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Summary — supply side risks combine to elevate oil prices

e Crude oil prices rebound as supply side risks build:
A range of supply concerns rose in March — lead by the
Iranian hostage crisis late in the month. With insufficient
spare capacity to offset potentially threatened oil
production, crude prices surged back above US$60 a
barrel.

¢ lranian sabre-rattling continued after the release of the
15 British naval personnel, with the country announcing
industrial scale nuclear processing - defying
international pressure to cease uranium enrichment.

e Outside the Middle East, persistent violence in Nigeria
and an anticipated above average hurricane season in
the Gulf of Mexico increases the risk of disruptions to oil
supply — driving prices higher.

e Concerns around product supplies flow into crude
prices: With the peak summer “driving season” in the
United States rapidly approaching, global oil traders are
increasingly focussing on movement in gasoline
markets.

e Since the futures markets for refined products are
relatively illiquid (when compared with crude oil),
tightness in underlying product markets is often reflected
in crude markets.

e Gasoline stocks are tight in the US...: US gasoline
stocks are currently at the bottom of the five year
average range (in absolute terms). More alarming
though, gasoline consumption has been around 1.9 per
cent higher in the year to date. As a result, US gasoline
stocks — in terms of days forward cover — is now well
below average levels.

o Relief for US gasoline consumers will not be easy to
find. US refiners lack the refining capacity to meet the
country’'s demand for the automotive fuel — with the
shortfall offset by imports, primarily from Europe (given
relatively similar environmental standards).

e ...and Europe: Imported gasoline from Europe offers
only limited potential — with European stockpiles well
below five year average levels in absolute terms.

e Forecast oil prices unchanged: WTI crude is forecast
to average US$62 a barrel in 2007 — a year on year
decrease of 6.1 per cent. However, we note that risks
appear weighted to the upside.

e Product prices track broadly sideways, in line with
crude: Weighted average capital city petrol prices are
forecast to average 119.2 cents a litre in 2007, a year on
year decline of 4.4 per cent. In 2007, benchmark
European prices are forecast to average US$618 a
tonne, a year on year decline of 4.1 per cent.

Quarterly price summary
Q4 06 Q107 Q207 f Q307 f Q407 f
Brent US$/bbl 60.06 58.28 60.23 63.53 61.85
WTI US$/bbl 60.07 58.20 61.50 65.50 63.75
Petrol Ac/L (a) 114.9 116.7 121.1 120.2 118.9
Jet fuel US$/t 602.3 589.1 609.0 643.3 632.3
US$/AS 0.77 0.79 0.80 0.82 0.80
(a) — Weighted average capital cities, source: AAA, FuelTrac

Oil prices surge as Iran tensions mount... again...
Crude oil prices rose by around 2.2 per cent in March, to
average US$60.56 a barrel (in West Texas Intermediate
(WTI) terms). This increase was significantly lower than for
other benchmark grades — partly due to refinery disruptions
in Texas. Despite being a period of traditionally weak
seasonal demand, elevated tensions in the Middle East and
falling gasoline stockpiles in key markets pressured crude
markets.

Crude prices push back above US$60 a barrel on
Iran tensions and gasoline supplies
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In the first three months of 2007, WTI crude averaged
US$58.09 a barrel, a year on year decrease of 8.3 per cent.
A tighter fundamental balance in recent months — driven in
part by production discipline from OPEC — has lead to a
recovery in prices from relative lows at the start of the year.

On March 23, members of Iran’s Islamic Revolutionary
Guard Corps seized 15 British naval personal in disputed
waters between Iran and Irag. It came as the United States
increased military forces in the Persian Gulf — including two
aircraft carrier groups — raising the concerns of military
intervention, and an associated reduction in crude oil

supply.

These tensions may have contributed to an unprecedented
spike in the price of oil, when crude rose by over US$5 to
US$68.09 a barrel in after hours trading on 27 March.
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Rumours of an Iran-United States altercation emerged after
the event, however an erroneous trade that triggered
automatic purchases may have triggered the rise.

The British personnel were freed in early April, however this
did not mark the end of Iranian sabre-rattling. The shadow
of Iran's nuclear program continues to loom over oil
markets, with the country’s president announcing industrial
scale nuclear fuel processing in early April. Iran has until the
end of May to comply with a UN Security Council resolution
to cease uranium enrichment but has repeatedly refused to
cede to international pressure.

That geopolitical events — such as the current tensions
around Iran — are capable of having such influence over
crude oil markets highlights the ongoing tightness of
fundamentals. There remains insufficient spare capacity to
cover the loss of Iran’s crude oil production.

Iran’s crude supply remains irreplaceable
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The impact of Iranian brinkmanship has fallen more heavily
on European benchmark crudes, rather than US grades.
Since the Iranian hostage crisis of 1979, the United States
has maintained trade sanctions against Iran. In addition,
disruptions at Valero’'s McKee refinery in Texas have
reduced the short term demand for WTI crude. As a result,
Brent crude traded at a considerable premium to WTI in
March, in contrast to a typical discount for the European
benchmark.

From a fundamental point of view, global oil and product
markets tightened significantly in the first quarter of 2007 —
as OPEC production cuts pared inflated crude stockpiles,
while maintenance schedules and refinery disruptions have
impacted on gasoline stocks (see below).

Supply side risks persist, adding upside to our price
forecasts. Continued civil disturbances in Nigeria, ongoing
violence elsewhere in the Middle East and the prospect of
hurricane related disruptions in the Gulf of Mexico could
threaten oil production in coming months.

Researchers at Colorado State University forecast nine
hurricanes in the June to November Atlantic season — well
above the typical six (based on the fifty year average).
Crude oil prices spiked in 2004 and 2005 when hurricanes
cut oil supply from the Gulf of Mexico.

Forecast oil prices are unchanged this month, with WTI
crude forecast to average US$62 a barrel in 2007 — a year
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on year decrease of 6.1 per cent. However, we note that
risks appear weighted to the upside.

Crude markets influenced by gasoline market
tightness

With the peak summer “driving season” in the United States
rapidly approaching, global oil traders are increasingly
focussing on movement in gasoline markets. Since the
futures markets for refined products are relatively illiquid
(when compared with crude oil), tightness in underlying
product markets is often reflected in crude markets.

US gasoline stockpiles have been heading south for the
best part of two months. On face value this is not particularly
concerning — US refineries are conducting seasonal
maintenance — however stocks are at the bottom of the five
year average range in absolute terms. More alarming
though, gasoline consumption has been around 1.9 per cent
higher in the year to date. As a result, US gasoline stocks —
in terms of days forward cover — is now well below average
levels.

US gasoline stocks substantially tighter in forward
cover terms
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Relief for US gasoline consumers will not be easy to find.
US refiners lack the refining capacity to meet the country’s
demand for the automotive fuel — with the shortfall offset by
imports, primarily from Europe (given relatively similar
environmental standards).

US gasoline consumption outstrips domestic
supply
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While gasoline production will increase in coming weeks —
as refineries return from maintenance programs — gasoline
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demand will also step up, as the peak holiday ‘driving
season’ commences on Memorial Day (28 May).

Imported gasoline from Europe offers only limited potential
relief — with European stockpiles well below five year
average levels in absolute terms. Despite only moderate
demand growth for refined products in aggregate, and a
growing share of diesel in the automotive fuel mix, low
gasoline stocks may limit exports.

Europe’s gasoline stocks below average
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Futures market — supply concerns restore
speculative faith

Futures prices on the New York Mercantile Exchange
(NYMEX) rose more sharply than spot prices in March —
with the three month light sweet crude contract increasing
by around 4.2 per cent to average US$63.54 a barrel.

In the first three months of 2007, the rolling three month
contract averaged US$60.32 a barrel, a year on year
decline of 7.7 per cent.

Speculative interest in crude futures markets returned in late
February — following a period of risk adjustment related to
speculative losses in late 2006. The ongoing supply
concerns surrounding Iran, Nigeria and the Gulf of Mexico
prompted a reduction in short positions and fresh longs. In
early April, net long speculative positions were at around 66
000 contracts — the highest level since August 2006.

Speculative positions return as Iranian tensions
support prices
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The contango in crude oil prices has rebuilt in recent months
— as Middle East tensions have restored the risk premium in
crude oil prices. A contango is a market state where near
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term prices are lower than forward prices — typically
indicating adequate immediate supply, but concerns around
future oil supply. Crude markets have remained firmly in
contango since November 2005, but the size of the spread
narrowed as prices plummeted in early 2007.

Supply concerns extend the oil market contango
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Source: Datastream, EIA, NAB Group Economics

Refined markets — Australian petrol prices spike
higher in line with regional crude...

Prices for regional benchmark crude oil Tapis leapt in March
— moving closely in line with Brent crude — up by around 6.4
per cent to US$67.82 a barrel. Broadly in line with the rising
prices of crude oil, weighted average capital city petrol
prices averaged 123.4 cents a litre in March, an increase of
8.2 per cent (FuelTrac, AAA).

Reflecting NAB’s recent upgrades to exchange rate
assumptions, Australian petrol prices are forecast to track
broadly sideways in 2007 before modest declines in 2008.
As with crude prices, petrol prices will remain at historically
high levels for the foreseeable future.

Petrol prices track broadly sideways in the short
term
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Weighted average capital city petrol prices are forecast to
average 119.2 cents a litre in 2007 (previously 117.3), a
year on year decline of 4.4 per cent.

...with jet fuel also following the crude lead

Jet fuel prices also increased in March, up by around 4.6
per cent to average US$616 a tonne for benchmark
European product, as prices reflected the recovery in crude
oil markets. In the first three months of 2007, jet fuel prices
averaged US$582 a tonne, a year on year decrease of 2.5
per cent.
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Jet fuel prices recover, set to track crude outlook
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Source: Bloomberg, NAB Group Economics

In 2007, benchmark European prices are forecast to
average US$618 a tonne, a year on year decline of 4.1 per
cent. Jet fuel prices are forecast to drift modestly lower in
2008, in line with marginally lower crude oil prices, but
remain at historically high levels.

Monthly price summary
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Dec-06 Jan-07 Feb-07 Mar-07
Brent US$/bbl 62.26 54.50 57.97 62.36
WTI US$/bbl 62.03 54.78 59.27 60.56
Petrol Ac/L (a) 116.6 112.5 114.1 123.4
Jet fuel US$/t 563.2 645.3 618.4 593.0
Quarterly price summary
Q4 06 Q107f Q207f Q307f Q407f
Brent US$/bbl 60.06 58.28 60.23 63.53 61.85
WTI US$/bbl 60.07 58.20 61.50 65.50 63.75
Petrol Ac/L (a) 114.9 116.7 121.1 120.2 118.9
Jet fuel US$/t 602.3 589.1 609.0 643.3 632.3
Annual price summary
2004 2005 2006 2007 f 2008 f
Brent US$/bbl 38.22 54.80 65.63 60.04 57.74
WTI US$/bbl 41.43 56.58 66.11 62.00 60.00
Petrol Ac/L (a) 97.5 110.6 124.7 119.2 116.7
Jet fuel US$/t 398.7 563.2 645.3 618.4 593.0
(a) — Weighted average capital cities
Source: Datastream, AAA, FuelTrac, Bloomberg, NAB Group
Economics
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