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Crude oil’s range-bound price may not stay that way very long—expect prices to 
trade lower until mid-year

U.S. crude oil exports set a new two-week record, as reported by the Energy Department. 
For the week ending February 10, it reported crude exports averaging 1.026 mb per 
day, and 1.211 mb per day for the week ending February 17—up nearly 200,000 barrels 
a day from the week earlier and about 350,000 barrels above the four-week average. 
Until recently, the U.S. was exporting about 500,000 barrels a day. We expect the trend 
to continue for the rest of the year. 

The U.S. export data is highly significant because the volume reported is very close to 
the estimated cut made by OPEC members. Simply put, U.S. exports are replacing the 
OPEC barrels that have been cut in the world market. That threatens to perpetuate the 
global oversupply that the major oil producers have been very anxious to reduce, as it 
has been keeping oil prices low. Oil demand had been falling since August last year, at 
a time that the major producers were ramping up output ahead of the agreement talks 
to cut output late last year.  If  OPEC cannot improve its 71% compliance (Reuters) with 
its output ceiling (1.098 mbl/day cut vs. 1.539 mbl/d target), the global oil glut will persist.  
Four OPEC members— Nigeria, Libya, Iran, and Indonesia—had refused to cut produc-
tion and dropped out of OPEC on the day of the meeting. Five members—Venezuela 
(7%), Algeria (18%), Gabon (22%), UAE (24%), and Iraq (48%)—have not made serious 
cuts. Only two members have made cuts of 100% (or more): Saudi Arabia (153%) and 
Angola (117%). Moreover, the Energy Department will begin the scheduled sales from the Strategic 

Petroleum Reserve (SPR) in the coming weeks. This is expected to add about 100,000 
b/d to U.S. supplies—relatively small amount (but not insignificant), and still about half 
of the cut in exports to the US that analysts expect from OPEC members. 
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These, among other issues, are the reasons why crude oil prices have been range-bound 
since December, despite universal investors’ enthusiasm for the output deals. The other 
issues are less stark, but it is looking like higher or lower oil prices in the near-term 
will depend on Saudi Arabia’s willingness to cut further to make up for these outputs, 
or whether or not KSA can keep its nerve while it continues to lose market share. To 
us, it strains credulity that KSA will cut further to make up for renewed vigour in U.S. 
production, and that KSA will sit on their hands while its major competitors (OPEC and 
Non-OPEC) get the major benefit from current, relatively higher oil prices.

MJT Insight: the first leg up in oil prices since early 2016 should 
retrace into Q2 2017
Brent Oil (Weekly chart or the perspective over the next two to four quarters)

Since early January, oil has been consolidating at high levels and in a narrow range. 
The period follows the sharp rise in prices, which started at the end of November, fol-
lowing the Vienna OPEC meeting, when an agreement to cut production finally started 
to materialise. The MJT weekly chart of Brent oil confirms a toppish view. Indeed, the 
uptrend sequences on both our oscillator series (lower and upper rectangles) have 

reached intermediate tops. The lower end of our price targets for this initial move up 
have also been met (“C” corrective target above USD 54 per barrel, right-hand scale). 
Such situations usually result in 3 to 6 months of consolidation down (as shown by 
the models on both our oscillator series). Our daily price targets (not shown here) sug-
gest that once it turns, oil could correct back to the low 50s, high 40s USD per barrel. 
Following that, we would expect prices to resume their uptrend during H2 2017 toward 
year-end (Dec 2017) and go test the resistance of the upper end of our corrective targets 
up (toward USD 69 per barrel). 

Increasing oil rig count in the U.S.
It is also almost certain that oil production in the U.S. will continue to ratchet higher. There 
is a particular temporal sequence that governs the influence of oil price on the number 
of operating oil rigs, and the consequent production after a short lag. Two months after 
oil prices sufficiently rise, the number of oil rigs begin to pick up. Six months after a 
significant oil price recovery, oil output increases significantly. Baker Hughes reports 
that the number of rigs drilling for oil has risen by more than 280 (almost 90%) since 
the end of May 2016. Exploration and production firms are deploying an average of an 
extra 10 to 15 rigs each week to boost their oil output.
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The Paris-based International Energy Agency (IEA) is optimistic about shale oil perfor-
mance this year—it reported last week that U.S. shale oil output is set to rebound by as 
much as 500,000 bpd over the course of 2017, which would be a new record.

Market positioning—speculators vs. hedgers and commercials
That oil prices have been very resilient and steady, despite the difficulties being met 
in compliance of the agreements, stems from investors’ enthusiasm that the deals will 
stick and eventually produce higher oil prices. For the latest weekly reports, speculator 
longs made a new record while speculator shorts are at the lowest level since early 
August 2014. These are hallmarks of the extremely bullish interpretation of oil funda-
mentals and of the belief that the output deals will power through by money managers 
and speculators. 

The same extremes are seen in commercial hedgers—but with a bearish connotation: 
While commercial net length did not change much, both commercial longs and shorts 
are near or at record highs—commercial hedgers’ short positions are almost twice those 
of the long hedgers (see chart below).
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U.S. crude oil producers had raised short hedges close to the record short interest 
of 789 million barrels. Producers’ current hedges represent about 23% of U.S. crude 
production for one year, and so hedge sales are far from constrained, so there is still 
room for short hedges to build. Aggregate producer-users’ short positioning is almost 
twice as much as those of aggregate producer-users’ long positions. 

Those extremes in the two-way positioning are what have caused oil prices to be range 
bound since December, but something will give way soon. We are watching U.S. oil 
producers-users, which are using swaps to implement their hedges, as proxy in tracking 
the battle of the hedgers. Large oil producers-users using swaps are said to be more 
sophisticated in the hedging process. What we are seeing is that long producers-users 
in swap hedges continue to furiously add to their short positions (see chart below). 
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In fact, the summary of the positioning is that while Managed Money has been an overall 
supportive factor, the bigger impact has been producer-user selling. But, there was no 
offsetting effect because the foci of the investments have not been the same: man-
aged money’s build in length has been supportive to the front of the curve, while the 
back end has been hit with a lot of hedge selling by producer-users. Price has indeed 
responded, but not in the front end of the curve, which has remained essentially flat for 
over a month. The back-ends of the WTI and Brent curves, however, have gone lower 
by $3 YTD (the red lines below are the futures curve as of December 31, 2016, and the 
dark lines are as of today).

Crude Oil Futures Curves – Latest vs. 3 months ago

We did not speak about actual demand and demand expectations as we concur with 
the EIA’s forecast that the oil market will balance only by mid-year, and that demand 
will peak (due to seasonal factors) only by early Q4 2017 (see chart below). So, in the 
interim, it will be supply-side issues that would determine the evolution of crude oil 
price until mid-year. 
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MJT Insight: Oil sector under pressure until oil market balances in 
late Q2 2017
XLE (Energy Select Sector SPDR Fund) vs. SPY (SPDR S&P500 ETF)
(Weekly graph or the perspective over the next two to four quarters)

On a relative basis, the energy sector has corrected up during most of 2016 vs. the 
S&P500 index. In December last year, however, it reached an important intermediate 
top on both our oscillator series (upper and lower rectangles). The timing of this top was 
a bit early compared to what we would ideally expect from such an uptrend sequence. 
Furthermore, compared to the strong under-performance registered during 2014 and 
2015, the rebound has been relatively weak. Hence, the current correction phasedown 
might prove quite damaging and may retrace further, possibly erasing most of its 2016 
relative gains. We would remain prudent on the sector, probably until late Q2 2017 (as 
shown by the models on both our oscillators series). The European energy sector vs. 
its reference index shows a similar dynamic.

Market dynamics for the remainder of 2017, first down, then up
It may be asking too much from the Saudis to further cut output. Indeed, oil produc-
ers may find a way to meet the agreed upon targets without any further shenanigans. 
However, with U.S. oil producers threatening to make a repeat of pre-2014 surge in oil 
output, we doubt very much if OPEC and the Non-OPEC signatories to the agreements 
will leave the field to the Americans. Unless the Saudis and the Russians find a way 
to make U.S. oil output moderate soon, the period between now and mid-year (when 
demand is supposed to pick up sharply) could see oil prices coming down as inves-
tors lose their enthusiasm and conviction that the agreements will stick. Nonetheless, 
we expect H2 to be a more favourable period for rising oil prices, well into early next 
year—using the EIA forecasts (see chart above) and the oil term structure as bases 
(see charts below). 
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MJT insight: collateral consequences of the Q2 2017 retracement in oil
When the dollar has been the more reflationary currency among the majors, it has fol-
lowed an opposite dynamic vs. oil-related currencies. It has indeed been weaker on 
average throughout 2016. 

USD vs. Oil-Related Currencies (NOK, CAD, BRL, RUB equal weighted)
(Weekly chart or the perspective over the next two to four quarters)

This portfolio shows the USD vs. oil-related currencies. Versus these, the USD has 
been on the wrong side of the reflation trade. While we expect oil to correct down from 
March into Q2 2017, invertedly, the dollar should correct up. Our medium-term oscillator 
sequence (upper rectangle) shows this projection and an initial corrective top toward 
mid-Q2 2017. Following that, from Q3 2017 at the latest, the USD should resume its 
downtrend into end 2017/early 2018 vs. these oil-related currencies (see models on 
both our oscillators series). 

Looking for further confirmations and possible related trades, we review several oil-
sensitive country pair trades, which, over the coming months, may affect country allo-
cation and performance in the various regions.

EWW - iShares MSCI Mexico Capped Investable Market Index Fund vs. EWZ - iShares 
MSCI Brazil Capped Index Fund
(Weekly graph or the perspective over the next two to four quarters)

Brazil is one of the strongest beneficiaries of the rebound in oil prices in 2016, while 
Mexico has been entangled in its immigration and trade dispute with President Donald 
Trump. As shown by our models on both our oscillator series (upper and lower rect-
angles), we expect a revaluation of Mexico vs. Brazil over the coming 3 to 6 months. 
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Poland Wig Index vs. RTS Moscow Index
(Weekly graph or the perspective over the next two to four quarters)

In Eastern Europe, oil-dependent Poland has underperformed oil-producing Russia 
since 2014. The move, which started as the Russian crisis subsided, actually acceler-
ated in 2016 as oil prices rebounded. Poland’s stock index is now in a Case 4 position 
(intermediate bottom) versus Russia’s on our long-term oscillators (lower rectangle). It 
could now outperfor

INDY–iShares S&P India Nifty 50 Index Fund vs FXI - iShares FTSE China 25 Index Fund
(Weekly graph or the perspective over the next two to four quarters)

“In the energy world, India is becoming the new China…It will be the fastest-growing 
crude consumer in the world through 2040, according to the IEA, adding 6 million 
barrels a day of demand, compared to 4.8 million for China” (Bloomberg, April 2016). 
Indeed, while oil is expected to correct, we believe India’s stock market should outper-
form China’s, possibly into late Q2 2017, as shown from the model projection on our 
long-term oscillators (lower rectangle). 

Hence, whether we look at oil itself, the energy sector vs. the index, or related currencies 
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and geographical regions, all seem to 
point to an intermediate top on oil and a 
retracement period from now into late Q2 
2017. Following that, the oil nexus should 
resume its uptrend toward year-end 2017/
early 2018. 
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