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Congress Passes Demand Side Energy Bill:
Refiners Likely Beneficiary

I. Introduction

On December 19, 2007 President Bush signed the long awaited Energy Bill of 2007. The bill raises
corporate average fuel economy (CAFE) standards on automobiles, SUV’s, and small trucks by 40% to
an industry average 35 miles per gallon by 2020. It also increase production of ethanol use to 36 billion
gallons a year by 2022 and requires and that at least 21 billion gallons are to come from feed stocks
other than corn, like cellulosic feed stocks such as prairie grass and wood chips.

Figure I: Weekly Price of Gasoline lagged 20 weeks against the Capacity Utilization of Refiners
Jan 2006 to December 14, 2007
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SISR has argued that as soon as the energy bill is passed without any impact on the supply side, the
price of gasoline will increase leading to more favorable conditions for the refiners. SISR expects that
the price of gasoline will continue to increase into the driving season with the likelihood of gasoline
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exceeding $3.50 per gallon, assuming the economy holds up, and it is not in a recession. SISR as a
consequence continues to recommend the accumulation of all U.S. refiners.

II. Expectation that the Crack Spread will Increase in Coming Months

We have written extensively regarding this energy bill: SISR, Politics and Oil, June, 24, 2007; SISR,
Politics and Oil 111, July 22, 2007; SISR, Price of Gasoline Expected to Rise to $4.00, October 25, 2007,
SISR, Refining Margins Improving: But still Tracking Worse Q/Q but Better Y/Y, November 13, 2007,
SISR, The Supply Side: Rethinking the International Demand and Supply Conditions for Crude Oil,
December 4, 2007). In each report we argued that it was likely that the CAFE standards part of the bill
would survive but there would be no impact on the supply side of the equation, or the oil industry. Any
attempt to reduce tax incentives on the oil companies would be death nail for the bill. Throughout the
nearly 6 month progression of this bill we argued that the crack spread would be at near record lows
until it was clear that oil companies would not be affected by this bill, and once such visibility appeared,
the crack spread would increase commensurately with the increase in the price of crude oil (please see
Price of Gasoline Ibid).

Conventional wisdom assumes that there is a shortage of U.S. refining capacity with little or no new
growth in refining capacity, resulting from the argument: “NOT IN MY BACKYARD.” Given this
presumed refining capacity shortage, the price of gasoline rises when these shortages become acute. The
reality is that that the refiners function between 82% and 97% of full capacity, and their plant utilization
rate, determines the ultimate price of gasoline from the supply side, and not from the demand side of the
equation. CAFE standards will only affect the demand side, which in the near term will not impact the
price of gasoline. We have found that there is a 22 to 29 week lag in the price of gasoline determined by
the utilization rate of refined capacity, enabling the refiners to exercise some degree of control over the
price of gasoline. Assuming all this is correct, we expect that refining capacity, now that the energy bill
has passed, will decline leading to even higher prices within the next 2 to 3 months.

From Figure I we find an inverse correlation between the retail crack spread or the profit margins of the
refiners and their capacity utilization, when the spread is lagged by 20 weeks. This indicates that
utilization rates affect future profitability inversely with the likelihood that in the coming months the
refiners will contract capacity. Figure II below indicates this current trend, which will be discussed in
greater detail below.

[I1.Capacity Leads Price by 21 — 29 Weeks

Table I refines this argument by showing the lead lag structure between capacity utilization of refiners
and the price of gasoline. The table provides the results from a correlation analysis between capacity
utilization by the refiners, and the price of gasoline using data from 1991 to 2007, 2001, 2002, 2003,
2004, 2005, and 2006 through 2007 respectively, lagging the data from 0 periods to -39 periods. In each
of the correlation matrixes’ we find that the highest negative correlation occurs between 21 weeks and
29 weeks after a change in refining capacity utilization. Therefore, if production goes down price goes
up, and conversely. The refiners operate between 82 and 97 percent of full capacity enabling them to
exercise some control over the price of gasoline from the supply side of the equation, by expanding or
contracting capacity, or the amount of gasoline that enters into the market.
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Table 1: Correlation between Capacity Utilization and Retail Gas Price Lagging Gas 0 to 39 Weeks
from 1991, 2001, 2002, 2003, 2004, 2005, 2007 -2007

Percent Retail Gas Retail Gas Retail Gas Retail Gas Retail Gas Retail Gas Retail Gas
Capacity 1991-2007 2001-2007 2002-2007 2003-2007 2004-2007 2005-2007 2006-2007

o -0.15 -0.19 -0.18 -0.30 -0.25 -0.12 0.43

-1 -0.15 -0.21 -0.19 -0.31 -0.26 -0.13 0.42

-2 -0.15 -0.21 -0.18 -0.30 -0.25 -0.10 0.22

-3 -0.15 -0.21 -0.19 -0.30 -0.25 -0.08 0.22

-4 -0.16 -0.21 -0.19 -0.30 -0.25 -0.07 0.13

-5 -0.16 -0.21 -0.18 -0.30 -0.24 -0.06 0.04

-6 -0.16 -0.21 -0.18 -0.29 -0.23 -0.03 -0.04

-7 -0.16 -0.20 -0.17 -0.28 -0.22 -0.02 -0.12

-8 -0.16 -0.20 -0.17 -0.27 -0.22 -0.02 -0.18

-9 -0.16 -0.20 -0.16 -0.27 -0.22 -0.01 -0.23
-10 -0.16 -0.20 -0.16 -0.26 -0.22 -0.01 -0.29
-11 -0.16 -0.20 -0.16 -0.26 -0.22 -0.03 -0.24
-12 -0.16 -0.20 -0.16 -0.26 -0.23 -0.08 -0.38
-13 -0.16 -0.20 -0.16 -0.26 -0.24 -0.07 -0.41
-14 -0.16 -0.21 -0.16 -0.27 -0.25 -0.09 -0.43
-15 -0.16 -0.21 -0.17 -0.27 -0.26 -0.11 -0.46
-16 -0.17 -0.22 -0.18 -0.28 -0.28 -0.14 -0.48
-17 -0.17 -0.23 -0.19 -0.29 -0.29 -0.16 -0.50
-18 -0.18 -0.24 -0.20 -0.31 -0.32 -0.20 -0.53
-19 -0.19 -0.25 -0.21 -0.32 -0.33 -0.22 -0.56
-20 -0.19 -0.26 -0.22 -0.33 -0.35 -0.24 -0.57
-21 -0.20 -0.28 -0.23 -0.35 -0.37 -0.28 -0.60
-22 -0.20 -0.29 -0.25 -0.37 -0.39 -0.21 -0.59
-23 -0.21 -0.30 -0.26 -0.28 -0.41 -0.24 -0.56
-24 -0.21 -0.31 -0.27 -0.40 -0.43 -0.27 -0.52
-25 -0.22 -0.32 -0.28 -0.42 -0.46 -0.40 -0.48
-26 -0.22 -0.33 -0.28 -0.43 -0.47 -0.42 -0.43
-27 -0.22 -0.33 -0.28 -0.44 -0.48 -0.43 -0.37
-28 -0.22 -0.33 -0.28 -0.44 -0.49 -0.44 -0.320
-29 -0.22 -0.33 -0.28 -0.44 -0.49 -0.45 -0.25
-30 -0.22 -0.32 -0.27 -0.44 -0.48 -0.43 -0.20
-31 -0.21 -0.31 -0.26 -0.42 -0.46 -0.41 -0.15
-32 -0.20 -0.30 -0.24 -0.40 -0.43 -0.38 -0.10
-33 -0.19 -0.28 -0.22 -0.37 -0.40 -0.34 -0.03
-34 -0.18 -0.26 -0.20 -0.34 -0.36 -0.29 0.03
-35 -0.17 -0.23 -0.17 -0.21 -0.32 -0.24 0.10
-36 -0.16 -0.21 -0.15 -0.28 -0.29 -0.21 0.15
-37 -0.15 -0.19 -0.13 -0.25 -0.25 -0.18 0.21
-28 -0.14 -0.17 -0.10 -0.22 -0.22 -0.14 0.26
-39 -0.13 -0.16 -0.18 -0.20 -0.20 -0.12 -0.320

Source: EIA, SISR
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IV. Forward Looking Expectations

Following the passage of the energy bill we see no serious hurdles for the refiners to continue to hold
back capacity through the early summer months. Figure II plots capacity utilization for 2007 against the
3 year utilization average, indicating that we are already experiencing utilization rates below average.
SISR projects that the capacity utilization rate going forward will be between 84% and 88%. The
average capacity for the past three years has been 89.48%.

Figure II: Refining Capacity Utilization from January 2, 2007 through December 14, 2007
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From Figure II we also find that immediately after the Senate passed their original version of the bill on
June 22, 2007 the capacity utilization of the refiners began to increase. They extended this increase until
August 27" three weeks after the House passed their version of the bill. Within weeks of the house
passage of the bill, which included incentive reduction for the oil industry, it became clear that the
senate would not have 60 votes to pass the oil tax portion of the house bill, and the White House was
threatening a veto, if there were reductions of tax incentives for the oil industry.

Immediately after the house bill passed and the recognition of the difficulty that the bill would have by
attempting to include the feared tax measures, we find a gradual reduction of capacity utilization and
gasoline prices slowly increasing. The prices of gasoline increase several months after there had been a
major increase in price of crude oil. Crude was nearly $100 a barrel having increased from the mid 70
dollar a barrel range, while gasoline remained constant in the $2.75 range.

As gasoline moved up to $3.13 a gallon there was increase chatter about rethinking the need for a

reduction in the oil companies’ tax incentives. Many of the major news papers were carrying stories and
editorials like in the New York Times, calling for these reductions. This call for reduced tax incentives
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to the oil industry may have had the effect of raising the capacity in early November and retarding the
rise in gasoline prices with gasoline falling back to $3.00 from their recent high of $3.13.

We expect to see gasoline stay well over $3.00 in the coming weeks and months. SISR is projecting that
capacity utilization will remain at the low end of the range, between 84 to 87%, and not even come close
to exceeding the 18 year average of 91.4 %, nor the 3 year average of 89.4% capacity. By keeping
capacity in this lower range by April of 2008 we would expect to see gasoline prices at the pump rising
to the $3.50 range, with the refiners having turned the corner on what was a difficult six month period.
In light of these events SISR is strongly recommending the accumulation of all the American Refiners
going into the coming New Year.

For the past twenty years this author has been advocating an increase in the CAFE standards. We are
immensely pleased to see that there has been an increase in the CAFE standard, and that attention is
being paid to issues of Global Warming. We strongly believe in the principle “better late than never,”
however, we have come to the conclusion that when attempting to understand the petroleum industry
today, the demand side causes more confusion and may even prevent the analyst from understanding its
dynamics, with the supply side having the gas that runs the engine. In future work we will continue to
focus on the supply side and begin to track these metrics to the major refiners, in an effort to project the
revenues and earnings of these companies.
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Certification:

I, Philip L. Miller (or any research analysts at SISR Inc.) certify/certifies that the views expressed in this
report accurately reflect my personal views about the subject companies and securities. In addition no
part of my compensation was, is or will be directly or indirectly related to the specific recommendations
or views expressed in this report.

Recommendation Scale:

Stock Rating:

1 — Recommended List — The stock has our highest recommendation and is expected to outperform the
average equal weighted expected total return of the overall Market irrespective of sector. Our investment
horizon is 12 — 18 months except as specified by the reporting analyst.

2 — Overweight — The stock is expected to outperform the equal weighted expected total return of the
sector coverage. Our investment horizon is 12 — 18 months except as specified by the reporting analyst.

3 — Neutral — The stock is expected to perform in line with the equal weighted expected total return of
the sector coverage. Our investment horizon is 12 -18 months except as specified by the reporting
analyst.

4 — Underweight — The stock is expected to under-perform the equal weighted expected total return of
the sector coverage. Our investment horizon is 12 -18 months except as specified by the reporting
analyst.

5 — Rating Suspended — The rating and target price have been suspended temporarily to comply with
applicable regulations and/or firm policies in certain circumstances including when SISR Inc. is acting
in an advisory capacity in a merger or strategic transaction involving the company.

Sector Ratings:

1 - Recommended Sector — The sector has the highest recommendation with continued improving
valuations and rapid growth.

2 — Positive — The sector fundamentals and valuations are improving with a positive second derivative.
3 — Neutral — The sector fundamentals and valuations are flat with the second derivative close to zero or
with a neutral slope.

4. Negative — The sector fundamentals and valuations are negative with a negative second derivative.

5 — Rating Suspended — The rating and sector targets have been suspended temporarily to comply with

applicable regulations and/or firm policies in certain circumstances including when SISR Inc. is acting
in an advisory capacity in a merger or strategic transaction involving the company.
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Price Chart:

A price chart, with changes of ratings and price targets in prior periods, is included above, for all
securities covered in this report.

Additional Disclosures:

This report is for information purposes only and should not be construed as a solicitation or an offer to
buy the securities or other instruments mentioned in the report. This report may not be reproduced in any
manner, without the written permission of SISR Inc.

This research report is based on current public information, with the possible exception of disclosures
relating to SISR Inc., that SISR Inc. deems to be reliable and as accurate as reasonably possible. SISR
Inc., however, makes no claim to the accuracy and completeness of this reports, and this report should
not be relied on as such, or as a statement of factual content.

This research report is prepared for general information purposes only. In addition this information does
not consider the specific investment objectives, financial situation and particular needs of any
individual, or institution. Investors and/or institution should seek financial advice and or internal due
diligence for institutional investors, as to the appropriateness of investing in any securities or investment
strategies mentioned or recommended.

Analyst as Officer or Director: No analyst will serve as an Officer or Director. SISR Inc. prohibits its
analysts, persons reporting to analysts or members of their households from serving as an officer,
director, advisory board member or employee of any company in the analyst’s area of coverage.

Ownership and Material Conflicts of Interests: SISR Inc. permits ownership of the recommended
securities subject to all the NASD rules regarding the ownership of securities by analysts. Since our
analysis is economic in origin and subsector driven we expect all analysts to cover the universe of all
stocks and as a consequence limiting the analyst or the firm to ownership of the underlying securities
would in essence require these entities to reframe from investing in the equity market.

Analyst Compensation: Analysts are paid in part based on the profitability of SISR Inc., some of which
may include investment banking and consulting revenues.

Disclosures are required in the United States for any of the following:

acting as a financial advisor,

manager or co-,manager in a pending transaction

1% or other ownership, long or short

compensation for certain services

types of client relationships

managed/co managed public offerings in prior periods
directorships

market making and/or specialist role.
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These disclosures are included in the company-specific disclosures above for any of the above
disclosures that are required.
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