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.

July 9, 2020

Here is an updated crude oil price chart. The oil market has stabilized at higher levels after
April’s historic collapse.
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Crude oil inventories rose well above market expectations, with stockpiles rising 5.3 mb
compared to forecasts of a 3.0 mb draw. The SPR added 0.6 mb this week.
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In the details, U.S. crude oil production was unchanged at 11.0 mbpd. Exports fell 0.7 mbpd,
while imports rose 1.4 mbpd. Refining activity rose 2.0%, much higher than expected.
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High negative readings for unaccounted-for crude oil continues, although it is higher than what
we saw a few weeks ago.
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Unaccounted-for crude oil is a balancing item in the weekly energy balance sheet. To make the
data balance, this line item is a plug figure, but that doesn’t mean it doesn’t matter. This week’s
number is -765 kbpd. This is a large number and suggests the DOE is still struggling to figure
out what accounts for the missing barrels. We suspect much of it is caused by the DOE
overestimating production.
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https://www.wsj.com/articles/behind-oils-rise-is-a-historic-drop-in-u-s-crude-output-11594027801?st=l725e93cwralem1
https://www.wsj.com/articles/behind-oils-rise-is-a-historic-drop-in-u-s-crude-output-11594027801?st=l725e93cwralem1

The above chart shows the annual seasonal pattern for crude oil inventories. This week’s data
showed a rise in crude oil stockpiles. We are well into the seasonal draw for crude oil. The
continued rise in inventories is bearish for prices.
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Based on our oil inventory/price model, fair value is $27.81; using the euro/price model, fair
value is $52.56. The combined model, a broader analysis of the oil price, generates a fair value
of $40.29. We are starting to see a wide divergence between the EUR and oil inventory models.
The weakness we are seeing in the dollar, which we believe may have “legs,” is bullish for crude
oil and may overcome the bearish oil inventory overhang.

Gasoline consumption remains below average, but the recovery is unmistakable.

GASOLINE CONSUMPTION
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As the first chart shows, oil prices have recovered rather nicely from the epic collapse in April.
However, as prices have firmed, trouble is brewing within OPEC. Saudi Arabia is threatening
another market share war if smaller OPEC producers fail to meet the production reduction
pledges. Will Riyadh follow through? We doubt it because it would disrupt U.S./Saudi
relations. At the same time, the Saudis would probably prefer to keep prices lower for longer to
crush higher-cost producers and gain market share. They just can’t figure out how to do that and
maintain good relations with Washington (as an aside: the KSA may have an incentive to renew
the market share war with a Biden presidency as it is less likely the Biden administration would
ride to the rescue of the U.S. oil industry).

Democrats are proposing climate change policies that would bring zero emissions by 2050 and
electric-only cars by 2035. We see little chance this actually becomes law as whoever is in the
White House will be wrestling with high unemployment instead.

China has been absorbing crude oil at a fast pace, taking advantage of low prices. However, this
source of demand may be waning in light of reports that China’s oil storage is nearing capacity.
This storage issue is colliding with China’s pledges to buy U.S. energy as part of the Phase One
trade deal. It is becoming increasingly unlikely that China will meet its pledge.

Natural gas prices continue to languish despite summertime temperatures in much of the U.S.
It’s not just domestic demand that is a problem; global consumption of LNG is down as well.

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.caixinglobal.com/2020-07-03/china-is-about-to-run-out-of-places-to-store-crude-oil-101575391.html
https://www.wsj.com/articles/u-s-business-groups-urge-china-to-redouble-efforts-to-implement-trade-deal-11594066059?st=o66pz4jjv70gzoj
https://www.wsj.com/articles/china-is-unlikely-to-meet-purchase-targets-for-u-s-energy-11593964801?st=m2hslf53qy8b9dw
https://www.wsj.com/articles/the-world-cant-take-much-more-shale-gas-11594114202?st=nnd1vcihm0ruq6s

