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The Path for Oil

Global oil prices (Brent) continue to trade in a narrow USD45-55/bbl 
price range, reversing from a brief breakout to the upside last week. 
However, although prices are now back to where we started at the 
beginning of the year, the underlying fundamentals have changed 
dramatically. After years of surpluses, the global oil market finally 
flipped into a deficit in 3Q17. Meanwhile the market remains focused 
on apparently rapid US production growth even though the US DOE 
keeps revising these numbers down dramatically month after month. 
We expect the global deficit to increase meaningfully in 4Q17, leading 
to sharp draws in petroleum inventories and pushing Brent prices 
towards USD60/bbl. 

Last week oil finally broke out of its narrow trading range of USD45-55/bbl (Brent) 
it has been trading in since mid-2016. The final push over USD55/bbl last week was 
driven mainly by concerns over Turkey President Erdogan threatening to shut down 
an oil pipeline bringing crude from the Kurdish controlled region in Iraq, should the 
Kurds vote for independence. However, the rally was short lived and oil prices moved 
sharply lower again as it became clear that, despite the rhetoric, the oil kept flowing, at 
least for now. This pushed prices back to USD55/bbl at the time of writing, the same 
levels as at the beginning of the year.

However, what the market seems to be missing is that the oil balance is fundamentally 
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different from the beginning of the year. More specifically, over the past few months we 
have witnessed a global oil market shifting from years of surplus into deficit. 

Global petroleum inventories have been building since 2014 on the back of relentless 
growth in US crude oil production. Initially OPEC decided to let things play out. They 
were reluctant to cut back output to accommodate US production growth, knowing that 
over the long run that would be a losing strategy as it would simply cost OPEC market 
share while the pressure on prices would remain. As a result, prices collapsed in the 
second half of 2014 and inventories began to build rapidly. The price decline eventually 
led to sharp cuts in CAPEX among US producers and US oil output began to contract 
in 2015. From that point global Inventories no longer built at the same speed, yet the 
market remained in a slight surplus. OECD inventories stopped building altogether but 
stocks remained at elevated levels. In order to speed up the inventory normalization 
process, OPEC decided in late 2016 to curtail production nevertheless. While initially 
this led to some price recovery, oil prices soon began to decline again as the market 
believed that the OPEC cuts were insufficient to bring down inventories meaningfully.

However, the more data we receive, the more obvious it becomes that inventories, 
particularly in the West, have been in a seasonal deficit for months now. While in the 
first quarter of 2017, the global oil market was still in surplus and global inventories 
were building (faster than the seasonal trend), this seasonal surplus shifted to a 
seasonally balanced market in 2Q17 and by 3Q17 we were in a seasonal deficit (see 
Figure 1).

Figure 1: The global oil balance was in a large surplus since mid-2014 but had likely flipped to  
a deficit in 3Q17
Thousand b/d, global petroleum stock changes vs seasonal trend
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More importantly, even as global inventories were building earlier this year, most 
of this occurred in non-OECD countries (Chinas SPR absorbed a lot of the surplus) 
while inventories in the OECD countries have been in a seasonally adjusted deficit for 
many months now (see Figure 2). In the US, the draws in total petroleum stocks was 
particularly impressive as we have been writing for some weeks.

Figure 2: OECD inventories have been in a seasonal deficit for months
Million barrels
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The market so far has largely ignored this trend as it seems to be more focused 
on growing US production. The weekly petroleum status report published by the 
US Department of Energy (DOE) every Wednesday suggests that US production 
growth went from negative year-over-year at the beginning of this year to over 1mb/d 
as of now. This would, so the argument goes, soon put an end to the inventory 
normalization. 

However, as we have pointed out before, the weekly DOE petroleum report has been 
overstating US production growth for months. This is mainly due to two reasons. 
First, there is a base effect. Production growth looks so impressive because the DOE 
had reported a sharp decline in US production in summer 2016 in the weekly data. 
However, the more accurate monthly data (according to the DOE the monthly data 
is not a revision of the weekly, it is simply a different and more accurate dataset) 
shows that this decline was heavily overstated (leading to an understated production 
figure). Understating production in one year will lead to an overstated year-over-year 
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production growth figure for the same period the following year (see Figure 3) which is 
what we are seeing now.

Second, similar to how the weekly data understated production last year, it is 
overstating production this year. More specifically, in the weekly production data, US 
output rose to 9.4mb/d by July 2017. However, the monthly data shows that production 
only reached 9.2mb/d. Putting all these numbers together, year-over-year production 
growth in 2Q2017 was only 303kb/d and not 527kb/d as reported in the weekly data, 
a delta of 224kb/d. This divergence grew to a whopping 377kb/d in July (monthly 
production growth of 556kb/d vs weekly 993kb/d).

Figure 3: The DOE weekly crude oil production 
data was too low in 2016 and too high in 2017…
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Figure 4: …creating the illusion of rapid produc-
tion growth that in reality has been more benign
Thousand b/d, year-over-year growth (LHS),  
error term (RHS)
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This poses some severe doubts over the 1mb/d year-over-year production growth 
figures for August and September as reported in the weekly data. We believe that the 
weekly data for August and September will be revised down sharply once the monthly 
data comes out. If the revisions of the past three months are any indication, true 
output was likely flat over the past two months (up 600kb/d year-over-year). But if the 
revisions are as large as the one for July, production has actually declined over the past 
two months. In a nutshell, contrary to what the market currently seems to believe, US 
shale production is unlikely to grow at 1mb/d year-over year in a USD50/bbl price 
environment. 

This puts some serious doubts about production forecasts for 2018. Both the US 
Energy Information Administration (EIA) and the International Energy Agency (IEA) 
have already revised down their production forecasts in recent months. But both 
agencies are still expecting an acceleration in US production growth:
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• The EIA forecasts in their latest short-term energy outlook (STEO) from 
September 12 that US crude oil output will average 9.8 million b/d, the highest 
level on record and an increase of 0.6mb/d year-over-year. This only reflects 
crude oil production, NGLs are separate and are also expected to grow by 
about 0.5mb/d

• The IEA forecasts in their September report that US crude production will 
be growing by 850 thousand b/d year-over year in 2018. On top of that, the 
agency expects NGLs to grow by 260 thousand b/d.

Consequently, while the composition varies, both agencies forecast US liquids 
production growth of 1.1mb/d. We believe that the recent production data indicates 
that these numbers are most likely too high in the current price environment and thus 
that US liquids output growth will be 0.9mb/d at most, unless US crude prices move 
substantially higher. 

O P E C

The global oil inventory path will also depend on what OPEC decides over the next 
few months as the current production cut agreement is about to expire in March 2018. 
Based on statements over the past few days by officials from several OPEC members 
states, we believe that the agreed cuts will most likely be at least extended until the end 
of 2018. The next OPEC meeting is on November 30, 2017.

T H E  O U T L O O K

Applying these forecasts to our global oil balance, we currently forecast global supply 
to grow by 0.2mb/d year-over year in 4Q2017 and 1.2mb/d in 2018. Demand is 
forecasted to grow by 1mb/d and 1.35mb/d, respectively. This will lead to a seasonally-
adjusted deficit of 0.8mb/d in 4Q2017 and 0.1mb/d in 2018. As we expect non-OECD 
inventories to continue to build, the declines will occur in OECD stocks, amplified by 
the continued builds in non-OECD inventories. However, some of that OECD deficit 
will be offset by continued releases from US strategic petroleum reserves, reducing 
the draw on industry stocks (see table 1). As inventories decline, we expect continued 
strength in time-spreads which will push spot prices higher. Our target for early 2018 is 
USD60/bbl for Brent. We also expect the Brent-WTI differential to narrow significantly 
going forward to around USD2-3/bbl which means that WTI prices have more upside 
than Brent.
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Table 1: Global petroleum balance

Demand & inventory changes, thousand b/d Change million barrels
1Q2016 2Q2016 3Q2016 4Q2016 1Q2017 2Q2017 3Q2017 4Q2017 1Q2018 2Q2018 3Q2018 4Q2018 4Q2017 2018

Demand 95,155 94,887 96,629 98,945 95,706 96,026 98,114 99,957 98,083 97,557 98,806 100,770
Supply 96,693 96,111 97,007 98,285 96,742 96,993 97,963 98,254 98,446 98,434 98,846 99,086
Supply - Demand 1,538 1,224 378 -660 1,036 967 -151 -1,702 363 876 39 -1,684 -157 -37

125 864 -54 -932 125 864 -54 -932 125 864 -54 -932 -86 0

Stock change vs "normal" 1,413 360 432 272 911 103 -97 -770 239 13 93 -752 -71 -37

Total stock change 1,538 1,224 378 -660 1,036 967 -151 -1,702 363 876 39 -1,684 -157 -37
OECD 405 412 207 -899 296 -192 -118 -1,958 -101 553 28 -1,841 -180 -124

Industry stocks 363 424 79 -898 443 -116 -227 -1,896 125 575 -67 -1,731 -174 -100
5y average 279 496 455 -522 437 498 506 -561 412 402 364 -790 -52 35

Gov stocks 72 -26 33 47 17 -121 -50 -14 -69 -69 -69 -68 -1 -25
German HO -29 14 95 -49 -164 44 159 -48 -158 47 163 -42 -4 1

Non-OECD 597 468 369 -5 1036 840 459 91 463 167 239 48 8 84
Singapore 54 -27 -16 -61 92 -89 10 -33 47 -14 16 -43 -3 1
Saudi -316 -80 -116 -66 -48 -124 4 16 -39 -85 1 24 1 -9
Iran 0 0 0 0 0 0 0 0 0 0 0 0 0 0
China SPR 557 633 569 117 798 950 517 200 200 200 200 200 18 73
China comm. -80 -132 25 -135 -53 157 -25 -124 -11 29 108 -109 -11 1
China products 306 -79 -229 23 331 -183 -145 1 313 -90 -180 -24 0 2
India 77 152 136 116 -84 129 97 31 -47 128 93 1 3 16

Other (e.g. Saldanha Bay) 333 0 0 0 0 0 0 0 0 0 0 0 0 0
Oil at Sea 202 344 -198 245 -297 319 -492 165 1 156 -228 110 15 4

OECD industry ending stocks 3,018 3,057 3,065 2,982 3,025 3,014 2,994 2,819 2,829 2,882 2,876 2,716 -175 -102
Global commercial stocks 981 590 -192 -778 238 17 -668 -1,902 163 676 -161 -1,884 -175 -110

5y avg sup-dmd (2007, 2010-2013)

Source: BP, EIA, Bloomberg, JODI, Goldmoney Research
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