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 4, 2021

Here is an updated crude oil price chart. Prices broke out of their recent trading range and are
now well above $55 per barrel.
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Commercial crude oil inventories unexpectedly fell 1.0 mb when a build of 3.0 mb was forecast.
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In the details, U.S. crude oil production was unchanged at 10.9 mbpd. Exports rose 0.1 mbpd,
while imports increased by 1.4 mbpd. Refining activity rose 0.50%.
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Crude Qil Inventory Seasonal
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The above chart shows the annual seasonal pattern for crude oil inventories. This week’s
decline, though small, 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 22.4 mb higher.
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Based on our oil inventory/price model, fair value is $48.37; using the euro/price model, fair
value is $70.79. The combined model, a broader analysis of the oil price, generates a fair value
of $58.32. The wide divergence continues between the EUR and oil inventory models.
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Geopolitical news:

The Biden administration has reportedly offered the EU its terms for allowing the Nord
Stream 2 project to be completed. First, the U.S. wants the EU (read: Germany) to
renegotiate its gas transit contract with Ukraine. Second, it wants to build in a shutdown
mechanism on the pipeline so that if Russia cuts off natural gas flows through Ukraine,
the Nord Stream 2 flows would also be suspended. It’s hard to see why the EU would
accept these terms. The whole point of the pipeline is to avoid the bottleneck through
Ukraine, which holds the EU hostage to Russian/Ukrainian relations. But, Germany and
the EU may want to show they want to work with the incoming Biden administration and
agree.

Israel is warning that it has new plans to attack Iran’s nuclear program. Given that
relations with the Arab states have improved through the Abraham Accords, the logistics
of an Israeli attack have improved. We doubt Israel will act but it is a warning to the new
administration that the situation in the Middle East is fluid and may become a problem.

o Although the Biden administration says it would like to return to the Iran nuclear
deal signed under the Obama administration, it is unlikely that Iran would return
under the previous agreement. This situation makes returning to the deal difficult.
Compounding the problem is Iran’s continued development of missile technology,
which was generally excluded from the original agreement.

At the same time, the Biden administration is suspending arms sales to the UAE and the
KSA. This decision includes the sales of F-35s to the former, which was made in return
for its recognition of Israel; we do expect the sale to be completed at some point.

Energy industry news:

Although hope is rising for energy shares, it is still unclear if the industry, especially
shale, can woo investors back. As we note below, the future isn’t bright. Although the
world will be using oil and gas for the next couple of decades, it’s likely that
consumption will decline over time.
o Adding to pressure is that pipeline projects are becoming much more difficult to
complete. It may be that major projects have become impossible.
o Worries about a shrinking industry led two of the supermajors, Exxon (XOM,
USD, 45.63) and Chevron (CVX, USD, 87.06), to discuss a merger in early 2020.
As industry growth slows, and eventually contracts, cost-saving through mergers
will likely become more common.
o The earnings for oil companies in 2020 were “brutal” as the pandemic and
regulation weighed on the sector. This year will be better, but not stellar.
It is important to note that commaodities are priced based upon current supply and demand
fundamentals with less regard for future market conditions. In other words, the price of
oil a decade from now doesn’t have a major impact on current crude prices. But it does
affect energy equities, which discount the future. Thus, the outlook for future oil demand
is bearish for energy equities, but paradoxically it is actually supportive for oil prices
because less investment means supplies will fall, likely faster than demand contracts.
The only commercial carbon capture program closed, oddly, due to low oil prices. The
program sold the carbon dioxide it pulled from burning coal to oil producers to enhance
oil production (CO- injection is one method to enhance oil output). When oil prices fell,
it was no longer economical to operate the plant. Carbon capture has been one hope the
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https://www.handelsblatt.com/politik/deutschland/transatlantischer-konflikt-nord-stream-2-usa-stellen-deutschland-bedingungen-fuer-sanktionserlass/26872184.html
https://apnews.com/article/joe-biden-israel-iran-iran-nuclear-middle-east-79ef89b7f7d8df1974856eaeb5a69905
https://www.wsj.com/articles/for-biden-iran-presents-a-tough-road-from-promise-to-policy-11611845859?st=vt0en8pcnrhe4gl&reflink=desktopwebshare_permalink
https://www.wsj.com/articles/iran-launches-new-rocket-showing-advances-in-potential-missile-technology-11612214948?st=iduj6i5s45lmmqg&reflink=desktopwebshare_permalink
https://www.ft.com/content/356df221-251f-4eba-a307-88e485ef1d45
https://www.ft.com/content/356df221-251f-4eba-a307-88e485ef1d45
https://www.ft.com/content/d8203bcd-c5b5-40a7-943c-c230115d6931
https://www.ft.com/content/a8d72d4d-09b1-47fb-bb6c-3c314770f1c1?emailId=6018905b1fe4910004f842e6&segmentId=7e94968a-a618-c46d-4d8b-6e2655e68320
https://www.ft.com/content/a8d72d4d-09b1-47fb-bb6c-3c314770f1c1?emailId=6018905b1fe4910004f842e6&segmentId=7e94968a-a618-c46d-4d8b-6e2655e68320
https://www.ft.com/content/da0f132b-5e1e-4ba9-8172-588a1e1da933?emailId=6018905b1fe4910004f842e6&segmentId=7e94968a-a618-c46d-4d8b-6e2655e68320
https://www.reuters.com/article/uk-chevron-m-a-exxon-mobil/exxon-chevron-ceos-discussed-merger-in-early-2020-sources-idUSKBN2A00T3
https://www.wsj.com/articles/bp-warns-pandemic-pain-to-persist-in-2021-11612264019?st=kbthymimx5j66bj&reflink=desktopwebshare_permalink
https://www.ft.com/content/5abf032a-bca1-444c-8aaf-d637e01460cc?emailId=601a354a02cc670004e0bb3b&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.worldoil.com/news/2021/1/29/fossil-fuel-transition-expect-oil-price-spikes-as-capital-investment-declines
https://earther.gizmodo.com/the-only-carbon-capture-plant-in-the-u-s-just-closed-1846177778

fossil fuel industry has to maintain the industry in a low carbon world. Unfortunately,
thus far, the programs have failed to deliver.

Alternative energy/policy news:

General Motors (GM, USD, 52.48) announced it would phase out gasoline and diesel fuel
vehicles by 2035, the first major automaker to create a hard timeline to offer a fully
electric line of vehicles. It is not clear whether other automakers will follow, but if
governments start to back this decision, the future of oil in transportation is facing a
serious threat.

Although the new administration is moving quickly to establish climate change
regulation, the energy industry is responding, trying to slow the rollout.

o The oil and gas industry is trying to make common cause with the farm belt.
After all, the electrification of transportation will curtail the use of ethanol and
reduce the demand for corn. Unfortunately for oil and gas, the industry has
undermined the use of ethanol by supporting the EPA’s exemptions for meeting
the mandate for ethanol demand. It is expected that the Biden administration will
not be as generous in granting exemptions. When a refiner can’t use enough
ethanol to meet the mandate, it must buy Renewable Identification Numbers
(RINS) to fulfill the mandate. The prices of RINs have been rising since summer.
Farm groups have been upset by the wide use of exemptions which undercut the
demand for corn ethanol.

o The Trump administration used the Commodity Credit Corporation (CCC) as a
conduit for aid to farmers affected by the China trade conflict. This use was
outside of the original mandate of the CCC, which was created during the Great
Depression to support commodity prices. The Biden administration wants to
continue to use this broader mandate, perhaps using the CCC funding to support a
carbon bank, paying farmers for absorbing carbon by the crops they plant.

In the waning days of the Trump administration, the OCC ruled that banks could not
exclude industries from lending simply based on the industry itself. The Biden
administration has reversed this ruling, which means that banks can decide not to make
loans to oil and gas firms.

o The Fed is expected to support environmental lending as part of its regulatory
mandate.

o Fund managers are getting into the act as well.

Although the new administration has tried to make the point that expansion of jobs in
solar and wind will offset losses in fossil fuels, the numbers don’t support the claim.
The EU is creating a body to foster the development of batteries.

o The “hottest” area of batteries is solid state. Solid state batteries will charge
faster, have greater range, and last longer than the current arrays. China claims it
is making progress toward the commercialization of such a battery. Despite the
hopes, it will probably take years before the technology is developed and
commercialized.

A problem for “green” energy is that much of it requires rare earths in construction. Rare
earths production is mostly controlled by China, but the Pentagon is trying to support
non-Chinese mining and processing by awarding contracts to firms.
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https://www.wsj.com/articles/gm-sets-2035-target-to-phase-out-gas-and-diesel-powered-vehicles-globally-11611850343?st=t5f1rdy382w2edn&reflink=desktopwebshare_permalink
https://www.wsj.com/articles/gm-sets-2035-target-to-phase-out-gas-and-diesel-powered-vehicles-globally-11611850343?st=t5f1rdy382w2edn&reflink=desktopwebshare_permalink
https://www.washingtonpost.com/climate-environment/2021/01/28/general-motors-electric/?utm_campaign=wp_todays_worldview&utm_medium=email&utm_source=newsletter&wpisrc=nl_todayworld&carta-url=https%3A%2F%2Fs2.washingtonpost.com%2Fcar-ln-tr%2F2f0f990%2F601789f59d2fda4c88ceceed%2F596b53f6ae7e8a44e7d597a3%2F30%2F77%2F601789f59d2fda4c88ceceed
https://www.washingtonpost.com/climate-environment/2021/01/27/biden-climate-change/
https://www.reuters.com/article/us-usa-biden-electric-cars-exclusive/exclusive-u-s-oil-industry-seeks-unusual-alliance-with-farm-belt-to-fight-biden-electric-vehicle-agenda-idUSKBN29X2O8?il=0
https://www.wsj.com/articles/bidens-climate-goals-will-boost-ethanol-for-now-11611838893?st=tghxm9mshmkzxd0&reflink=desktopwebshare_permalink
https://www.wsj.com/articles/bidens-climate-goals-will-boost-ethanol-for-now-11611838893?st=tghxm9mshmkzxd0&reflink=desktopwebshare_permalink
https://www.politico.com/news/2021/01/31/usda-agriculture-tug-of-war-463843?nname=the-long-game&nid=00000171-5b34-d92d-a5ff-db3ee8890000&nrid=0000014e-f0fe-dd93-ad7f-f8ff7e250002&nlid=2672637
https://www.politico.com/news/2021/01/31/usda-agriculture-tug-of-war-463843?nname=the-long-game&nid=00000171-5b34-d92d-a5ff-db3ee8890000&nrid=0000014e-f0fe-dd93-ad7f-f8ff7e250002&nlid=2672637
https://www.politico.com/news/2021/01/28/bank-trump-rule-loans-prisons-energy-463495
https://www.politico.com/news/2021/01/28/bank-trump-rule-loans-prisons-energy-463495
https://www.ft.com/content/468049fc-eb6b-4929-a39c-3d653aeb1f3a
https://www.wsj.com/articles/british-hedge-fund-billionaire-takes-climate-fight-to-s-p-500-11611842401?st=drh80xd46am4hi0&reflink=desktopwebshare_permalink
https://www.washingtonpost.com/politics/2021/01/29/kerrys-misleading-framing-potential-solar-wind-jobs/?utm_campaign=wp_politics_am&utm_medium=email&utm_source=newsletter&wpisrc=nl_politics
https://www.eba250.com/actions-projects/priority-actions/
https://insideevs.com/news/483085/catl-solid-state-battery-350-wh-kg/amp/
https://insideevs.com/news/483085/catl-solid-state-battery-350-wh-kg/amp/
https://www.autoweek.com/news/green-cars/a35367888/the-eternal-promise-of-solid-state-batteries/
https://www.c4isrnet.com/battlefield-tech/it-networks/2021/02/01/pentagon-awards-30-million-contract-to-boost-processing-of-rare-earth-elements/

e The other fuel we are watching is hydrogen. Although most of the focus is on batteries, a
competitor would be fuel cell cars fueled by hydrogen. The process of extracting
hydrogen from water offers the most promise but is still far too expensive to be practical.
However, there is continued progress on this front.

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://techxplore.com/news/2021-01-catalyst-seawater-desalination-hydrogen-production.html

