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{ihe prevaing spat prnice, along Sith
rs for the amount of o) they woula
unan 12 months’ tme [t had been de-
2d that 30 nulhion barrels ol high-gradge
et crude oM would be released Even
-7 the Sepiember ime swap, the level
:he fescrves is anly sround 540 million
rrets of ol '
By ncgouztng the adatwnul vl pay-
AL from the 0i compasnies, the De-
nment of Energy s fulliling uts
»hgaiicn 10 inCreasc the overall reserve
Xk A key issue 1 the deal was (ne re-
25¢ rle releasing (0o much o1l in one
> might remove some of the deal-cnt-
1] buckwardat.on of the oil price. Alter
Yung 3dvice from industry eapens and
ome >0phisticaica in-housc modelling,
ne Depanment of Energy estumated that
ne opumal reledse rate would be 1 nul-
fun barrels 3 day vver 30 Dusiness days.
Eleven succiessful bidders were an-
yvunseco on Outober 16 BP Oil Supply,
suvision Of BP Amoco, was the biggest
suyer, a1 6 nulhon barrels. The succcss-
-~} Didders were those deemcd 1o De able
ru return oil = Of a similaror higher grade
- wilh e highest exchunyge ratio, Inal s,
(0 tNc largesi quuniilies. None of the n-
dividuul exchange rati0s situck ™ith the
puyers have been made public
Shorily after the provisional list of suc-
.essful bidders was announccd, two ot
ne bidders fuund that they aere unable
,0 obtain the leuters of credit The leiters
serc requifed by the Departiment of En.
cr@y 45 iNSurande 3gqinst any (ontractor
Jelaulting on thew oDLRLLON tu return Vi
in 3 \ear's e
Onc ot the rcjecied tidders wus 4 One-
Nan operaton working out of 2 New York
Jparunent (which Ne sharcd with fus
mouther) andthe otherwus a Florida-based
company hat had only been incorporat-
«d tvo months previously As 3 result of
(he regecbons, only 23 out of the 50 ma-
won ba:vuls were Iwasde-d ~ 4 xrond s0-
harabon was requicd

Modified

The process was modiflied Olffens nac to
be recewed by October 23, 2000. The sut-
vesstul biadess For the 7 mullion barres -
vNawardad from tne onginal 30 milion
11 = Were required (0 producc a tnud-
WG leiter of crecunt and @ bia bond The
DIt DONY guaranteed that «n the event of
3 suceessful bidder beiay unable to pro-
duce the required lettzr of credit, they
must pay exther $3 million or 5% of the
vaue of (he hid = winchever s wrestes
Als0, thie letier Of credit ovas set at 1 10%
of the vulue Of the tender In e first wi-
hatsuon, the value w4; 208 at JOU% ot the
sput price of ihe crude on the day of dne
contract anar@ A significsntincréase n oil
price sn 200) Could Micun an increased hke-
Whood Ihist o contractoer 13 unuDle (O return

+202586483]

the requircd volume of 0.l The modified
letter of credu offers the Depanmenx of En-
crgy addisonal protecuon agans defaull
nsk If default occurs, the moncy s de-
positcd in the petrolleum rescrve account.
This money is then used by the Départ.
ment of Energy 10 purchase o1l when mar-
ket condittons permit more od © be
returncd than ovas onginally loaned

On September 20, 2000. the crude ol
price vlosed un Nymex at $37.20 a barrel
There was growing concern that Opec
Way approaching production capuacity and
also 1 genuwine fear that Iraq may seduce
ol exporns if they did not recewve a
favourable UN decision conceraing repa-
ration> 10 Kuwa«. The releasc from the
stralegic petroleutn reserves resulted in
an snwmediste fall in crude ol prices 1o
around $30-32 1 burrel No wonder many
of the big 01l companies were SO OppOsca
to the 1des of a release from the reserve
On closer inspection, this punning-back of
PNCe> IS cven IO ympressive - Inany
energy sector analyst> have commented
that prices may have exceeded $40 2 bar-
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represented a clear rbitfrage opponuni-
ty. The dfferenual decreased to around
onc cent 2 gallon aflier President Clinton's
Scpieniber 22 announcement - effecuve.
ly remowing thc arbitrage opponunily
The small afferenual also semoves the in
cenuve for straight export of heaung ol
from the US to Europe

The ume-swap deal has been contso-
versial The offiqal governincnt hine s
that the felease wus motvuted Dy a heul-
ing oil shonage However, relcasing a sig-
nificant amount of crudc o1 on 1o the
open market necessanly funcuons a> a
cushion aganst large price swings. The
market intervention Nas been cuticised
by many people from Yic ol industry «nd
beyond. But was the ume swap really so
different from using taxation to check ac-
uvihcs that threaten economic prosper-
1y, Of using intercst rates (0 manage the
moncy supply?

Ncal Wolkoff, the executive vice pres-
ideni at Nymex, was called before 3 US
Housc of Represcnlatives COmmiftce on
19 October to give a3 accoun( Of inc ex-

Was the time swap really so
different from using taxation to
check activities that threaten
economic prospetity, or using
interest rates to manage the
money supply?

1l had the US govemment not aken any
acuon

In the threc weeks immecdiztely pre-
ceding September 22, 2000, backwarda-
uon was manifest Crude ol onc-month
forward prices oere around §1.30 a Dar-
ret higher than three-month forwvards As
had been expecicd, the release signifi-
canily reduced this differcntal - down
to around $0.32 3 barrcl. The wrmoil in
the Middle East caused the crude ol
backwvardanon 10 retum Again. it 3eems
Likely thai the backwardauon oould
have’been even targer, but for the US
government s acLions

Backwaraanon of heaiing od prices
was also reduced ~ 0 dround 3 5040 3
barrel Jifercntal on one-month and
tuwec-month forwards Problems in the
Mddic Eusst &g not, however, resull in
heating od piices reDGunding 1nLo u buck-
aardaled stale

There were immedidte imphcauons for
AMitragews. In Septernber 2000 ~ pror tu
the release - US Gulf Coast pnces were
sbout six cvents a gallon lower than Eu-
ropeun heauny oilpnces. Even with tsans-
portauon costs factored in, thus differentiai
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change’s perspectivc on the reicase [tom
the stratcgic reserves Wolkoff suid that
the releasc “inrerfercs aath the nurmal
markelplace incentives (o De reliudle ana
customer frienaly.” For exampie, 2 com-
mercidl supplier may hold a low inven-
tory i ihe cxpectation that a reiease from
the strategic reserves ovll occus It the
suppher were 10 hold a larger «nvento-
ry. then a rclease ol strategiC rescrves
would lower thc value of their oil s1oCks
in the shon term. Consumers coula be
>ubjeCted O snortages and price spihes
simply because the commercial supphier
had anuCipaicd governmeni niervenuon
incorrectly. Perhaps o funher relcasces
are to occur, the market should be given
MOre notwie

The mumatch Detaeen ol supply and
demand s sqQuec 2ing the market - Ciude
ol pnces will Dccome increasingly
volaule ‘fhe US government D> Dene-
litcd in (w0 Wuys the mc-swep dedl Na>
ca‘ed hedung ol shonages, whilc al-
lowing them (o mprove iheir manage-
ment of energy risk. It seems inevitabie
thai the ume swap wil} be 2 deal that the
o1l industry will use again and 3gan B
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