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Saudi Arabia and Russia: Who will blink first?
■

With the global oil demand deteriorating by the day, only a resolution of the price war between Russia and Saudi Arabia can
bring some price relief to the market.

■

Since Brent prices below USD 40/bbl do not mean equilibrium for anyone, sooner or later, one of the two or both will have to
back down, turn the tap off and push for some collective agreement – something that should happen well-before the June
review meeting to have a significant impact on prices.

■

If both countries cooperate, OPEC+ will deepen and extend its current output curbs. Otherwise, if Russia refuses to return to
the negotiating table, the OPEC+ alliance will likely collapse, forcing OPEC to act alone.

The oil market remains in turmoil. With the coronavirus health crisis rapidly raising the likelihood of a global recession, Brent
prices are hovering around the USD 30/bbl threshold – down 45% in just one month (currently Brent is trading at USD 27/bbl).
Investors are now wondering whether the next leg will be all the way down towards USD 20/bbl or up towards USD 40/bbl.
Since the global demand outlook is deteriorating by the day, only a significant reduction in supply will be able to bring some
price relief to the market. Some output adjustment will be inevitable. The least competitive US shale producers will likely be the
first to turn the tap off - with the most cash-strapped ones facing the risk of bankruptcy. Equally, some of the most vulnerable
OPEC producers will give in if Brent prices remain at current levels or below.
However, any meaningful move towards USD 40/bbl will depend on how the price war between Saudi Arabia and Russia
unfolds. The failed OPEC+ meeting on 6 March due to Russian unwillingness to agree on longer and deeper cuts pushed
Saudi Arabia to offer aggressive discounts (up to USD 8/bbl) to its European, Asian and American customers and to promise to
flood the market with more than 2mb/d when the output curbs expire at the end of March. At the moment, the conflict
increasingly resembles the traditional hawk-and-dove game (Table 1). The one who gives in first loses. Saudi Arabia wants to
punish Russia for its lack of commitment to the OPEC+ alliance, while Moscow wants to exert as much pressure on American
producers in retaliation for Washington’s boycotting of the North Stream 2 pipeline. But Brent prices below USD 40/bbl are far
below the fiscal breakeven prices of both Russia and Saudi Arabia – and far below the operational breakeven prices of several
producers. Sooner or later, one of the two or both will have to blink.
TABLE 1. HAWK-AND-DOVE GAME WITH LIKELY PRICE IMPACT (BRENT, USD/BBL)
RUSSIA
Blink

Confrontation

Blink

OPEC+ agreement
(p>45)

OPEC+ collapses, OPEC acts
(35<p<45)

Confrontation

Price war
(25<p < 30)

Escalating price war
(p<25)

SAUDI ARABIA

Source: UniCredit Research

Price war scenario
In traditional game theory fashion, Table 1 reports the different moves that each player, Russia and Saudi Arabia, has at its
disposal, with the corresponding payoffs. They can either blink or maintain a confrontational stance. The time horizon of the
price impact, which incorporates a fragile demand outlook due to a sharp slowdown in economic activity as outlined in the next
section, is through the end of April – the period that will likely correspond to the most acute phase of demand weakness when a
swift intervention by OPEC+ will be most needed. Right now, both parties seem resolute on provoking each other, with officials
on both sides repeatedly stating that their countries are comfortable with prices at current levels. We show this in the bottomright of the table, which corresponds to a full-fledged price war scenario.
Moscow and Riyadh can endure the pain of the confrontation for several months. Saudi Arabia can produce oil at roughly USD
3/bbl, though it requires USD 83/bbl to balance its budget. At current prices, Saudi Arabia’s budget deficit in 2020 would jump
to about 20% of GDP from 6.5% currently projected. Riyadh can rely on USD 510bn in reserve assets (65% of its GDP) to
wage the price war. Russia, by contrast, pumps oil at a cost of USD 30/bbl, but its fiscal breakeven price is lower at around
USD 45/bbl − having spent the last five years tightening its budget. Russian reserves amount to USD 570bn (25% of GDP) and
Russia could push for a weaker currency to compensate for low oil prices. Last week, Russia’s finance ministry said that it
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would draw on its USD 150bn national wealth fund in order to supplement the budget if oil prices remain low. All in all, Russia
looks slightly better equipped for a price confrontation.
Should the price war continue, the burden of the adjustment would fall on the weakest producers worldwide. The first producers
likely to throw in the towel are the Americans. There are too many of them and they are too small to orchestrate a coordinated
response to the current market situation, but among producers, they are the ones who enjoy the highest degree of flexibility in
turning the tap on or off thanks to rather contained fixed production costs. According to Rystad Energy, WTI breakeven prices
for US shale producers generally lie in the range of USD 40-50/bbl, with a high degree of price volatility within the same basin
and among wells belonging to the same operator.
The least competitive producers will be pushed out of the market while the most indebted ones risk bankruptcy. According to
Energy Aspects, several US operators have already announced cuts to their 2020 budget and activity. Among traditional
producers, with crude production in Libya, Venezuela and Iran already constrained, Nigeria and Iraq are likely next in line to
adjust. Together these two countries account for about 20% of OPEC production and low oil prices might exacerbate existing
domestic political tensions, with repercussions for the functioning of these countries’ oil industries.
Such output corrections might help balance the physical market somewhat without necessarily relieving oil prices, as investors
would still be worried about the absence of a true market balancer like OPEC or OPEC+. For this reason, and given the
intensifying weakness of the global macroeconomic outlook, Brent prices would likely move close to USD 20/bbl. Equally, if
Russia showed willingness to return to the negotiating table (blink) but Saudi Arabia refused (confrontation), Brent would likely
remain below USD 30/bbl because Moscow lacks the convening and coordinating power enjoyed by Saudi Arabia thanks to its
OPEC hegemony. This remains the most unlikely scenario of the four outlined in the table.
Bad timing for a risky strategy
Although Russia and Saudi Arabia can wage the price war for some time, affording Brent below USD 30/bbl through April, such
strategy could dangerously destabilise the market, exposing the most vulnerable producers to growing financial tensions. Also
Moscow and Riyadh risk compromising the health of their public finances and could be forced to revise down several publicly
funded projects that are essential to preserving domestic consensus. But, more importantly, the timing of such a risky
brinkmanship strategy could not be worse. In just ten days since the failed OPEC+ agreement, the global demand outlook has
dramatically deteriorated, with the virus having now hit all the largest advanced economies, forcing most governments to adopt
massive containment measures. Neither Russia nor Saudi Arabia were probably ready for such a sharp deterioration when they
started their brinkmanship — considering how optimistic demand forecast provided by OPEC were last month.
In its March update, the International Energy Agency (IEA) revised down its demand forecast for a second consecutive month,
penciling in a contraction of 90kb/d for 2020 — the first annual decline since 2008. In its baseline scenario, the main source of
demand weakness remains China, while negative spillover due to a global slowdown in economic activity remain limited. But
IEA warned that this might still be a benign scenario for a couple of reasons. First, China’s January and February figures for
industrial production, retail sales and fixed asset investment were deep in the red − more than expected. Second, even if
domestic demand and production recovered fast, the Chinese recovery − and, as a result, global oil demand in general − might
be partially impaired by the virus-induced slowdown in advanced economies.
Therefore, in our view, it is more informative to consider the worst-case scenario provided by IEA that is consistent with our
baseline of a more pronounced global slowdown than the one implicit in IEA’s own baseline. This assumes a contraction in
global demand of about 0.7mb/d in 2020 due to the global spread of COVID-19 and a slower recovery in oil demand. As shown
in Chart 1, this would be the first demand decline in a decade and output losses in terms of oil barrels would be slightly above
those recorded during the 2008 financial crisis. However, while we consider this risk scenario the baseline currently, the
probability of further downward revisions in the coming months remains extremely high given how fast and hard the global
health crisis is affecting the global real economy.
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CHART 1. DEMAND SET FOR A SIGNIFICANT CONTRACTION

Source: IEA, UniCredit Research

Time to cooperate?
Only Saudi Arabia is in the position to provide the leadership and direction that the market needs at the moment. And it is in its
interest to do so. Low oil prices hurt the Saudis economy more than they hurt the Russian economy. After all, until ten days ago
Saudi Arabia was the country most committed to the OPEC+ agreement and was playing the role of swing producer, cutting
production twice as much as it had agreed to. Moreover, if its aggressive pricing strategy was meant to reassert the Saudis preeminence in the oil market and force Russia to decide where to stand with respect to the OPEC+ alliance, it has amply
achieved the goal given the volatility caused in financial markets by its brinkmanship strategy. This leads us to consider the
upper row of Table 1.
If Saudi Arabia blinks, Russia can either do the same or keep a confrontational stance. In the first scenario, OPEC+ would, at a
minimum, keep in place the current output curbs (2.1mb/d), while trying to increase it by an additional 1.5mb/d as was
proposed at the last meeting (a total of 3.6m/bd). Since the existing production deal expires at the end of March, OPEC+
should ideally strike a deal before that day in order to prevent the physical market from being overwhelmed with the barrels
currently cut, thus likely pushing Brent above USD 45/bbl. Waiting until the June meeting would be too late given the current
market situation. Iran, for example, has just asked for an OPEC+ emergency meeting and other producers are becoming vocal
in this sense. Last week, Russia Energy Minister said that “the doors aren’t closed” to future cooperation between Russia and
OPEC.
In the second scenario, in which Russia refuses to back down, OPEC+ would collapse, while OPEC would go it alone (with less
firing power, of course) removing barrels from the market (at least 2m/bd), likely pushing Brent towards USD 40/bbl. Given the
fractious diplomatic relations between the countries at the moment, which led to the cancellation of the Joint Technical
Committee meeting scheduled for today, this second scenario looks more likely. While Russia would benefit from this initiative
as a free rider, it would pay the price of losing the economic influence in the Middle East that is attached to its OPEC+
membership. And Saudi Arabia would no longer need to share the scepter of oil king.
Edoardo Campanella, Economist (UniCredit Bank, Milan)
+39 02 8862-0522
edoardo.campanella@unicredit.eu
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