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President Trump’s recent decision to exit the Joint Comprehensive Plan of Action (JCPOA) and the
expectation therefore of the loss of Iranian barrels has brought the fate of OPEC* deal to the fore. For
some analysts, this signifies that ‘the current OPEC deal will end by end-2018'1 while for others, the
impact may be felt as soon as the next OPEC meeting in June this year as it will be no ‘longer about
extending the production cuts, but rather about when to start raising output gradually’.?2 At the other
end of the spectrum, some argue that ‘there is no pressure from within the group to bring their
cooperation to an end’ and the ‘deal will run until the end of 2018 and could be extended again if
participants don’t believe that the market has been rebalanced’.3

These very different views reflect the hard choices that OPEC, and its dominant player Saudi Arabia,
faces in a more uncertain and geopolitically charged market. On the one hand, Saudi Arabia
welcomed Trump’s decision to scrap the Iran nuclear deal as the deal has allowed Iran to ‘continue its
destabilizing activities’ and the Kingdom showed its willingness to meet any supply shortages,
assuring the market that it has enough spare capacity to ‘maintain oil market stability’. On the other
hand, Saudi Arabia is committed to ‘rebalancing’ the market (which in OPEC’s view has not yet been
achieved) and would continue to do so in cooperation with other producers (some of whom are
opposed to Trump’s decision to exit the Iran deal) and therefore will not act unilaterally to offset any
potential supply shortage.

Given these multiple objectives, Saudi Arabia needs to engage in a delicate balancing act and hence
the decision to terminate the OPEC* deal is not as straightforward and binary as it is often portrayed.
Issues such as the timing of any potential response to Iranian output loss, the type of the response
(unilateral or collective), and the way producers decide to exit the deal (assuming that they decide to
terminate the output cut agreement) are all important in shaping oil market and price outcomes. So
what are some of the key factors that may shape OPEC* decisions in the next few months?

First, there is uncertainty surrounding the size of the potential loss of Iranian barrels, with estimates
ranging widely from 200 thousand b/d® all the way to 1.5 mb/d® though most estimates lie in the lower
range (between 200-500 thousand b/d with the 1.5 mb/d figure being an outlier). Also there is little
expectation of an immediate loss of Iranian barrels. The size of the output loss will depend on a large
number of factors that are still not known (not even to the US administration!), in reality, no one really
knows. Saudi Arabia’s output response will primarily be shaped by the size of the output loss (an
obvious point but much ignored in the current debate). If the loss is in the lower range (say 200
thousand b/d), then this is a small aberration to a market the size of almost 100 mb/d. In fact, one
could argue that the most immediate geopolitical risk, that is far more relevant in the short run than
the Iranian sanctions, stems from the immediate risk of losing at least a further 200 thousand b/d”
from Venezuela. In a worst case scenario in which the combined output loss from Iran and Venezuela
is large, Saudi Arabia will have to strike a balance between how much it increases output and how
much spare capacity it should maintain. In an environment of declining stocks and rising geopolitical
tensions, low spare capacity will keep an upward pressure on the oil price.

Second, a key issue remains as to whether Saudi Arabia should respond to the current rise in the
price level, even if this rise is only temporary and not fully driven by changes in market fundamentals.
While many see the current rise in oil price reflecting much tighter market fundamentals (and the
expected losses from Iran will only make the situation worse), not all the data points are facing in the
same direction. For instance, the latest available data show that while Brent prices have risen sharply,
some of the physical differentials especially for West African crudes have been weakening and West
African barrels have been struggling to find a home in Europe or Asia (see Figures below). Also in a
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recent work, we show that the oil price increase in April 2018 most likely reflected a geopolitical risk
premium. Simulating a number of different upside supply-demand shocks, all else remaining equal,
we found that the April price is more responsive to geopolitical risks in the form of either unexpected
disruptions in crude oil production (possibly from Venezuela) and/or an increase in the precautionary
demand for oil triggered by the US threats against Iran.8 Overreacting to short-run price signals and
adding extra OPEC barrels immediately in this current market could put downward pressure on time
spreads. In this respect, it is important that OPEC monitor and anticipate any release of crude from
the Strategic Petroleum Reserves (SPR) by the US government. On the other hand, rising oil prices
can slow demand growth and given the important role that positive oil demand shocks played in
rebalancing the market in the last few years®, OPEC will be keen not to endanger global oil demand
prospects, but the latest message from Saudi Arabia is that the oil market has ‘the capacity to absorb
higher prices’.1°
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Third, the choice confronting OPEC* is not binary i.e. to exit or not exit the output cut agreement.
There are plenty of options between these two extreme positions. In practice, they could decide to
increase output gradually without necessarily scrapping the agreement or modify the ceiling
depending on market conditions. The fact that OPEC compliance is well above 100 per cent gives the
Organization a lot of room to increase output and still comply with the collective output ceiling. Of
course, this would result in the reallocation of output gains and losses within the Organization. But
this will not be the first time this has happened: whenever there has been an output disruption in the
past, those producers with spare capacity and the ability to increase output improve their production
share at the expense of the disrupted countries. Moreover, with sustainable capacity levels for some
members such as Angola, and most importantly Venezuela, having fallen below the allocated
production targets of November 2016, a revision of the 2016 production targets should not come as a
surprise. Currently, within OPEC*, Saudi Arabia, Russia, Kuwait and UAE are the main countries that
can increase output in a relatively short period of time as the remaining countries are producing close
to or at their maximum capacity.
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Finally, it took a long time and massive effort for OPEC* to reach the output cut agreement in 2016.
The key producers had to engage in diplomacy at the highest level as well as engage in ‘production
games’ that resulted in a record output and stock build in the fourth quarter of 2016 and delayed
‘market rebalancing’ by months. It is in OPEC* interests to avoid a repeat of such dynamics. This
does not mean that producers are bound forever to this agreement, but the way producers decide to
exit the deal does matter. Producers will want to avoid any disorderly or unilateral exit as this will alter
market expectations about producers’ cooperation and could fundamentally impact prices and
sentiment. All countries involved, including Saudi Arabia, must realize that rebuilding a ‘coalition of
willing producers’ will not be easy this time round if market fundamentals change and current price
signals are not accurate. But ensuring an orderly exit is not an insurmountable task given that there
are very few countries with spare capacity (Saudi Arabia, UAE, Kuwait and Russia) and the country
most affected from President Trump’s decision (i.e. Iran) can’t block the continuation or the
termination of the deal.

As has been discussed the decision to exit the OPEC* deal is highly nuanced, and it is by no means a
forgone conclusion that this year will witness the termination of the OPEC* deal. Saudi Arabia is faced
with new political realities following the US decision to withdraw from the nuclear deal and needs to
react to any potential shortages and price rises - which President Trump has already described as
‘artificially very high’. At the same time, it can’t endanger the rebalancing process risking oil prices
going lower and seeing its revenues decline. This calls for a flexible approach. In the last few months,
OPEC* has been gradually signaling to the market a shift away from the average of the five-year
OECD stocks to alternative metrics including different calculations of the five-year average (for
instance by excluding ‘outlier’ years). This is a debate that will not go away so long as the political will
to maintain the deal remains. OPEC* have some flexibility in terms of when to increase output, how
much to increase output by, how to communicate their decision to the market, and whether any
response should fall within the parameters of the existing deal. Such flexibility is needed more than
ever and will be fully utilized and the market should not expect stark decisions or the announcement
of a major reversal in policy in the next few months. Considering that there is a period of three to six
months before the renewed US sanctions are fully reinstated,! perhaps the easiest outcome would
be for OPEC to announce at its June 2018 meeting that the ‘mission has not yet been accomplished’
and to push any hard decisions to the November 2018 meeting when the OPEC* producers will have
to decide the future of the deal anyway. This continues to make OPEC behaviour a key factor
shaping market outcomes in 2018. This may not be comforting news for those who, not that long ago,
predicted the irrelevance of OPEC in the age of US shale.

1 The Economist, ‘Sanction on Iran: The highest level’, from the print edition May 12th-18th 2018.
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