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Energy
OPEC's volume game

• OPEC's production quota of 30mbpd is likely to remain
unchanged at the upcoming ordinary meeting on 5 June,
with effective production staying elevated at around 30.6–
31mbpd on average in 2015.

• While oil demand surprised positively in 1Q15, supply grew
even more strongly. That said, with non-OPEC supply growth
likely to slow down following aggressive capex cuts, and with
demand likely to remain strong, we expect the oil market to
rebalance steadily over the coming quarters.

• Our 12-month forecasts remain unchanged at USD 72/bbl
for Brent and USD 67/bbl for WTI. The risk to our base case
comes from the framework agreement between Iran and key
world powers, which could delay our expected price recovery
into 2016.

• For direct investment in crude oil, we prefer to remain on the
sidelines and wait for lower price levels (Brent at or below
USD 55/bbl) before taking any long positions, considering the
high volatility and exposure to roll costs.

Giovanni Staunovo, analyst, UBS AG

Dominic Schnider, analyst, CFA, CAIA, UBS AG

Wayne Gordon, analyst, UBS AG

Table 1: Energy commodity preferences

Most preferred Least preferred

Commodity Tenor Commodity Tenor

Thermal Coal 3-month

Source: UBS, as of 1 June 2015

Market review
The energy sector delivered a negative performance in May, down
by around 2% on a total return basis, driven primarily by US natural
gas (–4%). The natural gas rally that started in late April, which
brought prices temporarily above USD 3/mmbtu, has unwound
as the latest weekly storage report for the end of May showed
injections exceeding expectations. The strong inventory buildup was
largely due to the return of nuclear power generation capacity from
maintenance and higher Canadian imports.

On the oil side, the performance was rather mixed. WTI crude
oil and gasoline prices went up by 1.1% and 0.6%, respectively,
while Brent fell 1.8% and heating oil 1.4%. The rise in oil prices
from mid-March to early May came to a standstill in light of a
stronger US dollar, a reduction in net-long speculative positions,
and news that at current prices US shale frackers could increase
drilling activity again. The prospect of an influx of Iraqi oil exports
in June and the number of still-unsold West African oil cargoes
had a disproportionate impact on Brent relative to WTI last month.
Moreover, WTI benefited from production outages in Canada. US
gasoline prices benefited from strongly falling inventories ahead of
the start of the driving season, indicating strong demand. That said,
the strong weekly gasoline demand might have been overstated
due to a likely jump in pre-Memorial Day deliveries. Turning to
thermal coal, benchmark prices in Asia (Newcastle) fell back to USD
60/t with weakening demand. Chinese thermal coal prices bounced
month-on-month, but are still 22% lower than a year ago in April.

Fig. 1: Performance of energy commodities
Spot returns in USD
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OPEC's volume game
Six months have passed since the historic 166th OPEC meeting,
when the group refused to remove surplus barrels from an oversup-
plied market, sending crude oil prices tumbling. This Friday, OPEC
producers will reconvene in Vienna for their 167th ordinary meeting.
We expect the production quota to be kept unchanged at 30mbpd,
in line with market consensus. A unanimous decision required to
alter the quota is unlikely, in our view, given the different interests
of OPEC members. On one hand, the financially weaker members
such as Venezuela, Ecuador and Nigeria may once again opt for a
cut; on the other hand, members from the Middle East will likely
focus on keeping or increasing production. Rising drilling activity in
Saudi Arabia, Kuwait and the UAE signals to us that production in
this region will stay elevated. In Saudi Arabia alone, active oil rigs
rose to a record number of 81 in April, and production was at a
multi-year high above 10mpbd. With Iraq aiming to ramp up oil
exports to a new record in June, regional production looks set to
grow further.

The big wild card for OPEC output and a source of even more
supply is Iran. A nuclear deal between Iran and the international
community, working toward an end-of-June deadline, could result
in an increase in Iranian oil production by around 0.5–0.8mbpd late
this year or early next year. Currently, we assign a 50% probability
for a deal being reached.

For now, we expect OPEC production to be around 30.6–31mbpd
on average in 2015, considerably above the official production
quota. With OPEC no longer acting as a cartel producer, OPEC is
likely to continue to focus on a volume- rather than revenue-max-
imizing strategy.

Non-OPEC supply and demand adjusting
The sharp drop in crude oil prices has triggered a response from
non-OPEC demand and supply. Oil demand grew strongly in 1Q15,
likely up by almost 1.6mbpd year-on-year, but the growth was quite
uneven, rising in the US, India, China and Europe, while falling in oil-
producing countries such as Russia, Brazil and parts of the Middle
East. While demand is likely to stay strong over the coming months,
we expect the growth rate to slow down. Abating temporary effects
(such as the colder European winter this year compared to last year),
combined with higher prices and strong demand in the second half
of last year, should reduce the year-on-year growth rate in 2H15. We
now expect oil demand to rise by 1.3mbpd in 2015 versus 0.8mbpd
in 2014 (previously 1.2mbpd and 0.9mbpd, respectively.)

On the supply side, growth from non-OPEC countries was robust
in 1Q15, up by almost 2.3mbpd y/y. US liquids production proved
more resilient than expected, up by 1.7mbpd y/y (crude up by
1.3mbpd y/y), despite the sharp cut in the number of oil rigs. That
said, we expect non-OPEC supply growth to slow down this year to
0.8-0.9mbpd and next year to 0.2–0.3mbpd. Production declines
from old shale basins in the US and the announced capex cuts
of around 20–25% globally versus 2014 (North America: 30%;
outside North America: 15–20%) mean that several projects, pri-
marily oil sands and deep water, may be slowed down, postponed
or canceled.

Fig. 2: The rise in oil prices from mid-March to
early May has lost momentum
Values in USD/bbl
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Fig. 3: Several oil producers from the Middle
East have increased output in recent months
Values are in million barrels per day
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Fig. 4: Despite the plunge in number of oil-
directed rigs, US crude oil production has
moved higher
US crude oil production should stabilize at an ele-
vated level in mid-2015
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Considering that oil demand will probably rise on average by around
1.2-1.3mbpd in coming years, stronger non-OPEC supply growth
would once again be required to balance the market in 2017. Price
levels around USD 72/bbl for Brent and USD 67/bbl for WTI in
12 months should sufficiently incentivize oil producers (primarily
in the US, but also in South America) to pursue long-term supply
expansion plans to meet rising oil demand. For US shale producers,
falling production costs of rigs and equipment should allow them
to drill profitably at these levels in the future. From an investment
standpoint, considering volatility of 30–50% and roll-yield costs in
the high single-digits at present, we would wait for temporary price
setbacks to USD 55/bbl for Brent before considering building up any
long positions. Roll yields have already cost investors 9% in perfor-
mance this year.

Fig. 5: Roll yields have already cost investors 9%
in performance this year
Brent/WTI total return refers to the Bloomberg Brent/
WTI Crude Total Return Index
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Individual commodity views

Investment Thesis Items to watch

Brent crude oil
Signs of a slowdown in US production remain relatively tentative, with March data showing US crude
output up by almost 1.3mbpd y/y to 9.53mbpd. That said, with US oil rigs down by 60% since the peak
in October, and given high rates of production declines from old shale wells, we expect US production
to stall in 2H15 compared to 2Q15. We also expect muted production growth from high-cost projects
next year, notably oil sands and deep water. These projects should bear the brunt of the 20- 25% cut in
capital spending announced by large oil firms compared to 2014, slowing global supply growth further
in 2016. We expect non-OPEC supply growth to come in at 0.2- 0.3mbpd y/y. With oil demand
expected to rise on average by 1.2-1.3mbpd annually over the coming years, supply needs to rise more
strongly from 2017 onwards. We believe a Brent price of around USD 72/bbl in 12 months should
incentivize oil producers to pursue long-term supply expansion plans to meet rising oil demand. A risk
to our base case comes from the framework agreement between Iran and key world powers.
Additional Iranian oil could delay our expected price recovery over the next 12 months.

- Non-OPEC (US) supply
growth and global demand
growth
- Change in OECD industry
stocks
- Level of unexpected
production outages
- OPEC meetings and OPEC
production changes

WTI crude oil
As long as US crude oil export restrictions remain in place, we believe an average WTI discount versus
Brent of around USD 5/bbl is required. Such a level should leave US refineries with healthy margins
compared to their European peers, and keep their refinery runs above the five-year average, resulting in
increased demand for cheaper local crude at the expense of imports. At the same time, such a spread
should motivate ample US exports of crude oil products. With US refinery runs expected to reach a new
record high over the coming months, the spread between Brent and WTI could temporarily stabilize
below the USD 5/bbl mark. The spread might also compress should the US Congress decide to amend
crude export restrictions (e.g., via light-for-heavy crude swaps) at some point in 2015. In such a case,
the Brent-WTI spread could stay around USD 3/bbl or lower. That said, once US refineries move into
maintenance this autumn, the spread should increase again to reduce oil imports. Our 12-month WTI
forecast stands at USD 67/bbl.

- US refinery dynamics
- US oil production, import
and crude stock dynamics
- Potential changes to US
export rules on crude oil

US natural gas
Robust natural gas production growth in the US is likely to keep the US market well supplied in the
short run. We expect onshore production to increase by around 3.5bcf/d (+4.4%) this year, with strong
gains of around 5bcf/d early in the year. That said, supply momentum is likely to fade in the second half
of the year due to lower drilling activity and less associated-gas production. The slowdown in supply
growth, along with stronger demand from power users switching from coal to gas due to depressed
natural gas prices, higher industrial use (+0.9 bcf/d), and rising gas exports (to Mexico and via LNG) sets
the stage for prices to trough at the end of 2Q15 or early 3Q15. As such, we expect the US natural gas
price to trade at USD 3.1/mmbtu in 12 months. From a timing perspective, we have yet to get a signal
to go long the commodity. Roll yield costs of more than 10% over the next six months need to be
considered as well.

- Production in key shale gas
fields (Marcellus, Utica)
- Negative production
spillover from lower drilling
activity in oil rigs
- Power generation demand
and exports

Thermal coal (Least preferred, three-month)
The price outlook for Asian benchmark coal (Newcastle) remains unexciting over a 12-month horizon.
Weak Chinese coal demand is likely to bring prices down again to USD 55/t during 2H15. Chinese
thermal coal uptake from the seaborne market was down by more than 40% y/y in the first four
months of 2015 and the near- term outlook remains gloomy. Besides the slump in economic growth,
efforts to reduce air pollution should set stricter standards for utilities, resulting in a considerable
decline in Chinese coal imports this year. While Chinese demand should remain soft, we see stronger
thermal coal offtake from India. We target an increase of 10m tons or 6% y/y in 2015. Firmer Indian
demand may act as a price buffer but should not turn the tide for the overall seaborne thermal coal
market in the near term. On the supply side, coal production should remain upbeat this year, with
renewed weakness in producer currencies (like the AUD) delaying larger supply adjustments. We believe
this should leave the thermal coal market (seaborne) with an excess supply of around 1.5% of annual
demand in 2015. For 2016, with prices trading into the cost curve of supply, and supply adjustments
likely becoming visible, we expect a more balanced market and Asian benchmark prices (Newcastle) to
trade at USD 65/t in 12 months.

- New regulations in China
and India and their impact
on imports
- Production cuts in Australia
- Values of the Australian
dollar, Indian rupee, and
South African rand

Source: UBS, as of 1 June 2015
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Individual commodity prices

Brent Crude Oil (ICE, USD/bbl) WTI Crude Oil (NYM, USD/bbl)

Natural Gas HH (NYM, USD/mmbtu) Natural Gas NBP (ICE, USD/mmbtu)

CAPP Thermal Coal (NYM, USD/t) Newcastle Thermal Coal (ICE, USD/mt)
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Forecast table
Sector/Commodity Market data 3-month view 12-month view Yearly average

Energy Units Exch. Imp. Vol. Act. F. View L. Range U. Range View Forecast ESM % 2013 2014 2015E

Brent Crude Oil USD/bbl. ICE n.a. 65.0 Sideways 50.0 75.0 Sideways 72.0 10.8% 108.8 98.9 63.0

WTI Crude Oil USD/bbl. NYM 32.6% 59.8 Sideways 45.0 70.0 Sideways 67.0 12.1% 98.0 93.0 56.0

Natural Gas HH USD/MMBtu NYM n.a. 2.64 Sideways 2.40 3.10 Sideways 3.10 17.5% 3.72 4.35 2.90

CAPP Thermal Coal (US) USD/T. NYM n.a. 44.5 Bearish 40.0 50.0 Sideways 50 12.3% 56.1 59.1 50.0

NW Thermal Coal (AU) USD/MT ICE n.a. 57.6 Bearish 55.0 72.0 Sideways 65 12.8% 85.3 70.2 62.0

Precious metals Units Exch. Imp. Vol. Spot View L. Range U. Range View Forecast ESM % 2013 2014 2015E

Gold USD/t oz. CMX 12.2% 1,187 Sideways 1,150 1,400 Bearish 1,050 -11.6% 1,411 1,266 1,100

Silver USD/t oz. CMX 23.2% 16.7 Sideways 14.5 18.0 Bearish 14.5 -13.1% 23.8 19.1 14.8

Platinum USD/t oz. NYM 17.0% 1,107 Sideways 1,050 1,310 Sideways 1,200 8.4% 1,487 1,384 1,200

Palladium USD/t oz. NYM 18.0% 778 Sideways 600 790 Bearish 740 -4.8% 726 803 730

Base metals Units Exch. Imp. Vol. 3M F. View L. Range U. Range View Forecast ESM % 2013 2014 2015E

Copper USD/MT LME 19.9% 6,020 Bullish 5,850 7,000 Sideways 6,700 11.3% 7,321 6,860 6,350

Aluminum USD/MT LME 17.9% 1,736 Sideways 1,750 2,075 Sideways 2,000 15.2% 1,844 1,867 1,900

Nickel USD/MT LME 36.7% 12,520 Sideways 11,500 15,500 Sideways 16,000 27.8% 14,991 16,863 15,000

Zinc USD/MT LME 24.9% 2,157 Sideways 2,050 2,400 Sideways 2,500 15.9% 1,909 2,164 2,250

Lead USD/MT LME 26.5% 1,930 Sideways 1,850 2,300 Sideways 2,200 14.0% 2,140 2,095 2,000

Tin USD/MT LME 25.0% 15,640 Sideways 14,500 17,500 Sideways 16,500 5.5% 22,290 21,883 16,750

Agriculture Units Exch. Imp. Vol. Act. F. View L. Range U. Range View Forecast ESM % 2013 2014 2015E

Corn USD/bu. CBT 23.6% 3.51 Sideways 3.40 4.20 Sideways 4.00 14.0% 5.77 4.15 3.90

Wheat (CBT) USD/bu. CBT 31.4% 4.78 Sideways 4.40 6.00 Sideways 5.50 15.0% 6.85 5.87 5.20

Soybeans USD/bu. CBT 17.1% 9.26 Bearish 9.00 10.50 Bearish 9.00 -2.8% 14.1 12.4 9.5

Crude Palm Oil USD/MT MDE n.a. 2,285 Bearish 1,900 2,400 Sideways 2,250 -1.5% 2,418 2,417 2,175

Cotton USD/lb. NYB n.a. 0.65 Bullish 0.55 0.70 Sideways 0.75 16.1% 0.83 0.76 0.68

Sugar USD/lb. NYB n.a. 0.121 Sideways 0.100 0.155 Sideways 0.150 24.2% 0.175 0.163 0.140

Coffee USD/lb. NYB n.a. 1.30 Sideways 1.10 1.50 Bearish 1.10 -15.4% 1.26 1.78 1.49

Cocoa USD/MT NYB n.a. 3,067 Sideways 2,600 3,100 Sideways 2,750 -10.3% 2,405 3,008 2,750

Source: Bloomberg, UBS as of 1 June 2015
UBS View: Bullish = we target the upper bound of the signaled range, Sideways = we hold no directional view, as prices should be range
bound, Bearish = we target the lower bound of the signaled range
Abbreviations: Impl. Vol. = Implied market volatility, Active F. = Active Futures, 3M F. = 3-month Futures, L. Range = Lower Range, U. Range
= Upper Range, ESM% = Expected spot move in %
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Appendix

Terms and Abbreviations
Term / Abbreviation Description / Definition Term / Abbreviation Description / Definition
Backwardation When the spot price trades above the prices of

futures
BCF Billion cubic feet

BCM Billion cubic meters Bu Bushel (1 ton = 36.7bu wheat/soybean; 39.37
bu corn

CBOT Chicago Board of Trade CFTC Commodity Futures Trading Commission
CIF Cost, insurance and freight CME Chicago Mercantile Exchange
CNIA China Non-Ferrous Metals Industry Association COMEX New York Commodities Exchange
CONAB Companhia Nacional de Abastecimento

(Brazilian government agency)
Contango When the spot price trades below the prices of

futures
COT Commitment of Traders CRB Index Index Commodities Research Bureau Index
Crush margin Difference between the value of the oil and

meal produced from the soybeans
CTA Commodity Trading adviser

ETC Exchange Traded Commodity ETF Exchange Traded Fund
Excess Return (ER) Excess return = spot return + roll yield return

(rolling of futures contracts)
FAO Food and Agriculture Organisation

FOB Free on Board HH Natural Gas Henry Hub Natural Gas
I.E.A International Energy Agency IAI International Aluminium Institute
ICCO International Cocoa Organisation ICE Intercontinental Exchange
ICO International Coffee Organisation ICSG International Copper Study Group
IIZSG International Lead and Zinc Study Group IMF International Monetary Fund
INSG International Nickel Study Group JM Johnson Matthey
JODI Joint Oil Data Initiative KCBT Kansas City Board of Trade
LME London Metal Exchange LNG Liquefied Natural Gas
mbpd Million barrels per day Mtoe Million tons oil equivalent
NOAA National Oceanic and Atmospheric

Administration
NYBOT New York Board of Trade

NYMEX New York Mercantile Exchange OECD Organisation for Economic Co-operation &
Development

OPEC Organization of Petroleum Exporting Countries PGM Platinum Group Metals
RICI Rogers International Commodity Index S&P GSCI Standard and Poor's-Goldman Sachs

Commodity Index
SHFE Shanghai Futures Exchange SI Silver Institute
TC/RC Treatment/Refining Charges TCF Trillion cubic feet
Thomson Reuters GFMSResearch consultancy specializing in precious

metals, base metals and steel market research
TOCOM Tokyo Commodity Exchange

Total Return (TR) Total return = excess return + return from the
cash collateral

U.S.D.A US Department of Agriculture

UBS CMCI UBS Constant Maturity Commodity Index UNICA Sugar and Alcohol Millers Association of São
Paulo state

USD/BBL USD per barrel USD/bu US Dollar /bushel
USD/GL USD per gallon USD/lb USD per pound
USD/MMBtu USD per 1 million British thermal unit USD/MT USD per metric ton
USD/oz USD per oz, (1 oz = 31.10 grams) USGS U.S. Geological Survey
WBMS World Bureau of Metal Statistics WGC World Gold Council
WTI Crude Oil West Texas Intermediate Crude Oil WTO World Trade Organisation
Chief Investment Office (CIO) Wealth Management (WM) Research is published by UBS Wealth Management and UBS Wealth Management Americas, Business Divisions
of UBS AG (UBS) or an affiliate thereof. CIO WM Research reports published outside the US are branded as Chief Investment Office WM. In certain countries UBS
AG is referred to as UBS SA. This publication is for your information only and is not intended as an offer, or a solicitation of an offer, to buy or sell any investment
or other specific product. The analysis contained herein does not constitute a personal recommendation or take into account the particular investment objectives,
investment strategies, financial situation and needs of any specific recipient. It is based on numerous assumptions. Different assumptions could result in materially
different results. We recommend that you obtain financial and/or tax advice as to the implications (including tax) of investing in the manner described or in any of the
products mentioned herein. Certain services and products are subject to legal restrictions and cannot be offered worldwide on an unrestricted basis and/ or may not
be eligible for sale to all investors. All information and opinions expressed in this document were obtained from sources believed to be reliable and in good faith, but
no representation or warranty, express or implied, is made as to its accuracy or completeness (other than disclosures relating to UBS and its affiliates). All information
and opinions as well as any prices indicated are currently only as of the date of this report, and are subject to change without notice. Opinions expressed herein may
differ or be contrary to those expressed by other business areas or divisions of UBS as a result of using different assumptions and/or criteria. At any time, investment
decisions (including whether to buy, sell or hold securities) made by UBS AG, its affiliates, subsidiaries and employees may differ from or be contrary to the opinions
expressed in UBS research publications. Some investments may not be readily realizable since the market in the securities is illiquid and therefore valuing the investment
and identifying the risk to which you are exposed may be difficult to quantify. UBS relies on information barriers to control the flow of information contained in one
or more areas within UBS, into other areas, units, divisions or affiliates of UBS. Futures and options trading is considered risky. Past performance of an investment is
no guarantee for its future performance. Some investments may be subject to sudden and large falls in value and on realization you may receive back less than you
invested or may be required to pay more. Changes in FX rates may have an adverse effect on the price, value or income of an investment. This report is for distribution
only under such circumstances as may be permitted by applicable law.
Distributed to US persons by UBS Financial Services Inc., a subsidiary of UBS AG. UBS Securities LLC is a subsidiary of UBS AG and an affiliate of UBS Financial Services
Inc. UBS Financial Services Incorporated of Puerto Rico is a subsidiary of UBS Financial Services Inc. UBS Financial Services Inc. accepts responsibility for the content
of a report prepared by a non-US affiliate when it distributes reports to US persons. All transactions by a US person in the securities mentioned in this report should
be effected through a US-registered broker dealer affiliated with UBS, and not through a non-US affiliate. The contents of this report have not been and will not be
approved by any securities or investment authority in the United States or elsewhere.
UBS specifically prohibits the redistribution or reproduction of this material in whole or in part without the prior written permission of UBS and UBS accepts no liability
whatsoever for the actions of third parties in this respect.
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Appendix

Version as per April 2015.
UBS specifically prohibits the redistribution or reproduction of this material in whole or in part without the prior written permission of UBS and UBS accepts no liability
whatsoever for the actions of third parties in this respect.
© UBS 2015. The key symbol and UBS are among the registered and unregistered trademarks of UBS. All rights reserved.
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