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.

January 20, 2022

Since troughing in early December, oil prices have been steadily rising due to tightening
supplies. We are approaching the highs set in November.
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Crude oil inventories unexpectedly rose 0.5 mb compared to a 2.0 mb draw forecast. The SPR
declined 1.3 mb, meaning the net draw was 0.7 mb.
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In the details, U.S. crude oil production was unchanged at 11.7 mbpd. Exports and imports both
rose 0.7 mbpd. Refining activity fell 0.3%.

Crude Qil Inventory Seasonal
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This chart shows the seasonal pattern for crude oil inventories. This week’s report shows a
pattern consistent with average and last year.
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Based on our oil inventory/price model, fair value is $70.04; using the euro/price model, fair
value is $54.12. The combined model, a broader analysis of the oil price, generates a fair value
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of $62.32. Current prices exceed our model projections, but price momentum is likely to push
prices higher.

Market news:

Oil prices have surged recently. The combination of tight supplies, rising demand, and
geopolitical tensions are all conspiring to move prices higher. So far, the supply response
has been modest, which means that price volatility remains elevated. However, we are
starting to see some rumblings of supply from the U.S. shale sector. Other production
areas remain stagnant, likely worried about stranded investment.

Disinvestment has weighed on the energy sector, but recent comments from some major
financial firms suggest the trend isn’t universal. One issue that has been raised is that
divestment could simply shift production from publicly held to privately held firms that
may have lower environmental standards. Essentially, the idea of reducing fossil fuel use
by supply restrictions may not solve the problem and may cause higher prices and little
environmental improvement.

The recovery in energy demand in 2021 has led to higher emissions.

Geopolitical news:

The Houthis, one of the principal actors in the civil war in Yemen, launched a drone
attack on the UAE, killing three. The target was the Abu Dhabi International Airport,
nearly 800 miles from Yemen. Although attacks on the KSA by the Houthis occur often,
the last time the UAE was attacked was in 2018. It seems the decision by the UAE to
reduce its military support for groups aligned against the Houthis led to an unofficial
ceasefire. However, recently, UAE and the groups it supports have resumed attacks on
the Houthis, apparently prompting the Houthis response. The Houthis have been allied
with Iran, but so far, the attacks by this group on the UAE have not affected attempts by
Abu Dhabi and Tehran to normalize relations.

Although we harbor strong doubts that the U.S. and Iran will be able to return to the 2015
nuclear deal, talks continue. One major sticking point is that Iran wants guarantees the
U.S. won’t withdraw from a new agreement. This isn’t possible; there is little chance that
the Senate would approve a treaty with Iran, which is the closest the U.S. can come to a
guarantee. Although we remain skeptical, there is some evidence within Iran that the
hardliners are open to a deal. The conservatives do not trust Washington, but lifting
sanctions would boost the economy, which has been in the doldrums since the U.S.
withdrew from the accord.

Meanwhile, Iran is building stronger relations with China and Russia. Iranian President
Raisi recently visited Moscow to highlight growing ties. It should be noted that Iran and
Russia are not long-time allies. Despite these moves to improve relations, Iran knows
Russia is on friendly terms with Israel, Tehran's sworn enemy, and the U.S.S.R. was a
supporter of Saddam Hussein. Iran fought a bloody eight-year war with Iraq when the
latter was governed by Hussein. Thus, Tehran understands that Iran's foreign policy goals
have not always coincided with Russia's actions in the region. However, Iran and Russia
share an animosity toward the U.S., which gives them an interest in improving relations.
The two countries announced progress on a 20-year cooperation agreement. Meanwhile,
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https://www.wsj.com/articles/oil-demand-to-exceed-pre-covid-levels-in-2022-iea-says-11642582801?st=hc640xkoodksjje&reflink=desktopwebshare_permalink
https://www.wsj.com/articles/oil-prices-hit-seven-year-high-on-rising-geopolitical-tensions-11642507485?st=34xsp12ryo4ztx4&reflink=desktopwebshare_permalink
https://www.axios.com/newsletters/axios-generate-b0e832d6-70dc-4cfc-9447-42517f7d77b0.html?chunk=0&utm_term=emshare#story0
https://www.ft.com/content/a8f8980c-44ca-47b6-9e61-e240ab3162b8?emailId=61e88e07fc59010004b0eb54&segmentId=7e94968a-a618-c46d-4d8b-6e2655e68320
https://www.axios.com/newsletters/axios-generate-2c631e7d-41a1-4fa5-83eb-7328ce957afa.html?chunk=0&utm_term=emshare#story0
https://www.axios.com/newsletters/axios-generate-994c66de-9cec-4b43-909c-8df1b0649a29.html?chunk=4&utm_term=emshare#story4
https://www.washingtonpost.com/world/2022/01/17/houthis-uae-saudi-yemen/?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%2F35c90c6%2F61e64ac49d2fda14d7f8f1a4%2F596b53f6ae7e8a44e7d597a3%2F16%2F48%2F61e64ac49d2fda14d7f8f1a4
https://apnews.com/article/business-dubai-united-arab-emirates-abu-dhabi-yemen-8bdefdf900ce46a6fd6c7bc685bf838a
https://apnews.com/article/business-dubai-united-arab-emirates-abu-dhabi-yemen-8bdefdf900ce46a6fd6c7bc685bf838a
https://www.theguardian.com/world/2022/jan/18/saudis-hit-back-with-deadly-airstrikes-in-yemen-after-houthis-uae-drone-attack?utm_source=Eurasia+Group+Signal&utm_campaign=58d5e4c2a7-EMAIL_CAMPAIGN_2022_01_19_11_46&utm_medium=email&utm_term=0_e605619869-58d5e4c2a7-134308033
https://www.washingtonpost.com/world/2022/01/17/uae-abu-dhabi-drone-oil-tanker-blast/?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%2F35c90c5%2F61e64ac49d2fda14d7f8f1a4%2F596b53f6ae7e8a44e7d597a3%2F15%2F48%2F61e64ac49d2fda14d7f8f1a4
https://www.mei.edu/publications/uae-may-have-withdrawn-yemen-its-influence-remains-strong?utm_source=Eurasia+Group+Signal&utm_campaign=58d5e4c2a7-EMAIL_CAMPAIGN_2022_01_19_11_46&utm_medium=email&utm_term=0_e605619869-58d5e4c2a7-134308033
https://www.mei.edu/publications/uae-may-have-withdrawn-yemen-its-influence-remains-strong?utm_source=Eurasia+Group+Signal&utm_campaign=58d5e4c2a7-EMAIL_CAMPAIGN_2022_01_19_11_46&utm_medium=email&utm_term=0_e605619869-58d5e4c2a7-134308033
https://www.aljazeera.com/news/2022/1/17/explainer-houthi-attacks-abu-dhabi-uae?utm_source=Eurasia+Group+Signal&utm_campaign=58d5e4c2a7-EMAIL_CAMPAIGN_2022_01_19_11_46&utm_medium=email&utm_term=0_e605619869-58d5e4c2a7-134308033
https://amwaj.media/media-monitor/saudi-coalition-hits-back-houthis-in-sanaa-following-their-attack-on-abu-dhabi
https://www.reuters.com/world/france-says-still-far-reviving-2015-iran-nuclear-deal-2022-01-11/
https://www.wsj.com/articles/iran-demands-legal-pledge-that-u-s-wont-quit-nuclear-deal-again-11642429074?st=hpqaq9mbyfhtsqh&reflink=desktopwebshare_permalink
https://www.wsj.com/articles/iran-demands-legal-pledge-that-u-s-wont-quit-nuclear-deal-again-11642429074?st=hpqaq9mbyfhtsqh&reflink=desktopwebshare_permalink
https://amwaj.media/article/is-iran-readying-itself-for-a-nuclear-deal
https://www.nytimes.com/2022/01/19/world/europe/russia-iran-unity-us.html?smid=url-share
https://www.nytimes.com/2022/01/19/world/europe/russia-iran-unity-us.html?smid=url-share
https://amwaj.media/article/iran-russia-get-closer-as-20-year-agreement-within-reach
https://www.presstv.ir/Detail/2021/12/11/672455/Iran-says-20-year-co-op-deal-Russia-almos-ready

Beijing and Tehran have begun implementing a 25-year strategic partnership forged in
March of last year.

China hosted meetings of the GCC nations this week; as the U.S. attempts to reduce its
activities in the region, China is signaling an increased interest.

The KSA is considering the development of its indigenous uranium supplies. Although
such mining may be used for civilian purposes, it could also support nuclear weapons
development.

Alternative energy/policy news:

The key to expanding the EV market is batteries. Not only do supplies need to increase,
but the technology will likely need to improve. Solid-state batteries hold the promise of
quicker charging and a farther range. QuantumScape (QS, USD, 18.48) announced a
plan to build batteries for stationary applications, e.g., storage for wind and solar.
Transportation is not the only area where reducing carbon emissions is important.
Cement and steel are also large emitters. There has been some recent progress in
producing “green steel.”

Although there is some debate on the issue of climate change and the best way to address
it, one area we watch closely is the behavior of insurers. If insurance providers require
various steps to be taken before providing coverage, or simply decide not to provide
coverage at all, changes in economic activity will result. It is possible the decisions made
by insurance companies may lead to changes to address climate change. Along with
banks, decisions from the finance industry could have a bigger impact than regulation.

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://amwaj.media/media-monitor/iran-implements-25-year-deal-with-china-amid-skepticism-at-home
https://www.scmp.com/news/china/diplomacy/article/3163143/chinas-meetings-middle-east-ministers-sets-scene-beijing-step?utm_source=copy_link&utm_medium=share_widget&utm_campaign=3163143
https://amwaj.media/media-monitor/riyadh-announces-energy-transition-under-the-auspices-of-vision-2030
https://cleantechnica.com/2022/01/17/the-solid-state-energy-storage-dam-is-about-to-bust-wide-open/
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