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Where Natural Gas Prices Are Headed In 2017

by DR. KENT MOORS | DECEMBER 8, 2016

Dear Oil & Energy Investor,

Despite a small decline yesterday, the U.S. Henry Hub natural gas benchmark rate is now up
36.7% for the month. At the close yesterday, the price was $3.61 per 1,000 cubic feet or million
BTUs (British Thermal Units), the standard measurement in the U.S.A.

To put that in some perspective, the price was $1.96 as recently as May 26, and the year-to-
date low was $1.65 on March 3. Meanwhile, the $3.65 level reached at the close on Monday,
December 5 was the highest in two years.

Traditionally, the price for natural gas in the USA has been heavily influenced by the seasons,
with the severity of winters generally being the main determinant of how high prices would go.
But that is no longer the case. With demand for natural gas coming from many new sources, the
price is no longer tied to the weather — setting prices up to go higher.

Believe It or Not, People Used to Worry About a Lack of Gas

Almost a decade ago, prices jumped above $13 as the result of something else. Back then, the
concern was supply. There was not enough natural gas to meet expected demand, even without
considering the newer end-uses for natural gas that we will talk about in a moment.

| remember sitting in a 2005 meeting of market experts where everyone around the table agreed
that at least 15% of natural gas consumed in the USA would have to be imported as liquefied
natural gas (LNG) by 2020. At least 40% of the rest was expected to come from Canada via
pipeline.
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Well, along came shale and tight gas — and the picture was fundamentally changed. Today,
significant reserves of this “unconventional’” natural gas have fundamentally altered the
domestic market mix. This massive shift has led to two results. First, surplus supply inside the
USA ballooned. Second, the price started coming down — and fast.

As the cost of drilling declined and the amount of extractable gas consistently exceeded
estimates, serious discussion emerged about America becoming energy independent, a target
likely to become reality even quicker when the prospects for a similar Canadian shale boom is
taken into account.

But this rush into shale came with its own cost.
Natural Gas Drillers Became the Victims of Their Own Success

In addition to environmental concerns over the fracking necessary to bring the gas up, the
sudden additions to the national surplus produced significant pressure on the sector itself. A
rising number of operating companies were threatened by the sheer size of the changes
underway.

A natural gas well, even one in a shale play, is much cheaper to drill than anything beyond a
very shallow (2,000 foot) oil well. However, a shale well’s primary production comes in over the
first 18 months, after which it quickly declines. So, producers have a much bigger front-loaded
volume flow.

The combination of these two factors has run through smaller producers like a wild fire.
Combined with the knock-on effect of a major move down in crude oil prices, a rising number of
companies came under siege.

Producers needed to replace declining production rates with new wells that were justified as
replacement but hardly by the market as such. The combined spike in surplus production just
put additional downward pressure on the price of natural gas and further reduced the profitability
at the well head (where companies get paid well below the final market price).

Now, companies will regularly hedge contracts forward to shield themselves from declining
prices. But that approach only works if there are genuine prospects that prices will improve.
Otherwise, the cost of hedging becomes untenable.

At the current price for natural gas, companies are once again getting access to money (through
debt and issuing new stock) needed to subsidize forward operations. This used to be the norm,
with most producers operating cash-poor — bringing in less from gas sales than current
operations cost. The difference was covered by debt or selling new stock, with sale revenue
used for acquisitions, dividends, or stock buy-backs.
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Increasing field efficiency and new technology has further lowered costs. With natural gas
trading north of $3.50, wells in basins such as the Marcellus are now profitable. But this is still a
precarious balance.

My Natural Gas Price Forecast For 2017

All analysts understand that natural gas is in the early stages of major expansion in its usage.
The demand side is no longer dictated only by how cold winters get. While seasonal
considerations are still important, we have discussed here in Oil and Energy Investor on several
occasions that the future use of natural gas lies elsewhere.

The transition from coal to gas for electricity generation is already well underway. In addition,
the export of LNG from the U.S.A. to higher-priced markets has begun, with the guarantee of
adequate supply for the establishment of spot markets elsewhere likely to offset the higher cost
of bringing U.S. LNG into competition.

Decisions to construct cracker plants (that break down methane into smaller molecules) outside
Pittsburgh and on the Gulf Coast are the latest indicators of a rise in using natural gas value-
added products to replace those made from oil in the production of petrochemicals.

Then there is the widening industrial use for gas and the transition from gasoline to LNG and
compressed natural gas (CNG) for vehicle fuel — both in normal and hybrid engines. That
exchange has been accelerating on the large-end truck side of the scale, along with
metropolitan buses and taxis. The smaller car engine part of the spectrum will still take a bit
longer.

As for the surplus, in the USA it currently stands at about 4 trillion cubic feet. While high, it has
been stable and is now only slightly above the five-year average. This should be enough to
provide a floor supporting a slowly strengthening price.

On the other hand, all of this depends on operators being able to strike their own balance
between immediate revenue needs and longer-term market trends. The supply is certainly there
and the demand is increasing.

Yet an improving natural gas picture is now in the hands of the producing companies.

| estimate natural gas prices will test $4.50 before the current cycle flattens out. By that point,
probably mid-2017, the demand for broader uses will determine the next price level.

Kent

BW: See Dr. Moors' bio on the next page.
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Dr. Kent F. Moors is an internationally recognized expert in global risk management, oil/natural gas policy
and finance, cross-border capital flows, emerging market economic and fiscal development, political, financial
and market risk assessment. He is the executive managing partner of Risk Management Associates
International LLP (RMALI), a full-service, global-management-consulting and executive training firm. Moors
has been an advisor to the highest levels of the U.S., Russian, Kazakh, Bahamian, Iragi and Kurdish
governments, to the governors of several U.S. states, and to the premiers of two Canadian provinces. He’s
served as a consultant to private companies, financial institutions and law firms in 25 countries and has
appeared more than 1,400 times as a featured radio-and-television commentator in North America, Europe and
Russia, appearing on ABC, BBC, Bloomberg TV, CBS, CNN, NBC, Russian RTV and regularly on Fox
Business Network.

A professor in the Graduate Center for Social and Public Policy at Duquesne University, where he also directs
the Energy Policy Research Group, Moors has developed international educational programs and he runs
training sessions for multiple U.S. government agencies. And until recent revisions in U.S. policy, Dr. Moors
was slated to be the deputy director of the Irag Reconstruction Management Office (IRMO) in Baghdad.

Moors is a contributing editor to the two current leading post-Soviet oil and natural gas publications (Russian
Petroleum Investor and Caspian Investor), monthly digests in Middle Eastern and Eurasian market
developments, as well as six previous analytical series targeting post-Soviet and emerging markets. He also
directs WorldTrade Executive‘s Russian and Caspian Basin Special Projects Division. The effort brings
together specialists from North America, Europe, the former Soviet Union and Central Asia in an integrated
electronic network allowing rapid response to global energy and financial developments.
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