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The End of Cheap Oil: Cyclical Or Structural Change in the Global Oil Market?
 
By Herman Franssen
 
The following paper by Dr Franssen was presented at the Center for Strategic and International Studies, Washington DC on 11 January. Dr Franssen is the President of International Energy Associates, Senior Associate of PEL, Senior Fellow at CSIS and MEC, Adjunct Scholar at the Middle East Institute and Visiting Fellow of the Yamani Centre in London. Previously he was the Senior Economic Advisor to the Minister of Petroleum and Minerals in Oman. Prior to that he was Chief Economist of the International Energy Agency and served in various positions with the US Congress and Department of Energy. 
 
Changing Market Realities Influencing Perceptions Of the Future
There is no doubt that oil markets have changed significantly in recent years. This is evident in the direction and in the volatility of crude oil and product prices seen over the past five years and in particular the period since 2003. The gradual tightening of the oil supply chain had been observed for some time but it was only in the course of the past couple of years that most oil industry analysts began to accept the notion that we are in the midst of major and possibly lasting structural change in the oil market. 
 
A definitive answer will probably not be known for a few more years, but if current oil market conditions continue then this will confirm that the changes are structural rather than cyclical implying that the current high oil price environment and oil price volatility are here to stay. 
 
For several years, oil market experts believed that the high, post-1999 oil price level was not sustainable and would eventually lead to an oversupplied market resulting in downward price pressure and possibly another oil price collapse towards the middle of this decade. These projections were based on the assumption that robust non-OPEC incremental oil supply would cover most of the projected growth in oil demand and that OPEC oil production capacity would rise faster than the “call on OPEC”, thus limiting the organization’s ability to successfully manage global oil supplies. 
 
On the back of two years of very strong oil demand growth and modest OPEC net capacity additions, producers and refiners were pushed to the limit of their capacity in 2004. Gradually market perceptions changed to the current view that markets are likely to remain tight for years to come and that the oil market is in the midst of the biggest structural change since the mid-1980s. 
 
How could so many have been so wrong for so many years? Part of the reason is probably related to poor data, particularly on the supply side and due to the strong influence of prolonged historic patterns. Furthermore, in the wake of low global demand growth following the Asian economic crisis in the late 1990s, many oil market analysts concluded that technological developments and environmental policies would significantly improve oil use efficiencies and limit long term oil demand growth to around 1 to 1.5% per annum. 
 
On the supply side, little attention was paid to depletion in aging producing fields and even before the Russian post-2000 production surge, it was assumed that the stellar performance of non-OPEC production growth since the 1980s would continue for at least another decade or possibly longer. As for OPEC production capacity, most analysts accepted OPEC reserve data and official statements from governments on future production capacity at face value, assuming that it would be in the interest of high reserve producers to continue to expand capacity to their technical limit. 
 
In the late 1970s and 80s, when oil prices were very high following two oil supply disruptions and the large-scale nationalization of major oil company assets, the prevailing view among experts was that both oil demand and supply were generally inelastic and that subsequently oil prices would continue to rise indefinitely. The development of entirely new oil provinces due to higher oil prices, new technologies and improved energy efficiencies as well as the rapid replacement of the bottom of the oil barrel with coal, nuclear power and natural gas were largely overlooked at the time because energy analysis was too much rooted in pre-1973 experiences. 
 
By the early-to-mid-1980s, price induced efficiency gains and fuel substitution caused oil demand to decline, non-OPEC supply to rise and demand for OPEC oil to contract sharply resulting in a collapse in oil prices. Some oil market analysts correctly predicted at the time that the high oil prices of the early 1980s were not sustainable and were bound to fall, but few predicted the extent of the decline in demand for OPEC oil and the subsequent oil price collapse of 1986. 
 
The 15 years following the 1986 oil price collapse were characterized by low global oil demand growth, steady annual increases in non-OPEC oil production, large OPEC spare production capacity and ample refining/tanker spare capacity. As a result, a new consensus developed, which lasted for almost two decades – that the long-term equilibrium oil price was somewhere around $18-20/B (average price from 1986-2000). 
 
Oil market analysts maintained that at that price almost all conventional and much of the unconventional oil in the world could be profitably developed, meeting projected global oil demand for decades at around $20/B. If prices were to move significantly above $20/B for several years, non-OPEC supply would rise, demand slow and OPEC would be forced to lower the price or risk loosing market share. On the other hand, if prices were to fall towards the low teens, demand would rise faster, non-OPEC incremental supplies would decline and prices would again rise. Most oil industry analysts accepted the $18-20/B long term equilibrium price concept as internally consistent until the events of the past few years but especially in the wake of developments last year. 
 
Post-2000 Oil Market Developments
Early signals of changes in the oil market came from the supply side. Global incremental non-OPEC production outside the Former Soviet Union (FSU) had slowed to an average of only about 0.2mn b/d since 2000 despite sustained high oil prices. Experts initially paid little attention to the slowdown of non-OPEC oil production growth outside the FSU because total non-OPEC incremental production remained robust at an average annual rate of just over 1mn b/d. This was entirely due to a totally unexpected turnaround in Russian oil production, which has averaged growth of around 0.6mn b/d per annum over the past five years. If Russian oil production had not increased at a compounded rate of 3mn b/d during this period, then oil prices would have been significantly higher and perhaps reached crisis proportions certainly no later than 2003.
 
Largely due to the unexpected growth in Russian oil production, global oil demand lagged behind available global capacity between 2000 and 2002. OPEC must be credited for superb supply management in those years (average OPEC production was cut from 27.9mn b/d in 2000 to 25.1mn b/d in 2002), keeping oil prices at the high end of the OPEC price range, some 30% above the pre-2000 average Brent price of around $18/B (1990-99 average).
 
The prevailing view through to the middle of 2003 was that future modest oil demand growth would be fully covered by projected non-OPEC production and thus demand for OPEC crude would remain almost unchanged from 2002 levels to 2008. OPEC spare capacity was estimated to grow to 6mn b/d or more by the mid-to-late 2000s, making it increasingly difficult for OPEC to defend the $22-28/B price range, in particular with the expected emergence of Iraq as a new oil power in the Middle East following the removal of Saddam Husain.
 
This view of the market has so far proven to be wrong. Oil demand in 2003 rose at the highest level in half a decade (0.5mn b/d both in China and North America, which was almost equal to global demand in the years prior to 2003). Non-OPEC supply rose by 0.9mn b/d with two thirds of the growth coming again from Russia. Demand for OPEC oil rose by a robust 1.5mn b/d instead of remaining rather stable as projected in most forward mainstream public and private sector forecasts for 2003, which were made in 2002. Market disruptions such as the impact of the Venezuelan oil strike early in the year and the US invasion of Iraq created market distortions, which, in an already tight market, caused further upward price pressure. 

 
Perceptions And Oil Market Realities In 2004 
In the autumn of 2003, oil market perceptions for 2004 called for modest oil demand growth of 1.1 to 1.3mn b/d (average of six published forecasts was 1.15mn b/d), based on the assumption that the general economic environment would be fairly neutral. Non-OPEC incremental production was estimated at between 1-1.5mn b/d (average of six forecasts was 1.2mn b/d) and a “call on OPEC” of 25.5-26mn b/d was forecast based on the premise that OPEC would want to keep global commercial stocks tight to prevent downward price pressure. The prevailing view in the autumn of 2003 was for oil prices to decline in 2004 from the new high reached in 2003 ($28.80 Brent). Indeed, the EIA assumed that 2004 prices would average $3/B below 2003 levels, while Wall Street analysts were generally looking at price reductions of $4-5/B, with prices moving towards the middle of the OPEC price range of $22-28/B. 
 
Oil market developments in 2004 could not have been more different than the mainstream perception in 2003. Actual oil consumption in 2004 turned out to be twice as high as the high end of the 2003 projections. At 2.6mn b/d, actual global oil demand grew at the highest level (in absolute terms) since 1975 largely due to strong global economic growth (notably in Asia) and special market conditions in China. Perhaps a third or more of the 0.8mn b/d demand growth in China was related to chronic power shortages, which led to rising demand for diesel fuel to provide off-grid electricity supply.
 
Russian oil production rose at a record 0.7mn b/d but other non-OPEC increased by only 0.2mn b/d, with depletion in the North Sea and other mature areas offset by rising production in Africa and Latin America. OPEC had expected a fall in the requirement for its oil in the second quarter and was surprised by the high level of demand, requiring members to produce close to their maximum sustainable capacity for the first time in more than two decades. 
 
The EIA estimates that OPEC surplus capacity in November of 2004 at only 0.5 to 1.0mn b/d, with some of this surplus being in very heavy, high sulfur oil which, in a world thirsting for light and very low sulfur product, may not find a ready market since global deep conversion refining is operating at capacity. The huge and unprecedented price differential between light, low sulfur and extra heavy, high sulfur crude oil in 2004 (in particular during the summer), reflects the tightness of global deep conversion refining capacity. 
 
Compounding the problems related to crude oil production capacity in 2004 was the tightness not only of global oil production but also of the entire oil supply chain, from exploration and production to transportation (tankers and pipelines) and refining. Years (perhaps decades) of underinvestment, largely due to low transportation and refining margins, have now come to haunt us. In particular, in the refining sector, it will take several years of good margins like in 2004 to encourage adequate upgrading investments to be made. 
 
Internal political and geopolitical developments interfered with the normal flow of oil production in 2004, in particular from Iraq where terrorist activities against internal transportation systems reduced oil export capacity and prevented capacity expansion. Also, terrorist threats in Saudi Arabia and strikes in Nigeria (which generally produces high quality crudes), helped push the oil price up in an already very tight physical market.
 
Cyclical Or Structural Change
Is the oil market undergoing major and lasting structural change reminiscent of developments in the 1970s and 80s, or do market developments in 2004 reflect the peak of a cyclical upswing, to be followed by a downswing sometime in the future? While the evidence is not yet conclusive, there are several indicators to suggest that the recent changes in the oil market are structural and that a return to the pre-2000 oil price environment is unlikely. 
 
1.    First and foremost is the tightening of the entire oil supply chain from the upstream to the mid and downstream. One does not have to be a convert to the “Peak Oil” concept to be aware that outside the FSU oil production appears to be very near peaking, with output from new discoveries just barely offsetting depletion in mature producing conventional oilfields. Several recent well-documented technical assessments of FSU production capacity point in the direction of output peaking in the FSU sometime by the middle of the next decade. Within OPEC perhaps one third of the countries have either reached or are likely to reach peak capacity sometime in this decade. As for the other, high oil reserve OPEC countries, the pre-2000 prevalent perception of ever expanding OPEC conventional oil production capacity to meet ever growing future oil demand, has been gradually been abandoned in favor of more constrained scenarios.
 
       While oil peaking implies a technical oil production plateau either on a local, regional or global scale, there is also an economic and political dimension to this issue. There is little doubt that oil production in some high reserve countries can still increase by perhaps up to a third of current production capacity, the resulting plateau may prove too short for the long-term economic welfare of oil income dependent producers. Some oil producing countries are almost entirely dependent on oil income for foreign exchange and government budgets. A steep increase in oil output leading to a short production plateau would not be considered a wise policy in view of the fact that it will take perhaps decades to wean the economies of some oil producing countries successfully away from oil. This is not only the case for some OPEC producers but would appear equally important for non-OPEC producers which are largely dependent on oil and natural gas income, such as Russia and the Caspian oil producing countries. 
 
       In addition to upstream issues putting upward pressure on oil prices, there is the question of tightness in refining – in particular deep conversion refining capacity in an environment-conscious world requiring ever more light and low sulfur products to meet local, regional or national specifications than the system is capable of producing all of the time. Refinery fires and other refining disruptions are having a much larger impact on product and crude oil prices today than in the past two decades and higher product prices push crude oil prices up. 
 
2.    Access to oil reserves and resources of oil producing countries under acceptable fiscal, legal and political conditions is becoming an increasingly important issue. Major oil companies as well as large independent oil companies (IOCs) in free market economies have been finding it more difficult in recent years to get access to technically attractive oil reserves (or oil exploration prospects) under acceptable terms. While only a few oil producing countries are entirely off-limits to IOCs, in many others the fiscal regime proves unattractive and in a few, the legal and political conditions make it difficult if not impossible for IOCs to enter. The current climate of high oil prices and high depletion in many IOC producing fields, provide resource rich host countries with negotiating advantages they have not enjoyed for decades. Declining IOC access to global oil resources for technical and other reasons will slow production capacity growth and enhance the ability of OPEC to manage global supplies.
 
3.    The emergence of China and to a lesser extent India (together with other Asian oil consumers) has added a new dimension to the market. In the 1970s and 80s, economic growth in the Asian “tigers” caused Asian (ex-China) oil demand to grow from 1.7mn b/d in 1973 to 6.5mn b/d in 20 years. China’s oil demand rose from about 1mn to 3mn b/d over the same period. In recent years, incremental oil consumption in the more mature Asian (ex-China) economies has slowed but China’s consumption growth has exploded along with its industrial capacity, and could very well continue to grow at 0.5mn b/d for years to come. High overall Asian demand growth and almost stagnant Asian oil production, has turned Asia and in particular China into the prime oil importing region of the world. Aware of its growing oil import dependence, China is aggressively pursuing a strategy of expanding production abroad and Chinese companies are willing to accept less attractive fiscal terms than Western oil firms. State-controlled Chinese companies have also shown a willingness to enter into agreements with oil producing countries shunned by Western firms for political reasons (such as Sudan). Some oil producing countries, in turn, have shown growing interest in inviting Chinese upstream participation for both commercial and political reasons. 
 
4.    Up until recently IOCs used $18-20 ($16-20 prior to 2000) as a benchmark/hurdle rate price to test the economic viability of upstream projects. While they are still cautious, most IOCs now use a price level closer to $25 for this purpose and several CEOs of major IOCs have publicly stated that we are now in a $30-plus oil market. The $18-20/B long term equilibrium price has disappeared from the literature. 
 
5.    Saudi oil policy has been one of using its dominant position within OPEC and – until 2004 – its considerable spare production capacity, to provide stability to the oil market to balance the economic needs of the kingdom with the interests of other oil producing and consuming countries. From the Aramco price advantage of the early 1980s to meeting market demand during supply disruptions from the days of the Iran-Iraq war to the Venezuelan and Iraqi supply disruptions of 2003 and 2004. Saudi policy since 2003 has been to use its production policy to keep oil prices at first within and later at the high end of OPEC’s $22-28/B agreed oil price range. Market developments took Saudi Arabia by surprise in 2004 and for the first time since the late 1970s Saudi Arabia lost control over the oil market. 
 
       The kingdom’s commitment to the OPEC price range is based on higher internal budgetary requirements for education, job creation and national security (together with debt servicing requirements for liabilities run up in the 1980s and 90s). Although the Saudi leadership does not believe that $40-plus oil prices are sustainable and in the long term interest of the kingdom, it has become clear that the $28/B high end of the OPEC price target is increasingly considered a new floor rather than a price ceiling for the OPEC basket. The steadily falling value of the US dollar against the Euro (about one third in the past two years) and the Japanese Yen is eroding recent gains in oil prices (the US dollar depreciated by about 20% against a basket of currencies since 2002) and if this trend continues OPEC may well call for a higher oil price range. Still, the Saudi leadership is expected to remain a voice of reason on OPEC oil pricing and – within limits – will use its production capacity (current and future) to moderate market developments. 
 
       In the past, Saudi policy on oil pricing was also influenced by US interests but, post-9/11 tensions in the relationship between the US and Saudi Arabia, together with the growing public hostility against US Middle East policy, has forced the Saudi leadership to focus more on internal felt-needs. The Saudi leadership can no longer be seen to be unduly influenced by Western interests in determining its oil policy.  
 
6.    Internal political and geopolitical developments in the Middle East are increasingly influencing oil production and production expectations. It has been estimated that for much of 2004, internal insecurity in some Middle East oil producing countries and regional geopolitical developments added a premium estimated at different times at somewhere between $5-10/B. Many of the most important oil producing countries not only in the Middle East but also in Africa and Latin America are in the midst of major socio-economic and political internal developments, which in some cases have led to oil supply disruptions. Fear for the possible impact of future destabilizing internal developments as well as continued regional conflicts and in particular the Arab-Israeli conflict, will continue to influence oil market psychology and in some cases actual production. The region is undergoing the biggest geopolitical change since the dissolution of the Ottoman Empire and the post-Second World War formation of the state of Israel. This, coupled with internal demographic and socio-economic changes as well as conflicts between secular and Islamist forces, is making for an uncertain political future.
 
       A temporary return to much lower oil prices can still not be entirely excluded in the medium term but it would probably require either some or all of the following:
· A deep global recession cutting into global oil consumption coinciding with either a determined OPEC policy to allow prices to fall in order to stimulate demand or, failure to adequately manage OPEC production.
  

· Stronger than expected non-OPEC oil production growth (in particular from the FSU) and/or OPEC capacity growth, coupled with weak demand growth and/or a failure (deliberate or accidental) by OPEC to manage the resulting cut in the demand for OPEC oil;
  

· An early return to peace and stability in Iraq coupled with a speedy recovery in the country’s battered oil industry. 

The arguments in favor of structural change in the oil market, resulting in a prolonged forward state of oil price volatility and continued high oil prices, appears to be overwhelming in comparison with the possibility that recent oil price developments only reflect the peak of an oil price cycle.

