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Dear Sebastian 
 
Response to consultation, Despatching the market: CSP/CSC trial at the Tumut 
Nodes 
 
 
INTRODUCTION 
 
Snowy Hydro Limited (Snowy Hydro) strongly supports NECA’s lodged applications for derogation 
relating to despatching the market: CSP/CSC trial at the Tumut nodes.  The purpose of this submission is 
to clarify a number of observations that have arisen as part of the NECA consultation process.   
 
NECA conducted a thorough review of the proposal after receiving support for the development of the trial 
from the Standing Committee of Officials (SCO).  NECA through the consultation process has endorsed 
the derogation proposal and is satisfied that the proposal is consistent with the Code and market 
objectives.   
 
Our understanding of the purpose of the ACCC consultation process is to determine competition 
implications of the proposal.  On this basis our submission aims to further highlight the enhanced 
competition benefits of implementing the derogation for the Snowy Region and address competition 
issues raised as part of the NECA consultation. 
 
 
COMPETITION BENEFITS OF THE CSP/CSC 
 
The derogation in essence ensures Tumut generation is paid its ‘local nodal’ price.  There are desirable 
competition outcomes associated with Tumut plant receiving its correct nodal price.  
 
Snowy Hydro accepts that from an ideal market design perspective, Full Nodal Pricing results in the most 
efficient dispatch, increases competition, improves pricing signals, and ultimately leads to the greatest 
benefit for customers.  The derogation proposal in effect creates a nodal price for Tumut generation when 
a Murray to Tumut constraint binds.  With this result, the benefits of nodal pricing can be realised.  This 
statement is supported by NECA who states, “[a nodal price for Tumut] is likely to improve the efficiency 
of dispatch for Tumut generation and benefit the market overall1”. 
 
Further to this, one of the ACCC’s conclusions was to endorse pricing intra-regional congestion in their 
submission to the SCO.  The ACCC states, “To deal with the issue of intra-regional congestion, the ACCC 

                                                      
1 NECA, Despatching the market constraint support pricing and contracting trial at the Tumut nodes. 

 



 

considers that there needs to be consistency between pricing and dispatch. This means that if a 
generator faces a given price, it should be dispatched for the corresponding quantity on its offer curve. 
Under the present arrangement there is no consistency between pricing and dispatch for intra-regional 
constraints.  
 
The best way to deal with the issue of lack of pricing signal for intra-regional congestion is not through 
constraint formulation but to ensure that the NEM provides the appropriate price signals to generators – 
that is pricing intra-regional congestion TP

2
PT“. 

 
The essence of Snowy Hydro’s derogation proposal (a nodal price for Tumut generation) is entirely 
consistent with the ACCC’s stated position. 

The other advantages of Tumut generation receiving its correct nodal price are: 

• transparency is increased and this improves investment decisions; and 

• a reduction in NEMMCO manual interventions to limit counter-price flows since there should be 
limited requirements for NEMMCO to truncate interconnector flows for southerly flow direction.   

 
MAIN DIFFERENCES BETWEEN NODAL PRICING & THE CURRENT NEM REGIONALISED PRICING 
 
There are three main differences between Nodal Pricing and the current Regionalised pricing in the NEM, 
these are: 
 

1. Constraint handling; 
2. Loop flow handling; and 
3. Dynamic versus static loss factors. 

 
Snowy Hydro’s CSP/CSC proposal addresses the first issue and in doing so increases price transparency 
and improves competition (as discussed under the previous heading). 
 
The second issue is more complex.  While the CSP/CSC framework can in theory resolve constraint 
allocation in network loops, such a policy move would require significant policy input and considerable 
market debate. 
 
If the CRA proposal were to be applied to address the loop flow issues, it would be functionally equivalent 
to Full Nodal Pricing. If the market accepts a Full Nodal Pricing equivalent arrangement (which in our view 
it is currently does not), then it would be much better to move to Full Nodal Pricing explicitly (noting CRA 
did not make this recommendation). 
 
Our conclusion on this issue is that while the CSP/CSC can in theory resolve the first two issues, the 
substantive issue of constraint management is the most significant.  Snowy’s derogation proposal 
resolves the intra-regional congestion pricing issue between Murray and Tumut nodes and will ultimately 
improve competition.   
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ISSUES RAISED IN NECA CONSULTATION 
 
There were broadly four issues raised by Participants in the NECA consultation process that requires 
clarification to address concerns. 
 
 
1. Timing / Start of the Derogation 
 
It should be noted that the market has being informed of the MCE process on transmission, constraints 
and regional boundaries since late 2002.  Additionally, the CSP/CSC concept developed by CRA was 
flagged to the market well before this date.  Hence, as the process advanced and the probability of a 
solution to address intra-regional congestion pricing emerged, Participants should have logically factored 
this development into their SRA bidding strategies. 
 
The NEMMCO communication notice was issued to the market on Tuesday the 23rd November 2004.  
Hence, Participants who have willingly purchased SRA units would have done so knowing that NEMMCO 
had foreshadowed the possible implementation of the Snowy constraints derogation proposal.  It is worth 
noting that the cleared auction price of the Snowy to NSW units in fact increased in price after the 
NEMMCO notification.  This is a possible indication that SRA Participants view these SRA units as being 
more valuable under a post derogation regime. 
 
In addition to this, Snowy Hydro believes that there are existing mechanisms for Participants to hand back 
SRA units with the commencement of the derogation.  As highlighted in NEMMCO Communication 1642, 
a change in the way in which the Settlement Residue is calculated during the term of the Settlement 
Residue Distribution Agreement can result in the Participant terminating the affected SRA units to 
NEMMCO.  This clause has being used historically (cessation of Victorian SECV derogation and Enron 
collapse) to re-auction SRA units to the market. 
 
Given the transparency of the process to date and as a mechanism exists to return SRA units, Snowy 
Hydro believes that transitional issues should not legitimately be used as justification to delay derogation 
implementation. 
 
The main issue then becomes, when should the derogation commence?  It is clear from recent market 
events that the current arrangements result in significant dis-benefits to market customers (as illustrated 
in our submission to NECA).  Further, the current constraint management results in diminished SRA unit 
values and decreased certainty for hedging. 
 
Hence, Snowy Hydro believes that to eradicate these problems and deficiencies the derogation proposal 
should be implemented as soon as possible. 
 
 
2. Impact on Settlement Residue Auction (SRA) Units 
 
We strongly believe that SRA unit holders have two choices under CSP/CSC implementation: 
 

1. If they believe the value of the SRA units would go up then they should keep their existing units 
(realising a one off gain); or 

2. If they believe the value of the SRA units would go down then they can hand back the units to 
NEMMCO for re-auctioning. 

 
It has been suggested that the number of SRA units (which is arbitrary anyhow) somehow defines the 
inherent value of the SRA units.  It is our view that this assumption is inherently incorrect.  What 
determines the SRA value is the certainty of accumulation when a binding inter-regional constraint occurs 

 



i.e. what value does the SRA instrument provide for inter-regional hedges.  For example, large price 
differences and modest MW flow (or modest number of units) is much more valuable than zero price 
differences and a large MW flow (or high number of units) for the critical half hour of constrained 
interconnector flow.  Similarly, high price differences and zero MW flows are valueless. We believe the 
strict implementation of the current constraint formulation policies by NEMMCO would further render the 
SRA units as an even more worthless tool for hedging purposes due to either a truncation of 
interconnector flows and/or an alignment of prices. 
 
 
3. Wealth Transfers 
 
Firstly, it needs to be stated that the non-implementation of a number of regional boundary review 
recommendations from NECA and NEMMCO have resulted in significant (“artificial”) transfer of wealth 
between Snowy Hydro and various participants.  These wealth transfers generated by not implementing 
the code has in effect increased significantly in proportion due to the growing demand in Wagga and 
Canberra and the increased Snowy to NSW transmission capability.  
 
Hence it should be clear that the original transfer of wealth as a result of persistent intra-regional 
constraints between Murray and Tumut network nodes was a direct result of not implementing the Code 
mandated regional boundary review recommendations.  Snowy Hydro has being the most adversely 
impacted by the lack of implementation to date.  The existing delay in regional boundary changes means 
that wealth transfers are still occurring.  The derogation eliminates the inefficiency created from this 
artificial wealth transfer. 
 
Secondly, Snowy Hydro acknowledges that under current arrangements there are two distinct money 
transfers involving Tumut generation and SRAs. 
 
For the southerly flow case, there is in effect a transfer of money from Tumut generation to the SRAs 
since Tumut generation receives the higher Snowy regional reference price instead of its lower nodal 
price. 
 
For the northerly flow case the transfer of money is from the Snowy to NSW SRAs to Tumut generation 
since Tumut should in effect be receiving its higher nodal price instead of the lower Snowy regional 
reference price.   
 
In both the southerly and northerly flow cases the transfer of money is needed to create a nodal price 
outcome for Tumut generation.  There is no wealth transfer to Tumut generation if it receives its nodal 
price while there currently exists perverse wealth transfers to and from Tumut generation. 
 
Both these outcomes under the current arrangement create perverse incentives and decrease efficiency 
in dispatch since NEMMCO has to intervene to “minimise” these wealth transfers.  It is worth noting that 
some Participants support the derogation proposal for the southerly flow case but unjustifiable do not 
support the northerly flow implementation. 
 
Despite these outcomes, it is Snowy Hydro’s view that consideration of wealth transfers between 
participants (either positive or negative) is not a sound basis for regulatory decision-making. This is 
especially pertinent considering some participants may have gained significant perverse or artificial 
windfall gains from the current arrangements.  
 
The implementation of the derogation simply corrects this distribution by ensuring that the correct nodal 
price is paid to Tumut generation.  As a consequence efficiency is increased and all Participants have an 
incentive to behave efficiently. 
 

 



 

 
4. Competition Issues 
 
It is Snowy Hydro’s belief that the derogation will increase competition and the greatest benefit will accrue 
to NSW customers.  Our view is supported by NECA as shown in the following two paragraphsTP
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“If one of these constraints were to bind, then the Tumut generators will effectively receive the 
CSP at the Tumut nodes rather than the Snowy regional price. The CSP is defined as being 
the marginal cost of supply at that node. In the event that flows are southward (and one of the 
defined constraints is binding), then the CSP will be less than the Snowy regional price. The 
incentive for Tumut generators to produce is reduced (because it is paid a lower price), 
putting Tumut on an “equal” competitive footing with NSW generators. In the event that 
flows are northward, the CSP will be greater than the Snowy regional price. The Tumut 
generators will be paid on the basis of the higher CSP. The incentive for the Tumut 
generators to produce is increased, again, putting Tumut on an “equal” footing with New 
South Wales generators.” 
 
“For example, the proposed derogation will place Snowy Hydro on a more equitable 
footing to compete with NSW generators. While it is impossible to accurately quantify and 
in this case may even be of questionable materiality, nonetheless this can be expected to 
reduce prices in NSW, effectively transferring wealth from NSW generators to NSW 
consumers. This can lead to consequential efficiency gains.” 

 
 
OTHER ISSUES  
 

• Snowy Hydro endorses the recent clarification changes to the derogation as proposed by 
NEMMCO.  These changes are consistent with the intent of the original derogation proposal. 

 
• The issue of Murray Regional Reference Node re-orientation for northerly loop flows through 

Murray has not being addressed as part of this derogation.  This is a separate issue from this 
derogation which intentionally only addresses Tumut generation pricing. Never the less this is an 
important issue which Snowy Hydro believes needs to be addressed in parallel with the 
derogation. Specifically, for the period of the derogation, Snowy Hydro believes NEMMCO should 
reorient the relevant constraints for northerly flows to Dederang. Snowy Hydro has made a 
separate joint submission to the ACCC on this issue. 

 
• It is our view that the derogation implementation in time will be viewed by the market as 

improving efficiency and hence considered a success.  However, it is prudent to have a set of 
objective criteria to be used by NECA or the AEMC to terminate the trial.  We believe there are 
three main cessation criteria: 

 
o Does the derogation result in the correct nodal price for Tumut generation? 
o Does the derogation result in a defined ratio of CSC payment between SRA’s and Tumut 

generation for counter price flows between Snowy and NSW (thereby firming up the 
SRA’s on this link)? 

o Is there a reduction in NEMMCO interventions to reduce negative settlement residues 
between Snowy and NSW? 
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CONCLUSION 
 
The primary need for the derogation is to establish an intra-regional congestion price for Tumut 
generation.  The main benefits possible with a nodal price for Tumut generation are: 
 

• Higher value and firmness of SRA units; 
• Increase inter-regional hedging;  
• Increase efficiency of dispatch; and 
• Increased price transparency that would aid new investment decisions. 

 
 
We believe the primary beneficiaries will ultimately be: 
 

• NSW customers as increased competition leads to efficiency gains; and 
• Victorian and South Australian customers due to increased reliability of supply. 
   

 
Snowy Hydro strongly advocates proceeding with the Snowy Region Constraints derogation as re-drafted 
by NEMMCO.   
 
Snowy Hydro appreciates the opportunity to further comment on the proposed derogation.  To discuss 
this issue further, I can be contacted on (02) 9278 1885. 
 
 
Yours sincerely, 
 
 
 
 
 
Roger Whitby 
Executive Officer, Trading 
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