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Ukraine invasion: few mitigating factors for oil prices
■

We have revised our oil-price forecast on the back of the Russia-Ukraine crisis, incorporating a sizable geopolitical risk
premium throughout our forecasting horizon. We expect Brent prices to remain above USD 100/bbl into 2023.

■

The shock brought about by the invasion of Ukraine has come at a time of tight supply, low spare capacity and recovering
demand. In addition, costs related to the shipping of Russian oil are soaring.

■

We see few mitigating factors in the short term. OPEC+ does not have the appetite to revise its tapering strategy, and US
shale production is suffering from two years of under investment. Equally, the deployment of strategic petroleum reserves is
not a solution. Any drop in global oil demand would likely have a marginal impact on oil prices given the current backdrop of
supply tightness and geopolitical uncertainty.

Sizable geopolitical risk premium
On the back of Russia’s invasion of Ukraine, we now expect Brent to average USD 110/bbl (up from USD 76/bbl) in 2022 and
USD 98/bbl (up from USD 66/bbl) in 2023. In our view, and assuming that tensions de-escalate by the end of 1H22 without
affecting energy flows from Russia, Brent is likely to peak at USD 120/bbl next quarter before starting to decline towards USD
90/bbl at the end of 2023. Since the invasion of Ukraine is likely to have lasting diplomatic, economic and political ramifications,
we have penciled in a sizable geopolitical premium compared to our original forecast of USD 65/bbl at the end of 2023, but also
compared to the futures that predict a rapid price normalization (chart 1). Given the nature of the shock brought about by the
crisis, which has triggered an unprecedented structural geopolitical shift, we expect Russia-related uncertainty to remain a
persistent market-driver throughout our forecasting horizon.
CHART 1: BRENT PRICES TO STAY HIGH
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To offer a sense of the size of the geopolitical risk premium associated with the Russia-Ukraine conflict, Brent prices are now
around USD 40/bbl higher than they were at the beginning of the year and are up by 50% YTD. The spread between spot Brent
prices and futures nine months ahead is currently above USD 20/bbl – a level never reached since the 1990s (Chart 2). This is
a sign of the short-term pessimism of the market and medium-term optimism. However, history shows that the futures curve
adjusts only gradually. So, the gap between front and back positions might close quickly if a diplomatic solution is not found and
if the market perceives lasting geopolitical uncertainty.
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CHART 2: GAUGING THE GEOPOLITICAL RISK PREMIUM
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This rising geopolitical risk premium not only reflects the risk of damage to oil facilities during the military conflict or potential
Western sanctions on natural gas/oil but it also incorporates soaring insurance costs to ship Russian oil. This is shown in Chart
3, which shows shipping prices for oil coming from the Baltic Sea and the Black Sea (freight rates are usually expressed in so
called worldscale points). Freight rates for both routes have more than tripled in a couple of days, as crude-oil buyers struggle
to find shippers willing to send their vessels into Russian ports. This is part of a broader phenomenon of “self-sanctioning”.
Market participants are simply refusing to deal in Russian oil, even if Western governments allow it within the sanctions they
have imposed on Russia in response to its invasion of Ukraine. According to Bloomberg reports, this is due to confusion about
what is legally permitted, fears about reputational damage or moral objections.
CHART 3. COSTLY RUSSIAN OIL
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Tight physical market
The Russia-Ukraine conflict is taking place at a time when the physical oil market is rather tight. OECD inventories, whether
measured as the differential between the pre-shale-boom average or the five-year moving average, are extremely low. This is
because demand that arose during the economic recovery that followed months of pandemic-related restrictions worldwide has
not been met by an equally strong recovery in supply. OPEC+ has been very conservative with regard to the tapering of its
output cuts. However, as we have argued for a long time, we expect the market to gradually shift from a situation of
undersupply to one of oversupply in 2Q22, as shown in Chart 4. The underlying assumption is that there will not be any major
disruptions to energy flows from Russia and that OPEC+ will continue to add 400,000 b/d to production quotas until its prepandemic production level is fully restored.
CHART 4. VERY LOW INVENTORIES
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What if Russia cut its oil supply?
Russia exports around 5mn b/d of oil worldwide. Europe and China (see Chart) are the major buyers. In a risk scenario in which
energy supplies are affected to some extent for a short period of time, we expect the price of Brent to peak at around USD
130/bbl before gradually returning towards USD 95/bbl at the end of our forecasting horizon. In such a scenario, there would be
few mitigating factors. This forecast does not incorporate spillover effects from the curtailing of natural-gas supply – which
would likely push Brent prices even higher.
OPEC+’s spare capacity (production that can be activated in less than 90 days) amounts to 6mn b/d, including also sanctioned
oil from Iran. However, short-term spare capacity (that can be activated in less than 30 days) amounts to just 2.5mn b/d.
Therefore, if Moscow decided to cut its oil exports to zero or if the West decided to sanction them, then there would be an
output shortfall of about 2.5mn b/d, and this would likely send Brent prices towards USD 150/bbl (in our risk scenario, we
assume that oil supplies will only be partially curtailed). In addition, current figures pertaining to OPEC+’s spare capacity should
be taken with a pinch of salt. In January, its production was 910,000 b/d below target because other countries, such as Nigeria
and Angola, have struggled to meet their production quotas. In General, as it was confirmed by yesterday’s review meeting,
OPEC+ has no appetite to revise its tapering strategy, even when prices are substantially higher than what it thinks it is optimal
for a stable market. Equally, an Iranian nuclear agreement seems within reach, and we think that Washington is aware of a
need to reach an agreement quickly. Nevertheless, it will take a few weeks for Teheran to bring its barrels of oil onto the market
once a deal has been signed (no more than 500k b/d initially).
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CHART 5: DON'T COUNT ON OPEC+ TO MAKE UP FOR SUPPLY SHORTFALLS
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In the very short term, US shale oil cannot be counted on to make up for supply shortfalls either. Shale-oil suppliers are likely to
take advantage of shorter lead times between drilling and production relative to traditional oil production in reaction to favorable
market conditions. However, such producers are emerging from two years of under-investment, which has weighed on their
ability to ramp up production quickly in the short-term. The data in Chart 6, which shows shale-oil rig counts and the number of
drilled but uncompleted wells (DUCs), indicate that the recovery in production in recent months was facilitated by the drawdown
of existing wells and not by the discovery of new ones. When drilling activity grows faster than completion and production, then
the number of DUCs increases – creating spare capacity that can be activated in case of need. Given that the average life of
non-conventional oil wells is around 18 months, with their productivity declining rapidly over this time horizon, DUCs represent
an important cushion to adapt to sudden changes in demand. At the moment, the number of DUCs is low, and to boost their
numbers in a significant way (and thereby increase oil production) might take around 12 months of intense investment activity.
Thus, this would take too long to facilitate a reaction to a sudden drop in Russian supply.
CHART 6. US SHALE CONSTRAINED BY UNDERINVESTMENT
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With regard to other mitigating factors, releasing strategic oil reserves would also not provide a solution, as demonstrated by
the internationally coordinated injection of oil by consumer countries before Christmas or by a recent decision by the
International Energy Agency to make available 60mn b/d of its reserves. Responding to a potentially open-ended shortfall in oil
production by providing a finite supply will not succeed as a solution. In addition, if oil reserves were to fall below a certain
threshold, this might push prices up, as investors would likely fear that consumer countries are rapidly depleting production
buffers. Finally, a decline in global oil demand is probably the most effective mitigating factor in the short term. Such a drop in
demand is however difficult to quantify because consumption is still off of its pre-pandemic levels, and most growth in demand
in the coming months is expected to be driven by jet fuel as travel is expected to recover from declines brought about by the
pandemic. However, given geopolitical uncertainty and overall supply tightness, the impact of a decline in demand on oil prices
would likely be marginal.

Edoardo Campanella, Economist (UniCredit Bank, Milan)
+39 02 8862-0522
edoardo.campanella@unicredit.eu
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