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QVA FAQ
Key Question
How do we bridge the two markets (physical tonnage vs. OTC Units) to mitigate erosion of liquidity that we are seeing today because of these concerns, while making positive steps toward establishing credibility to help attract new participants in the future?

Solution
Ensure all participants know what product they are buying and/or selling in advance of transacting because it is uniform and standardized, eliminating any question on tonnage and price settlement. QVA is the solution.

What is QVA? 
The acronym stands for Quantity Variation Adjustment.
How does it work? 
Each month, actual tons delivered/received are subtracted from the basis unit size. If tons are within the “deadband,” all tons will be priced at the contracted fixed price. If actual tons fall outside of the OTC standard “deadband,” the difference between the actual and basis tons will be priced at that months Platt’s Final Monthly Average for the corresponding rail product. 

Note: Platt’s will need to begin posting a Platt’s Final Monthly Average for NS Coal, just as it does for CSX currently.
What is the “deadband”? 
The deadband is 2% above or below the standard OTC quantity each month (i.e., assuming a basis train size of 10,000 tons, then 10,200 to 9800 tons would be the deadband for the CSX and NS products).
What are the benefits of QVA? 
1. It achieves fixed price certainty on the amount of monthly volume that was originally intended (current market for any overage or underage).

2. The seller has responsibility to supply only the amount of coal that was purchased at the agreed upon fixed price; the buyer has responsibility to take only the amount of coal that was purchased at the agreed upon fixed price. 
3. It eliminates the subjectivity associated with multi-month commitment overages or underage disputes.

4. It ensures that obligations can be entered into or exited as needed to manage business needs, no matter the tenure. In other words, a participant’s one-year sale obligation can be fulfilled by 12 monthly purchases (or vice versa). The settlement mechanism will be the same for short and longer term transactions because the OTC market recognizes 12 individual monthly contracts within any given year, regardless of how many months are linked together in a single transaction.
Why don’t tonnage-based agreements work?

“Tonnage-based” agreements typically apply to obligations that last longer than one-month in tenure. Unfortunately, not every OTC market participant buys and/or sells coal with tenure greater than one month. Further, those that do transact in tenures greater than one month do not always fulfill those obligations with the same tenure depending on their respective situation over the course of those agreements. An effective OTC market encourages participants of all sectors and does not cater to one sector over another; they are all viewed equally critical. Sector refers to producers, brokers, traders, utilities, municipalities, and industrials.
Tonnage-Based Example A: 
Participant A sells coal for a one-year term to Participant B and fully intends to supply the coal out of its own mining asset. Eight months into the obligation, something occurs to change the situation of Participant A for the last two months of the year and he now must buy coal for those months out in the market to ensure he satisfies his full year sales obligation. Eleven months into the agreement Participant B notifies Participant A that his purchase will be “fulfilled” by the end of November, however Producer A had already purchased the replacement coal (several months back) for December and is now “long” coal for that month. 
Tonnage-Based Example B: 
Participant A buys coal for a six-month term from Participant B and intends to hold and sell the coal quarterly into the OTC market. The first quarter of coal is sold into the OTC market without issue. Two months later, Participant A must sell the second quarter of coal to ensure the remaining tons of the six-month purchase obligation get placed. Four months into the six-month purchase obligation, Participant B says his sales (tonnage) obligation has been fulfilled. Unfortunately, Participant A has already sold the second quarter of coal into the OTC market.
How can coal participants effectively manage risk, after the fact? In both of these examples, participants thought they were hedged and then, unexpectedly, were not with limited ability to mitigate. 
The issue related to the use of tonnage-based transactions in the OTC market is one of ambiguity or subjectivity of settlement, which leads to lack of confidence and credibility.

Participants must have certainty of standards prior to entering into transactions to manage exposure and ensure prudent decisions are made.

CTA Recommendation:
Incorporate monthly QVA into all new and existing contracts beginning January 1, 2010.
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