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(57) ABSTRACT 

In accordance With the present invention, a ?nancial instru 
ment for the energy market is created. The ?nancial instru 
ment comprises a derivative instrument related to accounts 
receivable or accounts payable or both. In a preferred 
embodiment, the derivative instrument normally consists of 
tWo sets of linked sWaps. In the ?rst set, the seller exchanges 
tWo things With a third party: the right for payment of 
accounts receivable Within a month from the buyer is 
exchanged for the right to payment of such accounts receiv 
able Within a Week from the third party; and (ii) the 
obligation to deliver energy to the buyer is exchanged for the 
obligation to deliver to the third party. The buyer exchanges 
the mirror image of those With a third party, to Wit: the 
obligation to pay Within a month to the seller is exchanged 
for the obligation to pay Within a Week to the third party, but 
the buyer receives ?nancing to offset the cash ?oW rami? 
cations; and (ii) the obligation to take delivery from the 
seller is exchanged With the obligation to take delivery from 
the third party. The sWap can further be utilized to net 
payment obligations under multiple cash and forward com 
modity transactions betWeen the buyer and the seller. Physi 
cal collateral is utilized as margin. In accordance With 
another aspect of the present invention, the process takes 
place on a ‘clearing platform’ for such energy transactions. 
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Figure 2 
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Figure 3 
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Figure 4 
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Figure 5 
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UTILIZING CASH FLOW CONTRACTS AND 
PHYSICAL COLLATERAL FOR 

ENERGY-RELATED CLEARING AND CREDIT 
ENHANCEMENT PLATFORMS 

FIELD OF THE INVENTION 

[0001] The present invention relates to energy contracts. 

BACKGROUND OF THE INVENTION 

[0002] Energy markets need a more effective credit man 
agement and clearing solution to address the structural 
problems in the marketplace and satisfy more stringent 
regulatory oversight. Many bilateral energy transactions are 
over-collateraliZed. Liquidity for forWard contracts, a type 
of commercial merchandiZing transaction, is dropping. 
Trading activity is shifting from forWard contract markets to 
the spot markets due to differences in collateral practices. 
This shift puts greater credit risks on physical market 
participants operating Within an area coordinated by an 
independent transmission provider (ITP) or a gas pipeline. 
Also, due to the Sarbanes-Oxley Act of 2002, participants 
must fully disclose all material risks including potential 
credit exposures and valuations of open forWard-market 
positions. 
[0003] The federal regulatory agency responsible for over 
seeing energy markets, the Federal Regulatory Energy Com 
mission, (FERC), 888 First Street, NE, Washington, DC. 
20426, and the federal regulatory agency responsible for 
overseeing energy futures markets, the Commodity Futures 
Trading Commission (CFTC), Three Lafayette Centre, 1155 
21st Street, NW, Washington DC. 20581, are increasingly 
investigating the cash and derivatives markets trading activ 
ity. In February 2003, the FERC and CFTC held a joint 
conference on “Credit Issues in the Energy Markets: Clear 
ing and Other Solutions” to address the credit problems 
facing the energy industry. In January 2003, the FERC staff 
issued a report “Commission Use of Natural Gas Price 
Indices” describing speci?c instances of trade price report 
ing abuses. The FERC and CFTC continue to aggressively 
pursue market participants Who attempt to manipulate the 
market or falsely report their activities. 

[0004] The energy markets can be categoriZed into cash 
markets and derivative markets. Cash markets are Wholesale 
markets in Which commercial parties buy and sell energy by 
entering into bi-lateral spot and forWard contracts With one 
another. The parties to cash market transactions intend to 
make and take delivery of the commodity at the speci?ed 
time and title transfer routinely occurs. Derivative markets, 
in contrast, are not intended to serve as merchandiZing 
channels for the actual purchase and sale of a commodity; 
rather, derivatives—such as sWap agreements or exchange 
traded futures contracts—are principally used by market 
participants for risk management or speculation. Although a 
derivative contract may call for physical delivery of a 
commodity at a future date, delivery does not routinely 
occur. Many of the commercial interests Who trade in the 
energy cash markets also trade energy-related derivatives to 
hedge the price or other risks associated With their cash 
market transactions or other business activities. 

[0005] The cash energy markets can be categoriZed by 
tenor (contract length) into spot markets and forWard mar 
kets. Spot contracts typically require the commodity to be 
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delivered immediately or in the near future, Whereas forWard 
contracts typically require the commodity to be delivered at 
a speci?ed time further in the future. Industry practice for 
delineating betWeen spot versus forWard markets can vary 
from commodity to commodity. For example, spot markets 
for natural gas are operated on a time scale from next day 
delivery to next month delivery. Spot electricity transactions 
range from next hour delivery to next day delivery. 

[0006] There is no single cash marketplace for energy. 
Cash markets can operate Wherever the infrastructure exists 
to conduct the transactions. That infrastructure can take 
different forms. ITPs provide electronic Internet-based sys 
tems that alloW buyers and sellers to transact With one 
another anonymously in a centraliZed venue Where trading 
occurs under auction market or stock-market style bidding 
procedures. Once the transaction is con?rmed the parties are 
identi?ed. Over-the-counter (OTC) markets in Which indi 
vidual brokers match buyers and sellers into bilateral con 
tracts operate in parallel to the ITP-sponsored markets. 

[0007] Cash market transactions are delivered by sched 
uling contractual volumes through the delivery provider. For 
natural gas, the delivery provider is the pipeline operator. 
Gas pipeline operators typically only operate markets for 
transportation services to move the commodity from the 
point of receipt to the point of delivery. Pipeline operators 
also offer pooled scheduling points to facilitate title transfer 
betWeen buyer and seller. 

[0008] For electricity, the delivery provider is either a 
control area operator (CAO) (for example, Cinergy Corp., 
139 East Fourth Street, Cincinnati, Ohio 45202), or an ITP. 
An ITP coordinates the movement of electricity over trans 
mission grids. It can be either a regional transmission 
organiZation (RTO) (for example, the PJM market, Valley 
Forge, Pa., covering all or parts of DelaWare, Maryland, 
NeW Jersey, Ohio, Pennsylvania, Virginia, West Virginia and 
the District of Columbia) or an independent system operator 
(ISO) (for example, California ISO, PO. Box 639014, 
Folsom, Calif. 95763-9014. covering California and other 
Western states). In addition to operating markets for trans 
mission services, ITPs may operate other markets. For 
example, PJM also operates a capacity market, a day-ahead 
spot energy market, an hour-ahead spot energy market, a 
regulation market and a spinning reserves market. These 
markets help to ensure that physical buyers such as electric 
utilities have access to products at competitive market prices 
to support the operational requirements of their business and 
help maintain the overall reliability and integrity of the 
transmission grid. The ITPs manage the operation, clearing, 
scheduling, settlement and billing for these markets. 

[0009] In the cash markets for energy, the purchaser under 
a spot or forWard contract is normally required to pay for the 
commodity after it has taken delivery. If the purchaser 
receives the commodity Within a given month under mul 
tiple spot and/or forWard transactions With a single seller, as 
is often the case, the purchaser Would make a single payment 
to the seller approximately tWenty (20) calendar days for 
electricity and tWenty-?ve (25) calendar days for natural gas 
after the month end for the total amount that it received from 
the seller that month. For electricity, for example, this means 
that the purchaser has approximately six Weeks to pay for 
commodity it received during the ?rst Week of a given 
month, ?ve Weeks to pay for commodity received the second 
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Week, etc. Although gas pipelines and ITPs have similar 
payment cycles, the amount of exposure from non-payment 
is greater for ITPs than for pipelines due to the number of 
markets an ITP operates. 

[0010] Company downgrades by credit rating agencies 
combined With long post-delivery payment cycles have 
forced changes in credit and collateraliZation practices 
among market participants in the bilateral markets. Partici 
pants beloW investment grade When acting as buyers are 
often required to post the full notional value of an open (that 
is, pre-delivery) the contract plus any potential mark-to 
market exposure in the event the contract needs to be 
liquidated. Sellers also may be required to post collateral if 
the market price has moved against the contracted price 
prior to making delivery of the underlying commodity. 
[0011] Collateral requirements can be further compounded 
for participants Who transact in multiple markets. For 
example, a producer of electricity Who buys natural gas as 
fuel for his plant may be required to post collateral equal to 
the full notional value of a monthly gas contract. That 
producer Will likely be a seller of electricity. Since electricity 
is a unique commodity in that it is ‘instantly perishable’ and 
cannot be stored, the seller cannot claim a lien against the 
commodity it has delivered, as it might in merchandiZing 
transactions for storable commodities. The delayed payment 
cycle under cash contracts creates a post-delivery credit risk 
for the seller that the poWer purchaser may default on its 
obligation to pay for electricity it has already received and 
used. The increased gas collateral requirement combined 
With the delayed payment cycle for sales of electricity create 
greater cash ?oW challenges for the poWer producer/seller. 

[0012] Increasing volumes transacted through cash mar 
kets create a credit risk cycle. Credit doWngrades increase 
the probability of counterparty default and increase the risk 
that, during a default event, replacement of non-delivered 
commodity Would occur during periods of high prices due to 
market scarcity or uncertainty. These risks become internal 
iZed through higher forWard energy prices as more market 
participants fall beloW investment grade. To avoid these 
forWard price risk premiums and the additional collateral 
required to carry an open cash contract to delivery, partici 
pants lean on the shorter term markets operated by the ITPs. 

[0013] The ITPs are not as responsive in adjusting their 
credit policies and practices due to the time consuming and 
uncertain process of obtaining stakeholder consensus and 
regulatory approvals. In the event of a default Within an ITP 
market, the loss is spread to all of the ITP participants 
through an allocation methodology prescribed in FERC 
approved tariffs. While participants may knoW the percent 
age of loss that Would be allocated to them in the event of 
a default, they do not knoW the amount of potential expo 
sure. 

[0014] The Sarbanes-Oxley Act of 2002 requires full 
disclosure of any item that may have a material current or 
future effect on the ?nancial condition of the company. 
Payment default Within an ITP can be material not only for 
the ITP but also for the market participants transacting 
Within the ITP Who must absorb the loss. In 2001, tWo PJM 
market participants defaulted on payments totaling $4.1 
million. At the extreme, a con?uence of events occurred in 
2001 that forced the largest tWo utilities in California to 
default on billions of dollars of payments and one of them 
to declare bankruptcy. 
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[0015] Another important aspect of ?nancial reporting for 
companies that trade commodities is the market value of 
their open positions and their pro?t or loss resulting from 
posted settlement prices. In bilateral trading relationships 
Within the energy markets, market and settlement prices are 
determined by independent surveys to establish price indi 
ces. These indices are used to value “open” forWard con 
tracts, that is, pre-delivery forWard contracts, and may also 
be used as pricing references for energy-related derivatives 
transactions. Investigations by the FERC and the CFTC 
have identi?ed instances of alleged false and fraudulent 
reporting of prices to the independent surveyors. Regulators 
also are seeking Ways to ensure the integrity of price indices 
through proper and accurate reporting. 

[0016] OTC brokers also Will report to their clients the 
range of price activity in the forWard markets based upon the 
volumes of trades occurring Within their ?rm. Market par 
ticipants Will combine the price information received from 
several brokers to establish a forWard price curve With Which 
to value their open positions. As less trade volume occurs in 
the forWard market and the tenor of trade activity decreases, 
the ability to accurately mark-to-market and report true 
value of open commodity positions in ?nancial statements 
becomes increasingly dif?cult. 

[0017] What is thus needed is a credit management and 
clearing platform for energy markets that reduces credit and 
default risk, reduces cash collateral requirements, reduces 
net energy costs While avoiding cost impacts on net buyers, 
insulates system reliability operations from ?nancial dis 
tress, restores liquidity to forWard markets, and provides 
reliable price indices. 

SUMMARY OF THE INVENTION 

[0018] A clearing platform for energy markets in accor 
dance With the principles of the present invention reduces 
credit and default risk, reduces cash collateral requirements, 
reduces net energy costs While avoiding cost impacts on net 
buyers, insulates system reliability operations from ?nancial 
distress, restores liquidity to the forWard market segment of 
the cash market, and should result in reduced energy costs to 
consumers. 

[0019] In accordance With the principles of the present 
invention, a ?nancial instrument for the energy market is 
created. The ?nancial instrument comprises a derivative 
instrument related to accounts receivable or accounts pay 
able or both. In a preferred embodiment, the derivative 
instrument normally consists of tWo sets of linked sWaps. In 
the ?rst set, the seller exchanges tWo things With a third 
party: the right for payment of accounts receivable Within 
a month from the buyer is exchanged for the right to 
payment of such accounts receivable Within a Week from the 
third party; and (ii) the obligation to deliver energy to the 
buyer is exchanged for the obligation to deliver to the third 
party. The buyer exchanges the mirror image of those With 
a third party, to Wit: the obligation to pay Within a month 
to the seller is exchanged for the obligation to pay Within a 
Week to the third party, but the buyer receives ?nancing to 
offset the cash ?oW rami?cations; and (ii) the obligation to 
take delivery from the seller is exchanged With the obliga 
tion to take delivery from the third party. The sWap can 
further be utiliZed to net payment obligations under multiple 
cash and forWard commodity transactions betWeen the buyer 
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and the seller. Physical collateral—de?ned broadly to 
include production capacity that can be converted into a 
physical commodity—such as for example energy plant 
dispatchability, energy reserves or transmission capacity is 
utiliZed as margin. In accordance With another aspect of the 
present invention, the process takes place on a ‘clearing 
platform’ for such energy transactions. 

BRIEF DESCRIPTION OF THE DRAWINGS 

[0020] FIG. 1 is a schematic overvieW shoWing the par 
ticipating entities in implementing a platform in accordance 
With the principles of the present invention. 

[0021] FIG. 2 is a process-?oW diagram shoWing the 
operations of a platform in accordance With the principles of 
the present invention. 

[0022] FIG. 3 is a schematic overvieW shoWing the How 
of delivery and ?nancial obligations of a platform in accor 
dance With the principles of the present invention. 

[0023] FIG. 4 is a graph shoWing a probability distribu 
tion of counterparty default losses from a portfolio of 
transactions With a number of counterparties. 

[0024] FIG. 5 is a graph shoWing hoW a platform in 
accordance With the principles of the present invention 
changes the counterparty loss distribution impact on a 
market participant. 

DETAILED DESCRIPTION OF THE 
PREFERRED EMBODIMENTS 

[0025] In accordance With the principles of the present 
invention, a neW type of credit management and clearing 
system for Wholesale energy markets is provided. The credit 
management and clearing system of the present invention 
reduces a seller’s post-delivery default risk on a discrete spot 
or forWard energy contract by shifting that risk to another 
party. In accordance With one embodiment of the present 
invention, the risk is shifted by use of a neW derivative 
contract. In a further preferred embodiment, this derivative 
contract is a ‘cash ?oW’ sWap contract With a third party 
(referred to herein as the ‘clearing entity). In addition to cash 
?oW contracts, the credit management and clearing system 
of the present invention utiliZes physical collateral. 

[0026] When used herein, ‘energy markets’ includes but it 
not limited to electrical and natural gas energy markets. 
Also, While technically the term ‘poWer’ means a source or 
means of supplying energy and ‘energy’ means the exertion 
of poWer or the capacity for doing Work, When used herein 
poWer and energy are used interchangeably in the broadest 
sense. 

[0027] A seller enters into one type of cash ?oW contract 
With the clearing entity in Which the seller agrees to assign 
its account receivable from the purchaser in the energy 
market contract to the clearing entity in exchange for 
receiving a discounted amount from the clearing entity 
through a series of accelerated partial payments. The pur 
chaser enters into another type of cash ?oW contract With the 
same clearing entity in Which the party agrees to pay the 
purchaser’s account payable to the seller (or the seller’s 
nominee, Which may be an af?liate of the clearing entity) 
When due in exchange for receiving a discounted amount 
from the purchaser of a series of accelerated partial pay 
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ments. The clearing entity retains the spread betWeen the 
discounted amount it receives from the purchaser and the 
loWer discounted amount it pays the seller. Whereas tradi 
tional sWaps typically involve an exchange of ?xed versus 
variable payments betWeen only tWo parties on set dates 
(With the variable payment linked to commodity spot prices 
or indexes), the cash ?oW contracts of the present invention 
effect an exchange or ‘sWap’ of cash ?oW cycles among the 
original purchaser and seller on the cash market transaction 
and the clearing entity tied to the How of accounts receiv 
ables and accounts payable. 

[0028] Since all energy-related commodity transactions 
ultimately become a common commodity—accounts receiv 
able and accounts payable—a cash ?oW contract in accor 
dance With the principles of the present invention enables 
tWo counterparties to net their obligations to one another 
under multiple spot and forWard contracts for multiple 
commodities in a manner that achieves superior protection 
under the Bankruptcy Code. 

[0029] In accordance With another aspect of the present 
invention, a neutral clearing platform that applies to spot, 
forWard and related derivatives markets is provided. The 
platform of the present invention better aligns collateral to 
offset each participant’s credit risk on cash market transac 
tions and derivatives transactions, including both pre- and 
post delivery risks on cash market transactions. The platform 
of the present invention utiliZes physical collateral in the 
form of production capacity convertible into a commodity 
With the cash flow contracts of the present invention. This 
platform creates a call option right on such physical collat 
eral to convert it to physical energy available for exchange 
in the Wholesale energy market. The ability to readily 
convert non-cash collateral into cash is a common trait of 
margin deemed acceptable in the forWard contract and 
derivatives markets. Thus, the revenues derived from such 
energy can be utiliZed. One example of convertible physical 
collateral particularly relevant to poWer grids is the collat 
eriZation of available generation capacity of poWer genera 
tors tied to bid stack poWer supply cost curves as acceptable 
collateral in lieu of cash to meet cash collateral require 
ments. 

[0030] The platform of the present invention manages 
pre-delivery price risk of forWard contracts and ultimately 
alloWs post-delivery credit exposure from spot and forWard 
markets to be transferred to ?nancial markets specialiZing in 
credit ?nancing and risk, at the loWest possible cost. The 
platform of the present invention, by reducing ?nancing 
costs, should result in loWer energy costs to consumers. 

[0031] Parties to spot and forWard energy contracts can net 
their delivery and ?nancial obligations under those contracts 
on a multilateral basis through novation to the operator of 
the clearing platform of both the delivery and ?nancial 
obligations, reducing systemic default and delivery risk. 
When used herein, ‘novation’ refers to the act of substituting 
a clearing entity in place of the principal parties to the 
transaction, creating tWo separate transactions With the 
clearing entity. The platform of the present invention also 
utiliZes ‘cross contract netting’. When used herein, ‘cross 
contract netting’ refers to offsetting a party’s obligations 
under multiple types of contracts, including spot, forWard, 
cash How and derivative energy-related contracts. 

[0032] In the platform of the present invention, buyers 
may use ?nancing to meet their accelerated post-delivery 



US 2005/0137956 A1 

settlements on energy-related contracts. Accelerated settle 
ment signi?cantly reduces market risk; however, due to the 
time value of money and increased administration expenses 
accelerated settlement increases buyers’ costs. A form of 
?nancing (through derivatives, insurance, and other meth 
ods) can be used to accelerate payment to net sellers While 
maintaining the current (monthly) collection cycle for buy 
ers. Bene?ts of such credit ?nancing include accomplishing 
accelerated payment to sellers at little or no incremental cost 
to buyers relative to current payment practices. Additionally, 
?nancial markets can assimilate price/longer term credit risk 
more efficiently than individual energy market participants 
or their delivery operators (RTOs, ISOs, and pipelines). 
Providing a counterparty (the clearing entity) to each side 
through novation can ef?ciently determine and manage the 
total marketplace portfolio risk. 

[0033] FIG. 1 is a schematic overvieW shoWing the par 
ticipating entities in implementing a platform in accordance 
With the principles of the present invention. Participants, 
including energy buyers and energy sellers trade in an 
energy marketplace. A neutral central clearing entity is 
provided. The neutral central counterparty 6 provides a 
payment to a broker. In one anticipated embodiment, bro 
kerage services can be provided by an entity such for 
example as Marsh & McLennan Companies, 1166 Avenue 
of the Americas, NeW York, NY. 10036. 

[0034] Energy buyers provide payments to the ?nancial 
markets, Which in a preferred embodiment could be provid 
ing payments through a clearing bank to a credit market. In 
one anticipated embodiment, clearing bank services can be 
provided by an entity such as for example the Harris Bank, 
111 West Monroe, PO. Box 755, Chicago, Ill. 60690. In one 
anticipated embodiment, credit market services can be pro 
vided by an entity such as for example Credit Suisse First 
Boston, Eleven Madison Avenue, NeW York, NY. 10010. 

[0035] FIG. 2 is a process-?oW diagram shoWing the 
operations of a platform in accordance With the principles of 
the present invention. Referring to both FIGS. 1 and 2, as 
an initial step, buyers and sellers ?nd each other in an energy 
marketplace and complete a purchase of energy. The energy 
purchase agreement often folloWs standard terms for pay 
ment and delivery such as a master agreement for poWer 
promulgated by the Edison Electric Institute, (EEI) 701 
Pennsylvania Avenue, N.W., Washington, DC. 20004-2696 
the natural gas contract promulgated by North American 
Energy Standards Board (NAESB), 1301 Fannin, Suite 
2350, Houston, Tex. 77002 and the contract for ?nancial 
derivatives promulgated by International SWaps and Deriva 
tives Association ISDA, 360 Madison Avenue, 16th Floor, 
NeW York, NY. 10017. 

[0036] Next, information about this purchase or trade (for 
example, the buyer and seller, the type of commodity, the 
price, the quantity, the delivery location, the time period (for 
example, day, Week, month) of delivery, When payment is 
due, etc) is con?rmed With the participants and then sent 
from the marketplace to a third party clearing entity. 

[0037] In step 3, upon receipt of trade information the 
clearing entity (or its affiliate) assumes the appropriate 
?nancial and delivery obligations of the energy contracts 
from the buyer and seller. With respect to a buyer’s spot 
delivery payment obligations, this is done by the energy 
seller purchasing appropriate cash ?oW contracts from the 
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entity and the energy buyer selling appropriate cash ?oW 
contracts to the entity, as discussed above. Normally a 
clearing entity, such as the North American Energy Credit 
and Clearing Corporation, 1229 Villaverde Lane, Suite A, 
Davis, Calif. 95616 Will arrange With the marketplace opera 
tor and buyer/seller to have these cash ?oW contract trans 
actions occur automatically at the time of the original energy 
purchase. At this point the clearing entity has the obligation 
to pay the seller for energy delivery and to obtain payment 
from the buyer. In addition, unless such transactions are 
directly With the delivery operator as part of one of its 
markets (for example, RTO, pipeline), then for physical 
contracts requiring delivery (for example, EEI, NAESB), the 
clearing entity also has assumed the obligation to schedule 
With the delivery operator the How of energy from the seller 
through the clearing entity to the buyer. 

[0038] In step 4, the clearing entity compiles all the cash 
?oW contracts and nets the delivery obligations for a given 
delivery period (for example, day, Week, month) and ?nan 
cial payment obligations for a given settlement cycle (for 
example, day, Week, month) for the appropriate energy 
commodities (for example, poWer, gas). Adjustments may be 
made for some netting to re?ect that. For example, if an 
entity buys $100 of gas in a forWard contract for July 2004 
and sells $100 of poWer for July 2004, the clearing entity 
may only alloW $80 of the poWer sale to be netted against the 
gas purchase because the market price movement of the tWo 
commodities are not perfectly correlated. 

[0039] In step 5, buyers and sellers typically are required 
to post margin or collateral With the clearing entity in case 
they default on payment or delivery obligations and the 
market prices move in an unfavorable direction for them. In 
an embodiment of the present invention, total margin 
requirement Would equal initial margin on open forWard 
contracts (for example, 3% of the value of the net amount of 
contracts purchased) plus (ii) variation margin to capture the 
market value of hoW the mark-to-market on previously 
purchased open forWard contracts has moved against them, 
plus (iii) credit margin on purchases based on the amount of 
energy ?oWing to delivery during the relevant settlement 
period (for example, Weekly) to cover their risk of default. 

[0040] If the buyer’s or seller’s credit rating by rating 
agencies like Standard & Poor’s, 55 Water Street, NeW York, 
NY, United States, 10041 or the clearing entity is high 
enough (for example, above investment grade), then in the 
prior art, such entities Would have a monthly credit limit of 
transactions they could purchase Without posting any col 
lateral in an ITP market. In a preferred embodiment the net 
buyers Will post an amount equal to their default prob 
ability (as determined by the credit markets or the clearing 
entity), multiplied by (ii) their forecasted outstanding 
accounts payables to the clearing entity by the time payment 
is received during the settlement cycle. 

[0041] If the net buyer’s credit rating is loW (for example, 
beloW investment grade), the net buyer Will be asked to post 
additional margin or collateral. In the prior art, such net 
buyer in an ITO market Would post collateral equal to 100% 
of the tWo highest months in the previous year. In the 
preferred embodiment such a net buyer Would post the 
full amount of the forecasted net purchases during the 
settlement period (for example, Week) plus (ii) the time until 
payment is due (for example, 3 days) plus the time the 
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clearing entity thinks it could obtain funds from the buyer 
(or some other entity) if the buyer defaults (for example, 3 
days). Appropriate physical collateral, as Well as ?nancial 
collateral (for example, letters of credit, cash,) can be used 
to meet the margin requirement (see discussion elseWhere). 
The clearing entity Will apply an adjustment to the various 
types of margin or collateral that re?ect the “haircut” (that 
is, discount) in cash value for a quick liquidation or appro 
priation of such collateral Whenever needed. 

[0042] In step 6, for those buyers or sellers Whose margin 
or collateral posted With the clearing entity is less than the 
amount required by the clearing entity’s margin policies, the 
clearing entity Will seek more margin (or collateral). In step 
7, for buyers or sellers Whose margin or collateral posted 
With the clearing entity exceeds the requirement by more 
than a buffer amount de?ned in the clearing policies of the 
clearing entity, then the clearing entity Will release that 
excess margin back to the buyer or seller. 

[0043] In step 8, for the energy associated With the cash 
merchandising contracts underlying cash ?oW contracts of 
physical contracts that include a near term delivery obliga 
tion (for example, next day), the clearing entity Will sched 
ule delivery With the appropriate delivery operator (for 
example, RTO/ISO or gas pipeline) of the appropriate net 
amount across all contracts (for example, daily, Weekly, 
monthly) of that energy type (for example, poWer, gas). 

[0044] In step 9, the clearing entity Will have arranged 
appropriate lines of credit and other ?nancing equivalents 
With the ?nancial markets to pay the sellers in advance of 
receipt of funds from the buyers. Each day the clearing 
entity Will inform the appropriate ?nancial market funders of 
the forthcoming amounts of ?nancing based on that day’s 
trading and cash ?oW contract activity. 

[0045] In step 10, in a particular settlement cycle (for 
example, Weekly) the clearing entity Will instruct the appro 
priate ?nancial market funders to Wire funds to the net 
sellers based on the value of the cash ?oW contracts that 
settled during that settlement cycle. 

[0046] In step 11, on another settlement cycle (for 
example, monthly) the net buyers are expected to pay the 
funds to the clearing entity (and/or its designated ?nancial 
market funders). This step con?rms Whether such funds 
Where timely received. 

[0047] In the next to last step, if the funds from the net 
buyer Were not received on a timely basis, then the clearing 
entity and/or appropriate ?nancial market funders Will seek 
recovery of funds. Initially, this Will be contacting the net 
buyer to determine Whether funds are coming very soon. If 
the delinquency/default is not soon cured, then this may 
include accessing back-up lines of credit, credit derivatives 
and insurance as source of funds to restore the balance. 
Legal action may also be brought against the net buyer 
seeking recovery. In the ?nal step, after funds have been 
received and con?rmed, the clearing entity and appropriate 
?nancial markets funders Will complete settlement of the net 
buyers’ account for that settlement cycle. 

[0048] In accordance With the present invention, collateral 
is expanded to include physical backstop and insurance 
equivalents. Buyers in cash energy markets have tWo inher 
ent sources of value from physical collateral: the market 
value of capacity (or energy held in) reserve, and call options 
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on energy delivered (including fuel delivered to generators) 
at ?xed strike price, if the generator is called to run. Sellers 
in cash energy markets have tWo sources of collateral: fuel 
supplier transactions can be netted on a multilateral platform 
and fuel contracts or derivatives can be posted as collateral. 
Physical collateral increases (and decreases) in value With 
market price While cash does not; physical collateral 
improves operating reliability should a credit default occur 
(fuel or poWer still ?oWs). 
[0049] In accordance With one embodiment of the present 
invention, collateral is managed by use of CreditRisk+risk 
assessment softWare available through Credit Suisse First 
Boston. This risk assessment includes dynamic default prob 
abilities (DPs) using forWard looking market indices, includ 
ing uncertainty in DPs and energy prices. Continuous moni 
toring captures market moves (price) as Well as participant 
moves (credit). Cash requirements can be offset by physical 
collateral, and insurance equivalents. 

[0050] Bene?ts of the present invention to the energy 
market as a Whole include a reduction in credit risk, 
improved physical reliability through improved credit risk 
management, and no necessary system changes or added 
administration at RTO. Bene?ts to net buyers include 
reduced RTO/OTC spot market prices due to loWer risk With 
no change in current settlements, With use of physical 
reserves as collateral typically offsetting incremental cash 
collateral required of investment grade participants. Bene?ts 
to net sellers include collateral reductions (OTC) due to 
multilateral and cross contract netting With accelerated post 
delivery payments reducing receivables risk and improving 
cash ?oW. 

[0051] Referring to FIG. 3, a schematic overvieW shoWing 
How of obligations and cash in a platform in accordance With 
the principles of the present invention is seen. In a preferred 
embodiment, the neutral central counterparty has tWo dif 
ferent subsidiaries: a delivery entity to manage the under 
lying commodity transaction and a clearing entity to manage 
the clearing of the cash ?oW contracts. In addition, a neutral 
?nance entity is provided Which provides ?nancing to man 
age the time value of the difference in cash ?oWs. In one 
embodiment, the clearing entity, as a subsidiary of the 
neutral central counterparty, Will become a Derivatives 
Clearing OrganiZation under the designation and oversight 
of the Commodity Futures Trading Commission (CFTC). In 
one embodiment, the delivery entity, also a subsidiary of the 
neutral central counterparty, Will be regulated as an energy 
utility under the jurisdiction of the Federal Energy Regula 
tory Commission (FERC). 
[0052] The delivery entity assumes a poWer purchaser’s 
obligation to pay the poWer seller for purchases of electricity 
in the spot market in exchange for the poWer purchaser and 
poWer seller entering into separate cash ?oW contracts With 
the clearing entity. The clearing entity enters into one form 
of cash ?oW contract With the poWer buyer and another form 
of cash ?oW contract With the poWer seller. 

[0053] In energy markets electricity is ‘instantly perish 
able’ once it has been received and consumed, and the 
payment convention is at least tWenty (20) days in arrears for 
all electricity received during a given month. In accordance 
With the present invention, the risk that the poWer buyer 
could default on paying for electricity it has purchased and 
has already received is shifted to the delivery entity and the 
clearing entity. 
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[0054] In accordance With one aspect of the principles of 
the present invention, a set of related ?nancial instruments 
for the energy markets is provided. Without limiting the 
scope of the present invention, such ?nancial instruments for 
the energy markets Will be referred to herein as cash ?oW 
contracts. The cash ?oW contracts are structured as a sWap 
of cash ?oW payments and receivables betWeen the poWer 
seller and a third party and a sWap of payments and payables 
betWeen the poWer buyer and the same third party and is 
designed to ?t Within special Bankruptcy Code provisions 
for sWaps and forWard contracts and the parties to such 
contracts, as such terms are de?ned in the Code. 

[0055] In addition, in accordance With the present inven 
tion if the poWer buyer becomes bankrupt and defaults on its 
obligations under the cash ?oW contract, the clearing entity 
is afforded With better protections under the Bankruptcy 
Code (for example, exemption from the Code’s automatic 
stay provision, ability to enforce contract termination rights 
and ability to enforce rights to receive margin and/or settle 
ment payments) that are available to creditors Who are 
parties to sWap transactions and forWard contracts With a 
debtor. By de?ning contracts based on the cash ?oW trans 
actions rather than the underlying physical commodity, the 
cash ?oW contract can easily alloW multi-lateral netting 
across various physical and ?nancial energy transactions 
While obtaining the maximum bankruptcy protection, as 
discussed beloW. 

[0056] The cash ?oW contracts in accordance With the 
invention normally exchange longer-term post-delivery cash 
?oWs of a standard underlying Wholesale energy transaction 
for shorter-term cash ?oWs. In a preferred embodiment, 
linked cash ?oW contracts exchange monthly cash ?oWs of 
a standard underlying Wholesale energy transaction for 
Weekly cash ?oWs. In additional embodiments, contracts of 
other post-delivery settlement cycles can be converted to 
standardiZed, nettable Weekly cash ?oWs Within 2+ days of 
delivery—semi-monthly, bi-monthly, and Weekly settle 
ments in Which the cash ?oWs longer than 2+ days after 
delivery. In additional embodiments, a set of daily cash 
?oWs can be exchanged for a Weekly ?oW, a Weekly ?oW for 
a set of daily ?oWs, a set of ?xed duration ?oWs for a set of 
varying duration ?oWs (for example, a set of ?oWs at a ?xed 
Weekly ?oWs for a set of partial payments at a various 
duration of monthly, bi-monthly, and six monthly). 

[0057] Referring again to FIG. 3, to better understand hoW 
a cash ?oW contract of the present invention operates, 
assume a poWer market operated by a Regional Transmis 
sion Operator (RTO) in Which there is one investment grade 
poWer buyer and one poWer seller. In the underlying physi 
cal transaction, assume poWer seller sells and delivers $100 
a Week (Which accumulates to $400 a month) Worth of 
poWer throughout February to poWer buyer. Normally the 
Weekly (and partial Week) dollar amounts Will vary over the 
month; to simplify this example, a constant $100 a Week for 
a 28 day month that starts on Monday (the beginning of the 
Weekly delivery period) is used. For most months a partial 
Week at the beginning of the month and a partial Week at the 
end of the month Would be necessary to match a monthly 
settlement. 

[0058] Normally on March 20, poWer buyer Would pay the 
RTO the total monthly settlement amount ($400) and the 
RTO Would pay poWer seller ($400). The cash ?oW contracts 
of the present invention alloW the poWer seller to receive 
cash (for example, $99) on a Weekly basis. Under the cash 
?oW contracts, the poWer buyer Would be obliged to pay 
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cash (for example, $99.50) on a Weekly basis; hoWever, the 
neutral central counterparty also can separately arrange 
?nancing at the election of the poWer buyer so that the poWer 
buyer can pay on its normal monthly cycle. This is elabo 
rated beloW. 

[0059] Through RTO tariff modi?cations, the delivery 
entity automatically becomes the counterparty to both par 
ties of the cash merchandising transaction (through a de 
facto novation). Through RTO tariff changes, the delivery 
entity also automatically converts (during novation) the 
post-delivery component of the contracts into cash ?oW 
contracts betWeen the clearing entity and poWer seller, and 
betWeen the clearing entity and poWer buyer. 

[0060] The delivery entity guarantees payment on March 
20 to poWer seller of the full sale price (Which is $400 
monthly in this case), contingent upon poWer seller buying 
a cash ?oW contract from the clearing entity. Under the cash 
?oW contract, the clearing entity Would make Weekly pay 
ments (4 of $99 each in this case) to poWer seller on 2-9, 
2-16, 2-23, and 3-2 in exchange for poWer seller’s payment 
of an amount equal to its accounts receivable from the 
delivery entity (of $400) on 3-20. The clearing entity is 
obligated to make these payments to the poWer seller even 
if the poWer buyer defaults on its payment obligations to the 
clearing entity under its linked cash ?oW contract. The 
poWer seller assigns to the clearing entity its right to receive 
the monthly payment ($400) from the delivery entity so that 
poWer seller has no net cash outlay on 3-20. 

[0061] The delivery entity also assumes and releases 
poWer buyer from its post-delivery obligation of payment to 
the poWer seller (Whether made through the RTO or to the 
poWer seller directly) on March 20, contingent upon poWer 
buyer selling a related cash ?oW contract to the clearing 
entity. Under the cash ?oW contract, the poWer buyer agrees 
to make Weekly payments of $99.50 to the clearing entity on 
2-9, 2-16, 2-23, and 3-2 in exchange for the clearing entity’s 
agreement to pay the delivery entity $400 on March 20, 
Which the delivery entity may use to meet the payment 
obligation it assumed of the poWer buyer under the poWer 
buyer’s original cash market contract With the poWer seller. 
Thus, the delivery entity is a third party bene?ciary of the 
poWer buyer’s cash ?oW contract With the clearing entity. If 
the poWer buyer ?nances its payment obligations under the 
cash ?oW contract so that it can continue its normal monthly 
payment cycle, it assigns responsibility to the ?nance entity 
to make the poWer buyer’s $99.50 Weekly payments to the 
clearing entity in exchange for a payment of $400 on March 
20 to the ?nance entity. 

[0062] To tie all this together, the delivery entity enters 
into a sWap With the clearing entity under Which the clearing 
entity assigns its payments received from poWer buyer under 
the cash ?oW contract to the delivery entity in exchange for 
the delivery entity’s payment guarantee to poWer seller. 

[0063] There are a number of bene?ts to the present 
invention. Initially, the poWer seller receives cash Weekly 
and is no longer subject to the receivable risk of the poWer 
buyer; that risk has been shifted to the clearing entity. Also, 
the poWer buyer has the option to pay on its normal monthly 
cycle. The ?nance entity Will arrange ?nancing (so the seller 
can be paid Weekly While the buyer pays monthly) that not 
only provides the accelerated cash ?oW, but also absorbs the 
buyer’s default risk. The poWer seller can net cash ?oW 
contracts associated With electricity sales With cash ?oW 
contracts associated With natural gas purchases to reduce the 
collateral it must post for natural gas. If a party has entered 
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into both purchases and sales in the spot or forward market, 
it can net the Weekly payments it receives under the cash 
?oW contracts associated With its sales of poWer against the 
Weekly payments it is obligated to make under the cash ?oW 
contracts associated With its purchases of poWer, and either 
pay (in the case of net purchases) or receive (in the case of 
net sales) the difference. 

[0064] In addition, the poWer buyer can use unused credit 
limit and physical collateral on the cash ?oW contract in the 
spot market to purchase poWer and gas spot and forWard 
contracts. Of course, there Will be multiple buyers and 
sellers Whose positions can be multi-laterally netted against 
each other to reduce collateral requirements. This contract 
de?nition is designed to achieve the best protection available 
under the US. Bankruptcy Code, as elaborated beloW. 

[0065] The cash ?oW contracts should be protected under 
the Bankruptcy Code (the “Code”) in tWo Ways: ?rst, the 
cash ?oW contract are designed to ?t Within the Code’s 
de?nition of ‘forWard contract’, and the cash ?oW contracts 
are designed for the status of both parties to the contract to 
?t Within the Code’s de?nition of ‘forWard contract mer 
chant’; second, the cash ?oW contract should ?t Within the 
Code’s de?nition of ‘sWap agreement’, and the cash ?oW 
contracts are designed for the status of both parties to the 
contract to ?t Within the Code’s de?nition of ‘sWap partici 
pant.’ These protections under the Code are not mutually 
exclusive: a derivative can be both a sWap and a forWard 
contract; the Code de?nition of forWard contract, in fact, 
includes sWaps. These tWo protections are elaborated beloW. 

[0066] ‘ForWard Contract’ is generally de?ned in the Code 
as a contract for the purchase, sale or transfer of a com 
modity or a service, right or interest that is or becomes the 
subject of dealing in the forWard contract trade or product or 
byproduct thereof, With a maturity date of more than tWo 
days. Examples cited in the Code include repos and reverse 
repos, leases, sWaps, hedge transactions, deposits, loans, 
options, allocated and unallocated transactions or any com 
bination of such instruments. A cash spot contract is not a 
forWard contract for purposes of the Code if the seller is 
obligated to make delivery on or Within tWo days, but the 
tWo day minimum term requirement is not a constraint for 
the associated cash ?oW contracts, because the performance 
obligations under the cash ?oW contracts are tied to 
exchanges of cash ?oW payment obligations that extend 
beyond tWo days. In other Words, the obligation at maturity 
under cash ?oW contracts is different (deliver/receive elec 
tricity vs. payment of sWapped cash ?oWs). 

[0067] ‘ForWard Contract Merchant’ is generally de?ned 
in the Code as a person Whose business consists in Whole or 
in part of entering into forWard contracts. ‘Margin Payment’ 
for purposes of the Code’s forWard contract provisions 
includes payments or deposits of cash or of securities or 
other property “commonly knoWn in the forWard contract 
trade as original margin, initial margin, maintenance margin, 
or variation margin, including mark-to-market payments, or 
variation payments.”‘Settlement Payment’ for purposes of 
the Code’s forWard contract provisions includes preliminary 
settlement payments, partial settlement payments, interim 
settlement payments, settlement payments on account, ?nal 
settlement payments, net settlement payments or similar 
payment commonly used in the trade. 

[0068] Under the Code, a ForWard Contract Merchant can 
enforce contractual rights to liquidate open forWard con 
tracts With the debtor. AForWard Contract Merchant also can 
enforce contractual rights to receive margin on open forWard 
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contracts With the debtor. AForWard Contract Merchant can 
enforce contractual rights to offset mutual debts relating to 
margin and settlement obligations under forWard contracts 
With the debtor. Finally, margin and settlement payments 
made by a debtor on forWard contracts prior to ?ling of the 
bankruptcy petition cannot be unWound. 

[0069] ‘SWap Agreement’ is generally de?ned in the Code 
to cover rate sWap agreements, basis sWaps, forWard rate 
agreements, commodity sWaps, interest rate options, for 
Ward foreign exchange agreements, spot foreign exchange 
agreements, rate cap agreements, rate ?oor agreements, rate 
collar agreements, currency and cross-currency rate sWaps, 
currency options and other similar agreements, and also 
includes options to enter into any of the foregoing. ‘SWap 
Participant’ is generally de?ned in the Code to mean an 
entity that has an outstanding sWap agreement With the 
debtor at the time of ?ling of the debtor’s bankruptcy 
petition. 
[0070] Under the Code, a SWap Participant can enforce 
contractual rights to liquidate open sWap contracts With the 
debtor. A SWap Participant also can enforce contractual 
rights to net out ‘termination values’ and ‘payment 
amounts.’ A SWap Participant also can enforce contractual 
rights to offset mutual debts relating to sWap agreements, 
including the right to offset against cash, securities or other 
property held to guarantee the debtor’s obligations under the 
sWap. Finally, payments made by debtor on sWap contracts 
prior to ?ling bankruptcy petition cannot be unWound. 

[0071] FIG. 4 ?rst shoWs a probability distribution of 
losses from a portfolio. This distribution is computed using 
the CreditRisk+model of Credit Suisse First Boston. In 
particular, the expected loss should be captured on both the 
pro?t and loss statement and the balance sheet. In addition, 
the market participant should have adequate equity (eco 
nomic capital) reserved on its balance sheet to cover up to 
a 99th percentile loss according to standard industry prac 
tices. 

[0072] FIG. 5 shoWs the ?nancial impact of an alternate 
risk management strategy, such as one implemented in 
accordance With the present invention, versus the base risk 
management strategy of the prior art. The difference in 
expected losses can be re?ected on the pro?t and loss 
statement and the balance sheet, and the difference in 
economic capital can be re?ected on the balance sheet. 

EXAMPLE 

[0073] A comparison Was made of the ?nancial impact for 
10 different market participants for a portfolio of energy 
transactions cleared in accordance With the principles of the 
present invention versus a prior art energy contract. One set 
of 5 market participants Were investment grade (e.g., a BBB 
credit rating by Standard & Poor’s) and hence Were not 
currently posting collateral in their spot market transactions. 
A second set of 5 market participants had the same charac 
teristics except they Were beloW investment grade (e.g., a 
BB credit rating by Standard & Poor’s) and hence Were 
currently posting collateral in their spot market purchases. 

[0074] Each type of credit rating included a set of 5 
participants: a trader, Who also tried to have a ?at position 
(that is, no net contracts, or one set of transactions offset 
another set of transactions, When netting across all markets) 
in its spot and forWard market trading; (ii) a 100% net seller 
in the spot market of the RTO—this entity sold no poWer in 
forWard markets and purchased no poWer to serve retail 
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customers; (iii) a 100% net buyer in the RTO spot market— 
this entity owned no generation nor purchased any forward 
poWer contracts; rather it bought all of its poWer in the RTO 
spot market; (iv) a 20% net seller in the RTO spot market— 
this entity has both load and generation and most of its 
transactions are in the forWard market; it has 20% excess 
poWer over it load requirements from the forWard markets 
and its oWn generation to sell in the spot market; and (v) a 
20% net buyer in the RTO spot market—this entity has both 
load and generation and most of its transactions are also in 
the forWard market; hoWever, it buys a net 20% of its 
delivered volumes in the RTO spot market to meet its load 
requirements. 
[0075] As the prior art, the “best practices” as published 
by the Committee of Chief Risk Of?cers (CCRO) is utiliZed. 
The CCRO is a coalition of energy companies Who develop 
tools to strengthen risk management and disclosure practices 
in the physical and ?nancial trading and marketing of 
electricity and natural gas. CCRO can be contacted c/o 
Ogilvy Public Relations WorldWide, 1901 L Street, NW, 
Suite 300, Washington, DC. 20036. 

[0076] Table 1 set forth in the Appendix shoWs a table 
summariZing the balance sheet and pro?t & loss impacts 
before taxes for each of the 10 participant cases de?ned 
beloW. The impacts are normaliZed per 500,000 MWH of 
delivered volume per month. Thus, if an entity has a monthly 
delivered volume of 1,000,000 MWHs then the absolute 
dollar impact Would be tWice as great, although the relative 
percentage impact Would stay the same. Table 1 shoWs that 
signi?cant capital is freed up on the balance sheets of all 
market participants by implementing the NECC preferred 
embodiment of the present invention. It also shoWs a posi 
tive impact on the pro?t & loss for each participant. 

[0077] Thus, it is seen that default risk is reduced When 
expected loss is reduced. Accelerated settlement reduces 
expected loss and dramatically reduces default risk. Apply 
ing equivalent gas contract or physical reserves to sellers’ 
collateral requirements more than offsets the tighter collat 
eral requirements, thereby freeing up signi?cant cash. Addi 
tional cash is freed When generator’s receivable position at 
the RTO is netted against collateral requirements. Generator 
risks can be offset by the value of their physical portfolio. 

[0078] Thus, a cash ?oW contract in accordance With the 
invention alloWs netting of positions of cash spot market and 
forWard market energy (poWer and natural gas) contracts, 
shifts credit risk to a neutral central counterparty and alloWs 
multi-lateral netting, reduces credit risk in the energy mar 
kets through a Weekly (rather than monthly) cash settlement, 
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facilitates ?nancing so that net buyers can de facto keep a 
monthly cycle if they choose, permits the use of physical 
collateral to meet margin requirements, and obtains the 
strongest creditor protections available to the neutral central 
counterparty under the Bankruptcy Code on cash ?oW 
contracts in the event the counterparty on the transaction 
defaults, in particular; exemption from the Code’s automatic 
stay provision, ability to enforce contract termination rights 
and ability to enforce rights to receive margin and/or settle 
ment payments. 

[0079] It should be understood that various changes and 
modi?cations to the preferred embodiment described herein 
Would be apparent to those skilled in the art. For example, 
in addition to poWer and natural gas markets, coal, air 
emissions credits, poWer generation capacity, poWer trans 
mission capacity, natural gas storage capacity, natural gas 
pipeline capacity, dispatchability of poWer generation or 
natural gas, demand response or reduction of electricity or 
natural gas demand during times of tight capacity situations 
or high market prices used as an alternative to electricity or 
natural gas capacity/supply, reneWable energy, energy ef? 
ciency or energy conservation used as an alternative to neW 
electricity or natural gas supply, and like energy markets can 
be utiliZed. In addition, While the preferred embodiment 
described herein utiliZes a sWap contract as the derivative 
instrument, futures contracts, forWard contracts (With or 
Without physical delivery), options, and like derivative 
instruments can be utiliZed. In addition, all types of energy 
marketplaces such as for example, exchange traded markets, 
over-the-counter (OTC) brokered bilateral markets, central 
iZed markets offered by ITPs using electronic bulletin board 
quotation facilities or other types of markets offered by 
RTOs, ISOs, or pipeline operators, and like energy markets 
can be utiliZed. Still further, the tenor (or contract length) of 
the energy markets can be categoriZed not only as spot 
markets and forWard markets, but also, on a more detailed 
basis, types of spot transactions include real-time, imbal 
ance, balancing, hourly, intra-day, next day, day ahead; and 
types of forWards include Weekly, balance of Week, monthly, 
balance of month, quarterly, calendar, multiple year con 
tracts, and like tenors. Such changes and modi?cations can 
be made Without departing from the spirit and scope of the 
present invention and Without demising its attendant advan 
tages. It is therefore intended that such changes and modi 
?cations be covered by the appended claims. 

APPENDIX 

[0080] 

TABLE 1 

Participant Financial Impacts of NECC Proposed Credit/Clearing Solution 
per 500,000 MWH per month delivered volume 

Trader Flat 100% Net Seller 100% Net Buyer 20% Net Seller 20% Net Buyer 
Participant in in RTO Spot in RTO Spot in RTO Spot in RTO Spot 

RTO Spot Market Market Market Market Market 

Investment Grade 

Balance Sheet — Standard Practice 35 57,565,500 $ 4,925,500 $ 3,325,500 $ 4,925,500 $ 7,085,500 
Balance Sheet - NECC Practices 5 8,355,490 $ (21,995,067) $ (254,910) $ (4,626,621) $ 201,410 
Net Cost Savings 5 49,210,010 $ 26,920,567 $ 3,580,410 $ 9,552,121 $ 6,884,090 
% Reduction 85.49% 546.56% 107.67% 193.93% 97.16% 
P&L - Standard Practice 5 425,193 $ 74,465 $ 54,739 $ 74,465 $ 84,525 
P&L - NECC Practices 5 114,540 $ (4,625) $ (1,676) $ 13,578 $ 21,524 
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TABLE l-continued 
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Participant Financial Impacts of NECC Proposed Credit/Clearing Solution 
per 500 000 MWH per month delivered volume 

Trader Flat 100% Net Seller 100% Net Buyer 20% Net Seller 20% Net Buyer 
Participant in in RTO Spot in RTO Spot in RTO Spot in RTO Spot 

RTO Spot Market Market Market Market Market 

Net Cost Savings 35 310,653 $ 79,090 $ 56,415 $ 60,886 $ 63,001 
% of Spot Notional 0.40% 0.28% 1.52% 1.58% 
% of Delivered Notional 1.55% 0.40% 0.28% 0.30% 0.32% 
Non-Investment Grade 

Balance Sheet — Standard Practice 35 399,325,500 35 3,325,500 $ 43,325,500 $ 3,325,500 $ 53,325,500 
Balance Sheet - NECC Practices 35 8,355,490 $ (20,666,667) $ 7,715,490 $ (4,360,941) $ 1,795,490 
Net Cost Savings 35 390,970,010 35 23,992,167 $ 35,610,010 $ 7,686,441 $ 51,530,010 
% Reduction 97.91% 721.46% 82.19% 231.14% 96.63% 
P&L - Standard Practice 35 2,658,574 $ 54,739 $ 317,752 $ 54,739 $ 383,506 
P&L - NECC Practices 35 114,540 $ 4,110 $ 50,732 $ 15,325 $ 32,006 
Net Cost Savings 35 2,544,034 $ 50,629 $ 267,020 $ 39,413 $ 351,500 
% of Spot Notional 0.25% 1.34% 0.99% 8.79% 
% of Delivered Notional 12.72% 0.25% 1.34% 0.20% 1.76% 

What is claimed is: 
1. Amethod of creating a ?nancial instrument comprising: 

for an energy market, creating a derivative instrument 
related to accounts receivable or accounts payable or 
both. 

2. The ?nancial instrument of claim 1 further wherein the 
derivative instrument is a swap. 

3. The ?nancial instrument of claim 1 further wherein the 
derivative instrument is a futures contract. 

4. The ?nancial instrument of claim 1 further wherein the 
derivative instrument is a forward contract. 

5. The ?nancial instrument of claim 4 further wherein the 
forward contract is a forward contract for physical delivery. 

6. The ?nancial instrument of claim 1 further wherein the 
derivative instrument is an option. 

7. The ?nancial instrument of claim 1 further wherein the 
energy market comprises a natural gas market. 

8. The ?nancial instrument of claim 1 further wherein the 
energy market comprises a power market. 

9. A ?nancial instrument comprising: 

in an energy market, assigning delivery obligations on a 
multi-lateral basis to a neutral, third-party clearing 
entity. 

10. The ?nancial instrument of claim 9 further wherein 
the delivery obligations are assigned through an independent 
transmission provider. 

11. The ?nancial instrument of claim 10 further wherein 
the independent transmission provider is a regional trans 
mission operator. 

12. The ?nancial instrument of claim 10 further wherein 
the independent transmission provider is an independent 
system operator. 

13. The ?nancial instrument of claim 9 further wherein 
the delivery obligations are assigned through a gas pipeline. 

14. The ?nancial instrument of claim 9 further wherein an 
obligation of a power purchaser to pay a power seller for 
purchases of energy is assigned to a neutral, third-party 
clearing entity. 

15. The ?nancial instrument of claim 9 further wherein 
the energy market comprises a natural gas market. 

16. The ?nancial instrument of claim 9 further wherein 
the energy market comprises a power market. 

17. A ?nancial instrument comprising: 

in an energy market, assigning delivery and payment 
obligations on a multi-lateral basis to a third party via 
novation. 

18. The ?nancial instrument of claim 17 further wherein 
the payment obligations are assigned through an indepen 
dent transmission provider. 

19. The ?nancial instrument of claim 17 further wherein 
the payment obligations are assigned through a gas pipeline. 

20. The ?nancial instrument of claim 17 further wherein 
an obligation of a power seller to deliver energy to a power 
purchaser is assigned to a neutral, third-party clearing entity. 

21. The ?nancial instrument of claim 17 further wherein 
the energy market comprises a natural gas market. 

22. The ?nancial instrument of claim 17 further wherein 
the energy market comprises a power market. 

23. A ?nancial instrument comprising: 

in a commodity market, utilizing accounts receivable 
swaps, accounts payable swaps or both accounts 
receivable swaps and accounts payable swaps to net 
cash and forward commodity transactions. 

24. The ?nancial instrument of claim 23 further wherein 
the commodity comprises energy. 

25. The ?nancial instrument of claim 24 further wherein 
an obligation of the energy purchaser to pay the energy seller 
is exchanged with a third party. 

26. The ?nancial instrument of claim 24 further wherein 
the energy market comprises a natural gas market. 

27. The ?nancial instrument of claim 24 further wherein 
the energy market comprises a power market. 

28. A ?nancial instrument comprising: 

utilizing physical collateral as margin in an energy clear 
inghouse. 

29. The ?nancial instrument of claim 28 further wherein 
the physical collateral comprises energy plant dispatchabil 
ity or the rights to plant dispatchability. 

30. The ?nancial instrument of claim 28 further wherein 
the physical collateral comprises energy reserves or the 
rights to use energy reserves. 
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31. The ?nancial instrument of claim 28 further wherein 
the physical collateral comprises transmission capacity or 
the rights to transmission, including ?rm and non-?rm, 
physical and ?nancial rights. 

32. The ?nancial instrument of claim 28 further Wherein 
the energy market comprises a natural gas market. 

33. The ?nancial instrument of claim 28 further Wherein 
the energy market comprises a poWer market. 

34. A ?nancial instrument comprising: 

integrating With spot markets to determine the amount of 
physical collateral to assign to energy supply resources. 

35. The ?nancial instrument of claim 34 further Wherein 
the physical collateral comprises poWer generators. 

36. The ?nancial instrument of claim 34 further Wherein 
the physical collateral comprises gas. 

37. The ?nancial instrument of claim 34 further Wherein 
the spot market comprises a pipeline market. 

38. The ?nancial instrument of claim 34 further Wherein 
the spot market comprises an independent transmission 
provider market. 

39. The ?nancial instrument of claim 38 further Wherein 
the independent transmission provider is a regional trans 
mission operator. 

40. The ?nancial instrument of claim 38 further Wherein 
the independent transmission provider is an independent 
system operator. 

41. The ?nancial instrument of claim 34 further Wherein 
the Wherein the spot market comprises an independent 
system operator market. 

42. The ?nancial instrument of claim 34 further Wherein 
the spot market comprises a day head market. 

43. The ?nancial instrument of claim 34 further including 
integrating a bid stack of supply offers into an independent 
transmission provider market as a basis for calculating a call 
option value as a source of collateral. 

44. The ?nancial instrument of claim 43 further Wherein 
the independent transmission provider is a regional trans 
mission operator market. 

45. The ?nancial instrument of claim 43 further Wherein 
the independent transmission provider is an independent 
system operator market. 

46. The ?nancial instrument of claim 43 further Wherein 
the supply offers are in an independent transmission pro 
vider day-ahead market. 

47. The ?nancial instrument of claim 43 further Wherein 
the supply offers are in an independent transmission pro 
vider real-time market. 

48. The ?nancial instrument of claim 34 further Wherein 
the spot market comprises a natural gas market. 

49. The ?nancial instrument of claim 34 further Wherein 
the spot market comprises a poWer market. 

50. A?nancial instrument for energy markets comprising: 

a sWap that eXchanges one length term cash ?oWs of a 
standard underlying Wholesale energy transaction for 
different length term cash ?oWs. 

51. The ?nancial instrument for energy markets of claim 
50 further Wherein one length term cash ?oWs are longer 
term cash ?oWs and the different length term cash ?oWs are 
shorter-term cash ?oWs. 

52. The ?nancial instrument for energy markets of claim 
50 further Wherein the shorter-term cash ?oWs are accounts 
payable cash ?oWs. 
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53. The ?nancial instrument for energy markets of claim 
50 further Wherein the shorter-term cash ?oWs are accounts 
receivable cash ?oWs. 

54. The ?nancial instrument for energy markets of claim 
51 further Wherein the longer-term cash ?oWs are accounts 
payable cash ?oWs. 

55. The ?nancial instrument for energy markets of claim 
51 further Wherein the longer-term cash ?oWs are accounts 
receivable cash ?oWs. 

56. The ?nancial instrument for energy markets of claim 
51 further Wherein the longer-term cash ?oWs of the stan 
dard underlying Wholesale energy transaction are monthly 
cash ?oWs and the shorter term cash ?oWs are Weekly cash 
?oWs. 

57. The ?nancial instrument for energy markets of claim 
51 further Wherein the longer-term cash ?oWs of the stan 
dard underlying Wholesale energy transaction are semi 
monthly cash ?oWs and the shorter term cash ?oWs are 
Weekly cash ?oWs. 

58. The ?nancial instrument for energy markets of claim 
51 further Wherein the longer-term cash ?oWs of the stan 
dard underlying Wholesale energy transaction are 
bi-monthly cash ?oWs and the shorter term cash ?oWs are 
Weekly cash ?oWs. 

59. The ?nancial instrument for energy markets of claim 
51 further Wherein the longer-term cash ?oWs of the stan 
dard underlying Wholesale energy transaction are Weekly 
cash ?oWs and the shorter term cash ?oWs are daily cash 
?oWs. 

60. The ?nancial instrument for energy markets of claim 
51 further Wherein the longer-term cash ?oWs of the stan 
dard underlying Wholesale energy transaction and the 
shorter term cash ?oWs are varying term cash ?oWs. 

61. The ?nancial instrument of claim 51 further Wherein 
the energy market comprises a natural gas market. 

62. The ?nancial instrument of claim 51 further Wherein 
the energy market comprises a poWer market. 

63. A?nancial instrument for energy markets comprising: 

a novation that assigns delivery and payment obligations 
on a multi-lateral basis to an independent, third party 
clearing entity. 

64. The ?nancial instrument of claim 63 further Wherein 
the delivery obligations are assigned through an independent 
transmission provider. 

65. The ?nancial instrument of claim 63 further Wherein 
the delivery obligations are assigned through a gas pipeline. 

66. The ?nancial instrument of claim 63 further Wherein 
the delivery obligation of the energy seller to deliver energy 
to an energy purchaser is eXchanged With the clearing entity. 

67. The ?nancial instrument for energy markets of claim 
63 further Wherein the clearing entity converts physical 
contracts into cash ?oW contracts betWeen the clearing entity 
and a poWer seller, and betWeen the clearing entity and a 
poWer buyer. 

68. The ?nancial instrument for energy markets of claim 
67 further Wherein the clearing entity comprises a delivery 
entity that manages the underlying commodity transaction 
and a clearing entity that manages clearing of the cash ?oW 
contracts. 

69. The ?nancial instrument for energy markets of claim 
68 further Wherein the clearing entity comprises a forWard 
contract merchant under the regulation of the Commodity 
Futures Trading Commission. 
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70. The ?nancial instrument for energy markets of claim 
68 further Wherein the clearing entity comprises a sWaps 
participant under the regulation of the Commodity Futures 
Trading Commission. 

71. The ?nancial instrument for energy markets of claim 
68 further Wherein the clearing entity begins as a ForWard 
Contract Merchant/Swaps Participant and then become a 
Derivatives Clearing OrganiZation under the regulation of 
the Commodity Futures Trading Commission. 

72. The ?nancial instrument for energy markets of claim 
68 further Wherein the clearing entity comprises a Deriva 
tives Clearing OrganiZation under the regulation of the 
Commodity Futures Trading Commission. 

73. The ?nancial instrument for energy markets of claim 
68 further Wherein the delivery entity comprises an energy 
utility under the jurisdiction of the Federal Energy Regula 
tory Commission. 

74. The ?nancial instrument for energy markets of claim 
68 further Wherein the delivery entity enters into a sWap With 
the clearing entity under Which the clearing entity assigns 
payments received from the poWer buyer under the cash 
?oW contract to the delivery entity in exchange for a 
payment guarantee from the delivery entity to the poWer 
seller. 

75. The ?nancial instrument for energy markets of claim 
68 further including a neutral ?nance entity that provides 
?nancing to manage the time value of the difference in cash 
?oWs. 

76. The ?nancial instrument for energy markets of claim 
68 further Wherein the delivery entity assumes an obligation 
of a poWer buyer to pay a poWer seller for purchases of 
electricity in a spot market in exchange for the poWer buyer 
and poWer seller entering into separate cash ?oW contracts 
With the clearing entity. 

77. The ?nancial instrument for energy markets of claim 
68 further Wherein the cash ?oW contract is protected under 
Bankruptcy Code. 
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78. The ?nancial instrument for energy markets of claim 
77 further Wherein the cash ?oW contract ?ts Within Bank 
ruptcy Code de?nition of forWard contract. 

79. The ?nancial instrument for energy markets of claim 
77 further Wherein the cash ?oW contract ?ts Within Bank 
ruptcy Code de?nition of sWap agreement. 

80. The ?nancial instrument for energy markets of claim 
63 further Wherein the clearing entity ?ts Within Bankruptcy 
Code de?nition of forWard contract merchant. 

81. The ?nancial instrument for energy markets of claim 
63 further Wherein the clearing entity ?ts Within Bankruptcy 
Code de?nition of sWap participant. 

82. The ?nancial instrument of claim 63 further Wherein 
the energy market comprises a natural gas market. 

83. The ?nancial instrument of claim 63 further Wherein 
the energy market comprises a poWer market. 

84. The ?nancial instrument of claim 63 further Wherein 
the energy market is selected from the group comprising a 
coal market, an air emissions market, a poWer generation 
capacity market, a poWer transmission capacity market, a 
natural gas storage capacity market, a natural gas pipeline 
capacity market, a demand response market, a reneWable 
energy market, an energy ef?ciency market, an exchange 
traded market, an over-the-counter market, a bilateral mar 
ket, a brokered market, an independent transmission pro 
vider market, a regional transmission organiZation market, 
an independent system operator market, a pipeline market, 
an electronic bulletin board market, a spot market, a real 
time market, an imbalance market, a balancing market, an 
hourly market, an intra-day market, a next day market, a day 
ahead market, a forWard market, a Weekly market, a balance 
of Week market, a monthly market, a balance of month 
market, a quarterly market, a calendar market, a multiple 
year market, and combinations thereof. 


