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200 9: Energy Beto

Yy For two decades, optimists and pessimists debated future of
energy.

Abundant long-term resource base:

I Low energy prices: The future energy paradigm

I Technology: A game-changer for cheap supply

I Climate change: Rules will lessen fossil fuel reliance

Finite Oil and gas resources will peak:
I Long-term energy prices need to rise

I Technology advances accelerated decline of oll
and gas production
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2008:
A Year Which Wil Live In Energy Infamy

y" Oil and gas prices climbed
to record highs by July
2008.

y" By the Fall of 2008, oil prices [&t
had greatest ever plunge,
In both speed and
magnitude of collapse.

Pearl Harbor i A day that will live in infamy.

Yy Natural gas prices followed suit.
y By late fall, the oil and gas system began unraveling.

Yy By February 2009, oil and gas prices were at dangerously

low levels.
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Were High Oil And Gas Prices An Anomaly?

Yy Opti mi stso view: We created cl a
High oil prices led to most of our economic woes
Prices then collapsed

I
.

I Oil demand plunged i

I Classic case study proving and gas are ‘

Gluts of oil (and gas) grew
simply cyclical commodities

Yy Pessimists took a different view:

I High prices not enough to stimulate sustained
supply growth

I Tightness i n Arigs and
I Best parts of North America and the world
economy were benefiting from high prices
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By Late Fall, Numerous Reports Told Of
Plunging Demand

Gasoline
Demand Distillate
----- '000 BBI/Day -----

2005 - 2007 9,236 4,161
1st Q '08 8,910 4,199
2nd Q '08 9,135 3,921
July 9,072 3,672
August 9,090 3,657 |“Down 12%
September 8,469 |“Downs» 3,740

Source: EIA Monthly Energy Review 1 February, 2009 SIMMONS & COMPANY
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U. S. Oi | Demand The
But Few Noticed
Motor
Gasoline  Distillate Total U.S. Oll
--------------- '000 Bbl/Day* ---------------
Sept. '08 8,469 3,740 17,796
Oct. 8,986 4,173 19,643
Nov. 8,889 3,870 19,001
Dec. 9,033 4,133 19,993
Jan. '09 8,789 4,066 19,565
Feb. 9,032 4,055 19,545
Mar.1-6 8,972 3,784 18,892
1stQ 2008 8,910 4,199 19,878

*Rolling 10-week averages

Source: EIA Monthly Energy Review, Barclays
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Reality:
Record U.S. Oil Demand Was Unsustainable

y' 2006/2007 record months of 20.5+ MMB/D took system
operating at 24/7/365.

Yy Too often, stock draw fill et

Yy Market observers need to quickly grasp implications of
peak demand that has to decline.
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What Level Of U.S. Demand
|s Sustainable?

Yy Over next few years, the sy
MMB/D
Domestic crude supply 4.2 - 4.8
Crude imports 10.0-10.5
Input to refineries 14.2 - 15.3
NGLs 1.7 - 1.8
Processing gains 0.7 - 0.9
Net Imports/Finished products 1.5 - 2.0
Total 18.1 - 20.0

SIMMONS & COMPANY

INTERNATIONAL



How Full Are U.S. Crude Stocks?

Bulging Stocks (2/20/09) Historical References

Crude Qil 351.3 342 (1979 - 1988 ave.)
344 (Feb - Apr 2006)
350 (Apr - Jun 2007)

Rapid stock rise from mid-October 2008 came from
Adangerous-huyrrowapesb t n

Source: EIAT This Week In Petroleum, March 11, 2009
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Plunging U.S. Oill Demand Was Soon
Assumed To Be Global

Yy WTI1 6s plunging price and beari sh s
spread globally.

Yy Rumors of stockpile growth.
Y Ri sing WTlI contango | ed to tankero
Yy Cushing Oklahoma (no room at the i

Figure 33: Crude oil inventories (mb) Figure 34: Crude inventories at Cushing, OK (mb)
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Source: Barclays Capital Weekly Oil Review i February 26, 2009



Oll Prices Collapsed Because Of
Plunging Demand And Soaring Inventories

Yy Afeeding frenzy of =
bearish news hitoil §
markets like a
tsunami.

y" And as prices e.
plunged, the frenzy liaiaes
grew.

Yy WTI front month NYMEX oil contract went straight down.

Unprecedented 74% fall from 9/22/08 to 12/22/08.
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How Badly Has Global Oil Demand Plunged
(Thus Far)?

Yy Best-in-class data is enlightening:

-------------- 2008 -------------- Total  Change
Demand Estimates 2007 15t Q 2" Q 39Q e) 2008 07/08
Barclays Capital 86.1 86.9 85.5 84.9 86.0 85.8 (0.3)
IEA 86.1 86.8 85.7 85.2 85.0 85.7 (0.4)
OPEC 85.9 86.7 85.4 85.0 85.8 85.7 (0.2)
EIA 85.9 86.4 85.2 84.7 87.1 85.9 -
Average 86.0 86.7 85.5 85.0 86.0 85.8 ()

So far, drop has been de minimus with almost
all occurring in U.S. during September/October 2008

Source: Barclays Capital Weekly Oil Review i February 26, 2009 SIMMONS & COMPANY
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How Hi gh Di d OECD To

Y Best-in-class data only available through 3" Quarter 2008.

Yy But, below are the reported or observed stocks of usable
crude oil and finished products:

MMBDbIls (excluding USA SPR)

———————— 2008 Quarters -------
2005 @ 2007 1st 2nd m
3,382\ 3470 / _ 3,389 3,394 3,419 \ 3467 )
¥‘/ \\,/

|
Ironically almost same levels!
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So Far, No Hard Data Confirms Any
Serious Plunge In Oil Demand

Y Ignore hurricane impact and U.S. oil demand has
been nfl at. o

Y Ignore stock rebound post-hurricane and most
crude stocks fAnor mal o wit

Y Finished motor gasoline stocks are low.
y' Heating oil/propane stocks are low.
Yy Crude stocks will soon be low if refineries ramp

up.
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So, Why Did QOil Prices Soar
And Then Collapse?

y | S ﬁ A d a m S m| t h 6 S IHSI0E THIS WEEK: A Li-PAGE SPECIAL REFORT DM EL EMLARGEMENT '] [

: G The
pushing down oll prices as part of Econonist

stimulus package?

y" Did high prices start/add to our
economic meltdown?

Y When were oil proi
hi gho?

Yy Are they now fnnor
dangerously low?

Yy Does anyone have a clue when
prices are too high or too low?

Yy How many people grasp how prices
get set?
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The Evolution Of Pricing Chaos

Yy Good Old Days:

Yy The Wild West2:

Posted prices, pro-ration, import limits and long-term
supply contracts

No long-term contracts
All oil spot market purchased
Buyers buy on FOB delivery

They fill in price by checking
price of WTI NYMEX

The blind are leading the blind (Three Blind Mice)
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|l ndustryos Pricing

Y Being chronic price takers vs. price makers Is
iIndustrial stupidity.

Yy Having no long-term contracts is casino
mentality.

Yy Buying a car FOB delivery and setting the price
by checking Auto NYMEX would be dumb.

YyYet, this I s how worl dos
Important industry chose to price its product.
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Fundamentals Finally Matter

V' In a topsy/turvy world of extreme price volatility
and booms and busts, real fundamentals finally
rule the day.

Yy The fundamental demand story has been
powerful.

V' The fundamentals of faltering crude supply even
more powerful.
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Prices Rose Because Demand
Grew Faster Than Crude Supply

Yy Oll prices rose 15-fold over past decade.
Yy The nfinal runo might have

Yy But, balance was created by demand rising too fast while
crude supply lagged.

y' Too often, the gap got filled by stock liquidation.

Yy Soaring rig count and ultra-expensive expansion projects
failed to offset accelerating declines worldwide.
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When Did Prices Start Hurting The System?

Y1 n many nNnexpertsoo minds, $3

Y In reality, as oil prices crossed $100, economic prosperity
was spreading through Latin America, parts of Asia, the
Middle East and North Africa.

y ngh pnces for U_S. Oll and gaS !)rg!izaom July 2008 Dec. 2008 3’:12:307 July 2008  Dec. 2008

43.52 INR/L 55.01 INR/L 50.62 INR/L 135.21 ¥/L 180.23 ¥/L 127.90 ¥/L
0.88USD/L  1.11USD/L  1.02 USD/L 146USD/L  1.94USD/L 1.38 USD/L

(and iron ore, copper, lead, etc.) Extsmokem ot
were creating booming e :

economatters.wordpress.com

economies in: s Xt e N

0 74 USD/L  1.08 USD/L 0.48 USD/L

China (#93 gasoline) 06 USD/gal 4.11 USD/gal 1.81 USDIgal
: T " Al b t May 2006  July 2008 Dec. 2005 ORI Hn sve o9 D0Y: D80 22000
I eXaS I e r a. 5,09 CNY/L 6.2CNY/L 6.37 CNY/L Feb. 22, 1999: $ 0.91/gallon (source: swivel.com)

0.74 USD/L  0.90 USD/L 0.93 USD/L
2.80 USD/gal 3.41 USD/gal 3.52 USD/gal

I Ozarks I Oklahoma (cvmgs e Dec2008

Germany
England June 2007  July2008 Dec. 2008

I Rocky Mountains 1 Saskatchewan [irieiee v - ooy

149USD/L  1.74USD/L 1.49USD/L  6.62 USD/gal 7.61 USD/gal 5.64 USD/gal

5.63USD/gal 6.59USD/gal 5.64USD/gal  (exchange rates: Dec5, 2008

i Upper Midwest T Alaska e e
I Louisiana I Parts of Caribbean SIMMONS & COMPANY
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If System (Demand And Stocks) Normal
Why Is Oil Price So Low?

y' There is no rationale for why oil prices plunged
by 74% in 90 days.

Yy There is no rationale to explain why low WTI
keeps bouncing around mid-$30 to $40 level.

Yy There is no rationale why so many other key
crude grades stayed significantly higher.
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How Long Will Oil And Gas Prices Stay Low?

Yy The industry has stopped all new supply additions globally.
Yy This exposes natural ' . =

declines of all production
(versus observed declines
net after vast $$ are
spent).

Yy The longer prices stay
low, the more supply will
suffer.
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So, Supply Additions Will Suffer

Yy As drilling slows or stops and cancellations/delays grow,
supply will drop.

Yy Question is: How far and how fast?

VEXposing supply base to nna
real ugly real fast.

| s Anatur al decl i neo t wi ce t
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How Much Supply Could We Lose?

y" Wil differ by region and
whether oil or gas.

Y In many basins, natural
declines probably double
what becomes net decline
after Capex.

Y Number of significant oll
and gas field start-ups was
not a staggering number
when prices were high.
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