o -

(and continuing) market with and without the arrangeinents ror wnicn autnorisation 1s
sought. As was stated in Re Application by Concrete Carters Association (Victoria)':

“The positive side of this weighing process, namely the appraisal of
claimed benefits, will commonly depend upon an appreciation of the
competitive functioning of relevant markets, with and without the
conduct in respect of which authorisation is sought. The negative
side of the weighing process depends upon the assessment of
competition itself in relevant markets with and without such conduct.”

The NEM does not represent a “distinctive, albeit evolving, structure” of each or any
existing State or Territory market and it does not represent an existing market in the sense
of comprising the potential for close competition'’.

As a new market, the operation of the NEM under the regulatory environment created by
the Code, is not capable of any relevant comparison with respect to competition with each
or any of the separate State or Territory markets that now exist. It is submitted that a State
or Territory geographic market in which essentially only intra-State competition occurs ,
cannot represent a true yardstick for the purposes of any analysis under section 90(6) or
90(8).

Interstate trade is presently limited, being based on jurisdictional regulations and the
provisions of the Interconnection Operating Agreement (“IOA”). Such inter-
jurisdictional trading is presently limited to opportunity interchange between utilities who
are the signatories to the IOA, and to emergency assistance and contract energy transfers
{(which are described in Schedule 3). It is submitted that electricity trading under the IOA
does not amount to a competitive electricity market because, first, no obligation is placed
on the parties to take lower cost energy from interstate and secondly, the pricing
arrangements relate only to the quantities exchanged and have no broader impact such as
will occur in the NEM where inter-regional flows may set the regional reference prices in
both the exporting and importing regions. The IOA is therefore not a true yardstick for
the purposes of section 90(6) or 90(8).

Accordingly, it is submitted that the introduction of the NEM under the regulatory
environment created by the Code, taking into account the pro-competitive public benefits
discussed in Chapter 5, must result in a net benefit to the public. There is no anti-
competitive detriment to which an examination under sections 90(6) and (8) can attach, as
there is no existing and continuing market structure within which competition or any
effect or likely effect upon competition can be assessed.

Alternative assumptions and analysis

The Code will amount to an arrangement or understanding between the participants (some
of whom will be competitors) and:

. the Code may contain exclusionary provisions;

'9(1978) 31 FLR 193 at 216
"' Queensland Wire Industries Pty Ltd v Broken Hill Pty Ltd (1989) 167 CLR 177 at 197 per Deane J.
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giving effect to certain provisions of the Code may incorporate conduct that may
constitute third line forcing within the meaning of section 47(6) or (7) of the Act;
and

the Code may contain price fixing arrangements within the meaning of section
45A of the Act.

It is also recognised that for the purposes of section 90(8), matters of detriment, including,
but not limited to, anti-competitive detriment, are to be examined; as with benefit,
detriment to the public is to be seen as detriment to the community generally, although the

most important of potential detriments “will normally be the anti-competitive effects™2.

If the references in sections 45 and 47 to “lessening of competition” require a comparison
between competition in two separate and distinct markets; namely, the existing state and
territory markets of the participating jurisdictions, whether viewed individually or
collectively, and the NEM, or a comparison within the NEM, with and without the Code,
the Code:

may incorporate conduct that may otherwise constitute the practice of exclusive
dealing; and

may include arrangements that have the purpose or would have or might have the
effect of substantially lessening competition.

For the purpose of identifying the main aspects of the Code that may fall within any of the
classifications set out above and of demonstrating the net public benefits relating to those
aspects, it will be assumed, without derogating from the submission expressed under
paragraph 6.1.3:

(a) that the reference in section 90(6) to “any lessening of competition” requires a
comparison between competition in the two separate and distinct markets, being
the existing State and Territory market for each participating jurisdiction and the
NEM,;

that sections 90(6) and (8) contemplate and require a comparison between
competition in the NEM as regulated by the Code and competition in a NEM not
regulated by the Code, so that references in this Chapter 6 to any lessening of
competition are construed as references to an assessment of competition in the
NEM with and without the Code or a particular provision or provisions of the
Code (as the context may require); and

(c) in the context of section 90(8), any detriment to the community generally (with
emphasis on anti-competitive effects by reference to those two markets) is to be
taken into account.

Accordingly, paragraphs 6.2 and 6.3 have been prepared so as to address and deal with
each of these assumptions.

'2 OCMA at page 184; Re Rural Traders Cooperative (WA) Ltd (1979) 37 FLR at 261-262; Re Queensland
Independent Wholesalers Limited (1995) at ATPR 40,914 at 40,927-40,928
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By developing these assumptions, the method adopted in Re 7 Eleven Stores Pty Ltd"® may
be capable of adaptation:

“Implicit in the section 90 test for authorisation is the requirement of
causation. We seek to establish whether the conduct under scrutiny
results or is likely to result in net public benefit. ‘This must involve
consideration of the circumstances which are likely 1o prevail in the
absence of such conduct’ ... In the present matter, the relevant
circumstances are those that would prevail were the system not to
exist..."”

In the present context, by way of analogy, the relevant circumstances are those that would
prevail were the NEM and its regulation by the Code not to exist (ie the retention of the
current State and Territory markets) or, altenatively, if the NEM were to exist, but not be
regulated by the Code.

General assessment of a comparison between competition in existing State and
Territory markets and in the NEM

Applying assumption (2) in paragraph 6.1.4, since the introduction of the NEM and
operation of the Code will introduce new competition and deliver public benefit and net
public benefit it is important that the likely shape of the future, both with and without the
NEM and the Code, is considered.

The public benefits of the NEM have been discussed earlier in the submission, in
paragraph 2.1 and in Chapter 5. Benefits of a single NEM, compared to separate State and
Territory markets, include:

. reduction of reserve plant margins by sharing between the generating plants in the
participating jurisdictions,

better capacity utilisation;
better management of non-coincident peaks;
better utilisation of economies of scale in generation;

an increase in competitive pressures, and therefore greater efficiency gains, with
an increase in the number of competing generators and retailers;

consistency of market arrangements across State and Territory boundaries; and

more extensive reform of the electricity sector in some jurisdictions than would be
the case without the national market, and acceleration of proposed State and
Territory reforms.

13 (1994) ATPR 42,644 at 42,677
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General assessment of a comparison between competition in the NEM with and
without the Code

Applying assumptions (b) and (c) in paragraph 6.1.4, it is important that the functioning of
and competition in the NEM with and without the Code is understood.

The unique characteristics of electricity mean that it is not feasible for electricity to be
competitively traded in exactly the same manner as other products. In particular,
electricity cannot be stored, and demand and supply must be instantaneously matched.
Central coordination and market arrangements such as those contained in the Code are
necessary to ensure this matching. The market arrangements contained in the Code
promote efficiency by:

. merit order dispatch of generators; and

mimicking the operation of other competitive markets by establishing a
competitive price-setting mechanism in the spot market.

Furthermore, because of the natural monopoly characteristics of the network businesses,
competition in the NEM would be inhibited without the framework introduced by the
Code, which aims to ensure that the wires businesses cannot extract excess profits due to
their monopoly status.

Lessening of competition and detriment

As set out in paragraph 6.1.2, a lessening of competition may, in certain circumstances,
not give nse to any detriment at all, and could even be a positive benefit.

Accordingly, the analysis under sections 90(6) and (8) is quite separate from, and must not
be confused with, any analysis of a lessening of competition in the context of Part IV of
the Act.'*

Even if, on the basis of the assumptions made under paragraph 6.1.4, a proviston of the
Code might lessen competition (in the context of any of those assumptions), it is submitted
that:

(a) the fact that a provision may lessen competition does not necessarily imply it
results in detriment under sections 90(6) and (8);

(b) the provision must be assessed in the context of the Code as a whole and the
overwhelming public benefit of the Code as a whole;

{c) a very relevant question is whether the provision that may lessen competition
introduces a positive benefit in the context of the Code as a whole and the
operation of the NEM as regulated by the Code; and

no question of detriment arising from any lessening of competition in respect of
any provision of the Code can be considered or assessed in isolation; detriment (if
any) must be assessed in the context of the Code as a whole and what may be seen

¥ Outboard Marine Australia Pty Ltd v Hecar Investments No. 6 Pty Ltd (1982) 66 FLR 120 at 128-129 (per
Fitzgerald J)
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as a potential detriment in isolation, may, indeed, be a positive benefit when
construed in the context of the Code as a whole and the operation of the NEM as
regulated by the Code.

Detriment

Code provisions which potentially lessen competition are analysed in more detail in
paragraphs 6.2 and 6.3 below. In some cases it is submitted that there is no clear evidence
that a potential lessening of competition causes detriment. For example, paragraph 6.2.1
proposes that, while the Code is a complex document and may thus deter some potential
entrants to the NEM, any perceived lessening of competition is unlikely to cause detriment
because there will be sufficient competition amongst existing Market Participants and
successful new entrants. Furthermore, any party unable to enter the NEM, can gain the
benefits of competition because the NEM facilitates retail competition. With retail reform,
the opportunity will exist for all end use customers to choose their retail supplier. All
contestable customers thus can influence the upstream energy sub-market and can derive
the benefits of wholesale competition without needing to operate in the NEM themselves.

Moreover, applying the analysis in paragraph 6.1.7 and, in particular, sub-paragraph (d), it
is submitted that no detriment will result or will be likely to result from any lessening of
competition that may arise, or may be suggested as being likely to arise in respect of any
provision of the Code, when assessed in the context of the Code as a whole. Paragraphs
6.2 and 6.3 argue that those features identified as possibly falling within a provision of
Part IV of the Act have been incorporated in the Code for good public benefit reasons. In
each case the public benefit arising from the provision outweighs any perceived detriment.
Furthermore, given the overwhelming public benefit of the Code as a whole, and the
increase in competition it entails, any anti-competitive detriment of any individual
provision is well cutweighed.

Major issues raised by the ACCC

This paragraph addresses the primary issues raised by the ACCC in its Isswes Paper dated
March 1996 and its National Electricity Market Code of Conduct - Comments and Issues
Arising paper dated May 1996. Further issues raised by the ACCC are addressed in
paragraph 6.3, and in Chapter 8 which focuses on the access arrangements.

Code Complexity

Code complexity has been raised as a concem in a number of contexts, particularly in
submissions to the NGMC on the Code from representative customer groups. Two major
concerns have been raised:

. complexity detracts from simplicity and transparency, and therefore adds costs to
those who wish to enter and participate in the market. In this context complexity
may be seen as a barrier to new entrants and a competitive obstacle to existing
participants, particularly smaller ones less well resourced to work with such a
comprehensive set of arrangements; and

complexity of the Code involves a degree of prescription that may remove the
incentive and opportunity for participants to arrive at their own bilaterally
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negotiated arrangements. In this context complexity may retard innovation and
the competitive benefits that result from innovation within a market.

Each of these concems is discussed below.
(a) Code complexity as a barrier to entry

It is acknowledged that the Code is a complex document particularly for a customer who
has no technical experience in the electricity industry. In response to the issue, the
following points arise:

] the Code is complex because Chapters 1 to 8 of the Code define the market and
access arrangements within the NEM and because Chapter 9 of the Code provides
an explanation of the transitional arrangements under which the NEM is to evolve;

electricity is extremely dangerous, cannot be stored and must be instantaneously
delivered and therefore requires a code of arrangements to ensure its safety and
reliability. Most of the Code’s details primarily affect specialised participants such
as generators and network owners and provides “how to” instructions for safety
and the accurate measurement of trading relationships;

in many of its technical schedules to Chapter 5, the Code standardises and
documents information requirements and technical standards for persons seeking
to establish a connection to the network. These requirements and standards have
previously existed in one form or another for connection to the network. Such
networks are operated according to good industry practice both in Australia and
abroad. In most companies, the technical requirements for connection to a network
are arranged by specialists who have the appropriate knowledge and skills to
ensure that the customer’s or generator’s requirements are taken into account in
the planning and design of a connection facility. It is important that standards exist
to ensure that the impact of one party’s connection facility do not adversely affect
the quality of electricity received by other network users;

in Chapter 4, Power System Security, Chapter 5, Network Connection, and
Chapter 7, Metering, it has been necessary to specify responsibilities and
obligations of various categories of Code Participants as a by-product of
restructuring a vertically integrated industry into its competitive and natural
monopoly components, It is also important to note that the industry is moving
from a public sector monopoly industry structure to one openly and actively
encouraging new entrants and private enterprise. It is costly for private companies
to operate in an environment where their responsibilities and obligations are
entirely left open to negotiation, due to uncertainty and potential disputes. In part
therefore the level of prescription in these parts of the Code reduces ambiguity and
makes the requirements for entry clearer and less risky to possible new entrants;
and

the level of detail in the Code reduces the existing information asymmetry that
exists between well established incumbent Market Participants and new Market
Participants and therefore provides a more level playing field for competition.
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Chapter 5 of the Code (Version 1.0) has also been re-drafted as part of a Code
simplification exercise to reduce its complexity. NGMC representatives worked with the
Electricity Users Group®® and there were changes made to the following Chapter 5
clauses, namely: 5.2 Obligations, 5.3 Establishing or Modifying Connection, 5.7
Inspection and testing, 5.8 Commissioning, and 5.9 Disconnection and Reconnection.

However, the Code simplification exercise did not go as far as the Electricity Users Group
desired based on legal advice from Freehill, Hollingdale & Page received on 23 May,
1996. A copy of this letter is included in the National Electricity Code Consultations
Report. The key point made by Freehills is:

“We are aware that you [the NGMC] have received considerable
public comment about the length and complexity of the Code.
Reducing many of its prescriptive provisions may reduce this
problem. However it is our view that in many respects, if provisions
of the Code are entirely deleted, additional problems will result.

Firstly, whilst we acknowledge that less prescription may mean Code
participants are free to negotiate the terms of arrangements they
make between themselves, it is also possible, if not likely, that a lack
of prescription, may cause uncertainty and unintended loop holes
which may lead to disputes. This, in turn, may mean Code
participants are subjected to costly delays and expenses at a later
stage which could have been avoided if those provisions of the Code
had guided them more precisely.”

In recognition of the Code complexity concem, the NECA Chairman has stated that
NECA is prepared to develop indexes, handbooks and user manuals (as suggested by the
ACCCQ), and other guidance material to ensure that the Code is accessible and more user
friendly. It is expected that these materials will be completed early in 1997.

In additton, a Market Liaison Panel has been established to provide a forum for discussing
the details of the Code and to develop suitable materials to assist persons operating in the
NEM. The Market Liaison Panel is chaired by the NECA Chairman and consists of key
stakeholders including generators, large and small customers, Network Service Providers,
retailers, and NEMMCO.

This supports an argument that Code complexity is not regarded as anti-competitive. It
must be bome in mind that even smaller intending participants are likely to be
corporations with the skill, experience and resources sufficient to enable them to readily
understand and to absorb the key elements in the Code relevant to their circumstances.

Furthermore, while the complexity of the Code may deter some potential entrants, this is
not sufficient to show that detriment has been caused. While it is desirable to minimise
barriers to entry, their existence may not substantially impact on the competitive outcome,
if sufficiently robust competition occurs amongst those who do overcome any barriers.
This submission contends that the complexity of the Code will not deter new entrants to
the extent likely to substantially reduce the leve! of competition in the marketplace.

'* The Electricity Users Group has an expanded role and is now called the Energy Users Group




13 November 1996

o 1256

For small customers, the Code permits the entry of traders and facilitates retail
competition. Both these aspects ensure there are incentives for providing expert advice on
energy services to such customers. With retail competition, retailers have an incentive to
offer customers the best deal on service and price, and this enables customers to take
advantage of competition without becoming directly involved in the wholesale market.

The public benefit of exhaustive treatment of each of the critical subjects in the Code more
than offsets the limited difficulty posed by complexity. The Code therefore increases
certainty and establishes minimum entitlements to all participants or intending new
entrants. A less comprehensive Code would entrench existing information asymmetries
that exist between incumbents and new Market Participants.

(b} Code complezxity as a barrier to innovation and competition

It has been further contended that the complexity of the Code involves a degree of
prescription that may remove the incentive and opportunity for participants to arrive at
their own bilaterally negotiated arrangements. In this context complexity may retard
innovation and the competitive benefits that result from innovation within a market.

In response to this concern it needs to be said that the Code does not prohibit bilateral
arrangements from being implemented between willing parties. The Code does not
prescribe any form of contractual relationship between parties for energy purchasing even
though Market Generators and Market Customers are required to sell and purchase energy
through the spot market. The only restriction is that contracts between a generator and
customer are not directly taken into account in the spot market’s central dispatch process.
Even this restriction does not preclude innovation in energy contracting arrangements
because of the concept of self-dispatch for Scheduled Generators.

The treatment of Code Participant’s rights and obligations in the Code is in the public
interest because it reduce uncertainties for all participants and assists negotiations between
parties. It also addresses the reality of unequal bargaining power between incumbent
Network Service Providers and Market Participants, on the one hand, and new participants
and Market Customers, on the other.

The Code also explicitly recognises that as the market grows and matures there will be
need for revisions of the Code to ensure that it continues to facilitate competition and does
not become ossified and constraining. Experience of market operations will indicate
where the Code can be usefully simplified or made more flexible, without causing
unacceptable uncertainty. The Code change processes have been developed with this
requirement in mind.

The Code has already been revised to remove prescriptiveness in some areas, and further
review is proposed. For example, Chapter 6 of the Code, governing transmission and
distribution pricing, has been substantially revised from earlier, more prescriptive drafts
and is to be reviewed by NECA in the near future. Chapter 7, describing metering
requirements, is also subject to a review to assess whether arrangements can be less
prescriptive, more flexible and allow market-driven responses. The Code will continue to
be subject to review as market experience continues, within the strict confines of the Code
change process.
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Market functions of NEMMCO

Another concern is that the provision of services by NEMMCO should be limited to those
that are essential to system security, operation of the new market arrangements and the
establishment of services that do not now exist and which cannot be expected to develop
quickly.

Under the Code, as part of its functions, NEMMCO is required to:

. contract for ancillary services required to ensure power system security which are
dispatched via the central dispatch process;

contract for reserves or provide a last resort direction when the market fails to
meet reserve standards established by the Reliability Panel;

ensure facilities are available for Market Participants to trade in a short term
forward market; and

. facilitate an exchange for inter-regional hedge contracts.
Ancillary services and reserves

The dispatch of ancillary services and the availability of system reserves as centrally co-
ordinated services managed by a Market Operator is critical to the management of power
system operations. For example, as part of the mega-brief consultancy program discussed
in paragraph 2.3.2, ECC Consultants were asked to review proposals for ancillary
services. In their report, ECC Consultants state:

“As these contractual ancillary services are integrated into the
dispatch algorithm, efforts can commence on investigating the
Sfeasibility of adding a spot market for such ancillary services 1o work
in conjunction with, or as a replacement for, the contractual ancillary
services. However, there is a risk of trying to develop an ancillary
services spot market as a total replacement for the ancillary services
contractual market in that there would be no assurance of there being
enough such ancillary services offered into spot market.'®”

Short-term forward market and inter-regional hedge market

The potential of private sector involvement in sub-markets for short term contracts, inter-
regional hedges, and various other services, is fully recognised by the Code. In fact,
nothing in the Code precludes other persons from offering these services to NEMMCO or
to other persons. NEMMCO’s role is to facilitate these sub-markets. It is vital that these
services are available because they enable Market Participants to better manage risk.
There would be substantial potential detriment to the operation of the NEM if these sub-
markets did not develop. Therefore, the establishment of these sub-markets cannot be left
to chance in the early developmental phase of the NEM. :

' ECC Consultants, Brief (a) Bidding and Dispatch Proposals, A report to the NGMC, December 1995,
page 27
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A further discussion of NEMMCO’s role in the inter-regional hedge market is contained
in paragraph 6.3.8.

The Code also stipulates that if NEMMCO itself operates a short term forward market or
inter-regional hedge exchange:

) it must do so in a way which reasonably ensures it uses no advantage derived from
its other functions which would not be available to an altemative operator; and

it must use reasonable endeavours taking into account the surrounding
circumstances, to give effect to the objective of recovering the costs of the
establishment and operation of the market from Market Participants who trade in
that market.

NEMMCO is also required under the Code to ring fence these trading activities by
keeping separate accounting records for these trading activities with clear audit trails as
provided for in clause 1.11 of the Code.

In considering concerns about NEMMCO’s market functions it must be recognised that
the Code provides for:

. three year sunset clauses for NEMMCO facilitation role in a short term forward
market and inter-regional hedge exchange with reviews by NECA of any future
role for NEMMCO;

a five year sunset clause on NEMMCO’s reserve trading activity subject to a
review by the NECA’s Reliability Panel; and

further development of a competitive market in the provision of at least some
categories of ancillary services.

In any event, should alternative markets become manifest before these sunset clauses
become effective, then Code change review processes may be used to amend NEMMCO’s
roles in these areas.

Market Design and “Gaming”
In relation to the spot market the ACCC"” posed the following discussion point:

“Does the proposed trading system provide opportunities for the
“gaming” of the market bidding process which could provide an
unfair advantage to any participant or class of participant? If so,
what are the opportunities and how can they be reduced or
eliminated? "

This statement suggests that market design should take into account the ability of Market
Participants to act in an anti-competitive manner.

For the purpose of this Submission, a simple definition of ‘gaming’ can be used; namely
that gaming is something which is within the Code’s rules, but outside their spirit. Within

' Issues Paper on NEM - page 15
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this definition, two sorts of gaming are considered - “loophole gaming” where a weakness
in the rules is identified and exploited, and explicit anti-competitive behaviour. Whilst
some degree of market power will be required to undertake the latter, loophole gaming is
not related to a participant’s market power. Consequently the way in which these issues
are dealt with may vary as described below. In any event, gaming must not be confused
with legitimate market behaviour of testing the market to find out market sensitivities and
competitive pressures.

It is submitted that, in the best interests of market efficiency and public interest, that

L 19

“gaming”, “collusion”, and other forms of anti-competitive behaviour should be
addressed, in order, by:

. market structure;
market design;
. regulation.
Each of these is discussed below.
(a) Market structure

A major area of concem is the influence market structure has on the ability of players to
participate in “gaming” in the market.

The structure of the generation sector in each participating jurisdiction is a matter that is
outside the scope of the Code. The govermnments in the participating jurisdictions have
agreed that the generation sector will become competitive and that rules for non-
discriminatory entry to the market shouid be established.

Major industry restructuring has already occurred in New South Wales and Victoria while
South Australia is currently implementing a industry restructuring program. In
Queensland an independent task force is currently conducting an industry structure
review. Current market shares in the generation sector are shown in the table below.
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Generating Company Share of Capacity (%) Share of Capacity (%)
Excluding Queensland Including Queensland

NSW:
Pacific Power 126 103
Delta Electricity 16.4 13.3
Macquarie Generation 179 14.6
Snowy Mountains Hydro 144 . 11.8
Victoria:
Loy Yang A 7.7 6.3
Yalloumn 5.6 4.6
Hazelwood 6.2 5.0
Gas fired stations 37 3.0
Hydro stations 1.8 1.5
Loy Yang B 39 31
Energy Brix 0.7 0.5
South Australia: ETSA 9.1 74
Queensland.:
AUSTA Electric 13.4
Gladstone 5.2
Total 100 100
Source: NSW Electricity Reform Taskforce

The table shows that in the national market no single generating company currently owns
more than 15% of total generation capacity in the market (18% if Queensland is
excluded). Despite the apparent absence of market dominance given the spread of their
relative market shares, generators may nevertheless dominate a particular segment of the
load curve or a particular region, or may attempt to collude with other generators in setting
wholesale prices.

There are a number of factors however which will mitigate the market power exerted by
any single generator or a group of generators:

. actual or potential new entrants. The structure of the market is not static. The
introduction of the NEM enables the entry of new generators, and this will limit
the ability of generators to extract excess profits in the longer run. In recent years
innovations in generation technology (such as gas turbines) have increased the
efficiency of smaller scale generation and reduced the barriers to entry resulting
from economies of scale. The Industry Commission noted in its study of the
South Australian industry'® that while ETSA Generation holds a position of
market power in the South Australian market , it “is vulnerable to entry should it
raise its prices too far above incremental cost”, though this may take some years;

transmission and demand side options. These provide competitive pressure on
generators, imposing upper limits to the ability of incumbent generators to raise
prices, in the longer term;

'® Industry Commission, The Electricity Industry in South Australia, 15 March 1996, p\135
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collusive behaviour. The ability to sustain this behaviour in the longer term is
difficult as the number of generators increases;

countervailing market power. While spot market prices are largely determined by
the supply side, in the contract market there are large retail companies which
balance the market power exerted by generating companies in setting contract
prices; and

national dispatch. The move from regional to national dispatch will allow greater
utilisation of the interconnectors to reduce the regional dominance of existing
participants.

(b) Market design

The NEM nrules are intended to leave Market Participants with as much leeway as possible
within the bounds necessary to operate a secure power system and avoid free riding'®. The
market is designed to be economically efficient, devolve decision making down to
participant level, and provide the participants with sufficient information to make sound
business decisions.

In the market design, the trading rules for the spot market and central dispatch process
cannot eliminate or even significantly reduce any market power of a Market Generator.
Any Market Generator large enough to profit by withdrawing capacity at the last minute
may also, and with less visibility, withhold or overprice capacity in the contracts market.
In the short run withdrawing capacity will have more effect on prices if done late in the
process, because competitors and Market Customers cannot respond quickly. But such
behaviour, if repeated, will induce contracting and other responses such as new entry, by
generators or transmission augmentation, that reduce its effectiveness.

The proposed market design, as embodied in the Code, provides a neutral and flexible
trading framework. It is submitted that the market design in terms of the spot market and
central dispatch process cannot solve market power problems. The best protection is to
provide a market design that is based on readily auditable processes for bidding and for
merit order dispatch. In addition, the arrangements for the publication of information,
including bidding information after the event, to participants and to the public, need to be
comprehensive. The net effect of this will be an enhanced capacity for potentially
concerned parties to monitor supplier behaviour to identify quickly any activity that may
be regarded as an excessive or inappropriate influence on spot prices, or collusive
behaviour, and to raise the alarm. The processes are transparent and auditable - thereby
enabling ready investigation of complaints by the ACCC as the regulator of general
market conduct.

The market design has also focused on permitting new entrants into the marketplace. Any
continued removal of capacity from the spot market is likely to induce customers to look
to alternative supply options either through contracts with other generators or through

'? “Free riding” refers to the situation where participants can enjoy the benefits of the shared system, but avoid
paying the cost. In the NEM some functions and services are provided to the benefit of the market as a whole,
for example ancillary services. To avoid participants gaining the benefits of these services without paying,
some mechanism must be put in place to ensure that all those deriving such benefits contribute towards the full
cost of the service.




13 November 1996 4 ‘& ' A
-113- ° = 1250

options such as cogeneration or transmission augmentation. As noted above, this acts as a
constraint on the ability of incumbents to abuse positions of market power.

A further major countervailing force in the market is the empowerment of end-use
customers through retail competition. Here the freedom of customers to choose their own
supplier provides competitive discipline which flows back upstream to retailers and
ultimately to generators.

(c) Regulation

If the market structure that evolves is not sufficiently competitive then there will be a need
to adapt the regulation of the market. If gaming opportunities exist then this will most
often, and most seriously, be as a consequence of Market Participants being able to use
market power. Some limited, loophole gaming may occur which is not related to the
exercise of market power. These abuses should be corrected by NEMMCQ and NECA
through the Code Change process.

The Code Change process is not designed to provide a check to the exercise of market
power. This responsibility will lie with the ACCC to impose whatever restrictions it
deems necessary to address problems raised by an inappropriate industry structure.
Technological change, customer awareness, competitive entry and merger legislation will
all enhance contestability in generation and it can be expected that the generation sector
will become increasingly competitive.

Aspects of the Code relevant to net public benefit

Registration and exclusive trading (Chapter 2)

Chapter 2 sets out requirements for registration and requires exclusive trading of
electricity in certain cases. In particular, clauses 2.2.1(a), 2.3, 2.4 and 2.5 require
registration of generators, customers and traders respectively and clause 2.10.1 provides
that the registration must be in a form prescribed by NEMMCO. Such provisions could
be considered to be:

- exclusionary provisions, as competing participants agree not to trade with
unregistered persons;

exclusive dealing provisions, as participants in the market agree to trade on
condition that they will not supply electricity to, or acquire electricity from,
unregistered persons; or

provisions having the purpose or effect of substantially lessening competition. A
requirement to be registered before being entitled to trade might be anti-
competitive if it creates a barrier to entry to the relevant market. If, for example,
significant costs are incurred in becoming registered, or if there is some other
difficulty or barrier to becoming registered, competition in the market may be
lessened or prevented.

Although the registration requirements may lessen competition in the market by raising
barriers to entry not otherwise present, they are an essential element for the orderly
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functioning of the market design proposed and are therefore justified on the grounds of the
substantial public benefits that arise (see paragraph 5.4 of the Submission).

Furthermore, generators and Network Service Providers need to be bound to the Code (as
the National Electricity Law provides) in order to preserve the integrity of the power
system and ensure public safety.

Compulsory registration of Market Participants achieves the binding effect of the Code
and is also necessary for the adequate functioning of the gross pool market design.

(a) Generators

The market participation rules for generators distinguish between whether a
generator is participating in central dispatch {for system security reasons) or
simply participating in the spot market. The generator central dispatch
participation rules define minimum requirements for participation to ensure the
orderly management of power system operations.

Clause 2.2.1 (a) makes registration of generators compulsory subject to a power
by NEMMCO to exempt a generator from registration, and also makes any
decision by NEMMCO not to exempt, a reviewable decision in terms of the
Code.

Under the Code, generators are required to register with NEMMCO as Scheduled
or Non-Scheduled Generators and as Market or Non-Market Generators. The rules

for each category are set out below.
Scheduled Generator (Clause 2.2.2)

Unless otherwise exempted by NEMMCO, a generating unit (or combination of
units connected at a common connection point) with a name plate rating of 30
MW or greater is required to be a Scheduled Generating Unit. A Scheduled
Generator is required to participate in the central dispatch process operated by
NEMMCO. This means the Scheduled Generator must (in accordance with clause
3.8.6):

. notify NEMMCO two days ahead of each trading day of its MW capacity
availability profile for the trading day and estimated commitment or
decommitment times;

- notify NEMMCO one day. ahead of each trading day of its MW capacity
profile for an intended self dispatch level and an (optional) incremental
MW amount for each price band being offered by the Scheduled
Generator; and

provide a dispatch offer which specifies a self dispatch level of more than
zero and at least one price band for off-loading below the intending self
dispatch level such that the unit may be offloaded if required during an
excess generation period.
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Generators with generating units with a name plate rating of less than 30 MW may
opt to be Scheduled Generators provided they have adequate monitoring and
control facilities to support central dispatch.

Non-scheduled Generator (Clause 2.2.3)

A Non-Scheduled Generating Unit is one which does not participate in central
dispatch. A generating unit may be classified as a non-scheduled generating unit
if its name plate rating is less than 30 MW or :

. the primary purpose of the unit is local use and the sent out electricity
rarely exceeds 30 MW, or

the physical and technical attributes of the unit are such that NEMMCO is
satisfied that it is not practicable to participate in central dispatch; or

the output of the generating unit is intermittent, being generating units
whose output is not predictable, such as solar generators, wave turbine
generators, wind turbine generators and hydro-generators; and

. NEMMCO has exempted it from the central dispatch process.
Market Generator (Clause 2.2.4)

A Market Generating Unit is a unit from which the sent out electricity is not
purchased in its entirety by the Local Retailer or by a Customer located at the
same connection point. A Market Generator must sell all its sent out electricity
through the spot market and accept payments from NEMMCQ for sent out
electricity at the spot price applicable at its connection point. In addition, the
Market Generator must purchase all electricity supplied through the national grid
to the Market Generator at the spot price applicable at its connection point and
make payments to NEMMCO.

Non-Market Generator (Clause 2.2.5)

A Non-market generating unit is a unit from which the sent out electricity is
purchased in its entirety by the Local Retailer or by another Code Participant, in
the latter case, where the purchase occurs at the same connection point. A Non-
Market Generator is not entitled to receive payment from NEMMCO for
electricity sent out at its connection point.

The effect of these provisions is to require a generator who supplies electricity to
the market to be registered and to participate in the market as described under the
Code. Apart from the exemption arrangements, there is no option for a generator
to participate in the wholesale market except in the terms described by the Code,
nor to sell (or purchase) electricity except through the spot market, nor to accept
(or make) spot market payments other than at the spot price (clause 2.2.4). The
corollary, in clause 2.2.5 is that Non-market Generators, those that are not
registered or have been exempted from registration, are not entitled to participate
in or receive payments through the spot market, or (clause 2.2.3) in NEMMCO’s
central dispatch operation.
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The public interest lies in the registration arrangements outlined in the Code
applying to all generators for the purposes of managing power system security and
the wholesale market. This is the rationale behind the need to register generators
as Scheduled or Non-Scheduled Generators and Market and Non-Market
Generators.

As part of the mega-brief consultancy program discussed in paragraph 2.3.2, ECC
Consultants were asked to review the MW threshold limits for the orderly
operation of the spot market and the power system ECC Consultants state:

“Our recommendation is that Option 3 above (30 MW
threshold limit but enhanced to address generation greater
than 30 MW which does not export 30 MW or more 1o the
system on a normal basis) be pursued. ... However with
respect to the 30 MW technical level, we would suggest that
the level be kept under review and modified if necessary in
response to future developments (ie. installation of numerous
29 MW units may necessitate that units down to the lower level
at least 1o be closely monitored, while actual experience may
also allow the limit to be increased ) The 30 MW limit is
consistent with similar levels in other pools: all units 50 MW
and above require telemetry and automatic generation control
in the 20,000 + MW peak load New England Power Pool
(“NEPOOL") in the United States, while all units 100 MW
and above have to be submitted to central dispatch in the
48,000 + MW peak load pool in England and Wales.

We recommend that large on-site units of 30 MW or more,
even if not exporting to the system, or exporting less than 30
MW, also be closely monitored unless their associated demand
is relayed such that the maximum impact on the system is less
than 30 MW. ... but the RSOs [Regional System Operators]
need to know the details of this generator for security
purposes. Therefore, these units should have to meet the same
telemetry requirements as centrally dispatched units and
should be required to submit daily indicative schedules of both
demand and generation.”®”

The process of becoming registered is unlikely to add any level of significant costs
to a new entrant in the generation market, relative to the other costs associated
with such entry.

It is also important to note that the criteria by which NEMMCO shall determine
whether a generator is entitled to an exemption from registration do not rely on
any significant level of discretion on the part of NEMMCOQ. The criteria are set
out clearly and fully in clause 2.2.3, especially paragraph (b).

* ECC Consultants, Brief (a} Bidding and Dispatch Proposals, December 1995, pp8-9, report prepared for the
NGMC.
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These arrangements covering Market and Non-Market Generators provide
generators with a balance between the needs of commercial certainty and the costs
of meeting central dispatch requirements. They also provide customers with the
benefits of security of supply.

Customers

Clause 2.3.1 defines the term “customer”, and requires a person who wishes to
engage in the activity of directly purchasing electricity from the wholesale market
at any connection point to register with NEMMCO as a Market Customer and to
register that connection point as one of that person’s market connection points.
Under clause 2.3.1 (d) a person who engages in the activity of purchasing
electricity at any connection point otherwise than directly from the wholesale
market may voluntarily register with NEMMCO as either a:

. First Tier Customer (Clause 2.3.2) - when the electricity supplied is
purchased by a person at that connection point directly and entirely from
the Local Retailer; or

Second Tier Customer (Clause 2.3.3) - when the electricity supplied is
purchased by a person at that connection point other than directly from the
Local Retailer or the spot market and that connection point is also
classified as a market load of a Market Customer.

These registration requirements are in the public interest because they are required
for the orderly accounting of energy purchases from the spot market. For example:

* Market Customers register market loads so that the total pool purchases
may be calculated as the sum of market loads plus any temporary
consumption at Market Generator connection points.

Second Tier Customer loads are registered so that the market consumption
of a Market Customer (Local Retailer) may be adjusted when a Second
Tier Customer purchases electricity from another Market Customer
(Retailer). (Note: a distribution network may also be part of a distribution
business that has a Retail arm. The market loads for the distribution
business would consist of all its connection points at the bulk supply
points at the transmission network. When a customer (eg. Second Tier
Customer) within the distribution network no longer buys electricity from
the Local Retailer, there is a requirement to subtract the Second Tier
Customer’s load from the total market loads of the Local Retailer to avoid
double counting. In addition before this adjustment is made, the new
Retailer of the Second Tier Customer is required to register that
customer’s connection point as one of its market loads. In effect, every
Retailer’s total consumption becomes the sum of its registered market
loads across the interconnected system.)

First Tier Customer loads are registered on a voluntary basis to cater for
those customers who wish to become Code Participants without having to
become Market Customers.
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The overwhelming public interest lies in having a viable electricity market which
satisfies demand instant-by-instant’® The viability of the market requires all
Market Customers to be registered in order to make energy settlements possible.

{c) Traders

L

Clause 2.4 of the Code requires registration with NEMMCO of all persons who
wish to trade in the short-term forward and inter-regional hedge markets facilitated
by NEMMCO, and precludes parties from so trading unless registered (either as a
Trader or as some other category of Market Participant) and except in accordance
with Chapter 3 of the Code.

There is public benefit in the development of risk management instruments so that
parties may contract to provide for themselves a level of certainty as to future
price and generator plant availability. Registration is a threshold requirement for
the orderly functioning of this commodity market because of the anonymity of
producers and consumers. Registration yields the clear benefit of ensuring that the
participants are known and potentially accountable for their behaviour to the
market as a whole. Identification of traders, through registration, enables other
participants in the market to determine who they are dealing with and to make
enquires if they so desire. Initially this will be critical to the integrity of the
emerging market for hedges. The benefits arising from the ability of the market to
operate effectively are considered to outweigh any potential anti-competitive
effects that registration might be thought to produce.

(d) Market Participants

Under clause 2.5 of the Code persons who wish to participate in the NEM as a
Market Customer, Trader or Market Generator are required to register with
NEMMCO as Market Participants. Market Participants are only permitted to
participate in the categories in which they are registered.

In their report to the Victorian Government, Putman, Hayes, and Bartlett address the
. question of mandatory participation in the spot market as a form of exclusive trading:

“Because the actions of any generator or load connected to the grid
can directly affect other connected entities, all connected entities
above some de minimus size must participate in the central dispaich
process, at least to the extent of providing information and meeting
technical standards. All connected entities must also participate in
the market, at least to the extent of paying (or being paid)
compensation for the system services they use (or provide) and for the
costs their actions impose on (or benefits their actions provide to)
other connected entities. But if technical and information standards
are met and all system services are unbundled and properly priced,
independent operations outside the spot market should, in principle,
be allowed.

! In other markets such registration requirements are unnecessary because there are time lags between
ordering, production, transportation and retail distribution and also because commodities generally are storable
over this extended sale time
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Ideally, there would be advantage and significant disadvantages to
any entity operating outside the market. Any generator, whether or
not it regards itself as centrally dispatched, will be able to make
offers that allow it to operate without regard to the prices in the
market if it chooses; it will just be costly to run when there is cheaper
energy available in the market or to be idle when the spot price of
energy is very high. Any load with a contract for low-cost energy can
operate without responding to spot market prices if it chooses; it is
Just costly to ignore opportunities to reduce load and resell the
contracted power in the market when the price is very high, or to buy
extra energy when the price is low. Even if the spot market does not
price energy properly, any two parties can contract to protect
themselves against spot market prices. If all system services are
properly priced, there will be no advantage to operating outside the
market.

As a practical matter unbundling and separately pricing each of the
system services provided by the monopoly dispatcher and grid is
difficult, costly and impossible to accomplish perfectly. There will
always be some arbitrary cost allocations and the need for some
residual monopoly power to recover these. Allowing traders to opt
out of the market may provide incentives for the market to improve its
pricing, but will also provide opportunities for powerful interests to
seek special treatment. On balance, it is probably preferable to
require all traders to belong to the market and help pay its costs,
subject to defined appeal procedures and regulatory oversight, rather
than allowing traders to threaten 1o opt out as a way to force the
system’s fixed costs on others. "%

6.3.2 Participant Fees (Clause 2.12 and Chapter 4)

Participant fees will be charged to cover the costs of NEMMCO and NECA. This
includes NEMMCQ’s costs in fulfilling its obligations under Chapter 4 of the Code for
power system security. Principles to guide NEMMCO in the establishment of participant
fees are set out in clause 2.12. The key elements making up the principles are simplicity,
cost recovery, user pays {noted by the ACCC as desirable), and non-discriminatory
application. Both NEMMCOQ and NECA under their company Members Agreements are
also required to provide services to Code Participants on a cost effective basis.

Participant fees may lessen competition by creating a barrier to entry. However, this
market cannot function without the key central co-ordination functions of NEMMCO and
NECA and as such requires a suitable fee structure to cover their operating costs.
NEMMCO and NECA provide services to the market as a whole, which benefit all
participants (a ‘common good’). However, unless these fees are an obligatory part of
participating in the market, participants could ‘free ride’ on these services. Provided the
fees reflect the costs of providing NEMMCO and NECA services, then any barrier to
entry imposed cannot be viewed as artificial or discriminatory.

# putman, Hayes and Bartlcﬁ, The Proposed Framework for @ Wholesale Market for Victoria, Report to the
Victorian Government, June 1994 - Appendix 1 page 10
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On balance the benefits of a well functioning, centrally co-ordinated market far outweigh
the possible reduction in competition that the market fees of NEMMCO and NECA may
present.

Prudential requirements (Clause 3.3)

Chapter 2 of the Code requires all Market Participants to satisfy the prudential
requirements set out in clause 3.3 of the Code. In particular, clauses 2.5.1(c) and 2.5.2
provide that Market Participants - that is, persons registered as customers, traders or
generators - may only participate in the markets and trading activities conducted by
NEMMUCO if they satisfy the relevant prudential requirements and other applicable
obligations under the Code, and also any relevant requirements imposed by jurisdictional
regulators. These provisions might constitute:

) exclusionary provisions, in that competitors agree not to purchase electricity from
or sell electricity to Market Participants unless they satisfy the prudential
requirements;

exclusive dealing provisions, as each participant trades on condition that they will
not supply electricity to or acquire electricity from any person who does not
satisfy such requirements; or

provisions substantially lessening competition, if they create a barrier to entry to
the electricity market.

Given the characteristics of the proposed NEM, the requirement for Market Participants to
satisfy prudential requirements as a condition of participation is seen as essential for the
efficient operation of the market and the financial protection of the suppliers to the market.

The proposed market design requires all wholesale electricity to be bought and sold
through the spot market. The spot market is a “blind market”, with suppliers (generators)
being unable to identify a specific purchasing counterparty, and with all purchasers paying
the same spot price irrespective of their credit worthiness. Therefore, unlike most other
markets, it is not possible for the supplier to undertake the normal credit risk assessment
of its customers and set prices and/or terms of payment accordingly.

For this reason, the centrally co-ordinated prudential requirements have been structured to
effectively place each purchaser at a common level of credit worthiness to provide
suppliers with an appropriate leve! of confidence in the NEM. Without this confidence,
the suppliers to the market would have no choice but to include a risk component in their
prices for electricity to compensate for the reduced and uncertain credit quality of their
unknown counterparts thereby raising prices and reducing customer benefits.

NEMMCO will perform a market clearing role as a principal to each trade in the spot
market, but with limited recourse such that it is only required to pay to suppliers up to the
total amount collected by it from purchasers in respect of spot market trades in any billing
period. If there is ultimately a shortfall in NEMMCOQ’s recovery from any purchaser, then
that shortfall is to be pro-rated across the suppliers. If, instead, NEMMCO were to be
liable for this risk, it would necessitate NEMMCO being established with a significant
capital base to support it. This is clearly not desirable as NEMMCO’s only source of
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income is from the Market Participants. By accepting a pro-rated share of any shortfall,
the suppliers (generators) are implicit providers of the market’s capital backing,

In order to reduce the risk of any shortfall occurring in the event of a payment default, the
structure of prudential requirements is set out in clause 3.3 of the Code and provides for
the following:

Market Participants will be required to provide and maintain “unconditional
guarantees” to NEMMCO for an amount equal to their “Maximum Credit Limit”
which will be set for each Market Participant by NEMMCO on the basis of the
Participant’s expected maximum (“reasonable worst case”) exposure, to be
determined in accordance with clause 3.3.8 and principles specified in Schedule
3.3. of the Code. This will effectively bring all Market Participants up to at least
the same credit level.

NEMMCO will have the power to “mark to market” at any time and issue calls on
Market Participants to provide additional collateral if the Maximum Credit Limits
are, or are expected to be exceeded.

The “unconditional guarantees” will not need to be provided from an entity which
meets the Acceptable Credit Criteria. The Acceptable Credit Criteria require that
each such entity:

* either be a bank under the prudential supervision of the Reserve Bank of
Australia, or be an Australian State, Territory or Federal Govemment; and

carries a short term credit rating of at least P1 (Moodys) or A1 (Standard
and Poors) or equivalent; and

has not provided a total of “unconditional guarantees” in excess of a
“concentration risk level” to be determined by NEMMCO.

Market Participants that are also entities that meet the Acceptable Credit Criteria
will not be required to provide “unconditional guarantees”.

It is considered necessary to limit the method of providing collateral to unconditional bank
guarantees, as credit ratings alone are not viewed as providing sufficient liquidity or
surety, and even cash may not provide sufficient security in the event of insolvency.

The process undertaken by the NGMC in arriving at the proposed prudential requirements
structure was as follows:

. In 1995 the NGMC commissioned a very comprehensive study and report by a
consortium of Condell Vann & Co. and Corrs Chambers Westgarth, addressing
the need for and proposed structure of prudential requirements arrangements for
the NEM.

Following publication of the Condell Vann/Corrs Chambers Westgarth report, in
December 1995 the NGMC established an expert panel to review the findings of
the report, conduct a process of consultation with participants and stakeholders

and develop detailed plans for implementation. This Panel comprised high level












































































































































































































































































































































































































































































































































































































































































































































































































































































































































































