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Abstract: Because electricity retailers must ensure that energy supply matches end-user demand,
electricity that is not traded through bilateral contracts is typically traded in power exchanges which
are subject to great price volatility. In Colombia, the spot price is a reflection of climate variability
because approximately 70% of the country’s electricity is generated by large hydropower stations.
In this study, we forecast 2018's prices and calculated its corresponding purchase margins using
the 2015 to 2017 bilateral contract prices for electricity plus power exchange price information and
climate information. Our forecasts included climate uncertainty and evaluated two multi-period
portfolio methods for deciding among three purchasing strategies: bilateral contracts in the regulated
market, bilateral contracts in the non-regulated markets, and purchases in the power exchange.
The results indicate that retailers should follow a middle course that is neither conservative nor
risky. Creation of portfolios independent of the multi-period method can balance purchases through
bilateral contracts and in the power exchange in a way that considers climatic uncertainty. This type
of balanced portfolio could control medium-term risks of price volatility and result in good levels of
purchase margins.
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1. Introduction

In enterprise risk management, risk is defined as any event or action that may ad-
versely affect an organization’s ability to achieve its objectives and execute its strategies [1],
where two types of risk have been among the most studied: variability risk and vulnera-
bility risk [2]. Variability risk is the difference between the actual and expected returns on
an investment [3-5] and vulnerability risk includes default and bankruptcy risks [6,7]. In
particular, variability risk management involves optimizing portfolios to allocate capital in
a way that reduces the exposure of assets to risk [8,9]. One optimization method that has
been applied with great success in the energy sector [10] is the establishment of efficient
portfolios based on the determination of the efficient minimum portfolio risk for a given
return [11,12].

Portfolio management in the electricity sector has been applied to all activities in the
production chain but has mainly focused on the wholesale side of the electricity market.
Only a few works have explored the retail side [9,13]. In particular, electricity retailers
have to match supply with varying consumer demand [9] which causes their decisions
to focus on the creation of portfolios based on purchasing strategies that mix power ex-
change purchases with longer-term purchases through bilateral contracts and can include
self-generating capacity [14-17]. Within this framework, strategies can include forward
contracts, call options, and interruptible contracts [9]. Recent research on optimal portfolios
for retailers has mainly used the mean-variance approach [15,16,18] and stochastic opti-
mization [9,13,19] with various measures such as value at risk (VaR), and conditional value
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at risk (CVaR) [9,14,17,19,20]. Some studies have proposed static models with no analysis
of time [16,19,21] whereas others use dynamic models with timelines ranging from hourly
portfolios [14], to one week [15], and on to medium-term planning of four weeks [18,22] to
two months [9,13,17].

This paper focuses on the management of the variability risks faced by electricity
retailers due to price uncertainty, exploring new issues in portfolio management for energy
retailers that permit making two contributions. First, we considered weather uncertainty
as a factor that increases the risks derived from energy price variability. Prior to our review,
this key factor in Colombian energy markets had not been analyzed by other studies.
Second, we developed a multi-period approach to portfolio construction that uses the
“Buy and Hold” and the “Fixed-Mix” strategies, for electricity retailers in the Colombian
context. Each strategy was considered within the climatic scenarios generated for price
forecasting. We used the portfolio theory proposed by Markowitz [11], and we considered
a planning scenario of one year, divided into quarters, for both multi-period strategies [23].
We showed that through providing short-term purchasing strategies this model will help
energy retailers in countries such as Colombia hedge risks due to uncertain supply caused
by weather phenomena, such as El Nifio.

This document is divided into five sections. This introduction briefly describes the
context and introduces electricity market risk management. The second part reviews the
literature related to the Colombian electricity market, allocation strategies used to create
optimal multi-period energy purchasing portfolios, and methodologies for forecasting
electricity periods. The third section describes the methodology used to solve the problem.
It contains our power exchange price model that includes weather variables and contracts,
which can be used to find retailers’ margins. It is followed by the formulation of multi-
period portfolios using the two most common allocation strategies. Finally, the relevant
results and conclusions of the investigation are analyzed.

2. Literature Review

This section contains three parts: a description of the Colombian energy market, an
explanation of general portfolio theory, and a multi-period portfolio using several strategies,
which ends with an explanation of pricing models and the effects of weather conditions.

2.1. Power Sector in Colombia

Colombia is in the northwest corner of South America. Water is particularly important
for generating electricity: large hydropower stations account for approximately 70% of the
total production [24]. The rest is produced by coal and natural-gas-fired thermal plants.
The 2020 energy demand of the Colombian grid, known as SIN for its Spanish acronym
(Sistema Interconectado Nacional—National Interconnected System) was 70.422 GWh. This
was a reduction of 2.60% from 2019 due to the effects of the COVID-19-induced economic
downturn [25].

The Colombian power sector’s production chain includes generating companies,
transmission companies, distributors, and retailers. Its market structure is based on com-
petition among generators and in retail activities as established by Laws 142 and 143 of
1994 [26]. Large consumers and retailers may buy electricity directly from generators
through medium-to-long-term contracts and/or in the short-term market.

According to XM S.A E.S.P.,, Colombia currently has 136 retailers who operate within
a regulated market and a non-regulated market. The regulated market covers industrial,
commercial, and residential consumers whose individual energy demands are less than
55 MWh. The prices of energy in this market are subject to a rate formula established by
CREG (the Comision de Regulacion de Energia y Gas—Colombian Commission for the
Regulation of Energy and Gas). Consumers are classified as residential or non-residential.
About 98% of the consumers are in the regulated market, and all regulated consumers
are supplied regardless of their consumption. On the other hand, industry and all other
large-scale consumers can participate voluntarily in the non-regulated market. Large-
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scale consumers are defined as those whose average monthly power demand is greater
than 0.1 MW or whose maximum average demand over the previous six months has
been greater than 55 MWh/month [27]. Retailers and large consumers’ agents are free to
negotiate energy prices directly through bilateral contracts.

Electricity purchase prices are among retailers’ biggest concerns: the lower the price,
the greater their profit margins. These prices can be affected by multiple factors including
weather, changes in fiscal policies and legal requirements, OPEC decisions, and transporta-
tion problems [28]. Since Colombia is highly dependent on water supplies for hydroelectric
generation, during water shortages thermal power plants set high spot prices. In contrast,
the normally rainy conditions allow hydropower plants to lead the energy exchange, and
the spot prices are low. Under neutral rainy conditions, spot prices are lower than contract
prices, independent of whether the target market is regulated or non-regulated. Figure 1
shows the average prices of the three markets: spot, regulated, and non-regulated, for
the period 2015-2020. The average monthly spot price refers to the average of the hourly
spot prices weighted by the energy traded on the stock exchange during each month. The
monthly average price of the regulated market is calculated considering the average price,
weighted by the voltage level, of the contracts destined for the regulated market. The
average monthly price of the non-regulated market is calculated considering the average
price of the monthly contracts registered in the ASIC, named using its Spanish acronym
(Administrador del Sistema de Intercambios Comerciales—Administrator of the Commer-
cial Exchange System), for the non-regulated market, weighted by voltage level. The source
of this information was XM S.A. E.S.P. This figure also includes the Oceanic El Nifio Index
(ONI), which is calculated by The National Oceanic and Atmospheric Administration
(NOAA). ONI allows the identification of warm (EI Nifio) and cold (La Nifia) events in the
tropical Pacific Ocean. The El Nifio phenomenon is represented by ONI'’s values greater
than 0.5 and the La Nifia phenomenon by ONI’s values of less than —0.5.
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Figure 1. Evolution of contract prices of regulated and non-regulated markets, and power exchange
(USD/kWh). Source: XM S.A. E.S.P.

It can be seen that spot price volatility is greater than contract price volatility. In 2015,
due to that year’s powerful El Nifio, spot prices increased by up to 400% over contract
prices, surpassing prices of USD 0.36/kWh. The positive relationship between the ONI
index and spot prices is evidenced in the observation of higher ONI values occurring when
higher spot prices occur. In contrast, in periods where ONI's values are low, the spot prices
reach the minimum level compared with contract prices.
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2.2. Portfolio Theory

The mean-variance optimization proposed by Markowitz [11,12] produces an efficient
frontier comprising a set of efficient portfolios. The efficient frontier is the set of “mean-
variance choices” of the set of possibilities wherein returns are maximized given the risk of
a portfolio, and no other investment opportunity offers a higher average return.

The literature includes a number of variations of objective functions including maxi-
mization of diversification [16], inclusion of Var and CVar models [14], and various risk
preferences [17,29,30]. Although previous studies have focused on single-period port-
folio decisions, recently there have been more studies that have included multiperiod
analysis [31].

The formulation of the efficient mean-variance frontier is as follows:

Max w'pu,
st.wlZw =k 1)
w; >0, Yliw =1

where w is a vector with the positive weights of n stocks. Their sum is equal to 1.
u, represents the vector of expected returns of the stocks that make up the portfolio.
X represents the matrix of variances and covariances on returns on assets, and k represents
a given value of risk.

2.2.1. Multi-Period Portfolio

The multi-period model considers the most general case in which an investor makes a
sequence of decisions, each of which can affect subsequent decisions [23]. The model’s aim
is to find an allocation decision in each period that includes a future set of changing factors
that include availability of assets, risk-return characteristics, the remaining investment
horizon, and eventual transaction costs, among others [32].

The multi-period model has been used previously in portfolio studies to manage
risks [33-35]. Li and Ng state that portfolio selection from various periods has been
dominated by the results of maximizing expected utility functions for final wealth [36].
However, they consider that there is no analytical or efficient numerical method to formulate
the optimal portfolio policy over various periods.

Later, Collomb analyzed different asset allocation strategies for both a single period
and a multi-period portfolio. In the multiple-period analyses, this author presented three
types of allocation strategies: the Buy and Hold strategy, the Fixed-Mix strategy, and
Stochastic optimization [23]. As its name suggests, the Buy and Hold strategy does not
rebalance portfolio weights once the initial allocation decision has been made [37]. In
the Fixed-Mix strategy, the allocation of weights for each purchasing strategy changes
for each period, i.e., the weights are rebalanced in each period [38,39]. Finally, Stochastic
optimization is based on scenarios [40] such as those proposed by Kettunen, Salo, and
Bunn [29] and Safdarian, Fotuhi-Firuzabad, and Lehtonen [41]. A portfolio that changes
each period is created in order to allow the generation of random electricity-price and
customer-demand scenarios. This study delves into the two first strategies.

2.2.2. Buy and Hold and Fixed-Mix Models

In the Buy and Hold strategy a decision to purchase a passive investment is made at the
beginning of each period and is maintained until the end of the planning horizon. To con-
struct the portfolio, the mean-variance optimization model proposed by Markowitz [11,12]
follows the mathematical formulation in Equation (1).

The “Fixed-Mix” portfolio strategy allocates weights for each energy purchasing
strategy. The weights change each period, so the portfolio is rebalanced in each period. Fol-
lowing Collomb, the optimization model is defined using the mean-variance criterion [23].
In the first period, we have the optimization model proposed in Equation (1), and the
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weights are equal to W;_1, which denotes the wealth that the investor begins with. is the
initial budget. The mathematical formulation for the first period is:

Max wly, = R;
st.wlZw =k )
w; >0, i wip =1

where w is the vector of the positive weights of “n” stocks at time ¢ = 1, and its sum is
equal to 1. u, represents the vector of the expected returns of the stocks that make up the
portfolio, R; is the return at time ¢, X represents the matrix of variances and covariances on
the returns of the assets, and k represents a given risk.

In subsequent periods, when t is greater than 1, previous earnings are used to rebalance
the portfolios, following this formulation:

Max wTy, =R;
st.wlZw =k

3
it wir = (R + Ry) / Ry )
w; >0, t>1
The final return for the total period Z is given by:
z
Rp=[[_,(1+Rs)—1 (4)

2.3. Pricing Models and Effects of Weather Conditions

Given that retailers can buy energy either through bilateral contracts or directly on
the power exchange at the spot price, any model should include price forecasts for both.
The methodologies that have commonly been used to model the spot prices are variations
of the Markov regime [42-45], GARCH models [42,46], the ARIMA-GARCH model [47],
neural networks [48], and stochastic processes [49].

Generalized AutoRegressive Conditional Heteroscedasticity (GARCH) models have
been fundamental for the valuation of derivatives. Initially proposed by Bollerslev and
Engle, their main feature is conditional heteroscedasticity [50,51]. In other words, their struc-
tures of conditional variance depend not only on past errors but also on past conditional
variance. Contreras et al. and Contreras and Rodriguez have proposed a methodology for
modeling monthly Colombian electricity prices using an ARIMA (autoregressive integrated
moving average)-GARCH model [16,47]. We have revised the method proposed by those
authors to introduce climate scenarios into the pricing model.

For estimation of the ARIMA-GARCH model, following the notation of Garcia, Contr-
eras, VanAkkeren, and Garcia [42], ARIMA (p, )-GARCH (p, g) can be expressed as:

(1 - Zf:l ‘PiLl) Pr=c+ (1 + 25;1 GiLi>€t (5)

where P; denotes the price of electricity at time ¢, and L represents the delay operator
that acts on the variable y; thus: L(y:) = y; — 1. The ¢; terms denote the self-regressive
p-parameters, c is a constant term, the §; terms represent the moving average g-parameter,
and ¢; refers to the error at time t. The square of the error term is given by:

& = vio (6)

where v? represents normally distributed white noise, for example, v? ~ N(0.1), and # is
the time-dependent variance term expressed as:
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where c is a constant term, the «; terms represent the P lagged variance parameters, and
the p’ terms denote the Q lagged error parameters.

The maximum likelihood method is used to calculate the parameters of both the model
for the mean defined in Equation (5) and for the variance defined in Equation (7). In this
way, unbiased and efficient estimators are produced.

Predicting weather events is difficult, but several institutes continuously monitor
climate change, and pay special attention to prediction of El Nifio. This is the case with
ONI. The ONI is calculated as the three-month moving average of sea surface temperature
anomalies for the region. The NINO 3.4 index is the forecast of the International Institute
for Climate and Society Research (IRI) at Columbia University. It is one of several El
Nifio/Southern Oscillation (ENSO) indicators based on sea surface temperatures. Using
this forecast, the IRI constructs probabilities of the occurrence of El Nifio and La Nifia.
Table 1 shows the forecasts made in December 2017 for nine overlapping periods of three
months each.

Table 1. Probabilities for the ENSO forecast in the middle of the month from the IRI.

Period La Niiia Neutral El Nifio
DJF 2018 83% 17% 0%
JEM 2018 72% 28% 0%

FMA 2018 56% 44% 0%
MAM 2018 36% 64% 0%
AM]J 2018 22% 74% 4%
M]J 2018 19% 65% 16%
JJA 2018 18% 54% 28%
JAS 2018 16% 48% 36%
ASO 2018 17% 42% 41%
SON 2018 19% 41% 40%
OND 2018 20% 36% 44%
NDJ 2018 18% 34% 48%

Source: International Research Institute for Climate and Society [52].

These probabilities show how for the first quarter of 2018 the probability of the
occurrence of the La Nifia phenomenon was greater compared with the other two climatic
states, whereas in the middle of the year neutral conditions were expected, and at the end
of the year the probability of the occurrence of the phenomenon of El Nifio increased.

3. Methodology

This section’s two parts include the methodological steps followed to construct and
evaluate the energy purchasing portfolio model involving climate scenarios plus a descrip-
tion of the data and information sources.

3.1. Portfolio Construction and Evaluation

We propose the four steps below for constructing retailer portfolios that minimize
the risks of price volatility. In addition, we propose a fifth step for portfolio evaluation.
Figure 2 shows the relationships among the 5 steps.
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I. Spot Price Model

i. Construction of price blocks

ii. Estimation of the price model
involving climatic scenarios

ii. Elaboration of the price
forecast by climate scenario

iv. Validation of the
price forecast

Ill. Purchase Margins

i. Estimation of the purchase
margin of power exchange

ii. Estimation of the purchase
margin of the regulated market

iii. Estimation of the
purchase margin of the non-
regulated market

1. Contract Pricing Model

i. Estimation of the regulated
market contract prices

ii. Estimation of the non-regulated
market contract prices

IV. Multi-Period Strategy

ii. Construction of the
“Fixed-Mix" portfolio

i. Construction of the “Buy
and Hold” portfolio

V. Evaluation through portfolio backtesting

Figure 2. Steps for multiperiod power purchasing portfolios.

L. Spot Price Model
The spot price model involves four stages.

i.  Construction of price blocks

In Colombia, the hourly volatility of spot prices is low, and hourly electricity prices
often do not change for several hours. Consequently, it is necessary to group identical
hourly prices into time blocks to better reflect the behavior of a series [47]. Following
Contreras and Rodriguez [47], we have used cluster analysis to group hours based on the
Euclidean distance calculation.

ii.  Estimation of the price model involving climatic scenarios

Since part of the great volatility of prices on the Colombian power exchange is ex-
plained by climatic changes, we decided to elaborate several price models considering
climatic phenomenon. In Table 2 the ONI is presented as the moving average temperature
anomaly of three consecutive months from December-January-February (DJF) of 2015 to
November-December-January (ND]J) of 2018.

Table 2. The ONI (Oceanic El Nifio Index) three-month moving average.

Year DJF JFIM FMA MAM AM] MJJ JJA JAS ASO SON OND NDJ
2015 0.6 0.6 0.6 0.8 1 12 15 1.8 2.1 24 25 2.6
2016 25 22 17 1 0.5 0 -03 -06 -07 —07 —07  —06
2017  —-03  —0.1 0.1 03 0.4 0.4 02 ~0.1 —04  —07  —09 -1
2018 -09 -08 -06 -04  —01 0.1 0.1 02 0.4 0.7 0.9 0.8

Source: National Oceanic and Atmospheric Administration [53].

The period from 2015 to 2017 was reclassified as follows: the weak period of El Nifio
(months with ONI between 0.5 and 1.5), the strong period of El Nifio (months with ONI
greater than 1.5), and the La Nifia phenomenon (months with ONI less than —0.5). An
ARIMA-GARCH model was elaborated for each of these periods using the AIC as the
fit criterion. This allowed us to distinguish among the set of possible models. Below, we
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Initial State

explain the three models for each of the climatic scenarios: El Nifio, La Nifia, and neutral
patterns in the Pacific Ocean that can affect weather worldwide.

iii. Elaboration of the price forecast by climate scenario

Retailers’ electricity purchase decisions are made at the beginning of the year, but the
weather can vary within any given quarter, so prices can also vary within and by quarters.
Three climatic scenarios can occur in any particular quarter: El Nifio, La Nifia, or neutral
weather. The probabilities of occurrence of each scenario were taken from the International
Institute for Climate and Society Research (IRI) at Columbia University. Its forecast is the
NINO3.4 index, one of several El Nifio/Southern Oscillation (ENSQO) indicators based on
ocean surface temperatures. Based on this forecast, we constructed probabilities of the
occurrence of El Nifio and La Nifa.

A probability tree was constructed (Figure 3) with a total of 81 scenarios calculated
as the Cartesian product of the three climate scenarios and the four quarters of the year.
Figure 3 shows a succession of purchase decisions. The first decision is made at the initial
stage. In the first quarter of 2018, the probability of La Nifia occurring is P1, which is
represented by a circle. The neutral weather scenario is represented by a square, and its
probability of occurring is P2. The occurrence of the El Nifio phenomenon is represented
by a rhombus, and its probability of occurrence is P3. At the end of the four quarters, the
sum of the probability of the 81 scenarios will be 1.

1st Quarter 2nd Quarter 3rd Quarter 4th Quarter
§ . a=1

@ 0 , e o o

La Nina

fNormaI*Eﬂf; .7 e o o °

El Nifio

¢
ome®

t=1 t=2 t

f f

Figure 3. Climatic scenario probability tree.

iv. Validation of the price forecast

To validate the capacity of the GARCH model that includes climate uncertainty to
predict energy prices, we calculated the forecast error per hourly block by:

P — P
Forecast Error = ( tP t) x 100 (8)
t

where P; and P, refer to actual and forecast hourly block prices.
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The daily average errors are calculated as the average of the forecast errors of the four
hourly blocks. The monthly average errors were calculated as the average of the daily
average errors, and the annual average error was calculated as the average of the monthly
average errors. A similar study has allowed models that do not exceed 15% of the monthly
average error [47].

II. Contract Pricing Model

Bilateral contracts can be negotiated in either the regulated or non-regulated market.
Following Contreras and Rodriguez [47], growth rates for bilateral contracts were estimated.
The choice of this method was based on the fact that contractual prices in the regulated
and non-regulated markets present trends which are maintained in the short term. This
behavior occurs for both purchase and sale prices. The two stages of this step are the
estimation of regulated market contract prices and estimation of non-regulated market
contract prices.

II. Purchase Margins

Computation of purchase margins (PM) (retailers” profit margins) for each strategy
requires purchase and sale prices. The mathematical formula is presented below:

(SP]-t - PP-t)

PMj; = /
It PPy

©)
where PM;; represents the purchase margin of strategy j at time , PP;; refers to the purchase
price of strategy j at time ¢, and SPj; refers to the sale price of strategy j at time ¢. In this
step, three estimations of purchase margins must be made, one each for transactions on the
power exchange, the regulated market, and the non-regulated market.

IV.  Multi-period strategy

The “Buy and Hold” and “Fixed-Mix” multi-period strategies were used to find
solutions for retailers’ electricity purchases.

At the beginning of the period in the “Buy and Hold” strategy, the retailer decides to
make a passive purchase investment. This investment is held until the end of the planning
horizon. Mean-variance portfolios were calculated using the purchase margin forecasts for
all of 2018 and the optimization model proposed in Equation (1). The decision is made in
the first quarter of the year and is held for the subsequent three quarters.

The “Fixed-Mix” portfolio strategy allocates weights for each purchasing strategy
change in each period. In other words, weights are rebalanced in each period. Using
Equation (2) to Equation (4), a portfolio can be found for each quarter.

V. Portfolio Performance Evaluation
Portfolio performance evaluation for each strategy was done using backtesting.
Evaluation through portfolio backtesting

Portfolio backtesting is a powerful method to evaluate how well a strategy or model
would have done ex-post. This method uses several tests to evaluate portfolio performance
and then compares the results. We used four performance criteria: maximum drawdown,
the Sharpe ratio, the Sterling ratio, and the Omega ratio.

Maximum drawdown (MDD) assesses the relative riskiness of a portfolio strategy
compared with other strategies over a specified time period [54]. MDD, the maximum fall
in the value of the investment, can be represented by the minimum percentage difference
between the actual return and the highest return presented with respect to the highest
return in period Z. We took the quotients between value 1, the difference between each
daily return and the highest return in the analyzed period, and value 2, the highest return
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in the analyzed period, and then we chose the minimum quotient between the negative
values obtained. The formula for maximum drawdown that we used is

Rt—HR”

MDD = j
‘Mzn [ TR

(10)
where R; represents the return in the period t and HR represents the highest return obtained
fromt =1tot = Z.

The Sharpe ratio measures the performance of the portfolio. It is calculated as the
quotient of the portfolio return and the standard deviation of the portfolio. This criterion
represents the additional amount of return that an investor receives per unit of increase in
risk [55]. The formula for the Sharpe ratio is:

Portfolio return
Standard deviation

Sharpe ratio = (11)

The Sterling ratio measures the risk-adjusted return of an investment portfolio. There
are several commonly used variations of the Sterling ratio, but all measure returns over
average drawdown in contrast to the more commonly used maximum drawdown. Any
investment with a ratio greater than 1.0 has a better than average risk-return tradeoff, since
the Sterling ratio penalizes higher maximum drawdowns [56].

Portfolio return

i Lo
Sterling ratio MDD

(12)

The Omega ratio is a weighted risk-return ratio of gains versus losses for some
threshold return target [57]. It shows changes between positive and negative returns and
can be understood as follows:

Y (RW; — Benchmarking)

Omega ratio = |Y-(Benchmarking — RL;)|

(13)

where RW; represents positive returns on t, whereas RL; represents negative returns. The
benchmark chosen for calculation of the Omega ratio was 0%, thus the sum of all profits
made is represented by the sum of the positive margins for each month, and the sum of all
losses is represented by the absolute value of the sum of negative margins.

3.2. Information and Data Sources

The price series is publicly managed by XM S.A. E.S.P. The data can be downloaded
from NEON which is a virtual portal administered by the market operator. For the power
exchange price model, hourly electricity prices from January 2015 to December 2017 were
used as the basis for forecasting hourly prices for 2018. The series of regulated market
selling prices was taken from the SUI (Sistema Unico de Informacién—Single Information
System) administered by the SSPD (Superintendencia de Servicios Publicos Domiciliarios—
Office of the Superintendent of Household Public Services), the agency that monitors
compliance with and enforces public utility regulations in Colombia. The growth rate of the
contract market was estimated based on the historical behavior in 2017. The selling prices of
contracts destined for the non-regulated market was estimated at 60% of the prices reported
by XM considering that components related to distribution and transmission activities
represent 40% of sale prices. ONI information for the creation of the climate dummies
was collected from the United States National Oceanic and Atmospheric Administration
(NOAA). Climate forecasts were obtained from the reports of the International Research
Institute for Climate and Society (IRI) at Columbia University for 2015-2018.

4. Results and Discussion

In this section we present results from the pricing models for various purchasing
strategies and from the allocation strategies used for the mean-variance portfolios.
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I.  Spot price model

i.  Construction of price blocks

Using the cluster analysis technique, we confirmed the four hourly blocks proposed
in Contreras & Rodriguez [47]: Block 1 (0-7 h), Block 2 (8-17 h), Block 3 (18-21 h), and
Block 4 (22-23 h). The data were reduced from 35,064 hourly observations to 5844 four-
hour observations over the four years of the period. Figure 4 shows the average monthly
behavior of energy prices for 2015 to 2017.

0.3

0.25

0.05
0
Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec
Month
e Block 1 (07 hr) Block 2 (8-17 hr) Block 3 (18-21 hr) Block 4 (22-23 hr)

Figure 4. Average behavior of monthly electricity prices in Colombia in 2015-2017.

As in the study by Contreras & Rodriguez, the highest prices are in Block 3, and the
lowest price peaks are in Block 1. Price peaks occur in March and October, whereas the
lowest prices occur in June and July [47].

ii. Estimation of the price model involving climatic scenarios

The 20152017 period was the basis for our price model. Since CREG has set a trigger
price for capping the power exchange of USD 0.36/kWh, all prices higher than this were
assumed to be USD 0.36. This period was divided into into seven climatic periods, using
the ONI (see Table 2). These climatic periods were then classified into two weak El Nifio
periods (January-2015 to June-2015 and April-2016 to May-2016), one strong El Nifio
period (July-2015 to March-2016), two La Nifia periods (August-2016 to December-2016
and October-2017 to December-2017) and two neutral periods (June-2016 to July-2016 and
January-2017 to September-2017).

The ARIMA-GARCH method was used to model power exchange prices for each
climatic period. Finally, the three models that best fit the data were selected for forecasting
prices for each scenario: El Nifio (April-2016 to May-2016), La Nifia (October-2017 to
December-2017), and a neutral period (January-2017 to Septemeber-2017).

Since the price series are not stationary, we applied a logarithmic transformation and
took the difference between the logarithm of price at t and the logarithm of price at t-1. The
significance of the parameters was verified at the 5% level of each of the estimated models
and tests of hypotheses were performed on standardized and squared residuals. Finally, the
models were used to forecast of the prices of each of the scenarios for 2018. Table 3 presents
the estimated parameters for the ARIMA-GARCH models chosen for each scenario.
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Table 3. GARCH model parameter estimation.
Scenario 1 Scenario 2 Scenario 3
El Nifio La Nifia Neutral Weather
ARIMA (3,1,6) ARIMA (3,1,6) ARIMA (3,1,6)
Parameter Estimation Parameter Estimation Parameter Estimation
¢ —0.4524 o1 —0.5987 o1 —0.5056
¢ —1.0032 ¢ —0.9939 ¢ —0.9885
¢3 —0.4461 ¢3 —0.5953 3 —0.5017
0> 0.6913 0> 0.3048 0> 0.4376
Og 0.2907 04 —0.3355 04 —0.2539
Og 0.3272 g 0.1322

GARCH (1,1) GARCH (1,1) GARCH (1,1)
w 0.0009 w 0.0005 w 0.0003
B1 0.1511 B1 0.2961 B1 0.1030
o 0.7322 o 0.6927 aq 0.8779

The models for the logarithms of the block prices for each weather scenario were
estimated as an ARIMA (3,1,6)-GARCH (1,1) for El Nifio, La Nifia, and for neutral weather.
Auto regressive parameters are represented as ¢ in each model. It can be seen that block
prices depend on the three previous periods (the previous 24 h). Moving average parame-
ters are represented by § which for the La Nifia scenario and the neutral weather scenario
affect the previous two, four, and six hourly blocks, whereas in the El Nifio scenario it only
affects the second and sixth hourly blocks.

The variance model showed that using GARCH (1,1) with parameters w, «, and j
estimated using the maximum likelihood method would be a good choice. In this case, w is
the average value at which certain variations occur, « is the effect of volatility that occurred
in the previous period (corresponding to the ARCH term), and f shows the prediction
of the variance in the last known historical period. This means that the variance of the
logarithm of block prices depends on the variance and the error of a previous period. In
each of the estimated models the significance of the parameters was verified at the 5% level
and tests of hypotheses on the residuals were performed. Table 4 presents goodness of fit
tests for each climatic scenario.

Table 4. Goodness of fit tests for each model.

Goodness of Fit Test El Nifio La Nifia Neutral
Mean Abs. Percent. Error (MAPE) 10.0656 8.8049 8.9412
Theil inequality coefficient 0.0691 0.0624 0.0585
Bias proportion 0.0003 0.0050 0.0026
Variance proportion 0.0000 0.0353 0.0212
Covariance proportion 0.9997 0.9596 0.9762

Five goodness of fit tests were analyzed. The mean absolute percentage error measures
the accuracy of the model in terms of the percentage of error. The Theil inequality coefficient
lies between 0 and 1. The smaller its value is, the better the forecast is. This test is composed
of three proportions: bias, variance, and covariance whose sum is equal to 1. Bias represents
a systematic error and variance indicates the ability of the forecasts to replicate the degree
of variability. Both two variables are expected to be close to zero. Covariance measures
the unsystematic error and is expected to be close to 1. All five tests met expectations: the
mean absolute percentage error was lower than 10%, the Theil coefficient, the bias, and the
variance were all very close to 0, and the covariance was greater than 0.95%. This confirms
that our forecasts fluctuate in the same way as the original series.
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iii. Elaboration of the price forecast by climate scenario

Eighty-one scenarios were constructed using the predictions of the Oceanic Nifio
Index of the International Institute for Climate and Society Research, and as shown in
Figure 3. Each scenario has its own probability of occurrence. Of these 81 scenarios, the
last 27 scenarios represent the first quarter of 2018. In that quarter, El Nifio’s probability of
occurrence was 0%. On this basis, 54 predicted price series were generated. Then, using the
sum-product with the price series and the probability of occurrence of each scenario, we
produced the forecast for prices per hourly block for 2018 (Figure 5).

0.1
0.09
0.08
0.07
0.06
0.05

USD/Kwh

0.04
0.03
0.02
0.01

0

Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec
Month

Figure 5. Forecast averages of power exchange prices for 2018.

iv. Validation of price forecast

Table 5 presents the monthly average absolute errors of the forecast prices and the real
prices for 2018.

Table 5. Average monthly estimation error comparing 2018 real and forecast prices.

Month Average Monthly Error
January 5.83%
February 4.41%
March 5.70%
April 12.18%
May 6.95%
June 4.91%
July 12.60%
August 15.47%
September 11.86%
October 14.68%
November 9.35%
December 7.32%
Average 9.31%

The performance of the forecast prices is reasonable because the absolute errors of the
year were all less than 15% except for August, for which the error was 15.47%.

II. Contract Pricing Model

Using complete information on prices of retailers” purchase and sale contracts from
the regulated and non-regulated markets, we found that the 2017 growth rate for purchase
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prices in the regulated market was 7.48% and the monthly average was 0.62%. In the
non-regulated market the 2017 growth rate of purchase prices was 5.53% whereas the
monthly average was 0.46% (see Figure 6).
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Figure 6. Average monthly behavior of forecast purchase prices for 2018.

The 2015-2017 annual growth of regulated market sales prices was 6.32% whereas
the monthly average was 0.52%. For the non-regulated market these figures were 2.24%
and 0.20%, respectively (see Figure 7). We forecast the prices of 2018 using these estimated
growth rates.
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Figure 7. Average monthly behavior of forecast sale prices for 2018.

III.  Purchase Margins

Purchase margins were calculated based on forecast prices for each strategy. Figure 8
shows estimated purchase margins of 2018 for the three purchasing strategies for retailers
operating in the country: energy purchases in the power exchange, non-regulated bilateral
contracts, and regulated bilateral contracts.
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Figure 8. Purchase margins forecast for each strategy for 2018.

Volatility was greatest for spot purchases on the power exchange, and the 2018 fore-
cast’s average purchase margin for the power exchange was —4.409% with a standard
deviation of 2.090%. Profit margins were highest, on average 19.462% per month, for the
non-regulated market, but volatility was also highest here, with a standard deviation of
6.527%. On the other hand, the regulated market’s monthly average margin was just 0.027%
with positive margins for some months and negative margins for others. Volatility was very
similar to that of the power exchange, with a standard deviation of 2.340%. In general, a
retailer can hedge against the risks of spot prices with bilateral contracts, so many retailers
prefer to contract in advance for longer periods. Table 6 presents descriptive statistics for
actual and forecast purchase margins.

The highest returns occur in the non-regulated market. As expected, the greatest
volatility occurs in the actual purchase margins of the power exchange. Forecast purchase
margin behavior is similar to that of actual margins, so these forecasts should be useful for
improving retailers” portfolio decisions.

Table 6. Descriptive statistics comparing actual and forecast margins of each strategy for 2018.

Strategy Regulated Market Non—Regulated Market Power Exchange

Descriptive Statistics Actual Forecast Actual Forecast Actual Forecast
Average return 0.81% 0.03% 20.64% 19.46% —6.82% —4.41%
Standard deviation 2.32% 2.34% 2.68% 6.53% 3.90% 2.09%
Skewness —1.48 0.11 —0.56 —1.45 —0.24 —0.02
Kurtosis 3.14 -1.13 1.08 2.83 —1.09 —1.80
Range 8.76% 7.30% 10.15% 24.65% 12.37% 5.48%
Minimum —5.10% —3.73% 14.83% 3.21% —13.31% —7.26%
Maximum 3.66% 3.58% 24.98% 27.86% —0.93% —1.78%

First Quarter
Average return —1.77% —2.34% 19.69% 14.51% —4.24% —1.96%
Standard deviation 2.89% 1.44% 4.60% 12.45% 1.42% 0.31%
Second Quarter

Average return 0.33% 1.48% 19.52% 2.08% —6.50% 4.09%
Standard deviation 1.48% 0.99% 2.08% 2.12% 4.09% 1.95%
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Table 6. Cont.

Strategy Regulated Market Non—Regulated Market Power Exchange
Descriptive Statistics Actual Forecast Actual Forecast Actual Forecast
Third Quarter
Average return 1.83% 0.90% 21.49% 19.26% —10.47% —5.94%
Standard deviation 0.31% 2.07% 0.02% 1.76% 3.12% 1.69%
Fourth Quarter
Average return 2.85% 2.67% 21.85% 24.18% —6.08% —5.56%
Standard deviation 0.99% 0.86% 2.75% 1.02% 4.91% 1.65%

IV.  Multi-Period Strategy

We calculated weights for each purchase strategy to compare results for actual and
forecast data from 2018. We used the mean-variance portfolio and two multi-period
portfolio models: “Buy and Hold” and “Fixed-Mix”.

i. Estimation of the “Buy and Hold” portfolio

We used the mean-variance model for both predicted average purchase margins and actual
average purchase margins for 2018 for allocation of portfolios in the “Buy and Hold” strategy.
Table 7 presents 11 points that correspond to an efficient portfolio on the Markowitz
efficient frontier for the forecast margins. Each of the portfolios is evaluated using both
margins and the matrix of variance and covariance to obtain the risk and the real margins.

Table 7. Results of the “Buy and Hold” strategy.

P . Regulated Non- Power Expected Expected Actual Actual
ortfolio Market Regulated Exchange Risk Purchase Risk Purchase
Market Margin Margin
Minimum Risk 46.61% 0.00% 53.39% 0.87% —2.34% 2.02% —3.27%
2 37.39% 10.33% 52.28% 1.07% —0.28% 1.97% -1.13%
3 31.95% 16.03% 52.02% 1.27% 0.83% 1.96% 0.02%
4 27.28% 20.93% 51.79% 1.47% 1.80% 1.96% 1.01%
5 29.73% 24.00% 46.27% 1.67% 2.64% 1.83% 2.04%
Medium Risk 40.66% 24.00% 35.34% 1.87% 3.12% 1.64% 2.87%
6 49.07% 24.00% 26.93% 2.07% 3.50% 1.59% 3.51%
7 56.46% 24.00% 19.54% 2.27% 3.82% 1.64% 4.08%
8 63.29% 24.00% 12.71% 2.47% 4.13% 1.74% 4.60%
9 69.77% 24.00% 6.23% 2.67% 4.41% 1.89% 5.09%
Maximum Risk 76.00% 24.00% 0.00% 2.87% 4.69% 2.06% 5.57%

We can see that in this strategy the expected purchase margins are very close to the
purchase margins that would have been caused by those decisions. Figure 9 presents
efficient frontiers for the actual and forecast data from 2018. The average purchase margins
and the risk for the efficient frontier of the actual data were compared with the real
information for 2018. Each of the portfolios obtained with the forecast data was evaluated.

The results show that the most efficient portfolios are those that allow margins over
3% while also maintaining relatively low levels of risk. Portfolios including more than 50%
of purchases on the power exchange have actual risks that are much higher than expected.

To contrast the retailers” various possible decisions, Figure 10 presents the portfolio
weights of purchases in the three markets in the minimum-, maximum-, and medium-risk
portfolios. It compares the predicted data against the complete real information.
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Figure 9. Comparison of efficient frontier created based on “Buy and Hold” portfolio.
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Figure 10. Minimum risk, medium risk and maximum purchase margin portfolio weights based on
“Buy and Hold” strategies compared with actual data. (a) Minimum Risk Portfolio. (b) Medium Risk
Portfolio. (c¢) Maximum Risk Portfolio.
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The result shows that at any point on the efficient frontier with the actual data of 2018,
the portfolios will be allocated with maximum purchases of 24% in the non-regulated market.
This will generate returns of 3.5% in the minimum-risk portfolio, 4.91% in the medium-risk
portfolio and 5.6% in the maximume-risk portfolio. At both frontiers, the greatest risk is
derived from portfolios with high proportions of purchases in the power exchange.

ii. Estimation of the “Fixed-Mix” portfolio

The same purchase margin data was used for each “Fixed-Mix” portfolio purchase
strategy as in the previous portfolios, but this model allows rebalancing every three months
based on new information in an effort towards optimization. Table 8 presents descriptive
statistics for forecast and actual purchase margins for the power exchange for each quarter.

Table 8. Descriptive statistics for 2018 power exchange purchase margins by quarter comparing
forecast and actual data.

Quarter First Second Third Fourth

Statistics Actual Forecast Actual Forecast Actual Forecast Actual Forecast
Average return —4.24% —1.96% —6.50% —4.18% —10.47% —5.94% —6.08% —5.56%
Standard deviation 1.42% 0.31% 4.09% 1.95% 3.12% 1.69% 4.91% 1.65%
Skewness —0.70 -1.73 —1.02 —0.38 0.73 1.38 0.47 1.65
Range 2.82% 0.54% 8.00% 3.90% 6.18% 3.22% 9.78% 3.00%
Minimum —5.76% —2.32% —10.99% —6.21% —13.31% —7.26% —10.72% —6.67%
Maximum —2.94% —1.78% —2.99% —2.31% —7.12% —4.04% —0.93% —3.67%

This strategy has much greater variation between forecast data and actual data than
the purchase of energy through bilateral contracts. It seems that the forecast data is more
stable than the actual data since the forecast data has lower losses and lower variance in
each quarter with respect to returns. Nevertheless, there are still commonalities such as the
fact that the minimum average return and the highest variance of returns in both forecast
and actual data occur in the third quarter. Furthermore, the signs of bias are consistent in
both data sets. Due to rebalancing of weights every period in the “Fixed-Mix” model, an
efficient frontier is created in each period, as can be seen in Figure 11.

In this figure, the frontier formed by predicted data is compared with the results
obtained (margin and risk) from the portfolios created with the actual data for 2018. As in
the “Buy and Hold” model, portfolios that allow optimization of retailers’ purchase margins
are generally those in which when the risk raises the midpoint, given that portfolios obtain
much more risk than expected for lower values.

Table 9 presents the weights and expected purchase margins and standard deviations
of the three portfolios for each quarter. It shows the weights for each purchasing strategy,
the risks and purchase margins for the forecast data, and the margins that a retailer could
obtain by evaluating portfolios formed with the actual 2018 data.

As can be observed, higher risk corresponds to a higher percentage of purchases in the
power exchange which accords with the logic that this market is more volatile. To obtain
higher returns without such recourse to the power exchange, retailers need to allocate the
maximum weight available to bilateral contracts in the non-regulated market. However,
in the first quarter something contradictory happens, because the minimum risk portfolio
places the greatest weight in the power exchange. This can be explained by the fact that
this quarter’s climatic scenario has the highest probability of La Nifia (see Table 1) which is
reflected in the lowest volatility of the spot price in that quarter (see Table 6).
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Figure 11. Comparison of efficient frontier created based on “Buy and Hold” portfolio. (a) 1st Quarter
2018. (b) 2nd Quarter 2018. (¢) 3rd Quarter 2018. (d) 4th Quarter 2018.
Table 9. Results of the “Fixed-Mix” strategy.
Regulated Non- Power Expected Expected Margin
Quarters Portfolio Market Regulated Exchange Risk Margin Actual Data
Market
Minimum Risk 0.00% 0.00% 100.00% 0.25% —1.96% —4.24%
First Medium Risk 0.00% 12.96% 87.04% 1.36% 0.17% —1.14%
Maximum Risk 0.00% 24.00% 76.00% 2.47% 1.99% 1.50%
Minimum Risk 48.14% 24.48% 27.38% 0.79% 3.19% 3.16%
Second Medium Risk 67.48% 23.96% 8.56% 0.83% 3.66% 4.34%
Maximum Risk 76.47% 23.53% 0.00% 0.87% 3.83% 4.85%
Minimum Risk 24.31% 23.71% 51.98% 0.03% 1.70% 0.09%
Third Medium Risk 51.83% 23.12% 25.05% 0.82% 3.43% 3.29%
Maximum Risk 77.32% 22.68% 0.00% 1.58% 5.07% 6.29%
Minimum Risk 55.94% 23.32% 20.74% 0.24% 5.98% 3.86%
Fourth Medium Risk 70.52% 22.38% 7.11% 0.34% 6.90% 5.35%
Maximum Risk 78.36% 21.64% 0.00% 0.43% 7.32% 6.09%
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These results also confirm the observation in Figure 11 that margins obtained with
the actual data are closer to the margins obtained by medium- and higher-risk portfolios.
Medium-risk portfolios with more moderate attitudes allow greater diversification of
strategies. As a result, the forecast portfolios perform better. Using the forecast data, a
purchase margin of —1.14% would have been obtained in the first quarter, whereas with
the actual data, 1.98% would have been obtained given that the loss in the power exchange
would have been greater than expected. For the second quarter, the composition of the
portfolios is very similar; margins of 4.34% would have been obtained with forecast data,
higher than the 4.23% that would be obtained with portfolio formation based on the actual
2018 data. With complete information, the third quarter purchase margin obtained would
be 5.99% whereas the fourth quarter margin would be 6.79%. With the forecast data, the
final result for these quarters would have been 3.29% and 5.35%, respectively, because these
portfolios give greater weight to the power-exchange-limiting margins, while allowing a
more balanced portfolio.

It is important to recognize that this analysis allows the use of more information
between periods than the “Buy and Hold” strategy. Since the volatility of power exchange
prices varies greatly between periods, this strategy can provide benefits. Figure 12 compares
portfolios based on forecast data and those based on 2018 actual data.
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Figure 12. Medium-risk portfolios in each quarter, comparison of forecast with actual data for 2018.
(a) 1st Quarter. (b) 2nd Quarter. (c) 3rd Quarter. (d) 4th Quarter.

A comparison of the weighting of portfolios created with forecast information and
those created with actual information for each quarter of 2018 shows great similarities
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in every quarter except for the first quarter. Although in the minimum-risk portfolio we
would have 100% for the power exchange with actual and forecast data, the maximum-risk
portfolio based on the actual data is more like all the maximum-risk portfolios where the
weights are distributed more evenly with purchases in the market for bilateral contracts
and with the maximum participation possible in the non-regulated market. The results
show that exceeding overall medium risk allows a portfolio to maximize margins for
that portfolio’s minimum risk purchases which cannot be achieved with an overall lower
portfolio risk.

V. Portfolio Performance Evaluation

The performance of each portfolio was evaluated using the backtesting method. First,
we evaluated the results obtained with the actual data for 2018 for all three portfolios in
both of the two strategies. Table 10 shows the purchase margins that would have been
obtained in each month of 2018.

Table 10. Results of the “Buy and Hold” and “Fixed-Mix” strategy.

“Buy and Hold” “Fixed-Mix”
Month  Minimum Risk Medium Risk Maximum Risk Minimum Risk Medium Risk Maximum Risk
January —5.451% —0.550% —0.315% —5.760% —3.093% —0.819%
February —2.281% 4.213% 5.523% —4.010% —0.385% 2.705%
March —1.525% 3.864% 4.938% —2.941% 0.065% 2.629%
April —4.921% 1.318% 5.920% 2.432% 4.799% 5.844%
May —3.140% 2.298% 4.101% 2.795% 3.657% 4.013%
June —1.889% 3.949% 4.785% 4.246% 4.573% 4.680%
July —3.111% 3.239% 6.281% 1.748% 3.948% 6.018%
August —6.213% 1.230% 6.607% —1.360% 2.622% 6.349%
September  —4.893% 2.131% 6.757% —0.105% 3.306% 6.500%
October —4.909% 2.916% 7.318% 4.576% 6.055% 6.770%
November  —2.057% 3.927% 7.366% 5.228% 6.388% 6.951%
December 1.209% 5.915% 7.538% 6.475% 6.949% 7.157%
Average ~3.26% 2.87% 5.57% 1.11% 3.24% 4.90%
return
Results for the “Fixed-Mix” strategy are better even for the minimum-risk portfolio
that also has the smallest margin. It is certain that a strategy that allows making changes
over time can better take into account volatility in the power exchange and margins that
vary from one period to another in a way that can generate losses if not taken into account.
Considering price changes due to changing weather patterns can clearly improve risk-
management decision-making.
VL. Portfolio evaluation through backtesting
Table 11 presents the four criteria that were used to evaluate how a portfolio would
have performed to help retailers make the best decisions.
Table 11. Results of backtesting criteria.
“Buy and Hold” “Fixed-Mix”

Indicator Minimum Risk  Medium Risk =~ Maximum Risk Minimum Risk =~ Medium Risk = Maximum Risk
Max drawdown 0.047 0.029 0.018 0.056 0.022 0.018
Sharpe ratio —6.436 6.830 12.272 1.040 4.459 9.344
Sterling ratio —0.642 0.956 3.793 0.153 1.581 3.187
Omega ratio 0.030 63.691 213.078 1.940 12.180 72.766

Analyses of the different criteria show that for portfolios with minimum risk, the
“Fixed-Mix” strategy outperforms “Buy and Hold” in all the three portfolio evaluation ratios
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which indicates that these portfolios receive greater returns relative to the expected level of
risk. Although this strategy also has a higher maximum drawdown for the minimum-risk
portfolio than the “Buy and Hold” strategy for the same portfolio, the “Fixed-Mix” strategy
is still preferred.

The Sharpe and Omega ratios indicate that the “Buy and Hold” strategy is better for
the medium-risk portfolio given that it has a higher return for each unit of risk and that the
probability of positive margins is much higher than the probability of negative months, but
the maximum drawdown and the Sterling ratio indicate that the “Fixed-Mix” strategy is
best. For our case it is also important to note that the annual volatility in the “Buy and Hold”
strategy is not quite half the volatility in the “Fixed-Mix” portfolio without any penalty in
the annual margins. Although the “Buy and Hold” portfolio had a maximum drawdown
of 0.029, this number is quite close to the 0.022 of the “Fixed-Mix” portfolio. Even though
both have similar annual margins, the “Buy and Hold” strategy is advisable if a moderate
risk is expected since its volatility is far less than that of the “Fixed-Mix” portfolio, and the
probability of positive margins is much higher than for any other strategy.

Finally, we can ensure that the maximum-risk portfolio’s performance improves using
a “Fixed-Mix” strategy with respect to the risk taken by using the “Buy and Hold” strategy
since it allows a greater margin at lower annual volatility. This is true even though the
maximum drawdowns of the two strategies are the same size as the three high-performing
ratios for the “Buy and Hold” portfolio, indicating that the portfolio will receive greater
returns per unit of risk.

5. Conclusions

This study proposes an optimal composition for energy retailers’” energy purchase
portfolios. Our application was developed with real and forecast information for 2018 in
the Colombian electricity market. The portfolio theory proposed by Markowitz [11,12]
was extended to consider a planning analysis for one year, for which two multi-period
acquisition strategies were proposed: a simple portfolio extension using the “Buy and
Hold” strategy for a single period, and the “Fixed-Mix” strategy that allows rebalancing of
the information for each period. In the latter case, the one-year period was divided into
four quarters since the NOAA’s climate reports are quarterly.

In the literature, some authors have developed several methods for forecasting Colom-
bian electricity prices. We propose a forecasting model for prices that involves various possible
climatic scenarios, each with its own associated probability. This type of model best adjusts
for the behavior of real prices. The multi-period approach was proposed to enable retailers
to maximize their purchase margins by using better planning strategies. With this approach,
retailers can choose short-term purchase strategies that are in accordance with the needs of
the market and that react to unexpected price variations due to climatic changes.

The results show that portfolio rebalancing in each quarter only produces better
performances in portfolios constructed to minimize risk. Nevertheless, portfolios in which
the three purchasing strategies including the power exchange were used, annual volatility
ended up being higher than for portfolios that had higher risks. Given that the very
great volatility of the power exchange, the strategy of rebalancing portfolios every quarter
provvides better protection against power exchange price volatility. Taken altogether, these
factors clearly show that the “Fixed-Mix” portfolio strategy is the most likely to obtain
optimal results.

In contrast, for portfolios that have higher expected margins, the best multi-period
strategy to follow is “Buy and Hold”. Although in principle a strategy that allows rebalanc-
ing portfolio weights might be better, our forecast of the prices for each strategy includes
price volatility due to weather and is a remarkably good fit to the actual data. It shows
that the “Buy and Hold” strategy is the strongest in these cases. In addition, the “Buy and
Hold” strategy was the least volatile for moderate-risk portfolios which could indicate
that retailers should be neither extremely conservative nor take extreme risks. Rather, it
suggests they should follow a middle course by balancing purchases in bilateral contract
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markets and in the power exchange. This strategy is the most likely to control retailers’
risks while providing good margins.
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