
EIA reported for the previous week a 
crude storage build of 6.218 million 

bbls vs. average estimates for a draw of 
0.46 million bbls. Crude imports came 
in spectacularly higher at 8.549 million 
b/d versus market median estimate 
of 7.9 million b/d. Crude exports 
decreased week-on-week by 183k b/d; 
refinery throughput decreased week-
on-week despite capacity increasing. 

Gasoline storage this week came 
in more bearish than seasonal 

averages. The build of +1.171 million 
bbls was higher than the 5-year average 
of +437k bbls. Overall total crude and 
products increased by 5.364 million 
barrels for the week, largely because of 
the large crude build. 

And the piece-de-resistance: US oil 
production increased to 10.619 

million b/d, a 33k b/d increase week-
on-week (see both graphs on this page).

Bearish data, but oil prices are still 
rising:

Ordinarily, a set of data like this 
would have hammered oil price, 

but what happened afterwards was 
almost surreal. Not long after the EIA 
data dump, the IMF came up with 
story that Saudi Arabia needs much 
higher oil prices, at US$85 a barrel, to 
fill its budget gap. And so, oil prices 
actually rose in the wake of that news. 
Investors' thinking is that Saudi Arabia 
will do everything in its power for oil 
to reach those higher levels. So, oil 
prices ignored the wholesale bearish 
fundamental news, and cast their lots 
in accordance with the Saudi Arabia/
OPEC jawboning. 

The other geopolitical situation in 
the back of investors' mind is the 

Iran-Israel war of words. While it is 
currently just a war of TV soundbites 
and presentation slides, it has the 
potential to ignite a shooting war in 
Syria between Israel, Syria itself, Iran 
and its proxies, the Hezbollah. If trouble 
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erupts and is confined to Syria, then 
the fallout (of higher oil prices) will 
be contained. But if Israel extends the 
battlefield to the Gulf of Arabia, then 
the globe is facing a much less nuanced 
condition -- oil prices will rise sharply 
and stay high for some time. 

And then, there is the oil markets 
anticipation that President Trump 

will decide to pull out of the Iran nuclear 
deal by May 12, which could lead to 
a spike in prices, although how high 
a spike, and for how long it will be, is 
anyone’s guess. However, that decision 
has been expected for a few weeks 
already, and has already been built-in 
into the market's price structure. 

Oil fundamentals turning less 
friendly:

The reality is that oil fundamentals 
have, or will become less price-

friendly very soon, but the slow 
simmer in adverse geopolitical 
events is keeping sentiments of 
oil speculators still bullish. The re-
emergence of a Mideast risk premium 
and still strong global growth (but is 
now showing signs of flagging) will 
be competing with deteriorating oil-
bullish fundamentals for dominance 
in the near-term. The balance may 
be tipped by expectations that, while 
production and consumption are in 
equilibrium right now, large global oil 
production (especially out of the US) 
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will swamp global consumption from 
next month to early 2019 (see 1st graph 
on this page).

On the other hand, Venezuela’s 
oil production is collapsing and 

this graph with data from the EIA 
captures the extent of the sudden 
implosion of the country’s oil output 
(see 2nd graph on this page). The graph 
also captures the fact that almost 
everywhere, oil production is being 
ramped up, following the hefty rises 
in oil prices since February last year. 
Shale oil output is especially relevant 
in that regard -- it is 6 to 9 times 
more responsive to oil prices than 
production from conventional wells. 
Thus, a price shock that will take oil 
price to $80/bbl would result in an 
extra 1.2 million bpd of US production 
hitting the market within a year. This 
rapid response ability will limit how 
long or how high oil price shocks would 
rise. This capability is relevant today, 
as prices have gone above $70/bbl and 
still being driven higher by geopolitical 
events.

That of course raises the question: how 
much longer can oil prices stay up 

for geopolitical reasons? While nobody 
can honestly answer that with certainty, 
we can have a look at how the universe 
of oil fundamentals are currently faring 
along. When the geopolitics finally settle 
down, oil fundamentals are expected to 
reassert. Geopolitics vs fundamentals: 
which one will win? At the moment 
geopolitics has the upper hand, but not 
for very long, in our opinion. 

This is the current state of oil 
fundamentals: 

The most visible of all the oil 
fundamental data is the Total US 

oil Inventories. We have always said 
that US Total Inventories, as a matter 
of functionality, are product of the 
interaction of Total Global Oil Supply and 
Total Global Oil Demand. But the data 
that we get in the end lags behind by a 
significant length of time relative to its 
prime movers (4 to 5 months, see last 
graph on the right and 1st on next page).     

Delayed response of US oil inventories to global supply, demand
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long positions have been flat for several 
months and are actually declining. 
Long-only positions fell 15,495 lots 
to 453,111 in the week ending May 

This why US inventories lag 
significantly behind Crude Oil 

price, which usually lags behind 
changes in Global Supply and Global 
Demand by just one month (see last 
graph on previous page and 1st on this 
page). 

Nonetheless, a significant number of 
oil investors take the movements 

of the US Total Oil Inventories as an 
important element in their decision-
making process regarding Energy Sector 
investments. The weekly inventories 
data can sway the sentiment of many 
investors, so we have to see how it 
evolves from week to week. And right 
now, we are at the cusp of significant 
build in inventories. Put simply, 
inventories will soon disappear as driver 
of higher prices. 

The recovery of oil prices in 
February has been primarily 

engineered by the Kingdom of Saudi 
Arabia (KSA) and Russia. It was also 
helped by the significant decline in 
oil inventories in the US and in the 
OECD (see 2nd graph on this page). But 
those tailwinds are starting to become 
headwinds. Global consumption has 
been rising in 2018, and that is having 
an impact on the behaviour of oil 
producers, mid-stream owners – they 
stockpile (on delayed basis) in the 
wake of increasing demand for crude 
oil. But it is interpreted differently by 
some investors, seeing it as a gauge for 
plentiful or scarce supplies. Very wrong, 
but a significant number of investors 
depend on it in making decisions, so it 
becomes important, nonetheless.

But primarily, the impetus for the 
recent rise in oil prices has been 

the concerted jawboning exercises 
from OPEC. However, the OPEC-
Russia tandem seems to be running 
out of creative narratives to drive oil 
prices even higher. How much further 
into the future can they promise to 
keep production low to incentivize 
hedge funds to keep on adding to 
long crude oil positions? And even in 
this aspect, the hedge funds seem to 
be having a long-oil-fatigue syndrome – 

1. Long-only total was the lowest in 
almost four months. Also, short-only 
positions fell 424 lots to 35,064 (see last 
chart above).

The oil price lags global supply and demand changes by two months
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However, it may not be difficult to 
promise to hold production steady 

for even longer, because both OPEC 
and Russia are already hitting peak 
production. In the case of OPEC, they 
have already exceeded their production 
capacity as calculated by the EIA (see 
1st graph on this page). 

We could expect further attempts 
by the OPEC and Russia to 

continue ramping up pressure ahead 
of the schedule 2019 IPO of the Saudi 
Aramco oil conglomerate.  

Oil demand, consumption – watch 
for flagging economic growth:

At some point, real oil 
fundamentals (not rhetoric-

driven) will reassert. None more so 
than economic growth. This is actually 
one of the factors that we are starting 
to worry about, with regards to oil 
investments. US GDP growth is very 
sensitive to interest rates, although its 
hard to make the connection sometimes 
because of the long lags before the 
negative impact of higher interest rates 
are felt in the real economy. 

This is similar to the way the yield 
curve impacts economic growth. As 

an example, an inverted yield curve is a 
harbinger of recession, but you only see 
that fact after 5 to 6 quarters. That is 
the case today – rates have been rising 
since 6 quarters ago, and the yield curve 
has flattened during that time as well – 
and at a time within the next quarter or 
two, the bill comes due – GDP growth 
will start to fall. 

Of course, when that happens, the 
US demand for crude oil will suffer. 

If US oil demand falters, so does the 
rest of the globe (see two last graphs 
on this page). 

The portents for China, the second 
largest oil consumer in the world, 

is also not too hunky-dory. China is 
slowing down from self-inflicted blows 
as fiscal consolidation continues. Even 
as the government retrenched, the 
central bank (PBoC) decided to rein-
in its shadow banking sector, and has 
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curtailed dubious corporate lending, 
leading to a virtual collapse of its 
Total Social Spending (TSF) aggregate. 
This is significant because TSF is also 
a function of fiscal expenditures and 
is a bellwether of China’s Leading 
Economic Indicators (LEI). China LEI, 
when tracked alongside TSF, is great 
advance indicator of China oil imports 
(by volume and by value). The collapse 
of the TSF will soon lead to a decline in 
LEI, and a corresponding fall in China’s 
oil imports (see two first charts on this 
page).

The cracks are starting to show in 
China’s real economy, as industrial 

production has collapsed. The bad 
tidings were ushered in by a sharply 
falling Citi Economic Surprise Index 
for China (CESI) and it is now being 
reflected in the flagging manufacturing 
new orders index. (see last graph on 
this page)

Conclusion:

Our modelling work suggest that 
if the basis for oil price is merely 

supply and demand, oil prices should be 
cascading lower soon on deteriorating 
fundamentals. The price of oil is still 
rising and if Iran sanctions are re-
imposed, we could possibly have one 
more price spike up. However, we do 
not expect it to last at those high prices, 
although we do not know how long 
the oil price will stay levitated. But the 
spike up will not last forever – oil prices 
will start to correct soon after the price 
adjustments are made, as fundamentals 
reassert, probably starting in Q3. 
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