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At the closing bell of trading on Thursday, January 19th NYMEX Natural Gas prices settled out at $2.32/btu. This was a
seminal moment for the price of natural gas considering it hit a 10 year low, down 85% from its high in 2005 and down
51% from one year ago. Questions have arisen by some wondering what’s going on in the natural gas market and
what economic factors have lead to the recent price deterioration. Much of the downward pressure is due to this
year’s mild winter, which has resulted in less than expected withdrawals from current storage capacity. US inventory
currently stands at 3.29 billion cubic feet of gas (Figure 1)1 which is a record high for this time of year (largest surplus
since 2001); 20% higher than last year’s figure and 21% higher than the 5 year average. When considering that a
majority of the winter weather is behind us with just more than a month left of the typical withdrawal season, there
are concerns that excess capacity will have no place to go, forcing us to potentially begin eliminating excess capacity
as early as March of this year.

FIGURE 1

Working Gas in Underground Storage Compared with 5-Year Range

NOTE: The shaded area indicates the range between the historical minimum and maximum values for the weekly series from 2007 through 2011.

FIGURE 2
U.S. Wet Natural Gas Proved Reserves, 1979-2009

Weather conditions have not been the only factor
leading to price destruction. For the first time in
nearly 30 years, underground proven natural gas
reserves have increased2 (Figure 2).
This is due in part to the enhanced recovery
technique known as “fracing.” As a result, the
industry has experienced a “shale boom” over the
last several years in areas that were commonly
known to have economic quantities of natural gas
but never able to recover until now. From 2000 –
2011, shale gas production expanded at a multiple
of 17X3 (Figure 3); significantly contributing to our
storage capacity concerns.
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FIGURE 3
Since 2000, U.S. shale gas production has increased 17-fold and now
comprises about 30 percent of total U.S. dry production

Recently, Exploration and Production companies continue to drill for what has been termed “wet gas” because of the gas’
high liquids content which ultimately trades higher than the Henry Hub price since the liquids price correlates closer to oil.
These liquids allow gas producers to sell above the strip price and thus make their exploration efforts economic even
when gas is in a $2/btu range.
These two factors have arguably been the largest contributors to the recent run-off in natural gas prices. However, for the
contrarian investor, there are some interesting times ahead which may ultimately lead to a price recovery. Currently, there
are five natural gas liquefaction sites that have been identified and anticipated to start coming on line as soon as 2015.
Assuming each site becomes operational, it’s estimated that a total of 14 billion cubic feet of liquefied natural gas (LNG)
could be exported from the US daily4 . This amount would total almost 20% of our current daily production. Assuming an
increase in NYMEX prices between $4-5/mcf, it’s believed that US LNG pricing could still be 55% less than current Asian
import contracts with countries like Australia, where most is currently being produced and sold. However there are still
those that disagree. Deloitte LLP recently completed a study concluding that the natural gas market is extremely efficient
and that producers would bring more supplies online to counter balance a change in price.
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FIGURE 4
LNG exports won’t support a price recovery
in the foreseeable future without other
factors coming into play. As long as natural
gas prices remain depressed domestically,
many “dry gas” producers will no longer be
able to drill their way to prosperity and will
eventually begin reducing production and
hold out for a recovery. Companies such as
Exxon, Shell, Chevron and BHP Billiton who
spent a total of $52.1B to acquire large
domestic gas producers will ultimately feel
the pressure of their underperforming
assets. This situation has already begun to
manifest itself as conventional dry gas
production over the same 2000 – 2009
period has declined 15%5 (Figure 4) versus
the 17X increase in wet gas production.

Shale gas offsets declines in other U.S. supply to meet
consumption growth and lower import needs

To further exacerbate the issue, the Energy Information Administration (EIA) recently announced that the latest reserve
report estimates for the Marcellus Shale are dramatically lower than reported last year. Estimates indicate a total of 141
trillion cubic feet of gas, compared to 410 trillion in 20116. It is commonly accepted that this outlook is considered a
snapshot in time and that it’s important to continue to look at longer term trends to get a more accurate picture.
These facts present a unique opportunity to take a long-term position on natural gas. While it is likely that further price
deterioration in the short term is a very real possibility, global energy consumption is projected to grow 53% by 2035
(Figure 5)7 and power generation in the US is projected to increase 31% by the 2035 (Figure 6)8. On a risk-adjusted basis,
it is my belief that there will be unique buying opportunities in this market, should an investor be willing to hold their
position for a period of time.

FIGURE 5

FIGURE 6

World energy consumption, 1990-2035
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Energy production by fuel, 1980-2035
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