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V o l u m e  1 1 8 8  

Outlook for global oil markets 

Author: Christiaan Bothma, Investment Analyst, Sanlam Private Wealth   

 

The energy crisis resulting from Russia’s invasion of Ukraine in February last year, sent global oil prices soaring 

until around mid-year, after which the rally went into reverse gear and prices corrected significantly. With a 

combination of factors currently driving the volatility in the industry, what is the outlook for global oil markets over 

the medium term? Sanlam Private Wealth Investment Analyst Christiaan Bothma shares his views.  

We’ve been arguing for a while now that the lack of new investments in the oil industry over the past number of 

years – in the context of still-resilient and growing demand predicted for at least the next decade – would lead to 

higher prices.  

This view certainly played out last year in the wake of Russia’s invasion of Ukraine and the resulting energy crisis. 

Brent crude oil prices rose dramatically to US$130 per barrel while natural gas prices in the US (as measured by 

the Henry Hub benchmark price) rose to above US$50 per barrel on an oil-equivalent basis. In Europe, gas prices 

topped a staggering US$400 per barrel on an oil-equivalent basis at the height of the crisis. See for example the 

UK’s National Balancing Point gas price on the graph below: 
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Prices have since corrected, with oil now back below US$80 per barrel and European gas prices down to well 

below those of oil (on a barrel-of-oil equivalent basis) after Europe experienced a warmer-than-expected winter, 

leading to excess gas in storage.  

Other notable reasons for the decline in energy prices were much softer global demand and more resilient supply 

(both from Russia and the rest of the world) than was expected at this time last year. This was partly offset by 

recovering demand from China (10-15% of global demand) after this country abandoned its zero-COVID policy, 

as well as increasing aviation levels, which are still trending back to normal (~8% of global demand) after being 

devastated by the pandemic travel restrictions. 

Where does this leave the medium-term outlook for oil markets? Are they still an attractive investment opportunity, 

or has the narrative changed?  

The outlook for oil 

From a demand perspective, our base case remains unchanged. In our view, we’re still likely to see rising 

absolute levels of oil demand until at least the end of this decade and probably into the next. Emerging markets 

will continue to experience population growth, requiring more energy to fuel their economies. The World Bank 

has estimated that there will be roughly 9.7 billion people by 2050 compared to 8 billion today, with most of 

this growth taking place in India and Africa.  

Alternative fuels for electric and hydrogen vehicles pose a significant long-term threat to oil demand 

(passenger cars currently make up roughly 25% of all oil demand and commercial vehicles another 15%), and 

electric cars’ share of new vehicle sales is rapidly increasing. However, it will take time for these vehicles to 

penetrate the global car park of ~1.4 billion vehicles – most of which are still fitted with a petrol or diesel 

internal combustion engine.  

Before and during the onset of the Russia-Ukraine war, we were quite concerned about the lack of new 

investment into oil and gas, particularly from the listed oil majors. Although it’s not our base case, we believed 

that there was a risk that prices may need to be substantially higher for a sustained period in order to 
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incentivise more investment. The war prompted just this response, with many nations now acknowledging that 

energy security is, again, just as important as transitioning away from fossil fuels over time.  

We need look no further than the integrated European oil majors, which, after briefly announcing sharp 

reductions in fossil fuel production levels by the end of the decade (for example, BP previously projected a 

40% reduction by 2030), now have much lower decline rates. They are, in fact, ramping up capital expenditure 

in oil and gas until at least 2025. This means that the super-cycle case for oil – where prices stay above 

US$100 per barrel for a sustained period – looks much less probable to us than it did before.  

However, large, listed oil companies are much more disciplined today than they were a decade ago, with 

almost all of them prioritising return on capital (value) and energy transition above production volume or 

earnings growth in their long-term management incentive structures. This means that despite a resumption in 

capital spend on oil and gas, these investments are unlikely to get out of hand and will be approved only if 

they make sense at conservative oil and gas prices assumptions. In addition, the industry faces natural 

production decline rates of about 5% per annum, meaning that 5% of production needs to be replaced yearly 

just to keep output flat.  

And then there’s OPEC 

Founded in 1960, the Organization of the Petroleum Export Countries (OPEC) remains the global cartel with the 

longest standing. After its dominance was briefly threatened by the rise of shale oil in the US, OPEC is again in a 

powerful position to control markets.  

The technological breakthroughs to successfully extract oil from deep underground shales through fracking were 

remarkable – shale oil grew from nothing two decades ago to almost 10% of global output today. However, despite 

large remaining reserves, the ability to grow annual production is becoming more challenging due to both declining 

well productivity and the need to continuously replace old production operations. Unlike a traditional oil well, a 

shale well produces most of its oil in its first year of production and then experiences a sharp decline.  

The result of this is that OPEC is back in the driving seat and now produces ~30% of global oil (~40% if Russia is 

included in the so-called OPEC+ group). It also has the ability to cut back on oil output in times of demand 

weakness to support prices without worrying too much about giving up long-term market share to the US. 

This was demonstrated recently when OPEC announced a 1% cut in April as well as another voluntary 1% cut in 

July by its largest member, Saudi Arabia, which produces ~10% of global oil. Saudi Arabia has a budget break-

even oil price level of between US$70 and US$80 per barrel – a level to keep a close eye on, in order to understand 

its incentives.  

We think there’s good reason for medium-term oil markets to remain well supported at these price levels, for all 

the reasons mentioned above. But if prices merely settle at these levels, are oil companies still attractive 

investments?  

The case for oil companies  

Despite the risk posed by the energy transition away from fossil fuels, we believe that oil companies can still be 

an attractive investment proposition over the medium term, especially with the increasing focus on shareholder 

returns at many of these firms, with debt now at very sustainable levels almost across the board. In addition, 

valuation levels are not very demanding.  
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At the time of writing, US oil majors Exxon and Chevron were trading at one-year forward free cash flow yields of 

~9% after investing in oil and gas volume growth of ~2% per annum to the end of the decade. European integrated 

producers Total, Shell and BP were trading at more attractive levels of between 12% and 16%, albeit at flat to 

declining fossil fuel production levels, but offset by increased marketing and renewable energy production.  

Locally listed chemical and synthetic fuels producer Sasol was trading at an even more attractive level of ~18%. 

For context, an 18% free cash flow yield, even when we assume no growth in free cash flow, means the entire 

market cap of the company can be returned to shareholders before the end of 2028 if current prices hold.  

In summary, we remain conscious of further downside risk to near-term oil prices should the US go into recession. 

In addition, we don’t see an oil super-cycle as the most likely outcome. However, we’re still constructive on the 

medium-term outlook for oil companies, as we believe they can generate market-beating returns without having 

to assume higher prices.  
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Glacier Research thanks Christiaan Bothma for his contribution to this week’s 

Funds on Friday 

 

 

Christiaan Bothma  

Investment Analyst 

Sanlam Private Wealth 

 

Christiaan Bothma joined Sanlam Private 

Wealth at the end of 2017, focusing on 

companies in the resource and healthcare 

sectors. He graduated from the University of 

Stellenbosch with a Master’s degree in 

Economics in 2017. Christiaan is a CFA® 

charter holder. 


