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.

July 1, 2021

Oil prices are moving steadily higher although momentum is starting to slow.
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Crude oil inventories fell 6.7 mb compared to the 4.0 mb draw expected. The SPR fell 1.4 mb,
meaning without the addition from the reserve, commercial inventories would have declined 8.1
mb. We note the SPR is at its lowest level since October 2003.
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In the details, U.S. crude oil production was unchanged at 11.1 mbpd. Exports rose 0.1 mbpd,
while imports fell 0.5 mb. Refining activity rose 0.4%.

Crude Qil Inventory Seasonal
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This chart shows the seasonal pattern for crude oil inventories. We are well into the summer
withdrawal season. Note that stocks are already below the usual seasonal trough seen in early
September. A normal seasonal decline would result in inventories around 465 mb. Our seasonal
deficit is 75.1 mb. At present, inventories are falling faster than normal.
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Based on our oil inventory/price model, fair value is $57.17; using the euro/price model, fair
value is $67.63. The combined model, a broader analysis of the oil price, generates a fair value
of $62.15. Oil prices are still “rich” relative to inventory levels. Recent dollar strength caused
by uncertainty surrounding Fed policy has also reduced the dollar model’s fair value.

Market news:

. The Dallas FRB produces quarterly surveys of oil and gas activity in its district. The
report suggests that production and investment are recovering. At the same time, the
survey indicates costs are rising as well. So far, we have only seen a modest rise in
production. Some of this is due to concerns about future regulation. The shale industry,
in particular, is trying to shed its reputation as a capital consumer. Thus, the previous
pattern of rapid output increases does not appear to be occurring this time around...so far.

« The Supreme Court has backed refiners in their disputes over biofuel waivers. The
renewable fuel standards mandated the required amounts of biofuels to be used, assuming
steady growth in demand. However, after the Great Financial Crisis, demand growth fell,
and the only way to meet the standard was to move beyond the 10% “blend wall.” The
courts have pushed back against the mandated level of usage.

. This report examines the idea that we may be at peak oil consumption.

Geopolitical news:

e Libya has been in a civil war since 2014. The situation became volatile in the wake of
the ouster of Gaddafi in 2011. Libya has a natural east/west division that has been
exhibited during this ongoing conflict. Outside nations are also involved. Russia, Egypt,
the KSA, and the UAE supported the Libyan National Army, led by Khalifa Haftar,
which operated in the east. Meanwhile, Turkey supported the Government of National
Accord, which controlled the West. In March, the two sides created a national unity
government. There are peace talks underway in Berlin to try to end the conflict. Libya
once produced almost 2.0 mbpd of crude oil. Since the conflict, it typically generates 0.5
mbpd. If the conflict is resolved, we could eventually see increased output.

e Iran has a new president, Ebrahim Raisi. Nuclear deal talks continue, but rising tensions
between the U.S. and Iran are complicating the discussions.

o We also note new reports of sabotage of Iran’s nuclear industry.

e Russia has reduced natural gas supplied to Europe, driving prices higher. It appears the
decision to reduce supplies is politically motivated.

Alternative energy/policy news:

1. We have often discussed how climate activists have targeted pipelines ultimately to
reduce the availability of fossil fuels. Such actions are controversial; pipelines move oil
and products with less environmental impact compared to trains and trucks. The goal of
activists is to reduce consumption, so if a pipeline disruption is resolved by trucks or
trains, it makes conditions worse. After the initial support from the Biden administration
in halting the Keystone XL pipeline, the White House has become less active,
disappointing environmentalists. There is a political risk from rising gasoline prices, and
we suspect the administration is trying to avoid voter dissatisfaction from higher energy
prices while maintaining some level of creditability with environmentalists.
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https://www.google.com/search?q=dallas+federal+reserve+district+map&rlz=1C1GCEU_enUS960US960&sxsrf=ALeKk03gGtxOulSXzuDXB0xKKB1jeOJPvQ:1625067266364&tbm=isch&source=iu&ictx=1&fir=W6bbXdvl6H6yYM%252Ck3wkNVV_nXJ-RM%252C_&vet=1&usg=AI4_-kR7mCOYwpDTMxNtHPeHVTUoTjUhug&sa=X&ved=2ahUKEwiZ75ap17_xAhWYK80KHezICncQ9QF6BAgQEAE#imgrc=W6bbXdvl6H6yYM
https://www.dallasfed.org/research/surveys/des/2021/2102?utm_source=cvent&utm_medium=email&utm_campaign=energy#tab-report
https://www.ft.com/content/76d3f824-ee8a-4987-9c4d-f2ee337b333a
https://www.ft.com/content/76d3f824-ee8a-4987-9c4d-f2ee337b333a
https://www.cnbc.com/2021/06/25/us-supreme-court-backs-refineries-in-biofuel-waiver-dispute.html
https://e360.yale.edu/features/amid-troubles-for-fossil-fuels-has-the-era-of-peak-oil-arrived
https://www.reuters.com/world/africa/untangling-crisis-libya-2021-06-22/
https://www.gzeromedia.com/what-were-watching-libyas-kaleidoscopic-war-spains-royal-scandal-burundis-sudden-death
https://www.gzeromedia.com/what-were-watching-italy-invests-in-women-libyas-unity-government-quad-vs-china
https://www.gzeromedia.com/what-were-watching-italy-invests-in-women-libyas-unity-government-quad-vs-china
https://www.france24.com/en/africa/20210623-world-powers-launch-new-push-for-peace-in-libya?utm_source=Eurasia+Group+Signal&utm_campaign=f030965212-EMAIL_CAMPAIGN_2021_06_24_11_04&utm_medium=email&utm_term=0_e605619869-f030965212-134308033
https://www.aljazeera.com/news/2021/6/23/world-powers-to-meet-in-berlin-to-address-libya-crisis?utm_source=Eurasia+Group+Signal&utm_campaign=f030965212-EMAIL_CAMPAIGN_2021_06_24_11_04&utm_medium=email&utm_term=0_e605619869-f030965212-134308033
https://www.worldometers.info/oil/libya-oil/
https://www.worldometers.info/oil/libya-oil/
https://www.ft.com/content/4be9cc3d-c2f3-4238-a9b7-88916835f8e3
https://www.washingtonpost.com/world/middle_east/iran-biden-nuclear-deal/2021/06/27/08507cf2-d750-11eb-8c87-ad6f27918c78_story.html?utm_campaign=wp_todays_worldview&utm_medium=email&utm_source=newsletter&wpisrc=nl_todayworld&carta-url=https%3A%2F%2Fs2.washingtonpost.com%2Fcar-ln-tr%2F3407df1%2F60d948559d2fda8060ec2b1c%2F596b53f6ae7e8a44e7d597a3%2F40%2F71%2F60d948559d2fda8060ec2b1c
https://amwaj.media/media-monitor/iran-says-will-probe-act-of-sabotage-at-atomic-facility
https://www.ft.com/content/c023ba5f-4d78-4749-8485-4851baf9ef3a?emailId=60d42a22c47a660004073d66&segmentId=269ab16c-599f-119f-3d76-260b55fc8e43
https://www.ft.com/content/75ba2ff7-bec4-4813-a49f-2a7349a08b0b
https://www.ft.com/content/e9f5398b-8e53-4a91-a9d6-99ea15aec480

e Last week, we discussed ideas about placing sails on ocean-going vessels to reduce
carbon consumption. This report expands on that notion.

e A groundbreaking nuclear power plant, which uses molten salt instead of water, is being
constructed in Wyoming. It is replacing a coal plant. Such plants have interesting
features, including the ability to create intermittent power, unlike traditional nuclear
reactors, which provide baseload power. These reactors have the promise of being
cheaper and safer and may provide a way to provide reliable carbon-free electricity.

e Renewable diesel, a plant-based product, has the potential to be a better replacement than
biodiesel, which has suffered from poor performance in cold weather. This new product
is refined from the same feedstocks as biodiesel, but since it is refined much like crude
oil, it has properties similar to fossil diesel.

e Direct carbon capture from the atmosphere remains the great hope of reducing CO». This
report is an update on progress.

e The Senate has passed a measure (S.1251) that would give farmers and foresters the
ability to sell carbon credits for the COz their activities capture. The fact the bill passed
overwhelmingly (92-8) shows that it is still good politics to be seen as farm friendly.
However, the actual execution of such policies is complicated.

e The U.S. has moved to ban some solar products produced in Xinjiang.

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.nytimes.com/2021/06/24/magazine/cargo-ships-emissions.html?smid=url-share
https://www.youtube.com/watch?v=aqPLU8ge-0w
https://bigthink.com/amp/molten-salt-reactor-replace-coal-2653557247
https://rbnenergy.com/come-clean-part-5-why-everyones-talking-about-renewable-diesel
https://www.technologyreview.com/2021/06/24/1027083/what-it-will-take-to-achieve-affordable-carbon-removal/
https://www.politico.com/news/2021/06/24/senate-farmers-carbon-agriculture-496029?nname=playbook-pm&nid=0000015a-dd3e-d536-a37b-dd7fd8af0000&nrid=0000014e-f0fe-dd93-ad7f-f8ff7e250002&nlid=964328
https://www.congress.gov/bill/117th-congress/senate-bill/1251
https://www.politico.com/news/2021/06/29/biden-climate-farmers-carbon-496843?nname=playbook-pm&nid=0000015a-dd3e-d536-a37b-dd7fd8af0000&nrid=0000014e-f0fe-dd93-ad7f-f8ff7e250002&nlid=964328
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