















































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































Special Commission of Inquiry into the Electricity Transactions 349

of high demand as ‘dominant generators’. When regional demand exceeds the level at which a
generator has been declared a dominant generator, that generator would be required to offer
all of its available capacity for dispatch at a price not exceeding $300/MWh. Other generators
would be free to offer any price up to the current market cap of $12,500/MWh and all
dispatched generators would continue to be paid at the spot price for the relevant trading

interval.

* The spot price exceeded $5000/MWh in 95 trading intervals in 2009-10. The bulk of these were in South
Australia and NSW and “were associated typically with opportunistic generator bidding™ (AER. State of the
Energy Marker 2010, ACCC, p. 30).
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The AEMC has extended the period for publication of the draft rule determination until 30
April 2012 and has outlined a three stage consultation process. Stage 2 is scheduled to

commence in mid 2011 and includes consideration of:

+ whether there is evidence of generators exercising market power in a manner that

reduces efficiency

« whether such conduct would fall within the scope of the Competition and Consumer

Aet 2010 (Cth) (CCA) (previously the Trade Practices Aet 1974 (Cth) (TPA)).

The MEU is concemed that when there is very high demand, large generators are able to
cause the wholesale electricity spot price to rise more than it should by offering prices far
exceeding their costs. The MEU states that this is a particular concern in South Australia but

that it is also a potential problem in other regions.

The annual average spot price in the various NEM regions fluctuates from year to year, but
the trend since 2001/02 is relatively flat except in South Australia, where the volume
weighted average spot electricity price has increased from an average of $37.8/MWh in the
years 2001/02 to 2005/06 to an average of $77.8/MWh over the period 2006/07 to 2009/10.
Furthermore, the volume-weighted average spot electricity price in South Australia in
2009/10 of $82/MWh was more than double the average in all other regions of the NEM of
$40.25/MWh.

As an empirical matter, the AER has concluded on a number of occasions that for certain
trading intervals, the bidding strategies of large generators can have a significant impact on
the spot price in a region. For example, the AER concluded that a contributing factor to high
spot prices in New South Wales on | February 2011 was rebidding by Macquarie Generation

and Eraring.

The impact of lower/higher levels of vertical integration in the market that may result from

adoption of some of the above options

The question of whether low levels of vertical integration enhance market competitiveness is

a vexed issue amongst energy economists. In the early years of electricity market
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liberalisation. “unbundling™ the traditional state ownership, highly vertically integrated,
model into its generation, transmission, distribution, and retailing components was
considered vital for establishing a competitive market. However, following unbundling,
market participanis have sought to reduce their need for hedging using financial instruments
by investing in both generation and retailing (and these companies are generally known as
“gentailers™), thus providing a natural hedge against price volatility through, effectively, a
limited form of vertical integration. To the extent that retail prices are not contestable or are
capped, there is clearly no significant impact on price. However, full retail contestability is
the stated goal of the Council of Australian Government's Australian Energy Market
Agreement (2006) to deregulate prices once competition is deemed effective (full retail
contestability currently exists in all states of the NEM, accept Tasmania, but Victoria is the
only state not to have price caps for small consumers) and thus the impact of the gentailer

model on competifion is an important consideration.

The electricity industry naturally tends towards vertical integration. Increased vertical
integration between retailers and generators is evident, for example, in Australian states that
have disaggregated and privatised their electricity assets through mergers and through direct

investment by retailers in generation capacity.

Incentives for generators and retailers to vertically integrate to form 'gentailers' include
physically hedging against pool market price risk, acquiring physical assets that provide
collateral for financiers and NEM operators, and economies of scale. At least in theory, cost
savings can be directly passed on to the consumer. However, there is a danger that a small
number of vertically integrated gentailers could influence undue oligopoly power in the
market (very similar to that of Australia’s commercial banks today). Extending the potential
for inter-state trade through interconnectors could help to offset any potential abuse of market

power.

The Gentrader arrangement actually created, or at least greatly enhanced, the presence of
gentailers in NSW by packaging the gentrader rights with the retail arms of the former state

owned corporations (SOCs). Origin and TRUenergy now dominate the retail electricity
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market in NSW, with AGL the only significant, minor, market participaan Thus, if it
wanted to achieve some degree of vertical integration in the NSW market, AGL would need
to purchase either some significant generation assets or development sites. However,
acquiring coal-based generation assets may be regarded as counter-cultural to AGL that

promotes itself as being a leading producer of energy from renewable sources. "'

In the absence of interest from AGL, and assuming that any further investment in generation
in NSW by either Origin or TRUenergy would be viewed as being unacceptable in terms of
market power within the state, the assets of Macquarie Generation would have to appeal to a
merchant generator without any sizeable retail sales base within the state to give it a degree of

a natural price hedge.

The costs and benefits of selling the transmission and distribution networks. "

Electricity networks are highly capital intensive but incur declining marginal costs as output
increases leading to a natural monopoly industry structure, where one company that serves
the market would have a lower cost per customer than two or more companies. In the case of
transmission and distribution networks, duplication of power lines would be required if
anather company entered the industry. This would clearly be an inefficient situation, since

neither company would gain the full benefits of economies of scale.

Irrespective of whether ownership is private or public, regulation of transmission and
distribution is regarded as essential in order to avoid market distortions and encourage the
efficient allocation of resources. Privately owned companies would be expected to be more

interested in maximising profit than their public counterparts, and would therefore be more

' In fact, Origin, TRUenergy and AGL dominate the retail sector of the entire NEM. They are also major gas
retailers, thus permitting cost savings through joint-administration and marketing.

' Although AGL has 32.5% of the ownership of brown coal generator Loy Yang A.

'* The transmission and distribution networks are discussed together, because they are both natural monopolies
and therefore have many characteristics in common. However, they differ significantly in a number of respects.
In particular, investments in transmission are generally episodic rather than continuous and come in discrete
“lumps™. [n the short term this produces an inability to recover costs until capacity reaches some threshold level.
Thus efficient investment requires regulatory mandates and a regulatory cost allocation. Distribution lends itself
more to an incremental approach.
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responsive 1o regulatory incentives that rewarded improved efficiency through reductions in
capital and operating expenditures. Although govemment-owned companies would not be
indifferent to profit, they could be expected to place greater weight on non-pecuniary
pressures from consumers, employees, politicians, the media, etc. This is likely to make them
more cautious about reducing labour and other costs, and more sympathetic to increasing

capital expenditure (which is often referred to as “goldplating™ the network).

Currently, the transmission networks in Victoria and South Australia, and the three direct

current network interconnectors (Directlink, Murraylink, and Basslink) are privately owned.

Victoria’s five distribution networks are also privately owned. while the South Australian
network (ETSA Utilities) is leased to private interests. The ACT network has joint
government and private ownership. All networks (transmission and distribution) in

Queensland, New South Wales, and Tasmania are owned by governments.

The AER regulates all electricity networks in the NEM to manage the risk of monopoly
pricing. The approach generally involves setting a ceiling on the revenues or prices that a
network can earn or charge during a period, thus providing the network with an incentive to
minimise costs through enhanced levels of efficiency. The ceiling is determined by a
building-block methodology that accounts for a network's efficient operating and
maintenance expenditure, capital expenditure, asset depreciation costs and taxation liabilities,

and a commercial return on capital.

The NSW Government subjects its network businesses to the commercial discipline of paying
dividends and making tax equivalent payments in recognition of the opportunity cost
associated with the Government’s equity investment in its businesses. These businesses
effectively face similar costs as if they were a privately owned business, with the difference
between government borrowing costs (with a AAA credit rating) and indicative private
business borrowing costs (assumed as BBB+ for the calculations in Table 2), clawed back by

the government in the form of a loan guarantee fee.
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Table 2: NSW Budget: Revenue from State Owned Electricity Network Businesses ($m)

2008/09 | 2009/10 | 2010/11 | 2011/12 | 2012/13 | 2013/14
Dividend 426 480 462 6%4 923 801
Tax equivalent 244 244 250 442 613 566
Payment ‘
Government 56 97 230 264 352 | 326
Guarantee fee
Total 726 821 942 1400 1888 1693
Source: Industry and Investment NSW, NSIW Efeerricity Netwoirk and Prices Inguiry, final report, December
2010.

The significant increase in payments from 2011/12 reflects the increased allowable revenue
available to the distribution businesses. Earnings from the network businesses are forecast to
rise largely because the capital expenditure allowed by the AER increases the regulatory asset
base from which a large proportion of the regulated revenue is derived through a return on
capital. Thus, the NSW Government benefits, as any private owner would under the current
regulatory framework, from increased expenditure by the network businesses and the
subsequent higher prices paid by customers which generates a greater revenue stream for

NSW Treasury commensurate with the cost of capital for the businesses.

This raises the question of the investment and operational efficiency per unit of expenditure
on the transmission and distribution networks by government relative to private businesses.
The AEMC has published a report on using a Total Factor Productivity (TFP) approach to
regulating network revenues and prices.> The approach measures how businesses use
resources to produce output.M It exposes regulated businesses to competitive pressures by
linking revenues to industry performance rather than the cost structure of a particular
business. The AEMC identified potential benefits of using this methodology over the current
building block approach:

e A less imformation intensive methodology, with reduced regulatory costs;

e Reduced information asymmetry between regulated businesses and regulators; and

o Stronger performance incentives for regulated businesses.
However, there is a requirement for the establishment of new data-reporting requirements to

allow for initial trials.

1 AEMC, Review into the use of total factor productivity for the determination of prices and revenues, draft
report, 2010

" More generally, TFP is the portion of output not explained by the amount of inputs used in production. As
such, its level is determined by how efficiently and intensively the inputs are utilized in production.
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The appropriateness of the building block methodology has also been questioned in a report
into prices and productivity of electricity distributors in Australia commissioned by the
Energy Users Association of Australia (EUAA)."* In addition to a number of regulatory
reforms, one of its suggestions for improvement was for privatisation of distributors in NSW
and Queensland. This conclusion was based upon a comparison of the efficiency of
distributors in NSW, Queensland, Victoria, and South Australia, and “*builds on and confirms
influential research by Professor Stephen Littlechild and Bruce Mountain ..... that pointed to
government ownership, the regulatory framework and the conduct of regulation as the main

causes of rising prices and declining productivity™.

Concems over the current ownership and regulatory structure of the networks have also been
expressed by Ross Gamaut who, in his "Key points”, observed “There is a prima facie case
that weaknesses in the regulatory framework have led to overinvestment in networks and

unnecessarily high prices for consumers™."®

There is also the fundamental issue of whether a national (as defined by the geographic
scope of the NEM) electricity market, should have a national transmission network as
opposed to a fairly restricted form of inter-state trade operating in states that are largely

concermned with intra-state trade.

Any assessment of the efficiency of the NSW transmission networks would require an
investigation into whether costs per customer and permitted revenues reflect factors
associated with regulation and ownership or industry structure, geographical factors and the
operating environment. In general, such an analysis would rely on benchmarking; i.e.
comparison of the network in question with the operating and capital expenditure of an
“efficient™ distributor. Having identified the efficient distributor, the task is then one of
assessing whether the cost differences between the network in question and the benchmark
are due to legitimate or uncontrollable cost factors. In Australia, the networks are vastly

different with regard to both geographical factors and operating environments, which bring

1* Mountain, B.R., Austrafia’s rising electricity prices and declining productivity: the contribution of its
electricity distributors, EUAA, Melbourne, May 2011.

'® Ross Gamnaut, Climate Change Review-Update 2011, Update Paper eight: Transforming the electricity
sector, page 2.
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into question the precision of any benchmarking exercise. For example, whilst a number of
studies have been produced that compare network costs in NSW with those in Victoria (and
selected overseas networks), the conclusions tend to be rather vague and lacking in

. - 17
conviction.

There is a requirement for an assessment of the costs and benefits of privatising the network
assets in NSW. This would address the question “Does the (anticipated) fall in costs (i.e. the
benefits) resulting from privatisation warrant the cost of privatisation?” Whilst this question
Jjust expresses the obvious, actually calculating dollar values is far from straightforward. It is
also important to address the distributional aspects of the question, in other words *who gains

and who loses in the process of privatisation?”

Calculation of the net welfare benefits from privatisation involves an evaluation of the gains
from efficiency that could be obtained as a result of privatisation plus the net benefits that
would result from savings in investment expenditure on the networks, less the costs of
privatisation. All values to be aggregated on a present value basis. In other words, an
evaluation of the net benefits of the sale, as opposed to the retention of the assets, from a

societal perspective.'®

Recommendation
To undertake a study to assess the costs and benefits to the economy of NSW of selling the

NSW transmission and distribution companies to the private sector.

Eastern Australian Gas

EnergyQuest estimates that proven and probable (2P) reserves of coal seam gas (CSG) in

Eastern Australia (essentially just Queensland, with relatively small amounts in NSW)

" Mountain B. and Littlechild 8.. "Comparing electricily distribution network revenues and costs in New South
Wales. Great Britain. and Victoria™, Energy Policy, 2010, Vol. 38, pp. 5770-5782.

Park Industrial, 4 Comparison of the Development of the Victorian and NSW Transmission Systems, prepared
for Transgrid, September 2011,

UMS group. Transmission Efficiency Review, prepared for Transgrid, 8 May 2008.

'® This value could, of course, be negative.
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currently amount to 35,246 PJ M To put this into context, it equates to approximately 40 per
cent of Australia’s total 2P gas reserves, the latter amount representing around 70 years of
forward production at current rates. The vast bulk of production of CSG from Queensland is
intended for export in the form of LNG and, currently, the four consortia involved are trying
to lock in sufficient contracts to justify commencement of LNG production and export. 1f
current plans come to fruition, it is reasonable to expect that domestic gas prices from the
Queensland CSG resources for customers in Queensiand and NSW will be heavily influenced

by netback LNG export prices.

Initial LNG deliveries from BG Group's Queensland Curtis LNG are expected in 2014, with
Santos’s Gladstone LNG and Origin/ConocoPhillips’s Australian Pacific LNG commencing
the following year, and Arrow LNG project somewhat later. However, all projects still have
major challenges to overcome, associated with the management of ramp-up gas, land access

agreements, water treatment, and securing contracted gas volumes.

A large volume of ramp-up gas will be produced before the initial LNG trains are
commissioned. This is expected to greatly exceed the velumes that the domestic market can
absorb. This increased availability of CSG for domestic consumption may depress gas prices
in Eastern Australia during the ramp-up period, but prices are likely to recover after the first

LNG shipments occur.

However, uncertainties abound. The shale gas revolution is opening up opportunities in Asian
countries for access to domestic sources of gas, as well as providing additional competitors in
the international LNG market. There will also be competition from conventional LNG
producers such as the North West Shelf, Algeria, Qatar, Indonesia and, a new entrant, Papua
New Guinea, To the extent that theses factors hold down international LNG prices, then

domestic netback prices will be correspondingly lower.

Certainly there appears to be adequate supplies of gas to sustain an expansion of OCGT and

CCGT power plants across Eastern Australia for many decades. The major uncertainty is the

1% 2P gas reserves represent the industry's expected volume of gas thal can be produced and sold. It is general
industry practice in Australia to contract based on 2P gas reserves volumes.
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price at which domestic supplies will be made available if the industry becomes dominated

by LNG export driven markets.

Conclusion

Switching from coal to gas for power generation will assist NSW (and Australia) in meeting
national emissions reduction targets over the next couple of decades. However, market
distortions resulting from subsidised coal for NSW power generators could inhibit this
process. These subsidies cannot be defended on either commercial or energy security

grounds given the availability of significant gas reserves in Eastern Australia.

19 September 2011
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Initial Report of the Special Commission of
Inquiry into the Electricity Transactions

The terms of reference for the Special Commission of Inquiry into the Electricity
Transactions are contained in Appendix 1 to this Initial Report.

Those terms of reference require an initial report by 31 August 2011 and a final
report on or before 31 October 2011.

The Inquiry commenced on 29 April 2011 and by mid May, senior counsel and
counsel were engaged and a solicitor to the Commission appointed. Premises
were located and the necessary administrative arrangements were put in place.
Administrative staff commenced work.

Notices were placed in The Australian, The Australian Financial Review, The
Daily Telegraph and The Sydney Morning Herald on 14 and 18 May 2011
setting out the Inquiry’s terms of reference and inviting submissions by 17 June
2011.

Twenty seven submissions have been received.

The Inquiry held a public hearing on 23 May 2011 at which leave was granted
to the following parties to appear: Delta Electricity and a humber of its current
and former directors; Eraring Energy; the State of NSW, acting through the
Department of Premier and Cabinet, NSW Treasury and the Department of
Trade and Investment, Regional Infrastructure and Services; Ausgrid, formerly
EnergyAustralia; Credit Suisse Australia Limited; Essential Energy, formerly
Country Energy; Ms Jan McClelland, a former director of Eraring Energy;
TRUenergy Pty Ltd; Mr Kimberly Yeadon and Mr John Dermody, former
directors of Delta Electricity. Subsequently, other individuals and agencies
have sought and been granted leave to appear before private hearings.

The Inquiry has established a website at www.lawlink.nsw.gov.au/sciet. All
significant information concerning the progress of the Inquiry is placed on that
website.

Shortly after the commencement of the Inquiry, letters were sent to 54 key
agencies and individuals, inviting them to participate in the Inquiry and provide
relevant information.

Eighty two summonses have been issued to a range of public sector and
private sector bodies and individuals requiring the production of documents and
information. Thus far, over 340 folders of documents and numerous CDs and
USB flash drives have been produced and reviewed by the Inquiry. It is
expected that there will be a need to summons further material.

The Inquiry has held private hearings with 20 people in relation to its first and
second terms of reference. Those hearings have been held in private because
of the commercial in confidence nature of the terms of the electricity
transactions.
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1.11  Meetings, which have been recorded and transcribed, have been held with over
35 individuals, many representing agencies and companies. Each person
interviewed or examined has been summonsed to do so. Directions under
sections 7 and/or 8 of the Special Commission of Inquiry Act 1983 were made
which included preventing the publication of evidence given.

1.12  In addition, the Inquiry has requested information from agencies and most of
this has been provided, however, some remains outstanding.

1.13 On 17 June 2011, the Commissioner and Inquiry staff attended the offices of
the Australian Energy Market Commission where a presentation as to the
operation of the National Energy Market was made.

1.14 On 23 June 2011, the Commissioner and Inquiry staff visited Bayswater power
station operated by Macquarie Generation and toured its trading room at
Lambton.

1.15 On 15 and 16 August 2011, the Commissioner and Inquiry staff visited Capital
Wind Farm, near Bungendore, a solar farm at Queanbeyan and Tumut 3 power
station operated by Snowy Hydro Limited.

1.16  The Inquiry expects to complete the gathering of evidence in relation to the first
two terms of reference shortly.

1.17 It has engaged an expert to provide assistance for the inquiring into and
reporting on terms of reference three and four and expects this report in the
near future.

1.18 The final two terms of reference concern reporting on options for the future
action that could be taken to further the public interest in a competitive NSW
electricity sector. The Inquiry has sought the views of many working within the
electricity sector and has obtained the services of several experts to provide a
short report on their views. In addition, Professor Owen, who prepared the
report for the NSW Government in 2007, has been retained to supplement and
update his earlier report and express his opinion on future options.

1.19 Given the volume of material sought and received and which remains
outstanding, and the complexity of the transactions the subject of this Inquiry,
no conclusions, findings or recommendations can be made at this time.

1.20 Final reports will be provided to the Governor on or before 31 October 2011
which will contain the conclusions, findings and recommendations of the

Inquiry.
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