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Primary Thesis:
The Role of Eundamentals and Einancials in Crude
Oil Price Determination

From a qualitative and quantitative standpoint, both
ilndamentaliand financial factors have played significant
reles in NYMEX crude ol price determination over the
last few years, but neither group: of factors IS perfiectly
consistent and continuous in its “explanatory: powWer=.

Rather, it IS the rnterplay of both sides off the equation
OVer time with' varying degrees ofi influence, either;
Independently. or together, during discrete time periods
that /ink to form a continuous chain, ultimately:
yielding the actual path off NYMEX crude oIl prices.



Fundamentals
2012

Tihe Bottom Line:

Saudi crude oil deliveries expected to average almost 9.7 MMB/D this
year, reaching 10.0+ MMB/Dsin the fourth guarter

Libya' production expected to average 1.1-1.2 MMB/D.in 2012

Iran will'not be able to “close™ the Strait of Hormuz

Most neotraders have never lived through an Arabian Gulfsupply.
disruption

“0ld salts“witnessed the Irag-Iran tanker war and appreciate the
resilience of the international shipping industry

Irag will be the major supply wildcard in 2012 and beyond and we cannot
rule out civil war



Financials 2012
The “Tactical ~ Perspective:

|Jast year we presented the argument that onia shoert-term basis oene could
observe what appeared to be the influence off funds Via early-month asset
dllocation decisions.

Tihe early-month gain or 10ss (Investment/disinvestment) relative to the
dverage of the'subsequent trading days was a function of economic
OpPtiMISM Gr pessimism.

In 2011, no'such pattern was clearly: discernable or consistent, particularly.
in the first halffof the c}/ear when fundamental'themes, i.e. Arab Spring,
MENA disruptions, and the revolution in Libya, dominated oil trading.

We believe 2012 will be more similar to: 2011 in this regard and replicate
less the pattern of 2010.



The “Tactical” Perspective

Perceived Month-by-Month' Capital Allocation Patterns:in 2010

Cumulative Gain/Loss,
Eirst Three Trading Days of the Month
Prompt NYMEX CL Settlements

Jan $3.82

Feb $4,09
Mar. / $1.21

Net
A i P = F9.UE
May -$6.18
Broad
Jun . $0.64 il o
Economic Net “Disinvestment”: Euro Crisis
Ju Optimism $3.60) ——— 4 “Double Dip” Fever
Aug P $3.52
Sep $2.68
Oct $2.85
NoV $3.26 Net Investment: Ben’s QE
Dec $5.08 +— Discourse and Renewed

Economic Optimism

For 2010 as a whole, the “average peak” in the first three trading days of; the month was $81.25 per.barrel.” The
average for remaining trading days of:each month was $79.51 per. barrel. Therefore, on average the difference
was an early-month Feak that was higher: than the subsequent average by $1.74 per. barrel, suggesting that
early-month asset allocation played a role. A similar pattern often occurred in the equity market.



Financials 2012:
The “Strategic™ Perspective:

With regard to'financial factors, we have looked at a number of Varables
against NYMEX crude ol prices.

Tihese variables include:
Iihe categories of: the weekly: CEIC Commitments of Iiraders Report
Changes and/or expectations off changes in Fed policy.
Tihe equity: market as represented by the S&P. 500
ihe dollar/euroe rate

Of course, these factors are not mutually. exclusive. I hypothetically: there
IS a close relationship between oil pricesiand CENC fund position data, those
positions are established for a reason, e.d. Fed policy, positive/negative
Economic expectations, etc. whichiimplies in turn a close relationship
between oil prices and those catalysts for fund positions.



Results:
CETC Data: Explanatory. or Not?

Correlation Between the Prompt NYMEX Crude 01l Settiement
And
The Change in Managed Money Net Position

2007 0:42
2008 0:41
2009 0.72
2010 0.75
2011 0.64

The relatively higher correlation in'more recent history, on average, suggdests that either
Managed Money is concurrently reacting to short-term fundamental developments
(read demand) or is helping to cause prices to rise or fall. This ebviously begs the
guestion of correlation versus causality. To believe that Managed Money. is reacting to
fundamentals, however, perhaps presupposes a real-time, continuous, and near-perfect
knowledge. of fundamental developments in the physical market, which we believe.is
unlikely given anecdotal evidence of the profile of the average oll trader these days
who has come into the market as commodities became a more.popular asset class.



Results:
CFTC Data: Explanatory or Not, 201172

Our point regarding the influence during periodic, discrete periods can also be illustrated'in tabular form for
2011, As indicated, earlier in the year the implied price iImpact-was reasonably consistent; butin the second

half: of: the year was much larger, implying in turn a fundamental'as well as financial influence on price change
as the global oil'balance became “looser“and subseguently “tighter®.



Financials:
CETC Data: Explanatory or Not?

Once again' we would make the point that “Managed Mone?/ has a strong
[y during

explanatoery. power: regarding NYMEX crude oil, but'genera
d/5Screte periods witiin a gIven year.




Financials:
Prompt NYMEX Crude Oil vs. S&P 500

Correlation,
S&P 500 Close vs. Prompt NYMEX Settiements

2004 .00
2005 .25
2006 40
2007 .15
2008 .66
2009 .76
2010 .76
2011 46

Jihe “heydays™ of consistent positive relationships were in 2009 and 2010
due to the market’s preoccupation with economic recovery. and the
assumption that economic growth = oil demand = oil prices



The 2011 NYMEX/S&P 500 Relationship:
Tiwo: Distinct Periods

Early last year: there was a “breakaway” off crude oil prices from the equity: market
because of supply issues. In the second half there wasia “re-linking” as economic and
Euro concerns took center stage.

Second Period of Relatively High Correlation
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Financials:
NYMEX Crude Ol Prices vs. the Dollar

Correlations,
Dollar/Euro Rate vs. Prompt NYMEX Crude Oil Settlements

2004 .04
2005 43
2006 02
2007 93
2008 73
2009 .87
2010 22
2011 14

ihe crude oil/dollar trade had'its “heydays” in 2007-2009. Since then, despite
eriodic references by the media as the cause of daily. oil' price movements, for: the
ast couple years the dollar/euro rate has not had consistent explanatory: power.



The “Purest” of Fundamental Relationships Is
Often Elusive These Days

——PCL —#—-CLDS



The Wi I-Brent Spread

One ofi the major trades in 2011 was the Will-Brent spread. There were fundamental factors at
Work such as rising Cushing stocks in the context ofi short-haul'crude supply reductions to Europe
as a result of: Libya plusiincessant Buzzard field problems. Did/funds play a role infexacerbating the
trend? The limited'data suggest they: did not; at least when comparing the Willl-Brent spread
versus CEIC Managed Money net length minus ICE ManagediMoney net length
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Price Components in Yet Another “Recovery” Year.
2012:
A Summary.

2012 NYMEX crude oil prices will'once again' be' determined by a
combination’ ofi findamental andifinancial variables:

EUundamental factors:

=Growth in world eil'demand
-Growth In'nNoR-OPEC supply.
-Geopolitical influences on supply:

=Global days supply: off crude oil'and product inventories influenced by:

-Excess refining capacity.
-Excess producing capacity, primarily: Arabian Gulf sour grades

Financial factors:

-Need/desire by financial institutions to diversify: invested assets, including
POssIbility. of generating, " excess ™ returns given risk o supply: disruption

-Global equity: market strength/weakness
-Monetary. policy’ expectations: QE 1117 IV? Euro QE?



Price Components in Yet Another “Recovery” Year.
2012:
Conclusions

Tihe overall fundamental global balance should remain competitive in 2012
With excess producing and refining capacity: stiggesting Iower: prices than
$80.00'per: barrel, basist\Wi.

tHowever;, funds and other non=commercialsimay: be intent-upon allocating
incremental capital to oil this year, if risk of global recession Wanes.

Tihus, a higher price “bar“ will"be established from which prices will rise
seasor?ally as we moye through the first half of: the year: from a first quarter
trougn.

Price elasticity offdemand remains alive and well," however, suggesting that
the period ofigreatest crude oIl price strengthiin 2012 will'extend only.
through summer. In the fourth guarter, CONCerns over: the impact off higher:
oil prices on 2013 economic activity:once again will lead to fund net length
liguidation back toward, but not to, underlying fundamental value. Funds
will limit their net Iength liguidation in order to.retain some
exposure.to the possibility of generating “excess  portfolio
returns.

We are therefore sug esti:zg a continued crude. oll price cycle. . of
mini. "boom and bust” for the foreseeable future.



Price Components in Yet Another “Recovery” Year.
2012:
Adding It All'Up

2011 Post Mortem:

At last year's presentation Wil was trading at $90.54 per: barrel. We' laid the
groundwork for the prompt NYMEX crude oil contract to: average $96:00 per: barreliin
2011 based'on pure fundamentals plus a “rebust“financial outiook; but'we thought
the actual would come in at $89.00 per:barrel assuming; funds would become
iIncreasingly: concerned about the 2012 economic picture. They did, but the concern
was shorter lived than anticipated.

Iihe actual average came in at $95.12 per barrel, thanks largely to Libya.

Our fundamental’balance was close to the mark, withidemand and non-OPEC supply
both a bit' lower: than originally: forecast.

Our expected second' guarter seasonal price recovery: Was on track until Eure Crisis 11
unfoldediin'May, a precise 1[price replication ofi 2010: Prices were “derailed“during
summerI fr%m “double-dip fears” once again which, as\we anticipated, never
materialized.

Let’s try. it again, shall we?



Price Outlook for Another “Recovery” Year
2012:
llaying It On The Line

Prompt NYMEX Crude Oilland Dated Brent

Prompt NYMEX CLL  Dated Brent Differential
Q1 $92.50 $100.50 -$8.00
0)% $104.50 $114.50 -$10.00
0)5; $99.00 $108.50 -$9.50
Q4 $98.00 $105.50 -$7.50
Year: $98.50 $107.25 -$8.75

First quarter: price risk is upside, not downside, irrespective off euro zone
developments. If prices end up higher, however, we are unlikely to extrapolate into
our second quarter seasonal rise from a higher Q1 base since @2 prices approach

“terminal value™ under our Base Case.



