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Weekly Energy Update

By Bill O’Grady, Thomas Wash, and
Patrick Fearon-Hernandez, CFA

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.

March 3, 2022

Oil prices are moving sharply higher as sanctions expand against Russia.
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Crude oil inventories unexpectedly fell 2.6 mb compared to a 2.5 mb draw forecast. The SPR

declined 2.4 mb, meaning the net build was 5.0 mb.
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In the details, U.S. crude oil production was unchanged at 11.6 mbpd. Exports rose 1.1 mbpd,
while imports dropped by the same amount. Refining activity rose 0.3%.

Crude Qil Inventory Seasonal
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This chart shows the seasonal pattern for crude oil inventories. This week’s report shows we are
“splitting the difference” between last year’s plunge and the usual rise seen in the 5-year average.
Given all the turmoil in markets, it is more likely that inventories hold steady in the coming
weeks until refineries begin to ramp up for summer driving.

OIL INVENTORIES AND PRICES OIL PRICES AND THE EURO
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Based on our oil inventory/price model, fair value is $70.37; using the euro/price model, fair
value is $54.44. The combined model, a broader analysis of the oil price, generates a fair value
of $63.09. Current prices are being driven by ESG and geopolitics, so the usual impact of
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inventory and the dollar has been overwhelmed. However, the analysis shows that any sort of
normalization will likely lead to lower oil prices; presumably, “normalization” may not return
any time soon.

Market news:

e As part of the war response, the U.S. and other nations announced a 60 mb oil release
from SPRs. We are not sure this action will have much of a positive impact (it hasn’t
thus far). As we noted last week, we expect the correlation between price and inventory
to flip to positive in the coming weeks as consumers scramble to secure supply. One of
the primary reasons for creating SPRs was to discourage hoarding. If consumers believe
the SPRs can provide oil in a shortfall, they should be confident enough to avoid
hoarding. Unfortunately, the U.S. has been steadily releasing oil from the U.S. SPR, so
the psychological impact of the news has dampened.

o China’s decision to ADD to its SPR suggests that hoarding is likely starting to

spread.
Weekly SPR
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e This chart shows the weekly level of the SPR since August 1982. The current level, at
580 mb, is the lowest in nearly 20 years.

e Divestment efforts from fossil fuels continue, which will tend to reduce funds available
for investment.

Geopolitical news:

e Needless to say, the war in Ukraine is currently the most important geopolitical event.
The present situation is very fluid, and we recommend readers monitor our Daily
Comment for daily updates. The war in Ukraine and the subsequent sanctions are earth-
shattering, disrupting energy flows from a major oil producer. Although sanctions have
purposely attempted to carve out energy flows, self-sanctioning activity by firms is
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https://www.wsj.com/articles/oil-natural-gas-prices-vault-as-sanctions-threaten-russias-commodity-exports-11646049246?st=3h9twes6mflql7o&reflink=desktopwebshare_permalink
https://www.wsj.com/articles/oil-natural-gas-prices-vault-as-sanctions-threaten-russias-commodity-exports-11646049246?st=3h9twes6mflql7o&reflink=desktopwebshare_permalink
https://www.reuters.com/business/energy/exclusive-china-boosts-oil-reserves-ignoring-us-push-global-release-2022-02-25/
https://divestmentdatabase.org/about/
https://www.confluenceinvestment.com/category/daily-comment/
https://www.confluenceinvestment.com/category/daily-comment/
https://www.ft.com/content/5a7ea3b8-c446-46a9-a836-fce811a97069?emailId=621d69f9e5a026000408e415&segmentId=7e94968a-a618-c46d-4d8b-6e2655e68320
https://www.ft.com/content/5a7ea3b8-c446-46a9-a836-fce811a97069?emailId=621d69f9e5a026000408e415&segmentId=7e94968a-a618-c46d-4d8b-6e2655e68320
https://www.carbonbrief.org/qa-what-does-russias-invasion-of-ukraine-mean-for-energy-and-climate-change
https://www.axios.com/biden-challenge-putin-sanctions-energy-prices-oil-908e4504-8dda-49ad-be75-9877a770f069.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top/
https://www.wsj.com/articles/russia-scrambles-to-maintain-oil-sales-life-blood-of-economy-11646156655?st=wme5hqa4y2cvt21&reflink=desktopwebshare_permalink

leading to an unexpected disruption of the energy trade. Simply put, companies involved
in the energy trade, from shipping companies, pipelines, commercial consumers, and
banks that facilitate the energy trade, are worried about future sanctions and thus are
shying away from handling Russian energy. The spread between Urals crude oil and
Brent has widened dramatically as there is less of a market for Russian oil.

o The U.S. imports around 600 kbpd of oil and products from Russia; we expect
these sales to be cut off soon. Our best guess is that Canadian oil will replace the
lost Russian oil...at a higher price, of course.

o Supermajor oil firms that have had direct investment into the Russian oil industry
are beginning the process of selling these assets. Losing access to Western
drilling technology could hamstring Russia’s future oil production.

The nuclear deal negotiations with Iran are in the background of the Ukraine War.
Although we have been skeptical that a deal will be struck, the jump in oil prices creates
a strong incentive for the U.S. to reach some sort of arrangement in a bid to bring oil
prices down. A new snag has developed in the negotiations. Iran is blocking IAEA
inspectors, who are key to establishing Iran’s compliance with any pact. Although
successful talks will probably lead to a decline in oil prices, we doubt the drop will be
sustained.

o Iran and Qatar have agreed to 14 different issues in recent talks as Tehran
attempts to improve its standing in the world.

Further evidence that the Middle East is preparing for a post-U.S. world emerged recently
as Turkey and the UAE, who have been at odds in recent years, took steps to improve
relations.

Alternative energy/policy news:

It is not uncommon for environmental efforts to be reduced when oil prices rise. A recent
report from the U.N. suggests that the impact of climate change is rapidly growing and
could endanger about half the world’s population.

o Despite the potential for high oil and gas prices to undermine wind, solar, and
nuclear energy, we note that wind power companies recently bid aggressively for
ocean waters off the coast of New York.

It is often said that the U.S. government’s regulatory bodies represent a fourth branch of
government. This is because Congress often gives these agencies wide discretion in
executing policy, perhaps more than legislators intended. Justice Gorsuch has been
critical of this “4™ branch” and is expected to curtail its power in cases brought to the
Supreme Court. The court is considering whether to limit the EPA’s mandate on climate
change and force Congress to draw up legislation to address the matter. If the court
decides to limit regulators, it could slow the expansion of climate regulation.

Ford (F, USD, 18.19) announced it was splitting its business into EV and legacy units to
focus on the energy transition and eventually wind down the internal combustion engine
business. EV sales have been rising in recent years, and car companies expect higher
sales in the future.
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https://www.reuters.com/business/energy/us-has-not-sanctioned-russian-oil-traders-are-avoiding-it-2022-03-01/
https://www.ft.com/content/dc93a656-5305-4642-9bc5-6922e33faa06?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.neste.com/investors/market-data/urals-brent-price-difference#495522db
https://www.neste.com/investors/market-data/urals-brent-price-difference#495522db
https://www.eia.gov/dnav/pet/hist/LeafHandler.ashx?n=pet&s=mttim_nus-nrs_2&f=m
https://www.ft.com/content/d85c2133-8917-4a00-8fba-6cef570ed5b7?emailId=621d69f9e5a026000408e415&segmentId=7e94968a-a618-c46d-4d8b-6e2655e68320
https://www.nytimes.com/2022/02/27/business/bp-rosneft-oil-stake.html?smid=url-share
https://www.ft.com/content/8b4968fa-40d8-40ae-b2f9-f12cd8b23f9c?emailId=621bb39380237500047fd77e&segmentId=3d08be62-315f-7330-5bbd-af33dc531acb
https://www.wsj.com/articles/iran-blocking-u-n-atomic-agency-access-to-nuclear-related-sites-iaea-says-11631033269?st=imkm6o49ykxyl16&reflink=desktopwebshare_permalink
https://www.wsj.com/articles/iran-blocking-u-n-atomic-agency-access-to-nuclear-related-sites-iaea-says-11631033269?st=imkm6o49ykxyl16&reflink=desktopwebshare_permalink
https://www.aljazeera.com/news/2022/2/23/irans-president-raisi-says-14-agreements-signed-in-qatar?utm_source=Eurasia+Group+Signal&utm_campaign=b43fa19e28-EMAIL_CAMPAIGN_2022_02_24_12_32&utm_medium=email&utm_term=0_e605619869-b43fa19e28-134308033
https://amwaj.media/article/turkey-uae-reconciliation-erdogan-mbz
https://amwaj.media/article/turkey-uae-reconciliation-erdogan-mbz
https://www.axios.com/newsletters/axios-generate-4ab82a55-9896-4b6d-8ce0-1a4208a91f6d.html?chunk=0&utm_term=emshare#story0
https://www.ipcc.ch/report/ar6/wg2/
https://www.ipcc.ch/report/ar6/wg2/
https://www.ft.com/content/5de27c61-0095-4add-8076-7469b27a4bb8?emailId=621d69f9e5a026000408e415&segmentId=7e94968a-a618-c46d-4d8b-6e2655e68320
https://www.axios.com/newsletters/axios-generate-91561e8c-a736-4433-a1f6-570b60e9f1cf.html?chunk=0&utm_term=emshare#story0
https://www.ft.com/content/eb23b93d-929e-4a67-82f3-352fb9fc5030?emailId=621d69f9e5a026000408e415&segmentId=7e94968a-a618-c46d-4d8b-6e2655e68320
https://www.nytimes.com/2022/02/28/us/politics/supreme-court-climate-change.html?smid=url-share
https://www.nytimes.com/2022/02/28/us/politics/supreme-court-climate-change.html?smid=url-share
https://www.cnbc.com/2022/03/02/ford-splits-evs-and-legacy-autos-into-separate-units.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top

Number of U.S. light-duty electric vehicles sold
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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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