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.

May 12, 2022

Oil prices have been volatile over the past few days. A number of factors have been at play.
However, the chart suggests a price range is developing between $100 to $110 per barrel.
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Crude oil inventories unexpectedly rose 8.5 mb compared to a 1.0 mb draw forecast. The SPR
declined 7.0 mb, meaning the net build was 1.5 mb. This draw from the SPR is the largest
single-week withdrawal in history.
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https://www.reuters.com/business/energy/oil-slips-further-demand-financial-market-worries-2022-05-10/?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top

In the details, U.S. crude oil production fell 0.1 mbpd to 11.8 mbpd, although the decline is
somewhat exaggerated due to rounding. Exports fell 0.1 mbpd, while imports declined 0.7
mbpd. Refining activity rose 1.6% to 90.0% of capacity.

Crude Qil Inventory Seasonal

115
110
105
o ﬂ\f'.“b.

95
90
85

= = I w = - L (=3} [=3] ] o0 =] o = = = = =

— . . o e e — — — e — o o = ] ]

~J ) = = ] = [TE R ) = [ ) [~ S e e

s o o0 = T I w Py - u - (=3} (=3} =] [ = w [

D e e N L L e - T " B~

=] [ [ [ =] [ [ =] [ [ =] [ [ [ — — [ —

[ = = = [ = = [ = = [ = = = [ [ = [

[ [ [ [ [ [ [ [ [ [ [ [ [ [ = = [ =

[ [ [ [ [ [ [ [ [ [ [ [ [ [

[ [ [

e \yorage e=@e=2021 2022

(Sources: DOE, CIM)

The above chart shows the seasonal pattern for crude oil inventories. This week’s report shows a
sharp rise, reflecting the large draw in the SPR. As refining operations expand, the SPR sales
should prevent a large draw in commercial stocks. Seasonally, the draw begins in earnest in
June.

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 late 2008. Using total stocks since
2015, fair value is $87.23.

OIL INVENTORIES AND PRICES OIL PRICES AND THE EURO
(2012 TO PRESENT) (2012 TO PRESENT)
600 15
560 - oo %0 °
1.4 4
a9 5204
E
0
% 480 x 134
:
& 4404 a
g 2 12
Z
= 400
o
1.1 4
360 -
320 : : : : , 1.0
0 20 40 60 80 100 120 0
WTI WTI
[Sources: Haver Analytics, CIM| [Sources: Haver Analytics, CM |

With so many crosscurrents in the oil markets, we see some degree of normalization. The
inventory/EUR model suggests oil prices should be around $60 per barrel, so we are seeing about
$40 of risk premium in the market.

Market news:

e Despite high prices and requests from the U.S. to lift output, OPEC is maintaining its
modest production increases. Why OPEC isn’t increasing output is unclear. One reason
is that relations between the KSA and the U.S. have become strained, and Riyadh may
purposely be keeping supplies tight. It is also possible the KSA may not have the
capacity it claims and may not be able to lift production.

e Natural gas prices are rising on reports that Ukraine may close parts of the pipeline
network that moves gas from Russia to Europe. Germany is reportedly preparing for
sudden disruptions of Russian gas flows. All this news will tend to increase prices.

o Even with higher prices, U.S. drillers remain reluctant to boost supplies. Investor
demands for capital discipline and rising costs dampen the attractiveness of
expanding output.

o Rising natural gas prices are boosting ammonia prices as well; ammonia is a
primary feedstock for nitrogen fertilizer.

e U.S. utilities warn that electricity shortages may develop this summer. Tight natural gas
supplies and less available coal generation, along with transmission bottlenecks, could
lead to blackouts this summer. The expansion of electric vehicles is adding to demand,
exacerbating the supply crunch.

o The DOE has enacted a $2.5 billion fund for expanding electricity transmission.
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https://www.opec.org/opec_web/en/press_room/6858.htm
https://www.spglobal.com/commodityinsights/en/market-insights/latest-news/oil/050222-opec-set-to-stay-the-course-as-it-awaits-clarity-on-russia-shut-ins-china-lockdowns
https://www.reuters.com/world/asia-pacific/japan-ban-russian-oil-imports-in-principle-pm-kishida-2022-05-08/
https://www.reuters.com/business/energy/opec-set-stick-modest-oil-output-rises-amid-price-rally-2022-05-05/
https://www.wsj.com/articles/how-u-s-saudi-relations-reached-the-breaking-point-11650383578?AID=11557093&PID=6415797&SID=bi%7C625f13c81da02b6b3e69c2bb%7C1651681116776awmdv2rv&subid=Business+Insider&cjevent=de77a135cbc511ec81e401850a82b839&tier_1=affiliate&tier_2=moa&tier_3=Business+Insider&tier_4=3861930&tier_5=https%3A%2F%2Fwww.wsj.com%2Farticles%2Fhow-u-s-saudi-relations-reached-the-breaking-point-11650383578
https://www.cnbc.com/2022/05/11/natural-gas-prices-in-europe-jump-after-ukraine-blocks-russian-flows.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.reuters.com/business/energy/ukraine-gas-system-operator-declares-force-majeure-sokhranivka-entry-point-2022-05-10/
https://www.reuters.com/business/energy/exclusive-germany-prepares-crisis-plan-abrupt-end-russian-gas-sources-2022-05-09/
https://www.wsj.com/articles/why-surging-natural-gas-prices-havent-sparked-a-drilling-boom-11651623490?st=3q7hm2lq63gjicb&reflink=desktopwebshare_permalink
https://www.eia.gov/todayinenergy/detail.php?id=52358
https://www.ifpri.org/blog/high-fertilizer-prices-contribute-rising-global-food-security-concerns?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.wsj.com/articles/electricity-shortage-warnings-grow-across-u-s-11652002380?st=kahosb6oqhgv4if&reflink=desktopwebshare_permalink
https://www.axios.com/newsletters/axios-generate-e59710d9-a4a2-431c-a4d4-6e43d71aba12.html?chunk=1&utm_term=emshare#story1
https://www.axios.com/newsletters/axios-generate-57d578b8-e54d-4ad2-807b-33def61c31da.html?chunk=0&utm_term=emshare#story0

e The SPR release (which was apparently a surprise to Europe) has increased the supply of
crude oil. However, with a few exceptions, most consumers can’t directly use crude oil.
Thus, the oversupply of crude oil relative to product has created favorable conditions for
refiners. On the futures market, the nearest 3-2-1 crack spread® has soared to record
levels.
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Complicating matters further is that product demand has been robust as much of the
developed world emerges from the COVID-19 pandemic. High gasoline prices are a
politically sensitive issue. This report is a primer on the gasoline market and why efforts
to bring prices down will likely be less effective than hoped.

o Part of the goal of the SPR release was to boost oil exports to support EU efforts
to curtail Russian imports. However, the U.S. export infrastructure is being
stretched by the surge in supply.

e Last week, the Biden administration surprised the market by announcing a plan to refill
the SPR. The DOE has released some details on the refill plan. We still harbor doubts
this oil will ever be restored.

e Although Europe is still struggling to create a unified policy concerning Russian oil and
gas (see below), the expected demand for U.S. LNG has boosted American natural gas
prices. We are in a “shoulder period” for demand; as summer temps rise, demand for
natural gas generated electricity will rise. The fact that prices are high now is not a good
sign for consumers.

o Higher natural gas prices have boosted the demand for coal.

e The restrictions on Russian oil flows are starting to affect production. Russia has limited
ability to store oil, and once there is no room to ship, wells will be shut in. In many
cases, these wells will never be reopened. Russia is attempting to reorient oil exports

1 This spread is (2 gasoline * 42 + 1 heating oil * 42)- 3 crude oil. Multiplying by 42 converts the gallon price to a
barrel. This spread roughly mimics the output of a U.S. refinery.
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https://www.reuters.com/business/energy/exclusive-biden-sidelined-global-energy-partners-with-record-emergency-oil-2022-05-09/
https://www.reuters.com/business/energy/us-fuel-prices-surge-faster-than-crude-exports-tighten-market-2022-05-06/
https://www.ft.com/content/5cb00ec5-581e-4e1c-8465-cbf94f6a5c36
https://www.ft.com/content/5cb00ec5-581e-4e1c-8465-cbf94f6a5c36
https://www.reuters.com/business/energy/us-retail-gasoline-prices-hit-new-record-refiners-struggle-meet-demand-2022-05-10/
https://www.dallasfed.org/research/economics/2022/0510?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://rbnenergy.com/all-i-need-to-get-by-part-2-a-flood-of-spr-releases-may-test-us-crude-export-capacity
https://www.cnn.com/2022/05/05/energy/spr-biden/index.html
https://www.energy.gov/articles/doe-announces-long-term-buyback-plan-ensuring-continued-availability-strategic-petroleum
https://www.ft.com/content/eb251839-d556-472c-8bbf-243dc9aaf09a?emailId=6272ef5ccd715b002360a75d&segmentId=7e94968a-a618-c46d-4d8b-6e2655e68320
https://www.ft.com/content/eb251839-d556-472c-8bbf-243dc9aaf09a?emailId=6272ef5ccd715b002360a75d&segmentId=7e94968a-a618-c46d-4d8b-6e2655e68320
https://rbnenergy.com/talkin-bout-my-generation-drivers-and-constraints-of-coal-gas-fuel-switching
https://oilprice.com/Energy/Energy-General/Russias-Oil-Output-Is-Plummeting-And-It-May-Never-Recover.amp.html

away from the EU (India is a favored destination), but, of course, these other destinations
lack the pipeline infrastructure that has been constructed in Europe.

German/Qatar talks on boosting LNG supplies have become strained. Germany is
demanding long-term contracts, while Qatar, wanting to take advantage of favorable
market conditions, is balking at this idea.

China’s COVID-19 lockdowns have weakened energy demand.

Fuel shortages have led Nigeria to ground flights.

One area of concern has been the financing of oil and gas production and shipping.
Reports suggest energy hedgers face massive trading losses due to market volatility.
Some of these losses will probably be recouped in the future, but the immediate need for
cash could crimp available supplies. There is also evidence suggesting market depth in
oil futures is under strain due to price volatility.

Equity and oil futures market
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Geopolitical news:

The EU is failing to formulate a plan to embargo Russian oil and gas. The EU structure
requires unanimous approval for most measures, and Hungary has objected to sanctioning
Russian oil. Although we expect some sort of restrictions to be developed, it isn’t going
to occur in the near term. A plan to effectively ban Russian oil shipments by denying
tankers insurance has also failed due to objections from Greece.
o It should be noted that bans would adversely impact Europe. Germany could see
a 12% decline in GDP if Russian natural gas is banned.
The odds of an Iran deal appear to be lengthening. There is rising pressure in Congress to
raise obstacles to an agreement, and the overall political costs are increasing. In addition,
the benefits of a thaw are falling; more Iranian crude oil is leaking into the global
economy as India and China increase purchases. Our position has been that a deal would
never occur. Increasingly, it appears one won’t.
o lranian President Raisi has announced subsidy cuts on bread. As wheat prices
have risen, the costs of subsidies have soared. However, such cuts are risky.
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https://www.nytimes.com/2022/05/04/world/asia/india-russia-oil.html?smid=url-share
https://www.reuters.com/business/energy/exclusive-germany-qatar-odds-over-terms-talks-lng-supply-deal-sources-2022-05-09/
https://www.bloomberg.com/news/articles/2022-05-10/industrial-gas-demand-in-chinese-factory-hub-fell-43-last-month
https://www.bloomberg.com/news/articles/2022-05-07/nigerian-airlines-to-shut-operations-over-high-fuel-costs?utm_source=Eurasia+Group+Signal&utm_campaign=1e27a3598d-EMAIL_CAMPAIGN_2022_05_09_11_13&utm_medium=email&utm_term=0_e605619869-1e27a3598d-134308033
https://oilprice.com/Energy/Crude-Oil/Shale-Producers-Face-42-Billion-In-Hedging-Losses.html
https://www.politico.eu/article/eus-russian-oil-ban-stalls-as-hungary-holds-up-sanctions/?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.ft.com/content/a8635f3b-1f3a-45f9-adfc-0b82e51533d1
https://oilprice.com/Energy/Crude-Oil/Why-The-EU-Will-Abandon-Its-Plan-To-Ban-Tankers-From-Shipping-Russian-Crude.amp.html
https://www.ft.com/content/2f860359-7fa0-4b79-aa47-f5a55606ce33
https://thedispatch.com/p/the-clock-keeps-ticking-on-a-new?s=w
https://www.ft.com/content/15c77929-395a-4f28-a09e-c74c7c46a2ab

Most of these subsidies offer sustenance to the poor. Cutting subsidies could
trigger civil unrest if inflation rises further.

Alternative energy/policy news:
e Renewable energy output continues to expand. A recent IEA report shows how
renewables are slowly offsetting conventional energy.

Net global renewable capacity additions, by
technology
In gigawatts; Yearly; 2014-2023
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e It is becoming increasingly evident that the world won’t be able to reduce carbon
emissions fast enough to meet temperature goals. We are seeing increased interest in
atmospheric carbon capture. The key to progress will be pricing carbon in such a way as
to foster a return on investment.

e One challenge of renewable electricity is that it is intermittent. When the sun doesn’t
shine or the wind doesn’t blow, electricity isn’t generated. Creating storage for
electricity will be necessary for renewables to replace conventional energy supplies.
Although batteries are one answer, creating gravity storage, such as lakes that move
water up during the day, and allow it to flow through turbines at night, is another. A third
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https://www.iea.org/reports/renewable-energy-market-update-may-2022?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://elements.visualcapitalist.com/the-history-of-energy-transitions/
https://elements.visualcapitalist.com/the-history-of-energy-transitions/
https://www.energymonitor.ai/tech/carbon-removal/the-birth-of-the-carbon-removal-market
https://static1.squarespace.com/static/5b9362d89d5abb8c51d474f8/t/6261d1890b76863f1047a2dd/1650577901659/Carbon180-SettingDAConTrack.pdf?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.ft.com/content/7c2f57f3-a4d8-4200-a569-ecf0c2ad8cc8?emailId=6274febc94db3d0023534a9f&segmentId=41d35dc7-c65c-1eaf-153e-36ff476dbbb4
https://cleantechnica.com/2022/05/04/water-containing-battery-electrolyte-could-enable-cheaper-easier-to-produce-batteries/

option is to create kinetic systems that allow electricity to be generated. China is building
a commercial gravity project to store wind power.

Charted: U.S. renewables milestone

US: Record wind and in April 2022

Percentage of monthly electricity generation from wind and solar, United States

Image courtesy of Ember

e On the topic of batteries, a number of new technologies are being tested. These include
molten salt, among other materials. China’s Contemporary Amperex Technology
(CATL, CNY, 379.17) is looking to build a battery production facility in the U.S.

e Since the Fukushima tragedy, sentiment toward nuclear power has been negative.
However, fuel shortages and higher prices appear to have changed that opinion, and for
the first time since the accident, a majority now supports nuclear power. The government
plans to restart nuclear facilities to reduce the dependence on Russian natural gas.

e Miners are starting to use hydrogen in their trucks.

e The battle between solar panel installers and producers continues.

e The U.S. is starting to mine lithium to meet the demand for EVs. Needless to say, those
affected near mining sites are generally opposed.

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.axios.com/newsletters/axios-generate-0e084f82-e424-4294-be53-11ccee7b7855.html?chunk=3&utm_term=emshare#story3
https://www.axios.com/newsletters/axios-generate-0e084f82-e424-4294-be53-11ccee7b7855.html?chunk=3&utm_term=emshare#story3
https://interestingengineering.com/a-new-type-of-battery-provides-low-cost-long-term-energy-storage
https://www.scientificamerican.com/article/rechargeable-molten-salt-battery-freezes-energy-in-place-for-long-term-storage/
https://www.reuters.com/technology/exclusive-catl-planning-ev-battery-production-united-states-vetting-sites-2022-05-06/
https://www.japantimes.co.jp/news/2022/03/28/national/nuke-power-poll/?utm_source=Eurasia+Group+Signal&utm_campaign=5f5b23d732-EMAIL_CAMPAIGN_2022_05_06_03_24&utm_medium=email&utm_term=0_e605619869-5f5b23d732-134308033
https://www.reuters.com/world/asia-pacific/japan-will-utilise-nuclear-reactors-reduce-dependence-russian-energy-pm-kishida-2022-05-05/
https://www.autoblog.com/2022/05/06/biggest-hydrogen-truck-anglo-american-platinum-mine-south-africa/
https://www.washingtonpost.com/business/2022/05/07/auxin-solar-projects-frozen/?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.ft.com/content/dd6f2dd0-1dad-4747-8ca4-cb63b026a757?emailId=627b32d51bebee002327edf3&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22

