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Good afternoon, I am Hilary Till, and it is a privilege to be amongst so many distinguished commodity researchers and practitioners at this roundtable.
I will start by providing some brief background on myself.  I am a professional commodity futures trader, and I also have several academic affiliations.  I have authored a number of applied research articles on the commodity markets / on behalf of the French business school, EDHEC, which, in turn, have been cited by the IMF, the U.S. Senate Permanent Subcommittee on Investigations, and in Bank of Canada research.  
In 2015, I was honored to be appointed as the Solich Scholar at the J.P. Morgan Center for Commodities at the University of Colorado Denver Business School, which is the institution that I am representing today.
In summary, my background is basically one of being at the nexus of applied academic research and financial industry practice.  

In the following presentation, each assertion is documented in my slides.
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In my introductory remarks, I’m going to cover four topics. 
First, I’ll discuss the classic definition of a swing producer, and I will note that shale producers wouldn’t normally fit this strict definition.
Then I’m going to describe how shale-production geophysical modeling has naturally led to an explosion of all manner of financial-engineering investment solutions, with the result that the appetite of credit markets for taking on shale production risk is now the key driver of the outlook for North American oil production.
Next I’ll briefly note how we might be able to refer to shale producers as swing producers as long as we loose the definition of swing producer to be one in which there are fairly uniform production decisions that take place over a 6-month to 12-month timeframe.  
And, at any rate, the outlook for this year’s U.S. oil production declines is likely key to whether global oil markets rebalance or not.
I’ll conclude with noting that while our short-term focus is properly on the credit cycle, at some point it will probably be the case that geological constraints will come back into play, and the baton would thereby pass back to the Gulf oil producers as the undisputed swing producers.
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We usually think of a swing producer as one that has a large market share, spare capacity, and very low production costs, and is capable of acting strategically to raise and lower production to affect the price.
And historically, Gulf producers fit this definition.  At least in the past, Saudi Arabia has been able to change production up or down by 1 million barrels per day within a month.  
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Spare capacity refers to production capacity less actual production; it quantifies the possible increase in supply in the short-term.  

According to the EIA, “Saudi Arabia historically has had the greatest spare capacity. Saudi Arabia has usually kept more than 1.5 - 2 million barrels per day of spare capacity on hand for market management.”
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But it appears for the time being OPEC Gulf producers have shaken off their traditional role of balancing the oil market.
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One wouldn’t normally include Light Tight Oil producers in the swing producer category.  Why?  Because:  “U.S. production cannot be controlled by governments.  It’s the result of a competitive market with hundreds of companies and tens of thousands of investors making as many decisions.”
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One noteworthy aspect of LTO producers has been how tightly their success has been bound up in capital-market innovations, which I will now briefly discuss.

First of all, even though hydraulic fracturing has been in use for more than six decades, it took further technological advances in both horizontal drilling and hydraulic fracturing to lead to the significant increase in oil production in the U.S. that we have witnessed over the last 5 years.
Now, with traditional projects, very large upfront commitments are required; in contrast, the risk profile is quite different with Light Tight Oil projects.  Investments can be made at even a few wells at a time [, notes Schlumberger Business Consulting.]
Specifically, reservoir engineers can estimate the quantity of oil or gas that is potentially recoverable from a reserve or well, along with the discovery’s initial production and decline rates.
As long as one has a set of credible oil price forecasts across time, one can then value a shale company’s oil reserves along with the size and timing of cash flows from production.  This means that very customizable financing solutions became available for numerous relatively small producers, investors, and lenders, who specialized in onshore oil projects.
Now in this brief description, I have left out a number of the complicating factors such as which oil price forecast does one use in valuing reserves, and what periodicity that reserves should be revalued along with what discount rate on cash flows should be applied in valuations.  And I have left out how much leverage an investor or bank should tolerate for onshore oil E&P’s.
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But the key point here is that as long as the complex geophysical models of well-production could be assumed to be accurate, this opened up a whole host of financial engineering solutions for the development of North American onshore oil.
I should add, though, that in order for these financing solutions to be economically valid, one has to also be able to assume that assets can be liquidated at the values generated by a project’s geophysical and financial models. 
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Given how crucial financial engineering has been to the boom in U.S. oil production, where we are in the credit cycle is essential to understanding production plans, going forward.
During the oil investment boom, E&Ps significantly overspent cash flow from operations.  In contrast, there is now an aversion in the capital markets for E&Ps to so significantly outspend cash flow.
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Similarly, equity investors are penalizing highly leveraged E&P companies, as shown in the left-hand-side of Slide 10.  Therefore, these companies will likely be focused on deleveraging efforts, including sales of non-core assets.
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Essentially, future production will have to be financed at “levels of cash flow outspend” that keep a company’s “financial leverage consistent with historical levels.”
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Now, one could argue that the “[r]elatively short response time and favorable economics will likely make U.S. unconventional production the primary global ‘swing’ production when future oil growth is required, as many other forms of conventional oil production take 3-5+ years to respond materially to price signals.”
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But like supply on the way down, supply on the way up will not act like a light switch.
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Essentially, shale can only be seen as an imperfect swing producer because of the delays in responding to demand, whether it is because of the time it takes for service capacity additions or because of the impact of hedging. 
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In conclusion, one intriguing perspective to consider is if the growth in tight oil production peaks this decade.
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Depending on global demand forecasts, if tight oil does peak before demand does, we could be in for another period of supply tightness, at which point OPEC would become the dominant force in supply, just as it did in the 1970s.
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Thank you.
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