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The Sharp Rise in Oil Price

Price index, 2005 = 100: Simple average of Dated Brent, WTI, Dubai Fateh

2007 M1: 
Index=100



Oil Shock Large despite fall in share of oil 
expenditure
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Rise in Front End and Back End



Is the Conventional Framework Still Relevant?
• Demand

– High oil prices will have an adverse impact on demand and economic growth 
– High oil prices induce inflationary pressures that require tightening of monetary policy 
– High oil prices will induce efficiency and conservation policies

• Feedback: Reduced global oil demand or slowdown in oil demand growth
• Supply and Investment

– Non‐OPEC supply
• Feedback: High oil prices induces greater investment and supply response from non‐OPEC 

countries
– Entry of substitutes

• Feedback: High oil prices will encourage substitution at the margin
– OPEC response

• Feedback: OPEC imposes a price ceiling on the oil price
• Avoid demand destruction for its oil in the long term  and limit entry of substitutes

• Spare capacity
– Feedback: Cushion against adverse supply/geopolitical shocks

• Implications 
– High degree of determinacy in the future oil price based on supply/demand ‘fundamentals’
– Back end of crude oil futures curve very rarely strayed outside $20 ‐$22 range and governments and 

financial market thought in terms of that range
– Relationship between current price of oil and expected change in prices



Global Oil Balances

Source: IEA
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Demand Change
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Less than Full Pass‐Through to Retail Prices



Non‐OPEC Oil Production

Source: EIA



Sources of US Production Growth

Corn Ethanol Component Main Contributor to Production Growth

Source: Barclay’s Capital



The Top Decliners: Mexico



The Top Decliners: UK



The Top Decliners: Norway



Russian Crude Oil Supply



International Oil Companies

Year‐to‐Year Change in Oil Output, Thousands b/d

Part of this due to harsher fiscal terms



Decline in Oil Production Within OPEC



Entry of Substitutes

2006 2030

Conventional Crude= Crude oil and lease condensate 
Unconventional Crude Oil = Oil sand production, extra‐heavy crude oil, and shale oil

Source: STATEMENT OF GUY CARUSO before the  SELECT COMMITTEE ON  ENERGY INDEPENDENCE AND GLOBAL WARMING, June 2008



OPEC and Market
• Conventional wisdom

– OPEC puts a floor on oil price
– OPEC puts a ceiling on oil price 

• Avoid demand destruction for its oil in long term 
• Limit entry of substitutes, technical change, etc. 

• Reinforced by OPEC price band
– Production adjustments if OPEC basket prices above $28 or below $22

• Implication
– From 1986 to 2002 back end of crude oil futures curve very rarely strayed 

outside the $20 range
– Governments and financial market thought in terms of that range

• Objective to defend oil prices from falling below some level
– Policy tool to achieve objective is simple
– Degree of success depends on market perception    

• OPEC’s role is passive when oil prices rise 
• Learning process

– Increasing oil prices did not affect growth in oil demand
• OPEC’s position: 

– Will increase output but in response to customers' requests (at current prices)



Different Cycles

• Active in controlling inventories
– Rapid accumulation of crude oil stocks not desired by OPEC
– Fears sharp oil price declines if physical traders decide to unwind their 

position and flood the market with supplies 
– OPEC adjusted its supplies and in the process absorb part of the rise in 

inventories, cause spot prices to increase and change the shape of the 
futures curve

• Passive when oil prices were rising
– OPEC resumed a passive role supplying the market upon demand at 

current international oil prices
– No attempt to bring down prices by auctioning its spare capacity or 

offer discounts for refineries to lift its heavy sour crude.
• Active when oil prices reached above $145

– Jeddah Meeting
• Active again? 



Saudi Arabia Output

Estimates of Saudi Arabia Output (mb/d)



Change in OPEC Supply in 2007



The First Cycle: Shift from Contango to 
Backwardation
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3. US Demand Dynamics and Market Sentiment

• US demand weakened in last 3 years
– 2008 weakest year for oil demand since 1982 (see Figure)

• Fall in US oil demand not cause for recent decline in oil price
– US oil demand fallen year on year in every month since August 2007 

(see Figure)

– Recent reversal in oil price does not correspond to fall in US oil 
demand

• But once market reached turning point US demand intensified 
and maintained the negative sentiment
– Main factor driving the market



Largest US Fall in Oil Demand Since the Early 
1980s

Annual Percentage Year on Year Change in Total US Oil Demand, 1965‐1998

Source: Barclays Capital 



The Turning Point in Demand Does Not 
Correspond to the Turning Point in Oil Price

Year on Year Change in total US Oil Demand, Jan 2007‐June 2008



US Demand by Product



4. Conclusions: Where are Oil Markets Heading?
• State of the world economy

– How deep is the recession?
– Will Asia decouple?

• Has the fall in US oil demand reached a bottom?
– Not yet

• OPEC reaction
– Is there a new oil price floor that OPEC wishes to defend?
– Will OPEC be able to defend oil price in face of global recession?

• All other dynamics such sluggish performance of non-OPEC 
supply, investment constraints, geo-political situation, spare 
capacity still in play 
– Will any of these change dramatically in the near future?

• Don’t underestimate the shift in sentiment (either way)   


