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THE MARKET IS TOO BEARISH ON OIL
The price of oil climbed above $80 in May, a gain of approximately 25% over the last three months and 75% since last 
summer.  But oil futures contracts suggest investors believe the price should retreat to $62 by 2024. We think that’s too 
bearish. While we agree today’s price is elevated, and is likely to retreat somewhat, we believe prices above $70 are more 
appropriate, but could be even higher if constraints from Iran and/or Venezuela prove long-standing. Here’s why.

REGIONAL TENSIONS

First, let’s review how we got to $80 for Brent crude oil. The 
price of oil is always influenced by several factors: the balance 
between supply and demand, geopolitical conflict in oil- 
producing countries, and costs to produce the next marginal  
barrel of oil, among others.  Today is no different.   

Global production of oil is about 95 million barrels per day (bbl/
day). From time to time, geopolitical discord has been a substantial 
impediment to reaching production levels. Today that friction 
is reflected in renewed sanctions on Iran by the US, which are 
intensifying fears that their production will decline. In fact, after 
analyzing production levels under previous sanctions, we estimate 
that Iran’s production will likely decline from about 3.8 to 2.8 
million bbl/day if the sanctions are as effective as they were  
before 2016.

At the same time, the economic collapse in Venezuela, which has 
already lowered their output, may result in even further supply 
declines as oil companies potentially pull out of the country. 
Venezuela produces about 1.5 million bbl/day, down from about 2 
million bbl/day before their struggles intensified. We believe these 
two geopolitical issues are the main reason oil price increases 
have accelerated during the last few months.  

This predicament is amplified by current inventory levels, which 
have moved from an oversupplied level to a balanced market. 
Therefore, there is no excess supply buffer, and prices are rising 
on the anticipation of tight, or even short, supply (Display 1). 

WHAT THE MARKET IS ASSUMING

The Brent crude oil forward curve is much lower than the current, 
or spot, price. This tells us that the market is expecting oil to fall 
from where it is today to around $65 in three years and even 
more, to $62 in 2024. This expected price decline is based on 
two expectations: US shale production will accelerate, and OPEC 
will lift its quotas and increase production, both of which will  
ease tight supply. Investors expect this supply to outstrip demand 
growth leading to a softer market. 

WHY ESTIMATES ARE TOO LOW—OUR VIEW

Our three-year forecast calls for oil prices to be about $70, with 
the price likely higher at the end of that forecast period. Stronger 

prices make sense in our opinion: From a demand perspective, 
solid and synchronized GDP growth worldwide stimulates 
demand, and from a supply perspective, low capital expenditures 
globally and cost inflation for the US shale industry all argue  
for prices at or above $70. Let’s walk through the supply side  
of our thesis in detail.  

OUR VIEW — CAPITAL EXPENDITURE DECLINE  

There is a natural, geologic decline in oil produced from existing 
wells. Production from new wells typically compensates for this 
decline. However, as oil prices started falling in 2014, so too 
did the capital expenditures to explore and drill new wells from 
drillers outside of the US. This year and next, oil producers are still 
producing strong growth from projects launched before 2014. 
However, the number of new projects dropped sharply after 
2014, and even if new projects were started recently, it typically 
takes four to six years to produce oil. So by 2021, there will be  
noticeably lower growth (Display 2). This reduced supply, we 
believe, is supportive of elevated prices for longer. 

Along the same lines, production in current US shale wells also 
falls rapidly. In the first year, production falls about 60%. This is 

OECD is defined as the Organization for Economic Cooperation and Development.  
Through March 2018. Source: International Energy Agency
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much higher than the reduction from offshore wells, which decline  
about 10% in the first year. So, to keep up with the growth in 
demand, drilling activity needs to increase each year. The larger 
the shale production becomes, the harder it is to offset these 
declines and keep growing and the more drilling and fracking will 
be required. Our analysis suggests prices of around $70 will be 
needed to support this level of activity over the next few years.
 
OUR VIEW—SHALE COST INFLATION

As mentioned, oil inventories have been run down over the last 
few years. To compensate for this tight supply, exploration and 
production (E&P) companies need to produce more oil. But oil 
largely is a long-cycle commodity which means it takes many 
years and is very costly to produce additional supplies. While this 
stands as a headwind to today’s supply/demand picture and is 
likely putting upward pressure on prices, US shale producers can 
provide some near-term supply relief.  

laborers and truck drivers are in short supply and the transport 
pipelines are full, causing delivery bottlenecks. A single shale well 
can use 10,000 tonnes of frack sand. Growing production requires 
many more trucks and drivers to deliver sand and water to the well 
head. Pay rates are rising to attract drivers—job ads are quoting 
more than $100,000 per year. These shortages may eventually 
ease over time, but right now, E&P companies are faced with 
more costs, and those costs will continue to rise in the near term  
with increasing growth. Therefore, to incentivize the shale 
industry to continue to drill, the price of oil needs to be elevated  
to make drilling and producing shale oil economical for them.  
Again, further supporting prices at or above $70. 

FUTURES PRICE—TOO LOW

The magnitude and speed in the upward movement of oil prices 
has caught many investors off guard. Although the more recent 
move can be attributed to the tension between the US and Iran  as 
well as Venezuela continuing to collapse, higher prices make sense 
from both a fundamental and economic viewpoint. Whether it’s 
the necessity of price inflation within US shale or the tightening of 
supply from lower capital spending, an elevated price of oil seems 
inevitable. That’s why we believe the futures market, predicting 
prices near $60 per barrel, is too bearish and a price above $70 is 
more appropriate.
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Capital Markets Update

US STOCKS, COMMODITIES WINNERS YTD

Past performance is not necessarily indicative of future results. 
There is no guarantee that any estimates or forecasts will be realized. 
US stocks are represented by the S&P 500 Index; international developed-
market stocks by the Morgan Stanley Capital International (MSCI) EAFE Index of 
developed markets in Europe, Australasia, and the Far East; emerging-market 
stocks by the MSCI Emerging Markets Index; municipal bonds by the Lipper 
Short/Intermediate Blended Municipal Fund Average; taxable bonds by the 
Bloomberg Barclays US Aggregate Bond Index; hedge funds by the Hedge Fund 
Research Inc.’s (HFRI) Fund of Funds Composite Index; commodities by the MSCI 
ACWI Commodity Producers Index; global real estate by the FTSE EPRA/NAREIT 
Developed Index. An investor cannot invest in an index. These figures do not 
reflect the deduction of management fees and other expenses an investor would 
incur when investing in a fund or separately managed portfolio. See “Information 
About MSCI” at the end of this report.

*As of April 30, 2018 
Source: Bloomberg Barclays, FTSE, HFRI, Lipper, MSCI, S&P, and AB
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US shale provides a large known resource of oil. Producers 
can quickly produce more oil by simply drilling more wells in 
their acreage and connecting them to existing pipelines. The  
investments are relatively small and can start delivering oil and 
cash within six months. In contrast, most of the world’s oil comes 
from large, long-term projects. New supply has to be discovered, 
appraised and requires investments of billions in new infra-
structure like offshore floating platforms that will only produce 
returns several years later.

In the oil industry, relatively small investments are still not cheap.  
In fact, US shale E&P companies spend all their cash flow in 
finding, drilling, and producing oil. But there’s a catch: fracking 
companies need oil prices to be high enough to provide sufficient 
cash to produce incremental growth, and today even more cash 
than normal is required.

The boom renaissance in US shale is resulting in cost inflation  
for services needed to support drilling projects and the infra-
structure that is used to transport and store oil. For example, 
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PRODUCTION GROWTH DECELERATING
NON-OPEC AND EX-SHALE YEAR-OVER-YEAR GROWTH

Source: Goldman Sachs
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Information About MSCI
MSCI makes no express or implied warranties or representations, and shall have no liability whatsoever, with respect to any MSCI data contained herein. The MSCI 
data may not be further redistributed or used as a basis for other indexes or any securities or financial products. This report has not been approved, reviewed, or 
produced by MSCI.

Note to All Readers
The information contained herein reflects, as of the date hereof, the views of AllianceBernstein L.P. (or its applicable affiliate providing this publication) 
(“AllianceBernstein”) and sources believed by AllianceBernstein to be reliable. No representation or warranty is made concerning the accuracy of any data compiled 
herein. In addition, there can be no guarantee that any projection, forecast, or opinion in these materials will be realized. Past performance is neither indicative 
of, nor a guarantee of, future results. The views expressed herein may change at any time subsequent to the date of issue hereof. This material is provided for 
informational purposes only, and under no circumstances may any information contained herein be construed as investment advice. AllianceBernstein does not 
provide tax, legal, or accounting advice. The information contained herein does not take into account your particular investment objectives, financial situation, 
or needs, and you should, in considering this material, discuss your individual circumstances with professionals in those areas before making any decisions. Any 
information contained herein may not be construed as any sales or marketing materials in respect of, or an offer or solicitation for the purchase or sale of, any 
financial instrument, product, or service sponsored or provided by AllianceBernstein L.P. or any affiliate or agent thereof. References to specific securities, if any, 
are presented solely in the context of industry analysis and are not to be considered recommendations by AllianceBernstein. AllianceBernstein and its affiliates 
may have positions in, and may effect transactions in, the markets, industry sectors, and companies described herein.

The [A/B] logo is a registered service mark of AllianceBernstein, and AllianceBernstein® is a registered service mark, used by permission of the owner, 
AllianceBernstein L.P.

This document is provided for informational purposes only, reflecting prevailing market conditions and our judgments as of the date indicated herein. Opinions and 
estimates may be changed without notice and involve a number of assumptions that may not prove valid. Neither this document nor any of its contents may be used 
for any purpose without the consent of AllianceBernstein.
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