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Executive summary 
Daily settlement prices (DSPs) are a key input used by the clearing manager to value the 
exposure it has to the FTR holdings of each participant.  In August 2015 DSPs for financial 
transmission right (FTR) options were reaching values that were not in line with current market 
conditions or historic spot prices. In response, the clearing manager submitted to the Authority 
an urgent variation to the Financial Transmission Rights Prudential Security Assessment 
methodology (“the methodology”). This was approved in October 2015 and expires on the 9 July 
2016. 

The urgent variation had the effect of resetting DSP values to the FTR price provided by the 
methodology’s predictive price model (PPM), when the calculated DSP exceeds the highest 
ever FTR auction price setting trade (PST) . This has resulted in a reset of 16 FTR products 
during the last quarter of 2015 and none during 2016. 

Following informal conversations with market participants and Authority staff the clearing 
manager formally consulted on a proposed variation to the methodology from 12 April through 
to 5 May 2016. This proposed variation was to replace the urgent variation with a more 
permanent change to the methodology. 

In the existing methodology, for option FTRs, the DSP is adjusted by the ratio of the current and 
previous days PPM. The problem underlying the urgent variation is that when the PST is 
significantly greater than then the PPM at the time of auction, subsequent movements of the 
PPM can potentially lead to large changes in the DSP for option FTRs.  

The variation recommended by the clearing manager seeks to resolve this by adjusting the DSP 
for option FTRs by the product of the change in the current and previous days PPM and a 
sensitivity factor. This sensitivity factor is a ratio based on the PPM and PST at the time auction 
and has the effect of muting changes to the PPM on the DSP. This method is only applied 
where the PST is greater than the PPM at the time of auction. If this condition is not met the 
existing methodology is continued to be used. 

To allow the clearing manager time to implement the required changes to its system it is further 
recommended that the urgent variation changes are kept in place until 30 November 2016.  

The intent of the recommended variation is to only address the problem leading to the urgent 
variation. The clearing manager has not attempted to undertake a fundamental review of the 
methodology.  

Three submissions received in response to the consultation indicated strong reservations about 
the overall methodology used to value FTRs. These submitters thought more reliance should be 
placed on auction prices or that a different model ought to be used to predict FTR prices. Two 
submissions received and three informal phone responses indicated support for the 
recommended variation.    

Following an analysis of submissions the clearing manager is satisfied that the recommended 
variation is a suitable solution to the problem being addressed. It does, however, recommend 
that the Authority lead work with the clearing manager and FTR manager to fundamentally 
review the methodology and address the concerns raised during the consultation.  
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1. Purpose of this document 
The purpose of this paper is to recommend a variation to the clearing manager’s Financial 
Transmission Rights Prudential Security Assessment methodology (“the methodology”). The 
variation is focused on the calculation of daily settlement prices (DSPs) for financial 
transmission right (FTR) options.  

The recommended variation will replace an urgent variation to the methodology approved by the 
Electricity Authority Board on 8 October 2015 and due to expire on 9 July 2016.  

2. Background 

Why is the clearing manager proposing a variation? 

The urgent variation was put in place to rectify the potential for unusually high DSPs for FTR 
options in certain circumstances outlined further below. The urgent variation provided for a reset 
of the DSP if it exceeded a cap based on the highest ever auction price. 

The recommended variation is intended to replace this urgent variation with a more permanent 
change without recourse to an arbitrary cap. 

Purpose of the DSP 

DSPs are a key input used by the clearing manager to value the exposure it has to the FTR 
holdings of each participant.  This valuation then feeds into the daily assessment of the 
minimum amount of prudential security required to be lodged with the clearing manager.  

Existing methodology 

The methodology provides different methods to calculate DSPs depending on product type 
(option or obligation) and time to settlement. The recommend variation is concerned only with 
the method to evaluate FTR options at least one month before the start of the FTR period.  

In this method, the FTR auction price setting trade (PST) for the option product is used to set 
the DSP, and then adjusted each business day by the ratio of the change in a reference value.  
The reference value for option FTRs is the corresponding price from the methodology’s 
predictive pricing model (PPM). The DSP for an option product will be reset to a new PST 
should the product be traded again in an FTR auction.  

The predictive pricing model projects spot prices as required to model all currently offered FTR 
products. The model takes into account a wide range of input parameters from generation offers 
through to transmission outages. It produces a large number of price paths, reflecting alternate 
hydrological inflow sequences. These different price paths are then averaged to provide the 
PPM as used in the methodology. The predictive pricing model is provided by Energy Link. 

Issues with the existing methodology 

In the existing methodology for option FTRs when the PST is greater than the PPM at the time 
of the auction by an order of magnitude or more, subsequent movements of the PPM can 
potentially result in large changes in the DSP. 

While this may not initially cause concern, if the PPM moves towards the value of the PST, the 
DSP can potentially move to be many times the value of the PST (this is currently limited by the 
urgent variation’s cap).  

The time between price setting trades contributes to this problem.  The FTR manager auctions 
each product nine times over the two-year life of the product.  There can be eleven months 
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between auctions, and products may not trade at an auction. This reduces the opportunity to 
reset the DSP/PPM relationship, and possibly remove any unrealistic DSP values. 

3. Recommended variation to methodology 
The clearing manager recommends that for FTR options:  

The method used to calculate the DSP will depend on whether the PPM at the time of auction 

(referred to as    
 in the methodology) is less than the corresponding PST (    ).  

If this condition is met then to obtain the current day’s DSP (    ): 

 The product of the daily change in PPM (   
      

) and a sensitivity factor is found and 

then added to the previous day’s DSP (      ). 

 The sensitivity factor is equal to the ratio of the PPM and PST at the time of auction 

(
   

    
). The sensitivity factor has the effect of muting daily changes in PPM on the DSP.  

 If the PPM drops to zero for at least two consecutive days the DSP is adjusted by the 

product of the last non-zero change in PPM (Pn) and the sensitivity factor as defined 

above. This prevents the DSP from remaining at a fixed value (that does not reflect 
market value) where the daily PPM drops to zero over a sustained period of time. 

If this condition is not met then the current methodology is used to obtain the current day’s DSP. 

To allow the clearing manager time to implement the required changes to its system it is further 
recommended that the urgent variation changes are kept in place until 30 November 2016.  

This new proposed method is referred to as the “sensitivity adjusted daily change of the PPM” in 
the consultation paper. It is confirmed that these changes to methodology will address the 
issues that led to the October 2015 urgent variation. 

The performance of the recommended variation, existing methodology and alternative options 
were evaluated by considering the difference between the DSP calculated by the new proposed 
method on the day before an auction and the corresponding auction PST. 

This analysis showed that the recommended variation performed well across the available 
historic FTR option dataset. For example, the standard deviation of the difference between the 
DSP calculated on the day before an auction and the corresponding auction PST was the 
lowest for the recommended variation. 

Other factors in support of the recommended option include: 

• It continues to incorporate the PPM and hence take into account new market information 
that may emerge between auction trades, 

• There are no subjective caps, as was the case with the urgent variation, and 

• It uses the existing methodology as much as reasonably possible, for many products 
participants will not see drastic changes in DSP behaviour.  

Further details of the recommended variation and the clearing manger’s analysis can be found 
in the consultation paper. 
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4. Consultation 

Consultation process 

The clearing manager has followed Schedule 14.2 of the Code and consulted with persons the 
clearing manager thinks are representative of the interests of persons likely to be substantially 
affected by the methodology and consider submissions made on the methodology. As required 
the clearing manager has provided a copy of submissions to the Authority for approval. 

The clearing manager also discussed possible solutions with participants before the 
consultation paper was published, in order to check that the problem and solution were being 
correctly described. 

The clearing manager published a consultation paper on the proposed variation on 12 April 
2016. The consultation was publicised in the Authority’s Market Brief on 12 April 2016, 19 April 
2016 and 26 April 2016. A reminder was also included in the NZX Energy Update sent to all 
participants who interact with the clearing manager on 18 April 2016.  All participants that trade 
FTRs were also called and emailed to request a response from them. 

Four formal responses were received as well as one email response and three phone 
responses. A total of eight responses are included here. 

Summary of submissions 

A high level summary of submissions received following the consultation is as follows: 

• The three phone responses supported the proposed variation, viewing it as a small 
technical change to resolve a particular issue, 

• Two of the formal submissions supported the proposed variation as a means to make the 
DSP more reliable, 

• The email submission did not support the proposed variation on the grounds that any model 
will be flawed. In the submitter’s view it would be better to design the FTR market such that 
model based DSPs were not required. DSPs should instead only change when there is an 
auction,  

• Two of the formal submissions did not support the change.  The main issues raised 
included: 

- One submitter noted that the proposed variation may not be sustainable and further 
investigation is required. They thought that a more reliable and transparent 
methodology could be developed based on ASX futures prices and historic spot prices. 
This submitter also thought that the DSP should aim to be close to the final settlement 
price. 

- One submitter noted that while the proposal was an improvement, it was not a solution. 
This submitter thought that DSPs should be based on the last PST and that the 
clearing manager’s analysis supported this alternative solution. They also added that 
this could be improved with more frequent auctions and through the use of shadow 
prices as derived from the auction process. 

Clearing manager’s response to submissions 

The clearing manager has provided responses to each of the submitted comments in 
Appendix1. 
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Some general responses to issues raised in the comments are made here: 

The DSP should aim to be close to the final settlement price: 

The clearing manager does not agree with this comment as the aim of the DSP is to 
value the product so that there will be minimum loss if it is sold at the very next 
opportunity.  The DSP should include a risk premium and also be able to react to market 
information as it is available.  Changes in market conditions can occur between the time 
of the DSP valuation and settlement. 

The DSP should be based on the last PST: 

The clearing manager does not agree with this comment as the aim of the DSP is to 

value the product so that there will be minimum loss if it is sold at the very next 

opportunity.  If there has been a major change in the market, this will be captured by the 

PPM and included in the DSP, thus moving the DSP towards a reasonable value for the 

upcoming auction (where a price may be set).  An increase in auction frequency could 

decrease the time between PSTs and it is reasonable to argue that this could reduce the 

need for adjustments of the DSP between auctions. 

A new methodology should be developed based on ASX and historical values, 

including inflow, and weather data: 

The clearing manager does not agree with this comment. The clearing manager sources 

a respected third party model for the PPM which uses inflow, weather, hydro levels, 

previous offer behaviour, planned outages and committed new generation.  This is 

blended with ASX futures data for obligations, but ASX futures are not used for options.  

ASX prices are, in effect, averages for each quarter and therefore cannot be easily used 

to derive an option price. 

This comment suggests developing a new model in place of the current PPM model.  

The current model has been developed and refined over a number of years and is used 

commercially by a number of market participants.  The recommended variation 

addresses issues resulting from a divergence of the PPM and PST.  If a superior model 

to the existing PPM could be developed it is still likely that the clearing manager would 

need to address these same issues. 

5. Recommended variation for Authority approval 
The clearing manager’s variation to the methodology is set out in Appendix 2 of this document. 
No changes (other than of a trivial nature) have been made to the variation following the release 
of the consultation paper in April 2016. 

In accordance with Schedule 14.2 clause 2(1) of the Code, the clearing manager submits the 
variation to the Authority for approval.  

6. Next steps 
Upon approval of the recommend variation by the Authority, the clearing manager will notify 
participants and publish the revised methodology on its website.  

The clearing manager has estimated the implementation of the recommended variation in the 
clearing manager’s system to be $40,000 to $60,000. 
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The clearing manager is committed to having the change implemented by 1 December 2016 if 
approved by the Authority in June 2016 and a change request is approved during July 2016. 

The clearing manager recommends that the Authority consider a more fundamental review of 
the methodology to address issues that have been raised in this consultation and other 
feedback from participants.  The clearing manager continues to engage with participants via 
visits, user group meetings and normal service provider interactions. 

  



FTR DSP METHODOLOGY RECOMMENDED VARIATION – 11 May 2016 9 of 18 

 

Appendix 1: Analysis of submissions 
Participant Comment Clearing Manager’s response 

Q1. Do you agree with the clearing manager’s reasons for proposing a variation to the methodology? 

OM Financial Ltd 

Yes. 
OMF agrees with the clearing 
managers reasons for the change 
in DSP methodology. OMF 
recognises that the current 
methodology for calculating 
DSP’s is not ideal in regards to 
providing a true indication of the 
value of an FTR, and we agree 
that this model should be 
improved. 

Noted 

Genesis Energy Yes  

emhTrade 

Yes 
There are clearly flaws in the 
methodology and the market 
bears the cost of this through a 
lack of transparency for 
investment decisions, and higher 
cost of capital requirements for 
both initial and variation margins. 

Noted 

Contact Energy Yes  

Q2. Do you agree with the clearing manager’s measure of success? Are there any other measures of 
success that the clearing manager should consider? 

OM Financial Ltd 

Yes 
OMF agrees with the measure of 
success used by the clearing 
manager. 

 

Genesis Energy 

No 
It is important to establish a Daily 
Settlement Price (DSP) as close 
to the final settlement price as 
possible. As such, we disagree 
with the assumption made by the 
Clearing Manager. We believe it 
would be useful to compare the 
DSP to the final settlement price. 
The deviation of the proposed 
methodology from the final 
settlement price should be used 
as a measure of success. 
Other measures 
As DSP calculations (existing and 
proposed) are mainly based on 
PPM - which is a predictive 
method providing forecast of 
prices – it is appropriate to use 
measures designed to compare 
forecast accuracy. Examples 

Noted. 
The clearing manager does not 
consider the final settlement price 
to be the measure to aim for as 
the purpose of the DSP is to 
enable the sale of the option at 
the next opportunity.  The next 
opportunity may have a 
considerable time until the final 
settlement during which changes 
may occur in the market. 
 
 
Noted. This will be taken into 
consideration in future 
methodology reviews. 
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Participant Comment Clearing Manager’s response 

include Mean Absolute 
Percentage Error, or Mean 
Absolute Scaled Error. 

emhTrade 

Yes 
We agree with measuring the 
error between the DSP at t-1 and 
the PST at t0, however the 
statistical analysis of this could be 
improved by considering some of 
the goodness of fit methodologies 
used in the field of predictive 
analytics, eg R2 or looking at 
goodness of fit on normalised 
data. 

Noted. This will be taken into 
consideration in future 
methodology reviews. 

Contact Energy Yes  

Q3. Are there any other possible solutions that the clearing manager should consider? 

OM Financial Ltd No comments  

Genesis Energy 

Yes 
We suggest the Clearing 
Manager uses the ASX prices for 
the OTA & BEN prices as a 
starting point. Then, using 
historical price data (e.g. 5 
years), could map these 2 nodes 
into other nodal prices, keeping 
the same relationship as the 
historical data set for each month. 
Historical spot prices showing 
seasonal influence, in conjunction 
with historical weather, and 
inflow, data would also provide a 
sound basis for DSP prices. 
Rather than try to predict future 
events on an ad-hoc basis, we 
suggest the Clearing Manager 
makes better use of the extensive 
historical data available to 
provide a more sustainable 
solution to the problem. This will 
enhance the credibility and 
transparency of the FTR 
calculation process, rather than 
rely on ad-hoc solutions and 
ignore the reliability issue which 
lies in the PPM forecasts 

The clearing manager does not 
agree with this comment. The 
clearing manager sources a 
respected third party model for 
the PPM which uses inflow, 
weather, hydro levels, previous 
offer behaviour, planned outages 
and committed plant plans.  This 
is blended with ASX futures data 
for obligations, but ASX futures 
are not used for options.  ASX 
prices are, in effect, averages for 
each quarter and therefore 
cannot be easily used to derive 
an option price. 
 
This comment suggests 
developing a new model in place 
of the current PPM model.  The 
current model has been 
developed and refined over a 
number of years and is used 
commercially by a number of 
market participants.  The 
recommended variation 
addresses issues resulting from a 
divergence of the PPM and PST.  
If a superior model to the existing 
PPM could be developed it is still 
likely that the clearing manager 
would need to address these 
same issues. 

emhTrade 
Yes 
It is unclear why the methodology 
of using the last PST has been 

While the last PST gave the best 
performance as a predictor of the 
next PST, it may not do so in the 
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Participant Comment Clearing Manager’s response 

discarded. Whilst intuitively it 
seems like it would be better to 
allow for new market information 
to be incorporated, the evidence 
presented in the paper clearly 
shows that this isn’t true. The 
market is perhaps better than the 
model at incorporating this 
information into price. The paper 
shows that latest PST would be 
the best methodology, which we 
think could be further improved 
by using shadow prices where 
trades aren’t available, and by 
increasing the auction frequency. 
Whilst shadow prices are not 
trades in the product in question, 
they do represent very accurately 
the true value of a product if it 
were to have been offered into 
the auction.  
We recognise that the Clearing 
Manager does not have the ability 
to alter the auction frequency, but 
we are surprised to see silence 
on the issue when this clearly has 
a very high impact on the ability 
to calculate an accurate DSP. 

event of a major market change.   
 
The clearing manager submitted 
on and is looking forward to the 
FTR manager’s recommendation 
on auction frequency. 
 
We recommend that this issues is 
addressed in a more fundamental 
review of the methodology. 

Contact Energy No  

Q4. Do you have any comments regarding the clearing manager’s analysis of the proposed solutions? 

OM Financial Ltd 
No comments 
 

Noted. 

Genesis Energy 

No comments regarding the 
analysis of the proposed 
solutions besides the measures 
of success that should be used - 
please see our response to Q2.  

See above. 

emhTrade 

As noted above, the analysis 
clearly shows that the latest PST 
is the best methodology, which 
dispels the hypothesis that it is 
best to try to incorporate market 
information through a model. 
Further evidence of this can be 
seen in the paper’s note about 
Mar-17 ISL_INV which moved 
from $0.01 to $0.09 to $0.99. 
There was no new information 
that the market had not already 
incorporated into the PST. 

Noted, see our response above. 
 
 

Contact Energy No  
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Participant Comment Clearing Manager’s response 

Q5. Do you support the clearing manager’s proposal to back cast the proposed change to the 
methodology when calculating initial margins? 

OM Financial Ltd 

Yes 
OMF agrees that the clearing 
manager should back cast the 
proposed change when 
calculating initial margins, 
changing the methodology and 
not back casting would make no 
sense. 

Noted 

Genesis Energy Yes  

emhTrade 

We think this should be done as 
soon as there is any change in 
methodology, rather than waiting 
until it is required. To not do so 
immediately would imply that 
initial margins where no longer 
the best estimate of the p15 loss 
in any given product. 

Noted. 
Recalculated Initial Margins will 
be implemented at the same time 
as the methodology change. 

Contact Energy 

Yes 
Although, it would be helpful to 
know what kind of impact this 
change will have well in advance 
i.e. provide information starting a 
couple of months prior to 
implementation on where the 
Initial Margin would be tracking. 
So participants can see how the 
change affects them. 

Noted. 
The clearing manager will 
estimate the new IM in advance 
and provide to the participants. 

Q6. Do you support the clearing manager’s preferred solution? 

OM Financial Ltd 

Yes 
OMF supports the clearing 
managers solution. We are in 
favour of a more robust DSP 
price which is more 
representative of what an FTR 
would trade at in a secondary 
transaction. This is better for the 
market in that participants will 
have a more accurate prudential 
calculation. 

Noted. 

Genesis Energy 

Yes 
We believe the proposed solution 
may not be sustainable, and that 
further investigation is required to 
ensure the solution is fit for 
purpose 

Noted. 
The clearing manager will 
continue to engage with 
participants on this matter. 

emhTrade 
We accept that this is an 
improvement, however do not 
consider this to be a solution, 

Noted.  
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Participant Comment Clearing Manager’s response 

optimal or otherwise. The 
preferred solution makes an 
implicit assumption that if the 
PPM and the PST are close, that 
the PPM is ‘calibrated’ and that 
any changes to the model 
therefore reflects new information 
and that the model will accurately 
predict the market response to 
this information. We think these 
implicit assumptions are flawed 
and in future these flaws are 
likely to cause issues with DSPs 
that as a group the Clearing 
Manager, the Authority and 
Participants will have to resolve. 
Our strong preference would be 
for shadow prices to be used, and 
for the CM, EA and FTR Manager 
to collectively work towards 
increasing the auction frequency 
such that actual market activity 
would set the DSPs and 
subsequently the margins for 
FTRs in order to provide a robust 
forward curve for locational price 
risk. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Please see our response above 
regarding this suggestion. 

Contact Energy Yes  

Q7. Do you have any comments regarding implementation of the proposed variation? 
 

OM Financial Ltd 
No 
No issues regarding 
implementation. 

 

Genesis Energy 

Yes 
We encourage the Clearing 
Manager to meet with participants 
to discuss alternative solutions 
submitted in response to this 
consultation paper, prior to 
submitting the preferred solution 
to the Electricity Authority. The 
drafting provided in Appendix A 
appears to pre-determine the 
outcome of this consultation, and 
we believe its inclusion at this 
stage of the consultation process 
was inappropriate.  

Noted. 
The clearing manager has been 
in communication with seven 
market participants actively 
trading FTRs. This covers the 
majority of the market. 
 
Including a draft methodology 
change is standard practice for 
clearing manager consultation 
papers. 

emhTrade   

Contact Energy 

No 
As mentioned above it would be 
useful to see how the new 
methodology is tracking against 

Noted. 
The clearing manager intends to 
publish this comparison,  
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Participant Comment Clearing Manager’s response 

the existing for a few months prior 
to implementing the change. 

Other Submissions (Email to the clearing manager) 

Cumulus, City Financial 

We believe the DSP methodology 
is significantly flawed and a 
deterrent for people participating 
in this market.  
We would prefer a fully market 
based methodology where 
settlement prices only changed 
when there was an auction. 
Making this change in conjunction 
with the FTR managing moving to 
auctioning the full 3 year curve 
each month is the most sensible 
approach in my opinion.  
As you know modelling nodal 
electricity prices is very difficult. 
Any methodology that NZX 
comes up with will have its flaws 
which will become problems 
under certain circumstances. I 
believe it is better to design the 
market so that model based 
settlement prices are not 
required. 

Noted. 
The use of PST only is not 
considered suitable with the time 
between PST. 
The frequency of auctions is a 
matter the FTR manager is 
considering and the clearing 
manager has submitted on this. 
The clearing manager agrees that 
more frequent auctions would 
reduce the impact of the PPM on 
DSPs when trades occur. 

 

Other Submissions (Comments made during phone calls with the clearing manager) 

Participant Comment Clearing Manager’s response 

Pulse Energy Don’t mind as it is a minor change 
that seems to make sense 

Noted. 

Meridian Energy Ok with the change.  It is a minor 
fix. 

Noted. 

Smartwin This is an appropriate change to 
fix the problem identified 

Noted. 
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Appendix 2: Methodology with variation (marked 

changes in red) 
Method Period Description 

I 

During the period 

ending one 

month before the 

start of the FTR 

Period 

1. The DSP shall be equal to a Price Setting Trade1price 
where that trade has occurred after the start of the last 
Business Day for either the product in question or where 
a product is related by way of period and nodal 
combination, a price derived on a non-arbitrage basis.   
 

2. Where a Price Setting Trade is not available, the FTR 
value for each FTR Product is to be set according to the 
following formula: 

 

For Obligation Products: 

                            
      

  

 

 

   

For Option Products: 

Until 1 December 2016: 

                    

   

     

 

From and including 1 December 2016: 

If    
 is less than PSTA , and at least either    

 or      
 is 

greater than zero: 

              
   

    
     

      
  

Else if    
  is less than PSTA , and both    

 and      
 are 

equal to zero: 

              
   

    
       

Else: 

           

   

     

 

Where : 
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  is the reference value2 for comparison method n 

calculated at the time of the latest price setting trade.   

      is the latest price setting trade.  

    is the last non-zero daily change in the reference value 

for comparison method n. 

   
   is the reference value for comparison method n 

calculated on day d 

     
   is the reference value for comparison method n 

calculated on the previous Business Day [For Option 

Products the minimum value is $0.01 

       is the DSP being calculated for day d [For Option 

Products the minimum value is $0.01] 

      is the previous Business Day’s DSP 

  is the weighting for comparison method n 

Comparison method 1 uses ASX reference values. Profiles will 

be applied to ASX Benmore and Otahuhu quarterly futures 

prices to yield an expected monthly ASX reference value. 

Where available, the ASX Base Load Quarterly Futures will be 

utilised. For nodal combinations where one or both nodes do 

not have ASX Base Load pricing, a locational adjuster will be 

used to extrapolate ASX node pricing to non-ASX nodes. This 

adjuster will be based on historic average quarterly price 

differences between the same-island ASX value and node in 

question.   

Comparison method 2 uses predictive pricing model3 

reference values. The predictive pricing model reference 

value applied for Obligation FTRs is the average price 

projected for the relevant FTR period. The predictive pricing 

model reference value applied for Option FTRs utilises a 

Monte Carlo option valuation methodology. 

For Obligation Products, the ASX reference value 

(comparison method 1) and the predictive pricing model 

reference value (comparison method 2) will each assume a 

50% weighting. That is,    = 0.5 for both comparison 

methods 1 and 2. 

For Option Products:  

a) The predictive pricing model reference value 

(comparison method 2) is used only. That is, n = 2 
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and the predictive pricing model reference value is 

used for    ,    
, and      

with a weighting of 

100%. 

b) the Daily Settlement Price will have a minimum value 

of $0.01. 

4. Until the 1 December 2016, for Option Products: When 
the DSP exceeds the highest price setting trade for any 
FTR option product, the DSP is reset to the current PPM 
for that product. 

 

1
A price setting trade is an FTR trade which is deemed to represent 

market value.  For the purposes of this methodology, a price setting 

trade is an auction trade (including reconfiguration auction trade) 

which meets minimum volume or value thresholds as published in 

Clearing Manager policies.  The policies will establish the minimum 

FTR quantity or the minimum value a trade must achieve in order 

to be considered a price setting trade. 

2
A reference value is derived from either a predictive pricing model 

or ASX futures prices.  The underlying inputs are manipulated as 

described in this methodology and Clearing Manager policies to 

arrive at reference values which are expected to be aligned with 

FTR values.     

3
The predictive pricing model is a deterministic model which 

projects price outcomes for as many nodes and lines as are 

required to model nodal prices and constraints that will or may 

impact on FTR hub prices, at a resolution consistent with the 

accuracy required for accurate valuations (eight blocks per day) for 

the period from the next calendar month to the end of the latest 

FTR Period associated with FTRs which have been auctioned.  The 

model will be capable of producing a large number of price paths 

suitable for the valuation task (minimum of 400 price paths).   

Inputs will include projected grid configuration and constraints, 

generation offers (derived from capacity and marginal cost 

measures such as stochastic water values for large hydro plants, 

fuel and other costs, generation profiles for small and embedded 

generators including wind farms), demand projections, reservoir 

storage, historical hydrological inflows since 1931, generation and 

transmission outages and, when required for the purposes of 

obtaining accurate valuations, instantaneous reserves and other 

inputs as defined in the Clearing Manager Policies.  The model will 

produce modelled dispatch and prices consistent with the 

methodology specified in the Code (nodal dispatch and pricing).  

Modelled water values, storage management for security of supply 

and demand response will be consistent with, or based upon, 
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observed or expected behaviour (e.g. during dry years and public 

conservation campaigns). 

 

Calculation of initial margin requirement 

The maximum initial margin requirement for each product group will be calculated by evaluating the set 

of gains or losses implied by changes in FTR Daily Settlement Prices calculated by the Clearing Manager.  

The changes in expected FTR value are assessed over a period of 14 calendar days.  The Clearing 

Manager will not incorporate weekend values in this calculation.  

The Clearing Manager will retain daily settlement values to support this calculation.  Initial margin 

requirements are calculated so that the probability of loss given default, calculated from the available 

gains and losses associated with a particular FTR product and season is 15%.   

The assessment is applied to at least 60 days but not more than 730 days of DSP data. 

For Option FTRs, the initial margin requirement will be capped at the DSP for the respective Option FTR. 

Where the methodology to calculate DSPs has been revised at any point over the period of analysis the 

Clearing Manager will back-cast these changes over the entire period of analysis. 


