September 20, 2002

Mr Michael Rawstron

General Manager

Electricity Group, Regulatory Affairs Division

Australian Competition and Consumer Commission

PO Box 1199

Dickson ACT 2602

Dear Mr Rawstron

ACCC Draft Determination on Rebidding Code Changes

EnergyAustralia is once again pleased to offer comments on the proposed changes to the rebidding rules in the National Electricity Code. 

This submission focuses on NECA’s revised proposal for code changes relating to the rebidding rules that it presented at the PDC held on 13 August 2002 and released publicly later that month. It also argues that a number of proposals put by EnergyAustralia in its initial submission have not been fully assessed by the ACCC, and certainly have not been considered in the context of NECA’s alternate strategy. Finally, the submission comments on the recommendations and conditions of authorisation imposed by the ACCC in its draft determination.

Consultation

EnergyAustralia is pleased that a number of the recommendations made by the ACCC in its draft determination released in July 2002 have been taken up by NECA in its revised proposal for code changes. However, several of the changes appear to have fundamentally altered the intent of the original code change and have changed the original to such a degree as to introduce new issues that have not been considered to date. EnergyAustralia is of the view that despite drawing on many of the recommendations in the draft, the ACCC should be careful to ensure that any changes drawn from this second NECA proposal are subject to a full round of public scrutiny before being authorised. 

From a practical perspective, EnergyAustralia believes that the ACCC is faced with two alternatives. First, the ACCC could treat NECA’s revised proposal simply as a submission and if necessary, build in the proposals into recommendations for future code changes in its final determination. However, in EnergyAustralia’s view, the final determination should be based on the original set of code changes as submitted by NECA in September 2001. Alternatively, if the new proposal is believed to represent a way forward, the ACCC could produce a further draft determination that formally assesses NECA’s code changes as if the revised package signalled the beginning of a new code change process. EnergyAustralia is of the view that the Trade Practices Act does not prevent the ACCC from releasing a revised draft incorporating this new information.

Either way, EnergyAustralia suggests that a full round of consultation should take place before such significant changes to the original proposal are authorised.

NECA’s revised code change proposal

Technical envelope – uncertain

NECA proposes to develop a “technical envelope” to determine whether price outcomes ought to be questioned. EnergyAustralia believes it is simply a more refined version of the original code change and that the uncertainty inherent in the original proposal is still present, albeit more subtly in NECA’s revised version. 

In its first submission, EnergyAustralia questioned the workability of NECA’s proposal, being a strong reliance on market monitoring, as it appeared to be an extension of rules already present in the code which have been ineffective to date. EnergyAustralia is not convinced that the new proposal alters this assertion. Further, EnergyAustralia does not believe that the revised proposal addresses issues identified by market participants and the ACCC in its draft determination. The workability of the proposals, the evidentiary burden of proving a generator’s intentions given the volume and technical nature of rebidding, and the costs required to comply with the proposals are still present despite NECA’s revisions. EnergyAustralia believes the new proposal for a technical envelope is unduly complex and does not represent a material improvement on the original proposal that was rejected by the ACCC.

NECA proposes that generators will have a duty of care over their bids if the resulting spot price falls outside the competitive envelope. However, it may not to be clear to generators in advance which trading intervals are likely to produce such price outcomes. The result is uncertainty sufficient to require generators to ensure they have reasonable grounds for most, if not all, of their final offers. EnergyAustralia questions how this proposal is materially different from the original proposal which was also vague in its application and required participants to be able to prove themselves in good faith in most of not all cases to ensure they complied.

Generators will not be in breach of the revised code changes if they can demonstrate reasonable grounds for submitting offers that fall above the competitive price envelope. However, there is no explanation as to what might be considered as “reasonable grounds” and it is not clear whose definition of reasonable grounds will apply. Are the grounds required to be reasonable in the eyes of the participant whose behaviour is being questioned, the “reasonable market participant”, the Tribunal, or NECA? As mentioned in EnergyAustralia’s initial submission, we consider it likely that defences will be used that rely on rebids and final offers being made to protect operating plant and are therefore made in accordance with “good electricity industry practice”. Such claims would be extremely difficult to verify.

Technical envelope – a soft price cap

In EnergyAustralia’s view, the technical price envelope is a soft price cap – one that changes over the course of the day and is dynamic over the longer term. EnergyAustralia is of the view that the method by which the soft price cap is established is very complicated and highly subjective in terms of choosing the appropriate percentile (97.5th) and safety margin ($5). EnergyAustralia believes that the methodology including the suitability of applying “bootstrapping” techniques to non-normally distributed bid data should be subject to an independent expert review before such code changes are authorised.

EnergyAustralia is concerned that the soft price cap proposed by NECA could have an adverse impact on market dynamics. Uncertainty of knowing when behaviour is going to be questioned may act to slow and/or restrict trade in the market. EnergyAustralia believes that a simpler and more acceptable proposal would be to cap prices at a lower level of VoLL. 

EnergyAustralia proposals

Reduce VoLL

In its initial submission on rebidding, EnergyAustralia proposed that VoLL (the value of lost load) be reduced. EnergyAustralia considers that such a move would allow the dynamics of the market to continue unchanged but would dramatically reduce the risks to retailers of very high price events. Our experience shows that an excessive price cap produces the following negative spin-offs that cost the market and ultimately consumers:

· The $10 000 price cap, or VoLL, places enormous risk upon retailers. Retailers are confronted by a purchase price (spot prices) of electricity that has an enormous upside. Flat electricity sales contracts, sold by retailers, generally price around $30-50/MWh, meaning that any retailer exposed to the pool (unhedged) for any proportion of volume above this selling price has the potential to incur, for all practical purposes, almost unlimited losses.

· It may well provide the incentive for the supply side to ‘game’ the market. Reasons given for rebidding, such as ‘profit maximisation’, ‘financial optimisation’ or ‘price volume trade-off’, provide testimony to the fact that at times these bids can bear no relationship to underlying supply and demand. The reviews undertaken by the consultancies engaged by the ACCC on this issue support this assessment.

· Perhaps the best evidence that this heightened financial risk of a $10 000/MWh price cap creates is that it is forcing a number of retailers to self-insure by acquiring their own generation place. This appears to go against the ‘grain’ of the restructure process, an objective of which was to dismantle vertical integration.

This fact can produce barriers to entry for retailers and thus has wider competition ramifications. Not all retailers will be of sufficient size to justify non-core business acquisitions such as generation plant.

· An example of the increased cost burdens to manage this risk, market participants are being required to meet ever mounting guarantee calls to NEMMCO. In a recent paper published by NEMMCO, it was found that the doubling of VoLL is likely to have a significant effect on a retailers Maximum Credit Limit (MLC). “Increases of 30% up to 50% are likely, depending on (the retailer’s) region of operations”.

The MLC amount fluctuates with market prices but it is not unusual for the total value of guarantee provide to NEMMCO to exceed $1.5billion, which soaks up significant capital from the industry.

· An excessively high price cap can even work against generators. Generally, for a market participant to be able to offer large volume hedges where they accept a floating spot price risk, the market participant will need to be a generator or receiver of pool income to offset their hedge obligations. However, problems will arise where due to plant disruptions a generator is unable to obtain pool income. Generators can either accept this risk or seek to mitigate it through provisions in their financial hedges that relieve them from their financial obligations in the event that they experience a loss of generating capacity. The practical effect is that the buyer of the hedge will forfeit that amount of the hedge reduced by the physical outage, leaving them exposed to wholesale price risk.

EnergyAustralia does not believe that the arguments outlined about which support a reduction in VoLL are adequately dispelled by arguments that VoLL of $10 000 is needed to send appropriate investment signals to attract new investment. EnergyAustralia would argue that $10 000 is unnecessarily excessive to attract such investment. It will and has already come at significantly lower prices.

Furthermore, EnergyAustralia’s own analysis shows that in NSW since the start of the NEM and up until early this year, there have been approximately 110 instances of half-hour prices over $300. This represents less than 1% of all trading periods. In the more volatile market of SA the percentage remains below 1%. EnergyAustralia does not give credence to assertions that investment decisions of up to $500m are made on the basis of price spikes that occur in less than 1% of trading intervals.

Further, EnergyAustralia believes that the current level of VoLL, coupled with the existing rules pertaining to bidding and rebidding create an environment that rewards opportune market behaviour. Consideration should be given to the proposition that by codifying VoLL to levels of $10 000/MWh this gives some legitimacy to prices bid up to this limit, which essentially bear no relationship to the cost of supply or even a loss of profit when demand is constrained.

From EnergyAustralia’s perspective, the direct and tangible benefits of reducing VoLL outweigh the spurious benefits of creating better investment signals.

At first glance, the debate surrounding the rebidding code changes may not appear to be the appropriate context to argue for a reduction of VoLL. However, EnergyAustralia is strongly opposed to imposing a complicated price cap on the market without due consideration of simpler and tested alternatives.

Review penalties in the code

While not supportive of changes to behavioural rules, EnergyAustralia believes that if such changes are pursued, they must be accompanied by a review of the appropriate penalties to apply to breach of the rules. As far as EnergyAustralia can ascertain, breaches of the current rebidding rules are not specifically categorised under the National Electricity Law and Regulations. In EnergyAustralia’s view, penalties of $10 000 are not sufficient to deter participants from acting in a way to maximise profits even if such behaviour could risk breaching the code. Participants are able to make significant financial gains by engaging in strategic and anti-competitive bidding behaviour and the proposed new rules are sufficiently uncertain and untested to make a potential breach worth the risk. 

EnergyAustralia believes that NECA should ensure that the relevant code breaches are categorised at “C” so that the maximum penalties available under the National Electricity Law can be imposed for such breaches so that the financial penalties will act as a substantive deterrent. Alternatively, penalties linked to financial gains from the conduct could be developed.

ACCC recommendations and conditions of authorisation

Good faith

EnergyAustralia supports the ACCC’s decision to authorise the requirement that generators should bid in good faith. At present there is nothing in the code that requires generators to submit bids that represent their real intentions. Furthermore, the code is silent on gaming of market outcomes where behaviour falls within the rules. For the majority of market participants, gaming of market outcomes is not considered acceptable and EnergyAustralia believes the code should be changed to reflect that view. 

EnergyAustralia is pleased that NECA has defined what it means by “good faith”. While the term may be difficult to enforce, EnergyAustralia believes that its presence in the code removes the ability of participants to claim that certain types of behaviour are legitimate because it falls within the rules despite the damage such behaviour might cause to the market.

Inferral of purpose

EnergyAustralia is supportive of NECA’s proposal to introduce an ability to infer purpose when bringing an action under the Code for a breach of the rebidding rules. EnergyAustralia believes that Section 46(7) of the Trade Practices Act uses this mechanism appropriately and that it represents a middle ground that should be acceptable to most participants. It is a marked improvement from the reverse onus of proof proposed originally which EnergyAustralia argued was contrary to general principles of law that provided for parties to remain innocent of charges until proven otherwise. 

EnergyAustralia acknowledges the difficulty that regulators face in trying to prevent gaming of market outcomes. EnergyAustralia believes it is in the interest of the market that prices represent real economic signals rather than manipulated price outcomes. EnergyAustralia believes that a test that can infer purpose as a last resort would be appropriate. It neither requires a party to prove themselves innocent of charges nor makes proving a breach of the code impossible. EnergyAustralia believes that inferring purpose represents a considered middle ground that protects the reputations of generators while providing the regulator with tools to protect the interests of the rest of the market. 

Delay of bidding information to the market

EnergyAustralia is of the view that markets work better when more information is available. While commercially sensitive information should be appropriately safeguarded in order to preserve competition between participants, the release of accurate bidding data to the market can assist further in promoting competition. However, the quality of bidding information, or lack thereof, can make this information less valuable. EnergyAustralia’s view is that the rebidding code changes should concentrate on improving the quality of bidding information available to the market rather than focus on restricting its release because of concerns about potentially misleading information and the fact that it may be used to signal strategies to other participants.

Ramp rate

EnergyAustralia supports the variations proposed by NECA that incorporate conditions of authorisation imposed by the ACCC in its draft determination. The refinement of the code change prohibits generators from submitting ramp rates that are not consistent with plant capabilities. The changes appear to address the ambiguity inherent in the previous version and EnergyAustralia believes that the change is consistent with the intent of the original code change proposal. 

Power system security

It is EnergyAustralia’s strong view that any changes which have an impact on power system security issues should not process as part of the current code change application and process. Any such changes need a much more comprehensive review and consideration than has occurred as part of the current process.

As a network service provider, system operator and retail supplier, EnergyAustralia is concerned about the potential exposure to claims that energy businesses face if the power system fails through being left to operate in a vulnerable state. Whilst the issue has not yet been fully tested in the NEM, whenever a vulnerable state exists, there is a potential exposure for energy businesses for claims for damages from end users. While there may be able to be some reliance on indemnities provided by the National Electricity Law, these indemnities are limited and have not been tested. Consequently, EnergyAustralia believes the entire process would be best avoided. EnergyAustralia therefore supports a conservative approach to power system security consistent with the status quo. 

As a retailer, EnergyAustralia must pay the costs of certain ancillary services and on occasion, these costs have been extraordinarily high. While EnergyAustralia would like to minimise these costs, EnergyAustralia does not support this occurring at the expense of any increased potential exposure to its retail or network business. From EnergyAustralia’s perspective, the recent code change put forward by Eraring Energy that seeks to regionalise payment for ancillary services is much more likely to have a positive effect on the costs of ancillary services borne by EnergyAustralia. Further, Eraring’s proposal is not accompanied with an increase in risk that would be borne by all network service providers in the NEM. 

EnergyAustralia considers that the code changes relating to power system security should not be authorised as they contain potential costs to network service providers that could easily outweigh ancillary services costs in the future.

Further proposals

In its first submission EnergyAustralia put forward a proposal to lock-down bids half an hour before gate closure. The ACCC in its draft determination argued that moving gate closure away from dispatch would add to costs associated with inflexibility and would simply move strategic games forward to occur before gate closure. 

While EnergyAustralia acknowledges these arguments, we believe that the benefit of allowing retailers to seek demand side flexibility within this half hour has been overlooked. For retailers such as EnergyAustralia, demand side management capability is of little value if there is insufficient time to engage it. High prices that occur at the end of a trading interval (ie in the last 5 minutes of a 30 minute period) often occur with little warning. EnergyAustralia believes that a half hour lock down period would allow retailers to initiate demand side flexibilities on their books and therefore counter the power that generators appear to have to manipulate prices when faced with inelastic demand.

EnergyAustralia believes that if regulators are serious about the need to promote more flexibility in the demand side of the market, some measures may have to be taken to promote it, particularly in this early stage of demand side development. At present, retailers have little incentive to pursue innovative strategies to gain load flexibility because there are limited opportunities in which they may take advantage of it.

Conclusion

EnergyAustralia believes that the original code changes put forward by NECA in September 2001 and NECA’s subsequent revision is reactionary in nature and extends the existing market monitoring rules that have been largely ineffective to date. The changes include rules that are complex to administer and difficult to comply with. Despite the revisions, EnergyAustralia believes that NECA has done little to improve the benefits of the code changes as significant uncertainty continues to exist that will necessarily impose costs on NEM participants.

EnergyAustralia believes that simple and transparent changes including a lock-down of bids in order to promote demand side management, and a reduction of VoLL are more likely to produce tangible benefits to the NEM - benefits that are quantifiable and that will be quick to materialise. The trend for further complex rules clouds the fundamental problems associated with market structure and inelastic demand which behavioural rules are unlikely to address.

Should the ACCC consider the NECA proposal to be a step forward in this debate, EnergyAustralia strongly contends that as a minimum, a parallel test or trial of the proposed methodology needs to be undertaken so that participants are able to better understand its impact. Information regarding the number of times breaches of the envelope would have occurred over the past 6 or 12 months would be informative, as would calculations of the impact that excluding prices that fell above the envelope would have on average prices. Most crucially, analysis of the likely incentives that such an approach may create for generators must be undertaken before this approach can be deemed to improve the status quo.

We hope that these comments have been helpful in assessing NECA’s revised proposal and that our renewed call for simple and transparent solutions will be given due consideration. We are happy to discuss these issues with the ACCC and can be contacted on (02) 9269 2920.

Yours sincerely,

(TIM O’GRADY)

General Manager Energy Risk Management

� Maximum Credit Limit With Increased VoLL, Version No 1, NEMMCO, p4. Report prepared by settlements October 2001.
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