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The Oxford Institute for Energy Studies held its Twenty-Sixth Brainstorming Meeting in Athens on the 

7th and 8th May, with kind support from the Olayan Group. 

The OIES Brainstorming is an annual forum of invited participants to review developments in 

international energy markets. Proceedings are conducted under the Chatham House Rule. 

The Meeting comprised the following sessions: 

The World Economy 

The Geopolitics of Energy 

The Oil Market 

Gas and LNG Markets  

The Power Sector and Energy Mix  

The contents reflect views expressed by participants at the Meeting and do not necessarily represent 

the views of OIES. The contents should not be construed as a forecast of any kind.   
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The Meeting opened with some reflections on the previous year’s (2014) proceedings. The oil price 

had remained steady within a narrow range around $100/barrel between 2011 and mid-2014, and 

given the deteriorating geopolitical backdrop, the general perception had been for prices to remain 

high. A key observation from the 2014 Meeting was that markets were, at the time, betting on a 

response from Saudi Arabia if oil prices were to fall – a big question raised in 2014 was what would 

happen if Saudi Arabia did not react as expected and indeed the 2015 Brainstorming Meeting was 

notably taking place in an environment where Saudi Arabia had not reacted as expected to the falling 

oil price. 

1.  The World Economy  

 

The opening session covered two major aspects of the world economy. 

 The global economic recovery, and, 

 China’s position within the world economy 

1.1 Global Economic Recovery  

 

The session began with some characterisation of the current state of the world economy, which can 

be best understood within a ‘high level’ context, by looking at post-war economic history. Since the 

Second World War, there have been two distinctive periods in developed economies’ macroeconomic 

history. The first was the relatively benign era of Bretton Woods (from the end of the war to the early 

1970s) which focused on policy problems related to the relative competitiveness of the economies of 

the US, Europe and Japan. The second period was that of the ‘great moderation’, during which the 

policy focus changed to inflation targeting – leading to a period of reduced economic volatility. The 

recent financial crisis (followed by the ‘great recession’) led to a major disruption to this policy focus. 

The global economy was characterised by a ‘V-shaped’ recovery (a sharp decline in key economic 

measures followed by a sharp rise) rather than an ‘L-shaped’ recovery (a sharp decline followed by a 

long period of stagnant growth). However, this recovery has petered out, possibly due to the effects of 

austerity-based policies.  

Policy choices or problems can therefore at present (in a period of low growth) be characterised as 

follows: either interest rates have to be set to very low levels, or, deficits and debt have to go up. 

Policy makers have thus far indicated their preference for low interest rates. If the current slow and 

disappointing recovery continues, it is likely that interest rates will remain low for a long time. The 

counter-shock in oil prices in the mid-1980s set the stage for lower inflation. The recent counter-shock 

in oil prices will similarly have brightened policy prospects, but the outcome will be contingent on the 

policy choices that are made by governments. 

Looking at different parts of the world economy, the US economy has improved, and in the UK there 

has been an upturn, albeit a delayed one. In Europe, Greece is a major concern and the main 

pressure to keep Greece within the Eurozone does not, in fact, come from within Europe but from the 

US, which believes that a ‘Grexit’ risks producing another financial shock to the world economy 

comparable to the shock that ensued after the collapse of Lehman Brothers. In political terms, a 

‘Grexit’ is more palatable to Europe, which believes that the spill-over effects would be minimal or 

containable. 

1.2 China – the New Normal? 

 

The session moved on to the role of China within the world economy. China has entered a new phase 

over the past 3 years, since the ascendancy of President Xi Jinping. This ‘new normal’ can be 

characterised in terms of changes to three fundamental paradigms.  
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 Growth equals stability: The notion that China requires 8 per cent growth for stability has 
changed; lower growth rates are more acceptable and a new more sustainable trajectory of 
economic development is being adopted. The GDP target for 2014 was 7.5 per cent, but 
actual growth was 7 per cent. The current year’s target is around 7 per cent though will 
probably be lower. Employment is still a significant metric (as compared to the headline GDP 
growth numbers) for the government. In 2014 the government created 13 million jobs as 
compared with a target of 10 million and Q1 2015 saw 3.4 million jobs created. China is on 
track to meet its 10 million jobs target for 2015. The slowdown is policy induced, via 
restructuring and rebalancing of the economy away from export oriented heavy industry and 
export driven growth. Growth forecasting agencies appeared to overlook this in 2014 – for 
instance, the IEA’s projections of energy demand growth did not reflect these changing 
conditions. Oil demand growth was roughly 5-6 per cent on average over the past decade, 
and gas 15-16 percent, but both oil and gas demand growth are only half of that at present. 
The big question is how the ‘new normal’ will be incorporated into IEA, and other, forecasts. 
The reality is that China’s growth is not as energy intensive as in the past, and although it is 
undergoing a managed slowdown, it is not going to fall off a cliff – China has a lot of 
infrastructure to build as 200 million people continue to be taken out of poverty. 

 

 Collective leadership: There has in the past been a notion of ‘collective leadership’ in the 
sense that a policy that came out of Beijing would be implemented in a watered-down form 
after exposure to the influence of various interest groups. We now have a new era of ‘the 
strongman’; Xi Jinping has effectively been handed a mandate to ‘shake up’ the system. The 
political game is therefore very different to that which existed before, and the recent anti-
corruption drive has disrupted many vested interest groups. Policy enforcement is more 
effective, and China has seen reforms to energy prices and the opening up of the energy 
sector to non-state actors. In the short term this has lent greater political legitimacy to the 
government and bolstered the Party’s image. For markets, the implication is that policies from 
Beijing are likely to be implemented in their original form.  

 

 Greater volatility: The ‘new normal’ involves changes that go beyond just allowing growth to 
slow – China’s Politburo has stated that it is ready for markets to play a more decisive role in 
the economy, and this implies greater participation from private banks, private LNG players 
and an opening up of upstream exploration, not just for unconventional gas but also 
conventional onshore oil. It suggests that the government is relaxing its control of some of the 
‘levers’ that manage the economy and that this will lead to greater economic volatility, 
particularly in some sectors such as steel, cement and paper. It may be that some smaller 
companies go ‘bust’, although it is not thought this will increase systemic risk. 

 

Charting China’s economic future has become more complex. As the economy restructures (GDP 

growth is now 51 per cent service-based) analysts can no longer use standard economic indicators to 

measure and forecast its trajectory – many of the metrics used as proxies for growth such as 

electricity demand growth are also no longer as relevant. Policy preferences are therefore more 

complex to monitor and more difficult to model as an altogether new trajectory needs to be charted 

and extrapolated from. To sum up, the growth target for this year is lower at 7 per cent, although it will 

be difficult to achieve; there may be more monetary easing, and a marginally better outlook for 

commodities – but going forward, China’s growth will be less energy intensive, and possibly more 

volatile, but manageable. 

1.3 Discussion  

The discussion began by highlighting the fact that thus far the world economy had been running on 

two engines – the US, and the BRIC economies. At present, given the slowdown in Brazil and China, 

the US economy is the main engine of growth. Russia has, despite being hit by economic sanctions, 

not yet shown any sign of collapse with GDP figures for 2015 estimated at -3 to - 4 per cent, which is 

half the decline in economic output observed in 2009. Previous crises have in fact been more severe 



 

3 

 

– for instance Russia’s GDP declined by 40 per cent during the 1990s crisis.  The depreciation of the 

Rouble has staved off a large budget deficit with oil prices at $50/barrel and the budget deficit for 

2015 is estimated at 3-5 per cent – and although there is no growth, the economic situation appears 

to be under control. With oil prices expected to recover to $70-80/barrel the next year or two could 

see a slow and painful recovery- however, this is contingent on no further sanctions being introduced, 

and this depends on how the geopolitical situation plays out.    

Turning to the Eurozone, there had been general pessimism on Europe in last year’s Meeting. It was 

noted that although the situation may have improved with the two big positive shocks (low energy 

prices and devaluation), at the regional level (primarily Southern Europe versus the rest of Europe) 

economic growth is still a zero sum game given that regions largely trade with each other, and gains 

by one region are offset by losses in another region. And with reforms that have been voted for or 

desired by Southern European countries not having been implemented and with countries such as 

Greece openly resisting structural reforms, the potential GDP growth rate of Southern Europe is 

therefore low and may act as an impediment to European growth, which may not exceed 1 – 1.5 per 

cent going forward. 

In Japan, there is an ongoing debate on the use of stimulus. The Japanese economy contracted last 

year, in part due to the negative impact of the increase in the consumption tax. The $100/barrel oil 

price had an adverse impact on the economy, and the recent fall in oil prices has benefitted Japan. 

Whilst GDP growth forecasts for this year are not high, neither are they pessimistic – the national 

consensus is 1 per cent, the IMF forecast is 0.6 per cent. The possible revival of nuclear energy this 

year holds positive economic implications. Rather than its domestic economy, of greater immediate 

concern to Japanese policymakers is the potential slowdown in China and other Asian economies 

such as South Korea, which constitute its most important trading partners. 

The discussion then turned back towards the characterisation of the current world economic outlook 

and GDP growth. One view was that the printing of money does not create economic growth if 

unaccompanied by fiscal spending – this was learnt during the aftermath of the financial crisis, when 

the money went to financial assets and not into the production of goods and services. It was further 

argued that contrary to popular belief, total debt in the world had been rising before and continued to 

rise after the financial crisis – the crisis reduced potential GDP growth rates in the developed world. 

Growth in emerging markets over the last few years has been mainly fuelled by credit. For instance, in 

several countries including China, prior to the financial crisis, the GDP growth rate was higher than 

the credit growth rate. This trend was reversed following the financial crises in Russia, Brazil and 

Turkey, and at some point it is likely to be reversed in China and therefore, according to this 

viewpoint, even a 6.5-7 per cent GDP growth forecast for China is optimistic. The consensus was that 

there needs to be a genuine move from both emerging markets and the developed world in reforming 

large economies and engaging governments and the private sector towards the ‘real’ economy, and 

the only economic agents able to do this are governments. 

Another view was that the ‘new normal’ for developed countries could also be described as ‘secular 

stagnation’. It can be characterised in terms of demand-side problems, where economies try to get 

out of debt or build up wealth, which translates into low spending and low investment - or in terms of 

supply-side problems where the issues are to do with too little opportunity for investment and too low 

rates of return. Both of these imply a fundamental problem for policymakers – that of whether to set 

interest rates very low in order to keep credit growing, or to increase public spending. The big 

quandary is therefore how to get governments, as well as other operators, to simultaneously spend 

more in the ‘right places’. The question is whether there is anything that can raise confidence on both 

the demand and supply sides. At low or negative real interest rates, another key question is why 

governments are not spending on infrastructure. It is necessary for companies to begin spending their 

large uninvested surpluses – the UK and Japan were pointed out as countries with huge private 

sector surpluses. Policymakers therefore need to turn from thinking about secular stagnation per se to 

thinking about how money (through borrowing at low interest rates or from private sector surpluses) 

should be used, and whether the public or private sector should be driving this. The outlook for the 
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world economy is accordingly optimistic or pessimistic depending on whether the liquidity in the 

system can be used productively. 

There was some discussion on short versus long term expectations on the economy in relation to 

gradual demographic changes which may not be visible in the short term, specifically, an ageing 

population and the preference for smaller families – one view was that these changes were likely to 

contribute to a lower global growth rate. Another gradual change discussed involved improvements in 

manufacturing and in the delivery of goods and services through the market leading to huge efficiency 

gains and therefore lower consumption of resources in order to achieve the same results on growth. 

These gradual trends in combination could imply that oil prices and the prices of other resources will 

be moderated in the long term. A contrasting view was that these changes in demographics did not 

necessarily mean lower consumption – as a significant proportion of the ageing population would be 

moving into the ranks of the middle classes, this could in fact lead to unprecedented demand growth 

over the next 30 years. 

The discussion then turned to the impact of oil prices on the world economy, and one view was that 

their impact on economic growth cannot be underestimated. The IMF estimated 0.8 per cent growth 

following the drop in oil prices last year, while Oxford Economics forecast that it will not be more than 

0.1 to 0.2 per cent. The effects of low oil prices take time to feed through into the economy, and if 

sustained at the lower $70/barrel range for the next 3-4 years the net effects could be positive. 

However, if the economy continues to expand but oil prices rise, this could squeeze growth. These 

effects are all the more significant as we move to consumption-driven growth in the emerging 

economies. Another view was that we have not yet seen a big demand response to low oil prices as 

demand is not as elastic in the short term, but over the long term, a part of the impact may be 

countries becoming wealthier on the whole, and spending their wealth in other areas. Thus in the 

short term the outlook on demand may be relatively pessimistic but in the longer term the impact 

could be felt through this feedback. A contrasting view was that there is already a strong demand 

response to the low oil price environment - notably from emerging economies like India, where the 

growth numbers have been high, especially for end product demand. 

There was debate on the contribution of Chinese demand to the economic outlook. One view was that 

despite slower growth, 7 per cent of a much bigger base was nevertheless significant. Consumption 

comprises 30-35 per cent of GDP in China and rather than a jump to 70 per cent of GDP (as in the 

US) it just needs to shift by 10 per cent to have a significant impact given the size of the economy and 

population. The quality of demand in China was also likely to change and move away from heavy 

industry and buildings and coal based power, to gasoline and plastics. Given this outlook for China, 

and the impact on oil demand in smaller economies from custom data (as opposed to IEA data) oil 

demand growth could nevertheless surprise this year at around 1.4 million barrels/day. 

It was noted by another participant that ‘China-watching’ tends to be polarised, as the figures can be 

interpreted differently. There may be slower growth and credit expansion, but this credit is feeding into 

the real economy. The big question relates to the 5 or 10 year outlook, and whether the party 

leadership can continue to manage the current transition into the future. The general perception 

appears to be that the transition will be managed successfully, although the path will be difficult and 

ultimately China will end up with a different growth trajectory based on a consumption-driven growth 

model, with less diesel, more gasoline and more petrochemicals. There is likely to be an increased 

focus on efficiency, which already exists even for sectors that are still growing, primarily arising from 

an awareness around environmental issues. This is likely to be reflected in vehicle standards and 

urban planning policies, and potentially lower gasoline demand growth (10 per cent as opposed to 12 

per cent, which is nonetheless significant). It was also thought that as China transitions, the growth 

will feed into Southeast Asia.  

A contrasting viewpoint was that both industrial production and power generation are contracting in 

China on a trend which has not been seen for decades and Chinese authorities have been concerned 

enough to have cut interest rates by a hundred basis points and may also be willing to cut further this 
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year. Accompanying this, in the foreign exchange markets, authorities have for the first time been 

considering the possibility of currency devaluation.  

Long term sustainable growth paths rely on three factors: centralised government, the rule of law and 

democracy. It was noted that there has been a huge rise, measured by the Gini coefficient, in wealth 

and inequality, potentially caused by the printing of money and the failure to spend it on infrastructure 

creation. This global trend was seen as a key reason for the growth of anti-establishment parties in 

Europe – such as Syriza, UKIP and Podemos, and social unrest was acknowledged to be a real 

concern. 

A related view was that the world is entering a period of global political instability, that has not been 

seen in the last 3 or 4 decades, which extends beyond Europe and the Ukraine/Russia crisis (which 

has driven relations back to the cold war period), and includes the rise of Islamic State and the 

instability around the Gulf countries. The question raised is whether this an important factor which has 

been left out of the discussion around GDP? A factor which is notably important, but very difficult to 

quantify at present.  

A final thread of the discussion focused on environmental issues and whether they pose a systematic 

risk to GDP growth. An example is China, where environmental problems caused a rethink of GDP 

strategy, and the question of whether such strategy changes and the cost implications in the switch 

from coal to gas in the short term and to renewables in the long term constitute a long term drag on 

growth. One view was that the environmental impact of the fiscal stimulus had proven to be so 

significant that it would cause the Chinese authorities to rethink any future stimulus. Another view 

related to the question of why governments were not utilising low interest rates to increase spending 

on climate change mitigation and the mitigation of adverse environmental impacts, as a strategy of 

prevention, which was likely to contribute to GDP growth in the long term.  

In summary, the outlook for the world economy remains more or less unchanged from the previous 

year, and remains heavily dependent on government policy choices around economic recovery. 

2. The Geopolitics of Energy 

 

The second session focused on two geopolitical issues: 

 The conflicts in and around the Middle East and North Africa, which had arguably intensified since 

the previous year, and, 

 The Russia/Ukraine situation, which has maintained a fragile status quo since last year. 

An important aspect of the discussion focused on the strategic importance of the Middle East. 

2.1 Middle East and North Africa 

 

In the Middle East, some overarching geopolitical themes have been emerging very quickly and major 

global powers have disengaged to some extent from the region, giving space for regional powers to 

step into the vacuum. This has created great uncertainty as, beyond the touch points of western 

engagement (Iran and Israel), geopolitical conflicts are becoming more nebulous. The picture has not 

changed greatly since last year in relation to the intersection of politics with oil and gas supply – for 

instance, Iran should be able to reap some sort of supply dividend in the short to medium term from 

the relaxation of sanctions. But, it is clear from the continuous and evolving nature of geopolitics in the 

Arab world that any conflict should not be ignored by financial and oil markets. 
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2.1.1 Libya 

 

The political situation in Libya is extremely fragmented and although the conflict has been described 

in simplified terms by international observers as one between two factions, in reality, there are 

multiple divisions within the two factions.  Each of the different groups within the Islamist faction 

(General National Congress) has a goal of its own that it is striving to achieve; whereas there is a lack 

of unity over the type of political solution desired by the groups within the other faction (Council of 

Deputies). The internationally recognised government (Council of Deputies) additionally has no levers 

to pursue its goal. Amidst these fragmented power structures, there appears to be a proxy war being 

waged within Libya; on one side Egypt, Saudi Arabia and the UAE have been pushing the eastern 

government to stop the rise of Islamist politics in the country, whilst on the other side Turkey and 

Qatar are supporting the General National Congress with little to no communication taking place 

between the protagonists. As far as the international community is concerned, Libya is not a priority 

for the US, though Europe is divided on the way forward on Libya, as it is more concerned with the 

situation in Ukraine. Italy and Spain are the exceptions, they are geographically closer to Libya and 

have been engaged in pushing for a resolution to the conflict. There is no easy solution to this conflict, 

neither faction could win in a military confrontation, and any such external intervention is also unlikely 

to be successful, and, it is impossible to simply create a border to divide territory; the situation is too 

complicated and the divisions within the factions too fragmented. 

Three possible scenarios with regards to the outcome of the Libyan conflict were discussed; 

 

i. An agreement or resolution: The UN Secretary General’s Envoy has failed to orchestrate a 
solution and the Libyans have asked for a new mediator – a higher level of political 
engagement is required to achieve a solution. The eastern government wants to be 
recognised and claims that it has de facto legitimacy as it is in clear control of its camp but in 
order to enable a ‘united government’ a solution will need to be found that engages the 
Islamist camp not to mention the other minority and militia groups that need to be engaged.  
 

ii. Further fragmentation of the country: Libya can potentially be split into two regions – but it is 
impossible to see how this could peaceably be achieved to the satisfaction of all groups 
concerned. 
 

iii. ‘Chaos’: The least desirable scenario is chaos where the different camps and divisions are 
pitched directly against each other.  

 
Most of the gas used in the power sector in Libya is provided by IOCs, and production has been 

maintained despite some disruptions, however the fragility of continued production was 

acknowledged, with recent protests by social groups having led to the temporary closure of an oil field 

in the south of the country and the very real possibility that other groups could be catalysed to push 

for political power in such a way. Further volatility seems inevitable unless the international 

community pushes for a solution.  

One point of view was that Libyan production was probably as low as it could go, at around 200,000 

barrels/day; 150,000 barrels/day could potentially be sustained from offshore production – and that 

the markets have probably accounted for this. It was mooted that the bigger threat is that of an 

unexpected surge in production – potentially 1 million barrels/day in two years’ time - and that this 

combined with Iranian production could prolong the period of low oil prices. Realistically however, a 

solution was not anticipated by participants due to the divergence in political views and economic 

interests.  

It was thought noteworthy that a significant change in Libya over the last year has been the expanding 

presence of Islamic State in the country and the new risk for future supply its actions pose. 
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2.1.2 Iraq and Iran 

 

The ability of Iraq to maintain production in the face of increasing fragmentation was raised, it was 

thought that instability in the north of Iraq was more likely to affect production, with production in the 

south having thus far remained stable. The view of the markets has been that there is very limited risk 

to the 2.7 million barrels/day of supply in the south, and that risk has more to do with mundane issues 

around infrastructural planning and bureaucracy in Baghdad. In fact, a situation of pent-up supply 

could well mean that production from southern Iraq may increase, though constraints such as the 

imposition of water cuts on the Rumaila field, the delay (of several years) to the construction of joint 

seawater processing and injection facilities, and other institutional risks to do with poor management 

and governance should be taken into account. There is no discernible direct threat to the oilfields and 

infrastructure links to Basra and it was expected that the status quo is likely to hold for 2-3 more years 

in southern Iraq with changes more likely to come from the north.  

April 2015 saw one of the highest export numbers for decades as a result of the deal between the 

Kurdistan Regional Government (KRG) and Baghdad for 450,000 barrels/day of exports which can be 

counted as Iraqi exports. This arrangement is durable in the short term as KRG has a fiscal budget 

hole that it needs to plug, and the deal has unlocked fiscal transfers from the central government to 

the KRG. The arrangement is also supported by the central government which is attempting to 

compensate for the loss of revenues from the fall in oil prices through greater export volumes. 

However, long term concerns remain about oil risks in the KRG; it is not clear whether the current 

arrangement is a sustainable, particularly as IOCs operating in the KRG face several constraints and 

it was thought likely that Iraqi export levels have flattened out and that volumes for the rest of 2015 

are likely to be lower than those seen in April. However a differing point of view was that KRG export 

capacity could credibly expand to 1 million barrels/day. However, there is a bottleneck in the system 

as the Turkish element of the pipeline is constricted and cannot take more than 600-650,000 

barrels/day making this increase in production unlikely. 

Iran remains a wildcard in the region and participants wondered whether the Saudi-Iran rivalry, which 

has shifted from implicit confrontations to a more direct proxy war, constitutes the new destabilising 

force in the region, and conversely whether the deal between the P5+1 countries and Iran heralds a 

new dawn?  Views differed from failure of the P5+1 negotiations not being an option to the nuclear 

issue remaining paramount for the US and, if Iran does not agree to stop enriching uranium, it was 

thought unlikely there would be sanctions relief and that Congress would continue to debate the 

issue. The only counter being if the US (Congress) becomes convinced that sanctions relief 

(internationally) would occur nevertheless and any US sanctions would be rendered ineffective. 

Another view was that there is likely to be some sort of mechanism to enforce sanctions if Iran fails to 

comply with the terms of any agreement. Overall given the political posturing not much hope could be 

seen of sanctions relief in the short term.  

An alternative and relatively optimistic view on Iran, was that it is in the interest of the US to allow Iran 

to engage with the international community, as Iran could play the role of a stabiliser in the Middle 

East with regards to Syria and Iraq. Further, given the current wave of public support he is currently 

enjoying it is also in President Rouhani’s interest to deliver a solution and consolidate his position.  

A related point of view on Iran was that there is a succession issue within the country that is likely to 

raise its head at some stage, and the significant question of who will be the next Supreme Leader, 

and the importance of who that may be to achieving a nuclear agreement needs to be closely 

considered, despite there being no market expectation of an upsurge of Iranian supply. 

Even if an agreement is achieved there is a question over whether Iran has maintained its capacity to 

produce, and it was suggested that any production increase could be from 500,000 barrels/day to 1 

million barrels/day (comparable to the ‘reduced exports’ in 2012), though there was no consensus 

from participants on the issue. It was also noted that the main political opposition from the US 

(particularly from industry) centered on why any ban on Iranian exports should be lifted whilst a ban 
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on US exports is retained. Priorities for Iran were seen as retrieval of its payments from offshore 

sales, boosting its economy, and alleviating an impending environmental crisis on its doorstep. 

2.1.3 The Middle East – has its strategic importance changed? 

 

A key subject of discussion was the apparent withdrawal of the US from the Middle East – and the 

argument that many of the disruptive effects seen in the region are as a result of this. The question of 

whether there is really a withdrawal taking place, and if so how it is taking shape led the meeting to 

wonder whether the relevance of the Middle East has changed or diminished?  

One suggestion was that the apparent US change in attitude was less to do with an actual change in 

US foreign policy than with the complexion of the current US administration which is non-

interventionist in nature. And that it was unlikely that the US was pulling out of the Middle East 

because it no longer believes that the region is strategically important given most outlooks for liquids 

supply growth in the US suggest that growth is less sustainable in the longer-term (due to the finite 

size of the shale oil resource). It seemed likely, therefore, that the US will continue to be dependent 

on Middle Eastern crude for some of its consumption in the future, making the situation clearly more 

nuanced and having to do with the broader willingness of the US to engage outside its borders. 

Further, there are no Asian partners with a military presence in the region to ensure stability – making 

it even less likely that the US presence in the region will diminish and it was noted that the current US 

administration is attempting to rebalance regional dynamics by potentially pitching three large powers 

against each other – Saudi Arabia, Iran and Turkey. It was also noted that in drawing from lessons in 

Afghanistan and Iraq, and despite diminished appetite for intervention in the Middle East, there is a 

need to maintain the existing government in Iraq and the alternative is much worse (as seen in Libya). 

Another view was that ‘volume matters’ – and given that the Middle East produces a third of the 

world’s oil supply, it will remain critically important. There are currently three marginal producers, 

Russia, the US and Saudi Arabia. The US is a very large producer and despite the Middle East 

having become less important at the margin, particularly as the US has realised that it needs to have 

‘more than one horse in the race, it was thought likely that the world will need to source oil from the 

Middle East beyond 2030 particularly as shale has a 15 year horizon and given the dynamics of the 

oil market depletion has to be replaced on an annual basis.  

An aspect which emerged strongly during discussion is that the US essentially play a key role in 

maintaining the security of oil supplies from the Middle East to different world regions – this is a policy 

that has been enforced through the use of military force even during the era of ‘peaceful’ presidencies 

(such as the Carter Presidency). It was also noted that China operates under the US security 

umbrella and has benefitted greatly from being a ‘secondary’ power in the Middle East and has, since 

the 1980s, had a presence in the region through post-war reconstruction activities. The Chinese have 

a large commercial footprint in the Middle East and are looking to increase their presence through 

further trade deals, for instance, with the GCC. Notably, despite the shared interests of China and the 

US in the strategic importance of the region, there is a fundamental difference in attitude toward 

protecting their strategic interests – while the US is seeking regime change, China prefers to maintain 

the status quo. 

A related view was that in addition to the fact that the Middle East has a large role to play in terms of 

its share of global oil supplies, there are two other reasons why the region’s strategic importance will 

continue. First, the region has the lowest cost producers, and second, US producers pay international 

prices at the pump with a perfect pass-through, therefore price movements have a significant impact 

on the US economy. It was also highlighted that volumes from the Middle East matter to Asian oil-

dependent net importers such as Japan and South Korea and that China’s net import dependence on 

oil is 60 per cent; hence energy security equates with oil security and the safety of transportation of 

supplies from the Middle East. 
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One view took a retrospective look at the US-Middle East equation and noted that although there has 

been long-term consistency in policy on securing the supply of Middle East oil to world markets 

(reflected in the Carter doctrine, for instance), there has also been a slow shift by recent US 

administrations towards a perception that the cost of pursuing the Carter doctrine needs to be shared 

with Asian economies. The fallout of the Iraq invasion was a catalyst in this shift from ‘boots on the 

ground’ to ‘war by proxy’. It was also pointed out that despite continuing conflict, oil supply from 

countries such as Libya has not been halted, as insurgents see oil as a resource or tool for 

maintaining their control. Similarly, Iran managed to keep oil flowing during the peak of sanctions, 

albeit in smaller volumes (around 500,000 barrels/day). 

Should the US withdraw from the region there was consensus that another major power would step 

into the void and that this could very well be China; which led to the question of how the West would 

perceive this and what possible reactions may be .  

Finally, given the rise of non-state actors in the region, an important question relates to the role of the 

nation state, reflected in the fact that Islamic State has managed to breach colonial-era boundaries. It 

was noted that the impact of non-state actors on energy supplies in the region should be studied more 

carefully as it is becoming apparent that the oil industry will have to deal with the risks posed by non-

state actors. 

2.2 Russia 

 

The perception within Russia following economic sanctions by the West was that it would turn to 

China – however, that strategy has arguably failed. Following the gas pipeline deal last year, no 

significant progress has been made in advancing the Russia-China relationship, and nor has there 

been any trade or financial support from China. Russia has not received any loans from China despite 

facing isolation from Western financial markets. The Power of Siberia gas pipeline project has also 

not received any financing payments from the Chinese side and the negotiations that had begun for a 

10 per cent stake in one of Rosneft’s largest oil fields (Vankor) are now under review by China and 

expectations regarding the deal have not been fulfilled. China has stepped back and adopted a ‘wait 

and see’ approach, from which it could probably obtain much better terms. There have been calls 

from Russia for a preferential trade agreement with China, which is unprecedented, but there has 

been no reciprocity from the Chinese. There are concerns within the Russian export community that 

the trade balance between the two countries is now skewed in favour of China.  

There is a distinction between oil and gas in the Russia-China relationship. Russia has a huge 

amount of developed gas at the wellhead waiting to be brought into production. So far as the outlook 

for oil production, and despite commitments made by Rosneft to China, it is a different story with all of 

Russia’s potential oil production by Rosneft in eastern and western Siberia having already been sold 

to China, implying huge dependence on revenues from China. 

It seemed very likely to participants that the Russia-Ukraine crisis may turn out to be a long term 

conflict. Ukraine is divided and in a desperate economic situation, which it can only survive through 

the supply of money from the EU or lower gas prices from Russia. A suggested way to proceed on 

Ukraine would be to freeze the borders and create a buffer zone between Russia and NATO, similar 

to the situation in Transnistria. However there is likely to be a fragile balance with smaller occasional 

military conflicts – with no willingness or intention to increase the conflict, but rather to maintain the 

status quo. Russian foreign policy has turned increasingly isolationist and protectionist; going forward 

it was apparent to the meeting that Russia will need to be propped up by conflicts, especially while its 

economy remains weak.  

A final point in the discussion was that energy is being used as a placeholder in Russia-China 

relations with China’s ‘wait and see’ strategy being informed by three factors: (1) economic sanctions 

on Russia (2) lower global gas prices, and (3) internal crises within China’s state-owned companies, 

and that in a sense, it could be argued that these are market-driven dynamics. 
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3. The Oil Market 

 

The session on the oil market covered four main aspects. 

 

 A review of demand and supply balances 

 Discussion on the marginal barrel, the economics of shale, and the role and form of 
expectations 

 The role of Russian and North Sea production 

 Saudi Arabia’s oil policy in the 2014/15 price cycle 
 

3.1 Demand and Supply Balances 

The session opened with a review of demand and supply balances and in the context of current 

developments in the oil market, the recent analysis by Bernstein which posed the question ‘is oil 

passé?’ was discussed. It was put forward that a good way to investigate the question is by looking at 

world per capita oil consumption and population growth over time using historical data from the BP 

Statistical Review of World Energy. After some fluctuations in the 1970s, the data stabilise to a trend 

where oil consumption is 4.5 barrels/day per person. This has remained relatively stable over time; for 

instance in the 1980s, despite significant changes in population growth, fuel economy and oil 

consumption patterns between industries, the trend in oil demand remained stable. The surge in world 

oil demand growth of 3 million barrels/day in 2003 pushed per capita world oil consumption up 

marginally from 4.5 to 4.7 barrels/day suggesting that despite short run economic fluctuations there is 

a long term stable growth trend in world oil consumption. The reasons for this stability are to be found 

in the decomposition of oil use in key economic sectors; oil is concentrated in very few uses: 75 per 

cent is divided between air, water and road transportation, 10 per cent is in the petrochemicals sector, 

and the remainder is in other uses such as lubricants. There is particularly strong underlying growth in 

the use of oil for transportation, as consumers move up the wealth ladder in developing economies. 

Demand growth in oil has been very strong in Q1 2015 – excluding ‘other’ products such as NGLs, 

naphtha and crude burn, demand growth was 1.2-1.3 million barrels/day in gasoline and gasoil alone. 

This growth has been driven partly by economic recovery, partly by consumer demand and partly by 

the opportunistic use of oil at lower prices. It was suggested that overall, demand growth will have a 

positive effect in terms of rebalancing the market. However, demand growth in some products, such 

as gasoil (which refiners had anticipated as a potential growth market) has subsided due to the 

slowing of economic growth in China though there have been some patches of demand growth for 

gasoil – for instance from bunker zones in the Baltic (200,000 barrels/day). Conversely, refiners had 

not anticipated strong gasoline demand growth, but there are markets such as India where there is 

strong consumer demand driving gasoline growth, and this, it was thought, combined with a tight 

gasoline market could pull up crude oil prices (a similar situation occurred in 2008). 

Moving on to supply balances a similarly retrospective approach was taken in looking at historical 

data. Every year the market loses about 4 million barrels/day of current production capacity due to 

depletion, which has to be replaced in addition to adding incremental production of around 1.3 million 

barrels/day. In the current environment, E&P budgets are being squeezed by 20-30 per cent, which 

implies that of this required total volume of around 5 million barrels/day the market is likely to fall short 

by 1 million barrels/day. It was deemed likely that the market hit a peak in production in Q4 2014, and 

with the progressive production decline seen since, the impact of these changes in supply balances 

are likely to be felt during 2015-17. The probability that production will be lower quarter-on-quarter, 

but it will not be vastly different year-on-year suggested that the crude markets could look more 

balanced by the end of the year. Recent volatility was highlighted (for instance, after the expectation 

that OPEC would balance the market failed to be fulfilled) and led to discussion of its being 

characterised by a dual dynamic with longer-term consequences for market volatility (explained 

further below). 
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The complexity of the current supply situation is characterised by a lack of immediate correction in 

supply and declining investments. Investments have been falling in the US oil sector. However, a rise 

in prices (to around $70 per barrel WTI) is likely to bring shale producers back into production and 

lead to a rise in investments. There is liquidity in the oil market, but a potential constraint is labour 

market flexibility (or the lack thereof) due to massive layoffs in the oil sector on the back of the lower 

price - labour markets could take anywhere from 3-6 months to adjust. Outside of the US, investments 

are linked to high cost deep water offshore projects which have run into delays. Final Investment 

Decision (FIDs) for these investments began to fall in 2013, due to the squeeze between rising costs 

and flat prices - in 2015 they are at a 5 year low. Deep water offshore production is at the heart of 

non-OPEC production growth, and there is typically a three-year lag between a FID and first 

production. This lag and the consequent pressure on supply balances could favour growth in shale oil 

production.  

The dual dynamic in the crude oil supply market is therefore composed of  two supply cycles – a 

longer 5 year cycle in deep water production overlaid by a much shorter cycle linked to shale oil 

production (which also comprises the short term marginal investment which responds to short term 

volatility).  However longer-term cycles driven by the economics of deep water offshore projects will 

create pressure which could push prices lower in the short-term and create more volatility; and 

companies will have to manage capital outflows carefully, specifically as costs have risen very quickly 

in the last few years. The change in the dynamics on the supply side can be described in terms of an 

analogy to a soccer game: where OPEC ‘blew the whistle’ and this will allow a reset on costs.  

The process of real adjustment underway in the refining sector was discussed. There is greater 

competition for heavy sour crude with a larger number of refiners and a squeeze on supply and this is 

likely to benefit Middle Eastern heavy sour crude producers such as Saudi Arabia who can market 

their crude more effectively. As a consequence barrels going into storage have tended to be light 

sweet crude, as refinery demand for heavy sour crude is stronger. Saudi Arabia has lost less in terms 

of volume due to this demand, but this could change if Iranian supplies come into the market at 

around 500,000 barrels/day increasing the availability of sour barrels. Changes elsewhere in the 

product market were touched upon with weaker than expected demand for gasoil and the reverse for 

gasoline.  

3.2 The Marginal Barrel, the Economics of Shale, and Expectations 

 

The discussion opened with a reiteration of the different ‘cycles’ at play in the supply market – the 

longer-term deep water cycle, and the short-run shale cycle. Added to this is the ‘OPEC cycle’, all of 

which add up to greater uncertainty or unpredictability for investment. This points to an important 

question which potentially goes to the heart of the current situation in the oil market: where is the 

marginal barrel – is it in the US, or elsewhere?  

One view was that the volumes required to sustain demand in the long-term implied that the long-run 

cycle was more pertinent in terms of the marginal barrel. In contrast with the 1960s, when 

consumption was 55-60 million barrels/day and with a 5 per cent depletion rate where the market was 

losing 2.5 million barrels/day of capacity growth, in the last 5 years  the market has been able to 

supply 5 million barrels/day of capacity growth on average. These volumes have to be replaced in the 

long run, particularly given the peaks and troughs in the shale and deep water cycles. Marginal supply 

therefore has to be at a price that justifies the long run cycle and deep water production, and some 

argued that this is likely to require a price of $70-80 per barrel and that the price could go to $68-70 

per barrel in the near future as indicated by the forward curve. The market therefore needs the 

marginal offshore barrel, with short-term fluctuations in shale supply providing a secondary effect. 

A related point on the marginal barrel was that from 2009-14, demand grew by 8 million barrels/day, 

and the supply to meet this came primarily from OPEC and North America, with some from Canada. 

Of this, 3 million barrels/day was from US shale with production from the rest of the non-OPEC 

producers having remained stagnant even in a $100 oil environment. This is not to say that there is no 
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supply response from the non-OPEC producers; rather that, at decline rates of 2-2.5 per cent 

companies have had to replace/add almost 2 million barrels/day, eroding the margins left over for 

investment, suggesting that all new/incremental production needs to come from OPEC or North 

America.  

It was noted that upstream capital costs have risen by 2.5 times over the last decade and a half – and 

prior to the rise in oil prices, upstream companies would attempt to find solutions to reduce costs by 

negotiating with suppliers. In the past the main issue for upstream companies was how to remain 

profitable in a high cost and flat price environment, the current situation is one of how to return to 

profitability in a low oil price environment. 

The similarity of US shale to the ‘Dotcom Boom’ where there was not much cash generation was 

discussed, since in recent years more money (estimated at around $80 billion) has been spent on 

acquiring and developing plays than on actually selling the oil. A contrasting view to that discussion 

was presented in terms of the business model for US shale. Three aspects of this model were 

highlighted. First, in 2014, shale producers added 1.2 million barrels/day in the US, and with a decline 

rate from wells of around 2.5 million barrels/day needing to be replaced, this meant that US shale 

producers ‘discovered’ 4 million barrels/day. Second, the production economics of US shale are 

incredibly sensitive to timing; producers can end up losing production if business decisions are 

wrongly timed. And third, production hinges on micro-level decisions rather than macro decisions – 

decision making is localised and involves producers making upfront investments of around the order 

of $10 million repeatedly over the course of the year with producers needing to solve problems ‘on 

their feet’ in the process. The three aspects put together imply a model that can be executed very 

quickly, where the productivity (from drilling to the extent of ‘reach’ and chemicals used in fracking) 

has been improving by 25 per cent on average each year. It is very difficult to say what price this 

model translates into at the macro level as shale production is driven by well-by-well economics. 

Although the falling rig rate has not led to a production response, production will unquestionably 

decline. The markets in the US anticipate this and contrary to the view that shale production is subject 

to credit constraints, there have been $12 billion of equity infusions in smaller shale players to stave 

off bankruptcies and maintain liquidity. Based on the current valuation of players, the market 

anticipates $85-90 per barrel oil prices. At the lower end of the price spectrum, one player has 

nevertheless stated that it could return to double digit production growth – and this is sustainable if 

players are able to hedge their production for a couple of years as the shale business model is 

adaptable to a cyclical oil market where volatility can be very pronounced and very short term. A price 

adjustment of 15-20 per cent would probably lead to a doubling of the availability of capital as private 

equity funds were likely to jump into the fray. Although costs are higher in the US (relative to OPEC), 

as the markets and infrastructure exist along with the financing, the responsiveness of production to 

market deviations is becoming more prevalent and there is the ability to produce a very quick 

response relative to demand around the order of 1.5-2 million barrels/day of potential capacity. 

A question was raised on hedging, and whether it was easy for companies to find counterparties in 

the current low oil price environment (in comparison with a $100 oil environment in the past). It was 

noted that a market for this does exist. Another question related to the impact of lower interest rates 

on the US shale model and it was pointed out that debt is in fact being made available on 

questionable credit terms. In addition to the equity infusions mentioned earlier, there is a further $20 

billion worth of high yield (around the order of 5 per cent) financing available to energy producers. 

There is also competition between hedge funds and private equity funds to finance US shale and 

hedging periods are relatively short as the costs of the well (which could be drilled and completed 

within the relatively short period of a month) could be recovered within 6 months of production by 

selling around 40-50 per cent of the oil at prices which covered well costs.  

The real build up in OECD inventories was concentrated in the first half of the year, and it was thought 

probable the market is likely to tighten in the second half of the year though the extent to which it will 

tighten was unclear, as in terms of supply-demand balances there are 0.5-1 million barrels/day 

unaccounted for. The IEA classifies this as ‘miscellaneous demand’ – which could be either an 

overestimation of supply or an underestimation of demand, or an over accumulation of inventory in 
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emerging markets where data is scarce. This implies that demand is either stronger than anticipated 

in emerging markets, or there is an inventory build-up, both of which are significant for expectations. It 

was noted that world oil demand is currently increasing at a rate of 3 per cent, the fastest in 4 years, 

and that this has three big implications in terms of the current oil price environment. First, it has a 

direct impact on US consumption as prices are passed through to the pump and consumers buy more 

cheap gasoline. Second, the drop in oil prices could add anything between 0.5-1 per cent to GDP 

growth. And third, there are a number of feedback loops which in econometric models show up as 

contributing the largest effects to the oil economy at the margin. 

It was noted that the general uncertainty in demand and supply balances is part of an historical trend 

where the industry has often missed ‘big’ periods of supply or demand-side growth – for instance, it 

missed the shale revolution on the supply side due to the scale and speed of growth. From a 

government policy point of view, it is therefore possible that markets are being pessimistic on medium 

term supply – there are sources in Latin America (such as Brazil and Venezuela) where policy 

changes could release supplies, although these may not be particularly cheap or abundant.  

A related point on expectation was in relation to arbitrage and logistics, where lower oil prices meant 

lower capital requirements, implying that companies engaged in arbitrage and logistics had enjoyed 

relatively healthier finances. Volatility – which is likely to persist for a period of time given the loss of 

the function of OPEC as a swing supplier - had benefited traders, but in the longer term, diversifying 

from crude oil out towards broader trading would be required to help maintain this financial outlook. A 

particular risk to this outlook is regulatory risk and massive uncertainty around governments’ concerns 

over systemic risks in financial markets, energy affordability and price stability. Low cost service and 

logistics companies have specifically been putting aside capital as it is unclear how regulatory risks 

could affect these companies. A part of this uncertainty is around the benchmarks used in pricing 

global energy supplies. 

The discussion in this sub-session ended with some thoughts on expectations. It was noted that even 

after accounting for high demand, there have been huge builds in crude stocks around the order of 89 

million barrels in the US, and 56 million barrels in China. Overall the build-up equates to 1.7 million 

barrels/day over a three month period from the end of last year to early this year. Adding 300,000 

barrels/day of stock build in the OECD takes the total to 2 million barrels/day of stock build in one 

quarter. It was noted that given this context, if prices remain where they are, the market will need to 

revise its expectations for the second quarter of this year. A counter-view was that prices per se as an 

indicator failed to accurately reflect the current situation and the contango in the oil market was a 

result of expectations being pushed too far one way or the other. A related view was on the 

composition of benchmarks and whether new crudes needed to be added or weighted – for instance, 

the market for Dubai crude saw its highest ever expansion of activity in April 2015, and the contract 

comprised 2-3 times the physical delivery capability of Brent crude. There was also some discussion 

around adding Russian crude to the Brent contracts. 

3.3 Russia and the North Sea 

 

The discussion briefly turned to the role of Russia in supply balances. It was noted that the 

devaluation of the Rouble has offset the cut in Dollar-denominated capital expenditure. Russian 

companies are starting to refocus on their core assets while discarding high cost projects such as the 

Arctic deep water, due to economic sanctions. Changes to the tax regime have rebalanced the tax 

take in favour of companies, and discounts are being offered for the development of difficult oil 

recovery from mature fields. Another impact of tax changes has been to discourage the use of fuel oil 

in refineries, which could prevent the release of crude for exports. It was noted that the effect of the 

excise tax difference between crude and products is accentuated with a lower oil price and that 

production has remained flat this year.  

The second marginal barrel at risk is from UK North Sea production. A recent study looking at the 

state of North Sea production in 2020 has predicted that many of the ‘hubs’ will disappear unless 
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measures are taken to stimulate activity now. One encouraging sign for the future outlook of the North 

Sea is that many pipelines are being sold off by the majors and purchased by utilities, which could, in 

the future, encourage business into those pipelines from their midstream or downstream segments. 

However, it was pointed out that tax changes are insufficient to stimulate further investment and 

unless there is a complete shift in policy thinking on taxation the decline is likely to continue. There 

are a lot of smaller private equity companies infusing capital into the North Sea – in the last 12-18 

months, $5 billion of equity investments have been allocated to the North Sea but any material 

improvements have failed to be realised. Another view was that amongst the main decisions needing 

to be made by North Sea companies in terms of saving on costs, is what to do about older fields 

producing at low volumes where new infrastructure is required to keep up production given that this is 

not worth the investment at current prices.  

3.4 Saudi Arabia’s Oil Policy 

 

The session moved on to discussing the role of Saudi Arabia in the current oil price cycle, the limited 

‘tool-set’ the Saudi’s have to adjust production and to send signals about price preferences, and the 

fact that Saudi Arabia operates in the same environment of uncertainty as all other players in the oil 

market. Prevalent in the current cycle is the trade-off between maximising revenues and maintaining 

market share. When prices began falling there was an assumption by the oil market that Saudi Arabia 

would play the role of swing supplier and balance the market – but in fact the Kingdom has, thus far, 

not played that role. A top Saudi official stated before the current price collapse that Saudi Arabia 

would not swing unilaterally and it has been difficult to obtain a consensus amongst the rest of OPEC 

on production cuts. 

Several explanations have been offered concerning Saudi Arabia’s decision not to swing alone – 

ranging from geopolitical drivers to conspiracy theories. In the past, when Saudi Arabia indicated its 

preferred price signals, the market validated this. Saudi Arabia does not have a preferred price in this 

current cycle. Saudi Arabia is not opposed to cutting production, but these cuts must be agreed 

collectively and other producers have to share the burden. In the current cycle, it has been difficult to 

get other producers to cut for variety of reasons. In the current price cycle, the Kingdom has decided 

to go for market share over revenues – the new norm is for Saudi production at 10.5 million 

barrels/day, which could be higher in the summer. The Saudi’s have arguably done enough drilling to 

justify being a fixed volume producer in one sense. 

But what are the implications for the market was the question asked; first, in the short term in an 

excess supply situation the easiest way to get rid of excess supply is to cut production. The market 

has lost this feedback mechanism on the downside. Second, from the perspective of Saudi Arabia, an 

understanding of how US supply responds to a low oil price environment was desirable, and the 

Kingdom has the capacity to undertake that experiment. And third, in the long run, Saudi Arabia no 

longer guarantees the rate of return on investment for other oil producers and higher price volatility 

would push investors to assess risk in investment in energy projects differently. It was argued that 

Saudi Arabia’s position on maintaining market share is not an ideological one and it could change in 

the future. However, if Saudi Arabia took the decision to cut production when the market was already 

firming up, there could be a real danger of tightening and further uncertainty over how quickly US 

shale production could be switched back on, further exacerbating the cycle.  

Another view was that price signals are important to the market in terms of forward curves not going 

below the ‘preferred’ price. After the last OPEC meeting where there was a failure to attain a 

consensus on a production cut, and forward price curves dropped below this level. Price signals have 

therefore provided an anchor to the markets and an orientation in terms of price evolution, which 

worked particularly well after the 2008 financial crisis.  

An observation was made on the role of Saudi Arabia within the oil market in that it was similar to a 

‘central banker’ – where it supplied at a price which the market could bear, but it was not actively 

setting the price. The question arose as to whether there was or there could in the future be an 
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institutional mechanism formalising this role. A counter-observation was that Saudi and OPEC oil 

policy has always been informed by market conditions and Saudi Arabia would be ‘tying its hands’ so 

to speak if it adopted any sort of formal institutional mechanism. Rather, it was more likely to utilise 

market signals to pursue its policy objectives, and this strategy benefitted markets as well, allowing 

companies to hedge or borrow accordingly. For instance, the price signal of $75 per barrel in 2009 

helped the market converge to $75. Further, it was noted that the value of price signalling potentially 

becomes less relevant if used repeatedly and keeps shifting upwards and downwards.  

4. Gas and LNG Markets 

 

The session on gas and LNG markets primarily focused on the dynamics of gas prices globally, both 

per se and in relation to lower oil prices, and the implications for supply. This was followed by a 

discussion of related issues. 

4.1 Review of the Current Gas Price Environment and Implications for Supply 

 

Looking back at the period from early 2011 to early 2014, the key reference prices for global gas had 

held reasonably stable, with Henry Hub at $2-4MMBtu and European hub prices ranging around 

$8.50-10.50/MMBtu buoyed up by the diversion of LNG to Asian markets. The situation became 

complex during 2011-13, when utility companies that were unfortunate enough to be buying Russian 

oil-indexed gas at up to $13.50/MMBtu and having to sell this at a lower level, faced an existential 

threat leading to a spate of renegotiations and rebates. Following the Fukushima accident, the Asian 

LNG spot price delinked from European hub prices and went up, oscillating wildly around the average 

Japan import price. This period of volatility ended in early 2014, as both European hub prices and 

Asian LNG prices began to soften. The so called ‘baby elephant in the room’ was the disappointing 

demand growth in Asian LNG markets, especially in India and China. By Q4 2014, this could no 

longer be ignored by the LNG media, but the story was overtaken by the oil price decline from 

October 2014 onwards which directly impacted oil-linked JCC contracts. Given the 3-5 month lag in 

these contracts we are likely to see those prices drop to around $8/MMBtu from $15/MMBtu in the 

same period last year. 

In terms of Russian gas contracts, those which are linked to gasoil and fuel oil have a much longer lag 

and should be down to $7-8/MMBtu by September, setting a ceiling on hub prices in Europe, which 

are currently around $6/MMBtu. In the UK, which has a higher carbon price floor, we are currently on 

the edge of the bound where gas starts to displace coal in power generation. In continental Europe, 

prices would have to go down to around $5.50/MMBtu to begin this displacement. There will be 

significant implications for LNG supplies over the next 4 years or so, with Asian demand slower than 

expected and European demand languishing, it is not the ideal arena for approximately 150 Bcm/a of 

new export capacity from the US and Australia which is set to enter the world LNG market. We can 

therefore expect a soft market over the next 4-5 years, where there may be episodes of European 

prices dipping down when the market needs to clear, or to the extreme, to stop exports from the US 

which means European and Asian hubs going down to within a 1 to 2 dollars/MMBtu of Henry Hub 

prices. This would be an alarming situation for LNG markets but such episodes are not likely to last 

long.  

It was noted that over the next 4 years it is possible that many European midstream utilities may fail to 

meet take or pay levels for Russian gas. In the interim, promoters of global LNG projects which have 

not yet achieved FID status in the US, Canada, Australia, Africa and even Russia (with the added 

complication of economic sanctions) will wait to see at what stage the market could begin to recover. 

This is relevant given a 4 year construction period and 1-2 years to achieve FID – therefore these 

promoters will be looking to anticipate the state of Asian demand in around 5-6 years’ time. Assuming 

FIDs are achieved the space for LNG in Asian markets, with lower Chinese demand growth, is likely 

to be shrink further, with Russian pipeline deals likely to go ahead on the balance of probability. The 
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attention then turns to two main questions: first, what price formation mechanism are new LNG 

projects going to be based on, and second, how is Russia likely to respond to competition in Europe?  

On the first question, it was pointed out that the initial reaction to falling LNG prices has been to look 

at the projects in Australia, and how these will achieve FID status. If Asian buyers no longer want oil-

indexed prices for LNG, what kind of mechanisms could we be looking at going forward? It was 

suggested that the seller’s preference is likely to be Henry Hub plus $5-7/ MMBtu for Asia, taking 

comfort from the seemingly stable forward curve for Henry Hub. The buyer’s preference should be to 

have an element of European hub pricing in these contracts, although they are more volatile. There 

may also be some element of JCC included – thereby implying a hybrid price formation mechanism 

for Asia. It was noted that in Europe, with hub pricing eclipsing oil indexation in Northwest European 

LNG contracts, pricing mechanisms would have to be hub based as no buyer would accept an 

alternative to hub pricing. This took us to the second question of Europe facing a decline in domestic 

gas production post 2020, and an expected fall of 120 Bcm/a by 2030. Even if European gas demand 

stagnates, there will be a need for new supplies and the question is whether these will be from Russia 

or from LNG, of course this is contingent to a large extent on how Russia chooses to ‘play the game’. 

Russia responded to predictions made in various European gas conferences in good faith 10 years 

ago  - where it was reiterated that European power demand was set to grow – and consequently 

developed new gas projects, even allowing non Gazprom producers to develop gas resources 

domestically, which resulted in Gazprom losing Russian market share. As a consequence Russia has 

100 Bcm/a - plus of spare productive capacity in western Siberia which could flow to Europe at very 

short notice at a negligible development cost and even if the Altai development goes ahead, this 

leaves at least 70 Bcm/a for Europe, which is substantial. As the market recovers from the glut in 

supplies, LNG prices will go up and may range around $9/MMBtu, which is a long-term ‘safe’ price for 

European hubs and could restart the movement to achieve LNG FIDs. In this case, Gazprom and 

Russia could, with spare capacity and in-house trading capability, increase supply into European 

hubs, keeping prices below $9/MMBtu and thereby undermining the financial case for new LNG 

projects to Europe to maintain its market share. This is a low cost strategy for Russia that could be 

implemented at fairly short notice, though there is no evidence that Gazprom is strategically preparing 

to play this game.  

The key uncertainties going forward are therefore, what is going to happen to Asian spot and 

European hub prices as this new tranche of LNG supplies comes on-stream? Is Asian demand going 

to rebound anytime soon or will low Asian demand be the new normal going forward? What is the 

timing of new LNG FIDs, given the lead times? Will Russia play the LNG game or just adopt a wait 

and see approach? 

4.2 Discussion 

 

The discussion opened with an observation on the interplay between key price benchmarks. The 

dramatic growth in volume around the TTF was seen as especially important, although the NBP has 

also hit record growth. This brings into question the relative importance or influence of different 

(established and newer) hubs. It was noted that the rise of hubs in Europe began with a period 

starting in 1998 during which there was a gradual drip feed of pro-competition policy in Europe which 

prepared the ground for gas hubs to develop on the continent. The LNG ‘surge’ of 2011/12 was a 

huge catalyst which provided the material growth to develop these hubs further. A third driver was the 

existential threat to midstream utilities which could not withstand losses on Russian gas supplies and 

demanded concessions from Russia accordingly. The TTF has in particular been a remarkable 

success story emerging out of this underlying context – and Dutch regulators, producers and utilities 

have aligned in committing to making TTF a success story. TTF is the most liquid continental 

European hub and the other hubs have tended to correlate towards it (particularly the German hubs, 

due to good connectivity). It also poses no foreign exchange risk (vis-à-vis NBP). It was thought likely 

that the TTF could overtake the NBP – but that the latter will nonetheless remain an important 

reference trading price. 
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A question was raised on Asian price benchmarks, and the relative usefulness of the Platts JKM 

against JCC and other price benchmarks for Asia, and whether the market would in the future see an 

Asian hub for gas. It was pointed out that one of the factors constraining the development of an Asian 

hub is liquidity and that the number of spot cargoes for which price and volume data can be obtained 

is very low and the number of cargoes the data represents is not large. Asia does roughly 40 Bcm/a of 

spot trade and if those cargoes are forced through a single trading point this equates to only 1.5 

cargoes per day which is not liquid enough. An Asian hub would need to be formed through parcels of 

gas traded downstream making the formation of an Asian hub much more difficult and complex. The 

experience in the UK and Europe is that the entire process from enforcement of TPA in infrastructure 

to the creation of a liquid hub takes around 10-15 years. And, from the point of view of a trader or 

seller, an opaque and informal bilateral arena, such as that which currently exists, is beneficial and 

there would be resistance to any change in the benchmarks.  A counter-view was that a lot of take 

and pay contracts have in the recent past allowed for some flexibility, as there have been surplus 

cargoes that were diverted to North Asia, particularly after events in Japan. This has resulted in 

active, but opaque LNG cargo trading with 8-9 spot cargoes a day. Price reporting agencies were 

consequently able to determine the marginal price from this activity and arrive at a price marker which 

reflected the conditions in Asia by the fact that it reached $18-19/MMBtu during this period of high 

demand. However, despite this brief spurt in trading activity, price reporting agencies are currently 

bullish on spot trade in Asia given the probability of nuclear restarts in Japan.  

The discussion then turned to the potential for US LNG exports. It was pointed out that the US could 

potentially have 70-80 Mtpa of LNG available by 2020, and roughly four more projects have the 

potential to take off if the promoters decided to go ahead. It was suggested that this is because US 

producers no longer need long term contracts to facilitate growth; specifically, US gas could be 

delivered to Europe quite comfortably at a price of $5-6/MMBtu at current Henry Hub prices, and the 

market for US exports lies not in Asia as commonly perceived, but in Europe. The rest of the world is 

essentially an optimisation process for US shale producers at present. With 70 Mtpa from the US and 

a further 60 Mtpa from Australia, it seemed likely that the LNG market would remain soft in the 

medium term, putting further pressure on the use of oil indexation in gas contracts. The big question 

was whether US shale producers would continue to grow their businesses post 2020 – the indications 

are that this would continue to be possible at current economics (and the different cost structure for 

shale as opposed to conventional gas). The example of Chesapeake, which recently announced that 

it could produce gas at $1.50/MMBtu as long as they receive a 10 per cent return, was given, and, on 

that basis as long as Henry Hub prices remain in the range of $3, there is no reason that growth 

would slow and there is also no reason for US shale producers to tie up long term contracts. The 

reality is that US shale gas producers can deliver gas at around $6/MMBtu to Europe (rather than the 

$9/MMBtu ‘safe price’ discussed earlier), and post 2020, Europe is an increasingly attractive export 

market for the US.  

The discussion moved on to Asian markets and the fact that there was likely to be a soft LNG market 

in Asia over the next 4-5 years on the back of potential new supplies from Australia and the US. 

Demand growth from Asia - primarily China, Korea, Japan and Taiwan, has not been strong and 

much of the outlook for LNG will be influenced by plans on nuclear energy. Japan recently published 

its long term energy portfolio to 2040, which places the share of nuclear energy at 20-25 per cent 

within total primary energy demand, with renewables at another 20-24 per cent. Gas demand is 

expected to be lower than that which was forecasted in the previous long term outlook in 2010. Within 

individual Asian economies, energy demand in Taiwan and China has been influenced by the 

uncertainty over the expansion of nuclear capacity. Post Fukushima, utilities in Asia are keen to 

construct new coal-fired generation, and coal remains the most competitive power source in China 

and Japan. The fall in LNG prices on the back of a low oil price has had mixed responses in Asia. The 

import price of LNG into Japan prior to the fall was $16-18/MMBtu and in comparison, US LNG based 

on Henry Hub pricing appears more competitive. Rather than being incentivised to shift their demand 

towards LNG, utilities have adopted a cautious approach even in a soft market, given the social and 

political pressure on them for ‘past mistakes’ in relying on high-priced LNG. There are major 

implications for Japanese utilities, and there is even a company being set up to import LNG based on 
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non-traditional terms (that is, which is not JCC linked) with the objective that the share of this LNG 

should eventually be more than 50 per cent of the total volumes imported. 

A related point pertained to the role of China in Asian gas demand.  China experienced a significant 

slowdown in gas demand growth to 9 per cent in 2014, from 15-16 per cent over the last decade. In 

2014, slow industrial growth and the impact of the oil price differential incentivised users to switch 

from gas to LPG, which partly accounted for this slowdown. Further, the implementation of reforms 

and a new pricing mechanism in China led to higher domestic gas prices, originally aimed at 

encouraging shale gas production, but which coincided with lower oil prices and declining demand. 

There is also a lot of internal turmoil within the management of oil and gas companies in China over 

corruption and other domestic issues, and going forward it seemed likely that demand growth will 

improve. It was thought demand will primarily come from the residential sector, followed by industrial 

and power sector demand. A lot of this demand will actually come from inland China – particularly 

central and western provinces. The domestic pricing mechanism remains important in order to 

incentivise the development of pipelines, and build capacity and storage in the market in order to deal 

with uncertainties over peak summer and winter demand, and the mismatch between coastal and 

central provinces. The government is likely to focus on getting pricing right over the next 2-3 years, 

particularly as gas from domestic fields is priced very low, at $2-3/MMBtu. The Chinese government 

has also drawn lessons from the oil security debate – it began importing gas in 2006 and currently the 

ratio of pipeline imports to LNG imports is 50:50 as the result of a deliberate strategy. At present, as 

spot LNG is coming in at lower prices than term LNG, Chinese importers have adopted a ‘wait and 

see’ attitude and some have reneged on take or pay contracts. Private traders have been permitted to 

enter the gas market and in the longer term (2020), pipeline gas will be supplemented by renewables 

and nuclear energy.  

The discussion turned towards Russia’s strategy in European and Asian markets in response to 

current and potential future gas market developments, and the suggestion that Gazprom would 

attempt to price out FIDs – it was thought this would be difficult as it has insufficient knowledge on 

project breakeven prices. It was also pointed out that Gazprom’s decisions have tended to be reactive 

rather than strategic/proactive – this was apparent in the spurt of renegotiations which took place on 

oil-linked contracts. Further, in the face of economic sanctions and an economic slowdown, revenues 

from gas in the present were potentially more valuable to the Russian government than future 

revenues. 

It was noted that Russian gas production has been on a flat trend, with at least 110 Bcm/a of spare 

capacity available for utilisation. Due to devaluation, the long term marginal cost of this gas has fallen, 

for instance the cost of Yamal gas (at the European border) has fallen below $6/MMBtu – this gas is 

therefore relatively competitive. In Asia, Russia’s strategy will be to market pipeline gas rather than 

LNG (a reflection of this lies in the fact that the only new Asian LNG project is the Yamal project). 

There may be further negotiation on pipeline gas to China given the uncertainty over Chinese 

demand, and Russia may be prepared to negotiate a low enough price to operationalise at least one 

of the two pipeline deals with China (Power of Siberia and Altai). In Europe, although its preference 

would be for the status quo to continue, Gazprom could adopt a strategic position if its market share is 

threatened by US LNG, and this could be to maintain 30 per cent of the European market. In one 

sense Russia appears to be putting in place the ‘building blocks’ for competing for European market 

share – for instance, the discontinuation of gas supplies to Europe through Ukraine after 2019 opens 

the way for contract renegotiations in the future.  

Another view was that Russia would need to choose between volume and price in Europe, particularly 

in the context of the Third Energy Package. An alternative could be for it to step back and adopt an 

entirely different model by delivering at the border instead of going the whole way down the supply 

chain.  

A counter-view on the fate of long term oil-linked Russian gas contracts was that although current 

discounts were around 20 per cent on contracts to 2035, Russia would not give up these contracts 
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voluntarily as long as they held legal sanctity in the European market. In this context, political 

equations will be important. 

A question arose as to whether there were institutional factors which determined Gazprom’s position 

in the market, and what those were. It was pointed out that Gazprom’s strategy was not entirely 

independent and was influenced through a highly centralised power structure in Russia’s government. 

There is an underlying geopolitical rationale to these decisions which has allowed loss-making 

ventures such as South Stream to take place. This centralised power structure has also led to delays 

in the implementation of decisions at the company level.  

A related question was then whether Gazprom could in fact actively compete in the European market. 

One view was that there is demonstrable evidence that Gazprom competes, and offers a cheaper 

price when it does – for instance, in Ukraine, reverse flow gas was offered at a lower price. Another 

view on Russia’s strategy was that it would be constrained by infrastructure – for instance, if Russia 

decided to halt the delivery of gas through a particular route by 2019, an alternative route would be 

contingent upon infrastructure at any potential new delivery point. 

The discussion turned towards the reasons for the failure to develop shale gas in Europe, and 

whether these were regulatory, political or based on economics. One view was that shale gas in 

Europe was entering a ‘twilight zone’. Europe has security of supply concerns, but there is a lack of 

policy support from Brussels, which currently favours decarbonisation exclusively through 

renewables. Poland, which appeared to be a viable market for shale gas, has disappointed due to 

tedious bureaucracy and an unfavourable fiscal regime. The UK has faced a similar situation since 

the moratorium. The labyrinthine process of public consultation in Europe and lengthy and complex 

approval processes have also contributed to the failure of shale gas to take off in Europe. 

The session ended with the view that gas needs to compete on price, head on with coal in power, and 

with oil in transportation. There is some competition between gas and coal in Eastern Europe, for 

instance. However, in most of Europe and Asia, gas has to be $5-6/MMBtu to compete with coal – 

there therefore needs to be a significant cost reduction through the entire value chain to prevent gas 

losing out to coal in the long term. 

5. Power Sector and the Energy Mix 

 

The session opened with a discussion on the demand for energy in power, particularly in emerging 

markets. For example, according to forecasts by multilateral agencies such as the IEA, in India, total 

primary energy demand is set to triple by 2040, primarily driven by power generation. Within this, coal 

will continue to meet around half of all demand and on the back of this, carbon emissions (in absolute 

terms) in India will grow by about 2.5 times from current levels by 2040. Against this context, the 

session looked at key points around the following issues: 

 Electricity market design and systems to deliver power 

 Issues around regional electricity market integration 

 The resurgence of coal in India and southeast Asia 

 Impacts of low oil prices on the pace of renewables development globally 

 

It was noted that in the 2014 Brainstorming, the discussion opened with the debate around whether 

electricity markets -  where pricing was based on system marginal cost - could deliver adequate 

investments in renewables and backup generation, and on the divergence between developed and 

developing countries on the implementation of electricity market reforms. This year, the path appears 

to be set towards using markets to try and deliver on electricity sector objectives. This will somewhat 

contradictorily lead to a combination of coal and renewables dominating the power sector in countries 

like India.   
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On regional electricity market integration, policy discourse in the EU has been aimed at moving 

towards a geographically unified energy sector through liberalised markets. However, there are 

tensions around national renewable and capacity subsidy schemes and their potential influence in 

‘frustrating’ the goal of a single European energy market. For instance, renewables schemes could 

push conventional generators out of the market when these are needed for backup generation for 

intermittent renewables. Similarly, capacity mechanisms have been estimated to add up to 20 per 

cent to wholesale electricity costs. This tension between the national and supra-national level holds 

significant implications for utilities’ business models, especially those that operate across borders. In 

developing countries, there have been longstanding efforts to emulate European (and OECD) policy 

in encouraging greater regional cooperation on electricity – an example is the South Asian common 

electricity market which has been pursued by South Asian countries since 2005 and supported by the 

Asian Development Bank. However, developing countries face additional constraints in terms of 

shortages of capacity and the fact that multilateral funding agencies are beginning to back out of 

financing coal-fired power generation. 

On the future of coal, it was noted that coal was set to make a resurgence in South Asia, specifically, 

India, where there is a huge push to treble coal production by the end of the decade. However, 

domestic coal production growth in India has been very slow (averaging 8 per cent in the last decade) 

relative to demand growth. Further, the mandatory adoption of supercritical coal technologies from 

2017 onwards implies that much of India’s low quality domestic coal reserves may be unsuitable for 

burning in power generation. This signals a rising requirement for coal imports in India. Combined 

with the backing out of coal in China, Europe and the US, these developments point to an increasing 

role for imported coal (at relatively competitive prices given a soft market) in India’s power sector. This 

will also further disincentivise the adoption of gas in power. Coal is also set to make a comeback in 

Southeast Asia; coal demand is set to double in Indonesia, while Vietnam is turning into a net 

importer of coal, and in Malaysia, coal is increasing its share in power generation and coal-fired power 

plants are also being constructed in the Philippines. 

In the discussion on renewables, it was noted that the impact of low oil prices has been different in 

different countries. In countries like India, where coal continues to be the most competitive energy 

source (in terms of cost and availability), low oil prices have not made any significant difference to 

ongoing initiatives to increase the amount of renewables in the system. However, in regions such as 

the Middle East, where oil is dominant in power generation, there are two potential effects of lower oil 

prices: first, governments could use the opportunity to remove price distortions in oil relative to 

renewables and remove subsidies on oil products (similar to what India did in September/October 

2014 when it eliminated subsidies on diesel). Second, consumers would potentially be incentivised to 

burn more oil at cheaper prices. The net effect would depend on governments’ policy responses to 

lower oil prices. 

Moving to nuclear power, it was noted that progress had been quite slow despite considerable debate 

a year ago over the impact on markets of countries’ plans to boost nuclear energy. For instance, in 

India, although the issues around nuclear accident insurance had appeared to be resolved through 

bilateral negotiation between the US and India in January 2015, very little progress had been made 

since then in implementing this resolution.  

5.1 Discussion 

 

The discussion opened with some questioning of emerging countries’ contradictory positions on coal 

relative to their participation in climate change negotiations. One view was that countries like India 

continue to see climate change and economic development as a trade-off rather than as 

complementary and that it is in the long term interest of these countries to implement measures on 

mitigating the impacts of climate change as these countries are essentially the net ‘losers’ of climate 

change impacts. 
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It was noted that Africa was generally being overlooked in discussions on the development of the 

power sector and electricity markets, as well as on power in relation to climate change mitigation. One 

estimate discussed puts the total cost for the development of modern energy systems in Africa at $1 

trillion, of which just over 50 per cent would be required in power generation alone. It was pointed out 

that the status of electrification across the African continent varies – for instance, whilst some parts of 

North Africa report having achieved 100 per cent electrification, often the definition of ‘electrification’ 

varies. There were debates over the direction of electrification – centralised versus decentralised. The 

concept of decentralised generation has significant currency in Africa, where local grids could be 

developed and managed by local communities. For instance, local electricity systems are gaining 

ground in countries such as Niger. 

A related point of view was on the role of electricity in Africa’s economic growth – it has been 

estimated that every $1 invested in electricity could be multiplied ten times in terms of its effect on 

GDP growth. There are significant opportunities for more gas in power generation to support the 

development of renewables over time and at present the predominant form of energy in Africa is 

biomass, which is even more polluting than coal. This should form an important part of the 

discussions on climate change mitigation, as Africa has an estimated 800 million people without 

access to modern energy. Another point on gas was that in the past, LNG players had established 

markets in the power generation space. However, many E&P players have since pulled out of that 

space, and there are uncertainties around who will carry out the massive amounts of investment 

required in the power sector in these countries. 

A counter point of view was that there are opportunities in Nigeria, the Congo, Mozambique and 

Angola for E&P companies to development partnerships downstream with local suppliers in the 

electricity sector. Demand for electricity is high and rising, and could potentially support greater 

supplies from upstream companies. However, there needs to be more engagement with local 

communities to successfully operationalise these sorts of integrated projects. 

6. Summary 

 

The Brainstorming Meeting ended with a summary of key points from previous sessions, as well as a 

highlighting some issues that were potentially important but had not been fully explored. 

On the global economic recovery, the general view was that it could be characterised as much the 

same as last year – low growth rates, low interest rates and low inflation; it was also noted that 

monetary policy has become quite challenging under these circumstances. There is a lot of 

divergence in economic performance – China is likely to continue achieving a growth rate of 7 per 

cent or lower, but this is a result of economic rebalancing and the world economy could in the longer 

term end up with a stronger and more resilient China. In other emerging markets, it was noted that 

Brazil’s economic growth performance has been very poor, and although Russian economic 

performance was expected to worsen this year the consensus was that Russia’s economy may, 

perhaps, have seen the worst unless further economic sanctions are imposed. It was noted that India 

had not been discussed much during the Meeting, although many consider it to be the bright spot in 

the world economy. The outlook was not particularly pessimistic but the risks were quite different from 

last year. The impact of climate change, environmental policy and geopolitics comprised some of the 

newer exogenous risks, whereas endogenous risks primarily relate to policy implementation. One 

example of the latter was the timing of the US decision on interest rates; another was structural 

reforms in Europe, where despite two large fiscal stimuli, lower oil prices and devaluation, long term 

growth continues to elude policymakers. A final risk relates to the consequences of growing poverty 

and unemployment which have given rise to new political groups and changing dynamics in domestic 

politics. In summary, the world economy will continue to grow, but with some obvious risks. 

On geopolitics, the discussion took a slightly different angle – it questioned whether the Middle East 

was still strategically relevant, especially for the US. The consensus was that it was important to world 

energy markets, given that the region contributes a third of world supplies, and represents a 
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significant amount of low cost reserves which are likely to be called upon in the longer term. Libya, 

Iran and Iraq were discussed against this broader context. However, it was notable that the 

discussion primarily focused on how the US perceives the Middle East, but not the other way around 

i.e. how the Middle East perceives the US involvement in the Middle East. From the Middle East 

perspective, there is a strong perception that US involvement in the region has changed. It is much 

less interested in actively intervening, and has left the region to generate and manage its own internal 

affairs. Notably, the rivalry between Iran and Saudi Arabia has taken on a different dimension and 

could generate a lot of proxy wars in the region. Regional conflict has thus far not significantly 

impacted supplies. However, the rise of new actors that wish to target and destroy infrastructure 

constitutes a new type of geopolitical risk. A big question is whether this risk has been incorporated 

into the oil price. The role of new non-state actors can no longer be ignored, and poses different types 

of risks for oil companies – for instance in Iraq and Yemen the central government is no longer the 

only decision-making power on the ground. 

On the oil market, there was a consensus that the demand response has been much stronger than 

originally expected and this is reflected in the data. The oil markets entered this year with an 

expectation of 2 million barrels/day surplus but this turned out to be lower – this is one of the reasons 

that new floating storage and on land storage facilities failed to be developed. There was a general 

consensus that prices have reacted both to actual fundamentals, though these are still looking quite 

weak, but also to expectations on both the demand and supply sides. There is uncertainty over 

whether an expected tightening of the market in the second half of the year will turn out as 

anticipated. Given the large size of inventories, the upside potential of the oil price is likely to be 

limited in the short term. On the supply side, the discussion focused around the two different cycles: a 

long term deep water cycle and a short term shale cycle. The dynamics between the two complicate 

expectations on supply. There was a general agreement that shale had introduced a new business 

model within the industry – and this could have been discussed further in terms of how IOCs were 

likely to cope in this environment of shorter cycles and the flexibility to switch production on or off. 

There was agreement that the US shale would respond to lower oil prices, as the number of rigs had 

already fallen by half compared with the same period in the previous year, however a big question 

related to when the production effect would follow. One view was that the market was likely to see the 

output effect coming into play at around the time of the meeting. Another question related to the 

sources of supply, particularly non-OPEC. Russian production has been flat in 2015/16, but the 

decline rates are not huge. In contrast, the decline in the North Sea continues – this has implications 

around the use of Brent as a benchmark and there was some discussion around issues relating to a 

potential move away from Brent to Dubai, and the introduction of West African and Russian crudes to 

the benchmark.  

The role of Saudi Arabia in the oil market was also discussed, but issues around current changes in 

Saudi Arabia and their implications for Saudi Aramco were not discussed in detail. In refining, 

European refineries had been benefitting from strong margins, but the oversupply of crude in the 

market could lead to a surplus of products. There are uncertainties around the continuation of strong 

margins and potential competition from Middle Eastern refineries in the near future. In the products 

market, gasoline has been a stellar performer. The impact of low oil prices on investment was also 

discussed – and particularly the ability of US shale producers to raise finance or credit to keep supply 

going. The discussion largely supported the view that producers have access to finance from both 

banks and private equity funds and thus finance is, contrary to popular perception, unlikely to be a 

constraint. One aspect of US shale that had not been discussed was the possibility of the US utilising 

its Strategic Petroleum Reserves far more proactively to influence prices rather than just addressing 

physical disruptions in the long term. 

In the session on gas and LNG markets, the discussion concluded, interestingly, that US shale gas is 

not destined for Asia, but for Europe. Discussion focused around how Russia’s approach to this 

scenario (proactive versus reactive) remains key to the outcomes for gas markets in Europe. It was 

noted that the role of Qatar in LNG markets was not touched upon. Briefly, this year Qatar has chosen 

to maximise its netback prices on a volume of 105 Bcm/a of LNG. Last year, Qatar played the role of 

discriminating monopolist by keeping back some volumes from the Asian spot market, thus 
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successfully supporting higher Asian LNG prices. However, this year the situation has changed with a 

softening of the LNG market and the arbitrage has disappeared with the re-linking of Asian prices with 

European hubs. In the future, if the US becomes the ‘swing’ supplier in terms of destination, the 

market could see a differential of $1-2/MMBtu between the European hubs and the Asian markets 

depending upon transportation costs – the incentive would then be for Qatar to shift volumes from 

Europe to Asia. 

The session on the power sector and the energy mix primarily brought up issues around the 

opportunities for and constraints to power sector investments in Africa, where the total investment 

requirement was estimated to be around the order of $1 trillion, with over 50 per cent of this in power 

generation alone. The impact of lower oil prices on the deployment of renewables was another 

notable topic – where the discussion concluded that for countries with low oil use in power generation 

the impacts had been negligible, in contrast to countries where oil was predominant in power 

generation where the net effects of low prices could vary significantly depending on governments’ 

policy choices. 

This concludes the notes from the Twenty-Sixth Brainstorming Meeting. 

 

 


