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Abstract As a result of storability restrictions, the price risk management of flow
commodities (such as natural gas, oil, and electrical power) is by no means a
trivial matter.To protect price spikes, consumers purchase diverse swing-type con-
tracts, whereas contract writers try to hedge themselves by appropriate physical
assets, for instance, using storage utilities, through transmission and/or produc-
tion capacities. However, the correct valuation of such contacts and their physical
counterparts is still under lively debate. In this approach, an axiomatic setting to
discuss price dynamics for flow commodity contracts is suggested. By means of
a minimal set of reasonable assumptions we suggest a framework where the stan-
dard change-of-numeraire transformation converts a flow commodity market into
a market consisting of zero bonds and some additional risky asset. Utilizing this
structure, we apply the toolkit of interest rate theory to price the availability of
production capacity on a flow commodity.

Keywords Swing option - Electricity risk - Energy economics - Futures markets -
Power derivatives

1 Introduction

In the following, electricity pricing will be studied using electrical power as the
primary flow commodity example in this contribution.

In practice, diverse technical problems prevent electricity from being traded as
a conventional commodity. One of the most complicated of these problems is the
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balancing restriction, which requires that the demand and the supply of electricity
be equal at any time. As aresult, the electricity market consists of two segments: one
for contract trading on immediate energy production (so—called balancing market,
usually organized following an auction-like principle) and one on future delivery
(effected at futures market, by conventional trading). Within the latter, a remark-
able trading activity can be observed for hourly contracts with delivery within the
following day (the so-called day-ahead market). As a rule, positions taken here
imply physical energy delivery/consumption, which explains why electricity day-
ahead prices are also referred to as spot prices. An electricity retailer is obliged to
cover the random demand of its end consumers at a fixed price. Doing so, retailers
face high risk: in the case that consumer’s demand tops the own supply, the missing
energy is purchased at the balancing market price, which could be markedly high.
One rational way of handling this risk is to accurately predict the demand, in order
to adjust the day-ahead position as precisely as possible. In practice, short-term
demand forecast seems to be a minor problem; apparently, an efficient protec-
tion against undesirable long-term spot price movements turns out to be the more
important issue. Here, long term options written on spot prices are popular. How-
ever, due to difficulties in valuation and hedging of electricity derivatives, option
writers prefer to sell agreements which are, at least approximately, replicated by
appropriate physical assets. As a result, it can be observed that many electricity
derivatives are of a swing type, presenting corresponding financial counterparts of
agreements on production capacities. To give an example, let us discuss the virtual
production capacity.

Consider a power plant where the owner decides for any period (for example,
a day) [#x, tx+1] within a given time interval [0, 9] = UQ’:_OI [#, tx+1] to produce
electrical power at intensity g;, subject to technical constraints

N—1
0<gq, <i forallk=0,....N—1, > q(ter1 —t) <A (1)
k=0

with given maximal electrical power A > 0 (MW) and the total amount of energy
A > 0 (MWh). The electricity scheduled for production for the day [#x, tx+1], is
sold on the day-ahead market at the spot price E;,, giving the total revenue
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where K stands for production costs. Note that here we have assumed that the
payoff for the day [#, tx+1] is proportional to (E;, — K)™ meaning that production
runs only if the price covers the production costs. This assumption is unrealistic
for scheduling the plant at a higher time resolution (say, for half-hourly adjusted
dispatch on the balancing market) since we cannot assume that production would
stop immediately when the marginal revenue became negative. However, when
dispatching the plant on the basis of the day-ahead market, revenue (2) subject to
restrictions (1) gives a realistic model. In what follows, we deal with a continu-
ous-time reformulation of the above framework. More precisely, we approximate
dispatch policies with (1) by continuous-time processes (g;):c[o,7] satisfying
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0
0<g;, <A forallt €0, 9], /q,dth 3)
0
whereas, the total revenue (2) is replaced by
0
/qt(Et — K)*dt “)
0

where (E;)s¢[0,9] denotes a continuous-time analog for the electricity spot price
process. Due to such reformulation, results available for diffusion processes from
financial mathematics and optimal control theory can be utilized.

Suppose now that the ideal power plant described by (3) and (4) is equivalently
transformed to a financial agreement, referred to as virtual production capacity in
the sequel. Denote by R; := (E; — K )T the revenue intensity at time ¢ € [0, ¥].
The holder of a virtual production capacity can opt any exercise policy (g;):e[0,]
obeying (3), whereas the contract writer is obliged to supply a cash-flow at intensity
(q: R1)tel0,9] depending on the opposite party’s exercise policy (g;)s¢[o,s]. Follow-
ing an exercise policy (gs)se[o0,9] the agent possesses at time ¢ the capacity level
,of =A— fot gsds. If the holder decides at this time to sell the virtual production
capacity to another market participant, then for the remaining time [#, 9] the new
owner is given the right to exercise the contract by any policy (us)se[s, 9], Subject
to restrictions

9
0<us <A, se€ltd], /uxdsgp,q.

t

to receive a cash flow at intensity (us Rs)se[s,91- In the sequel, we discuss the valu-
ation of virtual production capacity to show that under certain conditions, the fair
initial price of this contract is given by

2

sup Eg /Qth/Btdf (5)
q
0

where (B;):<[0,9] denotes the value of a savings account and Q is some risk-neutral
measure. The supremum in (5) arises over a set of policies satisfying (3). Whereas
this supremum-form is obtained in Sect. 4 utilizing arguments from American
put valuation (see Karatzas and Shreve 1998), the major part of our approach deals
with the concept of risk-neutral spot price dynamics. The difficulty here is that flow
commodity spot prices (for example, electricity spot prices) at different times are
not directly related to each other, strictly speaking, E; and E; are to be considered
as prices for different commodities delivered on different dates s # ¢. In Sect. 2,
flow commodity price models satisfying a minimal set of reasonable axioms are
studied: (i) the price evolution is described by stochastic processes with appropri-
ate path properties, (ii) the model explains the initial yield curve, (iii) it excludes
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arbitrage opportunities, and (iv) it reflects storability restrictions. We make precise
these requirements and show how to construct stochastic models satisfying them.

Some related research in this field must also be mentioned. The connection
between spot and forward prices for commodities with restricted storability and
valuation of storage opportunities has attracted research interest for a long time.
We emphasize here, among others, the work (Brennan 1958; Fama and French
1987) as well as (Gibson and Schwartz 1990; Schwartz 1997) and a general model
in (Miltersen and Schwartz 1998). Related to this work, the authors of (Eydeland
and Geman 1998, 2003) expose questions of electricity pricing and explain that the
non-storability issue requires a production process model. Another research direc-
tion (see (Barlow 2002; Burger et al. 2003; Hinz et al. 2005; Hinz 2003; Schwartz
and Lucia 2002)) focuses on modeling the stochastic process of spot price, where
the three last contributions also develop a risk-neutral point view on the electric-
ity spot price process. Moreover, a valuation method for electricity swing options
has been considered in (Burger et al. 2003). Finally, the review paper (Carmona
and Durrleman 2003) provides a valuable overview on energy price models and
problems in pricing electricity derivatives.

2 Flow commodity markets under currency change

The methodology here is based on the assumption that there exists a market on
contracts for delivery of a flow commodity at any future date = € [0, T']. To avoid
argumentation problems resulting from non-storability, we agree that the prime
(storable) assets of this market are t-agreements which ensure the delivery of one
commodity unit on future date t. That is, the price at time 7 of a T-agreement is
interpreted as the price for one commodity unit which is paid at ¢ and supplied at 7.
Now we turn our attention to futures. A flow commodity future with the delivery
date t (t-future in the sequel) is introduced as a conventional future contract writ-
ten on final T-agreements price. In this sense, the t-future prices (E;(7))s¢[0,7] are
settled as usual prices on futures for storable underlyings. The advantage of this
viewpoint is that for a realistic model, arbitrage opportunities for trading t-agree-
ments and their derivatives have to be ruled out. This imposes clear requirements
to be satisfied when modeling t-futures prices.

Suppose that for each v € [0, T'] there is a t-future whose price evolution
(E((7))ref0,7] 1s assumed to follow a positive-valued adapted stochastic process
realized on a complete filtered probability space (2, F, P, (F;)re[0,7]). Assume
that at the beginning ¢ = 0 prices Ej(z) for all future delivery times 7 € [0, T']
are observed, where the initial yield curve E(-) is deterministic and continuous.
Let us write D := {(t, ) : 0 <t < v < T} for chronological time pairs.

Definition 1 A flow-commodity market with parameter (n, E*(-)) € N x C[0, T]
is given by (E;(T))(:,r)eD such that

D — R, (t,t)+— E/(1) is continuous for all t € [0, T], (6)
the initial yield curve is explained
Eo(t) = Ej(v) forallt €0, T], @)

arbitrage is excluded
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there exists a risk-neutral measure QF equivalent to P )
such that for each © € [0, T], (E;(7))se[0,7] follows a OF -martingale,

changes in the yield curve are possible in the sense that

forall0<t<tgp<t<---<1, <T
the F; — conditional distribution of E+,(10), E¢)(t1), ..., E¢ (1) 9)
posseses almost surely a positive Lebesgue density on [0, co["t!

The assumption (8) is justified by the following consideration. The conven-
tional way to rule out arbitrage opportunities for r-agreements and their European
derivatives is to postulate price dynamics such that all security prices, expressed in
units of savings account, are martingales with respect to some risk-neutral measure
Q' equivalent to P. In this setting, standard arguments (see Karatzas and Shreve
1998) imply that futures prices have to satisfy (8).

Let us explain why the property (9) ensures that there is no deterministic inter-
relation between prices for commodities delivered at different times g < - -+ < T,
and so reflects the absolute non-storability of the commodity. Given future dates
O<t<tm<- <1 <T,letg :]0, oot R, be the F;-conditional
Lebesgue density of (E,(10), ..., E¢(1,)). By assumption, g;(x) > 0 for all
x € [0, oo["*! almost surely which implies that for any choice of non-empty open
intervals Iy, . .., I, CJO, oo[ the yield curve (E,(7))se[r,,7] at time 7o passes with
positive probability through ({tx} x Ix)}_:

P(ET()(TO)GI()s"'sET()(Tn)eIl’l|ff):/'/g[(x07'--1xn)dx09'-'vdxn >0
I, Iy

almost surely. This means that the event {E,(70) € lo, ..., E¢,(t,) € I,} occurs
with a positive probability even if we choose Iy arbitrarily far above I (k =
0, ...,n—1).Forastorable commodity, such behavior would be impossible, since
the price of a forward with a delivery date 741 cannot exceed the price of a for-
ward with a delivery date t; plus costs for commodity storage during [tx, Tx+1].
Further, it shall be pointed out that (9) excludes the deterministic inter-relation
between futures prices. The existing correlation between futures prices with differ-
ent delivery dates which result from seasonalities, long-term reduction in the power
resources, and global market changes are still reflected by the non-factorizing den-
sity g; of the F;-conditional distribution of (E,(70), ..., E¢ (7).

For practical implementation, n is chosen such that the model fits the real-world
market. For example, the European Energy Exchange lists futures prices for elec-
tricity delivered within each of the next six calender months. That is, choosing the
flow commodity unit equal to 1 MWh steadily supplied within next 30 days, it
suffices to set up a model with n = 6.

To the best of the authors knowledge, all electricity spot price models consid-
ered in the literature do not describe independent price evolution of futures with
different delivery dates in the sense of (9). Actually, the problem here is that on one
hand, we would like to disconnect price dynamics (E;(7))se[0,7;1, (E:(T))te[0,72]
for different 7y # 12 and on the other hand, we expect that E;, (t1) is around E4, (12)
if (#1, 71) is close to (2, 12). Similar situation appears for zero bond prices and is



192 J. Hinz

successfully treated by the interest rate theory, whose methodology we transfer
into the framework of flow commodity markets.

Let us comment here on a related approach followed in (Gibson and Schwartz
1990; Schwartz and Lucia 2002), and (Miltersen and Schwartz 1998), where au-
thors address commodities with limited storability and apply convenience yield,
which describes the instantaneous flow of services that accrues to the holder of
the physical commodity, but not to the owner of a contract for future delivery (see
Brennan 1958). In (Miltersen and Schwartz 1998), a general model is presented that
connects spot and futures prices via stochastic convenience yield. However, this
methodology does not directly apply to commodities without any storage oppor-
tunity (like electricity) due to the lack of appropriate logical justification logical
for the convenience yield. Our contribution could provide a missing link here: by
establishing an explicit equivalence between flow commodity markets and money
markets in the Heath—Jarrow—Morton (HJM) formulation, we obtain a relation be-
tween futures and spot prices similar to that studied in (Miltersen and Schwartz
1998). Still, in our context, the absolute non-storability reflected by (9) also imposes
additional requirements which have to be respected.

Given the observed yield curve (Ej(7))cefo,7]. the crucial task is to model
the entire futures price dynamics (E;(7))(;,r)ep such that (6-9) are fulfilled. In
other words, we are concerned with the problem of the explicit construction of
flow commodity markets. It turns out that a currency change provides a solution.
Namely, put the new currency unit at time ¢ equal to one commodity unit delivered
at t, then all t-futures finish at one (exactly as zero bonds), whereas the riskless
asset is transformed to a risky security. That is, such a currency change remodels
our flow commodity market into a bond market equipped with an additional risky
asset (let us call such a market money market in the sequel). On the other hand,
we also learn that a money market is transformed back into a flow commodity
market by the reverse currency change. As a result, we obtain a one-to-one cor-
respondence between flow commodity markets and money markets. Utilizing the
HIM description of money markets, this concept finally yields explicit models of
flow commodity markets. To proceed in this way, the notion of money market is
introduced.

Suppose that for each 7 € [0, T'] there exists is a zero bond maturing at this
date whose price evolution is denoted by (p;(7)):e[0,z] and is assumed to follow
a positive-valued adapted stochastic process realized on a complete filtered prob-
ability space (2, F, P, (F;)ie[0,71)- We agree that the initial bond curve pg(-) on
[0, T'] is deterministic and continuous and suppose that there exists an additional
risky asset with positive-valued adapted price process denoted by (N;):e[0,7]-

Definition 2 A money market with parameter (n, pg(-), N5) € Nx C[0, T]x Ry
is given by (p;(t))(t,0)eD» (Ni)refo,1] Such that

p:(t)=1 forallt € [0, T]and t+— Ny, (t, T)— p;(T) are a.s. continuous, (10)
the initial values are explained
No = Ny, po(r) = py(r) forallz €[0,T], (11)

arbitrage is excluded
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there exists a positive-valued adapted discounting process (Ct)te[0,T]
and a risk-neutral measure QM equivalent to P such that (N;/ Chiefo,11, (12)
(p:()/ Ci)ielo,7) are OM - martingales for all T € [0, T,

and

forall0 <t <ty <7t - <71y <T the F; — conditional
distribution of Ny, pro(T1), . .., Pg(Tn) almost (13)
surely posseses positive Lebesgue density on [0, oo]"+!

As mentioned above, there is no obvious way for canonical construction of a flow
commodity market, whereas for modeling bond markets, one can rely on a well
established theory of interest rate models. Considering this, we apply part (ii) of
the next theorem to assemble flow commodity markets from money markets. Note
that such an approach seems sufficiently general, since due to (i) of the theorem
below, each commodity market is reached from an appropriate money market.

Theorem 1 (i) Let (E;(1))(,v)eD be a flow commodity market with (n, E;(-)),
then

N; == E,()~" forallt €0, T], (14)
pi(t) := E,(t)N; forall (t,7) €D, (15)

gives a money market with (n, E;(-)/E;(0), Ej (0)~1), discounting process
(p:(T))sef0,1), and risk-neutral measure dOM = Er(T)Ey(T)~'dQF.

(i) Let (p:(t))¢t,0)eDs (Ni)ielo,1] be a money market with (n, p;(-), Ng), dis-
counting process (C)c(0,1), and risk-neutral measure OM. Define

E (1) == p;(t)/N, forall (t,7) € D, (16)

Then (E;(T)),0)eD gives a flow commodity market with (n, p;(-)/Ny) and
risk-neutral measure

_NT Co

M
=C Non a7

dof

Proof (i) The properties (10) and (11) are consequences of (6) and (7) due to
(14) and (15). To show (13), we introduce the function

|
W1 [0, 0o]™ ! = [0, 001", (Yo -+ ey ya) > (—,ﬂ,..., y—").
Yo Yo Yo
satisfying
(Neys Pro(T1), -+ s Pro(Th)) = W(E¢(T0), - . ., Eqy(T0))- (18)

Since W is a diffeomorphism (bijection, ¥ and W~! continously differentia-
ble) and the Lebesgue density of (E,(t0), E+(T1), ..., E¢ (7)) exists and
is positive due to (9), the Lebesgue density of (18) also exists and is also
positive.To prove (12), we make use of the change-of-numeraire technique
(see Bjork 1996; Geman and El Karoui 1995), in our context it is applied as
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follows: For positive-valued adapted processes (H;):e[0,71, (D¢):efo,7] and
(D;)1ef0,1) holds

(H;/D¢)tefo,r1 and (D;/Dy)ef0, 1) are martingales wit respect to
Q if and only if (H;/D});ef0.7] and (D,/D )re[0,7] are martingales (19)

with respect to Q' given by dQ’ = T Dy dQ

Put now H; := E;(t) forallt € [0,7], D; := 1, D] = E/(T) for all
t € [0, T]. Then (14), (15) and (19) show that

E 1 N,
( ¢ (T) Pt(T) ) and ( t ) (20)
E(T) Pt(T) [0,7] E«(T) Pt(T) 1€[0,T]
are martingales with respect to Q™.
(i1) The properties (6) and (7) are consequences of (10) and (11) by definition (16).
To show (9), we the same argumentation is applied as in (i) for (13), where

we have to replace W by W', Finally, the measure QF in (8) is obtained
from QM in (12) using (17) by change of numeraire (19).

O

3 Market construction with HJM approach

It will be now illustrated how the Gaussian HIM interest rate models provide a
starting point for the construction of flow commodity markets. Let us begin with
complete filtered probability space (2, F, P, (Ft):c0,7]) Where the filtration is
the augmentation (by the null sets in f;v ) of the filtration (]:tW)te[O,T] generated
by the d-dimensional Brownian motion (W;);¢[0,7]. All processes are supposed to
be progressively measurable. Assume that we have observed the initial curve

(Ej(1)ceo,r] deterministic, absolutely continuous. 21

Specify the forward rate volatility (o;(7)) ¢,r)ep choosing a deterministic function

T t
D — R, (1,7) — o;(7) with // oz (0)]|2dz dr < oo (22)
0 0
and define bond volatilities by
T
o:(7) = /a,(s)ds forall (t,7) € D (23)
t
Introduce the initial forward rates
fo@) =— 9 ln Ej(r) forallz € [0, T] (24)

to define for all (¢, ) € D the forward rates as
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t t

£ = fE@ + / 03(2) 075 (t)ds + / o3 ()dW,, (25)
0 0

and the bond price dynamics for all T € [0, T'] as solution to
dp (D) =p(O)(fi )dt =T (1)dWy),  po(r) = pg () :=E;(t)/E;(0). (26)
Moreover, describe the evolution (N;)¢(o,7] of the additional risky asset as
dN; = N:(f;(t)dt +v,dW;) Ny := E()"(O)_l, (27)

with a pre-specified d-dimensional deterministic volatility

T
(Vr)tefo0. 1] With/ ||US||2dS < 00.
0

Define also

Y (1) := —04(t) —v; forall (¢, 7) € D. (28)

Let n € N be such that for all
0<t <t <1, <T the functions

[t,70] > RY, s> (%), (i =0,...,n) 29
are linearly independent.
Moreover, introduce the discounting process
t
C; :=exp /fs(s)ds forallt € [0, T]. 30)
0

Using standard results from interest rate theory, we verify

Theorem 2 For (p; ()1, v)eD> (Ni)refo,11from (26), (27) define E;(t) := p, (1) / N;
for all (t,v) € D. Then (E(t))y r)ep gives a flow commodity market with
(n, E§(-)) from (29) and (21). Moreover, the risk-neutral measure satisfies

T T
F 1 2
dQ" =exp vy dWs — 3 lvg||“ds | AP
0 0
and futures prices follow
dE,(t) = (D) E(1)dW/S,  Eo(r) = Ej(1) (3D
with QF -Brownian motion
t
mﬂ:-/mm+m,tqaﬂ (32)

0
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Proof According to the previous theorem, it suffices to show that (26) and (27)
define a money market with parameter (n, E;(-)/E;(0), E{;(O)’l), discounting
process (30) and risk-neutral measure OM .= P.The assumptions (10) and (11)
hold due to definition (26), where to see p,(t) = 1 for all T € [0, T'], we use

p:i(t) = exp —/f,(s)ds for (t,7) € D,
t

(see Lemma 13.1.1, from (Musiela and Rutkowski 1997). Now, we prove (12) by
verifying that (N;/C;)se0,] and (p;(t)/Cr)tefo,7] are martingales with respect to
QM := P as, by Ito formula, they admit stochastic differentials

Ni\ & Pi(7) = pi(7)
d(a)—“'(c,)‘”’““ d( C, )_ U’(T)( C, )dW" 53)

Next, we prove (9) for (E;(7)).r)ep- For any delivery date T € [0, T'], using (26),
(27) and the Ito formula, we see (31)

_ pi(7)
dE;(r) =d ( N,

= 5D E(0)dW[, Eo(r) = E§(v),

) = E;(1)(—v; 0 Z;(7)dt + X (T)dW))

and Girsanov theorem shows that (32) is in fact a Brownian motion under
T T
dof = == =doM =exp /deWS - %/ llvs|I>ds | dOM.
0 0
Obviously, the solution to (31) is

t

t
E(t)=E{(t)exp /ES(I)dWTF—%/||Zs(r)||2ds for all s € [0, T] (34)
0 0

and so the F;-distribution with respect to Qf of the random variable

(In Ey(10), - ... In E¢y(t0)) (35)
is Gaussian and non-degenerated due to the linear independence (29), which yields
the assertion (9) since QF is equivalent to P. O

Example 1 Let us illustrate the above construction considering the simplest model
with two-dimensional (d = 2) Brownian motion (W; = (W,l, W,Z)),E[Q,T]. Speci-
fying in (22) the constant and deterministic forward rate volatility

o:(t) :=[0*,0] forall (¢, t) € D with given o* € [0, o¢],
we obtain bond volatilities from (23) as

o,(t) =[0*(t —1),0] forall (t,7) € D. (36)
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According to (27), the additional risky asset is determined by its volatility pro-
cess (vr)refo,7]- Suppose here a constant volatility, such that the additional asset
dynamics admits a correlation to bond prices:

v = [V p, v*V1 — p?] forallt € [0, T]

with a given constant volatility parameter v* €]0, oo[ and a correlation parameter
p €[—1,1]. Wedeterminen asin(29). ForO <t <t <1 <,..., <1, <T
we have for all s € [t, 19]:

Ys(1i) = —05(Ti) — vy = — [0*(T,- —s)+v*p, v*VI1 — p2] fori =0,...,n.

This shows that n = 1 since we can choose two i = 0, 1 and not more than two
linearly independent functions (s — X;(7;))se[r, 7] At least, the model is able to
capture transitions between backwardation and contango in the flow commodity
market.

4 Production in a complete market

Suppose that we are given a flow commodity market constructed with HIM meth-
odology as in the previous section with (07 (7)) (;,r)eD, (V1)r€[0,7]- Assume that the
money shortrate (r;);¢[0, 7] 1S non-negative and introduce (B; =exp( fé rsds))re0,7]
as the savings account. For any process (F;)se[0,7] We agree to write (f, =
Fi/B1))iefo,1] for prices expressed in units of savings account. Let us consider
a case where for the availability time [0, ] of the virtual production capacity, the
agent is able to select flow commodity futures with delivery dates 71 < --- < 77 €
[, T]to capture all price uncertainties by appropriated investments in these assets.
More precisely, we focus on the case where for given0) < ¥ <11 <--- <19 < T

34 (t1), - .., X¢(7g4) are linearly independent for Lebesgue-almost all ¢ € [0, 9].
(37)

Example 2 For two-factor model of the Example 1, the property (37) is fulfilled
since for arbitrary 0 < ¢ < 71 < 1» < T we see that

(1) = [o*(n -+ v, v V1 - pz],
%i(w) = [0" @ = 0 + v, vV = 7]

are linearly independent for all ¢ € [0, ?].
For the reminder of this section, we suppose that (37) holds and introduce for
almost all ¢ € [0, ¥] the invertible matrix X; whose rows consist of vectors

Z[(Tl), ceey E[(Td).
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Then Lemma 6.7, p. 24 from (Karatzas and Shreve 1998) ensures that for each
oM -martingale (x 4+ M;)c[o,5] starting at x € R there exists a R?-valued process

(M) = (m, = (7Tt1, R ntd))te[o,ﬂ] such that
t
x+ M, =x —{—/ns T dWS 1 e (0, 9]. (38)
0

On the other hand, interprete 7 (M) such that
pli=nlBE )7, i=1,....d

are positions in futures contracts at time s € [0, ¢]. With this interpretation, we
see that starting with initial capital x, the wealth of such a strategy at time ¢ is

d t
X7 = B x4 Z/pf;B;IdEs(n) = Bi(x + M)
i=17

meaning that for any centered Qf-martingale M = (M) se[0,] there exists futures
trading strategy 7 (M) such that

X\f,n(M) =x+ M, te]0,0] (39)

Moreover, given centered martingale M, the positions 7z; (M) at any time ¢ € [0, ¥]
are determined from the past values (M;)sc[0,,] More precisely, we emphasize that
M +— m (M) is non-anticipating. (A mapping J acting on adapted processes is non-
anticipating, if for all ¢ € [0, ] and for arbitrary &, 4’ in the domain of J from
Tjo..1h = Tjo.n k' itfollows thatIjo ) Jh = Tjo.)J ', here o ;) stands for a stochastic
process whose paths are indicator functions of the interval [0, ¢] < [0, T'].)

Now we turn to valuation of production capacity. Let us point out that in the
framework of HIM-modeling, the total discounted return of virtual production
capacity

9
R := / ﬁsds is integrable with respect to Q' (40)
0

since, according to (21), we have

4 4 v
/EQF(ie‘s)ds =/EQF((E3(S) — K)T/By)ds < /EQF(ES(S))dS
0 0 0

4

= /Eg(s)ds < 00.

0
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For given A, A € [0, oo], we choose the set of progressively measurable processes

9
U =1{q = (qr)ie0,91 : [0, A] — valued, with/qsds <A}
0

to represent all admissible exercise policies.

Proposition 1 Under the assumptions of this section holds: if the initial price of
production capacity is different from

D2

Xo = sup EQF /qsk\sds cqgeldy, 41
0

then there exists an arbitrage opportunity.

Proof Suppose that the production capacity is offered at a price x{, < xo. Then
there is a long arbitrage: the agent enters a long position at x;, and exercises the
contract by a policy ¢* € U with

2
xp < xi:=E *Rdt | < x
0 0= Eof q: Kt = X0
0

which ensures a cash-flow at intensity (¢;R;)/e[0,9]. Simultaneously, the agent
writes a contingent claim promising the same cash-flow. Due to replication prop-
erty (39), the market will pay x;j for this claim. Thus, the agent takes the arbitrage
x5 — x4 > 0.

If the contract is asked at a price x(/) > xo, then there is a short arbitrage. The
crucial point is to show that

Lemma 1 There exists a correspondence u — M" mapping U into the set of
centered martingales on [0, 9] which is non-anticipating and fulfills

t
/uxﬁsds <xo+ M} forallt € [0,9] foreachu € U. (42)
0

Using this result (for proof, see Appendix), we find a short arbitrage as follows:
the agent enters a short position to receive x, then the part xo with 0 < xo < x{, of
this capital is used to start futures trading strategy 7 (M*") whose discounted wealth
equals to the right-hand side of (42). Note that the wealth of this strategy covers all
agents liabilities by the inequality in (42) and that w (M*") is tractable in the sense
that its asset allocation at any time ¢ depends on the long party’s exercise policy
(tt5)sef0,r until ¢, since u — M" — m(M") is non-anticipating. As a result, the
agent takes arbitrage x;, — xo > 0. O
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5 Valuation of a hydro-electric power plant

To illustrate the use of our approach, we focus on the virtual production capacity
and show that for the case of zero production cost, the volatility of the additional
asset does not enter the price. This is a useful simplification, meaning that for the
case of hydro-electric power plant (where K = 0), we merely need to estimate the
forward rate volatility.

Suppose we are given a flow commodity market constructed from Gaussian
HJIM-model such that (37) holds.

Proposition 2 The initial price (41) for the virtual production capacity with strike
price K = 0 is given by

v

= E;(0) sug/EQM(qt/C,)dt (43)
qe
0

Proof Due to Fubini theorem, it suffices to verify for each ¢ € [0, ¢] that
Eor(qEi (1)) = E§ (O)EQM (g:/C;) for any F;-measurable bounded g;.

This equality is derived using HIM-construction as

qr qr Nt Co
E Ei®)=Egr (L) =Eou (===
or (@ Ei(0) = Eqr (Nt) oM (N, Cr No)

Co qr Ny % qr
- E = EX(0)E 1 44
Ny 2" (NtC) o Q“(c, (9

O

As an illustration of the above result, we discuss the value of the virtual hydro
power plant for the two-factor model of the Example 1. Here, the forward rate
equals to f;(s) = fo(s) + 30*2s2 + o* W] forall s € [0, T]. Hence,

t

|
Cl=exp _/fs(s)ds = py(t)exp —/2 5%+ o* W ds

t

exp(—o*tW;) exp /o de1 /(O‘ 5)2ds
0

{0
E(0)

Using the Girsanov transform, introduce the new measure Q and a Q-Brownian
motion by

T T
v 1
dQ = exp /a*deSl — 5/(o*s)2ds doM
0 0
'

W, = th —/cr*sds forall t € [0, T],
0
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to rewrite (44) as

g 0_*2 .
EG(0)Egu (6) =E; (q,Eg‘(t)exp (— 3 I a*tWt)) )
13

That is, the initial price of hydro storage is

D2

xo = sup E /q,H(t, W,)dt (45)
qgeU o

with function H given by

0*2
H(t, w) = Ej(t) exp (— 5

23— J*tw) forallt € [0,9], w e R.

Suppose now that there exists a sufficiently smooth V : [0, T] x [0, A] x R — R
representing the so-called value function as

v 4
V(t,p, W;) = sup E, /qSH(s, Wyds | F | : g elUd, /qsds < pt. (46)
1 t

With this assumption, the price for the virtual power plantis xg = V (0, A, 0). The
corresponding Hamilton-Bellman-Jacobi equation on O, 7[x]0, A[ xR is

2

H(t, w) aV(t ) +8V(t )+1 9 Vit )=0
max ,w)— —(U, p,w —, p,w ey y P, W) =
gotny o 0P ar P 20w’ P

47

subject to boundary conditions

V(T, p,w) =0 forall (p,w) € [0, A] x R,
V(t,0,w) =0 forall (¢, w) € [0,T] x R.

Since no closed-form solution to (47) is available, let us elaborate on the corre-
sponding trinomial tree model.

Consider within [0, ¥] discrete equidistant times (k¥ /N )QI;O1 and approximate
in distribution the Brownian motion (W,) te[0,9] on these times by a random walk

. 93,
Wk% ~ Niw(k) fork=0,..., N—1 (48)

such that w(0) = 0 with independent increments (w(j) — w(j — 1)?’:_0l uniformly
distributed on {—1, 0, 1} each. Let us restrict ourselves to consider admissible
policies (g (k)),l{V:_O1 taking a finite number (L + 1) € N of values

{0,A/L,...,Lx/L} C [0, A]
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and adapted to the filtration generated by the left-hand side of (48). That is, in the
discrete-time model we have to replace U/ by

N—1
Uy :={(g (k))I[{V:_O1 : (gk)livz_ol — adapted, {0, ..., L}—valued, Zq(k) = Pmax}
k=0
(49)
where (Gr) IICV:_OI is the filtration generated by the right-hand side of (48) and pmax

is the integer part of AL N /(A?), which comes from the constraint (3), in discrete-
time model transformed to

< A.
With these conventions, we approximate the integral in (45) by
N-1
X = sup {E (Z q(yHN (K, zi)(k))) N CA() = UN} (50)

k=0

where H" is given by

A D y [
HYNk,w)y:==—H| —k,\/—w ) k=0,....N—1, w=—k, ..., k.
LN \N N

Obviously, (50) defines a standard discrete-time optimal control problem. The cor-
responding value function

N—-1 N—-1
vN(k,p,w>=sup[ <Z q(j)HNu,w(j))m(k):w) : qu:p] 51
j=k Jj=k
fork=0,..., N-1, w=—k,..., k, p=0,..., Pmax

solves (50) by VY (0, pmax, 0). The values (51) are obtained from the following

recursion fork =1,..., N

1
VN =1, p,w) = IHN (k -1, - vk, p—1, j
( pow)= _max ( w)+ 3 > VNGk. p—Lw+j)

(52)
started at
VNN, w,p) =0 forallw=—N,...,N,p=0, ..., pmax.

As an application, we shall discuss the dependence of energy price on the electrical
power of production capacity.
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38

price per MWh
34
| |

T T T T
0 10 20 30 40

maximal electrical power in MW

Fig. 1 The dependence of energy price xév (A)/A for N =40 and A = 1 on the maximal electri-
cal power 2, calculated for the forward rate volatilities o™ = 2 (upper curve) and o* = 1 (lower
curve)

Example 3 In practice, electricity retailers are obliged to cover the random de-
mand of their final customers at a fixed price. To fulfill such agreements, they
purchase appropriate physical and/or virtual production capacities. A common
problem hereby is to estimate the sensitivity of the plant’s value with respect to
electrical power A. The qualitative behavior is obvious: for fixed energy amount A
and availability period ¢, the higher the electrical power A, the more flexible and
thus more valuable the contract. However, only a reliable quantitative estimate can
finally answer the question, if by upgrading the plant (say, through a costly instal-
lation of additional turbines), the producer can increase A such that all investments
are fully rewarded by the market. for example, a large Swiss power producer was
restricted to run a turbine at 25 MW, which is 5 MW below its nominal power of
30 MW, in order to respect noise protection for a residential house nearby. In this
case, what needs to be determined is the maximum purchase price for the house,
which would be still acceptable for producer.

We use the trinomial tree model from above for an exemplary discussion. Sup-
pose we are given a virtual hydro electric power plant for ¥ = 1 year (365 x 24 h)
with the total amount of energy A = 365 x 24 MW. Assume that the yield curve is
constant at Ej(7) = 30 EURO/MW for the entire year T € [0, #] in advance and
suppose, for simplicity, that the interest rate is zero. If the maximal electrical power
equals to 1 MW (365 x 24 MWh/year), then the total value of the virtual power plant
isxo = Eo(Jif AE;(t)dr) = A [} Ef(v)dt = 365 x 24 x 30 EURO, with electric-
ity price xo/ A = 30 EURO/MWh within this contract. Now we gradually increase
the electrical power A from 1 to 40 MW and calculate the electricity price within
the corresponding contracts. Figure 1 illustrates the dependence A +— xo(A)/A
for two choices of forward rate volatilities o* = 1, 2, (a statistical estimation of
parameter o* presented in (Hinz et al. 2005) yields forward rates in this order of
magnitude.) The dots in the graph mark calculated values, which we interpolate by
straight lines. The calculation is based on (52) with N = 40.

Appendix

Let us compose standard results from the optimal control theory to verify Lemma 1.
Remember that Ijp;; denotes a stochastic process whose paths are indicator
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functions of the interval [0, #] and then let us introduce the value function of the
policy u € U attime ¢ € [0, V] as

9
V! :=sup 1 Eyr /wsﬁsdsm :w e U, such that Tjg qw = T qut (53)
t

and consider
1
z" ;:/uﬁsds + VY tel0,9) (54)
0

The main step is to see that for each u € U

(Z"); € [0, 9] is a supermartingale of class D starting at xo,

such that 7 — Er(Z;') is right-continuous (35)

which admits (see Theorem 3.13 and Theorem 4.10 in Karatzas and Shreve 1997)
the Doob—Meyer decomposition

Z' =xo+ M" — A 1 €[0,0] (56)

where (M}');¢f0,9] is a uniformly integrable martingale and (A});c[0,s] iS natural
non-decreasing process, both satisfying My = Ay = 0. The decomposition (56)
yields immediately the assertion of Lemma 1 due to V¥ > 0, A¥ > 0 for all
t € [0, ¥]. Thus, we have to prove

Lemma 2 For each u € U holds:

(1) (Z!)iep0.9) is a supermartingale,
(ii) {Z¥ : 7 is a stopping time 0 < v < T'} is uniformly integrable,
(iii) 1+ Eyr(Z}) is right-continuous on [0, ¥].

First, we prepare some notations and facts needed in the proof. Given u € U, we
write

utu ={weld: ]I[o,,]w = H[o,t]u} forall r € [0, ]

to denote the set of admissible continuations of the exercise policy u € U after ¢.
Introduce the revenue of production capacity, expected after ¢ for applying policy
uelu:

%
Yt" = EQF /usk\sds | F

t

Let us utilize the concept of the essential supremum \/ W for a family VV of random
variables (see Karatzas and Shreve 1998, Appendix A), to ensure that the value
function in (53) is well-defined by

vie=\ g eu. (57)
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Moreover, we will need the fact that for each ¢ € [0, ] and u € U the set
! qel (58)
is closed under pairwise maximization
for Yy, Y} with ¢, w € U" there exists h € U" with Y/ = Y{ v Y”. (59)
Indeed, given g, w € U} the composed policy
hs =T, (s)us + l{Y[q>Y[w}]I]t,19](s)qs + 1{YthYIW}]I]t,g](s)ws s € [0, 9]

obviously meets (59). According to (Karatzas and Shreve 1998), Lemma A.2, the
Property (59) ensures that (57) is the limit of an almost surely converging non-
decreasing sequence in (58) which finally implies that for any o—algebra G C F
we have
Eor(V/'|G) = \/{EQF(Y," 1G) : g U} forallt €[0,9] and uell.
(60)
Now, the optimality principle
t
Vi > Egr /usﬁsds | Fio | + Egr (V| Fiy)
0]

(61)
forall0 <t <t<v, ueld

is deduced from
»
thg = \/ Egr /wsﬁsds|f,0 Tw eZ/l;é ,

to
v

\V |EQF /wsﬁsdsmo twelf . sincel DU

fo

v

t s
\ | Eor /wsie}dsm,o + Egyr /wsie}dsuf,o

u
weldf fo t

v

t

EQF /uSEds|f,0 + \/ EQF (th |f}0)

weld;'

v

fo
t

> Eyr /uslli\sdsw-",o + Eor (V| Fiy)
fo

where for the last step we have used (60). Now we prove Lemma 2.
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Proof (i) is an immediate consequence of the optimality principle (61).
(i) By definition (54) and due to (40), we obtain a dominating martingale

(Z1)1ef0,97 as
Zi:=AEor(R|F) = Z 20, 1€l0,9],
which gives for all @ > 0 and each stopping time 7 the estimate
Egr(l(z,>a)l Zc)) = Egr (12810} | Z7 ). (62)

On the other hand, Lemma V1.29.6 from (Rogers and Williams 1994) ensures
the uniform integrability of

{(Z, = EQF(Zﬁlf-[) : T stopping time, 0 <t < T},

hence (62) implies (ii).
(iii) The argumentation is based on two inequalities, where the first is

|EQF(VIM)—EQF(Vtw)|E)\.EQF(D(,OIM,,Otw)E) forall u, weld, t€[0, 9] (63)

with notation
t
,otq = A —/qsds forqg e, te][0,]
0

for the capacity level, remaining after following policy g € U/ until z. The difference
D(p}, p,) in capacity levels is measured by

- 5 ifo <o
D(e.¢):=11-% ifg>g forallo o €0, Al
0 ifo=2¢

with the property that

for non-decreasing sequences (0(i));>1, (0'(i))i>1 C [0, A]

holds lim D(o(i), 0'(i)) = D(lim (i), lim @' (i)). (64)
11— 00 I—> 00 11— 00

The natural interpretation of (63) is that in expectation, the revenue difference of

best possible continuations of # and w depends only on their residual capacity

levels at ¢. The other estimation we require claims that for each u € U, 1y € [0, V[

and ¢ > 0 there exist w € L{t’(‘) such that

|Egr(Vi) — Egr (V)| < At —10)Epr(R) +¢ forallz € [19, #]. (65)

Both inequalities are used to prove the right-continuity of 7 — E,r(V/") as
follows: combining (65) with (63), we conclude that for a given ¢ > 0 there exists
w € Uy such that

|Egr(V) — Egr(VI)] < At — 10)Egr (R) + & + LEor (D(pl', p!")R). (66)
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For each non-increasing sequence (#;);>1 C [fo, ] converging to o we have the
non—decreasing sequences (p,’f),-zl and (,o;f )i>1in [0, A] with

s u __ u H w __ w u __ w . u
ll_1>ngo Py = Prye ll_l)ngo Py, = Py, Where p; = p,- since w € Uy .

By dominated convergence and (64), we deduce that the limiting behavior of (66)
is

limsup |Egr (V) — Egr (V)| <& forall e > 0.
ti o

This gives the assertion of (iii), since the other summand ¢ +— fot ugRyds in (54)
is obviously continuous.

Now we prove (65). The idea is to approximate the policy w € U,” on [¢, ¥]
by appropriate policy & € U;* constructed as

. - of .
s = uslo,r(s) + ws Lpw<piyIie91(s) + p_twwsl{p}”>p;‘}]1]t,ﬁ](s)v s €[0,7]
t

with the interpretation to trace a foreign policy w € U,” by the own policy & € U}’
using the following strategy: if the own capacity level p;' is greater or equal to
the foreign level p;”, then we just mimic w. Otherwise, we have to follow w at a
reduced intensity p}'/p;”. As a result, we obtain the estimation

D4 D
~ ~ P o~ u —~~
YP - ¥i = / i Ryds — / ity Ryds = (1 = Z—’w) Lt pt) / iy Ryds
13
t t t

Taking the expectation, we deduce
Eor (V™) — Eor (v < 2Egr ( (1= 22) 1 R 67
QF( ;)_ QF( t)— oF _,O_w {p/">p/'} (67)
t
and passing through supremum, we conclude that
Epr (V") = Egr (V2 < 2Eor ( (1= 2 ) 1 R
or (Vi) = Egr (V) = AEyr ~ o ) Het=a R )
t

Interchange now u and w in the above argumentation, to obtain the reverse estimate

i =
Eor (V) — Egr(V}") < AEgr ((1 - p—’tu) 1{p[u>ptu.v}R) . (68)
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Combining (68) and (67) finally yields (63) by

p”
|Egr (V") — Egr(V[)| < AE pr ((1 - ) 1> p }R)

+trEqr ((1 ) (o >p,“’}E)
S )\,EQF (((1 ) l{p;n>pt}
() 1))

= )\vEQF(D(p[ > Pt )R)

Now we show (65). According to (60), we can choose for a given € > 0 a policy
u € Uy such that

t
Egr(Vi) —e < Egr(Yi) = Egr /ﬂsﬁsds + Egr (Y]

fo
t

< Eyr /ﬁsﬁsds + Egr (V] (69)

fo

Since 0 < EQF(VtIg) — EQF(V;;) holds for u € U, by the optimality principle
(61), we rewrite (69) as (65):

'
|EQF(Vtz) — EQF(V,'Z)| =< EQF /ﬁsﬁxds +e <At — to)EQF(E) + €.

fo
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