Weekly Energy Update
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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.

January 26, 2023

Crude oil prices appear to have based but so far have failed to break above resistance at around
$80-$82 per barrel.
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Crude oil inventories rose 0.5 mb compared to a 3.0 mb draw forecast. The SPR was unchanged.
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In the details, U.S. crude oil production was unchanged at 12.2 mbpd. Exports rose 0.8 mbpd,
while imports fell 1.0 mbpd. Refining activity rose 0.8% to 86.1% of capacity.

WWW.CONFLUENCEINVESTMENT.COM
1



Crude Qil Inventory Seasonal
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The above chart shows the seasonal pattern for crude oil inventories. Last week’s mostly steady
injection is consistent with last year and seasonal patterns. We expect this year to mostly follow
last year, meaning that the usual rise in inventories isn’t likely.
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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. For the next few months, we
expect the SPR level to remain steady, so changes in total stockpiles will be driven solely by
commercial adjustments.
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Total stockpile

s peaked in 2017 and are now at levels last seen in 2001. Using total stocks since

2015, fair value is $107.07.

Market News:

e Weare

just over 11 months into Russia’s invasion of Ukraine. At this juncture, we don’t

know what the outcome of the war will be. Ukraine has proven itself to be a formidable

oppone

nt and is clearly leveraging its “home field advantage.” At the same time, Russia

is a larger nation and still has ample resources to throw at the conflict. But even with this

uncerta

(@]

inty, it looks like global energy markets are unlikely to return their pre-war state.

Europe now knows that Russia is an unreliable supplier of energy. Moscow
would need to discount prices heavily to retake the European market share. After
all, Russia used to supply 40% of EU natural gas, but now that number is down to
14.4%.

Putin obviously wagered that the EU would not be willing to absorb the pain from
the loss of Russian oil and natural gas. He might have been right, but in a
fascinating twist of fate, a mild winter has allowed Europe to see a sharp drop in
natural gas prices. Russia, for centuries, has relied on winter as its ultimate
defense against invaders. Now, winter has, at best, postponed Russia’s leverage
over Europe. As supply chains adjust, Moscow’s leverage may be permanently
reduced.

Russian oil has to go somewhere, and it has mostly flowed to India and China in a
clear benefit to those nations. This has, however, reduced market share for
Middle Eastern oil producers, and we wait to see their response.

Even with these expanded markets, it is highly likely that Russia will lose market
share on global markets and eventually be forced to shut-in production.
Complicating matters further is that that the price cap is beginning to reduce
Russia’s revenues. Washington’s goal with the price cap was this reduction in
revenues, but it was also meant to keep oil supplies ample. Thus, it set a price
high enough to keep Russia producing, but low enough to “hurt.” It’s quite
possible that the price is set too low.
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https://www.axios.com/2023/01/23/ukraine-war-russia-energy-markets?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.axios.com/2023/01/23/ukraine-war-russia-energy-markets?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.spglobal.com/commodityinsights/en/market-insights/latest-news/oil/011623-russian-crude-flows-to-india-china-proving-a-boon-for-other-asian-oil-importers
https://www.ft.com/content/8a5f4681-9592-469f-b223-a939dcbbf3f3
https://www.ft.com/content/8a5f4681-9592-469f-b223-a939dcbbf3f3

On February 5, the EU will begin a price capping system on Russian oil products, along
with an outright ban on Russian diesel. However, the actual setting of the caps hasn’t
been resolved.

Although the U.S. still imports crude oil and products, the net figure is increasingly
positive, meaning that the U.S. is a net exporter of oil and products. As exports increase
in importance, the goals of domestic energy security will clash with the oil industry’s
revenue and profitability.

OPECH+ is expected to keep production targets unchanged when it meets next Tuesday.
The cartel is taking a “wait and see” approach to the crosscurrents of China’s reopening
and a looming global slowdown.

There are increasing reports that drilling activity is beginning to increase as high prices
may finally be triggering a supply response. The DOE is forecasting that U.S. production
will average 12.4 mbpd this year and 12.8 mbpd next year.

Freeport LNG has announced its plant repairs are complete and the company is preparing
to restart operations. Last year, the plant suffered a major accident which reduced
operations for several months. The return of this liquification plant is a bullish factor for
U.S. natural gas prices.

China’s electricity officials warn that economic recovery in the post-COVID era will
boost electricity needs. This will lift demand for coal and LNG.

China oil trading firm Unipec, the trading arm of Sinopec (6000028, CNY, 4.54), is
reported to be aggressively buying crude oil. It isn’t clear if it is buying the crude for
China or merely reselling it. In 2022, China’s oil imports declined from the previous
year, but with COVID restrictions being lifted, we may be seeing Chinese firms prepare
for higher consumption. Imports from Malaysia have recently hit a new record.

o Japan’s oil imports have increased for the first time in a decade.

o China has a large, but mostly inefficient, refining industry. Unlike most areas of
the world, it is increasing its refining capacity, which could mean China will
become a critical source of refined products. Meanwhile, U.S. refining margins
are rising, in part due to the continued slow recovery from the late December cold
snap.

Geopolitical News:

Pakistan and Russia, Cold War enemies, are looking at an agreement where Russia would
supply Pakistan with oil. Pakistan has suffered from being outbid by Europe for oil and
LNG. Russia would not only supply oil to the country but has also hinted that it would
take payment in a “friendly” currency, likely CNY. As U.S./Pakistan relations have
cooled, the country has suffered a dollar shortage. However, Pakistan appears to want
Russian oil under the price cap regime, which may not appeal to Moscow. This deal
highlights the emerging blocs that we have been discussing over the past year.
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https://www.reuters.com/business/energy/yellen-says-setting-price-caps-russian-refined-oil-products-complicated-2023-01-21/
https://rbnenergy.com/calling-the-shots-exports-are-now-the-driving-force-in-us-crude-gasoline-and-distillate-markets
https://oilprice.com/Latest-Energy-News/World-News/OPEC-Set-To-Keep-Oil-Production-Unchanged.html
https://www.wsj.com/articles/the-offshore-oil-business-is-gushing-again-11674277212?st=h9fxbwrqqtalkb4&reflink=desktopwebshare_permalink
https://www.eia.gov/todayinenergy/detail.php?id=55299
https://www.reuters.com/business/energy/freeport-lng-says-texas-plant-repairs-completed-seeks-restart-some-operations-2023-01-23/
https://sc.mp/65t5?utm_source=copy_link&utm_medium=share_widget&utm_campaign=3207836
https://oilprice.com/Latest-Energy-News/World-News/Chinas-Biggest-Oil-Trading-Firm-Goes-On-A-Buying-Spree.html
https://oilprice.com/Latest-Energy-News/World-News/China-Books-Its-Second-Annual-Oil-Import-Decline-In-A-Row.html
https://oilprice.com/Latest-Energy-News/World-News/China-Books-Its-Second-Annual-Oil-Import-Decline-In-A-Row.html
https://oilprice.com/Latest-Energy-News/World-News/Chinas-Imports-Of-Crude-Oil-From-Malaysia-Hit-Record-High.html
https://oilprice.com/Latest-Energy-News/World-News/Japans-Crude-Oil-Imports-Increase-For-The-First-Time-In-A-Decade.html/
https://www.mei.edu/publications/somethings-brewing-chinas-teapot-refineries-and-middle-east-oil-producers
https://www.reuters.com/business/energy/us-oil-refining-margins-hit-3-month-high-plant-outages-rise-2023-01-25/
https://www.reuters.com/business/energy/us-oil-refining-margins-hit-3-month-high-plant-outages-rise-2023-01-25/
https://www.reuters.com/business/energy/pakistan-will-pay-russian-energy-purchases-currency-friendly-countries-russian-2023-01-20/
https://www.finance.gov.pk/survey/chapter_22/PES14-ENERGY.pdf?utm_source=Eurasia+Group+Signal&utm_campaign=d7fce7491b-EMAIL_CAMPAIGN_2023_01_23_12_04&utm_medium=email&utm_term=0_e605619869-d7fce7491b-%5BLIST_EMAIL_ID%5D
https://www.yahoo.com/entertainment/saudi-arabia-just-said-now-213200817.html
https://www.yahoo.com/entertainment/saudi-arabia-just-said-now-213200817.html
https://www.dawn.com/news/1732995/oil-from-russia?utm_source=Eurasia+Group+Signal&utm_campaign=d7fce7491b-EMAIL_CAMPAIGN_2023_01_23_12_04&utm_medium=email&utm_term=0_e605619869-d7fce7491b-%5BLIST_EMAIL_ID%5D
https://www.gzeromedia.com/russia-and-pakistan-might-cut-unprecedented-oil-deal

e The U.S. has added additional sanctions on elements of the Islamic Revolutionary Guard
Corps for the body’s suppression of recent protests. The U.S. is also increasing pressure
on China to end its purchases of Iranian oil. We doubt China will comply, but the
pressure might cap the amount of oil China purchases from Iran.

Alternative Energy/Policy News:

e There are reports that wind turbines are falling over as structural problems are emerging.

e This chart shows the impact of France’s nuclear power on fossil fuel consumption. It
shows that, at least for electricity, nuclear power can displace fossil fuels.

Electricity Production in France 1960-2015
(Data from World Bank)
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e The U.S. is extending the life of its aging nuclear power plants.

e Recently, there was a reported breakthrough in fusion energy. Although we think the
new information is interesting, it will be a long time before such power could be
commercialized. However, the U.S. is offering subsidies for firms working on this
potential power source, and European companies are considering moving to the U.S. to
capture this support.

e Although the U.S. and other nations are taking steps to build a domestic auto battery
industry, in reality, China is expected to maintain its dominant position.

o Another metal that has been overlooked in battery production is graphite. It
comes from two sources—man made and mined. The former is produced from
oil, mostly in China (again!), while mined sources have mostly been
underdeveloped. There is growing interest in the mined sources, which are in
short supply.

o Lithium miners remain optimistic about demand and future earnings.
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https://home.treasury.gov/news/press-releases/jy1209?utm_source=ActiveCampaign&utm_medium=email&utm_content=So+Long%2C+Ron+Klain&utm_campaign=So+Long%2C+Ron+Klain
https://www.politico.com/news/2023/01/23/iran-sanctions-protests-00079006?utm_source=ActiveCampaign&utm_medium=email&utm_content=So+Long%2C+Ron+Klain&utm_campaign=So+Long%2C+Ron+Klain
https://news.yahoo.com/us-boost-pressure-china-stop-085834391.html
https://news.yahoo.com/us-boost-pressure-china-stop-085834391.html
https://mobile.twitter.com/business/status/1617477980703408129
https://www.bloomberg.com/graphics/2023-nuclear-power-plants-aging/#xj4y7vzkg
https://www.ft.com/content/9dd700d1-2414-4fbb-a3ba-1b49b1513c86?emailId=ef475ea5-46f6-4284-8f09-c85cc57f253b&segmentId=13b7e341-ed02-2b53-e8c0-d9cb59be8b3b
https://elements.visualcapitalist.com/chinas-dominance-in-battery-manufacturing/
https://www.wsj.com/articles/shift-to-mined-vs-man-made-graphite-raises-shortage-risk-for-evs-11674603067?st=m47iw1mivpfnft2&reflink=desktopwebshare_permalink
https://www.ft.com/content/2d47720a-bfae-4ceb-8bbc-b96459794903

e In response to the Inflation Reduction Act’s (IRA) green energy subsidy measures, EU
industries are asking for similar subsidies. This is partly in response to U.S. governors
wooing European green energy firms to build factories in the U.S. to take advantage of
the subsidies in the act.

o Aninteresting political sidelight to the IRA is that much of the green industry
subsidies are benefiting Republican-controlled states. It’s simply a matter of
geography as ample wind and solar resources are found across the southern tier,
which are mostly GOP states. Although the GOP coalition includes extractive
industries, the green subsidies may stay in place even with a change in
government in the White House since the affected states won’t want to lose the
support.

o The IRA also has generous subsidies for EV buyers, but they are limited to
domestically produced cars and batteries. There has been growing pressure on
Washington to ease these restrictions, but Sen. Manchin (D-WV) is opposing such
changes and is pushing to delay the implementation of the subsidies.

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.bloomberg.com/news/articles/2023-01-24/eu-metals-industry-urges-aid-to-rival-us-green-energy-package?re_source=postr_story_1&utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.ft.com/content/ca95d8e4-79f4-44bb-9d74-df86809de098?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.ft.com/content/ca95d8e4-79f4-44bb-9d74-df86809de098?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.wsj.com/articles/bidens-green-subsidies-are-attracting-billions-of-dollars-to-red-states-11674488426?st=gi5uv04k2nb2suu&reflink=desktopwebshare_permalink
https://twitter.com/scienceisstrat1/status/1617690383613583362?s=12&t=rF7LAZv0rl3g9kdY39Pk6g
https://www.axios.com/newsletters/axios-generate-0e447cf9-cb16-431d-a7a4-25eef1e6f9dd.html?chunk=3&utm_term=emshare#story3
https://www.axios.com/newsletters/axios-generate-0e447cf9-cb16-431d-a7a4-25eef1e6f9dd.html?chunk=3&utm_term=emshare#story3
https://www.wsj.com/articles/joe-manchin-to-introduce-bill-to-delay-ev-tax-credits-11674621361?st=1550yy68vcztpgx&reflink=desktopwebshare_permalink

