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Abstract

In this paper we propose an alternative model for electricity spot prices based on
oscillating Ornstein-Uhlenbeck processes. This model captures the characteristics
of empirical data, especially the oscillating shape of the autocorrelation function.
Furthermore, we show that our model leads to explicit formulas for forwards and
options on forwards.

1 Introduction

Ornstein-Uhlenbeck processes provide a popular class of stochastic models in different
fields of applications. They were introduced as particular diffusion processes in the context
of particle movements and also applied in the financial context (cf. [22]). Ornstein-
Uhlenbeck processes became very popular since they provide tractable mean reverting
models given by a stochastic differential equation dX; = —AX,dt + dB;, Xy = x¢ with
an explicit solution of the form X; = e Mz + fot e Mt=3)dB,. The same nice properties
still hold when the Brownian motion B is replaced by a Lévy process L leading to mean
reverting processes with jumps and infinitely divisible marginals. These processes are also
very popular in financial modelling, e.g. as volatility process in the Barndorff-Nielsen and
Shephard model (cf.[1]) or models for electricity spot prices (cf. e.g. [7], [15]).

Choosing a suitable initial condition and a positive mean reverting parameter A Ornstein-
Uhlenbeck processes are stationary processes which might be represented as continuous
time moving average processes of the form ffoo f(t—s)dLs with kernel function f(t—s) =
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exp(—A(t — s)), A > 0. In general continuous-time moving average processes offer a wide
range for modelling, since they allow to combine a specific correlation structure given by
the kernel function f with an infinitely divisible marginal distribution given by the driving
Lévy process. In the following we will make use of these properties to obtain models for
electricity prices, capturing the characteristic features like infinitely divisible distributed
increments, mean reversion, oscillating behaviour of the autocorrelation function and the
sample paths.

Classical models for electricity spot prices consist of a deterministic component capturing
the seasonalities and a sum of Ornstein-Uhlenbeck processes with different speed of con-
vergence (cf. [7]) or other stochastic processes like Lévy semistationary processes (cf. [2])
or CARMA processes (cf. [13], [5]) capturing the random and mean reverting effects. This
type of modelling has the disadvantage from a statistical point of view that the resulting
model is not stationary and in a first step of an estimating procedure the seasonalities have
to be removed. We now propose a model based on a sum of different oscillating Ornstein-
Uhlenbeck processes, i.e. processes of the form ffoo sin(a(t — s)) exp(—A(t — s))dLs and
fioo cos(b(t — s)) exp(—A(t — s))dLs with \,a > 0, b > 0 or generalizations when the
driving Lévy process is replaced by an additive process. These processes are still mean re-
verting, they possess an oscillating autocorrelation function and oscillating sample paths.
The process with cos in the kernel function possess jumps, while the one with sin is con-
tinuous. Furthermore, if the driving process is a Lévy process, they are stationary. Hence
our model may capture the characteristic features of empirical data with a stationary
process. Furthermore, we are able to derive explicit formulas for forwards and options on
the forwards in a similar way as in [7] and obtain their results as a special case.

The outline of the paper is the following: In section 2 we define generalized oscillating
Ornstein-Uhlenbeck processes and derive some properties. In section 3 we introduce our
model for the spot prices in electricity markets. In section 4 we derive the necessary
formulas for moments and the autocorrelation function of this model. Section 5 deals
with explicit formulas for forwards and options on forwards in our new model.

2 Definition of generalized oscillating Ornstein-Uh-
lenbeck process

In the following our aim is to introduce a class of processes which combines the mean-
reverting property of Ornstein-Uhlenbeck processes with an oscillating behaviour of sam-
ple paths and autocorrelation function. As a starting-point we take the moving-average
representation of an Ornstein-Uhlenbeck process and examine how we may change the
involved quantities to reproduce the desired features.

As driving process we consider a one-dimensional additive process (A;);>o that is an



adapted stochastic process which is continuous in probability with cadlag sample path

and independent increments. Consequently the characteristic function of (A;):>o is given
by

pa(t,y) ==E(exp (iyA(t))) = exp (Ya(t,y))

with characteristic exponent

1 t .
vatt) = (0 = g0+ [ [ (@ =1 =it oz du)

where 7 : R, — R denotes a continuous function, 02 : R, — R, a continuous increasing
function and v a o-finite measure on the Borel-o-algebra of [0, 00) x R which satisfies for

B e B(R;)

v(Bx{0})=0, v{t} xR)=0, and /OOO/Rmin(l,yQ) v(dt,dy) < oc.

Hence with the following notation «; := (t), 02 := 0(t) and the unique measure v4(A) =
v([0,t] x A) on B(R) for t > 0 and A € B(R) the characteristic triplet of A, is (v, 07, %)
(for more details see [19]). Note that an additive process is a semimartingale if and only if
v is of finite variation. In the following we will assume this. If we consider the special case
of also stationary increments, i.e. the quantities in the characteristic triplet only depend
linearly on time, we are in the case of Lévy processes L. In this case the characteristic

function reduces to E(exp(iuly)) = exp(ty(u)) with

2 00
Y(u) = iuy — 02% + / (exp(z‘ua:) -1- iuxlmgl) v(dz),

where the Lévy measure v satisfies the integrability condition ffooo 1A z?v(dr) < oo.

In the following we provide conditions on a kernel function f(-) : R — R such that
processes of the form

t
Zt:/ F(t—s)dA,, >0

exist. Here A denotes the two-sided version of the additive process which is defined in
the canonical way by taking two independent copies A" and A® of an additive process

and defining
AP >0
Ap = 4@ .

Our integrals are defined in the sense of Rajput and Rosinski ([18]) where an independently
scattered random measure A is associated with the two-sided additive process A. For



details see [20] (in particular Theorem 3.2). The extension to R works in a canonical
Way A is defined on the é-ring of bounded Borel measurable sets in R and the integral
fR s) dA is introduced in the usual way for deterministic step functions g. A function
fis then called integrable if there exists a sequence (g,)nen of step functions such that

e g, — f a.s with respect to the control measure of A (for details see [18])

o lim,_, [, gn(s) dA, exists for every A € B(R).

If a function f is integrable we write fR fdA, = lim,_, fR gn(s)dAs. In the case
fR Lo f(s fo s)dAs for f € () this integral coincides with the classical 1t6
integral.

First we look at the setting of a general kernel K(-,-): Rj x R — R. By the criteria of
[18] (1989) [Theorem 2.7] for the existence of the integral we obtain that the stochastic
integral [*_ K(t,s)dA, is well defined if for ¢ > 0

(i) [ 1Kt s)| dy(s)+ 1 [ 1Kt 8)z (Lags<i(2) = Ljaj<1(2)) | v(ds, dz) < oo
(m)f K(t,s)|* do?(s) < oo,
(iii) ffoo Jpmin (|2K (¢, 8)|%,1) v(ds,dz) < o0

(cf. [3] equations (2.1)-(2.3) in the case of Lévy process L). Then the characteristic
function is given by

0z, (y) = pz(t,y) = exp (Vz,(y))

with
palil = R ey _1y/ K(t,s)dy(s) — —y / K(t,s)*do’(s)
/ / lyzK(ts _ iyzK(t, 5)1\z|§1) I/(dS,dZ).

This implies that Z, is infinitely divisible with characteristic triplet (7 (¢), a7 (t), vp(t))
where

/ K(t, s)dv(s / /ZK () (L i1 (2) — Lpien(2)) v(ds, d2),

Vi(A) = v ({(s,2) € (00,t] x R) : zK(t,s) € A\ {0}) fort>0 and A € B(R).



Now we can focus on the special case of generalized oscillating Ornstein-Uhlenbeck pro-
cesses. For t > 0 we look at the two processes

¢
X, = / sin (a(t — s)) e A9dA,,

—0o0

¢
Y, = / cos (a(t — s)) e M9dA,,

—0oQ
where a, A > 0. We call these processes generalized oscillating Ornstein-Uhlenbeck pro-
cesses or oscillating Ornstein-Uhlenbeck processes if we restrict ourselves to Lévy pro-
cesses. We will see later that this name makes sense, namely the sin — or cos-factor in
the kernel leads to an oscillating behaviour of the sample paths and the autocorrelation
function.

Lemma 2.1. Assume that a, A\ > 0, then the generalized oscillating Ornstein-Uhlenbeck

processes are well-defined and infinitely divisible, if the following conditions are satisfied
forj=1,2

(a) J o 1£i(t=s)| du(s) < oo,
(b) ' fi(t —s)* do*(s) < oo,
(c) ffoo f|z‘>1 e M=9|2| v(ds,dz) < oo,

using the notation

Proof. We have to check the inequalities (i) to (iii).
ad (i): For X we obtain

[ L1 = 92 (tpeaien() = L) | s

t
S/ /Re_w_s)|2|(]1|zsin(a(t—s)|<exp(x(t—s))(Z) - IL|z|§1(z))’/(al37dz)

¢
§/ / e M=912] v(ds, dz) < oo.
—o0 J|z|>1

Hence together with (a) we obtain (7). Y works analogously.
ad (ii): May be deduced directly from (b).
ad (iii): We show the condition for X;+Y;, this implies the existence of the single integrals.

/_;/Rmmﬂzfl(t—s)y?@) y(ds,dz)+/_;/Rmin(!zfg(t—s)|2,1) v(ds,dz)



< /_ ; /R min (|Ze—w—s>|2 (sin(a(t — 5))? + cosa(t — 5))?) ,2) V(ds,dz) < oo
O

Remark. Obviously for Y we might allow b = 0 which leads to a classical Ornstein-
Uhlenbeck process.

Now we have to take a closer look under which assumptions on the characteristic quantities
of A the conditions are satisfied.

Example 2.2.

1. Let L be a Lévy process with characteristic triplet (v, o,v), i.e. in the framework of
additive processes

v(t) =ty, o*(t) =to?, wv(dt,dz) = v(dz)dt.

If we assume that L possesses a finite first moment, namely [g |z|151v(dz) = C <
00, then the conditions of Lemma 2.1 are satisfied, for j = 1,2

t t 1
it —s)|ds < e eMds = ~ < oo,
/ A

¢ t
1
J = apas e [ s <o

t t
/ e’\(ts)/ |z|v(dz, ds) = C/ e M9 s < 0.
—00 |21>1 —
Hence X and Y are well-defined.

2. Let A be an additive process with characteristic triplet (v, 02, v4). We assume that
v and o? are differentiable in t with ' € C, and (6*)" € Cy, then the conditions (i)
and (i1) in Lemma 2.1 are satisfies, namely for X we obtain

/ |f1(t — s)|dy(s) < C’l/ |sin (a(t — 5)) e |ds < oo,

t t
/ fi(t — s)?do?(s) < 02/ | sin (a(t — 5)) 29 2ds < 0.

for convenient Cy,Cy > 0. With Y we may proceed analogously.

3. A popular example of an additive process is a time-inhomogeneous compound Pois-
son process

N(t)
At = Z Xz
i=1



Here (X;)ien denotes a sequence of iid random variables with E(X;) < oo and
denotes N(t) a Poisson process with bounded intensity function p : R — R. Hence
the characteristic triplet of Ay is (0,0,v) with

v(ds,dz) = p(s)Fx,(dz)ds,

where Fx, denotes the distribution function of Xy. In this framework X and Y
ezist, (a) and (b) are obviously satisfied and for (c) we obtain for C > 0

¢

'/ / e N9\ 2| v(ds, dz)
—o0 J |z|>1
¢

<[] e lpts) P, (a2
—oo J|z|>1

<C -sup|p(s |/ (t=9) ds < 0o

seR

Lemma 2.3. Let X; = [*__exp(—=A(t — s))sin(a(t — s))dA, and Y; = [*_exp(=A(t —
s))cos(a(t — s)) dAs with a, A > 0, then we obtain that X; — Xy~ = 0 and Y; — Y- =
Ay — A

Proof. Using the following formulas for trigonometric functions

cos(a(t —s)) = cos(at)cos(—as) — sin(at) sin(—as)
sin(a(t —s)) = sin(at) cos(—as) + cos(at) sin(—as)

we can decompose X in the following way

0
X = sin(at)e)‘t/ e cos(—as)dA, + sin(at)e / *cos(—as)dAs
- 0
0
—i—cos(at)e”/ e sin(—as)dA, + cos(at)e / e sin(—as)dA,.
—00 0

Hence all components are semimartingales which yields

Xy — Xy = (Ay— A, )(sin(at) cos(—at) + cos(at) sin(—at))
= (A;— A;_)sin(0) = 0.

Applying similar calculations to Y we obtain

}/;5 - }/;5, = (At - At,) COS(O) = At - At,.



We can see that while X possesses continuous paths, Y possesses the jumps of the driving
additive process as in the case of an Ornstein-Uhlenbeck process. Note that this behaviour
is induced by the behaviour of the kernel in zero.

Next we derive a system of coupled stochastic differential equations.

Lemma 2.4. Let X; = ffoo exp(—A(t — s))sin(a(t — s)) dAs and Y; = ffoo exp(—A(t —
s)) cos(a(t — s)) dAs with a, A > 0, then we obtain

dX, = (a¥;—A\X,)dt
dY, = (=\Y, —aX,)dt + dA,.

Proof. We use the same decomposition of X and Y together with the following integration
by parts formulas

t t
/ e sin(—as)dA, = [Aesin(—as)] — / (Ae* sin(—as) — ae™® cos(—as))Ayds
0 0
t t
= sin(—at) A — /\/ e sin(—as)Ayds + a/ e cos(—as)Ayds
¢ - y
/ e cos(—as)dA, = cos(—at)AeM — )\/ e cos(—as)Agds — a/ e sin(—as)Ayds
0 0 0

and the notation C' = fi)oo e cos(—as)dA, and S = fi)oo e sin(—as)dA, and obtain

X, — Xy = (sin(at)e™)C + (cos(at)e ™ —1)S

+sin((at) cos(—at) A, — Asin(at)e™ /Ot e cos(—as)Ayds
—asin(at)e™ /Ot e sin(—as)Agds + sin(—as) cos(at) A,
—Acos(at)e™ /Ot e sin(—as) Asds + a cos(at)e ™ /Ot e cos(—as)Ayds
= /Ot[(a cos(ax)e ™ — Asin(ax)e )C + (—asin(ax)e ™ — A cos(az)e ) S

+(—aX cos(azx)e ™ + A? sin(az)e ") / e cos(—as)Ayds
0
—Asin(az) cos(—ax)A,

+(—a? cos(ax)e ™ + asin(azx)e ") / e sin(—as)A,ds
0

—asin(az) sin(—az)A, + (adsin(az)e ™ 4+ X cos(ax)e ") / e sin(—as)A,ds
0



—\cos(ax) sin(—ax)A,

+(—a*sin(az)e ™ — a) cos(ax)e ") / e cos(—as)Ayds
0

+a cos(ax) cos(—ax)A;|dx

¢
= / (acos(ax)e ™ — Asin(ax)e )C + (—asin(ax)e * — X cos(az)e ") S
0
—A sin(am)e_’\z/ e cos(—as)dA, — asin(ax)e"\x/ e sin(—as)dA,
0 0

—\cos(azr)e / e sin(—as)dA, + asin(ax)e”/ e cos(—as)dAydx
0 0

t T
= / acos(ax)e‘”/ e cos(—as)dA, — )\sin(ax)e_’\x/ e cos(—as)dA,
0

—a sin(ax)e_’\x/ e sin(—as)dA, — )\cos(ax)e_)‘x/ e sin(—as)dAydx

—0oQ0 —00

T

t
= / aY, — A X,dx
0
Analogously we obtain
t
Y, - Y, = A, +/ (=AY, —aX,)dx
0
]

Remark. Again we can see that for Y letting a = 0 leads to the Ornstein Uhlenbeck
equation.

Using the methods outlined in [9] we can also simulate oscillating Ornstein-Uhlenbeck
processes. We see in figure 1 that the sample paths of both oscillating Ornstein-Uhlenbeck
processes show an oscillating and mean reverting behaviour. Furthermore, we see that X
is continuous while Y possesses jumps.

3 Modelling of spot prices in electricity markets

Electricity demand and hence also electricity prices have a strong seasonal behaviour on
different scales such as on a daily, a weekly and a yearly scale. To illustrate this behaviour
we have plotted in figure 2 the price curves of hourly data from the EEX (European Energy
Exchange) in Leipzig from the year 2010.

Empirical analysis of electricity data like e.g. in [10], [16] or [17] have provided three main
stylized facts of electricity data, which is a seasonal effect, a mean reverting property and
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Figure 1: Simulated path of X, (blue line) and Y; (red line) with a = 1, A = 0.8 and the same driving
Lévy-Process L. Here L is a Normal inverse Gaussian process.

price spikes. Classically this features are modelled by a deterministic seasonal function
and e.g. a superposition of Ornstein-Uhlenbeck processes with different speed of mean
reversion and at least partly driven by Lévy processes, cf. [7], [15].

Euro per MWh
>
3

Time of day

Figure 2: Price curves of intraday market of the EEX from the year 2010 (see [12]).

Our new class of generalized oscillating Ornstein-Uhlenbeck processes provides an alterna-
tive to model this features. If we restrict ourselves to Lévy processes as driving processes
oscillating Ornstein-Uhlenbeck processes are stationary processes, as may be easily de-
duced from the characteristic function. Hence oscillating Ornstein-Uhlenbeck processes
provide the possibility to include the seasonal behaviour directly into a stationary stochas-
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tic process. Furthermore, with the general class we are able to reproduce mean reverting
behaviour, jumps and infinitely divisible marginals. In addition the processes allow for
explicit formulas such as Ornstein-Uhlenbeck processes.

We consider an additive model for the spot prices such as in [7]. Let (22, A, (F;)i>0, P) be
a filtered probability space satisfying the usual conditions. For ¢ = 1,...,n define

Si(t) == wi Xia, (t) + WiV, () + wiZ;(t) (3.1)

with w? > 0 and w§ > wi + w} for j = 1,2,3. Furthermore, let

Xig(t) = / e M= gin(a(t — 5))dA;(s),
Yip, (1) = /t e M=) cos(by(t — s))dA;(s) and

t
Zl(t) = / €7Ai(t78)d141'(8) = Y;o(t)
with a;, \;, b; > 0. A; denote two-sided additive processes and are assumed to be pairwise
independent.

Finally we define the spot-price process by
S(t):=8,:= Y e:Silt) (3.2)
i=1

with weights ¢; > 0.

Note that the conditions on the weights ¢; and w; ensure that the price process is non-
negative if A is of pure jump-type with no negative jumps, cf. [1]. For modelling we will
mainly assume this, though induced by the renewable energy act occasionally negative
prices occur.

4 Correlation structure and moments of oscillating
Ornstein-Uhlenbeck processes

In the following we will derive explicit formulas for derivatives based on our spot price
model defined in the previous section. In the formulas moments and correlations be-
tween the different components of our price process play an important role, hence we first
calculate this quantities we need later. In this section we restrict ourselves to driving
Lévy processes, since in this case we may derive closed form expressions for the desired
quantities.

11



Lemma 4.1. Let X(t) = ffoo e M= sin(a(t — s))dL(s), Y(t) = ffoo e =9 cos(b(t —
$))dL(s) and Z(t) = fjoo e =)dL(s) where L is a Lévy process with E(L(1)) = p and
Var(L(1)) =V < oo, then we obtain:

a A W
E(X;) = vt EY;) = ravl E(Z) = X
22 2N2 4 17 y o @3
X)) =V—— Y) = V—0ou—— Z) = —.
Var(X) =V e ray Vor) =Voe ey Vorté) = 5
Proof. Follows directly from the characteristic functions. m

Lemma 4.2. Let (X;)i>0, (Yi)i>0 and (Zy)i>0 as in the previous Lemmas and L a Lévy
process satisfying E(L(1)) = p and Var(L(1)) =V < oo, then we obtain for u > t:

Cov(X,, Z,) = Ve ru—nZASIM (a(u—1t)) + acos (a(u —t))

4)2 4 g2 5
Cov(Zy, X;) = Ve—A(u—t)ﬁ’
Cov(Y,, 7)) = Ve Au—) 2\ cos (b(u —4122) ; ll;sm (b(u — t))’
Cov(Z,,Y:) = Ve)\(ut)%.

Furthermore, we obtain
(a+ b) cos(b(u —t)) + 2Asin(b(u — t)
2(4X% + (a + b)?)
(a —b)cos(b(u —t)) — 2Asin(b(u — t))
2(4X\2 + (a — 0)?) ’
(a+b)cos(a(u —t)) + 2Asin(a(u — t)
20402 + (a + b)?)
(@ —b)cos(a(u —t)) + 2Asin(b(u — t))
2(4X2 + (a — b)?) ’
a? cos (a(u — t)) + aXsin (a(u — t))
AN(N? + a?) ’
2XA2 4+ b?) cos (b(u — t)) — aXsin (b(u — t))
AN+ b2) ’

Cov(Yy,, X¢) = Ve_’\("_t)(

+

Cov(X,,Y;) = Ve et

+

Cov(X,, X;) = Ve et

Couv(Y,,Y:) = Ve_’\(”_t)(

1
Cov(Z,, 7)) = Ve Mu=t) —_
ov(Zy, Zy) e )

Proof. All terms may be derived in the same way and we show how to proceed with
Cov(Yy, X;). For the calculation of Cov(Y,, X;) we apply the formula

Cou(Yi, X)) = 5 (BIVZ) + BIX?) — B[(Ya - X)) - EVJE[X].  (44)

12



Hence we have to find the kernel for Y,, — X;, namely

Y, - X, / (e cos (b(u — 5)) — ¢ sin (alt — 5)))dL(s)

—0o0

+ /tu e (e cos(b(u — 5))dL(s).

The characteristic function yields

E[(Y, - Xy’ =V <e—2>\u/

—00

t

e cos (b(u — s))*ds + e~ / e cos (b(u — s))*ds
¢

t
4 e M / e sin (a(t — s))%ds

— 00

_ 9p M) / e** cos (b(u — s)) sin (a(t — 8))d8> + (ElY, — X4))?

—00

=Var(Y,) + Var(X,) + E(Y,)? — 2E(Y,)E(X,) + E(X,)*

¢
— 2V e AW / e cos (b(u — s)) sin (a(t — s)) ds

—0o0

and hence (4.4)

t
Cov(Y,, X;) = Ve MHw / e cos (b(u — s)) sin (a(t — s)) ds

—0o0

Ve Au—t) <(a + b) cos(b(u — t)) + 2Asin(b(u — t)
2(4X2 + (a + b)?)
(a —b) cos(b(u —t)) — 2\ sin(b(u — t))
2(402 + (a — b)?) ’

which is the desired formula.

Note that these quantities may be used to draw inference on the involved quantities via

a method of moments.

Now we can use the previous two lemmas to calculate the moments and correlation be-

tween different time-points of our building blocks S := S;, when they are driven by Lévy

processes. We obtain for u > t:

Cov(S,, S;) =w2Cov(Xy, X;) + w2Cov(Yy,Y,) + wiCov(Zy, Z;)
+ wiwo[Cov (X, Y;) + Cov(Yy,, Xy
+ wyws|Cov(Xy, Z;) + Cov(Z,,, Xy)]
+ wows[Cov(Yy, Z;) + Cov(Zy, V7))

(4.5)

13



and for the variance of S we obtain

Var(S,) =w?Var(X,) + wiVar(Y,) + wiVar(Z,) + 2wiwyCov(Xy, Ya)

- 4.6
+ 2ww3Cov( Xy, Zy,) + 2wawsCov (Y, Z,) = Var(Sy). (4.6)

This results may be used to derive the correlation structure of the spot price process S.

Corollary 4.3. Fori =1,...,n let S;(u) and S as defined in (3.1) and (3.2), then we
obtain for u >t the autocorrelation

S, 2Cou(Si(u), S(t))

Corr(Sy,, S;) = — ,
o) = o v an(3 ()

where Cov(S;(u), Si(t)) and Var(Si(u)) are given in (4.5) and (4.6).

Hence we can see with the spot price models based on oscillating Ornstein Uhlenbeck
processes we obtain an oscillating behaviour in the autocorrelation function as it occurs
in empirical data. In figure 3 we fitted the autocorrelation function of S with n = 4 to the
empirical autocorrelation function from intraday data of the EEX from the year 2012.

Autocomedation - Function
@ s = @ = @
- & =S o = o

=

=
a

o

Lags (Hours)

Figure 3: Empirical autocorrelation function of intraday market prices of the EEX from
the year 2010 and fitted analytical autocorrelation function of our model S with n = 4.
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5 Derivative pricing

In this section our aim is to deduce closed form pricing formulas for forwards based on
generalized oscillating Ornstein-Uhlenbeck processes. And in a second step to derive also
pricing formulas for options written on these forwards.

Let f(¢,T) be the price of a forward at time ¢ > 0 for the delivery of a certain quantity
of electricity (e.g. 1 MWh) at some future time-point 7" > ¢. Furthermore, we denote by
F(t,T1,T5) the price of a forward at time ¢ of a certain quantity electricity (e.g. 1 MWh)
to be delivered in the time-period [T}, 73] with 75 > T} >t > 0. As in [7] we calculate
the forward price based on our spot price model in the following way

1 T2

F(t,TI,Tg) = TQ—TlEQ |: - S(U) du
1

7). (57)

The obvious question is now how to choose (). In classical financial mathematics we have
to choose a risk neutral measure which is equivalent to the objective measure P, hence
we look for an equivalent martingale measure. In electricity markets we have much more
flexibility, namely as electricity is non-storable, we need not have a martingale measure,
but may choose any equivalent measure. However, a convenient one is often the one based
on the Esscher transform. In the following as in [2] or [8] we consider a measure change
based on the Esscher transform.

Theorem 5.1. Let A be an additive process given wvia the triplet (v, 02,1;). Let ¢ > 0,

such that .
/ / (e — 1) v(dz,du) < 0.
0 |z|>1

for all T > 0. Furthermore, let

t
2y = exp ([ 0(0) .~ 0060
0
a density process where 0 : [0, 0o[— R is continuous and bounded with

sup [0(t)] <,
t<T

and O (t,0(-)) := va(t,—i0(-)) with 14 the characteristic exponent of A. We define the
change of measure by

dP
aQl, Zy(t), (5.8)
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then under Q A is an additive process with triplet (3,02, 0;), where

t

Y = %-1—// l)V(du,dz)—l—/ 0(u)do*(u) and
IZI<1 0

Vt = 69(t

Proof. The proof is similar to [6], Proposition 4.4. ]

Note that this change of measure applied to a two-sided additive process only changes
the measure for £ > 0. Hence also a risk premium may only be calculated for ¢ > 0 which
is no restriction in practice.

Example 5.1. Note that our model together with the risk neutral measure based on the
Esscher transform is able to reproduce the change of sign in the risk premium which was
empirically observed e.g. in [11]. The risk premium is defined as

1 T2
FE d
T, — T} r {/T1 S(u) du

For simplicity taking our model with n = 1 and the measure based on the previous theorem
we obtain

RP(t,T) = F(taTlaTQ) -

RP(t,T) = T ! T, / (/ / A=) (w; sin (a(u — ) + wa cos (a(u — s)) + ws)

2(e7 — 1) v(ds, dz)) du.
Now we can consider the following to cases: For 6(s) = 0 > 0 we see that z(e”®* — 1) is

positive, whereas for 6(s) = 0 < 0 the term z(e’®)* — 1) is negative. Hence we are able to
reproduce the desired sign change.

In the following we will consider as driving processes additive processes with the following
representation. Let A; for i = 1,...n denote a two-sided additive process given by

/ / Ji(ds, dz) (5.9)

with jumps measure J;, whose support is concentrated on the positive real line, hence
accounts only for positive jumps. Furthermore, we denote by

Ji(ds, dz) == Ji(ds,dz) — ;(ds, dz)
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the jump measure which is compensated under @) defined in 5.1 and by

Ait) = /_; /Oooz Ji(ds, dz)

the associated compensated process. Now we can derive a formula for the forward

price F'(t,T1,T>) under our spot price model based on generalized oscillating Ornstein-
Uhlenbeck processes.

’Iheorem 5.2. Let S be the spot price process defined in (3.2) based on the building blocks
S; fori=1,...,n as in (3.1) where we set a; = b;. Assume that the driving process A;
is of the form (5.9). Let QQ denote a risk neutral measure, then we obtain for the forward

price at time t > 0 for the delivery of one MWh electricity in the time interval [T7, T3]

n

F(t,T\,Ty) = Y aF(t, Ty, Ty)

i=1
with
1 . )
E(ta T17 T2> - W [Xi,ai (t) (wiDZ (ta T17 TQ) - WEEZ (ta T17 TQ))
2 — 11
+ Y;,ai (t) (wiEZ(t Tl) TQ) + w%DZ(ta Tla TQ))
—|— Zz (t) (ngz (t, Tl, TQ))
+ %wwﬂﬂw+%%wﬂjm+%%@ﬂjﬂ,
where
1
Di (t, Tl, Tg) :/\2 i a2 <€_)\i(T2_t) ((IZ’ Sin(ai (T2 — t)) — )\z COS(CLi<T2 — t)))
— G_Ai(Tl_t) ((IZ’ sin(ai (Tl — t)) — )\Z COS(CLi<T1 — t)))) s
Ei(t,T1,T5) v (e_’\"(Tl_t) (a; cos(a;(Th —t)) + A sin(a;(Th — t)))
— e N2 (ai cos(a;(Ty —t)) + \;sin(a; (1o — t))))
and

1
Gi<t, Tl, TQ) ::r (e/\i(Tlt) _ eAi(TQt)) :
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T u
Ui(t, Ty, Ty) ::/ (/ /ze_A"(“_S) sin(a;(u — s))ﬁi(dz,ds)) du,
T R

t
T u
Us(t, Ty, T) ::/ ( /zeA"(“S) cos(a;(u — 3))§i(dz,ds)) du,
T t R

T u
Ui(t, Ty, Ty) ::/ (/ /ze_’\i(“_s)ﬂi(dz,ds)) du.
T t R

Here v denotes the compensator under (.

Proof. We outline the proof for n = 1. For general n the calculations are similar. Let
X =X14,Y =Y1,, Z:=2, A:= A, further a := a; and \ := \;.
In a first step we evaluate

TQiTl /T " o [X(w)|F] du. (5.10)

We consider the following representation for 0 <t < u:

t u
X (u) :/ sin(a(u — s))e’\(“_s)dAs + / sin(a(u — S))e’\(“_s)dAs
t

—00

t u
:/ sin (a(t —s4u—t)) e stuDgaA, + / sin (a (u — s)) X" dA,
t

= ¢ Mud) {cos (a(u—1t)) - X(t)+sin(a(u—1t))- Y<t)1 (+)
+ /f sin (a (u — $)) e/\(u_s)dAs. (#%)

The representation X (u) = (%) + (#x*) yields

1 T 1 T
Eq (%) F] du+ / Eq [(xx)|F] du.
roo | EeltF] dut o [ Eq (7

Now we look separately at the two terms.
By theF;-measuarability of (%) we obtain

| Ealt)17) du

Ty

— X(t) /TT2 6)\(u—t) cos (a (u — t)) du + Y(t) /TT2 eA(u—t) sin (a (u _ t)) du

- X(t) . Dl(t, Tl,TQ) + Y(t) . El(t, Tl,TQ),
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and similarly for the second term

_ /: T ( /t ' /0 ) gin (a((u — $)) D(dz,ds)) du
+ TITQ (EQ{ /t " M) g (a((u—s))dﬁas)mb d (5.11)

= Ull(t7 T17 T2)7

where (5.11) vanishes by the martingale property of A under (). Hence together we obtain

1 T
Eq [ X(u)|F| du
e ), BelX(iF

1
=TT (X<t) Dy(t, T, 1) + Y() - Ea(t, Th, T3) + Ull(t7T17T2))‘
2 — 11
In a second step we evaluate
1 2
Eq Y du. 12
7, [ BalY T du (.12

Similarly to the first step we consider the representation

t u
Y(u) :/ Sin(a(u _ 8))€A(u78)dAs _'_/ sin(a(u _ S))e)\(ufs)dAs
t

= e vt [cos (a(u—1))-Y(t)—sin(a(u—1))  X(t) (%)
+ /t“ cos (a (u— s)) e dA,. (xx)

and obtain for the two terms

Lﬁbwwum
—Y(t) Di(t, Ty, Ty) — X(1)- Ev(t, Ty, Ty).

and
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/ (/‘/ "”wSMW—snﬁwaﬁocw

= U, (t, T, T»),
which yields

1 E
Eq Y (u)|F| du
o [ EelV T

1
T, —T

<Wﬂm@ﬂ@)—MWEﬁﬂmﬁ+@@ﬂB»
(5.13)

Finally note that
1

T
Eo | Z(uw)|F| du,
e [ BalZF

is a special case of (5.12) with @ = 0. Hence we obtain
Di(t,T1, o) |aco = (e”\(Trt) _ e*A(TQ*ﬁ)/)\ = Gi(t, T, T),
Ey(t, T, T3)|a=0 = 0
U21 (tJ TlJ T2) ’a:O - U31 (t7 T17 T2)

and hence

1 Ty 1
Eq|Z du = Zt) - Gy(t, Ty, T, Y. Ty T 14
T2_T1 /T1 Q[ (u)|‘E] U T2—T1 ( () Gl(y 1, 2) + Ug(, 1, 2))’ (5 )

which completes our proof for n = 1. m

Note that our formula for the forward price only depends on deterministic functions and
the processes X,Y and Z at time ¢, which makes it possible to find explicit prices based
on the parameters of our model. In the special case of only considering Z we are back to
results of [7].

In addition to the previous formula we may derive an alternative one which is useful
for more general derivative pricing. We proceed similarly to [7] in the case of classical
Ornstein-Uhlenbeck processes.

Lemma 5.3. Let S be the spot price process defined in (3.2) with building blocks g, for
i=1,...,n given in (3.1) with a; = b;. Assume that the driving processes A; are of the
form (5.9). Assume that the risk neutral measure is given by 5.2, then we obtain for the
forward price at t > 0 for the delivery of one MWHh electricity in the time interval [Ty, Tb]

n t

1 .
; "1y, T
TZ_T1;Cz (U( 1 2)+/

—00

F(t,T),T,) =

&@ﬂnm&ﬂ
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with
Yi(s, Ty, Ty) = wiBi(t, Ty, To) + wiDi(t, Ty, Ty) + wiGi(t, Ty, Ty)
and
UTy, Ty) == wiU(T1, Ty) + wUs(Ty,To) + wiUs(Th, Ty).

The functions D;(t,Ty,Ts), E;(t,T1,Ty) and G;(t,T1,T5) are defined as in Theorem 5.2.
U'(Ty, Ty) may be derived from Ui(t, Ty, Ty) defined in Theorem 5.2 by

UlTh,Ty) == Uj(—o00,T1,T3)  forj=1,2,3.

Proof. Again we will only look at n = 1 and spit the calculations into the terms for X,
Y and Z, which my be treated similarly. Hence we will only derive the results for X.

T, i T /TlT Eq [X (u)|F] du
=T, 1 T /T2 Eo {/“ sin (a((u — s)) e A@?) dA(S)’]:t:| "

TQ_TI/ (/ / 2N sin (a((u — 5)) D(dz,ds)) du

b | [ sl ) a7 do

1
T =T

— —A(u—s)
T2 T1/ /sm (u—s))e dA(s) du
1
= AE
T (U1( 15 2)+/

o0

Ul (T17 T2>

Ei(t, Ty, T) dA( )>

]

Finally we may use this formula to derive prices for options on futures. More precisely
we will derive a formula for the price of a put option on the forward with payoff function
g € L'(R) and maturity 7. Denote by p(t, T, T;, Ty) the price of such a put option on a
forward F(t,Ty,T3) defined in (5.7) with 0 <t < T < T} < T5, then the following pricing
formula holds

p(t. T. T, Tz) = e "0 Eq[g(F(T, T, To)|F). (5.15)
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cf. e.g. [7]. Here @ denotes a risk neutral measure, e.g. given by Theorem 5.1 and r > 0
denotes the interest rate of the risk free bond B.

Based on classical Fourier methods we can evaluate this formula along the lines of [7].

Let
T0(-) :=1In (EQ {exp (i /tTe(s)dAi(s))D .

denote the cumulant function of the deterministic function 6(+). In our case of an additive
process A we obtain by (5.9)

W) = [ [T 1) s

Now we can state the theorem providing the pricing formula for the put option.

Theorem 5.2. For 0 <t <T <T, <T; the price of a put option based on a forward F
(5.7) with payoff function g, such that g(F (T, Ty, Ty)) € L*(Q) is given by

p(t, T, Ty, Ty) = e "7 (gx®"T) (F(t, Ty, T2))

Here % denotes the convolution and ®“T is given via its characteristic function

~ 1 n
4T (y) == exp (Tz 7 > el (y; (-,Tl,T2))> :

i=1
where ¥; is defined in Lemma 5.5.

Proof. We proceed similarly to [7]. Applying the inversion formula of characteristic func-
tions, we obtain

1

gng/awm@. (5.16)
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This yields
Eqlg(F'(t, T, 12))| 7]
1

=52 | ) Eo [ TIIF] dy

1 ~ 1y - i
=~ o 9(y)exp (T2 — T 4 ZCZU (T1,T2)>

- F g i Ty, Ts) dA F
Q | €Xp <T2 T, < & / (5,11, T3 ( )) | t]
iy ~
- Fo ex E G (s, 11, To)dA(s) | | F
@ I p(TQ—Tl = /t (s, T, T)dA( ))| '

1 R iy . t
= — | U (T, T
L 9@)6@(@_@;6( 1)+ [

dy

—00

Ei(S, Tl, TQ)dA}(S)))

: n T
1y 1
E Y e | Ti(s,Th,Ty)dA d
i (TQ — T = Cl/t (&1, ) (S)> i)
1 ~ .
=5 g(y)exp (iy F(t,T1,Tz))

'EQ

exp ((Tgiﬁ/ﬂ ch/t Ei(s,Tl,Tg)dg(s)>> |]:t] dy.

Since A possesses independent increments, we obtain

Eqlg(F(t, T, T2))| 7]

1 ~ :
=5 | 9) exp iy F(t, 11, T2))

T

1 < ’ ~
Eq |exp | 1y T,— T, Zzlcz/t Yi(s, T, To)d A(s) dy

L[ . -

=5 9(y)- exp <1y F(t, Ty, Ty) + T, ; U (Y3, (',Tl,T2>)> dy.
Finally (5.16) yields the desired result. O
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