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The Best-Laid Plans of Saudi Arabia and Russia
May 9, 2017 Gone are the days when Riyadh could dictate oil prices by itself.

By Jacob L. Shapiro
It was only a few months ago that OPEC, once the de facto arbiter of oil markets, seemed to
have a plan to inflate the price of oil: The cartel, along with several non-OPEC members, agreed
in December to cut production by roughly 1.2 million barrels per day. And for the first quarter of
2017, OPEC largely made good on its pledge. It produced 1.1 million fewer barrels of oil per day
in the first quarter of 2017 than it did in the final quarter of 2016. Saudi Arabia, OPEC’s largest
producer, accounted for 55 percent of the cuts.
And yet on May 4, oil prices reached a new low for the year, dropping to roughly $48 per barrel
and hovering there ever since. The original deal wasn’t meant to return oil prices to previously
high levels; it was meant only to keep them from crashing altogether. Still, the plan appears to
be failing, and its failure bodes ill for Saudi Arabia – and for Russia, which was a little
disingenuous in how much its own cuts would affect prices.
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Saudi Arabia’s energy minister (left) arrives for an OPEC meeting at the OPEC headquarters in Vienna, Austria on Nov. 30, 2016.
OPEC sought to defy expectations and finalize a deal reducing its oil output for the first time in eight years, in an effort to boost
painfully low crude prices. JOE KLAMAR/AFP/Getty Images

Saudi Arabia can shoulder so much of the burden of production cuts because, unlike most other
countries, it has roughly $500 billion of reserves to fall back on. Put simply, it can afford shortterm losses that other countries cannot. When prices are in the $50 per barrel range, as they
have been for most of 2017, Riyadh doesn’t have to dip too far into its reserves to cover its
budget deficit.
But the prospect of low prices, not to mention the reinstatement of government spending on
public sector salaries and bonuses, means that Riyadh will soon feel the pain that so many other
countries have felt for some time. The days when Saudi Arabia could dictate market prices by
itself have passed. And so the country needs to do what it can to maximize value now, before its
ability to dictate the market wanes further and before it invests even more money into
diversifying its economy.
There are, of course, reasons beyond Riyadh’s control that oil prices are falling. The United
States, for example, has increased production – something it tends to do when prices reach
producers’ break-even point in the $50 per barrel range. Projections by the U.S. Energy
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Information Administration from late 2016 estimated that the United States would produce 8.7
million barrels per day in 2017. The EIA has already begun to revise its forecast upward: New
estimates suggest the country will produce 9.2 million barrels per day in 2017, and perhaps as
much as 10 million barrels per day in 2018. If these rates continue, the United States would
produce more crude oil than Saudi Arabia would if it, too, maintained current rates.

(click to enlarge)
Then there is Russia, which has arguably misrepresented how closely it has adhered to the
December agreement. This is because Russia simply can’t afford to cut production. Russian
Energy Minister Alexander Novak has said Russia met its promised cuts of 300,000 barrels per
day. Russian Energy Ministry statistics suggest that number may even be 400,000 barrels.
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But these numbers are misleading. Decreased production and intentional cuts aren’t the same
thing. There was a similarly steep drop in Russian production – 432,000 barrels per day – at this
time in 2016, raising the question of whether this is just a monthly seasonal adjustment. Crude
oil production cuts are in the eye of the beholder. Russia has technically met its obligation to cut
300,000 barrels per day if the benchmark for the cuts is December 2016. Russia has not met its
obligations, however, if the standard is a year-on-year comparison of cuts. As the chart above
shows, Russia raised crude production in January and March 2017 when compared with the
previous year. The April 2017 decrease in production, when viewed year-on-year, is just over
half of Russia’s commitment to OPEC.
The ebbs and flows of oil prices, for whatever their reasons, are best analyzed by oil experts.
The bottom line is that there is more supply than there is demand, and when the price hits a
certain point, U.S. production begins to kick in, increasing supply and offsetting other cuts
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agreed to by OPEC and non-OPEC countries. That puts a ceiling on the price of oil, putting
countries such as Russia that depend on oil exports in a difficult situation. Moscow could afford a
short-term production cut if cutting production put prices into the $70 and $80 per barrel range.
But it could not afford a short-term cut that would close production facilities because of how
dependent some regions in Russia are on oil. A long-term production cut to keep the bottom
from falling out of oil prices would also be difficult for Russia to maintain. After all, it’s already on
pace to exhaust one of its reserve funds this year.
With Russia unable to stomach even a short-term cut, the bulk of the responsibility for
decreasing production has fallen to Saudi Arabia, which has a large but not-inexhaustible
amount of money to cover losses. The result is that GPF’s forecast on Russia, which identified
Russian aggressiveness abroad and political instability at home as the key drivers of Russia’s
geopolitical situation in 2017, is on track. The same is true of GPF’s forecast on Saudi Arabia,
which predicts that Saudi Arabia is standing on the brink of an existential political crisis that a
Saudi Aramco IPO and a “Vision 2030” will not be able to avert.
OPEC bought itself some time with its agreement to cut production in December. But it now
faces the difficult choice of ending those cuts and watching prices fall (an untenable choice for
most OPEC and non-OPEC countries), or continuing those cuts to keep prices at their current
levels – an increasingly difficult thing to guarantee, given producers’ history of adhering to OPEC
agreements. Sooner or later, the result is going to be lower oil prices, at which point many of the
predictions GPF made at the beginning of the year will begin to form more quickly.
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