
The oil market has recently been 
bombarded with news about 

prospective large US crude oil output 
which is set to rise by 1.8 million bar-
rels per day from the nation’s largest 
shale producing areas over the next 
year, according to new forecasts by the 
US Energy Information Administration 
(EIA).  Meanwhile, the US oil industry 
posted another impressive monthly 
production increase, demonstrating 
the competitiveness and fast response 
of North America’s crude supply. The 
EIA’s survey showed that US produc-
tion of crude oil in November 2017 
was 10.038 million barrels per day, 
matching the historical record achie-
ved by the US in 1971 (see 1st graph on 
this page). The milestone was reached 
significantly earlier than many obser-
vers had anticipated (us included). 

The agency also said that by Februa-
ry, this month, total domestic oil 

output will climb up 111,000 bpd. The 
latest Drilling Productivity Report (DPR), 
which tallies the production from the 
seven most prolific shale basins in the 
US, also said production in January, this 
year, should reach 6.438 million barrels 
per day, which is 24,000 bpd higher 
than December output levels from the 
shale regions.

What the news often fails to 
emphasize is that the 1.8 

million-jump in US production equals 
the volume of production cuts agreed 
upon by the Organization of Petroleum 
Exporting Countries (OPEC) and their 
allies (NOPEC) which include Russia. 
OPEC and NOPEC have agreed to curtail 
output to contribute to a global market 
rebalancing plan.

Oil prices have risen steadily 
through H2 2017 and January 

this year, after large money managers 
(hedge funds) amassed record long 
positions in oil, looking for further 

increases in oil price. But for the first 
time in many months, oil and gasoline 
prices fell, on signs of rising gasoline 
and product inventories, as gasoline 
consumption fell sharply in the wake of 
extremely cold weather in most of the 
US in late December-early January (see 
graph below). The news about large 
US oil production in the whole of 2018 
also did not help, as well as the rise 
of US November oil production above 
10mmb/d. 
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One consequence of sharply 
lower gasoline consumption 

was a subsequent decline in refinery 
oil inputs, which tend to lag the 
consumption data by several weeks. 
We have already seen four weeks of 
declining oil input, and we believe that 
the falling trend will be sustained until 
at least late February-early March, if 
normal seasonal tendencies will prevail 
this year. Refinery oil inputs have been 
contributing to the significant draws 
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in total US oil inventories, which is 
a closely watched measure of how 
much oil supply there is in the US oil 
distribution system. 

US oil inventories have been 
declining sharply since early 2017, 

after massive builds in 2015 and 2016, 
and that has been one of the primary 
drivers of the sharp rallies in crude 
oil prices over the past 7 months. 
However, EIA reported a crude storage 
build of 6.776 million bbls last week – 
a level that was not expected by many 
in the oil market. This has been long 
in coming – the inflection point of the 
build cycle has been delayed by almost 
three weeks. The start of the seasonal 
build of oil inventories usually comes 
at the end of December and lasts until 
mid-to late April. But since the start 
of the build was delayed until the 3rd 
week of January, we believe that the 
stockage of oil this season could last 
until May. As the 1st graph on this 
page shows, the inflection points 
of both gasoline and oil inventories 
lag far behind the inflection points 
of consumption and production of 
gasoline. It should also be noted that 
changes in crude oil inventories lag the 
changes in gasoline consumption and 
output fundamentals, more than the 
lag between the changes in gasoline 
inventories and its fundamentals. This 
too can a useful indicator, as the gap 
between the inflection points of the 
two inventories data do not diverge 
by more than 7 weeks.

A sustained decline in Refinery Oil 
Inputs should negatively impact 

the current bullish sentiment on 
gasoline and oil prices, as that removes 
one of the primary drivers of the 
current decline in US oil inventories. 
Of course, the magnitude of the 
negative impact depends on how much 
further gasoline and product demand 
will decline, which will determine when 
gasoline production will restart. Based 
on recent historical perspective and 
our modeling work, the turn-around in 
gasoline demand and production may 
still be about 3 to 4 weeks away (see 1st 
graph on this page).

The impact of the recent decline 
in refinery throughput on actual 

oil inventories levels is yet to register, 
given the lagged relationship between 
the two variables. But we believe 
that last week’s oil inventories build 
of 6.776 million bbls marks the start 
of a sequence of stockages which 
could extend into May. This may 
have significant implications on energy 
prices, as the crude oil and gasoline 
price rallies from June were predicated 
on the huge inventory draws which 
started in late March last year. If crude 
oil and gasoline prices rose on inventory 
draws, then it stand to reason that 
inventory builds will take away some of 
those price gains. 

Moreover, we already see 
indications from our leading 

constructs that the onset of huge 
inventory builds are just a matter of 
time – in fact, it might have already 
started, as we said earlier. We see that 
crude oil & liquid fuels supply for the 
entire OECD has already been rising for 
the past three months – we assiduously 
track this data because it tends to 
lead US oil inventory trends by several 
months (see 2nd graph on this page), 
and often provides advance indications 
of what US oil inventories will eventually 
do, in terms of timing and magnitude.

32



34

If US oil inventories will continue to rise 
from here (and for us, it is a matter of 

conviction that it will), then it is very 
likely that some of the legs of the bullish 
narrative for oil and gasoline will be cut 
down. At this juncture, the evolution 
of global oil fundamentals (production, 
supply, consumption, demand) has 
also become less supportive of the 
continuance of the bullish narrative. 
The aggregate vector of production, 
supply, consumption, demand, which 
plays the stellar part in the oil price 
discovery process, is necessarily ahead 
of the oil price (by definition). And that 
aggregate vector is now signaling a 
downslope trajectory over the course 
of the next two quarters, suggesting 
lower oil and gasoline prices during that 
period (see 1st graph on this page).

In summary, if the fundamentals 
and seasonal tendencies during 

this period are not overridden by 
geopolitical news, it is possible that 
the underlying (oil) and the equities 
and ETFs could have a sharp set 
back. E&P equities and Oil ETFs have 
been strong outperformers of late, as 
they have latched into the coattails 
of resurgent oil prices. But current 
developments put E&P equities in a 
critical situation because significantly, a 
short-term negative outlook has already 
been baked into the cake by data points 
that have already gone past. 

OPEC/Saudi Arabia jawboning has 
basically trumped oil fundamentals 

in the past four months. Already, Saudi 
Arabia’s energy minister, Khalid Al-
Falih, was talking about extending the 
production cuts/freeze well into 2019 
-- so watch the geopolitics space 
carefully. But the bullish narrative 
is starting to falter, with significant 
US oil inventory builds commencing 
soon, and all signs pointing to a 
resurgent US oil production in H1 
2018. Moreover, the OPEC-NOPEC head 
honchos are running out of scraps to 
throw to the oil market -- but like what 
we said, be on the lookout for further 
jawbone exercises. 

We expect that the primary focus 
over the next few months will 

be how US oil production will actually 
pan out, relative to the forecasts of the 
oil agencies (if OPEC/KSA do not hijack 
or neutralize that narrative). If the 
forecasts of EIA and IEA prove correct, 
and furthermore, if our modeling work 
captured the proper linkage of the 
aggregate fundamental vector to the 
oil price discovery process, then there 
could be an oil price take down over 
the next few weeks. That might provide 
a new platform for long positions in oil 
and E&Ps, looking for the last rally into 
the summer months.


