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Canadian Wide Oil Differentials Have Disappeared

On December 2, 2018 the Alberta Premier, Rachel Notley, announced that they will be imposing cuts to oil production. The
proposed cuts will take effect sometime in January 2019 and would equate to approximately 300,000 barrels per day.
Canadian oil prices immediately reacted to the news positively. As of December 12, 2018, differentials are back to their
average.
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Figure 1 Canadian Oil Prices (December 13, 2018)

To better understand the price action, | have attached a chart of the Edmonton Mixed Sweet differential (Figure 2). On
November 01, 2018, the differential reached -540 USD. We are of the opinion that production curtailment will be short lived
and will probably be eliminated by April 2019. By mid to end of 2019, Enbridge line 3 will be at full capacity, which will be
enough to take the slack out of system in the short run. However, we will need more than line 3 in the future as production
grows.
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M Last Price -3.25
High on 03/07/18 -2.00
Average -11.57
Low on 11/01/18 -40.00
SMAVG (50) on Close -26.70

Il SMAVG (100) on Close -19.44

I SMAVG (200) on Close -12.82

Figure 2 Edmonton Mixed Sweet Differential

Differentials are now back to normal, and global oil prices have stabilized from their aggressive sell off. Furthermore, OPEC
announced that they are cutting production by 1.2 million barrels. The oil market is also facing geopolitical risk in Libya. In our
view, oil prices should firm up in the coming month. So why are Canadian energy equities still trading like no one cares? The
first reason is tax selling, especially with the performance of the energy sector this year. It's an easy place for investors to
crystalize losses. Secondly, no one likes it when the government needs to intervene in free markets. Investors are probably
annoyed that their Alberta energy companies need to shrink rather than grow production. With that said, we are of the
opinion that Notley made the correct decision especially considering the circumstances and the expected length of the cut. |
see significant value in high quality energy companies as they are being painted with the same brush.

One my favorite names in the Canadian energy space is Torc Oil & Gas. (TSX:TOG). | believe that they have the most sustainable
model in the space. Strong balance sheet, low decline rates, high netbacks, and a low payout ratio, which makes their 6%
dividend safe. Secondly, they are benefiting from the Alberta cut, but not getting affected by them as 80% of their production
is in Saskatchewan. In the past, TOG has been very successful in buying smaller private producers. In this environment, we see
TOG making more of those accretive tuck in acquisitions.
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Chart 1: Palos Domestic Funds versus Benchmarks (Total Returns) * FundServ NAVPS YTD Returns
Palos Income Fund L.P. PAL100 $8.22 -13.66%
Palos Equity Income Fund - RRSP PAL101 $5.54 -13.18%
Palos Merchant Fund L.P. (Mar 31, 2018)° PAL500 $1.83 7.25%
Palos WP Growth Fund - RRSP PAL210 $7.22 -33.07%
S&P TSX Composite (Total Return with dividends reinvested) -6.22%
S&P 500 (Total Return with dividends reinvested) 1.01%
S&P TSX Venture (Total Return with dividends reinvested) -33.76%
US Government 10-Year 2.91%
Canadian Government 10-Year 2.13%
Crude Oil Spot US $51.15
Gold Spot US $1,241.00
US Gov't10-Year/Moody BAA Corp. Spread 228 bps
USD/CAD Exchange Rate Spot US $S0.7490

1 Period ending Dec 12, 2018. Data extracted from Bloomberg

2 Fund is priced annually
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Disclaimer:

This publication is proprietary to Palos Management Inc. (along with its affiliate Palos Wealth Management Inc., “Palos”). This publication may
be copied, downloaded, stored in a retrieval system, further transmitted, reproduced, disseminated, and/or transferred, in any form or by any
means, but only as long as it is unaltered and attributed to Palos. This publication and its contents may not be sold or licensed without Palos’
written permission. The information and opinions contained herein have been compiled or arrived at from sources believed reliable but no
representation or warranty, express or implied, is made or implied regarding accuracy or completeness. The information provided does not
constitute investment advice and it should not be relied upon on as such. If you have received this communication in error, please notify us
immediately by electronic mail or telephone. This document may contain certain forward-looking statements that are not guarantees of future
performance and future results could be materially different. Past performance is not a guarantee of future performance. “S&P” is a registered
trademark of Standard and Poor’s Financial Services LLC. “TSX” is a registered trademark of TSX Inc. The Bloomberg USD High Yield Corporate
Bond Index is a rules-based, marketvalue weighted index engineered to measure publicly issued noninvestment grade USD fixedrate, taxable,
corporate bonds. To be included in the index a security must have a minimum par amount of 250MM.
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