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The energy sector outlook Tooks positive, despite a number of Tingering risks. A way of
mitigating some of those risks is to use an “optimised” approach where you maintain
flexibility in futures contract exposure. If US Dollar depreciation is a source of
energy sector returns, European-based investors could be best served with a currency
hedge.

Energy market outlook for 2021

Energy prices have rebounded strongly since their April 2020 lows. Brent and West Texas
Intermediate (WTI) oil prices are trading above the levels they were a year ago 1i.e.
before the COVID-19 pandemic reached Europe. This is somewhat surprising given that
demand has not recovered to pre-pandemic Tlevels. According to International Energy
Agency forecasts (IEA), oil demand in 2021 will recover by 5.4 million barrels per day
(mb/d), after having fallen 8.8 mb/d in 2020. So, we are 1likely to fall short of 2019
demand by quite some margin. Indeed, resurgence in COVID-19 cases places downside a risk
on these demand forecasts and the IEA, Energy Agency Administration, Organisation for
Petroleum Exporting Countries (OPEC) have all been downgrading their demand forecasts in
recent months. what has happened is that the OPEC and its partner countries (together
OPEC+) have maintained production restraint. The group has collectively cut production
close to 10 mb/d relative to a year ago. According to IEA forecasts, if OPEC+ can
maintain a hundred percent compliance with their quota, we could see stock withdrawals
of 1.1 mb/d or hundred million barrels in Ql 2021. As demand picks up Tlater in the year,
if OPEC maintains restraint, we could see even higher stock withdrawals.

Both Brent and WTI futures curves are in backwardation until 2026, highlighting the
market expectation for oil market tightness. Indeed speculative positioning in Brent and
WTI oil futures 1is also higher than normal, underscoring investor bullishness. As we
indicated above, a lot of this is dependent on OPEC policy. wWe know the OPEC policy can
change abruptly as we saw in March 2020 and November 2014. So we believe that being
flexible in contract exposure along the futures curve is very important. Today, being at
the front end of the curve will give you maximum exposure to backwardation, but if OPEC
policy changes, you would want the flexibility to go out further in the curve depending
on changes in the shape of the curve.

Near-term tightness in oil markets should also act as support for petroleum products
Tike gasoline, ultralow sulphur diesel, and gas oil.
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Henry Hub natural gas is a very seasonal commodity, with peaks in demand 1in winter.
Beyond the seasonal patterns, it 1is somewhat harder to make projections for the price
over the course of a year because demand for natural gas is so weather dependent. we are
currently in a La Nifa weather pattern, which should mean the Northwest of the USA
should be cooler than normal. Indeed, the National Oceanic and Atmospheric Association’s

forecast for February 20212 points to much cooler than normal temperatures for the upper

half of the uS and their three-month forecasts point to a cooler Northwest3. That points
to higher natural gas demand over the coming month.

optimised approach for maximum flexibility

If we look across a broad range of commodities, energy commodities often have some of

the steepest futures curves?. In the oil market, we have seen the futures curve switch

from extreme contango last year® to backwardation this year. Natural gas, gasoline,
diesel, gas oil futures flip from contango to backwardation on a seasonal basis. Bearing
in mind that contango markets can act as a very aggressive drag on commodity market
returns while backwardation can boost returns , we believe that maintaining flexibiTlity
in contract exposure when investing in the energy market is optimal.

By the point of reference, we compare two energy commodity dindices 1in 2020: the
Bloomberg Energy subindex total return (which maintains an exposure close to the front
end of the futures curve) versus the Optimized Roll Energy Total Return Index (which
maintains a flexible contract exposure, dependent on the shape of the futures curve). we
can see that in 2020 while the former fell by 43%, the Tatter only fell by 24%, an out-
performance of 18%. The key thing to note 1is that at the time of the oil price crash in
March and April 2020, the optimised approach was exposed to oil futures contracts deeper
into the futures curve where the contango was considerably lower than in the front month
approach. Moreover, as oil markets moved back into backwardation towards the end of the
year, the optimised approach shifted contract exposure towards the front end of the
curve thus enabling it to participate in some of the stronger price appreciation at the
front end of the curve. The optimised approach, having avoided as deep a drawdown as the
front month approach, has been better placed to recover losses during the recovery.

Figure 1: Bloomberg Energy Subindex Total Return vs. Optimized Roll Energy Total Return Index
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source: WisdomTree, Bloomberg, data from 1 January 2020 to 31 December 2020.

You cannot invest directly in an index. Historical performance is not an
indication of future performance and any investments may go down in value.
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currency hedging

Figure 2 below highlights the uUS dollar basket goes through long cycles of strength and
weakness and historically big movements in the twin deficit have been a trigger for the
turning point in the cycle. The chart plots the twin deficit against the uUS dollar
basket with a three a lag. So, if history is any guide to the future, a period of dollar
weakness may have already been set in motion. The twin deficits have potential to rise
further as the combination of Biden in the whitehouse and Democrats controlling both
chambers of Congress may unblock obstacles to higher spending that the Democrats have
advocated. Obviously, these relationships aren’t identity equations and there are many
other influences on currency direction, but currently, many investors are worried about
history repeating itself and hence investor speculative positioning on the dollar is

very negative.’

Figure 2: US Dollar and US Twin deficits
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Source: WisdomTree, Bloomberg, data from January 1968 to January 2021
Twin deficit is defined as a current account deficit and a government budget deficit. The wider the deficit, the
more negative the number. Dollar basket is the US Dollar against a basket of six currencies. Index value increases
with Dollar appreciation. You cannot invest directly in an index.
Historical performance is not an indication of future performance and any
investments may go down in value.

If we are in for a period of structural weakness for the US dollar, a European investor
in energy may miss out on potential gains if their energy exposure is unhedged. Energy
prices in US dollar terms tend to gain from US dollar weakness, but holders in other
currencies (unhedged) don’t benefit. Hedging could give a European investor a similar
return to a US investor.

conclusions

Energy prices have made a strong recovery from April 2020 lows. In the oil market, that
is supported by OPEC+ supply restraint. If that’s maintained, it can offer the energy
complex strong support. We believe an optimised approach to investing 1in energy
commodities 1is preferable given seasonality in the futures curves of natural gas,
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gasoline, diesel and gas oil and the fact that crude oil futures curves have shifted
from backwardation to contango frequently in the past. Maintaining flexibility is highly
valuable 1in the energy markets. For European 1investors exposed to futures contract
prices in US dollar terms, currency hedging exposure could help them unlock the full
potential of energy in a US Dollar depreciating environment.

1 For more information on contango and backwardation please see Commodity ETPs Are Expose

d To Futures Contracts Not The Physical Spot. Why Does It Matter?, May 2020

2 https://www.cpc.ncep.noaa.gov/products/predictions/long_range/leadl4
3 https://www.cpc.ncep.noaa.gov/products/predictions/long_range/seasonal.php?lead=1
Especially after supply shocks Tike in April 2020

See An age of unprecedented oil volatility, March 2020

For more information on contango and backwardation please see Commodity ETPs Are Expose
d To Futures Contracts Not The Physical Spot. Why Does It Matter?, May 2020

7

In January 2020, net speculative positioning on the US Dollar were the most short since
2007 (The commitments of Traders report by the Commodity Futures Trading Commission).

Related blogs

+ OPEC overcomes Mexican standoff again and extends cuts
+ Earlier OPEC meeting sets stage for production cut extension

View the online version of this article here.
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Important Information

Marketing communications issued in the European Economic Area (“EEA”): This
document has been issued and approved by WisdomTree Ireland Limited, which is authorised
and regulated by the Central Bank of Ireland.

Marketing communications dssued in jurisdictions outside of the EEA: This
document has been qissued and approved by WisdomTree UK Limited, which 1is authorised and
regulated by the uUnited Kingdom Financial Conduct Authority.

wisdomTree 1Ireland Limited and WwisdomTree UK Limited are each referred to as
“WisdomTree” (as applicable). our conflicts of Interest Policy and Inventory are
available on request.

For professional clients only. The information contained in this document is for
your general information only and 1is neither an offer for sale nor a
solicitation of an offer to buy securities or shares. This document should not
be used as the basis for any investment decision. Investments may go up or down
in value and you may lose some or all of the amount invested. Past performance
is not necessarily a guide to future performance. Any decision to invest should
be based on the information contained in the appropriate prospectus and after
seeking independent investment, tax and legal advice.

The application of regulations and tax 1laws can often lead to a number of
different interpretations. Any views or opinions expressed in this communication
represent the views of wisdomTree and should not be construed as regulatory, tax
or Tlegal advice. WisdomTree makes no warranty or representation as to the
accuracy of any of the views or opinions expressed in this communication. Any
decision to invest should be based on the information contained 1in the
appropriate prospectus and after seeking independent investment, tax and Tlegal
advice.

This document is not, and under no circumstances is to be construed as, an advertisement
or any other step in furtherance of a public offering of shares or securities in the
United States or any province or territory thereof. Neither this document nor any copy
hereof should be taken, transmitted or distributed (directly or 1indirectly) into the
United States.

Although wisdomTree endeavours to ensure the accuracy of the content 1in this document,
wisdomTree does not warrant or guarantee its accuracy or correctness. Where wisdomTree
has expressed its own opinions related to product or market activity, these views may
change. Neither wisdomTree, nor any affiliate, nor any of their respective officers,
directors, partners, or employees accepts any liability whatsoever for any direct or
consequential Toss arising from any use of this document or its contents.
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