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Oil: Bullish OPEC agreement, waiting on details

OPEC ministers meeting in Vienna today (Wednesday, November 30) reached an
agreement to cut production by 1.2 mb/d from October levels to 32.7 mb/d for six
months starting in January (based on OPEC secondary sources). This deal achieves a
broad consensus with Libya, Nigeria and Indonesia exempt, a modest growth
allowance for Iran based on secondary sources and a 4.6% cut across other
producers. Non-OPEC members are expected to join as well, reducing production by
0.6 mb/d with Russia accounting for half of this cut. Discussions between OPEC and
non-OPEC producers are only scheduled to take place later however, potentially on
December 9 in Doha. Finally, during the press conference, the Qatar energy minister
did not specify that the OPEC cut would be contingent on non-OPEC participation
and stressed instead the expected commitment of Russia.
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The announced 1.2 mb/d production cut with buy in from Iran and Iraq is supportive
of oil prices, with WTI and Brent crude prices up $4/bbl so far today and close to our
December $50/bbl forecast. While the inclusion of non-OPEC producers makes this
a bigger headline cut than was announced in Algiers, we believe that the catalysts
for a further rally in prices will need to come from confirmation of participation by
non-OPEC producers, evidence of compliance by OPEC producers and more clarity
on what Iran has agreed to do given conflicting numbers in the official agreement.
For the purpose of our oil price forecast, we use historical compliance to announced
quotas and assume a 33.0 mb/d realized OPEC output in 1H17 as well as a freeze in
Russia production. At such a compliance level, we forecast further upside in WTI oil
prices to $55/bbl in 1H17 ($56.5/bbl Brent) with the oil market shifting in deficit
through 1H17 and Brent moving into backwardation by 2Q17. Better compliance than
we expect would lead to higher prices with full compliance to the stated 32.7 mb/d
target and a 0.3 mb/d cut by Russia worth an additional $6/bbl to our price forecast
although we expect that producer hedging would ramp up sharply, likely partly
offsetting this additional upside potential.
Finally, we reiterate our view that this is a short duration cut, targeting excess
inventories and not high oil prices, which would instead unleash a sharp production
response both in the US and in the rest of the world. This is consistent with today’s
OPEC press conference and official statement which focus on rebalancing the oil
market and explicitly mention excess inventories but not higher prices.
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OPEC reaches a deal to cut production
The OPEC deal features explicit country level production adjustments that target a
reduction in OPEC crude production to 32.7 mb/d, down 1.2 mb/d from October (as
measured from secondary sources). Libya, Nigeria and Indonesia (an oil importer) are
exempt from any adjustment and apart from Iran, the remaining country production
decline is 4.6% vs. October (September for Angola). Iran’s participation, while
essential to this deal, still leaves questions unanswered with the agreement allowing
for a 90 kb/d increase in production when compared to October OPEC secondary
sources, but requiring a 180 kb/d cut from October production when measured
through direct communication1.. While no details were provided, non-OPEC countries
are expected to join this deal with a target of reducing supply by 0.6 mb/d and
Russia expected to commit to a 0.3 mb/d production cut.
Exhibit 1: OPEC and Russia have agreed to cut production to 32.5
mb/d and 0.3 mb/d respectively
OPEC crude oil production (kb/d); Russia includes condensate. Grey
shaded cells reflect countries exempt from quotas with production at the
GS 2017 forecasts

Source: OPEC, IEA, Goldman Sachs Global Investment Research

Implementation will be key
With the deal agreed to in principle and country level quotas established, focus will
now shift to implementation. The deal is effective as of January and it will take three
weeks of shipping data to get a sense of how well the deal is implemented,
suggesting that the full upside to oil prices will likely only materialize by late January.
Looking at the last 17 production cuts (1982-2009), observed production cuts have
typically come in at 60% of the announced cuts, as measured by the change in
secondary source production vs. the decline announced as calculated by the
difference between pre-cut production levels and the announced quota levels. Our

1.

The Iran production figures provided in the OPEC Agreement are slightly different than the production
data released in the November OPEC OMR which stated October Iran production at 3.69 mb/d
(secondary sources) and 3.92 (direct communication). This difference may be due to the usual revisions
that occur to OPEC published production data - for example, today’s October data also includes a +12
kb/d upward revision to Saudi’s production.
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base case oil supply demand balance which we published last week reflects a 73%
compliance to today’s target for OPEC members for an effective production level of
33.0 mb/d, slightly better than past compliance but still short of the announced
quotas.
Exhibit 2: The key to the remaining upside in oil prices will be
determined by the compliance to the announced quotas

Exhibit 3: Historically, observed production cuts have fallen short
of initial targets

OPEC crude oil production: total, countries under quota and announced
quotas

Observed vs. announced production cuts

Source: OPEC, IEA, Goldman Sachs Global Investment Research

Source: OPEC, IEA, Goldman Sachs Global Investment Research

Non-OPEC participation can help, but details are light and historical
compliance poor
The Qatar minister announced that Russia would announce a 0.3 mb/d production
cut. Russia’s track record in participating in OPEC production cuts is mixed however it complied well in 1998 to the two proposed cuts but instead increased production
in April 1999 and January 2002. As a result, our base case remains that Russian
crude oil production will be flat and a cut would therefore be slightly bullish vs. our
base case. Other non-OPEC participants likely include Oman, which has stated that
it would match the OPEC cut (implying a 46 kb/d cut). Other past participants to nonOPEC cuts include Mexico, which we already expect to decline by 160 kb/d in 2017
and Norway which has stated that it would not participate this time. Kazakhstan
could be another contributor where we currently expect the ramp up of Kashagan to
increase production by 140 kb/d. But in the absence of details, we maintain our
Kazakhstan forecast unchanged and view details on this non-OPEC 0.6 mb/d
additional cut as necessary for prices to meaningfully rally from here.
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Exhibit 4: Russia is proposing to cut production by 300 kb/d; we
expect flat production then strong growth in 2H17

Exhibit 5: Russia’s compliance was strong in 1998 but not since
then

Russia crude oil production (kb/d)

Changes in Russia crude oil production vs. agreed production cut (kb/d)

Source: IEA, Goldman Sachs Global Investment Research

Source: IEA, Reuters

We reiterate our $55/bbl 1H17 forecast
For the purpose of our oil price forecast, we assume that slippage occurs relative to
the announced quotas, with realized 1H17 OPEC crude production of 33.0 mb/d and
Russia production sequentially flat. This still leads to Brent backwardation by 2Q17
but the price upside is more limited to $56.50/bbl which is our 1H17 Brent price
forecast. Better compliance through 1H17 than we expect would lead to higher
prices: full compliance to the country level targets, our Libya/Nigeria/Indonesia
forecasts and a 0.35 mb/d cut by Russia and Oman would add an additional $6/bbl to
our price forecast, although we expect that producer hedging would ramp up
sharply, likely partly offsetting this additional upside potential.
Exhibit 6: An OPEC cut to 33 mb/d and a Russia freeze would bring
the market in deficit from 1Q17 onward

Exhibit 7: We expect the Brent forward curve to move into
backwardation by 2Q17

Global oil supply minus demand (thousand barrels per day)

OECD commercial stocks (exc. US NGLs) in days of OECD demand
coverage vs. 3-yr average (lhs) vs. 1-mo to 5-yr Brent timespreads (%,
rhs, inverted)

Source: IEA, Goldman Sachs Global Investment Research

Source: IEA, Goldman Sachs Global Investment Research

A short duration cut to target excess inventories not high prices
As we laid out in our note last week, we believe that the goal of an OPEC production
cut is to normalize excess inventory levels but not to target outright high prices.
Normalization of inventories is key to low-cost producers as: (1) it generates
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backwardation which removes hedging gains from high-cost producers and helps
low-cost producers grow market share, and (2) it reduces oil price volatility which
increases the valuation of the debt and equity they are issuing. In our view, the goal
of normalizing inventories should however not target elevated oil prices as the
flattening of the oil cost curve and the unprecedented velocity of the shale supply
response would likely make such an endeavor rapidly self-defeating above $55/bbl.
This is consistent with today’s OPEC press conference and official statement which
focused on rebalancing the oil market and explicitly mentioned excess inventories,
but not higher prices.
Importantly, we do not believe that oil prices can sustainably remain above $55/bbl,
with global production responding first and foremost in the US, but also through
greater brownfield spending elsewhere, which is short cycle as well. In the US, our
E&P equity analysts expect a sizeable shale response with 0.8 mb/d of additional
supply in 2017 at $55/bbl vs. $45/bbl. This is also the price point below which we
witnessed high-cost production rolling over and has been mentioned by such
producers as the point at which activity would restart in earnest. As a result, we
reiterate our 2H17 WTI forecast of $50/bbl.
Exhibit 8: The flattening of the oil cost curve will drive low cost
producers to increase output once inventories are normalized
Cumulative production of non-plateau oil assets (horizontal, thousand
barrels per day) vs. their $/bbl Brent breakeven (vertical)

Source: Company data, Goldman Sachs Global Investment Research
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Exhibit 9: We expect healthy US production growth at $55/bbl
US oil production under various annual oil prices (5% lower
reinvestment rate at $45/bbl)

Source: Company data, Goldman Sachs Global Investment Research
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Oil supply-demand fundamentals
Exhibit 10: Global supply-demand balance
Thousand barrels per day

Source: IEA, EIA, JODI, NBS, GTT, Goldman Sachs Global Investment Research

Exhibit 11: OPEC supplies
Thousand barrels per day

Source: IEA, OPEC, JODI, Goldman Sachs Global Investment Research
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Exhibit 12: Non-OPEC supplies
Thousand barrels per day

Source: IEA, National Sources, Goldman Sachs Global Investment Research

Exhibit 13: Oil demand
Thousand barrels per day

Source: IEA, EIA, National Sources, Goldman Sachs Global Investment Research
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