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Preface

The Energy Information Administration (EIA) prepares The Short-Term Energy Outlook
(energy supply, demand, and price projections) monthly for distribution on the internet
at: www.eia.doe.gov/emeu/steo/pub/contents.html. In addition, printed versions of
the report are available to subscribers in January, April, July and October

The forecast period for this issue of the Outlook extends from July 1998 through
December 1999. Values for second quarter of 1998 data, however, are preliminary EIA
estimates (for example, some monthly values for petroleum supply and disposition are
derived in part from weekly data reported in EIA's Weekly Petroleum Status Report) or
are calculated from model simulations that use the latest exogenous information
available (for example, electricity sales and generation are simulated by using actual
weather data). The historical energy data, compiled in the July 1998 version of the
Short-Term Integrated Forecasting System (STIFS) database, are mostly EIA data
regularly published in the Monthly Energy Review, Petroleum Supply Monthly, and other
EIA publications. Minor discrepancies between the data in these publications and the
historical data in this Outlook are due to independent rounding.

The STIFS model is driven principally by three sets of assumptions or inputs: estimates
of key macroeconomic variables, world oil price assumptions, and assumptions about
the severity of weather. Macroeconomic estimates are produced by DRI/McGraw-Hill
but are adjusted by EIA to reflect EIA assumptions about the world price of crude oil,
energy product prices, and other assumptions which may affect the macroeconomic
outlook. By varying the assumptions, alternative cases are produced by using the
STIFS model.
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Highlights

Buyers' Market in QOil

The cumulating excess of world petroleum supply over demand caused average
monthly spot prices for crude oil to fall to 9-year lows this spring, inducing major
world oil suppliers to pledge significant cuts for the second time in three months.
Reasonably complete implementation of cuts pledged to date should keep prices
above recent lows for the rest of the year. Nevertheless, we have lowered the
expected track for oil prices through the next six quarters of the forecast from the
oil prices in previous Outlooks, so that expected 1998 average prices fall close to
$6 below 1997 levels of $18.57 per barrel. Asian oil demand continues to weaken
and U.S. demand growth has been below expectations despite continued solid
economic growth. Uncertainties exist about the economic situation in Japan and
the former Soviet Union. Unless oil production cutbacks exceed expectations,
world petroleum stock levels could remain high through the rest of 1998.

Summer Gasoline Prices Remain Well Below Year-Ago Levels

U.S. summer retail gasoline prices are likely to remain at an average of about $1.04
per gallon for regular unleaded fuel, which was slightly below the observed
average for the first quarter. This means that driving season prices could be about
16 cents per gallon below last year's prices. This should be welcome news to
consumers. The gasoline market is now poised to skip the typical seasonal rise in
prices. However, in spite of a strong start to gasoline demand growth in the first
quarter of 1998, growth in subsequent months has proven to be lackluster. In fact,
despite much lower prices and still-strong economic growth this year, we expect
that summer gasoline demand growth is going to average less than 2 percent above
1997 levels.

Demand Outlook Weakens for Natural Gas

While electric utilities are still seen as contributing positively to natural gas demand
growth this year, the industrial sector continues to fall below expectations. The
current estimate of first-quarter data shows a surprising 5.1 percent decline in
industrial gas use compared to the same period in 1997, despite a 3.4 percent
increase in industrial output by gas-intensive manufacturing industries and a sharp
decline in year-over-year gas prices. Total gas demand is now expected to be down
1.6 percent in 1998, a fact which, along with very high current levels of gas in
storage, suggests the potential for renewed downward pressure on gas prices,
especially if summer cooling demand fizzles.
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Table HL1. U. S. Energy Supply and Demand

Year Annual Percentage Change
1996 | 1997 | 1998 | 1999 1996-1997 | 1997-1998 | 1998-1999
Real Gross Domestic Product (GDP)
(billion chained 1992 dollars) ...........ccccoeeeveen. 6928 7191 7426 7581 3.8 3.3 21
Imported Crude Oil Price *
(nominal dollars per barrel)...........ccccoeevernnnnn 20.61 18.57 12.78 13.59 -9.9 -31.2 6.3
Petroleum Supply (million barrels per day)
Crude Oil Production ® ..........ccoocovveerveerrnnnn. 6.46 6.45 6.42 6.33 -0.2 -0.5 -1.4
Total Petroleum Net Imports
(including SPR).... 8.50 9.16 9.13 9.49 7.8 -0.3 3.9
Energy Demand
World Petroleum
(million barrels per day)........cccoceveeriecieenenns 715 73.2 74.4 76.3 24 1.6 2.6
Petroleum
(million barrels per day)........cccocevceriecienninns 18.31 18.62 18.84 19.21 1.7 1.2 2.0
Natural Gas
(trillion cubic feet) .....cccvvvrveiiiricie 21.96 21.99 21.65 2281 0.1 -1.5 5.4
Coal
(million ShOrt tONS) ....ccvvvvviiiiiiieieeec e 1006 1031 1045 1081 25 1.4 3.4
Electricity (billion kilowatthours)
Utility Sales ° 3098 3115 3175 3241 0.5 1.9 21
Nonutility Own Use ° 164 169 173 178 3.0 24 2.9
Total 3262 3283 3349 3419 0.6 2.0 21
Total Energy Demand ©
(Quadrillion BEU).......cccovvirveiiiniecceenceeee 93.9 94.4 94.7 97.3 0.6 0.3 2.7
Total Energy Demand per Dollar of GDP
(thousand Btu per 1992 Dollar).... 13.55 13.13 12.75 12.83 -3.1 -2.9 0.6
Renewable Energy as Percent of Total .... 7.8 7.6 7.2 6.9

®Refers to the refiner acquisition cost (RAC) of imported crude oil.

®Includes lease condensate.

“Total annual electric utility sales for historical periods are derived from the sum of monthly sales figures based on submissions by electric utilities of Form EIA-826
"Monthly Electric Utility Sales and Revenue Report with State Distributions.” These historical values differ from annual sales totals based on Form EIA-861, :Annual
Electric Utility Report," reported in several EIA publications, but match alternate annual totals reported in EIA's Electric Power Monthly, DOE/EIA-0226.

“Defined as the difference between total nonutility electricity generation and sales to electric utilities by nonutility generators, reported on Form EIA-867, "Annual
Nonutility Power Producer Report." Data for 1997 are estimates.

®The conversion from physical units to Btu is calculated by using a subset of conversion factors used in the calculations performed for gross energy consumption in
Energy Information Administration, Monthly Energy Review (MER). Consequently, the historical data may not precisely match those published in the MER or the
Annual Energy Review (AER).

SPR: Strategic Petroleum Reserve.

Notes: Minor discrepancies with other published EIA historical data are due to independent rounding. Historical data are printed in bold; forecasts are in italics. The
forecasts were generated by simulation of the Short-Term Integrated Forecasting System.

Sources: Historical data: Latest data available from Bureau of Economic Analysis and Energy Information Administration; latest data available from EIA databases
supporting the following reports: Petroleum Supply Monthly, DOE/EIA-0109; Petroleum Supply Annual, DOE/EIA-0340/2; Natural Gas Monthly, DOE/EIA-0130;
Electric Power Monthly, DOE/EIA-0226; and Quarterly Coal Report, DOE/EIA-0121; International Petroleum Statistics Report DOE/EIA-0520; Weekly Petroleum
Status Report DOE/EIA-0208. Macroeconomic projections are based on DRI/McGraw-Hill Forecast CONTROL0698.
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Outlook Assumptions

Figure 1. U.S. Monthly Crude Oil Prices
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World Oil Prices

Crude olil prices, in terms of the average cost of imported oil to U.S. refiners, is
assumed to stabilize at about $13 per barrel for the rest of this year, after falling
to an estimated low of just under $12 in June. This represents a lowering of our
oil price projections from last month=s Outlook, reflecting the increasingly
evident magnitude of the world oil surplus that has developed since this time
last year. Efforts by OPEC members to reduce current supply, including planned
cuts announced on June 24, are seen as likely to stem the oil price free-fall but are
not expected to return prices to anywhere near 1997 levels during our forecast
period. Greater-than-expected success in holding down production levels or the
occurrence of significant demand shocks could alter this result and move prices
closer to the high range shown in Figure 1. Risks are probably equivalent on the
down side, however, especially because of the fragility of the economic situation
in Asia and the possibility that weather patterns could conceivably work against
increased demand.

Economic Outlook

In 1998 and 1999, GDP is expected to continue to grow but at rates of 3.3 percent
and 2.1 percent, respectively. The projection of 1998 GDP growth has been
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revised upward from that in the last Outlook primarily because of higher
investment and a large revision to inventories in the first two quarters, mainly
coming from higher imports spurred by lower import prices. This growth in
imports and decline in exports has been exacerbated by the financial crisis in
Asia. In 1999, export growth is assumed to recover somewhat. Growth in
disposable income is assumed to be 3.4 percent in 1998 and 2.6 percent in 1999
(Figure 2 and Table 1).

Inflation (consumer price index: see Table 2) should remain moderate over the
next few years. Consumer price inflation is expected to be 1.6 percent in 1998
and 2.5 percent in 1999 (Table 1). Despite higher GDP projections,
manufacturing production growth, while still 4.1 percent strong, has been
revised downward slightly for this Outlook. In 1999, manufacturing production
growth slows to 2.8 percent as investment growth decelerates. Total
employment will increase slowly over the forecast period.

Weather Assumptions

Weather patterns (expressed as heating and cooling degree-days in Table 1) are
assumed to follow historical norms in the remaining 6 quarters of the forecast
period. However, in the second quarter of this year cooling degree-days were
sharply higher (22 percent) compared with cooling degree days in second
qguarter 1997, and were 5.7 percent above normal. Winter heating degree-days in
fourth quarter 1998 are expected to be slightly lower than heating degree days
during the same period last year, adding marginally to the weakening in heating
fuel demand this period.

Figure 2. U.S. Macroeconomic Indicators
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U.S. Energy Prices

Figure 3. Retail Motor Gasoline Prices (Average Regular Unleaded, Self-Serve Cash)
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U.S. gasoline prices have failed to exhibit the kind of seasonal move upward that
normally characterizes the transition from winter to spring and summer seasons,
when highway travel and gasoline demand reach their annual peaks (Figure 3).
Quarterly average prices remained about equal between the first and second
quarter, according to our latest estimates through June (Table 4). Weak crude oil
prices, high gasoline stocks, and less-than-spectacular demand growth suggest a
more-or-less flat trajectory for pump prices for the rest of the year. On a monthly
basis, the regular unleaded self-service price bottomed out at an average of $1.02
per gallon in March, but has risen only about a nickel since then. With world
crude oil prices floating between $12.00 and $14.00 dollars per barrel and U.S.
inventories brimming with crude oil and gasoline, U.S. average prices at the
pump this summer are expected to be about 16 cents per gallon lower than last
summer=s prices. This keeps alive and well the prospects for 1998 U.S. prices
being the lowest ever in real (inflation-adjusted) terms.

In California (PADD 5), however, prices have been considerably higher than in
the rest of the nation (Figure 4). This is the result of the requirement to use the
unique State-mandated cleaner (and more expensive to refine) gasoline, which
can also create its own set of refinery problems. Relatively few refineries in the
U.S. are capable of making this fuel. The shutdown of some of these special
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refineries that occurred in the spring severely strained supplies, which led to
month-to-month spot price increases in Los Angeles of about 15 cents per gallon
for reformulated gasoline, with pump prices responding within a few weeks.
However, in recent weeks California pump prices have eased as supplies of
gasoline have become more available. Summer pump prices for the rest of the
country should stay fairly steady, assuming crude price stability (Figure 4).

Figure 4. Weekly Gasoline Prices
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The biggest single variable affecting petroleum product prices over the next
several months is crude oil prices. With plentiful supplies and a slowdown in
much of the world economy, crude oil prices have been low, much to the concern
of oil-exporting nations. The question remains whether the oil-exporting nations
can maintain the discipline needed to raise prices from current desired levels.
An attempt in the spring to cut production apparently was not enough to rally
prices for more than about one month (See Outlook Assumptions for more
analysis of this situation.)

Assuming the lower crude oil prices, all petroleum product prices are expected
to decline significantly in 1998. With crude oil prices $5 to $6 per barrel lower in
1998, petroleum product prices are projected to average 12-16 cents per gallon
less than in they were in 1997. In 1999, with slightly rising crude oil costs
projected, petroleum product prices can be expected to creep upward about 2-4
cents per gallon over 1998 prices. Under these conditions, average retail heating
oil prices should be about 10-11 cents per gallon lower in the fourth quarter of
1998 compared to prices in the previous year.
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Natural gas spot wellhead prices turned downward in April to just over $2.00
per thousand cubic feet as the very mild winter weather left underground
storage levels well above the levels of the previous year (Figure 5). Spot prices
have started heading back up in mid-June as unseasonably hot weather has

Figure 5. Natural Gas Wellhead Prices: Composite and Spot
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increased air conditioning demand for electricity in much of the nation. The
weather has been particularly scorching in the Southwest, the region with the
heaviest consumption of natural gas electricity generation. Prolonged hot
weather may keep the spot price well over $2.00 per thousand cubic feet
throughout the summer. In addition, the rail delivery problems of shipping coal
to electric utilities in the Southwest continue, narrowing the fuel-burning options
to natural gas for some generating plants. On the other hand, with the ample gas
storage that currently exists, there could be some downward pressure on prices
as well, especially if the hot weather spell breaks. There does not appear to be
much gas demand strength outside of electric utilities this year, as industrial
demand was down 5.1 percent in the first quarter. Nevertheless, natural gas
prices are projected to resume their historical seasonal upward tick towards the
end of the summer as the underground-storage injection season ends.

Where natural gas prices will be this winter will depend heavily on the weather
this summer and fall. A heat wave in Texas in September or a cold October in the
East could once again send spot and futures prices soaring, as they did last year.
Assuming normal weather for the remainder of the year, the annual average
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wellhead price is projected to decline by about 6 percent in 1998, with the bulk of
the decrease resulting from the low first quarter prices of this year.

In 1999, again assuming normal weather, a return to normal seasonal price patterns
for natural gas at the wellhead is projected, with prices once again peaking in the
winter quarters. The average annual price is projected to increase by about 5
percent with the assumption of normal weather in the 1998-1999 winter. That
assumption yields an estimated growth in demand for the first quarter of 1999 of
nearly 12 percent, certainly a bullish price indicator to say the least.

Price changes at the wellhead should be passed on to the end-users, resulting in
lower residential gas prices in 1998 but slightly higher prices in 1999. The price of
gas to electric utilities should decline by about 6 percent in 1998, then rise by about
4 percent next year. These projected natural gas prices will result in a huge price
advantage for residual fuel oil burned at electric utilities, assuming that the steep
drop in crude oil prices projected for 1998 (down 31 percent) holds. The annual
average price of residual fuel oil to electric utilities is expected to be less than 80
percent of the price of natural gas in both 1998 and 1999 (Table 4 and Figure 6). As a
result, those electric utilities with fuel switching capability may find it
advantageous to switch to residual fuel oil. However, even with this projected
price advantage there will not be that much switching since many electric utilities
no longer burn heavy oil due to environmental regulations on air quality or to the
substantial expenses entailed in replacing underground storage tanks.  Coal
remains by far the least expensive fossil fuels to electric utilities (Table 4 and Figure
6). Coal prices are expected to decline through 1999 even after costs associated
with compliance with the Clean Air Act Amendments of 1990 are accounted for.
Continued increases in mining productivity and the closing of costly marginal
mines will more than offset increases in costs associated with rail transportation.
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Oil Supply Cutback Agreements in 1998

On June 24, the Organization of Petroleum Exporting Countries (OPEC) held a
full ministerial meeting to discuss further oil production cuts in light of the
lowest oil prices seen since 1986. At this meeting OPEC agreed to cut, including
cuts OPEC made in their March meeting, a combined 2.6 million barrels per day
from February 1998 levels as determined by selected secondary sources (see table
below). As were the case during the first set of cuts earlier in the year, several
non-OPEC producing countries have coordinated cuts in their production,
bringing the total pledged production cuts to 3.1 million barrels per day. The
latest cutbacks, as were the first set of production cuts, are from agreed upon
February 1998 production figures as estimated by several secondary sources
outside OPEC (2nd column of numbers in the table). These production levels are
fairly close to EIA's own estimates of February 1998 OPEC crude oil production
(1st column of numbers in the table).

Crude Oil Production and Supply Cuts in 1998 (thousand barrels per day)

Country Feb. 1998 Feb. 1998 Cutbacks  Cutbacks  Total Oil
Crude Ol Crude Ol Effective Effective Supply
Production Production April 1 July 1 Cutbacks
(EIA) (OPEC Base)
Saudi Arabia 8,760 8,748 300 425 725
Venezuela 3,370 3,370 200 325 525
Iran 3,600 3,623 140 165 305
UAE 2,355 2,382 125 100 225
Kuwait 2,210 2,205 125 100 225
Nigeria 2,153 2,258 125 100 225
Libya 1,450 1,453 80 50 130
Indonesia 1,340 1,380 70 30 100
Algeria 860 868 50 30 80
Qatar 700 700 30 30 60
OPEC 26,798 26,987 1,245 1,355 2,600
Mexico 3,140 NA 100 100 200
Norway 3,230 NA 100 100
Russia 6,040 NA 100 100
Oman 910 NA 30 20 50
Yemen 380 NA 20 20
Egypt 860 NA 20 20
Non-OPEC 14,560 NA 250 240 490
Combined 41,358 NA 1,495 1,595 3,090

NA: Not Applicable

Note: Russia and China both announced cuts in production back in April, but EIA assumes that these cuts are unrelated to
the agreements detailed in the table above. However, since Russia attended the June OPEC meeting as an observer, the
cutback announced for Russia beginning in July has been included.
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International Oil Supply

Figure 7. World Oil Supply (Changes from Previous Year)
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Following the June 24, 1998 meeting, OPEC announced further cuts in
production of another 1.355 million barrels per day for the second half of 1998.
This followed cuts in production made by OPEC at an emergency meeting that
took place at the end of March 1998. By April 1, 14 countries (10 from OPEC and
4 outside OPEC) had announced cuts from actual production levels totaling 1.5
million barrels per day. OPEC decided to expand the production cuts when by
June, prices had fallen back to levels not seen since 1986. In combination with
pledged cutbacks from some non-OPEC countries, the latest agreement would
theoretically reduce output by 3.1 million barrels per day from February 1998
levels (see table on page 8). However, even with these additional cuts, EIA
expects a continuation of a build in world oil stockpiles in 1998 and 1999,
although the increase in 1999 should be much closer to historical patterns.

Beginning in early June 1998, Iraq began exporting under the latest United
Nations Security Council (UNSC) resolution limiting Iraqgi oil exports. Under
this agreement, Irag will be allowed to export over $5.2 billion over the next 180
days, although limitations on Iraq's ability to produce and export oil will likely
limit the total amount to something around $4 billion. On June 20, Iraq came to
terms with the United Nations on allowing Iraq import $300 million worth of
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spare parts in order to boost production and export levels. For the purposes of
this forecast we have assumed Iraqi oil exports to average about 1.6 to 1.7 million
barrels per day for the second half of 1998 and all of 1999. This is merely an
assumption for this forecast and does not reflect any official U.S. government
view on the future of Iraqi oil exports. Any increase in Iragi oil beyond this will
lessen the impact on prices from the oil supply cutback agreements in 1998.

For this forecast we have assumed that OPEC oil production will increase by about
100,000 barrels per day in both 1998 (Figures 7 and 8) and 1999, after increasing
almost 1.6 million barrels per day in 1997. This is because some OPEC countries
are cutting back oil production at the same time Iraq, a member of OPEC, is
increasing oil production. This forecast of OPEC production represents a loss of
$46 billion (31%) from OPEC's crude oil export revenue in 1998 relative to 1997, due
mainly to projected world oil price drops in 1998. With many OPEC countries
highly dependent on oil export revenues as their main source of government
revenues, a decline of this magnitude is extremely significant.

Sustained growth of non-OPEC supply is expected to continue for the
foreseeable future, both inside and outside of the OECD (Figure 7). The major

Figure 8. OPEC Oil Production and Capacity
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growth story within the Organization of Economic Cooperation and
Development (OECD) region is North Sea production, which grew by about 2.2
million barrels per day between 1991 and 1996. North Sea production actually
decreased in 1997, as several oil development projects were delayed. However,
this forecast assumes a return to growth in North Sea oil production, with an
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increase of about 200,000 barrels per day expected in 1998 and about 500,000
barrels per day 1999 (Table 3).

Outside the OECD, the non-OPEC growth story is depicted by the AOther@
group (Figure 7). Increments from this group are accelerating due to increases
from Latin America, Africa, Other Asia, and some slight increases from the
Middle East. Privatization efforts are beginning to accelerate growth,
particularly in Latin America. Together, the non-OECD, non-OPEC countries,
excluding the Former Soviet Union republics (FSU), are expected to increase
production by 900,000 barrels per day between 1997 and 1999 (Table 3).

Joint ventures in the FSU, although growing slowly due to legal problems and
export pipeline constraints, are beginning to foster positive supply prospects.
Significant near-term increases are most likely to come from Kazakhstan, Russia,
and Azerbaijan, rather than from any of the other former republics. This forecast
assumes oil supply from the Former Soviet Union will increase by about 100,000
barrels per day in both 1998 and 1999.

Non-OPEC supply has become a significant source of oil production during the
last few years. Since 1994, OPEC production has increased less than world oil
demand in every year, although in 1997 the increase in OPEC oil production
nearly equaled the increase in world oil demand (Figure 9).

Figure 9. Annual Increases in OPEC Production and World Demand
Changes, 1986-1998
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International Oil Demand

Figure 10. World Oil Demand (changes from Previous Year)
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World oil demand is expected to continue to increase through 1999 (Figure 10),
by which time total world oil demand may average 76.3 million barrels per day
(Table 3). Problems in several Southeast Asian economies are expected to soften
the increase in world oil demand, particularly in 1998. Following an annual
world oil demand increment of 1.7 million barrels per day worldwide in 1997,
world oil demand is expected to increase by only 1.2 million barrels per day in
1998, before rebounding with a 1.9 million barrels per day increase in 1999.
Excluding the Former Soviet Union, oil demand in 1998 is expected to increase
by less than 1 million barrels per day, the first time this will have happened since
1990. But, even with less demand in Southeast Asia than originally expected,
world oil demand under these assumptions will be growing at an average annual
rate of 2.1 percent between 1997-1999 after growing at an average annual rate of
only 1.7 percent between 1992-1996.

Oil demand in countries of OECD is expected to increase by less than 400,000
barrels per day in 1998 and another 700,000 barrels per day in 1999, an average
annual rate of 1.3 percent (Figure 10 and Table 3). This is less than previously
forecast due in large part to our downward revision for Japan's oil demand.
Japan's current recession is expected to be the main reason for a decline in
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Japanese oil demand in 1998 while remaining relatively flat in 1999. Partly
because of this, the United States' oil demand growth represents over half of
OECD oil demand growth in 1998 and exactly half of OECD oil demand growth
in 1999.

A major story of this forecast is the effect the economic problems in Southeast
Asia are expected to have on oil demand growth in the region. Prior to this
recent economic slowdown, non-OECD countries exhibited strong growth in oil
demand (Figure 10). This was especially true in Asian countries. For example,
oil demand in China and in Other Asia (see Summary of Important Terms for
definition) grew by 7.6 percent per year between 1991-1997. However, due to the
recent economic slowdown in several Asian countries, this forecast has an
average annual oil demand growth rate of 6.4 percent for China and a barely
noticeable growth of 0.6 percent for Other Asian oil demand between 1997 and
1999. At the same time, however, Latin American oil demand is expected to grow
at an annual rate of 4.5 percent between 1997 and 1999. Continued strength in
world oil demand is partly due to significant increases in U.S. and Latin
American oil demand growth.

After showing some growth in oil demand in 1997 for the first time since the
collapse of the Soviet Union, oil demand in the former Soviet Union (FSU) is
projected to increase even further in 1998 and 1999. This increase reflects the
expectation that growth in economic activity will continue to be positive over the
forecast period. Oil demand in the FSU stood at 8.9 million barrels per day just
10 years ago, reached a low of 4.4 million barrels per day in 1996, and is forecast
to increase to 4.8 million barrels per day by 1999 (Table 3).
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Days of Supply

World Oil Stocks, Capacity and Net Trade

Figure 11. OECD Commercial Oil Stocks
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Commercial oil inventories (measured in days of supply) in OECD countries
increased nearly 1.6 days worth of supply in 1997, the largest such increase since
1990. OECD commercial oil inventories are expected to increase even more in
1998 (1.7 days of supply) before declining in 1999 (Figure 11). The increase in
1997 and 1998 is in large part due to the currently oversupplied market, but by
1999 our forecast shows a more balanced world oil market in terms of supply
and demand, thus reducing the days of supply level for OECD commercial oil
inventories.

Outside Irag, OPEC oil production capacity is expected to increase by nearly
800,000 barrels per day in 1998 and an additional 250,000 barrels per day in 1999.
This is due to OPEC oil production increases lagging behind planned capacity
increases, which is in large part due to the cutbacks in production announced in
1998. Overall, OPEC excess oil production capacity is expected to increase from
about 3.1 million barrels per day in 1997 to about 4.1 million barrels per day in
1999, the most since 1989. Saudi Arabia is still expected to control over half of
OPEC excess production capacity, and along with Kuwait and the United Arab
Emirates controls the vast majority of excess world oil production capacity.
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Current exports of crude oil worldwide are averaging 35 million barrels per day,
with about 60 percent originating from OPEC countries. Saudi Arabia is by far
the world's largest exporter, with over 7 million barrels per day of crude exports.
Net exports from the FSU are expected to decrease slightly during the forecast
period, from 2.7 million barrels per day in 1997 to about 2.6 million barrels per
day in 1999. This is because increases in oil demand are expected to be slightly
more than anticipated increases in oil production (Figure 12 and Table 3). Most
of the increase in oil production in FSU countries is still expected to come after
1999. However, FSU exports are still significantly higher than they were
immediately following the collapse of the FSU (2.1 million barrels per day in
1991 and 1992) and are now close to levels seen just prior to the collapse of the
FSU (3.0 million barrels per day.

Figure 12. FSU Oil Output, Demand and Net Exports
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U.S. Oil Demand

Figure 13. Petroleum Demand Growth Forecasts (Change from Year Ago)
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The overall prospects for strong petroleum demand growth in the United States
this year have diminished somewhat in recent weeks, with fresh estimates of
second quarter growth undercutting previous estimates by about 70,000 barrels
per day (Figure 13). A significant portion of the reduction in expected growth is
tied to the motor gasoline forecast. We have lowered the gasoline demand
forecast because of lower-than-expected demand figures for the second quarter
of this year and because we now have lower expected growth in consumer
income, commercial activity, and industrial output for 1998 than was assumed in
our last Outlook. Given the current estimates for gasoline demand for the April-
to-June period, summer gasoline demand (average of Q2 and Q3) is likely to post
a gain of less than 2 percent over summer 1997 levels.

Energy Information Administration/Short-Term Energy Outlook -- July 1998
17



Figure 14. Gasoline Market Indicators (Percent Change from Year Ago)
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For the year as a whole, 1998 motor gasoline demand is projected to climb at a
moderate 1.8 percent growth rate. This growth reflects a 2.5 percent growth in
highway travel following expected growth in real disposable income of 3.4
percent and a 14.4 percent plunge in real fuel costs per mile (Figure 14). In 1999,
demand and travel are expected to register similar growth rates to those
projected for the current year despite slowdowns in income growth and a slight
uptick in retail fuel prices. The growth is partly sustained by the lagged effects
of current growth in income and low retail gasoline prices.

Figure 15. Jet Fuel Market Indicators (Percent Change from Year Ago)
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During the forecast interval, jet fuel demand increases are projected to average
1.8 percent per year (Figure 15). In the current year, growth in airline capacity
(available passenger and cargo space in the air) is projected to increase 5.3
percent, slightly above last year's rate. Growth in air travel (utilization of the
available capacity), however, is projected to be 3.9 percent, down from last year's
6.9 percent growth rate. Available data for 1998, in fact, point to a marked
slowdown in both capacity and travel growth. Although Asia clearly accounts
for part of that slowdown, domestic air travel growth has exhibited a similar
trend. In an apparent attempt to enhance revenue and profitability, several
airlines are more selective in offering discounts in discretionary travel markets.
In 1999, capacity is projected to grow by only 3.2 percent in lagged response to
the slowdown in air travel of the previous year as well as a slowing economy.
Air travel, however, is projected to climb 4.5 percent, resulting in a recovery in
average load factors from the previous year's depressed averages. These
projections imply average fuel efficiency growth of about 2.5 percent, partly a
result of the continued new deployment of new long-haul aircraft, especially on
international routes.

The impact of warmer-than-normal weather in the first quarter and an expected
decline in heating degree-days in the fourth quarter of this year from slightly
above-normal levels last fall contribute to the projected slowdown in distillate
demand growth for 1998 (Figure 16).

Figure 16. Distillate Fuel Demand and Weather (Percent Change from Year Ago)
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We now expect 1998 distillate demand growth to be relatively weak at 1.6
percent, compared to last year's 2.1 percent growth rate. The slowdown in
distillate demand is also partly brought about by a moderation in manufacturing
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output growth from last year's 5.6 percent to this year's projected 4.1 percent.
The 3.1 percent growth in distillate demand projected for 1999 results largely
from the return to normal weather patterns.

Recovering from all-time lows, residual fuel oil demand in 1998 is projected to
rise 5.1 percent, boosted by declines in residual fuel prices of almost 30 percent in
both the electric utility and industrial sectors. In 1999, continued low prices and
the assumption of normal weather are expected to enable residual fuel demand
to equal or exceed that of 1998.

U.S. Oil Supply

Figure 17. U.S. Crude Oil Production
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New production from Federal offshore oil slowed the steady decline of domestic
crude oil supply in 1998. Average domestic oil production in 1998 is expected to
decline by about 40,000 barrels per day from the 1997 level of 6.45 million barrels
per day (Figure 17). Partly thanks to low oil prices, the downward trend gains
back some momentum in 1999, with a 1.3-percent decline projected.

Lower-48 States oil production is actually expected to increase by about 60,000
barrels per day to about 5.23 million barrels per day in 1998. This is followed by
an expected decrease of 80,000 barrels per day in 1999. Production from the Ram-
Powell field began in third quarter 1997, with an accompanying increase of
60,000 barrels per day in early 1998. British Petroleum has purchased Marathon’s
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Troika sub-sea project and was producing as of November 1997. This production
will add 80,000 barrels per day to offshore production in early 1998. Shell will
start production in 1999 in their Ursa field, which will peak in production in the
year 2000 at 150,000 barrels per day of condensate. Oil production from the
Mars, Ram-Powell, Auger, Troika, Ursa, and Santa Ynez Federal Offshore fields
is expected to account for about 10.8 per cent of the lower-48 oil production by
the 4th quarter of 1999. Alaska is expected to account for about 18.8 percent of
the total U.S. oil production in 1999. Production there is expected to decrease by
7.8 percent in 1998, followed by a slight decline of 0.3 percent in 1999.

U.S. Natural Gas Demand

Figure 18. Gas Demand Forecast Revisions (Current vs. June 1998 Forecast)
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Demand growth for natural gas in 1998 has been revised downward from
demand growth projected in last month's Outlook (Figure 18), reflecting new
evidence of weak industrial sector demand for gas. Natural gas demand is now
expected to be below the estimated 1997 level of 21.99 trillion cubic feet by 1.6
percent, down from last month's projection of -1.1 percent. While electric utilities
are still seen as contributing positively to natural gas demand growth this year,
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the industrial sector continues to fall below expectations. The current estimate of
first-quarter data shows a surprising 5.1 percent decline in industrial gas use
compared to the same period in 1997, despite a 3.4 percent increase in industrial
output by gas-intensive manufacturing industries and a sharp decline in year-
over-year gas prices. A somewhat weaker demand outlook for 1998, along with
very high current levels of gas in storage, suggests the potential for renewed
downward pressure on gas prices, especially if summer cooling demand fizzles.

In our last Outlook, the industrial sector was the primary positive area of natural
gas demand growth, along with the utility sector, since both residential and
commercial demand growth were both down for weather-related reasons. Our
current view is that the only strength in gas demand this year will be due to
growth in electricity generation.

Next year, a much broader growth profile is 