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Currently crude oil prices are around $40 per barrel after crossing $100 few months ago. This massive drop in oil price has been attributed to the current financial turmoil
 and recession. But, which way the oil price is expected to move? If we can answer this question then we can benefit from buying or selling oil futures depending on the direction of oil price movement. 
I think the oil price is undervalued and its price will increase above $50 per barrel by August 2009; and here is why: Although there is a lot going on in the oil market which influence its price, like demand and supply, big player betting on its price
,  financial turmoil and the associated uncertainty, etc. The more factors you try to take into account, the more difficult it is to get to any conclusion. Therefore, lets concentrate on the trend of oil prices. As evident from figure 1, oil prices started to follow upward trend since early 2000s, with a steep increase in 2008. With these observations at hand, I fit trend model to monthly oil price data from 1970s to present; estimates of which are presented in table 1. The simulated price from the model is plotted with the observed price in figure 2. The model predicted the oil prices to increase. Although, the model predicted substantial increase in oil price, I expect the oil prices to be around $50 per barrel by August 2009 given the recession and financial turmoil. This increase might come by as a result of OPEC cutting down production or through demand driven channel. 
Hence if we expect the oil price to increase to $50 by August 2009, then we can make financial gain by buying crude oil call option with strike price of $50 or below maturing in August 2009. 

Figure 1: Source: U.S. Dept of Energy: Monthly Energy Review
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Figure 2
	Linear Regression Model 

Dependent Variable: Crude Oil Price


	  R-Square     0.8715

  Adj R-Sq     0.8702

  Number of Obs 418 (Jan 1974 to               Oct 2008)
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	Standard

Error
	
	

	Variable
	DF
	
	
	t Value
	Pr > |t|

	
	
	
	
	
	

	Intercept
	1
	11.13893
	1.30527
	8.53
	<.0001

	Trend
	1
	0.000569
	0.00012
	4.73
	<.0001

	Strbreak
	1
	-439.784
	25.76245
	-17.07
	<.0001

	Trend*Strbreak
	1
	0.02812
	0.00155
	18.19
	<.0001

	I(Price > 95)
	1
	33.44041
	3.16057
	10.58
	<.0001


Table 1: Strbreak is a dummy variable that takes a value of one after 2001 and zero otherwise. I(Price > 95) is also a dummy variable that take value of one if price is greater than $95 and zero otherwise.

( Disclaimer: Author takes no responsibility of any loss resulting from following the advice offered here.
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