
 

Meridian Energy Limited  Level 1, 33 Customhouse Quay Phone +64-4 381 1200 
  PO Box 10-840 Fax +64-4 381 1272  
  Wellington 6143  www.meridianenergy.co.nz 
  New Zealand  
 

 

20 November 2012          

Clearing Manager  

c/o NZX Energy 

Wellington 

By email cmanager@nzx.com 

 

Consultation on an FTR Prudential Security Initial Margin Methodology 

 

Meridian welcomes the opportunity to submit on the Clearing Manager’s consultation document 

on a proposed methodology for assessing initial margin requirements for FTR market 

participants.    

 

Our submission comprises this cover letter and its attached appendix setting out our responses 

to the specific questions included in the consultation document.   

 

Meridian agrees the suggested framework provides a reasonable means of evaluating 

initial margin requirements for the early stages of the FTR market      

 

Noting that several of our comments are premised on the proposals representing, in effect, a 

“starting point” that may be subject to further refinements, Meridian supports most aspects of the 

suggested approach, namely: 

• The adoption of a fixed initial margin for each product and, in the case of “nearer term” 

FTRs, season, set to cover a given probability of loss given default (PLGD);    

• The use of daily settlement prices (DSPs) and “pro forma” amounts calculated from ASX 

prices to inform the valuation of FTRs for initial margin purposes; and 

• A 6 monthly period for the purposes of re-calculating requirements. 

 

Meridian considers it is important that the time period and target PLGD adopted for the purposes 

of FTR initial margin calculations are supported by detailed information on the precise steps to 

be followed in the event of default.  Pending the results of this work, and work to progress the 

scheduled reviews of the FTR prudential methodology, we have a preference for a PLGD 
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confidence level of at least 90% and a time period that is more closely aligned with ASX 

arrangements (i.e. no longer than 10 calendar days). 

 

Meridian agrees with the underlying construct for valuing FTRs but considers further 

supporting information and ongoing testing of the price forecast model is needed 

 

While Meridian understands the logic as to why a different methodology is needed for the “start 

up phase”, we are concerned that the price forecast model will be unable to be calibrated using 

auction clearing prices during this time.  Because of this, we consider there is a strong 

imperative to adopt at least an average of a market derived “pro forma” amount and a model-

based result should these diverge ahead of an initial auction.  Meridian also requests that further 

detailed information is made available explaining how results will be selected for use from a 

range of modelled values and approach to calculating “pro forma” values.   

 

Meridian supports the proposal to base assessments on the DSP beyond the “start up period” to 

align with the valuation approach for variation margins.     

 

We submit ongoing testing of the price forecast model will be essential and an important part of 

preparing for the roll out of an intra-island FTR market.     

 

We consider the methodology should also recognise options for “offsetting” purposes 

 

Meridian supports the concept of allowing offsetting for opposing obligations.  We submit a 

consistent approach should also be adopted for FTR options that serve to limit a participant’s 

downside risks in connection with opposite flow obligations.   

 

Meridian continues to support reviews being undertaken 

 

Meridian remains of the strong opinion there is a need to evaluate the methodology based on its 

practical application and in the light of any changes to the FTR allocation plan and wholesale 

prudential arrangements.  We therefore welcome NZX’s commitment to future reviews.      

 

Appendix One provides further details on the points raised above.   
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Please don’t hesitate to get in touch if you have any queries regarding our submission.  

 

Yours sincerely 

 

 
 

Alannah MacShane  

Regulatory Analyst 

DDI 04 381 1378 

Mobile 021 811 362 

Email alannah.macshane@meridianenergy.co.nz 
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Appendix 1: Responses to Consultation Questions  

 Consultation question  Response  

a. What, if any, role is appropriate for 
ASX prices in considering initial margin 
requirements?   

While Meridian accepts there are significant structural differences between FTR and ASX 
products, we consider ASX prices to offer significant advantages over a model-based 
approach to valuing inter-island FTRs where there is limited information available from FTR 
trading.  
 
Because of this, Meridian supports adopting “pro forma” amounts based on ASX prices for the 
purposes of valuing obligations for initial margin purposes, as proposed by the Clearing 
Manager.  We also support ASX prices being used to inform the calculated daily settlement 
price outside of the FTR month as allowed for under the Clearing Manager’s Prudential 
Security Assessment Methodology. 
 
We consider it is essential pro forma requirements are derived through robust analysis of ASX 
data, ideally covering a range of hydrological conditions, and request further information is 
made available explaining the approach to calculating the tables set out on pages 3, 19, and 
21 of the consultation paper.   
 
See also our response to question (g) below.  
 

b. Do you support a fixed initial margin 
based upon an analysis of PLGD for 
each FTR product and each season or 
do you support an alternative 
aggregation (such as monthly)?  

Meridian supports the Clearing Manager’s proposal to adopt fixed initial margins based upon 
an analysis of PLGD for each FTR product and season.     
 
Meridian also notes that we support the concept of allowing requirements for opposing 
obligations to be offset as proposed by the Clearing Manager.  For consistency, we submit 
the same approach should apply in circumstances where a participant “balances” its holdings 
by purchasing option FTRs to limit downside risks from opposite flow obligations.  
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 Consultation question  Response  

c. In calculating PLGD what timeframe 
should be considered (14 days or 30 
days, or other)?  

In Meridian’s view, it is important the timeframe takes account of the time allowed for 
satisfying prudential calls.  We also consider it is important that it allows for adequate time for 
funds to be able to be recovered wherever practicable and for the majority of instances 
without giving rise to excessive requirements.   
 
Because of this, we consider it is difficult to answer this question without fuller information on 
the precise steps the Clearing Manager would look to follow in the event of a participant 
default and in seeking to exercise its ability to liquidate a defaulting participant’s FTR holdings 
under the Code.  We submit there is a need for this to be clarified ahead of the 
commencement of the FTR market and considered as part of the scheduled reviews of the 
methodology.   
 
Pending the results of this further work, Meridian’s preference would be for a timeframe of no 
more than 10 calendar days to be adopted in the interim.  While it needs to be recognised that 
longer timeframes apply for satisfying FTR prudential calls and differences apply in FTR 
funding arrangements, we note that a timeframe within the range of 14-30 calendar days 
would be well in excess of the 1 day exit period assumed under ASX arrangements. 
 

d.  What is an appropriate PLGD 
confidence interval to apply in order to 
determine the FTR initial margin 
requirement (95%, 85%, 75% other)?  

While a 75% confidence level may have been suggested for consideration by the IMWG, it is 
Meridian’s understanding that group failed to reach a consensus on a preferred option.    
 
Meridian considers a confidence level of at least 90% to be a more appropriate standard, at 
least until the methodology can be demonstrated not to expose participants to unduly high 
risks and, as discussed above, fuller information can be made available for consideration on 
the precise steps to be followed in the event of participant of default.  We note this is also 
more aligned to the standards commonly applied elsewhere and VAR type methodologies. 
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 Consultation question  Response  

e. Should the initial margin requirements be 
based upon changes in the expected 
value of FTR instruments as forecast by 
the predictive price model?  

For the purposes of valuing of options ahead of a first auction, yes.  Please also see our 
responses to questions (a) and (g) and comments set out in the attached cover letter.   

f. Should the initial margin requirements be 
recalculated six monthly starting from the 
first date of the first auction using the 
described methodology?  

Meridian supports trialling a six monthly timeframe for re-calculating requirements.  
 
 

g. Should the initial margin requirement be 
recalculated one week prior to the first 
auction, and the lesser of the recalculated 
requirement or the requirement published 
in this paper used?  

Meridian understands this should read three weeks prior to the first auction, as suggested in 
the discussion on pages 19 and 22 of the consultation paper.  
 
While Meridian supports, in-principle, the use of a price forecast model to set requirements for 
options and to support assessments for obligations ahead of their first auctioning, we consider 
greater clarity is required on how results will be selected for use from a distribution of model-
derived outputs.  We also note that in our view, adopting at least an average of the two 
figures where a model-based calculation in this situation returns a lesser requirement for 
obligation FTRs would be more appropriate.  We do not, at this stage, consider there is a 
clear justification for requirements calculated in this way – that we note will in these 
circumstances need to be calculated without reference to auction clearing prices – taking 
precedence over the market derived “pro-forma” specifications.   
 
Meridian submits that we strongly support the Clearing Manager seeking to use the initial 
stages of the FTR market to fine tune its understanding of the price forecast model through 
regular testing, for instance, against ASX-derived results, given its likely prominence in 
valuing intra-island FTRs.  
 

 
   


