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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.

December 2, 2021

Oil prices fell sharply on SPR sales and due to the Omicron variant of COVID-19.
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Crude oil inventories fell 0.9 mb compared to a 1.4 mb build forecast. The SPR declined 1.9 mb,
meaning the net draw was 2.9 mb (due to rounding).
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In the details, U.S. crude oil production rose 0.1 mbpd to 11.6 mbpd. Exports and imports both
rose 0.1 mbpd. Refining activity rose 0.2%. This build season usually ends in mid-November.

Crude Qil Inventory Seasonal
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This chart shows the seasonal pattern for crude oil inventories. As we head into December,

inventories usually decline. Note that stocks are significantly below the usual seasonal trough.
Our seasonal deficit is 71.9 mb.
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Based on our oil inventory/price model, fair value is $63.81; using the euro/price model, fair
value is $54.68. The combined model, a broader analysis of the oil price, generates a fair value
of $58.67. The recent decline in oil prices has brought the market closer to fair value. To
generate a larger rally, we would either need to see falling stockpiles, which will be hard during
conditions of SPR sales, or dollar weakness. The dollar’s strength has surprised us, but as long
as worries about inflation remain elevated, it is unlikely policymakers will try to push the
greenback lower.

Gasoline prices are politically sensitive; our preferred way to look at gasoline is by comparing
prices to wages for non-supervisory workers. Specifically, we like to look at how many gallons
of gasoline a worker can purchase with one hour’s wages.
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Although the price of gasoline has increased recently, so have hourly wages. Currently, a worker
can purchase 7.8 gallons at the hourly wage. That is a bit below the long-term average of 8.6
gallons but still not unusually low. On the above chart, the right side shows there is a
relationship between this measure of gasoline prices and consumer confidence. In general, if
workers can buy more fuel for an hour of work, confidence tends to improve. Overall, if the
ratio of gasoline and wages continues to fall, we would expect lower future confidence readings.
However, the recent decline in oil prices will likely bring lower gasoline prices. We assume
wage growth will remain strong, which should support higher confidence levels.

Market news:

e As expected, the U.S. announced SPR sales in an attempt to lower oil prices. Other
nations, including China, have contributed to this sale. This week, OPEC+ will meet to
discuss production policy; we would not be surprised to see the group decide not to
increase output in light of these reserve sales.

e The Biden administration conducted a sale of drilling rights in the Gulf of Mexico, the
first since the White House suspended oil and gas leasing on federal lands upon taking
office. The sale was controversial, as the Biden administration wanted to stop leasing
activity on federal lands as part of his climate policy.
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https://www.wsj.com/articles/think-gas-prices-are-too-high-in-this-california-county-a-gallon-costs-6-11637506800?st=2dpcp93uhh8qwnh&reflink=desktopwebshare_permalink
https://oilprice.com/Energy/Crude-Oil/China-Prepares-To-Release-Oil-From-Strategic-Reserve.html
https://apnews.com/article/climate-joe-biden-science-business-environment-and-nature-cc0deca6a28aab21cd4e0aa35ea7b6af

In the wake of this sale, the administration is recommending new rules for oil and gas
leasing. The Interior Department disappointed environmentalists by not recommending a
ban on new leases on federal lands but recommending higher royalty fees and bonding
costs.

The Federal Reserve’s program for pandemic lending apparently was used to support
lending to oil and gas companies.

Geopolitical news:

The most important geopolitical news is that the U.S. and Iran are entering indirect talks
about restoring the JCPOA. Iran has made its opening requirement a removal of
sanctions. Ali Bagheri Kani is the lead negotiator. He is a hardliner, setting a harsh tone
to the discussions. The U.S. wants Iran to return to the agreement’s restrictions on its
nuclear activities, which is unlikely. The stance Iran has taken will put the Biden
administration in a bind. Iran is unpopular in the U.S. The U.S. administration would
need to use political capital to return to the agreement. Given the legislative agenda,
there isn’t much room to use its influence on this issue. At the same time, if the talks fail,
it will tend to be modestly bullish for crude oil prices. Our take is that the recent decline
in oil prices will likely undermine the chances of a return to the JCPOA, and the other
legislative goals of the administration will probably mean that President Biden won’t
expend the effort to bring a new agreement. Nevertheless, Iran has no guarantee that a
future administration wouldn’t leave a new deal anyway. We don’t expect success.

o If the talks fail, we expect Israel to increase hostile acts against Iran. In the short
run, this will likely be cyber-attacks and assassinations, but if Iran demonstrates it
can build a nuclear weapon, direct military action is possible.

Iran has moved to repress protests over water rights.

Alternative energy/policy news:

As firms begin to make changes to account for climate policy, there are growing concerns
about stranded assets. Everything from car factories to coal-fired generation could
become mothballed.

The IEA notes that carbon capture is gaining momentum. The use of carbon capture
would extend the life of oil and gas production.

Cobalt is a key element in batteries for EVs. China has become a lead investor in the
Congo, where most of the reserves of cobalt reside.

Researchers in the Netherlands have developed a battery based on nickel niobate, which
would allow recharging 10 times faster than current batteries.

Darwin noted that there are conditions where diversity in forests can spur growth. This
insight is starting to be used in forest replanting. If successful, not only would trees grow
faster but would absorb more CO,.

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://apnews.com/article/business-environment-and-nature-ee63e75fb0b4005aa3341b4dfa2a8aba
https://apnews.com/article/business-environment-and-nature-ee63e75fb0b4005aa3341b4dfa2a8aba
https://www.wsj.com/articles/interior-department-report-says-federal-oil-leasing-program-needs-reform-11637947318?st=ig42w25jk2s339y&reflink=desktopwebshare_permalink
https://www.wsj.com/articles/interior-department-report-says-federal-oil-leasing-program-needs-reform-11637947318?st=ig42w25jk2s339y&reflink=desktopwebshare_permalink
https://www.wsj.com/articles/fed-programs-have-kept-finance-flowing-to-fossil-fuels-11637317801?st=9eep6cb66lqmpeq&reflink=desktopwebshare_permalink
https://www.wsj.com/articles/fed-programs-have-kept-finance-flowing-to-fossil-fuels-11637317801?st=9eep6cb66lqmpeq&reflink=desktopwebshare_permalink
https://apnews.com/article/donald-trump-middle-east-iran-united-states-iran-nuclear-82a11f19f1c60c8dd5732533a0b07658
https://www.ft.com/content/ecd4d7c1-f166-4263-a31c-93bcebccfd47
https://www.ft.com/content/ecd4d7c1-f166-4263-a31c-93bcebccfd47
https://www.ft.com/content/c59e37c0-13c2-44a5-a73f-af91544df1d9
https://www.politico.eu/article/iran-nuclear-talks-take-break-sticking-points/?utm_source=POLITICO.EU&utm_campaign=532cee9246-EMAIL_CAMPAIGN_2021_11_22_04_14&utm_medium=email&utm_term=0_10959edeb5-532cee9246-190334489
https://www.nytimes.com/2021/11/27/world/middleeast/iran-israel-cyber-hack.html?smid=url-share
https://www.nytimes.com/2021/09/18/world/middleeast/iran-nuclear-fakhrizadeh-assassination-israel.html?smid=url-share
https://www.nytimes.com/2021/11/26/world/middleeast/iran-protests-water-shortages.html?smid=url-share
https://www.wsj.com/articles/trillions-in-assets-may-be-left-stranded-as-companies-address-climate-change-11637416980?st=iymgkmhdr9puyfs&reflink=desktopwebshare_permalink
https://www.wsj.com/articles/trillions-in-assets-may-be-left-stranded-as-companies-address-climate-change-11637416980?st=iymgkmhdr9puyfs&reflink=desktopwebshare_permalink
https://www.iea.org/commentaries/carbon-capture-in-2021-off-and-running-or-another-false-start?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.nytimes.com/2021/11/20/world/china-congo-cobalt.html?smid=url-share
https://www.nytimes.com/2021/11/20/world/china-congo-cobalt.html?smid=url-share
https://www.torquenews.com/15475/good-news-tesla-new-material-developed-allows-lithium-batteries-be-charged-10-times-faster

