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•• In the oil market, demand is exceeding production, leading to steep inventory draws. This reflects past 
reductions in CAPEX that are preventing U.S. shale from filling the supply gap, a situation that we don’t 
expect to be remedied within the next year.

•• In isolation, physical market fundamentals point to a continued upward trend in prices over the next few 
years. In our judgment, only a global recession could close the supply-demand gap in the intermediate term. 

•• Despite this expectation, we don’t believe that investors should blindly go long oil. We expect oil price 
volatility to remain elevated. In addition to physical market conditions, trading in oil also should be informed 
by macroeconomics, market participants’ positioning, and technical factors, which may cause material 
divergences from fundamentals.

Few topics in the investment industry spur stronger 
opinions than the price of oil. Today, as the price of  
West Texas Intermediate crude is approaching a 50% 
year-on-year increase, there is no shortage of participants 
projecting a continued spike beyond $100/bbl—or a 
crash back to $26/bbl. One year ago, in contrast, few 
analysts strayed far from the consensus forecast and the 

relative stability reflected in the futures curve, implicitly 
suggesting that U.S. shale would likely offset any deficit 
created by OPEC production cuts. Let’s revisit what 
transpired in the oil market over the past twelve months 
from a fundamental perspective and see why consensus 
was essentially forced to mark forecasts to market as oil 
prices kept rallying.

FIGURE 1: MEDIAN ANALYST FORECAST AND ACTUAL WEST TEXAS INTERMEDIATE CRUDE PRICE

Source: Bloomberg. For illustrative purposes only. It is not possible to invest directly in any index. Every investment program has the opportunity for losses as 
well as profits. Past performance is no guarantee of future results.
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A full picture of commodities pricing involves supply, 
demand, inventories, and active futures curves. Supply 
is the global rate of production, and demand is the global 
rate of consumption. When the run rate of production 
exceeds that of consumption, the physical market is 
deemed to be in “surplus”; when the rate of production 
falls below the rate of consumption, the market is in 
“deficit.” Inventories provide a buffer against transient 
deficit markets. Futures curves, which comprise prices 
for a range of delivery dates, reflect forward-looking 
expectations regarding variations in supply, demand,  
and inventories. 

Currently, the gap between global production and 
global consumption in the oil markets is very wide—the 
highest on record in terms of barrels per day. This is a 
product of multiple factors, including a 1.8 million-barrels-
per-day (mbpd) OPEC cut, unanticipated supply drop-
offs from Venezuela and Iran, and limited supply growth 
outside of U.S. shale. As data from the U.S. Department of 
Energy shows, inventories in the U.S.—home to the largest 
refining complex in the world—have been drawing down 
persistently for the past two years. In fact, strong demand 
has removed nearly the entire inventory surplus that was 
created by U.S. shale prior to 2014.

In order to close the deficit going forward, global 
production must grow by roughly 1.5 mbpd per year. 
Only three years ago, when the U.S. oil market was still 
in surplus, U.S. energy investors became so enamored 

with “drilling discipline” that, in many cases, they 
demanded exploration and production companies (E&Ps) 
curtail output. This led some E&Ps to create “pacts” to 
limit production, shifting cash flows from CAPEX back 
to shareholders. “Growth” became a censored word on 
earnings calls.

Today, the repercussions of CAPEX underinvestment 
are apparent in the relationship between the price of 
U.S. shale oil in West Texas and that in Cushing, OK. 
The Permian basin, the most prolific oil patch in the U.S., 
experienced continued growth in production, but there 
was minimal investment in pipeline capacity to transport 
that oil to the market. As a result, light-sweet quality 
oil in Cushing is trading at a 30% premium to its most 
significant source location, less than 500 miles away. In 
addition, export demand from the Gulf Coast is growing. 
Thus, while the U.S. can surely grow shale production, 
there will be insufficient pipeline capacity to get this oil 
out to the market over the intermediate term, which has 
forced prices higher. 

Additional pipeline capacity projects are in progress, 
however, the pipelines are not scheduled to come 
online until late 2019. In the meantime, past spending 
“discipline” has effectively postponed U.S. shale 
production growth and temporarily ceded market control 
to OPEC for at least the next one to two years, postponing 
realization of hopes in the shale community that the U.S. 
will become the global “swing producer.”

FIGURE 2: DIFFERENCE IN PRICING FOR WEST TEXAS INTERMEDIATE GRADE OIL
Difference in WTI Grade Oil Delivered in Midland, TX vs. Cushing, OK

Source: Bloomberg. For illustrative purposes only. It is not possible to invest directly in any index. Every investment program  
has the opportunity for losses as well as profits. Past performance is no guarantee of future results.
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Indefinite postponement of Saudi Aramco’s IPO is 
further evidence of the oil market’s shifting dynamics, 
as oil prices are no longer pressuring Saudi Arabia to 
sell this valuable asset in order to fund its fiscal deficit. 
Saudi Arabia plans to further reduce its budget deficit to 
7% of GDP this year from near 9% last year according to 
Finance Minister Mohammed al-Jadaan.

The tight physical market is also reflected in a 
“backwardated” futures curve, i.e., longer-dated 
futures are trading below shorter-dated. This presents 
a headwind for U.S. shale E&Ps who often must hedge 
their future oil production revenue in order to obtain 
funding; they are selling their oil at a steep discount to 
current spot prices. In contrast, most OPEC countries 
operate in the spot market, putting them at a significant 
advantage over U.S. shale.

Thus, in isolation, the current rates of supply and 
consumption and their effect on inventories point to a 
continued upward trend in prices over the intermediate 
term. In fact, short of a recession, we believe that over 
the next one to three years fundamentals present one of 
the most positively skewed price outlooks, before U.S. 
shale can finally fill the gap. Even moderate decreases 
in the rate of consumption growth wouldn’t be enough 
to resolve the imbalance. Annual global demand growth 

has been resilient and inelastic, averaging around 
1.5 mbpd over the long term with actual decreases in 
demand limited to recessions. 

Despite this view, investors shouldn’t blindly go 
long oil. In addition to fundamentals of the “physical” 
market, there is a large “investment” market for oil, 
which facilitates hedging by commercial producers and 
consumers as well as speculation. As a result, oil prices 
may be driven by positioning and technical influences, 
as well as views on macro and geopolitical factors 
such as currency moves, emerging market growth, 
and trade disputes. Prices, as a result, may at times 
diverge materially from physical fundamentals. Because 
of these varied influences on the market, we believe 
trading crude oil requires a composite view of physical 
fundamentals, macroeconomic factors, positioning, and 
even seasonality.  

Over the next few years, we expect oil price 
volatility to remain elevated. Volatility tends to rise 
during market transitions from surplus to deficit (and 
vice-versa). In the past OPEC has acted as a market 
regulator, helping to dampen oil price volatility. But 
now, oil prices are affected by supply dynamics of two 
large and influential producers—U.S. shale and OPEC—
instead of only one.
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GENERAL LEGAL DISCLAIMER
Acadian provides this material as a general overview of the firm, our 
processes and our investment capabilities. It has been provided for 
informational purposes only. It does not constitute or form part of any offer 
to issue or sell, or any solicitation of any offer to subscribe or to purchase, 
shares, units or other interests in investments that may be referred to herein 
and must not be construed as investment or financial product advice. Acadian 
has not considered any reader’s financial situation, objective or needs in 
providing the relevant information. 

The value of investments may fall as well as rise and you may not get back 
your original investment. Past performance is not necessarily a guide to 
future performance or returns. Acadian has taken all reasonable care to 
ensure that the information contained in this material is accurate at the time 
of its distribution, no representation or warranty, express or implied, is made 
as to the accuracy, reliability or completeness of such information.

This material contains privileged and confidential information and is intended 
only for the recipient/s. Any distribution, reproduction or other use of this 
presentation by recipients is strictly prohibited. If you are not the intended 
recipient and this presentation has been sent or passed on to you in error, 
please contact us immediately. Confidentiality and privilege are not lost by 
this presentation having been sent or passed on to you in error.

Acadian’s quantitative investment process is supported by extensive 
proprietary computer code. Acadian’s researchers, software developers, 
and IT teams follow a structured design, development, testing, change 
control, and review processes during the development of its systems and 
the implementation within our investment process. These controls and 
their effectiveness are subject to regular internal reviews, at least annual 
independent review by our SOC1 auditor. However, despite these extensive 
controls it is possible that errors may occur in coding and within the 
investment process, as is the case with any complex software or data-driven 
model, and no guarantee or warranty can be provided that any quantitative 
investment model is completely free of errors. Any such errors could have a 

negative impact on investment results. We have in place control systems and 
processes which are intended to identify in a timely manner any such errors 
which would have a material impact on the investment process.

Acadian Asset Management LLC has wholly owned affiliates located in 
London, Singapore, Sydney, and Tokyo. Pursuant to the terms of service level 
agreements with each affiliate, employees of Acadian Asset Management 
LLC may provide certain services on behalf of each affiliate and employees 
of each affiliate may provide certain administrative services, including 
marketing and client service, on behalf of Acadian Asset Management LLC.

Acadian Asset Management LLC is registered as an investment adviser with 
the U.S. Securities and Exchange Commission. Registration of an investment 
adviser does not imply any level of skill or training. 

Acadian Asset Management (Japan) is a Financial Instrument Operator 
(Discretionary Investment Management Business). Register Number Director-
General Kanto Local Financial Bureau (Kinsho) Number 2814. Member of 
Japan Investment Advisers Association.

Acadian Asset Management (Singapore) Pte Ltd, (Registration Number: 
199902125D) is licensed by the Monetary Authority of Singapore. 

Acadian Asset Management (Australia) Limited (ABN 41 114 200 127) is 
the holder of Australian financial services license number 291872 (“AFSL”). 
Under the terms of its AFSL, Acadian Asset Management (Australia) Limited 
is limited to providing the financial services under its license to wholesale 
clients only. This marketing material is not to be provided to retail clients. 

Acadian Asset Management (UK) Limited is authorized and regulated by 
the Financial Conduct Authority (‘the FCA’) and is a limited liability company 
incorporated in England and Wales with company number 05644066. Acadian 
Asset Management (UK) Limited will only make this material available to 
Professional Clients and Eligible Counterparties as defined by the FCA under 
the Markets in Financial Instruments Directive.


