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.

August 11, 2022

Prices have broken support but appear to be basing around $88 per barrel.
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Crude oil inventories rose 5.5 mb compared to a 1.0 mb draw forecast. The SPR declined 5.3
mb, meaning the net build was 0.2 mb.
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In the details, U.S. crude oil production rose 0.1 mbpd to 12.2 mbpd. Exports fell 1.4 mb, while
imports declined 1.2 mbpd. Refining activity jumped 2.3% to 94.3% of capacity.
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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 $102.55.
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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 $64 per barrel, so
we are seeing about $24 of risk premium in the market.

Market news:

Oil prices rose this week as Russia halted shipments to central Europe over a dispute on
payments. According to reports, Russia cut throughput after sanctions prevented Russia
from accepting transit fees. However, the market failed to hold gains as a workaround
was created.

In last week’s report, we noted that OPEC+ increased production targets by 0.1 mbpd, a
remarkably small adjustment. This had to be a disappointment for the White House. But
beyond this news reveals a more troubling problem—the cartel may be near maximum
output. For most of my career, we spoke of OPEC production “quotas” that were
routinely violated. The usual excess production would tend to quell prices and,
occasionally, lead the KSA to enforce discipline by flooding the market with oil. We
now are in a world where we have production “targets” that are not met. The reason for
the small increase appears to be less of a snub to President Biden and more because the
producers just don’t have the capacity. Now, that doesn’t mean that they have no more
oil to tap, but using that capacity would mean there is no additional buffer if something
happens this winter. In any case, the price weakness we are seeing now is mostly a
function of weakening demand.

Meanwhile, in Europe, countries are trying to figure out how to reduce demand to shore
up inventories of natural gas without relying solely on price to ration demand. Such
schemes have some usefulness, but there is a clear incentive to “free ride” the
conservation of others. For example, Greek authorities are pressing for citizens to
maintain an air conditioning temperature of 80°, but actually doing that is hard. So far, a
weakening EU economy coupled with these measures is allowing inventories to
accumulate, but at much higher costs. The other action we are seeing is fuel switching,
which has mixed value. Still, research from the IMF suggests that with better
coordination, the EU could offset some of the supply issues with better distribution.
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https://www.reuters.com/business/energy/russia-suspends-oil-exports-via-southern-leg-druzhba-pipeline-due-transit-2022-08-09/
https://www.ft.com/content/b7c8ad1e-395a-456d-bc74-644e959ef6be
https://www.ft.com/content/b7c8ad1e-395a-456d-bc74-644e959ef6be
https://www.axios.com/2022/08/03/opec-oil-production-boost?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.ft.com/content/498fc973-9afd-4094-9790-0ee4e42edc37?emailId=62eb310e73da460023929297&segmentId=7e94968a-a618-c46d-4d8b-6e2655e68320
https://www.reuters.com/business/energy/opec-meets-amid-output-struggles-us-pressure-more-oil-2022-08-03/
https://www.reuters.com/business/energy/exclusive-saudi-uae-save-oil-firepower-case-winter-supply-crisis-2022-08-04/
https://www.reuters.com/business/energy/exclusive-saudi-uae-save-oil-firepower-case-winter-supply-crisis-2022-08-04/
https://oilprice.com/Energy/Crude-Oil/Saudi-Arabia-And-The-UAE-Wont-Be-Tapping-Emergency-Oil-Capacity.html
https://oilprice.com/Energy/Crude-Oil/Saudi-Arabia-And-The-UAE-Wont-Be-Tapping-Emergency-Oil-Capacity.html
https://www.politico.eu/article/eu-countries-save-energy-winter/?utm_source=POLITICO.EU&utm_campaign=4a06afd488-EMAIL_CAMPAIGN_2022_08_05_02_40&utm_medium=email&utm_term=0_10959edeb5-4a06afd488-190334489
https://www.reuters.com/business/retail-consumer/retailers-turn-off-lights-cut-opening-hours-save-energy-2022-08-10/
https://www.theguardian.com/world/2022/aug/02/spain-puts-limits-on-air-conditioning-and-heating-to-save-energy?r=ji&utm_source=substack&utm_medium=email
https://www.washingtonpost.com/nation/2022/08/05/greece-air-conditioning-russian-energy-ukraine/
https://www.washingtonpost.com/nation/2022/08/05/greece-air-conditioning-russian-energy-ukraine/
https://www.reuters.com/business/energy/european-gas-storage-track-meet-target-cost-2022-08-04/
https://www.bloomberg.com/opinion/articles/2022-08-04/european-energy-crisis-germany-s-switch-to-diesel-comes-at-a-cost#xj4y7vzkg
https://www.ft.com/content/c9ec6d9d-a015-402c-a06e-f61b6ad87f92
https://www.ft.com/content/c9ec6d9d-a015-402c-a06e-f61b6ad87f92

Although we have doubts that such demand “scolding” will work, EU storage levels are
about normal.

European gas storage levels have recovered since April
Europe natural gas storage (% of capacity). Shaded areas are 2013 to 2019 daily range
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o The neqgative effect on fertilizer and chemical plant operations in Europe could be
significant if natural gas supplies remain constrained.

o After cutting off flows of natural gas to Latvia, supplies returned; it is not obvious
why Russia restarted flows.

Freeport LNG will resume partial operations in October. Although that is good news for
Europe, it may result in higher U.S. natural gas prices. Various outages at gasification
facilities have been very costly for natural gas firms.

Reports suggest that Russian oil prices are starting to rise, which signals some degree of
normalization of trade flows. Although bans on Russian oil in some markets will remain
in place, nations open to buying Russian oil, namely, China and India, are likely creating
a trading infrastructure to facilitate these sales.

As Asia and Europe scramble to secure natural gas supplies, buyers are finding
themselves competing for the same cargos. Meanwhile, as the U.K. steps up its LNG
regasification, it is confronting a situation where some of the gas is tainted; if not
rectified, this contamination could harm gas pipelines to the continent

o In Asia, astrike at an Australian LNG facility will delay maintenance and may
reduce available supplies.

As we noted last week, Rhine River water levels are declining due to unusually warm
weather and the lack of rain. As levels decline, freight costs rise as ships can only be
partially loaded.
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https://twitter.com/frank_stones/status/1556234494205730816?s=12&t=73iXON-dm2JwQy3s1tN8QA
https://www.reuters.com/business/energy/russia-resumes-natural-gas-supplies-latvia-2022-08-09/
https://www.bloomberg.com/opinion/articles/2022-08-04/european-energy-crisis-germany-s-switch-to-diesel-comes-at-a-cost#xj4y7vzkg
https://www.reuters.com/business/energy/lng-traders-absorb-huge-losses-after-supply-outages-2022-08-09/
https://www.reuters.com/business/energy/russian-crude-prices-recover-strong-india-china-demand-2022-08-05/
https://www.ft.com/content/93c6570b-10f9-46cf-8310-2caa319c00a3
https://www.ft.com/content/6e39c9ab-6545-417e-9940-ccdb18ed867c
https://www.smh.com.au/business/workplace/shell-prelude-s-two-month-500m-strike-delays-major-maintenance-20220808-p5b89u.html
https://www.reuters.com/markets/commodities/rhine-water-level-falls-again-germany-raising-freight-costs-2022-08-05/
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e Factories in Bangladesh are planning for “holidays” to reduce energy demand.

e Gulf of Mexico oil production has been flat for the past two years. Most projects are
longer term in nature and the investing environment is such that oil companies are being
cautious, wanting to avoid stranded assets. In addition, production in the region is always
at risk to tropical storm activity. That said, there are some projects coming on line which
could lift production from this area in the coming months. Still, given where prices are,
oil production has shown little growth, mostly because of capital discipline.

o The ESG movement has pressed financial firms to cut lending and investment to
fossil fuels. As backlash has developed, banks and other financial firms are
finding themselves caught between competing political trends.

e A Cuban tank farm caught fire after a lightening strike.

e Although the Biden administration hasn’t moved to restrict oil exports like President
Nixon did in the 1970s, there is a risk that such policies might be considered again.
However, given different grades of crude oil and their compatibility with the U.S.
refining system, it is quite possible that the oil that isn’t exported would not be used
domestically. This outcome would likely lower U.S. crude oil prices without lower
product prices. In addition, such a ban would discourage U.S. production.

e High energy prices are translating into high food costs.

e China is producing oil and gas with ultra-deep drilling techniques.

Geopolitical news:

e According to reports, EU mediators negotiating between the U.S. and Iran have
submitted their “final text.” Although Iran has returned to nuclear talks, the odds of
success appear very low. For one thing, Tehran looks to be moving rapidly toward a
nuclear weapon. For another, Tehran is trying to prevent the IAEA from investigating
suspected weapons sites. We continue to expect that the talks will fail.
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https://www.bloomberg.com/news/articles/2022-08-08/bangladesh-plans-staggered-factory-holidays-to-ease-power-crunch#xj4y7vzkg
https://rbnenergy.com/here-comes-the-sun-is-the-gulf-of-mexico-poised-for-a-run-of-crude-production-growth
https://www.ft.com/content/137e38d3-c0e5-493b-9690-7c2fae36483f
https://www.ft.com/content/a35dc7ce-defb-4181-b528-c0b1e34e1d07
https://www.ft.com/content/a35dc7ce-defb-4181-b528-c0b1e34e1d07
https://www.ft.com/content/be0288dd-e034-450c-ac7a-d24b1623090b
https://rbnenergy.com/if-you-leave-me-now-the-impacts-of-banning-us-exports-of-crude-oil-and-refined-products
https://oilprice.com/Energy/Energy-General/Europes-Energy-Crisis-Spills-Over-Into-Food.html
http://www.news.cn/fortune/2022-08/10/c_1128904784.htm
https://www.nytimes.com/2022/08/09/us/politics/iran-nuclear-deal-eu.html?smid=url-share
https://www.ft.com/content/93138831-1734-41c6-adf1-50e6458ef973
https://www.politico.eu/article/iran-nuclear-talk-resume-thursday/?r=ji&utm_source=substack&utm_medium=email
https://www.nytimes.com/2022/08/04/world/middleeast/us-iran-nuclear-deal.html?smid=url-share
https://apnews.com/article/middle-east-iran-dubai-nuclear-d96093efcf1e6b8581138b9db48cbedc
https://apnews.com/article/middle-east-iran-dubai-nuclear-d96093efcf1e6b8581138b9db48cbedc
https://amwaj.media/media-monitor/jcpoa-revival-talks-in-vienna
https://amwaj.media/media-monitor/jcpoa-revival-talks-in-vienna

Russia is launching a satellite for Iran to spy on the region.

In Irag, Mugtada al-Sadr is calling for new elections. Turmoil has been high in Iraq since
al-Sadr’s supporters resigned from parliament.

We have been reporting about high European temperatures this summer. One potential
fallout is that hot weather could be contributing to geopolitical tensions in the Balkans.

Alternative energy/policy news:

As the Inflation Reduction Act of 2022 careens toward passage, the climate change
portions appear to be quite remarkable. Obviously, these projections are just that; it
remains to be seen how this bill will work in practice. Nevertheless, it is notable that a
political deal with a supporter of fossil fuels was open to signing off on such a measure.

o The bill does offer some political lessons. In a closely divided nation, carrots
work better than sticks. This bill doesn’t have a carbon tax or items that will
restrict demand; instead, there are subsidies and incentives.

o The parts of the bill that streamline permitting for pipelines is, in our opinion, a
significant win for the oil and gas industry.

o One of the stranger elements of the bill is that to receive the EV tax credits, the
supply chain has to exclude China. Since many of the EV elements come from
China (batteries, some key metals in batteries, etc.), most EVs will be excluded.
Although this rule does make sense, it also makes sense to buy your EV ASAP.

As EVs become more popular, drawbacks are starting to emerge. First, EVs are
expensive, even with generous subsidies. For widespread adoption, more affordable
models will be required. Second, it will be difficult to source key inputs, such as lithium,
nickel, and cobalt; there simply are not enough mines to meet the demand. Third, the
charging infrastructure isn’t built out yet, and allocating the costs for that infrastructure
will be partly absorbed by those not driving EVs.

China’s CATL (300750, CNY, 505.65) intends to go ahead with its plans to build a
battery facility in the U.S. With all the turmoil tied to Speaker Pelosi’s (D-CA) visit to
Taiwan, there were doubts the investment would occur.

o Sanctions on imports from Xinjiang will likely reduce the availability of solar
panels in the U.S.

In some respects, hydrogen is the future of the energy industry and always will be.
Hydrogen is not only ecologically friendly (using it in a fuel cell creates water as a
byproduct), but it could conceivably use the existing filling station network and avoid the
buildout of charging stations. Still, making hydrogen on a commercial scale has always
been cost prohibitive. Fuel cells mostly use platinum, lifting costs as well. But,
emerging research suggests that iron might be an acceptable catalyst, which could reduce
costs significantly.

Over the summer, we have been commenting on extreme temperatures and other weather
events around the world. Iraq, for example, is reporting 120° temps this week. In the
face of rising temperatures, cities are beginning to build and expand cooling centers to
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https://www.haaretz.com/middle-east-news/2022-08-05/ty-article/.premium/russia-to-launch-satellite-on-behalf-of-iran-with-unprecedented-spying-capabilities/00000182-6cfc-d2f5-a3e6-edfd36d70000?r=ji&utm_source=substack&utm_medium=email
https://amwaj.media/article/deep-dive-sadr-s-call-for-new-iraqi-polls-gains-support-amid-intra-shiite-clash
https://www.geopoliticalmonitor.com/balkans-heatwave-underscores-climate-security-risks-in-europe/
https://repeatproject.org/docs/REPEAT_IRA_Prelminary_Report_2022-08-04.pdf?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.nytimes.com/interactive/2022/08/02/climate/manchin-deal-emissions-cuts.html?smid=url-share
https://www.nytimes.com/interactive/2022/08/02/climate/manchin-deal-emissions-cuts.html?smid=url-share
https://www.axios.com/2022/08/08/climate-bill-senate-passage-why-it-matters?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.axios.com/2022/08/08/climate-bill-senate-passage-why-it-matters?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.eenews.net/articles/how-manchin-kneecapped-the-climate-bills-ev-tax-credit/
https://apnews.com/article/electric-vehicles-tax-credit-cfd3d9322230446f65d629b05c2ae551
https://www.axios.com/2022/08/10/electric-vehicles-tax-credit-biden?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://www.nytimes.com/2022/08/08/business/energy-environment/electric-vehicles-climate-bill.html?smid=url-share
https://www.nytimes.com/2022/08/08/business/energy-environment/electric-vehicles-climate-bill.html?smid=url-share
https://www.ft.com/content/7ca99f9f-3b67-489a-a83c-477b6b12764e?emailId=62f19146d86cb8002332ec4c&segmentId=7e94968a-a618-c46d-4d8b-6e2655e68320
https://twitter.com/hilldanr/status/1554474096917979136
https://www.axios.com/2022/08/08/electric-car-chargers-utilities?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.axios.com/2022/08/08/electric-car-chargers-utilities?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.reuters.com/business/autos-transportation/chinas-catl-presses-ahead-with-battery-plans-north-america-source-2022-08-03/
https://www.reuters.com/business/autos-transportation/chinas-catl-presses-ahead-with-battery-plans-north-america-source-2022-08-03/
https://www.wsj.com/articles/u-s-solar-shipments-are-hit-by-import-ban-on-chinas-xinjiang-region-11660037401?st=cmwxc3wyhvlp2gb&reflink=desktopwebshare_permalink
https://www.wsj.com/articles/u-s-solar-shipments-are-hit-by-import-ban-on-chinas-xinjiang-region-11660037401?st=cmwxc3wyhvlp2gb&reflink=desktopwebshare_permalink
https://scitechdaily.com/decades-in-the-making-new-catalyst-could-make-hydrogen-fuel-cells-affordable/
https://www.axios.com/2022/08/09/global-warming-top-3-hottest-july-heat-waves?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.washingtonpost.com/world/2022/08/07/baghdad-heat-record/
https://www.axios.com/2022/08/09/deadly-heat-waves-climate-resilience-hubs?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axioswhatsnext&stream=science

give people a place to cool off during the day. Drought conditions exist in 60% of the
EU plus the U.K. The latter is bracing for another dangerous heat wave.

o The lack of rainfall is reducing Norway’s hydroelectricity supply; consequently,
exports to the continent will be cut.

o U.S. power demand is set to make a new record this year.

e Thermal storage is increasingly becoming an alternative for absorbing excess electricity
from wind and solar.

e One of the “dirty little secrets” of green energy is that it relies heavily on rare earths
minerals. These tend to be mined in the developing world at terrible environmental costs.

e Inabid to clean up the plastics chain, investments in bioplastics are starting to ramp up.

e Although nuclear energy offers a path toward carbon-free energy, the U.S. is heavily
dependent on Russia for uranium supplies.

e Solar and wind farms can take up space in farmlands. China is considering reducing such

installations to ensure ample food supplies.

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.axios.com/2022/08/10/drought-european-union-uk-threat-heat-climate-crisis?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.nytimes.com/2022/08/09/world/europe/uk-heat-wave.html?smid=url-share
https://www.ft.com/content/7f001d0c-63d0-4cfa-92a7-2cc6462d7887?emailId=62f19146d86cb8002332ec4c&segmentId=7e94968a-a618-c46d-4d8b-6e2655e68320
https://www.reuters.com/world/us/us-power-use-reach-record-high-2022-economy-grows-eia-says-2022-08-09/
https://www.energymonitor.ai/tech/energy-storage/can-thermal-storage-fire-up-the-net-zero-transition
https://apnews.com/article/technology-forests-myanmar-75df22e8d7431a6757ea4a426fbde94c
https://apnews.com/article/climate-and-environment-8dd0e4ad3345387ea72e83a506ef3a00
https://www.theverge.com/2022/8/9/23283165/russia-ukraine-war-us-uranium
https://www.theverge.com/2022/8/9/23283165/russia-ukraine-war-us-uranium
https://www.bloomberg.com/news/articles/2022-08-09/china-clamps-down-on-wind-solar-farms-to-protect-food-supply#xj4y7vzkg
https://www.bloomberg.com/news/articles/2022-08-09/china-clamps-down-on-wind-solar-farms-to-protect-food-supply#xj4y7vzkg

