
 
 
1 February 2005 
 
Mark Wilson 
NECA 
Level 5, 41 Currie St 
ADELAIDE SA 5000 
By email: mwilson@neca.com.au 
 
 
 
Dear Mark 
 

TXU/SHL Comments on RP Nov 2004 Report on VoLL & Cumulative Price 
Threshold 

 
Thank you for this opportunity to comment on behalf of SPI Australia, trading as TXU 
and Southern Hydro Ltd.   

Please see the attached comments for elaboration.  For discussion please call Ben Skinner 
on 03 8628 1280 or Rob Jackson on 03 9252 2875. 

 
Regards, 

 

 

 

Ben Skinner    Rob Jackson 
NEM Policy Manager   Mgr Market Development & Regulation
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TXU/SHL Position 

We consider that the current values of VoLL of $10,000/MWh and CPT of $150,000 are 
unnecessarily low and likely to create an inefficient barrier to capacity investment in the 
NEM over the long-term. 
 
We concur that  

• recent spot price history has not been greatly affected by VoLL & CPT and 
• recent reliability history has been acceptable.   

 
The conclusion that a price-cap should be retained because it is having no effect is 
illogical.  Surely this represents an argument to remove it? 
 
We contend the contrary, that the current benign environment creates the ideal 
opportunity to improve market efficiency by raising the price cap without causing 
participant distress.  Indeed, it would be much more controversial and damaging to 
individual participants were the price caps raised during a period of price or reliability 
stress.   
 
If the panel misses the current opportunity, it may be forced into drastic and 
controversial action at a future date. 
 
Thus, we suggest the reliability panel conclude to raise both caps to the level 
recommended 2000 of $20,000/MWh and $300,000 respectively, from the end of the 
2007/08 summer.  By providing 3 years notice, the change will have minimal impact on 
existing contract portfolios, allowing opportunity for participants to adapt their trading 
position to a new risk regime and, if necessary, for new peaking plant to be constructed 
to support these positions. 
 
Panel’s Analysis 
 
We feel the panel has not undertaken a thorough analysis in this process.  We note an 
absence of: 

• Theoretical discussion into the impact of price caps on financial risk and the 
resulting linkage to forward contract prices and new plant construction; 

• Theoretical discussion into the trade-off between the economic cost of risk 
versus the economic inefficiency of a price cap; 

• Research into quoted forward prices versus the cost of new capacity; 
• Research into the longer-term reliability position of the NEM, including the 

effects of wind farms; 
• Discussion of the current CPT mechanism. 

 
The panel has failed to acknowledge that price caps distort markets even if they are not 
being frequently applied.  VoLL and CPT have a direct linkage into traders’ risk 
valuations and as a result, the aggregate amount of physical plant constructed to supply 
future demand. 
 
Reliability 
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The panel’s relaxed attitude to NEM reliability is surprising whilst we are experiencing 
intervention via the reserve trader, and that this intervention has proved ineffectual and 
in any case is soon to sunset.  The panel refers to the restoration of reserve margins with 
the commissioning of Basslink, however it should be noted that this and other Victorian 
import capacity expansions are one-off projects justified by non-market objectives and 
that further reliability investments will require genuinely commercial returns. 
 
As a result, Vic/SA is predicted to fall back into shortfall by 2006/7 and other regions 
shortly thereafter.  An announcement of an increase in price caps now to be applied for 
2 or 3 years hence will directly impact those summers through delivery of commercial 
capacity. 
 
Another matter of interest is the rapid growth in windfarms in the most affected regions.  
As they produce large volumes of “must-run” energy, with unreliable capacity, this will 
have a dampening effect on average prices lowering average prices achieved by 
traditional generation.  To achieve the same level of reliability, the residual load 
supplied by traditional generators will necessarily be peakier.  The market can only 
deliver this reliability if the price is permitted to be more volatile, and the raising of 
price caps is necessary to achieve this. 
 
Cumulative Price Threshold Mechanism 
 
Whilst we support the need for a cumulative price capping mechanism, we have doubts 
as to the efficacy of the current scheme.  This is triggered at a relatively low threshold, 
but then applies a sever price cap for a relatively short period.  During an extreme 
summer, the threshold could be re-triggered several times. 
 
As was recognised in previous review, in our opinion the CPT deserves a thorough 
consideration as to whether it is likely to achieve its objective better than, say, a higher 
threshold trigger with a cap or scale-back that might apply for a whole quarter. 
 
Time-Frames of Review 
 
TXU/SHL disagree with a triennial review cycle.  This may be a reasonable in a very 
mature market to reduce regulatory costs, but we feel the NEM has not achieved enough 
history of commercial investment to justify the increased risk of error. 
 
We do not accept that frequent reviews increase regulatory risk as long as the panel’s 
conclusions incorporate long notice periods in the order of 3 years.  Indeed, infrequent 
reviews will increase regulatory risk by incorporating larger changes with shorter notice 
periods to correct serious problems. 


