(o

INVESTM

T MANAGEMENT

Weekly Energy Update

By Bill O Grady, Thomas Wash, and
Patrick Fearon-Hernandez, CFA

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 30, 2020

Here is an updated crude oil price chart. The oil market is showing signs of trying to consolidate

in the mid-teens.
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Oil prices continue to be affected by ETPs. The most popular ETP for crude oil, the United
States Oil Fund, (USO, 17.91), has changed its investing procedures, now holding more contracts
in the deferred calendar strip. The good news is that it is no longer so closely tied to the nearby
contract and is thus less susceptible to price collapses and less affected by the roll yield issue.
The bad news is that it is no longer a “play”” on the nearby price of oil but is mostly now a
position in the average price over several months. If this process continues, it should become
less volatile in the future; on the other hand, if the market becomes backward at some point, it
will underperform the nearby price. We also note it has engineered an 8:1 reverse stock split.
U.S. investors are not the only parties to oil market turmoil. The Bank of China! (BACHY, 9.41)
reports that its clients lost $1.0 billion on bullish oil positions. The Industrial and Commercial

Bank of China (IDCBY, 13.43), the largest commercial bank in China by assets, has halted the

sale of retail products in oil and gas.

Crude oil inventories rose 9.0 mb compared to the forecast rise of 12.7 mb.

! Not the central bank of China, known as the People’s Bank of China, or PBOC
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https://www.thestreet.com/etffocus/trade-ideas/oil-etf-uso-announces-1-8-reverse-split
https://www.bloomberg.com/news/articles/2020-04-26/bank-of-china-clients-said-to-have-1-billion-losses-on-oil-bet
https://www.ft.com/content/8575158a-a917-4a36-8438-72f7098f95e3?emailId=5ea79b4ffd3c4900049165a2&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/8575158a-a917-4a36-8438-72f7098f95e3?emailId=5ea79b4ffd3c4900049165a2&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
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In the details, U.S. crude oil production fell 0.1 mbpd to 12.1 mbpd. Exports rose 0.4 mbpd,
while imports rose by the same amount. Refining activity rose 2.0%, a bit more than the 1.2%
rise forecast. The inventory build was mostly due to continued elevated U.S. production.
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The above chart shows the annual seasonal pattern for crude oil inventories. The last five weeks
have pushed stockpiles almost “off the charts.” Although not totally unexpected, the current rise
is at least consistent with the usual seasonal pattern; in early June, the divergence in seasonal
patterns will become stark.?

2 Regular readers may notice the average is a bit different in this chart. We had a data issue which has been
resolved. The overall pattern hasn’t changed, however.
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OIL INVENTORIES AND PRICES
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Based on our oil inventory/price model, fair value is $30.66; using the euro/price model, fair
value is $44.62. The combined model, a broader analysis of the oil price, generates a fair value
of $37.26. As we noted recently, the model output is less relevant as there is a non-linearity tied
to the loss of storage capacity that cannot be fully captured with these models, which has been
clearly exhibited over the past week.

Here is a longer look at gasoline consumption.
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This chart shows the amount of gasoline supplied to the U.S. since the end of WWII on a
monthly basis. We have generated a trendline for the data. Until the 1979 Iran Crisis and the
outbreak of the Iran-lraq War, the trend in gasoline consumption moved relentlessly higher, even
during recessions. There was a modest dip during the Gulf War in the 1990-91 recession and
another decline in trend in the Great Financial Crisis. However, it is clear that what we are
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experiencing now has no historical comparison in the postwar era. We would expect a recovery
to develop in the coming months, but the decline in consumption is extreme and will tend to
weigh on the oil markets for months, at least.

It is becoming clear that the federal government is probably not going to rescue the oil industry.
The industry itself is divided, with the larger firms preferring to see smaller firms fail, allowing
the larger firms to purchase their assets at depressed levels. Production levels are slowly falling.
Although numerous proposals have been floated, opposition to the oil industry from the left, both
establishment and populist, means passing support measures through Congress will be quite
difficult. The best way to think about it is that political leaders, both at the White House and in
Congress, have a limited amount of political capital. They want to spend it judiciously and get
as much political support for the political capital they expend. It does look like the White House
wants to support the oil industry but isn’t willing to use a lot of political influence (capital) to
pay for that support. This table shows the top 10 oil-producing states along with their votes in
the Electoral College and poll leanings from Real Clear Politics.

Oil Producing Electoral
States MBPD Votes
Texas 5.1 38
N. Dakota 1.4 3_
New Mexico 0.7 5
Oklahoma 0.6 7_
Colorado 0.5 9
Alaska 0.5 3
California 0.4 55
Louisiana 0.1 8
Utah 0.1 6
Kansas 0.1 6

B Biden
EE] Trump
52

The last time Texas voted for a Democrat for president was Jimmy Carter in 1976. We would be
surprised to see it flip this election, even if an oil bailout isn’t forthcoming.

Venezuela has a new oil minister. Tareck EI Aissami has been appointed to the position by
President Maduro. El Aissami replaces Gen. Manuel Quevedo, who has had the job for 28
months. Quevedo was also in charge of PDVSA, the state oil company; he lost that job too,
being replaced by Asdrubal Chavez, the cousin of the late President Hugo Chavez. There is
speculation that EI Aissami, who is of Lebanese descent, may signal closer ties to Iran. It should
also be noted that the U.S. has a $10 million reward for the arrest of El Aissami.
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https://www.houstonchronicle.com/business/energy/article/The-great-Texas-oil-shut-in-has-begun-15224199.php?utm_source=newsletter&utm_medium=email&utm_campaign=HC_DailyHeadlines&utm_term=news&utm_content=headlines&stream=top
https://www.reuters.com/article/continental-resources-shale-north-dakota/continental-resources-halts-shale-output-seeks-to-cancel-sales-idUSL2N2CB2TO?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.wsj.com/articles/we-pulled-the-plug-as-oil-prices-plunge-drillers-in-the-gulf-shut-off-wells-11587558182?shareToken=std541ccd9efe34a0a870166370e09d65b
https://www.politico.com/news/2020/04/28/donald-trump-oil-rescue-218021
https://www.realclearpolitics.com/epolls/2020/president/2020_elections_electoral_college_map.html
https://www.ft.com/content/2fed2689-1ffe-46c6-9d5a-db9df6ba61f5?emailId=5ea9605087bb8900047b01aa&segmentId=2785c52b-1c00-edaa-29be-7452cf90b5a2

Although there are expectations that Saudi Arabia is preparing to cut output, Russia reported that
its March oil exports to China rose 31% from last year, while Saudi imports fell 1.6%. Our
thesis is that the two nations are fighting a market share war for the Chinese market; this news
might reduce Riyadh’s ardor for cutting output.

It’s not just the oil industry that has been hit by low oil prices. Corn farmers are facing a drop in
demand for ethanol, which will tend to undermine demand for the grain. The after-product of
distilled corn, distillers grain, means that corn distilled into ethanol isn’t completely consumed
by the industry. Thus, if cattle demand improves, farmers will still have a market for their corn;
exports would also help. Still, the loss of ethanol demand is a problem for farmers.

Our current outlook is that oil prices will continue to hold in the teens for the next month or so
and gradually improve in the coming months. The primary risk to oil remains the exhaustion of
storage capacity, but we should see improving demand and supply curtailments eventually begin
to allow prices to recover. The speed of the recovery will be partly dependent on reducing the
current storage overhang, which will take months. Nevertheless, barring a situation where there
is absolutely no storage to be utilized, another drop into single-digit prices is becoming less
likely.

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://1prime.ru/energy/20200427/831339318.html
https://1prime.ru/energy/20200427/831339318.html
https://www.wsj.com/articles/in-another-hit-for-farmers-coronavirus-crushes-ethanol-market-11587902400?shareToken=st12d15258e9d84d43a991600b622a0e54
https://www.wsj.com/articles/in-another-hit-for-farmers-coronavirus-crushes-ethanol-market-11587902400?shareToken=st12d15258e9d84d43a991600b622a0e54
https://www.iowacorn.org/corn-uses/livestock/distillers-grains

