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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.

July 15, 2021

Prices appear to be consolidating between $72 to $76 per barrel.
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Crude oil inventories fell 7.9 mb compared to the 4.4 mb draw expected. The SPR was

unchanged this week.
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In the details, U.S. crude oil production rose 0.1 mbpd to 11.4 mbpd. Exports rose 1.4 mbpd,

while imports rose 0.3 mb. Refining activity fell 0.4%.
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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 well below the usual seasonal trough seen in early
September. A normal seasonal decline would result in inventories around 553 mb. Our seasonal
deficit is 81.7 mb. At present, inventories are falling faster than normal.
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Based on our oil inventory/price model, fair value is $61.99; using the euro/price model, fair
value is $63.36. The combined model, a broader analysis of the oil price, generates a fair value
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of $62.42. Oil prices are well above fair value for all the models. The ability for oil to maintain
current levels is dependent on sentiment towards OPEC, although the continued decline in oil
stockpiles is improving the valuation gap.

Market news:

One reason capitalism has triumphed over communism is that, due to the profit motive
and the ability to tolerate disruption, capitalist economies tend to use commodities with
ever-increasing efficiency. In other words, capitalism tends to generate greater output
with less input over time. Communism, at least as it was practiced by the Soviets, tended
toward high levels of commodity intensity. In the 1970s, rising oil prices, coupled with
tighter monetary policy to counteract inflation, led to two deep recessions, one in 1973-
75 and another in the early 1980s. In 1980, the U.S. needed 5,000 BTUs! of petroleum to
make $1 of GDP; now that is down to around 1,700.2 Simply put, rising oil prices are not
yet a threat to economic growth.

Although we are seeing a slow rise in U.S. oil production, we are still well below
previous peaks. A change in oil company behavior is an important element of this slower
production growth. In the past, companies would tend to maximize production rather
than profits. That is no longer the case.

As oil prices rise, speculators are increasingly taking bullish positions on oil.

Qatar is poised to expand its LNG production by 63% over the next decade.

Geopolitical news:

OPEC+ and the UAE have reached an agreement. The emirate wanted its baseline
production, which would set its quota, to be increased by 0.6 mbpd. After extended
negotiations, the UAE agreed to a baseline increase of 3.9 mbpd. Oil prices retreated on
the news. The cartel is expected to gradually increase output into next year, which may
act to cap prices. The IEA has warned OPEC that without production increases, oil
prices might rise enough to adversely affect global growth.

The G-20 endorsed carbon pricing as a way to address climate change. The EU has
detailed an expanded plan to reduce carbon output. It is broad-based, including a carbon
pricing scheme and a carbon border adjustment plan. Basic material and ag mineral
industries could be hard hit by the measures. The plan affects households as well. It is
still unclear whether the plan will be adopted.

o China s also launching its own emissions trading platform, which would be the
world’s largest.

U.S. negotiators are beginning to fear they will not be able to reach an agreement with
Iran on reviving the Obama-era nuclear deal.

Tehran is pleased to see the U.S. withdraw from Afghanistan, although it is also worried
that increasing unrest could spill into Iran. The Taliban is Sunni and has tended to
oppose Shiites. Iran’s new president, Ebrahim Raisi, recently met with India’s minister
of external affairs to discuss the situation in Afghanistan.

1 Which is 0.4 gallons of crude oil, or four cups and 3 ounces.
2 Roughly 13 ounces.

WWW.CONFLUENCEINVESTMENT.COM
3


https://www.wsj.com/articles/why-rising-oil-prices-are-unlikely-to-kill-the-economic-recovery-11625754584?st=1m9extuw17xjs16&reflink=desktopwebshare_permalink
https://www.wsj.com/articles/why-rising-oil-prices-are-unlikely-to-kill-the-economic-recovery-11625754584?st=1m9extuw17xjs16&reflink=desktopwebshare_permalink
https://www.wsj.com/articles/american-frackers-show-restraint-as-oil-tops-70-11625823000?st=xdfkxoigbksr6ac&reflink=desktopwebshare_permalink
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https://www.wsj.com/articles/eu-to-propose-sweeping-economic-plan-to-combat-climate-change-11626251377?st=fui445ggawmsvsu&reflink=desktopwebshare_permalink
https://www.wsj.com/articles/chinas-national-emissions-trading-set-to-begin-11626247709?st=bxdappr7w93xtnu&reflink=desktopwebshare_permalink
https://www.reuters.com/business/chinas-national-emissions-trading-scheme-ets-2021-07-14/
https://www.bloomberg.com/news/articles/2021-07-09/u-s-frets-that-time-is-running-out-to-revive-iran-nuclear-deal?sref=lGIy6Jfd
https://www.washingtonpost.com/world/2021/07/10/iran-taliban-afghanistan-us-troop-withdrawal/?utm_campaign=wp_todays_worldview&utm_medium=email&utm_source=newsletter&wpisrc=nl_todayworld&carta-url=https%3A%2F%2Fs2.washingtonpost.com%2Fcar-ln-tr%2F3420aa8%2F60ebbd389d2fda806002f321%2F596b53f6ae7e8a44e7d597a3%2F40%2F74%2F60ebbd389d2fda806002f321
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https://amwaj.media/en/media-monitor/raisi-underlines-ties-with-india-in-light-of-unfolding-afghan-drama
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There is some evidence that Russia is pleased with Iran’s new president, as President
Putin was unusually quick to contact Raisi after his recent win. Overall, Russia/lranian
relations have improved over the past decade; meetings with the Rouhani government
and Russian officials were frequent. However, Moscow was probably a bit concerned
that relations with the U.S. would improve, and Russia generally prefers American
isolation in the Middle East.

There are reports that Iran was recently hit with a series of cyberattacks.

The KSA has continued to limit the number of pilgrims coming to Mecca due to COVID-
19 concerns.

Alternative energy/policy news:

The annual BP (BP, USD, 25.43) report on energy showed that wind and solar capacity
rose at their fastest pace on record. China’s capacity growth was the world’s largest.

There is a growing battle between centralized and distributed electricity. Large utilities
want to build long transmission lines from the central part of the U.S., which is rich in
wind power, to bring this electricity to urban areas. Other activists want to acquire
funding to buy rooftop solar panels to foster local power. If the former wins out, utilities
will still control the flow of electricity; if the latter wins, the power of utilities will be
weakened.

The China National Nuclear Corporation broke ground on the world’s first small nuclear
reactor. The Chinese hope this modular reactor will become a model for the more
widespread development of nuclear power, which does not emit greenhouse gases.
Thawing permafrost is threatening the Alaska pipeline.

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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