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In roughly a month, the Organization of
the Petroleum Exporting Countries (OPEC)
will meet in Vienna for its 172nd ordinary
meeting. But a new force that will influence
the discussions is anything but ordinary: the
rise of U.S. shale producers as global “event
shapers.” The May 2017 OPEC meeting will
be very different than the one in November
2014, when key oil exporters approached
the table flush with cash—or, in the case
of Russia, knowing that ruble devaluation
could help ease the shock of a major price
decline.1 Now, sentiments in OPEC capitals
and Moscow are likely to have swung much
further toward being willing to maintain
production cuts in order to salvage their
fiscal health.
Most large Middle East fields and
Russia’s core fields in West Siberia can
produce oil at a lower economic cost than
can U.S. shale plays—a point most recently
raised by Russian Energy Minister Alexander
Novak and previously highlighted by various
OPEC officials.2 Yet the “we are structurally
lower-cost producers” view misses the
most relevant strategic issue: a growing
group of highly efficient U.S. shale operators
now appears able to maintain production—
and even expand it—at oil prices that likely
are unsustainably low for many major
exporters’ national budgets.
Multiple U.S. unconventional producers
have leveraged a combination of service
cost reductions, hedging, operational
improvement, and technical innovation to
dramatically lower their economic break-

even costs in core plays. An important effect
of this transformation is that the combined
production of the Permian Basin, Eagle Ford
Shale, Bakken Shale, and Niobrara Formation
is now roughly equal to that of Iraq, the
second-largest oil producer in OPEC,
according to data from the U.S. Energy
Information Administration and OPEC.
For an example of how this globally
meaningful transformation has come to
pass, consider the following snapshot from
EOG Resources’ operations in Lea County,
New Mexico, one of the 10 most actively
drilled counties in the United States.3 The
total sample of 202 wells analyzed show
a trend of strongly increasing productivity
with each year of successive completions,
reflecting an evolution displayed at the
company-wide level in EOG’s investor
disclosures (Figure 1). EOG’s results show
that top unconventional oil producers are
steadily making their wells more productive.
Notably, EOG’s Lea County well
productivity gains do not appear to have been
fundamentally driven by longer laterals (i.e.,
physically larger wells). Generally speaking,
laterals of the 2016-vintage wells are actually
shorter than wells completed in the 2013
to 2014 timeframe. Yet both overall well
productivity and oil as a proportion of total
hydrocarbons produced have risen markedly.
Part of the volumetric production boost
and higher oil content may be explained by
“high grading”—i.e., drilling and completing
wells on the richest geological sweet spots.
Yet placing too much emphasis on high
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FIGURE 1 — 180-DAY INITIAL PRODUCTION RESULTS FOR SELECTED
EOG RESOURCES OIL WELLS IN LEA COUNTY, NM 4

NOTE Vertical axis = cumulative barrels of oil equivalent produced; horizontal axis = total months
well has been producing. Gas production converted into BOE at a rate of 5.8 MCF/BOE.
SOURCE New Mexico Oil Conservation Division; Baker Institute Center for Energy Studies
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grading neglects the fact that operators
almost always prioritize developing the
best wells in their drillable inventory at a
given time. The incentives to do so with
unconventional wells are especially strong,
since much of a well’s total production tends
to occur early in its life.
As such, the more likely explanation for
higher well productivity during the downturn
comes from technical and operational
improvements operators have been forced
to make in order to survive.5 As noted in
prior Center for Energy Studies research,
a mounting body of evidence suggests
that top operators are making structural
improvements such as investments in water
handling infrastructure, sand sourcing, pad
drilling, and upsized frac completions that
are likely to endure even if oil field service
costs rise in the future.6
In other words, the top shale producers
are month-by-month getting better at
extracting more oil per dollar spent on
capital expenditures (capex). Moreover,
these volumetric recovery gains are
fundamentally rooted in process and

technology improvements that are likely to
endure even if service costs rise as activity
picks up. Equally important, knowledge will
likely disseminate across operators over time.
Innovations by skilled engineers, geologists,
data scientists, and smart field personnel at
larger technical leaders such as Anadarko
Petroleum Corp., Apache Corp., Concho
Resources Inc., Continental Resources, Devon
Energy, EOG, Pioneer Natural Resources, and
others will eventually be transmitted across
firms and drive incremental, sector-wide
productivity gains.
An additional important development
is that many of the largest multinational
oil producers such as BP, Chevron,
ConocoPhillips, ExxonMobil, Occidental
Petroleum, and Shell are now boosting
their focus on unconventional resources.7
This shift marries deep balance sheets,
large inventories of drillable locations, and
a newcomer advantage that potentially
enables these companies to immediately
utilize years of horizontal drilling knowledge
accumulated by multiple operators and
service companies. Indeed, Occidental
Petroleum reports that it has now identified
nearly 12,000 horizontal drilling locations
on its Permian Basin acreage and that
it anticipates growing its total Permian
hydrocarbons production, which is liquids
oriented, at a 20% compound annual
growth rate from 2017 through 2019.8
The inexorable process of iterative
improvement in the U.S. oil patch, supported
by rising capital deployment, should be
deeply disturbing to policymakers in OPEC
and Russia. OPEC is locked in a high-stakes
competition with the shale drillers at least
until global oil demand picks up sufficiently
to accommodate growth in shale and Middle
East production. Indeed, the ongoing OPEC
production curbs may, on the margins,
actually be reinforcing crude-on-crude
competition, since Saudi Arabia is reducing
output of its heavier oils and proportionally
increasing exports of light, sweet crude—
exactly the grade produced by U.S.
unconventional producers.9
This competition is fundamentally
an endurance race. And it is not a multidecade event, for which the numbers
would be more on OPEC’s side. Rather, it is
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a short-term contest that boils down to a
stark question: Can major OPEC producers,
Russia, and other countries dependent on
energy revenues handle 24 to 60 months
of oil averaging $50 to $55/bbl and stave
off financial pressures that could raise the
prospect of major political concessions these
predominantly autocratic governments
would rather not make?

A. MANY KEY U.S. LIGHT, TIGHT OIL
PRODUCERS CAN NOW OPERATE
WITHIN CASH FLOW AT $50/BBL OIL
For much of the shale boom, critics
have frequently pointed out that many
companies could not operate without using
debt to fund drilling. Yet after two years of
right-sizing and cost reductions, at least 10
of the largest U.S. unconventional liquids
producers now say they will be able to
fund their capital expenditure programs in
2017 without taking on net debt (Figure 2).
Many of them will be able to fund capex
out of cash flow, while others will use a
combination of cash flow, cash on hand,
and cash from asset divestitures. Note
that these 10 producers alone can pump
2 million bpd of total liquids.10

guards for the ruling class. In the case
of Russia, energy export revenues help
purchase the loyalty of powerful siloviki
political clans and also fund the military and
security services.
Put bluntly, in many countries where
10% or more of GDP comes from energy
rents, oil revenues (and gas revenues linked
to oil prices) fundamentally underpin the
social contract between rulers and the
governed. Even weaker regimes can weather
short periods of low prices, but a large, multiyear reduction in oil and gas revenues in such
countries can erode the shock-absorbing
capacity of adjustment mechanisms such
as exchange rate devaluation and foreign
exchange reserves.12
As shock absorbers lose their
effectiveness, governments may
increasingly face tough political choices
that, if taken far enough, could force them
to cede meaningful degrees of political

FIGURE 2 — TEN OF THE LARGEST U.S. UNCONVENTIONAL LIQUIDS
PRODUCERS ANTICIPATE BEING ABLE TO EXECUTE CAPITAL
SPENDING PROGRAMS WITHOUT TAKING ON NET DEBT IN 2017

B. MOST MAJOR OIL-EXPORTING
COUNTRIES WILL HAVE TO EITHER
RUN SIGNIFICANT BUDGET DEFICITS
OR CUT SPENDING
Shale producers adjust to lower commodity
prices in large part by applying technology
to become more efficient and reduce
their costs for finding and extracting oil.
In contrast, oil-exporting governments
generally lower social break-even costs
not by becoming “efficient,” but instead by
reducing spending. This can be intensely
problematic if budget constraints must
be maintained for multiple years, because
in many large oil-exporting countries,
citizens have tolerated political autocracy in
exchange for rulers’ willingness to provide
oil-funded social benefits.11 Furthermore, oil
revenues often also fund capable internal
security services that act as praetorian

SOURCE Company reports
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The top shale producers
are month-by-month
getting better at
extracting more oil per
dollar spent on capital
expenditures. Moreover,
these volumetric
recovery gains are
fundamentally rooted in
process and technology
improvements that are
likely to endure even
if service costs rise as
activity picks up.
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power. Furthermore, low oil prices may
create a financial challenge many OPEC
countries have not faced for some time:
speculative attacks on currencies. When
oil was priced at $100/bbl, the idea of
a speculative bet against various Gulf
currencies likely would have gotten a trader
booted from his portfolio manager's office.
Another year of oil prices between $45
and $55/bbl and such ideas may no longer
seem ridiculous. Indeed, by early 2016, at
least two large hedge funds had already bet
that Saudi Arabia will be forced to devalue
the riyal, according to Bloomberg.13
These trades—while still very much
in the minority and premised on a lowprobability event—merit close attention,
because as Southeast Asia countries
learned in the late 1990s, once speculative
momentum builds, currency pegs can
rapidly become indefensible. This author
suspects that Saudi Arabia would choose to
defend its financial position by cutting oil
production to boost prices, thereby avoiding
any potential instability and political loss
of face that could accompany a significant
currency devaluation.

KEY OIL EXPORTERS’ LIKELY
STRATEGIC RESPONSE:
REDUCE BUDGET SPENDING AND
MAINTAIN—OR MAYBE DEEPEN—
OIL PRODUCTION CUTS
Major oil producers’ policy responses to the
current oil downturn are very different than
those seen in the V-shaped 2008–09 oil
price collapse. Within weeks of the initial
oil price decline, OPEC began trimming
production and by the end of 2008 had
agreed to cuts that reduced total daily global
oil supplies by nearly 5%.14 The results were
substantial, with oil prices bottoming in
February 2009 and nearly doubling by the
end of that year.
The present oil price downturn—
characterized by the moniker “lower for
longer”—has played out differently, with
key OPEC producers now engaging in
structural internal reforms rather than
simple adjustment of crude oil production
volumes. Such policy responses suggest

that decision-makers in key oil-exporting
countries see a multi-year period of lower
and more volatile prices ahead and are
planning accordingly. The strategies fall
into two primary categories. The first
involves tactical measures. Certain major oil
producers are turning to the debt markets to
plug financial gaps. Saudi Arabia unleashed a
$17.5 billion sovereign bond issue in October
2016, the largest emerging market debt
issuance to date, while Qatar issued $9
billion of debt in May 2016.15
The second group of policy responses
is potentially more transformational, but
also involves greater political risks. Multiple
Gulf countries are beginning to meaningfully
reform their substantial subsidies for gasoline,
diesel, natural gas, and water.16 Subsidy
reforms mark a significant—and arguably,
politically risky—departure from traditional
policies, given that many citizens in these
countries still expect oil-funded largesse. For
instance, more than 90% of young Qataris,
Omanis, and Bahrainis and 86% of young
Saudis who responded to an April 2016 poll
said subsidies should continue.17
In another high-impact move, Saudi
Arabia now appears serious about privatizing
part of Saudi Aramco. A Saudi Aramco share
sale could bring several strategic benefits.
In the immediate term, an influx of foreign
investors to the Saudi stock market would
increase demand for the riyal and, all else
considered, help the kingdom maintain its
peg to the U.S. dollar. In the medium term, a
Saudi Aramco share listing would, in essence,
also help the kingdom effectively monetize a
portion of its oil reserves while they are still
in the ground.18 Finally, a Saudi Aramco IPO
would enable the country to inject a large
chunk of capital into its Public Investment
Fund (PIF), which Saudi leaders seek to make
the world’s largest sovereign wealth fund,
according to the kingdom’s Vision 2030
national development strategy document.19
Not all major oil exporters have the
political capital to restructure social
entitlements, or to reduce costs through
other channels that might be even more
politically risky. But all major oil exporters
have a strong, singular focus at present: the
need to sustain production cuts and drain
global oil inventories by at least 250 million
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barrels, if not more. The trade-off math is
clear: it is better to cut production by 2%,
5%, or even 10% and see prices sustainably
rise by 20% than to resume a market share
war where prices fall to a level at which
no feasible amount of volume increase can
generate the revenue a country needs to
sustain its present political and economic
structure. Expect OPEC members to maintain
the current cuts at the group’s May meeting
and maybe even deepen them.
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