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Crude oil update

Decisions, decisions: what does 2017 hold in store for oil?

OPEC's decision next week will set how oil markets start 2017. Considering their
performance in January 2016 it wouldn't take much to be an improvement. While we
believe the odds of OPEC firming up their production cut agreement have shortened, it is
important to remember that we have been close to a deal several times so far this year
only for it to be upended at the last minute.

There are several potential outcomes from next week's meeting, each one of which will
have its own impact on prices.

e Do nothing. OPEC fails to reach an agreement on how to distribute production
cuts and members are left to their own devices. Prices would likely react
sharply to the downside in the immediate aftermath but the low prices would
mean less non-OPEC oil entering markets and could ultimately be beneficial in
the aim of rebalancing and securing long-term market share.

e OPEC reaches a verbal agreement but it is short on details. This is the
‘cosmetic cut' option and has essentially been OPEC's main channel for
affecting prices so far this year. This is the easiest and lowest cost option but
unless it is backed up by removing barrels from the market, it essentially
preserves the status quo.

e Commit to a target range of 32.5m — 33m b/d and allow several countries
exemptions. This would put the Algiers agreement into force and would mean
carve-outs for Nigeria, Libya and Iran as their production has been impacted by
factors outside their control. The burden of cuts then would fall heavier on the
rest of OPEC, particularly on producers like Saudi Arabia, the UAE and Kuwait.

e Afirm deal on cutting production. OPEC agrees to a collective target of 32.5m
b/d to be implemented from Q1 2017. While this would not balance the market
immediately it would help push the market into deficit by the second half of the
year and would be supportive for prices, at least for a few months. A price rally
on the back of an OPEC cut however would help non-OPEC producers too and
could mean any market deficit is fleeting as they add on production.

OPEC's increase in output makes cuts that much harder
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Source: OPEC, Emirates NBD Research.

As the market grew skeptical that the Algiers deal could be easily implemented oil prices
gave up more than their post-agreement gains, falling more than USD 10/b from their
year-to-date peak of USD 53.73 in early October. Considering the scale of the move, the
stakes are high for OPEC to come out of next week's meeting with a positive outcome.
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Non-OPEC set to recover in 2017...

Whatever OPEC decides at the end of November, the rebalancing of oil markets will
be a moving target for much of 2017. All the major international forecasting agencies—
EIA, IEA and OPEC itself—expect non-OPEC supplies to expand in 2017, reversing
this year's decline. Major contributions to supply growth are expected from Brazil (250k
b/d increase expected by OPEC), Canada (170k b/d) and Kazakhstan (210k b/d)
thanks to a full year of output from the Kashagan oil field. Overall, OPEC expects an
increase of over 200k b/d from non-OPEC suppliers while the IEA is more bullish,
forecasting nearly 500k b/d of more non-OPEC supplies to enter markets.

The major question mark for supply next year is what will happen in the US. The EIA
estimates crude output has fallen more than 500k b/d since the start of 2016 and it is
down almost 1m b/d from its mid-2015 peak. However, for most of Q3 2016 US output
stabilised at around 8.5m b/d and ticked up sharply at the start of November to just shy
of 8.7m b/d.

North American E&P spending to expand in 2017
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Source: Bloomberg, Emirates NBD Research. Note: Capex consensus estimates for North
American independent E&P companies.

Market activity does seem to indicate that some stabilization, if not expansion of output
is on the cards. Producer shorts have moved consistently upward in 2016, taking
advantage of fleeting rallies in oil futures while after bottoming out in May this year, the
US oil drilling rig count has now risen more than 130 rigs (up 42%).

Market consensus also expects an uptick in capex from North American E&P
companies next year to over USD 60bn, far below recent highs of nearly USD 180bn
but still an improvement on 2016. All the major agencies are aligned in forecasting a
decline in US output next year but it may be prudent to expect to be surprised to the
upside

...but demand will be worse off

The demand side of the oil market ledger makes for some less inspiring reading.
Consensus among the major forecasting agencies is for demand growth to slow next
year despite some relatively strong performances from India and other Asian markets.
OECD demand growth will essentially vanish as Europe will see no growth in olil
consumption at best and potentially move back to negative if political risks disrupt the
trajectory of Europe's economy.

Middle East oil demand growth in our view can no longer be taken as a granted as

consumption has slowed sharply this year as low oil prices take their toll on some of
the major consumers, concentrated in the GCC economies.
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Using OPEC's current 2017 supply and demand forecasts as a baseline, the bloc's
proposed production cut targets of 32.5m-33m b/d won't be enough to balance markets
with any immediate impact. Even the lower target would contribute to a market surplus
of nearly 1m b/d in Q1 and a deficit starting to emerge by the second half of the year.
But that deficit is contingent on non-OPEC supplies restraining output growth to around
200K b/d.

Market to move to deficit by second half of 2017
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Source: OPEC Monthly Oil Market Report, Emirates NBD Research.

Inventories threaten to spoil the party

A balance of oil market flows is just one part of the story. Crude inventories held in
OECD economies are on track to enter 2017 with over 3bn bbl of crude stockpiled,
representing close to 70 days of forward demand. Spot prices may react sharply to
expectations of production cuts but any steep upward movement will slam hard into
this wall of stockpiled crude and products.

Inventory carryover at extreme levels
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Source: IEA Oil Market Report, Emirates NBD Research.
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Would proposed cuts be enough?

The challenge then for OPEC is hardly enviable. Any decision that comes out of next
week's meeting would have to meet several criteria, in our view, to set prices on a more
solid higher trajectory:

e A cut must occur. OPEC has successfully talked up the market several
times in 2016 only to follow with higher output. A failure to match talk with
changes to physical supply will see a sharp vote of no confidence from
prices.

e The cut will probably need to be deeper than the 32.5m — 33m b/d target
already announced. Cutting this amount will only see a deficit emerge in Q3
2017 and that is a tentative forecast on non-OPEC supply not growing
much.

e  The cut must last. If the cut only last six months and then OPEC members
try to recover higher output targets later in the year, the market will most
likely move back into surplus by the end of 2017.

Any OPEC decision won't be taken in a vacuum. Failure to provide details and follow
through on the Algiers agreement has already seen oil prices slump and getting them
back to convincingly hold at USD 50/b will be a first challenge. There is also no
guarantee that a cut will result in the kind of price increase most OPEC governments
would be hoping for.

Higher prices for OPEC also mean higher prices for other producers. Calibrating the
right amount of oil to take out of the market to ensure prices rise but don't encourage
non-OPEC producers will probably need more finesse than fickle futures market
investors have the attention for.

The most significant challenge though is whether any cut agreement will be accepted
and adhered to. Already, Iran, Nigeria and Libya are meant to be exempt. Total spare

capacity in OPEC is estimated between 2.1m - 3.1m b/d. Any slippage or cheating from
members could keep markets stubbornly in surplus.

Scope for members to seep oil even if cut agreed
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What does this mean for prices in 2017

Considering the intensity of market scrutiny over what happens at OPEC's meeting on
November 30th, we expect the producers' bloc will endorse form of action, most likely
a cut to the lower end of OPEC's proposed range.
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For 2017 we are still cautiously optimistic about the direction for oil prices and expect
futures to average around USD 55/b for Brent and about USD 53/b for WTI, generally
rising over the course of the year as the market tightens. If OPEC fails to implement its
production cut then we could be facing another step down in oil and delaying the
process of market rebalancing probably at least another six months.

Upside risks are far harder to sketch out in the current market conditions. Demand
spikes occur with far less frequency than supply shocks and the availability of
inventories and assets near to completion (at least in oil market terms) would mean
any irrational rally will be hastily brought down to earth.

Emirates NBD Research oil price assumptions
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The Trump effect

What will the impact of a Trump presidency be on oil markets? We expect two headline
issues to play out over 2017, one local to the US and one related to international
dynamics. Mr Trump's campaign positions on energy focused on 'unleashing' untapped
shale oil and natural gas reserves in the US and making the country 'totally
independent' of OPEC oil. The president-elect has also pledged to ease restrictions on
oil and gas production in the US by allowing drilling on federal lands. In practice though,
most US oil and gas production regulations are determined at the state level and the
states which will be at the forefront of any increases in US oil output—Texas and North
Dakota—are hardly antagonistic toward the oil industry. President-elect Trump may
use executive authority to approve new pipelines—reversing President Obama's
decision on Keystone XL would look like a first step—but this would bring more oil into
the US, to the benefit of refiners and consumers, but not a major help to the E&P
industry.

We think the more direct impact a Trump administration would have on US oil output
would come actually from the trajectory for US rates rather than energy specific
policies. We expect the Fed to raise rates in December and see two to three hikes next
year. The shale industry in the US has been a major beneficiary of the low rate
environment following the GFC: Bakken-focused producers have averaged debt-to-
capital ratios greater than 50% in 2013-15 compared with 31% on average for major,
diversified 10Cs.

Shale-oil producers, particularly those with limited international exposure will be on the
front line in terms of feeling the pain of higher US rates which may slow investment into
new fields if oil prices do not improve substantially. Mr Trump may be a more
accommodative president to the US oil industry but ultimately the market will determine
how much of the country's reserves will be ‘'unleashed.’
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US oil industry benefited from years of low rates
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The second way President-elect Trump could affect oil markets next year would be if
he removes US support for the JCPOA nuclear deal with Iran. The US walking away
from the JCPOA would not annul the deal but the uncertainty of whether the US—
either via the president or an emboldened and unhindered Republican congress—
sought to reintroduce sanctions on Iran would undermine it. Uncertainty over the US's
Iran policy would also spook markets.

A broader US disengagement from the Middle East in a Trump administration may lead
the market to reintroducing a sizeable political risk premium back into oil prices,
warranted or not. While the presence of the US shale industry can help to neutralize
the impact of political issues on oil prices, the absence of large Iranian and Libyan
volumes from 2012-14 certainly helped to keep oil prices in an elevated range.
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