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BRENT CRUDE OIL

A BENCHMARK IN DECLINE?

By Ivdn Martén and Borja Jiménez

RENT CRUDE OIL IS the primary

benchmark for international oil prices
today, serving as the price reference for
roughly two-thirds of the world’s traded-oil
volume. But despite Brent crude’s current
popularity—futures contracts for Brent are
the most liquid crude-oil futures con-
tracts—there are growing doubts about its
suitability as the industry’s major price
benchmark. (See Exhibit 1.) Do the market
dynamics of Brent crude sufficiently
represent those of the world’s oil markets
to be the basis for global pricing decisions?
And is Brent crude likely to retain its role
going forward?

There are a number of factors that raise
these questions. The most critical is the fast-
er-than-expected decline of oil production
in the North Sea, whose aging fields supply
the crudes in the blend that constitutes the
current Brent benchmark.! Indeed, the
Brent field itself, which was discovered in
1971 and produced approximately half a
million barrels of crude a day at its peak,
now produces only about a thousand bar-
rels daily. Concerns about the region’s

shrinking output have been exacerbated by
the volatility of oil prices and the low oil
prices that have prevailed in global oil mar-
kets since the middle of 2014; these condi-
tions have reduced regional producers’ in-
centive to invest in mature fields to enhance
production.

There are additional factors that are raising
doubts about the security of Brent crude’s
status as the global oil-price benchmark,
particularly over the medium and longer
terms. One is the possibility that the U.S.
will lift its current ban on oil exports; lifting
the ban would alter global supply-and-
demand dynamics, and possibly Brent
crude’s relevance, to an extent. Another fac-
tor is the ongoing shift in the center of gravi-
ty of global oil demand toward non-OPEC
countries, especially the ones in Asia.

Questions about whether Brent crude can
and should retain its role as the global oil-
price benchmark have been surfacing for
some time. However, they are being asked
today with growing frequency—and for
good reason.

For more on this topic, go to bcgperspectives.com



EXHIBIT 1 | Futures for Brent Crude Are the Most Liquid Crude-Oil Futures Contracts
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Sources: Intercontinental Exchange (ICE); U.S. Commodity Futures Trading Commission; Bloomberg.

Note: NYMEX = New York Mercantile Exchange. WTI = West Texas Intermediate. ICE and NYMEX are independent electronic exchanges for the
trading of wholesale energy and metals commodities. Brent and West Texas Intermediate futures contracts are traded most heavily globally on
the ICE and NYMEX exchanges.

A Benchmark Emerges
and Evolves

The current global-pricing system for crude
oil came about as a consequence of the
1973 oil shock, which resulted in a signifi-
cant reduction in OPEC’s influence on glob-
al oil prices and, over the following decade,
a shrinking share of global oil production
for OPEC countries. As growing numbers of
non-OPEC countries and producers (includ-
ing the private companies that substantial-
ly developed the North Sea’s oil fields) in-
creased production, demands for pricing
transparency and representative standards
grew. This led to the development of spot
and futures markets in the 1980s in Europe
and the U.S. and the adoption of two pri-
mary global benchmarks for oil prices,
namely Brent crude and West Texas Inter-
mediate (WTI), the primary benchmark for
U.S. crude. A new pricing system was born.

Brent crude had, and continues to have, a
number of features going for it in terms of
its adoption as a global benchmark. One is
a sufficiently large volume of production to
ensure physical liquidity for the purposes
of trading.? Other features include a repre-

sentative quality standard, which makes
the process of pricing other grades easier;
the North Sea’s proximity to a major
oil-consumption region and the main refin-
ing centers of Europe and the U.S.; and, in
the UK (whose government oversees the
benchmark), stable and supportive tax regu-
lation (from the perspective of producers),
a robust legal regime, and relatively low
political risk. Brent crude’s status has also
been boosted by its diverse ownership of
production. Diverse ownership greatly re-
duces the odds of market interference and
price manipulation, compared with a
monopolistic structure. This feature has
greatly facilitated market participants’ will-
ingness to embrace Brent as a benchmark.

The Brent benchmark has been challenged
over the years, however, particularly by
WTI, which was the leading global bench-
mark for a time. In fact, for an extended
period, price quotes for WTI and Brent
crude moved in parallel, with WTI having
a relatively small price premium (about
$1.50, on average) from 2000 through 2010.
This link was severed in 2011, however,
when WTI prices became disconnected

beg.perspectives | prent CRUDE OIL

by THE BOSTON CONSULTING GROUP



from prices on international markets, re-
flecting the effects of the U.S. shale boom
and subsequent logistics-driven glut of U.S.
supply, coupled with the U.S. government’s
ongoing ban on crude exports. In 2011 and
2012, WTI was priced at an average dis-
count of more than $17 per barrel, com-
pared with Brent crude; by mid-November
of 2015, that discount had fallen to $4 per
barrel. (See Exhibit 2.) The ongoing dis-
count of WTI to Brent has led many to con-
clude that WTI is a less accurate indicator
of global prices than Brent is.

Regarding current concerns about falling
North Sea oil production affecting Brent
crude’s suitability as the market’s primary
benchmark, it is worth noting that falling
production has been something that Brent
has had to wrestle with for decades. Produc-
tion from the original Brent oil field started
to decline in the mid-1980s, plunging from
roughly 400,000 barrels per day in 1986 to
about 75,000 barrels in 1990. This led to
pricing distortions, with far-reaching effects.
To prevent the problem from recurring, oil
from other regional fields has been added
to the benchmark over time, starting with
crude from the Ninian field in 1990 and fol-
lowed later by oil from the Forties, Oseberg,
and EKofisk fields. Even with this expanded
lineup, however, the production of Brent
crude has continued to decline, falling from

420,000 barrels per day in 2009 to 260,000 bar-
rels per day in 2014. (See Exhibit 3.)

Can Brent Be Saved in the Short
Term by Adding New Crudes?

Some stakeholders have suggested that the
best way to address the dwindling produc-
tion of Brent crude is simply to continue
adding other grades from the region. There
are factors that complicate this approach,
however. The most significant is that oil pro-
duction on the UK side of the North Sea
peaked in 1999, and the chances of discover-
ing new, large fields in the region are rela-
tively small. On a more optimistic note, there
has been a major discovery on the Norwe-
gian side of the sea: the Johan Sverdrup
field was discovered at the beginning of the
decade. But that field, whose output is ex-
pected to have a break-even price of about
$45 per barrel, is not expected to commence
production until the end of 2019.

Other stakeholders have suggested casting
a wider net and including oil from other
parts of the world in the blend. Two grades
that have been discussed as potential can-
didates are grades from the Russian Urals
and West Africa. Each grade has its advan-
tages but is problematic on some level. Oil
from the Urals, were it included in the
blend, is sufficient in supply to potentially

EXHIBIT 2 | The Price Differential Between Brent and West Texas
Intermediate Widened Significantly in 2011
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EXHIBIT 3 | Production of Brent Crude Has Been Declining Since the Mid-1980s
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mitigate concerns about Brent’s shrinking
production volume. But inclusion of Urals
oil would not significantly increase Brent
crude’s market liquidity. Oil from the Urals
is also inferior in quality to the grades that
compose the current Brent blend—Urals
oil is a heavy, sour grade (meaning the sul-
fur content is relatively high), in contrast to
the lighter, sweeter components of the
Brent mix. Another factor that argues
against the inclusion of oil from the Urals
is Russia’s geopolitical environment.

The West African grade, meanwhile, is a
sweet crude, hence there are no problems
with its quality relative to the Brent blend.?
But the supply of West African oil is prone
to frequent disruptions. Further, West Afri-
can loading schedules are based on five-
week cycles, while Brent loading schedules
are based on two- to three-week cycles.

The addition of other crudes, whether from
the North Sea or from other regions, is thus
not an easy, single-step solution to the sup-
ply challenges, especially the longer-term
ones, facing the Brent benchmark.

What the Future Could Hold
for Brent

It is hard to predict with confidence what
lies ahead for Brent crude’s place as the
world’s predominant benchmark for oil

prices. There are a number of possibilities.
Within the next five years, it seems possi-
ble, if not likely, that other North Sea
grades from both the UK and Norwegian
sides will be added to the blend in an effort
to ward off ongoing concerns about produc-
tion volume. Potential candidates include
Statfjord and Flotta crudes and, ultimately,
crude from the Johan Sverdrup field.

A wild card here, however, is the potential
for the U.S. to lift its ban on crude oil ex-
ports. Were the U.S. to lift its ban, there
would be a number of effects on global oil
markets. Most significantly, the price differ-
ential between WTI and Brent would nar-
row and aggregate prices of crude oil would
likely fall slightly. These effects could weak-
en the argument for Brent crude as the
primary international benchmark and
strengthen the argument for WTI, with WTI
ultimately regaining its position as the glob-
al market’s primary price reference.

In the medium term (that is, within the
next ten years), maintaining Brent crude’s
status will likely entail adding grades from
regions beyond the North Sea. Introducing
such crudes, which could include grades of
varying qualities, to the Brent blend would
demand use of a sulfur de-escalator or a
similar system to make the necessary ad-
justments to the benchmark’s pricing. But
this would be manageable, provided there
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is general agreement among market play-
ers on the approach used.

In the long term, Brent crude could face a
growing challenge to its role from an Asia-
based benchmark, given that the global
market’s center of gravity is shifting in-
creasingly toward Asia and the region is
now the main destination for the world’s
incremental oil production. But there are
reasons that an Asian benchmark might
not supplant Brent. For one, in order for an
Asian benchmark to achieve sufficient
transparency, multiple regional actors
would need to be involved in the bench-
mark’s price-setting decisions. This could
make decision-making cumbersome and
ultimately undermine the benchmark’s
credibility. Additionally, the Brent Weight-
ed Average is a particularly popular bench-
mark among Middle Eastern producers cur-
rently. These players would likely be
reluctant to abandon a standard that they
have come to rely on.*

Further, there is already an Asian bench-
mark in existence—the Asia Petroleum
Price Index (APPI), which is commonly
used to price crude in countries such as
Australia, China, Indonesia, and Malaysia.
This would be a logical candidate to re-
place Brent if an Asian standard were go-
ing to do so. But APPI has been largely dis-
counted by Asian players as an accurate
predictor of regional oil prices, with most
players instead relying on Dated Brent as
their preferred benchmark. Hence, an
Asian benchmark replacing Brent over the
longer term is by no means a sure thing.’

HAT DO WE consider most likely to

happen? Brent crude’s status as the
global oil-price standard is probably secure
through the medium term, as there are no
obvious candidates to replace it. What hap-
pens beyond then is an open question. It
certainly seems plausible that if Brent is ul-
timately displaced, it will be by an Asian
standard, given the region’s growing share
of global demand. The adoption of an
Asian benchmark presupposes, however,
that the benchmark can meet a number of
critical criteria, including political stability

among the countries involved in the bench-
mark’s management, a sufficient volume of
production across the component crude
grades, and a mix of national oil compa-
nies and independent oil companies
among the producers of the benchmark’s
components that is acceptable to the indus-
try. Satisfying all of the necessary criteria
could prove a major challenge.

It is also quite possible that the industry, as
it has done in the past, will develop an en-
tirely new pricing scheme over the long
term in response to the emergence of
game-changing factors, such as geopolitical
forces or new types of plays, basins, or tech-
nologies—rendering benchmarks such as
Brent irrelevant altogether. Time will tell.

NOTES

1. Other established oil fields around the world, it
should be noted, are also experiencing rapidly
declining production; hence, the North Sea’s
situation is not unique.

2. See “A Golden Period for Asset-Backed Trading:
Time to Reconsider Oil Supply and Marketing,” BCG
article, July 2015.

3.In deciding whether a particular grade is suitable
for inclusion in the Brent blend, both the supply and
the quality of that crude are important. But supply is
the more important variable, since a disruption can
cause a major problem in the market. Quality issues,
in contrast, could be addressed using a sulfur
de-escalator, which would adjust the price of Brent
crude in response to differentials in quality intro-
duced by its various components.

4. Platts’s Dubai benchmark, a recognized price
reference for crude oil delivered to Asian refineries
from the Middle East, has traded heavily during the
past year, and Platts has updated it recently and is
considering the addition of several grades of crude to
increase its liquidity. But the benchmark remains far
from the point at which it could pose a serious threat
to Brent crude’s status as the global oil-price
benchmark.

5. Argus Media, a leading provider of price assess-
ments and market data for global energy and
commodities markets, and Platts have both stopped
using APPI as an index representing oil prices in the
Asia-Pacific region. As a result, Indonesian Crude
Price, a price index for crude oil from Indonesia,
remains as the only regional price marker.
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