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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.

August 3, 2023

Oil prices challenged the upper end of the trading range but so far have failed to breakout above

that level.
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Commercial crude oil inventories fell a massive 17.0 mb, well above the 2.3 mb draw forecast.

The SPR was unchanged.
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In the details, U.S. crude oil production was steady at 12.2 mbpd. Exports rose 0.7 mbpd, while
imports increased 0.3 mbpd. Refining activity fell 0.7% to 92.7% of capacity.
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Crude Qil Inventory Seasonal
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The above chart shows the seasonal pattern for crude oil inventories. Last week’s large decline
has put inventories below their seasonal average.

OIL INVENTORIES AND PRICES
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Fair value, using commercial inventories and the EUR for independent variables, yields a price

of $65.79. Commercial inventory levels are a bearish factor for oil prices, but with the
unprecedented withdrawal of SPR oil, we think that the total-stocks number is more relevant.

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 late 1985. Using total stocks
since 2015, fair value is $94.97.

Market News:

Analysts expect the Kingdom of Saudi Arabia (KSA) to extend its voluntary production
cuts. However, the continued loss of revenue is probably not sustainable. We do note
that production from OPEC+ fell sharply in July.

Rating agencies are threatening to downgrade PEMEX bonds due to its high debt load.
There is a growing likelihood that PEMEX will default on its bonds, but given the
government’s close relations with the company, a massive restructuring is also likely.

The U.K. is easing environmental restrictions in a bid to boost North Sea oil and gas
production. Although the Sunak government is being criticized by environmentalists,
this sort of behavior isn’t uncommon. Most voters support environmental measures until
standards of living are threatened.

Managing pollution is a textbook economics problem. Pollution is an externality; in
economic terms, it’s a bad outcome that isn’t reflected in the market price. Without
outside intervention, the cost is shifted to society and away from the parties to the
transaction. Gasoline consumption does trigger air pollution. In addition, insofar as
gasoline is refined from foreign oil, there is a potential geopolitical externality that isn’t
captured by the price at the pump. The most efficient way to address this problem is to
estimate the externality’s cost and apply a tax. It’s also the least politically popular. For
this reason, Congress and regulators have used other means to achieve this goal instead.
Specifically, the government has applied mileage standards to automakers, called the
Corporate Average Fuel Economy (CAFE) standards. This leads to automakers selling
small, fuel-efficient cars at a discount so they can sell more of the popular larger vehicles.
The EPA is looking to raise the CAFE standard to 58 mpg by 2035, which will likely
force automakers to sell more EVs to meet this standard. A standard of this level would
likely lead to lower gasoline consumption.

Brazil and Guyana are expected to increase oil production over the next few years. The
latter has turned out to be a very promising find. However, it’s unlikely that this new
production will do much more than merely offset the impact of depletion.
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https://oilprice.com/Latest-Energy-News/World-News/Saudi-Arabia-Likely-To-Extend-Oil-Production-Cuts.html
https://oilprice.com/Latest-Energy-News/World-News/Saudi-Arabia-Likely-To-Extend-Oil-Production-Cuts.html
https://oilprice.com/Energy/Crude-Oil/Saudi-Arabia-Is-Cooking-Up-A-Surprise-For-The-Oil-Markets.html
https://oilprice.com/Latest-Energy-News/World-News/OPECS-Production-Falls-By-Most-In-3-Years-Survey.html
https://www.ft.com/content/92e73e73-034f-40d6-b101-bdc233b5397e?emailId=e14477af-aa4f-4641-beb6-78e7579088b7&segmentId=7e94968a-a618-c46d-4d8b-6e2655e68320
https://www.gov.uk/government/news/hundreds-of-new-north-sea-oil-and-gas-licences-to-boost-british-energy-independence-and-grow-the-economy-31-july-2023?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.axios.com/newsletters/axios-generate-83c68526-1687-4068-bf09-2a25df8df61f.html?chunk=0&utm_term=emshare#story0
https://www.axios.com/newsletters/axios-generate-83c68526-1687-4068-bf09-2a25df8df61f.html?chunk=0&utm_term=emshare#story0
https://www.bloomberg.com/news/articles/2023-07-27/biden-set-to-tighten-fuel-efficiency-standards-for-automakers#xj4y7vzkg
https://www.nhtsa.gov/sites/nhtsa.gov/files/2023-07/CAFE-2027-2032-HDPUV-2030-2035-NPRM-web-version.pdf
https://www.axios.com/newsletters/axios-generate-85773a56-143f-40b9-98d4-db4fa37784ac.html?chunk=4&utm_term=emshare#story4
https://oilprice.com/Energy/Crude-Oil/Brazil-And-Guyana-Are-Fueling-Latin-Americas-Oil-Resurgence.html
https://oilprice.com/Energy/Crude-Oil/The-Oil-Eldorado-Guyanas-Stabroek-Block-Surpasses-Analyst-Expectations.html

China and India have been driving global coal consumption. At the same time, China is
running a broad-based energy policy. We note that it is building 23 nuclear reactors,
accounting for 42% of global reactor construction.

o The U.S. has completed its first new nuclear power station since 2016. The 2016
plant was the first in two decades. The plant, in Georgia, was seven years
overdue with cost overruns of $17 billion.

Due to rising costs, the 6.0 mb planned injection into the SPR has been postponed.

Geopolitical News:

The Trump administration’s diplomatic breakthrough in the Middle East, which led
several Arab states to normalize relations with Israel, is starting to stall. The key goal
was a normalization of relations between the KSA and Israel. The Saudis’ demand is a
two-state solution with the Palestinians, which the Abraham Accords essentially
undermined. It’s not clear just how much progress would be required in order to
implement a two-state solution, but the Netanyahu government would probably have to
take the Palestinians’ goals into account. The benefits of normalization would be
significant. Israel could potentially develop military relations with the KSA, which
would help both nations contain Iran. From the U.S. perspective, it could allow for a
smaller American security footprint in the Middle East. Pivoting to China requires the
U.S. to reduce its attention in other parts of the world, including the Middle East.

Last week we reported that the U.S. had blacklisted 14 Iragi banks from transacting in
dollars due to their relations with Iran. The U.S. feared the banks were facilitating
sanctions avoidance. The move sent the IQD plunging and triggered protests in Iraq.

o lran and Iraq have a complicated energy trade which is mostly designed to evade
sanctions.

Iran has continued to escalate tensions in the Persian Gulf and the Gulf of Oman. This
action has led the U.S. to send military resources to protect shipping.

Pakistan is trying to import oil from Russia. However, it is struggling to make payment
in CNY.

Although most EU nations have either ended or curtailed Russian natural gas purchases,
Austria is still importing a sizable amount of Russian gas. Before the war, Russia
provided almost 80% of Austria’s natural gas. It still provides more than half, and in
March, Russia supplied 74%. Austria, a bit like Switzerland, is officially neutral as this
was the agreement reached in 1955 to end Soviet occupation. Like Germany, Austria
was divided into four occupied zones after WWII. However, unlike Germany, this
occupation didn’t evolve into two separate states. The occupation ended in 1955 with
Austrian neutrality, and as such, the country isn’t a member of NATO, for example.

Mongolia, wedged between China and Russia, is attempting to tread an independent
policy path by seeking closer relations with the U.S. Mongolia is a major producer of
energy transition minerals. We doubt the country will be able to make this goal work, but
its attempt is worth watching.
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https://ep.ft.com/permalink/emails/eyJlbWFpbCI6ImExMGRmNGEyYmRjNGMzNzlkYmJkYjBiYmFjYzA0OGZiY2RjNzJiOWJmZjYyM2ZlOSIsInRyYW5zYWN0aW9uSWQiOiIxYjllZTczNi00MjdlLTQ3NjItYTQ3Zi1lYzU5NWM1NTA2Y2UifQ%3D%3D
https://worldview.stratfor.com/situation-report/china-nuclear-reactors-support-independent-path-climate-energy-goals
https://www.semafor.com/article/08/01/2023/us-nuclear-georgia-florida-alabama-energy?utm_source=ActiveCampaign&utm_medium=email&utm_content=Three+Strikes%2C+You+re+Out%3F&utm_campaign=Three+Strikes%2C+You+re+Out%3F
https://apnews.com/article/georgia-nuclear-power-plant-vogtle-rates-costs-75c7a413cda3935dd551be9115e88a64
https://www.reuters.com/markets/commodities/us-pulls-back-offer-buy-6-mln-barrels-oil-emergency-reserve-2023-08-01/
https://www.nytimes.com/2023/07/27/opinion/israel-saudi-arabia-biden.html?smid=url-share
https://www.nytimes.com/2023/07/27/opinion/israel-saudi-arabia-biden.html?smid=url-share
https://www.timesofisrael.com/liveblog_entry/ny-times-friedman-biden-looking-at-israeli-saudi-deal-but-netanyahu-must-pay-price/?lh_aid=4750851&lh_cid=xns7a6ta4e&di=67d1e5c56227902cafc40d6708cbc841
https://worldview.stratfor.com/situation-report/saudi-arabia-israel-long-shot-normalization-push-runs-aground?mc_cid=b95b45bc37&mc_eid=4d1f592612
https://worldview.stratfor.com/situation-report/saudi-arabia-israel-long-shot-normalization-push-runs-aground?mc_cid=b95b45bc37&mc_eid=4d1f592612
https://apnews.com/article/iraq-banks-us-ban-iran-dinar-exchange-rate-c530a3583ae2b2f62b118c3552629151
https://amwaj.media/article/deep-dive-the-significance-of-iran-iraq-energy-swaps
https://geopoliticalfutures.com/pdfs/escalations-in-the-gulf-of-oman-geopoliticalfutures-com.pdf?utm_source=newsletter&utm_medium=email&utm_term=https://geopoliticalfutures.com//pdfs/escalations-in-the-gulf-of-oman-geopoliticalfutures-com.pdf&utm_content&utm_campaign=PAID%20-%20Everything%20as%20its%20published
https://www.reuters.com/markets/commodities/pakistans-imports-russian-crude-face-port-refinery-currency-constraints-2023-07-31/
https://www.nytimes.com/2023/07/31/business/energy-environment/austria-natural-gas-russia.html?smid=url-share
https://en.wikipedia.org/wiki/Allied-occupied_Austria
https://www.wsj.com/articles/caught-between-china-and-russia-mongolia-seeks-closer-u-s-ties-f7f090ec?st=cysu727avb6bzn3&reflink=desktopwebshare_permalink
https://www.wsj.com/articles/caught-between-china-and-russia-mongolia-seeks-closer-u-s-ties-f7f090ec?st=cysu727avb6bzn3&reflink=desktopwebshare_permalink
https://www.csis.org/analysis/building-larger-and-more-diverse-supply-chains-energy-minerals?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top

The KSA has become an aggressive investor in the mining industry. This action is likely
an attempt to diversify its economy from its dependence on oil and gas. The entrance of
Saudi Arabia into the industry intensifies the race to secure these metals.

Alternative Energy/Policy News:

As EV sales rise, China is aggressively expanding its EV industry across the globe. So
far, the U.S. is trying to fend off Chinese EV imports in order to build the domestic
industry. The problem for the U.S. is that protecting domestic producers will slow the
achievement of climate goals. Europe, on the other hand, appears to be more open to
buying China’s EVs.

o Chinais also expanding its overseas efforts to secure EV metals.

o China’s main EV producers are setting new sales records.

Several automakers are collectively trying to build out EV charging stations. Some of
this drive is to create an alternative charging network to Tesla’s (TSLA, $255.71).

Research by Capital Economics projects that EVs will displace 7.5% to 8.0% of global
oil demand by 2050.

The Swiss solar company Meyer Burger (MYBUF, $0.65) is postponing plans to expand
a solar plant in Germany and opting for a new plant in Colorado to take advantage of
U.S. subsidies.

Commodity production throughout history has often been a dangerous pursuit. Turns out,
mining for the metals needed for the energy transition is not exempt from this issue.

China and the KSA have effectively gutted attempts to apply greenhouse gas emissions
targets. Essentially, China is signaling that it will not comply with global attempts to
curtail fossil fuel consumption.

o The lack of international compromise increases the odds that geoengineering will
be tried as a solution to climate change.

Hydrogen offers promise as a replacement fuel for hydrocarbons. By separating out the
“carbon” part, the gas could be used directly with no pollution. However, the method by
which hydrogen is created is complicated. The “greenest” hydrogen, using only
renewable energy to split water, for example, is very expensive and difficult to scale.
Energy groups want to tap the subsidies available for making hydrogen but use less
“clean” methods in order to lower costs.

Germany’s attempts to ban boilers in favor of heat pumps have been unpopular. Now, a
controversy has emerged over the use of hydrofluoroolefins in heat pumps. Germany
wants to prohibit the use of such gases in German heat pumps, meaning U.S. and other
EU heat pumps would not be allowed. Foreign providers of heat pumps are arguing
against the exclusion of hydrofluoroolefins.

Offshore wind projects are in trouble due to rising costs of construction and key metals
needed for the windmills.

WWW.CONFLUENCEINVESTMENT.COM
5


https://finance.yahoo.com/news/mining-world-turns-saudi-cash-115310206.html?guce_referrer=aHR0cHM6Ly93d3cuZ29vZ2xlLmNvbS8&guce_referrer_sig=AQAAANsaDWka5s7qDjJkm1wT2QHHH751OWd7-jbMHBSU4J7nhCSnse23F1WfbFTfNToU60PJd76jUK-AYE6PhpOW4ki8i2CML0N-mue2lJrnBU4NsEldGB0bp1u-7vBW7kiaJ8pHahTApOB7yDCmC0-amPHbZiW4MhILrDx9JKuIQJ3m
https://www.axios.com/newsletters/axios-generate-a8e27a43-5595-48f9-8d57-6576aead1060.html?chunk=3&utm_term=emshare#story3
https://www.iea.org/reports/global-ev-outlook-2023/executive-summary?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.axios.com/2023/07/27/chinese-automakers-want-to-sell-electric-cars-across-america?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.wsj.com/articles/bidens-made-in-america-pledge-collides-with-his-climate-goals-b0a236a5?st=6cp4cn33ge2akqe&reflink=desktopwebshare_permalink
https://www.wsj.com/articles/bidens-made-in-america-pledge-collides-with-his-climate-goals-b0a236a5?st=6cp4cn33ge2akqe&reflink=desktopwebshare_permalink
https://pandaily.com/byd-seal-u-model-will-be-exported-to-the-european-market/
https://www.ft.com/content/dff6b029-43af-46e7-947d-06981cd988ec
https://sc.mp/cfil?utm_source=copy_link&utm_medium=share_widget&utm_campaign=3229642
https://www.wsj.com/articles/big-automakers-plan-thousands-of-ev-chargers-in-1-billion-u-s-push-af748d19?st=zoce9nyb96km0w2&reflink=desktopwebshare_permalink
https://www.axios.com/2023/07/26/electric-car-charging-network?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.ft.com/content/799bc127-0864-4c3c-a5d4-1c14ed0d5337
https://www.ft.com/content/799bc127-0864-4c3c-a5d4-1c14ed0d5337
https://restofworld.org/2023/indonesia-nickel-mining-deaths/
https://www.ft.com/content/3c8bab17-5719-4174-9a96-3cf04ef0b968?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.dw.com/en/solar-geoengineering-the-controversial-climate-change-solution/a-66240255
https://www.ft.com/content/b8815253-64c6-4509-ac33-06d4745a6caa?segmentId=98583035-ac35-a0ba-ed44-378e53f8caec
https://www.ft.com/content/b8815253-64c6-4509-ac33-06d4745a6caa?segmentId=98583035-ac35-a0ba-ed44-378e53f8caec
https://www.ft.com/content/21beeb8d-08de-46db-97c4-a976d3f0b90c
https://www.ft.com/content/01313136-7d2c-4e23-a746-7f9d0b1dddca?emailId=68be0d8e-cebf-4146-86a7-2a81fa143a62&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/01313136-7d2c-4e23-a746-7f9d0b1dddca?emailId=68be0d8e-cebf-4146-86a7-2a81fa143a62&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.axios.com/newsletters/axios-generate-a8e27a43-5595-48f9-8d57-6576aead1060.html?chunk=1&utm_term=emshare#story1

e During the 1970s, oil companies, flush with cash, ventured into other businesses. Some
bought coal companies, while others tried to diversify in other ways from oil and gas.
For the most part, these investments didn’t do much for the oil companies. We note that
oil companies are looking to invest in lithium production as extracting lithium from brine
is a similar chemical process to petrochemicals. Whether this foray proves fruitful is
another matter.

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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