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1. Market and Macro Industry Commentary

General Market Commentary

US Henry Hub gas prices fell in December as the market looked beyond December’s cold
weather to warm forecasts for January and further delays in the restart of the largest single
US LNG export facility, Freeport LNG with capacity of 2bcf/d. The prompt contract fell from
$6.93/mmbtu at close of business on 30 November to $4.48/mmbtu at close on 30
December. Calendar 2023 fell from $5.741/mmbtu to $4.215/mmbtu over the same period.

Oil prices were steady. The prompt opened December at $80.55/bbl and closed the month at
$80.26/bbl. Calendar 2023 started the month at $79.50/bbl and closed at $79.11/bbl.

Research opinion from Goldman Sachs is that the recent falls in commodity prices have
been driven by central bankers raising the cost of capital and draining market liquidity, in
both physical and financial markets (Figure 1). Long term, without sufficient capex to create
spare supply capacity, commodities will remain stuck in a state of long run shortages, with
higher and more volatile prices.
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Figure 1: Impact of Capital Costs and Recession Fears on Commodity FUM (Source: various 
via GS)

Goldman adds:

“While investors remain concerned with the 2023 growth outlook – a large driver of the latest
sell off – the global business cycle is far from over. Our economists argue that global
economic growth is set to rebound with China seeing the reopening happening today.
Europe improving its energy efficiency in a one-off decline in industrial activity and a slowing
of the aggressive Fed rate hikes in the US. These underpin our expectation that
commodities (S&P GSCI TR) will return 43% in 2023.”
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Commodities markets have long exhibited high levels of short-term volatility. Commodity prices, unlike financial markets, perform an
economics function of balancing supply and demand, so once high prices have rebalanced the market in the short term, the high prices
are no longer needed, and prices come crashing down as witnessed in late 2022 (Figure 2). But ending one spike doesn’t mean the
end of the cycle – long-run supply issues take years to resolve. Commodities, while short-run unpredictable, are long-run predictable.

Figure 2: Indexed Performance of the S&P GSCI Across Supercycles (Source: Bloomberg, via GS)

Figure 3: Primary Energy Sector Returns (Source: GS)
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Figure 3: Commodity Capex and Valuation (Source: various, via GS)

In previous monthly reports we have highlighted the lack of capital investment response to current supply shortages. To see persistent
capex, management must be rewarded by investors for expansionary plans, generally delivered by asset book value greater than that
implied by the spot price – a signal that investors are expecting growth (Figure 3).

Goldman believes that this rotation is likely to begin in earnest in 2023 as, without it, global growth will begin to struggle in 2024. Note
that this cycle is likely to be far more disorderly and prolonged than those prior as ESG investing influences the capital flows needed to
stimulate the next round of investment. With 81% of global energy coming from fossil fuels, the world still needs investment in these
fuels.

Listed E&P companies have, since 2011, consistently destroyed capital (LHS Figure 4). Together with ESG flows (RHS Figure 4) these
factors have been key to investors’ reluctance to invest in the oil and gas industry. A medium to long-term supply shortfall is the result.

Figure 4: US E&P Enterprise Value / Gross Capital Invested and Equities AUM (Source: various, via GS)
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The latest Baker Hughes rig count data follows. In December US total rigs fell by 12 from 784 to 772. Oil rigs fell by 9 from 627 to 618
while gas rigs fell by 3 from 155 to 152.

Figure 7: China Coal Production (source: GS)
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Figure 5: Near Month Henry Hub Futures (Source: EIA)

Prompt Henry Hub gas futures fell over the course of December with continued high intra-month volatility (Figure 5).

Gas Market
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Figure 6: California Natural Gas Prices (source: EIA)

While NYMEX Henry Hub was weak in December gas prices in California and the Pacific Northwest, which are markets that have
only limited pipeline connection with the rest of the US, rose to almost $50/mmcf mid-month (Figure 6) as the cold weather delivered
very high gas demand and low storage and pipeline issues limited supply.
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The evolution of future Henry Hub gas prices since end of 2019 can be seen in Figure 7. The prompt contract and Winter 22/23 have
responded most to Russia’s invasion of the Ukraine and the resulting global supply squeeze, although all tenors have fallen with the
warm weather forecast for January and resulting likely US supply strength through 2023.

Figure 7: Natural Gas Seasonal Strips (Source: Aegis)

The weather adjusted supply-demand balance shows that, notwithstanding the very cold December and resulting large withdrawal
from storage, the underlying market is well supplied with gas (Figure 8).

Figure 8: Weather Adjusted Nat Gas Supply-Demand Balance (Source: Aegis)
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Lower 48 natural gas production is currently about 99bcf/d (Figure 9).

Figure 9: Lower 48 Gas Production (Source: IHS via Aegis)

While projections vary, market consensus is that US lower 48 production will likely increase 1.2bcf/d in 2023, 1.7bcf/d in 2024 and
2.3bcf/d in 2025 (Figure 10).

Figure 10: US Lower 48 Projected Production (Source: PointLogic, Aegis)
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The EIA’s demand forecast published in early December expects a 1bcf/d decline in natural gas demand for 2023. This is driven by a
fall in power demand that may not eventuate with lower gas prices. 2024 and 2025 see demand increases of 2.2bcf/d and 5.1bcf/d
respectively, both driven by new LNG facilities that will begin to come online in 4Q24 (Figure 11)

Figure 11: Natural Gas Demand Forecasts (Source: EIA, Aegis)

The oncoming wave of LNG is clearly illustrated in Figure 12.

Figure 12: LNG Projects and Gas Demand (Source: various, via Aegis)
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In summary, we are likely to see a market well supplied with gas in 2023 and first half of 2024 with serious supply shortfalls thereafter
due to strong growth in demand from the new LNG export facilities.

Working gas in storage as of 30 December totalled 2,891 bcf. The last week of December saw a withdrawal of 221 bcf, the largest of
the season and over 100bcf larger than the five-year average (Figure 13).

Figure 13: Change in Working Gas in Storage (Source: EIA)

Figure 12: LNG Projects and Gas Demand (Source: various, via Aegis)
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Oil market volatility in late 2022 reached levels not seen since 2008 (Figure 14, and in tabular form, Figure 15).

Oil Market

Figure 14:  WTI Crude Prompt Daily Price Changes (Source: CME, Aegis)

Figure 15:  WTI Crude Prompt Daily Price Changes (Source: CME, Aegis)
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OECD commercial oil stocks have risen by about 200 mmbbl since Russia invaded Ukraine in February (Figure 16).

Figure 16:  OECD Commercial Oil Stocks (Source: IEA, OPEC, EIA via Aegis)

Those stocks have not come from increased supply relative to demand, but rather from releases of Strategic Petroleum Reserves. The
US alone has released about 200mmbl since January 2022 (Figure 17). The US is but one of the OECD countries who have released
strategic reserves to reduce oil prices through 2022. Importantly, these reserves need to be refilled adding to future demand.

Figure 17:  US Strategic Petroleum Reserve (Source: EIA, via Aegis)
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The EIA expects global oil consumption to increase by an aggregate 1mmbbld in 2023 (Figure 18).

Figure 18:  Yearly Change in World Oil Consumption (Source: EIA, via Aegis)

This growth is primarily driven by China which is projected by the EIA to grow its demand by 0.6mmbbld. The EIA’s December
projection for China oil demand is 0.5mmbbld less that it was in Jan ’22 (Figure 19).

Figure 19:  China Oil Consumption (Source: EIA, via Aegis)
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World oil supply is also forecast to increase by a net 1mmbbld in 2023 – a 1mmbbld reduction in Russian oil production netting a
2mmbbld increase across the rest of the world (Figure 20).

Figure 20:  Annual Change in Oil Production (Source: EIA, via Aegis)

The structural shortage of world oil supply endures. The break in correlation between oil prices and capital investment in new
production has been much commented upon in this and prior months’ reports. Further evidence is provided in Figure 21. Note the
importance of US rig count in supply responses and also the substantial quantum of US rigs against the rest of the world.

Figure 21:  International Rig Count vs Brent (Source: Baker Hughes, Bloomberg, via Aegis)
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Gas and Oil Prices 3 January 2023
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Gas and Oil Prices 1 December 2022
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This report has been issued by Longreach Alternatives Limited ABN 250 828 52364 AFSL 246 747 (“Longreach”). This document is not an offer of 
securities or financial products, nor is it financial product advice. 

As this document has been prepared without taking account of any individual investor’s particular objectives, financial situation or needs, you should 
consider its appropriateness having regard to your objectives, financial situation and needs before taking any action. 

The information stated, opinions expressed and estimates given constitute best judgement at the time of publication and are subject to change 
without notice. Consequently, although this document is provided in good faith, it is not intended to create any legal liability on the part of Longreach 
or any other entity and does not vary the terms of a relevant disclosure statement. Past performance is not an indicator of future results. All dollars 
are US dollars unless otherwise specified. 

This document describes some current internal investment guidelines and processes. These are constantly under review and may change over time. 
Consequently, although this document is provided in good faith, it is not intended to create any legal liability part of Longreach or any other entity and 
does not vary the terms of a relevant disclosure statement. Past performance is not an indicator of future results. In cases where information 
contained in this document derives from third parties, Longreach accepts no liability for the accuracy, completeness or appropriateness of such 
information.
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