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Crubpte WATCH
OIL PRICES DROP

Oil prices settled lower on Friday after the Islamist group Hamas
released two US hostages from Gaza, leading to hopes the Israeli-
Palestinian crisis could de-escalate without engulfing the rest of the
Middle East region and disrupting oil supplies. REUTERS
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FUELLING FACTORS. The impact of the
Israel-Hamas war can be temporary; weakness
in demand could weigh on prices in FY24 H2

Akhil Nallamuthu
bl. research bureau

he Israel-Hamas war aside,

crude oil prices are anyway go-

ing up due to supply-demand

conditions. That said, the rally
could hit a wall in the second half of cal-
endar year 2024. This is because by then,
the war risk premium could wane and the
global growth concerns might come into
play, weighing on the prices.

Since the war began, Brent crude fu-
tures and MCX erude futures have surged
9 and 7 per cent respectively, Year-to-
date, continuous contract of Brent crude
futures is up 7 per cent whereas MCX
crude oil futures has gained 12 per cent as
it closed at $92.2 and ¥7,330 per barrel,
respectively.

At the moment, the market seems 0
have digested the war-related risk since
there has so far not been animpact on the
supply-demand dynamics of the com-
modity due to the war,

However, it is the fear of the war spill-
ing over to the other parts of the region
that is keeping investors on edge. Espe-
cially, as Tran has been a voeal supporter
of Hamas. Tran’s moves will be watched
for two reasons. One, the country's crude
oil output is nearly 3 million barrels per
day (mby/d), which is abour 3 per cent of
the glebal production. Two, its geo-
graphy, as it touches the Strait of Hor-
muz, Approximately 20 per cent of the
rotal erude oil production is transported
through this Strait, the gateway to the
open ocean from the Persian Gulf.

That Iran produces 3 per cent of the
global crude is not as much a threat to
prices. For perspective, Russia’s produe-
tion of over 10 mbyd is more criticalto the
global supply. Despite this, when Russia-
Ukraine war began, crude oil prices shot
up only temporarilyin early 2022. For the
rest of the year, the price gradually de-
clined because of the supply glut. Brent
Crude furures closed at 385.9 in Decem-
ber 2022 compared with the high of
£139.1 made in March 2022. The second
factor is the higger threat. The worst fear
is that Tran could disrupr the oil flow
through the Strait of Hormuz to have a
bigger say in the war,

Besides, Iran’s closeness to Hezbollah
is another concern. Hezhollah is a polit-
ical party/militant group in Lebanon,
which shares its border with Israel.
Already, there have been exchanges of fir-
ing last week. Burt since the big powers in
the West stand with Israel, ran cannot
take a big risk by going all in. However, as
it stands, everything is uncertain in the
geopolitical equation in this region.

‘The bottom line is that volatility in oil
prices, which has reduced over the last
week, can spike if the situation worsens.
That said, this situation may be more
transitory in nature, temporarily putting
pressure on 0il prices, Over the medium
term, supply-demand dynamics will de-
rermine where prices are headed.

There has been significant develop-
menton this front in the recent months,

SAUDI AND RUSSIA UNPLUG
Crude oil was trading in the negative re-
turn zone until the big guns in OPEC+
(Organisation of Petroleum Exporting
Countries +) group, Saudi Arabia and
Russia, announced supply cut.

OPEC+ is the grouping of 10 OPEC
countries and 10 non-OPEC nations. Be-
ing the rop two erude oil producersin the
group, Saudi Arabia and Russia are the
key members. Also, they are among top 3
producers in the world along with the US.

Saudi Arabia, in June this vear, an-
nounced a voluntary cut of 1 million bar-
rels per day {mby/d) in oil output inJuly. It
has now extended this until December
2023. Hence, it could end up producing 9
mbyd this year. On the other hand, Russia
spoke inJuly 2023 of a reduction in oil ex-
port amounting to 0.3 mb/d until the end
of the year. The country’s production is

expected to be at 10.9 mbfd for 2023.
Comparatively, the US is the largest pro-
ducer as EIA (Energy Informartion Ad-
ministration) expects 2023 productionin
the US tocomein at 12.9 mb/d.

Importantly, Saudi and Russia to-
gether contribute to nearly 20 per cent of
the expected global output of 101.3 mb/d
and nearly 50 per cent of OPEC+’s 38.2
mh/d in 2023. This underlines the mag-
nitude of impact these two countries can
have on the global crude oil supply.

As supply decreased following the cuts
by these two countries, prices have faced
upward pressure since then. The Brent
crude futures has risen to $92.2 now com-
pared with $74.9 in June, when Saudi first
announced their cut to support prices.

Saudi and Russia took the measure
even as many OPEC+ countries are strug-
gling to meet their existing production
targers. Notably, OPEC+ group’s current
expected output of 38.2 mb/d for 2023 is
lower than 2022 by 1.4 mbfd. Assuming
some extension of Saudi’s production
cuts into 2024, the group’s 2024 output
could further drop to 37.8 mb/d, accord-
ing to EIA. However, this is likely to be
counter-balanced by improved output
from North and South America.

OFFSET FROM AMERICAS

In 2023, new project starts in the Amer-
icas, especially in Brazil and Guyana, is
expected to more than offset the cut in
OPEC+supply. Thisis further supported
by an increase in production by the US
and Canada. In tortal, these four countries
are expected to add 2 mbjd in 2023
against the cumulative cut of 1.3 mb/d by
Saudi and Russia. However, despite this,
the increase in demand outweighed in-
crease in supply for the first three quar-
ters, having net positive impact on price.
In 2023, the global supply is expected 1o
go up by 1.3 mb/d to 101.3 mb/d; the
global consumption is likely to increase
by nearly L8 mb/d to 100.9 mbyd.

The increase in consumption is driven
by China, the second largest consumer of
crude oil, post the lifting of Covid-related
restrictions. Also, there has been in-
creased consumption in India and Brazil.
The cumulative increase in demand from
China, India and Brazil stood at nearly 1.2
mb/d this year.

As a result of higher consumption
growth, the excess supply can decline to
0.3 mb/d in 2023 as against 0.8 mb/d in
2022. Interestingly, as per the latest E1A
projections, the oil market could face a
minor deficitin supply in 2024.

The main reason for the deficit next
year could be the reduction in output by
OPEC-. However, the easing of sanctions
imposed on Venezuela’s oil sector for six
months bythe US could help keep the bal-
ance in marginal surplus, In the third
quarter of this current calendar year, the
South Ameriean nation produced about
0.8 mb/d crude oil. Hence, the total out-
put from the Americas can be further
baoosted by Venezuela.

INVENTORY MOVEMENT

In the second half of 2023, the global
crude oil inventories are expected to drop
by 0.2 mb/d, according to EIA, mainly be-
cause of the supply cut from Saudi and

DYNAMICS AT PLAY

© Supply cut by Saudi Arabia and
Russia can put upward pressure
to the price.

@ Increased demand from Asian
majors like China, India and from
the US and Brazil is expected to
suppert prices.

© Israel-Hamas war continues to
provide the risk premium for
crude oil.

© A potential drop in demand in
the second half of 2024 can
weigh on the prices.

© Marked shift in production policy
by the OPEC+ can impact prices
on either side.

It might continue to do so in the first half
of next year as stockpiles are expected to
go down further. EIA has revised down
the average inventory for 2024 in the US
to 428 million barrels compared with the
previous estimate of 440 million barrels.

INVERTED-U PRICE COURSE
Net-net, considering the above demand-
supply dynamics, the crude oil price
movement is lilely to take an inverted-U
trajectory. The production cut of OPEC+,
led by Saudi and Russia, can keep up the
upward pressure in the coming menths,
As per the EIA, the OPEC+ group is ex-
pected to trim crude oil production by 0.3
mby/d through 2024,

Developing countries like China, India
and Brazil, aleng with the US, are set to
see a rise in demand. Therefore, this
factor also points to prices going up in
next few months. However, potential
slowdown in China and global growth
concerns can slacken demand for the en-
ergy commodity, particularly in the
second half of 2024 (2H24).

In its recent Regional Ecenomic Out-
look, the International Monetary Fund
(IMF) has noted slowing growth in China
and the US, top twoe consumers of crude
oil. China’s real GDP growth is expected
to moderate to 4.8 per cent in 2024 versus
5.2 per cent in 2023, Similarly, real GDP
growth of the US is projected to soften te
1.5 per cent in 2024 compared to 2.1 per
cent in 2023. Therefore, slowdown can
lead to lower crude oil demand, putting
downward pressure on prices in 2H24.

That said, our expecred rtrajectory
might gowrong if OPEC+ further reduces
the output or Saudi opts to restore supply
inearly 2024. Also, the demand side of the
equation can be disrupted if there is a
severe slowdown. Not to mention the
risk of Israel-Hamas war widening. So, in-
vestors must have a close watchon the ac-
tions of OPEC+ and the prospect of
growth, especially in China and the US,
the top two consumers of crude cil.

Crude oil production
(mbjd)in 2021
Country/region Q1 @2 o
Falling output from OPEC+ group

Saudi Arabia 10.02 1018 899
Russia 10.85 1057 1047
OPEC+ 39.29 3860 37.33

sing production in the Americas

United States 12.63 12.75 1313
Canada 579 541 573
Brazil 3.55 418 456
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Global crude oil balance could be
in deficit next year

Global 2022 2023 2024
Total
praduction 99.95 10126 102.19
(mh/d)
Total
consumption  99.16  100.92 102.24
(mb/)
Supply
surplus 079 034 -0.05
“estimate; mb/d = million barrels per day
Source: Energy Information Administration, US
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What the charts say

Crude fu

(£92.2) started

Russia. The inventory draws are expected
tostayat the same rate in the ﬁrmuuner
of 2024 because the OPEC+ production
cut is likely to keep global oil production
lower than global oil demand. For the re-
maining three quarters of 2024, the in-
ventary is estimated to be halanced ie.,
the rare of incoming and outgoing stocks
could be more ar less equal.

In the US, the largest producer and
consumer of erude ail, the erude oil in-
ventories fell to 414 million barrels in
September, the lowest stock of crude oil
since the beginning of this year. It stood
at 481 million barrels in mid-March, the
highest this year, The drop was because of
increased domestic demand and exports,

PBroadly speaking, the declining trend
of inventories has also propped up prices.

Brent

rallyingin July on the back of the support
Eand of §70-72. After marking a high of $97.7
tawards the end of September, the contract
moderated and is now trading around $92.
Untilthe supportat £83 holds true, the bias
will be bullish.

The price action in thedaily chart indicates
that the Brent crude futures could recover
and is likely to rise to the $100-105 resistance
band. A breach of this level is unlikely. Post
moving to this barrier, the contract could
cansalidate for awhile and then witnessa
gradual decline. Butin case the contract
breaches $105, the upswing could extend to
$120 beforefalling.

Asitstands, there isagood chancefor
Brent crude torise for the next few manths
and then drop back to the region between

£83and $88 beforetheend of 2024.

MCX Crude oil futures (¥7,330)
bounced on the back of the suppaort at 5,600
in July. The contract registered a high of
77,884 inthe final week of September and
then sawa decline. On Friday, it closed at
%7,330. Although 7,700 is ahurdle, given that
thetrendis bullish, we expect crude oil
futures to moveabove this level

Inthe coming months, thereisa potential
far the contract to surpass the T8,000-mark
and head towards the barrier at 78,300,
Subsequent resistance is at ¥8,200. Like the
Brent futures, the MCX crude futures too
could stay sideways after reaching the
78,300-8,800 price band, But then, it could slip
back to ¥7,000. The price band of
%6,800-70001s expected to restrict the
decline,
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