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Professional Certificate in Energy Trading and Risk Management

Energy Markets Overview

Energy Markets Overview: Key Terms and Vocabulary

Energy markets are crucial to the global economy, as they enable the trade of energy commodities such as
oil, natural gas, coal, and electricity. In the Professional Certificate in Energy Trading and Risk Management,
a solid understanding of key terms and vocabulary is essential to grasp the complexity of energy markets
and their underlying mechanisms. This explanation will focus on defining and explaining key terms and
concepts related to energy markets, along with examples, practical applications, and challenges.

1. Commodities: Commodities are basic goods used in commerce that are interchangeable with other
goods of the same type. In energy markets, the most common commodities are oil, natural gas, coal, and
electricity.

Example: A oil trader in New York buys a cargo of crude oil from a seller in the Middle East.

2. Futures contracts: Futures contracts are legal agreements to buy or sell a commodity at a predetermined
price and quantity on a specific future date. They are used to hedge price risks and speculate on price
movements.

Example: A power generator in Texas enters into a futures contract to buy natural gas for delivery in six
months to secure a stable price.

3. Spot market: The spot market is a market where commodities are bought or sold for immediate delivery
and payment. It is also known as the cash market.

Example: A refiner in California purchases a cargo of crude oil for immediate delivery to process into
gasoline and diesel.

4. Swing options: Swing options are a type of option that allows the buyer to purchase or sell a specified
quantity of a commodity at a predetermined price over a specified period.

Example: A natural gas marketer in Germany buys a swing option to purchase a certain amount of gas over
a year to supply to customers.

5. Basis: Basis is the difference between the cash price and the futures price of a commodity. It represents
the cost of carrying the commodity from the delivery date of the futures contract to the settlement date.

Example: If the cash price of natural gas is $2.50 per MMBtu and the futures price is $2.70 per MMBtu, the
basis is -$0.20 per MMBtu.

6. Contango: Contango is a situation where the futures price of a commodity is higher than the spot price. It
reflects the cost of carrying the commodity, including storage and financing costs.
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Example: If the spot price of oil is $60 per barrel and the futures price for delivery in six months is $62 per
barrel, the market is in contango.

7. Backwardation: Backwardation is a situation where the futures price of a commodity is lower than the
spot price. It reflects the expectation of a supply shortage or increased demand in the future.

Example: If the spot price of oil is $60 per barrel and the futures price for delivery in six months is $58 per
barrel, the market is in backwardation.

8. Weather derivatives: Weather derivatives are financial instruments that allow traders to hedge against
weather-related risks, such as temperature, precipitation, and wind.

Example: A utility company in the Northeast US buys a weather derivative to hedge against a colder-than-
expected winter and the increased demand for heating.

9. Crack spread: Crack spread is the difference between the price of crude oil and the price of refined
products, such as gasoline and diesel. It is used to hedge the price risk of refining crude oil into refined
products.

Example: If the price of crude oil is $60 per barrel and the price of gasoline is $2 per gallon, the crack spread
is $18 per barrel, assuming a yield of 19.44 gallons per barrel.

10. Spark spread: Spark spread is the difference between the price of natural gas and the price of electricity.
It is used to hedge the price risk of generating electricity from natural gas.

Example: If the price of natural gas is $2.50 per MMBtu and the price of electricity is $50 per MWh, the spark
spread is $19.60 per MMBtu, assuming a heat rate of 7,000 Btu per kWh.

11. Locational Marginal Price (LMP): LMP is the market-clearing price for electricity at a specific location and
time. It reflects the cost of delivering electricity from the point of generation to the point of consumption.

Example: If the LMP at a substation in New York is $50 per MWh at 2 pm on a hot summer day, it reflects
the cost of generating and delivering electricity to that location.

12. Forward curve: The forward curve is a graph that shows the price of a commodity for delivery at
different points in time. It reflects the market's expectation of future price movements.

Example: If the forward curve for oil shows a price of $60 per barrel for delivery in six months and $65 per
barrel for delivery in one year, it reflects the market's expectation of higher prices in the future.

13. Volatility: Volatility is a measure of the degree of variation in the price of a commodity over time. It
reflects the uncertainty and risk associated with the commodity.

Example: If the price of oil fluctuates between $50 and $70 per barrel over a month, the volatility is high,
indicating a higher level of risk.

14. Hedging: Hedging is the practice of using financial instruments to reduce the risk of price fluctuations in
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a commodity. It is used to protect against adverse price movements and secure a stable price.

Example: A coal producer in Wyoming hedges its price risk by selling futures contracts for delivery in six
months, securing a stable price for its product.

15. Speculation: Speculation is the practice of buying or selling a commodity based on the expectation of
future price movements. It is used to profit from price fluctuations and increase market liquidity.

Example: A trader in London buys a futures contract for oil delivery in six months, expecting the price to
increase based on geopolitical developments.

In conclusion, energy markets are complex and dynamic, requiring a solid understanding of key terms and
vocabulary. This explanation has focused on defining and explaining key terms and concepts related to
energy markets, along with examples, practical applications, and challenges. Understanding these terms is
essential to grasping the complexity of energy markets and their underlying mechanisms, and to making
informed decisions in energy trading and risk management.
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