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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.
May 20, 2021

Oil prices continue to trade in a range from $58 to $68 per barrel.
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Crude oil inventories rose 1.3 mb compared to the 2.0 mb build expected. The SPR fell 1.9 mb,
meaning without the addition from the reserve, commercial inventories would have declined 0.6

mb.
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In the details, U.S. crude oil production was steady at 11.0 mbpd. Exports rose 1.5 mbpd while

imports rose 0.9 mb. Refining activity rose 0.2%.

Crude Qil Inventory Seasonal
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This chart shows the seasonal pattern for crude oil inventories. We are through the peak of the
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winter/early spring build season. In the second half of June, stockpiles usually decline. Note

that stocks are already below the usual seasonal trough seen in early September. Our seasonal

deficit is 53.1 mb.
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Based on our oil inventory/price model, fair value is $46.24; using the euro/price model, fair
value is $69.19. The combined model, a broader analysis of the oil price, generates a fair value
of $56.99. Although the slow decline in stockpiles is price supportive, the weakening dollar is

much more important in lifting the model’s fair value.

As the economy recovers, distillate demand is accelerating.

DISTILLATE CONSUMPTION
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Market news:
The IEA issued some rather draconian news this week, arguing that if the world wants to

reach zero carbon emissions by mid-century, investment in oil and gas must stop
immediately. We have been expecting something akin to this at some point, which is
why we are more favorable to oil as a commodity compared to oil companies.
Disinvestment from energy is becoming part of the ESG movement; because oil is a
depleting asset, ending investment will lead to shortages before demand declines. It is
quite possible that what is happening to oil is what has already happened to coal.

o Although we suspect disinvestment will lead to higher oil prices, it is also
possible that oil companies unconstrained from ESG issues may conclude it is
better to increase production before demand is lost. Russia is apparently
considering such a strategy, and if Russia does it, we suspect the KSA will too.

Geopolitical news:

In a surprising development, the U.S. has decided to waive sanctions on the company and
CEO involved in the Nord Stream 2 project. The U.S. has been warning for months that
it didn’t want to see the pipeline completed and was preparing to implement sanctions if
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https://www.iea.org/reports/net-zero-by-2050
https://www.nytimes.com/2021/05/18/climate/climate-change-emissions-IEA.html?smid=url-share
https://www.nytimes.com/2021/05/18/climate/climate-change-emissions-IEA.html?smid=url-share
https://www.gzeromedia.com/the-graphic-truth-net-zero-what-are-the-top-polluters-promising
https://www.wsj.com/articles/stop-new-oil-investments-to-hit-net-zero-emissions-iea-says-11621314001?st=wjz6kuxjdywjki3&reflink=desktopwebshare_permalink
https://www.wsj.com/articles/stop-new-oil-investments-to-hit-net-zero-emissions-iea-says-11621314001?st=wjz6kuxjdywjki3&reflink=desktopwebshare_permalink
https://www.ft.com/content/6d56db46-6241-4b1c-846f-9985933cbdd0?emailId=60a4ccb31b7bd3000463bc21&segmentId=a8cbd258-1d42-1845-7b82-00376a04c08f
https://www.ft.com/content/11859a52-f5ea-11e5-96db-fc683b5e52db?emailId=60a4ccb31b7bd3000463bc21&segmentId=a8cbd258-1d42-1845-7b82-00376a04c08f
https://oilprice.com/Energy/Energy-General/Russia-Is-Making-A-Mad-Dash-To-Outrun-Peak-Oil-Demand.amp.html
https://oilprice.com/Energy/Energy-General/Russia-Is-Making-A-Mad-Dash-To-Outrun-Peak-Oil-Demand.amp.html
https://www.axios.com/nord-stream-sanction-biden-russia-f6db2ae3-2c89-4343-b326-9f399d674077.html
https://www.dw.com/en/nord-stream-2-us-warns-companies-to-immediately-abandon-work/a-56920315
https://www.rferl.org/a/pompeo-u-s-will-do-everything-to-stop-nord-stream-2/30757543.html

the program wasn’t halted. The Biden administration even appointed a special envoy to
the project. Instead, the administration will sanction the actual vessels involved but spare
the CEO of the project, a former Stasi member who has close ties to Vladimir Putin, from
direct sanctions.

o The administration’s caving on this issue is remarkable. First, it’s a major win for
Russia. The pipeline will allow Russia to bypass pipelines in Ukraine, removing
a chokepoint for natural gas sales. Second, although it protects Germany from
Ukrainian disruptions, it makes Berlin more dependent on Russian energy. The
U.S. has wanted to sell LNG to Europe so completing the pipeline will reduce
demand for American gas. Third, it adds to fears in Eastern Europe that Germany
is allying with Russia to their detriment. Fourth, it makes the U.S. complicit in
isolating Eastern Europe.

o We suspect the administration wanted to curry favor with the Merkel government.
If so, this decision appears short-sighted. Germany is holding national elections
in September. The Greens, who lead in current polls, oppose Nord Stream 2.
Therefore, if the administration had simply waited, it would likely have had a
German government more aligned with its interests.

o Itis possible the Biden administration may rethink this position. In other words,
this action may be a trial balloon. However, if the U.S. maintains this decision, it
appears to us to be giving a major win to Russia, who, by the way, has provided
support for the hackers who recently struck the Colonial pipeline.

Russia is facing carbon taxes on its energy exports to Europe; EU energy consumers are
starting to complain.

As the Biden administration moves to return to the Iran nuclear deal, it is important to
remember that the Obama administration considered it an intermediate step to
establishing Iran as the regional hegemon. It is also important to note that Iran, even in
its current economic turmoil, spends an estimated $15 billion to $20 billion per year
supporting its proxies in the region. If sanctions are lifted, it will support the activities of
its proxies.

The Maduro government has closed the last independent newspaper in Venezuela.

Alternative energy/policy news:

The Supreme Court gave a victory to the oil and gas industry this week. The city of
Baltimore has sued 20 major companies over climate change and wanted to try the case
in Maryland’s state courts. The highest court agreed with the industry that a more
appropriate venue would be Federal courts.

To meet carbon stabilization, it is generally thought that carbon reduction will likely be
necessary. This process can be as simple as planting trees or as sophisticated as factories
that pull CO? out of the air.

One of the problems with solar and wind energy is that it is interrupted. At sundown, or
if the wind doesn’t blow, power is removed. So far, the solution has been to have natural
gas turbines that can be fired up when renewable energy is not available. However, there
is increasing investment in batteries that will store electricity during the daytime and
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https://www.rferl.org/a/pompeo-u-s-will-do-everything-to-stop-nord-stream-2/30757543.html
https://www.politico.com/news/2021/04/07/biden-envoy-nord-stream-2-479706
https://www.dw.com/en/who-is-nord-streams-matthias-warnig-putins-friend-from-east-germany/a-56328159
https://www.axios.com/biden-putin-russia-nord-stream-pipeline-842f5dc5-eb35-42ee-b2e2-6ce7fbb11f74.html
https://www.axios.com/biden-putin-russia-nord-stream-pipeline-842f5dc5-eb35-42ee-b2e2-6ce7fbb11f74.html
https://www.dw.com/en/germanys-greens-ahead-of-merkels-cdu-csu-in-new-poll/a-57327771
https://www.reuters.com/article/us-germany-election-greens-nord-stream/germanys-greens-vow-to-scrap-russian-gas-pipeline-after-election-idUSKBN2BB0ZS
https://www.ft.com/content/0fc621d1-675c-4768-814e-5863b172dd62?emailId=60a2f1f4e8eb44000491f809&segmentId=7e94968a-a618-c46d-4d8b-6e2655e68320
https://www.fdd.org/analysis/2018/01/10/iran-spends-16-billion-annually-to-support-terrorists-and-rogue-regimes/
https://www.wsj.com/articles/venezuela-seizes-offices-of-critical-newspaper-11621087391?st=sv1gu537o2znd3p&reflink=desktopwebshare_permalink
https://www.wsj.com/articles/supreme-court-rules-for-oil-and-gas-companies-fighting-climate-lawsuit-11621271772?st=cj1hloj23jhyz4e&reflink=desktopwebshare_permalink
https://www.axios.com/carbon-180-negative-emissions-tech-carbon-removal-048dafb6-32dd-4e6c-9a4e-ae5bfffbabab.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.axios.com/carbon-180-negative-emissions-tech-carbon-removal-048dafb6-32dd-4e6c-9a4e-ae5bfffbabab.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.wsj.com/articles/batteries-challenge-natural-gas-elecric-power-generation-11620236583?st=t387a47lgun40c0&reflink=desktopwebshare_permalink'

when there is wind and discharge it when solar energy and wind energy are lacking. If
this becomes a trend, it will be a serious threat to natural gas demand.

e Another element of using less carbon is the electrifying of the economy.

e Although EVs continue to dominate the movement away from gasoline and diesel,
hydrogen is still an alternative.

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/electrification-of-everything-11620843173?st=j6gehgdmjlndfxq&reflink=desktopwebshare_permalink
https://fuelcellsworks.com/news/new-hydrogen-fuel-plant-in-nevada-launches-greater-role-for-hydrogen-fuel-cell-vehicles-in-zero-emission-transportation-mix/

