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What lies beneath the
subzero oil price?
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On

Monday, the price of West Texas Intermediate (WTI) crude (for next day

delivery) dropped into negative territory for the first time in history. How

could it be possible that one of the most used physical commodities in the

world was momentarily worth less than nothing? It is true that we are in an oil

glut, with coronavirus wiping out demand, pushing storage terminals towards

full capacity - despite the recent decision by the quarrelsome OPEC+ cartel to

cut production by 10 million barrels per day. However, the extreme drop into

negative territory was mostly due to technical factors in the US futures market.

For this reason, the same extreme price decline did not play out for Brent crude.

On the same day, WTI crude oil futures plunged 305% to a negative -$37.6 per barrel while

Brent crude fell 8.9% to $25.6 per

barrel.

The major difference between the two types of crude is that Brent Crude originates from oil

fields in the North Sea between the Shetland Islands and Norway. Oil extracted in Europe,

Africa, and the Middle East is typically priced relative to this benchmark. Brent crude is seaborne

and can be delivered to a variety of locations and is currently less affected by storage space

scarcity. WTI is sourced from U.S. oil fields, primarily in Texas, Louisiana, and North Dakota.

Historically, Brent Crude and WTI traded closely, but recently their prices have started diverging.

This divergence can be explained by many different factors including storage availability, refining

capacity or even political risk.

Monday’s gaping discrepancy between Brent Crude and WTI prices can largely explained by

capacity shortages in the US which is awash with oil. WTI May-dated futures contracts had an

expiry date of 21st April meaning holders of the contracts on this date had to take delivery of

the oil. The holder of a WTI futures contract has to take delivery at Cushing, Oklahoma. The

highest quantity of oil ever stored at Cushing was 69.420 million barrels. On April 9th it held

54.965 million barrels and is estimated that it is now holding above 60 million barrels. As a

result, there was no storage space available for the May contracts to be delivered. Traders

therefore had to ditch their contracts (or pay someone to take it off their hands).

Through

Monday’s precipitous drop was caused by the mechanisms behind the futures
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market, the ultra-low oil price, outside of this momentary issue, shows an

industry under immense stress. Taking a look at the actual supply-demand

situation for oil, it is unlikely that by the time the next contracts expire,

the storage situation at Cushing will be very different from how it is now. Even

before the US driving season (which kicks off on Memorial Day and runs through

September), US gasoline demand was down by more than 30% this month, compared

to a year ago according to the Energy Information Administration (EIA). This

means supply is piling up and now, oil is now being stored on previously empty

tankers because land-based storage facilities are overflowing.

The prices of these futures will need to connect to

the physical reality, and they are likely to crack lower. With prices in

prohibitive territory, producers will be forced to shut-in production, if they

aren’t already doing so. This could result in mass layoffs and if oil producers

become insolvent, the ripple effects will be felt throughout the economy,

mainly for bondholders and banks with exposure to oil producers.

At a more global level, the rout in the oil price

complicates the task facing central banks to keep economies afloat as the

pandemic continues to paralyze business and travel worldwide.

Oil ministers from the

OPEC+ coalition held an unscheduled conference call on Tuesday to discuss the

collapse without settling on new policy measures. The Texas Railroad

Commission, meanwhile, opted to put off a decision on whether to impose

oil-production quotas.

Absent a robust policy

response and further production cuts, the price of WTI will likely remain under

pressure, as the storage situation at Cushing is unlikely to ease and global

demand will not recover for the next few months at the very least.
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Disclaimer All financial data and/or economic information released by this Publication (the “Publication”); (the “Data” or the “Financial data and/or economic

information”), are provided for information purposes only, without warranty of any kind, including without limitation the warranties of

merchantability, fitness for a particular purpose or warranties and non-infringement of any patent, intellectual property or proprietary rights of any

party, and are not intended for trading purposes. Banque Internationale à Luxembourg SA (the “Bank”) does not guarantee expressly or impliedly,

the sequence, accuracy, adequacy, legality, completeness, reliability, usefulness or timeless of any Data. All Financial data and/or economic

information provided may be delayed or may contain errors or be incomplete. This disclaimer applies to both isolated and aggregate uses of the

Data. All Data is provided on an “as is” basis. None of the Financial data and/or economic information contained on this Publication constitutes a

solicitation, offer, opinion, or recommendation, a guarantee of results, nor a solicitation by the Bank of an offer to buy or sell any security, products

and services mentioned into it or to make investments. Moreover, none of the Financial data and/or economic information contained on this

Publication provides legal, tax accounting, financial or investment advice or services regarding the profitability or suitability of any security or

investment. This Publication has not been prepared with the aim to take an investor’s particular investment objectives, financial position or needs

into account. It is up to the investor himself to consider whether the Data contained herein this Publication is appropriate to his needs, financial

position and objectives or to seek professional independent advice before making an investment decision based upon the Data. No investment

decision whatsoever may result from solely reading this document. In order to read and understand the Financial data and/or economic information

included in this document, you will need to have knowledge and experience of financial markets. If this is not the case, please contact your

relationship manager. This Publication is prepared by the Bank and is based on data available to the public and upon information from sources

believed to be reliable and accurate, taken from stock exchanges and third parties. The Bank, including its parent,- subsidiary or affiliate entities,

agents, directors, officers, employees, representatives or suppliers, shall not, directly or indirectly, be liable, in any way, for any: inaccuracies or

errors in or omissions from the Financial data and/or economic information, including but not limited to financial data regardless of the cause of

such or for any investment decision made, action taken, or action not taken of whatever nature in reliance upon any Data provided herein, nor for

any loss or damage, direct or indirect, special or consequential, arising from any use of this Publication or of its content. This Publication is only valid

at the moment of its editing, unless otherwise specified. All Financial data and/or economic information contained herein can also quickly become

out-of- date. All Data is subject to change without notice and may not be incorporated in any new version of this Publication. The Bank has no

obligation to update this Publication upon the availability of new data, the occurrence of new events and/or other evolutions. Before making an

investment decision, the investor must read carefully the terms and conditions of the documentation relating to the specific products or services.

Past performance is no guarantee of future performance. Products or services described in this Publication may not be available in all countries and

may be subject to restrictions in some persons or in some countries. No part of this Publication may be reproduced, distributed, modified, linked to

or used for any public or commercial purpose without the prior written consent of the Bank. In any case, all Financial data and/or economic

information provided on this Publication are not intended for use by, or distribution to, any person or entity in any jurisdiction or country where

such use or distribution would be contrary to law and/or regulation. If you have obtained this Publication from a source other than the Bank

website, be aware that electronic documentation can be altered subsequent to original distribution.

As economic conditions are subject to change, the information and opinions presented in this outlook are current only as of the date indicated in

the matrix or the publication date. This publication is based on data available to the public and upon information that is considered as reliable. Even

if particular attention has been paid to its content, no guarantee, warranty or representation is given to the accuracy or completeness thereof.

Banque Internationale à Luxembourg cannot be held liable or responsible with respect to the information expressed herein. This document has

been prepared only for information purposes and does not constitute an offer or invitation to make investments. It is up to investors themselves to

consider whether the information contained herein is appropriate to their needs and objectives or to seek advice before making an investment

decision based upon this information. Banque Internationale à Luxembourg accepts no liability whatsoever for any investment decisions of

whatever nature by the user of this publication, which are in any way based on this publication, nor for any loss or damage arising from any use of

this publication or its content. This publication, prepared by Banque Internationale à Luxembourg (BIL), may not be copied or duplicated in any form

whatsoever or redistributed without the prior written consent of BIL 69, route d’Esch ı L-2953 Luxembourg ı RCS Luxembourg B-6307 ı Tel. +352

4590 6699 ı www.bil.com.


