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Section 1

Introductory Material




INTRODUCTORY INFORMATION

1. BASIC CONVERSICN TABLES
(a) US gallons (USG) to 1 barrel = 42 USG/bbl.

(b) The number of barrels tc a metric ton will depand upon the specific gravity of the
crude or product.

Approximations:

PRODUCTS bbie/mt
Motor Gasolines 8.6
Naphtha 0.9
Jet/Kero 79

Gas Ol 75

Low Sulphur Fue! Oil (less than 1%) 6.6

High Suiphur Fuel Oil 6.4
CRUDE OIL

Iranian Light 7.4

Bonny Light 75



@

(b)

QUALITY

Defines the material which is being traded in terms of individual specifications.

All specifications must be met for a product to be on-grade.

Specifications describe:

Nature of the material -e.g.
Purity of the material -e.g.
Required handling conditions -e.g.
Performancu in equipment - e.g.

CRUDE OIL

Described in terms of:

Distillation and Specific Gravity.
Sulphur, Water, Sediment.
Flash Paint, Pour Point, Viscosity, BTU's.

Octarnie, Diesel index.

Country of origin/name of Field or Load Port/

API Gravity
Sulphur

PRODUCTS

Motor Gasolines
Naphtha -
Jet Fuel -
Gas Oil -

Fuel Qils -

Otane, Vapour Pressure, Lead, Sulphur, Boiling Range.
Grea sity, Boiling Range, Sulphur, N & A, Metals.
Froezing Point, Corrosion, Flash Point, Many Others.
Gravity, Sulphur, Flash Puint, Pour/Cloud, Cetane.

Gravity, Sulphur, Viscosity, Metals.



3.  PRICING AND PRICE REPORTING
(@) [RICE REPORTS

PLATTS AND ARGUS: Daily Telex Service which quotes product and crude
assessments worldwide and quotes actual deals done.

REUTERS AND TELERATE: Eclectronic Screen Services.

“ Real time futures prices.

- Worldwide prince assessments update during day.

(b) PRICES

All quoted in &/barrsl.

CRUDE Oii:
PRODUCTS:

Mediterranean
All $/metric ton.

s st Mgt
»

North West Europs

New York (USEC)

e N

Fuel Oil $/bbl, others c/US gallon.

US Gulf Coast )
Fuer Oil $/mt, others $/tbl.

Singapore

Arab Guif
Naphtha & Fuel Oil $/mt, others.

[}

Japan



GLOSSARY OF TERMS USED IN TRADING!

Account Executive (F,O) The agent of a commission house who serves customers/traders
by entering their commadity futures and options orders, reporting trade executions, advising
on trading strategies, etc.

Actuals (F,0) Physical cash commodities as opposed to futures ccmmodities.

Additive (P) Chemicals biended in small amounts into gasoline and other products to
improve quality.

ADP (F) Alternative Delivery Procedure. A futures contract provision which allows buyers
and sellers to make and take delivery under terms or conditions which differ from those
prescribed in the futures contract. An ADP may occur following termination of futures
trading in the spot month, and after Jong and short futures positions have been matched

for the purpose of del:ivery.

AFRA (P,F) Average Freight Rate Assessment is the weighted average of the Charter
Market levels of ali tarkers actually trading during a particular month and is expressed in
points of Worldscale, for each AFRA categery of vessel. AFRA is published by the
Loudon Tanker Brokers Panel. .

Alkylate (P) The high octane product from the alkylation process.

Alkylation (P) A refining process that combines isobutane with propylene or butylene in
the presence of either sulfuric or hydrofluoric acid to produce alkylate with high octane
that is blended in motor gasoline.

American Option (O) An option contract that may be exercised at any time prior to
expiration. This differs from a "European option”, which may orlv be exercised on the
expiration date. NYMEX options are "American".

API (P) American Petroleum Institute.

API Gravity (P) Gravity (weight per unit volume) of oils as measured by the API scale
whereby: API Gravity = (141.5/specific gravity at 60°F)-131.5.

1 Key:
B - term used in physical forward markets, such as Brent, Dubai
F - terra mainly used in Futures trading
O - term mainly used in Options trading
P - term mairly used in Physical Oil Markets
T - term mainly used in Freight, Tanker Markets



ARA (P,F) Amsterdam/Rotterdam/Antwerp range i.e. if a cargo offered C&F ARA the
trade would understand that ports within this range could be considered. The freight
element however would be applied to the actual port of discharge.

Arbitrage (F,0) The simultaneous purchase and sale of similar or identical commodities
in two different markets.

Aromatics (P) Hydrocarbons such as benzene, toluene, and xyiene (BTX).

Asslgn (F,0) To designate an option writer for fulfillment of his obligation to sell a futures
contract (call option writer) or buy a futures contract (put option writer).

ASTM (P) American Society for Testing Materials. Grade and quality specifications for
petroleum products are determined by ASTM in test methods.

Atmospheric Crude Oil Distlilation (P) The refining process of separating crude oil
components at atmospheric pressure by heating to temperatures of 600 to 750 degrees
Fahrenheit and the subsequent condensation of the components at different temperatures

by cooling.

At the Markzet (F,0) An order placed at the market is executed immediately at the best
price available on the trading floor.

At the Money (O) An option is at the money when the underlying futures price equals the
strike price.

Back-to-Back (P,B) A back-to-back arrangement is where a trader buys a cargo in the
knowledge that Le has a specific buyer or outlet for the cargo. Provided -- as is the usual
case -- that the terms of the purchase covering areas of risk such as product quality, outturn
discrepancies, demurrage, force majeure, etc., are the same for both the purchase and the
sale, the trading risk is small. Essentially a back-to-back deal is an arrangement closed by
a trader acting as a middle man which gives him a margin of profit with very little financial

risk.

Backwardation (F,B) Market situation in which prices are progressively lower in the distant
delivery months. An "inverted market".

Ballasting/Deballasting (P.F) Ballasting commences as soon as possible after completion
of discharge and final draining. Involves taking ballast (water) into either separate
segregated tanks (in the case of vessels with permanent ballast systems) and/or into cargo
tanks, to assist vessels maneuverability. Deballasting is the operation of discharging the
unwanted water (Ballast) from the vessel in order to free tanks to receive cargo.
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Barge (P,T) An oil-carrying vessel, either motorized or tow:d, employed 1o carry products
in rivers or lakes. Barges are smaller than ocean-going tankers, usually ranging in size froin

8,000 to 50,000 barrels.

Barrel (F,O,P,T) A volumetric unit of measure for crude oil and petroleum products.
Equivalent to 42 U.S. gasoline and 159 Liters.

Barrels Per Calendar Day (B/CD) (P) The maximum number of barrels of input processed
in 24 hours after allowing for the following limitations:
The capatility of downstream facilities to absorb the output of crude oil
processing facilities; The types and grades of crude oils and unfinished oils
processed; The iypes and grades of products; The environmental constraints
for the refinery operations; The reduction of capability for scheduled
downtime for routine inspection, mechanical problems mainter.ance, repairs,
and turnaround; The reduction of capacity for unscheduled downtime caused
by mechanical problems, repairs, and slowdowns.

Barrels per Stream Day (P) The amount a unit can process running at full capacity under
the best of conditions.

Basis (F,B) The differcntial that exists at any time between the futures. or toward price for
a given commodity and the comparable cash or spot price for the commodity.

Batch (P) A measured amount of oil in a pipeline.
Batching Sequence (P) The order in which product shipments are sent through a pipeline.

B/D (P) Barrels per Day. Usually used to quantify a refiner’s output capacity or an
oilfield’s rate of flow.

Bear (F,P) One who anticipates a price decline.

Bear Spread (O) An option position comprised of long and short options of the same type,
either calls or puts, designed to be profitable in a declining market. An option with a lower
strike price is sold and one with a higher strike price is bought.

Bid (F,O,P,B) A motion to buy a cash, toward futures or a option contract at a specified
price.

Bla*k Oils (P) A term used to describe collectively, heavy gasoil, diesel oil and fuel oil.

Blending (P) The mixing of various components to obtain a product of required properties.
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Blending Stock (P) Any of the stocks used to make commercial gasoline. The include
natural gasoline straight-run gasoline, cat-cracked gasoline, pygas, alkylate and aromatics.

Book Trunsfer (P) Transfer of tile of a cash commodity to the buyers without a
corresponding physical movement.

Bordeaux/Hamburg Range (P,T) A general term used to describe any likely discharge port
within that geographical spread i.e. Bordeaux in the South and Hamburg in the North.

Box Spread (O) An option market arbitrage in which both a bull spread and a bear spread
are established for a riskless profit. One spread includes put options and the other includes

calls.
Break (F) A sudden decline in future prices.

Broker Futures (F) The person who executes the buy and sell orders of a customer in
return for a commission or fee.

Broker - Physical (P,B) A broker in the international oil business is a person (or company)
who seeks to bring two parties together to close a piece of business. Usually, the broker
is paid by the seller and is thus legally the seller’s agent, but in certain circumstances the

broker may be paid by the buyer.

Broker - Tanker (T) A Tanker broker is a person (or company) who seeks to bring two
parties together to close a charter party. Usually the broker is paid by the shipowner. An
address commission is sometimes paid by the broker to the charterer.

BS&W (P) Bottom sediment and water, often found in crude oil and residual fuel.
Bulge (F) A rapid advance in futures prices.
Bull (F) One who anticipates a price increase.

Bull Spread (O) An option position composed of both long and short options of the same
type, either calls or puts, designed to be profitable in a rising market. An option with a
lower strike price is bought and one with a higher strike price is sold.

Bunker Fuel Oll (P) Heavy fuel oil used in ships’ boilers.

Butane (P) A gas under normal temperature and pressure that is extracted from natural
gas or refinery streams. It include both isobutane and normal butane.
Isobutane - A branch chain paraffinic hydrocarben that boiis at 10.9 degrees

F.



Normal Butane - A straight chain paraffinic hydrocarbon that boils at 31.1
degrees F.

Butterfly Spread (O) A complex opticns position involving a minimum of four positions.

Buy Back Oil (P) Where an original equity holder has given up (for recompense) to the
Government shareholding rights in a producing company, it sometimes retains, as part of
the deal, the right to buy back some of the government’s share. Such rights have generally
been eroded, and replaced by straight purchase arrangements.

Calendar Spread (O) An option strategy involving the purchase and sale of two option
contracts of the same type that have the same strike prices but different expiration date.

Also known as a horizontal spread.

Call Option (O) An option which gives the buyer/holder the right to enter into a long
futures position as a predetermined strike price, and obligates the seller/writer to enter into
a short futures position at that designated prices, should the option be exercised.

Cargo Heating (P,T) Due do the density or "viscosity" of certain types of hydro-carbons,
e.g. Tia Juana Pesado crude oil, most bitumens etc., have to be kept at a high temperature
to avoid solidifying. When this type of oil is carried by ship it has to be loaded onto a
vessel with cargo heating capabilities i.e. hollow coils, heated by steam from the ship
boilers, and situated inside the cargo tanks.

Carrying Charge (P,F) The total cost of a storing a physical commodity over a period of
time. Includes storage charges, insurance, interest, and opportunity costs.

Cash or Physical Commodity (P,F) The actual, physical commodity.

Cash or Physical Market (P,F) The market for a cash commodity where the actual physical
product is traded. '

Catalytic Cracking (F) The refining process of breaking down or "cracking" large, heavy
hydrocarbon molecules into simpler and lighter molecules which are then blended to
gasoline. Catalytic Cracking is accomplished by using a catalyst at high temperatures and
pressure and is an effective process for increasing the yield of gasoline from crude oil gas

oil streams.

Catalytic Hydrocracking (P) A refining process that uses catalysts in the presence of
hydrogen at low temperatures and high pressures to convert distillates, gas oils, and residual
0"’ to high octane gasoline blend stocks, reformer feeds, jet fuel and/or low sulfur fuel oil
T.e process uses one or more catalysts, depending on product output desired and can
process high sulfur feeds without prior desulfurization.
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Catalytic Hydrotreating (P) A refining process for treating hydrocarbon streams from
atmuspheric or vacuum distillation units (i.e. naphtha, distillates, reformer feeds, Leavy gas
oil, residual oil) in the presence of hydrogen and catalysts. Hydrotreating includes
desulfurization, removal of nitrogen, conversion of olefins to parafﬁns, and other processes
that improve the quality of refinery streams

Catalytic Reforming (P) A refining process using catalysts under heat and pressure to
rearrange paraffinic and naphthenic molecules into aromatic compounds, e.g. benzene,
toluene, xylene, used for gasoline blending and petrcchemical manufacture.

Cellings (P) In terms of the importation of mineral oil products, a ceiling is a quantitative
limitation in tons below which mineral vil products can be imported duty free. In principle
the import duty may be re-imposed when these ceilings are exceeded. Ceilings are applied
to the general system of preference (GSP) offered by the EEC to the developing countries.
It should be noted that within the ceiling system the dnty can be re-imposed from on day
to the next, without a period of grace. This means that if a shipment of products
purchased EEC Qualified and shipoed just before the date of re-imposing and arrives after
that day, the importer/buyer has to pay the import duty -- (unless otherwise agreed between

both parties.

Certificate of Origin (I°) Within the framework of customs provisions (e.g. preferential duty
treatment) a certificate as evidence of the fact that the product was produced in the
country of exportation. This certificate, provided it is duly endorsed by a nominated
authority (e.g. Chamber of Commerce, Customs) in the country of exportation, entitles the
importer to gain preferential duties, which often means zero rates in the country of
importation. This certificate can also be required by the importing country for otker
reasons, e.g. foreign ex~hange purposed or implecmentation of quantitative restrictions. It
should be noted that in accordance with "INCOTERMS 1980" the seller is not suppose:!
to supply the certificatc spontaneously but only at the request of the buyer. The term EEC
Qualified covers that obligatory supply of the certificate of origin by the seller.

C&F (P,T) Cost Insurance and Freight - It is the responsibility of the szller to arrange for
the cargo of oil tc be delivered and discharged and the port nominated by the buyer.
Marine insurance and freight costs are for the cellers account.

CFTC (F,0) Commodity Futures Trading Commission. The federal regulatory body which
overseas commodity futures trading activities, standards and practices.

Charter Party (T) The contract between shipowners Owners and Charterers laying out the
agreed terms and conditions of the ships’ employment by Charterers.

CIF (F,T) Cost, Insurance, Freight. Term refers to a sale in which the buyer agrees to pay
a unit price that includes the free on board (FOB) value at the port of origin plus all costs

of insurance and transportation.

.
N
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COA (T) Contract of Affreightment. This form of contract is used where the owner of a
cargo has a need to transport a quantity of oil over a given perind but has no tanker
tonnage of his own. Therefore he contracts with a ship owner to provide tanker tonnage
to ship the oil in agreed parcel sizes at specified dates.

Commission (P,F,T,O,B) The fee charged by a broker for the execution of an order,
contract, or charter party.

Commission House (F,0) An organization which trades commodities and/or futures and
options contracts for customer accounts in return for a fee.

Commitment or Open Interest (F,0) The number of contracts in existence at any time
which have not as yet been satisfied by an offsetting sale or purchase, by actual contract
delivery, or, in the case of options, by exercises.

Compulsory Stocks (P) Stocks held by oil companies unuer government direction for
strategic purposes.

Components (P) Unfinished product used to mix with other components and/or
product/feedstock(s) to produce a material with particular properties.

Contango Marke: (F,B) A market situation in which prices are progressively higher in the
succeeding delivery months than in the nearest delivery month.

Contract Grade (F) That grade of product established in the rules of a commodity futures
exchange as being svitable for delivery against a future contract.

Cover (F,0,P,B) To close out a short futures foward, physical or option position.

Crude Oil (P) A mixture of hydrocarbons that exists in liquid phase in underground
reservoirs and -emains a liquid at atmospheric pressure after passing through surface

separating facilities.

Day Trade (F,O,P,B) The purchase and sale of a futures, foward option or physical contract
on the same day.

Deadfreight (T) Is the amount of cargo carrying space not utilized over a specific voyage
by a charterer.

Delivery (F,P,B) The satisfaction of a futures forward a physical contract through the
tendering and receipt of the actual physical commeodity.

Delivery Month (F,P,B) The month specified in a given contract for delivery of the physical
commodity.



Delivery Notice (F) A notice presented through an exchange’s clearing house by a cleasing
member advising of the intention to delive. the commodity in satisfaction of a contract

cbligation.

Delivery Peints (F,P,B) Those locations designed by an exchange or in a forward or
physical contract at which delivery may be made in fulfillment of contract terms.

Delivery Sale (¥) Uunless otherwise agreed in the sales contract, buyer takes risk and
property in the gocds when they pass the vessel’s permanent hose connection at the
receiving installation. Seller therefore is responsible for all costs and Lears tie risk of loss
or damage until delivery takes place. There is a danger that this mode of selling could be
interpreted by local authorities that the seller is trading in the country of delivery and
consequently would be liable to local taxation.

Delta (O) The amount of which an option premium changes relative to a change in the
price of the underlying futures coutract. Deltas are positive for bullish option positions and
negative for bearish option positions. Deltas of deep-in-the-money options are equal to
one; deltas of at-the-money options are around 0.5; and deltas of deep out-of-the-money
options are zero. Delta is an instantaneous rate of change and varies by a factor "gamma"

with respect to the underlying fut- 2s price.

Demurrage (T) The penalty paid by Charterers or cargo suppliers/rcceivers for delaying a
ship at a port of loading or dischiarge. Demurrage, payable at a predetermined rate, is
charged for that period of time that the used laytime exceeds the permitted laytime.

Diesel Fuel (P) Distillate fuel oil used in compression-ignition engines.

Dirty Cargo (P) Those petroleum products which leave significant amounts of reside in
tanks. Generally applies to crude oil and residual fuel.

Distillate Fuel Oil (P) Products of refinery distillation sometimes referred to as middle
distillates, i.e., kerosene, diesel fuel, and home heating oil.

Downstream (P) The commercial petroleum operations beyond the crude production phase,
i.e., refining and marketing.

Downstream Processing (P) The refining of crude oil into petroleum products, usually
under a contract with a third party.

EEC Import Duty (P) Duty on petroleum products imported from non-EEC countries s
levied as a means of providing revenue for the European Community. The present
Common Customs Tariff (CCT) is fixed at 6% for high/medium oils and 3.5% for heavy
oils. While this may be taken as the general rule, there are however a number of
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exceptions, e.g. in the field of international aid to developing countries where the EEC has
granted freedom of import duty by a combination of quotas and/or reduced duty levels on
products which originate from developing countries. It should be noted that this duty
system only applied to finished products as feedstocks destined for certain specified

processes in refineries or chemical plants can be imported duty free.

ZET Qualified (P) A current term in purchase and sale arrangements which means that the
consigament in question is subject to preferential EEC duty treatment in the country of
destination. This treatment can only be claimed if a certificate of origin is produced to the
customs of the importing country. Preferential duty treatment can only be claimed for
products originating in those countries that are parties to agreements/arrangements with
the EEC in which the Jatter has granted preferential treatment on imports into its territory.
This treatment applies to products from virtually all countries, with the exception of the
USA, Japan, Australia, New Zealand, USSR, and East European countries (excluding

Rumania and Yugoslavia).

EFP (F) Exchange of Futures for Physicals. A futures contract provision involving the
delivery of physical product (which dies not necessarily conform to contract specifications
in all terms) from one market participant to another and a2 concomitant assumption of
equal and opposite futures positions by the same participants.

Ethanol (P) Ethyl aicohol, made from a variety of materials such as grain, potatoes, sugar,
timber, and wasies. In the United States, most ethanol is made from corn. A mixture of
10 percent ethanol and 90 percent gasoline is called "gasohol".

End User (P) A company or organization which buys or acquires hydrocarbomns, either
crude oil or products, for its own consumption and not for re-sale. Thus, a refining
company is an end-user of crude oil as & feedstock and an electricity company would be an

end-user of fuel oil as feedstock.

Equity Oil (P) Oil obtained by an oil company by virtue of its shareholding in the
producing company (or equivalent) as opposed to more or less straight purchase. The
acquisition cost of equity crude comprises production costs, plus tax and royalty payments
to the producing country government.

Escalation Clause (P) Clause that esiablished how a basic agreed price shall actually be
applied to a sale due to differences in: (a) quality e.g. gravity variation; (b) hostgovernment
take.

European Optlon (O) An cption which may be exercised only on its expiration date.

Exercise (O) The right granted to the option's holder io buy the underlying futures
contract, in the case of a call option, or sell the underlying futures contract, in the case of

a put optioi.

N4
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Exercise Price (O) The price at which an option may be exercised. Also called a "strike
price".

Expiration Date (O) The last day au option may be exercised.

Ex Ship (P,T) Ex Ship means thut the Seller shall make the goods available to the Buyer
on board the ship at the port(s) of discharge, as named in the sales contract. The Seller
usually had to bear the full cost and risk involved in bringing the goods there.

Extrinsic Value (O) An option’s extrinsic value is the amount by which the premium
exceeds its intrinsic value. Also known as time value.

Feedsteck (P) Hydrocarbons which can be used as the basic material fed into a refinery or
manufacturing process (primary or secondary unit). For example, although the normal
feedstock for a distilling unit is crude oil some residues (generally mixed with crude) can
constitute a feedstock for distilling. - Vacuum gas oil and heavy distillate from a vacuum
distiliation constitute a feedstock for a catalytic (or hydro) cracking unit. - Heavy naphtha
is the normal feedstock of a catalytic reforming unit.

Fence (O) An options position combining a long and short position, one put and one call
(or vice versa) at two different strike prices.

F.LP. (P) "Free in Pipeline". Delivery of oil into a transportation pipeline. Risk and
property remain with the seller until the oil is delivered into the buyer’s pipeline.

First Notice Day (F) The first day on which delivery notices on futures transactions may
be delivered and authorized to an exchange.

F.0.B./F.O.R./F.O.T P,B) Free cn Board. The seller is resporsible for placing on board the
buyer’s ship the goods as per the contract. Risk of loss or damage to the goods is
transferred from the seller to the buyer asthe goods pass the ship’s sail, at port of loading,
unless otherwise agreed in the contractual terms. These terms are synonymous, since the
word ‘truck’ relates to the railway wagons. They should only be used when the goods are
to be carried by rail. Free on rail and free on truck.

Fractionation (P) The process whereby saturated hydrocarbons from natural gas are
separated into distinct parts (“fractions") of propane, butane, ethane, etc.

Fungible (P,F) Interchangeable. Products which can be commingled for purposes of
shipment or storage, or which are interchangeable under a trading contract.

Futures (F) Standardized contract for the purchase or sale of a commodity which is traded
for future delivery under the provisions of exchange regulations.

@
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Forward (B) Standardized contract for the purchase or sale of a commodity which is traded
for future delivery, not under the provisions of an exchange.

Gas Freeing (T) Operation to remove all potential dangerous, i.e. combustible gases from
cargo tanks to minimize the risk of fire and/or explcsion.

Usually achieved by pumping inert gas into the tanks thereby creating a non-inflammable
atmosphere.

Gasoline Blending Components Naphthas (P) Naphthas that wiil be used for blending into
finished motor gasoline. Includes straight-run gasoline, alkylates, and reformats.

Gasohol (P) A blend of finished gasoline (leaded or unleaded) and alcohol, limited to 10
percent by volume alcohol.

Gasoline, Raw (P) The untreated gasoline that is cut from the distillation of crude oil.
Gasoline, Straight-mn (P) The gasoline-range fraction that is distilled from crude oil.

G.S.P. (P) "Government Selling Price". The price at which a Producing Government (or
Government Company) announces as its GSP. It will not necessarily actually sell at this
p:ice to anyore (apart, possibly, from favored Lesser Developed Countries). Practice varies
widely from country to country -- some sell most at their GSP, some sell most as GSP plus
a considerable premium. Some smaller countries sell all their oil on a more-or-less open
market. Their selling prices although determined by a Government, are not generally

included in list of GSPs.

Harbour Steaming (T) Commences on arrival off the normal Sea Pilot’s boarding area (or
other agreed point) and ends when mooring commences. Harbour steaming outwards is
the same in reverse. The time required for this operation depends primarily on the safe
navigation of the ship for which the Master alone is responsible.

Heating Oil (P) No 2 Fuel Oil, a distillate fuel oil used either for domestic heating or in
moderate capacity commercial-industria: burners.

Heavy Crude (P) Crude oil with a higa specific gravity and a low API gravity due to the
presence of a high proportion of heavy hydrocarbon fractions.

Hedge Ratio (O) The ratio, determined by the option’s delta, of futures to options required
to establish a riskless position. For example, if a $1/barrel change in the underlying futures
price leads to a $0.25/barrel change in the option premium, the hedge ratio is 4 (four
options for each futures contract).

\ ((
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Hedging (F,P) Generally, two positions that are considered opposite risk. In futures, a
simultaneous initiation of equal and opposite positions in the cash and futures markets.
Hedging is employed as a form of financial protection against adverse price movement in

the cash market.

H.G.T. (P) Literally -- the (general USS$) amount (per barrel) received by a Host
Government by way of royalty and taxes etc.

In trading, originally "plus HGT" meant that the basic price would increase by the same
among as the Host Government Take increased between date of offer and date of

completion of loading.

However, while in a few cases the above may still apply, in gencral, these days "(plus)
HGT" means that the basic price shall increase by any increase in the GSP, and any other
taxes between the dates of offer and loading.

LE.A. (P) International Energy Agency - The IEA was set up in November 1974 as an
autonomous body within the O.E.C.D.

The four main objectives are:
(a) To reduce excessive dependence on oil through energy conservation,
development of alternative energy sources and energy research and

development.
(b) To develop an information system on the international oil market.

() To encourage rational management and use of world energy
resources.

(d) To prepare a plan against risk of major disruption of oil supplies and
to share available oil in the event of an emergency

Import Parity (P) (1) The price set for an indigenous crude or product by adding together:
(@) The f.o.b. price of the nearest readily available competitive material
adjusted for quality and location;
(b)  The appropriate freight and insurance;

(¢)  Allowance for "ocean loss";

(d) Import duties.

92
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(2) The price set for sundry crude or product available for disposal at "X" by deducting
from the sum of 1), a) and b) above, at a main consuming point, the freight and insurance
from "X" to that main consuming point.

Indication/Offer/Acceptance (P,B) Three distinct phases in a negotiating dialogue.

An Indication is a verbal or writter: advice by a prospective seller to a customer that he may
have goods or commodities for sale in approximate terms.

An Offer is a notification by the offeror that he is willing to do business on particular terms
and that the notification by turned into a binding agreement through acceptance by the
offeree. Nothing short of an unequivocal acceptance turns an offer into a binding

agreement.

Acceptance of an offer finally closes the transaction and is thus legally bonding on both
parties. However, it should emphasized that a "counter-offer” is in practice a rejection of
the formal offer and the offering party is therefore quite entitled to withdraw from the
dialogue if he wishes. It is also important to remember that when accepting an offer
subject to certain terms being finalized, that this is not a complete acceptance, and
therefore the whole deal is not legally binding.

In the Money (P) An option is in the money if the underlying futures price is above a call
option’s strike price, or below a put option’s strike price.

Independent (P) Term generally applies to a non-integrated oil company, usually active in
only one or two sectors of the industry. An independent marketer buys product from major
or independent refiners and resells it under its own brand name. There are also
independents which are active either refining or crude production exclusively.

Intrinsic Value (O) An option’s intrinsic value is equivalent to its in-the-money val:ation.

Isomerization (P) A refining process that alters the arrangement of atoms in the molecule
without adding or removing anything from the original material. Used to convert normal
butane into isobutane, a feedstock to alkylation, and normal pentane and hexane into
isopentane and isohexane which are high octane gasoline blending components.

Japanese Trading House (P) This is a term used to describe one of the many large and
influential Japanese companies who, although based in Japan operate on a worldwide basis.
These ‘Houses’ originated as family concerns specializing in the commodity market where
they maintained control over all aspects of business from banking and finance through to
manufacturing and marketing. Recently they have expanded into "oil" bringing with them
an entrepreneurial approach to trading. The power of these ‘Houses’ can be measured by
the fact that almost every commodity imported or exported would be routed through a
Trading House e.g. Mitsubishi, Marubeni, C. Itoh.

-
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Jet Fuel (P) Kerosene-type; quality kerosene product used primarily as fuel for commercial
turbojet and turboprop aircraft engines.

Jobber (P) A middleman, buying from refiner, taking into account all costs from production
or purchase to the refinery.

Landed Price (P) The actual delivered cost of oil to a refiner, taking into account all costs
from production or purchase to the refinery.

Last Trading Day (F,O,B) The final day for a particular delivery month futures, forward
or opticn contract. Any futures contracts left open following this session must be settled

by delivery. -

Laycan (T) Shortened for "Laydays Canceling". The dates between which the shipowner
must present his vessel for loading. Failure to do so gives charterer the right to cancel or
re-negotiate terms of charter, see laydays.

Layday (P,T) The range of dates in which a vessel must present itself for loading.

Allowed Laytime (P,T) The period of time allowed contractually for Charterers or cargo
suppliers/receivers to physically load and or discharge thz cargo. The contract must specify
whether they are calendar days (running days) or working days etc. Laytime commences
traditionally when notice is tendered by the Master of the ship’s readiness to load or
discharge (irrespective of whether a berth is available or not), or contractually 6 hours after
tendering, or 6 hours after tendering or berthing, whichever is the earlier, or contractually
6 hours after tendering or on commencement loading/discharge whichever is the earlier.

Lead (P) Tetraetgyl lead (TEL) is a chemical compound added to gasoline to help prevent
"knocking" in an engine due to uncontrolled burning of the gasoline.

Lifting (P) Refers to tankers and barges loading cargoes of petroleum at a terminal or
transhipment point.

Light Crude (P) Crude oil with a low specific gravity and high API gravity due to the
presence of a high proportion of light hydrocarbon fractions.

Lights Ends (P) The more volatile products of petroleum refining, e.g., butane, propane,
gasoline.

Limit (F) The maximum amount a futures price may advance or decline in any one day’s
trading session, as determined by the exchange.

Limit Order (F,0) A contingent order for an option or futures trade specifying a certain
maximum (or minimum) price, beyond which order is not to be executed.



15

Liquidation (F,0) The closing out of futures and options positions.
Liquidity (F,O,B) A market is said to be "liquid" when it has a high level of trading activity.

Liquified Petroleum Gases (L.P.G) (P) Propane, butane, or propane-butane mixtures
derived from crude oil refining of natural gas fractionation. For convenience of

transportation, these gases are liquified through pressurization.

Long Position (F,0,B) In the futures market, the position of a contract buyer whose
purchase obligates him to accept delivery unless he liquidates his contract with an offsetting
sale. In the options market, position of the buyer of a call or put option contract. In the
forward market a long position obligates a buyer to accept delivery unless a book-out
agreement is subsequently agreed upon.

Lot (F) Any definite quantity of a futures commodity of uniform grade; the standard unit
of trading.

Major (P) A term broadly applied to those multinational oil companies which by virtue of
size, age, and/or degree of integration, are among the pre-eminent companies in the
international petroleum industry.

Margin (F,0) Funds or good faith deposits posted during the trading life of a futures
contract to guarantee fulfiilment of contract obligations. Margins are also required on
short options positions. Not usually required in forward markets.

Martin Call (F,O) A demand for additional margin funds when futures or options prices
move adverse to a trader’s position. Not usual in forward markets.

Maximum Price Fluctuation (F,0) A commodity exchange’s standardized maximum limits
for fluctuations in futures prices or options premium during any one trading session.

Mercaptans (P) Methyl alcohol made from natural gas, coal, and many other organic
substances. Improves gasoline octane.

Middle Distillate (P) Hydrocarbons that are in the so-called "middle range" of refinery
distillation. Examples are heating oil, diesel fuels and kerosene.

Minimum Price Fluctuation (F,0) Minimum unit by which a futures price or an option
premium can fluctuate per trade.

MMT (P) Methylcyclopentadienyl Manganese Tricarbonyl, an octane boosting additive used
in leaded gasoline.

Mogas (P) Industry abbreviation for motor gasoline.
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Motor Gasoline (Finished) (P) A complex mixture of volatile hydrocarbons blended for use
in spark-ignition engines.
Finished Leaded Gasoline - Contains more than 0.05 grams of lead per
gallon or more than 0.005 grams of phosphorous per gallon.
Finished Unleaded Gasoline - Contains not more than 0.05 grams of lead per
gallon or not more than 0.005 grams of phosphorous per gallon.

Motor Oil (P) Refined lubricating oil usually containing additives, used in internal
combustion engines.

MTBE (P) Methyl Tertiary Butyl Ether. An oxygerate used to improve gasoline octane
numbers.

Naked Option (O) Short option position taken without having an offsetting position in the
futures market.

Naphtha (P) A volatile, colorless product of petroleum distillation. Used primarily as a
paint solvent, cleaning fluid, and blendstock in gasoline production.

Naphthenes One of the three basic hydrocarbon classifications found naturally ia crude oil.
Naphthenes are widely used as petrochemical feedstocks.

Natural Gas Liquids (N.G.L.) (P) A general term for all liquid products separated from
crude oil or natural gas at the wellhead. N.G.L. includes propane, butane, ethane,

condensate, and natural gasoline.

Netback (P) Industry term referring to the net FOB cost of product offered on a delivered
or CIF basis. It is derived by subtracting all costs of shipment from the landed price.

. Net position (F,P,B) The difference between the open long contracts and the open short
contracts in any one commodity.

N.O.R. (T) Notice of Readiness is the time and date a ship presents when ready in all
respects to load or discharge cargo.

Octane Number (P) A measure of gasoline’s ability to burn without abnormal knocking.
The main measure of octane numbers is an average of Research Octane Number (RON)

and Motor Octane Number (MON) expressed as (RON + MON)/2.

Offer (P,F,O0,B) A motion to sell a futures forward physical or option contract at a
specified price.

Offset (F,O,B) A transaction which liquidates or closes out an open contract position.

s
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OPEC (P) The acronym for the Organization of Petroleum Exporting Countries, that have
organized for the purpose of negotiating with oil companies and cthers on matters of oil
production, prices, and future concession rights. Current members are Algeria, Ecuador,
Gabon, Indonesia, Iran, Iraq, Kuwait, Libya, Nigeria, Qatar, Saudi Arabia, United Arab
Emirates, and Venezuela.

Open Interest or Commitment (F,0) The number of contracts in existence at any period
of time which have not as yet been satisfied by an offsetting sale or purchase; by actual

contract delivery, or in the case cf options, by exercise.
Open Order (F,0) A resting order that is good until canceled.

Open Price (F,0) The price for a given futures commodity that is generated by trading
through open outcry at the opening of trading on a commodity exchange.

Operable Capacity (P) The component of operable refining capacity that is in operation
at a given time.

Original Margin (F) The initial deposit of funds, as good faith monies, at the outset of
trading a futures contract in order to guarantee fulfillment of its obligations.

Out of the Money (O) An option that has no intrinsic value. For example, a put option is
out of the money if its strike price is below the underlying futures price.

Outturn Quantity (P,T) Is the actual quantity of oil discharged by the ship and received
in shore tanks always varies from the loaded quantity. This figure is used to analyze
whether a claim should be made against the shipper for short delivery of cargo.

Oxygenates (P) Oxygenates include both alcohols and ethers used as octane boosting
additives.

Par or Basic Grade (F) The grade or grades specified in a given futures contract for
delivery. A contract may permit substitutions for and deviations from the par grade subject
to specified premiums or discounts.

Paraffin (P) A series of saturated hydrocarbons including methane, ethane, propane, and
butane.

Petrochemical (P) An intermediate chemical derived from petroleum, hydrocarbon liquids
or natural gas, e.g., ethylene, propylene, benzene, toluene, and xylene.

Petroleum (P) A generic name for hydrocarbons, including crude oil, natural gas liquids,
refined and product derivatives.
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Phantom Offer (P) A so-called offer normally brought to an oil company by an
entrepreneur, middleman or influence peddlar with no previous experience or knowledge
of the oil industry. The term phantom (also called "flake") gained currently in 1973/1974
during the oil crisis. Phantom operators generally exist by persuading companies to issue
a letter which they can then use as evidence that he is acting as a buyer on their behalf.

Pipeline (P) A pipe through which petroleum is pumped between two points, either
offshore or on-shore.

Plait’s (P) Long established petroleum journal which provides news, marker information
and prices. It also publishes ‘MARKETSCAN’ a daily information telex quoting product
prices in major markets. These are accepted as an effective ‘marker’ by the industry.

Point or Tick (F,0) The smallest monetary unit of change ia a iutures price or an option
premium.

Port Loading One/Two (P, T) On occasions due to factors of cargo availability or logistics
etc. it becomes necessary to load, or reserve the right to load, only a part of a cargo at one
port and to complete the cargo loading operation at a second port.

Position (F,0,B) One’s status, as long or short, in the market

Position Taking (P,B,F,0) Taking a position is to close a firm contract to buy crude oil or
products, or to secure capacity such as refining or shipping. By definition, to take a
position implies a forward commitment where the buyer accepts all the risks without regard
to the possible upward or downward development of the market during the period that the
business is being discharged. When a trader takes a position it normally suggests that he
has acquired a commitment to take title to product, crude oil, futures etc. probably on a
speculative basis, without a fixed outlet, in the hope that the market will rise and he will

make a profit.

Posted Price (International) (P) The price quoted by a selling company as the price at
which it would normally offer a product for bulk sale subject to availability.

Posted Price (USA) (P) The price some oil purchasers will pay for crude of a certain API
gravity from a particular field or area.

Premium (O) The price of an option determined buyers and sellers in open, competitive
trading on the exchange trading floor.

Prorapt Barrel (P) Product which will move or become available within three to four days.

Propane (P) A natural hydrocarbon occurring in a gaseous state under normal atmospheric
pressure and temperature, however, propane is usually liquified through pressurization for
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transportation and storage. Propane is primarily used for rural heating and cooking and
as a fuel gas in areas not serviced by natural gas mains and as a petrochemical feed stock.

Put Optien (O) An option that gives the buyer/holder the right to enter into a short futures
position at a predetermined strike price and obligates the seller/writer to a long futures

position should the option be exercised.

Quality Giveaway (P) The selling price of any given product will reflect quality
characteristics, e.g. a low sulphur fuel will command a higher selling price than a high
sulphur fuel oil. Quality ‘give away’ occurs when a supplier is forced or chooses to provide,
a customer with a product that is of better quality than that required, and for which
appropriate compensation is not received or recoverable.

Rack Price (P) Price charged by a supplier to a customer that buys transport truck lots at
a terminal, on an FOB basis.

Refiner Acquisition Cost (P) The cost of crude oil to the refiner, including transportation
and fees.

Refiner’s Fee (P) A refiner’s fee is the price he charges for supplying refining capacity to
his cusicmer.

Refiner Marketer (P) A marketer of gasoline and/or heating oil who operates his own
manufacturing plant (refinery).

Refinery (P) A plant used to separate the various components present in crude oil and
convert them into end-use products or feedstocks for oiher manufacturing processes.

Refinery Capacity Utilization (P) The ratio of the total amount of crude oil, unfinished oils,
and natural gas plant liquids processed by crude oil distillation units to the operable
capacity of the units.

Refinery Yield (P) Refinery yield, expressed as a percentage, represents the amount of
finished products produced from the input of crude oil and unfinished oils.

Reforming Procass (P) The use of heat and catalysts to effect the rearrangement of certain
hydrocarbon molecules without altering their composition appreciably; e.g. the conversion
of low-octane stocks suitable for blending into finished gasoline.

Reid Vapor Pressure (RVP) (P) A measure of volatility of gasoline. The higher the vapor
pressure, the more readily the gasoline will evaporate,

Residual Fuel Oil (P) Very heavy fuel oil produced from the residue in the fractional
distillation process rather than from the distilled fractions.
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Resting Order (F,O) An order for futures or options away from the market, waiting to be
executed.

Rollover (F) A special futures trading procedure involving the shift of a position from one
month for a straddle into ancther future month while maintaining the other contract month
of the original straddle position. The shift can take place in either the long or short

straddle month.

Rotterdam Market (P) Historically, the Rotterdam Market grew out of the complex of oil
industry facilities (storage and refineries) which developed in the Dutch port of Rotterdam.
By far the greater volume of products handled through the Rotterdam installations was
mainstream business carried out by major companies. However, another market soon
developed in Rotterdam for re-sellers and distributors, who wished to buy job lots of oil
to put into their own small outlets. Most of this business was moved by barge. As is the
case with any market, a business infrastructure -- comprising traders, brokers, price
quotations ,etc. -- soon developed and this became known as the "Rotterdam Market." It
should be emphasized that most of tke activity was in products trading and very little crude
was or still is traded actuslly in the port of Rotterdam.

By the mid 1970’s, because of changes in the pattern of the international oil business, many
of the swnall trading companies who had first established business in rotterdam moved their
offices away from the City, mostly to London. The reason for this was two-fold; firstly, the
market had become mostly u tanker market and secondly London offered far better
communications with other parts of the world than Rotterdam. London is also a major
money and marine market and the location of a number of major Company offices.

However, one should not be misled by the term "Rotterdam Market". Trading activity in
the port of Rotterdam today is mostly confined either to barges or to the transfer of oil in
tank. The reason the tern: "Rotterdam Market" is stil! used is a hang-over from the
previous system where prices were quoted at Rotterdam. The Rotterdam quotation is
essentially a guide to prices in North West Europe. It is perfectly possible to operate in
ihe so called Rotterdam market from an office in Tokyo, if you have good telex and
telephone communication facilities.

Roundturn (F) The completion of both a purchase and sale of a commodity futures
contract.

SDW (P) Summer Deadweight. Deadweight assigned to the vessel on her sumraer marks
and includes cargo, bunkers, stores and water.

Sell Short (P) Sell short is a term generally used by entrepreneurial traders in the physical
where they have taken a commitment to supply cargoes of crude or products to
a buyer, fully contracted, but when they have not secured the back up supplies to meet this

obligation.
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Settlement or Settling Price (F) The most representative price prevailing in a given
commodity futures contract near the close of daily trading. Settlement prices are used to

determine margin calls and invoice prices for delivery.

Short Position (F,O,B) In the futures market, the position of seller whose sale obligates
him to deliver the commodity unless he liquidates his contract by an offsetting prrchase.
In the options market, the position of the seller of a call or a put option. The short in the
options market is obliged to take a futures position if he is assigned for exercise.

In the forward market a short position obligates a seller to deliver unless a book ut
settlement is subsequently agreed upor.

Sour/Sweet Crude (P) Industry terms which denote the relative degree of a given crude’s
sulfur content. "Sour" crude refers to those crudes with a comparatively high sulfur
(generally 1.5% wt. and above); and "Sweet" to the lower sulfur grades.

Specifications (P) Term referring to the properties of a given crude oil or refined
petroleum product, which are "specified" since they often vary widely even within the same
grade of product. In the normal process of negotiation, seller will guarantee buyer that the
product or crude to be sold will meet certzin specified limits. Generally, the major
properties of oil that are guaranteed are API gravity; sulfur; pour point; viscosity and
BS&W.

Specific Gravity (P) The ratio of the density of a substance at a particular temperature to
the density of water at 4 C.

Speculator (F,O,B,P) Ar individual who invests in markets with the objective of achieving
profits by successfully anticipating price movements.

Spot (P) Term which describes a one-time open market case transaction, where a
commodity is purchases "on the spot" at current market rates. Spot transactions are in
contrast to term sales, which specify a steady supply of product over a period of time.

Spot Month (F,P,B) The futures contract closest to maturity. The nearby delivery month.

Spot Price (F,P) A transaction price conclude "on the spot", that usually involves only one
quantity of a product. In contrast, a term contract sale price usually obligates the seller to
deliver a product quantity and price over a period of time. A price in physical trade for
one delivery, usually a fixed price.

Spread (Futures) (F,B) The simultaneous purchase of one futures or forward contract and
sale of a different futures or forward contract. Also refers to a futures/toward contract
purchase in one market and a simultaneous sale of the same commodity in some other

D
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market. May also refer to a futures or toward contract purchase in one month and the sale
of the identical contract in another month.

Spread (Option) (O) The purchase and sale of two options of the same type (calls or puts)
which va.y in terms of strike prices, expiration dates, or both.

Stop-Loss (F) A resting order designed to close out a losing position when the price
reaches a level specified in the order. It becomes an at-the-market crder when the "stop"

price is reached.

Straddle (Futures) (F,B) Also known as a spread, the purchase of one futures month
against the sale of another futures month of the same commodity. A straddle trade is
based on a price relationship between the two months.

Straddle (Options) (O) The purchase or sale of botk a put and a call having the same
strike price and expiration date. The buyer of a straddle benefits from increased vo. itility,

and the seller benefits from a decline in volatility.

Straight-Run (P) Fractions produced directly from crude oil by hydro-skimming as against
heated cracking or reforming. Refers to a petroleum product produced by the primary
distillation of crude oil; the simple vaporization and condensation of a petroleum fraction,
without the subsequent use of temperature, pressure, solvents, 7.dditives or catalysts.

Straight-Run Gasoline (P) A hydrocarbon stream produced by crude oil distillation that
usually has a low octane number.

Strangle (Options) (O) Similar to straddles, only at different strike prices (usually at our-
of-the-money prices).

Strike Price (G) The price at which ar option may be exercised. Also called an exercise
price.

Sulfur (P) An element that is present in some oil and gas an impurity in the form of its
various compounds.

Tank Train (P) A procedure in the rail shipment of crude oil, refined products, and other
liquids developed by General American Transportation (GATX). "Tank Train" tank cars
are interconnected, which permits loading and unloading of the entire train of cars from

one trackside connection.

Tariff (P) A schedule of rates or charges permitted 2 common carrier or utility; pipeline
tariffs are the charges made by common carrier pipelines for transporting crude oil or
products from an origin to a destination.
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Technical Analysis (F,B) Examination of patterns of futures price change, rates of change,
and change in trading volume and open interest, often by charting in order to predict and

profit from such trends.

Thermal Cracking (P) A refining process in which heat and pressure are used to crack,
rearrange, or combine hydrocarbon molecules. Thermal cracking includes the processes
of Visbreaking, Fluid coking, delayed coking, and Flexicoking.

Throughput (P) A term used to describe the total volume of raw materials that are
processed by a plant such as an oil vefinery in a given period. Also refers to the total
volume of crude oil and refined products that are liandled by a storage facility or pipeline.

Time Charter (T) The hiring of a vessel for an agreed period of time (usually minimum 3
months) with specific services on the ship provided by Owner, and normally with relatively

unrestricted tern_s.

Titie (P) To have title to oil is to have ownership fully supported by a legally documented
and agreed terms of purchase and sale.

Trading Volume (F,O,B) The number of transactions in a contract made during a specified
period of time.

Transhipment (T) The transfer of oil from tanker to one or more other tankers, whether
by ship to ship or via shore lines.

Trend (F,O,B,P) The general direction of price movement.

Unfinished Oils (P) Includes all oils that require further processing in a refinery before
they can be sold as finished products.

Upgrading (P) The physical process of "improving" or changing a poor quality
product/feedstock into a better quality product.

Ullage (P,T) The amcunt (normally expressed in tons) of useable tankage space (either
shore or ships tank) that is available at a given time in relation to receiving more

hydrocarbon.

Viscosity (P) A method of measuring a given liquid’s resistance to flow, usually decreasing
with increasing temperatures.

Volatility (F,O,B) A statistical measure of dispersion of either historical or expected
commodity price chang:s. It can be derived from the standard deviation of logged rates

of return of these srices.

<
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Voyage Charter (T) The hiring of a vessel at an agreed charter rate for one or more
specific voyage(s) only i.e. resiricted period and/or location.

Wet Barrel (P) An actual barrel of product already physically in storage at the time of a
given transaction; as opposed to a "paper barrel" which appears only as a credit ia an
accountant’s ledger.

Worldscale (T) "Worldscale" is the code name for the freight scale published by the
Worldscale Association (London) Limited in conjunction with the Worldscale Association
(NYC) Incorporated New York.

"Worldscale" is a list of basic freight rates for all voyages upon which tankers ply and is
calculated according to a common set of assumptions to provide a yardstick which
accurately reflects the relatiorship between one voyage and another. It gives a mean
whereby rates for all voyages and market levels can be assessed and compared.



Section 2

The Development of the Free
Market for Oil




THE DEVELOPMENT OF THE FREE MARKET FOR OIL

PRIOR 70’s

1980’s

MAJOR INTEGRATED CONTROLLED CRUDE
OIL SOURCES AND PRODUCT MARKETS

MAJORS COMMON AIMS
OPEC - NO POWER

NO TRADERS

LITTLE/NO COMPETITION
PRICES STABLE/RISING

OPEC CONTROLS CRUDE OIL SUPPLY

MAJORS LOSE CONTROL OF CRUDE OIL
SUPPLY

TRADERS PROLIFERATE

~ SPOT MARKETS DEVELOP

DEVELOPMENT OF COMPETITIVE PRESSURES
ON MAJORS

OPEC ‘MANAGEMENT WEAK
PRICES FALLING

TRADERS/MAJORS NEEDED NEW
TECHNIQUES

(TO SHORT MARKET)
(MANAGE RISKS)

COMPETITIVE MARKET DEVELOPMENTS

W



EARLY 1980’s

1986

LESSONS:

NYMEX
IPE - GAS OIL } FUTURE MARKETS

BRENT } FORWARD MARKET

TRANSPARENCY
PRICE RISK MANAGEMENT

CRUDE OIL PRICE CRASH

HUGE PRICE RISKS

INCENTIVE TO TRENDS FOR USE OF RISK
MANAGEMENT TECHNIQUES

OIL COMPANIES WERE SHELTERED FROM
COMPETITION UNTIL 70’s

HAD TO ADAPT TO NEW ENVIRONMENT

ADAPTED TO USING MARKETS AND THEIR
TECHNIQUES

SIMILAR TO EASTERN AND CENTRAL
EUROPEAN INTEGRATION INTO ‘FREE
MARKET ECONOMY’

OIL COMPANIES HAVE LESS THAN 20 YEARS
LEAD TIME

KEY TO PROSPERITY - ADAPTATION
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THE DEVELOPMENT OF THE FREE MARKET FOR OIL

PRIOR TO THE 70'S

intemnationally, prior to the 70's both production and markets were essentially controlled
by the 7 sisters. (Shell, BP, Exxon, Texaco, Mobil, Chevron and Gulf). The Infrastructure for
transporting, refining, distributing and sales was also largely owned or controlled by these
companies, where foreign companies were permitted to operate. In 1970 BP estimated that
more than half of the world's production was owned or controlled by the 7 sisters.

in the USA, there were a wider spread of independent producers and marketers, partly
as a result of the anti-trust trials of 1911, splitting the dominant Standard oil into 33 individual
companies, and partly as a result of the type of geology in the USA, encouraging exploration
by small groups and even individuals. companies such as Hunt (Bunker Hunt's oll company)
and Pennzoil grew from small independent producers, whilst others such as Marathen, Unoco,
Phiilips and Getty started life as the spun-off Standard oil companies. The relatively fragmented
industry in the USA, of those days, resulted in a more compestitive market than operated
internationally, however the US was not integrated within the western markets due to various US

Import controls and taxes.

the production and marketing assets of the 7 sisters and their overall interests were very
similar. There was a surplus of oil, expanding economic activity post war and the need to fuel
this with regular and cheap supplies of oil. The infrastructure was gradually deveioped by the
7 sisters, who were only, at best, in quasi-competition with each other. More Important was to
develop the markets, provide a home for the oil surpluses and feed the economies of the west.
Competition was curbed by the few participants and their parallel interests.

OPEC was not a recognizable force. BP's book of the oil industry published in 1970 only
mentions OPEC twice, in passing, in 525 pagesl!

Equally the circumstances of the industry had not encouraged any trading participation
in the intemational markets. The traders of today, like Phibro and Vitol were a product of the
70's, whilst the financial traders like Morgan Stanley and Goldman Sachs (J. Aron) did not arrive
on the scene until the mid 80's.

1973

In 1973 various forces combined to give OPEC the chance to exert its latent power.
Demand had caught up with production, the new supplies of Libya were being developed by
a wider range of companies, breaking the old strangiehold ¢f the 7 sisters and more vulnerable
to the producers demands. Opec exerted its powers with a fourfold Increase in price and a
relatively swift take-over of the production interests of the 7 sisters and other peripheral
producers such as CFP (Total) and Agip.

This set off a chain of events that changed the face of the oil industry. The 7 sisters lost
control of production (outside the west) to the producers, and their OPEC cartel. Traders and
Independents started to see opportunities in the changed supply climate, particularly in
channelling supplies from OPEC producers to the markets. This was the start of competitive
pressures on the majors and opportunities for a much wider participation of outside interests

2]



in oil. From independents exploring and producing ol to traders exploiting the fat profit margins
of the majors.

Gradually, the spot market developed, during the years foilowing the watershed of 1973.
Traders proliferated, mainly small operators, staffed by ex-oii company personnel and backed
by European banks, such as Parisbas. Meanwhile European and US governments were
concemed to make ciearer the financial returns of the oil companies, operating across
international borders. Therefore pressure to make international pricing more transparent
encouraged more open spot market dealings and the reporting of these deals. The price
reporting services like Platt's and Petroleum Argus found a new and expanding nichs.

During this period prices were relatively stable and profit margins were good, a legacy
from the previous lack of competition in the oil markets. Majors and traders lived In relative
harmony each enjoying profitable business, with little price volatility to contend with. Traders
bought in the knowledge of good margins and little risk.

1979

Another watershed occurred in 1979, with a crippling increase In the oll prices by OPEC
on the back of spot market increases in price as a market response to the revolution In iran.
The inadequate preparation by western govemments to manage short term shortages created

panic buying and hoarding.

1980's

The longer term effects are more pertinent to our current exploration of the development
of the free markets for oil, and their place in the current market structures. The huge price
Increases of 1979 shifted power, wealth and prosperity from the west to the producing nations
and led to a worldwide recession and more particularly to an emphasis on fuel saving and
conservation. The recession and conservation shrank the requirements for oil, and made
OPEC'’s task of sharing amongst its members the revenue generating production, far more
difficuit. OPEC's struggles were only partly effective as prices dropped consistently between
1981 and 1985, culminating in the large price falls of 1986.

During this period, it was the competitive market that drove prices lower as well a higher
as surpluses and perceived shortages were anticipated by the oil companies and traders, alike.
As OPEC struggled with over-capacity, and the management of its members with their tendency
to over-produce and because there were no restrictive or effective cost barriers to overcome (the
marginal cost of crude oil in the west, and the fully built-up cost of crude oil in the Middle East
was as low as a dollar or two per barrel) crude oil and petroleum product prices rose and fell
freely. This price volatility was exacerbated by the growing efficiency of price reporting - giving
a measure of price transparency to market users - and the competitive pressures for profit

performance.

By the 80's traders were well established, but were plagued with the risks cf changeable
prices. Price trends were quite extreme with maybe falls of $2-3/bbl over a few weeks being
quite common. At the beginning of the decade there were no price management tools. The
Brent standardized market, the Nymex and IPE gasoil were all introduced in the first few years
of the 80's, as a response to the needs of the market participants to manage the risks of the by
now volatile prices.



The trend to managing the risks of fluctuating prices, was aided by the introduction of
the Exchange Futures markets and by the adaptation of contracts, like the Brent and russian
gasoil contracts into standardized formats, making it as easy for traders and oil companies too
sell and cover as it was to buy and then sell, the traditional form of trading activity. As the
flexibility of the standardized contracts was gradually realized the voiume of the markets grew,
creating a liquid environment for managing the inherent risks of running an oil company, or
indeed any organization, iike traders, with oil price risks.

1986

In 1986 the oil markets suffered a major price crash, caused by a change to Saudi
policies, a preponderance of netback sales amongst producers, and probably assisted by the
then unstructured state of the free markets.

The huge price swings of that year, gave a huge boost to the un-developed risk
management industry in oil. Oii companies and traders had managed price swings in the Brent
market and to some extent in the futures markets, but in a limited way. But, now the price
swings could not be ignored and needed increasingly to be managed. The futures markets
prospered and even the Brent market which had suffered a major series of defaults in February
1986, soon recovered to attain greater prominence and volume.

An even more significant event with a more lasting effect was the entry to the markets
of the financial risk managers. The 'Wall Street Refiners’ as they were soon dubbed. They
brought financial liquidity to the markets, their presence gave respectability and most importantly
“they brought the risk management techniques from the financial markets. To start with, the
deals they offered were tailor-made to the specific price risks run by the oil companies and gave
flexibility in purchase and sale contracts to companies who did not use the futures markets
directly. Options and now fixed price swaps have followed. The market for these techniques

is small as yet, but going fast.

LESSONS FROM THE DEVELOPMENT OF THE FREE MARKET FOR THE EAST AND
CENTRAL EUROPEAN COUNTRIES

The change from a market controlled by the 7 sisters to the highly opportunistic
circumstances of today has taken less than 20 years. Until the early 80's the oil companies and
traders did not know of techniques for price risk management. These only arose from 1982
onwards, and the first of the *Wall Street Traders* (Morgan Stanley and J. Aron) entered the oil
markets in 1985,

The wide use of futures and risk management tools is quite new and developing rapidiy.
The oil companies have had to change and adapt to this new environment. The parallel for the
East and Central European oil companies and communities Is to learn from the adaptation of
the oil companies. They had to adapt to survive, and had to adapt fast, i a commercially

competitive climate.

As the new European countries gradually integrate with the west and sever their oil
dependency on the Soviet Union, they will need to adapt to operating in the competitive
markets. it will be comfort for them to know how new the competitive markets are and how the
risk management industry is even less established.

(
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The western companies are only a few years ahead and with a little effort the new Europe
can catch up and even overtake the west.

We are here to help that processl

M.l. Annesley

O



Market Structure

Trading Principles

Mainly occurs in transport
FOB

CIF. (Cand F)
Delivered into tank

in pipeline

(see glossary for definitions - Section I)

Relates to physical market structure
e.g. F.O.B. production areas:

Arab Gulf, North
Sea, West Africa, etc.

CIF. Consumption/Refinery area
U.S. Gulf, Rolterdam
U.S.E.C., Mediterrian
Singapore, etc.

Pricing needs to be economic to move to destination

i.e. supplies compete for destinations



BUY OIL P})}. SELL O\L
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TRADITIONAL TRADING

PHYSICAL MARKET

RISK MANAGEMENT

FUTURES MARKETS
FORWARD MARKETS

OPTIONS MARKETS - EXCHANGE
- OVER THE COUNTER

ADVANCED PRICING - WALL ST. REFINER



” Section 3 "

Introduction to Price Risk Management

Basic Applications
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WHY MANAGE PRICE RISK EXPOSURE

VOLATILITY OF PRICES

UNCERTAINTY OF PRICES

DIVISION IN MANAGEMENT OF UPSTREAM AND DOWNSTREAM
PROFITABILITY

GLOBALIZATION OF THE MARKET

COMPETITIVENESS

Lo



TYPES QF RISK

CRUDE OIL INVENTORY RISIK

REFINED PROBUCTS INVENTORY

REFINERY MARGIN

FIXED PRICE PURCHASE OR SALES RISK

Currency Risk

Interest Rate Risk

Fiscal Changes



OIL FUTURES EXCHANGE

DEFINITION
A FUTURES EXCHANGE IS AN ORGANISATION OWNED
BY COMPANIES AND/OR INDIVIDUALS, INTERESTED
IN PROMOTING THE USE OF THEIR EXCHANGES FOR
THEIR OWN AND OTHERS TRADING.
REGULATED BY LAWS IN COUNTRY OF INCORPORATION
OBJECTIVE RULES FOR MEMBERSHIP

FINANCIAL CRITERIA FOR MEMBERSHIP

OIL FUTURES MARKET
DEFINITION
A FUTURES MARKET IS THE MARKET DESIGNED BY THE

FUTURES EXCHANGE PROVIDING A CENTRALISED LOCATION
FOR TRADING.

MARKETS ARE PROVIDED FOR RELEVANT GRADES TO BE
TRADED, CALLED CONTRACTS.

SPECIFIC RULES ARE PROVIDED FOR EACH CONTRACT.
TRADES USUALLY CONDUCTED ON A MARKET FLOOR
MARKET FLOORS ARE MANNED [IN FUTURE ELECTRONIC?]
ALL TRADING DONE BY EXCHANGE MEMBERS

TRADING IS IN FUTURE MONTHS



OiL FUTURES EXCHANGE (WITH NOTES)
DEFINITION

A FUTURES EXCHANGE IS AN ORGANISATION OWNED BY
COMPANIES AND/OR INDIVIDUALS, INTERESTED N
PROMOTING THE USE OF THEIR EXCHANGES FOR THEIF(
OWN AND OTHERS TRADING.

Typical members are Shearson, Man International, Morgan Stanley, Goldman Sachs, and
(particularly in the US: locals). Exchanges provide lists of members.

REGULATED BY LAWS IN COUNTRY OF INCORPORATION

CFTC in US and AFBD in UK regulate the Exchanges, under specific laws governing
'investments’, in UK for all financial instruments (Financial Services Act, 1986) and in the US for
commodities (Commodities Exchange Act). In both the US and the UK, ali futures contracts
must b e traded on a regulated exchange.

OBJECTIVE RULES FOR MEMBERSH!P

To be fair to both Exchange members and their customers.

To provide a level playing field.

To avoid arbitary exclusion of players.

To ensure no anti-competitive practices are operated at the Exchange,
etc.

FINANCIAL CRITERIA FOR MEMBERSHIP

| To ensure adequate performance of customers orders and general
level of credibility of market.
[ To avoid arbitary exclusions of interested members and that

Exchange is not anti-competitive.

NCW



Ol FUTURES MARKET (WITH NOTES)
DEFINITION

A FUTURES MARKET IS THE MARKET DESIGNED BY THE
FUTURES EXCHANGE PROVIDING A CENTRALIZED LOCATION
FOR TRADING.

The centralized location concentrates activity and provides liquidity (many trades) enabling quick
access to trading.

MARKETS ARE PROVIDED FOR RELEVANT GRADES TO BE
TRADES, CALLED CONTRACTS.

The desire for Exchanges Is to provide a range of contracts suitable for risk management,
particularly in the area they serve. {i.e. Nymex in USA, and IPE in Europe)

SPECIFIC RULES ARE PROVIDED FOR EACH CONTRACT.

The rules are designed to be equally fair to buyers and selelrs. Although the processes of the
Clearing House facilitate offsetting of contracts, contracts are designed to enable delivery to
occur. This ensures the prices of the futures contracts converge with the spot physical market,
when the futures contract close (cease trading). There is a specified time each day for trading.
There is a specified period for trading each futures contract. Specific delivery periods are traded
(called months, but delivery is not necessarily for the wiiole month).

TRADES USUALLY CONDUCTED ON A MARKET FLOOR
MARKET FLOORS ARE MANNED {IN FUTURE ELECTRONIC?]

Traders employed by the Exchange members congregate on the Exchange floor and execute
orders for their customers (or themselves). Customer orders are given by telephone to the floor
dealers, who buy and sell the Exhange contracts, by open-outcry, and at a price made public
to the Exchange. It is not the Exchange that makes the price, it is the traders, dealing either for
themselve or for their customers, who create the price by competitive bids. The Exchange
reports the prices, through Reuters, Telerate and other electronic screen-based price-reporting

services.
ALL TRADING DONE BY EXCHANGE MEMBERS

To trade direcly on Exchange you must be a member of the Exchange and are therefore subject
to the Exchange rules. Other companies trade by becoming customers of the members of the
Exchange. Customers have contracts with Exchange members and can have contracts with
several Exchange members. Customers must have a contract with an Exchange member, which
has to be negotiated, as do the fees for conducting futures business.



TRADING IS IN FUTURE MONTHS

The exchange will specify in its rules when trading coixmences in a futures contract, sometime
up to ... months ahead, and when trading ceases. Cessation of trading, having considering the
operational constraints of the delivery, is as close as practical to spot deliveries.

{5\



OIL FUTURES FEATURES

EXCHANGE:
STANDARD:

FUTURE DELIVERY:

RULES
MANAGEMENT

VOLUME/QUALITY/
QUANTITY/DELIVERY

MONTHS

4



OIL FUTURES CONTRACT -
Definition

Is a standard contract for the sale or
purchase of oil (standard - volume/
quantity and quality) traded for future
delivery at specific locations in
predetermined months under the rules of

an exchange



NEW YORK MERCANTILE EXCHANGE
_ FUTURES CONTRACTS

Heating oil

Unleaded gascline
Light, sweet crude - WTI

Natural gas

Contract Details
42,000 gallons

Delivery NY harbour

1,000 bbls
delivery cushing,
Oklahoma

10,000 mm btu
delivery sabine pipeline
Henry Hub, Louisiana



INTERNATIONAL PETROLEUM

EXCHANGE
FUTURES CONTRACTS
GASOIL.
VOLUME PER LOT 100 mt (basis SG = 0.845)
DELIVERY FOB Rotterdam, Amsterdam,
Antwerp into barge or coaster
NAPHTHA
VOLUME PER LOT 100 mt
DELIVERY FOB Rotterdam/Amsterdam
Antwerp
BRENT CRUDE OIL
VOLUME PER LOT 1000 bbls
DELIVERY Cash Seitlement
DUBAI CRUDE O.IL
VOLUME PER LOT 1000 bbls
DELIVERY Cash settiement



SINGAPORE INTERNATIONAL MONETARY
EXCHANGE FUTURES CONTRACTS

Fuel Qil Delivery FOB
Singapore 100mt

Gasaoil Delivery FOB
Singapore 100mt

Dubai Crude Qil Cash Settlement
1000 bbls



OIL FORWARD CONTRACT

DEFINITION

IS A STANDARD CONTRACT FOR THE SALE OR
PURCHASE OF OIL TRADED FOR FUTURE
DELIVERY AT SPECIFIC LOCATIONS IN PRE-

DETERMINED TIME PERIODS.

THE STANDARD CONTRACT IS SET BY THE
OIL TRADE AND THE VOLUME/QUANTITY
AND QUALITY CAN HAVE TOLERANCES
REFLECTING THE PHYSICAL OIL MARKET.

THERE IS NO CLEARING MECHANISM.

REGULATION (CODE OF CONDUCT)

U



OPTIONS — DEFINITIONS

> An option is an agreement to make a
deferred purchase or sale at a fixed price

A call option is the right to buy
A put optionis the right to sell

Buying a call option provides the right to
buy the underlying asset/oil at a fixed
price within a defined period

Buying a put option provides the right to |
sell the underlying asset/oil at a fixed
price within a defined period

Jely



EXCHANGE
OPTIONS CONTRACTS

NYMEX

— WTI CRUDE OIL
- HEATINGOIL
— UNLEADED GASOLINE

IPE

— BRENT CRUDE OIL
- GAS OIL



OPTIONS TRADING

Buy put - Right to sell
Sell put - Obligation to buy
Buy call - Right to buy
Sell call - Obligation to sell



Section 3

Hedging and Other Basic Risk
Management Techniques




HEDGING
Definition

Hedging is taking an equal and opposite
position on a futures market to that on
the phys‘cal market to protect against
major adverse price changss



WHY SHOULD ENDUSERS HEDGE?

— TO LOCK IN A MARGIN OVER A
KNOWN COST.

- TO EXERCISE CONTROL OVER
WINDFALL PROFITS AND LOSSES.

— TO PROVIDE GREATER FLEXIBILITY IN
BUSINESS PLANNING. |

— TO PROVIDE INSURANCE AGAINST
DISASTER |

‘,,7 :
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PERFECT HEDGE

In theory perfect hedges do exist, in practice they
NEVER do. There are a number of reasons:

1. Design of future contract. e.g.
specification, lot size |

2. Timing of delivery
3. Geographical considerations

4.. Technical factors such as ‘squeeze’ on
spot month



EXAMPLE: GASOIL SUPPLIER

(SHORT HEDGE)

20th OCTOBER 1991 Futures Physical
Futures, sold, Jan IPE at $224.00 mt

(At that time gasoil trading

at $220.00 net delivered *

Rotterdam in barges for
prompt delivery)

1st DECEMBER 1991

Futures, bought Jan at $197.00 mt

Physical material sold | $193.00 mt
Futures profit $27.00 mt

Effective selling price $220.00 mt*

The cost of trading would be broker’'s commission

and financing of deposits and margins. These would

have a small effect on the effective selling price



MANAGING THE HEDGE

Close relationship with futures broker who must
know what you are doing or about to do on
physicals so he can advise on optimum time for

- closing out futures positions



TRADING THE HEDGE

Trading the hedge means that you change the
futures side of the position, which results in not
having an equal and opposite position to the
physical commodity and, by definition, results | in

not being hedged properly or completely

A close relationship with the broker is essential if
the risk inherent by ‘lifting a leg’ (i. e. changing
one side of the hedge) is to be acceptable



OTHER HEDGES

Comparing unllke with unllke (apples and oranges)
for example:

Jet versus gasoil
Naphtha versus unleaded gasoline

Marine diesel or bunker fLi§I versus gasoil or even crude



SPREAD TRADING

HEDGING - PROTECTING POSITIONS - IMPLICIT

ALMOST ALL HEDGES ARE IMPERFECT

- LOCATION
- TIMING
-  QUALITY

HEDGE A CARGO OF JET IN NWE

- |PE GASOIL

—~  RUSSIAN GASOIL.

—  OPEN SPEC NAPHTHA
-  NYMEX HEATING OIL
—~  NYMEX GASOLINE

DECISION INVOLVES UNDERSTANDING THE SPREADS
BETWEEN THE AVAILABLE HEDGING TOOLS AND
BETWEEN THEMAND JETINNWE =~



'EXAMPLE: KEROSINE USER

(LONG HEDGE)

7th AUGUST 1991 Futures

Futures, bought, Jan IPE at $185.00 mt
(Kerosine valued at $20.00

over gasoil. Kerosine

valued at $206.00)*

1st DECEMBER 1988

Futures, sold Jan at $197.00 mt
Physical material bought at

Futures profit $11.00 mt

Effective buying price

Physical

$217 mt

$206 mt*

The cost of trading would be broker's commission
and financing of deposits and margins. These would
have a small effect on the effective buying price



ADVANTAGES OF HEDGING

Reduction of adverse absolute price
risk

Greater statility and flexibility in
business planning

Easier financing

Separation of price and distribution/
supply risks



DISADVANTAGES OF
HEDGING

Basis Risk
Limit Moves

Incompatibility of Cash + Futures

AV



SPREAD TRADING

DIRECT SPECULATION IN SPREADS
- EXPLICIT

REASONS

WINTER/SUMMER SEASONAL DIFFERENTIALS

OUT OF LINE BASED ON HISTORY
MOVING FROM BACKWARDATION TO CONTANGO



SPREAD TRADING

Trading the differential between different
but related material in the same or

different markets by making
simultaneous purchases and sales

EXAMPLES
NYMEX - Heating Oil v. Gasoline

- WTI v. Heating QOil

- WTl v. Gasoline
IPE - June Gasoil v. August Gasoil



ARBITRAGE

Trading the differential between the
same, or very similar, materia! in different
markets by simultaneous pLrchases and
sales |

EXAMPLES
NYMEX Heaung Oil  v. |IPE Gas Ol
NYMEX WTI Crude Qil v. IPE Brent Crude Ol



BROKER

1. Buys/sells in his, the broker's name
gives client anonymity

2. Big brokers are clearing members of
the exchange - which means they hold
the contracts on behalf of the clients

3. There has to be a long term contract
between client and broker (clearing

member)
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REUFER BENCHMARK
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3 WAYS OF ‘
TAKING/MAKING DELIVERY

. Standard delivery procedure
- buyers/sellers matched by clearing
house

. ADP : Alternate delivery procedure

. EFP : Exchange of futures for
physicals



DELIVERY
IPE
Gasoil FOB Amsterdam,
Rotterdam or Antwerp

Trading ceases in the spot month 3
working days before 13th

Delivery will take place between 15th and
iast day of the month

Seller to advise location, buyer to
nominate date range for lifting. Seller can
reject date range but must accept
alternative.

Vessel nomination:
48 hours before arrival

Payment:
5 Days after loading via ICCH

CCD AnAd AND narmitaAd {5@



DELIVERY
NYMEX
Heating Oil and
Unleaded Gasoline Contracts

FOB sellers ex-shore facility in New
York harbour into barge, truck. pipeline,
by stock transfer and by pumpover.
Trading in current month stops on the
last working day of the month
preceeding the delivery month.

Delivery must be initiated after the 5th
working dav and completed before the
last workingj day of the delivery month.

EFPs and ADP permitted

a\



BASIS RISK ON SHORT HEDGE

PHYSICAL FUTURES BASIS
MARKET MARKET
$ ton $ ton $ ton
BOUGHT JET 125.00 mt
SOLD IPE gasoil +110 -15
SOLD JET +115.00
BOUGHT IPE gasail -100 -15
NET -10.00 +10.00 0
(This was a PERFECT HEDGE)
BOUGHT JET -125.00
SOLD IPE gasoil +110.00 -15

SOLD JET  +115.00
BOUGHT IPE gasoil -102.00

NET -10.00

QUESTION: was this a PERFECT HEDGE?
: what change occurred in the BASIS?



COSTS

. Initial margin
or Paid immediately
Original margin set oy the Clearing
or House
Deposit
RETURNED AT CLOSE OUT

. Variation margin
The difference between cost of contract and

the daily settle:nent price (clesing price)
negative margins paid daily/profit or loss

. Broker commission - negotiated



Section 4

Crude Oil

Forward Markets




CRUDE OIL TRADING

PLAYERS MAIN ACTIVITY
Qil companies - Wet
and traders -  Forward
- Futures/Options
- Off exchange
Banks/Commaodity - Forward
Companies/ - Futures
Finarcial institutions - Off exchange
Ir. ;estors/ - Futures

Speculators

USE OF MARKET

Buy and sell oil
Speculate
Hedge

| nck in marair



CRUDE OIL TRADING

MARKETS
Wet - Nigerian, iranian,
Libyan, Columbian,
etc
- Forward - Brent, Dubai, WTI Cash
Exchange - Futures: WTI, Brent

- Options: WTI, Brent

Partials
Swaps
- OTCs

Off Exchange
(All custom made)



CRUDE OIL TRADING

PLAYERS

OIL COMPANIES BP, SHELL

COASTAL STATES
TRADER MARC RICH

VITOL

ARCADIA
FINANCIAL INSTITUTIONS/  MORGAN STANLEY
COMMODITY HOUSES PHIBRO
INVESTORS/SPECULATORS MAN INTERNATIONAL
(FUNDS)



BKENT FORWARD CONTRACT

VOLUME

PAYMENT
NOMINATION

DELIVERY

PERIOD OF
LIQUIDITY

NUMBER OF
PLAYERS

DEALS/DAY

LAST DAY OF
TRADING

CARGOES/
MONTH

(BRENT/NINIAN)

CONTRACT

500,000 BBLS + 5% OPERATIONAL
TOLERANCE

30 DAYS FROM B/L DATE

SELLER 15 DAYS BEFORE FIRST
DAY OF 3-DAY LAYDAY RANGE

MONTHS
3 MCNTHS +

25 - 30 IN 15-DAY MARKET
+ 15 -20 IN WET MARKET

PLATTS STOPS QUOTING 15-DAY
CONTRACT ON 10TH OF MONTH

TRADES TO 18 DAYS PRIOR END
MONTH

30 - 60 RANGE

1990 AVERAGE = 43
1989 AVERAGE = 48
5 YR FORECAST = 30 - 36

SHELL



DUBAI FORWARD CONTRACT

TYPE Paper contract for delivery in future until a cargo is
specified by nomination process

VOLUME 500,000 bbls + 5% operatioral tolerance

DELIVERY F.O.B. Fateh, Dubai in cargo lots

PAYMENT 30 days from B/L date

NOMINATION Buyer 10th month before lifting month (Subject

terminal acceptance - in effect gives terminal
right over dates

PERIOD OF

LIQUIDITY 2 months (not very liquid)
NUMBERS OF

PLAYERS 15 - 20 occasionally
DEALS/DAY 5

DELIVERY CARGOES

PER MONTH Approx 25
CONTRACT Conoco

TYPE OF

PLAYERS Large

OTHER Unregulated

A\

LY



CHAINS / BOOKOUTS
/ SHELL

J. ARON \

/< PHIBRO

MORGAN

K = STATOIL
vrrgl.\ ' /
INVINCIBLE



SIZE:
STRUCTURE:

SETTLEMENTS:

SECURITY:

REGULATION:

PARTICIPANTS:

COSTS:

PROFIT/LOSS

EORWARD

BULX

CHAINS OF
CONTRACT -
DAISY CHAINS

OFFSETS/BOOKOUTS
BY NEGOTIATION

SAME AS PHYSICAL
DEALS

INFORMAL BY
INDUSTRY

FEW

S
BROKER FEES

LATER

OMPARISON OF CHARACTERISTICS

EUTURES

SMALL

NOVATION -
SEPARATION OF
BUYER & SELLER

OFFSET
BY CLEARING
HOUSE

PROTECTED BY
CLEARING HOUSE -
MARGIN CALLS

& MARK TO MKT
DAILY

FORMAL EXCHANGE
REGULATION

MANY

DEPOSITS
EXCHANGE FEES
BROKER FEES

UP FRONT

A\



31%
OUTRIGHT

SPREADS TOTAL = 1,691
- 1Q 91
A
' 3 bb OUTRIGHT
SPREADS TOTAL = 1,697

(+ 26% VS 1Q 90)

2Q 91
e
TOTAL = 1,521

APPROX 10% OF SPREADS ARE BRENT/DUBAI
IPE VOLUME = APPROX TWICE BRENT

-G



Section 5

Products Markets




REFINED PRODUCTS TRADED

« Gasoline

« Naphtha

« Jet grade kerosene
¢ Burning kerosene '
» Gasoil/Heating/Diesel
+ High sulphur fuel oil

* Low sulphur fuel oil

ad



PRODUCTS TRADING

GEOGRAPHICAL MARKETS

Rotterdam

NW Eurcpe
Scandinavia, UK

Mediterranean

East of Suez - Arabian Gulf/Red Sea

Singapofe - Asia - Pacific

and Japan and Australasia

USA - East Coast, Gulf Coast
Caribbean,

and South America
- USA -  West Coast

OTHER

oS



REFINED PRODUCTS

FUTURES MARKETS

IPE - Gasoil
- Fuel Qil

NYMEX - Unleaded gasoline
Heating QOil
Propane

OPTIONS MARKETS

IPE - Gasoail

- NYMEX - Unleaded gasoline
Heating oil

Finance Houses (O.T.C.)
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PRODUCTS TRADING

FORWARD MARKETS

Gasolil

Heating Oil

Gasoline

Heavy fuel oil -

Naphtha

Russian Roulette

Fuel oil Domestique
Le Havre

Boston bingo

Manhattan mogas

Flexi - contract

Littlebrook cargoes

NW Europe -
Open spec

Far East



CRUDE OIL PRICING BY PRODUCERS

ATLANTIC BASIN
US, NWE, MED
BOTH LOW AND HIGH SULPHUR CRUDES

MARKERS - BRENT
OR WTI/ANS/WTS FOR US
MARKER CRUDES ARE:
Q Reasonably Liquid Markets for Price
Risk Management
Q Related to the Region in Whick
They Are Produced and/or Consumed

Q ABSOLUTE PRICE LEVELS ARE
ESTABLISHED BY FREE MARKET TRADING

EXAMPLE:
BONNY LIGHT - DATED BRENT PLUS 50¢/bbl

AVERAGE OF PLATTS QUOTATIONS
11-20 DAYS AFTER B/L DATE



~ CRUDE OIL PRICING BY PRODUCERS

MIDDLE EAST
MAINLY HIGH SULPHUR CRUDES
MARKERS — DUBAI AND/OR OMAN (PDO or MPM)
MARKER CRUDES ARE:

O PRODUCED IN REGION BY NON-OPEC
INDEPENDENT PRODUCERS

G THEONLY VISIBLY/FREELY TRADED
CRUDES

Q ABSOLUTE PRICE LEVELS ARE

- ESTABLISHED BY FREE MARKET TRADING
(HISTORICAL FREE MARKET - PDO)

EXAMPLES:

ARAB LIGHT AVERAGE OVER MONTH OF
LOADING OF OMAN/DUBAI
PLATTS QUOTATIONS + X/bbl

QATAR MARINE PDO + Y/bbl



CRUDE OIL PRICES

ATLANTIC BASIN
CRUDE TYPICAL v8 DATED
RELATIONSHIP BRENT
$/bbl
FORCADOS FOB NIGERIA -0.40 TO +0.40
TAKULA FOB ANGOLA —2.20 TO -0.75
IRANIAN HVY. DEL. ROTTERDAM -2.80 TO -1.00
OSEBERG  NORTH SEA -0.30 TO +0.50
MIDDLE EAST
CRUDE RELATIONSHIP vs DURAI
$/bbl

QATAR LAND -0.40 TO +1.80

9



CRUDE OIL PRICING BY PRODUCERS

FAR EAST

ASIA PACIFIG.PRICING INDEX — APPI
O BASED ON BASKET OF CRUDES
MALAYSIAN (TAPIS)

AUSTRALIAN (GIPPSLAND)

o PRODUCED WEEKLY BY A PANEL -
HISTORICAL

INDONESIAN (MINAS):
Q OWN PRICING FORMULAE
Q PRODUCED MONTHLY

RELATED TO APPI
ADJUSTED FOR HISTOR!CAL DIFFERENTIALS

\D



CRUDE OIL PRICING FOR TRADED

- CRUDES

Greater number of alternatives include:

Q

a

(m

Fixed price
Related to different months, Brent/Dubai/WTI

Related to different quotations, eg Platts,
Nymex

Related at different timeé, eg 5 days round
B/L date, average over second half month,
last & days of month, etc

~ Trigger pricing

Net backs
In Far East related to TAPIS



How TO ESTHELISH PRICE

LINKED TO OIL PUBLICATION

PLATTS RELATED
ARGUS RELATED
* COMBINATION PRICING
B/L DATING
_ .MUI..TIPLE_S. oF DAYS AROUND BIL
ARRIVAL DATE LINKAGES

PART PUBLICATION RELATED - PART
FIXED PRICE (>




Section 6

Crude Oii Pricing & Price Relationships




LINKED TO FUTURES

EFPS

Screen related pricing



BACKWARDATION

MARKET SITUATION WHERE PRICES ARE
PROGRESSIVELY LOWER iN THE DISTANT DELIVERY

MONTHS
EG BRENT DATED 20.00

MAY 19.00
JUNE  18.00

JULY 17.00
AUG 1'6.00
CONTANGO

MARKET SITUATION WHERE PRICES ARE
PROGRESSIVELY HIGHER IN THE DISTANT MONTHS

EG BRENT DATED , 16.00

MAY - 17.00
JUNE  18.00
JULY  19.00
AUG 20,00



FEATURES OF BA RDATION
PROMPT SUPPLIES TIGHT

FORWARD DELIVERIES AVAILABLE

CAN APPLY IN STABLE, RISING OR FALLING PRICE TREND
OFTEN IN CRUDE OiL MARKETS

STOCK POLICY OF REFINERS (AND TRADERS)
LIMITED ONLY BY FUTURE UNCERTAINTIES

FEATURES OF CONTANGO

PROMPT SUPPLIES SURPLUS

FORWARD DELIVERIES UNCERTAIN OR PROMPT SURPLUSES
EXPECTED TO DISAPPEAR

CAN APPLY IN STABLE, RISING OR FALLING PRICE TREND
OFTEN IN PRODUCT MARKETS DUE SEASONALITY
STOCK POLICY OF EMD USERS (AND TRADERS)

LIMITED BY COST OF MONEY AVAILABILITY OF STORAGE



ESTIMATING FUTURE PRICES

FACTORS
PRICE TREND
BACKWARDATION/CONTANGO

e COST OF MONEY
e COST OF STORAGE
« STOCK POLICIES

. FACILITIES AVAILABLE - ships
-  tankage
. FLEXIBILITY OF PLAYERS - physical
- traders
* SQUEEZES

e  SEASONALITY
*  UNCERTAINTIES



Section 7

Products Trading

MECHANICS OF TRADING PRODUCTS
COSTINGS iN PRODUCT TRADING

W\



EXISTINGSALE -

TO:
FROM:

THIS IS TO CONFIRM THE FOLLOWING TRANSACTION.

SELLER:
BUYER:
PRODUCT:
VOLUME:

TYPE OF SALE:
QUALITY:

PERIOD:
PRICE:

LAYTIME:

DEMURRAGE:
PAYMENT:
INSPECTION:

DUTIES:

OTHER TERMS
& CONDITIONS:

GASOIL
25,000 MT £ 10% AT SELLER'S OPTION
CIF COPENHAGEN, DENMARK

SPECIFIC GRAVITY .850 MAX
DIESEL INDEX/OR CETANE NO 53 MIN/45 MIN
DISTILLATION FBP 370 °C MAX
CFPP -11 'C MAX
CLOUD POINT -2 ‘C MAX
FLASH POINT 66 °C MIN
SULPHUR 0.2% WT MAX
COLOUR 1 MAX
KINVISC CSAT 20 °C 6 MAX
WATER & SEDIMENT 0.1% WT MAX

18 - 23 OCTOBER 1991

HIGH OF PLATTS QUOTATION NO 2 FOR GASOIL CIF NWE
PLUS $3.50 PER M TON DATE ON B/L AND R/l. QUALITY

SIX HOURS NOR PLUS 36 HOURS SHINC PRO RATA
FOR PART CARGO

AT CHARTER PARTY RATE
BY L/C AGAINST DOCS WITHIN 48 HOURS OF DISCHARGE

INSPECTORS TO BE APPOINTED BY BUYER AND PAID FOR
50/50 BY SELLER AND BUYER

PRODUCT IS EEC DUTY PAID BASIS ALL OTHER
DUTIES/TAXES - BUYERS A/C

LATEST MOBIL TERMS



NEGOTIATING A PHYSICAL DEAL

1st STAGE * NO COMMITMENT
(Indication)
* TRADER - FINDS OUT MARKET TRENDS/PRICES, ETC

* COMPANY - ASSESSES OUTLETS/AVAILABILITIES
FOR REQUIREMENTS

% QUESTIONS ON FLEXIBILITY ARISE
POSSIBLE PRICING RANGE/BASIS

¥*

CONVERSATIONS WITH SEVERAL ORGANIZATIONS

*

NEXT STAGES MOVE TOWARDS COMMITMENT

(Firming up the

indication) TRADER CAN USE AND LIKES DEAL

COMPANY LIKE DEAL

HOMING IN ON FLEXIBILITY

LIKELY PRICE RANGE/BASIS

CONVERSATIONS WITH FEWER ORGANIZATIONS

* ¥ F* kK ¥

COMPANY MAKING OFFER IS COMMITTED
(Firm Otfer)
TIMING OF OFFER IS STATED AND FIXED
IMPORTANT TERMS ARE FIXED

OFFER IS A WHOLE

. JEE I B I

NORMALLY ONLY ONE AT A TIME

COUNTERS % DISCUSS INDIVIDUAL ITEMS
THE OFFERER HAS OPPORTUNITY TO WITHDRAW

¥*

FINAL AGREEMENT * ALL POINTS ARE AGREED AND CONFIRMED BY TELEX
.
1\ \



SELLER
BUYER
PRODUCT
TYPE OF SALE
LOCATION
QUANTITY
QUALITY
PERIOD
PRICE .
PAYMENT
DESTINATION

BROKERAGE/
COMMISSION

LAYTIME

DEMURRAGE

POST RESTRICTIONS

INSPECTION
DUTIES/TAXES

OTHER TERMS
& CONDITIONS

FREIGHT

INDICATION
ESSO
INVINCIBLE
GASOIL
FOB
LONDON
20-30,000 TONS?

?
?
?

N/A

NO

AWARE

AWARE

? ESSO
GT&C

FIRM OFFER
ESSO
INVINCIBLE
GASOIL
FOB
LONDON
22-28,000 TONS
ACCEPTABLE

PL MN -$2.85
L/C, 7 DAYS CREDIT
N/A

NO

6 HRS + 36 HRS
SHINC

C/P RATE
AWARE
SELLER

ESSO
GT&C

?



TYPES OF SALE

FOB

CIF

C&F

DELIVERED

OBLIGATIONS, TIiTLE AND RISK

SEPARATION OF TRANSFER OF TITLE
FROM TRANSFER OF RISK

\»



TYPE OF SALE

RESPONSIBILITIES TITLE AND RISK OF .3SS

FOB (FREE ON BOARD)

SELLER : Places on buyer's vessel BUYER : Assumes title and
the oil as per the risk of loss as oil
contract passes the delivery

flange of seller's
hose connected to
buyer's vessel.

At loading port At loading port

* NOTE * The contract terms, the letter of credit or the
letter of indemnity can affect when title and risk of loss

occurs.
C_ & F (COST AND FREIGHT)

SELLER : Delivers thé oil as BUYER : Assumes title and
per the contract risk of loss as oil
passes the delivery

flange of seller's

vessel
: At discharge port At loading port

CIF (COST, INSURANCE AND FREIGHT)

Same as in C & F EXCEPT : Seller arranges marine insurance on
behalf of buyer.

* NOTE * Title and risk of loss may be varied, from loading
port. Some companies prefer this to occur on receipt of
documents, after discharge, after NOR etc. This needs
clarification in the contract terms or the general terms and

conditions used.

DELIVERED/DELIVERED OUTURN

SELLER : Delivers the oil as BUYER : Assumes title and
per the contract risk of loss when
0il is received in

his tank

Inside custcms at
discharge port

In tank at discharge port

Obligated to pay import/
customs duties.

o



QUALITY

DEFINES THE PRODUCT WHICH IS BEING TRADED.
IN TERMS OF INDIVIDUAL SPECIFICATIONS.

ALL SPECIFICATIONS MUST BE MET FOR PRODUCT TO BE
ON-GRADE.

SPECIFICATIONS MEASURED USING STANDARD TEST
METHODRS ON STANDARD EQUIPMENT - ASTM & IP -
UNIVERSALLY UNIFORM.

SPECIFICATIONS DESCRIBE:
1. NATURE OF MATERIAL - DISTI!LLATION + SPECIF
GRAVITY
2. PURITY OF MATERIAL - SULPHUR, WATER,
SEDIMENT
3. REQUIRED HANDLING - FLASH POINT,
CONDITIONS POUR POINT, VISCOSIT

4. PERFORMANCE IN OCTANE, DIESEL INDEX
EQUIPMENT CETANE



SPECIFIC GRAVITY
DIESEL INCEX
DISTILLATION FBP
CFPP

CLOUD POINT
FLASH POINT
SULPHUR

COLOUR

KIN VISC CS

WATER + SEDIMENT

QUALITY

SALE
0.850 max
53 min
370°C max
- 119 max
- 2° max
66° min
0.2% max
1 max
6 max

0.1% max

1st ESSO
CFFER

v
v
v
- 9o

N N SN N S

|16



PRICING ALTERNATIVES

- WHY: FIXED OR MARKET RELATED?

FIXED

MOVING

TAKE A VIEW -
MARKET WILL RISE OR FALL

LOCK IN AGAINST FIXED PRICE
SALE/PURCHASE

DON'T WISH TO TAKE A VIEW
ON PRICE TREND

LOCK IN AGAINST SIMILAR
REFERENCE
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PRICING ALTERNATIVES

FIXEDR PRICE IN $ per barrel
(eg crude, fuel oil in USA)

OR $ per metric ton
(eg products in Europe)

OR $ per US gallon
(eg light products in USA)

MARKET RELATED P

PRICE IN RELATION TO THE MARKET AT A
SPECIFIC LOCATION AND A SPECIFIED TIME

EG

1. Use publications such as:

Platts
Petroleum Argus

2. Use Futures Markets, such as:

NYMEX (New York Merchantile Exchange)
IPE (International Petroleum Exhange

of London)
SIMEX (Singapore International Monetary
Exchange)

CHOOSE: 1. A Specification
2. A time or period of time

3. Adiscount or premium . .
\\G\



CONTRACT VS ESSO PRICES

CONTRACT PRICE: HIGH OF PLATTS 0.2% QUOTATION FOF
GASOIL CARGOES PLUS $3.50 PER MT OM
B/L DATE

(C/F COPENHAGEN)

ESSO INDICATION
PRICE: MEAN OF PLATTS 0.2% QUOTATION FOR

GASOIL CARGOES, CIF NWE LESS $1.00
PER MT ON B/L DATE

(FOB THAMES)

SAME QUOTATION

SAME DATE

HIGH - LOW - MEAN?

DIFFERENT DIFFERENTIAL DISCOUNT
DIFFERENT DIFFERENTIAL PREMIUM

O O 0O 0O 0 0

CAN START TO GAUGE PROFITABILITY IF KNOW
FREIGHT/COSTS

o
W



PRICE REPORTING

PLATTS & PETROLEUM ARGUS

DAILY TELEX SERVICE

- PRICE ASSESSMENTS WORLDWIDE AT
EUROPEAN CLOSE OF BUSINESS

- REPORT DEALS DONE IN PHYSICAL
& FORWARD MARKETS

- COMMENTARY ON MARKET CONDITIONS

REUTERS AND TELERATE

ELECTRONIC SCREEN SERVICE

- 3TO 8 HOURLY PRICE ASSESSMENTS
WORLDWIDE THROUGHOUT THE DAY

- FUTURES PRICES REPORTED IN ALMOST
REAL TIME

- NEWS SERVICE



PAYMENT TERMS

FULLY NEGOTIABLE

VARY DEPENDING ON THE PRODUCT AND REGION

PRODUCTS
EAST/ASIA PACIFIC 30 DAYS B/L DATE
UNITED STATES X DAYS FROM NOR DATE
(ARRIVAL)

EUROPE 5 - 15 DAYS AFTER NOR
OR B/L DATE

OTHERS PROMPT CASH
CASH AGAINST DOCUMEL}

- PRE-PAYMENT

(CRUDE - STANDARD 30 DAYS FROM B/L DATE)



WORL AL

The cost of freight on Tankers over about 15000 tons deadweight is normally referred

to in terms of a percentage of WORLDSCALE. Worldscale Is a schedule of rates applying to
any given voyage. The figures pubiished are 100% of worldscale, known as Worldscale flat.
The background and a detailed sxplanation are contained in Section 5 of your course notes.

1.

What you need to know
Load Port(s); discharge Port(s); Routing, and the order the ports will be visited.

How to look up rates

In the main section, the voyages are listed in alphabetical order of discharge ports(s) in
heavy type. Under each discharge port(s) will be listed the load port(s).

Alongside the load port(s) will be found the rate for the voyage in U.S. Dollars per metric
tonne.

Alongside the rate is the routing (where there are alternatives).

Routing (S) Suez Canal (C) Cape of Good Hope
(P) Panama Canal.

The mileage shown Is the round trip voyage (Load Port(s) - Discharge Port(s) - Load
Port(s)).

Differentials

- If differentiais apply to the voyage it is indicated in the main section.
(a) Pink pages: Fixed and Variable Differentials.

M Fixed differentials (Suez Canal, Panama Canal and others) do not
apply the worldscale percentage.
Note: For Suez and Panama Canal the appropriate NET
TONNAGE figure must be obtained from the owner; it is unique for
each vessel.

(if) Variable differentials. ,
These are added to the flat rate and the worldscale percentuge is

applied.
(b) Blue pages.

The main section gives rates from Quoin Island (for Arab Gulf), Uskudar
(for Black Sea) and San Carlos Island (for Lake Maracaibo). The
differentials from the actual load discharge port(s) are given in the blue
pages, and should be added to the above rates and these are variable

rates.



WORLDSCALE

INDEPENDENT

THEORETICAL CALCULATION

UPDATED FOR CHANGE IN PORT CHARGES
LISTED UNDER DISCHARGE PORTS

BLUE PAGES:
LOADING PORT DIFFERENTIALS ARABIAN GULF
"BLACK SEA
LAKE MARACAIBO
FIXED DIFFERENTIALS CANALS
VARIABLE DIFFERENTIALS

DISTANCES - ROUTEING
UNIVERSAL APPLICATION AND ACCEPTABILIT"

'



CHARTER PARTY

LEGAL AND BINDING CONTRACT
"DESCRIPTION OF VESSEL
DESCRIPTION OF VOYAGE OR TRADING
* OWNERS OBLIGATIONS
CHARTERERS OBLIGATIONS
REMEDIES IN CASE OF FAILURE TO PERFORM

S~



LAYTIME

Time that owner allows charterer to carry out loading and
discharging

DEMURRAGE

Time that charterer uses in excess of laytime to load and
discharge

DETENTION

Time that the charterer uses in port that is not for loading
or discharging

DEVIATION

Use of the vessel other than performance of voyage for
which owner is paid



FREIGHT COST

$/MT
London - Copenhagen (WS 100) 3.39
At WS 160 5.24
Todays Platts = $ MT
Purchase PM m $2.85 =
= freight 5.24

SaleatPH = $3.50 =

approx margin =



VALIDITY

FIRM OFFERS MUST HAVE A STATED TIME LIMIT.
THERE ARE NO RULES ABOUT LENGTH OF VALIDITY.
IF NOT STATED - REASONABLENESS IS THE CRITERIA LEGALLY

FACTORS TO CONSIDER:

‘- TYPE OF PRICING, MARKET RELATED OR FIXED

- VOLATILITY OF MARKET
- NUMBER OF ALTERNATIVES AVAILABLE AT THE TIME



COSTINGS

A. Costs

Freight at WS 160 $MT
L/C Costs 5.25
Inspection 0.30
Finance Costs (16 days at 6% pa) 0.50
Insurance 0.25
Demurrage -
Broker -

Cargo Losses
FOB Cost Platts mean - $2.85 180.65

Total Cost



GENERAL TERMS AND CONDITIONS

DEFINITIONS

MEASUREMENT

NOM!NATION PROCEDURES
LOADING & BERTH CONDITIONS

FORCE MAJEURE
PROCEDURES FOR DEALING WITH DISPUTES

EXCEPTIONS AND ESCAPE CLAUSES

ASSIGNMENT
WAIVERS
APPLICABLE LAW

PARTICULAR CONDITIONS OVER-RIDE GENERAL TERMS

2.0



GAS OIL PURCHASE FROM ESSO

THIS IS TO CONFIRM THE FOLLOWING TRANSACTION:

SELLER:
BUYER:
DATE:
PRODUCT:
LOCATION:
QUANTITY:
QUALITY:

PERIOD:
PRICE:

LAYTIME:

DEMURRAGE:
PAYMENT:

INSPECTION:

LOCAL DUTIES -

AND TAXES:

ESSO UK LTD.

GASOIL

FOB LONDON

25 - 30,000 TONS AT BUYERS OPTION
SPECIFIC GRAVITY .850 MAX
DIESEL INDEX 53 MIN
DISTILLATION FBP °C 370 MAX
CFPP°C -11 MAX
CLOUD POINT °C -2 MAX
FLASH POINT °C €6 MIN
SULPHUR PCT WT 0.2 MAX
COLOUR 1 MAX
KIN VISC CS AT 20°C 6 MAX
WATER + SED. PCT WT 0.1 MAX

B/L DATE ON OR BEFORE 20th OCTOBER

MEAN OF PLATTS No. 2 QUOTATION FOR GASOIL
CIF NWE LESS $2.20 PER M.T ON B/L DATE

6 HOURS NOR PLUS 36 HOURS SHINC PRO RATA
FOR PART CARGO

AT CHARTER PARTY RATE

WITHIN 7 DAYS OF BILL OF LADING DATE AGAINST
AN IRREVOCABLE STAND-BY L/C/ OPENED BY A BANK
ACCEPTABLE TO SELLERS, ON B/L/ QUANTITY

INSPECTORS TO BE APPOINTED BY BUYER AND PAID
FOR 50/50 BY SELLER AND BUYER

FOR ACCOUNT OF BUYER

© temema a1 mwesmeamas 0/ AR IPR AARIPITIARNC D Y)



Costing and Evaluating Alternatives

Outlet 1 | CIF Singapore

A Costs $/mt
Freight at WS135 ($7.94) + 0.27 10.99
L/C cost 0.30
Demurrage 0.60
Insurance 0.25
Inspection 0.06
Finance costs ( days at 10% PA) 1.85
FOB cost (228.80 - 18.00) 210.80
TOTAL $224.85

8.60bbl/mt = $26.15 bbl

B Customer
A Singapore refiner has a problem.

(Jetty?) needs prompt gasoline.

C Paymeht |
30 days from b/l date, cash against docs

D Price
Indication (on 16/9/91) - Platts mean $26.75

bbl CIF Singapore

E Estimated Profit
$0.60 bbl or $5.16 mt



COSTING AND EVALUATING

ALTERNATIVES

Outlet 2 New York

A Costs $/mt C/Gal
Freight at WS 120

($10.31/mt) + 0.27 12.64 3.51

Suez canal dues 6.18 1.72
Qut-turn losses 0.31
Insurance -0.07
I/C cost - 0.08
Import Duty 1.756
Inspection 0.02
Finance costs (19 days @ 10% PA) 0.32
FOB cost (63.55 - 5.00 C/Q) 58.55
Total Cost | 66.33

B . Customer ,
Intrepid Energy (10% owned by Invincible)

C Payment
2 days after completion of discharge invoiced

based on out-turn O & O New York, duty paid

D Price
Platts mean New York spot cargoes for unleac

87 ron gasoline applicable on nor date at
discharge port

E Estimated Profit/(Loss)

Unknown - Platts unieaded 87 for 16.9.91 was 61.75
c/gallon which gives loss of 4.58 c/gallon

Conversion 360 gallons = 1mt



COSTING AND EVALUATING

ALTERNATIVES
Outlet3 ~ C &F Rotterdam
A Costs
Freight at WS 130 ($7.49) + 0.27 10.01
Suez Canal dues < 6.18
L/C cost 0.30
Inspection 0.06
Brokers fee ) 0.25
Finance cost (3 days @ 10% PA) '0.19
FOB cost ($228.80 — 18.00) 210.80
Total Cost $227.79
B Customer
A European trader indicated through a broker
C Payment
By cash against documents or LOI = invoice
by telegraphic transfer |
D Price

-Platts mean CIF NWE cargoes for unleaded

regular gasoline
B/L date (say 16.9.91) = $227.00 mt

Estimated Loss
($0.79 mt)
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Section 8

Tendering




TENDERS

Request to submit offers to buy or sell
Terms of trade are in tender invitation
Bidders set own terms if not specified
Open list or invited participants

Bids at fixed time

Some results public - some private

Can be spot cargoes or term periods



WHY TENDERS?

Open and fair

Always a competitive market price
Clear sign of best deal

Give time to buy or sell well in advance,

Protects Tenderer with own terms



WHO ISSUES TENDERS?

- BUYERS AND SELLERS
- CRUDE OIL:

- BUYERS:
Sri Lanka
India
Thailand
Phillipines
Chile
U.S.A.
Syria
Greece
Portugal

- SELLERS:
Tunisia
Malaysia
Cameroon
Columbia
Syria
Ecuador



PRODUCTS

SELLERS:

BUYERS:

India

Sri Lanka
Turkey
Greece
Columbia
Ghana
Malaysia
Pakistan
Syria
Oman
Bangladesh
Taivwan
Saudi Arabia

Govt. Companies
Public Utilities
Bangladesh
Taiwan

India

Sri Lanka
Turkey
Greece
Portugal
U.S.A.
Zimbabwe
Thailand



RISKS

FOR TENDERER:

FOR BIDDER:

Winner may not perform
Possibility of no bids
Offers not good enough
Changing needs

Cannot take spot bargains

Duration of offer
Performance bond
Second round

Much effort - no reward



TENDERS

What is a Tender?

A tender is a formal open request to submit offers to buy or sell, as the case may be,
with the award being made to the most compatitive offer.

The specific terms of trade are set cut in the request to tender which can either be open
to all and sundry or indicated to an invited iist of prospective bidders.

If any aspects of the contract are not covered in the tender invitation then it is up to the
bidders to set their own terms as part of their bid.

All bids have to be submitted by a pre-agreed date and time and the winner should then
be rofified.

in some cases the bids are made public in other cases they are kept confidential.
Tenders can be for spot cargoes or term periods.

Who issues tenders?
Buyers and Sellers both Issue tenders.

Known users of the tender system have included:

Crude Oil:

Sellers: Tunisia, Malaysia, India, Cameroon, Colombia, Syria, Ecuador.

Buyers: Sri lanka, India, Thailand, Philippines, Chile, U.S.A., Syria, Greece, Pcrtugal,
Morocco.
In All the foregoing cases it has been the Government or quasi-government
companies who have used tenders.

Products:

Sellers: Government Companies such as: India, Sri Lanka, Turkey, Gresce, Colombia,
Ghana, Malaysia, Pakistan, Syria, Oman,

Buyers: Government Companies and public utilities including many diverse organizations

throughout the World including: India, Sri Lanka, Turkey, Greece, Portugal,
U.S.A. (DFSC and local utilities), Zimbabwe, thailand and many more on a local
basis.



Why do companies issue Tenders?

The method of tendering Is seen to be open and therefore fair. Small local companies
may not have a full picture of the market and will not often know the prevailing prices and in
these cases a tender ensures they will receive a competitive market price.

By buying under tender you can never be accused of getting it wrong:

Tenders ensure that you cover your specific needs in terms of quality, quantity, timing
and other conditions you may wish to impose.

Many companies do not have large commercial or trading departments. People involved
have to cover many other things.

In open buying or selling they may well miss the occasional point which could prove very
costly in execution of the transaction.

Tendering allows plenty of time to be sure of what you want and dictates when you
finally buy/sell.

Risks in Tendering

For Tenderer: Winner may not perform ieaving little time to make alternative arrangements.

This has caused performance bonds to be requested by tenderers. Some of the
better established Companies galn exemption from this requirement. It is
important to negotiate this poirt at the outset when being put on the circulation

list.

There is a risk that no bids will be received. This is uniikely if you have a good
mailing list. However if no bids are received you will have to re-tender.

There is a risk that no offer reaches your price expectations but this is usually
your own fault meaning you are probably too greedy or too vague in your terms
such as for a period too far ahead or asking for the offer to be open for too long
a period. Traders see such terms as high risks in a volatile market and weight
their prices accordingly to provide safer margins.

Your forward plans may originally indicate certain needs but if these change you
may well end up with too much or too little particularly in a term tender.

It may be better to take a certain proportion as base load with the balance on a
spot basis to allow for variations.

For bidder  Duration of offer. Obviously if you make a bid 1:nder tender you wish to know the
result as soon as possible because you are locked into that offer for the duration

of the tender period.

N



Addendum

In some instances all the bids are known when the tender close and the best
bids are raquested to re-submit revised bids in what has become a transparent
market place where you are expected to improve your offer.

There is the risk that you will have spent a lot of time and effort on the tender and
no award is made for whatever reason.

Perhaps the bids did not come up to expactation. Perhaps the original tender
was only ever a market gathering exercise. Perhaps the needs of the tenderer

have changed in the interim period.

When bids are published and the award is made everyone knows what your price
is and if you then have to trade the position your competitors know all your costs.

Trader can often protect his risk whilst bid is valid by hedging on the futures
market but this in itself is a risk if you are not awarded the business.

AR



TO:
FROM:

Typical Contents of a Fuel Oil Tender

INVINCIBLE OIL CO. NEW YORK
CANAL ELECTRIC COMPANY

You are invited to tender for the supply of Fuel Oll to our power station.

The following requirements should be met in this tender:

1.

Product

High sulphur No. 6 Fuel Oil conforming to the specifications attached in Annex 1.

Quantity
Approximately 1 miliion bbls.

Period

To be supplied over a period of three months on an approximately even fiow basis with
first cargo arrival on or before 10th May 1991.

Price

Price should be delivered at buyers designated terminal Sandwich, Massachusetts hased
on out-tum quantities and may be quoted on a fixed basis or escaiating/de-escalating
with Platts estimated New York Harbour spot price on or around Notice of Readiness
date for max. 2.2%S residual fuel oil. Insurance to be for sellers account.

Payment

Your terms of payment should be stipulated.

Parcel Sizes and Delivery Schedule

In approx. 350,000 bbl parcels on an even flow basis in vessels conforming to the
foliowing maximum dimensions: 825ft LOA. no Beam restriction 40 ft draft.

Quantity and Quality

The determination of quantity and quality of fuel oil delivered shall be made in
accordance with accepted practice at the discharge port by a mutually acceptable
recognized independent petroleum inspector who shall prepare and sign certificates as
to the quantity and quality of the fuel oil delivered by the seller.



10.

11.

Discharging Conditions

(a) When the vessel has arrived at the Port of Sandwich, Massachusetts (or as near
thereto as she can safely get) and is ready to discharge, a notice of readiness
(NOR) shali be tendered to CANAL ELECTRIC or its representative, as the case

may be, by the master.

(b) CANAL ELECTRIC shall be allowed one half of the charter party laytime, but in
any event not iess than a total of:

(a) 6 hours, and
(b) 36 hours for a cargo of 350,000 bbls or pro rate for a part cargo.

(c) Laytime shal! start to count:

(1) In case of the vessel having tendered NOR within three days either side

of the confirmed ETA, upon tender of NOR;
(2 In the case of the vessel arriving outside the range of three days either
side of the confirmed ETA, Upon commencement of discharge.

Other Terms and Conditions

Tenderers are invited to disciose other general terms and conditions which will be
considered as forming part of their offer.

Validity

Offers should be received by CANAL ELECTRIC before 1.00 p.m. British Summer Time
24th April 1991 and remain valid for 24 hours.

Award of Tender

CANAL ELECTRIC reserves the right to award the tender in whole or in part or not at ail.

CANAL ELECTRIC COMPANY 18th April 1991



CANAL ELECTRIC COMPANY
FUEL OIL SPECIFICATIONS

SULPHUR, WT. %
GRAVITY, API

VISCOSITY, SSF AT 122 F
SEDIMENT, WT. %

POUR POINT, DEG F
FLASH POINT, DEG F
WATER, WT %

ASH, WT. %

VANADIUM, PPM
SODIUM, PPM
ASPHALTENES, WT. %
BTU/GALLON

2.20 max
10 min
400 max
.25 max
60 max
150 min
1.0 max
.10 max
400 max
70 max
13 max

151,000 min

AP



Section 9

Shipping
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WORLDSCALE

The cost of freight on Tankers over about 15000 tons deadweight is normally referred

to in terms of a percentage of WORLDSCALE. Worldscale is a schedule of rates applying to
any glven voyage. The figures published are 100% of Worldscale, known as Worldscale flat.
The background and a detailed explanation are contained In Section 5 of your course notes.

1.

What you need to know
Load Port(s); Discharge Port(s); routing, and the order the ports will be visited.

How to look up rates

In the main section, the voyages are listed in alphabetical order of discharge port(s) in
heavy type. Under each discharge port(s) will be listed the load port(s).

Alongside the load port(s) will be found the rate for the voyage in U.S. Doilars per metric
tonne.

Alongside the rate Is the routing (where there are aiternatives).

Routing (S) Suez Canali (C) Cape of Good Hope
(P) Panama Canal.

the mileage shown is the round trip voyage (Load Port(s) - Discharge Port(s) - Load
Port(s)).

Differentials

L] If differentials apply to the voyage it is indicated in the main section.
(a) Pink Pages: Fixed and Variable Differentials.

()] Fixed differentials (Suez Canal, Panama Canal and others) do not
apply the worldscaie percentage.
Note: For Suez and Panama Canal the appropriate NET
TONNAGE figure must be obtained from the owner; it is unique for
each vessel.

(i) Variable differentials.
These are added to the fiat rate and the worldscale percentage is

applied.
(b) Blue pages.

The main section gives rates from quoin Island for Arab Gulf), Uskudar
(for Black Sea) and San Carlos Island (for Lake Maracaibo). The
differentials from the actual load discharge port(s) are given in the blue
pages, and should be added to the above rates



WORLDSCALE

INDEPENDENT

TH EOHE'I".ICAL CALCULATION

UPDATED FOR CHANGE IN PORT CHARGES
LISTED UNDER DISCHARGE PORTS |

BLUE PAGES:
LOADING PORT DIFFERENTIALS ARABIAN GULF
BLACK SEA
| LAKE MARACAIBO
FIXED DIFFERENTIALS CANALS
VARIABLE DIFFERENTIALS

DISTANCES - ROUTEING
UNIVERSAL APPLICATION AND ACCEPTABILITY



‘LAYTIME
Time that Owner allows Charterer to carry
out loading and discharging

DEMURRAGE

Time that Charterer uses in excess of laytime to
load and discharge

DETENTION

Tmﬂmﬂnm«mhmhﬁsmh
| loading or discharging

DEVIATION

Useoftevesseloﬂtethimmmofwh
which ewner is paid



CHARTER PARTY

LEGAL AND BINDING CGNTRACT
DESCRIPTION OF VESSEL
DESCRIPTION OF VOYAGE OR TRADING
OWNERS OBLIGATIONS
CHARTERERS OBLIGATIONS
REMEDIES IN CASE OF FAILURE TO PERFORM



FREIGHT COSTS

WORLDSCALE $/MT

YANBU-ROTTERDAM 7.49 (S)

VARIABLE DIFF ROTTERDAM PRODUCTS 0.49

AT W 100 7.98

AT W 220 17.56

SUEZ CANAL $

16,400 SCNT X $8.23 134,972

+ LUMPSUM 50,400
185,372

BASIS 30,000 MT $6.18/MT

FREIGHT COST

AT WORLDSCALE 220 17.56

SUEZ 6.18

FIXED DIFF YANBU 0.27

$24.01/MT

— \6 /Z/



Yeud -, L L L, 6.60
Ghent . . . . 350
Ghent & Antwerp . |, | | . . 475
Ghent & Rotterdsm (See pageD-7) . 3.99
Got e e e ., ., 287
- Gothenburg & Brofjorden . . . . .61
Grangemouth . ., , ., | | . 399
Guavanilla (See Clrc, 1 9% . . . . 8.44
Gifoflamir . , . | . ' . 8.18
Gufhavn . ., [ [ | ] . 220

Matabueg . . ., | . 317
Mavre . . . . .. . . 368
Helginki . ., . , ., , | . . 587
Houston {See Circ. 179 . . . . 985
Huelva . . | | . .. 4.83
Humber River . . |, | . e e . 344
Iskendervn , ., | | | . . . 835
Istanbut - B T
Jeddsh . . ., . 9098
Kelundborg ., ., , | - | . . 2568
Kalundborg & Slagen . . . . 360
Karachi . . . . . . . . 19520
Kerachi . . . |, . . | .« . . 12.548
Kadshamn . . |, | | . . 327
Klsipeds . . , | | | | . .62
-LaPsta ., . 1290
La Piata & Cabo San Antonio (TLA) . 13.13
LaSkhima . ., , | | ., . . 6.41
Las Paimas s e s . . . ., 555
Lavers . ., . . |, . . N -X 1
Leghom . . . . . 6.50
Leixoss . . . , | | | e . 401
Usbon . . ., ., , , , | | . 4.29
Loire River7 (Sae PageD-8) . . , . 500
londop . . .~ 3
London & Dunkick ™ . ., . . . . 433
London & Humber River . . .. 457
London & Rotterdam (See page D-7) . 3.97
luands . . . | | . . 10,20
Mamona! , . | | | | A X (1]
Manchester Ship Canal . . . . 4.88
Marsa aiBregs . ., ., | | . . 2.09
Margailles . . |, | . .« . . . 627
Milszzo , . v+« . . . 685

Milazzo & Cagliari ., , . | A
Milazzo & Rotterdam (See page D-7} ., 7.34
Milford Haven . , |, . . . . 3.88
Miford Haven & Ghent . . . . . 498

Miford Haven & Rotterdam

(See pageD-7) . . . . | . 437
Miliord Haven & Southampton . . . 4.6
Mohammedia . . ., . | .. &
Mongstad , . , | | | .. 304
Montres) ., |, | | | coe . . 242

Neantsi . , | | | e e . . 591
Neplee . . ., | | « +« . . 852
Nynashamn |, | | | R XV 4
Omskoldsvik , . . . . X7 |
Paranague . . , |, | | < . . 1128
Philadeiphia (Ses Circ. 179 . . . 27
Piraous . . |, | T & ¥ 4
Port Genti! (Ses pageD-8) . . . | 1031
Port Harcourt (See pageD-4), . . . 947
PortSeid . ., . |, . | e v . 775
Porto Torres . . , . | .« . . 813

Porvoo . ., , ., | . v . . 895
Pusrto Ordez ., . . .+« . . 898
PusrtolaCruz , . . | e .. 902
Pusrto lss Minaa . , . < v . . 958
Punte Cardon 9.14

Punte Cardon & Fresport (Bahamas) 10.08
Quoin Islend (See pagely ., |, |

Quoin Islend (See page 1) .
Rss Lanuf (See pageD-8) . . . . 7235

Ravenns « « « . 278
Rijeke . . . . . | v . . 2.51
Riode Jansiro . . . . 0. . 1102
Rostock ¢+ . . 283

Rotterdam (See pageD-7}) . . | |, 282
Rotterdem & Amsterdem

{(Ses pegeD-7) . ., . . N N3
Rotterdam & Antwarp

(Ses pegeD-7) . . . . .. 420

svised 1 Jenuary 1991

. 19.16 C
12118

5518
1368
1444
1421
274
382
1278
8666
7488
286
1018
1596
1330
10634
3678
1212
7868
7424
8922
230
583
22732
13194
518
869
13732
13822
5884
4600
5194
5550
2962
3274
2320

1454
1484
1446
11056
9908
2120
6586
5204
5820
5843
5877
2158
2278

2215
2170
3870
974
6934
1222
5782
933
1529
12206
7640
6786
1Gigs
9930
7650
5298
1384
9444
9286
10278
9428
10180
22694
13054
68504
7085
7069
11588
339
1218

1248
1481

Rotterdam & Fredericia
(See page D-7)
Rottercem & Hamburg
{See page D-7) e e,
Rotterdem & Siagen {Ses page D-7)
Rotterdam & Southampton )
{See page D-7)
Rouen , ., , |
Rouen & 8remen .
Rousn & Havre e
Rouen & Rotterdam (Sas page D-7)
Rouen & Tees River (Ses page D-8)
Salvador (8rezil) . , . .
San Carlos island (See page 19)
San Juan (P.R.) (Sea Circ. 1 /91)
Santa Pansgie ey . ., .,
Santos . . . .
Sao Sebastiav
Sidon
Sines e e
Skikda (See page D-3)
Skredsvik ., , .
Slagen e
Slagen & Kalundborg
Slagen & Oslo , , .
Southsmpton . .
Southsmpton & London .
Southampton & Rotterdsm
(See page D-7)
St.Croix ., ,
St. John (N.B.}
St. John's (NF.)
Stavanger
Stettin
Stockholm
Suez . ., |, .,
Susz
Sullom Voe
Swanses
Tampico
Terbert .
Tartous . c e .
Tees River {Ses page D-8)
Tees River & Amsierdam
(See page D-8)
Teea River & Hamburg
(See page D-8)
Teme . . .,
Tenwrilfe
Thessaloniki
Thistle Field
Trinidad o
Trinided & Beaumnont
S2e Circ, 1/91) .
Tripoli (Lebanon)
Tyne River , .,
Uskudar (a8 page 17)
Ventspils . . .
Whitegete . .
Wilheimshaven
Wismar .
Zowis . .,
COPENHAGEN & AALBORG
Aslesund . ., |, | | |
Aden
Aden .
Algiars (See page D-3)
Amsterdam |, |
Antwerp o
Antwerp & Rotterdem
(Sez page D-7)
Augusts N
Auguste & Cagliari
Bordesux .
Brofjorden .
Brunsbuttel
Cagliari
Caripito . .o
Cartagens (Spain)
Castelion .
Curaceo
Dunkirk .
El Palito

3.92 1377
3.93 1422
3.68 1359
3.92 1655
4.25 1736
5.77 1940
519 1738
4.74 1793
5.36 1920
9.74 10218
8.86 9564
8.25 8450

. 68.86 6888
11.10 11962
. 11.18 11848
7.59 7818
4.57 3356
5.71 5028
2.69 370
255 468
3.61 583
3.23 546
3.44 1598
4.39 1857
3.92 1655
8.22 8456
6.77 6570
5.46 4908
2.67 764
2.83 630

. 3.48 1072
. 20.56C 23908
. 83458 7650
3.51 1218

. 412 2184
. 10.20 10814
4.32 2206
7.62 7840
3.32 1184
4.47 1425
451 1510
8.73 9048
5.69 4594
7.25 7208
2.37 1098
8.59 9012

. 1116 12000
7.63 7860
3.46 1184
7.58 7424
3.63 942
3.91 2222
2.96 940
2.85 364
6.74 5968

. 3.86 1290
. 1924C 21394
. 1,108 10350
. 6827 4734
4.17 1230
4.59 1494
5.08 1547
7.54 5984
8.05 6040
6.02 2674
3.65 459
3.94 1032
7.00 5358
9.55 9268
6.39 4384
6.63 4730
9.89 9382
4.27 1470
9.93 9450
117
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VARIABLE RATE DIFFERENTIALS

Jifferentials to be added to or deducted from, as hersinaftar specified, the applicable r:+ - of freight or,
.nthe case of 1. (2) (ROTTERDAM), added as a separate element of the freight payraent. Such variable
rate differentials are s1,Lj=ct to the percentage variation which the contracting parties have agread to
apply to Worldscale rates.

1.

3'

ROTTERDAM (Netherlands)

(1) When Rotterdam is the only loading or discharging port, an addition (in respect of Harbour Duas)
must be made to the Rotterdam rate appiicabls to tha voyage in question in accordanca with the
following table,

{A) Loading Crude

USD 0.30 per tonna of tha cargo quantity to which the rate of fraight s applied.
(8) Loading Products or Crude and Products

USD 0.43 per tonne ot the cargo quantity to which the rate of freight is applied.
{C} Discharging Crude or Crude and Products

USD 0.83 per tonne of tha cargo quantity to which the rate of fraight is applied.
(D) Discharging Products

USD 0.49 per tonne of tha cargo quantity to which the rate of freight is applied.

(2) When Rotterdam is combined with other loading or discharging ports, a differential (in respect of
Harbour Dues) must be added, as a separats element of the freight payment, in accordance with the
following table.

(A) Loading Crude
USD 0.30 per tonne of the cargo quantity to which the rate of freight is applied.
(B) . Loading Products or Crude and Products
USD 0.49 pertonne of cargo loaded at Rotterdam.
(C) Discharging Crude or Crude and Products.
USD 0.83 per tonne of cargo discharged at Rotterdam.
(D) Discharging Products
USD 0.49 per tonne of cargo discharged at Rotterdam.

AQABA {Jordan) (The published rates are based upon the Al Mushterak Berth).
Whan cargo is loaded or discharged at the Aqaba Oil Terminal, an addition of USD 0.55 must bs made to
the Aqaba rata applicable to the voyaga in question.

BONNY (Nigerla) (The publiished rates are based upon the Inshore Tor{nlml).

When cargo is loaded or discharged at the Offshore Terminal, Bonny, a deduction of USD 0.21 must be
made from the Bonny rate applicable to the voyage in question.

NB (1) If s voyageinvolves both the Offshore Terminal, Bonny and Lagos or Port Harcourt a
deduction of enly USD 0.06 should be made.

N8 (2} _ If avoyage involves both the Offshore and inshora terminals at Bonny, no deduction should
be made, the costs incurrad at the Offshors Tarminal being regarded as part of shifting expensas,
I;respectivo of the order in which the vessel cails at the terminals.

DAE SAN (Korea = South) (The published ratas for discharging are based upon the Kukdong SBM),

When cargo Is discharged at berths other than the Kukdong SBM, an eddition of USD 0.17 must be made
to the Dae San rats applicabls to the voyage in quastion,

FUNAKAWA (Jspan) (The published rates ara based upon Akita Power Station).

When cargo is loaded or discharged at the Funakawa Stockpiling Terminal, an additlon of USD 0.62 must
be made to tha Funakawa rate applicable to the vayage in question.

Ravised 1 January 1991
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FIXED RATE DIFFERENTIALS (Cont.)

17. SAUDI ARABIA {In respect of Cargo Handling Feeg 8s3e33ed on the quantit
discharged at the Saudi Arabian ports of Jubail and/or Rabigh and/or Yanbu),

y of cargo loaded or

{1) " JusalL {Products)

(2)

(A} Loading

USD 0.27 per tonne of cargo loadad st Jubail,
(B)  Discharging

USD 0.54 per tonne of cargo discharged st Juball,
RABIGH/YANBU
(A)  Loading

(2l Products

USD 0.27 per tonne of cargo loaded st Rabigh or Yanby,
{b) Crude -

USD 0.54 per tonne of cargo loaded gt Rabigh or Yanbu.
{8) Discharging

{a)  Products

USD 0.54 per tonne of cargo discharged at Rabigh or Yanbuy.
{b)  Crude

USD 0.54 per tonne of cargo discharged at Rabigh or Yanbuy,

18. SRILANKA (In fespect of Tonnage Dues and Special Cargo Dues {or Stevedoring Chsrges) aséaw

19,

{1)

(2)

the quantity of cargo loaded or discharged at the ports of Colombo and/or Trincomalee in Sri Lunks).

Loading

USD 0.67 per tonne of cargo loaded at Colombo or Trincomales.
Discharging

USD 0.35 per tonne of cargo discharged at Colombd or Trincomales.

TANZANIA (In respect of Handling Charges assessed on the quantity of cargo loaded or discharged at
the ports of Dar-es3-Salsam and/or Mtvsara in Tanzanla). ’

(1)

(2)

Crude Ol

USD 0.20 per tonne of cargo dischsrged at Oar-es-Salasm or Mtwara
Petroleum Products

USD 0.85 par tonne of cargo loaded or diacharged at Dar-es-Salsam or Mtwara,

Revised 1 Jonuary 199



FIXED RATE DIFFERENTIALS (Cont.)

2. SUEZCANAL (in respect of Transit Tolls and Expenses).

NB (1) The Associations understand that the Suez Canal Authority may impose surcharges on transit
dues, apperently essessed on an individual besis for each transit, in respect of certain classes
of vessals transitting the Canal. Currentiy, circulars issued by the Authority refer to:

(A) Vessels making a southbound transit on a draft of more than 42 feet;
(8) Vessels with s beam of more than 140 feet making a northbound transit;
(C) Vessels with a beam of more than 218 feet making a southbound transit.

Therdlore, the follawing provisions do not apply to such vessels/transits and it is the
responsibility of tha contracting parties to agree between thernseives a method of settlement

in respect of transit dues, surcharges, escort tugs and transit expenses for vayages involving
such vessels/transits.

NB (2) Thetotal ainount payable, as calculated in accordance with the follgwing provisions, is the
same, irrespective of the amount of cargo carried, unless it is otherwise specifically agreed.

NB (3) Pleasanote thatin calculating the foliowing figures a rats of exchange
of 1 SDR = USD 1.39 was used, the average applicabls during Septembar 1990,

NB (4) SCNTmeans Suez Canal Net Tonnage as assessed by the Canal Authority for the transitin

question.
VESSELS LADEN & BALLAST BALLAST
SCNT CARGO TRANSITS TRANSIT ONLY
{indicated by {indicated by
letter S) letters CS)
(1) 5,000/10,000 . Crude and/or USD 9.02 perton USD 4.02 perton
Products of SCNT plus a of SCNT plus a
lump sum of lump sumof .
USD 42,500 USD 19,300
{2) 10,001/20,000 Crude and/or USD 8.23 per ton USD 3.68 per ton
Products of SCNTplusa of SCNT plus a
lump sum of lump sum of
USD 50,400 USD 22,800
(3} 20,001/70,000 Crude USD 3.72 per ton USD 1.87 perton
of SCNT plus a of SCNT plus a
lump sumof . lump sum of
USD 140,500° USD 62,800
Products or USD 4.32 perton USD 1.67 perton
Crude & Proc 1cts of SCNT plus a of SCNT plus a
lump sum of lump sum of
USD 128,500° L1ISD 62,800
{4) over 70,000 Crude USD 3.32 perton USD 1.49 perton
of SCNT plus a of SCNT plus a
lump sum of lump sum of
USD 170,400° USD 76,300°°
Products or USD 4.14 perton USD 1.49 par ton
Crude & Products of SCNT plus a of SCNT plus a
lump sum of lump sum of
USD 142,902° USD 76,300°°
NOTES

(A)  “If the s . of the vessel concer
northbound laden transit on a dr

uUsSD

ned is under 130,000 tonnes,
aft of more than 47 feet,

{8) *if the sdw. of the vessel concerned is

130.000 tonnes or over,
& ballast transit (S),

the lump sum should be increased as follows:

and the voyage involves a
the lump sum should be increased by

and the voyage involves a laden and

130,000/170,000 tonnes sdw. uso ........... .
170,001/250,000 tonnes sdw. uso ............
over 250,000 tonnes sdw. uso

(C)  *°If the sdw. of the vesse!
transit only (CS), the

concerned Is over 250,000 tonnes,
lump sum should be increased bvyUSD . .

and the voyage involves a ballast



Association of Ship Brokers CODE WORD FOR THI"
& Agents (U.S.A.) Inc. CHARTER PARTY:

October 1977 ASBATANKVOY

TANKER VOYAGE CHARTER PARTY

PRE_AMBLE
Place Date
IT IS THIS DAY AGREED between
chartered owner-owner *hereinafter called the "Owner”) of the
3SMS thereinafter called the "Vessel":

and thereinafter catied the "Charterer”

that the transportation hersin provided for will be performed subject to the terms and conditions of this Charter Party, which includes this Preamble

and Part [ and Part IL. In the event of a con{lict. the provisions of Part I will prevail over those contained in Part II.

PART |
A, Description and Politic;n of Vessel:
Deadweight: tons (2240 lbs.) Classed:
Loaded draft of Vessel on assigned summer fresboard ft. in. in salt water.
Capacity for cargo: tons tof 2240 Ibs. each) % more or iess, Vessal's option.
Coated: C Yes G No
Coiled: C Yes O No Last two cargoes:
Now: Expected Ready:
B. Laydays:
Commencing: Cancelling:

C.  Loading Portis

Churterer's Optivn

D.  Discharging Portis):

Charterers upr.

E. Cargo:

Charterar's Option

oer ton (nf 2240 tbs enc\\l



Total Laytime in Running Hours:
Demurrage per day:
Commission of % is payable by Owner to
on the actual amount freight. when and as freight is paid.
The place of General Average and arbitration proceedings to be London-New York tstrike out one.
Tovalop: Owner warrants vessel to be a member of TOVALOP scheme and will be xo maintained throughout duration of this charter.

. Special Pryisions:

IN WITNESS WHEREOF, the parties have caused this Charter, consisting of a Preamble, Parts I and II, to be executed in duplicat
if the day and year first above written.

ness the signature of:

By:

ness the Signature of:

Rv: . _ \ L



PART II

‘NARRANTY —VOYAGE~-CARGO. The vessel. classed as specified in Part | hereo!,
« 10 maintained during the currency of this Charier. saall, with sil corvenient dispatch.
as ordered o u.a. Portier mamed 1n sccersance with Clause ¢ , 8¢ 30 near
6 as she may saflely 1always alleat), and being seswerthy, and having all pipes.
1nd haster coris In werking order. snd being in every reopect fitted for the voys o.
- the [ereguing conditions can be attained by the esercise of dus diligence. perils of ¢
ny other cause of whatssever kind beyend the Owner s and or Master s contrel exce
12 slways aflest) from the factars of the Chartarer o full and complets cargeof petrol eum
s products 1m dulk, notclmdnn1 what she can reasensbly stow and carry over and abeve
«ar fuel. consumable stares. beiler fleed. culinary and lnnhu water, atid complement
¢ aiTects tsulTicient space 1o be left 1n the tanka ta previde for the expansien of the carge,
-2 sa loaded shall ferthwith preceed. as erdered on utmnr Bills of Lading. dirsct ta the
‘qing Porus). or se mear thareunts as she may safely got 'always afloats. and deliver said
heating of the carge 1s requested by the Chartarer, the Owner shall exertise due
* o MaInlen Lhe Lamperatures requ
. FREIGHT. Freight shall be at tha rate mpulud in hrl 1 and shall be computed on
~santity tencept deadfreight as per Clauss 3! 83 shewn on the Inspecter’s Cartificars of
+n. Payment of (re1ght shall be made by Chariarer witheut discount upan delivery o
: destination, [ess sny disbursements or sdvances mada te the Masier or Owner's agents
 loading ander dincharge and cost of insurance thereen. Ne deduction dfm(hl shall
¢ for water snder sediment coniained th the carge. The services of the Petroleum
*r shall be uun"od and paud lor by the Charwrer whe shall furnash lhn Qwnar with s
:ne Inspecter's Cortificats.
DEADFREIGHT. Sheuld the Chartarer fail to supply & full carge, the Vesssl may, at
ter s optien, snd shall. upon request of the Charterer. preceed on her voyage. provided
- tanas in whach cargo 1s loaded are sufliciently filled 1o put her in seaworthy condition.
svent, hewsver, deadfreight shall be paid at tha rawe specifisd in Part | hareof on the
H] un intoke ¢ v 'f“‘ lhh: q y the Vessal weuld have carried il loaded
- d for 1
. \AMlNG LOADING AND DISCHARGE PORTS.
++ The Chartarer shail name the loading pert or perts st least twenty-four 1241 hours
1ne Vesssl's randiness to sasl from the last previsus port of discharge, or [rom bunkering
* the vv(uc. or upen signing this Chartar if the Vessel has airesdy sailed. However,
“er shail have the option of erdering the Vissel Le the follswing destinations for wirelese

Onavevegeco e or ports in.
‘T KITTS Carsvbesn or U.S. Gulfl lcading pertiss

JRT SAID n Meditarranean or Persian Gulf losding peruss

ifrom perts west of Port Sawd.»

= [f lawful and conmstant with Part [ and with the Bills of Lading. the Charterer shall
+ nption of RemIRating 8 dndunm[ pert or poris by radio te tha Master on or before the

amul at or off lho l'.lb-m( plsces:

® tevage (0 @ port oF port,

-.\.\D - END Umud Kmuow(:onumm -Bodnuuﬂmbw' ranges
UEZ Mdlummn iirom Pcmn Gulh

navia tincluding Denmark:
:IBMLTIR Meditsrrenean 1from Westarn
ORIFS expense IACUITHd 1N coORRIcLION with any :lunn n I-dinl [ dmluvxn
.nnmduhallhnnluiymcwumudny time thereby lost o the Vessel shai
1 used laytime.
' LAYDAYS. Laytime shall net commence befers the dats stipulated in Part [. except
¢ Chartarer's sanctien. Should the Vesssl net be ready ta load by 4:00 e'clock P M. (tocal
4 the cancelling date stipulsted in Pert L the Charterer shall have the option of cancel-
1Cheruwr by piving Owner netice of such cuncullation within twenty-four (24) heurs after
ineallation date: otherwise this Charwr tn remain in fuil force and effect.
s NOTICE OF READINESS. Upen arrival ot customary snchorsge at esch port of
2 or discharge, the Master or his sgent shall give the Chlrlnnr [ hu agent astice by
eleqraph, wiroless or talephone that the Vesss urndv w |ou udndnm cargu. berth
«rth. and llmnc.uhomnlutmd ol nx il
'uv nona.u upen the V-nh amval in lnnh 1i.e., (inished -umu
uw tarwunal and all fase when leading or discharging slengnide
'v whichever (irst ., where delay is caused to nnlm'anluhnh
vuunum:.l"n-al nese for any reassa ever whuch Chartere: has ne contrel, such delsy
‘2t cound a8 ayt
* HOURS FOR LOADING AND DISCHARGING. The number of running heurs speci.
.lmn im Part | shall be permutiod the Charsrer as Laytime for leading and discharging
Sul any delsy due ta the Vessel's sendition or or luhllly of lhl chlll
o Lo load or Mummthuthtun-allnﬂ shall not count as used laytime. if
wudduOvmupuulhﬂlb'nh bt leading or discharging of the carge at night.
h-t shall net count as Laytime; if the Charserer. shipper sr consignes prehibius
anﬁtu—numllmu“ lsytima. Time consumed hy lho
nmur rge pert uge to her lsading or discharge berth,
-ang nt watar or slops, will net count as used Laytime.

RRAGE. Charterer shall pay damurrage per runaing heur and pre ruts for a
-umfuunnunoaﬁdhhnlhdln-u:nl-unlndaxhnun g and used
lowed laytii 2 elsewh fo
or. dem shall be meurred at 3 of lesding andoe discharge by ressen ro,
.en.uor-"":brnnnhhd ”’mumudllhrubymmd
-\nyormuu-humﬂ mdt)nChnnnw

L
s s

:arge, the rese of é sha d ene-half of the ameunt siated in Pullm
=g hour or pre rata for tdnhuhh-wnmmcm. shall net
:le for any demusvuge for delay d by stnhe. | or of labor for

r, officers and crww of the Vossel or tugbest or po

° SAFE BERTHING—SHIFTING. ‘I'hv—hhm-dud -l‘::l‘-

atf.or slew de ov ligiviars reachable s hor asmival, -hwhnhd hddtu and

meﬁmMu‘m lie at, and rt there{rem

l:ipmldtho huum‘ﬂn
andor

OUT. The carge shall be pumped ints the Vesse! st the expense,

mdmlclthcurunr aad shall be pumped out of the Vesssl at the expense of
 (ar as the Vessels permanent

shall be then by the Chartarer or 118 consi

*:d':;czh by Vessel mm 8 cloar nhn lines of by
- rtarer, ngs e pipu lines of ca pumping
- through them and time d for ofu purpsse il apply sgainet -T-d llﬂl'l'lu

+ esnal anall suppiy Rer .-_nyp-h\h-.l-uu e all ot L, 48 well
mumlhwnnlh !u-ou"nun:hpmby
2 of reguiations prelubiting fires en board, the Charterer shall supply. st 12
-w.dlm-vhv u-olluhdm b\nl Owner shall pay for
wnludhuh%nll‘uuhnm lfun.ul-nh‘!m lighters, the Vessel shall
= Rasm ot Charterer’s cxpense for pumpmng carge 1nte i3 Vensel, if requesied by the
:erer, providing Lhe Vosse) has {acilitsen for ganerating staam and 15 permuttad W have fires
"‘JMIL..::I- of officors and crew incusred in leading and-or dicharging shall be for
at el

11. HOSES: MOORING AT SEA TERMINALS. ’l-l'uluding'ni discharping shall
':Mhlhmﬂﬂdlhwﬂdnidmm .
=tron of the Owner. by the Owner &t the Lhuwu nak and eapense. Laviime shall
2ae watll 1he hece have boon deassanccied. hn\.nllud.udmhu'unlnn
nal. &Huhmlymtﬂuwlnmhwuu“

:n place, meiuding swtable ground tackle, mesring Lines and equipmest for hand uu
arae hoses,

12 DU/ES—TAXES—WHARFAOR. The Charterar ahall poy all tasss, dues and other
oo on the sncloding but aet MuCu_onmN-m-m Venesuslaa
‘tatien Tax. ( lll Tn-nulhmwhnua—l-m Comertio Maritime. The

cea cm feeiaht ot Taadiag ae dierhareine nnrts and any ynusisl

or barratry of the Master, pilets. mariners or sther servanis of the Owner in the navigat.

mansgement of the Veseel: fln. uniess caused by the perssasl design or neglect of the Uws
stranding o¢ panil. d or of the ses or sther navigable watars; saving or

attampting ta save lifs or property; wastage in waight or bulk. or any other loes or

mnnl (rom inherant defect. quality or vice of the carge: any sct or omission of the Ch,
r. shipper o¢ mulm of the carge. thair agenis or represantalives: )

GUAK) i . enpl bunsting of bailers. rbrn

pullnl. T

or any lstant dofocl n hull
caused by vlmddun dllmm on thop-ndlhn O-n« to make the Vesssl seaworthv or w nave
her properly snd d: or (rom any ether causs of whatsosver kind ar
without the actusl fault Jpnmv of the Owner. And nesthar the Vessel nor Ma

nor the Charwarve, shall. unless otherwise in this Charter expressiy provided. be

any Ieu ol damage or delay or {ailure 1n perferming hareunder. arising of sesuiting from - Act
of : act of war: perils of Lhe ssas: act of publsc enemies. pirstes or asssiling thieves. arrest
or restraint of princes, rulsra or peopie: or se1zure under legal process previded bond 18 promptiv
furnished ta reloase the Veseel or car, or lackout of stoppage or restraint of labor from
whataver cause, sither partial or gensral: or rist or civii commetion.

20. ISSUANCE AND TERMS OF BILLS OF LADING

181 The Master shall. upsn request, sign Bills of Lading 1n the form appearing below fne
ali carge shipped but witheut ::qudin tothe nlhudthO-n" and Charwrsr under the arms
of this Chartar. The Master shall net be required te sign Bills of Lading fo: t which, tne
Vessal cannot enter, remain at and leave in salety and sl t nee for any blockaded port

16t The carriage of carge under this Chartar Party and under sll Bills of Lading 13suea
for the carge shall be subject 1o the y and other terms set forth or specifiea
in sub-paragraphs (1) through tviii of thia ¢lai nd mh terma shail be incorporated verbauim
of be desmed incorperatad by the refeven. h Bill of Lading. {n such sub-paragraons
and n l&' hr\:l‘;ofnnd ta therein tha word “carrier |h|ll includs the Ownaer and the Chlrmr:

wner of {

110 CLAUSE PARAMOUNT. This Bill of Lading shall have effect subject to the provisions
of the Carriage of Goods by Sea Acts of the United States. spproved April 16. 1938, except that
if thin Bill of Lading 18 1ssued at & place where anv other Act. ordinance or le
statutory effloct Lo the Intarnational Conventien fee the Unification of C
Bills of Lading at Bru.all. Au.\m 1924. then thu Bill o(Ladm' llull h
provisions of such Act. The
thersinafter called the "Act™ lhall be desmed ta be 1ncorperated hcr n and not,
contained shall be deemed & surrender by the Qwner of anv of its rights or immunities or an

mcrounohnnﬂu. P bility ities under the Act. If any termofthis Billof L- =g
be repugnant he Act u lll' extant. such tarm shall be voud to the extent but no ft
o JASON CLAUSE. Inthe evant of actident. danger. d or beforeor o

the commeiicament of the vnln resulting (rom any cause whatsoever, whether due 1o negui-
gence or net, for which, or fee |ho mn-nunud-h . the Owner 18 ot responsible, by sustuze
cnnirect or otharwise, the ca: r:cn uulmuu wmndlhour(o |l contributs witn
tha Owner in General Average te the payment of any sacrifices. losses or expenses of a Generai
Average nllun that mu, be made or incurred and shall pay saivage and special charges incurrea
1 respect of the cargo. Il a salving ship 1s ewned ouplrlud by the Owner. salvage shall be vaia
for as [ully as if the said salving ship or shups b v. Suchd as the Owner
o his sgents may du- mm:nnl s cover the umnlud contriSutien of the eargo and anv
snd shall, if required. be &' vda by the cargo, shippers, consigneses
or ewners of the carge u tbc carrior before delivery.
1iiit GENERAL AVERAGE. General Aversge shall be nd]uud statad and sertled
cording W YoricAntwerp llulc- 1950 and. as to matters nct provided for by those rules, according
uuhol.-unduulnnlhcpndMYulu-uhomtofbndon\vnh |
specified in Part | of this Charwr. If a G | Avers
prepared at such pou or place 1n the United States or Unmd Km(dam. -meh
specified 1n Part  of harter. as may be selectad by tha Owner. unless othe mut
agreed, by an Adauluv lma\d by the ond approved by the Chartarer. Such Adjuster
shall nund 18 the and the cell of the General Avarage, subject Lo customarv
Agresments ander security shall be furnished by Owner and or
Chuum' ander Owner andior Consignes of carge, 1{ 1 d. Any cash d Seing made
as mm Inry Genaral Average u‘u salvage shall be remitted Lo ths Aversge Adjuster and
him at his 7isk 1n & special account 1n a duly authorised and licensed Lank st
’ha- rn Genersl Average statement is N
tivs BOTH TO BLAME. Il tha Vesss| comes into cullision with snother ship as a result
of the nulin.u d the ether ship and any act. neglect or defauit of the Mastar, maringer, piiot
o7 the servania of the Owner II ¢! unnlun or 1n the management of the Vessel, the owners
thun'urrud the Ownerag all lous or liability te theother
or non-carrying ship or her nm |u o0 {ar a8 such jess or li1sbility represents loss of, or damage
ta, or any claim whatseever of the ewners of said carge. pard or payable by the other or recoverea
by the ether or nen-carrying ship or her owners as part of their claim against the carrying ship
or Owner. The (orepeing previsiens shall ales apply where the ewners, opersters oc thoss in
charge of any ships or objects ather than, ee ia sdditien 1a. the colliding ships or obgect are at (auit
im rowpect of a collision er contact.
tvs LIMITATION OF LIABILITY. Any provision of this Charter ta the contrary netwith.
standing. the Owner shall have the benefit of all limitatiens of, snd exemptions from. hability
:‘ud‘:.:u the ewner or chartared ewner of vassels by any statute or ruls of law fert:  ne
ne 1vis WAR RISKS. 1a) If any port of loading or of discharge named in this Charter. ity
:tl.l:lvhkh the Vesssl may preperiy be erderad pursuam 1o the tarms of the Bills of Lading be

b u o-inl 1 sny war, hestilities, warlike speratioms. civil war, civil cammotions.
| of internations! law 101 entey u mv such port of loading or ot
dh:hlmuunluﬁ  or discharge of carge at any such per be considersd by the Master or
Owners i1n his or Lheir discretion or prohibited or lbb it be considered by the Master
or Owners in his o their discretion dangereus or impessible for the Veasal te resch any such port
of leading or discharge—the Charterers shall have the right ta erder the carge er such part of
it as may be affected to be leaded or discharged st any sther safe port of loading or of dischsrge
wnithia range of leading or duthum ag perts respoctivelv established under the provisions
dlha C)urur rLy (previded such other pert is net blec or that entry therets or loacing

carge thervat is net in the Master's or Owner's discration dangoreus or pro.
hauldl. l?.n respect of & port of discharge no erders be received frem the Chartarers within 465
lmm after they or their m-u have received (rom the Oxnars a req fer the on of
port, the Owners shall then be st liberty 1o dndum nn cargo at any sale port
whkh they or the Muur may in their or his & har within range o1
dischargin under the previsiera ddn Cbuur Purty or nott and such dis.
charge sha! lwhoud 0 be due fulmlnool of the contract or contracts dnﬂnuhlmm 0
as carge #e discha is concermed. [n the event of the carge being leaded or discharged st anv
such other pert within the respective range of loading or discharging perts sstablished under the
provisiens of the Chartar Perty. the Chu,n hny shall be resd in respect of (reight and all
other conditions -Duuonm n if the veyage performed were that oriinally designated. In ine
evemt. however, that m. 'sssel discharges the carge at a port eutside the range of discharnine
s 18 established :nder the provisiens of tha Charter Party. Emght lhlll be wd as for the
veyage mnully Mmud ond all antra the sctusl port of
dincharge and or disc| lehnﬂbylhoChumanu(oO-mn
In the Latter overt lh:mnnn -hal' have o lua on the carge for il such exira n}-uu
ter The Vesssl shall have liberty o y with any dir orr
departure, arrival, reulss, ports of call. n-"qn instions. senes, walere. delivery or
otherwise whalsoever given by the gevernment of Lhe natiens under whese flag the V'
or any o2her geverament or local aulhatity including any de facte government or lecal aur
or by any perven or bady act [ 4 wn-mq 8 act as or with the autherity of any sucn
government or autherily or by undnlholﬂll\lollho NI
Insurance on the vesss! Lhe Night ta nive any m If by reason
of ot 1n compliance with any such directions or m-nndunu. anything 13 dene or 18 no! done

such shall net be deemed & doviation.
I oy | with any such direction or recommendation th sel

oforn
dmnuutndluhc tor uddmlumm nally designated or to which she may nasve
o the orm u’u\-"- mnnnducnnu t

balcdcnlwmnnunlhomndun Bulls
S T i S £ T e S
d e the ¢ to ue LT csatract or
of affre and the Owners shall be rntitled 23 freight as if discharge has been
i ihe vessal mav have hnn orderva

e(Tocted at the port or ports originally dessgnated or 1


http:G.iv~e.sl
http:theeal.ne

ne free of charaws for tne use of any wharf. dack. place or moers

nrder. 10 821l with or without priots. te tow or to be towed. to §0 to the asnislance ol \esne
“Narwarer for the purpese of lsading or discharnng cargo; howe

distress, to geviata lor the purpose of saving life or propertv or ol landin: itorimiureg s

~sonsible for charaes 16 suca berth when used seiely for Vessels purpeses. 1ucn as awasiing un boare. ana to cail for luel at anv pert QF DOFLS 1A OF Nt Of Lhe rRRUIBT COUrRe nt ths
'JwRAT s orders. LARK ClesRINg, repairy, otc. before. quring er aiter rc“unu oF dicRarnng. Anv salvage snail be for the sale bensint of the Uwner
13. 1. CARGIAES EXCLUDED VAPOR PRESSURE. Carge shali nxt e SNIPPEE wAIEH 21 LIEN The Owner chall have an sbsolute lien on the careo for sil frereht geaotr.
8 voper ot one h ; *3 Fanrenheit +100'F ¢ 1n exzess of 1urteen ane demurrage and costs. including attornev lees. of reCOVerIng the same. wnich lien snall (one
Mol pounds 13§ ibs 1 a9 determined b the curremt A 3T M ethed Rare: DI Ater Gelvers of the cares into the possession of the Charterer or of tne nolders ot any 1
- FLASH POINT Carse having s flash Eam under one hundred ane ;ilteen decrees Lading covering the same or of anv siorageman
Arenhett (1 13°F 1 closes cupr A S.TM Method D-53 shail net be lo=~aa from Lighters but 1his 42 AGENTS. The Ownar shall appoint Vessel's agents at sll ports.
;18use shall et restrict the Charterer irom lnsding or toppine il Cruda Cnl (rom vesseis or 23 BREACH. Damages for breach ot this Charter shall inciude all provable dur:
ATESS 1A or suLsiar the bar a1 any pert of place wnere bar conditiens vrine ind all costs ot suit and sttornev fees incurred 1n anv action hereunaer
wrasal i 18 ICE Incase port of load.ng or discharee sheuld be inactaseinie verng to sce. the 24 ARBITRATION Anv and sil differences and aisputes ot wnatsoever nuture it
yessal shal) direst ner course secording 1 Manter s judgment, netifving by Lele€TIRN OF radi. sut of this Charter snall be put (0 arbitrstion 1n the Lity of New York or in tne Uit v §

! available. the Charterers. shipper or consienee. whe 13 beund te telegrapn or raaie orgers for wnichever pince s, 1fied 1n Part | of this charter pursuant to the laws relating 1o arrit
anather part, whith 18 Iree irom ice and wnere thare are (acilities for the 181G OF recedion there in largq. befnre s board of three persons. cmnrlnq of one arbitrator to be appointen ¢
f the carge ia bulk. The whaie of the 11ms eccupied frem the timas the Vesses 15 aivertea by wner. one by the Charterer. and one by the two s chosan The decision of ans ten nt (he
700308 of the 1o until het arrival a1 an ico-(rew port of loading e drscharee. '1 IR case mav be. 9n 80 paint or points shall be (inal. Either party hereto mav call for 1uch arbitration s - -
“nall be paud for bv the Charterer at the demurraes rate siipulated i Part 4pon anv oificer of the other, wherever he mav be found. of a written notice spectiving the

- v foce ane Master - : ter " ! 400 address of 1he arbitrater chosen by the first moving v
'e PArLY ana a briel descriptinn
« dischorqing place for fear ot the Vorsel being (razen 1n or damared. the Master snall) commu. disputes er duTerences wnich such party desires to pul to srostration I{ the other partyv an

KAty By teleaTaph or radie. of avaiisble, witn the Charterer. Shipper or cansigTee o the carge. by natice served upon an officer of the lirst moving PATLY within twentv gavs al the cert .
.A'ho shall telegraph or ragso him 1n reply. NvIng oniera ta eea (0 lnrh" vm’ a P"‘C'N" such fiest Potice. 3ppOINt ILs Brbitraler to arbitrate the dispute or aitferences specifiea. the
241812 here thers 13 e caneer of ice and where there sre the necesiary (scrlttiss for the lsaging first meving party shall have the right without turther AALICE 10 2PPOING B secona arbits

» receptoon of the carze 1n oulh. or to remain at the original part a1 therr risk. ana i1n either case who shall be a disinteresied persan with preciselv the same force ana eifect as of said -
nh,’,:',""" 10 pay (o¢ the time that the Vessal may be delayed. ot the demurrage rate stipulated arbitrater has been lpwnuny the ur‘\‘c: partv {n the event that the two abritrators ¢
’ : . a Nt 8 third arbitrator within twenty davsof the appainimant of tne second srbitrator.
13. TWO OR MORE PORTS COUNTING AS ONE, To the entent thet the freight rate amnlu mav apply to & Judee of anv court of martlime wurIsasctIon in the CIty .
'§"‘“"‘ of reference specrfied in Part | F hereof provides for W ibons or mentioned for the apporntment ol & third arbitrator, and the appointment ot such arbstrat
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d+ Time consumes shifting between berthe within one of the porta or terminals of the
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Lariar s e conmist enlv of liquid bulk carso as specified 1n Clause |.
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26. OIL POLLUTION CLAUSE. Owner syrees to participate in Charterery pro.
envering oil pollution avoidance. Such progvam prohibits discharae overnoard of all iy
oiv ballast or 01l 1n_snv torm of & persistent nature. exCepl uUNder extreme circum-:.
whereby the safety of the vessel. carzo of life at sas would be Imperiled

I1. 181 QUARANTINE. Should the Charierer send the Vessel ta any part o place where L'pon notice being given wa the Owner that Uil Pollution Avaidance controis are rac.
-4TANTING eX1sts. 2RV gelay theredy causea to the Vessel shall count as used lavtime. but the Qwner will instruct the Master to retain on board the vessal all oslv rediaues irum .o
+neuid the quarantine net oe declared until the Vesss) 13 o Passage 1o such port. the Charterer dated tank washings. dirty ballast, etc.. In one compariment. alter seoaration of ail v -
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';J':"":";'"W the Vessel 1o an infectad whart the Charisrer shall bear tne expense of jreretaiee ol dirty lullnlh:v co-mingled with cargo dedt 18 pt;:ublo for Chnn‘.nu W arr
b Y - . 11 18 Becessary (o retsin the residus on board co-mingied with or segregated (rom tne vur
18. CLEANING. The Owner shall clean the tanks. pipes and pumps of the Vessel to the be loaded. Chlfyll"l'l shall pay (or anv deadireight 80 incurred. e " ™
~at1sfaction of the Charterere Inspectar. The Vessel shail not be re for anv Should it be determined that tha resiaue is 10 be co-mingied or searegated on buoar*
- more than ene quality of il 1s not (or 108 or deterioration I1n Master shail arrande that the quantity of tank washings be messured in conjunction witn .
uahity of the caree unisss the admizture, leakaee, contomination oF qeterieration results (rem suppliery and & note of the quantity messured made in the vesser's ullage record.
31 unsesworthiness auisiing at the time of Ioading or at the inception of the vevage which was The Chaswerer agrees 0 pay freight as per the terme of the Charter Party or
tuacev "I.)y‘l.r: ‘mh:.:u:..:h.‘ e, or 1b1 errer or (ault of the servaats of the Owner | ‘h d tank wash ,“m;ty ailast, otc.. retained on bom'i_ul}dnhr Char .
loading, L4 € - during the leaded tion of the vevage up to e raaximum of 1% of the total
9. GENERAL EXCEPTIONS CLAUSE. Tha Vessel. her Master and Owner shall net, vessal that ceuld b‘:l'nnlly carried for such vevege Anv extra expenses incurred bv tne .
v scherwise i1n this Charter aupressly provided. be respensible for any less o damage. or at loadin er discnarging port in pumping eshore oil residuss snall be for Charterar s ace
«lay of faslure in periorming hervunder. SPISINg oF resulting (rem:—any scv. negloct, default and extrs time. if any, consumed for this operstion shail count as used levtime.
BILL OF LADING
Shipped in apparent gesd erder and condition by
Steamship
n beard tx Motarship
wheree! is Master. at the port of
0 be delivered a1 the port of
' 30 near thereta as the Vensil can safely ges. siways afleat, unts
o ender on payment of freight at the rate of
. ] contract
This shipment is carried under and Purvuant ¢ the teress of the cherter dawd New York Londen
between and . a8
contract
Chartarer, and all the werms whatasever of the said charter except the rawe and payrient of fresght specifiod therein spply W and gevern the rights of the parties concerned in this shipment.
In witness whareel the Master has signed Bills of Lading
of this wner and daws, sne of which being sccomplished, the ethers will be veud
Dated ot this dey of

Maner
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THE _ROLE OF THE SHIPBROKER

AND
DV. GEOUS FREIGHT UTILIZATIO

REPAR BY

Peter J. Goddard, Managing Director,
Goddard Osborn Tankers Ltd.

Introduction
Chartering of Tankers

Tankers are chartered or hired by cargo owners from ship owners

in several basic ways.

Single Voyage

Where a specified vessel performs a voyage between two specified

areas.

Consecutive Voyage Charter

This is where a specified vessel performs either a fixed number
of voyages between two areas or perforns voyabel for a specified

period on a worldwide basis.

Time Charter

This is where the owner hires out the complets use of his
vessel, crew and operating expertise on a dollar per deadweight
ton per month basis. Normally, the vessel may trade worldwide
with some exclusions which are often political, but also
sometines physical, e.g. not in ice-bound areas. The length of
time can vary between a few months to ten years, and provision

is often made for rate changes during the period of the charter.

\e'
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The main difference between Consecutive Voyages and Time Charter
is that speed of the vessel and consumption of fuel at that
speed is guaranteed by the owner of the Time Chartcred'vessel,
and the Charterer supplies and pays for that fuel. The
Charterer also pays directly for port costs incurred, and is
able to ensure that they are kept to a minimum. The main
disadvantage against Consecut%ve Voyages is that staff are

required to carry out the administration of a Time Charter.

Contract of Affreightment

This is where an owner contracts to carry an amount of cargo
over a given period at a specified rate between two specific
areas, but not necessarily on the same ship. It provides some
rate security for the Charterer over the period, and lifting

tle*ibility. without requiring a shipping department with its

own expertise. Contracts of Affreightment are useful to cover a

situation where the alternative for the 0il Compary would be
owning vessels which would not get maximum utilization, or
alternatively chartering where the quantity and voyage time
would not warrant a vessel on Consecutive Voyages or Time

Charter.

Tonnage Exchange

This takes place between major Oil Companies, who own tankers
and allow each other to use their vessels to perform a spacific
voyage. No payment is made, but the value of each voyage

performed is calculated on the amount of cargo carried and the
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number of days it takes to perform the voyage. This is an
exchange, and as payment is not made, it is necessary to

frequently redress any imbalance.

Each of the foregoing require a legal agresment or contract,
which is known as a Charter Party, which would be drawn up
showing all the details agreed, and signed by both parties.
Various standard forms are in existence, and some examples are

attached.

In drawing up the Charter Party, in all except tﬁe Tonnage
Exchange and the Time Charter, a rate has to be agreed and
included. I will briefly axplain how this is achieved when a
voyage is not specified, but the freight is predetermined by

reference to a fixed scale of rates.

To explain the history of "rates", one goes back to the 1939 -
1945 war when Governments requisitioned tankers and compensated
the owners on a Time Charter basis. Frequently, these tankers
were chartered out in turn to 0il Companies on a voyage basis
and to establish the rate for a voyage, both the British
Ministry of Transport and the U.S. Maritime Commission devisad
schedules of freight rates known as MOT Scale and USMC Scale
respectively. Between 1952 and 1962, a number of different
schedules were issued - 1, 2, 3 and Intascale in London, and
ATRS in New York. Then, in 1969, a joint publication,

“Worldscale”, was introduced to replace both Intascale and
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ATRS. With "Worldscale” it became the practice to express rates
as a percentage of the published figure. In 1989 "Worldscale"
was superseded by "New Worldscale” which has increased the size
of the "Standard Vessel"” used in the calculations and rates
aﬁply to a metric tonne rather than a long ton. These changes
reflect the constant attempt by the compilers to keep in touch

with current trends.

Having briefly explainad how we got "New Worldscale", which
stands for "New Worldwide Tanker Nominal Preight Scale", you
might say that 1945 is long gone, so why do we need it? The
answer comeQ from the flexibility demanded by Charterers who do
not wish, or -ere not able to disclose the actual port or ports
of loading and discharge within the areas agreed in the Charter
Parties at the time of Charter. The Nominal Preight Scale
represents a Lench mark or reference point, for which a rate can
be calculated by computer by an independent third party, for
any voyage performed, by any vessel to any ports or place into
which the "standard vessel” can go. The "New Worldscale"
standard vessel has a rate of hire, deadweight, gross tonnage,
Suez/Panama Canal tonnage, a length beam draft and a speed and
consumption, which enable a cost for performing any voyage to be
ascertained. By applying the cargo carrying capacity to this
cost, a per tonne rate for the voyage can be calculated, I

emphasize the word voyage, because under "New Worldscale", a
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voyage is considered to be from loading port via discharge port
or port(s) and back to first loading port. "New Worldscale" is
updated annually to take account of changing bunker prices and

port charges.

"New Worldscale” has now officially changed its name and is
cailed "Worldscale”. The first section of the "Worldscale" book
exélains the method of calculation, and lists differentials that
apply to some rates under certain conditions. The bulk of the
book cont;ins rates listed under the discharge ports in
alphabetical order, the discharge port or ports are in heavy

' type and under these headings are found various loading ports
with the rate in US Dollars at "Worldscale" 100 alongside

and the round crip distance alongside that.

Because of this standard calculation, it is possible for an
owner to léree a rate of "Worldscale" for a voyage fronm,

say, any port in the Arabian Gulf to any port in Australia, and
expect the same daily rate of return on his vessel, whichever
actual ports were involved; if he had a “standard” vessel it
might be true, but for the purposes of agreeing areas to areas,

no better solution has been found.

The "Worldscale" schedule includes a nuﬁber of stipulations
specifying. which costs have been included in their calculation
and are, therefore, for owners' accounts and those that are not
and, therefore, for charterer's account. This can be a
contentious point, and the chartering expression, "Worldscale
Terms and Conditions” is usually included in a Charter Party in

order to embrace these points.
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Time is an important factor in all these calculations, but is
the one factor traders are most guilty of ignoring. I use the
word "time", although the time I am referring to is called

demurrage in the industry - I will explain:

When an owner charters out his ship to perform a voyage,

i.e. carry a cargo from A to B, he agrees to allow the charterer
a certain amount of time to perform his operations, which are
basically loading and discharging. This allowed time is called

laytime - the time that the charterer uses which exceeds this

laytime, is demurrage.

Demurrage payment is important to an owner because "Worldscale"
have only provided for a standard amount of laytime within

their calculation. They have, however, provided demurrage

scale covering vessels from 15,000 to 500,000 tonnes SDWT,

and this can easily be applied to a charter by either

agreeing the same percentage as for the rate, or some different
percentage, or more usually these days a dollar rate. For some
reason, traders seem to regard demurrage as a penalty or fine,
and are very reluctant to pay it; the only explanation I have
found for this is that they do not, or cannot back to back their

contracts.

Charter Party laytime is reversible, which means that it can be
used either at loadport or discharge port, and the total time

used is charged against the total allowed, normally 72 hours.
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However, once all the laytime has been used up, the six hour
Notice Of Readiness (NOR) time is not allowed - nor any other
allowances, for ‘once on demurrage, always on demurrage'. The
trader usually has at least two contracts, one buying and one
selling, for which he splits his reversible laytime and allows
half to each, plus six hours' NOR time. It is easy to see the
exposure on each occasion, which I suspect is not always allowed

for.

As well as all the standard clauses requiracd for the carriage of
goods by sea and shipowner's warranty to perform, the Charter
will include special clauses that a particular charterer
requires, or that he feels are prudent in the light of current
political situations and specific geographical onesz which coﬁe
from experience. The ownar will similarly try to include

clauses to protect his position.

Having covered most of the faatures of chartering, we will
mention Average Freight Assessment or AFRA, which provides a
rate structure and is calculated by averagind the cost of all
the 0il Company owned vessels, period chartered vessels and
voyage chartered vessels which are in etfect at a given time,
and is calculated.for six different deadweight groups as

follows:

3
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General Purposes 16,500 - 24,999
Medium Range 25,000 - 44,999
Large Range 1 80,000 - 79,999
2 80,000 - 159,999

VLCC 160,000 - 319,999
ULCcC 320,000 - 549,999

It is calculated each month, but the figures are no longer made
public - only to subscribers who agree not to pass the
information to non-subscribers, and is mainly for the benefit of
0il Companies who use it for freighting costs to their
subsidiaries, and its acceptability by the fiscal authorities
through the world as an arm's length price for intercompany
trading is its major attraction. It is also used by some
companies in calculating ton day balances for Tonnage Exchange,

instead of WS 100.

The Broker
Major 0il Companies have not in the past fully utilized

shipbrokers, because their criteria for chartering have not been
. those in wﬁich a broker could be of much assistance. The Majors
have flexibility in shipping and cargoes, by virtue of their own
vessels and their ownership of crude oil and downstream

operations. Dramatic increases in costs could be passed

through to the consumer, e.g. the surcharge on gasoline for the
closure of Suez (which was never removed), but minor savings on

freight has not been as important as obtaining uniformity of
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advantageous freight utilization will not change, even if the

user does.

It should be noted that as Major O0il Companies have recorganised
their trading operations so also have they moved to try to take
advantage of shipping opportunities that previously they had
ignored. It is remarkable to note that in many instances the
Trading remains separated f:om the Shipping department which
inhibits the creative and most advantageous ways of utilising
shipping to enhance the overall flexibility and ultimate

profitability of the enterprise.

Whilst the -0il markets employ most of the modern techniques of
risk management no really suitable future market has yet emerged
in shipping, nevertheless Charterers seem reluctant in many
cases to view the opportunity to fix vessels on a period basis
as a hedge against freight fluctuations. Charterers shouvld not
consider tonnage to be surplus if it is not carrying their own
cargo provided the vessel is carrying cargoes in basically the

same market as they are having to charter in.

Over the next few years we may well see 611 Companies who have
gone from a long position in ¢onnage to a short posicion wishing
they had stayed "hedged"™ realising that if one is involved in
international business, transportation will slways be a factor

to consider.

\ e
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terms and conditions to facilitate operations and accounting.
In anything except a crisis, quality of tonnage, dependability
and experience with the owners were far more important to the

Major 0il Companies.

Their own well staffed shipping and chartering departments
seldom make the decision to charter or let out: they merely
respond to fuifil the requirements of the oil programme. The
chartering department would seldom be in a position to put up
more commercial alternatives, as they are often remote from the

dealings which create the oil programme.

The dramatic changes since the mid 70's left all major 0il
Companies with surplus shipping capacity, and ‘they have vet to

emerge fully from the role as owners rather than charterers.

During these years it was the Trader who had been able to fully
utilize the shipbroker, and obtain advantageous freight
utilization, because he has been motivated and in touch with all
three of pis important markets - o0il, money und shipping. Hias
success reflected his ability to judge the situation correctly,
having evaluated the information fed to him vir the brokers in
each market. Inevitably, as the trading companies have grown in
size, the individual tradez's grasp of his markets has receded a
little, and the oil side is tending to become remote from the

>shippinq. Nevertheless, the role of the shipbroker and
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advantageous freight utilization will not change, even if the

usar does.

It should be noted that as Major 0il Companies have reorganised
their trading operations so also have they moved to try to take
advantage of shipping opportunities that previously they had
ignored. It is remarkable to note that in many instances the
Trading remains separated from the Shipping department which
inhibits the creative and most advantageous ways of utilising
shipping to enhance the overall flexibility and ultimate

profitability of the enterprise.

Whilst the oil markets employ most of the modern techniques of
risk management no really suitable future market has yet emerged
in shipping, nevertheless Charterers ssem reluctant in many
cases to vi;w the opportunity to fix vessels on a period bacis
as a hedge against freight fluctuations. Charterers should not
consider tonnage to be surplus if it is not carrying their own
cargo provided the vessel is carrying cargoes in basically the

same market as they are having to charter in.

Over the nexf few years we may well see 611 Companies who have
gone from a long position in tonnage to a short position wishing
fhey had stayed "hedged" realising that if one is involved in
international business, transportation will always be a factor

to consider.
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With todasy's 'transparent’' pricing of Crude and Products there
are clearly opportunities for those who can achiave

transportation at levels below the apparent market levels.

There are four areas that a shipbroker must provide his service
in, but for the relationship to have any value, I would stress
that both parties would need absolute confidence that the

private information by either remained confidential.

The key areas are:
1. Market information and trends.
2. Spotting business opportunities.
3. Ability to negotiate and conclude a fixture properly.
4. Following the opération of the vessel to conclusion.

We will expand a little on each:

Market Information and Trends

A broker will need to have worldwide information in all trades
because some traders will follow up opportunities worldwide,
whereas others will specialize on particular sectors based on
product type or geographical location, as responsibilities
within a team are divided. The trader will be interested in
what the competition is doing, and the broker will tread a very
delicate path where he has private information about the
ictivities of another trader which could affect a particular
market. The trader is a busy person, and would not want an

exhaustive report on all trades, but will want a quick summary
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and rate forecast in a plfticullr area in which he may be
trying to put together a deal. The report would be expmcted to
include details of deals concludod..l#aillbility of tonnage,
other requirements for tonnage in that area and the broker's
projection of the rate for a particular voyage for a peosition
in the future - from the next day to, say, three waseks ahead.
All this would need to be thorough and accurate; and it is
unlikely that a serious tradér would continue to use a broker
whose track record was not higher than 95% sccurate. The broker
would tell the trader jif he felt the balance of supply and
demand for ships in a particular area was chahqinq, and by how
ruch this might affect the rate, as a trader might be able to
reschedule a deal to await a drop, or avoid a rise in rate, by

moving quickly to secure tonnage.

We have zeen that "Worldscale" is based on loaded and ballas*
legs of a voyage; it is obvious that if an owner can reducn

the ballast leg, his earnings will improve, and it is the
broker who should be aware of vessels discharging in traders'
loading areas, so that the trader can share rome of the owner's
benefit. The broker should be aware of vesseils that havn
forward commitmeut, either in time or area, so that thu trader
can take advantage of the cost of freight, even if in doing so
the flaxibility is diminished (contract/dry dock/0il Company/
selling, etc). One should be aware that the owners are not

simpletons, and it is unlikely that the most advantageous
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freight can be achieved without giving up some benefit, be it

flexibility or merely part of the overall gein.

It is desirable that a trader has the maximum flexibility of
places to load and discharge, and thus asks for options to load
at one or more ports and discharge at one or more ports in his
option. However, in a poor market when rates are low, an

owner may feel he is not adequately compensated in the
"Worldscale" rate for his veasel's‘costs in port. He will,
therefore, do his best to negotiate the minihum port calls, and
try to restrict a charterer's option to one port. Where a
trader has a locked-in requirement to perform a short

voyage that tonnage is asking a high rate for, would the owner
perform the short voyage at a lower rzte if a second voyage was
agreed to follow? Can the trader use the sacond voyage himself,
or perhaps the broke; is confident enough that the vessel could

be re-let in that position to others at break-even, or better?

In a predicted or actual market, should a trader take a vessecl

for two consecutive voyages?

Should the trader take a vessel on time charter because the
broker feels sure that surplus time could be re-let on a voyage

basis, which would help to subsidise ths trader's own use?

All these questions should have answers that the broker can

discuss with the trader, to help him make the decision that may
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reduce the rate in the short-term, but may inhibit flexibility

or make a commitment for an uncertain future.

As you see, the possibilities are endless, but when the oil deal
needs 'all round the world’ option.tor discharge because of the
uncertainty of the sales possibilities and degree of overall
flexibility required, it is not surprising that the major 0il

Companies bought their own ships.

Spott Business Opportunities

A shipbrokdr who works closely with a trader would be expected
to be aware of the product prices and values in rough terms. It
is quite pornal that he would know that a trader was trying to
supply a product to Australia, for instance, and being aware of
the freight rates from the various supply ports, the shipbroker
may know of a ship in an unlikely or high priced supply area
that would show such a low rate to Australia that outweighs the
dittoroncc in product price. Also a broker may see a charterer
take a vessel to perform an unusual voyage, which can indicate a
trading route not considered before, but has arisen fron a.

unique set of circumstances.

There are 2an infinite number of possibilities that can arise,
and it is for the brokers to be well snough acquainted with the

principals®' aims to be able to propose them if and when they are

\A
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Concluding a Fixture

The ability to negotiate and conclude a fixture properly may
seem a vey obvious requirement, but all too often the 'broker’
has only experience in a charterer's market, and performs only
with the strength of the charterer, and lacks objectivity. This
frequently leads to a situation where the negotiation becomes a
battle of bluster, threat and downright lies, whereas instead a
broker should be undermining the hardline subjective view of his
two principals with a reasonablz, objective standpoint that only
he can have. %here the reasonable compromise that is workable
leaves both principals content, it augers well for a proper
performance by both parties. Human nature dictates that the
party ‘done down'’ will seek revenge, and often takes the form of
non co-operation, which can result in the whole purpose of the
venture being frustrated. It is an important role of the broker

to avoid these situations.

It should be noted that it is the shipowner, and not the
charterer, who pays the broker - normally, one and quarter
percent of the frasight earned for the voyage, but it is
important to the owner that brokers have close relationships

with charterers to provide work for the vessels.

All charterers will have a standard set of terms compiled during
their experience, or passed on by a broker from another's

experience of changing laws, politicai vffiliations, oil
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pollution. age of vessels, new technology and attitudes to flags
of c;nvcniencc. etc. From a trader's point of view, these
matters can be critical, particularly where installations are
owned by large 0il Companies that are very con;cious of
protecting their public image, and will exclude vessels that
have a poor performance record, or appear to be aczident
prone. Where formerly 'black-lists’' were published by the Arab
League (Israeli traders) and the U.S. State Department (Cuba
traders), it was easy to avoid such vessels, but nowadays, with
the dangers of libel suits, most lists of this type are kept
very private, arnd Companies rejecting tonnage are reluctant to

give their reasons.

A computerised Marine Data record has been established, which
records all accidents to tankers, and is used by major Companies
to evaluate tonnage, but the data is not readily available,
though it can often be checked out via circuitous routes. 1In
most cases, brokers will be aware of the track record of
tonnage, and be able to steer charterers away from suspect

vessels.

Labour organisations, such as the International Transport
Worker's Federation (ITF), sre very strong in some areas, such
as Australia and Scandinavia, and it would be unwise for both
owner and charterer to include the option of loading and
discharging in these areas to a ship not entered in this

organisation, or an affiliated or acceptable altarnative. This
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matter would be covered by a prudent charterer during
negotiations, and included along with other additions to the

standard Charter Party.

These terms would be added to a standard Charter Party. A
trader would usually base his terms on the Charter Party most
acceptable to the trade in general, which is currently the
Asbatankvoy. This Charter Party, previocusly known as Exxonvoy,
was originally l.aszd on the "Warshipoilvoy"”, which was an
evenhanded agreement devised to be acceptable to both 0il
Companies and shipowners. The trader would be interested mainly
in the rate, size and position, and being busy with other
things, would expect his broker to be able to exchange offers
within his authority and on his terms without them being spelt
out to him on each occasion. Decisions to give in or not on

terms, would require renewed authority from the charterer.

It is essential that brokers keep a racord‘in writing of
exchanges of this nature, and a typical broker's offer form is
included with these notes. On conclusion of a deal, it is
normal to initially telex both parties the understood terms
agreed, which should properly represent the negotiation;

thereafter a Charter Party would be prepared for signature.

Following the Operation of e Vessel
After the fixture is concluded, the operational side takes'over,
and voyage orders are passed via the broker to the owner, and

information regarding the position and progress of :Le vessel is

/t;>:>
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fed back to the charterer and finally discharge orders are
issued and freight is invoiced, via the broker, for the voyage
performed. Then demurrage and deviation claims, etc, follow a
little later as they are compiled by the owners, after receiving

information from the ship.

In the lastlarea, the skills of a broker are often tried to
their full, as one party will often want the other to perform in
a particular way that was not agreed at the outset, or perhaps
to extend their options for discharge. 7% is at this time one
hopes that the fixture was concluded with reasonable accord. It
is sad to recall the thousands of hours wasted over the last few
years arguing whether a ship should be obliged to discharge its
cargo, without the receiver presenting his Bill of Lading; at
last it would seem that it has been accepted that the Bill of
Lading is a shipping document, and shows entitlement to the
cargo, or part of it, and was not intended only for the use of
bankers to protect their interests. It is now accepted that an
owner is entitled to be indemnified against risks involving the
Bill of Ladiig and signed by charterers, and guaiintood by their
bank now. [, rsasonably standard form of Indemnity stated in the
Bill of Lading or for the receipt of cargoes by receivers
without a Bill of Lading which Indemnity does“not put the owners

at risk to the value of the cargo.

Other difficulties of this magnitude are bound to arise, =nd it
is hoped that they will be resolved with a sensible attitude

that can view both sides of the problem. One hopes that bxokers

will assist to this end.



Section 10

Price Formation and Reporting




DAILY OIL PRICE REPORTS

Name
PLATTS
Oilgram News
Marketscan (products)
Crude Qil Marketwire
Tanker Wire
PETROLEUM ARGUS
Argus Crude
Argus Atlantic Products
Crude & Atlantic Products
Asian Products
US Products
LONDON OIL REPORTS
Crude
Products
REUTER PIPELINE (Crude & Products)
ALSO
Petroflash (US only)
Qil Price Information Service (US only)
RIM (Asian Crude and Product Prices)
APPI (Asia only)




BASIC GUIDE TO OIL PRICE REPORTING SERVICES

By : P S Williams
Date : April 1987

There are two possible ways of categorising oil price
reporting services.

(i) By the method of collecting data

(ii) By the frequency with which the data is published

(i) Method of Collection

Almost all oil price reporting services colle:t data in a
similar way. This is, they telephone a selection of oil
traders, oil brokers, oil majors, independent refiners etc
and ask them (a) what deals have they heard done on the
market and, (b) where they would assess the current market
range. Most oil price reporters are also interested 1in
which factors are moving prices up or down. This method is
followed broadly by all the major services.

So far the only report to have broken this pattern is

The Asian Petroleum Frice Index (APPI) run by Roger Osborne
ln Hong Kong. This asks a rotating panel of oil marketers
to give their assessment on a reqgular basis of the market
range for crude and products. These assessments are then,
using a complicated averaging formula, topped and tailed and
the results printed.

Poten & Partners, a large U.S. oil broking firm, announced
last year it would be establishing a similar index for crude
and products worldwide but, sc far, this ha: not appeared.

(ii) Prequency of Publication

.This is the more usual way of sub-dividing the oil ¢eporting
services. They fall naturally into three categories:-

(a) On~line “"real-time® reports
(b) Daily vregorts - usually telex or electrcnic mail
(c; Weekly printed reports

(a) The on-line services

The two main screen-based services are:-

The Reuter Monitor 0il Service
The Telerate Energy Service

Both provide spot oil quotes worldwide, oil news, statisti-
cal data, and third party contributors.

¥
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{c) Weekly Printed Reports:

These are exceedingly numerous. The most significant are:

Petroleum Intelligence Weekly
Weekly Petroleum Argus (formerly Europ-0il Prices)
The Barrel (formerly London 0il Reports)

Strictly speaking PIW is not an oil price report but it
contains a significant amount of oil price commentary.

Weekly Petroleum Argus is intended to "flesh out" the
picture behind the daily price reports. As well as
commentary it contains a wide range of statistical Jdata.

The Barrel is published by the ICIS-LOR group and contains
commentary and statistical data on the international spot
markets.

Additional Services

Almost all the above mentioned companies offer their
statisticz in some kind of graphical form.

In addition their is a “hybrid" service called EMIS
(Electrunic Markets & Information Services). This is a
joint venturm between McGraw-Hill and Citibank which, in one
package, gives you accessz to all the Platte services plus a
nunber of the other leading services (Argus, LOR).



SPOT MARKETS

It term supplies dominate supplies volumetrically, spot prices dominate the processes
of price formation, and for good reason. The spot market Is both a marginal Irritant to the
malinstream of ths business and central to price formation, with Impeccable economic iogle,
- breclsely because it is marginal: it represents the opportunity cost of btying or selling.

It was not always so. in the days cf vertical organization, companies used cost
mirmization 4s their decision criterion in refinery operation and paid no attention to spot prices.
Vien the vertical structure of the industry was destroyed, the newly-exposed players in the
market fouund themseives evaiuating their buying and selling needs against ahernatives at every
stage of the production process. This *make of buy" criterion has drawn spot prices into alil
parts of the industry. In the circur:stances, the development of the spot market and its
usurpation of the central role in pricu leadership was inevitable. The process by which it
occurred is one of the main themes in this paper.

That such a market, whose economic role is of balancing at the inargin should tak: a
central role seems, to many, quite simply wrong: *The tail wagging the dog..." But it is
axiomatic that the marginal nature of a market does not diminish its importance In price

formation.'

Spot rrarkets perform a balancing role at the margin of supply. Companies with short-
term surpluses or deficits can go to the spot market to deal with them. The trade is one-off,
single transactions between unrelated parties (etc) and with no contractual commitment for
further supplies. The transactions can be of any sort, e.g. size, quality and method of delivery,
to ;suit the parties. Prices are agreed at the time of the transiction?, determined by two sorts
of data: the market for the goods in question and the interactici of price-determining variables.

However, the spot mas - 3t for oil has had a curious history. From being marginal
in volumetric terms  .ss than 1 per cent of the international crude trade before
1979 - it went to being highly significant, peaking at between one-third and one-
half in 1983-1984, and then dropped back again. (Such numbers are cffered for
iilustrative purposes only. There is no way of knowing what the voiumes in these
unrecorded markets are, apart from some brief flashes provided by special
exercises mounted by the IEA (1980-1986) and the European Commission (1978-
1980). If it is *unnatural® in an industry like oii that a large proportion of trade
should be supplied by the spot market, it is possible to see the ballooning of
spot volumes as a bridge botween the two sorts of term markets: from
administered to market-related pricing.

An importar.. point, since this distinguishas the *real* nrices generated in the spot
market from price-linked transactions - determined by formulate at the time of
lifting. This, although traditionai, he:s become a somewhat theoretical point uf
deiinition since it is no longer possible to say that spot d=als are dcne at prices
negotiated at the time; manv spct deals are done at prices linked to marker
grades, or to futures prices. We doubt that a large proportion of spot deals are
price-linked, but it is not possible to be sure since there are no data.



This calls for some explanation, but it might help if we first iooked at the prices reported from
the spot mark.ets.

The Meaning of Spot Prices

Spot prices are quoted in the trade press: Piatts, Argus, London Oil Reports and many
more produce daily reports in the main trading centers. Prices are alsc reported during the day
by the screen services (Reuters, Telerate) and less frequently by other papers (PIW and Platts
Weekly). In the general press, when "Brent* prices - or even just “Crude Prices" - are referred
to, they wi'l alinost always by the spot prica. Published prices for crude are always FOB, which

is to say &t the port of loading.

Prcduct markets are also discussed in terms of spot prices. (We shall discuss the tricky
problem of crude and product forward markets, which rest between spot and futures, in tha next
chapter). They have a different structure, being priced CIF, i.e. delivered to the main consuming
centers - New York, Rotterdam and Singapore being the most important. They also trade a
wider range of different products, from the heavy (residual fuel oil) to the light (gasolire), which
sell int> distinct markets. But their spot prices conform tc the definition given above for crude,
and thay have the same importarice in price formation more broadiy.

The Meaning of the "Market Price"

Discussion about the markst tends to be in terms of Brent and other marker grades, for
cne obvious reason: trade in markers in uniform and transparent, an epitome, whereas the
trade in general is so heterogen~ous as to be opaque. Brent is traded in standard-sized
cargoes and the forward market uses, in addition, standardized contracts (Shell T&C); other
crude markers, notably WTI and ANS in the U.S. and Dubal in the gulf, are similarly
standardized into interchangeable units of trade. This in sharp contrast with the trade in other
crudes (e.g. other North Sea crudes) in which everything except the quality of individual crudes
is likely to vary. There are perhaps half-a-dozen crude markers in addition to the three
mentioned, eighty or more crudes are widely-traded and another hundred are seen, but
infrequently. In product markets the pattern is conceptually the same, but in practice it is far
more complex: a uniform trade in marker grades and a heterogeneous trade in all other grades.

Spot Prices and Price Formation

If we go back to the way prices are determined, we can now make sense of the two sets
of factors mentioned, which reflect two sorts of unity.

1. The marker and its market context:

Whether explicitly or not, all prices are traded agalnst a marker grade. Which is to say
that participants have in mind, implicitly or explicitly, a price reference they are trading
agalnst. The determination of this reference price has a number of components:

] The global context defines the extent to which all prices oi crude and
products move togsther. Thus, OPEC decisions, war and major supply
crises will have an effect, usually operating over long cycles, on the world

market.



Regional supply/demand for crude (more local for products) wiii determine the
price within a geographical -wrea defined by supply. or tributary, possibiiities and
within a shorter time span. Chart 9 shows how independently prices for the
three cnude markers have moved during 1989/90. Product markets are more
local still a.*d the relationships between them are more attenuated (see chart 5,6
and 7). This does not mean that the markets have ceased to work; only that
there is no supply connection that makes arbitrage possibie within the relevant

time span.

The marker price is set by negotiation within this context. The price of Brent
emerges from the trade in Brent per se. (The paper markets are important in
determining these prices and, although the separaticn is artificial, discussion of
them will be reserved for the following chapter.) It also emerges more subtly,
or rather implicitly, from the trade in other North Sea crudes, since all crudes
are traded against each other; in an efficient market, any crude price will imply
another. Rather than see Brent in isolation, it is more realistic to see it as the
epitoine of a trade of which it is an integral part. The same Is true of all marker
prices, which both define and are defined by the trade in closely-related

products.

Product markers are ifferent. Much more variable in quality, there may be a “most
traded grade” (ct Platts definition of its prices), but the marker for a product is rarely
traded as such. There is implicit in the trade in the marka=t, e.g. Nortl; West European
gasoil cargoes which is a Platonic ideal of a price which everybody knows and usss,
but nobody encounters in real life except by accident.

Price-determining variables:

For reasons described in chapter 2, actual prices of individual transactions in the spot
market are dispersed around the (implicit) marker. The prices are related to the marker
and to each other by parity relationships that put a value on all of the price-determining
variables. Some are simple relationships: for example, the sgecify gravity of a product
bought by weight and sold by volume has a precisely-calculable effect on its price.
Some are complex: the effect of sulphur content on the price of heavy fuel oil or home
heating oil is almost never linear, although it ought to ke. Some are incommensurable:
the value of a cargo to a disiress buyer, for example, can only be negotiated.

The resulting picture®, if it could be plotted, would show a cloud of prices moving
around the marker. The degree of dispersion depends on the naturs of the trade. In
the spot market for Brent, there is virtually no dispersion, since the material in uniform
and traded in standard contracts. In the market for gasoil, there is considerable
dispersion around the marker since there is wide variation between transactions.

If the transaction data were available, it would be easy to illustrate graphically.
The closet we are likely to get is the very detailed statistical analysis in the EC's
"COMMA" study, which showed the distribution of prices for products in the spot

trade.



To summarize, there are two outstanding features of the spot markets: their dynamism and
efficiency. Depending on the product, they can be transparent and liquid ("good* markets), or the
opposite. Because they are not determined by the planning (investment) priorities of the industry,
they are sometimes characterized as a source ot trouble, subject to manipulation and worse, They
can also be seen as the truly economic, marginal markets and the source of free market prices. This
issue will be discussed in Part V.

\
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Rapid Delivery Price and News Sersore

APP| Crude and Product Repont
Weekly ‘ndustry-concensus piice report on Far Est wat-barrel prices.
Vengdor: APP

ESA! Globa! Fundamentals
Weekly fax (hard copy follow-up detail) covering oil-markat fundamentals: inven-
tory leveis, supph.;demand trends, market analysis, siz,
Vendor: Energy Securily Analysis, Inc/PEL

Cv Market Listsner

Daily analysis of worid petroleum markets and factors &ifecting market psychol-

OQy. available via Telerate as well as {ax and E-mail.
Vendor: Ener’,y Wifcrmation, Lid, (ElL)

Opec Listener .
Twice-weekly report. analyzing OPEC conferences and activitizs of major inlar-
national oil-exporting couniries; evailable via Teierate as wall &3 fax and
E-mail.

Vendor: Energy Information Ltd. (EiL)

Corporate Energy Listerar
Weekly analysis of corpesate planning and financial siralegies of intemational
0il companies; fax, Teierale, and other relivery options.
Vendor: Energy Information Lig, (EIL)

Regional Energy Listener
Weekly (or more fraquent) feports on Ziructural changes in regional cil markets,
plus country-by-country assessmenis.
Vendor: Energy information Ltd. (EIL)

Energy Environment Listener
Bimonthly reports on immediate and long-term npact on ofl induslry of environ- -
mental issues; fax and other options.
Vendor: Enargy information Limited (EiL)
Petrochemical Listener _
Bimonthly repon assessing interaction of retrochemical and petroleum-rafining
industries; fax and other options. )
Vendor: Enargy Information Limited (E!L}

Oil Price Information Service (CPIS) 7elex
Daily price report (delivered via telex and othar rapid-dc'ivery means) covaring
primanly U.S. products’ prices: specializing in motor-fuel reck pricing,
Ver.dor: United Communicatiors

Oil Alloat '
Unique, weekly fax report on iniemational oil shipments, volumes “in-transit,"
and floating stockpiles.
Vendor: Joe Roeber Associates (JRA)

Opec Compass
New service from the Oil Doy
Vendor: The Oil Daily
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Petroleumn Argus Price Report L - e
Highly respected daily (axelex piice szsessments, specializing in European
and North Sea pricing.

Vendor: Petroleum Argus

Plan’s U.S. Marketscan )
Daily sumi-ary of U.S. market activity and price assessments for major markets;
fax, telex o. pther delivery means. ‘

Vendor: McGraw-HitvPlatt's

Piatt’'s European Marketscan .
Wynmwdmmnﬁmmwuwum&m
markets; fax telex or other delivery means. ‘

Vendo:: McGraw-HillPatt's '

Piatt's Asia-Pacific/Arab Gulf Marketscan
Dnilysummryoimaﬁmacﬁvitymdpdceassessmtslomnjmﬁr&st
anc Arab Gulf markets; fax, telex or other.

Vendor: McGraw-HillPlait's

Platt's Oilgram Newswire )
mmmmm.mm.mmmmdmm
woridwide; tax, telex or other. .

Vendor: McGraw-Hill Piatt's

Piatt’s Crude Oil Markeiwice
Oaily report of spot-price asssssments and netbacks/y eids in principle refining
cenlers 10r major international c.udes; fax, telex or other delivery means.
Vendor: McGraw-HillPlatt's

Platt’s Rack Fax . 3
Daily report of rack mogas and diesa! prices in the U.S. Three separate editions
(West Coast, Mid-Continent and East Coast); fax, telex or other means.

Vendor: McGraw-HillPlatt's

Platt’'s Bunkerwire ‘
Widely read weekly report on marine fue! prices and supply availabilities in
ports woridwide; fax, tsiex and other.

Vendor: McGraw-HillPlatt's '

Platt's Ciude Tankerwire A
Daily report on fuel-oil and crude-oil shipments worldwide; dirty charter fixtures;
fax. telex and other. i

Vendor: McGraw-HillPlait's

Platt's Product Tankerwire
Daily report on clean-product tanker market; clean-tanker fidures; fax, telex
and other.
Vendor: McGraw-HillPlatt's

Piatt's Chemical Tankerwice )
Weekly report on liquid chemical, clean products, chamical, gas, and LPG
shipping markets; {ax, felex and other.
Vendor: McGraw-HivPlatt's
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FRRILS U.D. MFEITOCNeTNCaISCan
Waeekly report on cument petrochemical prices in major U.S. :
fax, telex ang . pe spol N major U.S. markets:

Vendor: McGraw-HillPiant's

Piatt's European Petrochemicalscan
Weekly report on current petrochemical spot prices in major Eurvpoes arkets;
fax, telex and other.
Vendor: MtGraw-Hill/Platt's

Platt's LPGaswire
Weekly report on LPG-market news, spot prices and supply/demand data;
fax, telex and oiher.
Vendor: McGraw-Hill/Platt's

Hardcopy News and Price Reports Deily Gervices

Energy Daily .
Newsletter on industry news and regulatory issues affecting eneigy markets.

Vendor: King Publishing Group
The Oil Daily
Newspaper-styie daily with industry news, some pricing and supply/demand
coverage. _
Vendo:: The Oil Daily
Piatt’s Oilgram Price Report '
Newsletier providing woridwide pricing for crude oil and products in a'i major
markets; slecironic access possible.
Vendor: McGraw-HilVPiatt's
Piatt’s Oilgram News Report
Newsletter covering industry news worldwide; electronic access possible.
Vendor: McGraw-Hill/Platt's

Woesidy Services

London Oil Reports/The Barre!
Weekly report and analysis of global-0il a~d petrochemical markets; some
pricing and supply/demand data.
Vendor: London Oil Repcrts (LORACIS)

Midare East Economic Survey (MEES)
Middle East poliical and economic events: OPEC policy.
Vendor: /diddle East Economic Survey (MEES)

OCctane Wrek
#nalysis of oxygenzied fuels markels: regulutory climate, pricing and supply/
Jdemand outlook for MTBE, ethanol, etc.
" Vendor: Information Resources, inc.

(%l and Gas Journal (04GJ)
Qil-market news, technical issu2s, E&P, and relining, etc.
Vendor: PennWell Publishing Compeny




EMERGENCY ENERGY PROGRAM FOR EASTERN EUROPE
CRUDE OIL PURCHASING
APPENDIX C

Oil Buyer's Guice (O8G) -
Oil-market trade news; pricing; mainly U.S. focus.
Vendor: Oil Buyer's Guide
Oil Buyer's Guide International (0BGY)
international oil-market news; pricing; eic.
Vendor: Oil Buyer's Guide
Oil Price Info: 1ation Service (OPIS) ,
U.S. rack priting for gasoline and diese!; some pipeline prices; detailed by
cities and individual rack wholesalsrs. )
Vendor: Uniled Communications Group
Potroconsuntants’ Internationsl Oil Letter * '
Weekly update on iniernational oil exploration activities and other oil-markat
news.
Vendor: Pelrcconsuliants, inc.

Petroieum Intelligence Weekly (PIw) '
Authorative international oil-marks! analysis; some pricing series; OPEC produc-
tion; much more.

Vendor: Petroleum Intettigence Weekly

Platt’'s Week
international oil-market news and aniilysis.
" Vendor: McGraw-HillPlatt's
Woeekly Energy Listener
international oil-market news and analysis,
Vendor: Energy information, Ltd. (EIL)
Weekly Petroleum Argus
- International oil-market news and analysis; excelient coverage of Northem Euro-
pean markels and Brent trade. :
Vendor: Petroleum Argus

Monthly Services

IEA (International Energy Agency) Monthly Ol Market Report
Monihly OECD and OPEC oil market supply/demand figures; plus additional

Piait's Oil Exportiimport Report
U.S. oil import/expcrt data by port of eniry/export and type; customs data;
exceilent and unique.
Vendor: McGraw-Hil/Platt's
Stockwatch
Global inventory leveis by region; commercial vs. govarnment stocks; products
V8. crude; cil in-transi.
. Vendor: Energy Securily Anaiysis
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Petroleumn Economist
in-depth trvatment of various issues aflecting internationsl oil markats; country
studies; sometimes unique coverage.
Vendor: Petroleun Economist

Petroleun Market Intelligence (PM!)
Newsletter format with regional oil-market summaries and detailad price series;
OPEC oil production summaries: moro.
Vendor: Petraleum intelligence Weekly

World Ol .
industry news and analysis: primarily E&P focus.
Vendor: Gulf Publishing Co.

Annual and Periodic Publications

B8P Annual Stalistical Review
Annual oil supply/demand stz .stics: ol trade patterns; much more; availabie
on tape as well as hard copy. .
Vendor: British Peiroleum

internationa! Petroleumn Encyclopedia .
Massive quantities of detailed data covering units in individual refineries world-
wide; oil and gas production and reserves fieid-by-fieid; much more. Most
Jetailed statistics availabla: hard copy or via OGJ dial-up service.

Vendor: PennWell Publishing Company

Various publications by the Intemational Energy Agency (IEA), including Worid
Energy Statistics .
Vendor: IEA Energy Publications

Various publications by the U.S. Department of Energy/Energy Information Admin-
istration
Vendor: DOE/EIA

S:Wbauﬂuuwmmhu.&

Newpont Associates Energy Data Base
Energy and natural gas data base. including financial operating and stock
performance and other company data; hardcopy, disk or on-fine options.
Vendor: Newport Associates, inc. .

£IL Energy Economics Database
Oata on oil, gas, coal, and macroeconomic indicators, as;embled on com-
parable basis; diskstte.
- Vendori: Energy Information, Lid. (EIL)

EIL Company Perlorrnance Database .
Opeating and financial indicators of leading international and national oil com-
panies; digkette.

v



EMERGENCY ENERGY PROGRAM FOR EASTERN EUROPE
CRUDE OIL PURCHASING
APPENDIX C

PIW's Koy Crude Prices
Data going back to 1860, in both curent and inflation-adjusied lerms; hard
copy Of disk; spreadsheet format.
Vendor: Petroleum Inteiligence Weekly

PIW's Top 100*World Oil and Gas Companies
Companies ranked by 8ix operating variables: unique i.lormation about national
oil company performance; hard copy or disk; spreadsheet formal.
Vendor: Pelroleum Intelligence Weekly

PiW's World Trade Patterns .
Ofiicial U.S. and Japanese import/export data; hard copy or disk; spreadsheet
format.

Vendor: Petroleum Intedlijence Weekhr

Piw's Tu ker Spot Rales
International tanker rates; hard copy or disk; spreadshee!.
Vendor: Pstroleumn Intelligence Weekly

Telerat» Data Base Service
Access via diskette or modem to massive Te/erate historical data-base covering
woridwide crude and products pricing: supply/demand; anker movements;
much more.
Vendor: Telerate Systems, Inc.

The Energy Futures Group
Oil futures, options, spol-price, and select other oil-marke! information; hard-
copy, disk, of on-line access.
Vendor: Energy Futures Group

@
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GLOBAL PRICE INFORMATION SERVICES

Detailed Ol and Gas information Sources
On-ine Price, News, and Data Services

Piatt's EMIS
Live futures and daily updates to Platt's spot prices; access to massive, historical
Plati's data series; industry statistics, including API's; ability 10 add analytical
software; petrochemical and oil news, much more.
Vendor: McGraw-HillPlatt's

Piatt's Global Alert
Miniversion of EMIS, without full, historical data-retrieval oplion; simpler and
fess coslly.
Vendor: McGraw-Hill/Platt's

Plant’s Petrochemical Alert
Daily reports on woridwide naphtha and U.S. gas-liquids markets; weekly chemi-
Cal price assessments; market news; shipping data; financial market informa-
fion; much more.
Vendor: McGraw-Hill/Platt's
PetrcFiash
Specialized spot-oil prico reports, available through dial-up and electronic
services.
Vendor: OF Buyer's Guide
PetroScan
Specialized spot-oil price reporting service, market news, and access o various
statistics; dial-up access.
Vendor: United Communications Group
Tolerate Energy Service
Live futures; spot-price assessments; access (o broad range of industry statis-
tics and auxiliary services; ability 10 utilize many analytical packages. Exiremely
comprehensive.
Vendor: Teierate Systems, Inc.
Reuters Monitor/Pipeline
Live futures; spol-price assessments; oil industry, financia! market, and general
news; access (o indusiry statistics, auxiliary services from third-party inforration
suppliers, and ability (o incorporats analytical packages. Extramely comprehen-
sive.
Vendor: Reuters, Ltd.

Brizge Information System Worid Service
Financial as weil as energy data, including live futures feed, data on stock
futures, oplions and bond instruments; economic and financial news.
Vandor: Bridge information Systems, Inc.

Computer Petroleum Corporation '
U.S. rack products quotations as wel! as future s and nistorical data bages.

customizes information packages k< customers. _
Vendor: Computer Petroleum Corporation




EMERGENCY ENERGY PROGRAM FOR EASTERN EUROPE
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AP Abstracting and Energy Service
Closely waiched weekly U.S. statistics on oil imports, exporis, production,
consumption, inventory ievels, eic. Availadie vis dial-up service or othar elec-
tronic services.
Vendor: American Pstrolaum institute (AP1)
DOEIEIA Energy Statistics
Basis for most AP stalistics, but released later than AP! and less ciosely
waiched. Wide variety of U.S. and intemnational oil and gas statistics. Available
* vi2 dial-up service, via electronic screr~ gervices, and in hard copy or magnetic
tape. .
Vendor: DOEEIA
DRl/Piatt's Oil-Price Database
Access {0 Plalt's massive, historical oil-price clata-base series; via dial-up and
' other delivery options.
Vendor: McGraw-HilDRI|
DRI/Piant's Energy Database :
U.S. energy (coal, gas. nuciear, etc.) data: available via dial-up and other
delivery options. )
Vendor: McGraw-HilVDRI
DRIiPiatt's inte’nationa! Oil Database
oscowm.mmmmmmmmmm
delivery opti '
Vendor: McGraw-HilVDRI

Newsnet
mwmmmummn-mmntudmm
New reporting services; on-kne.

Vendor: Newsnet

- Mead Data/Nexis

Guyerdwmsmwmm;donmmbmsiveumw
Vendor: Mead Data Central
Mead Dala/Lexis

wmmmm.mmm;mwmmmm

report data; on-line.
Vendor: Mead Dalz Central

Oi & Gas Journal Data Base/Penn'/eN .
Massive datatase oflering ooress th comprehensive data on EAP, refining,
supply/demand, pipeiines, /»iroieurn prices; over 50,000 time series availabig;
on-line or diskette. i
Vendor: PennWet! Publis hing Compeny

\C\")
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Technical and Fundamenial Analysis Services Comprehensive Analysis Systems

Marketview
Powerlul and widely used graphics and analysis package teamed with real-
time futures and wet-barrel price vendors. System provides both technical
and fundamental analytical capabilities. Available through real-time data pro-
viders as well as vendor.
Vendor: Marke’view Software

SaladiniPAWS
Sophisticated decision support system, highlighted by the PAWS (Petroleum
Analysis Work Station) system, which provides database, data acquisition,
netbacx analysis, analysis and formulas, graphing and reporting functions.
The cystem is newer than Marketview.
Vendor: Saladin Computer Systems

‘Technical Analysis Systems

ADP
High-tech technical analysis software; real-time price fend.

VenZs:: ADP Comirend

Commodity Quote Grephics
High-tech lechnical analysis software.

Vendor: Commodity Quote Graphics

Com-Tech Software
Options software 10 calculate volatiity, feir-merkst value and spreads; graphics
and position analysis.

Vendor: Com-Tacx Software

Backtrack
Historical futures data analysis systern with real-time feed purchased separataly.

Vendor: MicroVests

SystemWriter
Highly regarded historical fulures analysis system witl: real-time feed purchesed
separately, Unique in ability to create curt~m trading packages for euch user.
Vendor: Omega [Hesearch ' .

' Teletrac
Real-time technical analysis software.
Vendor: Telerate Systems, inc.

Markei Vision
Real-time charting end technical analysis ications for energy prices from
Piatt’'s Globa: Alert live futures feed. sop v
Vencor: Market Vision Corp.

For 1 asterdisting, see Futures magazine, "Reference Guide 1o Futures/
Optic' s Markets”; published annually, :
Vendor: Futures
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Technical Anelysis Advisory Services

Commodex .
Futures market analysis and advisory service.
Vendor: Equidex

Boslego
Futures market analysis and advisory service.
Vendor: Boslego Corp.

For a master-lsting, see Futwas magazine, “Referencs Guide to Futures/Op-
tons Markets”; published annually. :
Vendor: Futures

Trading, Position Monitoring and Accounting Systems

FutureTrader
Physical and ftures position-mo.iforing sys‘em software; maiches trudes, cai-
cuiates margin recuirements, o(C.
Vendor: Colling Systems

OMR .
Position-monitoring system software; similar 10 FutweTrader.
Vencor: Opti-Management Resources
TraceNet :
Decision-suppon software; tracks deais and akows othet traders in sysiem {0
Mtra"%esmmrmw\gopmm-knmmlinhmam
foad to PC.
Vendor: TradeNet

For a master-isting, see Futures magaezine, “Reference Guide 10 Futures/Op-
tions Markets"; puliished annually.
Vendor: Fulures

Hard-Copy Charting Services
Commodity Price Charts
Technical analysis charts: hard copy.
Vendor: Commodity Price Charts
Commodity Chart Service
Technical analysis charts; multiple options; hard copy.
Vendor: Commodity Ressarch Buresu
Spread Scope
Technical analysis chants; multiple opuions; hard copy. *
- Vendor: Spread Scope. inc. .

sons Markets”; published

. For a masteristing, see Futwes magazine, “Reference Guide to Fulures/Op-
annually.
Vendor: Futwes




Section 11

Pricing Alternatives

Advanced Pricing Techniques
Including
Exchange - Traded Options

Swaps and Derivatives




MARKET MAKING

A TWO WAY PRICE

A "MARKET" SPREAD

A FIRM DEALING PRICE

CHOICE OF VOLUME

FALLBACK TO A PUBLISHED PRICE

AVOIDANCE OF OPERATIONAL
COMPLICATIONS

A "PHYSICAL" CARGO

BRENT, CASH WTI, DUBAI, UNLEADED, NO.2
HEATING OIL, GAS OILL, NAPHTHA,
SELECTED SPREADS (E.G. BRENT/WTI, BRENT

INTERMONTH ETC)



PRICE FIXATION DEAL
OR TRIGGER PRICING

BUYING OR SELLING PHYSICAL CARGOES ON A
DIFFERENTIAL TO AN ACTIVELY TRADED CRUDE

OIL OR PRODUCT.

FIXING THE PRICE OF PHYSICAL CARGOES BY
INCREMENTS AT YOUR DISCRETION WITHIN AN

AGREED? FRAMEWORK.

ARE CFFER TO BUYERS AND SELLERS.



PRICE FIXATION DEALS

JYING OR SELLING PHYSICAL CARGOES ON A DIFFERENTIAL TO AN
“TIVELY TRADED CRUDE OIL [OR OIL PRODUCT]

AAMPLES MAY 10 - 20 FORTIES AT JUNE BRENT PLUS 30¢

JUNE 10 - 15 OMAN AT JULY DUBAI PLUS $1.5¢

ED TO AGREE 1.REFERENCE CRUDE OIL (MARKER) - GRADE/MONTH
2. DIFFERENTIAL OF ACTUAL CRUDE GIL TO MARKER
CRUDE
3. TIME ALLOWED FOR PRICE TO BE CALLED
4. NUMBER OF OPPORTUNITIES TO CALL THE PRICE
JTE

THIS IS NOT A DEAL WHERE PRE-ARRANGED PUBLISHED
PRICES ON A SERIES OF PRE-ARRANGED
DAYS ARE UTILIZED TO FIND PRICE.

\@



AT OUTSET AGREE DIFFERENTIAL TO
BRENT (OR OTHER MARKER) ONLY

MARKET Q00°S
PRICE BARRELS
PRICED
DECEMBER 1 18.20
DECEMBER 2 18.35 100
DECEMBER 3 18.15
DECEMBER 4 18.18
DECEMBER 5 | 18.20
DECEMBER § 18.45 50
DECEMBER 9 18.55 50
DECEMBER 10 1820
DECEMBER 11 18.20
DECEMBER 12 18.21
DECEMBER 15 18.40 100
DECEMBER 16 18.35
DECEMBER 17 18.32 100
AVERAGE 18.29 400

SALE PRICE: 18.39 FOR 400,000 BBLS



ADVANTAGES OF PRICE FIXATION DEALS

ALLOW USERS TO HAVE AN ACTIVE ROLE IN FRICING PROCESS
ALLOWS HEDGING WITHOUT DIRECT USE OF FORWARD OR FUTURES MARKETS

ELIMINATES OPERATIONAL RISKS OF USING FORWARD MARKETS {(DAISY
CHAINS ETC)

PRICING CAN CONTINUE WELL AF{ER CARGO HAS LIFTED (BY ROLLING
MARKER)

FLEXIBILITY IN ESTABLISHING THE PRICE MARKER
CAN BE CUSTOMISED TO INCLUDE PRICE FLOORS OR CEILINGS

VIA THE USE OF A MARKET MAKER CAN ALLOW A BUYER AND A SELLER
TO TRADE AT A TIME THEY MAY NOT OTHERWISE CHOOSE TO DG SO
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‘BACKWARD




15th APRIL:

DELIVERY
MONTH

DATED

MAY

JULY

PRICE
$/BBL

20 (ATRIL AND EARLY MAY)

19
18

17

EXAMPLE: PRODUCER SELLING FORTIES 3-5 MAY

N.B. FORTIES IS WORTH 10 CENTS PER BARREL MORE

THAN BRENT



1. FIXED PRICE: $20.10 (DATED BRENT PLUS 10 CENTS
PER. BARREL)

2. ON B/L DATE: MAY BRENT PLUS $1.00, PLUS 10
CENTS PER BARREL ASSUME B/L

DATE IS 4TH MAY

4th MAY:

DELIVERY PRICE

MONTH $/BBL
DATED 20 (MAY)
MAY 20
JUNE 19
JULY 18

PRICE WILL BE: 20.00 + 1.10 = 21.10, L.E. $1.00 HIGHER THAN IN 1.

N.B. THIS ASSUMES BACKWARDATION STAYS CONSTANT AND PRICES
ARE CONSTANT. THIS EXAMPLE JUST TAKES ACCOUNT OF
BACKWARDATION EFFECT OVER TIME.

/L'D/\ |



3. IN THE SAME EXAMPLE ASSUME PRICES ON 4th
MAY:

DELIVERY PRICE

MONTH $/BBL
DATED 20.50 (MAY)
MAY 20.50

JUNE 19.50

JULY 18.50

PRICE WILL BE: 20.50 + 1.10 = 21.60, L.E. $0.50 HIGHER
THAN IN 2.

N.B. THE BACKWARDATION STAYED THE SAME BUT
PRICE LEVELS CHANGED

L6
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10th JUNE AND
12th JULY

4th MAY PRICES:

DELIVERY PRICE
MONTH $/BBL
DATED 20.50 (MAY)
MAY 20.50

JUNE 19.50

JULY 18.50

ONE THIRD OF PRICE: 21.60 (AS IN 3)
NEXT STAGE: ROLLING OF MARKER (SAY 4th MAY)
NEW PREMIUM TO JUNE BRENT: 2.10 (1.10 + 1.00)

10th JUNE PRICES:
DELIVERY  PRICE
MONTH $/BBL
DATED 20.75 (JUNE)
JUNE 20.75
JULY 19.75
AUGUST 18.75

SECOND THIRD OF PRICE: 22.85 (20.75 + 2.10)

NEXT STAGE: ROLLING OF MARKER (SAY ON 10th JUNE)

NEW PREMIUM TO JUNE BRENT: 3.10 (2.10 + 1.00)

2.6



DELIVERY
MONTH

DATED
JULY
AUGUST
SEPTEMBER

PRICE
$/BBL

20.00 (JULY)
20.00
19.00

18.00

LAST THIRD OF PRICE: 23.10 ($20.00 + 3.10)

FINAL PRICE = (21.60 + 22.85 + 23.10) /3 = 22.52



Exchange-Traded Oil Options Contracts

Exchange Contract Status Activity
I) NYMEX e WTI Crude . Active OI=200,000(Puts&Calls)
Vol.=20,000/Day
18 months forward
® No 2 Heating Oil Active CI=25,000
Vol.=3,000/Day
® Unleaded Regular Gasoline Active OI=35,000
Vol.=5,000/Day
II) IPE ® Brent Crude Oil Options Active 0OI=20,000
Vol.=4,000/Day
% Gasoil Options Active OI=15,000
Vol.=3,000/Day

"Over-the Counter” Options and "Swap” Markets

Un-regulated, commercial price hedging arrangements entered directly into by banks,
trading companies, oil producing refining and consuming companies, usually out of major
financial centers (N.Y., London, etc.).

Normally long-term arrangements (i.e., 6 months to 10 years +), with payments flowing
monthly or quarterly.

Individually negotiated pricing and payment terms, but source standardization of contracts
is developing as markets grow.

Major uncertainty concerns the credit risk of the counter-parties,- making good on their
payment over the long term.

-« /l/\\



USE OF CRUDE OIL OPTIONS
e OPTION DEFINITION

CONTRACT WHICH GIVES BUYER THE QOPTION TO
BUY OR SELL A CRUDE OIL FUTURES CONTRACT AT
A FIXED PRICE - THE STRIKE PRICE - WITHIN A
SPECIFIED TIME PERIOD.

® OPTION CONTRACTS - TWO TYPES

CALL pPUT
AT QUTSET PAYS PREMIUM PAYS PREMIUM
: FOR UPSIDE PRICE DOWNSIDE PRICE
WITH EXERCISE PROTECTION PROTECTION
RECEIVES LONG FUTURES BUYER | RECEIVES SHORT FUTURES
AT QUTSET RECEIVES PREMIUM RECEIVES PREMIUM
FOR UPSIDE PRICE DOWNSIDE PRICE
WITH EXERCISE EXPOSURE EXPOSURE
DELIVERS LONG FUTURES | SELLER | DELIVERS SHORT FUTURES
et e e ——

o ISPOSITION OF OPTIONS C ACT

RESELL (CLOSE OUT)
EXERCISE

LAPSE (EXPIRES UNEXERCISED)




DEFINITIONS

® Option - a contractual igreement to purchase or sell a crude oil futures
contract for a specific price within a spacific time period,

contingent on the option holder’s decision to exercise.

®  Exercise - option holder (buyer) has the right, but not the obligation, to
exercise the option contract at the specified (strike) price, and

within the specified time period (term to expiration).

° Seller’s/Writer’s Obligation to Deliver - in the event of buyer’s

exercise, seller has the obligation to deliver the crude ol futures

contract at the specifi- I strike price.

®  Put Option - buyer has the right, but not the obligation, to sell
crude oil futures at the strike price.

¢  Call Option - buyer has the night, but not the obligation, to buy
crude oil futures at the strike price.

®  Premium - the price paid by the buyer to the seller for the option.

»  Option Identification: Type = Putor Call
Class = Expiration Date
Series =  Strike Price

INTRINSIC VALUE - AMOUNT BY WHICH STRIKE PRICE IS "IN THE MONEY".

CALL PUT
IN THE MONEY MARKET > STRIKE MARKET

STRIKE

AT THE MONEY MARKET = STRIKE MARKET
STRIKE

OUT OF THE MONEY MARKET < STRIKE MARKXET
STRIKE .

<

>
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USE OF CRUDE OIL OPTIONS

¢ OPTION DEFINITION

CONTRACT WHICH GIVES BUYER THE OPTION TO
BUY OR SELL A CRUDE OIL FUTURES CONTRACT AT
A FIXED PRICE - THE STRIKE PRICE - WITHIN A
SPECIFIED TIME PERIOD.

¢ OPTION CONTRACTS - TWO TYPES

DOWNSIDE PRICE
PROTECTION
RECEIVES SHORT FUTURES

RECELVES PREMIUM
DOWNSIDE PRICE
EXPOS

URE
DELIVERS SHORT FUTURES

¢ DISPOSITION OF OPTIONS CONTRACT

RESELL (CLOSE OUT)
EXERCISE

LAPSE (EXPIRES UNEXERCISED)




¢ Elements of Option Value: Known Factors - Easily Quantifi aBIe

0 Intrinsic Value, or amount by which underlying market (futures or cash) price
exceeds the strike price

“.

¢  Extrinsic Value, or the amount by which the option premium exceeds its
Intrinsic value, 35 determined by the following:

©  Term to expiration... ths longer the term the higher the premium,

o Shgrt-term interest rates... the higher the rate, the lower the premium,
an

) Unknown_Factor - Most Important

o Underlying Price Volatility, or the expected variation in underlying
market prices, as indicated by the implied volatility values generated by
Options pricing models, after accounting for the above (known) factors.

¢ Basic Commodity Option Pricing Model: Modified Black/Scholes Model, utilizing

the following formulas for

aalls: C=e™ [UN(d,) - EN(d,)], where d, = In tU +s2t/2
s

and d, = d, - sVt

putss p =e™ [UN(d,) - EN(¢,)]
with C = Call option premium
P = Put option premium
e" = natural log base value = 2.72, raised to the nr.gative power of (ra

X (t), where r= short-term interest rates and t = time ti

expiration, expressed as a ercentage of one year (e. oy
507365 = 0.247) d £ year (e8

U = underlying price of the associated futures contract
E = strike or exercise price of the option coatract

N = Normal probability distribution of

In = natural log

s = standard deviation of price movement, or volatility

D>



COMBINATIONS:

Vertical -

Horizontal

Diagonal -
Straddle

Strangle -

Fence -

Bull or Bear Spreads

same type, same expiration, different strikes
same type, same strike, different expiration
same type, different strike, different expiration
different type, same strike, same expiration
different type, different strike, same expiration

different type, opposite positions, (i.e., synthetic
long or short futures)

refer to combinations based on expected price an
volatility.

percent change in the option premium relative to
the underlying futures price

the rate of change of the delta

change in the option premium due to the passage
of time

change in the option premium due to a change in
implied volatility




Options vs. Futures: Basic Trading Strategies

When Buliish or Exposed
to Rising Prices

Long Futures
Sell Puts
Buy Calls

When Bearish or Exposed
to Falling Prices

Short Futures
Buy Puts
Sell Calls

Difference In Strategles

FUTURES

Risk Full Exposure to
Adverse Price
- Movement

Reward Full Benefit of
Favorable Price
Movement

OPTIONS

Buyer: Exposure to Adverse
Price Movement
Limited to Premium
Expense

Seller: Exposure to Adverse
Price Movement off-
set only by Premium
Received

Buyer: Full Benefit of
Favorable Price
Move (Less Premium
Paid

Seller: Limited to Premium
Received

0



FUTURES VS. OPTIONS

PAPER PROFIT

i
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OPTIONS

Covered Call- Covered
Ammduﬂhﬂtﬂahaledaaﬂ Cal

against a long futures position. Premium
income is eamed if futures move sideways | Posttion Premium Dollar Premium Deita
to slightly higher or lower. This position is

bullish (note the + .60 delta) and is heiped | B ! $16 Futures +1.00
wmmuwwhmdm Sefl 1 $17 Call $0.70 $700 - 40
Profits are limited on the upside; losses are Net Credit $%0.70 $700

unlimited as prices decline. The premium Net Deita + .80
received from the sale of the call, however, |*

acts as a partial hedge against the futures :
position as prices decline, Muinnmkul: Unlimited on downside
I . Maximum Profit: $1.70 per barrel or $1700 per covered call
Long Fut: Breakeven Futures Price: $15.30
Thisposiﬂongivesmeholdermeﬁghtbm 2
notﬂieobligaﬂontoseummreutllﬁpa . . s T
[ ]
/ .
[ J

barrel for a specific period of time. This
Pasition profits if prices decline, while total
risk is llnutedtotheprunimnpdd.
lncnuingvohtﬂity {avors this position
whiletinpnsageoltimemhagdnstmis
trade. Hedgers can use buy-put strategies
participate in market railies, should they
occur,

o o o 90 DAYS LEFT
e AT EXPIRATION

10 11 12 13 14 15 16 17 18 19 212 23 24

RIWRESPR!CE(Mmp‘rbunI) T
Long Put
Position Prembun Dollar Premium Dcila
Buy 1 $16 Put $1.09 $1.090 - 47
Maximum Risk: Slmperbmdorllmo;’aconm
Maximum Profit: Unlimited on the downside
Breakeven Futures Price: $14.91
-8
44 s o o 90 DAYS LEFT
§' 3 - = AT EXFIRATION
‘H
14 .
[ ]
o [ ]
[ ]
[ ]
-1 \ ° e ® . L 2 o .
-z LA LS v L 5 v v v v v L4 v .l
10 11 12 13 14 15 18 17 18 19 20 2% 223 4
FUTURES PRICE (doflars per barrel)




Options Strategles

Options on crude oil futures have experi-
enced rapid growth in terms of volume and
open interest since their introducticn on
the NYMEX trading floor on November 14.
This popularity reflects the great versatility
of these instruments. Options permit trag-
ers to construct positions to suit virtually
any view about market direction, timing and
volatility, while tailoring the level of risk.

Presented here are six basic strategies
along with their profit and loss profiles.
Time is a critical factor in option valuation.
This is illustrated in the accompanying
charts which show the profitloss profiles
both at expiration and with 90 days re-
maining to expiration. The following as-
sumptions were entered into the “Black™
model to calculate theoretical option pre-
miums:

® Futures price of $16 per barrel (when

position established)

8 Volatility of 35 percent

® Interest rate of 6 percent

In each example, debits are monies paid
out by the buyer of the position and credits
are cash funds received by the seller (or
writer) of the option position. The delta is
the amount by which an option premium
will change relative to a change in the un-
derlying futures price.

Long Call:

A long call strategy gives the holder the
right, but not the obligation, to buy futures
at $16 per barrel for a specilic period of
time. This position profits if prices rally.
Profits are unlimited on the upside; total
risk is limited to the premium paid
regardless of where futures trade. This
trade is helped by increasing volatility,
while the passage of time works against it
Hedgers can use buy call strategies to lock
in purchase prices and still benefit from
market declines.

Short Call:

In exchange for the premium received, the
writer of a call option is obligated to sell the
underlying futures at $17 per barrel, any
time prior to expiration, if assigned. This
position maximizes profits if prices are at
$17 or lower at expiration. Profits are
limited to the premium received, while risk
is unlimited as prices climb above the value
of the strike price plus the premium.
Declining volatility is favorable to the trade,
as is the passage of time.

»
[

-l
]

PROFIT/LOSS
(Thousands of dotlars)
(]

'

Long Call
Position Premium Dollar Premium Delta
Buy 1 316 Call $1.09 $1,090 +.5
Maximum Risk: $1.09 per barrel or $1.090 per contract
Maximum Profit: Unlimited on the upside
.Breakeven Futures Price: $17.09

6

5 - e ¢ o 90 DAYS LEFT

= AT EXPIRATION
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[ ]
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10 11 12 13 14 15 16 17 18 19 20 21 2 23
FUTURES PRICE (doiars per barel)
Short Call
Position Premium Jollar Prernium Deita
Sell 1 $17 Call $0.70 $700 -53
Maximum Risk: Unlimited on the upside
Maximum Profit: $0.70 per basrel or $700 per contract
Breakeven Futures Price: $17.70
1
—r
[ ]
0 -

PROFITNOSS
(Thousands of doliars)
)
[*]

® o o 90 DAYS LEFT
= AT EXPIRATION

10
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FUTURES PRICE (dofars per barre!)




Short Put
Posliion Premium Dollar Premium Delta
Sell 1 $15 Put $0.64 $640 +32
Maximum Risk: Unlimited on the downside
Maximum Profit: 0.64 per barrel or $540 per contract
Breakeven Futures Price: $14.36
1 <,
/ o« * * 7 *
[ ]
0
[ ]
- o R
cné-l- *
[ ]
83 {
1N
o -3
e o ¢ §0 DAYS LEFT
-l = AT EXPIRATION
" 30 11 12 13 14 18 16 17 18 19 20 21 2 23

FUTURES PRICE (doilars per barrel)
Long Straddle
N
Poslition Premium Dollar Premium Delta
Buy 1 $16 Cail $1.09 $1,090 +.53
Buy 1 $16 Put $1.09 $1,090 - 47
Net Debit $2.18 $2,180
* Net Deita +.06
Maximum Risk: $2.18 per barrel or §2,180 per staddie
Maximum Profit: Unlimited in either direction
'Brukevm Futures Prices: $18.18 and $13.82
8
s -
4
N
g s 2+ . *
= °
‘ - U} [
* [ ] - [ ] *
o a
-1 o o o 90 DAYS LEFT
-2 — AT EXPIRATION
-3

10 11 12 13 14 15 16 17 18 19 20 21 22 2 24
FUTURES PRICE (doflurs per barrei)

Short Put:

in exchange for the premium received, t
writer of a put option is obligated to buy t
underlying futures at $15 per barrel, any
time prior 1o expiration, if assigned. Thi
position realizes maximum prolits if futur
are trading at $15 or above at expiratior
Profits are li=~ited to the premium receive
while risk is uslimited on the downside.
Declining volatility is favorable to this
trade, as is the passage of time.

Long Straddle:

A long straddle is a combinaticn of a loi
put and long call with the same strike pri/
and expiration date. Long straddles are al:
called long volatility trades because the
position profits when ti:e market moves
sharply in either direction. Profits are
unlimited in either direction. Losses are
limited to the total premium paid. Maximu
risk is $2,180 and occurs if futures are at $'
per barrel at expiration. This trade might |
established ahead of a scheduled release
economic information or before an OPE(
meeting, in anticipation of increased
market volatility.



Assessment of the likely direction and magnitude of price change

over a given time period.
Choice implies time-specific price/probability assessments.

Liquidity of each instrument at .various price levels (e.g.,
exposure in futures position to "limit" price moves).

Preference for maintaining options position vs. liquidating
futures and re-establishing position.

Loss exposure is the premium (cost) of options vs. the potential
loss on the futures position (assuming a managed hedge). Is
premium so high that a managed futures position provides a
more cost-effective strategy? Depends on perceived volatility.




Basic Decision Rules for Selecting Strike Prices
(1.e., Option Series)

Market View
Direction Magm'tpde Preferred Strategy
Bullish Large Buy out of the Money Calls
SeK in the Money Puts
Bullish Small Buy in_the Mon \e% Calls
Sell out of the Money Puts
Bearish Large Buy out of the Money Puts
" 8 Seﬂ, in the Money Calls
. Bullish Small Buy in the Money Puts

Sell out of the Money Calls

Weighing market view against prevailing premiums will

ultimately determine the selecting of the appropriate strike
price.




Parameters of Price Change

‘Three key variables affect option prices or premia:

1) level of strike price relative to the underlying price

2) the implied volatility of price movement

3) time till contract éxpiration or contract term

Four measures have emerged to capture these determinant of price:

Delta - percent change in the option premium relative to the

Gamma -

Vega -

underlying futures price. Measures the percent equivalent
of an option position vis-a-vis a futures position.

the rate of change of the delta value with respect to
the change in the underlyin% price (i.e., delta = first
derivative of premium_with respect fo underlying
rice, gamma = second derivative of this function).
easures the rate of change of the futures-equivalent
option position with respect to the underlying price.

chan%e in option premium due to a change in implied
at1

volatility).

ity (i.e., § value change per % change in implied

Theta - E:_han%e in option premium due to passage of one day’s time
ie.,

Each of these
time till expira

value decline in position per day of time elapsed).

parameters are a function of the strike vs. price and

tion (e.g., vega varies depending on underlying prices

and time expiration).
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EFFECT OF VOLATILITY ON OPTION RETURNS

LONG STRADDLE ATM = 15.92
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EFFECT OF TIME ON OPTION RETURNS

LONG CALL ATM = 15.02
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D)

I

Strategy Alternatives

Outright Buying or Selling (Writing) Options

A) Buy Call - Bullish
B) Sell Call - Bearish
C) Buy Put - Bearish
D) Sell Put - Bullish

Synthetic Futures Strategies or Fences

A) Synthetic Long Futures (Bullish
) ynLong Call + Short Put ' )

B) Synthetic Short Futures ﬁBearish)
= Long Put + Short Ca

8 Covered Ofptlon Strategcles or Taking Option Position
Opposite o Underlying Cash or Futures Position

/l;b



COVERED OPTION STRATEGIES

UNDERLYING
OPTION COMMODITY
STRATEGY POSITION POSITION  MOTIVATEDN BY

Covered Call Sale = Short Call + Long Commodity Neutral to Slightly Bullish
Covered Put Sale = Short Put + Short Commodity Neutral to Slightly Bearish
Synthetic Call = Long Put + Long Commodity Bullish

Synthetic Put = Long Call + Short Commodity Bearish

SYNTHETIC FUTURES STRATEGIES
(FENCES)
Synthetic Long Futures = Long Call, Short Put (Bullish)
Synthetic Short Futures = Long Put, Short Call (Bearish)




alling Volatili
Cash (Falling ") Short Cash
Long Futures Short Futures
Synthetic Long Futures Synthetic Short Futures
Long (gll Long Put
Stort Put (M ATM) | Short Put (ATM, O Short Call (M A
ort Put ort Put ort
Covered Cail Sale (OTM) Short Call (ATM, O% Covered Put Sale (O
Synthetic Combinations
Covered Call Sale (A
Covered Put Sale (A
Sell Straddle
Sell Strangle
Bull Call Spread Bear Put Sspread
Bull Put Spread Bear Call Spread
Call Ratio Spread
Put Ratio Spread
Long Butterfly
Long Condor
(Rising Volatility)
Call&Put Ratio Backspreads
Buy Straddle & Strangle
Short Butterfly & Condor

tion Strate ctrum

The keys to effective implementation of option strategies are several-

fold:
1)
2)

3)

4)

Reliable indicator systems for determining both the
directional and volatility trend of price movements,

Knowledge of the range of portfolio (i.e., outright, spread,
futures and option) combinations available,

Capability to quantify the return profiles of alternative
strategies under various price, volatility and timing
scenarios,

Ability to adjust position in resg.onse to changinlg price and
ica S

volatility conditions (i.e., as indicators or actua change).

nf"\

“\



RETURN PROFILE ON BULLISH POSITIONS

OPTIONS AT 30 DAYS TO EXP.

1.5 o

Y -ty

[ TN

Vel | b
(Thousands)
Q

¢ et Wt b

-1.5 =

-2{.1 T

13.92 14.42

 + L CALL

5 umM

! T —T v T
14.92 15.42 15.92 16.42

UNDERLYING
o S PUT a L CALL/S PUT

(ATM) 0.50 OMM)
™ I ‘L‘

16.92

T
17.42

b

17.92

L FUTURE /S PUT
(50.50 QM)



CRUDE OIL IMPLIED. VOLATILITY: 1987

AVERAGE OF ATM PUTS AND CALLS
46

14 ‘mmmmmmwmwmmmmmm '
JAN  FEB MARCH APRIL MAY

JUNE JULY AUG SEPT oCT NOV  DEC
DATE
= IMPLIED VOLATILITY

. III=-26 .
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WHAT IS A SWAP?

A STREAM OF INCOME DETERMINED BY
REFERENCE TO THE PRICE OF A COMMODITY OR
OTHER INDICATORS OVER AN AGREED TIME

FRAME.

ALTERNATIVELY PUT

BUYING OR SELLING ON A FIXED PRICE TO BE
REVERSED AT A LATER DATE ON A PUBLISHED
PRICE BASIS FOR CASH SETTLEMENT.



12th JULY PRICES:

DELIVERY
MONTH

DATED
JULY
AUGUST
SEPTEMBER

PRICE
$/BBL

20.00 JULY)
20.00

19.00

18.00

LAST THIRD OF PRICE: 23.10 ($20.00 + 3.10)

FINAL PRICE = (21.60 + 22.85 + 23.10) /3 = 22.52



CATEGORIES OF SWAPS
(OR DERIVATIVE PRODUCTS)

LONG DATED CRUDE OIL SWAPS
SHORT/MEDIUM TERM PRODUCT SWAPS

HIGHLY SPECIFIC OIL INDUSTRY SWAP
MARKETS

-  DATED/PAPER CFD MARKET
-  FIXED/FLOATING SWAP MARKETS

OTHER DERIVATIVE INSTRUMENTS
-  BONDS WITH WARRANTS ATTACHED

-  FORWARD "TRUST" OFFERS



USERS OF SWAPS AND WHY

Energy Consumers:
(Short)

Energy Producers:
(Long)

Manufacturers:
Refiners

Airlines, power utilities,
transportation companies,

-hauliers, bus companies, etc

Need to lock in energy costs
for competitive and planning
purposes. Also company can
take a medium-/long-term
view on fuel costs.

Exploration and production
companies

Need to lock in future prices of
energy stream or new
developments thatcan only be
financed with a guaranteed
return on investment

Have the opportunity to lock in

all or part of the future refining

margin thereby guaranteeing
a certain return '



e —

SHORT/MEDIUM TERM
PRODUCT.SWAPS

Main users

o “Airlines
o Transportation Companies
o Utilities

Example

MS sell fixed price Singapore Bunker Fuel to
shipowner period November 1991 — June

1992
A. Price $80

B. Shipowner charters out vessel to Taiwanese
coal importer at a set rate with no bunker
escalation clause based on a fixed price of $82.

C. When Shipowner passes Singapsre each
month and buys physical bunkers, he sells
back his paper hedges to MS reference Platt's
bunker prices.

(B — C) — A = $2 per tonne profit to Shipowner
N

.///.



WHAT ARE THE RISKS?

— UNCLEAR OBJECTIVES

— BASIS RISK  * QUALITY
* TIMING
* LOCATION

— LIQUIDITY

— FINANCIAL POSITION OF
YOUR COUNTERPARTY

— COMPETITIVE POSITION

— LACK OF OIL EXPERTISE



RGY SWAP MARKET:

Deals Characterized by:

- FUTURES OR OPTIONS - TYPE PRICE INSURANCE

- LONG TERM (1-10 years)

- NEGOTIATED CONTRACTS, NOT STANDARDIZED
- CREDITWORTHINESS CRITICAL

- NOT REGULATED

- NO CENTRAL EXCHANGE
Deals Offered by:

Phibro (Salomon Bros.)
J. Aron (Goldman Sachs)
Morgan - Stanley

Louis Dreyfuss

Hedge Oil (EIf)

Bankers Trust

Chase Manhattan
Banque Paribas
Shearson American Express
First Boston

Continental Bank

AIG Financial

Citicorp

C. Itoh

Merrill Lynch
Midland Montagu
Morgan Grenfell
Nomura International
Wardley-Thomson Limited
Bankers Trust
Banque Indosuez
Barciays Bank

British Petroleum
Cargill Investor
Chemical Bank




BAS!C SWAP STRUCTURE

(Offsetting Contracts)

Rise Rise

PUSgHA:SE SWAP SALE
ONTRACT. s$ $ CONTRACT:
CONTRACT: <mmmm | INTERMEDIARY <o PRICE
PRI%E CAP s $ FLOOR
FOR

. ) FOR
OIL BUYER Prices Prices OIL SELLER

Fall Fell

Swap Tems:

Swap Sale Contract at $20/BBL.
Swap Purchase at $20.20/BBL.
Period - 3 Years
Volume - 50,000 BBL./DAY

Payment* - Difference between swap
- price monthly average
of price reference

Price Reference - NYMEX DAILY
SETTING PRICE
less $.60/BBL

* Purchaser receives ré'sellor makes) payments - $/BBL. amount which the variable price reference exceeds the

fixed swap price, purchaser makes (seller recelves) payments - $/BBL. amount by which the variable reference
price falls below the swap price.



COMMODITY-INDEXED TRANSACTIONS

FIXED-FOR-FLOATING COMMODITY SWAPS
COMMODITY PRICE "CAPS", "FLOORS" & "COLLARS"
BASIS SWAPS

COMMODITY-INDEXED FINANCING & SECURITIES
STRUCTURED FINANCE |
INVESTMENTS

ROLE OF THE SWAPS DEALER

PRINCIPAL IN TRANSACTIONS

ASSUMPTION OF CREDIT RISK (TWO-WAY)
DEAL ANALYSIS, STRUCTURE & EXECUTION
CONFIDENTIAL COUNTERPARTY

POSSIBLE DEBT OR EQUITY INVESTOR

RISK ARBITRAGE
(CREDIT, GEOGRAPHY, BASIS, MARKETS)

PROFITS FROM DEALS BASED ON RISKS MANAGED

A\



Swap Portfolio Development

Intermediaries;

Sellers and Buyers

Sellers of
Fixed Price

Commodity

1)

A1 /

Direct Contracts

Financial Firms
(upside or downside)

Energy Firms
(covering opposite

position) "

Buyers of Fixed
Price Commodity

Insurance (B)

Producers (downside)
End-users (upside)
Financial Firms
(covering opposite
position)

FIRST
INTERMEDIARY
(Back-to-Back)

\\\\m

A2 II B2
A3 B3
SECOND
INTERMEDIARY
(Mixed Portfolio) \\\\\
2) Indirect Risk

Management
Tools

Debt Futures &
Instruments Options
Market

Hedge

\

Field Marginal
Ownership Supply
Interest Portfolio

»2/L{’b



Straight Fixed Swap Price at $20/bbl

$20-
Bank Pays Bank Pays
Seller Buyer
/-
$0
Buyer Pays Seller Pays
Bank \ Bank
-$.1o .
-$20 i 1 1 ] ] 1 3 !
0 5 10 16 20 25 30 35 40

Price at Determination Date




VARIATIONS TO THE BASIC SWAP PRICE AND VOLUME STRUCTURE

Price Variations:
o  Standard Fixed Price Swap with Linear Return Profile

0 A Fixed Periodic Escalator (e.g., 5% Annum), Producing a
Swap Price Ray or "Ratchet"

O A Percent of Escalation Arrangement Whereby Buyer and
Offeror’s "Percent of Price Participation" * Beyond a
Pre-Specified Price is Negotiated

(Begins to Introduce Option Valuation Procedures ...
Le., the Anticipated Volatility of Price
Movement As Well as its Expected Direction and Level)

0 A Pure Option (Ca%and/or Floor) Price Structure, whose
Valuation 1s Linked Directly to Implied Volatility

- MY



B) 100% Escalation to Buyer, 509
to Seller, with Swap Price @ $3/mcf

$3r
Bank Payg ~

Bank Pays |
$21 Seller \ V
$1 )

: Seller Pays
& Bank

03~
L
o

Buyer Pays
Bank

-$3 i ] ] ] 1 L 1 ! 1
0O 05 1 16 2 26 3 35 4 45 6 656 6
Price at Determination Date

Buyer receivas 100% of each $ of upside
movement, pays 50% 10 seller for
each $ downside
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FIGURE IV-3 (cont.)

C) Collar: Cap @ ‘$2:50/mcf and Floor
@ $1.60 MCF Each with a Premium -of $0.50

$1.5 Seller

Buyer

(Buys Cap,
8ells Floor)

(Sells Cap,
Buys Floor)

Sel_ler
1 ] ] 1 | '
0.5 1

[ )
1.5 2 2.5 3 3.5 4
_Price at Determination



PRICING THE SWAP

Swap Price relative to Forward Price Curve
Factoring in Time Value of Money
Swap Price vs. Projected Commodity Price and Cost of Money

Implicit Option Premium Cost, Hence Implied Volatility, Built into (
Floor and "Collar" Prices

Factoring in Performance Risk and the Duration of the Contract

Apcfarent Market-Maker’s Margin vs. Cost of Direct Hedge Execu!
and Management




15

CRUDE OIL PRICE TRAJECTORY @ VAR. DATES
NEAR THRU 17TH FORWARD MO.: JUL-OCT '90

1 ] ] 1 1 1 ] 1 l [ ] 1 1 ] 1 H 1 [

1 2 3 4 5 6 7 8

9 10 11 12 13 14 15 16 17 18

FORWARD MONTH
_a- ISTWK.JULY _,_AUG. —aSEP.
_g- OCT. _e-NOV.



CRUDE FUTURES PRICE TPAJECTORIES

JAM.SIVS.APR.SO 1990

L

...........

185 —

SR, B

FORWARDOONTRACTMO '
D EFF.JANIL'SQ .- . . c +  EFF,APR. 30,90

SERE! T T T ! T 1 T R

! 2 "f3 4 6.6 T 89 o . ono



ALTERNATIVE SHAPES OF THE
FORWARD PRICE CURVE FOR LONG TERM (cu..m‘“c’,.‘iiz'éiﬁm:éi';f& COLLAPSE)

- OIL "SWAPS" toa=

] ———

e _—
(A) CURRENT (STROCWG PROMPT, FGRWARD DISCOUNT) P / R -

PRICE e
20.5

”

193

(C) LONGER RUN CONSTRAINED CAPACITY VIEW
{CONVEX CURVE) :

19
mcs

t )
l‘.“ Il 1 ] i
. o a3 e




Year

1989
1990
1991
1992
1993
1994

Derived 5-Year Crude 0il Swap Market Forward Price Trajectory for Long_Hedge

(Demonstrating Role of Time Value in Swap Price Determination)

Swap_- Projected 1994 hominal Margin Cum. value

Projected Average Price 5-Year Prices (Margins) Compounded 8 10% . of Swap
(Nominal $/BBL) Swap Price ($/BBL) Per Annum ($/BBL)
$19.40 (spot) $20.00 N/A
$18.50 (avg. futures)" $1.50 $2.20 $2.20
$18.50 - $1.50 $2.00 $4.20
$13.50 . $0.50 $0.61 $4.81
321.00 - -$1.00 -$1.10 $3.71
$22.90 - -$2.90 ~$2.90 $0.81

[080 -7y A = 420 08

Assumes: Swap volumes are spread equally between forward years 1-5 (i.e., 20%
althovgh in practice the hedger will astack 100% of the volume in year 1, rolling
80% to year 2, 60% to year 3, 40% to year 4, etc. To the extent that prices
move up frou the original forward price curve shown, it is assumed that the
gains in the stacked (nearby year) hedged positic.: will preclaeljbffset the
highex hedge price to be established in the forward Years (i.e., no change in

the time spread or Buape of the forward curve).

f’
w&b

per year),



#2 OIL: VOLATILITY & CALL. PREMIUMS
FEB CALL TRADING ON 4/15/91

CENTS/GAL

12
'STRIKE PRICE = 60 c/g

FEB FUT PRICE ON 4/15 = 59.48 ¢/g

10

8 | /

6 OFFER OF 8 o/g FOR CAP AT 80 IMPLIE8 _.—
VOLATILITY = 30 % V8 MARKET
VOLATILITY BETWEEN 20-28%

2 .
‘ / | —— GALL PREMIUM

0 ! | ! ! | ! I I
6 10 15 20 26 30 36 40 45

VOLATILITY




THEORETICAL OPTION PREMIUMS FOR WINTEH HEATING OIL COLLAR

DAYS FuT
TO PRICE
MONTH EXPIRE ()
CASE 1: JAN 199 40.09
ASSUMED
PRICE FEB 234 4859
VOLATILITY
-25% MAR 282 47.04
CASE 2 JAN 199 48.00
ASSUMED
PRICE FEB 234 4859
VOLATILITY
=40% MAR 262 47.04

MAY 23, 1939 :
PUT PREMIUMS CALL PREMIUMS
E-5 F-4 F-3 E-2 F-1 E E  Esl Fs2 Fed Feo4 E8
149 182 220 262 309 3.61 361 317 277 241 209 180
170 205 244 288 335 387 387 343 303 267 234 205
177 213 252 298 344 23906 396 35% 313 2.76 244 24
332 375 421 470 822 B5.78 5.70 533 4983 458 420 388
3690 413 4861 5.10 5§83 a.18 618 6575 5.38 4.08 465 4.3
381 428 474 524 577 632 632 500 551 513 478 445

057



INDICATIVE STRIKE PRICES FOR * SELF-FINANCING*
COLLAR ON WINTER '92 #2 OIL PRICES®

PUT CALL
STRIKE VI ATMONEY  PREMIUM STRIKE V3. AT MONEY
5833 0.00- 5.04 58.33 0.00
57.53 .~0.80 4.60 59.33  e1.00
5673 -1.60 418 60.33 *2.00
§5.93 -240 380 01.53 +3.90
£5.13 -220 845 6233 . +4.00
54.33 -4.00 312 63.33 +5.00

*BASED ON APAIL 10, 1991 RESULTS FOR THE FES 82 #2 OiL. OPTION CONTRACT.

7
—



Section 12

Finance




PAYMENT METHODS IN OIL TRADE

QO OPEN ACCOUNT

O STANDBY LETTER OF CREDIT/ GUARANTEE

O DOCUMENTARY LETTER OF CREDIT



LETTERS OF CREDIT

BUYER OPENS L/C WITH BANK IN FAVOUR OF SELLER

BUYER'S ADVANTAGES

o SELLERHAS TO PERFORM re DELIVERY
AND DOCUMENTS TO OBTAIN PAYMENT

o TOOL TO OBTAIN LONGER CREDIT PERIOD

BUYER'S DISADVANTAGES
Q. LOSS OF FLEXIBILITY
Q COSTS

SELLER’'S ADVANTAGES
a CREDIT RISK ON BANK

SELLER'’S DISADVANTAGES

o SPECIFIC PERFORMANCE REQUIREMENTS
TO OBTAIN PAYMENT

Q LOSS OF FLEXIBILITY

i A Y
o
=~
;.



DOCUMENTARY LETTERS OF CREDIT

0 ' "A CONDITIONAL BANK
UNDERTAKING OF PAYMENT .
AGAINST PRESENTATION OF A
SPECIFIC SET OF DOCUMENTS
WITHIN A SPECIFIED PERIOD
COVERING ‘A SPECIFIC CARGO"

o  ALL DOCUMENTS MUST BE IN
ORDER FOR BANK TO HONOR
LETTER OF CREDIT FOR PAYMENT
0 ALWAYS IRREVOCABLE

o SEE BRENT CONTRACT FOR .
TYPICAL FOR MAT

AVA

Y
R



BALANCE SHEET

THE SECURITY IS THE FINANCIAL QUALITY OF THE

COMPANY

ie, ITS BALANCE SHEET

BANKACCEPTS ANY TRADING EXPOSURE IS
LIKELY TO BE COVERED BY NET ASSETS

WHO APPLIES TC?

Q

Q

Q

Q

MAJORS

LARGE FINANCIAL
FIOUSES/INVESTMENT BANKS

" LARGE INDEPENDENT OIL COMPANIES

LARGE TRADING HOUSES

BANKING ROLE?
o ARMSLENGTH

Q

PRICE DRIVEN

~C ‘



WHO DOES TRANSACTION FINANCE
APPLY TO?

THOSE WHO CAN'T GET BALANCE SHEET FINANCE,
IE:

a TRADERS
a  SMALLER OIL COMPANIES
BANKING ROLE
BANK NEEDS TO KNOW:
@ THEMARKET
Q 'P.R'ICE TREND
a TYPE OF CONTRACT
a TRADERS' EXPERIENCE



EXAMPLES OF DOCUMENTS REQUIRED
FOR DOCUMENTARY LETTER OF CREDIT

ALL ORIGINAL BILLS OF LADING
CERTIFICATE OF QUANTITY
CERTIFICATE OF QUALITY

VESSEL TIMESHEET
© ULLAGE REPORT
CERTIFICATE OF ORIGIN/T2L
MASTERS RECEIPT FOR SAMPLES
MASTERS RECEIPT FOR DOCUMENTS
INSURANCE CERTIFICATE
DISCHAhGE CERTIFICATE

COMMERCIAL INVOICE

_.l}, \



LETTERS OF INDEMNITY

TWO TYPES OF LOls:

Q

TO ALLOW FOR PAYMENT WITHOUT
PRESENTATION OF BILLS OF

LADING/DOCUMENTS

Q TO PERMIT DISCHARGE OF CARGO OR
CHANGE OF DESTINATION WITHOUT
PRESENTATION OF BILLS OF LADING

PURPOSE OF LOIs

Q INDEMNIFIES BUYER FOR THE RISK THAT
TITLE WAS NOT TRANSFERRED

Q  INDEMNIFIES AGAINST CONSEQUENCES OF

MISSING DOCUMENTS

SELLER CAN ISSUE LOI or BANK CAN

Q
Q
Q

Q

COUNTER SIGN LOI
ISSUE LOI
JOINTLY ISSUE LOI

BANK PREFERS COUNTER SIGNING

N.B. SEE BRENT CONTRACT FOR TYPICAL FORMAT



LETTERS OF CREDI'T



PROCEDURE USED IN A LETTER OF CREDIT

| | ‘ SALES CONTRACT } ] |
| SELLER | | BUYER |
| | > MERCHANDISE ’ | |
4 + | | |
i [ | | |
ADVICE | DOCUMENTS DOCUMENTS | |
| | | ] | CREDIT
| I | | | APPLICATION
| | | [ |
| ! | | I |
| PAYMENT | | PAYMENT |
| | [ | | |
| | ¢, | | |
] l | v v
] | DOCUMENTS } | |
| apvisings | | ISSUING |
| CONFIRMING | ‘ PAYMENT | BANK |
| BANK ] | |
| ] ‘ CREDIT | |
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LETTERS OF CREDIT: DOCUMENTS

1.

1.1

Ganeral

The bank latter uf credit impuses nu yreater requirement than
the buyer would impose on the seller under any other trade tecms
save tLhat neyutiabie transpurt documents must be included if the
issulng bank i3 Lo obtain security over the documents (which is
normally required). This i3 a key point in the banking system's
availment of credits Banks may well be willing to [ssue
payment guarantees wihout security fuc some of their customers,
but certalinly not for as many a3 they will I[ssie letters of
credit. The reason is that in extremis the issuing bank sell
the merchandise tu repay Itself because the neqot iahle transport
documents yive it title. There may be a loss i:ut not as much as

- without the merchandise.

Usual transpuct documents are the tollowing:

Bill o€ ladin

Details on the blll uf lading should inciude:

i descriptiun of the merchandiste consistent with the credit

L vessel's name '

il evidence of loading usually by the impogsition of the words
“an boaru*;

iv loading and discharge ports;

v names of shipper (Lhe seLler) and consignee (the buyer,
his agent or sometimes "to ordec®™);

vi vhether freight {s pre-paid or not;

vil the number and date of bills., the date is pechaps the
most important requirement. Firstly, it shows whether the
goods are shipped within a required time for shipment
under the credit; secundly Lt anables determinatlon of
presentation within the validity of the credit or, if no
date is specified, 21 days of the date of the bills;
thirdly, it permits determination of Lhe acceptability of
the accompanying insurance document.

The law affecting bills of lading is fairly complicated
but, in 2ssence, these are common sense documents. Any
marks or comments on bills shouid be treated with care.
For example, if the credit calls for merchandise to be
stowed, and the bills are marked that gyoods are loaded on
dack, they are not acceptable and indeed Lthe insurance
cover may not be effective either.



1.4

Common Discrepancies

Claused (unclean) bills of lading

Charter party bill of lading

No evidence of goods actually "shipped on board"

Shipment made betwsen ports other than those stated {n the
credit

Goods shipped on deck

Presentation of an insurance document of a type other than
that required by the credit

Insurance riaks covered not as specified in the credit
Insurance cover exprezided in a currency other than that of
the credlt

. Under~-insured

lnaurance not effective frum the Jdate of the shipping
document

Documents inconsistent with each other

Description of goods on invoice differs from that in the
cradit

Marks and numbers differ between documents

Credit amount exceeded

Credit expired

Documents not presented in time

Late shipment

Abgsence of documents called for in the credit

Bill of exchange drawn on a wrong party

Bill of exchange payable on an Interminable date

Bills of lading, insurance Jdocament or bill of axchange
not endorsed ccrrectly

Absence of signatures, where crequired, on documents
presented

Bill of lading does not evidence whether freight is paid
or not :



BANQUE DE PARIS ET DES PAYS-BAS (SUISSE) S.A.
Geneva
Basle, Lugano, Zurich, Nassay

Banque de Paris et des Pays-Bas (Suisse) S.A.
is one cof the leading banks involved in
the financing of the international oil trade.

Head Office . 6 rue de Hollande, 1211 Geneva 11, Switzerland
Telephone (022) 20.61.11

Telex 422165 pb ch

Branches Basle, Lugano, Zurich and Nassau

Loan Production/
Representative Offices Hamburg, London, New York

The author is the Senior Representative of Paribas Sulsse in London.
London Representative Office : 10-11 Grosvenor Place, London SW1X 7HH
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Financing oil shipments
Jacques Leuba

1. Introduction

In terms of both phyaical and financual volume, the
internantional oil trade must be the biggest trade in the
world. involving a diversity of companics ranging
from the largest mubtinationals 1o the smallest
offshore and domesnic traders. This chaprer Inoks at
some of the methods used by bankens lending to
compamies involved in the meernanonal oil rrade. and
the problenic they encounter. concentratng on
“transactional” nnance.®

Transacnonal finance sigmfies lendine on the
strengths of. and for the sole purposes of doing. a
specitic deal which does not necessanly reqire re-
course by the lender to a strong halunce sheet or o
other resourees provided by the horrower. Because
of the huge amounts involved. the form of finane
most used by trading compamies is self-hgmdanmg or
transacnional,

After a gencral deseniption of mternanonal ail
markees. several tvpes of transscrron are summr-
ized. with consideranon of the ks involved.
Sceuney available ta cotapanies and to their bankers
15 examined alongmide bankmg procedures and col-
lateral requirements in various  commercial situ-
atons. The final part of the chaprer looks at the
constraints faced by banks in enfarcme thar secuney,
apprasing thewr chents” eredit, and hiiting thesr
outstandngs.

1.1 International oil markets

1.1.1 Types of company

Until the late 1900, the internationa) production and
distribution of” crude o1} and products was almost
entircly the preserve of the largest mtegrated ol
companics. the Seven Sisters, together with some
state owned ennties such as CF1Y of Franee. These
companics held ntle to production concessions in the
producing countrics and were ahle, through thar
control and ownership of extensive tanker flee,
refining plants and marketng nerworks. o dommare

* The autiior prateiubh acknowledes the pindance pronaded by
Christan Wever. nvad of Paribas Sunae's banking dn i, whes
has been respoiible tur some of the rrmeipal Jovclopiwents
the ficld of o 12y finamcing mrecent vears

worldwide supphies of oil and the mam consumer
outles.

The majors aceess to sourees of upplv wae onh
limited when OPEC countries beean to assert thar
control over thar own crude production and sales.
As soon as this began to happen. the factors deter-
mining worldwide supply and demand were no
lunger the preragative of the majors, and ocher (G
of company were able to gam aceess ra what had
been a carnered market. Four brod caregorics
COMPany were now able to trads internanonal!s o 3
scale unprecedented berore the advent of OPEC

a National companies of the producing countries.

OPEC and non-OPEC, prncipallh av selivre off

erudy bur abve mercasmgh, through the ARRTEHHHI
of ther own refiming amd distnbation setsvarhs, 2
roweriul mteerated compaties i therr own el

b.  State owned oil companies of industrialized
countries. and the Japanes state contralicd traduzg
conipaites. Thee companies concluded very subs-
sannal gevernment o governnient coneracte werh
the producing countnes tahang up around 40 w2hy
total crude moved,

£ A wide spectrum of privately owned oil com-
panies. from the huge fullh mecprated majors d own
through smller and less mtegrated manors or “mase
MAORT 1w compames based m local maits st
with one or acombutane: of refimmge. disesbeson
or maricung faahne,

R Independent trading companies. Thouzl: of con-
sideratls vanety, one could donme 1 Crure’ e
Mg cempany s one which dues nat deped on aad
asetr forans trading astvines, but reles rather o ate
ENPCRBC Ind CONat - to provide 3 service o suseis
to or otttale trom the Lirger companies. cquansg ue
this wav the imbalinees of demand and suprh
resuiting from the resditnes of the narker “Indep.se
dent” sienities uneonmeted with ather companies
mvolved m productoe, retinmg or diserikuesos
Trading companies obviousiv oxIst across thess diee
tncoons. Some are owned bv lree widustei
groups: others are independent but serve 3 specin,
asueiated mterest in supply or constmption: e
even the “purest™ traders v expand mro come
pames possessine comsiderable shippinge, storae, o
muarheting facilines of their own.

Markete i duferent types of crude and product ar, s
specitic that trading companies or the rraders thaoy
employ often speciahze moone ares such as M.
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East or Ainican crudes. or naphtha or gasolne. or
fucl ovil. Only the bigger rrading companies can
atford to have traders competent across the spectrum
and ¢ven then the tendency would be o subdivide
activities mto well defined geographical arcas.

Qil companies can to some extent be classificd
functionally according to the extent and tvpe of
vertical integration they exhibit. Some companivs are
both part-integrated (with 4 retinery or marketing
outlets, production. or a combmation) and part-
trader.

In considering the financing of the vil trade we will
be chiefly lookmg at the independent trader. sinee 1
18 this type of company that needs to raise finance on

Exhibit 12.3. Refinery crude oil

a solely ““rransactional™ basis. without bung able to
offer the tradinonal sceuriey of large balance sheet,
steady cash flow and mortgageable fixed asscts which

would normally be expected for the larpy borruwmg

mvolved.

1.1.2 The international spot market

Changus 1n the internanional marker resulting (rom
the OPEC carte! caused a shift from buving an.d
sclling crude and products mainly on a term’ bay,
(vontracts fixed over months or vears: 1o eruater

rehance on the spor market.

Though most of the crude moved. say about 0o
i sull dealt with on a rerm basis, this pereentage has

throughputs and trade, 1972-82

Yearly change
82

1982
over over
1972 1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 1972 1977
Refinery %) (%)
crude oil
throughputs Thoussnd barrels daily
us 11,835 12,555 12.280 12,475 14.435 14.625 14.780 14.465 13.520 12470 11,775 -01 -d42
Canaca 1.535 1.675 1765 1700 1.710 1.805 1.820 1960 2085 1945 1715 =11 -1.0
Latin Amarnica 5.445 5970 5890 5515 5670 5.715 5975 6220 6460 6575 6.080 ~-11 -1.2
Wastern Europe 13.910 15.065 14 175 12.415 13.625 13.550 13.505 14,160 12.925 11.890 11.140 -22 ~38
Middie East 2165 2170 2330 2075 2300 2240 2.535 2365 2445 22065 2245 -04 0
Africa 850 930 930 1.005 1.055 1,165 1.280 1.355 1460 1525 1725 -73 ~82
South Asia 540 530 S50 485 S50 605 645 675 705 795 B840 -4.5 -5
South East Asia 1,385 1.705 1.560 1.545 1.865 2030 2330 2450 2370 2480 2.335 -5.4 -28
Japan 3,745 4430 4300 4.055 4,230 4.285 4240 4340 4.015 3,630 3.36C ~-11 -4.7
Australasia 575 620 625 635 655 680 690 700 640 655 655 ~13 -Q0.7
USSR. E. Europe
and China 8.555 9.365 10.185 11.025 11.575 11.930 12.875 13.230 13.320 13.420 13.575 +4.7 +2.6
World 50.540 55.075 54.590 52,930 56.670 58.630 60.675 61.920 59,945 57,590 55445 ~0.9 ~1.1
Trade Imports Thousand barreis dally
uUs 4,740 6.255 6.125 6.025 7.290 8.710 8.225 8410 6735 5950 5.040 -06 ~-10-4
Westem Europe 14.065 15.405 14.840 12,610 13.725 13.295 13.090 13.080 11,825 10,245 9.350 -4.0 -648
Japan 4.815 5480 5430 4.945 5320 5510 5335 5605 4.985 4.460 4.155 -15 =55
Rest of world 6.585 6.890 6.935 6.755 7.965 7.240 7.400 8255 8390 8.000 7.020 -06 =-06
World 30.205 34.030 33.330 30.335 34,300 34.755 34.050 35.350 31.935 28.655 25,565 ~1.7 =60
Expong Thousand barrels daily
us 225 230 220 210 220 250 365 485 555 605 815 -13.7 +267
Canada 1,120 1,340 1,045 800 600 540 445 455 445 455 485 -80 -21
Latin America 3.630 3.885 3.490 3.175 3310 3115 3.400 3645 3885 4,380 4135 -1.3 +58
Middle East 16,945 19.990 20.050 18.505 20.855 20.730 19.730 20.435 17.510 14.605 11660 ~3-7 -109
North Africa 3.480 3.400 2.625 2405 3070 3.295 3.370 3425 2820 2175 2.145 -4.7 =82
West Alnca 1935 2,010 2545 1975 2230 2370 2.115 2,645 2475 1,730 1500 -25 -87
South Easi{ Atia 1,125 1,370 1,400 1455 1,765 1.015 1,790 1915 1,705 1.860 1430 +28 =50
USSR. E.Europe
and China 1,300 1,370 1400 1,470 1,815 1,975 2.200 1,740 2,005 2,195 2245 +56 +26
Other sastern .
hemisphare 445 435 555 340 435 565 635 605 535 850 1,100 +95 +14:3
World 30.205 34,030 33.330 30.335 34.300 34.755 34.050 35.350 31,935 28,655 25565 -1.7 -60
Percentages are bazad on volume.
© less han « or -0-05%;
Sowce: 8P Stausucal Review of World Energy 1982
143

VI - 4



Campamies dealing with cach other generally re-
quest bank letters of credit (LCs) to cover pavment
for a cargo from a buyer. unless the company is a
“major™ oil company, or is known to be zredit-
worthy for the large amount involved. Only majors
can consistently avoid opening credits. and cven they
have to do so for crude from certain national oil
companics in the exporti.ig countrics.

Since trading companic: frequently do not necd to
rely on substannal fixed assets. thev may be bascd
offshorc and have relatively low -capitalizations.
Banks and trading customers sce liele - corporate
substance for sccurity in dealing. Customers there-
fore depend on nigid sccurity procedures involving
banks for the handing over of goods and title: the
banks similarly reeain recourse to the 200ds and to
the self-hquidating quality of the transaction as the
prncipal source of collateral and sccurity.

Thus rraders need bank Ieteers of credit or standby
leteers of credit to be opened to supplives. The credue
linc of a trading company hundling several cargocs at
3 ume czald he well over US STt nullion. 1n the
form of letters of credit and advances for secured
trading transactions. Because there are few of the
guaranees, controlled gearing and  conservanve
tinanaial critena found in convennonul bankmg
transactions. banks have had to set up 3 strict modus
operands which provides them with the securty of the
goods and the assicnment of their sales proceeds.,

2. Transactional finance

2.1 Types of transaction and elements
of risk

For a single cargo deals mav be transacted several
times over. through the aperation of the spot market,
from the time the cargo is put on the markes to the
moment of final delivery to the distributor or con-
sumcr.

2.1.1 Purchase FOB, Sale FOB
The trader’s responsibiey to his supplive is to
. nominatc an acceptable vessel and o take delivery,
As he has also sold on FOB (frec on board basis this
responsibility is passed on to his purchaser.
L]

2.1.2 Purchase CXF/CIF, Sale CAXF/CIF
The goods risk is passcd on to 3 cost and freiche
(C&F) or cost insurance and freight (CIF) buver ar
the time of loading onto an accepred vessel. Since the
Eurchascr has not chartered the vessel he does not
ave physical control of the goods until discharge.
although he may have legal title to them (having pad
the supplicrs against presentanion of bills of lading).
The rransactions outhned in 2.1.1 and 2.1.2 are
“strictly back-to-back" in commereial and shipment
terms. Depending on the exact payment rerms., thev
might not be considered so by a bank.

The comnicreial nisks associated with such transac-
tions arc summanzed below. Allowance must be
madc for the difference in shipping terms, since
neither directly involves chartering of a vessel by the
trader.

3. Non-payment by the purchaser. The credi sk
purchaser 1 one of the prinapal concerns of 2 bunl,
agreeing to finance a transaction. Except i the cave
of majurs or their recognized subsidianes, 4 hunk
leter or guarantee would be reuired.”

A purchaser mav refuse payment for a number of
reasons. qustifivd (duc to non-fulfilmens of contract
terms for dehvery, quanmey, quality cte.; or unjus.
tified. In cither case. 1 an LC s given by the buwer,
the trader’s risk 1s hmited to the production of thy
dacuments m serice conformty with LC terms Trre-
senting the due shipment of goods. 11 the buviny and
seliing contracts and LCs match. no shortiali or
claims should result. Only when the sale 1y on open
credit terms (1.c. ne LC) could 2 payment by the
huver effectively be wathheld. regardless of ducu-
mentanon produced.

The openmg of an acceptable letrer of eredit ke o
purchaser doce nor. as may somennies be assumed.
necessanly inply that o vessel wiil be prosenred by
that purchaser in due nme. LG usually only comne
to pavmient cpon shipment: 1 shipment Nt
ments under che contract are not met. the LC ma be
useless 311 runs out of nmic and cerratnly waould e
cover the porennal coste of obtamng alternarve
freiehe.

b Non-performance or defectie performance by
supplier. Non-dchvery involves the msh of obtan-
ing an alternanve saurce to comply with the g
and price of onward sales comnmments. it theretore
mcludes both the price element. which can be con-
siderable. and potential shipping claiims. Late deli -
ery wauld mvolve the ask of demurrage clams or
potental refusal of vessel by the buver. Detectve
delivery entails 3 mak that quantiey or qualiey defeets
could result 1n the onward buver rerusing or cursail-
mu pavaent to the trader. The trader should there-
fore protect himsely by ensuning that his own pav-
ment s cquallyv conditional.

¢ Shipping risks. In case of nan-presentatien or e
Proentanon af a vessel by the purchaser. the rrader
would have w enter the freight marker a2 shore
nonce under adverse condinons 1 tabe delivery
from the suppher. Although indirectly 2 eredin risic
on the buyer (who would be fullv Tuable fur she
consequences) this shows the importance of caretul

sclection of trading counterparts. regardless of

whether they have bank eredit available 1o thens In
case of laze dehivery of poods to the aureed vesl,
demurrage at the loading port would of course he
passed on from the charterer to the ultmare FOB
scller, bur would be the liability of the charterer
the first instance. From the ponr of view of the CIF
Furchaser. the risk passes 1o him from the FOB seller
at the ame of loading,

d.  Claims after discharge. The purchaser mav elam
that despie ducuments presented at load port. the
carge supplicd by the trader was “ollsgpec.” on
arnval. I ths was not claimable from the shipowner
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Crude oll Yiald
Bonny LT
30-00 cr 3211
fop 29-59
Brent
30-00 cr 3183
: fop 2874
Minas
29-53 cr 3111
top 26:88
Attaka
30-95 cr 3162
fop 28-45
Tapis
31-50 e 3186
fop 29-79
Cinta
28-25 30-22
28:27
3159
Daaging
28:70 3018
26-42
31-38
Alaska North Slope
27:.00 29:78
26-92
30:72
West Texas sour
2800 30-74
28.07
3227
Waest Texas
intermediate
00 3190
29-83
32.57

‘Exhibit 12.5. (contd)

Houston
Frt N_back
076 3135
076 28-83
0-74 30-79
074 28-00
219 28-91
2-19 24.69
2:09 29-54
209 26-37
2:06 29-90
2.06 27.73
216 28-06
2-16 26-11
2:16 29-43
260 27-55
260 23.82
2:60 28.78
047 3027
0-47 27:60
0-47 31-80
047 31-43
0-47 29-36
0-47 32:10

Singapore

Yield Frt

31.47 0-12
2781 012
an 0-25
28-54 0-25
32-16 0-19
30-28 019
30.70 016
29-32 016
31.59 016
3065 075
2741 0-75
3141 075

Nback

31-34
27-69

3145
28-29

3197
3010

3083
29-16
3143

20-89
26-66
30-65

Yield

31-04
29-14

3064
28-49

Rotterdam
Frt N back
083 30-21
(13 k] 28-3
025 30-39
0-25 28 24

@ McGraw-Hill Inc., 1983

Exhibit 12.6. Approximate cargc values, refined product cargoes

a. Fuel oil 3-5%

b. ‘Gasoil
¢. Naphtha

d. Premium gasoline

Approx, recant prices
(during May 1983) per maetric
ton (MT) FOB Med (cf. Platts

oligram)
$180
$230
$265
$295

Some usually trader; cargo
alzes—products

15,000 MT
US$2.400.000
US$3.450.000
US$3.975.000
UUS$4.425,000

20,000 MY
1J553.200.000
US$4.60).000
US$5.301.000
US$5.900.000

5.000 MT

US$8.006.000
US$11.500.000
US$13.25().000
US$14.750.000

Exhibit 12.7. Approximate cargo values, crude oli cargoes
Some usually traded cargo

8. Belayim Arab Heavy
b. Alaskan North Siope

c. lranian Light

d. Arab Light

¢. Bonny Lignt, Brent

Officlal ‘quoted prices
per barrel (bbl) FOL: 318t May 350,000 bb|

slzes—cruds

500,000 bbl 1,000,000 bbi 1,500,000 bbi

1983 (ci. Platts cruce wire) (c. 50,000 MT)(c. 70,000 MT)<. 140,000 MT}c. 210,000 MT)

$26
$27
$28
$29
$30

$9.100.000
$9.450.000
$9.600.000
$10.150,000
$10.500.000

VY - o

$13.000.000
$13.500.000
$14,000,000
$14.500.000
$15 000,000

$26,000.000
$27,500.000
$28,000.000
$29.000.000
$30,000.000

$39,000.000
$40.500.000
$42.000.000
$43.500.000
$45,000.000
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a ncgortiable and transicrablc document of tiele for
manume transporr. Bills of lading are genenally
issued n sets of three. any one of which represents
title to the goods. They are usually made out to the
order of a particular party (the tradcr. the bank or the
receiver of the goods) and can be blank endorscd.

When bills of lading are not available because of
delay (usually in country of origin). letters of m-
demnity have to be issued inseead bv the parry
chiming title. An LOI has to be piven by a firse class
company or by a bank (or has to be countersigned by
a bank) ro provide satisfactory protection for the
buyer from potential third party claims.

Transter of title may or mav not coincide with the
handing over of physical control of the goods. In
some cascs. legal nele and physical control do not
coincide. Onc such casc i1s a CIF purchasc when the
cargo 1s still on the warer. under the orders of the
charterer, but the purchascr has had to pay docu-
ments at sight (i.c. cash against documents) or to
accept documents tendered under a lerrer of credit
(with or without LOI. The goods arc paid for and
the documients of title may be in the hands of the
purchaser. but the scller. as charterer or disponent
owncr. excrcises complere control of the vessel on
the high seas. If he is able to avoid its arrest. he 15
cffectively able ro delay or divere it at his behest. even
though he has reccived full payment.

Problem:. can anse our of bankruptey procecdings
or other disputes and can involve the legal owner in

complicated wrangles with creditors. especially of

goods are controlled or arrested.

The problem of ulumate control of the vessel—hv
a fraudulent shipowncer in this instance—was high-
lighred by the Sal.m case. All the commercia! partics
to the transaction—Shell. the CIF purchaser and the
charterer, a trader who had bought the carpo FOB
from Kuwait—were duped by the owner. who con-
spired to steal the cargo and ordered it to discharge in
Durban. Hc then scurtled the vessel off the Wese
African coast and claimed insurance on the hull.

Sccurity of goods imphes adequare insurance.
Banks always have this assigned to them, as bene-
ficiaries of’ any claims. dircct by the insurance broker
involved.

2.2.2 Security of payment

A rcliable pavment instrument is always stipulated in
the contract. When dealing with anything less than a
recognized major company.. this normally has to be
an irrevocable letter of credir. standby letter of credic
or guarantee issued by a primc bank some days
before loading date.

To be an absolute guarantee of payment. LCs have
to be issued by a first class bank and worded in 3 way
that prevents the issuing party from ateempting to
withhold payment under thar credit. without due
cause. It is therefore crucial for the beneficiaries and
their bankers to cnsure that the LC opencd in their

favour 1s enforccable. This raiscs the qucstton of
discrepancics on documents. A purchaser and his
bank have the right to withhold pavymcent under an
LC if the documents presented do not stnictly comply
with the LC tcrms. What consticutes a discrepancy:,
however, is subject to interpretation by the bank and
by the purchaser, and it is sometimes claimed thar
banks could raisc unjus.ficd discrepancics in order to
favour their clients and delay pavment. In the ol
businuss, where the amounts are so large. the bank's
interpretanon muse neeessarily be imparnal. To this
end. banks insist on totally clear wording to reinforc,
the rules of interpretation laid down in Unitform
Customns and Practiee (see Scetion 3.1.1).

The 12 or so largest and best known trading
companies sometimes resist opening leteers of credst
to cach other and o majurs with which they are on
particularly good terms. Reciprocated open account
terms are keenly negonated by traders berween
themsclves, but are nor always acceprable to the
banks (in the absence of other guarantees:. Thas
depends on the amount of the deal and the overall
financtal strengeh of the parey,

Vanous forms of bank puarantec other than LCs
can ¢cnabic scllers to secure due and prompe Pavment
from buyers, but the LC is the most widely used
tuarantee in the o1l business.

2.2.3 Price risks and contingencies

When finanemg long positions {cargo on the water or
in storage or in process of being refined: che price
risk incurred on the goods can only be covered by
other guarantees supphed by the client. This is
generally n the form or 2 wsh margin, varvme m
accordance with the product and the state of the
marker.

Even when the goods have been sold to a2 sausiae-
tory company and an aceeptable eredit opencd. it 1
not alwaye possible to be tonally protected agast
quahty. demurrage or other claims which would load
the buyer to pay less chan the contracrual price.

This 1< why only “strictly back-ta-back™ transac-
tions—both commercnally and 1n terms of pavment
conditions—can be considered solely upon’ thew
ments. Any ather transactions (and cven occasionaliv
back-to-back oncs. however strict) can generate con-
tingeneies and risks which ctfcenvely reduce the
amount of the recervable or increase the cost of the
goods. transporr etc.. so as o put the company and
its banker in a dcficit situation.

Such contingencics give nse to the need for the
client to offer other guarantecs to the bank. should
the client’s corporate resources not be substaneal
enough to cover potennal shorefalls.

There 1s also the problem of offscts and counter-
chims by the client’s other buvers or sellers.
transactions other than the onc financed by the bank.
This is a substantial risk area for banks, and 1s dealt
with in greater derail below:,
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Exhibit 12.8. Documentary letter of credit

This is an exarnpls of a documantary iefter of credn,

advised and confimea by the benehiciary's bank (o be

modonuuubyuubwn.mswmtolbmng

sample texts are indicalive only of the fype of general

wording used. The text n N0 way represents o sianaard

form and should not be used or quoted oulside Ihis
genaral context.

Attn: Documentary Credit Dept.
By order of.

We hereby open our irevocable Documentary Letter ol
Credit No.

XXXXXX
In favour of:
For an amount of: USdlrs .......... +. = 5% (USdirs ..........

Plus minus fiva percent)

Valid untit December 10th, 1982 at your counters in New
York end available for payment at sight against presenta-
tion of the following documents:

1) 2°2 original plus 4 N N copies clean on board Bills of
Lading issued to oraer of “.......... “ and blank enaorsea
by same. showing—"Freight as agreed n chaner
party” and destination “.......... *

—The quanitity loaded should read in matric tons
==C/'P Bills of Lading acceptable.

2) Masters recaipt of the 13 origmal Bill of Lacing and
copies of remaining shipping documents (excep! Com-
marcial invoice}—one original plus 4 copies.

J) Certilicate of Origin cantifying the Saudi Arabian origin
of the product—one original plus 4 copes.

4) Cerntificate of Quantity issued by independent inspector
8ppointed by sellers 1o effect inspection a1 loadpon—
one onginal plus 4 copres. .

5) Cartificate of Quality issued by independent inspactor
&t loadpon—-one onginal pius 4 copies.

6) Ullage Report—one onginal plus 4 copys

7) Time Shest—one onginal plus 4 copias.

documents are nor presented and negonated at the
bank’s counters. but arc sent indcpendently direct
from the seller to the buyer or his bank. They are
paid solcly at the buver's discretion. not.—as with 2
normal credit—in ‘accordance with the bank's com-
mitment to pay against ccrain documents. since the
bank would only intervene (sccondarily) in the event
of dcfauk.

The standby LC provides the scller witk a bank
guarantec to cuard against default by the buver. The
scller will be 2bl= to obtain payment in the last resort
under tic standby letter of credit by submitung proof”
that he has shippcd the goods ro the buver. his fully
authenticated claim that he has not received duc
payment for the goods in accordance with the con-
tractual terms, and his statement (countcrsigned of

8) Mesters Receipt of Samplas—one onginat plus 4
copies.

8) Commarcial Invoice showing the C and F vaiue of the
loaded product and 1ssusd in the name of ".......... o
one original pius 4 copies.

Covering: .......... metnc tons plus.'minus live percent of

----------

----------

Shipmeant: To be eflected in one Iot ex Jaddah- Saudi
Arabia betwsen Novemper 1-10, 1982.
To destination ..........
Partial shipments ‘transhipments prohibnea.

Special Condilions:

A. All banking commissions and charges outside of
Switzertand are for benelicianas’ accoun:.

B. Documents preserited later than 21 days {rom Bl of
Lading date. but [within] the valiaity of this L C accep:-
able. .

C. In all shipping the product must be mentionec ang
described as ..........

D. It documents are not available when payment is due.
then payment can be eflected against presentaton ol
the following documents:

1. Commercia! Invoice—1 origmat and 4 copres
2. Selier's Bank Letter of indemnity.

Please advise benalicianes adding your confirmation

Upon receipt by us in .......... of your duly authenticated
telex certitying having negotiated and sent 1o us by
registered mail documents issued in strict conformity with
the terms and conditions of this Letier of Credil. we shatl
cable cover you as per your Instructions.

This letter of credit is subject to the I.C.C. Broch 290-
1974 Rev and as per its Art. 4 (C) this telex reprasents the
onginal credit instrument. No wntten confirmation will
foliow.

See Exhibas 12.10 and 12,11 for sxampies of Letters of
indemnny

necessary by a bank) that the shipping documents
had been remitted to the buyer or his bank.

The advantage of standbys is the saving tn ume
and banking costs by avoiding processing by a bank,
since under normal circumstances 3 standby ercdit. as
its namc implics. is ncver negortiated. Depending on
the precisc wording used. the bank may indeed be
denied any control of or recourse to the shipping
documents, and thercfore standbys are not alwavs
acceptable if” rigorous security of the goods is cssen-
tial. Such sccurty can be given by restrictmg the
standby to claims which provide satistactory con-
firmation of the whereabouts and content of the
documents. The standby may also have ceream
advantages in relation to banking regulacions in sume
countrics,

13}
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Exhibit 12.10. Letter of indemnity:
! Example 1

WS, ..coceveinirnnenenns, 10107 10 8 CBIGO Of .......... MT .......... Ol
shipped on board the tanker M T............... &t the port of
weennenss PUTSUBNL 10 Oniginal Bills of Lading dated ..........

Although we have soid and transferred tifle of said cargo
{0 you. we have besn unable 10 provide you wilh the
origmal Bills of Lading ano shipping documents as re-
quired UNABY ......cccnnncaienee L€ NO courecines

In consideration of your paying the full purchase price of
US dollers ........... we hereby expressly warrant that we
have the full right and authority 10 transfer such title ano
efiect delivery of the said oil {0 you.

Wa further agree 10 exercise our uimost efforts to locate
and suriender {0 you as soon as possible the original Bills
of Lading and shipping cocuments and save you harmless
from anc against all damages. costs, counsel fees. and
any other expenses that you may suffer by reason of the
oriqinal Bills of Lading ana shipping documerits remaimning
outstanding. including but not imited to. any claims ana
demanas which may C# mage by a consignor. hoider or
trangieree of the onginal Bills of Lading anc shipping
documents or by any other third party claiming nterest in
or lien on the cargo or proceeds thereol.

This Letter of indemnity shall aufomatically be null ang
void at the moment ongna! Bills of Lading and shipping
documaents in stnct conformity with .................... L CNo
wereesanee 870 lONDOred 10 you.

Authenzed signatory of Company

We join in the above Letter of Indemnity
R—— -] 1] ]
Authonzed Signatory

seene. sescee esesercsssacsaserns

The shipowners and their representanves have
drawn up specitic wordings for banks to cover these
indemnutics.  These  wordings  often  meclude an
amount and a period of validity outside the terms off
the commercial transaction as financed by the bank.
It is therefore more ditficult for a bank to cover el
entirely for the liability entered into in shipping
LOIs. and it will have to look to its client and to the
partics in the transaction to counter-indemmty ir. To
avoud this problem somce owners wish to keep one of
the bills olplading on board the vessel. although this
in itsel’is ncver a complete protection and may lead
to other complications.

A disadvantage of LOIs for banks is thar they tend
to create rapid accumulation of outstandings on
customers using them. This cffectively doubles up
the total bank commitment m any back-to-back
transaction, and adds considerably to the amount of
the bank’s declared conungent liabilitics.

Exhibit 12.11. Letter of indemnity:

Example 2
Re. MT ....... eesaeennss .
We understand our client ......cvvenennnns voees of
cerenresaesnssnsesssennansesss I8 1SSUING 10 yOU the foliowing ingem.
nity.
CUOTE

In consideration of your delivering fo us or our orde: the
goods in the above steamer marked ................

" TS ... wennsnnes SNippEd by Masses
cessnsmssesnnsnnsnnnnenses N0 CONSIgNEd 10 us the Bilis of
Lading for which have not ye! arrived

We hereby undertake to hold you and each of you
harmless and keep you and each of you indemnifieg
against ail claims which may be maae upon you and each
of you or any of you under said Bills of Lading or anyone of
the set which it forms pan. and against all loss. costs (as
betwean atiorney or solicitor and client), damages anc
expsnses which you or any of you may sulier or be pu! to
by any re»r.son of the denivery of the said goods Yo us. any
claime inat may be put forwara oue to the fact tha! the
cargo was delivered in another port than stated in tne Bilis
of Lading and if any proceeding be commencec win
respect 10 the said gocds. irom time to time proviae you
with sufficient funds to defend the same ana il called uoon
10 do s0 at any ime whilst the goods are in our hangs tc
receiiver the same to you. The undersigned consigness
undenake to produce the Bills of Lading for the above
goods duly endorsed as scon as these docurnents have
arnved. In the event any demand is made for indemnifica.
tion, for the furnishing of funds or for the delivery of the
goods. the same shall be complied with forthwith withou!
the assertion ol any counter claim. st off, recoupment or
fight 10 retain whaigoever. in case the vesss! or any
property belonging to you should be arrested for any claim
in connection with the delivery of the goods in question to
us. we undertake (0 provide bail 1o get the vessel or other
arrested properny releazed and 10 indemnity you for any
loss and expenses caused you by arrest whether same 1
justfied or not.

UNQUOTE

We. ....ceennen ... N@redy join in the above letter of
indemnity on the same terms and congitions. However it
must be noted that our hability in (his matter i1s imiteo 1o
wesssnnnenneneee 0D {8 valid for a penod of ............ wosanne
months and is subject to English law and shall be con-
sirued in accordance with the jurisdiction of tha High Count
of Justice in England. :

3.2 Collateral requirements

Bank commitments issucd in conncction with spe-
afic trading transactions can be morc or lesz fully
sccured on the basis of corsmitments from other
partics or banks involved in thosc rransactions. This
constitutes the <clf-liquidating nature of the oper-
ation. and can rake a number of forms.
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refined product at the ume of the opening of the LC
for the purchasc of the crude oil. For the bank
therefore. the situation is that of a long position
which nceds to be sccured. In both banking and
comincraal terms the financing, of 3 processing deal
is considerably more complicated than the finanang
of stock m tank. The basic requirements arc:

a.  Considerable cash margin iabour 35% s m a long
posinon: o cover the price risk on the unsold
producis over time,

b. A “third parry custodian™ agreement beaween the
refinery and the bank whereby the refinery under-
takes to huld at the bank’s dinposal specitic quantries
of product correspondmg 10 the viclds for the par-
ticular crude cargo: and that ne quannty of product
tan be released trom the refinery without the prior
wrnitten appreval of the hank

€. The bank would vhvioushy have to be fully sausticd
with the financial positon of the retinery.,

d.  Advequaie sales stratepy

There arc certain cases when the customer’s client s
the refinery itscli. needing to purchase crude to run it
for its own account. At times recently refimng has not
been very profitable: such deals are notorieusly come-
plicated 1o sccure. generally requiring substantil
supplementary gudrantees outsidv of the speatnic pro-
cessing deal wo gove full protecton o the bank.

There are various solutions to this problem. Not
all of them require dircet bank finance. since a
suppher can at his own zisk supply dircet 10 the
refinery and retain a hien on the crude-refined product
inside the refinery. recciving pavmant for it only at
the time that the refinery has actually sold the
product. This can hclp solve the considerable cash
flow problems suffered by independent renncers in a
difficult market. :

3.2.5 Hedging
Futurcs contracts in paseil are now rraded on the
International Petraleum Exchange in London (ltw
tonncs contract’ and the New York Mercanule Ex-
change (42.1x0 gallons number 2 heating o). The
latter also has contracts for leaded and non-leaded
regular gasohic. ex-New York harbour.

The volumes traded on these markets permae trad-
ers to hedge very substantial volumes at onc nme. A

cargo of 2.,(xx! tonnes of gasoil is the cquivalent of

200 lots in London and 150 lots in New York. and
such volume is traded several times over in a day.
Utilization of these markets hay grown very
quickly since they were opened. Interest was at firse
restricted to certain consumers and speculators. bue
tradcrs are now showing considerable interese as well.
The creation of a crudc oil contract. planned to
open on the Chicago Board of Trade in 1983 and on
MYMEX in New York. and soon in the UK on the
IPE, adds considcrably to the possibilitics for hede-
ing and arbitrage. Some scc 2 crude furures marker
as a2 possible threar to stability through the inRuence

of speculators: others emphasize heduing’s stabilizing
eflects. .

The influcnce of the physical price on the futures
pricc. and vice versa. is 3 major factor for trading
decisions. Hedging through the futures market has
alrcady become an important new clement for ol
traders. who now have to differentiate funcuonalic
between the physical and futures market, as happene
in other commodity ficlds. This will affeet the way
which banks sccurc long positions, provided that ikt
broking and opcrational rules permit some control
from the bank’s side.

3.2.6 Barter deals

Oil producing countrics can use their crude sl
instcad of forcign currency to pay for imports. Irar,
and Libyva. among others. have provided consuider-
able opportumties for oil barter in recent tims,
although as a gencral rule the nanonal oil compames
preter to be paid in dollars for their crude. Oil barters
can be notoriously complicated sinee they involhe

- close courdination between ditfferent mmistrics mn the

crude exporang country and between vanous com-

mercial counterpares handling the transactions out-

side, '

Anocher comphicating factor is the fact that bareer
deals generally involve the pricing of crude oil at tk.
official OPEC price. which may be substanuall
higher than the spot market price. The ol side of the
transacnion theretore frequentdy involves a large loss
in nommal terms to the company trading i thas loss
has to be compensated for by a profit on the com-
madity,

Ranks play an important role in scttmg up cscrow
acvount pruccdures and coordinating transactions so
that sccurity at all sz2ges is ensured. In hypothencal
terms the following sizqes would be followed:

a.  Estabhshment of some form of bilateral tramyaction
apreemient berween the importung mmntry,  the
nanonal vil company, the national bank, the furcien
contractors’ counterparts and 4 bank ourside the
country which would have 1o provide the ocron
account facilines

b.  Dclivery or'the crude to an vil trader FOB. pavmient
being made by letter of credit into the escrow account

¢.  Delivery of the commodity to the imporang coun-
try. payment to be made by letter of credit oponed
by the nauonal bank. confirmed to the seller o1 the
commudity by the bank holding m escron ¢he
proceeds of the oil tramsaction. Simuluancowlv the
trade financing bank would have had w secune the
onward sale of the crude to an acceptable compam
and o open 3 letter of eredit to the suppher of the
commodity.

In summary., titning is cssential to the sccurity of the
transaction and to cnsurc that the importing country
has sufficient dollars paid into the escrow account to
cover bhoth the full amount of the exported commod-
ity and ‘the losses oiten gencrated on the officalhy
priced crude.
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All instructions. assienments. copies of contracts
ctc. are communicated berween companics and thair
banks in the form of telexes which do not always
allow proper authentification procedures when chied
partics other than the client arc involved. The ad-
ministrarive work to follow up and check written
confirmations takes a2 considcrable time and is usually
effccted cx posr _facro,

Documentary procedures incvitably carry the possi-
bility of delay or loss of documents and thercfore the
need for leteers of indemnity to cover missing docu-
ments. Furthermore. documents of utle (which
rapidly become “stalc™) are no comiort in the casc of
legal arrest of or conientious claims over the goods.
Maturity of LCs and LOls as regards datc of pre-
sentation of a3 claim and the payment of that claim
must be closcly monitored and medificd 1 necessary
in good time, beiore physical delavs oceur.

Indemnucics for payment of LCs iu the case of
non-conforming documents, and he pavment
*under rescrve™ of LCs are frequent. The bank's
security position in these cases 18 affected and can
onlv be protecred of' the proper commercenl pro-
ccdures and control of the goods allow the necessary
monitorint.

Documentary LCs somctmws permit unjustificd
recoursc to infinitesimal documentary deficiencics by
clients unwilling to pay. To aveid such problems. it
is necessary to use pnmc banks accustonizd to the ail
trading busincss..to use unambiguous wordings. and
to ensurc adcquare control of the goods in anv
contentious commercial situarion.

4.1.3 Flexibility in application of security
procedures

Most transactions by regular traders are nor serictly
back-to-back. sincc this would unduly hamper flexi-
bility and speed ot action in business. Banks have to
live with this problem. relving on the commerecial
experuse and appropriate back-up of the trader. The
trading company uself. outsidc the control of the
bank. will have to solve the inadequacies and fill the
gaps in documentation in most instances. without
necessarily relying entircly on the wording of 3
payment instrument.

Despite pressure by banks tu structure operations
in a strict back-to-back manner. repurable chents
would have considcrable frcedom in bending the
rules and opcrating ourside the desirable
documentary parameters. Competition from other
banks attempting to enter the business might also
induce bankers to relax the rules. in an attempt to
preserve or ateract business. The disadvantages of this
to the banks arc obvious.

Time and time again—cspecially recently—the
dramatic fluctuation of prices in the oil market has
caused equally dramatic and semctimes quite surpns-
ing defaults on behalf of what had previously been
exccllene and serupulous companics. It is only by

obscrving relatively rigorous and inflexible disci-

hines n the structuring of their transactions cthat
tanks can cnsure the protection of their collaters! and
avoid problcms with their chicnts in times of stress on
the markets.

Banks are not alone in being tempted to relax: the
rules when business is good; many companics oper-
ating on an opcn account basis amongst themsclves
have found that in difficul: times, they became
unsecurcd cicditors of a company on the brink of
collapse, being offerec highly unsatisfactory setele-
ment terms by their former excellent trading coun-
terparts. It is to avoid such unpleasant surprises that
rigidiey and apphicatios of the basic rules of sccunity
in o1l trading shou’d be obscrved at all times.

4.1.4 Legal questions

A derailed consideration of the legal aspects of spot
market trade disputes involving arrcsts and claims by
third parties is not possible here. 't is sutficient to
mention somc of the clements which should be
reviewed in derail by 3 bank when a clicnt’s position
deteriorates exther overall or in a specific transaction.

3. Thebank’s secured interest and prior claims upon the
goods and receivable should be indisputable. This 1s
never quite so simple since bankeuptcies and third
party clzims in a large trading position can matenally
affect the bank’s secunity position.

h.  Junsdictional barners to the enforcement of the
bank’s legal ciaimas should be minimized Since the
majority of trading companics are offshore ennities. a
proper system of cross collateralization should be
determined at the outset.

¢.  Speed of action in sccuring claims legally is para-
mount. The need 10 know: quickly how and where 1o
act by legal means 1s an essenual pare of the credie
officer’s yob 1n momitonng the acuvities of custom-
ers.

These questions are complex and the bank's position
has to be evaluated separately for cach customer. The
principal technical problem however, revolves around
the possibility of arrest or counterclaim. Even if' a
bank is in posscssion of a major’s purchase confirma-
tion and pavment undertaking, it is possible that the
legal entanglements can facilitate the arrest of goods.
or the blocking of funds on an account. even aiter
satisfactory negotiation of a letter of credit.

4.2 Credit limits and risk management

Unlikc most v.ading companies. banks have to work
within the strict defined limits imposed on them by
their sharcholders and regulatory authoritics, con-
cemning both the total possible outstandings on any
particular customer. and the maximum exposurc
desirable in any parsicular commercial scctor or geo-
graphical arca.

For banks financing the oil trade such limitatinns
posc particular problems. because the amounts in-
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4.3.3 Trading companies
However by 2 tradmg company, the rapidly
Auctuaemg nature of tradmge makes balanee shevt
appraisal subjcct to cenain difficultics. In addinon.
the usual complexity of the corporate structure of 3
trading group makes consohdation problemanc. Thas
means thae the figures given by trading companies
for their acuvitics. thouph indipensable a« a guide-
linc, infrequently provide the kind of comfort required
for such substannal lincs of credit. Ultimarely, there-
forc. the total amoumt of credit which a bank can
makc available to a customer would depend on other
factors. primarily the banker’s confidence with re-
gard to the cusiomer's commercial morality and
openness with his bankers: the customer’s trading
ability, as judged from his track record: his oper-
auonal skills and trading infrastructure: and the ex-
tent to which the bank’s documentary credit depar:-
ment ana its officers have a good and ntimaw
relationship with the operations staffl of the customer.,
(It is on the opcranons sidc that risks are controlled
and that problems. when they arise. can be solved.)

In dealing wich a trading company. experience is
onc of the crucial clements in decermmmge the degree
of professionalism and solid trading knaw-how of its
exceunives, traders and operational sear. This qualiey
of proivssionalism is ultimately the banker's best
gusde to what sore of credit can be made available.

The banker’s approach is gradual since tr takes time
to understand 2 company’s workings. In the unnal
stagces 3 bank generally shows considerable resistance.
since 1t 1s scrutimzing every clement of 2 deal and
attempting to mould the deal accordimg to its secunty
requirements. This 1s in the chent’s best interese,
since he may have less knowledge and expenience of
financial and pavment problems than he has of
trading por s

The real tese of 2 banker’« expertise is therefore in
the carly davs of'a trading company's lite, when it has
to cstathish a reputation for itsclf in the intermational

markcer and nceds a banker tu provide the abundans
credit and good references reguired of any acewe
comer,

In deciding ultimately how much and what sorg of
credit a trader deserves, the banker wall be relving on
his intimatc knowledge of the trade and the people
involved; this gives him an intuition as 1o whar s
bankahle and what is not.

5. Conclusion: Specialized
banking

Few banks play a sipmificant role 1n the tinsnang of
the international oil trade. They are pencnally of
Dutch. Swiss. French or Amenican ortem and an
based in the nam trading centres—Rotterdam. Lon-
don. Geneva, New York, HHouston and Sincapore.

To service the needs of thar trading chientele, and
therefure also the requirements of these companies’
customers, banks have 10 provide a full ranec of
hanking scrvices worldwide. These services must be
underraken witk 3 speed of decrion, versanhine and
lack o burcaucracy nut always assocrated with lared
internatonal cemavecial banks Thay results
highly specializes service, which icludes 24-heur
personahized banking and an in-depek knowledee and
understanding of the trade.

The role of the banks extends far bevond the
simple provision or leteers of eredit and the taking of
risks which this implics. The oil tradmg commumn
worldwide—nanonal companics. majors and indi-
pendents included—needs banks to tacilitate cont-
municarion and exchange of information berween its
constituent members. Hanks do not always find «t
vasy to discharpe this complex brizf. but thev hope,
by maintining and developing a constane dialogue
with all sides of the industry. to perform a usctul role
in relating the methods and resources of ms:tunonal
finance to the commeraal needs of the interizanonal
oil market.
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Section 13

Oil Brokering




A. DEFINITION OF A BROKER

An "agent" of "middleman® who earns a commission for arranging a deal between two
principals. The broker has no financial interest or ownership in tha commodity that is being
bought or sold. Although usually paid for his services by the seller, he is strictly neutral in his

sarvices.
WHY USE A BROKER

Oil companies and traders use the services of a good broker for a number of reasons.

Firstly, if he is good, he can be relied upon to have up-to-the-minute market information
which he has gleaned from a fairly wide circle of refiners and traders to whom be regularly talks.
A trader is not always able to spend sufficient time himseif to cover the whole market. Any
number of topics might have a prior claim on his attention: eg. management or strategy
meetings, arefinery programming meeting, credit matters, legc.: arguments, operational matters.
A broker has none of these pressures, and can give 100% of his time - every day - to securing
the market information that the trader does not have time to do himself.

Secondly, a trader may have a specific trading position which he might want to sheiter
from the "rude and vulgar* gaze of the trading world. He wouid therefore use the broker to front
for him - to explore, through his contacts, the possibilitias that might be available for him to

cover or sen his cargo.

Thirdly, the trader may wish to determine the trend in the market, or, as in some well
known instances, influence the trend in the market, by offering to buy or sell, when he has no
real intention of doing it. Sometimes this is done to determine the competition, sometimes to
thro'v the market off the scent of his real position. A biroker is an ideal vehicle to sow such
disinformation. However, and | will expand on this later, there are some dangers which can

adversely affect a broker's credibility.

Fourthly, a trader may seek some independent advice, and will use a broker - one he
knows he can trust - {o test out some ideas. Two heads are always better than one in
deveioping a trading direction, and the principal may not always be in a position where he can
talk to his immediate colleagues or superiors. A broker in this instance might be required to
suggest a course of action, or com:; up with some ideas, or simply be asked what he would do
in the same situation.

Fifthly, a company may use a broker because he needs an independent witness in a
deal. In this somewhat imperfect worid, I'm afraid to say, certain companies prefer to deal
indirectly with each other rather than directly. The reason is usually to do with a dispute or
misuriderstanding in a previous deal.

These to my mind are the five main reasons why brokers are used. Some companies
never use brokers; some use them all the time, and rarely talk to other principals; most
companies use them some of the time. In all this, two things are vitally important to a broker's

success:

a) He must know what is going on in the market - every day - every hour, every minute.
b) He must inspire confidence, and above all trust.



B. DOING THE DEAL

Putting a deal together can take as much as two weeks or as little as two minutes. Each
client is different, each requires his deals dona in a certain way, but what is fundamental is that
a broker has to accurately and clearly transmit and reflect the neads of both parties. Often a
broker will find that he has two parties, neither of whom are English, but who are conducting
the negotiation in English, through him. The broker has to be extremely careful here to ensure
that each side knows what the other wants, and often, if there is a language problem, to act as

interpreter.

Some deals are very straightforward, such as a 15 day Brent crude sale, or a Russian
gas oil sale, ‘he terms of which are standard and well known to the numerous companies who
trade in such paper markets. In such deals, apart from the names of the parties concerned, the
only negotiation which takes place will be over the price - everything else practically is standard.
Other deals ciearly are much more complex, may take several days to get done, and the terms
of which may change more than once before the deal is completed. It may require the inclusion
of whole series of provisions which are additional to the standard ones, and wh.ch have to be
hammered out bit by bit. In this case the major points, at this stage, are Platts/Fixed-Gravity and
Volume. In these types of deals, a broker really earns his money; right through the negotiating
period he must keep an accurate and complete record of what has been said and agreed, what
has been changed and added. This is done on the same typa of documentation that Meg used
yesterday. His clarity will breed confidence, anc more often than not will help to get the deal
done. Particularly important in the transmittal process are the specifications (usually on
products), the delivery period, the price basis, and the payment provision. A broker cannot
afford to make a mistake in these crucial areas.

C. RELATIONSHIP/TRUST ETC.

As stated earlier, a broker’'s sole objective is to earn a commission by negotiating the
sale/purchase of a cargo of oii between two principals. Also as stated earlier, his ability to do
this will largely depend on the confidence the principals have in his knowledge and market
information, and on the trust that he inspires. These "talents’, if they can be s described, are
of course interdependent. Tha greater the trust in the individual, the greater t..; information that
individual will be entrusted with, and vice versa.

Now, no one broker is going to be able to retaln all the confidence and trust of 2ii the
players in the market. Human nature .eing that it is, likes, dislikes and prejudices atound in
this business, as in any other walk of life; a broker, therefore, will concentrate on the circle of
companies he knows best, and thus it is natural that, where he has enjoyed a profitable a.:d
good relationship with a particular company, he will tend to put that company on top of the list
of people to call when an interesting opportunity presents itself. Right from the start theri, we
have an inbuilt partiality. This, | believe, is not a problem providing the broker mixes his loy: 'ty
to the favored company with a degree of professionalism which should characterize all his

dealings.

Where a company asks a broker to assess the potential for selling or buying a specific
cargo, he may well request:

a) His name to be kept entirely confidential (until firm offer stage).
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b) The broker speak only to specific companies (or to avoid speaking to others with whom
he is already direct).
c) to avoid disclosing any information to the market which might expose the pos'tion (which

might wall be distressed).

A broker is often asked to go to work with these restrictions and "caveats”, and he must
protect his client all along. However, ii: order to attract the interest of a buyer/seller, a certain

amount of information has to be divulged.

In many instances, because the market in both crude and products is now fairly
transp . ant, the restrictions imposed on the broker may be pointless, because intelligent well-
informed traders are quick to guess specifics. In this case there is no point in the broker
denying it, but then he should inform his client of thie response from the other parties.

In other cases a party may bie interested in the availability/requirement of the client, and
rnight wish to have information which the broker has been asked (temporarily) to withhold.
Here, a broker has to exercise some powers of authority, in insisting on the confidentiality
requested. | have usually found that if it is done in the right way, the other party will back down
and respect these wishes. Again, if the other party also knows and trusts the broker, then these
delicate moments in the early process of a negotiation canr be fairly easiiy overcome.

The element of trust is never more important than at the moment of truth in & deal (i.e.,
when the deal is about to be consummated). It is at this point that all three parties in the deal
(the two principals and the broker) are at their most excited. The adrenalin is flowing. Both
sides are wondering if they've given away too much, or asked for 100 little, during the
negotiation, whilst the broker can clearly see the commission cheque being typed out. | believe
that it is at this point thar a broker must be totally impartial and honest. There is a terrible
temptatioi to force the issue with a wavering principal rather than see a deal go by default, and
much work and effort go unrewarded. It is very easy to say "Joe, | would do this deal if | were
you - I've got someone else who will do it if you don't."

Even if this were true, ! believe it is a dangerous element to bring iiito the game. It puts
undue pressure on the person ‘who may be waverirg. If the broker has done his job properly -
imparted all the relevant information to each party, 1as relayed accurately all offers and counter
offers, terms and conditions, it must ultimately be the cecision of the principal to go anead. |
believe, to preserve his integrity and independent.e, the broker must at this stage stand back
and say “tha decisicn is now yours." To do otherviise - | believe - is to compromise one or other

of the parties.

Oe of the broker's functions, as | said earlier, is to sow disinformation in the market in
order to Jeliberately mislead the market or disguise a position. Clearly, a broker is a useful
"tool" in this context, but if it has to be done, | would far rather do it unwittingly than be a party
to the deception. The broker would naturally tend to feed the disinformation to those
companies who he is least close to, rather than compromise his good relationship with others.
If at all possible it is best to try to avoid these situations.

D. ADMINISTRATION AND OPERATIONS

After the conclusion of a deal, the broker will usually (although not always) administer
the operations between the two parties, since they have an independent witness, sholid any

- )



points in the contract subsequently be called into question. (Hence the importance of taking
and keeping notes of each negotiation). The sequence of events leading up to the cargo
delivery and payment should be closely monitored by the broker to ensure that no problems
arise (i.e., remaining the party to nominate a vessel or open an L/C by a certain date). The
administration of the operations has to be meticulous. It normally includes:

1)

2)

3)
)

5)

6)
7)

The contirmation telexes which are sent to both parties following the conclusion of a
transaction on the phone must exactly reflect what hoth sides have understood during
the negotiations.

He should press each party to fulfill the contract in good time passing on wordings of
L/C ir good time to meet an agreed opening date.

Telex confirmation should always be requested to back up verbal advice.

Nominations of vessels and loaded details of cargoes should be supgtiad in good time
and disport nominations returned.

He should ensure that payments are made in time and if problems arise that both parties
approach these through the correct channels rather than arbitrarily with-holding payment.
Demurrage claims must eventually be settled.

Commissions must be received.



THE ROLE OF THE BUNKER BROKER

10 Instructions to ship/ship’s agent
to accept oil, to liaise with oil
operating ~ompany -
\hmp's

Agent

§ Best quotation

1 Enquiry for oil

2 Enquiry for ol

O

Y

Broker
3 Enquiry to oil
company
4 Quntation
(or refusai)
ol
supplier

—————

e —

¢ Confirmation nomination
placed and accepted

6 Accept quotation +

dalivery details, agents name etc. operating

company

7 Firm nomination +
delivery details

jo/ Chosen

oll
supéllor

8 Acceptance of
omination

with ship's agent

!
|
|
|

iy on
suppller
C

oi!
supplier

1 Instructions to supply ship, liais:

Source: The International Jarine Bunker Ol Markat
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Implementation Issues




DECISIONS, ACTIVITIES AND

INFORMATION

State objectives and rules, then:

o
DECISIONS
(control)

ACTIVITIES
(implementation of decisions)

INFORMATION

I




DECISICNS

o Choosing aiternatives

o Managing risks



DECISIONS

Choosing aiternatives:

Volume
Timing
Quality
Location
Price

Payment



DECISIONS:
MANAGING RISKS

o Client/counterparty risk

Making sure you are trading with the right
people

o Operational risk

Making sure that the correct oil arrives in the
correct place at the correct time

a Price risk

Making sure that changes in the international
prices of oil do not mean that you pay more
for your oil than you expected / can afford



KEYS TO AVOIDING MISTAKES

- SET CLEAR QBJECTIVES
- UNDERSTAND YOUR MARKET
PRESS "SUPPLIERS" FOR INFORMATION

. BACKWARDATION
. BASIS RISK
. FUNDAMENTALS

- UNDERSTAND AVAILABLE TOOLS AND RISK/ REWARDS
- WORK WITH HEDGE SUPPLIERS_

P
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OLE OF

IMPLEMENTATION
POLICIES AND PROCEDURES

AG

OBJECTIVES/CONSTRAINTS
ACCOUNTABILITY
ORGANIZATION
MONITORING

ADMINISTRATION:

CASH-OFFSET ACCOUNTING

TREASURY (FOREIGN EXCHANGE, BROKERAGE,
ETC.)

LEGAL

IMPLEMENTATION:

WRITTEN PROGRAM

QUANTIFY PRICE RISKS AND GOALS
DEFINED TRADING RULES
RECORDED ACTIVITIES

APPOINT HEDGE DIRECTOR




ROLE OF MANAGEMENT

WHAT IS THE ROLE OF THE OIL FIRM IN THE CONTEXT OF A
PRIVATIZED ECONOMY?

ROLE EXPANDS FROM PURCHASING TO TRADING, SINCE PROFI”
MOTIVE NOW IMPORTANT. BUT WHAT IS PROFIT TO THE OIL
FIRM AND/OR TO THE ECONOMY?

WHOSE PROFIT?

REFINER

TRADER

MARKETER

BANKER

GOVERNMENT AGENCY

WHAT ARE THE OBJECTIVES OF A FUTURES TRADING OPERATION?

EARN FUTURES PROFITS
ENSURE CASH PROFITS

EXPAND CASH TRADING

FIX COSTS OF OIL TO ECONOMY
CAP COSTS OF OIL TO ECONOMY

SPECTFIC GOALS

TIME HORIZON
QUANTITIES

BUDGET CONSTRAINTS
ADMINISTRATIVE COSTS
PERFORMANCE STANDARDS
REPORTING REQUIREMENTS

WHAT ORGANIZATION OF PEOPLE NEEDED?

SHOULD CASH TRADERS MAKE FUTURES DECISIONS?
SHOULD FUTURES TRADING BE SEPARATED FROM CASH?
HOW MANY PEOPLE NEEDED?

- WHAT SKILLS REQUIRED?

QW



NTING A HEDGING PROGRAM

DEFINE GOALS OF PROGRAM AND RISKS

MANDATE GOALS AND AUTHORITIES

DEFINE ORGANIZATION

DEFINE DUTIES AND DELEGATION OF AUTHORITIES
DEFINE TRADING SYSTEM

BROKER SELECTION

CONTROLS/OVERSIGHT

WRITTEN PROGRAM

IMPLEMENTATION PROCESS

FUTURES INSTRUMENTS AVAILABLE

147



A. DEFINE GOALS OF PROGRAM AND RISKS

PURE HEDGING ACTIVITY (WITH IDENTIFIABLE CASH
OFFSET AND LIMITED BASIS RISK)

SELECTIVE HEDGING ALLOWING FOR LIMITED
POSITION TAKING WHERE BASIS RISK MAY BE
GREATER AND FUTURES USED IN PLACE OF CASH

TRADING FOR PROFIT, BUT ONLY VIA LIMITED RISK
SPREAD AND DISCRETIONARY TIMING STRATEGIES

-  ARBITRAGE
-  SPREADS

-  LIMITED SPECULATION




B. MANDATE GO AUTHORITY

¢ DECISION MADE BY TOP MANAGEMENT (BOARD)

- GOALS FOR HEDGING PROGRAM

- AUTHORITY LIMITS FOR DIRECTOR OF
PROGRAM

»  WRITTEN STATEMENT BY BOARD

® _ APPOINTMENT OF TRADING DIRECTOR/COMMITTEE

O\



C. ORGANIZATION
CENTRALIZED VS. DECENTRALIZED

SHOULD CORRESPOND TO DEGREE OF PROFIT
CENTER ACCOUNTABILITY

ARE ANY OF THE FOLLOWING ACTIVITIES DISTINCT?
CRUDE PURCHASING

REFINING

SUPPLY AND DISTRIBUTION
MARKETING

WILL INTERNATIONAL AND DOMESTIC ACTIVITIES BE
SEPARATE?

WILL IMPORT AND EXPORT ACTIVITIES BE
SEPARATE?




A:

NOTE:

L.

IMPLEMENTATION PROCESS

STRATEGY

BEFORE ENTERING INTO
FUTURES/OPTIONS TRANSACTION,
TRADING MANAGEMENT/TRADERS
MUST DEVELOP STRATEGY TO MEET
PROGRAM GOALS

PLANNING

SHORT TERM PRICE FORECASTING

SPECIFIC CRUDE OIL MARKET
FORECASTING

PRICING CASH CRUDES

USE FUNDAMENTAL AND TECHNICAL
ANALYSIS FOR FORECASTING

NEED "FUTURES" PLANNING, FORECASTING,
RESEARCH GROUP TO SUPPORT 1RADERS
AND TO INTEGRATE WITH CASH
TRANSACTIONS.




IMPLEMENTATION PROCESS

TRADING

SELECT APPLICABLE SYSTEM/TOOLS

DEVELOP TRADING PLAN

TEST PLAN ON PAPER OR WITH LIMITED VOLUME
FOLLOW SYSTEM MECHANISTICALLY

ADJUST PERIODICALLY FOR CHANGES IN
FUNDAMENTALS

FINE-TUNE SYSTEM FOR COMPANY OR MARKET
SPECIFIC VARIATIONS

DOCUMENT PROCEDURES AND RESULTS FOR
PERIODIC MANAGEMENT REVIEW

INTERNAL PAPER WORK FLOW:

DAILY TRANSACTION REGISTER

RECONCILE WITH BROKER’S CONFIRMATION
STATEMENTS

DAILY TRADE TICKETS SENT TO ACCOUNTING
TRANSACTIONS ENTERED INTO ACCOUNTS

CHECK AGAINST FINANCIAL, VOLUMETRIC AND
STRATEGY CONTROLS

RECONCILIATION AND INTERNAL AUDIT OVERSIGHT

PERIODIC EKLY, MONTHLY) REPORTS TO
OPERATING DIVISION, MANAGEMENT




ES TRADING

FUTUR
| RISK MANAGEMENT §

GROUP

IMPORTS

MARKETING




II. DECENTRALIZL:v (UNCOORDINATED)

HEADQUARTERS

CRUDE .
ACQUISITION EXPORTS REFINING MARKETING
IMPORTS v

TRADING TRADING [ TRADING TRADING
HEDGING HEDGING HEDGING HEDGING

K
I
s/

e



D. DEFINE DUTIES AND DELEGATION OF
AUTHORITIES

PREPARE A DESCRIPTION OF DUTIES AND
RESPONSIBILITIES FOR EACH INDIVIDUAL IN THE
HEDGING ORGANIZATION.

PREPARE A TABLE OF AUTHORITIES TO ESTABLISH
LIMITS OF AUTHORITY FOR EACH INDIVIDUAL
CONSISTENT WITH ESTABLISHED GOALS.




E. TRADING SYSTEM

TRADING RULES

TRADE DOCUMENTATION

ACCOUNTING

REPORTING

TRADING PROCEDURES




FUTURES TRADING DOCUMENTATION SYSTEM

copes
COMMODITY
WT1 WEST TEXAS INTERMEDIATE QRUDE OIL
HHO NO. 2 HEATING OIL
UNL UNLEADED GASOLINE
EGO EUROPEAN GASOIL
EXCHANGE
NMX NEW YORK MERCANTILE EXCHANGE (NYMEX)
IPE INTERNATIONAL PETROLEUM EXCHANGE ( LONDON)
BROKER

KP KIDDER PEABODY




TRANSACTION REGISTER

“FUTURES CONTRACTS

ANSACTION
NO.

- COMMODITY

PURCHASE/
SALE

NYMEX
IPE

NO.
CONTRACTS

DELIVERY
MONTH

PRICE

BROKER

{ )




TRADE TICKET

FUTURES
1. . TRANSACTION NO.:
2. COMMODITY:
3.  TRANSACTION TYPE: A. PURCHASE
' B. SALE
4. EXCHANGE: A. NYMEX
B. 1IPE
5. NO. CONTRACTS:
6. DELIVERY MONTH:
7. PRICE:
8. BROKER:
9. COMMISSION:
10. STRATEGY: SHORT HEDGE
LONG HEDGE
1l1. GOAL:
12. BTOP/LOSS: YES AMOUNT

NO




BROKER REPORT
YTD CUMULATIVE/MONTH OF

BROKER: _ KIDGER PEABODY DATE: APRIL 30, 1987
. PURCHASE NO. DELIVERY COMMISSION
PRANS.NO. COMMODITY SALE CONTRACTS MONTH U.s.$
87030701 WTI s 5 APR 87 & 72.50
87030702 WTI s 5 APR 87 72.50
87030702 WTI s 15 MAY 87 187.50
87030801 WTI S 15 JUL 87 187.50
87030802 WTI s 20 JUN 87 250.00
87031901 WTI P 10 APR 87 125.00
87031902 WTI s 10 MAY 87 125.00
87032201 WTI s 5 JUN 87 72.50
87041801 WTI P 25 MAY 87 312.50
87042201 WTI P 10 JUN 87 125.00
TOTALS 120 $1,342.50




BROKER SUMMARY REPORT
YTD CUMMULATIVE/MONTH OF

DATE: April 30, 1987

DELIVERY NO. CONTRACTS NO. CONTRACTS OPEN CONTRACTS TOTAL CONTRACTS COMMISSIONS

BROKER MONTH BOUGHT SOLD LONG/(SHORT) BOUGHT & SOLD U.S.$
KIDDER APR 87 10 (10) -0- 20 $ 250.00
PEABODY MAY 87 25 (25) -0- 50 625.00
JUN 87 (20) (20) 20 250.00
JUL 87 (15) (15) 15. . 187.50
35 (70) (35) 105 $ 1,312.50
BROKER JUN 87 10 (25) (15) 35 437.59
ny" JUL 87 -0- (20) (20) 20 250.C0
10 (45) (35) 55 $ ¢687.50

45 (115) (70) 160 $ 2,000.00

(}ﬂ{\n


http:2,000.00
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HEDGING PROFIT/(LOSS) REPORT

DATE:s MARCH 31, 1987
YTD CiIM.:
MONTH OF3:
COMMODITY s
VOLUME PURCHASE  TOTAL VOLUME  SELLING TOTAL
BOUGHT PRICE CcosT S0LD PRICE REVENUE COMMISSIONS PROFIT/(LOSS)
TRANS. NO. BBLS U.s.$ v.s.$ v.s.$4 UuU.s.$ U.s.$ U.S.$ .
87030701 5,000 18.25 91,250 (72.50)
87030702 5,000 18.36 91,800 (72.50)
87031901 10,000 17.75 (177,500) (125.00)
10,000 (177,500) 10,000 183,050 (250.00) 5,300.0C



=

<

HEDGING DATE: APRII, 30, 1987 i
MARK TO MARKET REPORT TIME: CLOSE
OPEN CONTRACT MONTHS COMMODITY ¢ WTI
VOLUNME PURCHASE TOTAL  VOLUME SELLING TOTAL PROFIT/
TRANKS. DEL. BOUGHT PRICE COST SOLD PRICE REVENUE COMMISSIONS (LOsS)
NO. MONTH BBLS U.8.$ U.5.$ BBLS U.8.$ U.s.$ U.5.$ U.S.$
87030802 JUN 87 20,0600 17.90 358,000 250,00
87032201 JUN 87 5,000 18.00 90, 000 72.50
87042201 JUN 87 10,000 17.50 175,500
10,000 17.50 175,500 25,000 Avg 17.92 448,000 322.50
Locked-in P/(L} 10,000 x (17.92 - 17.50) = $ 4,200.00
MARKET PRICE $18.05 Exposure P/(L} 15,000 x (17.92 - 18.05) = (1,950.00)
: CROSS P/(L) 2,250.00
COMMISSION PAID (322.50)
COMMISSION TO LIQ (187.50)
1,740.G0
87030801 JUL 87 15,000 17.80 267,000 187.50
15,000 Avg 17.80 267,000 187.50
MARKET PKICE $17.90 Locked-in P/(L) 0
Exposure P/(L) 15,000 (17.80 - 17.90) = $ 1,500.00)
'GROSS P/ (L) 1,500.00
COMMISSION PAID (187.50)
COMMISION TO LIQ (187.50)
1,875.00
TOTAL OPEN MONTHS $ (135.00)
ATTACHMENT 8
HAJ :md

1987-03~11
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HEDG I“G PROFIT/(LOSS) REPORT DATE:
YEAK-TO-DATE COMMODITY :
CLOSED AND OPEN POSITIONS

APRIL 30, 1987

WT1I

DELIVERY

GROSS P/ (%)

GROSS P/ (L) COMMISSION COMMISSION P/(L)

MONTH LOCKED IN POSURE PAID TO LIQUIDATE NET
APR 87 $ 5,300.00
MAY 87 4,600.00
JUN 87 4,200.00 (1,950.00) (322.50) (187.50) 1,740.00
CUM YTD $ 9,765.00



TYPES OF ORDERS

(GOOD FOR DAILY TRADING SESSIONS ONLY,
UNLESS OTHERWISE SPECIFIED BY TIME ORDER,
"GOOD UNTIL CANCELED")

MARKET ORDER - BUY OR SELL AT THE GOING
PRICE

LIMIT ORDER - BUY AT A PRICE NO HIGHER
(NOT HELD) THAN OR SELL AT A PRICE NO
LOWER THAN

STOP ORDER - BUY IF THE PRICE RISES TO X SELL
IF THE PRICE FALLS TO Y AS SUCH,
BECOMES MARKET ORDER. USED
IN TECHNICAL SYSTEMS AND FOR
LIQUIDATION.

MARKET-ON-CLOSE - PRICED DURING LAST 3-5 MINUTES
OF DAILY CLOSING; CLOSEST TO
SETTLING PRICE.

FILL-OR-KILL - EXECUTE IMMEDIATELY IN WHOLE OR
IN PART AT SPECIFIED PRICE, OR IF NOT
CANCEL.

MARKET-IF-TOUCHED - EXECUTE AT THE MARKET, IF
THE PRICE REACHES THE
SPECIFIED GOAL.




ACCOUNTING

CASH GAIN (LOSS) BALANCED BY FUTURES LOSS (GAIN)

PROBLEMS CAN RESULT FROM:
- TIMING DIFFERENCES
- ACCOUNTABILITY
. BUDGET CONSTRAINTS
ISSUES:
® REALIZED VS. UNREALIZED GAINS & LOSSES
e MARKING TO THE MARKET
® VALUATION IN HARD CURRENCY (§'S)
e  ADOPT WESTERN ACCOUNTING STANDARDS
TO EXPAND HARD CURRENCY BORROWING
AGAINST HEDGED CARGOES WHERE

PRODUCTS ARE RESOLD FOR HARD
CURRENCY.




ACCOUNTING DUTIES

SET UP CHART OF ACCOUNTS CONSISTENT WITH
HEDGING PROGRAM GOALS

RECORD ALL TRANSACTIONS FROM DOCUMENTS
RECEIVED FROM TRADERS

VERIFY TRADE DOCUMENTATION RECEIVED DAILY
FROM BROKERS

WHEN POSITIONS CLOSED RECONCILE CASH VS.
FUTURES/OPTIONS P/(L)

PREPARE AND DISTRIBUTE REPORTS TO

MANAGEMENT AND HEDGING ORGANIZATION
(USUALLY WEEKLY, MONTHLY)




F. R GE S ON ISS

COMMISSIONS NEGOTIABLE

MARGIN AS GOOD FAITH DEPOSIT,
EARNS INTEREST

MARKING TO THE MARKET, FINANCING

EXECUTION CAPABILITY

TRADES ON OWN ACCOUNT

CONFIDENTIALITY

COMMUNICATION ACCESSIBILITY

BROKER FURNISHED
FUNDAMENTAL/TECHNICAL MARKET
ASSESSMENTS

.*"I,' X\\
s



G. C OLS/OVERSIGHT

I. GOALS:
® INTERNAL OVERSIGHT AT HIGHEST
MANAGEMENT LEVEL
II. LEMENTS:

¢ FINANCIAL AND ACCOUNTING CONTROLS AND
OVERSIGHT/COORDINATION INTERNALLY

e INTERNAL AUDIT

®¢ EXTERNAL OVERSIGHT BY APPOINTED
AUDITORS, CONSULTANTS, ETC. REPORTING TO
HIGHEST MANAGEMENT LEVEL

.

)
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CONTROILS/OVERSIG

III. VOLUMETRIC LIMITS:

SET ABSOLUTE POSITION LIMITS FOR PAPER
INSTRUMENTS USED (OPTIONS VS. FUTURES)

DISTINGUISH GROSS VS. NET LONG AND SHORT
POSITIONS

DEFINE STRATEGY - SPECIFIC LIMITS
(LE., HEDGE VS. SPECULATIVE)

IV. FINANCIAL CONTROLS:

MAXIMUM POSITION LOSS LIMITS
EXPRESSED IN $/BBL OR % OF CONTRACT VALUE

APPLY TO SPECIFIC TRANSACTIONS OR ENTIRE
ACTIVITY

OTHER FINANCIAL CONTROLS CONSISTENT WITH
PROGRAM GOALS




H. WRITTEN PROGRAM - SHOULD INCLUDE

DOCUMENT MANDATING GOALS AND AUTHORITIES

ORGANIZATION

a. ORGANIZATION CHARTS
b. DESCRIPTION OF DUTIES
c. AUTHORITY TABLES

TRADING SYSTEM
a. TRADING RULES

b. DESCRIPTIONS OF DOCUMENTATION, AND
REPORTS, AND THEIR DOCUMENTATION

c. PROCEDURES WITH FLOW CHARTS
CONTROLS/OVERSIGHT POLICY & PROCEDURES

CORPORATE CERTIFICATION/RESOLUTIONS AND
OTHER INSTRUMENTS EXECUTED WITH BROKERS




I3
)

PROGRAM DIRECTOR [f-—
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A:

NOTE:

L ON PROCESS
STRATEGY

¢ BEFORE ENTERING INTO
FUTURES/OPTIONS TRANSACTION,
TRADING MANAGEMENT/TRADERS
MUST DEVELOP STRATEGY TO MEET
PROGRAM GOALS

PLANNING

¢ SHORT TERM PRICE FORECASTING

¢ SPECIFIC CRUDE OIL MARKET
FORECASTING

¢ PRICING CASH CRUDES

¢ USE FUNDAMENTAL AND TECHNICAL
ANALYSIS FOR FORECASTING

NEED "FUTURES" PLANNING, FORECASTING,
RESEARCH GROUP TO SUPPORT TRADERS
AND TO INTEGRATE WITH CASH
TRANSACTIONS.

.
e\



LEMENTATION PROCESS

TRADING

SELECT APPLICABLE SYSTEM/TOOLS

DEVELOP TRADING PLAN

TEST PLAN ON PAPER OR WITH LIMITED VOLUME
FOLLOW SYSTEM MECHANISTICALLY

ADJUST PERIODICALLY FOR CHANGES IN
FUNDAMENTALS

FINE-TUNE SYSTEM FOR COMPANY OR MARKET
SPECIFIC VARIATIONS

DOCUMENT PROCEDURES AND RESULTS FOR
PERIODIC MANAGEMENT REVIEW

INTERNAL PAPER WORK FLOW:

DAILY TRANSACTION REGISTER

RECONCILE WITH BROKER’S CONFIRMATION
STATEMENTS

DAILY TRADE TICKETS SENT TO ACCOUNTING
TRANSACTIONS ENTERED INTO ACCOUNTS

CHECK AGAINST FINANCIAL, VOLUMETRIC AND
STRATEGY CONTROLS

RECONCILIATION AND INTERNAL AUDIT OVERSIGHT

PERIODIC EKLY, MONTHL REPORTS TO
OPERATING DIVISION, MANAGEMENT

S
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Section 15

Cash/Futures Contracting

and Hedging Examples




THREE WAYS TO USE FUTURES

I. HEDGING
II. POSITICNS
III. SPREADS

TO ACCOMPLISH A VARIETY OF GOALS:

- FIX COST OR SELLING PRICE
- EXPAND MARKET SHARE

- REDUCE MARGIN RISK

- IMPROVE CASH FLOW

- REDUCE INTEREST COST

- REFERENCE CASH PRICES

- MAKE MONEY




IDENTIFICATION OF CASH MARKET APPLICATIONS:

- SHORT HEDGES AGAINST INVENTORY

WATER)

(IN-TANK OR ON-THE-

- LONG POSITIONS FOR ANTICIPATED VOLUME REQUIREMENTS

- LONG HEDGES AGAINST FIXED RESALE PRICE

MARKETING STRATEGIES TO END-USERS)

- SUPPORT OF TRADING OR EXCHANGE ARRANGEMENTS

- REFINING MARGIINS OR CRACK SPREAD APPLICATIONS

- PROTECTION OF UPSTREAM PRODUCTION OR RESERVE VALUES

STATE OF THE WORLD

PRICES RISE

PRICES FALL

FUTURES STRATEGY

SHORT HEDGE LONG POSITION

Gain on Inventory
offset by
Loss on Futures

Higher Acquisition Cost

offset by
Gain on Futures

Loss on Inventory
offset by
Gain on Futures

Lower Acquisit‘on Cost
offset by
Loss on Futures

COMMITMENTS (E.G.,



POSITIONS

(A) BUY FUTURES NOW BECAUSE MARKET LOOKS CHEAP:;

B)

SAME AS PHYSICAL PURCHASE, BUT SAVES ON
INTEREST COST AND STORAGE FEES.

RISK:  FIXES COST EARLY,; IF PRICES LATER FALL
YOU MUST STILL PAY THE NOW HIGHER PRICE.

SELL FUTURES NOW BECAUSE MARKET LOOKS HIGH;
SAI\'IE AS FIXED PRICE SALE, WITH COST UNKNOWN.

RISK:  FIXES SELLING PRICE EARLY; IF PRICES LATER
RISE, YOU MUST INCUR NOW HIGHER COSTS.

® USING FUTURES AS ALTERNATIVE TO CASH
® DEPENDENT ON MARKET TIMING

® EMPHASIZES TECHNICAL ANALYSIS

® RELIES ON RISK/REWARD OUTLOOK

® NO POSITION IS A POSITION




INTERTEMPORAL: -
BUY ONE MONTH/SELL ANOTHER MONTH

INTERPRODUCT:

- BUY CRUDE/SELL PRODUCTS

- BUY HEATING OIL/SELL GASOLINE

INTERMARKET:

- BUY CASH/SELL FUTURES

- BUY LONDON/ SELL NY
(arbitrage)




MARKETING

FIXED PRICE BID
3 MONTEIS SUPPLY

OF JET FUEL TO COMMERCIAL AIRLINE

(¢/GAL)
NOW MONTHS:

BUY FUTURES

ADD OPERATING EXPENSE,
DELIVERY, AND PROFIT:
ADD BASIS RISK:

FIXED PRICE BID

1
75

5
1

2
76

s

81

3
77

o

&4

AVG.
76

o on

84 83




G PRICE FOR UNTS

1. 6 MONTHS CONTRACT: FIRST 2 MONTHS FIXED, LAST 4 MONTHS
REFERENCED TO MARKET, WITH CEILING

2. VOLUME FIRM

3. NEED EXPLICIT REFERENCE FORMULA, REVEALING MARGINS OVER
FUTURES PRICES

4. PROTECT COST WITH CALL OPTIONS.
EXAMPLE (NYMEX CRUDE PLUS MARGIN)

AUG. SEP. OCT. NOV. DEC. JAN. | AvG.
NYMEX CRUDE
($/BBL.) 21.00 20.80 20.65 20.60 20.55 20.50 | 20.68
+ OPER MGN, 300 300 300 300 300 300 | 3.00
SEASONALITY
AND INVENTORY
i cosT
TOTAL COST 2400 23.80 23.65 23.60 23.55 23.50 | 2365
OPTIONS COST’ — - 57 61 T .81 47
TOTAL 24.00 23.80 2422 2427 2432 2431 | 2415

CALLS PURCHASED ON LAST 4-MONTHS VOLUME ONLY, AT AVERAGE
_ STRIKE OF 20.68; 4 MONTH COST SPREAD .6 MONTHS

B e e ——

P e ——

3. DEFINE MARKET REFERENCE PRICE: 24.15/20.68 = 1.1678
SO THAT BUYER PAYS NO MORE THAN 24.15, OR 1.1678 X NYMEX AVERAGE
CRUDE IF LESS.

6. N%)é RA\}’ERAGE CRUDE CALCULATED TWO MONTHS BEFORE PRODUCT
D .

7. ALTERNATIVES

A)  REFERENCE NYMEX PRODUCT FUTURES FOR CEILING

B) SET FIRM WITH DOWNSIDE ESCAPE CLAUSE (LONG FUTURES PLUS
OUT-OF-MONEY PUTS)

C) SELL ON EFP BASIS, USING NYMEX PRODUCT FUTURES



http:24.15/20.68

V.

VL.

SUMMARY OF MARKET USES

CARGO PRICE PROTECTION
- Short hedge crude or product futures
- Long hedge on pre-sold material

- Tie cash deal to futures

MARKETING
- fixed price sales
- escape clauses
- ceiling prices
INTERPRODUCT SPREAD

Cash: Long DFO/Short MGO
Futures: Short No. 2/Long ULG

FIX CARRYING COSTS WITH INTERMONTH SPREAD
E.g. Cash: Make DFO in December for Sale in January
Futures:  In November, long No. 2 DEC

short No. 2 JAN

If spread exceeds carrying costs.
CRACK SPREADS
HEDGING EXCHANGES

VII. REDUCING INVENTORY COSTS

/7«3?’.1 (J



FINANCIAL OBJECTIVE

v

frading Tools;

Cash, Futures,
Options

Execution

Price/Value Relationship
Portfolio Mix, Timing,
Volume

SHORT HEDGING PROTECTS VALUE
OF EXISTING INVENTORY

LONG POSITION TRANSFERS CASH
MARKET RISK TO FUTURES MARKET

SPREAD TRADING FIXES A FINANCIAL
DIFFERENTIAL BETWEEN:

- CASH AND FUTURES MARKETS
- DIFFERENT FUTURES MARKETS

U
I'l(/ \



Hedging a Crude Oli Netback Purchase

Assumptions

500 MB of crude oll shipped In January to be priced at
March gross product values, based on IPE futures prices,
less negotiated refining and transportation costs.

Refined product yleid from subject crude deemed to be:

- 40% unleaded gasoline
- 60% gasoill

Refiner’s refinery margins are reflective of this deemed yleld
and GPVs (gross product values). Assumes no "basis risk"
on the real margin vis-a-vis the deemed yield weights and
futures price references utilized.

Refiner (buyer) seeks to avoid a comparative deterioration
In its refining margins and foregone opportunity associated
with product prices rising vis-a-vis crude (i.e., an expanding
crack spread).

Action

Establish ‘“reverse crack spread'..l.e., buying futures
product and seliing futures crude.

- In_January refiner buys 200 MB of March unieaded
gasoline futures, and 300 MB of March gasoli futures.

- In January refiner selis 500 MB of Mar. crude futures.

- In February refiner pays current March futures GPV -
R&T costs for crude.

- Short crude hedge and long product hedge are
liquidated as crude Is priced.



(1)
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Outcomes:
Rising absolute prices:

A. Rising crack spreads.. net reverse crack gains
(product price rise > crude price rise) offset the
higher netback crude price, compared to spot market
levels.

B. Falling crack spreads... net reverse crack losses are
offset by a lower netback crude price compared the
market.

Falling absolute prices:

A. Rising crack spreads... net reverse crack gains offset
higher crude netback relative to spot market crude
price.

B. Falling crack spreads... net reverse crack loss offset
by a lower netback crude price compared to spot
market levels.

Key Analytic Issues:

Basis risk between futures crack spread (i.e., based on
deemed 60/40 (gasoll/unleaded) ylelds, and real refinery
margins. Basis risk includes yield, market price location and
sales timing differences.

Timinig of crude pricing relative to product sales (example
assumes contemporaneous. In practice usually a one month
lag between crude costing and product sale. Could place
crude hedge In February futures, product hedge in March
futures to accommodate this.

Choice of netback vs. traditional spot or processing fee
supply arrangements may depend on the margin which can
be secured under each approach, and the expected
direction of the real vs. paper refining margins.

- ')



PRICE FIXATION CONTRACTS

RICE FIXATION CONTRACTS

BUYER AND SELLER AGREE TO FUTURES BASED PRICING AND
SPECIFIC TIME

BASIS DIFFERENTIAL FIXED BY NUMBER OR FORMULA

BUYER GOES LONG FUTURES TO FIX ACQUISITION COST

SELLER GOES SHORT FUTURES TO FIX SELLING PRICE

CAN BE INDEPENDENTLY OR SIMULTANEOUSLY

DELIVERY ALTERNATIVES:

- LIQUIDATE FUTURES, TRANSACT DELIVERY IN SPOT MARK]

- STAND FOR DELIVERY, USING EXCHANGE OF FUTURES FOR
PHYSICALS (EFP)
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(3)

EFPs
Exchange of Futures for Physicals on NYMEX

Three Basic Forms

Parties match, through brokers or directly, after entering
futures market, and stand for delivery under negotiated EFP
terms acceptable to the exchange.

One party exchanges its futures position for another party’s
equivalent cash market position. For exampie, Party A
exchanges a 1.0 MMB long crude futures position for Party
B’s 1.0 MMB long wet barrei/cash position, +/- a negotiated
differential. Subject to appropriate documentation and
exchange approval, Party A is then out of the futures
market, while Party B has entered the market, via the EFP.

Both parties (if commerclal participants) enter the futures
market together, via an EFP, at a negotlated price within the
previous or current day’s price range, establishing equal
and opposite futures positions, without directly trading the
market. Deals may be done off trading, and perhaps to
avoid unfavorably moving the market.

Key Issues

Timing... of EFP price reference (l.e., singie day, moving
average "window", etc.),

Basis differential negotiated from futures price reference. (Is
this difference fixed, or is it allowed to float with some
market reference?)

Accounting.... extent to which EFPs enable a shifting of
trading gains or losses between cash and futures market
activity, thereby affecting the timing and functional location
of P&L.

qo)f



EXCHANGE OF FUTURES FOR PHYSICALS (EFP)

EFP
change of Futures fo icals

An example of using futures as a pricing mechanism involves
independent hedging by both parties while utilizing the EFP delivery
mechanism. Because EFP delivery procedures enable traders to
utilize the futures market, with delivery terms individually negotiated,
futures market prices on the date when the EFP is agreed upon can
be used to determine the transfer price for the physical product.
However, if the short and long parties to the EFP independently take
their positions in the futures market, their effective transaction price,
based on different futures prices, may differ from the transfer price of
the physical product. A numerical illustration is shown below:

Date Action

July 1 Company A sells short 30 August No. 2 Heating Oil
contracts at $.80/gallon.

July 15  Company B buys long 30 August No. 2 Heating Oil
contracts at $.75/gallon.

July23  Company A and B agree to transact 30,000 barrels
(30 contracts) for August via NYMEX’s EFP delivery

mechanism.  August No. 2 Heating oil closes at
$.78/gallon.

Results: Company A receives $.78 from Company B and receivers
3.02 from broker’s account, for net saies price of $.80.
Company B pays $.78 and receives $.03 from broker’s
account, for net purchase price of $.75.

SN
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EXCHANGING FUTURES FOR PHYSICALS

o
2
S

REFINER'’S FUTURES LOSS:
MARKETER’S FUTURES PROFIT: $1.26MM

EXCHANGING FUTURES FOR PHYSICALS
(EEP)
CASH MARKET FUTURES MARKET

REFINER AND MARKETER AGREE THAT
NOV. GAS OIL SHIPMENTS OF

300,000 BBLS. WILL BE PRICED AT

THE AVERAGE NYMEX SETTLING PRICE
FOR THE NOV. FUTURES CONTRACT,

AS TRADED DURING OCT.

REFINER INSTRUCTS BROKER TO EFP
WITH MARKETER, MARKETER INSTRUCTS
BROKER TO EFP WITH REFINER

NYMEX CLEARING MECHANISM MATCHES
OFFSETTING FUTURES POSITIONS.

CASE A

PRICES RISE TO $.60

$1.26MM

NOV. 1 REFINER RECEIVES
§7.56MM FROM MARKETER

NET REFINER REVENUE $6.3MM
NET MARKETER COST $6.3MM

VARIATIONS

REFINER’S FUTURES PROFIT: $1.26MM
MARKETER’S FUTURES LOSS: $1.26MM

REFINER P.ECEIVES $5.04MM FROM

NET REFINER REVENUE $6.3MM
NET MARKETER COST $6.3MM

REFINER SELLS
300 NOV. FUTURES
AT $.50.MARKETER
BUYS 300 NOV.
FUTURES AT $.50.

MARKETER

e ey eyes——

1) REFINER AND MARKETER CAN PLACE HEDGES AT ANY TIME PRIOR TO ACTIVATION OF
EFP; CAN BE DONE TOGETHER OR INDEPENDENTLY, WITH SELLING PRICE DIFFERENT
THAN PURCHASE PRICE.

(2) REFINER CAN SELL NOV. FUTURES ON SEP. 15 WITHOUT HAVING SPECIFIC MARKETER

DEAL, AND TRY TO FIND THE OTHER SIDE AT A LATER DATE. (ALTERNATIVE TO BUYING
BACK SHORT AND SELLING SPOT)

3) FORMULA CAN BE TIED TO AVERAGE OF SEVERAL DAYS FOR SINGLE CARGO OR
AVERAGE OVER SEVERAL MONTHS FOR MULTIPLE CARGOES.
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CASH MARKET FUTURES MARKET
SEP. 15 PEFINER AND MARKETER AGREE THAT SEP.20 REFINER SELLS -

NOV. GAS OIL SHIPMENTS OF 300 NOV.

300,000 BBLS. WILL BE PRICED AT FUTURES AT $.60

THE AVERAGE NYMEX SETTLING PRICE
FOR THE NOV. FUTURES CONTRACT,
AS TRADED DURING OCT.

OCT. 30 REFINER INSTRUCTS BROKER TO EFP OCT.1 MARKETER
WITH MARKETER, MARKETER INSTRUCTS BUYS 300 NOV.
BROKER TO EFP WITH REFINER FUTURES AT $.40
NYMEX CLEAR'NG MECHANISM MATCHES
OFFSETTING FUTURES POSITIONS.
PRICE AVERAGES $.50

RESULTS:

REFINER’S FUTURES PROFIT: $.10/gal. x 300,000 BBLS. = $1.26MM
MARKETER’S FUTURES PROFIT: $.10/gal. x 300,000 BBLS. = $1.26MM

NOV. 1 REFINER RECEIVES FROM MARKETER: $6.3MM
($-50/gal. 300,000 BBLS.)

NET REFINER REVENUE $7.56MM (or $.60/gal.)
NET MARKETER COST $5.04MM (or $.40/gal)

OBJECTIVE: BEAT THE AVERAGE TAKE THE AVERAGE
METHOD: TECHNICAL ANALYSIS DAILY PRO-RATA VOLUMES

SYSTEMS, FULL OR
PARTIAL VOLUMES




NYMEX - EFP

PRICE AVERAGING

PRODUCER AND REFINER
AGREE THAT JUNE CRUDE
OIL SHIPMENTS OF 30,000
BARRELS WILL BE PRICED
AT THE AVERAGE CLOSING
PRICES FOR JUNE FUTURES
CONTRACTS TRADED
DURING MAY (L.E., MAY 1-
MAY 22, OR 15 TRADING
DAYS)

APRIL 15

PRODUCER AND REFINER
EFP AT THE AVERAGE

MAY 23 NYMEX CLOSING PRICE

JONE PFUTURES

REFINER
BUYS

et — e ve——————————
e —————————

REFINER SELLS BACK

PRODUCER SELLS 30
FUTURES CONTRACTS
WHEN FUTURES FALL
BELOW CUMULATIVE
AVERAGE.

MAY 1-22

REFINER BUYS 30
FUTURES CONTRACTS
WHEN FUTURES RISE
ABOVE CUMULATIVE
AVERAGE

PRODUCER
SELLS

MONTHLY
AVERAGE

PRODUCER BUYS BACK

MAY 1

MAY 22

PRODUCER NET SALES PRICE: E+(B-C) + (D-E) = B-C+D

REFINER NET COSST: E-(B-A) - (E-C)

DAILY CLOSSING PRICE

= C-(B-A)

CUMULATIVE AVERAGE ~—

7"%})



DAILY

VS. CUMULATIVE AVERAGE

NEARBY CRUDE: APRIL 1989
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The ENERGY FUTURES GROUP, Inc.

DAILY HIGH-LOW-CLOSE
NEARBY CRUDE: JULY 1989
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JANUARY 1990 HOIL FUTURES

$/GALLON (with 7 vs. 20-day cum. avg.)
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FEBRUARY 1990 HOIL FUTURES
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EFP Advantages

Additional Source of Physical Supply

Generates New Marketing Aiternatives

Offers Flexible, Formula-Based Pricing

(Separates Physical Supply From Price Determination)

Utilizes Brokers for Cash Market Trading

N
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Applications of Trigger Pricing

(Also known as "Sell on Buyer’s Call*, or
"Buy on Seller’s Call* Contracts)

Large Distributor/Terminal Operator... offers fixed-price supply
from storage to marketers, for supply from one to 12 months
forward, with price linked to IPE futures, and mandatory minimum
lifting volumes each month.

Allows marketers to control their prices to meet competition or
take advantage of fixed price sales opportunities.

Option to activate a swap arrangement (aka "swaption"), whereby
a premium Is paid to effect a swap at a pre-determined price level
in the event of a market "trigger* price being reached.

Provides full cap or fioor price insurance at unacceptable "out-
the-money" price levels without immediately paying option
premiums for such protection. Useful when fuel budget limitations
or cash flow needs justify protective price insurance, but full
option costs and foregoing favorable price movement discourage
an Immediate and direct swap, cap or floor contract.

Refiner offers trigger price to producers at the producer’s
discretion to exercise, subject to a crude supply commitment of
at least X barreis per month.

Refiner guarantees Itself a minimum volume of crude supply ata
competitive floating price untii fixed by the producer’s trigger. At
that point, refiner can forward sell products at fixed price levels
to protect against declining refining margins owing to a general
price decline.
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1) To Rotterdam:

Country

Saudl Arabia
Saudi Arabla
Saud! Arabla
Iran

iran

Nigeria
Libya

Libya

il) To Far East

Saudi Arabla
Saudi Arabia
Iran

Qetar

Saudi Arabia
Saudi Arabia
Saudl Arabla
Saudi Arabla
Nigeria
Nigeria
Columbia

Crude Oil

Arab Light
Arab Medium
Arab Heavy
iranian Light
Iranian Heavy
Bonny Light
Es Lider
Brega/Zueltina

Arab Light
Arab Medium
iranian Light
Qater Durkan

Arab Light (Aramco)

Arab Light (non-Aramco)
Arab Medium (Aramco)
Arab Medium (non-Aramco)

Bonny Light
Bonny Medium
Cano Limon

Source: Petroleum Inteliigence Weekly

Select International Crude Oi! Price Formulas
by Destination Market (effective April 1991)

Market Price
Relerenca

Forward Brent
Forward Brent
Forward Brent
Dated Brent
Dated Brent
Deted Bront
Dated Brent
Dated Brent

(Oman+Dubali)y/2
(Oman+Dubai)/2
Oman
Oman

ANS

ANS

ANS

ANS

Dated Brent
Dated Brent
(ANS +WT1y/2

Ditferentials

($/BBL.)

-2.00
-3.70
-5.00
-0.60
-1.70
+0.30
-0.30
+0.70

+0.85
-0.75
-0.50
+0.70

-0.75
+0.35
-2.30
-1.15
+0.30
-0.70
-1.10

Reference Timing

Point

fob
fob
fob
cif

cif

fob
fob
fob

fob
fob
fob
fob

fob
cif

fob
cit

fob
fob
fob

t+45

t+45

t+45

date of delivery
date of delivery
t+15

t+10-15
t+10-15

date of loading
date of loading
date of ioading
date of loading

t+45
date of delivery
t+45
date of delivery
t+156
t+15
date of loading

Price
Averaging
Period
(t=date of departure) (Days)

30
30
30
30

10
5
10
5
10
10
5

The Energy Futures Group, Inc.
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Section 16

Basis Risk Management

.



The

1

)
(3

(4)

Basis Risk

(Elements)
Quality - e.g., hedging kerosene with gasoil, No. 6 oil with
crude, etc.,

Location - e.g., hedging Med. sales in the ARA market,

Timing - e.g., hedging January cash market sales with
February futures,

Contract Features - affecting differences in payment terms,
guarantees, transaction costs, a7id other differences among
cash and futures, forward markate,

(Key Analytic Requirements)

Document, monitor and attempt to quantify each aspect of
basis risk.

Assess each ‘leg" of the basis individually, using
fundamental and technical analysis toois, and the basis
spread in total for its determining features, seasonal and
trend patterns. (Basis may move In trend and sideways
channel patterns.) '

Remain flexibie to negotiating fixed or floating basis
differentials for trading and price referencing purposes, and
attempt to time hedges and cash market positions when the
basis is favorable.

Basis Rigsk Can Be More Pronounced Than Absolute Price Risk
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MEASURING BASIS RISK

MEASURING BASIS RISK
FuturesLess Cash
20 X +20
ILLUSTRATIVE BASIS RESULTS
POTENTIAL BASIS CHANGES
FALLING MARXET
| Cash Rises | Cash Rises | Cash Falls | Cash Falls
| Less Than More Than Less Than More Than
f Futures Futures Futures Futures
Cash/Futures Position u
(BOUGHT THE CASH/
SOLD THE FUTURES)
LOSS GAIN GAIN LOSS
e CASH s, GAIN  [LOSS LOSS GAIN
%———————.

ONGOING ANALYTICAL NEEDS:

MONITOR FUNDAMENTALS
TRACK x AND ¢
ADJUST FOR SEASONALITY

DETERMINE TIMING OF BASIS MOVES
(E.G., HOW LONG TO CLOSE?)
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Section 17

Technical Analysis Systems




MARKET INDICATORS

FUNDAMENTALS TECHNICALS

production, inventories charts, moving

implied consumption, VS. averages, trend lines,
OPEC, geopolitics, open interest, etc.

weather, etc.

MARKET INDICATORS

Crack, Time and Basis Spread Trend Measures

Goal:  To integrate various indicator systems into
a timely and consistent set of indicators
which can be interpreted in fundamental
terms, but whose measurement techniques
resemble the more precise procedures of
technicél analysis.

o 7



echnicals vs. Fundamentals

echnical Analysis: The measure of the market’s internal
behavior (i.e., price and volume) in an
effort to identify market trends and make
predicative price assessment.

Fundamental Analysis: The measure of the market’s external

forces, including supply, demand,
commercial, institutional and
exogenous variables in an effort to
identify market trends and make
predictive price assessments.

Technical analysts assume that all relevant fundamental news is immediately
reflected in the market’s internal information and, therefore, not useful on its own
as a trading aid. By contrast, the fundamental analyst assumes that the market is

not capable of immediately and correctly interpreting all relevant fundamental
variables. :




TYPES OF TECHNICAL ANALYSIS

ee basic Structures:

1)
2)

3)

Trend Systems (through point A, to point B or indefinite)

Price Only Support-resistance System (off point A, back to
point C)

Volume and Price Volume and open interest systems of
both type (1) and (2)

Types of Technical Tools:

1)  Charting Techniques (1), (2), and 3

2) Moving Averages and Parabolic Systems (1)

| 3) Relative Strength Index and Directional Movement System
(1) and (2)

4) Momentum and Oscillator Systems (1) and (2)

5)  Stochastics and Channel Systems (2)

6) Open interest, demand index, equi-volume and other type
3 systems

Monthly average, weekly, daily (on close), intra-day

Goal:

To match the relevant price or price-spread relationships to

the type of system(s) which best measure and predict the
series’ future behavior.




OF TE C

IMPROVE TIMING OF POSITION AND ENTRY
AND EXIT (FUTURES, OPTIONS OR CASH)

CONFIRM OR CONTRADICT OTHER PRICE
INDICATORS OR FUNDAMENTAL
INFORMATION

BETTER UNDERSTAND THE MARKET'S
"CHARACTER" (LE., ITS PRICE TREND,
VOLATILITY AND TRADING RANGE) IN
WHICH TO EXECUTE A HEDGING STRATEGY

BENEFITS OF TECHNICALS (VS. FUNDAMENTALS)

TIMELINESS

QUANTITATIVE (MORE OBJECTIVE)
CHARACTER

ATTENTION OF TRADE-MARKET REACTS TO
THEM

VARIETY OF READINGS (CONFIRMING OR
CONTRADICTING SIGNALS)

TESTABILITY IN HINDSIGHT
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TRENDLINE TECHNIQUE

Initial predicted Trendline

A Look for the lowest point of the downleg that was completed just before the final bottom
was made. This is the penultimate low.

B. The channel guideline starts on the penultimate intra-day low. This will be connected
to the highest point on the upleg. (This Foint may be modified later.)

C The Parallel Predicted Trendline will be drawn parallel tangent to the outermost intra-
day low point between the two points defining the channel guideline.

The parallel lines indicate a zone of support that should stop any declines.

E. Do not use this trendline if the penultimate low or high, or the initial leg of the trend
cannot be identified.

The Intermediate Predicted Trendline
A Start after the downward movement of the initial upleg is finished.
B. Draw the channel guideline through the extreme closing prices.

C. Draw the Intermediatc Predicted Trendline parallel to the channel guideline across the
outermost intra-day low that lies between the closing price used to draw the channel
guideline.

D. The Intermediate Predicted trendlinc is a support zone, not a final valid trendline.

Final Predicted Trendline

A The guideline and the Final Predicted Trendline is drawn in the same manner as the
Intermediate Predicted Trendline.

B. The Final Predicted Trendline should lean towards the horizontal or very close to
vertical.

C. The Final Predicted Trendline is a support line and is also a valid signal to the end of
a bull trend when downside penetration occurs.

Reaction Predicted Trendline

A In a downward reaction (within a bull trend) the channel guideline is drawn through the
outer most closing prices of two or more dips.

B. The Reaction Predicted Trendline is drawn Paralle] across the outermost intra-day high
on the downward reaction.

At/
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Equity Reseach

Key Petroleum Refining Indicators

Gasoline Futures (NYM)—Unleadad Regular, April Delivery
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M |
................ AT
9?13&?3“?37199‘!9“19l3|935lmlll“ll15”33!393lz”l?lilii:‘lﬁl31583“5&[339!3?

Source: Knight-Ridder Tradecenter,

Heating Ol Futures (NYM)—No. 2 0il, April Delivery
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APril 1990 NYMEX Heating 0il Contract:
CompuTrac/SNAF version 3.1

1 vs. 5 Day Moving Average

W—TIIIHIIIHIIllllllIIiHlllllﬂllllllllllllll”lll“lIlilllllllllllllllllllllllllllllllllllllllHHHIlﬂlllllIHHHIHIHIIHHIIIHIHII

AFR_%0

MOV _3Vg MOV_avy

T

| F]I T
| - ﬂ* oy

! f [ T |

| ;WMWWWMWQW ............
- filad r[}l_! - “ ”

) .
.
i ljullllllllIllllllllllllIlllllllllllIll!lllHHlIlllllllIlllIlJllIll!lll“llllIIIl'lIllHlIlJIHlHlIlHlll'Ul]llll!llllllllI'HHIIIII

A Bobad
: |
;4,‘ B.60E
B J l[ ! 1
i A3
X PSL = -$0.0531 “..-5 ] \t o cor
j lll‘.- : |I \"}-'ll f}',l "u,& wieee
L dfg R | |
N 2 Il'\ Il{'. ' “ l'l t! I ! || l'i-
2SR AR TL YL W AT
R ff %45 I l%J ?\\if
: ; I"K ! V G.54E
.\' ""‘.7“.'-., f :. : rue
- \lls.f{,.ftj;

[Dec [Jan [Feh




January 1989 NYMEX Heating 0il Contract: 1
CompuTrac/SNAF version Z.1

=

ve. I Day Moving Average
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FEBRUARY-MARCH HEATING OIL SFREAD: 1 VS S DAY MOVING AVERAGE
CompuTrac/SNAF version 3.1
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October 1989 NYMEX Unleaded Gasoline Contract: 1 vs. S Day Moving Average

CompuTrac/SNAF version F.1
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APril 1920 NYMEX Heating Oil Contract: 3 vs. 7 Day Momentum

CompuTrac/SNAF version 3.1
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January 1989 NYMEX Heating 0il Contract: = vs 7 Day Momentum
CompuTrac/SNAF version I.1
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April 1990 NYMEX Heating 0il Contract: Stochastic 14 Day

CompuTrac/SNAF version 3.1
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AFril 1989 NYMEX Unlezaded Gasoline Contr*act: 2 vs 7 Day Momentum
CompuTrac/SNAF version 3.1
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April 1989 NYMEX Unleaded Gasolina Contract: 14 Day Directional Movement
CompuTirac/8NAF version 3.1
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October 1987 NYMEX Unleaded Gasoline Contract: 14 Day Directional Movement
CompuTrac/SNAF version 3.1 p
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October 1989 NYMEX Unleaded Gasoline Contract: 14 Day Directional Mc-verne‘
CompuTt ac/SNAF version 3.1
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Introduction

Traditional methods of chart analysis use bar or point and figure charts. Yet over 100 years before
these methods originated, the Japanese were using their own style of technical analysis in the rice
market. This style evolved into the candlestick techniques currently used in Japan.

In the 1600s the Japanese were trading forward contracts in rice —called “empty rice”, because they
were trading rice that wasn't there. Rice was rot only Japan’s main staple, but it underpinned the
economy. Samurai warriors’ salaries were rice stipends. These stipends ‘were derived by a rice tax
levied by the government. From the peasant on up, the price of rice was crucial.

Although they were not the first to trade forward contracts (the Dutch were in the 1500s), the Japanese
were the first to use technical analysis. It's believed Japanese price charts originated around 1750.
Some patterns used by the Japanese are similar to our own, but were discovered much earlier. For
example, the equivalent of our head and shoulders formation was predated by the Japanese three
Buddha pattemn. This was related to the Buddhist temples in which there is a large central Buddha
with saints on both sides -~ a perfect analogy to a head and shoulders.

With their extended historical foundation, Japanese candlestick pattemns can offer us new insights.
Their picturesque names also make them fun to use. Expressions such as *dark cloud covers,”
“mormning stars,” and “windows" abound.

These techniques offer a wide spectrum of applications:

® Candlestick charts are a useful stand alone tool. They can also be merged with other technical
tools to create a synergy of techniques.

® Knowing how the Japanese analyze markets provides valuable information given the extent of
their participation in the U.S. financial markets.

¢ Cenain Japanese candlestick combinations may imply a period of consolidation (therefore a
decline in volatility), others hint of a forceful price move (thus a rise in volatility). They give
deeper insight into market conditions that could provide benefits to option traders.

The Japanese method of plotting is called candlesticks because the daily lines resemble candles. The
candlestick lines, alone and in combination, provide valuable assistance in trading. This report uses
American names for the indicators. The “tsutsumi” line is a line that “engulfs" the prior day’s price
action. So this is called an engulfing line. The Japanese names are in parenthesis. Indicators are
illustrated and shown in chart examples. All chans are courtesy of Bloomberg Ltd.

The pattems illustrated are representative examples. The lines don’t have to look exactly as they do
in the illustrations to provide a valid signal. And, as with all charting methods, formations are
somew hat subject to the interpretation of the ustr.

./7/



Merrill Lynch Consumer Markets

1850 K Street, N.W.
Suite 700
Washington, DC 20006
202 659 7222

800 825 1521

FAX 202 659 6126
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Steve Nison - V.P. Senior Technical Analyst, Merrill Lynch

Futures Research.

Steve Nison has been analyzing the futures markets for 17
years. He has an M.B.A. in Finance and Investments from
Baruch College in New York. He is a Chartered Market
Technician and an officer of the Board of the Market

Technicians Association.

His articles and his recently publisked book "Japanese
Candlestick Charting Techniques" have created a grounswell

of interest on the subject around the wcrld. Steve has

spoken before many prpfessional organizations, including

the World Bank in Wﬁshington. He has appeared on TV and articles
have been written about him and candles in the Wall Street
Journal, Institutional Investor, and the L.A. T;mes. His
appearance on FNWN's "Guru Review" resulted in the most

calls FNN had ever received.

Steve is credited with starting the candlestick revolution
now underway and is an acknowledged Western Authority on

the subject.



Reading the Candlestick Lines

The daily < ndlestick line illnstrates the market high, low, open and close. The thick part of the
candlestick is called the “real body”. It represents the range between the open and close. When the
real body is black (i.e., filled in), as in the Long Black Body below, it means the close was lower
than the open. If, as in the Long White Body below, the real body is white (i.c., empty), it means
the close was higher than the open.

"+ he thin lines above and below the real body are cailed the “shadows” and they represent the high
and low of the day. The Long Black Body shows a close near the low of the day. The Long White
Body shows a close near the high of the day. The relationship between the day’s open, high, low
and close change the look of the daily candlestick.

LONG BLACK BODY
—high Long Black Body. This represents a bearish period in the market.
N apen Prices experienced a wide range, and the market opened near the
high and closcd near the low of the period.
/closc
—low
LONG WHITE BODY
— hich Long White Body. This is the opposite of a long black body, and
& represents a bullish period in the market. Again, prices experienced
close a wide range, however, the market opened near the low and closed
near the high of the trading period.
_open
—low
SPINNING TOFS Spinning Tops. These are small 122 bodics, and
can be cither black or white. The small body repre-
high ~ - high scnts a relatively tight range between the open and
open — L. — close close for the period. In a trading range environ-
close /*‘ ' ~ sncn ment, spinning tops are ncutral, but t:>y may be-
low — ™ low come important as parts of other chart vattems.
(Sce stars and harami later in this report.)
DOJILINES Doji Lines. These illustratc periods where the
high — —high opening and closing prices for the period arc the
open & } samec. The length of the shadows can vary. As
close you'll sce throughout this rcpont, doji lines arc
low — { (I?p‘:n & important in a varicty of pattcms.
close




Reversal Indicators

Hammers and Hanging Man Lines
UMBRELLA LINES (Takuri and Kubitsuri)
0 ‘?"I& —close &
S ”—T-]\ high Umbrellas can be either bullish or bearish depending
close at least open on where they appear in a trend. If they occur during
th(n)rg;:s adowntrend, they are called hammers and are bullish,
length 4s in “the market is "hammering out’ a base.” If an
low low umbrella appears in an uptrend it’s bearish, and is
referred to as a hanging man.
—
HAMMER Umbrella lines can be recognized by two criteria: 1
roroTTTT T areal body at the upper end of tize entire trading range,
* , Umbrella : with little or no upper shadow. and 2) alower shadow
+ ' in ! that is at least twice the length of the real body. The
! Downtrend color of the real body isn't important.
_____________ !
BULLISH Hammers are excelient signals of a market at or near
its bottom. At times, they are also important at the
HANGING MAN lower end of a congestior: band.
:' T TTT7S The ominous name of the hanging man line (derived
' @ Umbrella because it looks lLike ahanging man withdangling legs)
D ' 1 in : hints at its bearish narure. If one appears at the top of
=R l Uptrend | a prolonged uptrend, it’s nsually time to vacate long
D Rtk T ! positions.
BEARISH
] ) 2C 20
: oarien | CRUDE OIL FUTR Octgs |

line 4!

Lkl TRl SO SR e SRR 1| PR N
: : : : vy ﬁ . J
i) : ' : : L ;
..I...U ................ "l ....................... e ] '.....'.........:;7:3
S : bullish engulfing . : : 1
fT hammer /, line ) . : ]
{ S 1 1] L 1 1 1 il’ :o
2JUN 16 30 14J, 29 11auG

In carly Junc, a hanging man linc signaled a reversal. Almost two weeks later, a hammer indicated
the markei was botloming. The hammer's lower shadow was a low in the scll-off.
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Copper Candle Chart Indicators:

I. Bullish engulfing linc. Although more imporant after a downtrend, this line also should be respected dering a lateral trading band.

2. A doji line at new highs could mean a top. However, the next day's bullish line didn't confirm this vicw. Notice how this doji line then
became support on the selloff the following weck.

3. Bearish engulfing line.

4. Doublc doji —expect a big price move.
5. A doji linc that became a support arca.
6. A hanging man signals a top.

7. The harami patitem shows the large down day was followed by a day of uncertainty. The downtrend lacked followthrough. Prognosis:
For now a downleg is unlikely.

8. Dark cloud cover giving another hint of a top.
9. A bullish enguifing linc.
10. A bearish shooting star.

11. A bearish engulfing line called the top of this market.
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Section 18

Crack Spread Tradiﬁg System




GASOIL VS. CRUDE OIL HEDGE EXAMPLES

ALT. 1...DO NOTHING...GET "MARKET" CRACK SPREAD AT TIME OF PRODUCT SALE

ALT. 2...SINGLE LEG ONLY: SELL GASOIL IN MONTH t+] WHEN CRUDE HAS BEEN PRICED AT DELIVERY OFF BRENT DATED

1 2 3 4 3 6 AVG.
GASOLL (t+1) PRICE:
@ HEDGE DATE 22.67 22.93 24.00 22.58 22.48 22.59  22.88
@ SETTLE DATE 22.93 24.00 22.58 22.22 22.59 275  22.85
PROFIT/(LOSS)
FOR STRATEGY 2 -0.26 -1.07 1.42 0.36 -0.11 -0.16 0.03
BRENT DATED 2 t 18.70

CRACK SPREAD @ MARKET
CRACK SPREAD HEDCED

4




ALT. 3... COMBINED CRACK SPREAD: BUY BRENT CRUDE FUTURES IN MO. t, AND SELL GASOIL IN t+1 SIMULTANEOUSLY
EXECUTE PRICR TO DELIVERY OF CRUDE

PERICD:

GASOIL (1+1) PRICE:
@ HEDGE DATE

@ SETTLE DATE
PROFIT/(LOSS) ,
FOR PRODUCT LEG

BRENT NEAR FORWARD

@ HEDGE DATE

@ SETTLE DATE

(1.LE., BRENT DATED PRICE)
PROFIT/(LOSS) ON CRUDE
FOR STRATEGY 3

COMBINED P& L
(CRUDE + PRGDUCT)
FOR STRATEGY 3

ALT. 3 NET CRACK SPREAD
Vs.
DO NOTHING .

1

25.17
22,93

2.24

18.50
16.84

4

298
24

~-1.92

16.57
12.27

0.70

2

2.31
22.5

0.41

17.27
18.37

1.10

1.51

24
222

1.78

18.37
18.14

-0.23

21.94
22.59
-0.65

18.14
17.7¢

-0.36

-1.01

§ AVG
2248 225
275 2289
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ALT. 4

LOCK CRUDE - PRODUCT SPREAD SIX MONTHS IN ADVANCE
DIRECTLY ON IPE FUTURES OR THROUGH SWAP MARKET

SWAP OR FORWARD HEDGE - ARKET AVG
AVG. GASOIL PRICE = $25.00 $22.85

AVG. BRENT PRICE = $18.71 $18.70

AVG. CRACK SPREAD = $6.29 $4.15

....May be abie to obtain a more favorable single six-month crack
spread “over-the-counter" price If the crack spread Is In sharp
backwardation, enabling offeror/selier of crack spread to benefit from
favorable time value cash flow sirce net payments on (higher) near-
month spreads would likely be from the refiner to the swap market-
maker.



Factors Affecting Cholce of Crack Spread Hedging Strategies

(1)

)

)

@)

(5)

Nature of Crude Pricing Relative to Product Sales and
Pricing (i.e., Netback, CIF Destination, FOB Source, Formula
vs. Fixed, Competition in Product Pricing at Wholesale and
Retaill),

Degree of Price and Refinery Margin Basis Risk... with
regard to both ctude and product pricing, yield mix, timing,
quaiity and other factors affecting crude relationship
between real refining margins and the paper market “crack”
spreads,

Management’s propensity, trading skiil and incremental cost
asseclated with directly hedging vs. relying on OTC market-
makers.

Time spread pattern of the crack spread: f In
backwardation, cash flow is initlally away from refiner/buyer;
if In contangoe, cash flow to refinar/buyer, functioning like a
loan.

Others....



NETBACK VALUE DETERMINATION
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IV C: WTI NETBACK MARGIN VS. 211 CRACK SPREAD

WTI: 211 CRACK MINUS NETBACK MARGIN
WEEKLY AVQ: 1/8/89 — 3/28/81
211 CRACK

10

o] MINUS WTI NETBACK MARGIN

”

* MAX MIN AVG@ STD

. CRACKING

3 1/89-3/91 442 242 148 135

) //\\m /-/\/\,\JV\J\/\A LAST YEAR 442 090 1.89 148

° A | oy _ LASTMONTH  2.68 220 2.37 0.19

=1+ V / NON-DISRUPT* 338 -242 1.00 1.14

] DISRUPTION®* 442 1.19 286 0.87

-4 211 CRACK SPREAD = (1 110IL + | UNLEADED) - 2 CRUDE OIL 1/91-2/91 442 197 300 0.74
J F M AMGJ o A S OND o F M AMJI A S ON D JF M 1/89-3/91 9'33 i'38 4'90 1'65

LAST YEAR 9.33 329 6.05 1.57

—— CRACK NB + ToPwm

LASTMONTH 7.28 642 697 0.34

WTI: 211 CRACK VSs. NETBACK MARGINS NON-DISRUPT* 8.15 1.38 4.18 1.14

" Y A0 /e/en - 3/2e/m DISRUPTION** 933 525 699 1.00
12 - 1/91-2/9 B.07 525 6.86 0.89

" . - * = 1/89 - 7/90 & 3/91 +* = 8/20 - 2/9)
o 211 CRACK MINUS NETBACK MARGIN SPREAD INDICATES
m fwg[\[vg AL pan HOW WELL GROSS PAPER PEFINING MARGINS TRACK REAL
T WW v % Ww‘* GROSS MARGINS ACCOUNTING FOR THE FULL BARREL.
-2 -

~ o INCREASE IN CRACK-NETBACK SPREAD FOLLOWING IRAQI
INVASION IMPLIES THAT GASOLINE AND HEATING OiL

L 1890 1991 PRICES ROSE PROPORTIGNATELY MORE THAN OTHER
A IN [', IJI I'I-lllullll;lll‘l‘lll.l'llli.l'llIAIIlll;lll;lll'l‘llll;lll.l'lll;lll‘l‘"l PRODUCTS.
= CRACK HB -~ p & TOP NB — P ° 211 CRK
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CRACK SPREAD TRADING SYSTEMS

Overview

Crack spreads function as surrogate netback value indicators,
and allow refining profitability to be "locked in".

Crack Spreads, therefore, are the price vs. value relationship

between anticipated refined product prices and crude oil prices,
or laid-in costs.

Depending on the timing of the crude oil purchase, and its
pricing relative to the timing and terms of the product sale, a
variety of p:ermutations of the crack spread are conceivable:

=

2)

3)

"Prompt or Nearby" Spread = Near Month Product - Near
Month Crude Oil Price Appropriate for crude pricing on
oil delivery vs. product pricing at origin.

"Staggered" Spread = Forward product price {e.g., IPE
Gasoil 2nd or 3rd Month) vs. Near Month Crude Oil,
Appropriate for crude and product priced on delivery, with

a 1-to-2 month lag between crude purchase and product
sale.

Pre-priced crude oil vs. forward product or its "forward"
crack spread (e.g., last week’s average Brent Dated vs. IPE
Gasoil Near, 2nd, or 3rd month). Appropriate for hedging
a known crude oil inventory cost, vs. a forward product
price reflecting likely timing of product sale.

’//)0\ J



INTERPRETATION OF CRACK SPREADS

(Time Spread Features)

The nearby crack spread provides an incremental indicator of
the level and trend of refining margins.

The "time spread" of the crack spread (e.g., month t+3 crack vs.
month t+1 crack) provides an indication of the expected level
and trend of the nearby crack. (see graph)

The time spread of the crack spread reflects the sum of the time
spread of products and the time-spread of crude oil:

- When crude oil time spreads are in "backwardation"
and products are in "contango", the time spread of the
crack spread will be in contango (i.e., forward month
higher then nearby month).

-  When crude oil time spreads are in contango, and
product spreads in backwardation, the time spread of
the crack spread will be in sharp backwardation.

- Refiners should attempt to place their "crack spread"
hedges in a manner which takes advantage of

favorable movements in the time spread of the crack
spread.

o ))(\L'
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WTI TIME VS. 2/1/1NYMEX CRACK SPREAD

NEAR - 3RD CONTRACT MO7./90 - 4./81

QUMD ] mnnmmmmmmnmmmnl
JULY AUG SEP. OCT. NCV. DEC. JAN FEB. MAR APR
DATE
NEAR - 3RD CRUDE NEAR - 3RD MO. 211




Time vs. Crack Spread

®  Strong backwardation (near > forward month price) In underlying
crude oll market is normally assoclated with upward price
pressure, as near-term price strength Is discounted forward in
time.

® By contrast, the time spread of crack spreads (near - forward
month crack spreads) normally decreases with this prompt price
pressure, as nearby refining margins are squeezed relative to
forward months (when crude Is cheaper).

®  Asthe degree of backwardation declines in the crude market (i.e.,
the market moves to “contange* as nearby prices decline relative
to forward month prices), and the time spread of the crack spread
remains in contango, a good opportunity may exlst to lock in
forward month crack spreads, assuming these spreads are
accaptably high.

For example, favorable forward crack hedge opportunities may
have occurred in most of August 1990, late November 1990, and
in late January and February of 1991 on the NYMEX.

This crude vs. product price time dynamic should be a central focus of
refinery hedge timing.

& (\
5



Illustration of Crack Spread's Relation to Refinery Cycle

Cycle Begins with _ : Crack Spreads Strong & Rising

> Product Stocks Eventually

Tighten vis-a-vis Demand Refire More Crude - Buy More Crude <

CT: PRODLr.'rPRICESSI'RmGer FFFECT: CRUDE PRICES STRENGTHEN

Make Less Refined Product ) , Meke More Refined Products t
EFFECT: CRULE PRICES WEAKEN EFFECT: PRODUCT PRICES HEAKEN

| Pefine Less Crude-RBuy Less Crude “ Product Stocks Eventually
' Increase vis-a—vis demand

EFFECT: CRACK SPREAD MEAKENS

© OPEC Output D.-velm - raising or lawering price pressures, thereby
Increasin; or aEcreamn; incentives to buy more crude, create more product

© Shifting End-Use Product Demand - Que to weather, sconomic, technolagical
Or regulatory change, thereby raising or lowering product demand, prices,
refining margins, and, ultimately, demand for crude

© Sharp Change in Physical Capacity to economically produce, refine, transport
oil, changing marginal cost, demand and prcd:ctio_n functions.

LEADING TO:

© Shifts in "Incremental” vs. "Average® Crude Costs and Product Prices which
may distort the accuracy with which crack spreads mirror incremental refining

econanics (e.g., sharp damestic vs. - foreign crude oil premium or discaunt).
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Theorz of Forward Crack as an Indicator of Maké vs. Buy
Economics and the Direction of Crack Spreads

Porward Crack Trend .

Make vs. Buy

Bottoms
(with Porward Crack
Less Than Nearby
Crack)

Peaks
(with Forward Crack
Greater Than
Nearby Crack)

Translation

Recently purchased
crude oil is high
Priced relative to
expected product
values, encouraging
reduction of refinery
throughput, greater
reliance on spot
Product purchases ...
Buy vs. Make

Recently purchased
crude oil is low
priced relative to
expected product
values, encouraging
higher refinery
throughput, less
reliance on spot
product purchases ...
Hake vs. Buy

Signal for
Crack Spread

Crack spread ig
expected to widen
as spot product
demand will
increase, relative
to declining
refinery output ...
take reverse crack
sprea sell crude,
Yy product) until
forward crack
reverses down or
exceeds nearby crack

Crack spread
expected to narrow
as refinery output
will increase,
relative to -
declining spot
product demand ..,
take crack spread
(buy crude, seIl
product) until
forward crack
reverses up or falls
below nearby crack




TRADING CRACK SPREADS
(Analysis Steps)

Selection of appropriate contract months for each"leg" of the
spread.

Analysis of crack spread for its time spread character.

Assessment of each leg’s technical, fundamental and seasonal
ckaracter individually, as well as jointly.

Technical and fundamental assessment of the overall spread.

Crack spread vs. surrogate "netback" value and the role of "the
rest of the barrel".

Comparison of "forward" (or crude pre-priced) vs. nearby crack
spread to determine overall "real" pressure on refining margins.

Contemporaneous vs. "staggered" execution of the crack spread.

Use of options vs. futures, exchange - traded vs. "over-the-
counter".

(¢
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Figure 13-1

BENEFITS OF IMPROVED COORDINATION

Better and faster ‘lecisions

Better crude selection and acquisition

Improved product quality

More product export possibilities

More effective product pricing

Better choices in investment and dis-investment decisions

Better utilization of capacity

MORE EFFICIENT USE OF EXISTING RESOURCES

Save energy

Reduce quality give-away

Reduce processing Losses

Improve yields of high value products
Reduce inventories

Increase throughput of raw materials

Intemational Resources Group Inc. (Supply/Refining/Distribution Optimization) Page No: 13- 2
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13.0 INTRODUCTION .

An oil company’s operations (consisting of crude oil supply, refining, and product
distribution) constitute a complex logistics system. Each company, in turn, is
becoming a part of a region-wide logistics system that encompasses Eastern Europe.
Each organization operates its logistics system through a hierarchy of planning and
scheduling control functions. Today, the new oil organizations face a new business
environment that includes:

o Frec trade with the West,

o The move toward privatization,

o Restructuring of existing organizations from one of central control to
more de-centralized decisions on the part of individual companies and
entrepreneurs.

Simultaneously, a rapid change s occurring in technology, markets, product quality,
crude oil prices and sources of supply. In addition, new environmental regulations
will have major impact on refining costs and production levels.

As new organizations seek to improve refining margins and gain a competitive
advantage, many are turning to improving the performance and coordination of the
key functions of supply, refining, and marketing. Coordination is an important
concept as it means harmonizing the operations of various business units. Some of
the benefits of improved coordination are shown in Figure 13-1.

Intemational Resources Group Inc. (Supply/Refining/Distribution Optimization) Page No: 13 -3

,\l\\'



Figure 13-2

map of country crude line (If Available)

International Resources Group Inc. (Supply/Refining/Distribution Optimization) Page No: 13-4
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13.1 CRUDE OIL SUPPLY COORDINATION

Crude oil is delivered to refineries primarily by tankers, for those refineries located
near the coast, or by.pipeline, for inland refineries. The cost of transportation thus
becomes an important item in evaluating crude oil purchases. The capacity of each
mode is also of vital concern as well as the amount of crude oil storage capacity

available at each refinery.

As more crude oil is purchased from the world market, those refiners with access
to low cost supply routes will have a cost advantage. What are the economics? How
are decisions made that affect the flow of crude oil and its cost?

Figure 13-2 shows the crude supply network for the Country, if available.

13.2 PRODUCT DISTRIBUTION COORDINATION

The distribution of products is driven by the question, "where and who are the
customers"? The customers for gasoline and other light fuels are located in the
large metropolitan areas, while the customers for heavy gas oils, residual fuel cil and
petrochemical feedstocks are not. In fact, most refining complexes are located near
or next to petrochemical plants so that product supply is usually made by a short
piping connection. Itis this supply/demand location imbalance that creates the need
for eificient distribution of products. Various modes of transport are available from
trucks, to rail cars, to barges, to pipelines, all with different costs per ton. If a
market region exists near the border and the product from refireries within the
country cannot supply that market at competitive prices, the market share from

product imports will rise.

International Resources Group Inc. (Supply/Refining/Distribution Optimization) Page No: 13 -5

i



Figure 13-3

CRUDE OIL YIELDS
LIGHT SWEET TO HEAVY SOUR
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13.3 THE ROLE OF A REFINERY IN CRUDE OIL PURCHASING

A refinery, like any other manufacturing operation, converts raw materials (crude
oil and other unfinished oils) into marketable products such as gasoline, heating oil
and industrial fuel. The manufacturing process is made more complex by the fact
that many products are produced jointly from the same hydrocarbon raw material.
Each crude oil may ditfer significantly in its quality ( Sulfur content, Specific
Gravity, etc.) which will result in a different yield of final products.

The best mix of crude oils to use in a refinery is determined by the processing
capability of each refinery to convert various quality crudes available at different
prices to a slate of products that will maximize the difference between product sales
revenues and cost of operations. The key indicators used to determine the crude oil

to buy are:

° API gravity of the crude oil (the higher the API gravity number, the
"lighter or less dense" is the crude oil. A crude with an API gravity of
32 is "lighter" than a crude with an API gravity of 28)

° Sulfur content, expressed in weight per cent. The higher the sulfur
content, the more sulfur that must be removed in the refining process,
at a cost, to meet product quality specifications.

® The delivered cost of the crude oil to the refinery, which includes the
purchase price plus transportation costs by tanker, pipeline, or rail.

Each crude oil will have a different proportion of products that are not proportional
to the market demands which requires the refinery to distill, convert, crack, and
blend various components to produce the final products. The majer components of
crude oil, starting with the lightest gases and ending with the heaviest liquids are as
follows:
1) Gases, such as methane, ethane
22 Liquified Petroleum Gas (LPG), containing propane and some butane
3 Light gasoline
4§ Naphtha for gasoline manufacture or and/or petrochemical feedstocks.
5)  Distillates or Light Gas Oils for kerosene, home heating oil or auto
diesel fuel.
6) Heavy Gas Oil for industrial fuel or as feed to the catalytic cracking
process to make gasoline blend stocks.
7)  Residual Fuel Qil for electric power plant fuel or marine fuel.

Crude oils that can yield the greatest percentage of gasoline, naphtha, and distillate
fuel oils are considered more valuable, i.e. higher priced, because they will produce
producis with higher value at a lower cost. The crude oils in this category have an
API gravity over 30 ( "light") and generally contain less than 1% Sulfur ("Sweet").
The crude oils with an API gravity of under 30 ("Heavy"), generally contain more
than 1% Sulfur, some as high as 3.5% ("Sour"). Thus the terms "Sweet crude" and
"Sour crude" are used to denote light, low sulfur and heavy, high sulfur, respectively.
Some typical yields are shown in Figure 13-3.

Intemational Resources Group Inc. (Supply/Refining/Distribution Optimization) Page No: 13 -7
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There are four major categories of refineries that produce fuels for transportation
and heating. Each category is briefly described in the following paragraphs.

13.3.1 The Topping Refinery

This refinery contains an atmospheric distillation process unit and is sometimes
referred to as a "tea kettle" refinery since it does little more than "boil oil". The
products made are gas, low octane gasoline, distillate (kerosene, heating oil and
other light gas oils) and unfinished residual oil which contains t«iie heavy gas oil.
Since only a few products are marketable, primarily the distillates, the refinery sells
its unfinished materials to refiners with more complex and sophisticated process

units.

13.3.2 The Reforming (Hydroskimming) Refinery

This refinery category is an advance over the "tea kettle" since the catalytic
reforming process raises the octane number of naphtha which permits the sale of
motor gasoline. The term "Hydroskimming" is used because the reforming process
produces Hydrogen, which is used to reduce the sulfur content of fuel oils and the
naphtha is "skimmed" from the crude oil and upgraded to gasoline blend stock.

1333 The Reforming/Cracking Refinery

These refineries usually consist of Vacuum Distillation and catalytic cracking
processes, in addition to catalytic reforming. The cracking processes may be Fluid
Catalytic Cracking (FCC) and/or Hydrocracking. These cracking processes allow the
heavy gas oils to be upgraded to the more valuable light products such as gasoline.
The cracking mode of operation represents the U.S. industry marginal mode of
production which, in turn, generally determines the basic crude oil/product price
relationship. This is where the term and concept of the "crack spread” originated in
the futures market. An illustration of this refinery is shown in Figure 13-4,

International Resources Group Inc. (Supply/Refining/Distribution Optimization) Page No: 13 -9
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Figure 13-5
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13.34 The Reforming/Cracking/Coking Refinery

This category of refinery is the most complex of all. The addition of a Coking
process unit, with a large capital investment, allows the refiner to upgrade residual
oil from heavy crudes to make "lighter" products, such as gasoline and heating oil.
Thus, refiners with this equipment are in a good position to take advantage of the
market price spread between light and heavy crude oils and/or the market for
residual fuel oil. An illustration is shown in Figure 13-5.

International Resources Group Inc. (Supply/Refining/Distribution Optimization) Page No: 13- 11
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Figure 13-6

REFINER GROSS MARGIN

BY REFINERY TYPE
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13.4 MANAGING THE REFINERY

The management of a refinery has a goal of producing the market demand for
products at the least cost. During the last two years, major price swings, due to the
Iraq invasion of Kuwait, have occurred in the world oil market. As a result, the
refining industry has experienced changes in profitability as shown in Figure 13-6.
This illustrates the impact of crude prices for both a simple and complex refinery
are shown. The manager of a complex refinery was in a better position to respond
to changes in market forces. The Gross Refining Margin is the difference between
product revenues and the cost of crude oil and variable operating costs. Refiner

fixed costs are not included.

The margin for a complex refinery is greater than that for a simple refinery due to
its ability to upgrade the heavy oil to higher value light products. As oil prices rose
rapidly in the fall of 1990, the refiner margins dropped and the simple refiner shows
a loss of almost $2.00/BBL by the fourth quarter.

International Resources Group Inc. (Supply/Refining/Distribution Optimization) Page No: 13 - 13
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Figure 13 -7
Typical Costs

Cost item Simple Refinery Complex Refinery
Raw Material 89.7 87.0
Variable Costs 1.8 2.2

Fixed Costs 8.5 10.8
Total 100.0 J

NELSON COMPLEX. FACTOR 5.15 10.69
AVE. SIZE, MB/CD 20 168
$/BBL % $/BBL %
COST CATEGORY
FIXED
PAYROLLPAYROLL RELATED 0.48 31.3% 0.62 32.6%
h CONTRACT MAINTENANCE 0.08 5.2% 0.13 6.8%
" MAINTENANCE MATERIALS 0.15 5.8% 0.19 10.0%
I OBSOLESCENCE & IMPROVEMENT 0.52 34.0% 0.40 21.0%
OTHER OPERATING EXP. 030 19.7% 0.56 29.6%
TOTAL FIXED 1.53 100.0% 1.9¢ 100.0% -
Intemnational Resources Group Inc. (Supply/Refining/Distribution Optimization) Page No: 13 - 14
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Every ettort should be made to identify crude oil purchase opportunities that have
the best cost/value relationship. The cost of crude alone is not sufficient. Crude oils
are not created "equal”, some have greater value than others because their physical
and chemical properties permit them to be refined into finished products at a lower
cost. The value of a given crude oil also depends heavily on the refinery process
units available. What might be a "great buy" on a heavy, sour crude for the operator
of a cracking/coking refinery, may be a very poor value for the operator of a
"Hydroskimming" refinery. The largest single component of refinery costs is the cost
of crude as shown in Table 13-1.

Table 13-1
Typical Percentage Cost Breakdown'

Simple Refinery Complex Refinery

Raw Material 89.7 87.0

Cost item

Variable Costs 1.8 2.2 h
8.5

Fixed Costs

Total

.S, Petroleum Refining", National Petroleum Council, October, 1986
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134.1 Role of Refinery Utilization

The level of refinery utilization plays a major role in the determination of netback
prices for crude oil. When a refinery is operating at a rate where the downstream
conversion units such as the fluid cat cracker, coker, and the reformer are at
capacity, incremental barrels of crude cannot be transformed into high valve
gasoline and the breakeven price for that crude is lower than it would be at lower
throughput. This is illustrated in Figure 13-8 and 13-9 where we have simulated
botk a high conversion complex refinery and a simple refinery using second quarter
1990 product prices with each refinery running from 50% to 95% of operable

capacity.

1.  BRENT - U.K. North Sea - high API gravity, low sulfur

2. URALS - USSR Export - medium API gravity, medium sulfur
3. DUBAI - Mid East - low API gravity, high sulfur

4.  SAH - Saudi Heavy - low API gravity, high sulfur

As can be seen from the chart, the breakeven value of these crude oils drops by over
3.008/bbl. The key break occurs between 70% and 80% of distillation capacity. At
this point, the dowustream conversion units reach capacity and the refinery cannot
produce any more high value gasoline blending stocks.

The breakeven price indicates the value of each crude to the refiner. If the crude
oil can be obtained for less than this value, the refiner gross margin increases.
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The refinery processing configuration also plays and important role as seen in
Figure 13-9, which shows the value of a heavy sour crude to a simple hydroskimming
refinery dropping by almost $2.00/BBL from 70 to 80 % of capacity. The simple
refinery is at a competitive disadvantage in the processing of heavy, sour crude oils.
In contrast, the value of a light crude oil, such as Brent, does not drop as this crude
is more easily processed to make light products.
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13.5 BASIS FOR CASE STUDY (GEOCO)
As a basis for the seminar case study of a hypothetical oil company, let us consider
a company named GEOCO (Greater Européan Oil Company). GEOCO operates
two refineries, the first is a fairly simple "hydroskimming" refinery that consists of
atmospheric crude distillation and catalytic reforming for gasoline production, its
capacity is 100 MB/D. The second refinery also at 100 MB/D contains a reformer,
fluid catalytic cracking unit (FCC) and Lydrocracker . The refineries produce the
following product slates:

® Premium Gasoline (92 Road Octane & .4 g/l Lead)
Regular Gasoline (88 Road Octane & 0.15 g/1 Lead)
Kerosene
Gas Oil
Residual Fuel Oil ( <= 1% Sulfur)
Residual Fuel Oil ( <= 3.8% Sulfur)

o Petrochemical Feedstocks
About 50% of the crude oil supply is based on long-term contracts, but additional
crude must be purchased on the world market. The refineries distribute products to
their local tributary area and also supply a marketing company with products for
resale. Some products may be imported and some products are targeted for the
export market The problems facing GEOCO are that the terms and availability of
the long-term contract for crude supply have changed with both a reduction in
volume and an increase in price. Increased environmental regulations will also have
an impact as the refineries will have to reduce the sulfur content of fuel oil as well
as the amount of lead added to the premium gasoline. New opportunities have also
arisen in the area of product exports to other countries.
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13.5.1 Company Planning Methods
The company has a history of planning that they have defined as follows:

Planning I evel Time Frame
A) Scheduling Operations in each refinery Hourly/Daily
B) Operations Planning in each refinery Daily/Weekly
) Tactical System Operations planning 1 to 6 months
(Considers supply of crude oil to both refineries and product distribution)
D) Strategic System Planning 1 to 5 years

(Considers what type of Investments will be needed and where)

At each planning level the company has mathematical models that aid in decision
making. For levels B, C, and D, these models use Linear Programming (LP) to
obtain solutions.

The model of type B is a detailed refinery simulation model that contains over 250
equations and 500 variables that represent processing and blending operations.
The capabilities of this refinery yield simulation model are:

Crude Oils Assays
Over 50 crude oils including West Texas Intermediate, Arab Light, U.K. Brent.

Products:
o Leaded and Unleaded gasolines
Jet Fuels
No. 2 Heating Oil
Gas Oil
Naphtha
No. 6 residual fuel oil (at various sulfur levels)
LPG and other products
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Refinery Process Units:
Twenty-three units including crude distillation, coking, reforming, fluid catalytic

cracking, hydrocracking, alkylation, isomerization.

Objective Function:
Maximize refiner’s gross profit margin (excluding taxes and fixed costs).

Alternatively, the total costs may be minimized.

These models are used to:
1. Determine crude replacement value to a refinery in a given region.
2.  Determine refined product yield netbacks for selected crudes using reported

spot prices.

3.  Determine the incremental cost of producing products at different levels of
capacity utilization.

4, Determine crude and product values as a function of refinery complexity (i.e.,
cracking, high conversion refinery vs. a hydroskimming low conversion
refinery).

5.  Determine refining cost for petrochemical naphtha production.
6. Evaluate capacity expansion investments.

These refinery yield simulation models provide a quantitative picture of the marginal
value of crudes and products to a given refinery configuration. The major advantage
of using these LP models is that the results represent both the optimal production
levels and marginal prices for crude oils and products.

We have used a model of type B, Operations Planning (OP) to illustrate the case

study examples in this section and to provide attendees with a simulation of "real

life" business situations.
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13.6 PLANNING BASIS
Several types of crude oil can be processed by the refineries. The major crude run

has its volume set by contract, the other crudes are "marginal" and are purchased
on the spot market. The refineries can process the crude oils in a variety of ways,
however, the processing equipment available in each refinery will restrict certain
operations. The three major products considered are gasoline, gas oil (heating oil)
and residual fuel.
The objectives of the managers of our "hypothetical refineries", which represent
fairly typical planning problems, are:
° Determine an optimum base case which will include
Crudes to be purchased and crude transportation needs.
Refinery crude runs and operating modes.
Incremental or marginal cost of each product.
° Determine the economic incentive for changing the contract which fixes
the volume of the base crude.

Typical Questions to be answered are:

® What can be done in the next few months with our existing equipment
to cope with higher crude prices and survive as a business?

® Which crude oils should be bought and which refinery should process
them?

L What is the value (price) to each refinery for Saudi Heavy?, for
Nigerian Bonny Light?, for U.K. Brent?, for Urals?

o To what extent can the product mix be varied so that a given refinery
can supply a marketing region? What are the costs of these alternative
product mixes?

o What is the product slate that will give the highest operating margin?
For each alternative product mix, what is the least cost operating plan?

° For the future, what new or revamped process units might be needed?
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Table 13 - 2
Case Study Crude Prices

Crude Ol | Price $bbl | Volume, Mbbl/day
- Urals- USSR 14.70 45.2 (fix)
Dubai- UAE 15.40 50 (max)
Brent- UK 17.50 50 (max)

Table 13-3
Refinery Product Demands
Refinery "Gate" Prices

Product Volume,MB/D Price, $/BBL
Prem. Mogas 92 8.0 25.75 0.160
Reg. Mogas 88 25.0 24.10 0.149
Kerosene 9.0 21.25 0.132
No. 2 Gas Oil 30.0 20.8 0.129
Fuel Oil 1%S as produced 12.60 83.80/MeT
Fuel Oil 4%S as produced 10.7 71.15/MeT
Petrochem. Nap. 22.0 27-28
u Asphalt 10 15.00
=======;=====m
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13.6.1 Case Study Data _
The data displayed in this section is fairly representative of industry data but is
intended for illustrative purposes only. ‘
o Crude Supply and Costs (at the refinery gate), see Table 13 - 2
Urals crude is a medium quality crude oil whose volume and price are fixed
by contract. Dubai crude is a heavy, sour crude with low quality for fuel and
distillates. Brent crude is a high quality light sweet crude.

13.6.2 Product Demands
Each refinery must supply product demands in its local area. For these examples,
we have assumed the same volumes and prices for each refinery as shown in Table

13-3.
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l1aple 15 - 4

Processing Capacities
PROCESSING CAPACITIES
REFINERY RC REFINERY RS
COMPLEX SIMPLE
h CAPACITY CAPACITY
'ﬂ PROCESS UNIT (MB/CD) KIYR | (MB/CD) KT/YR
CRUDE DISTILLATION 100.0 5000 100.0 5000
VACUUM DISTILLATION 41.6 2277 29.5 1617
COKER-DELAYED 0.0 0 0.0 0
VISBREAKER 0.7 a1 0.0 0
NAPHTHA 229 984 20,0 859
HYDROTREATER
DISTILLATE HDS 21.0 1024 160 779
FCC FEED HYDROFINER 104 504 9.0 438
RESID DESULFURIZER 31| m 0.0 0
CAT REFORMER 150 PSI 24.0 1031 20.0 859
FLUID CAT CRACKER 37.4 1845 0.0 0
GASOLINE SPLTR 29 125 22 94
HYDROCRACKER-DIST. 54 267 6.0 0
" ALKYLATION PLANT 7.6 277 0.0 0
I CAT POLYMERIZATION 03 12 0.0 0
" AROMATICS PLT 03 12 0.0 0
PEN/HEX ISOMERIZATION 19 81 10 42
BUTANE ISOMERIZATION 02 7 0.0 0
| LUBE + WAX PLANTS 18 91 4.6 240
" SOLVENT DEASPHALTING 2.8 145 3.1 162
I N

Intemnational Resources Group Inc. (Supply/Refining/Distribution Optimization)
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13.6.3 KRefinery Processing Capacities

The nominal operating capacity of each unit fcr the complex and simple refineries
used in the case study is shown in Table 13 - 4.

The capacities shown are meant to be representative for each type of refinery and
do not reflect any specific plant. The main differences are the lack of heavy oil
conversion units in the simple refinery, namely catalytic cracking and hydrocracking,
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Table 13-5

Production Report Complex Refinery

ﬂ PRODUCTION REPORT COMPLEX REFINERY
PRODUCTS INPUT CALC. PRICE TOTAL FLOW | RATE
PRICE STOCK MINUS REVENU | RATE | LT
$BBL | VALUESB | VALUE Ms$/D MBD | MBD
LPG. 10.00 10.00 0.00 108.1 7.6
MOGAS,PRM 92 Oct,4g/ 25.75 17.32 8.43 206.0 8.0 8.0
MOGAS,PRM 92 Oct, 151 0.00 0.00 0.00 0.0 0.0 0.0
MOGAS,REG 88 Oct,.15g1 24.10 16.16 7.94 602.5 25.0 25.0
JET KEROSENE 21.25 21.14 0.11 1913 9.0 9.0
| GAS OIL 20.80 20.80 0.00 425.8 205 30.0
FUEL OIL < 1% Sul 12.60 12.60 0.00 00 0.0
FUEL OIL < 4% Sul 10.70 10.70 0.00 00 00
" PETROCHEM FEED 27.00 27.00 0.00 405.5 16.7
" LUBES,ASPHALT,ETC 19.99 19.99 0.00 213.0 115 115
'ﬁ TOTAL SALEABLE 2152 98.2
PLANT FUEL BURNED 59
LOSS (GAIN) 39
TOTAL 2152 1003

International Resources Group Inc. (Supply/Refining/Distribution Optimization)

Page No: 13 - 28

W



13.7 BASE CASE RESULTS

The results of the computer simulations ( using Linear Programming) for the two
refineries are shown in the following pages.

The refinery gate prices for products are based on ARA second quarter 1990
averages. The crude oil prices are also based on average quotes for that period and
include an estimate for transportation costs from the point of origin to Eastern
Europe. The gasoline octane numbers shown are "Road Octane" based on the
formula (Research Octane + Motor Octane)/2 = 92 for Premium gasoline.

13.7.1 Complex Refinery Production Report

The key values to note in the production report are in the "price minus value"
columr which show the marginal change in refiner margin for incremental sales of
products. For example, if additional markets could be found for Regular Low Lead
gasoline, a possible margin of $7.94/BBL could be realized by the refinery. The
refinery production of gasoline is at the maximum demand for both grades. Also
note that there is no fuel oil produced in this plan, the upgrading equipment is
working hard since the price for fuel oil is quite low.

International Resources Group Inc. (Supply/Refining/Distribution Optimization) Page No: 13 - 29

)



Table 13 - 6
Raw Material Report Complex Refinery

RAW COMPLEX ‘
CRUDE OILS INPUT CALC. VALUE TOTAL FLOW RATE
COST STOCK MINUS COST RATE LIMIT
$/BBL VALUE,$/B COST MS$/D MB/D MB/D
u USSR URALS 14.70 1647 1.77 6644 45.2 45.2
,’ UK. BRENT 1750 17.50 0.00 1243 7.1 50.0
SAUDI LIGHT 0.00 0.00 0.00 0.0 0.0
SAUDI MEDIUM 0.00 0.00 0.00 0.0 0.0
DUBAI 15.40 15.40 0.00 7343 417 50.0
‘ IRAN HEAVY 0.00 0.00 0.00 0.0 0.0
" TOTAL CRUDE OIL 1523.0 100.0
OTHER INPUTS
Nat. Gas Liquids,etc. 18.00 18.00 0.00 50 03
" Alcohols/Ethers 0.00 0.00 0.00 0.0 0.0
" OTHER TOTAL 5.0 03
" TOTAL 1528.1 1003
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13.7.2 Complex Refinery Raw Material Report

The Raw Materials Report shown in Table 13-6, shows the crude oils processed and
the incremental value to the refiner of each crude, as shown in the "value minus
cost” column. The current price of $14.70 for Urals crude oil is $1.77 less than the
refiner might be willing to pay. That is, additional barrels of this crude at $14.70
will yield an increase in the gross margin of $1.77 per barrel.

The incremental refining value for Brent and Dubai are 0.00, or ejual to the current

acquisition price.
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Table 13 - 7
Economic Summary Complex Refinery

ECONOMICS COMPLEX REFINERY _
M$/DAY | MMS$/YR $/BBL
PRODUCT REVENUE 2152.0 785.5 21.46
RAW MATERIAL COST
CRUDE OIL 1528.1 557.8 15.24
GROSS MARGIN 623.9 227.7 6.22
PROCESSING COSTS
GASOLINE 11.7 4.3 0.12
ADDITIVES(TEL)
PURCHASED UTILITIES 9.8 3.6 0.10
OTHER VARIABLE 17.5 6.4 0.17
COSTS
j SUB-TOTAL 39.0 14.2 0.39
l PROCESSING
GROSS 584.9 213.5 5.83
MARGIN(PreTax/Depr.)
FIXED COST 190.0 69.4 1.89
NET MARGIN 394.9 144.1 3.94
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13.7.3 Complex Refinery Economic Summary Report
ry of the economics for the "hypothetical” complex refinery, showr

A brief summa
"Gross Margin" before taxes and depreciation is $5.81

in Table 13-7, indicates the
for the base case. If fixed costs are included, the margin drops to $3.94.
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Production Report Simple Refinery

PRODUCTS INPUT CALC. PRICE TOTAL FLOW | RATE
PRICE STOCK MINUS | REVENUE | RATE | LIMIT
$BBL | VALUESB | VALUE M$D MB/D MB/D
" LPG. 10.00 10.00 0.00 327 21
" MOGAS,PRM 92 Oct, 4g/l 25.75 25.25 0.50 206.0 8.0 8.0
'1 MOGAS,PRM 92 Oct,.15g1 0.00 0.00 0.00 0.0 0.0 0.0
MOGAS,REG 88 Oct,.15g1 24.10 24,10 0.00 1352 5.6 25.0
JET KEROSENE 21.25 21,25 0.00 33.6 1.6 9.0
I GAS OIL 20.80 20.80 0.00 506.1 243 300
" FUEL OIL < 1% Sul 12.60 12.60 0.00 368.2 29.2
u FUEL OIL < 4% Sul 10.70 10.70 0.00 0.0 0.0
! PETROCHEM FEED 27.00 27.00 0.00 362.9 13.4
LUBES,ASPHALT,ETC 19.99 19.99 0.00 213.0 115 115
TOTAL SALEABLE 1857.6 95.7
| PLANT FUEL BURNED 55
" LOSS (GAIN) 0.5
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13.74 Simple Refinery Production Report

The production report for the Simple Refinery is a marked contrast to the Complex
case. Note that only Premium gasoline is produced to the maximum, with substantial
volumes of fuel oil produced. The Regular gasoline demand of 25 MB/D cannot be
met as only 5.6 MB/D are made. There is no incentive for this refiner to sell more
Regular, only an increase in Premium sales are marginally profitable at $0.50 /BBL.
Without the processing equipment available to the complex refiner, this operation
cannot upgrade fuel oil to sell more valuable light products and suffers from a low

operating margin.
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Table 13 -9

Raw Materials Report Simple Refinery

RAW MATERIALS REPORT SIMFLE REFINERY

CRUDE OILS INPUT CALC, VALUE TOTAL FLOW RATE
COST STOCK MINUS COST RATE LIMIT
$/BBL VALUE$/B COST M$/D MB/D MB/D
" USSR URALS 14.70 16.01 131 664.4 45.2 45.2
" U.K. BRENT 17.50 17.50 0.00 644.4 36.8 500
" SAUDI LIGHT 0.00 0.00 0.00 0.0 0.0
" SAUDI MEDIUM 0.00 0.00 0.00 0.0 0.0
" DUBAI 15.40 15.40 0.00 276.6 18.0 50.0
IRAN HEAVY 0.00 0.00 0.00 0.0 0.0
TOTAL CRUDE OIL 15854 100.0
H OTHER INPUTS ‘
u Nat. Gas Liquids,etc. 18.00 18.00 0.00 30.6 1.7
" Alcohols/Ethers 0.00 0.00 0.00 0.0 0.0
" OTHER TOTAL 30.6 1.7

Intemational Resources Group Inc. (Supply/Refining/Distribution Optimization)

Page No: 13 - 36

T



13.7.5 Simple Refinery Raw Material Report

The Raw Materials Report shown in Table 13-9, shows the crude oils processed and
the incremental value to the refiner of each crude, as shown in the "value minus
cost" column. The current price of $14.70 for Urals crude oil is $1.31 less than the
refiner might be willing to pay. That is, additional barrels of this crude at $14.70
will yield an increase in the gross margin of $1.31 per barrel.

The volume of Brent crude at 36.8 MB/D is much higher than the complex refinery
which processed only 7.1 MB/D. The lack of heavy oil upgrading hampers this
refinery in processing the Dubai crude oil and they need the lighter, but more costly

Brent.
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REFINERY ECONOMICS SIMPLE REFINERY

Table 13 - 10
Economics Report Simple Refinery

MS$/DAY MMS$/YR $/BBL
PRODUCT REVENUE 1857.6 678.0 1827 |
RAW MATERIAL COST l
CRUDE OIL 1616.0 589.8 15.89
“ GROSS MARGIN 2416 88.2 2.38
|| PROCESSING COSTS
GASOLINE 19.1 7.0 0.19
ADDITIVES(TEL)
PURCHASED UTILITIES 03 0.1 0.00
OTHER VARIABLE 123 45 0.12
COSTS "
" SUB-TOTAL 316 116 031 |
PROCESSING
GROSS 210.0 76.6 2.06
MARGIN(PreTax/Depr.)
FIXED COST 153.0 55.8 1.50
NET MARGIN
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13.7.6 Simple Refinery Economic Summary Report
A brief summary of the economics for the "hypothetical" simple refinery,

shown in Table 13-10, indicates the "Gross Margin" before taxes and depreciation
is $2.06 for the base case. If fixed costs are included, the margin drops to $0.56. The
margin is about $3.80 below that of the complex refiner.
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Figure 13-10

SUMMARY OF REFINERY YIELDS

GROSS MARGIN, $/BBL 5.83 2.06
CRUDE FLOW,MB/D
| BRENT 7.1 36.8
” URALS 45.2 45.2
DUBAI 47.7 18.0
| TOTAL 100.0 100.0
| proODUCTS,MB/D
|  PRM MoGaAs 8 8
|  REGMOGAS 25 5.6
| JET/KERO 9 1.6
|| GAS OIL 20.5 %.3
| FUEL OIL 0 29.2
PETROCHEMICALS 16.7 13.4
OTHER 19 13.6
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13.7.7 Summary of Refinery Yields

A summary of the major product yields for both the Complex and Simple
Refineries is shown in Figure 13-10.

International Resources Group Inc. (Supply/Refining/Distribution Optimiration) Page No: 13 - 41



Table 13 - 11

Case Study Crude Prices

(At Refinery Gate)

Crude Oil Price ,$/BBL Volume, MBBL/day
Urals- USSR 14.70 45.2 (max)
Dubai- UAE 15.40 40 (max)

Brent- UK 17.50 50 (max)
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13.8 The "Sample Refinery" - A Basis for Case Studies

The case studies we will discuss is based on a "Sample Refinery" that has been
adapted for the seminar. We have altered some of the data to provide a better

representation of a European refinery.

13.8.1 Case Study Data
The data displayed in this section is fairly representative of industry data but
is intended for illustrative purposes only.
o Crude Supply and Costs (at the refinery gate), see Table 13 - 11
Urals crude is a medium quality crude oil whose volume and price are fixed
by contract. Dubai crude is a heavy, sour crude with low quality for fuel and
distillates. Brent crude is a high quality light sweet crude.
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- Table 13 - 12

Refinery Product Demands
Refinery "Gate" Prices
Product Velume,MB/D Price, $/BBL
Prem. Mogas 92
Export 2.5 25.75 0.160
Local-1 1.0 23.65
Local-2 1.5 21.55
Reg. Mogas 88
Export 10.0 24.10 0.149
Local-1 2.0 22.00
Local-2 8.0 18.00 I
Kerosene
Export 7.0 21.25 0.132
Local-1 3.0 19.25
No. 2 Gas Oil
Export : 8.0 21.80 0.129
Local-1 5.0 21.00
Local-2 10.0 20.20
Fuel QOil 1%S
Min. Contract 4.0 12.60 83.80/MeT
Imports 10 (max) 12.75
Fuel Oil 4%S
Min. Contract 1.0 10.70 71.15/MeT
Imports 10 (max) 10.85 I
Petrochem. Nap. 20.0 27-28
15.00
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13.8.2 Product Demands

The Sample refinery must supply both products for export and meet the
demands in its local area. For these examples, we have assumed the several
volume/price relationships as shown in Table 13-12.
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Table 13 - 13
SAMPLE REFINERY PROCESSING CAPACITIES

PROCESS UNIT CAPACITIES

SAMPLE REFINERY
CAPACITY
PROCESS UNIT (MB/CD) | KI/YR
CRUDE DISTILLATION 100.0 5000 Il
VACUUM DISTILLATION 414 2277
COKER-DELAYED 0.0 0 "
VISBREAKER 0.7 41
NAPHTHA HYDROTREATER 229 984
DISTILLATE HDS 210 1024
FCC FEED HYDROFINER 104 504
RESID DESULFURIZER 0.0
CAT REFORMER 150 PSI 24,0 1031 u
FLUID CAT CRACKER 1.0 888
GASOLINE SPLTR 29 125 “
HYDROCRACKER-DIST. 4.6 227
ALKYLATION PLANT 1.0 35 "
CAT POLYMERIZATION 0.0
| AROMATICS PLT 0.3 12
| PEN/HEX ISOMERIZATION 0.0
| BUTANE ISOMERIZATION 0.0
| LUBE + WAX PLANTS 18 o1
| SOLVENT DEASPHALTING 238 145
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13.83 Refinery Processing Capacities

The nominal operating capacity of each unit for the Sample refinery used in

the case study is shown in Table 13 - 13.
The capacities shown are meant to be representative for a European refinery and

do not reflect any specific plant.
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Table 13 - 14

ECONOMIC SUMMARY SAMPLE REFINERY

ECONOMICS at 64.3% UTILIZATION

M$/DAY | MM$/YR
PRODUCT REVENUE 1418.0 517.0 22.05
RAW MATERIAL COST
ICRUDE OIL 941,0 343.0 14.63 |
GROSS MARGIN 471.0 174.0 7.42 l‘
PROCESSING COSTS
" GASOLINE 316 11.5 0.49
ADDITIVES(TEL)
, PURCHASED UTILITIES 9.5 3.5 014 |
OTHER VARIABLE 10.9 3.9 0.17 “
COSTS
SUB-TOTAL 52,0 19.0 0.80 "
PROCESSING
" FUEL OIL IMPORTS 35.0 12.7 0.54 |
GROSS 390.0 142.3 6.06 "
MARGIN(PreTax/Depr.)
||
|  FIxep cost 190.0 69.4 295 |
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13.8.3 Sample Refinery Economic Summary Report

A brief summary of the economics for the "hypothetical” sample refinery,
shown in Table 13-14, indicates the "Gross Margin" before taxes and depreciation
is $6.06 for the base case. If fixed costs are included, the margin drops to $3.11.

.
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Table 13 -15

SUMMARY OF REFINERY YIELDS

BASE CASE INC. ARAB
HEAVY
NET MARGIN,$/BBL 3.11
CRUDE FLOW,MB/D 15.0
BRENT 7.2 7.5
URALS 45.2 30.0
DUBAI 11.9 12.5
TOTAL 64.3 65.0
PRODUCTS, LV%
PRM MOGAS 7.8 0
REG MOGAS 22.7 28.0 I
JET/KERO 109 0 |
GAS OIL 20.2 12.0 ||
FUEL OIL, 1% S 2.0 12.0
FUEL OIL, > 1% S 1.4 36.6 ”
OTHER 31.4 10.0 ||
TOTAL SALEABLE
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13.84 Summary of Refinery Yields

A summary of the major product yields for both the Base Case and a side
study for incremental Arab F.cavy is shown in Figure 13-15. The yields for Arab
Heavy are based on processing an additional volume of 15 MB/D over a base run

of 50 MB/D.
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Table 13 - 16

URALS CRUDE OIL

IMPACT OF PRICE INCREASES FOR

BASE | UP $.70 | UP $1.4 | UP $2.1 | UP $2.8
NET MARGIN, M$/D | 1989 | 167.35 | 13571 | 104.79 | 102.06
URALS $/B 16.69 | 16.69 16.69 16.8 17.5
URALS BBL 452 | 452 45.2 35.9 0
DUBAI $/B 15.4 15.4 15.4 154 15.4
DUBAI BBL 11.89 | 11.89 11.89 18.51 37.26
BRENT $/B 17.5 17.5 17.5 17.5 17.5
BRENT BBL 7.2 7.2 7.2 9.93 27.45
ACU FLOW 643 | 64.3 64.3 64.35 64.71
PRM 92 BBL 5 5 5 5 5
REG 88 BBL 14.57 | 14.57 14.57 14.78 16.04
SUM JET/D2 20 20 20 20.15 20.65
OTHER,BBL 202 | 202 20.2 19.62 17.61
FUELOIL 1%S 4 4 4 4 4
FUELOIL >1%S$ 1 1 1 1 1.21
IMPORT FO 1%S 275 | 275 2.75 2.5 1.93
IMPORT FO > 1%S$ 0.07 | 0.07 0.07 0 0
VAR. OP.CST 10.94 | 10.94 10.94 10.96 10.97
LEAD COST 31.64 | 31.64 31.64 32.08 34.73
OP. CST,CNTS/B 42.58 | 42.58 42.58 43.04 45.7
| NET MARGIN, $/BBL | 3.1 2.60 2.11 1.63 1.58

L
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13.9 Example Side Studies

The following sections illustrate a number of planning studies that may be
performed in order to balance supply and demand and monitor refinery profitability.

13.9.1 Determine Crude Value (Study 1)

Price increases have been announced for Urals crude oil. What volume would
you use if the price increased by $0.70/BBL? What volume would you use if the
price increased by $2.80/BBL?
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Table 13 - 17

“ MARGINAL CRUDE SUPPLY
ARAB HEAVY

BASE | AH +10 | AH +15 | AH +20 | AH+25
| NET MARGIN, M$/D 1989 | 337.3 | 40598 | 47446 | s42.8
ARAB HVY $/BBL 13.9 13.75 13.72 13.67 | 13.67
ARAB HVY BBL 0 10 15 20 25
URALS $/B 1669 | 16.66 16.65 16.61 | 16.61
URALS BBL 45.2 452 45.2 45.2 45.2
DUBAI $/B 15.4 15.4 15.4 15.4 15.4
DUBAI BBL 11.89 0 0 0 0
BRENT $/B 17.5 17.5 17.5 i7.5 17.5
BRENT BBL 7.2 12.73 9.17 5.25 2.54
ACU FLOW 64.3 67.93 69.37 7045 | 7274
PRM 92 BBL 5 5 5 5 5
REG 88 BBL 1457 | 14.95 14.98 14.94 | 15.07
SUM JET/D2 20 20 19.48 1893 | 18.74 h
OTHER,BBL 2022 | 2075 20.58 2035 | 2031
FUELOIL 1%S 4 4 4 4 4
FUELOIL >1%S$ 1 1.91 3.65 5.73 7.77
IMPORT FO 1%S 2.75 1.06 0.79 1.02 0.7
IMPORT FO > 1%S 0.07 0 0 0 0
VAR. OP.CST 1094 | 1117 11.29 1136 | 11.56
LEAD COST 31.64 | 32.44 32.51 3242 | 327
OP. CST,CNTS/B 4258 | 43.61 43.8 4379 | 44.27
AVE. CRUDE VAL. $/B 13.84 13.74 1370 | 13.67
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13.9.2 Refinery Netback Yields (Study 2)

Assume you have t!'< opportunity to buy up to 25 MB/D Arab Heavy crude
oil. What price would you .¢ willing to pay for delivery at the crude terminal? Are
the product yields per barrel constant over the range of volumes?
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Table 13 - 18

International Resources Group Inc. (SupplylRefining/Distribution Optimization)

PROCESSING AGREEMENT (1-2-4) |
ARAB HEAVY PLUS MOGAS,GASOIL
BASE | AH +10 | AH +15 | AH +20 | AH +12?h§
NET MARGIN, M$/D 198.9 199.2 198.31 196.67 1948 |
ARAB HVY,BBL 0 10 15 20 25
SHIP PRM 0 1 1.5 2 2.5
SHIP UNL 0 2 3 4 5
SHIP 2 OIL 0 4 6 8 10
URALS $/BBL 16.69 16.66 16.66 16.64 16.65
BRENT,$/BBL 17.5 17.5 175 | 175 17.5
URALS BBL 452 452 452 45.2 452
DUBAI BBL 11.89 0 0 0 0
BRENT BBL 72 14.67 11.82 8.49 9.85
ACU FLOW 64.3 69.9 72 . 73.7 . 80 II
PRM 92 BBL 5 5 5 5 5 il
REG 88 BBL 14.57 12.21 12 12 1&5
SUM JET/D2 20 16.57 14.46 12.05 1132 |
OTHER,BBL 20.22 21.05 20.88 19.76 19.49
FUELOIL 1%S 4 4 4 4 4.34
FUELOIL > 1%S 1 1.57 3.63 5.63 8.74
IMPORT FO 1%S$ 2.75 0 0 0 0
IMPORT FO > 1%S 0.07 0 0 0 0
VAR. OP.CST 10.94 11.38 11.67 11.97 12.75
LEAD COST 31.64 31.11 32.87 35.07 37.28
OP. CST,CNTS/B 42.58 42.49 44.54 47.04 50.03
BRKEVEN FEE,$/BBL -0.03 0.18 0.33 0.37
NET MARGIN, $/BBL 311 | 285 2.75 2.67 244 |
A
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13.9.3 Processing Agreements (Study 3)

Assume you have received a proposal for a processing agreement in which
Arab Heavy Crude Oil would be processed by your refinery in exchange for
Gasoline and No. 2 Gas Oil. The yields are negotiable. Consider the following two
options. Which option should you strive for?

Supply Yolume, Option A Volume, Option B
Arab Heavy 1.0 1.0
Premium gasoline 0.1 0.1
Low Lead Gasoline 0.2 0.2
No. 2 Gas Qil 0.4 0.3
Total 0.7 0.6

Your refinery keeps the fuel oil and other products. What is your break even
processing fee for each option?
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Table 13 - 19

PROCESSING AGREEMENT (1-2-3)
ARAB HEAVY PLUS 1 PRM, 2 UNL, 3 DIST.

 ®

t BASE AH +10 | AH +15 AH +20

1 NET MARGIN, M$/D 198.9 220.2 230.0 239.1 247.8
ARAB HVY,BBL 0 10 15 20 25
SHIP PRM 0 1 1.5 2 2.5
SHIP UNL 0 2 3 4 5
SHIP 2 OIL 0 3 4.5 6 7.5
URALS $/BBL 16.69 16.66 16.67 16.64 16.65
BRENT,$/BBL 17.5 17.5 17.5 17.5 17.5
URALS BBL 45.2 " 45.2 45.2 45.2 45.2
DUBAI BBL 11.89 0 0 0 0
BRENT BBL 7.2 14.68 9.21 8.49 10.04
ACU FLOW 64.3 69.9 69.4 73.7 80.2
PRM 92 BBL 5 5 5 5 5
REG 88 BBL 14.57 12.21 12 12 12
SUM JET/D2 20 17.57 15 14.08 1352.1
OTHER,BBL 20.22 21.05 20.4 19.72 19.5
FUELOIL 1%S 4 4 4 4 4.35
FUELOIL > 1%S 1 1.57 3.68 5.61 8.75
IMPORT FO 1%S 2.75 0 0.78 0 0
IMPORT FO > 1%S 0.07 0 0 O 0
VAR. OP.CST 10.94 11.38 11.39 12 12.8
LEAD COST 31.64 31.11 32.87 35.07 37.28
OP. CST,CNTS/B 42.58 42.49 44.25 47.07 50.07

i
BRKEVEN FEE, $/BBL -2.13 -1.97 -1.82 -1.75

(A (-) MEANS INCREASED PROFITS TO REFINER)

NET MARGIN, $/BBL 3.11 3.15 3.31 3.24 3.09
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