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Advanced Skill Certificate in Commodities Hedging Strategies (United Kingdom)

Hedging Strategies For Energy Markets

Abrupt Price Spike — Related terms: price volatility, market shock. A sudden, sharp increase in energy prices
caused by unexpected events such as plant outages, extreme weather, or geopolitical tensions. Example: A
winter cold snap that drives natural gas demand up 30% in a single day, pushing spot prices from £15/
MMBtu to £45/MMBtu. Practical application: Traders may use short-term futures or options to lock in prices
before the spike. Challenge: Predicting the timing and magnitude of spikes is difficult, and hedging costs
can erode profit if the spike does not materialise.

Basis Risk — Related terms: hedge effectiveness, cross-commodity basis. The risk that the price movement of
the hedging instrument (e.g., a futures contract) does not perfectly track the price of the underlying
exposure (e.g., physical electricity). Example: A power generator hedges electricity output with a gas-linked
futures contract; when gas prices decouple from electricity, the hedge under-performs. Practical application:
Use basis swaps or region-specific contracts to narrow the mismatch. Challenge: Basis can widen
unexpectedly due to regulatory changes or transmission constraints.

Basis Swap — Related terms: interest rate swap, cross-commodity swap. A derivative that exchanges a
floating price linked to one commodity (e.g., natural gas) for a floating price linked to another (e.g.,
electricity). Example: An industrial consumer swaps its exposure to volatile electricity prices for a more stable
gas price index. Practical application: Aligns cash-flow profiles of assets with differing input-output price
dynamics. Challenge: Valuation requires sophisticated modeling of correlation and may involve
counter-party credit risk.

Call Option — Related terms: premium, strike price. A contract giving the holder the right, but not the
obligation, to purchase a specified quantity of energy at a predetermined price before expiration. Example:
An airline purchases a call option on jet fuel to cap its fuel cost at £0.80 per litre. Practical application:
Provides upside protection while allowing participation in favorable price moves. Challenge: Premiums can
be high in turbulent markets, and time decay erodes value if prices stay below the strike.

Cap - Related terms: interest rate cap, price ceiling. A series of European-style call options that set a
maximum price level for a variable-rate exposure, such as floating electricity tariffs. Example: A retailer buys
a cap on electricity to limit its monthly bill to £120/MWh. Practical application: Guarantees a cost ceiling
while retaining some benefit from lower market prices. Challenge: Determining the optimal cap level
involves balancing premium cost against the probability of price exceedance.

Cash-Settled Futures — Related terms: physical delivery, settlement price. Futures contracts where the final
settlement is made in cash based on a reference price rather than by delivering the underlying commodity.
Example: ICE European Power Futures settle cash based on the average price of day-ahead electricity.
Practical application: Enables participants without storage or transport capabilities to hedge. Challenge:
Settlement methodology can differ across exchanges, creating basis risk for physical traders.
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Contango — Related terms: forward curve, backwardation. A market condition where futures prices are
higher than the expected spot price, reflecting storage costs, financing charges, or market expectations of
rising prices. Example: Natural gas futures for delivery in six months trade at £3.20/MMBtu while spot is
£2.80/MMBtu, indicating contango. Practical application: Rolling long positions can generate roll-yield
losses; conversely, short positions may benefit. Challenge: Rapid shifts to backwardation can reverse
roll-yield expectations, affecting hedge performance.

Cross-Commodity Hedge — Related terms: basis swap, correlation. A hedging strategy that uses a contract
on a related commodity to offset exposure in another, relying on a historical price relationship. Example: A
coal-fired power plant hedges electricity price risk with coal futures, assuming a stable coal-to-electricity
price ratio. Practical application: Provides hedging tools where direct contracts are illiquid. Challenge:
Correlation can break down during market stress, leading to ineffective hedges.

Delta — Related terms: option Greeks, sensitivity. The rate of change of an option’s price with respect to a
one-unit change in the underlying asset’s price. Example: A call option on oil with a delta of 0.6 means a £1
increase in oil price raises the option value by £0.60. Practical application: Guides dynamic hedging
adjustments to maintain a neutral exposure. Challenge: Delta changes (gamma risk) require frequent
rebalancing, increasing transaction costs.

Derivative — Related terms: futures, options, swaps. A financial instrument whose value derives from an
underlying asset such as electricity, gas, or oil. Example: A swap that exchanges a fixed price for a floating
spot price of natural gas. Practical application: Enables market participants to transfer risk without owning
the physical commodity. Challenge: Complex valuation, regulatory reporting, and counter-party credit
exposure.

Dynamic Hedging — Related terms: delta hedging, rebalancing. A strategy that continuously adjusts hedge
positions to reflect changes in market variables, such as price movements or volatility. Example: A trader
maintains a delta-neutral portfolio of electricity options by buying or selling futures each day. Practical
application: Reduces exposure to non-linear risks. Challenge: Requires sophisticated systems, real-time data,
and can generate high transaction costs.

Electricity Forward Curve — Related terms: term structure, forward price. The set of forward prices for
electricity delivery across different future periods, reflecting market expectations of supply, demand, and
regulatory factors. Example: The 2025 Q1 forward price for UK electricity is £55/MWh, while the Q4 price is
£48/MWh. Practical application: Used to price contracts, assess market outlook, and design hedging
schedules. Challenge: Forward curves can be volatile due to weather forecasts and policy changes,
complicating long-term hedges.

Energy Swaption — Related terms: interest rate swaption, option on swap. An option granting the holder the
right to enter into an energy swap at a predetermined fixed price. Example: A utility buys a swaption to lock
in a fixed price for natural gas over the next 12 months. Practical application: Provides flexibility to decide
on entering a swap after observing market conditions. Challenge: Premiums are sensitive to volatility, and
valuation requires modeling of the underlying swap's cash flows.
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Exchange-Traded Fund (ETF) — Energy — Related terms: liquidity, tracking error. A fund listed on an exchange
that tracks a basket of energy commodities or related equities. Example: An ETF that replicates the
performance of the S&P GSCI Energy Index. Practical application: Offers retail investors a simple way to gain
exposure and hedge against energy price movements. Challenge: Management fees and tracking error can
reduce hedge effectiveness compared to direct futures positions.

Forward Contract — Related terms: delivery date, settlement. A bilateral agreement to buy or sell a specific
quantity of energy at a predetermined price on a future date. Example: A refinery signs a six-month forward
contract for crude oil at $70 per barrel. Practical application: Locks in cost or revenue, providing certainty for
budgeting. Challenge: llliquidity in some markets can make exiting or amending the contract costly.

Fuel-Switching Option — Related terms: spark spread, dark spread. A contractual right that allows the holder
to switch between different fuel inputs (e.g., gas to coal) depending on relative price movements. Example:
A combined-cycle plant holds a fuel-switching option to move from gas to coal when gas prices exceed a
set threshold. Practical application: Enhances operational flexibility and protects margins. Challenge:
Requires accurate modelling of fuel price spreads and may involve regulatory approvals.

Gamma — Related terms: delta, convexity. The rate of change of delta with respect to changes in the
underlying price; a measure of curvature in the option price profile. Example: An electricity option with a
gamma of 0.02 indicates that delta will increase by 0.02 for each £1 move in the spot price. Practical
application: Determines how quickly a hedge must be rebalanced. Challenge: High gamma near expiry can
cause large hedging swings and increased transaction costs.

Geographical Basis — Related terms: locational marginal price, transmission constraints. The price differential
between two physical locations in an electricity grid caused by congestion, losses, or supply-demand
imbalances. Example: The price at the London hub may be £60/MWh while the Manchester hub trades at
£55/MWh, creating a £5/MWh basis. Practical application: Traders use basis swaps to capture or hedge this
differential. Challenge: Basis can change abruptly due to grid events, making hedges vulnerable.

Hedging Ratio — Related terms: optimal hedge, regression. The proportion of exposure that should be
hedged to minimise variance, often derived from statistical analysis of price relationships. Example: A
regression of electricity spot returns against gas futures returns yields a hedge ratio of 0.75, indicating that
75% of the exposure should be hedged with gas futures. Practical application: Guides the sizing of hedge
positions. Challenge: Historical ratios may not hold in future regimes, especially under structural market
shifts.

Heat Rate — Related terms: thermal efficiency, spark spread. The amount of fuel energy required to generate
one unit of electricity, expressed in Btu/kWh or MMBtu/MWh. Example: A gas turbine with a heat rate of
7,000 Btu/kWh needs 7 MMBtu to produce 1 MWh. Practical application: Used to calculate the spark spread
and assess profitability of generation assets. Challenge: Heat rate can deteriorate with age or operating
conditions, affecting hedge calibration.

In-The-Money (ITM) — Related terms: option moneyness, intrinsic value. A state where an option’s strike
price is favourable relative to the current market price, giving it positive intrinsic value. Example: A call
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option with a strike of £30/MWh is ITM when the spot price is £35/MWh. Practical application: ITM options
are often exercised early or rolled into new contracts. Challenge: Premiums for ITM options are higher, and
early exercise may forego remaining time value.

Interest Rate Swap (Energy-Linked) — Related terms: swaption, floating leg. A swap where one leg is tied to
an energy price index rather than a traditional interest rate. Example: A utility enters a swap paying a fixed
£50/MWh for natural gas while receiving a floating LIBOR-linked cash flow. Practical application: Aligns
financing costs with commodity exposure. Challenge: Valuation requires joint modeling of interest rates and
commodity prices, increasing complexity.

Liquidity Risk — Related terms: bid-ask spread, market depth. The risk that a position cannot be entered or
exited at a fair price due to insufficient market participants or thin order books. Example: Thinly traded
offshore wind power contracts may have wide spreads, making rapid hedging costly. Practical application:
Preference for highly liquid contracts such as major exchange-traded futures. Challenge: Liquidity can
evaporate during crises, amplifying price moves.

Margin Call — Related terms: variation margin, collateral. A demand from a clearinghouse or counter-party
for additional funds to maintain the required margin level on a derivatives position. Example: A trader's
futures position falls below the maintenance margin after a price swing, prompting a £50,000 margin call.
Practical application: Ensures that credit risk is contained. Challenge: Sudden calls can strain cash flow and
force premature position liquidation.

Mark-to-Market — Related terms: daily settlement, P&L. The daily process of revaluing positions at current
market prices to determine gains or losses. Example: An electricity futures contract is marked to market
each day, reflecting the latest settlement price. Practical application: Provides transparent accounting and
triggers margin adjustments. Challenge: High volatility can lead to large daily P&L swings, affecting
risk-adjusted performance metrics.

Monte Carlo Simulation — Related terms: stochastic modeling, scenario analysis. A computational technique
that generates a large number of random price paths to estimate the distribution of outcomes for a
hedging strategy. Example: Simulating 10,000 possible gas price trajectories to assess the VaR of a portfolio
of swaps. Practical application: Helps evaluate hedge effectiveness under uncertain future scenarios.
Challenge: Requires robust modeling assumptions and significant computational resources.

Net-ting — Related terms: collateral optimisation, bilateral netting. Offsetting multiple positions between the
same two parties to reduce the gross exposure and associated margin requirements. Example: A bank nets a
£2 million long position against a £1.5 million short position with the same counter-party, resulting in a net
exposure of £0.5 million. Practical application: Lowers capital costs and operational risk. Challenge: Legal
documentation must explicitly allow net-ting; otherwise, exposures remain gross.

Out-of-The-Money (OTM) — Related terms: option premium, time value. A condition where an option’s
strike price is unfavourable relative to the current market price, resulting in zero intrinsic value. Example: A
put option with a strike of £20/MWh is OTM when the spot price is £25/MWh. Practical application: OTM
options are cheaper, offering speculative protection with lower cost. Challenge: They may expire worthless,

Read online: https://learnuni.com/glossaries/4846460/hedging- LearnUNI - 22 Jun 2026
strategies-for-energy-markets



LearnlUINI GLOSSARY

LEARNING SHOULD BE FREE

delivering no protection if the market never moves into the money.

Over-The-Counter (OTC) Derivative — Related terms: bilateral contract, bespoke. A customized derivative
agreement negotiated directly between two parties, not traded on an exchange. Example: A bespoke
three-year power swap with a unique settlement calendar agreed between a utility and a bank. Practical
application: Provides flexibility to match specific cash-flow profiles. Challenge: Higher counter-party credit
risk, less transparency, and potentially higher legal costs.

Pay-off Diagram — Related terms: option payoff, profit-loss graph. A visual representation of the profit or
loss of an option or hedging strategy across a range of underlying price outcomes. Example: A call option’s
payoff diagram shows zero profit until the spot price exceeds the strike, then rises linearly. Practical
application: Aids in communicating risk profiles to senior management. Challenge: Complex multi-leg
strategies may produce non-intuitive shapes, requiring careful interpretation.

Physical Settlement — Related terms: delivery point, logistics. The process by which a futures or forward
contract is fulfilled by the actual delivery of the underlying commodity. Example: A gas futures contract
settled by delivering 100,000 MMBtu at the NBP hub. Practical application: Enables producers and large
consumers to lock in real-world supply. Challenge: Requires coordination of transport, storage, and quality
specifications, increasing operational risk.

Power Purchase Agreement (PPA) — Related terms: off-take contract, renewable energy. A long-term
contract in which a buyer agrees to purchase electricity generated by a specific plant at a predetermined
price. Example: A corporation signs a 15-year PPA for 200 MW of solar output at £45/MWh. Practical
application: Provides revenue certainty for project financing and price stability for the buyer. Challenge:
Contractual rigidity may expose both parties to adverse market moves if prices deviate sharply from the
contracted rate.

Pricing Model — Black-Scholes — Related terms: European option, volatility. A mathematical framework for
valuing European-style options, assuming log-normal price distribution and constant volatility. Example:
Using Black-Scholes to price a one-month electricity call option. Practical application: Supplies a quick
estimate of option premium for hedging decisions. Challenge: Energy markets often exhibit mean-reversion
and spikes, violating model assumptions, leading to mis-pricing.

Pricing Model — Bachelier — Related terms: normal model, low-price environments. A model that assumes
the underlying price follows a normal distribution, suitable for markets where prices can be close to zero or
negative (e.g., electricity with negative price periods). Example: Valuing a month-ahead electricity option
when intraday prices can dip below zero. Practical application: Avoids the unrealistic restriction of
non-negative prices inherent in log-normal models. Challenge: Calibration can be sensitive to outliers and
requires robust statistical techniques.

Put Option — Related terms: strike, premium. A contract giving the holder the right, but not the obligation,
to sell a specified quantity of energy at a predetermined price before expiry. Example: A utility purchases a
put option on coal to protect against a fall in coal prices that would reduce its generation margin. Practical
application: Offers downside protection while preserving upside potential. Challenge: Premium costs can be
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prohibitive, especially when market volatility is high.

Quadratic Hedging — Related terms: mean-variance, risk minimisation. A statistical approach that minimises
the expected squared deviation between the hedged portfolio and the target exposure. Example: Using
quadratic optimisation to determine the optimal mix of futures and options that reduces portfolio variance
for a mixed-fuel generator. Practical application: Provides a systematic method for constructing multi-asset
hedges. Challenge: Relies on accurate estimation of covariances; model risk can lead to sub-optimal hedges.

Regulatory Risk — Related terms: policy change, compliance. The risk that new legislation, carbon pricing
mechanisms, or market rule changes will affect the profitability of hedging strategies. Example: Introduction
of a carbon tax that raises the cost of coal-fired generation, altering the relative value of coal versus gas
hedges. Practical application: Incorporate scenario analysis for potential regulatory shifts in hedge design.
Challenge: Uncertainty about timing and magnitude of policy actions makes forecasting difficult.

Reset Feature — Related terms: floating-rate swap, indexation. A clause in a contract that allows periodic
adjustment of the fixed price based on a reference index or market price. Example: A 5-year gas swap that
resets its fixed price annually to the average of the preceding quarter’s ICE gas futures. Practical application:
Aligns contract terms with evolving market conditions, reducing basis risk. Challenge: Frequent resets
increase monitoring workload and may introduce additional volatility into cash flows.

Risk-Adjusted Return — Related terms: Sharpe ratio, alpha. A performance metric that evaluates the return of
a hedging strategy relative to the amount of risk taken. Example: A hedge that delivers a 8% return with a
standard deviation of 4% yields a Sharpe ratio of 2.0, indicating strong risk-adjusted performance. Practical
application: Enables comparison of different hedging approaches on a common risk basis. Challenge:
Accurately estimating risk, especially in non-linear portfolios, can be complex.

Seasonality Factor — Related terms: load curve, demand pattern. The predictable variation in energy demand
and price caused by seasonal weather, daylight hours, or industrial cycles. Example: Natural gas demand
peaks in winter, raising spot prices by 15-20% relative to summer levels. Practical application: Incorporate
seasonal adjustments into forward curve construction and hedge sizing. Challenge: Unusual weather events
can break historical patterns, leading to mis-aligned hedges.

Spread Trade — Related terms: inter-commodity spread, calendar spread. A strategy that simultaneously
buys and sells two related contracts to profit from the price differential. Example: Buying a near-month
electricity future while selling a six-month future, aiming to capture the widening of the forward curve.
Practical application: Offers a way to hedge curvature risk without taking outright directional exposure.
Challenge: Requires careful monitoring of the spread dynamics; convergence risk can lead to losses if the
spread narrows unexpectedly.

Spot Price — Related terms: cash market, immediate delivery. The current market price for immediate
delivery of an energy commodity. Example: The spot price for Brent crude oil at 10:00 GMT is $85 per barrel.
Practical application: Serves as the reference point for cash-settled derivatives and for calculating the
intrinsic value of options. Challenge: Spot prices can be highly volatile, making timing of physical trades
critical.
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Swap Curve — Related terms: interest rate curve, forward curve. The set of swap rates across different
maturities for a given commodity-linked swap. Example: The 1-year, 3-year, and 5-year natural gas swap
rates are 2.5%, 2.8%, and 3.1% respectively. Practical application: Used to price swaps and to benchmark the
cost of hedging over various horizons. Challenge: Liquidity may be limited for longer tenors, leading to less
reliable curve construction.

Swaption — Payer — Related terms: right-to-pay fixed. An option granting the holder the right to enter a
pay-fixed swap, i.e., to pay a fixed rate and receive a floating commodity price. Example: A utility buys a
payer swaption on gas to secure the ability to lock in a fixed price if gas prices rise sharply. Practical
application: Provides upside protection while preserving the option to benefit from lower prices. Challenge:
Premiums increase with volatility, and the decision to exercise depends on forward market expectations.

Swaption — Receiver — Related terms: right-to-receive fixed. An option granting the holder the right to
receive a fixed price and pay a floating commodity price. Example: A generator purchases a receiver
swaption on electricity to lock in a floor price for its output. Practical application: Offers downside
protection for revenue streams. Challenge: Valuation must consider both commodity and interest-rate
volatilities.

Time Decay (Theta) — Related terms: option Greeks, erosion. The reduction in an option’s value as time
passes, assuming all other factors remain constant. Example: An electricity call option loses £0.05 of
premium each day due to theta. Practical application: Influences the timing of hedge adjustments and the
selection of option maturities. Challenge: Rapid time decay near expiry can erode hedge effectiveness if the
underlying price does not move as expected.

Transaction Cost Analysis (TCA) — Related terms: execution quality, slippage. The process of measuring and
evaluating the costs associated with entering and exiting hedging positions, including commissions, bid-ask
spread, and market impact. Example: A TCA report shows that the average slippage on gas futures trades is
0.3 bps. Practical application: Helps optimise trade execution strategies and improve overall hedge
performance. Challenge: Accurate attribution of costs requires detailed trade data and robust analytics.

Volatility Surface — Related terms: implied volatility, smile. A three-dimensional representation of implied
volatility across different strikes and maturities for a given commodity. Example: The volatility surface for UK
electricity shows higher implied volatility for out-of-the-money options and for contracts expiring in six
months. Practical application: Guides option pricing, risk management, and selection of strikes for hedging.
Challenge: Surface can shift rapidly during market stress, leading to mis-priced hedges if not updated
promptly.

Weather Derivative — Related terms: temperature swap, index. A financial contract whose payout is linked to
a weather index, such as Heating Degree Days (HDD) or Cooling Degree Days (CDD). Example: A natural gas
supplier buys an HDD swap to offset the risk of a milder winter reducing gas demand. Practical application:
Provides a non-commodity hedge against weather-driven demand fluctuations. Challenge: Basis risk arises
if the weather index does not perfectly map to the actual physical exposure.

Yield Curve — Energy — Related terms: term structure, forward rates. The graphical representation of yields
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(or swap rates) across different maturities for energy-linked instruments. Example: The UK electricity yield
curve shows higher yields for 12-month swaps than for 3-month swaps, reflecting expectations of rising
prices. Practical application: Assists in selecting appropriate tenors for hedging and in pricing complex
derivatives. Challenge: Curve construction can be noisy due to limited data points, especially for exotic
tenors.

Zero-Cost Collar — Related terms: cap, floor. A hedging structure that combines a cap and a floor such that
the premium received from selling the cap funds the purchase of the floor, resulting in no net cash outlay.
Example: A power consumer sets a floor at £45/MWh and a cap at £70/MWh, achieving price certainty
without upfront cost. Practical application: Provides a bounded price range while preserving cash flow.
Challenge: The chosen band may be too wide for risk-averse firms, and extreme price moves beyond the
band can still affect profitability.

Zero-Coupon Bond - Energy — Related terms: discount factor, present value. A synthetic instrument used in
pricing that pays no periodic coupons but matures at a single payout, often employed to discount future
cash flows of energy contracts. Example: Discounting a 5-year electricity swap cash flow using a
zero-coupon curve derived from swap rates. Practical application: Simplifies present-value calculations for
long-dated hedges. Challenge: Requires accurate construction of the zero-coupon curve; any
mis-estimation impacts hedge valuations.

Cross-Border Transmission Rights — Related terms: capacity allocation, congestion. Licenses that grant the
holder the right to transmit electricity across national borders, often subject to auction or allocation
mechanisms. Example: A trader purchases transmission rights for the interconnector between the UK and
France to hedge price differentials. Practical application: Enables arbitrage of price spreads and provides a
hedge against locational price risk. Challenge: Rights can be limited, and regulatory changes may alter
allocation rules, affecting hedge reliability.

Dynamic Replication — Related terms: delta hedging, continuous-time. The process of constructing a
portfolio of underlying instruments that mimics the payoff of a derivative by continuously adjusting
positions. Example: Replicating a European call on electricity by holding a time-varying number of futures
contracts. Practical application: Allows creation of synthetic exposures where direct contracts are
unavailable. Challenge: Requires high-frequency trading infrastructure and can incur substantial transaction
costs.

Forward Curve Smoothing — Related terms: regression, spline. The statistical technique of fitting a smooth
curve through observed forward prices to reduce noise and improve forecasting. Example: Applying a cubic
spline to the monthly gas forward curve to generate a continuous price surface. Practical application:
Produces more stable inputs for hedge sizing and risk models. Challenge: Over-smoothing may hide
genuine market signals, leading to sub-optimal hedging.

Gamma Scalping — Related terms: delta hedging, profit from curvature. A strategy that exploits the
convexity of an option’s value by repeatedly rebalancing a delta-neutral position to capture gains from
gamma. Example: A trader maintains a delta-neutral portfolio of electricity options and adjusts futures
holdings each time the underlying price moves, locking in small profits from the curvature. Practical
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application: Generates incremental returns while maintaining market neutrality. Challenge: Requires
frequent trading, which can be costly and may be limited by liquidity.

Hedging Effectiveness Test — Related terms: regression, R-squared. A statistical assessment, often mandated
by accounting standards, that measures how well a hedge offsets the variability of the underlying exposure.
Example: An oil producer conducts a regression of cash-flow changes against changes in futures prices,
obtaining an effectiveness of 85%. Practical application: Determines qualification for hedge accounting and
informs risk-management reporting. Challenge: The test must be performed regularly, and changes in
market dynamics can cause the effectiveness to fall below required thresholds.

Inter-Commodity Correlation — Related terms: cross-commodity hedge, covariance. The statistical
relationship between the price movements of two different energy commodities. Example: Historical
analysis shows a 0.75 correlation between natural gas and electricity spot prices in the UK market. Practical
application: Guides the selection of proxy hedges when direct contracts are illiquid. Challenge: Correlations
can weaken during extreme market events, reducing hedge reliability.

Liquidity Provider — Related terms: market maker, bid-ask spread. An entity that continuously offers to buy
and sell a particular energy derivative, thereby supplying liquidity to the market. Example: A major bank acts
as a liquidity provider for ICE Brent crude futures, narrowing spreads for participants. Practical application:
Enables traders to enter and exit positions with minimal price impact. Challenge: Providers may withdraw
liquidity during periods of stress, amplifying market volatility.

Margin Period of Risk (MPOR) — Related terms: value-at-risk, clearinghouse. The time horizon over which
potential losses are measured to determine the amount of margin required to cover exposure. Example: A
clearinghouse sets an MPOR of 10 days for electricity futures, meaning that VaR is calculated over a 10-day
horizon. Practical application: Determines the size of collateral that must be posted. Challenge: Longer
MPORs increase margin requirements, possibly limiting trading capacity for some participants.

Net Present Value (NPV) of Hedge — Related terms: discounted cash flow, valuation. The sum of all expected
future cash flows from a hedging instrument, discounted to today's price using an appropriate rate.
Example: Calculating the NPV of a 3-year gas swap that pays a fixed price of $2.50 per MMBtu, using a
discount rate of 4%. Practical application: Assesses the profitability of a hedge and informs decision-making
on whether to initiate, unwind, or modify the position. Challenge: Requires accurate forecasts of future
prices and discount rates; errors can lead to mis-allocation of capital.

Oil-Indexed Power Contract — Related terms: fuel-price linkage, spark spread. A power purchase agreement
where the electricity price is linked to the price of crude oil or refined products, usually through a defined
formula. Example: A utility signs a contract that pays electricity at £45/MWh plus 0.2 times the Brent crude
price. Practical application: Aligns revenue streams with fuel cost fluctuations, reducing margin risk.
Challenge: Oil price volatility can introduce additional risk, and the contract may require complex
accounting treatment.

Portfolio Margin — Related terms: risk-based margin, net-ting. A margining approach that assesses the
aggregate risk of a trader’s entire portfolio rather than each position individually, often resulting in lower
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overall margin requirements. Example: A broker calculates portfolio margin for a client holding futures,
options, and swaps, applying a risk model that recognises offsetting exposures. Practical application: Frees
up capital for additional trading activity. Challenge: Model risk and the need for robust risk analytics can
make implementation demanding.

Power Transmission Congestion — Related terms: locational price, capacity constraint. The situation where
the physical capacity of transmission lines is insufficient to meet the desired power flows, leading to price
differences between nodes. Example: Congestion on the interconnector between the North and South
regions creates a £10/MWh price gap. Practical application: Traders use congestion-based contracts or basis
swaps to hedge against these price differentials. Challenge: Congestion patterns can be unpredictable, and
regulatory interventions may alter the underlying dynamics.

Quantitative Risk Management (QRM) — Related terms: Monte Carlo, VaR. The application of statistical and
mathematical techniques to identify, measure, and control risks associated with hedging strategies.
Example: A risk team employs QRM to calculate the 99% one-day VaR for a portfolio of gas swaps and
electricity options. Practical application: Provides a systematic framework for setting limits, allocating capital,
and reporting risk exposures. Challenge: Model assumptions may not capture tail events, and data quality is
critical for reliable outputs.

Real-Time Pricing (RTP) — Related terms: spot market, demand response. A pricing mechanism where
electricity prices are updated frequently (e.g., every 5 minutes) to reflect real-time supply-demand balance.
Example: An industrial consumer receives RTP signals and adjusts consumption to avoid high-price intervals.
Practical application: Enables dynamic hedging that aligns with actual market conditions, improving cost
efficiency. Challenge: Requires sophisticated metering and automation, and price volatility can be extreme,
complicating budgeting.

Reference Index — Related terms: benchmark, underlying. The standard price series used as the basis for a
derivative contract, such as the NBP gas spot index or the UK electricity System Price. Example: A natural gas
swap uses the ICE NG Index as its reference. Practical application: Provides transparency and reduces
disputes over price determination. Challenge: Index construction may involve averaging periods, weighting,
or data cleaning that affect contract performance.

Regime-Switching Model — Related terms: mean reversion, stochastic process. A statistical model that allows
the parameters governing price dynamics (e.g., volatility, drift) to change according to underlying market
regimes (e.g., low-volatility vs high-volatility). Example: Modelling electricity prices with a regime-switching
Ornstein-Uhlenbeck process to capture price spikes. Practical application: Improves the accuracy of option
pricing and risk forecasts. Challenge: Calibration is complex and requires sufficient data to identify regime
transitions.

Restructuring Risk — Related terms: legal risk, contract amendment. The risk that a counter-party may alter
contract terms, renegotiate pricing, or terminate agreements, potentially undermining a hedging strategy.
Example: A power generator attempts to renegotiate a long-term PPA after a regulatory change lowers
market prices. Practical application: Include break-clause provisions and credit assessments in contract
design. Challenge: Legal disputes can be protracted, and the cost of restructuring may outweigh the
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benefits of the original hedge.

Risk-Neutral Valuation — Related terms: pricing measure, martingale. A method of valuing derivatives by
assuming that all investors are indifferent to risk, allowing expected future cash flows to be discounted at
the risk-free rate. Example: Valuing a gas option using a risk-neutral probability distribution derived from
market-implied volatilities. Practical application: Aligns model prices with market prices, facilitating
consistent hedging. Challenge: Real-world investors are risk-averse, so the risk-neutral measure may not
reflect actual hedging behaviour.

Rolling Hedge — Related terms: forward roll, contract maturity. A strategy that involves continuously
extending a hedge by closing the near-term contract and opening a new one with a later expiry. Example: A
utility rolls its 3-month gas futures hedge each month to maintain a 3-month horizon. Practical application:
Keeps hedge exposure aligned with ongoing exposure without large upfront commitments. Challenge:
Rolling incurs transaction costs and may expose the portfolio to roll-yield effects, especially in contango or
backwardation environments.

Seasonal Futures Contract — Related terms: quarterly contract, delivery month. Futures that settle based on
the average price over a defined season, such as summer or winter, rather than a single day. Example: A
winter gas futures contract that settles on the average NBP price from December to February. Practical
application: Matches the seasonal nature of many energy exposures, reducing basis risk. Challenge: Limited
liquidity compared with standard monthly contracts, and pricing may be more complex.

Shock-Scenario Stress Test — Related terms: risk scenario, extreme event. A forward-looking analysis that
evaluates the impact of severe but plausible market moves on a hedging portfolio. Example: Testing the
portfolio under a 40% drop in oil prices combined with a 30% increase in electricity demand due to a
heatwave. Practical application: Identifies vulnerabilities and informs contingency planning.
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