



































How time swaps
calimed the oill market

The full story of how the US Department of Energy used an ambitious swap transaction
to release oil from its strategic reserves. By Navroz Patel

cross the northern
US, the first heating
Lills of what is ex-
pected to be another
~cold winter have
been arriving. After a
decade of low oil prices, the average US
citizen has been getting a shock. Oil prices
are around 50% higher than they were a
year ago, und heating oil costs around
10% more

The surprises would have been nasti-
erif President Clinton had not announced,
on September 22, that he was authorising
the US Depantment of Energy to release
30 million barrels of oil. worth around
$900 million. from its strutegic reserves o
calm the oil price. At the time. tensions
were rising in the Middle East. On Octo-
ber 13 - just a week after the names of
those companies provisionally awarded
oil was announced - television pictures
of lsraeli helicopter gunships blazing
away at Ramallah on the West Bink were
flashed around the world.

The oil price moved higher again.

However, by releasing oil from its strate-

gic reserves - which were established”
afterthe 1973 Arab oil embargo and which
are kept in vast caverns at various sites
along the Gulf Coast of the US - the De-
pantment of Energy succceded in keep-
ing the price of West Texas Intermediate
below $40 a barrel.

But this was not a straightforvard sale
of reserves to oil companies, shich is the
procedure the departmentused in the past.
Instead. it used a time swap. Under the
terms of the time swap, the deparunent
lent oil 1o 11 refiners and traders, which
pledged 10 return the original amount of
oil plus an additional amount in 12 months’
time. Oil companies - including BP Amoco
and Elf, and even investment banks such
as Morgan Stanley Dean Witter, tendered
Lids for the their loang; and kazgs were al-
located on the basis of the most favourable
exchange ratios.

The impact of the time swap on the
market was significant. The crude oil price

Time swaps allow
the government to
increase iis
strategic reserves
when the additional
ol is retumed in a
year's time at no
cost
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fell by 17% to around $30 a barrel (see
figure 1, page 26). Commodities traders
found that arbitrage opportunities closed
down. A common arbitrage with heating
oil relied on the price differential between
Europe and the US. After the time swap.
the US Gulf Coaust price — which had been
around 10 cents a gallon cheaper than in
Europe - moved much closer to the Eu-
ropean price, and the heating oil arbitrage
opportunity was effectively eliminated
(see figure 2).

Time swaps may be a useful way of in-
creasing liquidity and calming volatility in
the oil market. Oil refiners. traders and
even investment banks will have new, lu-
crative opportunities to hedge and make
a profit in the oil market. As world oil pro-
duction approaches capacity - and de-
mand increases - they provide an effective
mechanism for checking large price
moves. Given the seemingly successful US
time swap, it is likely that other govern-
ments with strategic reserves will structure
similar deals. Some oil market observers
believe u similar oil time swap may occur
in South Korea in the near future.

The time swap idea was first discussed
in the corridors of Washington five years
ago but sever used - panly begause of
political sensitivity over the issue of gov-
ernment intervention in the market, and
partly because market conditions were
never right. What made the time swap ap-
propriate in September from a market per-
spective was the backwardation of oil
prices. Forward prices on the New York
Mercantile Exchange futures contracts
were much lower than the spot price. It
is only under this circumstance that a time
swap will work, because this is the moti-
vation for the refiners 1o enter into the
deal, hedge their commitment by buying
forward, and themselves make a profit.

Melanie Kenderdine, director, office o
policy at the Department of Energy
cleims the time swup wzsacomp(cftsw .
cess. “The stralegizsesseve will get1.35
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million barrels of additional crude oil in
a year's time. That's around $40 million
worth of oil for which the taxpayer does-
n't have to pay a cent. We've also man-
aged 1o help alleviate heating oil price
spikes and shortages in the northeastern
states.” It is understood that an internal
department policy paper has recom-
mended using the idea regularly. This
may happen soon: world oil production
is approaching capacity and this means
that il prices are likely to remain volatile.

Some of the credit for the Department
of Energy'sdecision to use time swaps goes
to Bnan Harmon de Clare - now director
in charge of commodities at ABN Amro Fu-
tures in London, the futures arm of the
Dutch bank. In December 1999, de Clare
was a managing director in comumodities
at Deutsche Bank. At that time, crude oil
prices were heavily backwardated - the
_ West Texas Intermediate price was around

$30 a barrel, while the one-year forward
price was nearer $20. De Clare went to
Washington to suggest how a structure for
time swaps might work in fine detail.

He recalls: “In the fourth quarter of 1999
there was considerable pressure on the US
government to sell oil from the strategic
reserves. The time swap idea seemed an
attractive altemnative to an outrightsale. Not
only would there be more crude oil on the
market, alleviating the short-term supply
shortage, but it would also allow the gov-
emment O increase its strategic reserves
when the additional oil is retumed in a
year's time at no cost to the government.”
Holding more oil in reserve allows the US
government more flexibility with respect
to how they can manage energy risk.

Timing

The department liked the. idea, but the
timing was not quite right. It takes around
two months from the release of crude oil
before there is any real impact on down-
stream prices for heating oil and other dis-
tillate products. It was too late in 1999 for
a time swap to have the required impact
on consumer prices.

The timing was far better last Septem-
ber, but in practice this was always going
to be a sensitive issue. Especially as the
months went by and the US presidential

election campaigns of Al Gore and George -

Bush got under way. Bush and his run-
ning mate, Dick Cheney, have repeatedly
stated their opposition to any govermnment
intervention in the oil market. Cheney ar-
gued that the September release was po-
litically motivated, that is, designed to
boost the Democrat campaign.

There was also some friction between
the Department of Energy and the US
Treasury, which was, earlier this year, ar-
guing that the government might be set-
ting an unhealthy precedent by releasing
reserves outside a national emergency.
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The last occasion on which the US
strategic oil reserve was tapped (except
for practice drawdowns) had been during
the 1991 Gulf War, when the Deparunent
of Energy released 17 million barrels. Since
1994, the department has not been grant-
ed any funds by government to acquire
new oil stocks. As part of its mandate, the
Department of Energy is legally required
to maximise the amount of oil held in the
reserves - up to the maximum capacity of
around 700 million barrels.

In late March this year, Opec - the or-
ganisation of petroleum exporting coun-
tries~ announced an increase in output to
ease the world shonage of crude oil. The
West Texas Intermediate price fell from
just over $30 a barrel to around $24 by
April. But that did not stop a sharp dse in
US gasoline prices in June, and heating
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ail stocks were at worryingly low leve
Compounding the problem, refiners we &
switching production from heating oil £
gasoline to maximise their profits.

By September, crude oil and heating
inventories were seriously depleted. Opec :
announced a fusther 800,000-barrel-a-day
inarease in production. The oil price in-
cxasad 10 around $38 a barre! becuise the i
market realised Opec was now approach= J
ing production capacity and the US gov- !
emment had not yet intervened directy. ;
On September 21, vicepresident Gore an- ; )
nounced his support for a time-swap and :
one day later, came the announcement '
the government was axing. :

Interested buyers were invited tosub- :
mit bids for the amount of oil they nanaf’ =
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