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Financial markets, especially the last few 
years, have been subject to extreme 
volatility, causing huge uncertainty for 
retail investors, businesses, and even 
ƓQDQFLDO�LQVWLWXWLRQV�

This volatility isn’t exclusive to the stock 
market however, as commodities have 
been very unstable, due in part to the 
pandemic and economic shutdown in 
PRVW� FRXQWULHV�� (QHUJ\� FRPPRGLWLHV�
are no exception, as oil, natural gas, 
DQG� RWKHUV� KDYH� ŴXFWXDWHG� ZLOGO\� WKH�
ODVW�FRXSOH�RI�\HDUV��

Introduction

Liquid petroleum gas (LPG), for example, is 
heavily linked to the oil and gas industry and 
KDV�EHHQ�VXEMHFW�WR�KLJK�YRODWLOLW\�DV�ZHOO��/3*�
is an important part of the energy market and 
ZLOO�EH�WKH�IRFXV�RI�WKLV�DUWLFOH�

In addition, among businesses that interact 
with commodities, including LPG, hedging is a 
key part of their strategy, which is why this 
DUWLFOH�ZLOO�DOVR�WRXFK�RQ�ZKR�FDQ�EHQHƓW�IURP�
hedging, how to hedge and some examples of 
hedging in the real world, all of them centered 
RQ�WKH�/3*�PDUNHW��



If you are part of the energy industry, you 
more than likely are familiar with LPG; for 
others however, this short section will 
provide information on this commodity and 
LWV�PDUNHW�

Liquid petroleum gas can refer to one of three 
gas types: propane, butane, or a combination 
of the two��/3*�LV�H[WUDFWHG�DORQJ�ZLWK�QDWXUDO�
gas during the process of drilling for either 
QDWXUDO�JDV�LWVHOI�RU�RLO�

There are enormous supply chains involved in 
the process of delivering LPG to the end 
XVHUV��)RU�H[DPSOH��DQ�LPSRUWDQW�SDUW�RI�WKLV�
process is cooling the gas to a very low 
temperature for it to reach a liquid state, 
ZKLFK�PDNHV�LW�PXFK�HDVLHU�WR�WUDQVSRUW��

What is 
LPG?



What Industries 
are Involved 
in the Propane 
Supply Chain?

LPG is mostly generated either when drilling for 
RLO��RU�ZKHQ�SURFHVVLQJ�WKDW�RLO�DW�UHƓQHULHV��VR�LW�
LV�GHHSO\�FRQQHFWHG�WR�WKH�RLO�DQG�JDV�LQGXVWU\�

As mentioned before, the gas is compressed to 
very cold temperatures, which is a complicated 
SURFHVV�UHTXLULQJ�VSHFLDOL]HG�IDFLOLWLHV�� �7KHVH�
facilities must be located close to terminals 
which can be accessed by huge LPG tankers to 
FDUU\�LW�DOO�RYHU�WKH�ZRUOG�

Once the product arrives, either from the ship 
or the pipeline, large trucks take the product 
and distribute it for both commercial and 
UHVLGHQWLDO� XVHV�� 7KH� JDVHV� DUH� EXUQHG� WR�
provide energy in various processes from 
propulsion of big ships and city buses to 
UHVLGHQWLDO�FRRNWRSV���



The most widely-used sources for prices of 
propane come from two contracts listed on the 
&KLFDJR�0HUFDQWLOH�([FKDQJH��&0(��Ŋ�WKH�0RQW�
Belvieu LDH Propane Futures and the Conway 
3URSDQH�)XWXUHV���:HōOO�JHW�PRUH�LQWR�WKHVH�ODWHU�

In addition, there are a few other variables that 
can heavily affect propane prices; here we show 
a handful of them 

What Factors 
Affect the Price 
of Propane?

• Weather: Of any catalyst in the market, 
weather can create the most volatility in 
SULFH� DV� LW� FDQ� EH� YHU\� XQSUHGLFWDEOH���
Stocks of propane are based on forward 
projections of weather patterns in a 
SDUWLFXODU�UHJLRQ���,I�WKRVH�SDWWHUQV�SURYH�WR�
be wildly different from the actual weather 
events, it can cause huge swings in the 
SULFHV�RI�SURSDQH�

• Location of Storage: As we’ve discussed, 
there are two major hubs, one located at 
&RQZD\��.6�DQG�WKH�RWKHU�DW�0W��%HOYLHX��7;�
LQ� WKH� 86�� � 7KH� GLVWDQFH� IURP� WKHVH� WZR�
locations can add to the cost of 
transporting propane to the end user, 
ZKLFK�DIIHFWV�WKH�SULFH�



• Cyclical Demand: Propane prices tend 
to follow typical cycles of agricultural 
UHTXLUHPHQWV�DQG�UHVLGHQWLDO�UHTXLUHPHQWV���
While propane can be used for heating in 
UHVLGHQWLDO�DUHDV��LW�LV�DOVR�XVHG�WR�GU\�FRUQ���
Since corn is one of the largest agricultural 
exports from the US, there can be huge 
GHPDQG�VSLNHV�DURXQG�FRUQ�KDUYHVW�WLPHV�

• Production: As we’ve mentioned, 
propane is taken from the processing and 
UHƓQLQJ�RI� FUXGH�RLO� DQG�QDWXUDO�JDV� Ŋ� LW� LV�
not extracted or mined like other major 
FRPPRGLWLHV�� � %HFDXVH� RI� WKLV�� WKH�
production depends on high demand for 
WKH�PDLQ�VRXUFHV�Ŋ�FUXGH�RLO�DQG�QDWXUDO�JDV��
Less production of these two commodities 
FDQ�OHDG�WR�KLJKHU�SULFHV�IRU�SURSDQH�



Who Needs to 
Hedge Propane? Alternatively, businesses that rely on propane 

for their revenues in one way or another would 
FHUWDLQO\� EHQHƓW� IURP� XQGHUVWDQGLQJ� KRZ� WR�
KHGJH�

On the other hand, ƓQDQFLDO� LQVWUXPHQWV�XVHG�
for hedging (which we’ll get into in later slides) 
can alternatively be used for means of 
JHQHUDWLQJ�SURƓW�� ,QGLYLGXDOV�DQG�FRUSRUDWLRQV�
with this point of view are called speculators or 
investors, and, although it may look similar, 
speculation and hedging have two very different 
PRWLYHV��/DWHU�RQ��ZHōOO�VHH�H[DPSOHV�RI�ERWK��

Businesses who may be affected, either directly 
or indirectly, by volatility in propane prices, can 
EHQHƓW�IURP�LPSOHPHQWLQJ�D�KHGJLQJ�VWUDWHJ\����

“Businesses” is a broad term because this also 
includes farmers who might hedge propane 
SRVLWLRQV� WR� ORFN� LQ�SULFHV�� �7KLV�VSHFLƓF�KHGJH�
can affect the prices of corn, another major 
FRPPRGLW\�WUDGHG�RQ�WKH�&0(���



Mont Belvieu

Conway

How to Hedge 
Propane?

7KHUH� DUH� WKUHH� PDMRU� ƓQDQFLDO� LQVWUXPHQWV� WKDW�
can be used to hedge propane: Futures, Options, 
and Swaps�

Propane futures have been mentioned already as 
EHLQJ�OLVWHG�RQ�WKH�&0(���(YHQ�WKRXJK�WKH�VSHFV�IRU�
the futures contracts are the same for both Mont 
Belvieu and Conway, the Mont Belvieu contract has 
far more volume than Conway���&RPSDQLHV�RU�UHWDLO�
investors should take that into consideration unless 
there are contract requirements (with a supplier for 
H[DPSOH��WR�XVH�RQH�RYHU�WKH�RWKHU�
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A single contract in both represents 42,000 US 
gallons of propane, trading in increments of 
���������ZLWK� HDFK� FKDQJH� LQ� WLFNV� YDOXHG� DW�
��������7R�KHGJH��WKH�LQYHVWRU�ZLOO�W\SLFDOO\�EX\�
or sell futures contracts up to a percentage of 
their consumption needs or all or their 
FRQVXPSWLRQ�QHHGV�

As the value of the propane increases, a 
consumer of propane, for example, would see 
DQ�LQFUHDVH�LQ�EXVLQHVV�H[SHQVHV���+RZHYHU��LI�
properly hedged with long futures contracts, 
the value of the futures position would offset 
the business expenses and continue to do so 
DV�WKH�SULFH�LQFUHDVHG�



Alternatively, if the price of propane falls, the 
business expenses would also fall, but the 
IXWXUHV�SRVLWLRQ�ZRXOG�VHH�D�ORVV���7KH�SRLQW�RI�
this exercise is to show that hedging should be 
used to mitigate your risk exposure, not as a 
JDPEOH�RU�D�ZD\�RI�SXOOLQJ�SURƓWV�

Another instrument that can be used to hedge 
are options, which are available for either 
&RQZD\� RU� 0RQW� %HOYLHX��Options can provide 
JUHDWHU�ŴH[LELOLW\, especially if prices go against 
\RXU�SRVLWLRQ��EXW�FRPH�DW�WKH�FRVW�RI�D�SUHPLXP��
The higher the volatility, the higher the cost of 
WKDW�SUHPLXP��

Both futures and options in these contracts are 
ƓQDQFLDOO\�VHWWOHG��ZKLFK�PHDQV�\RX�ZRQōW�KDYH�WR�
worry about physical delivery of the commodity if 
\RX�GR�QRW�JHW�ULG�RI�\RXU�ƓQDQFLDO�FRQWUDFW�EHIRUH�
H[SLUDWLRQ��



7KH� ƓQDO� PHWKRG� LV� D� swap�� � 7KLV� LV� WKH� PRVW�
popular method that larger companies use for 
hedging as it virtually guarantees the price of a 
FRPPRGLW\��$OWKRXJK�VLPLODU�WR�IXWXUHV��swaps 
are instruments executed over the counter 
�27&��� ZKLFK� WHQG� WR� KDYH� DFFHVV� WR� ŴH[LEOH�
volumes, alternative expiration dates and a 
JUHDWHU�YDULHW\�RI�KHGJLQJ�VWUDWHJLHV��

OTC transactions require special contracts and 
VSHFLƓF�ƓQDQFLDO�LQVWLWXWLRQV�WR�H[HFXWH��DV�WKH\�
are not carried out through a regulated 
ƓQDQFLDO� PDUNHW�� 7KLV�� KRZHYHU�� LV�
compensated by the fact that OTC transactions 
DUH�ZD\�PRUH�ŴH[LEOH�WKDQ�IXWXUHV�WUDQVDFWLRQV�
DQG�DUHQōW�VXEMHFW�WR�FRQWUDFW�VWDQGDUGL]DWLRQ��

7KHVH�WKUHH�ƓQDQFLDO�LQVWUXPHQWV�PHQWLRQHG�LQ�
the previous paragraphs are the most utilized 
VWUDWHJLHV� WR� ERWK� KHGJH� D� VSHFLƓF� ULVN� DQG�
SODFH�D�VSHFXODWLRQ�WUDGH��

While a business can manage its own risks, 
there are companies that specialize in 
providing consulting on how to properly 
hedge as well as managing hedged positions 
for you.

https://www.inhedge-hedging.com/


Example:
Commercial 
Hedging
If you are hedging for your company, a 
consumer of propane, you may want to 
FRQVLGHU�EX\LQJ�FDOO�RSWLRQV���/HWōV�VHH�KRZ�
WKLV�ZRUNV�

As a consumer, propane represents a 
business expense, so you will want call 
options which increase in value as the price 
RI�SURSDQH�LQFUHDVHV�

For the sake of simplicity, let’s say your 
business requires 420,000 gallons of propane 
IRU� WKH� PRQWK� RI� $XJXVW� ������ � 7KLV� ZRXOG�
UHSUHVHQW� ��� RSWLRQ� FRQWUDFWV� RI� WKH� 0RQW�
Belvieu propane (42,000 gallons each), and 
WKH�FXUUHQW�SULFH�LV������������7KLV�PHDQV�WKH�
business cost at the current price is 
�����������IRU�WKH�PRQWK�RI�$XJXVW�

You would buy calls in August at perhaps the 
������ VWULNH� SULFH� �DV� FORVH� WR� WKH� IRUZDUG�
price in August as possible) at a premium cost 
IRU� WKH� FRQWUDFWV� RI� ������ SHU� JDOORQ�� � 7KLV�
UHVXOWV� LQ� D� ����� KHGJH� RI� \RXU� ��������
JDOORQV�RI�SURSDQH�DW�D�SUHPLXP�RI��������IRU�
WKH����FRQWUDFWV�

,I�WKH�SULFH�RI�SURSDQH�JRHV�XS�WR�������SHU�
gallon, then your business expenses have 
LQFUHDVHG�WR�����������D�JDLQ�RI��������������
However, your options would show a gain of 
������SHU�JDOORQ�DW�H[SLUDWLRQ��ZKLFK�LV�D�JDLQ�
RI����������EHIRUH�VXEWUDFWLQJ�WKH�SUHPLXP��

As we have mentioned before, unlike futures, 
WKHUH� LV�D�FRVW� LQYROYHG�ZLWK�RSWLRQV�� ,Q� WKLV�
FDVH�� WKDW� FRVW� LV� ������� IRU� WKH� ��� RSWLRQ�
contracts and it must absolutely be 
FRQVLGHUHG� LQ� WHUPV� RI� WKLV� H[HUFLVH��
5HGXFLQJ��������IURP�\RXU�ƓQDQFLDO�JDLQ�RI�
��������� ZLOO� QHW� WKH� FRQVXPHU� D� ƓQDQFLDO�
JDLQ�RI����������



If you are hedging for your company, a 
consumer of propane, you may want to 
FRQVLGHU�EX\LQJ�FDOO�RSWLRQV���/HWōV�VHH�KRZ�
WKLV�ZRUNV�

As a consumer, propane represents a 
business expense, so you will want call 
options which increase in value as the price 
RI�SURSDQH�LQFUHDVHV�

For the sake of simplicity, let’s say your 
business requires 420,000 gallons of propane 
IRU� WKH� PRQWK� RI� $XJXVW� ������ � 7KLV� ZRXOG�
UHSUHVHQW� ��� RSWLRQ� FRQWUDFWV� RI� WKH� 0RQW�
Belvieu propane (42,000 gallons each), and 
WKH�FXUUHQW�SULFH�LV������������7KLV�PHDQV�WKH�
business cost at the current price is 
�����������IRU�WKH�PRQWK�RI�$XJXVW�

You would buy calls in August at perhaps the 
������ VWULNH� SULFH� �DV� FORVH� WR� WKH� IRUZDUG�
price in August as possible) at a premium cost 
IRU� WKH� FRQWUDFWV� RI� ������ SHU� JDOORQ�� � 7KLV�
UHVXOWV� LQ� D� ����� KHGJH� RI� \RXU� ��������
JDOORQV�RI�SURSDQH�DW�D�SUHPLXP�RI��������IRU�
WKH����FRQWUDFWV�

,I�WKH�SULFH�RI�SURSDQH�JRHV�XS�WR�������SHU�
gallon, then your business expenses have 
LQFUHDVHG�WR�����������D�JDLQ�RI��������������
However, your options would show a gain of 
������SHU�JDOORQ�DW�H[SLUDWLRQ��ZKLFK�LV�D�JDLQ�
RI����������EHIRUH�VXEWUDFWLQJ�WKH�SUHPLXP��

As we have mentioned before, unlike futures, 
WKHUH� LV�D�FRVW� LQYROYHG�ZLWK�RSWLRQV�� ,Q� WKLV�
FDVH�� WKDW� FRVW� LV� ������� IRU� WKH� ��� RSWLRQ�
contracts and it must absolutely be 
FRQVLGHUHG� LQ� WHUPV� RI� WKLV� H[HUFLVH��
5HGXFLQJ��������IURP�\RXU�ƓQDQFLDO�JDLQ�RI�
��������� ZLOO� QHW� WKH� FRQVXPHU� D� ƓQDQFLDO�
JDLQ�RI����������



&RQVLGHULQJ�D�SK\VLFDO� ORVV�RI������������WKH�
consumer would have a net negative P&L of 
���������� �LQVWHDG� RI� ���������� RXWULJKW��
ZLWKRXW�WKH�KHGJH��

If the price of propane goes down the same 
������ SHU� JDOORQ� WR� ������ SHU� JDOORQ�� \RXU�
EXVLQHVV� H[SHQVHV�GHFUHDVH�E\� �������� IRU�
WKH�PRQWK�RI�$XJXVW���+RZHYHU��\RXU�RSWLRQV�
position would expire worthless, so the 
company would see a loss for only the 
������� SUHPLXP� WKDW� ZDV� SDLG� IRU� WKH� ���
RSWLRQ�FRQWUDFWV�



Example: Retail Speculator
$� UHWDLO� VSHFXODWRU� FDQ� DOVR� EHQHƓW� IURP�
using these instruments; however, their aim 
LV� VLPSO\� WR� PDNH� D� SURƓW�� UDWKHU� WKDQ�
mitigating an exposure on their business, 
leaving them with a different risk exposure 
in its own right, in case their strategy 
GRHVQōW�SOD\�RXW�DV�WKH\�LQLWLDOO\�WKRXJKW��

Let’s suppose he thinks there’s an oversupply 
of propane and, therefore, the price is going 
GRZQ��LWōV�FXUUHQWO\�DW���������+H�LV�ORRNLQJ�WR�
HLWKHU�EX\����SXW�RSWLRQ�FRQWUDFWV��RU�VHOO����
futures contracts, at the previously 
PHQWLRQHG�SULFH�RI�������SHU�JDOORQ��

He doesn’t not want to pay the premium of 
�����SHU�JDOORQ��VR�KH�GHFLGHV�WR�VHOO����IXWXUHV�
FRQWUDFWV��KH�EHQHƓWV�LI�WKH�SULFH�JRHV�GRZQ���

At the end of the period, the price goes up to 
������� IRU� D� JDLQ� RI� ����� SHU� JDOORQ�� 7KLV�
PRYHPHQW�UHVXOWV�LQ�D�ƓQDQFLDO�ORVV�RI������SHU�
JDOORQ�IRU�WKH�VSHFXODWRU��RU���������LQ�ORVVHV��

If he would’ve bought put options instead, the 
speculator wouldn’t have exercised his right 
WR�VHOO�DW�������DQG�ZRXOGōYH�RQO\�VXIIHUHG�WKH�
ORVV� RI� WKH� SUHPLXP�� DW� ����� SHU� JDOORQ�� RU�
�������LQ�ORVVHV�



C
onclusion

Both examples mentioned before 
(hedging and speculation) showcase the 
difference between option and futures 
contracts, as well as the different ways a 
business, or an individual, can use 
ƓQDQFLDO�LQVWUXPHQWV�WR�WKHLU�DGYDQWDJH��

Not one is better than the other, and 
every business should look at their own 
situation to see which would correctly 
DSSO\� WR� WKHP� �LI� DQ\��� :KLOH� KHGJLQJ�
propane can provide businesses with 
JUHDWHU� ƓQDQFLDO� FHUWDLQW\�� DV� ZHOO� DV�
protection from volatile price swings, 
speculating can also yield attractive 
SURƓWV�IRU�LQYHVWRUV�
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