
Crude Oil: the supply overhang still hurting oil prices, but rapid 
inventory draw and new OPEC output agreement may push WTI 
back to $55.

What was weighing on oil 
prices is the still prepon-
derance of supply on a 

global basis, despite the agreement 
between OPEC and NOPEC to reduce 
output starting in January. The large 
production overhang provided by the 
unfettered production by large oil pro-
ducers in late 2016 ahead of the agreed 
cuts was, until recently, keeping prices 
down, and the Q1 2017 slowdown in 
US activity has not helped. 

A new agreement agreed upon 
by Saudi Arabia and Russia, an-

nounced last week, triggered a 3.5% 
jump in oil prices, which have conti-
nued to rise. OPEC and Russia hope 
that output cuts until the end of March 
2018 should bring stocks down to their 
five-year average and push prices up, 
even if US output continues to pick up 
(as we expect) and even if OPEC’s com-
pliance does not reach 100% (highly 
unlikely to happen in any case). Ahead 
of the meeting of the oil producers 
on May 25, the finer details are still 
unknown, but many OPEC members 
have been receptive of the idea. It is 
highly unlikely that the Kingdom of Sau-
di Arabia (KSA) and Russia would have 
announced such an extension (with so 
much fanfare) without being assured 
that the other members would agree. 

Comments by leaders of OPEC-NO-
PEC regarding the extension of 

its 1.8mm b/d production cuts this 
year and into next year are part of a 
grand strategy which includes the use 
of forward guidance to convince mar-
kets the supply side will tighten in the 
future. «Jawboning» the market will 
continue to be a tool of the major oil 
countries in this regard, but its effec-
tiveness is quickly fading, so they will 
resort to even more «brute force» per-
suasive techniques, going forward.

The other critical part of the strate-
gy is for OPEC-NOPEC to keep the 

front of the Brent curve at or below 
$60/bbl, using their own production, 
spare capacity and storage. In this res-
pect, KSA had it all figured out in ad-
vance. That is why it ramped up out-
put in late 2016 (before the cuts took 
effect in January). And that is why it 
can cut more than its promised share 
because it had enough supplies in sto-
rage. Drawing down storage to push 
global supply to match the five year 
average is important to them then, 
and that is all that matters to them 
now. Their competitiveness would be 
in trouble now if they did not stock-
pile in late 2016. They may have cut 
production more than their allotted 
share, but there is plenty out there in 
storage -- so same effect -- they have 
enough supplies to maintain or even 
extend their market share. Or to keep 
oil prices from rising too high and too 
fast, for that matter. 

Corollary to that is provision of 
guidance to higher supply in the 

future, which would keep markets 
backwardated in 2018 once visible sto-
rage returns to five-year average levels. 
A persistent and deep backwardation 
will likely slow the increase of rigs in 

U.S. shale fields -- this is probably the 
most significant part of their over-all 
strategy. The idea seems to be to cap 
the front-end forward curve at $60/
bbl, which when coupled with per-
sistent backwardation, would keep de-
pletion rates elevated. This would hit 
cash-strapped producers -- especially 
non-Gulf OPEC producers with high fis-
cal breakeven oil prices – and they will 
be forced to forego maintenance capex. 
If OPEC-NOPEC can maintain produc-
tion discipline, they might just pull it 
off, and that will strengthen their hand 
in guiding prices higher in the future. 
We have done work on capex-output 
dynamics, and if the strategy is suc-
cessful, we believe it will keep the 
oil-industry relatively capex-poor until 
at least 2019 (see graph below).

For this new agreement to work, 
and reduce global oil supply to 

its five-year average, compliance is 
absolutely essential. Encouragingly, 
discipline within OPEC has so far been 
better than we expected vis-a-vis the 
first agreement, because Saudi Arabia 
has cut by more than it had agreed to, 
forestalling further oil price falls. And 
just as important, US oil production 
should not significantly break out much 
more than the market expects. US oil 
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output has grown by about 0.6m bpd 
since the end of November, after OPEC 
and NOPEC announced that production 
will be cut as from January. The num-
ber of active drilling rigs in the US has 
increased steadily for almost a year 
now; increases in US oil production will 
likely offset some of OPEC’s newly an-
nounced extra production cuts over the 
next 12 months. What matters is that 
oil output in the near term should not 
be much higher than what is already re-
flected in the oil market. There is risk of 
that happening because shale produc-
tion is just hitting its stride after sharp 
rise in operational rigs over the last 12 
months (see first graph on this page). 
This may actually be the single, biggest 
problem confronting the OPEC-NOPEC 
grand strategy – unfettered oil produc-
tion as output from the sharp increase 
in US rigs is optimized going into the 
middle of the year (see first graph on 
this page). That may cause prices to fall 
off again, before recovering sometime 
in Q3, as US output peaks (following a 
fall-off in rig count, which may happen 
soon).

What may also help the new 
agreement in pushing oil prices 

is that the yoy change in global demand 
is now outstripping the yoy change in 
global output. This simple model of 
global oil balance suggests that the 
current uptick in oil prices could be pu-
shed higher until June at least from this 
factor alone (see second graph on this 
page).

We have also done some work on 
the impact of CO&LF net inven-

tory withdrawals on the oil price and 
we see the positive correlation. This 
simple model of consumption mea-
sure can provide a good understanding 
of the short-term impact of the broad 
sweeps in global demand (see third 
graph on this page).

Moreover, the modeled US supply 
adjustments will likely reflect 

higher refineries oil input in the past 
quarter, and that would shift the bias 
towards smaller supply overhang than 
assumed by EIA. That should provide 

a positive spin in oil prices until June, 
at least. This is especially helpful in 
the context of US oil inventories. This 

oil data is plagued by bad EIA mode-
ling, late and faulty reporting, and 
wrong market perception as to its im-
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portance. The primary variables which 
impact inventories (oil price/US Dollar, 
term structure, refinery oil input) all 
lead it by significant degrees. But funny 
enough, it continues to impact market 
sentiment to a very significant degree. 
If you can tract the oil price and how it 
is impacted by  term structure, if you 
have access to refinery oil input data, 
then the mystery of oil inventories di-
sappears. Term structure and oil price 
are strong determinants of refinery oil 
input, which responds to those factors 
after circa 12 weeks. The throughput 
data becomes fully incorporated into 
inventories data after about a month. 
Ergo, if you have a knowledge of what 
the oil throughput was a month ago, 
then expect those values to be reflec-
ted into inventories after a month. See 
those relationships in the graph below.

The other shoe to drop is the distinct 
positive relationship between the 

exchange rate of the US Dollar and US 
oil inventories. The US currency leads 
changes in inventories by 3 months. 
and the weakness of the US unit during 
the past three months suggests that oil 
inventories should be rolling over and 
falling for a similar period from here. 
And the reason why we make no men-

tion of imports is that oil imports are at 
the thrall of both the US Dollar and in-
ventories – imports have no predictive 
value at all insofar as inventory builds/
draws are concerned, as it lags so far 
behind inventories and the US Dollar, 
and is therefore useless as a price vec-
tor.

So, following that sequence of 
events, inventories should start 

showing massive drawdowns over 
the next few weeks, reflecting the 
just as massive refinery oil inputs 4 

weeks ago (on a rolling basis) and the 
recent fall in the value of the US Dol-
lar. The positive sentiment from the 
new KSA-Russia agreement to extend 
cuts should provide further support. It 
would really surprise us if the oil price 
does not make a sharp short term pop, 
possibly around the $55 WTI area, be-
fore falling into a trough during Q3 
2017. Trading range environment can 
last into the summer.
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