Theory

by Philip J. Baratz, C.T.A,,
Angus Energy

T he past two years have likely been the two most
stressful that heating oil dealers have ever experi-
enced. The heating seasons saw spikes, collapses and
swings beyond what anyone would have imagined just
a few years ago. Other than concerns over the state
of the economy, and how those factors were impact-
ing oil prices, and their customers’ ability to pay for
their deliveries, a heating oil dealer—as a reseller of
a commodity—should NOT have been nervous and
stressed about what prices were doing, but they were
anyway.

The upheaval in the real estate and equity markets
has at times mirrored energy prices. At other times
it seems to have been CAUSED BY energy prices. And
sometimes those real estate and equity markets, and
their impacts on the economy, have caused energy
prices to move—very sharply. Some have equated the
moves in all of the markets to a twisted game of fol-
low-the-leader, but | think it is more apropos to look
at this as a game of Indian Chief —wondering who
the real leader is, and when that leadership will
change. One of the biggest issues that we all face is
simply trying to get a pulse on what customers want,
and how to come as close as possible to meeting those
needs.

As far as prices go, there are Absolute Prices, and
there are Relative Prices. An absolute price is $1.00/
gallon, $2.35/gallon, $4.75/gallon.... If | asked you if
a price of $1.00/gallon was a good price, you would
say “yes”. If | asked you if a price of $4.00/gallon was
good, you would say “no”. The reason for that is that
we all know that the current price of heating oil (as
of June 9th) was $1.81 per gallon. That is the differ-
ence between an absolute price and a relative price.
We “know” if prices are cheap or not based upon how
they appear relative to other prices.

So, if falling prices this past heating season did
make you nervous, you need to investigate why fall-
ing prices would have been anything BUT a good
thing.

Did some (many) of your customers

walk away from fixed priced contracts?

This is an interesting, and somewhat painful topic
to many, and it does bring up some things to dis-
cuss. A refrain that we have heard a few times this
past year is, “my hedge didn't work. ” While | can’t

say whether a hedge worked or not, without seeing
exactly what the hedge WAS, and what it was sup-
posed to DO, | can say that Hedges do work ! How-
ever, if there is a mismatch with the hedge that is
placed—wetbarrel contracts, storage deals, futures or
options—and the demand against that hedge— fixed-
price offers, cap offers, etc. —then there might not
have been an appropriate hedge in the first place.

However, and without digging too deeply into that,
many oil dealers DID place the appropriate hedge for
their fixed-price customers. They locked in supply—
from their supplier or via a “paper” transaction, and
built in an appropriate profit margin. Sounds simple
enough. However, customers are no different, in
their view of absolute prices and relative pric-
es. Two winters ago, when prices had risen about a
dollar per gallon from the previous summer, custom-
ers who had fixed their prices for the season were
very happy. It wasn’t simply because their price might
have been $2.59 per gallon (who is to say that $2.59
was a good price or a bad price?). It was because their
neighbors who were paying a Variable Price were pay-
ing about $3.50 per gallon—making the $2.59 seem
like a very good price.

So, in the '07-'08 season, the winners in the Fixed-
Price/Variable-Price game were clearly the fixed price
customers, and by extension, the companies who of-
fered fixed prices. This past season, many customers
saw prices in the same $2.50 per gallon area. How-
ever, those customers were the ones who were pay-
ing the variable price, not those who were paying the
fixed-prices that were offered last summer, many at
levels approaching $5.00 per gallon. Again, was $2.50
a good price? Maybe yes, maybe no. But compared
with $4.79 per gallon, it was a GREAT price. So, this
past season, the winners—by a landslide—were those
who did not sign up with fixed-price offers.

The unfortunate reality that introduced itself into
the mix this past winter was not an issue of a sim-
ple oil hedge, but an issue of customer behavior, or
more appropriately, customer MIS-behavior. This sea-
son showed those who offer fixed prices that not only
is there no ability to widen margins in a declining
market, but there is hardly any ability to hang onto
customers who feel—quite incorrectly, but feel that
way nonetheless—that they were “wronged”.

On average over the last two years, whichever choice



