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April 2, 2018
Dear Limited Partners,
You are undoubtedly, unquestionably, and unequivocally wrong, and by “you” we mean the legions of
Wall Street analysts and market pundits out there who believe that oil prices will reach $70/barrel and
stop. It won’t even be close. You’ve rationalized that because oil inventories are at the 5-year average it
means the market is balanced, and you’ve romanticized that technology in the shale patch can be the new
Atlas supporting global oil supplies. Both are complete fallacies. You had predicted that inventories
would build during these winter months like normal and gradually draw down throughout the year, but the
winter build never materialized and in fact inventories fell.
We’ve seen it for two years now, and what started as a vague notion of an impending energy crisis has
now been thrown into sharp relief. For years lower for longer has been touted as inextricably linked, but
it’s turning out to be antithetical. Lower has historically stifled production and spurred demand, and it’s
proving no different amidst today’s cycle. If trends hold, 2018 global inventory draws will outpace last
years historic fall and cascade lower.
What’s coming around the corner for energy and energy prices will soon disrupt and then dictate the day’s
conversation. What’s neglected will command attention and what’s forsaken will be coveted. The world
has failed to invest in long-lead oil development projects and the repercussions of that collective failure is
now playing out. We believe the coming energy shortage will result in one of the greatest challenges
facing our global economy in the coming years, but also one of the greatest investment opportunities in
our lifetimes, and as each day passes that conviction grows.
Our Q1
Our portfolio weathered a volatile market in the first quarter as the S&P 500 see-sawed between large
gains and declines. In the first two weeks of January our portfolio was up over 20% from the year-end,
but the subsequent downturn in February and March meant we rode a market downdraft that ended in the
results you see below.

Date
January 1 – March 31

Open Square Fund I
Performance YTD*

S&P 500
Performance YTD

Outperformance /
(Underperformance)

(7.03)%

(0.76)%

(6.27)%

* Net of fees.

Yet, it matters not. Let’s be clear, we care about performance, but right now stock performance is the tail.
We’re much more focused on the dog, and neither our Q1 performance nor any recent events suggests we
should abandon our thesis. We’ve been right about supplies underwhelming, demand strengthening and
inventories plummeting. We’ve been right about the motivations and actions of OPEC and Non-OPEC
members and we’ve been right about US investors forcing US shale producers to exercise restraint.
Today we are simply watching our thesis unfold.

Simple Truths
Take a look at the global oil “surplus” below. Since our last letter, inventory declines have persisted and
because non-US data lags by two months, we’ve again appended the most recent US data to show you the
recent trends. At the beginning of the year, nearly all of the world’s oil surplus remained in the US, but
by the end of Q1, the surplus has evaporated. With the added US information, we project that when the
IEA updates its Q1 global data in May, global oil stocks will almost certainly show the early stages of an
inventory shortage.

Here’s our recent snapshot of US crude inventories, which again have now dipped into a deficit compared
to the 5-year average. We’ve completely eliminated the excess inventories that’s taken a shale revolution
years to accumulate . . . in 12 months.

Notice the blue line? That’s oil prices increasing by over 40% since June as US inventories have dipped
below the 5-year average.
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None of this happens in a vacuum. Insufficient investments in upstream oil production coupled with
synchronized global growth spurred on by lower oil prices have whittled away our global inventory
buffer. Once demand recovers post-winter, oil prices will bear the brunt of the global shortsightedness.
In other words, we see little to forestall this outcome. The coming oil shortage is akin to how Jeff Bezos
describes Amazon’s quarterly results. He states
“When somebody . . . congratulates Amazon on a good quarter . . . I say thank you. But
what I’m thinking to myself is . . . those quarterly results were actually pretty much fully
baked about 3 years ago.”
You reap what you sow, and what we’re witnessing today is the result of 2-3 years of underinvestment.
Producers are now balking at increasing production in today’s price environment, whether for political
reasons (i.e., Russia / Saudi Arabia / OPEC), economic (i.e., Venezuela’s decline or shareholders
demanding lower growth and higher returns), or both. Not that it would matter at this stage because the
die is cast given the lag between ramping production and final delivery. After last year’s draws, we’re
already in a “balanced” market and here on out, we’re in a shortage.
In the first quarter of the year, oil inventories typically build as crude demand falls while refineries
undergo maintenance. Refineries then work-off the excess throughout the year as demand recovers. This
year, oil inventories drew counter-seasonally, which portends to even stronger inventory draws when
refineries come back online. What will this shortage look like in the coming months? The energy
research firm HFIR projects this for US crude inventories:

Now forecasts are as much art as science so take the above with a grain of salt, but don’t over-season your
dish because the general direction is what’s important. We largely agree because we had previously noted
that if our supply/demand models were running true then Q1 inventories would stay flat. They have,
which means further draws are assured at this point. The only thing left to answer is the severity of the
draws. Lastly, if we extrapolate the US projections above to global inventories, the shortage will be as
acute outside of the US.1 Okay you say, we get it, yet you’re still wondering why hasn’t the portfolio

1

Note we haven’t even priced in any geopolitical risks, which would likely add to the risks of higher oil prices.
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inflected. Moreover, if we’re underperforming, then why are we still in this thesis because either the
market doesn’t see it or it doesn’t care. Well let’s try to answer those questions below.
Misdirection
The market isn’t dumb. It isn’t inefficient and it often isn’t wrong in the long-run, but in the short-run it
can be willfully ignorant. Our society is rife with this attitude today because no one has time for deeper
thinking. The loudest voices now garner the most attention and notoriety has supplanted intellectual
credibility in social value. It’s all about the tweets and the likes, followed by the quick takes, glib
comments, and flippant one-liners. Today there seems to be a push towards abdicating sound judgement
and long-term perspective for ease, simplicity, and the now. Detailed analysis is rejected as too time
consuming; five bullet points are what we want because it has to be easy to be understandable. Case in
point the recent debate over whether increasing tweets from 140 to 280 characters max would ruin
Twitter; apparently double the “insights” halves the fun.
The financial industry isn’t immune to this because we see Jim Cramer on one side of the spectrum and
Bogleheads/index investors on the other. A five second blurb from Cramer coupled with button-mashing
orchestra of sound affects can’t be right, can it? On the other hand we have index investing, akin to
shopping and buying everything on the same grocery list every month. In fact, the list says that the more
expensive the item, the more of it you should buy. You wouldn’t do that in your daily life, but it’s now de
rigueur in your financial life. Saving 1% on fees can’t be more important than buying wisely can it?
With the undercurrent of index investing, price discovery is left by the way side. The larger companies
now garner the most investments, driving prices higher, which in turn draws even more investments, and
so on. A financial flywheel if there ever was one, giving larger tech stocks a tailwind to outperform. For
the remaining active fund managers struggling to match their benchmarks, they’re forced into crowded
trades, overweighting the heavier tech names to juice lagging returns. This FOMO peloton (fear of
missing out) soon morphs into a MOMO mob (momentum investing), and once MOMO dominates, the
narrative controls. MOMO means stock prices can decouple from fundamentals because the rise or fall is
based on group think and investor sentiment. A stock’s “story” takes over, and today’s social media
platforms are the perfect mediums to spread the good word. Don’t worry if you don’t like what you’re
hearing because the staccato of tweets means another more palatable narrative is coming shortly.
The hyper-focus on a few stocks inevitably skews the allocation of capital. It pulls investment dollars
from everything else, which means other investments will garner less attention and capital. Furthermore,
it means that the market will shun investment themes that are harder to understand and more difficult to
explain.
Energy stocks certainly face their own headwinds, but the above neglect exacerbates the downward
pressure. Just as MOMO works on the upside, it can work on the downside as negative sentiment can
drive prices below the fundamental floor. Yet, it’s important to remember that the corollary of overvalued
MOMO driven stocks is MOMO driven undervalued stocks. The multiple compression/expansion (i.e.,
what discount or premium another investor is willing to pay for your stock) is just a continuum. It may
sink to the depths or soar to the sky, but over time its tethered to fundamentals.
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Willful ignorance can last only so long when the very item short is a basic commodity. We need oil. If
inventory data continues to show declines, then prices must rise to encourage new supplies and dampen
demand. As it does our companies will earn more and their fundamentals will improve. They’ll then
shed the negative sentiment and gain a tailwind of improving investor perception. Higher valuations can
beget higher valuations and FOMO and MOMO can return to a long-dormant sector.
Our energy investments will eventually rise not because we’re optimists or better bards, they’ll rise
because improving fundamentals will compel market participants to take notice. Once they notice,
investor psychology will compel them to participate. Let’s use California Resources Corporation
(“CRC”) as a specific example.
House Hunting
As we noted in our Q2 2017 letter, our oil companies are admittedly call options on higher oil prices,
some levered more than others, but all spread apart geographically, drilling for different types of oil in
different plays and regions. We could certainly use anyone of our other names, Whiting Petroleum, Gear
Energy, Centennial Resource Development, etc., but the affects of leverage are the same, it’s merely the
size of that leverage imbedded within each company.
Leverage comes in two forms, operational and financial, and the higher the oil price, the greater the
economic impact of both. Let’s take operational leverage first. Using CRC’s mid-point guidance for
2018 and an assumed $62/barrel average realized price, we calculate that CRC will break-even on a free
cash flow basis (i.e., no cash flow for shareholders).2
If, however, oil prices rise to $72/barrel, almost all of the additional revenue falls to the bottom-line
because costs wouldn’t rise at the same rate. Free cash flow increases by approximately $225M. For our
calculations, we’re even assuming zero production growth and increasing expenses by 10% to account for
service cost inflation. What about $82/barrel? . . . $525M in free cash flow. Divide that by 46M shares
outstanding, and CRC will generate almost $12/share in cash per year. . . for a stock trading at $17/share.
Now remember free cash flow is truly free. It’s what’s left for us common shareholders after long-term
investments have been made (e.g., capex) and other investors have been paid (e.g., bondholders and
preferred shareholders).
You may ask hold on, that’s operating leverage, what about financial leverage? Sure if oil prices rise, oil
companies will make a ton, but can CRC survive with so much debt? There’s almost $4.9B of debt in this
company, $4.5B if we net out the $0.4B of cash, so doesn’t CRC run the risk of insolvency? While true,
2 Assuming

$2.75 per mcf for natural gas and NGL realizations at 62% to Brent.
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as we’ve previously said, it’s not just the sheer magnitude of the debt that matters, but the cadence of the
debt’s maturity; meaning how long will CRC have before it must repay or refinance its debt? The longer
it has, the more time it has to wait for higher oil prices. In this case, CRC’s debt profile has improved
dramatically over the past year.

CRC recently refinanced its debt and pushed off significant maturities until 2021 when $1B of debt will
come due. Although $3.55B will come due in late-2022, CRC should be able to use its higher cash flows
to refinance the loans if oil prices improve in the next few years.
If the above sounds confusing, we can analogize our CRC investment this way. To summarize, CRC is a
company whose total enterprise value is approximately $5.3B, comprised of $4.5B of net debt and $0.8B
of equity, generating zero free cash flow at $62/barrel oil. That’s a bit like an investor buying into a rental
property for $530,000 with an $80,000 down payment, which only breaks-even today after all expenses
are paid.
Not a great investment, but what if this property sits in a “gentrifying” Bay Area neighborhood who’s
population and thirst for housing keeps climbing? Soon the demand for housing will outstrip supplies and
we all know what happens to rents when housing supplies tighten. We may break-even on our property
today (@ $62/barrel), but what if in a year that property returns $25K a year (@ $72/barrel) and then
$53K a year (@ $82/barrel)? What would that property be worth then? More importantly, how much
more would another investor be willing to pay for your $80K interest in the property if they can receive
$53K a year? Multiples more. Not to mention the added premium when multiple investors clamor for the
same house.
Thus, if the market believes that rising oil prices are here to stay and CRC’s increased cash flows are
sustainable, the underlying stock will almost certainly rise based on fundamentals alone, thereafter
increasing investor demand means the stock should rerate. We know this because if there is one thing the
market hates more than excess returns, it’s the investors earning those returns. So when oil prices and the
cash flows of our companies inflect, energy investors will find their shares bid up by a market suddenly
wanting a taste.
So that takes us back to our portfolio. Our mantra has consistently been “focus on what matters, focus on
inventories.” Our companies are price takers not price setters, and fundamentally the market will price oil
based on supply, demand and inventory levels. As inventories tighten in 2018, we believe rising oil prices
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will cure all of our stocks’ ails. What matters in the larger picture isn’t the day-to-day fluctuations of our
portfolio, what matters is the world driving itself into an oil shortage.
Parting Thoughts
In the meantime, we’ll include an excerpt of a recent article we wrote that touched upon how to think
about our oil investments today vs. increasing oil prices. It includes some of the themes touched on
above, but we think it bears repeating:
“We see a lot of hand-wringing lately and baggy eyes. Tired energy bulls with tired
portfolios, people who are crying in unison. What just happened? How did an incredible
December and January turn into a frightening February? Why aren’t our stocks moving
higher when the bulk of the oil data is telling us that the oil glut is disappearing (or has
disappeared), or that our companies are posting “great” earnings results and paying at
least lip service to shareholder returns? Why have the market gods forsaken oil bulls?
Amidst the pleas and rhetorical questions, we have to chuckle - not because we enjoy
watching the consternation and psychological pain of other investors, but because we
believe this is the process. This is one of the most challenging parts of being a contrarian
investor; having to personally reconcile what you see in the fundamental data with what
you’re seeing in your portfolios. That chasm can not only confound, but most importantly
it can frustrate and tax investors because it’s the difference between your expectations
and reality. When those two don't meet, pain always follows . . . .
Collectively, the market currently believes that energy is an uninvestable sector. We could
show you charts, but what’s the point when we know it accounts for one of the smallest %
of all time in the S&P . . . . Why even bother with a dying industry like fossil fuels when
obviously, electric vehicles and renewable energy will eventually displace such backward
energy sources? Hence investors stubbornly refuse to even consider it.
That intransigence, perhaps even caused by earlier traumatic portfolio losses, isn’t easy
to overcome, and can’t be in today’s environment. E&P stocks and their earnings have to
be compelling before they become compelling, meaning there’s nothing magical about
$60/barrel. Who told you that $60/barrel was the magical price that would sprinkle gobs
of free cash flow on our beleaguered oil companies? It’s just not true. Those $60/barrel
bulls are just as wrong as those who claimed that $45/barrel was the shale break-even
price.
It’s not, and it wasn’t. $60/barrel oil is really subsistence living. It’s the minimum daily
caloric intake for most E&Ps, nothing more and nothing less. When you ripple $60/barrel
through various E&P financial models, it’s akin to getting those calories by eating
oatmeal; you may be full, but certainly not fulfilled . . . you survive but never thrive, and
no investor is willing to take market risks on an industry that just “maintains.”
So what does THIS mean?? Are we really doomed to wander this forest of lackluster
performance and value traps? No, no because as they said in the Matrix, there is no
spoon. $60/barrel is an illusion. It’s a way station on our journey to higher oil prices. It’s
where we’re hibernating for the winter, but it’s by no means where we stop.
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We’ve said all along that oil won’t stay at $40/barrel (few people believed), then we said
it won’t be at $45, $50, $55, and now $60 (and still few people believed), but it doesn’t
matter. It doesn’t matter what the investment community believes right now, nor that we
think oil prices should already be at $70-80/barrel today . . . . What really matters is that
oil is heading higher whether you believe it or not, and as it continues its climb, our
caravan will begin to attract attention. As we cross from $60-65/barrel on higher we
cross from the current “zombie company thesis” to “whoa that’s what operating leverage
looks like thesis.”
It’s only then, when we cross that threshold in price and continue higher will investors be
forced to recalibrate their models with... wait for it... higher oil prices, to finally see that
magical free cash flow rain down like manna from the heavens. When they do, they’ll
finally grab their buckets to get their fill, only to see us standing there already.
So worry oil bulls if you must, but do so rationally and in a measured way. Stay the
course and stay patient . . . your time will come.”
As always thank you for investing and please let us know if we can explain any of our ideas above in
more detail.
Sincerely,

!
Nelson Wu
Managing Director
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