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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.

February 3, 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 fell 1.0 mb compared to a 1.8 mb build forecast. The SPR

declined 1.9 mb, meaning the net draw was 2.9 mb.

U.S. COMMERCIAL CRUDE OIL INVENTORIES
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In the details, U.S. crude oil production fell 0.1 mbpd to 11.5 mbpd. Exports fell 0.4 mbpd while
imports rose 0.8 mbpd. Refining activity fell 1.0%.

Crude Qil Inventory Seasonal

115
110
105
100
95
90

85

0T/t
770T/87/T
770T/8T/t
20T/1T/E
Teoe/Tiv
eoT/Tefy
zeoT/er/s
Teoe/e/o
ToT/ve/9
7T0T/ST/L
Teoe/s/8
7T0t/9z/8
770T/91/6
zToT/LfoT
7207/82/01
7207/8T/TT
7T0T/6/TT
zz0z/og/TT

]
=)
o]
o]

e \yorage e=@e=2021

(Sources: DOE, CIM)

This chart shows the seasonal pattern for crude oil inventories. This week’s report shows a
pattern more consistent with average and less with last year. Last year, we had a sharp drop in
stockpiles in a period where inventories usually accumulate. So far, it looks like we will see
inventories rise rather than decline.
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Based on our oil inventory/price model, fair value is $69.62; using the euro/price model, fair
value is $53.34. The combined model, a broader analysis of the oil price, generates a fair value
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of $61.72. Current prices exceed our model projections, but price momentum is likely to push
prices higher.

Market news:

OPEC+ announced it would lift its production quotas by 0.4 mbpd. Although this news
is bearish, there are strong doubts the cartel can meet this goal. Several of the group’s
producers are effectively at full capacity, and thus, it is unlikely that there will be a
significant rise in OPEC+ production.

One concern of oil producers is that the shift away from fossil fuels will create “stranded
assets,” which is oil and gas investments that become lost due to falling demand. A
recent study warns that if the industry attempts to boost production through investment in
reaction to current high prices, it risks stranding $500 billion in wasted investment.

Los Angeles has banned new oil and gas wells in its city proper and will phase out
current wells over the next five years.

The DOE announced it would sell 13.4 mb of crude oil from the SPR this year.

Investors are trying to map out how energy equities will fare in the coming years in the
face of falling demand. Increasingly, they are using the tobacco industry as a model.
Initially, the Biden administration wanted to ban new oil and gas leases on federal land
and offshore. That ruling was reversed, but a recent court order is banning offshore
leases. However, even with this ruling and the initial goals of the administration, in
reality, the current administration is approving drilling permits faster than the Trump
administration did.

Geopolitical news:

It is no secret that the U.S. is trying to reduce its involvement in both Europe and the
Middle East. As the U.S. steadily lowers its involvement with the region, China is
attempting to extend its influence.
The U.S. claims that it has crafted a deal with Iran, which now is dependent on the Raisi
government to decide if it wants to resurrect the 2015 pact. We doubt a deal will be
made.
Europe has been facing a natural gas crisis which has partly been affected by the tensions
between Russia and Ukraine. Before the crisis, the U.S. tried to boost natural gas sales to
Europe but was mostly rebuffed. Now, as the EU scrambles to find sources of natural gas
from venues other than Russia, Qatar has emerged as a potential source, but it appears
unlikely it will be able to offset the loss of Russian supplies.

o Tensions with Ukraine are also lifting coal prices.

o Russia has put an LNG tanker in place to supply natural gas to its enclave in

Kaliningrad in case war disrupts supplies.

Alternative energy/policy news:

General Motors (GM, USD, 52.79) is planning to accelerate its EV production and
potentially sacrifice earnings.

Range anxiety is one factor that slows the adoption of EVs. The gasoline/diesel
infrastructure is widespread, and there is less concern about “running out of gas”
compared to “running out of juice.” One way to address this problem would be to build
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https://www.wsj.com/articles/before-ukraine-standoff-u-s-pitched-its-freedom-gas-to-europe-and-found-few-takers-11643538604?st=oxbjqjpxp9w5ohl&reflink=desktopwebshare_permalink
https://www.bnnbloomberg.ca/qatar-can-t-come-to-europe-s-aid-if-russian-gas-is-interrupted-1.1712800
https://www.bnnbloomberg.ca/qatar-can-t-come-to-europe-s-aid-if-russian-gas-is-interrupted-1.1712800
https://www.reuters.com/business/energy/global-coal-prices-surge-ukraine-tensions-worsen-supply-woes-2022-01-28/
https://www.ft.com/content/646b11bc-1955-4222-9f24-92ed95490c04?emailId=61f1da9851f54e000420c501&segmentId=7e94968a-a618-c46d-4d8b-6e2655e68320
https://www.reuters.com/business/autos-transportation/gm-sees-2022-operating-profit-13-bln-15-bln-2022-02-01/

electrified roads that could charge the battery while the vehicle is in motion. Testing
programs are being developed to see if this solution would be possible.

« EV could prove very popular with construction workers. An EV could provide electricity
to power tools, turning a pickup truck into a power hub. If this trend develops, it could
accelerate the move toward EVs.

« Although creating alternative energy supplies is still the focus of the industry, energy
conservation remains a key element in reducing fossil fuel consumption.

. Solar power continues to lag in the U.S. A key reason is the decentralized nature of the
U.S. political system. Without a national standard for distributed power, adoption will
remain spotty.

« The NY Senate is considering a 3-year moratorium on bitcoin mining. Energy
consumption is the primary concern.

« We continue to monitor development in geoengineering, which is the deliberate use of
aerosols and other measures to reflect energy back into space and lower temperatures.

. ESG investment remains a popular topic; however, defining what it means is far from
consistent. It turns out the arbiters of what constitutes ESG are conflicted.

« Nature is a carbon sink. This graphic shows how well various environments absorb
carbon.

Forests play a critical role in regulating the global
climate. They absorb carbon from the atmosphere

C ar b OoOn S tora g (= i N and then store it, acting as natural carbon sinks.
E ar t h 8 = E cos y s t ems Wher Carbon Stored? r(/'v"\ g Iviny

Achieving net-zero by 2050 depends & ! ¥
on the Earth’s natural carbon sinks. v/% =
r

Carbon Storage

Tonnes of Carbon per Hectare*

1 15.6 gigatonnes
3% the annual CO

Temperate
forests

Tropical
forests

Deserts and
semideserts
a2

344 =
i — ——

Al
Tropical
savannas

Carbon stored

eS 2.500Gt]

| 560G

e \5
Carbon Streaming is protecting the Earth's e
natural carbon sinks with carbon credit streams = ZE

across the following REDD+ projects:

Rimba Raya
Borneo, Indonesia

Baja Califorr e:
~64,000 hectares %

~1,000 hectares ~22,00!

b

NEO: NETZ
CA B(‘) Learn more at OTCQB: OFSTF
CARBONSTREAMING COM FSE: M2Q

STREAMING

@CAPiTALIST

20 ALLEN AVENUE, SUITE 300 | SAINT Louis, MO 63119 | 314.743.5090
WWW.CONFLUENCEINVESTMENT.COM

4


https://www.axios.com/a-roadway-will-charge-your-ev-while-youre-driving-f2f2ad5b-3735-4948-bc50-b486f076a255.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axioswhatsnext&stream=science
https://www.axios.com/how-your-plumber-could-lead-the-electric-vehicle-revolution-01ad91dc-7d2b-4798-9004-cfd041d55dfa.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axioswhatsnext&stream=science
https://www.ft.com/content/a0dab19e-1b76-49fa-90aa-4973c7ba7341?emailId=61f1da9851f54e000420c501&segmentId=7e94968a-a618-c46d-4d8b-6e2655e68320
https://www.ft.com/content/a0dab19e-1b76-49fa-90aa-4973c7ba7341?emailId=61f1da9851f54e000420c501&segmentId=7e94968a-a618-c46d-4d8b-6e2655e68320
https://oilprice.com/Alternative-Energy/Renewable-Energy/What-Is-Holding-The-Solar-Boom-Back.html
https://oilprice.com/Alternative-Energy/Renewable-Energy/What-Is-Holding-The-Solar-Boom-Back.html
https://waterfrontonline.blog/2021/05/05/ny-senate-bill-would-impose-3-year-state-moratorium-on-bitcoin-mining-force-environmental-impact-statement/
https://www.ucsusa.org/resources/what-solar-geoengineering
https://www.wsj.com/articles/wall-streets-green-push-exposes-new-conflicts-of-interest-11643452202?st=9ms4kokqloiyutj&reflink=desktopwebshare_permalink

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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