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® What is happening now?

® The longer term-outlook: Three competing views:
® The (simple) Economist
® The Macro-strateqgist
® The Geologist

W Conclusions




Oil prices have rallied
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Reasons for the rally

® Demand and supply fundamentals

¥ Monetary and financial factors

W Geopolitics




Demand growth has outpaced supply additions
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OPEC has rediscovered discipline
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The dollar weakens
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The (simple) economist’s view

¥ In a competitive environment, marginal cost determines price.

W Marginal cost is the cost of the most expensive barrel supplied to meet demand.

® Technology reduces long-term marginal costs, but maturing fields increase
marginal costs.

¥ Long term marginal barrel is roughly $25, but there may be short-term deviations
because of cyclical fluctuations. Currently, a shortage of skills and equipment is
driving marginal costs up.
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The macroeconomic-strategic view

W Marginal costs don’t matter because of the risk premium.
® Reserves are located mainly in politically volatile regions .
® Emerging resource-nationalism deters much needed foreign investment.

® National oil companies (OPEC) restrict output in order to boost prices and
ultimately revenues.

® Spending on social concerns may undermine investment by state-owned
companies.

® Political meddling may undermine the local skills base.
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Most reserves are in politically volatile regions

Share of total by region, source BP Statistical Review
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Some (retired) geologists’ view (peak-oil)

W Global oil reserves are finite.
W The peak of global oil production is imminent.

W After the peak, there will be a sharp decline in production; crude oil prices will
rise sharply, there will be a shortfall of oil with possibly severe adverse
consequences for the global economy.




Production in the UKCS has peaked,...
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...but global proven reserves continue to rise

M Reserves, bn bbl
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The winners are the economist and the macro-strategist

® We believe in the flexibility of the market.
® Supply (including technology) and demand will determine price.
W But the industry is not perfectly competitive.

W The geopolitical risk premium and the OPEC premium due to output constraints
and underinvestment will remain with us.

™ OIl prices comprise a marginal cost component and a risk premium.




Long-term energy efficiency will improve
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Demand destruction visible
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Risk premium

OPEC premium (under-investment)

Marginal Cost i.e. the last barrel
Into the market




Online registration form:
http://www.rbs.com/economics/registration

Website: http://www.rbs.com/economics

Contact us: economics@rbs.co.uk
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A word from our lawyers—Disclaimer

This material is published by The Royal Bank of Scotland plc (“RBS”) which is authorised and regulated by the Financial Services
Authority for the conduct of regulated activities in the UK. It has been prepared for information purposes only and does not
constitute a solicitation or an offer to buy or sell any securities, related investments, other financial instruments or related
derivatives (“Securities”). It should not be reproduced or disclosed to any other person, without our prior consent.

This material is not intended for distribution in any jurisdiction in which its distribution would be prohibited.

Whilst this information is believed to be reliable, it has not been independently verified by RBS and RBS makes no representation,
express or implied, nor does it accept any responsibility or liability of any kind, with regard to the accuracy or completeness of this
information. Unless otherwise stated, any views, opinions, forecasts, valuations, or estimates contained in this material are those
solely of the RBS Group’s Group Economics Department, as of the date of publication of this material and are subject to change
without notice. Recipients of this material should make their own independent evaluation of this information and make such other

investigations as they consider necessary (including obtaining independent financial advice), before acting in reliance on this
information.

This material should not be regarded as providing any specific advice. RBS accepts no obligation to provide any advice or
recommendations in respect of the information contained in this material and accepts no fiduciary duties to the recipient in relation
to this information.




