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 Short-Term Energy Outlook             March 2002

Overview

World Oil Markets.  Average crude
oil prices strengthened by $1 per
barrel in February on evidence that
the United States and other
industrialized countries trimmed
slightly the year-over-year surplus
in commercial inventories and on
concerns that the U.S. may be
turning its attention toward Iraq in
its ongoing battle against world
terrorism.  The West Texas
Intermediate price in February was
$20.72 per barrel, compared to
$19.71 per barrel in January.  The
expected tendency for commercial

petroleum inventories in the industrialized countries to drift toward the lower end of recent historical
ranges over the course of the next year or two supports EIA’s position that crude oil prices may move up
gradually through the forecast period (Figure 1).  The principal supply-side impetus for rising prices stems
from coordinated cutbacks in OPEC production.  On a much smaller scale, the implementation of the U.S.
program to increase the level of oil stored in the Strategic Petroleum Reserve will, in effect, remove 160,000
barrels per day of crude oil from the world commercial market in 2002, and about 110,000 barrels per day in
2003.

Weather Update.  Population-weighted heating degree-days (HDD) for the 2001/2002 winter are estimated
to be 18 percent below last winter, and 11 percent below normal.  Last winter, temperatures were
abnormally low, particularly in fourth quarter 2000.  This winter, in contrast, is the warmest overall (in
terms of heating degree-days) in 70 years (Figure 2).   The very mild winter temperatures during this
heating season have lowered heating fuel demand and contributed to much higher fuel stocks than would
otherwise be expected.  Despite efforts by refiners to adjust production rates to deal with low profitability
and high stocks, stocks remain high for most fuels, putting downward pressure on prices in the near-term.

Heating Fuel Expenditures Update.  With the heart of the winter complete and with the focus soon shifting
toward the summer outlook for gasoline and electricity, a look now at the household heating fuels
expenditure picture compared to last winter is warranted.  We currently estimate that household heating
bills for the current season will be as follows: typical natural gas-heated Midwestern household: down 43
percent; typical oil-heated Northeastern household: down 36 percent; typical propane-heated Midwestern
household: down 36 percent (Figure 3).  Last October, assuming normal weather, we had projected for these
categories declines of 34 percent, 17 percent and 23 percent, respectively.  Based on the likelihood of a
colder winter next year, our current guesses for the 2002-2003 winter season are: 12 percent increase for
natural gas, 22 percent increase for heating oil and 16 percent increase for propane-heated households.



Figure 2. Winter Heating Degree-day PatternsFigure 2. Winter Heating Degree-day Patterns

Sources: History:  EIA;  Projections: Short-Term Energy Outlook, March 2002.
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Figure 3. Illustrated Household Expenditures forFigure 3. Illustrated Household Expenditures for
Heating FuelsHeating Fuels

Sources: History:  EIA;  Projections: Short-Term Energy Outlook, March 2002.

1998-1999 1999-2000 2000-2001 2001-2002
Actual Actual Actual Base Forecast

Natural Gas (Midwest)

  Avg. Price ($/mcf)
  Expenditures ($) 532 545 928 526
    
Heating Oil (Northeast)
  Consumption (gals) 650 644 727 588
  Avg. Price ($/gal) 0.80 1.18 1.37 1.09
  Expenditures ($) 520 760 996 641
     
Propane (Midwest)
  Consumption (gals) 835 807 961 779
  Avg. Price ($/gal) 0.85 1.02 1.36 1.08
  Expenditures ($) 710 825 1,309 841
Notes: Consumption based on typical per household use for regions noted.
           Prices shown are national average delivered-to-household prices.
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U.S. Natural Gas Markets.  Natural gas storage levels are projected to end the heating season at 1,541
billion cubic feet (bcf), more than twice the 742 bcf seen at the same time last year.  The need of storage
holders to move storage gas out could lead to lower gas prices.  For the past five weeks, storage
withdrawals have averaged 4 bcf per day higher than a year ago.  This is probably due to rising
consumption, lower production (due to lower prices), and the very large gas inventory, which has been
well above normal this entire winter.  Natural gas production declined 1.1 percent in the fourth quarter of
2001 compared with the third quarter.  By late 2002 or early 2003 the economic recovery and further
declines in natural gas production capacity are likely to cause an upturn in natural gas prices to levels well
above current prices of about $2.50 per thousand cubic feet.  Higher oil and gas prices are expected to
contribute to about a 50-percent increase by late 2003 in aggregate domestic oil and gas lease revenues from
current rates, which are about 60 percent below the peak rate of February 2001 (Figure 4).   

International Oil Markets

Crude Oil Prices. World oil prices rose on average by roughly $1 per barrel in February from January
levels, as the U.S. benchmark West Texas Intermediate crude oil price rose to $20.72 per barrel (Figure 1).
The OPEC basket price also rose to an average of $18.89 per barrel, and exceeded $20 per barrel at end-
February for the first time since October.  In part, prices rose because markets focused on the uncertain
situation in Iraq in the absence of any confirmation that the new agreement between OPEC and non-OPEC
countries would hold.  World oil prices are expected to firm in 2002, when inventory draws in the OECD
countries validate that supply cuts are taking place.  West Texas Intermediate prices are projected to reach
$25 per barrel by the end of 2002 and gradually rise further in 2003.

International Oil Supply and Demand.
While the results of non-OPEC output
reductions were mixed, the OPEC 10
succeeded in reducing their oil production
by an estimated 1 million barrels per day
in January. If past history is a guide,
OPEC production during the February-
March period should continue to decline
further before reversing course during the
spring. Although OPEC Secretary General
Rodriguez has said that he does not see
OPEC raising output this year, this
scenario is highly unlikely given past
experience with OPEC cuts. In addition,
the current OPEC quota levels are so low
that unless the OPEC 10 increase their
production during the latter half of the
year, world oil markets will tighten
rapidly. Even with an assumed 1 million

barrels per day increase in OPEC 10 production during the latter half of the year, oil prices could rise by $4
per barrel by year's-end. If OPEC production does not increase, prices could rise further and diminish the
potential economic recovery expected later this year.

EIA's global oil demand projections for 2002 suggest a world oil demand growth of 600,000 barrels per day,
slightly less than the 650,000 barrels per day growth shown in the previous Outlook (Figure 5).   With the
expected recovery of the economy in 2003, particularly in the United States, where GDP growth is projected
to reach 4 percent annually, oil demand could increase by 1.4 million barrels per day in 2003, with more
than half of this coming from the U.S.



Figure 4. U.S. Oil and Gas Production RevenuesFigure 4. U.S. Oil and Gas Production Revenues

Sources: History:  EIA;  Projections: Short-Term Energy Outlook, March 2002.
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Sources: History:  EIA;  Projections: Short-Term Energy Outlook, March 2002.
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Figure 5. World Oil Demand GrowthFigure 5. World Oil Demand Growth
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The slump in global oil demand led to a rise in inventories in 2001 and commercial oil stocks in the OECD
countries continued to rise in early 2002, driven in part by the unseasonably warm winter weather in the
United States. Oil stocks in the OECD countries ended well over 100 million barrels higher in February than
during the same period a year ago. These builds are expected to be reversed as OPEC's January production
cuts show up in the form of reduced oil imports beginning in February, building support for firmer world
oil prices (Figure 6).   

U. S. Energy Prices

Gasoline Prices:  Retail motor gasoline prices have stayed fairly level, inching up less than 3 cents per
gallon since December.   Moderate crude oil prices and a strong stock situation have limited pump price
gains to incremental amounts for the first couple of months this year.  The January and February retail
prices for regular gasoline both averaged $1.11 per gallon.  Last May, the price reached a record high of
$1.70 per gallon (Figure 7).   As the new driving season begins and as crude oil prices rise, we expect retail
prices to gain over 20 cents per gallon by June from the current average price.   An indicator for price
movements that bears watching is the refiner spread  (the difference between the refiner price of gasoline
and the crude oil cost).   The refiner spreads during the last two driving seasons were extraordinarily large
as the seasonal changeover to reformulated gasoline proved complicated because of weak inventories and
other supply difficulties.  For our Base Case assumption, we assume a normal seasonal transition for the
coming driving season.  Thus, in our forecast, the increase in gasoline consumption combined with the
seasonal changeover to reformulated gasoline that typically occurs during the driving season, along with
rising crude oil prices, should push average retail prices (regular grade) to about  $1.33 per gallon within
the next several months.  Still, we cannot rule out even higher prices, including possible price spikes similar
to last year's at the regional level, if the seasonal switch to reformulated fuels is complicated by refinery
and/or pipeline problems.   In 2003, pump prices are projected to increase by about 13 cents per gallon over
the 2002 average, with almost all of the gain due to the expectation of higher crude oil prices (Figure 8).
Currently, gasoline inventories are comfortably within the “normal” range (Figure 9).  Last year at this time
they were below normal, which helped set the stage for the unusually high prices seen last spring.

Distillate Fuel Oil (Diesel and Heating Oil):  The warmest winter in 70 years greatly diminished heating
oil consumption this season, refilling inventories of distillate fuel to levels well within the “normal” range.
By the end of February, distillate stocks were 13 million barrels above last year's levels (Figure 10).   Thus,
over the course of the winter, there was little price movement in either heating oil or diesel prices (Figure
11).   With the winter nearly complete and distillate fuel inventories still at healthy levels, diesel prices over
the next two quarters (April-September) are projected to be about 22 cents per gallon lower than year-ago
levels.

Natural Gas:  Spot wellhead prices are currently averaging around $2.40-$2.60 per thousand cubic feet or
less than half of what they were in March one year ago.  The effects of last year's natural gas price shock, the
temperate summer of 2001, and the weakening economy greatly reduced 2001 natural gas use by 5 percent
compared to the previous year (2000). Moreover, this record warm winter has greatly lowered heating
demand for gas, leaving working gas in storage at near record levels.  By the end of February, the storage
level for working gas was more than double that of the previous year and over 40 percent higher than the
end of February average for the previous 5 years.   We expect this percentage increase will continue to hold
through the end of the heating season, just 3 weeks away.  Accordingly, we project that natural gas
wellhead prices will decrease though the spring and early summer (Figure 12).   Slow economic growth
through the first half of this year coupled with healthy underground storage levels through most of the year
should dampen spot prices until next fall.    For this year, assuming normal weather and barring any major
supply disruptions, the annual average natural gas price is projected to be just over $2.00 per thousand



Figure 6. OECD Commercial Oil StocksFigure 6. OECD Commercial Oil Stocks

Sources: History:  EIA;  Projections: Short-Term Energy Outlook, March 2002.
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Sources: History:  EIA;  Projections: Short-Term Energy Outlook, March 2002.

Figure 7. Motor Gasoline PricesFigure 7. Motor Gasoline Prices
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Figure 10. Distillate Fuel InventoriesFigure 10. Distillate Fuel Inventories
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Figure 11. Distillate Fuel PricesFigure 11. Distillate Fuel Prices
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Figure 12. Natural Gas Spot PricesFigure 12. Natural Gas Spot Prices
(Base Case and 95% Confidence Interval)
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cubic feet, or less than half of last year's price. We project that next year, as the economy recovers and as
world oil prices rise, natural gas wellhead prices will likewise respond, advancing about 60 cents per
thousand cubic feet on average compared to this year.

Electric Utility Fuels:  For most of the forecast period, natural gas is projected to be the more price-
competitive fuel compared to heavy oil (Figure 13).   We do expect, though, that by the end of 2003 natural
gas will move closer to the price of heavy oil on a cost per Btu basis, as heating demand from winter
weather, coupled with the assumption of continued economic growth, boosts the price of natural gas to a
level near the price of heavy oil.  Coal prices are projected to continue their slow decline though 2003 as
mining efficiency continues to advance.

U.S. Oil Demand

Recent revisions to data for 2001 show that domestic petroleum products demand in that year averaged
19.60 million barrels per day, down 100,000 barrels per day, or 0.5 percent, from the previous year (Figure
14).   This is not only the first such decline since 1991, when the economy also contracted, but also reflects
downward revisions in estimates published in previous Outlooks. Despite the overall decline in demand,
two major fuels--motor gasoline and distillate fuel oil--continued to experience growth.  Gasoline demand
increased by 1.4 percent for both the year as a whole and for the period following the terrorist attacks.  It
appears that, during the fourth quarter, the negative effects of a weakening economy were tempered by a
switch from air travel to highway travel stemming from the terrorist attacks.  Distillate fuel oil experienced
2.5-percent growth in 2001.  But much of that growth occurred early in the year due to record high natural
gas prices, prompting fuel switching in the power-generation and industrial sectors.   A warm fourth
quarter, plentiful natural gas supplies and weakness in the economy pushed distillate demand to 5.6
percent below year-ago levels in the last 3 months of 2001.

In 2001, jet fuel demand declined more than 4 percent.  Even prior to the attacks, demand growth had
slowed markedly as a result of a slowdown in air capacity growth, declining passenger load factors and a
switch to ground transportation for freight.  The direct impact on the domestic jet fuel market of September
11 is striking.  September 2001 jet fuel demand sank 13 percent below September 2000 levels and total air
traffic was down 15 percent.  Fourth quarter 2001 jet fuel demand was off by 14 percent.  Year-over-year
growth in jet fuel demand is not expected to return until September 2002.

Due to substantial price declines, residual fuel oil managed to stage a demand increase of 3.2 percent in
2001.  In the first half of the year, increases in power-generation purchases offset weakness in the industrial
sector but power-generation demand eventually subsided during the second half in the wake of sharply
falling natural gas prices.

During the forecast interval, total petroleum demand is expected to recover, but only after the weak first
half of 2002.  Assuming an economic recovery accelerating in the latter half of the current year and normal
weather, demand growth in 2002 is expected to average 60,000 barrels per day, or 0.3 percent.  But the first
half is expected to witness a substantial decline of 340,000 barrels per day due to continued economic
weakness, recent record-warm weather and low natural gas prices. Second-half demand is projected to be
approximately 460,000 barrels per day higher than during the same period last year. In 2003, petroleum
demand is projected to climb a substantial 780,000 barrels per day, or 3.9 percent, bringing the average
annual demand above 20 million barrels per day for the first time.

Motor gasoline demand growth in 2002 is projected to be 2.0 percent.  Commercial air activity is expected to
recover gradually, reflecting a gradual abatement of terrorist-related flight curtailments.  Commercial jet
fuel demand during the first half of this year is still projected to be down 7 percent, but up 10 percent in the




