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The Brent market is an informal  forward market f o r  p h y s i c a l  
o i l .  It has gained cons ide rab le  importance du r ing  t h e  p a s t  t h r e e  
o r  f o u r  y e a r s  p l a y i n g  an  i m p o r t a n t  r o l e  i n  t h e  p r i c i n g  of 
i n t e r n a t i o n a l l y  t raded  o i l .  But t h e  growth of t h e  Brent  market 
and i t s  i n f o r m a l  c h a r a c t e r  h a v e  c a u s e d  p r o b l e m s :  recent  
b a n k r u p t c i e s  and pe r fo rmance  f a i l u r e s  have  a f f e c t e d  confidence 
and, on occasions,  brought t r a d i n g  t o  a s t a n d s t  ill. 

T h i s  p a p e r  a d d r e s s e s  b o t h  t h e  i s s u e  o f  g rowth  (what  c a u s e s  
t h e  i n c r e a s e  i n  t h e  vo lune  of t rad ing?)  and t h a t  of f a i l u r e  ( a r e  
there any problems a s soc ia t ed  wi th  e i t h e r  growth o r  t h e  informal  
c h a r a c t e r  of operat ions?) .  It begins wi th  a s u c c i n c t  d e s c r i p t i o n  
of t h e  market and p rov ides  d a t a  on growth on t r a d i n g ,  changes i n  
the t i m e - c h a r a c t e r i s t i c s  o f  t r a n s a c t i o n s  and prices. 

The mot ives  of agen t s  t r a d i n g  i n  t h e  Brent market, mo t ives  
which i n c l u d e  hedg ing ,  s p e c u l a t i n g  and t a x - s p i n n i n g ,  a r e  
analysed.  The inc reas ing  importance of s p e c u l a t i v e  a c t i v i t y  is 
noted. The de te rminants  of grcwth a r e  d iscussed .  An impor tan t  
f a c t o r  i s  t h e  d i s p e r s i o n  o f  e x p e c t a t i o n s  h e l d  by t r a d e r s :  i f  
e x p e c t a t i o n s  a b o u t  p r i c e  movements a r e  w i d e l y  s p r e a d  t h e n  t h e  
nunber of d e a l s  can be high. Another f a c t o r  is t h e  pe rcep t ion  by 
i n t e g r a t e d  o i l  compan ies  t h a t  t h e y  c o u l d  lower t h e i r  t a x  
l i a b i l i t y  e.g. t r a d i n g  a m ' s  l e n g t h  a t  p r i c e s  lower than  t h e  key- 
re ference .  

The p a p e r  i d e n t i f i e s  t h e  p r o b l e m s  w h i c h  may c a u s e  
s i g n i f i c a n t  s t r a i n s  i n  t h e  m a r k e t ,  s u c h  a s  f a s t e r  movements  i n  
s p o t  p r i c e s  than a l lowed f o r  i n  t h e  p rev ious  backwardation, l a r g e  
nunbers  of t r a n s a c t i o n s  i n  r e l a t i o n  t o  t h e  wet cargoes  a v a i l a b l e  
and high backwardness of maturing d e a l s  caus ing  1 arge  f o r e c a s t i n g  
e r r o r s .  

The f u t u r e  of t h e  Brent m a r k e t  d e p e n d s  on t h e  s t a t e  o f  
pe rcep t ions  about  r isks  of f a i l u r e s ,  t h e  s i z e  of p o t e n t i a l  g a i n s  
t o  be made from u s i n g  t h e  m a r k e t  and i m p l e m e n t a t i o n  o f  new 
arrangements which lessen concern about  possible d e f a u l t s .  
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FOOTROTES 

1. T h i s  i s  a summary of m a t e r i a l  g i v e n  i n  _The Market f o r  North 

- Sea - Crude -- O i l  (1986) and concen t r a t e s  on the c e n t r a l  f e a t u r e s  

of t r a d i n g .  

2. Dea l s  i n  which neither pa r ty  cwns or p l a n s  t o  own t h e  o i l  are 

known a s  ltpapertl d e a l s  a s  opposed t o  "wet" dea l s .  

3. See Marke t  foy N o r t h  Sea  Crude O i l  for  d e t a i l s  of t h e  

a r r ang emen t . 
I f  t h e r e  were a c o l l e c t i o n  o f  firms who were r i s k - t a k e r s ,  

t hen  it is p o s s i b l e  t ha t  t h e  market cou ld  be s u s t a i n e d  by t h e  

l o n g  run  l o s s e s  w i l l i n g l y  b o r n e  a s  t h e  p r i c e  of p l a y i n g  i n  

t h i s  risky environment. 
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INTRODUCTION 

The r e c e n t  h i s t o r y  of t h e  i n f o r m a l  m a r k e t  f o r  Nor th  Sea  

B r e n t  b l e n d  h a s  been of g r e a t  in te res t  t o  t h o s e  s t u d y i n g  

commodity markets i n  g e n e r a l  and t h e  o i l  market i n  p a r t i c u l a r .  

Two aspec t s  of t h i s  market g i v e s  it t h i s  important  pos i t i on .  

F i r s t ,  t h e  v e r y  r a p i d  g r o w t h  i n  a c t i v i t y  i n  t h e  Brent m a r k e t  

means t h a t  f o r  much of 1985 a n  a v e r a g e  o f  a t  l e a s t  400 d e a l s  a 

month were b e i n g  made. W i t h  e a c h  d e a l  b e i n g  f o r  a l o t  s i z e  o f  

600,000 b a r r e l s  of o i l  a t  around $25 a b a r r e l  t h e  t o t a l  t u r n o v e r  

i n  1985 was  a t  l e a s t  $72 b i l l i o n .  The s e c o n d  f e a t u r e  of t h e  

market is t h a t  it o p e r a t e s  a s  an informal  forward market. There 

i s  n o  c e n t r a l  c l e a r i n g  agency ,  a s  i n  a f u t u r e s  m a r k e t ,  and s o  

each d e a l  is done d i r e c t l y  between agents.  These f a c t s  ra ise  a 

number of ques t ions :  

( i )  What c a u s e s  t h e  i n c r e a s e  i n  t h e  volume of t r a d i n g  i n  t h e  

Brent  market, and a r e  there any limits t o  t h i s  growth? 

(ii) How c a n  an i n f o r m a l  m a r k e t  o f  s u c h  a s i z e  o p e r a t e ,  and a r e  

t h e r e  any problems a s s o c i a t e d  w i t h  t h e  i n f o r m a l i t y  of ope ra t ion?  

B e f o r e  we c a n  s k e t c h  a n s w e r s  t o  t h e s e  q u e s t i o n s ,  i t  is  

necessary  and indeed h i g h l y  i l l u m i n a t i n g  t o  d e s c r i b e ,  first,  t h e  

a c t u a l  i n s t i t u t i o n a l  a s p e c t s  of t h e  m a r k e t  and t o  a n a l y s e  i n  

some d e t a i l  t h e  p a t t e r n  of g rowth  i n  t h e  marke t .  The p a p e r  i s  
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t hus  arranged i n  f i v e  sec t ions .  Sec t ion  1 describes t h e  method 

of buying and s e l l i n g  Brent  cargoes  and t h e  na tu re  o f  t h e  buyers  

and s e l l e r s .  Sec t ion  2 p rov ides  d a t a  on t h e  m o u n t  of t r a d e  i n  

B r e n t ,  t h e  time p a t t e r n  of d e a l s  and of p r i c e s ,  and on t h e  

re1 a t i o n s h i p  between t r a d e  and p h y s i c a l  p r o d u c t i o n  of Brent 

blend. Sec t ion  3 discusses agen t s  ope ra t ing  i n  t h e  Brent market 

and  t h e i r  t r a d i n g  m o t i v e s ;  a n d  S e c t i o n  4 a n a l y s e s  t h e  

de te rminants  of t h e  e q u i l i b r i m  s i z e  of t h e  market, both i n  t h e  

s h o r t  and l o n g  r u n .  F i n a l l y ,  S e c t i o n  5 a t t e m p t s  an  

i n t e r p r e t a t i o n  of B r e n t  m a r k e t  b e h a v i o u r  i n  t h e  l i g h t  of t h e  

e a r l i e r  d i scuss ion .  It  a l s o  i n c l u d e s  r e f l e c t i o n s  on the g e n e r a l  

d i f f i c u l t i e s  of such a market ope ra t ing  smoothly. 
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1. BUYING AND sELLm BRENT BLEND 

T h e r e  a r e  two d i s t i n c t  t y p e s  of c o n t r a c t  i n  t h e  b u y i n g  and 

We s e l l i n g  of B r e n t  B l e n d  and t h r e e  d i s t i n c t  t y p e s  o f  a g e n t .  

s t a r t  w i th  t h e  contracts . '  

A cont rac t  t o  buy o r  s e l l  B r e n t  c a n  be e i t h e r  "da ted"  i.e. 

f o r  a spec i f i c  d a t e ,  o r  it can be  for a s p e c i f i c  month t h a t  is 

Ilopenrr a s  r e g a r d s  t h e  day o f  d e l i v e r y  b u t  w i t h  t h e  d e l i v e r y  

month agreed. G i v e n  t h a t  s chedu les  of load ing  for  a p a r t i c u l a r  

month a r e  n o t  agreed u n t i l  t h e  beginning of t h a t  month, "dated" 

cargoes  can o n l y  refer t o  t h e  c u r r e n t  month. The open c o n t r a c t  

has  two s p e c i a l  f e a t u r e s :  

(i) The se l le r  nan ina te s  when oil w i l l  be d e l i v e r e d  i n  t h e  month 

i n  q u e s t i o n  b u t  must g i v e  a t  l e a s t  15 days '  n o t i c e  of t h e  

i n t e n t i o n  t o  d e l i v e r .  The b u y e r  h a s  a 3 day  marg in  a r o u n d  t h e  

d e l i v e r y  d a t e  s u g g e s t e d  by t h e  s e l l e r  i n  which he c a n  a g r e e  t o  

t a k e  d e l i v e r y .  Thus t h e  s e l l e r  h a s  a f a r  g r e a t e r  f l e x i b i l i t y  

t hen  t h e  buyer i n  schedul ing  t h e  a c t u a l  consummation o f  a d e a l .  

The effect  of t h e  15-day rule  is t h a t  a f t e r  t h e  middle  of a month 

(say March) it is n o t  p o s s i b l e  t o  d e a l  i n  an open March c o n t r a c t  

s i n c e  15 days '  n o t i c e  of d e l i v e r y  c o u l d  n o t  be  g i v e n .  A p r i l  

d e l i v e r y  would be t h e  nea res t  time possible. 

I n  p r a c t i c e ,  open d e a l s  s t a r t e d  i n  1983 wi th  v i r t u a l l y  a l l  

d e a l s  b e i n g  f o r  t h e  current  month or one month a h e a d ;  by l a t e  
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1983 two month deals  were r e g u l a r ,  soon f o l l o w e d  by three month 

d e a l s  i n  e a r l y  1984. Four  month d e a l s  emerged as  a common 

f e a t u r e  i n  mid 1985. 

Before t h e  b e g i n n i n g  of 1985 a l l  d e a l s  were f o r  lot s i z e s  

( t anke r s )  o f  500,000 barrels of Brent  Blend c rude  w h i l e  from 1985 

on t h e  l o t  size increased  t o  600,000 b a r r e l s .  

( ii) The d e a l  i s  made by t e l e p h o n e  and c o n f i r m e d  by t e l e x  

d i r e c t l y  between t h e  two p a r t i e s  i n v o l v e d  but  it is n o t  paid f o r  

a t  t h i s  s t a g e .  G i v e n  

t h e  v e r y  l a r g e  s i z e  of t h e  d e a l ,  i t  is n o t  s u r p r i s i n g  t h a t  

s e c u r i t y  i s  sometimes s o u g h t  i n  l e t t e r s  of c r e d i t  o r  s i m i l a r  

f i n a n c i a l  guarantees .  

Payment i s  made 30 d a y s  a f t e r  d e l i v e r y .  

T h e r e  are th ree  d i s t i n c t  t y p e s  of a g e n t  a c t i v e  i n  t h i s  

m a r k e t ,  a l t h o u g h  i n  p r a c t i c e  c e r t a i n  compan ies  c o n t a i n  some o r  

a 1  1 c h a r a c t e r i s t i c s :  

( i> there a r e  companies which produce c rude  o i l  (or  have a 

p a r t i c i p a t i o n  e n t i t l e m e n t )  who for v a r i o u s  reasons  wish 

t o  s e l l  sane o r  a l l  o f  the i r  product ion;  

there a r e  refiners of o i l  who need t o  buy sane or  a l l  of 

their  inputs ;  

(ii) 

(iii) there a r e  t r a d e r s  who own neither o i l  nor refineries and 

so i f  t h e y  buy o i l  must s e l l  i t  t o  someone e l s e  (o r  i f  

t h e y  s e l l  must buy) i n  o rde r  t o  meet t h e i r  o b l i g a t i o n s  

o r  not t o  rece ive  a l a r g e  amount of a commodity f o r  

which there a r e  v i r t u a l l y  no s to rage  fac i l i t i es .  

The e x i s t e n c e  of these pure %radersf t  o r  middlemen, cmbined  

w i t h  the l a c k  of a c l e a r i n g  agency has g iven  rise t o  a phenmenon 

known a s  a "da isy-cha in" .  A t  t h e  p o i n t  of n o m i n a t i o n  t h e  
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producer informs somebody who has  purchased from him tha t  there 

w i l l  be a d e l i v e r y  i n  t h a t  month. T h i s  p e r s o n  may wel l  be a 

t r a d e r  who does not want t h e  o i l 2 .  He t h e r e f o r e  must immediately 

inform scmeone t h a t  he  has  s o l d  t o  t h a t  a ca rgo  is n m i n a t e d  for  

t h e  l a t t e r  t o  receive. T h i s  p e r s o n  i n  t u r n ,  i f  n o t  a r e f i n e r ,  

must ' 'pass t h e  p a r c e l "  on. T h i s  cont inues  u n t i l  e i ther  a refiner 

is naninated (who is w i l l i n g  and anxious t o  receive t h e  phys ica l  

c a r g o )  o r  u n t i l  there  i s  n o  time l e f t  (i.e. t h e  15 day r u l e  i s  

b i n d i n g ) .  I n  s u c h  a c a s e  t h e  middleman must  e x p e c t  t o  t a k e  

d e l i v e r y  but may t ry  t o  s e l l ,  perhaps a s  a da t ed  cargo, sometimes 

a t  a d i s c o u n t .  The a c t u a l  l i n k i n g  from f i r s t  b u y e r  t o  l a s t  

se l le r  is the 'daisy chain" and the  e x a c t  membership of the cha in  

is not determined u n t i l  t h e  nomination procedure s t a r t s .  

This account  makes it c l e a r  t h a t  t h e  mot ives  for  the middle-  

men a r e  pu re ly  s p e c u l a t i v e .  They go from a c l o s e d  p o s i t i o n  t o  an 

open  one and t h e n  back  t o  a c l o s e d  p o s i t i o n ,  h o p i n g  t o  make a 

margin between t h e  prices a t  which they bought and so ld .  However, 

i n  t h i s  marke t  nobody can be sure  t h a t  h i s  p o s i t i o n  is  closed 

u n t i l  t h e  da i sy  c h a i n s  have been e s t a b l i s h e d .  A s  we s h a l l  show 

l a t e r ,  t h i s  market h a s  been  f a c t o  domina ted  by s p e c u l a t i v e  

d e a l s .  

Although there is sane t r a d i n g  in a l l  t h e  North Sea c rudes  

the  existence of a s u b s t a n t i a l  forward paper market is conf ined  

a t  p r e s e n t  t o  B r e n t  b l e n d  (which  i s  of c o u r s e  a s u b s t a n t i a l  

f r a c t i o n  - around 40% o f  t o t a l  p r o d u c t i o n ) .  A c c o r d i n g l y ,  t h e  

rest  of t h i s  s tudy  is addressed t o  t h i s  specific market. 
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2. THE SIZE AND TERM STRUCI'URE OF 'IHE MARKET 

The i n t r o d u c t i o n  o f  t h e  s p e c u l a t i v e  m o t i v e  i n t o  t h e  Brent  

marke t  h a s  a f f e c t e d  b e h a v i o u r  i n  s e v e r a l  ways. F i r s t ,  t he  

nunber of d e a l s  has  increased  very g r e a t l y .  Secondly,  there has 

been a marked inc rease  i n  t h e  w i l l i n g n e s s  t o  buy and s e l l  f u r t h e r  

forward. Th i rd ly ,  there h a s  been an effect  on t h e  v o l a t i l i t y  o f  

t h e  market, both i n  terms of nunbers of d e a l s  and a l s o  p o s s i b l y  

i n  p r i c e  behaviour.  

I n  o r d e r  t o  t r a c e  t h e  d e v e l o p m e n t  o f  t h e  m a r k e t ,  i t  is  

n e c e s s a r y  t o  h a v e  some d a t a ,  and f o r  t h i s  t h e  p u b l i c a t i o n  by 

-- Petroleum Argus [ 1 I of t h e  results of the i r  survey  of t h e  market 

i s  i n v a l u a b l e .  P e t r o l e u m  Arms m o n i t o r s  m a r k e t  a c t i v i t y  by 

c o n t a c t i n g  a l l  known t r a d e r s  each day and asking f o r  d e t a i l s  of 

d e a l s  done. These  a r e  t h e n  checked w i t h  t h e  o t h e r  p a r t y  named. 

T h e  p u b l i s h e d  d a t a  g i v e  t h e  day  on which  t h e  d e a l  was done ,  t h e  

month f o r  which  it was done  and the  p r i c e  a t  which  i t  was done. 

These  d a t a  were a v a i l a b l e  on a d a i l y  b a s i s  f rom t h e  m i d d l e  of 

August 1983. S i n c e  t h e  Brent m a r k e t  i s  n o t  r e c o g n i s e d  a s  a 

f o r m a l  Exchange w i t h  t r a d i n g  P l a n  t he re  c a n  be no  o f f i c i a l  

r eco rds  of a c t i v i t y  so  t h a t  Petroleum Arms is probably the most 

complete  source  of information a v a i l a b l e .  O f  course  there may 

we l l  have been a degree of under-recording, p a r t i c u l a r l y  a t  t h e  

beginning of t h e  per iod,  bu t  we s h a l l  assune t h a t  record ing  h a s  
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improved and t h a t  there is no p a t t e r n  t o  t h e  missing data .  

The w e e k l y  d a t a  a r e  r e p o r t e d  i n  The Marke t  foy North Sea  

----- Crude --- Oil [21  but f o r  our  p u r p o s e s  i t  i s  n e c e s s a r y  t o  a g g r e g a t e  

t h e  d a t a .  The key t o  a g g r e g a t i o n  is t h e  c o n t r a c t  p e r i o d ,  which  

is s p e c i f i e d  by t h e  c a l e n d a r  month. If we a r e  i n t e r e s t e d  i n  t h e  

e x t e n t  t o  which d e a l s  are made f u r t h e r  forward than  t h e  m i n i m u m ,  

t h e n  t h e  15-day r u l e  p r e v e n t s  u s  from a g g r e g a t i n g  by c a l e n d a r  

month. For example, i n  t h e  f i r s t  h a l f  of March d e a l s  f o r  March 

a r e  still p o s s i b l e  so t h a t  d e a l s  f o r  Apr i l  are d b l i b e r a t e l y  not  

tTcurrent t l ,  w h i l e  a f t e r  mid-March d e a l s  fo r  A p r i l  a r e  t h e  n e a r e s t  

d a t e  t h a t  c a n  be made. A c c o r d i n g l y  we d e f i n e  a '%radingl! month 

a s  running from the middle  of one month t o  the middle  of the n e x t  

and we c a l l  i t  by t h e  name of t h e  l a t e r  of t h e  two. Thus i n  

"March" (mid-February t o  mid-March) we c a n  i d e n t i f y  d e a l s  f o r  

March ( c a l e n d a r  month) which we denote  %urrent"  d e a l s ;  d e a l s  for 

A p r i l  ( c a l e n d a r )  which  we d e n o t e  1 month d e a l s  e t c .  On t h i s  

b a s i s  we p resen t  f i r s t  i n  Table  I t h e  nunber of d e a l s  recorded i n  

each "tradingm1 month for each c a l e n d a r  month. 
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TABLE 1: Deals Done i n  Trading Months By Nunber of Months Forward 

TRADING CURRENT ONE MONTH TWO MONTHS THREE MONTHS* 
MONTH 

Sept. 83 
Oct. '83 
Nov. '83 
Dec. '83 
J a n .  '84 
Feb. '84 
March'84 
April 84 
May '84 
June 184 
Ju ly  '84 
Aug. 184 
Sept .  184 
Oct. 184 
Nov. '84 
Dec. '84 
Jan. '85 
Feb. '85 
March 85 
Apri l  85 
May '85 
June '85 
July ' 85  
Aug. '85 
Sept. 85 
Oct.  '85 
Nov. t85 
Dec. '85 
Jan.  '86 
Feb. '86 

13 
41 
37 
29 
31 
54 
44 
28 
22 
30 
45 
39 
55 
54 
47 
63 
45 
96 
66 
50 
62 
60 
54 
71 
63 

1 IO 
85 
47 
52 
82 

20 
60 
41 
40 
44 
68 
87 
53 
95 
87 
83 

103 

74 
236 
75 
98 

26 3 
16 1 
1 24 
1 82 
140 
103 
135 
141 
197 
230 
21 2 
126 
273 

a4 

* Note: 3 or more months ahead. 

1 
0 
3 

14 

20 
35 
38 
43 
47 
83 

1 20 
too 
64 
42 
77 
66 

106 
117 
97 
74 

105 
55 

108 
86 

208 
188 
195 
78 

154 

28 

0 
0 
0 
0 
0 
0 

11 
14 
7 

20 
45 
77 
53 
17 
11 
35 

8 
15 
22 
25 
55 
69 
29 

135 
87 
91 
62 
27 
29 
23 
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Given t h i s  d a t a  we can combine them i n  v a r i o u s  ways t o  form 

p i c t u r e s  of o v e r a l l  market a c t i v i t y .  

( a )  T o t a l  New D e a l s  in a "Month" The number of new d e a l s  made 

each t r a d i n g  month is t h e  e a s i e s t  s t a t i s t i c  t o  c o l l e c t  and i s  

t h e  h o r i z o n t a l  sum of e n t r i e s  from T a b l e  1. F o r  example ,  i n  

'Junet 1985 there were 374 d e a l s .  The d a t a  i s  p l o t t e d  i n  F igure  

1 .  

(b) T o t a l  Nunber of Deals for a Month This  is t h e  t o t a l  number 

o f  a l l  d e a l s  made w h i c h  f a l l  due  i n  a c a l e n d a r  month. For 

example ,  i n  "June" 1985 60 d e a l s  were made t o  f a l l  due  i n  J u n e ,  

i n  ''Maytv 182 d e a l s  were made f o r  J u n e ,  i n  T t A p r i l "  there  were 97 

d e a l s  f o r  J u n e  and i n  ftMarch" 22 d e a l s  - a t o t a l  of 361. The 

diagonal sums of T a b l e  1 g i v e  the t o t a l  number o f  d e a l s  for  a 

month. The r e s u l t s  a r e  p l o t t e d  i n  F igure  2. 

( c )  

c o n s t r u c t  a measure of t h e  "sizeTt of t h e  market is t o  c a l c u l a t e  

a t  t h e  e n d  of  a t r a d i n g  m o n t h  how many d e a l s  a r e  s t i l l  

outs tanding.  A t  t h e  l a s t  day of Vune" there c o u l d  be d e a l s  for 

J u l y ,  August, September. There cou ld  a l s o  be d e a l s  fo r  June t o  

be d e l i v e r e d  ( b u t  no new ones t o  be made). Thus  t h e  t r i a n g u l a r  

summation w i l l  u n d e r e s t i m a t e  t h e  s i z e  of t h e  marke t .  If we 

assuned t h a t  h a l f  t he  c u r r e n t  month d e a l s  a t  end of Vune" w i l l  

i n  f a c t  be d e l i v e r e d  i n  the second h a l f  of the  c a l e n d a r  month, we 

w i l l  n o t  be too  f a r  o u t  f o r  a measu re  of t o t a l  m a r k e t  size. 

Hence a t  e n d  of "June" 1985 we h a v e  239 d e a l s  f o r  J u l y ,  160 f o r  

August, 69  f o r  September and 180 f o r  t h e  rest of c a l e n d a r  June - 
a t o t a l  of 648. The r e s u l t s  a r e  p l o t t e d  i n  F i g u r e  3. T h e s e  

v a r i o u s  t o t a l s  a r e  g i v e n  i n  Tab le  2. 

The T o t a l  Number of D e a l s  Outstanding The e a s i e s t  way t o  
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MONTH ----- 
Dec. '83 
Jan. l84 
Feb. 184 
March 84 
A p r i l  84 
May l84 
June 184 
J u l y  '84 
Aug. '84 
Sept. '84 
Oct. '84 
Nov. '84 
Dec. '84 
Jan. '85 
Feb. '85 
March l85 
April 85 
May '85 
June '85 
July '85 
Aug. '85 
Sept. '85 
Oct. '85 
Nov. '85 
Dec. '85 
Jan. 186 
Feb. '86 

83 
103 
142 
177 
143 
167 
184 
2 56 
339 
292 
209 
336 
250 
2 07 
4 80 
366 
2 96 
373 
374 
241 
449 
377 
6 06 
565 
481 
285 
532 

70 
74 

112 
140 
135 
110 
174 
189 
176 
261 
303 
298 
41 6 
179 
2 82 
430 
325 
318 
36 1 
293 
3 34 
332 
388 
503 
572 
543 
465 

AT MONTH END ------------ 
92 

123 
172 
223 
219 
26 3 
305 
380 
53 6 
6 09 
53 6 
57 2 
465 
385 
634 
644 
562 
614 
64 8 
562 
69 8 
7 47 
998 

1 18 
1,061 

789 
81 6 

* Note: December 1983 is t h e  e a r l i e s t  da t e  f o r  complete d a t a  
since d a t a  f o r  t he  month s t a r t s  from deals i n  September 
made three months forward. ................................................................. 

Table 2 immediately r evea l s  two important  c h a r a c t e r i s t i c s :  

t he  market has  grown r a p i d l y ,  and t h e r e  has a l s o  been g r e a t  

f luctuat ion on a month by month basis. The di f fe ren t  colunns of 

the t ab le  have t o  be interpreted i n  slightly d i f f e ren t  ways. The 

number of d e a l s  in a flmonthtl r e f l e c t s  t h e  new a c t i v i t y  i n  t h a t  

month, and t h i s  is l i k e l y ,  a s  we s h a l l  shcw below, t o  r e f l e c t  the 

range of views about l i k e l y  future  deve lopent .  The wider the 
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s p r e a d  of v i e w s  t h e  l a r g e r  t h e  number of d e a l s .  A t  t h e  same 

t ime, i f  new a g e n t s  l e a r n  about t h e  m a r k e t ,  o r  e x i s t i n g  a g e n t s  

a r e  w i l l i n g  t o  a s s i g n  more r e s o u r c e s  t o  t h e  m a r k e t  t he re  w i l l  

a l s o  be growth .  T h e r e  seems t o  be  a th ree -mon th  c y c l e  i n  t h e  

l a t t e r  h a l f  of t h e  p e r i o d  ( w i t h  peaks  i n  August, November, 

F e b r u a r y  and May) b u t  t h e  r e a s o n  f o r  t h i s  i s  u n c l e a r  and i t  may 

be a s t a t i s t i c a l  q u i r k  of t h e  s h o r t  d a t a  series. T h e r e  a p p e a r s  

t o  h a v e  been  some growth d u r i n g  1985 p a r t i c u l a r l y  i n  t he  l a s t  

q u a r t e r  (see Figure  11. 

The number of d e a l s  for  a month r e f l e c t s  t h e  number of 

a g e n t s  who were w i l l i n g  t o  be  i n v o l v e d  i n  a " d a i s y  c h a i n "  (i.e. 

t o  be s e t t l i n g  a c c o u n t s )  a t  any p a r t i c u l a r  time. It is on t h e  

b a s i s  of t h e  p r o f i t s  and l o s s e s  incur red  from t h e  s e t t l e m e n t  of 

such cha ins  t h a t  agents  w i l l  a s s e s s  the i r  performance. T h i s  is 

t h e  measu re  t h a t  i s  most c l o s e l y  re la ted  t o  the amount of 

phys ica l  o i l  being del ivered i n  t h e  month. The a c t u a l  nunber of 

wet d e a l s  i s  unknown w i t h o u t  d i r e c t  i n f o r m a t i o n  on t h e  amounts  

the i n t e g r a t e d  producers  a r e  keeping f o r  t h e i r  own purposes and 

n o t  s e l l i n g  on t h e  market. However,  t h e  a c t u a l  p r o d u c t i o n  of 

Brent b l e n d ,  which g i v e s  t h e  u p p e r  l i m i t  t o  t h e  number of wet 

d e a l s ,  is shcwn i n  Table  3. 
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December 1983 
January 1984 
February 1984 
March 1984 
Apr i l  1984 
May 1984 
June 1984 
Ju ly  1984 
August 1984 
September 1984 
October 1984 
November t 984 
December 1984 
January 1985 
February 1985 
March 1985 
A p r i l  1985 
May 1985 
June 1985 
Ju ly  I985 
August 1985 
September 1985 
October 1985 
November 1985 
December 1985 
January 1986 
February 1986 

869 
932 
962 
945 
908 
7 39 
725 
794 
870 
8 92 
96 7 
955 

1,012 
1,025 

981 
951 
891 
873 
764 
850 
844 
826 
949 
940 
969 
969 
951 

Source: Wood McKenzie 

Note: 

Cormorant, North Cormorant, Devron, Dunlin, Hutton , M.W. Hutton, 

# Brent b l e n d  is t h e  output  of t h e  f o l l o w i n g  f i e l d s :  Bren t ,  

Murchison (U.K.) , T h i s t l e ,  Murchison (Norway). 

Comparison o f  T a b l e  3 and co lumn 2 of T a b l e  2, a s  shown i n  

F igure  4 ,  shows t h a t  even  look ing  a t  1985 (by which time t h e  most 

rap id  growth i n  t h e  market had a l r eady  occurred)  t h e r e  is l i t t l e  

c o r r e l a t i o n  between t h e  series. The nunber of d e a l s  for a month 

does not r e f l e c t  t h e  amount o f  c r u d e  t h a t  i s  a v a i l a b l e  ( u n l e s s  

t h e  i n t e g r a t e d  p r o d u c e r s  a r e  v a r y i n g  t h e  amounts  t h e y  s e l l  by 
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very  g r e a t  moun t s ) .  I n  the  absence of information on t h e  nunber 

of wet cargoes  on t h e  market t h e  nunber of d e a l s  for the month is  

an  i n d e x  o f  t h e  a v e r a g e  l e n g t h  of t h e  d a i s y  c h a i n s .  On t h i s  

b a s i s ,  t he re  h a s  been a v e r y  s u b s t a n t i a l  i n c r e a s e  ( p e r h a p s  a 

t r i p l i n g  i n  ave rage  l e n g t h )  between e a r l y  1984 and l a t e  1985 (see 

F i g u r e  2). 

I f  we t a k e  t h e  maximum amount o f  B r e n t  b l e n d  p roduced  a s  

b e i n g  a l l  s o l d  on t h e  m a r k e t ,  w h i c h  i s  a b o u t  1 mb/d we c a n  see 

t h a t  t h i s  i s  a b o u t  50 c a r g o e s  a month.  On a number of d e a l s  f o r  

a month of a r o u n d  500 t h e  minimum l e n g t h  o f  t h e  a v e r a g e  d a i s y  

cha in  ( the  r a t i o  of paper or s p e c u l a t i v e  d e a l s  t o  wet d e a l s )  is 

10 t o  1. I n  p r a c t i c e ,  n o t  a l l  B r e n t  is s o l d  on t h e  m a r k e t  and 

not a l l  market t r a n s a c t i o n s  w i l l  be recorded so t h a t  the r a t i o  is 

d e f i n i t e l y  (and s i g n i f i c a n t l y )  greater than  10 t o  1. 

The v a r i a t i o n  i n  t h e  nunber of d e a l s  for  t h e  month, a l though 

s u b s t a n t i a l ,  is c l e a r l y  less t h a n  t h a t  fo r  d e a l s  in t h e  month 

(with the except ion  of January 1985 which saw an excep t iona l  drop 

f r om t h e  p r e v i o u s  month).  T h e r e  i s  no c l e a r  s e a s o n a l i t y ,  and 

indeed there seems t o  be l i t t l e  growth i n  t h e  f irst  n ine  months 

o f  1985,  b u t  t h e r e  was a very  l a r g e  i n c r e a s e  i n  t h e  number o f  

d e a l s  t e rmina t ing  i n  l a t e  1985 and e a r l y  1986. 

The number of d e a l s  o u t s t a n d i n g  a t  t h e  e n d  o f  a month i s  a 

measu re  of t h e  t o t a l  o v e r h a n g  on t h e  m a r k e t  - a measu re  o f  t h e  

amount of money commit ted  t o  i t .  T h i s  i n  f a c t  does show v e r y  

s u b s t a n t i a l  growth dur ing  1985, and is because t h e  nunber of new 

d e a l s  being made in t h e  Autunn of 1985 is g r e a t e r  than the number 

of retirements ( d e a l s  f o r  t h e  month).  The peak r e a c h e d  i n  

November 1985 is very  s t r i k i n g .  
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A d i f f e r e n t  way of p r e s e n t i n g  t h e  same d a t a  is t o  l o o k  a t  

the age s t r u c t u r e  of t h e  d e a l s .  The measures of nunbers of d e a l s  

each have  a corresponding "average age of d e a l "  measure. 

( 1 )  A v e r a g e  Life of N e w  D e a l s  ( F o r w a r d n e s s  of New D e a l s )  

I n  o rde r  t o  ana lyse  how f a r  ahead on average  new dea ls  a r e  being 

made we define t h e  incremental forwardness under F l ( t ) :  

3 

C i D (i t) 

3 + +  
F , ( t )  = i = 0 

C D (i t) 
i = O  

where N i t )  is t h e  number of d e a l s  done i n  period t f o r  i per iods  

ahead. I n  f a c t ,  since each d e a l  w i l l  be de l ivered  i n  a c a l e n d a r  

month and t h e  index is based on d e a l s  i n  a t r a d i n g  month, we must 

add h a l f  a month t o  o b t a i n  t h e  a v e r a g e  time f o r  making t h e  d e a l  

u n t i l  d o i n g  i t .  I n  d e m o g r a p h i c  terms t h i s  i s  t h e  l i f e  

expectancy of new d e a l s .  The series is p l o t t e d  i n  F igure  5. 

(2)  Average  Age of C o n c l u d i n g  D e a l s  (Backwardness  of Deals for 

t h e  Month) If we wish  t o  f i n d  o u t  i n  a g i v e n  month t h e  a v e r a g e  

age o f  t hose  d e a l s  which a r e  being s e t t l e d  then  t h e  analogous 

i n d e x  i s  t h e  backwardness index F2(t): 

3 

C i D (i, t-i) 
i = o  

C D (i, t-i) 
+ +  FZ(t )  = 

i.e. an  a v e r a g e  based  on t h e  sum o f  d e a l s  f o r  t made three 

months,  two months  e t c .  ago. As b e f o r e  a f a c t o r  of one h a l f  i s  

added t o  l i n e  up t h e  months. This,  i n  demographic terms, is t h e  

a v e r a g e  a g e  of t hose  d e a l s  d y i n g  a t  a g i v e n  moment. The ser ies  

is p l o t t e d  i n  F igure  6. 
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(3) The Average Life Expectancy of Deals Outstanding If we wish 

t o  know not o n l y  how many d e a l s  a r e  s t i l l  o u t s t a n d i n g  b u t  a l s o  

the  l e n g t h  of time they s t i l l  have t o  run then we need t h e  total 

forwardness index F3(t):  

3 3  

C C j D ( t + j - i ,  t+i) 

C 3 D (t-i,t+i) + C C D  (t+j-i,t+i) 
0 

The d e a l s  a t  end "March" for A p r i l  a r e  c o u n t e d  a s  h a v i n g  one 

month t o  run  w h i l e  those in "March" f o r  March a r e  c o u n t e d  a s  

h a v i n g  no months t o  run. Because  t h e  d a t a  i s  moved f rom the 

m i d d l e  of t h e  t r a d i n g  Ilmonth" t o  t h e  end of it we d o  n o t  need t o  

add t h e  e x t r a  h a l f  month a s  w i t h  t h e  two o t h e r  i n d i c e s  ( b o t h  o f  

which a r e  i n  e f f e c t  centred a t  t h e  m i d d l e  of t h e  t r a d i n g  

flrnonthtl). T h i s  i n d e x  m e a s u r e s  t h e  " l i f e  e x p e c t a n c y "  of  those 

d e a l s  s t i l l  a l i v e .  The series is p l o t t e d  i n  F igure  7. 

These three measures aga in  re f lec t  d i f f e r e n t  a s p e c t s  of t h e  

age s t r u c t u r e  of d e a l s  and  i t  is  u s e f u l  t o  l o o k  a t  a l l  o f  them. 

The v a l u e s  a r e  presented i n  Tab le  4. 
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TABLE 4: The Average Age Struc ture  of Deals 

Dec. '83 1.32 1 .og 1.24 
Jan. i84 1.47 1.12 0.93 
Feb. l84 1.26 t .14 0-79 
March 1 8 4 1.57 1.39 0.94 
April 84 1.69 1.44 1.04 
May '84 1.71 1.62 1.14 
June 184 1.81 1.67 1.02 
J u l y  '84 2 .oo 1.64 1.26 
Aug. '84 2.19 1.58 1.42 
Sept.  84 2.02 I .76 1.25 
Oct. 184 1.71 2.01 I .oo 
Nov. r84 1.55 2.19 0.88 
Dec. '84 1.84 1.76 0.89 
Jan. '85 1.67 1.67 1 .07 
Feb. l85 1.58 1.51 1 .oo 
Marchl85 1.76 1.66 0.94 
April 85 1.83 1.72 I .01 
May '85 I .83 1.76 1.08 
June '85 1.99 1.72 1.18 
J u l y  '85 1.74 1.73 1 .06 
Aug. i85 2.18 1.93 ? .34 
Sept. 85 2.02 1 .go 1.32 
Oct. l85 1.96 7.64 1.28 
Nov. i85 1 .go 2.05 1 . I4  
Dec. '85 1.92 2.09 1.02 
Jan. '86 1.79 2 .og 0.86 
Feb. '86 1.64 2.01 1 .oo ................................................................. 
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The i ndex  o f  f o r w a r d n e s s  f o r  new d e a l s  shows l i t t l e  t r e n d  from 

a f t e r  t h e  f i r s t  q u a r t e r  of 1984 and  a t  t h e  same time does not  

h a v e  any pronounced  c y c l i c a l  p a t t e r n  ( e x c e p t  t h a t  Augus t  is a t  

p e a k  i n  b o t h  years a n d  F e b r u a r y  i s  a l o w ) .  There i s  n o  

i n d i c a t i o n  from t h i s  series a lone  why i n  c e r t a i n  months t h e  new 

d e a l s  should t e n d  t o  be f u r t h e r  forward t h a n  i n  o ther  months.  

The i n d e x  of backwardness  of d e a l s  f o r  t h e  month shows s i m i l a r  

g r o w t h  i n  e a r l y  1984 and some t r e n d  t h e r e a f t e r .  The s i n g l e  

n o t a b l e  f e a t u r e  of t h e  da t a  is t h e  s h a r p  peak around November i n  

both y e a r s  - the  average  age o f  the dea l s  exp i r ing  then  was more 

t h a n  two months.  T h i s  may be d u e  t o  i n c r e a s e s  i n  f o r w a r d  

p u r c h a s e s  by f i n a l  users i n  August  i n  a n t i c i p a t i o n  of winter 

requirements. T h i s  i n t e r p r e t a t i o n  a 1  so  accounts  f o r  the i n c r e a s e  

i n  t h e  nunber of three-month d e a l s  noted i n  August. 

F i n a l l y ,  we l o o k  a t  t h e  f o r w a r d n e s s  f o r  t h e  d e a l s  

o u t s t a n d i n g  - t h i s  is of c o u r s e  much l o w e r  t h a n  t h e  o t h e r  two 

because many d e a l s  a r e  j u s t  about t o  be completed and hence have  

low l i f e  e x p e c t a n c y  d e s p i t e  t h e  f a c t  t h a t  t h e y  may h a v e  been 

in i t i a t ed  sane time before.  T h i s  measure shows very  l i t t l e  t r end  

but  h a s  very c l e a r  c y c l i c a l  movements w i t h  lows i n  the Spring and 

h ighs  i n  t h e  Autmn. 

The f i r s t  q u e s t i o n  t h a t  these  d i f f e r e n t  m e a s u r e s  r a i s e  i s  

w h a t ,  i f  any,  is t h e  r e l a t i o n s h i p  between t h e  "volume" and t h e  

" forwardness"?  Is it t r u e ,  f o r  i n s t a n c e ,  t h a t  t h e  d e g r e e  of 

f o r w a r d n e s s  of new d e a l s  is i n d e p e n d e n t  o f  t h e  number of new 

d e a l s ,  or is there a tendency f o r  i n c r e a s i n g  amounts o f  d e a l i n g  

t o  be concent ra ted  fur ther  forward? The squared c o r r e l a t i o n s  a r e  

shown i n  Table  5. 
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TABLE V: Squared C o r r e l a t i o n s  Between Volune Measures and 
Forw a rdne s s / B a c h  a rdne s s Measures 

Deals i n  t h e  month. 0.29 
Deals for  the  month. 0.61 
Deals a t  month end. 0.04 

The very s t rong  c o r r e l a t i o n  between t h e  number of d e a l s  for 

a month and the  backwardness  f o r  t h a t  month i s  s t r i k i n g .  The 

results i n d i c a t e  t h a t  an i n c r e a s e  i n  backwardness of one month is 

a s s o c i a t e d  wi th  an i n c r e a s e  of 379 d e a l s  (each e x t r a  d e a l  pushes 

t h e  backwardness up by 0.1 days  approximately).  

The c o r r e l a t i o n  between t h e  measures i n  t h e  'month' is a l s o  

s i g n i f i c a n t  w h i l e  t h a t  a t  t h e  end of t h e  month is i n s i g n i f i c a n t .  

The  n e x t  i m p o r t a n t  p iece  o f  i n f o r m a t i o n  t h a t  i s  a v a i l a b l e  

about t h e  d e a l s  i n  t h e  Brent  market is t h e  p r i c e  of every s i n g l e  

d e a l .  These  p r i c e s ,  which  a r e  t h e  r e s u l t  of a g e n t s  s e a r c h i n g  

amongs t  o t h e r  a g e n t s ,  change  r a p i d l y  and c a n  e v e n  be v e r y  

d i f f e r e n t  on t h e  same  d a y .  T h i s  r e f l e c t s  b o t h  c h a n g i n g  

r e q u i r e m e n t s  and c h a n g i n g  p e r c e p t i o n s  and i n f o r m a t i o n .  The 

prices differ  by t h e  forwardness  of t he  d e a l  and accord ingly  on 

any one  day t h e r e  c a n  be c o n s i d e r a b l y  d i f f e r e n t  p r i c e s  f o r  

c u r r e n t ,  one month, two month and three month d e a l s .  Because t h e  

p r i c e  made on a day is for sane po in t  ( a t  t h a t  time undetermined) 

i n  t h e  month we cannot c o n s t r u c t  a d a i l y  se r ies  of forward p r i c e s  

i n  the normal sense - s i n c e  a l though t h e  p r i c e  s e t t i n g  day moves 

f o r w a r d  t h e  c l e a r i n g  day  d o e s  not. F o r  t h e  s i m p l e  d e s c r i p t i v e  

p u r p o s e s  of t h i s  p a p e r ,  we h a v e  t h e r e f o r e  

monthly average  prices. The c u r r e n t  month 

d e c i d e d  t o  c o n s t r u c t  

pr ice  is t h e  ave rage  
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of a l l  d e a l s  done i n  a t r a d i n g  f o r  t h a t  month (e.g. i n  

I1Marcht1 fo r  March). The o n e  month p r i c e  is t h e  a v e r a g e  of all 

d e a l s  f o r  t h e  n e x t  month (e.g. in ''Marchtt for A p r i l )  e tc .  T h e  

l a c k  of t h r e e  month d e a l s  u n t i l  March 1984 means t h a t  t h e  f i r s t  

month f o r  which t h e r e  i s  a t h r e e  month p r i c e  is J u n e  1984 ( a n d  

there is  no f i g u r e  f o r  December 1983 f o r  t h e  two month f o r w a r d  

pr ice) .  There a r e  two d i s t i n c t  ways t o  l o o k  a t  t h e  term 

s t r u c t u r e  o f  these  p r i c e s .  The f i r s t ,  shown i n  T a b l e  6 ,  i s  t o  

compare t h e  p r i c e s  s e t  in a t'montht' f o r  v a r i o u s  months f o r w a r d .  

The s e c o n d ,  shown i n  T a b l e  7 ,  i s  t o  compare t h e  prices f o r  a 

month se t  i n  v a r i o u s  months before .  

MONTH 

----- 
Dec. 183 
Jan. 184 
Feb. '84 
March 84 
A p r i l  I84 
May t84 
June '84 
Ju ly  l84 
Aug. '84 
Sept. '84 
Oct. t 8 4  
Nov. 184 
Dec. l84 
Jan.  t85 
Feb. '85 
March 85 
A p r i l  85 
May t85 
June t85 
J u l y  '85 
Aug. '85 
Sept .  85 
Oct. '85 
Nov. '85 
Dec. 185 
Jan. t86 
Feb. '86 

CURRENT 

------- 
28.68 
29.12 
29.72 
29.82 
30 -09 
29.66 
29.83 
28.59 
27.41 
28.20 
28 S O  
27.65 
27.46 
26 -77 
27 2 9  
28.27 
28.29 
27.48 
26.79 
26.50 
26.89 
27.73 
27.97 
28.69 
29.57 
25.71 
19.52 

ONE MONTH 
FORWARD 

28 -73 
29.05 
29.50 
29 -74 
29 -90 
29.61 
29.83 
28.87 
27.81 
28.68 
28.83 
-3' -87 

26.53 
27.04 
27 . I9  
27.61 
26.71 
26 -37 
26.12 
26.49 
27.19 
27.60 
28.61 
27.68 
24.03 
18.61 

--------- 

a .2a 

TWO MONTHS 
FORWARD ---------- 

28.59 
28.86 
29.13 
29 -71 
29.83 
29.61 
29.84 
29.05 
28.26 
28.92 
28.90 
28.03 
27.14 
26.38 
26.65 
26.67 
27 -33 
26.55 
25 -99 
25.81 
26.15 
26.86 
27-27 
28.10 
26.62 

17.52 
22 .a4 

THREE MONTHS 
FO WARD ------------ 

- 
- 
- 

29.62 
29.84 
29.71 
29.64 
29.16 
28.30 
28.99 
28.89 
27 -78 
26 -98 
26.09 
26.48 
26.58 
27 -36 
26.49 
25.89 
25.46 

26.57 
27 .oo 
27.56 
25.48 
21.82 
16.80 
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TABLE 7: P r i c e s  S e t  For a Month ($ /Barre l )  

MONTH 

----- 
Dec. t83 
Jan. t84 
Feb. '84 
March 84 
A p r i l  84 
May f84 
June t84 
J u l y  r84 
Aug. '84 
Sept .  84 

Nov. f84 
Dec. 184 
Jan.  '85 
Feb. ' 85  
March'85 
Apr i l  85 
May '85 
June '85 

Aug. f85 
S e p t .  85 
Oct. ' 85  
Nov. t85 
Dec. '85 
Jan.  '86  
Feb. 186 

O c t .  fa4 

J u l y  fa5 

CURRENT 

------- 
28.68 
29.12 
29 -72 
29.82 
30 -09 
29.66 
29 -83 
28.59 
27.41 
28.20 

27.65 
27.46 
26 -77 
27.29 
28.27 
28.29 

26.79 
26.50 
26.89 
27 -73 
27 -97 
28.69 
29.57 
25.71 
19.52 

28.50 

r( .4a 

ONE MONTH 
BEFORE --------- 
29.50 
28 -73 
29.05 
29.50 
29 -74 
29.90 
29.61 
29 -93 
28.87 
27.81 
28.68 
28.83 
27 -87 
27.28 
26.53 
27.04 
27.19 
27.61 
26.71 
26.37 
26 .I2 
26.49 
27.19 
27.60 
28.6 1 
27.68 
24.03 

TWO MONTHS 
BEFORE ---------- 

- 
29.02 
28.59 
28.86 
29.13 
29.71 
29 -83 
29.61 
29.84 
29.05 
28 2 6  
28.92 
28.90 
28.03 
27.14 
26.38 
26.65 
26.67 
27 -33 
26.55 
25 -99 
25.81 
26.15 
26.86 
27 -27 
28.10 
26.62 

THREE MONTHS 
BEFORE ------------ 

- 
- 
- - - 
- 

29.62 
29.04 
29 -7 1 
29.64 
29.16 
28.30 
28 -99 

a -78 
26.98 
26.09 
26.48 
26.58 
27 -36 
26.49 
25.89 
25.46 
25.82 
26.57 
27 .oo 
27.56 

28.89 

................................................................. 
We can see t h a t  for t h e  g r e a t e r  p a r t  of t h e  per iod  t h e r e  was 

o n l y  a v e r y  s l o w  downward t r e n d  i n  p r i c e s  ( a t  a round  15 t o  20 

cents a month on average)  u n t i l  t h e  very  r ap id  change a t  t h e  end 

of t he  p e r i o d .  A t  t h e  same time, t h e  m o n t h l y  a v e r a g e  p r i c e s  

f l u c t u a t e d  a good d e a l  ( o f t e n  by more t h a n  a d o l l a r  a month) s o  

t h a t  t h e r e  was c o n s i d e r a b l e  v a r i a t i o n  i n  t h e  d e t e r m i n a n t s  of 

s h o r t - r u n  pr ices .  

If we b e g i n  by compar ing  p r i c e s  i n  t h e  same month we c a n  



c a l c u l a t e  t h e  a v e r a g e  d i f f e r e n c e  between t h e  p r i c e  f o r  t h e  

cu r ren t  month and t h e  p r i c e  f o r  a g i v e n  number of months  ahead. 

When t h e  c u r r e n t  p r i c e  is g r e a t e r  than  t h e  forward price t h e r e  is 

a tlbackwardationll, w h i l e  i f  t h e  forward p r i c e  is g r e a t e r  than t h e  

c u r r e n t  p r i c e ,  t h e r e  is a %ontangott. The d i f f e r e n c e s  on an one 

month, two month and t h r e e  month spread  a r e  shown i n  Table  8. 

TABLE 8: Spot  Less Forward P r i c e s  In The Month 
(Backwardation/Contango) ................................................................. 

Dec. '83 -0.05 0 .og - 
Jan. 184 0.07 0.26 - 
Feb. r84 0 2 2  0.59 - 
March'84 0.08 0.1 1 0.20 

May t84 0.05 0.05 -0.05 
June '84 0 .oo -0.01 0.19 
July t 84  -0.28 -0.46 -0.57 
Aug. '84 -0.40 -0.85 -0.89 
Sept.  84 -0.48 -0.72 -0 -79 
Oct. '84 -0 -33 -0.40 -0 -39 
Nov. '84 -0.22 -0.38 -0.13 

A p r i l  184 0.19 0.26 0.25 

Dec. '84 0.18 0.32 0.48 
Jan. '85 0.24 0.39 0.68 
Feb. '85 0.25 0.64 0.81 
March 85 1.08 1.60 1.69 
Apri l  85 0.68 0.96 0.93 
May '85 0 -77 0 -93 0.99 
June '85 0.42 0.80 0.90 
July '85 0.38 0.69 1.04 
Aug. '85 0.40 0.74 1.07 
Sept.  '85 0.54 0.87 1.16 
Oct. '85 0.37 0 .TO 0 -97 
Nov. '85 -0.02 0.59 1.13 
Dec. t85 1.89 2.95 4.09 
Jan. '86 f .68 2.87 3.89 
Feb. '86 0.91 2 .oo 2.72 ................................................................. 

The d a t a  of T a b l e  8 ,  wh ich  a r e  p l o t t e d  i n  f i g u r e  VIII, 

show two very  c l e a r  f e a t u r e s :  



( i )  t h e  marke t  shows a c o n t a n g o  f o r  most of 1984 and t h e n  a 

b a c k w a r d a t i o n  f o r  1985. T h i s  i s  e q u a l l y  t r u e  f o r  a l l  t h r e e  

d i f f e r e n t i a l s .  

( i i )  t h e r e  i s  a c l e a r  r e l a t i o n s h i p  b e t w e e n  t h e  a v e r a g e  

d i f f e r e n t i a l s  ove r  t h e  v a r i o u s  degrees  of forwardness. 

The backwardation reaches a peak i n  l a t e  1985; 

These  d i f f e r e n t i a l s  mus t  r e f l e c t  e x p e c t a t i o n s  of f u t u r e  

p r i c e  m o v e m e n t s  s o  t h a t  t h e y  c o n t a i n  i n f o r m a t i o n  on how 

e x p e c t a t i o n s  change  and  w h e t h e r  t h e  e x p e c t a t i o n s  were c o r r e c t .  

For example ,  i f  t h e  one, two  and t h r e e  month p r i ces  a r e  a l l  s e t  

s u c c e s s i v e l y  l o w e r  t h a n  t h e  c u r r e n t  p r i c e  it is  r e a s o n a b l e  t o  

i n f e r  t h a t  t h e  "market"  sees on b a l a n c e  t h e  p o s s i b i l i t y  of a 

dec l ine  i n  spo t  prices ove r  time, w i t h  t h a t  p o s s i b i l i t y  becoming 

ever  more c e r t a i n  t h e  more time e l a p s e s .  From t h e  g r a p h  of 

d i f f e r e n t i a l s  it is v e r y  n o t i c e a b l e  t h a t  a lmos t  without excep t ion  

i f  t h e  one month f o r w a r d  p r i ce  i s  s e t  be low ( a b o v e )  t h e  c u r r e n t  

price, then t h e  two month price w i l l  be even  more below (above) 

the c u r r e n t  price, and t h e  three month price w i l l  be f u r t h e r  away 

s t i l l .  There is no n o t a b l e  occasion on which (say)  the one month 

p r i c e  was below t h e  c u r r e n t  p r i c e  and t h e  two month price was 

n e a r e r  t o  t h e  c u r r e n t  p r i c e  ( i n d i c a t i n g  the  expec ta t ion  of a f a l l  

i n  p r i c e  f o l l o w e d  by a p a r t i a l  r e c o v e r y ) .  A f o r t i o I L  t h e  

d i f f e r e n c e s  were n e v e r  i n  o p p o s i t e  d i r e c t i o n s .  T h i s  s u g g e s t s  

v e r y  s t r o n g l y  t h a t  e x p e c t a t i o n s  were v e r y  much formed on an  

e x t r a p o l a t i v e  bas i s .  The two and three month d i f f e r e n t i a l s  a r e  

much c l o s e r  t o  e a c h  other t h a n  t o  t h e  one  month s p r e a d  i n  1984, 

but  by 1985 they too o f t e n  were f a r  apar t .  

The o t h e r  way of looking  a t  t h e  price d a t a  is t o  c o n c e n t r a t e  

on prices set for a g i v e n  month a t  v a r i o u s  p r i o r  dates .  T a b l e  7 
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can  be used t o  see whether  t h e r e  is a s t e a d y  convergence  t o  t h e  

c u r r e n t  p r i c e  a s  t h e  t i m e  span s h o r t e n s .  I f  a th ree  month 

forward dea l  is s e t  on the bas i s  of what t h e  p a r t i e s  think may be 

a c t u a l l y  happening l1spot1I i n  t h r e e  months ,  t h e n  t h e s e  forward 

p r i c e s  a r e  pred ic t ions  of t h e  spot pr i ce  t h a t  even tua l ly  emerges. 

The accuracy  of t h e s e  p r e d i c t i o n s  is c a l c u l a t e d  by t a k i n g  t h e  

d i f f e r e n c e  between t h e  s p o t  for a g i v e n  month and t h e  one month 

forward  p r i c e  for  t h a t  month s e t  i n  t he  p r e v i o u s  month e t c .  

These p r e d i c t i o n s  f o r  t h e  t h r e e  ser ies  a r e  p l o t t e d  i n  F i g u r e  9 

and a r e  given i n  Table 9. 

TABLE 9: The Predict ion Errors  Made by Forward Pr ices  a t  
Different  Lengths ................................................................ 

MONTH ONE MONTH TWO MONTHS THREE MONTHS 
ERROR ERROR ERROR --------- ---------- ------------ ----- 

Dec. '83 -0.05 - - 
Jan.  184 0 -39 0 .IO - 
Feb. '84 0.67 1.13 - 
March'84 0.32 0.96 - 
April  84 0.35 0.96 - 
May 184 -0.24 -0 -05 - 
June '84 0.22 0 .oo 0.21 
July '84 -1.21 -1.02 -1.25 

Sept.184 0.39 -0.85 -1.44 

Dec. '84 -0.41 -1.44 -1.53 
Jan. '85 -0.51 -1.26 -2.12 

April 85 1.10 1.64 2.20 
May '85 -0.13 0.81 I .oo 
June '85 0.08 -0 -54 0.21 
J u l y  '85 0.13 -0.05 -0.86 
Aug. '85 0 -77 0 .go 0.40 
Sept.  * 85 1.24 I .92 1.89 
Oct. '85 0.78 1 .a2 2.51 
Nov. '85 1 .og 1.83 2.87 
Dec. l85 0.96 2.30 3 .OO 

Aug. '84 -1.46 -2.43 -2.30 

Oct. t84 -0.18 0.24 -0.66 
Nov. '84 -1.18 -1.27 -0.65 

Feb. '85 0.76 0.15 -0.49 
March 85 1.23 1.89 1 .29 

Jan. 186 -1 .go -2 9 39 -1.29 
Feb. '86 -4.51 -7.10 -8.04 ................................................................. 
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The p r e d i c t i o n  e r r o r s ,  which  a s  we s h a l l  see c a n  p l a y  a 

c r u c i a l  r o l e  i n  t h e  market show t h a t  there was three d i s t i n c t  

episodes. Up t o  t h e  end o f  1984 there was no c l e a r  p a t t e r n  - 
t h e r e  was b o t h  b a c k w a r d a t i o n  and c o n t a n g o  i n  this p e r i o d  and 

usually t h e  p r e d i c t i o n  e r r o r  on a one month f o r w a r d  d e a l  was 

a round  50 cents. I n  1985 t h e  m a r k e t  saw a run  o f  e l e v e n  mon ths  

( w i t h  a s i n g l e  n e g a t i v e  i n  May) i n  which the one month p r e d i c t i o n  

e r ro r  was p o s i t i v e  (i.e. s p o t  h i g h e r  t h a n  t h e  one  month f o r w a r d  

price of t h e  previous month). The er rors  i n  t h e  l a s t  f i v e  months 

of t h i s  p e r i o d  were n e a r l y  $1.  I n  t h e  f i n a l  two months  t h e  

e r r o r s  became n e g a t i v e  aga in  and p a r t i c u l a r l y  i n  February 1986 

were v e r y  much g r e a t e r  t h a n  a n y t h i n g  t h a t  had  p r e v i o u s l y  been  

experienced. The two  and three month e r r o r s  show t h e  same 

q u a l i t a t i v e  behaviour  b u t  t h e  s i z e  of the e r r o r s  is much g r e a t e r .  

The p r e d i c t i o n  e r r o r s  can be r e l a t e d  t o  t h e  backwardations by t h e  

following equat ion:  

Hence i n  a s t a t i o n a r y  market the p r e d i c t i o n  e r r o r  is equa l  

t o  the backwardation. Hcwever i f  spo t  p r i c e s  a r e  moving r a p i d l y  

down t h e n  t h e  p r e d i c t i o n  error w i l l  be l a r g e  u n l e s s  t h e  

b a c k w a r d a t i o n  i n c r e a s e s  i n  t h e  p r e v i o u s  month. We see t h a t  

i n  December 1985 and J a n u a r y  1986 b a c k w a r d a t i o n  was l a r g e  by 

h i s t o r i c a l  s t anda rds  b u t  t h a t  i n  the e v e n t  t h e  

t o  a much g r e a t e r  e x t e n t .  I n t e r e s t i n g l y  t h e  

February narruwed aga in  so t h a t  a con t inua t ion  

spot  p r i c e  moved 

b a c k w a r d a t i o n  i n  

down of the s p o t  
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price moderated there would be a further la rge  prediction error 

for  March 1986. 
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3. THE AGENTS AND THEIR TRADING MOTIVES 

As pointed o u t  i n  t he  i n t r o d u c t i o n  there a r e  three d i s t i n c t  

t y p e s  of t r a d i n g  f u n c t i o n  i n  t h e  B r e n t  Market .  There a r e  

producers (whether i n t e g r a t e d  or  not) who wish t o  s e l l  phys ica l  

crude (wet b a r r e l s ) ;  there a r e  r e f i n e r s  who need t o  buy phys ica l  

c r u d e ;  and there a r e  t h o s e  who n e i t h e r  wish t o  g e t  r i d  of o r  

o b t a i n  phys ica l  crude. 

We b e g i n  w i t h  t h e  owners  of c r u d e .  P r i o r  t o  t h e  a b o l i t i o n  

of BNOC in t h e  s p r i n g  of 1985, there were three s e p a r a t e  sou rces  

of wet b a r r e l  s: 

( i>  

(ii) i n t e g r a t e d  producers  who might choose t o  s e l l  on t h e  market 

even  though t h e y  cou ld  have  used the crude  themselves ;  

(iii) BNOC which had acqui red  o i l  a s  p a r t  of t h e  g e n e r a l  t a x a t i o n  

non-integrated producers  who had t o  s e l l ;  

arrangements. 3 

G i v e n  t h e  l a c k  of s t o r a g e  f a c i l i t i e s  for  oil t h a t  was no  

l o n g e r  " i n  t h e  groundt1, t h e  f i rs t  and t h i r d  c a t e g o r i e s  provided a 

s t e a d y  ( and  i n c r e a s i n g )  f l o w  of c r u d e  o i l  t o  t h e  marke t .  The 

second ca tegory  was a l s o  very  impor tan t  and there is evidence  t o  

sugges t  t h a t  there was an i n c r e a s e  i n  t h i s  a c t i v i t y  from mid 1984 

( t h i s  i n  t u r n  may be  an  i m p o r t a n t  f a c t o r  i n  t h e  r a p i d  g rowth  of 

t h e  marke t  a t  t h a t  d a t e ) .  The m o t i v e  for  t h i s  a c t i v i t y  h a s  

become knawn as  I1tax-spinningt1. The t a x a t i o n  of o i l  passed on t o  
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t h e  r e f i n i n g  p a r t  of an i n t e g r a t e d  company was r e l a t e d  t o  t h e  

s e l l i n g  price. If the o i l  were merely i n t e r n a l l y  t r a n s f e r r e d  

t h e n  an  i n p u t e d  pr ice  was a s s i g n e d  t o  t h e  t r a n s a c t i o n  and t h i s  

price was the  BNOC price w h i l e  t h i s  existed (shcwn i n  

Table  IO). During v i r t u a l l y  a l l  t h e  per iod  i n  ques t ion ,  t h e  s p o t  

market p r i c e  was lower than  t h e  o f f i c i a l  price so t h a t  i n t e g r a t e d  

companies ,  i n  o r d e r  t o  e s t a b l i s h  a l o w e r  t a x - r e f e r e n c e  p r i c e ,  

found i t  p r o f i t a b l e  t o  s e l l  t h e i r  own c r u d e  and buy back  from 

another  se l ler .  S e l l i n g  "back to back" i s  n o t  permi t ted  f o r  these 

purposes i.e. A cannot  s e l l  t o  B and s imul t aneous ly  B s e l l  t o  A. 

Even a s m a l l  t r a n s a c t i o n  c o s t  on t he  d e a l  wou ld  n o t  o f f s e t  t h e  

f a l l  i n  t a x a t i o n  l i a b i l i t y  when the  market price was well below 

t h e  o f f i c i a l  p r i c e .  T h i s  t a x  s p i n n i n g  of c o u r s e  e q u a l l y  g a v e  

i n t e g r a t e d  r e f i n e r s  a r e a s o n  t o  buy from t h e  market and n o t  t o  

take  o i l  d i r e c t l y  from t h e  firm's own production. 

After t h e  a b o l i t i o n  of BNOC there was a need fo r  a new tax-  

r e f e r e n c e  pr ice ,  and i t  a p p e a r s  t h a t  t h e  p r i c e  c u r r e n t  i n  a 

th i r ty-day  per iod ( t h e  ave rage  p r i c e  in the period preceding t h e  

deal)  was regarded a s  t h e  tax- reference  price on crude a c t u a l l y  

t r a n s f e r r e d  by an i n t e g r a t e d  company t o  i ts  s u b s i d i a r i e s .  Hence 

i f  an  i n t e g r a t e d  p r o d u c e r  c o u l d  s e l l  and buy back  o i l  f o r  t h a t  

month a t  a price less than  t h e  average  price i n  t h e  r e l e v a n t  tax-  

r e fe rence  per iod he  cou ld  lower h i s  t ax  l i a b i l i t y .  The obvious  

way t o  a v o i d  t r a n s a c t i n g  a t  t h e  c u r r e n t  ( a v e r a g e )  s p o t  p r i c e  

( t ime t) is t o  s e l l  f o r w a r d  ( i n  month t -1)  and  hope t h a t  t h e  one 

month (say)  f o r w a r d  p r i c e  i n  month ( t - 1 )  i s  lower t h a n  t h e  spot  

p r i ce  i n  t; i n  o the r  words  hope t h a t  t h e  p r e d i c t i o n  e r r o r  

mentioned i n  t h e  p rev ious  s e c t i o n  would be posit ive.  If  it was, 
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t h e n  a r e d u c t i o n  i n  t a x  l i a b i l i t y  would h a v e  been  a c h i e v e d .  

However,  i f  t h e  p r e d i c t i o n  e r r o r  t u r n e d  o u t  t o  be n e g a t i v e  and 

t h e  i n t e g r a t e d  company d i d  not succeed i n  pass ing  t h e  p a r c e l  on 

then  t h e  t a x  l i a b i l i t y  would be g r e a t e r  than  i f  it had wai ted and 

s o l d  spot  (o r  t r a n s f e r r e d  it i n t e r n a l l y ) .  The a b o l i t i o n  of BNOC 

probably  introduced g r e a t e r  unce r t a in ty  i n t o  t a x  sp inning  because 

t h e  movement of t h e  spot  p r i c e  is n o t  p e r f e c t l y  p r e d i c t a b l e  w h i l e  

t h e  BNOC p r i c e  i s  a g i v e n  datum. The a b o l i t i o n  of BNOC c o u l d  

have  been expected t o  force d e a l s  made f o r  t a x  sp inn ing  i n to  t h e  

f o r w a r d  m a r k e t  w h e r e a s  b e f o r e  t h e  a b o l i t i o n  s p o t  d e a l s  were 

d e f i n i t e l y  a d v a n t a g e o u s  wheneve r  t h e  s p o t  p r i c e  was be low t h e  

o f f i c i a l  p r ice .  

~ ~~~~ ~~~~~ ~ ~ ~ ~ ~ ~ _ _ ~ ~ ~ ~ ~ ~ ~ ~ ~  

TABLE 10: BNOC O f f i c i a l  P r i c e  For  Brent  Compared w i t h  Spot Prices 

MONTH OFFICIAL PRICE SPOT PRICE M A R G I N  

December 1983 30 .OO 28.68 1 .32 
January 1984 30.00 29.12 0.88 
February 1984 30 .OO 29.72 0.28 
March 7984 30.00 29.82 0.18 
A p r i l  1984 30 .OO 30.09 -0 .og 
May I984 30.00 29.66 9 -34 
June 1984 30 .OO 29 -83 0.17 
J u l y  1984 30.00 28.59 I .41 
August 1984 30 .OO 27.41 2.59 
September 1984 30.00 28.20 1.80 
October 1984 28.65 za s o  0.15 
November 1984 28.65 27.65 0.90 
December 1984 28.65 27.46 1 .I9 

February 1985 26.75 27 -29 -0.54 
March 1985 27 .oo 28.27 -1.27 

January 1985 27.25 26 -77 0.48 

April 1985 28.25 28.29 -0.04 

Source: The Market f o r  North Sea Crude Oil 
May 1985 27.40 27.48 -0.08 

................................................................. 
The u p s h o t  of t h i s  a r r a n g e m e n t  of t h e  t a x a t i o n  s y s t e m  was 

t h a t  it was o f t e n  a d v a n t a g e o u s  f o r  t h e  b u l k  of N o r t h  S e a  
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p r o d u c t i o n  t o  be t r a d e d  on t h e  m a r k e t  p r o v i d e d  t h a t  companies  

having  s o l d  ( a s  producers) o r  bought ( a s  r e f i n e r s )  cou ld  then  be 

f a i r l y  c e r t a i n  of b a l a n c i n g  t h e  t r a n s a c t i o n  e i t h e r  t h e n  ( o r  

l a t e r )  a t  a f a i r l y  s i m i l a r  p r i ce .  O f  course  i f  t h e  market fo r  a 

p a r t i c u l a r  crude were t o o  t h i n  t h e n  t h e  firm c o u l d  not  count  on 

being immediately a b l e  t o  f i n d  what it needed and t h e  risk of an 

adverse  p r i c e  movement might make t h e  manoeuvre more r i sky ,  and 

the advantages  from tax-spinning less  c l e a r  cu t .  

The second f e a t u r e  of t h e s e  compan ies  d e a l i n g  i n  p h y s i c a l  

o i l  is t h a t  t h e i r  p r o d u c t i o n  o r  r e q u i r e m e n t s  f o r  a few months  

ahead  i s  h i g h l y  p r e d i c t a b l e .  T h i s  l e d  t o  t h e  p o s s i b i l i t y  o f  

hedging.  G i v e n  t h a t  a company knew t h a t  it wou ld  be  s e l l i n g  

( s a y )  a c e r t a i n  amount o f  o i l  i n  t h e  n e x t  month ( e i t h e r  b e c a u s e  

it was i n t e g r a t e d  o r  because i t  was tax spinning), it might feel 

t h a t  a g u a r a n t e e d  p r i c e  e s t a b l i s h e d  now wou ld  be b e t t e r  t h a n  

t h e i r  e x p e c t e d  s p o t  p r i c e  a t  t h e  time of s a l e .  I n  a s i m i l a r  

f a s h i o n ,  a r e f i n e r  might be  w i l l i n g  t o  "buy hedge" t o  r e d u c e  

f u t u r e  uncer ta in ty .  As i n  t h e  s tandard  a n a l y s i s  of such marke ts  

t h e  hedger would be prepared t o  pay a p r m i u n  ( t h e  r i s k  premium) 

i n  o r d e r  t o  s e c u r e  a c e r t a i n  p r i c e .  Hence i f  a s e l l e r  e x p e c t s  

t h e  p r i c e  next  p e r i o d  t o  be  FE (t+l) h e  would  n e v e r t h e l e s s  be  

prepared t o  s e l l  forward now a t  p r i c e s  above PE (ttl) - r (where 

r is t h e  r i s k  premium). A n a l o g o u s l y ,  a b u y e r  w o u l d  be p r e p a r e d  

t o  pay now up t o  an amount r over and above t h e  price he  expects 

t o  r u l e  i n  t h e  n e x t  p e r i o d .  The key t o  d e f i n i n g  a hedged 

t r a n s a c t i o n  is t o  no te  t h a t  t h e  agent  s t a r t s  o f f  w i t h  a p h y s i c a l  

p o s i t i o n  ( a  need t o  s e l l  or buy) and reduces u n c e r t a i n t y  by 

opera t ing  i n  t h e  forward market. 
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The o t h e r  t ype  of t r a n s a c t i o n  t h a t  has  taken p l a c e  ( i n  ever 

i n c r e a s i n g  numbers)  i s  a s p e c u l a t i v e  d e a l .  Here a n  a g e n t  who 

s t a r t s  w i t h  n o  u n c e r t a i n t y  (no r e q u i r e m e n t  t o  s e l l  or  buy 

p h y s i c a l )  i n i t i a l l y  increases u n c e r t a i n t y  by buy ing  o r  s e l l i n g  

f o r w a r d  and s u b s e q u e n t l y  c l o s e s  h i s  p o s i t i o n  by t h e  o f f s e t t i n g  

t r a n s a c t i o n  for  t h e  same p e r i o d .  The e x p e c t e d  r e t u r n  €or  this 

r i s k y  move i s  t h e  p o t e n t i a l  p r o f i t  on t h e  d i f f e r e n c e  be tween 

buy ing  and s e l l i n g  p r i c e s .  If a s p e c u l a t o r  buys  low and 

s u b s e q u e n t l y  s e l l s  h i g h  t h e  g a i n  c o u l d  more t h a n  o f f s e t  t h e  

t r a n s a c t i o n  costs and any r i s k  premium invo lved .  

I n  p rac t i ce ,  where i n t e g r a t e d  companies might both se1 1 and 

buy they could  do so  t o  a l a r g e r  e x t e n t  than the nunber of a c t u a l  

c a r g o e s  t h e y  wi shed  t o  d i s p o s e  of. A l t h o u g h  gx it  is  

p o s s i b l e  t o  l i n k  a p a r t i c u l a r  d e a l  t o  t h e  ownership or not  of the 

phys ica l  crude it is n o t  p o s s i b l e  t o  do so a ante.  I n  f a c t ,  the  

cmpany w i l l  have  a choice  as  t o  which d e a l  t o  use a c t u a l l y  a s  

t h e  one t o  which t h e  phys ica l  cargo is a t t ached  and accord ing ly  

w i l l  choose  t h a t  which  su i t s  i t  b e s t .  Hence it is  n o t  a l w a y s  

p o s s i b l e  t o  l a b e l  a p a r t i c u l a r  d e a l  a s  a I h e d g e '  o r  a s  

' s p e c u l a t i o n ' .  Never the less ,  i t  i s  e v i d e n t  t h a t  b o t h  m o t i v e s  

must be p resen t  i n  the market. 

I n  t h i s  framework a l l  d e a l s ,  except f o r  t h o s e  which a re  

agreed f o r  a p a r t i c u l a r  day, a r e  forward t o  d i f f e r e n t  extent and 

hence may i n v o l v e  t h e s e  two elements.  
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4.THEDETERHINAMTSoFTRESJ.ZEoFTHEMARKET 

G i v e n  t h e  very  rap id  growth i n  the  size o f  t h e  Brent market 

p l u s  t h e  s u b s t a n t i a l  i n c r e a s e  i n  t h e  i m p l i e d  l e n g t h  of d a i s y  

c h a i n s  ( a v e r a g e  number of p a p e r  d e a l s  p e r  wet c a r g o )  we c a n  see 

t h a t  s p e c u l a t i v e  a c t i v i t y  h a s  become i n c r e a s i n g l y  i m p o r t a n t .  

Indeed, t h e  d a t a  o f  S e c t i o n  2 make it e v i d e n t  t h a t  month by month 

t h e r e  h a v e  been  f l u c t u a t i o n s  i n  t h e  number of d e a l s  made t h a t  

c a n n o t  p o s s i b l y  be s i m p l y  changes  i n  t h e  amounts  of p h y s i c a l  

t r a d i n g  ( a l t h o u g h  no  d o u b t  t h i s  t o o  d i d  v a r y  because  of 

product ion levels,  demand s h i f t s  and i n v e n t o r y  r e q u i r e m e n t s ) .  

T h e r e  h a s  c e r t a i n l y  been  a l a r g e  v a r i a t i o n  i n  t h e  number of 

s p e c u l a t i v e  d e a l s  a s  we l l  a s  t h e  trend increase .  G i v e n  a l s o  t h a t  

t h e  p a t t e r n  of dea l ing ,  i n  terms of forwardness  of new d e a l s ,  has  

a l s o  v a r i e d  s u b s t a n t i a l l y ,  i t  is necessary t o  f i n d  an  account o f  

t h e  market ( a s  opposed t o  the i n d i v i d u a l )  t h a t  would e x p l a i n  the 

t h r e e  f e a t u r e s .  We s h a l l  see t h a t  a l l  t h r e e  f e a t u r e s  c a n  be 

r e l a t e d  t o  a key concept  - t h e  d i s t r i b u t i o n  of expected prices. 

However, before  we use t h i s  idea  t o  interpret market behaviour ,  

it i s  h e l p f u l  t o  make some remarks  a b o u t  t h e  l o n g - r u n  r o l e  o f  

s p e c u l a t i o n  i n  a market. 

If we h y p o t h e s i z e  a m a r k e t  i n  w h i c h  all d e a l s  were 

s p e c u l a t i v e  i n  t h e  sense defined above (and which we s h a l l  see is 

a l o n g  run i m p o s s i b i l i t y )  t h e n  t h e  key f e a t u r e  is t h a t  t h e  set of 
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t r a n s a c t i o n s  as  a whole is a "zero stm game". Any p r o f i t  made by 

one agent  by buying low and s e l l i n g  high w i l l  be e x a c t l y  ba lanced  

by t h e  l o s s e s  o f  o t h e r s  who s o l d  low and bough t  h i g h  ( t h i s  

follows because a l l  d e a l s  were w i t h i n  t h e  market). I n  p r a c t i c e ,  

g i v e n  t h a t  t h e r e  a r e  t r a n s a c t i o n  c o s t s  ( s e a r c h  c o s t s  o f  

t e l e p h o n i n g  a round  f o r  q u o t a t i o n s ,  b r o k e r s '  f ees  or  cos ts  o f  

ob ta in ing  f i n a n c i a l  guarantees) ,  the game is i n  f a c t  a n e g a t i v e  

s a  game. I n  the l o n g  run it is n o t  p o s s i b l e  f o r  a l l  firms t o  be 

winners. O f  course  i n  the s h o r t  run t h i s  p o s i t i o n  is s u s t a i n a b l e  

b u t  e v e n t u a l l y  t h o s e  firms who had p e r s i s t e n t l y  lost ( e i t h e r  

t h r o u g h  bad l u c k  o r  t h r o u g h  i n f e r i o r  i n t e l l i g e n c e  or s t r a t e g y )  

would  be  f o r c e d  o u t  of t h e  marke t .  I n  a p u r e  n e g a t i v e  s u m  game 

a l l  firms wou ld  be f o r c e d  out of  t h e  m a r k e t  by t h i s  p r o c e s s  

u n l e s s  t h e r e  was a c o n s t a n t  stream of new e n t r a n t s  who had not 

perce ived  t h e  t r u e  n a t u r e  of t h e  game and who thought  they  cou ld  

s y s t e m a t i c a l l y  win. 4 

Hence we can see t h a t  a p u r e l y  s p e c u l a t i v e  market c o u l d  not  

be s u s t a i n a b l e  i n  t h e  l o n g  run. Sane c a p i t a l  must c o n s t a n t l y  be 

i n j e c t e d  i n t o  s u c h  a m a r k e t  i n  o r d e r  t o  c o n v e r t  i t  i n t o  a 

p o s i t i v e  sum game. Depending on t h e  amount of t h i s  i n j e c t i o n  a 

l a r g e r  or s m a l l e r  number  of s p e c u l a t i v e  d e a l s  wou ld  be  

s u s t a i n a b l e .  If we hypothesised a s i t u a t i o n  i n  which t h e r e  were 

no p e r s i s t e n t  winners  (or l o s e r s )  t h e n  on ave rage  (i.e. over t h e  

l o n g  r u n )  e a c h  dea l  makes a m a r g i n  f o r  e a c h  firm ( t h e  t o t a l  

injected c a p i t a l  d i v i d e d  by twice t h e  number of d e a l s ) .  Hence 

t h e  s u s t a i n a b l e  nunber of d e a l s  per per iod is r e l a t e d  t o  t h e  s i ze  

of t h e  f i n a n c i a l  i n j e c t i o n  per period,  and if we have  an  account 

of t h e  s o u r c e  of t h e  i n j e c t i o n  we can p r o v i d e  an  a c c o u n t  of t h e  
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t lmonetary base"  o f  t h e  marke t .  The o n l y  main s o u r c e  f o r  t h e  

i n j e c t i o n  comes from t h e  hedg ing  m o t i v e .  Here, a s  we p o i n t e d  

o u t ,  t h e r e  is a w i l l i n g n e s s  t o  t r a d e ,  i f  n e c e s s a r y  a t  p r i c e s  

d i f f e r e n t  from those  expected,  i n  o r d e r  t o  secu re  t h e  c e r t a i n t y .  

I f  a " s e l l  hedger"  e x p e c t e d  t h e  p r i c e  n e x t  p e r i o d  t o  be PE 

(t+l) h e  would be p r e p a r e d  to s e l l  fo r  ( P E  - r ) ,  w h i l e  a "buy 

hedgerg1  e x p e c t i n g  t h e  same p r i c e  wou ld  be  p r e p a r e d  t o  pay u p  t o  

(PE + r )  now i n  o r d e r  t o  s e c u r e  c e r t a i n t y .  Hence a s p e c u l a t o r  

can i n t e r v e n e  a t  some prices w i t h i n  t h i s  range. If he buys from 

t h e  producer a t  p1, and s e l l s  t o  t h e  r e f i n e r  a t  P2 (both of which 

a r e  i n  t h e  ranges where t h e  hedgers  see p r o f i t s )  then  he makes a 

marg in  (P, - P I ) .  If t h i s  i s  l a r g e r  t h a n  h i s  r i s k  premium t h e n  

he too makes a p r o f i t .  

i .e .  Net ga in  t o  s e l l  hedger:  

P1 - (PE - r> 

P1 > PE - r )  

Net ga in  t o  buy hedger: 

( f o r  

(PE + r )  - P2 

( f o r  P2 < PE + r) (6) 

Net ga in  t o  specu la to r :  

P2 - P1 - r ( 7 )  

T o t a l  market ga in  is r. The g a i n  t o  the market canes because t h e  

two s e p a r a t e  r i s k s  a r e  combined by t h e  s p e c u l a t o r  i n t o  a s i n g l e  

r i s k  ( t h a t  of buying  o r  s e l l i n g  s h o r t ) .  It h a s  t o  be  assumed 

t h a t  t h e  s p e c u l a t o r  is an e f f i c i e n t  l i n k  between t h e  p a r t i e s  or 

else  they  cou ld  cmbine d i r e c t l y  and would be a b l e  t o  produce a 

t i m a r k e t "  g a i n  o f  2 r .  The s p e c u l a t o r  h e r e  s u r v i v e s  by 

s p e c i a l i s a t i o n  (i.e. lower c o s t s  of search)  or  i f  he h a s  a lower 

( 5 )  
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r i s k  premium. This  account  sees t h e  hedgers  p u t t i n g  money i n t o  

a " k i t t y t 1  ( r  per d e a l )  which c a n  t h e n  be a p p r o p r i a t e d  by t h e  

s p e c u l a t o r s  i f  they a r e  s u f f i c i e n t l y  a b l e  i n  f i n d i n g  dea l s .  The 

s i z e  of the  k i t t y  is then  determined s o l e l y  by t h e  mount of wet 

c a r g o e s  - t h e  more t h e  wet c a r g o e s  t h e  l a r g e r  t h e  number of 

s p e c u l a t i v e  d e a l s  t h a t  c a n  be s u p p o r t e d .  The l o w e r  t h e  r i s k  

premium needed  by e a c h  s p e c u l  a t o r  t he  more s p e c u l a t i v e  d e a l s  

could  be sus t a ined  by t h e  market. 

Th i s  account  a n i t s  two very  important  themes. F i r s t l y ,  it 

t a k e s  no account  of t h e  s i t u a t i o n  where e x p e c t a t i o n s  d i f f e r ,  and 

secondly ,  it t a k e s  hedging t o  be t h e  s o l e  mot ive  f o r  sellers of 

wet c a r g o e s  t o  u s e  t h e  market. I n  f a c t ,  a s  we p o i n t e d  o u t  

e a r l i e r ,  t h e  i n t e g r a t e d  p r o d u c e r s  h a v e  a n o t h e r  m o t i v e  f o r  

s e l l i n g .  If they can s e l l  and then  buy back a t  prices lower than  

t h e  o f f i c i a l  price (average  spot prices s i n c e  mid 1985) they can 

t h e n  make a tax g a i n .  T h i s  may e n c o u r a g e  them t o  be w i l l i n g  t o  

r i sk  s e l l i n g  f o r  l o w  prices, hoping t o  f i n d  a matching purchase,  

even  though t h i s  is belaw t h e  expected price less r i sk  premium. 

If t h i s  were so  t h e n  it wou ld  i n j e c t  f u r t h e r  f u n d s  i n t o  t h e  

market. 

So f a r  our account l i n k s  t h e  nmber of d e a l s  s u s t a i n a b l e  i n  

t h e  l o n g  run t o  t h e  m o u n t  of %et trading".  Hcwever, a s  we have  

shmn, t h e  growth and v a r i a b i l i t y  i n  t h e  paper market f o r  Brent  

cannot  be l i n k e d  s o l e l y  t o  any reasonable  i n t e r p r e t a t i o n  of the 

s a l e  of wet c a r g o e s .  O f  c o u r s e  there c a n  be a short  o r  e v e n  

mediumrun over-shooting of t he  market and i n  t h e  nmber of paper 

d e a l s  r e l a t i v e  to the  number of wet d e a l s .  E v e r y  s p e c u l a t o r  

a t t r i b u t e s  h i s  l o s s e s  t o  bad luck and n o t  t o  t h e  f u n d a m e n t a l  

43 



prob lem o f  o v e r c a p a c i t y  i n  s p e c u l a t o r s .  E v e n t u a l l y  l o s s e s  

s u s t a i n e d  would f o r c e  o u t  some of t h e s e  t r a d e r s  and t h e  news o f  

these  l o s s e s  would be expected e v e n t u a l l y  t o  d iscourage  f u r t h e r  

entry.  This then  would l e a v e  t h e  problem o f  v a r i a b i l i t y  and it is  

he re  t h a t  t h e  role of d i f f e r e n t i a l  e x p e c t a t i o n s  is c r u c i a l .  

We have  seen  t h a t  f o r  a given expected p r i c e  t h e  s p e c u l a t o r  

w i l l  be w i l l i n g  t o  buy (o r  s e l l )  a t  c e r t a i n  r e l a t e d  p r i c e  ranges. 

If we g e n e r a l i s e  t h i s  a rgument  to c o n s i d e r  the c a s e  where  

expec ta t ions  d i f f e r  a s  between s p e c u l a t o r s  then  we have  i n  effect 

a supply  and demand type  model. A t  any p r i c e  there is a group of 

s p e c u l a t o r s  w i l l i n g  t o  s e l l  ( those  who expec t  t o  make a p r o f i t  by 

s e l l i n g  s h o r t  and buying a t  a lower p r i c e  l a t e r ) .  The h ighe r  t h e  

p r i c e  t h e  l a r g e r  t h e  nunber of s p e c u l a t o r s  who expec t  the f u t u r e  

p r i c e s  t o  be  lower t h a n  i t  and h e n c e  a r e  w i l l i n g  t o  s e l l  - t h e  

supply  of p o t e n t i a l  d e a l s  rises wi th  t h e  pr ice .  The a c t u a l  shape 

of t h e  s u p p l y  c u r v e  depends  on t h e  d i s t r i b u t i o n  of e x p e c t e d  

f u t u r e  prices. I f  expec ta t ions  a r e  a l l  s i m i l a r  t h e  supply  c u r v e  

w i l l  r i se  v e r y  s t e e p l y  a r o u n d  t he  mean o f  t h e s e  p r i c e s  - a l l  

s p e c u l a t o r s  s u d d e n l y  see a p r o f i t  motive i n  s e l l i n g .  If 

expec ta t ions  are  very d i v e r s e  than  t h e  supp ly  c u r v e  i s  ve ry  f l a t .  

A s i m i l a r  p i c t u r e  r e l a t e s  t o  the demand c u r v e  - t h i s  shows 

t h e  w i l l i n g n e s s  of s p e c u l a t o r s  t o  buy now ( e x p e c t i n g  f u t u r e  

p r i c e s  t o  be h i g h e r ) .  As t h e  c u r r e n t  price r i ses  t h e  demand by 

s p e c u l a t o r s  f a l l s .  The shape of t h e  demand cu rve  is  s i m i l a r l y  

d e t e r m i n e d  by t h e  d i s p e r s i o n  of e x p e c t a t i o n s .  Now t w o  

s p e c u l a t o r s  c a n  make a d e a l  which  t h e y  b o t h  see ex a n t e  a s  

p r o f  i t a b l e  o n l y  i f  t h e i r  e x p e c t a t i o n s  a r e  f u r t h e r  a p a r t  t h a n  

twice t h e  c o s t  o f  t h e  d e a l .  The s e l l e r  i n  a c c e p t i n g  a p r i c e  P 

44 



m u s t  e x p e c t  a f u t u r e  p r i c e  ( t o  c lose h i s  p o s i t i o n )  n o t  h i g h e r  

than  P - r (where t h e  r i s k  premim a l s o  i n c l u d e s  h i s  t r a n s a c t i o n s  

c o s t ) .  The buye r  m u s t  expec t  a t  l e a s t  a f u t u r e  p r i c e  o f  P + r. 

Hence a d e a l  is possible o n l y  between agen t s  whose e x p e c t a t i o n s  

a r e  a t  l e a s t  2 r  apar t .  Hence t h e  maximm nunber of d e a l s  depends 

a t  any time on the  nmber of s p e c u l a t o r s  whose e x p e c t a t i o n s  a r e  

more than  2 r  apar t .  If e x p e c t a t i o n s  a r e  very wide ly  spread  then  

t h e  number of d e a l s  c a n  be h i g h  b u t  if e x p e c t a t i o n s  a r e  v e r y  

narrowly spread then  the nunber of d e a l s  w i l l  be s m a l l e r .  Thus 

we see t h a t  t h e  v a r i a b i l i t y  i n  p a p e r  t r a d i n g  i s  l i k e l y  t o  be  

s t r o n g l y  a f f e c t e d  by t h e  d i s p e r s i o n  of e x p e c t a t i o n s  h e l d  by 

t r a d e r s .  

The f i n a l  d i m e n s i o n  t o  f o r w a r d  t r a d i n g  t h a t  must be 

c o n s i d e r e d  i s  t h e  d e g r e e  o f  f o r w a r d n e s s .  T r a d e r s  may h a v e  a 

c h o i c e  on how f a r  f o r w a r d  t o  d e a l .  O f  c o u r s e  p r o d u c e r s  or 

r e f i n e r s ,  f a c i n g  s e a s o n a l  v a r i a t i o n s  i n  p r o d u c t i o n  o r  demand, 

w i l l  w i sh  t o  hedge nea re r  o r  f u r t h e r  away on average  i n  o r d e r  t o  

smooth out t he i r  u n c e r t a i n t y .  However, a s  we h a v e  shown, t h e  

d e g r e e  of v a r i a b i l i t y  b o t h  i n  t h e  i n d e x  of f o r w a r d n e s s  and t h e  

nunber of d e a l s  f o r  v a r i o u s  months i s  not l i k e l y  t o  be e x p l i c a b l e  

s o l e l y  i n  terms of t h e  b a s i c  hedg ing  motive a l t h o u g h  t h e  

a b o l i t i o n  o f  BNOC may h a v e  encouraged  t a x - s p i n n e r s  t o  t r a d e  

f u r t h e r  forward .  Deals f u r t h e r  f o r w a r d  a r e  l i k e l y  to be made 

a g a i n s t  an  expected p r i c e  which  i s  more u n c e r t a i n  s o  t h a t  t h e  

risk premim for hedges is higher.  Th i s  shou ld  make it p o s s i b l e  

for  a speculator t o m a k e  a l a r g e r  p r o f i t  p a r t i c u l a r l y  s ince  he  

w i l l  not need t o  hold h i s  p o s i t i o n  open u n t i l  t h e  c o n t r a c t  month 

a r r i v e s .  He can (say)  buy a three month ca rgo  now hoping t o  s e l l  
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it  n e x t  month a t  a margin  w h e r e a s  t h e  p r o d u c e r  s e l l s  now f o r  a 

f ixed d e l i v e r y  point. Any requirement  of producers  or refiners 

t o  t r a d e  f u r t h e r  forward w i l l  i nc rease  t h e  "k i t t y"  a v a i l a b l e  t o  

s p e c u l a t o r s .  However t h e  d i s t r i b u t i o n  of e x p e c t a t i o n s  i s  a 1  so  

c r u c i a l .  If views are more d i v e r s e  f o r  f u r t h e r  ahead d e a l s  then  

t h e  number of s u c h  d e a l s  w i l l  r ise,  w h e r e a s  i f  v i e w s  a r e  more 

homogeneous then  t h e  nunber of such d e a l s  w i l l  d ec l ine .  Th i s  may 

wel l  e x p l a i n  why the re  is a s t r o n g  c o r r e l a t i o n  between the  nunber 

of d e a l s  and t h e  degree of forwardness. If the dominant f e a t u r e  

e x p l a i n i n g  v a r i a b i l i t y  i n  d e a l s  o v e r  a two or  three month per iod 

i s  t h e  d i s t r i b u t i o n  o f  e x p e c t a t i o n s  (i.e. s p e c i a l  product ion or 

f i n a n c i a l  c o n s t r a i n t s  o p e r a t i v e  i n  a s i n g l e  month a r e  smoothed 

out)  t h e n  o n l y  a r i s e  i n  t h e  d i s p e r s i o n  o f  views is l i k e l y  t o  

c a u s e  a r i s e  i n  t h e  number of d e a l s .  T h i s  e f f e c t  is g e n e r a l l y  

l i k e l y  t o  be s t ronge r  f o r  d e a l s  made w i t h  a g r e a t e r  time horizon 

s ince  it is t h e  normal  s t a t e  o f  a f f a i r s  t h a t  u n c e r t a i n t y  i s  

h igher  the  l o n g e r  is the  horizon. Thus s h i f t s  i n  t h e  d i s p e r s i o n  

of e x p e c t a t i o n s  w i l l  produce more d e a l s  f u r t h e r  ahead and t h i s  

w i l l  be r e f l e c t e d  i n  t h e  f o r w a r d n e s s  i n d e x  a t  t h e  time and t h e  

backwardness index when the  d e a l s  expire. 

The d e t e r m i n a t i o n  o f  t h e  d i s t r i b u t i o n  of e x p e c t a t i o n s  

depends on many f a c t o r s  both s u b j e c t i v e  and o b j e c t i v e  and c l e a r l y  

no t h e o r e t i c a l  model can be e a s i l y  constructed.  Hmever, it does 

seem t h a t  wheneve r  a %ew" s i t u a t i o n  a p p e a r s  t h e  l a c k  of 

exper ience  w i t h  it is l i k e l y  t h a t  d i f f e r e n t  a g e n t s  w i l l  r e a c t  i n  

d i f f e r e n t  ways and t h e  d i s p e r s i o n  of views w i l l  i n c r e a s e .  F o r  

example, once it became c l ea r  i n  t h e  Autunn of 1985 t h a t  a change 

i n  OPEC s t r a t e g y  was imminent ,  t h e  g e n e r a l  v i e w  may have been  
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t h a t  p r i c e s  would have to f a l l .  However, t h e  speed and magnitude 

of t h e  f a l l  were very unpred icab le  and the d i s p e r s i o n  of v i e w s  

around a lcwer average expected p r i c e  may well have increased. 

It is impor t an t  t o  stress t h a t  i f  t h e  price f a l l s  a l o n g  way t o  a 

n e w  lcwer l e v e l ,  j us t  as t h e r e  a r e  those w i l l i n g  t o  s e l l  a t  t h a t  

p r i c e  ( b e c a u s e  t h e y  e x p e c t  t o  be a b l e  t o  buy back  a t  a l o w e r  

p r i c e )  t h e r e  a r e  those w i l l i n g  t o  buy (i.e. who see it p r o f i t a b l e  

because on ba lance  they  must expect t o  s e l l  for more). 
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5. AN INTERPRETATION W THE BREHT HARKET BERAVIaJR 

I n  t h i s  s e c t i o n  we a t t e m p t  t o  s y n t h e s i s e  some o f  t h e  

p r i n c i p a l  e lements  of t h e  preceding s e c t i o n s .  

We s t a r t  w i t h  an  a c c o u n t  of t h e  r e a s o n s  for t h e  g rowth  of 

t r a d i n g  i n  Brent.  T h i s  begins  wi th  t h e  need f o r  non-integrated 

p r o d u c e r s  and BNOC t o  s e l l  t h e i r  o i l  t o  r e f i n e r s  and was 

r e i n f o r c e d  by t h e  p e r c e p t i o n  of i n t e g r a t e d  compan ies  t h a t  they 

cou ld  lower t h e i r  t a x  l i a b i l i t y  by s e l l i n g  crude and buying back 

o t h e r  c r u d e  ( t a x  s p i n n i n g )  p r o v i d e d  t h a t  t h e  s e l l i n g  p r i c e  was 

l e s s  than  t h e  c u r r e n t  BNOC p r i c e .  A f t e r  t h e  a b o l i t i o n  of BNOC 

i n t e g r a t e d  companies ,  by s e 1  1 i n g  f o r w a r d ,  c o u l d  s t i l l  g a i n  

provided t h a t  t h e  forward p r i c e  tu rned  ou t  t o  be lower than t h e  

p r i c e  r u l i n g  du r ing  t h e  month t h a t  t h e  forward c o n t r a c t  f e l l  due 

(and  t h e y  had  been  a b l e  to buy b a c k  a t  a s i m i l a r  p r i c e ) .  A l l  

t h i s  a c t i v i t y  ( i n  wet b a r r e l s )  was g r e a t l y  a m p l i f i e d  by t h e  

involvement  of s p e c u l a t o r s  i n  t h e  market who, by t a k i n g  views on 

l i k e l y  f u t u r e  p r i c e s ,  t r i e d  t o  make a margin on buying or s e l l i n g  

short and t hen  cove r ing  t h e i r  p o s i t i o n  a t  a l a t e r  da te .  As well 

as t h e  growth i n  t h e  market caused by t h e  growth i n  tax-spinning 

and t h e  a s s o c i a t e d  m u l t i p l e  of p a p e r  d e a l s  t h a t  t h i s  could  

suppor t  a s  s p e c u l a t o r s  l e a r n t  t o  use  t h e  market, t h e r e  was a l s o  

cons ide rab le  v a r i a t i o n  i n  t h e  total amount of t r a d i n g  month by 

month. We h a v e  s u g g e s t e d  t h a t  an  i m p o r t a n t  p a r t  of t h i s  
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v o l a t i l i t y  i n  q u a n t i t y  was r e l a t e d  t o  changes i n  t h e  d i s p e r s i o n  

of e x p e c t a t i o n s  h e l d  by t h o s e  s p e c u l a t i n g  i n  t h e  marke t .  When 

there was consensus on the l i k e l y  p r i c e  outcome t h e  o p p o r t u n i t i e s  

f o r  t r a d i n g  d e c r e a s e d ,  and when v i e w s  were v e r y  d i s p a r a t e  t h e  

number of d e a l s  increased.  

The a c t u a l  movement of p r i c e s  was o f  c o u r s e  l a r g e l y  

determined by o u t s i d e  f a c t o r s .  Dur ing  1984 and 1985 the s p o t  

p r i ce  l e v e l  f l u c t u a t e d  bu t  showed no s i g n s  of a t r e n d  d e c l i n e  

(there were three consecu t ive  d e c l i n e s  from A p r i l  1985 t o  J u l y  

1985 b u t  a s h a r p  r e c o v e r y  took place t h e r e a f t e r ) .  D u r i n g  a l l  

t h i s  time the  market was i n  backwardation, a l though n o t  to a ve ry  

g r e a t  e x t e n t  u n t i l  December, w h i c h  s u g g e s t s  t h a t  a m i l d  p r i c e  

fall was expected. W i t h o u t  the a c t u a l  f a l l  i n  s p o t  p r i ces  

o c c u r r i n g  t h e  f T p r e d i c t i o n f '  e r r o r  ( spo t  l e s s  t h e  f o r w a r d  i n  t h e  

p rev ious  month) was p e r s i s t e n t l y  p o s i t i v e  i n  1985 and this gave  

o p p o r t u n i t i e s  for  s u c c e s s f u l  t a x - s p i n n i n g  a f t e r  BNOC had been  

a bo1 i shed. 

However a t  the end of 1985 t h e  spo t  p r i c e  f e l l  very  r a p i d l y  

- by f o u r  d o l l a r s  on a v e r a g e  be tween December 1985 and  J a n u a r y  

1986 and by a f u r t h e r  six d o l l a r s  between January and February. 

E v e n  though t h e  one and two month backwardations were unusua l ly  

l a r g e  from December on t h e y  were not l a r g e  enough t o  p r e v e n t  

l a r g e  n e g a t i v e  p r e d i c t i o n  errors being made. I n  p a r t i c u l a r  it is  

r e m a r k a b l e  t h a t  i n  J a n u a r y ,  when t h e  spot p r i c e  had a l r e a d y  

f a l l e n  f o u r  d o l l a r s ,  t h e  b a c k w a r d a t i o n  for  F e b r u a r y  was o n l y  

$1.68. I n  t h e  f a c e  of t h e  six d o l l a r  p r i c e  f a l l  t h o s e  who had 

s o l d  crude forward i n  January f o r  February had made a p o t e n t i a l  

l o s s  of $4 a b a r r e l  i n  r e l a t i o n  t o  their  t a x  l i a b i l i t y .  Anybody 
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who had s o l d  c r u d e  i n  November f o r  F e b r u a r y  saw a l o s s  o f  $8 i n  

r e l a t i o n  t o  t h e i r  t a x  l i a b i l i t y .  

Th i s  extremely rapid f a l l  i n  p r i c e s  must have had a second 

t y p e  o f  e f f ec t .  Those  d e a l s  w h i c h  were s p e c u l a t i v e  - where  

saneone s o l d  s h o r t  i n  order t o  buy l a t e r  (and saneone e l s e  bought 

l o n g  i n  o rde r  t o  s e l l  l a t e r )  - must have  seen very l a r g e  p r o f i t s  

and l o s s e s .  

The s i t u a t i o n  a t  t h e  beginning of 1986 i l l u s t r a t e d  well t h e  

problems of t h i s  informal forward market. A t  a time when there 

were a v e r y  l a r g e  number o f  d e a l s  coming t o  f r u i t i o n  - J a n u a r y  

1986 b e i n g  t h e  second  h i g h e s t m o n t h  ever,  w i t h  t h e  degree of 

backwardness  a t  t h a t  time b e i n g  e s p e c i a l l y  h i g h  - t h e  a v e r a g e  

d e a l  f o r  J a n u a r y  had been made two months  e a r l i e r  and w i t h  a 

r ap id  price f a l l  t h a t  had n o t  been f u l l y  a n t i c i p a t e d  there were 

bound t o  be a l a r g e  nunber of t r a d e r s  who s t a r t e d  t o  perceive t h e  

p o s s i b i l i t i e s  of a l o s s  b e f o r e  t h e y  c o u l d  c l o s e  o u t  t h e i r  

pos i t i on .  The need t o  f i n d  a t r a d e r  w i t h  s u f f i c i e n t l y  o p p o s i t e  

views t o  do a d e a l  p u t s  g r e a t  s t r a i n  on t h e  m e c h a n i c s  of an  

i n f o r m a l  m a r k e t ,  e s p e c i a l l y  i f  a r i s k  o f  d e f a u l t  is perceived.  

Such a problem would  not exis t  w i t h  a f u t u r e s  m a r k e t  w h e r e  t h e  

agency  i t s e l f  buys and s e l l s  and p o s i t i o n s  a r e  p a i d  u p  a s  t h e y  

a r e  entered i n t o .  

The danger s i g n a l s  f o r  t h i s  market a r e  then  three: 

the s p o t  price s t a r t s  t o  move f a s t e r  t han  a l lowed for i n  t h e  (i) 

prev ious  backwardation (or  contango); 

( i i l t h e  number o f  d e a l s  t o  be i n t e g r a t e d  i n t o  d a i s y  c h a i n s  i s  

large i n  r e l a t i o n  t o  t h e  nunber of wet cargoes  a v a i l a b l e ;  

( i i i ) t h e  backwardness  of t h e  m a t u r i n g  d e a l s  i s  h i g h  s o  t h a t  t h e  
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f o r e c a s t i n g  e r r o r  is l i k e l y  t o  be l a r g e r .  

The f u t u r e  of t h e  m a r k e t  mus t  depend on t h e  p e r c e p t i o n  of 

f u t u r e  ep isodes  of a similar n a t u r e  and on t h e  p o t e n t i a l  g a i n s  t o  

be made fran using t h e  market. As we have  argued, on ba lance  t h e  

p u r e l y  s p e c u l a t i v e  t r a n s a c t i o n s  were being supported by the wet 

d e a l s  made by non-integrated and i n t e g r a t e d  producers  and t h e  tax 

c o l l e c t i n g  agency ( i f  it t a k e s  t a x e s  i n  kind). C l e a r l y ,  the non- 

i n t e g r a t e d  compan ies  and t h e  t a x  agency  w o u l d  need  some o u t l e t  

f o r  t h e i r  s a l e s ,  w h i l e  t h e  i n t e g r a t e d  producers  would cont inue  t o  

u s e  s u c h  a m a r k e t  i f  t h e y  t h o u g h t  t h e y  c o u l d  l o w e r  t h e i r  tax 

l i a b i l i t y  w h i l e  doing so wi thout  i n c u r r i n g  too l a r g e  l o s s e s  on 

t h e  s e l l i n g  and buying  back  o f  o i l .  The e x p e r i e n c e  of 1985, 

where f o r e c a s t i n g  e r r o r s  were p e r s i s t e n t l y  p o s i t i v e  may h a v e  

g i v e n  a sense  o f  f a l s e  s e c u r i t y .  The expe r i ence  a t  t h e  beginning 

of 1986 may make t a x - s p i n n i n g  a more c a u t i o u s  a c t i v i t y .  I f  t h e  

u s e  of t h e  marke t  by i n t e g r a t e d  p r o d u c e r s  were t o  d e c l i n e  t h e n  

the volune of s p e c u l a t i v e  a c t i v i t y  t h a t  could be supported would 

a l s o  d e c l i n e  i n  p r o p o r t i o n ,  so t h a t  t h e  m a r k e t  c o u l d  s h r i n k  

subs t  a n t i  a1  l y  . 
The second  change  t h a t  c o u l d  o c c u r  i s  i n  respect  t o  t h o s e  

d e a l s  which  a r e  o b v i o u s l y  s p e c u l a t i v e  ( s e l l e r s  who were not 

producers  o r  buyers  who were not r e f i n e r s ) .  The r i s k s  of d e f a u l t  

h a v i n g  been  exposed  by t h e  1986 c r i s i s ,  s e l l e r s  and b u y e r s  a r e  

l i k e l y  t o  become much more c o n c e r n e d  a s  t o  t h e  a b i l i t y  of a 

p a r t n e r  i n  a proposed d e a l  t o  meet h i s  o b l i g a t i o n s .  When p r i c e s  

a r e  n o t  moving r a p i d l y  it is u n l i k e l y  t h a t  he w i l l  be s u s t a i n i n g  

a l a r g e  l o s s  b u t  w i t h  p r i ce  moves of t h e  m a g n i t u d e  of t h o s e  i n  

e a r l y  1986 t h e  l o s s e s  c o u l d  be s u b s t a n t i a l  ( a  November d e a l  f o r  

51 



February which was not c losed  out u n t i l  February would have lost 

t h e  l o n g  buyer  abou t  $5 m i l l i o n  - a b o u t  h a l f  t h e  v a l u e  of t h e  

ca rgo) .  As willingness t o  t r a d e  d r i e s  up t h e  r i s k  of l o s ses  

a c t u a l l y  inc reases  and the  prophecy becomes se1 f-f u l f  ill ing. The 

experience of those t r a d e r s  who were long by January may cause a 

s u b s t a n t i a l  withdrawal, a t  l e a s t  temporarily from the market. 

T h i s  descr ip t ion  makes it clear  t h a t  the market can work 

i n  a s t a b l e  environment well  but t h a t  c e r t a i n  changes and shocks 

w i l l  almost i n e v i t a b l y  p l ace  strains on it which by its nature it 

is unable t o  accomnodate. 
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