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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.

November 3, 2022

Crude oil prices appear to be building in a base in the mid-$80s.
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Crude oil inventories fell 3.1 mb compared to a 1.5 mb build forecast. The SPR declined 1.9 mb,

meaning the net draw was 5.0 mb.
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In the details, U.S. crude oil production fell 0.1 mbpd to 11.9 mbpd. Exports declined 1.2 mbpd,
while imports were steady. Refining activity rose 1.7% to 90.6% of capacity.

Crude Qil Inventory Seasonal
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The above chart shows the seasonal pattern for crude oil inventories. As the chart shows, we are
past the seasonal trough in inventories and heading toward the secondary peak which occurs later
this month. SPR sales have distorted the usual seasonal pattern in this data.

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 2002. Using total stocks since

2015, fair value is $107.47.
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OIL INVENTORIES AND PRICES OIL PRICES AND THE EURO
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The Diesel Scare:

A prominent news personality recently suggested that “the country will run out of diesel fuel by
Thanksgiving,” leading to a steady stream of questions to our inbox. So, here is our take...

Diesel is part of a family of fuels called “distillates.” Other members of this family include
heating oil (diesel with a higher sulfur content) and sometimes jet fuel. In general, diesel for
road use has a lower sulfur content (it’s cleaner, in other words) so other distillates can’t easily
be substituted for the diesel. In the weekly data, diesel demand isn’t broken out from overall
distillate demand. To create a standardized measure of inventory (a mere level won’t tell you
how much you have relative to demand), we divide stockpiles into daily demand. By dividing
inventory into consumption, we determine how many days of supply are available given current
demand. We are hearing that there are 21 days of inventory available, but since we can’t
confirm diesel demand separate from distillate demand, we can’t confirm that number, although
we can say that distillate stocks are tight, around 27 days.
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The previous chart, which is weekly data going back to 1987, measures current distillate
inventories compared to consumption. As the chart shows, levels are around 25 days, which is
“tight.” On average, the “days to cover” is 35 days with a standard deviation of six days. So, the
current level of 27 days is in the “bucket” of two standard deviations below average. At the
same time, it is important to remember that this number tells us how many days we can go
if our only source of distillate is inventory. That would assume the U.S. refining industry
would close, and we couldn’t import any fuel. That isn’t the case. It is strictly true that we
could run out of distillate by Thanksgiving, but only if we closed the ports and stopped
refining completely, which isn’t likely. Simply put, conditions are tight but not dire.

Complicating matters is that Europeans are importing diesel as a backup fuel for electricity
generation and heating, both at the utility level as well as the firm and household level.
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This is why the administration has floated export controls to ensure domestic supplies. The
problem is that it will be hard to keep the EU supporting the war in Ukraine if Europeans are
freezing because the U.S. won’t send diesel. At the same time, it will be hard to maintain
support for the war in the U.S. if tight diesel supplies lift overall inflation. In the past, when
diesel fuel stocks tightened, our exports were much smaller. So, the export situation has
complicated matters.

We do have some refining capacity to tap. Currently, refinery capacity is running around 89%,
so we could see increased production. Unfortunately, U.S. refinery capacity has been declining
for some time as about 3.0 mbpd of refining capacity has closed since 1993.

There is yet another complication. The Northeast (PADD) is facing a severe shortage of diesel.
This region uses both natural gas and heating oil for home heating (the rest of the country mostly
uses natural gas or propane) and so tight supplies can be a real problem. Due to the Jones Act,
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https://www.ft.com/content/c4adf3d8-e7fc-413d-a69d-eb7ae9207e0a?emailId=d4bfdc5a-7e02-4a67-a200-b5a39af86694&segmentId=7e94968a-a618-c46d-4d8b-6e2655e68320
https://www.eia.gov/petroleum/refinerycapacity/table13.pdf
https://rbnenergy.com/why-whats-throwing-the-distillates-market-out-of-whack
https://www.google.com/search?q=padd1&rlz=1C1GCEU_enUS1028&oq=padd1&aqs=chrome..69i57.8925j0j7&sourceid=chrome&ie=UTF-8#imgrc=PRoXtgIWFV085M

this region usually imports distillate from abroad because it is cheaper to use foreign shipping
than higher cost U.S. shippers, who are protected by the act. But currently, Europe is absorbing
the global supplies that would normally end up on the Eastern Seaboard. It is unclear how this
situation will be resolved, but the overall tight distillate market is being exacerbated by the
shipping situation to the Northeast.

We don’t expect that the trucking industry will “shut down” due to the lack of diesel; instead,
diesel prices will likely rise, which will cause adjustments (more rail traffic, for example, as
trains are much more efficient) and delays in shipping. However, the situation isn’t good. About
the only silver lining is that for every barrel of crude oil refined, roughly a third is distillates and
55% to 60% is gasoline. As refiners lift production to meet diesel demand, we will get more
gasoline in the market.

We also note that a weaker economy will reduce energy demand. Already, U.S. trucking firms
are reporting that shipments are down and we note that European economies are slumping as
well.

Natural Gas Update:

Natural gas prices have been weak lately as the storage injection season is near its end, the
tropical storm season spared the oil sensitive regions of the Gulf of Mexico, and so far,
temperatures have been mild. For the most part, the trends in supply and demand are balanced.
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On a rolling 12-month basis, there is a modest level of excess demand. Meanwhile, inventories
appear to be in balance.
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https://www.argusmedia.com/en/news/2385379-diesel-at-record-premiums-to-jet-gasoline-and-crude
https://www.wsj.com/articles/truckers-expect-softer-holiday-shipping-on-waning-retailer-demand-11667041205?st=3cv8d4culft4nyd&reflink=desktopwebshare_permalink
https://www.wsj.com/articles/truckers-expect-softer-holiday-shipping-on-waning-retailer-demand-11667041205?st=3cv8d4culft4nyd&reflink=desktopwebshare_permalink
https://www.ft.com/content/b26e11b4-feb5-4c68-a742-f41c114fab03
https://www.wsj.com/articles/natural-gas-prices-have-plunged-into-autumn-11667084564?st=3bvmny7y6ngu6p6&reflink=desktopwebshare_permalink
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With supply and demand nearly in balance and inventories in line with seasonal norms, the
direction of prices going forward will mostly be a function of temperature. The official NOAA
forecast suggests that most of the nation’s major population centers will be normal to warmer-

than-normal this winter.
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Of course, even in an otherwise mild winter, a cold snap can have important effects on demand
and natural gas prices. Overall, though, the forecast does offer hope that home heating costs will
be manageable.

Market News:

In the latest IEA annual report, one of the more important assertions is that fossil fuels
are approaching peak demand, in part driven by the war in Ukraine. We have doubts that
this forecast is correct, but the fact that it exists will tend to affect investment decisions.
In other words, if investors believe peak demand is on the horizon, there will be less
incentive for investment, which will tend to crimp supply and lift prices.

o Interestingly enough, OPEC’s world oil outlook to 2045 suggests that demand
will continue to rise.

o The DOE reports that drilled but uncompleted wells (DUCS) in the shale patch
have fallen to near decade lows. DUCs are essentially project inventories, and the
drop means that future production growth will be difficult to come by.

Major oil companies are reporting record-breaking profits. President Biden is floating a
windfall profits tax, accusing the oil industry of war profiteering. In general, such taxes
are counterproductive. If the goal is to increase supply, taxing it works against that
outcome. If production remains low, the case for higher taxes on energy companies will
become more compelling. However, unless the tax is crafted to offer exemptions for
increased production, this tax won’t increase production. And, given the near certainty
that the government will be divided after next week’s elections, the White House would
have to put the tax through in the “lame duck” session.

It looks like the price cap idea on Russian crude oil is slowly unraveling. It has been
arduous to get enough nations on board with the plan, leading the U.S. to lift the
proposed price cap. At the same time, it may be difficult for Russia to overcome the
looming insurance ban, since the country may not have enough ships to avoid reducing

exports.
o Japan warns it cannot “survive” without Russian oil.

o It is worth noting that even with Russia’s continued sales of oil and gas, flows
have been affected. Gazprom (GAZP, RUB, 198.00) admitted its natural gas
sales outside the former Soviet Union fell 43% year-to-date.

Although the U.S. is the world’s largest oil producer, it is also a major consumer as well.
Complicating matters is the mismatch between what U.S. drillers produce and what
refiners use. The U.S. tends to produce more sweet/light oil, whereas U.S. refiners prefer
sour/heavy crudes. Thus, the U.S. tends to export the former and import the latter to
make the adjustment. There are two nearby producers that generate sour/heavy oils:
Canada and Venezuela. The former is a major exporter to the U.S. However, recent
prices suggest that Canada could export even more to the U.S. if pipeline constraints were
relieved.

In recent reports, we have discussed how the SPR is evolving from a strategic reserve to a
buffer stock. It seems that others are also thinking in a similar fashion. Buffer stocks in
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https://iea.blob.core.windows.net/assets/9d0a2db4-965a-4e80-83da-562f038ff514/WorldEnergyOutlook2022.pdf
https://www.ft.com/content/1fd06f38-ec60-4043-bcdd-adcba8beb006?segmentId=98583035-ac35-a0ba-ed44-378e53f8caec
https://www.politico.eu/article/vladimir-putin-war-ukraine-turning-point-global-fossil-fuel-demand-green-transition-iea/?utm_source=substack&utm_medium=email
https://woo.opec.org/
https://oilprice.com/Energy/Energy-General/OPEC-Boosts-Global-Oil-Demand-Forecast.html
https://www.eia.gov/todayinenergy/detail.php?id=54399
https://finance.yahoo.com/news/pioneer-natural-resources-increase-return-145720738.html
https://www.nytimes.com/2022/10/28/business/energy-environment/exxon-chevron-quarterly-earnings.html?smid=url-share
https://www.news4jax.com/news/politics/2022/10/31/ap-source-biden-to-float-windfall-tax-on-energy-producers/
https://oilprice.com/Energy/Energy-General/Oil-Major-Earnings-Will-Reignite-The-Windfall-Taxes-Debate.html
https://www.politico.com/news/2022/10/31/biden-tax-oil-companies-00064266
https://www.axios.com/2022/10/31/joe-biden-new-oil-company-taxes-speech?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.everycrsreport.com/files/20060309_RL33305_b12af190864aa3b130ad6c6bd630ed17b4c8dd21.pdf
https://www.everycrsreport.com/files/20060309_RL33305_b12af190864aa3b130ad6c6bd630ed17b4c8dd21.pdf
https://www.fitchratings.com/research/corporate-finance/sustained-high-oil-prices-to-test-us-energys-capital-allocation-production-discipline-14-03-2022?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.reuters.com/article/idUSL4N31R4DD
https://www.spglobal.com/commodityinsights/en/market-insights/latest-news/oil/102522-russia-likely-to-struggle-to-find-enough-tankers-to-evade-g7-oil-price-cap?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.ft.com/content/4b6bbef1-96eb-4f86-8af4-de11b0977b3e
https://www.ft.com/content/4b6bbef1-96eb-4f86-8af4-de11b0977b3e
https://www.ft.com/content/fd2c7271-60a5-49f2-8168-cf24a923e936?segmentId=98583035-ac35-a0ba-ed44-378e53f8caec
https://oilprice.com/Latest-Energy-News/World-News/Gazproms-Natural-Gas-Exports-Plummet-By-43.html
https://oilprice.com/Latest-Energy-News/World-News/Gazproms-Natural-Gas-Exports-Plummet-By-43.html
https://worldpopulationreview.com/country-rankings/us-oil-imports-by-country
https://rbnenergy.com/roller-coaster-another-wild-ride-for-western-canadian-select-wti-differentials
https://rbnenergy.com/roller-coaster-another-wild-ride-for-western-canadian-select-wti-differentials
https://www.axios.com/2022/11/02/oil-gas-prices-strategic-reserve-biden?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.axios.com/2022/11/02/oil-gas-prices-strategic-reserve-biden?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.employamerica.org/researchreports/spr-esf-dpa/?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business

commaodities have operated to the benefit of both consumers and producers, but they have
a long history of failure. Scenes of blocks of processed cheese being tossed to the crowds
from the back of trucks in the 1980s were the result of a buffer stock of dairy products
that were used to keep milk prices above their market-clearing level. In our current
situation, the failure point for the SPR is that there will never be a price low enough to
trigger buying for the reserve. That’s because consumers really like free goods, and once
you start buying for the SPR, you are setting a floor price.
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The current spread of Western Canadian Select and WTI is nearly $30 per barrel, nearly
double the average of $16. Unfortunately, expanding pipelines is difficult, since local
opposition tends to be high, and environmentalists have targeted pipeline construction as
a way to reduce oil and gas production. So, instead, the administration is considering
easing sanctions on Venezuela. Caracas has been under sanctions for its repressive
tactics and support of drug trafficking.

e After prompting OPEC+ to cut production targets recently, the Saudi oil minister
suggested that the Kingdom of Saudi Arabia (KSA) might be willing to lift output if the
energy crisis worsens. He also suggested that the recent cuts had more to do with
maintaining a supply buffer than lifting prices.

e Recently we have reported that LNG tankers are sitting off the Iberian Peninsula waiting
to disgorge their cargos. Initially, it seemed they lacked a space to dock and regassify.
However, recent indications suggest it may be more about waiting for higher prices.
After all, as we noted last week, prices for prompt natural gas briefly turned negative due
to weak prompt demand. Weaker EU demand relative to supply is creating a game of
“chicken” for buyers and sellers. Current sellers who are hedged have to deliver the gas,
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https://www.gzeromedia.com/why-washington-is-chatting-up-nicolas-maduro-again
https://www.ft.com/content/8598d326-2989-4468-9bcd-a9a905ca4f67?emailId=d4bfdc5a-7e02-4a67-a200-b5a39af86694&segmentId=7e94968a-a618-c46d-4d8b-6e2655e68320
https://www.ft.com/content/8598d326-2989-4468-9bcd-a9a905ca4f67?emailId=d4bfdc5a-7e02-4a67-a200-b5a39af86694&segmentId=7e94968a-a618-c46d-4d8b-6e2655e68320
https://www.reuters.com/business/energy/lng-ships-play-waiting-game-off-spains-coast-higher-prices-eyed-2022-10-26/
https://www.reuters.com/business/energy/europes-gas-use-down-september-high-prices-hit-industry-2022-10-27/
https://www.nytimes.com/2022/11/01/business/europe-energy-crisis.html?smid=url-share
https://rbnenergy.com/closing-time-growing-lng-flotilla-has-big-implications-for-european-gas-market

and if they can’t, they must either take a lower price or offset the position but pay to store
the gas on a tanker, which isn’t cheap.

COVID infections are disrupting China’s coal industry.

Geopolitical News:

U.S. forces in the Middle East and the KSA are said to be on “high alert” based on
intelligence suggesting that Iran is considering an imminent attack. Riyadh is suggesting
Iran is trying to distract its citizens from the ongoing protests.

As protests continue in Iran, with university students staging strikes, the U.S. has
announced additional sanctions and will put the Iran protests to the UN Security Council.
Although Russia will protect Iran from UN action, the move is symbolic and will
increase global awareness of the protests.

o Iran announced public trials for over 1,000 protestors, signaling it will continue to
escalate its crackdown against the protests.

o lIran has been aggressively increasing its nuclear processing capabilities, which is
rendering the JCPOA meaningless.

Irag has elected a new prime minister. Mohammed al-Sudani is considered to be an ally
of Iran. It remains to be seen if he can hold his government together, given that the al-
Sadr faction, which controls the most seats in the legislature, opposes Iran.

One way the U.S. might retaliate against the KSA’s support of OPEC+ production cuts is
by slowing the pace of arms sales to the Saudis. On a related note, the UAE has indicated
that it opposed the KSA’s push to cut production targets, suggesting some divisions
within the cartel.

The new president of Colombia, Gustavo Petro, recently met with VVenezuelan President
Maduro in a bid to improve relations. The previous government ended formal relations
in 2019.

Alternative Energy/Policy News:

Although nuclear energy remains controversial, it does not give off any greenhouse gases
during the production of electricity. Therefore, Western governments are slowly
considering the expansion of nuclear power. However, Russia and Kazakhstan are
significant global suppliers of uranium, meaning that without new sources, the West is
merely trading one vulnerability (oil and gas) for another. The U.S. is actively
considering policies to develop domestic uranium sources to support the nuclear power
industry.

The EU is not pleased with the recently passed Inflation Reduction Act as the provision
tailors subsidies for purchasing EVs to those made in the U.S. This rule either prevents
the buyer of a European EV import to receive the subsidy, or it forces a European
automaker to make the car in the U.S. Needless to say, the EU isn’t thrilled with this new
law and wants carveouts or loopholes added or it will consider retaliation. However, if
the goal of the administration was to boost jobs in the U.S., allowing carveouts defeats
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https://www.reuters.com/business/energy/china-coal-trade-disrupted-by-covid-outbreaks-winter-looms-2022-10-28/
https://www.wsj.com/articles/saudi-arabia-u-s-on-high-alert-after-warning-of-imminent-iranian-attack-11667319274?st=canh68ayrcp0cql&reflink=desktopwebshare_permalink
https://www.nytimes.com/2022/10/26/world/middleeast/iran-protests-40-days.html?smid=url-share
https://www.reuters.com/world/middle-east/iran-university-students-strike-piling-pressure-rulers-2022-11-01/
https://home.treasury.gov/policy-issues/financial-sanctions/recent-actions/20221026?utm_source=ActiveCampaign&utm_medium=email&utm_content=Our+Third+COVID-19+Winter&utm_campaign=White+House+Urges+Boosters+Ahead+of+Third+COVID-19+Winter
https://www.reuters.com/world/exclusive-united-states-put-united-nations-focus-iran-protests-2022-10-28/
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the purpose. USTR Tai is in Europe trying to make Washington’s case; so far, though,
she isn’t budging on ending the preference of U.S. production.

e California is planning on ending the sale of natural gas-fired furnaces and water heaters
by 2035. Natural gas utilities in the state are looking to repurpose their pipeline
networks, perhaps for hydrogen.

e Copper is a critical metal in the energy transition, but current production is running below
demand and there doesn’t appear to be enough investment to meet future demand. Prices
have soared on the imbalances.

o Nickel is also important. Indonesia, the world’s largest producer, is floating the
idea of a cartel body for the metal.

o California is trying to boost lithium production; however, its current tax policy is
based on the amount extracted rather than the price, which may discourage
investment.

e The government is supporting efforts to create electro-fuels, which are biofuels without
the crops. By combining electricity, carbon dioxide, and algae, biofuels can be created.
Although such fuels make environmental sense, they will face opposition from the farm
lobby.

e Although Australia is a large producer of rare earths, the country’s resource minister
indicated that his nation cannot, in the near term, replace China.

e The EU plans to end the sales of internal combustion engines by 2035.

e Renewable energy capacity is growing rapidly.

e In contrast, Germany is tearing down a wind farm to facilitate a lignite coal mine.

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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