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Market Facts 

Petroleum Spreads Are Signal, Inventory Is Noise 
By Howard L. Simons (847) 304-1511 

December 7, 2005 

 

As we noted in a May 2005 Market Facts, few data 
points are as overrated as the weekly petroleum 
inventory changes.  This morning, the Department of 
Energy reported crude oil inventories increased 2.72 
million barrels over the previous week.  This 
inventory change is no more than 4.75 hours of U.S. 
consumption.  And these are primary inventory 
numbers only.  They do not include the secondary, 
or distributor-level, stocks or the tertiary inventories 
such as your personal automobile or heating oil 
tanks. 

Crude oil inventories (thin red line, inverse scale) 
have been rising throughout 2005.  The cash price 
of West Texas Intermediate crude oil is up more 
than 40% on the year. 

Have we uncovered a new economic mechanism 
of higher supplies leading to higher prices?  No, 
but we should conclude trading the price of crude oil 
off inventories of crude oil is a losing proposition.  
The real effect of inventories is on the intermonth 
spreads in crude oil (thick blue line). 

Forward Curve And Inventories
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When Inventories Rise Or Fall…

Still A Bull Market 

Let’s revisit some of the industry spreads discussed 
in a November 2005 Commentary.  Our conclusion 
then was the then-ongoing price weakness was no 
more than a correction in a bull market. 

The massive shock of the hurricanes expanded 
refining margins to unprecedented levels.  The chart 
on the next page shows 2/1/1 sour (high-sulfur) 

crude oil crack spread (thick blue line, following 
page).  This is the price of one barrel each of 
heating oil and gasoline less the price of two barrels 
of crude oil.  Recently it returned to its pre-Katrina 
levels and is rising once again.  As a rising crack 
spread signals rising refinery profitability, the 
incentive to buy more crude oil also rises (thin red 
line).  This is bullish. 

 

http://www.arborresearch.com/biancoresearch/subscriberarea/marketfacts/pdffiles/fact10v15.pdf
http://www.arborresearch.com/biancoresearch/subscriberarea/commentaryarchive/pdffiles/com16v44.pdf
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Refinery Margins Spike After Katrina
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West Texas Sour Crude Oil
(Left Scale)
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As refinery operations expand, less-efficient units 
are brought on-stream.  Many of these only can 
process the more expensive sweet (low-sulfur) 
crude oil.  A rising spread between sweet and sour 

crude oil (thick blue line) is supportive of price (thin 
red line) as it occurs only during periods of rising 
demand when refiners will pay up for sweet crude 
oil.  This, too, is bullish. 

Sweet-Sour Spread Rebounds After Katrina
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A third indicator of strong U.S. crude oil demand is 
the spread between West Texas Intermediate (thin 
red line) and North Sea Brent Blend crude oil.  Brent 
is delivered in discrete cargoes by tanker whereas 
WTI is delivered continuously by pipeline.  The 
higher transport cost of Brent mandates a lower bid 
by refiners to make the two crude oils equivalent at 
delivery. 

Rising demand in the U.S. expands this spread 
(thick blue line) as U.S. refiners bid for higher cost 
Atlantic Basin sweet crude oils from the North Sea 
and West Africa.  This spread is at high, but not  
unusual, levels and is expanding. 

Atlantic Basin Snapshot
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Conclusion 

The global economy has been able to weather 
higher crude oil prices because they are the result of 
strong economic growth and not a supply shock.  
Energy prices are simply a factor input to production, 
and so long as the benefits of heating your home or 
operating your factory exceed the cost of fuel, you 
will do so.  If crude oil prices are being pushed up by 
higher demand, then the benefits using energy also 

rise, which justifies a higher price.  This is the 
catalyst behind the rally of the last few years. 

The weekly focus on petroleum inventory data is 
misplaced.  These are supply numbers, and unless 
they have changed by more than a few hours’ worth 
of demand, they are noise.  We need to focus on the 
intersection of supply and demand.  The industry 
spreads, an admittedly more arcane set of data, 
provide the signal on which we should focus.  These 
are still supportive of high petroleum prices. 
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