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An Arduous Climb

Wednesday, August 24, 2016

Highlights

» A confluence of factors, chiefly driven by the hype over a potential oil deal in the
upcoming informal OPEC meeting (26 — 28 Sept) has fueled bullish calls.

+ Though we remain skeptical of any concrete action, history be of reference, the
informal meeting should still serve as a platform to build participants and market-
watchers expectations to an eventual re-implementation of a production quota in
OPEC’s Nov meeting.

- The rebalancing of the oil market has been delayed, no doubt, as US oil rig count
and overall production have increased of late. This phenomenon illustrates a
distinct fact: The US oil industry has the capability and capacity to lift production
with oil prices as low as $42/bbl.

Don’t celebrate just yet

Market-watchers of the energy industry seem to be in high spirits of late: crude oil
prices have risen 21.7% from its August’s trough while net-long speculative positions
have risen substantially for the week ended 16 Aug. In regards to the said rally, one
can easily point to three key attributing factors: (1) the relatively muted aftermath of the
Brexit vote, (2) the consequential rise of global oil demand from 97.7 million barrels
per day (mbpd) back in Dec 2015 to July’s 98.6 mbpd led by OECD countries, but
most importantly (3) the hype over the upcoming informal OPEC meeting in
September on a possible oil deal to arrest low oil prices.

However, the expectation for oil prices to rise further into the year may perhaps be
rather myopic. The truth is, the global oil environment is still in over-supply territories.
Empirically, OPEC oil supply in the month of July has touched historical high of
33.2mbpd according to Bloomberg estimates, led by higher production in Iran
(+0.7mbpd) and Saudi Arabia (+0.2 mbpd) in the first six months of 2016. On the other
hand, imports across most of Asia and Europe over the same period have weakened
considerably.

Not a pretty sight:
Asia & Europe crude oil imports have declined
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The resilience and importance of US production data

Another key observation is seen from the rising importance of US oil-centric data. We have long been
emphasizing that the US crude oil (including those of shale oil) has been, due to the prolonged low oil
prices, forced to turn competitive and tune its production cost lower. Crucially, the US oil industry back
in 2014 has transformed vastly to date: production was unable to sustain its 9.6mbpd production once
seen in 2015 when prices finally dip below $60/bbl. In contrast, given technology advances and
increasing expertise in their field, US oil rig counts managed to print higher when crude oil was at
$47/bbl, while overall oil production in the US rose when prices were as low as $42/bbl.

US oil rig counts rose when WTI touched
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Source: Bloomberg, Baker Hughes, OCBC Bank

Expect a strong resistance at $50/bbl

The quick rise in oil prices and stronger net-long speculative positions, alongside clear evidences that
fundamentals are not supporting higher oil prices, sends a clear warning to signal to us. We opine that
the higher oil prices of late are merely due to an unsubstantiated hype over a possible oil deal in the
coming informal OPEC meeting. Importantly, should OPEC disappoint again without any concrete
moves, oil prices would almost certainly stage a quick correction back to below $50/bbl. On this, we
perceive little room for OPEC to decide on any concrete moves, especially with Iran’s call (back in
June) to return to individual producer output quota first, before agreeing on a collective quota.

Despite the possibility for another inaction conclusion in the coming month, we believe that the meeting
should serve as a platform to return to both individual and collective quota by the next official OPEC
meeting in November 2016. For the year ahead, the rebalancing should continue into 2017, albeit at a
slower pace given the higher production blip seen in the last few months while demand declined. Given
the resilience of the US oil industry, we observe that any upside to $50/bbl would certainly be met with
higher production, hence our call for oil prices to see a strong resistance at $50/bbl for the year.
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This publication is solely for information purposes only and may not be published, circulated, reproduced or distributed in
whole or in part to any other person without our prior written consent. This publication should not be construed as an
offer or solicitation for the subscription, purchase or sale of the securities/instruments mentioned herein. Any forecast on
the economy, stock market, bond market and economic trends of the markets provided is not necessarily indicative of the
future or likely performance of the securities/instruments. Whilst the information contained herein has been compiled
from sources believed to be reliable and we have taken all reasonable care to ensure that the information contained in
this publication is not untrue or misleading at the time of publication, we cannot guarantee and we make no
representation as to its accuracy or completeness, and you should not act on it without first independently verifying its
contents. The securities/instruments mentioned in this publication may not be suitable for investment by all investors. Any
opinion or estimate contained in this report is subject to change without notice. We have not given any consideration to
and we have not made any investigation of the investment objectives, financial situation or particular needs of the
recipient or any class of persons, and accordingly, no warranty whatsoever is given and no liability whatsoever is
accepted for any loss arising whether directly or indirectly as a result of the recipient or any class of persons acting on
such information or opinion or estimate. This publication may cover a wide range of topics and is not intended to be a
comprehensive study or to provide any recommendation or advice on personal investing or financial planning.
Accordingly, they should not be relied on or treated as a substitute for specific advice concerning individual situations.
Please seek advice from a financial adviser regarding the suitability of any investment product taking into account your
specific investment objectives, financial situation or particular needs before you make a commitment to purchase the
investment product. OCBC and/or its related and affiliated corporations may at any time make markets in the
securities/instruments mentioned in this publication and together with their respective directors and officers, may have or
take positions in the securities/instruments mentioned in this publication and may be engaged in purchasing or selling the
same for themselves or their clients, and may also perform or seek to perform broking and other investment or securities-
related services for the corporations whose securities are mentioned in this publication as well as other parties generally.
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