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Views From the Stream

September, 2021

The Monthly Letter covers two topics this month. First, we provide Part I11 of our Commodities review
and the impact of the ESG (Environmental, Social, & Governance) push by governments to address a
variety of environmental issues, such as CO2 and Global Warming. Perversely, this push will lead to
higher demand for a variety of commodities, well above today’s levels. At the same time, it will limit
investment into numerous critical commodity areas today, such as Energy, that expect to see declining
demand over the long term. And lastly, due to the need by Commaodity producers to meet new
regulatory requirements during the transition to a “Green Future”, costs to produce the large majority of
commodities will rise. As a result, ESG began to create a structural bull market in Commaodities over
the past few years. And Second, as always, we close with brief comments of interest to our readers.

Commodities, Thank You For The ESG Driven Boom, Part 111:
Decarbonization, Disinvestment, &
The Law of Unintended Consequences

For those who wish to understand the recent spike in energy prices, they need only look at the normal
lagged impact of recessions on investment into Commodities or any other Manufactured Good coupled
with the current environmental push to “Decarbonize” the world. In a normal recession, companies pull
back on investment as profits fall and cash flow gets squeezed. This leads to a period of underinvestment
into any consumer good as well as all the inputs throughout the supply chain from assembled components
to parts to commodities. Once the recession ends, with demand recovering and prices following, profits
and cash flow rebound, leading to rising capital investment with a lag. This then restores the normal
relationship between supply and demand in one to three years from the time that capital investment
recovers. If investment only needs to occur in existing plants, capacity can grow in a short amount of
time, usually 12 — 18 months. However, if demand rises rapidly, then companies must build new plant to
fulfill those orders. New plants typically take 2 — 3 years to construct plus permitting time, thus creating a
longer lag between when demand and supply come into balance. Either way, things tend to balance out
over the short to intermediate term.

Of course, this ignores all kinds of real world issues that can get in the way. For the past decade, the
expansion of drilling using fracking technology for oil and gas production made the United States the low
cost producer of energy outside of the Middle East. This type of drilling enabled economic production at
a cost of $45 - $60 per barrel, depending on the location. The basins in the Southwest, such as the
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Permian, represent the low end of this cost curve, while those up in the Bakken in North Dakota represent
the high end of these cost curves. The innovation provided by this technology allowed the U.S. to move
from a major importer of oil to self-sufficiency and to become a net exporter of energy:

Year Oil Production WTI1 Oil Price
(000’s of BOE Per Day)
2007 6,860 $72.26
2008 6,783 $99.06
2009 7,267 $61.73
2010 7,558 $79.39
2011 7,883 $94.88
2012 8,926 $94.05
2013 10,099 $97.88
2014 11,801 $93.17
2015 12,781 $48.66
2016 12,349 $43.29
2017 13,135 $50.88
2018 15,360 $64.94
2019 17,045 $56.99
2020 16,476 $39.16
2021E 16,326 $63.98

Data from IEA, OPEC, and Statista.

US Oil Production more than doubled over the past decade, despite the drop in Oil Prices. With strong
economic returns, energy producers possessed the incentive to produce more oil and natural gas.

However, as the chart above demonstrates, despite the recovery in oil prices in 2021, oil production will
continue to decline this year. This seems to contradict normal economics, whereby a rise in prices incents
producers to increase supply. Two factors, both political, stand in the way. First, the Biden
Administration banned new oil and gas leases on Federal lands. While this ban currently sits in the court
system, it will slowly but surely impact U.S. production as federal lands comprise over 25% of all U.S.
production today. Second, the ESG driven, Decarbonization drive impacted public energy companies,
putting pressure on management to decrease investment into oil and gas drilling, known as Disinvestment,
and reallocate resources into Green Energy projects. Given that production from the vast majority of
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wells declines anywhere from 8% to 25% per year, cutting oil and gas investment will impact a
producer’s ability to maintain, let alone grow, production.

This political pressure excludes the new Carbon Taxes and Disclosure requirement that governments
continue to impose to push Green Energy, such as wind and solar. A quick look at the European Union’s
(EU) Emissions Trading Scheme (ETS) will illustrate the Carbon Tax issue. The EU ETS Price Per Ton
for Carbon reached €60/ton of CO2 recently. When viewed in a standardized format by source of energy,
it increases the cost of energy anywhere from almost 40% to over 300%:

€60/ton CO2 Average Europe
Energy Source ETS Impact 2019 Price % of 2019 Price
Coal $184.44/ton $ 60.86 303.1%
Oil $ 26.45/BOE $ 64.30 41.1%
Natural Gas $ 3.83/mcf $ 5.50 69.6%
Bio-Energy $ 22.97/BOE $ 59.22 38.8%

Data from Statista and Factset

As the data above indicate, the Carbon Tax creates a significant increase in energy costs across the board.
This ultimately flows through the production of all commaodities and goods, as all mining and
manufacturing requires energy to drive production. This raises both mining and goods production cost
significantly and creates end goods inflation for the consumer.

While the SEC continues to debate what ESG Disclosure requirements to put in place, the EU already
implemented significant Disclosure requirements: The EU Taxonomy for Sustainable Investment (EU
TSI) and the EU Sustainable Financed Disclosure Regulation (EU SFDR). Under the EU TXI, the EU
will require businesses to disclose their revenue alignment with the EU definition of “Green Business”
activities. For a business like steel, there currently exists a zero chance to meet the definition of green.
Second, the EU promulgated the SFDR to pressure asset managers to classify their assets as meeting the
Paris Treaty Climate Transition benchmarks. This would require the companies in which they invest to
decrease Greenhouse Gas Emissions by 7% per year. When coupled together, these regulations
effectively raise the cost of capital to any company that does not move to meet the EU goal for Net Zero
Emissions aggressively. And, to do this, given current technology, will require higher costs to
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manufacture goods and commodities. Thus, increasing prices to meet the higher cost of capital and to
implement new technology.

Lastly, the move to Green Energy creates the potential for sudden spikes in demand for traditional fossil
fuels. The current situation in Europe with Wind Power exemplifies this risk. Wind Power production
dropped as Wind Speeds fell in 2021 to 7.8 meters per second vs “normal” speeds of 8.6 meters per
second, according to Orsted, a major operatory of Wind Farms. In other words, the wind did not blow as
much. This “surprise” obviously led to lower electricity production from the Wind Farms throughout the
EU, which the EU seemingly did not incorporate into its planning. Now, even a small child knows that
the weather changes from year to year. Coupled with the closure of coal fired electric plants over the past
decade and high demand for LNG globally, this led to a supply squeeze on natural gas short term and
skyrocketing energy costs.

While politicians seem surprised by the escalation in Energy Prices, they logically follow from the move
to implement ESG driven regulations upon the Energy Sector. This includes Decarbonization and
Disinvestment in Fossil Fuels. And while politicians lament the price increases, blaming market forces
for the consequences of their actions, Consumers find the ensuing spike in their fuel, heating, and
electricity bills no laughing matter. Elected politicians now find the best of intentions forgot to consider
the true economic impact of their policies coupled with The Law of Unintended Consequences. Given the
Supply constraints and increasing costs pushed onto energy producers, as governments focus on lowering
CO2 production, coupled with increasing Demand from natural global economic growth, as the Global
Economy recovers from the Pandemic, Energy prices naturally will trend upward as increased demand
meets limited supply and higher costs of production. However, for Commaodity Energy Producers, they
will sing in rousing chorus: Thank You For The ESG Driven Boom.

Importing Air, Dollar Stores No More, & At Sea

Finally, we close with brief comments on Importing Air, Dollar Stores No More, & At Sea. First,
beverage companies are scrambling for the cans they need for their products. After beverage can
volumes grew less than 1.5% per year from 2016 — 2019, they exploded upward during the Pandemic.
U.S. volumes for beverage cans rose more than 12% in 2020 to 111.6 billion cans. They are expected to
grow another 10%-+ in 2021 to almost 123 billion cans. With domestic beverage can manufacturers
needing to build new plant that won’t come onstream until H2 2022, beverage companies agreed to pay
for the shipping costs from overseas in addition to the costs of the cans to get the beverage cans they
needed until these domestic plants come online. For U.S. beverage companies, we see them Importing
Air. Second, Dollar Tree announced that its traditional stores would now charge $1.25, $1,50, ... for the
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items it used to sell for $1.00. The company cited cost pressures as both raw material costs and shipping
costs rose dramatically over the past year. With the company saying goodbye to $1.00 prices, we see
Dollar Stores No More. And Third, the Cruise Industry appears set for a record year in 2022. Cruise
bookings have exploded upward as vaccinations roll out and new medicines appear that can turn COVID
into a highly treatable disease. Reflecting these record bookings, cruise prices stand well above 2019
levels. With the Cruise Industry headed for a record year, we see the public choosing to be At Sea.

In Closing

Should you have any questions on how the above issues or the items discussed in our accompanying
cover letter impact your family’s financial position or your business’s future as well as the potential
actions you could take in response, please do not hesitate to contact us. We welcome the opportunity to
discuss this with you.

Yours Truly,

Paul L. Sloate
Chief Executive Officer
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