A Unified World Oil Market; Divergences between the price of Brent and WTI
Crude oil a commodity and the world oil market unified; these hypotheses are validated by repeated observations that prices for crude oil move together. This is generally true for the spot price for two heavily traded crude oils, West Texas Intermediate (WTI) and Brent. Nonetheless, these prices diverge for extended periods. Here we use cointegrated vector autoregression models and saturation indicator techniques to identify the timing of their divergences and test hypotheses about their cause. A CVAR that includes only the two prices indicates that in the long-run, prices move together on a one-for-one basis over the entire sample period May 1987 – July 2019. But saturation indicator procedures identify four periods of divergence. One divergence is associated with a slowing rate of arbitrage, as opposed to a long-run change in relative prices. Explanations include; (1) the increasing production of crude oil from tight oil formations (i.e. fracking), (2) changes in transportation infrastructure that increase imports of crude oil from Canada and/or exports of WTI, and/or (3) changes in exchanges rates. We evaluate these changes by including variables that represent supply/demand conditions in PADD 3, which is the delivery point for WTI, in an expanded CVAR. This expanded CVAR contains one cointegrating relation for WTI that includes Brent, US oil exports, and the exchange rate (US $ per British Pound). In the short-run, the price of WTI adjusts to disequilibrium in a long-run relation for production and imports that also includes exchange rates and the price of Brent; changes in inventories also have a short-run negative effect. Including these effects reduces but does not eliminate the divergences. This suggests that a largely unified market can become regionalized for extended periods.
