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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.

August 4, 2022

Prices are testing long-term support near $90 per barrel for crude oil.

CLU22 - Crude Oil WTI - Daily Nearest Candlestick Chart

132.00

W Op:932.83, Hi:96.57, L0:91.25, C1:91.56

art.com

L *l

-130.00
-~128.00
—126.00
-124.00
-122.00
-120.00

-118.00
~116.00
—114.00

—112.00
-110.00
-108.00
-106.00
~104.00
—102.00
—100.00
-98.00
-96.00
19400
Blo1.56
-90.00
88.00

Mar 22 Apr May

(Source: Barchart.com)

Crude oil inventories rose 4.5 mb compared to a 1.5 mb draw forecast. The SPR declined 4.7

mb, meaning the net draw was 0.2 mb.
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In the details, U.S. crude oil production was steady at 12.1 mbpd. Exports fell 1.0 mb, while
imports rose 1.2 mbpd. Refining activity declined 1.2% to 91.0% of capacity.

Crude Qil Inventory Seasonal
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The above chart shows the seasonal pattern for crude oil inventories. Clearly, this year is
deviating from the normal path of commercial inventory levels. The fact that we are not seeing
the usual seasonal decline is a bearish factor for oil prices.

Since the SPR is being used, to some extent, as a buffer stock, we have constructed oil inventory
charts incorporating both the SPR and commercial inventories.
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Total stockpiles peaked in 2017 and are now at levels last seen in 2004. Using total stocks since
2015, fair value is $104.04.
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OIL INVENTORIES AND PRICES OIL PRICES AND THE EURO
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With so many crosscurrents in the oil markets, we are beginning to see some degree of
normalization. The inventory/EUR model suggests oil prices should be around $65 per barrel, so
we are seeing about $30 of risk premium in the market.

Gasoline Prices

One of the challenges in determining “how high” gasoline prices truly are is to find the proper
scaling variable. The most common metric is to deflate the current price by some price index.
Although that method is sound (it compares gasoline prices to other items), it doesn’t, in our
opinion, capture the centrality of gasoline prices. After all, a commuter often has limited ability
to substitute either a fuel (cars tend to only use gasoline) or a travel method (car sharing requires
coordination, public transportation varies by locale).

As an alternative to using a price index, we take the nominal hourly wage for a non-supervisory
worker and divide into that wage the current average national price of gasoline. This measure
calculates how many gallons of gasoline a worker can purchase for an hour’s worth of work.
The scaling method isn’t perfect as it doesn’t take into account taxes and benefit costs, for
example, but it does allow us to compare the current price to history.

The below chart shows that calculation along with the Presidential Approval Ratings. On the left
axis, the higher the number, the more gallons one can buy with an hour’s worth of work. So, the
higher the reading, the better off the worker is. Over time, the average is 8.6 gallons. As the
chart shows, we are well below that level at present. It’s also clear that Presidential Approval
Ratings and the number of gallons one can buy “rhyme.” The two variables are not perfectly
correlated. There are several spikes in approval tied to wars or other geopolitical events that
sometimes occur with lower gallon per hour readings. But, overall, President Biden’s low
approval ratings is not being helped by falling gallon per hour numbers.
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Gasoline Prices to Hourly Wages
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Market news:

The current energy crisis has a multitude of factors behind it. Green power hasn’t come
online as fast as hoped, and fossil fuel production has not responded to higher prices for a
number of reasons. This article provides a summary, and this podcast, from Odd Lots,
highlights the differences between consumer goods (especially technology) and energy
products. With consumer tech, when a better product hits the market, the old technology
disappears rapidly. That is not the case with energy.

OPEC+ met this week to set production targets. The cartel agreed to a cosmetic increase
of 0.1 mbpd, which fulfills the White House’s goal of an increase, but will not have any
significant impact on supply.

It appears the EU is rethinking its stance on banning insurance firms from selling
protection on Russian crude oil shipments. The U.S. has been concerned for some time
that the program could unexpectedly reduce sales and drive oil prices higher. The G-7 is
considering other measures to reduce the profitability of Russian crude oil without
curtailing supply.

As it has become apparent that Russia is an unreliable supplier of natural gas, Germany is
moving rapidly to build LNG regassification capacity.

In light of the energy crisis, coal has made a dramatic recovery, with global demand set to
have a record high in 2022. The EU is reducing Russian purchases on its way to an
outright ban.

West Virginia has banned five major Wall Street banks from doing business with the
state over their policies toward lending to fossil fuel companies.
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https://www.wsj.com/articles/americas-new-energy-crisis-11659153633?st=43p0sy2if7vi10y&reflink=desktopwebshare_permalink
https://podcasts.apple.com/us/podcast/what-so-many-people-get-wrong-about-the-energy-transition/id1056200096?i=1000571450694
https://www.cnn.com/2022/08/03/energy/opec-meeting-september-output/index.html
https://www.ft.com/content/333f7447-aed8-40d2-87e9-f8d289162707?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.reuters.com/business/energy/g7-mulling-options-restrict-profits-russian-oil-statement-2022-08-02/
https://www.nytimes.com/2022/07/27/world/europe/germany-lng-energy-gas.html?smid=url-share
https://www.iea.org/news/global-coal-demand-is-set-to-return-to-its-all-time-high-in-2022
https://www.iea.org/news/global-coal-demand-is-set-to-return-to-its-all-time-high-in-2022
https://www.ft.com/content/996853ed-7d0c-49e9-b61e-7b701f836016?emailId=62e753bd2882ae0023e8c449&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.nytimes.com/2022/07/28/business/west-virginia-fossil-fuel-banks.html?smid=url-share

In periods of shortages, nations often turn to hoarding. For energy producers, the
temptation is to reduce exports in order to provide oil, natural gas, or coal at lower prices
domestically. Bans can be hard to enforce, and after such actions consuming nations
often become hoarders themselves, stockpiling due to the insecurity of supply. When
that happens, the relationship between inventory levels and price becomes positive while
under normal circumstances, the relationship is negative. So far in oil, that correlation
inversion hasn’t occurred yet. We note that Australia is considering mandating a
reduction in coal exports, which may be an early warning of hoarding activity. In
addition, Australia’s LNG exports might be curtailed to ensure domestic prices remain
below global ones.

Russian LNG supplies to India have been cut, forcing India to ration gas by cutting
supplies to industrial users.

o We also note that Russia has signaled to Germany that repairs on Nord Stream 1
are not its responsibility.

o France claims it will have fully filled its natural gas inventories by November 1.

Demand for hydraulic fracking equipment has been strong, which is leading to
constrained supply. The lack of equipment could prevent oil production from rising.

Power companies report a shortage of key distribution equipment as hurricane season
heads into its active period.

Baker/Hughes (BKR, $25.50) is selling its Russian business unit to a local management
team.

Geopolitical news:

Protestors have stormed the Iragi Parliament twice recently, due to anger over the
potential for a government run by groups other than Moqtada al-Sadr. They are
especially upset by the candidacy of Mohammed al-Sudani, who is backed by Iran. The
protestors are also calling for a new constitution. The worry is that if the political unrest
escalates, it might disrupt oil production at some point.

Although Iran is pressing to resume JCPOA talks, U.S. officials suggest a deal is “highly
unlikely.” Meanwhile, the U.S. is considering expanding sanctions against the smuggling
network that is selling Iranian crude oil.

o lIranis trying to improve relations with India, but is struggling to make progress.

OPECH+ is showing no signs of ending Russia’s membership.

When a company makes direct investment into a foreign nation, the risk of expropriation
exists. Miners are facing such a threat in Kyrgyzstan.

Alternative energy/policy news:

The “big news” this week was the unexpected agreement between the Democrat
leadership in Congress and Sen. Manchin (D-WV) on climate regulation. Although this
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https://www.reuters.com/business/energy/australias-east-coast-may-face-gas-shortfall-next-year-watchdog-warns-2022-07-31/
https://www.reuters.com/business/energy/australias-east-coast-may-face-gas-shortfall-next-year-watchdog-warns-2022-07-31/
https://www.reuters.com/markets/commodities/price-is-elephant-australias-lng-domestic-gas-conundrum-2022-08-02/
https://www.reuters.com/business/energy/gazprom-singapore-misses-lng-deliveries-indian-customer-sources-2022-07-19/
https://www.reuters.com/business/energy/indias-gail-rationing-gas-former-gazporm-unit-cuts-supplies-2022-08-01/
https://oilprice.com/Latest-Energy-News/World-News/Russia-Says-It-Cant-Help-With-Nord-Stream-Gas-Turbine-Repairs.html
https://oilprice.com/Latest-Energy-News/World-News/Russia-Says-It-Cant-Help-With-Nord-Stream-Gas-Turbine-Repairs.html
https://www.reuters.com/markets/europe/france-will-have-filled-up-its-strategic-gas-reserves-by-start-november-minister-2022-08-03/
https://www.reuters.com/business/energy/limited-frack-supply-could-hamper-us-crude-oil-output-2022-07-27/
https://www.reuters.com/business/energy/limited-frack-supply-could-hamper-us-crude-oil-output-2022-07-27/
https://www.wsj.com/articles/power-companies-enter-peak-hurricane-season-lacking-enough-transformers-11659351601?st=wdbzg7zb6kiyqqk&reflink=desktopwebshare_permalink
https://www.reuters.com/business/energy/baker-hughes-sell-russian-oilfield-services-unit-2022-08-01/
https://www.theguardian.com/world/2022/jul/28/hundreds-of-protesters-storm-iraq-parliament-in-support-of-cleric-moqtada-al-sadr?utm_source=Eurasia+Group+Signal&utm_campaign=09a5c1a878-EMAIL_CAMPAIGN_2022_07_29_10_59&utm_medium=email&utm_term=0_e605619869-09a5c1a878-134308033
https://www.nytimes.com/2022/07/30/world/middleeast/iraq-parliament-protests.html?smid=url-share
https://www.gzeromedia.com/what-we-re-watching-iraqis-storm-parliament-landmark-climate-deal-in-the-us-senegalese-vote
https://www.wsj.com/articles/iraqi-cleric-calls-for-constitution-election-changes-deepening-political-crisis-11659299382?st=vigdzh9shxfy850&reflink=desktopwebshare_permalink
https://amwaj.media/media-monitor/iran-wants-amendments-to-draft-text-to-revive-nuclear-deal
https://www.axios.com/2022/07/27/iran-nuclear-deal-return-biden-mcgurk-unlikely?utm_source=substack&utm_medium=email
https://www.axios.com/2022/07/27/iran-nuclear-deal-return-biden-mcgurk-unlikely?utm_source=substack&utm_medium=email
https://www.wsj.com/articles/u-s-eyes-sanctions-against-global-network-it-believes-is-shipping-iranian-oil-11659276000?st=2qi7kxvua73rxb1&reflink=desktopwebshare_permalink
https://amwaj.media/article/iran-struggles-to-fulfill-potential-of-india-relations
https://www.reuters.com/business/energy/opec-secretary-general-says-russias-membership-opec-is-vital-success-agreement-2022-07-31/
https://oilprice.com/Metals/Commodities/Private-Companies-On-Edge-As-Kyrgyzstan-Takes-Control-Of-Canadian-Owned-Mine.html
https://rhg.com/research/inflation-reduction-act/?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.democrats.senate.gov/imo/media/doc/inflation_reduction_act_of_2022.pdf?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top

bill isn’t as ambitious as earlier versions (which Manchin opposed) it is surprisingly
expansive. It includes clean energy tax credits for nuclear power, clean hydrogen, and
direct carbon capture. Incentives to buy EVs, including tax credits, were included, as
were aids for solar power. There are some sticks, too. These include a fee on methane
emissions, which could boost the cost of drilling, especially for natural gas. There are
also taxes for oil imports. We doubt this bill will get any support from the GOP and it
isn’t completely clear it will get unanimous Democratic support. But for now, the
agreement is something of a breakthrough, and we will be watching to see if it actually
passes.

o We are also closely watching another bill that can’t go through reconciliation but
would streamline the permitting process for oil and gas drilling along with
pipeline construction. While permitting delays have been a favorite tactic of
environmentalists, this bill would put a two-year limit on objections, meaning that
the project either get approved or rejected in a shorter time frame. This bill could
be filibustered, so it must gain some GOP support.

o Another interesting sidelight is that the bill offers tax incentives for making EVs
using minerals from nations with which the U.S. has free trade agreements.
Sadly, there aren’t any.

Even with the aforementioned bill, EVs continue to struggle for adoption. Prices are high
since the market for low cost EVs is still rather small. The majority of EVs reside in a
handful of states.

Last week, we noted the unusual weather events we were seeing across the country. Itis
clear (especially in St. Louis and vicinity) that the infrastructure isn’t adequate for such
events. Hot weather continues across the country with some 100 million Americans
affected. Although the notion of climate change remains polarized, polling does suggest
that unusual weather events are increasingly being tied, in the mind of the public, to
climate change.

o As temperatures rise in Singapore, the city-state is investigating various methods
to manage heat.

Farming is a source of greenhouse gases; steers and dairy cows emit CO2, for example.
At the same time, they are a source of food. Taking steps to curtail agriculturally based
gases will raise food costs - a step that is rarely politically popular. The Netherlands and
Canada are considering such steps, triggering a backlash from farmers. Given soaring
food prices, these steps appear rather mistimed.

Lyondell (LYB, $86.50) is closing a refinery in Texas, but is considering repurposing it
to process recycled plastic.

German automakers are turning to China’s Contemporary Amperex Technology (CATL,
¥534.92) for auto batteries for EVs.

o Ganfeng Lithium (GNENF, $9.32) is planning to build a solid state EV battery
facility. Solid state batteries hold the promise of longer range and faster
recharging.
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https://www.axios.com/2022/07/29/climate-bill-most-important-provisions-manchin?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.axios.com/2022/07/29/climate-bill-most-important-provisions-manchin?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.axios.com/2021/06/07/biden-hydrogen-climate-change
https://www.axios.com/2022/04/15/co2-removal-is-having-a-moment-and-not-everyones-happy
https://www.axios.com/2022/07/29/climate-bill-electric-vehicle-credits
https://www.washingtonpost.com/business/2022/07/30/climate-solar-manchin-china/
https://www.axios.com/2021/11/02/methane-limits-cop26-legacy
https://www.axios.com/2021/11/02/methane-limits-cop26-legacy
https://news.yahoo.com/manchin-spending-deal-includes-billions-015422446.html
https://www.axios.com/2022/07/28/new-life-for-climate-legislation?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.washingtonpost.com/us-policy/2022/08/01/manchin-pipeline-drilling-permit/
https://www.eenews.net/articles/climate-bill-would-create-roadblock-for-full-ev-tax-credit/?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.axios.com/2022/08/01/electric-vehicle-adoption-barriers?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.axios.com/2022/08/01/states-ev-electric-cars?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axioswhatsnext&stream=science
https://www.axios.com/2022/08/01/states-ev-electric-cars?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axioswhatsnext&stream=science
https://www.axios.com/2022/08/02/heat-wave-climate-change-us-infrastructure?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.axios.com/newsletters/axios-generate-c114b7db-6bc7-47bd-ab84-cdaa86fe0574.html?chunk=5&utm_term=emshare#story5
https://www.axios.com/newsletters/axios-generate-c114b7db-6bc7-47bd-ab84-cdaa86fe0574.html?chunk=5&utm_term=emshare#story5
https://www.pewresearch.org/science/2022/07/14/americans-divided-over-direction-of-bidens-climate-change-policies/
https://www.nytimes.com/2022/08/01/world/asia/singapore-cooling-heat-climate.html?smid=url-share
https://www.nytimes.com/2022/08/01/world/asia/singapore-cooling-heat-climate.html?smid=url-share
https://apnews.com/article/netherlands-pollution-blockades-ad6dfc2c9502310348b56db3591edb57
https://www.bloomberg.com/news/articles/2022-07-27/trudeau-spars-with-farmers-on-climate-plan-cutting-fertilizer-grain-output#xj4y7vzkg
https://www.reuters.com/business/energy/lyondell-eyes-very-large-investment-houston-refinery-site-after-closure-ceo-2022-07-29/
https://www.reuters.com/business/energy/lyondell-eyes-very-large-investment-houston-refinery-site-after-closure-ceo-2022-07-29/
https://www.thewirechina.com/2022/07/31/the-rise-of-catl/
https://cnevpost.com/2022/07/31/ganfeng-lithium-plans-to-build-chinas-largest-solid-state-battery-production-base/
https://cnevpost.com/2022/07/31/ganfeng-lithium-plans-to-build-chinas-largest-solid-state-battery-production-base/

e Issand a viable, cheap, alternative to other batteries for utilities? Finnish researchers are
testing the concept. The idea is that sand can hold heat and that heat can be tapped for a
number of different applications.

e U.S. regulators have certified a small nuclear design.

e Under hot and dry conditions, wind can falter. Texas is reporting a drop in renewables
output, further constraining electricity supply. Interestingly enough, hot weather can also
curtail nuclear power. In France, as temperatures rise, river water used to cool reactors
becomes too hot, forcing utilities to restrict output.

o Warm weather is also lowering the water level of the Rhine River, nearly closing
it to shipping. If it closes, coal shipments might be adversely affected.

e New England utilities are finding that expanding solar capacity is reducing demand
during daylight hours.

e Aurora Hydrogen, a startup, is testing the concept of making hydrogen from natural gas
with a process that generates no COa.

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.marketplace.org/2022/07/29/could-the-sand-battery-make-renewable-energy-more-dependable/
https://www.marketplace.org/2022/07/29/could-the-sand-battery-make-renewable-energy-more-dependable/
https://arstechnica.com/science/2022/07/us-regulators-will-certify-first-small-nuclear-reactor-design/
https://oilprice.com/Alternative-Energy/Renewable-Energy/Renewables-Falter-As-Texas-Power-Grid-Sees-Record-Demand.html
https://oilprice.com/Alternative-Energy/Renewable-Energy/Renewables-Falter-As-Texas-Power-Grid-Sees-Record-Demand.html
https://www.bloomberg.com/news/articles/2022-08-03/edf-to-curb-nuclear-output-as-french-energy-crisis-worsens#xj4y7vzkg
https://www.bloomberg.com/news/articles/2022-08-02/europe-s-vital-rhine-river-is-on-brink-of-effectively-closing#xj4y7vzkg
https://www.eia.gov/todayinenergy/detail.php?id=53239
https://www.eia.gov/todayinenergy/detail.php?id=53239
https://www.axios.com/newsletters/axios-generate-6c175d7a-c92d-4ac7-bfbb-88e588cb760b.html?chunk=2&utm_term=emshare#story2
https://www.axios.com/newsletters/axios-generate-6c175d7a-c92d-4ac7-bfbb-88e588cb760b.html?chunk=2&utm_term=emshare#story2

