


[ The impact of OPEC

In the run up to the OPEC meeting, opinion was divided on whether the
organisation would increase production quotas. Some in the market felt
that quotas were unlikely to change, given that prices had just fallen
sharply from record highs.

Previously, quotas had been expected to increase in response to rising prices.
However, concerns about weakness in the global economy and the potential
for this to slow the growth of global oil demand were seen as having the
potential to exacerbate the downward trend in prices, which would hit OPEC’s
foreign currency reserves and oil revenues.

Prior to December’s meeting, OPEC had stated it was carefully watching

oil market developments and was concerned by the recent escalation in

ail prices: ‘While the organisation does not favour oil prices at this level, it
strongly believes that fundamentals are not supporting current high prices and
that the market is very well supplied. There has been no interruption in crude
supplies and OECD commercial inventory levels remain above five-year levels.
Forward cover, which stands at 53.5 days, is at a comfortable level.’

Since that statement, forward cover has fallen slightly, but not so
dramatically that it would affect sentiment among OPEC ministers. However,
what might have affected their stance is the potential for high oil prices to
harm the global economy.

The IEA's Lawrence Eagles certainly feels that in 2007 the most significant
event was the pressure on OPEC targets.

Furthermore, the unsettled behaviour of global financial markets
will also have a say in determining both supply and demand. ‘e also
have to consider the turmoil in financial markets, the effect that will
have on OECD economies and whether that will spill over into the
oil market, remarks Eagles.

The world economy is still growing on the back of burgeoning
economies, such as China, but growth in the US is looking weaker.
‘“There are a number of demand side pressures that will come into
play if the world economy keeps on growing in line with recent
trends, comments Eagles.‘Demand is very strong and there are also
clear constraints on the service sector, such as a lack of equipment,
which is putting pressure on supply!

“Prices have been in the $50 to $75 per
parrel range for some time, but the push
to around $100 is something new.”?

Additionally, historically high price averages are bringing more
investment into exploration and production, though there are
worrying constraints on these developments, notably the lack of
equipment and engineering expertise.

‘Prices have been in the $50 to $75 per barrel range for some time,
but the push to around $100 is something new; notes Eagles. ‘A key
issue will be the supply response to these high prices. Although we
have had high prices for a while, only now are we seeing investment
in exploration and production. Any supply response from current
investment will, of course, take time to bring on, given the size,
scale and complexity of projects. | don't see a significant supply side
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response until 2012 or later. The industry needs new engineers to be

trained and rigs to be built. No matter how much money companies
throw at it, it will take some time for projects to come through! >

worldexpro | www.worldexpro.com



18

[ Industry Overview

Challenging projects

The key to the success of supply side initiatives will be the ability of
E&P companies to tap reserves in more challenging environments.
‘Technology development is important, says Eagles. ‘After all, just
look at where people are exploring for oil. Fields are increasingly in
deep water, and many are marginal fields. In Brazil, for instance, wells
must be drilled through salt, which means costs are high.

‘Oil sands are expensive to exploit, arctic drilling is expensive, as
are ultra-deepwater projects in the Gulf of Mexico, adds Eagles. ‘For
expensive projects like these, the industry needs strong returns. At
the same time, companies need to dedicate resources to developing
enhanced oil recovery techniques. Great importance has been placed
on the development of new technology to increase the feasibility
of developing complex and marginal oilfields, but once again these
efforts may take time to bear fruit.

‘“Technology is a very important area, and there is already a
lot of technology with the potential to stave off the decline or
even enhance the return from wells, says Eagles. ‘However, these
technologies may need to be put in place at the start of a new
project. Furthermore, they may also need to be tested over at least a
decade. People must be prepared to take risks on new technology’

“There is a lot of technology with the
potential to stave off the decline or
even enhance the returm from wells.”

Capacity boost

The prospects for new capacity to come online, or at least begin
construction, seem positive. High oil prices are feeding investment
in new projects, but there are still constraints on such large capital
projects. ‘We have seen a very significant increase in investment
spending, but that has been met by increases in cost, which will
neutralise some of the return, observes Eagles.

The development of additional supply from OPEC also seems
to be on course, though the impact of this will depend on the
policy the organisation adopts. In late 2007, all eyes were on the
meeting of OPEC ministers in Abu Dhabi, which would decide
whether there would be any increase in export quotas (see box).

‘There will be growth in OPEC capacity, says Eagles. ‘It looks
likely that more spare capacity will be built in the next few years.
We don't see a shortfall in supply until 2012 and beyond, so there
is certainly time to bring on new fields’

Towards the end of 2007, increased supply was seen from
Angola and Irag, where the potential for further short-term rises
remains strong. Saudi Arabia and Nigeria were among others
boosting production, though field maintenance in UAE offset
some of this growth in November.

Emerging trends

The behaviour of the market in 2007 showed clearly that one can
no longer assume that demand is immune to the pressure of high

prices. The sudden drop from record-high prices is evidence that
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[ Security of supply

In late 2007, the International Energy Agency highlighted another growing
concern in the industry — energy security. Focusing on concerns that the
risk of oil supply disruptions are much greater than before, the IEA forecasts
greater risks going forward. Growing demand, the concentration of oil
reserves in fewer countries, the concentration of oil use in the transport
sector and potentially insufficient investment in new capacity additions are
exacerbating the risk of supply disruption in an already-tight market.

Its countermeasure against supply disruption — the IEA Emergency Response
System - is therefore a priority for the agency. It feels that the system is still
sufficiently robust and effective, pointing to its latest report on successful
recovery after the effects of Hurricane Katrina.

Strategic oil reserves are the lynchpin of its strategy, and IEA member
countries currently hold stocks equivalent to around 122 days of net imports.
They also constantly review and hone their emergency response mechanisms.

there is a price ceiling, though for 2008, much will depend on
how close to that ceiling OPEC would like the price to be.

‘What is very important now is the demand side response
to high prices,’ says Eagles. ‘There are signs that current price
levels are tempering demand, so it may be easier to achieve a
balance in the market.

In response to questions regarding quotas, OPEC representatives
felt the global market to be well supplied, putting high prices
down to a weakening US dollar, geopolitical tensions and the
influence of speculative money in the market. Certainly, capacity
increases around the world will help to meet growing demand.
Exploration is uncovering new reserves and technology is taking
production into previously inaccessible territory, but some doubt
that this will meet future demand.

‘We are seeing new supply come on and recent discoveries have
shown new deposits of oil, says Eagles. ‘So, in our medium-term
analysis we know that more supply will come on-stream. It is true,
however, that we need supply to grow by 3.5 million barrels a
year, just to offset declining production at existing fields, but there
are signs that plenty of oil is being found.” ®

[ Lawrence Eagles

On joining the International Energy Agency (IEA) in 2003, Lawrence
Eagles became head of the oil industry and markets division/editor
of Oil Market Report in March 2005, heading the team of analysts
responsible for short-term oil market analysis. Lawrence authors the
‘market overview’ section of the IEA's benchmark publication, Oil
Market Report, as well as overseeing the production of the recently-
launched Medium-Term Oil Market Report.

Additionally, the division advises member governments through the
agency’s standing group, as well as liaising closely with the trading,
analytical and corporate planning departments of industry.

Prior to joining the IEA, Lawrence was a well-known specialist in
energy and metals at major European brokerage, GNI. He joined
the company as a graduate trainee, gaining experience across a
wide range of financial and commodity markets, spending several
years as a fund manager before taking over as head of research.




