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Analysis of a Multiple Year Gas Sales Agreement with Make-up,
Carry-forward and Indexation

Wenfeng Dong®, Boda Kang®*

®Department of Mathematics, University of York, Heslington, York, United Kingdom, YO10 5DD.

Abstract

A typical gas sales agreement, also called a gas swing contract, is an agreement between a
supplier and a purchaser for the delivery of variable daily quantities of gas, between specified
minimum and maximum daily limits, over a certain number of years at a strike price. The
main constraint of such an agreement that makes them difficult to value is that there is a
minimum volume of gas (termed the take-or-pay or minimum bill) for which the buyer will
be charged at the end of the year (or penalty date), regardless of the actual quantity of gas
taken. We propose a framework for pricing such swing contracts where both the gas price and
strike price (an index) are stochastic processes. With the help of a two-dimensional trinomial
tree, we are able to price such swing contracts with both so-called make-up and carry-forward
provisions; find optimal daily decisions and optimal yearly usage of both the make-up bank
and the carry-forward bank. With the help of a number of numerical examples, we also
provide a detailed analysis, not only of the different features these contracts have, but also
how different model parameters will affect both the optimal value and the optimal decisions

Keywords: gas sales agreement, swing contract, indexation, make-up, carry-forward,
forward price curve, index price curve.

1. Introduction

A gas sales agreement (GSA, also known as the gas swing option) is an American-style
option with daily exercise opportunities. The delivery of daily quantities is constrained
between pre-determined minimum and maximum daily limits. Under a GSA, the gas supplier
encourages the buyer to purchase more gas when the market gas price is low, however, the
buyer prefers to postpone the purchase until the market gas price is high. To protect the
interests of gas suppliers, a minimum volume of gas, which is called the minimum bill,
appears in the GSA. If the actual quantity of gas taken at each year end does not meet
the minimum bill, the buyer will face a penalty. Typically, there is also a maximum annual
quantity that can be taken. There are also two common and important features in multi-
year GSA contracts: the make-up bank and the carry-forward bank. In a year where the
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GSA contract is out-of-the-money on most days, due to the existence of the minimum bill,
the buyer is at risk of facing great losses under the contract. These losses can be from
the delivery of gas on those out-of-the-money days, the year-end penalties or both. In this
case, the buyer needs ways to reduce losses, and the so-called make-up bank is introduced.
With the make-up bank, the buyer can take some quantities of gas which are less than
the minimum bill and pay penalties in an out-of-the-money year, and the shortfall between
the actual gas taken and the minimum bill is then added to the make-up bank. In later
years, where the gas taken is greater than some reference level, the extra gas purchased
can be withdrawn from the make-up bank and a refund paid. Whereas the make-up bank
encourages the buyer to pay penalties, the so-called carry-forward bank gives the buyer
the right to reduce the minimum bill and hence reduce possible penalties. With the carry-
forward bank, if the buyer anticipates that the contract will be out-of-the-money in future
years, he/she can take more gas in the current year. If the gas taken is greater than some
reference level, the excess gas can be added to the carry-forward bank. In later years, where
the buyer is under pressure to pay penalties, the gas in the carry-forward bank can be
withdrawn to reduces the minimum bill in those years. Both the make-up bank and the
carry-forward bank offer the buyer opportunities to apply flexible strategies for the sake
of loss minimization, hence how they affect the contract values and the trading strategies
should be investigated carefully.

A number of papers have discussed the valuation of general swing options (GSAs without
the make-up and carry-forward banks). The first treatment of gas swing valuations appeared
in [25], where the author applies a binomial tree method to take-or-pay gas contracts. In
[19], the authors extend the idea of lattice methods by considering a mean-reverting spot
price model and using a trinomial tree. In [12, 21, 24|, the Least Squares Monte Carlo
method (see [20]) has been used, while a dual-pricing approach has been used in [21] to get
the upper bound of the swing options when a take-or-pay provision is not included. Another
simulation-based approach can be found in [17], where the authors apply the technique in
[18] by finding optimal exercise prices before pricing swing options. In [4], the authors
propose and summarize several methods using both simulations and dynamic programming
techniques. A so-called optimal quantization method is also built in [3] for mean-reverting
spot prices.

When the strike price of a GSA is a constant, the valuation of the GSA is a classical
dynamic programming problem. In real contracts, however, the strike price is set based on
the indexation principle under which the strike price is called the index. In each month, the
value of the index is determined by the weighted average price of some energy substitutions
in the previous month (see [1] for details). This feature links the valuation of the GSAs
to the moving average problem. So far, however, no effective method has been derived in
the literature to value GSAs embedded with moving average features. In order to perform
a detailed analysis of GSAs in terms of values, decisions, make-up usage, carry-forward
usage, etc., we follow the assumption in [13] that the evaluation of the index follows a mean-
reverting Markov process. For the moving average pricing, we refer interested readers to
8] (a Least Square Monte Carlo approach), [11] (a binomial tree based approach), [26] (a
willow tree approach) and [5] (a finite-dimensional approximation approach).
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In cases where there are make-up and carry-forward banks the GSA becomes more com-
plicated to evaluate. In [6], the authors explained basic features of both the make-up bank
and the carry-forward bank. In [14], an algorithm is proposed using the Least Squares Monte
Carlo method to evaluate GSAs with a carry-forward bank, although the authors only price
the contract values and do not extract optimal decisions. The evaluation of GSAs is not
only about the contract value, however, but also about finding the optimal daily decisions
based on various gas prices and index prices. Once one starts to introduce a volume taken
dimension, however, the Monte Carlo approach does not work very well. The first formal-
ly quantitative treatment of GSAs containing the make-up provision appears in [13]. The
authors modelled one type of make-up clause and performed a sensitivity analysis of the
contract value with respect to various parameters. The GSA in [13] uses hard constraints in
both the volume taken dimension and the make-up bank dimension. That is, their GSAs do
not have penalties and the volume taken in each year must be within a pre-specified range.
Also, the volume of gas in the make-up bank must be zero at the end of the contract. In
addition, however, there are GSA contracts in the market, that offer more flexibility (see
contracts in Subsection 4.2). In [13], the GSAs contain either the make-up clause or the
carry-forward clause, but not both. The second treatment of make-up and carry-forward
banks appears in [9], where the authors evaluate GSAs with both make-up and carry-forward
banks in a regime-switching forward price curve model. The authors, however, only evaluate
GSAs with constant strike prices and do not take the indexation into account. In addition,
while the optimal daily decisions and optimal usage of both make-up and carry-forward
banks are given in [9], there is no detailed analysis of parameters and indexation. Further-
more, in both [9] and [13], the effect of the make-up and carry-forward banks on the volume
taken dimension is not given. The main contribution of the paper presented here, therefore,
is to evaluate multiple year GSAs with both make-up and carry-forward banks, as in [6],
but with stochastic strike prices (indexation), while also providing a detailed analysis of how
the make-up bank, the carry-forward bank, the indexation and the different parameter set-
tings affect both values and decisions. With the help of our numerical examples in Section 5,
traders can have a better understanding of the impact of various important contract features
on both the contract value and the trading strategies, such as recovery limits, penalties, the
minimal bill, etc..

When it comes to the evaluation of GSAs, the so-called bang-bang consumption is usually
observed numerically. The bang-bang consumption means that the optimal decision on each
day within a year is either the minimum daily limit or the maximum daily limit. In [2, 4],
the authors prove that, without the make-up and carry-forward banks, GSAs have the bang-
bang consumption. Following the result in [2], The authors in [13] shows that GSAs with
both hard constraints and the make-up banks have the bang-bang consumption. In Section
4, we follow the result in [4] and show that, when the penalty functions are smooth enough
(see Remark 4.2), our GSAs (with penalties, make-up banks and carry-forward banks) have
the bang-bang consumption.

This paper is organized as follows: Sections 2 and 3 propose a mean-reverting model
for the gas price and the index, and build a two-dimensional trinomial tree to approximate
the gas price process and the index process. Section 4 formulates both the cases of GSAs
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that do not have make-up and carry-forward banks and those that do. Section 5 compares
GSAs with indexation with those with constant strike prices, and also analyzes the effect of
make-up and carry-forward clauses and how various parameters affect the contract value. At
the end of Section 5 the ways in which the indexation affects decisions about weekly takes,
make-up takes and carry-forward takes are analyzed. We draw conclusions and propose
future research in Section 6.

2. Modelling the gas price and the index

This paper considers the one factor forward curve model built in [10].! We assume the
forward prices of both gas and index follow the stochastic differential equations below:

dF3(t,T) ;

) _ —« (Tft)dBS t 1
Fs(t, T) Ose ( )7 ( )
dF1(t,T) ,

) _ —« (Tft)dBI t 2
Fl(t, T) 016 ( )7 ( )

where F®(t,T) and F!(t,T) are the forward prices of gas and index at time ¢ € [0,7]]
with the maturity T, respectively. B°(t) and B(t) are standard Brownian motions with
correlation p, and ag, og, ay and o; are constants.

Denote the spot prices of gas and index at time ¢ by S (¢) and I (t), respectively. The
gas price and index processes can be written as:

1 [t ¢
S(t) = FS(O,t) exp [—5/ age’QO‘S(t’“)du +/ aseaS(t“)dBS(u)] ,
0 0

I t
I(t) = F'(0,t) exp {—5/ ore 2= gy +/ a;ea’(t“)dBI(u)} ,
0 0

By letting the log prices of both gas and index be X(¢t) = InS(¢) and Y (t) = Inl(t),
respectively, we have a two-dimensional Markov process (X, Y’) which is given by:

dX(t) = [0°(t) — as X (t)] dt + 0sd B (t), (3)
dY (t) = [0'(t) — ay Y (t)] dt + 01dB" (1), (4)
where o1 F5(0.1) , .
Sy g 1 s 051 —2asty _ + 2
0°(t) = 5 +agln F7(0,t) + 1 (1—e ) 505
Oln F1(0,1) o? 1
Iy ’ 1 g _ —2apty _ + 2
0'(t) = 5 +arln F7(0,t) + 1 (I1—e ) 50T

We show the derivation of the spot and log prices along with the proof of the Markov
property in Appendix A.

ITo model the whole forward price curve, a multi-factor model is usually required, but since we focus
on computing the price and optimal decisions of the GSA, the overall volatility level matters more than the
individual factors.
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3. Construction of the two-dimensional trinomial tree

In this paper, we evaluate the price of the gas sales agreement on a two-dimensional
trinomial tree. To take advantage of being Markovian, we first build a simplified two-

dimensional tree for a two-dimensional Markov process? (z, %) below, which is obtained by
assuming 0°(t) = 6/(t) = 0 in (3) and (4):

dx(t) = — agx(t)dt + ogdB(t) (5)
dy(t) = — agy(t)dt + o;dB'(t) (6)

Then we shift the nodes on the simplified tree by adding the proper drift in order to be
consistent with the observed forward curve. In the rest of this section, we summarize the
tree building procedures in [10, 15, 16].

Step one. We build two separate one-dimensional trees for both x and y. Taking the log-
normal price x as an example, the trinomial tree for y will be built in a very similar manner.

We discretize the time value ¢ into IV equally spaced time steps. That is, the time values
are denoted by t; = iAt, where i = 0,1,..., N and At is the time step. Similarly, the values
of x at time ¢; are referenced by z;; = jAz, where j is an integer representing the level
index and Az is the space step. This means that any node in the tree can be referenced by
a pair of integers (i,7). In addition, due to convergence and stability considerations, it is
suggested in [15] that Az = og/3At.

Because of the mean-reverting nature of this model, the trinomial tree will reach its
maximum level jy., at some point (the minimal level j,;, is also reached at the same time,
Jmin = —Jmax)- In the trinomial tree, the nodes emanating from node (i, j) are (i + 1,k + 1),
(t+1,k) and (i + 1,k — 1), where k is chosen so that the value of x reached by the middle
branch is as close as possible to the expected value of x at time ¢;,;. Indeed,

J—1 J = Jmax
k= j jmin<j<jmax‘
J+1 7= Jmn
According to (5), we have
E(Az(t)) = —asx(t)At,
which means that the expected value of z; ; at time 7 4 1 is
T 5 -+ E(AI‘ZJ) = T;; — OZS{L'Z‘J‘At.

Let puij, Pm,j and pa;; be the probabilities associated with the upper, middle and lower
branches emanating from node (i, 7) respectively. Again, according to (5), we can get

E(A$i7j) = —OzsxmAt
= Puij((k+1) = J)Ax + prij(k — §) Az + paij((k — 1) — j)Aw,

2The Markov property of this two-dimensional process can be checked by applying Theorem 7.1.2 in [22]
)



and
E(ALIZ‘ZQJ) = O'gAt + (Oés.l’l"jAt)Q
= puij(k+1) = 5)2A2% + ppij(k — 5)2A2® + paj((k — 1) — §)*Aa®.

Together with py;j + Pm,ij + Paij = 1, we obtain

1 [o2At + (agx; jAE)? , agx; jAt , ,
pusg = 5 | BB - S 2 ) - - )| @)
1 [o2At + (agx;  At)? , agx; i At ‘ .
pasy =5 | A (- g+ SRS (- )+ (=) )
Pmjij =1 = Dujij — Pdij- (9)

It is shown in [15] that, in order to make all of equations (7), (8) and (9) be positive,

‘ : 0.184 0.816 : : o
Jmax Should be an integer between iy and aSAL To achieve the best efficiency, it is also
0.184

suggested to set jnax at the smallest integer greater than T

Step two. Once we have built two simplified trinomial trees for both z (the gas tree) and y
(the index tree), we combine these two trees together. Let node (i,h) be the node on the
index tree at time t; where the index price level is h. Any node on our new two-dimensional
tree can be referenced by a triplet of integers (i, 7, h), which indicates that when the time
index is i, the level of the gas price on the gas tree is j and the level of the index price
on the index tree is h. There are three possible movements (an up movement, a middle
movement and a down movement) at each node on both the gas tree and the index tree,
which gives a total of nine possible movements at each node on the two-dimensional tree. We
let {mg, mp} represent the movement on the two-dimensional tree which is the combinaton
of the mg movement on the gas tree and the my movement on the index tree. This means
that we have the following nine movements with their corresponding probabilities:

{up, up} with py, {up, middle} with py, {up, down} with p,q
{middle,up} with p,,, {middle, middle} with p,,, {middle,down} with p,4
{down,up} with pg, {down, middle} with pg,, {down, down} with pgg

Denote the probabilities associated with the upper, middle and lower branches on the gas
tree by pu, pm and pg, respectively. Similarly, denote the probabilities associated with the
upper, middle and lower branches on the index tree by ¢,, ¢, and ¢4. By assuming the
correlation p = 0, the probabilities on the two-dimensional tree are the product of the
corresponding probabilities associated with the branches on the gas tree and the index tree.
The probability matrix is given by

DPun Pum DPud Pulu Puldm Pudd
Hpmo = | Pmu Prm Pmd | = | PmGu PmlGm  Pma (10)
Pdv  Pdm  Pdd Padvw  Padm  Pdqd



When the correlation is non-zero, according to [7], each probability is shifted to maintain
the marginal distribution and the covariance structure of z and y. The probabilities are
given by

DPuu  Pum  Pud DPuQu + 5 puGm — 4 puga — €
oo = | Pmu Prmm Pmd | = | PmGu — 46 DG + 8 pmaa — 4 (11)
Pdu  Pdm  Pdd Padu — €  PdGm — 4 Piqq + 5
and
DPuu  Pum  Pud PuQu — 1&  puGm —4€  puqq + 5S¢
Ooco = | Pu P Pmd | = | Pmlu — 46 DimGm + 8 pmqa — 4 |, (12)
Pdu  Pdm  Pdd Paqu + 9 PiGm —4E  paga — €
where e = & if p>0and e = —& if p <0.

Step three. Returning to the notations in Step one, we now make both the gas tree and the
index tree to be consistent with the observed forward curve by adding an amount a; at each
node of each time step ¢;. Again, we use the gas tree as an example, but the index tree can
be adjusted in a very similar manner.

We define the state price G, ; as the value of a security that pays 1 if the node (7, j) is
reached, and zero otherwise, at time 0. Then the state price at each node can be obtained

by forward induction:
Z+1,_] Z Gz jlpj )

where (i, j') represents the node at time i/t that has a branch leading to node (i +1, j) and
pjy ; is the probability of moving from node (4,7) to node (i + 1,7), r is the risk-free rate.
Thus, the price at time 0 of any European claim with payoff function C'(S) at time step i

in the tree is given by
=Y Gi,;C(9), (13)
J

where the summation takes place through all nodes (i, 7) at time ¢;. Recall that S is the gas
price. Now consider a case where C(S; ;) = S, ;, then by (13) we have

e ES(0, 1) ZGJSJ (14)

Let X;; = x;; + a;. By the fact that S;; = e*7 = 7% and through equation (14), we
obtain

7rtZFS 0 t Z GZ Jefl'z J+az

7rtiFS 0 tz
a; = In e—w .
Zj Gi,je vJ

7
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Therefore, by adding a; at each node at each time ¢;, we obtain the trinomial tree we need.

The right panel of Figure 1 demonstrates some examples of trinomial trees that have
been constructed to be consistent with the forward curves shown in the left panel of Figure
1.

4. Gas sales agreements

As introduced in Section 1, the GSA is an American-style option between a gas supplier
and a gas buyer for the delivery of daily quantities of gas at variable strike prices over
several years. In the absence of make-up and carry-forward banks, the main constraint in
a GSA is the minimum bill. In each year, a penalty is applied if the actual gas taken is
below the minimum bill. When it comes to the make-up and carry-forward banks, however,
the contract becomes more complicated. In the years where the gas taken is less than the
minimum bill, the shortfall is added to a make-up bank. In years where the gas taken is
greater than some reference level (this level is called the carry-forward base), the excess gas
is added to the carry-forward bank. In later years, under some pre-specified conditions, the
gas in the make-up bank can be withdrawn to get a refund, while the gas in the carry-forward
bank can be withdrawn to reduce the minimum bill. Since both the make-up and carry-
forward banks offer the buyer opportunities to reduce possible losses, some pre-specified
limits are imposed to protect the interests of the gas supplier. For example, in each year,
the gas withdrawn from these banks cannot exceed some pre-specified limits: the carry-
forward bank recovery limit and the make-up bank recovery limit. These recovery limits
will play large roles in the contract value. Also, since both the make-up and carry-forward
banks are related to the minimum bill (and hence related to the penalty), how the penalty is
calculated will also greatly affect the contract value. In addition, in each year, the evaluation
of the make-up and carry-forward banks should be formulated carefully.

In this section, we provide an analytical representation of GSA contracts with the above
features. GSA contracts without make-up and carry-forward banks are presented in Subsec-
tion 4.1. GSA contracts with make-up and carry-forward banks are formulated in Subsection
4.2.

4.1. Gas sales agreements in the absence of make-up and carry-forward banks

A gas sales agreement with indexation between the gas provider and the gas user could
have many specific features to satisfy the needs of both parties to the agreement but these
contracts usually have a number of common features as set out below:

e The contract lasts L years and there are J time periods (typically days) in each year,
L and J are positive integers. Let T; be the end of each year ¢, for « = 1,..., L.
Obviously, T, is the maturity of this contract.

e Let the time interval be At = 1/J, then the contract duration is equally spaced

into J - L periods. Denote the j-th period of the i-th year by ¢;;, ¢ = 1,...,L and
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Figure 1: Trinomial tree examples. The red plots refer to the natural gas price and the blue plots refer to
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j=0,...,J. Hence we have

0:t170<t1,1<...<t17J:T1:t270<t2,1<...
...<tL,1,J:TL,1:tL,0<tL71<...<tL7J:TL.

We assume that the holder of a GSA has exactly one exercise opportunity at each time
t;; in each gas year where ¢ = 1,..., L and j = 1,...,J, which amounts to J rights
for a whole year. Typical GSAs can usually be exercised daily (J = 365) or weekly
(J = 52).

Let g, ; be the amount of gas taken (exercise decision) at time ¢; ;, which is constrained
by the minimum daily quantity ¢, and the maximum daily quantity g¢ma.y, that is
Gmin < Gt;; < Gmax- Such an admissible policy is denoted by q = {¢;,;}. Let @y, be
the cumulative amount of gas taken up to time ¢; ; in year ¢ (also known as the period
to date). It is straightforward to see that

j—1
Qti,j = E Qti,k-
k=1

In addition, we let @)z, be the total amount of gas taken during the year 7. That is,
QTi = Qti,J + G, ;-

Let S;; and I; ; be the gas price and the index at time ¢; ;, respectively. Then, upon
taking the volume ¢, ;, the payoff from the buyer’s point of view at time ¢;; is

Gr.; (Sij — Lij) -

In each year, there is a maximum quantity of gas the buyer can take, which is called
the annual contract quantity. Denote the annual contract quantity in year ¢ by AC'Q;.
Similarly, there is a minimum quantity of gas the buyer has to take in each year, which
is called the minimum bill. Denote the minimum bill in year ¢« by M B;. In each year,
the amount of gas the buyer has taken cannot exceed the annual contract quantity.
That is, Qn, < ACQ; for each year 7. The total gas taken in each year can be below
the minimum bill, however, in which case the buyer has to pay penalties at the end
of that year. More precisely, if @7, < M B, in year 7, at the end of year 7, there is an
out cash flow generated by the penalty, in addition to the cash flow generated by the
exercise decision.

Usually, the penalty rate is a percentage of the index price, and hence the buyer would

prefer to take enough gas to avoid penalty. In this paper, we let the penalty be given
by
n- Ii,J - min {QTz - MBZ, 0}

for each year i, where n € [0,1] is a constant, which is called the penalty coefficient.
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e The risk-free rate is denoted by r.

From the buyer’s point of view, the goal is to maximize the total expected discounted
payoff of the contract, including the penalty. That is, to find the value V} of this contract
at time 0 which is given by

Vo =supE
q

L J
> (Z e gy, (Siy — Lig) + e - Iy - min{Qr, — MB;, 0}>] . (15)

i=1 \j=1

Remark 4.1. In [13], the author claims that the non-trivial constraints below are extremely
important:
Gmin - J < MB; < Qr, < ACQ; < Gmax - J for each i.

Since under normal circumstances, however, the gas supplier would encourage the buyer to
purchase more gas, it is natural to have ACQ; = ¢uax - J, namely

Gmin - J < MB; < Qr, < ACQ; = Gmax - J for each i.

In a GSA contract, the user and the supplier can specify an existing volume of gas which
has been taken at the beginning of each gas year. We denote this volume of gas by Q;. In
this paper, we assume ); = 0, Vi but it is straightforward to relax this assumption as long
as we know the exact value specified in a particular contract.

In addition, we further assume that, once the annual contract quantity is met, the daily
minimum quantity can be violated, since the amount of gas the buyer has taken cannot
exceed the annual contract quantity. That is, we let ¢, , = 0 as long as @y, ;, = ACQ;, and
we omit the discussion of this scenario in the rest of this paper.

Dynamic Programming. On the last day of the contract ¢; ;, we have the following three
scenarios: if Sp ; > I, ;, that is the payoff is increasing in the volume purchased then we
should take as much gas as we can; if S;, ; < Iy y and I, ; — Sp; <n- 1L s, we can reduce
the total loss by purchasing a quantity up to that required to avoid the penalty, or the
maximum possible, whichever is smaller; if Sy, ; < Iy, y and I1, ; — Sp,; > n- I ;, that is the
loss on the purchase of the gas is not compensated by the reduction in the penalty payment,
we take as little gas as we can.

More precisely, let ¢*(S, I, Q,t) be the optimal take decision where the gas price equals
S, the index equals I and the period to date equals ) at time ¢. In particular, on the last
day ?1, s of the contract, we have:

Gmax; S>1,
q*(57 [7 Q7tL,J) - min{maX{MBL - Q7 Qmin}a qmax}7 S S I and (1 - 77)[ < 57
Grmins S<Tland (l—-n)>S5,

On the final day, the buyer still has to face the penalty if the minimum bill is not reached.
After the last decision ¢* = (S, 1,Q,tL s), the total amount of gas taken in the last year is
known. Then the penalty becomes:

n : [L,J : min{QtL,J + q*(S7[7 Q7tL,J) - MBL7O}
11



Denote the value of the contract by V(S,I,Q,t) where the gas price equals S, the index
equals I and the period to date equals @) at time ¢. The terminal payoff V'(S,I,Q, 11 ;)
is determined by the instant strike payoff and the penalty, which leads to the following
expression:

V(Sala Q)tL,J) = q*(Sa ]7Q7tL,J) ' (S_I) +nlm1n{0’Q+q*(S7la Q)tL,J) - MBL}

Now that we have the terminal payoff, we can work backwards in time to find the optimal
take and optimal value through the life of the contract. In fact, at each day ¢;; within a
year, we should choose the optimal exercise decision according to

q*<Sa I,Q, tiJ) :argmaXQti,je[QmimqmaX] {th <S N [)+
E [e "V (Sijon Ligen, Q + @i ystign) | Siy = S, Ly = I}

and the contract value is

V(Sa -[7 Qa tl,j) = q*(Sa -[7 Qa tl,j) : (S - I)+
E [e_rAtV(SiJ‘_H, ]i,j-i-la Qti,j + C]*(S, I,Q, ti,j)ati,j—I—l) | Sl}j =5, Iivj = I] :

On the last day of each year (except the final year of the contract), we choose the optimal
exercise decision according to

q*(57 [7 Qv ti,J)
—argmaXy, ; €ldmin gmas) {a,(S=1)+n-T-minf0,Q +q,; — MB;} (16)

E |e ™V (Sit11, Lis1, Qs tivan) | Sig = S, Ly = [} } ;
Then the contract value is obtained by

V<S7 [7 Qv ti,J)
=¢" (S, 1,Q.tiy) - (S = 1) +n-1-min{0,Q +¢"(5, 1, Q. tiy) — MB;} (17)
E e_mtV(SiH,hIi+1,1,©,tz‘+1,1) | Sig=S1L,=1].

4.2. Multi-year gas sales agreements with make-up and carry-forward banks

Turning now to the make-up and carry-forward features of multiple year GSA contracts,
which were previewed in Section 1 of this paper, we now formulate these two banks based
on the notations in Subsection 4.1 above:

e Denote the amount of gas available in the carry-forward bank in year i by C;, i =
1,..., L. Let CRL; be the carry-forward bank recovery limit and C'B; be the carry-
forward base in year 7. In addition, denote the usage of gas in the carry-forward bank
by ¢; in year i. Denote the amount of gas available in the make-up bank in year ¢ by
M;,i=1,...,L. Let MRL; be the make-up bank recovery limit and m; be the usage
of gas in the make-up bank in year 7.

12



e In year i, when the total gas taken is Qr, > max{M B;+m;, C'B;}, then the excess gas is
added to the carry-forward bank, which gives C;,1 = C;+(Qr, —max{M B;+m;, CB;}).
In year i, if the total gas taken is )7, < M B;, the buyer can use the gas in the carry-
forward bank to reduce the minimum bill, which adjusts the minimum bill in year ¢
to M B; — ¢;. In addition, the possible year end penalty becomes 7 - I; ; - min{Qr, —
(MB; — ¢;),0}. The usage c¢;, however, is constrained by the amount of gas in the
carry-forward bank and the recovery limit, that is, ¢; < min{C;, CRL;}. Based on the
above formulation, we obtain the evolution of the carry-forward bank, which is given
by

Ci—l—l = (CZ - Ci) + maX{QTi - maX{MBi + my;, CBZ}, 0}

e In year 7, when the gas taken is less than the adjusted minimum bill, that is Q7 <
M B;—c;, the shortfall is added to the make-up bank and M; ., = M;+(MB; — ¢; — Q).
In year i, when the gas taken is 1, > M B; 4+ C;, a refund will be given based on the
excess gas. Then at the end of those years, in addition to the instant exercise payoff,
an income cashflow is generated from the refund, which is given by I; ; - m;; noting,
of course, that m; < min{M;, M RL;, max{Qr, — (M B; + C;),0}}. We can also obtain
the evolution of the make-up bank by

MZ'+1 = (MZ — mz) + maX{MBZ- — C; — QTH O}

The objective function. With both make-up and carry-forward banks, the payoff at the end
of each year not only depends on the instant exercise and the possible penalty, but also the
possible income from the refund. That is, at the end of each year i, we have the following
cash flows:

e the instant exercise payoff ¢, , (Si,; — L;.s).

e the possible penalty if the total gas taken is less than the adjusted minimum bill
]\JBZ — C;
n- [Z',J ' min{Qti,J + Qti“] - (MBZ - Ci)7 O}

e the income generated by the possible refund when the total gas taken exceeds M B;+Cj;:

I; y - min{m,, maX{QtM + G, — (MB; + C;),0}}.

The payoff for each day within a year is the same as that with GSAs in the absence of
make-up and carry-forward banks. Thus, from the perspective of the buyer, the goal is to
find the initial contract value Vj that is given by

L J
5 (z g (Siy — T
j=1

i=1

Vo= sup E

qt; +sMi,Cq

4,3

+ e_rti"l -1 Ii,J : min{Qti,J + qti,J - (MBZ - Ci)’ 0}
+ et L g - min{mi, ma‘X{Qti,J +qu, — (MBZ + Cl)’ O}}):| ’
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The terminal condition. With both make-up and carry-forward banks, the decision to be
made on the last day is much more complicated. On the last day of the contract, we need
to use as much of the balance in both the make-up and carry-forward banks as possible. Let
q*(S,1,Q,C, M,t) and V(S,1,Q,C, M,t) be the optimal exercise decision and the contract
value respectively where the gas price equals S, the index equals I, the period to date equals
@, the amount of gas in the carry-forward bank equals C' and the amount of gas in the
make-up bank equals M, at time t. Next, let us find ¢*(S, 1, Q, C, M, t;, ;). On the last day,
if S > I, the decision is obviously ¢*(S, 1, Q,C, M.ty ;) = Gmax - If S < I, however, we have
following scenarios:

e [f there is no gas available in the make-up bank, or the buyer has to take more gas to
meet the minimum bill, that is M =0 or Q) < M By.

— If (1 —n) I < S, that is the loss on the purchase of the gas is compensated by the
reduction in the penalty payment. The optimal choice is to purchase a quantity up
to the amount required to avoid the penalty, or the maximum possible, whichever
is smaller. Then

¢ (S, 1,Q,C, Mty ;) = min {max {M B — C — Q, ¢min} > max -

— If (1 —=n)1 > S, that is the loss on the purchase of the gas is not compensated
by the reduction in the penalty payment. Then

q* (Sa ]7Q7 Ca M7 tL,J) = (min-

e If there is gas available in the make-up bank, that is M > 0. And @Q > M By + C, this
means that the buyer can get a refund from the make-up bank.

— If there is gas available in the make-up bank, that is 0 < Q — (M B + C') < My,
the buyer should buy a quantity of gas up to the gas available in the make-up
bank, or the maximum possible:

¢ (S, 1,Q,C, M, t;, ;) = max{min {M — (Q — (MBy +C)), ¢max} s dmin } -

— If the buyer cannot take more refund because of a shortage of gas in the make-up
bank, that is Q@ — (M B + C) > M, then they should take the daily minimum so
as to avoid the loss:

q* (Su [7Q7 Ca M7 tL,J) = {min-

o If M > 0, but the period to date is not yet large enough to get a refund, that is
MBp, <Q < (MBp+C).

— If (MB, 4+ C) — Q < ¢max, the buyer can get some refund by taking ¢uax. In
this scenario, if the buyer decides to get a refund, they should take as much
as they can, that is ¢uax. Then the buyer makes a payment congruent with
the gas purchased to meet the condition of refund taking. This payment equals
(MBL, 4+ C) —Q)-1. At the same time, the buyer receives gas which has a value
of Gmax 5.

14



« If (MBp+C)—Q)-I > gnax-S, that is the buyer loses money through this
transaction, then

q* (57[7 Q7C7 M7 tL,J) = {min-

« If (MBp+C)—Q) -1 < guax - S, that is the buyer makes a profit through
this transaction, then

q* (Sv I)Qaca MatL,J) = (max-

—If (MBy,+C) — @ > @Gmax, the buyer cannot get a refund, even if the daily
maximum quantity of gas has been purchased, and they should therefore take the
daily minimum.

q* (Su [7Q7 Ca M7 tL,J) =  {min-

Dynamic programming. Once we have the terminal optimal decision ¢;, . = ¢*(5,1,Q,C, M,y 1),
we can obtain the terminal value of the contract

V(Sa I)Qaca M7t1,J) :CJ:LJ ' (S - I)
+n-1-min{Q+¢q;, , — (MB —C),0}
+ I - min{ M, max{Q + q:LJ — (MBp+C),0}}.

Then we work backwards in time. On the last day of each year i (except the final year) the
buyer should choose the optimal exercise quantity, the optimal usage of the carry-forward
bank and the optimal usage of the make-up bank (¢*, ¢*, m*)(S, I, Q, C, M, t; ;) according to

(%, ¢, m") (S, I,Q,C, M,t; ;)
:argmaxqtiw%mi{qti’J (S—1)
+n-1-min{Q +q, , — (MB; — ¢;),0}
+ I - min{m;, max{Q + q;, , — (MB; +C),0}}
+E [G_TNV(SZ‘HJ, Ty, Q, Cyy1, Miyi,tizan) | Sig =815 = I] }

Once the optimal decisions (g, ci,m;) = (¢*, ¢*,m*)(S,I,Q, C, M, t; ;) are determined, we
have the contract value

V(S7Ia Q707 Ma ti,J)
i (S =)ty T-min{Q + g, — (MB; — 1),0)
+ I - min{m;, max{Q +¢;, , — (MB; + C),0}}

+E €7Mtv(5z‘+1,17 Iivaiq, @7 Civ1, Miz1,tiv11) | Sig=S,1i,=1
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On each day within a gas year, the buyer should choose the optimal quantity ¢*(S, I, Q, C, M, t; ;)
according to

q"(S,1,Q,C, M,t;;)
=argmax,, {q,(S—I)+
E [G_TAtV(SZ‘J_i_l, Ii,j+17 Q + ai; ;5 Ca M7 ti,j-i—l) | SZ,] = S’ ‘[ZJ - ‘[:| }

Again, once we have the optimal quantity @, = ¢ (S, 1,Q,C, M,t,;;), we have the contract
value

V(Sa -[7 Qa Ca M7 tl,])
=q;, (S — 1)+
E eV (Sijin L, Q + 47, O Motigia) | Sy = S, Ly =1

The bang-bang consumption.

Theorem 4.1. Suppose P;(Q, M, C') is the function which gives the cash flow generated by
the possible penalty and the possible refund at the end of year i. If Pi(Q, M,C') is continu-
ously differentiable and Plr; ; = 0] = 0, where

L
K%’,j = €7rti’j (Si,j - [i,j> —|— E (Z efrtd,] . [d,J . PC,l(Q;d’ M;, C;;)) ‘ [i7j7 Q:i,j’ Mi*7 C:) :| .

d=i

then the optimal consumption at time t; ; is necessarily of a bang-bang type and is given by
q*<Si,j7 [l',j7 Q;&ki’ﬁ M@'*7 C@*7 ti,j) - Qmaxlni,j>0 + Qminlni’j<0-

where Q;‘”, QF., M and C} are the period to date, yearly take, make-up bank allowance
and carry-forward bank allowance obtained through an optimal trading strategy.

Remark 4.2. The above condition involves an unknown optimal strategy which makes it
hard to check. As reported in [3, 4], however, it can be expected if one can show that &; ; is
absolutely continuous. In our contract, the function

Pi(Q, M, C) =n-min{@ — (MB; — ¢;), 0} + min{m;, max{Q — (M B; + C),0}},

where ¢; < min{C,CRL;} and m; < min{M, MRL;, max{Qr, — (M B; + C),0}}, is non-
differentiable at some points. That is, Theorem 4.1 only applies to contracts in which the
function P;(Q, M, C') is a bit smoother than our contract. The bang-bang consumption,
in our contract, however, is observed numerically through the dynamic programming we
present in this section. Hence, we assume throughout our paper that GSAs have such a
bang-bang consumption.
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Contract A with a constant strike price K = 100

oag =5 og=0.5 r=0.05 Gmin = 0 Gmax = 1
MB, =273 ACQ, =365 n=1 F5(0,t) =100, for 0 <t < L
Contract B with indexation
ar =15 or=0.2 p=05 FI(0,t) =100, for 0 <t < L

Table 1: Parameters set for Contract A and Contract B.

5. Numerical analysis

5.1. Comparison with the constant strike GSA

In this subsection, we provide two contracts, one with a constant strike price and one
with indexation. These contracts last one year with daily exercise opportunities. That is,
L =1 and J = 365. We show the features of the daily decision surface and the difference
between these two contracts. The parameter inputs of those two contracts are shown in
Table 1.

Contract A is a normal one-year contract with daily exercise opportunities and an at-
the-money constant strike, K = 100. Since we focus on the strike price, we use a flat gas
price forward curve to minimize the effect of the gas price. Since we have assumed a bang-
bang consumption, without losing generality, we let the daily take constraints be gy, = 0
and gmax = 1. Contract B uses the same parameter inputs as Contract A, except for the
constant strike K. Since the index is driven by (4), we have those inputs in Table 1. For
the index process, we choose a relatively large mean-reverting speed and small volatility
since the index is determined by the weighted average prices of some other energy products
in order to reduce uncertainty. Also, to offer a relatively fair comparison, we let the index
forward curve be F1(0,t) = K = 100, for 0 <t < L.

Decision surfaces. We define the exercise threshold as the gas price equal to or above which
the buyer would be better off taking the daily maximum ¢,.x. A low exercise threshold means
that the buyer is willing to buy gas under the contract, while a high exercise threshold means
the buyer is reluctant to purchase gas. For the buyers, the most important thing is to make
the optimal daily exercise decision at the beginning of each gas day, based on the current
gas price and the index price. In Figure 2 we present some decision surfaces for Contract B.
Note that the buyer and supplier can specify an existing volume of gas which has been taken
before entering a GSA contract. That is why the “Day 1”7 surface also provides decisions for
the period-to-date greater than zero. As we can observe in Figure 2, Contract B captures
almost all the key features of the decision surfaces of a typical GSA with a constant strike
(for the analysis of decision surfaces of constant strike GSAs, we refer interested readers to
[6]). In these plots, the exercise threshold is below the index price when the period to date
is low, which would cause an immediate loss. This is due to the minimum bill condition.
If the buyers try to avoid any loss at this point then they would have to face more losses
in order to meet the minimum bill, or even face penalties, in the future. In addition, as is
shown in the “Day 1207, “Day 240" and “Day 365” plots, as the time approaches the year
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Figure 3: Comparison of decision surfaces between Contract A and Contract B

end, there will be a quantity of the period to date below which the exercise threshold is the
minimum gas price obtained from the tree, regardless of the index price. This is due to the
need to meet the minimum bill or reduce the possible penalty. We call this quantity the
minimum bill constrained quantity.

Next, we present the difference in decision surfaces between Contract A and Contract
B. As we can see in Figure 3, the exercise threshold of Contract A (the yellow line) is above
the decision surface of Contract B when the period to date is high and beneath the surface
when the period to date is low. This means that, as long as the period to date exceeds the
minimum bill constrained quantity, the Contract B holder would purchase more gas when
the period to date is high and purchase less gas when the period to date is low. With a high
period to date, the possibility of failing to meet the minimum bill, or facing a penalty, is
low. In this scenario, the holder of Contract B buys more gas, indicating that the indexation
increases the uncertainty of future cashflow. In contrast, with a small period to date, the
possibility of failing to meet the minimum bill, or facing a penalty, is high. In this scenario,
exercising less gas indicates that the holder of Contract B benefits from the indexation.

Contract values. The left-hand plot in Figure 4 shows the value surface at day 0 of Contract
B. The right-hand one is obtained by using the value of Contract B minus the value of
Contract A at day 0. As we can see, the value of Contract A dominates the value of
Contract B at each point, which means that the GSA contract holder may not benefit from
the indexation. Furthermore, it can be seen that the difference between the values of the
two contracts first becomes larger as the period to date increases. This is because, with
an initially small period to date, the possible need to meet the minimum bill reduces as
the period to date increases. The difference then becomes smaller as the period to date
increases. This is due to the fact that the exercise strategies of both contracts become less
flexible as the number of possible exercise opportunities decreases. Less flexibility means
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Figure 4: The left plot shows the value surface of Contract B. The right plot shows the difference of values
between Contract A and Contract B.

more similarity, that is, the exercise strategies of both contracts converge to each other as
the period to date increases.

5.2. The effect of the make-up and carry-forward banks

In GSA contracts, make-up and carry-forward banks offer buyers the opportunity to
reduce the potential risk. These rights are constrained, however, by the make-up and carry-
forward recovery limits. In this subsection, we investigate the effects of these limits. All
contracts appearing in this subsection share the parameters of Contract B in Table 1. Since
the make-up and carry-forward banks appear in multi-year contracts, we let L = 3, J = 365.
In addition, we have the same minimum bill, carry-forward base and annual contract quantity
in all three years: M B; =273, C'B; = 292 and ACQ; = 365 for i = 1,2, 3.

The effect of the make-up recovery limit. In order to minimize the effect of the carry-forward
bank, we let CRL; = 0,7 = 1,2,3. That is, there is no carry-forward clause in the contract.
Figure 5 shows the difference between Contract M with M RL; = 36 and Contract M™
with MRL; = 73,7 =1,2,3. In (a) and (b), we can see that the value difference increases
rapidly if the period to date is less than 51 (i.e. @y 4, < 51). This coincides with our
expectations. Intuitively speaking, at the beginning of day 180, once @y, .5, < 87, the buyer
cannot meet the minimum bill even if he/she takes the maximum daily gas every day for
the rest of the current year (Qy, 5, + 1 + (365 — 180) < 273). It is at this point that the
make-up bank starts to work; in other words, the shortfall is added to the make-up bank.
Once @y, 15, < 87 — 36 = 51, however, the quantity of gas in the make-up bank of Contract
M35 will reach the make-up recovery limit, even if the buyer takes the maximum daily gas
every day for the rest of the current year. That is, the holder of Contract M3 faces penalties
at the year end due to the shortfall, and the extra gas cannot be added to the make-up bank
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and cannot be refunded in the future. At the same time, the shortfall is still being added
to the make-up bank of Contract M, and can be used in future years. The difference then
becomes stable when the period to date is less than 14 (Q, 4, < 51 — (73 — 36) = 14). At
this stage, the gas in the make-up bank of Contract M also reaches its recovery limit.

In addition, as we can see in (b) that when the period to date is larger than 51, the
difference increases faster in a lower gas price regime than in a higher gas price regime, since
the period to date decreases. This means that when the gas price is low, the buyer with more
make-up rights has the opportunity to gain more profit by taking less gas in the current
year and getting a refund in future years. As we can see in the decision surfaces (Figure
5(c)), however, the exercise threshold of Contract M is still low, and the buyer with more
make-up rights only takes less gas when the period to date is very small. This means that,
even with more make-up rights, paying a penalty at year end is still a risky action.

The effect of the carry-forward recovery limit. In order to minimize the effect of the make-up
bank, we let MRL; = 0 i = 1,2,3. That is, there is no make-up clause in the contract.
Figure 6 shows the difference between Contract C* with CRL; = 54 and Contract C3¢ with
CRL; = 36,1 = 1,2,3. In (a) and (b), we can see that the difference starts to increase
when the period to date is larger than 106 (@, ,, > 106) in the high gas price regime. This
is because the buyer can meet the carry-forward base if he/she takes the maximum daily
gas every day for the rest of the current year (@ , + 1 + (365 —180) > 292). At this
stage, both holders of Contract C* and C? could have carry-forward gas at the year end,
but the difference starts to increase. This indicates that the buyer with more carry-forward
rights has the chance to buy more gas when the period to date is relatively low. Once the
period to date is larger than 142 (Qy, ,, > 106 + 36 = 142), the difference starts to increase
rapidly in the high gas price regime. This is because, once Qy, 5, > 142, the quantity of
gas in the carry-forward bank of Contract C3 will reach its carry-forward recovery limit if
the buyer takes the maximum daily gas every day for the rest of the current year. That is,
the extra gas cannot be added to the carry-forward bank of Contract C3¢ and cannot be
used to reduce the minimum bill in future years. At the same time, the extra gas is added
to the carry-forward bank of Contract C*, and can be used in future years. The difference
then becomes stable when the period to date is larger than 346. At this stage, for both
contracts, the gas in the carry-forward bank has already reached the respective recovery
limits, regardless of future purchases.

In addition, as we can see in (b), when the carry-forward bank comes into play, the
difference is less sensitive with respect to the period to date in the low gas price regime than
in the high gas price regime. This is because, with a lower gas price, the possibility of low gas
prices in the future is high, and thus the buyer may not buy enough gas to meet the carry-
forward base. As we can see in Figure 6(c), which shows the decision surfaces for these two
contracts, the buyer with more carry-forward rights even takes more gas when the contract
is out of the money (i.e. when the exercise threshold is smaller than its corresponding index
price). This means that, the possible penalty has a big influence on the daily decisions. The
buyer intends to do whatever they can to avoid possible penalties. Also, compared with
Figure 5, it seems that the effect of the carry-forward recovery limit is much less significant
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ag=2 o09=0.5 ar =3 or =04 r=005 p=0.5
Qminzo Qmale MB = 39 08242 ACQ:52 ’)7:1

Table 2: Parameter values.

than the effect of the make-up recovery limit. This is because the adding of make-up gas
would mean an immediate penalty at the current year end, and in future years, the buyer
will try to make full use of the make-up gas in order to get refunds. Adding gas to the carry-
forward bank, however, usually comes without a loss in the current year, and the buyer may
not make full use of the carry-forward gas in the future.

5.3. The effect of various parameters

In this subsection, we provide a detailed analysis of how various parameters affect the
contract values.

Parameter settings. We choose a three-year GSA contract with weekly exercise opportuni-
ties. That is L = 3, J = 52. When the parameters are not variable, we use those values in
Table 2. By the nature of make-up and carry-forward banks, for such a three-year example,
the make-up bank will play a large role if the contract is out-of-the-money in the first year
and at-the-money or in-the-money in the future years. Similarly, the carry-forward bank
would contribute more if the contract is in-the-money in the first year and at-the-money
or out-of-the-money in the future years. Thus one cannot have a fair analysis without tak-
ing the forward curves into consideration, since the forward curves can control the price
movement in some sense. Although we can adjust either the gas forward curve or the in-
dex forward curve, since the index is obtained by the average of other energy substitutes,
and is therefore more stable than the gas price, we choose the gas forward curve so as to
model a changeable situation. We use a flat index forward curve, that is F'7 (0,t) = 100, for
0 <t < L. Let the gas forward curve be given as follows:

100+d, 0<t<1, Year 1,
F9(0,t) = { 100, 1 <t<2, Year 2,
100 —d, 2 <t <3, Year 3,

where d € (—100,100) is a constant. We call d the decoupling level. When d < 0, then
the contract is likely to be out-of-the money in the first year, at-the-money in the second
year and in-the-money in the third year. In this situation, we say the gas forward curve is
negatively decoupled. Curve I and Tree I in Figure 1 present an example of a negatively
decoupled gas forward curve and its corresponding trinomial tree. When d = 0, then the
contract is likely to be at-the-money in all three years. In this situation, we say that the gas
forward curve is not decoupled. Curve II and Tree II in Figure 1 present an example of a
gas forward curve that is not decoupled, along with its corresponding trinomial tree. When
d > 0, then the contract is likely to be in-the-money in the first year, at-the-money in the
second year and out-of-the-money in the third year. In this situation, we say that the gas
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Figure 7: The contract value w.r.t. =

forward curve is positively decoupled. Curve IIT and Tree III in Figure 1 present an example
of a positively decoupled gas forward curve, along with its corresponding trinomial tree.

The risk-free rate. By the nature of the make-up bank, the addition of make-up gas in
some years comes with penalties at the year end. The make-up gas is refunded in future
years, which means that there is a time gap between the penalty and the refund. Thus
the benefit of the make-up bank is affected by the risk-free rate. Intuitively speaking, the
higher the risk-free rate is, the less contribution the make-up bank makes. Recall that the
make-up and carry-forward rights are measured by the make-up and carry-forward recovery
limits. The larger these limits are, the more make-up and carry-forward rights the holder
has. Furthermore, a contract that has larger make-up and carry-forward recovery limits
should also have a larger contract value. Figure 7(a) evidences our intuitions. The benefit
of the greater make-up rights peaks when the risk-free rate is 0, and reduces as the risk-free
rate increases. For the carry-forward bank, although there is no penalty when the holder
gains carry-forward gas, this gas carried forward could be used to reduce the minimum
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bill in the future years, and when the carry-forward gas is withdrawn, the possible loss is
reduced. There is also a time gap between the addition and withdrawal of carry-forward
gas. Thus, the benefit of the carry-forward bank should also be reduced by a higher risk-free
rate. Figure 7(b) shows these intuitions. As we can see, the benefit of more carry-forward
becomes less significant when the risk-free rate increases. Also, compared with the positively
decoupled gas forward curve (d = 10), these phenomena are less significant when the forward
curve is not decoupled (d = 0). This is because the holder may have fewer opportunities to
withdraw carry-forward gas with d = 0. As we can see in Figure 7(c), the benefits of both
make-up and carry-forward banks are reduced by a higher risk-free rate. In addition, when
the forward curve is highly positively decoupled (d = 20), the contract value increases as the
risk-free rate increases. This is due to the fact that the contract is highly in-the-money in the
first year and highly out-of-the-money in the third year. A higher risk-free rate, therefore,
amplifies the benefit of the in-the-money period.
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The penalty coefficient. To minimize the time value of money, we let the risk-free rate be
r = 0. The adding of make-up gas in some years comes with penalties at the year end,
which means the penalty coefficient should have a significant effect on the make-up clause. A
smaller penalty coefficient leads to smaller possible penalties, and thus to buyers potentially
accruing more benefit from their make-up rights. Intuitively speaking, the greatest potential
benefit arising from make-up rights is probably when 7 equals zero, since at that level buyers
can store make-up gas without paying penalties. As we can see in plot Figure 8(a), however,
the benefit arising from having more make-up rights is at its greatest when the penalty
coefficient is around 0.3. Furthermore, as we can see in Figure 8(b) and (c), the penalty
coeflicient also affects the carry-forward bank. When n = 0, the contract values are the
same regardless of how many carry-forward rights the holder has (Figure 8(c)). This is
because the carry-forward bank loses its function when 77 = 0; there is no need to reduce the
minimum bill by using the carry-forward gas if there is no penalty. The gap between these
lines becomes stable when the penalty coefficient is larger. This is because, at this point, the
penalty is large enough to maximize the carry-forward bank’s functionality. It also suggests
that, without a make-up bank, when 7 is large enough, the buyer will do whatever they can
to avoid possible penalties.

The make-up and carry-forward recovery limits. Figure 9(a) shows that the contract value
increases as the make-up recovery limit increases. It also evidences that the increasing speed
is faster with a negatively decoupled forward curve than a positively decoupled curve, or
a curve that is not decoupled. Figure 9(b) shows that the contract value increases as the
carry-forward recovery limit increases. It also shows that the increasing speed is faster with
a positively decoupled forward curve.

The decoupling level. As can be seen in the previous figures, with make-up and carry-forward
clauses, the decoupling level has a huge impact on the contract. Figure 10(a) and (b) shows
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that the benefit of more make-up rights increases as the decoupling level d decreases, while
the benefit of more carry-forward increases as the decoupling level increases. The more the
forward curve is negatively decoupled, the more make-up gas the holder can store in the first
year and withdraw in the third year when the contract is highly in-the-money. When the
forward curve is highly positively decoupled, meanwhile, the holder can buy more gas and
gain more carry-forward gas, since when the contract is highly out-of-the-money in the third
year, the holder will have more carry-forward gas to use to reduce the minimum bill. Figure
10(c) also evidences that, when the forward curves are not decoupled, the carry-forward
bank contributes more to the contract value than the make-up bank.

The correlation. The effect of the correlation p is presented in Figure 11. It can be observed
that the contract value decreases when the correlation increases. This means that the buyer
can benefit more when the gas price and the index are negatively correlated. Figure 11(b)
and (c) also show that a positive correlation weakens the function of both the make-up and
carry-forward banks.
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The wvolatility. In respect to the effect of for the volatility of both the gas price and the
index, Figure 12 shows that the contract value decreases as the volatility increases in a lower
volatility regime, but then increases in a higher volatility regime. In addition, the contract
value peaks at the largest value of the volatility. This is because the buyer could implement
a more flexible trading strategy when the gas price or the index price is fluctuating more.
Figure 12(a) also shows that, when the forward curve is less decoupled (the absolute value
of d is small) the holder with more make-up and carry-forward rights would benefit more
from higher gas price volatility, while Figure 12(c) shows that one would not appreciate this
feature when it comes to the volatility of the index. As we can see in Figure 12(b), when
the forward curve is highly decoupled (the absolute value of d is large), the holder with
more make-up and carry-forward rights would not gain any significant benefit from higher
volatility. This is because the highly decoupled curve has already made sure the make-up
or carry-forward bank works to its full capacity.
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The mean-reverting speed. Figure 13 shows that the contract value is decreasing in ag and
increasing in «y. This also shows that the speed of reversion to the mean for both gas price
and index does not have a significant impact on the benefit of having more make-up and
carry-forward rights.

5.4. How the indexation affects the decisions

In this section, we show how the indexation affects the decisions on weekly exercise,
carry-forward bank and make-up bank, and also the influences on the volume taken. We use
a six-year GSA contract with weekly exercise opportunities (L = 6, J = 52) as an example.
The forward curves for both gas price and index are given in Figure 14. Using the parameters
in Table 2, we let MRL; = 10 and CRL; = 10 for i = 1,...,6. We simulate a path of gas
spot prices and two paths of index at the same time. Then we make decisions based on
the optimal decision surface we calculated by using the dynamic programming technique in
Section 4. Figures 15 and 16 demonstrate how decisions change when the realizations of the
index are different.
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In the first year of the example the gas forward curve is above the index forward curve
(i.e. in-the-money). Assuming that the spot price and the index both follow their forward
curves (we call this the intrinsic strategy), the optimal strategy would then be to take the
maximum possible (@7, = 52) and create ten units of carry-forward (Cy = 52 —42 = 10). In
Figure 15, however, the simulated take is 50 (@7, = 50), which creates eight units of carry-
forward gas (Cy = Qp, — 42 = 8). While in Figure 16, the simulated take is 36 (Q7, = 36),
which creates three units of make-up gas (My = 39 — Qp, = 3).

In the second year, the gas forward curve is below the index curve (i.e. out-of-the-money)
and so the optimal intrinsic strategy would be to use all the carry-forward gas (c; = 10) so
as to reduce the minimum bill to 29 (39 — ¢y = 29) and then take 19 (Q7, = 19) to create a
make-up bank of ten units (M; = 39 — ¢y —Qp, = 10, the maximum that can be recovered in
the coming year). In Figure 15, the simulated strategy uses all the carry-forward gas (c; = 8)
to reduce the minimum bill to 31 (39—c, = 31 ) and taking 30 (Q7, = 30), which also creates
a make-up bank of one unit (M3 = 31 — Q7, = 1). In the case of Figure 16, the simulated
take is 32 (Qr, = 32), increasing the make-up bank to ten units (M; = My +(39—32) = 10).

The third year is also out-of-the-money, so the intrinsic strategy is to take the minimum
bill plus the amount of gas in the make-up bank (mgz = 10) that will be refunded, giving
a take of 49 (Qp, = M B + m3 = 49). In Figure 15, the simulated strategy is to take 42
(Qr, = 42) and use one unit of make-up gas (m3 = 1), which makes the make-up bank
next year to be 0 (My = M3y — mg = 0). The simulated take in Figure 16 is Q7, = 50 but
we only use five units of gas (ms = 5) in the make-up bank, thus reducing the make-up
bank to 5 (My = Ms — m3 = 5). We also create six units of carry-forward gas (Cy =
Qr, — max {39 4+ mg, 42} = 6).

In the fourth year the contract is in-the-money, so the optimal intrinsic strategy is to take
the maximum quantity of gas (Qr, = 52) and create another ten units of carry-forward (C5 =
10). The simulated strategy in Figure 15 is to take 52 (Qr, = 52), which also creates ten
units of carry-forward gas (Qr, —42 = 10). The simulated strategy in Figure 16 is also to take
51 (Qr, = 51) and use all the make-up gas (my = My = 5), and thus create a carry-forward
bank of ten units for the next year (C5 = max{Cy+ Qr, —max {39 + my,42} ,CRLs} = 10).

In the fifth year the contract is out-of-the-money, so the intrinsic strategy would be
the same as that seen in year two. The simulated strategy in Figure 15 is to use all the
carry-forward gas (¢; = 10) to reduce the minimum bill to 39-10=29 and take 20 units of
gas (Qr, = 20) which makes the make-up bank for the next year to be nine units (Mg =
29 — Q7. = 9). The simulated strategy in Figure 16, meanwhile, is to use ten units of the
carry-forward gas (c; = 10) to reduce the minimum bill to 39-10=29 and take 19 units of gas
(Qr; = 19), which makes the make-up bank next year to be ten units (Mg = 29— Qp, = 10).

In the final year the contract is in-the-money, so the intrinsic strategy would be to take
the maximum possible, with ten units being taken from the make-up bank. The simulated
strategy in Figure 15 is to take 52 (Q7, = 52) and use all the make-up gas, which leaves no
gas left in either the make-up or carry-forward banks. The simulated strategy in Figure 16
is to take 50 (Q7, = 50), which also leaves no gas in either the make-up or carry-forward

banks.
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6. Conclusion

In this paper, we have proposed a two-dimensional trinomial tree framework for pricing
multiple year GSAs with make-up, carry-forward and indexation, given knowledge of forward
price dynamics of both gas and index. GSAs are complicated to evaluate both because the
buyers can exercise their rights in a daily manner while making decisions on the make-up
bank and carry-forward bank on a yearly basis, and because the strike prices are able to
move stochastically. Hence, in the evaluation, we need to keep track of multiple variables
on a daily basis over a number of years. These complexities require efficient numerical
procedures to value these contracts, and herein lies the main contribution of this paper.

With the help of a two-dimensional trinomial tree, we are able efficiently to evaluate the
prices of the contracts so as to find both the optimal daily decisions and the optimal yearly
use of both the make-up bank and carry-forward bank. We also demonstrate various features
of this complex contract with the help of a number of numerical studies. For example, a
buyer with more make-up rights only intends to take less gas when the period to date is very
small; whereas a buyer with more carry-forward rights intends to take more gas even when
the contract is out-of-the-money. A high interest rate weakens the functionality of both the
make-up and carry-forward banks, while a large penalty coefficient increases the value of
the carry-forward bank and decreases the value of the make-up bank. The values of both
make-up and carry-forward banks are most affected by the decoupling level; and when the
forward curves are not decoupled, the carry-forward bank contributes more to the contract
value than the make-up bank.

It should be noted that the definition and properties of the index have been simplified in
this paper. The index in the current month in a real contract is determined by the weighted
average of some other energy prices in the previous month, which links the valuation to the
moving average problem. These non-Markovian and non-continuous properties make the
evaluation of such a real contract much harder than the scenario envisaged in the current
paper, but we leave this problem to future research.

Appendix A. The Markov Property

We proceed to get the spot and log prices in analogy with [10]. Given (1), we have the
following solution:

1 t t
FS(t,T) = F5(0,T) exp {—502/ e 205wy 4 US/ eaS(T“)dBS(u)} .
0 0

Then the spot price is obtained by setting 7' = ¢:

1, [ t
S(t) = F5(0,t) exp [—503 / e~ 2ty 4 gg / e_“S(t_“)dBS(u)} (A1)
0 0

It follows by differentiating S(¢):

In F¥ K t
dS(t) _ 0ln (07t> +a50§/ 6—2as(t—u)du . QSOS/ eas(t—u)dBS(u) dt+UsdBS(t)
S(t) ot 0 0
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By (A.1), we have
1 t t
InS(t) =In F¥(0,t) — 50@/ e 2as(t=uw gy 4 05/ etV dBS (),
0 0
which gives
t 1 t
ozscrs/ eI dBS (1) = ag {ln S(t) —In F(0,t) + 502/ e‘ZaS(t_“)du] .
0 0

By the fact of
t 1— 67204515
/ 6—2as(t—u)du — ’
0

2&5
we have
dS(t) Oln F5(0,t) o%(1 — e 2ast) p
= In F(0,t) —In S(t dt dB~(t).
s = | a0 - msio) + S0 +osdB()
After applying Ito’s formula with X (¢) = In S(t), we get
dX (t) = ¢°(t, X (t))dt + o5d B (1), (A.2)
where
_ 0InF?(0,1) o 1,

s
t
#(t,0) = BT
Through similar calculations, with Y(¢) = In I(t), for (2) we have

+asnFS(0,1) — ) + (1 s - ~o2,

dY (t) = ¢! (t, Y (1))dt + ordB* (1),

where , )
() = 2 OD | P00 — )+ (1 — ety — Lo2.
ot 4 2
To check the Markov property of the two-dimensional process (X,Y'), we rewirte X and Y.
The Brownian motions B® and B’ can be expressed in terms of two independent Brownian
motions B; and By, where B® = B; and B! = pB; + /1 — p>B;. Then (X,Y) can be

written as follows:

dt

() = )

where
e <¢S(t,X(t)) os 0 )
PEN LY () o o /T=p?)
Being each entry of matrix Asy3 a Lipschitz function and (¢, By (t), Bs(t)) a set of independent
Levy processes, one can apply Theorem 32 of Chapter V in [23] to confirm the Markov
property of (X,Y).
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Appendix B. The Bang-bang Consumption

We proceed with the proof in analogy with [4]. Let q* = {q;,, } be an optimal strategy
and q = {q,,} be any admissible strategy, i = 1,2,...,L and k = 1,2,...,J. That is
Gt € [@min; Gmax) for all 4, k. For any e € [0,1], we define another admissible strategy
qa = {q,,}

e _ {q;h + €<qti,h - qzh> k=nh
R U k#h’
where h can be any day in year 7. The year ¢ value function with respect to q° is given by

V(ig) =E

L o/ J
Z <Z e "kgy (Sig — Lig) + e - Ly Pi(QF,, M, Cf))

i=1 k=1

Since q* is the optimal strategy, it follows that V' (q) — V(q*) < 0. Given € € [0, 1], we have

aV(q-)
_n< 0.
Oe =0 0
That is
oV (a) 'y —lim Vig) - Via)
Oe e—0 €

L
=K {(gtzh - qzh) [e_rti’h(si,h - Il}h) + Z e Id,J ’ ,P:i(Q;“d? MZZ? CZE)
d=

1

}

L

+E (Z efrtd,] . [d,J . PC/l(Q}d’ M;, C:;)) ‘ [i7h7 Q;h, Mi*7 C:) :| }
d=i

<0.

The above inequality holds true for all admissible strategies q. Now, for any fixed decision
q € [Qmina Qmax]a let
Gt =, + (= a;,, )15 ,>01k=n,

where

Aiw =(q = qz,,) |:€_rti’h<5i,h —Iip)

L
+E <Z e_rtd“] : Id,J ' P(;(Q;“da M;jka C:jk)) | Ii,ha Q;f:’ha Mi*a C:) :| }

d=i
It follows that
E(1,, ,>0Min) <0,
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which gives

(¢—a,) |:€rti’h<5i,h —Iip)

L

+E (D e Iy Py(Qy, My, C)) | Tin, Q5 M CF ”go.

d=i

Since the above inequality holds for any ¢ € [¢min, ¢max], then we complete the proof.
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