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.

September 10, 2021 [Due to the Labor Day holiday, this report was delayed by a day]

Prices continued to consolidate in the high $60s.
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Crude oil inventories fell 1.5 mb compared to the 6.0 mb draw forecast. Analysts (including us)
were clearly expecting Ida to bring a large draw. However, the drop in exports and the slide in
refinery operations prevented a significant decline. The SPR was unchanged this week.
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In the details, U.S. crude oil production fell 1.5 mbpd to 10.0 mbpd. Exports fell 0.7 mbpd,
while imports declined 0.5 mbpd. Refining activity fell 9.4%, led by a 16.7% slide in the Gulf

region.

Crude Qil Inventory Seasonal
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This chart shows the seasonal pattern for crude oil inventories. We are at the end of the summer
withdrawal season. Note that stocks are significantly below the usual seasonal trough. A normal
seasonal decline would result in inventories around 550 mb. Our seasonal deficit is 69.7 mb.
We expect the disruptions from Hurricane Ida (see below for updates) will affect this data in the

coming weeks.
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Based on our oil inventory/price model, fair value is $66.42; using the euro/price model, fair
value is $63.76. The combined model, a broader analysis of the oil price, generates a fair value
of $65.05. Continued dollar strength is weighing on oil prices; the decline in inventory, on the
other hand, is a bullish factor.

Ida

Hurricane Ida followed a path similar to Hurricane Katrina. For the next few weeks, we will
track the impact of Ida on the oil and gas market, using Katrina as a baseline comparison. This
week, we will look at refinery operations.
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This chart compares refinery runs during the two periods. Refineries require electricity to
operate, and damage to the electrical grid will slow the recovery from the storm. With Katrina,
runs stabilized over the following few weeks, only to fall further by the month’s end. We doubt
we will see a similar plunge this year, as outside the Gulf region, most refinery activity was
already depressed.

e An oil spill occurred after Ida. It remains unclear if it was caused by an operating
pipeline, a well, or an abandoned pipeline. If it is the latter, the damage will probably
be limited. If an active pipeline or well is involved, and the slick widens, it could
cause a further backlash against the oil industry.

e Ida has also reduced oil production in the Gulf of Mexico.

Market news:
¢ Natural gas prices have been on a tear this year.
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https://www.wsj.com/articles/refineries-potentially-face-weekslong-outages-after-hurricane-ida-11630497601?st=f5hs3pvczbopkmu&reflink=desktopwebshare_permalink
https://www.nytimes.com/2021/09/04/climate/oil-spill-hurricane-ida.html?smid=url-share
https://www.wsj.com/articles/hurricane-idas-fallout-continues-to-cripple-u-s-oil-production-11631104257?st=0i3t3od0csflz23&reflink=desktopwebshare_permalink

NGV21 - Natural Gas - Daily Nearest Candlestick Chart
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Although these increases pale in comparison to the first decade of the century, they are in
a range of highs seen in the shale era. With the expansion of LNG, natural gas has
become a more global commodity. We note supplies are tight in Europe, making the
region vulnerable to a cold winter. It will also support U.S. prices as producers struggle
to meet global demand.

China tapped its SPR for the first time in response to higher oil prices. The news did
send prices lower initially. Although Beijing could justify the release because of
Hurricane Ida, the National Food and Strategic Reserves Administration indicated the
release was due to rising raw materials prices. In general, the U.S. rarely uses the SPR to
control prices. It is usually tapped as a result of a weather-related supply event or for
budgetary reasons. It is possible that China may operate its SPR as a buffer stock, buying
when prices are low and selling when they are high. If they act in this manner, it will
take some pressure off of OPEC+ to maintain prices.

As the budget process begins, groups facing higher taxes, namely, the oil and gas
industry, are pushing back. Of particular interest is a fee on methane leakages. Methane
is a powerful greenhouse gas, and it often leaks into the atmosphere during oil and gas
drilling. There is proposed legislation for new fees on methane leaks. The oil industry is
pushing back against this proposal, as expected. As fees on carbon become more
common, the likelihood increases that oil, gas, and coal resources become stranded.

Geopolitical news:

The new regime in Iran has picked its nuclear chief. He is Mohammad Eslami. Although
an engineer, he is a civil, not a nuclear one, unlike his predecessors. He does have
experience in Iran’s defense industry, which is likely why he landed the position.

On this front, it is looking increasingly like the 2015 nuclear deal with Iran will not be
reconstituted. Although Iran has expressed interest in resuming the talks, Teheran has
also blocked IAEA access to Iran’s nuclear facilities. This organization also claims that
its surveillance equipment has been removed.
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https://rbnenergy.com/high-voltage-tight-balances-supercharge-gas-market-propel-prices-over-%245
https://rbnenergy.com/high-voltage-tight-balances-supercharge-gas-market-propel-prices-over-%245
https://www.ft.com/content/0c3650e4-e717-4170-b0c2-60ad0dcb498f
https://finance.yahoo.com/finance/news/china-releases-oil-reserves-combat-131820334.html#:~:text=(Bloomberg)%20%2D%2D%20China%20made%20an,explicit%20aim%20of%20lowering%20prices.
https://www.whitehouse.senate.gov/news/release/whitehouse-booker-schatz-unveil-methane-fee-to-clamp-down-on-potent-driver-of-climate-change
https://www.ipaa.org/wp-content/uploads/2021/09/Letter-to-Congress-on-Methane-Fees-9.7.21.pdf
https://www.api.org/~/media/Files/News/2021/09/API-Methane-Fee-Opposition-Letter.pdf
https://www.cnn.com/2021/09/08/us/fossil-fuel-budget-climate-change-study/index.html
https://amwaj.media/article/rising-defense-star-takes-the-helm-as-iran-s-new-nuclear-chief
https://www.politico.eu/article/iran-nuclear-program-talks-stall-international-atomic-energy-agency/?utm_source=POLITICO.EU&utm_campaign=8a62e776ca-EMAIL_CAMPAIGN_2021_09_09_05_00&utm_medium=email&utm_term=0_10959edeb5-8a62e776ca-190334489
https://www.politico.eu/article/iran-nuclear-program-talks-stall-international-atomic-energy-agency/?utm_source=POLITICO.EU&utm_campaign=8a62e776ca-EMAIL_CAMPAIGN_2021_09_09_05_00&utm_medium=email&utm_term=0_10959edeb5-8a62e776ca-190334489
https://amwaj.media/article/scoop-iran-set-to-resume-talks-on-jcpoa-in-not-too-long
https://www.wsj.com/articles/iran-blocking-u-n-atomic-agency-access-to-nuclear-related-sites-iaea-says-11631033269?st=zqt3ynuz04bby62&reflink=desktopwebshare_permalink
https://businesshala.com/nuclear-monitors-say-surveillance-gear-missing-in-iran/

The crisis in Lebanon is undermining Hezbollah’s control of the country. This Shiite
group has become the dominant power in Lebanon, but the continued economic
downward spiral is making Hezbollah appear impotent.

Alternative energy/policy news:

Climate change appears to be causing increasingly volatile weather. On the one hand, the
costs of these events are increasing; on the other, improved forecasting and investments
in resiliency have led to fewer fatalities.

As biofuels become more popular, the food processing industry is finding itself
competing with biofuel refiners for vegetable oils and animal fats.

Although reducing greenhouse gas output is important to managing climate change, in
reality, without reducing existing gases in the atmosphere, the ill effects are likely to
continue. In Iceland, a plant that uses thermal power is extracting CO- from the
atmosphere and storing it underground. This plant is the world’s largest and will begin
reversing the levels of greenhouse gases in the environment. Even though this is positive
news, the level it will withdraw is less than 1% of the annual emissions of a typical coal-
fired power plant. So, this industry will clearly have to become much larger to have a
serious impact.

The Biden administration has a clean-energy plan that would require 44% of U.S.
electricity to come from solar power. The cost will be $562 billion by 2035.

We are seeing increased investment in batteries that store energy at the commercial level.
Tying batteries to solar or wind generation removes the intermittency issue. Metals
become critically important for battery production. Bill Gates is involved in a startup to
use Al to find these metals.

The electric vehicle market in China is growing rapidly, with numerous firms trying to
compete. Beijing has decided to implement some control in this industry to better
marshal resources.

Remember leaded gasoline? The last nation on earth that used it, Algeria, has finally
exhausted its supply, meaning that the entire world now uses unleaded gasoline.

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.ft.com/content/5cc2213c-7bb8-4e7a-9e3e-8fb63a409e20
https://public.wmo.int/en/media/press-release/weather-related-disasters-increase-over-past-50-years-causing-more-damage-fewer?utm_source=Eurasia+Group+Signal&utm_campaign=e84311537e-EMAIL_CAMPAIGN_2021_09_02_10_59&utm_medium=email&utm_term=0_e605619869-e84311537e-134308033
https://public.wmo.int/en/media/press-release/weather-related-disasters-increase-over-past-50-years-causing-more-damage-fewer?utm_source=Eurasia+Group+Signal&utm_campaign=e84311537e-EMAIL_CAMPAIGN_2021_09_02_10_59&utm_medium=email&utm_term=0_e605619869-e84311537e-134308033
https://www.ft.com/content/b5839a04-a06a-49c1-8622-2974cbb9a84a
https://www.ft.com/content/b5839a04-a06a-49c1-8622-2974cbb9a84a
https://www.msn.com/en-ca/weather/topstories/worlds-largest-carbon-capture-plant-will-soon-operate-in-iceland/ar-AAO4gBI?li=AAggNb9
https://www.msn.com/en-ca/weather/topstories/worlds-largest-carbon-capture-plant-will-soon-operate-in-iceland/ar-AAO4gBI?li=AAggNb9
https://www.ft.com/content/8a942e30-0428-4567-8a6c-dc704ba3460a
https://www.eenews.net/articles/carbon-removal-technology-reaches-early-milestone/
https://www.eenews.net/articles/carbon-removal-technology-reaches-early-milestone/
https://www.ft.com/content/8ad1a9e4-b0f7-4f33-9e69-d2a8fccc550f
https://www.ft.com/content/8ad1a9e4-b0f7-4f33-9e69-d2a8fccc550f
https://www.wsj.com/articles/u-s-could-get-44-of-its-electricity-from-solar-power-by-2050-report-says-11631114263?st=c4wyphygkk87g8j&reflink=desktopwebshare_permalink
https://www.wsj.com/articles/battery-makers-tied-to-power-grid-attract-big-investors-11631185200?st=911llt4zgpk366w&reflink=desktopwebshare_permalink
https://www.axios.com/kobold-bhp-group-artificial-intelligence-mining-e57727bc-9349-42ab-90b6-16be61694b27.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosfutureofwork&stream=future
https://www.axios.com/kobold-bhp-group-artificial-intelligence-mining-e57727bc-9349-42ab-90b6-16be61694b27.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosfutureofwork&stream=future
https://www.bnnbloomberg.ca/china-eyeing-ways-to-better-target-resources-for-ev-production-1.1649347
https://qz.com/africa/2053227/leaded-gasoline-is-now-banned-everywhere-on-earth/amp/

