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.
October 21, 2021

Prices have moved above $80 per barrel.
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(Source: Barchart.com)

Crude oil inventories unexpectedly fell 0.4 mb compared to a 2.0 mb build forecast. The SPR
declined 1.7 mb, meaning the net draw was 2.1 mb.

U.S. COMMERCIAL CRUDE OIL INVENTORIES
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In the details, U.S. crude oil production fell 0.1 mbpd to 11.3 mbpd, remaining below the 11.5

mbpd pre-lda level. Exports rose 0.5 mbpd, while imports declined 0.2 mbpd. Refining activity
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fell 2.0%. We are in refinery maintenance season, which accounts for the usual seasonal build in
crude oil inventories seen in the chart below. This week’s draw is contraseasonal.

Crude OQil Inventory Seasonal

115
110
105
100
95
90

85

020z/e/T
0z0Z/%T/1
0Z0Z/¥T/T
070z/9/e
0zoz/iz/e
0Z0Z/LT/Y
020¢/8/s
0z0z/62/5
0Z02/6T/9
0z0Z/0T/L
0zZ0Z/TE/L
0z07/TZ/8
0zZ0Z/TT/6
0z0z/2/01
020Z/c7/0T
020Z/CT/TT
0z0Z/v/z1
020Z/52/2T

) ())] e=epverage

(Sources: DOE, CIM)

This chart shows the seasonal pattern for crude oil inventories. We are in the autumn build
season. Note that stocks are significantly below the usual seasonal trough. Our seasonal deficit
is 68.8 mb.
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Based on our oil inventory/price model, fair value is $65.70; using the euro/price model, fair
value is $58.26. The combined model, a broader analysis of the oil price, generates a fair value
of $61.67. We are seeing a notable divergence in the model between inventory and the dollar
and a rising level of overvaluation. Part of the overvaluation is likely due to fears of tighter
inventories. If the builds continue, which is consistent with seasonal patterns, the model suggests
some moderation of prices. However, supply fears are so elevated this may not be the case.
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Market news:

A key issue regarding why oil prices are high is that the world is rapidly moving to
reduce investment in fossil fuels before renewables are ready to replace them. This
situation is leading to a supply shortage that higher prices will struggle to resolve, at least
easily. High prices will eventually curtail demand, but not quickly. Energy demand, due
to the lack of substitutes, traditionally has an inelastic demand curve, meaning it takes
excessive price increases to reduce consumption. High prices would normally spur oil
drilling, but with financing constrained, we are not seeing the usual response from the
fossil fuel industry.
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The relationship between oil production and prices varies over time, but in recent history,
a $60 per barrel oil price generated 13.0 mbpd of production. Nearly $80 now is only
fostering production marginally over 11.0 mbpd. To some extent, higher prices will
speed the transition to alternative energy, but the pain it involves will not be popular.

In related news, Exxon (XOM, USD, 63.53) is considering whether it should continue
with several oil and gas projects. Earlier this year, the board added members of Engine
No. 1, an environmental activist group. It appears their presence may be affecting the
company’s production, potentially reducing future oil and gas supplies.

As fossil fuel production is being restricted, it’s affecting electricity production globally.
From California to China, generators are struggling to acquire fuel for electricity
production. If shortages persist, it will further crimp industrial activity.

Although banks are pledging to cut funding for Arctic oil development, the promises
apparently have some loopholes. Still, the trend in place suggests that financing will
remain difficult for fossil fuel companies.

Rising U.S. LNG exports are lifting flows at the Henry Hub in Louisiana.

The oil futures options markets are starting to see activity in the far out-of-the-money call

options.
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Geopolitical news:

As the U.S. reduces its activities in the Middle East, the KSA and Iran are trying to
improve relations. The two nations are long-time adversaries, but the KSA has relied on
the U.S. to contain Iran. As the U.S. focuses on containing China, Riyadh appears to
have concluded that it will need to live with Iran and thus needs to foster a new
relationship.

Although the U.S. continues to work toward Iran returning to the 2015 nuclear deal, there
is no discernable progress on this issue. However, we note that the JCPOA is popular
with Iranians because it could relieve the current sanctions regime. So, eventually,
Tehran may decide to return to negotiations.

In recent Iraqi elections, Mugtada al-Sadr’s bloc won a plurality and is the most powerful
party in the parliament. Iran has mixed views about al-Sadr. They appreciate his anti-
U.S. stance, but he is also pro-Iraqi and may oppose Tehran’s efforts to control Iraq.
There had been tentative steps to improve relations with Venezuela, but the U.S.
extradition of an ally of VVenezuelan President Maduro has frozen talks. Alex Saab, a
Colombian businessman with ties to Caracaras, was arrested in the African state of Cape
Verde in June 2020. The country has agreed to extradite him to the U.S., where he will
be arraigned on money laundering charges.

Russia has been using the current energy crisis in Europe to press for EU concessions.
Long-term forecasts suggest Russia’s hold on the natural gas market will likely increase
in the coming decades.

Alternative energy/policy news:

Part of the White House budget and infrastructure package was designed to shift the U.S.
away from fossil fuels. However, it appears that Congress is not going to agree with all
these projects, meaning policy moving the U.S. toward greener energy will likely be
slowed.

The IEA is warning that alternative energy investment isn’t big enough to replace the loss
of fossil fuels.

Texas, a major oil and gas state, is also a hotbed for alternative energy output.

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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