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1. Introduction 

On 28 August 1998 the Australian Competition and Consumer Commission (Commission) 
received applications for authorisation (Nos A90671, A90672 and A90673) of the National 
Electricity Code (NEC) as amended.  The applicants also requested that the Commission 
grant interim authorisation in respect of the amended NEC, such that the proposed changes 
could be implemented prior to the commencement of the National Electricity Market (NEM).  
The applications were submitted under Part VII of the Trade Practices Act 1974 (the TPA) 
and, together with a supporting submission, were lodged jointly by the National Electricity 
Code Administrator (NECA) and the National Electricity Market Management Company Ltd 
(NEMMCO).  Amendments to the applications were received on 16 September, 
22 September, 2 October, 6 October, 20 October, 26 October, 5 November, 20 November 
1998 and 7 June 1999.  
The Commission granted interim authorisation to the amended NEC on 7 October 1998 and 
subsequently on 25 November 1998, 6 January 1999 and 9 June 1999.  The NEC is the 
subject of three previous determinations made by the Commission on 10 December 1997,  
19 October 1998 and 20 October 1999.1  
Authorisation under Part VII of the TPA provides immunity from court action for certain 
types of market arrangements or conduct which would otherwise be in breach of Part IV of 
the TPA, where the Commission concludes that the public benefits of the arrangements or 
conduct would outweigh the anti-competitive detriments of such arrangements or conduct. 
The Commission has prepared this determination outlining its analysis and views on the key 
competition issues arising from the applications for authorisation of the amended NEC.  This 
determination pertains to authorisation of the NEC in its entirety, although much of the 
analysis has been limited to proposed amendments to the NEC contained in the applications 
and any further issues raised by interested parties.  The Commission’s previous analyses of 
the NEC remain relevant and can be found in the Commission’s determinations of 10 
December 1997, 19 October 1998 and 20 October 1999.   
This introduction briefly describes the NEM arrangements, ongoing reform in the electricity 
industry and outlines the Commission’s processes and consultation arrangements.  The 
Commission’s statutory assessment criteria and approach are documented in section 2.  
Sections 3-6 describe the Commission’s assessment of the applications for authorisation and 
section 7 sets out the Commission’s determination. 
Background information regarding competition policy, the importance of electricity industry 
reform and the extent of reform in the industry can be found in the 10 December 1997 
determination. 

1.1 The National Electricity Market 
In a process coordinated through the Council of Australian Governments, the jurisdictions of 
New South Wales, Victoria, Queensland, South Australia and the Australian Capital Territory 
have created the NEM in southern and eastern Australia. 
The arrangements for the operation of the NEM are set out in the NEC.  The NEC comprises 
two distinct but inter-related elements: 

 the wholesale electricity market arrangements; and 
 the arrangements for access to the transmission and distribution system. 

 
1 These and other related documents are available on the Commission’s website at http://www.accc.gov.au 
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The market arrangements govern the operation of the wholesale spot market and include the 
establishment of market institutions, system security and reliability requirements, the market 
rules for bids, offers and dispatch and metering standards. 
The access arrangements govern connection to and use of the physical wires infrastructure for 
transporting electricity.  The access and market arrangements also stipulate the technical 
standards and requirements necessary to preserve system security. 
The NEC also includes derogations to allow certain jurisdictional based arrangements, which 
depart from the requirements of the NEC, to continue either over a transitional period or 
indefinitely.  Furthermore, State and Territory governments retain responsibility for 
environmental issues, retail contestability arrangements and more general electricity 
regulation including some forms of standards licensing and the setting of retail tariffs for non-
contestable customers. 
The NEC has been endorsed by the participating jurisdictions that enacted co-operative 
legislation, the National Electricity Law, to implement the regulatory arrangements that 
support the effective operation of the NEC.  This legislation enables the NEC to have 
identical force and effect in the participating jurisdictions at all times. 
The NEM commenced on 13 December 1998 replacing the interim operation of transitional 
arrangements in New South Wales, Victoria and the Australian Capital Territory, known as 
NEM1 (National Electricity Market Stage 1), and the Queensland Interim Market.   

1.2 Electricity industry reform 
Since the mid–1980s, the electricity industry in Australia has undergone significant changes 
to improve performance.  The reform process has encompassed both administrative reforms, 
such as: 

 corporatisation or privatisation of electricity utilities; 
 adoption of competitive neutrality; and 
 establishing independent pricing authorities; 

and structural reforms, such as: 
 the identification and separation of contestable segments of the industry from natural 

monopoly segments of the industry; and  
 splitting the various activities of the integrated bodies into separate competing companies. 

The reform process has also included the development and implementation of the NEM, to 
provide a framework for the operation of the competitive elements of the electricity industry.  
However, although the reforms listed above were integral to the development of the NEM 
many were implemented outside of the actual NEM arrangements.  For example the NEC 
does not deal with: 

 market structure, beyond imposing entry conditions on potential new entrants;  
 the establishment of vesting contracts between incumbent entities in the jurisdictions; or 
 the timetable for retail contestability in each of the jurisdictions.  

Each of these elements may potentially influence the level of public benefit that may be 
derived from the implementation of the NEM arrangements.  Hence, the Commission has 
become concerned regarding delays in the implementation of the overall reform processes, 
and the impact that such delays may have on the pass through of the public benefits arising 
from the NEM. 
It is not clear to the Commission that all of the current arrangements in the jurisdictions are 
consistent with the intent of the principles underlying the NEM.  These principles include: 

 the market should be competitive; 
 customers should be able to choose which supplier (including generators, retailers and 

traders) they will trade with; 
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 a person wishing to enter the market should not be treated more favourably or less 
favourably than if that person were already participating in the market;  and 

 the provisions regulating trading of electricity in the market should not treat intrastate 
trading more favourably or less favourably than interstate trading of electricity. 

The Commission considers that the policies of governments will continue to impact on the 
competitive outcomes experienced in the NEM, especially in influencing the number and size 
of participants operating in each jurisdiction.  The Commission’s statutory obligations ensure 
that these matters, even though they are not explicit in the NEC itself, must be considered 
when assessing the likely public benefits and anti-competitive detriment that arise from the 
NEM arrangements.  Continual delays in the reform process, or establishing arrangements 
that impact on the viability of effective competition in the NEM, will reduce the level of 
public benefit able to be derived from the NEM arrangements. 
Beyond these structural considerations the Commission is also aware of international 
developments in the introduction of full nodal pricing in some markets and the design of the 
pool trading system that may result in a shift away from the arrangements in the NEM.   
For example, the Commission notes the change in direction in the England and Wales Pool, 
and considers that the changes in that pool may have ramifications for the ongoing 
development of the NEM.  The Commission believes that there is an ongoing need to monitor 
developments in overseas electricity markets so that Australia can benefit from including 
“best practice” market design into the NEM. 

1.3 Public consultations 
Under the TPA the Commission has a statutory obligation to follow a public process when 
assessing an application for authorisation. 
The Commission received the initial application for authorisation of the changes to the NEC 
on 28 August 1998.  Notification of the application and a request for submissions was 
advertised in The Weekend Australian 17-18 October 1998, placed on the Commission’s web 
site and interested parties were also contacted by letter.  Interested parties were asked to make 
submissions to the Commission regarding their views on the issues of public benefit and 
anti-competitive detriment arising from implementation of the proposed changes.  Due to 
concerns regarding the accessibility of information on the proposed changes to the NEC and 
the imminent commencement of the NEM, the Commission readvertised the receipt of the 
application and request for submissions in The Weekend Australian of 16-17 January 1999.  
The Commission again reopened its consultation process after amendments to the 
applications were received on 7 June 1999.  The Commission advertised a request for 
submissions in The Australian of 18 June 1999, and on its web page. 
Almost 30 interested parties provided submissions (see Appendix A).  All submissions have 
been placed on the Commission’s public register. 
The Commission produced a draft determination on 8 October 1999 outlining its analysis and 
views on the authorisation application.  The Commission invited the applicants or other 
interested persons to notify it within 14 days, whether the applicants or other interested 
persons wish the Commission to hold a conference in relation to this draft determination.2  
The South Australian Electricity Reform and Sales Unit (SAERSU) so notified the 
Commission on 12 October 1999. 

 
2  For the purposes of the pre-determination conference, an interested person is a person who has notified the 

Commission in writing that the person, or a specified unincorporated association of which the person is a 
member, claims to have an interest in the application and the Commission is of the opinion that the interest is 
real and substantial. 
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The pre-determination conference was held in Canberra on 28 October 1999.  In excess of 
30 interested parties attended the conference. 
Interested parties were given an opportunity to submit further submissions to the Commission 
following the pre-determination conference.  The Commission received 15 submissions 
addressing issues raised at the conference or in the draft determination (see Appendix B).  
This determination takes into account the issues raised at the pre-determination conference 
and in these submissions. 
The Commission has released this final determination outlining its analysis and views on the 
amended NEC according to the statutory assessment criteria set out in section 2.  A person 
dissatisfied with this determination may apply to the Australian Competition Tribunal for its 
review. 
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2. Statutory test 

These applications were made under sub-sections 88(1) and 88(8) of the TPA.  The TPA 
provides that the Commission shall only grant authorisation if the applicant satisfies the 
relevant tests in sub-sections 90(6) or 90(8) of the TPA. 
Sub-section 90(6) provides that the Commission shall grant authorisation only if it is satisfied 
in all the circumstances that: 

 the provisions of the subject arrangements or conduct would result, or be likely to result, 
in a benefit to the public; and 

 that benefit would outweigh the detriment to the public constituted by any lessening of 
competition that would, or would be likely to result from the arrangements or conduct. 

Sub-section 90(8) provides that the Commission shall grant authorisation only if it is satisfied 
in all the circumstances that the proposed provision or conduct would result (or be likely to 
result) in such a benefit to the public that the proposed contract, arrangement, understanding 
or conduct should be allowed. 
In deciding whether it should grant authorisation, the Commission must examine the anti-
competitive aspects of the arrangements or conduct, the public benefits arising from the 
arrangements or conduct and weigh the two to determine which is greater.  Should the public 
benefit or expected public benefits outweigh the anti-competitive aspects, the Commission 
may grant authorisation or grant authorisation subject to conditions. 
Determining just what is a benefit to the public is therefore a key issue.  Public benefits 
recognised in the past include: 

 fostering business efficiency; 
 industry rationalisation; 
 expansion of employment; 
 promotion of industry cost savings; 
 promotion of competition in industry; 
 promotion of equitable dealings in the market; 
 development of import replacements; 
 growth in export markets; and 
 arrangements which facilitate the smooth transition to deregulation. 

If the Commission determines that the public benefits do not outweigh the anti-competitive 
detriment, the Commission may refuse authorisation or alternatively, in refusing 
authorisation, indicate to the applicant how the applications could be constructed to change 
the balance of detriment and public benefit so that authorisation may be granted. 
The value of authorisation for the applicant is that it provides protection from action by the 
Commission or any other party for potential breaches of certain restrictive trade provisions of 
the TPA.  It should be noted, however, that authorisation provides exemption only for the 
particular conduct specified.  Authorisation does not provide blanket exemption from all 
provisions of the TPA.  Further, authorisation is not available for misuse of market power 
(section 46). 
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3. Amendments relating to market arrangements 

The applicants propose a number of amendments to the market arrangements contained in the 
NEC.  The Commission considers that many of the proposed amendments do not raise 
competition issues and has limited its analysis below to those amendments that either raise 
competition issues or have been drawn to the Commission’s attention by interested parties.  

3.1 Establishment Costs 
NECA and NEMMCO have estimated establishment costs at $3.5 million and $50 million 
respectively (over and above initial government seed grants).  The proposed amendments to 
clause 2.11 of the NEC permit establishment costs to be recovered through participation fees.  
The amendments provide for: 

 all expenditure and depreciation and amortisation charged to NEMMCO and NECA prior 
to market commencement, excluding capital expenditure, that has not been funded by 
participating jurisdictions or the Commonwealth of Australia, to be recovered over a 
period of 10 years from the date of market commencement for NEMMCO and 5 years 
from market commencement for NECA; and 

 capital expenditure incurred by NEMMCO and NECA prior to market commencement, 
that has not been funded by participating jurisdictions or the Commonwealth of Australia, 
to be recovered through depreciation or amortisation of the asset acquired by the capital 
expenditure. 

Issues for the Commission 

Establishment costs may represent a barrier to entry particularly for smaller participants, or 
prohibit their effective participation in the market.  Thus establishment costs may represent a 
provision that has the effect (or likely effect) of substantially lessening competition in the 
market, and as it is incorporated in a contract, agreement or understanding between 
NEMMCO, NECA and third parties, may result in a breach of s. 45 of the TPA. 
What the applicants say 

The applicants contend the amendments will formalise the process regarding the recovery of 
establishment costs over and above the initial seed grants provided by jurisdictions and the 
Commonwealth.   
NEMMCO also states that the over-riding principle in the structuring of participation fees 
was that of end-user pays on the premise that the market is primarily for the benefit of end-
users.  This principal was also applied in determining the allocation of establishment costs 
where NEMMCO concludes that: 

Market customers (primarily retailers), as the entities closest to end users, should pay most of the fees. 
The commercial reality represented by regulatory restrictions in passing through fees to franchise customers 
was taken into consideration in the determination of a fee structure.  To have developed the structure 
around those restrictions would have resulted in a structure based not on NEC and economic principals but 
on changeable pragmatics. 

What the interested parties say 

Freehill Hollingdale and Page (FHP), commenting on behalf of several electricity retail 
companies,3 states that the recovery of establishment costs through participation fees will 
result in a disproportionate allocation of establishment costs on to retailers.  FHP contends 
that it is inappropriate to allocate establishment costs in the same manner as ongoing 

 
3  The retailers represented in the submission are: United Energy, ACTEW Energy, AGL Electric, Citipower, 

Eastern Energy, Great Southern Energy, Integral Energy Australia, and Powercor Australia. 
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participation fees as establishment costs are once off costs incurred for the benefit of all 
market participants. 
FHP further claims that in allocating participation fees (and therefore establishment costs) 
NEMMCO has wrongly concluded that levelling participation fees on retailers is the most 
economically efficient fee allocation, based on the assumption that fees can be passed through 
to end use customers.  FHP states that the ability to pass on such costs to consumers is not 
universal as a large proportion of end use customers are franchised and subject to regulated 
prices.  This will remain the case for many customers until 2001 and hence retailers are not 
able to pass through fees to these customers at this point in time.  Further FHP notes the 
volume of total consumption, which is contestable, varies significantly across jurisdictions 
and consequently the ability to pass through participation fees to end use customers varies 
considerably.  FHP states that the burden of participant fees will therefore be borne 
inequitably among users.  Added to this is the existence of long term contracts, which FHP 
claims do not factor in the impact of additional fees. 
In addition FHP notes that some jurisdictions face state based pricing regulations which are 
reviewed at different time intervals, thereby varying retailers abilities to pass through costs. 
The Australian Cogeneration Association (ACA) states that establishment costs have been 
excessive and that this provides an example of the lack of independent supervision of 
NEMMCO and NECA’s costs and activities.  As such the ACA submits that authorisation for 
the proposed amendment should not be granted until justification for the increase in costs, 
identification of efforts made to contain costs and information regarding independent 
processes in place to monitor costs is provided.  Further the ACA contends the amendment 
should not be authorised until a mechanism is established for the independent supervision of 
NECA and NEMMCO. 
The Business Council of Australia Energy Reform Taskforce (BCA/ERT) objects to the 
proposal that participants bear all establishment costs and argues that some of these costs 
should be borne by the jurisdictions (beyond the initial seed grants).  The BCA/ERT also 
notes that costs imposed on market participants will ultimately be borne by end use customers 
who have no say in the level of such costs and no means to satisfy themselves that such costs 
have not been excessive.  
The Energy Users Group (EUG) contends that the funding of establishment costs is the 
responsibility of the NEM jurisdictions, which are the shareholders in NECA and NEMMCO.  
The EUG notes that the next best alternative would be for market participants (including 
generators) to pay establishment costs.  The EUG claims that this would encourage all market 
participants (rather than just retailers) to more closely scrutinise NECA and NEMMCO’s 
costs.  The EUG contends that approximately 65 percent of NEMMCO’s budget is used for 
systems that are mainly used by generators and as such generators should bear a greater 
proportion of both establishment and ongoing costs of the market.  
The EUG notes that end-users had no input into the decisions regarding establishment costs 
and no ability to scrutinise and control costs of the NEM.  End-users are not market 
participants, are not represented on the boards of either NECA or NEMMCO and are not 
required to be consulted on budgetary issues.  Further the EUG notes that whilst the delays in 
implementing the NEM which led to increases in establishment costs were not the fault of 
market customers, it is they who are being asked to bear the cost of such delays. 
Issues arising from the draft determination 

In the draft determination, the Commission decided not to impose any conditions on the Code 
amendments proposed by the applicants. 
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At the pre-determination conference, the EUG, BCA/ERT and the Queensland Department of 
Mines and Energy, Electricity Reform Unit (QERU) argued that there should have been a 
stronger stance by the Commission over the sharing of the recovery of establishment costs.    
Pacific Power, however, argued that end-users should pay for establishment costs as they are 
the prime beneficiaries of the establishment of the market. 
Submissions received by the Commission at the pre-determination conference and 
subsequently are similarly divided on the issue of who should pay. 
The EUG reiterates the concern outlined in its original submission to the Commission that 
end-users have virtually no control over either NEMMCO or NECA, but are required to fund 
both organisations.  It argues that the costs of establishing the NEM should be borne by the 
shareholding jurisdictions, with efficient costs to be recovered from the market, as would 
apply in any competitive situation.  It believes that the ACCC should determine what the 
levels of efficient costs are through normal regulatory processes.  
The EUG argues that end-users should not be asked to pay all of the costs of establishing the 
NEM.  It claims that generators are major users and beneficiaries of the NEM and should be 
required to pay proportionately.  It also considers that whilst some of the services provided by 
NEC and NEMMCO have common good characteristics, the majority would be capable of 
being allocated to users/beneficiaries.  It urges the ACCC to investigate this matter more 
thoroughly. 
Finally, the EUG raises the concern that the budget processes of NEMMCO and NECA 
currently place no formal obligation on either body to consult with end-users, with the result 
that neither has a sufficient incentive to control budgets and keep costs to a minimum. 
The EUG argues that the NEM Governance and Liability Review (Governance Review) 
report has recognised this and made several recommendations that would redress some of the 
existing imbalance and provide for greater accountability to market stakeholders, including 
end-users.  The EUG urges the ACCC to make its final determination more consistent with 
the outcome of the Governance Review in this area. 
QERU’s submission reiterates its earlier argument that there should be a stronger stand by the 
Commission over the recovery of establishment costs.  It argues that generators insisted on 
commitments from NEMMCO to deliver more sensitivities than NEMMCO’s initial offer, 
and therefore generators should pay a share of these costs. 
Pacific Power’s submission argues that end-users should pay for the costs of establishment of 
the market.  Pacific Power adds that in the establishment of the market, it and other 
generators invested large sums in system design and operation and this represents the 
contribution of generators to the establishment of the market. 
Loy Yang Power disagrees with the EUG’s statement that generators are the major 
beneficiaries of the reform that has occurred over the years.  It argues that one only needs to 
look at the fall in wholesale market prices to realise where the true gains have been made. 
Commission considerations 

Establishment costs charged by NEMMCO are designed to recover the cost of establishing 
common services for operating the NEM and maintaining power system security.  In addition 
fees are set to recover NECA’s establishment costs where NECA has also provided services 
for the establishment of the NEM.   
The Commission accepts that it is appropriate to recover the costs of establishing the NEM 
because of the common good properties associated with the services provided by NEMMCO 
and NECA.  Further, the Commission understands that neither NECA or NEMMCO has the 
power to levy the participating jurisdictions in order to recover establishment costs, and 
having incurred the debt of establishment costs, recovery of this debt will have to be borne by 
code participants. 
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In its 10 December 1997 determination the Commission accepted that the principles 
established for determining the participant fee structure were appropriate, given that 
participants were consulted by NEMMCO prior to that determination being made.  Since that 
time NEMMCO has conducted a consultation process and commissioned reports from 
contracted consultants and determined a fee structure that is to apply in the NEM. 
The Commission is aware that NEMMCO and a consortium of retailers have undergone 
dispute resolution processes in respect of the fee structure determined by NEMMCO. 
The FHP submission raises concerns regarding the appropriateness of using the participant 
fee structure to recover establishment costs, but more fundamentally raises concerns 
regarding the actual participant fee structure.  The Commission considers that it is appropriate 
for the NEC processes to be applied in the determination of the participant fee structure, and 
the components of the fees (including establishment costs).  The Commission considers that 
the consultation processes set out in the NEC provide all Code participants input into 
NEMMCO determinations on the participant fee structure and, as has happened, can be 
coupled with the disputes process and appeal to the National Electricity Tribunal (Tribunal) if 
any parties take issue with the conduct of the process or the merits of NEMMCO’s decision 
(refer to section 3.7 regarding reviewable decisions). 
Nevertheless, there would appear to be sound arguments for the fee determination process to 
consider the appropriate balance of fees between market participants.  Submissions to the 
Commission suggest that it may be possible to examine the costs of NEMMCO and NECA 
according to the principle of “beneficiary pays.”  That is, on balance, the sector of the market 
that benefits most from the expenditure of funds should pay the costs associated with 
providing that benefit.  
Similarly, the allocation of costs to market participants for the recovery of establishment costs 
could be guided by the “beneficiary pays” principle.  However, in the absence of any clear cut 
indication of who should pay, then notions of equity, such as a 50/50 sharing of costs, should 
be considered. 
In conclusion, the Commission believes that there are a number of important allocation issues 
that should be examined in the determination of the fee structure for NECA and NEMMCO’s 
budgets.  Furthermore, if the recommendations of the Governance Review are implemented 
then any oversight of fees should also take into account these broader concerns. 
A further issue raised in respect of establishment costs is the actual level of establishment 
costs.  The Commission addresses this issue in section 6.1 - Market governance and 
accountability. 

3.2 Credit support arrangements 
The applicants propose amendments which would widen the market for credit support 
arrangements within the NEM from banks to include building societies or credit unions 
prudentially supervised in Australia as well as central borrowing authorities of an Australian 
State or Territory established by an Act of Parliament of that State or Territory. 
Issues for the Commission 

The provisions relating to prudential requirements may constitute a breach of the TPA 
because they entail: 

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

 exclusive dealing provisions, as each participant trades on condition that they will not 
supply electricity to or acquire electricity from any person who does not satisfy such 
requirements; or 
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 provisions substantially lessening competition, if they create a barrier to entry in the 
electricity market. 

What the applicants say 

The applicants claim the amendments are designed to provide a broader market for credit 
support by allowing any credit support provider under the prudential supervision of the 
Australian Prudential Regulation Authority (APRA) and any central borrowing agency to 
enter the market. 
The applicants claim that requirements under the terms of the national competition policy 
adopted by all state and federal jurisdictions, whereby central borrowing agencies are 
required to offer market reflective rates, are sufficient to provide safeguards against anti-
competitive behaviour. 
What the interested parties say 

The Queensland Treasury Corporation (QTC) notes that the NEC in its present form 
discriminates against non-bank financial institutions and government entities and in favour of 
banks thereby resulting in a lessening of competition in the market as entry is constrained for 
entities without credit support from a bank.  
The QTC and Ergon Energy note that the prudential requirements under the NEC as well as 
the competitive neutrality provisions of the National Competition Principles Agreement 
ensure government owned agencies in the NEM will not gain a competitive advantage when 
sourcing credit support from government entities. 
GIO Insurance notes that insurance companies are also credit support providers under the 
prudential supervision of the APRA and that therefore, subject to a satisfactory credit rating, 
should also be able to provide credit support by means of the issuing of performance bonds.  
In support of their contention GIO submits extensive lists of major corporations and 
government agencies that presently accept insurance bonds as a source of credit. 
Issues arising from the draft determination 

In the draft determination, the Commission imposed the following condition of authorisation: 
C3.1 Clause 3.3.3(a)(1) of the NEC must be amended to also allow any entity under 

the prudential supervision of the Australian Prudential Regulation Authority 
to meet the acceptable credit criteria. 

At the pre-determination conference and in their submissions, Strathearn Insurance Brokers 
and GIO Insurance supported the extension of the market for credit supporters to also include 
insurance companies and other approved financial institutions regulated by APRA.  QERU’s 
submission similarly supports the extension of credit support arrangements. 
 
Strathearn adds that any approved provider of guarantees should have a minimum credit 
rating of A- and that providers with lesser credit ratings not be approved by NECA. 
 
Finally, Strathearn argues that the current one hour time frame in which to provide guarantees 
is not only onerous, but in practice in all probability would also not be met.  Insurers and 
other responsible financial institutions would not enter into an undertaking in which they 
could not comply.  Similarly, GIO Insurance claims that this time frame is unduly onerous 
and extremely difficult to achieve. 
 
At the pre-determination conference both NECA and NEMMCO commented that increasing 
the time frame from one hour would need to be considered before a response could be made.  
NECA noted that 48 hours was a significant expansion, which could increase risks.  The 
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National Retailer Forum (NRF) argues that it has concerns with any proposal which may 
create additional credit risk for the market. 
 
The EUG supports condition C3.1 but expresses concern that the inclusion of government 
owned financial institutions and insurance companies could create competitive neutrality 
concerns.  
 
Commission considerations 

The Commission recognises the importance that prudential requirements can play in ensuring 
market confidence.  While parties trading bilaterally can assess the credit risk of the 
counterparty and act accordingly, by adjusting prices or seeking surety, the spot market is a 
blind market in which sellers are unaware of the identity (and hence financial status) of the 
buyer. 
Prudential requirements can avoid the dual problems of ‘free riding’ by parties with a high 
risk of default, and the reduction of the market to a ‘lowest common denominator’ status 
where suppliers are forced to impose a general risk premium and customers with good credit 
standing cannot gain appropriate recognition of their low risk of default.  This ‘risk premium’ 
attached by generators to trading blindly in the NEM may increase the price at which 
generators would be prepared to sell. 
To minimise this risk premium and standardise the risk of default the NEC proposes to raise 
all buyers to the same level of default.  The public benefit from having a common set of 
prudential requirements for all market participants comes from the smaller risk premium 
attached to participants in the market, which translates into lower prices.  In its determination 
of 10 December 1997 the Commission discussed the issue of prudential requirements in some 
detail and much of that discussion remains relevant. 
The proposed amendment goes some way to addressing Commission concerns by widening 
the range of potential credit support providers that market participants can access.  However 
the Commission notes that the effect of the NEC amendment is to restrict credit support 
provision to banks, building societies and credit unions under the prudential supervision of 
APRA as well as central borrowing authorities.  The applicants provide no justification for 
this restriction and indeed imply it is inadvertent as they state the proposed amendment: 

Allows any provider under the prudential supervision of the newly formed Australian Prudential Regulation 
Authority, and any central borrowing agency of an Australian State or Territory, to enter the market. 

The Commission considers that the proposed amendment to the NEC should be changed to 
reflect the stated intentions of the applicants. 
The Commission notes the arguments of Strathearn Insurance Brokers and GIO Insurance 
that the one hour time frame for meeting guarantees is “exceptionally onerous.”  The 
Commission considers that moves to widen the market for credit support provision will be 
less effective if other prudential requirements make it unduly difficult for some potential 
credit support providers to operate in the market.  The Commission does, however, appreciate 
concerns that increasing guarantee time frames may involve greater credit risk.  The 
Commission therefore requires that the applicants consider whether the one hour time frame 
can be relaxed without creating unacceptable credit risk. 
The Commission appreciates the EUG’s concerns over potential competitive neutrality issues 
that may arise from permitting central borrowing agencies to enter the credit support market.  
However, the Commission believes that the competitive neutrality provisions currently in 
place provide a safeguard against these concerns.  
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Conditions of authorisation 

C3.1 Clause 3.3.3(a)(1) of the NEC must be amended to also allow any entity under 
the prudential supervision of the Australian Prudential Regulation Authority 
to meet the acceptable credit criteria. 

C3.2 The applicants are to evaluate and report by 30 June 2000 whether the one 
hour time frame for meeting guarantees can be relaxed to facilitate a deeper 
credit support market, in a manner which does not create unacceptable credit 
risk for the market. 

3.3 Technical derogations for Energy Brix  
The proposed amendments remove the requirement for Energy Brix Morwell Power Station 
(Energy Brix) Units 1 - 4 to absorb reactive power.  The proposed amendments also exempt 
Energy Brix Units 1 - 5 from the requirement to provide power system stabilising action. 
Issues for the Commission 

The derogation sought may confer some competitive advantage to Energy Brix over both 
other incumbents and potential entrants, and thus detract from the overall level of public 
benefit likely to be derived from the implementation of the NEM arrangements. 
What the applicants say  

The applicants note that the proposed amendment is in line with existing Chapter 9 
derogations for other generators will be subject to the same review process as existing 
derogations for other generators and will cease on 31 December 2002.  
What the interested parties say  

The EUG notes its consistent opposition to technical derogations for existing generators due 
to the competitive advantage conferred on incumbents. The EUG cites the technical 
derogations as examples of NEM bias towards incumbent generators and notes that 
authorising the derogation in this instance would only add to that bias. 

However, the EUG also argues that not authorising the derogation would place Energy Brix 
at a competitive disadvantage relative to other incumbents. 

Issues arising from the draft determination 

No issues were raised by interested parties on this matter. 

Commission considerations 

The Commission accepts the need for some technical derogations to apply at market 
commencement to avoid unnecessary and costly equipment upgrades, but has concerns 
regarding the cost implications of the technical derogations, in particular upon new entrants. 
The issue is discussed in some detail in the Commission’s 10 December 1997 determination.  
The Commission notes the intention of NECA to conduct a review of the technical standards 
for generators set out in chapter 5 of the NEC and considers that the issue of appropriate 
technical standards for both the incumbent participants and new entrants to the NEM should 
be addressed in that forum.  

3.4 Maximum total payments 
The proposed amendment seeks to clarify the extent of NEMMCO’s liability under the NEC 
for energy and reallocation payments to market participants in the event of default by another 
participant.  Currently the maximum total payment for which NEMMCO is liable under the 
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NEC fails to take account of recent amendments to the NEC regarding the return of excess 
generation amounts to market customers and ancillary services settlements.  
Issues for the Commission 

NEMMCO plays an important role in ensuring that a smoothly and efficiently functioning 
NEM is maintained.  Any ambiguity regarding NEMMCO’s liability in certain circumstances 
may detract from market participants’ confidence in the NEM and hence the overall level of 
public benefit. 
What the applicants say 

The applicants note that NEMMCO’s liability when default by a market participant occurs 
was initially limited to amounts available to NEMMCO to meet the shortfall after all other 
payment obligations under the NEC had been met.4  The applicants state that recent 
amendments to the NEC regarding the return of excess generation amounts and the treatment 
of ancillary service settlements failed to consider the effects these amendments would have 
on the maximum total payment liability of NEMMCO.  As a consequence of these 
amendments the maximum liability of NEMMCO, in the event of default by a market 
participant, may be greater than the level of funds NEMMCO has available to meet the 
obligation. 
The applications contend that as a result NEMMCO is placed in a position of significant 
financial risk, which is against the initial intention of the NEC.  On this basis the applicants 
seek an amendment to the NEC to restore NEMMCO’s maximum liability as equal to the 
amount available to NEMMCO to meet its obligations and remove NEMMCO’s liability for 
participant defaults beyond the amount available to NEMMCO. 
Issues arising from the draft determination 

No issues were raised by interested parties on this matter. 

Commission considerations 

The Commission addressed the issue of NEMMCO’s liability in some detail in its 
10 December 1997 determination.  At that time the Commission agreed it was appropriate for 
NEMMCO’s liability to be limited, as such an arrangement provided effective risk 
management incentives.  The Commission agrees with the applicants that NEMMCO should 
not bear the risk of default by other market participants and hence it is important to clarify the 
extent of NEMMCO’s liability, as set out in the proposed amendments.  However, whether 
more work needs to be done to determine who does bear this risk is an issue that needs to be 
considered.   

3.5 Ancillary services  
Schedule 9G and clause 9.35.7 set out the derogations from the ancillary services provisions 
of the NEC.  The proposed ancillary services amendments in Schedule 9G and clause 9.35.7 
encompass: 

 an extension to the current procurement and dispatch provisions under Schedule 9G, until 
31 December 2000; 

 an extension to the current “who pays” provisions, until 30 June 2000; 
 the introduction of new “who pays” provisions, for the period 1 July 2000 to 31 

December 2000; 
 the definition of billing period gross energy; 

 
4  All other obligations includes such payments and revenues as participant fees, compensation payments 

for reserve trading and directions, ancillary service charges, surpluses, and excess generation payments. 
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 ancillary service charges;  
 making schedule 9G more consistent with the equivalent draft provisions of NEM1; 
 the clarification of NEMMCO’s right to dispatch reactive power acquired under the 

mandatory service provisions of the NEC; and 
 amendments to the Queensland derogations to more closely align the processes in 

Queensland to those in the NEC. 
Issues for the Commission 

The Commission noted in its 10 December 1997 determination that the central purchasing of 
ancillary services may breach some elements of Part IV of the TPA.  However, the 
Commission also recognised that possible market failures may occur in the provision of 
ancillary services unless NEMMCO has an active role and agreed that there was substantial 
public benefit arising from the provision of adequate ancillary services to the market at all 
times. 
To accelerate the development of a market in the provision and consumption of ancillary 
services where attributable to specific users, it was a condition of the 10 December 1997 
determination that NEMMCO conduct an investigation and report on the development of 
market based arrangements within one year of market commencement rather than two years.   
The arrangements set out in Schedule 9G introduce a greater degree of market based 
provision of ancillary services.  However, the arrangements may still represent exclusive 
dealing in contravention of the TPA as participants trade in the NEM on condition that 
NEMMCO will only acquire ancillary services from market participants. 
What the applicants say 

The applicants note that ancillary services are essential to manage power system security, 
facilitate orderly trading in the NEM and ensure that electricity supplied is of acceptable 
quality.  The applicants claim that the ancillary services regime encompassed in the chapter 9 
derogations will give rise to public benefits on the basis of a competitive market for the 
wholesale supply of electricity in a safe, efficient and orderly manner that ensures that supply 
is of an acceptable quality. 
Further the applicants also note that public benefits will arise from the completion of the 
ancillary services review, and consultation processes leading to the implementation of robust 
arrangements for the supply of ancillary services beyond 31 December 2000. 
The applicants also state that the anti-competitive effect arising from an extension to and 
amendment of the ancillary services derogations is not substantial. 
Ancillary services review 

Clause 3.11.1(c) of the NEC provides for a review of the arrangements underpinning the 
procurement dispatch and payment for ancillary services.  NEMMCO conducted the review 
and report on the possible development of market based arrangements for the provision of 
ancillary services.  An Ancillary Service Reference Group (ASRG) was established in mid 
1998 to carry out the review.  The ASRG commissioned Intelligent Energy Systems (IES) to 
assist with the review.  The ASRG released principles, a framework, draft and final reports on 
the options for procurement pricing and dispatch of ancillary services, and on cost recovery 
for ancillary services.  Public consultation on the development of market ancillary services 
options commenced in July 1999.  The applicants now expect that new arrangements arising 
from the work of IES and the ASRG will be able to be implemented in October 2000. 
Extension of Schedule 9G and clause 9.35.7 

The chapter 9 ancillary services derogations were due to expire on 30 June 1999, which 
would have meant that the ancillary services provisions set out in clause 3.11 of the NEC 



 15 

would apply.  However, the applicants argued that the provisions of 3.11 were inadequate for 
the effective operation of NEM.  In particular the applicants claim that clause 3.11 does not 
adequately define the circumstances and the manner in which ancillary services are to be 
provided, nor does it address the issue of who pays or contributes to the costs incurred by 
NEMMCO in procuring ancillary services.  Therefore, the applicants applied for an extension 
of the chapter 9 ancillary services derogations. 
The applicants state that the extension to the chapter 9 ancillary services derogations will 
resolve the transitional issues arising from the incomplete ancillary services review. 
Who pays 

The applicants note that the “who pays” issue is the subject of vigorous debate by industry 
participants.  The current ancillary services arrangements levy 100 percent of the costs 
incurred by NEMMCO in dispatching ancillary services upon market loads, although the 
administrative costs of NEMMCO are recovered through participant fees. 
The applicants note that generators contribute to the provision of ancillary services through 
the provision of mandatory governor and reactive power at no cost to NEMMCO.  The 
applicants state that preliminary estimates of the costs of these services is in the order of tens 
of millions of dollars per year. 
The applicants also state that the who pays arrangements are being comprehensively 
considered in the ancillary services review.  Given that the ancillary services review will 
address this issue in the longer term the applicants have put forward the proposed amendment 
as a short term compromise arrangement in respect of who pays.  The applicants claim that 
the shift to a 50/50 split between market customers and generators from 1 July 2000 may 
result in additional costs of reviewing ancillary services contract arrangements.  However, 
they also state it goes some way to meeting the concerns expressed by the Commission in its 
5 August 1998 draft determination, and is expected to provide an incentive for the early 
implementation of transitional arrangements reflecting the results of the ancillary services 
review.  
Reactive power  

The applicants claim that reactive power is vital to maintaining the security of the power 
system, and ensures that the power system is operated efficiently.  NEMMCO acquires 
reactive power from NSPs, through ancillary services contracts and via mandated provision 
under the NEC or connection agreements.  However, the applicants note that the NEC is not 
specific regarding NEMMCO’s power to dispatch reactive power acquired under the 
mandatory arrangements without payment, although NEMMCO is strongly of the view that it 
has such powers. 
The applicants state the proposed amendment to the NEC will put beyond query NEMMCO’s 
power to dispatch mandated reactive power without cost. 
Other amendments 

The applicants propose amending the definition of billing period gross energy to ensure that 
generators can not avoid paying ancillary service charges where energy is purchased from the 
NEM for on selling to end-users.  The applicants note all participants accept the proposed 
amendment. 
The applicants also propose an amendment to the manner in which ancillary services charges 
are calculated, favouring a trading period basis rather than a weekly basis.  They argue this 
provides greater accuracy and state participants have indicated no objection to the 
amendment. 
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The applicants note that proposed amendments to the compensation arrangements set out in 
the regulated acquisition process and the acquisition by direction process are intended to 
bring the NEC into line with the equivalent provisions of NEM1.  
What the interested parties say 

The NRF argues that the approach to who pays for ancillary services does not provide 
equitable incentives on market participants.  In particular, the proposal provides no incentives 
to Network Service Providers (NSPs) and no incentive to generators until 1 July 2000. 
The State Electricity Commission of Victoria expresses concern about the extension of the 
period in which Schedule 9G and clause 9.35.7 will apply.  As a provider of load shedding 
ancillary services, it argues that the current payment structure for these ancillary services is 
unsatisfactory and it wishes to see the implementation of the new ancillary services 
arrangements as soon as possible.  
Eastern Energy states the provisions for compensation in the event of regulated acquisition of 
ancillary services set out that the Code participant is entitled to recover an amount equal to 
any spot market revenue foregone as a result of the scheduled generating unit or scheduled 
load being constrained off.5 
Eastern Energy contends that such a compensation mechanism fails to adequately compensate 
demand side participation in the market and discourages demand side response in the 
ancillary services market.  Eastern Energy argues that for electricity customers, for whom 
electricity is not their principal business but merely a necessary input for conducting 
business, spot market revenue forgone is an inappropriate level of compensation.  Further, 
Eastern Energy claims that total revenue foregone is a more appropriate reflection of the cost 
of electricity supplies being off line for business customers and that the regulations regarding 
compensation provision in the event of regulated acquisition of ancillary services should be 
amended accordingly. 
The EUG has concerns about restricting the ancillary services tenders to market participants. 
The EUG notes that NEMMCO has informed it that load shedding is one of the areas where a 
lack of competition is resulting in higher prices.  The EUG contends that given adequate 
opportunities end-users would be prepared to bid for supply of this service. 

Issues arising from the draft determination 
In the draft determination, the Commission decided not to impose any conditions on the NEC 
ancillary services amendments proposed by the applicants. 
This drew comment at the pre-determination conference and in subsequent submissions. 
The EUG raises concerns with rising costs and lack of competition in ancillary services in the 
NEM.  It argues that the ACCC should conduct a review into these issues.  It claims that the 
extension of the current ancillary services arrangements until 30 June 2000 means that the 
shortcomings of the existing arrangements will continue beyond what is reasonable for 
customers.  It believes, therefore, that as an immediate interim measure, the Commission 
should require that generators pay half of the existing costs of ancillary services in the NEM. 
Western Mining argues that increases in ancillary services charges are removing the benefits 
of the NEM.  It agrees that the Commission has to monitor ancillary services costs. 
Bardak Energy Services also expresses concern about the upward movement in ancillary 
services charges.  Bardak argues that this reflects a problem with market monitoring in the 
NEM.  It claims that there should be at least a 50/50 split of ancillary services charges 
between generators and retailers. 

 
5  NEC Schedule 9G Clause 5.5(9)(2)(i) 
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Transgrid appreciates the difficulty of the tasks that NECA and NEMMCO are facing in 
attempting to implement market based ancillary services arrangements.  
Pacific Power’s submission argues that a 50/50 split of ancillary services costs between 
generators and retailers is inappropriate.  It contends that NEMMCO’s consultant’s report 
suggests that a split of 80% to retailers and 20% to generators might be a market based 
outcome, particularly in the area of frequency control ancillary services.  It claims that while 
this study does not provide the complete story, it provides some guide as to an alternative 
regime which could be in place after 1 July 2000.  It also claims that a 50/50 split might 
provide incentives for the retail side of the market to delay implementation of market based 
ancillary services arrangements. 
Hazelwood Power similarly argues strongly against the 50/50 sharing of ancillary services 
costs from 1 July 2000.  It believes that the 50/50 split will provide incentives for some 
market participants to delay the implementation of the ancillary services review.  It argues 
further that this provision of the Commission now stands as an arbitrary benchmark for the 
consultation process.  Finally, Hazelwood Power contends that NEMMCO has selectively 
adopted the work of the Ancillary Services Working Group, and used the ACCC 
determination as a benchmark for proposed allocation of ancillary services charges when the 
causer pays principle was difficult to apply. 
NEMMCO’s submission provides an outline of the recommendations of the ancillary services 
review. 
Commission considerations 

The arrangements set out in Schedule 9G were authorised in the Commission’s 19 October 
1998 determination on the amendments to the NEC.  This authorisation was granted on the 
basis that they represented temporary arrangements, to be superseded prior to 1 July 1999.  
The Commission acknowledges the work undertaken to date on developing new ancillary 
services arrangements, and notes that the delays in implementing these arrangements are due 
in no small part to the complexity of the issues canvassed in the ancillary services review. 
Extension of Schedule 9G and clause 9.35.7 

The Commission considers that given the timing constraints, the applicants have little option 
but to seek an extension to the chapter 9 ancillary services derogations, through the auspices 
of the jurisdictions.  The Commission considers that such an extension provides for the best 
way forward, given the completion of the ancillary services review, and the inadequacies of 
the provisions of 3.11 of the NEC. 
However, the Commission is puzzled by the lack of public awareness and the effectiveness of 
consultation by the proponents of the amendments (the jurisdictions and NEMMCO), but 
notes the consultation arrangements implemented by the jurisdictions and NEMMCO have 
been in accordance with Code provisions.   
Who pays 

The Commission stated in its 10 December 1997 determination that the levying of ancillary 
service charges solely on market customers was unacceptable in the longer term. 
The debate regarding who pays has been polarised between market customers who want a 
change from the current arrangements (whereby only market customers pay) and generators 
who argue a change is unnecessary as they already pay through the provision of mandatory 
services.  Market customers and generators are also using the findings of the ancillary 
services review to argue over what proportion of costs for particular ancillary services should 
be met by market customers and generators respectively.  The current debate is also 
beginning to examine the issue of levying some ancillary service charges on NSPs. 
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The Commission considers that the current who pays arrangements and the proposed shift to 
a 50/50 split on who pays are equally arbitrary.  Nevertheless, the Commission is of the view 
that a 50/50 split at least has some equity appeal and is probably closer to the appropriate 
balance on who pays than the current requirement where retailers pay 100 percent. 
The Commission is aware that the jurisdictions earlier canvassed the possibility of amending 
the who pays provisions on a more scientific basis – to reflect a more “causer pays” outcome, 
in line with the proposals of the ancillary services review.  This position was not presented to 
the Commission by the applicants because of the current difficulties in determining causation 
of the need for ancillary services (resulting in such a degree of estimation that the end result 
is effectively arbitrary) and due to the inappropriateness of implementing who pays 
arrangements that are based on a set of market conditions that don’t reflect the actual market 
operations.  However, given that the ancillary services review has been completed, the 
Commission invites the applicants to recommend an alternative to this 50/50 split if they 
believe that the findings of the review justify a different allocation of ancillary services costs 
in the interim period. 
The Commission considers the proposed amendments to the chapter 9 ancillary services 
arrangements represent a compromise position on who pays.  The extension of the current 
arrangements for one year and then a change to 50/50 split between customers and generators 
should provide an incentive for all market participants to achieve the implementation of the 
ancillary services review within that timeframe, rather than continually delay implementation 
beyond that period.  It is also possible that some elements of the review may be able to be 
implemented before December 2000, particularly in the provision and payment of frequency 
control ancillary services.  The proposed arrangements do not preclude that happening and it 
is expected that NEMMCO, the jurisdictions, market customers and generators would support 
early implementation where feasible.  The Commission would be extremely concerned if any 
party sought to unnecessarily delay the implementation of the new ancillary services 
arrangements. 
Reactive power  

The Commission notes the claims of the applicants and considers that clarification of the 
arrangements for dispatch and payment for mandatory reactive power services is a beneficial 
outcome for all NEM participants. 
Other amendments 

Changes to the billing period gross energy definition and the time period for which ancillary 
services charges are calculated appear non-contentious.  Concerning the arguments of Eastern 
Energy, the Commission understands that NEMMCO is not proposing regulated acquisition 
in the new ancillary services arrangements.  Further, NEMMCO is not expecting any further 
tenders to be called under the current arrangements.  Therefore, it is highly unlikely that the 
regulated acquisition proposals which concern Eastern Energy will be called upon. 

3.6 Sensitive Loads 
The proposed amendments to clause 4.3.2 of the NEC specify that jurisdictional coordinators 
may nominate loads for which approval from the jurisdictional coordinator must be obtained 
before supply can be interrupted or reconnection occurs.  The proposed amendment further 
specifies that for such loads NEMMCO can give a direction for interruption only once 
approval from the jurisdictional coordinator (which must not be unreasonably withheld) is 
obtained. 
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What the applicants say 

The applicants state the proposed amendment is necessary to alleviate concerns of 
jurisdictions regarding their ability to meet certain obligations if the jurisdictional coordinator 
does not have the power to require NEMMCO to seek its approval prior to commencing 
shedding of certain loads. 
The applicants also note that an inconsistency exists between clause 4.3.2 and clause 4.8.9(c) 
of the NEC, whereby the latter provisions could be interpreted as allowing NEMMCO to by 
pass the procedures set out in clause 4.3.2.  
What the interested parties say 

QERU has expressed the concern that the proposed amendment weakens the position of the 
jurisdictional coordinator and thereby prevents the relevant jurisdiction or electricity 
participant within that jurisdiction from effectively managing liability under existing 
contractual arrangements.  It contends that the original intent of the provision was to allow 
jurisdictions to nominate loads that may not be disconnected or reconnected without prior 
consent.   
QERU states that the new provisions require NEMMCO to develop load shedding procedures 
including the threshold frequencies above which each sensitive load should not be 
automatically disconnected.  The previously authorised provisions, however, required that 
those frequencies be nominated by the relevant jurisdiction, subject to agreement (not to be 
unreasonably withheld) from NEMMCO.  This allowed jurisdictions to cover any matching 
obligations they had under existing contractual obligations, while ensuring that the required 
amount of load within the jurisdiction (60 percent of the connected load) was committed to 
the load shedding scheme. 
QERU suggests the NEC be amended to allow the jurisdictions to nominate a power system 
frequency for each load above which the load shall not be automatically disconnected. 
Issues arising from the draft determination 

In the draft determination the Commission imposed the following condition of authorisation. 
C3.2 Clause 4.8.9(c) of the NEC must be amended to remove any inconsistency with 

clause 4.3.2, specifying that NEMMCO must follow the processes set out in 4.3.2 
when acting under the powers conferred under clause 4.8.9(c). 

QERU argues that this condition should be reworded to remove clause 4.8.9(c) and that 
clause 4.8.9(a) be amended to reflect this change, causing NEMMCO to adhere to clause 
4.3.2 (k, l and m). 
Commission considerations 

The original concerns raised by QERU relate to the amendment proposed by the applicants in 
the 28 August 1998 application for authorisation.  On October 20 1998 NECA proposed a 
further amendment to clause 4.3.2 restoring the original intent of the provision, allowing 
jurisdictions to nominate loads which may not be disconnected without prior consent. 
The Commission is satisfied that this proposed amendment addresses the concerns pertaining 
to management of liability under existing contractual arrangements by restoring to the 
jurisdictional coordinator the authority to determine those loads to which supply cannot be 
interrupted or reconnected without prior consent. 
The Commission also notes the applicants submission outlining the inconsistency between 
clause 4.3.2 and 4.8.9(c).  The unintended consequence of clause 4.8.9(c) is that NEMMCO 
may not have to follow the processes set out in clause 4.3.2, however the exact interpretation 
of the clause is ambiguous.  The Commission considers that ambiguity regarding 
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interpretation of the NEC and procedures to be followed increases the costs of compliance 
with the NEC for both NEMMCO and other Code participants.   
QERU’s argument following the pre-determination conference appears to offer one way of 
removing the inconsistency between clause 4.8.9(c) and clause 4.3.2.  However, the 
Commission believes that there are other ways of removing this inconsistency.  Therefore, the 
Commission has decided to retain the condition of authorisation outlined in the draft 
determination.  It is confident that this condition is capable of addressing the problem raised 
by QERU. 
Condition of authorisation 

C3.3  Clause 4.8.9(c) of the NEC must be amended to remove any inconsistency with 
clause 4.3.2, specifying that NEMMCO must follow the processes set out in 4.3.2 
when acting under the powers conferred under clause 4.8.9(c). 

3.7 Typographical errors: reviewable decisions 
The proposed amendment to clause 8.9(c) sets out that decisions or determinations of NECA 
or NEMMCO as the consulting party are reviewable6 in the event that the required NEC 
consultation procedures have not been substantially complied with.  
Issues for the Commission 

Effective consultation procedures and review processes will increase the overall confidence 
in the NEM and hence increase the public benefit of the proposed NEM arrangements.  
What the interested parties say 

FHP raises two concerns regarding the proposed amendment.  Firstly it notes that the 
classification of the proposed amendment as a minor typographical amendment resulted in 
insufficient consultation on the proposed amendment with market participants.  The 
applicants called for comments from market participants on the proposed amendments to the 
NEC prior to their submission to the Commission.  However as the proposed amendment 
pertaining to reviewable decisions was classified as a minor typographical amendment it was 
not included in the draft amendments forwarded to participants.  Consequently FHP feels that 
appropriate consultation on the proposed amendment has not taken place. 
Secondly FHP states that the classification of the proposed amendment as a minor 
typographical amendment is in itself inappropriate as the amendment imposes severe 
restrictions on the Tribunal’s jurisdiction regarding NECA and NEMMCO decisions under 
the NEC.  FHP notes that the proposed amendment arguably restricts the review of decisions 
or determinations by NECA or NEMMCO to instances where correct procedural rules have 
not been complied with and hence constitutes a substantial modification of the NEC’s dispute 
resolution procedures. FHP states that the proposed amendment in addition to limiting 
reviewable decisions has the potential to: 
■  reduce the level of accountability of NECA and NEMMCO; 
■  introduce ambiguity into the NEC as to the meaning of  “substantially complied with”; 

and 
■  undermine the Tribunal’s function as a merit based review body by restricting reviewable 

decisions only to those instances where procedural requirements have not been complied 
with.  

Hazelwood Power notes that the amendment drastically alters the scope of reviewable 
decisions.  Hazelwood Power contends that the classification of the proposed amendment as a 
minor typographical amendment was seriously misleading and deceptive resulting in 

 
6  A reviewable decision is a decision specified in the NEC as reviewable by the National Electricity 

Tribunal. 
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insufficient consultation on the amendment.  Further it states that the amendment narrows the 
range of reviewable decisions considerably from that which participants were lead to believe 
under version 2.2 of the NEC would be the case.  As a consequence Hazelwood is of the 
opinion that the proposed amendment should be returned to NECA for industry consultation 
prior to any authorisation being granted. 
What the applicants say 

The applicants claim that the proposed amendment is a direct response to a condition of 
authorisation imposed by the Commission in the 10 December 1997 authorisation.  The 
amendment is designed to comply with condition C13.13 of the Commission’s 
10 December 1997 determination and is designed to ensure that no decision or determination 
is made without an appropriate consultation process. 
The applicants also note that the proposed amendment actually expands the list of potentially 
reviewable NECA and NEMMCO decisions.  The applicants further note that the 
Commission previously considered and rejected a proposal for an automatic appeals process 
similar to that proposed by the interested parties in its 10 December 1997 determination.  
Issues arising from the draft determination 
In the draft determination, the Commission imposed the following condition of authorisation. 
C3.3 Clause 8.9(c) must be amended as follows: 

Any decision made by NECA or NEMMCO as the consulting party is a 
reviewable decision. 

At the pre-determination conference NECA argued that condition C3.3 is excessive.  It claims 
that the proposed amendment is a direct response to a condition of Commission’s 10 
December 1997 authorisation and is consistent with the objectives of the original 
determination on the NEC and the discussion in the current draft determination.  It suggested 
an alternative wording of the amendment to alleviate the Commission’s concerns. 
The NRF and EUG support the proposed condition of authorisation.  The NRF argues that the 
condition represents a significant advance in ensuring the accountability of NEM institutions 
to market participants.  It argues that an automatic right of appeal, without needing to seek 
judicial review, or establishing whether the issue comes within the ambit of the NEC dispute 
resolution procedures, needs to be ensured. 
Commission considerations  

The Commission considers that an appropriate mechanism for merit based appeals regarding 
the decisions of NECA or NEMMCO needs to be unambiguously provided for in the NEC. 
The absence of such a mechanism undermines effective operation of the consultation process.   
While the proposed amendment ensures that no decision or determination is made without the 
appropriate consultation process being followed, the Commission considers the amendment 
may go beyond this to limit reviewable decisions only to instances where the consultation 
processes of the NEC have not been followed.  This has an effect far greater than that 
intended by the original condition C13.13.  At the very least it appears that the proposed 
amendment creates a degree of ambiguity about what decisions are reviewable and on what 
grounds.  
The Commission acknowledges that there is confusion concerning condition C13.13 of its 10 
December 1997 determination.  The Commission’s intention in imposing this condition was 
not to limit the rights of appeal to those circumstances where the NEC consultation 
procedures were not followed, but to expand the number of reviewable decisions to include 
all those decisions categorised as reviewable at that time and include decisions where 
NEMMCO or NECA acting as consulting parties had not substantially complied with the 
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consultation procedures set out in the NEC.  The Commission has amended condition C3.3 
from that outlined in the draft determination to emphasise this position. 
An automatic right of appeal on the merit of decisions of NECA and NEMMCO as the 
consulting party may impose additional administrative costs on the market. However the 
absence of such an appeals mechanism will impose additional costs of its own. Some market 
participants have raised concerns regarding market governance and the accountability of 
NECA and NEMMCO (refer to section 6.1). The absence of a process for internal appeals on 
the merit of decisions of NECA and NEMMCO as the consulting party serves to reinforce 
such concerns as well as increase the likelihood that substantive issues such as the recovery 
of establishment costs will ultimately be resolved through the courts.  
Conditions of authorisation 

C3.4 Clause 8.9(c) must be deleted and replaced with the following: 
Where NEMMCO or NECA as the consulting party fails to substantially 
comply with clause 8.9 when required to do so, any decision or determination 
purportedly made is a reviewable decision and is of no force or effect.  

3.8 Typographical errors: Other 
The applicants have proposed various amendments to the NEC to correct typographical and 
drafting errors.  With the exception of the amendment to schedule 3.2.2 (discussed below) the 
Commission is satisfied that the proposed amendments clarify the intentions of the NEC and 
do not raise issues for the Commission.  
What the applicants say 

The applicants have proposed an amendment to remove a duplicate reference.  The proposed 
amendment submitted inadvertently failed to delete the duplicate reference.  The applicants 
therefore propose that the Commission impose a condition of authorisation to remove the 
duplicate reference in the amended Schedule 3.2.2. 
Issues arising from the draft determination 

In the draft determination, the Commission imposed the following condition of authorisation. 
C3.4 The NEC must be amended such that the general equation in Schedule 3.2.2 of 

the NEC reads: 
α1∆P1 + α2∆P2 + α3∆P3 + α4∆P4 + α5∆P5……….+ αn∆Pn = 0               (2) 

NEMMCO argues, however, that the equation proposed does not specifically include the 
regional reference node to which all intra-regional loss factors are referred.  NEMMCO 
therefore recommends that the equation be changed to: 
α1 ∆P1 + α2 ∆P2+ α3 ∆P3+ α4 ∆P4+ α5 ∆P5 ... + ∆Pr  ... + αn ∆Pn = 0     (2) 
Where connection point r is defined as the reference node and assigned an α of unity. 
Commission considerations 

The Commission notes NEMMCO’s suggested change to condition C3.4 in the draft 
determination and accepts the proposed change. 
Condition of authorisation 

C3.5 The NEC must be amended such that the general equation in Schedule 3.2.2 of 
the NEC reads: 
α1 ∆P1 + α2 ∆P2+ α3 ∆P3+ α4 ∆P4+ α5 ∆P5 ... + ∆Pr  ... + αn ∆Pn = 0     (2)  
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4. Changes to the national electricity market access code 

The applicants have submitted amendments to the NEC for authorisation, in response to the 
Commission’s decision regarding the NEM access code.  These changes have already been 
accepted as part of the NEM access code, in the Commission’s decision of 30 September 
1998.  Interested parties have also raised concerns regarding aspects of the NEM access code 
and these are also addressed below. 

4.1 Ring-fencing 
The proposed amendments to Chapter 6 – Part G, clause 6.20 of the NEC introduce a set of 
guidelines for establishing ring-fencing provisions. 
The proposed guidelines provide for accounting and functional separation of the contestable 
and non-contestable transmission and distribution services of an NSP.  The guidelines also 
consider the need for limitations in information flows between the contestable and non-
contestable services provided by NSPs as well as limitations in the flow of information 
between NSPs and any other person.  Consideration is also given to the allocation of costs 
between contestable and non-contestable services. 
The proposed amendments allow for the ring-fencing guidelines to be developed by the 
Commission. 
Issues for the Commission 

Effective ring-fencing provisions will reduce the potential for anti-competitive conduct on the 
part of market participants.  Such anti-competitive conduct could take the form of cross 
subsidisation from prescribed services to other services provided by an NSP.  Further without 
adequate ring-fencing provision there is potential for the flow of information between an 
NSP’s contestable and non-contestable services.  Such information flows could have an anti-
competitive effect in the markets for contestable services.  
What the applicants say 

The applicants note that the proposed amendments are designed to provide information about 
the scope of the ring-fencing arrangements to be developed by the Commission.  The 
guidelines are intended to remove some of the uncertainty in anticipation of the 
Commission’s consideration of the issue. 
What the interested parties say 

The Australian Greenhouse Office states that the ring-fencing guidelines should be extended 
further so as to separate the distribution and retail functions of NSPs.  It is claimed such a 
change would eliminate the possibility of retail subsidiaries distorting market signals by 
offering discounted services to increase consumption with the aim of increasing revenue to 
the distributor. 
The EUG considers that effective ring-fencing guidelines require the ownership separation of 
retail and distribution businesses.  The EUG submits that at the very least legal separation of 
otherwise conflicting activities is necessary.  The EUG also stresses the need for effective 
consultation with all effected parties in the development of the guidelines.  
The BCA/ERT contends that the need to implement effective ring-fencing arrangements is a 
matter of considerable urgency.  Further the BCA/ERT notes that a model for ring-fencing 
arrangements already exists in the form of Clause 4.1 of the National Third Party Access 
Code for Natural Gas Pipelines.  
Issues arising from the draft determination 
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At the pre-determination conference, Transgrid noted that the ring-fencing guidelines 
outlined in the Commission’s Draft Statement of Principles for the Regulation of 
Transmission Revenues give the Commission a fair amount of power.7 
Pacific Power strongly supports the concept of the accounting and functional separation of 
distribution and retail functions as proposed by the Australian Greenhouse Office. 
The Australian Gas Association (AGA) Gas Retailers Committee’s submission argues that 
ring-fencing arrangements in electricity are a long way behind those in gas.  It contends that 
current ring-fencing arrangements are a significant point of difference between the electricity 
and gas industries, and are a matter of serious concern to the members of the AGA.  The 
AGA submits that service providers in the electricity and gas industries should be subject to 
consistent ring-fencing obligations.  The AGA also contends that the amended NEC should 
not be authorised unless clause 6.20 is amended to set a new date for establishing ring-
fencing obligations for the electricity industry and a strict timetable for service providers to 
comply with obligations is set. 
The EUG views the proposals put forward for authorisation as inadequate and strongly 
supports the Commission’s further consideration of this matter in the development of national 
ring-fencing guidelines. 
Commission considerations 

Part G, clause 6.20 of the NEC requires the Commission to develop ring-fencing guidelines 
for the accounting and functional separation of the provision of prescribed services from the 
provision of other services by transmission network service providers (TNSP).  The 
Commission notes the concerns that ring-fencing arrangements in electricity are lagging 
behind those in gas.  However the Commission, in consultation with the jurisdictional 
regulators, is currently developing its ring-fencing guidelines.  The final version of these ring-
fencing guidelines will be released shortly. 
While the points raised by the AGA Gas Retailers Committee are understandable, the NEC 
leaves the detailed application of ring-fencing guidelines in the hands of industry regulators.  
The Commission is keen to finalise its ring-fencing requirements so that transmission 
networks can implement them, as required, in the near future.  The relatively “pristine” state 
of transmission networks should see the implementation of any ring-fencing requirements as 
relatively straightforward. 
However, there are more significant issues associated with distribution businesses and the 
Commission agrees with the AGA Gas Retailers Committee that it would be desirable for 
state regulators to move as quickly as possible to implement ring-fencing requirements 
appropriate for those businesses. 
The Commission also notes the concerns about separation of retail and distribution functions 
of NSPs.  However this is an issue for each of the participating jurisdictions and their 
regulators, and is beyond the scope of this authorisation. 

4.2 Embedded generators 
The proposed amendment addresses the issue of the determination of amounts passed through 
to embedded generators for avoided transmission use of system (TUOS) charges.  It specifies 
that the NSP and generator must negotiate in good faith to establish amounts passed through 
to the generator for avoided TUOS charges that would otherwise have been payable by the 
NSP if the embedded generator was not connected to the distribution network.  The 
amendment also specifies the manner in which any such payments are to be recovered. 

 
7  The Draft Statement of Principles for the Regulation of Transmission Revenues was released on 19 May 

1999.  Copies are available from the Commission’s website (http://www.accc.gov.au) 



 25 

Issues for the Commission 

At issue is whether the proposed changes will enhance the public benefits of the NEM, 
specifically by encouraging generators in the economic bypassing of transmission networks 
in favour of direct connection with a distribution network.  
What the applicants say 

The applicants note the proposed change is designed to clarify the intent of the pass through 
provision by clearly identifying the relevant charges payable by generators and requiring any 
reduction in transmission network charges to be passed through to embedded generators. 
What the interested parties say 

Hazelwood Power and the Australian Greenhouse Office have expressed concerns that clause 
5.5(f)(3) of the NEC needs to be strengthened to remove ambiguities.  Hazelwood Power 
contends that the clause as written will not lead to an efficient market outcome as the 
allocation of TUOS charges may be too simplistic and fail to properly evaluate and reward 
the effect of embedded generators. 
Hazelwood Power proposes that the NEC be amended to provide for changes in TUOS 
charges reflective of the reduction in transmission system costs due to the operation of an 
embedded generator. 
The ACA submission also supports the arguments of Hazelwood Power and suggests that the 
NEC be amended to include that: 

Avoided transmission use of system charges are to be calculated on the basis of the transmission use of 
system charges that the Distribution NSP would have paid to the Transmission NSP if the embedded 
generator were not connected and operating. 

Issues arising from the draft determination 

No issues were raised by interested parties on this matter. 

Commission considerations 

The Commission notes that the final report into NECA’s transmission and distribution pricing 
review published in July 1999 (NECA Final Report) discusses the issues raised, including the 
difficulties of negotiations between distribution network service providers (DNSPs) and 
embedded generators.  The NECA Final Report recommends that: 

The full reductions in TUOS charges to DNSPs as a result of a non-scheduled embedded generator locating 
in their area should be passed through to the embedded generator. 

It appears that the issues raised by interested parties, and a number of other matters, have 
been addressed in the final report of NECA’s review of transmission and distribution pricing.  
Given the comprehensive nature of those more recent changes, the Commission will consider 
further the arrangements for embedded generators as part of its assessment of the code 
changes from the NECA review.   

4.3 Other changes to the national electricity market access code 
The applicants have proposed amendments to clause 6.2.5 of the NEC to allow the 
Commission to specify dates by which any information it has the power to request under 
clause 6.2 from transmission owners and NSPs must be provided.  
Further amendments are proposed to the provisions regarding information provision by 
distribution owners and NSPs and disclosure of that information by jurisdictional regulators.  
The amendments establish the same disclosure requirements for NSPs as currently exist for 
distribution owners.  The amendments also increase the range of information the 
jurisdictional regulator is able to obtain from distribution owners and NSPs and modify the 
provisions for disclosure of that information. 
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Issues for the Commission 

Effective network regulation is an important prerequisite for an efficiently functioning NEM. 
The Commission must consider whether the proposed changes will facilitate more efficient 
network regulation and oversight.  
What the applicants say 

The applicants note that the proposed changes to the provisions governing information 
provided by transmission owners and NSPs will enable the Commission to set deadlines by 
which information from participants must be received. 
Changes to the provisions governing information provision by distributors and NSPs and 
disclosure of that information by jurisdictional regulators will mean these provisions will 
mirror those pertaining to transmission owners and NSPs and the Commission.   
Issues arising from the draft determination 

No issues were raised by interested parties on this matter. 
Commission considerations 

The Commission is satisfied that the proposed changes will facilitate improved information 
flows in the performance of regulatory functions and as such improve the overall efficiency 
of the NEM.   

4.4 Deep transmission connection costs 
The ACA raises the issue of payment of deep transmission costs, stating that it is 
inappropriate for new embedded generation to pay to preserve the access of its competitors.   
Issues for the Commission 

Deep transmission connection costs for embedded generators may represent a barrier to entry 
particularly for smaller participants, or prohibit their effective participation in the market.  
Thus connection costs for embedded generators may represent a provision that has the effect 
(or likely effect) of substantially lessening competition in the market, and hence may result in 
a breach of s. 45 of the TPA.  

What the interested parties say 

The ACA has expressed concern that under the existing NEC embedded generation 
proponents may be required to pay “deep transmission costs” even though they do not require 
firm access to the transmission system.  The NEC currently provides that the impact of any 
application to connect on fault lines, line reclosure protocols and stability aspects must be 
determined and the cost associated with this borne by the applicant.  The ACA notes that new 
transmission connected generators are not required to pay for downstream transmission 
augmentation.  The ACA contends that it is inappropriate for new embedded generators to be 
required to pay to preserve access to the transmission network for their competitors and have 
proposed that clause 5.3.5 (f) of the NEC be amended so as to reflect this.  

Issues arising from the draft determination 

The EUG raises the issue of the unequal treatment of distribution and transmission connected 
generation in the NEM, whereby the former pay for deep transmission connection (but make 
limited use of it), while the latter do not (but make substantial use of it).  It argues that this 
situation is inefficient and inequitable. 



 27 

Commission considerations 

The Commission would be concerned if an individual market participant was required to fund 
augmentations which provided shared network benefits.  However, the Commission notes that 
this issue is dealt with in the context of the NECA Transmission and Distribution Pricing 
Review.  Specifically the NECA Final Report states that all beneficiaries of new investment 
in the transmission network should contribute to the costs of that investment, in proportion to 
the estimated share of benefits they derive from the new investment. 
The Commission considers that its current review of the NECA’s transmission and 
distribution pricing code changes is the appropriate forum to progress this issue. 

4.5 Network Access and Pricing 
The BCA/ERT has raised concerns regarding differences in the jurisdictions’ network access 
and pricing proposals, and the impact of the current arrangements on end use customers. 
Issues for the Commission 

To the extent that network pricing arrangements do not provide the right price signals and 
incentives the public benefit of the market reforms are diminished.   
What the interested parties say   
The BCA/ERT contends that government owned NSPs are seeking to capture the benefits of 
competition through network pricing.  Specifically the BCA/ERT states that: 

 under the new regime, network prices being quoted or applied are much higher than 
experienced previously in contracts and tariffs – sometimes by a factor between two and 
three; 

 the NSPs are not negotiating – but simply imposing high and unreasonable network 
prices; 

 the new regime still involves a high degree of averaging and resort to arbitrary allocation 
of costs than previously was the case; 

 some customers taking supply at high voltage are being penalised under the new regime; 
 some customers with high load factors are being penalised under the new regime;  and 
 network service providers are able to report excessive levels of profitability. 

The BCA/ERT suggests that as part of its authorisation process the Commission undertake a 
review of the relative profitability of TNSPs. 
Issues arising from the draft determination 

The EUG’s submission supports these concerns.  It argues that network prices are excessive, 
that different approaches across jurisdictions are not healthy, and that negotiation over 
network charges is virtually non-existent.  It urges the Commission and jurisdictional 
regulators to work more closely and consistently together to deliver a national approach to 
network regulation. 
Commission considerations 

An effective access regime is essential to the realisation, and pass through, of the benefits of 
upstream and downstream competition.  Effective network pricing and regulation proposals 
should be designed to: 

 prevent monopoly rent taking by transmission network owners; and 
 provide effective price signals for the use of existing network facilities and for future 

investment in the network. 
Network pricing is a crucial feature of any access regime and for this reason the Commission 
undertook detailed analysis of the network pricing proposals and issues surrounding it as part 
of its assessment of the NEM access code.  This analysis is discussed in detail in the 
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Commission’s 10 December 1997 determination and 16 September 1998 NEM Access Code 
decision and much of that analysis remains relevant.  The Commission particularly notes the 
concerns of the BCA/ERT regarding the difficulties of negotiating with monopoly service 
providers, and considers that this reinforces the need to explicitly allow for bypass of the 
networks in the provisions of the NEM access code.  Both of these issues have been 
addressed in the NECA Final Report. 
The Commission agrees with the BCA/ERT that the profitability of NSPs is an important 
indicator of the effectiveness of the access regime, which includes the network pricing 
arrangements.  The Commission is progressively taking on the role of transmission network 
revenue regulator in the NEM.  In this context the Commission will review the existing 
network pricing arrangements and the profitability of the each of the TNSPs as they come up 
for review.  However the Commission notes that the NEC clearly indicates that networks are 
entitled to earn a reasonable risk adjusted return on their investments.  Further, the 
Commission notes it is the responsibility of the jurisdictional regulators to ensure that the 
distribution networks do not earn excessive profits so that the benefits of reform can be 
passed on to the end use consumers.  
While the BCA/ERT has raised a number of interesting issues, the Commission is not 
convinced that this authorisation application is the most appropriate place to consider these 
matters.  Consideration of the Code changes arising from the NECA transmission and 
distribution pricing review presents a more appropriate opportunity to explore some of the 
concerns raised, as does the Utility Regulators Forum.  That forum provides an avenue for 
promoting greater consistency in regulatory approaches between jurisdictional regulators and 
the Commission. 
With any new regulatory framework there are bound to be deficiencies and disappointments.  
This in reality reflects the early stage of the market reform process, the level of sophistication 
of the market and the different regulatory and policy drivers at work.  However, over the 
longer term the Commission is confident that the concerns raised by groups such as the 
BCA/ERT will be addressed.  The Commission is committed to encouraging the market, 
policy makers and interested parties to continue the commitment to the reform of ESI and to 
make the NEM work efficiently and effectively in the interests of all. 
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5. Transitional derogations 

The purpose of jurisdictional derogations is to enable NEC participants to effect an orderly 
transition to the provisions of the NEC from State and Territory based arrangements.  They 
also provide specific exemptions from the NEC for pre-existing arrangements, which the 
jurisdictions have determined must continue beyond a specific transitional period.  
The Commission has substantial concerns in relation to jurisdictional derogations.  While 
such derogations may possibly be construed to be in the public interest on the basis of social 
welfare and State development concerns, the Commission believes that a uniform approach to 
the regulation of the NEM will be central to the effective development of a fully integrated 
electricity market in southern and eastern Australia.  Indeed, the various jurisdictions have 
devoted considerable time to developing the NEC in order to achieve uniformity and it would 
be disappointing to see such efforts wasted. 
In its initial authorisation of the NEC, the Commission expressed concerns that transitional 
arrangements may become entrenched and prevent the development of alternative market 
based solutions to the transitional problems the derogations are designed to overcome being 
developed.  These concerns remain and have increased with the number of applications for 
additional jurisdictional derogations.  The Commission reiterates that the purpose of 
jurisdictional derogations should be to facilitate transition to the NEC arrangements, rather 
than entrench existing market structures or rules divergent from the principles of the NEM. 

5.1 Queensland spot price determination (rate of change constraints and 
settlement) derogation 

The proposed derogation seeks to address the issue of market prices in dispatch periods where 
generators are rate of change (ROC) constrained in a period of increasing load.  That is, 
periods where the generator’s ability to increase its output (its ramp rate) is not sufficient to 
match the increase in load.  In such circumstances higher cost generation plant is dispatched 
to meet the ROC requirement.  It is proposed that in such instances market price would be set 
ignoring ramping constraints.  Plant operated to satisfy the increase in load would be paid 
their bid price only for that volume of output generated in response to the change in demand, 
rather than for the plant’s entire output in the dispatch period. 
The proposed amendment is in line with changes instituted in the Queensland Interim Market 
on 31 March 1998.  The proposed derogation if granted will cease on the earlier of 
interconnection with NSW or 31 December 2002.8  
The Queensland derogations originally submitted also included a derogation which restricted 
the ability of generators to reduce the amount of capacity offered into the market or move the 
capacity offered from a lower price band to a higher price band within three trading intervals 
(90 minutes) before the relevant dispatch.  However, this derogation was withdrawn in 
August 1999.  Market operation suggested that the rebidding restrictions served to undermine 
market efficiency in the Queensland region. 
Issues for the Commission 

The proposed derogation may be considered to: 
 be a price fixing arrangement, to the extent participants are employing formulae that may 

have the effect of fixing or controlling the price of electricity in a region;  and 

 
8  The interconnection date is defined as that date at which interconnection is capable of continuously 

transferring at least 300MW between New South Wales and Queensland. 
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 introduce impediments to the operation of the NEM potentially distorting price and 
investment signals in the market.  

What the applicants9 say 

QERU notes that the aim of the proposed derogation is to prevent generators who are able to 
raise output quickly enough to meet rapid changes in demand from setting the price for the 
whole market.  At times when cheaper plant is unable to raise output fast enough to meet 
demand and more expensive flexible plant is used instead, QERU argues the price should be 
set by the bids ignoring ramping constraints. 
QERU argues that without the proposed derogation generators that are able to ramp up 
quickly will have market power.  QERU contends that the market power concerns are 
particularly relevant to the Queensland region where only a small number of generators can 
satisfy rapid ROC requirements.  
Further QERU contends without the proposed derogation the incentive for other generators to 
invest in flexible plant is diminished, as fewer flexible plants makes it easier to maintain high 
pool prices, which benefit all generators.  QERU also argues that any new entrant to the 
market would be best served by investing in inflexible plant thereby maintaining high pool 
prices.   
QERU also notes that without the proposed derogation there will be more price spikes in the 
market thus raising the risks in power trading and consequently premiums on hedging 
contracts and customer prices. 
QERU states that the proposed derogation addresses these concerns and will remove 
incentives for anti-competitive behaviour, result in more efficient pricing signals and 
encourage investment in flexible plant. 
QERU argues that the public benefit of this arrangement is that the separation of the energy 
market from the market for flexibility produces efficient pricing signals to both customers 
and generators.  This improved efficiency arises because the derogation overcomes an 
inherent defect of the market design that promotes monopoly conditions under certain 
conditions.  The incentives produced by this arrangement promote competition for both 
energy and flexibility.  Remunerating flexibility and penalising inflexibility will promote 
efficient investment in flexibility.  
QERU also proposes minor typographical changes to the derogation to remove any ambiguity 
as to the meaning of ramp rate constraints.  It is noted that whilst the term ramp rate 
constraint is referred to in the NEC at no point in the NEC is it defined.  It is proposed that all 
references to the term “ramp rate constraints” be amended to “specified maximum upwards 
ramp rate”.  A further minor amendment is proposed to clarify the meaning of the term “rate 
of change dispatch interval”. 
What the interested parties say   
The Commission received 15 submissions regarding spot price determination and ramp rate 
inflexibilities.  All submissions, with two exceptions,10 opposed the derogation.  
Several submissions question the assumptions underlying the rationale for proposing the 
derogation. 
CS Energy argues that assertions of market power are not aligned with actual data.  In support 
they offer that the most responsive plant in the Queensland market (Wivenhoe) is setting 

 
9  NECA and NEMMCO are the applicants, however, in the case of State based derogations NECA and 

NEMMCO simply act as a conduit for the derogations.  For this reason, the Queensland Department of 
Mines and Energy, Electricity Reform Unit has been treated as if it was the applicant, rather than NECA and 
NEMMCO. 

10  The EUG supported the derogation whilst the Queensland Department of Mines and Energy, Electricity 
Reform Unit supported the derogation subject to minor typographical amendments. 
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ramp constrained prices less than 0.5 percent of the time.  Further CS Energy notes that ex-
post modifications of pool prices under the ROC constraint have not been caused solely by 
inability of plants to change output but have also been caused by problems in the dispatch 
process.  
NRG Asia Pacific argues that while only a small number of plants are presently capable of 
competing in the “flexible plant market” others will enter this market provided the 
appropriate market incentives are available.  Delta Energy contend that ramp rates are a 
natural characteristic of the physical market and to try to eliminate their influence on spot 
price is distortionary and will discourage the investment in plant which would be required to 
address such an issue.  
Stanwell argues that incentives for generators to increase flexibility already exist in the 
Queensland market.  In particular negative price spikes provide the incentive for generators to 
invest in more flexible plant not only to reduce the incidence of such spikes but also minimise 
output at times when price is forced to uneconomical levels. 
NRG Asia Pacific also responds to the argument that generators will tend not to invest in fast 
response plant because it will result in lower prices being received by the rest of the plant in 
their portfolio.  It claims that this argument is not applicable to new entrants who have no 
existing portfolio. 
Edison Mission Energy (EME) claims that upward of ten new entrants are currently assessing 
opportunities to invest in Queensland alone but new entry at the peak end of the market will 
only occur if the economic signals (prices) are transparently provided to the market place.  
EME states that if the proposed derogation is authorised, the cost of fast response rate of 
change will be less transparent with existing participants having access to better information 
than potential new entrants – potentially enshrining the current problem.  
Market efficiency 

Several parties11 have noted that implementation of the rules specified in this derogation has 
greatly increased uncertainty in the Queensland market as prices are subject to revision ex-
post.  Further participants have no way of knowing in which periods prices will be revised 
downwards ex-post.  Hence there is great uncertainty within the market as to how to respond 
to pool prices and consequential reductions in market efficiency. 
Many submissions12 also note that separating pricing and dispatch, as well as distorting 
market signals, violates one of the fundamental market design principles of consistency 
between central dispatch and pricing. 
The Snowy Mountains Hydro-Electric Authority, citing the problems in the England and 
Wales pool identified in the formative stages of the NEM design process, argues that once 
this consistency between pricing and dispatch is removed gaming opportunities are created 
and that any desire for a quick fix by regulators will compound the problem.  Stanwell 
contends that generators are effectively paid a bonus for creating ROC constrained events.  
Further Stanwell speculates that tacit collusion could evolve whereby generators take turns at 
creating ROC constrained events.  Apart from the intended result of eliciting bonuses for 
creating ROC constrained events an additional consequence of such actions may be to raise 
barriers to potential entrants due to the fact that published spot prices could be well below the 
actual price paid, thereby sending distorted signals as to profitability in the market.  EME 
notes that as the generator subject to the constraint is the only entity aware that the constraint 
will apply in advance, this information asymmetry provides opportunities for gaming. 

 
11  Edison Mission Energy, NRG Asia Pacific and Tarong Energy. 
12  C S Energy, Loy Yang Power, NRG Asia Pacific, Queensland Transitional Power Trading Corporation, 

Snowy Mountains Hydro Electric Authority and Tarong Energy. 
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CS Energy notes that under the derogation retailers have incentives to increase loads in a 
steep profile to create ROC constrained events as pool prices would then be artificially 
lowered ex-post.  Similarly as the derogation applies asymmetrically retailers also have 
incentives to decrease loads in a steep profile as the associated dip in the pool price will not 
be revised upwards. 
Loy Yang Power notes that the response of market participants to this inconsistency is likely 
to decrease market efficiency and the false market signals sent are also likely to influence the 
responses of potential new entrants. 
The Queensland Transitional Power Trading Corporation (QTPTC)13 notes that the 
decoupling of pricing and dispatch exposes generators to an element of risk over which they 
have no control.  Stanwell notes there are practical difficulties in risk management where 
multiple prices prevail and hedging against price fluctuations in order to manage risk 
becomes impossible.  NRG Asia Pacific contends that only in a market free from intervention 
will the appropriate hedging mechanisms to protect participants develop.  Delta Electricity 
further notes that as well as the implications for the physical and financial markets bought 
about due to uncertainty on prices, such ambiguity also complicates the settlement process, 
thereby adversely affecting the development of a stable, efficient market. 
Asymmetric application 
Several submissions note that the derogation is an asymmetric application of market rules in 
that it applies only to increases in demand, not decreases.  Whilst prices are revised down in 
the event of a price spike bought about by a rapid increase in demand there is no such 
upwards revision in prices in the event of a negative price spike resulting from a sudden 
decrease in demand.  
Several participants also express reservations about the derogation on the grounds that the 
NEM was developed based on a uniform set of rules across jurisdictions.  Loy Yang Power 
and Delta Energy note that the market distortions created by the derogation will spread 
beyond the Queensland market when the Transenergie Australia -  Northpower 
interconnector, which will link Queensland and New South Wales, is commissioned.  
NRG Asia Pacific has expressed concerns as a national generator that under the derogation it 
will forced to operate under different sets of market rules in different jurisdictions. 
The EUG considers that the derogation is necessary given the structural weaknesses in the 
Queensland market at present. The EUG would however like to see the structural problems of 
the Queensland market (lack of generator and retail competition, generators with fast start 
plant being able to set the price for the entire market) corrected before further derogations are 
approved. 
Ergon Energy considers the derogation is necessary in the current market environment due to 
technical constraints faced by some plants. 
Issues arising from the draft determination 
In the draft determination, the Commission imposed the following condition of authorisation. 
C5.1 Clauses 9.35.6A and 9.35.9 must be deleted from the NEC. 

At the pre-determination conference and in its subsequent submission, QERU argues strongly 
that this condition will impose unnecessary costs on consumers because existing generators 
have removed the flexibility response from their plant.   
QERU contends that it is useful to consider both commodity and flexibility markets.  If a 
generating unit does not provide flexibility it should not be paid for it.  It claimed that the 
NEM rules provide an incentive for plants with reduced flexibility to remain inflexible and 

 
13  In July 1999, the QTPTC became the Queensland Power Trading Corporation. 
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allow the flexibility to be provided by plant whose bid is higher and who, by the nature of the 
dispatch algorithm, would be dispatched sooner than otherwise.  
QERU claims that application of these rules means that consumers are charged more for 
energy than generators are entitled to receive, and this removes the incentive for existing 
generators to improve flexibility of their plant.  Therefore, QERU argues that removal of the 
rule would introduce an anti-competitive element into the Queensland market, would cost 
customers enormously, and would remove a significantly important investment signal in the 
market. 
Further, QERU notes that NECA’s review into the operation of the ROC rule, which was 
required by the Commission as a condition of interim authorisation, has not been released.  It 
argues that the latter condition cuts across the NECA reporting requirements previously 
imposed by the Commission. 
QERU and NEMMCO also indicated that the reference to clause 9.35.9 in condition C5.1 
should be to clause 9.35.9(f).  It is argued that removal of all of clause 9.35.9 leaves a 
considerable hole in the market. 
Boral Energy supports the Commission’s condition requiring the deletion of the derogation. 
As owner and operator of the new Roma Power Station, Boral argues that the proposed 
derogation undermines not only Boral’s commercial decision, but also investor confidence in 
general in the Queensland market, and potentially in the broader national market. 
Boral claims that the derogation intends to preserve the price signals at the time of dispatch, 
but to retrospectively alter pricing for settlement of electricity dispatched in response to those 
signals.  This distortion in the market undermines any party’s ability to act on the price 
signals with any certainty when the market requires that action. 
Boral also believes that QERU’s argument is spurious and ignores the fundamental structure 
of the NEM, which provides pricing signals so that the market may develop solutions to the 
needs of the market. 
Pacific Power strongly opposes the derogation, arguing that Queensland electricity market 
development would be best pursued if Queensland subscribed to the NEC in its entirety.   
The EUG comments that the proposed derogation would help mitigate the impact of market 
power, albeit with some distortionary consequences.  It expresses concern that the lack of 
competition and entry of new independent players in Queensland generation is forcing 
customers to pay higher prices. 
The BCA/ERT claims that problems with high spot prices in Queensland reflect a lack of 
market monitoring.  It added that the derogation may not have achieved its intended purpose. 
Commission considerations 

The Commission notes the concerns of the applicants regarding the potential market power of 
some generator participants in the Queensland region, at times when rapid loading of 
generators is required to meet demand increases.  However, despite the arguments forwarded 
by QERU in its submission following the pre-determination conference, it is not clear to the 
Commission that the derogation has been effective in mitigating the concerns raised by the 
applicants. 
Market power 

Generators may receive high prices either as the result of exercising market power or by 
being dispatched in the market at a time when available capacity barely meets demand.  
Therefore, high prices may be the outcome of dispatch conditions and the market rules rather 
than any attempt by generators to use their market power. 
From the information provided by the applicants it appears that there is currently a limited 
number of competitors in the rapid loading generation sector of the industry in Queensland 
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and hence those generators with such capability have the ability to set the marginal price at 
times when that capability is required.  While the commissioning of the Transenergie 
Australia – Northpower Directlink interconnector may make some contribution to ramp rate 
capacity available in Queensland, there will remain concerns about the exercise of market 
power to the detriment of competitors, or the market in general. 
The information provided by QERU does not clearly document the incidences of flexible 
plant using their market power, and the Commission notes CS Energy’s comment that the 
most flexible plant (Wivenhoe) has rarely set ramp rate constrained prices.   
The impact of ROC constraints will affect market customers (to the extent of their exposure 
to spot prices) through the incidence of price spikes.  However the Commission considers that 
a price spike of itself does not necessarily indicate a market failure or an abuse of market 
power.  
Investment signals 

The Commission notes the opposing arguments of QERU and many of the interested parties 
regarding the likely impact of this derogation on future investment in generation in 
Queensland.  QERU contends that investment in flexible plant will be diminished unless the 
derogation is in place, as all generators will benefit from the high spot prices incurred at times 
of rapid loading.   
However, interested parties argue that the derogation will reduce investment in flexible plant 
as the derogation distorts the price signals seen by new entrants. 
The Commission considers that the size and duration of price spikes will influence 
investment decisions regarding high cost (flexible) generation opportunities.  In general it is 
expected that there would be more investment in high cost plant where there are more (and 
higher) price spikes than otherwise.  Therefore to the extent that the derogation mutes these 
price signals it may result in less investment in higher cost generation than otherwise.  
If the applicants’ claims that in the absence of the derogation there is a perverse incentive 
effect14, potential investors in flexible (rapid loading) generation plant will defer their 
investment (if they already own existing plant) or alter the nature of their investment to less 
flexible plant.  The Commission considers that such decisions are only likely if potential 
investors are confident that other investors are not likely to enter the market in the near term.  
Any new investor will benefit from entering the market sooner rather than later, so that they 
can take advantage of the lack of competitors for the provision of rapid loading services.  
Therefore the Commission considers it unlikely that the existence of possible price spikes at 
times of rapid demand increases will deter investment in flexible generation plant.  
Subsequent to the pre-determination conference QERU’s concerns have largely focused on 
existing generators increasing the flexibility of their plant.  QERU notes that the ROC rule is 
not a rule to encourage investment in new peaking plant, but flexibility in existing plant.  
QERU, however, has not provided evidence that operation of the derogation to date has led to 
increased flexibility of existing generators.  There would also appear to be a limited extent to 
which existing plant can increase their flexibility. 
The derogation, however, appears to have had a definite impact on new investment in peaking 
plant.  The Commission notes the argument of QERU that those not providing flexibility 
should not be paid for it.  Boral Energy’s experience as a new generator in Queensland would 
appear to indicate that plant may provide flexibility and still not be rewarded for it.   
Moreover to the extent that the derogation discourages investment in new peaking plant, it 
violates one of the fundamental premises underlying the NEM – that investment in generation 
is not distorted by restrictions that favour one generator over another. 

 
14  That is in the absence of the derogation there is no incentive to invest in flexible plant. 
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Market efficiency 

The Commission notes that problems associated with the dispatch of flexible generation plant 
significantly reduce the effectiveness of information presented to the market in terms of 
forecast price and reserve levels.  Under these conditions, the ability of the market to find an 
efficient solution using the information presented is seriously compromised. 
Market efficiency is also compromised by the separation of price from the dispatch outcomes.  
Decoupling of pricing and dispatch distorts market signals and increases uncertainty in the 
market as to how to respond to pool prices as prices are subject to revision ex-post.  The 
Commission also notes that this may become an issue when the Transenergie Australia – 
Northpower interconnector is commissioned.  The price differential between the Queensland 
and New South Wales regions, so fundamental to the operation of the interconnector, may be 
minimised due to the ex-post adjustment of Queensland region prices.  This sends poor 
signals to the market, which may result in an inefficient use of the interconnector.  Further, 
this may make the interconnector a less effective tool in overcoming the ROC constraint 
problem in Queensland. 
As noted above, the Commission also has concerns about the NEM operating under different 
pricing and dispatch rules in different regions.  This, once again, becomes a particularly 
pertinent issue when the Transenergie Australia – Northpower interconnector is 
commissioned.  Such arrangements greatly add to the complexity of the NEM.  
The Commission also believes that there are doubts as to whether the derogation efficiently 
addresses any market power concerns that may be present.  Indeed the Commission believes 
that, by discouraging new investment in peaking plant and potentially leading to an 
inefficient use of the Transenergie – Northpower interconnector, this derogation may 
entrench any market power problem that does exist. 
The Commission is not currently convinced that the arrangements produce the benefits 
claimed, or address the concerns revised by the applicants. 
Indeed, if the applicants believe there is a real issue concerning ROC, then it would be better 
explored in the context of a separate market for flexibility that does not distort the existing 
energy market.  Such a market would have NEM wide application and perhaps could be 
explored by NECA in the context of its current investigations into the development of the 
wholesale energy market. 
In conclusion, the Commission understands the arguments put forward in favour of the 
derogation but believes that the proposed solution is potentially more distorting than the risk 
of particular generators taking advantage of ROC constraints.  If there remains a real but 
residual risk of the Queensland regional price peaking due solely to ramp rate constraints, 
then this may be better resolved in the short term through ancillary service style contracts 
with flexible generators.  In the longer term, any substantial concerns should be addressed in 
the NEM as a whole through the exploration of a market for flexibility which operates along 
side the energy only market. 
The Commission does accept that only clause 9.35.9F, rather than clause 9.35.9, in addition 
to clause 9.35.6A, needs to be deleted from the NEC to achieve its objective.  
Finally, the Commission notes QERU’s concerns over NECA’s failure to release the report 
into the operation of the ROC rule.  If NECA believes that the report’s findings warrant the 
retention of this derogation, the Commission invites NECA to bring this issue back to the 
Commission for further consideration. 
Condition of authorisation 

C5.1 Clauses 9.35.6A and 9.35.9F must be deleted from the NEC. 

5.2 South Australian derogations 
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5.2.1 Definition of Jurisdictional Regulator for South Australia 
The South Australian government has proposed a derogation that defines the South Australian 
jurisdictional regulator as a person authorised by South Australia to undertake one or more 
functions assigned to a jurisdictional regulator in the NEC within South Australia. 
Issue for the Commission 

The Commission is concerned about the independence of jurisdictional regulators from 
government, as the ability of government to influence the decisions of a jurisdictional 
regulator will detract from the public benefits of the NEM arrangements. 
What the applicants15 say 

The South Australian Department of Treasury and Finance, Electricity Reform and Sales Unit 
(SAERSU) states that this derogation enables the State to appoint separate persons to fulfil 
the various functions of the jurisdictional regulator.  SAERSU notes the South Australian 
government has established a technical regulator and a pricing regulator to fulfil some of the 
functions of the jurisdictional regulator. 
What interested parties say 

The BCA/ERT and the EUG express concern that the jurisdictional regulator in South 
Australia may be directed by a Minister and, thus, will not be independent of the government.   
Issues arising from the draft determination 

In its submission following the pre-determination conference, the EUG argues that the South 
Australian Independent Industry Regulator (SAIIR) should be a single regulator with powers 
over both prices and service standards. 
Further, the EUG raises concern over the interim appointment of the South Australian 
Treasurer as regulator, given that the Treasurer is centrally involved in arranging for long 
term leasing of the South Australian electricity assets. 
Commission considerations 

The Commission notes the concerns raised by the BCA/ERT and the EUG over the 
independence of the jurisdictional regulator in South Australia.  The Commission considers 
that these concerns have been addressed with the passing of the Independent Industry 
Regulator Act 1999 (SA) in August 1999 and particularly the subsequent appointment of the 
SAIIR in October 1999. 

5.2.2 Transmission and Distribution Loss Factors  
South Australia proposes to amend clauses 9.27.1 and 9.27.2 of the NEC to extend the 
authority of the State body to determine intra-regional transmission loss factors and 
distribution loss factors from 31 December 2000 until 31 December 2002.  
Issues for the Commission 

These provisions could amount to an arrangement that has the purpose, or is likely to have the 
effect, of fixing or controlling the price of electricity traded in the wholesale market. 
To the extent that the national arrangements provide efficient signals, this derogation may be 
anti-competitive in that it results in price distortion between final consumers, impacting on 
market efficiency. 

 
15  NECA and NEMMCO are the applicants, however, in the case of State based derogations NECA and 

NEMMCO simply act as a conduit for the derogations.  For this reason, the South Australian Department of 
Treasury and Finance, Electricity Reform and Sales Unit has been treated as if it were the applicant, rather 
than NECA and NEMMCO. 
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What the applicants say 

SAERSU notes that this derogation amends an existing derogation that exerted State control 
over intra-regional transmission and distribution loss factors until 31 December 2000. 
Issues arising from the draft determination 

The EUG’s submission following the draft determination notes that it has opposed similar 
derogations in New South Wales and Victoria and is also opposed to the proposed South 
Australian derogation, because of the problems associated with state determined loss factors.  
The EUG did, however, welcome the fact that the duration of this derogation had been 
shortened from that originally outlined.  
Commission considerations 

This derogation is similar to derogations for Victoria and New South Wales.  In each case, a 
State body may determine intra-regional distribution and transmission loss factors for a 
transition period. 
The Commission noted in its 10 December 1997 determination that State determined intra-
regional loss factors may be anti-competitive in that they result in price distortions between 
final consumers, impacting on market efficiency and distorting locational price signals.  The 
Commission notes that various parties indicated that distorted price signals could create 
barriers to entry for cogeneration and embedded generation, impact on electricity trade into 
and out of the South Australian region, cross subsidise rural electricity consumers at the 
expense of urban ones and lead to inappropriate investments.  These distortions may lead to 
higher electricity prices in South Australia than would otherwise be the case.   
However the Commission notes that South Australia originally planned to derogate a two 
staged transition process regarding the determination of loss factors, but the Commission’s 
10 December 1997 determination imposed a condition of authorisation that had the effect of 
truncating the transition period.  SAERSU now argues that the original two stage proposal is 
not necessary, in the light of the shortened transition period and hence have altered the 
derogation to a single step process lasting until 31 December 2002.  Thus while the 
Commission acknowledges that state based determination of loss factors may impact on the 
overall public benefit, it considers that such arrangements in South Australia are not 
inappropriate for a transition period.  

5.2.3 Power System Security Support  
NEMMCO has yet to define standards, protocols and requirements for power system security 
support, that is the standards for communication functions with respect to its system control 
and data acquisition systems.  Clause 4.11 of the NEC specifies that until NEMMCO 
develops these standards the NSPs must maintain all communications facilities and systems 
in place at market start at the same level of performance and functionality as they had over 
the preceding 12 months.  
This derogation sets out that the standards and protocols applying to, and the communication 
facilities and monitoring equipment utilised by, South Australian networks at the time of 
market commencement will be deemed to satisfy the standards, protocols and requirements 
determined, advised or nominated by NEMMCO until the earlier of 31 December 2002, or 
the date when NEMMCO and South Australian NSPs agree on such define standards, 
protocols and requirements.   
Issue for the Commission 

The issue for the Commission is whether there are decreased public benefits of the market 
arrangements due to not having all jurisdictions apply the same standards, protocols and 
requirements for power system security support. 
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What the applicants say 

SAERSU states this derogation deems the standards and protocols applying to 
communication facilities and monitoring equipment used by South Australian TNSPs at the 
time of market start to satisfy NEMMCO standards, protocols and requirements. 
SAERSU argues that this derogation is intended to provide an adequate transition period to 
achieve the required standards for power system security support and to achieve a consensus 
that TNSPs will be responsible for certain functions involving these standards.  
What the interested parties say 

The BCA/ERT is concerned that the proposed derogation places burdens on new entrants into 
the South Australian generation market, as new generators may have to pay the costs of 
rectifying sub-standard facilities and poor system performance. 
The EUG says that this derogation should be terminated once NEMMCO has addressed the 
issues unless there are significant and demonstrated costs. 
ElectraNet SA expresses concern about having to pay a possible $5 to $6million to build an 
additional system control centre if the standards require that level of redundancy.  It does not 
know if the entire control centre will have to be replicated or if only duplicate elements of the 
communications station will be required.  In addition, officials are also concerned that the 
responsibility for the carriage of communications signals has not been resolved. 
Issues arising from the draft determination 

In the draft determination, the Commission imposed the following condition of authorisation. 
C5.2 Clause 9.27A.1 must be deleted from the NEC. 

SAERSU accepted this condition of authorisation provided that if NEMMCO introduces 
system security support standards which require South Australia or Electra Net to incur 
material initial compliance costs, the Commission will give favourable consideration to the 
authorisation of a derogation in similar terms for a transitional period. 
The EUG supported the Commission’s condition of authorisation. 
Commission considerations 

According to NEMMCO, the standards relate to communicating vital system information 
from generators (and other market participants) to the NEMMCO control centre.  If the 
information cannot be received, NEMMCO may not be able to dispatch generation units – 
and prices might, therefore, be higher than optimal.  It appears that maintaining 
communication equipment to these standards is essential to the proper functioning of the 
NEM.  However, since the standards have not yet been determined, South Australia cannot 
know what, if any, costs are involved in meeting the standards. 
The Commission notes that no changes to the standards currently applying will be required 
until NEMMCO defines a new set of standards.  Further the new arrangements will be 
determined by NEMMCO using the Code consultation procedures.  
The Commission also notes that as NEMMCO has not yet defined its standards, protocols and 
requirements for power system security support it is unknown at this time whether the 
NEMMCO standards will differ from those currently in place in South Australia.  Further the 
Commission considers that the operation of the NEM may be jeopardised if power system 
security support standards are not met by all jurisdictions.  Thus the Commission considers 
this derogation is unnecessary at this time.  When NEMMCO promulgates its standards, 
protocols and requirements for power system security support the South Australian 
government should then consider the likely cost implications of compliance or non-
compliance before deciding on whether to derogate from the NEMMCO standards.  The 
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Commission cannot, however, pre-empt consideration of such a derogation in the manner 
suggested by SAERSU.   
Condition of authorisation 

C5.2 Clause 9.27A.1 must be deleted from the NEC. 

5.2.4 Nomenclature Standards 
This derogation allows the South Australian TNSP additional time to adopt NEMMCO’s 
standard terminology for use in South Australian networks.  The nomenclature standards are 
for numbering, terminology and abbreviations used on transmission system apparatus 
nameplates, technical drawings and documentation. Under this derogation, current 
nomenclature standards applying in South Australia will be deemed to meet requirements 
under the NEC until the earlier of 31 December 2002 or when NEMMCO and South 
Australian NSPs agree on nomenclature standards. 
Issue for the Commission 

The issue for the Commission is whether there are decreased public benefits of the market 
arrangements due to not having all jurisdictions apply the same standard nomenclature 
terminology. 
What the applicants say 

SAERSU states that its intention is to give South Australian NSPs additional time to adopt to 
the uniform nomenclature standards in the NEM.   
What interested parties say 

The EUG states that this derogation should be terminated once NEMMCO has addressed the 
issues - unless there are significant and demonstrated costs. 
Issues arising from the draft determination 

No issues were raised by interested parties on this matter. 
Commission considerations 

The Commission notes the concerns of the EUG and agrees that in principle consistent 
arrangements across the NEM are to be preferred to state based arrangements.  However, the 
Commission considers that this derogation is unlikely to impact on the level of net public 
benefit and further notes that similar derogations for Victoria (clause 9.6.2) and Queensland 
(clause 9.36.7) were authorised by the Commission in its 10 December 1997 and 19 October 
1998 determinations.  Therefore while the Commission has a preference for the NEC 
provisions to apply, it considers that the proposed derogation allows for a reasonable 
transition period in which current nomenclature standards can apply, before moving to the 
NEMMCO determined standards.  Further, the Commission notes that where South 
Australian NSPs and NEMMCO agree on nomenclature standards, the derogation may be 
terminated prior to this date.   

5.2.5 Distribution of the Settlements Surplus  
Trade between regions gives rise to an inter-regional settlements residue where prices 
between two adjoining regions diverge due to constraints on the interconnectors and 
differences between actual and modelled losses across the interconnectors. 
This derogation sets out that the settlements residue arising from the flows across the 
interconnector (from Victoria into South Australia) are to be distributed as follows: 

 A maximum of 50 percent of the settlements surplus accruing to South Australia will be 
available to hedge the exposure of retailers in the State to fluctuating electricity prices 
with respect to franchise (non-contestable) customers.  The 50 percent figure is based on 
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the maximum percentage of franchise customers to total load in South Australia – the 
actual percentage will reduce as the ratio of franchise to total customers declines;  and   

 The remainder of the settlements surplus will be handed back to NEMMCO for an auction 
in support of inter-regional price hedging.  If NEMMCO does not have a working auction 
process, this portion of the settlement surplus will be kept by the South Australian 
government for the purpose of holding such an auction.  

Under the interim authorisation previously granted, the South Australian Government has 
held five settlements surplus auctions, covering settlement surpluses from NEM 
commencement to 30 June 1999.  Under the derogation, the proceeds of the auctions were 
remitted to the State Under-Treasurer to distribute to the benefit of contestable customers in 
South Australia. 
In respect of the allocation of settlements residue to hedge the exposure of retailers, the 
derogation will end at 31 December 2002.  The ability of the South Australian government to 
conduct auctions of settlements residue ends with the commencement of the NEMMCO 
auction process.  The NEMMCO auction process commenced in July 1999.  
Issue for the Commission 

The expected benefit accruing to end use customers, from reductions in network service fees 
due to the settlements surplus, may be reduced by allocation of the settlements surplus away 
from the TNSP.   
What the applicants say 

SAERSU states that the derogation is to clarify and refine the method by which the State will 
deal with the allocation of the settlements surplus.   
What interested parties say 

The BCA/ERT believes that the high reserve prices set by the South Australia government in 
its auctions to date has prevented competition from suppliers outside the state and created a 
barrier of at least $16/MWh between prices in New South Wales and Victoria and those in 
South Australia.  This $16/MWh amount has to be added by retailers importing power into 
South Australia to the purchase price– which prevents suppliers from outside the state selling 
into the contestable market in South Australia. 
The EUG questions the need for South Australia to auction its portion of the settlement 
surpluses apart from NEMMCO.  The EUG believes that it would be better to have 
NEMMCO hold auctions for the benefit of all jurisdictions. 
Issues arising from the draft determination 

The EUG argues that the ACCC should require South Australia to return all the settlements 
residue to customers through reduced transmission charges.  It adds that if this is not done, 
the ACCC must ensure that the half of the settlements surplus allocated to the sole retailer in 
SA responsible for franchise load is returned to customers, but is not used to prevent entry by 
new retailers.   
Commission considerations 

Both Victoria (clause 9.5.3A) and New South Wales (clause 9.13.3) have derogations in the 
NEC to provide for the distribution of their inter-regional settlements surplus.  The 
Commission’s 10 December 1997 determination indicated that the Commission considered it 
appropriate for the settlements surplus to be used to underwrite an inter-regional hedging 
market.  As noted in the Commission’s 19 October 1998 determination, the Commission also 
considers that interstate trade is one of the key elements that will contribute to the realisation 
of expected public benefits from the NEM.  The auction of settlement surpluses provides 
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market participants with a way of hedging inter-regional price differences – which promotes 
interstate trade. 
With respect to the concerns of the BCA/ERT, the Commission understands that the reserve 
price set by the South Australian Government reflected the existing price differential between 
electricity prices in South Australia and prices in Victoria and New South Wales.  SAERSU 
states the intention in setting a reserve price was to prevent any party from bidding a very low 
price for a portion of the settlements surpluses and capturing large windfall gains that were 
intended to go to electricity consumers in South Australia. 
The rights to the settlements surplus across the Victoria to South Australia interconnector for 
the period up until 30 June 1999 were successfully auctioned off by the South Australian 
government, providing a valuable risk management tool to those who successfully 
participated in the auction. 
On 16 June 1999, interim authorisation was granted to amendments to the NEC which allows 
NEMMCO to conduct auctions of the settlements residue.  The first auctions of the 
settlements residue were subsequently held by NEMMCO in July 1999.  This derogation is a 
transitional measure which should not impact upon the NEMMCO settlements residue 
auction process, as sub-clause 9.27.3(c)(iii) of the proposal sets out that the South Australian 
government will be unable to conduct its own auction process once the NEMMCO auction 
process is conducted.  The Commission is soon releasing its final determination in relation to 
NEMMCO’s settlements residue auction process. 
Concerning the issues raised by the EUG subsequent to the pre-determination conference, the 
Commission notes that the derogation is a transitional measure which will end at 31 
December 2002.  Further, the Commission understands that auction proceeds will be returned 
to ElectraNet SA to reduce TUOS charges for contestable customers. 

5.2.6 Regulation of transmission network service pricing 
South Australia proposes to amend clause 9.29.3 such that the system for calculating TUOS 
charges that would have applied after 31 December 2000 no longer applies and the concept of 
zonal average TUOS charges continues to apply for the period from 31 December 2000 until 
31 December 2002. 
Issue for the Commission 

The Commission considers that transmission pricing regulation is a major factor in the 
effectiveness of the access regime.  The provisions could have the effect of advantaging Code 
participants in South Australia over Code participants in other jurisdictions, affecting inter-
state trade and competition. 
What the applicants say 

SAERSU states this derogation is intended to achieve consistency with the intent of the 
original derogation, in light of the amendment to that derogation required by the Commission 
(see section 14.3 of the Commission’s 10 December 1997 determination).  South Australia 
had proposed a two staged transmission pricing scheme whereby certain clauses would apply 
to 2000 and other clauses until 2010.  In its 10 December 1997 determination, the 
Commission limited the period of the derogation to 31 December 2002.  Thus, SAERSU 
states the South Australian government now wishes to have a single transmission pricing 
scheme for the entire transition period. 
What the interested parties say 

The EUG says that the approach to network pricing in South Australia involves excessive 
averaging, inflated assets and returns which will stifle reform and reduce the State’s 
competitiveness. 
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Issues arising from the draft determination 

The EUG strongly reiterated its opposition to the derogation.  The EUG argues that if the 
South Australian Government has given a guarantee that rural customers will pay no more 
than 1.7 per cent above urban charges for electricity, then it should be prepared to commit 
budget funding to achieve this policy objective and not resort to further distorting the NEM 
and weakening its capacity signals.  In saying this, the EUG notes that the Government is 
expected to realise a substantial sum of money from leasing its electricity assets. 
The EUG also recommended that this derogation should cease when the Commission’s 
Regulatory Principles are finalised. 
Commission considerations 

Consistent with its assessment of the NEM transmission pricing regime, the Commission 
accepts that pricing approaches may need to balance competing efficiency and equity 
objectives, in particular in the context of avoiding a price shock to certain customers and 
thereby allowing a broad range of customers to share in the benefits of reform.   
To this extent the Commission accepts that the South Australian derogation attempts to 
balance the interest of users and the wider public over the transitional period ending 31 
December 2002.  Concerns expressed regarding initial asset valuations can only be dealt with 
by the Commission once it takes on the role of transmission network pricing regulator.  The 
Commission commences administration of the South Australian Electricity Pricing Order 
(EPO) from 1 January 2001.  However, it will not be until 1 January 2003 that the 
Commission will be the regulator of transmission revenues in South Australia according to 
the provisions in Chapter 6 of the NEC and the framework set out in the Commission’s 
Principles for the Regulation of Transmission Revenues.  It will be from this time that the 
State’s assets will be subject to optimisation.  This regulatory review process should ensure 
that the returns allowed to TNSPs are not excessive. 

5.2.7 South Australia as one region 
This derogation sets out that South Australia must be treated as one region until 31 December 
2002.  The proposed derogation would also allow the South Australian region to incorporate 
areas that fall outside the state of South Australia, but only with the consent of the Ministers 
of the relevant jurisdictions.  
Issue for the Commission 

The issue for the Commission is whether there are decreased public benefits of the market 
arrangements due to some jurisdictions declaring their state to be a single region rather than 
having NEMMCO determine regions by the process set out in the clause 3.5 of the NEC. 
What the applicants say 

SAERSU states the South Australian government has guaranteed that rural residential 
customers will pay no more than 1.7 percent above the prices paid by urban residents for 
electricity.   SAERSU contends it will be easier to fulfil this promise if there is only one 
region, and only one local reference node (with one reference price) for South Australia.  
Further SAERSU notes that a single region allows retailers in the state to avoid the problem 
of having different prices within different regions of South Australia when there is no intra-
regional price hedging mechanism in place. 
What interested parties say 

The BCA/ERT says that the use of a single region in South Australia significantly distorts 
transmission pricing in the state and results in larger customers taking supply at high voltage 
(making relatively little use of the transmission system), being charged transmission tariffs 
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which are much higher than cost-reflectivity would require.  The BCA/ERT also notes 
transmission prices for these firms are also higher than previous transmission prices in the 
state and much higher than transmission tariffs in other states applying to comparable loads. 
Issues arising from the draft determination 

The EUG reiterated its opposition to this derogation, supporting immediate application of the 
relevant NEM provisions to South Australia. 
Commission considerations 

The Commission notes that this proposed derogation is similar to, but somewhat more limited 
than, a derogation previously granted for Queensland.  Victoria also has a derogation that 
states that the State of Victoria must be one region during the transition period.  The situation 
in Victoria is similar to that in South Australia and both states are interconnected.   
The Commission shares the EUG’s concerns about possible distortions caused by the 
existence of only one region in South Australia.  However, the possible impact of these 
distortions must be balanced against other objectives of governments, such as balancing 
competing efficiency and equity objectives, in particular in the context of avoiding a price 
shock to certain customers.  The Commission considers that as this derogation applies only 
for a limited time, the impact on overall public benefits is also limited, and it provides a 
suitable transition for the South Australian government to develop alternative policies to 
achieve their policy objectives. 

5.2.8 Registration as a Generator - Osborne Cogeneration 
This proposed derogation sets out that: 

ETSA Power, or any person that replaces or assumes rights and or obligations of ETSA Power as a party in 
the Osborne agreement, by way of succession, assignment, novation, ministerial direction or otherwise is 
deemed to be the party who must register as a generator (for purposes of the Code) in relation to the 
generating system and associated generating units which are the subject of the Osborne Agreement. 

The effect of registering as a generator is to accord the registrant with the status of a market 
participant, enabling them to trade in the NEM. 
The derogation has the effect of allowing the South Australian government to transfer the 
rights and obligations regarding the Osborne agreement that previously resided with ETSA 
Power to any other Code participant, including other generators, retailers or NSPs. 
Issue for the Commission 

The derogation, by enabling the transfer of rights and obligations to a NEM participant other 
than ETSA Power may have the effect or could have the effect of substantially lessening 
competition, or be an exclusionary arrangement in breach of section 45 of the TPA.  
What the applicants say 

SAERSU states that the derogation is intended to amend the existing derogation, so that 
where entities presently named in the derogation have been or are likely to be replaced by 
new entities, the derogations apply to those new entities. 
SAERSU notes that under the arrangement where ETSA Corporation is counterparty to the 
Osborne contracts all of the Osborne Cogeneration (Osborne) output is fully contracted to the 
incumbent retailer.  SAERSU states that under such an arrangement Osborne can not provide 
any competitive influence in the market.  SAERSU argues the proposed transfer of the 
Osborne contracts to Flinders Power (Flinders) will ensure that the Osborne output is 
available to independent retailers in the contestable retail market (subject to vesting 
contracts), and as such represents a more competitive arrangement than where Osborne 
contracts are held by ETSA Corporation.   



 44 

SAERSU also notes that leaving the Osborne contracts with ETSA Corporation perpetuates 
the vertical integration of generation and retail functions, which is inconsistent with the basis 
of competition policy reforms in the electricity industry. 
What the interested parties say 

Osborne raises several issues regarding the likely competitive effect of the transfer of the 
Osborne contracts to Flinders Power.  Osborne claims that: 

 Osborne potentially represents an active and vigorous competitor at the generation level 
in the hands of a state-owned retailer; 

 placing the Osborne contracts with a generator would result in a decrease in competition 
because a competing generator would then know Osborne’s marginal costs and be able to 
adjust its bidding strategy accordingly; 

 transferring the Osborne contracts to Flinders would permit Flinders to bid on a portfolio 
basis with respect to all the generation units under its control.  Specifically since Playford 
is a plant that has declining marginal running costs, it is in Flinders’ interest to have 
Playford run for a number of days once it has been started up.  This gives Flinders the 
incentive to run Playford before the normally lower cost Osborne peaking capacity;   

 portfolio bidding could decrease competition in the generation sector for a significant 
share of the state’s power; 

 the effect of the transfer of the Osborne contracts would be to remove Osborne’s peaking 
capacity as a competing force in South Australia; 

 with the transfer of the Osborne contracts to Flinders, Flinders’ market share of electricity 
generated within South Australia would rise (based on 1995/96 power generation and 
usage figures) from 50 percent to 65 percent (and from 33 percent to 44 percent of total 
electricity consumed in South Australia); 

 there is scope for substantial strategic behaviour in South Australia and such scope is 
increased by the transfer of the Osborne contracts to Flinders.  The increased 
concentration of generation capacity in South Australia could lead to higher prices for 
electricity in that State and substantially lessen competition;  

 the South Australian government has proceeded with an arrangement which is clearly less 
competitive than alternative arrangements proposed to it; 

 the purpose of achieving a higher price on privatisation of Flinders was one reason 
advanced by the South Australian government for the transfer of the Osborne contracts to 
Flinders, which must indicate that the purpose behind the transfer was to prevent, restrict, 
or limit the supply of electricity to or from Osborne.  The purpose of the South Australian 
government in transferring the Osborne contracts is a purpose prescribed by Section 4D 
of the TPA.  The provision of the Osborne contracts which prevents, restricts or limits 
Osborne’s ability to sell to a party other than Flinders once the contract is transferred is an 
exclusionary provision in breach of section 45 of the TPA; and 

 the proposed assignment of the contracts - and the proposed derogation - is an 
exclusionary arrangement in breach of sections 45 and 4D of the TPA.  

The BCA/ERT states that the South Australian government is giving up an opportunity to add 
to the “much needed” competitive environment in that state.  The BCA/ERT claims increased 
competition could be achieved by allowing Osborne’s capacity to be bid into the market by a 
state-owned “trader”.  The BCA/ERT also provides an analysis of state electricity markets 
indicating that the South Australian generation market would not be competitive even with all 
state-owned power stations sold to separate and independent interests, the building of the 
SANI interconnector and the commissioning of two new independent power projects. 
Issues arising from the draft determination 
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One of Osborne’s owners, ATCO Power, argues that the arrangement whereby the Osborne 
contracts are transferred to Flinders Power does not reflect the spirit and intent of the original 
agreement.  It contends that contractual security was weakened by the transfer to Flinders.  
Although it had no problems with how Flinders was operating the contracts, it expresses 
concern about what would happen when Flinders is sold.  It states that there is a significant 
tax disadvantage in unwinding the contracts.   
ATCO Power, BCA/ERTF, and the EUG all argue that an option was to place the Osborne 
contracts with a trader organisation.  Failing this, the EUG argues that the ACCC should 
ensure that Osborne’s peak capacity is ‘ring fenced’ within whichever South Australian entity 
ends up bidding this capacity. 
SAERSU argues that competition was best served by transferring the Osborne contracts to 
Flinders.  It adds that a trader organisation could not be successful without reconsideration of 
the Osborne contracts. 
Commission considerations 

The Commission is concerned with the lack of competition in the generation sector in South 
Australia and the impact this may have on market outcomes.  The Industry Commission wrote 
in March 1996 that an integrated ETSA Generation possesses market power and that a 
duopoly (splitting ETSA Generation into two pieces) is unlikely to result in a significantly 
greater level of competition in the short term16.  The Commission agrees and notes that the 
current proposal – to split the state-owned generators into three units – will only achieve very 
limited improvement in the degree of competition among generators in South Australia.  The 
competition analysis submitted by the BCA/ERT throws doubt upon the prospects for 
vigorous competition in the generation sector of the South Australian region in the near 
future. 
However, the derogation put forward by South Australia must be considered in light of the 
reforms being undertaken in that state, including: 

 the disaggregation of Optima into three competing generators;  
 the separation of the transmission, distribution and retail arms of ETSA Corporation; and 
 the availability of Pelican Point as a potential new competitor in the generation market.  

The derogation before the Commission allows for the Osborne output to be placed under the 
control of another generator.  As such the competitiveness of the generation sector in South 
Australia is less than it would be if the Osborne and the South Australian government were to 
dissolve the Osborne contracts and thus allow Osborne to enter the market itself.  Under such 
an arrangement, a wholly independent fourth generator would operate in the South Australian 
region, improving the competitiveness of the generation sector in that region.  However, 
Osborne itself, notwithstanding the concerns mentioned above, does not wish to opt out of the 
Osborne agreement, largely because of the significant tax disadvantage involved in 
unwinding the contracts.   
The Commission must therefore consider the implications for competition and public benefits 
of the proposed arrangements that arise from the transfer of the Osborne contracts to Flinders. 
The Commission understands that the Osborne contracts refer to a base load output and a 
peaking output, where the base load capacity is subject to “take-or-pay” arrangements.  That 
is, the counterparty to the Osborne contracts has guaranteed to pay for the base load capacity 
(subject to operational requirements) irrespective of whether or not it is bid into the NEM and 
dispatched.  This creates a very clear incentive to ensure that the base load capacity is bid into 
the NEM at a price to ensure its dispatch and to ensure that the revenue received is sufficient 

 
16  Industry Commission, The Electricity Industry in South Australia, Australian Government Publishing 

Services, Canberra, March 1996. 
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to cover the contracted price.  The Commission therefore considers that, given the market 
structure in South Australia, Osborne’s base load capacity will have the same impact on 
prices, wherever the Osborne contracts are located. 
However, the Commission is less clear about the incentives on various possible 
counterparties to the Osborne contracts with respect to the peaking capacity, and as a 
consequence the possible impact on competition in both the NEM and the retail market in 
South Australia.  The Commission also notes the existence of vesting contract arrangements 
further complicate incentives in the short term. 
The Commission considers that the incentive on Flinders will generally be to bid the Osborne 
peaking capacity, at least at the lowest possible cost, to ensure sufficient revenues to make the 
required payments under the contract.  This is because Flinders will only benefit from having 
control of Osborne output where the output is dispatched at a price equal to or greater than 
the price Flinders must pay Osborne.   
However this incentive may not stand at times when Flinders own peaking plant is likely to 
be dispatched.  This may occur if the Playford plant has declining marginal costs and 
economics dictate that once running Playford continues to run as long as it is allowed17.  In 
such a situation, it would be expected that Flinders would not bid the Osborne peaking 
capacity if it had the effect of displacing the already running Playford plant.  There is also no 
incentive to bid Osborne’s peak capacity if to do so would otherwise result in a lower pool 
price than if the capacity had not been available. 
The Commission considers that such a possibility may give rise to some anti-competitive 
detriment, as the spot price for the South Australian region may be higher than otherwise.  
The Commission notes that the constraints on Playford’s operation will place some limits on 
such an event occurring, and in the short term the existence of vesting contracts will minimise 
the impact of higher than otherwise spot prices on franchise customers. 
The Commission notes Osborne’s preference for placing the Osborne contracts with the 
incumbent South Australian retailer – ETSA Power.  This proposal is contrary to the 
proposed reforms in South Australia, where the vertical disaggregation of the electricity 
businesses is a fundamental component of the reform process.  The Commission also notes 
SAERSU’s claims that such an arrangement effectively removes Osborne’s output from the 
contestable retail market, and will hence reduce competition in that market.  The Commission 
also notes this issue in relation to its current consideration of the South Australian vesting 
contracts. 

It is clear to the Commission that, while Osborne itself will never be a competitor in the NEM 
due to the existence of the Osborne contracts, the arrangements surrounding the bidding of 
Osborne’s output into the NEM will have an impact on competition in both the NEM and the 
electricity retail market.  An alternative proposal to either placing the Osborne contracts with 
an incumbent generator or retailer is the idea supported by the BCA/ERT, ATCO Power and 
the EUG - to create a “trader” organisation.  The Commission believes that a state-owned 
Osborne trader could be independent of other generators and other state-owned entities and as 
such would not give rise to the same anti-competitive effects that may arise if the Osborne 
contracts were placed with either an incumbent generator or retailer.   

However, the Commission notes that the costs of such an arrangement to the South Australian 
taxpayers may offset the benefits, given that the total size of the Osborne peaking capacity is 

 
17  The Commission understands that there are constraints placed on the aggregate amount of time that Playford 

is allowed to run due to environmental concerns.  These constraints are in the form of a maximum number of 
days that Playford can run at any one time, as well as an annual limit on the total number of days that 
Playford may run. 
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less than 50 MW.  Similarly, the costs of ring-fencing Osborne’s capacity within an 
incumbent generator or retailer may offset its benefits. 
Further the Commission acknowledges the arguments of Osborne regarding the purpose of 
the South Australian government in transferring the Osborne contracts.  In particular, the 
Commission notes Osborne’s claims that the purpose of the South Australian government in 
transferring the Osborne contracts is a purpose prescribed by section 4D of the TPA and the 
provision of the Osborne contracts which prevents, restricts or limits Osborne’s ability to sell 
to a party other than Flinders once the contract is transferred is an exclusionary provision in 
breach of section 45 of the TPA.  The Commission is aware the SAERSU does not agree with 
these claims.  However, in considering applications for authorisation, it is not the practice of 
the Commission to determine whether or not conduct will breach the TPA.  Rather, the 
Commission must consider whether or not proposed conduct may breach the TPA and then 
consider whether any public benefits that may arise from that conduct are sufficient to justify 
authorisation. 
In this instance the Commission considers that the proposed derogation will give rise to 
sufficient benefits to the public from improved competition in the South Australian retail 
market to outweigh the anti-competitive detriment that may arise.   
However, the Commission strongly reiterates its position that the creation of an independent 
fifth generator is preferable.  Specifically the Commission’s preferred position is that 
Osborne and the South Australian government negotiate out of the Osborne contracts and 
create an independent generation participant in the South Australian region.  In recognition of 
Osborne’s position on that option, the Commission also recommends that the South 
Australian government considers establishing an independent trader as counterparty to the 
Osborne contracts, and in that manner establishing an independent fifth generator in the South 
Australian region. 

5.2.9 Regulation of Distribution Network Connection  
This derogation specifies the role of the South Australian jurisdictional regulator with respect 
to the regulation of access to the South Australian distribution network, as follows:   
■  to regulate access on the South Australian distribution network; 
■  to be the arbiter of whether an offer to connect made pursuant to the NEC is fair and 

reasonable; and 
■  to participate in the resolution of disputes arising under Chapter 8 of the NEC arising in 

relation to access in the South Australian distribution network. 
Issue for the Commission 

The issue for the Commission is whether there are decreased public benefits of the market 
arrangements due to the proposed regulatory framework. 
What the applicant says 

The SAERSU states the derogation is necessary to ensure that the jurisdictional regulator 
regulates all aspects of distribution network access and distribution network pricing to 
achieve a consistent approach. 
What the interested parties say 

In respect of the original application, the BCA/ERT and the EUG have concerns with respect 
to the lack of independence of the jurisdictional regulator from the South Australian 
government.  The EUG says that the jurisdictional regulator must make its decision making 
processes public. 
Issues arising from the draft determination 

No issues were raised by interested parties on this matter. 
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Commission considerations 

The Commission agrees with the BCA/ERT and the EUG that the jurisdictional regulator 
should be independent of government, with the regulator seeking the opinions of all interested 
parties and communicating with all stakeholders, and that all regulatory proceedings should 
be as open and transparent as possible.  The Commission considers that this has issue has 
been addressed with the passing of the Independent Industry Regulator Act 1999 (SA) in 
August 1999 and the subsequent appointment of the SAIIR in October 1999 (refer to section 
5.2.1). 
Further the Commission notes this derogation is similar to derogations approved for New 
South Wales and Victoria.  The New South Wales derogation also specifically allows for that 
State’s jurisdictional regulator to act as both the adviser and dispute resolution panel, if the 
jurisdictional regulator thinks that such action is appropriate.  The proposed South Australian 
derogation allows for the jurisdictional regulator to act as the dispute resolution panel if the 
jurisdictional regulator believes that is appropriate, ensuring that no party to the dispute is 
adversely affected by the jurisdictional regulator having previously acted as the adviser. The 
Commission notes that this derogation includes such provisions as were required in respect of 
the NSW derogation to meet the concerns of the Commission, as set out in the 19 October 
1998 determination. 

5.2.10 System Planning  
South Australia proposes that a government body appointed by the State Minister shall have 
an “oversight” role in system planning within the State.  The relevant functions of that body 
would include: 

 discharging the planning obligations of the State’s transmission (TNSP) and distribution 
(DNSP) networks under the NEC; 

 preparing or reviewing proposals for extending or augmenting those networks;  
 reviewing, conducting or controlling the tendering processes for extending or augmenting 

the transmission networks. 
Issues for the Commission 

The issue is whether there are any public benefits arising from the separation of the planning 
and operational functions of the South Australian networks and the relationship between the 
appointed body, the State government and networks. 
What the applicant says 

SAERSU refers to the body as the Electricity Supply Industry Planning Council (Planning 
Council).  It notes that, in the absence of the proposed derogation, the planning function in 
South Australia would reside with (possibly privatised) monopoly networks.  The reason for 
establishing the Planning Council is to ensure that the planning function is undertaken 
independently and notes that this proposal is similar to the arrangements in Victoria. 
SAERSU claims that an independent process is likely to be beneficial to consumers as it 
removes the incentive on NSPs to increase assets employed and hence increase network 
charges. 
Further SAERSU notes the proposed Planning Council will be independent of government, 
although it will be required to report to government, and that it will not be the final decision 
maker regarding the construction of network augmentation and extensions but merely an 
adviser and that such decisions will be made by the networks themselves (with the relevant 
regulator to determine whether such assets are included in the regulated asset base). 
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What interested parties say 

The ACA says that the recent Transgrid/EnergyAustralia Sydney Central Business District 
augmentation project highlights the failures and serious shortcoming in the NEC with respect 
to intra-regional transmission system planning.  The ACA notes that these shortcomings have 
the scope for reducing the level of competition and increasing delivered electricity prices to 
end-users.  The ACA recommends that extremely high levels of disclosure and transparency 
should be required, that any evaluation of any competing options should be done 
independently and with the conclusions made on the basis of net customer benefits.  The 
ACA believes that DNSPs, not TNSPs, should have the primary role with respect to network 
augmentations. 
Issues arising from the draft determination 

In the draft determination, the Commission outlined the following conditions of authorisation 
concerning the South Australian system planning derogations. 
C5.3 Clause 9.28.3 must be amended so that the references to the governmental body 

appointed specifically refer to the Electricity Supply Industry Planning 
Council. 

C5.4 Clause 9.28.3 must be amended to specify that the Planning Council: 
(a) is bound by clauses 6.2.2 and 6.2.3 of the NEC; and 
(b) must have regard to the Commission’s Statement of Regulatory 

Principles, 
when making system planning decisions or recommendations. 

C5.5 Clause 9.28.3 must be amended to provide that the Planning Council: 
(a) must be incorporated;  
(b) must register with NEMMCO as a Network Service Provider under the 

NEC; and 
(c) as a registered Network Service Provider, must comply with the 

relevant NEC obligations except those contained in clauses 2.11.2, 
5.6.2(k),(l), (m), and 5.6.5(m), (n) and (o) of the NEC. 

At the pre-determination conference, SAERSU stated that the South Australian Government 
would accept these conditions of authorisation.  It argues that the Planning Council process 
was superior to putting system planning in the hands of the transmission network service 
provider.  It claims that this was the only practical alternative at the current time.  It argues 
that having an independent planning council allows an even handed treatment of all options.  
It adds that the Planning Council has two independent members nominated by the Minister. 
Transgrid, however, argues that there are significant accountability advantages when the 
network planning role is retained by the regulated NSPs.  It questions how independent 
system planning councils are held accountable for decisions.  It argues that independent 
system planning councils provide incentives for overbuilding, noting by way of contrast, that 
transmission owners had commercial accountability for planning decisions.  If overbuilding 
occurred their revenue is adjusted by asset optimisation.  If under building occurred they were 
potentially liable for failure to meet agreed service standards, via class action and possible 
revenue adjustments by the Commission.  
The EUG argues that the derogation should be removed.  It states its preference for national 
system planning arrangements.  It did note, however, that similar arrangements are in place in 
other jurisdictions.  It supports the Commission’s conditions of authorisation, but sought 
clarification on why the Commission has not also made its recommendation for appointments 
to the planning body from the industry and end-users a condition of authorisation. 
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Commission considerations 

In assessing the NEM access code, the Commission observed that conflict of interest 
problems could well arise if the network planning function was retained within the NSP.  This 
issue was addressed in the context of the jurisdictional representative on the Inter-regional 
Planning Committee and, in particular, in the context of privatising publicly owned bodies. 
In this context it is also relevant, while noting the EUG’s preference for national system 
planning arrangements, that the NEC currently provides for a similar separation of planning 
and ownership of transmission networks in Victoria.  Vencorp (formerly the Victorian Power 
Exchange) has a similar role to that of the proposed Planning Council.  Specifically, Vencorp 
can identify the need for system augmentation within Victoria and ask GPU PowerNet, 
Victoria’s TNSP, to submit a proposal to carry out that augmentation.  In other states where 
the network is a state-owned entity, that entity is responsible for augmentations of the 
transmission system within the state.   
The network planning processes consist of three distinct elements: 

 a public assessment process; 
 an assessment criterion; and 
 a decision on whether or not to augment the network. 

The Commission believes that each of these three elements is an important component of the 
open access regime in the NEM.  Even though, as the ACA argued, there may be some 
shortcomings in these processes, the Commission believes that high levels of disclosure and 
transparency are important in the intra-state system planning process. 
Not withstanding Transgrid’s arguments, the Commission considers that the establishment of 
the Planning Council has the merit in that it may remove some of the discretion that the 
networks currently enjoy with respect to intra-state system augmentations. 
However, on the basis of the information provided to the Commission, it is not clear whether 
a seamless network augmentation process is embodied in the South Australian proposal.  For 
instance, while the Planning Council will assess augmentation options, it will only make a 
recommendation.  The NSP will be responsible for making the final decision.  This raises 
several concerns: What processes and assessment criterion will the Planning Council use in 
making its augmentation recommendations?  What remedy is open to a Code Participant if 
the Planning Council is not bound by the Code processes or assessment criterion?  Can 
affected parties dispute the NSP’s augmentation decision even if it is consistent with a 
recommendation of the Planning Council? 
Given these concerns, the Commission believes that it is important that: 

 the processes and decision criteria used by the Planning Council reflect the NEC Chapters 
5 and 6 processes and criteria which the NSP would have been bound to follow had the 
planning functions not been removed to another body; and 

 an enforcement mechanism is put in place to ensure that any failure by the Planning 
Council to comply with those NEC processes and criteria can be suitably addressed.   

On balance, it may in fact be simpler merely to require the NSPs to be bound by the planning 
provisions of the NEC as they would be automatically subject to the NEC’s enforcement 
regime by virtue of the access undertaking which they are required to provide in any event.  
Nevertheless, the Commission is prepared to accept the derogation provided that it can be 
satisfied that the oversight regime imposed on the Planning Council is appropriate and 
enforceable. 
The derogation as proposed does not refer to the Planning Council explicitly but only 
specifies a government body appointed by the Minister.  This seems to offer the possibility of 
the Minister bypassing the Planning Council and thus the NEC-compliant processes.  
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Accordingly, the Commission requires the text of the derogation to be amended to 
specifically refer to the Planning Council. 
Finally, the Commission also notes that the Minister is to be responsible for appointing all 
Members of the Planning Council.  In order to mitigate any concerns of possible bias, the 
Commission recommends that the derogation be amended to provide that one of the 
appointments should be made by a relevant industry body and another by a relevant user 
group.  At the pre-determination conference, SAERSU noted that the Planning Council has 
two independent members nominated by the Minister.  The Commission believes that this 
provides some safeguards against possible bias. 
Conditions of authorisation 

C5.3 Clause 9.28.3 must be amended so that the references to the governmental body 
appointed specifically refer to the Electricity Supply Industry Planning 
Council. 

C5.4 Clause 9.28.3 must be amended to specify that the Planning Council: 
(a) is bound by clauses 6.2.2 and 6.2.3 of the NEC; and 
(b) must have regard to the Commission’s Statement of Regulatory Principles, 
when making system planning decisions or recommendations. 

C5.5 Clause 9.28.3 must be amended to provide that the Planning Council: 
(a) must be incorporated;  
(b) must register with NEMMCO as a Network Service Provider under the 

NEC; and 
(c) as a registered Network Service Provider, must comply with the relevant 

NEC obligations except those contained in clauses 2.11.2, 5.6.2(k),(l), (m), 
and 5.6.5(m), (n) and (o) of the NEC. 

5.2.11 Network Pricing in South Australia 
South Australia proposes a derogation to implement transitional network pricing 
arrangements to apply in South Australia.   
For transmission network pricing, proposed clause 9.29.4 specifies that the regulatory 
instruments that must be applied by the regulator are the Electricity Act, the Independent 
Industry Regulator Act and the EPO.  The derogation ends on 31 December 2002.  The 
SAIIR is to regulate transmission until 31 December 2000 when the existing tariff order will 
become administered by the Commission.  The Commission will commence regulation under 
the NEC on 1 January 2003. 
For distribution network pricing, clause 9.29.5 specifies that the jurisdictional regulator must 
regulate pricing in accordance with the Electricity Act, the Independent Industry Regulator 
Act and the EPO and states that these regulatory arrangements will prevail over those set out 
in Parts D and E of Chapter 6 of the NEC.  This derogation ceases on 31 December 2002.  
However, the jurisdictional regulator is required under the Electricity Act to continue to apply 
certain features of the EPO beyond that date insofar as those features are not inconsistent with 
the NEC. 
Issue for the Commission 

The network pricing arrangements contained in the NEC are a major factor in the 
effectiveness of the access regime and hence the level of competition in the generation and 
retail sectors of the ESI.  The issue for the Commission is whether the proposed move away 
from those arrangements provides a net public benefit. 
What the applicant says 

SAERSU states that the reason for the derogation is to provide greater certainty regarding the 
interim arrangements for network pricing in South Australia.  Further, the derogation ensures 



 52 

                                                

that the South Australian Government’s intention to regulate network pricing by means of an 
Electricity Pricing Order is made explicit.  
The consultant’s view 

With funding from the South Australian Government, the Commission contracted National 
Economic Research Associates (NERA) to evaluate and provide commentary on the 
regulatory framework to apply to electricity network regulation in South Australia during the 
transitional period.  The following summary is based upon NERA’s report to the 
Commission.  A copy of the report is available from the Commission’s web site.18  
Forms of pricing control 

NERA raises four main issues in this regard. 
First, it notes that the form of transmission pricing control proposed in the EPO is a maximum 
average revenue based on agreed maximum demand.  That is, it is an average revenue yield 
approach rather than the revenue cap approach prescribed in Chapter 6 of the NEC. 
NERA’s concern is that the form of pricing control should reflect the different dimensions of 
the product and the cost of supplying them.  For a service which has both capacity (demand), 
usage (energy) and fixed cost components, the form of price control should not focus 
exclusively on one dimension.  Where a price control operates on the revenue yield per unit, 
but costs are not directly correlated with demand, then a rising demand results in a fall in per 
unit costs, while unit revenue is maintained.  In such circumstances profitability would 
increase.  As a result, a business subject to an average revenue yield control has a far stronger 
incentive to increase demand than a business which is subject to a revenue cap. 
Further, the fact that a non-NEC compliant approach will be used means that the network will 
find the situation changed once the Commission assumes responsibility for regulation using 
the revenue cap approach required by the NEC. 
The second issue raised by NERA is that, under the EPO, transmission tariffs will be uniform 
across the State except for demand customers who pay a capacity charge.  That is, there will 
be no element of locational pricing in transmission tariffs.  This is a significant departure 
from the NEC and NERA is concerned that the restriction: 

 is likely to be inefficient in the sense of reflecting marginal costs; 
 restricts the ability of a network to respond to bypass risks by discounting charges to the 

relevant customers; and 
 is not consistent with the proposals emerging from the NECA pricing review and, more 

generally, represents a potential barrier in terms of progressing the national approach to 
transmission network pricing. 

Nevertheless, NERA considers that the arrangement may be considered acceptable on the 
basis that it will cease on 31 December 2002 and the pricing arrangements contained in Part 
C of Chapter 6 of the NEC will begin to apply.  NERA expresses greater concern in relation 
to the proposal to postage-stamp elements of distribution pricing in perpetuity.  This matter is 
discussed in more detail in the Regulatory flexibility section below. 
The third issue relates to the tariffs which will apply to non-contestable customers.  The EPO 
provides that these tariffs will cease on 31 December 2002.  Under South Australia’s 
(separate) timetable for introducing retail competition, all customers will become contestable 
by that date. 
However, NERA notes that, under the EPO, there is an interaction between incentives for 
rebalancing distribution tariffs and the control on maximum retail prices for non-contestable 
customers.  That is, by reducing distribution tariffs to those customers and increasing tariffs 
to contestable customers, a DNSP/retailer will be able to increase its revenue while staying 

 
18  http://www.accc.gov.au 
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within the overall distribution price control.  This is because the retail arm will recover the 
reduction in the distribution charge to the non-contestable customers as part of the maximum 
retail prices.  There is also no guarantee that the contestability timetable will not be extended 
in which case the problem would be exacerbated. 
NERA considers that such rebalancing is unlikely to be driven by efficiency considerations 
and notes that this issue has been a significant problem in Victoria where similar 
arrangements apply.  It states that the incentive could be removed by requiring any reductions 
in network charges for non-contestable tariffs to be passed through in the form of lower 
maximum retail prices. 
Finally, NERA notes that, unique to the transitional arrangements proposed for South 
Australia, the distribution price control incorporates the expected cost of transmission charges 
rather than allowing the actual cost as a pass-through to customers.  NERA comments that, 
while this has the advantage that it gives the DNSP an incentive to minimise its transmission 
charges, any reduction in those charges will not automatically be passed through to customers 
but are likely to be retained by the DNSP until the subsequent SAIIR distribution pricing 
review.  For example, if transmission charges are reduced as the result of the Commission’s 
regulatory review at the end of 2002, the DNSP may retain the benefit of those savings until 
2005.  NERA is of the view that it would be more efficient if the reduction was passed 
through as soon as possible. 
Performance incentive scheme 

The EPO introduces an incentive scheme where networks are rewarded or penalised in 
revenue terms for their performance against service standards defined in the EPO. 
While NERA is supportive of such a scheme, it questions whether it is appropriate to include 
operating expenses as one of the service standards.  NERA points out that networks will 
benefit from reductions in operating expenses in two ways: through the operation of the CPI-
X control mechanism and through the performance incentive payments.  This is also within a 
framework which requires efficiency gains to be shared in future periods.  NERA’s concern is 
that the combination of the two mechanisms risks ‘over signalling’ and thus potentially 
skewing expenditure towards capital expenditure and away from operating expenditure.  
NERA also questions the quantum of the reward/penalty provided in relation to the degree of 
over/underperformance (that is, the elasticity) but accepts that the benchmarks underlying the 
relationship will become more finely tuned as performance assessment is improved over time.  
It recommends that the EPO should make it clear that the relevant regulator is able to 
periodically adjust those standards in the light of better information becoming available. 
Finally, NERA notes that the performance incentive scheme is designed such that 
performance by a network above or below a certain limit no longer attracts greater rewards or 
penalties.  That is, there is no incentive to perform far above or penalty to avoid performing 
far below the standards.  This issue could also be addressed by making it clear that the 
regulator is able to adjust the standards required. 
Revenue parameters 

The EPO provides for initial transmission tariffs to apply for a five year period from 
1 July 2000 although the Commission is free to make a new price determination applying 
from 1 January 2003.  The situation is similar in relation to the initial distribution tariffs 
which will apply to 2004/05 but with restrictions on the way in which SAIIR, the distribution 
regulator, is able to make new distribution determinations after 31 December 2002.  
Both sets of initial tariffs are based on revenues derived from parameters implicit in the EPO 
itself.  NERA points out that the return of capital (weighted average cost of capital or 
‘WACC’) parameter specified for use in the initial regulatory period for both transmission 
and distribution is higher than that used in recent regulatory decisions.  This raises the risk 
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that, in any future review, the regulator would be likely to move away from that number, 
affecting the network’s revenues (although the ability of SAIIR to do so in the first 
subsequent review is constrained – see below). 
NERA also states that other significant parameters underlying the initial revenue 
determinations appear to have been largely industry sourced and not subjected to independent 
review in the way suggested by the NEC.  In particular, the NEC requirements for public 
consultation and cost-effectiveness analysis of proposed options in relation to capital 
expenditure forecasts do not appear to have been undertaken.  The risk is that the regulators 
may move away from those parameters in future reviews affecting allowed revenues 
(although, again, SAIIR will be under certain limitations in this regard – see below). 
Regulatory flexibility 

As noted above, the ability of SAIIR to regulate distribution revenues beyond 
31 December 2002 is restricted in several ways.  The more significant restrictions are that: 

 although SAIIR may make a new determination after 31 December 2002 but prior to the 
initial distribution tariffs expiring in 2005, it may only do so “if there has been a material 
change in circumstances”, this being defined to exclude situations where the DNSP has 
made greater efficiency savings than anticipated or where the WACC rate has changed; 

 beyond 31 December 2002, where the Minister directs that powerlines be undergrounded, 
SAIIR must include those assets in the asset base at cost and expense the written-down 
value of any overhead lines replaced in the year after those lines are removed; 

 for the first subsequent review (in 2005), SAIIR must adopt the average revenue yield 
approach — NERA’s view is that this unduly restricts the flexibility the regulator has to 
adopt alternative forms of revenue control, for example revenue capping or a ‘tariff basket 
approach’, particularly given NERA’s view of the shortcomings of the average revenue 
yield approach; 

 for the 2005 review, SAIIR is restricted to determining the rate of return on capital 
(WACC) parameter using the capital asset pricing model (CAPM), a pre-tax real 
formulation, a specific conversion sequence to arrive at that pre-tax real number and a 
specific approach to assessing the risk free rate — again, NERA’s view is that this unduly 
restricts SAIIR’s flexibility to adopt different, but more appropriate, approaches in that 
review; 

 also for the 2005 review, SAIIR may set only a single overall efficiency (X) factor to 
apply throughout that five year period — NERA comments that this means that, if SAIIR 
believes that a reduction from the revenues allowed in the initial regulatory period is 
appropriate, it cannot implement a larger X in the first year of the second period to 
achieve this but must remove the excess over the full five years of the second period.  
While this does clarify the way in which efficiency gains will be shared between the 
network and customers, it does have the disadvantage that the network would keep 
additional revenues over a longer period; 

 for the first and second subsequent review (2005 and 2010), SAIIR must use the initial 
fixed asset base and additions to that base set out in the EPO and rolled-forward — 
NERA states that the implication of the way this restriction is worded is that those 
existing and new assets may only be optimised out of the asset base by way of accelerated 
depreciation.  Thus, the network is assured of receiving the return of capital invested but 
it is customers who must bear the cost of shortened asset lives.  NERA notes that this 
certainty may provide a basis for arguing that the WACC set out in the EPO for the DNSP 
should be reduced.  However, while the approach in the EPO is more restrictive than the 
NEC, NERA does point out that: 
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 the initial assets are valued according to NEC-consistent optimised depreciated 
replacement cost (ODRC) principles; and 

 the approach does have the advantage of being sound regulatory practice in terms of 
enshrining the ‘regulatory contract’. 

Finally, and in NERA’s view most significantly, SAIIR’s ability to set distribution tariffs is 
restricted in that the structure of distribution tariffs, with the exception of customers who also 
pay a capacity charge in relation to transmission services, must be allocated on a State-wide 
postage stamped basis in perpetuity.  As was mentioned above in relation to transmission 
pricing, NERA’s concern is that this restriction: 

 is likely to be highly inefficient in the sense of reflecting marginal costs; 
 restricts the ability of a network to respond to bypass risks by discounting charges to the 

relevant customers; and 
 is not consistent with the proposals emerging from the NECA pricing review and, more 

generally, represents a serious barrier in terms of developing a national approach to 
distribution network pricing. 

Issues arising from the draft determination 

In the draft determination, the Commission imposed the following conditions of 
authorisation. 
C5.6 Clause 2.6 of the proposed Transmission Code must be amended to require the 

approval of the Commission, rather than SAIIR, from 1 January 2001. 
C5.7 The EPO must contain a section which provides that the terms of the NEC 

(including the terms of any applicable derogation) will prevail over the terms of 
the EPO to the extent of any inconsistency. 

C5.8 The EPO must be amended to require that any reduction in network charges 
(other than reductions resulting from the distribution of settlements residues 
and settlements residues auction proceeds) in respect of non-contestable tariffs 
must be passed through to those customers in the form of lower maximum 
retail prices. 

C5.9 Clause 9.29.5 must be amended to require that transmission network charges 
must be treated by the jurisdictional regulator and distributors as a pass-
through charge and not as a cost to the distributors doing business. 

C5.10 Clause 9.29.5 must be amended to require that the jurisdictional regulator may 
review the kinds and level of service standards which form the basis for the 
operation of the performance incentive regime applying to distribution 
networks. 

C5.11 Section 7.3(b)(i) of the EPO must be amended so the words “by an amount 
reasonably determined by the Regulator” are inserted after the words “must be 
adjusted”. 

C5.12 Sections 7.2(l), (m) and (n) and 7.3(f), (g) and (h) of the EPO must be amended 
to provide as follows: 

 “(l)  ensure that the method of allocation agreed with ETSA Utilities in 
relation to the transmission use of system costs paid by ETSA 
Utilities requires the allocation of such costs on a state-wide 
postage-stamp basis; 

(m) maintain a pricing methodology for small customers pursuant to 
which ETSA Utilities may not elect to use locational prices or divide 
its distribution network into zones in respect of distribution use of 
system costs, and ensure that these costs are allocated to ETSA 
Utilities small customers on a state-wide postage-stamp basis; 
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(n) in relation to Distribution Network Users other than small 
customers: 
(i) give greater weight to the principle that prices charged for 

network services in relation to the distribution networks in 
South Australia should be at the same rates for all 
customers regardless of their location, over other economic 
principles; and 

(ii) allocate sunk costs (identified by the Regulator at the time of 
the price determination) on a state-wide postage-stamp basis; 

(f) ensure that the method of allocation agreed with ETSA Utilities in 
relation to the transmission use of system costs paid by ETSA 
Utilities requires the allocation of such costs to its small customers 
on a state-wide postage-stamp basis for so long as the scheme 
defined in Section 21(6) of the Electricity Corporations 
(Restructuring and Disposal) Act 1999 has effect; 

(g) maintain a pricing methodology for small customers pursuant to 
which ETSA Utilities may not elect to use locational prices or divide 
its distribution network into zones in respect of distribution use of 
system costs, and ensure that these costs are allocated to ETSA 
Utilities small customers on a state-wide postage-stamp basis for so 
long as the scheme defined in Section 21(6) of the Electricity 
Corporations (Restructuring and Disposal) Act 1999 has effect; 

(h) in relation to Distribution Network Users other than small 
customers, and in relation to small customers after Section 7.3(g) 
ceases to operate: 
(i) have regard to the principle that prices charged for network 

services in relation to the distribution networks in South 
Australia should be at the same rates for all customers 
regardless of their location; 

(ii) allocate sunk costs as at 1 July 2010 on a state-wide postage-
stamp basis; and 

(iii) notwithstanding 7.3(h)(i) and (ii), consider allocating the 
costs of renewal or replacement of distribution network 
assets after 1 July 2010 on a locational basis, in whole or in 
part. 

At the pre-determination conference, SAERSU stated that the South Australian Government 
has responded to the concerns expressed in the NERA report.  SAERSU says that the South 
Australian Government would accept the Commission’s conditions of authorisation in 
relation to the network pricing derogations with one exception.  SAERSU argues that 
conditions C5.8 and C5.9 are inconsistent.  It requests that condition C5.9 be deleted, or 
amended so that it applies to contestable customers on the same terms as condition C5.8 
applies to non-contestable customers.  
The EUG expresses its strong support for the conditions of authorisation outlined in the 
Commission’s draft determination.  It claims that: 
■  the revenue yield method is inconsistent with the arrangements set out in the NEC and 

will encourage demand growth;  
■  rates of return should be set on a basis that is consistent with national benchmarks;  
■  the elements of the Performance Incentive Scheme that allow double dipping, namely the 

reward element and operations and maintenance costs, should be removed;  
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■  revenue paths should be reset with greater public consultation; and  
■  the South Australian Government should remove restrictions on the ability of the SAIIR 

to operate independently, particularly with respect to its ability to pass through efficiency 
gains to customers.     

The BCA/ERTF also raises a number of concerns with the South Australian network pricing 
arrangements.  These include that the arrangements: 
■  promote non-locational pricing, which will lead to inefficient and unnecessary bypass; 
■  do not pass actual transmission charges through to customers; 
■  provide no independent estimate of asset valuation, capital expenditure, or operations and 

maintenance costs; and 
■  allow an excessive weighted average cost of capital.  
Bardak Energy Services argues that the derogation may have a significant impact on the 
development of new generation in South Australia. 
Commission considerations 

The Commission accepts that there is a need for transition from past State-based regimes to 
the national framework.  However, as it has pointed out in its assessment of the transitional 
arrangements underlying the derogations of other jurisdictions, the Commission considers it 
essential that any such arrangements: 
■  are in place no longer than is necessary; and 
■  are transparent — that is, the arrangements should provide (potential) network owners 

with a clear understanding of the differences between those arrangements and the NEC 
regime in order to minimise the regulatory risk involved once the transitional 
arrangements cease. 

Transmission arrangements 

In respect of South Australia’s proposed arrangements for transmission revenues and pricing, 
the Commission notes that the date when the derogation which authorises those arrangements 
will cease (31 December 2002) is consistent with the date required by the Commission of 
such derogations in other jurisdictions.  
The Commission notes the arguments raised at the pre-determination conference by the EUG 
and BCA/ERTF regarding the valuations given to revenue cap parameters and the risk that 
without being subject independent review or matched against national benchmarks they may 
result in over generous valuations.  Although these criticisms are valid, the arrangements are 
transitional, and the Commission will address these issues when it assumes the function of 
setting transmission revenues from 1 January 2003.  Similarly, the concerns put forward by 
Bardak can also be dealt with once transitional arrangements have ended. 
There are also aspects of the arrangements which are not consistent with the NEC and thus 
the way in which the TNSP will be regulated by the Commission in future regulatory periods.  
However, the Commission is satisfied that, subject to the following, to the extent that the 
arrangements are inconsistent with the NEC obligations beyond that time, the NEC 
obligations will prevail. 
One element of the proposed arrangements which appears to be inconsistent and which the 
Commission considers may operate to the detriment of the national regulatory regime is the 
requirement contained in the proposed State Transmission Code that a TNSP must not, 
without SAIIR’s approval, discontinue or cease to operate, maintain or service network assets 
in rural or country areas (Clause 2.6).  The Commission is of the view that it does not make 
sense that SAIIR may able to prevent the optimisation and investment approval decisions 
taken by the Commission as national regulator from having effect.  Accordingly, the 
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Commission requires that this element of the proposed arrangements be amended to remove 
the inconsistency. 
Further, while not inconsistent with the NEC per se, the Commission also notes that the 
Transmission Code and Licence which form part of the proposed arrangements place 
reporting requirements on the transmission entity which in certain instances duplicate the 
information requirements already imposed by the NEC.  Thus, a TNSP will be required to  
provide the same information to SAIIR and the Commission after the Commission has taken 
over regulation of the TNSP under the NEC.  It would seem sensible to clarify this aspect of 
the arrangements so that the regulatory burden on the TNSP relates to the relevant regulator.  
The Transmission Code and Licence also provide that SAIIR has an arbitration function in 
relation to certain access disputes.  Those instruments provide that SAIIR’s role defers to the 
dispute resolution mechanisms in respect of such matters contained in the NEC.  However, 
the arrangements go further and indicate that SAIIR will have jurisdiction to arbitrate 
telecommunications disputes.  While this arrangement goes beyond the subject matter of the 
NEC, the Commission would like to make two points. 
First, in order to avoid duplication and uncertainty, these arrangements should be consistent 
with the national regulatory arrangements for telecommunications.  Second, in establishing an 
electricity revenue cap, the Commission will take into account the directly attributable costs 
of regulated services plus a proportion of any joint or common costs associated with 
providing a non-regulated (eg telecommunications) service.  This issue is dealt with in 
Chapter 13 of the Commission’s Draft Statement of Principles for the Regulation of 
Transmission Revenues concerning the ring-fencing guidelines which the Commission is 
required to develop under the NEC. 
Distribution arrangements 

The Commission also has concerns with elements of the proposed distribution arrangements. 
First, the Commission shares NERA’s view that the incentive for DNSPs to rebalance their 
distribution tariffs is less likely to be for efficiency reasons than for the purpose of increasing 
its revenues beyond those assessed by the regulator.  Thus, the Commission agrees with 
NERA’s recommendation that any reduction in network charges for non-contestable tariffs be 
passed through to those customers in the form of lower maximum retail prices. 
Second, the Commission notes that allowing DNSPs to treat transmission network charges as 
a cost rather than as a pass-through may have the benefit that it would create an incentive for 
the DNSPs to seek to reduce those charges.  However, the Commission agrees with NERA 
that, instead of permitting the DNSPs to retain those reductions as savings, there would be a 
greater net public benefit in passing through those reductions to customers as soon as 
possible.  Reductions to transmission network charges that would occur as the result of inter-
regional settlements residues and settlements residue auction proceeds are excluded as they 
are to be passed through by virtue of the derogation discussed in Section 5.2.5 above. 
Third, while commending the South Australian Government for implementing a performance 
incentive regime based on a clear set of service standards for DNSPs, the Commission shares 
EUG concerns and considers that, in order to prevent a bias in favour of overcapitalising, it 
must be made clear that SAIIR is able to periodically review those service standards. 
More significantly, the Commission notes the number of proposed restrictions that will 
operate on the way that SAIIR is able to conduct its future reviews.  While, as NERA points 
out, these restrictions have the benefit that they add transparency and certainty to the 
regulatory process and thus minimise risk for the networks, some involve potential efficiency 
tradeoffs which would operate to the disadvantage of both upstream and downstream users. 
The Commission notes that the EUG and BCA/ERT have particular concerns with two of the 
proposed restrictions.  These are that SAIIR must: 
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■  use the initial asset base and additions to that base set out in the EPO for the next two 
review periods.  As noted above, NERA points out that the way this requirement is 
worded could be interpreted to have the effect that DNSPs will not face reductions in 
revenue as the result of asset optimisation by the regulator for the next fifteen years; and 

■  with the exception of transmission users who pay a capacity charge, structure network 
charges on a postage-stamped basis in perpetuity.  NERA considered that this could 
represent a significant barrier to encouraging efficiencies within the State industry and a 
national approach to the setting of distribution network tariffs over the longer term. 

Both restrictions as proposed reflect the difficulties in finding an appropriate balance between 
efficiency objectives and equity concerns in moving towards a more competitive electricity 
sector.  It is thus important to ensure that the distribution regulatory regime that is to operate 
in South Australia during the transitional period is properly able to take the competing needs 
of networks, network users and the wider community into consideration. 
In this context, the Commission considers it important that SAIIR has the degree of flexibility 
and the independence from the other policy processes of government to ensure that it is 
capable of making decisions in the public interest without favouring individual stakeholders.  
Thus, in relation to the first proposed limitation, the Commission’s concern is that, without an 
independent regulator, the regulatory regime may be used to justify and disguise the charging 
of excessive prices returned to the owners of the networks over the transitional period. 
In discussions with the Commission on this point, South Australian representatives indicated 
that the State Government was prepared to alter the wording of the restriction as it would 
operate in the second subsequent period to clarify that the jurisdictional regulator would be 
able to roll-forward the asset base with the required degree of flexibility.  The Commission is 
of the view that these changes ensure a reasonable balance between equity and efficiency 
objectives. 
In relation to the second restriction, the Commission is of the view that, where governments 
seek to achieve equity objectives, it is preferable not to restrict the regulator’s ability to 
enable the benefits of reform to be spread across the whole community but, instead, to use 
more efficient, transparent mechanisms to ensure that specifically identifiable groups are not 
disadvantaged. 
In this respect, South Australia’s representatives indicated that a fundamental condition for 
implementing electricity reform in the State is that network customers, particularly rural 
residential and small business customers, would not be required to pay higher charges in 
respect of costs sunk into the network as it exists at present.  However, those representatives 
also stated that: 
■  the proposed arrangements included a scheme whereby customers would be required to 

contribute towards the cost of future distribution network augmentations which they 
required; 

■  the length of the authorisation sought in respect of the network pricing derogation was in 
any event limited to the end of 2002; 

■  the State Government was willing to make it clear that, were there to be any inconsistency 
between the EPO and the NEC after the authorisation of the derogation had expired, the 
NEC would prevail to the extent of that inconsistency — so, for example, if the NEC was 
amended to require distribution pricing to include locational signalling, the restriction in 
the EPO would no longer apply; and  

■  the Government was also willing to redraft elements of the distribution tariff restriction to 
better match the degree of protection required to those customers most in need of it. 

In light of these considerations, the Commission is prepared to authorise this element of the 
derogation for the period requested, that is, until 31 December 2002. 
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The Commission also notes that under the proposed arrangements SAIIR is required to 
include underground cables required by the Minister in the DNSP asset base at cost.  There 
may be occasions where this requirement is inconsistent with, or more directive than, the 
NEC principle that assets be valued with regard to their deprival value.  The implication is 
that, in taking a decision to require undergrounding, the Minister will have decided that the 
cost of the cabling is equal to or less than the value of the replaced overhead wires plus the 
value of the easements released.  Under the NEC, this decision would be left to the 
jurisdictional regulator. 
To a certain extent, the proposed approach may involve a move from a deprival to a historic 
cost valuation approach for a portion of the network’s assets.  Notwithstanding this 
discrepancy, it would seem sensible that, where a utility is required to underground, it should 
receive an appropriate level of compensation for doing so.  However, the Commission is of 
the view that the arrangements are less than optimal and suggests that the South Australian 
Government review this feature before the end of 2002. 
Finally, due to the inconsistency raised by SAERSU at the pre-determination conference and 
in its submission, the Commission has amended condition C5.9 to ensure that reductions 
caused by regulatory reviews of transmission charges are passed onto contestable customers.  
Tariffs for non-contestable customers will remain unchanged until 2005, but South 
Australia’s contestability timetable provides that all customers will be contestable by 1 
January 2003.  Consequently, this should mean in effect that all customers should benefit 
from reductions in transmission revenues resulting from the regulatory reset in 2003.  The 
revised condition also has the benefit of retaining the incentive of encouraging distributors to 
reduce transmission charges, while not allowing windfall gains from the regulatory decisions 
of the Commission to be kept by the distribution businesses. 
Conditions of authorisation 

C5.6 Clause 2.6 of the proposed Transmission Code must be amended to require the 
approval of the Commission, rather than SAIIR, from 1 January 2001. 

C5.7 The EPO must contain a section which provides that the terms of the NEC 
(including the terms of any applicable derogation) will prevail over the terms of 
the EPO to the extent of any inconsistency. 

C5.8 The EPO must be amended to require that any reduction in network charges 
(other than reductions resulting from the distribution of settlements residues 
and settlements residues auction proceeds) in respect of non-contestable tariffs 
must be passed through to those customers in the form of lower maximum 
retail prices. 

C5.9 Clause 9.29.5 must be amended to require that any reduction in transmission 
network charges as a result of regulatory reset (excluding reductions resulting 
from the distribution of settlements residues and settlements residues auctions 
proceeds) must be passed through to contestable customers.  In accordance 
with the South Australian contestability timetable, from 1 January 2003 these 
reductions must be passed onto all customers. 

C5.10 Clause 9.29.5 must be amended to require that the jurisdictional regulator may 
review the kinds and level of service standards which form the basis for the 
operation of the performance incentive regime applying to distribution 
networks. 

C5.11 Section 7.3(b)(i) of the EPO must be amended so the words “by an amount 
reasonably determined by the Regulator” are inserted after the words “must be 
adjusted”. 
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C5.12 Sections 7.2(l), (m) and (n) and 7.3(f), (g) and (h) of the EPO must be amended 
to provide as follows: 

 “(l)  ensure that the method of allocation agreed with ETSA Utilities in 
relation to the transmission use of system costs paid by ETSA 
Utilities requires the allocation of such costs on a state-wide 
postage-stamp basis; 

(m) maintain a pricing methodology for small customers pursuant to 
which ETSA Utilities may not elect to use locational prices or divide 
its distribution network into zones in respect of distribution use of 
system costs, and ensure that these costs are allocated to ETSA 
Utilities small customers on a state-wide postage-stamp basis; 

(n) in relation to Distribution Network Users other than small 
customers: 
(i) give greater weight to the principle that prices charged for 

network services in relation to the distribution networks in 
South Australia should be at the same rates for all 
customers regardless of their location, over other economic 
principles; and 

(ii) allocate sunk costs (identified by the Regulator at the time of 
the price determination) on a state-wide postage-stamp basis; 

(f) ensure that the method of allocation agreed with ETSA Utilities in 
relation to the transmission use of system costs paid by ETSA 
Utilities requires the allocation of such costs to its small customers 
on a state-wide postage-stamp basis for so long as the scheme 
defined in Section 21(6) of the Electricity Corporations 
(Restructuring and Disposal) Act 1999 has effect; 

(g) maintain a pricing methodology for small customers pursuant to 
which ETSA Utilities may not elect to use locational prices or divide 
its distribution network into zones in respect of distribution use of 
system costs, and ensure that these costs are allocated to ETSA 
Utilities small customers on a state-wide postage-stamp basis for so 
long as the scheme defined in Section 21(6) of the Electricity 
Corporations (Restructuring and Disposal) Act 1999 has effect; 

(h) in relation to Distribution Network Users other than small 
customers, and in relation to small customers after Section 7.3(g) 
ceases to operate: 
(i) have regard to the principle that prices charged for network 

services in relation to the distribution networks in South 
Australia should be at the same rates for all customers 
regardless of their location; 

(ii) allocate sunk costs as at 1 July 2010 on a state-wide postage-
stamp basis; and 

(iii) notwithstanding 7.3(h)(i) and (ii), consider allocating the 
costs of renewal or replacement of distribution network 
assets after 1 July 2010 on a locational basis, in whole or in 
part. 

‘small customer’ — as defined in Section 21(7) of the Electricity 
Corporations (Restructuring and Disposal) Act 1999.” 
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5.3 New South Wales settlement surplus derogation 
This derogation permits the settlements surplus accruing to New South Wales from trade on 
inter-connection assets between Victoria and New South Wales to be distributed firstly to 
Snowy Hydro Trading and then to Transgrid to enable reductions in network charges as 
proposed in the NEC.  The amount distributed to Snowy Hydro Trading will be sufficient to 
make up losses arising from inter-regional price differences on eligible Snowy Hydro Trading 
contracts not exceeding 1850 MW total capacity.  It is proposed that the derogation will cease 
by declaration by the relevant Minister that effective inter-regional hedging arrangements are 
available or by 31 December 2002 at the latest. 
This proposed New South Wales derogation contains only minor wording changes from the 
derogation covered in the 19 October 1998 determination.  The proposed changes revise the 
wording of the definitions for “capped amount” and “differential losses” and add definitions 
for  “constrained trading interval” and “Eligible Snowy Capacity”.  These changes modify the 
amounts payable to  Snowy Hydro Trading to more clearly reflect the losses incurred by that 
organisation in selling electricity into the New South Wales market. 
Issue for the Commission 

The expected benefit accruing to end use customers from reductions in network service fees 
due to the settlements surplus will be reduced by allocation of some of the settlements surplus 
away from the TNSP.  Further, this derogation may impact upon the viability of inter-regional 
trade, thus reducing the overall public benefits arising from implementation of the NEM. 
What the interested parties say 

Parties commenting on the original New South Wales derogation and the Victoria derogation 
were concerned with the impact of the proposed derogation on the viability of the inter-
regional hedging market to be developed by NEMMCO.  The end date of the derogation was 
also criticised since it would be left up to the Minister to determine when an effective inter-
regional hedging market exists. 
Issues arising from the draft determination 

In its submission concerning the draft determination, NEMMCO notes that as the settlement 
residue action process has been implemented, this derogation has effectively lapsed. 
Commission considerations 

This Commission considers that issues surrounding this derogation have been substantially 
dealt with in the determination of 19 October 1998.  The Commission does not consider that 
the amendments to the derogation raise any further issues of substance.  Further, the condition 
imposed in the 19 October 1998 determination has been met, and the Commission proposes to 
grant authorisation to this amendment at this time.  
However, the Commission notes the argument of NEMMCO that as the settlements residue 
auction process has commenced, this derogation has effectively lapsed.  The Commission 
invites the applicants to withdraw this derogation if it is no longer required. 
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6. Other issues raised 

As part of their application, NECA and NEMMCO have requested a re-authorisation of the 
entire NEC.  Therefore, interested parties have highlighted several issues for review within 
the NEC that did not form part of the amendments to the NEC that were submitted.  These 
issues are: 

 market accountability and governance; 
 demand side participation; 
 intra-regional transmission augmentation; 
 generator direction compensation; 
 trading system issues (gross pool versus net pool); 
 financial transfers between Network Service Providers; 
 removal of VoLL (Value of Lost Load) and remuneration of directed plant; 
 market information; 
 definition of a non-scheduled generator; and 
 industry structural issues. 

6.1 Market Accountability and Governance 
Several submissions have raised concerns as to the accountability of NECA and NEMMCO.  
Issues for the Commission 

The public benefit from implementing the NEM arrangements arises from the effectiveness of 
the NEC and the confidence of NEM participants in the ability of NECA and NEMMCO to 
effectively undertake their obligations.  The Commission is also concerned to ensure that the 
administrative costs of operating the NEM do not significantly reduce the likely public 
benefits of the NEM. 
What the interested parties say  

FHP notes that NEMMCO and NECA are effectively monopoly businesses that, in respect of 
market establishment costs, have not been subject to appropriate procedures for ensuring the 
accountability and transparency of establishment costs. 
More generally the BCA/ERT contends that ongoing participation fees have been excessive 
and illustrate of a lack of accountability from NECA and NEMMCO.  The BCA/ERT notes 
that in other countries such organisations are subject to tight regulation as well as competitive 
disciplines. 
The BCA/ERT suggests that the structure of the NEC, proposed amendments to the NEC and 
the operation of NECA and NEMMCO to date raise the issue of governance.  The BCA/ERT 
notes that the only shareholders in NECA and NEMMCO are state governments who 
therefore effectively control both organisations.  The BCA/ERT claims that as a result NECA 
and NEMMCO are not independently or transparently regulated and that market participants 
and end use customers have no say in their operation. 
The BCA/ERT also considers the present market monitoring arrangements insufficient.  The 
BCA/ERT contends that problems of market power in Queensland and South Australia exist 
which warrant investigation and note that to BCA/ERT’s knowledge, beyond an investigation 
of ramp loading in Queensland, no investigations have been made by either NECA or the 
ACCC.  
Consequently the BCA/ERT has proposed a number of amendments to the governance of 
NECA and NEMMCO including:  
■  NEMMCO being owned by market participants with end-user participation;  
■  NECA being phased out and its duties undertaken by the ACCC;  
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■  the establishment by the ACCC of an ongoing market monitoring system independent of 
NEMMCO to take prompt action to eliminate any anti competitive behaviour;  

■  fully independent regulators in each state; and 
■  the ACCC taking over its regulatory responsibilities from the states as soon as practical, 

not in 2002 as currently proposed.  
The BCA/ERT also proposes that consideration be given to the establishment of a National 
Energy Regulatory Agency to take over the responsibilities of NECA, the state regulators and 
part of the ACCC responsibilities. 
At the very least the BCA/ERT considers a detailed review of the governance arrangements 
of NEMMCO and NECA and more generally of the regulatory arrangements covering the 
electricity industry necessary. 
What the applicants say 

NEMMCO noted that the Governance Review has been undertaken and the concerns of 
market participants should be addressed through that review.  
NEMMCO further notes that while FHP provided no detailed analysis to support its claims of 
excessive establishment costs, the claim does bring into question the issue of responsible 
management, accountability and market governance.  NEMMCO states: 

In an undertaking as complex as the establishment of the NEM, divergent views about how best to 
establish the market are inevitable.  From a market perspective, the important safeguards are a 
requirement that participants be consulted as part of the market decision process and that the 
market decision-makers be accountable to participants and jurisdictions.  Both of these safeguards 
have been present in NEMMCO’s operation. 

Issues arising from the draft determination 

In the draft determination, the Commission argued that the issues of market 
governance and the perceptions regarding NECA and NEMMCO’s expenditures to be 
fundamental to the continuing effective operation of the NEM.  The Commission 
strongly recommended a greater degree of market participant and end-user 
involvement in NECA and NEMMCO decision making. 
Market accountability and governance issues drew comment at the pre-determination 
conference and in submissions.   
QERU argues that issues associated with governance are being addressed by the 
jurisdictions.  It adds that end-user concerns of governance are important and need to 
include effective introduction and strengthening of demand side participation. 
NEMMCO outlines a number of errors of fact in the draft determination concerning 
NEMMCO’s fees.  It argues that the BCA/ERT quotes NEMMCO’s fees as $0.96/MWh, 
rather than NEMMCO’s budgeted fees of $0.49/MWh.  It adds that any comparison of 
NEMMCO’s fees with those in California should also consider the costs of the California 
Independent System Operator.  It agrees with the Commission’s recommendation for greater 
participant and end-user involvement in NEM decision making. 
Concerning arguments noted in the draft determination about generator behaviour in 
withholding plant, Loy Yang Power argues that this conduct will be covered under the TPA 
or the Principles of Ethics agreement.  It contends that if a generator’s ability to withdraw 
plant on a commercial basis is limited, some form of capacity payment would need to be 
introduced to the market to compensate them for the commercial loss. 
The EUG argues that the existing NEM governance arrangements lack proper accountability, 
particularly to end-use customers who fund the costs of operating, developing and 
establishing the NEM.  The EUG contends that it should be a condition of authorisation that 
NEMMCO/NECA budgets are to be regulated by the ACCC, that both produce more 
meaningful key performance indicators, that both must disclose board and senior executive 
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remuneration, that both boards must include end-user and other stakeholder representatives 
and that an advisory committee be established with power to review budgets. 
The EUG and the BCA/ERT also raise concerns over the adequacy of the current market 
monitoring and surveillance framework in the NEM. 
Commission considerations 

The Commission considers that the issue of NEM governance arrangements is of vital 
importance to the effective functioning of the NEM.  The Commission considers that a 
number of the issues raised by end-users and market participants need to be addressed.  The 
outcomes of the Governance Review are also relevant in this context. 
Costs 

The NEC provides for NEMMCO’s annual budget to be approved by the board of 
NEMMCO.  However, the NEC also provides for NEMMCO to recover any over 
expenditures of previous years.   
The Commission is also aware that NEMMCO is subject to auditing requirements of 
Corporations’ Law, which place obligations upon NEMMCO regarding its record keeping.  
However, the Commission is unaware of arrangements which assist NEMMCO in avoiding 
excessive expenditure. 
The Commission believes that NEMMCO and NECA should consider possible solutions to 
the growing perception of a lack of expenditure controls.  For instance, the Governance 
Review proposed independent regulatory oversight.  An alternative measure could include 
market participant and end-user representation on the NECA and NEMMCO boards.  The 
Commission notes the structure of the Settlements Residue Committee (SRC) in this regard.  
The SRC’s functions include financial oversight of the running of the settlements residue 
auctions by NEMMCO.  Market participant and end-user representation on the SRC enables 
these parties to scrutinise NEMMCO’s expenditure, and thus influence the way in which the 
settlements residue auctions are conducted. 
Further options could include a more rigorous scrutiny of expenditure proposals and the 
budgets of NECA and NEMMCO by both market participants and end-users.  This could be 
achieved through an extension of the code consultation process to include end-users and/or 
through the establishment of a budget review board which would have the power to veto or 
alter proposed expenditures as well as the power to assist NECA and NEMMCO in assessing 
tender documents for significant expenditures. 
Market monitoring 

The Commission notes the concerns of the BCA/ERT and EUG regarding monitoring of 
market behaviour, and possible abuses of market power in the NEM.  The Commission notes 
the first quarterly report from NECA regarding the impact of bidding and rebidding 
behaviour on price outcomes and considers that the report does not indicate any likely 
breaches of the TPA.  In particular the Commission notes the claims that generators in some 
regions have been withholding plant from the market, with the effect of increasing pressures 
in tight demand and supply situations and resulting in dispatch of high priced plant, forcing 
the overall spot price up. 
Such issues were not specifically addressed in the NECA report.  However, the Commission 
is aware that NECA is developing proposals to strengthen its monitoring powers through the 
adoption of a code of ethics. 
Consistent with the concerns expressed, the Commission has been taking a far more active 
role in policing market behaviour in terms of the operation of the TPA.  The Commission will 
also be considering whether the operation of the market during times of alleged market 
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gaming is consistent with the Commission’s assessment of the NEC under Part VII and Part 
IIIA of the TPA.    
The Commission is also interested to receive detailed information, in this industry as in all 
other industries, regarding behaviour or market outcomes that affected parties consider may 
indicate the TPA has been breached. 
The Commission considers that further investigation of practices including the impact of 
withholding plant from the market is warranted.  Such behaviour on the part of generators 
will directly impact on the public benefits that are likely to arise from the NEM, although the 
Commission recognises that it may not breach the TPA, and may have a sound commercial 
justification in many cases. 
To the extent that the current arrangements are deficient and that code changes are warranted, 
the Commission believes that any such code changes should be underpinned by a robust 
enforcement regime that acts as a clear deterrent to gaming. 
Nevertheless, the Commission reiterates its view expressed in the 10 December 1997 
authorisation determination, that while regulation can provide a check on the exercise of 
market power, further disaggregation of generation assets may be necessary.  Establishing 
more generation businesses to compete in the market should make it more difficult to exercise 
market power.  However, as always, this remains a matter for individual jurisdictions. 
Market Governance 

The Commission notes the concerns raised regarding NEM governance.  A review of NEM 
governance and liability arrangements has been undertaken by the jurisdictions participating 
in the NEM. The Governance Review was completed in August 1999, and considered a range 
of matters, including: 
■  the effectiveness of the current reporting and accountability framework of NEMMCO and 

NECA and how it may be improved; 
■  options to ensure institutions face appropriate accountability drivers, with an emphasis on 

increasing transparency rather than the degree of regulation; and 
■  appropriate qualitative and quantitative performance indicators for the existing market 

institutions. 
The Governance Review sought to address governance issues in the context of their impact 
on NECA and NEMMCO’s liability arrangements.  The review concluded that, due to 
possible conflicts of interest, certain NECA functions should be transferred to NEMMCO.  In 
this respect, the Commission maintains the view expressed in its submission to the 
Governance Review, that a reallocation of functions may raise other conflict of interest issues 
and that they too should be examined in an even-handed way. 
The Commission considers the issues of market governance and the perceptions regarding 
NECA and NEMMCO’s expenditures to be fundamental to the continuing effective operation 
of the NEM.  The Commission strongly recommends a greater degree of market participant 
and end-user involvement in NECA and NEMMCO decision making. 
However, given that the outcomes of the Governance Review have yet to be put into effect by 
the jurisdictions, the Commission does not believe it is appropriate to impose a condition at 
this time. 
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6.2 Demand Side Participation 
Submissions from the Australian Consumers’ Association, BCA, ACA and EUG have noted 
the lack of demand side participation in the NEM and have questioned the effectiveness of 
the current market arrangements in the absence of such involvement.19  
Issues for the Commission 

The NEM was established to introduce competition as a means of driving efficient pricing 
and investment outcomes.  As currently structured, end-users pay most of the costs of 
operating the market, including the electricity infrastructure.  Consequently, user groups have 
argued that the demand side needs the opportunity to fully participate in the market if end-
users are to see the benefits of reform through lower prices, better service and new products.  
The Commission is concerned that a low level of demand side involvement in the market 
could potentially undermine the objectives of the NEM reforms. 
What the interested parties say 

The EUG has noted that end-users are, as a result of shortcomings of the NEM, 
disenfranchised and lack the resources to effectively participate in the market. The EUG 
contends that this lack of demand side participation in the market is creating problems 
resulting in unbalanced outcomes on many of the issues arising in the NEM. The EUG 
considers that the lack of demand side participation in the market is primarily a consequence 
of the end-users being widely dispersed and therefore difficult to co-ordinate, problems in 
educating customers about reforms and the fact that whilst energy costs are significant in 
aggregate for individual consumers they form only a small component of overall business 
operating costs. 
The EUG further notes that Code consultation occurs on two levels, formal consultations with 
market participants and more informal consultation with other stakeholders. The EUG 
contends that, as end-users are not market participants, they are excluded from the formal 
code consultation process. The EUG notes that this disadvantages the parties intended as the 
primary beneficiaries of the NEM and therefore propose that the NEC be amended so as to 
require formal consultation with end-users (or their representatives).  
The BCA/ERT proposes that NEMMCO be owned by market participants with end-user 
participation as a means of addressing the problem of demand side participation. 
The Australian Consumers’ Association, EUG and ACA have jointly submitted a proposal for 
demand side participation in the NEM. The proposal contends that, at present, participation in 
the NEM is dominated by the supply side and that consequently it is arguable that the benefits 
of introduction of the NEM have flowed through to major participants at the expense of end-
users. The proposal further contends that supply side participants are able to marshal 
significant resources to argue for market outcomes to suit them with little countervailing 
demand side participation. The joint submission argues that adequate resourcing is necessary 
in order to facilitate effective demand side participation in the market.  
The joint submission proposes that a research and advocacy function be established, to be 
supervised and directed by an advisory board representative of consumers, end-users and new 
entrants. It is proposed that the new body would conduct market research and analysis, 
participate in the debates on market arrangements and outcomes and play an advocacy role 
for the demand side where appropriate. The aim of the body would be to provide a better 
balance in regulatory and market outcomes. 

 
19  In this section, “demand side participation” is used to indicate this end user involvement in NEC decision 

making.  This is not to be confused with notions of “demand side response” (ways of modifying electricity 
consumption to achieve energy efficiency and load management). 
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The proposal estimates that $2.7 million per year would be required to fund such a body and 
propose that the body be funded via a levy of 0.15 percent on contestable market electricity 
sales. The association contend that such a levy would amount to total cost to end-users of 
between 20c and 40c per household and that savings to households from effective demand 
side participation would amount to many times more than this. 
The major benefits identified in the proposal are: 

 Delivering benefits to end-use customers through lower prices, better services, lower 
greenhouse gas emissions and more opportunities for other businesses; 

 Providing balance to major market participants in consultations, code administration and 
regulatory processes; 

 Ensuring market behaviour is competitive and subject to proper surveillance; 
 Providing customer education and communication programs; and 
 Providing customer input to the introduction of full contestability. 

The association notes that groups supporting the proposal and to be represented on the 
advisory board include ACA, Australian Consumers’ Association, and the Energy Users 
Group.  It has been proposed that other groups such as the Australian Industry Group – 
Energy Working Group, BCA/ERT, Energy Action Group, Minerals Council of Australia and 
the Property Council of Australia could also be represented on the advisory board. 
Issues arising from the draft determination 
In the draft determination, the Commission imposed the following conditions of 
authorisation. 
C6.1  Clause 8.7.4 of the NEC must be amended to include an assessment of the extent 

and effectiveness of demand side participation in the market as part of NECA's 
annual reporting requirements. 

C6.2  NECA is to provide a report into the feasibility and resourcing of an end-user 
advocacy group to participate in NEM decision making.  The report is to 
include a review of 8.3.4(c) and related clauses with a view to improving the 
involvement of non-Code Participants in NEM decision making. 

There was broad support at the pre-determination conference and in subsequent submissions 
of the need for greater end-user involvement in NEM decision making. 
QERU argues that the demand side is poorly serviced by the NEM systems and as such is 
unable to provide appropriate countervailing power in the market.  It claims that the demand 
side needs to be more active and empowered in the NEM. 
Transgrid broadly endorses a stronger customer voice in NECA and NEMMCO decision 
making, but adds that in return for funding it was very important that the end-user advocates 
have legitimacy. 
NEMMCO supports the review as required in Condition C6.2. 
The NRF agrees that there is a need for greater demand side participation in the NEM.  It 
argues that it is particularly aware of, and identifies with, the difficulties encountered by end-
users in participating in, and the resourcing of, market consultation and development.  It 
claims that the existing framework restricts that participation.  It argues, however, that 
condition C6.2 is too narrow, and that the condition should be extended to require a review of 
the overall NEM consultation processes in the NECA report.  It also argues that the condition 
should specify a date by which the NECA report should be published.  The NRF raises 
concerns with the EUG’s preliminary cost estimates of funding an end-user advocacy group 
and the likelihood of those costs being controllable. 
The EUG strongly supports the ACCC’s conditions of authorisation, but argues that it was 
important to specify them more clearly.  In this regard, its submission argues that condition 
C6.1 should also require reporting through NECA’s quarterly reports, the inclusion of input 
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indicators and key performance indicators on demand side participation, a requirement in the 
NEC for end-user consultation, and a requirement to have end-user participation on all 
significant reviews and standing committees. 
Similarly, it argued that condition C6.2 should also require the NECA review to:  
■  set up a steering committee made up of end-user representatives; 
■  report back in time to include any changes in next year’s NEM budget cycle; 
■  produce outcomes consistent with condition C6.1; 
■  have particular regard to the views expressed by the NEM Governance and Liability 

Review’s first report and those expressed by the Commission; and  
■  consider other local and overseas approaches to improved demand side participation. 
The Australian Consumers’ Association strongly supports the proposed conditions C6.1 and 
C6.2.  It agrees with the amendments to the proposals put forward by the EUG. 
Loy Yang Power, however, argues that while it does not have an issue with the establishment 
of an end-users advocacy group, such a group should not be funded by a levy on the market.  
It adds that if the end-users believe that such a group would offer significant savings as stated 
by the EUG, then they should have no problem funding such a body themselves. 
Commission considerations 

The Commission notes the argument that the NEM has been established primarily for the 
benefit of end-users.  It is therefore of some concern that end-users consider that they have no 
formal process for input into the very arrangements established for their benefit.  In particular 
the Commission is concerned that many of the reviews of aspects of the NEC have taken 
place and are likely to take place without the benefit of end-users’ perspective, or only with 
limited input from end-users. 
There are a number of reasons for reaching this conclusion.  One is that most end-users are 
not Code participants, and as such are excluded from most of the formal consultation 
processes set out in the NEC.  Another is that electricity use is not the main cost driver in 
determining consumption patterns for most end-users – electricity is an input required for 
production processes for business end-users, and an input required to meet a ‘normal’ 
standard of living for most domestic end-users.  Whilst end-users devote some resources to 
participate in the development of the NEC, these resources are inadequate to cover the myriad 
of reviews regarding the NEC and electricity industry arrangements.  In contrast, the major 
participants in the NEM, the generators, transmission and distribution businesses, and 
retailers do have the resources to allocate to ensure their business interests are represented.  
The Commission considers that end-user participation in the NEM, or the processes of 
ongoing review and development of the NEM arrangements is essential.  One way that such 
participation could be fostered is through end-user representation of the boards of NEMMCO 
and NECA, as suggested by the BCA/ERT.  Alternatively it may be appropriate for a 
consortia of peak representative bodies to establish a single end-user group, charged with 
providing input to the various reviews of the NEC and other issues regarding the electricity 
industry as proposed by the Australian Consumers’ Association.  To facilitate such an 
outcome and indeed to fund such participation it may also be necessary to require NECA and 
NEMMCO to consult with end-users, as well as Code participants when conducting reviews 
and processing amendments to the NEC.  The funding of such a consortia could be 
undertaken through participant fees – that is by a general levy that would in fact be paid for 
by all end-users, so that peak body representation could be facilitated.  The Commission 
considers that such a proposal merits further consideration by NECA and NEMMCO.  
The market objectives outlined in the NEC include requirements that the market be 
competitive (clause 1.3(b)(1)); that customers have the ability to choose between suppliers 
(clause 1.3(b)(2)); and that persons outside the market are not to be treated less favourably 
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than current market participants (clause 1.3(b)(4)).  Effective competition requires fully 
informed customers making supplier choices based on the best available knowledge.  Even 
though they are currently outside the “market” as defined by the NEC, market rules and 
activities have a financial impact on end-users.  From the point of view of effective 
competition and decision making equity, it is therefore proper that end-users have an effective 
voice to participate in NEC developments.  Such an outcome would be entirely consistent 
with market objectives as expressed in clause 1.3 of the NEC. 
The Commission considers that the suggested amendments to conditions C6.1 and C6.2 
proposed by the EUG merit consideration by NECA.  The Commission has modified its 
wording of condition C6.1 to ensure more effective demand side reporting by NECA.  In 
relation to condition C6.2, the Commission agrees that a committee should be established to 
assist NECA in the review.  However, the Commission does not agree that this committee 
should be made up entirely of end-users.  Condition C6.2 has been modified and a new 
condition C6.3 added to reflect these views. 
Concerning the argument of the NRF that condition C6.2 should be widened to require a 
review of the overall NEM consultation procedures, the Commission considers that the 
difficulties faced by retailers in participating in NEM decision making processes are less 
acute than those faced by end-users.  Therefore, the Commission does not believe it necessary 
to widen condition C6.2 to include a review of overall NEM consultation procedures at this 
time. 
The Commission does, however, share the concerns of the NRF over the preliminary cost 
estimate of $2.7 million per annum to fund an end-user advocacy group. 
Finally, the Commission agrees that a time limit should be imposed on the release of the 
NECA report.  The Commission believes that 30 June 2000 provides a reasonable time frame 
for consideration of these issues. 
Conditions of Authorisation  

C6.1  Clause 8.7.4 of the NEC must be amended to include an assessment by NECA of 
the extent and effectiveness of demand side participation in the market, 
including a summary of measures that could be undertaken to enhance demand 
side participation in the NEM, as part of NECA's annual reporting 
requirements. 

C6.2  NECA is to provide a report by 30 June 2000 into the feasibility and resourcing 
of an end-user advocacy group to participate in NEM decision making, with a 
view to making recommendations for consideration in the next NEM budget 
cycle.  The report is to include a review of 8.3.4(c) and related clauses with a 
view to improving the involvement of non-Code Participants in NEM decision 
making. 

C6.3 NECA is to establish a committee made up of market participants and end-
users, or their representatives, to assist it in undertaking the review specified in 
condition C6.2.  End-users and end-user representatives are to comprise at least 
50% of the membership of the committee. 

6.3 Intra Regional Transmission Augmentation 
Issues for the Commission 

Effective guidelines governing transmission augmentation are necessary to ensure system 
adequacy. Where the augmentation process is undertaken by a TNSP, questions of 
competitive neutrality may arise. 

What the interested parties say 
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The ACA states that the Sydney CBD and inner suburbs augmentation process has had a 
number of unintended effects which have decreased the level of competition and increased 
delivered electricity prices to end use customers. The ACA argues that:  

■  in considering “intra-regional” transmission augmentation, a competitive process should 
be undertaken by the DNSP (not the TNSP) to provide opportunities for embedded 
generation and demand management to deliver the lowest cost option; 

■  in the case of the Sydney CBD process, Transgrid, which represents one of the competing 
supply options should not be in charge of the study and evaluation process. The process is 
not competitively neutral where Transgrid has appointed the consultant, set the terms of 
reference, is collecting competitive information from competing options, and then is 
assessing the merits of those options. Further, Transgrid’s consultant has refused to meet 
with the ACA and competing generation proponents and will only enter into written 
dialogue with the ACA. This is extremely unsatisfactory and is a grave concern not only 
to potential competing proponents but also to end use customers that have to bear the 
cost; 

■  Energy Australia has the responsibility to supply its customers with an appropriate service 
and it will also have to charge them the cost of providing this service. It therefore follows 
that Energy Australia as the DNSP should be driving the process and calling for 
competing options, not Transgrid.  The current processes are no longer compatible with 
current competitive market design; 

■  where “end use” customers are expected to pay the cost of the augmentation then the 
evaluation criteria should be on the basis of “net customer” benefits.  End use customers 
legitimately expect that the lowest cost option (to them) will be implemented; and 

■  where assets are to be rolled into the rate base and the cost passed through to customers as 
a regulated charge then extremely high levels of disclosure and transparency are required 
and that any evaluation of competing options where the NSP is also a competitor should 
be done independently.  If “end use” customers are to pay, then their representatives 
should be deciding between the competing options.  This would be similar to the process 
that would apply where generators requested deep connection and were beneficiaries. 

Issues arising from the draft determination 

No issues were raised by interested parties on this matter. 
Commission Considerations 

The Commission notes the concerns of the ACA regarding the present process for the study 
and evaluation of transmission augmentation.  Indeed, the Commission conducted a review of 
the criterion for new interconnectors and network augmentation.  Ernst & Young was 
engaged to assist the Commission in conducting this review and the Commission published 
the Ernst & Young report on 25 March 1999.  Ernst & Young proposed to change the 
regulatory test for network augmentation from a customer benefits test to a market benefits 
test based on maximising net public benefits.  

In April 1999, the Commission released a staff paper on the review of criterion for new 
interconnectors and network augmentation.  

The Commission sees merit in the proposed market benefit augmentation test.  Such a test 
embodies the principal of competitive neutrality which is important for encouraging 
competition in the generation of electricity and the supply of energy services.  The test is also 
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largely consistent with standard principles used in economic cost benefit studies of guiding 
public decisions towards economically efficient outcomes. 

In July 1999, applications for authorisation of amendments to the NEC, which included a new 
regulatory test for new interconnectors and network augmentations, were lodged with the 
Commission. 

On 22 September 1999, the Commission issued a draft determination concerning these Code 
changes, in which it proposed to grant conditional authorisation.  The Commission is 
currently in the process of finalising this determination. 

In July 1999, further amendments to the NEC resulting from the NECA Transmission and 
Distribution Pricing review and the proposed framework for the treatment of unregulated 
interconnectors were lodged with the Commission for authorisation.  At the current time, the 
Commission is also in the process of considering these applications for authorisation.   
The Commission considers these reviews provide a forum for interested parties to raise any 
concerns regarding intra regional transmission augmentation. 

6.4 Generator direction compensation methodology 
Under the NEC there are various categories of directions that the market operator 
(NEMMCO) can make to participants.  Each category of direction requires compensation to 
effected generators as specified under the NEC.  In its 19 October 1998 determination the 
Commission imposed a condition of authorisation (C 3.5) that NEMMCO develop a 
methodology for compensation under clause 4.8.9 for directions by NEMMCO affecting 
power system security.  The condition also stated that NEMMCO must compare and contrast 
the methodology developed with those for directions given under clauses 3.11.2(c), 4.5.2(b), 
4.8.5(c) and Schedule 9G5.8(a) of the NEC.  Due to an error in the drafting of the amendment 
to satisfy this condition some ambiguity was introduced into the meaning of clause 4.8.9(h).  

Issues for the Commission   

To the extent that the NEC fails to provide adequate compensation to generators in the event 
of a direction by the market operator participation in the NEM will be discouraged and the 
public benefits of the NEM arrangements reduced. 

What the interested parties say 

Hazelwood Power has submitted that the categorisation of directions by the market operator 
under the NEC is a fairly arbitrary NEMMCO choice. Hazelwood contends that this poses a 
problem in so far as the market pricing and compensation to affected parties for distinct 
categories of market direction under the NEC vary. 

Hazelwood contend that the three categories of market interventions under the NEC, ancillary 
services (3.11.5), system reliability (4.8.5) and system security (4.8.9), are not in fact distinct 
but interrelated. It is contended for example that reliability issues, improperly addressed, will 
develop into security issues and similarly security issues may be remedied through ancillary 
services. Further Hazelwood contends that within each category, however defined, a variety 
of solutions with differing implications for market pricing and compensation to participants 
depending on the action taken may be applicable. 
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Hazelwood therefore argues that the Commission should broaden the scope of its 
consideration of proposed changes to clause 4.8.9 to allow consultation on a unified regime 
for market pricing and compensation to effected parties in the event of any direction by the 
market operator. 
Issues arising from the draft determination 

In its submission to the pre-determination conference, NEMMCO stated that it and NECA are 
putting measures in place to address Hazelwood’s concerns. 
Commission Considerations 

The Commission notes that Code changes dealing with generator direction compensation 
methodology formed part of an authorisation application submitted to the Commission on 10 
September 1999.  The Commission also notes the NEMMCO/NECA review of direction 
provisions in the NEC.  The Commission considers that these processes should address the 
areas of concern raised by Hazelwood Power. 

6.5 Trading system issues (gross pool versus net pool) 
Trading in the NEM is through a gross pool, with NEMMCO as the counter party to all 
trades.  In a gross pool all electricity is traded by auction at a common clearing price through 
the pool.  The decision to dispatch is centrally coordinated, and all trading is blind in that the 
buyer does not know the identity of the specific seller. 
There has been considerable debate on the costs and benefits of this design, and its pros and 
cons in comparison with a net pool arrangement. 
In a net pool arrangement physical energy contracts are negotiated directly between 
generators and customers, and the system operator manages energy flows throughout the 
network in accordance with contractual obligations and activity in the net pool market for 
contract differences. 
Issues for the Commission 

The Commission must consider whether a net pool trading arrangement would provide a 
greater public benefit than the present gross pool arrangement operating in the NEM. 
Specifically the Commission must decide whether the gross pool arrangement enhances 
supply side market power and thus detracts from the public benefits that may arise from the 
NEM.  

What the interested parties say 

The BCA/ERT contends that the net pool approach to market trading is preferable. Whilst the 
BCA/ERT acknowledges the need for a central dispatch agency they do not consider 
mandatory participation in the spot market or mandatory central dispatch necessary. The 
BCA/ERT contends that such requirements constrain the operation of a truly competitive 
market and freedom of choice to customers and are anti-competitive. The BCA/ERT notes 
recent developments overseas, in particular in the England and Wales pool upon which the 
NEM trading system is based, where a mandatory common pool has been abandoned. The 
BCA/ERT proposes that the Commission conduct a review of the market trading systems 
with a view to removing unnecessary and anti competitive restrictions in the trading system. 
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Issues arising from the draft determination 

In its submission following the pre-determination conference, QERU argues that the move to 
a net pool arrangement in the England and Wales market has more to do with poor market 
structure than with the failure of the pool.   

Commission Considerations 

The Commission notes recent developments in overseas markets particularly the proposed 
move from a gross pool to net pool trading system in the England and Wales market.  This 
development leaves the NEM as one of the few electricity markets in the world operating a 
gross pool system.  

The Commission noted in its 10 December 1997 determination that if it where shown that 
supply side market power was enhanced in some way by the gross pool arrangements set out 
in the NEC, or that the net pool necessarily addressed the supply side market power issue 
more effectively than the gross pool, the gross pool option would be open to some question.  
The Commission is currently having some evaluation carried out on recent developments 
overseas and the operation of the NEM, to ascertain whether the market design issue should 
be revisited.  A draft paper, Electricity pool market arrangements: should the National 
Electricity Market adopt a gross or net pool?, has been released and is available from the 
Commission’s website.20  The Commission welcomes comments on this paper and will 
continue to monitor developments in overseas markets. 

6.6 Financial transfers between Network Service Providers. 
The ACA notes that NEC provisions regarding financial transfers between NSPs may result 
in a DNSP being charged TUOS (through the TNSP) on a fixed basis.  The ACA states the 
problem occurs in instances where the transmission service of the principal TNSP (Transgrid 
in the case of the NSW region) is charged to the DNSP (Energy Australia – Distribution) 
through Energy Australia – Transmission. 

The ACA contends that this results in distortionary and inefficient pricing, eliminating signals 
in the structure of network prices and is against the ACA’s understanding of the intended 
operation of the clause.  The ACA notes the relevant clause was intended to deal only with 
transfers between regions, not within regions and therefore proposes an amendment to the 
NEC to reflect this. 

Issues arising from the draft determination 

No issues were raised by interested parties on this matter. 
Commission considerations 

As part of its regulatory responsibility in the NEM the Commission is currently developing 
its Principles for the Regulation of Transmission Revenues containing guidelines as to how it 
will exercise its powers to regulate transmission network revenues.  The Draft Regulatory 
Principles document, released in May 1999, contains provisions covering regulatory 
accounting requirements and ringfencing arrangements in the NEM.  The issue of financial 
transfers between related NSPs is also considered in the Draft Regulatory Principles.   

 
20  http://www.accc.gov.au 
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6.7 Removal of VoLL and remuneration of directed plant 
Ecogen Energy has proposed a change removing VoLL and changing the manner in which 
directed generation plant is remunerated.  
Issues for the Commission 

The price cap may constitute a form of price fixing under s. 45 of the TPA.  The Commission 
must compare the potential anti-competitive detriment arising from the imposition of a price 
cap to the benefits of avoiding price spikes which might occur before both customers and 
generators have had the opportunity to fully establish response mechanisms. 
What the interested parties say 

The EUG believes the Ecogen proposal to remove VoLL is sensible but consider that the 
risks and likely impacts on customers need to be fully understood. Further the EUG considers 
that the removal of VoLL would necessitate a customer education program on the 
consequences of the change.  

The EUG notes NECA’s current review of these issues but considers that customers have not 
been provided with reasonable opportunities to contribute to this review. 

Issues arising from the draft determination 

No issues were raised by interested parties on this matter. 
Commission considerations 

The Commission notes that NECA has reviewed both directed generation plant remuneration 
and the level of VoLL in the NEM.  Code changes arising from this review have been 
submitted to the Commission.  The Commission considers that this authorisation process is 
the appropriate forum for interested parties to raise VoLL issues. 

6.8 Market information  
The EUG considers that effective checks and balances on the activities of network 
monopolies are necessary for efficient operation of the NEM and that the NEC does not 
currently provide such checks and balances.  The EUG contends that the provision of 
information by network monopolies on their monopoly activities would be one such check 
and it proposes that the NEC be amended so that network monopolies are required to disclose 
all information relevant to their monopoly activities to regulators and the public. 

Issues arising from the draft determination 

No issues were raised by interested parties on this matter. 
Commission considerations 

The EUG commented extensively on information provisions in response to the Commission’s 
issues paper on Principles for the Regulation of Transmission Revenues.  The issues raised by 
the EUG in that response will be considered in the context of the Commission’s development 
of the Principles for the Regulation of Transmission Revenues.  It is the Commission’s 
intention that the framework for regulation of transmission networks will provide appropriate 
checks and balances on the activities of network monopolies.  

6.9 Definition of a non-scheduled generator 
The ACA notes that the NEC classification of non-scheduled generators is too restrictive and 
does not specifically cater for generators providing network support.  The ACA notes that 
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whilst the clause 2.2.3 definition of non-scheduled generators could be interpreted as 
encompassing providers of network support this is not unambiguously established.  Therefore 
the ACA proposes an amendment to clause 2.2.3 so as to establish unambiguously that those 
generators providing network support are classified as non scheduled generators. 

Issues for the Commission 

Ambiguity as to the classification of generators providing network support will reduce the 
incentives for generating units to provide such support and thereby undermine efficient 
operation of the NEM.  

Issues arising from the draft determination 

In the draft determination, the Commission argued that generating units providing network 
support will be classified as non-scheduled generators.  NEMMCO acknowledges that a 
generating unit which provides network support may be classified as non-scheduled, but this 
is not always the case. 

Commission considerations 

Clause 2.2.3 of the NEC states that unless otherwise approved by NEMMCO any generating 
unit with a nameplate rating of less than 30 MW is classified a non-scheduled generating unit.  
Further any generating unit with a nameplate rating greater than 30 MW must be classified as 
a non-scheduled generating unit upon application if: 

2.2.3 (b)  (1) the primary purpose for which the relevant generating unit or generating units operate is 
local use and the sent out electricity rarely, if ever, exceeds 30MW; or 

 (2) the physical and technical attributes of the relevant generating unit or generating units are 
such that NEMMCO is satisfied that it is not practicable for them to participate in central 
dispatch; or 
(3) the output of the generating unit is intermittent. 

The Commission believes, therefore, that generating units providing network support would 
satisfy parts b(2) and/or b(3) of clause 2.2.3 and consequently on receipt of application will 
be classified as non scheduled generators.  As such the Commission views the current NEC 
provisions as adequate to deal with the issues raised by the EUG.   

6.10 Industry structural issues 
The issue of structural reform is not addressed in the NEC and remains an issue to be 
addressed by individual jurisdictions.  Structural reform is integral to the development of the 
NEM as the NEM arrangements are predicated on the assumption of the introduction of 
competition in both the retail and wholesale markets.  The Commission is concerned that the 
lack of progress of structural reforms within some jurisdictions could lessen the benefits of 
the NEM arrangements due to the potential manipulation of pool prices in concentrated 
market.  

What the interested parties say 

The BCA/ERT has expressed concerns over the limited disaggregation of generators in 
Queensland, NSW and South Australia and the continuing government ownership and control 
of generators in those states.  The BCA/ERT notes that the current market trading system 
relies on a large number of participants to prevent the exercise of market power to increase 
prices.  Whilst acknowledging that structural reform is a jurisdictional issue, the BCA/ERT 
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considers that the Commission should not authorise a trading system which relies on a 
disaggregation of generators that has not occurred.  

Issues arising from the draft determination 

In response to comments about the Queensland market, QERU claims that arguments that 
there is something wrong with the structure of generation in Queensland are not backed up by 
the facts. 

Commission considerations 

Where markets are insufficiently disaggregated to provide effective competition, regulation 
can serve as an effective check on the exercise of market power.  However regulation is a 
second best solution to structural reform aimed at disaggregating market structures.  

Increased competition in the NEM will make it more difficult for any individual generator to 
assume it will be the marginal producer, forcing generators to bid into the market at marginal 
cost to ensure dispatch. 

In its 10 December 1997 determination the Commission expressed concerns about the 
progress of structural reform within the industry.  The Commission appreciates that market 
structure is a matter for the individual jurisdictions.  However the Commission remains 
concerned at the rate of structural reform within some jurisdictions and therefore reiterates its 
recommendation that participating jurisdictions examine the structure of their generation 
sectors, with a view to restructuring to minimise the potential for generation businesses to 
exercise market power, and hence reduce or negate the public benefits of NEM reforms.  

The Commission also notes the potential role that interconnection between the states can have 
in reducing generator market power. 

6.11 Excess generation payments 
Clause 3.8.15 (f) of the NEC specifies that NEMMCO must publish a methodology for the 
calculation of market payments to customers for amounts received by NEMMCO under 
Clause 3.15.7 of the NEC (Payments by scheduled generators in respect to excess generation 
periods).  The methodology is to be authorised by NECA no later than market 
commencement. 
What the interested parties say 

The BCA/ERT proposes an amendment to the NEC requiring that the methodology 
developed for the calculation of market payments to customers be approved not only by 
NECA but also by the Commission. 
Issues arising from the draft determination 

No issues were raised by interested parties on this matter. 
Commission considerations 

A methodology for the calculation of market payments to customers for amounts received by 
NEMMCO under Clause 3.15.7 has been developed and is published in the NEC as Schedule 
3.5 – Excess Generation.  The schedule was authorised by the Commission as part of its 19 
October 1998 determination.  
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7. Determination 

For reasons outlined in sections 3 – 6 of this determination, after consideration of the issues 
raised including the amendments to, and derogations from, the NEC contained in the 
applications received on 28 August 1998, and as amended on 16 September, 22 September, 2 
October, 6 October, 20 October, 26 October, 5 November, 20 November 1998 and 7 June 
1999, the Commission proposes to authorise the NEC.  This authorisation is subject to any 
application to the Australian Competition Tribunal for its review. Authorisation is granted 
subject to the conditions below. 
C3.1 Clause 3.3.3(a)(1) of the NEC must be amended to also allow any entity under 

the prudential supervision of the Australian Prudential Regulation Authority to 
meet the acceptable credit criteria. 

C3.2 The applicants are to evaluate and report by 30 June 2000 whether the one 
hour time frame for meeting guarantees can be relaxed to facilitate a deeper 
credit support market, in a manner which does not create unacceptable credit 
risk for the market. 

C3.3 Clause 4.8.9(c) of the NEC must be amended to remove any inconsistency with 
clause 4.3.2, specifying that NEMMCO must follow the processes set out in 4.3.2 
when acting under the powers conferred under clause 4.8.9(c). 

C3.4   Clause 8.9(c) must be deleted and replaced with the following: 
Where NEMMCO or NECA as the consulting party fails to substantially 
comply with clause 8.9 when required to do so, any decision or determination 
purportedly made is a reviewable decision and is of no force or effect. 

C3.5 The NEC must be amended such that the general equation in Schedule 3.2.2 of 
the NEC reads: 
α1 ∆P1 + α2 ∆P2+ α3 ∆P3+ α4 ∆P4+ α5 ∆P5 ... + ∆Pr  ... + αn ∆Pn = 0     (2)  

C5.1 Clauses 9.35.6A and 9.35.9F must be deleted from the NEC. 
C5.2 Clause 9.27A.1 must be deleted from the NEC. 
C5.3 Clause 9.28.3 must be amended so that the references to the governmental body 

appointed specifically refer to the Electricity Supply Industry Planning Council. 
C5.4 Clause 9.28.3 must be amended to specify that the Planning Council: 

(a) is bound by clauses 6.2.2 and 6.2.3 of the NEC; and 
(b) must have regard to the Commission’s Statement of Regulatory Principles, 
when making system planning decisions or recommendations. 

C5.5 Clause 9.28.3 must be amended to provide that the Planning Council: 
(a) must be incorporated;  
(b) must register with NEMMCO as a Network Service Provider under the 

NEC; and 
(c) as a registered Network Service Provider, must comply with the relevant 

NEC obligations except those contained in clauses 2.11.2, 5.6.2(k),(l), (m), 
and 5.6.5(m), (n) and (o) of the NEC. 

C5.6 Clause 2.6 of the proposed Transmission Code must be amended to require the 
approval of the Commission, rather than SAIIR, from 1 January 2001. 

C5.7 The EPO must contain a section which provides that the terms of the NEC 
(including the terms of any applicable derogation) will prevail over the terms of 
the EPO to the extent of any inconsistency. 

C5.8 The EPO must be amended to require that any reduction in network charges 
(other than reductions resulting from the distribution of settlements residues 
and settlements residues auction proceeds) in respect of non-contestable tariffs 
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must be passed through to those customers in the form of lower maximum 
retail prices. 

C5.9 Clause 9.29.5 must be amended to require that any reduction in transmission 
network charges as a result of regulatory reset (excluding reductions resulting 
from the distribution of settlements residues and settlements residues auctions 
proceeds) must be passed through to contestable customers.  In accordance with 
the South Australian contestability timetable, from 1 January 2003 these 
reductions must be passed onto all customers. 

C5.10 Clause 9.29.5 must be amended to require that the jurisdictional regulator may 
review the kinds and level of service standards which form the basis for the 
operation of the performance incentive regime applying to distribution 
networks. 

C5.11 Section 7.3(b)(i) of the EPO must be amended so the words “by an amount 
reasonably determined by the Regulator” are inserted after the words “must be 
adjusted”. 

C5.12 Sections 7.2(l), (m) and (n) and 7.3(f), (g) and (h) of the EPO must be amended 
to provide as follows: 

 “(l)  ensure that the method of allocation agreed with ETSA Utilities in 
relation to the transmission use of system costs paid by ETSA 
Utilities requires the allocation of such costs on a state-wide 
postage-stamp basis; 

(m) maintain a pricing methodology for small customers pursuant to 
which ETSA Utilities may not elect to use locational prices or divide 
its distribution network into zones in respect of distribution use of 
system costs, and ensure that these costs are allocated to ETSA 
Utilities small customers on a state-wide postage-stamp basis; 

(n) in relation to Distribution Network Users other than small 
customers: 
(i) give greater weight to the principle that prices charged for 

network services in relation to the distribution networks in 
South Australia should be at the same rates for all 
customers regardless of their location, over other economic 
principles; and 

(ii) allocate sunk costs (identified by the Regulator at the time of 
the price determination) on a state-wide postage-stamp basis; 

(f) ensure that the method of allocation agreed with ETSA Utilities in 
relation to the transmission use of system costs paid by ETSA 
Utilities requires the allocation of such costs to its small customers 
on a state-wide postage-stamp basis for so long as the scheme 
defined in Section 21(6) of the Electricity Corporations 
(Restructuring and Disposal) Act 1999 has effect; 

(g) maintain a pricing methodology for small customers pursuant to 
which ETSA Utilities may not elect to use locational prices or divide 
its distribution network into zones in respect of distribution use of 
system costs, and ensure that these costs are allocated to ETSA 
Utilities small customers on a state-wide postage-stamp basis for so 
long as the scheme defined in Section 21(6) of the Electricity 
Corporations (Restructuring and Disposal) Act 1999 has effect; 
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(h) in relation to Distribution Network Users other than small 
customers, and in relation to small customers after Section 7.3(g) 
ceases to operate: 
(i) have regard to the principle that prices charged for network 

services in relation to the distribution networks in South 
Australia should be at the same rates for all customers 
regardless of their location; 

(ii) allocate sunk costs as at 1 July 2010 on a state-wide postage-
stamp basis; and 

(iii) notwithstanding 7.3(h)(i) and (ii), consider allocating the 
costs of renewal or replacement of distribution network 
assets after 1 July 2010 on a locational basis, in whole or in 
part. 

‘small customer’ — as defined in Section 21(7) of the Electricity 
Corporations (Restructuring and Disposal) Act 1999.” 

C6.1  Clause 8.7.4 of the NEC must be amended to include an assessment by NECA of 
the extent and effectiveness of demand side participation in the market, 
including a summary of measures that could be undertaken to enhance demand 
side participation in the NEM, as part of NECA's annual reporting 
requirements. 

C6.2  NECA is to provide a report by 30 June 2000 into the feasibility and resourcing 
of an end-user advocacy group to participate in NEM decision making, with a 
view to making recommendations for consideration in the next NEM budget 
cycle.  The report is to include a review of 8.3.4(c) and related clauses with a 
view to improving the involvement of non-Code Participants in NEM decision 
making. 

C6.3 NECA is to establish a committee made up of market participants and end-
users, or their representatives, to assist it in undertaking the review specified in 
condition C6.2.  End-users and end-user representatives are to comprise at least 
50% of the membership of the committee. 

This determination is made on 22 December 1999.  If no application for a review of the 
determination is made to the Australian Competition Tribunal, it will come into force on the 
day the Commission advises the applicants in writing that it is satisfied that conditions of 
authorisation C3.1 to C6.3, listed above, have been complied with. 
If an application for a review is made to the Tribunal, the determination will come into force: 
■  if the application is not withdrawn — on the day on which the Tribunal makes a 

determination on the review;  or 
■  if the application is withdrawn — on the latter of the day on which the application is 

withdrawn or the day on which the Commission advises the applicants in writing that it is 
satisfied that conditions of authorisation C3.1 to C6.3 have been complied with. 

The Commission proposes to limit the period of the authorisations to 31 December 2010, 
except for those parts of the NEC, including derogations, that have earlier termination dates. 
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Appendix A. Submissions 

Australian Cogeneration Association 

Australian Consumers’ Association 

Australian Greenhouse Office 

Business Council of Australia Energy Reform Task Force 

CS Energy 

Delta Electricity 

Department of Mines and Energy (Qld) Electricity Reform Unit 

Eastern Energy 

Ecogen Energy  

Edison Mission Energy Australia 

Electra Net SA 

Energy Users Group 

Ergon Energy 

Freehill Hollingdale & Page  

GIO Insurance Ltd 

Hazelwood Power 

Loy Yang Power  

National Retailers Forum 

NRG Asia-Pacific Ltd 

Osborne Cogeneration 

Pacific Power 

Queensland Transitional Power Trading Corporation 

Queensland Treasury Corporation  

Snowy Mountains Hydro-Electric Authority  

Stanwell Corporation Ltd 

State Electricity Commission of Victoria 

Sustainable Energy Industry Association 

Tarong Energy 

United Energy 
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Appendix B.  Submissions regarding the draft determination 

Australian Consumers’ Association 

Australian Gas Association Gas Retailers Committee 

Boral Energy 

Energy Users’ Group 

GIO Insurance 

Hazelwood Power 

Loy Yang Power 

National Retailers’ Forum 

NECA 

NEMMCO 

Pacific Power 

Queensland Department of Mines and Energy – Electricity Reform Unit 

South Australian Electricity Reform and Sales Unit 

Strathearn Insurance Brokers 

Transgrid 
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