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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.

July 28, 2022

It appears that oil prices are settling into a broad trading range between $125 and $95 per barrel.
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Crude oil inventories fell 4.5 mb compared to a 1.5 mb draw forecast. The SPR declined 5.6 mb,

meaning the net draw was 10.1 mb.
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In the details, U.S. crude oil production rose 0.2 mbpd to 12.1 mbpd. Exports rose 0.8 mb, while
imports fell 0.4 mbpd. Refining activity declined 1.5% to 92.2% of capacity.
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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. Although it is rarely mentioned,
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 $103.88.
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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 Demand
Last week, we noted that gasoline demand was weakening and that has been putting pressure on
oil prices. This week, we take a look at the number of licensed drivers in the U.S.

Licensed Drivers
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The data is annual, and the last available year is 2020 so we don’t know how this metric was
affected by the pandemic. On a trend basis, the number of drivers rose above trend in the early
1970s as baby boomers reached driving age. As population growth slowed, the number of
drivers fell steadily back to trend. However, after the Great Financial Crisis, the number of
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drivers fell rapidly and has yet to recover. It doesn’t appear to be the boomers. In looking at the
number of licensed drivers aged 65 and over, the growth rate is still 3% per year. What we do
find is that the number of drivers aged 29 years and younger declined over the past three years,
falling 2.2% in 2020. Social media might play a role, or the urbanization of younger households
could play a role as well.

In observing the above chart, it again begs the question, “Why would anyone build additional
refinery capacity if the number of drivers is falling below trend?”

Market news:

The long-awaited return of Nord Stream 1 occurred last week, but the amount supplied is
underwhelming at only about 20% of capacity. President Putin announced the
resumption, but warned that sanctions may reduce flows. The Russians are claiming
maintenance issues yet again, while Germany says there is no technical reason to reduce
flows. As one would expect, natural gas prices jumped on the news. These flow rates
appear to be too low to build adequate supplies for winter.

o We also note that Russia increased flows unexpectedly to other pipelines,
threatening the pipeline’s integrity.

o Although natural gas is a key input to electricity and home heating, it is also an
important ingredient for petrochemicals. Russia’s reduced supplies of natural gas
are threatening Germany’s petrochemical industry.

o It’s not just Europe seeing high prices. As LNG is being diverted to Europe,
Asian gas prices are rising.

Although the lack of investment in oil and gas is a key reason for high energy prices, the
disruption of trade and payments flows, triggered by the Ukraine war, has led to supply
and price divergences. Over time, we do expect these flows to adjust to the new reality.
For the past few weeks, we have documented how Russian oil was flowing to India and
China (although we note Beijing is cutting Russian purchases on price considerations).
This expansion reduced supplies to Europe; however, we are seeing Middle Eastern oil
and African oil, which would usually end up in the Far East, now routing to Europe.
North Africa is also increasing supplies to Europe, but the infrastructure to increase
supplies further isn’t in place to fully replace Russian energy. There are reports that
Russian energy exports are falling, although as we note below, this may not account for
smuggling.

o The EU is easing sanctions on third-party transactions to increase available
supplies.

o There are reports of increased smuggling efforts to increase Russian oil on world
markets.

The EU has put together a natural gas rationing plan to weaken Russia’s leverage,
overcoming the free-rider problem that emerged as individual members of the union
lobbied for exemptions. Spain and Portugal complained about the program as they obtain

much of their natural gas from places other than Russia, so they didn’t feel the need to
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https://www.nytimes.com/2022/07/20/business/energy-environment/nordstream-vladimir-putin-russian-gas.html?smid=url-share
https://www.nytimes.com/2022/07/20/business/energy-environment/nordstream-vladimir-putin-russian-gas.html?smid=url-share
https://www.nytimes.com/2022/07/25/world/europe/russia-germany-gas-cut-eu.html?smid=url-share
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https://tsoua.com/news/gazprom-bez-poperedzhennya-pidvyshhyv-tysk-na-gazogoni-urengoj-pomary-uzhgorod/?utm_source=POLITICO.EU&utm_campaign=2381ee511b-EMAIL_CAMPAIGN_2022_07_26_02_57&utm_medium=email&utm_term=0_10959edeb5-2381ee511b-190480045
https://www.wsj.com/articles/russian-gas-cuts-threaten-worlds-largest-chemicals-hub-11656316625?st=aybgfblnz2b36yi&reflink=desktopwebshare_permalink
https://www.bloomberg.com/news/articles/2022-07-25/russian-gas-supply-uncertainty-sends-asian-fuel-prices-surging#xj4y7vzkg
https://markets.businessinsider.com/news/commodities/china-russia-oil-biggest-refiner-cut-purchases-russian-crude-2022-7
https://www.reuters.com/business/energy/ukraine-war-rekindles-europes-demand-african-oil-gas-2022-07-22/
https://www.bloomberg.com/news/articles/2022-07-22/saudi-arabia-and-iraq-come-to-the-aid-of-europe-s-oil-refiners#xj4y7vzkg
https://www.gzeromedia.com/the-eus-natural-gas-troubles-wont-end-after-ditching-russia
https://www.gzeromedia.com/the-eus-natural-gas-troubles-wont-end-after-ditching-russia
https://www.bloomberg.com/news/articles/2022-07-25/the-steady-erosion-of-russian-oil-exports-continues#xj4y7vzkg
https://www.reuters.com/business/energy/eu-sanctions-tweak-unblock-russian-oil-deals-with-third-countries-2022-07-22/
https://gcaptain.com/dark-tanker-market-is-getting-competitive/
https://www.wsj.com/amp/articles/europe-checks-its-thermostats-as-russia-crimps-natural-gas-supplies-11658827804
https://www.nytimes.com/2022/07/20/world/europe/eu-gas-rationing-russia-war.html?smid=url-share
https://www.ft.com/content/3f59d17d-5cf8-4742-93fb-5d35b0e6e2b6?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.reuters.com/world/europe/eu-plan-curb-gas-use-faces-opposition-countries-2022-07-21/
https://www.nytimes.com/live/2022/07/21/world/ukraine-war-russia/an-eu-plan-to-ration-natural-gas-meets-with-resistance-from-some-member-countries?smid=url-share
https://www.wsj.com/articles/spain-portugal-push-back-on-eu-plan-to-trim-gas-use-11658420852?st=86jsa8dc3gnmjux&reflink=desktopwebshare_permalink
https://apnews.com/article/russia-ukraine-spain-portugal-ursula-von-der-leyen-baa087e693d5cf3e997e7e91a92ff0ce

participate. Although we suspect most nations understand the need for rationing, their
logical hope is to force other nations to bear a higher burden of the cost. In the end, an
agreement was reached by making the deal less stringent than what Brussels wanted. So
far, the plan is voluntary, which has reduced its effectiveness. We doubt this plan will do
much to cut demand until it becomes mandatory.

o Germany is expanding energy-reducing measures due to fears of reduced Russian
supplies. Industry leaders are warning that continued cuts will adversely affect
industrial output. There are reports that ammonia production is being cut; the
chemical is a key feedstock for fertilizer.

o Germany is also trying to boost coal power generation, but supply issues are
hampering that effort. It is also reconsidering its exit from nuclear power.

e The U.S. has announced an additional 20 mb of crude oil will be sold from the SPR. The
DOE also laid out a plan to replenish the SPR but is considering fixed-price contracts that
wouldn’t begin refilling the reserve until 2023. We suspect this replenishment will not
occur.

e The EU ban on tanker insurance for Russian oil is scheduled to become effective in
December and the U.S. is increasing calls to use a price cap instead. The Biden
administration fears that the insurance ban will be too effective, leading to tighter oil
supplies.

e There is increasing evidence that the KSA is near its productive capacity for crude oil.
OPEC+ production is well below its quotas.

e As U.S. LNG exports ramp up, impediments on pipeline construction, a favorite tool of
the environmental lobby, have come under greater scrutiny. Recent court decisions are
improving pipeline approvals which should reduce export bottlenecks. The general
stance of the Supreme Court on regulation may bolster this trend.

o Meanwhile, Europe is expanding the number of its regassification facilities.

e Across the U.S. corn belt, propane is used in crop drying. Current inventories are tight
relative to history. U.S. exports have been strong, and rising petrochemical demand in
Canada may reduce imports. Farmers should consider locking in supplies now before
harvest.

e Earnings reports suggest that exploration activity may finally be reacting to high oil
prices.

e The administration intends to make enerqy company profits a political issue. Of course,
such criticism usually eases investment, notwithstanding the above bullet point.

e Reports indicate that oil tanker orders are at new lows. Some of the lack of orders is due
to uncertainty about future oil demand. But, if this lack of orders persists, we could see
oil prices rise on higher transportation costs.

Geopolitical news:

e Although China is buying more Russian energy, its investments into Russia through the
“belt and road” project have fallen to zero. Beijing is trying to avoid Russian sanctions.
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https://www.wsj.com/articles/chemicals-giant-to-cut-production-of-key-fertilizer-ingredient-amid-russian-gas-crisis-11658918219?st=qbtfzywgssnmqnw&reflink=desktopwebshare_permalink
https://www.reuters.com/business/energy/basf-considers-more-ammonia-production-cuts-gas-supply-crunch-sources-2022-07-27/
https://www.reuters.com/markets/commodities/back-black-germanys-coal-power-plan-hits-hurdles-2022-07-25/
https://www.ft.com/content/cc422ece-92b3-41fa-a05c-900270bfe824
https://www.reuters.com/business/energy/us-sell-additional-20-million-barrels-oil-strategic-reserve-2022-07-26/
https://www.argusmedia.com/en/news/2354671-us-to-offer-fixed-price-contracts-to-refill-spr?utm_source=substack&utm_medium=email
https://www.ft.com/content/2cc9e478-2594-4254-9fe0-d7a5efd686fe
https://www.wsj.com/articles/saudi-arabia-nears-its-oil-pumping-limit-11658315077?st=76forhmrbevb1b7&reflink=desktopwebshare_permalink
https://oilprice.com/Latest-Energy-News/World-News/OPEC-Is-Now-284-Million-Bpd-Below-Its-Oil-Production-Target.html
https://www.eia.gov/todayinenergy/detail.php?id=53159
https://rbnenergy.com/we-gotta-get-out-of-this-place-court-decision-helps-supply-access-to-lng-export-facilties
https://www.politico.com/news/2022/07/20/chill-from-scotus-climate-ruling-hits-wide-range-of-biden-actions-00045920?nname=the-long-game&nid=00000171-5b34-d92d-a5ff-db3ee8890000&nrid=0000014e-f0fe-dd93-ad7f-f8ff7e250002&nlid=2672637
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https://www.nationalreview.com/corner/oil-tanker-orders-at-a-record-low/
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One of the reasons given for President Biden’s trip to the Middle East was to reduce
Chinese influence in the region. Washington fears that China is attempting to expand its
footprint in the region as the U.S. slowly withdraws. One area of interest for Beijing is
Irag. However, China will have to navigate increasing intra-Shiite tensions.

Iran announced it has arrested suspected Mossad spies who were conspiring to attack
Iran’s “sensitive” sites. This action occurs just as evidence appears to show that Iran’s
nuclear program is expanding rapidly.

o Iran’s foreign minister canceled a trip to the U.N. for meetings on nuclear non-
proliferation. The IAEA wants Iran to turn on monitoring devices on its nuclear
facilities; Iran has refused.

o The last of the former administration’s nuclear negotiators has been replaced,
reducing the odds that Iran will return to the 2015 JCPOA.

China and Australia have been at odds over pandemic policy. The PRC has retaliated
against Australia by cutting imports. But, as coal inventories fall, China may be forced to
ease import bans on coal.

Cryptocurrencies have been used in cybercrime and sanctions evasion for some time.
The Treasury Department is investigating whether a U.S. crypto exchange facilitated
Iranian transactions in violation of sanctions.

Alternative energy/policy news:

Globalization and national security are often at odds. Sometimes, the lowest cost
producer is in a country that is deemed a security problem. At that point, tradeoffs can
occur. Does one simply continue to buy the product as cheaply as possible, or does one
pay more for “safer” products?

o We discuss nuclear power often as it can provide carbon-free baseload power,
which is something that wind and solar struggle to produce. Unfortunately, most
of the world’s nuclear power plants are constructed by China and Russia.
Complicating matters further, much of the uranium used comes from the former
Soviet Union. The nuclear power industry in the West is notorious for cost
overruns. It is possible that China and Russia construct them faster because they
are less finicky about safety. But, in any case, if nuclear is going to make a
comeback in the West, it probably can’t rely on Russia and China to meet that
demand. The same case can be made for uranium stocks, which are the inputs to
nuclear power. U.S. production of uranium concentrate fell to near all-time lows
last year.

o Other key metals are under the control of China and Russia.

o In Utah, a massive clean energy storage facility, which will generate green
hydrogen from wind and solar to store until needed, relies on critical components
from China.

o Ford Motor’s (F, $12.81) plan to ramp up EVs depends on Chinese batteries.

China seems to be developing an “all of the above” approach to energy security. We
have documented China’s expansion of coal for electricity production. But, at the same
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time, it is aggressively expanding solar power as well by taking steps to lower the cost of
solar panels.

Utilities are increasingly using battery storage for price arbitrage. If this practice
expands, it will tend to reduce price volatility.

Ford is moving aggressively to expand its battery supply and find lower cost materials for
the batteries themselves. For example, the company is opting for iron and phosphorous
batteries instead of the usual nickel and cobalt metals. The batteries will still use lithium,
but using U.S. sources means running afoul of environmentalists.

General Motors (GM, $33.53) has secured a loan from the DOE for a battery venture.

The “holy grail” of auto batteries continues to be solid state, which promise to go farther
and recharge faster than current batteries.

One of the problems with meeting climate targets is that auto turnover is slow, and
therefore, gasoline autos will be with us for many years.

For the past couple of weeks, we have been reporting on the heat wave that has plagued
much of the U.S. and Europe. The heat is straining electrical grids in Europe, sending
prices higher and increasing the risk of blackouts.

o The heat in Texas has also reduced electricity available for bitcoin mining.

Mexico’s resource nationalism has run afoul of the USMCA, leading to a call for talks.

Separating carbon from hydrogen leaves a clean fuel that could replace fossil fuels. Of
course, a classic high school chemistry experiment separates hydrogen from water.
Accordingly, marriage of nuclear power to make hydrogen is in the works. In related
news, the DOE is partly funding a “hydrogen hub” in the Houston area.

Extreme weather continues.

o Here in St. Louis, we recently experienced rainfall totals that set new records.
Over a six-hour period, rainfall exceeded nine inches. To put that in perspective,
this area typically sees about seven inches of rain in July and August combined.
Over a 24-hour period, the city and surrounding area received about 25% of its
annual rainfall.

o China is experiencing a heatwave that is sending electricity demand to record
levels; so is the Pacific Northwest.

o The NOAA has released a new website to track hot weather.

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.reuters.com/business/energy/china-solar-installations-more-than-double-first-half-assn-2022-07-21/
https://www.bloomberg.com/news/articles/2022-07-22/china-is-preparing-to-step-in-to-curb-soaring-solar-prices#xj4y7vzkg
https://www.bloomberg.com/news/articles/2022-07-22/china-is-preparing-to-step-in-to-curb-soaring-solar-prices#xj4y7vzkg
https://www.eia.gov/todayinenergy/detail.php?id=53199
https://www.axios.com/2022/07/22/ford-lithium-iron-phosphate-batteries?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.eenews.net/articles/ford-inks-deal-to-get-lithium-from-mine-with-esa-problem/
https://www.reuters.com/business/autos-transportation/exclusive-us-energy-department-set-loan-gm-battery-joint-venture-25-bln-2022-07-25/
https://cleantechnica.com/2022/07/24/svolt-energy-readies-solid-state-battery-with-400-wh-kg-energy-density-for-production/
https://electrek.co/2022/07/19/how-solid-state-ev-batteries-could-cut-emissions-by-up-to-39/
https://www.axios.com/newsletters/axios-generate-197d4bce-46d4-44ef-8330-a8f74a371a84.html?chunk=1&utm_term=emshare#story1
https://www.ft.com/content/bb9ecca3-c914-489d-af7d-06df6010d1ea?emailId=62da24b5ed07970023508c2a&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.axios.com/2022/07/22/heat-waves-us-europe-asia-connected?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.reuters.com/world/europe/europes-power-system-feels-heat-cooling-demand-soars-2022-07-21/
https://www.bloomberg.com/opinion/articles/2022-07-25/london-s-record-9-724-54-per-megawatt-hour-to-avoid-a-blackout#xj4y7vzkg
https://www.bloomberg.com/news/newsletters/2022-07-21/texas-s-summer-is-bitcoin-mining-s-winter
https://www.ft.com/content/d8cdc149-17fd-46de-8bca-0a4e4b338445?emailId=62d87cba501e240023f42c27&segmentId=7e94968a-a618-c46d-4d8b-6e2655e68320
https://www.bloomberg.com/news/articles/2022-07-20/us-says-mexico-energy-policy-violates-trade-deal-opens-dispute?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top#xj4y7vzkg
https://www.axios.com/newsletters/axios-generate-eaa3c10f-a887-4ce4-956b-af28ef06deae.html?chunk=0&utm_term=emshare#story0
https://rbnenergy.com/gulf-coast-highway-part-2-the-houston-areas-case-for-becoming-a-doe-backed-hydrogen-hub
https://www.ksdk.com/article/weather/st-louis-historic-rainfall-flooding-roads-forecast-weather/63-22dbb5a3-f51c-43b8-90ce-d3fd4f43bad9
https://www.stltoday.com/news/local/accident-and-incident/record-rainfall-in-st-louis-area-brings-rescues-flooding/article_39bd65bc-8f24-50d8-94fd-fa451c37edb1.html
https://www.nytimes.com/2022/07/26/world/asia/china-heat-wave.html?smid=url-share
https://www.theguardian.com/world/2022/jul/26/chinas-long-running-heatwave-raises-electricity-usage-and-causes-blackouts?utm_source=substack&utm_medium=email
https://www.theguardian.com/world/2022/jul/26/chinas-long-running-heatwave-raises-electricity-usage-and-causes-blackouts?utm_source=substack&utm_medium=email
https://www.axios.com/newsletters/axios-generate-eaa3c10f-a887-4ce4-956b-af28ef06deae.html?chunk=5&utm_term=emshare#story5
https://www.cpc.ncep.noaa.gov/products/predictions/threats/extremesTool.php

