(o

INVESTM

T MANAGEMENT

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.
recap, we will add other data when required.

December 15, 2022

Although the inventory data will be the primary focus of the

(This will be the last report of 2022; we will resume publication on January 12, 2023.)

Crude oil prices continue to come under pressure on worries over economic growth. There was

likely some bullish positioning in front of th

e Russian price cap which is probably being

liquidated.
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Crude oil inventories jumped 10.2 mb comp
4.7 mb, meaning the net build was 5.5 mb.

ared to a 3.8 mb draw forecast. The SPR declined
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https://www.nytimes.com/2022/12/09/business/oil-prices-russia-sanctions.html?smid=url-share

In the details, U.S. crude oil production fell 0.1 mbpd to 12.1 mbpd. Exports and imports rose
0.9 mbpd. Refining activity fell 3.3% to 92.2% of capacity. Pipeline issues caused the drop in

refinery activity.
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The above chart shows the seasonal pattern for crude oil inventories. This week’s data reversed
the recent contra-seasonal pattern of the past few weeks, most likely due to the drop in refinery

activity caused by pipeline issues.

Shortly after the war started, we stopped reporting on our basic oil model that uses commercial
inventory and the EUR for independent variables. We have now updated that model, which puts
fair value at $73.60 per barrel. We are currently trading near fair value for the first time since

the war began.

OIL INVENTORIES AND PRICES
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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 2001. Using total stocks since
2015, fair value is $104.10.

Market News:

We are continuing to watch how the Russian price cap is working. As we noted last
week, the first reaction was that shipping was disrupted around the Black Sea. Russia’s
fiscal situation could suffer as well, and although Russia’s breakeven is thought to be
around $20 per barrel, fiscally it needs $70 per barrel to balance its budget. We still
don’t know if the price cap is low enough to curtail Russian output, but the disruptions
have cut exports.

o President Putin has threatened to cut oil output in the wake of the price cap.

o We also note that the gas price cap in the EU has not come together yet.

The Keystone pipeline has suffered a rupture in Kansas, leaking 14,000 barrels worth of
oil. The leak will disrupt oil flows to at least two refining centers. We may see a drop in
production in the coming weeks if the outage persists.

Up until now, Europe has been helped by mild weather. That string of good fortune
appears to be fading, which will likely lift oil and gas demand, and therefore, prices as
well.

o France is reportedly ramping up nuclear power as temps fall.

Amos Hochstein, the White House international energy envoy, described the U.S. shale
industry as “un-American.” He wants the industry to expand production, even though the
government has sent rather clear signals that the future of oil demand is in doubt, in part
due to policies of the same government. If the goal is to encourage the industry to lift
output, name-calling probably won’t have the desired effect. At the same time, to be fair
to Mr. Hochstein, his “beef” is mainly with Wall Street, who is demanding a focus on
shareholder returns rather than output. Even with that emphasis, we note that production
is rising in the shale patch, although the pace isn’t exactly rapid.
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https://www.bloomberg.com/news/articles/2022-12-08/oil-tankers-stuck-near-turkey-rack-up-13-million-bill-so-far
https://www.reuters.com/business/energy/uk-talks-with-turkey-over-oil-tanker-delays-telegraph-newspaper-2022-12-07/
https://www.wsj.com/articles/russian-oil-price-cap-adds-to-fiscal-pressure-on-moscow-11670409002?st=sni5zn9pceixogq&reflink=desktopwebshare_permalink
https://www.wsj.com/livecoverage/stock-market-news-today-12-07-2022/card/russia-s-oil-exports-drop-after-new-sanctions-price-cap-1jVy2nvB6D08ZUVRfkut
https://www.ft.com/content/6b9ee501-ce75-4f2a-adeb-c30ccf0093e3
https://www.oxfordenergy.org/wpcms/wp-content/uploads/2022/12/EU-Commission-proposal-for-joint-gas-purchasing-price-caps-and-collective-allocation-of-gas-an-assessment-NG-176.pdf
https://www.reuters.com/business/energy/keystone-oil-spill-could-tighten-us-gulf-crude-stocks-2022-12-09/
https://oilprice.com/Energy/Natural-Gas/Artic-Blast-Draws-Down-European-Natural-Gas-Inventories.html
https://oilprice.com/Energy/Natural-Gas/Artic-Blast-Draws-Down-European-Natural-Gas-Inventories.html
https://www.reuters.com/business/energy/france-copes-with-high-power-demand-nuclear-supply-ramp-up-2022-12-12/
https://www.ft.com/content/27462ffb-0cd0-4822-ba29-c2c258c63bfe
https://www.eia.gov/petroleum/drilling/?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.eia.gov/petroleum/drilling/?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.reuters.com/business/energy/us-shale-oil-output-keep-growing-snails-pace-eia-2022-12-12/

Germany is making remarkable progress in building out its LNG infrastructure.

With South Korean ship builders at capacity, orders for new LNG tankers are being sent
to China.

Europe has tentatively passed a carbon tariff. When a nation implements environmental
rules of any type, it usually increases the costs of production. This change puts domestic
producers at a disadvantage relative to foreign producers who are likely not under similar
restrictions. In some sense, it is a form of protectionism, but for social goals. The ability
of the tax to level the playing field for European industry is still uncertain. The levy is
designed to be placed on the carbon content emitted during the production of the product,
which may not be all that precise. If the levy is too low, it will still be cheaper to buy it
from the “dirty” foreign producer. Ifit’s high enough to prevent the import, it will
increase costs.

The IEA is warning that oil markets will likely tighten next year.

Infrastructure matters—we note that natural gas prices in the Permian Basin have fallen
to $0.05 per MMBTU due to the lack of pipeline infrastructure.

Geopolitical News:

President Xi made a state visit to the Kingdom of Saudi Arabia (KSA) last week. The
two nations inked a “strategic partnership” but, in reality, if the KSA is threatened by its
neighbors, we doubt its first call will be to Beijing. Still, the visit does highlight a drift in
the KSA’s relations with the U.S.

o Fin-Twitter was ablaze with commentary concerning reports that the KSA and
China were about to begin settling oil sales in CNY. The fear is that pricing oil in
a currency other than USD would undermine the reserve role of the greenback
and lead to all sorts of potential ramifications. However, the change might not be
as groundbreaking as it is portrayed. First, the KSA runs a modest trade surplus
with China. If the KSA is okay with accepting CNY instead of USD, we suspect
Riyadh will find investments in China that will be acceptable. Chinese financial
markets are not as deep as U.S. ones, and as the real estate situation shows, in a
workout agreement, Chinese investors are given preference. At the same time,
the treatment of USD reserves held by Russia and Iran have to give any nation
pause as clearly getting “offside” with the U.S. can have a potentially bad
outcome. So, diversifying away from the dollar would make sense for the KSA,
whose relations with the U.S. have become rather strained.

o The “big deal” would be if the KSA demanded CNY for all oil sales. That would
drive up demand to run trade surpluses with China in order to acquire CNY.
Given China’s reluctance to run large trade deficits (and incur the negative impact
on employment), we doubt this action will spread beyond the bilateral
relationship.

o China is a newcomer to the region’s geopolitics, and it is getting a feel for just
how fraught the region can be. During President Xi’s visit to the UAE, he agreed
to a statement supporting the Emirates’ claims that the islands of Greater Tunb,
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https://www.wsj.com/articles/natural-gas-terminal-engineering-feat-germany-11670513353?st=hfctf1ux8c6olgp&reflink=desktopwebshare_permalink
https://www.reuters.com/business/china-shipyards-feast-record-lng-tanker-orders-skorea-builders-are-full-up-2022-12-12/
https://www.reuters.com/business/china-shipyards-feast-record-lng-tanker-orders-skorea-builders-are-full-up-2022-12-12/
https://www.wsj.com/articles/europe-reaches-deal-on-landmark-carbon-import-tax-11670921011?st=ypnigdtx3n8pn0s&reflink=desktopwebshare_permalink
https://www.axios.com/newsletters/axios-generate-89b82a54-c3b9-4f5f-8db9-dbfba3ecdf04.html?chunk=3&utm_term=emshare#story3
https://www.eastdaley.com/media-and-news/permian-near-zero-price-hope?utm_campaign=The%20Daley%20Note&utm_medium=email&_hsmi=237814659&_hsenc=p2ANqtz-9ed3Ze8p7oV61KSAo1m4mN854yVCZt30Z7EQ8NdWiFAAR5Ld4xdAdAR8iJhtFdXjh0G1bzL0sZeoldLvXAl49hjacFog&utm_content=237814183&utm_source=hs_email
https://www.ft.com/content/80702208-23ab-4038-bba9-57253ceccd39
https://www.nytimes.com/2022/12/08/world/middleeast/china-saudi-arabia-agreement.html?smid=url-share
https://amp.cnn.com/cnn/2022/12/10/middleeast/xi-china-saudi-arabia-visit-five-takeaways-mime-intl/index.html
https://www.cnn.com/2022/12/07/middleeast/xi-saudi-arabia-china-mbs-mime-intl/index.html?utm_source=substack&utm_medium=email
https://www.cnn.com/2022/12/07/middleeast/xi-saudi-arabia-china-mbs-mime-intl/index.html?utm_source=substack&utm_medium=email
https://news.tvb.com/tc/greaterchina/639326c8b8b7ebb488f6bbee/%E5%85%A9%E5%B2%B8-%E7%BF%92%E8%BF%91%E5%B9%B3%E7%A8%B1%E5%B0%87%E7%BA%8C%E5%BE%9E%E6%B5%B7%E5%90%88%E6%9C%83%E5%9C%8B%E5%AE%B6%E5%A4%A7%E9%87%8F%E9%80%B2%E5%8F%A3%E5%8E%9F%E6%B2%B9%E9%96%8B%E5%B1%95%E6%B2%B9%E6%B0%A3%E8%B2%BF%E6%98%93%E4%BA%BA%E6%B0%91%E5%B9%A3%E7%B5%90%E7%AE%97
https://oec.world/en/profile/bilateral-country/chn/partner/sau
https://oec.world/en/profile/bilateral-country/chn/partner/sau
https://www.iranintl.com/en/202212111555
https://www.iranintl.com/en/202212111555

Lesser Tunb, and Abu Musa should be submitted to some sort of international
adjudication. These three islands were part of the UAE when it was formed
following the British withdrawal in 1971. Iran decided to take advantage of the
British leaving and seized the islands. The UAE has wanted them back ever
since, but Tehran has no interest in acquiescing. Either the Chinese diplomats are
siding with the UAE in this dispute, or they more likely walked into a conflict.
Iran was quite upset with the communiqueé following the China/UAE meeting and
is demanding an explanation.

o Iran and China have had a longstanding relationship as the latter has helped Iran
evade Western sanctions. It is worth noting, however, that the relationship may
be more transactional than anything else. As China is acquiring more oil from
Russia, its overall trade with Iran is declining.

Iran’s economy continues to suffer, but that sluggish economy has not led the state to
ease its repression. At the same time, Russia and Iran are deepening their military
relationship, a situation that will complicate the security of nations aligned against
Tehran.

A hack of Islamic Revolutionary Guard Corps documents details some of the discussions
tied to the renewal of the 2015 nuclear deal. Although the veracity of the reports isn’t
confirmed, the information provided does suggest that the two sides were always far
apart.

We note that gold purchases by central banks have been rising rapidly, with most of the
purchases coming from emerging market central banks. It is quite possible that these
banks are worried that the U.S. could reduce the value of their foreign exchange reserves
as Washington did to Russia and Iran. It should be noted that gold has other uses for
central banks. Iran has been trading fuel to Venezuela in return for gold. Both nations
have been under sanctions and have used gold to evade those sanctions.

The KSA warns that if Iran develops/acquires a nuclear weapon, then “all bets are off,”
which suggests a nuclear arms race in the region is likely.

The U.S. made an outreach to Africa this week as part of a broader program to secure
rare earths and other minerals critical to the energy transition. It is not obvious if the
African nations will find the American effort useful, however. Ultimately, Africa needs
infrastructure investment (in which China tends to excel) and market access (which the
U.S. is reducing from all nations), so this may turn out to be more rhetoric than reality.
Still, the U.S. is promising funding as part of the meeting, which will likely be welcomed.

Alternative Energy/Policy News:

Nuclear fusion, the same process that powers the sun, has held the promise of being the
energy of the future, but sadly, more often seems to instead represent a future that never
arrives. Thus, the news of a breakthrough should be viewed with hope but also a degree
of skepticism. Fusion generates power by fusing atoms together, as opposed to the
conventional fission, which generates power by splitting atoms. The promise of fusion is
game breaking as it would be power that is clean, free of byproducts, and cheap. Thus,
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https://www.bourseandbazaar.com/china-iran-trade-reports/october-2022
https://www.bourseandbazaar.com/china-iran-trade-reports/october-2022
https://amwaj.media/article/deep-data-the-trajectory-of-iran-s-economy
https://www.nytimes.com/2022/12/08/world/middleeast/iran-protests-execution.html?smid=url-share
https://www.theguardian.com/global-development/2022/dec/08/iranian-forces-shooting-at-faces-and-genitals-of-female-protesters-medics-say?utm_source=substack&utm_medium=email
https://www.nbcnews.com/politics/russia-providing-unprecedented-military-support-iran-exchange-drones-o-rcna60921
https://www.nbcnews.com/politics/russia-providing-unprecedented-military-support-iran-exchange-drones-o-rcna60921
https://www.aljazeera.com/news/2022/12/9/us-warns-of-expanding-russia-iran-defence-partnership?utm_source=Eurasia+Group+Signal&utm_campaign=3d57299596-EMAIL_CAMPAIGN_2022_12_12_11_48&utm_medium=email&utm_term=0_e605619869-3d57299596-%5BLIST_EMAIL_ID%5D
https://www.middleeasteye.net/news/iran-secret-revolutionary-guard-bulletins-internal-nuclear-conflict?utm_source=substack&utm_medium=email
https://news.bitcoin.com/data-from-october-shows-gold-reserves-held-by-central-banks-tapped-the-highest-level-in-47-years/
https://www.iranintl.com/en/202212124467?utm_source=substack&utm_medium=email
https://www.reuters.com/world/middle-east/saudi-foreign-minister-all-bets-off-if-iran-gets-nuclear-weapon-2022-12-11/
https://www.state.gov/secretary-blinken-at-an-mou-signing-with-democratic-republic-of-the-congo-vice-prime-minister-and-foreign-minister-christophe-lutundula-and-zambian-foreign-minister-stanley-kakubo/?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.axios.com/2022/12/12/biden-overseas-mining-funding?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.axios.com/2022/12/12/biden-overseas-mining-funding?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.nytimes.com/2021/11/20/world/china-congo-cobalt.html?smid=url-share
https://www.gzeromedia.com/viewpoint/viewpoint-is-china-the-only-reason-the-us-cares-about-africa
https://www.gzeromedia.com/viewpoint/viewpoint-is-china-the-only-reason-the-us-cares-about-africa
https://www.reuters.com/world/africa/us-says-commit-55-bln-africa-ahead-summit-2022-12-12/
https://www.axios.com/2022/01/27/plasma-nuclear-fusion-energy
https://www.axios.com/2022/01/27/plasma-nuclear-fusion-energy
https://www.ft.com/content/4b6f0fab-66ef-4e33-adec-cfc345589dc7
https://www.axios.com/newsletters/axios-generate-3bf2932d-93f8-4fad-beb9-f7d4571dc9b1.html?chunk=2&utm_term=emshare#story2
https://www.axios.com/newsletters/axios-generate-3bf2932d-93f8-4fad-beb9-f7d4571dc9b1.html?chunk=2&utm_term=emshare#story2

reports that scientists at the Lawrence Livermore National Laboratory had achieved “net
energy gain” made headlines. Net energy gain means that more energy was generated
relative to what was deployed to create fusion. It is still likely years before commercial
applications are possible, but if nuclear fusion is ever achieved, its impact on human life
would be astounding.

e The U.S. is funding numerous mineral projects abroad in a bid to secure materials for the
energy transition.

o Lithium prices have been strong due to EV demand, but it does appear that the
supply side of the market is improving.

e Meanwhile, government funded research is making progress in developing batteries that
are lighter and more energy dense.

o There are reports that China and Australia are working on sodium-sulfur batteries
which would likely be deployed by utilities to smooth electricity flows.

e The UAW has organized a U.S. auto battery plant.

e Although India continues to talk about clean energy, its behavior suggests that coal will
remain its most important energy source.

e Asdrilling rises in tropical forests, there are rising concerns that those activities will
weaken the carbon-absorbing value of the forests

e HSBC Holdings (HSBC, $30.82) announced it will no longer fund oil and gas
development.

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.washingtonpost.com/business/2022/12/11/fusion-nuclear-energy-breakthrough/?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.washingtonpost.com/business/2022/12/11/fusion-nuclear-energy-breakthrough/?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.axios.com/2022/12/12/biden-overseas-mining-funding?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://oilprice.com/Metals/Commodities/New-Supply-Could-Help-Bring-Lithium-Prices-Back-Down-To-Earth.html
https://oilprice.com/Metals/Commodities/New-Supply-Could-Help-Bring-Lithium-Prices-Back-Down-To-Earth.html
https://cleantechnica.com/2022/12/09/ev-batteries-just-keep-getting-better-better/
https://newatlas.com/energy/cheap-sodium-sulfur-battery-four-times-capacity/
https://www.ft.com/content/74cef011-39c7-4f89-97c0-80789c71208f
https://www.nytimes.com/2022/12/07/business/energy-environment/india-energy-subsidies.html?smid=url-share
https://www.nytimes.com/2022/12/07/business/energy-environment/india-energy-subsidies.html?smid=url-share
https://www.axios.com/newsletters/axios-generate-38c7fe36-5d71-49f5-847d-62eaedeae71e.html?chunk=0&utm_term=emshare#story0
https://www.reuters.com/business/finance/hsbc-cut-funding-new-oil-gas-fields-2022-12-14/
https://www.reuters.com/business/finance/hsbc-cut-funding-new-oil-gas-fields-2022-12-14/

