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Overview

Renewed strength in world oil prices following a short-lived slump in April and
a dramatic rally in domestic natural gas prices in response to weak storage
injection performance and general worries about near-term gas supplies has
prompted us to sharply increase expected levels for energy prices in the short
term. Given our general expectations about growth in world oil demand and
supply, the oil price adjustment for this Outlook is a shift in the expected level
and not a move away from the conviction that prices should trend downward
from current levels by year end. Meanwhile, as higher crude oil prices have
intervened, and as generally low inventories have resulted in some greater-than-
expected tightness in gasoline markets, particularly in the Midwest, we now
recognize that hopes for an early peak in pump prices this year have given way
to expectations of some continued increases in June and possibly July. For
natural gas prices, the possibility that some surprisingly strong growth in
electricity demand so far this year may be followed by robust growth this
summer has enhanced concerns about gas supply keeping up with demand
during the storage injection season. Continued wide swings in natural gas prices
are likely to be a feature of this summer as long as the vagaries of the weather
play such an important role in the outlook for gas supply over the next 6 to 9
months.

International Oil Markets

Crude Oil Prices: The monthly U.S. imported crude oil price rebounded in May
to an estimated $26.75 per barrel level ($28.82 West Texas Intermediate crude oil),
about $1 per barrel below the previous peak seen in March figure 0. It is
apparent that the $4-per-barrel dip in April, following OPEC production
increases, was an over-correction and that the current higher price range for
world oil prices is more in line with world oil market fundamentals. An
additional $0.80 per barrel increase is likely in June, and persistence at or near
the $27.50-per-barrel range is expected through the summer without an
unexpected change in oil supply. Our estimates of world oil supply and demand
lead us to believe that world oil prices should remain at or above $26 per barrel
($28 per barrel for West Texas Intermediate crude oil) for most of the remainder
of 2000. Prices are then expected to gradually decline in 2001 as supply increases



Figure 1. U.S. Monthly Crude Oil Prices
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faster than demand, such that the average world oil price in 2001 will be about
$23 per barrel, more than $3.50 below the annual average for 2000.

However, at the OPEC meeting in March, there was an informal agreement to
decrease OPEC 10 (Organization of Petroleum Exporting Countries excluding
Iraq) supply by 500,000 barrels per day if the OPEC Basket price averages less
than $22 per barrel over a 20-day period. Conversely, if the OPEC Basket price
averages over $28 per barrel over a 20-day period, OPEC has stated their
intention to increase OPEC 10 supply by 500,000 barrels per day. At the time of
this publication it appears that the OPEC Basket price may average over $28 per
barrel during a 20-day period ending sometime in early June. However,
additional OPEC 10 output under this scheme is not included in our base case. If
the OPEC 10 countries do increase actual output by 500,000 barrels per day in
early June, we would expect oil prices to end up about $1-$2 per barrel less than
assumed in our forecast. If on the other hand, the OPEC 10 countries fail to
increase production in the third or fourth quarters of 2000 as assumed in this
forecast, higher oil prices would be expected.

International Oil Supply: This forecast assumes that OPEC 10 crude oil
production will be 25.2 million barrels per day in the second quarter, 0.8 million
barrels per day above first quarter production levels (Figure 2). This is about 0.5
million barrels per day above their production target of 24.69 million barrels per
day. The forecast then assumes another 0.1 million barrels per day increase in
OPEC 10 crude oil production in the third quarter and an additional 0.5 million
barrel per day increase in the fourth quarter of 2000. Continued steady
production increases by the OPEC 10 countries are expected throughout 2001.

Iragi crude oil production is assumed to average over 2.3 million barrels per day
in the first quarter of 2000 and increase through the remainder of the year to
average about 3.0 million barrels per day in the fourth quarter of 2000. This is not
as much as the Iraqis have said they will be producing by the end of the year, but
it is our best guess about what Iraq will actually be producing. Iraqgi oil
production is assumed to increase even more in 2001. These projections of Iraqi
crude oil production are merely assumptions and do not reflect any official U.S.
Government view on the future of Iraqi oil exports.

Non-OPEC production is expected to increase by 1.2 million barrels per day in
2000 and by another 0.8 million barrels per day in 2001, primarily from the North
Sea, the former Soviet Union, Mexico, South America and Africa (Table 3. Oil
production from the former Soviet Union countries in the first quarter of 2000
was the most since the third quarter of 1993.



Figure 2. OPEC Crude Oil Production 1999-2001
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International Oil Demand: This month's forecast assumes growth in world oil
demand in 2000 of 1.4 million barrels per day (about 1.8 percent), to average
about 76 million barrels per day (Table 3). In 1999, world oil demand grew by 1.1
million barrels per day (1.4 percent). World oil demand growth in 2001 is
expected to be about 1.9 million barrels per day, similar to the growth that was
seen in the 1995-1997 period. The U.S., which accounted for more than half of the
growth in world oil demand in 1998 and 1999, is expected to account for only 8
percent of world oil demand growth in 2000 and about 20 percent in 2001. As
Asia continues to recover from the economic crisis of 1997-1998, it is expected to
once again become an important engine for world oil demand growth. However,
overall demand growth in 2000 is expected to be weaker in the face of high oil
prices despite the inelastic nature of oil demand. By 2001, oil demand is expected
to be more than 78 million barrels per day.

In 1999, world oil demand growth was mainly concentrated in OECD countries,
particularly the United States. In 2000, non-OECD Asia is expected once again to
be the predominant region for oil demand growth, although near-term growth
rates there are unlikely to match those seen in the early to mid 1990s. By 2001,
not only is non-OECD oil demand expected to grow even more, but OECD oil
demand growth is expected to be strong as well (Figure 3).

World Oil Inventories: While EIA does not attempt to estimate oil inventory
levels on a global basis, we can discern the direction oil inventories are headed
from our world oil supply and demand estimates. Following a 0.7 million barrel
per day implied draw on world inventories in 1999 (based on world oil
consumption averaging 74.7 million barrels per day while world oil supply
averaged 74.0 million barrels per day), oil inventories are expected to be built by
0.2 million barrels per day in 2000, as non-OPEC oil production increases
substantially. However, this still leaves global oil inventories in a precarious
position, particularly when viewed on a forward-cover or days-supply basis. In
2001, we expect a 0.1 million barrel per day build in world oil inventories, as
supply exceeds demand once again.

OECD stock levels, which we do estimate, are expected to remain well below
average 1990-1995 levels throughout 2000 figure 4). The difference between
normal OECD oil inventories and 2000 levels is expected to widen after the first
quarter, even if OPEC 10 crude oil production increases by 0.8 million barrels per
day in the second quarter of 2000 as assumed in our forecast. This is because the
assumed increase in production is insufficient to build inventories during the
second and third quarters relative to the normal pattern. This would lead to
extremely low inventories by the end of the year, leaving little flexibility in the
world oil system to react to a cutoff in oil supplies somewhere or an extreme cold
snap during next winter.
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Figure 4. Total OECD Oil Stocks*
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U. S. Energy Prices

Motor Gasoline. After initially reaching record levels of $1.53 per gallon in the
third week of March, in nominal terms, the price of regular unleaded, self-service
retail motor gasoline set new record levels in late May, averaging $1.54 per
gallon. The most recent price increase followed a period which began at the end
of March when the pump price started receding in response to lower world
crude oil prices, and had declined by 11 cents by the beginning of May. At the
time, it seemed that the driving season's peak prices were behind us. Declining
pump prices were projected for the remainder of the year. However, this
optimism turned out to be short-lived. Several important factors have caused this
turnabout. First of all, world crude oil prices have staged substantial gains since
April, increasing by nearly $4.00 per barrel. Some of this increase may be tied to
strong U.S. gasoline demand, which accounts for over 10 percent of total world
petroleum demand. Looking backward, it appears that the rapid fall in the world
oil price that followed the OPEC meeting in March (see world oil discussion
above) was an overreaction to the promise of new supplies from OPEC countries.
The incremental increase in production simply wasn't enough to satisfy the
increasing demands for petroleum and to make demonstrable headway against
sharply reduced world oil inventories. Low inventories for gasoline is the other
major factor causing the high gasoline prices.

We now project that monthly average retail gasoline prices will peak in July, the
height of the driving season, at $1.55 per gallon, and that prices will average
about $1.50 per gallon for the summer driving season (Figure 5and Table 4). For
2001, we expect a drop in gasoline prices, assuming that our declining crude oil
price path holds.

The retail price movements over the last few weeks have varied among the
regions. The West Coast, which normally has had the highest prices, has
experienced steady price declines since April. However, in the Midwest, supply
difficulties, particularly for reformulated gasoline, have resulted in noticeable
sharp price spikes in some local areas.

There is, as always, significant uncertainty about the price of gasoline for the
summer. An approximate 95-percent confidence range for the average pump
price for regular self-service gasoline is illustrated in Figure 5. (The range is based
on the normal error distributions associated with the Short-Term Integrated
Forecasting System model.) The probability of prices ranging above or below
these curves is, for any month, approximately 5 percent. This range is, in effect,
conditional on more-or-less smooth operating conditions for refineries and
pipelines throughout the summer.



Figure 5. Retail Gasoline Price Cases*
(Base Case and 95 Percent Confidence Range)
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Reformulated Gasoline. About a third of gasoline sold in the U.S. must meet
Federal reformulated gasoline (RFG) specifications. The Federal RFG program
transitioned from Phase 1 to Phase 2 on January 1, 2000, with new requirements
for reducing toxic air pollutants (TAP) and nitrogen oxides (NOx). While refiners
were able to meet these new year-round TAP and NOx requirements, there are
also new, more stringent, summer requirements for reductions in volatile organic
compounds (VOC) and NOx. This Phase 2 Summer RFG had to be in place at
distribution terminals by May 1 and at retail outlets by June 1.

The wholesale (Platt’s U.S. Gulf Coast waterborne cargoes and New York Harbor
barges) price premium for RFG over conventional gasoline has averaged about
2.5 cents per gallon since it was first introduced in 1995. This summer’s Phase 2
RFG price premium is expected to increase to about 4 cents per gallon. (See
"Demand and Price Outlook for Phase 2 Reformulated Gasoline, 2000.")

Refiners have begun producing the new Summer Phase 2 reformulated gasoline.
But the price premium for the Summer Phase 2 RFG has averaged about 8 cents
per gallon in April. While we expect the price premium to decline as the program
fully phases in, there is a significant new uncertainty in RFG pricing. On March
29, 2000, the Federal Circuit Court upheld the validity of Unocal Corporation’s
reformulated motor gasoline patent (Patent No. 5,288,393 awarded by the U.S.
Patent and Trademark office on Feb. 22, 1994), confirming an earlier Federal
District Court jury award of damages of 5.75 cents per gallon against six refiners
that had infringed on the patent in California. Roger C. Beach, Unocal chairman
and chief executive officer, suggested in a news release that "Unocal’s patents
may have application throughout the United States."

Diesel Fuel Oil. Diesel fuel oil prices tend to mirror the seasonal motor gasoline
price path, but can also be strongly affected by the heating oil situation,
particularly during the winter months. Last February for example, a combination
of factors, including severe weather in the Northeast and extremely low
inventories of distillate fuel led to diesel prices that topped $2.00 per gallon in
New England and other portions of the Northeast. Prices in that region
remained quite robust through the winter, then abated in the spring. During this
period in much of the rest of the country where residential heating oil is
generally not used, the prices were considerably calmer. In general, the prices
were mostly effected by the crude oil price. In California, however the prices
followed a different path. Short-lived refinery problems exacerbated the
normally tight California diesel market. As a result, diesel prices in the Golden
State increased at winter's end and stayed relatively high through March until
the production disruptions were resolved.



Diesel prices have been fairly stable over the last 2 months and are not expected
to change much through the driving season. They appear to be relatively normal
compared to gasoline prices. However, distillate stocks are currently quite low
and there is some risk of price spikes similar to last winter in the Northeast, for
heating oil as well as for diesel fuel, if inventories are not built to adequate levels
by the end of the year.

For the summer, the retail price is expected to average $1.42 per gallon, or close

to 30 cents per gallon more than one year ago (Figure 6and Table 4. In our
current projection, we have the retail price falling by the fourth quarter in
response to stock gains and falling crude oil prices.

Natural Gas. Spot wellhead prices had been averaging over $4.00 per thousand
cubic feet since late May, nearly doubling since the beginning of the year (Figure
7). Although rising crude oil prices have encouraged gas prices to climb, by far
the major determinant for these robust gas prices has been the fragile supply
situation. Simply put, the injection rate for gas into storage has been too slow to
comfort the market for next winter's heating season. Underground working gas
storage levels are currently about 20 percent below year-ago levels (Figure 8). At
present rates of injection, the availability of gas for next winter has become
uncertain, as reflected in the volatility and levels of current prices. Another factor
contributing to this rapid price jump has been the recent hot weather in portions
of the country that consume large amounts of gas-generated electricity. Gas that
would otherwise be injected into storage is now being used (indirectly through
electric utilities) to run air conditioners. In addition, there has been growing
demand for natural gas resulting from the expanding economy over the last 7-8
years and the increasing role of gas generation at power facilities.

While natural gas imports have generally been rising significantly in recent
years, the United States May be running into some short-term supply constraints.
Several years of relatively low prices have slowed down exploration and drilling
for new sources of supply. Recent higher prices have caused drilling to rebound,
but new supplies may not begin to yield significant improvements in actual
production until after this summer.

We are projecting that natural gas prices will increase by 50 percent this summer
(April-September) compared to last summer and by 60 percent this winter
(October-March) compared to last winter. Naturally, higher end-use prices will
result from higher projected wellhead prices. The wellhead price for the year is
projected to average over $3.00 per thousand cubic feet. Next year, we project a
slight easing of the price. Our projections assume normal weather for both the
summer and winter. However, these projections could unravel if weather turns



Figure 6. Petroleum Product Prices
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Figure 7. Natural Gas wellhead Prices: Composite and Spot
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out to be mild for sustained periods of time in the gas consuming regions of the
nation.

Electric Utility Fuels. Natural gas is projected to yield its price advantage over
residual fuel oil by the fourth quarter of this year as a fuel input for power
generation (Figure 9and Table 4). Oil is projected to be the cheaper of the two
fuels until the second half of the year 2001, when natural gas is projected to
regain its price advantage.

U.S. Petroleum Demand

Total petroleum products demand in 1999 grew by 607,000 barrels per day, or 3.2
percent, the largest year-to-year growth since 1988. Transportation demand
accounted for more than half that growth, and liquefied petroleum products
accounted for much of the rest of that increase. Despite the recent highs in
product prices and little prospect of any easing of those prices to levels observed
in previous years, total U.S. petroleum demand is still projected to rise
throughout the forecast period. Consumption, however, is expected to grow by
only 100,000 barrels per day in 2000 (0.5 percent) but by a further 380,000 barrels
per day (1.9 percent) in 2001 (Figure 10).

Several factors are believed to account for much of the substantial projected
moderation in growth in 2000 from that of the previous year. Price increases are
the most important factor. Although prices eased briefly from their recent spring
highs, they have once again increased during the last two months. For the year
as a whole, retail product price increases are expected to range from 26 percent
(diesel fuel and motor gasoline) to 49 percent (jet fuel kerosene). For the
summer, retail regular motor gasoline prices are projected to average $1.50 per
gallon, up 33 cents from last year. Transportation sector fuels demand growth is
therefore projected to be 220,000 barrels per day, or 1.6 percent, down from the
360,000 barrels-per-day growth estimated for 1999. Higher prices are projected
to bring about fuel substitution in the electric utility and industrial sectors. Total
residual fuel oil demand, having shrunk 6 percent in 1999, is projected to
contract a further 15 percent this year, with electric power generation demand
declining by 40 percent to less than 200,000 barrels per day, a record low. In
contrast to last year’s robust growth, little change is expected for petrochemical
demand for LPG as a result of hikes in energy prices.

Weather patterns are an additional factor dampening growth in the current year
in both peak seasons. For the winter quarter, weather (in terms of population-
weighted heating-degree days) was 7 percent (leap year-adjusted) milder than
that in 1999. As a result, first-quarter space-heating demand for petroleum
products declined as much as 200,000 barrels per day from that of the previous



The Federal Energy Regulatory Commission (FERC) on May 17, 2000 issued a
summertime policy, effective until Sept. 30, that will enable owners of on-site
generation facilities to sell wholesale electricity to nonaffiliates without prior
Commission notice during peak use periods. During a heat wave or time of tight
supply, industrial facilities could sell their excess electricity back to the grid.
FERC has likewise waived prior notice requirements in order for utilities and
their customers to negotiate arrangements to reduce load requirements at certain
times or obtain power from an industrial generator. FERC has also encouraged
demand side transactions by clarifying pricing formulas, enabling utilities to use
price incentives to compensate customers for voluntary curtailment of power use
during peak demand periods. These policies are aimed at supporting the
industry's efforts to ensure continued reliability of the nation's electric supply
system during the summer high demand period (http://www.ferc.fed.us).







Table 5. U.S. Petroleum Supply and Demand: Mid World Oil Price Case
(Million Barrels per Day, Except Closing Stocks)

1999 2000 2001 Year
ist | 2nd | 3rd | 4th | 1st | 2nd | 3rd | 4th | 1st | 2nd | 3rd [ 4th | 1999|2000 | 2001

Supply
Crude Oil Supply
Domestic Production o .......ocovvvevevreren. 6.00 595 587 589 586 578 573 579 580 573 574 573 593 579 575
Alaska............ocooins 1.13 104 098 1.05 102 094 089 092 091 087 091 091 1.05 0.94 0.90
Lower48..........ccooiiniinii 486 491 489 484 484 485 484 487 488 486 483 482 488 485 4.85
Net Imports (including SPR) B eeceonccer 843 890 8.85 828 804 938 9.70 937 9.07 9.69 9.71 9.39 862 9.13 947
Other SPR Supply..............o.o.o.... 0.00 0.00 0.07 0.10 0.03 0.04 0.07 0.07 0.00 0.00 0.00 0.00 0.04 0.05 0.00
SPR Stock Withdrawn or Added (-) -0.01 -0.03 -0.01 0.09 -0.02 -0.06 -0.14 -0.14 0.00 0.00 0.00 0.00 0.01 -0.09 0.00
Other Stock Withdrawn or Added (-)....... -0.24 0.15 0.31 0.21 -0.14 -0.07 0.19 0.05 -0.19 -0.02 0.17 0.02 0.11 0.01 0.00
Product Supplied and Losses ................ 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 000 0.00 0.00 0.00 0.00
Unaccounted-for Crude Oil................. 024 0.01 020 020 041 043 022 021 021 022 022 021 0.16 032 0.22
Total Crude Oil Supply ......................... 14.42 15.01 15.22 14.57 14.16 15.44 15.64 15.22 14.89 15.62 15.83 15.36 14.80 15.12 15.43
Other Supply
NGL Production .............ccocooeiiiiinnnns 172 180 189 194 197 194 193 194 195 195 193 194 184 194 194
Other Hydrocarbon and Alcohol Inputs... 037 037 038 038 039 036 036 038 037 036 036 038 0.37 0.37 0.37
Crude Oil Product Supplied.................. 0.00 0.00 0.00 0.00 0.00 000 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Processing Gain................ 085 088 090 098 095 092 091 090 0.86 091 092 0.90 0.90 0.92 0.90

Net Product Imports 132 152 142 092 122 137 145 121 143 152 146 130 130 131 1.43
Product Stock Withdrawn or Added (-) ©. 0.58 -0.39 0.04 1.00 031 -0.48 -041 044 0.34 -0.57 -041 042 0.31 -0.03 -0.05

1telEE! | SIe!)Y) cecnansnamannssomsnmsanssnesaansaasasad 19.27 19.20 19.84 19.79 18.99 19.56 19.88 20.08 19.84 19.80 20.10 20.30 19.53 19.63 20.01
Demand
MOtOr GASOlNE. .......vveeveeriiaiieicaieeieens 798 8.60 862 852 801 866 879 8.67 835 882 887 872 843 853 8.69

Jet Fuel.............
Distillate Fuel Oil
Residual Fuel Oil

169 161 169 169 164 171 175 177 176 172 177 180 1.67 172 1.76
371 338 345 374 369 366 350 372 391 358 352 378 357 3.64 3.70
094 077 085 078 071 067 072 072 081 073 074 071 0.83 0.70 0.75

Other Oils @ ...ooooooovoeoeoe e 494 483 523 506 494 487 512 520 501 495 519 530 502 5.03 5.12
Total Demand.........c.cooviiiriiis 19.26 19.20 19.84 19.79 18.98 19.56 19.88 20.08 19.84 19.80 20.10 20.30 19.52 19.63 20.01
Total Petroleum Net Imports.................... 9.76 1042 10.26 9.21 9.26 10.75 11.15 10.58 10.50 11.21 11.17 10.69 9.91 10.44 10.89

Closing Stocks (million barrels)

Crude Oil (excluding SPR)...................... 345 332 304 284 297 303 286 281 298 299 284 282 284 281 282
Total Motor Gasoling..............ccoeeuuvenes 215 215 204 193 204 202 195 198 201 200 195 200 193 198 200
Finished Motor Gasoline..................... 167 171 159 154 157 161 154 158 157 159 153 158 154 158 158
Blending Components....... .. 48 43 44 39 47 41 40 40 45 41 41 41 39 40 41

Jet Fuel.......o.cooeeviiennnns 42 47 49 41 40 43 45 43 41 43 45 43 41 43 43
Distillate Fuel Oil... 124 132 145 125 96 105 128 129 102 113 131 133 125 129 133
Residual FUel Oil.........c.cooveveeeeeeeeene, 40 43 41 36 36 35 37 39 36 37 39 40 36 39 40
Other OIS & oo, 279 298 293 244 235 269 287 243 241 280 301 255 244 243 255
Total Stocks (excluding SPR).................. 1045 1066 1035 924 908 958 978 932 918 971 994 953 924 932 953
Crude Ol iN SPR........ovoiiieiaieiieaannn, 572 575 575 567 569 575 588 601 601 601 601 601 567 601 601
Total Stocks (including SPR)................... 1616 1641 1610 1491 1478 1533 1565 1533 1519 1572 1594 1554 1491 1533 1554

a
Includes lease condensate.

b . . . .
Net imports equals gross imports plus SPR imports minus exports.

“Includes finished petroleum products, unfinished oils, gasoline blending components, and natural gas plant liquids for processing.

dIncludes crude oil product supplied, natural gas liquids, liquefied refinery gas, other liquids, and all finished petroleum products except motor gasoline, jet fuel,

distillate, and residual fuel oil.
Includes stocks of all other oils, such as aviation gasoline, kerosene, natural gas liquids (including ethane), aviation gasoline blending components, naphtha and

other oils for petrochemical feedstock use, special naphthas, lube oils, wax, coke, asphalt, road oil, and miscellaneous oils.

SPR: Strategic Petroleum Reserve

NGL: Natural Gas Liquids

Notes: Minor discrepancies with other EIA published historical data are due to rounding, with the following exception: recent petroleum demand and supply data
displayed here reflect the incorporation of resubmissions of the data as reported in EIA’s Petroleum Supply Monthly, Table C1. 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: Energy Information Administration: latest data available from EIA databases supporting the following reports: Petroleum Supply Monthly,
DOE/EIA-0109, and Weekly Petroleum Status Report, DOE/EIA-0208.
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