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February 2,  2001

Mr Paul Bilyk
General Manager A/g
Regulatory Affairs – Electricity
Australian competition and Consumer Commission
PO Box 1199
Dickson ACT 2062

Dear Paul,

Re: National Electricity Code - proposed code changes – ‘Pricing in extreme
market conditions’

EnergyAustralia has previously provided comment to NECA on these proposed code
changes.  We would like to take this opportunity to further elaborate on several of our initial
apprehensions and to demonstrate how the proposed changes may not be in the public
interest.  We believe that it is important for the ACCC to appreciate that additional and
unnecessary burdens placed upon the market participants may ultimately disadvantage the
consumer.

We have also repeated comments made in our initial submission that we believe have not
been given adequate appraisal.

Under the proposed changes it is apparent that generators will bid restricted capacity into the
market.  In the event of this capacity being called, it will be priced at VoLL.  EnergyAustralia
finds it difficult to accept the proposition and the justification that the restriction offers
should be paid for by market customers.  Simply, market customers are paying for the right
to purchase at the highest market price, being VoLL.

The rationale offered by NECA in proposing that market customers bear the cost of this
‘service’ is based on accessing the ‘benefit’ they would gain from the operation of this
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proposal under a net long contract position. It is prudent to point out that during the periods
of extreme market conditions demand is likely to be at extreme levels, tending to leave
market customers short, rather long. With reference to contract positions, many retail hedge
portfolios may contain Force Majeure provisions, which are likely to be activated during
these events, thus reducing further their contract cover. Also, the use of ‘whole of meter’ type
contracts, will ‘flex’ down further load reductions. The important feature of these contracts is
that the market customers’ contract cover reduces in times of extreme market conditions.  In
NSW for example, this represents at least 50% of the state load, as a result of the introduction
of the ETEF. Under such circumstances the ‘benefits’ actually accrue directly to generators,
not retailers, because the generators’ contract positions reduce in these extreme conditions,
leaving them exposed to pool (at VoLL). Hence it is unacceptable that Market Customers
bear the cost of this amendment as they receive NO benefit. Further, NECA have explicitly
stated in their response to comments that, ‘the amendments do not require examination of the
trading books’, hence if one views ‘benefits’, purely from a pool perspective, this reinforces
our position.

In addition, we are of the view that tampering with the market in times of extreme events or
market distress is thwart with danger.  Seeking to make estimates of possible reduced
capacity and lost demand in such an extreme environment would not appear to be the most
opportune time.  Given that consideration is being given to remove NEMMCO’s ability to
retrospectively adjust pool price it would appear a significant amount of confidence is being
placed in the reduction estimates.   It is reasonable to argue that if market intervention at real
time is permitted there should be an accompanying safeguard to amend, after the event and if
need be, redress anomalies stemming from such intervention.

We dispel NECA’s argument that, although inaccuracy in the demand forecasts may affect
the number of  hours at VoLL, is it negated by the fact that overestimating the  effect of the
restrictions will lead to a advancement of the cumulative price threshold.  Again, such a
statement assumes that retailers have full contract cover.  This is a big assumption.  In fact
the argument reinforces the difficulty in seeking to forecast load demands.  By
acknowledging the difficulty of forecasting it serves to highlight the possibility that retailers
may be undercontracted in the time of the extreme market event.  Therefore the chances are
that overestimations and setting more price intervals at VoLL will be real costs to retailers.
The code changes also ignore the existence of Force Majeure provisions, which are becoming
increasingly imposed by the generators when providing hedges in the forward contract
market. The effect of these provisions, which will most likely be triggered in extreme market
events, is to leave a retailer exposed to the spot market.  It is apparent to EnergyAustralia that
insufficient consideration has been given to a retailers ability to manage the risks associated
with these changes.  The need for such proposals to be considered in consultation and be in
synchronisation with the forward contract market can not be overstated, for it is the risk
management procedures of the retailers, that ultimately insulate consumers from price
extremes in the NEM.

In addition to the above EnergyAustralia does not believe that the following concerns, raised
in our earlier submission, have been sufficiently addressed by the code change panel.
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1. The fact that the 'restricted' bids effectively are removed from the bid stack
and re-applied at VoLL, and the dispatch process proceeds otherwise unchanged, is
likely to have flow on affects to other regions particularly in the event that the
'restriction' is over estimated.  This is because it is effectively removing capacity not
only from the 'restricting' region/jurisdiction but also from any adjacent regions. This
is partly due to the fact that with the reduced demand in the 'restricted' region it is
likely that the interconnectors to that region become unconstrained hence bidding
generation capacity away from neighbouring regions and driving up their prices. Had
there been no restrictions in place we could reasonably assume that the
interconnectors to that region are constrained, thus isolating adjoining regions from
the abnormally high prices in the 'extreme' region.  Had the 'restricted' region been
forecast [prior to any restrictions] to lose load involuntarily, and hence have its price
set at VoLL, this price effect would explicitly not flow through to adjoining regions
under the current rules. Under this proposal a jurisdictional restriction would (be very
likely to) result in adjoining regions being dragged up in price because the dispatch
engine will still be able to allocate supply to meet demand.

2. Assuming a 'restriction offer' is selected, exactly how is it determined where
it is taken from in the bid stack?  For example, if Generator X has 100MW of
restriction capacity chosen for use, which would otherwise have had a total of
500MW bid into the market with 50MW @ $0/MWh, 100MW @ $20/MWh and
350MW @ $1500/MWh; from which of these original bids is the 100MW restriction
capacity taken and moved to VoLL? This has a very significant impact on the
resultant market price.

3. The benefit to retailers referred to in this proposal that will be accessed for
payment of this 'service' is not really a benefit. As mentioned, the most likely net
contract position for retailers under these 'extreme' market conditions is short, thus the
benefit referred to is a very tenuous interpretation of this situation. Clearly generators
are not likely to want price at VoLL if they are fully hedged, thus by definition the
market in general will be short if generators are being dispatched at VoLL, as
opposed to the situation when the market is set to VoLL due to involuntary load
shedding.

4. The risk to retailers of the forecast load restriction overstating the amount of
reduction is twofold, firstly retailers will actually pay more in fees for this service if
the restriction capacity is over-forecast. Secondly, because more generation than
required is effectively taken out of the bid stack, the pool price is abnormally
increased, hence retailers pay twice for this service.

5. Given that generators have the ability to rebid within five minutes of the
dispatch period the market should be able to adjust naturally to any such restrictions
rather than paying generators for the 'benefit' of moving their bids from normal levels
to VoLL.

We would request that additional work be undertaken and would encourage NECA to canvas
further alternatives before making changes to existing arrangements.
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Thank you for allowing us the opportunity to comment on these proposals.

Yours Sincerely,

{signed}

Tim O’Grady
General Manager – Energy Risk Management


