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he production of shale oil in 
the US has been a revolution, 
turning all conventional 
wisdom on its head. Shale 

output has increased by about 7m b/d 
in seven years. By contrast, it is going to 
take electric vehicles (EVs) 30 years to lead 
to a decrease in demand for oil of 5m 
b/d to 6m b/d. So, it’s easy to see which 
of the two technologies have been most 
disruptive.

Putting technology aside, the real secret 
of shale oil’s growth has been private 
ownership. Even when oil prices declined 
in 2015-2016 and cashflow dropped, 
production continued to increase on the 
hope that higher reserves and production 
will yield large profits when the company 
is sold. The stars are aligned for shale 
producers, who are blessed with massive 
reserves, technology, know-how, a strong 
legal and institutional framework and 
established infrastructure.

This also explains why the majors 
are moving in. With conventional 
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production, there’s a risk of drilling a 
dry hole whereas with shale, at the right 
price, operators can deliver within six 
weeks. Companies like ExxonMobil, 
Chevron and BP have made significant 
moves into the Permian basin, creating 
a shift in capital from longer to shorter 
investment cycles. Another incentive is 
that most of the risk is above ground, 
whereas internationally, especially with 
conventional resources, there is both 
above and below ground risks. Shale oil 
reduces risk and accelerates cash flow. 
Majors can also achieve economies of 
scale through their large integrated 
supply chains, enabling them to easily 
market the oil, especially outside the U.S.

International oil companies’ (IOCs) 
investment in US shale is also positive for 
several countries around the world. They 
have large refineries worldwide and can 
send all and any excess shale oil overseas. 
In turn, this helps Saudi Arabia lower oil 
storage costs in the US. Another benefit of 
the entry of IOCs into the shale market is 

that it lowers production volatility, which 
helps price stability in those areas.

Misconceptions about Shale
What is the right price for shale oil given 
the cost factors? You may be surprised 
to hear that it is in fact lower than the 
price that OPEC members seek to finance 
their economies. We should not compare 
the cost of producing or extracting oil 
in Saudi Arabia to the cost of shale oil 
extraction. Instead, we need to compare 
what prices are needed for that economy 
to grow versus the total cost of production 
in shale. That is what has made the 
difference in the global argument for 
shale.

The regulatory environment in the 
U.S. has also made a big difference to 
the economics of shale. When oil prices 
went into severe decline four years ago, 
the general conception worldwide was 
that there would be major bankruptcies 
amongst shale oil companies. But 
that didn’t happen. One reason is the 
conditions and time frames around 
booking reserves. When a company 
wants to acquire another, in most cases 
they must pay a premium of between 
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On the negative side, sheer abundance is killing 
shale. We have on occasions seen natural gas 
coming out of the Permian Basin in West Texas 
at negative prices (average prices in the U.S. 
have been around $2.70/bl). We also have a high 
decline production rate; it used to be around 
70%-80% and is currently probably in the 60s% 
because of improvements in various technologies 
and management. But we need to be constantly 
reinvesting, even at those lower rates. The IEA 
expects shale oil to peak and then plateau by 2025. 
Taking the average capital expenditures in recent 
years into account, and assuming that continues, 
we will reach a point where investments will only 
go to compensate for the rate of decline. But with 
higher capital expenditures than in the past, shale 
can continue to grow, as long as there is a market 
for light sweet crude and condensates. 

Shale oil deposits are also getting gassier. The 
deeper you go, the more gas there is, and this 
then risks having more gas at negative prices, thus 
driving down company values. 

The other issue is multi-pad drilling where too 
many holes are drilled in the same area, creating 
‘parent child’ wells, which are connected and 
therefore cumulatively reduce pressure and 
productivity. In some cases, all of a sudden, instead 
of having an oil well, you could end up with a 
natural gas well, which is calamitous if oil is at $70/
bl and yet gas prices are very low.

Another challenge is crude quality.  Shale is a 
light sweet crude – good for gasoline, naphtha and 
some other products. This crude quality creates two 
problems: mismatch between the additional crude 
produced and refining capabilities to refine it, and 
another mismatch between products produced 
profitably from shale and petroleum products 
demanded. We’ve already reached saturation point 
or what we call ‘the refining wall’ in the U.S., which 
is why we are exporting any excess to the rest of 
the world. The only way shale production can keep 
growing is to export all the additions.  We will also 
at some point hit a similar wall with global refiners. 
Shale oil will continue to grow by more than a 1m 
barrels year-on-year for the foreseeable future, but 
most of the growth in demand is in Asia. This will be 

for heavier products, so this will eventually limit the 
growth of shale oil as crude price differentials could 
widen substantially.

Ironically, the shale revolution did not reduce 
U.S. dependence on crude oil imports from the 
Middle East (the recent reduction was caused 
by OPEC cuts).  Since shale reduces light sweet 
crude, it replaced imports of similar quality, 
especially under the U.S. crude export ban that 
ended in 2015.  Shale production replaced oil 
imports from Nigeria and Algeria, but did not 
replace the heavier more sour grades from Iraq, 
Kuwait, and Saudi Arabia. 

The most important impact of shale on OPEC 
is that it split OPEC into two halves: those who 
lost market share vs. those who did not, based on 
crude quality. As a result, shale caused OPEC-on-
OPEC competition. Prices declined. 

Those who lost market share in the U.S. had 
to look elsewhere for market share, and the 
only choice was to compete with other OPEC 
members. This has been compounded with a 
simultaneous drop in world oil demand growth. 
In the medium to long term, there will be a 
bigger market for Gulf crude quality, which will 
play into those countries’ favor.

Another obstacle in the U.S. that few pay 
attention to is the fact that post deregulation in 
1980, the industry was separated into producers, 
pipeline operators, distributors and exporters. 
It became widely segmented. With shale oil, 
you have all kinds of crudes. Coupled with new 
environmental regulations for products and 
the fact that the pipeline systems and storage 
facilities in the U.S. have not adapted, there 
is a risk of contamination for exports that is 
ultimately not acceptable to foreign refineries. If 
the system in the U.S. was integrated, you would 
not have this problem.

In the Arabian Gulf and other places by 
contrast, there are dedicated pipelines for 
different crudes. Asian customers have used this 
system for the last 50 years or so, but when they 
started shifting to take product from the U.S., 
they found they were getting contaminated oil. 
How long can this continue?

Hurdles to Scale

20%-40% due to the reserves value, 
even though they are not allowed to be 
accounted on the books. So, you can 
actually have a situation of negative 
cash flow and a low stock price, but you 
know that those reserves exist. There is a 
misunderstood negativity towards shale 
based on these financial and accounting 
structures.

Another misconception comes from 
when we judge through averages. Average 
price or average breakeven for the U.S. 
shale industry is meaningless.  Averages 
must be replaced by ranges. The cost of 
producing oil from shale varies widely, 
even within the same basin. Some oil 
companies were making profits at oil 
prices that were way lower than the report 
average breakeven cost.

Another misconception is related to 
the cost that matters during downturn. 
During a downturn in the economy and 
lower oil demand, what matters is not 
your total cost, but rather the operating 
cost. The operating cost for shale is 
between $18/bl and $22/bl. So, generally 
speaking, as long as prices are above  
$22/bl, companies can continue to 
operate and survive.

Can shale be developed outside the U.S.? 
When we look at whether other 
countries can consider developing 
shale deposits like the U.S., the general 
belief is that the U.S. shale experience 
and results cannot be replicated, 
especially on the oil side, for several 
reasons. But on the natural gas side, 
we see that Saudi Arabia is considering 
opportunities. The justification 
of developing shale gas in certain 
areas, such as in the northwest of the 
country near Tabuk, is similar to the 
justification of building renewable 
power plants in these areas:  the cost 
of shipping oil from Ras Tanoura to 
these areas is very high. The higher cost 
of shale and renewables is way lower 
than the cost of oil when considering 
the shipping costs: products must be 
shipped all the way around the Arabian 
Peninsula to Yanbu and trucked for 400 
kilometers just to reach power stations. 

The other challenge is water. For 
example, in Libya and Algeria, there 
is plentiful shale gas, but it is in areas 
where it only rains once a decade. New 
technologies that negates the need to use 
water are needed. ■
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