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 20, 2023

On Monday, oil prices spiked on reports that the Kingdom of Saudi Arabia (KSA) was going to
extend its voluntary production cuts until year’s end. The report was incorrect but does show the
power that the news has on the oil markets.

CLQ23 - Crude Oil WTI - Daily Nearest Candlestick Chart
@ Op:74.18, Hi.75.96, Lo:73.88, CI.75.756

Rﬁ

M‘
H =
| 2

17400

—==
=1
==
o
8

MJD

-67.00
-66.00
-65.00
- 64.00

63.00

4
'?' uTﬂTW m
b
|

© Barchart.com

Feb 23 Mar Apr May Jun Jul

(Source: Barchart.com)

Commercial crude oil inventories fell 0.7 mb, less than the 2.5 mb draw forecast. The SPR was
unchanged.
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https://oilprice.com/Latest-Energy-News/World-News/Media-Error-Triggers-Significant-Oil-Price-Spike.html
https://oilprice.com/Latest-Energy-News/World-News/Media-Error-Triggers-Significant-Oil-Price-Spike.html

In the details, U.S. crude oil production was steady at 12.3 mbpd. Exports rose 1.7 mbpd, while
imports increased 1.3 mbpd. Refining activity rose 0.6% to 94.3% of capacity.
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The above chart shows the seasonal pattern for crude oil inventories. After accumulating oil
inventory at a rapid pace in the first quarter, stockpiles have moved into a pattern consistent with
the seasonal. Current inventories are in line with seasonal levels.
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Fair value, using commercial inventories and the EUR for independent variables, yields a price
of $59.94. 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 2002. Using total stocks since
2015, fair value is $92.96.

About the Heat: We have been commenting on the unusually warm temperatures currently in
the Northern hemisphere. Europe, unaccustomed to such heat, is having a very difficult time
adjusting. Inthe U.S. the southern tier of states has experienced extreme heat, especially in the
Southwest. China is seeing hot weather as well. Temperature reporting is now front and center
in the media. Although climate change is being blamed for much of it, our experience with
climate is that it’s complicated. There are two complications that are important to mention:

e Sunspot cycles: The sun plays a major role in the earth’s climate. Sunspots are the result
of magnetic activity on the sun that causes flares and ejections from the sun’s surface.
The scientific community is divided on the impact of sunspots on climate. Some argue
that it is an important factor, others dismiss the activity as negligible. We are not climate
scientists but interested observers. Our take is that the cycles likely amplify the normal
variation. That means that sunspot cycles probably don’t drive climate by themselves but
do play arole.

o Sunspot cycles run 22 years, from trough to trough. The current cycle will peak
in 2025. In general, increased activity tends to lead to higher temperatures. Thus,
we are in the part of the cycle that should lift global temperatures. The current
cycle isn’t unusually amplified, but its current readings exceed the peaks observed
in the last cycle.
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https://www.nytimes.com/article/heat-forecast-us-south.html?smid=url-share
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e ENSO cycles: The ENSO cycle has three phases—EI Nifio, La Nifia, and neutral. In
recent years, we had experienced a set of La Nifia events. We are currently in an EI Nifio
event, and current projections suggest it will be moderate to strong. El Nifio events often
lead to hot North American summers, especially across the south. It has also coincided
with mild winters.

The combination of elevated sunspot activity and an EI Nifio ENSO cycle indicates that hot
weather will continue. In the developed world, this climate condition tends to be bullish for
summertime natural gas prices, as it boosts air conditioning demand and consequently, electricity
consumption. So far, U.S. natural gas production has been robust enough to keep injections on
par with seasonal norms. This factor has kept natural gas prices low. If winters are mild, it
could be bearish for natural gas prices going forward. There have been other effects as well:

e Hot, dry weather in parts of Europe have caused the water levels of the Rhine River to
decline, forcing shippers to lighten barges by shipping less product. Mississippi River
water levels are also low.
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https://www.axios.com/2023/07/18/global-food-security-envoy-el-nino?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
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https://www.cpc.ncep.noaa.gov/products/analysis_monitoring/enso_advisory/ensodisc.shtml?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.axios.com/2023/07/13/el-nino-extreme-weather-noaa?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://thehill.com/homenews/nexstar_media_wire/4095347-historically-strong-el-nino-possible-what-it-means-for-winter/
https://www.bloomberg.com/opinion/articles/2023-07-13/climate-crisis-a-made-in-germany-fix-to-ever-lower-rhine-water-levels#xj4y7vzkg
https://www.bloomberg.com/opinion/articles/2023-07-13/climate-crisis-a-made-in-germany-fix-to-ever-lower-rhine-water-levels#xj4y7vzkg

Mississippi River: Stage Water Level: Memphis TN
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High river temperatures are limiting nuclear power production in France.

Hot weather in Spain has sent (olive) oil prices soaring.

Temperature and rainfall changes have created situations where it is hard to find any part
of the U.S. that is unaffected.

Market News:

The IEA’s oil market report increased oil demand by 2.4 mbpd to 102.3 mbpd, a new
record. Most of the demand will be met by non-OPEC+ suppliers. Meanwhile, we note
that the KSA is losing its spot as top oil producer within OPEC+. In the early 1980s,
something similar occurred which led the Saudis to aggressively retake market share,
tanking oil prices in the mid-1980s.

o As the KSA reduces output, Kuwait is aggressively lifting productive capacity.
We doubt that the Saudis will tolerate this absorption of market share indefinitely.

The global natural gas market is experiencing a generational adjustment in the wake of
the war in Ukraine. The IEA’s recent global natural gas report details how the world
market for gas has changed.

The recovery in oil prices has lifted the Russian Urals price to the G-7 cap of $60 per
barrel. The breach will begin triggering financial sanctions for traders and the financiers
of these oil purchases. We will be watching to see if Russian oil sales are affected.

The Biden administration is planning modest injections into the SPR, but in no way is
this going to replace all the oil that was sold.
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https://www.reuters.com/business/energy/high-river-temperatures-limit-french-nuclear-power-production-2023-07-12/
https://www.ft.com/content/5f0b2e0b-8100-42d0-9a87-fef4a57addeb?emailId=a043a9b5-3742-4d44-b45a-e3f91aaad6e2&segmentId=13b7e341-ed02-2b53-e8c0-d9cb59be8b3b
https://www.axios.com/2023/07/18/best-worst-states-for-climate-change-extreme-weather?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axioswhatsnext&stream=science
https://www.iea.org/reports/oil-market-report-june-2023
https://www.wsj.com/articles/saudi-arabia-to-lose-top-spot-in-opec-eb932671?st=nd76lf55wmbb6me&reflink=desktopwebshare_permalink
https://oilprice.com/Energy/Crude-Oil/Kuwait-Looks-To-Become-A-Top-OPEC-Producer-With-3-Million-Bpd-Output-Expansion.html
https://iea.blob.core.windows.net/assets/341714fd-baea-4f2f-9bc5-66be97f57522/GlobalGasSecurityReview2023IncludingtheGasMarketReportQ32023.pdf
https://oilprice.com/Latest-Energy-News/World-News/Russias-Urals-Oil-Breaches-60-Price-Cap-For-The-First-Timex.html
https://oilprice.com/Latest-Energy-News/World-News/Russias-Urals-Oil-Breaches-60-Price-Cap-For-The-First-Timex.html
https://oilprice.com/Latest-Energy-News/World-News/US-Strategic-Petroleum-Reserve-Will-Not-Be-Replenished-Anytime-Soon.html
https://oilprice.com/Latest-Energy-News/World-News/US-Strategic-Petroleum-Reserve-Will-Not-Be-Replenished-Anytime-Soon.html

California, once a major oil producer and still the 7™ largest oil producing state, has
essentially stopped new oil well approvals.

Turkey has suspended oil flows from Iraq over a dispute over payments. So far, there has
been little progress in freeing up these flows.

One of the surprises of the past year has been the rather modest increase in U.S. oil
production despite elevated prices. As we have noted in the past few months, higher
costs for drilling and financing issues have stifled output. Now, there are reports that
drilling rig counts are fading, suggesting that production may decline in the coming
months.

Geopolitical News:

India has been a major buyer of Russian crude oil, but the two nations have struggled to
establish payments. India has been paying in INR, but the Russians have discovered that
the usefulness of INR is limited due to the lack of deep Indian financial markets and
capital controls. And so, to facilitate further sales and avoid USD transactions, Russia
and India have agreed to transact in CNY. It’s unclear how much is being done in the
Chinese currency and what India’s CNY reserve status is at the moment. However, if
this continues, then at some point India will need to run a trade surplus with China to
acquire CNY. We doubt China will support that outcome.

Israel is working to improve relations with Azerbaijan. The Israeli defense minister has
visited the country recently. At the same time, Azerbaijan is working to improve
relations with Iran as well.

Russia recently suggested that the UAE had the rightful claim to the Greater and Lesser
Tunbs and Abu Musa, three islands in the Persian Gulf that are controlled by Iran. The
Iranians were not pleased. Although Iran and Russia have seen relations improve
recently, there have been notable differences over the years that still affect the
relationship.

As part of the thaw in Saudi/lranian relations, the KSA, Kuwait, and Iran may be working
to jointly develop offshore natural gas in the Persian Gulf.

In response to Iran’s interdiction of Persian Gulf shipping, the U.S. is increasing its
deployment of F-16s to the region. The U.S. has also moved F-35s and a destroyer to
protect shipping. There is also talk of boosting air defense systems in Iragi Kurdistan as
Iran has also been threatening that region.

The morality police in Iran were sidelined during last year’s headscarf protests. The police
have apparently returned, along with a crackdown on women not wearing the hijab.

Although sanctions on Russian energy sales have affected global oil supply, they haven’t
really prevented Russian oil from entering the market. The sanctions have reduced the
Russian revenues from oil sales (evading sanctions costs money), but the Russian
economy continues to muddle through, although there is increasing evidence that
economic conditions are deteriorating. Essentially, Western nations really didn’t want to
shut off the flow of Russian oil, but they just didn’t want to pay high prices due to
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https://www.reuters.com/business/energy/california-new-oil-well-approvals-have-nearly-ground-halt-data-show-2023-07-13/
https://amwaj.media/article/deep-dive-will-turkey-agree-to-resume-oil-shipments-from-northern-iraq
https://www.wsj.com/articles/the-shale-industry-is-dropping-drilling-rigs-fast-adb1ba0b?st=ezii60guup4pafa&reflink=desktopwebshare_permalink
https://www.wsj.com/articles/the-shale-industry-is-dropping-drilling-rigs-fast-adb1ba0b?st=ezii60guup4pafa&reflink=desktopwebshare_permalink
https://www.reuters.com/markets/currencies/india-russia-suspend-negotiations-settle-trade-rupees-sources-2023-05-04/
https://www.reuters.com/business/energy/india-refiners-start-yuan-payments-russian-oil-imports-sources-2023-07-03/
https://www.azernews.az/nation/212173.html
https://interfax.az/view/895522
https://interfax.az/view/895522
https://amwaj.media/media-monitor/backlash-against-russia-over-gcc-statement-highlights-lingering-iranian-mistrust
https://amwaj.media/media-monitor/backlash-against-russia-over-gcc-statement-highlights-lingering-iranian-mistrust
https://en.mehrnews.com/news/203154/Russian-ambassador-summoned-to-Iran-s-foreign-ministry
https://amwaj.media/media-monitor/will-iran-vs-kuwait-saudi-arabia-gas-clash-turn-into-trilateral-deal
https://news.usni.org/2023/07/17/u-s-sending-destroyer-f-35s-f-16s-to-protect-merchant-ships-in-middle-east?utm_source=substack&utm_medium=email
https://apnews.com/article/iran-russia-syria-military-fighter-jets-449a4c6fc9ab90981914c77e2d290f7f
https://www.wsj.com/articles/u-s-deploys-advanced-f-35-jets-destroyer-to-middle-east-to-brush-back-iranian-forces-7d9a92cf?st=fd7hstubgenjobs&reflink=desktopwebshare_permalink
https://amwaj.media/media-monitor/us-mulls-air-defenses-for-iraqi-kurdistan-as-iran-warns-of-renewed-strikes
https://www.timesofisrael.com/iran-brings-back-morality-police-says-women-without-headscarf-will-be-detained/
https://www.timesofisrael.com/iran-brings-back-morality-police-says-women-without-headscarf-will-be-detained/
https://www.nytimes.com/2023/07/17/world/middleeast/iran-women-protests-hijab.html?smid=url-share

sanctions. The real goal was to reduce Russian revenue, and in those terms, sanctions
have been generally effective.

o Saudi Arabia is increasing its imports of Russian petroleum products. We suspect
these are for reexport. Exporting product to friendly nations is one way Russia is
evading sanctions.

o Sanctions on Russian oil have benefited Venezuela and Iran, who have both seen
sanctions on their respective nations ease. Dubai has benefited by becoming the
place where Russian oil deals are consummated. The role of busting sanctions
used to belong to Switzerland; that has changed.

o Interestingly enough, the U.S. has also benefited from sanctions. The shift from
coal to oil disadvantaged Europe, which had plenty of coal but lacked oil. The
U.S. has attempted to use oil as a diplomatic tool to gain European compliance to
American policy goals. Europe, obviously wanting to avoid this pressure, and
against American opposition, bought Russian oil. The U.S. was open to Europe
buying oil from the Middle East as well, but Europe’s goal was diversity of
sources. The war in Ukraine has exposed the risks of being dependent on Russia,
which has led to a boom in U.S. oil and gas sales to Europe.

Schlumberger (SLB, $56.41) has finally ended sales to Russia.

Relations between the UAE and the KSA leaders have deteriorated recently. Mostly, it
appears to be driven by the goal of both leaders to project power in the region.

Alternative Energy/Policy News:

Solid state EV batteries could be the technology that moves transportation to electricity.
The batteries promise not only to recharge in a time frame similar to filling a car with
gasoline, but also to have a range that may exceed 700 miles per charge. Nio (NIO,
$10.48) announced it will start using these batteries. The current technology is still
emerging, but the more the industry moves to solid state, the quicker the transition is
likely to be.

o We continue to monitor the progress in not just solid state batteries, but cheaper
materials to make batteries. Lithium prices have soared as EV production rises,
so replacing such metals with cheaper alternatives would be another form of
progress.

The European heatwave, noted above, is boosting solar power output.

The EU is trying to use trade policy to secure critical EV metals. Mercosur and the EU
have been in trade negotiations for some time, but now the EV buildout is increasing
European’s interest in getting a deal done. However, for the Mercosur nations, the
echoes of colonialism continue, prompting resource nationalism.

o The U.S. Senate has approved a tax treaty with Chile, which could support lithium
imports.

o The Economist magazine notes that the process of energy conversion may not be
possible without buying such products from China.
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https://www.reuters.com/business/energy/saudi-arabia-imports-record-russian-fuel-oil-june-trade-grows-2023-07-13/
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https://www.ft.com/content/8bff8ed4-7fa6-460b-b394-2d752121b293?segmentId=98583035-ac35-a0ba-ed44-378e53f8caec
https://www.reuters.com/markets/commodities/oilfield-firm-slb-halts-all-shipments-russia-2023-07-14/
https://www.wsj.com/articles/frenemies-saudi-crown-prince-mbs-clashes-uae-president-mbz-c500f9b1?st=h1gc57nce477rdc&reflink=desktopwebshare_permalink
https://ts2.space/en/the-rise-of-solid-state-batteries-outpacing-traditional-lithium-ion-powerhouses/
https://www.vehiclesuggest.com/toyota-new-battery-tech-achieves-932-mile-range-in-10-minutes-of-charging/
https://www.topspeed.com/nio-first-evmaker-to-bring-solid-state-batteries/
https://cleantechnica.com/2023/07/14/sulfur-selenium-solid-state-battery-from-nasa-breaks-energy-storage-boundaries/
https://cleantechnica.com/2023/07/14/sulfur-selenium-solid-state-battery-from-nasa-breaks-energy-storage-boundaries/
https://www.reuters.com/article/column-maguire-energy/column-southern-europes-heatwave-fires-up-solar-output-maguire-idUKL1N3920E7
https://ec.europa.eu/commission/presscorner/detail/en/ip_23_1661
https://www.riotimesonline.com/brazil-news/new-multipolar-world-order/an-expression-of-neo-colonialism-germany-relies-more-than-ever-on-chile-for-its-supply-of-green-hydrogen-and-energy-transition-raw-materials/
https://www.geopoliticalmonitor.com/lithium-industry-us-senate-approves-critical-tax-treaty-with-chile/
https://www.economist.com/asia/2023/07/17/a-battery-supply-chain-that-excludes-china-looks-impossible
https://www.economist.com/asia/2023/07/17/a-battery-supply-chain-that-excludes-china-looks-impossible

e Chinese GDP data was disappointing, but two bright spots are EVs and solar panels.
China is aggressively building out battery storage which is critical to the expansion of
solar power.

e According to reports, China is aggressively hacking the U.S. energy grid and could use
cyberattacks on the grid in case of a war.

e One of the paradoxes of the energy transition is that environmental concerns about
mining key metals is hampering the expansion of supplies needed to replace fossil fuels.

o As the world scrambles for critical EV minerals, mining the deep sea is being
considered. Concerns about environmental damage are being raised.

o Maine has deposits of lithium, but the state prohibits commercial mining of the
resource.

e Clean hydrogen offers the promise of clean energy using the existing infrastructure.
However, it isn’t clear if that promise will ever materialize.

e A new deal to build and deploy small modular nuclear reactors in the Northwest shows
the steady growth and interest in this new technology.

e The CFTC is drafting guidance for the eventual creation of a carbon market. Economists
hold that the fastest way to address carbon reduction is to properly price it. Having this
trading done on exchanges is one way to create a market for carbon credits.

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
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