Weekly Energy Update

By Bill O ’Grady, Thomas Wash, and
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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 29, 2020

Here is an updated crude oil price chart. Prices remain rangebound but are testing the lower
boundary of the range.

CLZ20 - Crude Oil WTI - Daily Nearest Candlestick Chart
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Commercial crude oil inventories rose 4.3 mb when a 1.5 mb build was expected. The SPR
declined 0.7 mb; since peaking at 656.1 mb in July, the SPR has drawn 17.2 mb. Given levels in
April, we expect that another 4.4 mb will be withdrawn as this oil was placed in the SPR for
temporary storage. Taking the SPR into account, storage rose 3.7 mb.
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In the details, U.S. crude oil production rose 1.2 mbpd to 11.0 mbpd. Exports rose 0.4 mbpd,
while imports also increased 0.5 mbpd. Refining activity rose 1.7%. The data suggest a return
to normal after a few weeks of hurricane disruptions, although we are dealing with another this
week, Hurricane Zeta. The hurricane season traditionally ends on Halloween and Zeta doesn’t
appear to be strong enough to cause a significant decline in production. Thus, we should be
close to finished with the effects of tropical activity.
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The above chart shows the annual seasonal pattern for crude oil inventories. This week’s data
showed a build in crude oil stockpiles, which is the normal seasonal pattern. Inventories tend to
make their second seasonal peak about mid-November. We are approaching the period where
inventories tend to decline into year’s end.

OIL INVENTORIES AND PRICES OIL PRICES & THE EURO
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Based on our oil inventory/price model, fair value is $42.84; using the euro/price model, fair
value is $62.70. The combined model, a broader analysis of the oil price, generates a fair value
of $51.92. The wide divergence continues between the EUR and oil inventory models.
However, current oil prices are below all three measures of fair value, suggesting that oil prices

are likely undervalued.

Last week, we noted that distillate inventories had declined. They did so again this week. But
what caught our attention this week has been the recovery in distillate demand. This rise may be
more due to home heating inventory building, but it may also be a “ground level” indication that
the economy is improving. Consumption is near the five-year average.

DISTILLATE CONSUMPTION
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Oil prices have been under pressure recently due to the return of Libyan production. Weak
global oil demand has made prices especially sensitive to supply news. Russia, in light of these
concerns, has indicated it plans on delaying an expected OPEC+ production increase.
Meanwhile, on the geopolitical front, Iraq is facing increasing scrutiny for facilitating Iranian
sanctions evasion. The U.S. has sanctioned the Iranian oil ministry and the state oil company

along with other Iranian nationals.

With U.S. elections next week, political tensions are elevated. At the last debate, VP Biden
suggested he supported moving away from oil production. This is part of the party’s platform,
but it was surprising he would say it in a debate. In the short run, the comment won’t help in

Texas or, more critically, Pennsylvania.
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https://uk.finance.yahoo.com/news/oil-prices-brent-crude-stocks-record-cases-libya-force-majeure-085823171.html
https://finance.yahoo.com/finance/news/putin-says-russia-open-delaying-171751014.html
https://www.wsj.com/articles/iraq-emerges-as-new-front-for-enforcement-of-iran-oil-sanctions-11603445401?st=77696tparnsm8si
https://www.wsj.com/articles/u-s-sanctions-iran-s-petroleum-ministry-national-iranian-oil-company-tanker-subsidiary-11603733657?st=4ies35qwccaagny
https://home.treasury.gov/policy-issues/financial-sanctions/recent-actions/20201026_33
https://www.washingtonpost.com/politics/biden-fracking-unions-pennsylvania/2020/10/22/447d31de-12cf-11eb-ad6f-36c93e6e94fb_story.html

Natural gas prices have been rising since late July and have been holding steadily above $3.000

per MMBTU.

NGZ20 - Natural Gas - Daily Candlestick Chart
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The bullish fundamental factor that is lifting prices is a decline in production.

NATURAL GAS SUPPLY & CONSUMPTION
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This chart shows the rolling 12-month level of supply (production + net imports) compared to
the same measure for domestic consumption. Supply has been declining for two reasons; first
the sharp decline in oil prices has led to a drop in oil production that has reduced associated
natural gas production that is part of the drilling process. Second, net imports are negative.
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NATURAL GAS NET IMPORTS
(Rolling 12-month basis)
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The expansion of LNG and pipeline sales to Mexico, along with a drop in gross imports, has led
to the positive trade balance (negative net imports mean positive exports).

Unfortunately, inventory levels are elevated as we move into winter.

WORKING STORAGE MODEL
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This model seasonally adjusts the level of inventories; when the lower line is above zero, storage
levels are higher than normal.

If we combine the level of output, the balance between supply and consumption, and the level of
inventories, fair value for natural gas is $2.14 per MMBTU. To justify current prices, inventory
levels would need to decline by nearly 450 bcf on a seasonally adjusted basis. Since inventories
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are poised to decline on a seasonal basis starting in November, stockpiles must fall much faster
than normal for prices to be maintained, implying winter demand will need to be robust. Given
the winter forecast, that isn’t likely, so prices are vulnerable to a pullback into 2021.

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.cpc.ncep.noaa.gov/products/predictions/long_range/seasonal.php?lead=1
https://www.cpc.ncep.noaa.gov/products/predictions/long_range/seasonal.php?lead=1

