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Introduction

International Power entered the Australian enengyistry in 1996 and has grown to become
the country’s largest private energy generatot agsets in Victoria, South Australia and
Western Australia.

In February 2011, International Power combined V@iDF SUEZ's energy assets to form a
world leader in independent power generation, witlte than 66 GW of power generation
worldwide.

Definitions for words and expressions used in $ubmission are contained in Section 14 of
this Submission.

Summary

It is submitted that the MEU Rule Change Requesbionsistent with the NEO, taking into
account the key elements of the definition of tHeN\being:

€)) the promotion of &fficientinvestment”; and
(b) recognition of the fbng terminterests of consumers of electricity” (emphasidea).

The MEU Rule Change Request is an example of ilcetved short term regulatory
manipulation in relation to price and capacity awilll be adverse to long term interests of
consumers of electricity because it will deter stweent and lessen competition. It is
economically efficient investment that promotesgoerm effective competition and this is an
implicit element of the NEO. The MEU Rule ChangsgRest is in direct contrast to both
established principles.

The proper application of competition policy me#mat it is the combination of new entry or
increased participation of existing participantsaaponse to market signals and the
continuing threat of new entry or increased pastition, that represents a significant
constraint upon the behaviour of incumbents in e&keta The MEU Rule Change Request
invites a form of short term regulatory interventihat takes no account of a concept of
“workable competition” or “effective competition”.

Clause 3.1.4(b) of the Rules provides that Chaptdrthe Rules “is not intended to regulate
anti-competitive behaviour by Market Participant However, it is the stated purpose and
object of the MEU Rule Change Request to impleradRtile change which is intended to
regulate behaviour which the MEU has branded as-tampetitive”.

It is submitted that the AEMC cannot ignore cla8sk4(b) or make a decision that it now
intends to revoke the stated object of ChaptertBe@Rules and perform (or to confer powers
on the AER to perform) functions in relation to tiacompetitive behaviour by Market
Participants”. To do so would be a complete realeand restatement of the objects and
purpose of Chapter 3 of the Rules.

The MEU Rule Change Request focuses on short-tBatig and takes no account of long
term considerations or assessments (whether itiorek® market definition, market power or
competition generally) or the significant and iniable direct and consequential distortionary
effects short term regulatory intervention and rpafation will have upon matters essential to
timely new investment in response to market signals

In fact, a fundamental misconception that goesi¢chieart of the MEU Rule Change Request
is that it chooses to ignore long term considenatiacross all elements of competition and
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markets and the methodology for assessing thetedfdikely effect of behaviour or other
conduct upon competition in a market.

The ACCC has accepted the relevance and applicatimmg term principles in the context
of the NEM.

2.5 The MEU Rule Change Request provides for regulatggrvention to address a perceived
misuse of market power, with particular refererecéhe South Australian region of the NEM.
However, it fails to identify and analyse any o fiollowing:

(@)

(b)

There is no analysis of market definition, inclugithe necessary component of the
“future market”. No reference is made to, or assesnt attempted in relation to, the
need to identify sources of actual and potentiadetition and substitutability or the
dynamic, evolving and expanding characteristictitinast be taken into account.

Fundamental and established concepts of marketrpaneethe use of market power
appear to have been overlooked. The concept tdised and persistent behaviour
or activity without constraint on a long term basés been applied consistently by

the courts in Australia. The concept of “transitorarket power” has been rejected.

In addition, even if a firm possesses market poivenust not be assumed that
conduct it engages in represents a use of thatenpdwer. If that conduct would
have been engaged in by that firm whether or ntwa.gt market power, engaging in
that conduct does not represent a use of markeg¢mpow

2.6 The structure of the MEU Rule Change Request igrarp in nature and has no flexibility to
address market dynamics, conditions and trends.eXxample:

(@)

(b)

(©)

(d)

10741052_2

The proposed definition and identification of a fidloant generator” takes no account
of the question of whether that generator has t@isiesl and persistent ability or
incentive to behave in a manner unconstrained &ydlevant market.

It is assumed, in an arbitrary manner, that circantes, events and trends that are
characteristics of the market represent, or aredsglt of, strategic behaviour by
certain generators. There is no recognition offélcethat a response to market
conditions may well not be evidence of market poares use of market power.

Although the MEU considers section 46(1) of the Ci6Ae inadequate because “the
generators’ actions are not motivated by an antigetitive purpose”, the MEU is
seeking the introduction of a Rule that is not clied towards anti-competitive
purpose or anti-competitive effect. It is directedards nothing more than the
arbitrary imposition of a pricing constraint andapacity direction upon a “dominant
generator” if a particular event occurs. That évinitself, is arbitrary.

The arbitrary nature of the MEU Rule Change Reqisestacerbated by the fact that
it will also impose a requirement for consequerngglulation, estimation and
evaluation, including in relation to:

0] the question of whether a “dominant generator’diggatched, or offered for
dispatch, all of its available capacity at the “dioamt generator price cap”;

(i) the question of whether the “dominant generatos’ ¢ifered all of its
available capacity to the market and how that iseddentified and
measured,;

(i) the question of whether a “dominant generator’riy ane year will continue
to be so declared by the AER in the following yeakjng into account the
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2.7

3.1

3.2

3.3

3.4

3.5

3.6

3.7

3.8

effects of the regulatory restraint upon that “doamt generator” together
with the fact that other generators may well tatkeamtage of that regulatory
restraint and be at risk of being declared as “dami generators” in the
following year;

(iv) the proposal that if the AER considers that a “dwmt generator” has not
offered all of its capacity to the market, “thee thER will recover the
windfall profit from the dominant generator whiclilvalso be fined as well”;
and

(v) the fact that the MEU Rule Change Request identifietential areas for
derogations”.

It is implicit in the MEU Rule Change Request thaisting regulatory oversight and
governance is inadequate and that matters of msitketture must be addressed by an ex-ante
form of short term intervention. It is submittétht there is no basis for the MEU to assert
that the powers conferred upon the AER and the A@QO@spect of the NEM are inadequate.
In this regard, it is relevant to note that thathia context of the South Australian region of

the NEM, the ownership of Torrens Island Poweri&tatvas approved by the ACCC

pursuant to its informal merger review processlierpurposes of section 50 of the CCA.

Energy only market design

In order to achieve market sustainability, genesatoust have a reasonable prospect of
achieving returns on their investments.

Generators receive revenues from contracts andtbéesale electricity pool (“spot market”).
The “contract market” is strongly correlated witle t'spot market” and will not be sustainable
in the absence of the “spot market” being sustdmator this reason the following discussion
focuses on the “spot market” outcomes.

The electricity system requires reserve capacitsgmado maintain reliability. However the
EOM design does not directly reward capacity. Theenues generators earn are derived from
dispatched generation, and to a lesser degreetfreqrovision of ancillary services.

Generators rely on intermittent high prices to dbnte to their fixed costs (capacity) and to
derive a return on capital.

There is a consensus amongst electricity marketrexphat the EOM is a fragile construct as
it requires what the commentators describe asdinal market power” to achieve
sustainability. The market price cap serves totlthe impact of the “situational market
power”, but needs to be sufficiently high to attraew entrants. Thus the “spot market” price
spikes and volatility are essential to drive inugstt in an EOM, as is the exercise of
intermittent, short-term “situational market power”

The current NEM design also has an in-built medarto limit the maximum spot price
through the CPT) and regulatory developments sime€ommencement of the NEM are also
placing downward pressure on wholesale spot prices.

The EOM market design presents challenges to fjaatits and regulators as scarcity rent is
in a delicate balance between revenue adequacintmthittent market power.

Significant volumes of intermittent renewable gextien were not contemplated at the NEM
design stage. Intermittent renewable generatios doerely solely on the “spot market”, but
receives a revenue stream from RECs in additidts energy revenue.

! Henney and Bidwell, “Will NETA ensure generatoegdacy?”, Power UK, Issue 122, April 2004.
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3.9

3.10

3.11

3.12

4.1

4.2

In general, the economics of low-g@mitting technologies such as wind, geothermal and
nuclear mean that the cost structures for thesmtdagies, as well as their operating regimes,
do not rest well with the EOM. As the proportionimtermittent generation increases, the
EOM design stresses the remaining fossil plantmes€lower capacity factor and lower
average prices). However such plant is essentianioup the intermittent plant and provide
energy security.

Intermittent generation severely stresses the E@8igd and market reviews are underway in
other regions. The UK is well advanced in this rdgasith imminent plans to move away
from an EOM and to introduce a capacity payment.

Revenue adequacy and financing arrangements mestdotively addressed in a market re-
design?

The Australian NEM EOM was assessed as being sastal, but only if it is allowed to
operate without interference. Unfortunately, theMNEOM is not being left alone as
evidenced by the emergence of numerous schemessuhh renewable energy target and a
plethora of state based climate change policedhtingt emerged.. The signs are that this trend
is likely to continue.

It is therefore absolutely imperative that the AEgEparately, and certainly prior to even
contemplating any rule change seeking to evendughode generators ability to achieve
revenue adequacy, conduct a holistic review oktitee NEM trading arrangements in the
context of recent international experience.

Market prices and new entrants

The NEM trading arrangement is designed to havelassiers to entry. By design, it is
intended that potential attempts by incumbentstmaet monopoly rents risks attracting new
entry generation. This new entry can be eitherctliog an investor in generation in response
to the forward price curve, or be sponsored byarusts entering into long term bi-lateral
contracts with a generator (or by installing theim generation).

The following chart shows the historical spot mankéces in South Australia compared to
current new entrant prices (in this case CCGT —xnead cycle gas turbines (air cooled and
30 year life)!

2 Energy Market Assessment, Department of EnergyGlimdate change, March 2010.
http://www.direct.gov.uk/prod_consum_dg/groups/dgitdlassets/@dg/@en/documents/digitalasset/dg.
3 AEMC/Reliability Panel, Comprehensive ReliabilRgview Report, CRAI modelling study.

* AEMO ACIL-Tasman, Fuel resource, New Entry and &ation Costs in the NEM.
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4.3 This chart shows that the spot prices in South raliathave been below the cost of a new
entrant generator for most of the period shownnBheugh prices did rise above the new
entrant price band in 2008 and 2009, they rapieliyrned to levels well below this range after
the drought conditions driving the price changdssgled. The data shows that spot prices in
South Australia have on average been below therucost of a new entrant generator and
therefore it has not been cost effective for acmstr to sponsor a new entrant.

4.4 It thus appears that the MEU is seeking a rule gbatesigned to distort the spot market
outcomes in the near term to lower energy purchasts. However such a rule change would
serve to increase regulatory risks, distort theketadynamics, jeopardise new investments
and ultimately serve to discourage investment. rhtarn would result in sustained price
increases to consumers.

4.5 Such an attempt to distort spot market outcomesfalls to recognise that end user electricity
costs are not driven solely by the wholesale cbshergy in the spot or contract market.
Prices also reflect other factors such as transonissd distribution network charges and
charges imposed by State and Federal GovernmanigolThis point is illustrated by the
IPART announcement that the electricity pricesrtitailers can charge will increase on 1 July
2011 by an average of 18%. This price increaseiiggodriven by a 6% increase from
renewable schemes and a 10% increase in distnibatid transmission network charges

5 Flaws in the MEU Rule Change Request

5.1 The MEU Rule Change Request is based on a numbend@émental fallacies and, if
implemented as a Rule, would create significartodiens in the NEM and in the behaviour
of market participants and be directly inconsisteitih the NEO.

® See IPART - “Changes in regulated electricity prices from 1 July 2011 Based on Draft Determination, April 2011
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5.2

5.3

Further, although it purports to be addressingragpeed issue of market power in the
wholesale market of the NEM, it would be fundambytaconsistent with competition
policy and the objectives of the CCA.

In particular, it takes no account at all of thanpiples of market definition or market power
and fails to appreciate the basic principles of getition upon which Australian competition
policy is based.

Its most basic flaw is that it takes no accourdliedf long-term considerations or assessments
(whether in relation to market definition, marketyer or competition generally) or the
significant and inevitable distortionary effect®ghterm regulatory intervention and
manipulation will have upon matters essential ety investment in response to market
signals. If market signals are confusing, disthrtencertain or unpredictable, efficient
investment in generation or interconnection wilt aocur.

A matter of particular concern is that the MEU RGleange Request ignores the concept that
markets are dynamic and will evolve and expand twes. Introducing an arbitrary
regulatory mechanism to constrain the behaviowar ‘@fominant generator” will severely curb
the development of the wholesale market of the NEM.

Basically, the MEU Rule Change Request confusabaara result will merge, legitimate
market conduct and behaviour (in accordance wihptinciples of workable and effective
competition), with conduct that is distortionaryitisn own right (such as a dispatch offer or
rebid that is not made in “good faith”). Regulgtoversight of specific behaviour that
distorts the efficient operation of the NEM is aldy in place and must be distinguished from
behaviour, even if opportunistic, that is expedtedind consistent with, workable
competition.

The MEU Rule Change Request misunderstands oratéssiundamental principles of
market power and the economic detriments to whictisase of market power is properly
directed.

The MEU Rule Change Request assumes that eves ¥ ithterrelated elements set out in
section 46(1) of the CCA are not satisfied, a gatoerthat is declared by the AER to be
“dominant” should be constrained and prevented fofi@ing a market-based price, and that
other participants in the NEM should be entitled te@medy. This misunderstanding is
illustrated by the following extract from the MEWdposal®

“The TPA has limitations in tackling trmutcomesof the misuse of market power as it
concentrates on ensuring there is strong competii® the fundamental approach to limit the
outcomes of misuse. However, where there is mpdweer and it is misused, but not for a
purpose proscribed under the TPA, there is no legaledy for that misuse. This means that
there is no legal remedy for misuse of market pdtwerugh strategically bidding to spike
prices opportunistically to maximise revenue.”

The flaws in this extract can be summarised asvidl

€)) The MEU is seeking to establish a new definitiomiguse of market power,
inconsistent with established principles of contp@tipolicy and the operation and
judicial interpretation of section 46 of the CCBasically, the MEU is seeking to
change the law by way of a change to the Rules.

(b) To suggest that a “limitation” in the operationseiction 46 of the CCA or in “the
outcomes of the misuse of market power” is thabiicentrates on “ensuring there is
strong competition” represents a fundamental miststednding of competition

policy.

® MEU Rule Change Request at pages 8-9.
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(c) It suggests that market power can be “misusedirgumstances other than one of the
proscribed purposes set out in section 46(1)(th@CCA. This reference to
“misuse” indicates an intentional or purposive act an objective effect of a use of
market power. If the MEU is proposing an “effebssed” test for a use of market
power, it must identify an anti-competitive effectalysed by reference to
competition in a market and long-run consideratiomsany event, as discussed in
paragraph 3.5(b) of this Submission, an “effectseldd test has been rejected on a
number of occasions and for good reason.

(d) There are many circumstances in which a firm wadage in the same conduct
(and would be able to engage in the same condumeher or not it had any market
power. For example, it must be obvious that a ggoecould be in the position of
facing residual demand in respect of a tradingvatleregardless of whether it has
market power. In such an event, that generatdragilin accordance with proper
profit maximising principles, to take advantagehadt situation as created by the
market. It is plainly wrong to assume that a gatwrwhich faces a residual demand,
whether in relation to any one trading intervaharumber of trading intervals, has
market power or, even if it did, would be engagimgonduct that it would not have
engaged in if it did not have that market power.

(e) For a generator to seek to “maximise revenue” mi@dar market conditions, does
not mean that the generator has market power betkea if it does have market
power, it has been used or “misused”. This hadaeh the view and position of the
ACCC in the context of the NEM More particularly, it does not represent the
objectives of competition policy.

5.4 The following extract from the MEU Rule Change Resjureinforces the MEU'’s
misunderstanding of market powfer:

“The fact that a generator may have market powerdsthe main issue. For much of the time
a generator with market power is not able to exadt. The problem arises when a
generator which does have market power electséocése it because the conditions are
favourable and profitable.”

By definition, a generator will not have market mownless it can behave persistently in a
manner unconstrained by the conduct of competitBedevantly, it includes the power to
raise prices above competitive levels in a suskéénaay. Accordingly, the fact that a
generator may take advantage of market conditiams fime to time does not mean, of itself,
that the generator has market power or that isiisgumarket power.

Further, to suggest that in the context of the N much of the time a generator with

market power is not able to exercise it” miscoretran underlying concept of market power.
Clearly, if a generator is constrained by muchheftime, but on occasions can take advantage
of favourable market conditions that is not ansiltation of market power.

55 Other flaws in principle and analysis in the MEUI&CGhange Request, both in relation to
legal principles and the economic function in thatext of the NEM, include the following:

(@) The MEU assumes that its proposal for a “dominaniegator” will identify a
generator that has market power (according to legid and economic principle).
However, the definition proposed by the MEU fordafinant generator” identifies
ability at a particular time, or for a particulaading interval, without any regard to
the question of whether that generator has a sesta@nd persistent ability or
incentive to behave in a manner unconstrained &ydlevant market.

" Australian Competition and Consumer CommissiomalFDetermination - Applications for Authorisatien
Amendments to the National Electricity Code - Chemtp Bidding and Rebidding Rules - 4 December 2002
8 MEU Request for change at page 22.
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(b)

(©)

It is not accurate to describe section 46(1) ofGIIA as being inadequate because
“the generators’ actions are not motivated by air@mpetitive purpose”. In any
event, the MEU is seeking introduction of a rulattis not directed towards anti-
competitive purpose or anti-competitive effectisltirected towards nothing more
than the arbitrary imposition of a pricing congtitaand a capacity direction upon a
“dominant generator” if a particular event occues the level of demand for a trading
interval exceeds the level of demand to which #megator has been declared to be a
“dominant generator”). In fact, according to thEW Rule Change Request, no
regard is to be given at all to any competitioneobsffects.

Even if one were able to discern any connectiowéen the MEU Rule Change
Request and any effect upon competition in the N&i4, would overlook the fact
that a potential “effects-based” test under secti®nf the CCA has been examined
and rejected on a number of occasions over mamgyea

One disadvantage of an “effects-based” test isitlumtes not distinguish between
vigorous competitive activity by a firm (where summduct has the ancillary effect
of lessening competition) and conduct by a firmahhprevents the competitive
process from operating effectively with no offgagtiefficiency benefits.

Schedule 1 to this Submission summarises the revidwection 46 and the issue of
whether it should incorporate an “effects-basedt.t€©n each occasion, such a
proposal has been rejected.

In particular, the Hilmer Report opposed an “efédoased” test for a use of market
power under section 48:

“A firm that succeeds in aggressive competitive gonihay drive other firms from
the market and achieve a position of pre-emineacari extended period. It does
not necessarily follow, however, that the competipirocess will be damaged by the
conduct or that the potential for competition viié diminished, even if the
immediate manifestations of the successful commetbnduct may suggest it.
Firms should be encouraged to compete aggressyetgking advantage of new
and superior products, greater efficiency and iret@n. There is a serious risk of
deterring such conduct by too broad a prohibitidrunilateral conduct. The
Committee takes the view that an effects tesbidtoad in this regard. The courts
might develop a gloss upon an effects test to erthat it did not prohibit
economically efficient conduct, but it is not clelaat the final result would differ
from the existing interpretation of s.46, or thatyssuch difference would constitute
an improvemerit

The MEU states that a list of “dominant generatteshe evaluated and assessed by
the AER each year is likely to change from yeaydar. This raises the following
fundamental difficulties; namely:

0] It is implicit in this proposal that a generatoeiified as a “dominant
generator” may well not have market power as istm in NEM from year
to year is anticipated to change.

(ii) It fails to take account of principles of markefidiion.

(iii) It appears to assume that if, in any year, a gémreisidentified by reference
to its ability to meet residual demand in a redimmany trading interval, that
will be sufficient for it to have market power atwdbe classified as a
“dominant generator” for the whole of that yearhwitit any regard to market
conditions, dynamics or circumstances.

° Hilmer 1993,p. 70
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By way of example, the AER has identified condudDelta Electricity in
New South Wales in the period 2009-10 in rebiddiapacity to higher
prices to take advantage of a “tight markét”.

The cause of this “tight market” was congestionitgsy from a delayed
network upgrade in the New South Wales transmissatwork. It would be
wrong to brand Delta Electricity as a “dominant gextor”, or by such a
classification deny it the opportunity to engageanduct consistent with
workable competition, by reason of an event affectharket conditions
which was not caused by Delta Electricity andhé tipgrades have been
completed on time, would never have presented ppgrbunity at all.

(d) The MEU Rule Change Request proposes to invokexamteapproach' and makes
the following observatior?

“Anex-anteapproach is designed to limit the ability of a doamt generator from
offering prices outside a competitively based opiegaenvelop[e]. This is best
suited where there is a transparent spot markeebam generator offers that can be
related to their costs. The ex-ante approach waully need to apply at times where
the dominant generator has the ability to exeroseket power. Because for the
most part, all generators are constrained by coritipat, it is relatively
straightforward to develop a normal operating empge] for price and output for a
dominant generatot

As an initial observation, there is an inherentastainty and unworkability in the
expressions “a competitively based operating empegland “a normal operating
envelope”. What is meant by them and who wouldngethem or set their
parameters?

In any event, in itself, this extract provides &lfer illustration of a lack of
understanding of market power and the identificatiba firm that possesses and uses
market power. As discussed in section 8 of thisrdssion, if “for the most part, all
generators are constrained by competition”, as@eledged by the MEU, the basis
for the MEU to assert any need for the MEU Ruler@gfeeRequest is undermined.

Further, in 2009 Ofgem identified initial policyqposals for addressing market
power concerns in the electricity wholesale séttdt identified the following
difficulties with an ex-ante approach:

“... A potential downside of the ex-ante approactha ... it may not be sufficiently
flexible to deal with all issues that could arisethe market. Furthermore, in the US
the combination of automated bid price mitigatiarconstrained zones together with
the application of relatively low price caps in tider energy market has led many
observers to comment on the “missing money” problerices may not rise
sufficiently to attract new investment when andreliieis required. In many US
regions, further interventions, in the form of adisiered capacity payment
mechanisms or must-run contracts for constraineshiplhave been implemented to
correct the “missing money” problem in the energgrket. It may also be seen as
overly “interventionist” by the standards of the Gfarket and hence could send a
negative signal to investors. Moreover, ex-antégation measures in the US
regional markets are supplemented by federal madykbaviour rules and anti-
manipulation legislation. Finally, whilst an ext@napproach would be relatively
straightforward to administer once in place, it édincur considerable up-front
implementation costs (e.g. in terms of system ewstchanges to industry codes

10 Australian Energy Regulator - State of the Enévigyket 2010 at page 34.

' MEU Rule Change Request at pages 30-31 and Appéndi

12 |bid at page 30.

13 Offgem - Addressing Market Power Concerns in theeicity Wholesale Sector - Initial Policy Prods, 30
March 2009 at pages 31-32.
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and settlement processes particularly within théaBeing and Settlement Code
(BSC))"

(e) The MEU Rule Change Request, if implemented, waujobse a requirement for
consequential regulation, estimation and evaluatibich would further distort and
suffocate the evolution and development of the NHEMparticular:

0] the identification of a region of the NEM as ifnere a separate market,
without even taking into account the effects oéinbnnectors;

(ii) the identification of a “dominant” generator;

(iii) the question of whether a “dominant generator’riy ane year will continue
to be so declared by the AER in the following yeakjng into account the
effects of the regulatory restraint upon that “doanit generator” together
with the fact that other generators may well tatteaatage of that regulatory
restraint and be at risk of being declared as “dami generators” in the
following year;

(iv) the implications of forcing a “dominant generattw’dispatch, or offer for
dispatch, all of its available capacity at the “dioamt generator price cap”;

(v) determining whether the “dominant generator” hdsrefl all of its available
capacity to the market and how that is to be ifiedtiand measured;

(vi) the proposal that if the AER considers that a “dwmt generator” has not
offered all of its capacity to the market, “thee thER will recover the
windfall profit from the dominant generator whiclilvalso be fined as well”;

(vii)  the MEU Rule Change Request identifies “potentieha for derogations”,
apparently in recognition of a need to providedrceptions and exclusions
from time to time.

() The MEU Rule Change Request suggests, incorreéhty,n an evaluation of a
request for a Rule Change, the AEMC is requiredghitertake a form of “net public
benefit” test so that “it is necessary to identifihere is a net benefit from making
such a change, such as the ACCC did in its recamisidn preventing the NSW
government from implementing its proposed co-insoeascheme in the sale of

gentraders™

However:
0] Part 7 of the NEL does not prescribe a “net pulicefit” test;

(i) the MEU is confusing the statutory test applicdblan application for an
authorisation under Division 1 of Part VIl of th€®& with the statutory
process under Part 7 of the NEL; and

(i) even if the test, by analogy with Division 1 of PdH of the CCA, is to be
applied, the nature of that test is a “future vatid-without” test under which
a pragmatic likely counterfactual must be identifead the future with the
MEU Rule Change Request is evaluated as againfutime without the
MEU Rule Change Request.

4 MEU Rule Change Request at page 21.
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6.1

6.2

6.3

6.4

6.5

The National Electricity Objective

Section 7 of the NEL sets out the NEO and provate®llows:

“The objective of this Law is to promote efficiamtestment in, and efficient operation and
use of, electricity services for the long termiiegts of consumers of electricity with respect
to-

€) price, quality, safety, reliability and secyriof supply of electricity; and
(b) the reliability, safety and security of the ioagl electricity system.”

Although section 7 does not make any referencenopetition, it may be inferred that the
NEO is directed towards long term effective conmtptifor the long term interests of
consumers of electricity. In this regard an anglogn be drawn with section 44AA of the
CCA (relating to third party access) which providssollows:

“The objects of this Part are to:

@) promote the economically efficient operationusfe of and investment in the
infrastructure by which services are provided, gi®r promoting effective
competition in upstream and downstream markets; and

(b) provide a framework and guiding principles taceurage a consistent approach to
access regulation in each industry

This statutory recognition that economically effiai investment promotes long term effective
competition is also an implicit element of the NE®lowever, the MEU Rule Change
Request is in direct contrast to both establishettiples.

The NEO is an essential pre-requisite for the psepf any proposed Rule change:

€))] section 32 of the NEL provides that in performimgerercising any function or
power under the NEL, the Regulations or the Rules AEMC must have regard to
the NEO; and

(b) section 88(1) of the NEL provides that the AEMC noajyy make a Rule if it is
satisfied that the Rule will or is likely to coriitite to the achievement of the NEO.

Key elements of the definition of the NEO are dbfus:
€))] the promotion of éfficientinvestment”; and
(b) recognition of the fbng terminterests of consumers of electricity” (emphasidea).

Any regulatory short term manipulation of a marfeich as that proposed under the MEU
Rule Change Request) that arbitrarily (or accordingriteria irrelevant to competition
policy) labels a generator as a “dominant genétaamid constrains the pricing activities of
that “dominant generator” and directs availableac#ty to be offered in all and any trading
intervals in which regional demand exceeds thel lelvdemand at which that generator has
been declared to be a “dominant generator”, musiagd@ severely “efficient investment”.
The lifeblood of any market is the reliability ofanket signals to encourage new entry or
expanded capacity in a timely manner. The mosiooisvmarket signal to encourage and
promote that “efficient investment” is pricing sas. This is an inherent part of effective or
workable competition, and a fundamental elememh®idesign of the NEM.

Similarly, the undeniable fact is that short tegulatory manipulation in relation to price
can be adverse to the “long term interests of amess of electricity” because it will deter
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6.6

6.7

6.8

investment and lessen competition. This is a pbizt has been made by the Australian
Competition Tribunal?

“For example, action that promotes competitionfie short-term may deter investment and
hence, over the longer-term, competition may legsesulting in reduction to efficiency and
innovation). ... Assessed over the long-term, howévere is less likely to be any conflict
between the promotion of competition and efficiéhcy

Consistent with the legitimacy of making long-teassessments, the NEO recognises that the
most important issue is the long-term benefitsciesamers of electricity. This will depend
upon the relevant market (in this case the whodeselrket of the NEM) having the incentive
to invei'g in the “future market”. In simple terntise distinction has been described as
follows™:

“A short-run competitive equilibrium is (short-ruefficient; it makes the best use of presently
available productive resources. A long-run contpeagiequilibrium guarantees that the right
investments in productive capacity have been matesljuire that the three short-run
conditions be met and adds two new ones. Productists must not possess the conditions
for a natural monopoly ... and competitors must be &benter the market freely. With free
entry, if there are above-normal profits to be maaew suppliers will enter which will reduce
the level of profits. In this way free entry eresuthat profits will not be above normal. A
normal profit level is the key characteristic ofoag-run competitive equilibrium.”

The MEU Rule Change Request, if implemented asle, Rwould have the effect of
constraining the level at which a “dominant germratan make dispatch offers or rebids in
any trading interval in which regional demand exisethe level of demand at which that
generator has been declared by the AER to be aifdomgenerator”. This monetary
constraint may act as a penalty imposed on thanhfidant generator”. In substance and
legislative purpose and obiject (if not in form)e imposition of such a penalty is inconsistent
with section 36(b) of the NEL. In addition, thegosition of such a monetary penalty would
not fall within item 7 of Schedule 1 to the NELo Tonstrain the maximum price at which a
generator can make a dispatch offer or rebid femiht from “the setting of prices for
electricity and services purchased through the edadé exchange operated and administered
by AEMO, including maximum and minimum prices”. &'tmposition of such a monetary
penalty would not be the imposition of an obligatfor the purposes of section 34(3)(d) of
the NEL.

The MEU Rule Change Request, if implemented, wdbmthat various generators from time
to time may be declared as “dominant generatof$is will mean that if any “dominant
generator” faces residual demand in a region fgrteading interval, it will be constrained to
a maximum dispatch offer or rebid equal to the Austered Price Cap and will be required
to offer the whole of its available capacity int@ tmarket.

In itself, this introduces into the NEM a distortary feature. Other generators will know
who the “dominant generators” are and, as a rdeutty the nature of the constraint imposed
upon them.

It must follow that implementation of the MEU Ruldange Request is likely to create
further strategic behaviour by generators andlegtaby reference to the constraints imposed
upon the “dominant generators”. That is, the MEWeRChange Request, if implemented,
would exacerbate distortions, reduce efficiencyiksly encouraging more strategic bidding
and create unreliable and confusing market sigmhish will deter new investment.

15 Seven Networks Limited (No. @005) ATPRY 42-056 at [122].
16 power System Economics, Steven Stoft at page 53.
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6.9

7.1

7.2

A further inevitable consequence would be an adveffect upon “safety, reliability and
security of supply of electricity” and “the relidiby, safety and security of the national
electricity system”, contrary to the NEO.

The MEU recognises this issue (although it referis incorrectly as “tacit/parallel
collusion”)” but dismisses its significance by the followinatement?

“It is accepted that tacit and parallel collusionncaccur, but unless the regulator has
evidence that the second dominant generator irggorehas both the opportunity and desire
to use its market power, then it is preferable tihat potential detriment of tacit and parallel
collusion to be ignored unless the AER identifiés be a problemni

The inherent problems with this statement (inclgdiconsistencies) are self-evident.
Section 34(1) of the NEL provides that the AEMC magke the Rules “in accordance with
this Law...”. Clearly, the AEMC has no power to makRule that is not in accordance with

the NEO. The MEU Rule Change Request is not ctamtisvith the NEO and should be
rejected outright on that ground alone.

The object of competition policy

The AEMC Consultation Paper glosses over clausd@Jlof the Rules which provides as
follows:

“This Chapter is not intended to regulate anti-catifive behaviour by Market Participants
which, as in all other markets, is subject to thkevant provisions of the Trade Practices Act,
1974 and the Competition Codes of participatinggdictions.”

It is the stated purpose and object of the MEU Rule CharegpiBst to implement a Rule
change which is intended to regulate behaviour wttie MEU has branded as
“anti-competitive”.

The AEMC cannot ignore clause 3.1.4(b) of the Rale$ cannot implement a Rule change
that is inconsistent with clause 3.1.4(b). Sec8@B(1) of the NEL provides that the AEMC
may, “having regard to a request to make a Ruleuselction 91(1), make a Rule that is
necessary or consequential to the Rule that is tmdde on that request”. However, for the
AEMC to make a decision that it now intends to perf (or to confer powers on the AER to
perform) functions in relation to “anti-competitibehaviour by Market Participants”, is not
necessary or consequential to the MEU Rule Chameggiést. It would be a complete
reversal and restatement of the objects and pufaSkapter 3 of the Rules.

Further, for the AEMC to make a Rule that is ingstent with clause 3.1.4(b) of the Rules is
not contemplated by the NEL. If the AEMC wishestmfer upon itself, the AER, AEMO or
a jurisdictional regulator, functions or powergétation to competition issues, the AEMC
would be required by the NEL to conduct a revievthaf operation and effectiveness of the
Rules under section 45(1) of the NEL and, at threpietion of that review, give a copy of its
report to the Ministerial Council on Energy.

Section 2 of the CCA states the object of the C&Ad “to enhance the welfare of
Australians through the promotion of competitionl &ir trading and provision for consumer
protection”.

” MEU Rule Change Request at page 43.
18 |bid at page 44.
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In the context of section 46 of the CCA, this objeas been explained as folloWs:

“The Parliament has determined that it is in théeirests of consumers that firms be required
to compete because competition results in loweregsibetter goods and services and
increased efficiency. .... The object of s46 - tltgmtion of consumer interests - is to be
achieved through the promotion of competition, eéheugh competition by its nature is
deliberate and ruthless and competitors injure eattter by seeking to take sales from one
another. A rational business firm seeks to maxrpi®fit and to increase its share of a
market. However, the very nature of such condudetrimental to other competitors in the
market and may cause some of those competitoeate lthe market.

When a court applies the provisions of s46 it ndasso with the legislative object of the
section in mind. While conduct must be examineits®ffect on the competitive process, it is
the flow-on result that is the key - the effectonsumers, not the effect on other competitors.
Competition policy suggests that it is only whenstomers will suffer as a result of the
practices of a business firm that s46 is likelyequire courts to intervene and deal with the
conduct of that firm.”

7.3 This reference to competition policy and the obfgdhe CCA (in the context of section 46)
relates back directly to the two key componentthefNEO; namely:

(@)
(b)

the promotion of efficient investment; and

the long term interests of consumers of electricity

7.4 There is absolutely no foundation for the AEMC tak®a a Rule change that is inconsistent
with the objects of competition policy. The fundameal confusion in the MEU Rule Change
Request relates to:

(@)

(b)
(©)
(d)

()

the misunderstanding on the part of the MEU thag "TPA focuses on whether
conduct damages competitors, not on the effedtefttual exercise of market power
to extract monopoly revenues from consumers andySe

conduct of a generator and effects upon competiti@amarket;

short term and long term effects upon consumeedaafricity;

the basic principle that it is rational for a fitmmaximise profit and increase market
share; and

even if a firm possesses market power (which moisbe assumed by reason of some
arbitrary criterion at a particular time) and thhegcribed purpose test is not applied,
it does not follow that:

() market power is being used (or misused); or

(ii) there is any effect, or likely effect, upon competi in the relevant market
(assessed on a long term basis).

19 Boral Besser Masonry Limited v Australian Competitand Consumer Commissi(@003) ATPR  41-915
at [260] and [261].
2 MEU Rule Change Request at page 14.
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8 The concept of competition

8.1 The MEU Rule Change Request does not refer tofadeas no account of, the most basic of
competition principles; namely, the concept of cefitpn and how competition is to be
assessed for the purposes of competition policy.

It is established that the concept of competitionat “perfect competition”; rather, it is the
practical economic concept of “workable competition“effective competition”.
Competition must be assessed on a long term bagisseacknowledged that short term
assessments are distortionary.

Competition is a process and any effect upon caitiguets not to be equated with the effect
upon competitors, although the latter may be relet@the former. Clearly, competition in a
market is not assessed by a “snapshot view” ofquéar behaviour at a particular tirfie.

In assessing “competition”, and in applying longrteconcepts, the combination of new entry
or increased participation of existing participaintsesponse to market signals and the
continuing threat of new entry or increased paptition, represents a significant constraint
upon the behaviour of incumbents in a market. @&#dlsi, a market should be considered to
have workable competition where new investment rccua timely manner in response to
market signal$?

8.2 The concept of “workable competition” was adoptgdhe Full Court of the Supreme Court
of Western Australia ifEx parte Epic Energy (WA) Nominees Pty’L.tdn that case, the Full
Court described “workable competition” as follows:

“... aworkably competitive market will react ovemg and according to the nature and
degree of various forces that are happening withenmarket. There may well be a degree of
tolerance of changing pressures or unusual circamsts before there is a market reaction.
The expert evidence and writings tendered in evidsmiggest that a workably competitive
market may well tolerate a degree of market poeeen over a prolonged period. The
underlying theory and expectation of economistsyewer, is that with workable competition
market forces will increase efficiency beyond thihich could be achieved in a
non-competitive market, although not necessarilyi@dng theoretically ideal efficiency.”

8.3 These observations are consistent with the obsensatade by Network Economics
Consulting Group Pty L& in the early phase of the NEM, but which have itwring
relevance:

“In assessing whether a market is functioning cotitipely, economists consequently do not
focus on short-term incidents of market power,rhtier look to see whether these processes
of ongoing rivalry are playing themselves out owere. In a workably competitive market
setting, suppliers are unable to influence pricesra sustained period, without being
undercut by other incumbent generators or new engraln contrast, if there is no effective
competition, suppliers may have sufficient marketgr to keep prices higher than they would
otherwise be, through strategic behaviour. Theptaase in this context is ‘over a sustained
period’. Market power becomes an issue of comipatjiolicy concern when producers have
effective discretion as to when and how they egertie market power they hold.

2L Australian Gaslight Company v Australian Competitand Consumer Commission (No(3)03) ATPRY
41-966.

22 gee, for exampldRe Queensland Co-operative Milling Association (1t876) 25 FLR 169.

2312002] WASCA 231.

24 Network Economics Consulting Group Pty Ltd: Whisr&larket Power Being Abused in the National
Electricity Market - Some Economic Issues - A Qi of the ACCC Draft Determination in Relation to
Proposed Changes to the Bidding and Rebidding RiaégéOperate in the National Electricity Market,
September 2002 at pages 29-30.
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It is well recognised that, in a workably compegttimarket, some (or even all) firms may have
some degree of transitory market power but no fies a substantial degree of market
power.”

8.4 The Australian Competition Tribunal has observezndly that in considering the meaning of
competition it is necessary to draw a distinctietnw®en, on the one hand, {hr®cessof
competition and, on the other, teetentof competition, which is the outcome of that
proces$® The Tribunal stated that “competition may be desd as rivalry that amounts to a
process that leads to an increase in economidesfig”?® As to the extent of competition,
the Tribunal applied the observations of the Trddun Application byChime
Communications Pty Ltd (No 2} follows?’

“In the Tribunal's view a market is sufficiently mpetitive if the market experiences at least a
reasonable degree of rivalry between firms eacliath suffers some constraint in their use
of market power from competitors (actual and pdgnhand from customers. The criteria for
such competition are structural (a sufficient numbksellers, few inhibitions on entry and
expansion), conduct-based (eg no collusion betdie®s, no exclusionary or predatory
tactics) and performance-based (eg firms shouldffieient, prices should reflect costs and
be responsive to change in market forces).”

8.5 This description of “workable competition” or “effiéve competition” demonstrates the
complete economic fallacy in the MEU Rule ChangguRst. The MEU Rule Change
Request:

€)) fails to recognise that “workable competition” t@ies a degree of market power on
the basis that market forces will increase efficiean a longer term basfsand

(b) assumes that the NEM is not a market which displag<haracteristics of “workable
competition” or “effective competition” and has rimen characterised by timely new
entry or new investment (which is incorrect, asdssed in Section 11 of this
Submission).

9 Market Definition

9.1 The MEU Rule Change Request fails to appreciatsitiréficance of market definition and
the fundamental “first step” of identifying a rebewt market for the purposes of any
competition assessment (including, of course, nigr&eer).

The MEU Rule Change Request appears to assumiéhAER will identify a “region” and
assume that such a “region” is a market for th@gses of competition policy.

Plainly, this represents a further fundamentalrarréhe MEU Rule Change Request.

9.2 The approach to market definition has been theestiboff considerable analysis in Australia.
The Australian Competition Tribunal provided thédwing description of a market, for the
purposes of the CCA, in its decisionQantas Airways®

“A market is thus the smallest area of productctional and geographic space within which
firms could collectively possess substantial mapketer, that is the power to raise price
above their opportunity costs by restricting outpartotherwise to act in a manner

5 |n the matter ofortescue Metals Group Limitge010] ACompT 2 at [1049].

%6 |bid at [1050].

2712009] ACompT 2 at [48].

28 For example, the MEU Rule Change Request sugiestsectly that “when there is competition, the
dominant generator in a region is effectively caaisied to offer its energy at its short run marpowst
(SRMC) or risk not being dispatched” (at page 62).

9(2005) ATPR 142-065
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unconstrained by competitors (ie no or little sitlision in consumption or production), for a
sustained period of time*®

It is necessary to identify the sourcesofual andpotentialcompetition, whose existence
could significantly restrain an entity’s power.

9.3 In Re QCMA and Defiance Holdinjshe Tribunal (as it then was) stated that:

“[A] market is the field of actual and potentialamsactions between buyers and sellers
amongst whom there can be strong substitutiorgeastlin the long run, if given a sufficient
price incentive”.

9.4 The Tribunal more recently has described the owpttie process of defining the relevant
market as follows®

“The output of the process of defining the relevaarket - the identification of the
participating firms, a description of the produetschanged and the borders within which the
exchange occurs - is critical to an assessmerti@behaviour of firms in the market (ie
whether or not they impose competitive constraipisn one another) and, importantly,
whether or not a firm has, or a group of firms hapewer to control prices or reduce
competition (ie to shift the price away from thdtieh would be obtained in a competitive
market, namely the marginal cost of the product).”

9.5 It is well established that “close substitutability required in order for competitive activity
to fall within one market® The concept of interchangeability and close stuliability must
be assessed by reference to long run consideratilttsough the SSNIP test (small but
significant non-transitory increase in price) ipkgd for the purposes of market definition,
the following observation must be kept in mifid:

“We do not treat the SSNIP test as being irrelevarthe question of market identification.
However a qualitative application of the test ragsiidentification of its purpose. As we
understand it, the test looks to the actual orliileffect of competitive conduct, or potential
competitive conduct, upon price and other condgiohsupply, including quality of the
product. However, competitive conduct may not flavenmediate and obvious effect upon
those matters. ... The ‘richness’ of the concepbaoipetition ... means that competition may
take many forms. Its effects may be immediatelaydd. The SSNIP test addresses the
effects of competition, but it does not definewtag in which it occurs.”

9.6 As discussed by the Tribunal Re AGL Cooper Basin Natural Gas Supply Arrangeniénts
an assessment of the temporal dimension of a mamkaizes longrun considerations and the

% Qantas Airwaysat [232].

3 Qantas Airwaysat [237].

32(1976) ATPR 1 40-102. This passage was quotedayiproval and applied by the ACCC in its Public
Competition Assessment of the swap of South Auatrajeneration assets between AGL Energy Limiteti an
TRUenergy Pty Ltd: Public Competition AssessmefGL Energy Limited and TRUenergy Pty Ltd - Proposed
Swap of South Australian Electricity Generationeis€20 April 2007) at [24].

3 |n the Matter of Fortescue Metals Group Limif@10] ACompT 2 at [1014].

3 Arnotts Limited v Trade Practices Commiss{@890) ATPR { 41-061 at 51,785. As McHugh J olesgin
Boral Besser Masonry Limited v Commiss{@803) ATPR 1 41-915 at [252]Close substitutability and
competition are evident when more than a few coessiswitch from one product to another on some
occasions."The concept of substitutability for the purposesnairket definition requireslosesubstitution by
reference to the degree of cross-elasticity of deheand cross-elasticity of suppKwustralian Rugby Union Ltd
v Hospitality Group Pty Lt@2000) 173 ALR 702 at [83Feven Network v News Limit2D09) ATPR 942-301
at [619].

%5 Seven Network Limited v News Limi{@009) ATPR 42-301 at [670].

%(1997) ATPR 141-593 at 44,210.
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concept of “operational time”. In Qantas Airways Limitedhe Tribunal stated that its long
run rather than short run substitution possibdgitieat are relevafit

The wholesale market of the NEM

9.7 In Australian Gas Light Company v Australian Competitand Consumer Commission
(No. 3)* French J defined the wholesale market as one NEh-geographic market for the
wholesale supply of electricity, and associatedhwhit, entry into electricity derivative
contracts?

French J observed that the NEM *“is an evolving reavkhich is intended and designed to
operate as a single market for electricity throughbe regions which it covers®. Any
“transient price separations” between regions abersarkets only. A sub-market is not a
“market” for the purposes of the CCA and can besleading if used uncritically to assess
long-run competitive effects”

9.8 The ACCC has not adopted the formulation of Frehchklowever, even the ACCC has
recognised the interrelationship between the regafrthe NEM:

€)) In undertaking its assessment of the acquisitio@hiya Light and Power of the
Australian non-regulated energy assets of Singapoveer (14 April 2005), the
ACCC identified the relevant wholesale market withihich its assessment was
made as follows:

In summary, the ACCC believes that a geographidketdrased on Victoria and SA
combined, taking into account the ability of thégiion to ‘import’ electricity from other parts
of the NEM subject to interconnector capacity craists, is a more accurate representation
of the geographic constraints imposed on the meegeidy in the context of this acquisition
compared to consideration of a NEM-wide market.”

(b) In its Public Competition Assessment of the AGL Eyelimited and TRUenergy
Pty Ltd swap of South Australian electricity geriena asseté® the ACCC
considered the relevant wholesale market for thipgaes of that matter to be the
market for the wholesale supply of electricity iough Australia, taking into account
the South Australia - Victoria interconnectors.

The ACCC acknowledged that even if the wholesaleketas considered by
reference to a particular region of the NEM, theafof interconnectors must be
taken into account, noting that “the degree of cetitipn depends significantly on
the level of interconnection between regions” drat twhen assessing the constraint
provided by generators outside the SA region, uisisful to think of an interconnector
as being a generator with a varying marginal ct'st”.

(c) In its determination upon the applications for avigation by Macquarie Generation,
Delta Electricity and Eraring Energy in respecth® proposed co-insurance
arrangement8 (Co-insurance Determination), the ACCC considénedrelevant
wholesale market affected by the proposed co-imegrarrangements to be “the

37 SeeTelecom Corporation of NZ Ltd v Commerce Commis&i®g81) 3NZBLC 199-239.
38 (2005) ATPR 142-065 at [235].

3912003] ATPR 1 41-966.

“0 |bid at [380] and [387].

“L Ibid at [387].

“2 Queensland Co-operative Milling Association (1976) 25 FLR 169 at 191.

3 ACCC Public Competition Assessment, 20 April 260720] - [42].

# ACCC Public Competition Assessment, 20 April 260730].

“5 Final Determination, 20 May 2010 at page 25 [4.37]
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9.9

9.10

9.11

10

101

wholesale market for the supply of electricity e NSW NEM region and the supply
of products to mitigate against the risk of unfuhdéference payments”.

(d) In its Public Competition Assessment of the NewtBMales Energy Privatisatith
the ACCC “considered the proposed transaction erb#sis that the geographic
scope of the relevant market was the New South $\falgion plus Victorian and
Queensland interconnectors”. The ACCC added fdgsgnises that although
generators outside of New South Wales do competé, dbility to do so is limited
by the capacity of the interconnectors.”

In assessing the substance of the ACCC analysitolfesale market definition in the NEM,
it is instructive to set out the following extrdodm the AER “State of the Energy Market
2010"*

“While the market determines a separate price feheagion, the mainland regions typically
operate as an ‘integrated’ market with price aligenh for 60-80 per cent of the time. Price
alignment occurred for about 67 per cent of theetim2009-10, compared with 70 per cent in
2009-10 [should read 2010-11]. These estimatesaafbr minor price disparities caused by
transmission losses that occur when transportimgteicity over long distance$

Clearly, the consistent position of the ACCC, althlo not going so far as to accept the
formulation of French J iAGL, is that, but for interconnector constraints friome to time
between the regions of the NEM, the geographic dgia of the wholesale market would be
the whole of the NEM.

When this position is aligned with the approacthef Australian Competition Tribunal to
recognise a “future market” concept (ie. a markat evolves and expands over time) and the
above AER extract, it is clear the geographic disimmof the wholesale market of the NEM
must be broader than a “region”.

It would be completely artificial and arbitrary farRule to determine a “dominant generator”
by reference to a “region”. It is wrong to idegitd market by reference to such a narrow and
fixed dimension in any event; it is a fundamenélure to recognise the inevitability of a
broader geographic dimension of the wholesale mafkihe NEM and the necessity to assess
a market by reference to long run consideratiomdyding the “future market” concept).

Market Power

The MEU Rule Change Request misunderstands twatésselements in relation to market
power:

€))] The fact that market power requires, as an integesthent, an ability to act without
constraint on a sustained basis over time.

(b) The fact that there are many circumstances in whiftim would engage in the same
conduct (and would be able to engage in the sameéuat) whether or not it had any
market power and that engaging in such conduatitber evidence of market power
nor any use of market power.

6 ACCC Public Competition Assessment, AGL Energy itémh and Origin Energy Limited - Proposed
Acquisitions of Assets being sold as part of thevNsouth Wales Energy Privatisation, 17 March 20tliages
11 and 12.

“" Australian Energy Regulator - State of the Endvigyket 2010 at page 28.
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10.2

10.3

10.4

10.5

In AGL, French J referred to the concept of market p@serxplained by the Trade Practices
Tribunal inRe Queensland Co-operative Milling Association asdollows??

“...the antithesis of competition is undue market @Qun the sense of the power to raise
prices and exclude entry. That power may or mdyaaexercised. Rather, where there is
significant market power the firm...is sufficientige from market pressure to ‘administer’ its
own product and selling volume at is own discretion

The concept o$ustainecandpersistentbehaviour or activity assessed on a long term basis
has been applied consistently by the courts inraliat InMelway, the majority of the High
Court of Australia confirmed this approach by staf’

“As Dawson J explained, iQueensland Wire, market power means capacity tav@m a
certain way (which might include setting pricesamging or refusing supply, arranging
systems of distributionpersistently, free from the constraints of comjmatit

In Boral, McHugh J coined the expression that market pdiserot concerned with a one-
second snapshot of economic activity”It was added*

“[A firm] possess market power when it has the ipilo sustain a pricing policy or the terms
on which it supplies it product without regard tanket forces of supply or demand.”

In AGL, French J adopted the long term concept of marteer in the context of the NEM.
He distinguished “inter-temporal market power” fréalong run phenomenon having regard
to the possibilities of new entry through additibgeneration capacity and the upgrade of
interconnections between regiorns”.

French J identified transient conduct as beingotdid in the concept of “temporal sub-
markets” and addet}:

“I might add that success at ‘gaming’ in the marklering limitedperiods of high demand
does not reflect market power even if it resulta imigh forward contract price.”

The concept of “transitory market power” was exphgsejected by French J in tR&L case.
French J did not consider that conduct of Loy YAnBower Station reflected the existence of
market power even though it was “in a position opyastically to respond to supply/demand
imbalance in very short time intervals and if bk tvariables are in the right place, to affect
both spot and forward contract pricés”.

The rejection of a concept of “transitory marketved’ by French J is consistent with the
approach adopted in all markets. Universal Music Australia Pty Ltd v Australian
Competition and Consumer Commissiothe Full Federal Court also rejected the conoépt
“temporary monopoly power”. The Full Court conabaithat “temporary monopolies may be
recognised as illustrating the working of competitin [a] market®™ but that “temporary
monopoly power” was not “sufficient to sustain mding that the power of each company in
the market was large or weighty, considerabledsmiibig” and observed:

“8(1976) 25 FLR 169 at 188.
49178 ALR at 269.

0195 ALR at [293].

*L |bid at [264].

°2[2003] FCA 1525 at [493].

%3 |bid at [492].

54[2003] ATPR { 41-966 at [456].
%5 (2003) 131 FCR 529.

%% Ibid at 565 [156].
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“It is not legitimate for a court to base a findirgf substantial market power simply upon
incidents of abuse of power in that market. Alnadiarticipants in a market have a degree
of power, which may on occasion be abused.”

10.6 The MEU Rule Change Request appears to assuma tjesierator which faces a residual
demand in any trading interval (or a series ofitrgdntervals) possesses market power. Such
an assumption is contrary to the basic requirenfentmarket power to be identified and
measured; namely, an ability to behave consistemttypersistently on a sustained basis free
from the constraints of competition. The ideadwritifying market power by reference to a
particular event (or series of events) at a pddidime has been rejected on the basis that
market power “is not concerned with a one-secomgsimot of economic activity”.

10.7 Further, the MEU Rule Change Request assumedthattise of a generator facing residual
demand in any trading interval (or a series ofitrgdhtervals) is irrelevant. The essence of
market power is that a firm has the ability to aurst pricing policywithout regardto market
forces of supply or demand. A response by a forra short term market event (unrelated to
conduct or behaviour of that firm) provides no evide of market power or any use of market
power. Any firm would have the same response wdrathnot it has market power. It is
wrong for the MEU to assert that “there are timé&mwoutages of other generation plant or
interconnectors, allow the exercise of market paateegional demands lower than the
normal operating conditions”.

11 The recognition by the ACCC of longer term assessmés of
market power in the context of the NEM

11.1 The ACCC has recognised and applied longer terroegas and principles in respect of the
wholesale market of the NEM and matters requirimgssessment of market power.

Market power and section 50 of the CCA

11.2 Inits Public Competition Assessment of the acgoisiby China Light and Power of the non-
regulated assets of Singapore Power (14 April 2006ich included Torrens Island Power
Station, the ACCC formed the view that the acqguisitwould potentially result in an
increased ability to profitably manipulate the wégadle spot price to a significant extent at
certain times”, but considered that various facidestified by it would lead to the conclusion
that “there was unlikely to be sufficient evideméea substantially lessening of competition in
breach of section 50".

It is obvious that the ACCC formed the view thatrkable competition contemplates short
term behaviour (including opportunistic behavioom)the basis that longer term influences
and constraints will increase efficiencies.

11.3 Inits Public Competition Assessment of the swaBatith Australian generation assets
between AGL Energy Limited and TRUenergy Pty Lt8 &oril 2007), the ACCC
observed®

“However, the proposed acquisition would not haikeeg AGL any extra ability to raise
prices in the SA node above and beyond the abiitgt by the current owner of TIPS,
TRUenergy. The ACCC considered that AGL wouldgpette in the same competitive
environment as TRUenergy, the previous owner o§T#nd was therefore likely to face the
same competitive constraint from other generatath lin South Australia, and in other states
via the interconnector. This competitive constramas unlikely to change post-transaction.”

5" MEU Rule Change Request at page 42.
%8 At paragraph 46.
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The ACCC also acknowledged the distinction betwsdent term and long term
assessmentfs:

“The ACCC also accepted that, in the short ternretivas a possibility that the liquidity of
hedge products referenced against the SA node prgake as a result of this transaction.
However, market inquiries ... indicated that it wadikely that this transaction would lead to
a material long term decrease in the availabilifjhedge products in South Australia

Regulation of bidding and rebidding strategies

Clause 3.8.22A of the Rules provides that a geoetatust make a dispatch offer, dispatch
bid or rebid in relation to available capacity ataily energy constraints in good faith”. This
reference to “good faith” means that at the timenaking the offer, bid or rebid, a generator
“has a genuine intention to honour that offer, dridebid if the material conditions and
circumstances upon which the offer, bid or rebidenmased remain unchanged until the
relevant dispatch interval”.

Clause 3.8.22A is in substantially identical tetmslause 3.8.22A of the National Electricity
Code. In its Final Determination to Authorise Cas to the Bidding and Rebidding Rufés,
the ACCC endorsed the “good faith” provision “besathe design of the electricity market
auction relies on information being submitted byeyators that reflects their true intentions
relating to bids and rebid§®.

The ACCC noted that the “good faith proposal isanogstriction on rebidding per se” and
acknowledged that “rebidding is a key element efriiarket design because it allows the
market to balance supply and demand efficientlgrisure demand is met by efficiently priced
supply”®? Significantly, the ACCC made the following obsation®

“More importantly however, restrictions on the ahjlto rebid, or the imposition of incentives
not to rebid, could lead to less efficient outcoraed potentially higher prices, as compliance
costs are recouped through generator’s bids. R&gins on rebidding could produce a
wedge between actual and competitive price outcpol@agding to less efficiency and
inefficient dispatch of generation. This is clganbt in the long-term interest of the market.”

An element of the Applications for Authorisatiortimded a proposal by NECA to prohibit
bids or rebids that have the purpose, or haveeplilely to have the effect, of materially
prejudicing the efficient, competitive or relialdperation of the NEM. This proposal was
rejected by the ACCC. It being noted that “flektli’ must be built into any code change
that prohibits such behaviour [in that case, ecdoavithholding], to allow a reprieve for
generators where there is a legitimate basis fon bids” and that “the potential anti-
competitive detriment of deterring investment coulll outweigh the public benefits of
prohibiting economic withholding where it is undeen to game market outcomés”.

The ACCC made the following observations that amipent in the context of the MEU Rule
Change Reque$t:

“Behaviour that deliberately exploits constraint$eztively punishes the market for under-
investment or lack of development. Price spikeastity investment opportunities in

transmission or generation. Without these signthls,energy-only market would cease to
work effectively. The fact that such constrairts be used indicates that constraints and

%9 |bid at paragraph 64.

80 ACCC - Determination - Applications for Authorigat - Amendments to the National Electricity Code -
Changes to Bid and Rebidding Rules, 4 December.2002

®1 |bid at page 18.

2 |bid at page 20.

83 |bid.

5 bid at page 29.
% Ibid at page 30.
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congestion in transmission pricing in the NEM isnigeinadequately addressed. Investment
opportunities may be more effectively signallettiére were more regions in NEM, or if nodal
pricing was introduced. In their absence, pricgignals on the supply side should be
maintained. Any muting of these signals will rajsestions about the market’s design and its
ability to develop into the future.”

11.6 The ACCC recognised that “due to the lead timeslired in large scale investments like
electricity transmission and generation, delaysarise between the time when prices begin
to signal the need for new investment and the tifnen such investment is brought online
and begins to moderate prices”. Further, the A@C€epted that “in practice it may be
necessary to tolerate some short term price spikesler to encourage efficient investments”
and noted that “short term price spikes are comtoaleregulated electricity markets, and the
Commission believes that focussing on price outsoover a short period of time is
irresponsible, as it can lead to biased conclugiths

11.7  In AGL?’ French J referred to the ACCC Final Determinatiod, in respect of price spikes
that had been observed in the summer of 2000/20¥ictoria, concluded as follows:

“The particular conjugation of pressures from fingms and fortuitous events upon which
Loy Yang Power relied in the summer of 2000/20C4sdmt allow an inference to be drawn
from the successful application of the summer bigidirategy that it had then and continues
to enjoy now, market power in terms of an ongoibifjts to price consistently above its
marginal costs of productich

11.8 Accordingly, it is clear that a distinction must drawn between the following:

€))] the right of any generator to make legitimate disip@ffers or rebids in the context
of, or in response to, independent market condstaomd circumstances from time to
time; and

(b) a generator making a dispatch offer or rebid otiewhan in “good faith”.

In the context of paragraph (a), the occurrengarice spikes represents the response to
market conditions prevailing at the relevant time,aas identified by the ACCC, is of central
importance to “identifying investment opportunitiagransmission or generation”. The fact
that there is a lead time involved between thegeitmn of a market signal encouraging new
investment and the time when that new investmecbismissioned, does not mean that a
market is inefficient or is not representative afritable competition. Clearly, any regulatory
manipulation of such a market (and behaviour imsumarket) will cause dislocation and
distortion in respect of new investment, includimgertainty created by such arbitrary
regulatory information deterring or delaying neweastment decisions.

The contention by the MEU that “competition canbeteasily improved where there is no
instant freedom of entry and new generation planhot be quickly built and
commissioned® indicates a basic misunderstanding of workableffective competition.

11.9 Asdiscussed in section 3 of this Submission, aME@arket design requires both occasional
price spikes and any resulting “situational map@ter” to be sustainable. This has been
recognised and accepted by the Federal Court af#lias It has been also recognised by the
ACCC both in the context of its review of claus®.32A as it appeared in the National
Electricity Code and in decisions of the ACCC uniteinformal merger review process for
the purposes of section 50 of the CCA.

66 H

Ibid.
57 (2003) ATPRY 41-966 at [464] - [469].
% MEU Rule Change Request at page 14.
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12 Reqgulatory Oversight

12.1 The MEU Rule Change Request takes no account of:
(@) the extent and degree of regulatory oversight énctimtext of the NEM; or

(b) the fact that the very issue that appears to beeittral complaint (ie. the activities of
Torrens Island Power Station in South Australieg &éidsen pursuant to decisions of
the ACCC under its informal merger review processlie purposes of section 50 of
the CCA.

Regulatory constraint as countervailing power

12.2 ltis clear that regulatory constraint is acceed form of countervailing power. The MEU
Rule Change Request fails to recognise that tratiegimeasures of regulatory oversight, or
the threat of those measures being used agaimstexajor, acts as a form of constraint and
countervailing power.

12.3  In AGL, French J made the following observati6hs:

“It is probably correct to say that in an econonsiense there is not a high degree of
countervailing consumer power which can be broughiear upon the pricing practices of
generators. There is however some scope for desidednanagement and perhaps of
particular significance in the NEM is the realityat high electricity prices can very quickly
become a political or regulatory issue. While ctaumailing power may not be exercised
economically it can be exercised politically ortbg regulator as proxy for consumers.”

12.4  This concept of regulatory oversight being a fofnca@untervailing power has been applied
elsewhere. For example,Werizon Communications Inc. v Law Offices of CWtigrinko,
LLP,” the Supreme Court of the United States made ileing comment:

“One factor of particular importance is the existenof a regulatory structure designed to
deter and remedy anticompetitive harm. Where sustiucture exists, the additional benefit
to competition provided by antitrust enforcement t®hd to be small, and it will be less
plausible that the antitrust laws contemplate sadtitional scrutiny.”

12.5 Similarly in the decision by the Commerce Commissid New Zealand in the matter of an
Application for Clearance of a Business AcquisitilovolvingVector Limited and NGC
Holdings Limitedf* the Commerce Commission commented as follows:

“Regulatory constraints form part of the compettilandscape, and must be taken into
account when carrying out competition analysisr &mample, in Telecom Corporation of
New Zealand Ltd v Commerce Commission...the Codwpppéal considered that regulatory
constraints, including current regulation and tiedat of further regulation, were ‘part of the
environment constraining Telecom in practical tefnresn engaging in discriminatory
conduct’.”

12.6 By way of example only of the extent and degreeegfilatory oversight, reference can be
made to each of the following:

€))] The AER investigated compliance on the part of A&iergy Limited with clause
3.8.22A of the Rules in respect of its rebiddingaact for Torrens Island Power
Station on 19 February 2008. The AER concludelimys:?

% bid at [396].
0(2004) 540 US 398 at 412.
"L Commerce Commission of New Zealand, decision M6, 50 December 2004 at page 23 [126].
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“Having regard to all of the relevant informationdathe evidence available relating
to rebidding decisions, the AER has closed itsstigation regarding AGL's
compliance with clause 3.8.22A during the Febru2098 period’

(b) The AER issued proceedings in the Federal Coubustralia against Stanwell
Corporation Limited for an alleged breach of claB€22A of the Rules. As the
AER has noted?®.

“The AER alleged Stanwell did not make severatkaiffers to generate electricity
on 22 and 23 February 2008 in ‘good faith’, contydo clause 3.8.22A of the
Electricity Rules. The AER sought orders thatudeld declarations, civil penalties,
a compliance program and costs

Judgment is pending in that case.

(c) As summarised in paragraph 10.9 of this SubmissinACCC has exercised its
powers under section 155 of the CCA in respectispscted conduct of AGL in
relation to Torrens Island Power Station.

(d) The MEU Rule Change Request refers to the role afdvarie Generation. The
structure of the wholesale market in relation ® Kew South Wales region was
assessed and evaluated by the ACCC as part ofalweSguth Wales Energy
Privatisation for the purposes of section 50 of@i@A.

In its Public Competition Assessméfithe ACCC concluded:

0] that ‘the aggregation of generation capacity arising frra proposed
acquisitions by AGL or Origin of one of the genegadontracts would not be
likely to substantially lessen competition in therket for the wholesale
supply of electricity in New South Walé3s

(ii) that “the respective proposed acquisitions by AGDdgin of Integral
Energy or Country Energy were not likely to substdly lessen competition
in the market for the retail supply of electrictyNew South Wales due to
likely continued competition from existing compet#, and a degree of
potential competition from new entry®:and

(iii) that “the change in vertical integration within thew South Wales market
as a result of the proposed acquisitions was rféicignt to result” in a
“reduction in participation in hedging markets” thanight stifle the ability
of existing competitors and potential new entrantsompete”™’

The point to emphasise is that the structure irNa South Wales region of the
NEM was developed as part of the New South WalesdynPrivatisation process
and was approved by the ACCC. The ACCC approyawposed structure in which
Macquarie Generation has been left intact on tséshihat such a structure would not
confer market power and, as a result, would ndikieéy to have the effect of
substantially lessening competition. This condnsvas reached by the ACCC after
it took into account its observation in relationMacquarie Generation, that il

2 pustralian Energy Regulator - Investigation RepdkGL's Compliance with the Good Faith Rebidding
Provision of the National Electricity Rules on 18bFuary 2008, May 2009 at page 16.

3 Australian Energy Regulator State of the Energykda2010 at page 45.

4 Australian Competition and Consumer Commissionblie Competition Assessment - AGL Energy Limited
and Origin Energy Limited - proposed acquisitiohassets being sold as part of the New South Wehesgy
Privatisation, 17 March 2011.

5 |bid at [107].

78 |bid at [80].

" Ibid at [117] and [118].
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12.7

12.8

12.9

13

131

13.2

13.3

continue to be the largest generator in the regaod therefore more likely to be in a
position to be required to meet demand and matgriafluence the spot price than
the other generators or gentrader$

Regulatory approvals in connection with Torrens é&ld Power Station

It is an essential part of the background to reszgthat ownership of Torrens Island Power
Station (TIPS) by AGL Energy Limited was approvectie ACCC under its informal
merger review process for the purposes of sectioof 5he CCA.

Firstly, the ACCC approved of the acquisition oP¥l by China Light and Power. Secondly,

it approved the swap of South Australian electyiggneration assets as between AGL Energy
Limited and TRUenergy Pty Ltd, which included triamsf ownership of TIPS to AGL

Energy Limited.

The ACCC conducted economic analysis which sugdehbse during periods of high
demand, TIPS had the ability to increase averag¢hSaustralian pool prices, through
strategic bidding, by at least 5%.

However, the ACCC concluded that this ability atheaxisted when TIPS was owned by
TRUenergy and no greater ability to raise priceslldidve conferred upon AGL. In addition,
the ACCC concluded that AGL would likely be subjexrthe same competitive constraints
which previously existed for TRUenerdy.

Accordingly, it is wrong for the MEU Rule Changedrest to infer that, whatever its view of
the position in the South Australian region of MM may be, there is some market
distortion or characteristic that must be addresseithe Rules (not only in relation to South
Australia but across the whole of the NEM).

Existing statutory mechanisms are sufficient ansgl @bvious that the ACCC is approaching

the matter by reference to relevant provisiondh1ef@CA and there can be no suggestion that
the ultimate outcome will be ineffective.

Market characteristics

It is of fundamental importance to recognise tleactistinction between market
characteristics, trends and forces and stratediiavdeur by a firm in a market.

The MEU Rule Change Request assumes that the altisers of the MEU, particularly in
relation to the South Australian region of the NEVlse or are caused by strategic behaviour
which must be constrained by arbitrary short tezgutation.

There are various flaws in this assumption, ingigdhe dynamic nature of the NEM and the
economic efficiencies that the introduction andrapien of the NEM has produced.

For example, as depicted in Schedule 2 to this $&ddom, Australia has low electricity prices
compared with most other OECD countri&s.

It is wrong for the MEU Rule Change Request toriifat price spikes in the NEM are very
regular occurrences or are caused by strategio/tmehiaof generators. As ABARES also
noted “occasional price spikes are often causdddigrs such as widespread heatwaves,

78 i

Ibid at [103].
9 ACCC Public Competition Assessment - AGL Energyited and TRUenergy (20 April 2007) para 45, 46
8 See generally ABARES - Energy in Australia 201 page 27.
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13.4

135

13.6

industrial disputes or generator malfunctions” anthe case of Tasmania in June 2009,
“mainly because of lower water inflows into hydreettic plants®OK]

As the graph in Schedule 3 to this Submissiontiliiss, price spikes in each region of the
NEM occur largely by reference to extraneous evanssmilar times in each year. South
Australia is a clear example with price spikes ¢gfly occurring on days of extreme weather
leading to high electricity demand and tight regicsupply-demand balanée.

As the ACCC has acknowledged in the context of miasignals and new investment in the
NEM®, relatively long lead times are involved. Howevthas not been suggested that new
investment has lagged unreasonably behind marigedlsi or has been deterred or delayed by
the behaviour of incumbents. This has been acledgdd by the AER recently which has
noted the following:

(@) “Generation investment over the past decade gehekalpt pace with rising demand
and provided a safety margin of capacity to maimtaie reliability of the power
system.®*

(b) “Recent AEMO assessments found installed and caethutipacity (excluding wind)
across the NEM as a whole will be sufficient ub@iL3-14 to meet peak demand
projections and reliability requirement$>

(c) “New investment in the NEM is largely driven bygersignals in the wholesale and
forward markets for electricity. From the inceptiof the NEM in 1999 to June 2010,
new investment added around 12,100MW on regisigeadration capacity. ...
Tightening supply conditions lead to an upswingeneration investment from
around 2005.%°

Characteristics of the South Australian region

The MEU Rule Change Request suggests that inoel&tithe South Australian region of the
NEM “new generation investment is not driven by $pet market price signals to the extent
envisaged”. The example that purports to suppistsuggestion is that “in SA the market
signals since 2007 (driven by the exercise of maskever by TIPS) would indicate there is a
major need for new generation investment yet theketdtself has decided that these signals
are basically spuriou$”.

The first points to emphasise are as follows:

€))] There is no acceptance of the assertion that therémajor need for new generation
investment” in South Australia.

(b) The prices in South Australia (inclusive of the agional spikes) do not underpin
investment in new generation. As discussed irn@edt of this Submission, spot
prices in South Australia have been below new ahfeces.

The MEU contentions that “the market signals ... wiaabicate there is a major need for
new generation” and that “these signals are bdgisplrious” are simply and demonstrably
wrong.

81 |hid.

8 pustralian Energy Regulator - State of the Endvigyket 2010 at page 30.
8 See paragraph 9.6 of this Submission.
8 |bid at page 11.

% |bid.

% |bid at page 37.
8 MEU Rule Change Request at page 24.
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13.7

13.8

13.9

13.10

13.11

13.12

In addition to there being no price signal in Soéittstralia to encourage new investment in
generation, the market projections for South Alistiere at risk from further penetration by
other factors and influences.

Relevant market signals in a market that represerigkable competition” are not limited to
pricing signals alone (whether by reference td*'spet market price” or by reference to
forward contract prices). Markets can (and dojiifig other signals that can be relevant to a
new investment decision-making process.

Regional circumstances and conditions provide eglemarket signals for the purposes of
new investment and it is incorrect for the MEU tiggest that “spot market price signals” in
the South Australian region are “basically spuriouSharacteristics of the South Australian
region of the NEM must be also taken into account.

In essence, the MEU Rule Change Request is an deahihe kind of regulatory
intervention that would deter new investment relgemslof price signals, and if implemented,
would have an effect that would be exactly oppdsitihat which the MEU hopes to achieve.
The South Australian region of the NEM is subjecséveral characteristics that have, and
will continue to have, a significant effect uponéstment decisions and the timing of those
investment decisions. Principal characteristicthis description are the following:

€))] Low demand growth and continuing low demand groprtijections in the South
Australian region.

(b) Surplus installed capacity.

(c) Intermittent generation capacity (wind).

(d) “Needle peak” demand characteristics.

Low Demand Growth Projections

It is a fact that the South Australian region fag demand growth projections. This is
Evétljvlenced by the following data in the 2010 ElettlyiStatement of Opportunities for the

According to this data, at the 10% P@Enedium growth scenario:

€)) South Australia summer maximum demand is projetdedcrease from 2010/11 to
2019/20 by only 480MW or 1.4%.

(b) South Australian winter maximum demand is projet¢tehcrease from 2010/11 to
2020 by only 400MW or 1.4%.

(c) South Australian energy is forecast to increasenf2010/11 to 2019/20 by only
1205GWh or 0.9%.

Surplus installed capacity

The existing scheduled and semi-scheduled generagipacity relevant to the South
Australian region can be summarised as follows:

(@) Scheduled and semi-scheduled generation in the 0.3V
South Australian region as set out in the 2010

8 percentage probability of exceedence. A POE éanahd refers to the likelihood that a projectioti be
exceeded in any given year.
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Electricity Statement of Opportunities (including
480.3 MW of wind generation)

(b) Interconnection (Heywood 460MW 680MW
and Murraylink 220MW)

TOTAL 4800.3MW
The committed projects comprise 381MW of which 338Ns wind generation.

13.13 Accordingly, a current maximum summer demand oBB\W faces 4800.3MW of available
generation capacity and interconnection.

13.14 Consistent with this data is the observation in2820 Electricity Statements of Opportunities
that under medium economic growth, South Australianot require new investment
(beyond committed capacity) until 2015/16.

Similarly, in the Final Report in relation to thewgh Australian Interconnector Feasibility
Study in February 201% key conclusions include the followirig:

“The feasibility study has demonstrated that theqgotential for augmenting transmission
capacity between South Australia and the rest@NEM, not only to facilitate export of
renewable energy out of South Australia, but atssupport South Australian peak demand as
the level of intermittent generation increases

“The incremental option to augment the existing Wegd interconnector was shown to be
economically feasible as early as 2017/18 undeh lgigpwth and carbon price conditions and
with significant wind investment in South Austrglzreen Grid sensitivity)... However, if
other market benefits are taken into account (€ogapetition benefits) the timing could be
advanced

These conclusions recognise that there is a paterged for augmenting transmission
capacity, subject to the scenarios consideredtamddsumptions made; but that economic
feasibility of augmentation is not likely to ocdogfore 2017-18"

Intermittent generation - Wind

13.15 Wind farms have very limited flexibility regardimgperation and output. The magnitude of
the variability depends on several factors inclgdireather and surface conditiofis.

It is an accepted fact that semi-scheduled gemeratipacity in South Australia has a
significant impact upon the operation of schedglederation plant in relation to that region.

13.16 In areport on interviews with participants in Sodustralia’s retail energy markets prepared
for the Essential Services Commission of South raliat™ the effects of significant wind
generation capacity in South Australia was sumradrés follows?

“Substantial wind energy capacity - the high peaétn of wind energy in South Australia is
depressing spot prices and resulting in a high neindf negative price events. Additionally,

8 ElectraNet - AEMO Joint Feasibility Study - Southstralian Interconnector Feasibility Study, Felyua
2011.

% bid at page 11.

°1 Under the other scenarios considered, economsitiéiy may not occur until 2020 to 2025 or 20202030.
%2 The Electricity Supply Industry Planning CoundilSputh Australia (ESIPC) Report titletiVind Report to
ESCOSAApril 2005 at page 8.

9 ACIL Tasman - Competition in South Australia’s &eEnergy Markets - Report on Interviews with
Participants, 24 June 2010.

% Ibid at page viii.
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13.17

the wind energy generators are displacing outpoirfrexisting generators. To ensure the
existing generators are able to earn a reasonabtenn, these generators have an incentive to
reduce the level of contracting and bid spot prigps’

Wind generation has a strong incentive to maxirtfiseextent to which it is dispatched as its
revenue for both energy and renewable energy icates is dispatch-driven. As ACIL
Tasman observed “when this second revenue stretaken into account, it is rational for a
wind energy generator to bid down to negative \@toemaximise profitable dispatcf?'.

ACIL Tasman continuedf

“This approach to bidding has seen wind energy gatoes recently flood the market with
energy. In 2008/09, wind provided 18 per cenhefélectricity consumed in South Australia,
up from two per cent in 2004/05 and zero per cer&(d01/02. The Electricity Supply Industry
Planning Council expects the output of wind farmSouth Australia to nearly triple from
2078GWh in 2008/09 to 6061GWh by 2012/13.”

“Needle-peak” demand

The “needle-peak” demand characteristic in the ISéwistralian region is well known to the
AEMC and is illustrated by the graph in Schedute this Submission. The extreme weather
events including the heatwaves experienced in 280arhd 2008/09 and the drought before
that time, have increased the impact of this charatic and have been seen as a cause of
high wholesale prices during periods of peak dentanihg that period’

% |bid at page 33.

% |bid.

" Ibid at pages viii and 31.
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14 Glossary

For the purposes of this Submission:

ACCC means the Australian Competition & Consumer Coraiois

AEMC means the Australian Energy Market Commission.

AEMO means the Australian Energy Market Operator.

AER means the Australian Energy Regulator.

CCA means th€ompetition and Consumer A2010.

CPT means Cumulative Price Threshold.

EOM means Energy Only Market.

IPART means the Independent Pricing and Regulatory fiabof New South Wales.
MEU means the Major Energy Users Inc.

MEU Rule Change Requesteans the Proposed Rule Change to Enhance Generator
Competition Outcomes During High Demand Periodh&NEM submitted to the AEMC by
the MEU, 15 November 2010.

NEL means the National Electricity Law.

NEM means the National Electricity Market.

NEO means the National Electricity Objective.

REC means Renewable Energy Certificate.

Rulesmeans the National Electricity Rules.
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SCHEDULE 1

Historical reviews of section 46 and an “effects-ksed” test (Dawson Committee
Report)®®

1 In 1976, the Trade Practices Act Review Committke Swanson Committee) recommended
that the section should only prohibit abuses byoaapolist that involve a proscribed purpose.

2 In 1979, the Trade Practices Consultative Comm(tte= Blunt Review) rejected an effects
test because it would give the section too widagplication, bringing within its ambit much
legitimate business conduct.

3 In 1989, the House of Representatives Standing Qtieeron Legal and Constitutional
Affairs (the Griffiths Committee) concluded thaetk was insufficient evidence to justify the
introduction of an effects test into section 46.

4 In 1991, the Senate Standing Committee on LegaCandtitutional Affairs (the Cooney
Committee) concluded that an effects test mighuynbdroaden the scope of conduct
captured by section 46 and challenge the compefitiacess itself.

The Cooney Committee recommended that s46 be amiéadenphasise that the policy
objective of the section is the protection of tbenpetitive process rather than individual
competitors.

The Report concluded that it was appropriate ferdistinction between purpose and
consequence to be maintained (p 66).

Adding an ‘effects’ test to s 46 would “unduly widthe operation of the prohibition” and
“force corporations to evaluate the potential dftécheir every action on their competitors
and potential competitors.” (p 66).

5 In 1993, the Independent Committee of Inquiry iGtmmpetition Policy in Australia (the
Hilmer Committee) rejected an effects test becé@useuld not adequately distinguish
between socially detrimental and socially benefictanduct.

6 In 1997, the House of Representatives Standing dtieemon Industry, Science and
Technology (the Reid Committee) noted the effezss &nd the views of the Hilmer
Committee, but did not recommend its introduction.

7 In 1999, the Joint Select Committee on the RetaiBector (the Baird Committee) rejected an
effects test on the basis that such a far readattingge to the law may create much
uncertainty in issues dealing with misuse of magater.

In 2001, the House of Representatives Standing Conitbee on Economics, Finance and Public
Administration (the Hawker Committee) noted significant opposition to an effects test and that
five inquiries since 1989 had not recommended itstroduction.

% Dawson Committee Report, p 83 “Box 3.2: Historyhu effects test”
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SCHEDULE 2

World electricity prices, selected countries, 2009 a

industrial residential

Italy Denmark

Slovak Republic [taly
Ireland Netherlands

Japan Ireland

Hungary Austria

Czech Republic Luxembourg
MNetherlands Slovak Republic
Luxembourg Japan'
Slovenia Belgium

United Kingdom ' Portugal
Portugal United Kingdom
Poland Spain

Greece Hungary

France Sweden
Denmark (Czech Republic

Spain Finland

Finland | Switzerland
Switzerland France
Sweden = New Zealand

Mexico = Australia .
Australia MNaorway
Chinese Taipei ' United States
United States = Chile
New Zealand (2008) - Chinese Taipei
Norway Thailand (2008)
Rep. of Korea = Rep. of I»((;-reaI
ACKWh 10 20 30 40 50

Ac/kWh

a Australian prices estimated using 2004 prices from IEA Energy Prices and Taxes, and ABS index of
electricity prices for households and businesses.
Sources: IEA, Energy Prices and Taxes 2010; ABS.
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SCHEDULE 3

Spot market prices in the National Electricity Market

average monthly wholesale, in 2009-10 daollars
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a Tasmania joined the National Electricity Market in 2005,
Source: AEMO.
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