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“Shale Oil, OPEC & Deflation”
By October 2014, West Texas Intermediate (WTI)
oil prices had already declined from $107 to $85 per
barrel. Many believed that OPEC would stabilize oil
prices by reducing production.
Our analysis suggested oil prices were headed much
lower as massive new U.S. shale oil production
appeared to be on a collision course with OPEC.
Given the outsized 70-100% ROIs (returns on
investment) on U.S. shale oil drilling and dramatic global
share gains being achieved by U.S. shale producers in
such a short period of time, we concluded that the OPEC
cartel would be in danger of losing control over prices.
This was a new dynamic where oil prices would be
declining due to a novel source of supply and not due to
a plunge in demand as seen in the prior three oil price
downturns.
It followed that OPEC had no choice but to keep
producing and secretly hope oil prices would decline
quickly enough and far enough to halt the rise in U.S.
shale production. Middle East contacts confirmed that
Saudi Arabia’s Oil Minister Ali Al-Naimi would have the
courage to do what was necessary to stop the growth in
U.S. shale oil.
Based on shale oil breakeven prices, we estimated
the pain point (for shale producers to reduce drilling) to
be $50-60 per barrel, with the possibility that prices could
go lower as commodities often over-compensate. Indeed,
oil prices did drop below $50.
Our most recent analysis suggests that oil prices are
not likely to recover to $90-100 any time soon as shale oil
producers would simply fire up the drilling rigs as prices
move back up.

Shale Oil Economics
For investors, understanding shale oil economics is
critically important as the macro economic and policy
effects resulting from a 50% drop in oil prices will be
significant and potentially quite favorable.
(1) From 2010 to 2015, global oil production will have
grown by 5 million barrels a day, with almost all
coming from one country—the U.S. (Exhibit I) The
U.S. has become the largest oil producer in the
world, growing production from 9.7 million barrels
per day in 2010 to 14.8 million bpd this year,
increasing share from 11% to 16% of the world’s
92.9 million bpd production. OPEC’s share is
decreasing from 40.4% to 38.9%.
(2) The surge in U.S. oil production is largely due to
innovative new horizontal drilling and hydraulic
fracturing methods, chemistries and technologies,
allowing American shale oil exploration companies
to find and extract oil at very attractive returns and
with very few dry holes. Well economics for
Carrizo Oil’s Texas Eagle Ford Shale projects
(Exhibit II-A) showed that it was achieving sky high
Internal Rates of Return (IRR) of 124% at $100 oil
and 70% at $85 oil during 2014. Carrizo also cited
breakeven prices of $48.50/barrel in 2014. Based on
additional research, we estimated average
breakevens across leading U.S. shale plays ranging
from $50 in the Permian and Utica to as high as $7075 in parts of the Bakken.
(3) Where will oil prices go? This is a tricky question
as global demand growth has slowed and oil prices
have only exceeded $40/barrel in the last 11 years
(Exhibit III). With cash costs for traditional
sources of oil in the $5/barrel to $40/barrel range,
U.S. shale producers are the new marginal source
of oil. So global supply will be determined at the

margin by when and at what price the U.S. shale oil
companies shut down or restart their drilling rigs.
(4) While late last year Carrizo cited breakeven
profitability at $48.50/barrel, in January they
announced that improving drilling and completion
techniques would drive their costs down and reduce
breakevens to $43.50/barrel in 2015 (Exhibit II-B).
Recognizing higher breakevens for other operators
in the Permian Basin and the Bakken, we believe
that American shale oil will put a de facto $50-60
ceiling on oil prices over the intermediate term.
(Carrizo cited IRRs of 29% at $55 oil and 50% at
$65 oil for the Eagle Ford Shale in 2015.) One
caveat is that it is possible that the de facto oil price
ceiling could rise to $60-70/barrel, particularly over
the near term, if U.S. shale exploration cash flows
decline too abruptly and companies become capital
constrained.
(5) The U.S. “Horizontal Drilling Rig Count” dropped
precipitously in the 2/6/15 week but is only down
7.5% vs. a year ago (Exhibit IV). We believe the
Saudis won’t be happy until they see actual U.S.
production declines.
This study focuses on an unusual spike in supply
thanks to American innovation that should put a ceiling
on oil prices for years to come, whether that ceiling is
$50, $60 or $70 per barrel.

delivers more value with each new model at roughly the
same price. Likewise, advancing shale oil technologies
will also deliver to the consumer more value (more
gasoline) per dollar for years to come.
Our calculations indicate that a 0.5% decline in
inflation pushes the overall CPI and PCE inflation
indices dangerously closer to the deflationary level that
the Federal Reserve wants to avoid. This may put
pressure on the Fed to delay its previously announced
regimen of raising short-term rates in the middle of
2015.
Globally, lower oil prices will add to the existing
deflationary pressures from weaker economic growth,
especially in Japan, Europe and China, contributing more
pressure on the European Central Bank and other central
banks to buy bonds and lower interest rates further. The
ECB should have acted 3-4 years ago, but monetary
stimulus, however late, will help support economic
growth and boost stock prices globally going forward.
We believe that the 50% plunge in oil prices is a
“win, win” that will boost consumer demand and
reduce inflation globally. These benefits may last for
longer than most believe as shale oil puts a de facto
ceiling on oil prices for many years.
Graham Y. Tanaka, CFA

“Higher GDP Growth & Good Deflation”
For the domestic economy, we will see initial
negative effects of job losses in the energy sector, but the
benefits to the overall economy will be net job growth
and as much as a 0.5% boost to GDP growth as
consumers have more cash to spend and lower
commercial transportation and feedstock costs are
reinvested in other areas (Exhibit V).
The 50% drop in oil prices have already begun to
show in lower gasoline prices, but the deflationary
benefits should also ripple through the economy
throughout the year, contributing eventually to as much
as a 0.5% decline in overall inflation in the U.S.
We believe that this shale oil deflation is “good
deflation,” much like the “Digital Deflation” being
injected into the economy every year by “faster, better,
cheaper” technology products.
The Apple iPhone

Thanks to Max Quinlin, Philip Kay and Thomas Pang.

Exhibit I
“DRAMATIC RISE IN U.S. OIL PRODUCTION”
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Exhibit II
“FAVORABLE EAGLE FORD SHALE ECONOMICS”
Exhibit II-A
Carrizo Oil & Gas Eagle Ford Shale
Economics 4th Qtr. 2014
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Exhibit II-B
Carrizo Oil & Gas Future Eagle Ford
Shale Economics From Analyst Day
January 27th 2015
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Exhibit III
“IT HAS ONLY BEEN IN THE LAST 11 YEARS THAT
OIL HAS EXCEEDED $40/BBL”

“THE MARGINAL COST OF U.S. SHALE OIL IS CONSIDERABLY HIGHER
THAN CONVENTIONAL SOURCES”
Shale
Oil

Source: Rystad Energy, Morgan Stanley Commodity Research
Y axis: Operating Costs with and without royalty effects, $/bbl; X axis: Cumulative global liquids production, mmbl/d

Exhibit IV
“U.S. HORIZONTAL DRILLING RIG COUNT IS DOWN 7.5% VS. YEAR AGO
BUT IS NOT ENOUGH FOR OPEC TO STOP THE SHALE REVOLUTION”
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Exhibit V
“LOWER OIL PRICES SHOULD BOOST GDP & INJECT GOOD DEFLATION IN 2015”
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