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Glossary 

 

ASX future prices Prices from the ASX New Zealand electricity futures, option and 

strips market. 

Daily Settlement Price 

(DSP) 

 

The Clearing Manager’s assessment of the Hedge Value of an 

FTR on any given day prior to settlement. The DSP is calculated 

in accordance with the FTR Prudential Security Assessment 

Methodology.  See www.nzxgroup.com/energy/ftrs 

EMS Energy Market Services, a business unit of Transpower New 

Zealand Limited. EMS has been appointed as the FTR Manager. 

FTR Financial Transmission Right. FTRs are allocated to FTR 

Participants (who then also become FTR Holders) in an FTR 

Auction or through assignment. 

FTR Acquisition Cost The FTR Acquisition Cost is the amount which an FTR Holder 

owes the Clearing Manager for the acquisition of the FTR.  Any 

FTR Hedge  

FTR Hedge Value The FTR Hedge Value is defined by the FTR Manager in the FAP 

for FTR options and obligations.  It depends on the  FTR contract 

volume (in MWh) and  FTR hub differential price difference (in $ 

per MWh). 

FTR Holder An FTR Participants that holds an FTR.  Every FTR has an FTR 

Holder. 

FTR Participant A party who has been approved and registered by the FTR 

Manager to participate in an FTR auction or to be assigned FTRs 

FTR Product An FTR of specific FTR Period, FTR Type and FTR Direction. 

FTR Rentals Amount The amount calculated by the FTR Manager for a specific FTR 

Period in accordance with Schedule 14.6 of the Code, that the 

Clearing Manager assigns to the FTR Account and uses for FTR 

Settlement. 

FTR Type An FTR can be either an Obligation FTR or an Option FTR. 

Initial Margin In the example of a derivatives market, the security required by 

a clearing house to cover the potential movement in the value of 

an instrument prior to the clearing house being able to demand 

and receive a Variation Margin payment.  Often the amount 

relates to the ‘worst case ‘one day movement.  

Margin A Margin is the amount calculated by a clearing house as 

necessary to cover the risk of financial loss on an options or 

futures contract due to an adverse market movement. 

PLGD Probability of Loss Given Default – a measure of the likelihood 

that, in the event that a payer defaults, the Clearing Manager’s 

exposure to the payer would exceed the amount of prudential 

security the Clearing Manager holds in relation to that payer. In 

this document we refer to the confidence that loss will not be 

incurred in case of default.  A PLGD of 25% equates to a 75% 

confidence that loss will be avoided in case of default. 

Reference Price Refers to a value (of an instrument, commodity, etc) derived 

from a market price or a model which is referenced by the 

Clearing Manager to adjust the DSP for an FTR when the DSP 

cannot be set directly using a Price Setting Trade.  



NZX Ltd, 23 October 2012  2 

SPAN The Standard Portfolio Analysis of Risk (‘SPAN’) method is a 

framework in which the risk of a portfolio is assessed by 

computing the likely losses in a set of derivative positions based 

on a set of ‘what-if’ market scenarios.    
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A. Executive summary 

 

The Clearing Manager, in coordination with the Initial Margin Working Group (IMWG), has 

evaluated a number of options for the assessment of an initial margin requirement for the 

New Zealand FTR Market. 

 

The Clearing Manager proposes to implement a static initial margin requirement for FTRs.  

Under the proposal, the initial margin requirements are calculated to target a given 

probability of loss given default (PLGD) with the assumption that the Clearing Manager 

requires 14 calendar days to exit FTR positions upon default. 

 

In this consultation, the Clearing Manager seeks feedback on its overall approach and the 

appropriate PLGD to apply in determining initial margin.  The proposal will be refined to as 

appropriate to incorporate submissions and submitted to the Electricity Authority for 

approval. 

 

The proposed approach is to calculate six separate initial margin requirements and renew 

these calculations every six months.  For options or obligations which settle six months or 

more into the future, a single requirement will be calculated for each FTR type.  For nearer 

term products, distinct requirements will be applied for ‘summer’ and ‘winter’ FTRs for each 

FTR type.  Option FTR initial margin requirements are capped at the DSP. 

 

The evaluation of initial margin requirements is to be based upon a statistical assessment of 

the outcomes of the predictive price model applied by the Clearing Manager to assess the 

FTR daily settlement price.  As this model is not yet implemented, the Clearing Manager has 

calculated a set of pro forma initial margin requirements based upon ASX New Zealand 

Electricity future price data. These pro forma amounts will be used for the first six month 

period unless a recalculation ahead of the first FTR auction results in lower requirements, in 

which case the lower requirements will be used. 

 

Pro forma obligation FTR initial margin requirements are shown in the following table.  The 

confidence interval applied will be based upon response to this consultation and Authority 

approval. 

 

Obligation 

Product 

Time remaining 

before FTR period  

Product  

season 

75%  

requirement  

$/mwh 

85%  

requirement  

$/mwh 

95%  

requirement  

$/mwh 

BEN-OTA  

OTA-BEN  

> 5 months n/a 4.5 5.6  7.7  

<= 5 months 
winter 15.7 21.7 32.4 

summer 6.4 8.7 12.8 

 

Option FTR initial margin requirements will be calculated using the described methodology 

ahead of the auction.  There are no pro forma initial margin requirements for option FTRs; 

however initial margin requirements will never exceed the DSP of the FTR. 
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B. Introduction 

 

The Electricity Authority is implementing a Financial Transmission Rights (FTR) market with 

the first auction of FTRs scheduled for May 2013.   

 

A participant’s ability to bid in FTR auctions and any FTR holdings are subject to the FTR 

Prudential Security Assessment Methodology.  This methodology is proposed by the Clearing 

Manager, consulted upon with industry, and approved by the Authority from time to time in 

accordance with Sections 14.19A, 14.19B, 14.19C of the Code. 

 

During the initial FTR Prudential Security Assessment Methodology consultation, there was 

broad support for inclusion of an initial margin for FTRs.  The Clearing Manager subsequently 

added an initial margin requirement to the recommendation to the authority. 

 

On 13th June 2012, the Authority approved the Clearing Manager’s assessment methodology 

on the condition that “The Clearing Manager consulted with the market on the potential 

inclusion of an initial margin.” 

 

For the purposes of satisfying this requirement, the Clearing Manager solicited nomination 

for an Initial Margin Working Group (IMWG) tasked with identifying an appropriate initial 

margin methodology.   The IMWG was established on 21st August 2012.1 

  

In this document the Clearing Manager presents an initial margin methodology 

(Methodology) endorsed by the IMWG.  Alternatives are discussed along with strengths and 

the weaknesses of the main options.   The industry is asked to provide comments on the 

proposed methodology.  

 

Consultation responses will be reviewed and consulted on with the IMWG. Consideration 

will be taken of all view points before a final methodology is presented to the Electricity 

Authority. 

C. Scope 

 
The Initial Margin Methodology proposed in this document provides a means for assessing 

initial margin for financial transmission rights holdings.  There is no extension or intent to 

extend this methodology to other wholesale electricity market liabilities. 

 

The methodology proposed in this document is intended to remain in force until it is 

replaced.  Replacement of this methodology may occur as part of the Prudential Security 

Assessment Methodology review cycle2.  The first review is scheduled for one week 

following the FTR Allocation Plan consultation review, scheduled to occur in May 2013.   

 

 

 

 

                                                
1
 Details of the IMWG, its Terms of Reference, and meetings are found at 

www.nzxgroup.com/energy/ftrs 

 
2 http://ems.co.nz/ftr/ftrallocationplan 
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D. Consultation process 

 
The Clearing Manager invites participants to submit on the draft initial margin methodology 

presented in this paper.  

 

Written responses in electronic form are preferred.  The consultation period begins on 23 

October 2012.  Responses should be emailed to cmanager@nzx.com.  If you do not wish to 

send your submission electronically, you should send one hard copy of the submission to the 

address below. 

 

Postal address 

 

Clearing Manager 

c/o NZX Energy 

NZX Limited 

P.O. Box 2959 

Wellington 6140 

 

Physical delivery 

 

Clearing Manager 

c/o NZX Energy 

NZX Limited 

NZX Centre 

11 Cable Street, Level 2 

Wellington 

 

Responses should be received by 17:00 on 20 Nov 2012 for full consideration. The Clearing 

Manager will acknowledge receipt of all submissions electronically. Please contact the 

cmanager@nzx.com if you do not receive electronic acknowledgement of your submission 

within two business days. 

 

Please identify any confidential information.  Your submission is likely to be made available 

to the general public on the Authority’s website. Submitters should indicate any documents 

attached, in support of the submission, in a covering letter and clearly indicate any 

information that is provided on a confidential basis.  

 

All information received as part of submissions will be made available to the Authority.    

Please note that all information provided to the Authority is subject to the Official 

Information Act 1982.  Please identify any information in your submission that you consider 

commercially sensitive. 

 

A list of questions that the Clearing Manager would like feedback on is provided for in 

Section K.  Participants are welcome, though, to provide feedback on other areas within the 

scope of this paper. 
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E. FTR prudential security initial margin requirements: 

problem definition  

 
The proposed FTR initial margin methodology described in this document has taken into 

account the following: 

 

• relevant provisions within the Code, 

• provisions of the FTR Prudential Security Assessment Methodology, 

• submissions from potential FTR Participants,  

• submissions from Participants who bear default risk, 

• the FTR allocation plan and the FTR manager’s associated systems, 

• potential future developments in the FTR market, 

• best practice principles as they apply to initial margin, 

• promotion of wholesale and FTR market integrity, 

• promotion of competition and efficiency, and 

• technical challenges associated with FTR prudential security assessment.  

 

Relevant code provisions 

 

Key Code requirements relevant to the assessment of FTR prudential requirements include 

Clauses (or sub-clauses) 14.19(da), 14.19A, 13.243, 13.244, 13.248(3), 13.251(4) and 

13.251(7).  These requirements were discussed in the Clearing Manager’s FTR Prudential 

Security Assessment Methodology consultation.
3
  

 

Potential future developments in the FTR market 

 

The IMWG has considered that the FTR market may move to include FTRs between 

additional nodes, may involve reconfiguration auctions, and may include strip products at 

some point in the future.   

 

Best practice principles 

 

The IMWG identified the following principles as relevant to its approach to the FTR 

prudential security initial margin methodology:   

 

• participants provide margin sufficient to cover the worst case market movement 

until the Clearing Manager can exit a position in case of participant default under 

normal market conditions,  

 

                                                
3 http://www.nzxgroup.com/energy/ftr-clearing-and-settlement 
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• reduced initial margin requirements apply due to through full or partial netting of 

initial margin requirements for offsetting instruments (either FTRs, hedges, or spot 

market positions), and  

 

• time to exit a position is minimised in order to reduce the initial margin required. 

 

Technical challenges 

 

In the case of setting and utilising initial margins for FTRs, the following limitations should be 

considered: 

 

• the ability of the clearing system  (CHASM) to incorporate initial margins, 

• the ability of the FTR manager’s bid validation engine to incorporate initial margins, 

• the ability of participants to model and follow  initial margin calculations,  and 

• the ability of the regulator to monitor market power associated with prudential 

requirements. 

In particular, one potential area for focus is the FTR manager’s bid validation process.  The 

FTR manager has advised the Clearing Manager that the proposed bid validation engine is 

able to process initial margin as a requirement per FTR type and period.  The Clearing 

Manager system, on the other hand, can process an aggregate, per participant initial margin 

as well as a per FTR initial margin. 

F. Current prudential security requirements  

 

Prudential security requirement for FTRs will be aggregated with the other prudential 

security requirements for the wholesale New Zealand electricity market.  Offsetting 

obligations may reduce a participant’s requirement to provide prudential security to the 

Clearing Manager.   

 

Spot market 

The prudential security requirements for spot market participants specified in Part 14 of the 

Code have been implemented by the Clearing Manager by applying administrative methods 

to calculate participants’ net exposure. 

For the spot market, the Clearing Manager estimates the dollar value of electricity which has 

traded but not settled using available price information, participant supplied bid 

information, and cleared offer information from the system operator.   

In addition to considering purchases and sales which have not yet settled, the Clearing 

Manager also projects a net value associated with trading until seven days beyond the next 

settlement day.   The security held for this projected period provides some protection 

against uncovered exposure during the time the participant is trading while in default prior 

to market exit.   There is no initial margin requirement to protect against market risk (price) 

risk. 
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More information on the current methodology is available under Part 14 of The Code and in 

the Clearing Manager’s consultation on prudential security quick wins4.  

The Wholesale Advisory Group is considering significant revisions to the spot market 

prudential security methodology.  See the Settlement and Prudential Security Review – WAG 

Discussion Paper for further details
5
. 

Bilateral hedges (lodged with the Clearing Manager) 

Participants who lodge hedges with the Clearing Manager under a hedge settlement 

agreement are required to provide prudential security (or are relieved of the obligation to 

provide security) for the same period covered by the spot market assessments.  As with the 

spot market, there is no initial margin requirement. 

ASX futures 

The ASX New Zealand electricity futures market, while not integrated with those for the 

wholesale market, involves the trade of products based upon Benmore and Otahuhu spot 

prices.  The extent to which the associated prudential security requirements are correlated 

to the requirements of the spot and FTR markets may allow participants to apply market 

gains in one market to the other.6 

 

In order to trade or hold futures positions on the ASX New Zealand Electricity Futures 

market, participants are required to meet Initial Margin requirements and supplement the 

account to meet Variation Margin requirements which result from changes in the value of 

the instruments.  The Initial Margin covers the clearing house from loss given default where 

the price may move adversely before the clearing house can either secure additional 

prudential security or liquidate the relevant positions. 

The ASX has recently moved from fixed initial margin calculations to dynamic initial margin 

calculations using SPAN. 

FTRs 

The FTR methodology provides for a daily calculated variation margin requirement based 

upon participant holdings, participant security levels, acquisition costs, and daily settlement 

prices for each FTR.  The methodology also specifies an initial margin which is to be 

determined by the current process. 

The FTR prudential security assessment methodology mimics the standard derivatives 

clearing methodology applied by the NZX or ASX derivatives markets with some key 

differences: 

                                                
4
 http://www.ea.govt.nz/our-work/consultations/wholesale/clearing-manager-prudential-security-

review/ 
5
  http://www.ea.govt.nz/our-work/consultations/advisory-group/settlement-prudential-security-review/ 

6
 The clearing manager will release prudential security in response to market gains but will not provide 

payment beyond the funds held on trust for each participant 
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• The nature of trading on the NZX or ASX derivatives markets is such that the 

respective clearing houses clear both sides of a trade whereas the Clearing Manager 

will often only clear one side of an FTR instrument--the other side is to be funded by 

future rentals and delayed payment of acquisition costs.  

• The NZX and ASX clearing houses guarantee payment.  FTRs are subject to scaling in 

case of revenue inadequacy and in case of default, generators guarantee payment 

for the spot market and transmission charge payers guarantee payment for FTRs. 

G. Initial margin options considered by the working group  

Option 1: Fixed initial margin by FTR type 

A fixed, administrative selected, initial margin can be selected for FTRs.  A single amount can 

be prescribed for obligations and another for options.  

A fixed initial margin would be a simple solution, however regardless of the quantity 

selected; the option will be assessing either excessive or inadequate cover for individual 

positions.  

Option 2: Fixed initial margin based upon PLGD  

Rather than applying Option 1 with a fixed, universal initial margin, an initial margin can be 

applied based upon the particular risk profile of the individual FTR product and period 

combination. 

 

FTR products and period combinations with similar characteristics can be grouped together, 

summer and winter products, for example.  

 

Probability of Loss Given Default (PLGD) is an indicator that measures the probability of loss 

in the event of a default.   The PLDG depends on the nature of the market movement of the 

assets value, the magnitude of the initial margin, and the duration of time from default until 

the Clearing Manager can exit the positions.  PLGD as described in this document is 

sometimes called value at risk (VAR).   A PLGD of 25% equates to a 75% confidence that loss 

will be avoided in case of default. For avoidance of doubt, a 75% confidence reflects an 

expectation that 75% of the time any loss in the value of an FTR will be met by the initial 

margin. 

 

To minimize the residual risk that is not covered by margin and collateral, a target 

confidence level is selected. In many clearing houses a confidence level of 99% is used to 

calculate the margin rate.   This high level of protection is important to clearing houses 

which bear the residual risk and maintain risk capital to its guarantee to the market against 

that risk. 

 

In the New Zealand FTR market, rather than the clearing house providing risk capital, 

residual loss and constraint payments to the Grid Owner support the residual risk.  

Currently, a default which results in lower payments to the grid owner will result in short 

payments to transmission customers.
7
   As the residual risk is not borne by the Clearing 

Manager, the industry may desire a less conservative confidence level. 

                                                
7
 See section 14.62A of the Code.  This is a change from what the clearing manager had previously 

stated…that the risk of default was to be borne by FTF participants.  Under the new code provisions the 

risk of default is external to the FTR market. 
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Option 3: Full SPAN  

 
The most common approach to assessing initial margin requirements for financial clearing 

house operations is the application of SPAN. The Standard Portfolio Analysis of Risk (‘SPAN’) 

method is a framework in which the risk of a portfolio is assessed by computing the worst 

probable loss that might occur based on a set of ‘what-if’ market scenarios.    

 

The benefits of the application of SPAN relate to the ability of the methodology to reduce 

margin requirements to the extent that individual portfolio holdings offset one another and 

reduce the overall portfolio volatility.   

 

In the FTR market, the clearest example of offsetting positions is a pair of obligation FTRs 

with opposite flows.  

 

The partially offsetting nature of certain time dependant relationships (seasonality, 

proximity) and commodity groups can also result in initial margin reductions.  SPAN 

reductions due to recognised offsetting are often referred to as a ‘charges’. 

 

Under the SPAN method, a uniform evaluation is made to all products that have the same 

underlying instrument.  In the case of FTRs, the underlying instrument would be the 

settlement value of an FTR product for a given FTR period.  This is called the scan risk charge. 

 

Where we use SPAN to consider offsetting risks between different commodity groups and 

maturities, we calculate margins for each commodity group and aggregate these charges.  In 

doing so, we derive the total margin requirement by taking into account the correlation 

among different FTR products and same product with various maturity months. 

 

 The total initial margin for a portfolio of FTRs will be calculated as: 

 

Scan risk charges + Inter-month spread – Inter-commodity spread, 

 

Where  

(1) Scan risk charges will be calculated according to the net position on each 

FTR product and the risk requirement for each FTR product; 

(2) Inter-month spread will be computed for each FTR product according to 

the position on each individual maturity month and the specified Inter-

month spread parameter; 

(3) Inter-commodity spread will be computed for the FTR portfolio 

according to the net position on each product and the specified Inter-

commodity spread parameter. 

 

Under this method, positions on each individual maturity months will be offset against each 

other if they are from the same product group.  For example a BEN-OTA obligation FTR 

offsets against an OTA-BEN obligation holding.  This can also apply to products of different 

maturities.  The intermonth spread which accounts for the inconsistent movement between 

two different maturity months will be added back to the margin requirement.  The 

diversification effects based on the correlation among two different products will be 

subtracted from the margin requirement. 
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Risk Parameters 

 

Scan Risk Charge 

 

The Scan risk charges on each FTR contract will be calculated and aggregated for each FTR 

product. Long position on one FTR period will be offset against the short position on another 

FTR period if the two FTRs are in the same product group. 

 

Due to the high seasonal effects on electricity market, the Scan Risk Charge may differ for 

various maturity months FTRs even when they are belonging to the same product group. 

  

The Scan Risk Charge may differ depending on proximity to settlement month.  For example, 

volatility for an FTR maturing in two years may be lower than one maturing in two months. 

 

Inter month spread 

 

The price movement on one FTR period will not be 100% correlated to that on another FTR 

period. As the Scan risk charge is traditionally aggregated at the product group level, we add 

inter-month spread back to derive the total margin requirement. 

 

The Inter-month spread is normally determined according to the correlation of the historical 

value of the above underlying assets which are in the same product group but have the 

different FTR period.  Given the dependence of spot market prices on hydro inflows and 

other inputs, inter-month spread may be assessed based on modelled data or other data 

sources.  The lower the inter-month price correlation is, the higher the Inter-month spread 

will be.   

 

Inter commodity spread 

 

The underlying value of the product groups may have high correlation in one way or 

another.  

 

The Inter-commodity spread may be determined according to the correlation on the 

historical value of the underlying assets across different product groups. 

 

In theory, the inter commodity spread could be applied to a wide range of products.    

 

Additional Specifications 

 

Initial margin on Option FTRs would be capped at the FTR DSP relating to the holdings. 
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H. Analysis of options  

 

The IMWG assessment of Option 1 is that, while simple, the approach is inefficient and will 

not provide sufficient protection to transmission customers without creating undue costs for 

FTR participants.  

 

While SPAN is the ‘gold standard’ for initial margin assessment in derivative markets, the 

implementation of SPAN at this point will deliver complexity without significant benefits. 

 

Complexity will be introduced by the need to secure a license to utilise SPAN as well as the 

need to assess correlations between products for which there is no price history. The 

benefits of SPAN would be greatest if the spot market, OTC hedges, and ASX futures were all 

available as inputs for inter commodity charges.  Given the current means of clearing the 

SPOT market, the use of SPAN would not enable inter commodity netting.   As such, the 

IMWG believes the cost and complexity of implementing SPAN is unjustified at this stage. 

 

The IMWG considered variations of Option 2, fixed PLGD initial margin requirements for 

each FTR product and period combination.  A specific enhancement is to include limited 

offsetting with Option 2. 

 

The IMWG sought to clarify a number of issues relating to the application of Option 2.   

 

Data availability 

 
Historical prices, ASX futures prices, or modelled outcomes may be used to assess the likely 

movement of FTR values for the purposes of calculating initial margin requirements.  

 

As the FTR market has yet to start in New Zealand, there is no historical data to consider in 

determining initial margins.  If there was historical information, the wholesale market is 

about to undergo a structural transformation with the commissioning of the HVDC pole 3.   

 

Two sources considered by the IMWG were ASX future prices and projections sourced from 

the Clearing Manager’s predicative price model.   The group considered general critiques of 

each data source are as source.   

 

ASX futures are fairly illiquid, especially for distant maturities.  Market making arrangements 

assist in providing pricing between bids and offers, however trading is sparse and daily 

settlement prices either don’t move or may jump substantially.  There is significant volatility 

in the front quarter.  This volatility, if extended to imply pricing for the remainder of the 

front quarter, may exhibit implied volatilities which cannot be fully explained by spot price 

volatility. 

 

In addition, ASX futures relate to average prices for the BEN and OTA nodes over a quarter.  

The FTR products are specified for each month.  ASX quarterly BEN prices, for example, lump 

July, August, and September into one quarterly product.  This aggregation may make it 

difficult to separate out seasonal effects as the ASX products cover shoulder periods. 

 

As ASX prices are averages for the quarter, they do not provide intraday price information so 

ASX prices are not suitable as a base for valuation of option FTRs. 
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The Clearing Manager’s predictive price model has not yet been commissioned so its output 

data was not available for use in this study.  Some aggregated data from the underlying 

EMarket Model8 was available for analysis.  

 

Historical runs of the existing EMarket model were not produced at the level of 

disaggregation required to provide for evaluation of the options.    

 

The EMarket model, as it is currently configured, also operates a grid which may be ‘more 

available’ than required to provide appropriate representation of typical constraints.  This 

would tend to under represent volatility.  The EMarket model, like all models, will have 

other limitations. 

 

Finally, the dataset available to the IMWG from the EMarket model relied on a relatively low 

number of data points as well as a 30-day period. 

 

We have considered the application of data in the context of three separate phases; initial 

analysis, start up, and ongoing operation. 

 

ASX data was used for analysis to date based upon its availability.  Due to the reasons above, 

we propose to rely on other data sources to support start up and ongoing calculations.  Once 

the FTR market is running, the use of the Clearing Manager’s daily settlement price will 

incorporate predictive price model and ASX data for obligation FTRs and predictive price 

model data for option FTRs.  In the start up phase, predictive price model to date may be 

used to supplement initial evaluations based upon ASX data.  

 

 

 

 

 

Monthly vs. seasonal vs. uniform initial margin requirements 

The use of a uniform initial margin is simple, however, can penalise participants looking to 

purchase cover for less volatile periods of the year.   At the same time uniform assessment 

will not capture market risk in periods of stress. 

 

Here we explore how initial margin requirements might vary by month or season.  Figure 1 

below illustrates how volatility and indicative initial margin requirements vary by month for 

the period from October 2011 to September 2012.  The chart plots the 95% and 80% PLGD 

curves (approximate) based upon monthly Energy Link assessments in the year ahead of the 

hypothetical FTR periods.  For the sample year, February through July exhibited the greatest 

initial margin requirements. 

 

See figure on following page. 

 

 

 

 

 

 

                                                
8 Operated and owned by Energy Link Ltd. 

What, if any, role is appropriate for ASX prices in considering initial margin 

requirements? 
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Figure 1. Indicative Initial Margin Requirement by Month 

Notes: 

1. Based on 30 day PLGD assessment from a single year and, as such, not representative of a diversity of 

hydrological situations 

2. Illustrative chart only – based on sparse data.  Fewer data points are available from October and 

September  
3. 80% PLGD curve is approximate 

 

We have also analysed the indicative initial margin requirements for quarterly strip 

obligation FTRs which are represented by ASX quarterly price differences.  Figure 2 below 

shows the PLGD for each calendar strip FTR quarter for the last six months of the FTR period.  

The seasonality reflected in Figure 2 is also evident in Figure 1. 

 

Figure 2 Indicative initial margin requirements by calendar quarter 

 
Note: Based on 21 day ASX PLGD assessment  
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By incorporating seasonality effects in calculating PLGD on ASX quarter data over the 

preceding six months, we can align the initial margin requirements closer to the volatility 

associated with each period.  Incorporating these effects it improves the efficiency of the 

initial margins. 

 

 

 

 

Time assumed from default to exit positions 

Another variable in initial margin calculations is the assumed time for the Clearing Manager 

to exit a defaulting party’s position.   Although a 14 calendar day window to exit a defaulting 

party is realistic (given the Code provisions enabling the Clearing Manager to liquidate 

positions) there is the potential for this process to be drawn out.  One factor is the time 

required for potential purchasers to obtain approvals to purchase FTRs, especially if the 

resultant purchase served to ‘unbalance’ a participant’s portfolio.  In order to cover this, we 

have also provided data for a 30 calendar day (21 business day) exit period.  

 

 

 

 

 

Confidence Level 

 

As default risk is carried by transmission customers, rather than the Clearing Manager, the 

appropriate probability of loss given default should be considered by the broader industry. 

 

The IMWG reviewed confidence levels ranging from 75% to 99%.  IMWG members 

suggested consideration of a 75% confidence level in order to demonstrate the impact of 

alignment with the WAG’s recommendations to the Authority.  This suggestion of a lower 

confidence level was raised to balance the cost of entry and participation in the market.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

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 alternate aggregation (such as 

monthly)? 

 

What is an appropriate PLGD confidence interval to apply in order to determine the FTR 

initial margin requirement (95%, 85%, 75% other)? 

 

 In calculating PLGD what time frame should be considered? (14 or 30 days, or other) 
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Maturity 

 

ASX futures display greater volatility in the near quarter than they do in distant quarters.  

This effect carries through to the volatility of a hypothetical strip FTR which is based on the 

ASX futures price difference.  The impact is shown in Figure 3 below.  The initial margin 

required to cover 30 calendar days of movement at a 90% confidence level moves from 

approximately $28 in the spot quarter to approximately $10 in the fourth nearest quarter. 

 

The relative volatility of near quarters reflects the presence of changing market information 

such as that relating to the climate, demand, outages, and trader behaviour. 

 

Figure 3 – Initial Margin Requirements – 30 Calendar Days 
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I. Comparison of the merits of the various approaches 

 

In this section we summarise the options as well as the pro’s and con’s of each approach. 

 

Type Description Discussion Pros Cons 

O
p

ti
o

n
 O

n
e

 

Fixed margin for each 

product 

This option provides a simplistic 

administrative set initial margin for an 

obligation and option. 

• Simplicity • Inefficient Cover – excessive or 

inadequate coverage 

O
p

ti
o

n
 t

w
o

 Fixed PLGD generated 

initial margin  

Generation of initial margins using a PLGD 

application 

 

 

• Stable initial margin 

assessment  

• Margin requirement 

broadly maps to risk 

• Flexibility to apply desired 

PLGD confidence level 

• Volatility measures (PLGD) based on 

historical periods – may not consider 

hydrology etc 

• ‘non-standard’ initial margin calculation 

tool 

O
p

ti
o

n
 t

h
re

e
 

Full SPAN application Use of the SPAN model to compare a 

variety of market “what if” scenarios. 

Allows for complex offsetting of prudential 

requirements. 

• Margin requirement 

limited to risk introduced 

to the market 

• Participants can benefit 

greater efficiency from 

sophisticated portfolio 

interactions 

• ‘Gold Standard’ approach – 

commonly used tool 

 

• Complexity  

• Extensive system development required 

• Portfolio interactions not yet admissible 

to wholesale market prudential security 

calculations 

• Inadequate data exists prior to the 

market start 
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J. Draft methodology for on-going assessment of FTR Initial 

margins   

 
The IMWG members’ general consensus was that a preferred solution would balance risk, 

coverage, complexity, and costs.  The following paragraphs describe the Clearing Manager’s 

proposal for calculating and assessing participants’ initial margins.  

 

The IMWG and Clearing Manager seek industry’s input into the appropriate confidence level 

to be applied in determining initial margin.  

 

The text of proposed modifications to the Prudential Security Assessment Methodology is 

detailed in the shaded box in the following section. 

 

Summary of proposed methodology 

 

The Clearing Manager will calculate a product and season specific initial margin 

requirements.  These define the maximum initial margin which will be assessed for a 

particular FTR.  The overall initial margin requirement for a participant may be reduced by 

netting. 

 

Offsetting 

 

One of the benefits of Option 3, the application of SPAN, is the realisation of the efficiencies 

of netting initial margin requirements.  In our proposal, limited netting will be applied.  A 

participant’s initial margin requirement for obligation FTRs will be netted against obligation 

FTRs held in the opposite direction.  No other netting will be applied at this stage, however 

the Clearing Manager will evaluate additional netting options, including the use of SPAN, if 

merited, in future Prudential Security Assessment Methodology reviews. 

 

Maximum initial margin per product, per season 

 

The maximum initial margin requirement will be calculated by evaluating the set of gains or 

losses implied by changes in expectations of FTR value.  The changes in FTR value are to be 

assessed over a period of 14 days.  For the purposes of initial margin, the Clearing Manager’s 

daily settlement price is a proxy for expectation of FTR value.  

 

Each business day, the Clearing Manager will publish daily settlement values for the next 24 

months worth of FTR products (where applicable).  The Clearing Manager will retain mean 

predicted values and analyse the associated gains and losses over 14 calendar days.  Initial 

margin requirements are calculated so that there is a [75%, 85%, 95%] confidence that there 

will be no losses given a participant default.  

 

In recognition of the expected escalation in volatility closer to the FTR period, initial margin 

calculations are segmented between near term and distant periods.  Near term FTRs are less 

than or equal to five months from the start of the FTR period.  All other FTRs are distant 

FTRs. 

 

In order to reduce complexity at the start of the FTR market, fixed initial margins will be 

calculated for each product in aggregations shown in the following table.  The pro forma 

requirements shown in the last three columns were calculated from ASX data. 
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Obligation 

Product 

Time remaining 

before FTR period  

Product  

season 

75%  

requirement  

$/mwh 

85%  

requirement  

$/mwh 

95%  

requirement  

$/mwh 

BEN-OTA  

OTA-BEN  

> 5 months n/a 4.5 5.6  7.7  

<= 5 months 
winter 15.7 21.7 32.4 

summer 6.4 8.7 12.8 

BEN-OTA  

OPT 

> 5 months n/a 
To be determined as described under start 

up provisions. Apply statistical analysis to 

price predictive model data three weeks 

ahead of auction using selected confidence 

level 

<= 5 months 
winter 

summer 

OTA_BEN 

OPT 

> 5 months n/a 

<= 5 months 
winter 

summer 

 

 

Limitation on initial margin requirements for option FTRs 

 

The FTR initial margin requirements proposal presented here provides for a static 

requirement to be reviewed every six months.  It is possible that the static requirement 

calculated for option FTRs may, over the course of time, exceed the daily settlement price of 

the option FTR.  In this case, the Clearing Manager will assess the lesser of the DSP or the 

static initial margin requirement. 

 

As the daily settlement price of an FTR changes, participants are required to post variation 

margin or the ‘cost’ of the change in the DSP reduces the participant’s prudential surplus.  

Where the option FTR DSP falls below the static option FTR initial margin requirement, the 

Clearing Manager will have already obtained prudential security coverage for that variation.  

The worst case loss will be the daily settlement price.  As such, the positive difference 

between the static option FTR initial margin requirement and the DSP would represent an 

excess security holding. 

 

Start up provisions 

 

An analysis of historical ASX future price differentials was applied to arrive at pro forma 

initial margin requirements for obligation FTRs for three confidence levels.  The Clearing 

Manager seeks feedback on these pro-forma requirements in this document.  Pending 

review by the industry and approval by the Authority of the pro forma requirements, the pro 

forma requirements will apply be adopted as requirements for obligation FTRs. 

 

Three weeks prior to the initial FTR auction, an analysis of projected price differentials9 from 

the Clearing Manager’s predictive price model will be used to calculate 14 calendar day gain 

or loss.  Where statistical analysis of these gains and losses result in indicated initial margin 

requirements that are lower than the pro forma requirements, the new calculations will 

replace the pro forma calculations.  Where the newly calculated initial margin requirements 

are greater than the pro forma requirements, the pro forma requirements will be retained. 

 

Also three weeks prior to the initial FTR auction, option FTR initial margin requirements will 

be calculated using price predictive model data and the same method applied for obligation 

                                                
9
 Prior to the first FTR auction, the clearing manager will be operating its predictive price model, 

however daily settlement prices will not be available as the DSP methodology requires auction clearing 

prices as an input.  Instead, projected price differentials from the predictive price model will be used. 
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FTRs.  The lesser of the calculated initial margin or the respective DSP will be applied as the 

initial margin requirement. 

 

 

 

 

 

 

Interactions with FTR Manager’s bid system 

 

The Clearing Manager’s proposed initial margin requirements benefit from limited netting 

and cap the requirement for option FTRs at the respective daily settlement price. 

 

It is the Clearing Manager’s understanding that the FTR Manager’s bid system will not 

accommodate offsetting for submitted bids.  For example, while the clearing manager would 

consider a holding of five BEN-OTA obligation FTRs to offset five OTA-BEN FTRs (same 

period), a participant who hold five BEN-OTA obligation FTRs would need to post security to 

bid for five OTA-BEN obligation FTRs.  Once the FTR holding had been updated or the bids 

have been determined to be unsuccessful, the Clearing Manager would recognise the offset 

and the additional security could be returned. 

 

The FTR initial margin requirements are to be static and reviewed every six months.  The 

Clearing Manager, in applying initial margin requirements to option FTRs on a day-to-day 

basis, will assess the lesser requirement of the published option FTR initial margin 

requirement or the current option FTR daily settlement price.  The FTR manager bid system 

may not be able to incorporate this feature. 

 

 

 

 

Initial margin assessed in aggregate 

 

The Clearing Manager assesses a participant’s initial margin requirements for FTR holdings 

as follows: 

 

total initial margin requirement participant = sum(initial margin requirement product_group x holding 

quantity product_group ) 

 

      Where: 

 

      the holding quantity reflects the net holding for obligation FTRs (1 OTA-BEN  obligation  

      FTR = -1 BEN-OTA FTR), 

 

      the initial margin requirement refers to the initial margin requirement for an  FTR 

      product group where no offsetting applies, 

 

      an FTR product group is a group of FTRs of the same FTR Type and season further 

      subdivided into two sets, the near term for which the FTR period will begin less than or 

      equal to 5 months in the future and the remainder comprising the distant term, and 

 

      winter is from April to September and summer is from October to March.  

Should the initial margin requirements be based upon changes in the expected value of 

FTR instruments as forecast by the predictive price model? 
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Initial margin are static and calculated every six months 

 

Initial margin requirement are reviewed approximately six monthly and remain static 

between reviews. 

 

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 retain daily settlement values to support this calculation.  Initial 

margin requirements are calculated so that the PLGD, calculated from the available gains 

and losses associated with a particular FTR product and season, is [5%, 15%, 25%, other].   

 

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. 

 

Start-up requirements 

 

For obligation FTRs, starting initial margin requirements will be the lesser of those shown in 

the following table or those calculated using the above methodology substituting predictive 

price model data for DSP data three weeks prior to the first auction. [select appropriate 

column in table] 

 

Obligation 

Product 

Time remaining 

before FTR 

period  

Product  

season 

75%   

$/mwh 

85%  

$/mwh 

95%   

$/mwh 

BEN-OTA  

OTA-BEN  

> 5 months n/a 4.5 5.6  7.7  

<= 5 months 
winter 15.7 21.7 32.4 

summer 6.4 8.7 12.8 

 

 

Option FTR initial margin requirements will be calculated using price predictive model data 

as above, or if a lesser requirement results, the DSP if available. 
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K. Consultation questions 

 

The Clearing Manager would like participants to provide feedback on the following 

questions: 

 

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

requirements? 

 

b. Do you support a fixed initial margin based upon an analysis of PLGD for each FTR 

product and season or do you support an alternate aggregation? 

 

c. In calculating PLGD what time frame should be considered? (10 or 21 days, or other) 

 

d. What is an appropriate PLGD confidence interval to apply in order to determine the 

FTR initial margin requirement (95%, 85%, 75% other)? 

 

e. Should the initial margin requirements be based upon changes in the expected value 

of FTR instruments as forecast by the predictive price model? 

 

f.  Should the initial margin requirements be recalculated six monthly starting from the 

date of the first auction using the described methodology? 

 

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? 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 


