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Executive summary

This has been a year of significant disruption in Australian electricity markets. Many of the
factors driving high and volatile prices are likely to continue. Current conditions reflect
expected challenges, including coal plant closures and more frequent unplanned outages,
compounded by unexpected difficulties such as high international gas and coal prices.

High spot prices across the National Electricity Market led to the Australian Energy Market
Operator (AEMO) capping prices at $300/MWh in Queensland, New South Wales,

South Australia, and Victoria between 12 and 14 June 2022. This resulted in some
generators withdrawing capacity from the market, prompting AEMO to direct generators to
produce electricity. On 15 June 2022, AEMO decided to suspend the National Electricity
Market to ensure a reliable supply of electricity. Conditions eased as some large generators
returned to service and the suspension was lifted on 24 June 2022.

In the following months, wholesale spot market prices declined slightly, although they still
remain high relative to historical averages. Contract prices in financial markets indicate that
high and volatile prices are expected to persist for multiple years. Retail electricity prices
have increased in response, as retailers seek to recover high wholesale electricity costs from
consumers. Households and businesses are already experiencing substantially higher
electricity bills and there are signs prices will continue to increase.

As part of the Australian Competition and Consumer Commissioné §ACCC) Inquiry into the
National Electricity Market, we have examined the impact of the June 2022 events and
resulting market conditions on competition in the financial and retail electricity markets, and
consequent impacts on consumers.!

Obtaining insight into opaque market operations

To inform our analysis in this report, we used our compulsory information gathering powers
to obtain commercially sensitive data from market participants (that is, generators and
retailers) on their electricity hedging contracts. This data is not usually collected, analysed,

or reported by any other regulatory agency. Many hedgingc ont r act s artee-traded 6

C 0 u n Witk thedtransaction kept confidential by the buyer and seller. We also required
market participants to explain their approach to managing price risk in the spot market and
describe their experience trading hedging contracts in 2022.

Our compulsory information gathering powers also enabled us to extend our unique dataset

on the costs incurred by retailers to supply electricity to households and businesses across

t he National Electricity Market. This 6cost
network, environmental, and retail costs. Our annual reporting of these figures provides the
context against which we can accurately assess the more intense developments of

June 2022 and the following months.

The importance of competition in financial markets and retail markets

Maintaining and developing competition in electricity markets throughout the transition to
renewable energy is of paramount importance. Well-functioning competitive markets are
critical to delivering the investment needed for new electricity generation and storage
capacity at an efficient cost to consumers.

t On 6 June 2022, the Treasurer, the Hon Dr Jim Chal mers MP,

influencing electricity prices are made fully transparent. The Treasurer asked the ACCC to advise the government of any
regulatory changes needed to ensure electricity markets are functioning properly. This request complements the Terms of
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Referencefor t he ACCCO6s current inquiry into the National Electricit
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The energy-only structure of the National Electricity Market is designed to allow for
temporary price volatility to incentivise new investment and innovation through a market
response. However, we recognise that the market is in transition, and that government is
currently considering changes to the market design to support a smoother transition.

To maintain and promote competition during periods of temporary price volatility, it is
essential that market participants can appropriately manage financial risks. Our analysis
indicates that retailers are finding it increasingly difficult to manage their exposure to prices
in a volatile spot market. This, in turn, increases the likelihood of retailer failure, declining
competition, and higher bills for consumers.

Preserving competition in retail markets is the best way to deliver benefits to households and
businesses over the longer term. We recognise the urgency of immediate concerns around
energy affordability impacting consumers. However, even where short term interventions are
warranted, it is still crucial to preserve the conditions for future retail competition.

Managing risk is increasingly challenging

Access to exchange-traded and over-the-counter hedging contracts is critical to allow
electricity retailers and generators to manage their exposure to price and volume risk.

Retailers typically sell electricity to consumers at an agreed price that must be met even if
the price in the spot market rises dramatically. Inversely, generators may not receive a return
on their investment or even operate at a loss if wholesale electricity prices fall. Hedging
contracts allow retailers and generators to, in effect, lock in a contracted price for a given or
variable volume of electricity in advance.

The expectation in financial markets that relatively high and volatile spot prices will persist
has led to steep increases in contract prices. High contract prices have increased the credit
support or 6émarginsé required from market
the brokers and clearing participants that facilitate trades. Some clearing participants have
responded by reducing their exposure to electricity contracts on the Australian Securities
Exchange (ASX); for instance, by closing out existing positions or not taking on new clients.

The result is that a number of smaller retailers have lost access to exchange-traded
contracts in 2022. This means that they must rely on over-the-counter hedging contracts to
manage their risk and are more likely to be exposed to high and volatile wholesale electricity
spot prices, threatening their financial viability. Further, our analysis reveals that prices in the
over-the-counter market were notably higher than on the ASX from quarter 2 2022 onwards,
putting retailers without ASX access at a disadvantage.

We consider that promoting access to, and liquidity in, financial markets is essential to
maintaining competition in the wholesale and retail electricity markets.

Active monitoring of liquidity in financial markets is needed

While exchange-traded contract volumes and prices are reported regularly and publicly,
there is little visibility of activity in the over-the-counter market. As smaller retailers become
increasingly reliant on over-the-counter hedging contracts, improving transparency in the
over-the-counter market will be essential. As our analysis has shown, monitoring hedging
contracts provides crucial insights into the strength and resilience of both generators and
retailers.

The ACCC supports the proposed reforms to expand the scope of the Australian Energy

partic

Regul atords whol esal e mar kndions tmiodudetmonitarimgg and r epo

hedging contracts.
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In addition, we consider that a range of issues affecting the contracts market may warrant
further monitoring. For example, ASX margin requirements and collateral requirements for
over-the-counter contracts, the changing role of FEX Global, and whether the current market
dynamics we have observed are sustained through 2023, are all issues that merit further
examination. We have broad-ranging monitoring powers under this inquiry, and we can use
these powers to undertake further investigations as we see necessary or to complement any
expanded monitoring roles the Australian Energy Regulator may have in future.

Retail competition has benefited consumers

Competition in retail markets is essential for ensuringcons umer s 6 best i nterests
supported and promoted. Over the last decade, retail competition has increased as new

retailers have entered the market and won market share away from incumbent retailers. The

threat smaller retailers pose improves value for consumers and incentivises product

innovation. That said, the big 3 retailers (AGL, EnergyAustralia and Origin) retain substantial

market share and continue to have significant cost advantages over smaller retailers.

Our cost stack data shows that average retail margins for residential customers across the
National Electricity Market continued to decline in 20211 22 from their peak in 20167 17.
Retail costs for residential customers also declined 4% (after adjusting for inflation) from
2020i 21 to 20217 22.

These trends in retail margins and retail costs are consistent with the expected effects of
increased retail competition, benefitting Australian households and businesses. As retailers
become more efficient in a competitive market, lower costs are passed through to customers
as lower electricity bills.

The cost stack data paints a positive picture of retail competition across the 20211 22
financial year, but this should not obscure the magnitude of the June 2022 events and
related changes in retail markets.

However, retail competition is now under pressure

High and volatile wholesale electricity spot prices, coupled with high contract prices, reduced
access to hedging contracts, impending compensation payments and retail price caps are
impacting the financial viability of retailers. While retail prices have increased, retailers have
limited ability to pass through increased costs in the short term, increasing their liquidity risk.

Since May 2022, 6 retailers have exited the market through the retailer of last resort scheme,
while other retailers have actively encouraged their customers to switch to another retailer.
Additionally, several retailers are no longer seeking new market offer customers.

The result is consumers moving from small and very small retailers towards retailers with
larger market share, increasing market concentration.

Price caps | imit retailersdé ability to pass

The price cap on standing offers, or Default Market Offer, in New South Wales, South East
Queensland and South Australia is set annually at a level intended to protect disengaged
consumers from paying too much for electricity while retaining incentives for them to engage
in the market and find a better offer.

Until recently, the savings for customers prepared to shop around for a better offer could be

guite significant, with most retailersd market
Default Market Offer. However, by October 2022, most market offers were priced close to

standing offers with some more expensive than the regulated price.
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In particular, the range of offers for non-big 3 retailers have reduced. Previously, smaller
retailers often offered plans that were much cheaper than the relevant standing offer. The
June 2022 events saw an immediate and dramatic increase in their market offer prices,
converging back towards the Default Market Offer level. Offers from big 3 retailers also
moved towards the price of the standing offer, but to a lesser extent, shifting the balance of
offers between larger and smaller retailers.

While standing offer customers are being protected from more significant price increases in

the short term, price caps on standing offersar e | i mi ti ng retail easod abil
underlying costs change, adding to financial pressures on retailers. There is currently no

mechanism to change the Default Market Offer during a financial year, as there is for the

Victorian Default Offer.

Introducing a mechanism to adjust the Default Market Offer outside of the annual price
review process will allow the AER to better manage future market disruptions. The AER
should be able to reduce price caps when costs significantly decrease, protecting standing
offer customers, and to increase price caps when costs rise significantly, allowing retailers to
better manage cash flow, costs, and revenue.

Regulated retail prices should accurately reflect risk management costs

Regulated retail pricing affects the ability of retailers to recover their costs and remain
financially viable. It is important that regulated pricing reflects the actual costs of operating in
the market, including the costs of managing price risk.

Our analysis indicates that these costs have increased in 2022 due to a shift toward
over-the-counter contracts, which have generally traded at a premium to exchange-traded
contracts. Retailers have also faced cost pressures from increased credit support
requirements.

The AER should consider these findings in its review of the Default Market Offer wholesale

cost methodology, and the Essential Services Commission should do so in any future

reviews of the Victorian Default Offer, to ensure that regulated retail prices reflectr et ai | er s 6
hedging costs in prevailing market conditions.

Consumers are feeling the pressure of rising prices

Hi gh and volatile wholesale electricity prices
electricity to their customers. Increased costs are already flowing through to electricity bills.

Compared with last year, standing offer customers in New South Wales, South East
Queensland and South Australia faced price increases of between 7.2% and 18.3% from
1 July 2022.2 Standing offer customers in Victoria faced increases of between 1.2% and
9.2% when the revised Victorian Default Offer took effect.?

Market offer prices, which are set by retailers and traditionally cheaper than standing offers,
have also increased. Our analysis shows that increases in market offer prices between
April 2022 and October 2022 have already resulted in the median annual bill of a typical
residential customer increasing by around $300 per year, or 23%, and there are signs this
will increase further.

Although better deals might be harder to find at the moment, we encourage consumers to
consider how much they are currently paying for their electricity and to shop around for an

2 Australian Energy Regulator, Default market offer prices 2022i 23 i Final determination, Commonwealth of Australia,
26 May 2022, p 3.

8 Essential Services Commission, Victorian Default Offer 2022i 23: Final decision, 24 May 2022, p 1.
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offer that might be cheaper. There are an increasing range of initiatives designed to make it
easier for consumers to navigate this complex market.

Consumers can visit a government comparison website to compare generally available
offers and, using their own usage data, find the cheapest offer. Commercial third-party
comparison services may help some consumers, but the ACCC remains concerned that they
do not necessarily compare all offers from all retailers nor recommend the cheapest offer.
We recommend that a mandatory code of conduct should apply to third-party comparison
services to ensure they are required to operate fairly and transparently and that they provide
consumers with all the necessary and important information they need to choose an offer.
The introduction of a mandatory code will also complement the recent expansion of the
Consumer Data Right to the energy sector.

We are also concerned that customers in embedded networks do not have the same ability

to shop around and choose their retailer as do other customers, nor do they receive the price

protection of a default offer, outside of Victoria. We recommend the Default Market Offer

pricecap should apply to retailersé prices for emb
protection against high prices from the only retailer available to them.

Energy is essential t o apdaghe pxtesttsvhidh houseloldsecand wel | be
reduce their bills is limited. Many households in Australia already experience trouble paying

for the electricity they need to maintain their health and wellbeing. With prices expected to

remain high, governments and regulators need to ensure policy and regulatory settings

around energy affordability continue to evolve to better protect consumers.
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Recommendations

We make 5 recommendations to address the impact of current conditions on competition in
financial and retail electricity markets as well as the impacts on customers.

Recommendation 1

The Australian Energy Regulator should monitor contracts market trading by
registered National Electricity Market participants as part of its wholesale
monitoring functions

There is a process currently underway to
to include the contracts market. The contracts market is an important link between
generators and retailers. As our analysis shows, it can provide crucial insight into the
strength and resilience of generators and retailers.

The current policy process should result in the AER receiving the power and appropriate
funding to monitor the contracts market to ensure it functions effectively, protects
competition, and provides risk management options to smaller, non-vertically integrated
retailers. The increased scope should apply to monitoring and analysis of contracts market
trading by registered National Electricity Market participants, including over-the-counter
trading. The AER should report on key issues, but only disclose commercially sensitive
information when there is a material public benefit in public reporting.

Recommendation 2
Regulated retail price setting should accurately reflect hedging costs

Our analysis indicates that the costs of hedging have changed for many retailers over the
course of 2022. In particular, hedging costs have been pushed up due to:

9 the shift in contracting away from the ASX and towards over-the-counter contracts by
some retailers, and over-the-counter swap contracts, in general, trading at a premium
to ASX swap contracts in 2022

1 the significantly increased cost of margining and collateral for most retailers,
particularly for ASX trading.

The AER is currently undertaking a review of the Default Market Offer wholesale cost
methodology as part of its consideration of the 2023i 24 Default Market Offer. The ACCC
recommends that the AER take the analysis and findings of this report into account when
revising the wholesale cost methodology, to ensure the methodology and 2023i 24
regulated retail prices reflect hedging costs in current market conditions. Current market
conditions appear to be significantly different for many retailers than for previous Default
Market Offer cycles.

The ACCC also recommends that the Essential Services Commission take the findings of
this report into account for any future reviews of its Victorian Default Offer methodology.
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Recommendation 3

The Electricity Retail Code should be amended to provide the Australian
Energy Regulator the option to adjust the Default Market Offer determination
outside of the annual price setting cycle in the event of uncertain or
unforeseen circumstances

Current policy settings limiting the Default Market Offer to annual price resets are resulting
in insufficient flexibility The AER should be able to reduce the Default Market Offer when
costs significantly decrease and to increase the Default Market Offer when costs
significantly rise. Doing so will give the AER the flexibility to protect standing offer
customers and support retailers in periods of rapidly changing market conditions in order
to maintain retail competition for the long-term benefit of consumers.

Recommendation 4

A mandatory industry code of conduct should apply to third-party energy
price comparison services

Unlike government price comparison services, third-party price comparison services may
not compare offers from all retailers in the market nor necessarily recommend the
cheapest offer. Prescribing a mandatory code of conduct would ensure that price
comparison services are required to operate fairly and transparently and that they provide
consumers with all the necessary and important information they need to choose an offer.
The introduction of a mandatory code will also complement the recent expansion of the
Consumer Data Right to the energy sector.

Recommendation 5

The Electricity Retail Code should be amended to apply the Default Market
Of fer price cap to authorised retail el
customers

Embedded network customers of authorised retailers are expressly excluded from the
protections of the Electricity Retail Code, which applies to authorised retailers in

South East Queensland, New South Wales, and South Australia. The Code should be
amended to provide embedded network customers in these regions with equivalent price
cap protections as embedded network customers in Victoria and the Australian Capital
Territory.
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1. Introduction

The Australian Competition and Consumer Commission (ACCC) is continuing its inquiry into
the prices, profits, and margins in the supply of electricity in the National Electricity Market.

In this report, we examine the impact of current market conditions on competition in the
retail, wholesale, and financial electricity markets, and consequent impacts on consumers, in
response to the suspension of the National Electricity Market in June 2022 and concerns
about cost-of-living pressures.

Drawing on extensive information obtained from electricity market participants using our
powers under the Competition and Consumer Act 2010, we have been able to examine in
detail the causes and impacts of these events and to make recommendations about
measures that could be implemented to ensure competition remains effective through the
supply chain.

In addition to our broader roles under the Competition and Consumer Act and the reporting
requirements of our current inquiry, the government has asked us to take an active role in
monitoring and reporting on current energy market conditions, which we continue to do.

1.1. The ACCCO6s gener al role i n energy m

Regulators and governments all have a role to play in ensuring safe, reliable, and affordable
energy for Australian energy customers.

The ACCCO6s role in energy ©@mpditortand dossumemActt he cont
which includes specific provisions designed to prevent energy market misconduct

(Part XICA), and to ensure compliance with the price cap on standing offers and fair

advertising of prices to consumers through the Competition and Consumer (Industry Code i

Electricity Retail) Regulations 2019 (Electricity Retail Code).

The Competition and Consumer Act provides a framework for the ACCC to monitor and take
action to preserve conditions for competition, where they can be preserved, and to ensure
market participants, including consumers, are treated fairly.

1.2. The ACCC dacy markeeirmqtiny and this report

This report is delivered as part of our electricity market monitoring inquiry. The

Australian Government directed us to undertake this inquiry in 2018, with a requirement to
report at least every 6 months until the conclusion of the inquiry on 31 August 2025. The
terms of reference for the inquiry are at Appendix A.

In recent years, we have adopted a cycle of reporting on billing outcomes for households
and small business customer s iostsilvbapplyimf each year
electricity to customers (or 6cost stacksd) infoc

We saw a significant change in the market after completing our May 2022 report. As a result,
we published an addendum to that report in June 2022, which included supplementary
analysis to acknowledge the changing conditions in spot, contract, and retail markets.

Given the significance of this year6s energy mar
wider scope of analysis than our usual November cost stack reports. However, 20211 22 cost

stack data is reflected through this report and published in detail in an online appendix

(Appendix D).
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1.3. About the data we collect

We used a range of data sources for this report. Of most importance are our compulsory
information gathering powers under section 95ZK of the Competition and Consumer Act
which allow us to obtain information from market participants that may not otherwise be
publicly available.

To examine the wholesale spot market dynamics, we have drawn mostly on data and

insights shared with us from third parties, incl
Wholesale Electricity Market Performance Reporting process and the Australian Energy

Mar ket Operatoros (AEMO) anal22marketsusdensiborhe dr i ver s
event.

To examine the contracts market, we have relied on our compulsory information gathering
powers to obtain quantitative and qualitative information from generators and retailers in
relation to their trading of both Australian Securities Exchange (ASX) and over-the-counter
(OTC) contracts. We have supplemented this with publicly available data, including for the
pricing and liquidity of ASX-traded electricity contracts.

For the cost stack analysis, we have used our compulsory information gathering powers to

obtain data on retailersdé costs for the period 1
to a sample of retailers covering approximately 86% of the residential customer base in the

National Electricity Market. We required them to report a variety of cost categories covering

network, wholesale, environmental and retail costs, and retail margins.

For the retail offer analysis, we have used publicly available offer information taken from

the 2 government comparator websites, Energy Made Easy (run by the AER) and Victorian

Energy Compare (run by Victoriabés Essenti al Serv
upload the particular details of their electricity offers for residential and small business

customers to these sites.

There is a separate methodology appendix (Appendix B) which provides more detail on our
data collection and analysis techniques for the cost stack and retail offer datasets. The
separate data appendix (Appendix D) includes many charts and tables not presented in the
body of the report, including regional breakdowns and longer time series.

1.4. The geographic scope of our analysis

The National Electricity Market comprises New South Wales, the Australian Capital Territory
(ACT), Queensland, South Australia, Victoria, and Tasmania. We examine the performance
of the spot and contracts markets in each of these states and territories. However, as there
is one regional reference node for both the ACT and New South Wales, the ACT is included
in our analysis of New South Wales market dynamics.* Similarly, our cost stack analysis also
combines the ACT and New South Wales into one category.

We separately report Tasmania in our regional cost stack analysis, with some minor

modifications to the reporting basis to protect individual retailer data in this state. In addition,

there is virtually no contracts market trading in Tasmania due to the dominance of vertically

and horizontally-integrated, government-owned generators in that state. For example, no

ASX contracts are available for Tasmani a. As such, our anal ysis
electricity market is largely limited to the spot market.

For retail offer analysis, we focus on the regions with effective retail competition 7 Victoria,
New South Wales, South Australia, and South East Queensland.

4 The regional reference node is the basis for pricing in wholesale spot and contracts markets. Effectively, the ACT and New
South Wales are one region for pricing purposes.
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1.5. Structure of this report

The body of the report is structured as follows:

T

1
1
T

Chapter 2 focuses on the wholesale spot market
Chapter 3 focuses on the contract (financial) market
Chapters 4 and 5 focus on retail markets

Chapter 6 focuses on retail affordability.

Inquiry into the National Electricity Market i November 2022 Report
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2. Competition in a volatile wholesale electricity spot
market

Key points

I Understanding market dynamics in the National Electricity Market in the first half of 2022
is essential context for the contracts market analysis in Chapter 3 of this report, and for
our assessment of retail competition and the impacts on affordability in chapters 4i 6.

9 The extraordinary energy market dynamics in the first half of 2022 were caused by a
range of factors such as inflated input fuel prices and low generator availability.

9 This resulted in increased wholesale spot prices and price volatility which culminated in
the Australian Energy Market Operator (AEMO) triggering a rare 9-day market suspension
in all 5 National Electricity Market regions in June 2022.

I Wholesale spot prices are forecast to remain elevated in the short-medium term due to
input fuel prices, amongst other factors.

9 The energy transition will see a significant shift in generation capacity and presents an
opportunity for, as well as risks to, competition as new assets enter the market.

This chapter provides an overview of the energy market dynamics of the first half of 2022
and the June 2022 energy event, where wholesale electricity prices were elevated relative to
historical averages and AEMO suspended all regions of the National Electricity Market. This
outline provides context for the following chapter of this report based on a preliminary review
of existing analysis undertaken by the energy market bodies, to date.

2.1. Domestic and international conditions led to extraordinary market
dynamics in the first half of 2022

2.1.1. Market suspension in the National Electricity Market is exceedingly rare

Over the first half of 2022, several conditions in international and domestic energy markets
drove wholesale electricity prices upwards and led to challenges in operating the National
Electricity Market. Average wholesale spot prices in the National Electricity Market during the
second quarter of 2022 were at their highest levels since the National Electricity Market was
established (see Figure 2.1). These price conditions and the subsequent operational
challenges, discussed in more detail below, ultimately culminated in the 9-day suspension of
the market during June 2022. Suspension of the National Electricity Market is exceedingly
rare. The National Electricity Market has been suspended on only one other occasion since
its inception in 1998: due to a critical information technology issue, the National Electricity
Market was suspended in 2001 for 2 hours.

Inquiry into the National Electricity Market i November 2022 Report
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Figure 2.1: Wholesale spot prices during quarter 2 2022 were at their
highest levels

NEM-wide quarterly-averaged spot prices since 2009i 10
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Source: AEMO, Australian PV Institute, Bureau of Meteorology, OpenNEM - Energy - NEM, OpenNEM website, 2022,
accessed 8 November 2022.
Note: Wholesale spot prices were at their highest quarterly average spot price since market commencement in 1998, as
further shown by figure 8 in AEMOO&6s Quarterly Energy Dynamics

Key conditions which contributed to the unprecedented June 2022 energy event include:
1 high gas prices

1 high coal prices

1 high operational demand

1 generator unavailability.

The confluence of these factors i high input fuel prices, high demand, and constrained

supply T drove increases in both the level and volatility of wholesale spot prices (see Figure
2.2).
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Figure 2.2: Increases in the level and volatility of wholesale electricity spot
prices
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prices that reflect the cost of supplying energy.

Another measure of spot price volatility which better reflects the intensity of price spikes is a
change in the distribution of spot prices in increments between $300i 1,000/MWh and over
$1,000/MWh. The frequency of spot prices exceeding $300/MWh climbed from just 1% of
intervals in the second quarter of 2021 to 26% in the same quarter of 2022.

Historically, generator returns on spot prices above $300/MWh have predominantly come
from extreme price spikes above $1,000/MWh. However, the second quarter of 2022 saw a
high proportion of overall returns from prices between $300/MWh and $1,000/MWh (see
Figure 2.3). This indicates extended high spot prices were the main driver of higher average
prices, rather than extreme price spikes.

As a result of these extended high prices, the cumulative price threshold was breached in
most of the National Electricity Market regions, reflecting that the prices were sustained at
high enough levels over a 7-day period to exceed the regulated threshold.® This resulted in
the automatic application of the administered price cap in successive mainland National
Electricity Market regions (see Figure 2.4), which saw market prices immediately capped at
$300/MWh.8

The cumulative price threshold mitigates the risk of extended periods of high wholesale electricity prices. It is the maximum
cumulative price permissible across7d ay s 6 wo r inthe whblesalerekedrieity spot market. For the period

1 July 2022 to 30 June 2023, the cumulative price threshold in the National Electricity Market is $1,398,100. The wholesale
gas market also has a cumulative price threshold, which was set at $440 for 202271 23.

The administered price cap mitigates the risk of high wholesale electricity prices and is applied automatically when the
cumulative price threshold is breached. The administered price cap in the National Electricity Market is $300 per megawatt
hour. The level of the administered price cap is currently subject to review by the Australian Energy Market Commission
under a rule change request by Alinta Energy. The wholesale gas market also has an administered price cap, which is set
at $40 per gigajoule.
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Figure 2.3: Quarter 2 2022 saw a high proportion of overall returns from
prices between $300/MWh and $1,000/MWh

Spot market prices above $300/MWh by price band, Q1 2008 to Q2 2022
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Source: AEMO, Quarterly Energy Dynamics Q2 2022, AEMO, 29 July 2022, accessed 8 November 2022, figure 21.

Figure 2.4: Cumulative price threshold was exceeded in all National
Electricity Market regions apart from Tasmania

NEM cumulative price by region, 7 to 26 June 2022
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Notes: NEM = National Electricity Market.

Following the application of the price cap, AEMO faced significant operational challenges
and was forced to intervene to secure necessary capacity through issuing directions, issuing
multiple National Electricity Market Lack of Reserve notices, and activating emergency
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reserves under its Reliability and Emergency Reserve Trader contracts to procure additional
supply.

On 15 June 2022, AEMO concluded that it was no longer possible to operate the market in
accordance with the National Electricity Rules, triggering a market suspension across the

5 National Electricity Market regions. This saw the application of a pre-set market
suspension pricing schedule which is based on an adjusted 4-week rolling average of
historic prices in each region. Market-based pricing recommenced on 23 June 2022 and the
market suspension was formally lifted on 24 June 2022.

2.1.2. Elevated wholesale spot prices were driven primarily by inflated input
prices and low generator availability

Converging market conditions increased input prices for coal and gas
generators in first half of 2022

A confluence of interlinking disruptions and shocks in the first half of 2022 caused high coal
and gas prices and supply issues for black (thermal) coal and natural gas. These issues had
cascading effects on coal-fired and gas-fired generation in the National Electricity Market,
which flowed through to wholesale electricity prices more broadly. The disruptions and
shocks were driven by domestic and international supply and demand factors, including:

1 significant supply disruptions to many international markets in coal and gas caused by
Russiads invasion of Ukraine

1 a high level of scheduled and unscheduled coal generation outages i and to a lesser
extent gas baseload outages

an early start to Australian winter created higher than expected demand

numerous issues between individual coal mines not meeting forecast levels of deliveries
to associated coal generators

1 difficulties for some coal generators in replacing contracted coal or only limited mines
selling coal that met the correct specifications

91 the coal market is tight and logistic chains are near capacity, where it takes time to
purchase coal and create new logistic chains

1 weather, such as rain and floods, impacting coal supply.’

The direct impact of high international gas prices on average wholesale spot prices in the
National Electricity Market in 2022 is illustrated in Figure 2.5.

7 AER, Wholesale Markets Quarterly Q2 2022, Commonwealth of Australia, September 2022, accessed 8 November 2022,
pp 1i12.
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Figure 2.5: National Electricity Market electricity and east coast gas prices
follow similar trajectories

Monthly average of NEM wholesale spot electricity prices and east coast wholesale gas
prices, Q3 2018 to Q3 2022
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Source: AEMO, Quarterly Energy Dynamics Q3 2022, AEMO, 29 July 2022, accessed 8 November 2022, figure 12.

Reduced generator availability across technology types throughout the
second quarter of 2022 restricted electricity supply

Generator availability was a significant challenge across all technologies throughout the
second quarter of 2022, particularly in mid-June. Lower generation output was not isolated to
coal-fired and gas-fired generation with multiple factors impacting availability across
technology types during this period, including:

9 Coal generation: Coal generator outages i planned and unplanned i resulted in lower
black and brown coal generator availability across both New South Wales and
Queensland through the second quarter of 2022. The volume of generation capacity
concurrently offline due to planned and unplanned outages peaked at 1.8GW and 4.6GW
respectively on 13 June, corresponding to around 29% of total coal-fired power plant
capacity registered in the National Electricity Market.®

1 Gas generation: Using New South Wales as an example, the volume of gas generation
offered as available to the market increased in the hours following the introduction of the
administered price period in this region and then decreased by around 1.5GW in the
subsequent hours.®* AEMO directed generating units to operate in response to the
withdrawal of availability and ultimately suspended the market to manage it under the
challenging conditions. This contributed to a supply shortfall and pushed up underlying
dispatch prices (that is, the bid prices received, which did not affect the administered
settlement price but continued to contribute to the cumulative price in each region).

1 Hydro generation: Following commencement of the administered price period, the
avail able capacity of hydro generation (collec
offered to the market reduced. In New South Wales, this was a steady reduction of

8 AEMO, Quarterly Energy Dynamics i Q2 2022 workbook, AEMO, 29 July 2022, accessed 8 November 2022, figure 18.
AER, Reqistered capacity by fuel source i regions, AER website, as at 30 June 2022, accessed 8 November 2022.
9 AEMO, Quarterly Energy Dynamics i Q2 2022 workbook, AEMO, 29 July 2022, accessed 8 November 2022, figure 16.

Inquiry into the National Electricity Market i November 2022 Report 17


https://aemo.com.au/energy-systems/major-publications/quarterly-energy-dynamics-qed
https://aemo.com.au/energy-systems/major-publications/quarterly-energy-dynamics-qed
https://www.aer.gov.au/wholesale-markets/wholesale-statistics/registered-capacity-by-fuel-source-regions
https://aemo.com.au/energy-systems/major-publications/quarterly-energy-dynamics-qed

around 2.3GW.1° Pumped hydro power stations, of which the National Electricity Market
has around 1,600MW of generation capacity, typically bid volume into the market based
on arbitrage opportunity, which is the spread between the price for which they purchase
electricity and the price for which they sell electricity. With the introduction of the
administered price cap and the stabilisation of prices at or near $300/MWh, the arbitrage
opportunity largely collapsed. The impact on this commercial model may have
contributed to this withdrawal of offered capacity.

1 Wind generation: Wind resource quality across most of the National Electricity Market
was relatively low during May and June 20221t is worth noting that wind output was high
relative to the previous quarter in the second quarter of 2022 due to new capacity being
commissioned.?

9 Solar generation: Average utility-scale solar PV generation increased between the
second quarter of 2022 and the same period in the previous year, with new projects
commissioned. This increase in output was despite relatively low solar irradiance
conditions through the quarter.'?

Lower availability of generators, along with an increase in demand driven by cold
temperatures across the east coast, tightened supply relative to what would typically be
expected in the lead up to winter.

Higher priced technologies set the price more frequently in Q2 2022

The price setting and dispatch process is critical to understanding market dynamics and

competition. Wholesale spot prices in the National Electricity Market are calculated in

5-minute settlement intervals for each of the 5 National Electricity Market regions i referred

to as Regional Reference Prices. The spot prices in each region and each interval are set

through the dispatch process, in which generators submit a bid price and quantity of their
availablecapacity to AEMO. AEMOOG6s National El ectricit
bids into a price-based merit order before dispatching enough generation volume to meet

forecast demand for the given region and interval.*® All dispatched generators are then paid

t he ¢ s piothedinalgid in themerit order that is required to meet the demand.

The wholesale spot price drivers discussed above were reflected in the price setting and
generator availability trends seen through the first half of 2022. Coal-fired generators played
a lesser role in price setting in the second quarter of 2022 relative to prior quarters, due to
low reliability and low availability, which was exacerbated by coal supply security challenges
and higher coal prices.

The reduced contribution of coal-fired generation capacity in the second quarter of 2022 led
to a significant step up in the frequency of intervals in which hydro generation set the price,
and a slight increase in frequency of price setting by gas and battery relative to the first
guarter of 2022, and as compared with the preceding 3 quarters before this (see Figure 2.6).

10 AEMO, Quarterly Energy Dynamics i Q2 2022 workbook, AEMO, 29 July 2022, accessed 8 November 2022, Figure 16.
1 AEMO, Quarterly Energy Dynamics Q2 2022, AEMO, 29 July 2022, accessed 8 November 2022, p 28.

2. AEMO, Quarterly Energy Dynamics Q2 2022, AEMO, 29 July 2022, accessed 8 November 2022, p 29.

13 This description is a simplification of the National Electricity Market dispatch engine process, which is complex in practice

and considers factors such as losses, constraints, co-optimisation with frequency control ancillary services, and a range of
other factors.
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Figure 2.6: Hydro generation sets price most frequently in quarter 3, while

coal 6s price setting role reduced

Price-setting frequency by fuel type, Q3 2021 to Q3 2022
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Source: AEMO, Quarterly Energy Dynamics Q3 2022, AEMO, 27 October 2022, accessed 8 November 2022, figure 19.

The change in the role of different price setting technologies had an impact on the settlement
prices through the quarter, with higher bid-price technologies setting the price more
frequently. In short, the cost reduction benefit that may be expected by a lower contribution
from coal-fired generators, which have high input costs, was offset by the increased
incidence of hydro and gas generators setting the price.

In addition, the average marginal prices set by all price-setting technologies were higher
than in the previous 3 quarters. For thermal generators, this reflected higher input costs,
while for hydro and battery the trend was likely related to opportunity cost.

2.1.3. Wholesale electricity prices may remain elevated in the short to
medium term

The high-cost environment for gas and coal was a significant driver of energy market
dynamics of the first half of 2022 and the June 2022 energy event. The current market
expectation is that high gas and coal prices may continue to elevate National Electricity
Market wholesale spot market prices in the coming quarters. Based on market pricing as at
31 October 2022, while commodity prices are expected to come down from recent high
levels by the end of 2022, they are forecast to remain above pre-2022 levels, reducing
through 2023 and 2024.

Persistent elevated prices would be expected to have direct implications for electricity retail
businesses as well as indirect impacts through the electricity contracts market. At the
request of the Australian Government, the ACCC has provided advice on suitable options to
improve the operation of the gas supplier code of conduct. The ACCC has also been
engaging with the federal, state and territory governments on issues facing electricity and
gas markets at Energy Ministersémeetings in 2022.

¥ ACCC, Gas inquiry 20171 251 LNG netback price series, ACCC website, 2022, accessed 8 November 2022.
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2.1.4. An orderly energy transition is needed to avoid extreme market
conditions

The energy market is in transition, with the generation portfolio shifting from one dominated
by a small number of large coal-fired power stations to one characterised by a
technologically and geographically diverse generation mix, with solar and wind farms
complemented by storage, hydro and gas assets. This transition is underway and is
expected to accelerate as more coal-fired power stations retire.

Elements of the June energy event provide an example, albeit an extreme one, of a
disorderly energy transition at pace. In particular, the June event was characterised with a
significant reduction in baseload generator availability, insufficient available replacement
capacity, and therefore high energy prices and volatility. These market conditions are similar,
at a high level, to what could be expected of a very rapid and disorderly transition, with coal
generator exits outpacing the development of renewable generation and storage capacity.

The event therefore serves as a timely reminder that the move to a more decarbonised
National Electricity Market must be managed in an orderly fashion, to minimise the adverse
impact on prices. With an orderly transition away from coal, and strategic development of
new generation and storage capacity, the energy transition would not be expected to induce
the market conditions seen in 2022.

2.2. The energy transition presents opportunities and risks for
competition in the wholesale electricity market

A well-functioning and competitive market is critical to delivering the efficient investment in
new generation and storage capacity needed to support the transition over the coming
decades.

The National Electricity Market has been designed to enable a high degree of volatility in
wholesale spot prices, such that prices can provide strong, market-driven investment signals
about when and in which region new capacity is required. The market price cap is high to
enable this volatility, however this is balanced with other price safeguards such as the
cumulative price threshold which protect consumers from sustained high prices. These
design features are intended to allow for transitory price volatility whilst ensuring excessive
periods of high prices are not sustained. This pricing framework is dependent on a
competitive market to respond to price volatility while ultimately maintaining prices at an
affordable level for consumers.

Further, as the sector transitions and the existing generation portfolio is largely replaced by
new generation and storage, there is an opportunity to achieve a greater level of competition
in the market through the diversification of generation types and ownership. There is also the
risk that, without careful action by governments, the transition sees existing generation
ownership trends retained or worsened.

2.2.1. Historically, ownership of existing generation capacity has been
dominated by large coal-fired power stations

The installed capacity and generation output in the National Electricity Market remains under

the ownership of a small number of generators, despite the opportunity for new entry through

the transition (see Figure 2.7). These incumbents mostly own thermal (coal and gas) or

hydro assets, which tend to be large in capacity and provide 24-hour &ébasel oadd or

(

demand o6fl exibled operations but are also diver s

renewables and other storage assets across all regions in the National Electricity Market.
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Figure 2.7: Most generation output in the National Electricity Market remains

under the ownership of a small number of generators
Generation output per region by ownership, 2021
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Source: AER, State of the energy market 2022 data, Commonwealth of Australia, 29 September 2022, accessed
8 November 2022, figure 2.22.

A similar level of concentration exists amongst owners of coal-fired capacity in the National
Electricity Market: the 5 largest (AGL, Origin Energy, Stanwell, EnergyAustralia and CS

Energy) own 75% of coal capacity as at October 2022 (see Figure 2.8). The expected
retirement of coal assets is also likely to result in these participants diversifying to other
technologies, reducing coal ownership in this concentrated market segment. For instance, in
April 2023, the remaining 3 units (1,500 MW nameplate capacity) of Liddell power station will
AGLO6s

be retired, representing a decline in
the National Electricity Market.
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Figure 2.8: A similar level of concentration exists amongst owners of
coal-fired capacity

Capacity of coal-fired power plant ownership in the NEM by owner, October 2022
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Source: AEMO, NEM Generation Information October 2022, AEMO, 7 November 2022, accessed 8 November 2022.

Note: Liddell 6s remaining 3 units are scheduled to retire in Januar
2022 and is planned to return to service in January 2023. Callide unit C4 has been offline since November 2021 and
is planned to return to service in April 2023.

The overall share of generation output from the 5 largest participants, as compared against
each other, has not changed materially in the last 5 years despite the entry of new market
participants and significant growth in renewable energy over this time (see Figure 2.9).

The share of private ownership compared to public ownership of generation output has
remained stable over this period, with around 72% and 28% of output from privately and
publicly owned generation assets respectively. This lack of change in the extent of private
ownership has implications for future new-entrant capacity given the role of federal, state
and territory governments in supporting this entry.
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Figure 2.9: The overall share of generation output from the 5 largest

participants has not changed materially in the last 5 years

Generation output from the 5 largest corporations in the NEM (left) and percentage of total
generation produced by government-owned versus private corporations (right), 2018 to 2022
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Source: AER, State of the energy market 2022 data, Commonwealth of Australia, 29 September 2022, accessed

8 November 2022, figure 2.22.

2.2.2. Traditional generation businesses have encountered financial

challenges

The above analysis demonstrates that a small number of market participants control a large
share of the market (see Figure 2.9 above). Despite the recent changes in technology mix in
the market, the market share of the largest market participants has not materially changed in
the last 5 years.

However, market conditions have been financially challenging for many of these larger
players. Analysis of public data indicates a large decrease in overall earnings for a number
of coal-fired generators during 20217 22 financial year, relative to prior years. Notable results
include:

1

AGL reported that its underlying earnings before interest and taxes for its wholesale

business declined by $476 million, or 42.5%, between 2020i 21 and 20211 22 financial
year s. Unplanned outages at AGLOs Loytothiang
result.'®

In its 2022 interim report, EnergyAustralia reported reduced operating earnings
compared to the same period in 2021, attributed mainly to lower generation from
unplanned outages at Yallourn and coal supply constraints at Mount Piper.1®

CS Energy, a Queensland state-owned corporation, reported a significant post-tax loss
for the 20211 22 financial year partly due to an extended outage at its Callide C coal-fired
power station. CS Energy wrote off $104.3 million of value of the Callide C plant, as well
as $19.2 million from Callide B power station, during 2021 22. This followed significant
write-offs on the value of both generators in the prior financial year.

15

16

AGL Energy, Annual Report 2022, AGL Energy, 19 August 2022, accessed 8 November 2022, p 39.
CLP Holdings, CLP Holdings 2022 Interim Report, CLP Holdings, August 2022, accessed 8 November 2022, p 42.
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The declining financial performance and reliability of coal generators has already been
reflected in the acceleration of closure dates for a number of coal generators and will add
pressure for replacement capacity to enter the system in coming years.’

2.2.3. As more renewable capacity is built, new entrants are needed to
diversify ownership

Coal-fired power stations (black and brown coal) continue to comprise the largest share of
the generation mix in the National Electricity Market, contributing 60% of total generation
in 2021 (see Figure 2.10). However, many of the remaining coal-fired power stations are
expected to retire in the next 2 decades as they reach the end of their technical lifespan,
become uneconomic to operate, or are committed to early closure.

Figure 2.10: Coal-fired power continues to comprise the largest share of the
generation mix in the National Electricity Market

NEM-wide electricity generation 20107 21, by fuel source
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Source: AER, State of the energy market 2022 data, Commonwealth of Australia, 29 September 2022, accessed
8 November 2022, figure 2.16.

Recent and projected market trends indicate that retiring thermal capacity will be almost

entirely replaced by variable renewable energy sources i a mix of onshore wind, onshore

solar (utility-scale and rooftop PV), and some offshore-wind i with firming provided by a mix

of shorter-duration and longer-duration technologies including batteries, hydro plants, as well

as new fast-start gas plants such as reciprocating engines and aeroderivative turbines. The

large volumeofnew capacity forecast in the coming decad
Integrated System Plan illustrates this technology shift (see figures 2.11 and 2.12).

Additional generation will also be required to meet electrification-driven increases in

electricity demand.

As mentioned, the implications of this transition for market concentration are not clear. To
date, the gradual increase in renewable energy penetration has not materially impacted

17 Across 2021 and 2022, Origin, AGL and EnergyAustralia have announced accelerated closures of their coal-fired

generation assets; Origin Energy Limited, Origin proposes to accelerate exist from coal-fired generation [media release],
Origin Energy Limited, 17 February 2022, accessed 8 November 2022; Department of Industry, Statement on early closure
of Loy Yang A and Bayswater power stations [media release], Australian Government, 11 February 2022, accessed 8
November 2022; EnergyAustralia, EnergyAustralia powers ahead with energy transition [media release], 10 March 2021,
EnergyAustralia, accessed 8 November 2022.
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market share-metrics. As larger volumes of coal-fired generation exit the market, the new
entrant capacity may be either owned or controlled by incumbents (retaining or even
reducing the diversity of ownership in the market, new organisations or those currently
operating with a minor market share. As such, the energy transition, and the generation
turnover it entails presents both an opportunity and a risk to future market competition. As
discussed below, there may be a potential for governments to leverage the opportunity as
they seek to facilitate an orderly energy transition in their respective jurisdictions across the
National Electricity Market.

Figure 2.11: The large volume of new fuel types forecast in the coming
decades illustrates the technology shift

Entry into and exits from the NEM by fuel type (in MW), 20147 2050
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Source: Hi st oric data based on the AERGO6s State of the Energy Market
Integrated System Plan, Step Change scenario; AER, State of the energy market 2022 data, Commonwealth of
Australia, 29 September 2022, accessed 8 November 2022; AEMO, 2022 Integrated System Plan (ISP), AEMO, 30
June 2022, 8 November 2022.
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Figure 2.12: The large volume of new variable generation in the coming
decades will support the transition

Entry into and exits from the NEM by generator type (in MW), 20141 2050
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June 2022, 8 November 2022.

Note: Figure 2.12 represents a simplified categorisation of technolog
all gas, hydro and battery classified as 6flexibled and varia
and that many of these technologies can operate in different ways.

2.2.4. Governments can support competition

State and territory governments across the National Electricity Market have announced or
introduced mechanisms to support accelerated investment in renewables as well as short-
and long-duration storage, as a means to facilitate the orderly energy transition and achieve
their decarbonisation targets. In addition, the Australian Government is investing in Snowy
2.0. Examples of these mechanisms include:

1 Reverse auctions under the Victorian Renewable Energy Target where the Victorian
government is the off-taker of first resort. The Victorian Government has also announced
both offshore wind and storage targets, with the mechanisms for supporting these targets
yet to be confirmed.

9 Proposed revival of the State Electricity Commission as a government-owned entity in
Victoria to directly invest in renewable generation as the off-taker of first resort.

1 The New South Wales Long-term Energy Service Agreements competitive tenders where
the New South Wales Government is the off-taker of last resort.

1 The Queensland Energy and Jobs Plan, where Queensland Government-owned
corporations are proposing to directly fund new transmission and pumped hydro facilities
and support new renewables via being the off-taker of first resort.

Given the significant volume of new generation capacity expected to be installed with
government support, these interventions present an opportunity for government to influence
the competition outcomes of the energy transition. It is important that such mechanisms be
deliberately designed in a way that promotes competition and competitive outcomes.
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2.2.5. Demand-side market developments can enhance competition

Overall electricity demand has remained relatively stable over the last decade, marginally
decreasing since 2013 as a result of improvements in energy efficiency. Demand for
grid-sourced electricity has also decreased due to the uptake of rooftop solar panel systems.
However, demand is forecast to increase in coming decades due to electrification of other
sectors of the economy, such as transport and industry (see Figure 2.13).

Figure 2.13: Although remaining relatively stable over the last decade,
demand is forecast to increase in coming decades

Forecast electricity consumption in the NEM

600,000
S 500,000
e
S
& 400,000
E
=
=
§ 300,000
[+]
s
S 200,000
| =
<
100,000
0
= W O M~ O 5O O — O = W) O M~ 00 0 O 0NN S W0~ @000
NN NN NN OO0 0O O0O0O00@Ss s s s s s = = < =5 W0 W
o o o0 0 0 0 0 0 0 0 0 0 00 0 0 0 0000000000000
[ B AV I Y N A B Y A Y It A A I I B I A
= Business Electric Vehicles
mmmmm Eectrification Energy Efficiency
Hydrogen Production | osses
Residential = R ooftop PV

mmmmm Small Non-Scheduled Generation e e @ @ Operational

Source: AEMO, 2022 Electricity Statement of Opportunities, 2022, accessed 8 November 2022.

Electrification and technological changes such as digitalisation and smart metering provides
increasing ability for demand to become more flexible and responsive to spot prices. This
can enhance wholesale market competition as demand-side resources could compete with
dispatchable supply-side resources such as storage and hydro and reduce the ability of
dispatchable capacity to exercise market power during low-wind and low-sun periods.

2.2.6. Future policy must adapt to meet the increasingly complex competitive
dynamics of the National Electricity Market

There is considerable recent and ongoing scrutiny being applied to the 2022 spot market
dynamics, including in the AEROG6s December
report. Given this detailed analysis being undertaken by market bodies, we have not sought
to identify further policy recommendations to enhance the effectiveness or workability of the
market in this section of the report. However, we reiterate the importance of governments
seeking to increase the diversity of generation ownership in the National Electricity Market
as part of the energy transition. As noted above, governments have made clear that they will
play a key role in facilitating the transition, and therefore have the ability to ensure that the
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future of electricity generation in the National Electricity Market is more competitive and
resilient than our current generation landscape.

Similarly, we have not sought to comment on the various spot market policy reform
processes currently under consideration. However, the ACCC is following policy reforms that
have been proposed to reduce the risk of market suspension in the future, such as the rule
change proposed by Alinta Energy to double the administered price cap to $600/MWh. We
support the rationale for considering such policy reforms, which is to improve market
operation and continuity.

The ACCC also has a role monitoring the conduct of generators and taking enforcement
action against conduct which contravenes the Competition and Consumer Act, including
anticompetitive behaviour. The ACCC will have close regard to any such conduct in the
market as the energy transition evolves and market structure changes. We will continue to
monitor for concerns under Part IV and Part XICA of the Competition and Consumer Act,
including the provisions which prohibit generators from bidding in the spot market
dishonestly, fraudulently or in bad faith, or for the purpose of distorting or manipulating prices
in the electricity spot market. As discussed in Section 3.3.1, the ACCC will also continue to
monitor compliance with the provision that prohibits generators from failing, limiting, or
restricting offers to enter electricity hedging contracts with the purpose of substantially
lessening competition in the electricity market.
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3.

Electricity hedging con tracts market

Key points

T

Electricity retailers use hedging contracts to reduce their exposure to high wholesale spot
prices. A competitive contracts market is therefore important to risk management and
retailer viability.

A number of retailers have lost access to the Australian Securities Exchange (ASX) to
provide hedging cover in 2022. This has meant they have had to source contracts in the
over-the-counter market instead.

Prices in the over-the-counter market were notably higher than on the ASX from quarter 2
2022 onwards, putting retailers without ASX access at a disadvantage.

Prices for ASX-traded and over-the-counter contracts have increased in 2022, in line with
increases in wholesale spot prices.

The increase in contract prices and price volatility has resulted in higher margin
requirements for ASX traded contracts. These higher costs were imposed on clearing
participants (providers of ASX trading services) and passed through to their customers,
including retailers.

Overall trading activity for ASX contracts reduced significantly in the first half of 2022,
primarily in response to the increase in margining requirements.

Some clearing participants, which facilitate retailer access to ASX trading, have capped
their position (including by not taking on new clients). Other clearing participants have
reduced their position by requiring their customers to close out their contracts or by
introducing other conditions on trading.

Smaller retailers, which typically use a mix of ASX and over-the-counter contracts, noted
that onerous conditions and constraints on accessing clearing services made trading ASX
contracts challenging or inaccessible from as early as March 2022. Reliance on over-the-
counter contracts has increased as ASX contracts have become less accessible.

Larger generators and gentailers decreased the volume of their ASX trades, especially in
the second and third quarters of this year, which reduced liquidity in the contracts market.
Some larger generators and gentailers increased their over-the-counter sales, however
this uplift was outweighed by the reduction in their ASX trading volumes.

The recent trend towards diverging ASX and over-the-counter pricing, along with the
increasing role of over-the-counter contracts in the risk management approaches of some
retailers, reinforces the need for continued monitoring of the contracts market.

The Default Market Offer and Victorian Default Offer methodologies for calculating
wholesale electricity costs may benefit from incorporating findings in this chapter that
reveal in more detail the contracting practices of retailers and the issues they face in
current market conditions.

3.1. Aliquid contracts market underlines a competitive wholesale

electricity market

This section discusses the electricity hedging contracts market in terms of its role and
purpose. The discussion draws on information obtained from market participants using our
compulsory information gathering powers and the data and key insights obtained from this
information.
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3.1.1. Hedging contracts are essential to managing risk for market
participants

Why are hedging contracts used?

Prices in the wholesale spot market range between a market price floor of -$1,000/MWh and
a market price cap of $15,500/MWh, as identified in Chapter 2.2 This wide price range is
intended to enable price volatility which is intended to provide price signals to the market
reflecting supply and demand needs. However, this volatility presents a risk to market
participants i both the sellers of electricity (generators) and the buyers (retailers and other
large customers) i who can be exposed to high prices (customer risk) and low prices
(generator risk).

To manage their price exposure risk, both buyers and sellers of wholesale electricity in the
National Electricity Market are incentivised to enter hedging contracts to serve a range of
purposes in the National Electricity Market including:

1 manage spot market price exposure and provide cost and revenue certainty for market
participants (as described above)

9 allow for retailers to offer their customers contracts with prices that are much less volatile
than wholesale spot prices

9 support generators to secure, and lower the cost of, funding by enabling a steadier
income stream that debt and equity providers can invest against. Contracts are
especially important for variable renewable energy generators, given the bulk of their
lifecycle costs are incurred prior to commissioning

9 support coal and gas generators to manage and lower the cost of fuel supply costs by
providing a steadier income stream that protects commodity providers against the
generator failing to pay.*°

How do retailers use hedging contracts to manage risk?

Hedging strategy refers to how a business uses hedging contracts to mitigate their exposure
to wholesale market risk. Hedging risks can be categorized into price risk (price volatility and
uncertainty), volume risk (unpredictability in forecast load) and shape risk (time of use load
shape).

A retailer will seek to manage these risks using a variety of hedging products. The selection
of products should be infor med bgradamglimts)apdany 6 s r i
trading strategy (the best way to manage risk within the policy constraint).

Hedging contracts typically take the form of a ¢
seller to transact at a specific future time (for example, quarter 3 2023), or an option contract
that provides a right to transact at a future time.

18 The market price cap is for 1 July 2022 to 30 June 2023. The market price cap for the previous financial year, 1 July 2021
to 30 June 2022, was $15,100/MWh. The market price cap changes annually at the rate of inflation, and we note the
Reliability Panel recommended further changes (additional to inflation indexation) to the market price cap in its 2022
Reliability Standard and Settings Review report.

% This is also relevant for greenfield long-duration storage assets that contract with renewable generators in order to fix their
6fuel 8 costs (that is, the prices paid by these storage assets |
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There are 3 broad types of hedging contracts that mitigate spot price risks for retailers by
fixing their electricity price:

i Fixed-volume hedging contracts that provide a fixed price for a pre-specified quantity of
electricity (in MWs) over a period of time. They are the most common type of hedging
contract in the National Electricity Market (see Box 3.1).

1 Load following swap contracts, where a fixed price is provided for a quantity of electricity
that is not pre-specified. Instead, the amount of electricity that is settled under the
hedging contract depends on (or O6followsd6) the

1 Generation-following hedging contracts, where a fixed price is paid for a quantity of
electricity that is also not pre-specified. However, in this instance, the amount of
electricity settled under the contract depends
seller of the contract.

Box 3.1: Fixed-volume hedging contracts in the National Electricity Market

Fixed-v ol ume hedging contracts commonly take
6capb6b. These are the most common hedging c

A swap contract trades an agreed volume of generation during a fixed period for a fixed price
(the O6strike price6). I n effect, this allo
price for a fixed strike price payment. For example, if a retailer and generator enter into a
swap contract with a strike price of $100/MWh, they are agreeing that the retailer will, once its
spot payments are netted off, effectively pay a fixed price of $100/MWh to the generator (see
Figure 3.1). The period can either be round-the-c | oc kt aobf bhased swa
pre-defined periods of the day that loosely correlate with peak-d e mand per i ods
contract).

Figure 3.1: Operation of a basic swap contract
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Source: Adapted from Productivity Commission, Appendix C i Electricity Network Regulatory Frameworks Inquiry report,
Productivity Commission, Australian Government, 2013, accessed 8 November 2022.
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A cap contract is like a swap contract but acts to protect the buyer of the cap contract from
high prices only, rather than overall market volatility. The contract trades a fixed volume of
energy for a fixed price when the market price exceeds a specified price (usually
$300/MWh).

An illustrative risk management approach which adopts a combination of cap contracts
and swap contracts is demonstrated in Figure 3.2, below.

Figure 3.2: Indicative hedging strategy using a variety of hedging products
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Source: Adapted from Productivity Commission, Appendix C i Electricity Network Requlatory Frameworks Inquiry report,
Productivity Commission, Australian Government, 2013, accessed 8 November 2022.

More innovative fixed-volume hedging contracts have emerged in recent times such as
Osupemm peval contracts which hedgdetermines tinbeu y
periods of the day. For instance, during the morning and afternoon/evening peak-demand
periods, which have become accentuated as solar generation has reduced day-time
demand.

Load following swap contracts provide the highest risk mitigation for contract buyers, with
volume risk transferred to the seller. These contracts are typically more expensive and relied
upon by new entrant retailers and some smaller retailers, as described in Section 3.2.4.

A generation-following hedging contract provides the lowest volume risk mitigation to a
retailer and the greatest volume risk mitigation to a generator. A common type is a power
purchase agreement, which is typically executed between retailers or corporate electricity
purchasers and renewable energy projects.
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Recently, more innovative generation-following hedging contracts have emerged including
proxy revenue swap contracts, O0solar shaped and
a flat load profile and hence are an alternative to flat (or baseload) swap contracts.?

How do generators use hedging contracts to manage risk?

Like retailers, generators operating in the National Electricity Market use hedging contracts
to reduce their risk by managing their exposure to volatile wholesale spot market prices.
While retailers are typically most concerned with the risk of high prices, generators are most
impacted by low (or even negative) spot prices.

By entering contracts with retailers or other counterparties, generators can lock in greater
certainty of the price they will receive for some or all of the electricity they generate in the
future. This revenue certainty is important from a commercial perspective, reducing the cost
of project financing and providing other benefits noted previously in this section.

3.1.2. The contracts market operates separately and in parallel to the National
El ectricity Marketds wholesale electricit

The contracts market is a non-compulsory, decentralised, market in which futures and
options contracts are bought and sold via either an exchange platform, typically facilitated by
a clearing participant and broker, or bilaterally between entities (termed over-the-counter).

Market participants usually document over-the-counter trades using the industry standard,
International Swaps and Derivatives Association Master Agreement. This standard contract
sets out the terms to be applied to a derivatives transaction between 2 parties, with the key
terms of the agreement determined on a bespoke basis between parties. When trading
over-the-counter, parties manage credit risk by assessing the creditworthiness of their
counterparties. Where necessary, they also impose credit support requirements which are
usually documented in a Credit Support Annex to the International Swaps and Derivatives
Association Master Agreement.

Exchange-traded contracts are primarily traded on the ASX, while FEX Global is a second
exchange that has recently entered the market. Participants in exchanges include
generators, retailers, speculators (for example, hedge funds), banks and other financial
intermediaries. Products traded on exchanges are standardised and are available for New
South Wales, Victoria, Queensland, and South Australia.?* These products are settled
through a centralised clearing participant, which acts as a counterparty to all transactions
and requires daily cash margining to manage credit default risk (see Box 3.2).

20 Inverse solar shape and solar shape were introduced by broker Renewable Energy Hub during 2021. For more details,
see www.renewableenergyhub.com.au/new-energy-contracts-for-a-new-energy-future/.

2l Tasmania is not included as this market is regulated.
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Box 3.2: Managing credit risk through margin requirements

Central exchanges like the ASX facilitate transactions between many different buyers and
sellers by acting as the counterparty to all trades. In the context of ASX energy derivatives,
this includes facilitating financial settlement between contract buyers and sellers and results
in potenti al e Xppaor st yr ec rteod i & ¢ or ui Meke@rty lorgdit tisk refersA <
to the likelihood that either the buyer or seller of a contract may not be able to fulfill its

financial settlement obligations when a contract is out-of-the-money.

To manage this credit risk, the ASX imposes margin requirements on contracting
counterparties. These are imposed on clearing participants that pass them through to their

customers). For instance, ASX Energy rredq util
covers 99.7% of expected daily price movements for a given futures or options contract.
Additionally, a évariation marginé must al

potential changes in the value of the position.

Separate to the margin requirements of the ASX, retailers face other financial risk mitigation
requirements. Retailers, as buyers of electricity in the wholesale spot market, must meet

A E M O prisdential requirements to be able to participate as market customers in the National
Electricity Market. These prudential margins protect generators from the risk of the retailer
defaulting on their electricity purchases.?? Collateral requirements may also be imposed on
over-the-counter arrangements; however, these are less standardised.

Unlike some other electricity markets, such as that in Great Britain, contract positions do not

feed into the National Electricity Marketds whol
Nati onal El ectricity Mar ket o ptersasetdispatchads a 06 gr os s

based on forecasts of electricity demand that do not account for contract positions. As a
result, contract positions exist outside of the spot market as a risk management tool for
buyers and sellers within the spot market.

3.1.3. Aliquid contracts market facilitates competition in the wholesale
electricity market

The contracts market can promote effective competition in the spot market through its
impacts on both investment and operational decisions of generators and retailers. For
generators, greater certainty about the price and demand for the hedging contracts they sell
simplifies investment decisions. In this way, a liquid contracts market can make competition
more effective and workable for both the spot and contracts markets.

Contracts market liquidity i which measures the ease with which contracts can be traded 1
is an important indicator of market performance and in turn the workability and effectiveness
of competition. All things being equal, higher contracts market liquidity typically indicates
competition in the contracts market is more effective and workable than if the contracts
market was illiquid.

As reported in the Austr aStateafithe EmergyMaket ®22g ul at or
report, the ASX was the sole futures exchange operating in the National Electricity Market

until the launch of FEX Global in March 2021.22 FEX Global offers a similar range of

products to that on the ASX; however, it is relatively illiquid with only 3 trades having

occurred on the platform as of 30 June 2022. FEX Global has, however, introduced new

22 In contrast to exchange-traded contracts where the exchange (for example, ASX in the case of ASX contracts) bears the
risk from counterparty non-payment, AEMO does not bear the risk from retailers (or generators, if and where settlement
spot prices are negative) defaulting on their spot electricity purchases. Instead, generators (retailers) bear the risk of
retailer (generator) default.

2 AER, State of the energy market 2022, Commonwealth of Australia, 29 September 2022, accessed 8 November 2022,
p 26.
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products seeking to cater for current market conditions, which could be valuable for
increasing liquidity.

The State of the Energy Market 2022 report also noted an increase in ASX contract liquidity
across the National Electricity Market in recent years. However, the AER noted June and
July 2022 saw a marked decline in ASX trade for some contract types. Trends in liquidity
during 2022 are further discussed below based on the findings from our collection of
information from market participants.

3.1.4. Transparency about contracting activity can aid policy development

The ACCC recently gathered information from market participants to investigate ASX

liquidity, as well as provide insights on any impact on over-the-counter contracts market

liquidity duringt he peri ods of high prices and volatility
i nformation collection included questions on ret
January 2021 to September 2022 period. The ACCC also required market participants to

provide contract data over the 20211 2022 period, including both ASX and over-the-counter

trading.

Given the important role that hedging contracts play in enabling competition amongst both
electricity retailers and generators, it is critical that competition in the contracts market itself
is maintained. A competitive contracts market should facilitate the entry of new retailers and
generators into the National Electricity Market and enable them to participate and compete
alongside larger incumbents.

Section 95ZK of the Competition and Consumer Act gives the ACCC a wide-ranging power
to compulsorily require the provision of information or documents relevant to our inquiries. In
this case, it enables us to obtain that material in relation to the supply of electricity in the
National Electricity Market. For the purposes of this inquiry, the ACCC collected information
from a market sample of retailers that we consider representative given current market
trends (see Box 3.3).
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Box 3.3: Market sample used for our analysis

We used our compulsory information gathering powers to obtain commercially sensitive data
on hedging contracts from electricity market participants. Our analysis provides a unique view
of the true contracts market undertakings which has not previously been captured through
recent voluntary reporting. We collected hedging contract information from 22 market
participants that in aggregate account for approximately 90% of the retail residential market
and 80% of electricity generated in the National Electricity Market.

Our dataset comprises of both smaller, st andal one,erret ail er so )
andlargerr et ai |l er businesses with pgeneatoraand on a
gent ai | eachapi@r). The cohtdadt data captured in this analysis includes all exchange-
traded and over-the-counter contracts for these participants traded between January 2021
and September 2022.

Given the above, and analysis undertaken compared to the total ASX market size, we believe
our sample represents a significant proportion of ASX traded volumes across a range of
products.?* While it is harder to assess the percentage of total over-the-counter contracts
captured, the total volume of trades captured by our sample is more than double the volume
of over-the-counter contracts previously captured in voluntary reporting to the Australian
Financial Markets Association though sees a broadly similar product split to that reporting.2®

Given the high percentage of total contract volumes captured in our market sample, we
consider this sample is representative of general market trends. Together, this is a reported
946 terawatt hours (TWh) of ASX traded volume and 391 TWh of over-the-counter-traded
volume aggregated across all smaller retailers and larger generators and gentailers that the
ACCC required the provision of data from for the 20217 22 financial year.?® The data analysed
inthischapteri ncl udes primaril ynalbhyd awitshttrlaeermhs
traded O6internallyd between generation and

The information obtained makes the analysis in this chapter unique and provides a valuable
insight into the actual status of the contracts market. This is especially true of the over-the-
counter market, where prices and indicators of market liquidity are confidential and not
disclosed publicly. In contrast, prices and aggregated market trading are publicly reported for
exchange-traded contracts.

This report sets out analysis and findings that draw on material provided by market
participants in response to compulsory notices issued by the ACCC. In accordance with the
applicable statutory framework, we have disclosed this information where the ACCC is of the
opinion that it is necessary in the public interest. This information provides important public
transparency and informs policy makers of the significant and immediate issues faced by
electricity customers. The ACCC considers that the electricity market is facing extraordinary
circumstances and there are major policy questions being considered in market reform
processes. We have disclosed certain information at a level of granularity that is in the public
interest in these circumstances. We consider that publication of this information is important
to inform public consultation and consideration of reform by policy makers, and its release

24 Analysis against ASX volumes for the 20217 22 financial year. AER, State of the energy market 2022, Commonwealth of
Australia, 29 September 2022, accessed 8 November 2022, figure 2.9.

2% Analysis against over-the-counter contract volumes reported by Australian Financial Markets Association for 20211 22.
Australian Financial Markets Association, The Australian Financial Markets Association Electricity Derivative Turnover
Report 20201 2021, Australian Financial Markets Association, accessed 8 November 2022.

% Note that reported trades may include both buy and sell legs of the same trade.
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aids us in responding to the request from government for the ACCC to make the factors
influencing prices in electricity markets fully transparent.?’

The data collected by the ACCC forms the basis for the analysis presented in the following
sections.

3.1.5. Liquidity of historic contract types may reduce as the energy sector
transitions away from baseload generation

The contracts market in the National Electricity Market is purely financial in nature, however,

these contracts are commonly underpinned by physical generation and storage assets. This

is particularly due to the high market spot price cap and cumulative spot price threshold

which pose financial risks to the participants selling contracts if they are not also earning

money by selling the corresponding power generation into the wholesale spot market. The

transition in the power sector, namely the exit of baseload generators and the entry of more
renewables and a mix of o6firmingd capacity, is
contracts offered in the market.

For example, flat swap contracts are mostly offered by market participants with baseload
generation assets, primarily coal and combined-cycle gas plants. This makes sense, as
baseload generators are typically able to generate at a constant volume in all periods and
are therefore able to defend a flat contract shape.

The exit of baseload generators may result in a decline in availability and in turn liquidity of
flat swaps. This is because the replacement plants are expected to be, a mix of generators:
variable renewables, firmed with a mixture of varying duration firming capacity. None of
these plants may offer as many flat swap contracts as the baseload plants they replace, due
to their different generation profiles. For example, renewables plants may offer flat swap
contracts at volumes that these plants can be reasonably confident of generating to, which
for solar PV would be zero.

However, different contract types could be bundled to continue to enable retailers to obtain
the contract shapes they need to continue to hedge their loads. In this regard, the transition
of the generation mix need not automatically imply a reduction in contracts market liquidity,
provided new contract types emerge along with an ability to bundle different contract types
such that retailers can hedge their loads.

The transition in the generation mix would ideally occur in an orderly fashion, to enable the

development and emergence of different contract types. However, a rapid and disorderly

transition could stunt this development, where new contract types may not be developed and

offered to the market at the same pace as baseload plant closures. This could increase the

level and volatility of both spot and forward electricity prices, result in lower contracts market

liquidity, and increaseretai | er s 6 whol esal e eneoulflpeegacesbatad. Thi s
by an increase in margin requirements, further reducing contract liquidity and increasing
retailersd energy cost s.

The June 2022 energy event is an example, albeit an extreme one, of a disorderly transition
at pace: significant reduction in baseload plant availability, high energy prices and volatility,
and higher margin requirements resulting in a less liquid contracts market.

It is therefore imperative that the move to a more decarbonised National Electricity Market
be managed in an orderly fashion to minimise adverse impacts on prices, volatility, and
contracts market liquidity. This in turn can minimise the potential increase in barriers to entry
or expansion in the retail and generation sectors, as well as the potential increase in retailer

27 Ministers i Treasury portfolio, Letter to ACCC on electricity and gas price rises, Ministers website, 6 June 2022, accessed
9 November 2022.
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exits, that may otherwise arise from a disorderly transition as demonstrated by events in the
National Electricity Market and internationally during 2022.

3.1.6. Contracts market evolution can promote an orderly transition

An orderly transition in the National Electricity Market involves both physical and financial
aspects:

1. Investments in physical infrastructure: volatility-dampening infrastructure such as
storage, interconnection (more transmission), and demand response, with this
investment happening in a timely fashion.

2. Contracts market evolution: ensuring the structure of hedging contracts evolves to reflect
the changes in the generation mix needed for
decarbonisation, to facilitate investments in, and de-risking of, new-entrant technologies.

These 2 dynamics can be mutually reinforcing: contracts market evolution can lower barriers
to entry for new forms of dispatchable capacity i especially batteries for which the existing
structure of hedging contracts is ill-suited T and result in increased investment in these new
forms of dispatchable capacity. Furthermore, contracts market evolution can reduce the
need for new-entrants to integrate vertically or horizontally, which can promote competition
and competitive outcomes alongside an orderly transition.

Innovative contract structures are being developed to enable variable renewable energy
generators and storage assets to step into the contracts market and offer new products to
retailers. However, these remain uncommon and account for an immaterial proportion of
total contract volumes traded. This product innovation has so far been exclusively observed
in the over-the-counter market.

As demand for these innovative products grows (or conversely as availability of traditional
baseload products declines), we would expect to see a greater diversity and higher uptake of
them emerging. If exchanges continue to offer only the more traditional products, this may
result in a shift towards over-the-counter contracting. Competition amongst exchanges,
which has been enabled since FEX Global began supporting the trade of electricity
derivatives in 2022, may encourage the adoption of new exchange-traded products in the
future, potentially including some more innovative contract products (as, for example, we
have seen $500/MWh cap contracts being offered by FEX Global).
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3.2. Key findings

3.2.1. Contract markets dynamics were impacted by high spot market prices
in 2022

Contract prices have spiked in mid-2022 in response to the June 2022 energy
events

The first half of this calendar year saw high and volatile prices in the electricity wholesale
spot market. The contracts market expects this spot market trend to persist as futures
contract prices for almost all periods have increased. Figure 3.3 shows base swap contracts
for quarter 1 to quarter 4 2023, all showing steep increases through 2022. Futures prices for
all products have increased in 2022, on average 119% ($64.01/MWh) higher for base swap
products in 2022 compared to 2021. It has impacted both energy contracts trading on the
ASX and over-the-counter.

High prices are being driven by supply-side issues, namely global commodity markets and

local supply chain issues. Global commodity prices, particularly for gas and thermal coal

have multipliedinthe wake of Russiads war on Ukraine,
and flooding of coal mines and logistic routes have disrupted domestic thermal production.
These issues were exacerbated by higher energy demand as parts of the country emerged

from an extended period of lockdown and extended periods of cold weather in the winter,

while renewable energy projects experienced commissioning delays and reduced generation
output.

Figure 3.3: Futures contract prices for almost all periods have increased

Average strike price and volume traded for external purchases of base swap products for
Q1 to Q4 2023
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Source: ACCC analysis of hedging contracts data.
Note: External trades only. Quarter 3 volumes low due to incomplete data for that quarter.
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Trading activity across ASX and over-the-counter contracts was impacted by
increasing margin requirements

High spot and contracts market prices increased the credit requirements for all market
participants as discussed in sections 3.2.5 and 3.2.6. When entering a contract on the ASX,
there is a requirement to post initial margin. If wholesale prices change, variation margin can
be sought for existing hedging contracts (see Box 3.2 for an explanation of margin
requirements).

These increased credit requirements impose costs on parties to the contract and limit the
amount of trading that participants are financially capable of. This has implications for both
larger and smaller retailers, as well as the brokers and clearing participants that facilitate
trading on exchanges.

Most hedging contracts are traded on the ASX, with a relatively smaller portion being traded
in the over-the-counter market. Figure 3.4 shows that larger generators and gentailers buy
most of their contracts on the ASX. Their trades comprise the bulk of all trading volumes. In
comparison, smaller retailers work across both markets. They use the over-the-counter
markets significantly more, especially for non-standardised products that are not available on
the ASX, such as load following swaps. This can be due to a need for additional risk
mitigation, or decreased trading operational requirements compared to that provided by
standardised products. Notably, smaller retailers became increasingly reliant on the over-
the-counter market in 2022, which is discussed further in Section 3.2.7.

Figure 3.4: Larger generators and gentailers buy most of their contracts on
the ASX while smaller retailers work across both the ASX and
over-the-counter markets

Percentage of purchased volumes of OTC and ASX products for larger generator and
gentailers, and smaller retailers, Q1 2021 to Q3 2022
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Source: ACCC analysis of hedging contracts data.
Notes: External trades only and excluding load following swap contracts. OTC = over-the-counter.
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3.2.2. Trading activity decreased in most regions in 2022

Trading activity decreased in most regions in 2022 compared with 2021, as seen in

Figure 3.5. In New South Wales, Victoria and Queensland, this decrease is particularly
apparent in June and July 2022 compared with the same months in 2021. The volumes
traded in South Australia are generally much lower than the other states. This is particularly
true for ASX trades, with over-the-counter trades making up a strong majority of the volume
in most months. The volatility in South Australia makes month by month comparisons
difficult, however, volumes traded in June in South Australia were also much lower in 2022
than 2021.

Some of this reduced trading activity in 2022 could be directly explained by the events that
caused multiple coal power stations to be offline during that period, as coal generators
typically trade large volumes of the most common hedging instruments to cover their
generation costs. However, it is likely that conditions in the spot and hedging contracts
markets impacted the behaviour of a wide variety of market participants, significantly
contributing to the decrease in overall trading activity.

Figure 3.5: Trading activity decreased in most regions in 2022 compared
with 2021

Volume of ASX and OTC base swap contracts bought and sold in 2021 and 2022 for Q1 to
Q4 2023 delivery periods, by NEM region
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Source: ACCC analysis of hedging contracts data.
Note: External trades only. OTC = over-the-counter.

3.2.3. Smaller retailers and larger generators and gentailers play different
roles in the contracts market

As noted in Section 3.1.4, the ACCC gathered information from a cohort of retailers broadly
categorised as smaller retailers, which are standalone entities, and larger generators which
have minimal retail operations and larger retailers with generation assets (gentailers). The
different business models of companies in these groups lend to each cohort playing a
different role in the contracts market to meet their hedging needs, both for their retail and
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generation books. This includes what financial market they trade on (or the counterparties
they trade with), what products they trade, and how frequently and consistently they trade.

Larger generators and gentailers buy and sell contracts in a relatively equal proportion
(noting the sample also own generation assets), compared to smaller retailers who are
predominantly purchasing contracts to hedge their retail load. Larger volumes of
discretionary trading are expected by larger generators and gentailers to optimise their
financial position against market conditions. This also provides liquidity to the marketplace.
There is a more irregular purchasing pattern and a wider range of volumes purchased by
smaller retailers compared to larger generators and gentailers (see Figure 3.6).

Figure 3.6: Larger generators and gentailers buy and sell contracts in a
relatively equal proportion compared to smaller retailers

Volume of contracts traded on the ASX and OTC market for larger generators and gentailers
(top) and smaller retailers (bottom) in 2021 and 2022
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Source: ACCC analysis of hedging contracts data.
Note: External trades only. OTC = over-the-counter.

Figure 3.6 also shows that larger volumes of electricity hedging contracts are traded on the
ASX compared with the over-the-counter market, which is consistent with a growing market
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trend towards the ASX over the last decade.?® Smaller retailers tended to buy a significantly
higher proportion of over-the-counter contracts relative to ASX contracts, which is in contrast
to larger generators and gentailers.

This could be due to difficulty in obtaining sufficient credit to purchase hedging contracts
(discussed in Section 3.2.5) and the preference of smaller retailers for some bespoke
contracts only available on the over-the-counter market, such as load following swaps, may
contribute to this pattern.

On an absolute volume basis, larger generators and gentailers buy more over-the-counter
volumes than smaller retailers, reflecting their relative market share.

3.2.4. Retailer hedging strategies are diverse

A diverse range of contract types, purchase timing and the percentage of load hedged was
found across the larger and smaller retailer groups.

This is to be expected for larger generators and gentailers as the sampled participants
comprise a diverse range of business models. For instance, there are generators with a
limited retail book, larger retailers with a handful of generation assets, and retail businesses
with portfolios of generation assets across diverse geographies in the National Electricity
Market.

The volume and type of hedging products these larger generators and gentailers buy and
sel | on the market is netted against what is cov
generation portfolio (referred to as vertical integration).

Figures 3.7 and 3.8 show that all of the larger generators and gentailers we collected
information from traded a combination of swap contracts, cap contracts and other products,
albeit in varying volume and timing.

Figure 3.7: Each larger generator and gentailer purchased a different
combination of swap contracts, cap contracts and other products

Percentage volume of external contracts bought by 11 larger generators and gentailers by
contract type, January 2021 to August 2022
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Source: ACCC analysis of hedging contracts data.
Note: Data arranged in randomised order.

28 2021 Australian Financial Markets Association Electricity Derivative Turnover Report shows over-the-counter contracts

went from a 36% market share to less than 8% market share in the contracts market between 2011 and 2021.
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Figure 3.8: Each larger generator and gentailer also sold a varied
combination of swap contracts, cap contracts and other products

Percentage volume of external contracts sold by 11 larger generators and gentailers, by
contract type, January 2021 to August 2022
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Source: ACCC analysis of hedging contracts data.
Note: Data arranged in randomised order.

Smaller retailers are also reliant on a wide range of contract types. Figure 3.9 shows the
percentage of each contract type used by 9 smaller retailers and suggests there is no
Or epr es e n tearetdiler leedging smatdgy.

A reliance on load following swap contracts by around a third of respondents is observed in
the data. These products provide price certainty (at a premium) for all electricity purchased
and are a simple solution for smaller retailers who do not have a sophisticated trading desk
to build up a portfolio of hedging contracts to

The smallerr et ai |l ers who arené6t wusing | oad following
strategies that are more in line with larger generators and gentailers, albeit with less options
in their portfolio.
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Figure 3.9: Smaller retailers are also reliant on a wide range of contract types

Percentage volume of contracts purchased by 9 smaller retailers, by contract type, January
2021 to August 2022

Source: ACCC analysis of hedging contracts data.
Note: Data arranged in randomised order.

The hedging time horizon of smaller retailers and the proportion of their load that is hedged

against spot prices also varied between participants. Figure 3.10 below displays the target

hedge range and estimated net hedged positions for energy from the third quarter of 2022 to

the second quarter of 2024.2° A hedge ratio of 100% implies a retailer is fully hedged for the

period (no residual exposure to spot market prices), whereas a ratio of 50% indicates half

the projected retail load is hedged and the other half is not yet hedged. It is typical for

retailers to increase their hedge ratio as the period that the contract covers (the contract
6delivery perioddé) approaches. Tihthepracidebfows f or ¢
purchasing hedging contracts consistently over time to meet future load.

A retailerds target hedge ratio may vary from tnh
as demonstrated by the difference between the solid line and dashed line in the chart.

% Net hedged position here refers to the retailedbés hedge ratio a
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