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Options for OPEC+ amid Uncertain
Oil Market Fundamentals

By Kaushik Deb and Abhi Rajendran

Global crude oil prices have remained muted for much of 2023. The average Brent crude oil price
benchmark during the first half of the year was less than $80 per barrel (b) (Figure 1), a 26 percent
decrease year over year and 23 percent below the average across 2022. The average external
breakeven price' for the Organization of the Petroleum Exporting Countries (OPEC) and 10 other
oil exporters,? collectively known as OPEC+, is estimated at $77/b, and the Brent price remained
under this level for a total of 53 days within the first six months of 2023, impacting the ability of
these countries to pay for their imports. More significantly for strictly OPEC members, the fiscal
breakeven price, or the oil price at which the fiscal balance is zero, is estimated at $98/b,* and
the Brent price has remained below that level since November 2022. This lackluster oil price
environment is due to numerous macroeconomic headwinds which have weighed on oil demand
growth.* Most significantly, China’s economic recovery turned out to be weaker than expected
and remains fragile. That combined with overall economic stagnation in Europe and the United
States has been a drag on oil market sentiment even as consumption has improved over the first
half of 2023.

This commentary represents the research and views of the authors. It does not necessarily
represent the views of the Center on Global Energy Policy. The piece may be subject to
further revision.

Contributions to SIPA for the benefit of CGEP are general use gifts, which gives the Center
discretion in how it allocates these funds. More information is available at https://energypolicy.
columbia.edu/about/partners. Rare cases of sponsored projects are clearly indicated.
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Figure 1: Brent spot price, 2022-23 year to date
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Source: US Energy Information Administration, “Crude Oil Prices: Brent - Europe (DCOILBRENTEU),” accessed
July 12, 2023, https:/www.eia.gov/dnav/pet/hist/RBRTED.htm.

In response, OPEC+, has attempted to continue to cut production targets. Earlier this month, OPEC+
leaders Saudi Arabia and Russia announced further voluntary production and export cuts, with the
former alone accounting for nearly half of the OPEC+ aggregate. As a result, by July 12 crude oil prices
had returned to around $80/b, the desired range of OPEC+ members. Following the sluggish start to
the second half of 2023, it is an open question how OPEC+ will navigate the new market conditions.

OPEC+ Swings into Tightening Mode

OPEC+ has consistently been in tightening mode since October 2022. Between September 2022
and June 2023 (shaded area in Figure 2), OPEC+’s overall production target has come down by
3.8 million barrels per day (b/d), a level that is expected to be sustained until the end of the year.
The stated production target for 2024 would imply an increase of just 264,000 b/d from today’s
levels.> The group’s quotas through February 2023 were decided and announced by the Joint
Ministerial Monitoring Committee. But that changed when Russia voluntarily announced a cut in
its production target by 500,000 b/d from March 2023, and eight other member countries joined
Russia by announcing their own voluntary cuts in April 2023.¢ The latest salvo in this attempt to
manage the market is the Saudi production cut of 1 million b/d for July and August 2023, which
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could potentially be extended by a few more months,” and the Russian cut of an additional
500,000 b/d in crude oil exports.t By coordinating the latest round of cuts, Saudi Arabia and
Russia are also signaling their joint commitment to support crude oil prices. The Saudi production
cut for July reportedly came as a surprise even to other OPEC+ member countries.®

More significantly, OPEC+’s actual production has consistently trended well below its stated

targets (Figure 2). Chronic lack of investment and poor management of the upstream sector

in numerous member states have structurally affected their ability to meet production quotas.
Angola, Azerbaijan, Malaysia, Mexico, and Nigeria are all underperforming their production targets
by more than 100,000 b/d. Beyond the core Middle Eastern OPEC members and Russia, the shortfall
in actual production compared to the stated targets was 825,000 b/d in June 2023.° Nevertheless,
oil prices have been range-bound between $70/b and $80/b so far in 2023, with a moderate
downward slope from the higher end of the range at the start of the year to the lower end by June,
despite two rounds of unexpected cuts from OPEC+ in March and April, and then another in early
June. In fact, the momentary bump in crude oil prices following the April 2023 announcement of the
last set of production cuts was fully offset by macroeconomic concerns within two weeks."

Figure 2: OPEC+ crude oil output and crude oil prices
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Source: Author estimates based on various press releases by OPEC and Energy Intelligence, https://www.opec.
org/opec_web/en/press_room/28.htm.
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Market Tightness Proves Elusive amid Macro
Headwinds in the First Half of 2023

The key market features in the first half of 2023 were a lack of inventory draws (signaling weak
market fundamentals) and macroeconomic concerns weighing on commodity markets in general.
Questions about the health of the global economy added further uncertainty to the oil market
balance. Rapid central bank rate increases to fight inflationary pressures led to a slowdown in
manufacturing and industrial activity, as well as multiple banking/financial crises centered in

the United States.” China was also an area of concern due to its slow pace of recovery from its
zero-COVID policy and ongoing questions around its unsustainable level of domestic debt in the
property sector”* While Chinese oil imports in the second quarter of 2023 (2Q23) were extremely
robust, concerns about domestic demand linger because much of the increase in imports went
into storage to build inventories. On the other hand, despite somewhat sluggish Organisation

for Economic Co-operation and Development (OECD) consumption, emerging market demand
remained resilient in the first half of the year (macroeconomic concerns notwithstanding). Based
on the latest monthly updates from the International Energy Agency (IEA) and the US Energy
Information Administration (EIA), oil demand increased from 100 million—100.5 million b/d in 1Q23 to
101 million=101.5 million b/d in 2Q23.** In its analysis, OPEC also reported consumption levels of more
than 101 million b/d in 2Q23.'6

Supply resilience has been a thorn in the side of OPEC+ decision makers in the first half of the

year, putting pressure on them to intervene and remove excess supply from the market. Despite

a G7-imposed price on Russian oil and an EU-wide embargo on seaborne oil imports from Russia,
Russian oil exports have been strong: led by buying from India and China, they rose from roughly 3.4
million b/d of exports in the first few months of the year to as high as 3.7 million b/d by June before
cuts started kicking in.” Iran also proved to be a source of rebounding supply, rising from about

1 million b/d at the start of the year to more than 1.5 million b/d by May."® Elsewhere, non-OPEC+
supply from the United States and Latin America has also picked up. Thus, despite the OPEC+ cuts
since March, the overall market has been adequately supplied, OECD inventories rose gradually
between January and June, and Chinese stocks drove non-OECD inventories higher in 2Q23.”° This
constellation of factors left OPEC+ with little choice but to cut production targets, increasingly
limiting its ability to support prices.

The Road Ahead

Based on the demand outlook from the major agencies as well as other industry forecasters, the
supply cuts from OPEC+ led by Saudi Arabia are set to lead to a fairly sizeable draw in inventories
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in 3Q23 and possibly a further cut in 4Q23. If demand hits expected levels for 3Q23, the inventory
draws could be as large as 1.5 million to 2 million b/d. The US Department of Energy’s (DOE)
program to refill its Strategic Petroleum Reserves (SPR) will also contribute to the market tightness
in the second half of 2023.2° With one tranche expected in September and another in October, a
total of 12 million barrels of SPR refill has already been solicited by the DOE—modest but further
incremental demand.

A hard landing of the US and other Western economies (perhaps more of a concern in Europe than
the US given recent data) and continued weakness of the Chinese economic recovery remain the
key risks to forecasts of a supply deficit and crude prices in the $80/b range for the remainder of
2023. If either of these are realized, annual demand growth may be weaker than the 2.1 million b/d
that the EIA, IEA, and OPEC currently forecast (on average).?’ However, with Saudi Arabia’s deep
cuts in place for at least July and August, the oil inventory drawdowns should be at least 500,000
1 million b/d this quarter, even amid slightly weaker demand. The cut in Russian exports will also be
supportive of markets. After their outperformance in the first half of 2023, Russian oil export levels
are showing signs of dropping—below 3.2 million b/d in early July, down from 3.6 million—3.7 million
b/d in June.2 Whether Russia continues to honor its pledge over the coming months will influence
market balances, and potentially buoy prices at or above the $80/b threshold.

Options for OPEC+

Record-high budget surpluses and oil company profits in 2022 have given way to lower oil
revenues in 2023 thus far. With coming production cuts likely to hit oil revenues even further, the
macroeconomic prospects for OPEC+ countries remain bleak for the rest of the year. Forinstance,
the contribution of the oil sector to Saudi GDP is expected to decline in 2023, with the fiscal
balance returning to deficit after a surplus in 2022, the first in almost a decade.?® The International
Monetary Fund estimates a fiscal breakeven oil price for Saudi Arabia of more than $80/b, which
will inch higher after the further voluntary cuts announced for July and August are implemented.
Appearing to be targeting higher prices, Saudi Aramco hiked its official selling price (OSP) for
Asian buyers in July 2023 accordingly.?® Other major OPEC producers, namely, Iraq, the United
Arab Emirates, and Kuwait, have also increased their OSPs for July?¢ in the face of worsening fiscal
balances.? Thus, sustaining the current strategy of supporting crude prices with production cuts will
strain the fiscal balances of OPEC+ countries.

Group cohesion will also be tested in the coming months. The heavy lifting in terms of production
cuts has been largely done by Saudi Arabia, and to a lesser extent the other Middle Eastern OPEC
members. It is only now that Russian exports are starting to decline. This trend will be closely
watched by the core OPEC members, particularly those that voluntarily decided to cut production.
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For Russiq, the recent increase in the price of Russian crude will offset some of the loss in oil
revenue from lower exports, but the overall impact will be limited by the G7 price cap on Russian
crude.? In terms of the Middle Eastern member countries, rising tensions between the two largest
producers, Saudi Arabia and the UAE, over crude oil exports as well as geopolitical and strategic
matters have been reported.? Overall, OPEC+ spare capacity was more than 4 million b/d before
July and currently exceeds 5 million b/d with the incremental Saudi cut—over 75 percent of which
lies with Saudi Arabia and the UAE (up to 90 percent in the Middle East), contributing to the
potential rivalry between these two states.?° The growth in exports fromm OPEC members currently
outside the production quota system is also likely to put pressure on the coalition. This would
likewise affect the proposed review of the post-2025 production quotas for all OPEC+ that is said
to be based on their production in 2023.3" More significantly, the production quotas for the major
African producers, namely Algeria, Angola, and Nigeria, have provisionally been reduced given
their underperformance in 2023. Together, these three countries lagged just under 1 million b/d
compared to their production target in June 2023,32 and are increasingly likely to see their influence
diminish as the coalition renegotiates production targets for 2024 and beyond.*?

OPECH+ strategy remains a tightrope walk between supporting crude oil prices and maintaining
group cohesion. While extending the current production cuts will affect oil revenues and hence
fiscal balances, reversing them will push prices below breakeven levels. As important as OPEC+
targets have been to managing supply, other factors are more strongly influencing oil markets.
And while the drama of OPEC+ meetings and heated rhetoric around supply cuts will continue to
capture the headlines, the past few months have revealed that the group’s ability to manage the
crude oil market and influence prices is weaker. Only a stronger recovery in demand can enable
OPEC+ to regain its control of the market and the ability to support prices. The coalition’s unity will
also be tested if weak market fundamentals and the pressure on fiscal balances continue. OPEC+
production targets matter, but only if there is an appetite to consume its barrels.
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