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EXECUTIVE SUMMARY

 TWO BLACK SWAN EVENTS HIT AT THE SAME TIME            

U.S. SHALE PRODUCTION TO CORRECT SIGNIFICANTLY              

WE EXPECT DEMAND TO RECOVER OVER TIME

A Black Swan is an extremely rare, surprise event.  The impact of a black swan is severe and far reaching, 
with the consequences going far beyond what would normally be expected.  Black Swan events are often 
characterized as obvious in hindsight.

Two black swan events hit in one month: Coronavirus and temporary dissolution of OPEC+ supply 
constraints. 

ΖURQLFDOO\��23(&�ZDV� IRXQGHG�ZLWK� WKH�PLVVLRQ�RI�SULFH�VWDELOLW\�GXULQJ�GHPDQG�ȵXFWXDWLRQV� WR�DYRLG�
underinvestment in down cycles and over investment in strong pricing cycles which would perpetuate 
never ending “boom and bust” cycles.  The cartel failed in this mission.  

A cycle of long-term underinvestment was already in play and is now sealed. If demand recovers, we 
believe the latest series of events will increase likelihood of materially higher oil prices.  Most likely 
natural gas prices as well.

This graphic posted by RT@RT_com� FRPSDULQJ� (XURSHDQ� DLU� WUDɝF� EHIRUH� DQG� DIWHU� &RURQDYLUXV�
lockdowns sums up how dark global transportation markets have gone.  

EUROPEAN AIR TRAFFIC BEFORE & AFTER CORONAVIRUS LOCKDOWNS
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U.S. airline passengers have plummeted thus sending jet fuel demand down 70%

8�6��DXWRPRELOH�WUDɝF�KDV�IDOOHQ�R΍�D�FOL΍�

These dynamics are important to crude markets as transportation markets are the most important end 
users of oil.

Source: “The future of oil demand is being reshaped by virus 
lockdowns”, Bloomberg News April 23, 2020

Source: “The future of oil demand is being reshaped by virus 
lockdowns”, Bloomberg News April 23, 2020

Source: Bloomberg
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This demand hit has been unprecedented in history. It is estimated that Coronavirus has impacted global 
crude consumption by about 30% or 30 million barrels per day (bpd). The best way to put the magnitude 
RI�WKLV�FROODSVH�LQWR�SHUVSHFWLYH�LV�WR�FRPSDUH�LW�WR�WKH�GHPDQG�FROODSVH�GXULQJ�WKH�ȴQDQFLDO�FULVLV��RQH�
RI�WKH�ZRUVW�UHFHVVLRQV�VLQFH�WKH�*UHDW�'HSUHVVLRQ��7KH�UHGXFWLRQ�LQ�GHPDQG�GXULQJ�WKH�ȴQDQFLDO�FULVLV�
cost oil demand 3-5 million bpd.  

In early March, as Coronavirus was spreading Internationally, OPEC+ could not come to an agreement 
RQ�KRZ�WR�R΍VHW�IDOOLQJ�GHPDQG���ΖQ�UHVSRQVH��6DXGL�$UDELD�WRRN�D�VFRUFKHG�HDUWK�DSSURDFK�DQG�ȵRRGHG�
European markets with oil. 

This move meant to bring the holdout, Russia, back to the table.  In reaction to the next leg of free-fall in 
oil prices, OPEC+ (at the urging of President Trump) met again in early April and agreed to cut production. 

The damage was done. Inventories are still rising and storage will soon be maxed out.  

These set of events are the “death nail” to U.S. shale production.  As we stated in our February 2020 
(QHUJ\�5HVHDUFK�UHSRUW��8�6��VKDOH�ZDV�QRW�FDVKȵRZ�SRVLWLYH�ZKHQ�SULFHV�RVFLOODWHG�EHWZHHQ���������
EDUUHO�IRU�:7Ζ�LQ��������$V�SLSHOLQHV�DQG�WDQNV�ȴOO��LW�ZLOO�EH�WKH�8�6��SURGXFHUV�ZKR�EHDU�WKH�FRQVHTXHQFHV�

U.S. OIL PRODUCTION SINCE 2015

Source: Bloomberg

This is where media 
reports of storage 

maxing out and 
forcing “shut-ins” is 

coming from.

Kimmeridge Energy Management 
calculates approximately 50% or 

close to 6M barrels of production per 
GD\�DUH�ȴQDQFHG�H[WHUQDOO\�WKURXJK�

debt and equity issuance.

Crude production has already 
fallen dramatically, down 1M 
bpd last week from a March 

high of 13.1M.
U.S. production will collapse.
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Small oil wells – less than 100 bpd– accounted for 2.9M bpd production in the U.S.  These “stripper” 
wells are high cost, low output due to lack of pressure and contaminated water.  We expect most of 
this production to shut down quickly and likely not re-open until prices are materially higher.  Removal 
of these wells takes U.S. production close to 10M bpd before bankruptcies, cap-ex reduction, and 
underinvestment in conventional oil development plays are factored into the supply market.  

Furthermore, Kimmeridge Energy Management estimates half of domestic production is sustained by 
H[WHUQDO�ȴQDQFLQJ���ERQG�DQG�HTXLW\�LVVXDQFH���5RXJKO\���PLOOLRQ�EDUUHOV�RI�RLO�SURGXFWLRQ�DUH�YXOQHUDEOH�
to the whims of the capital markets.

$V�KHGJHV�FRPH�R΍�WKHLU�ERRNV�WKURXJK�WKH�UHPDLQGHU�RI�WKH�\HDU��EDQNUXSWFLHV�DUH�JRLQJ�WR�VN\URFNHW���

Federal assistance will only prolong the process as these companies were extremely debt heavy going 
LQWR�WKH�F\FOH�ZLWK�ȊDOO�LQȋ�FRVWV�PXFK�KLJKHU���6LJQLȴFDQW�GHEW�PDWXULWLHV�DUH�GXH�LQ�WKH�FRPLQJ�\HDUV�DQG�
it is hard to see any other scenario than massive bankruptcies.

0DMRU�SURGXFHUV�OLNH�([[RQ�0RELOH��%3��5R\DO�'XWFK��HWF�KDYH�FXW�FDSLWDO�H[SHQGLWXUHV�E\�RYHU�����%�LQ�
recent weeks.  This is at a point in time when years of underinvestment in conventional oil development 
is going to hit the supply-side.

As with any commodity market, oil markets will adjust supply and demand over time.  The world oil 
PDUNHWV�GRQȇW�ZRUN�ZLWK�DQ\WKLQJ�XQGHU�����EDUUHO�LQ�RXU�RSLQLRQ���([SHFW�D�VKDUS�VXSSO\�FRUUHFWLRQ���
5XVVLD�UHTXLUHV�RYHU�����EDUUHO�%UHQW�WR�EUHDN�HYHQ�ZKHQ�FRQVLGHULQJ�ȴVFDO�H[SHQVHV�� �6DXGL�$UDELD�
QHHGV�����EDUUHO�RU�PRUH�

The big question in our mind is,  when does demand return to normal or near normal levels?  This is a 
KDUG�TXHVWLRQ�WR�DQVZHU���7KH�(�Ζ�$��LV�FXUUHQWO\�HVWLPDWLQJ������GHPDQG�WR�IDOO�����PE�G�\HDU�RQ�\HDU���
It is anyone’s guess at this stage.  

Declining production 
trends were expected 
to emerge in the next 
few years before the 

Coronavirus implications 
were factored.

These dynamics portend 
a risk of structural supply 
GHȴFLWV�GHSHQGLQJ�RQ�
where “normalized” 

demand levels emerge.



5

One interesting phenomenon emerging in China is illustrated below.  Commuters are switching from 
mass transportation to individual transportation to allow for social distancing.  One question revolves 
DURXQG�DLUOLQHV�WKDW�FRQVXPH�DERXW�����RI�&KLQHVH�FUXGH�RLO�GHPDQG���$LUOLQH�WUDɝF�ZLOO�PRVW�OLNHO\�WDNH�
years to recover.

7KH�\HDUV�RI�XQGHULQYHVWPHQW�LQ�WUDGLWLRQDO�� ORZ�GHFOLQH�UDWH�RLO�ȴHOGV�LV�QRZ�VHW�WR�FRLQFLGH�ZLWK�WKH�
collapse of high-cost shale production.  Meanwhile, we believe demand will recover over time.  

It is hard to see normalizing markets today but history tells us they will.  During the Asian crisis in early 
������RLO�SULFHV�IHOO�WR�����EDUUHO���$IWHU�23(&�DJUHHG�WR�D�WKLUG�URXQG�RI�FXWV��RLO�SULFHV�ODWHU�WKDW�\HDU�
UHERXQGHG�WR�����EDUUHO����7KHQ�LQ���������\HDUV�ODWHU���RLO�SULFHV�ZLWQHVVHG�D�VXSHU�VSLNH�WR������EDUUHO�
on only a 1 -1.5M bpd shortfall of production relative to demand.

In summary, we remain optimistic on the longer-term outlook for select securities in the energy sector.  

Please contact you advisor or Star Capital Inc. directly for a more comprehensive research report from 
February 2020 on the energy market or interest in Star’s concentrated energy portfolio strategy.  Contact 
XV�WRGD\�IRU�PRUH�LQIRUPDWLRQ�RQ�RXU�VSHFLȴF�HTXLW\�SLFNV�LQ�WKH�HQHUJ\�VHFWRU�

Source: “The future of oil demand is being reshaped by virus lock-
downs”, Bloomberg News April 23, 2020

T H A N K  Y O U
Star Capital Inc.
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Concentrated energy sector funds are inherent to substantial risk and are not for every investor. An 
investor could potentially incur substantial loses on such a sector focused investment. Risk capital is 
PRQH\�WKDW�FDQ�EH�ORVW�ZLWKRXW�MHRSDUGL]LQJ�RQHȇV�ȴQDQFLDO�VHFXULW\�RU�OLIHVW\OH��2QO\�ULVN�FDSLWDO�VKRXOG�
EH�XVHG�IRU�LQYHVWPHQWV�DQG�RQO\�WKRVH�ZLWK�VXɝFLHQW�ULVN�FDSLWDO�VKRXOG�FRQVLGHU�DQ�LQYHVWPHQW�LQ�D�
concentrated energy portfolio. Past performance is not necessarily indicative of future results.

Star Capital Inc. is a registered investment advisor. Information presented herein is for educational 
SXUSRVHV�RQO\� DQG�GRHV�QRW� LQWHQG� WR�PDNH� DQ�R΍HU� RU� VROLFLWDWLRQ� IRU� WKH� VDOH� RU� SXUFKDVH�RI� DQ\�
VSHFLȴF�VHFXULWLHV��LQYHVWPHQWV��RU�LQYHVWPHQW�VWUDWHJLHV��ΖQYHVWPHQWV�LQYROYH�ULVN�DQG�XQOHVV�RWKHUZLVH�
stated, are not guaranteed. 

Readers of the information contained on this document should be aware that any action taken by the 
YLHZHU�UHDGHU�EDVHG�RQ�WKLV�LQIRUPDWLRQ�LV�WDNHQ�DW�WKHLU�RZQ�ULVN��7KLV�LQIRUPDWLRQ�GRHV�QRW�DGGUHVV�
individual situations and should not be construed or viewed as any typed of individual or group 
UHFRPPHQGDWLRQ��%H�VXUH�WR�ȴUVW�FRQVXOW�ZLWK�D�TXDOLȴHG�ȴQDQFLDO�DGYLVHU��WD[�SURIHVVLRQDO��DQG�RU�OHJDO�
counsel before implementing any securities, investments, or investment strategies discussed.

Any performance shown for the relevant time periods is based upon composite results of Star Capital 
Inc.’s portfolios. Portfolio performance is the result of the application of the Star Capital Inc. investment 
process. The composite includes all accounts managed by Star Capital Inc.

Portfolio performance is shown net of the advisory fees of 1.0% the highest fee charged by Star Capital 
Inc. and sample trading costs based on our Custodian TD Ameritrade’s trading costs. Performance does 
QRW�UHȵHFW�WKH�GHGXFWLRQ�RI�RWKHU�IHHV�RU�H[SHQVHV��LQFOXGLQJ�EXW�QRW�OLPLWHG�WR�EURNHUDJH�IHHV��FXVWRGLDO�
fees and fees and expenses charged by mutual funds and other investment companies. Performance 
results shown include the reinvestment of dividends and interest on cash balances where applicable. 
The data used to calculate the portfolio performance was obtained from sources deemed reliable and 
then organized and presented by Star Capital Inc.

The performance calculations have not been audited by any third party. Actual performance of client 
SRUWIROLRV�PD\�GL΍HU�PDWHULDOO\�GXH�WR�WKH�WLPLQJ�UHODWHG�WR�DGGLWLRQDO�FOLHQW�GHSRVLWV�RU�ZLWKGUDZDOV�DQG�
the actual deployment and investment of a client portfolio, the reinvestment of dividends, the length of 
time various positions are held, the client’s objectives and restrictions, and fees and expenses incurred 
E\�DQ\�VSHFLȴF�LQGLYLGXDO�SRUWIROLR�

Benchmarks: The performance results shown are compared to the performance of the S&P 500.  The 
LQGH[�UHVXOWV�GR�QRW�UHȵHFW�IHHV�DQG�H[SHQVHV�DQG�\RX�W\SLFDOO\�FDQQRW�LQYHVW�LQ�DQ�LQGH[�

Return Comparison: The benchmark gives investors a point of reference they can use to measure how 
a fund has performed relative to the segment of the market it invests in.  It contains the 500 largest 
companies in the United States.

PAST PERFORMANCE IS NO GUARANTEE OF FUTURE RESULTS
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