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 16, 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 reversed last week’s unexpected rise, with stockpiles falling 7.5 mb
compared to forecasts of a 1.8 mb draw. The SPR added 0.1 mb this week.
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In the details, U.S. crude oil production was unchanged at 11.0 mbpd. Exports rose 0.2 mbpd,
while imports declined 1.8 mbpd. Refining activity rose 0.6%, near expectations.

High negative readings continue for unaccounted-for crude oil, although they are 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 -768 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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The above chart shows the annual seasonal pattern for crude oil inventories. This week’s data
showed a decline in crude oil stockpiles. We are well into the seasonal draw for crude oil. By
this time of the summer, we have usually seen a 5% decline in commercial storage. The fact that
inventories are mostly steady is a bearish factor.
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Based on our oil inventory/price model, fair value is $30.14; using the euro/price model, fair
value is $53.25. The combined model, a broader analysis of the oil price, generates a fair value
of $40.42. 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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The oil and gas industry is facing a disinvestment movement from college and university
endowments, driven by student activism. In general, such movements tend to gain momentum
when the cost of the action is low. Current low oil prices make activism toward disinvestment
relatively costless. This action could become difficult to sustain if oil prices (and gasoline
prices) rise in the future.

In light of last spring’s oil price collapse, the CFTC is getting involved in commodity ETPs. The
commaodity regulator is pushing for greater disclosure of activity. The ETPs were widely blamed
for the negative prices for WTI (see the chart above) seen in April.

The recent rise in VAT in Saudi Arabia is calling into question the kingdom’s social contract.
For years, the House of Saud offered Saudi citizens a deal—the government would provide a
deep safety net in return for not having a direct voice in how citizens are governed. In essence,
the Saudis created a rentier state that was funded from oil revenues. In an attempt to diversify
the economy in a period of low oil prices, CP Salman has moved to raise taxes to restore some of
the lost revenue. What remains to be seen is if common Saudis will tolerate “taxation without
representation.”

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.wsj.com/articles/universities-cut-oil-investments-as-student-activism-builds-11594719181?st=i0a9ds8xdlczhit
https://www.ft.com/content/1e689137-2d1f-4393-a18f-fe0da02141cc
https://www.ft.com/content/f605dada-9c93-49c3-a506-1f75e8104a74

