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ROD SIMS 

Rod Sims is a Director of Port Jackson Partners Limited which he joined in 
1994. Since that time, he has advised many companies, in a wide range of industries, 
on commercial strategy and organisation.  His work has ranged from advising on 
future growth options and business unit and corporate strategy in general, to advising 
on business profit improvement. He has also been extensively involved in 
organisation redesign and processes so that sound strategies can be translated into 
business success. 

Prior to joining Port Jackson Partners, Rod Sims worked for the 
Commonwealth Government for over eight years.  For most of the period he worked 
in the Department of Prime Minister and Cabinet, and for three years he was the 
Deputy Secretary responsible for the policy divisions advising on all aspects of 
domestic policy (economic, industry, infrastructure, social).  During this period he led 
the Commonwealth’s involvement in the Competition Policy Review.  From 1988 to 
1990 he was the Economic Adviser to the Prime Minister. 

Prior to this period Rod Sims advised Ministers and Prime Ministers in over 
10 countries on economic policy, and on a wide range of commercial agreements 
involving access to natural resources. 

Rod Sims is currently Chairman of the State Rail Authority in NSW, and 
Chairman of an agri-business company based in Queensland. 

Rod was appointed by the Commonwealth Government as a member of the 
Panel conducting a review of Australia’s energy policy for the Council of Australian 
Governments in 2002. 

PJPL 

Port Jackson Partners is a specialist consulting firm which provides advice to 
CEOs, boards, and senior managers to help them set corporate direction, define 
business strategies and develop their organisations. 

Founded in 1991 by two former Directors of McKinsey & Company Inc, there 
are currently six Partners, who lead the practice, assisted by a small, highly qualified, 
analytic support group.  
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PRACTICAL STEPS TO ADDRESS THE KEY PROBLEM FACING THE 
NEM: FIVE MARKETS, NOT ONE 

The electricity industry is very important to Australia.  Australia is almost 
uniquely well endowed with a wide range of energy resources, and so low cost 
electricity is an important underpinning of our international competitiveness and our 
lifestyle. 

Our electricity industry is at an extremely exciting stage. The 1990s reforms 
revolutionised the industry and saw new companies formed and new practices and 
skills created.  And the effects of the reforms are still being played out. 

Indeed, how these reforms play out, and whether or not they bring lasting 
benefit to Australia, is still to be determined. Much depends on the decisions that are 
made now. 

We are currently in the midst of another round of policy making for the 
electricity sector. For the first time since the NEM was created all Governments are 
currently reviewing industry progress and deciding whether further significant 
changes are required. 

This is fortunate because there is a key problem facing the National Electricity 
Market (NEM) that must be addressed. And there are some practical steps that we can 
and should take now. 

The key problem is that we have not created what was intended—a National 
Electricity Market. Instead, in many respects we have five markets not one, and the  
current and potential benefits from the reforms are therefore much less than they can 
or should be.  

The solutions proposed today are based on the recent Energy Market Review 
(the COAG or Parer Review). While they may not address every aspect, they do, in 
practical ways, address the essence of the problem.  (See Exhibit 1) 
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NEM REGIONALISATION – FIVE MARKETS, NOT ONE

Problem Solution

Inadequate framework for interstate
trade

- insufficient transmission
augmentation

- cannot effectively hedge
inter–regionally

Convert the current settlement
residue auctions into the auction of
firm financial transmission rights
(FFTRs)

Recognise competition benefits in
the transmission augmentation
benefits test

Introduce effective national
transmission planning

1. 2.

3.

4.

Exhibit 1 

 
 

 

 

 

 

 

 

 

 

 

 

 

 
 

There are three practical and immediate solutions to be discussed today: 

1. The need to convert the current settlement residue auctions into the 
auction of firm financial transmission rights. 

2. The need to recognise competition benefits in the regulatory benefits test 
that is used to justify new transmission. 

3. The need to introduce effective national transmission planning. 

Issues to do with transmission and the number and nature of market regions 
are complex, and they have been extensively (some would say over) analysed and 
reviewed. 

It seems time for decisions.  

The solutions proposed here can all be agreed and implemented reasonably 
quickly.  

Four sections follow. They key problem will be described, and the three 
solutions will be outlined. 
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REGIONALISATION PROBLEMS

Original market objective Current reality
1. Prices overwhelmingly set by bidding

across the NEM
• Pool prices often separate between regions,

at high levels

2. Market participants can seek hedge
contracts across the NEM

• Hedging largely intra-state, which significantly
reduces competition

3. Generator location decisions NEM-wide • Some generator decisions made without
regard to wider NEM needs

4. Strong NEM-wide retail competition • Retail competition very state based
as retailers cannot use load/contract position
in one state as significant platform for entry to
another

5. Retailers can gain important scale
economies NEM-wide, generators can
use skills NEM-wide and build diverse
supply portfolio

• ACCC sees market as state-based when
considering mergers

V
V
V
V

V

1. Regionalisation in the NEM: five markets, not one 

There are a number of problems that characterise the current National 
Electricity Market (the NEM).  These are summarised in Exhibit 2.  These problems 
are extremely significant, and they are all due to this “regionalisation” of the NEM. 

Exhibit 2 

 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

The effects of this regionalisation can be seen in both the spot and, more 
importantly, the hedge markets. 

Pool price separation 

Looking at the spot market first, there can be significant price separation 
between regions. This means that, relative to their position in the merit order 
dispatch, some generators dispatch less than they should, and some generators 
dispatch more than they should, due to the congestion of transmission lines. The 
result is that the lowest cost generation is not used and hence prices are higher across 
the NEM, and certainly within one region, than they need to be. 

It is important to understand the extent of this problem. 
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NEM ENERGY FLOWS*—2002

* numbers may not add due to rounding

TWh

Queensland
Generation: 47.6
Demand: 45.8
Net export: 1.8
Av PP: $47.82/MWh

NSW
Generation:  63.9
Demand: 71.3
Net import:   7.4
Av PP:   $39.76/MWh

Victoria
Generation: 51.5
Demand:     47.5
Net export:    4.0
Av PP:     $33.15/MWh

2.10.4

0.15.7

0.83.2

Snowy
Generation: 3.6
Demand: 0.3
Net export: 3.3
Av PP: $35.73/MWh

1.5

0.1

South Australia
Generation: 11.5
Demand: 12.9
Net import: 1.4
Av PP: $35.32/MWh

Australia’s electricity market has, of course, the outward appearance of being 
one market. Exhibit 3 shows that significant inter-state movement of energy occurs. 

Exhibit 3 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Australia’s market price cap, the Value of Lost Load at $10,000/MWh, is very 
high by world standards, and this brings important implications. While spot prices 
average around $40/MWh, they can increase by over 250 times that level. Exhibit 4 
shows that while prices of over, say, $3,000/MWh occur only 0.2 of 1% of the time, 
they account for around 16% of the value of the spot market. 
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VALUE OF THE SPOT MARKET—NEM—2002

17,520 $7,762m

90.1

54

6.6

10
8
3
9

16

Percent of Half Hours Percent of Spot Market Value

<$50/MWh

<$100/MWh
<$500/MWh
<$1000/MWh
<$3000/MWh

>$3000/MWh

Source: NEMMCO, PJPL analysis

Total =
Pool Price0.2%

0.4%
0.3%
2.4%
6.6%

90.1%

Percent of
half hours
where
maximum
NEM price is
>$3000/MWh

NEM-wide
load-weighted
average price
= $43.66/MWh

Exhibit 4 

 
 

 

 

 

 

 

 

 

 

 

 

 

 
 

In addition, significant price separation between regions occurs often, and 
there is a strong correlation between significant price separation and the level of spot 
prices. Exhibit 5 shows that in 2002 on 21% of times significant price separation 
occurred (defined as prices separating by more than 20%) between at least one pair of 
adjacent regions, and that on these occasions prices were on average nearly four times 
the levels seen on other occasions.  Of more importance is the fact that the likelihood 
of extreme price levels was also significantly higher when price separation occurred. 
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PRICE SEPARATION IN THE NEM—2002
Percent of half hours

79%

21%

NEM

Separation <20%
(between all

pairs of regions)

Separation >20%
(between one or

more pairs of regions)

Source: NEMMCO, PJPL analysis

Average max NEM price

Number of times where
max NEM price >
$3000/MWh

$124.31/MWh

$35.12/MWh

33

  7

Equivalent to 77 days of
separation—on 78%, or 60
of those ‘days’ separation
was between one pair of
regions only

Extreme prices associated
with price separation over
80% of times

Exhibit 5 

 
 

 

 

 

 

 

 

 

 

 

 

 

 
 

Significant price separation, say by over 20%, is caused by an inability to 
dispatch generators in merit order across the NEM because the transmission lines 
connecting the regions are not adequate to take the desired export flow. While 
significant price separation can sometimes simply reflect losses, and not line 
congestion, at higher levels of percentage price separation this is not the case. 

It is, of course, a little irritating for those of us with some knowledge of the 
electricity market to have people focus exclusively on the spot market. We are 
constantly pointing out that virtually all wholesale purchases of electricity (say, 90%) 
occur through the financial hedge market. The market was designed so that generators 
and retailers would transact via financial hedges that guarantee them both a fixed 
price irrespective of what happens in the spot market. 

Inability to obtain ‘firm’ inter-regional hedges 

This, however, raises other, much more important, problems that occur due to 
regionalisation.  In essence, generators and retailers can currently largely only hedge 
within their own region. That is, when deciding who to buy from or sell to, they can 
largely only choose between the entities within their region, not from those across the 
NEM. 
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HEDGING INTER–REGIONALLY VERSUS INTRA–REGIONALLY

Hedging Intra–regionally

Hedge volume = 100MW
Strike price = $40/MWh
PP in Qld = $56/MWh

Hedging Inter–regionally

Hedge volume = 100MW
Strike price = $40/MWh

   (at NSW node)
PP in Qld = $56/MWh
PP in NSW = $35/MWh

Retailer in Qld Retailer in Qld

Q4 2002 Actual pool prices

Retailer pays
Generator
receives

• Pool $56/MWh $35/MWh
• Hedge $5/MWh $5/MWh

Net $61/MWh $40/MWh

Retailer pays
Generator
receives

• Pool $56/MWh $56/MWh
• Hedge ($16/MWh) ($16/MWh)

Net $40/MWh $40/MWh

Generator in Qld Generator in NSW

It is, of course, natural that most hedge contracts that are attractive to 
participants would come from within their own state, given the long distances 
between states and the consequent transmission losses. What is inappropriate, 
however, is that generators and retailers have little choice. They cannot, to any large 
extent, use the hedge prices that might apply inter-state as negotiating pressure when 
settling the bulk of their contracts. They must respond essentially to the prices on 
offer within their own state. 

This occurs because, when trading across regions, it is impossible to obtain a 
‘firm’ hedge, and this lack of ‘firmness’ matters.  Indeed, this lack of firmness 
matters precisely because, as shown in Exhibit 5, most extreme price events coincide 
with price separation between regions. 

Hedge contracts are contracts for difference at one regional node. As shown in 
Exhibit 6 such contracts are firm within a region, but cannot always be relied upon 
across regions because if prices separate one party will no longer be sure of receiving 
or paying the price that they had contracted for.  In the example shown the 
Queensland retailer would have paid 50% more than intended on average across the 
entire quarter, on the volume contracted. 

Exhibit 6 
 

 
 

 

 

 

 

 

 

 

 

 

 

 
 

This lack of ‘firmness’ makes consideration of inter-regional trades often a 
marginal decision. Only around, say, 10% of hedges by retailers in Queensland, 
NSW, Victoria or South Australia would occur with generators who were outside 
their State (perhaps apart from the Snowy generators). 
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USING SRAs TO BACK HEDGES

Hedging Inter–regionally with SRAs

Hedge volume = 100MW
Strike price = $40/MWh

   (at NSW node)
PP in Qld = $56/MWh
PP in NSW = $35/MWh
Retailer buys 100 SRA units from
NSW to Qld (hedge volume)

Hedging Inter–regionally

Hedge volume = 100MW
Strike price = $40/MWh

   (at NSW node)
PP in Qld = $56/MWh
PP in NSW = $35/MWh

Retailer in Qld Retailer in Qld

Retailer pays
Generator
receives

• Pool $56/MWh $35/MWh
• Hedge  $5/MWh $5/MWh

Net $61/MWh $40/MWh

Retailer pays
Generator
receives

• Pool $56/MWh $35/MWh
• Hedge $5/MWh $5/MWh
• SRA ($6/MWh)

Net $55/MWh+$0.3/MWh $40/MWh

SRA receipt
of $13,626 x 100

SRA price of
$676 x 100 = $67,600

Q4 2002 Actual pool prices
and SRA payments

500 SRA units
available

Generator in NSWGenerator in NSW

Inter-regional trades can, of course, be backed by participating in the 
Settlement Residue Auctions (SRAs). This allows participants to bid to share in the 
inter-regional settlement residues (IRSRs) created by the price differences between 
regions multiplied by the line flow (adjusted for losses). These settlement residues 
can create a pool of money to go to, in Exhibit 6, the Queensland retailer. 

There are many problems with this mechanism for backing inter-regional 
hedges (which will be discussed in the next section). In essence, those undertaking 
inter-regional hedges backed by participating in the SRAs have every reason to be 
cautious.  Exhibit 7 shows in the fourth quarter of 2002 that hedges backed by the 
SRA proceeds between a retailer in Queensland and a generator in NSW would have 
been ineffective in achieving their purpose of providing ‘firm’ prices.  Indeed, the 
Queensland retailer coincidentally paid effectively the same price as if they had 
remained exposed to the Queensland pool price.  While such outcomes may not occur 
often, the fact that they can happen will attach too much risk to inter-regional hedging 
in the minds of many traders. 1 

Exhibit 7 

 
 

 

 

 

 

 

 

 

 

 

 

 

 
 

The problems that flow from an inability to obtain a firm inter-regional hedge 
are significant.  They are listed as problems 2-5 in Exhibit 2. 

  
1 Note that retailers often buy more SRAs than their contract exposure, but this makes the 

transaction more expensive, and they can never be certain how many SRA units to buy. 
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There have been many times, for example, when hedge prices within one state 
have been much higher than would be indicated by likely and actual pool price 
differences with other states.  On these occasions, however, the retailers and large 
load users have been forced to accept the much higher priced local offers of contract 
supply because they required firm prices. 

Such problems have led to occasions when new generators have been built in 
response to a supply shortage within one state when significant capacity existed 
NEM-wide (problem 3 in Exhibit 2). While sometimes this reflected opportunities for 
new low cost supply NEM-wide, on other occasions it resulted from inadequate local 
contracting options.  

Another major consequence of an inability to achieve firm inter-regional 
hedges is the creation of entry barriers when retailers seek to move interstate. In 
essence retailers in one state cannot use their local load and contract position as a 
significant platform for entry to another state. 

Retailers require a diverse position to reduce the risks of load variation and 
poor load profile. If a retailer has only one or two large sales contracts in a state they 
are extremely exposed to sudden load spikes, and they have much less ability to build 
an appropriate overall load profile.  

The result is that, while many retailers bid for the opportunity to sell to large 
users, in practice only the local incumbents are usually able to offer competitive 
prices. 

The final problem listed in Exhibit 2 above is very relevant to this audience. 
For all the above reasons the ACCC sees the NEM not as one market, but many, 
when it assesses mergers. This will limit over time industry consolidation that could 
bring benefits in terms of scale economies and the application of skills and systems 
NEM-wide. 

The problems listed in Exhibit 2 are due to an inadequate framework for inter-
state trade.  It is to this issue, and the proposed solutions to it, that we now turn. 

2. The need to convert the current settlement residue auctions into the auction 
of firm financial transmission rights 

Converting the current Settlement Residue Auctions (SRAs) into the auction 
of firm financial transmission right (FTRs) will address, with this move alone, many 
of the problems listed in Exhibit 2 to some degree. This point shall be discussed later, 
but first the nature and operation of FTRs needs to be explored. 

Explaining FTRs 

An FTR is a well understood term in the electricity industry.  It is a purely 
financial product that confers on the holder the right to receive the price difference 
between two regional prices for a defined level of MW. 
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USING FTRs TO BACK HEDGES

Hedging Inter–regionally with FFTRs

Hedge volume = 100MW
Strike price = $40/MWh

   (at NSW node)
PP in Qld = $56/MWh
PP in NSW = $35/MWh
Retailer buys 100 FFTRs
from NSW to Qld

Hedging Inter–regionally

Hedge volume = 100MW
Strike price = $40/MWh

   (at NSW node)
PP in Qld = $56/MWh
PP in NSW = $35/MWh

Retailer in Qld Retailer in Qld

FFTR price
is known
beforehand

Retailer pays
Generator
receives

• Pool $56/MWh $35/MWh
• Hedge $5/MWh $5/MWh

Net $61/MWh $40/MWh

Retailer pays
Generator
receives

• Pool $56/MWh $35/MWh
• Hedge $5/MWh $5/MWh
• FTR ($21/MWh)

Net $40/MWh +
price of FFTR

$40/MWh

Q4 2002 Actual pool prices

Generator in NSWGenerator in NSW

An FTR, as envisaged here, is an instrument to make inter-regional hedges 
completely ‘firm’ in all circumstances. While there is a wide array of important 
design features that can be considered, what the COAG Energy Market Review 
intended was that FTRs would cover all price differences between regions, 
irrespective of line flow. 

With these characteristics it is easy to show that FTRs make inter-regional 
hedges firm in all circumstances. Exhibit 8 provides a simple worked example. It 
illustrates that even with extreme price separation between the regions the firm FTR 
(or FFTR) leaves both the retailer and the generator in the position they intended to 
be, which is receiving and paying $40/MWh for electricity (plus the cost of the 
FFTR). 

Exhibit 8 
 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

The need for the characteristics mentioned above is clear. If FTRs did not 
cover all price differences, that is those due to ‘losses’ and those due to ‘congestion’, 
the inter-regional trades would not be fully covered. While ‘congestion only’ FTRs 
would deal with most of the uncertainty, on occasions price separation due to losses 
can be significant. In addition, only if the FTR payout is guaranteed irrespective of 
line flow can they be completely relied upon.   
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Funding FTRs 

While many can agree with the benefits of ‘firm’ FTRs, they will question the 
ability to fund them, and the possible risks involved.  FTRs are available in other 
countries but usually they are not ‘firm’, in the sense that they only pay out to the 
extent the transmission line is available.  The COAG Review dealt extensively with 
these issues. 

The Review mentioned three sources of funding (and risk removal). The 
issuer of FFTRs (to be NEMMCO, see below) would have: 

§ The ability to keep the auction proceeds. 

§ The ability to retain the settlement residues. 

§ The right to impose a levy on the market. 

Over the medium term, of course, the auction proceeds should cover all of the 
payouts under FFTRs. That is, they alone should be a sufficient funding source.  

Further, the auction proceeds should much more closely reflect FFTR payout 
than the current SRA proceeds reflect the IRSRs. The price of the FFTRs should 
reflect differences between the available hedge prices in the two regions, which 
should in turn reflect the expected pool price differences. By contrast, the proceeds 
from the SRAs have not reflected the settlement residues, (see Exhibit 10 below) for 
good reason. With the SRAs the bidders need to estimate not only the price 
differences, but also the extent of flow over the transmission line. In this sense SRAs 
are an inefficient product. 

Another problem with the SRAs is that they are not sold on a per MW basis, 
but instead entitle the bidder to a share of a pool of money.  It is impossible for SRA 
bidders to determine how many SRA units they need to buy to back an inter-regional 
hedge even if they can be assured of significant line flow. 

Given that in any one period, however, the auction proceeds from the FFTRs 
might be insufficient to cover the payouts, the Review also suggested that the IRSRs 
also be available to NEMMCO to cover the payouts. Over time, this revenue source 
should not be necessary, and the IRSRs can be returned to consumers where they 
likely belong. 

One criticism of these funding arrangements will be that they will see the 
current SRA proceeds no longer going to TNSPs as they do now, to the detriment of 
consumers.  

There are two responses to this concern. 

The first response is that only roughly two thirds of the IRSRs have been 
returned to consumers under the SRAs. This is shown in Exhibit 9, albeit with some 
wide variation. 
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17
21

15
8 5

23

70

7 7 6 9

76

21
27

44

Current SRA/IRSR Approach

TNSPsSRA
"Winners" ConsumersNEMMCO

Market–
generated
IRSRs

• TNSPs
(Consumers)
receive SRA
revenue only

• All IRSRs paid to
SRA participants

• In effect,
consumers
'subsidise' SRA
process, as not all
IRSRs necessarily
passed back to
consumers

Auction
Proceeds

8 9
14

9 10 9

36

10 13 16

52

7 9 9

30

Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1

Total Revenue from SRAs

Net residues paid
out

 § Total Revenue from SRAs
= $241m

§ Total (net*) Residues paid out
= $356m

§ Total Payout ratio
= 1.5

Auction payments
Residues

1999 2000 2001 2002 2003

Settlement Residue Auction Proceeds and Payouts

* Residues net of auction fees

Paid
$241m

Received
$356m

SRA PAYOUTS EXCEED PROCEEDS

Exhibit 9 
 

 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

Over time, once the FFTR auction proceeds are clearly covering the FFTR 
payouts, and a risk ‘kitty’ has been built (see below) it should be possible to return all 
IRSRs to consumers. 

The second and more obvious response is that, in any event, overcoming some 
of the problems listed above in Exhibit 2 will bring many wider benefits to consumers 
(and to market participants generally).  From Exhibit 10 it can be seen that the SRA 
proceeds make only a small difference to consumer prices. 
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EFFECT OF REMOVING AUCTION PROCEEDS FROM TNSPs

SRA
Revenues
(2002)

Region Cost of
Energy (2002)

Reduction in pool price
required to maintain
cost of energy after
auction revenue
subsidy removed

Likely effect
on energy
consumers*

$0.077b $7.762b 0.99% 0.5%

* Cost of energy usually only, say, half the price paid by final consumers

Exhibit 10 

 
 

 

 

 

 

 

 

 

 

 

 

 

 
 

The COAG or Parer Review was quite explicit in relation to the market levy: 
while it was to be available, it was never to be used. The FFTR issuer (NEMMCO) 
was to have the dual objectives of maximising the number of FFTRs issued and never 
needing to impose the levy. 

That is, the FFTR issuer would initially issue only a small number of them and 
thereby build up a risk ‘kitty’. By initially restricting supply the FFTR price and 
therefore proceeds would be very high relative to any likely payouts. 

To summarise then, the FFTR issuer has no risk (given the right to impose a 
levy), given the nature of the product the auction proceeds should cover all payouts, 
and when this steady state is reached the IRSRs will also not be needed and so can be 
returned to consumers. 

The FFTRs, therefore, will be a much more efficient product than the SRAs. 

NEMMCO to issue the FFTRs 

NEMMCO is the natural entity to issue the FFTRs because they are a ‘market 
making’ instrument, not an instrument designed to make a profit. They exist to back 
inter-regional hedges and thus create a market in them. 
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FFTRs should not be issued by the current TNSPs or a separate commercial 
entity for a very sound reason. Such entities will have an incentive to withhold the 
supply of FFTRs to push up the price on a continuing basis. They will seek to make a 
profit, not make a market. 

In addition, the current TNSPs would not be an appropriate FFTR issuer 
because, by definition, FFTRs deal with transactions across borders. The current  
state-based TNSPs would find it hard to issue an FFTR to cover trades between 
adjacent states, much less a South Australia to Queensland trade. 

The FFTR proposal provides many benefits, irrespective of any role in  
transmission augmentation 

As already mentioned, it is very important to understand that converting the 
current SRAs into the auction of firm FTRs will bring many benefits on its own. It 
does not have to be assessed in terms of any relevance it may have as a signal for 
transmission augmentation (see next section). 

By facilitating inter-regional trade through providing ‘firmness’ FFTRs are 
very likely the largest single step that can now be taken to improve hedge or contract 
market liquidity. This is a very important issue. 

The current low levels of liquidity in the hedge market caused by the 
difficulties with inter-regional hedges mean that this market is inefficient. Generators 
and retailers cannot find willing counterparties often enough when they need them. 
This not only contributes to all of the problems listed in Exhibit 2, it also means that 
generators and retailers within a region do not have the options they should have to 
respond to fast-changing market circumstances. 

The extent of benefit from introducing FFTRs, however, will depend on the 
likely prices of FFTRs, which in turn will depend on the adequacy of transmission 
links between regions. If the links are inadequate, insufficient generation output from 
one region will be able to move to another, and the price of FFTRs will be high. In 
this case the problems outlined in Exhibit 2 will be addressed, but only when they 
occur outside a reasonably wide price band. 

It is to the issue of the adequacy of transmission links that we now turn. 
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3.  The need to recognise competition benefits in the regulatory benefits test to 
 justify new transmission 

While the Code governing the NEM currently allows for both regulated and 
unregulated transmission lines to be built, in effect unregulated lines play little role. 
First, they cannot be justified within a region, because the common nodal price means 
that profit is not possible from the line. Second, they play little role inter-regionally 
given the uncertainty created by the likelihood of a regulated line being built which 
makes long term profit projections very risky. 

Regulated transmission lines therefore dominate in Australia, as they do 
overseas. This places great importance on the appropriateness of the mechanisms to 
determine augmentation. 

With regulated transmission lines augmentation must pass a regulatory 
approval process.  With no commercial or market signals to use as guidance an 
economic cost/benefit regulatory test is applied to see if any proposed augmentation 
is justified. 

The regulatory ‘benefits’ test for determining transmission augmentation has 
been much criticised. This has been acknowledged by the Australian Competition and 
Consumer Commission (the ACCC) and the Natural Electricity Code Administrator 
(NECA), and the former has issued a discussion paper (on 5 February 2003) as part of 
a review of the test. 

Key problem with the current regulatory transmission augmentation test 

The problem is that, in essence, the current regulatory test largely uses 
‘competitive’ costs rather than prices that can result from non-competitive market 
behaviour.  That is, for example, it looks mainly at the cost of transmission 
constraints by examining the higher, mainly fuel, costs of the generators constrained 
on relative to the fuel costs of those constrained off.  

The test, therefore, treats higher spot prices as a result of congestion 
essentially as a transfer from consumers to generators, and of no economic 
consequence. This is a fundamental flaw. The economic consequences can be 
significant. 

The economic consequences that the test currently ignores are the so called 
‘full equilibrium’ or downstream effects. That is, if the problems in Exhibit 2 were 
addressed, we could see, for example: 

§ More industry located in Australia, attracted by lower electricity prices. 

§ The efficiency benefits of a more liquid contracts market. 

§ Generation investment that can be deferred from when it may occur now, 
as the need for it is more NEM rather than state based. 
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§ An electricity industry structure better suited to the entire NEM, rather 
than suited essentially to the current regions. 

Addressing objections to the inclusion of these wider economic effects 

In the responses to the ACCC discussion paper it is possible to see two 
arguments against including these wider economic effects.  There are clear points to 
be made in relation to both arguments. 

The first is that economic cost/benefit tests should treat changes in prices that 
see, for example, consumers better off and generators worse off as simply a transfer.  
Distribution effects, it is argued, should be ignored. 

If this was all that was happening this argument would be right.  But, of 
course, there is more happening than simply a transfer.  To put the issue simply: 

§ The benefit to consumers from lower prices will be more likely to have 
real economic benefits (rather than simply be a transfer) because those 
lower prices could attract higher production from industry, resulting in 
more jobs and profits, and in general trigger the downstream effects 
already described. 

§ Alternatively, the lower prices (i.e. lower oligopoly profits) to some 
generators should not limit needed investment. Prices will still bring 
forward needed investment NEM-wide, but they are less likely to bring 
forward generation investment that is only needed in one region. 

The second argument is that such full economic benefits are difficult to 
calculate with sufficient precision.  This is a strange argument given the complexity 
inherent in the current test.  In addition, it is better to approximate the right answer 
rather than to be extremely precise in calculating the wrong answer. 

Including a new test for transmission augmentation 

Having described the problem, what is the solution? 

The preferred solution is to add another leg to the benefits test. That is, new 
transmission can either be justified on the grounds of reliability, as currently applies; 
it can be justified by passing the current cost/benefit test; or it can be justified by 
passing a commercial (or full economic) benefits test. 

The Energy Markets Review outlined a commercial test by saying that new 
transmission should be approved when the annualised net present value cost of 
transmission augmentation per MW is less than the annual cost of the relevant FFTR. 
Thus the approval process can rely on a market set price, which clearly indicates a 
willingness by consumers to pay for the new transmission. 

The reason for including a new test is straightforward.  When trying to allow 
for the full economic effects of transmission augmentation, as the old joke suggests, 
“you would not start from here” (the current test). 
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The various approaches used by those trying to allow for the effects of 
inadequate generation competition within a region into the current test illustrate the 
problem.  They first usually try to define market power in a way that can be 
modelled, and that can be seen to reduce in measurable ways with transmission 
augmentation.  They then seek to measure the effect on generator dispatch and 
demand from any reduction in this market power.  Not only is the complexity 
significant but, in seeking comparable and measurable inputs, they also appear to 
continue to ignore important downstream effects. 

It seems better to introduce an additional test which brings a new approach.  
The notions of ‘market responses’ and ‘willingness to pay’ need to be introduced, and 
in simple ways. 

Such an approach does not involve moving away from sound economic 
principles.  Instead, it relies on a firmer economic footing than is currently being 
applied.  And it has the additional advantage of being practical.  At times there can be 
a tendency to over complicate when workable solutions are at hand. 

A final consideration arises when introducing an additional test.  When using 
both the current cost/benefit test, and the proposed full economic or commercial 
benefits test, what happens if these tests point to different augmentation or other 
options?  One answer is to allow the current test to determine the best option (which 
indeed may be more generation), but to apply the commercial test if the preferred 
option does not actually pass the current test. 

Considerations applying to using FFTRs as the basis for the commercial benefits test 

There are a number of important issues to consider with using FFTRs to 
trigger augmentation under commercial benefits test 

First, of course, it would be the congestion only element of the price of FFTRs 
that should be used.  There would, therefore, be a need to separate out the component 
of the FFTR price that occurs because of losses. This can be calculated for the past by 
looking at recent data, but it will require modelling to understand this on a forward 
looking basis. 

Second, there is considerable logic in NEMMCO selling two way FFTRs 
(rather than one way) as a superior product.  With a two way FFTR the holder of the 
FFTR receives money if prices are higher in the reference region, but pays out when 
they are lower.  This approach ensures the intended result of an inter-regional hedge 
occurs in all circumstances.  In this case, however, it is possible that the price of the 
congestion element of the FFTR could be zero, despite there being significant line 
congestion.  This could occur when significant price separation causes the higher 
prices equally in both regions at different times.  With a two way FFTR these effects 
will offset each other and result in a low priced FFTR despite considerable 
congestion. 

The third issue is more important. It is that the value of FFTRs can only be 
used to test the need for inter-regional transmission, as they are not relevant within a 
region. 
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Devising a commercial test that is valid for both inter and  intra-state augmentation 

One response to this issue is to use the same underlying logic as provided by 
the FFTRs.  As an example, the ACCC could look at the increase in pool prices 
caused by congestion on the relevant line. Exhibit 11 shows how the bidstack (in this 
case, within a region) separates with congestion. In this instance, the difference 
between the $2,001/MWh price that applied (the pool price was set within South East 
Queensland only) and the $252/MWh price that would have applied had some 
generation not been constrained off can be used.    

Exhibit 11 

 
 

 

 

 

 

 

 

 

 

 

 

 

 
 

All things considered, therefore, the commercial benefits test may more 
appropriately be one that can be used to justify both inter and intra-state transmission. 
The annual average per MW price increase caused by congestion over a particular 
line can be compared to the per MW equivalent of the cost of augmentation. 

Of course, if the most recent, say, 2 years of such effects were taken into 
account there would be concern that such an observation should not justify a 50 year 
transmission investment. The response has to be, in part, that the current test itself 
cannot be applied well into the future anyway because any modelling that tries to 
predict greater than, say, 5 years out in the electricity market will likely be 
misleading. To address the problem, however, the ACCC could add a margin to 
increase the hurdle that has to be jumped. It should also look to see if any change is 
likely, such as new generation investment, that would make the past a poor guide to 
the future. 
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The need for more transmission  

We cannot be sure about the extent of any need for more transmission. 

Certainly one or two years ago there was a general recognition of the need for 
more transmission. In its 2001 report (page 7) the International Energy Agency said 
in its review of Australian energy policy that: 

‘The NEM is not yet strongly integrated; the amount of electricity traded is 
comparatively low and prices can differ across NEM regions, particularly when 
transmission constraints emerge. During periods of peak demand, the network can 
become congested and the NEM separates into its regions, potentially exacerbating 
reliability problems and market power of regional utilities. Solutions comprise more 
transmission interconnection, new generation and demand-side measures. In the 
IEA’s view, transmission augmentation is essential for better integration . . . the main 
challenge in the Australian power market is . . . strengthening interconnection’ 

Since that report was written a number of transmission investments have 
occurred. 

The key point, however, is that there will very likely be under investment 
while the regulatory test that is used omits some of the key benefits that could be 
expected from additional transmission capacity.  

4. The need to introduce effective national transmission planning 

There is a clear need for a national approach to transmission planning in the 
NEM. The current approach sees transmission planning undertaken by four different 
state-based entities. 

Currently national transmission planning occurs through the Inter-regional 
Planning Committee (IRPC) which is established under the code, chaired by 
NEMMCO and which has representatives from each jurisdiction. The chair role, 
however, is one of facilitator. The IRPC relies on state-based rather than national 
information, and most views on system needs are settled bilaterally rather than NEM-
wide through the IRPC. 

Current planning problems 

There are three current problems with the above approach to transmission 
planning. 

The first, overwhelming point, is that electricity flows move by the laws of 
physics, not according to state boundaries. It must be planned as a whole, not in 
pieces. For example, it is tempting for one state to see surplus generation capacity in 
their state and a shortage in an adjacent state and conclude the need for more 
transmission. The reality could be that the import of electricity should come from 
another state given the configuration of the network and the location of generation. 
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There can be state-based campaigns for more transmission where the national 
consequences have not been spelt out. 

The second problem is that each jurisdictional representative on the IRPC 
must bring varying perspectives.  On the one hand, they must each act in accordance 
with their own state legislation which has state rather than national interests in mind. 
On the other hand, each local TNSP has its own augmentation and planning criteria. 
There is no NEM-wide common criteria on which to assess the need for more 
transmission. 

This local focus has led to concerns that the NEM has some significant 
transmission lines between states, but relatively weak intra-state connecting links or 
dependencies (which is not addressed by the IRPC) so that the flow across the state 
boundary is often constrained at lower levels than the installed line capacity. 

The third problem is the perception of a conflict of interest, which is always 
damaging to system credibility. Perhaps the most quoted example is the history of the 
bid to build the SNI link between NSW and South Australia. Whatever the merits or 
otherwise of this line it will be remembered for the initial South Australian 
Government opposition, which was attributed in part to a desire to protect the value 
of the local generation assets that the Government was then trying to sell. 

It is, of course, difficult to demonstrate conclusively the precise cost of a lack 
of national transmission planning. The above mentioned problems, however, are 
significant. 

The Energy Markets Review recommended that NEMMCO be given 
responsibility for transmission planning. This was based on the following premises. 

§ State Governments would be unwilling to form a single TNSP out of their 
current state-based transmission entities. 

§ NEMMCO is very well placed to undertake this role, having the necessary 
understanding and information. It is also a not-for-profit body, with the 
objective of efficient market development. 

§ There is no gain, and probably much to lose, from creating a new body to 
undertake this national planning role. 

Whatever solution is chosen, there needs to be an effective entity that can plan 
transmission on a national basis. Clearly, if the NEM were being created from 
nothing today no one would suggest forming four state-based transmission planning 
entities. 

* * * 

It remains only to repeat the core message. 

The largest problem facing the NEM is the current regionalisation. It is five 
markets, not one.  There are immediate practical steps that can be taken to address 
this. 
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Electricity policy making is now at an active stage again. These opportunities 
for change do not occur often, particularly when many Governments are required to 
agree. 

Whatever else governments decide, there are sound arguments to suggest that 
they would make their most significant progress if they agreed to the three practical 
steps outlined above. 
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