
19 January 2000

Mr Paul Bilyk
Acting General Manager
Regulatory Affairs – Electricity
Australian Competition and Consumer Commission
PO Box 1199
DICKSON  ACT  2602

Our ref: R-01-005

Dear Mr Bilyk,

NATIONAL ELECTRICITY CODE CHANGES – TASMANIA’S ENTRY INTO THENATIONAL ELECTRICITY CODE CHANGES – TASMANIA’S ENTRY INTO THENATIONAL ELECTRICITY CODE CHANGES – TASMANIA’S ENTRY INTO THENATIONAL ELECTRICITY CODE CHANGES – TASMANIA’S ENTRY INTO THE
NATIONAL ELECTRICITY MARKETNATIONAL ELECTRICITY MARKETNATIONAL ELECTRICITY MARKETNATIONAL ELECTRICITY MARKET

We refer to the request for submissions on the proposed “National Electricity Code
Changes – Tasmania’s Entry Into the National Electricity Market” (‘Code Changes’)
submitted by the National Electricity Code Administrator Limited and the Treasurer of
Tasmania to the Australian Competition and Consumer Commission (‘ACCC’) for
authorisation.

We thank you for the extension of time provided to Ergon Energy for the purposes of
commenting on the proposed Code Changes. We ask that you accept this letter and
the attached document as Ergon Energy’s submission on the Code Changes and
related applications for authorisation.

We would appreciate the opportunity to meet with the ACCC to discuss our concerns
regarding the Code Changes. In the interim, please feel free to contact me on (07)
3228 8116 or Sandra Heymer on (07) 3228 8259 should you have any queries.

Yours faithfully,

Darren BarlowDarren BarlowDarren BarlowDarren Barlow
Manager RegulationManager RegulationManager RegulationManager Regulation
Strategic Business Development GroupStrategic Business Development GroupStrategic Business Development GroupStrategic Business Development Group
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1.01.01.01.0 INTRODUCTIONINTRODUCTIONINTRODUCTIONINTRODUCTION

We refer to the request for submissions on the proposed “National Electricity Code
Changes – Tasmania’s Entry Into the National Electricity Market” (‘the Code Changes’)
submitted by the National Electricity Code Administrator Limited (‘NECA’) and the
Treasurer of Tasmania (‘the Tasmanian Jurisdiction’) to the Australian Competition and
Consumer Commission (‘ACCC’) for authorisation.

We thank you for the opportunity to provide comment and we ask that you accept this
document as Ergon Energy’s submission on the Code Changes and the associated
authorisations.

Ergon Energy will, of course, give consideration to further comment as part of any
subsequent consultation process.

2.02.02.02.0 GENERAL COMMENTGENERAL COMMENTGENERAL COMMENTGENERAL COMMENT

As a general statement, Ergon Energy supports the participation of Tasmania in the
National Electricity Market (‘the NEM’). We are however concerned to ensure that any
proposal for Tasmania’s participation in the NEM is underpinned by a framework that:

•  where appropriate, is consistent with the rules and processes that govern the
operation of Market Participants in other NEM jurisdictions;

•  adequately considers and addresses concerns regarding the existence and exercise
of market power;

•  facilitates both the introduction and development of efficient competition;

•  is capable of delivering the public benefits envisaged; and

•  contains transitional arrangements that are adequately robust to minimise Market
Participant concerns regarding risk management tools.

Despite Ergon Energy’s broad agreement with the market development principles
embodied in the Code Changes, there are a number of areas where amendment or
further explanation is required to ensure that the claimed benefits to the market are
capable of being realised. Ergon Energy’s concerns focus on the following areas:

•  The interdependence of the proposal’s key elements and the adequacy of the
information provided to support the outcomes.

•  Disaggregation of generation ownership and the proposed market structure.

•  The potential risk management instruments underpinning the energy reform
framework.

•  The proposed National Electricity Code (‘the Code’) derogations – their content and
structure.

Each of these areas is discussed in detail below.
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Essentially, Ergon Energy is concerned that there is a real risk that the energy reform
framework in its current form will not promote the Market Objectives of equity and
competition between participants and jurisdictions as outlined in clause 1.3 of the Code.

3.03.03.03.0 INTERDEPENDENCEINTERDEPENDENCEINTERDEPENDENCEINTERDEPENDENCE

It is clear that in the Tasmanian Jurisdiction’s view “the features of the package [for
Tasmania’s entry into the NEM] are interdependent” and if modified, jeopardise the
successful completion of Basslink and the Tasmanian Government’s commitment to
Tasmania’s entry into the NEM.

We are concerned that this is ultimately counter-productive to the goal of Tasmania’s
entry to the NEM as concerns over portions of the package will result in rejection of the
proposal in its entirety. The ‘all-or-nothing’ approach appears to preclude consideration
of alternative structures/rules that may assist in maximising competition or efficiency
gains for Tasmania and the NEM arising from the entry of Tasmania.

The Tasmanian Jurisdiction’s reliance on acceptance of the proposal as a complete
package increases the need for extensive analysis to be presented to the market in
support of the total framework proposed. However on an assessment of the material
provided in support of the proposal, we remain unconvinced that a thorough
investigation and analysis of appropriate arrangements and structures for Basslink and
Tasmania’s entry into the NEM and that support the objectives of clause 1.3 of the
Code, have been explored.

In particular:

•  There appears to be a failure to adequately consider issues of hedge market
liquidity; availability and firmness of risk management tools (including inter-regional
hedges); demand-side response; and the potential for abuses of market power.

•  Although reference is made throughout the Tasmanian Jurisdiction’s submission to
the November 2000 Information Paper (‘the Information Paper’) and supporting
material to the alternative models for industry structure that were reviewed by the
Tasmanian Jurisdiction in the course of discussions, the models themselves and
analysis undertaken on them are not provided. Disclosure of all alternatives explored
is crucial to transparency of process and a natural precondition to obtaining support
from existing Market Participants for the market reform proposals. The absence of
this information has substantially impaired our ability to comment in detail on many
of the conclusions drawn by the Tasmanian Jurisdiction.

•  There are numerous instances where efficiency gains are alleged to result from the
proposed market reforms yet these are not supported by any data or the
methodology from which conclusions as to these gains are drawn is not provided for
review. In many instances therefore we are reduced to querying the robustness of
the analysis that underlies the conclusions reached.

An absence of adequate information disclosure prevents us from knowing whether these
issues have indeed been addressed and merely left out of the consultation material or
whether they remain unaddressed. Without adequate information, it is impossible for
Ergon Energy to assess the validity of the arguments raised by the Tasmanian
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Jurisdiction or the price and risk implications to which the market is exposed as a result
or the potential robustness of competition within a proposed Tasmanian region.

4.04.04.04.0 TASMANIAN MARKET STRUCTURETASMANIAN MARKET STRUCTURETASMANIAN MARKET STRUCTURETASMANIAN MARKET STRUCTURE

4.14.14.14.1 DisagDisagDisagDisaggregation of Generationgregation of Generationgregation of Generationgregation of Generation

The Tasmanian Jurisdiction in its Information Paper states that:

“The Government has comprehensively assessed the merits of the current
structure of Hydro Tasmania’s generation business against alternative structural
options and has concluded that for Basslink to proceed and for Tasmania to
participate in the NEM, Hydro Tasmania must be retained as a single hydro
generation business.”

Therefore, apart from the separation of Bell Bay Power Station from Hydro Tasmania as
a new wholly State-owned generation business, all existing generation will remain under
the control of Hydro Tasmania. Even if the efficient operation of the hydro system
requires it to be operated in an integrated manner, we remain unconvinced that this
cannot be achieved by means other than by retaining Hydro Tasmania as a single hydro
generation business.

In its consideration of this issue, we do not believe that the Tasmanian Jurisdiction has
adequately addressed the concerns that appear to have been raised by the Tasmanian
Government review headed by Mr Peter Garlick (‘the Review’), undertaken specifically
for the purpose of providing advice on an appropriate structure for the Tasmanian
electricity industry. In particular, we note the Tasmanian Jurisdiction’s express rejection
of the Review’s recommendation for a disaggregation of Hydro Tasmania into three
subsidiary traders to be maintained under the umbrella of Hydro Tasmania, in favour of
a structure that largely reflects existing generation ownership arrangements.

Ergon Energy does not accept the Tasmanian Jurisdiction’s suggestion that the adoption
of a separate System Controller (ie NEMMCO) adequately addresses the Review’s
concerns and we would encourage exploration of alternative structural arrangements
that meet the reservations of the Basslink proponents while also mitigating the
potentially adverse consequences of a concentration of generation ownership (discussed
further below).

In particular, we reject the following ‘hurdles to disaggregation’ raised in the
Information Paper:

•  The suggestion (at page 94) that “…movement to best practice in Victoria has been
the principle contribution to consumers benefiting from competition in the generation
sector in that State” and that given the high levels of efficiency and availability of
plant in Tasmania, these efficiency gains will not be realised thereby removing the
incentive to disaggregate.

We believe that this argument is overly simplistic in its failure to -

� contemplate non-physical factors evident in the market (such as strategic
bidding behaviour) that may impact on the level of efficiency gains and
consumer benefit said to flow from the structural arrangements proposed. In
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failing to consider the influence of these factors on the market and spot physical
price, the Tasmanian Jurisdiction runs the risk of substantially lessening or
eliminating the claimed benefits, particularly where they are dependent on an
absence of market power for realisation; and

� recognise that the alleged ‘movement to best practice’ in Victoria was largely
driven by a situation of overhedging in the generation sector, dampening the
price in an effort to ensure dispatch. As these contracts begin to unwind, it is
anticipated that prices will begin to increase (as appears to be occurring
presently).

•  The argument that disaggregation would preclude the establishment of appropriate
commercial arrangements to underpin Basslink project.

We do not believe that the Information Paper provides adequate justification for the
argument that a retention of generation ownership by Hydro Tasmania was the only
scenario that could address concerns raised by the Basslink proponents.

While we agree that alternative structural arrangements may dictate an increased
level of sophistication to Basslink facilitation process over that currently envisaged,
we do not agree that this would necessarily have “…materially altered the
economics of the project to make it non-viable”. It is not uncommon, in transactions
of this size and nature, for ‘credit enhancement’ mechanisms to be pursued as a
means of providing an acceptable level of surety to counterparties in instances
where the contracting party exceeds the risk profile acceptable to the other party. No
information has been provided by the Tasmanian Jurisdiction on whether such
avenues were pursued and accordingly, Ergon Energy is unable to support any
suggestion that appropriate counter-parties could not be found otherwise than
through a single generation business.

Further, no explanation is provided in the Information Paper as to why an
appropriate guarantee to underpin the commercial arrangements could or would
not be provided by the State of Tasmania, rather than the need for the direct
counterparty Hydro Tasmania, to be constituted as a single entity.

•  The claim that there are significant operational and hydrological issues that would
be magnified through the management of separate smaller systems, threatening the
project’s viability. Again, no data is provided by the Tasmanian Jurisdiction in
support of this claim.

Similar to the issue of credit support, we are concerned that alternative structural
arrangements for Hydro Tasmania that would mitigate or eliminate these risks may
not have been adequately explored as a consequence of the assumption that co-
ordination, ownership and trading must occur within one entity.

•  The suggestion that “…separate generation businesses would be of a significantly
smaller scale, subject to higher risks and revenue variability and would be at a
relative comparative disadvantage in the NEM”.

It is unclear from the Information Paper the extent to which the Tasmanian
Jurisdiction has considered ‘separation’ of the generation businesses in making this
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statement. For example, is the reference to separation on the basis of units, as
suggested by the Review, or on an alternate basis?

In making this statement, performance and profitability appear to have been tied
directly to Generator capacity without consideration of associated issues such as
whether the plant is peaking and the characteristics/needs of the markets it serves. A
failure to consider these issues will result in a sub-optimal examination of
competitive positions relative to other Generators in the NEM. Further, for this
argument to be valid one would need to accept a view that Generator capacity (ie
size) relative to its regional demand or competitors, drives risk measurement and
comparative competitive advantage. Clearly, this is not correct as the NEM contains
many small scale Generators (portfolio and non-portfolio) that exist beside
significantly larger Generators.

•  The assumption that Generators based on the same river system would have similar
marginal costs structures, using the same fuel source and technology. As a result it
is assumed that there would be no discernible difference in cost drivers and
therefore “…no difference in bidding behaviour and hence no demonstrated price
spread available to customers”.

Ergon Energy does not believe that these assumptions are correct and that further
consideration of those factors relevant to a calculation of a Generator’s marginal
loss factor is required, for example variances in plant age and capacity, and the
opportunity cost foregone of alternative uses of the water source (ie the value of
water between locations relative to alternate uses).

Johnsen, Verma and Wolfram (1999) in an examination of the Norwegian market
where generation capacity consists almost exclusively of hydroelectric generating
plants, found that the relationship between annual energy production and turbine
capacity differs substantially from plant to plant, impacting on the marginal value of
water:

“Plants that needs to run fewer hours in order to exhaust their storage or to avoid
spillage can choose to do so during the highest price periods, thus indicating a
higher marginal value for water. Similarly plants that need to run more hours in
order to exhaust storage are forced to operate in lower price periods, indicating a
lower marginal value of water.”

And further:

“Generally, generators are more likely to have flat output across days and
nights… if their generation capacity is small relative to their reservoir capacity…
On the other hand, generators with small reservoirs relative to their turbines will
be more likely to try to conserve water during the night in order to take
advantage of the high daytime prices. Knowing something about the turbine
capacities, reservoir sizes and limits on variation across generators within a given
region provides insight on the extent to which output is likely to be lower during
the night than the day. Generators with large turbines relative to their reservoirs
face very low (possibly negative) marginal costs to generating during the night
when prices are (exogenously) low.”
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It is Ergon Energy’s belief that a consideration of these factors is required in
assessing the claim that the marginal cost differences between hydro plant in
Tasmania are immaterial. This analysis should be provided to the market for
comment. We generally believe that robust analysis of the marginal cost structure of
hydro power in Tasmania is likely to result in a finding that Generators in Tasmania
do not in all circumstances have similar marginal cost structures.

We believe that the finding that disaggregation of Hydro Tasmania’s hydro generation
business is “not a prudent option”, has been driven by a desire on the part of the
Tasmanian Jurisdiction to secure Basslink possibly without full consideration of the true
impact of the proposed market structure and alternative means of alleviating the
concerns raised during discussions by the Basslink proponents or due consideration of
the effect of this decision upon competition within either the NEM or Tasmania.

We would encourage a thorough assessment of both the impact of a failure to
disaggregate the generation sector and the ‘hurdles’ raised by the Tasmanian
Jurisdiction to this occurring as well as provision of the results of the analysis alluded to.

4.24.24.24.2 Market PowerMarket PowerMarket PowerMarket Power

The Information Paper fails to adequately address the issue of market power and its
potential for abuse. Under the reform framework for Tasmania, the existence of market
power is clearly evident in the concentration of generation ownership in Hydro
Tasmania. In addressing this issue, the Information Paper however appears to adopt the
view that:

•  in the short to medium-term, vesting arrangements will limit the ability of Generators
to benefit from high spot prices due to the incentive for them to be dispatched for
their contracted volume;

•  the existence of Basslink will facilitate new sources of competition into Tasmania (we
discuss our concerns regarding the investment assumptions under section 5.0
below); and

•  although new entrants may be small, their differing profiles from the generation
assets held by Hydro Tasmania will ensure effective competition.

Ergon Energy believes that this assessment ‘glosses-over’ the real issue of market power
and its ability to be abused in a system with one regional reference node, one dominant
Generator and where that Generator notionally controls the inter-regional connector
flows (ie Basslink). We believe that express acknowledgment is required that market
power will inherently exist under the structure proposed and for the Tasmanian
Jurisdiction to take positive steps to ensure that the potential for this market power to be
exercised is mitigated or eliminated.

4.2.14.2.14.2.14.2.1 Existence of Market PowerExistence of Market PowerExistence of Market PowerExistence of Market Power

The ACCC in its Determination of 6 December 2000 “Application for Authorisation –
Amendments to the National Electricity Code: Rebidding, VoLL Scaling and Settlement
Statements”, stated that:
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“The Commission still recognises that many generators in the NEM hold a degree
of market power in certain circumstances, and as such their bidding and
rebidding behaviour can directly influence market outcomes.”

In the context of the proposed Tasmanian market, we believe that regardless of the
entry of new generation, Hydro Tasmania’s market concentration will allow it to
influence market outcomes by acting as the market price-leader, with other generation
acting as the price-takers.

This suggestion would appear to be supported by Wolak (1999) who, in an international
comparison of market designs and pricing behaviour, considered the behaviour of prices
under the Victorian Power Exchange (‘VPX’). This study indicated that some market
power was being exercised, with the large state-owned Generators acting as the price-
leaders and the remaining firms serving as a competitive fringe (p48). We submit that
this scenario will hold true in the Tasmanian market and that the differing profiles of
new entry generation will be inadequate to ensure that this ability to influence market
prices does not exist.

While not the sole determinant of market power, a Generator’s share of capacity relative
to the total capacity available to a region is an important influence on a Generator’s
ability to manipulate the spot market price. In a review of studies on the potential for
non-competitive behaviour in electricity markets, Brennan (1997) found that:

“…the share of capacity owned by individual generators – and the size of
demand for electricity relative to generating capacity jointly determine whether an
individual generator has the ability to influence the spot market price.”

That is, the potential for Hydro Tasmania to influence the spot market price will increase
where the market structure allows Hydro Tasmania to own an extremely high share of
Tasmania’s capacity. This effect will only be exacerbated while there is no
corresponding increase in either generation capacity or the number of parties across
whom it is held. To this extent (and as discussed in greater detail below) we believe that
the Tasmanian Jurisdiction’s estimates of the likely level of investment post-Basslink may
be overstated and that accordingly, the impact of this should be discounted in any
assessment of market power mitigation.

4.2.24.2.24.2.24.2.2 Demand and Supply ElasticityDemand and Supply ElasticityDemand and Supply ElasticityDemand and Supply Elasticity

A balance of market forces requires that both the demand and supply sides of the
market are able to react to the price signals that are produced. In this context it is
important to consider the characteristics of the demand-side that prohibit large-scale
responses to market signals (ie demand side elasticity, or rather inelasticity). Borenstein,
Bushnell and Wolak (2000) find that in electricity more so than many other industries,
the problem of intertemporal variation is exacerbated due to the fact that:

“…demand is very inelastic in the short run and supply becomes very inelastic as
production approaches the generation capacity of producers. Recognising the
dynamics of market power is likely to be important in both determining its causes
and crafting remedies as part of the evolving public policy towards electricity
restructuring”.
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A Generator’s market power is therefore enhanced when demand is inelastic, as well as
when the ability of other Generators to supply to the market is inelastic. This lesson
applies equally to the proposed framework where the responsiveness of the demand-side
of the market in the short to medium-term is limited. More particularly, the potential for
demand-side response to high spot prices in Tasmania is greatly reduced by:

•  requirements to supply domestic and small consumers (ie franchise or default
customers) as part of the social contract, irrespective of spot price;

•  inelastic demand due to the large amount of energy traded at fixed prices through
long-term contracts [such as the proposed Tasmanian vesting contracts] (Johnsen,
Verma and Wolfram 1999). This situation is exacerbated by the large proportion of
total current demand that is tied to long-term contracts (as far out as 2015); and

•  the failure of consumers to see the price signal and their inability to respond when
needed due to this failure.

Customer responsiveness is likely to remain relatively low in the short to medium-term
and unlikely to trigger significant demand-side responses. This mismatch between
supply elasticity and demand elasticity therefore provides a greater degree of market
power to the supply side relative to the demand side and an analysis of demand
elasticity in Tasmania is therefore an important precursor to any decision as to an
appropriate market structure and the extent of market power inherent in having one
Generator for the region. Similarly, the capacity for supply elasticity to be enhanced via
Basslink and its effect upon prices requires review, particularly in the instance where
Hydro Tasmania may potentially influence supply elasticity by virtue of the undisclosed
terms of the BSA governing the way in which Basslink Pty Ltd will bid the link to
NEMMCO and therefore, generate the IRR.

4.2.34.2.34.2.34.2.3 Contract PositionContract PositionContract PositionContract Position

As identified by Wolak (2000), the hedge contract position of a Generator can also:

“…exert a dramatic effect on its optimal bidding strategy, and its short-term
desire to raise the market price. In fact, for sufficiently high hedge contract levels,
a generator should attempt to reduce market prices below its own marginal cost
of production by its optimal short-term bidding strategy”.

While to an extent a Generator’s bidding strategy will still be influenced by the relativity
between unit marginal costs and the percentage of load that the Generator chooses to
have hedged or unhedged, as illustrated above, unless there is a balance of forces
between the demand and supply-side of the market, an illiquid contract market and
abuses of market power are likely to result.

It is Ergon Energy’s view that Tasmania is likely to display little short-run demand
elasticity, allowing the supply-side of the market to have a greater relative degree of
market power than presently exists (especially given the relationship between Hydro
Tasmania and Basslink). While the supply-side is dominant and able to influence pool
prices, it will be exceptionally difficult for Retailers to source competitive hedge
contracts. As recognised by Brennan (1997):
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“Any generator who signed a contract to settle at a price below the spot market
price would be expected to incur financial losses, so it may be expected that
contract prices would include an expected margin above marginal cost resulting
from generators’ strategic behaviour in the spot market.”

Therefore, not only will there be little incentive for a dominant Generator to sell hedge
contracts, the fact that the pool price is the index price for hedge contracts within a
region means that even if hedge contracts are available, the contracts are likely to be
offered at an artificially high price compared to the Generator’s actual marginal costs
primarily as a result of that Generator’s market power.

4.2.44.2.44.2.44.2.4 Strategic Bidding BehaviourStrategic Bidding BehaviourStrategic Bidding BehaviourStrategic Bidding Behaviour

Recognition is required of the fact that a closer reflection of long-run marginal costs
(‘LRMC’) as a result of more efficient pricing will only exist in the absence of market
power.

Authors such as Wolfram (1998), in examining the market in England and Wales, find
that in uniform-price multi-unit procurement auctions, bidders offering more than one
unit have an incentive to increase their bids at high quantities. This is because bidders in
electricity auctions know the marginal cost of generating electricity from their plant and
with the use of hindsight, this can be closely approximated by outside bidders.

A direct correlation can be drawn between the position in England and Wales and that
of the NEM where the medium-term/long-term nature of the uniform-auction that
occurs allows ‘players’ within the market to establish the marginal cost of generation of
other players (ie competitors both within the region and within interconnected regions)
over successive auctions. In a market where there is limited competition, this practice
effectively would effectively allow Basslink (and this benefit Hydro Tasmania) to game its
bid into Victoria in order to set a higher or lower equilibrium price, due to its position as
a dominant supply-side bidder during parts of the day.

The proposed framework appears to create an artificial environment where the
combination of a single dominant Generator (at one regional reference node) with a
very low relative marginal cost (as compared to Victorian Generators) and who appears
overhedged, may lead to an abuse of market power by artificially reducing spot prices in
Tasmania, thus promoting artificially high exports into the existing NEM while
simultaneously reducing the potential for new entrant generation due to the artificially
depressed regional spot price in Tasmania.

It is difficult to see how Hydro Tasmania cannot both possess and exercise market
power in a region where it is the dominant Generator and may have the potential to
influence control of the interconnector.

5.05.05.05.0 NEW ENTRY GENERATIONNEW ENTRY GENERATIONNEW ENTRY GENERATIONNEW ENTRY GENERATION

The Information Paper recognises that over the long-term, new entrant costs will be one
of the major drivers of Tasmanian electricity prices. Consideration is therefore required
of the impact on Tasmanian electricity prices of an absence of new entrants and the
extent to which this potential outcome has been factored into the market reform
structure proposed.
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In considering Tasmanian wholesale electricity prices following NEM entry, the
Information Paper (at page 28) states that:

“Although some types of new Tasmanian generators may be small, there is likely to
be a number of them and their behaviour will be difficult to predict. What is
important for effective competition in the market is having a number of generators
with different profiles.”

As discussed under clause 4.1 above, the Information Paper in rejecting disaggregation
assumes that currently, Generators based on the same river system would have similar
marginal costs structures, using the same fuel source and technology and that
accordingly, there would be no difference in bidding behaviour and hence no
demonstrated price spread available to customers. Accordingly, effective competition in
Tasmania relies on the entrance of new generation with differing (and lower) marginal
cost profiles to that currently existing in the market. Given the dominance of hydro this
lower cost profile is unlikely to exist from new entrants (and its position on the relative
generation cost curve).

Apart from limited examples of several proposed (and relatively small) bio-mass, wind or
mini-hydo plants, the Information Paper provides little tangible evidence that the
anticipated level of investment in new generation will occur (or that it will have a lower
marginal cost than hydro). No rigorous analysis of investment signals appears to have
occurred and the Information Paper merely assumes that a major expansion in
Tasmanian generation capacity will occur as a result of Basslink, driving down
Tasmanian electricity prices and leading to increased exports.

In making these assumptions, the following investment signals and their impacts appear
to have been ignored:

•  Spot priceSpot priceSpot priceSpot price – The Information Paper contains a number of potentially optimistic
statements regarding development opportunities- for example, that “…there is the
potential to construct in the order of 3,000 MW of wind generating plant in
Tasmania, subject to planning and development approvals”. These statements are
made in isolation from any analysis of practical considerations such as the proposed
means of sustaining this level of production or providing a way to export it as a
necessary precondition to investment in new generation occurring.

The primary driver for investment in a region will be the extent to which the costs of
the investment can be recovered via the margin between marginal costs of that
technology and the averaged spot price (or achievable contract price). As argued
above, the potential for dominant Generators to participate in strategic bidding
behaviour may result in a artificially higher or lower spot price and distorted
investment signals or alternatively, a bidding strategy that results in a spot price just
below the ‘price’ of entry for new generation to the market (and this strategy may be
changed from time to time as necessary to deter entry).

The impact of these factors on the spot price and accordingly, investment signals for
new generation, appear not to have been considered.

•  Generator cost structures and timeGenerator cost structures and timeGenerator cost structures and timeGenerator cost structures and time – The Information Paper requires an express
acknowledgment that Generator cost structures and lead times for development will
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fundamentally effect the period within which new generation investment will be
realised. Further to this, we support the comment made by Brennan (1997), that:

“In the short term, entry to the national electricity market may be constrained by
the lead time required to build new power plants... Therefore, even if potential
entry limited competition in the medium term, there would be potential for
existing firms to exploit the market in the short term.”

The sheer cost of new generation (and associated transmission augmentation) not
only creates a barrier to market entry but we suggest that the lead-time for new
generation will result in any efficiencies derived from new investment, at best, being
realised in the medium to long-term.

These factors combine with the result that the investment signals created are either
insufficient to encourage the new investment envisaged or alternatively, are distorted by
the potential abuses of market power such as those discussed above, so that the entry of
new generation may not occur in the medium to long-term. The impact of this on the
claimed efficiencies and in particular, as part of the justification for the industry
framework adopted (ie one dominant Generator in Tasmania) should be explored in
more detail.

6.06.06.06.0 RISK MANAGEMENT TOOLSRISK MANAGEMENT TOOLSRISK MANAGEMENT TOOLSRISK MANAGEMENT TOOLS

The ability of a Market Participant to manage market risk is based upon the assumption
that risk management tools are available (ie that sufficient liquidity exists within the
contract market to enable risk to be laid off), freely traded, able to be purchased at a
reasonable price, and that the price of this insurance can be passed by Retailers to end-
use customers.

6.16.16.16.1 Contract LiquidityContract LiquidityContract LiquidityContract Liquidity

The dual impact of the vesting arrangements and long-term sales contracts on the
availability and range of risk management tools offered by Hydro Tasmania as well as
the allocation of risk amongst participants and between participants and end-use
customers should be considered. Aurora’s position within the market as incumbent
Retailer is further strengthened by the long-term sales contracts (up to 2015) it holds for
approximately 60% of Tasmanian energy sales.

We suggest that the level to which Hydro Tasmania will be contracted through these
arrangements will substantially influence Hydro Tasmania’s willingness to offer a broad
range of risk management tools to new Retailers. The lack of incentive for the dominant
Generator to offer hedging instruments under the proposed arrangements will adversely
impact on hedge market liquidity, potentially reducing the ability of Retailers to enter
Tasmania.

6.26.26.26.2 Inter-regional Revenues (‘IRR’)Inter-regional Revenues (‘IRR’)Inter-regional Revenues (‘IRR’)Inter-regional Revenues (‘IRR’)

We note that Hydro Tasmania intends to divest the rights to the IRR when the link is
importing electricity from Victoria for possible use by Market Participants for hedging
inter-regional energy trading flows from Victoria to Tasmania or as a speculative
investment. In relation to this, we comment as follows:
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•  There appears to be little certainty provided under the proposal as to the mechanism
for divestiture of the rights to the import IRR as the scheme is not provided for
comment. Without this, it is impossible for Ergon Energy to accept any suggestion
that the products developed for access will in any way lend depth to the market or
act as a useful financial instrument.

•  The value of the IRRs must also be questioned in circumstances such as those
proposed where Basslink is an entrepreneurial rather than a regulated
interconnector and Hydro Tasmania (through the BSA) may have the potential to
influence the periods (and direction) in which the interconnector flows. Not only
does this raise issues regarding the value of the IRRs as effective hedging tools, but
also calls into further question the assurances contained in the proposal regarding
the provision of a truly competitive market framework.

•  While Ergon Energy acknowledges that there is some merit in the use of the IRRs as
a hedging tool, we suggest that regardless of the products developed for their sale,
their practical use will be severely limited by the ‘non-firm’ nature of IRRs. The fact
that events on the interconnector can impact the price differential adversely to the
participant’s supposedly ‘hedged’ position will always make any IRR product a sub-
optimal risk management tool.

Further to this, Ergon Energy would like to see the introduction into the market of a
firm transmission hedging instrument. Specifically, Ergon Energy favours a form of
Financial Transmission Rights (‘FTRs’) or Transmission Congestion Contracts
(‘TCCs’). For example, FTRs would essentially be regional reference node-to-
regional reference node rights defined in terms of a fixed MW capacity. Most of the
rights would be allocated for periods of a year or more, while others would be issued
(and potentially purchased back) closer to real-time as the system capacity became
more apparent. The FTRs would be made available in such a manner as to ensure
that the settlement surpluses matched the payments that need to be made to those
holding the FTRs.

The absence of any certainty as to the risk management tools that will be available to
Retailers, their availability, firmness and costs, lead us to believe that the energy reform
framework does little to encourage the development of appropriate risk management
tools that in any way lend depth to the proposed Tasmanian market.

7.07.07.07.0 INSTRUMENTS UNDERPINNING THE REFORM FRAMEWORKINSTRUMENTS UNDERPINNING THE REFORM FRAMEWORKINSTRUMENTS UNDERPINNING THE REFORM FRAMEWORKINSTRUMENTS UNDERPINNING THE REFORM FRAMEWORK

We acknowledge that regulatory certainty is an important factor in any participant’s
decision to enter or invest in a market and that as such, all final bids for the Basslink
project were based on an MNSP model. We are concerned however that the dual
objectives of certainty for Basslink Pty Ltd and maximisation of the value of economic
reforms for Tasmania may have resulted in the development of artificial commercial
arrangements to underpin the Basslink proposal.

The contractual arrangements between Basslink Pty Ltd and Hydro Tasmania are
portrayed in the Information Paper as making:

“…the link available to NEMMCO at its full nominated capacity at zero bid so
that electricity can flow freely between Tasmania and Victoria accordingly to the
signals send by the market bidding of all generators and/or demand side bids.”
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While this may theoretically be the aim for Basslink’s operation in the NEM, we do note
that:

•  System control issues in Tasmania will result in an initial binding 300MW constraint
on import. The determination as to whether the import capability of the link should
be increased appears to be at the discretion of Basslink Pty Ltd as it identifies
additional load shedding opportunities in the Tasmanian system. We are concerned
as to the extent to which this binding constraint and its subsequent alleviation may
be manipulated by the MNSP and the effect that this may have on the spot price in
both Victoria and Tasmania.

•  The Information Paper refers to several clauses in the Basslink Services Agreement
(‘BSA’) that govern the way in which Basslink Pty Ltd will bid the link to NEMMCO
and therefore, generate the IRR. These clauses should be released for public
scrutiny to allow Market Participants to assess the true impact of the terms
negotiated on Basslink Pty Ltd’s management of the link.

•  The broad thrust of the BSA is described as the sale of the rights to the IRR to Hydro
Tasmania with the express objective of this assisting Hydro Tasmania in “competing
with mainland Generators to offer contracts to mainland customers”. We query the
competition implications of this statement and in particular, the effect on the
availability of IRRs as risk management tools for Market Participants as a result of
this policy.

•  There is an absence of detail as to the incentive payments and penalties from Hydro
Tasmania that will be incurred by Basslink Pty Ltd for availability of the link. We
suggest that the level of price differential emanating from any constraint between
Tasmania and Victoria will significantly influence the extent to which these
payments/penalties are seen as an incentive.

A thorough investigation of the impact of the commercial arrangements underpinning
the Basslink proposal on realisation of the economic reforms (and in particular, a
competitive market) is required in order for an assessment of competition in Tasmania
to be undertaken.

8.08.08.08.0 DEROGATIONSDEROGATIONSDEROGATIONSDEROGATIONS

Ergon Energy agrees that derogations for Tasmania’s entry to the NEM are appropriate
to the extent that they assist in the transition to the arrangements under the Code from
State arrangements and pre-existing price determinations. We are of the belief however
that the need for derogations from the Code should be assessed against their stated
‘purpose’ under clause 9.1.1(d) of the Code and initially be restricted in their application
to a period of transition to full NEM arrangements.

The need for a specific exemption beyond the transition period as contemplated under
clause 9.1.1(d)(2) should be carefully assessed against both its economic consequences
and the Market Objectives in clause 1.3 of the Code. We do not believe that it is
appropriate for the Tasmanian Jurisdiction to rely on the ACCC’s comments regarding
transitional periods from market start as a precedent on one hand while also claiming
that “the unique characteristics of the Tasmanian electricity sector means that the
Tasmanian Derogations do not provide any precedent for the purposes of any other
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participating jurisdiction in the NEM”. There is now a considerable degree of certainty
within the NEM for new entrants (including jurisdictions) that did not exist when the
majority of derogations were initially authorised for market start (ie when mainland
States were starting an untried market with no operating history). It is also important to
note that the majority of jurisdictional derogations have lapsed or been the subject of a
separate extension application to the ACCC after their need is supported by market
experience.

On this basis, we encourage the ACCC to minimise the extent of derogations to that
required to accommodate physical system differences.

9.09.09.09.0 CONCLUSIONCONCLUSIONCONCLUSIONCONCLUSION

As stated above, while Ergon Energy supports the participation of Tasmania in the NEM
and broadly agrees with the market development principles embodied in the Code
Changes, we remain of the view that the framework in its current form fails to address a
number of areas that are crucial to realisation of the market benefits claimed.

The proposal appears to create an artificial environment where the combination of a
single dominant Generator (at one regional reference node) with a very low relative
marginal cost (as compared to Victorian Generators) and who appears overhedged,
may lead to an abuse of market power by artificially reducing spot prices in Tasmania,
thus promoting artificially high exports into the existing NEM while simultaneously
reducing the potential for new entrant generation due to the artificially depressed
regional spot price. Within this environment, the impact of the BSA upon this situation is
difficult o examine (ie doesn’t hinder or help this scheme) due to the non-disclosure of
all terms.

Consideration of all of the implications of Tasmania’s application for entry into the NEM
is difficult to undertake in the absence of all documentation underpinning the
application, for example, full disclosure of all BSA terms and analysis of all options
explored for the disaggregation of Hydro Tasmania.

Ergon Energy welcomes the opportunity to comment on the energy reform proposals for
Tasmania and would appreciate the opportunity to meet with the ACCC to discuss our
concerns.
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