The oil conundrum

thgmg priceshave nezther halted il pro ducuon norstimulated a surge

inglobal growth

IL traders are paying unusual atten-
tion to Kharg, a small island 25km @6
miles) off the coast of Iran. On its lee side,
identifiable to orbiting. satellites by the
transponders on their decks, are half a doz-
* enorso huge oil tankers that have been an-
chored there for months: Farther down
Iran’s Persian Gulf coast is. another flotilla
of similarly vast vessels. They contain up
to som harrels of Iranian crude—just what
aworld awash with oil could do without.
The lifting of nuclear-related sanctions

againstIran onJanuary16th putsthose bar-

rels at the forefront of the country's quest
to recapture a share of international eil
markets that it has been shut out of for
much of the past decade. The prospect of
Iran swiftly dispatching its supertankers to
European and Asian refineries to undercut
supplies from Saudi Arabia, Iraq and Rus-
sia helped push the world’s main bench-
marks, Brent and West Texas Intermediate
(wrTD), to their lowest levels since 2003 on
January 20th; w1 tumbled by 6.7% to un-

~der $27 a bairel, its biggest one-day fall
since September (see chart1).

The slide marks the latest actin a dra-
matic reversal of fortunes for the oil indus-
try that is, in turn, roiling the global econ-
omy. Less than a decade ago the world
scrambled for oil, largely to fuel China’s
commodity-hungry growth spurt, pushing

prices to over $140 a barrel in 2008. State-
owned oil giants such as Saudi Aramco
had accessto the cheapest reserves, forcing
private oil firms to search farther afield—in
the Arctic, Brazil's pre-salt fields and deep
waters off Angola—for resources deemed
ever scarcer. Investors, concerned that the
oil majors could run out of growth oppor-
tunities, encouraged the search for pricey

-oil, rewarding potential future growth in

production as much as profitability.

Now the fear for producers is of an ex-
cess of oil, rather than a shortage. The addi-
tion to global supply over the past five
years of 4.2m barrels a day (b/d} from
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America’s shale producers; although only.
5% of global production, has:had an: out-
sized impact on the market by.xaising the
prospects of recovering vast amouits of re-
sources formerly considered tobhard toex-
tract. On January19th the International En-
ergy Agency (IEA), a prominent energy
forecaster, issued a stark warning: “The oil
market could drown in oversupply.”

Last year the world produced 96.3m bld
of oil, of which it consumed .only 94.5m
b/d. So each day about 1.8m barrels went
into storage tanks—which are fillingup fast.
Though new storage is being built, too
much oil would cause the tanks to over-
flow. The only place to put the spare barrels
would be in tankers cut fo sea, like the Ira-
nian oil sitting off Xharg, waiting for de-
mand to recover.

For oil producers that is an alarming
prospect, yet for the most part ‘warnings
such asthose of the 1EA have gone unheed-
ed. This poses two puzzles. When, in No-
vember 2014, Saudi Arabia forced QPEC to
keep the taps open despite plummeting
prices, ithoped quickly to drive higher-cost
producers in America and elsewhere out
of business. Analysts expected & snappy.
rebound in prices. Though oil firms have
since coilectively suspended investment in
$380 hillion of new projects, as yet there is
no sign of a bottom. Projections for a
meaningful recovery in the oil price have
been pushed back until atleast 2017,

The economic impact of the oversup-
ply is another enigma. Cheaper fuel
should stimulate global economic growth.
Industries that use oil as an input are more
profitable. The benefits to consurning na-
tions typically outweigh the costs to pro-
ducing ones. But so far in 2016 a 28% lurch b»
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»downwards in oil prices has coincided
with turmoil in global stockmarkets. Itis as
if the markets are chaflenging long-held as-
sumptions about the economic benefits of
low energy prices, or asserting that global
economic growth is so anaemic that an oil
glut will do little to help.

Iran is the most immediate cause of the
beatishness. It promises an immediate
boost to preduction of 500,000 b/d, just
when other members of orEG such as Sau-
di Arabia and Iraq are pumping at record
levels. Even if its target is over-optimistic,
seething rivalry between the rulexs in Teh-
ran and Riyadh make it hard to imagine
that the three producers could agree to the
sortof production discipline that opeC has
used to atternpt to rescue pricesin the past.
_ Even if oPEC tried to reassert its influ-
ence, the producers’ cartel would probably
fail because the oif industry has changed in
several ways. Shale-oil producers, using
technology that is both cheaper and quick-
er to deploy than conventional oil rigs,
have made the industry more entrepre-
neurial, Big depreciations against the dol-
lar have helped heleaguered economies
such as Russia, Brazil and Venezuela to
maintain cutput, by increasing local-cur-
rency revenuesrelative to costs. And grow-
ing fears about action on climate change,
coupled with the emergence of alterna-
tive-energy technologies, suggests to some
producers that it is best to pump as hard as
they can, while they can,

This is not the first time orec has over-
estimated the effectiveness of what, dur-
ing the era of John Rockefeller’s Standard
0Oil, used to be called “a good sweating™: at-
tempting to flood the market with cut-price

* oil to drive compétitors out of business. In
the mid-1980s the cartel sought to use low
prices to undercut preducers in the North
Sea, but failed. They enacted a policy to re-
coup maricet share fiom their non-opPEC 1i-
vals, but ended up trying to defeat each
other, further weakening prices. It tool sev-
eral years for oil prices to recover.

It's a time-wormn miscalculation. In his
book “The Prize”, Daniél Yergin quotes an
American academic writing as far back as
1926 about the “spectacle” of massive over-
production. “Oil producers were commit-
ting ‘hara-kiri’ by producingso much oil,”
the scholar wrote. "All saw.thé remedy but
would not adopt it. The reitiedy was, of
course, a reduction in the production.” -

Yet there is also a reason for keeping the
pumps working that is not as suicidal as it
sounds. One of the remarkable features of
last year's cil market was the resilience of
American shale producers in the face of
falling prices. Since mid-2015 shale firms
have cut more than 400,000 b/d from out-
put in response to lower prices. Neverthe-
less, America still increased oil produiction
more than any other country in the year as
awhole, producing an additional 900,000
b/d, accordingto the 1za.

During the year the number of dzilling
rigs used in America fell by over 60%. Nor-
mally that would be considered a strong
indicator of lower output. Yetitisone thing
to drill wells, another to conduct the hy-
draulic fracturing (“fracking™) that gets the
shale oil flowing out. Rystad Energy, a Nor-
wegian consultancy, noted late last year
that the “frack-count”, ie, the number of
wells fracked, was still rising, explaining
theresilience of oil production.

The .roughnecks used other innova-
tions to keep the oil gushing, such as injeet-
ing more sand into their wells to improve
flow, using better data-gathering tech-
niques and employing a skeleton staff to

keep costs down. The money is no longer

flowing in. America’s once-rowdy oil
towns, where three years ago strippers
could make hundreds of dollars a night
from itinerant oilmen, are now full of
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abandoned trailer parks and boérded-up
businesses. But the oil is still flowing out.
Even some of the oldest shale fields, such

as the Bakken in North Dakota, were still

producing at the same level in November
asmore than a yearbefore.

The shale industry also henefited from
financial engineering. Last year at least
half of the firms involved had hedged the
oil price to protect revenues. Some went
bankrupt, but most have managed to
sweet-talk bankers into keeping the credit
flowing—at least until the latest crisis.

Itisnotjustthe shale industry that man-
aged to keep its head above water longer
than expected. Those extracting in more
expensive places, such as Canada's oil
sands and Brazilian pre-salt, have foo. Can-
ada, whose low-quality benchmark oil,
West Canada Select, is trading below $15 a
barrel, giving it the ignominious title of the
world’s lowest-value crude, is one of the
non-OPEC countries expected to add most
to global supply this year. So is Brazil, de-
spite debt and corruption at its state oil
company, Petrobras.

Meanwhile, the oil majors have said
they will slash tens of thousands of jobs
and billions of dollars in investment, but
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they too are reluctant to abandon prq?jects
that may add to future production. Shell,
an Anglo-Dutch conipany, took the rafe de-
cision to abandon exploration in the Afctic
and a heavy-oil project in Canada but its
curtent output of 2.9m b/d in 2015 was only
just shy of the previous year's 3.1m(b/d. In
the industry at Iarge, the incentivie is to
keep producing “as flat out as yoit can”,
once investment costs have been sufnk into
the ground, says Simon Henry, Shell's
chief financial officer. He says it is! some-
times more expensive to stop production
than to keep pumping at low prices, be-
cause of the high costof mothballing wells.

Simon Flowers of Wood Mackenzie, an
industry consultancy, says that even at $30
a barrel, only 6% of global production fails
to cover ifs operating costs. It may be un-
economic to drill new deepwater wells at
prices under $60 a barrel, he says, but once
they are built it may still make eéconomic
sense to keep them running at prices well
below that (see chart 2), Such resilierice is
used by sorne to justify- why they expect
prices to remain “lower forIonger”. -~ .

In theory a long period of low oil prices
should benefit the global economy. The
waold is both a producer and a consumer:
what producers lose and consumers gain
from a drop in prices sums to zero. Conven-
tionally, extra spending by oil importers ex-
ceeds cuts in spending by exporters, boost-
ing global aggregate demand,

The economies that have enjoyed the
strongest GDP growth in the past year have
indeed been oil importers: India, Pakistan

: . and countries in east Africa. It is hard to ex-

plain the consumerled recovery in the
euro area without assuming a positive im-
pact from lower oil prices. In the mvF’s lat-
est forecast, published on January1gth, the
handful of big economies that were spared
downgrades io GDP growth—China, India,
Germany, Britain, Spain and Italy—were all
netoil imporiers.

‘Where are the windfalls?

There are doubts that this holds true every-
where. America is both a large producer
and consumer of oil, At the start of 2015,
JPMorgan, a bank, reckoned that cheap cil
would boost @DP by around 0.7%—a boost
to consumers’ purchasing power equiva-
lent to 1% of GD¥, offset by a smaller drag
from weaker oil-industry investment. It
now reckons the outcome was hetween a
contraction of 0.3% and a boost of a measly
0.1%. Consumers may have saved more of
the windfall than had seemed likely and
the share of oil-related capital spending in
total business investment in America,
which had steadily risen for years, has fall-
en by half (see chart 3).

Add in the indirect effects of the down-
turn in the oil industry and the net impact
of cheap oil may even have been a bigger
decline than JPMorgan’s most pessimistic
estimate, That has been the experience of pp
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» the Msc Industrial Supply Company, an
American retailer efhinges, brackets, pow-
er tools and maintenance -equipment to
manufacturers. It does not rely directly on
orders from oil companies, yet this month

its boss, Erik David Gershwind, said that -

fallout from the oil shock had had a notice-
able impact on sales. “The indirect expo-
sure is, I think, what's talen everybody by
surprise, not only at Msc but in the broad-
ereconomy, and it'sugly”

Unsurprisingly some of the biggest
splashes of red ink in the 1mMF’s latest fore-
cast revisions were reserved for countries
where oil exploration and production has
played a significant role in the economy:
Brazil, Saudi Arabia, Russia (and some of
its oil-producing neighbours) and Nigeria.
Weaker demand in this group owes much
to strains on their public finances.

Russia has said it will cut public spend-
ing by a further10%inresponse to thelatest
drop in crude prices {see page 66). The cil
industry accounts for 70% of tak revenue in
Nigeria. When the oil price plunged in
2008-09, it was able to draw on savings it
had salted away in an oil-stabilisation
fund. But in June the country’s president,
Muhammadu- Buhari, said the treasury
was “virtually empty”. Saudi Arabia has
deeper pockets but, with a budget deficit
that reached 15% of Gor last year, even it
has been forced to cut public spending.

The old calculus that such countries
were able to smooth spending through the
oil-price cycle has become less reliable. To
alarger degree than in the past, oil produc-
ers have spent windfall revenues, and now
have been forced to cut back. This com-
pounds the effect on aggregate demand of
falling investment in the oil industry.

Perhaps more worrying is the way the
oil-price drop is compounding the effect of
financial fragility worldwide. Low interest
rates in Ametica and Europe after 2009
drew rich-world investors into emerging
markets, creating a lending boom. Cor-
porate debt in emerging markets rose from
50% of GDP in 2008 t0 75% in 2014. The les-
son of recent history is that a rapid
build-up in debt leads to trouble. Along
with construction, the oil and gasindustry

saw a big increase in corporate debt, ac-
cording to the imep's latest Global Financial
Stability Report. Lower oil revenues make
itharder to service this burden.

When the oil price stumped in 2008-09
oil-producing countries were abie to cut in-
terest rates and borrow abroad te prop up
demand. Now investors are charier of risk.
The end of the Federal Reserve's pro-
gramme of bond buying (“quantitative
easing”} in 2014 and the recent increase in
intérest rates has drawn money back to
America, boosting the dollar and tighten-
ingglobal monetary conditions.

Oil pro ducers, notably in Latin Ameri-

‘ca, are havmg to tighten domestic mone-

tary policy to tackle inflation, in part
caused by big fallsin their currencies. Bra-

zil's cenfral bank has kept interest rates

high, even though its economy is deep in
récession. Central banks in Colombia and

Mexicoraised ratesin December. The same ~

strains are evident in oil-rich Nigeria and
Angola, thelargest and third-largest econo-
mies in sub-Saharan Africa. The easier fi-
nancial conditions in the years after 2009

gave policymakers in Africa a false sense -

of their own resilience, says Stuart Culver—
house of Exotix, a broker.

Investors appear to be rethinking how
risky assets should be priced in rich coun-
tries; too. This is as much a response to con-
cerns ahout the strength of China’s econ-
omy as o the damage a sharp fall-in oil
prices might wreak. Worries about delin-

.quent bortowers in the oil industry trig-
gered a sharp rise in their yields in Ameri-

ca’s junk-bond market at the end of last
year. The yields on junk bonds issued by
other sorts of borrowers rosé in apparent

sympathy. Even yields on investment-

grade bonds are edging up.

©  Stockmarket bears are quick to point
out that higher real interest rates on cor-
porate bonds make it haider to justify ele-
vated share prices. Central bankers in rich

countries say they worry that dlongperiod.

of near-zero inflation is entrenching beliefs
that prices will remain endlessly flat. The
real rate of interest rises when expecta-
tions of inflation fall and it is hard for

policymalers to respond to this asrates are

already close tozero:

Since the start of the year, the supply
shock from Iran has also been accompa-
nied by fears of a demand one from China.
The bungled handling of China’s stoclk:
market and currency hasraised fears about

the economy, which has spilled over into .

the oil market. As global financial markets
have descended into turmoil, there are
mounting worries about the resilience of
the glohal economy, too. That, in turn,
raises anxiety about future oil demand.
Macroeconomic concerns are pata-
mount, but there are also microeconomic
ones.Lower fuel subsidies in some oil-pro-
ducing countries, aimed at plugging bud-
get deficits, are encouraging car owners to
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drive less miles. China has said that it will
not allow petrol prices to fall in line with
oil below $40 a barrel, which will have the
same effect. Even in the United States, the
link between cheap petrol and gas-guz
zling is less strong than it was. Part of the
reason, analysts say, is that vehicles are
more fuel-efficient.

Green and black

After the Paris summit on climate change
in December sore pundits reckon that the

latest oil crisis reflects a structural change

in oil consumption because of ernviron-

mental eoncerns—what some call “peak

demand”. It is true that as climate con-

sciousness grows, oil companies are devel-

opingmore gasthan oil, hoping to deploy it

as an enérgy substitute for coal. But it may

-be too early to assume that the era of the
‘petrol engine is coming to an end.

More likely, the oil price will eventually
find & bottorn and, if this cycle is like previ-
ous ones, shoot sharply higher because of
the level of underinvestment in reserves
and natural depletion of existing wells. Yet
the consequences will be different. An-
toine Halif of Columbia University’s Cen-
tre on Global Energy Policy told American
senators on January 19th that the shale’oil
industry, with its unique cost siructure and
short business ¢ycle, may undermine lon-
ger-term investment in high-cost tradition-
al oilfields. The shalemén, rather than the
Saudis, could well become the world’s
swing producers, adding to volatility, per-
haps, but within a relatively narrow range.

Big oil firms would then face some exis-
tential questions. In the future, should they
carry on asbefore, splurging on expensive
vanity projects in hard-fo-reach places, at
the risk of having “unburnable” reserves
as environmental concerns
Should they reinvest their profits in shale
or in greener technologies? Or should they
return profits to shareholders, as some to-
bacco companies-have done, marking the
beginning of the end of the fossil-fuel era?
Whatever they do, the era of oil shocks is
far from over. @

Ready fora soék

mount? - -



