
Historically, natural gas and crude oil prices don’t have a predictable link 
to one another but right now, the two commodities are clearly trending 
in the same direction — up, up, up.  Our analysis concludes that in the 
next 60-90 days, natural gas will have the capability to de-link itself from 
crude oil and return to standing on its own merits of supply and de-
mand.  However, we believe there are some critical things that need to 
happen in order for this to occur.  We are pleased to share our findings 
with you, but want to emphasize that our findings represent our opinion 
only and cannot be guaranteed. 
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Disclaimer:  The information contained herein is the opinion of Energy Solutions, Inc.  The information, views and opinions contained herein 
are presented for the convenience of the reader and are provided on the condition that errors or omissions therein, or reliance thereon, 
shall not be made the basis of a claim, demand or cause of action.  The views and opinions expressed herein are for informational pur-
poses only, are in no way guaranteed, are expressed as of a specific time and are subject to change at any time without notice. 



Analysis Overview 
 

• While supply and demand may account for some price strength in a number of commodities, it is believed that 
the flood of new money flowing into commodities, and in particular crude oil commodities, is the primary 
culprit for recent price rises. 

 
• Until speculators, who are the roots of this new money, believe the uptrend in a commodity market is nearing 

a peak, they will continue to provide the monetary fuel to keep the uptrend intact. 
 
• With stock and equity markets struggling, the disconnect between commodity prices and true fundamentals of 

supply and demand will continue to be distorted. 
 
• Further interest rate cuts by the Federal Reserve will weaken the value of the dollar and push crude oil com-

modity prices higher.  So long as natural gas prices are mirroring daily price moves in crude oil prices, it 
means a price rise for natural gas as well. 

 
• Recovery or strength in the U.S. dollar will be a significant sign that the run-up in crude oil commodity prices 

is nearing an end or reaching a peak. 
 
• The key for natural gas to break the price link to crude oil is based on starting storage inventories of at least 

1,300 Bcf on April 1, 2008, and higher-than-average storage injections during April and May that will result 
in inventories on June 1, 2008, equal to or higher than inventory levels on June 1, 2007.  This will help to al-
leviate concerns about summer supplies and the ability to refill storage to adequate levels by November 1, 
2008. 

 
• Overall, Energy Solutions, Inc. doesn’t believe the supply and demand picture for natural gas is as dismal as 

some have painted it.  It is expected that the reality of this will surface during the first two months of the stor-
age injection season although it will be difficult to identify if the balanced supply picture is due to lower de-
mand or higher availability of supplies. 

 
• As concerns are alleviated, because natural gas is primarily a domestically produced and consumed product, 

we believe prices in the spot market will decline helping natural gas NYMEX prices to decouple from crude 
oil prices.   

 
• These factors represent price stability, which is not a favored environment for speculative investors.  As a re-

sult, we believe natural gas will become a less attractive commodity for investors and as investors transition 
to other commodities where the uncertainty is higher, fundamentals of supply and demand for natural gas will 
begin to resurface allowing natural gas buyers to see a clearer picture of what the future holds. 

 
• While Energy Solutions, Inc. believes that a dramatic trend change will occur in natural gas prices over the 

next 60-90 days primarily because of aggressive storage injections in April and May, specific buying recom-
mendations are not included in this analysis.  For more insight into buying recommendation price levels and 
natural gas market conditions in general, click here to check out a free trial to The Advisor, a weekly and 
monthly publication specifically written for commercial and industrial businesses.   
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Introduction 
 

This analysis was published on March 14, 2008, and is therefore based on available information as of that date.  In-
formation contained within this analysis is believed to have been obtained from accurate, reliable industry resources, 
however that data has not been individually verified by Energy Solutions, Inc.  
 
The purpose of this analysis is to provide commercial and industrial businesses with a better understanding of: 

• Why natural gas prices have soared to price levels reminiscent of the catastrophic 2005 hurricane season. 
• Why natural gas prices are so closely linked to crude oil at this time. 
• How natural gas differs from other commodities that are currently rising. 
• Why the fundamentals of supply and demand are taking a back seat to other factors. 
• How interest rate cuts and the value of the dollar are impacting commodity prices. 
• How an economic recession may impact natural gas prices. 
• Why the two-month period of April and May could be a critical turning point for natural gas prices. 

 
It is the opinion of Energy Solutions, Inc. that current price levels for natural gas have been driven primarily by 
speculative investors seeking a quick return.  But, natural gas isn’t the only commodity being impacted at this time 
by those investors.  Numerous commodities are hitting record highs. 
 
There doesn’t appear to be a quick fix to the current situation, even if one believes that the U.S. is headed toward a 
recession.  Many times in the past, a slowing economy resulted in reduced demand for commodities, and in turn that 
prompted a decline in commodity prices.  That isn’t the case this time. 
 
With the stock market and equity markets struggling, commodity markets have become a magnet to speculative in-
vestors seeking big and quick returns.  Crude oil prices have soared and other commodities have followed suit.  Un-
fortunately, the money that is finding its way to the commodities market isn’t likely to disappear in the near future, 
and we believe that points to higher prices for many commodities. 
 
However, in the not so distant future, we do expect natural gas commodities to decouple from crude oil prices and to 
ultimately find their own direction again based on the underlying fundamentals of supply and demand.   
 
This analysis explores a myriad of issues that are impacting natural gas prices today.  It then goes on to explore in 
greater detail why we believe this decoupling may occur, even if crude oil prices remain at very high levels. 
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Terminology 
 
For this analysis, commodity price references refer to the price of the commodity on a particular trading ex-
change.  References to energy commodity prices are taken from the New York Mercantile Exchange (NYMEX) 
while price references to grains or other commodities might be through another exchange.  For natural gas 
prices, there are two price locations referenced in this analysis: 
 

• The physical spot market or cash market represents the price of natural gas where the actual physical 
product or commodity is traded or delivered. We often refer to the physical spot market as being something 
similar to a gas station where you fill up your car with gasoline because each day the price of unleaded 
gasoline changes, and the price may vary from city to city and state to state. 

 

• The futures market, as it relates to natural gas, means the NYMEX, a commodity exchange based in New 
York City where natural gas futures contracts are traded.  Each futures contract relates to a specific month 
and is equal to 10,000 MMBtus.  The NYMEX exchange assigns a value to the cost of natural gas in 
monthly increments for the current year plus the next 12 years through December, which at this time is De-
cember 2020.  Unlike the physical spot market, the value of a natural gas NYMEX futures contract reflects 
delivery to a single geographic location, the Henry Hub, which is located off the Sabine Pipeline in Louisi-
ana.  As physical market conditions change, the value of natural gas NYMEX futures contracts change.  The 
term front-month natural gas NYMEX contract refers to the most current monthly contract being traded.  
Each futures contract expires three business days prior to the first of the month.  The March 2008 natural 
gas NYMEX contract expired on Wednesday, February 27, 2008, at $8.93 per MMBtu — the third highest 
expiration ever for a monthly NYMEX contract if you don’t include price impacts from the catastrophic 
2005 hurricane season.  With the expiration of the March 2008 natural gas NYMEX contract, the April 
2008 natural gas NYMEX contract became the front-month natural gas NYMEX contract effective Thurs-
day, February 28, 2008.  The monthly expiration price of a NYMEX contract is very important as it can be 
the benchmark of how natural gas will be priced for the upcoming month.  Utilities, natural gas marketers, 
and producers widely use the expiration price as a buying and selling reference point.  Thus, price activity 
of natural gas NYMEX contracts very often impacts the price that one pays for natural gas.  

 
This analysis also refers to two other terms — bear and bull.  A bear market is one in which prices are falling 
and a bear is an individual who anticipates a price decrease.  Conversely, a bull market is one in which prices 
are rising and a bull is an individual who anticipates a price increase. 
 
Other terminology is typically defined within the context of the analysis.  However, if you run across a term that  
is unfamiliar to you, click here to go our published glossary. 
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 Irrational Nature of Current Markets 
 
What makes today’s situation so concerning is the level of irrationality that appears to exist.  Historically, com-
modity market price spikes are usually due to an underlying event that has the potential to disrupt the de-
mand/supply balance of a commodity.  However right now, it appears that numerous commodities are being 
driven upward by something other than a so-called underlying event.  There is no debating that explosive de-
mand from foreign countries for raw materials produced in the U.S. has provided some of the fuel for rising 
commodity prices, but given current price levels for most commodities, it is doubtful that demand is the sole 
cause.  In fact, if demand was the primary cause of current prices, it would be reasonable to conclude that one 
would see prices move up and down as fundamental reports of supply and demand are released, and that has not 
been the case. 
 
Wednesday, March 12, 2008, was a perfect illustration of just how illogical crude oil commodities are at this 
time.  The Energy Information Administration (EIA) released the weekly petroleum report numbers for the 
week ending March 7, 2008, showing a 6.2 million barrel increase in crude oil inventories – a number that was 
four times higher than analyst expectations of a 1.6 million barrel build.  So, how did crude oil prices react to 
this seemingly bearish report?  The April 2008 crude oil contract on the NYMEX responded by climbing to a 
new high of $110.20 per barrel on Wednesday, and it continued to forge yet another new high of $111.00 per 
barrel on Thursday, March 13, 2008.  So, if crude oil prices are moving up and down based solely on supply and 
demand, a larger than expected increase in inventories should have resulted in at least a slight downward price 
move, not another new record high.  Growth in global crude oil demand and a lack of surplus production capac-
ity has placed upward pressure on crude oil prices.  But blaming those factors alone for current price levels is 
probably a stretch given demand and supply projections.   
 
The story is much the same for natural gas.  On Thursday, March 13, 2008, the EIA released weekly natural gas 
numbers showing a withdrawal of 86 billion cubic feet (Bcf) for the week ending March 7, 2008.  The with-
drawal number was at the lower end of analyst expectations and storage inventories remain firmly above the 
five-year average.  So, how did natural gas prices react to this report?  Within minutes of the report’s release, 
the April 2008 natural gas NYMEX contract jumped to $10.254 per MMBtu.  While storage inventories are 
lower than what many expected a few months ago, the report shouldn’t have been viewed as bullish, but in es-
sence that was how the market reacted. 
 
Fundamental analysis includes the study of underlying factors that influence commodity prices, such as sup-
ply, demand, storage, weather, and hurricanes.  Technical analysis examines patterns of futures price change, 
rates of change, and change in trading volume to predict price trends.  One well known technical signal is the 
Relative Strength Index (RSI) which measures market strength to predict market tops and market bottoms.  The 
RSI has been screaming “top” for both natural gas and crude oil prices for almost one month now, but instead of 
peaking, we just keep forging higher.  It has also become evident that any fundamental information that could 
drive prices lower is being discarded and fundamentals are taking a back seat to technicals at this time. 
Click here for more details on fundamental and technical analysis. 
 
Conclusion:  Longer term, if underlying fundamentals are unable to gain control of the very commodities they 
represent, there will be no way for buyers to make informed decisions about buying these commodities because 
the fate of prices will ultimately be in the hands of speculators.  While that is the case today, we’re not willing 
to concede that the marketplace for natural gas has taken that turn indefinitely, so we start our analysis on what 
commodity prices are supposed to be built on — fundamentals. 
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Fundamentals of Demand and Supply for Crude Oil 
 
The upward climb in crude oil prices has showed no signs of slowing down as the speculative influence in this 
market seems to be in full force.  Since crude oil has been a leader for natural gas it makes sense to review the 
fundamentals for this commodity, as well as natural gas.  Because projections vary widely, the underlying fun-
damentals for crude oil are very unclear.  But, while we don’t believe the global demand and supply situation 
for crude oil is in perfect balance, we also don’t believe it is justification for current crude oil prices. 
 
In its latest oil market report, the International Energy Agency (IEA), an energy policy advisor to 27 member 
countries, lowered its oil projection for 2008 world oil demand by 80,000 barrels per day.  The IEA says their 
projections assume that demand from China, the Middle East, and other emerging markets could ultimately ab-
sorb any declines in demand from the U.S. and other industrialized nations.  Demand from China, the world’s 
second largest oil consumer, continues to show few signs of slowing as it moves forward with building under-
ground storage to reach the goal of the equivalency of 30 days of imported strategic oil reserves  by 2010.  
China’s thirst for oil will play a significant role in the global balance between supply and demand in the future.  
However, it is interesting to note that in October 2004, as crude oil prices rose to a record $55 per barrel, fingers 
were also being pointed toward China, whose imports had risen by 40 percent in the first half of 2004 alone.  
So, increased demand from China has been on the radar for sometime and in January 2007, crude oil prices 
were still in the mid-$50’s.  Today, they are double that price level.  While global demand has increased, we 
find it difficult to conclude that global demand projections between January 2007 and today have changed 
enough to support a doubling of crude oil prices in that time span. 
 
The theory that declines in oil demand from the U.S. will be absorbed by other nations hinges on the belief that 
a slowdown in the U.S. economy will be isolated to just our country.  There are also analysts that believe crude 
oil demand is recession-proof, but we disagree.  We believe a recession will have a direct declining impact on 
U.S.-driven crude oil demand and a more muted, but still downward impact, on global oil demand.  Oil does a 
lot more than simply provide fuel for our cars and trucks, keep our home and offices comfortable, and power 
our industries.  Oil plays a significant role in the development of other products such as plastic products, deter-
gent, vitamins, glue, crayons, nail polish, balloons, pesticides, fertilizers, piano keys, toothpaste, umbrellas, and 
the list goes on and on.  Given the wide range of products that crude oil plays a role in, a recession should lead 
consumers to tighten their spending habits and that tightening will impact a wide variety of products that have 
some sort of link to crude oil. 
 
The next question to address is availability of supplies. While the availability of excess production capacity is 
limited, inventory numbers don’t point to an immediate supply concern.  The Organization of Petroleum Ex-
porting Countries (OPEC) left production levels unchanged when it met on March 5, 2008, primarily because 
they anticipate a decline in oil demand by 1.4 million barrels per day in the second quarter of the year.  In addi-
tion, crude oil inventories are already sitting at the high end of the industry average range for this time of the 
year.  While the Bush Administration was pushing for an increase in production quotas, the reality is that OPEC 
members seek wealth.  Therefore, with the exception of perhaps Saudi Arabia, it is likely that most members 
will  focus on what output at these price levels could mean to their country versus a strict adherence to quotas. 
 
Conclusion.  While supply and demand may account for some price strength in crude oil commodities, it is be-
lieved that the flood of new money into crude oil commodities is the primary culprit for the recent price rise.  
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The New Money Hitting the Commodities Markets 
 

As mentioned previously, there are conflicting opinions on the balance of supply and demand within the crude 
oil industry.  However, if the recent rise in crude oil prices was truly due to an imbalance of demand and supply, 
the price rise should have been isolated to just that market and that isn’t the case.  Gold prices have gained 
nearly 20 percent in 2008, and silver recently reached a 27-year peak.  Copper and platinum have each reached 
record highs.  Sugar prices have rebounded, gaining 36 percent in the past year.  Wheat is double its cost of two 
months ago.  Corn is near record-high prices, and soybeans has hit new highs surging more than 15 percent so 
far this year.  While a portion of the price rise for each of these commodities may be fundamentally driven due 
to underlying concerns over the balance of supply and demand, these commodities are also experiencing an in-
crease in the number of players investing in these commodities, i.e. the influx of speculative money into com-
modities markets. 
 
As returns in other investments have declined, investors have  flocked to commodities markets as a hedge 
against the falling dollar.  Gold and crude oil are two of the more commonly sought out commodities when in-
vestors are looking for a safe-haven to protect against the falling dollar.  Investors or speculators are treating 
crude oil and many other commodities as merely financial instruments and have no intention of taking delivery 
of the actual product.  Thus, the near-term future of commodity prices for numerous commodities lies in the 
hands of those who don’t have a single care about the price or availability of the underlying commodity. 
 
According to a recent survey of 260 institutional investors by Barclays Capital, investments in commodities 
reached $178 billion in 2007, with expectations of investments reaching $200 billion by the end of 2008.  Ac-
cording to the same survey, the number of investors that expect to put more than 10 percent of their portfolio 
into commodities over the next three years is now 34 percent, up 12 percent from 2007.   
 
In addition, the capital going into hedge funds from global institutional investors is expected to double by 2010 
reaching $1 trillion.  A hedge fund is a private investment fund that charges a performance fee and is typically 
only open to a limited range of qualified investors.  Hedge fund managers can profit substantially if their specu-
lative investments are profitable, so these managers seek big returns quickly and the commodities market has 
become like a magnet to these managers. The California Public Employees’ Retirement System, the largest U.S. 
pension fund, recently indicated that it plans to raise its holdings in commodities 16-fold through 2010 and that 
is just one pension fund.  In total, U.S. pension funds that are investing in hedge funds increased by 51 percent 
in 2007 and the top 200 U.S. pension funds invested a total of $76.3 billion in hedge funds as of the end of Sep-
tember 2007 in comparison to $50.5 billion one year prior.  Assuming a hedge fund is on the right side of the 
market, they can do well in both upward and downward trending markets.  Right now, it would appear that 
many of these funds believe commodities are primarily upward trending and therefore there has been a lot of 
buying taking place.  This buying pushes prices higher, so if hedge fund managers have been buyers in this bull 
market, they are likely being rewarded.   
 
Conclusion:  Underlying supply and demand information regarding inventories, imports, and weather typically 
fuel a bull  (upward trending) or bear (downward trending) commodity market.  But right now, any fundamental 
news that would even be considered bearish has been ignored as speculative money entering the commodities 
market is in the driver’s seat.  Profit-seeking speculators with a lot of money, not fundamentals, are the fuel for 
this runaway train, and for most commodities, until speculators believe the trend is nearing a peak, they will 
simply continue to provide the monetary fuel to keep the uptrend intact. 
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The Health of the Economy 
 
There are conflicting opinions on whether or not the nation is on the edge of a recession.  A recession is defined 
as two or more consecutive quarters of negative growth in GDP (Gross Domestic Product).  Although Ameri-
cans haven’t yet recorded even one monthly decline, there are a number of leading indicators of the U.S. equity 
markets showing signs of weakness.   
 
The first true sign of an economy slipping into a recession is rising unemployment rates.  In recent reports, U.S. 
job data showed that non-farm payrolls dropped 63,000 in February, marking the sharpest drop in nearly five 
years.  Analysts expected a 23,000 increase in jobs.  The Manufacturing report reflected a decrease of 52,000 
jobs while analysts expected a 25,000 increase.  Plus, the January reports for the non-farm and manufacturing 
sector jobs were adjusted downward by 5,000 and 3,000, respectively.  In addition, the Institute for Supply 
Management  (ISM) reported that its manufacturing index dropped to 48.3 percent in February from 50.7 per-
cent in January.  Readings below 50 percent indicate that more firms are contracting than expanding, and the 
index is considered to be of the best and earliest coincident indicators of the economy. 
 
There are also a wide range of opinions on how a recession in the U.S. may or may not impact the global econ-
omy.  One commodity that may provide some insight is copper, which is now four times its price of four years 
ago.  Copper increased dramatically from 2002 to 2006 as the economy boomed.  Historically, the trend of cop-
per has been a good indicator of the economy’s health, and a slowdown in the economy typically correlated to a 
downturn in copper prices.  But that doesn’t appear to be the situation at this time.  China is the world’s biggest 
user of copper, and the U.S. is the biggest exporter for that market.  With copper hitting record highs, it be-
comes questionable whether or not China will continue to purchase this commodity at its current pace.  If the 
demand from China falls, it will likely lead to a decline in copper prices, and it will confirm that the health of 
the U.S. economy does indeed impact other nations. 
 
Many times a weakening economy results in lower demand for commodities and in turn lower prices.  So, the  
current bull market run in commodities has been somewhat of a surprise given the ongoing reports of a potential  
impending recession.  But it is now clear that hedge-fund managers and other large speculators have been and 
continue to be aggressive about moving money out of the struggling equities market into what has now become 
a bullish commodities market.  So at this time, those players actually interested in the underlying commodity of 
crude oil, natural gas, soybeans, etc., are not the major participants in the marketplace.   
 
Conclusion:  With questions about an impending slowdown in the economy, we expect stock and equity mar-
kets to continue to struggle.  As those markets struggle, it reinforces the actions of those who have retreated 
from these markets and turned toward commodities.  As a result, new money will probably continue to find its 
way to commodity markets, further exaggerating the disconnect between commodity prices and the true  funda-
mentals of supply and demand.  Only when fundamentals reclaim control of the underlying commodity will 
those speculators become more cautious about future investments.  Unfortunately, it could take a full blown re-
cession and significant declines in demand for this to happen. 
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Interest Rate Cuts and Weakness in the Dollar 
 
The situation of soaring prices for crude oil, as well as other commodities, is complicated by interest rate cuts 
and the declining value of the U.S. Dollar, which currently go hand-in-hand.  Actions by the Federal Reserve 
speak loudly that they are concerned about this current state of the economy.  To try and revive the economy, 
Federal Reserve Chairman Ben Bernanke has been open about his willingness to cut interest rates.  While inter-
est rate cuts are designed to increase consumer confidence and boost consumer spending, cuts also weaken the 
value of the U.S. Dollar.  As the U.S. Dollar falls in comparison to other currencies, commodities priced in U.S. 
currencies become a good investment for buyers using other currencies. In fact, not only do commodities priced 
in U.S. dollars become a wise choice for foreign buyers using other currencies, the commodities market also 
becomes attractive to U.S. investors seeking a hedge or safe-haven against the dollar’s weakness and fears of 
inflation.  Right up there with gold, crude oil is also considered to be a good safe-haven commodity.  
 
Several interest rate cuts have already driven down the value of the U.S. Dollar, and we believe that has been a 
primary driver of rising commodity prices, particularly for crude oil commodities.   On Tuesday, March 11, 
2008, actions by the Federal Reserve and other central banks to interject $280 billion (U.S. dollars) of liquidity 
into global markets brought some short-lived hope.  While the programs vary from bank to bank, it showed that 
the government is looking at approaches other than just interest rate cuts to resolve our nation’s economic woes.  
The housing crisis has caused financial institutions to rack up big losses in bad mortgage investments, and this 
has made financial institutions reluctant to lend money to one another, leading to a cash and credit crunch.  The 
program announced by the Federal Reserve will allow financial institutions to swap mortgage-backed securities 
with bonds and in doing so, banks will be more willing to borrow from each other because each will be happier 
to accept Treasury bonds as collateral.  The brave move by the Federal Reserve to increase liquidity helped the 
Dow Jones Industrial Average gain 416.66 points in one day, the biggest one-day gain since July 29, 2002.  In 
addition, the NASDAQ finished up 86.42 points and the S&P 500 gained 47.28 points.  While the stock market 
fared well on actions of the Federal Reserve, it did little to stop soaring crude oil prices or the ongoing slide of 
the U.S. dollar.  After a slight pullback, crude oil prices continued their upward trek to a new record high the 
same day, and the value of the dollar rose briefly before continuing a downward slide to another new low. 
 
When we refer to the value of the U.S Dollar, we are referencing the value of the U.S. Dollar Index®  (USDX®) , 
which is an index of the United States Dollar relative to a basket of foreign currencies based on March 1973.  
The USDX® measures the dollar’s general value relative to a base of 100.00, which is what the value of the U.S. 
Dollar was when the Index was established in March 1973.  A quote of 105.50 means that the dollar’s value has 
risen 5.5 percent since March 1973.  Since its establishment, the USDX® has traded as high as the mid-160’s, 
but over the past two months, the U.S. Dollar Index has been in a free fall, plummeting to a new record low of 
71.99 on March 13, 2008.  Click here to learn more about the U.S. Dollar index. 
 
Now all eyes are focused on Tuesday, March 18, 2008, as many expect Chairman Bernanke to announce an-
other interest rate cut of between 50 basis to 75 basis points, which would again reduce the central bank’s 
benchmark lending rate.  While the move would be intended to stimulate the economy, it could easily add an-
other $5 per barrel onto crude oil commodities and take the value of the U.S. Dollar to another new low.   
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Interest Cuts and Weakness in the Dollar (cont.) 
 
Just as the Dow Jones Industrial Average provides a general indication of the value of the U.S stock market, the 
USDX® provides a general indication of the international value of the U.S. Dollar.  Similar to the stock market, 
investors can purchase the U.S. Dollar Index®  (USDX®)  through IntercontinentalExchange® (ICE), which is 
considered a competing trading exchange to the NYMEX.  
 
As Chairman Bernanke fights to keep the U.S. economy on track, his number one ammunition has been interest 
rate cuts.  But, the ancillary impacts of a rate cut are a further devaluation of the U.S. Dollar Index and a boost 
to crude oil prices.  What we’ve got at this time, is speculators selling the U.S. Dollar Index, driving the value 
down, and in turn buying crude oil commodities, driving prices up.  With the anticipation that Chairman Ber-
nanke is going to cut interest rates again, players are already aligning their money for a quick profit because 
another interest rate cut in an effort to jump-start the economy will only be a signal to speculative players to sell 
the U.S. Dollar Index and to buy crude oil commodities.  On the other hand, if Bernanke surprises all and does-
n’t cut rates or makes a much smaller interest rate cut, it could have the opposite effect and actually result in the 
strengthening of the U.S. Dollar Index and a pullback in crude oil prices. 
 
Conclusion:  There probably isn’t a quick fix, but in our opinion, the only way to stop runaway crude oil prices 
is to figure out a way to stop the devaluation of the U.S. Dollar.   These two are connected so closely right now 
that we believe when the U.S. Dollar Index finally reaches its bottom and starts to strengthen again, simultane-
ously, crude oil commodity prices will reach a peak.  Strength in the U.S. Dollar will likely prompt the specula-
tive sector to re-evaluate the risks associated with additional purchases of crude oil.  As fewer investors enter 
the market to purchase crude oil commodities as an investment, the top will be reached and the runaway freight 
train will come to a stop.  Basically, as the U.S. dollar strengthens, we anticipate that crude oil prices will de-
cline. 
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The Impact on Natural Gas Prices 
 
   

An Overview 
 
So, let’s take all of that data and evaluate how it may impact the price of natural gas.  We know that natural gas 
commodity prices are being impacted the same as many other commodities — an increase in speculative inves-
tors has pushed it to new highs.  However, unlike many of the other commodities that are currently rising, natu-
ral gas is primarily a domestically-produced commodity, and we believe because of that, it is on course to be-
come one of the more unattractive commodities for investors. 
 
Speculative investors are trend-followers.  So as long as the trend is up, they will push prices even higher than 
what is justified by underlying fundamentals.  However, when the trend switches directions, the same specula-
tors that pushed prices higher will be responsible for pushing prices lower than what is justified by underlying 
fundamentals.  The natural gas industry is no stranger to what speculation can do to prices.  In September 2007, 
the demise of Amaranth Advisors, a hedge fund, pushed the front-month natural gas NYMEX price on the NY-
MEX to as low as $4.05 per MMBtu.  Similarly, speculators who hopped on the 2005 hurricane train helped 
natural gas NYMEX prices rise to $15.78 per MMBtu in December 2005, only to experience a price collapse of  
more than $8 per MMBtu within 60 days. 
 
In early January 2008, there were virtually no concerns over the balance of supply and demand for natural gas.  
Now, just 60 days later, there is a long list of reasons why natural gas prices have risen.  Most of these reasons 
are based on fear and future expectations.  Fear of lower than expected starting storage inventories, fear of 
lower liquefied natural gas imports (LNG), fear of lower Canadian imports, and fear of a hotter summer are the 
ones that top this list.  While most of these fears aren’t new, they attempt to provide some type of rational expla-
nation for current price levels.  But, it is important to remember that these fears are based on expectations and 
not reality and in our opinion today’s price levels aren’t rational or explainable, but merely the result of profit-
seeking speculators. 
 
Conclusion:  A major shift in underlying fundamentals, such as very aggressive storage injections at the start of 
the storage injection season, could be viewed as a substantial improvement in the outlook for natural gas sup-
plies.  At the same time, any sort of decline in demand due to either higher natural gas prices or a slowing econ-
omy will only serve to enhance the supply picture further.  As the outlook improves, fears are alleviated, and 
those speculators that were convinced that the sky was the limit for natural gas will start to think twice about 
trying to profit from rising natural gas prices.  It is at that point that natural gas prices will likely peak, because 
the same speculators that pushed prices higher will now turn their focus to how then can profit from an im-
proved fundamental picture as natural gas prices start to decline.  It is also at this point that we would expect 
natural gas prices to decouple from crude oil and to start to move down to a level that is more reflective of the 
true balance of supply and demand because speculators will likely start to transition to other commodities, par-
ticularly if other commodities, including crude oil, remain very strong.  So, let’s take a closer look at these fun-
damentals and how they could change over the next 60-90 days. 
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The Impact on Natural Gas Prices (cont.) 
 
 

Demand and Supply 
 
On the demand side, according to the Energy Information Administration (EIA), natural gas consumption is 
projected to grow just 0.7 percent in 2008 and 0.8 percent in 2009, in comparison to growth in 2007 of 6.4 per-
cent.  Declines in demand are due to the anticipation of lower demand from the industrial sector due to slower 
economic growth and lower demand from the electric generation sector this summer in comparison to last year.  
We expect potentially even smaller growth in 2008 than what is predicted by the EIA, prompted primarily by 
the impact of soaring natural gas prices. 
 
On the supply side, the EIA projects that U.S. natural gas production will increase by 2.9 percent in 2008 and by 
0.3 percent in 2009.  In particular, new deepwater supply infrastructure, which came online at the end of 2007, 
is expected to drive growth in the Gulf of Mexico in 2008 by 5.8 percent.  In addition, production from the 
Lower-48 onshore region is expected to increase by 2.5 percent in 2008 led by the development of unconven-
tional supply sources, and in particular the Barnett Shale in Texas.  With natural gas prices at very high levels, it 
seems reasonable to conclude that producers will take the necessary steps to produce at maximum levels, and 
we would expect that every available rig is trying to be utilized to the greatest extent possible. 
 
 

Imports 
 
About 82 percent of the nation’s natural gas is produced domestically with Canadian imports and imports of 
liquefied natural gas (LNG) accounting for the remainder.  There are a number of concerns surrounding the ade-
quacy of imports in 2008 and this uncertainty seems to be one of the primary differences in how analysts are 
viewing the tightness of today’s natural gas market.  Many analysts believe that lower imports will cause a very 
tight supply scenario this summer, ultimately providing the fundamental support to keep natural gas prices at 
very high levels.  But, we’re not convinced that is going to be the case.   
 
Canada is dealing with rising demand and declining production in western Canada.  This means less gas avail-
able for export to the U.S.  With crude oil prices at record levels, oil sands projects, which are very natural gas 
intensive, are probably being maximized.  As a result, it is expected that Canadian natural gas exports to the 
U.S. could fall by 1 billion cubic feet (Bcf) per day in 2008.  It is noteworthy to mention that in 2007, similar 
projections were made, but the decline never occurred.  We don’t think that will be the case in 2008 because we 
do believe that Canadian imports are going to decline from last year, however, with such high natural gas prices 
Canada will likely produce at maximum capacity and this could result in a decline that is less than the antici-
pated 1 Bcf per day. 
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The Impact on Natural Gas Prices (cont.) 
 
 

Imports (cont.) 
 
 LNG imports are probably the area where the majority of uncertainty resides.  LNG is natural gas which has 
been liquefied by reducing its temperature to minus 260 degrees Fahrenheit at atmospheric pressure.  It remains 
a liquid at -116 degrees Fahrenheit and occupies 1/600th of the space of the vapor.  The facilities that turn natu-
ral gas into LNG are referred to as liquefaction facilities.  Once liquefied, LNG can be transported across the 
ocean to other destinations via specially-designed vessels.  Upon reaching its destination, LNG is returned to a 
gaseous state via regasification facilities, and in the case of the U.S., LNG supplies are often intermingled with 
other domestically-produced natural gas supplies. 
 
The EIA projects that imports of LNG will be about 770 billion cubic feet (Bcf) in 2008, which is about the 
same that was received in 2007, and we tend to agree.  In the near future, Trinidad and Tobago are expected to 
remain the primary source of U.S. LNG imports but new liquefaction capacity under construction in Qatar and 
recent startups in Equatorial Guinea, Nigeria, and Norway are expected to boost global supplies of LNG and 
contribute to an increase in LNG shipments to the United States later this year and in 2009.  Next year, volumes 
are projected to total 995 Bcf.  While some of these new liquefaction facilities have experienced construction 
delays, with rising LNG prices, LNG exporting countries will work very hard to alleviate those delays to keep 
projects as close to on-schedule as possible. 
 
Unlike many other countries, the U.S. does not hold long-term contracts for the purchase of LNG.  Because of 
our nation’s sophisticated storage infrastructure for natural gas, it accepts LNG when the price is right.  Ship-
ments received are often moved directly into storage.  Other nations that rely more heavily on LNG don’t have 
much, if any, type of storage capabilities so they need to make sure LNG is available when they need it.  For 
that reason, these countries secure long-term contracts for LNG at what is typically a higher price than what the 
U.S. is willing to pay. 
 
One concern about rising crude oil prices is that some LNG long-term contract prices are directly linked to 
crude oil and for that reason alone LNG prices will be pushed higher.  But regardless of the price level, LNG 
will only make its way to the U.S. when it isn’t needed by other countries.  There are many who believe LNG 
imports will fall by 1 Bcf per day this year.  First, Japan was forced to shut down the world’s largest nuclear 
power plant due to damage caused by an earthquake, and it has replaced that facility with the use of LNG-fired 
power plants.  Second, Spain may suffer from a drought and when that happened in 2005 it was willing to pay 
top dollar for LNG to replace hydo power.  Lastly, China enters the picture once again with expectations that it 
may double its LNG imports within the next year.  However, there are other nations, including France and the 
United Kingdom, which have reduced reliance on LNG imports recently and instead are relying more heavily 
on traditional pipeline deliveries of natural gas. 
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The Impact on Natural Gas Prices (cont.) 
 
 

Imports (cont.) 
 
Overall, LNG will be directed to the markets willing to pay the most for it.  In recent months, LNG imports into 
the U.S. have been substantially lower than in past years, but with the harsh winter in the Middle East, it is clear 
that is where the majority of LNG was being shipped.  But, it should also be remembered that the U.S. doesn’t 
typically rely much on LNG during the winter anyway.  The real concern shouldn’t be on how much LNG de-
liveries over the past several months have declined from last year, but rather how much LNG will find its way 
to the U.S. this summer to help refill our nation’s storage inventories by November 1, 2008.   
 
At this time,  LNG demand in Europe and Asia remains high and therefore an increase in LNG imports in 2008 
over 2007 isn’t likely.  However, even if LNG declines of 1 Bcf per day occur as some anticipate, we believe 
the shortfall of LNG won’t be as detrimental as some have concluded because the shortfall may be made up by 
increases in domestic production and a larger availability of hydro power in 2008 versus 2007.  Up to 80 per-
cent of the electricity in the Northwest is produced by hydropower each year and if that isn’t available the fall-
back is the use of natural gas.  This year, record snowpack levels in the Northwest mean that hydro power 
should be in abundance, reducing reliance on natural gas-fired electric generation in the area. 
 
Some argue that higher LNG prices could also slow the building of receiving facilities in the U.S.  That is cer-
tainly possible, but LNG only makes it way to the U.S. when it isn’t needed by other countries because it has no 
place else to go.  At this time many LNG facilities already in existence are underutilized, so slower growth of 
construction this year shouldn't really impact 2008 prices.  As mentioned earlier, deliveries of LNG to the U.S. 
primarily occur in the summer because that is when global demand for LNG is lower.  This year, LNG that does 
arrive in the U.S. is likely to be higher priced than in past years, but the price is still expected to be competitive 
because the U.S. is considered one of the last potential delivery points for LNG supplies, and no sale here could 
very well mean no sale at all. 
 
 

Storage 
 
The underlying fundamental for natural gas that has changed the most over the past two months is the amount of 
natural gas projected to be held in underground storage at the start of the injection season on April 1, 2008.  In 
early January, expectations were for moderate weather conditions in February which would result in ending 
storage inventories of around 1,500 to 1,600 Bcf.  However, actual weather conditions during February turned 
out to be significantly colder than originally anticipated pushing ending storage inventory expectations down to 
around 1,300 Bcf.  This lower inventory level is still considered a comfortable starting point for summer injec-
tions that will take place from April through October.  That being said, storage is ultimately the key that we be-
lieve could de-link commodity and crude oil prices.   
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The Impact on Natural Gas Prices (cont.) 
 
 

Breaking the Link to Crude Oil 
 

Spring is approaching and natural gas heating demand will decline.  Lower growth from the industrial sector 
should also result in lower natural gas demand.  In turn, these declines could result in an aggressive storage in-
jection pace in April and May, which in turn will alleviate a number of other concerns regarding lower LNG 
and Canadian imports.  It will also reduce the potential for a magnified price reaction due to nuclear outages or 
a potential shortfall of hydro power.  In short, aggressive storage injections during April and May could very 
well be the key to decoupling natural gas from rising crude oil commodity prices.   
 
Concerns over hotter summer weather and above-active hurricane activity will continue to exist even with 
above-average storage injections in April and May.  But those concerns always exist at this time of the year 
even though they are primarily based on forecasts.  But remember, just two months ago many meteorologists 
were predicting very mild temperatures in February for much of the nation, and that certainly didn’t turn out to 
be the case.  Plus, the track record for hurricane forecasts over the past several years has also turned out to be 
far from stellar. 
 
Overall, crude oil prices are likely to continue to rise until investors believe the dollar is going to strengthen.  
Therefore, any sort of supply disruption for crude oil will only drive prices higher at this time.   While natural 
gas is currently taking its lead from crude oil, because it is primarily a domestically-produced product it can and 
will de-link itself from crude oil commodity prices.   
 
To maintain the link to crude oil, current fears in the natural gas marketplace will need to be substantiated.  
Thus, if the pace of storage injections in April and May turns out to be very slow, the outlook for summer natu-
ral gas supplies will become more unstable, fundamentals will turn more supportive, and the link to crude oil 
will likely remain intact with the fuel for natural gas prices to remain at very high levels or possibly continue 
even higher. 
 
To eliminate the link to crude oil, reality will need to replace the uncertainty of those fears.  So, if storage injec-
tions in April and May show an aggressive pace, which we believe will be the case, concerns over refilling stor-
age by October 31, 2008, will weaken, fears over lower imports from Canada and LNG will be reduced, and the 
impact of a nuclear outage or a shortage of hydro power will not be quite as extreme.  The outlook for natural 
gas will become more certain, fundamentals will not provide the needed support to current price levels, and the 
link to crude oil will start to break as natural gas prices begin to decline while crude oil prices hold steady. 
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The Impact on Natural Gas Prices (cont.) 
 
 

Breaking the Link to Crude Oil:  Factors that Influence this Outcome 
 
There are a number of factors that will impact the pace of storage injections.  Weather is certainly the largest 
factor.  In looking at weather forecasts into April and May, it appears that the parts of the nation that rely the  
heaviest on natural gas storage, the Midwest and the Northeast, will experience normal temperature conditions, 
and this should allow for more aggressive storage injections from these regions.  Warmer than normal tempera-
tures are expected in the lower half of the nation but given the time of the year, air conditioning needs, which 
are often met through the use of natural gas-fired electric generation, will be minimal. 
 
Another factor relates to economics.  Storage owners must consistently balance the economics of injecting natu-
ral gas into storage with the risks of waiting to do it at a later time.  Waiting until later in the summer to inject 
natural gas into storage is higher risk because there may be less natural gas available due to air conditioning 
needs and there is an increased risk of supply disruptions due to tropical storms or hurricanes.  Plus, if you look 
at the forward price curve on the NYMEX, natural gas prices are consistently higher the further you go into the 
summer.  So while April 2008 natural gas NYMEX prices at near or over $10 per MMBtu certainly aren’t very 
attractive to storage owners, it is still lower cost than natural gas NYMEX futures prices in the summer and fall 
of 2008.  Even if natural gas NYMEX prices for April decline, it is likely that summer and fall 2008 natural gas 
NYMEX prices will continue to carry a premium over the current price level.  Overall, waiting to inject natural 
gas into storage until later in the summer carries a higher risk and a higher economic exposure for storage own-
ers. 
 
While the above certainly supports why storage injections could be very aggressive as we enter the storage in-
jection season, the starting point for storage inventories on April 1, 2008, is also very important.  Storage inven-
tories cannot decline too substantially between now and the end of March as a drop to below what most analysts 
are anticipating of at least 1,300 Bcf in storage inventories on March 31, 2008, could throw a wrench in how 
aggressive storage injections are viewed.  As of March 7, 2008, storage inventories stand at 1,398 Bcf, which is 
151 Bcf lower than last year at this time, but still 57 Bcf higher than the five-year average.  Average withdraw-
als for the remainder of March are typically around 50 Bcf, so the 1,300 Bcf level is viewed as a conservative 
estimate.   
 
Also, when we talk about aggressive storage injections in April and May, it means that weekly injections will 
need to exceed the weekly five-year average, as well as the pace of 2007 weekly injections, ideally taking stor-
age inventories on June 1 to levels that are higher than they were in 2007. 
 
 
 
 
 
 
 

 
 

 

  March 14, 2008                                                   Energy Solutions, Inc. Page 16_      

Natural Gas Prices: 
Who is in Control? 



 

The Impact on Natural Gas Prices (cont.) 
 
 

Conclusion 
 
With starting storage inventories of at least 1,300 Bcf, aggressive storage injections in April and May should 
send a signal that demand is down or supply is up.  The reason behind aggressive storage injections won’t be 
clear as it may be caused by a downturn in demand due to a decline in industrial demand, record snowpack in 
the Northwest and the availability of hydropower, an increase in domestic supplies or higher than expected 
LNG imports.  But, regardless of the reasons cited, a signal that demand is down or supply is up may make 
speculators less likely to hop on the natural gas freight train.   
 
If uncertainty about the price trend of natural gas occurs, speculative investors will likely start to move their 
money from the natural gas arena to another area they feel has a more certain future.  As that happens, natural 
gas prices will start to decouple from crude oil prices and there will be some resemblance of logic once again in 
the natural gas marketplace. 
 
In summary, our view is that ending storage inventories of 1,300 Bcf on March 31, 2008, and higher-than-
average weekly storage injections during the first two months of the injection season, are critical to helping 
natural gas prices reverse this higher-price trend.   
 
If these two items occur, and there is virtually no indication of this improving natural gas supply picture in NYMEX 
prices, it will be a sign that speculative players are still heavily entrenched in natural gas commodities.  This 
will be a troubling sign for the future of natural gas prices and what to expect not just in 2008, but on an ongo-
ing basis.  However, at this time, we do not believe this is going to be the case. 
 
Rather, if these two items occur, it is likely that there will be a significant downturn in physical spot market 
prices because that market is supposed to be representative of supply and demand.  The physical spot market or 
cash market, represents the price of natural gas where the actual physical product or commodity is traded or de-
livered. As spot market prices fall, it should pull natural gas NYMEX prices down as well.  Even if spot market 
prices fall and NYMEX prices follow suit, it won’t mean that the speculative influence has disappeared entirely, 
because from this point forward, the logic surrounding natural gas prices is going to come and go more often.  
For this summer, speculators will again look to hotter weather and hurricanes, in particular, as a quick way to 
make a buck.  But following a price spike that may have been exaggerated by speculative money, we would 
expect natural gas prices to return to more understandable price behavior as the event that attracted speculators 
back to the natural gas arena dissipates. 
 
 
 
 

 
 
 

(END) 
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