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BUFFER HEDGE





For Load

Description:

A buffer hedge allows load serving entities and end users to achieve better than the current forward price or better than index depending on market conditions.  The LSE enters into a swap (or fixed price purchase) and sells an out of the money cap.  The premium earned for the cap reduces the fixed price.  Above the cap strike, the LSE will always pay below the index.  Three potential payout scenarios exist:

1) Market price is below buffer hedge price  →  buffer hedge price is paid

2) Market between buffer hedge price and call price  →  buffer hedge price is paid

3) Market above call price  →  (market price less call strike) + buffer hedge price

Example:
A utility wants to reduce ratepayers’ exposure, and deems it would be prudent to lock into a fixed price below the current forward price, and effectively pays for this by giving up fixed pricing when prices spike significantly, but will still be able to pay below index in high price environments.  The market price of a June, July, August swap is $100, and the June, July, August call struck at $175 is $15.  The premium earned from the sale of the call effectively reduces the fixed swap price to $85 ($100-$15=$85). Potential payouts are:

1) Market price below $85 → $85

2) Market price between $85 and $175 →$85

3) Market price above $175 → (market price - $175) + $85 
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