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but don’t do it!
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It looks like a steal, but don’t do it!

A gambler lurks somewhere in every investor. Even for those who see the
folly of speculating in a world where professionals rarely beat the market and
where prices pretty much reflect all known information, there are moments
when we think that we have spotted an absolute bargain.

You may recall last spring hearing the quite surprising news that the price for West Texas
Intermediate (WTI) crude fell to a remarkable minus $37.63 a barrel! Even ignoring this
extraordinary moment, the oil price had been in the $20-a-barrel price range for some time,
driven by decreased global demand, an OPEC/Russia spat about oil production and a lack
of storage. You may have been thinking ‘Hey, that looks cheap!’. Surely all you would need
to do is buy oil and sit back and wait for it to return to $120 a barrel. Job done.

Unfortunately, it’s not that easy. Limits to arbitrage stop those wanting to extract a profit
from such a trade from doing so. To capture the oil price, you have two main direct
choices, aside from buying the shares of oil companies, which you already own in any
broadly diversified portfolio:

A Buy oil directly, but where will you store it all and how will
you transact it? Unless you have an empty oil tanker, storage
facility or swimming pool on hand, move to plan B.

B. Buy an exchange-traded oil security or ETF that invests
in oil futures. The problem is that owning oil futures requires
the holder to sell the futures contract prior to maturity — those
failing to do so are obligated to take physical delivery of the
oil (not recommended, see A above) — and buy another futures
contract to take its place. Doing so incurs a high cost - and
has done so for some time - because the price of the
replacement contract is above that of the current spot price of
oil and the value of the maturing contract.

INSIGHT



The challenge of trying to extract profits in real life using oil futures is clearly highlighted in
the chart below, which compares the returns of the largest US oil ETP and Brent crude.
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Figure 11 1: Not exactly the same outcome!
Data source: Morningstar Direct © All rights reserved. 10/4/2006 to 29/04/2020

So, let’s put the inner-gambler back in its box and get back to systematic investing, with
discipline and patience. It was nice to dream!
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Other notes and risk warnings

Use of Morningstar Direct© data

© Morningstar 2020. All rights reserved. The information contained herein: (1) is proprietary to Morningstar and/

or its content providers; (2) may not be copied, adapted or distributed; and (3) is not warranted to be accurate,
complete or timely. Neither Morningstar nor its content providers are responsible for any damages or losses arising
from any use of this information, except where such damages or losses cannot be limited or excluded by law in your
jurisdiction. Past financial performance is no guarantee of future results.

Risk warnings

This article is distributed for educational purposes only and must not be considered to be investment advice or an
offer of any security for sale. The reference to any products is made only to make educational points and must, in no
circumstances, be deemed to be any form of product recommendation.

This article contains the opinions of the author but not necessarily the Firm and does not represent a
recommendation of any particular security, strategy or investment product. Information contained herein has been
obtained from sources believed to be reliable but is not guaranteed.

Past performance is not indicative of future results and no representation is made that the stated results will
be replicated.

Errors and omissions excepted.

Barnett Ravenscroft Wealth Management is a trading name of Barnett Ravenscroft Financial Services Ltd which is
authorised and regulated in the United Kingdom by the Financial Conduct Authority FRN: 225634 and registered in
England and Wales under Company No. 04013532.

The registered office address of the Firm is 13 Portland Road, Edgbaston, Birmingham, B16 9HN
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