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.

November 16, 2023

Note: Due to the Thanksgiving Day holiday, the next report will be issued November 30.

Crude oil prices have retreated from their early October highs.
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Commercial crude oil inventories rose 0.8 mb compared to forecasts of a 2.0 mb build. The SPR
was unchanged, which puts the net build at 0.8 mb.
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In the details, U.S. crude oil production was steady at 13.2 mbpd. Exports rose 0.4 mbpd, while
imports were unchanged. Refining activity rose 0.9% to 86.1% of capacity. Refinery activity
has started its seasonal recovery which should last into December.

Crude Qil Inventory Seasonal

115
110
105 Do
100 m o
95

90

85

= = I w w = L [=3] [=3] ] =] =] o = = = = =
e g2 L v s~ L 2 2 AJd 2 2 0L B B B2 QR
[=3] e = = [ P = Il [ = = [ = — — s e .
T ] ] = = = I T w + ™ u u [=3] =] = =] [n]
] S S - e e . [ . . [ . . . | ] S w
= [ [ [ [ [ [ = [ [ = [ [ [ — — [ ~—
[ = = = = = = [ = = [ = = = [ [ = [
w [ [ [ [ [ [ w [ [ w [ [ [ = = [ =
w w w w w w w w w w w [ [ w [

w w w

e \yorage e=@em2(022 2023

(Sources: DOE, CIM)

The above chart shows the seasonal pattern for crude oil inventories. We continue to see lower-
than-normal inventory accumulation although the gap to average is narrowing.
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Fair value, using commercial inventories and the EUR for independent variables, yields a price
of $67.53. However, given the level of geopolitical risk in the market, we are not surprised that
oil prices are well above this model’s fair value.
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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 late 1984. Using total stocks
since 2015, fair value is $91.44.

Market News:

The IEA released its November oil market report, covering the month of October. Rising
U.S. and Brazilian oil production lifted global production to 102.0 mbpd. Demand is also
expected to be 102.0 mbpd, meaning that inventory accumulation will remain modest.
Demand next year is expected to rise to a modest 0.9 mbpd. The IEA estimates that
OPEC+ has 5.1 mbpd of spare capacity of which the Kingdom of Saudi Arabia (KSA)
has 3.2 mbpd.

o Forecasts from the EIA indicate that the Permian Basin will continue to show
production growth, but overall shale production is expected to decline.

As world leaders prepare for COP28, we see a divergence between promises and
behaviors. Despite promises of reduced carbon emissions, nations around the world
continue to expand fossil fuel production. This is a classic example of the “free rider”
problem, which states that an individual benefits from good but costly behavior, but
benefits more from other’s good but costly behavior. And so, no one does anything, but
expects others to “do good.” Without an enforcement mechanism, carbon reduction is
just talk.

This year is shaping up to be one of the warmest on record, with October shattering
records. The overall upward trend in temperatures is being bolstered by the sunspot
cycle, El Nifio, and an undersea volcanic eruption earlier this year. If this warmth
continues, it will be bearish news for natural gas, propane, and heating oil.

Environmentalists are targeting the U.S. LNG industry on the grounds of excessive
methane emissions. Methane often leaks from natural gas wells and is a potent
greenhouse gas. However, if these activists are successful, it puts European energy
security at risk.
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https://www.iea.org/reports/oil-market-report-november-2023
https://oilprice.com/Latest-Energy-News/World-News/EIA-Revises-Permian-Oil-Outlook.html
https://oilprice.com/Latest-Energy-News/World-News/EIA-Revises-Permian-Oil-Outlook.html
https://www.wsj.com/science/environment/fossil-fuel-emissions-pledge-climate-warming-united-nations-0334b862?st=0dtxt1mlcsvt9th&reflink=desktopwebshare_permalink
https://www.axios.com/2023/11/09/climate-change-extreme-heat?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.ft.com/content/3ea3a692-dc36-4748-b3c3-d0c8bba5b86f?segmentId=114a04fe-353d-37db-f705-204c9a0a157b
https://weather.com/storms/winter/news/2023-11-03-strong-el-nino-winter-recent-cases
https://www.eia.gov/todayinenergy/detail.php?id=60962
https://substack.com/inbox/post/138839065https:/substack.com/inbox/post/138839065

Geopolitical News:

Hamas has confirmed that it attacked Israel on fears that its interests were being ignored.
The Saudi talks to normalize relations with Israel heightened worries that the Palestinian
cause was being forgotten. Despite the attacks, there are reports that the KSA is still
interested in continuing talks with Israel.

o Although the markets are acting as if the threat of regionalization has ended, in
reality, the risk remains. Iranian proxies have been attacking U.S. bases in the
region and the American miliary has responded.

o The Houthis have shot down a U.S. MQ-9 Reaper drone that was said to be over
international waters.

o CIA Chief Burns has visited Qatar to try and keep the conflict in Gaza contained.

Oil executives note that geopolitical risks are intensifying quickly. The
acknowledgement of new risks will change the behavior of firms. We could see less
interest for projects located in geopolitically risky areas, and a desire to hold more
inventory may develop. The recognition of a new risk environment is a significant
change.

o ExxonMobil (XOM, $104.85) has agreed to exit the West Qurna 1 oil field
project in Iraq with PetroChina (601857, CNY, 7.14) agreeing to be the
replacement.

India has reduced its oil import costs by purchasing Russian crude oil.

As Russia has almost completely ended piped natural gas exports to Europe, it is trying to
sell its excess supply in the LNG market. The U.S. is moving to prevent that from
happening by sanctioning buyers of LNG from Russia’s Arctic LNG2 project. North
America is rapidly building out LNG capacity.

o Meanwhile, nearly all Russian oil sales are currently above the $60 per barrel cap.
Creating a “ghost fleet” of tankers and buyers willing to accept shipments without
Western insurance has been the key to avoiding the cap. The U.S. is trying to
increase compliance efforts, but these efforts have not tightened supplies so far.
Denmark is considering steps that would prevent Russian oil tankers from exiting
the Danish straits.

Alternative Energy/Policy News:

A key element of the energy transition is electrification, which requires copper. We saw
the U.S. kill a proposed copper project in Alaska earlier this year, and now Panama has
seen protests against another project. Although we understand that local interests need to
be considered due to the disruption caused by mining, it is unclear where the copper will
come from to meet the demands of the energy transition.

o At the same time, currently weak prices for copper, reflecting a slowing global
economy, is dampening enthusiasm for mining investment.
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https://www.nytimes.com/2023/11/08/world/middleeast/hamas-israel-gaza-war.html?smid=url-share
https://www.axios.com/2023/10/31/saudi-megadeal-normalization-israel-biden
https://www.axios.com/2023/10/31/saudi-megadeal-normalization-israel-biden
https://www.reuters.com/world/middle-east/us-forces-under-fire-middle-east-america-slides-towards-brink-2023-11-09/
https://news.usni.org/2023/11/08/houthis-shoot-down-u-s-mq-9-reaper-over-red-sea?utm_source=substack&utm_medium=email
https://www.cbsnews.com/news/william-burns-doha-amid-israel-hamas-conflict-hostages/?utm_source=substack&utm_medium=email
https://www.ft.com/content/431fccf7-7692-441f-b20f-d2fdfbd04f2c?segmentId=114a04fe-353d-37db-f705-204c9a0a157b
https://www.reuters.com/business/energy/petrochina-replace-exxon-lead-contractor-iraqs-west-qurna-1-oilfield-oil-2023-11-11/
https://www.reuters.com/business/energy/russian-oil-shaves-indias-import-costs-by-about-27-bln-2023-11-08/
https://www.ft.com/content/68190f21-d8b0-4b52-992d-37f620b4fb3a
https://www.ft.com/content/68190f21-d8b0-4b52-992d-37f620b4fb3a
https://www.eia.gov/todayinenergy/detail.php?id=60944
https://www.eia.gov/todayinenergy/detail.php?id=60944
https://www.ft.com/content/09e8ee14-a665-4644-8ec5-5972070463ad
https://www.reuters.com/business/energy/us-sends-notices-30-ship-managers-over-suspected-russia-oil-violations-2023-11-13/
https://www.reuters.com/business/energy/us-sends-notices-30-ship-managers-over-suspected-russia-oil-violations-2023-11-13/
https://www.ft.com/content/6409ed38-73f4-46b3-b0f1-649c5e5b79db?emailId=26b0b6aa-20fa-4231-a55f-57a06b05cd38&segmentId=13b7e341-ed02-2b53-e8c0-d9cb59be8b3b
https://www.washingtonpost.com/world/2023/11/07/panama-city-protests-copper-mine-deaths/?lh_aid=4750851&lh_cid=zdwq29fxf1&di=4e36e7b1e4c341a7f4008603ba6fa12c
https://www.wsj.com/finance/commodities-futures/copper-market-slump-threatens-shift-to-wind-power-electric-cars-d2370798?st=xlkc702v2dkt3k8&reflink=desktopwebshare_permalink

o ExxonMobil plans to open a lithium project in Arkansas in 2027; the company
appears to be hedging its oil and gas business.

o China’s dominance in rare earths is well known. Automakers are looking to use
less of these metals to reduce China’s influence.

e A new climate report suggests that climate effects are having sizable financial
consequences as well. The costs of addressing storms in the U.S. is leading to increases
in insurance costs.
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e A township board in Michigan has been recalled after it approved tax incentives for a
Chinese car battery installation.

e EVsalesinthe U.S. are slowing, so automakers are increasing discounts to lure buyers.
High costs and range anxiety are hurting sales. Research suggests that EV's have fewer
miles driven compared to gasoline vehicles, suggesting that EV owners are using the
vehicles as “town cars” while still using gasoline cars for distance driving.

e The Utah Associated Municipal Power Systems, an agency representing 50-community
owned utilities, canceled a small nuclear modular reactor purchase, citing cost overruns.
Small modular nuclear reactors hold the promise of lowering costs because the units are
scalable; however, the first one won’t be. The idea still has promise, but what this shows
is that it will take a strong financial commitment for this concept to work.

o On the positive side, a new facility will be able to produce high-assay, low-
enriched uranium on U.S. soil for the first time. Up until now, the U.S. had been
getting this fuel from Russia. The ability to produce this fuel will allow the U.S.
to build out advanced nuclear reactors and complete much of the fuel cycle.
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https://www.bloomberg.com/news/articles/2023-11-13/exxon-aims-to-become-a-leading-lithium-supplier-for-evs-by-2030?accessToken=eyJhbGciOiJIUzI1NiIsInR5cCI6IkpXVCJ9.eyJzb3VyY2UiOiJTdWJzY3JpYmVyR2lmdGVkQXJ0aWNsZSIsImlhdCI6MTY5OTg5NTQyMCwiZXhwIjoxNzAwNTAwMjIwLCJhcnRpY2xlSWQiOiJTM1hGOFpEV1JHRzAwMSIsImJjb25uZWN0SWQiOiJFQjAzMDE3NEQ3Q0U0RjlEODQzMjdBQkIzNEI2MkFDQSJ9.qIhHgj7jjPpAUym3p1MkV7vBr0bVlyOCijlYp_0CDoA
https://www.reuters.com/business/autos-transportation/automakers-drive-avoid-chinas-ev-rare-earth-dominance-gathers-speed-2023-11-14/
https://www.reuters.com/business/autos-transportation/automakers-drive-avoid-chinas-ev-rare-earth-dominance-gathers-speed-2023-11-14/
https://nca2023.globalchange.gov/
https://www.axios.com/2023/11/14/major-new-climate-report-us-hit-hard-climate-change?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.axios.com/2023/11/14/major-new-climate-report-us-hit-hard-climate-change?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top
https://www.detroitnews.com/story/news/local/michigan/2023/11/07/gotion-big-rapids-green-township-board-recalls-chinese-battery-parts-manufacturer-plant/71496802007/
https://www.nytimes.com/2023/11/07/business/energy-environment/electric-vehicles-sales.html?smid=url-share
https://www.ft.com/content/ae42f287-e325-423b-9e69-03416a3826ba?segmentId=114a04fe-353d-37db-f705-204c9a0a157b
https://techxplore.com/news/2023-11-electric-vehicles-driven-gas-cars.html
https://techxplore.com/news/2023-11-electric-vehicles-driven-gas-cars.html
https://www.woodmac.com/news/opinion/major-setback-for-nuclear-power/?utm_source=inside-track&utm_medium=email&utm_content=nuculear-13nov2023-iss249&utm_campaign=inside-track-nov-2023
https://www.nuscalepower.com/en
https://spectrum.ieee.org/amp/nuclear-power-plant-2666199640-2666199640
https://spectrum.ieee.org/amp/nuclear-power-plant-2666199640-2666199640

e China currently controls about 80% of solar module production capacity. This
dominance likely means that nations much either buy from China or pay high prices for
domestically produced panels. China appears to be deploying export promotion to
support its slow economy, which could lead to gluts in other alternative energy products.

e Rapidly rising costs for wind turbines are leading to cancelled projects or attempts to
renegotiate prices. If governments don’t get involved, wind projects may stall. Parts
companies for windmills indicate that wind goals set for 2030 will not be met.

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.woodmac.com/news/opinion/how-will-chinas-expansion-affect-global-solar-module-supply-chains/
https://www.wsj.com/economy/trade/china-is-making-too-much-stuffand-other-countries-are-worried-f949cd27?st=468dkh9uivr7iy6&reflink=desktopwebshare_permalink
https://www.ft.com/content/87be9193-f110-48d8-8ebd-fa166ab6e489
https://www.ft.com/content/87be9193-f110-48d8-8ebd-fa166ab6e489
https://www.ft.com/content/87be9193-f110-48d8-8ebd-fa166ab6e489?emailId=2522d0b3-6389-47d0-8864-e302d288cd1f&segmentId=7e94968a-a618-c46d-4d8b-6e2655e68320

