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Vaughn Asset Advisory Weekly Market Commentary & Update  

In a shocking event this week,  the benchmark pr ice for  oi l  fe l l  below zero for  the f i rst  t ime ever  — and then kept  fal l ing!  Does a 
negat ive pr ice mean gas s tat ions wi l l  pay  you to top off  your  tank? No, but  i t  should be cheaper to  f i l l  up.  The problem is,  wi th the 
pandemic- imposed lockdown, people have nowhere to go.   

In this special  report ,  we’ l l  break down what happened wi th o i l  this week,  why i t  happened, and offer  you a long- term perspect ive on 
what the future could look l ike. 

What happened?  

The price of  oi l  went negative! 
The most  widely  quoted crude oi l  fu tures  contrac t in  the U.S. ,  which is the front month West Texas Intermediate (WTI)  oi l  futures,  fel l  
$55.90 from last week’s c lose to sett le at -$37.63 per  barrel  on Monday. In a never-before-seen event ,  one that few imagined could 
even happen, the May crude futures  contrac t went into  negat ive terr i tory.  After  t rading as low as -$40.32 the day before,  the May WTI  
contrac t sett led up at $10.01 on Tuesday, Apr i l  21st.  As Vice Chairman of IHS Marki t  Ltd.  Daniel  Yergin  apt ly put i t ,  the May crude oi l  
contrac t didn’ t  go out wi th  a  whimper but rather  “a  pr imal  scream.”  

The June contrac t is  now the f ront month crude oi l  contrac t that  is  widely  referenced in the media.  On Tuesday, the June contrac t 
t raded as low as $6.50 after  c losing at  $20.43 the day  before. On Wednesday, Apr i l  22nd,  that  contract  ral l ied strongly ,  up to $13.78 
after  sett l ing at $11.57 on Tuesday,  Apr i l  21s t.    

The sel l ing pressure that we previously saw only in  U.S.  WTI  contracts  has  now bled over  to Brent,  the internat ional  oi l  s tandard 
traded in London. The June Brent  contract  c losed at  $25.57 on Monday and traded as  low as $17.51 on Tuesday before c losing at  
$19.33. I t  ral l ied in-k ind wi th  the WTI June contrac t on Wednesday, up to  $20.98.  

Why did it  happen?  

No one needs it  now and there’s no place left  to store it .  
Why did this happen? Simply put :  ex treme supply and demand issues coupled wi th  the mechanics  of  the fu tures  market,  and made 
worse by retai l  inves tors coming in to “buy the dip”  v ia exchange- traded products that weren’ t  bui l t  for  negat ively-pr iced markets.  

Holders of crude oi l  futures contracts  have to  ei ther  c lose out before the contract  expires or  take physical  del ivery of  the crude oi l  
i tsel f .  But due to the economic  shutdown, s torage faci l i t ies are at  capaci ty ,  and ref iners aren’ t  taking del ivery of crude oi l  for  
processing.  In  o ther  words,  no one wants the oi l .  And even i f  they did,  there’s no place to put i t .  So when the expira t ion of  the May 
contrac t drew closer ,  holders of  those contracts who couldn’ t  take del ivery were forced to l iquidate at negat ive pr ices .   In teract ive 
Brokers, for  example, announced a $88 mi l l ion loss associated wi th cus tomers trading the May WTI contract,  l ikely the outcome of  
sel lers forced into l iquidat ing at negat ive pr ices on Monday.   

These dai ly  moves in oi l  are huge and the market,  i l l iquid . This is  a t least  par t ly  due to massive inf lows in to the wor ld’s biggest oi l  
exchange-traded fund Uni ted States Oi l  Fund (NYSE:USO) — a way for  re tai l  inves tors,  who have no intent ion of  ever  stor ing barrels 
in their  basement,  to “buy the dip”  in  crude, speculat ing that  i t  should be more valuable in  the future.  This is  contr ibut ing to what 
makes i t  so di f f icul t  to pr ice oi l  r ight  now,  and what’s  dr iven the so-cal led super contango,  which is when the pr ice of a commodi ty for  
near- term del ivery (e.g.,  f ront month contract)  t rades at a dramatical ly  lower level  than the pr ice for  del ivery fur ther  out in t ime.  The 
problem is  that  even though people think  oi l  has  value,  no one actual ly  wants i t  r ight now,  at this moment.   

What next?  

Take a longer-term view.  
Given the ex treme supply and demand imbalance that exists st i l l ,  there’s  reason to  bel ieve that something s imi lar  may happen again in 
a few weeks when the June contract  is  set to expire . And i t ’s  l ikely why the June contrac t showed such extreme sel l ing pressure on 
Tuesday. These v iolent pr ic ing moves may make for  strange headl ines in  the short- term and cause some tr icky problems for  issuers of 
exchange-traded products that  t rack oi l  futures.  

But what  about the longer term? The 12th month WTI contract,  for  del ivery about one year from now,  may be a bet ter  benchmark 
for  assessing the medium-term economic out look impl ied by  oi l  pr ices. And i t ’s  much more indicat ive than the front month contrac t o f  
how industry producers are l ikely to v iew the oi l  out look for  investment planning purposes. Right now, the 12th month WTI is  ac tual ly  



off  the lows that we saw in mid-March and sending a very di f ferent  s ignal  at  $31.99 per  barrel  than the shorter-dated contracts.  Since 
i ts  trough on March 18th, the 12th month contract  is  actual l y  up 7%, whi le the front  month is down 30% [Figure 1].  Headl ines are l ikely  
to focus  on the 30% decl ine in  the front  month contract,  even as  the S&P 500 (SPX) gained 16.7%. But  that  doesn’ t  even begin to tel l  
the whole story.  

 

What about the market impact?  

Energy  secur i t ies make up jus t a  t iny  frac t ion of the to tal  equi ty market in  the U.S..  From a sent iment perspect ive, the equi ty  market 
appears to  be largely shrugging off  oi l ’s  unprecedented move. Even on Monday, when WTI  fu tures  traded at negat ive pr ices, the 
market ’s  reac t ion was tepid,  wi th the S&P 500 of f  jus t 1.8% (SPX).  

We would recommend that  long- term inves tors not to get  too hung up on the headl ines  in the near- term,  but rather  focus  on the 
t imel ine for  reopening the economy and the increase in  oi l  demand that  should l ikely fol low, which should help to balance out  the 
massive oversupply that exis ts  r ight  now.  
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