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, 2021

After rising above $76 per barrel on news of the OPEC+ impasse (see below) prices have
corrected modestly.
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Crude oil inventories fell 6.9 mb compared to the 4.0 mb draw expected. The SPR fell 1.2 mb,
meaning without the addition from the reserve, commercial inventories would have declined 8.0
mb. We note the SPR is at its lowest level since October 2003.
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In the details, U.S. crude oil production was unchanged at 11.1 mbpd. Exports rose 0.1 mbpd,
while imports fell 0.5 mb. Refining activity rose 0.4%.

Crude Oil Inventory Seasonal
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This chart shows the seasonal pattern for crude oil inventories. We are well into the summer
withdrawal season. Note that stocks are already below the usual seasonal trough seen in early
September. A normal seasonal decline would result in inventories around 553 mb. Our seasonal
deficit is 77.1 mb. At present, inventories are falling faster than normal.
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Based on our oil inventory/price model, fair value is $59.48; using the euro/price model, fair
value is $63.41. The combined model, a broader analysis of the oil price, generates a fair value
of $61.09. Oil prices are well above fair value for all the models. The ability of oil to maintain
current levels is dependent on sentiment towards OPEC.
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Rising gasoline prices can be a political problem for the White House. However, the key isn’t
just the rise in prices but the relationships to income. Clearly, consumers prefer lower prices to
higher prices, but the combination of high prices and low wage growth creates a much more
serious problem. One way we try to measure this relationship is to divide the current wage for
non-supervisory workers into the national average gasoline prices. This calculation measures
how many gallons of gasoline an average worker can purchase from working one hour.
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Currently, a worker can buy just over eight gallons at the average hourly wage. The average
since the mid-1960s is 8.6 gallons, so the current level is probably not enough to cause political
turmoil.

Market news:

Alaskan crude oil production is steadily declining, which will support higher prices over
time.

A Greenpeace activist was able to capture video comments from an Exxon (XOM, USD,
61.37) lobbyist that revealed some of the activities the company supported in Congress.
The report put the company in a bad light and has triggered apologies.

Propane prices are soaring. It is unusual for this time of year, as demand is seasonally
weak in the summer. If supplies remain tight, it could boost crop drying costs (farmers
often use propane to dry their crops before storing them in silos) and may become a crisis
by winter, when rural households use the fuel for home heating. What’s behind the rise?
Propane is a byproduct of oil refining and natural gas processing. When production rose
with the shale revolution, the propane market became oversupplied, leading the industry
to build export capacity. Now, nearly 70% of U.S. production is exported. To reduce
exports, domestic prices must exceed foreign prices.

As natural gas prices rise, coal demand is making a comeback.
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https://rbnenergy.com/the-end-alaskas-crude-oil-production-continues-to-decline-on-stronger-headwinds
https://www.axios.com/exxon-lobbyists-caught-video-greenpeace-ceo-apology-b213d384-268f-4a2b-b00e-88b3f7f2a0aa.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.axios.com/exxon-lobbyists-caught-video-greenpeace-ceo-apology-b213d384-268f-4a2b-b00e-88b3f7f2a0aa.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://rbnenergy.com/skyrockets-in-flight-propane-headed-toward-uncharted-territory
https://www.wsj.com/articles/coal-shows-its-staying-power-as-economies-bounce-back-11625650381?st=mnq74cbie3ie771&reflink=desktopwebshare_permalink

Geopolitical news:

The failed OPEC+ meeting dominated the news earlier this week. The cartel failed to
agree on a plan to increase oil production gradually. The sticking point is that the UAE
wanted a higher baseline of production; since the country has increased its productive
capacity, this would mean a larger market share compared to the other members.
Opening up capacity discussions is fraught with risks. Several nations have seen capacity
fall, such as Venezuela and Libya, and their having higher quotas means that larger
producers can fill the gap. Interestingly enough, the news sent prices higher, at least
initially. In the past, a failure to make a new production agreement usually raised fears of
higher output, leading to falling prices. The UAE seems content to maintain the current
agreement going into April 2022, which means the failure will lead to steady production
levels. So far, non-OPEC producers have shown little interest in increasing output. As
we have detailed in earlier reports, the investing climate has turned hostile towards oil
and gas, so OPEC+ is gaining market power. At the same time, higher prices will spur
conservation and lead to lower demand growth.

o The increase in tensions between the UAE and the KSA is something new. The
two kingdoms have been traditional allies but the UAE’s demand for what is
effectively a quota increase is threatening the KSA’s plan to keep oil prices
elevated.

o Interestingly enough, there is some evidence of a thaw between the KSA and
Qatar, which may be due to the aforementioned issues with the UAE.

o So far, high prices are not triggering a rapid increase in U.S. production. Policy
and ESG concerns are limiting investment to boost drilling. However, another
factor is that firms that hedged future production locked in a price lower than the
current one, meaning that the signal of higher prices isn’t working, and it won’t
until these hedges expire.

As we noted last week, Russia has been restricting flows of natural gas to the EU,
sending prices higher. It appears the restrictions are affecting gas that transports across
Ukraine; the Russians are apparently using the ploy to speed up the Nord Stream 2
project.

Iran announced it is making uranium metals, bringing Tehran a step closer to materials
required for an atomic weapon.

Hossein Taeb, head of the Iranian Revolutionary Guard Corps intelligence wing, made
his first visit to Irag this week. He is said to have met with various groups supported by
Iran.

Alternative energy/policy news:

The EU tends to favor biomass to energy as a way of meeting carbon goals. Apparently,
bureaucrats in Brussels are having second thoughts about the process and could
implement restrictions on the practice. If implemented, it will make achieving carbon
goals more difficult.

The EU is also working on a carbon border tax that would effectively raise the price of
goods produced under conditions of weaker environmental rules. However, it appears
that the longer the measure is negotiated, the less onerous it becomes for importers.
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https://amwaj.media/en/media-monitor/pen-mm-opec-dispute-highlights-simmering-saudi-emirati-tensions
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https://amwaj.media/en/article/scoop-irgc-spy-chief-travels-to-iraq
https://amwaj.media/en/article/scoop-irgc-spy-chief-travels-to-iraq
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https://www.politico.eu/article/brussels-lonely-crusade-for-a-carbon-border-tax/
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e The direct carbon capture industry is attracting investment capital.

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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