Risk Management in Cross-Border

Electricity Markets in Furope

Analysis and Valuation of Derivative Instruments

Jan Marckhoff

February 7, 2010



Dissertation
zur Erlangung des Grades eines Doktors
durch die
Fakultat der Sozial- und Wirtschaftswissenschaften
der Otto-Friedrich-Universitat

Bamberg

Vorgelegt von:

JAN MARCKHOFF

Erstprifer: Prof. Dr. Matthias Muck, Otto-Friedrich-Universitdt Bamberg

Zweitprifer: Prof. Dr. Andreas Oehler, Otto-Friedrich-Universitat Bamberg

Tag der mindlichen Prifung: 7. Juni 2010



Acknowledgements

I owe much gratitude to my supervisor Matthias Muck for his excellent
guidance throughout the dissertation. I greatly benefited from his fruitful
advice and insightful comments during countless discussions. Without his
support and enduring patience, this work could not have been realized. I
would also like to thank Andreas Oehler who kindly agreed to be part of my
dissertation committee and provided valuable comments and suggestions.

My work has mostly benefited from productive and fruitful discussions at
the University of Bamberg especially with my colleagues from the chair of
financial controlling. In particular I would like to thank Sebastian Paik,
Thomas Volmer and Frank Mirsberger for continuous discussions and shar-
ing their ideas. In addition, they created a highly pleasant work environ-
ment and made the University of Bamberg a great place to work. Many
thanks go to Jens Wimschulte with whom I greatly enjoyed working on
our joint research project on CfD markets. Further, I am thankful for
comments in- and outside the seminars at the University of Miinster. In
particular, I would like to thank Alexander Forstbach for his econometric
support and helpful suggestions. I would also like to thank participants at
the 12th Conference of the Swiss Society for Financial Markets Research
(SGF) in Zurich and participants at the Conference on Energy Finance at
the University of Agder, Krisitansand, Norway.

As empirical research cannot be undertaken without data, I am grateful to
European Energy Exchange (EEX), Amsterdam Power Exchange (APX),
TenneT and Nord Pool for data provision.

Last but not least, I am deeply indebted to Julia, my family and my friends
for their patience, their unconditional emotional support and encourage-
ment as well as their enduring belief in me.



iv



To my family



vi



Contents

1 Introduction 1
2 Electricity Markets and Derivatives 7
2.1 Liberalization of Electricity Markets . . . . ... ... ... 8
2.2 Electricity as a Commodity . . . ... ... ... ... ... 10
2.2.1 Fundamentals of Electricity . . . . . ... ... ... 10

2.2.2  Characteristics of Electricity Prices . . . . . . . . .. 18

2.3 Derivatives in Electricity Markets . . . . . . . ... ... .. 27
2.3.1 Derivative Products . . . ... ... ... ...... 28

2.3.2 Modelling Approaches . . . . .. .. ... ...... 35

2.4 Valuation of Derivatives . . . . . .. . ... ... ... ... 40
2.4.1 Valuation Models . . . . . . .. ... ... L. 41

2.4.2 Solution Techniques . . . .. .. .. ... .. .... 53

2.5 Conclusion . . .. .. ... 67

vii



viii CONTENTS

3 The Valuation of Contracts for Difference in the Nordic Market 68

3.1 Introduction. . . . ... ... .. .. . 69
3.2 The Nordic Electricity Market . . . . . . .. ... ... ... 72
3.2.1 The Spot Market at Nord Pool . . . . .. ... ... 72
3.2.2 Transmission Congestion and Locational Price Spreads 77

3.2.3 Contracts for Difference . . . . ... ... ... ... 84

3.3 Pricing of CfDs: Methodology and Results . . . . . .. . .. 87
3.3.1 Pricingof CfDs . . . . .. ... ... L. 87
3.3.2 Risk Premia in CfD Prices. . . . . .. ... ... .. 92
3.3.3 Determinants of Risk Premia . . . . .. .. ... .. 103

3.4 Summary and Outlook . . . . . ... .. ... ... ... 107
4 Jump Risk Premia in Short-Term Electricity Spread Options 109
4.1 Imtroduction . . . . . . . .. . . ... 110
4.2  German-Dutch Electricity Market . . . . . . ... ... ... 113
4.2.1 National Electricity Markets . . . . ... ... ... 113
4.2.2 German-Dutch Cross-Border Market . . . . . . . .. 115

4.3 Model . . . ..o 123
4.3.1 Underlying Processes . . . . . . . .. ... ... ... 123
4.3.2 Derivation of Call-Price . . .. ... ... ...... 127

4.4 MCMC Estimation . . . . . . .. ... ... ... ...... 128
4.4.1 Discrete Process . . . ... ... ... ... ... 129

4.4.2 Empirical Parameters . . . . .. ... ... ... .. 130



CONTENTS ix

4.4.3 Risk-neutral Parameters . . . . . .. ... ... .. 136
4.5 Parameter Estimates . . . . . .. .. ..o 0oL 139
4.6 Analysis of Residuals . . . . . ... ... ... ... ... .. 146
4.6.1 Residuals of Hourly PTRs . . . . . . . ... .. ... 146
4.6.2 Residuals of Monthly PTRs . . . . . ... ... ... 153
4.7 Conclusion . . . ... ..o oo 157
5 Conclusion 161
Appendix 164
A It6 Lemma for Jump Processes . . . ... ... ... .... 165

B Posterior Densities for the Estimated Parameters of Hourly

PTRs . . . . . 166

References 171



CONTENTS



List of Tables

3.1

3.2

3.3

3.4

3.5
3.6

3.7

Frequency of differences between daily area prices and the
system price. . . . ... Lo
Descriptive statistics for differences between daily area prices
and the system price. . . . . . .. ... ... ... ... ...
Regression of area price spreads on relative water reservoir
level deviations (2001-2006). . . . . . . . ... ... ... ..

Average traded prices of Contracts for Difference by delivery

Ex-post risk premia of Contracts for Difference. . . . . . . .
Regression of ex-post risk premia on time-to-maturity (2001-
2006). . o
Regression of ex-post risk premia on variance and skewness

of spot prices (2001-2006). . . . . . . .. ...

xi



xii

4.1

4.2

4.3

4.4
4.5

4.6

LIST OF TABLES

Gross electricity generation in Germany and the Nether-
lands in 2007. . . . . . ..o 114
Descriptive statistics of German-Dutch day-ahead spreads
between 2001 and 2008. . . . . .. . ... ... 119
Descriptive statistics of German-Dutch PTR, prices between
2001 and 2008. . . . ... 121
Estimated empirical and risk-neutral parameters. . . . . . . 140
Seasonality in residuals for hourly PTRs and number of
spikes per weekday. . . . . . . ... 150
Seasonality in residuals for monthly PTRs and number of

spikes per calendar month. . . . . . . .. ... ... ... .. 156



List of Figures

2.1 Disentangled value chain in the electricity market. . . . . .
2.2 TSO map of the German electricity market. . . . . . . . ..
2.3 Example of a simple three node power grid. . . . . ... ..
2.4  Supply and demand curves for the day-ahead auction at EEX.
2.5 Daily spot prices at EEX between 2001 and 2008. . . . . . .
2.6 Weekly and intraday seasonality of spot prices at EEX.
2.7 Autocorrelation function of daily spot prices at EEX. . . . .
2.8 Seasonality of monthly futures at EEX. . . ... ... ...
2.9 Daily spread between EEX and Powernext spot prices be-
tween 2002 and 2008. . . . . . .. ..o
2.10 Daily spot prices at Nord Pool between 2001 and 2008. . . .
2.11 Simulated prices for the stochastic residual of a regime-
switching model with two independent regimes. . . . . . . .
2.12 Set up of Fourier transform. . . . . . .. ... .. ... ...

2.13 Relative pricing errors of Monte Carlo simulation. . . . . .

xiii

13
21
22
24
25
26

27
48



Xiv

2.14
2.15
2.16
2.17

3.1

3.2

3.3

4.1

4.2
4.3
4.4
4.5
4.6

4.7

LIST OF FIGURES

Set up of a recombining binomial tree model. . . . . . . .. 62
Relative pricing errors of binomial tree model. . . . . . . . . 64
Finite differences grid. . . . . ... ... ... .. ... 65
Relative pricing errors of finite differences scheme. . . . . . 67

Market areas and main interconnections in the Nordic power
market. . . . .. ... 74

Water reservoir levels and their historic medians in the Nordic

Ex-post risk premia of system and implied area quarter for-

wards by time-to-maturity. . . .. ... ..o 102

Hourly price spreads between German and Dutch day-ahead

PriCces. . . . . . e 117
Difference between PTR prices and resulting payoffs. . . . . 124
Estimated de-spiked process for hour 8. . . . ... .. ... 136
Difference between empirical and risk-neutral densities. . . 144

Hourly difference between market and model PTR prices. . 147

Difference between market and model prices for monthly

Number of spikes and seasonal trend in the difference be-

tween market and model prices. . . . . ... ..o 157



List of Symbols

Chapter 2

Xta }/ta Zt
Wi ()

Electricity spot price at time ¢.

Electricity spot price at time ¢ in area 1.

Forward or Futures price at time t.

Forward or Futures price at time ¢ for delivery in area i.
Call option price at time £.

Payoff function of call option.

Heat rate for spark spread option.

Strike price of electricity option.

Price of generating fuel for spark spread option.
Deterministic seasonal function at time ¢.

Stochastic component of electricity price.

Wiener process of the stochastic component i at time ¢.

Normally distributed jump-size.

XV



Xvi

N($1,f€2)

LIST OF SYMBOLS

Poisson process.

Expectation operator.

Variance operator.

Maximum of z and y.

Equivalent to max [, 0].

Empirical or physical probability measure.
Risk-neutral probability measure.
Information set available at time ¢.
Cumulative normal distribution function.
Normal distribution with mean z; and variance xs.
Partial differential operator.

Risk neutral rate of interest.
Mean-reversion speed.

Deterministic trend.

Volatility parameter.

Correlation coefficient.

Jump intensity of Poisson process g;.
Mean of normally distributed variable 1.
Mean-reversion level.

Autoregression parameter.

Constant level of autoregression process.
White noise process.

Regime-switching probability.



LIST OF SYMBOLS xvii

II

Chapter 3

Transition matrix of regime-switching model.

Regime at time ¢.

Conditional probability.

Function determining the value of a call option.

Fourier transform of function Gy.

Functions in Fourier transform.

Probability of an up-move in the binomial tree model at
node ¢ and time step j.

Up-move factor in the binomial tree model.

Down-move factor in the binomial tree model.

Notation as in Chapter 2; additional and deviating symbols:

Tt
Tt

BNO, BF’L" BSe

Mean electricity spot price at time ¢ in area 3.

risk premium at time t.

Time-to-maturity left at time t.

Regression coefficient for water reservoir level in Norway,
Finland and Sweden.

Regression coefficient for time-to-maturity of risk pre-
mium.

Regression coefficient for spot price variance of risk pre-

mium.



xviii

Chapter 4

LIST OF SYMBOLS

Regression coefficient for spot price skewness of risk pre-

mium.

Notation as in Chapters 2 and 3; additional and deviating symbols:

max |
min []
St
Jt
Ny

Maximum of a set.

Minimum of a set.

Stochasting diffusion process.

Jump process.

Normally distributed jump size.
Jump probability of process J;.
Mean-reversion level.

Variance of J;.

Market price of jump risk.
Conditional density.

Vector of parameters to be estimated.
Vector of state variables.

Posterior density operator.
Conditional proposal density.
Bernoulli probability.

Market price of PTR option at time ¢.
PTR model price.



LIST OF SYMBOLS xix

(N Set of PTR option input factors comprising time-to-
maturity and current spot price.
Parameter for prior distribution.
Parameter for prior distribution.

Parameter for seasonality regression.

> =2 ™ 9

Difference operator.
ZG (z1,22)  Inverse-Gamma distribution with parameters x; and xs.

Beta (x1,x2) Beta distribution with parameters z; and xs.



XX

LIST OF SYMBOLS



Chapter 1

Introduction

Over the past years, the international electricity markets have undergone
an enormous restructuring. Before, these markets were characterized by
generally state owned and vertically integrated utilities which offered all
services along the value chain from generation over distribution up to sales.
During this time, prices were determined by these monopolists and there-
fore indirectly by the government, based on break-even analyses. However,
starting in the 1980s, electricity markets worldwide faced deregulation that
reached continental Furope in the late 1990s. The former monopolistic
structure broke up resulting in a disentangled value chain. Although some
elements of the value chain are still subject to governmental regulation,
many areas of the electricity market are now characterized by competition
and open for new market participants.

Due to the deregulation and the introduction of competition, electricity
prices are now determined by market forces, i.e. demand and supply, and
not subject to governmental fixing. Moreover, the terms of delivery con-
tracts between generators and wholesalers changed considerably. While
they used to be characterized by long maturities with fixed prices, these
contracts are now in general based on short-term market prices and there-
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fore subject to short-term price variations. As a result of this transition,
market participants are faced with considerable price risk.! Based on the
observed volatility in electricity markets, this risk is by far larger than in
any other financial or commodity market.?

In the course of the liberalization, the need for an organized market at the
wholesale level arose. Although electricity and its derivative products can
be traded Over the Counter (OTC), which is still the dominant market
place, in many countries electricity exchanges emerged with the aim of in-
troducing more competition and increasing transparency.? Although OTC
trading is still dominant in electricity markets, exchange based trading
volumes have risen continuously over the past few years highlighting the
growing importance of electricity exchanges. Due to the rise of the national
electricity exchanges in combination with the market opening, generators
and wholesalers are not bound to their own national markets anymore.
Driven by ambitions to maximize profits and minimize costs, respectively,
market participants enter these new markets and thus, induce an increase
in cross-border electricity flows. In 2007, 13.7% of the total electricity con-
sumption in all UCTE countries was delivered cross-border.*

!'Following Bitz (1993) p. 642, we define risk as the danger, resulting from the uncertainty
of future developments, of a negative deviation of an economic quantitiy from a defined
traget value.

*Volatility throughout this paper is defined as the annualized standard deviation. See
Weron (2006) for an overview of volatilities in different markets.

3 Although one can distinguish between electricity pools and electricity exchanges, we re-
frain from discussing their difference. Throughout this thesis we only consider electricity
exchanges and refer to Eydeland and Wolyniec (2003) for a detailed treatment of the
topic.

4The Union for the Co-ordination of Transmission of Electricity (UCTE) is the association
of all transmission system operators (TSO) in the continental European area. The UCTE
currently comprises 29 TSOs from 24 countries.
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The increased price risk in national electricity markets, as a result of the
liberalization, requires an adequate risk management.® Moreover, cross-
border markets feature distinct risk factors that deserve special consid-
eration and thus, post an additional challenge for risk management in
electricity markets. In order to meet these requirements, a thorough un-
derstanding of the characteristics of electricity prices and the relevant risk
management tools is of utmost importance.

Cross-border markets refer mainly to neighboring markets and exhibit the
risk of locational price differences. This risk is well known in commodity
markets and has been addressed by Kamara and Siegel (1987) and Pir-
rong et al. (1994) in case of agricultural commodities and by Brinkmann
and Rabinovitch (1995) in case of energy commodities. Research in this
field generally focuses on the analysis of hedging effectiveness of exchange
traded futures contracts where the actual and the underlying commodity
specification differ in terms of location. Although for electricity markets
some studies, such as De Vany and Walls (1999) or Hadsell and Shawky
(2006) for the US and Worthington et al. (2005) for Australia, analyze the
interrelations of regional electricity spot prices, there are only few that di-
rectly address locational prices and especially their spreads. Skantze et al.
(2004) present a bid-based stochastic model for locational electricity spot
prices in the USA, while Haldrup and Nielsen (2006a) as well as Haldrup
and Nielsen (2006b) consider congestion and non-congestion periods when
modeling electricity spot prices and relative prices of regional intercon-
nected electricity markets in Scandinavia. Although their work sheds some
light on the characteristics of locational electricity prices, there is almost
no empirical research concerning derivative products in cross-border elec-
tricity markets. The only studies available are by Kristiansen (2004a) and
Kristiansen (2004b), which, however offer only limited empirical analyzes.

?See Ochler and Unser (2002) p. 20 ff, for a thorough discussion of the risk management
process.
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This thesis, to the best of the author’s knowledge, is the first work to thor-
oughly discuss the valuation of derivatives in the European cross-border
electricity market. It covers two distinct electricity markets in Europe and
discusses the two most important types of derivatives within the Euro-
pean cross-border electricity market. Although the focus clearly is on cross-
border markets, their unique nature cannot be fully understood without a
fundamental treatment of national electricity markets. Moreover, this the-
sis introduces the relevant risk factors associated with cross-border markets
and estimates these risk-factors based on the major derivative instruments.
Finally, it delivers a profound analysis of the valuation of these contracts.
Overall, this thesis intends to help the reader to better comprehend cross-
border electricity markets and to gain in-depth knowledge of the relevance
and functioning of risk management in these markets.

The second chapter introduces the European electricity markets and dis-
cusses the economics behind electricity as a commodity. This knowledge is
important for understanding the respective derivative instruments in those
markets. Moreover, the second chapter also shortly explains the main types
of derivatives in European cross-border electricity markets and reviews the
relevant valuation models. Following the introduction, each of the subse-
quent two chapters discusses one the most relevant cross-border electricity
derivatives. These are Contracts for Difference (CfDs) and Physical Trans-
mission Rights (PTRs), where the latter is distinguished into day-ahead
contracts with delivery of one hour and monthly contracts with delivery
over an entire calendar month. CfDs are exchange traded forward contracts
on the spread between two locational prices in the Scandinavian electric-
ity market and are the only cross-border derivatives currently traded in
this market. PTRs are options on the difference between two neighboring
electricity prices and are, as the name suggests, physically settled. These
contracts are currently the only contracts used for cross-border hedging
in the German electricity market. The research in the following chapters
focuses around the question of how these contracts are priced and what



INTRODUCTION 5

are the main drivers for their valuation. These questions are essential for
a thorough understanding of these products and thus, for their adequate
usage in cross-border risk management.

Chapter 3 empirically investigates the pricing of the aforementioned CfDs
over the period between 2001 and 2006. It is shown that CfD prices contain
significant risk premia. Their sign and magnitude, however, differ substan-
tially between areas and delivery periods, because areas are subject to
transmission congestion to a varying extent. While the relation between
risk premia and time-to-maturity is not uniform for CfDs, there is a nega-
tive relation for implied area and system forwards, which can be explained
by the relative hedging demand of market participants. In addition, we
find that risk premia of CfDs and implied area forwards vary systematically
with the variance and skewness of the underlying spot prices. This confirms
both implications of the Bessembinder and Lemmon (2002) model.

Chapter 4 analyzes the valuation of day-ahead PTRs on the German-Dutch
interconnector. From a financial perspective, PTRs are options written on
the difference between the German and Dutch hourly electricity prices.
Chapter 4 proposes a model for the valuation of day-ahead PTR options in-
corporating the unique characteristics of the underlying spread. The model
is empirically testes for all PTRs between 2001 and 2008, where each hour
of the day is modelled separately. Overall, especially for calm hours, the
approach constitutes an adequate model for the valuation of day-ahead
PTR options. Further, the estimated parameters show that during calm
hours PTR options are traded at a discount, while they trade at a premium
during turbulent hours. This premium can be explained by either hedging
demand or speculation of market participants. Finally, we find evidence for
seasonality in the residuals of hourly and monthly PTR option prices. For
monthly PTRs and hourly PTRs during turbulent hours, this seasonality
is strongly related to jumps in the underlying spread.
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Chapter 2

Electricity Markets and
Derivatives

This chapter provides the fundamentals about electricity markets and the
commodity electricity itself. It begins by describing how the structure of
international electricity markets has evolved during the last decades. After-
wards, this chapter discusses the main features electricity as a commodity
exhibits and the implications of those unique characteristics for electricity
prices. In the following, the most important derivative instruments in those
markets are introduced including the currently prevailing approaches for
modelling electricity prices. Finally, before the chapter closes with a short
conclusion, the most important valuation models and the corresponding
solution techniques for electricity derivatives are described.
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2.1 Liberalization of Electricity Markets

The process of liberalization in international electricity markets and there-
fore the breakup of monopolistic structures has its origin in Chile. Be-
ginning in 1982, Chile began to separate electricity generation from sales
ending an era of vertical integrated utilities. Only four years later, the
Chilean electricity market was shaped by extensive privatizations leading
to a competitive wholesale market for electricity. During the late 1980s and
early 1990s the liberalization efforts spilled over to the European electricity
market. The UK was the first country to adopt these efforts. Its electricity
market, which comprised until 2005 England and Wales and since then also
Scotland, was restructured based on the UK Electricity Act from 1989. The
disbandment of the Central Electricity Generation Board (CEGB) was at
the heart of this act. The CEGB was a vertically integrated monopoly cov-
ering all steps of the value chain. The deregulation led to the England and
Wales Electricity Pool, the first organized market place for electricity in
the world. From the UK, the liberalization proceeded to Norway through
the Norwegian Energy Act from 1991 resulting in the electricity exchange
Nord Pool. While being a solely Norwegian exchange at the beginning,
it quickly developed towards an international market place. In addition
to Norway, Nord Pool currently comprises Sweden (since 1996), Finland
(since 1998) and Denmark (since 2000).

In continental Europe, the liberalization started with the European Union
Directive 96/92/EG in 1997. This directive laid down rules with the aim
of a joint pan-European electricity market. Further, it postulated a clear
separation of monopolistic and competitive elements within the value chain
in the electricity market. While the first basically comprises all elements
related to the power grid, i.e. transportation and distribution, the latter
includes mainly generation and sales. This distinction is made in order
to introduce as much competition as possible and to prevent the exertion
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of market power where competition is not feasible. Figure 2.1 shows the
unregulated value chain in competitive electricity markets.’

Exchange/
oTC-

N J
T 1 T

Competition Regulation Competition

Generation Customers

Figure 2.1: Disentangled value chain in the electricity market.

The European Commission has, however, not specified a consistent time-
line for the deregulation for individual countries. Rather, it determined
minimum requirements where each country defines its own rate of imple-
mentation. Although limited grid capacities hamper the complete consoli-
dation of European electricity markets, a convergence of electricity prices is
clearly visible.” The deregulation in continental Europe has also led to the
development of organized market places. The largest electricity exchanges,
sorted by the year of origin in ascending order, are the Operado del Mer-
cado Espanol de Electricidad (OMEL) in Madrid (1998), the Amsterdam
Power Exchange (APX) in Amsterdam (1999), the European Energy Ex-

S Cf. Schiffer (2005) p. 203.

"See Holler and Haberfeld (2006), Huisman et al. (2007) and Zachmann (2008) for an
analysis of the convergence of European electricity prices.
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change (EEX) in Leipzig (emerged in 2002 from the merger of the European
Energy Exchange in Frankfurt and the Leipzig Power Exchange), the Pow-
ernext in Paris (2002), the Energy Exchange Austria (EXAA) in Vienna
(2002) and the Italian Power Exchange (IPAX) in Rome (2004).

2.2 Electricity as a Commodity

This sections firstly describes the fundamentals of electricity from a more
technical perspective a sheds some light on the underlying features that
make electricity so unique as a commodity. Secondly, the characteristics
of electricity that are directly derived from the aforementioned technical
features of electricity, are discussed.

2.2.1 Fundamentals of Electricity

Electricity is different from other commodities in various aspects. First,
electricity is always delivered over a specific period of time as its usage is
not feasible at a specific point in time. Therefore, electricity is considered
a flow commodity. Any agreement concerning the delivery of electricity
thus, has a temporal dimension to it. The most common contracts com-
prise hours, weeks, months and years. Although there are further products
available, both exchange traded and OTC, these usually include any com-
bination of the above. Another characteristic of electricity is its limited
storability. Although electricity is theoretically storable via pumped stor-
age facilities, this approach is currently not feasible in most European
countries on a large scale and at reasonable cost.® Last, electricity is grid

8 According to the German Federal Ministry for the Environment, Nature Conservation
and Nuclear Safety (2008), only 3.4% of all electricity consumption in Germany came
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bound and therefore its delivery requires an existing power grid. In addi-
tion, electricity spreads across the entire network as soon as injected into
the system. Therefore, a simple point to point delivery in electricity mar-
kets in not feasible. Moreover, every customer receives an electricity mix
across different suppliers and various generation fuels. This however, poses
no harm due to the perfect fungibility of electricity.

The grid boundness and non-storability require an independent system
operator in charge of the functionality of the entire power system. These
are the transmission system operators (TSOs). In Germany, there are four
TSOs corresponding to the respective interconnections in the German elec-
tricity market. These include EnBW in the south-west, E.ON in northern,
central and southern Germany, RWE in the west and south and Vattenfall
in east Germany and Hamburg. Figure 2.2 illustrates the German electric-
ity market and its four TSO regions.

TSOs need to ensure that at every point in time the demand and supply
in the market are balanced. Since TSOs cannot simply store electricity
to dampen shocks to supply or demand, they depend on consumers and
generators in case of a sudden mismatch. On the supply side, electricity
producers are obliged to provide a certain amount of capacity that TSOs
are allowed to call on short notice. On the demand side, TSOs can cut
off specific customers if needed. This procedure is called a rolling black-
out. Customers who agree to accept a rolling blackout beforehand usually
receive a price discount.’

from hydro power utilities in 2007. One exception, however, might state Norway. There,
hodro power had a share of over 98% of all power generation in 2007. See Nordel (2009)
for further details on the Norwegian electricity market.

9See Konstantin (2009), especially chapter 9.1, for a detailed discussion of the TSO busi-
ness in Europe.
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7 N

Figure 2.2: TSO map of the German electricity market.

In cross-border electricity markets, the problems for T'SOs also apply. How-
ever, there is an additional challenge concerning the grid boundness of elec-
tricity. As mentioned above, electricity cannot be delivered point to point
as it spreads across the entire system as soon as injected. The main problem
of this characteristic can be emphasized by a simple example.!’ Assum-
ing a three node electricity network, e.g. Germany (GER), France (FRA)

"0ur example is based on the example of Stoft (2002) chapter 5.4. The reader is also
refereed to ibid. for a detailed analysis of the technical characetristics of cross-border
power grids.
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and the Netherlands (NL). Further, all nodes are mutually connected by
power lines with limited capacity given next to each line. Moreover, there
are 150 MW supplied in Germany and there is a load (demand) of 150 in
the Netherlands. Let us also assume that all lines are of the same length
and share the same characteristics concerning their impedance.'’ Figure
2.3 shows the setup of our example.

150 MW @
<O MW

100 MW 180 MW

150 MW
< > —
50 MW

Figure 2.3: Three node power grid including Germany (GER), France
(FRA) and the Netherlands (NL) with limited capacity.

In our example, 150 MW of electricity flow from Germany to the Nether-
lands using both routes, i.e. directly and via France. This characteristic is
called loop flow and governed by Kirchhoft’s Law stating that electricity
spreads across an entire system via the path of least resistance. However,
as the indirect path has twice the impedance, only one third of the total
current flows via France, i.e. 50 MW. The other 100 MW flow directly.
The problem of this feature becomes evident once we increase the load to

"Impedance can be seen as a generalization of resistance. It describes how difficult it is
for electricity to flow over a given path.
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180 MW, i.e. both supply and demand increase to 180 MW. If we supplied
180 MW in Germany, 60 MW would flow via France exceeding the given
capacity. Therefore, we would need additional supply from France in or-
der to realize this generation set up. If we assume that it is economically
optimal for Germany to supply as much electricity as possible, we need
to introduce another important feature of electricity in order to determine
the optimal production plan in order to realize the total load of 180 MW.
Opposite currents in a power system cancel out. This means that for every
MW supplied in France one more MW can be supplied in Germany. Thus,
it is optimal, given the above assumptions, to supply 165 MW in Germany
and 15 MW in France.'? This little example shows that limited capacity of
one cable could hamper electricity flows via another connection. Although
this characteristic also applies in national electricity markets, it is of par-
ticular interest in cross-border markets due to the scarcity of capacity. In
fact, situations are quite common where a congested cable between Ger-
many and France prevents the delivery of electricity via a non-congested
cable between Germany and the Netherlands.

The occurrence of congestion in our example addresses two relevant topics
in cross-border electricity markets. These are the calculation of locational
prices (i.e. transmission pricing) and the allocation or valuation of trans-
mission capacities in case of congested power markets. For the calculation
of locational prices, there are currently two approaches applied in interna-
tional electricity markets. These two are nodal transmission pricing, used,
for example, in New York and the Pennsylvania-New Jersey-Maryland
(PJM) market, and zonal transmission pricing, used, for example, in Aus-

12Given 165 MW are supplied in Germany and 15 MW in France, two-thirds of each load
travel the short, i.e. direct, distance to the Netherlands. One-third travels the indirect
paths. Thus, from Germany, 55 MW flow via France to the Netherlands and 5 MW flow
from France via Germany to the Netherlands. Since opposite currents cancel out, the
net flow between Germany and France complies with the capacity limit of 50 MW.
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tralia, California and the Nordic market.'> With nodal pricing, the loca-

tional marginal price (LMP), i.e., the price of inducing an additional MW
of electricity, is calculated for each node (i.e., every point in the grid where
electricity is added or removed) in the electricity network. Zonal pricing,
in contrast, groups nodes that are connected by non-congested power lines
into zones (or areas). Within each zone, the LMP is identical across all
nodes and referred to as the zonal market clearing price (ZMCP). Figure
2.3 is an example of zonal pricing, where within each zone (country) the
ZMCP is identical. While nodal pricing is considered more efficient but
rather complex, zonal pricing is considered simplistic but more transpar-
ent.

Based on the distinction between zonal and nodal pricing, three approaches
for the allocation of transmission rights have evolved. These comprise the
contract path model, the flow based model and the point-to-point model.
While the first two are usually applied in the context of zonal pricing, the
latter requires nodal pricing. The contract path model is a rather naive
way of allocating transmission capacity. In a first step, the total transfer
capacity (TTC) is calculated as the maximum available capacity that may
be transferred between two zones considering existing security standards.'*
Considering the so called transmission reliability margin (TRM), in order
to account for unintended physical flows or measurement errors, leads to
the net transfer capacity (NTC). After subtracting the already allocated
capacity, e.g. from long-term delivery agreements, we finally receive the
available transmission capacity (ATC). Based on the ATC, transmission

I3 Further approaches discussed in the literature are Chao-Peck pricing (Chao and Peck
(1996)) and uniform pricing (Green (2007)). See Kristiansen (2004b) for a short discus-
sion of these approaches.

YUCTE (2004) defines the so called n — 1 criterion. It states that the breakdown of one
element of the power grid, e.g. one power cable or a transformer, must be compensated
by the other elements in the system.
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capacity between two zones is allocated where it is assumed that the elec-
tricity flows directly between the two zones ignoring the occurrence of loop
flows.!> The flow based approach adjusts for this shortcoming. It is based
on the power transfer distribution factor approach (PTDF) which incor-
porates the actual power flows among zones independent of the announced
contract path. Once the delivery of electricity across zones is announced,
the PTDF matrix transfers the intended delivery into the resulting power
flows across all zones. While the contract path model only requires the
cooperation of the two included TSOs, the flow-based approach requires a
joint organization of all TSOs within the market. In this case, the TSOs are
usually replaced by a centralized ISO (independent system operator) which
allocates the path dependent transmission rights. Although the flow-based
model offers more flexibility and allows loop flows across zones, intra-zone
electricity flows are still not considered posing a considerable shortcoming.
In the point-to-point model, which implies nodal pricing, the ISO cen-
trally schedules all trades within the power grid. The ISO then computes
the LMP for each node within the system.'6

In order to clarify the distinction between contract path, flow-based and
the poitn-to-point model, we refer to our previous example from Figure 2.3.
In a contract path approach, transmission capacity between Germany and
the Netherlands is allocated only based on the utilitzation of the line be-
tween those two countries. Any other restrictions occurring from loop flows
are neglected. The flow based model resolves this problem by considering
the loop flow from Germany via France to the Netherlands. However, as

15 Although the contracts path methodology itself does not refer to any particular trans-
mission pricing, it is generally applied in the context of zonal pricing.

16 Although relevant in the context of cross-border electricity markets in principle, a thor-
ough analysis of the power grid economics is beyond the scope of this thesis. We therefore
refer to Hogan (1998), Hogan (1999) and Ruff (2001) for a comprehensive discussion of
transmission pricing.
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every country is assumed to be one zone, i.e. there is no congestion within
those zones, intrazonal electricity flows are not considered. The point-to-
point model corrects this shortcoming by not considering any zones, but
by looking at each node within the entire power grid separately. Is this
model, flows from every node are considered and calculated.

Although our discussion of cross-border electricity markets is based on the
interconnections of three countries, cross-border electricity markets are not
defined based on nationalities. Rather, cross-border electricity markets are
all markets that are connected by interconnections with a limited capacity.
Within Germany, there has not yet been any congestion between the four
TSO areas. Because of this attribute as a single electricity market without
congestion, Germany is also considered as a copperplate. However, Wawer
(2007) discusses the risk of congested powerlines within the German mar-
ket. This risk is driven by growing generation capacities in the north and
decreasing capacities in the south of Germany leading to increasing intra-
national electricity flows. One reason for this development is the growing
installation of wind generators in North Germany and especially its off-
shore regions. Considering the 22.247 MW of installed capacity by the end
of 2007,'" an estimated 10.000 MW of additionally planned capacity in
offshore wind parks are a substantial contribution. Another reason is the
agglomeration of new power plants in North Germany in combination with
the continuing shut down of power plants in the south. Out of the 30.000
MW of new capacity planned until the year 2015, the majority of this ca-
pacity will be located around Brunsbiittel, Wilhelmshafen and the Ruhr.
On the other hand, the nuclear power phase-out will result in a reduction
of about 8.000 MW of installed capacity until 2015. Therefore, congested
electricity markets are not limited to cross-national interconnections and
the existence of cross-border electricity markets within national markets is

'7Cf. Federal Ministry for the Environment, Nature Conservation and Nuclear Safety
(2008) p. 11.
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a pending threat for the German electricity market.

2.2.2  Characteristics of Electricity Prices
2.2.2.1 National Markets

The unique characteristics of electricity as a commodity have a significant
impact on electricity prices. Moreover, they determine the entire setup
of the electricity market. The fundamental market segment in the elec-
tricity market is, analogous to financial markets, the spot market. This
market segment, however, differs from traditional financial spot markets.
This distinction is based on two key aspects of electricity already intro-
duced. First, electricity trading has always a temporal dimension to it, as
described above. Therefore, the spot market partitions every day into 24
block of 60 minutes for which electricity is sold separately.'® As the demand
for electricity varies considerably during the day, choosing less than 24 par-
titions per day does not accommodate the specific demand characteristics.
Selling electricity implies that for the respective hour, a predefined volume
of electricity, usually multiples of 1 MW, is constantly delivered. Thus,
one contract in the spot market implies the energy of 1 MWh. The other
main feature of the electricity spot market is influenced by the fact that
electricity cannot be delivered instantaneously. Rather, its supply requires
a specific leadtime. Moreover, in case of sudden variations in the supply
TSOs cannot guarantee the balance of the power grid. Thus, leadtime is
essential from both a technical and a stability point of view.

For the above discussed reasons, the spot market for electricity is in general

'8 Although the distinction of 24 hours is most common, other setups are also possible. In
the UK, for example, every day is devided into 48 blocks of 30 minutes.
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defined as a day-ahead market where the day before delivery electricity is
auctioned separately for each hour of the following day. In case of a weekend
or holiday, the auction is held on the previous working day. The average
of all 24 hourly day-ahead prices is called the baseload price.'® In addi-
tion, the mean of the hourly prices between 8am and 20pm, i.e. the twelve
hours with the highest demand, constitutes the peakload price.?’ Besides
the day-ahead auction, several exchanges have established intraday market
places during the last years. There, electricity is continuously traded with
a leadtime between 60 and 90 minutes. At the German EEX for exam-
ple, the intraday market opened on September 25, 2006 and allows trading
different blocks of hours for the next day with a leadtime of 75 minutes. Al-
though intraday markets have become more and more liquid, their volumes
are still significantly below those of the day-ahead auctions.?! Therefore,
throughout this thesis, we will denote the day-ahead auction as the spot
market.

In an efficient market, prices are determined by marginal costs. This also
holds in electricity markets. In order to determine the marginal cost func-
tion, electric utilities align their generating plants in ascending order. This
alignment also holds for various generators within a specific power plant.
The resulting marginal cost function is called power stack or merit order.
The power stack is a convex function of load with a small slope for lower
production values. As load increases, however, marginal costs rise steeply.
In those regions of the supply curve, minor changes in the demand curve
result in extreme variations in the resulting price. The actual marginal

Y Throughout this paper, the baseload price is also considered the daily price.

20 Although baseload and peakload price are the most prominent average values and are
the underlying of several exchange traded and OTC derivatives, other mean values across
arbitrary hours are possible. See for example http://eex.de for other blocks of hours.

210ut of a total spotmarket volume of 154.4 TWh at EEX in 2008, the intraday market
constituted only 2.3 TWh.
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costs of a power plant are significantly determined by fuel prices, e.g. coal,
natural gas, COg, and can even affect the order of power plants within the
power stack. Moreover, shutdowns of power plants also influence the shape
of the cost function. While these are in general scheduled, mostly due to
maintenance measures, they can also occur unexpected leading to a shock
of the supply curve.

Besides the supply curve, the demand curve is also subject to considerable
variations based on varying demand. Concerning their demand patterns,
we can distinguish industrial, commercial and private customers. Based on
this distinction, demand varies depending on the hours of the day, the day
of the week as well as working vs. non-working days. The variations are
easily predictable due to their consistency. There are, however, variations in
demand that are harder to predict as they are subject to uncertainty. Here,
especially weather driven changes in demand are of relevance.?? In addition
to the hardly predictable weather information, its impact on electricity
prices shows regional discrepancies. In the USA for example, the demand
for electricity increases dramatically in the summer due to the intensive
usage of air conditioning. In colder regions in contrast, electricity demand
is usually higher during colder months based on longer lighting periods
and electric heating devices.

Figure 2.4 shows the aggregated supply and demand curves at EEX on
February 22, 2007 for hour twelve and 24.23 For both hours, the convex
shape of the supply and demand curve is clearly visible. Also the figure
shows an increased demand for hour twelve compared to hour 24. The

2 Among others, Weron (2006) and Pirrong and Jermakyan (2008) use temperature and
precipitation as exogenous variables in order to model electricity prices.

23The supply and demand curves in Figure 2.4 are based on actual auction results observed
at the EEX day-ahead auction for the respective hours, where each market participant
submits combined price/volume bids.
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Figure 2.4: Supply (right) and demand (left) curves for the day-ahead
auction at EEX on February 22, 2007.

reduced supply for hour twelve can be either due to power plant outages
or, more likely, due to lesser available capacity based on prior delivery
agreements. The inelastic part of the demand curve indicates the minimum
volume required at any cost.

The specific characteristics of electricity are reflected by observed market
prices. The non-storability and the need of a permanent match of supply
and demand can result in extreme price variations. These extreme price
movements are most like when demand is already high, i.e. at the steep
end of the supply curve. The non-storability of electricity also induces the
existence of negative electricity prices. In some cases it is more reasonable
for a utility company to pay someone for the use of electricity than to
shut down a power plant in order to reduce production.?* Further, seasonal
patterns in the demand are also visible in electricity prices. The seasonality

24 The existence of negative prices depends on the costs of shutting down and firing up a
plant and the required leadtime. At the EEX, negative prices were introduced Septem-
ber 1, 2008. The first negative electricity price was observed for hour 6 on October 5,
2008. Between September and December 2008, 15 negative prices for single hours were
observed. On a daily basis, there has not yet been a negative price.
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does not only appear on an annual basis but also intraday and across the
week as discussed above. Figure 2.5 shows the daily spot prices at the EEX
between 2001 and 2008.
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Figure 2.5: Daily spot prices at EEX between 2001 and 2008.

Figure 2.5 firstly shows that prices are not governed by a persistent trend
but rather fluctuate around a certain level. The mean-reversion characteris-
tic is symptomatic for electricity markets and indicates only a loose connec-
tion between intertemporal prices. This is based on the short-term nature
of shocks to the supply and demand. Supply shocks generally occur in case
of sudden breakdowns in the generation park which are resolved within a
few days in most cases. Demand shock have an even shorter impact. Due
to the non-storability of electricity, intertemporal electricity prices are con-
sidered as distinct assets and therefore their demand is not directly linked.
Thus, supply and demand fluctuate around a given level resulting in the
mean-reversion behavior of electricity prices. The mean-reversion feature
was formally analyzed, among others, by Weron (2002). He shows that
the Hurst exponent for prices at the California Power Exchange (CalPX)
exhibit a value significantly smaller than 0.5 which indicates nonpersistent
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trends and therefore mean-reversion.

Another striking characteristic of electricity prices are the extreme occa-
sional jumps. These jumps usually vanish within a few days and have an
enormous impact on the overall risk in the electricity market. The stan-
dard deviation of daily returns over the above illustrated period was 47%.
This value is not annualized but based on daily data. If we break down the
overall standard deviation, we see major differences across hours. While
the standard deviation for hour 14 is 89%, the corresponding value for
hour 23 is only 18%. In addition to standard deviation, the jumps have
also a considerable impact on the higher moments of the distribution of
electricity prices. Between 2001 and 2008, daily spot price have a skewness
(kurtosis) of 2.43 (14.32). These values confirm the impact of observed
jumps and indicate significant outliers, where positive outliers are more
likely than negative ones. The higher moments also vary largely across
hours. For the first hour of the day, the skewness (kurtosis) is 1.06 (0.73)
in contrast to values of 21.16 (627.29) for hour 19. These results support
the findings of Huisman and Huurman (2003) and Weron (2005) who find
fat tales in the distribution of electricity prices in the Netherlands and
Germany respectively.

Besides their erratic behavior, daily prices are subject to seasonality on an
hourly, daily and annual basis. Although the seasonality is not visible at
first sight from figure 2.5, due to the small scale, it becomes evident when
looking at aggregated mean hourly or daily prices. The intraday seasonality
is shown in Figure 2.6 (left). This so called double peak pattern emphasizes
that prices throughout the day differ significantly. While prices between
hours three and five are around 20 EUR, their values increase 60 EUR and
50 EUR for hours twelve and 19 respectively. The intraday seasonality is
confirmed for prices at the EEX by Burger et al. (2004). They show a clear
autocorrelation for hourly prices at lag 24 between January 2001 and June
2002.
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Figure 2.6: Average spot prices per hour of the day (left) and day of the
week (right). Calculations are based on daily EEX prices between January
1, 2001 and December 31, 2008.
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The intra-week seasonality becomes evident when looking at daily aver-
age electricity prices. Figure 2.6 (right) shows the mean baseload price per
weekday at EEX between 2001 and 2008. While prices on Monday through
Thursday differ only slightly, the drop towards the weekend is striking with
minimum prices on Sundays. The weekly seasonality is confirmed for Dutch
electricity prices by Huisman and Huurman (2003). They show that the
logarithm of daily spot prices between January 2001 and July 2003 were
on average (.29 lower on Saturdays and 0.64 on Sundays compared to the
overall mean price. Besides clear patterns in the intra-week spot prices,
weekly seasonality is confirmed by an analysis of the autocorrelation func-
tion (ACF) of daily spot prices. Figure 2.7 shows the ACF function for
daily spot prices at EEX between 2001 and 2008. The increased values for
lag multiples of seven are clearly visible. The weekly seasonality in electric-
ity prices is confirmed by Weron (2006) for prices from the CalPX between
May 1998 and April 2000. He also shows a significant autocorrelation with
a lag of seven days.

The last type of seasonality, i.e. on an annual level, is also evident in elec-
tricity prices. Although, due to the erratic behavior and extreme jumps
in daily prices, the annual seasonality is not as pronounced in Figure 2.5.
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Figure 2.7: Autocorrelation function of daily spot prices at EEX between
January 1, 2001 and December 31, 2008.

When looking at monthly futures contracts, however, this seasonality is
emphasized. Figure 2.8 shows the futures curve for month futures at EEX
for the year 2006. In order to depict an entire annual cycle, we observe fu-
tures prices at two different dates throughout the year, since only the next
six month contracts are simultaneously traded. The futures prices clearly
show an annual seasonality with generally lower prices in the summer and
higher ones in the winter. This characteristic pattern is determined from
the supply as well as the demand side. Due to longer lighting hours and
electricity based heating, demand in Germany is in general higher during
the winter. On the supply side, higher natural gas prices during the win-
ter, based on extensive heating, lead to a steeper supply curve an thus, to

generally higher prices.?

?See Routledge et al. (2001) and Douglas and Popova (2008) for a discussion of the
relationship between natural gas and electricity prices.
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Figure 2.8: Prices of monthly futures contracts at EEX. Figures are based
on closing prices from December 14, 2005 (left) and Jume 14, 2006 (right).

2.2.2.2 Cross-border markets

In cross-border markets, derivatives are generally written on the spread
between two local electricity prices. This spread may either be positive
or negative. Further, neighboring prices are often subject to the similar
market forces, especially in Europe, and both prices exhibit the above
described characteristics. Thus, most characteristics of national electricity
prices carry over to cross-border markets while some, in contrast, cancel
out. Adjoining market areas in Europe share distinct demand patterns.
This does not only cover intraday or intra-week demand, which is probably
quite similar throughout the world. As these markets are generally subject
to identical climatic conditions, the demand pattern accord even on an
annual basis. Therefore, seasonality in both areas is expected to be at
least comparable and thus, the seasonality evident in national prices is not
observed in cross-border markets.

In contrast to seasonality, mean-reversion and the characteristic jumps in
national electricity prices, carry over to cross-border markets. Since na-
tional prices revert back to a long-term mean, so obviously does their
spread. Moreover, as the national prices often follow similar long-term
means, as discussed in the preceding paragraph, the spread generally fluc-
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Figure 2.9: Daily spread between EEX and Powernext spot prices between
2002 and 2008.

tuates around zero. However, depending on the overall price level in ad-
joining markets, mostly affected by different power generation mixes, the
mean-reversion level in cross-border markets may be also positive or nega-
tive. In addition to mean-reversion, the typical spikes in national electricity
prices are also evident in cross-border spreads. As jumps are usually based
on a temporal shock in demand or supply, they are idiosyncratic and there-
fore also observable in price spreads. Moreover, jumps are more frequent
in cross-border markets and can be either positive or negative. Figure 2.9
shows the spread between German and French spot prices between 2002
and 2008 where a positive spread correspond to higher prices in Germany
and vice versa. This figure depicts the just discussed characteristics of
electricity prices in cross-border electricity markets.
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2.3 Derivatives in Electricity Markets

This section introduces the basic derivative contracts in electricity mar-
kets, where we distinguish national as well as cross-border markets. In
addition, we further explain the most relevant approaches in national and
cross-border electricity market for modelling electricity prices. This section
therefore constitutes the basis for the valuation of derivatives contracts dis-
cussed later in this thesis.

2.3.1 Derivative Products
2.3.1.1 National Electricity Markets

A derivative is defined as a "...financial instrument whose value depends on
(or derives from) the values of other, more basic, underlying variables.".20
Derivatives allow for the purchase or the sale of electricity in the future
and their execution is in general binding for the issuer and may be binding
or optional for the buyer. Compared to the electricity spot market, its

derivatives counterpart is by far larger.?”

In electricity markets, on a first level one generally distinguishes physically
from financially settled derivatives. For physically settled derivatives, the
actual good, i.e. electricity, is delivered in exchange for an ex ante agreed
price. In case of financially settled derivatives, the good is not physically
delivered but only payments are exchanged. Although financial derivatives
are more important and the most liquid ones based on exchange traded

20 Cf. Hull (2009), p. 1.

?TThe trading volume of the derivatives market at the EEX was about 1.165 TWh in 2008
including OTC clearing.
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volumes, physical contracts are also of high relevance especially in the OTC
market.

The most important derivative in the electricity market is the forward or
t.28 These mutually binding contracts are either financially
or physically settled, where the first are by far more liquidly traded. During
their delivery period, the buyer of a forward usually pays the reference

futures contrac

price and receives the daily spot price (either peakload or baseload) in
exchange.?” Since the delivery of electricity needs a temporal dimension,
so does the forward contract. Therefore, contracts are traded at EEX on a
monthly, quarterly and yearly basis, where for each contract type, baseload
and peakload prices are distinguished. The payoff of a forward contract can
thus be written as

1 B

ooT t:ZTl (P,—F). (2.1)

PayOffForward =
Here, P; indicates the spot price at time ¢ and F' is the fix forward price.
Tiand T are the first and last day of the delivery period respectively. In
case of a futures contract at EEX, the payoff slightly changes. Since the
futures contract is traded during the delivery period and also marked to
market every day, the payoff becomes

2 Whether forwards or futures contracts are the dominant derivative varies with the ob-
served market place. While at the EEX only futures contracts are traded, at Nord Pool
forwards are prevailing, with the exception of day and week contracts.

29Gince financially settled futures comprise the exchange of financial payments, they are
stricitly speaking swap contracts. However, we apply the common nomenclature and
refer to these contracts as futures or forward contracts. See Benth et al. (2008b) for a
further discussion on the swap characterisitcs of futures contracts.
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1 B

> (Fy— Fiq). (2.2)

Payoftpyiure = TH-T 2
t=T1

F;_1 is the settlement price of the futures contract on the previous day.
Thus, the total ex-post payoff of a futures contract on electricity is, anal-
ogous to the equity market, the sum of all daily marking to market pay-
ments.

Besides mutually binding derivatives, options contracts are also widely
used in electricity markets. The buyer of such an option has the right,
but not the obligation to buy or sell electricity at maturity. Analogous
to equity options, European and American options are the most common
contracts. Other characteristics, such as Bermudan or Asian style options,
are also traded especially in the OTC market. The payoff of a plain-vanilla
call option with a strike price of K is

Jr

1 D

Payoff,; = <TQ—T“Z;F (P, — K)> . (2.3)
=T

While options directly written on the electricity spot price are usually
traded OTC, exchange traded options are mostly written on other deriva-
tives such as futures contracts. Besides plain-vanilla derivatives explained
above, more complex options (or exotics), are also very important in the
electricity market. The two most relevant are spark-spread contracts and
swing options. Spark-spread contracts are traded as forwards or options
and are written on the difference between the electricity price and the
price of the generating fuel. When calculating the payoff of a spark-spread
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option, both parties agree on a heat rate, measured in Btu/kWh.3 Thus,
the payoff of a spark-spread option can be written as

1 L

+
Pay()ﬁ.Sparkapread = <T2_T1 ; (Pt - H- %)) ) (24)
t=T1

where V4 is the price of the generating fuel and H is the heat rate described
above. While the term spark-spread refers to natural gas as the generating
fuel, other fuels also involve different terms for the spark-spread contract.
In case of coal, these contracts are also referred to as dark-spread contracts.
For emission allowances one often finds the term clean- or green-spread.
However, all of these contracts refer to the difference between the electricity
price and one resource fuel needed to generate electricity. While those
contracts are mostly OTC traded, there are also contracts listed at a few
exchanges, e.g. New York Mercentile Exchange (NYMEX).

When exercising plain-vanilla or spark-spread contracts, the holder of the
option needs to exercise the option before the delivery period starts and
therefore faces the risk of uncertain price movements throughout the deliv-
ery period. Further, the amount of electricity delivered is constant for the
entire delivery period once the option is exercised. Since these contracts
can have delivery periods of several months, the price and volume risk for
the holder might be substantial. Swing-options reduce those risks as they
allow for adjustments of the delivery volume during the delivery period.
A swing-option does not only define the baselevel of electricity delivery
during the delivery period, but also a certain number of allowed up and
down swings. These swings allow the holder to increase or decrease the

30 A British theram unit (Btu) measures the energy required to heat one British pound
(453.6 grams) of water by 1° F.
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amount of electricity to be delivered or received compared to the base-
level. Each swing is generally valid for one day. Therefore, these contracts
offer a high level of flexibility and therefore reduce the volume risk of plain-
vanilla contracts substantially. Due to their low degree of standardization,
swing-options are entirely OTC traded.

2.3.1.2 Cross-Border Electricity Markets

In cross-border electricity markets, derivatives are distinguished, analogous
to national markets, between financially and physically settled products. In
Europe, three types of contract are of special interest.?! Physical transmis-
sion rights (PTRs) securitize the right to physical capacity on a particular
transmission path during a predefined period of time (usually multiples of
one hour). PTRs are generally issued as option contracts. This means the
holder of a PTR can decide whether to exercise the inherent right and in-
ject electricity into the power grid. In case of congestion and therefore price
differences in neighboring regions, the PTR allows for a profit by buying
electricity in the cheaper market and selling it in the more expensive area.
Since PTRs are limited to a specific direction when injecting electricity, the
sign of the price difference is important for a potential profit. The resulting
payoff can therefore be stated as

+
Payoff prp = 1 ¢ pPA _ pB 2.5
=11

31For a discussion of the relevant products in European cross-border electricity markets see
ETSO (2006). For an introduction to relevant products in the US market see Kristiansen
(2004c).
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The above stated payoff corresponds to a PTR that allows to transfer
electricity from region B to region A. Based on this payoff profile, the
PTR can be seen as a physically settled option contract where electricity
from region A can be swapped against electricity from region B, where
PA (PP) refers to the electricity spot price in region A (B) at time t.
Also, the PTR can be seen as an option on electricity in region A with
the non-constant strike price P”. Analogous to national contract, PTRs
have also a temporal dimension. PTRs are available on an hourly, monthly
or yearly basis. PTRs are currently the most widely used derivatives in
the cross-border electricity markets in the UCTE area. All of Germany’s
cross-border capacities are managed via PTRs.

The financial equivalent to PTRs are financial transmission rights (FTRs).
FTRs can either be mutually binding in form of a forward contract or
equipped with an exercise option for the holder. While for the latter case
the payoff is identical to (2.5), the payoff of a FTR forward contract can
be written as

1 B

PA — PPy, 2.6
T2_T1t§1(t t) ( )

Payoftprp =

which is identical to the payoff of a swap contract. In contrast to PTRs,
the holder of a FTR is not required to engage in any physical transactions
in order to profit from a price difference, i.e. FTR are purely financially
settled. Both PTRs and FTRs are auctioned by the TSO or any orga-
nization entitled to auction these contracts by the corresponding TSOs.
All cashflows occurring in the process of the auctioning are managed by
these TSOs. Thus, the volume of issued PTRs and FTRs is determined
by TSO and based on the available capacity.?? Although PTRs and FTRs

32 Although PTRs and FTRs incur the same payoff, from a financial perspective, these
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are auctioned by the system operator, the method of auctioning funda-
mentally differs for both contracts. While FTRs are auctioned implicitly,
PTRs can be auctioned implicitly as well as explicitly, where the latter is
by far more common in Europe today. Explicit auctioning of PTRs relies
on the contract path model for assigning transmission capacity. The two
corresponding TSOs are involved in the auction which is often organized
by a separate office. The TSOs receive the auction proceedings and the
owner of the PTR benefits from potential price differences. FTRs require
implicit auctioning, where a independent system operator (ISO) needs to
organize the allocation of transmission capacity. FTRs are usually applied
in a zonal pricing environment. Every generator notifies the ISO about
price/volume combinations made available at each node and each load en-
tity does the same for the demand. The ISO then calculates the nodal
prices, where the difference between two nodes is the underlying for the
specific FTR. Although the utilization of nodal pricing for FTRs leads to
an exponential relation between nodes and possible contracts, all FTRs
are related to physical flows and therefore, liquidity is no limiting factor.??

The third type of derivative in cross-border electricity markets in Europe
are Contracts for Difference (CfDs). These products are financially settled
forwards on the spread between two regional electricity prices. Therefore,
they have the same payoff as FTR forwards stated in (2.6). In contrast
to FTRs and PTRs, however, CfDs are exchange traded contracts. Thus,
CfDs are traded bilaterally and the corresponding T'SOs are not involved.
Moreover, CfDs are not subject to any restrictions concerning their vol-

two contract types differ in significant issues. See Hogan (2000) and Hogan (2003) for a
discussion on FTRs and PTRs and their influence on market power. An analysis of the
impact of PTRs and FTRs on the allocation and pricing of transmission rights, as well
as the welfare properties of these contracts can be found in Joskow and Tirole (2000).

33 8iddiqui et al. (2005), for example, state that in New York alone, 120,000 FTRs are
possible.



2.3. DERIVATIVES IN ELECTRICITY MARKETS 35

ume. It is, however, not simply possible to introduce CfDs due to liquidity
constraints. Since CfDs are not related to physical electricity flows, it is
hard to establish sufficient liquidity to trade CfDs in a cross-border set-
ting. In case of 100 zones (or nodes), there are almost 5,000 possible CfD
connections. Therefore, the introduction of CfDs generally requires the
establishment of an unconstraint system price comprising all zones (or
nodes) without considering physical constraints. Then, a forward/future
on the system price, and in this course the elimination of all zonal/nodal
forward /futures, in combination with 100 CfDs (each contract written on
the difference between the system price and one zonal or nodal price) are
sufficient to hedge cross-border price risks. Currently, CfDs are employed
in the Nordel area where they are the sole product used for managing cross-
border risk.?* CfDs are traded at Nord Pool where monthly, quarterly and
yearly delivery periods are distinguished.?>

2.3.2 Modelling Approaches

Electricity is, as discussed, assumed to be not storable at reasonable costs.
This fact has a large affect on the modeling of electricity prices and the val-
uation of electricity derivatives. Simple buy-and-hold arbitrage strategies,
as for example applied in equity markets or the market for COy certifi-
cates, are not suitable for the electricity market.?® Rather, in commodity

34Nordel is the Nordic equivalent to UCTE. It is the organisation for the Nordic trans-
mission system operators and comprises the countries Norway, Sweden, Finland and
Denmark.

35 G8ee Kristiansen (2004a) for a further discussion of CfDs in the Nordic market.
36 C0; certificates, or European Union Allowances (EUA), entitle its holder to the emission
of one tonne of CO2. These contracts were established in the course of the European

Union Emission Trading System (EU ETS) and are governed by the Kyoto Protocoll.
See Uhrig-Homburg and Wagner (2008) for a thorough introduction into the EU ETS.
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markets, two methods need to be distinguished. The first explains the dif-
ference between today’s spot and forward price based on the theory of
storage. In addition to interest forgone through storing the commodity,
storage costs for holding the commodity and a convenience yield on inven-
tory have to be considered. Therefore, the interest rate, storage costs and
convenience yield form a limit for forward prices. This approach was first
introduced by Kaldor (1939) and Working (1948). However, the theory of
storage is, analogous to the buy-and-hold strategy in equity markets, not
directly applicable due to the non-storability of electricity.?”

In the case of electricity, the expectations and risk preferences of market
participants determine forward prices. This assumption constitutes the sec-
ond approach for which the forward price is split into the expected future
spot price and a risk premium . The latter represents a premium (discount)
that buyers (sellers) of forward contracts are willing to pay (accept) in ad-
dition to the expected future spot price in order to eliminate the risk of
unfavorable future spot price movements. Cootner (1960), Dusak (1973)
and Breeden (1980) were among the first to introduce this approach. Duffie
(1989) and Moulton (2005) extend the perspective to outside speculators.
They explain the risk premium as a compensation for speculators to pro-
vide a form of insurance service to consumers and producers.

Therefore, the determination of the risk premium is the essential of the val-
uation of electricity derivatives.?® In order to determine risk premia, there

3TNevertheless, indirect storage of electricity is possible via its input fuels. Routledge et al.
(2001) extend the theory of storage approach to include commodities that are not directly
storable. In addition, Deng (2005) applies the theory of storage approach to Nord Pool
forwards and finds a negative relation between forward prices and water reservoir levels.
However, hydropower plants are rather scarce, with the exception of Norway, and this
indirect storage is available only to hydropower generators. This poses a restriction on
the use of indirect storage models.

3 Among others, Longstaff and Wang (2004) and Geman (2005) show that there exist
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exist three approaches in electricity markets. These comprise econometric
models, equilibrium models and reduced-form models.

2.3.2.1 Econometric Models

The idea of econometric models is the prediction or forecast of future spot
prices based on lagged spot prices and other exogenous factors. The lat-
ter may include all factors influencing electricity prices such as demand,
weather or information about resource fuels (e.g. prices or storage data of
oil or natural gas). The risk premium in econometric models is determined
implicitly. Among others, Elliot et al. (2003) and Fleten and Lemming
(2003) apply econometric models in order to model electricity prices. Al-
though econometric models are practicable for the short-term forecast of
prices and other factors influencing these prices, they are discussed in cur-
rent literature only to a limited extend. This includes both national as well
as cross-border electricity markets.

2.3.2.2 Equilibrium Models

Equilibrium models are based on the modelling of the economic drivers of
electricity markets. The electricity price is then determined endogenously
as a result of the equilibrium condition of the market. A large advantage
of equilibrium models is the determination of structural relationships of
electricity prices and their determining factors. Risk premia are determined
endogenously by supply and demand. Although equilibrium models offer
important insights to the impact factors for electricity prices, these models
have yet not been applied to cross-border electricity markets. On a national

significant risk premia in the market for electrictiy derivatives.
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level, however, two fundamental equilibrium models need to be mentioned
for the electricity market. Routledge et al. (2001) derive an equilibrium
price for electricity as well as its generating fuels. The demand function for
the respective commodities is given exogenously as a stochastic function.
The resulting prices for electricity and other input resources are finally
determined based on the utility maximization of market participants under
the restriction that for commodity markets supply and demand need to be
in equilibrium.

Bessembinder and Lemmon (2002) derive a static one-period model where
spot and forward electricity prices as well as the risk premium are de-
termined endogenously. In their model, the demand is also exogenously
given and assumed to be stochastic. They assume a closed economy with
two kinds of market participants, producers and retailers. Both can trade
either in the wholesale (spot) or in the forward market. Given a total pro-
duction of producer ¢ of @ p;, the total cost function (7°C') is of the form

TC; = F + % (Qpi)°, (2.7)
where F' represents the fix cost, a and ¢ are constant and the total produc-
tion volume is the sum of the total wholesale and forward sale of producer 1,
ie. Q% and Qgi respectively. Further, Bessembinder and Lemmon (2002)
assume that producers and retailers are risk averse, i.e. the variance of
profit enters negatively in the utility function. Each retailer can sell to
consumers at a fixed retail price Pg. The equilibrium forward price is then
derived by maximizing the utility function for producers and retailers as-
suming the market clearing condition that the total demand (QP) is equal
to the total production, i.e. QP = QF. Total demand and production are
simply the sum over all retailers and producers respectively. The equilib-
rium market price of a forward contract at time ¢ with maturity in time 7T’
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(Fyr) follows as

Fyr = E(Pr) + aVar(Pr)+ ySkew(Pr). (2.8)

where Var(Pr) and Skew(Pr) indicate the variance and unstandardized
skewness of the spot price at maturity Pr. For reasons of tractability,
we refrain from stating detailed expressions for a and . However, « is
expected to be negative and v is positive.?? Thus, the forward price is
negatively related to the variance of the spot price and positively related
to the unstandardized skewness of the spot price.*’ Ullrich (2007) extends
the Bessembinder and Lemmon (2002) model allowing for different levels of
retail versus wholesale prices and thus changing signs of ae. Moreover, in his
model spot and forward prices are not determined by the absolute demand,
but rather by the demand relative to existing capacity. This leads to more
realistic trajectories for spot prices, especially in terms of the pronounced
jumps.

The advantage of equilibrium models, i.e. the determination of economic
drivers of spot and derivative prices, however, comes at the cost of tedious
estimation and therefore only limited use for the valuation of electricity
derivatives. The problem is that most underlying parameters used in equi-
librium models, e.g. the cost function of generators, are latent, i.e. not
directly observable and therefore hard to determine. Biihler and Miiller-
Merbach (2007a) derive a dynamic version of the Bessembinder and Lem-
mon (2002) model and use both models for the valuation of electricity
futures at the Scandinavian power exchange Nord Pool. They compare

39While « is always positive, the sign of a is in general negative depending on the relation
between retail and wholesale prices.

*08ee Muck and Rudolf (2008) for a detailed discussion of the Bessembinder and Lemmon
(2002) model.
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their results to a one factor diffusion model. Although the equilibrium
model better fits observed spot and futures prices, its complex implemen-
tation prevents an efficient use for the valuation of electricity derivatives,
for which reduced-form models seem better suited.

2.3.2.3 Reduced-Form Models

Reduced-form models are the most prominent models for the valuation of
derivatives not only in national and cross-border electricity markets, but
in equity, fixed income, foreign exchange and general commodity markets
as well. Here, a limited number of stochastic factors is used to adequately
describe the underlying spot price process. Based on the exogenously spec-
ified spot prices and risk premia, derivative prices are derived.*! The ap-
plied factors include both diffusion and jump components. The aim of the
specification is an adequate representation of observed market prices and
its characteristics while at the same time, these models provide as much
tractability as possible.

A combination of reduced-form and equilibrium models are the structural
models.*?> Here, the fundamental influencing factors, e.g. supply, demand,
capacity or fuel prices, of electricity prices are governed by exogenously
specified stochastic processes. The resulting electricity prices are then a
function of these input factors. Eydeland and Geman (1999), Eydeland and
Wolyniec (2003), Cartea and Villaplana (2008) and Pirrong and Jermakyan

41Tn case of the determination of forward prices, it is also possible to model forward prices
or the entire forward-curve directly instead of deriving it from spot prices. Eydeland and
Geman (1999) model single forward prices as a function of todays spot price, expected
demand and the forward price of the generating fuel. Benth and Koekebakker (2008)
use the approach from Heath et al. (1992) and model the entire forward curve directly.

12Cf. Pirrong (2008).
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(2008) use structural models for the valuation of electricity derivatives in
national markets whereas Skantze et al. (2004) applies a structural model
for the valuation of financial transmission rights in the New York electricity
market.

2.4  Valuation of Derivatives

This section focusses on the application of reduced form models for the
valuation of electricity derivatives as they are the most widely used mod-
els for the valuation of derivatives in terms of actual pricing. Although
equilibrium models are not of lesser importance as they offer important
insights on the influencing factors of derivative prices, they are not applied
for pricing purposes in practice due to the mentioned complexity prob-
lems. After having introduced the evolution of reduced-form models, this
section discusses the application of reduced-form models to the valuation
of national as well as cross-border derivatives.

2.4.1 Valuation Models
2.4.1.1 Evolution of Reduced-Form Models

A pioneer in the field of reduced form models was Louis Bachelier. Bache-
lier (1900) was the first to apply Wiener processes to model the movement
of stock prices and even developed a solution for the valuation of put
and call options.*> Although his work was widely celebrated as a land-

43We refrain from a formal treatment of the financial mathematics of Wiener processes
as they are extensively discussed in the literature. For a textbook treatment we refer to
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mark event in modern finance, it was not before 1973, until the idea of
using a Wiener process for modelling stock returns was picked up again.
In their seminal work Black and Scholes (1973) as well as Merton (1973a)
develop closed-form solutions for the valuation of European put and call op-
tions.** The solution of the Black/Scholes model is based on no-arbitrage
considerations. The main advantages of their approach are the intuitive
solution and the analytical tractability. Therefore, the framework of the
Black/Scholes model has been applied by several authors for the valua-
tion of contingent claims. Merton (1973b), Rubinstein and Reiner (1991),
Kunitomo and Tkeda (1992) and Carr (1995) use the Black/Scholes set up
for the valuation of barrier options. Stulz (1982), Johnson (1987), Boyle
et al. (1989), Boyle and Tse (1990), Rubinstein (1991), Rich and Chance
(1993), Kirk (1995) and Zhang (1995) apply the ideas of the Black/Scholes
model to the valuation of options on several assets. In addition, lookback
options were first priced using the Black/Scholes framework by Goldman
et al. (1979), Conze and Viswanathan (1991) as well as Heynen and Kat
(1994), while Geske (1979) investigates compound options.

The intuitive and tractable solution of the Black/Scholes formula, however,
comes at the cost of a number of restricting assumptions. These include
a constant interest rate at which borrowing and lending is possible, no
dividends of the underlying stock, no taxes and transaction costs, the pos-
sibility of short-selling, a constant volatility of stock returns as well as
continuous and normally distributed stock returns.*> Thus, in spite of the
popularity of the Black/Scholes model, empirical analyses show that it is
not able to capture observed market prices. MacBeth and Merville (1979)

Musiela and Rutkowski (2002).

“Throughout this chapter, this model is referred to as the BlackScholes model. Strictly
speaking, their solution should be considered as a quasi closed-form solution as it requires
evaluating the cumulated standard normal distribution function.

5Cf. Black and Scholes (1973), p. 640.
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and Beckers (1980) for example show, that the Black/Scholes model under-
estimates in-the-money options while out-of-the-money options are gener-
ally over estimated. Although Rubinstein (1983) points out some flaws in
the aforementioned analysis, it is widely accepted that the Black/Scholes
model is not capable of matching observed prices. Therefore, in order to
better fit observed option prices, the assumptions of the Black/Scholes
model are questioned and successively relaxed. In this course, research fo-
cuses on the assumption of normally distributed stock returns as well as
constant volatilities, as the other assumptions, mentioned above, are either
rather simple to incorporate or have only little impact on option prices.*
When looking at stock prices, they usually follow small erratic movements.
However, from time to time, stock prices are subject to large movements
questioning the reasonability of a continuous process in order to model
these prices. In order to account for the jumps in stock prices, among others
Merton (1976), Ball and Torous (1985) and Naik and Lee (1990) extend
the Black/Scholes model by including jumps in the underlying process.*”
Although this approach helped to better match the prices of short-term
options, it is not capable of adequately modelling long-term option prices.

Another important extension to the Black/Scholes model addresses the
assumed constant volatility. Latané and Rendleman (1976) were the first

*0Cox and Ross (1976) show that the interest rate has a rather small impact on the option
price. Dividends can be included by either adjusting the drift in case of a continuous
dividends or subtracting the present values of the dividends in case of discrete dividends
(see Merton (1973a)). Finally, transaction costs and taxes can also be included in the
model as done, for example, by Ingersoll (1979).

4T Another approach follow Jarrow and Rudd (1982). They approximate the observed dis-
tribution by a normal distribution where the third and second order moment is included
via series expansion. Since the authors do not offer an empirical analysis of their work
and their approach is not further discussed in the literture, we refrain from a detailed
discussion.
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to address the problem of the Black/Scholes volatilities. As options are
forward looking contracts, estimating volatilities based on historic data
is not appropriate. Rather, they recommend using the volatilities implied
in other options already traded. As all input factors besides volatilities
are observable, there is a one-to-one relation between option prices and
implied volatilities.*® Although implied volatilities are helpful in provid-
ing the adequate parameter for option valuation, this approach does not
help to resolve the problem of constant volatilities when modelling stock
prices. MacBeth and Merville (1980), for example, show that stock prices
are negatively correlated with volatilities and that implied volatilities vary
systematically with the degree of moneyness and time-to-maturity of an
option. In order to address these issues, Cox (1975) and Cox and Ross
(1976) were among the first to address the issue of non-constant volatili-
ties and introduce the constant elasticity of variance (CEV) model. Here,
the stock price returns are non-centrally x? distributed leading to fatter
tails compared to the normal distribution assumed in the Black/Scholes
framework. This approach, however, is not able to adequately model ob-
served option prices. A different, albeit similar, approach applies the so
called stochastic volatility models where the volatility is governed by a
separate stochastic process. These models are extensively addressed in the
literature and are discussed, among others by, Chesney and Scott (1987),
Hull and White (1987), Johnson and Shanno (1987), Scott (1987), Wig-
gins (1987), Hull and White (1988), Melino and Turnbull (1990), Stein
and Stein (1991), Heston (1993), Ball and Roma (1994), Griinbichler and
Longstaff (1996) and Schobel and Zhu (1999).

The logical result from the above discussed modelling approaches is a com-
bination of stochastic volatility and jumps in the underlying. Among oth-
ers, Bates (1996), Bakshi et al. (1997), Bates (2000), Scott (1997) and Pan

48 As implied volatilities provide information on the relative expensiveness of options, they
are the preferred method of communicating option prices.
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(2002) follow this approach, where some also include stochastic interest
rates. Broadi et al. (2007) extend these models and also include jumps in
the volatility. A general class of models that includes all above mentioned
approaches offer Duffie et al. (2000). These models are the so called affine
jump-diffusion models. This class contains an arbitrary number of state
variables each governed by a jump-diffusion process. Prerequisite for these
models is that all parameters, i.e. the means, jump intensities as well as
the covariance matrix, need to be affine functions of the state variables.
For this class of models, quasi closed-form solutions for the valuation of
option contracts are provided using Fourier transform.*’

The evolution of reduced form models shows the almost infinite opportu-
nities these models offer while still being analytically tractable. While an
increase in model parameters certainly offers a greater amount of flexibility
and is therefore more likely to adequately match observed market prices,
the estimation becomes also more tedious. In addition, the robustness of
these models is also likely to decrease due to the inclusion of more parame-
ters to be estimated. This trade-off needs to be analyzed thoroughly and
has still yet to come.

2.4.1.2 Valuation Models in National Electricity Markets

In order to apply reduced form models to the valuation of electricity deriv-
atives, one needs to consider the unique characteristics of electricity prices
discussed above. The first characteristic considered is the seasonality. In
order to account for seasonal trends in electricity prices, the observed
prices are generally assumed to consist of a deterministic trend and one

49 A1l of the mentioned models rely on a vector-based specification of state-variables. A fur-
ther generalization are matrix diffusion models. Leippold and Trojani (2008) or Branger
and Muck (2009), for example, use Wishart processes to model stochastic covariances.
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(or more) stochastic components. Let us assume the electricity price to be
log-normally distributed. Then, the logarithm of the spot price at time ¢,

i.e. In P;, can be written as®

In the above equation, f () is the seasonal trend. This trend is assumed
to be deterministic and therefore only a function of time. Y; is the sto-
chastic component that is calculated as the residual after subtracting the
deterministic trend from observed market prices. When determining the
deterministic function, it is of utmost interest to incorporate the electricity
immanent seasonality. Several approaches are currently discussed for deter-
mining the seasonal trend. Weron et al. (2004), Hikspoors and Jaimungal
(2007) as well as Pilipovic (2007) use a sinusoidal function to model the de-
terministic trend. Huisman and De Jong (2003) and Haldrup and Nielsen
(2006a) in contrast use piecewise constant functions to filter out the sea-
sonal trend on an intra-weekly and annual basis. A combination of both,
generally applied in form of a piecewise constant function for an intra-week
effect and a sinusoidal function for annual seasonality, is applied by Lucia
and Schwartz (2002), Bierbrauer et al. (2007), Seifert and Uhrig-Homburg
(2007) and Nomikos and Soldaots (2008).

After separating the stochastic component that should not contain any sea-
sonality, one needs to find an appropriate process to model the stochastic
behavior of electricity prices. One of the first models in electricity markets
was proposed by Lucia and Schwartz (2002). In a first step, they use a

%0 Another approach models the spot price directly, which then is also decomposed into
a seasonal trend and a stochastic component. In this case, Equation 2.9 changes to
P, = f (t)+Y:. As the following description of reduced-form models does not significantly
change in this case, we refrain from discussing both approaches.
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one factor diffusion model where the spot price is defined as in (2.9) to
model spot prices at Nord Pool.?! In this model the stochastic component
is governed by

dY; = —kYidt + odW (). (2.10)

Thus, the stochastic component is governed by an Ornstein-Uhlenbeck
process, where k is the mean-reversion speed, o is the parameter of the
volatility and dW (t) is an increment of a Wiener process.’> This model
set up allows modelling the fact that electricity fluctuates in the short-
term but tends towards a constant level in the long run. In addition to the
one factor model, Lucia and Schwartz (2002) extend their approach and
include a second factor also governed by a diffusion process. The two factor
model builds on the one factor model where in (2.9) we write Y; = X;+ Z;.
The latter two stochastic components are governed by

dX; = — kXydt + o xdWx (1) ,

(2.11)
dZy =pdt + o zdWy (t) s

where the two Wiener processes are correlated, i.e. E [dWx (t) dWyz (t)] =
pdt. Although incorporating a second stochastic factor improves the model
fit, as it offers a greater deal of flexibility, both, the one and two factor
model are not able to reproduce the spikes observed in electricity prices.

1See Wilkens and Wimschulte (2007) for the application of the Lucia and Schwartz (2002)
model to the German electricity market.

"2 A similar model was applied by Vasicek (1977) for modelling interest rates. In our
approach, the mean-reversion level is zero as any constant is already considered in the
deterministic function.
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Thus, an application to modelling spot prices using the Lucia and Schwartz
(2002) model does not seem appropriate.’?

Based on the one and two factor diffusion models, research focuses on
extending these models in order to better match the unique feature of
electricity prices. Although seasonality and mean-reversion are already in-
corporated in those models, the striking spikes observed in market prices,
i.e. discontinuities in the paths of state variables, are not matched. The
implementation of jump components into reduced-form models therefore
became the center of further research.

When implementing jump components, one needs to distinguish the char-
acteristics of the jumps. Generally, there are two types of jumps observed
in electricity markets. When looking at the behavior of electricity prices
at the EEX (see Figure 2.5) the short-term feature of jumps is evident.
These jumps are considered as spikes as they only last at most a few days
until prices revert back to the mean-reversion level leading to the typi-
cal spiky trajectory of spot prices.’* Another type of jumps in electricity
prices is observed in daily spot prices at Nord Pool as shown in Figure
2.10. Although electricity prices are also subject to extreme and sudden
movements, they do not immediately revert back to the long-term level.
Further, although significant, the amplitude of jumps is moderate com-
pared to EEX prices. The reason for the observed jump pattern is the
large impact of hydropower in the Nordic market with a share of 58% of
all electricity generation in 2008. Cheap hydropower hampers large spikes
to occur while shocks to electricity prices are mostly due to shocks to the

%3 Although the Lucia and Schwartz (2002) model might seem promising to model the
futures price directly, seasonality or the mean-reversion characteristic is not evident in
futures prices. Thus, the fundamental Black (1976) model should be applied.

4 Geifert and Uhrig-Homburg (2007), for example, find that jump in EEX spot prices last
on average around three days.
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hydropower supply. As changes in the hydropower supply have a rather

medium to long-term effect, price jumps are also apparent for longer peri-
ods.?®
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Figure 2.10: Daily spot prices at Nord Pool between 2001 and 2008.

The first approach of implementing jumps in processes for electricity prices
is based on Merton (1976). Following Escribano et al. (2002), (2.10) is ex-

tended and the stochastic component of the electricity price is then gov-
erned by’

dY; = —kYydt + odW (t) + Jedg;. (2.12)

5See Nordel (2009), p. 3, for details on hydropower in Nordic countries. For a thorough
analysis of hydropower on electricity prices at Nord Pool, especially during the drought
between 2002 and 2003, see Von der Fehr et al. (2005).

0Tn contrast to Merton (1976), however, jump risk is explicitly priced in electricity mar-
kets. The assumption of diversifying away jumps is not applicable for electricity as
electricity is not storable.
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Here, ¢ is a Poisson process with jump intensity A. Thus intuitively, the
probability of a jump during a time interval of length dt is Adt. While
the Poisson process governs the occurrence of a jump, the jump size is
determined by J; which is normally distributed, i.e. J; ~ N (,u I 02J). This
approach to model jumps in electricity prices is, among others, also applied
by Eydeland and Geman (1999), Johnson and Barz (1999), Clewlow and
Strickland (2000) and Cartea and Figueroa (2005). When modelling jumps
via reduced form models, the jump intensity of the above introduced Pois-
son process needs not to be constant. Rather, it might be useful to let the
jump intensity follow a seasonal trend. In this case, one can model a higher
jump intensity during Winter months when general demand for electricity
is already high.

The spikes observed in the electricity prices in Figure 2.5, however, can-
not be adequately matched with the above introduced jump components.
Although the inclusion of the jump component allows the modelling of
infrequent price jumps, the price is not immediately pulled back to the
long-term mean-reversion level to form the typical spike pattern. Rather,
the mean-reversion characteristic models a gradual return to the basis.
While the time until the price reverts back to the long-term mean can be
reduced by increasing the mean-reversion speed, it would lead to unrealistic
values of the mean-reversion speed. In order to better fit the spike pattern
of electricity prices, Geman and Roncoroni (2006) extend the above de-
scribed model. Instead of determining the sign of the jump by the normally
distributed jump size random variable, they define the sign of the jump
depending on the current electricity price level. In case the electricity price
is below a given threshold, the jump is positive, while jumps are strictly
negative if the current price level is above the threshold. Although this
model is capable of matching spikes in electricity prices, the application
and estimation is rather tedious. Another approach to modelling spikes
was mentioned by Simonsen et al. (2004). They disentangle the jump from
the diffusion component. Given the spot price definition from (2.9), where
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the stochastic component Y; is again separated, i.e. Y; = X; + Z;, the
stochastic components are governed by

dXt = — /{Xtdt + O'dWX (t) s

(2.13)
Zt :Jtdqt.

In this model, a jump that occurs at time ¢ vanishes immediately afterwards
leading to the characteristic spike pattern.

Besides the above discussed reduced-form models to describe electricity
prices, another type of models has recently received a lot of attention in
the literature. Instead of using one process to model electricity prices, two
or more processes are used where only one of these processes describes
the electricity price at one point in time. These models are referred to as
regime-switching models. They are based on the idea that the behavior
of electricity prices is subject to structural chances over time. Regime-
switching models were firstly introduced by Hamilton (1989) in a macro-
economic context and are applied to electricity markets, among others, by
Huisman and Mahieu (2003), De Jong (2005) and Bierbrauer et al. (2007).
In order to describe the functioning of regime-switching models, we use
a two regime model from Bierbrauer et al. (2007). We assume that the
electricity price is governed by two processes one for the normal periods
and the other for turbulent phases. The first process can be written as

Yt71 =c+ (z)}/t_Ll + &g, (214)

where g, ~ N (O,ag). Thus, the basis for our electricity price model is
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a simple Lucia and Schwartz (2002) one factor model.’” In contrast, the
electricity price in wild phases is simply a normally distributed variable
and we can write

Y2 ~ N (py,08) . (2.15)

In order to identify when to switch between the two regimes, one needs to
estimate the transition matrix. This matrix is not a priori evident but needs
to be estimated from observed electricity prices. In case of two regimes,
the transition matrix I can be stated as

(2.16)

. . b 1—b
II=Pr(Rep1=jlR=1);j-12= ( 1 11> ‘

1—0ba2 b2

Based on this notation, the transition matrix states the conditional prob-
abilities b;; that the regime in the next time step R;y; is regime j, condi-
tional on the information that the current regime is ¢, i.e. Ry = 4, for all
1,7 = 1,2. In case we want to model spikes that only last one day, we need
to set baa = 0. Given the estimated parameters of Bierbrauer et al. (2007),
Figure 2.11 shows simulated electricity prices between 2001 and 2008.%%

5 . .
STFor demonstration purposes, we use discrete models.

8 The parameter values for the simulation are obtained from Bierbrauer et al. (2007). Since
they model the logarithm of the spot price and therefore, their stochastic component is
also based on the logarithm of spot prices we convert simulated prices into EUR/MWh.
The original parameter values are, in regime 1 ¢ = 1.105, ¢ = 0.639, o2 = 0.145, regime 2
Ly = 2.916 and U%; = 0.658. The transition probabilites are b11 = 0.953 and b22 = 0.658.
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Figure 2.11: Simulated prices for the stochastic residual of a regime-
switching model with two independent regimes described in Equations 2.14
through 2.16.

2.4.1.3 Valuation Models in Cross-Border Electricity Markets

The above described derivatives in cross-border electricity markets, see
(2.5) and (2.6), are based on the spread between two locational electricity
prices. The resulting payoff profile corresponds to the payoff of exchange
products as the spread is identical to exchanging one electricity price for
another. Margrabe (1978) was the first to discuss the valuation of exchange
derivatives in equity markets.’? He develops a closed-form solution for
exchange options in case both assets follow Geometric Brownian Motions
(GBM) as, for example, in the Black and Scholes (1973) model. Due to this
setup, however, the Margrabe model has the downside that its assumed

""Note that at the same time as Margrabe, Fischer (1978) derives an identical formula
for the valuation of exchange options. Throughout this thesis, however, we refer to the
exchange option formula as the Margrabe model.
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underlying processes do not reflect neither the seasonality, nor the mean-
reversion characteristics nor the spiky trajectory of electricity prices. An
extension of the Margrabe model to be applicable has not been introduced
in the literature.

Instead of modelling both assets separately, Dempster et al. (2008) show
that in case of co-integrated price processes it may be appropriate to model
the spread directly. Since electricity prices in neighboring regions are usu-
ally co-integrated, modelling the spread directly is a suitable approach for
electricity exchange options. Thus, the valuation of electricity exchange
options reduces to modelling a single price process, i.e. the spread, and
pricing the derivatives written on this underlying. In this case, the afore-
mentioned models for national electricity markets might be applicable. The
important issue, however, is that price spreads exhibit unique features that
distinguish their trajectory from those of national electricity prices. Thus,
it is of utmost relevance to choose an appropriate reduced-form model for
the valuation of derivatives in cross-border electricity markets.%°

2.4.2 Solution Techniques

In order to apply the above discussed valuation models for pricing electric-
ity derivatives, this section shortly introduces several solution techniques.
We hereby distinguish analytical and numerical methods and exemplify
their application based on the Lucia and Schwartz (2002) one factor model
described in (2.9) and (2.10). We use this model for the valuation of a plain
vanilla call option with a payoff given in (2.3). In order to keep the discus-
sion tractable, we assume that the option matures at one point in time,
and not over a period, and that all parameters are the corresponding risk-

50We will propose a suitable model in a later chapter of this thesis.
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neutral parameters.%!

2.4.2.1 Analytical Methods

Analytical solutions are all solutions that are expressed in closed form.
Here, closed form is understood in a broader sense as these solutions may
contain an integral that needs to be solved numerically, as for example
in the model of Black and Scholes (1973). The first and, if applicable,
simplest approach of pricing a contingent claim is the risk-neutral valuation
principle where the derivative is priced as its discounted expected payoff
under the risk-neutral measure. Therefore, the price of a call option at time
0, i.e. Cp with maturity at time 7" written on the electricity spot price Pr
can be written as

Co=E?[(Pr—K)"] - e, (2.17)

where K is the strike price of the option and r is the constant risk free rate
of interest. The super index Q indicates the expectation under the risk-
neutral measure. As the electricity price in case of the Lucia and Schwartz
(2002) one factor model is log-normally distributed, the solution to (2.17)
is straight forward. The solution to the SDE in (2.10) can be stated as

t
Y; = e Yy + ae”t/ e dW (s). (2.18)
0

81 Harrison and Kreps (1979) and Harrison and Pliska (1981) show that in an arbitrage
free market, there exists at least one risk neutral measure. As electricity markets are
incomplete, we assume one of the infinitely many measures for modelling. The relevant
measure must be estimated from market prices. We address the topic of measure change
in detail in the subsequent chapters of this thesis.
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Hence, Y; is normally distributed and follows an Ornstein-Uhlenbeck process.
Since the seasonal component in (2.9) is deterministic, In P; is also nor-

mally distributed with mean and variance given as%?

E° [ Pr] =f(T) + (In Py — f(0)) - e

2 - (2.19)

Q

Var[ln Pr] =

[\
BN

Using this set up, we can derive the call price as the discounted expectation
under the risk-neutral measure as

Co =e"7 [G[EQ[InPTH—%VaT’[InPTH O (dy) - K-® (dQ)] ,

_E9[nPr]—InK + Var[In Py
Var [In Pr]

d2 =d1 — \/ Var [ln PT].

d (2.20)

Y

The expected value and variance are applied as in (2.19) and @ (-) indicates
the operator of the cumulative standard normal distribution.

Another approach for the valuation of the call option from (2.17) is solving
the respective partial differential equation (PDE). We assume that the call
price Cy is a function g (-) of time ¢ and the electricity price P, i.e.

62See Mikosch (1999) for the derivation of the variance.
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At the moment we do not know the SDE of the electricity price P, but
only the SDE of Y;. Since P;, however, can be expressed as a function of
Y, ie. P = WYt we can apply Ito’s Lemma to receive the following
SDE for the electricity price

dP; = Kk [’y (t) —In Pt] Pdt + o P, dW (t) , (222)

where

K

v(t)=1<;az+d{lf)>+f(t).

Now that we know the SDE of the electricity price, we can reapply Ito’s
Lemma to the call price as a function of time and the electricity price given
in (2.21). We receive for the call price

_[ac aC 1 , ,8°C
» (2.23)
+O'Pt87PdW(t),

where 7y () is defined as in (2.22). In a risk-neutral setting, an investor only
requires a return equal to the risk-neutral interest rate r. Therefore, the
expected return when holding the option is calculated as the option price
multiplied by the risk-neutral interest rate. Further, the expected change
in the option price is the deterministic trend, as the expected value of the
Wiener process increment is zero. Putting all parts together, we can write
down the PDE of the call option as
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oC oC 1 9*C
5 HF [y (t) — In P;] Pios+ iaszﬁ —Cy-r=0, (2.24)

where r is again the risk-neutral interest rate. Finding a solution for the call
price Cy that solves the above stated PDE, given the initial and boundary
conditions, is not trivial. An heuristic approach is unfortunately not avail-
able. For details, we refer to Evans (1998) who provides in depth analysis
on how to solve the most common types of differential equations.

Although solving the above stated PDE is rather tedious and not always
possible, Duffie et al. (2000) derive a general solution for option prices in
case of an affine model setup. This approach constitutes the third method
of solving option prices analytically and works for all affine models and
arbitrarily many state variables. We will only introduce the general idea of
this approach as a thorough discussion is extensive and beyond the scope of
this thesis. We therefore refer to Muck (2006a) for a detailed and intuitive
description of affine models.

Let us assume that the spot price P is an exponentially affine function in
the state variable X () such that

P (t, X (t)) = et®+0O)-X(O) (2.25)

where b(t) € R and b(t) € R™. Further assume that the interest rate is
constant and thus linear affine in X (¢). Then the price of a call option
with strike L at time ¢ and maturity in time 7', i.e. Ct 1, can be expressed
in terms of a function G () such that%

83See Duffie et al. (2000) for a detailed proof and Muck (2006a) for an intuitive illustration.
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Cir = WG (~InL+b(t),t,T,b(t),—b(t))
—L-G(-InL+b(t),t,T,0,-b(t)).

Solving G directly is in most cases not feasible. However, we can calculate
the Fourier transform of G (y), i.e. G (z) defined as

() = / TG (y) (2.26)

—0o0

where i = y/—1. Calculating the Fourier transform explicitly involves solv-
ing a set of ordinary differential equations (ODEs). This can be done either
analytically or numerically using the finite differences scheme discussed in
the next section. After having calculated G (z), the function G (y) can be
calculated by applying the inversion formula to the Fourier transform to
receive

G(y) = ¢ _1 /000 1Im [eizy] dz, (2.27)

2 T z

where Im [-] returns the imaginary part of a complex number. Since the
Fourier transform G (z) is known, (2.27) determines the price of the call
option. Figure 2.12 shows the general set up of the Fourier transform.

Although calculating the Fourier transform involves some algebra, the gen-
eral set up remains unchanged when introducing further state variables (as
long as the affine structure is guaranteed). Thus, the model of Duffie et al.
(2000) offers a convenient yet flexible approach for option pricing especially
in case of several state variables.
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Fourier Transform
G (z) >

QD

(z) = (i e~ dG (x)

Calculate Fourier

Not Feasible Transform Explicitly

Inversion Formula

Figure 2.12: Set up of Fourier transform.

2.4.2.2 Numerical Methods

While the advantages of analytical solutions are obvious, there might not
always be a way to derive them. And even in case an analytical solution
can theoretically be derived, this approach might be tedious and inefficient
for more complex contracts. May it be due to non-normality of prices or
returns or unsolvable PDEs. And even in case of an affine model setup, the
respective ODEs might not have a closed-form solution. In this case, there
are several methods for calculating the call price numerically. The three
most popular are shortly discussed here including Monte Carlo simulation,
trees and finite differences. As the performance of numerical methods is
measured with regard to the degree they match the exact solution, we
compare the exact solution, given in (2.20), with the solution received by
using each numerical approach.®® The error is measured as a percentage

%4For all three numerical methods we refer to the same option where x = 0.20, ¢ = 0.20,
r = 10% p.a., K = 54 EUR and maturity is in one year, i.e. T' = 1.0. The current
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value calculated as the absolute difference relative to the exact solution.
For simplicity, we assume the seasonal component to be zero at all times
such that the underlying spot price P, is governed by the following SDE

dP; = —kIn P, - Pudt + o P, dW (t) . (228)

Monte Carlo simulation is probably the easiest and most intuitive method
in order to numerically evaluate an option. In the course of Monte Carlo
simulation, first introduced by Boyle (1977), one draws random samples
from the same distribution as the underlying electricity price. In our ex-
ample, we simulate the normally distributed logarithm of the electricity
price, i.e. In P; with expectation and variance given in (2.19), and convert
each resulting value into the electricity price P;. For every simulated price,
the corresponding payoff of the option is calculated and the expected value
over all resulting payoffs is calculated, where each path receives the same
weight.% Finally, since we simulate the electricity prices under the risk-
neutral measure, the expected value is discounted with the risk free rate to
receive the option price. The relative error of the Monte Carlo simulation
for different numbers of sample paths is shown in Figure 2.13.

Figure 2.13 emphasizes a fast convergence of the Monte Carlo approach.
Even in case of several thousand sample paths, the simulation is performed
within seconds. Especially in case of several state variables, this numerical
procedure is advantageous. In addition to speed and simplicity, another
huge advantage is that via Monte Carlo simulation one can obtain entire

electricity price is 60 EUR.

%5 Currently, the so called Wighted Monte Carlo methods are discussed in the literature. In
those models, the sample paths are weighted in order to better match observed option
prices. See, for example, Avellaneda et al. (2001) and Glasserman and Yu (2005) for a
discussion of those models.
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Figure 2.13: Relative pricing errors of Monte Carlo simulation.

sample paths, which offers the ability to easily price more exotic deriva-
tives such as knock-out options.% Recently, Longstaff and Schwartz (2004)
extend the Monte Carlo principle and derive an efficient method for the
valuation of American style options via simulation. Due to the growing
efficiency of Monte Carlo methods and the increasing speed of computers,
Monte Carlo simulation has become one of the most widely used methods
of valuing derivative products.

Another numerical method for the valuation of derivative products is the
model of Cox et al. (1979), which is also called binomial tree model. In
this approach, the movement of the electricity prices is described by a
binomial tree model where in each step the electricity price can either go
up or down.5” The probability for an up move (down move) is p (1 — p)

6See Muck (2006b) and Muck (2007) for a thorough discussion of exotic derivatives and
their pricing.

7 Besides binomial tree models, there are also approaches to use trinomial trees to describe
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where the resulting electricity price is P - u in case of an up move and
P - d after a down move respectively. Figure 2.14 shows the set up of the
binomial tree model.

Figure 2.14: Set up of a recombining binomial tree model.

According to Figure 2.14, the electricity price after a down move followed
by an up move is identical to the scenario where the price first increases
and then decreases. This so called recombining set up is not required but
helps to keep the calculations tractable. In case of a non recombining tree,
we observe 2" different electricity prices after n steps, while this number is

the movement of the underlying asset. The most prominent application for the imple-
mentation of a trinomial tree is short rate model described in Hull and White (1994a)
and Hull and White (1994b).
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reduced to n 4 1 in case of recombination. While the probability of an up
and down move is constant in the original binomial tree when modelling
equity prices, we need to adapt those figures to the case of mean-reversion.
Analogous to the case of equity prices, the up and down factors are defined
as u = VA and d = 1 /u and therefore constant throughout the tree.
However, the probability of an up or down move varies. Given the SDE
in (2.28) and remembering that the seasonal component is zero in our
example, the probability of an up move is given by®

1 AnP?
pij =+ L S % VAt (2.29)

for all 7,5 = 0,...,n, where n is the number of steps. The probability is
derived by identifying the first and second moment of the electricity price
process and the tree to ensure the convergence of the tree solution to the
exact one.%? At is the length of one step in the tree defined as At = T'/n.
As the probability of an up move depends on the current value of P, the
probability is not constant throughout the tree.”® After having established
our tree, we start evaluating the payoff of the option at each node at
maturity. Weighting each payoff with its probability and discounting those
values finally leads to today’s option price. Figure 2.15 shows the relative

58We refer to Lari-Lavassani et al. (2001) for a derivation of the stated probability and a
thorough discussion of the binomial tree model for electricity prices.

59We remove one degree of freedom by stating d = 1/u. Thus, we have two equations,
i.e. one for identifying the first and another for identifying the second moment of the
discrete and the continuous process, in order to determine the unknown parameters p;;
and wu.

""The mean-reversion in our tree model leads to different up and down jump probabilities
at each node, depending on the current spot price P/. In (2.29), the probability for an

up jump decreases with increasing values of P} and vice versa.
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pricing error of the tree for different numbers of time steps.
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Figure 2.15: Relative pricing errors of binomial tree model.

As Figure 2.15 indicates, the binomial tree model quickly converges to-
wards the exact solution. Moreover, the tree set up allows to evaluate the
option price at each node allowing an easy valuation of American options
or knock-out products. However, incorporating additional state variables,
especially in case these state variables are correlated, is not straight for-
ward.” Thus, the tree method is most applicable in situations where the
underlying process is rather simple.

The third approach for numerically deriving the value of a call option
is finite differences. This method was first used by Schwartz (1977) and
focuses on the PDE where the partial derivatives are substituted by finite
differences. Analogous to the other numerical procedures, we model only

" See, for example, Hull and White (1994b) or Muck and Rudolf (2005).
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the stochastic component of the electricity price, i.e. ¥; and convert the
resulting option payoff according to (2.9). To derive the PDE for Y;, we
assume the call option to be a function of the stochastic component. After
applying It6’s Lemma to the call price function, we receive, analogous to
(2.23) and (2.24), the following PDE

oC aC 1 ,0%*C
- = — 4+ -0°— —Cy-r=0. 2.30
ar oy P27 gy T (2:30)
In order to find a solution to the above stated PDE, we construct a two
dimensional mesh where time steps and steps in Y; are discretized. We use
L time steps and M steps in Y to receive a mesh sketched in Figure 2.16.

Ch
for

t=L t=0

Today t Maturity

Figure 2.16: Finite differences grid with L time steps and M steps in Y.

At each node of the grid, we calculate the option price C. As the grid



2.4. VALUATION OF DERIVATIVES 67

indicates, we start at maturity as at this point in time the payoff of the
option is known, i.e. we are going backward in time. Given all option prices
at maturity (i.e. ¢ = 0), we use those values to calculate the values for the
option prices ¢t = 1 (i.e. the prior time step) satisfying the PDE in (2.30).
In order to derive the missing option prices, we use the following finite
differences to approximate the partial derivatives in (2.30).

oCc _Cl —Cl

ot 5t ’

oc CL . —Cl

5y z—+21. % L (2.31)
oY? 0Y)? '

With those finite differences, we receive a system of equations that allows
us to calculate the option prices at the next, i.e. prior, time step.”> We
continue this roll back procedure until we have obtained the option prices
at each node. The relevant option price is the one today, i.e. t = L, cor-
responding to today’s value of Y. We calculate the relative pricing error
for various values of §t and JY, where for all schemes ¢t = 0,d¢,...,1 and
Y = —1,—-1+44Y,...,5. We start with 10 time steps and 30 steps in Y
and continue by doubling both values with every new calculation, i.e. we
quadruple the number of grid points. Figure 2.17 shows the relative pricing
errors relative to the mesh size on a logarithmic ordinate emphasizing the
exponential rate of conversion.

" There are several ways of deriving the option prices from the set of equations. For sense
of exposition, we do not discuss the approaches and refer to Tavella and Randall (2000)
for an in depth discussion of finite differences. Our calculations are based on the Crank-
Nicholson method.
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Figure 2.17: Relative pricing errors of finite differences scheme.

The relative error vanishes and the numerical option prices converge ex-
ponentially to the exact solution. In addition, one can evaluate the option
price at each node allowing an easy valuation of American style options
and knock-out derivatives. However, finite differences involve rather com-
plex calculations and extensive computations. The solution for the smallest
mesh was calculated after over ten minutes. The largest disadvantage of
the above example is its constant mesh throughout the entire gird. This
leads to numerous calculations within the grid where there is only little
impact on today’s option price. Thus, non constant mesh sizes could sig-
nificantly increase convergence while at the same time computation efforts
are considerably reduced.
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2.5 Conclusion

Electricity markets throughout Europe, and beyond, have faced severe re-
structuring during the last decades. The transition towards a competitive
market has created dramatic risk that market participants are now ex-
posed to. In order to manage this risk, electricity as a new asset class was
developed and the need for an adequate risk management led to the de-
velopment of more and more derivatives products. In order to ensure a
functioning risk management, the valuation of those derivatives is of ut-
most relevance. In the course of this development, the role of cross-border
electricity markets also continues to grow in importance. As electricity
as a commodity exhibits unique characteristics, those features need to be
considered in an appropriate model for electricity prices. Moreover, elec-
tricity prices in cross-border markets, although akin to those in national
markets, exhibit distinct features. Therefore, in addition to understanding
the uniqueness of electricity as a commodity, the structure of national in
contrast to cross-border electricity markets also needs to be considered.
While equilibrium models are extremely important in order to understand
the economic drivers of electricity prices, reduced-form models, originating
from equity markets, have become the most important method of pricing
derivatives contracts. Although there are many approaches for modelling
national electricity prices, adequate models in cross-border markets are
still scarce and constitute an important field of future research.
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The Valuation of Contracts for
Difference in the Nordic Market™

In this and the following chapter, we successively analyze the valuation
of the most important cross-border electricity derivatives in the European
market. We start with Contracts for Difference (CfDs), as shortly intro-
duced before, and firstly introduce those contracts. Secondly, the Nordic
market as the relevant one for CfDs is described. Finally, we perform an
in-depth analysis of CfD prices and their risk premia before shortly sum-
marizing our findings.

3.1 Introduction

CfDs are derivative instruments introduced in order to manage locational
risk in electricity markets. In Europe, CfDs are currently listed only at

*This chapter is based on the work of Marckhoff and Wimschulte (2009).
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the Scandinavian electricity exchange Nord Pool,™

where they refer to
the difference between an area price and the (unconstrained) system spot
price.”™ The transmission grid in the Nordic market consists of several in-
terconnected grid areas. Actual area prices determine the purchase cost
of electricity in Nord Pool’s spot market and differ from the system price
at times of transmission congestion. However, the reference price for fu-
tures and forwards is the system price. Thus, for hedging locational price
spreads, there are CfDs for most areas and with different delivery periods
and maturities. Combined with a position in futures or forwards on the
system price, CfDs are used to hedge against changes in area prices over
time. A system price in combination with distinct area prices and related
derivatives, available in the Nordic market, is unique and not present in
any other electricity or commodity market.

In spite of the relevance of CfDs, only two studies, with limited empirical
analyses, are available on CfDs in the Nordic market. Kristiansen (2004a)
analyzes the pricing of season CfDs over the period November 2000 to
April 2002. For most CfDs, positive risk premia, defined as the difference
between average CfD prices and the average difference between area and
system price during the delivery period, are identified. This is attributed to
a majority of risk-averse consumers being willing to pay a risk premium in
order to receive the future price spread. Conversely, contracts for the Oslo

From October 2003 to December 2005, eSpreads, CfD-like contracts on the difference
between the day-ahead (system) prices for base- or peakload at the Energy Exchange
Austria (EXAA) and European Energy Exchange (EEX), were listed at the EXAA| but
discontinued, due to insufficient trading activity. In the UK, OTC traded CfDs do exist,
but typically take the form of fixed-for-floating electricity swaps. Natural gas basis swaps
at the NYMEX are the only exchange-traded commodity products comparable to CfDs.
They refer to the future spread between the prices at Henry Hub and other US hubs.

" The system price is derived as the intersection between the supply and demand curve
for the entire Nordic market (analogous to Figure 2.4) without considering any network
constrains, i.e. whether delivery is physically possible.
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area exhibit mostly negative risk premia, which is explained by a majority
of risk-averse hydropower producers wishing to hedge their production.
Kristiansen (2004b) extends the data set to season and year CfDs from
November 2000 to December 2003. Although the basic findings remain
unchanged, the risk premia are more dispersed.”

This chapter contributes to the limited number of studies on locational
price spreads in electricity markets by conducting the first in-depth study
of the pricing of CfDs using all CfDs listed at Nord Pool with delivery
between 2001 and 2006, including contracts for five areas with monthly,
quarterly, seasonal and yearly delivery periods. This totals 251 contracts
and represents a much broader data set than in the two limited previous
studies on CfDs. In addition, we do not restrict our analysis to average
ex-post risk premia, but rather examine them on daily basis, enabling us
to evaluate their development over the contract period. Further, we under-
take the first investigation of the determinants of ex-post risk premia of
CfDs. More specifically, we test for the dependence of risk premia on time-
to-maturity and for their accordance with the Bessembinder and Lemmon
(2002) model, which explains risk premia in electricity forwards with the
variance and skewness of the underlying spot prices. Since CfDs can, in
principle, be split into a short position in a system forward and a long po-
sition in a (non-traded) implied area forward, we also perform the analyses
for these contracts.

Our results show that CfD prices contain, on average, significant risk pre-
mia and are thus not unbiased predictors of future price spreads. The risk
premia exhibit significant variability in terms of sign and magnitude. They
also differ substantially across areas, as they are subject to transmission
congestion and hence, subject to locational price spreads to a different ex-

"Note that Kristiansen (2004a, 2004b) uses a risk premium definition that is different
from ours. We adapt his results presented above to render them comparable to ours.
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tent. Although we do not find a significant relation between risk premia
and time-to-maturity for CfDs, there is a well pronounced negative rela-
tion for implied area and system forwards. This relation is in line with
the theoretical results of Benth et al. (2008a). In addition, our findings
indicate a negative (positive) relation between risk premia and the vari-
ance (skewness) of the underlying spot prices during the delivery period
for CfDs and forwards, which supports the Bessembinder and Lemmon
(2002) model. Overall, we show that existing models for the valuation of
electricity forwards provide insights into the pricing and hedging of CfDs.

The remainder of this chapter is organized as follows. In Section 2, we
briefly describe the spot market at Nord Pool, document the relevance of
locational price spreads, both in terms of frequency and magnitude, and
illustrate the design of CfDs. Section 3 discusses the pricing of CfDs and
examines the determinants of their risk premia. The empirical results for
each analysis are presented. The final Section 4 concludes and possible
directions for further research are considered.

3.2 The Nordic Electricity Market

In this section, we introduce the Nordic electricity market as the relevant
market for CfDs. After describing the spot market at Nord Pool, we discuss
transmission congestion and the resulting locational price spreads. Finally,
we thoroughly explain the characteristics of CfDs in the Nordic market.

3.2.1 The Spot Market at Nord Pool

The Nordic electricity market is one of the earliest and most widely lib-
eralized electricity markets worldwide, with Norway leading the way and
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starting already in the early 1990s. In 1993, trading at the then solely Nor-
wegian electricity exchange Nord Pool or its predecessor commenced and
expanded across Scandinavia to Sweden (1996), Finland (1998), West Den-
mark (1999) and East Denmark (2000), resulting in an integrated Nordic
electricity market. Currently, Nord Pool operates three different segments
for electricity products: the real-time market Elbas, the day-ahead mar-
ket Elspot and the derivatives market Eltermin. Each segment represents
the leading electricity market in Europe in terms of traded volume. For
this study, only the last two are of interest. At Elspot, which is typically
referred to as a spot market, electricity for physical delivery during each
single hour or hourly blocks on the subsequent day(s) is traded. The price
fixing takes place in 24 individual auctions at noon on the working day
prior to delivery. At Eltermin, continuously traded instruments comprise
cash-settled short-term futures, medium to long-term forwards, options
on futures and CfDs. The underlying of the futures and forwards is the
spot price for 24-hour-delivery of electricity (baseload), calculated as the
arithmetic average of the hourly spot prices, on each day of the respective
delivery period.”® Delivery periods range from one day to one year and the
time until beginning of the delivery period can be up to five years. Futures
are subject to daily settlement in the trading and delivery period. The
settlement of forwards and CfDs takes place only during the delivery pe-
riod. All financial claims in the derivatives market are guaranteed by Nord
Pool, which acts as counterparty for all trades and organizes the (OTC)
clearing.

Nord Pool’s spot market Elspot is separated into market areas that typi-
cally reflect the grids of the national TSOs. In the period under consider-
ation, there are at least six areas, which are shown in Figure 3.1. Norway
is divided into a southern (NO1) and a central-northern area (NO2), but

"SFutures and forwards on peakload (delivery of electricity on weekdays from 08:00 to
20:00) were introduced as recently as June 2007.
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may consist of between one and six areas, depending on the TSO’s con-
siderations on the security of supply within the system. Denmark is split
into the two areas West Denmark (DK1) and East Denmark (DK2) that
are not linked by an interconnector. Sweden (SE) and Finland (FI) each
form a separate area.

NO2

FI

NO1

- '
DK1
Qb DK2 "

Figure 3.1: Market areas and main interconnections in the Nordic power
market.

The capacity for all transmission lines between the areas is granted to
Nord Pool and auctioned implicitly in the Elspot price fixing. Transmis-
sion capacities available for the next day are determined by the TSOs and
published on the Nord Pool web page by 10:00 am CET, well before the
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Elspot auctions at 12:00 am. In the auctions, bids for the delivery of elec-
tricity during single hours or hourly blocks in a specified delivery area are
possible. All four local Nordic currencies are accepted, but converted to the
primary currency prior to the price fixing and back again afterwards. Until
the end of 2005, the Norwegian krone (NOK) was the primary currency,
with the Euro (EUR) playing that role since then. In order to ensure con-
sistency, we convert all spot prices into EUR using daily exchange rates
published by Nord Pool. All orders for the Nordic region are combined
to form one aggregate supply and demand curve for each of the 24 de-
livery hours, and the intersection of each pair determines the particular
(unconstrained) system price. In the rare case that aggregated supply and
demand curves do not intersect due to significant imbalances, bids are cur-
tailed pro rata. Any influence of the German Kontek area on the system
price calculation is limited to the available transmission capacity.”” Bids
for the two Danish areas were treated the same way until the end of 2005,
but have been included in entirety since then.

If electricity flows between areas, resulting from the auctions, are within
the capacity limits set by the T'SOs, all area prices are equal to the system
price for the specific hour throughout the entire Nordic market. However, if
the electricity flows reach the available transmission capacities, i.e., conges-
tion occurs, area prices diverge throughout the market. Currently applied
methods for the calculation of locational prices in an electricity network
are nodal transmission pricing, used, for example, in New York and the
Pennsylvania-New Jersey-Maryland (PJM) market, and zonal transmis-
sion pricing, used, for example, in Australia, California and the Nordic

""The Kontek area, introduced in October 2005, comprises the Vattenfall Europe trans-
mission grid in Eastern Germany and is connected to the Danish areas. In contrast to
all other external connections to the Nordic market, the available transfer capacity is
included in the implicit auction at Nord Pool’s spot market.
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market.”® With nodal pricing, the locational marginal price (LMP), i.e.,
the price of inducing an additional MW of electricity, is calculated for each
node (i.e., every point in the grid where electricity is added or removed) in
the electricity network. Zonal pricing, in contrast, groups nodes that are
connected by non-congested power lines into zones (or areas). Within each
zone, the LMP is identical across all nodes and referred to as the zonal
market clearing price (ZMCP). While nodal pricing is considered more ef-
ficient but rather complex, zonal pricing is considered simplistic but more
transparent.79

In case of congestion in the Nordic market, separate area prices, which
differ from the system price, are calculated. For this purpose, the market
areas on each side of the congestion(s) are combined and new equilibrium
prices are calculated, each in the same manner as before, establishing sur-
plus area(s) with lower prices, and deficit area(s) with higher prices. The
available transmission capacities are then utilized fully, by adding price-
independent purchases (sales) in the surplus (deficit) area(s) and iterating
the price calculations. As a result, the final equilibrium area prices are
determined. Due to convex and heterogeneous supply curves among ar-
eas, the price effects of a demand increase in one area and decrease in
another area do not offset. Therefore, the (volume weighted) average of
the area prices is not equal to the system price and no arbitrage relation-
ship between these prices exists. Note that all area prices can be above
or below the system price, since different block bids might be accepted in

" Further approaches discussed in the literature are Chao-Peck pricing (Chao and Peck
(1996)) and uniform pricing (Green (2007)). See Kristiansen (2004b) for a short discus-
sion of these approaches.

™ Although relevant in the context of CfDs in principle, a thorough analysis of transmission
pricing is beyond the scope of this paper. We therefore refer to Hogan (1998) for a
comprehensive discussion of transmission pricing and Bjgrndal and Jgrnsten (2001) for
details on zonal pricing in the Nordic market.
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the two calculations. The zonal pricing approach discussed above, ensures
transparent price setting and electricity flows from the lower to the higher
price area(s). Transmission congestion and related price differences also
constitute price signals for new capacity investments.®°

3.2.2 Transmission Congestion and Locational Price Spreads

The transfer of electricity from one area to another is driven by the consid-
erably different generation mix and resulting cost structures in the Nordic
as well as neighboring countries.?! Electricity generation in Denmark relies
mainly on coal- and gas-fired power plants (80% in 2006). Wind power also
provides a substantial part. Finland uses a balanced mix of hydropower,
nuclear power and conventional thermal power, but also imports substan-
tial volumes from Russia. In Sweden, 90% of generated electricity comes
from nuclear and hydropower plants in roughly equal shares. In Norway,
electricity is generated almost entirely from hydropower. Since wind power
is a relatively volatile supply source, hydropower output depends on the
(seasonally) varying water reservoir levels, and nuclear plants often run at
limited capacity in summer, the directions of electricity flows between ar-
eas vary significantly over time. As a consequence, transmission congestion
and locational price differences also vary.®?

The frequency of transmission congestion in the Nordic electricity market

80See Nord Pool (2006). For more details on the price fixing, see www.nordpoolspot.com.
Transmission congestion within Sweden, Finland and the Danish areas is managed by
the TSOs through counter-trade purchases based on bids from generators.

81 Note that a point-of-connection tariff system is used in the Nordic market and thus there
is no additional tariff for electricity transfers between areas. The design of the tariffs,
however, is different across the countries. For details see Kristiansen (2004b).

2See Nordel (2007) for the data on electricity generation.
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Area 2001 2002 2003 2004 2005 2006
Aarhus (DK1) 92.3 98.4 99.2 99.5 97.5 99.7
Copenhagen (DK2) 81.4 7.5 86.0 98.6 85.2 99.7
Oslo (NO1) 734 732 855 978  T7.0  99.7
Trondheim (NO2) 73.7 73.2 85.5 98.1 77.0 99.7
Helsinki (FI) 73.7 73.2 85.5 97.8 77.0 99.7
Stockholm (SE) 73.7 73.2 85.5 97.8 77.0 99.7

Table 3.1: Frequency of differences between daily area prices and the sys-
tem price.

is illustrated in Table 3.1. Differences between daily area prices for base-
load and the corresponding system price occur for more than 70% of all
calendar days over the period 2001 to 2006 in each area. Prices in the DK1
area even differ for almost all days from the system price, because the
area’s transmission connections to the NO1 and SE areas are typically not
sufficient to cover all desired electricity transfers. The full inclusion of the
DK1 and DK2 areas in the system price calculation consequently results in
price differences in all areas almost every day in 2006 and will most likely
continue. The price differences in Table 3.1 do not exhibit any persistent
patterns between working and non-working days or within a year and are
obviously more frequent than on an hourly basis.

In addition to the frequency of price differences, their sign and magni-
tude are important. Table 3.2 therefore presents descriptive statistics of
the differences between area prices and the system price for baseload in
absolute terms and relative to the system price (in brackets). We focus
on daily baseload prices, as they are the underlying of CfDs. Panel A
shows the mean difference between area and system prices for each year
between 2001 and 2006, where positive values indicate higher area prices
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compared to the system price and vice versa. For example, the area price
for Aarhus in 2005 was on average EUR 7.90 higher than the system price
corresponding to 26% of the system price (as given in brackets). Panel A
reveals that annual mean differences vary both between areas and within
areas across time in terms of both sign and magnitude. Major reasons are
swings in regional supply and demand for electricity, due to, for example,
changes in water reservoir levels for hydropower or weather conditions.
Mean differences are rather small for most areas, but more pronounced
for the DK1 and DK2 areas, with the mean percentage difference for the
DK1 area reaching a remarkable 26% in 2005. The annual standard devi-
ations of absolute and percentage differences are small and fairly constant
over time. The figures for the DK1 and DK2 areas are again substantially
higher and more variable (we refrain from reporting detailed figures here).
As indicated in Panel B, the frequent transmission congestion and local
supply or demand shocks are also reflected in the leptokurtic distribution
and extreme values of the price differences. Based on these figures, the
need to manage the risk of locational price spreads in the Nordic market
is evident.

As discussed above, hydropower constitutes a major share of electricity
generation in the Nordic market. Because water reservoir levels are only
refilled naturally via precipitation or melting water, hydropower genera-
tors determine their electricity supply based on the current hydro balance
in relation to the normal situation. Therefore, variations in the current hy-
dro balance typically become supply effective immediately.®3 Biihler and
Miiller-Merbach (2007b), for example, discuss the influence of cheap and
flexible hydropower generation on the Nord Pool system price. They show

83Vehvildinen and Pyykkonen (2005) emphasize the fact that hydropower generators value
current water reservoir levels based on the normal situation. See Von der Fehr et al.
(2005) for a thorough analysis of the supply shock in the Nordic market between 2002
and 2003 due to abnormal low water reservoir levels.
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that an increased (decreased) availability of hydropower leads to a right
(left) shift in the supply curve and therefore generally to lower (higher)
system prices. The influence of hydropower on area prices depends on
sufficient transmission capacities to hydropower generators. In case of con-
gestion, the effect of hydropower is more pronounced for area prices than
for the system price. For areas that are well connected to hydropower gen-
erators, the area price spread (i.e., the difference between area price and
the system price) is therefore negative. If areas are not sufficiently con-
nected to hydropower generators, cheap hydropower does not significantly
dampen the area price and the area price spread is positive.

In order to test for the relation between hydropower and area price spreads,
we use the difference between current water reservoir levels, measured in
percent of their capacity, and their historic median as a proxy for hy-
dropower generation capacity in the Nordic market. Figure 3.2 shows cur-
rent water reservoir levels and their historic median for Norway, Finland
and Sweden, where the historic median is calculated based on reservoir
data starting in 1992 (Norway and Finland) and 1996 (Sweden).5*

Water reservoir levels are, with the exception of Finland, only available on
a weekly basis. To ensure consistency, we use average area price spreads
for each calendar week. The difference between current and historic water
reservoir levels is measured in percent of the historic median, as deviations
from the median are more severe in times of low reservoir levels. We then
conduct the following regression for the period 2001 and 2006:%

P —Pf =c+BN°RLY + BY'RL{" + B5°RLY* + &,  (3.1)

84Water reservoir data is obtained from the Norwegian Water Resources and Energy Di-
rectorate (Norway), Finnish Environment Institute (Finland) and Nordel (Sweden).

5 . . .
85 All regressions are conducted using ordinary least squares.
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Figure 3.2: Water reservoir levels and their historic medians in the Nordic
market.
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Prob  adj.
Area ¢ gNe pri B¢ (F-stat.) R?
Aarhus 3.8750"** 30.0659***  8.4028 -7.7963** .0000 .23
Copenhagen 3.2890*** 23.7727*** -3.6427  -6.3625*  .0000 .23
Oslo -.3146™**  -4.5558***  .5369 1.0918*** .0000 .20
Helsinki 9144 12.1096*** -2.7913*** -2.2400** .0000 .22

Stockholm .3825* 6.4209*** -3.0463*** -1.1930*  .0000 .16

Table 3.3: Regression of area price spreads on relative water reservoir level
deviations (2001-2006).

where ¢ is a constant and ¢, is the error term. PA (Pf) is the weekly
average area (system) price, and RL; represents the relative deviation of
the current water reservoir level from its historic median for Norway (No),
Finland (F%) and Sweden (Se) during week ¢. Table 3.3 shows the results
of the above regression.

There exists a significant relation between area price spreads and relative
water reservoir level deviations for all areas. In addition, the adjusted R?
indicate good explanatory power for all regressions. The price effect of
cheap hydropower is strongest in the area where it is available and gener-
ally results in lower area price spreads in this area and higher area price
spreads in the other areas. This effect is observed for two reasons. First,
the total amount of hydropower supply compared to electricity demand is
high in the area where hydropower is available. But when aggregating the
supply and demand over all areas, its impact is reduced. Thus, hydropower
affects the originating area price stronger than the system price. Second, in
case of congestion, cheap hydropower cannot be transferred to other areas
and their prices are less affected by hydropower than the system price. This
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results in positive price spreads for areas without hydropower. These two
effects explain the regression results in Table 3.3. Hydropower availabil-
ity in Norway results in lower area price spreads in Norway but in higher
ones for all other areas, as indicated by the signs of 5V°. The hydropower
availability in Sweden and Norway typically coincides. As Sweden is well
connected to all areas, hydropower from Sweden dampens the area price
spreads for all areas except Norway. Since Finnish hydropower only con-
stitutes a minor share of overall capacity, its impact is limited to Finland
and Sweden.

3.2.3 Contracts for Difference

In order to allow market participants to manage the risk of locational
price spreads, Nord Pool introduced CfDs in November 2000.86 Combined
with a system forward covering the same delivery period, they are used
to hedge against changes in area prices over time. Generally, retailers or
large consumers hold long positions in CfDs in order to hedge against
rising area prices, whereas generators take short positions in CfDs. The
respective physical positions are traded in the spot market. The risk of
two diverging area prices can be hedged with the particular CfDs, which
is relevant for market participants delivering to or receiving from another
area within the Nordic market. CfDs are forward contracts with reference
to the difference between an area price PtA and the system spot price PtS
for baseload over the delivery period. Their payoff is calculated as

86 Instead of CfDs, area price forwards could have been introduced, but were rejected by
Nord Pool so as to avoid splitting the total liquidity among several products.
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Ts
CID(PA, T, Ty) = ——— S (P4 - PF), (3.2)

=T =

where T and T, denote the start and end dates of the delivery period.
Because CfD prices refer to the difference of future area and system prices,
they can be positive, negative, or zero. Nord Pool currently provides CfDs
for 5 areas with monthly, quarterly and yearly delivery periods.®” Month
CfDs were introduced with the April 2004 contract for all areas except
the DK1 area. In 2006, Nord Pool switched from seasonal to quarterly
delivery periods to meet international standards. Thus, season contracts
were traded with delivery before 2006 and quarter contracts with delivery
thereafter. The delivery periods for the season CfDs are January-April
(Winter 1), May-September (Summer) and October-December (Winter 2).
For each area, CfDs for the next two months, three quarters and year are
tradable.®® No trading is possible in the delivery period. The minimum
contract size is 1 MW and prices were quoted in NOK/MWh with two
decimals until the end of 2005 and subsequently in EUR/MWh. We convert
all CfD prices into EUR using daily exchange rates published by Nord
Pool to ensure consistency. The fulfillment of month CfDs is due as cash
settlement. Quarter and year contracts, however, are not cash-settled but

87 At Nord Pool, there are also CfDs on the difference between the German and Nordic
system price, but these are not considered in this study, since they can be replicated
with an appropriate position in EEX futures and Nord Pool system forwards. Also note
that due to the lack of CfDs for all areas and especially the calculation methods for area
prices and the system price, there is no clear arbitrage relationship for CfDs and system
forwards.

88 For Norway, there are only CfDs on the Oslo area price. For the DK2 area the first
season CfD introduced was the Summer 2001 contract in contrast to the Winter 1 2001
contract for all other areas. Two additional rolling year CfDs for all areas and month
CfDs for the DK1 area were introduced in November 2006 and June 2007, respectively.
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rather cascaded, i.e., they are replaced by a corresponding position in CfDs
with shorter delivery periods.

Our data base consists of all CfD prices from November 17, 2000 to De-
cember 31, 2006 and the corresponding spot and system forward prices. In
total, there are 132 month, 20 quarter, 74 season and 25 year CfDs with
delivery in that period. The open interest of all CfDs outstanding at the
end of 2006 amounts to about 18,300 contracts, which constitutes 27% of
open interest of the system forwards with corresponding delivery periods.
All data were obtained directly from Nord Pool. For derivative products,
closing prices applied for settlement are used. In case of no transactions on
a certain trading day, Nord Pool employs several procedures for estimat-
ing closing prices.® Active exchange trading takes place only in CfDs for
the two Danish areas and, similar to other markets, is concentrated in the
front contracts. During the sample period, all of these contracts accounted
for more than 68% of total trading volume of about 22,700 Danish month,
quarter and season CfDs.”’ Given that market makers quote binding bid
and ask prices for all CfDs virtually every trading day from 13:00 until the
end of trading at 15:30 and OTC transactions in CfDs are regularly sub-
mitted to Nord Pool for clearing,”! closing prices for CfDs can be regarded
as realistic market prices.

In Table 3.4, the mean and standard deviation (in brackets) of CfD prices
are shown. For each area, CfDs with the same delivery period (i.e., month,
quarter, season, year) are aggregated, depending on their year of maturity.

89See Nord Pool (2007), pp. 22-23 for details.

99T addition, about 5,000 Danish year CfDs were traded during the sample period. We do
not include them in the above figures, since for year CfDs, only front contracts existed.

91Note that the OTC clearing volume was about twice the volume of all contracts traded
on Nord Pool’s financial market during the sample period. Detailed figures for the OTC
clearing volume of CfDs are not available.
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CfD prices are mostly positive and with large differences between areas.
While for Oslo CfDs, about half the prices are positive, prices for Aarhus
and Helsinki CfDs are positive at 72% and 84% of the time, respectively.
CfD prices for the Copenhagen and Stockholm areas are almost entirely
positive. The mean and standard deviation of CfD prices clearly increase
for contracts with delivery in 2006, due to the full inclusion of the two Dan-
ish areas in the spot price fixing and resulting more frequent price spreads.
In addition, the CfD prices for the Danish areas are typically higher and
more volatile than for the other areas. This reflects the characteristics of
the underlyings presented in Table 3.2. Furthermore, we find a significant
increase in the rolling 10-trading day volatility of CfD prices as maturity
approaches. This effect is evident for all areas and contract classes.

3.3 Pricing of CfDs: Methodology and Results

In this section, we introduce the valuation principles for CfDs. We further
describe the calculation of risk-premia of CfDs and conclude this section by
empirically investigating the observed market risk-premia in CfD prices.

3.3.1 Pricing of CfDs

The payoff the holder of a long position in a CfD receives during the
delivery period is, as shown in (3.2), identical to receiving the area spot
price and paying the system spot price each day during the delivery period.
Thus, the CfD could, in principle, be replicated with a long position in an
area forward and a short position in a system forward as follows
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where CfD; 1 refers to the CfD price on day ¢ with maturity at time 7.
Ft’j‘T (Ft‘?T) denotes the area (system) forward price on day ¢ with maturity
in 7. Since electricity is a flow commodity and the delivery of electricity
contracts takes place during a specified delivery period, time T refers to
the entire delivery period (i.e., the period between T; and T3 in (3.2)).
For simplicity, we use CfD; 1 instead of CfD; 1, 7. Although (3.3) holds
theoretically, area forwards are not listed at Nord Pool’s Eltermin market
and thus, the simple replicating strategy is not possible. We can, however,
calculate the implied area forward price for any day ¢ as

F{p = CDyr + Fp. (3.4)

The fact that CfDs are in principle replicated with a position in an area
and system forward allows us to apply existing electricity forward pricing
models when analyzing CfDs.

There is a large amount of research on forwards and futures on commodi-
ties and also on electricity.?? In electricity markets, the expectations and
risk preferences of market participants determine futures prices, where the
futures price at time ¢ with maturity in 7', F} r is split into the expected
future spot price E (Pr|€;) and a risk premium 7. In this case, the
futures price can be calculated as

Fyr = E(Pr|Q) + 7], (3.5)

where €); is the information set available at time t. If risk premia exist,

92We do not distinguish between futures and forward prices and use these terms inter-
changeably when introducing pricing methodologies.



3.3. PRICING OF CFDS: METHODOLOGY AND RESULTS 93

futures prices are not unbiased predictors of future spot prices. The under-
standing of risk premia, when pricing electricity futures, is therefore impor-
tant for economic agents in the electricity market. Producers rely on price
forecasts, for example, for planning and budgeting purposes, while con-
sumers use them to make their investment and consumption decisions. An
assumption of unbiased futures prices would result in incorrect estimates
of future spot prices and thus inefficient decisions of market participants.

The risk premium 7} is calculated as

f = Fir — E(Pr|). (3.6)

For ease of exposition, Ey; (Pr) is used for E ( Pr|2) in the following. We
assume that the unexpected component of E; (Pr) is white noise and uncor-
related with information at time t. Therefore, the expectations of market
participants are formed rationally and errors are on average zero. Follow-
ing Longstaff and Wang (2004), we thus use Pr as a proxy for E; (Pr).”3
The ex-post realized spot price is calculated as the average daily spot price
during the delivery period of the futures contract and is denoted as the
delivery price.”? Applying the same approach to CfDs, we calculate the
risk premium of a CfD at time ¢ as the difference between the traded CfD
price and the ex-post delivery price. The delivery price of a CfD is the
average of the daily difference between the area and system prices during
the delivery period. Thus, the CfD risk premium at time ¢ with delivery
in T' can be calculated as

93We use the ex-post risk premium based on ex-post observed delivery prices in this study.
This is in contrast to the ex-ante risk premium shown in Equations 3.6 and 3.7, which
is based on ex-ante expectations of market participants.

94We use the average delivery price as CfD prices are quoted on a per hours basis. Thus,
we also need hourly prices to make CfD spot prices and their delivery prices comparable.
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7P = CfDy 1 — By (CfDp7) (3.7)

where the CfD price at time T (i.e., the ex-post delivery price CfDr r) is
used as a proxy for the expected CfD price at time ¢ with delivery in T,
E; (CfDr1).

3.3.2 Risk Premia in CfD Prices

Several papers address the risk premia of electricity futures. Longstaff and
Wang (2004) use day-ahead forward prices from the PJM market and
find positive risk premia. Though positive on average, risk premia vary
in magnitude and sign across hours. For month futures with delivery at
California-Oregon-Border (COB) traded at the NYMEX, Hadsell (2006)
finds significant positive risk premia for winter months and negative ones
for summer months. In addition, he shows that risk premia have declined
as the market matured. Botterud et al. (2002) investigate futures prices
from Nord Pool between 1995 and 2001 across all traded delivery periods
and also find significant positive risk premia for all contracts.”® Biihler
and Miiller-Merbach (2007b) employ week and block futures from Nord
Pool between 1996 and 2004. They document, on average, positive risk
premia for week futures and negative risk premia for block futures. Lucia
and Torré (2008) analyze week futures traded at Nord Pool between 1998
and 2005 and also find significant positive risk premia. Kristiansen (2004a,
2004b) identifies differences between the average CfD prices and the ex-
post delivery prices that vary across areas and delivery periods. However,
given the limited data set, he does not obtain conclusive results on risk

%5 Hadsell (2006) and Botterud et al. (2002) use risk premia definitions that are different
from ours. We adapt their results to make them comparable to our findings.
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premia.

We examine risk premia in CfD prices for all contracts with delivery be-
tween 2001 and 2006. As power supply and demand across areas differ in
sensitivity to weather conditions, we expect risk premia to vary in sign
and magnitude on a seasonal and geographical basis.’0 In order to test
for risk premia in CfD prices, we calculate the risk premium according to
(3.7). Table 3.5 shows the mean and standard deviation (in brackets) of
ex-post CfD risk premia. Mean delivery prices are calculated as the mean
daily difference between the respective area spot price and the system spot
price during the delivery periods. Season contracts are not aggregated due
to the different length of the delivery periods.

Table 3.5 demonstrates that CfD prices contain significant risk premia,
which vary in sign and magnitude across all areas and delivery periods.
Looking at the Oslo CfDs, risk premia have in most cases the opposite
sign compared to all other areas.”” The reason might be the large share of
hydropower in Norway in contrast to other countries. In wet periods, Nor-
way is a net exporter of cheap electricity from hydropower and area prices
will generally be lower than the system price. This leads to an increased
hedging demand from producers in Norway. Because the power generated
in other Nordic countries comes mainly from thermal units, these countries
are net importers in wet periods. The limited transmission capacities often

9 The large share of hydropower in the Nordic market makes the water reservoir level
an important factor influencing electricity prices, as discussed by Biihler and Miiller-
Merbach (2007b) and shown in Table 3.3. Our methodological setup, however, does not
allow us to clearly separate the effect of changing reservoir levels on expected spot prices
and risk premia. We thus refrain from analyzing the impact of water reservoir levels on
risk premia of CfDs and forwards.

9Further evidence of the uniqueness of the Oslo area is the fact that the price spread
underlying the Oslo CfDs is negatively correlated to all other area price spreads, whereas
the latter are pairwise positively correlated.
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prevent the price effect of cheap hydropower to spread across all areas.
This results in an opposite effect on area prices and area price spreads in
all other countries, and to more hedging demand from consumers. Karakat-
sani and Bunn (2008) support the above argument for day-ahead forward
prices in the UK. They find that different plant technical characteristics
lead to changing hedging needs and thus time-varying risk premia. The
CfD risk premia also vary across delivery periods, but there is no signifi-
cant relation between risk premia and the length of the respective delivery
period. Results in Table 3.5 further indicate that mean risk premia and
their standard deviations increased in 2006, as a result of the full inclu-
sion of the Danish areas in the system price calculation. Besides statistical
significance, risk premia are also economically relevant, since, on average,
they constitute a significant part of CfD prices.”® Further analyses show
that the risk premia in CfD prices exhibit seasonality. Using season CfDs,
we find that the risk premia of Summer contracts are significantly differ-
ent from the risk premia of Winter 1 and Winter 2 contracts, whereas the
sign varies across areas.’® The risk premia of Summer contracts are signifi-
cantly lower (higher) compared to Winter contracts of Aarhus, Stockholm
and Helsinki (Oslo and Copenhagen) CfDs.!0

%8 Risk premia of implied area and system forwards (not shown here) also vary in sign
and magnitude across delivery periods. Though larger than CfD risk premia in absolute
terms, they are smaller on a percentage basis. In contrast to CfDs, the risk premia of
implied area forwards do not differ considerably among areas.

99Geason CfDs are used for this analysis, as their delivery periods most closely resemble
seasonal patterns throughout the year. For month and quarter CfDs, the sample sizes
per area are not sufficient.

100For our analysis of seasonality in CfD risk premia, we have regressed the risk premia
of season CfDs on dummy variables for Winter 1, Summer and Winter 2. While the R?
values are rather low (between 2% and 8%), the parameters for the summer dummy
variable are significant at the 1% level for all areas. As we do not discuss those results
further, we refrain from stating them in detail.
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After having shown the importance of risk premia in CfD prices, we an-
alyze the development of risk premia over time-to-maturity. Prior stud-
ies demonstrate that the risk premia of electricity futures are a negative
function of time-to-maturity. Risk premia are negative for long time-to-
maturities and increase (i.e., they decrease in absolute terms) with de-
creasing time-to-maturity. Diko et al. (2006) use OTC forward prices from
three Continental electricity markets and find positive short-term, and
negative long-term risk premia. They attribute this characteristic shape
to price spikes in the underlying spot price process, which have a minor
impact on contracts with long maturities, but become significant as time-
to-maturity decreases. Since the main motivation for engaging in forward
contracts is risk diversification, Benth et al. (2008a) explain the negative
relation between risk premia and time-to-maturity by changing hedging
pressure from market participants. They argue that the desire of market
participants to hedge price risk varies with their degree of risk-aversion and
planning horizon. As a consequence of long-term generation investments,
electricity producers are exposed to long-term revenue uncertainty and are
therefore eager to sell long-term contracts. In situations where there is a
large number of producers eager to hedge their risk, while the number of
consumers willing to hedge is rather small, consumers are said to have mar-
ket power. This puts downward pressure on forward prices for longer time-
to-maturities. Thus, producers accept forward prices below their expected
spot price, resulting in negative risk premia for long-term contracts. As
time-to-maturity decreases, the hedging pressure shifts towards consumers.
They have a shorter hedging horizon as consumers typically hedge against
possible price spikes, which are only of short-term nature. The larger num-
ber of consumers eager to hedge their risk in relation to producers shifts
market power towards producers. This results in an upward pressure on
forward prices for shorter time-to-maturities and consumers agree to pay a
positive premium for short-term contracts. Benth et al. (2008a) base their
argument on the idea that there exists a minimum (maximum) forward
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price producers (consumers) agree to accept (pay). The final forward price
is then determined based on the market power (induced by relative hedging
pressure) of market participants. If producers have full market power, they
are able to charge the maximum forward price, while full market power of
consumers leads to the smallest forward price possible.!0!

In order to test for a negative relation between time-to-maturity and risk
premia in CfD, implied area and system forward prices, we carry out the

following regression:'02

7Tt:C+ﬁ7't+€t, (38)

where c¢ is a constant, 7; represents the remaining time-to-maturity of the
contract and &; is the error term. The remaining time-to-maturity is cal-
culated as the difference in calendar days between the trading day ¢ and
the first day of the delivery period for the respective contract. The time-
to-maturity of a contract observed on the Friday before the start of the
delivery period on the following Monday, for example, is three. Following
Shawky et al. (2003), we synchronize the end of the trading periods for
CfDs, as well as the implied area and system forwards. For each calendar
day until maturity, we then calculate the average risk premium over all
contracts across a contract class and area. According to the forward model
of Benth et al. (2008a), we expect the constant ¢ to be positive and ( to

101 Christensen et al. (2007) analyze forward prices in West Denmark and find that the
dominant producer Elsam A/S was able to influence forward prices and risk premia for
certain hours between 2003 and 2006 by exerting market power.

192 A5 the findings of Benth et al. (2008a) refer to forward prices and not to CfDs, we cannot
constitute an expectation on the relation between time-to-maturity and risk premia of
CfDs. However, as CfDs in combination with system forwards can be applied to construct
area forwards, the model of Benth et al. (2008a) can be applied.
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be negative for the implied area and system forwards, i.e., an increasing
risk premium with decreasing time-to-maturity. Since risk premia of CfDs
can, in principle, be calculated as the difference between risk premia of
implied area and system forwards, the expected relation between risk pre-
mia of CfDs and their time-to-maturity is ambiguous. Table 3.6 shows the
regression results for CfDs, implied area and system forwards.

CfDs generally exhibit positive risk premia for short time-to-maturities,
indicated by the significant positive c. Furthermore, for most of the CfDs,
there is a significant relation between risk premium and time-to-maturity.
This relation, however, is not fully consistent, because the §s vary in sign
and significance across areas and delivery periods. Looking at the implied
area and system forward risk premia, the results conform to our expec-
tations. The figures clearly demonstrate a significant negative relation
between risk premia of quarter, season, and year implied area contracts
and time-to-maturity. For system forwards, this relation is significant for
all contract classes. In addition, the regression shows strong explanatory
power for implied area and system forwards. Figure 3.3 demonstrates the
relation between risk premia and time-to-maturity. It presents the aver-
age risk premium of quarter implied area and system forwards by time-
to-maturity. Figure 3.3 reveals a non-trading effect that results from our
methodology of synchronizing maturity dates of all contracts. Using this
method, all contracts across a contract class and area have different non-
trading days relative to their time-to-maturity, due to public holidays and
weekends. The number of contracts used to calculate the average risk pre-
mium therefore diverges slightly for certain time-to-maturities, introducing
some noise into the time series. For the quarter contracts in our sample,
all weekends coincide in terms of time-to-maturity. For all other contract
classes, the weekends do not coincide, which leads to more dispersed ob-
servations and therefore to a lower explanatory power of the regressions.

Our findings support the model by Benth et al. (2008a) that the risk premia
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of electricity forwards are a negative function of time-to-maturity. While
the fBs are, with the exception of month implied area contracts, always
significantly negative, the signs of the constant ¢ are negative for year con-
tracts and positive for all other delivery periods. As the sign of the constant
c represents the overall level of relative hedging pressure, the negative c
for year contracts indicates that, for this time horizon, the hedging pres-
sure from generators is always larger than from consumers. This further
supports the model.

3.3.3 Determinants of Risk Premia

Besides analyzing the development of risk premia in CfD prices with chang-
ing time-to-maturity, a thorough understanding of the determinants of
risk premia is essential for risk management. Bessembinder and Lemmon
(2002) develop a static equilibrium model for electricity forward prices.
Their model considers electricity producers and retailers who face demand
uncertainty and decide whether to trade in the wholesale spot or forward
market. In equilibrium, the forward price, as discussed above, is determined
as

F,r = E(Pr)+ oVar(Pr) + vySkew(Pr), (3.9)

where Var(Pr) and Skew(Pr) indicate the variance and unstandardized
skewness of the spot price at maturity Pr. Longstaff and Wang (2004) test
this implication for PJM hourly day-ahead prices (i.e., one day forwards)
between 2000 and 2002 and find support for the model. However, for the
same contracts over an extended period from 2000 to 2007, Ullrich (2007)
shows that both implications hold only for relatively low spot prices. For
day-ahead contracts at the NYISO, Hadsell and Shawky (2006) detect a



3.3.

&l
. JA“MN\

ot

- W[JML .

Risk Premium in EURIMWh

= UL

[ i~
-30 i
]
T m W W W e @ e
T Hauny
System Forward
|
A 0
105 AL A
U
g 5 il ‘\\_W\ ‘,\
g o \“‘Lj\‘wmﬂ F\W‘\ |
: NV S
i I h UL
2o
s
- [ 50 100 150 200 250 300
Tivo-ts vty
Copenhagen
15
w©
Al
H SU\‘J\‘}\A N
s LA i
: V |
§ N
£ | {}m ﬂ‘ W
IV N
a5
s S P

150
Time-to-Maturity

Helsinki

Risk Premium in EUR/MWh

Risk Premium in EURIMWh

PRICING OF CFDS: METHODOLOGY AND RESULTS

Risk Premium in EURIMWh

Ol
AN
SOV A
7 HV'AV\‘\ ‘N\ F\W V\\\ I
o v U™
L
r
10
1
0 E) i [ES 0 =) ES
Time-to-Vaturiy
Aarhus
10
||
(f
A
WA V\\‘l ‘
o LA
Al ‘
5| \
. A (A
WW"M, [ H ™
TV N
15 /‘Tw\,
B 0 50 100 150 200 250 300
Time- 1o Maturiy
Oslo
10
Jb
st/ \L\
o “‘/ VL\ ‘l\ A
o SNy |
N
5 i M —\,\UA
W’,‘\M‘J‘ F V\\
" R N
-
_
15 h
5 EJ 0 = e

150
‘Time-to-Maturity

Stockholm

105

Figure 3.3: Ex-post risk premia of system and implied area quarter for-

wards by time-to-maturity.
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strong dependence of risk premia on the volatility of real-time prices for
most areas. Furié and Meneu (2008) use OTC forwards with one and two
month to delivery from the Spanish electricity market and confirm both
implications of the Bessembinder and Lemmon model. Lucia and Torré
(2008) investigate week futures prices from Nord Pool between 1998 and
2005 and confirm the Bessembinder and Lemmon model for the subperiod
1998-2002. Between 2003 and 2005, however, they find no significant re-
lation between risk premia and the variance and skewness of spot prices.
Christensen et al. (2007) analyze Nord Pool and OTC forward prices for
delivery in West Denmark between 2002 and 2006. While there exists a
significant negative relation between risk premia and spot price variance,
a positive relation between risk premia and spot price skewness is not
supported by the data.

We test the implications of the Bessembinder and Lemmon (2002) model
for CfDs, as well as implied area forwards. For the risk premia of implied
area forwards, as defined in (3.6), we conduct, analogous to Longstaff and

Wang (2004), the following regression!®

f =c+ oaVar(P) + ySkew(P4) + ;. (3.10)

For the regression of CfD risk premia on the variance and skewness of the
underlying spot price spread, the regression set up is modified. Assuming
that the model holds for implied area and system forwards, we replace
Ft’j‘T and FfT in (3.3), using (3.9), and solve for the CfD risk premium.
Recalling that the CfD risk premium in terms of implied area and system

103We also regress the risk premia of month system forwards on the variance and un-
standardized skewness of spot prices. For other delivery periods, the sample size is not
sufficient.
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prices is defined as 7P = <F{‘T — FtL?T> — B (Pf‘ - pr3 ), the following
regression is carried out

790 = ¢ + aVar(PY) + agVar(P®) + v, Skew(PA) + v5Skew(P%) + ¢;.
(3.11)

In both regressions, c is a constant and ¢; is the error term. The variance
and unstandardized skewness of the area (system) spot price P4 (P%) are
calculated based on daily closing prices during the delivery period of each
contract.!% The regressions are conducted for each contract class (i.e.,
month, quarter, season, year contracts) separately, but within a certain
class, contracts over all areas are aggregated. The aim of this aggregation
is to obtain a larger sample size and more robust results.

We expect the variance of the area spot prices to have a negative effect,
and the skewness to have a positive effect on the risk premia of implied
area forwards and CfDs to be in line with Bessembinder and Lemmon
(2002). As CfDs imply short positions in system forwards, however, we
expect the variance of the system spot price to have a positive impact and
the skewness to have a negative one on CfD risk premia. Table 3.7 shows
the regression results for each contract class.!%®

For season and year implied area forwards (Panel A) and CfDs (Panel B),
all coefficients are significant and their signs are in line with the model.

104The variance is calculated as % A (Pi — ﬁ)Q, where n is the number of days during the
delivery period and P; is the daily spot price. P is the mean spot price during the delivery

period. Analogous, the unstandardized skewness is calculated as %Zz;l (Pi — F)S.

105 For quarter CfDs and implied area forwards the sample size is not sufficient. For the
same reason, only month system forwards are considered in our analysis.
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In addition, the adjusted R? shows strong explanatory power. The results
for month implied area forwards and CfDs are not significant and do not
support the model respectively. A reason might be the large dispersion of
the underlying spot price variance and skewness among areas and periods,
due to the impact of short-term price shocks on month contracts. This
dispersion is not distinct for contracts with longer delivery periods as they
are less affected by short-term shocks. For month system forwards (not
shown here), the results are in line with the model, with the « (v) being
significantly negative (positive). Overall, our findings for CfDs, as well as
implied area and system forwards, support the Bessembinder and Lemmon
(2002) model. Further, the importance of hydropower for electricity prices
in the Nordic market allows us to relate the availability of hydropower to
the variance and skewness of area prices and their spreads. Due to frequent
transmission congestion, hydropower affects area prices and the system
price to a different extend and consequently influences the distribution of
area price spreads. The results in Table 3.7 thus indicate a relation between
the availability of hydropower and the risk premia of CfDs and implied area
forwards.

3.4 Summary and Outlook

Contracts for Difference (CfDs) are financial products for managing loca-
tional price spreads and are the only cross-border derivatives traded in
the Nordic market. In this chapter, we analyze the pricing of CfDs at the
Nordic electricity exchange Nord Pool over the period 2000 to 2006. We
find a significant impact of hydropower generation on area price spreads
as the underlying of CfDs. Further, we test CfD prices for risk premia,
calculated as the difference between a CfD price and the ex-post realized
delivery price. The results document significant average risk premia with
substantial variability in terms of sign and magnitude. Since market ar-
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eas are affected by transmission congestion to a different extent, the risk
premia in CfD prices also differ substantially across areas. In addition, we
examine the development of risk premia with decreasing time-to-maturity.
While the results for CfDs are inconclusive, we find a significant negative
relation for implied area and system forwards, the two constituents of CfDs.
This provides empirical support for the theoretical results of Benth et al.
(2008a). In order to analyze determinants of risk premia, we investigate
the implications of the electricity forward pricing model by Bessembinder
and Lemmon (2002), which predicts a negative (positive) relationship be-
tween risk premia and the variance (skewness) of spot prices. Our findings
support these model implications for CfDs as well as implied area and sys-
tem forwards. They also indicate the influence of hydropower availability
on prices and risk premia in the Nordic market. Overall, we show that
existing models for the valuation of electricity forwards provide market
participants with insights into the pricing and hedging of CfDs.

Future research could usefully extend our analyses by further exploring
the dynamics of risk premia in CfD prices and especially their determi-
nants. Results in Tables 3.6 and 3.7 indicate that in general, the empirical
findings for month CfDs and month area forwards are not in line with
the discussed models. This is in contrast to our results for quarter, season
and year contracts and indicates that risk premia of month CfDs are in-
fluenced by other factors. The analysis of potential short-term factors of
risk premia on CfDs is an interesting field for further research. In addition,
investigations of the pricing of CfDs with reduced-form models, for exam-
ple, based on the regime-switching approach for electricity spot prices of
Haldrup and Nielsen (2006b), or equilibrium models, such as an exten-
sion of the dynamic forward pricing model of Biihler and Miiller-Merbach
(2007b), seem promising. Ideally, future work would be able to include the
CfD prices from Nord Pool’s OTC clearing.



Chapter 4

Jump Risk Premia in Short-Term
Electricity Spread Options

In this chapter, we analyze Physical Transmission Rights (PTRs). After
shortly introducing those contracts, we describe the German-Dutch elec-
tricity market, as the PTRs discussed in this chapter refer to the German-
Dutch cross-border market. Following the discussion of the relevant market
and product, we introduce our model in order to value PTRs and estimate
risk premia. We then estimate the empirical as well as the risk-neutral
parameters of our model and discuss the results. Before concluding this
chapter, we perform an in depth analysis of the residuals of our estimation.
This offers further insights in the valuation of PTRs and shows promising
areas for further research.

111
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4.1 Introduction

The second derivative instrument, besides CfDs, currently applied in Eu-
ropean cross-border electricity markets are Physical Transmission Rights
(PTRs). These are option contracts that allow access to cross-border trans-
mission lines for a specific period of time. Therefore, PTRs offer the oppor-
tunity of buying electricity in a specific region A and selling it in another
region B. From a financial standpoint, the payoff of this transaction is
equal to the difference between both electricity prices. For this reason,
PTRs can be seen as exchange options where the electricity price in region
P8 is exchanged for the electricity price in region P4. Thus, the payoff of
a PTR can be stated as

PTR= (PP —pPY". (4.1)

Although the payoff of a PTR can be considered as the payoff of an ex-
change option, modelling the spread directly as discussed above might also
be applicable. Therefore, we can apply standard models for the valuation
of electricity derivatives discussed in Chapter 1.

Albeit modelling the spread between electricity prices directly allows us to
refer to standard models for pricing electricity derivatives, the unique char-
acteristics of spread processes need to be incorporated. While Seifert and
Uhrig-Homburg (2007) show that spikes in the German electricity market
generally last two to three days until prices revert back to their long-term
mean-reversion level, the duration of spikes in the spread between electric-
ity prices is usually remarkably shorter. Jumps in the day-ahead spread
between Dutch and German electricity prices, for example, do not last
longer than one day. In order to match these specific spread characteristics,
we develop a model based on Simonsen et al. (2004) that produces these
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pronounced spikes. We separate the diffusion part from observed prices
and model the spikes as a normally distributed component that is occa-
sionally added to the underlying diffusion process.'?® The jump times are
Bernoulli distributed in order to model that jumps occur instantaneously
and then disappear after one day. The separation of the underlying spread
into a diffusion and a spike component further allows us to include only
de-spiked prices into the valuation of derivatives. Since spikes only last
one day and their occurrence has absolutely no impact on the overall price
level, using observed spreads for the valuation of derivatives could lead to
large distortions.

In this chapter, we use the aforementioned model for the valuation of
hourly day-ahead PTR options on the German-Dutch interconnector. We
include all hourly PTRs between January 1, 2001 and December 31, 2008,
i.e. 2,922 observations for each hour of the day. Our dataset further in-
cludes all corresponding hourly day-ahead electricity prices in Germany
and the Netherlands. As PTRs and electricity is auctioned explicitly for
each hour of the day and each hour has its unique characteristics, we ana-
lyze all 24 hours separately. In order to estimate the empirical (or physical)
and risk-neutral parameters of our model, we use the method of Markov
Chain Monte Carlo (MCMC). MCMC is widely used for estimating equity
models and is applied by Eraker et al. (2003) as well as Eraker (2004) and
more recently by Rodrigues and Schlag (2009). This efficient and robust
estimation procedure does not only allow for the simultaneous estimation
of all parameters, but also the estimation of explicit vectors for jump times
and jump sizes. Using the latter, we can easily separate the de-spiked price
process from observed market prices.

This chapter contributes to the current research in various ways. First, to
the best of our knowledge, we are the first to comprehensively analyze day-

108 Throughout this chapter we refer to the diffusion component as the de-spiked process.
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ahead PTR options that are currently the most widely used instruments
for managing cross-border electricity flows in the German electricity mar-
ket.197 Second, we develop a model capable of incorporating the unique
features of hourly electricity spreads. Third, we estimate our model and
analyze the market price of jump risk inherent in day-ahead PTR options.
Due to their extremely short time to maturity, jump risk can be consid-
ered as the main driver of these contracts. Empirical evidence indicates
that our model describes an adequate approach for the valuation of hourly
PTR options especially during calm hours. Further, our results show that
investors are willing to pay a premium for hourly PTR options for tur-
bulent hours of the day, i.e. hours 8 to 22. This price premium can be
explained by increased hedging demand of investors and emphasizes the
importance of these contracts and the need for adequate risk managing
tools in cross-border electricity markets. Finally, this paper contributes to
the existing literature as it is the first analysis of electricity prices that
includes option price data. Previous research of electricity prices, as for
example discussed in chapter 2.4, relies solely on spot price data. Using
PTR option prices with hourly and monthly delivery period, we find signif-
icant seasonality in the residuals of hourly and monthly PTRs. A seasonal
trend is evident for both contracts, i.e. hourly and monthly. While a sys-
tematic connection between the seasonality in residuals and the number of
observed spikes, however, is ambiguous for hourly contracts, this relation
is highly significant for monthly PTRs.

In the course of this chapter, we first discuss the national and cross-border
electricity markets of Germany and the Netherlands. We then introduce our
model for the valuation of PTR options and explain the MCMC estimation
of the empirical and risk-neutral parameters. Finally, we discuss the results

107With the exception of the German and western Denmark interconnector, all German
cross-border connections currently use explicit auctions of PTRs to allocate day-ahead
cross-border capacity.
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of our analysis before we shortly sum up our findings.

4.2 German-Dutch Electricity Market

This section illustrates the German as well as the Dutch electricity markets.
It further describes the fundamentals of the cross-border market for both
countries. These fundamentals are necessary in order to fully understand
the functioning of the later discussed PTR options.

4.2.1 National Electricity Markets

The German and Dutch exchange based electricity markets are very alike.
In Germany, electricity is traded on the European Energy Exchange (EEX).
The spot market mainly consists of a day-ahead market where every work-
ing day, electricity is auctioned for each of the 24 hours of the next day (or
days in case of holidays or weekends). The overall trading volume in 2007
in the spot market at EEX was 124 TWh, compared to a total electricity
consumption in Germany of 556 TWh. In the Netherlands, electricity is
traded on the Amsterdam Power Exchange (APX). Here, the spot market
is also a day-ahead market where every day electricity is auctioned analo-
gous to the EEX.19® The spot market trading volume at APX in 2007 was
about 21 TWh compared to a total consumption in the Netherlands of 117
TWh.!09

108 At EEX and APX, there also exists an intraday market since September 2006, where
electricity is traded continuously for certain time blocks.

'"FExchange based information is available at http://www.cex.de and also at
http://www.apxgroup.com respectively. Consumption figures are obtained from
http://www.ucte.org.
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Country Coal Natural Oil Nuclear Hydro Other Other Total
Gas Power Renew.

Germany  299.8 84.1 11.3  140.5 28.5 72.9 0.1 637.1
(47.1) (13.2) (1.8) (22.1)  (4.5) (11.4)  (0.0) (100.0)

Netherlands 24.9 62.6 2.2 4.2 0.1 9.0 0.2 103.2
(24.1) (60.6) (2.1) (4.1)  (0.1) (8.8)  (0.2) (100.0)

Table 4.1: Gross electricity generation in Germany and the Netherlands
in 2007 in TWh. Relative values are given in brackets in percent of total
power generation. Source: Eurostat.

Although the market set up in both countries is comparable, their physical
electricity markets demonstrate fundamental differences in terms of their
power generation mix. These discrepancies are extremely relevant as they
economically determine the overall electricity price level and therefore the
sign and level of the price spread between these countries. The Nether-
lands, as one of the largest natural gas producers in the world, generates
a major share of electricity from natural gas power plants.''? Other fuels
play only a minor role in the generation of electricity. In Germany, coal
fired and nuclear power plants are the most important source of electricity
generation, while natural gas and renewables also contribute significantly
to the power generation mix. Table 4.1 provides details on the gross power
generation in both countries in 2007.

The power generation mix shown in Table 4.1 has a significant effect on
the spread between German and Dutch electricity prices. Power plants are

10Tn 2007, the Netherlands produced about 76.3 billion cubic meters of natural gas
which corresponds to almost 39% of the European Union’s natural gas production. See
http://www.cia.gov for details.
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generally stacked according to their marginal cost of power generation,
where the power plant with the lowest marginal cost is used first.!!! In
Germany, baseload demand is generally covered by renewables (without
pumped storages), lignite and nuclear power. Natural gas and hard coal
power plants are added as demand increases. Peakload is usually covered
by gas and oil fired plants or pumped storage facilities. The Netherlands
cannot rely on relatively cheap nuclear power or lignite and need to re-
fer to more expensive hard coal and natural gas power plants for base
and medium load. Therefore, the usage of efficient powerplants to cover
peak demand in the Netherlands is limited and Dutch day-ahead electric-
ity prices are in general higher and more erratic than prices in Germany.

4.2.2 German-Dutch Cross-Border Market

The German and Dutch power grids are currently connected via three
high voltage (380kV) cross-border cables. In Germany, the two southern
cables are operated by the transmission system operator (TSO) RWE TSO
and the northern one by E.ON Netz. In the Netherlands, TenneT is the
sole TSO operating all interconnectors. The capacity of the cross-border
connections is auctioned explicitly by Auction BV, a 100% subsidiary of
TenneT. The capacity is auctioned for each direction separately via PTR

options.!1?

There are three different types of PTR options auctioned for the German-

11This stacking is called merit order and is also applicable within a power plant concerning
different generators. In addition to marginal costs, other factors, e.g. lead time and
minimum usage time, need to be considered.

12The connections from RWE TSO and E.ON Netz are auctioned separately. Since the
capacity of the RWE TSO cables is by far larger, we only refer to these interconnectors
and the respective PTRs throughout this paper.
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Dutch interconnector. They differ in the length of the delivery period and
are hourly, monthly and yearly PTRs. All PTRs have a volume of IMW.
Hourly PTRs are auctioned day-ahead for every single hour of the fol-
lowing day. Monthly PTRs are auctioned on the 10th working day of the
month preceding the delivery month. Yearly PTRs are auctioned on the
first working day after September 27th in the year preceding the year of
delivery. In case of remaining capacity from the first auction of yearly
PTRs, a second auction is held on the first working day after the 27th of
November. In general, about one third of the entire available capacity is
reserved for each of the three contract types. Investors bid price/volume
combinations where several bids per investor are allowed. In case the re-
quested volume is lower than the available capacity, the PTR price is zero.
Otherwise, all investors pay the price of the lowest successful bid. If there
is more volume requested at the lowest successful bid, the allocation for
those bids is partitioned relative to the requested volume.

Although monthly and yearly PTRs are auctioned separately, they actually
consist of a portfolio of hourly PTRs for each hour of the respective delivery
period. Therefore, the owner of such a portfolio has the right to exercise
each hourly PTR separately.'!® In case of monthly or yearly contracts,
investors need to nominate the PTR for each hour three days prior to
execution, i.e. they must state whether they use their PTR or not. Should
investors nominate the usage of their PTR, they are obliged to induce
the corresponding amount of electricity into the grid. In case PTRs are
returned, the capacity is available for the hourly auction and the owner is
refunded with the proceeds of the auction. If an investor does not nominate
the PTR at all, the capacity is returned to the hourly auction and the
owner is not refunded. This approach is called the use it or lose it principle.
Concerning the fulfillment of the PTRs, these contracts are offered firm,

'3 Therefore, an investor buying a monthly PTR for January actually receives 744 (31 - 24)
hourly contracts.
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i.e. the TSO has no right to curtail the granted capacity of a PTR holder.
However, there are two exceptions to the rule. In case of power system
safety requirements or force majeure, the TSO might revoke the right of
inducing electricity into the grid. In the first case, the TSO is required
to compensate for the losses and has to pay the holder of the PTR 110%
of the initially paid price. In case of force majeure, the TSO only refunds
100% of the paid PTR price. Out of the 2,922 days between 2001 and 2008,
only for six days there was no PTR price available.

As all three types of PTR options basically refer to hourly contracts, the
underlying of the PTR is the hourly spread between German and Dutch
day-ahead electricity prices. Figure 4.1 shows this spread between 2001
and 2008.

Hourly spreads between Germany and the Netherlands vary significantly
across different hours of the day. While spreads usually fluctuate mildly
with occasional jumps during off peak hours, spreads are highly erratic
during peak hours. Since the merit order leads to a concave marginal cost
function, price spikes are more likely when general demand is already high
as for the peak hours during the day. Furthermore, price spreads and spikes
are mostly positive, i.e. Dutch prices are usually higher than German ones.
This is in line with the power generation mix of the Netherlands compared
to Germany discussed above. Table 4.2 provides detailed descriptive statis-
tics for the German and Dutch hourly day-ahead spread, where a positive
spread refers to higher prices in the Netherlands and vice versa.

Figures in Table 4.2 confirm the erratic behavior of the electricity price
spread and shows a large dispersion of the descriptive statistics across dif-
ferent hours. The minimum and maximum values indicate the relevance
and idiosyncratic occurrence of jumps in national electricity prices. Also,
the skewness and kurtosis shows significant values for all hours, although
during peak hours these figures are even more severe. The varying charac-
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Hour Mean Median Minimum Maximum Std.dev. Skewness Kurtosis

1 1.93 1.25 -28.31 137.02 6.55 4.13 66.69
2 1.05 0.50 -21.47 47.69 5.81 1.68 9.56
3 0.65 0.05 -27.00 110.70 6.08 3.15 43.49
4 0.18 -0.14 -28.91 110.61 5.83 3.22 50.74
5 -0.52  -0.56 -31.18 110.46 5.79 2.78 50.94
6 -0.92 -1.02 -43.11 49.31 5.52 0.53 9.07
7 -0.16  -0.73 -35.24 61.62 6.91 1.32 8.61
8 -0.20  -0.64 -210.92 150.08 11.9 -4.01 118.14
9 3.55 1.07  -256.84 467.42 23.32 6.36  131.26
10 13.60 3.24  -301.67 1,945.94  62.78 16.69  434.86
11 17.11 4.24  -546.78 1,544.92 67.31 10.77  198.79
12 19.56 4.98 -1,640.15 1,943.90  87.09 6.03 178.58
13 12.08 6.69 -273.58 1,752.34 58.12 16.58  409.82
14 16.09 4.04 -315.05 1,751.58  65.54 13.25  279.94
15 13.04 3.57  -430.09 1,524.92 55.78 11.98  240.40
16 11.12 295 -317.34  1,754.91 67.56 16.92  366.55
17 10.30 2,718 -564.99 1,736.99 99.37 17.64  441.38
18 24.82 3.28 -412.31 1,952.97 102.13 8.77 111.75
19 10.59 2.03 -2,186.62 742.92 69.19 -10.98  407.37
20 7.18 2.00 -407.21 450.04 26.50 3.75 82.93
21 5.25 1.90 -178.53 376.49 18.60 8.38 137.50
22 3.37 1.42 -26.08 468.56 12.65 18.55 633.82
23 2.13 0.92 -29.24 74.43 7.93 2.60 15.08
24 4.55 2.82 -17.73 114.98 7.98 3.22 23.58

Table 4.2: Descriptive statistics of German-Dutch day-ahead spreads be-
tween 2001 and 2008.
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teristics of electricity price spreads across the day motivates the distinct
modelling of each hour. Further, the mostly positive results for the mean
and skewness in addition to the larger maximum compared to the min-
imum values (in absolute terms) confirm the generally higher and more
erratic electricity prices in the Netherlands.

As stated in (4.1), the PTR is an option on the spread between German
and Dutch hourly day-ahead price. Since hourly PTRs are auctioned with
only one day to maturity, we expect their prices to closely reflect the price
spreads in Table 4.2. The descriptive statistics of hourly PTRs as well as
the average volume auctioned (in MW) are shown in Table 4.3.

Table 4.3 shows that in general PTR prices reflect the underlying price
spread. For peak hours, mean PTR prices as well as their standard devi-
ations are higher than for off-peak hours. Further, skewness and kurtosis
are extremely high for all hours but the greatest values are observed for
off-peak hours. Traded volumes indicate relatively large amounts of avail-
able capacity, considering that these values are given per MWh and that
hourly PTRs only constitute about one third of overall capacity auctioned.
Further, the figures show lower capacities for peak hours compared to off-
peak hours. One reason might be the lower levels of returned capacity from
year and month auctions, i.e. more PTR holders exercise their long-term
options rather than selling it in the hourly auction. Another reason could
be the delivery of less electricity from the Netherlands to Germany, com-
pared to off-peak hours, which also leads to lower capacities for delivery
from Germany to the Netherlands.!!4

Despite overall similarities, there are significant differences between PTR
prices and electricity price spreads, especially when considering the ex-

H4gince opposed currents cancel out, scheduled electricity flows from the Netherlands to
Germany increase the available capacity for the opposite direction.
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tremely short time to maturity of each PTR. The reason is that price
spikes are very hard to predict even with only one day to maturity. Posi-
tive (negative) price spikes occur in case the Dutch day-ahead electricity
price jumps up (down) compared to the German one or vice versa. Jumps
in national electricity prices are idiosyncratic and occur in case of a sud-
den drop in supply or an unpredicted increase in demand, where the first
is usually more common. Figure 4.2 shows the relation between traded
PTR prices and the resulting payoffs, i.e. the maximum of the underlying
spread and zero, between 2001 and 2008. A negative value indicates PTR
prices above the corresponding payoff. It is evident that there is a large
dispersion between paid PTR prices and resulting payoffs. PTR prices
considerably above their payoff as well as payoffs significantly in excess of
PTR prices are both frequently observed across all hours. This confirms
the unpredictability of price spikes.

In addition to unforeseeable price spikes, the PTR auction process further
induces a great amount of uncertainty to investors. As PTRs are physical
contracts that securitize the right to deliver electricity via an interconnec-
tor, the exercise of these options requires a specific period of lead time.!'®
In order to profit from a purchased PTR option, assuming that no prior
delivery agreement exists, the investor needs to buy electricity in the Ger-
man day-ahead market and sell the same amount in the Dutch day-ahead
auction. However, while the PTRs are auctioned at 9am the day before
maturity, the auctions for German and Dutch day-ahead electricity close
at noon and 1lam respectively. Auction results are submitted 15 minutes
later for German day-ahead electricity and 30 minutes later otherwise.
Since there is no obligation to use the purchased PTR, the holder can an-

nounce its usage until 2pm. In case the investor bought electricity in the

5 ead time is required since an instantaneous delivery of electricity is hardly feasable.
Further, demand and supply have to be balanced at all time so that the TSO needs to
schedule any changes in the supply and demand.
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Dutch or German day-ahead auction and the price spread does not allow
for a profitable usage of the PTR option, positions need to be closed via
the intraday market in order to prevent losses. Since the price at which
the positions are closed is also unpredictable, this schedule of auctioning
the PTR options offers a great amount of uncertainty to investors.

4.3 Model

In this section, we lay out the fundamental model for the valuation of PTR
options. We start with describing the underlying process of the respective
electricity prices spread and then derive a closed-form solution for the PTR
option price.

4.3.1 Underlying Processes

In order to model the hourly spread between German and Dutch electric-
ity prices, we decompose the price spread at time ¢, P;, into a diffusion
component S; and a jump component J;. Further, we assume no signifi-
cant seasonality in price spreads as national electricity prices in Germany
and the Netherlands are expected to follow identical seasonal trends based
on intra-week and annual demand patterns. The price spread P; can be
written as

P =5+ J;. (42)

S follows an Ornstein-Uhlenbeck process since the price spread is subject
to mild variations in the short-term but reverts back to the mean-reversion
level in the long run. J; mirrors the fact that the price spread is subject
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to occasional jumps, which in general only last for one day. Formally, we

have
dSt =K (I/ — St) dt + O'Dth,
g N;, with probability ps (4.3)
"1 0, with probability (1 — py)
with

tety,...,ta,

where N; ~ N (py,0%) and t; (t2) is the beginning (end) of day ¢. Using
this set up, we are able to model price spikes in the underlying process, i.e.
extreme jumps that only last for one day. Further, since we separate the
jump and diffusion component, the mean-reversion speed k is not biased
by jumps in the underlying and we therefore receive more realistic values
when estimating k. In addition, we are able to use the current de-spiked
value Sy when calculating the PTR option price. This is reasonable as the
occurrence of a spike should have no influence on the PTR price. Following
Mikosch (1999) and Cont and Tankov (2003) we get for the process of P

¢
P, = Spe ™ +v (1 — e*”t) + aDe“t/ e dWs + J;. (4.4)
0

The mean and variance of P; are
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E[P)] = Spe ™ +v (1 — e_'it) +prpg,
2 (4.5)

Var [P) = (1 - 672“) ;Tl{) +37,

where ¢y = a%pJ+u3pJ (1 — py) is the variance of the jump component J;.
Note that the variance of the jump component is large compared to that of
the diffusion component. In order to obtain the SDE under the risk-neutral
measure Q, we use the Girsanov theorem.''% In our model, we only consider
the effect of the measure change on the jump component. Due to the short
time to maturity of only one day, we neglect the impact of the market
price of diffusion risk. Therefore, we receive more pronounced results for
our estimation of the jump risk premia and all diffusion parameters remain
constant, i.e. /ﬂ? = ky, Y9 = v and J? = ¢ 7.7 Under the risk-neutral
measure the jump intensity as well as the mean jump size change whereas
the variance of the jump size remains constant, i.e. O'? = 0. Thus, we can

characterize S; and J; under the risk-neutral measure as

dSy = k(v — S) dt + o pdW 2,
59 NtQ, with probability p? (4.6)
) o, with probability (1 — p?)

Under the risk-neutral measure, the jump probability is p? and N9 ~

'165ee Benth et al. (2008b) for a detailed discussion of the measure change for jump
processes.

17We use the super index Q to indicate the risk neutral measure. For the empirical measure
P, we omit the super index.
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N (,uQ, a%). The corresponding process for P; follows as

t
P, = Spe "+ v (1 — e*’it) + UDe”t/ e’“dWSQ + JtQ. (4.7)
0

4.3.2 Derivation of Call-Price

We derive the price of a PTR option based on the approach of Merton
(1976). When conditioning the spread on the occurrence of a jump at time
t, the spread is normally distributed. Given a conditional normal distrib-
ution, the option price can be easily derived as the discounted expected
value under the risk-neutral measure. Based on the risk-neutral process for
P, from (4.7), we can write the price of a PTR option as

1
PTR=¢" Z Pr (n jumps) E% [(Pt)ﬂ n jumps) . (4.8)

n=0

Due to the set up of our model, the number of jumps until maturity is
of no relevance for the valuation of the PTR option. This is based on the
idea that spikes only last one day and vanish without any influence on
the general price level. The only relevant jump time for the valuation of
a PTR option is at maturity. Therefore, we only need to distinguish two
scenarios. Either there is a jump in the underlying spread at maturity or
there is no jump. Considering the probability of a jump under the risk-
neutral measure, i.e. p7, we can write the value of the PTR option at time
zero and maturity at time ¢ as
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(4.9)

where @ (-) is the cumulative normal distribution function and d is defined
as

Soe ™t + v (1 — e_“t) + nu?

d=
2
V3 (L) +no?

(4.9) shows that if a jump occurs, the mean and variance of the spread are
adjusted by the mean and variance of the jump component. In case of no
jump, only the diffusion mean and variance enter the expected spot price.
Since only two scenarios need to be considered, i.e. jump and no jump, the
formula is kept easily tractable.

4.4 MCMC Estimation

This section discusses the estimation of our model parameters. We start
by describing the discrete model required for the estimation. Following
the discretization, we elaborate on the estimation methodology for the
empirical as well as risk-neutral parameters.
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4.4.1 Discrete Process

In order to estimate the empirical and risk-neutral parameters, we first
need to discretize the process P, assuming that At = 1. Special interest
in the course of the discretization receives the jump component J;. We
decompose the jump component into the product of a jump time variable
q: and a jump size variable N;. While ¢; is Bernoulli distributed to indicate
whether a jump occurs at time ¢, N; is normally distributed to determine
the jump size. This setup allows us to model positive and negative jumps
in the underlying spread.

Given the process for P, under the empirical measure P from (4.4), we can
write the discrete process of P; as

P |St =Sie "4+ v (1 — e_”t) +v1—- 672”€t+1 4+ Net1Ge+1, (410)

2
D
) 2K

spike today has virtually no impact on tomorrow’s price, P; is conditioned

where 141 ~ N <O ) For simplicity we assume Py = Sy = 0. Since a

on today’s de-spiked price S;. Given the discrete process of P;, we can
formulate the full information likelihood of P = {Pt}thl as

T-1

p(P[O©,q,N) = Hp(Pt+1‘St,Qt+1aNt+1,®)v (4.11)
=0

where
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p (B-Fl ‘Stv qt+1, Nt-‘rl? 6)
( 1 (Pt+1 — Sie™ —v (1 — e"“) — Nt+1gt+1)2> (412)
X exp )

2
2 (1—e2%) ;—g

The full information likelihood is an essential part in the parameter esti-
mation. The likelihood for the vector of observed price spreads P is simply
the product of the likelihood functions of all of its elements P;, for all
t = 1,...,T. Normality of P, is guaranteed since it is conditioned on the
occurrence of a jump. The risk-neutral discrete process of P; can be derived
identically as

Pi1 ]S =S v (1—e™) + V1 —e2e? | + N2 g2, (4.13)

The full information likelihood for the risk-neutral process of P; follows
analogous to (4.11).

4.4.2 Empirical Parameters

In order to estimate the parameters of the discretized process, we use the
Markov Chain Monte Carlo (MCMC) method. Via MCMC, we generate
random samples from the joint posterior distribution, p (0, X |P), of pa-
rameters © and latent state variables X. The set of parameters includes
all relevant parameters to be estimated, i.e. © = {f@,ozD,V,,LLJ,a?],pJ},
whereas the latent state variables include jump times and jump sizes, i.e.
X = {¢, N}. Since the joint posterior distribution is in general not known,
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we apply the Clifford-Hemmersley theorem that allows us to draw from
the complete conditional distributions, i.e. p (O |P, X ) and p (X |P,©), in-
stead. If drawing from the complete conditional distribution is still not
feasible, the Clifford-Hemmersley theorem can be reapplied until each pa-
rameter, conditional on observed prices, latent state variables and all other
parameters, is drawn separately. The same holds for the conditional distri-
bution of the state variables. Drawing all parameters iteratively, we receive
a Markov Chain that eventually converges to the target posterior distrib-
ution. We finally receive the estimated parameter values as the arithmetic
mean of all non discarded Monte Carlo draws. We discard the first draw-
ings of our estimation to let the Markov chain come close to its stationary
distribution and therefore, to receive more robust results.'!®

MCMC is based essentially on the theory of Bayes. Using Bayes rule, we
are able to state the posterior distribution as the factor of the likelihood
(see (4.11)), the distribution of the state variables, p (X |©), and the prior
distribution of the parameter, p (©). As we only require a proportionality
relation, we can express the posterior distribution as

p(6,X|P)xp(P|O,X)p(X|0)p(0), (4.14)

In case the above stated product of distributions can directly be drawn
from, we can use the so called Gibbs algorithm in order to draw a new
sample. By choosing appropriate prior distributions for the parameters,
we mainly refer to Gibbs sampling in this chapter. If the posterior distrib-
ution cannot directly be sampled from, we use a Metropolis-Hastings step.
Here, a new sample is drawn from a proposed distribution. This sample

'18Gee Gamerman and Lopes (2006) for a textbook treatment of MCMC methods and
Bayesian theory. Johannes and Polson (2003) thouroughly discuss MCMC methods and
give various examples for financial models.
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candidate is then accepted as a drawing from the posterior distribution ac-
cording to a given acceptance criterion. In case of the Metropolis-Hastings
algorithm, the conditional posterior only needs to be evaluated numeri-
cally. We use the Metropolis-Hastings method when drawing samples for
the mean-reversion speed k.

For our estimation, we start with the jump times ¢;. In each iteration step,
we generate a vector ¢ € {qi,...,qr} with length equal to the number of
observed market prices. Each element is Bernoulli distributed indicating if
a jump occurred at time ¢ or not, i.e. ¢; € {0,1}, for all ¢ = 1,...,T. The
conditional probability of a jump in the next time step, i.e. ¢;41 = 1, has
the following distribution!!”

gi+1| ©, Pit1, St, Ney1 ~ Bernoulli (got+1) . (4.15)

©;11 is the Bernoulli probability of a jump in the next time step. With
the vector of jump times, we draw a new jump probability p; via Gibbs.
We assume that p; has a beta prior distribution, i.e. pj ~ Beta (apJ,ﬁpJ).
A beta prior ensures that the jump probability is bound between zero
and one. Further, the beta distribution is conjugate to the Bernoulli like-
lihood."?? The posterior distribution of p; then follows as

p(psla) <plalps)p(ps)- (4.16)

19%e refer to Appendix B for details on the posterior distributions.

120 A prior distribution is called conjugate to a likelihood function if the resulting posterior
distribution is from the same family as the prior, i.e. the product of Bernoulli likelihood
and a beta prior is also beta distributed with altered parameters. With the exception of
the mean reversion speed, all prior distributions in this paper are conjugate.
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In case we omit indices of observed prices, jump times or jump sizes, we
refer to the entire vector. Indices, in contrast, refer to a specific element of
the respective vector. The latter is used when drawing the vector of jump
times and jump sizes since each element is drawn individually. The first is
applied for the estimation of the parameters.

When drawing the vector of jump sizes we proceed analogous to jump times
such that we need to generate a vector of jump sizes N € {Ny,..., Np},
where each element is normally distributed with mean p;, and variance
O'ZJ. The posterior distribution of each element can therefore be stated as

P (Nex1] ©, qit1, Pi1, St)

(4.17)
P (Piy1| St Nit1, @141,0) p (Ne41 1©) .

After having drawn jump times, jump sizes and the jump probability, we
continue by successively drawing all remaining parameters. The mean jump
size j1; has the following posterior distribution, assuming a normal prior,
ie. py~N(my,s%)

p(1sI N, 0-p,) xp(N|O)p(1y)- (4.18)

©_,, refers to the vector of parameters without f ;. For the variance of
the jump size 03 we assume an inverse gamma prior distribution, i.e. 03 ~
g (ag 52 Bs J), to insure positivity of the variance. Thus, the posterior
follows as

p(a%‘N,q,@_UQJ ocp(N|@)p(a%). (4.19)
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Afterwards, we draw a sample for the mean-reversion speed s as well as
the variance of the diffusion process J%. For xk we assume a normal prior,
i.e. K ~ N (my,s2) and therefore the posterior of « is

p (K| N,q,0_x,P,S) xp(P|S,N,q,0)p(k), (4.20)

where S = {St}thl- Since a direct draw from the above mentioned product
of the likelihood and the prior of k is not feasible, we use the Metropolis-
Hastings approach in order to sample . Here, we only need to evaluate
T (kgy1) /7 (kg), where K, is the g sample drawing of x and 7 (k) is the
posterior distribution of k4. Using the random walk Metropolis-Hastings al-
gorithm, we draw a proposed kg41 as kg1 = Kg+Ex, Where e, ~ N (0, Jg).
Afterwards, we have to decide whether to accept r441 as a potential sample
drawing for the above stated posterior distribution (from which we could
not draw directly). In case we do not accept kg1 We set kg1 = kg, Where
the probability o of the acceptance of k441 is calculated as'?!

7 (kg11) ¢ (gl Kg11) : 1) (4.21)

a (Kg, Kg+1) = min <
7 T (Kg) q (Kg+1] Kg)
Afterwards we need to draw a new 02D from its posterior distribution, where
we assume, analog to the variance of the jump size, an inverse gamma prior
distribution of 0%, i.e. 02, ~ ZG (ap, Bp) . Thus, the posterior of o2, is

p(U2D|N7q79_g%aP)OCP(P‘S,N,(],G)p(O%) (422)

121, (Kg+1| kg) is the proposal density of kg+1. In case of symetrical proposal densities, these

cancel out simplifying the acceptance criterion to the fraction of posterior distributions.
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Finally, we need to draw a new sample for the mean-reversion level v.
Assuming that v ~ N (m,,, 812,) , the conditional posterior follows as

p(¥|N,q,0_,,P) < p(P|S,N,q,0)p(v). (4.23)

Repeating the drawing of the above mentioned state variables and para-
meters, the distribution of the resulting Markov Chains will eventually
converge to their target posterior distributions. In order to find starting
values for the estimation procedure, we randomly draw parameter values
from their prior distributions. The starting vector of jump sizes is con-
structed from observed market data. We discard the first 10,000 iterations
and use additional 10,000 drawings as a basis for our parameter estimation.
Appropriate choices of prior distributions and their parameters (called hy-
perparameters) improve fast convergence and are generally used to induce
exogenous information into the estimation procedure. However, in our esti-
mation, the results of the parameter estimates are quite insensitive towards
changes in hyperparameters.!'?

Besides receiving point estimates for parameter values, MCMC addition-
ally allows us to separate the jump and the diffusion part of the underlying
spread. Since we receive a vector of jump times and a vector of jump sizes
in each iteration step, we can calculate the diffusion part of the underlying
at time ¢, i.e. S, as the difference between the observed spread and the
product of jump time and jump size at time ¢. After having finished the
parameter estimation, we receive the final value for S; as the arithmetic

122The mean jump size as well as the mean-reversion level are normally distributed with
mean 0.0 and variance 2.25. The mean reversion speed is also normally distributed but
with a mean of 0.3 and a variance of 0.01. The variances of the jump size and the
diffusion variance are inverse-gamma distributed with an alpha of 10.0 and a beta of
2.0. The jump probability is beta distributed with an alpha and beta equal to 2.0.
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mean of non discarded iterations of S; for all t = 1,...,T. The calculation
of the final jump times and jump sizes follows analogous to the vector S.
Figure 4.3 shows the underlying spread, the de-spiked process as well as
the jump times and jump sizes exemplarily for the eighth hour.
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Figure 4.3: Estimated de-spiked process for hour 8.
4.4.3 Risk-neutral Parameters

In order to estimate the risk-neutral parameters, we need to include option
prices into our estimation, since spot prices do not contain information
about market prices of risk. For the observed PTR prices C, we assume

Cy = PTR; (09,%,) + <}, (4.24)
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where € ~ N (0,02). PTR, (09,1,) is the model price of Cy, given in
(4.9), as a function of the parameters O and additional factors 1, i.e.
the current value of the de-spiked price Sy, interest rate and time to ma-
turity.!?3

(4.24) states that PTR prices are observed with an error. This assumption
is made in order to avoid a singularity problem. Thus, the observed op-
tion prices are normally distributed around their theoretical value, i.e. Cy ~
N (PT Ry (G)Q, %) , 03). Given the empirical parameters, we now only need
to estimate those parameters that change when changing to the risk-neutral
measure. The set of parameters therefore is @9 = {/1, a%, v, ,u,?, a?], p?, Jz}
Since we do not want to induce any information on how the risk-neutral
parameters change when changing to the risk-neutral measure Q, we use
the same prior distributions and hyperparameters as before. The full in-

formation likelihood of C follows as

T
p(C|0°,8,02) =] p(Ci]0%, St 02). (4.25)
t=1

We point out that the conditional distribution of C}; does not depend on the
jump times and jump sizes. Therefore, PTR prices contain no information
on jump times and jump sizes. This does of course not mean that jump
times and jump sizes are identical across measures. But in order to generate
the vectors ¢ and IV, we refer to the same posterior distributions as for the
empirical estimation given in (4.15) and (4.17) and we refrain from stating
them again.

123 Throughout this paper, we assume a risk free rate of interest of 2% p.a. As we only use
PTR options with one day to maturity, the interest rate has virtually no effect on our
results.
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The first parameter whose conditional distribution changes is the jump
probability p?. Given the beta prior distribution stated above, the poste-
rior for the jump probability follows as

p (p? |, C) xp (qQ ‘p?) p(C]09, S, 02) p (pﬁ?) : (4.26)

Since we cannot draw from this distribution directly, we apply Metropolis-
Hastings algorithm with a Beta proposal density. For the mean jump size
u(}? the posterior is

p (MJ

xp (N2[69) p (€1 |62, 81,02) p (15).

NQ7qQ7@C;2 Q70>
K (4.27)

As we can also not draw from this distribution directly, we use again a
Metropolis-Hastings algorithm with a normal proposal density.'?* Finally,
we need to draw the variance of the error term from the observed option
prices where we assume, in line with before estimated variances, an inverse
gamma prior, i.e. 02 ~ ZG (a, B,) , with a. = 10 and 3, = 2. The posterior

distribution is!2®

124For the proposal density of the jump probability we use the parameters o = 2,8 = 2.
The normal proposal density for the mean jump size has mean 0 and variance 100.
Both proposal densities are symmetric wich simplifies the acceptance criteria in the
Metropolis-Hastings step.

125We refer to Appendix B for details on the posterior distribution of o2.
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p (03\ N? ¢?0° ,.C, P) xp(C|P,S,N9 ¢, 09 p(c2), (4.28)

from which we can sample directly. Thus, we apply the Gibbs algorithm.
As the rest of the parameters is identical across measures, we refrain form
drawing them again and use their values estimated before.

4.5 Parameter Estimates

In Table 4.4, the estimation results for the empirical as well as risk-neutral
parameters are given for all 24 hours. All parameters shown are those
discussed in the prior section and given in absolute values based on daily
observations. As mentioned above, the presented values are calculated as
the arithmetic mean of the 10,000 non discarded Monte Carlo iterations.
Further, below each parameter, the standard error of the estimation is
given in brackets. The low standard errors in relation to the parameter
values confirm a fast convergence of our MCMC algorithm.

For the empirical parameters, our initial expectations for the underlying
spread are confirmed by the parameter estimates. First of all, figures in Ta-
ble 4.4 show a relatively large mean-reversion speed x compared to values
observed in national electricity markets. This confirms the observed oscilla-
tory behavior of the diffusion process as presented in Figure 4.3.12¢ Second,
the estimation results of the remaining parameters support the time-series
properties of the spread. The values of the mean-reversion levels are in line

126Note that the mean-reversion speed only refers to the diffusion component. Therefore,
the spikes in the underlying spread do not affect the estimated values for k.
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with the median price spreads in Table 4.2 in terms of sign as well as level.
While hours 4 to 8 have negative mean-reversion levels, those for the other
hours are all positive and generally higher for peak hours. The mean jump
sizes and jump probabilities show no clear pattern across different hours.
However, the variance of the jump sizes vary significantly during the day.
For morning hours and late at night, the variance of the jump sizes are
rather moderate. During peak hours, in contrast, jump variances increase
extremely reaching their peak for hour 18 with a variance of over 46,000.
Comparing the figures with the time-series results in Table 4.2 as well as
the trajectories in Figure 4.1, these values are in line with intuition. With
minimum and maximum price ranges of over 3,500 and kurtoses of up to
600, these jump size variances are also in line with observed prices. Over-
all, the empirical parameter estimates in Table 4.4 confirm the erratic and
extremely spiky behavior of daily price spreads from Table 4.2 and Figure
4.1 and supports our approach of modelling each hour separately.

In order to clarify the results in Table 4.4 and to analyze the results for the
risk-neutral parameters, we compare the densities of the prices spreads for
the empirical parameters with those of the risk-neutral ones. Figure 4.4
shows the difference between empirical and risk-neutral densities of the
underlying spread. A positive value refers to a higher probability under
the risk-neutral measure.

Figure 4.4 confirms the results of Table 4.4. For hours 4 and 24, negative
(positive) outcomes of the spread become more (less) likely under the risk-
neutral measure. This shift results in relatively smaller PTR option prices,
since smaller price spreads also mean lower option payoffs. Although less
pronounced for hour 24, note the different scale for hours 12 to 24 compared
to hours 4 and 8, the left shift of the distribution is still significant. For
the remaining hours, the differences between the empirical and risk-neutral
densities are also clearly visible, although only minimal for hour 12, since
the densities are dominated by the extreme jump size variance. However,
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in contrast to hours 4 and 24, the difference between empirical and risk-
neutral densities is symmetric, i.e. there is no shift in the probability of
positive and negative outcomes. Thus, there is only a slight or even non
risk adjustment for PTR options during those hours resulting in relatively
expensive PTR prices.

In order to explain our results, two aspects are of relevance. First of all,
PTR options are physically settled in contrast to the widely used financially
settled options. In case of cross-border supply agreements, investors might
need to purchase PTR options at short notice. Since the fulfillment of such
an agreement is generally of utmost priority, investors might be willing to
pay a premium for PTR options. As the PTR auction is held before the day-
ahead auction in the Dutch electricity market, investors are in general not
able to purchase any electricity in the Dutch market at all or at the desired
price in order to fulfill a potential supply agreement. Thus, the auction set
up increases the hedging demand of market participants. This demand
to hedge the delivery risk is amplified by the lower amount of available
capacity during turbulent hours, inducing an insurance premium in PTR
options. The other reason might be the usage of PTR options as purely
speculative contracts. As PTR prices are generally small with regards to
the extreme price spikes inherent in the underlying price process, PTRs
can be thought of as a bet on the occurrence of a jump. As the forecast
of jumps in the underlying spread, even with only one day to maturity, is
extremely difficult as shown in Figure 4.2, investors are willing to pay a
premium for PTRs in order to benefit from occasional but highly profitable
jumps.

Besides the dichotomy in the behavior of market participants investing in
PTR options, the pricing performance of our model also differs depending
on the volatility in the market. The model fit is indicated by the variance of
the residuals between market and model prices, i.e. 02. While o is rather
low for calm hours with only moderate jump size variances, it significantly
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increases for turbulent hours. Our model therefore describes an adequate
approach for the valuation of hourly PTR options during calm hours while
in times of extreme volatility its pricing performance decreases.

4.6 Analysis of Residuals

After having applied our model for the valuation of hourly PTRs, we now
proceed with an analysis of the residuals of our estimation, i.e. the dif-
ference between the market and model prices. This analysis helps to gain
further insights in the valuation of PTRs and thus leads to a better under-
standing of these contracts. Further, the residuals might indicate promising
extensions to our current model. In order to gain insights into the valua-
tion of PTRs, we proceed in two steps. First, we use the residuals of the
hourly PTRs. Due to the discrepancies of different hours during a day,
as discussed above, we analyze each of the 24 hours separately. In a sec-
ond step, we use the above estimated hourly parameters for the valuation
of monthly PTR contracts. These parameters are applicable as monthly
PTRs are just a portfolio of the corresponding hourly contracts. Then, we
also analyze the corresponding residuals between market and model prices
of monthly PTRs. Thus, we are able to identify differences in the valuation
of hourly and monthly PTR contracts.

4.6.1 Residuals of Hourly PTRs

The residuals of our hourly PTRs are the difference between the estimated
model price and the corresponding observed market price. Therefore, the
resulting residuals can be regarded as estimation errors of our model. As
shown in Figure 4.1, the underlying spread varies extremely across hours
as well as over the period between 2001 and 2008. Based on the estimated
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2

parameters in Table 4.4, especially the 0%, we expect the residuals to be

also highly erratic. Figure 4.5 shows the residuals for our estimated model
between 2001 and 2008. Residuals are calculated such that a positive dif-
ference between model and market prices refers to a higher market value
compared to the model price and vice versa.
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Figure 4.5: Hourly difference between market and model PTR prices.

Figure 4.5 shows the erratic behavior of the residuals. The prominent spiky
trajectory of the residuals is especially evident for turbulent hours during



150 CHAPTER 4. SHORT-TERM SPREAD OPTIONS

the day. The resulting residuals indicate that our model is not able to cap-
ture the extreme spikes in PTR option prices adequately leaving room for
improvement of our model. In order to identify shortcomings of our model,
we need to refer to the characteristics of the underlying spread in Figure
4.1 as any model extension needs to be founded on the underlying prices
to be modelled. Figure 4.1 shows that, especially during turbulent hours,
observed spikes are not distributed evenly across the relevant time span.
Based on the given spreads, a more flexible jump pattern could improve
our model performance.

In order to investigate a systematic behavior in the underlying spread
that might indicate potential extensions to our model, we first analyze if
the residuals are subject to a seasonal behavior. Second, we build on the
seasonal pattern and investigate if the seasonal pattern of the spread is
closely connected to the number of observed spikes in the underlying. In
case of a positive relation between the residuals and the number of spikes,
adopting a more flexible jump pattern could lead to more realistic PTR
model prices as market PTR prices are systematically higher than model
prices in case of a higher number of jumps and vice versa. For our analysis,
we use a weekly seasonality in form of a sinusoidal function with a period
of seven days and phase zero.'?” Therefore, in order to test for seasonality,
we perform the following regression

t
Cy — PTR; = v, + 775 - sin (27T . 7> + &4, (4.29)

where analogous to (4.24), Cy (PTR;) refers to the market (model) price

12TWe have also used different frequencies (i.e. monthly and annually) and phases as well as
a piecewise constant seasonality function. However, the function we apply best describes
the seasonal pattern of the residuals.
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of the PTR contract. 7; and 7, are constant parameters, ¢ is a variable
corresponding to the respective day of the week and ¢; is the iid normally
distributed residual of the regression.

Beside testing for weekly seasonality in the residuals of hourly PTRs, we
are interested in a relation between residuals and observed spikes in the
underlying spread. In our analysis we follow, amongst other, Kluge (2006)
and classify a price movement as a jump (or spike) depending on the num-
ber of standard deviations this price deviates from the mean value. Any
value that deviates more than four standard deviations from the average
value is in our analysis considered to be a spike.!?® The results of regression
(4.29) as well as the number of observed spikes in the underlying spread per
weekday and the correlation (p) between the seasonality of the residuals
and the spikes are shown in Table 4.5 for each hour separately.

Table 4.5 shows that the residuals are on average negative during calm
hours, whereas during turbulent hours, they are generally positive as indi-
cated by the sign of ;. This demonstrates that the model underestimates
market prices when the underlying spread is highly erratic and overesti-
mates PTR prices in calm hours. Besides significant average residuals, we
also find evidence for seasonality in residuals for hours 9 to 18. Moreover,
for those hours, the number of observed spikes during the beginning of the
week is rather high, while at the end of the week, almost no spikes oc-
cur. During the rest of the day, the occurrence of spikes is more dispersed
and several spikes are observed at the weekend. This effect is mainly due
to the lower standard deviation during calm hours and therefore a lower
threshold for prices to be considered a spike.

128The choice of the number of standard deviation is somewhat heuristic. While three
is often used, we use a higher value in order to include only the extreme jump in our
analysis. However, the results do not change considerably when choosing any other value
between three and four.
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Results in Table 4.5 show an ambiguous relation between residuals and ob-
served spikes. Concerning our model, the results indicate that for turbulent
hours, an extension towards non-constant, i.e. seasonal, jump intensities
might offer improved modelling results. However, this does not hold for
calm hours where the relation between residuals and observed spikes is not
significant or even negative. Our results indicate that for different hours
of the day, not only different parameters need to be estimated, but also,
different models should be applied.

4.6.2 Residuals of Monthly PTRs

After having analyzed the residuals of hourly PTRs, we now investigate
residuals from monthly PTRs. In the course of our analysis, we first need to
derive model prices for monthly PTRs and then compare these prices with
the observed market prices to receive the residuals. For our analysis, we use
all monthly PTR contracts between February 2001 and December 2008, i.e.
95 PTR prices.'?® Monthly PTRs are just portfolios of the corresponding
hourly PTRs. Further, when buying a monthly PTR, its holder needs to
decide for every single hour separately, whether to exercise the PTR option
or not. In order to value monthly PTRs, we simply use the estimated
parameters in Table 4.4 and calculate the arithmetic mean of all hourly
PTRs for the respective month.!3" So the March PTR price, for example,

129 Although the January 2001 PTR price is also available, we do not have information on
the underlying spread at the time of the PTR auction in December 2000. Thus, we are
not able of deriving a model price for the January 2001 contract and do not include it
in our analysis.

130We calculate the arithmetic mean of all hourly contracts as monthly PTRs are priced
on a per hour basis. Thus, we need an hourly price in order to make model and market
prices comparable.
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is just a portfolio of 744 hourly PTRs.'3!

Following the calculation of the monthly PTR model prices, the residu-
als are then derived as the difference between observed market and model
prices. Figure 4.6 shows the residuals for all monthly PTRs between Febru-
ary 2001 and December 2008. Again, a positive residual refers to a market
price above the corresponding model price and vice versa.
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Figure 4.6: Difference between market and model prices for all monthly
PTRs between 2001 and 2008.

Figure 4.6 shows that the residuals fluctuate around zero and are slightly
positively skewed.!3? Especially, extremely high market prices are not ade-
quately matched by our model. In addition to its fluctuation, the trajectory
of the residuals indicate an annual seasonality. In order to further inves-
tigate the seasonal trend, we perform a regression of the residuals on a

B31For simplicity reasons, we calculate the respective time-to-maturity in days and not
hours. Thus, all 24 hourly PTRs for a given day have the same time to maturity.

132We refrain from stating detailed descriptive statistics as these do not offer any additional
insight for our analysis.
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sinusoidal function with a period of 12 month. Analogous to our analy-
sis for residuals of hourly PTRs, we perform the following regression for
monthly PTRs'33

t
Cy — PTR; =, + 7, -sin <27r : 12) + . (4.30)
Here, Cy (PTR;) refers to the market (model) price of the monthly PTR
contract. Again, v; and 7, are constant parameters, ¢ is a variable corre-
sponding to the respective month and &; is the iid normally distributed
residual of the regression.

In addition to our analysis of the seasonality in residuals of monthly PTR,
we also investigate the relation to spikes in the underlying spread. There-
fore, we count the number of observed spikes during each calendar month
are calculate the correlation between the seasonality function and the un-
derlying spikes. Table 4.6 provides information on the results of regression
(4.30) as well as the number of spikes per month.

Figures in Table 4.6 are in line with our expectation from observed resid-
uals in Figure 4.6. Residuals are on average positive, as indicated by the
significant positive ;. Further, residuals show a highly significant season-
ality with lower values during the first half of the year and peaks during
the fall. This seasonal behavior is corresponding to the number of observed
spikes during each month also shown in Table 4.6. While during spring,
spikes occur less frequently, their appearance peaks during August and Oc-
tober. Consequently, the corresponding correlation between the seasonality
of the residuals and the number of observed spikes is 0.88.

133 For our regression, we use monthly values. Thus, the period of our sinusoidal function
is 12.
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Regression
Results Number of Spikes
Y1 Jan Feb Mar Apr May Jun
1.5349*** 53 9 21 10 37 31
Yo Jul Aug Sep Oct Nov Dec
-2.5267** 49 84 65 7 69 67

Table 4.6: Seasonality in residuals for monthly PTRs and number of spikes
per calendar month.

In order to emphasize the strong relation between the seasonality in resid-
uals and the number of observed spikes, Figure 4.7 shows both trajectories,
i.e. seasonality and frequency of jumps, for each calendar month. The left
y-axis shows the number of observed spikes and is depicted by the red,
erratic line. The right y-axis displays the seasonal trend of the residuals
and is shown by the blue, smooth line.

While for hourly contracts, the relation between spikes and the over- or
undervaluation of PTRs was ambiguous, the correlation for monthly PTRs
is evident. In months with more frequent spikes, market participants are
willing to pay a higher price for PTRs compared to months when spikes
are rare. One reason for the clear relation for monthly PTRs might be
that spikes are extremely hard to predict on a daily basis. However, on a
monthly basis, the number of spikes is more stable and therefore easier to
foresee. Thus, in order to adequately value monthly PTRs, the extension
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Figure 4.7: Number of spikes (bumpy, left axis) and seasonal trend in
the difference between market and model prices (smooth, right axis) per
calendar month.

of our model towards non-constant, seasonal jump intensities seems highly
promising.

4.7 Conclusion

In this chapter, we analyze hourly Physical Transmission Right (PTR)
prices for the German-Dutch interconnector between 2001 and 2008. We
model this price spread directly considering the unique features of the
underlying, especially the extremely short-term price spikes. Due to the
diverse characteristics of price spreads across hours, modelling each hour
separately is essential. We find that investors are willing to pay a pre-
mium for hourly PTR options for turbulent hours of the day, i.e. hour 8 to
22. This price premium can be explained by increased hedging demand or
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a speculation premium from investors in the German-Dutch cross-border
electricity market. The extensive demand for PTRs emphasizes the impor-
tance of these contracts and the need for adequate risk management tools
in cross-border electricity markets.

Further, we find evidence of seasonality in residuals of hourly as well as
monthly PTR contracts. Moreover, this seasonality is correlated to the
occurrence of spikes in the underlying spread. This indicates that in times
of higher frequencies of spikes, our model underestimates the market prices
while during times of lesser spikes, market prices are generally lower than
model prices. For month contracts, this relation is highly significant. For
hourly PTRs, the relation between seasonality in residuals and spikes in
the underlying is ambiguous. While it is significant during turbulent hours,
the relation is not evident for calm hours. Our results indicate that the
introduction of non-constant seasonal jump intensities poses a promising
extension in order to improve model performance. This especially holds for
month contracts as it is easier to estimate the occurrence of spikes on a
monthly than on a daily basis. While Seifert and Uhrig-Homburg (2007)
is the only paper to discuss non-constant jump intensities in electricity
markets, we are the first, to the best of our knowledge, to include option
prices in our analysis. Furthermore, as jumps in the underlying spread are
based on idiosyncratic jumps in one of the national electricity prices, our
results offer not only insights for cross-border derivatives, but also for the
valuation of derivatives in national electricity markets as well.

Future research could certainly analyze variations in the parameters of our
model over time, which is, however, rather tedious and implies the risk
of receiving unstable estimates. Moreover, the adoption of a time-varying
jump-intensity, as used by Seifert and Uhrig-Homburg (2007), could im-
prove the pricing performance and shed more light on the behavior of jumps
in this market. In addition, applying the currently famous regime-switching
models could also be promising for modelling price spreads. These models
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have proven to adequately mirror electricity prices and are, amongst oth-
ers, used by Haldrup and Nielsen (2006b). Finally, testing our model for
other underlyings, such as cross-commodity spreads, seems an interesting
field of research.
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Chapter 5

Conclusion

The ongoing liberalization in European electricity markets over the past
decades has led to an increased competition in national markets and to a
continuous rise in cross-border electricity flows. The congestion of electric-
ity transmission lines and resulting spreads between the prices of connected
grid zones are an important risk faced by participants in the electricity
markets, especially with respect to cross-border trading. Although cross-
border transmission capacities are constantly expanded and more efficient
congestion management methods are applied, congestion and therefore lo-
cational price spreads will continue to appear frequently in the whole of
Europe for the foreseeable future. Consequently, the management of lo-
cational price spreads remains important and a thorough understanding
of the pricing of derivative products and therefore a further analysis of
risk premia is of utmost interest to market participants as well as outside
speculators.

This thesis discusses the valuation of the most important cross-border
derivatives in the European electricity market. It analyzes the drivers of

163
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risk premia and their impact on the valuation of these contracts. While
Chapter 3 discusses the pricing of Contracts for Difference (CfDs), Chapter
4 examines the valuation of Physical Transmission Rights (PTRs) with
delivery of one hour and an entire calendar month respectively.

In Chapter 3 we analyze the ex-post risk premia of CfDs traded at Nord
Pool. It is shown that CfDs contain significant risk premia that substan-
tially vary in both sign and magnitude across market areas. We then in-
vestigate the development of these risk premia over time-to-maturity and
identify their main economic drivers. Results show a strong coherency be-
tween ex-post risk premia and time-to-maturity. Although not significant
for CfDs, this relation is highly significant for implied area and system
forwards, the two constituents of CfDs. In addition, Chapter 3 identifies a
strong relationship between risk premia and the variance and skewness of
the underlying spot prices and also finds a significant impact of hydropower
on spot prices and risk premia in the Nordic market. Thus, Chapter 3 con-
firms the two prominent models of Bessembinder and Lemmon (2002) as
well as Benth et al. (2008a) for cross-border electricity markets. Future
research could especially investigate influencing factors of short-term risk
premia, e.g. for month contracts in contrast to season or year contracts. In
addition, investigations of the pricing of CfDs with reduced-form models,
for example, based on the regime-switching approach for electricity spot
prices, or equilibrium models, seem promising. Ideally, future work would
be able to include the CfD prices from Nord Pool’s OTC clearing.

Chapter 4 discusses the valuation of hourly PTRs for the German-Dutch
interconnector. We propose a spike-diffusion model and estimate its phys-
ical and risk-neutral parameters. Using those parameters, we compare the
empirical and risk-neutral densities for the underlying price spreads. Our
results show first of all that the spike-diffusion model adequately describes
the underlying PTR prices especially during calm hours. Second, the es-
timated parameters show that during calm hours PTRs are traded at a
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discount, whereas market participants are willing to pay a premium for
PTRs during turbulent hours. The premium implicit in those PTRs can
be explained by either increased hedging demand or speculation of market
participants. Furthermore, we find evidence for seasonality in the residuals
of hourly and monthly PTR option prices. For monthly PTRs and hourly
PTRs during turbulent hours, this seasonality is strongly related to jumps
in the underlying spread. This result, in contrast to prior work, is the first
based on not only spot but also option prices and offers further insights in
the valuation of derivatives in cross-border as well as national electricity
markets. Future research could analyze variations in the parameters of our
model over time especially the adoption of a time-varying jump-intensity.
In addition, applying the currently famous regime-switching models could
also be promising for modelling price spreads. Finally, our model could be
test for other underlyings, especially further cross-commodity spreads.

As any analysis relies on certain assumption, so do the analyses in Chap-
ters 3 and 4 of this thesis. In Chapter 3, we assume that all CfDs are
liquidly traded. Although the trading volume of CfDs is constantly in-
creasing, liquidity compared to equity markets is still poor. Moreover, in
Chapters 3 and 4, we do not discuss transaction costs for trading CfDs
and PTRs. Finally, we assume that no market member is in the position
to exert market power. In the market for CfDs with the rather low liquid-
ity, a major market participants may well be able to influence prices. In
the German-Dutch electricity market for PTRs, where contracts are auc-
tioned, the auction mechanism might also lead to market imperfections. As
the results of this thesis heavily rely on all those assumptions, an analysis
on how a relaxation of one or more of them might influence results seems
highly interesting and is left for future research.
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Appendix

A Itd6 Lemma for Jump Processes

The It6 Lemma for jump-diffusion processes is extensively discussed in the
literature. The following description is based on Cont and Tankov (2003)
proposition 8.14.

Let X be a diffusion process with jumps, defined as the sum of a drift
term, a Wiener stochastic integral and a compound Poisson process as

Ny

t t
Xt:X0+/ bsds+/ o dWs+ ) AX;,
0 0 i=1

where b; and oy are continuous nonanticipating processes with

T
E {/ det} < 00.
0

Then, for any C*? function f : [0,T] x R — R, the process Y; = f (t, X;)
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can in differential notation be represented as

_of of o} *f
aYi = S X de b (8 X b+ T (1 X d
0
+8£ (t, Xp) oedWy + [f (Xi— + AXy) — (X))

B Posterior Densities for the Estimated Parameters of
Hourly PTRs

The Bernoulli probability of a jump is needed in order to generate a vector
of jump. Each probability is calculated as

01 = Pr(g+1=10,P1,S:, Nitr)

1-— pJ 2Nt+1 (PtJrl — Steili -V (1 — eiﬁt)) — Nt2+1
= 1+ —exp| — 5
b 2(1 — e2%) 9D
2K

The full posterior distribution for the jump probability is

p(psleg) o< p(glps)p(ps)

T T _
o Pt (1= py) Ry (1 py)

o P I (1 p )T e

Bs—1

)
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The full posterior distribution for the jump size is

P (Ni+1]©, qes1, Pig1, St)
X p(Piy1| St Nit1,q141,0) p (Ne41 |©)

2 2
<Nt+l . a%qm(mlste—ﬁu(le—m>>+<1e—2ﬁ>“;f:w)

P
2 2 — c
0%qf, 1 +(1—e72r) 52

1
X exp 5

2 2 "2D
o5 (1—e~ H)W
P

0%qt 1+ (1—em2r) 5P

The full posterior distribution for the mean jump size is
p(:U’J|N7Q7®—uJ7P) X p(N‘@)pOLJ)

_ 2
. si Z?:ol Nt+1+03mu
K Ts2+02
x exp| —=
2 o3s,
TsﬁJro%

The full posterior distribution for the variance of the jump size is

p(U2J|N,q,@_03,P) x p(N|@)p(O’%)

X <1>aj+1exp —& <BJ)QJ
02J U% T (ay)

Therefore, the posterior distribution of U?] is also inverse gamma with
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parameters a; and B 7, which follow from the prior parameters as

1
= ZT
oy B aj,

1 T-1
By = iztzo (Niy1 = py)* + By

The full posterior distribution for the variance is

p<o-2D|N>Q7®70'2D7P) X p(P|SvNaQa@)p(02D)
_ _ ~ \aD
() e 22) )
0% o2, ) T (ap)

Therefore, the posterior distribution of J% is also inverse gamma with
parameters ap and [, which follow from the prior parameters as

" 1

ap = §T+ ap,

~ K T-1 _ 2

Bp = (1—e2r) Zt:o (Pig1 — Ste™™ — Ney1gr1)” + Bp-

The full posterior distribution for the mean-reversion level is
p(V|N,q,0-y, P)
x p(P[S,N,q,0)p(v)

2 2
(l/ _ (1—67”)812, 23:01 (Pt+1—5t€7”—Nt+1Qt+1)+mu(1—672”)% )
1

2
k)2 —om\©
(1—e=#)*s2T+(1—e=2r) 2

2
2 (17672”)%82

v

2
k)2 —2my©
(1—e=#) s2T+(1—e—2r) 52
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The full posterior distribution for the variance of observed PTR prices is

p (O'E}NQ,QQ,(‘)?U%,C,P) x p (C‘ P’S’NQ,qQ’QQ)p (O-g)
1 &Cﬂexp 3, (58)
o? oz ) T'(ac)

Therefore, the posterior distribution of o2 is also inverse gamma with pa-

rameters a. and 5 p, which follow from the prior parameters as

1
Qe = §T + A,

50 = %Zio <0t+1 — PTRﬁq1>2 + B..



172 APPENDIX



References

Avellaneda, M., Buff, R., Friedman, C., Grandechamp, N., Kruk, L., and
Newman, J. (2001). Weighted Monte Carlo: A New Technique for
Calibrating Asset-Pricing Models. International Journal of Theoreti-
cal and Applied Finance, 4, 91-119.

Bachelier, L. (1900). Theory of Speculation. Reprinted in P. Cootner
(1964): The Random Character of Stock Market Prices, MIT Press,
17-78.

Bakshi, G., Chao, C., and Chen, Z. (1997). Empirical Performance of
Alternative Option Pricing Models. Journal of Finance, 52, 2003—
2049.

Ball, C.A., and Roma, A. (1994). Stochastic Volatility Options Pricing.
Journal of Financial and Quantitative Ananlysis, 29, 589-607.

Ball, C.A., and Torous, W.N. (1985). On Jumps in Common Stock Prices
and Their Impact on Call Option Pricing. Journal of Finance, 40,
155-173.

Bates, D.S. (1996). Jumps and Stochastic Volatility: Exchange Rate
Processes Implicit in Deutsche Mark Options. Review of Financial
Studies, 9, 69-107.

173



174 REFERENCES

Bates, D.S. (2000). Post-S87 Crash Fears in S&P 500 Futures Option
Market. Journal of Econometrics, 94, 181-238.

Beckers, S. (1980). The Constant Elasticity of Variance Model and Its
Implications for Option Pricing. Journal of Finance, 35, 661-673.

Benth, F.E., and Koekebakker, S. (2008). Stochastic Modelling of Financial
Electricity Contracts. Energy Economics, 30, 1116-1157.

Benth, F.E., Cartea, A., and Kiesel, R. (2008a). Pricing Forward Contracts
in Power Markets by the Certainty Equivalence Principle: Explaining
the Sign of the Market Risk Premium. Journal of Banking & Finance,
32, 2006-2021.

Benth, F.E., Benth, J.S., and Koekebakker, S. (2008b). Stochastic Mod-
elling of Electricity and Related Markets. World Scientific.

Bessembinder, H., and Lemmon, M.L. (2002). Equilibrium Pricing and
Optimal Hedging in Electricity Forward Markets. Journal of Finance,
57, 1347-1382.

Bierbrauer, M., Menn, C., Rachev, S.T., and Triick, S. (2007). Spot and
Derivative Pricing in the EEX Power Market. Journal of Banking &
Finance, 31, 3462-3485.

Bitz, M. (1993). Grundlagen des Finanzwirtschafltich Orientierten Risiko-
managements. G. Gebhardt, W. Gerke and M. Steiner: Handbuch
des Finanzmanagements - Instrumente und Mérkte der Unternehmes-
finanzierung, Beck, 641-668.

Bjorndal, M., and Jgrnsten, K. (2001). Zonal Pricing in a Deregulated
Electricity Market. The Energy Journal, 22(1), 51-73.

Black, F. (1976). The Pricing of Commodity Contracts. Journal of Finan-
cial Economics, 3, 167-179.



REFERENCES 175

Black, F., and Scholes, M. (1973). The Pricing of Options and Corporate
Liabilities. Journal of Political Economy, 81, 637-654.

Botterud, A., Bhattacharyya, A.K., and Ilic, M. (2002). Futures and Spot
Prices - An Analysis of the Scandinavian Electricity Market. Proceed-
ings of the North American Power Symposium 2002.

Boyle, P.P. (1977). Options: A Monte Carlo Approach. Journal of Financial
Economics, 4, 323-338.

Boyle, P.P.; and Tse, Y.K. (1990). An Algorithm for Computing Values of
Options on the Maximum or Minimum of Several Assets. Journal of
Financial and Quantitative Analysis, 25, 215-228.

Boyle, P.P., Evnine, J., and Gibbs, S. (1989). Numerical Evaluation of
Multivariate Contingent Claims. Review of Financial Studiess, 2, 241—
250.

Branger, N., and Muck, M. (2009). Keep on Smiling? Volatility Surfaces
and the Pricing of Quanto Options when all Covariances are Stochas-
tic. Working Paper, University of Miinster.

Breeden, D.T. (1980). Consumption Risks in Futures Markets. Journal of
Finance, 35, 503-520.

Brinkmann, E.J., and Rabinovitch, R. (1995). Regional Limitations on the
Hedging Effectiveness of Natural Gas Futures. The Energy Journal,
16(3), 113-124.

Broadi, M., Chernov, M., and Johannes, M. (2007). Model Specification
and Risk Premia: Evidence from Futures Options. Journal of Finance,
62, 1453-1490.

Biihler, W., and Miiller-Merbach, J. (2007a). Dynamic Equilibrium Valu-
ation of Electricity Futures. Working Paper, University of Mannheim.



176 REFERENCES

Biihler, W., and Miiller-Merbach, J. (2007b). Valuation of Electricity Fu-
tures: Reduced-Form vs. Dynamic Equilibrium Models. Working Pa-
per, University of Mannheim.

Burger, M., Klar, B., Miiller, A., and Schindlmayr, G. (2004). A Spot
Market Model for Pricing Derivatives in Electricity Markets. Journal
of Quantitative Finance, 4, 109-122.

Carr, P. (1995). Two Extensions to Barrier Option Valuation. Applied
Mathematical Finance, 2, 173-209.

Cartea, A., and Figueroa, M.G. (2005). Pricing in Electricity Markets:
A Mean Reverting Jump Diffusion Model with Seasonality. Applied
Mathematical Finance, 12, 313-335.

Cartea, A., and Villaplana, P. (2008). Spot Price Modeling and the Val-
uation of Electricity Forward Contracts: The Role of Demand and
Capacity. Journal of Banking & Finance, 32, 2502-2519.

Chao, H., and Peck, S. (1996). A Market Mechanism for Electric Power
Transmission. Journal of Regulatory Economics, 10, 25-59.

Chesney, M., and Scott, L. (1987). Pricing European Currency Options:
A Comparison of the Modified Black-Scholes Model and a Random
Variance Model. Journal of Financial and Quantitative Ananlysis, 24,
267-284.

Christensen, B.J., Jensen, T.E., and Mglgaard, R. (2007). Market Power in
Power Markets: Evidence from Forward Prices of Electricity. Working
Paper, University of Aarhus.

Clewlow, L., and Strickland, C. (2000). Energy Derivatives: Pricing and
Risk Management. Lacima Publications.

Cont, R., and Tankov, P. (2003). Financial Modelling with Jump Processes.
Chapman & Hall/CRC.



REFERENCES 177

Conze, A., and Viswanathan, S. (1991). Path Dependent Options: The
Case of Lookback Options. Journal of Finance, 46, 1893-1908.

Cootner, P.H. (1960). Returns to Speculators: Telser vs. Keynes. Journal
of Political Economy, 68, 396—404.

Cox, J.C. (1975). Notes on Option Pricing I: Constant Elasticity of Dif-
fusions. Unpublished Draft, Stanford University, Reprinted in The
Journal of Portfolio Management (1996).

Cox, J.C., and Ross, S.A. (1976). The Valuation of Options for Alternative
Stochastic Processes. Journal of Financial Economics, 3, 145-166.

Cox, J.C., Ross, S.A., and Rubinstein, M. (1979). Option Pricing: A Sim-
plified Approach. Journal of Financial Economics, 7, 229-263.

De Jong, C. (2005). The Nature of Power Spikes: A Regime-Switch Ap-
proach. Working Paper, Erasmus University Rotterdam.

De Vany, A.S., and Walls, W.D. (1999). Cointegration Analysis of Spot
Electricity Prices: Insights on Transmission Efficiency in the Western
US. Energy Economics, 21, 435-448.

Dempster, M.A.H., Medova, E., and Tang, K. (2008). Long Term Spread
Option Valuation and Hedging. Journal of Banking & Finance, 32,
2530-2540.

Deng, D. (2005). Three Essays on Electricity Spot and Financial Derivative
Prices at the Nord Pool Power Exchange. Ph.D. Thesis, Géteborg
University.

Diko, P., Lawford, S., and Limpens, V. (2006). Risk Premia in Electric-
ity Forward Prices. Studies in Nonlinear Dynamics & Econometrics,
10(3).



178 REFERENCES

Douglas, S., and Popova, J. (2008). Storage and the Electricity Forward
Premium. Energy Economics, 30, 1712-1727.

Duffie, D. (1989). Futures Markets. Prentice Hall, Englewood Cliffs.

Duffie, D., Pan, J., and Singleton, K. (2000). Transform Analysis and Asset
Pricing for Affine Jump-Diffusions. Econometrica, 68, 1343-1376.

Dusak, K. (1973). Futures Trading and Investor Returns: An Investigation
of Commodity Market Risk Premiums. Journal of Political Economy,
81, 1387-1406.

Elliot, R.J., Sick, G.A., and Stein, M. (2003). Modelling Electricity Price
Risk. Working Paper, University of Calgary.

Eraker, B. (2004). Do Stock Prices and Volatility Jump? Reconciling Ev-
idence from Spot and Option Prices. Journal of Finance, 59, 1367—
1403.

Eraker, B., Johannes, M., and Polson, N. (2003). The Impact of Jumps in
Volatility and Returns. Journal of Finance, 63, 1269-1300.

Escribano, A., na, J.I. Pe and Villaplana, P. (2002). Modelling Electricity
Prices: International Evidence. Working Paper, Universidad Carlos
III de Madrid.

ETSO (2006). Transmission Risk Hedging Products - Solutions for the
Market and Consequences for the T'SOs. Brussels.

Evans, L.C. (1998). Partial Differential Equations. Oxford University
Press.

Eydeland, A., and Geman, H. (1999). Fundamentals of Electricity Deriva-
tives. R. Jameson: Energy Modelling and the Management of Uncer-
tainty, Risk Books, 35-44.



REFERENCES 179

Eydeland, A., and Wolyniec, K. (2003). Energy and Power Risk Manage-
ment - New Developments in Modeling, Pricing, and Hedging. John
Wiley & Sons.

Federal Ministry for the Environment, Nature Conservation and Nuclear
Safety (2008). Erneuerbare Energien in Zahlen - Nationale und Inter-
nationale Entwicklung. Bonn.

Fischer, S. (1978). Call Option Pricing When the Exercise Price is Un-
certain, and the Valuation of Index Bonds. Journal of Finance, 33,
169-176.

Fleten, S.E., and Lemming, J. (2003). Constructing Forward Price Curves
in Electricity Markets. Energy Economics, 25, 409-424.

Furig, D., and Meneu, V. (2008). Expectations and Forward Risk Premium
in the Spanish Power Market. Working Paper, University of Valencia.

Gamerman, D., and Lopes, H.F. (2006). Markov Chain Monte Carlo -
Stochastic Simulation for Bayesian Inference. Chapman & Hall/CRC.

Geman, H. (2005). Commodities and Commodity Derivatives. John Wiley
& Sons.

Geman, H., and Roncoroni, A. (2006). Understanding the Fine Structure
of Electricity Prices. Journal of Business, 79, 1225-1261.

Geske, R. (1979). The Valuation of Compound Options. Journal of Finan-
cial Economics, 7, 63—-81.

Glasserman, P., and Yu, B. (2005). Large Sample Properties of Weighted
Monte Carlo Estimators. Operations Research, 53, 298-312.

Goldman, M.B., Sosin, H., and Gatto, M.A. (1979). Path-Dependent Op-
tions: Buy at the Low, Sell at the High. Journal of Finance, 34,
1111-1127.



180 REFERENCES

Green, R. (2007). Nodal Pricing of Electricity: How Much Does it Cost to
get it Wrong? Journal of Regulatory Economics, 31, 125-149.

Griinbichler, A., and Longstaff, F.A. (1996). Valuing Futures and Options
on Volatility. Journal of Banking & Finance, 20, 985-1001.

Hadsell, L. (2006). Premiums in Electricity Futures: An Examination
of California-Oregon-Border Contracts on NYMEX. Working Paper,
University at Albany.

Hadsell, L., and Shawky, H.A. (2006). Electricity Price Volatility and the
Marginal Cost of Congestion: An Empirical Study of Peak Hours on
the NYISO Market 2001-2004. The Energy Journal, 27(2), 157-179.

Haldrup, N., and Nielsen, M.(. (2006a). A Regime Switching Long Mem-
ory Model for Electricity Prices. Journal of Econometrics, 135, 349-
376.

Haldrup, N.; and Nielsen, M.0. (2006b). Directional Congestion and
Regime Switching in a Long Memory Model for Electricity Prices.
Studies in Nonlinear Dynamics & Econometrics, 10(3).

Hamilton, J.D. (1989). A New Approach to the Economic Analysis of
Nonstationary Time Series and the Business Cycle. Econometrica,
57, 357-384.

Harrison, M.J., and Kreps, D. (1979). Martingales and Arbitrage in Multi-
period Securities Markets. Journal of Economic Theory, 20, 381-408.

Harrison, M.J., and Pliska, S.R. (1981). Martingales and Stochastic Interi-
grals in the Theory of Continuous Trading. Stochastic Processes and
Their Applications, 11, 215-260.

Heath, D., Jarrow, R., and Morton, A. (1992). Bond Pricing and the
Term Structure of Interest Rates: A New Methodology for Contingent
Claims Valuation. Econometrica, 60, 77-105.



REFERENCES 181

Heston, S. (1993). A Closed-Form Solution for Options with Stochastic
Volatility with Applications to Bond and Currency Options. Review
of Financial Studies, 6, 327-343.

Heynen, R.C., and Kat, H.M. (1994). Partial Barrier Options. Journal of
Financial Engineering, 3, 253-274.

Hikspoors, H.S., and Jaimungal, S. (2007). Energy Spot Price Models
and Spread Options Pricing. International Journal of Theoretical and
Applied Finance, 10, 1111-1135.

Hogan, W.W. (1998). Competitive Electricity Market Design: A Wholesale
Primer. Working Paper, Harvard University.

Hogan, W.W. (1999). Market-Based Transmission Investments and Com-
petitive Electricity Markets. Working Paper, Harvard University.

Hogan, W.W. (2000). Flowgate Rights and Wrongs. Working Paper, Har-
vard University.

Hogan, W.W. (2003). Transmission Market Design. Working Paper, Har-
vard University.

Holler, J., and Haberfeld, M. (2006). Divergenz oder Konvergenz Européis-
cher Groflhandelsmérkte? Preisentwicklung am Spotmarkt. Working
Paper, E-Control.

Huisman, R., and De Jong, C. (2003). Option Formulas for Mean-Reverting
Power Prices with Spikes. Energy Power Risk Management, 7, 12-16.

Huisman, R., and Huurman, C. (2003). Fat Tails in Power Prices. Working
Paper, Erasmus University Rotterdam.

Huisman, R., and Mahieu, R. (2003). Regime Jumps in Electricity Prices.
Energy Economics, 25, 425-434.



182 REFERENCES

Huisman, R., Huurman, C., and Mahieu, R. (2007). Hourly Electricity
Prices in Day-Ahead Markets. Energy Economics, 29, 240-248.

Hull, J.C. (2009). Options, Futures, and Other Derivatives. Prentice Hall.

Hull, J.C., and White, A. (1987). The Pricing of Options on Assets with
Stochastic Volatilities. Journal of Finance, 42, 281-300.

Hull, J.C., and White, A. (1988). An Analysis of the Bias in Option
Pricing Caused by Stochastic Volatility. Advances in Futures Options
Research, 3, 29-61.

Hull, J.C.; and White, A. (1994a). Numerical Procedures for Implementing
Term Structure Models I: Single-Factor Models. Journal of Deriva-
tives, 2, 7-16.

Hull, J.C., and White, A. (1994b). Numerical Procedures for Implementing
Term Structure Models II: Two-Factor Models. Journal of Derivatives,
2, 37-48.

Ingersoll, J. (1979). A Theoretical and Empirical Investigation of the Dual
Purpose Funds: An Application of Contingent Claims Analysis. Jour-
nal of Financial Economics, 3, 83-123.

Jarrow, R., and Rudd, A. (1982). Approximate Option Valuation for Arbi-
trary Stochastic Processes. Journal of Financial Economics, 10, 347—
369.

Johannes, M., and Polson, N. (2003). MCMC Methods for Continuous-
Time Financial Econmetrics. Working Paper, University of Chicago.

Johnson, B., and Barz, G. (1999). Selecting Stochastic Processes for Mod-
elling Electricity Prices. Energy Modelling and the Management of
Uncertainty, Risk Books, London, 3—-22.



REFERENCES 183

Johnson, H. (1987). Options on the Maximum or the Minimum of Several
Assets. Journal of Financial and Quantitative Ananlysis, 22, 277-283.

Johnson, H., and Shanno, D. (1987). Option Pricing when the Variance
is Changing. Journal of Financial and Quantitative Ananlysis, 22,
143-151.

Joskow, P.L., and Tirole, J. (2000). Transmission Rights and Market Power
on Electric Power Networks. Rand Journal of Economics, 31, 450-487.

Kaldor, N. (1939). Speculation and Economic Stability. Review of Eco-
nomic Studies, 7, 1-27.

Kamara, A., and Siegel, A.F. (1987). Optimal Hedging in Futures Markets
with Multiple Delivery Specifications. Journal of Finance, 42, 1007—
1021.

Karakatsani, N.K., and Bunn, D.W. (2008). Intra-Day and Regime-
Switching Dynamics in Electricity Price Formation. FEnergy Eco-
nomics, 30, 1776-1797.

Kirk, E. (1995). Correlation in Energy Markets. Managing Energy Price
Risk, Risk Publications and Enron, 71-78.

Kluge, T. (2006). Pricing Swing Options and other Electricity Derivatives.
PhD Thesis, University of Oxford.

Konstantin, P. (2009). Praxisbuch Energiewirtschaft - Energieumwand-
lung, -transport und -beschaffung im Liberalisierten Markt. Springer.

Kristiansen, T. (2004a). Pricing of Contracts for Difference in the Nordic
Market. Energy Policy, 32, 1075-1085.

Kristiansen, T. (2004b). Congestion Management, Transmission Pricing
and Area Price Hedging in the Nordic Region. Electrical Power and
Energy Systems, 26, 685-695.



184

REFERENCES

Kristiansen, T. (2004c). Risk Management in Congested Electricity Net-
works. Energy Studies Review, 12, 228-257.

Kunitomo, N., and Tkeda, M. (1992). Pricing Options with Curved Bound-
aries. Mathematical Finance, 2, 275-298.

Lari-Lavassani, A., Simchi, M., and Ware, A. (2001). A Discrete Valuation
of Swing Options. Canadian Applied Mathematics Quarterly, 9, 35—
74.

Latané, H.A., and Rendleman, R.J. (1976). Standard Deviations of Stock
Price Ratios Implied in Option Prices. Journal of Finance, 31, 369—
381.

Leippold, M., and Trojani, F. (2008). Asset Pricing with Matrix Jump
Diffusion. Working Paper, University of Zurich.

Longstaff, F.A., and Schwartz, E.S. (2004). Valuing American Options by

Simulation: A Simple Least-Squares Approach. Review of Financial
Studies, 14, 113-147.

Longstaff, F.A., and Wang, A.W. (2004). Electricity Forward Prices: A
High-Frequency Empirical Analysis. Journal of Finance, 59, 1877—
1900.

Lucia, J.J., and Schwartz, E.S. (2002). Electricity Prices and Power Deriv-

atives: Evidence from the Nordic Power Exchange. Review of Deriv-
atives Research, 5, 5-20.

Lucia, J.J., and Torré, H. (2008). Short-Term Electricity Futures Prices:

Evidence on the Time-Varying Risk Premium. Working Paper, Uni-
versity of Valencia.

MacBeth, J.D., and Merville, L.J. (1979). An Empirical Examination of
the Black-Scholes Call Option Pricing Model. Journal of Finance, 34,
1173-1186.



REFERENCES 185

MacBeth, J.D., and Merville, L.J. (1980). Tests of the Black-Scholes and
Cox Call Option Valuation Models. Journal of Finance, 35, 285-301.

Marckhoff, J., and Wimschulte, J. (2009). Locational Price Spreads and the
Pricing of Contracts for Difference: Evidence from the Nordic Market.
Energy Economics, 31, 257—-268.

Margrabe, W. (1978). The Value of an Option to Exchange One Asset for
Another. Journal of Finance, 23, 177-186.

Melino, M., and Turnbull, S. (1990). Pricing Foreign Currency Options
with Stochastic Volatility. Journal of Econometrics, 45, 239-265.

Merton, R.C. (1973a). Theory of Rational Option Pricing. The Bell Jour-
nal of Economics and Management Science, 4, 141-183.

Merton, R.C. (1973b). An Intertemporal Capital Asset Pricing Model.
Econometrica, 41, 867—887.

Merton, R.C. (1976). Option Pricing when Underlying Stock Returns are
Discontinuous. Journal of Financial Economics, 3, 125-144.

Mikosch, T. (1999). Elementary Stochastic Calculus. World Scientific.

Moulton, J.S. (2005). California Electricity Futures: The NYMEX Expe-
rience. Energy Economics, 27, 181-194.

Muck, M. (2006a). Portfoliomanagement and Derivatives. Habilitation,
WHU - Otto Beisheim School of Management.

Muck, M. (2006b). Where Should You Buy Your Options? The Pricing
of Exchange Traded Certificates and OTC Derivatives in Germany.
Journal of Derivatives, 14, 81-96.

Muck, M. (2007). Pricing Turbo Certificates in the Presence of Stochastic
Jumps, Interest Rates, and Volatility. DBW - Die Betriebswirtschaft,
67, 224-240.



186 REFERENCES

Muck, M., and Rudolf, M. (2005). Improving Discrete Implementation
of the Hull and White Two-Factor Model. Journal of Fixed Income,
67-75.

Muck, M., and Rudolf, M. (2008). The Pricing of Electricity Forwards.
R. Fiiss, D.G. Kaiser and F.J. Fabozzi: The Handbook of Commodity
Investing, John Wiley & Sons, 596-612.

Musiela, M., and Rutkowski, M. (2002). Martingale Methods in Financial
Modelling. Springer.

Naik, V., and Lee, M. (1990). General Equilibrium Pricing of Options on
the Market Portfolio with Discontinuous Returns. Review of Financial
Studies, 3, 493-521.

Nomikos, N.K., and Soldaots, O. (2008). Using Affine Jump Diffusion
Models for Modelling and Pricing Electricity Derivatives. Applied
Mathematical Finance, 15, 41-71.

Nord Pool (2006). Calculation of System and Area Prices. Lysaker, Octo-
ber 2006.

Nord Pool (2007). Trading Rules for Financial Electricity Contracts and
Certificate Contracts. Lysaker, March 2007.

Nordel (2007). Annual Statistics 2006. Helsinki.
Nordel (2009). Annual Statistics 2008. Oslo.

Oehler, A., and Unser, M. (2002). Finanzwirtschaftliches Risikomanage-
ment. Springer.

Pan, J. (2002). The Jump-Risk Implicit in Options: Evidence from an
Integrated Time-Series Study. Journal of Financial Economics, 63,
3-50.



REFERENCES 187

Pilipovic, D. (2007). Energy Risk: Valuing and Managing Energy Deriva-
tives. McGraw—Hill.

Pirrong, C. (2008). Structural Models of Commodity Prices. H. Geman:
Risk Management in Commodity Markets: From Shipping to Agricul-
turals and Energy, John Wiley & Sons, 596-612.

Pirrong, C., and Jermakyan, M. (2008). The Price of Power: The Valuation
of Power and Weather Derivatives. Journal of Banking & Finance, 32,
2520-2529.

Pirrong, S.C., Kormendi, R., and Meguire, P. (1994). Multiple Delivery
Points, Pricing Dynamics, and Hedging Effectiveness in Futures Mar-
kets for Spatial Commodities. Journal of Futures Markets, 14, 545—
573.

Rich, D., and Chance, D. (1993). An Alternative Approach to the Pricing
of Options on Multiple Assets. Journal of Financial Engineering, 2,
271-285.

Rodrigues, P.J.M., and Schlag, C. (2009). A Jumping Index of Jumping
Stocks? An MCMC Analysis of Continuous-Time Models for Individ-
ual Stocks. Working Paper, House of Finance, Goehte University.

Routledge, B.R., Seppi, D.J., and Spatt, C.S. (2001). The Spark Spread:
An Equilibrium Model of Cross-Commodity Price Relationships in
Electricity. Working Paper, Carnegie Mellon University.

Rubinstein, M. (1983). Displaced Diffusion Option Pricing. Journal of
Finance, 38, 213-217.

Rubinstein, M. (1991). Somewhere Over the Rainbow. Risk, 4, 63—-66.

Rubinstein, M., and Reiner, E. (1991). Breaking Down the Barriers. Risk,
4, 28-35.



188 REFERENCES

Ruff, L.E. (2001). Flowgates, Contingency-Constrained Dispatch, and
Transmission Rights. Electricity Journal, 1, 34-55.

Schiffer, H. (2005). Energiemarkt Deutschland. TUV Verlag.

Schobel, R., and Zhu, J. (1999). Stochastic Volatility with an Ornstein-
Uhlenbeck Process: An Extension. European Finance Review, 3, 23—
46.

Schwartz, E.S. (1977). The Valuation of Warrants: Implementing a New
Approach. Journal of Financial Economics, 4, 79-93.

Scott, L.O. (1987). Option Pricing when the Variance Changes Randomly:
Theory, Estimation, and an Application. Journal of Financial and
Quantitative Ananlysis, 22, 419-438.

Scott, L.O. (1997). Pricing Options in a Jump-Diffusion Model with Sto-
chastic Volatility and Interest Rates: Applications of Fourier Inversion
Methods. Mathematical Finance, 7, 413-424.

Seifert, J., and Uhrig-Homburg, M. (2007). Modelling Jumps in Electric-
ity Prices: Theory and Empirical Evidence. Journal of Derivatives
Research, 10, 59-85.

Shawky, H.A., Marathe, A., and Barret, C.L. (2003). A First Look at the
Empirical Relation Between Spot and Futures Electricity Prices in the
United States. Journal of Futures Markets, 23, 931-955.

Siddiqui, A.S., Bartholomew, E.S., Marnay, C., and Oren, S.S. (2005).
Efficiency of the New York Independent System Operator Market for
Transmission Congestion Contracts. Managerial Finance, 31(6), 1-45.

Simonsen, I., Weron, R., and Wilman, P. (2004). Modelling Highly Volatile
and Seasonal Markets: Evidence From the Nord Pool Electricity Mar-
ket. H. Takayasu: The Application of Econophysics, Springer, 182-191.



REFERENCES 189

Skantze, P., Ilic, M., and Gubina, A. (2004). Modelling Locational Price
Spreads in Competitive Electricity Markets; Applications for Trans-
mission Rights Valuation and Replication. IMA Journal of Manage-
ment Mathematics, 15, 291-319.

Stein, E.M., and Stein, J.C. (1991). Stock Price Distributions with Sto-
chastic Volatility: An Analytic Approach. Review of Financial Studies,
4, 727-752.

Stoft, S. (2002). Power System Economics: Designing Markets for Elec-
tricity. John Wiley & Sons.

Stulz, R. (1982). Options on the Minimum or the Maximum of Two Risky
Assets: Analysis and ApplicationsS,. Journal of Financial Economics,
10, 161-185.

Tavella, D., and Randall, C. (2000). Pricing Financial Instruments: The
Finite Difference Method. John Wiley & Sons.

UCTE (2004). Operation Handbbok. Brussels.

Uhrig-Homburg, M., and Wagner, M. (2008). Derivative Instruments in
the EU Emissions Trading Scheme - An Early Market Perspective.
Energy & Environment, 19, 635—-655.

Ullrich, C.J. (2007). Constrained Capacity and Equilibrium Forward Pre-
mia in Electricity Markets. Working Paper, Virginia Polytechnic In-
stitute and State University.

Vasicek, O. (1977). An Equilibrium Characterisation of the Term Struc-
ture. Journal of Financial Economics, 5, 177-188.

Vehvildinen, I., and Pyykkonen, T. (2005). Stochastic Factor Model for
Electricity Spot Price - The Case of the Nordic Market. Energy Eco-
nomics, 27, 351-367.



190 REFERENCES

Von der Fehr, N.H.M., Amundsen, E.S., and Bergman, L. (2005). The
Nordic Market: Signs of Stress? The Energy Journal, 26 (Special
Issue), 71-98.

Wawer, T. (2007). Konzepte fiir ein Nationales Engpassmanagement im
Deutschen Ubertragunsnetz. Zeitschrift fiir Energiewirtschaft, 31,
109-116.

Weron, R. (2002). Estimating Long Range Dependence: Finite Sample
Properties and Confidence Intervals. Physica A, 312, 285-299.

Weron, R. (2005). Heavy Tails and Electricity Prices. Working Paper,
Wroctaw University of Technology.

Weron, R. (2006). Modeling and Forecasting Electricity Loads and Prices.
John Wiley & Sons.

Weron, R., Bierbrauer, M., and Triick, M. (2004). Modelling Electricity
Prices: Jump Diffusion and Regime Switching. Physica A, 336, 39-48.

Wiggins, J. (1987). Option values Under Stochastic Volatility: Theory and
Empirical Estimates. Journal of Financial Economics, 19, 351-372.

Wilkens, S., and Wimschulte, J. (2007). The Pricing of Electricity Futures:
Evidence from the European Energy Exchange. Journal of Fixed In-
come, 24, 387-410.

Working, H. (1948). Theory of the Inverse Carrying Charge in Futures
Markets. Journal of Farm Economics, 30, 1-28.

Worthington, A., Kay-Spratley, A., and Higgs, H. (2005). Transmission of
Prices and Price Volatility in Australian Electricity Spot Markets: A
Multivariate GARCH Analysis. Energy Economics, 27, 337-350.

Zachmann, G. (2008). Electricity Wholesale Market Prices in Europe:
Convergence? Energy Economics, 30, 1659-1671.



REFERENCES 191

Zhang, P. (1995). Correlation Digital Options. Journal of Financial Engi-
neering, 4, 75-95.



	Marckhoff (2010) - Risk Management in Cross-Border Electricity Markets in Europe - FINAL
	Copy of Marckhoff (2010) - Risk Management in Cross-Border Electricity Markets in Europe
	Promotionsvermerk
	Marckhoff (2010) - Risk Management in Cross-Border Electricity Markets in Europe

	Marckhoff (2010) - Risk Management in Cross-Border Electricity Markets in Europe - Finale Druckversion



