Weekly Energy Update
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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.

February 19, 2021

This week’s report is being published on Friday as the DOE data was delayed due to the
Presidents’ Day holiday. Here is an updated crude oil price chart. Prices continue to rise.
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Crude oil inventories fell 7.4 mb when a draw of 2.0 mb was forecast. The SPR fell 0.1 mb,
meaning the draw in commercial inventories was 7.3 mb.
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In the details, U.S. crude oil production fell 0.2 mb to 10.8 mbpd. Exports rose 1.2 mbpd, while
imports were unchanged. Refining activity rose 0.1%. Next week, we expect a significant drop
in both production and refinery operations due to the cold snap. The impact on crude oil
inventories will likely be negative.

Crude Oil Inventory Seasonal
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The above chart shows the annual seasonal pattern for crude oil inventories. This week’s decline
is contraseasonal. The usual seasonal pattern occurs due to refinery maintenance; in the past, the
U.S. oil industry had limited ability to export, which contributed to the seasonal pattern. With
the potential for higher exports, the expected seasonal build may not occur, which would be
bullish for prices. If we were following the normal seasonal pattern, oil inventories would be
28.3 mb higher.

OIL INVENTORIES AND PRICES OIL PRICES AND THE EURO
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Based on our oil inventory/price model, fair value is $53.02; using the euro/price model, fair
value is $68.34. The combined model, a broader analysis of the oil price, generates a fair value
of $59.70. The divergence continues between the EUR and oil inventory models, although it is
narrowing.

Market news: This week was driven by unusually cold weather that spread well into the South.
Texas, a major oil and gas producing state, was hit hard by the drop in temperatures, which
brought havoc on energy production. Oil output fell about 30% to 40% this week (which will be
reflected in next week’s storage data). At the same time, refinery operations were also affected,
so the decline in stockpiles next week will be partially offset by that situation. Fortunately, we
are late in the heating season, and forecasts indicate rising temperatures in the coming days.

In response to higher oil prices and the supply problems in the U.S., the KSA announced
it will increase oil production to stabilize the market.

An issue that pops up every so often is that there is a discrepancy between global oil
supply and demand. Currently, nearly 70% of some 1.4 billion barrels of oil is
unaccounted for. We suspect that some of it is being held in China, which isn’t part of
the OECD and thus doesn’t always report its storage. Another possibility is that it’s due
to simple miscounting—either the oil was never there, or we are looking at a significant
storage overhead somewhere in the world; if so, this would be a bearish factor. On the
other hand, if most of it is in China, the country would be inclined to hold it, making the
storage market-neutral.

Royal Dutch Shell (RDS.A, USD, 40.56) has indicated its production has peaked. This
dovetails into our position that supplies will fall in the future, which should support oil
prices. Meanwhile, there are estimates that China’s demand may peak in 2025.

One of the risks from a rapid shift away from fossil fuels is that the incidence of the
policy could fall disproportionately on the less affluent. A political reaction will be
difficult to avoid.

Geopolitical news:

The Biden administration is giving Middle East leaders the silent treatment, delaying
calls and making it clear the region isn’t a high priority. Although we expect contacts to
eventually occur, Biden’s behavior does indicate a shift in policy direction. Israel is also
adapting to the new environment.

Meanwhile, tensions continue. Islamic State is showing signs of returning. Iran has
indicated it is considering reducing access to IAEA inspectors unless sanctions are lifted.
Kurdish rebels killed 13 Turkish captives, triggering a raid by Turkish soldiers.

As the world backs away from fossil fuels, oil-producing countries are facing a severe
decline in revenue and economic growth. Middle East oil producers are starting to
consider hydrogen production as an alternative. We note that the KSA is forcing foreign
firms to build or expand operations in the kingdom or lose access.

Alternative energy/policy news:

We are seeing a rapid increase in battery research investment by auto companies.
Wind turbine companies are building giant turbines for offshore facilities in a bid to drive
down costs.
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https://www.bloomberg.com/news/articles/2021-02-15/how-extreme-cold-turned-into-a-u-s-energy-crisis-quicktake?
https://arstechnica.com/science/2021/02/texas-power-grid-crumples-under-the-cold/
https://www.wsj.com/articles/saudi-arabia-set-to-raise-oil-output-amid-recovery-in-prices-11613570923?st=t6tb37cb2e9mlam&reflink=desktopwebshare_permalink
https://www.wsj.com/articles/saudi-arabia-set-to-raise-oil-output-amid-recovery-in-prices-11613570923?st=t6tb37cb2e9mlam&reflink=desktopwebshare_permalink
https://www.wsj.com/articles/oils-missing-barrel-mystery-stumps-forecasters-11613476816?st=b2qoh8yogm9n0bq&reflink=desktopwebshare_permalink
https://www.wsj.com/articles/oils-missing-barrel-mystery-stumps-forecasters-11613476816?st=b2qoh8yogm9n0bq&reflink=desktopwebshare_permalink
https://www.nytimes.com/2021/02/11/business/shell-oil-production.html?smid=url-share
https://www.wsj.com/articles/china-is-approaching-its-own-peak-oil-11613131201?st=pw6t8hq7saihlg4&reflink=desktopwebshare_permalink
https://www.vox.com/22264282/biden-climate-change-clean-energy-national-academies-science-transition
https://www.vox.com/22264282/biden-climate-change-clean-energy-national-academies-science-transition
https://www.ft.com/content/6cc43a18-ea1f-4742-a805-2272201847af
https://www.politico.com/news/2021/02/16/saudi-arabia-mohammed-bin-salman-469134?nname=playbook&nid=0000014f-1646-d88f-a1cf-5f46b7bd0000&nrid=0000014e-f0fe-dd93-ad7f-f8ff7e250002&nlid=630318
https://www.politico.com/news/2021/02/16/saudi-arabia-mohammed-bin-salman-469134?nname=playbook&nid=0000014f-1646-d88f-a1cf-5f46b7bd0000&nrid=0000014e-f0fe-dd93-ad7f-f8ff7e250002&nlid=630318
https://www.al-monitor.com/pulse/originals/2021/02/israel-us-iran-france-benjamin-netanyahu-meir-ben-shabbat.html
https://www.al-monitor.com/pulse/originals/2021/02/israel-us-iran-france-benjamin-netanyahu-meir-ben-shabbat.html
https://www.al-monitor.com/pulse/originals/2021/02/syria-is-terrorism-war.html
https://www.al-monitor.com/pulse/originals/2021/02/syria-is-terrorism-war.html
https://www.al-monitor.com/pulse/originals/2021/02/turkey-iraq-kurdistan-raid-cave-where-13-captives-killed.html
https://carbontracker.org/reports/petrostates-energy-transition-report/
https://www.al-monitor.com/pulse/originals/2021/02/gulf-states-quest-new-oil-hydrogen-green-energy-solar-wind.html
https://www.business-standard.com/article/international/move-in-or-lose-out-saudi-arabia-s-ultimatum-unsettles-foreign-firms-121021800705_1.html#:~:text=Move%20in%20or%20lose%20out%3A%20Saudi%20Arabia's%20ultimatum%20unsettles%20foreign%20firms,-Bloomberg%20%7C%20%7C%20Last%20Updated&text=Saudi%20Arabia's%20ultimatum%20for%20global,some%20wary%20of%20investing%20there.
https://www.business-standard.com/article/international/move-in-or-lose-out-saudi-arabia-s-ultimatum-unsettles-foreign-firms-121021800705_1.html#:~:text=Move%20in%20or%20lose%20out%3A%20Saudi%20Arabia's%20ultimatum%20unsettles%20foreign%20firms,-Bloomberg%20%7C%20%7C%20Last%20Updated&text=Saudi%20Arabia's%20ultimatum%20for%20global,some%20wary%20of%20investing%20there.
https://www.nytimes.com/2021/02/16/business/energy-environment/electric-car-batteries-investment.html?smid=url-share
https://www.ft.com/content/d4593dab-efbe-4e45-8d6f-a04ec5d0b709?emailId=602445b2d5d3ca000419c9b8&segmentId=7e94968a-a618-c46d-4d8b-6e2655e68320

e Geothermal energy is starting to attract attention.

e The agricultural lobby is starting to push for giving farmers revenue for carbon reduction.

e How investors are using their power to sway companies on their power production and
consumption is becoming a major issue; the ESG movement is part of this. Blackrock
(BLK, USD, 721.39) has issued a paper on the topic. Given that firm’s massive
ownership of stocks, if it enforces these rules, the impact could be significant.

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.vox.com/energy-and-environment/2020/10/21/21515461/renewable-energy-geothermal-egs-ags-supercritical?stream=top
https://agclimatealliance.com/files/2020/11/faca_recommendations.pdf?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.blackrock.com/corporate/literature/publication/blk-commentary-climate-risk-and-energy-transition.pdf

