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More action needed from OPEC in the short term,
but medium term outlook for oil prices improving
After an initial positive response to OPEC’s decision to cut production, oil
prices have now fallen close to 12 month lows. Restoration of shut-in
production from Libya and Nigeria, both outside of OPEC agreed cuts, as well
as a stronger than expected recovery in US production, appears to have
undermined the supply/demand balance seen in early 2017.
The outlook for 2018 suggests little improvement in the overall balance and
we believe OPEC will need to extend the current agreed cuts and perhaps take
further action to normalise inventories. In response to lower oil prices and cost
inflation there is a possibility US production growth, which is expected to add
1mmbopd in 2018, may also begin to ease, although we would not expect a
significant change. This would certainly help sentiment, but without any supply
shocks, oil prices will likely remain in a US$40-60/bbl range.
The implication of a low oil price environment has been a collapse in
investment targeting conventional oil resources, which due to the time lag
between discovery, project sanction and new developments coming onstream,
may risk a supply shortfall in the medium term. Due to operational constraints,
we believe US unconventional oil is unable expanded quickly enough to bridge
this gap alone and OPEC spare capacity is already far from high leaving the
industry exposed to periods of higher oil prices and increased volatility in the
medium term.
Our longer-term view beyond 2030 is more cautious as structural changes in
the transportation markets erode oil demand growth and possibly leads to so
called ‘peak oil’. As discussed on the following pages, leaders in the
automotive and oil industry have quite different views on this and public policy
will also play a crucial role.
Due to this uncertainty, we recommended avoiding long duration oil
stocks, preferring lower cost producers and short to medium term
explorers, where the commercial risks are manageable.
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Tel: +44 (0)20 3463 5020
william.arnstein@brandonhillcapital.com
www.brandonhillcapital.com

This is a marketing communication. It has not been prepared in accordance with legal requirements designed to promote the independence of investment research and is not subject to any
prohibition on dealing ahead of the dissemination of investment research. Non-US research analysts who have prepared this report are not registered/qualified as research analysts with
FINRA, may not be associated persons of the member organisation and may not be subject to NASD/NYSE restrictions on communications with a subject company, public appearances and
trading securities held by a research analyst account. Disclosures can be found at the end of the report.

OIL & GAS FLASHNOTE

20 July 2017

Oil demand trends
Since the financial crisis in 2008 and 2009, oil consumption has been consistently strong
growing by more than 1% in each year. In 2016, oil demand rose by 1.6mmbopd (1.6% YoY),
which was well above the 10-year average growth rate of 1.1mmbopd (1.2%), albeit slower
than the 2.0mmbopd (2.1%) rate achieved in 2015. The primary sources of demand growth
were in China (0.4mmbopd), Europe (0.3mmbopd) and India (0.3mmbopd), although Chinese
demand growth, despite an increase in their strategic reserves, was the slowest since 2008.
Oil consumption is expected to remain robust during the next few years, with the IEA
forecasting that growth in 2017 and 2018 will remain above average, at 1.3mmbopd and
1.4mmbopd, respectively (Oil Market Report, 14 June 2017). Future oil demand growth is
expected to be entirely attributed to non-OECD countries, with consumption in OECD countries
forecast to remain essentially flat in the next two years. Following robust growth in 2015 and
2016, this slow-down may indicate a possible resumption in a downward trend that commenced
in 2006, when oil demand peaked at 50mmbopd. Demand in OECD countries has since fallen
by 3.8mmbopd (7.6%) and BP, in its recent Energy Outlook 2017 report, forecasts that OECD
oil demand is likely to decline at 1% p.a. out to 2035, equating to a 12mmbopd drop from peak
levels.
In contrast, during the same period, demand from non-OECD countries is forecast to rise by
23mmbopd (2.0% p.a.), with China and India providing more than half of this. According to BP
this will increase total demand to 110mmbopd in 2035 (down 2mmbopd from 2016 forecasts),
but sees the annual growth rate fall to just 0.7%.
Exhibit 1: Oil demand outlook

Source: BP Energy Outlook 2017

As shown in the chart above, BP expects the moderation in demand growth to come after 2025,
with growth before this remaining above 1.0%. That said, the chart also reveals that
transportation oil demand, accounting for approximately 60% of total demand, is the primary
source of the slow-down in demand growth, and this decline commences earlier during the
2020-25 period. Overall demand growth during 2020-25 is only maintained above 1% due to
an apparent increase in industrial demand not repeated in other periods.
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The expected decline in the growth rate in transportation oil demand is principally driven by an
assumed increase in car fuel efficiency (from 1.5% to 2.6% p.a.) and to a lesser extent
structural changes in the market driven by the emergence of electric vehicles (“EV”). In
aggregate these savings are more than offset by an increase in the number of vehicles, which
are expected to double to approximately 1.8Bn by 2035, so overall oil demand from car
transportation is forecast to increase by 4mmbopd to 23mmbopd.
Exhibit 2: Changes in oil demand from car transportation

Source: BP Energy Outlook 2017

The limited impact from the growth in electric vehicles on future oil demand is perhaps the most
surprising aspect of this, however, this outlook is highly uncertain with a wide range of forecasts
from different sections of the market. For instance, from an existing market share of 0.2% (2m
vehicles), a slide from the Ford investor day (September 2016) shows estimates that the
penetration of electric vehicles could reach 30% by 2030 (~450m vehicles), while BP forecasts
the market share will be just 6% by 2035 (~108m vehicles). These forecasts assume compound
growth rates of ~47% and ~23%, respectively, against overall fleet growth of ~3.7%.
To put these figures in context, the Two Degrees Warming Scenario (“2DS”) assumes ~160m
EVs (11% market share) in 2030, the Beyond Two Degrees Warming Scenario (“B2DS”)
assumes ~210m EVs (14% market share) and the Reference Technology Scenario (“RTS”),
which is based on projections that reflect existing and proposed government policies, assumes
~56m EVs (4% market share). The Electric Vehicle Initiative (“EVI”), which is a multigovernment supported policy forum co-led by China and the US and accounting for 95% of the
current EV market, goes beyond this targeting a 30% collective market share by 2030
(including trucks, buses and other commercial vehicles).
Even at 60% growth rates, as achieved in 2016, it will take at least a decade for electric vehicles
to become a material segment of the market and recent growth rates have in fact been falling,
from 77% in 2015 and 85% in 2014. Interim targets set by a group of the largest manufacturers
(including BMW, Chevrolet, Daimler, Ford, Honda, Renault-Nissan, Tesla, VW, Volvo and
various Chinese manufacturers) seem more realistic (at the lower end), aiming for between 9m
and 20m EVs in 2020 and 40m and 70m EVs in 2025.
In the short-term, development of the EV market remains entirely reliant on continued
government support but, in time, cost parity should be achieved as battery costs fall and optimal
manufacturing scale is reached, while other barriers, such as choice, education and
infrastructure ease. The recent IEA Global EV Outlook 2017 report forecasts that electric
vehicles will be fully cost competitive by 2030 and much lower cost for high mileage users,
while other reports suggest this could be achieved sometime between 2020 and 2025.
Inevitably, government incentives will be removed and new barriers will emerge (i.e. road
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taxation), while investment diverted from conventional engine development may lead to a slowdown in efficiency gains.
While the BP forecasts assume a relatively small impact on oil demand from the growth in
electric vehicles, the alternative scenarios highlighted above, if realised, could have a bigger
impact. This potential downside is somewhat insulated by the fact that 80% of oil demand,
contributing ~9mmbopd of demand growth by 2035, is unrelated to car transportation and the
electrification of trucks and aeroplanes, while occasionally mentioned, seem far less probable.
This means that just 30% of forecast oil demand growth is at risk and based on BP’s
calculations for the sensitivity of oil demand to electric vehicles (BP forecast a 1.2mmbopd
reduction in oil demand for every 100m electric vehicles) it would take an additional 330m EVs
(c.440m EVs in total) for this demand to disappear. This would need to rise to close to 1.2Bn
EVs (equivalent to a 2/3 market share) to offset the entire expected growth in oil demand and
for ‘peak oil’ to have been realised.
Of the alternative scenarios, the Ford investor day and the EVI 30% policy (applying this rate
to just car transportation) are the most ambitious and if realised would reduce oil demand by
approximately 5mmbopd compared to BP forecasts. The 2DS and B2DS forecasts are less
material reducing demand by 1.5mmbopd and 2.1mmbopd, while the RTS forecast, which is
arguably the most realistic, would reduce demand by just 0.2mmbopd. Overall, these numbers
demonstrate downside risk to demand forecasts, but is far from catastrophic for the oil market.
Exhibit 3: Impact on oil demand from different EV scenarios
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Oil supply trends
While supply has closely matched demand over the long term, a surge in global oil supplies
during the past three years has left the market in a material and persistent over-supply position.
In this period oil stocks have rocketed (OECD stocks are 292mmbbl above the five-year
average) and despite subsequent actions by OPEC (and several non-OPEC members) to cut
supply by 1.8mmbopd (OPEC 1.2mmbopd), inventories have barely fallen from peak levels.
Exhibit 4: OECD inventories

Source: IEA

This indicates the market is now closely balanced, although due to a stronger than expected
recovery in US production, as well as the recommencement of shut-in production in Libya and
Nigeria, further action is likely to be required by OPEC to normalise crude inventories. With the
IEA forecasting non-OPEC production growth of 1.5mmbopd in 2018 will exceed demand
growth of 1.4mmbopd, we believe OPEC will need to extend the current production agreement
beyond March 2018 and into 2019 (including incorporating both Libya and Nigeria into the
agreement) and possibly go further and deepen the cuts.
To put the existing OPEC agreement in context, cumulative cuts by the organisation during the
past 20 years have averaged 3.4mmbopd. While this suggests OPEC is more than capable of
taking further action required to normalise the oil market, its members are far from harmonious
in having to balance the conflicting needs of a resurgent Iraq and Iran, against budget
pressures and an intensifying regional dispute with Qatar.
Exhibit 5: OPEC cumulative cuts
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In fact, competition between OPEC members has significantly contributed to the recent oversupply situation, with both Iran and Saudi Arabia adding 1.0mmbopd to production in the past
three years and Iraq adding 1.3mmbopd. In contrast, the US has added 2.3mmbopd in the
same period and the rest of the world has seen production fall by 0.5mmbopd.
Exhibit 6: Oil supply growth 2013-2016
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With OPEC at least maintaining production levels until 2018, the continued expansion in US
production is set to be the main contributor to global supply growth in the short term. The IEA
is forecasting the US will increase supply by 1.0mmbopd in 2018 (two thirds of aggregate
supply growth), which is similar to the rate achieved during the previous 12 months. While this
increase has been driven by a strong recovery in drilling activity, we believe the recent c.20%
fall in oil prices could put the 2018 forecast (and growth beyond this) at risk, as cash flows
decline and fewer projects meet economic hurdles. A plateau or fall in rig counts would provide
the first indication of an inflection point, with production likely to follow several months later.
A consequence of the recent period of low oil prices has been the collapse of investment in
exploration and development activity (capex is estimated to have fallen by 38% by the IEA
between 2014 and 2016). This has seen development spending worth US$1tn either deferred
or cancelled and, according to Rystad Energy, has already led to an acceleration in the
underlying decline rate to 5.7% (from older fields contributing a third of global supply).
Exhibit 7: Upstream investment trends

Source: IEA World Energy Investment 2016
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Exploration spending has been hit harder, falling by more than 50% from its peak and while
the scope of activity has not fallen by as much, the volume of discoveries is down substantially.
According to the IEA, just 2.4Bn of conventional oil was discovered in 2016, down by half on
2015, which in itself was the worst in 60 years.
The significance of these statistics is that due to the time lag between discovery, project
sanction and new developments coming onstream, a supply shortfall could occur in the medium
term. In our view, this scenario is possible in the next five or so years and it is clear to us that
US unconventional production alone cannot bridge the supply gap. Over time this could lead
to the erosion of OPEC spare capacity and potentially higher and more volatile oil prices.
Exhibit 8: Long term oil supply and demand

Source: BP Energy Outlook 2017

In the longer term, the market will have more time to adapt and as oil demand growth slows
post 2025, the risks of supply shortfalls should ease. According to BP, almost the entire long
term oil supply growth will come from either the US (4mmbopd) or OPEC members (9mmbopd),
with smaller contributions from Brazil and Russia merely offsetting non-OPEC declines.
Exhibit 9: Long term oil supply trends

Source: BP Energy Outlook 2017
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These forecasts underline the importance and materiality of the emergence in US
unconventional oil production, particularly out to 2025, but also that fears of a long-term supply
glut from US production are unfounded. Like other new sources of supply before, US
production growth will eventually slow with trends possibly magnified by the availability of low
cost capital and steep decline curves.
As volumes rise in the next few years, operators will have to work increasingly hard just to
maintain production. The expansion in activity will inevitably lead to operational constraints and
cost inflation. Some evidence of these trends are already emerging with the number of drilled
but uncompleted wells rising to record levels (5,946 at the end of May 2017) and Halliburton
reporting prices rise of 10-20% this year. WoodMac is also estimating cost inflation of 15% in
2017.
As a consequence, US breakeven oil prices will likely rise from US$30-35/bbl to US$35-40/bbl
in 2017, whilst lower quality acreage risks becoming more marginal or uneconomic. This will
not be transformational for oil prices but, combined with a potential slow-down in activity
discussed above, will certainly help sentiment and could see prices gradually trend higher. Any
recovery in oil prices is likely to be constrained by the threat of another acceleration in US
production.
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