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2.1.1 
Introduction: On Oil Price Concepts

What do people mean when they refer to the ‘world price of crude oil’? What do they really mean when they state that ‘the price of oil has risen’ or ‘that it has come down’? Oil pricing regimes have radically changed from one episode to the next during the past 50 or 60 years. And within every regime there are different concepts of the price of oil, a term which is deceptive in its apparent simplicity.

At any point in time there are different prices for different varieties of crude oil, and different prices according to the destination of exports from a given country. The price paid by an importing country, when translated into the country’s own currency moves at a different rate and sometimes in a different direction than the international dollar price. Such are the vagaries of exchange rates.

Finally, the prices paid by consumers – be it a household or a firm – for a petroleum product may differ significantly from the ex-refinery price because of excise taxes and VAT which in many countries amount to a hefty imposition. And petroleum price movements do not always move at the same rate – be it up or down – as crude oil prices.


There are reference prices for marker crudes. In the past (or more precisely between 1974 and 1985) the marker crude was Arabian Light 34o API and its price was fixed by OPEC. Since the late 1980s the marker crudes have been at one time or another WTI, Brent, ANS, Dubai and Oman. Their prices, used as reference, arise in spot and/or futures markets. For this reason they are considered to be ‘market prices’. But this begs questions about the nature and scope of these markets and their relevance to the global oil scene.


Different parties of the oil world will interpret movements in oil prices in different ways, according to their standpoint and the way they are affected by changes. For an exporting country the f.o.b. price relates to unit revenues. Given costs, which do not vary from day to day, a one dollar increase (decrease) in the f.o.b. price is exactly a one dollar increase (decrease) in per barrel revenue. Unit revenue changes by a higher percentage than price. For the oil-importing country the price that matters most is the c.i.f. price because of the balance-of-payments factor. This price, however, has to be adjusted for exchange rate movements as mentioned earlier on. The domestic consumer may be concerned by the indirect tax burden. The higher the tax the greater is the decoupling between domestic and import price levels, and the smaller the impact of a change in international prices. Companies are more interested in ‘margins’ than in flat prices. The upstream margin is the difference between prices and costs plus taxes; the refining margin is the difference between the crude oil price plus costs and the realization from selling the relevant petroleum products. There are cases, in the UK in the early 1980s for example, when the upstream margin fell because of heavier taxes at a time when prices had risen considerably. Depending on the fiscal regime the rate at which upstream margins may differ from the rate of price changes.


Traders, who deal with derivatives, including futures contracts, are less interested in flat (absolute) prices than in spreads (differentials). Hedging often deals with differentials, and speculation (in the economic not the pejorative sense), being its counterpart, also deals with differentials. This raises the question: What then determines the flat price?


These succinct introductory remarks are meant to sound a warning. The issues of oil prices and pricing regimes are surrounded by confusion because relevant distinctions are rarely made and over-simplification seems to suit vested interests. A lack of critical analysis is responsible for serious misinterpretations. Not that those involved in governments, companies, consultancies, the media etc are incapable of critical analysis. They just find it more comfortable to adopt the prevailing conventional wisdom. It is easier to communicate with others within a framework of shared views than to stand alone on the fringes.


The purposes of this paper are to critically assess the current oil price regime put in the context of past episodes; to examine the role of OPEC’s production policies and its use of the price band criterion.

2.1.2 
Previous Oil Price Regimes
Before 1973 the concepts of ‘posted prices’ and ‘tax-paid costs’ were commonly used in relation to the liftings of oil companies from oil-exporting countries.


By definition a posted price is that which a seller or a buyer makes public in some conventional way to give notice that she/he is prepared to accept or to offer a certain sum for a barrel of crude oil or a tonne of petroleum products. In the past US refiners used to post at the gate the price at which they were prepared to buy a barrel of crude oil on a given day.


In the old concession system which prevailed in the OPEC region until the early 1970s posted prices acquired a fiscal meaning. They were used to compute the ad valorem royalty and the tax on notional profits per barrel produced. No other concept – such as spot prices or long-term contract prices – would have been suitable for the purpose of tax computations.

The formula used to calculate the tax due was:


T = (P-C-Pr) t + Pr

Where P is the posted price of the barrel, C the notional cost of production, r the royalty rate and t the rate of profit tax. Royalties were expensed when computing the profit tax. The formula, re-arranging the terms becomes:


T = (P-C) t + Pr (1-t)


   = Pt – Ct + Pr – Prt


   = P (t+r-rt) – Ct


As t and r were conventionally fixed, and C treated virtually as a constant, we have:


T = Pa – b

Where a = t + r - rt     i.e. a constant and b = Ct also a constant. Thus T is a linear function of P, the posted price. One could say that for all practical purposes P was an analogue of T.


Prices used as numbers in fiscal formulae tend to become something other than prices. The posted price, because of its fiscal role, ceases to be responsive in the usual manner to the forces of supply and demand. It will be either kept frozen by the companies to avoid higher tax liabilities; or raised under pressures from government to enhance their revenues.

If posted prices tell us nothing about markets outside the integrated industry structure, and nothing about the cost of crude, the need for some other concept necessarily arises. Hence the use of an accounting concept, the tax-paid cost. This is simply Y = C + T.


Assume that the notional cost C in the tax formula is identical to the accounting cost per barrel. We then get:


Y = Pt + (Pr + C) (1 – t)

Since t is the government’s share of profits and (1 – t) the company’s share, the tax-paid cost as defined in the above formula is the sum of a government’s share of prices and a company share of expenses. As t = 0.50 under the fifty-fifty principle, the tax-paid cost turns out to be the sum of half the posted price and half the company expenses. This nicely illustrates the non-price nature of the tax-paid cost concept. Rather interestingly, the concept tells us that under the fifty-fifty system the company acquired oil at half the posted price and was reimbursed half the expenses incurred.


In the 1950s and 1960s the companies that were crude ‘long’ – such as Gulf or British Petroleum – sold oil to the Sisters that happened to be ‘short’ under long-term contracts. There were therefore contract prices whose values reflected the relative bargaining power of the two parties of an agreement. These prices were not disclosed, always kept under the seal of commercial secrecy. It is know, however, that in most cases they were lower than posted prices.


Finally, in any industry which consists of vertically integrated, multinational corporations, transactions between subsidiaries or different departments of the firm are recorded at transfer prices. Transfer prices need not reflect economic prices or acquisition costs. Their setting is strongly influenced by the objective of tax optimisation which seeks to reduce as far as possible the worldwide tax liability of the company.


Here again, but in a different way, transfer prices like posted prices have a fiscal dimension. But the room for manoeuvre that imaginative accountants had in the 1950s and 1960s has continually been reduced by the increasing awareness of tax authorities.
In short, we had a pricing regime in the pre-1973 period where allocative functions of prices were not properly performed, if at all, by the various concepts used.

A structural transformation of the world petroleum industry began to occur in the early 1970s when some governments claimed equity participation in the companies’ concessions. In some cases the participation moved in steps starting at 25 per cent. In one or two other instances governments opted with full nationalisation.

Participation led to the introduction of new price concepts. First, governments had to set a price for the sale of their oil to potential third party buyers. Thus entered the concept of an official or government selling price variously referred to in the literature as OSP or GSP. Secondly, governments found it convenient at the beginning of the transition from one regime to another (that is around 1974) to sell their own oil to the very companies which produced it in the concessions. Thus entered the concept of buy-back prices.

The complex regime that emerged in 1974 involved distortions because the barrel could be acquired by the same company at three different prices (tax-paid cost, discounted GSP or buy-back). In certain instances, it could compete against the government in external markets since some of its oil was acquired at less than the GSPs at which the government was seeking to sell its own oil. That regime was therefore short-lived and barely survived until the beginning of 1975.

From then on, and until the end of 1985 the pricing regime involved the setting of a reference price by the Conference of OPEC Oil Ministers. The reference, or marker, crude was Arabian Light 34o API. In this system OPEC countries retained their GSPs for their particular crudes but these were determined in relation to the marker price taking into account differences in quality and in location. In other words the GSP for a particular OPEC crude was equal to the reference price plus or minus a differential. The setting of these differentials needed to be changed at short intervals because varying market conditions continually altered the relative prices of crudes. This proved to be a nightmare for OPEC. Attempts by the Organization to set the differentials were not always successful. And when member countries did set themselves differentials for their own crude varieties they were tempted in the increasingly slack conditions of the early 1980s to use them to discount prices and increase their export volumes at the expense of other OPEC countries.

At that time (i.e. the period from the mid-1970s to the mid-1980s) non-OPEC production was growing at a significant rate. Some non-OPEC countries set their own GSPs which were more responsive to market conditions than the OPEC prices. Increasing volumes of non-OPEC oil (as well as OPEC oil) found their way into the open international market and we thus had market prices – spot, physical forward and contract prices.

The pricing regime of that period was thus dichotomized in more than one way. This gave rise to inevitable tensions forcing OPEC to lower this reference price on a number of occasions. OPEC in its attempts to defend the administered part of the regime, that is the level of its marker price, found its export volumes being reduced in a dramatic way. The pricing regime could not withstand the formidable competitive pressures due to the combined impact of huge increases in non-OPEC output and decreasing world oil demand.

The collapse in late 1985 led to the introduction of a new concept, netback pricing. Put simply netback pricing means that the buyer of crude oil will pay for it on the basis of ex post realizations. Negotiated formulae between governments of OPEC exporting countries and companies wishing to lift their oil defined the set of petroleum products that the refiner was deemed to produce, the proportions in which they will be produced (the yield), the price concepts for these products that will be used to compute the Gross Product Worth, the notional refining costs, the relevant freight data and the time lags to be taken into account.

The netback pricing system provides the company with a guaranteed refining margin. Companies can thus afford to compete in the petroleum product markets for even if product prices collapse their refining margins remain intact. Oil-exporting countries, on the other hand, used netback pricing as a competitive tool in the crude oil market. The inevitable result was the dramatic price collapse of 1986 which forced OPEC countries to abandon netback pricing. The current price regime was then born.  



2.1.3 
The Current Oil Price Regime

The current price regime for oil in international trade was introduced in the second half of the 1980s after two disturbing experiences.

(a) The OPEC administered price system which was in operation since 1974 became unsustainable in 1984-5 because it cost Saudi Arabia – the main, and perhaps the sole ‘defender’ of the administered price – a huge loss in production and therefore in exports and revenues.

(b) The netback system used during most of 1986 was associated with a dramatic price collapse. At one point oil prices which were previously holding at around $24-26 per barrel fell to the very low levels of $8-10 per barrel.

A different oil price regime, therefore, had to be introduced. The concept of a ‘market-related’ system which involves a formula linking the price of a given export crude to a reference price (or a set of reference prices) arising in a particular market was pioneered by PEMEX in 1986.

PEMEX officials refused to adopt the netback pricing system. Their main objection was that the negotiations with the buyers, necessarily conducted to reach agreement on the values of the various parameters of the netback formula may open that door to allegations of corruption. As they did not want to take such unpleasant risks they looked for alternatives, and developed the idea of ‘market-related’ pricing formulae.


This system has a rationale that fits to a large extent the particular conditions of the Mexican oil export market. The reasons are as follows:
(a) Mexico’s oil exports are almost entirely directed to the USA. PEMEX, therefore, need to worry only about designing a system that fits the conditions prevailing in one specific market. It did not face the problem of having to design a ‘one-fit-for-all’ system.

(b) Oil exported from Mexico to the USA is correctly considered to be short-haul. The basis risk (which increases the longer the time lag between the date at which oil is loaded at the lifting point and the date at which the cargo arrives at destination) is therefore very small. Pricing formulae for long-haul crude involve assumptions about time lags which can only be approximate. The problem is not as complex in the Mexican case.

(c)  In the US market exporters are not only competing among themselves. They also compete with domestic oil producers. There is an active market with a large number of sellers of different size, and a smaller (but still significant) number of buyers. There is therefore a market where the degree of concentration on both the selling and buying side is not very high. A ‘market-related’ pricing system makes, in principle at least, great sense. The Asian market where other exporters use pricing formulae is different in some respects. The degree of market concentration on the supply side is much higher than in the USA. This explains the ability of exporters to obtain a price premium in their sales to Asia. Furthermore, the main oil exporters to the USA are (in alphabetical order) Canada, Mexico, Saudi Arabia and Venezuela, that is two OPEC and two non-OPEC countries. The main exporters to Asia are six Gulf countries, five of which are OPEC members. This adds a dimension to concentration measures that are purely quantitative.

In other words, the introduction of a ‘market-related’ pricing system is somewhat simpler in the Mexico-USA case than for other exporters to any of the major oil markets of the world.


There are more serious problems however. In order of importance, the issue that tops any ranking is the identification of the market to which the price formulae are made to relate. As well-known, the pricing formula has the following form: Export price of crude X = Marker price (or prices) R plus or minus adjustment factor F. In the Mexican case the marker price R is a set of weighted oil prices sometimes including fuel oil. Gulf country exporters use the average of Dubai/Oman in pricing formulae of sales to Asia. In most other cases a single marker price is used. The most common are WTI and Brent. ANS was used in the past but abandoned some years ago. Tapis is used by Asian exporters in the Far East.


Initially the marker prices were spot WTI, dated Brent, or spot ANS. The logic is that a marker price must be generated in a physical market where the transactions are sales and purchases of barrels of oil. Thus ‘market-related’ meant a relationship to prices arising at the margin of the physical market. This conforms to a fundamental economics principle that prices are determined at the margin.

This is too good to be true however.


The problems with spot markets of marker crudes are

(1) They are very thin. Since in most cases the production of marker crudes has been declining significantly over time the markets have become increasingly illiquid. Some attempts have been made, however, to mitigate the problem for Brent. On the other hand, the ANS market was so narrow as to lead to its abandonment as a marker crude.
(2) In thin or essentially illiquid markets the number of price quotations for actual transactions is by definition very small. The quotes are far apart and their incidence may be very irregular. But spot quotations if they are to be used in pricing formulae for reference purposes, must arise at least on a daily basis, or in any case in a fairly regular flow. In the absence of a sufficient number of actual price quotes, the system relies on daily assessments made by price reporting agencies such as Platt’s or Argus for example. But how reliable are assessments? They involve subjective judgments that are as good or as bad as the assessor’s abilities and skills. And they are vulnerable to manipulations by those who provide views about prices to the assessor.

(3) Thin markets can be more easily squeezed than very liquid ones. Pipeline crudes are more easily squeezed than waterborne ones especially when the ownership of storage tanks is concentrated. In the former case the squeeze is operated by reserving delivery time, in the latter one has to buy cargoes carrying 500,000 or 600,000 barrels. My impression is that the sums of money that may do the trick for pipelines may be smaller than the amounts needed to merit a squeeze for a waterborne crude.

(4) In Brent  we have a chain of markets – dated, 15-day physical forward and futures. But there are also derivatives such as the CFDs (Contract for Differences) that have been used in trading strategies involving a prior build-up of a large CFD position and a squeeze in the physical market. The linkage ensures that the CFD intervention realises profits while the squeeze causes losses. If the strategy is implemented skilfully, the profits are grater than the losses. Any significant price change in a market in the chain influences price movements in the other markets.

(5) In Dubai the physical basis of the market has now become so small (some 130,000 b/d at present compared to 400,000 b/d a few years ago) that one wonders how and why Dubai can be construed as a marker. One VLCC may be sold once every five or six weeks. And this is only achieved by dividing the sale into small parcels, that is by enticing a number of potential buyers to move in unison. The fact that the reference used is the average of Dubai and Oman may appear at first sight to mitigate the problem. This is because Oman’s oil production is at some 800,000 b/d much larger than Dubai’s. This leads us to assume that the volume of spot transactions in Oman, although small, is nevertheless larger than in Dubai. Given this fact it seems odd that both crudes get the same 50 per cent weight in the pricing formula. The issue is however more complex than suggested here above because of the way Dubai and Oman prices are assessed which has often resulted in the two prices displaying a fixed differential for long periods of time.


For some of these (and other) reasons most exporting countries have replaced dated by futures Brent and spot WTI by the NYMEX price of the contract for light sweet crudes (and as mentioned earlier have given up on ANS). There has been no change in practice as regards Dubai/Oman for obvious reasons.


So Brent, WTI, Dubai/Oman etc. remain the marker crudes but the relevant prices of the first two are taken from what is in essence a market of financial instruments. The arguments that led those exporting countries who had decided to take reference prices in the futures markets are, first, that the volume of transactions in the New York and London Exchanges are so large that squeezes and manipulations are almost impossible; secondly, that futures prices are posted by the Exchanges as soon as bids are recorded. The prices are those of actual transactions, not assessed by some agency on the basis of subjective information gathered here and there; and, thirdly, the volume of daily transactions is published as is the volume of open interests. In other words, there is liquidity and accurate price information. On certain occasions the optimistic view that futures markets cannot be squeezed has proved to be wrong. But one has to admit that the incidence of squeezes is much less frequent in futures than physical markets. The optimistic view that futures markets are transparent is only partially true. Actual prices are immediately known (which is good) but the trading position of the various players is not published except in some aggregates (which is not surprising but means that important areas remain in the dark).

These are not the main objections however.


The economic price of a commodity, a good or a service is the price that arises from the interaction of the supply of and the demand for this commodity, good or service in a market where sellers and (buyers) offer and (purchase) them. The market may be competitive or more likely suffer from some degree of imperfection. Concentration on the supply side usually restricts the volumes on offer but the price that emerges is still the result of an interaction between these volumes and the demand curve. Markets for real commodities, goods or services are location bound which means that we rarely have (if at all) a uniform worldwide price for a specific item even when traded internationally. Transport costs are responsible for some differentials even when arbitrage is perfect. Other differentials emerge when arbitrage is imperfect. But in the end the economic price is that of physical transactions in a given market.


In oil the price of a physical barrel in international trade is linked very closely to that of a futures contract. This price results, of course, from the interaction of supply and demand; but of the supply and demand for this item which is a futures contract, not a physical barrel of oil.

The determinants of a transaction in the futures market include expectations about developments in the supply of and demand for oil. In that sense there is a relationship with the physical oil world, but not to actual conditions at given points in time. It is expectations that matter as would be to some extent, but only to some extent, the case in a physical market. (The point is that in a physical market the buyer purchases a commodity, good or service because it has a place in his/her consumption or investment plans but purchases are sometimes also made or deferred in response to expectations about changes in prices or other supply conditions. In a futures market the trader will buy or sell not because he has a physical need for the item but entirely on the basis of expectations about subsequent price movements.)


There are other determinants for transactions on futures markets that are not related to the oil situation. This is because the futures oil contract is a financial instrument held by many economic agents (particularly hedge funds, banks, other financial institutions) in a portfolio of various financial instruments. The aim is to optimise the composition of the portfolio. Funds move in or out of a financial market, be it oil, bonds, foreign exchange etc. etc., depending on relative expectations. To give an example, if oil prices are expected to rise by 5 per cent in the next three months but bond prices to rise by 10 per cent in that same period, some funds will move from oil to bonds. The expectations about oil should induce attempts to buy oil contracts but because the prospects are rosier in some other market some traders will sell them, bringing the price down at least temporarily. The reverse will also occur if funds are induced to migrate from a market affected by bearish expectations into oil where the prospects may not be brilliant but only less bearish than elsewhere.


Hence a decoupling between price movements in the futures market and the economic fundamentals of the supply of, and demand for, the physical barrel may occur from time to time.


A tidy mind will find it odd that the reference price for a physical commodity should be borrowed from a market where people buy or sell a contract that carries its name but which is only partly related to it.

That futures markets and other derivatives may be necessary for ‘managing risks’, the euphemism for taking new risks in order to cope with other ones, is a plausible point. It does not follow that they constitute the best means for establishing absolute price levels (often referred to misleadingly as ‘flat’ prices). In fact risk management uses more commonly spreads or differentials and almost totally disregard absolute prices as they are irrelevant for their purpose. And as trading spreads or differentials dominate the scene, one may legitimately ask: what factors or forces determine absolute prices?


One should not infer from these arguments which criticise a system of oil price determination based on futures markets that it would be right to return to the previous approach which favoured reference prices supplied by spot markets. We have clearly shown, earlier on, that the spot oil markets that exist today are not sufficiently liquid to perform appropriately the marker price role.


Underlying all these issues is the fundamental  question of whether WTI, Brent and Dubai fulfil the conditions that justify their use as reference crudes. One can reject Dubai’s claim for that role without much elaboration, given that the production volume is so small.

The case of WTI is more complex. Raul Manzo and Roberto Carmona argued in a recent article in Oxford Energy Forum (No 56, February 2004) that the ‘essential obstacle preventing WTI from becoming the…embodiment of a single international crude oil benchmark, and that is its price disconnection from other benchmarks’ (p3). Low inventory levels in relation to high refinery runs in the US region where the NYMEX futures contract is delivered and an inadequate transport infrastructure partly explain the ‘disconnection’. What tends to happen is the opening of a wide positive price differential between WTI and other relevant crudes when stocks at Cushing are low and an under pricing of WTI when refinery runs are depressed and inventory levels are rising. The other known disadvantage of WTI is that its quality (light and sweet) is not representative of most crudes that are priced on its basis. In the USA a high proportion of the crudes in use are heavier and more sour than WTI. Or, as Peter Stewart, of Platt’s, puts it in the same issue: ‘There is a conundrum at the heart of US crude pricing: less and less sweet crude is pricing more and more sour’ (p7).


One should not say therefore that WTI cannot become the single international crude oil benchmark (which seems to be an overambitious objective) but simply and more damningly that it does not appear to be a good benchmark in its own US market.


Brent has suffered from a significant production decline. This was temporarily remedied for by co-mingling with Ninian several years ago. It was then hit again by future contractions of the output of both Brent and Ninian field complexes. The recent solution is to trade under the Brent label in the forward physical contract crudes produced by either Brent, Forties or Oseberg. A strange feature of this system is that the crude delivered to the buyer of a BFO contract which could be either Brent, Forties or Oseberg is entirely at the seller’s discretion. The result is that buyers will tend to bid for a BFO contract at prices that reflect their views about the value of the lowest quality crude in this set. Some may dismiss the significance of this point on the grounds that the price understatement may be of the order of 10 or 20 cents per barrel. Considering the lengths that people go through to cover much smaller price risks than these in the oil market we can legitimately ask: why few cents matter in one instance and a bigger price differential does not matter in others?

Brent qualities are more representative of the crudes used in Europe than WTI is in the USA but Brent’s role as a benchmark has suffered from manipulations made easier by the complex structure of its market.


Urals is an informal benchmark for certain deals in Europe but suffers from a lack of consistency in quality. Many analysts may agree with, and consider self-evident, the proposition that the current oil pricing system is far from perfect. They will sigh, however, and say that there is no alternative. Following Churchill’s disparaging remark about democracy, a bad system among others that are worse, they would say that the market-related oil pricing regime however imperfect remains better than any conceivable alternative. All others are ‘bad news’.


I am unwilling to rush to such a conclusion for a simple reason. The search for, and the critical assessment of, pricing alternatives has not really taken place. As a cynical, now retired, trader told me once: if a system acknowledged to be imperfect by those involved in it survives unchallenged this must be because everybody who matters has a powerful interest in its survival. The various price regimes that have emerged in different periods of oil history each reflect the balance of power prevailing in the relevant period. The theoretical arguments proposed to justify one system or another are not what  causes the demise of one regime and the emergence of a different one.


The posted price system which ruled after the Second World War until 1973 suited the powerful Seven Sisters’ oligopoly. The OPEC administered price regime prevailed from 1974 to the mid-1980s when the balance of power was in OPEC’s favour. Neither the major oil companies nor the governments of their parent countries – all capitalists and believers in free, liberalised markets – advocated in the 1950s or 1960s a ‘market-related’ pricing regime. They were apparently happy with posted prices that is with a market dominated by an oligopoly. And OPEC in its golden age which lasted for a few years in the second half of the 1970s and early 1980s was often asked to moderate its price ambitions but rarely to follow the market irrespective of its trends. In 1979 when market prices were rising fast OPEC was urged to keep its administered prices well below market levels. This created a dual price system with huge differentials that yielded unjustifiable profits to some and involved the temptation of illicit gains for others. A better policy would have been to allow administered prices to rise with the market. And this would have made it easier to bring them down later when the market began to slacken, and would have probably avoided the 1986 crisis. But OPEC was powerful, and more importantly, perceived to be powerful. It held, therefore, onto a pricing system that reflected this power with the reluctant complicity of others.


The emergence of the ‘market-related’ pricing system was not due to some mystical conversion to the lights of good economics truth. OPEC was facing strong competition from new sources of oil production and export. It was being squeezed by a fall in world oil demand and an increase in non-OPEC production. The call on OPEC fell in a few years in the first half of the 1980s from more than 30 million barrels per day to between 16 and 17 million barrels per day. This huge loss of ‘weight’ is identically a loss of power. The market was bound to prevail therefore over an oligopolistic system of price administration. And the petroleum market developed with considerable momentum. It became a constellation of physical markets for oil and financial markets for derivatives, all interlinked with each other and through the financial ones to a variety of non-oil markets.


The vested interests involve in this constellation are extremely powerful. They want the system to survive and they try to ensure its survival. But OPEC despite many premature obituaries that appeared in the second half of the 1980s and sometimes in the 1990s is not a spent force. The determination of oil prices in the current regime involves complex relationships between the market and OPEC. To put it more precisely a key determinant of prices relates to the ways in which OPEC signals to the market and the ways in which the market receives, interprets and responds to these signals.


This is the issue to which I turn now.

2.1.4 
OPEC’s Production Policies and the Responses of the World Petroleum Market

The current oil price determination system can be described succinctly as follows:

(a) The marker prices are determined in two futures exchanges – NYMEX in New York and IPE in London. Contrary to uninformed views in the general media OPEC does not fix the oil price. Although this is obvious, the more pervasive view even among those who ought to know better, is that OPEC has a direct influence on oil price formation. This is wrong. OPEC’s influence is essentially indirect.

(b) OPEC attempts to influence price formation on the futures exchanges in two ways. The most important is by signalling its price preferences by altering the level of its policy-determined production ceiling (and the associated production quotas). Another signalling device was the adoption a few years ago of a price band.

 (c)  Those that buy or sell futures contracts may or may not respond to the signals. Their responses will depend on a number of factors. A positive market response to an OPEC (production) signal only occurs when OPEC appears to be united in the making of the policy decision. In the second half of 1998 the market continued to bid the price down despite repeated decisions to cut production because the market believed that there were continuing disagreements between Venezuelan and other OPEC member countries and a new disagreement between Saudi Arabia and Iran. The perception of serious divergence of views within OPEC neutralises the signal. A positive market response also depends on how credible (that is how realistic) the OPEC policy decision appears to be. The nature of the responses also depends on whether the market is taken by surprise by the policy decision or whether it had widely expected it and therefore fully discounted it in the price. There is, however, a further important point. An OPEC decision on production is one, among several factors, that exercises an influence on the market. It often carries much weight but can be neutralised in certain instances by other factors sufficiently powerful to move the market in another direction. In other words the general market context is of significance and it is always essential to assess an OPEC policy decision within this context, not in isolation.
(d) Both OPEC and the market continually assess the world petroleum situation that is the likely future movements in supply and demand, the factors that may cause either curve to shift in one direction or the other, and numerous sources of uncertainties the most important, among many others, being those which affect the world economic outlook and the geopolitical situation (for example, in Iraq). The problems of information and interpretation in most of these areas are immense. On the fundamentals of oil supply and demand, the IEA holds a virtual monopoly on data. The Oil Market Report  is used extensively as a source of data and short-term forecast, not necessarily because of reliability but because it is readily available and because everybody knows that everybody uses it. Many other sources re-hash with small modifications the IEA numbers. On OPEC production reliance is placed on ‘secondary sources’. It is extraordinary that an organisation whose main policy is an oil production programme with an overall ceiling and individual quotas bases this policy on data provided by ‘secondary sources’ and not from the member country themselves. And finally we have the weekly data on US oil inventories produced by the American Petroleum Institute and the US Department of Energy.


The problems that affect the IEA data are well known. They result from methodological flaws and an unwise tendency to over-interpret them in the comments of the OM Report. The repeated revisions of some key data seem to disturb users.


The problems with production data provided by the ‘secondary sources’ is that they suffer form an upward bias for a number of inherent reasons. First no national oil company which responds to the inquiry of an oil reporter will admit that its production is below quotas when this happens to be the case. Secondly, a reporter who has secured two or three estimates of a country’s production will be tempted to publish the highest one. A high number if it implies ‘cheating’ is news. Finally, a country which wants to re-negotiate its quota may want to overstate its actual production. I am sure that, broadly speaking, the data involve a systemic upward bias. It is impossible however to know its magnitude which in any case is bound to vary from month to month.


The problem with the US inventory data is that the meaning of changes in their weekly levels is often misinterpreted by many commentators. There is a view that an increase in inventory levels means excess supplies and a fall suggests tight supplies in the world petroleum market. In the former case, the view is that OPEC is producing too much and in the latter that OPEC is not producing enough. This ignores the fact that changes in inventory levels involve the demand side of the market. There is a demand for inventories which may be positive (building them up) or negative (drawing them down instead of buying incremental oil). The complications, of course, are that inventory levels may rise or fall as a result of planning errors (buying a greater or smaller quantity than ultimately required), delays and/or bunching of deliveries etc. The fact that NYMEX prices often rise (fall) when the weekly inventory levels have fallen (risen) is well documented. One can understand that a change in inventory levels should affect the oil price if a rise in levels is construed as a ‘supply overhang’ (and a fall in levels as creating a supply/demand gap) in the US market (PADDII and III) in the very short term. As mentioned earlier, features of the US system in the area where WTI is delivered, cause the WTI price to disconnect from other oil prices in response to inventory changes. The issue is essentially a local one. Yet the use of WTI as a major benchmark, and erroneous interpretation of changes in US inventory levels as indicative of more universal supply/demand imbalances enhance the price impact of these inventory data.

The structure of the futures markets has important implications for OPEC’s signals and the market response. Many analysts believe that a group of traders labelled as the ‘non-commercial’ lead price movements in the NYMEX and perhaps the IPE. The ‘non-commercial’ group consists of hedge funds, banks and other financial institutions. There are different views about the reasons that may explain leadership. The most plausible is that these financial institutions, particularly the hedge funds, are able to move large sums of money in and out of the market. Any change in their expectations about future price movements becomes almost self fulfilling because the change in expectations will cause significant buying or selling as may be the case. A complementary view is that the big banks have sophisticated models and much good information. Together with a few ‘commercial’ entities (whose position cannot be disentangled from the broad ‘commercial’ aggregate however) they lead because other punters will follow them on the grounds that ‘these guys must know something which I do not know’.

If this is the case then OPEC’s signals must focus on the ‘non-commercial’ group which is suspected to be the leader. The aggregate net position of the ‘non-commercial’ may be short, long or broadly balanced. In that latter case there would be no reason to focus on the ‘non-commercial’ group specifically.


The non-commercial entities would appear to be betting on a price fall when their net position is very short. In that case OPEC needs to signal a cut in production to reverse the direction of their expectations. This is precisely what OPEC did in September 2003.

The bet is on rising prices when the net position of ‘non-commercial’ is very long. The problem, however, is that any change in expectations will cause the non-commercial to sell which they can easily do given that they hold so many ‘buys’ in their portfolio. This will cause prices to fall. To prevent this from happening OPEC has to signal that a change in expectations is not warranted. This means that the correct signal in this context is a cut in production. But how to explain such a policy when prices are high? This is the problem that OPEC is encountering now, that is after the 31 March 2004 meeting.


Given that the view about the leadership of ‘non-commercial’ entities (qualified, however, by the fact that some commercial companies are part of the leadership group) is broadly correct, we must infer that OPEC is right in sending its signals to this group. The paradox, however, is that the signal has to be bullish (a production cut) whether the ‘non-commercial’ net position is short or long. Production cannot be repeatedly cut however. The danger is that the policy may not be sustainable if it has to be repeated on several consecutive occasions.

The conclusion is that, given the structure of the market, and the features of the oil price regime the correct policy is unsustainable. Clearly, the flaw is in a system which has vested too much power into the hands of speculators. The shift of the price determination regime in the mid-1980s away from OPEC and into the market turned out to be a transfer of power from OPEC to speculators. This is neither a desirable nor a comfortable state of affairs.


OPEC faces today another problem. The recent oil price rises are the results of multiple causes from geo-political (Iraq, Nigeria, Venezuela, Russia and worries about political stability in Saudi Arabia however unwarranted), to economic (demand growth, supply constraints) and contingent (the Ivan hurricane). There was an unusual confluence of factors all of them pulling prices upward. Some may prove to be of a transient nature, others are not likely to leave the scene for a long while.

The factor, however, that may herald an important structural change in the world petroleum industry relates to supply constraints.


In the upstream the huge volume of surplus capacity which emerged in the OPEC region around 1983-5 – something of the order of 12-14 million barrels per day – slowly shrunk over the years. But so long as the system held surplus capacity, be it 12 mb/d or 3 mb/d, the Gulf countries which carried this economic burden had no incentive to invest in any significant manner as this will only add idle capacity to idle capacity.


One could argue, however, that the slow but continuous downward trend in the surplus volume available should have set alarm bells ringing. A simple extrapolation would have revealed that the volume of surplus capacity extant will sooner or later cease to provide a sufficient cushion to a market subject to frequent shifts in both supply and demand conditions, and vulnerable on occasion to political shocks.


Still, the incentive to invest was dampened by two factors: the demand pessimism which was fostered by the IEA in its Oil Market Report over a long time and by the overstatement of expected increases of non-OPEC production also characteristic of this authoritative publication. All that meant that the expected increases in demand for OPEC oil were low and did not justify big investments in capacity.


We ended up with a situation in which strong demand growth and little expansion (even stagnation) of non-OPEC production in 2004 resulted in an increase in the call on OPEC that ate up a chunk of the idle capacity extant.


At the same time it appeared that a lack of sufficient downstream investment particularly in the USA, combined with a severe tightening of petroleum product specifications for environmental reasons meant that the refining system is suffering from constraints. 

There is now a mismatch between the refining structure which is unable to easily use the incremental barrels of crude oil that are available which today consist of the heavy/sour variety and the upstream structure where the incremental capacity available is in heavy/sour crudes.

In these conditions OPEC cannot influence oil price movements. Constraints on capacity, particularly on the capacity to produce the particular crude varieties (light/sweet) demanded by the market prevent it from dampening price rises even though it may wish to do so.

The paradox is that OPEC which benefits from higher prices in revenue terms, like all producers and companies with upstream interests, has no role in a tight market.

This is not understood by OECD governments and probably by governments of other oil-importing countries. Hence, the request addressed to OPEC by the G8 Finance Ministers on at least two occasions: Please increase your production. And they mean, increase it now.

The important change in structure is that idle capacity upstream which existed for almost 20 years was not planned or in any way intended. It was the result of historical developments on both the supply (emergence of non-OPEC) and the demand side (stagnation or very low growth) that occurred between 1975 and 1985.

Today, and in the coming years, the idle capacity that the system should hold to cope with demand and supply short-term shifts, unavoidable ‘frictions’, and emergencies (a volume that I estimate should be of the order of 3 mb/d) will have to be the outcome of conscious investment decisions. These are difficult decisions requiring less uncertain, or at least less biased, estimates of demand and future non-OPEC and OPEC supplies.

The conventional wisdom that rules today is flawed. There is too much disinformation, spin, biased reporting and imperfect methodologies in the production data, and a general lack of critical analysis. Unless hard, independent work is undertaken to clear the confusion the search for greater market stability will remain an evanescent dream.

2.1.5 
The Price Band 

The price band is meant to express OPEC’s preference for a given price level. Given that an oil market does operate and that price fluctuations are an inherent feature the preference is expressed in terms of a range.


When OPEC introduced the band it clearly indicated that its preferred price level was $25 per barrel for the OPEC basket of light crudes. We need to recall here that oil history since the Second World War suggests that prices have an episodic nature and that the passage from one episode to another is due to a dramatic crisis of varying length. We have had the $2 per barrel episode in the 1950s and 1960s, the OPEC $11 per barrel episode in 1974-9 and the long $18 per barrel episode of the late 1980s and the 1990s. The 1998 oil price crisis closed the $18 episode and after a huge discontinuity inaugurated a $25 per barrel episode.


My view is that the lower bound of a price band was its important feature. Oil-exporting countries did not want prices to fall below the level of the lower bound. This does not mean that such falls will not occur but that price movements which tend to crash through that level will elicit an OPEC response in the form of production cuts.


The upper bound is not terribly relevant because sellers will not want to bring down ‘good’ prices if they can avoid it. You do not reject manna falling from heaven.

There are important qualifications however. Oil price increases that tend to move upward away from the ‘dollar thirties range’ may induce an attempt to calm the market. And Saudi Arabia has discretely increased its production when fears of overheating due to supply disruptions in Iraq or Venezuela did emerge. 


A rigid, literal interpretation of the price band, one that expects actions to keep prices continually within two fixed lines (initially defined as $22 and $28 per barrel) is not terribly relevant.


Another factor should be taken into consideration. A price preference, be it $18 or $25 per barrel, is not immutable. The preference may change over time as seems to be the case at present partly because the market has created the perception that the $30-35 per barrel range can obtain and hold for a while, and partly because the depreciation of the US dollar in relation to the Euro and the Yen has reduced the purchasing power of oil revenues. The trouble is that it is not easy to announce a change in price preferences and tell the world that the price band should now be set around a price X higher than $25 per barrel. It is more expedient to let market developments change perceptions and indicate that the field in which prices fluctuate has shifted.

Still, OPEC will have to face sooner or later (and I am inclined to think that sooner is better than later) the difficult problem of changing the $22-28 per barrel band. Whether agreement on a new level can be agreed by OPEC members without much controversy, and whether it can be justified with good arguments or presentations to oil-importing countries are challenges that OPEC could manage. We have to wait, however, before assessing the probability of success.
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