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Natural gas market participants have had to deal with tremendous challenges that will transform the natural gas market during this 
decade.

So often viewed as a marginal holding in diversified energy portfolios, natural gas assets will, in our view, become a much more 
prominent source of exposure and revenues for the energy market. In addition, there will be a rise in unconventional sources and a 
rapid development of Liquid Natural Gas (LNG) infrastructure.

For most natural gas traders and structurers, the last eighteen months have been the most challenging extended 
market period in living memory. The price action witnessed in the US natural gas market during the last 12 months 
has been staggering. In early January 2009, the Henry Hub contract was trading at just above $6MMBtu (less than 
half the level just six months earlier). By late February it had fallen to around $4MMBtu amid continuing supply and 
weaker demand. Then, after several months of volatile trading where prices largely stayed in the $3.5–4.5MMBtu 
range, the price dived during August to reach a low of around $2.4MMBtu in early September. 
 

Falling prices during the third quarter of 2009 were prompted by market concerns that a supply glut was poised to overwhelm 
storage capacity. At that time, it was assumed in the market that US storage capacity was approximately 3.8Tcf. However, actual 
storage inventories reached nearly 3.84Tcf and the anticipated severe collapse in prices did not happen. This underscored a difficulty 
in accurately estimating available volume in depleted wells, aquifers and salt caverns. It’s also interesting to note that part of the 
reason that natural gas prices did not sag as much as was expected was that power sector usage in the East Coast and Mid-Atlantic 
regions actually increased during 2009, despite the slump in electricity consumption prompted by the recession. 

Aided by a cold snap amid concerns about production/supply disruption and a drawdown of natural gas in storage, prices are now (as 
of January 2010) once again hovering around $6MMBtu. Many US producers took advantage of the steep contango earlier in 2009 to 
hedge 2010 production at the $6–7MMBtu range which helps explain the pick-up in drilling activity during the second half of 2009.

Extreme volatility, a price collapse, storage capacity worries, and a supply glut have pressured bottom lines. All market participants—
from hedge funds caught out by the historic widening of the natural gas-crude oil basis, to producers forced to slash drilling activity 
to preserve capital—are re-examining their risk management strategy.

Macro-economic developments  help explain some of this re-examination. As China, India and other developing economies play 
an increasingly important role in fueling global growth, energy consumption is increasing. Future LNG mega-projects such as the 
proposed Gorgon project in Western Australia, with more affordable non-standard drilling technology, suggest that natural gas 
will become a more  significant portion of energy production. Many analysts estimate that by 2020, annual global LNG demand will 
double to approximately 400 million tonnes.
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