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For	the	first	time	in	a	long	while,	geopolitics	has	been	driving	oil	prices	higher	in	an	already	tight	market.	With	oil
prices	recently	hitting	a	four-year	high,	gasoline	prices	have	been	climbing	too,	and	analysts	are	carefully
watching	developments	including	the	US	withdrawal	from	the	2015	nuclear	pact	with	Iran	and	re-imposition	of
economic	sanctions	on	the	country.	Fred	Fromm,	portfolio	manager	of	Franklin	Natural	Resources	Fund,	shares
his	views	on	oil’s	recent	milestones,	and	how	he	sees	buoyant	economic	growth	and	investor	concern	about
Middle-East	risks	once	again	reshaping	the	global	energy	industry.

Benchmark	global	oil	prices	have	increased	roughly	19%	year-to-date	and	39%	over	the	past	year,	hitting	the
highest	levels	since	2014.1	Brent	crude	oil,	the	global	benchmark,	has	reached	$80	a	barrel	(bbl)	while	West
Texas	Intermediate	(WTI),	the	North	American	benchmark,	has	passed	$70/bbl.

A	host	of	factors	have	caused	the	surge	in	oil	prices.	Positive	economic	factors	have	led	to	increased	demand,
and	a	multi-year	overhang	in	the	developed	world’s	petroleum	stockpiles	has	recently	been	eliminated	due,	in
part,	to	producer	curtailments.

And	in	addition	to	strife	in	the	Middle	East—including	the	US	withdrawal	from	the	Iran	nuclear	pact—the
continued	decline	of	Venezuela’s	oil	production	heralds	another	trouble	spot.	Venezuela’s	economy	has	entered
into	a	protracted	state	of	collapse	and	talk	of	fresh	US	sanctions	is	bubbling	up.

Behind	the	scenes,	the	Organization	of	the	Petroleum	Exporting	Countries	(OPEC)	and	its	allies	have	finally
succeeded	in	their	16-month	campaign	to	clear	the	oversupply	from	the	world	oil	market	despite	a	major	upsurge
in	US	crude	oil	production.	Somewhat	ironically,	the	oversupply	is	a	situation	they	helped	create	through
increased	production	in	2015,	a	factor	rarely	discussed	in	the	media.	Saudi	Arabia	is	still	producing	at	higher
levels	than	in	2014,	despite	reductions	since	2016	tied	to	the	OPEC/non-OPEC	agreement.

OPEC	also	boosted	its	demand	forecast	for	this	year,	while	trimming	its	outlook	for	global	oil	production.

A	Return	to	$100	Oil?
While	there’s	been	speculation	about	the	price	of	oil	moving	back	up	to	$100/bbl,	I	find	it	unlikely	on	a
sustainable	basis,	considering	growing	US	production	and	exports,	combined	with	OPEC’s	ability	to	offset	export
losses	from	Venezuela	and	Iran.

We	shouldn’t	forget	that	it	wasn’t	too	long	ago	that	market	pundits	and	some	well-known	Wall	Street	firms	were
predicting	oil	prices	would	remain	no	higher	than	$50/bbl	through	the	end	of	the	decade,	a	view	we	never	shared.
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Although	one	cannot	rule	out	a	short-term	spike	in	oil	prices,	particularly	given	the	influence	of	traders,	a
significant	rise	in	oil	prices	will	likely	prove	counter-productive	for	producers	as	additional	non-OPEC	production	is
incentivized	and	demand	curtailed.

OPEC	and	non-OEPC	producers	will	meet	in	June	to	assess	market	conditions	and	will	likely	discuss	a	tapering	of
production	curtailments	in	order	to	maintain	market	balance	now	that	global	oil	inventories	have	declined	to	the
five-year	average.	To	be	sure,	any	reduction	in	Iranian	exports	could	have	an	outsized	impact	on	the	oil	market,
which	has	become	tighter	amid	higher	demand	and	OPEC’s	concerted	effort	to	restrain	production.

We	have	already	seen	some	media	outlets	reporting	that	OPEC	and	Russia	may	be	looking	to	boost	production,
largely	to	offset	lost	production	from	Venezuela	and	other	struggling	OPEC	members,	which	should	not	be	a
surprise	given	inventories	returning	to	five-year	averages	and	the	potential	for	further	declines	related	to	Iran
sanctions.	The	news	helped	pull	oil	prices	off	their	peaks	heading	into	the	Memorial	Day	weekend.

In	addition,	the	latest	weekly	data	on	US	oil	rigs	showed	an	increase,	bringing	the	total	rig	count	to	1,059,	which
also	points	to	a	further	production	rise.2	

Inventories	declined	counter-seasonally	in	the	first	quarter	and	are	expected	to	see	further	reductions	as
refineries	come	back	on-line	from	seasonal	maintenance.	In	fact,	one	of	the	clearest	signs	that	oil	markets	were
over-supplied	in	2014	were	stable	inventories	at	a	time	when	they	should	have	been	drawing	down,	and	this	past
quarter	we	witnessed	the	opposite	trend—flat	inventories	when	they	should	have	been	building,	likely	signaling
supply	shortages,	which	suggests	additional	production	from	OPEC	and	other	producers	is	needed	to	maintain
adequate	inventories	and	avoid	a	spike	in	oil	prices.

Impact	of	Iranian	Sanctions	on	Supplies
There	has	been	a	bit	of	speculation	about	just	how	big	an	impact	on	the	market	renewed	sanctions	on	Iran	will
be.	From	what	we’ve	seen,	predictions	range	from	a	couple	hundred	thousand	up	to	one	million	barrels	per	day
(mb/d).	Although	Iran	may	find	other	buyers	for	its	crude	and	the	sanctions	don’t	go	into	effect	for	180	days,	we
already	see	anecdotes	of	shipping	curtailments	driven	by	insurance	availability,	which	had	a	significant	impact
when	sanctions	were	in	effect	previously.

So	even	if	Iran	finds	willing	buyers,	transporting	the	oil	may	be	problematic.	In	addition,	though	European
countries	are	apparently	committed	to	maintaining	the	nuclear	accord,	oil	and	gas	companies	domiciled	in
Europe	or	elsewhere	that	have	assets	or	trading	exposure	with	the	United	States	are	unlikely	to	risk	running	afoul
of	the	US	government	for	fear	their	actions	could	have	a	much	more	meaningful	negative	impact	than	any
benefit	they’d	receive	trading	with	Iran.

In	our	view,	much	of	this	hinges	on	how	aggressive	the	United	States	chooses	to	be	with	respect	to	enforcing
sanctions	and	providing	disincentives	for	those	willing	to	continue	doing	business	with	Iran.

In	addition,	the	lack	of	investment	in	Iran	that	could	accompany	sanctions	is	worth	noting.	French	major
integrated	producer	Total3	already	stated	it	will	halt	investment	on	the	giant	South	Pars	natural	gas	field	and	on
onshore	oil	developments,	which	could	impact	Iran’s	productive	capacity	longer	term.

A	Look	at	Global	Supplies
Several	large	developments	around	the	world	are	contributing	to	supply.	These	include	operations	in	Kazakhstan,
Brazil	and	the	North	Sea,	although	many	are	simply	replacing	production	lost	to	mature	field	declines.

Natural	field	declines	have	historically	been	about	3-5%	of	global	supply,	which	means	the	industry	has	to
produce	an	additional	3-5	mb/d	per	day	on	top	of	1-1.5	mb/d	to	meet	incremental	demand,	a	herculean	task	we
think	most	industry	observers	don’t	appreciate.

While	newly	developed	fields,	maintenance	deferrals	and	technological	advancements	have	allowed	the	industry
to	maintain	adequate	supplies,	this	may	be	set	to	change	by	next	year	when	incremental	supply	from	long-cycle
projects	is	expected	to	be	half	of	that	realized	in	2018.
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Field	depletion	and	decline	rates	are	the	silent	factor	that	can	lead	to	much	tighter	supplies	than	expected	as
they	literally	occur	“below	the	surface”	and	producers	are	loath	to	admit	they	are	facing	declines.	Meanwhile,
fears	of	too	much	supply	over	the	past	three	years	likely	exacerbated	this	effect	through	limited	investment.	We
believe	this	will	become	more	obvious	by	next	year	and	potentially	strain	the	ability	of	OPEC,	the	United	States
and	other	producers	to	keep	global	markets	well	supplied,	which	should	be	supportive	of	oil	prices.

US	Production	Defying	Skeptics
US	production	is	important	for	a	few	reasons.	The	Permian	Basin,	which	straddles	parts	of	Texas	and	New	Mexico,
has	experienced	the	biggest	increase	in	drilling	activity	and	production	over	the	past	1-2	years.	The	ability	of	the
United	States	to	export	oil	has	defied	many	skeptics	and	has	recently	been	reaching	record	highs	of	more	than
2.5	mb/d.4	

However,	the	Permian	Basin	region	is	currently	experiencing	well-publicized	bottlenecks	in	service	capacity,
largely	due	to	a	lack	of	labor	availability,	logistical	issues	such	as	shortages	of	sand	used	for	fracking,	and	limited
transportation	capacity	that	is	manifesting	itself	through	higher	sales	price	differentials	that	have	reached	as
much	as	$15/bbl.	As	a	result,	some	producers	were	recently	receiving	only	$57/bbl	for	their	oil	rather	than	the
$72	spot	price,	which	makes	a	significant	difference	in	cash-flow	availability	for	reinvestment.

While	these	issues	will	likely	be	worked	out	over	time,	the	region	could	face	production	limitations	at	the	time
when	the	rest	of	the	world	was	expecting	the	United	States	to	keep	markets	well	supplied,	an	obvious	risk	when
relying	on	a	single	basin.

US	exporters	are	exporting	as	much	as	they	can	now,	because	they	can	fetch	higher	prices	internationally
considering	the	wide	price	gap	between	WTI	crude	versus	Brent.	The	rise	in	exports	has	been	spectacular.

As	recently	as	a	year	ago,	some	oil-market	pundits	were	suggesting	that	the	United	States	could	not	export	more
than	1.6	mb/d	versus	a	recent	high	of	more	than	2.5	mb/d	and	an	average	of	800,00	bbl/day	in	May	2017.5	And,
more	capacity	is	currently	under	construction.	The	fact	that	demand	outside	the	United	States	exists	for	such	a
large	increase	in	supply	is	impressive,	signaling	that	world	demand	remains	robust	and	that	the	above-mentioned
decline	rates	may	already	have	been	more	pronounced	than	expected.

Overall,	this	year’s	price	climb	has	completely	upended	analysts’	late-2017	and	early	2018	predictions.	I	think
this	is	important	to	mention,	as	oil	price	predictions	have	often	tended	to	be	wrong.

Why	have	they	been	so	wrong?	We	think	it’s	likely	a	lack	of	understanding	of	global	trends	driving	per-capita
consumption,	including	population	growth	and	burgeoning	middle	class	combined	with	a	lack	of	appreciation	for
decline	rates	in	mature	fields	and	the	impact	of	investment	curtailments.	Half	the	world’s	population	consumes	a
fraction	of	what	the	developed	world	does,	and	while	efficiency	will	likely	limit	consumption,	it	has	a	long	way	to
go.

In	our	view,	it’s	likely	what	are	viewed	as	demand	destructors—such	as	electric	vehicles—will	be	required	in	order
to	allow	increased	consumption	by	some	at	the	expense	of	wealthier	nations.	And	somewhat	ironically,	fears	of
demand	destruction	and	the	potential	for	lower	prices	are	limiting	investment,	which	we	believe	will	be	manifest
in	steeper	decline	curves	and	lower	supply.

The	Implications	for	Investors
While	oil-price	surges	make	for	dramatic	headlines,	we	think	it’s	important	to	emphasize	that	from	an	investment
standpoint,	higher	oil	prices	are	not	necessarily	required	for	all	companies	in	the	sector	to	perform	well.	Many
possess	the	ability	to	grow	strongly	as	long	as	prices	are	at	a	healthy	level,	and	that’s	where	we	are	focused.	It’s
a	common	misunderstanding	that	an	investment	in	energy	companies	is	a	bet	on	rising	commodity	prices.	Of
course,	it	helps	and	can	pull	value	forward,	but	is	not	necessary.

Additionally,	while	many	investors	are	focused	on	the	bigger	companies	in	the	sector,	we	also	have	our	eye	on
smaller	companies	which	we	think	remain	attractively	valued	and	can	grow	more	rapidly.
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Today,	it	seems	like	oil	companies	have	flipped	from	market	dark	horse	to	market	darling—but	we	remain
focused	on	companies	that	have	potential	to	grow	their	earnings,	even	if	oil	prices	remain	near	current	levels.	In
addition,	short-term	periods	of	weakness	can	create	buying	opportunities	in	high	quality	companies,	which	our
opportunistic	strategy	seeks	to	exploit.

	

To	get	insights	from	Franklin	Templeton	Investments	delivered	to	your	inbox,	subscribe	to	the	Beyond	Bulls	&
Bears	blog.

For	timely	investing	tidbits,	follow	us	on	Twitter	@FTI_US	and	on	LinkedIn.	

The	comments,	opinions	and	analyses	presented	here	are	for	informational	purposes	only	and	should	not	be
considered	individual	investment	advice	or	recommendations	to	invest	in	any	security	or	to	adopt	any	investment
strategy.	Because	market	and	economic	conditions	are	subject	to	rapid	change,	comments,	opinions	and
analyses	are	rendered	as	of	the	date	of	the	posting	and	may	change	without	notice.	The	material	is	not	intended
as	a	complete	analysis	of	every	material	fact	regarding	any	country,	region,	market,	industry,	investment	or
strategy.

This	information	is	intended	for	US	residents	only.
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What	Are	the	Risks?
Franklin	Natural	Resources	Fund

All	investments	involve	risks,	including	possible	loss	of	principal.	Stock	prices	fluctuate,	sometimes	rapidly	and
dramatically,	due	to	factors	affecting	individual	companies,	particular	industries	or	sectors	or	general	market
conditions.	Investing	in	a	fund	concentrating	in	the	natural	resources	sector	involves	special	risks,	including
increased	susceptibility	to	adverse	economic	and	regulatory	developments	affecting	the	sector.	Growth	stock
prices	may	fall	dramatically	if	the	company	fails	to	meet	projections	of	earnings	or	revenue;	their	prices	may	be
more	volatile	than	other	securities,	particularly	over	the	short	term.	Smaller	companies	can	be	particularly
sensitive	to	changes	in	economic	conditions	and	have	less	certain	growth	prospects	than	larger,	more	established
companies	and	can	be	volatile,	especially	over	the	short	term.	The	fund	may	also	invest	in	foreign	companies,
which	involve	special	risks,	including	currency	fluctuations	and	political	uncertainty.

Investors	should	carefully	consider	a	fund’s	investment	goals,	risks,	charges	and	expenses	before	investing.	To
obtain	a	summary	prospectus	and/or	prospectus,	which	contains	this	and	other	information,	talk	to	your	financial
advisor,	call	us	at	(800)	DIAL	BEN/342-5236	or	visit	franklintempleton.com.	Please	carefully	read	a	prospectus
before	you	invest	or	send	money.
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1.	Source:	Bloomberg,	data	as	of	May	23,	2018.	Past	performance	does	not	guarantee	future	results.	For
important	data	provider	notices	and	terms	see	www.franklintempletondatasources.com

2.	Source:	Baker	Hughes	Rig	Count,	as	of	May	25,	2018.

3.	Total	SA	represents	1.02%	of	total	net	assets	of	Franklin	Natural	Resources	Fund,	as	of	April	30,	2018.	Holdings
subject	to	change.

4.	Source:	US	Department	of	Energy,	Energy	Information	Administration,	data	for	week	ending	May	11,	2018.

5.	Ibid.

https://pages.e.frk.com/bbb-blog-sub/
https://twitter.com/FTI_US
http://www.linkedin.com/company/3676?trk=tyah
http://us.beyondbullsandbears.com/pdf.php?p=9556#_ftnref1
http://www.franklintempletondatasources.com/
http://us.beyondbullsandbears.com/pdf.php?p=9556#_ftnref2
http://us.beyondbullsandbears.com/pdf.php?p=9556#_ftnref3
http://us.beyondbullsandbears.com/pdf.php?p=9556#_ftnref4
http://us.beyondbullsandbears.com/pdf.php?p=9556#_ftnref5

