Weekly Energy Update

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

March 19, 2020

Crude oil inventories rose 2.0 mb compared to the forecast rise of 3.5 mb.
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In the details, U.S. crude oil production rose 0.1 mbpd to 13.1 mbpd. Exports rose 1.0 mbpd,
while imports rose 0.1 mbpd. The inventory build was less than forecast due to the rise in
exports.
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The above chart shows the annual seasonal pattern for crude oil inventories. This week’s report
put inventory accumulation modestly above seasonal norms. Inventories will be expected to rise
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steady into late May. We will be watching this chart closely in the coming weeks for signs that
inventories are rising abnormally due to the market share war described below.
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Based on our oil inventory/price model, fair value is $55.77; using the euro/price model, fair
value is $53.14. The combined model, a broader analysis of the oil price, generates a fair value
of $53.26. As we noted last week, the model output is less relevant unless Russia and the
Kingdom of Saudi Arabia (KSA) come to an agreement on supply.

Needless to say, our forecast for oil prices was reasonably accurate in terms of level but far too
conservative in terms of time. WT]I has declined under $21 per barrel since our last report. The
combination of increased KSA supply and rising Russian output, combined with falling demand,
IS putting significant negative pressure on prices. U.S. oil producers in the shale patch are
already signaling layoffs. The U.S. industry is more competitive and better hedged than in 2015;
although bankruptcies are unavoidable, production will likely remain elevated for some time
regardless of how low prices fall.
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https://www.cnbc.com/2020/03/10/reuters-america-update-1-saudi-to-hike-april-crude-supply-to-12-point-3-mln-bpd-aramco-ceo.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.bloomberg.com/news/articles/2020-03-10/saudi-arabia-escalates-price-war-with-massive-hike-to-oil-supply?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.iea.org/news/global-oil-demand-to-decline-in-2020-as-coronavirus-weighs-heavily-on-markets
https://www.axios.com/opec-russia-oil-price-war-saudi-aramco-production-751d66f0-6741-479f-9349-7af7fe364c7b.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top

This chart shows WTI oil prices with U.S. crude oil production.® We have highlighted the area
from the peak in oil prices in 2014 to the peak in production in 2015. The lag between these two
periods was 10 months. Thus, we would not expect any significant declines in U.S. output until
late Q4 at the earliest. If Russia and the KSA continue to fight for market share, oil prices will
remain under further pressure for the foreseeable future.

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.

1 The official DOE data has a two- to three-month lag. The production data reported in the weekly data is an
estimate from the DOE.
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