Weekly Energy Update

By Bill O ’Grady, Thomas Wash, and
Patrick Fearon-Hernandez, CFA
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In this report, we recap the Department of Energy ’s weekly report on oil inventories and related factors.
We include our euro and inventory oil model as well. Although the inventory data will be the primary
focus of the recap, we will add other data when required.

April 2, 2020

Crude oil inventories rose 13.0 mb compared to the forecast rise of 3.5 mb.
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In the details, U.S. crude oil production was unchanged at 13.0 mbpd. Exports fell 0.7 mbpd,
while imports declined 0.1 mbpd. Refining activity fell 5.0%, well more than the 0.1% decline
forecast. The inventory build was due to a combination of falling exports and a severe decline in
refinery operations.
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The above chart shows the annual seasonal pattern for crude oil inventories. This week’s report
has lifted stockpiles well above seasonal norms. Although not totally unexpected, this is the first
week where the impact of COVID-19 and the oil war has started to affect the weekly data.
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Based on our oil inventory/price model, fair value is $50.98; using the euro/price model, fair
value is $48.95. The combined model, a broader analysis of the oil price, generates a fair value
of $48.59. Usually, the fair value from the combined model falls within the values generated by
the individual models. Recent volatility has led to some model instability, so the combined
model is generating the lowest forecast price. As we noted recently, the model output is less
relevant unless Russia and the Kingdom of Saudi Arabia (KSA) come to an agreement on

supply.

In the coming weeks, there are two key factors we will be monitoring. First, we will start
looking at the impact of the virus on demand. This week, we are seeing the first signs that the
virus has affected product demand. The chart below shows the four-week average of gasoline
supplied to the distribution system. As the chart shows, shipments have cratered. Distillate
demand is holding up better, reflecting the increases in delivery of goods.
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GASOLINE CONSUMPTION
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We also note that refinery activity is rolling over.

REFINERY UTILIZATION
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This sort of decline is usually seen during severe weather events, such as hurricanes. The
COVID-19 crisis will almost certainly last longer and thus will negatively impact crude oil

consumption.

Second, estimated primary U.S. commercial crude oil storage is around 510.0 mb. An additional
110.0 mb is available at refineries and in pipelines. The total capacity of the Strategic Petroleum
Reserve (SPR) is 713.5 mb, of which 635 mb is already being utilized, meaning there is an

additional 77.5 mb. Once primary storage is filled, secondary storage will be utilized. However,
it tends to have a higher cost and is less accessible than primary storage. Producers fund storage
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costs via the calendar spreads in crude oil. When the spread is positive, they produce oil today to
sell in the future. Currently, producers can earn $4 per barrel by producing oil now and selling it
six months into the future. The chart below shows the rolling six-month crude oil calendar
spread.
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Since mid-2013, the correlation between the six-month calendar spread and oil inventories has
been at 74.6%, with the spread leading inventories by two months. The current spread suggests
that oil inventories will rise at least another 10 mb over the next two months.

Adding to inventory pressure are two other factors. First, rising U.S. crude oil exports have been
a key factor in reducing U.S. crude oil inventories. As OPEC+Russia boost output and exports,
it will be difficult for exports to be maintained. If exports decline, that crude oil will need to be
stored.
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On the international front, so far, the U.S. has had little success in getting either Russia or the
KSA to back away from their adversarial positions. The KSA is poised to dramatically ramp up
output. The U.S. is considering easing Iranian sanctions due to COVID-19.

On the domestic front, the White House is considering restricting oil imports in a bid to protect
domestic producers. Texas regulators are reopening the debate on having the Texas Railroad
Commission return to its role of regulating oil production. Although Congress did not include
funding for SPR purchases, the White House is considering a program to allow firms to lease the
SPR for additional storage.

In conclusion, the current market fundamentals are about as bearish as we have ever seen. It will
take significant government and OPEC intervention to stop the downdraft. History suggests that
such actions rarely occur until prices reach unfathomable levels. Although we are friendly to a
number of different asset classes, oil isn’t one of them. Somewhere between now and Labor
Day, some sort of resolution is likely, but it probably gets much worse before it improves.

Past performance is no guarantee of future results. Information provided in this report is for educational and illustrative purposes
only and should not be construed as individualized investment advice or a recommendation. Any investment or strategy discussed
may not be suitable for all investors. Investors must make their own decisions based on their specific investment objectives and
financial circumstances. Opinions expressed are current as of the date shown and are subject to change.

This report was prepared by Confluence Investment Management LLC and reflects the current opinion of the authors. It is based
upon sources and data believed to be accurate and reliable. Opinions and forward-looking statements expressed are subject to
change. This is not a solicitation or an offer to buy or sell any security.
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https://www.reuters.com/article/us-global-oil/oil-rises-from-18-year-lows-after-us-russia-agree-to-talks-idUSKBN21I03I?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://uk.reuters.com/article/us-global-oil-usa-saudi/u-s-saudi-oil-alliance-idea-born-at-white-house-put-on-back-burner-for-now-idUKKBN21I31E
https://twitter.com/HermsTheWord/status/1244927594270806018?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://twitter.com/HermsTheWord/status/1244927594270806018?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.reuters.com/article/us-health-coronavirus-iran-usa/u-s-could-rethink-iran-sanctions-in-light-of-coronavirus-pompeo-idUSKBN21I33F
https://www.spglobal.com/platts/en/market-insights/latest-news/oil/033120-trump-considering-crude-oil-import-limits-for-us-refiners-sources
https://www.axios.com/texas-oil-regulators-production-controls-1e75b92c-71fa-435b-b9ae-3569a7f4d80a.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.axios.com/texas-oil-regulators-production-controls-1e75b92c-71fa-435b-b9ae-3569a7f4d80a.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.bloomberg.com/news/articles/2020-03-31/trump-considering-renting-space-in-u-s-oil-reserve-to-drillers
https://www.bloomberg.com/news/articles/2020-03-31/trump-considering-renting-space-in-u-s-oil-reserve-to-drillers

