
T
he price of crude oil is rising at an unprecedented rate,
and oscillates wildly from day to day. What drives
massive speculation?

How much of the rapidly escalating price reflects the supply
and demand of the market, and howmuch results from trading
by speculators who have no intention of taking delivery of their
oil?
A week or so ago, the financial firm Goldman Sachs

predicted that the price of crude could rise to over $150 US a
barrel in the next year. Almost overnight, crude has risen by
many dollars a barrel.
There are no reliable estimates as to how much of the price

of a barrel of crude is due to speculative trading in ‘paper oil’.
However, over the longer term, the quoted price of oil futures is
bound to have a significant influence on the actual price of oil.
The answer to the first question, ‘What drives ‘speculation?’

takes longer to explain. Essentially, it is because ‘paper oil’ has
become a safe substitute for the increasingly shaky US dollar,
the world’s reserve currency. Let’s follow the oil trail.

Pricing of Crude Oil
Both legitimate traders and ‘paper oil’ speculators purchase
crude oil ‘futures’, mostly for delivery within the next six
months. There is also a variety of other methods of investing,
such as swaps and options, with dozens of colourful names.
The benchmark price per barrel quoted daily in the media is

based on a 1,000 barrel contract of a specific grade (in the US:
WTI or ‘light sweet crude’, in Europe: Brent) to be delivered to
a specific location one month from now. If a futures contract
actually results in the physical delivery of crude oil, the final
price will be adjusted to reflect any differences, in either quality
or delivery, from the benchmark).
In fact, there is an entire matrix of prices for different grades

and different delivery dates. From this matrix traders deduce a
trend onwhich to speculate.
Not all oil is traded at published prices. Much of it changes

hands under long-term contracts at prices negotiated some
time ago, by government entities and oil companies which are
actually in the oil business, and which actually ship and take

delivery of oil with the intention of refining it into useful
products like gasoline, diesel, and plastics.

Supply and DemandMatch
We know that the total world supply of oil nearly equals the
total world demand.We also know that the supply is unlikely to
increase significantly in the future, and that while oil
consumption in the developed world is declining slightly, oil
consumption in the developing world is increasing up to 5% per
year.
India, China, and many other developing countries are

subsidizing gasoline as they develop their own transportation
networks and automobile industries.
Therefore the overall outlook for the market is continuing

tightness or increasing shortage. Most traders anticipate that
this will result in continued high or increasing prices; and that
the closer we get to an overall shortage, the more rapidly prices
would rise.

There’s More Trading Than There is
Oil

The actual world crude consumption is around 85 million bpd
(barrels per day). Every day NYMEX (New York Mercantile
Exchange) trades contracts covering 150 million bpd, with an
‘open interest’ (contracts available to be traded on a typical day)
of around one billion bpd.
Brent crude (actually, only 1% of actual worldwide oil

production) accounts for daily contract trading of another 100
million bpd. All of this indicates clearly that there is far more oil
trading than there is oil.

The Speculative Market
‘Paper Oil’

Less than 5% of NYMEX contracts result in the actual delivery
of crude oil. So if you have a contract to take delivery of oil, and
you are not actually an oil company and cannot take delivery,
what do you do when its delivery date comes up? Simple. You
either sell the contract to someone who actually wants the oil
and can take delivery; or you swap the contract for one that is
due further into the future; or you sell it for cash. If it turns out
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that today’s oil price is less than you paid for futures with
delivery today, you losemoney. If it’s more, youmakemoney.

Oil Ideal For Speculation
In addition to the sheer size of the market, crude oil has many
features thatmake it a safe bet for speculation:
• demand aboutmatches supply, and demand is reliable and

gradually increasing, while supply is limited; this results in a
generally rising price trend;
• the market for futures and other derivatives is mostly

composed of other speculators, not oil companies; there are
many possible trading partners with unlimited funds;
• the underlying asset (crude oil) has intrinsic value, is real

and is a necessity for the world economy;
• daily price variations are within a limited range: large

enough so that profits can be made by short-term buying and
selling, but small enough so that trading ‘on margin’ (with
borrowed money) is practical. Of course, these daily
fluctuations are themselves indicative of a great deal of
speculative trading.
• there are virtually no government or industry regulations

limiting oil futures trading.

The Link Between US Dollars & Oil
Most oil is priced, bought and sold in US dollars, the world’s
current reserve currency. So trading in crude oil can be
regarded as an exchange of US dollars for oil or oil futures.
Consider the following:
• the dollar itself, like any currency, has no intrinsic value; it

is merely amedium of exchange;
• the demand for US dollars is dependent on the US

economy. But the US annual trade deficit has been in the $600
billion range for the last few years, so US external debt has been
accumulating rapidly;
• much of the US government’s expenditures over the past

few years has been devoted to warfare, and this has been
financed by borrowing. While this contributes significantly to
the US economy, on a world scalemuch of this money is wasted
and can be regarded as unproductive;
• $1.3 trillion of the US government’s $9.5 trillion national

debt is held by foreign countries, notably China and Japan, in
the form of US Treasury notes;
• Large quantities of dollars are held by nations that sell

their oil to the US. Some of these countries hold these funds in
US Treasury notes as reserves in their central banks. As long as
they are willing to continue to acquire and hold US Treasury
notes, the US can continue to borrow from overseas.
(Some countries hoard this money in ‘sovereign wealth

funds’ and roam the world looking for real assets to purchase
with it, eg: Abu Dhabi’s $7.5 billion investment in Citibank in
2007.)
• there is no effective limit to the supply of US dollars in

circulation. Since the Bretton Woods ‘gold standard’ currency

pact was abandoned in 1973, there have been no reserve
requirements for overseas holdings. US domestic banks have
been able to get around Federal Reserve Bank (FRB) reserve
requirements (the securitization of sub-prime mortgages was
one method). When domestic banks get into trouble, they can
expect the Federal Reserve Bank to bail them out (eg: the FRB
financed JPMorgan Chase’s bailout of Bear Stearns in 2008);

Support for a Reserve Currency
The US has, for the last sixty years, enjoyed the benefits of
being the world’s reserve currency; but it has not carried out
associated responsibilities for currency stability.
The value of a reserve currency depends on the amount of

trust in it. The US dollar is gradually losing value against the
Euro, its chief rival (introduced in 2002). It is also, of course,
losing value in terms of howmuch oil it will buy. Holders of US
dollars are desperately seeking investments, preferably sound
assets, or if not, speculative opportunities.
Nonetheless, the currencies of many nations are tied, either

by investment or trading relationships, to the US dollar. So,
although it is losing ground, it is in the interest of most
countries, corporations, and people to shore up the US dollar.

Oil & Oil Substitutes:
The New Gold Standard

But since the US dollar is a reserve currency, it cannot be
devalued easily, either by government action or the foreign
exchange market. But now the rising price of crude oil is
behaving as an equivalent to the falling value of the US dollar.
It is not only fossil oil that is regarded in this way. The newly

created link between ethanol and gasoline, backed up by US
and Canadian legislation, subsidies, and import duties, has led
to corn as an object of speculation. Corn-based ethanol has
some of the fossil oils characteristics: close supply/demand
equivalence, a guaranteed market with steadily rising prices, a
deliverable underlying asset, and so on.

Speculation In Food Grains
As corn becomes a fuel crop, intense speculation has begun in
other food grains (wheat, rice, soybeans, etc). Speculation-
driven food-price increases have led to severe inflation in many
countries which joined the international agricultural products
trading regime. Inflation is also evident in the cost factors in
factory agriculture (fertilizer, farmland, fuel for farm equipment,
etc).
Here in Canada and in the US, official ‘core inflation’ indices

deliberately exclude both food and energy. So not much open
anti-inflationary action is to be expected from these two
governments. However, the US is in the process of lowering
interest rates and doling out cash ‘tax advances’ throughout the
nation, and both of these actions may be regarded as
inflationary.
Both Saudi Arabia and China, whose currencies are tied to

the US dollar, are experiencing rapid consumer-level inflation.
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A Reserve Currency in Serious
Trouble

The US is over-indebted on nearly every level. The sub-
prime mortgage bubble and the related consumer debt
growth over the past few years has financed the consumer
economy, disguising its increasing weakness. Borrowing by
the US government has disguised the cost of wars. And
speculative activity has disguised weaknesses in the US
financial infrastructure and its regulation.
Devaluation, and the resulting inflation, are the classic

consequences for an over-indebted country. Any

inflationary measures in the US will be eyed with
trepidation by the world because inflation also reduces the
value of all those US Treasury notes held by foreign
countries. Meanwhile other countries dare not sell them off
ahead of their declining value-this would risk panic selling
of US dollar financial assets around the world, and further
depress the dollar’s value.
It’s a vicious circle. Is it any wonder that US dollar

speculation in ‘paper oil’ looks like a good bet?�
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