Weekly Energy Update

By Bill O’Grady, Thomas Wash, and
Patrick Fearon-Hernandez, CFA
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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 27, 2023
Oil prices have moved into the upper end of the trading range.
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Commercial crude oil inventories fell 0.6 mb, less than the 2.0 mb draw forecast. The SPR was
unchanged.

U.S. COMMERCIAL CRUDEOIL INVENTORIES U.S. COMMERCIAL CRUDE OIL INVENTORIES
600 600
550 4
500
500 4
4004 450 4
o m
= =
300 J 400 4
350 4
2004
300
&9 T T T T T T T T T T T T T T T T T 250 T T 1 T 1 L T 1 T 1 L L T 1 T T
20 30 40 50 &0 70 80 90 00 10 20 2006 2008 2010 2012 2014 2016 2018 2020 2022
Sources: DOE, CIM Sources: DOE, CIM

In the details, U.S. crude oil production fell 0.1 mbpd to 12.2 mbpd. Exports rose 0.8 mbpd,
while imports declined 0.8 mbpd. Refining activity fell 0.9% to 93.4% 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. Current inventories are
falling but at a slower-than-normal pace. If we follow the seasonal pattern, stockpiles should
continue to fall into mid-September.

OIL INVENTORIES AND PRICES OIL PRICES AND THE EURO
(2012 TO PRESENT) (2012 TO PRESENT)
600 1.5
o

560 4 e ﬂo P
. 0% o
2 520 4 o
£ op
o P ) s S::F
W 4g0 o 14
5 Pt C m
& 440 4 e ™ & opo ?
> 2
z & -]
S 400 o

3
360 °q§,1 <
320 , . ; : . 0.8 ; T T T T
0 20 40 60 80 100 120 0 20 40 60 80 100 120
WTI WTI
Sources: Haver Analytics, CIM [ sources: Haver Analytics. CIM

Fair value, using commercial inventories and the EUR for independent variables, yields a price
of $60.14. 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.
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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 $93.10.

Market News:

e The Biden administration is projecting it will make a modest purchase of SPR oil this
year, around 12 mb. Obviously, this amount pales in comparison to the sales over the
past 18 months. Part of the reason for the slow injection is that the infrastructure may not
be able to handle aggressive injections, but the bigger reason is that there is simply a lack
of urgency to refill the reserve. Some of the reluctance is due to cost; like dieting, saving
isn’t fun. Another reason is that the shale revolution means there is less vulnerability to
world events, and if the world reduces its use of oil, the SPR could become stranded.
Still, the SPR does act as a supply buffer, not just for the U.S. but the world. China has
been doing the opposite of the U.S., which is building its reserve. Of course, cheap
Russian oil has created this opportunity for Beijing.

e As India industrializes, its energy demand is rising. The country is becoming an
important source of incremental oil demand.

e Argentina is expanding its natural gas exports.

e Due to falling water levels, Kyrgyzstan has declared an energy emergency.

Geopolitical News:

e Although U.S. foreign policy has clearly signaled a desire to reduce its focus on the
Middle East, Washington has decided to expand its military capability in the region in
response to ship seizures by Iran. Iran’s behavior is clearly an irritant and distraction, but
it also shows that no other military is able to fill this stabilizing role in the near term.

o The U.S. is considering placing air defense systems in Iragi Kurdistan due to
threats from Iran.

o lran is equipping its navy with long-range cruise missiles.
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https://oilprice.com/Latest-Energy-News/World-News/Biden-Administration-Looks-To-Add-12-Million-Barrels-To-The-SPR-This-Year.html
https://oilprice.com/Energy/Crude-Oil/The-SPR-Could-Stay-Half-Empty-Forever.html
https://oilprice.com/Energy/Crude-Oil/The-SPR-Could-Stay-Half-Empty-Forever.html
https://www.bloomberg.com/news/newsletters/2023-07-20/us-shouldn-t-worry-too-much-about-refilling-its-strategic-reserve
https://www.bloomberg.com/news/newsletters/2023-07-20/us-shouldn-t-worry-too-much-about-refilling-its-strategic-reserve
https://oilprice.com/Energy/Energy-General/Indias-Oil-Demand-Is-Soaring.html
https://oilprice.com/Energy/Energy-General/Indias-Oil-Demand-Is-Soaring.html
https://www.ft.com/content/a3982bb1-75cb-4988-8677-07499337fbda?emailId=208c08a8-d506-4be1-b948-91764037c141&segmentId=7e94968a-a618-c46d-4d8b-6e2655e68320
https://www.kommersant.ru/doc/6123368
https://www.wsj.com/articles/u-s-sending-more-warships-marines-to-middle-east-amid-rising-tensions-with-iran-dfc3a048
https://amwaj.media/media-monitor/us-mulls-air-defenses-for-iraqi-kurdistan-as-iran-warns-of-renewed-strikes
https://www.iranintl.com/en/202307259607?utm_source=substack&utm_medium=email

o In recent reports, we have been documenting this summer’s heat across the
Northern Hemisphere. Iran is dealing with extreme levels of heat this year, which
is leading to water problems.

Iran has become closely allied with Russia and China, but apparently there are limits to
that alliance. Iran announced that its deal to buy Su-35 fighters from Russia has fallen
through. Although no official reason was given, it appears that Russia was
uncomfortable giving Iran its best military technology. Iran is also suggesting it has an
indigenous substitute.

The net effect of the Western sanctions against Russia has not been a reduction in oil
supplies, but rather a massive restructuring of the global oil market. One way the market
has changed is that the former dominant oil trading firms have shied away from Russian
trade, opening up opportunities for smaller firms to fill the gap created by sanctions.

o We are also seeing new buyers for U.S. crude oil as shipping patterns adjust.
Asian buyers are purchasing U.S. crude oil in the face of rising Middle Eastern
prices.

o Iraqg has been a conduit for Iran to evade sanctions. The U.S. has taken steps to
crack down on the illicit dollar trade between Irag and Iran by banning 14 Iraqi
banks from the dollar network.

China is taking steps to reduce its dependence on foreign energy supplies. Recently, it
has been drilling ultra-deep onshore wells in search of natural gas. Given the costs, this
investment is probably only justifiable on national security concerns. China is currently
the fourth largest producer of natural gas. Although official data is lacking, there is a
high likelihood that China is boosting imports to fill its SPR.

Afghanistan has struggled since the early part of the century. It harbored al Qaeda after
9/11, leading the U.S. to invade the country to oust the Taliban. The U.S. occupation
continued until 2021, when the Biden administration engineered a chaotic exit. The
Taliban returned to power, but to some extent, it was a Pyrrhic victory. Few nations
wanted to deal with the regime, and it has faced its own internal unrest. However, one
bright spot for the Taliban is that Afghanistan holds rich lithium deposits. China is
making inroads into Afghanistan, hoping to exploit this resource.

The Kingdom of Saudi Arabia and China continue to deepen their economic ties. Saudi
Aramco (2222, SAR, 32.25) recently completed a deal to take a 10% stake in China’s
petrochemical industry.

In Sweden, demonstrators have allegedly been burning Qurans; in response, the Swedish
embassy in Baghdad was stormed by protestors.

Oil and gas deposits in the eastern Mediterranean are becoming an important source of
hydrocarbons for the Middle East and Europe. The West is dominating this development,
acting as a counterweight to other Middle Eastern producers.
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https://www.axios.com/2023/07/20/world-heat-wave-records-us-europe-china?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.nytimes.com/2023/07/23/world/middleeast/iran-heat-water.html?smid=url-share
https://www.iranintl.com/en/202307203141
https://www.iranintl.com/en/202307203141
https://amwaj.media/media-monitor/has-iran-s-deal-to-acquire-russian-warplanes-collapsed
https://amwaj.media/media-monitor/has-iran-s-deal-to-acquire-russian-warplanes-collapsed
https://www.ft.com/content/dd0a0026-0972-45ed-9e62-1f0ea6c0ec58?emailId=d7d3ab78-3cef-49a5-bbe9-ecc59da71ed5&segmentId=13b7e341-ed02-2b53-e8c0-d9cb59be8b3b
https://oilprice.com/Energy/Crude-Oil/Little-Known-Traders-Are-Making-Major-Moves-With-Russian-Oil.html
https://oilprice.com/Latest-Energy-News/World-News/Asia-Snapping-Up-US-Crude-Oil-In-Near-Record-Amounts.html
https://www.reuters.com/world/middle-east/us-sanctions-14-iraqi-banks-crackdown-iran-dollar-trade-wsj-2023-07-19/
https://www.reuters.com/world/middle-east/us-sanctions-14-iraqi-banks-crackdown-iran-dollar-trade-wsj-2023-07-19/
https://sc.mp/7d5d?utm_source=copy_link&utm_medium=share_widget&utm_campaign=3228443
https://investingnews.com/top-natural-gas-producers/
https://oilprice.com/Latest-Energy-News/World-News/Chinas-Oil-Imports-Hit-New-Highs-Output-Soars.html
https://www.washingtonpost.com/world/interactive/2023/ev-lithium-afghanistan-taliban-china/
https://oilprice.com/Latest-Energy-News/World-News/Saudi-Aramco-Buys-34-Billion-Stake-In-Chinese-Petrochemical-Firm.html
https://oilprice.com/Latest-Energy-News/World-News/Saudi-Aramco-Buys-34-Billion-Stake-In-Chinese-Petrochemical-Firm.html
https://www.nytimes.com/2023/07/19/world/middleeast/iraq-sweden-embassy.html?smid=url-share
https://www.nytimes.com/2023/07/19/world/middleeast/iraq-sweden-embassy.html?smid=url-share
https://oilprice.com/Geopolitics/Middle-East/Why-Egypts-Oil-And-Gas-Discoveries-Are-Crucial-For-The-Region.html

Alternative Energy/Policy News:

When China restricted Japan’s access to rare earth minerals in 2010, it highlighted
China’s dominance in this market. In reality, rare earths are not all that rare. What
allowed China to dominate the market was that the mining and processing of these
minerals tend to be disruptive. China was simply willing to suffer the environmental
costs. But as other nations realized the vulnerability they faced from Beijing’s whims,
we have seen a concerted effort to build mining capacity outside of China. This report on
Sweden’s mining activity is an example.

The Inflation Reduction Act (IRA) provides subsidies to firms building clean energy
facilities in the U.S. Foreign firms have been aggressively taking advantage of the
opportunity. This outcome suggests foreign firms are participating in the
reindustrialization of the U.S.

o The IRA is also fostering the EV battery recycling industry. As EVs become
more prevalent, scrapping the vehicles after their useful life expires creates new
problems. Recycling the batteries reduces the problems of dealing with old EVs.

o In fact, recycling may be part of the solution in meeting the demand for EV
metals.

o The U.K. is also subsidizing battery production.

One of the favorable factors of markets is that prices signal to both consumers and
producers to adjust their behavior. The decentralized characteristic of markets creates
efficiencies that central planning, to date, hasn’t been able to duplicate. The EV
revolution will increase demand for copper, and as copper prices have increased,
producers are looking for ways to use less copper. Most of the adjustments, so far, have
been in modest engineering changes. We still expect copper demand to be strong in the
coming years, but the simple extrapolation of demand from current use is probably
overestimating future consumption.

o Another example of the evolution of the EV industry is the solid state battery.
Toyota (TM, $165.40) claims to have a battery with a 745 mile range.

The Greens in Germany are part of the currency ruling coalition. Ostensibly an
environmental party, it has moderated its positions over the years to increase its political
power. However, true to its roots, it has supported an aggressive policy stance of
replacing boilers in German homes with heat pumps. The plan has turned out to be very
unpopular and may undermine the current coalition.

EVs are fair weather vehicles, as it turns out. It’s well known that extreme cold weather
reduces battery range. Evidently, hot weather has an even greater negative effect.

The environmental movement is plagued by a purity constraint as virtually every
technical solution to an environmental problem will create an adverse impact on some
part of the ecosystem. A recent lawsuit against the EPA argues that biofuels likely
violate the endangered species act.
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https://cepr.org/voxeu/columns/revisiting-china-japan-rare-earths-dispute-2010#:~:text=Twelve%20years%20on%2C%20this%20is,(Wall%20Street%20Journal%202023).
https://www.npr.org/2023/07/18/1187075988/europe-rare-earth-sweden
https://www.wsj.com/articles/the-biggest-winners-in-americas-climate-law-foreign-companies-c672e09d?st=onlm8itvifg86n7&reflink=desktopwebshare_permalink
https://www.wsj.com/articles/the-biggest-winners-in-americas-climate-law-foreign-companies-c672e09d?st=onlm8itvifg86n7&reflink=desktopwebshare_permalink
https://www.wsj.com/articles/foreigners-will-benefit-from-u-s-climate-subsidies-and-that-is-good-news-142e1ac1?st=waindceu0ztgafo&reflink=desktopwebshare_permalink
https://www.reuters.com/business/autos-transportation/dead-ev-batteries-turn-gold-with-us-incentives-2023-07-21/
https://www.ft.com/content/cc6cc2bc-6028-4a2a-af29-0bbd4b839dd4?segmentId=98583035-ac35-a0ba-ed44-378e53f8caec
https://www.nytimes.com/2023/07/19/business/jaguar-land-rover-tata-battery-plant.html?smid=url-share
https://oilprice.com/Metals/Commodities/New-EV-Innovations-Put-A-Dent-In-Copper-Demand.html
https://oilprice.com/Metals/Commodities/New-EV-Innovations-Put-A-Dent-In-Copper-Demand.html
https://ts2.space/en/the-advent-of-solid-state-batteries-an-estimated-timeline/
https://www.msn.com/en-us/autos/news/with-the-745-mile-solid-state-battery-toyota-just-became-a-force-to-reckon-with/ar-AA1ecS3a
https://www.ft.com/content/21beeb8d-08de-46db-97c4-a976d3f0b90c?lh_aid=4750851&lh_cid=s3awbu4zg1&di=522ccfd9d3ab9bca78322c33cccd7749
https://www.ft.com/content/21beeb8d-08de-46db-97c4-a976d3f0b90c?lh_aid=4750851&lh_cid=s3awbu4zg1&di=522ccfd9d3ab9bca78322c33cccd7749
https://jalopnik.com/its-too-hot-for-evs-to-work-right-1850663950
https://www.theguardian.com/environment/2023/jul/24/lawsuit-us-epa-biofuel-production-harm
https://www.theguardian.com/environment/2023/jul/24/lawsuit-us-epa-biofuel-production-harm

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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