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The tug-of-war between re-openings versus macro
vulnerabilities and US-Chinese animosities


A tug-of-war between cautious re-opening of economies (and the promise of a
vaccine), versus continued macro vulnerabilities to wade through and escalating
US-Chinese tensions, is shaping global oil markets. Investor conviction in recent
weeks has emphatically shifted long oil. However, the markets pulse in the nearterm would seem more balanced, between hopes associated with ongoing
easing of lockdown measures on the one hand, and simmering US-China
animosities and a de-synchronised recovery amongst developed and emerging
markets on the other hand. It is these two competing forces as to why we
advocated last week that prices will enter into a holding pattern with range-bound
prices evolving in the next couple of weeks (see here).



Global oil markets are registering guarded fervour for the post-lockdown phase
of the crisis with COVID-19 transitioning from an acute to a chronic issue. In line
with our thesis that we have been cataloguing over recent weeks, the sharp
rebalancing continues to garner momentum, fundamentally driven by demand
improvements through the re-opening of economies across the world (see here
and here). In conjunction, the sheer velocity of supply cuts, is driving oil markets
to become balanced with the equilibrium of supply equating demand between
now and early June (the inflection point), with a deficit by mid-June, in our view.



Risks to global oil demand abound as we enter an era of heightened geopolitical
risk alongside the possibility of a second wave of COVID-19 infections.
According to our Washington based political analyst, Hana Rudolph, pre-election
anti-China rhetoric from the US will likely only worsen, not only helping President
Trump deflect any culpability from the COVID-19 management and economic
fallout, but also tap into deteriorating US public opinion against China.
Meanwhile, our Hong Kong based analyst, Cliff Tan, believes China may
respond to US provocation through moderation and restraint, protecting its
national interests, but critically abiding by the Phase One trade deal. Separately,
there remains a global bounty on a vaccine. Absent a cure, risks of a sharp
reacceleration of new infections as economies begin to reopen could prompt the
reimposition of control measures, and with it, hindering the oil demand recovery.
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The tug-of-war between re-openings versus macro
vulnerabilities and US-Chinese animosities
Global oil markets remain on edge reflecting two competing forces. On the one hand,
the delicate re-opening of economies across the world is driving the recovery in oil
demand, which in tandem with deep and impressive supply cuts – voluntary (OPEC+)
and involuntary (principally forced production shut-ins in the US, Canada and
Norway) – is steering the sharp oil market rebalancing momentum of supply equating
demand. On the other hand, an escalating war of words between the US and China
alongside continued macro vulnerabilities, is adding headwinds to the nascent global
recovery in oil demand. US-China relations have deteriorated materially in recent
weeks, with the US considering sanctions to punish China for its crackdown on Hong
Kong, whilst Chinese Foreign Minister Wang Yi warned that the US Administration is
pushing tensions towards a new Cold War.

Tug-of-war in global oil markets

Over the past week, numerous countries have taken the first steps to re-open their
economies. The largest easing has been witnessed in New Zealand where the
Oxford University Policy Stringency Index has fallen 47 points following the relaxation
of restrictions on schools, businesses, and internal movements and a sharp rise in
mobility. More broadly, European and North American countries continued to ease
with a 30 points easing in Italy since the start of May whilst a more muted 9 points
easing in the UK over the same period. Meanwhile, we have witnessed a tightening
of restrictions in several countries such as in China with a 25 increase since 11 May
after new COVID-19 clusters were found in Wuhan and Shulan – two cities hundreds
of miles apart.

Re-opening of economies gather
momentum

High frequency data indicates that oil consumption is improving in most key regions,
and has almost recovered to 2019 levels in mainland China. Apple’s mobility trends
statistics suggests driving activity continues to demonstrate robust momentum in the
US, Europe and most of Asia, although many countries are coming off exceptionally
low levels. Our expectations are for these indicators to continue to see improvements
over the coming weeks as lockdowns are further eased. We would caution that whilst
the rise in mobility data correlates with the rise in gasoline consumption registered in
the US, the latest reading was muted over the Memorial Day Weekend – historically
the peak period for US fuel demand – signalling the rebound is likely to be tepid and
APPLE MOBILITY STATISTICS – DRIVING INDEX (100 = 13
JANUARY 2020)
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Leading indicators signal that global oil
demand is recovering, albeit at an
uneven pace

indeterminate.
Even though we are likely past the worst of the demand destruction, the path to
recovery will not be as straightforward as some might expect. Gasoline demand
should continue to rebound as mobility restrictions are eased but journey frequency
and distance will most likely be lower for many months to come, given the spike in
unemployment rates and various work from home measures staying in place. Jet fuel
is the most noticeable area where consumption will take a longer time to recover.

Easing of lockdown restrictions still
suggests a gradual demand rebound

On net, whilst we are witnessing greenshoots on global oil demand across various
regions and core countries globally, we view that global oil demand will not return
back to pre-COVID-19 levels until Q3 2021. As the world emerges from lockdowns, a
combination of weaker economic growth and lingering impacts of COVID-19 mobility
restrictions will still be a drag on the recovery in oil demand, especially in jet fuel. As
such, we forecast the damage will persist into next year, with oil demand only
reaching a pre-COVID-19 run-rate by Q3 2021.

Global oil demand will not return back
to pre-COVID-19 levels until Q3 2021

On the supply-side of the oil equation, the sheer velocity of supply cuts – voluntary
(OPEC+) and involuntary (principally forced production shut-ins in the US, Canada
and Norway) – has been nothing short of remarkable. Whilst official production and
export data is yet to be released, vessel tracking data suggests that compliance with
the 9.7m b/d in cuts from 1 May, plus the additional 1.2m b/d in further pledged cuts
by Saudi Arabia, the UAE and Kuwait, looks promising. This was formally echoed by
the Russian Energy Ministry this week stating that the OPEC+ deal has been
“undoubtedly successful” and forecasted that the global oil market balance will be
reached between June-July (broadly in line with our view of the equilibrium of
demand equating supply between end May – early June). Meanwhile, non-OPEC+
supply has been falling robustly, with our expectations that US and Canadian
production could be down 3.1m b/d in May alone.

The velocity of supply curbs has been
remarkable

Despite the sharp rebalancing developments in recent weeks, risks to global oil
demand abound as we enter an era of heightened geopolitical risk alongside the
possibility of a second wave of COVID-19 infections. According to our Washington
based political analyst, Hana Rudolph, pre-election anti-China rhetoric from the US
will likely only worsen, not only helping President Trump deflect any culpability from
the COVID-19 management and economic fallout, but also tap into deteriorating US
public opinion against China.

US-China tensions in the midst of a
pandemic

GLOBAL OIL DEMAND AND SUPPLY, CHANGE VS.
JANUARY 2020 (MILLION B/D)
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After initially presiding over the longest US expansion in history – with the
unemployment rate falling to its lowest level since 1969, and the S&P rising 49%
since he assumed office up to the mid-Feb peak – the sudden turnaround for
President Trump has come at breakneck speed. The unemployment rate rose to
14.7% in April, and earnings prospects are still clouding equities. President Trump is
now shifting gears towards being a wartime President, and since it is probably too
risky to declare COVID-19 as the enemy given how precarious the virus has been,
China became the easier target. One could argue that President Trump is also
tapping into the psyche of the US public, whose views on China have deteriorated
sharply, according to various polls.

Separately, there remains a global bounty on a vaccine. We remain cautious on the
timeline for any breakthrough of vaccine to combat COVID-19 from a deliveries
perspective – with the broad consensus suggesting that vaccines will not be widely
available until H2 2021. Reports suggest that the US Administration is looking to fast
track the vaccine approval process, suggesting some upside risk to the outlook.
However, absent a cure, significant risks of a sharp reacceleration of new infections
as economies begin to reopen could prompt the reimposition of control measures,
3 MONTH OIL IMPLIED VOLATILITY INDEX

Robust rebound in US gasoline demand
over recent weeks although the latest
reading was muted over the Memorial
Day Weekend – historically the peak
period for US gasoline demand
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Concerns of a second COVID-19 wave
absent a vaccine

Our Hong Kong based analyst, Cliff Tan, believes China may respond to US
provocation through moderation and restraint, protecting its national interests, but
critically abiding by the Phase One trade deal and averting tariff escalation. While
China appears to be complying with the non-import related conditions of the deal, it is
questionable if China can achieve the aggressive import purchase targets, given how
far behind it is thus far. Nonetheless, President Trump may see a strategic
advantage to keeping Phase One intact as a means to extract high profile Chinese
purchases of US goods from key swing states in the run up to the election.
Separately, the US may pursue other non-tariff related actions against China. The
focus here will be on an expanded entity list on Chinese corporates for both human
rights and national security issues, sanction risks on individuals and institutions. For
its part, it is expected that China will likely respond to US provocation with
moderation and restraint, protect national interests, and plan for decoupling.
Technology decoupling will take time and will likely restrain how China responds to
the US given its reliance on US technology, but China will likely continue to push for
Renminbi (RMB internationalisation, and thus would argue for RMB stability, and
could also diversify its portfolio investments away from USD assets, with some EM
economies standing to benefit over time.

2007

Phase One trade deal is likely to hold
for now

2006

US may begin to shift the narrative

and with it, hampering the global oil demand recovery.

Pause in oil prices followed by another
oil price rally once the deficit widens in
mid-June

We advocated last week that oil prices appear oversold and will likely enter into a
holding pattern with range-bound oil prices emerging in the next couple of weeks
(see here). Indeed, the oil price rally has taken a pause in recent trading sessions
fuelled by demand-side apprehensions and simmering US-China tensions and macro
vulnerabilities. As such, we continue to recommend that the most notable shift will
likely be a decline in implied volatility, with a firmer leg higher on the front-end of the
curve likely taking hold once the deficit widens in mid-June, At this point, the stage is
set for structurally higher oil prices heading into H2 2020 with our current Brent price
forecasts of USD36/b and USD46/b in Q3 and Q4 2020, respectively – with upside
risks to these forecasts. Thereafter, as the deficit grows, this will be followed by a
move higher in spot prices due to a steepening level of backwardation through H1
2021. Higher decline rates, lost shut-in capacity and a much higher cost of capital for
the industry will set the stage for higher oil prices, with the structural outcome of the
ongoing rebalancing leading our models to forecast Brent averaging USD43/b and
USD55/b in 2020 and 2021, respectively.

Ranges & Outlook for the week ahead
BRENT – NEUTRAL BIAS – (29.00-40.00)
WTI – NEUTRAL BIAS – (26.00-37.00)
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Corporations Act 2001 of Australia ARBN No. 169 329 453; and (6) MUFG Securities Asia (Singapore) Limited (“MUS(SPR)”) which is licensed as an approved merchant bank by the Monetary Authority of Singapore. In respect of the financial services provided to wholesale clients
in Australia, MUS(ASIA), MUS(EMEA), MUS(USA) and MUS(SPR) are each exempt from the requirement to hold an Australian financial services licence under the Corporations Act 2001 of Australia under the Australian Securities and Investments Commission Class Order
Exemption CO 03/1099, CO 03/1103, CO 03/1100, and CO 03/1102, respectively. Each of MUS(ASIA), MUS(EMEA), MUS(USA), MUS(CAN), and MUS(SPR) are regulated under the laws of Hong Kong, the United Kingdom, the United States, Canada and Singapore respectively,
which differ from Australian laws.
MUFG Bank Ltd (“MUBK”), is a limited liability stock company incorporated in Japan and registered in the Tokyo Legal Affairs Bureau (company no. 0100-01-008846). MUBK’s head office is at 7-1 Marunouchi 2-Chome, Chiyoda-Ku, Tokyo 100-8388, Japan. MUBK’s London branch
is at Ropemaker Place, 25 Ropemaker Street, London EC2Y 9AN, and is registered as a UK establishment in the UK register of companies (registered no. BR002013). MUBK is authorised and regulated by the Japanese Financial Services Agency. MUBK’s London branch is
authorised by the UK Prudential Regulation Authority (“PRA”) and regulated by the UK Financial Conduct Authority (“FCA”) with limited regulation by the PRA.
General disclosures
This report is for information purposes only and should not be construed as investment research as defined by MIFID 2 or a solicitation of any offer to buy or sell any security, commodity, futures contract or related derivative (hereafter “instrument”) or to participate in any trading
strategy. This report does not constitute a personal recommendation and does not take into account the individual financial circumstances, needs or objectives of the recipients. Recipients should therefore seek their own financial, legal, tax or other advice before deciding to invest in
any of the instruments mentioned in this report.
Certain information contained in this report has been obtained or derived from third party sources and such information is believed to be correct and reliable but has not been independently verified. MUFG Securities does not make any guarantee, representation, warranty or
undertaking, express or implied, as to the fairness, accuracy, reliability, completeness, adequacy or appropriateness of any information or comments contained in this report. Furthermore the information may not be current due to, among other things, changes in the financial
markets or economic environment. MUFG Securities has no obligation to update any such information contained in this report.
This report is not intended to forecast or predict future events. Past performance is not a guarantee or indication of future results. Any prices provided herein (other than those identified as being historical) are indicative only and do not represent firm quotes as to either price or size.
This report is proprietary to MUFG Securities and may not be quoted, circulated or otherwise referred to without our prior written consent. Notwithstanding this, MUFG Securities shall not be liable in any manner whatsoever for any consequences or loss (including but not limited to
any direct, indirect or consequential loss, loss of profits and damages) arising from any reliance on or usage of this report and accepts no legal responsibility to any investor who directly or indirectly receives this material.
Country and region specific disclosures
This report is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or is located in any locality, state, country or other jurisdiction where such distribution, publication, availability or use would be contrary to any law, regulation or
rule.
In this regard, please note the following in relation to the jurisdictions in which MUFG Securities has a local presence:
• United Kingdom / European Economic Area (EEA): This report is intended for distribution to a “professional client” or “eligible counterparty” as those terms are defined in the rules of the FCA and PRA. In other EEA countries, this report is intended only for persons regarded as
professional investors (or equivalent) in their home jurisdiction.
• United States of America: This report, when distributed by MUS(USA), is intended for Institutional Investors (“Institutional Accounts” as defined by FINRA Rule 4512(c)). When distributed by a non-US affiliate of MUS(USA), this report is intended for distribution solely to “major U.S.
institutional investors” or “U.S. institutional investors” pursuant to Rule 15a-6 under the U.S. Securities Exchange Act of 1934, as amended. Securities referenced in this report may have been underwritten by MUS(USA) and/or its affiliates. Nothing in this report should be considered
an offer or solicitation of an offer to buy or sell securities or any other financial product or a commitment of any kind with respect to any transaction.
IRS Circular 230 Disclosure: MUFG Securities does not provide tax advice. Accordingly, any discussion of U.S. tax matters included herein (including any attachments) is not intended or written to be used, and cannot be used, in connection with the promotion, marketing or
recommendation by anyone not affiliated with MUS(USA) of any of the matters addressed herein or for the purpose of avoiding U.S. tax-related penalties.
• Hong Kong: This report is only intended for distribution to a “professional investor” as that term is defined in the Securities and Futures Ordinance and should not be passed onto any other person.
• Singapore: This report is only intended for distribution to an "institutional investor", "accredited investor" or "expert investor" as those terms are defined under regulation 2 of the Financial Advisers Regulation. It is solely for the use of such investors and shall not be distributed,
forwarded, passed on or disseminated to any other person. Investors should note that, as a result of exemptions that apply when this report is distributed to "accredited investors" and "expert investors", MUSS is exempt from complying with certain requirements under the Financial
Advisers Act, including section 25 of the Financial Advisers Act (which requires a financial adviser to disclose all material information on certain investment products), section 27 (which requires a financial adviser to have a reasonable basis for making recommendations on
investments) and section 36 (which requires a financial adviser to disclose any interests that it holds in securities that it recommends).
• Canada: When distributed in Canada, this report is distributed by MUS(EMEA) or MUSA. MUS(EMEA) operates under an International Dealer Exemption from registration with the securities regulators in Alberta, British Columbia, Manitoba, Ontario and Québec. MUSA operates
under an International Dealer Exemption from registration with the securities regulators in all Canadian Provinces and Territories. This report is only intended for a “permitted client” as that term is defined under the National Instrument 31-103 in Canada and is not intended for redistribution to any other person. The information contained herein is not, and under no circumstances is to be construed as, a prospectus, an advertisement, a public offering, an offer to sell securities described herein, or solicitation of an offer to buy securities described herein, in
Canada or any province or territory thereof. Under no circumstance is the information contained herein to be construed as investment advice in any province or territory of Canada and is not tailored to the needs of the recipient.
• Japan: This Note, when distributed by MUFG Securities affiliates located outside of Japan, is intended for distribution in accordance with Article 58-2 of the Financial Instruments Exchange Act 1948 (“FIEA”) i) to a “Financial Instruments Business Operator” engaged in “SecuritiesRelated Business” as defined in the FIEA or ii) to the government, the Bank of Japan, a qualified financial institution defined in Article 209 of the Cabinet Office Ordinance Concerning Financial Instruments Business, Etc., or an Investment Manager.
When distributed by Mitsubishi UFJ Morgan Stanley Securities Co., Ltd., this Note is intended for distribution to a “Professional Investor (tokutei-toushika)” as defined in the FIEA.
• United Arab Emirates: This report is only intended for distribution to a “Professional Client” or “Market Counterparty” as those terms are defined under the rules of the Dubai Financial Services Authority and only a person meeting the criteria for these terms should act upon this
report.
• Australia: This Note is only intended for distribution to persons in Australia who are sophisticated or professional investors for the purposes of section 708 of the Corporations Act of Australia, and are wholesale clients for the purposes of section 761G of the Corporations Act of
Australia. This Note is not intended to be distributed or passed on, directly or indirectly, to any other class of persons in Australia.
Other jurisdictions:
MUFG Securities also relies on local registrations or regulatory exemptions in order to undertake certain securities business in other countries. In Thailand, MUS(EMEA) has a derivatives dealer registration with the Securities and Exchange Commission, Thailand. In Canada,
MUS(EMEA) and MUS(USA) each operate under an international dealer exemption registered with the securities regulators. MUS(EMEA) operates under the exemption in Alberta, Quebec, Ontario, British Columbia and Manitoba. MUS(USA) operates under the exemption in all
Canadian Provinces and Territories..
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