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Volatility is back in risk asset markets, at least for the time being. There is no one single factor to explain the wild
intraday gyrations in major stock indexes, all of which are experiencing a pullback of varying magnitudes from their
high water marks. Europe’s economic woes, growing fears about the spread of Ebola and the usual geopolitical
flash points all figure into the mix. But one market that is now solidly in bear county is crude oil. Brent crude, a key
benchmark oil futures contract, has fallen from a late June peak of $115 to just over $90 as of yesterday’s close.
That’s a fall of more than 20% and, as the chart below shows, its lowest level in more than three years.
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Shale Fever: The Supply Equation

Oil prices, like any commaodity, are driven by supply and demand. Arguably the biggest development on the supply
side is the dramatic increase in U.S. domestic oil production, fueled by the boom in shale oil extraction. Domestic
production is estimated to be around 8.9 million barrels a day (mm/bbd), an output level very close to that of
longstanding production king Saudi Arabia. Imports now account for just 14% of our total oil consumption, down
from about 60% in 2005. As U.S. demand for imported oil has slowed, foreign producers have had to find other
markets. OPEC countries, Russia and Latin American producers are furiously competing with each other for market
share. That means cutting prices; the OPEC cartel’s storied ability to micromanage and dictate world crude prices is
a long distant memory.
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Sluggish in Shanghai: The Demand Equation

Unfortunately for the oil producers, their attempts to increase share in non-U.S. consumer markets come at a time
when demand is sluggish. GDP growth is flat or negative in Europe and Japan, and slow relative to historical norms
in China, the most important market for most major commodities. Analysts estimate that 1Q 2015 global demand
for OPEC oil reflects about a 2.5 mm/bbd surplus from the cartel’s current production levels. Last week Saudi
Arabia lowered its official prices to key Asian customers. Fears of continuing price wars are weighing heavily on the
prices of oil producer stocks, which are strongly underperforming the broader equity market.

This Too Will Pass

As dire as conditions look at present, they cannot last forever. The profitability of oil production is directly linked to
the price at which it can be sold. Consider the U.S. shale oil boom. Extracting oil from shale formations requires
nontraditional techniques, such as horizontal drilling, which are costlier than drilling in conventional wells. If oil
prices fall much further, fewer producers will keep drilling. That will reduce supply, which in turn will impel prices
higher. And OPEC, despite its reduced leverage today on world markets compared to the salad days of the 1970s, is
still able to coordinate and reduce output if price levels get too extreme. We're not likely to see a return to
$50/bbl oil. But prices may have a hard time breaking out too much above $100 for sustained periods of time.

Oh, and how is this all affecting prices at the pump? By less than you might think: average gas prices in the U.S.
have fallen about 11% since their June peaks, and much of that is seasonal. Refining and distribution economics
are entirely different from exploration and production, giving us less relief at the pump than we would want.
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Investment Advisory Services offered through MV Capital Management, Inc., a Registered Investment Advisor. MV Financial
Group, Inc. and MV Capital Management, Inc. are independently owned and operated.

Please remember that past performance may not be indicative of future results. Different types of investments involve varying
degrees of risk, and there can be no assurance that the future performance of any specific investment, investment strategy, or
product (including the investments and/or investment strategies recommended or undertaken by MV Capital Management,
Inc.), or any non-investment related content, made reference to directly or indirectly in this newsletter will be profitable, equal
any corresponding indicated historical performance level(s), be suitable for your portfolio or individual situation, or prove
successful. Due to various factors, including changing market conditions and/or applicable laws, the content may no longer be
reflective of current opinions or positions. Moreover, you should not assume that any discussion or information contained in
this newsletter serves as the receipt of, or as a substitute for, personalized investment advice from MV Capital Management,
Inc. To the extent that a reader has any questions regarding the applicability of any specific issue discussed above to his/her
individual situation, he/she is encouraged to consult with the professional advisor of his/her choosing. MV Capital
Management, Inc. is neither a law firm nor a certified public accounting firm and no portion of the newsletter content should
be construed as legal or accounting advice. A copy of the MV Capital Management, Inc.’s current written disclosure statement
discussing our advisory services and fees is available for review upon request.

MVCM 2014 0080 Page 2 of 2
DOFU: October 2014



