Is crude oil dead?
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It was a historic day in the oil world, April 20, 2020. My e-m ail and phone
were flooded with m essages and texts from friends and colleagues alike, all

asking the sam e question

“". How can we lose m oney buying oil right now ?...

Curiosity h ad spiked as U S oil futures turned negative for the first tim e in
history. The US benchmark W est Texas Interm ediate (W TI) crude futures for
M avy delivery plunged m ore than 300% , deep into negative territory,

touching -$40.32 before clawing back to settle at -$37 .63 for the day.

M y im m ediate response W as that it's not the actual o il price that h as
dropped into negative territory but rather the crude oil futures contracts. I
ex plained th at these futures contracts are prim arily used to connect
producers with consum ers of oil. Oil producers can sell futures contracts that
m atch up to their expected future production, and by doing so, they can
e ffectively lo c k in current prices. The upcom ing ex piring futures turning

negative on this day m eant that sellers were actually paying buyers to take
the oil out of their hands to avoid having to take delivery of oil and incur

storage costs.

However, this left m e w ith one question: Is crude oil dead?

O il prices were already weighed down by oversupply going into 2020, and
w ere further suppressed by coronavirus containm ent m easures that
obliterated dem and bringing the world to a standstill. Prices went into a free
fall after Saudi Arabia initiated an oil price w ar in retaliation for Russia not

agreeing to output cuts to offset the blow from COVID -19 disruptions.

Even after O PEC and its allies fin ally agreed a record deal to slash global
output by about 10% , the largest cut in oil production ever, the slum p in
dem and rem ains a headwind. According to th e Federal Reserve B ank of
D allas m any firm s need crude oil to fetch betw een $ 4 8 and $54 a barrel to
b e able to break even. The current price ranging in the $20s h as put

unsurm ountable pressure on oil producers.



Energy giant, Royal Dutch Shell (S hell) recently cut its dividend by tw o

thirds for the first tim e in 75 years (since W orld W ar II). W ill other oil
producers follow in this sam e direction? Ben van Beurden, Shell CEO said it
was "m oney they didn't have in the first place," and rebasing the dividend

d oes not give th e com pany m ore m oney to spend but m eans it no longer

needs to borrow to pay for it. Shellis not defining this as a tem porary pause
w ith intentions to m ovVve b ack to its prior base b ut as th e new norm al.
W arning of a continued deterioration in the m acroeconom ic outlook S hellis

preparing for a prolonged dowmnturn and wants to rescue its financial health

On the contrary, Total, Chevron, and BP raised their dividends in 2020 w hilst
E x xon M o b il h eld its dividend fla t. However, a closer lo o k at th e debt
structures of these five giants tells a very sim ilar story. Shell, Exxon Mobil,
and Total recorded com parable net-debt-to-equity ratios in the 40 % range
w hilst Chevron boasts th e best debt m easure (19 % ), and B P the W orst

(56 % ). Should we expect a convergence in dividend policy in the near future

from these giants?

The COVID -19 outbreak has caused a global m arket crisis with a m agnitude
not seen since 2008. However, the tw o crises are different in m any aspects.
Back in 2008, the <crisis started w ith the banking system and subsequently
dragged down th e glob al m arket. N ow , th e crisis h as been caused by
concerns around th e pandemic spread and the slow -down of the entire

econom y.

The pandem ic has already started to bring structural change to the way of

doing business and our general livelihood. Both business and leisure travel
have been tem porarily elim inated w ith m ost people w orking from hom e
using technologies like Zoom m eetings to connect with the world. The idea

that businesses have not seen significant disruptions wusing these m ethods
could b e an im petus for structural changes into the future. W ill people go
back to norm al travel? Recently Twitter and Square offered its em ployees an

option to work from hom e forever.



The shelter in place policy is inevitably putting a hole in oil dem and as

factories and corporates continue to operate below capacity. In April, the US
Labour Departm ent reported that non-farm payrolls fell by 20.5 m illion and
th e unem ploym ent rate shot up to 14.7 % b oth th e w orst since the G reat
D epression by Jlarge m argins. O ne m ay argue that factories will go back to
norm al once a vaccine is found. However, it's not only about w hether
factories and corporates can use oil in the future, but also th e ability of
producers to profitably store oil until the lockdowns are eased, allowing them

to take advantage of additional dem and

To put the question about crude o il into perspective, rem em ber w hat

happened to coal?

For years, coal was the dom inant fuel for electricity production, accounting
for over 60 % of its generation in the US in particular. But the expansion of
natural gas displaced coal in m any parts of the world. According to the US
Energy Inform ation Adm inistration, since 2008, coal production has dropped
nearly 40 % , from alm ost 1.2 b illion tons to less than 760 m illion tons in
2018. In 2019, the share of electricity fueled by coal fell to 23 % , yielding

m ainly to natural gas w hich took 38 % of the share.

Could oil becom e the new coal in the near future? Im agine being gifted w ith
coal 10 years ago and holding on to it right now? The replacem ent of coal
was a structural change caused by the availability of natural gas, decreased
consum ption, renew able power, and m ore stringent environm ental

regulations.

The structural changes that th e pandemic h as triggered together w ith
existing developing new technologies (electric vehicles), regulations (clim ate

change) and ESG (renew able energy) have all becom e im m inent forces

w hich could inevitably shift the dem and or steadily replace crude oil.

Is crude oil dead? Or rather is crude oil dying?



Sources:

BBC News,; the W ashington Post; US Energy Inform ation Adm inistration and

Insideenergy.org

D isclaimer: The views expressed are the opinions of the writer and w hilst believed reliable may
differ from the views of Butterfield Bank (Cayman) Limited. The Bank accepts no liability for

errors or actions taken on the basis of this inform ation.



