Oil and World Power

Lee Lane

The economic base of U.S. world power has been in steep decline. A
country’s global power is always relative to that of others, and World
Bank figures show that between 2000 and 2014, China’s share of the
world’s total gross domestic product (GDP) nearly quadrupled; Russia’s
share tripled; India’s share almost doubled, while the U.S. share decreased
by 28 percent. America is still the world’s single most powerful state,
but global leadership requires both hard and soft power
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estimates that although the long-term impact of this increase in oil and
gas production on the nation’s and the world’s GDP is “nontrivial, it is
likely to be modest’—between 1 and 1.5 percent increase in U.S. real
GDP and less than a quarter percent globally. The authors noted that
their findings for the U.S. economy were similar to those of the US.
Congressional Budget Office, which has estimated that real GDP “will
be about two-thirds of one percent higher in 2020 and about 1 percent
higher in 2040 than it would have been without the development of shale
resources.” The authors of the IMF paper also explain that even though
the net effect on the global economy will be positive, the surge in US.
tight oil output, by lowering world oil prices, is having a strongly nega-
tive impact on the economies of some global oil exporters. By early 2015,
world oil prices were about half the levels that had prevailed in mid-2014,
and in the view of many, barring a shock that slashes global oil output,
they are likely to remain low for several years.
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The production of tight oil in the United States lessens the risk of eco-
nomic harm to America from oil price shocks. Prices can rise steeply for
any number of reasons—if conflict in the Middle East spooks markets; if
demand shoots up in major importing nations like China; or if oil export-
ers experience domestic turmoil, as during the oil strike in Venezuela
in the early 2000s. Tight oil producers—often able to complete wells in
mere months—can help limit the rise in prices and curtail the transfer of
wealth from U.S. consumers to foreign oil exporters. This potential surge
capacity is especially important in light of some current trends. Today’s
low oil prices could raise the risk of a market disruption through political
unrest in major oil-exporting countries where economies are suffering
from the decrease in oil profits. Compounding the risk, OPEC (mostly
Saudi) spare capacity, a major buffer against a supply shortfall, is below
the levels of recent years—although the Iran nuclear deal might change
that, if the lifting of sanctions means that country will increase its oil
output.

Tight oil production may be an important factor in protecting the
U.S. economy from the effects of oil-supply disruptions. To see how, con-
sider the numbers. From December 2013 to December 2014, U.S. tight
oil output grew by 1.2 MBD. And as a 2010 article in the journal Security
Studies explains, between 1978 and 2003 there were six cases of oil-supply
disruption with supply losses that ranged from 2.3 to 5.3 MBD. Had the
current tight oil sector existed during those years, its surge capacity
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Limits of the U.S. Oil Renaissance

T o understand the geostrategic importance of the new reserves, we must
closely examine the features that distinguish tight oil and gas from con-
ventional reserves. For starters, tight oil and gas are more complex and
costly to produce than are conventional resources. Tight oil and gas wells
are often deeper, and they require extensive and costly horizontal drill-
ing after reaching the target depth. The sites selected for tight oil and
gas drilling tend to be more heterogeneous than conventional formations
and tend to cover wider areas, so a considerable investment must be made
up front just to find profitable spots. A conventional onshore well might
cost $1 or $2 million, but as an article in the Journal of World Energy Law
& Business sums up, “Due to the geological challenges, extensive testing,
appraisal and drilling required, high density of wells and costs of water
acquisition and treatment, the cost per shale well can range from $3 to $9
million in the USA and three to four times more elsewhere.”

Even more importantly, each tight oil well produces much less oil than
does a well in the Persian Gulf. As a result, energy analyst Colin Chilcoat
has calculated, “To maintain production of 1 million barrels per day,” a
tight oil basin “will require between 1,500 and 2,500 wells. For compari-
son, conventional production in Iraq can reach similar levels with fewer
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and gas basins, they, and the oilfield services firms, are devising new well-
stimulation systems and tailoring them to specific basins and regions.
They are spacing wells closer together, drilling multiple wells from a
single surface pad, and improving drilling bits and rigs. In consequence,
drilling costs have fallen and initial production rates have improved.

But this progress, real and significant as it is, is not sufficient to explain
why U.S. tight oil production has fallen so much less than have world oil
prices. Rather, a number of transitory forces, some of which merely reflect
leftover momentum from the recent drilling boom, have buoyed tight oil
output. In 2015, for instance, many exploration and production (E&P)
firms benefited from prior contracts that hedged the prices they received
for their oil. A post at the Oilpro website observes that “some companies
were being paid in the $90s a barrel for their output” in 2015, “but most
of those high-priced hedges are running out.” Barring a rebound in world
oil price, as the cushion of hedged prices shrinks, so will the extent of new
drilling.

With lower oil prices, E&P firms have reduced exploratory drilling,
and they are meeting most of the remaining demand for tight oil by drill-
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ing in known sweet spots. They are, therefore, drilling fewer costly dry
holes, but if this pattern persists over the longer term, the productivity
of these sweet spots will wane as will total oil output. At the same time,
producers are also winnowing out less productive rigs and workers—the
right response, but one that can continue for only so long.

America’s capital-intensive tight oil boom has also depended almost
as much on the cost of capital being low as it did on the price of crude oil
being high (prior to the recent drop). The last several years of Federal
Reserve monetary policy has supplied cheap capital that financed the drill-
ing boom. Today, many E&P firms are still able to raise capital through
the sale of junk bonds, which offer very high yields, but interest rates are
rising, and banks are growing wary about these companies’ financial via-
bility. Shewld the Fed return to more normal monetary policies, the supply
of cheap capital will contract, further threatening the financial viability of
some, perhaps many, tight oil E&P firms.

Finally, for U.S. tight oil, public policy is a major concern. Ever since
the oil and gas surge got underway, new federal, state, and local mandates
have been pelting down on the industry. The storm shows no signs of
abating. Some of these measures will increase exploration and production
costs just as producers are desperately trying to reduce them. Others will
block access to large swaths of resources, and yet others will raise the
costs of moving oil and gas to the refineries and markets where they can
fetch the highest prices. At the local level, “Not-In-My-Back-Yard” senti-
ments are widespread, especially on the coasts. Nationally, the environ-
mental movement, which generally opposes fossil fuel production, heavily
influences both the Democratic Party and the mainstream news media.
Tight oil and gas producers have no reason to expect that the policy pro-
cess will grow any friendlier to their interests.

No doubt the most efficient parts of the U.S. tight oil sector can sur-
vive today’s harsh test. But the value of tight oil as a buffer against oil
price shocks depends importantly on whether the sector can profitably
retain a large enough asset base to support future production surges. The
answer to that question depends at least as much on future public policy
as it does on new technology.

The Tight Oil Boom and Middle East Policy
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hope that the rise of tight oil will allow the United States simply to with-
draw from the region, except perhaps for continuing aid to Israel. And in
fact, tight oil has helped to lower the amount the United States needs to
import to meet its consumption requirements from around 60 percent in
2005 to a bit less than 30 percent now. But imports still make up a higher
share of the U.S. oil supply than they did just before the Arab oil embargo
of 1973, and as long as low oil prices persist, tight oil is more likely to lose
market share than to gain it.

The still more basic problem with exiting the region is that it holds 52
percent of the world’s proven oil reserves and 47 percent of its proven nat-
ural gas reserves. These reserves constitute one of the greatest stocks of
wealth on the planet. Being fixed in place, they are also susceptible to cap-
ture and control by armed occupation or the threat of it. Hence, the MENA
reserves, and especially those of the Persian Gulf, are so valuable that the
United States remains strongly committed to denying control of them to
any single power. Specifically, were Iran to gain direct or indirect control
of a much larger amount of these reserves than it already has, it could chal-
lenge U.S. power in the region, and by allying with Russia, China, or both,
it could increase the long-term threat to U.S. global preeminence.

In sharp contrast to those who would reduce U.S. involvement in the
MENA region are those who hope to liberalize the MENA petrostates.
This strategy jibes with many Americans’ penchant for global meliorism
and democracy promotion. Although left-wing and right-wing versions of
the theory differ in detail, their basic goals are consonant. Many propo-
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It is, then, more fortunate than not that notions of low oil prices top-
pling MENA regimes are probably exaggerated. The world crude oil mar-
ket is likely to absorb the current glut before revolts break out in Tehran
or anyplace else. Low oil prices will stimulate demand, and U.S. tight oil

8 ~ The New Atlantis





LEE LANE
Inserted Text
should 





Oil and World Power

eurrently hold spare capacity in gas transport and storage with which
to respond to supply shortfalls. Also, Poland and the Baltic states have
built LNG terminals, and the EU is increasing pipeline capacity to flow
gas back toward the eastern states that are more dependent on Russian
gas. The price trend tells part of the story about the Russian natural gas
company Gazprom'’s falling market power. From January to November of
2014, Gazprom revenues from exports fell by 16 percent, and the average
price of Gazprom’s exports to countries outside the former Soviet Union
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Ukraine, the West's relative power, and its interest in the outcome of the
conflict, are weaker than Russia’s. This is a formula for the West's strate-
gic defeat.

The most important fact here is also the simplest. Even were Ukraine
backed by U.S. weapons aid, its forces have no realistic prospect of defeat-
ing the armed might of Russia. Supplying arms to Ukraine would increase
the costs of conflict for Russia, but it would also reinforce Moscow’s
perception that the Western alliance is hostile and a threat to Russian
national security. Arming Ukraine, therefore, would increase the intensity
of the conflict without increasing the prospect of victory. At least in the
case of Ukraine, the West'’s post-Cold War push to Westernize Eastern
Europe has reached the point at which further advance actually weakens
the West relative to Moscow.

In Ukraine, Russia is not just stronger on the ground than the West
IS; Russians care much more about the outcome than do Westerners. After
all, Russia has dominated Crimea since the time of Catherine the Great,
and other parts of Ukraine for a still longer time. The ethnic Russians
living in the south and east of Ukraine gave Moscow both an added claim
and a popular motive for intervening. In contrast to the Russian political
resolve, the NATO publics are, at best, ambivalent. Research from a Pew
survey from June 2015 shows that while majorities of the publics of the
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