
0

P  O  W  E  R     F  O  R     B  U  S  I  N  E  S  S
REGISTERED OFFICE: Eastern Road, Yallourn, Victoria, 3825

21 September 2001

Yallourn Energy Pty Ltd
ACN 065 325 224
Level 31, 360 Collins Street
Melbourne, 3000
Telephone (03) 9602 4266
Facsimile (03) 9606 0742

Mr Michael Rawstron
General Manager
Regulatory Affairs – Electricity
Australian Competition and Consumer Commission
PO Box 1199
DICKSON   ACT   2602

Dear Mr Rawstron

I refer to the ACCC’s Draft Determination regarding Applications for Authorisation:
Tasmanian Derogations, Vesting Contract and Tasmania’s NEM entry of 18 July
2001.

Yallourn Energy appreciates the opportunity provide comments on the ACCC’s draft
determination. Our submission focuses on the anti-competitive elements of the
Tasmanian Energy Reform package. Yallourn Energy’s major concerns relate to a
completely inadequate approach to structural reform. Consequently, we also have
concerns with this package relating to:

• MNSP structure;
• Basslink access regime;
• Trade practices issues;
• Bidding of Basslink;
• Access to Inter Regional Revenues (IRR);
• Impact on NEM;
• Protecting state revenues;
• Potential public benefits; and
• Vesting contracts.

In summary, with adequate structural reform many of Yallourn's concerns would
diminish to minor if not de minimus issues.  Attached is Yallourn Energy’s submission
discussing the above issues in more detail. If you have any question please contact
either of the signatories on 03 9207 2326.

Yours sincerely Yours sincerely

Andrew Bonwick Michael Pucar
Director – Sales and Marketing Market Economist
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Overview
The Australian Competition and Consumer Commission (Commission) released a draft
determination on 18 July that proposes to authorise Tasmania’s proposed market structure,
vesting contracts and derogations subject to a number of conditions. The bulk of these
conditions focus on the derogations to make them more consistent with the National
Electricity Code (NEC).

The Commission’s decision is based on the belief that the public benefits of the Tasmanian
Energy Reform (TER) framework are likely to be significant. These public benefits are likely
to be shared between the Tasmanian community and electricity consumers on the mainland.
Conversely, the Commission believes that the size of the anti-competitive detriments is
uncertain.

However, the majority of submissions received by the Commission from interested parties,
that range from customers, retailers and generators, raised concerns about the proposed
market structure in Tasmania and vesting contracts submitted by the Tasmanian government
for authorisation. The interested parties raised a number of specific concerns, including:

• market power of Hydro Tasmania (HT) and Aurora;
• HT’s contractual links with Basslink;
• HT’s involvement in the gas conversion of Bell Bay Power Station;
• HT’s its ability to extend its dominance by developing wind generation;
• long duration of the vesting contracts; and
• large proportion of total load vested with HT.

The Commission has also formed the view that whether a competitive electricity market
emerges in Tasmania is highly dependent on the future operation of the Basslink
interconnector.

Yallourn Energy asks that the Commission examine in more detail the potential anti-
competitive detriments. This report focuses on the anti-competitive elements and concerns
that Yallourn and other interested parties have raised, as part of this authorisation process.
Yallourn does not reiterate its caution regarding the proposed benefits of the TER in this
report as this has been covered in detail in our first submission of 19 January 2001.

Market structure
Yallourn Energy reiterates the concerns raised in its early submission that the proposed
framework will not deliver competition, as it does not change Tasmania’s existing electricity
industry structure. The key elements of the proposed framework include:
• Tasmania as one NEM region;
• Hydro Tasmania (HT) retained as a single generation business under government

ownership;
• Aurora Energy to remain as the dominant retailer for many years underpinned by vesting

contracts with HT;
• Basslink, a proposed MNSP that has leased the property rights of the link to HT.  In

Yallourn's view, the MNSP is HT (as the owner of the MNSP capacity rights) not
Basslink (the asset owner); and

• TNGP.
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Greater competition in generation and retail markets
A dominant generator in a single NEM region is by any measure anti-competitive. Yallourn
Energy strongly believes that the Tasmanian government has not satisfied a burden of proof
that the alternative – a subdivided set of generation companies based on catchments – is not
appropriate. A range of interested parties including customers, retailers and generators also
raised these concerns.

Most submissions raised concerns with the Tasmanian Government’s decision to keep Hydro Tasmania
as a single and dominant generator in Tasmania.1

The Commission similarly raised these concerns:

… if a single generator held a dominant position in the market (ie if the combined output of all other
generators is insufficient to meet demand), then it could bid any price in the knowledge it would be
dispatched. In such circumstances, market based constraints would be ineffective in limiting price
rises.2

HT has the capability to set prices in the Tasmanian region because it has a large generating
capacity and it has leased the property rights of the link, thereby extended its market power.
Using the Tasmanian government’s own figures, HT (including Basslink) will account for
more than 90 percent of total energy. Loy Yang Power identified this issue at the Draft
Determination Conference in Hobart.

HT operates in all segments of the generation market. Its run of river systems operates as base
load generation, while its medium to long term hydro storage operates as mid to peak load
generation. In addition, HT has a monopoly lease on the rights of the link that enables it to
control the bidding of the link. This magnifies HT’s market power in all segments of the
generation market.

The Tasmanian government argued that Basslink will compete with on-island generators
despite being contractually linked to HT, the dominant on-island generator. Yallourn rejects
this view on the basis this is contractually and financially unfeasible, and is not consistent
with the structural monopoly provided to HT.

The TNGP will enable the conversion of BBPS from oil to gas. However, BBPS is unlikely to
have a significant impact on electricity prices because of its small size and higher running
costs. BBPS’s generation capacity is expected to range between 230-350MW after it has been
converted from oil to gas. The unit A conversion is scheduled for sometime in 2002 and will
provide 114MW capacity. The second stage of the conversion is not scheduled until 2004-
2006. In comparison, HT is four times the size of BBPS with a total installed capacity of
2,509 MW and firm rating of 1105 MW.

BBPS will continue to have higher operating costs than HT despite being converted from oil
to gas. In the absence of estimates of firm costs for delivered gas, it is possible that BBPS’s
costs can increase. HT will also have an intimate knowledge of BBPS’s operating costs. In
contrast, hydro generation, in particular run of river, is cheaper than gas fired generation.

                                               
1 ACCC Draft Determination, Applications for Authorisation: Tasmanian Derogations and Vesting Contract
Tasmania’s NEM entry, page 19.
2 Ibid, page 27.
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The delay in converting unit B to gas suggests that it will either continue to operate on oil or
not at all. It appears to Yallourn, that the principal motive for this “phased” introduction is to
protect the revenue and asset value of HT and therefore the Tasmanian government.

Geoff Singleton, CEO of National Grid at a recent conference stated that HT proposes to
build 150MW of wind generation, in addition to the 300MW flowing south under the
proposed Basslink project.3 This proposal would crowd out any future generation investment
that would compete with HT. It also improves HT’s position as the dominant generator in
Tasmania. There are also locational subsidy issues with this proposal that are discussed in the
Impact on the NEM section.

The Tasmanian package proposes to introduce a market structure that has many similarities
with the South Australian (SA) market arrangements. SA has a tight supply and demand
balance that is very susceptible to changes in weather conditions. ETSA power is the
dominant retailer to SA customers and has in place a high level of vesting contract coverage
with all available generation in SA. It is Yallourn’s/AusPower’s experience that this
framework has made it nearly impossible to contract with a SA generator, and therefore
acquire a significant number of SA customers. This is despite generation assets being split
into three separate businesses.

The Commission also shares this view:

The Commission observes that there have already been significant price rises for customers in other
NEM regions where there are a small number of competitors and there is a tight balance of supply and
demand.4

Yallourn Energy reiterates its support for the recommendations contained in the Garlick
Report to separate HT into subsidiary companies and to create an independent system
controller outside HT. Separation of HT is more likely to create a competitive generation
market that will benefit customers. It will also facilitate innovation, develop a system that
suits Tasmania’s small size and create incentives for the generation businesses to solve any
‘lost’ capacity issues associated with separation. Yallourn points to the privatisation of
Victorian generation assets as an example of competition driving performance and innovation.
The separation into generation units smaller than was considered to be of lowest scale costs
economically has delivered the cheapest prices in the NEM.

This Commission noted this in its draft determination:

In all of the existing NEM jurisdictions, establishing a competitive wholesale market has been
accompanied with the horizontal separation of the existing generator into a number of competing
generators. In contrast, the Tasmanian Government has largely limited this structural reform to
separating the Bell Bay Power Station from the remainder of Hydro Tasmania’s generating assets.5

                                               
3 Interconnect 2001, Melbourne, 20 September 2001.
4 ACCC Draft Determination, Applications for Authorisation: Tasmanian Derogations and Vesting Contract
Tasmania’s NEM entry, page 32.
5 Ibid, page 27.
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The Tasmanian government argued that it was necessary to limit structural reform of HT:

…to manage Tasmania’s hydrological resources and to ensure that the Basslink owner has a counter
party with financial standing able to accept the type and size of risks associated with building and
operating such an interconnector.6

Yallourn would like to draw the Commission’s attention to the New Zealand electricity
market. New Zealand’s experience has shown that horizontal separation within hydro
generation and retail markets is possible in a small market. This market has overcome
hydrological issues associated with separating water catchments. It has also delivered greater
business efficiency, reduced costs, stimulated investment in generation and promoted greater
competition in the electricity market, even during the most recent drought cycle. The NZ
generation market is characterised by four main generation companies that account for 70 per
cent of the market, the remainder being made up of smaller companies.

A truly competitive MNSP
The introduction of a truly competitive MNSP would reduce some of HT’s market power and
deliver benefits to Tasmania. An additional 300MW of electricity imports into Tasmania
would reduce HT’s market share of total energy to 70 per cent.

Unfortunately, the option to create a truly competitive energy market in Tasmania will be
extinguished by this proposal. The owners of the interconnector asset have already entered
into a long-term lease with HT known as the Basslink Services Agreement (BSA). The lease
transfers the rights of the inter regional revenues (IRR) and bidding to HT. In return, HT pays
the asset owner a fixed facility fee.

The problem with this arrangement is that HT will be able to substantially lessen competition
as it holds a dominant share of the generation market and it has the ability to control the
bidding of the link. HT also has monopoly property rights to the IRRs, which creates strong
incentives to constrain the link when it is flowing south to set prices in the Tasmanian region
and reduce import competition. HT could also constrain imports north during periods when
capacity is low to extract greater price differentials and therefore revenue.

The Tasmanian government has put these arrangements in place to protect its revenue base. A
truly competitive link that has been contracted or auctioned to a third parties that are
independent of HT would pose a serious threat to electricity asset values and state government
revenue. It is Yallourn’s view that the Tasmanian government is “double dipping” as they are
introducing a protectionist framework while still receiving competition payments from the
Federal government.

Yallourn Energy would like to reiterate comments made in its earlier submission, that the
BSA is essentially off-balance sheet financing by the Tasmanian government as the control
and risk lie with Hydro Tasmania. It has also been locked in for 25 years and Hydro Tasmania
has the option to extend this arrangement for another 15 years. This arrangement protects
Hydro Tasmania’s market dominance as a generator for at least 40 years. This also creates a
significant barrier to new generation and retailer entry as Hydro Tasmania has exclusive
rights to both northward and southward energy flows.

                                               
6 Ibid, page 27.
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Basslink access regime
It is Yallourn Energy’s view that authorisation of Tasmania’s entry into the NEM and vesting
contracts should be considered together with the Basslink access regime. The Tasmanian
government has so far remained silent on the proposed access regime of Basslink. While the
Commission is dealing with this issue through a separate process and has not yet made a
decision. The Commission can still make the access regime a precondition of either of the
authorisations.

Trade practices issues
Yallourn Energy asks that the Commission clearly explain its position on whether the BSA is
likely to contravene Part IV of the TPA. It appears that the Commission has not yet formed a
view on whether BSA will substantially lessen competition. However, this would not preclude
the Commission from making a decision in the future, should evidence come to light that
demonstrates the agreement has substantially lessened competition.

It is Yallourn’s view that the BSA has the potential to detrimentally lessen competition. The
BSA is an exclusive arrangement that enables a dominant generator, in a single region, to
control the bidding of the interconnector’s and monopoly access to the IRR of the
interconnector.

Yallourn is also concerned with the Commission’s view that:

… any party could take legal action if it appeared that the parties to the Basslink Services Agreement
were giving effect to a provision of a contract in a manner that had the purpose, effect or likely effect of
substantially lessening competition.

A single party (or group of participants) is unlikely to take legal action against the BSA as the
legal costs would be very high and the outcome uncertain should the Commission authorise
Tasmania’s entry into the NEM and vesting contracts. In the alternative, it is Yallourn’s view
that the authorisation process and this consultation is the most appropriate form and
mechanism for the ACCC to express its statutory responsibilities.  The ACCC should either
not authorise the package of measures proposed by the Tasmanian government in its current
form or expressly comment on Part IV issues raised by the package. This is the least uncertain
path for the proponent and market counter parties.

Bidding of Basslink
In response to concerns raised by interested parties on the transport bidding of Basslink, the
Tasmanian government provided additional information. The Tasmanian Government has
undertaken to disallow Hydro Tasmania from specifying:

• Negative transport bids in either direction; or
• Positive bids for southward flows, except in three circumstances, including:

− Technical (including environmental) reasons associated with operating the link such as
to prevent the link from rapid and multiple switches in direction;

− Pricing efficiency to include any short-run marginal costs incurred in operating the
link;

− To preserve Basslink’s dynamic rating.
• HT to publicly disclose the reasons for any positive bidding instructions.
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Yallourn Energy continues to have concerns regarding the bidding of the interconnector by
HT, despite the changes by the Tasmanian government. These changes are an undertaking and
not a requirement. The Code and the BSA still allows HT to make non-zero bids across the
interconnector. The Tasmanian government may elect to reverse or modify its undertaking at
a later date. However, the Commission has not made this undertaking a precondition to
authorisation. In addition, third parties that have been adversely impacted have uncertain if
not limited enforceability.

There are information asymmetry issues associated with this framework. Firstly, there is no
information on whether the link would be bid at full capacity or its availability to third parties.
Secondly, interested parties would have little scope to verify constraints due to technical or
dynamic efficiency reasons. HT, as the MNSP, has all the information at its disposal and an
intimate understanding of physical and technical nature of the interconnector and the
Tasmanian electricity system. For example, how would AusPower, as a retailer, verify that a
constraint was due to technical or dynamic efficiency reasons and that the duration of the
constraint was reasonable? Where is the transparency of operation that makes these promises
practical?

These concerns demonstrate that the incentives and risk of anti-competitive behaviour still
remain. The bidding behaviour of HT is more likely to be subtle and difficult to verify or
monitor by an external party. HT could also set prices in the Tasmanian region and constrain
the interconnector. This will have two effects; customers and Aurora as the dominant retailer
are less likely to see a price increase, however, mainland generators and retailers will be
exposed to greater hedging risks. These strategies will have long term effect of substantially
lessening competition as noted by the Commission several times in its draft determination:

The concern for the Commission would be that if Hydro Tasmania bid a positive price for southward
flows on Basslink, then it would not be Hydro Tasmania that bore the risks of not being dispatched.
Rather, it would be the mainland generators that use the Basslink IRRs to hedge their contract position
in Tasmania, that would bear the dispatch risk.7

… Hydro Tasmania could use these strategies to periodically constrain flows across Basslink, make it
highly risky for Victorian generators to trade in Tasmania thereby excluding potential competitors in
the Tasmanian region. Given, the existing electricity balance in Tasmania, Hydro Tasmania would be
unable to use these strategies to systematically constrain flows over the longer term.8

… the Commission believes that the anti-competitive detriment associated with Hydro Tasmania
bidding Basslink at negative prices, or positive prices on southward flows, are likely to be very
significant. Indeed, such pricing behaviour would allow Hydro Tasmania to use its dominant position to
set the Tasmanian pool price at times other than when Tasmania is importing electricity up to the
technical limit of 300 MW.9

Given the unique nature of the BSA and its potential to substantially lessen competition,
Yallourn strongly recommends that the Commission make it a precondition to authorisation
that all flows on Basslink must be bid at zero. In addition, the link must also be bid at full
capacity. HT must develop the constraint equations within NEMMCO’s process for managing
Tasmania’s system security, as would be the case with an unconstrained AC link. The
constraint equation process should provide adequate evidence to allow an independent third
party assessment of the operating regime.

                                               
7 Ibid, page 30.
8 Ibid, page 31.
9 Ibid, page 31.
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Interested parties should also have access to a dispute mechanism through the Commission if
HT, as the MNSP, does not provide adequate information and there is a likelihood of anti-
competitive conduct.

Access to Inter Regional Revenues (IRRs)
The lack of sell down or transparency in the northward flows is a clear demonstration of the
prejudiced impact of Basslink on the Victorian market and the elimination of the possibility of
a fully competitive structured Tasmanian electricity “market”.

In response to concerns raised by interested parties regarding the ability of Basslink to
compete with HT in the Tasmanian region, the Tasmanian government proposed a sell down
mechanism for the southward flows across the interconnector.

As noted by the Commission:

Access to the IRRs are important as they form a natural hedge for the risks that electricity traders would
otherwise bear in producing electricity in one region and selling in another region.10

The key elements of the sell down mechanism are stated as:
• The sell-down must be consistent with the commerciality of the Basslink project;

• By the end of the retail contestability timetable, HT will make available for sale all of the
southward IRRs available to it under the BSA;

• HT will seek private commercial arrangements (long or short term) to sell the southward
IRRs either directly to a third party or as a component of another risk mitigation
instrument (over the counter sales);

• Any remaining southward IRRs will be made available to the market through a “safety
net” auction;

• The auction mechanism largely mimics the sell down frameworks for the other
interconnectors in the NEM;

• HT will be excluded from the auction process but all other parties (market participants and
others) can purchase the southward IRRs;

• The auction will be conducted by an independent party at arms length from HT and the
Government of Tasmania;

• A reserve price will be set by an independent party and will be based on the expected
value of the IRRs;

• HT would retain any southward IRRs that were not sold in the auction process; and
• The IRRs will be non-firm.

Yallourn Energy has some concerns with this mechanism and believes that the Tasmanian
government needs to provide additional information so it can adequately provide comments.
Yallourn is also concerned that this opportunity may not arise before the Commission makes
its final determination. Our preliminary comments follow.

                                               
10 Ibid, page 29.
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Clarification of sell down timeframe
There appears to be some inconsistencies in the Tasmanian government’s comments. The
Tasmanian government states that:

The first sale will take place six months after Basslink is operational and continue until the end of
2010.11

However, the Tasmanian government also states that:

By the end of the retail contestability timetable, Hydro Tasmania will be obliged to make available for
sale all of the southward IRRs available to it under the BSA.12

While the Commission’s precondition to authorisation required a shorter timeframe than that
proposed by the Tasmanian government:

The Commission believes that the balance of the public benefits and the anti-competitive detriments
would be improved if the duration of the vesting contracts was limited to the end of the second tranche
of the retail contestability timetable – initially anticipated to be 30 September 2005 (see condition
C4.1).13

Therefore, it is reasonable to assume that all of the southward IRRs will be made available by
30 September 2005 so that it is consistent with the retail contestability timetable. Yallourn
requests clarification on this issue.

Risks of sell down mechanism overstated
The risks HT will face as a result of the sell down mechanism for southward flow IRRs are
overstated. HT will first seek private commercial arrangements (long or short term) to sell the
southward IRRs either directly to a third party or as a component of another risk mitigation
instrument (over the counter sales). It would be in HT’s commercial interest to set a reserve
price and rights that reflected the value of the facility fee payments. It is important to note that
the auction process is the Tasmanian government’s second and less favoured mechanism.

The mechanism does not preclude HT from seeking a commercial arrangement with Aurora.
This arrangement would substantially lessen competition, as Aurora is the only retailer in the
Tasmanian region. Aurora is obviously able to pay more for the IRRs than market participants
because of the protection provided to its customer base by this effective barrier to entry. HT
could also sell the rights to another third party that is either directly or indirectly associated in
the future.

… all other parties (market participants and others) can purchase the southward IRR.14

The price and terms of these private commercial arrangements are very likely to be
commercial in confidence. Consequently, affected third parties would find it difficult to
determine the structure of the arrangements and subsequently if the arrangements were anti-
competitive.

The risks that HT will be exposed to as part of the sell down process are further mitigated by
HT retaining any southward IRR’s that are not sold at the second auction. This would occur if
                                               
11 Ibid, page 24.
12 Ibid, page 24.
13 Ibid, page 43.
14 Ibid, page 24.
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there were few bids or the bids were below the reserve price. HT’s commercial risks are
reduced under the sell down mechanism because it retains the rights to the southward IRRs,
which as explained earlier, creates strong incentives to constrain the link when it is flowing
south to set prices in the Tasmanian region and reduce import competition.

Firming up IRRs
The southward IRRs are not firm. The Commission noted that:

… they will not be a perfect hedge when Basslink is disconnected and Victorian generators have a
contract obligation to continue to meet a customer’s load requirements. In such circumstances,
Victorian generators will either have to “firm up” the IRRs by contracting with an on-island generator
or bear that risk and meet their contract obligations from the Tasmanian pool.15

However, mainland generators or retailers will require a firm hedge when the interconnector
is constrained. It is during these periods that the electricity pool prices are likely to spread
between the two regions, exposing the mainland participant to price movement risk. Mainland
participants will seek to reduce their risk exposure by purchasing an inter-regional hedge with
an on-island generator. The mainland generator now has the option of dealing with HT or
BBPS. The lack of choice and market power of HT would enable HT and BBPS to extract a
premium for the firm hedge, thereby lessening competition in the Tasmanian generation
market.

Valuation of IRRs
The independent expert will find it extremely difficult to set a reserve price of the IRRs. The
Tasmanian government has required that the expert set the reserve price to the expected cash
value of the import IRRs. HT will determine this value because it controls the bidding of the
interconnector, price of on-island generation and the number of constraints that could occur
on the link.

There are two other features of the sell down rights to the southward IRRs that reduce its
value and make it more difficult to value. Firstly, the independent expert must assess the
value of the non-firm nature of the hedges. Secondly, HT is only partially selling the rights to
the southward flows as it only applies to revenues and not the right to influence bidding. HT
could sell these rights to market participants because Basslink is a DC interconnector. This
would increase the revenue certainty and therefore value of the rights.

An independent valuation is also likely to be subjective. Forecasts are likely to vary among
experts. A more accurate valuation is the market price based on at least two genuine buyers.
The price would reflect the risks the mainland generator must take and the margin it expects
to receive should it operate in the Tasmanian region.

Differences between the NEMMCO auction
The southward IRR auction mechanism is similar but there are notable differences. The
Tasmanian government has elected not to publish the reserve price in contrast to the
NEMMCO process. This results in a less transparent auction mechanism.

                                               
15 Ibid, page 29.
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Impact on new on-island generation
The bulk of this section has focussed on concerns and issues associated with the southward
sell down mechanism. However, there are also concerns that the rights to the northward IRR
flows remain solely the property of HT. Reiterating the point raised by the Commission:

Access to the IRRs are important as they form a natural hedge for the risks that electricity traders would
otherwise bear in producing electricity in one region and selling in another region.16

There is little incentive for a business to invest in new generation in Tasmania. The new
generator would only receive revenues from pool prices in the Tasmanian region, which is
dominated by HT. It could not trade with mainland generators because it does not have access
to northward IRR. Similarly, mainland generators are unlikely to offer the new on-island
generator an inter-regional hedge because HT controls the northward bidding of the
interconnector.

The BBPS is a unique arrangement. BBPS has managed to mitigate some of the risks
identified above by entering into a joint venture with HT that relates to unit B. It is also highly
likely that BBPS has entered into long term, fixed price contract with HT so that it can better
manage its hydro reserves.

In summary, this does not bode well for new generation investments in Tasmania, as it is
likely to involve some negotiation with HT. This would be an insurmountable exercise given
that HT is a monopoly generator in Tasmania. AusPower and Yallourn have long and sorry
experience of attempting to negotiate with monopolies within this industry, the best that can
be said is it is a waste of valuable time.

Consequently, this framework will not deliver competitive benefits to Tasmanian customers
as prices in the region will be determined by central planning rather than market forces.

Impact on NEM
The NEM is a major infrastructure environment of critical national importance. The initial
reform of the electricity industry produced significant benefits to the Australian economy
through the introduction of competition to wholesale and retail markets. This environment is
currently struggling with a number of public policy issues and decisions relating to the future
direction of NEM development. Many of these issues relate to the level of competition in
wholesale and retail markets consequent on current concentrated ownership of several sectors
of the market.

Market structure
The Tasmanian energy framework is clearly not competitively neutral. The framework gives
Hydro Tasmania and Aurora a competitive advantage as they can compete freely in the NEM,
while existing NEM participants have very restricted access to the Tasmanian electricity
market. This regulatory asymmetry will in turn create an environment for cross-subsidies. The
Tasmanian government owned businesses could then use the economic rents they receive in
the Tasmanian market to increase their market share in other markets.

While this would be a welcome value flow from Tasmanian to NEM customers, and an offset
to the value flowing south down Basslink into HT, it is not a market mechanism. As such it
should not be authorised.

                                               
16 Ibid, page 29.
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The framework slows market reform in both electricity generation and retail markets as the
government retains both Hydro Tasmania and Aurora Energy as single business under
government ownership. The market dominance of Hydro Tasmania is underpinned by vesting
contracts with Aurora that will fix electricity prices for over a decade. This in turn will result
in loss of consumer welfare and distort investment signals.

Distorting new investment
The Basslink proposal, if successful, will have a serious impact on future generation and
interconnect investments in the NEM. The large size of the investment is likely to jeopardise
projects currently being considered on the mainland, regardless of whether it will actually
deliver the benefits argued by the Tasmanian government. The proponents of these projects
intend to invest in a competitive market, they include:

• 360 MW Peak plant at Loy Yang B
• 120 MW Peak plant by Origin in Victoria
• Golden Plains 500 MW peak plant by AES

In addition, the new gas transmission pipeline that will link South Australia will provide new
opportunities to build generation in rural Western Victoria. These investments will defer the
need to build or augment transmission assets. This will directly benefit customers, as they will
have the choice of using gas, introduce greater competition in the generation market and defer
transmission augmentation, thereby lowering transmission use of system charges (TUOS).
Theses new generation projects may be at risk if the Commission authorises Tasmania to join
the NEM with this package of measures.

Similarly, there are proposed MNSP projects that are being considered between SA and
Victoria and the Snowy region and Victoria. These projects would be built in a competitive
market that will deliver lower prices and greater reliability to customers. These projects are
likely to be deferred; if built at all, should the Commission authorise Tasmania’s entry to the
NEM in this manner.

The Commission will also set a precedent if it allows the Tasmanian framework and the BSA
to join the NEM in its current structure. Governments that own electricity assets in other
regions may decide to use this approach to build inter regional transmission assets rather than
proposing to build a regulated interconnector and having to pass the Commission’s regulatory
test. This in turn will discourage the market development of entrepreneurial interconnection.

TUOS
The Basslink proposal does not seem to deal correctly with the structural issues associated
with its assets in Victoria. Basslink will face lower construction cost if it connects to the
500kV system at Loy Yang, thereby reducing the length of its lines. However, the addition of
the interconnector to this region will substantially increase the constraints at the 500kV radial
Latrobe – Melbourne, significantly impacting on the dispatch of Loy Yang A, Loy Yang B,
Hazelwood, Jeeralang and Yallourn W1.

These constraints will limit the ability of Basslink to supply energy northward to Victoria
during peak periods. Consequently, this would drastically reduce the major benefit of the link.
These network constraints will also require transmission augmentation through TUOS charges
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from customers of the 500kV system. It is Victorian customers and not Basslink that will pay
these charges. Consequently, Basslink avoids the economic signal to invest more efficiently.

The alternative arrangement would be to require Basslink to connect to the Melbourne node
(in the vicinity of Western Port Bay), which would avoid congestion on the 500kV system. It
would also avoid the construction of overhead lines in the Gippsland environmental area or to
fund any augmentation precipitated by the creation of a Latrobe region to a level consistent
with preservation of current levels of economic dispatch by assets already connected to that
system.

Green issues
Tasmania does not have to be electrically connected to the mainland for Australia to meet its
greenhouse gas commitments. The national electricity market is based on a separation of the
physical and financial markets. Indeed, it is a regulatory failure if national greenhouse audit
programs only recognise Tasmanian generation if it is connected to the grid. It is obvious that
Australia’s inventory of hydro energy does not increase by 2,000MW the week that Basslink
testing is compete.

The Basslink project also distorts investment decisions by creating a locational subsidy. A
business would be indifferent to investing in new ‘green’ generation in Tasmania or the
mainland post Basslink, as it does not incur a cost to transport its electricity production on the
link. The business does not see the full cost of its decision as it receives a subsidy from the
owners of Basslink.

In comparison, a business that builds new ‘green’ generation in Victoria or New South Wales
would achieve the same outcome, that is, displace thermal energy (coal or gas). However, it
would not require a subsidy as it is already connected to the grid.

The locational subsidy also has an anti-competitive impact on the existing wholesale
electricity markets. The market would not see the true price signal of green generation
locating in Tasmania. A business that decides to locate green generation in Tasmania will
effectively receive a subsidy to displace mainland thermal energy.

Protecting state revenues
The TNGP will introduce inter fuel competition in Tasmania for the first time, resulting in
fuel substitution and attract new business and investment. The BBPS conversion will also
provide a lower cost energy source that will allow Tasmania to better manage its hydro
reserves. These projects will deliver significant benefits to Tasmania and the proponents have
stated they will go ahead without Basslink. The TNGP project is scheduled for completion in
2002.

However, these projects also pose a significant threat to state government revenues and asset
value from electricity businesses. It is clear that the primary purpose of this reform is to
protect Tasmanian interest rather than foster competition in the NEM. Basslink will enable the
Tasmanian government to better manage these risks by exporting energy to mainland.

Potential benefits
This report focuses on the anti-competitive elements and concerns that Yallourn and other
interested parties have raised, as part of this authorisation process. However, it is useful to
highlight that the Commission is relying heavily on the Tasmanian government’s predictions:
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The Commission believes that if the predictions in the Tasmanian Government’s submission are
realised then the anti-competitive detriments are likely to be small relative to the public benefits.
However, the Commission believes that there is a significant degree of uncertainty concerning the likely
future structure and performance of the Tasmania electricity supply industry. For instance, the
Tasmanian arguments are largely based on predictions of: the competitive influence of the Basslink
interconnector; the entry of new generation; the redevelopment of the Bell Bay Power Station; and the
introduction of natural gas. Consequently, the Tasmania arguments are not based on the premise that
HydroTasmania will face a significant number of competitors in Tasmania but that competition will
emerge over a period of time.17

Predictions will vary among economists, as do opinions from lawyers and accountants.
Relying on one source can have its shortcomings. The Tasmanian government also has a
vested interested in the success of the project. Naturally, one would expect that the predicted
benefits might be optimistic rather than pessimistic. Will the Commission rely absolutely on
the proponent’s forecasts of public benefit in future authorisation requests?

Vesting contracts
The Tasmanian energy framework may not have required vesting contract arrangements of
such tenor and length if the Tasmanian government implemented adequate structural reform.
Many of the anti-competitive elements of the framework would have been removed if the
government had supported the recommendations contained in the Garlick report to
horizontally separate the generation and retail electricity market in Tasmania. Such a
framework would have delivered greater competition in these markets, which in turn would
have benefited customers through lower prices. It would have facilitated innovation and
development of a system that suits Tasmania’s small size. New generation investments would
have solved any ‘lost’ capacity issues associated with separation.

In the absence of a competitive market model in Tasmania, Yallourn believes that the
Commission’s preconditions C4.1 and C4.2 to authorising vesting contracts are a step in the
right direction. However, mainland generators will still experience difficulties trying to secure
firm hedges from a closed market. This in turn will limit consumer choice, contrary to
requests by customer groups:

The Major Employers Group (MEG) submission calls for businesses that are already on non-regulated
tariffs to be made contestable when Tasmania joins the NEM rather than having to wait for the 4 year
roll-out of retail contestability. The MEG believes that this measure will encourage competition in the
Tasmanian market by bringing forward the point in time from which such businesses may seek a
contract with an alternative retailer.18

Furthermore, Aurora does not have an incentive to lower its vesting contract levels to 75
percent. Aurora would exercise the option if a new entrant generator offered a better price
than HT. Aurora is likely to see this as a very short-term strategy because HT holds a
dominant market share in Tasmania and controls the bidding of the interconnector. This in
turn may effect the new entrant generator’s ability to offer such prices in the long-term.
Aurora being a risk adverse retail business would rather have stable prices in a regulated or
unregulated retail environment. Consequently, it would remain contracted to HT. In addition,
the vesting contracts should not be fully indexed annually. This does not occur in competitive
markets and businesses that are exposed to such markets will not be able to pass on this cost
increase.

                                               
17 Ibid, page 28.
18 Ibid, page 39.


