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N
ormal diplomacy
probably could not
have achieved the
geopolitical
outcomes that have

been produced in the past year
by America’s shale oil
revolution. Oil prices have more
than halved, which — coupled
with the collapse of the rouble
that stemmed from the turmoil
in Ukraine — has gone a long
way towards disabling the
Russian economy. Cheap oil has
weakened Iran’s economy, too,
lifting the chances of a realistic
nuclear agreement. Finally, oil-
rich Venezuela was on the edge
of default even before the oil
price decline. This amounts to a
marked change in the economic
and geopolitical landscape, of
which the main beneficiaries are
the US and its allies.

At the root of the price
collapse was the development in
the US of techniques for
extracting tight oil, mostly from
shale deposits, by horizontal
drilling and hydraulic
fracturing. This reversed the
decline in US oil production,
adding

3m barrels a day since 2012.
As a result, the gap between
global production and
consumption has widened,
precipitating a dramatic rise in
US and world inventories and a
fall in prices. Saudi Arabia,

confronted with an oil supply
glut but not wishing to lose
market share, abandoned its
leadership role as global swing
producer and refused to cut
production to support prices.

After the oil embargo of the
1970s, Opec wrested oil pricing
power from the US. But the
shale technology breakthrough
is likely to be a far more
effective stabiliser of oil prices
than the cartel of oil producing
countries. Opec is now
relinquishing its pricing power.
It may never be regained.

The reason is that shale
technology is far more flexible.
Shale oil wells can come on
stream faster than most
conventional wells, and drain far
more rapidly. More than half of
the oil content of shale wells is
run off in the first two years of
operation, while conventional
wells keep producing for 20

years or more. Thus, shale oil
output can expand and contract
more rapidly than conventional
wells. Unlike the production
decisions of a monopolistic
Opec, fluctuations in market
prices will automatically guide
shale expansion and
contraction.

Recent oil price declines, of

course, have given consumers
considerably more purchasing
power. Global consumer outlays
are up markedly in the current
quarter, but this will be partially
offset by slowed capital
investment in oil-producing
countries this year and next. On
balance, the impact of the oil
price decline on global gross
domestic product appears
marginally positive.

India, a large crude importer,
is among the countries to gain
most from falling prices. So is
Japan — which has been
importing oil to replace the
nuclear power capacity that
was switched off after the
Fukushima disaster in March
2011. China, the US and Europe
have also benefited, to a lesser
degree.

Brent crude prices fell to $45 a
barrel in late January, down
from $115 in June last year —
though they have recently
rebounded, to close to $60. Is
this a temporary increase as
traders cover their short
positions, after which prices will
resume their slide? The answer

is likely to be found in the
inventory statistics. For prices
to rise, the gap between
consumption and production
must close.

So far, the heavy build-up of
inventories of crude and
petroleum products, and
decline in the number of active
drilling rigs, has not arrested the
growth in US crude output.

A year ago, when prices were
high, the conventional wisdom
was that, at $60 a barrel, shale
oil could not be profitable. Back
then, incentives to cut
production costs were a low
priority; when each barrel was
worth more than $100, the most
important thing was to get it out
of the ground. At today’s prices,
cost-cutting is mandatory. We
are about to find out whether
shale producers, with their
backs to the wall, can keep oil
investment innovative and
profitable.
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