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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.

June 8, 2023

Oil prices continue to trade in the lower part of the trading range despite the Saudis’

announcement of a unilateral production cut.
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Commercial crude oil inventories fell 0.5 mb when compared to the forecast build of 1.5 mb.

The SPR fell 1.9 mb, putting the total draw at 2.3 mb.
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In the details, U.S. crude oil production rose 0.2 mbpd to 12.4 mbpd. Exports fell 2.4 mbpd,

while imports declined 0.8 mbpd. Refining activity jumped 2.7% to 95.8% of capacity.

Crude Qil Inventory Seasonal
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The above chart shows the seasonal pattern for crude oil inventories. After accumulating oil
inventory at a rapid pace into mid-February, injections first slowed and then declined. As the
average line shows, we are nearing the seasonal draw period, although that pattern has become
less reliable with the U.S. exporting crude oil.

OIL INVENTORIES AND PRICES OIL PRICES AND THE EURO
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Fair value, using commercial inventories and the EUR for independent variables, yields a price
of $59.61. 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. With another round of SPR sales
set to happen, the combined storage data will again be important.
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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 $93.27.

Market News:

e The outcome of the OPEC+ meeting was that the Kingdom of Saudi Arabia (KSA)
announced a large production cut independent of the rest of the cartel. The KSA will
lower its output to 9.0 mbpd, and oil prices initially rose on the announcement. Below
the surface, there are growing tensions within the cartel. OPEC traditionally sets output
quotas based on production capacity. However, transparency on capacity is lacking,
meaning that members have an incentive to overstate their capacity, which would then
lead to a higher quota. In recent years, the cartel has struggled to meet its production
quotas; in fact, their new term is “target,” which is telling. Saudi Arabia was pressing
African members to reduce their stated capacity which would mean lower quotas, but
naturally they resisted.

o What’s the motive for the KSA to go it alone? We presume there are three
reasons behind the decision. First, the IMF estimates that the kingdom needs an
oil price of $80 to meet its fiscal requirements. Now, obviously, the IMF is
calculating a total revenue number, so lowering production does reduce that
calculation unless the price exceeds the lost revenue from the production cut. We
suspect the crown prince has a price in mind and the oil minister had to hit it,
although it might be the case that the leadership has not thought through the full
ramifications. Second, we suspect MBS continues to harbor animosity toward the
Biden administration. It’s rather evident that there is a disparity between
Washington and Riyadh on oil pricing. The U.S. wants a price below $70 per
barrel, while the KSA wants a price north of $80. Higher gasoline prices are
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https://www.spa.gov.sa/en/ee2cec2d63c?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.spa.gov.sa/en/ee2cec2d63c?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.politico.com/news/2023/06/04/saudi-arabia-cuts-oil-output-million-barrels-00100122
https://www.reuters.com/business/energy/opec-meets-debate-production-quotas-new-cut-sources-2023-06-04/
https://www.cnbc.com/2023/06/05/opec-oil-prices-pop-after-saudi-arabia-pledges-production-cuts.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.ft.com/content/05d3a7b5-b9c9-43ec-ac53-f8b7b51cbbe2?utm_source=GZERO+Daily&utm_campaign=6d44aa4c98-EMAIL_CAMPAIGN_2023_06_05_11_03&utm_medium=email&utm_term=0_e605619869-6d44aa4c98-%5BLIST_EMAIL_ID%5D
https://www.ft.com/content/05d3a7b5-b9c9-43ec-ac53-f8b7b51cbbe2?utm_source=GZERO+Daily&utm_campaign=6d44aa4c98-EMAIL_CAMPAIGN_2023_06_05_11_03&utm_medium=email&utm_term=0_e605619869-6d44aa4c98-%5BLIST_EMAIL_ID%5D
https://www.bloomberg.com/news/articles/2023-06-05/how-midnight-opec-dealmaking-won-gulf-unity-at-africa-s-expense#xj4y7vzkg
https://www.wsj.com/articles/saudi-arabia-some-opec-members-clash-over-oil-production-quotas-87f43f0c?st=z5qnl31rv8fvuv3&reflink=desktopwebshare_permalink
https://www.ft.com/content/f144b153-840a-461f-ab2c-c1400c1171b5
https://www.ft.com/content/f144b153-840a-461f-ab2c-c1400c1171b5
https://apnews.com/article/opec-oil-prices-saudi-arabia-russia-8d70999cb8258aebc3edbfdfcae278b7

politically unpopular and this action has the potential to cause just that. SoS
Blinken is in the KSA, so the decision to cut production will surely make talks
contentious. We do note Blinken’s trip is centered on the KSA normalizing
relations with Israel. Saudi Arabia has indicated that in exchange for recognizing
Israel, Riyadh wants Israel to transfer its civilian nuclear technology. Third, the
KSA may view the voluntary cut as a way to gain further control over the oil
market. If the kingdom is holding onto the bulk of the excess reserves, it will take
over the role of swing producer. It’s notable that the Saudis gave up this role in
1985, triggering a near collapse in prices. It may be that the new generation of
leadership is simply unaware of this history. The role only works if no other
nations expand capacity. It’s interesting that the Saudis didn’t ask Russia or the
UAE for cuts, which further isolates the KSA in the cartel.

o Either the Saudis really need higher oil prices, or they are assuming that other
suppliers won’t fill the gap created by the KSA cut.

o The cartel did agree to consider lower production targets for 2024.

China is starting a deep well project in Xinjiang which is projected to drill down 36k feet;
ostensibly, this is a science project, but there is also talk about trying to engage in deep
earth oil exploration. Recent comments from President Xi about oil independence are
driving these sorts of projects.

Various dredging projects off the coast of Texas are allowing larger tankers to load up
Texas oil for export.

The U.S. rig count has dropped, raising fears about future U.S. oil production. We also
note that operating conditions appear to be deteriorating. At the same time, Exxon
(XOM, $105.73) claims that refracking existing U.S. wells could double output.

Saudi Arabia is looking to invest in Iraq’s natural gas industry.

Environmentalists are targeting LNG exports by forcing insurance companies to stop
providing coverage.

Geopolitical News:

We have written on the de-dollarization in oil markets. We are now hearing about the
downsides since Russia is apparently sitting on billions of INR and is struggling to do
something with them. India has capital controls that restrict Russia’s access to India’s
capital markets, and it isn’t obvious whether the forex markets can absorb Russia’s sale
of its holdings.

There are reports that Ukraine planned the attack on the Nord Stream pipelines and the
U.S. was aware of the plans. This news adds to the likelihood that Ukraine was
responsible for the attack. If so, this would likely strain relations with Germany.

European nations and the U.S. are restarting talks on how to deal with Iran’s nuclear
program. Recent reports about Iran’s enrichment program and the hardening of its
research sites are leading to an attempt to return to diplomacy.
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https://apnews.com/article/opec-oil-prices-saudi-arabia-russia-8d70999cb8258aebc3edbfdfcae278b7
https://www.state.gov/secretary-blinkens-travel-to-saudi-arabia/?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.state.gov/secretary-blinkens-travel-to-saudi-arabia/?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://twitter.com/TomKloza/status/1665429656839888897?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://twitter.com/TomKloza/status/1665429656839888897?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.nytimes.com/2023/06/05/us/politics/saudi-arabia-israel-biden.html?smid=url-share
https://www.nytimes.com/2023/06/05/us/politics/saudi-arabia-israel-biden.html?smid=url-share
https://www.al-monitor.com/originals/2023/06/israel-undecided-saudi-arabias-demand-civil-nuclear-technology?utm_medium=email&utm_campaign=daily%206623%20June%206%202023%20249&utm_content=daily%206623%20June%206%202023%20249+CID_a4a32d55bf10dd2925ded313d8eec923&utm_source=campmgr&utm_term=Israel%20undecided%20on%20Saudi%20Arabias%20demand%20for%20civil%20nuclear%20technology
https://www.energyintel.com/00000188-8c77-dd1b-abbe-9f7f97780000
https://www.energyintel.com/00000188-8c77-dd1b-abbe-9f7f97780000
https://www.tbsnews.net/bloomberg-special/saudi-arabias-solo-oil-production-cut-risky-strategy-644446
https://www.tbsnews.net/bloomberg-special/saudi-arabias-solo-oil-production-cut-risky-strategy-644446
https://www.ft.com/content/273211ee-f6c9-4904-9809-2952844369a9?segmentId=98583035-ac35-a0ba-ed44-378e53f8caec
https://www.ft.com/content/273211ee-f6c9-4904-9809-2952844369a9?segmentId=98583035-ac35-a0ba-ed44-378e53f8caec
https://www.reuters.com/business/energy/saudi-arabias-icing-cake-oil-cut-could-feed-us-producers-2023-06-05/
https://www.reuters.com/business/energy/saudi-arabias-icing-cake-oil-cut-could-feed-us-producers-2023-06-05/
https://www.ft.com/content/8402c507-945f-46c8-b941-a61191ae9617?segmentId=98583035-ac35-a0ba-ed44-378e53f8caec
https://www.reuters.com/business/energy/how-opec-deal-cuts-oil-supply-until-end-2024-2023-06-05/
https://www.theguardian.com/world/2023/jun/06/china-begins-drilling-one-of-worlds-deepest-holes-in-hunt-for-discoveries-deep-inside-the-earth?utm_source=GZERO+Daily&utm_campaign=591ba71494-EMAIL_CAMPAIGN_2023_06_07_10_54&utm_medium=email&utm_term=0_e605619869-591ba71494-%5BLIST_EMAIL_ID%5D
https://www.reuters.com/business/energy/sinopec-strikes-oil-gas-extra-deep-well-chinas-tarim-basin-2023-05-02/
https://www.reuters.com/business/energy/sinopec-strikes-oil-gas-extra-deep-well-chinas-tarim-basin-2023-05-02/
https://rbnenergy.com/gulf-deep-mountain-high-the-race-to-build-texass-first-offshore-crude-export-terminal
https://www.reuters.com/markets/commodities/us-oil-rig-count-falls-by-most-since-september-2021-baker-hughes-2023-06-02/
https://www.mrt.com/business/oil/article/permian-operators-pbpa-alarmed-recent-rise-18130091.php
https://oilprice.com/Energy/Energy-General/ExxonMobil-New-Fracking-Technology-Can-Double-Oil-Output.html
https://oilprice.com/Energy/Natural-Gas/Aramco-Eyes-Major-Opportunity-In-Iraq.html
https://www.eenews.net/articles/a-new-energy-battleground-insurance-for-lng-terminals/
https://www.eenews.net/articles/a-new-energy-battleground-insurance-for-lng-terminals/
https://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_03_06_2023.pdf
https://www.businessinsider.in/policy/economy/news/russia-doesnt-know-what-to-do-with-the-1-billion-in-rupees-it-is-amassing-in-india-each-month/articleshow/100676904.cms#:~:text=However%2C%20Russia's%20now%20having%20issues,to%20Bloomberg%20calculations%20on%20Thursday.
https://www.businessinsider.in/policy/economy/news/russia-doesnt-know-what-to-do-with-the-1-billion-in-rupees-it-is-amassing-in-india-each-month/articleshow/100676904.cms#:~:text=However%2C%20Russia's%20now%20having%20issues,to%20Bloomberg%20calculations%20on%20Thursday.
https://www.washingtonpost.com/national-security/2023/06/06/nord-stream-pipeline-explosion-ukraine-russia/?utm_source=ActiveCampaign&utm_medium=email&utm_content=The+GOP+Field+Takes+Shape&utm_campaign=The+GOP+Field+Takes+Shape
https://www.ft.com/content/9139fda2-ad65-4713-847e-58ec62a05bde

o The U.S. and U.K. navies responded to a merchant vessel in the Strait of Hormuz
that was being harassed by IRGC speedboats. Iran, meanwhile, announced a new
regional maritime alliance that would exclude the U.S. We struggle to see why
nations like the UAE or Saudi Arabia would join with Iran on such a pact (given
that Iran is the instigator of maritime problems in the Gulf), but the announcement
is a development that we will be tracking going forward.

o lran appears to be backing away from the purchase of Su-35s from Russia.

o The UAE is engaging with Iran while at the same time trying to obtain security
guarantees from the U.S. The UAE may be trying to determine how far the U.S.
will go in providing security to the region, and if the guarantees are seen as
lacking, the emirate may decide it needs to have better relations with Tehran.

o Iran has unveiled a missile it claims to be hypersonic. Such missiles can
generally evade existing defense systems; thus, the announcement is raising
concerns, especially for Israel. In response, the U.S. has added even more
sanctions on Iranian and Chinese entities involved in Iran’s missile program.

Venezuelan President Maduro is visiting the KSA this week to discuss various
investment ideas. Venezuela was under sanction, but the Biden administration has eased
restrictions to reduce oil prices. The visit, occurring just before SoS Blinken arrives in
the KSA, is an interesting juxtaposition.

Alternative Energy/Policy News:

We have been noting the rise in resource nationalism. Mexico is becoming more
agagressive in restricting foreign company access to its mining resources, which could
boost prices on key metals.

Texas is an energy powerhouse. Not only does the state produce the most crude oil but it
is also a leading producer in wind, solar, and nuclear power. State lawmakers were
considering bills to curb wind and solar projects, but those bills appear to have mostly
died. In many respects, Texas is a prime example of the “all of the above” solution to
energy issues.

Climate change concerns are causing some parts of the U.S. to become uninsurable.

As we have noted over the past few weeks, China dominates the solar energy industry. It
has been the low-cost producer of panels and other components. However, the U.S. is
now subsidizing this industry and there are signs that firms that have previously struggled
to survive against China are now seeing a way forward.

China’s BYD (BYDDY, $64.40) has moved up in the rankings of suppliers of EV
batteries. It is now second only to Contemporary Amperex Technology Co. (300750.SZ,
CNY, 207.30) after overtaking LG Electronics (066570.KS, KRW, 125,700). The fact
that two Chinese companies dominate the EV battery market highlights the difficulty that
the auto industry will have in isolating China. As we have noted in recent reports,
China’s EV industry has rapidly become world class, putting the West in a difficult spot.
If the goal is rapid adoption of EVs for energy transition purposes, it makes more sense to
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https://www.navy.mil/Press-Office/News-Stories/Article/3416113/us-uk-navies-respond-to-merchant-vessel-distress-call-in-strait-of-hormuz/
https://amwaj.media/media-monitor/iranian-talk-of-new-naval-alliance-puts-focus-on-regional-buy-in
https://amwaj.media/media-monitor/iranian-talk-of-new-naval-alliance-puts-focus-on-regional-buy-in
https://amwaj.media/media-monitor/downplaying-speculation-iran-hedges-on-su-35-purchase-from-russia
https://amwaj.media/media-monitor/amid-tensions-with-us-over-security-guarantees-uae-advances-engagement-with-iran
https://amwaj.media/media-monitor/amid-tensions-with-us-over-security-guarantees-uae-advances-engagement-with-iran
https://www.al-monitor.com/originals/2023/06/iran-unveils-first-hypersonic-missile-fattah-says-no-system-can-intercept-it?utm_medium=email&utm_campaign=daily%206623%20June%206%202023%20249&utm_content=daily%206623%20June%206%202023%20249+CID_a4a32d55bf10dd2925ded313d8eec923&utm_source=campmgr&utm_term=Iran%20unveils%20first%20hypersonic%20missile%20Fattah%20says%20no%20system%20can%20intercept%20it
https://www.reuters.com/world/middle-east/us-slaps-sanctions-iranian-chinese-targets-action-over-tehrans-missile-military-2023-06-06/
https://www.reuters.com/world/middle-east/us-slaps-sanctions-iranian-chinese-targets-action-over-tehrans-missile-military-2023-06-06/
https://home.treasury.gov/news/press-releases/jy1524?utm_source=substack&utm_medium=email
https://www.al-monitor.com/originals/2023/06/venezuelas-maduro-visit-saudi-arabia-another-signal-us?utm_medium=email&utm_campaign=daily%206623%20June%206%202023%20249&utm_content=daily%206623%20June%206%202023%20249+CID_a4a32d55bf10dd2925ded313d8eec923&utm_source=campmgr&utm_term=Venezuelas%20Maduro%20visit%20to%20Saudi%20Arabia%20is%20another%20signal%20to%20US
https://www.ft.com/content/5424e057-e0bf-42eb-907e-af63683452a9?segmentId=98583035-ac35-a0ba-ed44-378e53f8caec
https://www.ft.com/content/5424e057-e0bf-42eb-907e-af63683452a9?segmentId=98583035-ac35-a0ba-ed44-378e53f8caec
https://www.eia.gov/energyexplained/oil-and-petroleum-products/where-our-oil-comes-from.php
https://www.usnews.com/news/best-states/slideshows/these-states-use-the-most-renewable-energy
https://www.wsj.com/articles/renewable-energy-avoids-nightmare-scenario-in-texas-f3d1f096?st=4e6asg0gx9vce2z&reflink=desktopwebshare_permalink
https://www.wsj.com/articles/renewable-energy-avoids-nightmare-scenario-in-texas-f3d1f096?st=4e6asg0gx9vce2z&reflink=desktopwebshare_permalink
https://cleanpower.org/wp-content/uploads/2023/05/2022-ACP-Annual-Report_Public.pdf
https://www.axios.com/2023/06/06/climate-change-homeowners-insurance-state-farm-california-florida?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.wsj.com/articles/a-u-s-startups-15-year-struggle-to-survive-chinas-solar-grip-e964f3d1?st=3zgtgq0w48xjto5&reflink=desktopwebshare_permalink
https://sc.mp/80qp?utm_source=copy_link&utm_medium=share_widget&utm_campaign=3223117
https://sinocism.com/p/sinocism-podcast-tu-le-of-sino-auto#details
https://www.wsj.com/articles/chinas-ev-juggernaut-is-a-warning-for-the-west-1389f718

import Chinese EVs; however, such a policy will likely devastate the auto sector in the
West and undermine the re-industrialization process. On the other hand, restricting
imports will drive up costs and slow the energy transition. We note that China’s export
data for May was disappointing, but one bright spot has been EV exports.
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(Source: Capital Economics)

e Hydrogen remains a potential replacement for hydrocarbons. However, the production of
hydrogen can come from both “dirty”” and “clean” production methods, which has led to a
color coding of hydrogen. The Biden administration is trying to create a regulatory path
for fostering the development of the fuel that will go along with a subsidy program to
boost production. The subsidy program still requires decisions about what will be
covered. The industry wants loose standards, while environmentalists are pressing for
only the “greenest” of sources. Although we don’t know the outcome yet, this
administration tends to try to split the middle on these issues, which will tend to please no
specific group.

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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