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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.
June 30, 2022

(N.B.=> due to Independence Day, the next report will be issued on July 14.)

The DOE has resolved its systems issues and released weekly data for 6/17/22 and 6/24/22. \We

update the data below.

After a sharp correction on recession worries, crude oil prices are recovering.
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Crude oil inventories fell 2.8 mb compared to a 1.0 mb draw forecast. The SPR declined 7.0 mb,

meaning the net draw was 9.8 mb.
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In the details, U.S. crude oil production rose from 0.1 mbpd to 12.1 mbpd. Exports and imports
both fell 0.2 mbpd. Refining activity rose 1.0% to 95.0% 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 hints
we are starting the usual seasonal decline in inventory that should last into early September. We
are not seeing declines similar to last year but something more like the average path.

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 2004. Using total stocks since
2015, fair value is $100.86.
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(2012 TO PRESENT)

OIL INVENTORIES AND PRICES

OIL PRICES AND THE EURQO

(2012 TO PRESENT)
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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:

e Last week, Energy Secretary Granholm met with energy executives. Although the runup
to the meeting suggested a “woodshed” moment, in reality, the government really can’t
do much to get more product supply to market. Refineries are running around 95% of
capacity, and short of nationalizing the industry and running at a loss, there isn’t much
that can be done to ease prices. It seems the meeting was cordial. Perhaps the
administration realizes (finally!) that lambasting the industry isn’t conducive to

cooperation.

o

o

In a sense, the administration wants the oil and gas industry to expand furiously in
the short run, only to strand the assets in the long run. That isn’t likely to work.
The White House has proposed a gas tax holiday for the summer. Not
surprisingly, Congress seems unlikely to act. Cutting the tax only to reinstate it in
September, about nine weeks before the midterms, won’t be attractive to any
incumbent facing election.

It’s not just high crude oil prices that have boosted gasoline prices; high corn
prices have also boosted ethanol costs..

When an oil well is drilled, it is unusual to completely drain all the available
hydrocarbons. Most of the oil is tapped through natural pressure. As pressures
fall, oil companies have various techniques to further pull oil out of the ground.
Water and carbon dioxide injections are commonly used to “enhance” production.
Even shale oil is, in a sense, derived from a technique to further wring oil out of
existing fields. Now, oil companies are “re-fracking” existing frack wells to pull
out more oil. This process has lower costs, in part, because all the well
infrastructure is in place.

e The Dallas FRB has released its Q2 survey of oil and gas firms in its district. The key

takeaway—94% of firms report they are suffering from supply chain issues, and nearly

WWW.CONFLUENCEINVESTMENT.COM
3


https://www.energy.gov/articles/readout-energy-secretary-granholms-meeting-domestic-refiners
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https://www.axios.com/2022/06/21/federal-gas-tax-holiday-biden-gas-prices?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axioswhatsnext&stream=science
https://www.wsj.com/articles/ethanol-keeps-climbing-as-gasoline-prices-stay-high-11656021976?st=u743oe9uhao5iep&reflink=desktopwebshare_permalink
https://www.reuters.com/business/energy/shale-booster-shot-re-fracs-rise-cheap-way-lift-us-oil-output-2022-06-27/
https://www.dallasfed.org/research/surveys/des/2022/2202.aspx?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.dallasfed.org/research/surveys/des/2022/2202.aspx#tab-questions

70% don’t see them getting resolved in less than a year. The biggest shortages are in
equipment and personnel.

o Despite these hurdles, there is no doubt that Europe can no longer trust Russia for
its energy supplies. That means the U.S. could see demand for its energy rise and
foster expansion of the American energy sector.

The DOE estimates the global excess capacity for crude oil is below four mbpd. French
President Macron says that the leaders of the UAE and KSA have told him their ability to
expand production is severely limited. Javier Blas of Bloomberg examines the notion
that Saudi Aramco (2222, SAR, 39.20) can actually sustain production at 12.0 mbpd.

The level hasn’t been tested in a while, and, quietly, some officials suggest this number
may represent a temporary peak, but it’s not a sustainable level.

The European Parliament is considering a plan that would obligate EU nations to fill their
natural gas storage to a level of 80% by winter. As supply turmoil continues, various EU
nations are calling on European consumers to reduce consumption now to allow for a
supply replenishment.

o The European chemicals industry is seeing its business model upended. The
model was based on cheap, plentiful Russian natural gas. As that supply curtails,
the chemical industry in Europe is scrambling for natural gas, which is a key
feedstock.

o Russia cut flows on Nord Stream 1 to 40% capacity for “pipeline repairs.” There
is a growing fear these flows will be permanently curtailed, perhaps to thwart
efforts to build storage.

o Gas supply issues may lead to the reopening of the Groningen gas field, which
had been closed because it was thought the depletion was causing earth tremors.

o The U.K. is considering blocking natural gas interconnecting pipelines to the
continent in the case of high demand. The EU is warning that cutting off these
connectors could result in the U.K. being isolated from the European natural gas
pipeline system.

o Germany is warning of financial contagion, a kind of “Lehman event” due to
Russian gas supply cuts.

o We are reaching a point where an “all of the above” energy policy is the more
likely outcome over a bias toward renewables. The reason? A nation relying on
renewables may find itself forced to deindustrialize.

Although the public usually believes “oil is oil,” in reality, there are differences. In
general, oil is either heavy or light, sour or sweet. The first group refers to viscosity;
some oil flows easily (shale oil, for example) while others are thick (Canadian tar sands,
Venezuelan Orinoco). The second group refers to sulfur contents. Refineries tend to
specialize in these differences. A refinery constructed to refine sweet/light won’t easily
be able to process sour/heavy. Over the past 20 years, U.S. refineries increasingly
invested in the ability to process heavy/sour crude oil on the idea that as production
dwindled, the most plentiful oil would be of that grade. Shale oil upended that forecast,
which is why the U.S. mainly exports shale oil and imports heavy/sour crude. The SPR
has both types, but in the most recent release, the government has primarily been selling
the heavier/sour grades, which U.S. refineries can process most efficiently. It is
estimated that at the end of October, when this phase of the SPR release ends, the U.S.
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https://www.ft.com/content/ceb6fa1f-27a8-4674-a19b-c17a48333eb9?emailId=62ba4397001ba30023b80c5b&segmentId=7e94968a-a618-c46d-4d8b-6e2655e68320
https://www.eia.gov/todayinenergy/detail.php?id=52879
https://www.reuters.com/world/macron-tells-biden-that-uea-saudi-can-barely-raise-oil-output-2022-06-27/
https://www.washingtonpost.com/business/energy/can-saudi-aramco-meet-its-oil-production-promises/2022/06/29/266614f6-f769-11ec-81db-ac07a394a86b_story.html
https://www.politico.eu/article/meps-back-mandatory-gas-storage-as-russian-energy-supplies-dwindle/?utm_source=POLITICO.EU&utm_campaign=f0fc41615b-EMAIL_CAMPAIGN_2022_06_24_05_29&utm_medium=email&utm_term=0_10959edeb5-f0fc41615b-190334489
https://apnews.com/article/russia-ukraine-france-european-union-4c0c95297f0976e62d04759856e2eab8
https://www.reuters.com/business/energy/french-energy-companies-call-immediately-limiting-energy-use-2022-06-25/
https://www.wsj.com/articles/russian-gas-cuts-threaten-worlds-largest-chemicals-hub-11656316625?st=w9idvrsenns9z2h&reflink=desktopwebshare_permalink
https://www.politico.eu/article/vladimir-putin-russia-gas-cut-off-looms-the-clock-is-ticking-for-the-eu-to-secure-supplies-kremlin-war-ukraine-lng/?utm_source=POLITICO.EU&utm_campaign=f0fc41615b-EMAIL_CAMPAIGN_2022_06_24_05_29&utm_medium=email&utm_term=0_10959edeb5-f0fc41615b-190334489
https://www.reuters.com/business/energy/running-short-gas-russias-pipeline-repair-has-europe-worried-2022-06-24/
https://www.ft.com/content/8edef067-f4d8-4cc8-8265-965676c00095?emailId=62ba4397001ba30023b80c5b&segmentId=7e94968a-a618-c46d-4d8b-6e2655e68320
https://www.ft.com/content/175ef927-efa2-439e-8ede-1dfc7edd23a6
https://www.yahoo.com/now/germany-trigger-phase-two-three-065910268.html
https://www.washingtonpost.com/business/energy/many-winters-are-coming-start-saving-energy-now/2022/06/27/d15f9010-f5d6-11ec-81db-ac07a394a86b_story.html

will only have 179 mb of the heavier/sour crude oil. This will make the SPR a much
less effective price buffer going forward.

Geopolitical news:

The G-7 is meeting this week to discuss the Ukraine situation and the energy crisis. As
we note below, the climate change agenda has clearly taken a back seat to trying to avoid
an energy crisis. The G-7 has made this switch abundantly clear. The group admits
fostering new investment in oil, gas, and coal may be necessary.

o The group has unveiled new sanctions on Russia. One item being considered is a
price cap on Russian oil. In other words, the group plus others could decide they
would buy Russian oil, but only at a price of $60 per barrel. This action would
limit the revenue to Russia and ease the supply crunch. Such schemes are ripe for
manipulation. Marc Rich ended up afoul of U.S. law attempting something like
this in the 1970s, leading him into exile to Switzerland.

o Despite G-7 efforts to reduce Russian oil sales and revenues, simply put, the
sanctions are really leading to a massive restructuring of oil flows. Indiais a
primary beneficiary. Interestingly enough, these sales have not led to a rise in the
price of Urals crude oil, suggesting that the sanctions have not been fully offset.

o Not surprisingly, India and China seem to be warming to the idea of a price cap
on Russian oil. It shows, to some extent, the limits of China’s support for an ally.

o The U.S. continues to offer support to ease the EU’s energy situation, but
American supply constraints undermine that effort.

o The energy crisis in Europe could lead to the fragmentation of the EU.

Although the EU continues to try to revive the Iran nuclear deal, we still contend the odds
of success are nil. Still, our take isn’t curbing the desire of the EU to make a deal. To
some extent, the Biden administration seemed to want this, too, although we have
doubted the president really wants to use political capital for this mission. We note
Special Envoy Robert Malley is traveling to Qatar to engage in backchannel discussions
with Tehran. The main sticking points remain. Iran wants guarantees that a future
administration will not renege on this arrangement (which is not possible as an
administration cannot easily bind a future one), and Iran wants the Islamic Revolutionary
Guard Corps removed from the U.S. designation as a Foreign Terrorist organization
(which would be politically costly for the Biden administration).

o Iran has applied® to join the BRICS bloc.

o France is pushing to ease pressures on pariah petrostates such as Iran and
Venezuela.

Meanwhile, there are increasing worries that Israel, backed by its new partners in the
Abraham Accords, may attack Iran’s nuclear facilities. Israel successfully destroyed
nuclear facilities in Iraq and Syria, but the hardened facilities in Iran were thought to be
strong enough to prevent Israel from successfully doing the same. However, that was
before Israel was allied with the Persian Gulf states. Earlier assessments assumed Israeli
warplanes would fly from Israel across semi-hostile territory to strike Iran. The length of
the trip would limit the number of sorties and reduce the chances of success, but if

1 Strictly speaking, the BIRC isn’t a formal organization, so it isn’t obvious how one “applies.”
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https://www.advisorperspectives.com/articles/2022/06/17/the-us-is-depleting-its-strategic-petroleum-reserve-faster-than-it-looks?textlink&utm_source=boomtrain&utm_medium=email&utm_campaign=News+Digest+2022-06-24+5957&bt_ee=FAZQzWOUeYECmN8Qwd90VsQtKfcjF3kxG%2FP2M4U1OdUUcAeEr%2FgDS%2BbpmlqaB%2FJL&bt_ts=1656072310355
https://www.axios.com/2021/06/14/g7-summit-climate-reality-rhetoric?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.reuters.com/article/us-g7-summit-energy/g7-leaders-debate-fossil-fuel-investments-amid-energy-crisis-sources-idUSKBN2O70IC?utm_campaign=Daily%20Briefing&utm_content=20220627&utm_medium=email&utm_source=Revue%20newsletter&stream=top
https://www.reuters.com/business/energy/oil-slides-more-than-1-g7-debate-iran-nuclear-deal-russia-2022-06-27/
https://www.axios.com/newsletters/axios-generate-111e0841-170b-4bf2-8db0-57a3229b60b7.html?chunk=1&utm_term=emshare#story1
https://www.ft.com/content/ee090a48-5407-496f-b0e4-1fe78f37495d
https://www.axios.com/2022/06/28/how-russia-skirts-sanctions-on-energy?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.axios.com/2022/06/28/how-russia-skirts-sanctions-on-energy?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.nytimes.com/2022/06/21/world/asia/asia-is-buying-discounted-russian-oil-making-up-for-europes-cutbacks.html?smid=url-share
https://www.nytimes.com/2022/06/21/world/asia/asia-is-buying-discounted-russian-oil-making-up-for-europes-cutbacks.html?smid=url-share
https://www.reuters.com/business/energy/g7-discussions-with-china-india-russian-oil-price-cap-positive-source-2022-06-28/
https://www.politico.eu/article/vladimir-putin-russia-gas-cut-off-looms-the-clock-is-ticking-for-the-eu-to-secure-supplies-kremlin-war-ukraine-lng/?utm_source=POLITICO.EU&utm_campaign=f0fc41615b-EMAIL_CAMPAIGN_2022_06_24_05_29&utm_medium=email&utm_term=0_10959edeb5-f0fc41615b-190334489
https://www.ft.com/content/7826bf60-8d33-4c69-9191-e8f1eafd59d8
https://www.ft.com/content/d7849747-8320-442a-8ba1-a7bc053ea7d9
https://www.politico.com/news/2022/06/27/u-s-qatar-iran-nuclear-00042553?nname=playbook-pm&nid=0000015a-dd3e-d536-a37b-dd7fd8af0000&nrid=0000014e-f0fe-dd93-ad7f-f8ff7e250002&nlid=964328
https://amwaj.media/article/exclusive-iranian-us-nuclear-negotiators-to-meet-qatari-fm-in-doha
https://www.reuters.com/world/middle-east/iran-applies-join-brics-group-emerging-countries-2022-06-27/
https://www.reuters.com/business/energy/france-wants-iran-venezuela-return-oil-markets-2022-06-27/
https://nationalinterest.org/blog/buzz/deal-or-no-deal-iran-israel-war-coming-middle-east-203135

Israel’s warplanes could use bases in the Persian Gulf states, it is likely there would be
multiple days, if not weeks, of air operations. Of course, if the Persian Gulf states
cooperated with Israel, it would open them up to Iranian retaliation. So far, energy
markets are mostly ignoring this risk. Given the political risks that President Biden is
taking by traveling to the region, we suspect that the war situation may be the reason for
the visit.
South America is facing turmoil caused by the energy situation:
o In Ecuador, the government is being forced to retreat from increasing gasoline
prices due to protests.
o In Peru, farmers and truckers are scheduled to go on strike in protests against
higher diesel and fertilizer prices.

Alternative energy/policy news:

It’s summer in the northern hemisphere, which means rising temperatures and increasing
air conditioning demand. We are seeing unusually high temperatures in the Far East,
including China, Japan, and Russia, especially Siberia. Norilsk, Russia, about 180 miles
from the Arctic Circle, recorded temperatures in excess of 89°, a new record. Japan has
issued warnings of potential blackouts from the heat. China is not only facing high
temperatures but flooding as well. China’s temperatures have sent power consumption to
new records.

o Attributing all unusual weather events to climate change is fraught with risk, but
Climate Central claims it has developed ways to determine what is caused by
higher CO> concentrations and what is mere seasonal variation.

When the Ukraine war broke out, some in the analyst community thought this event
would speed up the energy transition. Instead, it appears to be leading to a return to fossil

fuels. It is becoming clear that Europe won’t tolerate deindustrialization in the face of
dwindling Russian oil and gas supplies and instead is not only scrambling for oil and
natural gas from other sources but is returning to coal.
o Coalis having a renaissance of sorts in the U.S. as well, as natural gas prices rise.
o To get an idea of just how strong the demand for coal is, Australia reports that
thermal coal (the type used to make electricity) is now trading at a premium to
coking coal (used in steel production). Given the higher value added from steel,
such a premium is highly unusual.
Although Tesla (TSLA, USD, 745.46) continues to dominate the EV space in the U.S., it
faces increasing competition from the traditional automakers.
o Inthe early days of the auto industry, vertical integration was common as the
companies wanted secure supply lines. We notice similar behavior with EVs.
As discussed above, climate change concerns tend to take a “back seat” when
conventional energy costs rise. Sadly, addressing high costs by burning coal and oil
doesn’t address the problems of rising CO2 levels. Even without the events of the past
few months, it was doubtful that goals would be met by clean energy production. Direct
removal of carbon from the atmosphere remains necessary if temperature containment is
to occur. Fortunately, removal efforts are showing signs of ramping up. Big techis a
major funder of these efforts.
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https://twitter.com/extremetemps/status/1540669953728057345?s=20&t=4UqU7jOj6-rIhvJffOBIgA&utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://twitter.com/ThierryGooseBC/status/1540589106584899584?s=20&t=1QG2ypg0oNgfSCFACZc4gA&utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://twitter.com/ScottDuncanWX/status/1540008824786063361?s=20&t=QB3fuMO0jffAjHaK04eYuw&utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.reuters.com/business/energy/japan-issues-warning-over-possible-power-crunch-monday-2022-06-26/
https://www.reuters.com/business/energy/japan-issues-warning-over-possible-power-crunch-monday-2022-06-26/
http://www.news.cn/local/2022-06/24/c_1128771240.htm
https://www.reuters.com/world/china/chinas-heatwaves-drive-power-consumption-record-highs-2022-06-28/
https://www.reuters.com/world/china/chinas-heatwaves-drive-power-consumption-record-highs-2022-06-28/
https://www.axios.com/2022/06/24/extreme-weather-climate-attribution-real-time?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.ft.com/content/8e9f42bd-b24f-4e12-aed8-5ad54abab8b2
https://www.nytimes.com/2022/06/26/world/europe/g7-summit-ukraine-war-climate-change.html?smid=url-share
https://www.nytimes.com/2022/06/26/world/europe/g7-summit-ukraine-war-climate-change.html?smid=url-share
https://www.bnnbloomberg.ca/germany-pushes-for-g-7-reversal-on-fossil-fuels-in-climate-blow-1.1783650
https://www.washingtonpost.com/world/2022/06/22/coal-plant-europe-germany-austria-netherlands-russia-gas/?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.axios.com/2022/01/10/us-carbon-emissions-jumped-2021-coal-rebound?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
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https://www.axios.com/2022/06/27/tesla-electric-vehicle-ev-sales?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://www.axios.com/newsletters/axios-generate-a4c321ec-2944-49cb-a56f-bd00f2ae7618.html?chunk=4&utm_term=emshare#story4
https://www.ft.com/content/8f38881b-fb63-47ba-81cb-2fd4cb9c963f?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
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https://www.cnbc.com/2022/06/28/why-companies-like-stripe-meta-and-alphabet-are-behind-carbon-removal.html
https://www.cnbc.com/2022/06/28/why-companies-like-stripe-meta-and-alphabet-are-behind-carbon-removal.html

e Another emerging technology is to expand efforts to tap geothermal energy in the earth’s
core. The key to this technology is a Soviet-era technique that employs gyrotrons.

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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