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The Saudi Kingdom has gone rogue. This week Saudi Arabia lowered the price it charges for 

crude oil without consulting other members of OPEC. The decision surprised many analysts, who 

were expecting the Saudis to cut output in order to boost prices. Instead, the announcement sent 

crude prices tumbling to 2-year lows. Kuwait also lowered their prices without consulting with OPEC. 

An OPEC official from a Persian Gulf state was quoted as saying, “If members don’t cooperate, which 

is likely, everyone is in trouble and prices will drop even further.” 

 

Brent Crude Oil – Rolling Future 

 

It should be noted that Saudi Arabia is not the energy power it once was. In fact, the US has 

overtaken Saudi Arabia to become the world’s largest producer of liquid petroleum for the first time 

since 1991. That’s not to say that the Kingdom isn’t an influential player. Officials say that Saudi 

Arabia has the ability to increase its output by 2.5 million barrels per day (bpd), making it one of the 

few countries with spare oil capacity. 

http://online.wsj.com/articles/opec-members-discord-adds-to-slide-in-oil-prices-1412361852
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OPEC has been rife with infighting since its founding in 1960 (such is the nature of cartels), but 

this latest spat has a different feel to it. The US’s emergence as an energy powerhouse combined 

with slowing economic growth globally has weakened the group’s influence at a time of great change 

across the Middle East. In 2011, when Arab Spring violence boosted crude prices, Saudi Arabia’s 

longtime oil minister Ali al-Naimi pushed at an OPEC gathering to increase production. Delegates 

rejected the idea, and Mr. Naimi was visibly agitated telling reporters, it “was one of the worst 

meetings we ever had.” 

 

Saudi Arabia, Kuwait, Qatar and the UAE, all members of OPEC and largely Sunni, have long 

been aligned politically to combat the influence of Shi’a Iran. That rivalry has escalated since 2011 

through proxy wars in Iraq and Syria, and it’s been no secret that the Saudi’s are upset about the 

developments. In a speech that US officials say was unprecedented in its vehemence, Saudi King 

Abdullah bin Abdulaziz denounced extremists for using Islam to justify their actions. Since then, the 

kingdom’s top religious authority said that ISIS and al-Qaeda “are enemy No. 1 of Islam.” 

Riyadh has been a major backer of Sunni Muslim rebels fighting to overthrow Syrian leader 

Bashar al-Assad. The Syrian leader, whose Alawite sect comes from Shi’a Islam, has support from 

Iran and the armed Lebanese Shi’a group Hezbollah – both sworn enemies of Saudi Arabia. The 

Saudi’s have been arming Syrian rebels for some time, but have not convinced the US to unilaterally 

strike against Assad. The US can’t go after Assad because it doesn’t have support from the UN, 

where Russia holds a permanent seat on the Security Council. Russia and China have repeatedly 

blocked measures to condemn Assad for using chemical weapons and slaughtering his people. 

In my mind, there are four reasons why Russia continues to support Syria: 

http://time.com/3379004/kerry-isis-saudi/
http://www.foxnews.com/politics/2014/09/27/us-looks-for-ways-to-get-western-weapons-into-hands-rebel-fighters-in-syria/


 

1. Russia has a naval base in Syria, which is strategically important and Russia’s last 

foreign military base outside the former Soviet Union. 

2. Russia doesn’t have many friends these days and needs all the military alliances it can 

get, notably Syria. 

3. Officials estimate there are 30,000 Russian citizens living in Syria, mainly women and 

children. 

4. Syria buys a lot of Russia military equipment, and Putin needs the money. 

In other words, the only thing keeping Bashar al-Assad in power is Vladimir Putin. This is where 

it get interesting. 

The Russian economy is in shambles. The ruble has fallen to record lows not seen since the 

1990s, capital is pouring out of the country and the economy is projected to grow a measly 0.5% Y/Y 

in 2014 – which may be optimistic.  Russia’s central bank, the Bank of Russia, has spent over $1.75 

billion over the past week to defend the ruble. The stagnation is made much worse by western 

sanctions, which largely cut off access to external financing. US-based firms Blackstone (ticker: BX) 

and Adobe (ticker: ADBE) are leaving Russia altogether. 

USD / RUB 

 

Last month the Russian government unveiled a new budget for 2015-17 based on several 

assumptions including: inflation of 6% (analysts believe 8% is more realistic), GDP growth at 1.2% 

(the World Bank forecasts 0.3%), and the price of oil at $100/barrel (…it’s at $90/barrel now). Oil and 

gas make up around half of government revenue. The Economic Expert Group, a Russian 

consultancy, show that a $1 drop in the price of oil leads to a loss of $2.3 billion in budget revenue. 

The country’s finance minister has already warned it could longer afford a multi-billion dollar upgrade 

of its armed forces approved by Putin himself. 

The Saudis must think that Putin is on the ropes. Mikhail Khodorkovsky, the one-time oil tycoon 

who spent a decade in prison, believes Russia is nearing an economic crisis that could fuel an 

http://www.nytimes.com/2012/07/02/world/middleeast/for-russia-syrian-ties-complicated-by-marriage.html?pagewanted=all&_r=0
http://online.wsj.com/articles/russian-central-bank-props-up-ruble-1412667867
http://online.wsj.com/articles/russian-central-bank-props-up-ruble-1412667867
http://www.economist.com/news/europe/21621877-wests-sanctions-are-hitting-contracting-economy-edge-recession
http://www.businessinsider.com/r-finance-minister-warns-russia-cant-afford-military-spending-plan-2014-10#ixzz3FV0a2RSM


 

uprising similar to the country’s 1917 revolution. In 1917, an economic crisis swept the Bolsheviks 

into power under Vladimir Lenin and led to the creation of the Soviet Union. Vladimir Putin, a former 

KGB spy, might have visions of a return to Soviet glory, but Saudi Arabia clearly has other ideas. In 

fact, it seems as though they’re looking to expedite Putin’s removal from power via lower oil prices. 

The United States, which also has a bone to pick with Putin, is also ramping up oil production and 

could soon become an exporter. 

Undercover Putin in 1988 

 
Source: ForeignPolicy.com 

There’s even precedent for this. Between 1980 and 1985, the price of oil fell the equivalent of 

$100/barrel using today’s prices and stayed low for more than a decade. The Soviet Union, which 

was burdened by huge military spending at the time, saw government revenues plummet, ultimately 

leading to the USSR’s breakup in 1991. 

Clearly this isn’t something that will take place over the next month. Putin is a firmly entrenched 

leader with at least reasonable support domestically. Putin’s popularity dipped down to 61% during 

the Ukrainian crisis – a rating that must make President Obama cringe. Putin also has an ally in 

China, where his biography is a bestseller. However, there may be a way to profit off this theme. 

 
 
 
 
 
 
 
 
 
 
 

http://online.wsj.com/articles/why-russias-president-is-putin-the-great-in-china-1412217002


 

Crude Oil priced in Russian Rubles 

 

The chart above shows that crude oil priced in Russian Rubles has barely moved. In fact, YTD 

it’s up less than 1%; clearly illustrating how falling oil revenues are driving the ruble lower. If Saudi 

Arabia succeeds in pushing oil below $85/barrel it will almost surely spark a major recession in 

Russia, weakening the ruble even more, and possibly removing Putin from power in the process. My 

thought process is not that the ruble will weaken more than oil prices – that’s just what limits the 

downside. Instead, if Russia is in the throes of a financial crisis (or revolution) it will almost certainly 

disrupt oil production representing 13% of global supply. 

There’s precedent for this as well. In August 1998, the Russian government devalued the ruble, 

defaulted on domestic debt, and declared a moratorium on payments to foreign creditors. Inflation 

reached 84% Y/Y. Between August 1998 and December 1999, the price of oil in rubles appreciated 

860% - priced in US dollars, it only climbed 160%. 

Crude Oil priced in Russian Rubles – 1995-99 

 

The Saudi’s still have plenty ammunition to drive oil lower. As mentioned earlier, officials from 

Riyadh have indicated that they have the ability to increase output by 2.5 million bpd if needed. And 

it’s not as if the world is screaming for oil. As of August, demand for crude was up just 3.1% Y/Y, 

setting up what could be the weakest year for oil consumption since 2005. It may seem 



 

counterintuitive to be long oil given the negative outlook, but if you price it in rubles the risk/reward 

dynamics skew heavily in your favor. There are many moving pieces to this trade, but it’s a great 

exposure to the bull market in geopolitical conflict. 

 

That’s all, see you next week! 

 

For any questions or comments, please email us at: info@cup-handle.com 
 
Please visit us at: http://marketfy.com/portal/cup-handle/ 
 
Follow us on Twitter: @cuphandlemacro 
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