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I n keeping with the theme of this month’s maga-
zine, and in trying not to be redundant (or to step on
some of my colleagues’ toes), | was asked to describe
some of the price protection programs that exist, and
how they can be planned, executed and administered.

Fixed Price Programs

The most basic of all price protection programs is
the FIXED PRICE offering. Just as it sounds, the
fixed price offer is a two-way commitment between the
dealer and the customer for oil at a specified price for
the entire time period offered. Should the wholesale or
retail price of heating oil increase, the customer’s cost
does not change. Should the price of heating oil fall,
the customer’s cost does not change.

The advantages of the offering are that it gives price
predictability to the customer—which can help for bud-
geting—and that there is protection against an increase
in price. The obvious disadvantage (as seen this past
winter) is that customers end up paying more than
“market price” in the event that prices fall. For the
oil dealer, the hedge is fairly straightforward, with
supplier (future) wetbarrels, putting inventory into
storage, and/or buying futures or swap contracts to
lock in the price. Margins are generally very stable
with these types of offerings. A potential negative is
that although the PRICE is fixed, the volume that is
delivered (unless the program specifies a specific vol
ume) will vary based upon the weather—and that does
leave some “volumetric risk” in owning either too much
or too little oil. Please note that the volumetric risk
applies to just about every type of pricing program
that is offered, and can be “hedged” via weather-in-
dexed or weather-contingent swaps or options.
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Capped Price Programs

CAPPED PRICE offers use the benefits of fixed price
programs, in that they protect the customers against
an increase in prices, but also have the increased ad-
vantage of allowing for lower costs to be paid by the
customer in the event that oil prices were to decline
(as they did last winter). For an oil dealer to offer a
capped program, there is a requirement for some sort
of price protection—generally in the form of an option
(it can be a “call” option or a combination of fixed
cost supply, with a “put” option). This offer has many
obvious advantages, especially as energy prices remain
volatile; but it also has two drawbacks.

The first drawback is that a cap program is harder
to set up and manage. There needs to be more in the
planning and implementation phase, and some are
scared to do that—although there is plenty of help
available. The second drawback is that—in the “there
is no free lunch” world—there is a cost to be paid
that adds to the expense of running the program. The
cost—usually as an option premium—will not neces-
sarily make the delivered oil more expensive to the
customer (i.e. if prices fell, and the delivered price fell
with it), but does add to the up-front cost, and can
make the offering of a cap appear to be more expen-
sive than the offering of a fixed price. It is worth
noting that while per gallon margins for fixed price
programs are stable, they cannot increase (if properly
hedged), while capped programs can see significant
margin enhancement in a weak price environment.
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