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1. Introduction

On 22 September 2021, the Commodity Clearing House (IRGIiT or Clearing House) in
cooperation with the Polish Power Exchange (POLPX) and Clearing House Members
conducted tests of the procedure of conduct in case of an Event of Default within the
meaning of the Regulations of the Exchange Clearing House (Commodity Market) and the
Regulations of the Clearing and Settlement House. These were the first such tests in
IRGIT’s history. The tests simulated an Event of Default (which until 2020 was also called
an “insolvency” in IRGIT’s regulations; these terms will be used interchangeably in this

document) of a Clearing House Member.

The history of insolvency cases in the Polish market and in international markets shows
that the rules of conduct in such a situation are one of the most critical elements of a
clearing house’s risk management system that all market participants should know and
understand. Because of the above, the tests of the procedure in case of an event of default
by a Clearing House Member not only verified the procedures, models and mechanisms in
place in POLPX and IRGIT, but were also a learning and educational experience for market

participants.

Such simulations are standard exercises carried out by clearing houses across the world.
According to the general rules in effect in clearing houses, in order to ensure safety of a
market, the institutions are required to close out the positions of an insolvent entity as
quickly as possible in order to mitigate as much as possible the impact of market

fluctuations on the portfolio valuation and minimize potential losses.

A detailed description of the simulation and its results is presented in the further part of

this document. There are plans to conduct similar tests also in the future.
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2. Regulatory basis of the process

The activity of IRGIT is defined in particular by the Regulations of the Exchange Clearing
House (Commodity Market), hereinafter referred to as “ECH Regulations” and the
Regulations of the Clearing and Settlement House, hereinafter referred to as the “CSH
Regulations”. IRGIiT’s conduct in case of an Event of Default is described in IRGIiT’s internal
procedure ("Procedure in case of an Event of Default”, hereinafter the Procedure). An

extract from the procedure - a document named “Rules of Conduct in the Event of Default”

- is published on IRGIT’s website.

The transparency of the process launched when an event of default occurs is critical for
effectively managing risk and mitigating the event’s negative impact on all market
participants. Therefore the "Rules of Conduct in the Event of Default” contain a range of

information on, among others:

e analysis and evaluation of events that may constitute grounds for declaring an Event
of Default,

e a catalog of actions to be taken by IRGIT S.A. in order to mitigate the risk once the
grounds for declaring an Event of Default have arisen,

e the rules of communication with the market and supervisory bodies when an Event
of Default has been declared,

e the process of closing open positions of the Clearing House Member involved in the
Event of Default,

e the order of using financial resources to cover the losses generated by the exposure

of the Clearing House Member involved in the Event of Default.


https://www.irgit.pl/sites/default/files/media/documents/others/pl/zasadypostepowaniawsytuacjiwystapieniaprzypadkunaruszenia.pdf
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3. Key assumptions for testing the Procedure

The main assumption of the tests was for IRGIiT and POLPX to carry out, step by step, the
process described in the procedure in artificially created market conditions. In order to
carry out this process, a hypothetical entity operating on electricity and gas markets has
been created. The full procedure was applied to that entity and actions were taken to close
its positions. The entity’s portfolio size was calculated on the basis of an expert analysis
of the actual portfolios held by exchange market participants. The Clearing House Members
who registered to take part in the tests were given access to the testing environment of

the trading system, in which the insolvent entity’s position closing was simulated.

3.1 Portfolio of the entity in respect to which an Event of Default
has been identified during tests

When selecting the instruments to be included in the portfolio of the hypothetical entity in
respect to which an Event of Default has been identified, IRGIT relied on the analysis of
portfolios of the Clearing House Members from the period preceding the test. IRGIT's
objective was to use instruments from spot and forward markets for gas and electricity.
In the case of instruments from the forward electricity market, the portfolio contained both
the more liquid BASE instruments as well as less liquid ones, such as instruments with the
OFFPEAK profile. According to assumptions, the portfolio was to cover a large share of
delivery periods, in which the instruments were quoted when the test was carried out. This
way, the portfolio included contracts from the Day-Ahead Market as well as ones with

delivery dates in 2025.

This approach was to ensure the best possible reflection of the portfolio that IRGIT could
encounter in a real case of an Event of Default and was to verify the conduct of market

participants in respect to less liquid contracts.

The instruments included in the portfolio of the hypothetical entity suffering an Event of

Default are presented in Table 1.
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Table 1. Composition of the portfolio of the hypothetical entity, in respect

to which an Event of Default has been identified during tests

Market Instrument Net position
DAM BASE_23-09-21 3
DAM BASE_24-09-21 3
EFM BASE_W-40-21 3
EFM BASE_W-41-21 3
EFM BASE_Q-4-21 -43
EFM BASE_Q-1-22 -16
EFM BASE_Y-22 -98
EFM BASE_Y-23 -94
EFM BASE_Y-24 -60
EFM BASE_Y-25 -2
DAM PEAKS5_23-09-21 6
DAM PEAKS5_24-09-21 6
EFM PEAKS5_W-40-21 6
EFM PEAKS5_W-41-21 6
EFM PEAKS5_Q-4-21 6
EFM PEAKS5_Y-22 3
EFM OFFPEAK_W-41-21 -3
EFM OFFPEAK _Q-4-21 -3
EFM OFFPEAK _Y-22 -3
DAMg GAS_BASE_23-09-21 3
GFM GAS_BASE_W-40-21 12
GFM GAS_BASE_W-41-21 12
GFM GAS_BASE_Q-4-21 15
GFM GAS_BASE_Y-22 15
GFM GAS_BASE_Y-23 10

Source: Proprietary material
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3.2 Collateral of the entity, in respect of which an Event of Default
has been identified during tests

For the purpose of the simulation, a typical, most common case was assumed, in which
the hypothetical Clearing House Member covers the collateral margins with both cash and
bank guarantees. The required collateral amount was estimated by using the actual
collateral models in effect in IRGIT. It was also assumed that the hypothetical Clearing
House Member optimized its costs as much as possible by maximizing the use of bank
guarantees.

The collateral structure of the entity, in respect of which an Event of Default has been

identified during tests, is presented in Table 2.

Table 2. Collateral structure of the hypothetical entity, in respect to which
an Event of Default has been identified during tests

Collateral margin
Initial margin (required) PLN 51,566,646.52
Variation margin (required) PLN 137,061,025.92
Required collateral margin PLN 188,627,672.44
Guarantees submitted as collateral margin PLN 170,000,000.00
Guarantees recognized as collateral margin PLN 169,764,905.20
Collateral margin required in cash PLN 18,862,767.24
Guarantee Fund
Cash payment to the Guarantee Fund PLN 90,000.00%*!

Source: Proprietary material

1 An assumption has been made that the insolvent entity has made the first contribution to the Guarantee Fund
(three times the amount of the minimum payment)
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3.3 Grounds for launching the process of handling an Event of
Default

The grounds for launching the process of handling an Event of Default and
consequently closing positions of a hypothetical Clearing House Member were: the
violation of § 53 of the ECH Regulations involving a payment reservation resulting
from an update of collateral margins for the Electricity Forward Market (EFM) and
the Gas Forward Market (GFM), encumbering the clearing bank account in the
Clearing Bank (the batch of payment orders no. 3 according to § 59 item 1 (c) of
the Detailed Clearing and Settlement Rules of the Exchange Clearing House). It was
additionally assumed for simulation purposes that the insolvent entity had given the
notice that it was unable to settle its liabilities resulting from its membership in the

Clearing House.



&, IRGIT

Summary of the first edition of tests of the Procedure in case of an Event of Default
(simulation of insolvency of a Clearing House Member)

4. Summary of the tests

4.1 Involvement of market participants

Due to the need to ensure safety of data, only the brokers that were registered for tests

by Clearing House Members were able to participate in the tests.?

Clearing House Members were informed of the planned tests and how they should register
for tests Subsequently, reminders of the upcoming registration end date were sent weekly,

up to and including the end of the week before the tests.

Ultimately, 51 brokers from 20 companies were registered for testing. At that moment,
they represented 74.17% of the exchange market.3 Finally, on the date of testing, there
were 19 active entities and orders were submitted by 32 brokers (some brokers acted as
observers only). Considering the fact that participation in the tests was not mandatory,
the attendance numbers should be viewed as very good. Broad involvement of Clearing
House Members in the tests confirms how important the subject of handling an Event of
Default (insolvency) is for the market. It is also critical for achieving one of the goals of
the tests, i.e. for the market participants to gain knowledge and experience about the

rules of conduct in case of an Event of Default.

4.2 Event of Default Commission

The tests began by convening the Event of Default Commission, as required by the
Procedure. During the Commission meeting, the attendees executed the provisions of the
Procedure step by step, in order to verify its consistency as well as transparency and
feasibility. Also, the activities preparing Commission meetings were tested, in particular
the time required to hold the meeting and to prepare full information about the standing

of the entity.

2 Only the brokers of Clearing House Members were able to participate in the tests — no involvement of Clearing
House Members’ customers had been envisaged
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As a result of the simulation, at the stage of convening and holding the Commission, no
critical flaws or dysfunctions were found that would adversely affect the ability to carry
out the process. However, certain areas were identified that, if optimized, would improve

the efficiency of operation of the Commission.

4.3 Communication with market participants during tests

Communication during the test Event of Default handling process was based solely on e-
mail communication with the brokers registered for tests, so as to limit the possibility of
the possible error of brokers working on production systems. All communication was based
on the rules set forth in the Procedure. Any possible departures from the messages were
caused by the testing character of the activities and the fact that they were adapted to

the situation of the hypothetical entity.

During tests with market participants, we have identified no adverse effects of using this

communication method on the course and on the results of the tests.

4.4 Simulation of the position closing process

The purpose of the simulation of the position closing process for a hypothetical entity, in
respect to which an event of default has been identified, was to close out the portfolio of
its positions as fast as possible while minimizing the impact on the market and maximizing
the cost efficiency of the process. The final list of instruments used to close out the

positions and the corresponding volumes is presented in Table 3 below.

Since the portfolio included OFFPEAK type contracts, the position closing strategy was
based primarily on calculating synthetic closing positions in BASE/PEAK contracts, which

had to be considered to be much more liquid.

At the same time, in connection with the significant volumes of the annual BASE type
contracts (101 BASE_Y-22 contracts and 94 BASE_Y-23 contracts), the position closing
strategy assumed that an auction organized by POLPX outside of the continuous quotation

session would be used. The purpose of this approach was to minimize the negative market

8 Market share was measured by the share of initial margins of the companies in the global value of the initial
margin
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impact, i.e. an increase in the volatility of daily clearing prices for these contracts on
POLPX. In extreme cases, the increased volatility could lead to an increase in the required
collateral margins and liquidity pressure on market participants, which in effect could
further increase market volatility and have an adverse effect on the stability of other
market participants. IRGIT has made an effort to close all of the positions not mentioned

above in a session.

Table 3. List of instruments that closed positions and the number of

contracts concluded as part of transactions on individual instruments

Number of contracts
Instrument concluded as part of
transactions
BASE_23-09-21 -3
BASE_24-09-21 -3
BASE_W-40-21 -3
BASE_Q-4-21 46
BASE_Q-1-22 16
BASE_Y-22 1
BASE_A_Y-22 100
BASE_A_Y-23 94
BASE_Y-24 60
BASE_Y-25 2
PEAK5_23-09-21 -6
PEAK5_24-09-21 -6
PEAK5_W-40-21 -6
PEAK5_W-41-21 -9
PEAKS5_Q-4-21 -9
PEAK5_Y-22 -6
GAS_BASE_23-09-21 -3
GAS_BASE_24-09-21 -3
GAS_BASE_W-40-21 -12
GAS_BASE_W-41-21 -12
GAS_BASE_Q-4-21 -15
GAS_BASE_Y-22 -15
GAS_BASE_Y-23 -10

Source: Proprietary material
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4.5 Market conditions during the simulation of position closing -
liquidity
During the simulation of the position closing process, market participants submitted 2116
orders for all instruments. The volume in the orders was 48.94 TWh and the trading
volume was 6.22 TWh, out of which 2.65 TWh was the volume of positions closed
(including auctions of 1.7 TWh).

The market participants showed special interest for the auction mechanism, in which 100
positions were closed in the BASE_Y-22 instrument and 94 in the BASE_Y-23 instrument
(two separate auctions). At this point, it is worth noting that in auctions, 64% of open
positions (in terms of volume) were closed. The percentage of positions closed as part of
the auction illustrates the advantage of this form of position closing over submitting orders

directly in a session.

Despite the high attendance during tests and high activity of market participants, market
liquidity was not sufficient in order to effectively close positions in the contracts and in the

numbers specified in Table 4 below.

Table 4. List of positions that were not closed during the session on the
date of the tests.

Instrument Number of contracts
BASE_W-40-21 -3
PEAK5 W-41- 9
21

PEAK5_Q-4-21 -9
PEAK5_Y-22 -2
BASE_Y-24 36
PEAK5_W-40- 6
21

Source: Proprietary material

In order to calculate the loss and complete the tests, the above positions, which were not

closed as part of the simulation with market participants were closed technically, at prices
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increased or reduced by the average risk parameter used for stress testing assigned th

the specific instrument.

4.6
prices

Market conditions during the simulation of position closing -

In the orders submitted by IRGIT as part of tests, prices were set on an ongoing basis and

took the observed market conditions into account. Table 5 below presents transactions

closing out the portfolio. The transactions marked in orange and dated 23 September 2021

are the technical transactions closing out the portfolio.

Table 5. List of transactions closing out the positions of the hypothetical
Clearing House Member

Ly Price .
Instrument Type of (PLN/MWAh) Time
contracts
BASE_23-09-21 Sale 3 385.00 22.09.2021 10:52am
BASE_Q-1-22 Purchase 1 399.00 22.09.2021 11:00am
BASE_Y-22 Purchase 1 399.50 22.09.2021 11:01am
BASE_Q-1-22 Purchase 5 400.00 22.09.2021 11:03am
BASE_Q-4-21 Purchase 5 460.00 22.09.2021 11:12am
BASE_Q-4-21 Purchase 0 460.00 22.09.2021 11:12am
BASE_Q-4-21 Purchase 21 460.00 22.09.2021 11:12am
PEAKS5_Y-22 Sale 1 455.42 22.09.2021 11:14am
BASE_Y-25 Purchase 2 407.44 22.09.2021 11:19am
BASE_Y-24 Purchase 4 404.88 22.09.2021 11:19am
GAS_BASE_23-09-21 | Sale 3 327.50 22.09.2021 11:20am
GAS_BASE_W-40-21 | Sale 12 320.00 22.09.2021 11:22am
GAS_BASE_Y-22 Sale 5 207.00 22.09.2021 11:24am
GAS_BASE_Y-22 Sale 10 204.00 22.09.2021 11:24am
GAS_BASE_Y-23 Sale 5 129.00 22.09.2021 11:24am
GAS_BASE_Y-23 Sale 5 125.00 22.09.2021 11:25am
GAS_BASE_W-41-21 | Sale 12 320.00 22.09.2021 11:32am
GAS_BASE_Q-4-21 Sale 15 335.96 22.09.2021 11:33am
PEAKS5_Y-22 Sale 2 443.00 22.09.2021 12:08pm
BASE_Y-24 Purchase 5 410.00 22.09.2021 12:10pm
BASE_Y-24 Purchase 5 410.00 22.09.2021 12:10pm
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BASE_Y-24 Purchase 5 415.00 22.09.2021 12:10pm
PEAK5_Y-22 Sale 1 443.00 22.09.2021 12:13pm
BASE_24-09-21 Sale 3 300.00 22.09.2021 12:52pm
PEAK_23-09-21 Sale 6 200.00 22.09.2021 12:55pm
PEAK_24-09-21 Sale 6 250.00 22.09.2021 12:56pm
BASE_Y-24 Purchase 5 420.00 22.09.2021 12:58pm
BASE-A_Y-22 Purchase 5 202.00 22.09.2021 2:30pm
BASE-A_Y-22 Purchase 220.00 22.09.2021 2:30pm
BASE-A_Y-22 Purchase 380.00 22.09.2021 2:30pm
BASE-A_Y-22 Purchase 395.00 22.09.2021 2:30pm
BASE-A_Y-22 Purchase 400.00 22.09.2021 2:30pm
BASE-A_Y-22 Purchase 400.00 22.09.2021 2:30pm
BASE-A_Y-22 Purchase 400.00 22.09.2021 2:30pm
BASE-A_Y-22 Purchase 402.00 22.09.2021 2:30pm
BASE-A_Y-22 Purchase 403.00 22.09.2021 2:30pm
BASE-A_Y-23 Purchase 190.00 22.09.2021 2:30pm
BASE-A_Y-23 Purchase 200.00 22.09.2021 2:30pm
BASE-A_Y-23 Purchase 303.00 22.09.2021 2:30pm
BASE-A_Y-23 Purchase 5 399.00 22.09.2021 2:30pm
BASE-A_Y-23 Purchase 5 399.00 22.09.2021 2:30pm
BASE-A_Y-23 Purchase 5 400.00 22.09.2021 2:30pm
BASE-A_Y-23 Purchase 0 400.00 22.09.2021 2:30pm
BASE-A_Y-23 Purchase 5 401.00 22.09.2021 2:30pm
BASE-A_Y-23 Purchase 5 402.00 22.09.2021 2:30pm
BASE-A_Y-23 Purchase 5 404.00 22.09.2021 2:30pm
BASE-A_Y-23 Purchase 7 405.00 22.09.2021 2:30pm
PEAK5_W-40-21 Sale 6 207.67 23.09.2021 10:30am
PEAK5_W-41-21 Sale 9 225.39 23.09.2021 10:30am
BASE W-40-21 Sale 3 353.36 23.09.2021 10:30am
PEAK5_Q-4-21 Sale 9 450.32 23.09.2021 10:30am
PEAK5_Y-22 Sale 2 356.52 23.09.2021 10:30am
BASE Y-24 Purchase 6 444,29 23.09.2021 10:30am

Source: Proprietary material
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4.7 Summary of the simulation of the position closing process -
result

Taking into account the transactions concluded during the session, during the auction and
the technical transactions closing out the remaining open positions that could not be closed
in the simulation with market participants, the level of loss incurred on the hypothetical
Clearing House Member’s portfolio was PLN 49,286,992.08 which, compared to the
required margins of PLN 188,627,672.44 meant that the resources from the Guarantee
Fund did not have to be used. Accordingly, there was no need for Clearing House Members
to calculate and contribute replacement payments; such payments to the Guarantee Fund
would have had to be used if the loss had exceeded the collateral contributed by the

Clearing House Member.

Conduct of test participants — identified cases

It is worth noting that the relatively low loss in relation to the collateral contributed by the
hypothetical entity whose positions were closed during the tests was mainly due to the
results of the auctions. According to Table 6, the prices realized in the transactions for
BASE-A_Y-22 and BASE-A_Y-23 instruments deviated significantly from the prices
observed in the market (in favor of the insolvent market participant), which seems
unreasonable from the point of view of the auction participants entering into these
transactions. Consequently, the average price in orders that significantly deviated from
the market was PLN 216.40 for BASE-A_Y-22 and PLN 247.15 for BASE-A_Y-23,
respectively. Daily Clearing Prices set on that date for BASE type contracts were: PLN
402.40 for Y-22 and PLN 403.29 for Y-24. Due to the above, the loss was reduced by PLN
126,862,495.20 as compared to the situation when the price in the above transaction was
close to the market price at about PLN 400. However even in that hypothetical situation,
the collateral margins would have been sufficient to fully cover the loss of PLN
176,149,487.28.



&, IRGIT

Summary of the first edition of tests of the Procedure in case of an Event of Default
(simulation of insolvency of a Clearing House Member)
Based on the outcome of the simulation, we may conclude that the collateral margin
calculation model in place in IRGIT correctly reflects the risk in standard market conditions
and takes into account the scale of the closed-out position portfolio. We should also
emphasize that the entire Event of Default handling process is functioning properly and

includes the activities necessary to carry out this process.



5. Conclusion

Considering the main goal of the tests from the point of view of market participants, i.e.
increasing the familiarity of market participants with the process, the first edition of tests
of the Event of Default handling process should be deemed successful. This was confirmed
by the extensive involvement of market participants in the position closing process
(74.17% of the market), and the overall interest that market participants showed in the
tests. IRGIT views the tests carried out together with Clearing House Members as one of
important ways to raise market awareness of the processes and risks associated with an
event of default suffered by a participant of the exchange market. Testing increases the
level of safety of the market and has a positive effect on the efficiency of the process of

handling such cases.

From the procedural point of view, no critical flaws or dysfunctions were identified as a
result of the tests that would adversely affect the ability to carry out all the activities. Still,
the simulation allowed to identify IRGIiT’s internal processes which, when optimized, will
help improve the efficiency of the activities and reduce the time and resources needed to

carry out the whole process.

In view of the result achieved on the portfolio being closed out, the tests were successful.
The results of the tests proved that the collateral margin levels are adequate in regular
market situations. It is worth noting however that certain series of instruments with lower
liquidity may pose a challenge during a position closing process. Therefore further analysis
is required and the possibility of introducing solutions to improve the model’s efficiency in

this respect should be examined.

In addition to the above observations, IRGIT has received a number of comments from
market participants and has gained experience that will be used to create an improved

testing scenario in the future.



