Controlling bunker costs (Where do the monies go?)
                                                                                                                                                  Ivar Tonnesen

IS it possible to make money on bunkers? Yes, and not just by selling it. Owners generally cannot control their earnings, and are at the mercy of the market when it comes to freight and time-charter rates. But they can control costs, and every cent saved on a direct cost, like fuel is a cent more on the bottom line. So you can make money on bunkers, by cutting costs. 

Surely bunker prices are just as much market driven as freight rates? They are, but the market price of bunkers is far from the only cost. Too many owners fail to realise that, and give too little attention to bunker purchasing and management. This paper shows you how attention to bunkers can give real cost savings, and a real boost to bottom line results.

Bunkers have always been an important part of ship operations, and as such, bunkering is a vital part of an owner's day to day operation. Fuel costs have become a major part of the running cost of a vessel, in some instances as high as 50% or more. This weighs heavily on the profit margin and as such, can quickly lead to financial loss through lack of knowledge, skill, or care on the part of the buyer and/or the crew. Depending on the development of the bunker market, one can safely say that the bunker department is both loved and hated. But, all too often there is no actual bunker department, or there is a difference of opinion within the organisation as to what the bunker department is actually doing. 

The chartering department usually look upon bunkering a vessel as synonymous with a car pulling up to the local gas station, and they usually need the fuel like yesterday. The management looks at the department as the biggest spender in the organisation and is always asking "couldn't you get the fuel cheaper somewhere else"? The technical and operational departments treat us as a necessary evil and are constantly complaining about the quality of the fuel, and why it is always delivered outside office hours. But either way, bunkers must be bought, and it is therefore of vital importance for an owner that the person(s) involved with fuel purchasing have the necessary knowledge on how, where, and when to procure the fuel in an efficient and economical way. 

Liner operators, who see their fuel costs clearly, have implemented sophisticated buying and management strategies for bunkers. Tanker owners all too often leave it to the market. I suggest that educated buyers who follow proper buying routines, with proper follow up, who know the market, and know who they are buying from, will have a significant positive effect on your bottom line.

If two shipowners are both buying fuel in the same market for a similar route, why can one get a better result than the other? Because one employs staff who pay attention to where the money goes, and the other simply looks at the market price. Anyone with a trading instinct can play a market. Bunker management needs more knowledge than that. 

Your money can go up in smoke without pushing the ship one metre forward. You can lose on the volume/weight conversion, or more simply, you pay for more than you get because your crew don’t supervise the quantity lifted correctly. You lose money because the energy content of your cheap fuel is much less than the energy content of the expensive fuel bought by the clever owner up the road. You can lose money through barges who deliberately or otherwise cheat you out of some of what you think you are getting. And you can lose out on the headline price through not knowing this specialised and fast moving market properly. Finally, you can lose an awful lot of time and money if you lift bad bunkers. Even if you win a subsequent dispute, it will still hurt. Better to avoid problems in the first place.

The first step to better buying is to have a purchasing strategy.

Purchasing

When we look into the purchasing aspect of the business, I prefer to break this into three parts: 1) Activities leading up to the purchase, 
2) The purchase itself,  
3) The control functions that must be performed once the purchase has been concluded and the fuel delivered. 

1. Prepurchase
When a vessel is in need for fuel replenishment, it triggers a series of events. It starts with the operator of the vessel who approaches the bunker department with his request for bunkers. Together we look at the schedule for the intended voyage and the various criteria for how much, where and when the bunkers are to be bought. Some of these criteria can typically be:



Intended cargo ( freight Vs bunker)



Ensuing voyage.



Low priced market Vs high priced market



Alternative bunker port(s)



Time factor. (Deviation / time to bunker)



Timing of purchase

With respect to the intended cargo, we check the freight rate vs. the price difference of the fuel between the load port and discharge port. If the price difference of the fuel is larger than the freight rate, it is more economical to take fuel than cargo. ( Lower priced fuel at load port vs. higher priced fuel at discharge port) One must also take into consideration what the intentions are for the following voyage. As I indicated in my introduction, bunkering a vessel is not like driving your car into the local gas station. Your vessel may end up in a port where the fuel is very expensive, or in the worst case, there is no fuel available.

It is also important that the purchaser has a good knowledge of the bunker market. Every vessel has a certain steaming range, based upon the capacity of her bunker tanks. Thus, if the vessel is in a low cost area and going to a high cost area, it makes sense to bunker as much as possible, assuming draft, cargo intake etc. permits. Thus assuring that one buys as little as possible in the high cost port, if the vessel is returning to an area which has lower prices. 

With respect to alternative bunker ports, I think of discharge port (inbound voyage) vs. load port for outbound voyage, provided they are in the same geographical area and price range. One must also compare the economics of bunkering while working cargo, against bunkering en route in a typical bunker port. Rule of thumb here is that one can calculate at least 12 hrs loss of time for a 1000 Mt stem. Time has a value, which together with port cost, adds up to a cost per tonne of fuel to be bunkered. Needless to say, the smaller the stem, the larger the difference, since both time value and port cost are constant. In addition you have the weather factor. The conditions may be of such a nature that it is impossible to bring a barge alongside, thus additional time is lost. Hence, when you compare bunker prices in a discharge port or a load port with prices at a potential bunker port en route to the vessel's next port of call, it may quite often be advantageous to bunker while in port working cargo, even if the price is higher than in the potential bunker port enroute.

Finally, I have included the time factor as an expression for rising or falling bunker market. "Should I buy today, or wait till tomorrow". I must point out though, that many oil companies only gives quotes valid for maximum 7 days. However, if you can narrow the time for lifting the bunkers to 1 - 2 days spread, firm quotes can be obtained sometimes up to 2 weeks in advance. The drawback, unfortunately, is that the price may fall again. Just be aware that entering the market too close to lifting date, can pose  problems. After all, the barge must be loaded; the supplier must prepare documentation with the authorities, etc. The suppliers may even be sold out, or committed to other vessels, forcing you to let the vessel wait. The point I am trying to make, is that the 50 cents or the dollar saved going into the deal, may easily cost you much more at the end of the deal. This should also be kept in mind when one chooses a supplier.

2. Purchase
You have now made a decision on where, and how much to purchase. This can be done in several ways. Directly with the supplier, or via one or more brokers, or even via the Internet. Irrespectively, it is important that one clearly indicates the type of fuel needed, referring to ISO Standard (e.g. 380 CST ISO 8217/2005/RMG35) We usually define ISO 8217 as an efficient specification which calls for the minimum of tests and the minimum of expense required to control a desired property, and for such tests which are as independent of each other as possible. Since this specification normally fully protects the buyer, accidental problems should now be kept to a minimum. 

However, with the occasionally heated debates over the past few years on the issue of waste lube oil in the fuel in mind, it may be prudent to add the following wording when you specify which fuel you require:

"The Seller warrants that the bunkers delivered under this contract do not contain chemical waste, waste lubricating oil of any kind or other substances detrimental to vessel, her engine(s) and/or her crew."

I have used the words where and how much, but omitted "when" This is often the big dilemma for the spot buyer. Timing can sometimes mean big dollars depending on volume. There are no set rules for "when", I normally call it a combination of "gut feeling" - "market information" and "luck". However, don't for a minute think that you will be able to strike when the prices are at the bottom. My experience is that when you normally think " I hit the bottom", the prices are on the way up, and thus the best time should be on the way down and just before the market bottoms out.

When you enter the spot market and use brokers, the benefit is that they cover the market for you, and it is recommendable to use a minimum of two. This way you assure yourselves that the market will be covered properly, and most important, it gives you the necessary leverage to ensure that you obtain the best price possible. This being said, it should also be noted that when more than one broker is in the marketplace for you, ensure that each broker covers different suppliers as otherwise the market becomes confused. The Internet is as yet only a small option, but you can use it to check what brokers are saying. And believe me, the best effect of the Internet so far has been to put brokers on their toes. 

Once in the market place though, one must also take into consideration which possible suppliers one will or can use. Have I used them before, are they newcomers in the market, are they traders or actual suppliers? What is their reputation, how do they handle claims? Etc. If you do not know all the answers, ask the broker(s). Don't forget that the supplier has the same attitude towards you, hence asking questions is a vital part of the trade. 

Another method to differentiate between sellers is to look at the energy content of their fuel.

When converting their offered price into cost per MJ/kg an interesting picture emerges. Let’s assume suppler A, offer USD 550/mt and supplier B offers 547.50/mt. We know from past history that A’s oil has an energy content of around 41.2 mj/kg and that B’s level is around 39.9 mj/kg. From the outset, one would assume seller B is the cheapest alternative, however seller A is the best buy, as seller B would have to lower his price to USD 532.65 in order match supplier A. (USD550: 41.2 x 39.9)

When you finally have satisfied yourself with which supplier(s) you would like to deal with, it comes down to negotiating the price and conditions under which the fuel is to be delivered. With respect to the latter issue, you may discover that many suppliers refuse to negotiate their terms of sale, but one should always try. Quite often one will find that a supplier is more willing to negotiate an addendum to their terms of sale, than to actually alter the printed text. 
Some call this process "Dutch Auction” Be that as it may, the buyer's function in the company is to obtain the best quality fuel for the most reasonable price and delivered at the time one has requested and agreed.

It is a common practice that most large buyers of fuel do part of their purchases on a spot basis, while other parts of their overall requirements are covered by short and/or long term contract(s) with one or more suppliers. The contract can cover a specific grade or port or an area, depending on the overall trading pattern of the owners fleet. Many Suppliers are also willing to work on “Frame Agreements” which, in many cases, may be the entire agreement  between Buyer and Seller. It is not a contract, but sets out the terms and conditions to be used whenever future deals are made between the two.

Since monetary savings are the exception rather than the rule with regards to contracts, there are basically two major reasons for entering into contract(s): a) quality and b) availability. We all like to buy top quality fuel every time, as this reflects on the maintenance costs. Hence, one would tend to enter into contract in port(s) with questionable quality and go spot in ports where good quality fuel is always available. Likewise, with regards to availability, one tends to contract in port(s) which are strategically located and one must have fuel in order to perform the voyage. This applies especially to the liner trades.

The benefit with contract(s) are that one always deals with the same supplier, you and they know each others requirements, quality and quantity disputes tends to become a thing of the past, and likewise, the hassle of solving them. But you don't get something for nothing, hence you may experience that prices may not be so advantageous as if you went into the spot market. Normally, pricing is based on Platt's Bunkerwire and it may be Platt's average for the port or area. Some suppliers use monthly average, some use weekly or even the issue published closest to day of lifting. Contracts are also known to have been made basis Platt's Marketscan, which is a commodity oriented publication and as such not widely spread among buyers. Either way, the question really becomes; "How much are we willing to sacrifice on the price for the benefit of quality and service?" Only you can answer this question, but if your answer is “Nothing” then you are certainly going to lose money on bunkers.

3. Post purchase
You have now placed a stem with a supplier and, in due course, the fuel has been delivered as requested. Then comes the task of controlling that the vessel has received what was ordered, and you in the end shall pay for. I will cover this part more in detail a little later on, but let me point out the importance of properly instructing the crew on what to do prior, during, and after bunkering, especially with respect to the sampling. The sample is the sole evidence of the quality of the fuel delivered and becomes the focus in a quality dispute. My standard questions to the chief engineer are; "how, where and when was the sample(s) taken, and did you witness the process" I think it is prudent to point out that in virtually all "Terms of Sale", it is the barge retained sample that is to be retested, hence the importance to properly witness the sampling is evident.

There are only two items the crew can correctly verify, namely the volume and temperature of the fuel, and both are important as they together with the density, are the basis which to determine the weight that the invoice is based upon. Since you can not witness all bunkerings yourselves, the crew becomes your ears and eyes on the spot, and their report together with the delivery receipt, is of utmost importance when you shall do the final control of the invoice.

The sample should always be tested at an independent laboratory. There are obvious reasons why. Firstly, you want to know if the quality is according to specifications ordered and secondly, to find out if the weight is correct. Over the years, we have tested all fuel delivered to our fleet, and I can safely say, the tested density is never equal to the density declared on the delivery receipt. Large variation means that you are paying for fuel that you have not received, or have received more fuel than what is stated. I can best illustrate this as follows:

The supplier claims he has delivered 1500 Mt. based upon a density of 0.990, however the test shows that the actual density is 0.978.

 The formula to calculate the actual quantity is quite simple. 



Invoiced weight X tested density = actual weight





Declared density 

Using the above formula, the calculation becomes:





1500 Mt.  X  0.978 = 1481.82 Mt.






0.990

If the price were US$ 550.00 pr Mt., we are faced with an "overpayment" of about 

US$ 10,000.- 

One can easily imagine what this can amount to over the year, if the fleet is sizeable and it happens a few times per vessel. However I must point out that it can also happen the other way around, in which case you must add the extra weight when controlling the invoice. Normally when you are faced with large differences in density, a retest of the retained sample is called for and the result of this test is final and binding for both parties. Again, it is important to properly verify that the sample is true and representative, because at the end, it can mean money.

Another item to look out for is correct temperature conversion, which I can illustrate as follows:

Measured volume ex barge is 1850 cbm at 35c. Density on delivery ticket is 0.964 basis 15c. It is easy to say: 1850 x 0.964 = 1783.4 Mt.

However the correct picture is:

1850 cbm at 35c = 1823.73 cbm at 15c x 0.964 = 1758.075 Mt. 
This gives a difference of 25.324 Mt. (1783,4 - 1758,075 = 25,342) Multiply this with US$ 550 and you get a difference of ablout US$ 14,000.- – again, money paid for something you have not received.

There are tables for which factor to use when adjusting for temperature and I strongly recommend that they be used. As a general rule, I would recommend that you don't pay an invoice, which is not accompanied by a copy of the bunker receipt, or at least hold off on the payment until the receipt is received. Because otherwise you cannot control the invoice properly. Word of caution though - always pay the undisputed amount. 

Hedging:

Hedging has been used in the bunker industry for many years. But only recently has hedging reached the popularity it presently enjoys. While it was basically the oil companies that offered owners hedging instruments in the past, we find today that banks, trading houses and alike have jumped on the bandwagon. They offer hedging in commodities such as crude oil, heating oil, jet fuel, gas oil etc., but as an owner, one should concentrate the hedging in fuel oil.  In general, the main rule should be that one hedges in the product that the vessel burns. 

For the purpose of this paper, I like give you a few thoughts (from an owner's point of view) on why and how we hedge.

When looking at the futures market, it is important that one distinguish between the paper and the physical market. In this connection the physical market means that one buys a predetermined amount of fuel at a set price for delivery at a specified period. The paper market, however differ from the physical, in that one settle ones positions in cash, either way, and no physical oil is involved. You should always keep the objectives in mind when you enter the paper market: Speculation or insurance?

In general terms, we look upon hedging as insurance.  This means best possible coverage at minimal cost and possible risk. 

For the purpose of this paper, I will not discuss the pro's and con's of speculation. What do we hedge? Primarily the bunker prices in the annual budget, but it can also be the bunker prices in a freight contract or even the bunker consumption for a vessel taken on period time charter. 

If a cargo contract already has a bunker clause built into it, that in itself is a hedge. However, one should note that a bunker clause in a freight contract might be converted into a hedge. If a bunker clause is an asset for an owner, it is a liability for the charterer, for which he may be prepared to pay additional freight to get out of. With the extra few cents to the freight, the owner can use them to buy an option. This can be illustrated as follows: 

(A x B) : (C x D) = E
A: Total cargo to be carried.



500.000 mt

B: Freight increase per ton.



$ 0.05

C: Bunker consumed per voyage.


1000

D: Number of voyages for the contract.

10

E: Option premium per mt.



$ 2.50

When the decision has been made to hedge, our next question is what instrument to use. There are several instruments available, such as swaps - caps - participation’s, etc., etc., but common for them all is the element of risk, and do not forget, you still have to pay market price for the fuel.

The two most commonly used instruments are the swap and option.

Swap

This is possible the most used way of hedging. The main principle is that one agrees on a strike price with a set volume over a certain period. In other words, buy in the future at a price set today. The benefits with this instrument are that you are fully covered if the price goes over the strike price and there are no premiums to pay.  The drawback, however is that if price falls below the agreed strike price, you are faced with the opportunity loss and this cost is an unknown factor in the overall budget.  A swap makes sense in a low market when the downside potential for cash payoff is low.  

Option

The main principle with the option is that one buys the right to a product at a set price for a set period at a set time. E.g. the right, but not the obligation to buy. With this instrument the benefits are that one has full coverage on the upside, and at the same time can take full advantage of the lower priced fuel plus a cost factor that is locked in. The drawback, however, is that one must pay the total premium up front which may influence the overall cash flow. The premium is based on several factors, such as volatility, time period, base price of the product, interest rate, etc. The further away the strike price is from the market price, the lower the premium, is the general principle.

There are other instruments available, and it seems that there is no end to some of the player's imagination. For those of you who are not familiar with hedging, but would like to get involved with it, take time to learn the differences between the various instruments available. Learn the difference between Platt's Bunkerwire and Platt's Marketscan, as it is on the latter most hedges are based. 

Irrespectively, keep in mind that you are the buyer and it is your needs that have to be covered. " Here is my problem and what can you do to help me. What are the benefits and drawbacks with the particular instrument you propose." I have, unfortunately, heard too many stories of owners who hedge in crude oil, etc. with a strike price based on a port or an area they don't even call.

Organisation:

We have talked about efficient purchasing practises and I feel it is prudent to also say a few words about how the ship owner or ship operator organises the fuel purchases. After discussions with buyers, I have noticed that there are two ways they handle this task. Either they let each operator buy fuel for the vessel(s) he/she handles, or, they have designated one person to perform this task. While there is not much to say about the former, there is much to be said about the latter and just to name a few points:

- Streamline the broker network.

- Avoid confusion in the market place. 

- Easier to develop/maintain internal database.

- More "clout" in the market place.

- Better buying practices.

One comment heard from a buyer is; "but we cannot afford to have a bunker department...” The answer is simple, it is not a question of establishing a "new" bunker department, it is just a matter of taking one of the persons that presently buys and let him or her buy for the whole fleet.

On Board Handling and claims:

You buy the fuel carefully, but things can go wrong on board. It is vitally important to have a clear bunker policy for the crew, and to make sure it is followed every time. Firstly, for their safety. Secondly, because a small accident while bunkering will often lead to a small oil spill right under the noses of the authorities, which will become a massive and very expensive problem. So your first priority must be to ensure that the crew follow correct routines to prevent safety problems or pollution. These are well documented, and should be in your ISM system, but it is easy to cut corners at night or in less regulated ports. Don’t allow it to happen.

Whatever you do, sooner or later you will be faced with a claim. Types of claim will vary, but in general we are talking about two types of claims. Namely, quantity and quality.  Of these two, I rate the quantity as problem number one, followed by quality.

As discussed earlier, the quantity (weight) is based upon volume and density at a set temperature. A classic scenario is that the barge claims it has delivered a certain volume, the vessel claims it has only received so much and we have a dispute on our hands. How do we solve this? 

Firstly, let's take a look at a common clause used in terms of sale.

"Quantity shall be determined at Seller's or supplier's option from the gauge or meter of shore or barge tanks. The Seller's determination of quantity shall be final and conclusive, but the Buyer shall have the right to be represented at the measuring. Any challenge by the Buyer of the said measurement shall only be admissible if made to the Seller's representative and noted on the delivery receipt at the time of deliver and confirmed in writing by the Seller within 14 days of delivery."

Faced with such a clause, or similar worded clauses, we as Buyers must exercise our right to be present or represented at the measuring. Fortunately, measurement at storage tank ashore is about to be a thing of the past, but measurement of barge is very much a reality. One can always have a surveyor present, but many owners look at the cost issue and leave it to the crew to perform this task. Things to watch out for are:

  - Correctness of calibration tables

  - Ensure that actual measurement is done by the crew from the

    receiving vessel, and that they report the measurements to

    the head office. 

  - Note the temperature of the oil and make sure it matches what is on

    the delivery receipt. 

It should be made a general rule for the crew to always make proper remarks on the delivery receipt, as the Supplier will use it later against you as evidence. I tell the crew on our vessels that preventive measures are the best way to fight/eliminate quantity disputes.

 Quality disputes are unfortunately unavoidable, and dealing with this issue, goes much along the same lines as the quantity dispute. Preventive medicine is the most important feature. What is then the prescription?

- Be selective in choosing a supplier.

- Always test the fuel.

- Do not use the new fuel before test result is available.

- Avoid mix of new fuel with old fuel in the same tank(s)

- Ensure that the samples taken are as representative as

  possible and that they are properly labelled. (They are the

  sole evidence of the fuel the vessel has received.)

But even after having done all of the above, you may still be faced with a dispute. The nature of the dispute, more often than not, dictates which actions you must take. Personally I prefer to try to solve a dispute outside the courtroom, and I have discovered that most suppliers share the same point of view. It then comes down to your negotiating skills. 

However, should the dispute be of such nature that the courtroom is unavoidable, make sure that all communication between you and the other parties involved, are in writing. In this day and age, too much is done via the telephone, and when you are in the heat of the battle, maybe a year later, it is hard to remember who said what to whom. It only takes a few minutes to summarise a telephone call and send it to the one you spoke with. Hearsay, or "I think I said..." unfortunately does not help your case. Keep in mind that what is written will in the end be your strongest evidence.   

I am sure there are those of you who feel I have left out important issues, and I’m sure I have, but I hope that the few points I have raised may point you in the right direction. A good piece of advice though, make sure the person who buys your fuel is well educated and able to learn from past mistakes. Look at old claims and analyse them for the purpose to determine; “what went wrong and what must I do to ensure it does not happen again”  The result may be frightening, however it sets in motion a process with the ultimate goal of an overall improvement of routines, both in the office and onboard.
Ivar Tonnesen
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