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.

May 29, 2020

Due to the Memorial Day holiday, the DOE data was delayed until yesterday. Thus, our report
was delayed as well. Here is an updated crude oil price chart. The oil market continues to
recover after April’s historic collapse.
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Crude oil inventories surprised the markets for the third straight week but this time by rising 7.9
mb compared to forecasts of a 2.5 mb draw.
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In the details, U.S. crude oil production fell 0.1 mbpd to 11.4 mbpd. Exports were unchanged,
while imports rose 2.0 mbpd. Refining activity rose 1.9%, above expectations. As we saw last
week, there was another jump in unaccounted-for crude oil.
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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 of -999 kbpd is the largest negative number on record. For the third week in a row, this
number is running nearly 1.0 mbpd. It may mean that in the scramble for finding storage, some
oil is being inventoried outside the survey system. In other words, over the week, some 6.9 mb
of crude oil went into storage somewhere, just not where it can be recorded. Or, production is
falling much faster than the DOE estimates are capturing so there aren’t any missing barrels;
simply put, production is cratering. We still don’t know which thesis is correct. Given that
imports rose this week, some of the unaccounted-for crude oil may be in storage floating on the
ocean and prices have reached a point where some of it is coming ashore. Nevertheless, it is still
quite possible that production is falling faster than estimated.® The second factor is that the SPR
rose 2.1 mb as some of the oil went into the strategic reserve.

! The weekly production numbers are estimates. The official data comes with a two-month lag. The DOE data for
April indicates that production was 12.7 mbpd...but even that was an estimate.
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https://www.wsj.com/articles/wanted-somewhere-anywhere-to-store-lots-of-cheap-oil-11589207580?shareToken=stb8c48ae1f46449f69b6e7f3320369a9c
https://www.wsj.com/articles/wanted-somewhere-anywhere-to-store-lots-of-cheap-oil-11589207580?shareToken=stb8c48ae1f46449f69b6e7f3320369a9c
https://www.eia.gov/totalenergy/data/monthly/pdf/sec3.pdf
https://www.eia.gov/totalenergy/data/monthly/pdf/sec3.pdf

Crude Qil Inventory Seasonal
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The above chart shows the annual seasonal pattern for crude oil inventories. This week’s data
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showed a rebound in crude oil stockpiles. We are getting close to the beginning of the seasonal
draw for crude oil. If inventories don’t decline in the coming weeks, oil prices would be

vulnerable to a correction.
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Based on our oil inventory/price model, fair value is $28.43; using the euro/price model, fair
value is $44.74. The combined model, a broader analysis of the oil price, generates a fair value
of $36.10. As we have noted recently, the model output is less relevant as there is a non-linearity
tied to the loss of storage capacity that cannot be fully captured with these models. At the same
time, if storage remains available, the models would suggest further upside for oil prices.

Although consumption remains depressed, there are reports that driving is starting to recover as
lockdown rules ease. The gasoline supplied data on the chart below also continues to show
improvement. Some data tracking does suggest an upswing in driving activity.
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Another way of looking at gasoline is comparing inventories to consumption and calculating
how many days of inventory are available at current consumption rates.

GASOLINE DAYS TO COVER
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https://www.wsj.com/articles/return-of-car-traffic-fuels-surge-in-oil-11589880602?shareToken=sta4ecec704b9e42cebe643654495dc408

The current level is about 10 days above average. An interesting sidelight is that the drop in
gasoline demand has led to a drop in ethanol demand as well. We get carbon dioxide from
processing corn for ethanol which is sold to make fizzy drinks, dry ice, etc. The price of CO? is

rising.

In market news, the IEA warned that shale investment would likely halve in 2020. Venezuela
received a shipment of gasoline from Iran. Both nations violated U.S. sanctions; so far, there
hasn’t been a notable response from the U.S.

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/a-coronavirus-chain-reaction-less-driving-means-less-fizz-for-sodas-11590525236?shareToken=sta5341c2b5389419da85ca02489464386
https://www.wsj.com/articles/a-coronavirus-chain-reaction-less-driving-means-less-fizz-for-sodas-11590525236?shareToken=sta5341c2b5389419da85ca02489464386
https://www.wsj.com/articles/investment-in-u-s-shale-projects-to-halve-in-2020-iea-says-11590552000?shareToken=st871006df946d4765b5b35866a88c1755
https://www.al-monitor.com/pulse/originals/2020/05/iran-venezuela-oil-tanker-sanctions-rouhani.html?utm_campaign=20200527&utm_source=sailthru&utm_medium=email&utm_term=Daily%20Newsletter
https://nyti.ms/2zm1MYd

