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Too Much Oil with Nowhere to Go
On April 20, 2020, the price of a futures contract for West Texas Intermediate crude — the benchmark for
U.S. oil prices — fell below zero for the first time in history, dropping more than 306% in trading on the New
York Mercantile Exchange and ending the day at -$37.63 per barrel.1 Essentially, this meant that investors
who would soon be obligated to take possession of a barrel of oil were willing to pay someone else to take
it instead.

This unprecedented price collapse was for contracts scheduled to expire the following day and require
delivery in May. June futures dropped 18% to about $20 a barrel, and the May contract clawed its way back
to about $10 on April 21.2-3 But the dramatic plunge below zero highlighted a fundamental problem for the
oil industry in the face of evaporating demand due to COVID-19. There is too much oil, and the industry is
running out of places to put it.

Supply without demand
The International Energy Agency estimates that global demand for oil dropped by 29% in April 2020
compared with 12 months earlier and will drop by an average of 23% for the second quarter — equivalent to
losing all of the oil consumption in the United States and Canada.4-5 The historic agreement by Russia,
Saudi Arabia, and their allies (OPEC+) to reduce production beginning May 1 — equivalent to about 10% of
global production — will help but may not be large enough to stop the continuing expansion of supply, and
storage facilities are filling up fast around the globe.6

The pressure is especially acute on West Texas Intermediate (WTI) crude and other U.S. oil stored for
delivery in tanks at Cushing, Oklahoma. Under normal circumstances, oil passes through Cushing to
refineries, but with diminished demand, the Cushing tanks are nearing capacity. Landlocked oil like WTI
has nowhere else to go, which is one reason why traders were willing to pay to avoid taking delivery.7

A large exchange-traded fund (ETF) holding crude oil commodity futures contracts also played a major role
in the rush below zero. ETFs hold futures strictly as paper investments with no intention or capability of
taking delivery of oil — there are no storage tanks on Wall Street; they typically roll each month's futures
contract to the following month. But with no one willing to buy the May contract and accept actual delivery
of oil, the ETF was forced to pay to get rid of the contracts.8

Brent crude and floating storage
Whereas WTI contracts require accepting delivery of oil, contracts for Brent crude — the global benchmark —
are settled in cash and unlikely to go negative. However, the physical price of Brent, which is pumped out
of the North Sea, is already low and may go lower as storage tanks on the shore fill up, waiting for the oil to
be loaded onto tankers. Like WTI, Brent is a high-quality oil, and other grades are typically sold at a
discount to the benchmark. If Brent drops to $10, for example, oil from Saudi Arabia or Iraq could be priced
below $0.9

The oil glut has created a record imbalance between near-term and long-term oil contracts, as traders
anticipate increased consumption in the future. The disparity is great enough that some trading companies
are buying cheap oil now and storing it on huge tankers that can carry 2 million barrels of oil.10 It's
estimated that a third of the world's tanker fleet may be used for storage instead of transportation if the
crisis continues.11

There is too much oil, and
the industry is running out
of places to put it.

Page 1 of 3, see disclaimer on final page



Not worth pumping
Oil prices are often volatile, but the dramatic drop in 2020 has been extraordinary, driven by the global
pandemic shutdown and a price war between Russia and Saudi Arabia.

On May 7, after a modest recovery, the spot price for WTI — the price actually paid on delivery in Cushing —
was $23.68 per barrel, down 61% for the year. The spot price for Brent was $24.23 per barrel, down
64%.12

At these price levels, it is no longer profitable for many producers to pump oil, especially for the more
expensive shale-oil production methods used in the United States. In the four-week period ending April 17,
U.S. oil production dropped by 900,000 barrels per day, about 7% of production and the largest one-month
drop since the Great Recession. Some analysts expect an additional drop of 2 million barrels per day by
year-end.13

Layoffs and rig closures have begun and are expected to expand quickly. Although large companies are
likely to weather the storm, some producers may be forced into bankruptcy. The U.S. Department of
Energy has opened 30 million barrels of storage in the Strategic Petroleum Reserve for lease to private
companies — equivalent to about 2.5 days of U.S. production — and plans to accept another 47 million barrels
to fill the reserve to capacity. Other forms of government support are being considered.14-16

Signs of a recovery in demand for oil have sparked some optimism, but the tension between supply and
demand will continue to evolve, and extreme price volatility can be expected until the market finds balance
through production cuts and/or rising demand.17

For now, keep in mind that oil prices are only one of many factors influencing the markets and the global
economy. It's important to maintain a long-term perspective and continue to focus on your own investment
goals.

Buying commodities may provide a source of diversification for sophisticated investors who wish to add
commodities to their portfolios and are prepared to assume the risks inherent in the commodities market.
Any purchase represents a transaction in a non-income-producing commodity and is highly speculative.
You should ensure that the investment is not disproportionate in relation to your overall portfolio and that it
is consistent with your investment objectives and overall financial situation. Investors in futures contracts
may lose the entire amount of invested principal in a relatively short period of time. Futures are not suitable
for all investors.

The principal value of ETFs will fluctuate with changes in market conditions. Supply and demand for shares
may cause them to trade at a premium or a discount relative to the value of the underlying shares. Shares,
when sold, may be worth more or less than their original cost.

ETFs are sold by prospectus. Please consider the investment objectives, risks, charges, and expenses
carefully before investing. The prospectus, which contains this and other information about the investment
company, can be obtained from your financial professional. Be sure to read the prospectus carefully before
deciding whether to invest.
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IMPORTANT DISCLOSURES

ERB FINANCIAL is an independent contractor who offers Investment Advisory Services & Securities
through Excel Securities & Assoc., Inc. member FINRA, SIPC, 200 Canal View Blvd., Rochester NY 14623,
585-424-1234.

Broadridge Investor Communication Solutions, Inc. does not provide investment, tax, or legal advice. The
information presented here is not specific to any individual's personal circumstances.

To the extent that this material concerns tax matters, it is not intended or written to be used, and cannot be
used, by a taxpayer for the purpose of avoiding penalties that may be imposed by law. Each taxpayer
should seek independent advice from a tax professional based on his or her individual circumstances.

These materials are provided for general information and educational purposes based upon publicly
available information from sources believed to be reliable—we cannot assure the accuracy or completeness
of these materials. The information in these materials may change at any time and without notice.
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