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Weakness in U.S. Shale Oil Production

Senior Economist: Kaori Seki

Many U.S. shale oil companies remain cautious because of rising costs seen last year.

However, U.S. shale oil production trends should be monitored closely because the U.S. is the largest
supplier of oil in the 2023 oil supply forecast by the U.S. Department of Energy’s Energy Information
Administration (EIA).

In this report, we review the current status of U.S. shale oil production based on the EIA’s Drilling
Productivity Report.

If we look ahead to the conclusion, we note that there is weakness in U.S. shale oil production, and
production is expected to be cut in August.

First, we look at the oil rig count (the number of new wells drilled), which is one of the leading indicators of
shale oil production.* As shown in Figure 1, the rig count peaked in December 2022, decreased in January
to March 2023, and remained generally flat from April to mid-May. Since the second half of May, however,
there has been a marked decline, with the latest figure falling to its lowest level since March 2022.

Figure 1: Rig Count (Qil)
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Source: Bloomberg

1 Shale oil production = (A) rig count x (B) initial production per new well — (C) reduction in production of existing wells. Therefore, although (A)
is one of the components of production, production also depends on (B) and (C).
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On a regional basis, there is also a reduction in the number of rig counts in all regions. The Permian region,
which accounts for over 60% of shale oil production and is a major producer of shale oil, also experienced a
moderate decline, peaking in April 2023.

Figure 2: Regional Rig Count (petroleum) Figure 3: Shale Oil Production Market Share
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The EIA’s Drilling Productivity Report assumes that production will begin two months after drilling begins.
The period from drilling to the start of production varies depending on the well, and the start of production
may be delayed by business judgment.

In addition, the Federal Reserve Bank of Dallas’s energy survey conducted in June of last year showed that
the time required to start production has been prolonged against the backdrop of shortages of raw materials,
equipment, and human resources required for production (Figure 4). However, it should be noted that the
above assumptions may not be met in the current situation.

Figure 4: How Long Does It Take to Drill and Complete a
Well?
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Note: Number of respondents: 79 E&P companies; Response period: June 8-16, 2022

Source: Federal Reserve Bank of Dallas
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With these considerations in mind, if we estimate the recent shale oil production based on the above
assumptions, shale oil production will start to decrease slightly in August (Figure 5).

Although the decline in the rig count became apparent in May, the production in July (estimated based on
the rig count in May) was avoided mainly due to an increase in the initial production per new well. But in
August, production is expected to fall for the first time since December, the month of the record-breaking
cold snap.

Considering the background of the decline in the rig count since the middle of May, (1) as pointed out in this
report’s issue dated July 14, most shale oil companies have been cautious about new drilling due to the
continued high production costs, and (2) amid the decarbonization trend, the funding environment has
become severe, and many companies have no choice but to raise funds for high returns and need to
prioritize shareholder returns over increased production (capital investment). In addition, from May to early
July of this year, the price of West Texas Intermediate (WTI) crude oil remained low in the $67-$74 range
despite OPEC+’s decision to cooperate and cut production voluntarily, as concerns about prolonged Federal
Reserve rate hikes weighed on the market. This situation probably led to a decrease in the rig count.

As concerns about the Federal Reserve’s long-term interest-rate hikes recede, the WTI price has eased and
is shifting toward the upper 70s. If the increase in the WTI price continues to take hold, there is a possibility
that companies that held back on new drilling under (1) will increase their drilling.

However, considering the time (weeks to months) required to arrange the necessary equipment (= rigs) for
new drilling, and the lag between the start of drilling and the start of production (Figure 4), it takes at least a
few months for shale oil production to actually increase after a company decides to increase production. It is
difficult to imagine that shale oil production, which has been weak, will regain its strength immediately.

A comparison of the pace of increase in shale oil production in the EIA forecast at the beginning of this
report with the pace of increase in shale oil production by August shows that the EIA expects shale oil
production to weaken toward the end of the year. Shale oil production will show weakness in August, as
expected by the EIA. It remains to be seen whether the weakness in production toward the end of the year
will fall within the EIA’s forecast.

Figure 5: Trends in U.S. Shale Oil Production
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Economic Outlook: 2023-2024 Forecast

Figure 1: Forecasts for Economic Growth, Inflation, and Unemployment Rates
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Real GDP growth is in QoQ annualized for U.S. and Japan, QoQ for euro area and YoY for China and India. Inflation rate is in YoY%. Inflation rate is YoY, % of core index (ex.
fresh food) for Japan, YoY % of PCE deflator for U.S., and total YoY% for the rest.

Figure 2: Forecast for Rates
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Figure 3: Forecast for FX and Oil Price
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¥ Crude oil prices are averages for each period. Source: SMBC.
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This presentation is for discussion purposes only and is not intended to be an offer to sell or the solicitation of an offer to buy
any securities, or any commitment to underwrite, subscribe for or place any securities, is not an offer or commitment to provide
any financing or extension of credit or service, and does not contain any tax or legal advice. This presentation has been prepared
by SMBC Group (which may include, collectively or individually, any of the following entities in the Americas Division: Sumitomo
Mitsui Banking Corporation (“SMBC”), SMBC Nikko Securities America, Inc. (‘SMBC Nikko”), SMBC Nikko Securities Canada,
Ltd. (“Nikko Canada”), SMBC Capital Markets, Inc. (“SMBC-CM”), SMBC Leasing and Finance, Inc., JRI America, Inc., and
SMBC Rail Services LLC) and is being furnished by SMBC Group solely for use by the client or potential client to whom such
materials are directly addressed and delivered. This presentation is confidential, and is the property of SMBC Group subject to
copyright. Any reproduction of this presentation, in whole or in part, is prohibited, and you may not release these materials to
any person, except to your advisors and professionals to assist you in evaluating these materials, provided that they are
obligated, by law or agreement, to keep the presentation confidential. These materials do not constitute research, a
recommendation or an offer or solicitation to any person to enter into any transaction or adopt any hedging, trading or investment
strategy. Prior to participating in any such transaction, you should consult your own independent, competent, legal, tax,
accounting and other professional advisors.

In preparing this presentation, SMBC Group has relied upon information available from third parties, including public sources,
and we have assumed, without independent verification, the accuracy and completeness of such information. Specific prices,
indices or measures, including ranges, listed in this document were prepared at the time the document was prepared, and are
subject to change without notice. SMBC Group makes no representations to and does not warrant this presentation’s accuracy
or completeness. SMBC Group expressly disclaims any liability for any use of the information set forth herein, including, without
limitation, any use of the information set forth herein in the preparation of financial statements or accounting material.

These materials may contain forward looking statements, which may include projections, forecasts, income estimates, yield or
return, future performance targets or similar analysis. These forward-looking statements are based upon certain assumptions.
All forward-looking statements are based upon currently available information and SMBC Group is not obligated to provide an
update. Actual events may differ from those assumptions. Opinions, projections, pricelyield information and estimates are
subject to change without notice. There can be no assurance that estimated returns or projections will be realized, that forward-
looking statements will materialize or that actual results will not be materially lower than those presented. Past performance is
not necessarily indicative of future results. Any transactions or strategies addressed may not be suitable for all parties. The
value, price or income from transactions or strategies may fall as well as rise. SMBC Group or an affiliate may have a position
in any of the underlying instruments, assets, indices or rates mentioned in this document. You should make your own
independent judgment or seek independent financial and tax advice with respect to any matter contained herein.

SMBC is subject to Japanese firewall regulations and therefore absent client consent, non-public client information may not be
shared with SMBC Nikko Securities Inc.

SMBC Nikko is a U.S. registered broker-dealer of SMBC Group. Nikko Canada is a U.S. and Canadian registered broker-dealer
of SMBC Group. SMBC-CM is provisionally registered as a U.S. swap dealer with the CFTC. Capital markets and other
investment banking activities for SMBC Group are performed by a combination of SMBC Nikko, Nikko Canada, SMBC Nikko
Securities Inc. and SMBC-CM. Lending and other commercial banking activities are performed by SMBC and its banking
affiliates. Derivative activities may be performed by SMBC-CM or SMBC. SMBC Group deal team members may also be
employees of any of the foregoing entities. SMBC Group does not provide tax advice. Accordingly, any discussion of U.S. tax
matters contained 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 unaffiliated with SMBC Group or for the purpose of avoiding U.S.
tax-related penalties. © 2023 SMBC Group. All rights reserved.



