Weekly Energy Update

By Bill O’Grady, Thomas Wash, and
Patrick Fearon-Hernandez, CFA
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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.

June 24, 2022

Crude oil prices continue to rise in an orderly fashion.

CLN22 - Crude Qil WTI - Daily Nearest Candlestick Chart
M Op:119.07, Hi:119.61, Lo:116.60, CL117.74

—130.00

—125.00

Wity e

—115.00

o
h * *++.|.I T {11000
M 'h' I+I h l*i *n ! il lﬁl i o

i h e

B
8

H
JI il
o
** B80.00
‘+++.1.ﬁ+' 500
*! .! - 7000
= B.archan.curr
65.00
Jan 22 Feb Mar Apr May Jun
(Source: Barchart.com)
Crude oil inventories rose 2.0 mb compared to a 2.0 mb draw forecast. The SPR declined 7.7
mb, meaning the net draw was 5.8 mb.
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In the details, U.S. crude oil production rose from 0.1 mbpd to 12.0 mbpd. Exports rose 1.5
mbpd, while imports rose 0.8 mbpd. Refining activity fell 0.5% to 93.7% of capacity.

Crude Qil Inventory Seasonal
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The above chart shows the seasonal pattern for crude oil inventories. This week’s report is

consistent with the average pattern. Note the average pattern shows declines into September.

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 seen in 2005. Using total stocks since
2015, fair value is $97.79.
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With so many crosscurrents in the oil markets, we see some degree of normalization. The
inventory/EUR model suggests oil prices should be around $65 per barrel, so we are seeing about
$50 of risk premium in the market.

Market news:

Want a well-crafted primer on why the oil industry is struggling to lift production in the
face of high prices? Check out this Odd Lots Podcast, as Joe Weisenthal and Tracy
Alloway interview Peter Tertzakian about the hurdles in place that are preventing a
greater expansion of output. The interview makes it perfectly clear that supply problems
will be with us for a long time.

Last week, the IEA warned that global supplies for oil will likely be tight through 2023.
Perhaps the biggest issue facing oil markets is that OPEC+ may be close to producing at
capacity. Capacity numbers in OPEC+ are a mixed bag. Throughout history they have
usually been inflated because the cartel used capacity data to allocate production quotas.
The higher a nation’s capacity, the more they were allowed to produce. OPEC+ is
expected to allow producers to expand output to pre-pandemic levels in August, but
capacity has fallen since then. By August, it appears only the KSA and UAE will have
available capacity, perhaps about 1.6 mbpd. However, these producers may decide it is
unwise to lift output further. For most of the oil market’s history, there has been a cartel
body limiting production. This situation has led to prices higher than would have existed
in a fully free market but with less volatility due to the supply buffer. If OPEC+ uses up
all its capacity, the only buffers will be strategic reserves, which are already being used.
A couple of weeks ago, a fire at a U.S. LNG facility cut U.S. exports by up to 20%.
Although initial reports suggested there would be a three-week outage, it now looks like
full throughput won’t return until at least September. Shortly after this news, Russia
announced that gas flows to the EU would be curtailed due to the lack of repair parts,
allegedly caused by sanctions. Several European sources confirm that supplies have been
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https://podcasts.apple.com/us/podcast/why-its-so-hard-to-get-the-oil-taps-turned-back-on/id1056200096?i=1000567103730
https://www.ft.com/content/8aaf3910-7230-4ab4-b31c-242c40c10e4d?emailId=62aa5c79d17836002303e827&segmentId=7e94968a-a618-c46d-4d8b-6e2655e68320
https://www.washingtonpost.com/business/energy/opec-mulls-when-to-fireits-last-oil-production-bullets/2022/06/22/feec8868-f1e8-11ec-ac16-8fbf7194cd78_story.html
https://www.washingtonpost.com/business/energy/opec-mulls-when-to-fireits-last-oil-production-bullets/2022/06/22/feec8868-f1e8-11ec-ac16-8fbf7194cd78_story.html
https://www.eia.gov/todayinenergy/detail.php?id=52859
https://rbnenergy.com/shut-down-part-2-global-market-impacts-of-the-freeport-lng-outage
https://oilprice.com/Latest-Energy-News/World-News/Freeport-LNG-Extends-Force-Majeure-Until-September.html
https://apnews.com/article/russia-ukraine-germany-canada-478f16db40c4881a8b4f64e0c0648b30
https://oilprice.com/Energy/Natural-Gas/Russias-Gas-Deliveries-To-Europe-Plunge-Further.html
https://www.reuters.com/business/energy/italys-eni-signals-fifth-daily-shortfall-russian-gas-supplies-2022-06-19/

reduced. In addition, rising temperatures are boosting natural gas demand, making it
difficult to build storage.

o Inresponse, Germany has instructed consumers to conserve energy So inventories
can be rebuilt. The government has declared the first “alarm stage” of its gas
emergency plan. The plan has three stages, but essentially, if supplies are
inadequate, industrial and commercial users face rationing, and prices will be free
to rise. If so, this action could reduce industrial output this winter.

o Despite the environmental concerns, EU nations are returning to coal to ensure
energy supplies. Germany, The Netherlands, and Austria are reopening some coal
generation. It is becoming clear that environmental goals will be missed to ensure
adequate energy supplies. The EU continues to pay lip service toward
environmental goals. In reality, faced with either an economic crisis or curtailing
greenhouse gasses, the latter loses out. In addition, as coal is being rediscovered,
mining firms, like oil companies, have become cautious about expanding
production.

o Even though China has boosted its coal consumption, there are still worries that
electricity production could be crimped later this summer due to tight fuel
worries.

o The EU announced a natural gas deal with Israel and Egypt. The U.S. is also
making long-term supply commitments to Europe.

o The IEA is warning the EU that Russia could cut off all natural gas supplies, and
they should take steps to address that risk.

e The EU has increased sanctions on ensuring Russian oil and gas shipments. The U.S. is
becoming increasingly concerned that this measure may be too effective, reducing
supplies further. Insurance companies may not have the capital to bear the risk of
sanctions, meaning shipments may simply not occur. The Treasury is trying to “thread
the needle” of ensuring adequate oil supplies while preventing Russia from benefiting.
That outcome may not be possible.

e As high energy prices weigh on the political fortunes of the party in power, the
administration is scrambling to determine ways to reduce energy costs. The Secretary of
Energy met yesterday with energy executives. A gasoline tax holiday has been proposed.
Also under consideration are fuel export limits, although such measures would be a
foreign policy disaster as they would force the EU and other global consumers to bear
higher costs.

o Relations between the administration and the energy sector are at a low state. The
petroleum industry wants requlatory relief. Environmentalists have been quite
successful in blocking pipeline projects, in particular. The industry wants the
processes for building pipelines changed to reduce the ability of the courts to
prevent expanding pipelines and other facilities. Unfortunately, for the president,
the environmental wing of the party understands that, due to the marginal cost
structure of such facilities, once built, they will be used for decades.* So far, the
White House is trying to reduce gasoline prices by badgering the industry, most
likely because it has concluded that blaming the industry is better politically than
disappointing the environmental wing.

1 The initial costs are high, but the marginal costs are low, meaning that once built, the throughput is cheap.
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https://www.reuters.com/business/energy/russian-gas-flows-europe-dip-further-slow-storage-buildup-2022-06-17/
https://www.axios.com/2022/06/21/heat-wave-records-europe-north-america-summer?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.wsj.com/articles/less-russian-gas-puts-europes-winter-fuel-supply-in-jeopardy-11655725207?st=g5gfmouho8dk46v&reflink=desktopwebshare_permalink
https://www.bmwk.de/Redaktion/DE/Pressemitteilungen/2022/06/20220619-habeck-wir-starken-die-vorsorge-weiter.html
https://www.ft.com/content/9cdd8457-0e5a-4452-af3e-9df7107fd128?utm_source=Eurasia+Group+Signal&utm_campaign=cecf9694b3-EMAIL_CAMPAIGN_2022_06_17_11_01&utm_medium=email&utm_term=0_e605619869-cecf9694b3-134308033
https://www.reuters.com/markets/commodities/germany-announces-fresh-measures-cut-gas-consumption-2022-06-19/
https://www.reuters.com/markets/commodities/germany-announces-fresh-measures-cut-gas-consumption-2022-06-19/
https://www.reuters.com/world/europe/germany-enter-phase-2-emergency-gas-plan-says-source-2022-06-23/
https://www.ft.com/content/09ac0ab9-ad4a-4586-9a14-3921a4d60216?emailId=62b3e2e2715f6700230b9171&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.nytimes.com/2022/06/19/world/europe/germany-russia-gas.html?smid=url-share
https://www.nytimes.com/2022/06/20/business/dutch-government-russian-gas.html?smid=url-share
https://www.reuters.com/business/energy/austria-revives-coal-fired-power-option-russia-cuts-gas-supply-2022-06-19/
https://www.ft.com/content/a8b179e2-b565-42b6-bb41-90aea44536e1?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://abcnews.go.com/Business/wireStory/germany-sticks-2030-coal-exit-target-amid-energy-85510052?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.wsj.com/articles/mining-firms-cautious-spending-threatens-shift-to-green-energy-11655566976?st=59m7mqyrj5nt735&reflink=desktopwebshare_permalink
https://www.wsj.com/articles/mining-firms-cautious-spending-threatens-shift-to-green-energy-11655566976?st=59m7mqyrj5nt735&reflink=desktopwebshare_permalink
https://www.reuters.com/markets/commodities/quantity-over-quality-china-faces-power-supply-risk-despite-coal-output-surge-2022-06-21/
https://www.washingtonpost.com/world/2022/06/15/israel-gas-europe-export-turkey/?utm_source=Eurasia+Group+Signal&utm_campaign=202fd730fc-EMAIL_CAMPAIGN_2022_06_16_11_19&utm_medium=email
https://www.wsj.com/articles/u-s-natural-gas-exporter-completes-first-deal-with-german-buyer-11655798400?st=rq5wb5060fcnask&reflink=desktopwebshare_permalink
https://www.wsj.com/articles/u-s-natural-gas-exporter-completes-first-deal-with-german-buyer-11655798400?st=rq5wb5060fcnask&reflink=desktopwebshare_permalink
https://www.ft.com/content/f7990162-395f-488e-9d23-13f3cce83e24?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.ft.com/content/2195eaa1-0e20-4082-8c5f-a27de913e3c5
https://www.wsj.com/articles/u-s-push-for-exceptions-in-europes-sanctions-on-russian-oil-gains-traction-11655913796?st=ls8ykveqdxf6irr&reflink=desktopwebshare_permalink
https://www.wsj.com/articles/u-s-push-for-exceptions-in-europes-sanctions-on-russian-oil-gains-traction-11655913796?st=ls8ykveqdxf6irr&reflink=desktopwebshare_permalink
https://www.reuters.com/world/us/us-energy-secretary-expected-meet-with-refining-executives-june-23-sources-2022-06-16/
https://www.reuters.com/world/us/us-energy-secretary-expected-meet-with-refining-executives-june-23-sources-2022-06-16/
https://www.reuters.com/markets/us/us-mulling-pausing-federal-gas-tax-option-cut-prices-energy-secretary-says-2022-06-19/
https://www.axios.com/2022/06/22/biden-gas-tax-holiday?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.bloomberg.com/news/articles/2022-06-16/white-house-mulls-fuel-export-limits-as-pump-prices-surge#xj4y7vzkg
https://www.ft.com/content/c540438a-2b53-4104-b159-3a065d118d19
https://apnews.com/article/global-gas-prices-957d4b6b574d5924d68d5776f22363b1
https://www.reuters.com/business/energy/deep-rift-lies-behind-bidens-criticism-oil-gas-industry-2022-06-22/
https://www.api.org/news-policy-and-issues/10-in-2022?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.axios.com/2022/06/23/biden-gas-prices-disconnect?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top

o One oddity of the current oil market is that while U.S. refining capacity is running
above 90%, China is sitting on lots of unused capacity. China manages its
refineries primarily for domestic supply. With the Chinese economy sluggish,
product demand has been soft. So far, China hasn’t shown much interest in lifting
product exports.

o U.S. gasoline prices have eased modestly, just before the July 4" weekend.

Geopolitical news:

Colombia has a new president who ran on curtailing Colombia’s oil and gas industry.
Although important, oil and gas production has been falling in recent years.

The Biden administration isn’t alone in trying to push back against high energy prices.
Brazil’s president has created a revolving door for the CEOs of Petrobras (PBR, USD,
11.05) over the past year. The company announced another fuel price hike, which wasn’t
popular with the political class. However, the company is considering a temporary price
freeze, perhaps to quell the unrest.

Venezuela’s oil exports to Europe are resuming as the U.S. eases restrictions on Caracas.
For the past year, we have cast doubt on the nuclear talks with Iran. As the odds of
success decline, the potential for a “hot war” between Iran and regional powers is
increasing.

o lran is apparently fortifying and expanding its nuclear facilities with a new tunnel
network.

o There are reports the U.S. has prescreened Israel’s attack plans to ensure
American operations in the region would not be affected.

o For the past couple of years, Israel has been using assassinations and other covert
attacks to undermine Iran’s nuclear program. There are reports these operations
are expanding.

o This week, Iranian small vessels, manned by the Islamic Revolutionary Guard
Corps, made a run at two U.S. Navy vessels.

o The anti-lran coalition appears to be expanding. We note that Turkey and the
KSA appear to be mending relations, which frayed after Saudi operatives
murdered Jamal Khashoggi on Turkish soil. Turkey needs economic support
from the KSA, and the latter needs Turkish military support against Iran.

This report is a good backgrounder on the extent of Russia’s involvement with the EU
energy supply. The EU believed that by becoming a large consumer of Russian energy
exports, Moscow would avoid actions to jeopardize those sales. Clearly, that was a
mistake. However, the Ukraine war isn’t just hurting Russia; it is also upsetting Europe’s
politics. We note that recent comments from Jens Pl6tner, a foreign policy advisor to
German Chancellor Scholz, support relations with Russia. For Germany, breaking the
Russian energy habit will be hard. Chancellor Scholz disavowed the comments from his
aforementioned advisor.

History shows that sanctions regimes are hard to maintain. Sanctions distort markets,
often causing divergences between the prices of similar goods that market participants
naturally want to arbitrage. Although there has been a remarkably strong response to
sanctions on Russia, we expect that over time, market participants will try to take
advantage of the lower-priced sanctioned goods. Thus, to monitor the degree of
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https://ara.tv/nx4qm
https://www.axios.com/2022/06/20/us-average-gas-prices-july-4?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.nytimes.com/live/2022/06/19/world/colombia-election-results/gustavo-petro-colombia-election?smid=url-share
https://www.eia.gov/international/analysis/country/COL
https://www.reuters.com/markets/companies/PETR4.SA/
https://www.reuters.com/business/energy/brazils-petrobras-raise-fuel-prices-starting-saturday-2022-06-17/
https://www.reuters.com/markets/commodities/brazils-petrobras-talks-freeze-fuel-prices-45-days-sources-2022-06-17/
https://www.reuters.com/markets/commodities/brazils-petrobras-talks-freeze-fuel-prices-45-days-sources-2022-06-17/
https://www.reuters.com/business/energy/venezuelan-oil-cargo-eni-departing-supertanker-load-next-document-sources-2022-06-17/
https://www.nytimes.com/2022/06/16/us/politics/iran-nuclear-program-tehran.html?smid=url-share
https://www.nytimes.com/2022/06/16/us/politics/iran-nuclear-program-tehran.html?smid=url-share
https://www.wsj.com/articles/u-s-secretly-reviews-israels-plans-for-strikes-against-iranian-targets-in-syria-11655405162?st=o2jc1sug8eudh8o&reflink=desktopwebshare_permalink
https://www.wsj.com/articles/iranian-officer-killed-in-tehran-was-involved-in-plot-to-kill-israeli-diplomat-u-s-general-people-familiar-with-matter-say-11653536259?st=kdf8hcr1obm5dpi&reflink=desktopwebshare_permalink
https://www.wsj.com/articles/israel-expands-operations-against-iranian-nuclear-military-assets-11655726066?st=7b7aajp2lb4nsyy&reflink=desktopwebshare_permalink
https://www.wsj.com/articles/israel-expands-operations-against-iranian-nuclear-military-assets-11655726066?st=7b7aajp2lb4nsyy&reflink=desktopwebshare_permalink
https://www.dvidshub.net/news/423388/unsafe-unprofessional-action-irgcn-vessels-toward-us-naval-forces-arabian-gulf
https://www.nytimes.com/2022/06/22/world/middleeast/saudi-prince-mbs-erdogan-turkey.html?smid=url-share
https://www.nytimes.com/2022/06/22/world/middleeast/saudi-prince-mbs-erdogan-turkey.html?smid=url-share
https://www.geostrategy.org.uk/research/a-new-energy-policy-for-europe-the-significance-of-ukraine/
https://www.ft.com/content/2da439ba-87d8-4a48-80ca-b6452d48669a?emailId=62b11d4a9870b000233c3de8&segmentId=7e94968a-a618-c46d-4d8b-6e2655e68320
https://www.ft.com/content/2da439ba-87d8-4a48-80ca-b6452d48669a?emailId=62b11d4a9870b000233c3de8&segmentId=7e94968a-a618-c46d-4d8b-6e2655e68320
https://www.wsj.com/articles/frances-macron-lost-grip-on-parliament-amid-russian-squeeze-on-energy-prices-11655755536?st=49h3lxzo7m9vqqa&reflink=desktopwebshare_permalink
https://www.wsj.com/articles/frances-macron-lost-grip-on-parliament-amid-russian-squeeze-on-energy-prices-11655755536?st=49h3lxzo7m9vqqa&reflink=desktopwebshare_permalink
https://www.ft.com/content/e1deaa1d-e87f-49c9-8db2-34728155a284?emailId=62b295fc50bba50023b12000&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/9c9af968-3baf-4a15-9738-ec4fc0093e13?emailId=62b3e2e2715f6700230b9171&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.straitstimes.com/business/economy/russia-oil-flows-to-europe-have-quietly-started-creeping-up
https://www.straitstimes.com/business/economy/russia-oil-flows-to-europe-have-quietly-started-creeping-up

sanctions-busting, the Brent/Urals spread should provide some insight into how well
sanctions are holding up.
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This chart shows the nearest contract for the Brent/Urals spread. Before the war, Brent
enjoyed roughly a $2 premium on Urals. It is now around $35 per barrel and, so far, has
shown little evidence of narrowing. In general, if more buyers are able to purchase the
cheaper Urals product, one would expect the price to rise, narrowing the spread.
Although we know India and China have been buyers of Russian oil, there still isn’t
much evidence to suggest other buyers are participating. In other words, we know
sanctions are being violated, but for now, the degree of violation hasn’t been enough to
bring lower oil prices.

Alternative energy/policy news:

e The FAA has announced new emission rules on commercial aircraft.

e The U.S. and several other nations have entered an agreement designed to secure critical
minerals for the energy transition.

e If wind and solar power are going to replace fossil fuels, the issue of energy storage is
critical. Currently, these renewables require fossil fuel or nuclear backup capacity,
requiring redundant investment. It is becoming clear that lithium-ion batteries are
probably not the best solution for this need; this report discusses other metals and
batteries being tested for this role.

e Environmental groups have used the courts to create environmental standards. That
avenue is under threat from a group of state AGs. As the U.S. pulls back from its
hegemonic role, Congress may move to gain power over the regulatory apparatus.

e The problem of sourcing key metals for batteries has created a global scramble to find
supplies. One answer could be recycling; Toyota (TM, USD, 156.80) announced a
partnership designed to recycle batteries from its cars.

WWW.CONFLUENCEINVESTMENT.COM
6


https://www.wsj.com/articles/india-tells-oil-companies-to-load-up-on-discounted-russian-crude-11655825650?st=zk33ycwt023w7w1&reflink=desktopwebshare_permalink
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https://www.reuters.com/markets/commodities/us-partners-enter-pact-secure-critical-minerals-lithium-2022-06-14/
https://www.energymonitor.ai/tech/energy-storage/can-flow-batteries-supercharge-the-energy-transition
https://www.nytimes.com/2022/06/19/climate/supreme-court-climate-epa.html?smid=url-share
https://www.reuters.com/business/autos-transportation/redwood-materials-welcomes-toyota-its-ev-battery-recycling-initiative-2022-06-21/
https://www.redwoodmaterials.com/press/redwood-materials-and-toyota-collaborate-on-electric-vehicle-battery-collection

e The oil and gas industry is teaming up with the geothermal industry in what could prove
to be an important expansion of the latter industry using the technology of the former.

e Although the Texas-Louisiana region is a key oil and gas producing region, it will likely
also become an important hub for hydrogen.

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://cleantechnica.com/2022/06/16/u-s-mining-geothermal-industries-could-strike-g-o-l-d-through-partnership/
https://rbnenergy.com/gulf-coast-highway-greater-houstons-vision-for-a-texas-louisiana-hydrogen-hub

