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Abstract
2018 started on a positive note for oil markets with Brent prices breaking through $70 a barrel for a
few days and all the key international crude oil benchmarks flipping into backwardation. Yet, there is
still a wide uncertainty engulfing the oil market, with very divergent views among market observers
about how the oil price path could evolve in 2018, with some revising upwards their forecasts to 
higher than $80/b while others are less convinced that the market fundamentals can sustainably
support a price above $70/b, expecting a lower path in the mid $60/b. The key uncertainties behind
these divergent views mainly pertain to different views about: 

x The OPEC/NOPEC exit strategy from the output cut agreement reached in November 2016;

x US shale supply response to the recent oil price rise;

x The potential impact of higher oil prices on global oil demand;

x The extent of supply disruptions amid a fragile geopolitical environment.

In this Energy Insight, we analyse how the oil price path could evolve in 2018 by evaluating the
aforementioned risks underlying the world oil market using a structural model of the oil market and 
considering various forecast scenarios. Forecast scenarios are not predictions of what will happen, 
but rather modelled projections of various oil price risks conditional on certain events that are known 
at the time of the forecast or some other hypothetical events. Our reference forecast scenario projects
for Brent to trade within a narrow price range, with a price floor at above $60/b and a ceiling of below 
$75/b, with a 2018 average price of $67/b. The baseline forecast suggests that the momentum of 
stronger than expected oil demand and the OPEC/NOPEC output cuts have tightened the oil market 
in 2017 and even with no change in current market dynamics, the oil price will continue to be
supported at around $65/b. Our results show that for 2018, US shale output growth will be the key
factor putting a ceiling on the oil price, while supply disruptions could provide some support to the oil
price, with a sharp fall in Venezuelan output constituting the biggest geopolitical risk that could push 
prices well above our baseline or reference forecasts. The results also show the paramount
importance for the strong oil demand momentum experienced in 2017 to carry on into 2018 for 
rebalancing the market and supporting the oil price. Finally, our results show that for OPEC/NOPEC 
to maintain the recent price gains, they have to extend their output cut until the end of 2018; releasing
the withheld barrels under the current agreement would result in a sharp fall in oil prices, suggesting
that OPEC/NOPEC should be very wary about unwinding the output cut agreement when they next
meet in June 2018. 
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OPEC Cycles and Crude Oil Market Dynamics



Oil price recovery supported by a more balanced market

Data: IEA, OIES

Real Brent price, Jan 14 – Sep 18 OECD oil liquids stocks, Jan 16 – Aug 18

Between January 2016 and September 2018 the Brent price
rose by $46/b, from $33/b close to $79/b, exhibiting gains
in nine out of eleven quarters and in the past consecutive
five quarters (since 3Q17).

OECD total crude and petroleum products stocks have
fallen from their highest level of 3109 mb in July 2016 by
255 mb in August 2018, and have fallen below their 5-year
average (-70 mb).



How did we get to a balanced market?



Oil demand growth main contributor to the market rebalancing

Data: IEA, OIES

Global oil demand, 1Q15 – 4Q18E Cumulative contribution of supply-demand, Jan 16 – Jun 18

Oil demand has been growing strongly above its historical
average (2010-18) due to robust economic performance
and the supportive low oil price environment, with 2018
expected to register another year of strong performance.

Global oil demand growth accounted for 80% ($35/b) of the
cumulative price increase, followed by oil supply at 20% ($10/b).
The net contribution of geopolitical supply disruptions has been
negative (-$3/b), albeit in 2018 this trend reversed adding $5/b.



Oil demand growth broad across countries and fuels

Data: IEA, OIES

OECD and non-OECD oil demand, 1Q15 – 4Q18E OECD demand by product, 1Q15 – 4Q18E

Non-OECD remains the main source of global demand
growth, but OECD outperformed expectations as well,
having registered positive growth in every quarter between
1Q15 to 3Q18.

Products demand has rebounded since 2017, with diesel
demand leading the growth and reflecting the strong
performance of the global economy. Gasoline demand
growth however has experienced a generalised slowdown.



Higher than expected OPEC compliance another factor 

Data: OIES, JODI

OPEC output compliance, Jan 17 – Sep 18 Saudi Arabia crude exports, Jan 15 – Jul 18

Against all expectations, OPEC compliance has been high
exceeding 100%. Following a weak start in the 1H2017, the
non-OPEC producers followed suit in the 2H2017.

Saudi Arabia led the pack focusing not only on production
but also on exports which fell sharply in the 1H2017.



The high compliance also reflects involuntary cuts

Data: IEA, Baker Hughes, OIES

Venezuela oil production, Jan 15 – Sep 18 Angola supply profile, Jan 17 – Sep 18

Venezuela’s oil output continues on its downward trend as
the country and its oil sector face a prolonged crisis.
Production is projected to fall further, as drilling activity is
at very low levels due to lack of investment.

Angola is another case in point exhibiting sharp declines in
oil production as a direct result of underinvestment in
upstream oil. The expected start of new oil fields is unlikely
to reverse the declining trend of productive capacity.



The market rebalanced despite strong US shale growth

Data: EIA, Baker Hughes, IEA, OIES

US shale production, Jan 15 – Aug 18 US crude output, Jan 15 – Dec 18E

Oil rig count in the US rose sharply as OPEC started
sending signals that it will cut output and oil prices started
to recover as a response.

US crude output y/y declines peaked in September 2016
reverting back to growth in April 2017, ending-2017 1.26
mb/d higher relative to the year before; and is now
expected to reach 1.16 mb/d ending-2018.



OPEC cycles and oil market dynamics: 2008 - 2018



The cycles of the OPEC oil output policy

OPEC’s behavior evolves in a dynamic context

Data: OIES

Cut output in face of a temporary demand shock

Brent spot price, Jan 08 – Jun 18
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Cycle 1: Cut output in face of a temporary demand shock

Data: IEA, EIA, OIES

Global oil demand and OPEC supply, 1Q08 – 4Q10 Brent spot price, Jan 08 – Dec 10

Following the oil demand collapse in the aftermath of the
2008 Financial Crisis, OPEC implemented one of the
biggest cuts in its history, with Saudi Arabia accounting for
the bulk of the output cut.

In a rare precedent, Saudi Arabia sent a strong signal about
its preferred price of $75/b and the market stabilized at
that price for the 2H2009 and for most of 2010, before
start rising beyond $80/b ending-2010.



Cycle 2: Increase output in face of exogenous supply shocks

Data: OIES

Geopolitics predominated from 2011-onwards

The oil market witnessed serious supply
disruptions following the Arab Uprisings of
2011 and the subsequent imposition of the
US and EU sanctions on Iran.

Saudi Arabia’s production response mirrored
closely the supply disruptions:

OPEC and n-OPEC supply disruptions and 
Saudi Arabia’s production response, Jan 11 – Dec 14

First surge in Saudi output in 2011 following the Libyan
disruptions during the 1st Civil War;

Second surge in Saudi output following the sanctions on Iran;

Third surge in Saudi output following the eruption of the 2nd
Libyan Civil War.

As disruptions eased towards the end of 2014, Saudi
Arabia’s output declined but remained at above 9.5 mb/d.



Cycle 3: Takes a decision to pursue market share strategy

OPEC’s fundamental dilemma 

Saudi Arabia was reacting to an imbalance caused by fundamental
forces unleashed by high oil prices (reactive rather than pro-active policy).

Factors shaping Saudi Arabia’s decision in favour of pursuing market
share strategy (i.e. the second option):

Size of market imbalance in 2014 was relatively large.

Unwillingness to act unilaterally to balance the market; a fundamental
principle shaped by 1980s experience.

Difficulty of reaching an agreement within OPEC and with non-
OPEC producers as the pain of lower oil revenues was not widely felt and
many countries had ambitious plans to increase productive capacity.

Saudi Arabia built strong fiscal buffers during the boom years and
perhaps belief that it could withstand a lower-for-longer oil price.

US shale introduced a new set of structural uncertainties, unlike the
2008 temporary shock, which limited Saudi Arabia’s ability to respond to, at
least in a sustainable way.

Source: Fattouh, Poudineh & Sen, 2016; Data: IEA, OIES

In face of imbalance two options:
Cut output or leave it to the price mechanism to clear the market?

Global oil demand and non-OPEC supply, 1Q11 – 2Q14

1.
2.

3.

4.

5.



Cycle 3: The timing of the cuts matters

Data: OIES

Brent price outcomes under alternative DOC   
scenarios, Jan 14 – Jun 18

OECD stocks vs 5-year AVG under alternative 
DOC scenarios, Jan 15 – Jun 18

Had OPEC intervened and adjusted its production in 2015,
it would have failed to reverse the price collapse ending-
2015 and hence, it would have seen both its market share
and oil revenues decline; repeating the 1980s nightmare.

In the absence of supportive demand, OPEC+ would have needed
deeper output cuts to clear the stocks overhang than pledged in
2017. By 2016 however the market had gone a long way in the
rebalancing process and the net benefits of the cut turned positive.



Cycle 3: Despite adjustment measures, fiscal challenges persist 

Measures have not been enough to address fiscal challenges

Confronted by a sharp price downcycle and the fall in oil revenues
in 2016, Saudi Arabia had to reverse its course and seek cooperation
with other producers.

The Kingdom soon realised that despite the adjustment measures
to a low oil price environment, these had not been enough to address its
fiscal challenges:

Draw down on foreign reserves;
Increase domestic lending;
Tap international debt markets;
Increase domestic energy prices;
Reduce capital spending;
Boost non-oil revenues;
Devaluation (albeit, it was never really on the table).

Data: OPEC, OIES

Saudi Arabia is constrained by the fact that its economy is highly reliant
on oil revenues at times when spending keeps increasing.

KSA gross oil revenues v market share, 2000-17
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Cycle 4: Pursue an agreement to cut output

The long journey to reaching an output cutback deal

In 2016, Saudi Arabia showed willingness to freeze output and
cooperate with other producers, but signal was not always clear and in
the 2H position shifted rapidly from freeze to cut output.

Data: OIES

OPEC and Russian output growth, Jan 15 – Dec 16 

30/12/2016, 18:10Deadlock in Doha over freeze on oil output | The National
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Deadlock in Doha over freeze on oil output
Anthony McAuley

April 17, 2016 Updated: April 18, 2016 08:55 AM
     

Related

UAE leadership greets
Saudi King Salman on
national day

Agreement on oil
production freeze well
worth the wait

After Doha, what next
for Opec?

Market analysis: Output
freeze was a red herring

Venezuelan Petroleum Minister Eulogio del Pino (C) arrives for an oil-producers meeting in Doha, Qatar. Reports state
top oil exporters, including members of the Organization of Petroleum Exporting Countries (Opec), are meeting in Qatar
to discuss freezing output. EPA / STR

     

UPDATE: Oil prices tumble after talks stall in Doha

DOHA // Talks among oil-producing countries on a deal to freeze ouput
ended without agreement last night amid growing political tension between
Saudi Arabia and Iran.

“We need more time to consult among ourselves in Opec and non-Opec
producers," said Mohammed bin Saleh Al Sada, Qatar’s energy minister and
president of the Organisation of the Petroleum Exporting Countries.

The 18 countries at the meeting in Doha believed “the fundamentals of the
market are generally improving", Mr Al Sada said.

However, he declined to say whether another special summit would be
called before Opec’s next meeting in June.

On Iran’s role in the deadlock, Mr Al Sada said: “We of course respect their
position and … we still don’t know how the future will unroll but it was a
sovereign decision by Iran.

01/09/2016, 10:38Saudi energy minister hints at effort to rebalance oil market - FT.com

Page 1 of 6http://www.ft.com/cms/s/0/86513a92-5f9b-11e6-ae3f-77baadeb1c93.html#axzz4Izmg4MER
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It took a long time to reach an agreement; meanwhile
output from the negotiating OPEC and n-OPEC producers
surged before the implementation of the agreed cuts.



Cycle 4: OPEC+ output cutback deal

Data: IEA, OIES

OPEC+ target and actual output cutbacks OECD stocks vs 5-year average, Jan 13 – Jun 18

The unprecedented conformity levels achieved by OPEC+
oil producers, despite the involuntary cuts, surprised the
market positively and proved that OPEC was fully
committed in bringing the market into balance.

Even though in early-2018 the OPEC+ rebalancing effort in
conjunction with strong demand cleared the stocks
overhang of the previous years, OPEC was reluctant to
send a clear signal declaring ‘Mission Accomplished’.



Cycle 5: Shift in Saudi Arabia output policy 

The dynamics of the Saudi oil output policy in 2018 

Until February 2018 the message from Saudi Arabia was: “while
crude stocks have fallen, it is premature to exit from the production deal
and if producers ‘err on the side of overbalancing, then so be it”.

In May, President Trump announced the US withdrawal from the
Joint Comprehensive Plan of Action (JCPOA) and Saudi Arabia
welcomed the decision.

Despite the initial heightened uncertainty surrounding the size of the
potential loss of Iranian barrels, as time passed it was becoming clear
that the losses would be bigger than originally thought.

Sharp shift in Saudi Arabia’s oil output policy in May: the Saudis showed
signs of willingness to ease the supply curbs and declared that the
Kingdom is willing to do what is necessary to reassure consumers.

Data: JODI, OIES

The key question at the time was whether the 5-year average of OECD
stocks is an effective guide for OPEC oil output policy.

Saudi oil output and exports, Jan 17 – Jun 18

Saudi Arabia ramped up its production and exports in June,
pre-empting any losses from Iran and pushing more oil into
the market.



Cycle 5: Those who can increase output did increase

Data: IEA, OIES

UAE oil output, Jan 17 – Sep 18 Kuwait oil output, Jan 17 – Sep 18

UAE production averaged 2.98 mb/d in September an
increase of 180,000 b/d from May levels and 40,000 b/d
above pledged target cut (0.14 mb/d).

Kuwaiti crude oil production stood at 2.81 mb/d in
August, up by roughly 100,000 b/d from May levels and
below the pledged target cut of 130,000 b/d.



Cycle 5: Producers outside the GCC core also increased

Data: IEA, OIES

Iraq oil output, Jan 17 – Sep 18 Russia oil output, Jan 17 – Sep 18

Iraqi oil output in August surged near record to 4.65 mb/d,
exceeding pledged target, while there is still about 0.2 mb/d
of shut-in capacity in the North due to the KRG dispute.

Russian output in September reached an all-time high to a
record 11.74 mb/d, up 400,000 b/d since May. Russia
claims that output could expand by another 0.2-0.3 mb/d.



Cycle 5: OPEC+ compliance below 100%

Data: IEA, OIES

GCC core and Russian production, Jan – Aug 2018 OPEC+ compliance, Jan 17 – Aug 18

Overall the increase in the GCC(3) plus Russian output
since May reached 1.14 mb/d in September, which is only
40,000 b/d below the entire OPEC cut target.

OPEC+ compliance fell below target in July 2018 for the
first time since the 1H17, before retreating further towards
76% in September. That said, involuntary cuts continue to
deepen having reached at 1.42 mb/d.



Cycle 5: The Saudi balancing act is getting more difficult

A fine balance between multiple objectives

Not to risk the rebalancing of the market and pushing prices too
low, as this is vital for the Saudi economy and for the stability of the
crude oil market.

To maintain the current framework of cooperation with OPEC
and non-OPEC producers, an agreement which Saudi Arabia worked
very hard to put together and wishes to maintain for the long-term.

To meet any potential shortages in the market caused as a result of
supply disruptions and to ensure market stability reassuring consumers.

To be responsive to consumers’ concerns about rising oil prices,
the most vocal of which has been the US. The Saudis supported the US
withdrawal from the Iranian nuclear deal and value their alliance with the
US as a means of enhancing their regional position.

Data: SAMA, IMF, OIES

1.

2.

3.

4.

The Saudi balancing act is now more difficult given the size of Iran’s
supply shock and Trump’s ‘unconventional’ and erratic approach.

Saudi Arabia government spending, 2008 – 2023E



Saudi Arabia – Russia oil relations

Key feature of the latest cycle

What is the relationship about? Centred on oil; major
disagreements on major files.

Has there been a real change in the relationship? Yes, some of
the key decisions have been taken bilaterally outside the OPEC+ cooperative
framework.

Why now? Fall in oil revenues pushing Saudi Arabia to cooperate with
other producers and unprecedented consolidation of power in the Kingdom.

Has the relationship been successful? Yes, the producers
cooperative framework under the DOC led by Saudi Arabia and Russia
accelerated the market rebalancing and price recovery, as well as it had a
positive impact on the producers’ oil revenues.

Can the relationship continue? Yes, but the DOC has never been
tested under unfavourable market conditions and long-term cooperation will
most certainly have to weather at least one such recessionary phase.

Data: OIES

Direct impact of the KSA and Russian output cuts 
on the Brent price, Jan 15 – Jun 18

Will this renewed relationship replace OPEC? No.



What is next for OPEC?



The potential of Iranian output losses is expected to be large

The disruption in Iranian exports has already materialised

After sharp recovery following the lifting of the 2012 Iranian
sanctions, Iranian exports have already started to fall sharply.

European, Japanese, South Korean and Taiwanese buyers are
expected to fully comply, with South Korea being the first to bow to
pressure in July, having lifted no crude or condensate cargoes from Iran.

India and China remain a wildcard. In September 2018, India
increased its Iranian purchases to 0.6 mb/d, while China reduced its
Iranian purchases to 0.43 mb/d, the lowest amount since the end of
2016.

Since May 2018, Iranian oil exports fell by roughly 0.8 mb/d and
Iranian crude production declined by 0.4 mb/d. The far steeper decline
in exports than production is because Iran is storing large volumes of
crude on land and in ships.

Data: IEA (Kpler)

Iranian oil exports by destination
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The context matters

The price impact could be twice as large as 2012

Crude stocks have now declined to low levels below the 5-year
average, offering limited buffer against the potential backdrop in supply.

Spare capacity is very low both in current and historical terms,
especially relative to global demand.

If the new round of US sanctions were to result in the same size
of losses in Iranian production as in 2012, the impact on oil prices under
current market conditions would be twice as large.

Within a year, the oil price could increase by $21/b, all else
remaining equal, compared to the actual impact of about $10/b
experienced back in 2012.

Even conservative estimates of the potential Iranian losses do not
eliminate the risk of sharp oil price rises.

Data: OIES

Comparison of the price response to the 
US sanctions on Iran between 2012 and 2018-19

Conditional on the availability of spare capacity, the impact of Iran this
time round will be much different from the previous episode.



Pressure mounts on oil prices in the run-up to US sanctions

Data: IEA, OIES

Contribution of structural shocks to the Brent 
price increase in September 2018 OECD oil liquids stocks, Jan 16 – Sep 18E

In September 2018, the monthly average Brent price reached
a new four-year high near $79/b. The Iranian output losses
confronted by increased precautionary demand in the run-
up to US sanctions in November 4 were the main drivers.

IEA projects that in 3Q18 OECD stocks are likely to have risen
by 43 mb, their largest quarterly increase since 1Q16. This puts
the September build-up to 49 mb m/m, the largest monthly
build-up since January 2017 in anticipation of the OPEC+ cuts.



Saudi spare capacity into focus

Source: S&P Global Platts; Data: IEA, Baker Hughes, UpstreamAnalytics, OIES

Saudi Arabia’s oil upstream projects Saudi Arabia’s production profile, Jan 00 – Dec 23E

The production target of 12.5 mb/d has never been tested
and the market is doubtful whether Saudi Arabia’s output
can reach those levels.

Increasing production will need additional capital
expenditure and ramping up drilling effort. But as Saudi
Arabia increases its production, the market will still be
concerned about available spare capacity.

Project: Shaybah
Type: Arabian Extra Light (AXL)
Increase in prod: 0.25 mb/d
Total capacity: 1.0 mb/d
Start date: 2016 

Project: Khurais
Type: Arab Light
Increase in prod: 0.3 mb/d
Total capacity: 1.5 mb/d
Start date: 2018 

Project: Khurais
Type: NGLs
Increase in prod: 0.04 mb/d
Total capacity: n/a
Start date: 2018 



Before the Neutral Zone
(NZ) was shut-in in 2014-2015,
oil production had fallen to
below 0.5 mb/d though capacity
remained close to 0.6 mb/d.

Despite the speculation
that oil production from the NZ
would be brought back soon, full
production is unlikely to start
before mid 2019.

Source: EIA; Data: IEA, MEES, OIES

Neutral zone crude oil production

Part of the problem are ‘the sovereignty issues that are stuck
unresolved between Saudi Arabia and Kuwait for the past 50 years.
Kuwait wants to solve this problem now before production can resume,
but it is almost impossible to solve a 50-year old issue in a matter of
weeks or months’. Saudi Arabia and Kuwait avoid setting any particular
timelines for resuming production from the NZ.

Upside potential is possible but still long-delays
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The Neutral Zone: A deep problem



Ambiguous signals at times
Saudi Arabia tries to manage price within a narrow range

Fears of oversupplying the market and fall in the oil price in June
and July especially in light of the risk of trade war escalating.

Change in message: “Fears that Saudi Arabia would flood the
market were without basis and July production would not rise much
higher than June numbers”. In fact, July production fell to 10.3 mb/d
from 10.5 mb/d, a drop by 200,000 b/d .

In Algiers in September a lost opportunity to send a strong signal
about commitment to control the price on the upside.

Reuters: Saudi Arabia and Russia Agreed to hike output quietly.
Indeed, Saudi output in September rose by 0.1 mb/d m-o-m and
Russian output by 0.15 mb/d.

Data: OIES

Trump’s tweets and attacks on OPEC limiting the room to manoeuvre.

A nightmare scenario for Saudi Arabia would materialise if demand falls
in the 2H2019 and US shale output rises quickly as bottlenecks from the
Permian are resolved and OPEC+output at a record level.

OPEC output policy scenarios, Jan 17 – Dec 19E



What is next for the oil market?



Robust economic performance though risks are materialising
Global GDP growth, 1H11 – 2H19E Risks to the global outlook, 2015 – 2019E

Global growth in 2017 was the strongest since 2011 at 3.7%,
where it is expected to plateau both in 2018 and 2019. Near-
term growth prospects have been downgraded in October
2018 relative to April, with downward revisions in emerging
economies as a group being the most dramatic.

23

C H A P T E R 1 G LO B A L P R O S P E C TS A N D P O L I C I E S

International Monetary Fund | October 2018

appear, at least in part, to be priced into US equities, 
whose risk profile has worsened. A greater likelihood 
of higher energy prices adds to downside risks. Box 1.6 
discusses the challenges of predicting recessions. 

As discussed in the October 2018 GFSR, 
growth-at-risk analysis suggests a slight increase in 
short-term downside risks to global financial stability 
compared with the April 2018 GFSR, and contin-
ued risks to medium-term growth that are well above 
historical norms.

Policy Priorities
With risks shifting to the downside, domestic and 

multilateral policies have a vital role to play in sustain-
ing the global expansion and enhancing prospects for 
strong and inclusive growth. Global growth remains 
above trend but, with momentum appearing to peak, 
strengthening resilience and tackling long-standing 
challenges become more urgent.

Policies—Advanced Economies
In advanced economies, the macroeconomic pol-

icy stance should be tailored to the maturing cyclical 
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Geopolitical risks continue to trend upward.

Figure 1.19.  Geopolitical Risk Index
(Index)
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Figure 1.20.  Risks to the Global Outlook
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2. Balance of Risks Associated with Selected Risk Factors2

(Coefficient of skewness expressed in units of the underlying
variables)

1. Prospects for World GDP Growth1

(Percent change)

Dispersion of Forecasts and Implied Volatility3

3. 4.

WEO baseline

The risks around the central global growth forecast for 2018 and 2019 have tilted
to the downside.

Sources: Bloomberg Finance L.P.; Chicago Board Options Exchange (CBOE); 
Consensus Economics; Haver Analytics; and IMF staff estimates.
1The fan chart shows the uncertainty around the October 2018 World Economic 
Outlook (WEO) central forecast with 50, 70, and 90 percent confidence intervals. 
As shown, the 70 percent confidence interval includes the 50 percent interval, and 
the 90 percent confidence interval includes the 50 and 70 percent intervals. See 
Appendix 1.2 of the April 2009 WEO for details. The 90 percent intervals for the 
current-year and one-year-ahead forecasts from the October 2017 WEO are shown.
2The bars depict the coefficient of skewness expressed in units of the underlying 
variables. The values for in ation risks and oil market risks enter with the opposite 
sign since they represent downside risks to growth.
3GDP measures the purchasing-power-parity-weighted average dispersion of GDP 
growth forecasts for the Group of Seven economies (Canada, France, Germany, 
Italy, Japan, United Kingdom, United States), Brazil, China, India, and Mexico. VIX 
is the CBOE Standard & Poor’s (S&P) 500 Implied Volatility Index. Term spread 
measures the average dispersion of term spreads implicit in interest rate forecasts 
for Germany, Japan, the United Kingdom, and the United States. Oil is the CBOE 
crude oil volatility index. Forecasts are from Consensus Economics surveys. 
Dashed lines represent the average values from 2000 to the present.
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demand (not shown) owing to the hit to country B’s 
income from lower foreign demand for its exports. 
The result is an improvement in country B’s net export 
position, which helps moderate the decline in GDP 
from lower domestic demand. 

Facing trade barriers on its exports, it is in its 
households’ best interest for country B to retaliate and 
impose a tariff of 10 percent on imports from country 
A. As illustrated by the red line in Scenario Figure 1, 
when country B retaliates with its own tariff in the 
second year, consumption in country B rises relative 
to the case of no retaliation. First, the higher cost of 
imports from country A reduces import demand in 
country B. This means that country B does not need 
to export as much to maintain external balance and 
the currency depreciation is unwound. Imports from 
countries other than A are now cheaper and some 
of the demand is substituted away from country A. 
In addition, households receive back tariff revenues 
in the form of transfers from the government and, 
consequently, they can afford to support a higher level 
of consumption. Investment in country B declines 
further as the currency appreciation makes its exports 
more expensive, reducing foreign demand. Lower 
investment and a relatively weaker net export position 
more than offset the impact of higher consumption 
and GDP in country B falls below the level when 
there is no retaliation. 

In country A, the retaliation lowers demand for its 
exports, which means it no longer needs the cur-
rency appreciation to maintain external balance. The 
resulting higher price of imports, plus the decline 
in household income resulting from the reduction 
in foreign demand, means that households can no 
longer afford the previous level of consumption and it 
falls back below the original baseline level. Although 
country A’s net export position improves relative to the 
no retaliation case, this is more than offset by lower 
consumption and investment and GDP declines. In 
the end, both country A and country B are left worse 
off by the increase in protectionism.

A similar exercise is examined at the global level in 
Scenario Figure 2 where it is assumed that a growing 
level of protectionism in all countries raises tariff and 
nontariff barriers gradually over the first three years 
such that import prices everywhere rise by 10 percent. 
It is assumed that half of the increase in import prices 
is from tariffs, the revenue from which is returned 
to households via transfers, and half is from an 
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Scenario Box 1. Tariff Scenarios (continued)

The short-run risks to the global outlook have shifted from a
relative balance six months ago to mostly downside risks, with
the potential for upside surprises almost eliminated. Rising trade
tensions, tightening financial conditions, heightened political
risks and higher energy prices add to the uncertainty.

WORLD ECONOMIC OUTLOOK: SUBDUED DEMAND—SYMPTOMS AND REMEDIES

38 International Monetary Fund | October 2016

demand (not shown) owing to the hit to country B’s 
income from lower foreign demand for its exports. 
The result is an improvement in country B’s net export 
position, which helps moderate the decline in GDP 
from lower domestic demand. 

Facing trade barriers on its exports, it is in its 
households’ best interest for country B to retaliate and 
impose a tariff of 10 percent on imports from country 
A. As illustrated by the red line in Scenario Figure 1, 
when country B retaliates with its own tariff in the 
second year, consumption in country B rises relative 
to the case of no retaliation. First, the higher cost of 
imports from country A reduces import demand in 
country B. This means that country B does not need 
to export as much to maintain external balance and 
the currency depreciation is unwound. Imports from 
countries other than A are now cheaper and some 
of the demand is substituted away from country A. 
In addition, households receive back tariff revenues 
in the form of transfers from the government and, 
consequently, they can afford to support a higher level 
of consumption. Investment in country B declines 
further as the currency appreciation makes its exports 
more expensive, reducing foreign demand. Lower 
investment and a relatively weaker net export position 
more than offset the impact of higher consumption 
and GDP in country B falls below the level when 
there is no retaliation. 

In country A, the retaliation lowers demand for its 
exports, which means it no longer needs the cur-
rency appreciation to maintain external balance. The 
resulting higher price of imports, plus the decline 
in household income resulting from the reduction 
in foreign demand, means that households can no 
longer afford the previous level of consumption and it 
falls back below the original baseline level. Although 
country A’s net export position improves relative to the 
no retaliation case, this is more than offset by lower 
consumption and investment and GDP declines. In 
the end, both country A and country B are left worse 
off by the increase in protectionism.

A similar exercise is examined at the global level in 
Scenario Figure 2 where it is assumed that a growing 
level of protectionism in all countries raises tariff and 
nontariff barriers gradually over the first three years 
such that import prices everywhere rise by 10 percent. 
It is assumed that half of the increase in import prices 
is from tariffs, the revenue from which is returned 
to households via transfers, and half is from an 
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demand (not shown) owing to the hit to country B’s 
income from lower foreign demand for its exports. 
The result is an improvement in country B’s net export 
position, which helps moderate the decline in GDP 
from lower domestic demand. 

Facing trade barriers on its exports, it is in its 
households’ best interest for country B to retaliate and 
impose a tariff of 10 percent on imports from country 
A. As illustrated by the red line in Scenario Figure 1, 
when country B retaliates with its own tariff in the 
second year, consumption in country B rises relative 
to the case of no retaliation. First, the higher cost of 
imports from country A reduces import demand in 
country B. This means that country B does not need 
to export as much to maintain external balance and 
the currency depreciation is unwound. Imports from 
countries other than A are now cheaper and some 
of the demand is substituted away from country A. 
In addition, households receive back tariff revenues 
in the form of transfers from the government and, 
consequently, they can afford to support a higher level 
of consumption. Investment in country B declines 
further as the currency appreciation makes its exports 
more expensive, reducing foreign demand. Lower 
investment and a relatively weaker net export position 
more than offset the impact of higher consumption 
and GDP in country B falls below the level when 
there is no retaliation. 

In country A, the retaliation lowers demand for its 
exports, which means it no longer needs the cur-
rency appreciation to maintain external balance. The 
resulting higher price of imports, plus the decline 
in household income resulting from the reduction 
in foreign demand, means that households can no 
longer afford the previous level of consumption and it 
falls back below the original baseline level. Although 
country A’s net export position improves relative to the 
no retaliation case, this is more than offset by lower 
consumption and investment and GDP declines. In 
the end, both country A and country B are left worse 
off by the increase in protectionism.

A similar exercise is examined at the global level in 
Scenario Figure 2 where it is assumed that a growing 
level of protectionism in all countries raises tariff and 
nontariff barriers gradually over the first three years 
such that import prices everywhere rise by 10 percent. 
It is assumed that half of the increase in import prices 
is from tariffs, the revenue from which is returned 
to households via transfers, and half is from an 
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disruptions in the first quarter. Set against these 
developments, the US economy maintained robust 
growth, particularly in the second quarter, with 
private sector activity buoyed further by sizable fis-
cal stimulus.

Aggregate growth in the emerging market and 
developing economy group stabilized in the first half 
of 2018. Emerging Asia continued to register strong 
growth, supported by a domestic demand-led pickup 
in the Indian economy from a four-year-low pace of 
expansion in 2017, even as activity in China moder-
ated in the second quarter in response to regulatory 
tightening of the property sector and nonbank finan-
cial intermediation. Higher oil prices lifted growth 
among fuel-exporting economies in sub-Saharan Africa 
and the Middle East. The recovery in Latin America 
continued, though at a more subdued pace than antic-
ipated as tighter financial conditions and a drought 
weighed on growth in Argentina and a nationwide 
truckers’ strike disrupted production in Brazil.

Trade Tensions
Since January, a sequence of US tariff actions on 

solar panels, washing machines, steel, aluminum, and a 
range of Chinese products, plus retaliation by trading 
partners has complicated global trade relations.1 While 
the preliminary agreement between the United States 
and Mexico on some bilateral trade issues has been a 
step forward, the future of the trilateral North Amer-
ican Free Trade Agreement (NAFTA) remains uncer-
tain as the United States and Canada work to resolve 
remaining issues. Moreover, the potential for escalating 
trade tensions looms.2

Although sentiment has generally remained strong 
despite the intensification of trade disputes, and 
headline high-frequency data point to continued 
momentum, some of the more trade-sensitive data 

1Following tariff increases in early 2018 on washing machines, 
solar cells, steel, and aluminum, the United States on June 15 
announced a 25 percent tariff on imports from China worth $50 bil-
lion; China announced retaliation on a similar scale. On September 
17, the United States announced a 10 percent tariff—rising to 
25 percent by year end—on an additional $200 billion in imports 
from China. In response, China, announced tariffs on a further 
$60 billion of US imports.

2The United States has also suggested that a further $267 bil-
lion of Chinese goods—covering nearly all remaining Chinese 
imports—may be hit with tariffs, and it has separately raised the 
possibility of tariffs on the automotive sector that would affect many 
other countries (see Scenario Box 1).
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Figure 1.1.  Global Activity Indicators

Global growth moderated in the first half of 2018, with negative surprises to 
activity in several large advanced economies. After rapid growth in 2017, world 
trade volumes and industrial production have slowed, and some high-frequency 
indicators have softened.

Sources: CPB Netherlands Bureau for Economic Policy Analysis; Haver Analytics; 
Markit Economics; and IMF staff estimates.
Note: CC = consumer confidence; PMI = purchasing managers’ index; 
WEO = World Economic Outlook.
1Australia, Canada (PMI only), Czech Republic, Denmark, euro area, Hong Kong 
SAR (CC only), Israel, Japan, Korea, New Zealand (PMI only), Norway (CC only), 
Singapore (PMI only), Sweden (CC only), Switzerland, Taiwan Province of China, 
United Kingdom, United States.
2Argentina (CC only), Brazil, China, Colombia (CC only), Hungary, India (PMI only), 
Indonesia, Latvia (CC only), Malaysia (PMI only), Mexico (PMI only), Philippines (CC 
only), Poland, Russia, South Africa, Thailand (CC only), Turkey, Ukraine (CC only).
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Prospects of oil demand growth are now downgraded

Data: IEA, OIES

Annual oil demand growth, 2014 – 2019E Expected price impact on demand growth

The combination of a less vigorous global economic growth
and of higher energy prices led to lower expectations for oil
demand growth, with IEA revising its forecasts for 2018 and
2019 downward by -0.1 mb/d and -0.2 mb/d respectively.

Further downside revisions for oil demand growth in 2019
would not come as a surprise, as even under our most
bearish assumptions about the oil price, y/y demand
growth is expected to fall below 1.4 mb/d (to 1.2 mb/d).



Double whammy

The price impact could be faster

Higher oil prices and weaker currencies in emerging economies
could prove to be a toxic combination for the prospects of oil demand.

In India, recent price increase has taken value of Brent price in
local currency to above 6,000 rupees per barrel, not far from its peak in
2008 when oil prices where above $140/b. In local currency, oil prices
are currently 38% above the 2010-18 average.

India is cutting prices of gasoline and diesel by reducing excise
duty and value added tax, which will reduce government revenue. Also,
instructing refineries to sell locally at lower price.

Indian refiners are now considering several options such as cutting
imports to reduce soaring import costs and rely on stockpiled crude, to
review their crude slate and widening their crude import sources.

Source: Bloomberg

Brent prices in Indian rupee

India is just one example of many emerging economies that are feeling
the pinch of the strong dollar and a higher oil price.



US shale will continue to grow

Data: IEA, EIA, OIES

Total US oil output, 1Q15 – 4Q19E US shale oil output, Jan 15 – Dec 19E

IEA projects that US production will continue to grow in
2018 and 2019, surpassing 12.0 mb/d ending-2019.

US output growth has been driven across all major shale
basins including primarily, the Permian, the Bakken and the
Eagle Ford. Moving forward, EIA expects production from
tight formations to grow by 1.2 mb/d ending-2019.



Permian leading the growth but infrastructure constraints biting

Data: EIA, Drilling Info, OIES

Permian oil output, Jan 12 – Sep 18 Permian production vs takeaway capacity, Jan 12 – 2020E

The Permian basin has been leading the growth reaching
3.55 mb/d in September 2018 and EIA expects Permian
production to reach 4.0 mb/d in 2019.

Infrastructure constraints are putting a cap on production
growth in 2018, which is unlikely to be fully alleviated until
4Q19 as more takeaway capacity is built.

Local refining 0.32 mb/d

Basin 0.8 mb/d

Centurion 0.17 mb/d
West Texas Gulf 0.3 mb/d
Amdel 0.07 mb/d
Longhorn 0.28 mb/d
BridgeTex 0.44 mb/d

Cactus 0.39 mb/d
Permian EXP II 0.2 mb/d
PELA 0.1 mb/d
Permian EXP III 0.1 mb/d
Midland to Sealy 0.45 mb/d
Gray Oak 0.39 mb/d

EPIC 0.59 mb/d

Cactus II 0.59 mb/d

South Texas Gateway 0.6 mb/d

Enterprise NGL Conv. 0.2 mb/d
Rail 0.15 mb/d



The price impact of the Permian bottlenecks

Data: Argus, EIA, OIES

WTI Midland to NYMEX WTI, Jan 16 – Oct 18

Permian bottlenecks have caused the WTI Midland to trade
at a large discount to NYMEX WTI. Recently, the spread
narrowed to a 4-month low due to a coming pipeline
expansion adding 0.5 mb/d of new takeaway capacity.

DUCs have been steadily climbing for the Permian, as
producers defer production until new takeaway capacity in
place becomes available; some are moving rigs to other
plays such as the Bakken and Eagle Ford.

DUC inventory, Jan 14 – Sep 18



Pockets of non-OPEC supply growth (excl. US)

Data: IEA, OIES

Canada and Brazil oil output, 1Q15 – 4Q19E FSU oil output, 1Q15 – 4Q19E

Outside the US, Canada and Brazil will remain the main
sources of supply growth going forward, though Brazil’s
contribution to growth so far this year has been fading.

Production growth in Russia has slowed and turned
negative in 4Q17 after massive increases a year earlier. In
3Q18, Russian output returned to growth and reached new
all-time highs, albeit is expected to slowdown in the 2H19.



Balance of risks to the oil price outlook

Risks are now less balanced and mostly confined in 2019

⇡. The size of Iran’s supply losses.
⇡. Venezuela’s output declines.
⇡. Volatility of Libyan output.
⇡. Infrastructure constraints impacting Permian supply growth.

⇣. Impact of trade wars on the global economy.
⇣. Concerns about health of emerging economies.
⇣. The impact of higher oil prices on demand.

Data: OIES

Balance of risks to the baseline forecast, Jan 17 – Dec 19E

Upside risks can mark up prices to new highs in 2019, over $90/b.+

Balance of  Risks 2018 2019

Price outcomes (USD/b) Annual AVG Change from 
BASE Annual AVG Change from 

BASE

US shale growth risks 74.6 +0.1 79.7 +2.6

Geopolitical risks 75.7 +1.2 84.9 +7.8

Global growth risks 73.6 (0.8) 57.6 (19.5)

Downside risks can supress prices towards the low-$50/b anew.⎻



Reference oil price scenario for 2018 and 2019

Prices are expected to gain both in 2018 and 2019, but hike eases

Data: OIES

Reference forecast as of September 2018, 
Jan 17 – Dec 19E 

Reference assumptions 2018 2019

OPEC+ output adj.
(as of July 18)

+0.67 mb/d 
(100% target compliance)

n/a

Global economic growth + 3.7% +3.7%

Geopolitical disruptions -1.85 mb/d -0.25 mb/d

Of which: Iran Cumulative loss of  -1.2 mb/d

Venezuela - 0.65 mb/d yr-end -0.25 mb/d yr-end

US shale output growth +1.4 mb/d yr-end +1.1 mb/d yr-end

Price outcomes (USD/b)

2018 2019

AVG Q/Q chg. AVG Q/Q chg. 

1st Quarter 67.8 4.8 87.2 3.8

2nd Quarter 74.8 7.0 84.3 (2.8)

3rd Quarter 78.9 4.1 79.5 (4.9)

4th Quarter 83.4 4.5 85.8 6.4

Annual AVG 75.7 19.8 84.2 8.5



I told you so!!! No you did not!!!

The nature of the supply shock matters

To predict oil price will rise in face of a supply shock is not
particularly inspiring.

Other things being equal, a negative supply shock causes supply
curve to shift left and oil price to increase (magnitude will depend on
multiple factors: the size of the supply shock, elasticity of the supply
curve, available spare capacity, stocks at the time of the negative supply
shock).

For most analysts that have been predicting a rise in oil price, the
big story has been an investment-supply one: Deep cuts in investment
meant that there are very few projects in the pipeline and decline rates
will accelerate in a low price environment constraining supply further
(i.e. shock is generated within the system or is endogenously-driven).

But the current shock is an exogenous one: Where would oil prices
and OPEC+be without the Iran sanctions?

Data: OIES

Reference forecast with and w/out the Iranian 
disruptions, Jan 17 – Dec 19E

More important is predicting what caused the shock in the first place.
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Abstract 
2018 started on a positive note for oil markets with Brent prices breaking through $70 a barrel for a 
few days and all the key international crude oil benchmarks flipping into backwardation. Yet, there is 
still a wide uncertainty engulfing the oil market, with very divergent views among market observers 
about how the oil price path could evolve in 2018, with some revising upwards their forecasts to 
higher than $80/b while others are less convinced that the market fundamentals can sustainably 
support a price above $70/b, expecting a lower path in the mid $60/b. The key uncertainties behind 
these divergent views mainly pertain to different views about:  

x The OPEC/NOPEC exit strategy from the output cut agreement reached in November 2016; 

x US shale supply response to the recent oil price rise; 

x The potential impact of higher oil prices on global oil demand; 

x The extent of supply disruptions amid a fragile geopolitical environment. 

In this Energy Insight, we analyse how the oil price path could evolve in 2018 by evaluating the 
aforementioned risks underlying the world oil market using a structural model of the oil market and 
considering various forecast scenarios. Forecast scenarios are not predictions of what will happen, 
but rather modelled projections of various oil price risks conditional on certain events that are known 
at the time of the forecast or some other hypothetical events. Our reference forecast scenario projects 
for Brent to trade within a narrow price range, with a price floor at above $60/b and a ceiling of below 
$75/b, with a 2018 average price of $67/b. The baseline forecast suggests that the momentum of 
stronger than expected oil demand and the OPEC/NOPEC output cuts have tightened the oil market 
in 2017 and even with no change in current market dynamics, the oil price will continue to be 
supported at around $65/b. Our results show that for 2018, US shale output growth will be the key 
factor putting a ceiling on the oil price, while supply disruptions could provide some support to the oil 
price, with a sharp fall in Venezuelan output constituting the biggest geopolitical risk that could push 
prices well above our baseline or reference forecasts. The results also show the paramount 
importance for the strong oil demand momentum experienced in 2017 to carry on into 2018 for 
rebalancing the market and supporting the oil price. Finally, our results show that for OPEC/NOPEC 
to maintain the recent price gains, they have to extend their output cut until the end of 2018; releasing 
the withheld barrels under the current agreement would result in a sharp fall in oil prices, suggesting 
that OPEC/NOPEC should be very wary about unwinding the output cut agreement when they next 
meet in June 2018.  

 


