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The end of a three-year accord between Russia and the Organisation of 
Petroleum Exporting Countries (OPEC) is proving a game-changing shock to 
the oil market as the Covid-19 pandemic hits demand. The resulting price war 
between Russia and Saudi Arabia challenges the US’s dominance of the global 
market. 

For only the third time in three decades, demand for oil is contracting. The Covid-19 
pandemic is acting as catalyst. China has seen infections tail off and confinement 
restrictions start to lift as the focus turned to Europe, which the World Health 
Organisation described on 13 March as the ‘epicentre’ of the virus. 

On 6 March 2020, Russia said that it would abandon its three-year old commitments 
that aligned its production with OPEC and increase supplies by as much as  
500,000 barrels per day (bpd). While the announcement took markets by surprise, 
there were earlier signs that some in Russia were unhappy with the arrangement. 
Igor Sechin, PJSC Rosneft Oil Company’s Chief Executive Officer and sometimes 
described as Russia’s second most powerful man, reportedly told President Vladimir 
Putin that the continued production cuts posed a “strategic threat” to Russia. Each 
voluntary production cut handed market share to the US, according to a letter cited 
by Reuters in February. 

‘This is masochism’

“Our volumes are simply replaced by the volumes of competitors,” said Rosneft 
spokesman Mikhail Leontiev more recently. “This is masochism.” Russia’s position 
was also influenced by Libya’s production collapse, and a preference to wait-and-see 
how much demand would fall in response to the coronavirus.

The decision triggered an immediate response from Saudi Arabia and a price war 
that may be politically difficult to halt. The Kingdom said that it would increase 
output from January’s 9.7 million bpd to a maximum capacity of 12.3 million bpd in 
April. 

Market oversupply, says the International Energy Agency (IEA), may reach  
1 million bpd by the end of this year. Overall, the full year may see oversupply of at 
least 2 million bpd. That may be a conservative estimate. In the near term, we expect 
oversupply in April to reach around 6 or 7 million bpd as stocks are replenishing fast. 

OPEC, founded in 1960 to stabilise prices in the oil market, currently accounts for 
around one third of global production. With Saudi Arabia as its de facto head, the 
cartel has historically tried to set a price floor to encourage longer-term investment 
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https://coronavirus.jhu.edu/map.html
https://www.reuters.com/article/us-health-coronavirus-who/europe-is-epicenter-of-coronavirus-pandemic-who-idUSKBN2102Q0
https://www.reuters.com/article/us-oil-opec-russia-rosneft-exclusive/exclusive-russias-sechin-raises-pressure-on-putin-to-end-opec-deal-idUSKCN1PX1R7
http://www.tellerreport.com/business/2020-03-08---rosneft-spoke-about-opec-%2B-unfavorable-conditions-for-russia-.r1H87UGH8.html
http://iea.org/
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in the sector. But the Kingdom does not like having to shoulder 
output cuts alone as the ‘swing producer,’ and has in the past 
used the threat of flooding the market, for example against 
Venezuela, to strong-arm others into cutting supply. 

The clash between Saudi Arabia and Russia, the world’s second 
and third-largest oil producers, has more than halved the value 
of Brent crude since the start of the year, to around USD 27 per 
barrel as we go to print. Prices were little changed as the US 
appeared to reach agreement on an aid package for its economy 
and given the prevailing supply/demand imbalance, it is likely 
that prices will remain low. That will force high-cost producers 
to temporarily shut down and so rebalance the market. 

Russian roulette

With President Putin securing his power base beyond his 
current presidential term that ends in 2024, the Russian 
leader may be looking for ways to shore up his relationships 
with those who dislike the country’s production limits. The 
Russian parliament recently discussed a plan to allow Mr Putin 
to remain in power beyond his present term. In January, the 
president announced reforms to the constitution and the entire 
government resigned. The timing of the decision also coincides 
with expectations that Russia’s oil production may peak before 
2024, as falling investment and exploration take their toll on 
output. 

Russia may have calculated that it can afford to take short-term 
dent in its budget with a loss in oil market revenues. More than 
one-third of Russia’s national budget comes from oil revenue, 
compared with two-thirds of Saudi Arabia’s. Russia’s floating 
exchange rate also allows it to balance ruble-denominated 
costs against revenues in US dollars. The Russian currency 
is trading close to a four-year low against the US dollar. Oil 
prices fell nearly 30% and the ruble lost 9.5% on 9 March after 
Saudi Arabia announced its increase and the IEA released its 
oversupply estimates. Russia’s budget break-even is around 
USD 40 per barrel. In contrast, Saudi Arabia needs oil prices to 
be around double that figure to balance its budget. 

Russia may be counting on short-term pain, in return for a 
stronger, longer-term strategic position that weakens the 
US’s market leadership. Saudi Arabia may have decided that 
only coordinated production cuts can balance the world’s oil 
markets and there is no sign of US willingness to curb shale 
output. 

Shale risks and sanctions

The US has done little to smooth its oil tensions with Russia. 
In December 2019, it imposed sanctions designed to delay the 
construction of the Nord Stream 2 pipeline linking Russia with 
Northern Germany through the Baltic Sea to deliver natural 
gas. Then last month, the US imposed sanctions to punish a 
Rosneft subsidiary for supporting President Nicolás Maduro’s 
rule in Venezuela. 

The price war squeezes higher-cost shale producers, who have 
made the US the world’s biggest producer since 2018. President 
Trump’s response on Twitter (“good for the consumer, gasoline 
prices coming down!”) misunderstood the situation for oil 
producers who have to shut drilling in the short term and the 
threat to the US markets in the longer run. 

Over the past two weeks, US shale producers responded to the 
fall in prices with spending cuts averaging more than 30%, and 
some cut dividends to protect their balance sheets. American 
shale producers are turning to the US government for support. 

Harold Hamm, founder of US shale producer Continental 
Resources Inc., is already leading an anti-dumping complaint 
against Saudi Arabia that, if backed by the US Commerce 
Department, may result in countervailing duties on oil imports. 

The US is trying to persuade Saudi Arabia to reverse course. 
The Kingdom must “rise to the occasion and reassure” the oil 
market, Secretary of State Mike Pompeo said 25 March. 

Wider fallout and outlook

Still, amid the noise about the world’s three largest oil 
producers, we must not forget that the fallout will inevitably 
hurt other economies that can ill afford today’s prices. States 
including Nigeria, Iran, Kazakstan, Venezuela and Algeria, 
for example, all rely on oil revenues to run their economies. 
Such vulnerable countries, as well as other emerging market 
producers including Brazil and Mexico, may see the threat to 
revenues translate into knock-on effects in their bond markets 
and currencies. 

We fully expect the monetary and fiscal response to the 
coronavirus to lead to a rebound in economic activity and 
markets in the months ahead, along with a recovery in oil 
demand. However, if global storage reaches capacity in the 
second quarter of the year, we may see an even more brutal, but 
temporary, decline in oil prices.

For now, the oil market is balancing two unknowns: the 
evolution of demand as the world economy comes to terms 
with the impact of the coronavirus, and the damage that Russia 
and Saudi Arabia are willing to inflict in their tussle. While that 
dynamic plays out, oil prices will continue to see heightened 
volatility. A year from now, we expect prices to trade around 
USD 40 per barrel. 

https://www.bloomberg.com/news/articles/2020-03-25/what-s-in-congress-2-trillion-coronavirus-stimulus-package
https://www.themoscowtimes.com/2020/03/10/president-for-life-putin-opens-door-to-extending-rule-until-2036-a69576
https://www.gazprom.com/projects/nord-stream2/
https://twitter.com/realdonaldtrump/status/1237024549046288385
https://www.bloomberg.com/news/articles/2020-03-11/oil-tycoon-hamm-seeks-anti-dumping-probe-against-saudi-oil-flood
https://www.bloomberg.com/news/articles/2020-03-25/u-s-urges-saudis-to-rise-to-the-occassion-in-oil-price-war
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