Big Oil’s terrible day: Bond market (lack of) reactions

Ulf Erlandsson’, Nona Alexander”™

The Financial Times Energy Source newsletter called it “Big Oil’s Terrible, Horrible, No Good, Very
Bad Day.” The core events of May 25" were a successful challenge to Exxon management to place
more climate aligned representatives on the board, Shell losing a court case in the Netherlands
and forced toward sharp CO2 reduction targets, Chevron’s board losing out versus a climate
activist proposal, and Total seeing off another climate proposal. Market observations:

The companies’ equities underperformed by 2-4.5% versus indexes. Most noticeable was
Shell with the main underperformance after the Wednesday court ruling.
Fixed income did almost nothing, in terms of outright spreads as well as curve shapes. If we
really trust the data - a clear if - we can say that Shell outperformed in CDS, ca. -2.5bp over
the week, and -2bp on 30yr cash bonds. Exxon 30y bonds widened +4bp and its 5s30s curve

steepened roughly the same amount.

We find the relatively small reactions - they border on statistical noise - in bond space intriguing.
For actionable ideas, we opine that investors should underweight Shell long-dated USD bonds.
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CDS beta adjusted vs CDS index performance:
Shell outperforms
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Long-dated bond spreads barely moved, Exxon wider
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Cash credit curves mostly unchanged, Exxon steeper
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Anthropocene Fixed Income Institute. Not investment advice. This version 1 June 2021.
Important disclaimers at the end of the document and at -www.anthropocenefii.org.
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Further comments

We see a couple of different potential arguments for the (lack of) action in credit relative to
equities around last week, in general and for the Shell bonds specifically.

= Fixed income had already repriced following

the IEA report the week prior, or through other A e Ez
means. However, a closer look at the data v “\ . 135
does not support this. E.g. 30yr Shell paper* \I\‘. . [NV lfo
tightened from around 120-125bp to 117bp in "I\‘ ST SN iz

a fairly linear trend over the month of May. '\,.f‘,,’l L

110

= Fixed income investors do not believe these 105
new company trajectories are credible, and/or 100
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will not affect credit quality even in the long-
run. But it is hard to see why Shell equity would sell off and why it would not affect credit
valuations on the very long end.

* Fixed income investors might buy Shell bonds on the back of “oil bond of last resort.” This
argument goes as follows: given the exogenous constraints on CO2 emissions thrust upon

Shell, it may be the only investable oil major for climate aligned investors out there. Hence,

the company could see an inflow of investors. But the question arises why the equity
market should not see the same dynamic? The equity sell-off and the Shell tightening does
seem counterintuitive in this context.

= Fixed income investors are not aware, or care, about these new developments. When
reviewing the top holders of the long dated Shell benchmark 30yr paper, the traditional
investors such as PIMCO, Vanguard, Wamco, BlackRock, AXA Life Insurance, Capital Group,

Manulife, conglomerates of US Insurance companies and Fidelity form a core group owning

more than 20% of the outstanding bonds.? It is not, according to AFII’s experience,
completely improbable that these investors are ignoring the Dutch court ruling right now.

Is this a trading opportunity?

The court ruling “against” Shell superficially increases long-term risks for the company, as
reflected in the negative move on the equity side. We believe, however, it is a credit supportive
factor for the company in the longer run as it will be forced to start with a proper energy transition
strategy ahead of others. But in the short term, this is likely to be swamped by negative valuation
implications, for example by rating downgrades due to deteriorating credit metrics when
rebuilding the business model.? Hence, we believe benchmarked investors should consider
underweighting long-dated Shell bonds in their portfolios as this revaluation plays out. Please
contact the AFIl team for further ideas in that capital structure.

!We have used the RDSALN $3.25 04/50 bond (ISIN: US822582CH36) as “Shell 30yr” benchmark.

2 This refers to the RDSALN $3.25 04/50 but a similar ownership structure is also present in other long-date
bonds such as the RDSALN $3.125 11/49. There is also a long-dated GBP bond RDSALN £1.75 09/52 which
widened marginally during the week.

3 Few business models can be as strong as the traditional oil major model, where private revenues are
generated from extraction and the negative externalities from emissions are socialised. We believe it is
unlikely that any renewable energy model can ever become as beneficial as there are much less of negative
externalities to implicitly profit from.
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We note that there is fairly strong historical relationships between equity momentum and credit
spreads that can be used for positioning purposes, cf. “Alpha generation in volatile times”*. If the
negative momentum around oil names vs the markets holds up, this would suggest a potential for
bond spread catch-up in the intermediate term.
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IMPORTANT DISCLAIMER:

This report is for information and educational purposes only. The Anthropocene Fixed Income
Institute (‘AFII’) does not provide tax, legal, investment or accounting advice. This report is not
intended to provide, and should not be relied on for, tax, legal, investment or accounting advice.
Nothing in this report is intended as investment advice, as an offer or solicitation of an offer to buy
orsell, or as a recommendation, endorsement, or sponsorship of any security, company, or fund.
AFll is not responsible for any investment decision made by you. You are responsible for your own
investment research and investment decisions. This report is not meant as a general guide to
investing, nor as a source of any specific investment recommendation. Unless attributed to others,
any opinions expressed are our current opinions only. Certain information presented may have
been provided by third parties. AFll believes that such third-party information is reliable, and has
checked public records to verify it wherever possible, but does not guarantee its accuracy,
timeliness or completeness; and it is subject to change without notice.

The Anthropocene Fixed Income Institute is a non-profit organization “to monitor, advocate for
and influence the impact of the fixed income and bond markets in the age of human induced
climate change.” For more information about the Institute, please visit wwww.anthropocenefii.org
or follow us using the hashtag #anthropocenefii.
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