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Derivatives I

Review Quiz:
Price Curves & Swaps
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1) The shape of the Price Curve above is called                            .

2) A price curve for natural gas based on arbitrage-free forward prices would be:




(A)
Contango




(B)
Backwardated




(C)
Either Contango or Backwardated

3) An audit of a natural gas producer that sells gas under long term contracts and that marks-to-market those sales contracts, determines that the price curve being used is incorrect.  The company’s contango price curve is too steep with the market curve being less steep.  The producer has sold swaps to fix its natural gas sales (the producer does not mark-to-market natural gas inventories in the ground).  The resulting restatement of earnings would result in a reported:




(A)
Loss




(B)
Gain




(C)
Not determinable

4) A gas marketer is contracting to deliver gas priced at $4.00/MMBtu in three months.  To meet delivery the marketer can buy three-month forward gas at $3.75/MMBtu, when spot gas is priced at $3.50.  The marketer is confident in its forecast of $3.80 for gas in three months.  Financing costs are 8.0%.  Storage cost run $0.05/month per MMBtu.  How can the marketer minimize its cost of purchasing natural gas for this contract?




(A)
Buy forward




(B)
Do nothing




(C)
Buy spot, store and finance

5) Which of the explanations below is not a reason why forward prices of energy can diverge from arbitrage-free (cost-of-carry) prices?




(A)
Producers’ need for cash-flow stability in order to access financing




(B)
Fear of supply disruption




(C)
Limited inventories available for arbitrage




(D)
Cash Liquidity from investors seeking high investment yields




(E)
Inability to Store

6) A supply contract for delivery of natural gas at the Henry Hub allows the buyer to take volumes between 4,000 and 6,000 MMBtu/day all at the same fixed price.  The pricing of this contract would be based on the benchmark price adjusted by:



(A)
Adding a premium to the Benchmark




(B)
Subtracting a discount to the Benchmark




(C)
Indeterminable

7) A fuel purchasing manager for an industrial company that burns natural gas in its production process chooses not to hedge natural gas purchases for the next months.  Instead he intends to buy at index.  What is the company’s natural gas directional price risk position?



(A)
Long




(B)
Short




(C)
Neutral

8) A speculator enters into a six month contract for firm delivery of natural gas priced monthly at the Inside FERC index.  What is the speculator’s natural gas directional price risk position?




(A)
Long




(B)
Short




(C)
Neutral

9) A dealer is contracted to deliver 500,000 MMBtu of natural gas in March at the Henry Hub.  The dealer also has a contract requiring payment of the Inside FERC Henry Hub index price for the month of March on a volume of 500,000 MMBtu.  What is the dealer’s net directional price risk position?




(A)
Long




(B)
Short




(C)
Neutral

10) A natural gas burner that enters into a firm supply contract priced at the monthly index is managing what risk?




(A)
Directional Price Risk




(B)
Cash Liquidity Risk




(C)
Physical Supply Reliability Risk




(D)
Basis Risk

11) A natural gas dealer is contracted to buy gas, October delivery, at the Waha (Permian Basin)  Hub at a fixed price.  The same dealer also has sold an equivalent volume of gas, also October delivery at a fixed price, but at the Houston Ship Channel.  What is the dealer’s Directional Price Risk Position?




(A)
Long




(B)
Short




(C)
Neutral

Information For Exercises 12–13

An Arizona utility that purchases San Juan natural gas is concerned about rising gas prices.  The utility is quoted a one-year natural gas swap paying a fixed price of $3.96 against the Henry Hub index.  The current month index is $4.06.  Current month price index for San Juan is $3.73.

12) What is the utility’s all-in cost of natural gas for the current month if it executes the swap and continues to buy San Juan at index?  Will this be the fixed cost for the life of the swap?

13) A dealer quotes a one-year basis swap, San Juan vs. Henry Hub, as $0.30-$0.32 (bid-offer).  If the utility adds this basis swap to the swap hedge in question #12, what is the all-in cost of natural gas?

Information For Exercises 22–25

A marketer provides a six-month basis swap in which the marketer pays the Transco Zone 3 Index (Transco Z3) and receives the Houston Ship Channel Index (HSC).

14) The three month fixed price for Transco Z3 is $3.45 and $3.30 at HSC.  The pricing of the basis swap would be closest to:




(A)
HSC vs. Transco Z3 plus $0.15




(B)
HSC minus $0.15 vs. Transco Z3 




(C)
HSC plus $0.15 vs. Transco Z3




(D)
HSC vs. Transco Z3

15) The marketer’s side of the basis trade is characterized as:




(A)
Marketer bought the basis




(B)
Marketer sold the basis
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