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Key Points

o Qil prices have tracked in a narrow range between US$75-$80 since mid October.

e  The past few months in the oil market have been characterised by a substantial decline in price volatility.

e Both OPEC and non-OPEC countries increased supply in October, consistent with a gradual rise in global oil demand.

e The oil price futures curve continues to reflect concerns that a swift pick-up in the pace of the global recovery may lead to
future supply constraints.

¢ Inthe US, tepid demand for oil products continues to hang over the market, with distillate stocks remaining around their
highest level since the beginning of records in the early 1980's.

e  Asustained upward trend in oil prices is unlikely until a series of draw-downs in OECD stocks of oil product is observed
and markets are more confident that the global demand recovery is on firm footing.

Oil prices track sideways over November

Oil prices were broadly flat over November after gradually rising through the middle part of October. The price of West Texas
Intermediate (WTI) has traded within a narrow range of US$75-$80 since mid October, reflecting mixed macroeconomic data
releases and relatively little change in fundamental conditions in the market. In particular, hopes of a V-shaped recovery in oil
demand were tempered by US industrial production and retail sales (exc. autos) data for October, which printed below market
expectations. Nevertheless, there are increasing signs that some of those economies most affected by the financial crisis are
on the improve: September quarter GDP data for the Eurozone and Japan were stronger than expected, with government
stimulus measures continuing to support expansion. As we have noted since early this year, the global economic recovery is
likely to be a gradual process and, in trend terms, oil price movements have come to reflect this view. Indeed, substantial
headwinds to growth are expected to linger for some time, in the form of weak labour markets, more restrictive future
government policy and further financial deleveraging by households and businesses.

Oil price volatility greatly reduced from earlier this year

The past few months in the oil market have been characterised by a substantial decline in price volatility (see Graph 2). This
follows the plunge in the oil price from its record high in mid-2008 at the onset of the financial crisis. Similar to the oil price
shocks in 1986 and 1990, the recent spike in price volatility has been followed by some residual instability as investors remain
uncertain about prospects for the market and sentiment is fragile. What these previous episodes also show, however, is that
once price volatility dampens, it does so for a number of months. This is in line with our central forecast for a modest rise in
the oil price over the medium term as fundamental conditions steadily improve.
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IEA further upwardly revise their 2009 and 2010 oil demand forecast

In their October Oil Market Report, the International Energy Agency (IEA) slightly revised their forecast for 2009 and 2010
global oil demand upward, citing stronger than expected preliminary demand data for China and Saudi Arabia. The estimates
were raised by 210 kb/d and 140 kb/d, to take the demand forecast to 84.8 mb/d and 86.2 mb/d in 2009 and 2010 respectively.
Nevertheless, the IEA are quick to emphasise that the demand outlook remains uncertain, especially in the US where diesel
demand - which is highly correlated with economic activity — continues to languish. This is consistent with indicators
suggesting that in the first half of the year firms serviced the pick-up in US consumption by running down inventories, causing
relatively weak domestic production growth.

Chinese apparent oil demand has been strong so far this year, growing by 15.1 per cent over the year to September. Even so,
examining the composition of demand suggests this may be significantly related to the focus of government stimulus
spending. One example is the pick up in gasoline demand that has coincided with the Chinese government’s reduction in a
sales tax on small motor vehicles. Since the beginning of the year, the overall stock of vehicles in China has risen by one-fifth.

Oil supply rising in both OPEC and non-OPEC countries

The IEA estimate global oil supply to have risen by 635 kb/d to 85.6 mb/d in October. Production by Organisation of Petroleum
Exporting Countries (OPEC) rose during the month, further reducing the group’s compliance with target levels to 61 per cent
in October, down from 64 per cent one month earlier. Likewise, non-OPEC countries increased supply in the month as
seasonal maintenance in the North Sea ended and there was minimal hurricane activity in the US Gulf of Mexico.

Concerns mount over possible supply constraints
The oil price futures curve remains in steep contango, shifting Graph 3
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countries, notably Angola and the Democratic Republic of
Congo, often undertaking substantial infrastructure projects
in return for some access to their resource base.
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Miserable distillate demand continues to weigh on the oil market

Data from the US Energy Information Administration (EIA)
continue to show very weak demand conditions in the US oil
market. While crude oil inventories have been drawn down
(albeit from very high levels) over the second half of 2009,
refinery operation as a proportion of capacity has remained
surprisingly low. Tepid demand for oil products continues to
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restoring the market balance. The US ISM manufacturing
PMI, a reasonable leading indicator of production, has
depicted moderate expansion in the sector since the middle of this year. This portends a pick-up in distillate demand, albeit at
a modest pace.
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Oil prices unlikely to trend higher without an improvement in market fundamentals

Looking forward, oil markets are likely to continue taking guidance from macroeconomic indicators. NAB Economics expect
an expansion in the world economy in Q4 2009 before global growth picks up throughout 2010. Nevertheless, our view
remains that the recovery will be more gradual than in most previous episodes and that there is the potential for a near-term
patch of weaker growth as the effects of government stimulus measures wane.

In the short-term, oil prices are likely to remain range-bound. With a reasonably upbeat demand outlook already priced into
oil markets, weak fundamental conditions in the form of abundant global oil supplies are the factor weighing on the oil price.
Indeed, a sustained upward trend in oil prices is unlikely until a series of draw-downs in OECD oil product stocks is observed
and markets are more confident that the global demand recovery is on firm footing.

Further into the forecast period, OPEC have expressed their desire to maintain an oil price that is consistent with production
from relatively high cost reserves. Even so, substantial OPEC spare capacity implies that the rise in prices is likely to unfold
gradually.

In late 2009 and early 2010 Australian petrol prices are forecast to remain steady as the rise in Tapis prices is offset by the
Australian dollar strengthening against the US dollar.

Quarterly price profile
Qil Price Forecasts - Quarterly Average Terms

Forecasts

Q309 Q409f Q1Df Q2D0f Q3f Q41f Qinf Q2 uf
Brent US$/bbl 68 74 73 75 77 79 81 83
WTIUS$/bbl 68 77 79 80 82 84 86 88
Tapis US$/bbl 72 78 83 85 87 89 91 93
Petrol Ac/L (a) 24 120 19 18 18 120 21 23

Source: Datastream, NAB Group Economics
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