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Summary

The ACCC has decided to grant authorisation td/Athelesale Electricity Market Rules for a
period of 15 years.

The authorisation process

The Australian Competition and Consumer CommisgfdDCC) can grant immunity from the
application of the competition provisions of fhede Practices Act 197@he Act) if it is

satisfied that the benefit from the conduct outleigny public detriment. The ACCC conducts
a public consultation process to assist it to deitee whether a proposed arrangement results in
a net public benefit.

The applications for authorisation

The Market Rules have been established to goverogkration of the wholesale electricity
market for the South West Interconnected SystemlIEW WA. The IMO has applied for
authorisation of the entire set of Market Ruletheathan for the identified provisions that
might potentially breach the Act.

The IMO is seeking authorisation to:

= make and give effect to an arrangement, a provisiavhich might be an exclusionary
provision within section 45 of thErade Practices Act 1974he Act); and

*» make and give effect to an arrangement, a provisiavhich may have the effect of
substantially lessening competition within the megrof section 45 of the Act; and

* engage in conduct that constitutes or may constthg practice of exclusive dealing
within the meaning of section 47 of the Act.

Background

The IMO is a body corporate which is responsibletlie administration and operation of the
Western Australian wholesale electricity market (MJen accordance with the Market Rules.

The IMO’s aim is to provide and maintain an effeetinfrastructure for the efficient operation
of the WEM in Western Australia. The IMO’s respdniliies are summarised as the:

e administration of the market rules
e operation of the WEM and
e securing sufficient generation capacity to meet asinvhen required.

The IMO is the responsible body and applicant taharisation for the Market Rules in this
instance.

Public detriment

The ACCC is of the view that there are not likedybe any significant anti-competitive
detriments arising from the proposed arrangem#&titslst aspects of the proposed
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arrangements fall short of the ideal, in the ACC@ésw, these are not material to the
consideration of the Rules as a whole.

Public benefit

The ACCC is satisfied that the proposed Wholes#detEcity Market Rules are likely to result
in the following public benefits:

» increased competition in the production and suppBlectricity in the SWIS

= improved security and reliability of supply of eiecity in the SWIS and

= environmental benefits from the take-up of renewariergy and DSM options.
Balance of public benefit and detriment

Overall, the ACCC considers that in all the circtenses, that the public benefits likely to arise
from the proposed arrangements will outweigh pdsgbblic detriments

Length of authorisation

The ACCC generally considers it appropriate to geathorisation for a limited period of time,
so as to allow an authorisation to be reviewedhénlight of any changed circumstances.

In this instance, the ACCC considers that a peoiotb years is appropriate for this
authorisation.

Interim authorisation
The applicant was granted interim authorisatiorcoorent with the issuance of the Draft

Determination on 22 September 2006. Interim ausiation will expire upon this Decision
taking effect on 12 January 2007.
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1.

Introduction

Authorisation

11

1.2

1.3

14

15

1.6

1.7

The Australian Competition and Consumer Commiséloe ACCC) is the
independent Australian Government agency respangibladministering th&rade
Practices Actl974(the Act). A key objective of the Act is to prevemti-competitive
conduct, thereby encouraging competition and efficy in business, resulting in a
greater choice for consumers in price, quality sexdice.

The Act, however, allows the ACCC to grant immuriitym legal action for anti-
competitive conduct in certain circumstances. @ag in which parties may obtain
immunity is to apply to the ACCC for what is knowas an ‘authorisation’.

The ACCC may ‘authorise’ businesses to engagetircampetitive conduct where it
is satisfied that the public benefit from the coctdoutweighs any public detriment.

The ACCC conducts a public consultation processmiteceives an application for
authorisation. The ACCC invites interested pariie®dge submissions outlining
whether they support the application or not, amar tfeasons for this.

After considering submissions, the ACCC issuesaft determination proposing to
either grant the application or deny the applicatio

Once a draft determination is released, the apglicaany interested party may request
that the ACCC hold a conference. A conferenceipesvall parties with the

opportunity to put oral submissions to the ACCQasponse to the draft determination.
The ACCC will also invite the applicant and intéessparties to lodge written
submissions commenting on the draft.

The ACCC then reconsiders the application taking account the comments made at
the conference (if one is requested) and any fugtlemissions received and issues a
final determination. Should the public benefitweigh the public detriment, the
ACCC may grant authorisation. If not, authorisatinay be denied. However, in
some cases it may still be possible to grant aigatbon where conditions can be
imposed which sufficiently increase the benefithite public or reduce the public
detriment.

The application for authorisation

1.8

1.9

1.10

On 29 June 2006, the Independent Market Operd#®)llodged applications for
authorisation A91004, A91005 and A91006.

The IMO applied for authorisation of the Wholes&lectricity Market Rules (Market
Rules).

The IMO seeks authorisation for a minimum of 15rgea
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Interim authorisation

1.11  On 11 August 2006, the IMO applied for interim anrtkation of the Market Rules.
Interim authorisation was granted concurrent whih Draft Determination issued on
22 September 2006 by the ACCC.

Draft determination

1.12 On 22 September 2006 the ACCC issued a draft detation proposing to grant
authorisation to the Rules for a period of 15 years

Chronology

1.13 Table 1.1 provides a chronology of significant datethe consideration of this
application.

Table 1.1: Chronology of applications for authoriséion A91004, A91005, A91006

DATE ACTION
29 June 2006 Application for authorisation lodged with the ACCC.

28 July 2006 Closing date for submissions from interested paitigelation to the
substantive application for authorisation.

11 August 2006  Application for interim authorisation received frapplicant.
22 September 200 The ACCC granted interim authorisation.
22 September 200 Draft determination issued.

30 October 2006 Closing date for submissions from interested pautigelation to the draft
determination.

22 December 200¢ Determination issued.
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2.

Background to the application

The applicant

2.1

2.2

2.3

The IMO is a body corporate which is responsibletlie administration and operation
of the Western Australian WEM in accordance with arket Rules.

The IMO’s aim is to provide and maintain an effeetinfrastructure for the efficient
operation of the WEM in Western Australia. The IM®ésponsibilities are
summarised as the:

. administration of the market rules
. operation of the WEM and
. securing sufficient generation capacity to nishand when required.

The IMO is the responsible body and applicant tgharisation for the Market Rules
in this instance.

Western Australia's electricity market

2.4

2.5

The South West Interconnected System (SWIS) isnidyer interconnected electricity
network in WA, supplying the bulk of the south wesgion. It extends to Geraldton in
the north, Albany in the south, and Kalgoorliehe tast. The SWIS operates in isolation
to the National Electricity Market (NEM) in easteand southern Australia.

The SWIS network supplies 840,000 retail custoraasconsists of approximately
6,000km of transmission lines and 64,000km of diigtron lines. The SWIS comprises
4,200MW of installed generation capacity, of whB;B00MW (approx 75%) is owned
by the State utility Verve. Approximately 62 pertehelectricity is generated from
coal, with over 37 percent from gas and less thpartent from renewable sources.

Reform process

2.6

2.7

In accordance with the National Competition Poli&CP), the Government of WA has
embarked on a comprehensive reform of the Staledtrigity sector. The NCP is a
package of reforms, agreed to by all Australianegoments in 1995, designed to enable
and encourage competition. All reforms under thé°Ni@/olve the consideration of
efficiency, social, environmental, equity and regibobjectives.

Reforms required under the NCP relevant to the \I¢&tacity industry include:
= the restructuring of public sector monopolies to:
- separate commercial and regulatory functions
- separate monopoly and potentially competitive el@sef an industry

- provide for competition in the competitive sectors
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the provision of third party access rights to nadity significant infrastructure
services to promote competition in related markets

the establishment of an independent multi-industgnomic regulator, such as the
Economic Regulation Authority (ERA).

2.8 In August 2001, the WA Government appointed an i@ty Reform Taskforce to
inquire into the WA electricity market. The reconmdations of the Taskforce were
endorsed by Cabinet in November 2002. The WA Gavent’s objectives in
undertaking electricity reform include to:

establish a robust and competitive electricity retitkat encourages investment
and competition and sets the foundation for suabdénlower prices

address Western Power's market dominance and isstaislw businesses with
dedicated and focussed service delivery, while taaimg the viability of the new
entities

establish new regulatory frameworks that providaridependent assessment,
monitoring and enforcement

increase the opportunities for sustainable enepgips
mandate levels of safety, security and reliaboitylectricity supply

provide for increased customer choice through atowg of the contestability
thresholds

provide for increased protection for residential amall business customers and

retain State ownership of existing electricity asse

2.9  According to the WA Government, independent analgenducted at the time of the
inquiry suggests that the benefits of reform wduddan average 8.5 per cent cut in
electricity prices, an increase in gross State yrbdf up to $300 million per year by
2010, and the creation of 2900 new jébs.

2.10 The process of implementing the recommendationdéas underway since 2002.
Some of the significant reforms include:

Introduction of theElectricity Networks Access Code 2Q@de access code), which
began operation on 30 November 2004. The accesshaxlreceived certification
for 15 years as an effective access regime undéosel4M of the Act — indicating
that it satisfies the principles set out in the @efition Principles Agreement under
the NCP. Responsibility for regulating third paatycess to regulated electricity
networks under the code lies with the ERA.

! Office of Energy WA (2005)

2 National Competition Councifissessment of governments’ progress in implemetftenlyational Competition
Policy and related reforms: 2003 - Volume one: @iaw of the National Competition Policy and related
reforms August 2003
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Reduction of the access threshold for contestgldi6.7 kW average load
(50MWh per annum) on 1 January 2005. This incregsedumber of contestable
customers to around 12 500 — approximately 60 get af Western Power’s load
in the south west interconnected system.

The dominant participant in the electricity indystas been Western Power
Corporation, a vertically integrated government-edmuitility which in April 2006
was disaggregated into four separate state owrtétsn

- generation corporation (Verve Energy)

- networks corporation (Western Power), responsiimédth transmission and
distribution

- retail corporation (Synergy)

- regional corporation (Horizon Power), responsiblethe generation, transport
and sale of electricity in all areas of WA outside SWIS.

Implementation of the Top Up and Spill (TUAS) mdrks a transitional step
towards the implementation of the wholesale eleityrmarket. This arrangement
allows generators to buy additional energy fromsedl any excess energy to,
Verve. Prices used under TUAS are determined bye/e@nd Verve is the sole
provider of balancing, reserve and standby services

A vesting contract has been entered into betweeuwevand Synergy to ensure a
smooth transition to the new industry structur@ipto full implementation of the
wholesale electricity market. This agreement ersstirat all of Western Power
Corporation’s obligations at the time of disaggtemaare met by the newly
created entities. Additionally, a displacement nagtém is included to mitigate
Western Power’s generation market power and engeuwampetition in
generation.

An independent licensing regime, administered aridreed by the ERA,
commenced in January 2005. The regime includesrdoeauof regulatory and
consumer protection measures. Other consumer pimteneasures include the
implementation of a customer service code, stansigp@ly contracts, consumer
connection policies, an energy ombudsman schem#hancposition of retailer of
last resort obligations on Synergy.

Electricity market design
2.11 Central to the reform process is the introductiba wholesale electricity market

2.12

2.13

designed to meet the specific objectives and nektte WA environment. The
arrangements for the operation of the wholesaletrgdéy market are set out in the
Wholesale Electricity Market Rules (Market Rules).

Many aspects of the Market Rules are based oretigrement to balance supply and
demand for electricity in real time, and involveniiations on the production and
consumption of electricity.

The IMO is the market operator and administratahefMarket Rules. The IMO is
independent from the state owned entities whichiaipewvithin the SWIS and has no
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2.14

2.15

2.16

commercial interest in the market. Functions tabdertaken by the IMO include
setting and procuring, by way of electricity capaauctions, the level of reserve
capacity to meet peak periods of demand, schedafietectricity load dispatch from
generators and administering the network contnolise process.

Energy trading in the wholesale market will prinhagccur through bilateral contracts.
The Short Term Energy Market (STEM) will suppor thilateral trade process,

allowing market participants to adjust their tragposition under bilateral contracts on a
day-ahead basis. A balancing service will be preditb account for real time variations
in supply and demand, overseen by System Managdiameng-fenced entity within
Western Power). A separate capacity process isratBaled within the market — the
Reserve Capacity Mechanism (RCM).

The Market Rules commenced on 21 September 208@iate on which the market
commenced operating.

The objectives of the wholesale electricity makeset out in thElectricity Industry
Act 2004are to:

= promote the economically efficient, safe and réégiroduction and supply of
electricity and electricity-related services in 8d/IS

= encourage competition among generators and retaiiehe SWIS, including by
facilitating efficient entry of new competitors

= avoid discrimination in that market against pafacenergy options and
technologies, including sustainable energy optamm$technologies such as those
that make use of renewable resources or that rezlterall greenhouse gas
emissions

= minimise the long-term cost of electricity suppltedcustomers from the SWIS and

= encourage the taking of measures to manage therdgrabelectricity used and
when it is used.
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3.

The application for authorisation

Proposed arrangements

3.1

3.2

3.3

3.4

3.5

3.6

The IMO has applied for authorisation of the MarReles, made under tidectricity
Industry Act 2004The Market Rules have been established to gaheroperation of
the wholesale electricity market in WA.

Authorisation has been applied for by the IMO, tfeg IMO and on behalf of the
following persons:

= the Electricity Networks Corporation establishedlemtheElectricity Corporations
Act 2004

= all those persons which are registered with the vi@er the Market Rules as a
Rule Participant as at the date of the applications

= each other person who subsequently registers hatthMO under the Market Rules
as a Rule Participant and

= any persons or body on which the Market Rules @Miinolesale Electricity
Market Regulations confers functions, powers opoesibilities, including the
Minister(s), the ERA, the Energy Review Board arehtbers of the Market
Advisory Committee.

The IMO has applied for authorisation of the ensie¢ of Market Rules, rather than for
the identified provisions that might potentiallyelch the Act.

The applications for authorisation comprise thiggasate applications under Division
1 of Part VIl of the Act. These three applicatiovii be assessed together as an
integrated package.

Application for authorisation A91004 was made unsldy-section 88(1) of the Act for
the granting of an authorisation under that sulbisec

= to make a contract or arrangement, or arrive atralerstanding, where a provision
of the proposed contract, arrangement or understgmebuld be, or might be, an
exclusionary provision within the meaning of sectéb of the Act;

= to give effect to a provision of a contract, arramgnt or understanding where the
provision is, or may be, an exclusionary provisiathin the meaning of the section
45 of Act.

Application for authorisation A91005 was made unsldy-section 88(1) of the Act for
the granting of an authorisation under that sulbisec

= to make a contract or arrangement, or arrive atralerstanding, where a provision
of which would have the purpose, or would have ghihave the effect, of
substantially lessening competition within the megrof section 45 of the Act;
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3.7

3.8

= to give effect to a provision of a contract, arramgnt or understanding where the
provision has the purpose, or has or may haveftbeteof substantially lessening
competition within the meaning of section 45 of Awt.

Application for authorisation A91006 was made unsldy-section 88(8) of the Act for
the granting of an authorisation under that sulbsect

= to engage in conduct that constitutes or may cmstihe practice of exclusive
dealing within the meaning of section 47 of the.Act

The IMO submits that authorisation of the Marketd2wshould remain in force until at
least 1 July 2021, for the following reasons:

= the wholesale electricity market represents a madirig environment for the
existing participants in the industry

= potential investors in the industry require a strdegree of commercial certainty in
order to enter the market and

= market participants are likely to enter into loegn contracts having regard to the
Market Rules and Access Code provisions at the ¢ifhmegotiation.

Overview of Market Rules

Chapter 2: Administration

3.9

3.10

3.11

3.12

Chapter 2 describes the requirements associatbdhétadministration of the Market
Rules.

The functions of the governance bodies are estaalisinder this chapter. Broadly,
these bodies are:

= the IMO: the market operator and administratothef KMarket Rules
= System Management: the system operator and

= the Market Advisory Committee - an industry groupiat advises on the operation
of the Market Rules.

Processes for the determination of budgets fogtivernance bodies, market fees,
price limits and loss factors are all established.

All persons who wish to participate in the marketstrregister with the IMO under the
relevant Rule Participant class. The registratiatess, along with all system and
prudential requirements of participants are dedaile

Chapter 3: Power System Security and Reliability

3.13

System Management has the role of ensuring thetemagince of system security and
reliability within the SWIS over the short and maai term. Chapter 3 sets out
technical requirements for achieving and maintgjrarsecure power system.
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3.14

Specific attention is directed to the provisioraatillary services, short and medium
term planning including outage scheduling and thelémentation of security and
reliability standards and testing.

Chapter 4: The Reserve Capacity Mechanism

3.15

3.16

The reserve capacity mechanism is designed to etisar the SWIS has adequate
generation capacity and demand-side management JDBfidns at all times to meet
expected peak demand, plus adequate additionaticapathe event of the largest
generator failing. Market Customers are requirepuichase sufficient reserve capacity
from Market Generators to cover their expected rdauion to system peak demand. It
is anticipated that most trade will occur throughteral contracts, with any remaining
capacity allocated through a reserve capacity auicti

Chapter 4 prescribes requirements in relatione@ad¢iserve capacity mechanism for all
stages of the Reserve Capacity Cycle. The IMO ésisonsibility for certification of
capacity, issuance of capacity credits, operatidhereserve capacity auction and
settlement of transactions.

Chapter 5: Network Control Service Procurement

3.17

3.18

Network control services are services provided dyegation or DSM facilities instead
of major network augmentation. A tender for netwooktrol services must be run by
the IMO if there is the potential for generationDf8M options to provide a
competitive alternative to expansion of a transmorssr distribution system.

Chapter 5 outlines the tender process for procurgtg/ork control services and the
obligations imposed on facilities that are sucagdssfobtaining network control
service contracts.

Chapter 6: The Energy Market

3.19

3.20

3.21

Chapter 6 governs the operation of the Energy Marke

The Energy Market describes all mechanisms forggneading. Energy trading in the
wholesale market will primarily occur through béedl contracts. Although the
contracts themselves are not regulated under thike¥IRules, there are consequent
obligations to provide scheduling information te MO arising from the making of a
bilateral contract.

The STEM will support the bilateral trade procedkwing market participants to
adjust their trading position under bilateral cants on a day-ahead basis. A balancing
service will be provided to account for variatidretween the net contract position of
market participants and actual energy generatiodncansumption. Both these
functions will be carried out by the IMO.

Chapter 7: Dispatch

3.22

Electricity is a good whose supply and transpastathrough the network requires
continual balancing with demand to ensure the gasetcurity and quality of supply.
Chapter 7 outlines the process by which System gmant will manage the system
with the aim of ensuring that:
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3.23

= the SWIS is operated within the appropriate tecdrmparameters
= supply is equal to demand in real-time and
= the ancillary services requirements are met.

The dispatch process allows System Managemenijustathedules in real-time to
ensure that power system security and reliab#ityaintained while, to the extent
possible, facilitating trade in accordance wittatgral and STEM positions.

Chapter 8: Wholesale Market Metering

3.24

3.25

Metering measures and records the flow of eledtaoargy. By measuring electricity
flow through participants’ metering points, elecitly production and consumption can
be determined and settlements effected. For thsoremetering is essential for the
efficient functioning of the wholesale market.dtalso required for a network in which
the suppliers of the energy consumed by any pdatigqurchaser cannot be identified.

Chapter 8 sets out the requirements for Meterintg Bgents, Meter Registry and
Meter Data Submissions within the market. The Metedata Agent role for a network
will be taken on by either the network operatoWgstern Power.

Chapter 9: Settlement

3.26

3.27

3.28

Chapter 9 details the process by which settlemiemtaoket transactions occur.

Settlement occurs separately for STEM transactmisnon-STEM transactions such
as reserve capacity, ancillary services and méelest Where a Rule Participant
disagrees with any aspect of a settlement statenmentMO is required to investigate.
If not satisfied with the decision of the IMO, thmatter can be disputed by the Rule
Participant. Court action is also possible underNtarket Rules.

Remedial action available to the IMO in the evdrdefault by a Rule Participant is set
out. Options include the ability to lay claim toyasredit support of the Rule Participant
and full or partial suspension from the market. &her grounds for suspension of Rule
Participants are also set out.

Chapter 10: Market Information

3.29

Chapter 10 prescribes requirements in relatiohea¢tention of records and
dissemination of information, including the issdeonfidentiality of information.
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4.

Submissions received by the ACCC

Prior to the draft determination

4.1

4.2

The IMO provided a supporting submission with pplecation for authorisation.

One submission, from Synergy was received andaaslable on the ACCC'’s public
register and website.

Following the draft determination

4.3

4.4

4.5

4.6

4.7

On 22 September 2006 the ACCC issued a draft detation in relation to the
applications for authorisation. The draft deteration proposed to grant authorisation.

A conference was not requested in relation to thé determination.

The ACCC also sought submissions from around ¥jested parties potentially
affected by the Market Rules, including large amdk market participants.

The ACCC received two public submissions in respdnghe draft determination
from:

= Alinta Ltd., a company active in generation anditeif energy in the Western
Australian Market.

= Landfill Gas and Power Pty. Ltd., a company spé&sia in the production of
energy from landfill in Western Australia.

The views of the IMO and interested parties aréiread in the ACCC'’s evaluation of
the Rules in Chapter 6 of this determination. Cepiepublic submissions are available
from the ACCC websiterfww.accc.gov.al by following the ‘Public Registers’ and
‘Authorisations Public Registers’ links.
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5.

5.1

The net public benefit test

The ACCC may only grant authorisation where thevaht test in section 90 of the Act
is satisfied.

Application A91004

5.2

5.3

The IMO lodged application for authorisation A91Q0%er sub-section 88(1) of the
Act to make and give effect to an arrangementriiight be an exclusionary provision
within the meaning of section 45 of the Act.

Sub-section 90(8) of the Act provides that the ACsD@ll not make a determination
granting an authorisation under sub-section 88(tgs$pect of a provision of a
proposed contract, arrangement or understandirigstioa may be an exclusionary
provision, unless it is satisfied in all the circstances the proposed provision or
conduct would result, or be likely to result, ircbua benefit to the public that the
proposed contract, arrangement, of understandiggtda be authorised.

Application A91005

5.4

5.5

The IMO lodged application for authorisation A910@%er sub-section 88(1) of the
Act to make and give effect to an arrangementpaigion of which might have the
effect of substantially lessening competition witkihie meaning of section 45 of the
Act.

The public benefit test for this application is hauin sub-section 90(6) of the Act.
This sub-section provides that the ACCC shall nakena determination granting an
authorisation under sub-section 88(1) in respeet mfovision of a proposed contract,
arrangement or understanding, other than an exclasy provision, unless it is
satisfied that:

= the provision of the proposed contract, arrangeraennderstanding would result,
or be likely to result, in a benefit to the pubkad

= that this benefit would outweigh the detrimenthie public constituted by any
lessening of competition that would result, orikely to result, if the provision
concerned were given effect to.
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Application A91006

5.6

5.7

The IMO lodged application for authorisation A91Q0&ler sub-section 88(8) of the
Act for the granting of an authorisation under thatbsection to engage in conduct that
constitutes or may constitute the practice of exigkidealing within the meaning of
section 47 of the Act.

Sub-section 90(8) of the Act provides that the ACSD@ll not make a determination
granting an authorisation under sub-section 88(8gspect of proposed conduct to
which sub-section 47(6) or 47(7) applies unless satisfied in all circumstances that
the proposed conduct would result, or be likelyetsult in such a benefit to the public
that the proposed arrangements ought to be augdoris

Application of the tests

5.8

5.9

5.10

5.11

There is some variation in the language in the patticularly between the tests in
sections 90(6) and 90(8).

The Australian Competition Tribunal (the Tribuna8s found that the tests are not
precisely the same. The Tribunal has stated gtauteder section 90(6) is limited to a
consideration of those detriments arising fromsasésing of competition but the test
under section 90(8) is not so limit&d.

However, the Tribunal has previously stated thgarding the test under section 90(6):

[the] fact that the only public detriment to bedakinto account is lessening of competition does
not mean that other detriments are not to be welighéhe balance when a judgment is being made.
Something relied upon as a benefit may have a loéslefand also a detrimental, effect on society.
Such getrimental effect as it has must be consitdererder to determine the extent of its beneficia
effect.

Consequently, when applying either test, the AC@gttake most, if not all, public
detriments likely to result from the relevant coadnto account either by looking at
the detriment side of the equation or when assgsbmextent of the benefits.

Definition of public benefit and public detriment

5.12

5.13

Public benefit is not defined in the Act. Howewiie Tribunal has stated that the term
should be given its widest possible meaning. htigdar, it includes:

...anything of value to the community generally, amgntribution to the aims pursued by
society including as one of its principal elementsthe achievement of the economic goals of
efficiency and progress.

Public detriment is also not defined in the Act the Tribunal has given the concept a
wide ambit, including:

3

Australian Association of Pathology Practices Inqporated[2004] ACompT 4; 7 April 2004. This view was

supported in/FF Chicken Meat Growers’ Boycott Authorisati@906] AcompT9 at paragraph 67.

4 Re Association of Consulting Engineers, Austréli®81) ATPR 40-2-2 at 42788. See algedia Council
case(1978) ATPR 40-058 at 17606; ampplication of Southern Cross Beverages Pty. IGddbury
Schweppes Pty Ltd and Amatil Ltd for revi@®81) ATPR 40-200 at 42,763, 42766.

® Re 7-Eleven Stores (1994) ATPR 41-357 at 42,65&e also Queensland Co-operative Milling Assamiatitd
(1976) ATPR 40-012 at 17,242.
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...any impairment to the community generally, anynhar damage to the aims pursued by the
society including as one of its principal elemetits achievement of the goal of economic
efficiency®

Future with-and-without test

5.14

5.15

The ACCC applies the ‘future with-and-without tesstablished by the Tribunal to
identify and weigh the public benefit and publi¢rdeent generated by arrangements
for which authorisation has been soufght.

Under this test, the ACCC compares the public bearfl anti-competitive detriment
generated by arrangements in the future if theaaig#ition is granted with those
generated if the authorisation is not granted.s Taguires the ACCC to predict how
the relevant markets will react if authorisatiomet granted. This prediction is
referred to as the ‘counterfactual’.

Length of authorisation

5.16  The ACCC can grant authorisation for a limited pérf time®
Conditions
5.17 The Act also allows the ACCC to grant authorisagabject to conditions which the

ACCC considers necessary in order to satisfy theuislic benefit test.

Future and other parties

5.18

Applications to make or give effect to contractsaagements or understandings that
might substantially lessen competition or congtiteclusionary provisions may be
expressed to extend to:

= persons who become party to the contract, arrangeon@inderstanding at some
time in the futur®

= persons named in the authorisation as being a pagyproposed party to the
contract, arrangement or understandihg.

® Re 7-Eleven Stores (1994) ATPR 41-357 at 42,683.

" Australian Performing Rights Association (1999)PR 41-701 at 42,936. See also for example: Alisstra
Association of Pathology Practices Incorporate @A TPR 41-985 at 48,556; Re Media Council of Aaish
(No.2) (1987) ATPR 40-774 at 48,419.

8  Section 91(1).

®  Section 91(3).

10 section 88(10).

1 Section 88(6).

DETERMINATION 14 A91004, A91005, A91006



6.1

ACCC evaluation

The ACCC'’s evaluation of the Market Rules is in@dance with the net public
benefit test outlined in Chapter 5 of this detemmion. As required by the test, it is
necessary for the ACCC to assess the likely puddreefits and detriments flowing
from the Market Rules.

The market

6.2

6.3

6.4

6.5

6.6

The first step in assessing the effect of the contlir which authorisation is sought is
to consider the relevant market(s) affected by ¢coaduct.

Defining the relevant market enables an assessonéme level and materiality of any
anti-competitive detriment arising from the condpiciposed for authorisation.

Section 4E of the Act provides that the term matiketudes a market for those goods
or services and other goods or services that dostitutable for, or otherwise
competitive with, the first-mentioned goods or sezs’. Market definition thus
involves identifying the sellers and buyers whaefiively constrain the price and
output decisions of firms engaged in the authorsmiuct.

The Tribunal has stated that:

...a market is a field of actual and potential tratisms between buyers and sellers amongst whora ther
can be strong substitution, at least in the lon ifugiven a sufficient price incentivé.

The time dimension of the market must be long ehdagllow the demand and supply
responses to the conduct to work themselves oyt filihe ACCC analyses substitution
possibilities over the longer term (but still iretforeseeable future).

The IMO have submitted that the relevant marketao@ng to the current authorisation
is:

the supply and acquisition of electricity in theoldsale electricity market in the South West
i
Interconnected System of Western Australia.

Functional dimension

6.7

6.8

The IMO submits that the functional dimension ralevto the authorisation can be
described as ‘wholesale’.

Activities within the wholesale electricity marketlude the sale (purchase) of
electricity to (by) retailers or direct customéeFrie wholesale market should not
technically include those activities:

= upstream from the sale of electricity by generafmrsactivities related to the
physical generation/production of electricity) aord/

= downstream from the purchase of electricity byilets (ie. activities related to the
on-sale of electricity to end-users).

12 Queensland Co-operative Milling Association Ltd {69 ATPR 40-012 at 17,247
3IMO Submission, p.23
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6.9

6.10

6.11

6.12

6.13

6.14

6.15

In order to make an assessment of whether wholesaleappropriate functional
dimension in this instance, it is necessary to enarthe boundaries of accountability
established under the Market Rules. Specificallygxamine the extent to which
decisions regarding upstream and downstream ae$\ate constrained by the Market
Rules.

The Market Rules do not cover all generators atallees operating in the WA market,
nor all of their activities.

TheElectricity Industry Act 20045 the over-arching legislation in WA, enacted to
establish the Wholesale Market Regulations andvitiket Rules. It applies to all
potential participants in the electricity supplyagh regardless of location, size and
customer base. Section 7 of takectricity Industry Act 2004equires that a person
must not generate or sell electricity except uradiicence issued by the ERAThe
ERA may take action if a licensee contravenesemtie condition (s.32), and the
Governor of WA has the power to cancel a licenthefcontravention is not rectified
(s.35).

It is clear that for generators and retailers in Mile majority of activities relating to
the production/on-sale of electricity are goverbgdheElectricity Industry Act 2004
The licenses include the following:

= contract requirements and price regulations wisipeet to small-use customers
(Retall Licence)

* requirement to prepare a customer service cha&&a(| Licence)

= performance standards as specified in the Eletiicdustry Act 2004, or as set by
the ERA (Retail and Generator Licenses) and

*= maintenance of an asset management system indjicagasures for the proper
maintenance, expansion or reduction of the gemgratorks (Generator Licence).

Even though generators and retailers are ultimaetpuntable under thdectricity
Industry Act 2004all of their activities remain potentially affect by the Market
Rules.

Section 2.28 of the Market Rules requires markeigypants to register with the IMO,
in accordance with Regulation 14 of tBkectricity Industry (Wholesale Electricity
Market) Regulations 200% Participants that must register include:

a) Market Generators connected to the SWIS with alredg@acity of or greater than
10MW (s.2.28.6) and

b) Market Customers who sell electricity to contestatistomers in respect of
facilities connected to the SWIS (s.2.28.10).

Section 2.32 of the Market Rules provides thatpf@ing an order from the Energy
Review Board, the IMO may suspend or de-registaneket participant judged to be in

14 Section 7 of th&lectricity Industry Act 2004pecifies monetary penalties for any persons tipgréacilities
without the relevant licence.

15 Regulation 19 of th&lectricity Industry (Wholesale Electricity MarkéRegulations 2004pecifies monetary
penalties for parties participating in the marké&haut registration from the IMO.
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6.16

6.17

6.18

breach of the Market Rules. In practical termstiea@.32 forces the relevant party to
cease trading in the electricity market until thepension is lifted®

IMO suspension under section 2.32 of the MarkeeRutould leave the suspended
generator / retailer restricted in its ability tary on normal activities. For generators,
the inability to trade on the wholesale market \ikiély have ramifications for
production levels upstream. For retailers, it mégch overall risk positions.

In their submission, the IMO recognises the comipfarherent in determining the
precise functional boundaries of an electricity kearThey argue that:

...it is not possible or practical to differentiate the basis of functional levels in the wholesale
electricity market given the interrelationships aatiance between Market Participants to ensursélie
and reliable operation of the wholesale electrinityrket’

The applicant’s functional dimension is acceptedhis basis. All elements in the
electricity supply chain must be organised and dmated to ensure that supply
instantaneously adjusts to meet demand. Henceuglthime Market Rules primarily
concern wholesale transactions, it is inevitabé fome activities technically
considered outside the realm of the wholesale ridégtmarket are affected. In this
context, the term ‘wholesale’ should be interpretechore general terms.

Product dimension

6.19

6.20

6.21

The IMO submits that the product market relevartheoMarket Rules is a wholesale
electricity market incorporating the supply andwsiion of electricity.

In making an assessment of whether this is an gpjte product market to consider,
the analysis of substitution possibilities is imot. The Tribunal has stated that:

Within the bounds of a market there is substitutigubstitution between one product and another, an
between one source of supply and another, in regpnchanging price$.

It is useful to have regard to the following crigelf some (but not necessarily all or
even most) end-users would switch to an alternainergy supply in the event of a
small but significant rise in the price of eledty¢these forms of energy should be
included in the relevant product market.

While recognising that electricity does competenvather forms of energy (in
particular, gas) at the fringes of the market, ARECC has not previously recognised a
fully integrated energy markét.n the NEM Authorisation, the ACCC found the
relevant market to be an electricity market, widleecasting the following:

In the longer term...it is possible that technolobadsvelopments, as well as reforms in both theagabs
electricity industries, may have an impact on thgrde of inter-fuel competitiof.

'® The Rules affect generators and retailers in abeurof other ways, including: price setting (s.3,38udential
requirements (s.2.37-43), and incentives for gaimranvestment and DSM (ch 4 & 5).

”IMO Submission, p.24

'8 Queensland Co-operative Milling Association Lt®16), ATPR 40-012 at 17,247

19 See: National Electricity Code (1997); PNG Gagéuto- Final Determination (2006); East AustralRipeline
Marketing Pty Ltd — Determination (1998); VENCorgtermination (1998).

0 National Electricity Code — Determination (1997).12
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6.22

6.23

6.24

6.25

6.26

A decade on, there remains no technologically onemically viable alternative for
electricity in many applications (eg. lighting, wdgoods). This impedes the ability of
consumers to switch from electricity to alternatereergy sources in response to a price
rise.

In cases where substitution is technologically fidegeg. heating and cooking), it can
often take time, due to the following reaséhs:

= for residential users, substitution may requirdaegment of the
appliance/equipment using the energy source. Bpiesents a sunk cost, and can
significantly reduce the savings to be gained fewtching.

= for industrial users, switching fuels may only raqtical towards the end of the
economic life of the plant, often 10-15 years. Aubhially, industrial users may be
locked into long-term energy supply contracts whiestrict their ability to switch.

A 2003 report by the Australian Bureau of Agricudtiiand Resource Economics
(ABARE) confirms that the ability to substituteeathative energy sources for
electricity is quite limited in many industriésThe following points on energy
elasticities are worth noting:

» In 70% of the industries studied, electricity dech@nhighly insensitive to the
electricity price. In relative terms, gas is more@ sensitive than electricity, coal
and oil.

= (Gas and electricity are substitute energy sourcasaund 70% of the industries
studied (and complements in around 30% of industrieven in the industries
where substitution takes place, the extent of gulish is quite weak. For
example:

- inaround 85% of the industries in which gas amdteicity are substitutes, a
10% increase in the electricity price leads to anglight increase in gas
demand of between 0 and 2.5%.

- in around 35% of the industries in which gas amdtelity are substitutes, a
10% increase in the gas price leads to an incieadectricity demand of
greater than 5%.

These data clearly illustrate a lack of substitupossibilities for electricity as an
energy source. Additionally, following a changeeahative prices, there appears to be a
stronger switching effect from gas to electrichgn vice versa.

On this basis, it is accepted that the product stardevant to the Market Rules is one
for electricity rather than for a wider energy metrk

Geographic dimension

6.27

The IMO submits that the relevant geographical miaikthe SWIS of WA. The
boundaries of the SWIS are clearly defined as ystgem supplying the south west of

L National Electricity Code — Determination (199),10-11
22 ABARE (2003),Australian Energy: National and State Projection2019-20 ABARE studied over 20
industries across all Australian states and tefeiso

DETERMINATION 18 A91004, A91005, A91006



6.28

6.29

the State and communities north to Kalbarri, seatAlbany and east to the
Goldfields*

Given physical and economic impracticalities, tN&IS is not currently connected to
the NEM, nor is an interconnection expected inftimneseeable future. Further, the
IMO submit that:

The geographic market is unlikely to expand infdreseeable future given the population distritngio
within the SWIS and locations of major loads refatio the costs and technical constraints assakiate
with extending the SWIS beyond its current geogieghimits 2*

The ACCC accepts the view that the geographicaketaielevant to the Market Rules
is the SWIS of WA

Conclusion

6.30

For the purposes of assessing the competition caijpdins of the Market Rules, the
ACCC accepts the relevant market as:

the supply and acquisition of electricity in theolsale electricity market in the South West
Interconnected System of Western Australia.

The counterfactual

6.31

The ACCC applies the 'future with-and-without testablished by the Australian
Competition Tribunal (Tribunal) to identify and nseme the public benefit and
detriment generated by the arrangements in theduftthe authorisation is granted,
compared with those generated if the authorisasiont granted This involves a
counterfactual of identifying the conduct likelydocur if authorisation is not granted.

Submission by the IMO

6.32

6.33

6.34

The central contention of IMO's submission is thatMarket Rules are an integral part
of a reform process which has — at its end — ttebéshment of a competitive market

in electricity in the South-West of WA which woutdt exist in the absence of the
Market Rules.

In the absence of the Market Rules, a competitibalyed wholesale electricity market could not
operate and the economic benefits of the structafafms would not be realised.

The establishment of this market is the sourcéeiet public benefit claimed by the
IMO in the effect of the Market Rules (see PublenBfits).

The IMO claims that in the absence of authorisatibbe implementation of the
wholesale market would not go ahead in WA, theqgoposing that the effective
counterfactual consists of a scenario in whichegithe “Top up and spill’ (TUAS)
market is reinstated, or some other situationtartsof a competitive wholesale
market. Establishment of a wholesale market whsddtifferent in design to that laid

23 IMO Submission, p. 6

24 IMO Submission, p. 25

% It should be noted that at times when transmiss@nstraints bind, the geographical market(s) negdnfined
to intra-SWIS regions rather than comprising ofénére SWIS.

% See, for exampldRe Australasian Performing Rights Associat{t899) ATPR 41-701.
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down in the Market Rules is not envisaged, nomiglementation of the Market Rules
without authorisation.

Without the Market Rules the existing “top up apdl’selectricity market could continue to operate
in the SWIS. ... While the [former] regime can lmepdoyed in the short term, it is unlikely to be
sustainable for any extended period of tithe.

Top Up and Spill arrangements

6.35

6.36

6.37

6.38

6.39

6.40

6.41

At the time the application was made the curretémof wholesale electricity trade in
WA consisted of a trade balancing service maddataiby Verve — TUAS market.

The TUAS market was introduced on 25 June 2004duithte the participation of
independent power producers, including private watide energy generators, in the
SWIS. The principle of the arrangements is thatipcers are able to purchase
electricity from Verve to meet their wholesale ghlions when their output falls short
of their customers' demand, and may sell any p@nauced in excess of their
customers' demand to Verve for a nominated price.

Prior to the TUAS market's introduction, Indepertd@ower Producers were obliged to
follow — as nearly as possible exactly — their costrs' demand via complex metering
equipment to maintain a neutral effect on [the tAéstern Power's] network, or pay
penalty rates for deviations from this.

Verve was required under the TUAS rules to proydblished balancing prices based
on 'cost neutral' principles. These rules had gpecovisions for intermittent
renewable generators, to allow them to particip#fiectively in the market.

Whilst this had certain obvious benefits versusgitezeding arrangements, the IMO
notes a number of deficiencies:

The key public benefit issues are that the pricesiwnder TUAS are determined by Verve, and
Verve is the sole provider of balancing, reservé standby services. If Verve retains these
obligations, there will be strong pressure fopitrtvest in additional generation capacity. Anytsuc
investment would only extend the period of Vervearket dominance, and lessen the prospects for
meaningful competition into the futuf®.

The ACCC takes this to mean that as the obligdate on Verve to balance the
system at all times and maintain adequate levelesafrve capacity under TUAS, a
significant section of the market in generation trtaesmonopolised by Verve, even
while allowing for third party access to the system

The ACCC considers that IMO's claims in this respee valid. The TUAS scheme did
not take the form of a market in which players iggrate on an equal basis, and placed
obligations on Verve befitting an effective monopenhtity.

Implementation of the Market Rules in the absere@githorisation

6.42

In the draft determination, the ACCC adopted th®I#&counterfactual scenario that in
the absence of authorisation for the Market Ruleswholesale electricity market
would not proceed, resulting in a continuationre TUAS market.

2 IMO Submission, p.28
8 IMO Submission, p.24
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6.43

6.44

6.45

6.46

6.47

6.48

The ACCC has examined the possibility, howevett, tia Market Rules could be
implemented without authorisation under the Acwistue of their status as subsidiary
provisions established under tBkectricity Industry (Wholesale Electricity Market
Rules) Regulations (WA)

When the National Electricity Code — the equival®ninding rules for the NEM — was
presented to the ACCC for authorisation in 199Was on the basis of the nature of the
Code being an agreement between several partie sense of a ‘contract,
arrangement or understanding’ under the Act.

When the basis of the NEM shifted to the NationatEicity Rules, which — though
identical to the National Electricity Code in mosspects — were made as subsidiary
legislation to the National Electricity Law, the NFurisdictions opted not to apply for
authorisation on the basis that subsidiary legtatould not be construed as a
‘contract, arrangement or understanding' undetetimes of the Act, and was not
therefore in need of authorisation.

It is not the ACCC's role to comment on the vajidit this interpretation, and whether

it extends to the Market Rules as well. At thisrpoit is necessary to assess whether an
effective counterfactual can be construed to betbe@WA Government would

continue to implement the Market Rules, were theC83do0 refuse authorisation.

There are a number of conceivable scenarios whereejection of authorisation, on
any grounds, would create significant uncertaimg political risk for the market and
market participants, to the extent that unwindeagcelling or significantly delaying
market development would be the result. This wanltdirn impair the expected public
benefits associated with market implementation.

Therefore, for the purposes of this authorisatiowjll be assumed that WA would not
continue implementation of the Market Rules ind@hsence of authorisation. In the
absence of any challenge made to this claim by tharties or otherwise, the ACCC
accepts the position put forward by the IMO on thitter.

ACCC's assessment

6.49

6.50

6.51

6.52

In the event of authorisation, it is the ACCC'sgont that the result would be the
continuation and further development of a more gezly competitive wholesale
market in electricity in the SWIS.

On the other hand, while circumstances have moweahd the STEM and other
market mechanisms have begun operating since #fieddtermination was published,
the market is in its infant stages and is expetathdergo significant change.

The ACCC has received no challenge to the courterdapresented in the draft
determination, and in view of this and the sigrfitnovelty of the market’s operation,
considers that refusal to authorise the Market Ratrild result in a crisis of legitimacy
for the market.

Without authorisation the result would be the cegrsaof progress in implementing the
market rules and political uncertainty regardingitfiuture. This in turn would indicate
an increased likelihood of a more limited acceggme and market for independent
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power producers existing in the future. This fotims counterfactual scenario which is
the basis for this determination.

Public detriment

6.53

6.54

As discussed in section 5, the ACCC must assessxtkat to which the proposed
arrangements are likely to give rise to detrimerthe public constituted by any
lessening of competition that flows from the arramegnts.

The ACCC has identified a number of potential aotinpetitive detriments that may
arise following implementation of the Market Rul&bis section will provide an
outline of those potential anti-competitive detrinteewhich are considered to be of
particular note. It is not intended to provide ahaustive discussion of all detriments
that may arise under the Market Rules.

Barriers to entry

6.55

6.56

Barriers to entry can be any feature of a markat phaces an efficient prospective
entrant at a significant disadvantage compared wimbent firms. The height of
barriers to entry indicates the extent by whiclumbents can raise the market price
above its competitive level without attracting gntr

The ACCC considers that implementation of the MaRes may introduce some
new barriers to entry into the SWIS, predominanfla legal and regulatory nature.

Application fees

6.57

6.58

6.59

Under the Market Rules (chapter 2), market pardicip are required to register with
the IMO in a specified class, and pay an applicetez. An application fee is also
payable to the IMO by a market participant applyimgcertification of reserve
capacity (chapter 4). In each case, the level@ffbplication fee is intended to meet
the estimated average costs to the IMO of procggbmrelevant application.

The IMO must determine and publish the level ofdpplication fees on 1 July of each
year. For the current year to 1 June 2007, whadasalrket registration fees range from
$210 for an intermittent generator, up to $530afanarket customer. For the same
period, the application fee for conditional cedaiion of reserve capacity has been set
at a flat rate of $550. Under the Market Rules |ével of the fees is subject to
independent review by the ERA in determining th&ikslallowable revenue.

The ACCC considers that the amount of these onicapplication fees is likely to be
immaterial for any current or potential market m#pants. It is therefore not
anticipated that the requirement to pay applicate@s will in any way influence the
decision to enter the market. Additionally, similees are currently payable under the
current TUAS arrangements, as provided for by tid3 Market Rules made subject
to regulation 5(3) of th&lectricity Industry (Wholesale Electricity Market)
Regulations 2004

Registration requirements

6.60

The Market Rules (chapter 2) prescribe prudengiglirements for market participants
upon registration. This includes a requirementrtxpre credit support from a financial
institution to cover a ‘credit limit’. The credintit, calculated by the IMO for each
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individual market participant, is the maximum ambtnat the participant is expected
to owe the IMO in any 70 day period. Credit supmairt be in the form of a cash
security deposit with the IMO, or a bank guararitem an accepted financial
institution.

6.61  Additionally, at the time of registration, regisdrfacilities (non-Verve) must install
communications systems that enable communicatitm 8§stem Management
regarding dispatch.

6.62  Another potential barrier to entry is the requiremf@r market participants to pay a
security deposit for certification of a reserveaapy facility which is yet to be
commissioned (chapter 4). The amount of the sgcdeposit corresponds to
approximately 90 days of payment at the maximurark@scapacity price.

6.63  The IMO submits that the registration requirememider the Market Rules are
imperative to ensuring the safe, secure and reliapération of the wholesale market.
Further it is submitted that the associated puimicefits outweigh any potential
detriments relating to barriers to entry.

6.64  This issue has been the subject of a submissitretdCCC, and is further discussed at
the end of this chapter (see section “Issues ramsegsponse to the Draft
Determination”).

Market fees

6.65  Under the Market Rules (chapter 2), all registenedlket participants are required to
pay monthly market fees to the IMO. The level af tharket fee is calculated annually
to ensure sufficient revenue to cover the IMO’srappd budgeted costs for market
operation services. The amount of the market fgalga by each participant is
adjusted for trading volumes (chapter 9).

6.66 The IMO submits that:

The fees are structured to ensure Market Partitspaontribute in an equitable manner to the efficie
costs of running the Markét.

6.67 The ACCC considers it is clear that the overridobgective in determining the amount
of market fees is to provide for efficient costaeery by the IMO. Further, the amount
payable by each participant is commensurate welr #ctual participation in the
wholesale market. It is therefore unlikely that ggential entrants would find the
amount of the fees excessively high so as to drsg@uentry.

Price controls

6.68  Price controls can result in a distortion of ma#fkased outcomes. A market
determined price is an important signal for detaeing the most efficient use of
resources and opportunities for further investm&hé Market Rules provide for price
controls within the SWIS.

Price caps

29 IMO Submission, p.41
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6.69

6.70

6.71

6.72

6.73

6.74

6.75

6.76

Price caps which apply in the STEM include (chap)er

= the Maximum STEM price — the maximum offer pricelymg to facilities
expected to run on non-liquid fuel. Set at $150/Miagththe year commencing 1
October 2004 and is adjusted for inflation annually

= the Alternative Maximum STEM Price - the maximunfeofprice applying to
facilities expected to run on liquid fuel. Additially, this is the maximum offer
price for a Market Participant submitting a tenfibemetwork control services
(s.5.4.7). Set at $385/MWh for the month from 1eJ@004, and adjusted monthly
to take account of movements in the Singapore C@ibprice.

These price caps reflect the short run margindl @ohe highest cost generating works
in the SWIS fuelled by natural gas or distillatepectively.

The level of these price caps are significantlydothan that currently set in the NEM
of $10,000/MWh. Justification for this differencethat the implementation of a RCM
removes the need for STEM prices to rise to lewdleh reflect opportunities for
investment in additional generation capacity.

Price caps which apply in the RCM include (chagdethe Maximum Reserve Capacity
Price — the maximum price a participant may sulm# reserve capacity auction. For
the first Reserve Capacity Cycle, this was setl&b$00 per MW per year.

This price cap is based on an estimate of the foastls of an open cycle gas turbine.
This type of generator is considered becausedagively inexpensive to build and
can be built within the period between an auctiemd held and the capacity being
required.

Price caps may constrain efficient pricing of brtberve capacity and electricity
generation. If price caps in the STEM and RCM ate@o low then investment in new
generation capacity, particularly peaking plantlddall below the level required to
meet system demand. Such a result would have aieia@tepact on the overall
reliability of the system.

The potential for this result should be diministieugh the operation of the RCM.
Capacity is scheduled approximately two years waade of the time in which it is
required to meet expected market demand, allovongptions to be explored in the
event of insufficient interest in supplying capgdiy market participants. Accuracy of
demand forecasts released in the Statement of @pytyrReport is then the critical
issue for ensuring sufficient capacity.

The IMO submits that price controls will assistlie transition to a competitive
market. It states that:

Given the newness of the Market it is considerad dhpublic benefit is derived by ensuring an dsder
market transition by providing mechanisms for psagalling, however it is considered prudent to
adopt pricing limits that would limit the financietks of Market Participants while they become ifeamn
with the new Market trading arrangements and/or@otgntial market power that may deter new entry

in the Market3.0

%9 IMO Submission, p.41
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6.77

6.78

6.79

6.80

The electricity market is characterised by a reéyi high inelasticity to price signals
in real-time for most types of consumer. Price oastshould result in large price
shocks being avoided, reducing the financial riskarket participants. Although
market participants can limit their exposure te@@rshocks by entering into bilateral
contracts, this is less likely to be the case &w entrants in the market. Additional
certainty provided by price controls may therefoedp to encourage new entry.

The basis for determining the level of the pricpscahould mean that they are set
sufficiently high to minimise distortions of markétdditionally, the STEM and RCM
price limits are required to be reviewed annuajiythe IMO (s.6.20 and s.4.16
respectively), with proposed changes to be subdnitiehe ERA for approval.

In addition to the annual review of price limits the IMO, the ERA is required to
conduct a more comprehensive review of price limithin the STEM and RCM every
five years (s.2.26). These review provisions witha for price limits to be adjusted
over time to reflect market realities and minimasgy distortions to competitively
determined market outcomes.

The ACCC considers that given the newness of th&ehand the associated lack of
established competition, it is prudent to adoptipg limits which mitigate the

potential for abuses of market power, avoid prioecks to the extent possible and
reduce the financial risks of participants with g of encouraging new entry into the
market.

Monthly reserve capacity price in the RCM

6.81

6.82

6.83

6.84

6.85

The monthly reserve capacity price is paid to faed with capacity credits which are
not traded bilaterally. It is determined through tlserve capacity auction, or if no
auction is held, is set at 85% of the maximum resenpacity price.

The administered price mechanism in the event Gfuaion occurring sets a price
expectation for participants when contracting, aray therefore mute competitive
pressures in the capacity market. Additionally,azay holders may face incentives to
induce a no-auction outcome where there is an ¢éxpec that the auction process will
produce a price below the fallback level.

The ACCC considers that with provisions in the MarRules for the bilateral
contracting of reserve capacity credits, it is issegy for an administered default price
to be in place. In the event that a bilateral agre® cannot be reached between
capacity holders and market customers, the adranedtprice will ensure a return for
capacity holders and provide an avenue for marnkstomers to meet their individual
reserve requirement.

In addition, the administered price provides anmetn scheduled capacity in excess of
the reserve capacity requirement. A fixed pricetlfigr supply of excess capacity
increases the financial risk to market customeis i@sult of the need to fund an
uncertain quantity of excess capacity. Howeverfittencial risk associated with
investment in additional capacity is reduced, ptiédlg encouraging further entry into
the market and resulting in greater reliabilitysapply.

The need for an administered price could be remtiwexigh a change to the capacity
credit allocation process. Allocation of all cagparedits through an auction would
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6.86

remove the need to contract bilaterally and protadex market-determined price for
capacity. However, given the current concentratibmarket power, it is uncertain
whether a market-based mechanism will produce cttiyeepricing outcomes.

The ACCC considers that the arrangements undeéviéinket Rules for an administered
monthly reserve capacity price are appropriatergthe current lack of established
competition.

Quantity controls

6.87

6.88

Quantity controls can lead to a departure frometifieient quantity of output that
would be offered for sale in a competitive marlketother words, when compared to
‘the efficient level of output’, such controls megsult in an over/under supply of the
good or service.

The ACCC considers that implementation of the MaRes may introduce some
new quantity controls on energy supply in the SWIS.

Dispatch instructions

6.89

6.90

6.91

6.92

System Management has the important role of engtiet the system will be
balanced in real time (chapter 7). At times of egstmbalances, System Management
may issue dispatch instructions to (non-Verve) regparticipants, instructing them to
depart from the output/consumption levels indicatetheir resource plans.

The Market Rules (chapters 6 & 7) provide thatdlger in which facilities will be
issued dispatch instructions is:

1) Verve non-liquid fuel facilities

2) Non-Verve non-liquid fuel scheduled generatorspdichable loads
3) Verve liquid fuel facilities and finally

4) Non-Verve liquid fuel scheduled generators / dispable loads.

This dispatch merit order appears to discrimingggrest certain parties (non-Verve)
and certain types of generation (non-liquid fuel).

System Management is charged with ensuring thatetipgéired level of output (real-
time demand) is met by all available options. la Draft Determination, the ACCC
claimed that for balancing purposes, as Verve residie dominant generator, it makes
sense for its facilities to be dispatched firstisTéonclusion has been challenged in a
public submission and the issue is further dedtt &t the end of this section (see
“Issues raised in response to the Draft Deternondli

Granting dispatch priority to lower cost non-liqdicel generators discourages
generally high cost liquid fuel options from beicaled upon inappropriately.

Trading limits

6.93

As part of the prudential requirements, the MaRekes (chapter 2) set a trading limit
for each participant, as a proportion of their driehit. This is intended to ensure that
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6.94

a market participant cannot extend its financiahootments beyond its established
limits. If at any time the trading limit is exceetjéhe IMO will issue a margin call for
additional credit support. Additionally, if a matkmarticipant has been involved in a
defined ‘suspension event’ (chapter 9), the IMO migw on that participant’s credit
support. As the amount of credit support is redutiee participant’s trading limit is
commensurately reduced.

The ACCC considers that the imposed trading lisé prudent financial risk
management measure. Whilst the requirement somempatges on the freedom of
participants to trade in the market, it mitigates potential for a financial default,
thereby protecting the integrity of the market.

Limits on reserve capacity

6.95

6.96

6.97

The quantity of bilateral trade of certified resoapacity for each market participant
must be approved by the IMO, so as to ensure tkaithilateral trade does not exceed
the total reserve capacity requirement of the sygtahapter 4). By specifying a reserve
capacity requirement (peak demand plus a mardia)RCM places a floor on the
amount of capacity that must be available for digpat any given time. Additionally,
obligations are placed on market customers to @selsufficient capacity credits to
fund the reserve capacity requirement.

In effect, the IMO fixes the quantity of reservepaeity required, and allows the price
of capacity credits to adjust through bilateraltcacting to meet this requirement. As
discussed above (s.6.78), the fallback price — 868%e maximum reserve capacity
price — sets a price expectation for participargucing the scope for competitive
adjustment in the reserve capacity market. In addimarket customers are forced to
fund excess reserve capacity (if any) at the fakhaice, where a competitive market
could be expected to deliver a lower price.

The ACCC considers that the process for assigrapgaty credits may result in an
above market payment for excess reserve capatieyACCC understands that the
objective of this arrangement is primarily to addréne current level of competition in
the market. It is noted that these and relatecesstere the subject of a number of
recent rule change proposals and further refinemmietitese provisions is anticipated.

Price manipulation

6.98

The ACCC considers that the Market Rules may resuhie potential for market
participants to engage in price manipulation.

Information requirements

6.99

6.100

System management is required to conduct forecpstudies for the short and
medium term (chapter 3). These studies are puldiblgehe IMO. Included in the
studies is information on peak load, available gathen and DSM capacity,
transmission capacity and periods of expected dypswortfall. Additionally, the IMO
must publish information with respect to the operabf the market (chapter 10).

Access to this information by market participaneyrtead to anti-competitive conduct
that would not be possible in the absence of soichimation.
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6.101

Despite this concern, the ACCC considers that th@igation of the above information
is essential to the security and reliability ofotteeity supply in the SWIS. Efficiency
of resource allocation and investment is likelyp&oimproved as current and potential
participants are better informed of opportunitieshie market. Transparency in the
operation of the market is also likely to increttse confidence of market participants.

Collusion

6.102

6.103

Timing of planned outages must be coordinated batwetwork operators and other
market participants under the Market Rules (chap)erhis requirement presents an
opportunity for collusion between market particifsatmat may affect market clearing
prices when outages occur.

The ACCC considers that coordination of outage®épripment and facilities is
necessary in ensuring sufficient generation capgimeet the energy needs of the
SWIS. Requirements in the Market Rules for a revigveystem Management of
outage plans submitted by market participants shouhimise the opportunity for
collusive activity. Network operators are requilldthe Access Code to have no
interest in generation activities.

Market power

6.104

6.105

A stated objective of the WA electricity reformsshaeen to address the market
dominance of the incumbents. Increased compeisiexpected to bring about
efficiency gains in the industry, leading to lovilmal electricity prices.

The ACCC considers that there are some provisiotise Market Rules that appear to
maintain a preference for the incumbent entities.

Ancillary services

6.106

6.107

The Market Rules (chapter 3) appear to createfenerece for Verve as the provider of
ancillary services. Section 3.11.8 allows Systenmdgement to acquire ancillary
services from a non-Verve source where:

= Verve does not have the capacity to meet the angiflervice requirement set by
the IMO or

= the ancillary services offered by the non-Ververseuepresent a less expensive
option.

It is not specified how System Management asseksaglative cost of alternative
providers of ancillary services. It is clear howetleat Verve is the preferred provider
of ancillary services under the Market Rules. TM®Isubmits that:

These provisions are considered to deliver a putgitefit given that Western Power’s network covers
all of the SWIS and it currently provides ancillagrvices to System Management. Additionally the
ancillary services requirements are subject tcerg\at least once within five years of market

3[1
commencement.

%1 IMO Submission, p.46
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6.108 The ACCC agrees that the logical provider of aagjliservices in the current context is
the incumbent. It is expected that the review pseaeill allow this to change over time
as competition develops.

Issues raised in response to the Draft Determinatio
6.109 Following the draft determination, the principadugs raised by interested parties were:

=  The potential anti-competitive effects of the enesrgy dispatch instructions
arrangements

=  The potential anti-competitive effects of the adistered price caps in the Reserve
Capacity Mechanism and

= Levels of prudential requirements.
Public detriment — issue 1 — Balancing and dispatcarrangements
ACCC'’s view in the draft determination

6.110 The ACCC concluded that the balancing arrangemeihisreby Verve generation assets
would be automatically called on by System Managerethe event that dispatch is
needed, constitute a practical near-term arrangeneugh falling short of a
competitive outcome.

6.111 The ACCC, in its draft determination, said:

The ACCC considers that these quantity controlauatiely to result in a significant departure
from the efficient level of output.

And

... Verve facilities are most likely to be availalitea scenario where despatch orders are given,
and Verve facilities are most likely to have suffitt spinning capacity to respond adequately to
events. It is also a role in line with Verve's galtions to provide network support (ancillary
services) as discussed later in this chapter.

Issues arising from the draft determination

6.112 In its submission, Alinta disagrees with the ACCEisclusion, stating:

Alinta does not agree with ACCC's [sic] assessmiensection 6.88 that Verve Energy’'s
facilities are most likely to be available in asago where dispatch orders are given to balance
the system in real time and that they are moshyitehave sufficient spinning reserve capacity
respond adequately to events. Non-Verve Energyrgéars should be allowed to participate in
balancing the system on the same terms as applidé&etve Energy. Allowing non-Verve
Energy generators to participate in balancing thistesn would positively influence the
flexibility of the future generation mix as privageneration providers would be more likely to
install generation capacity suited to provide abaing service.

ACCC'’s conclusion

6.113 The ACCC understands Alinta’s concerns with respéttie dispatch order
instructions prevailing in the SWIS at the curremte. The ACCC agrees that the
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current arrangements are a restriction upon cotmpetivhich offsets the public benefit
of competition in the generation sector.

6.114 It should be noted, however, that the quantityradrgy which is likely to be dispatched
via Verve generators under these arrangementshwiéy have been dispatched by
other generators under more even-handed rulakelg to be very small at the current
time, in view of the large installed capacity ofrve.

6.115 Against the competitive benefit of more even hanolgdncing arrangements, the IMO
contends that the current arrangements provida ggnificantly simplified
arrangement, reducing the complexity of ensuringaimoperation of the market in its
infant stages and reducing system costs. The IM@eods that the current
arrangements are viewed as temporary and thatwvewiéthe rules are planned in 2007
which may have more competitive arrangements asisgome.

6.116 The ACCC believes that the current arrangemenitsiialt of the ideal for
competitively neutral arrangements in the marked, that the public benefit would be
best served by allowing independent power producepsovide a balancing service on
an equal footing with Verve Energy. However, inwief the review mechanisms in
place and the importance of these arrangementsrassational step toward a fully
competitive market, the ACCC does not propose fwose a condition of authorisation
with respect to these arrangements.

Public detriment — issue 2 — Administered price cap

ACCC'’s view in the draft determination

6.117 In the draft determination the ACCC said:

The ACCC agrees that price controls will assisthi@ orderly establishment of a competitive
market. Although price caps act to restrict makaticomes, it cannot be assumed that market
determined prices in the STEM and RCM will initiallreflect competitive outcomes.
Competition in the generation sector is expectedbddimited at the commencement of the
market, providing the potential for market poweb®used to distort market prices.

Issues arising from the draft determination

6.118 Inits written submission, Alinta says:

But

Alinta agrees with [the] ACCC’s assessment in secth.77 of the draft determination that
having in place price caps for the Short Term Epévigrket (STEM) is prudent in the initial
phase of the market to limit the potential for nerkower abuse.

Alinta is concerned that the mechanism for settihg administered price si introducing
unnecessary price uncertainty in the [Reserve Qgpacarket increasing the cost of financing
additional capacity. Alinta considers that [the] BC’'s suggestion in section 6.82 to look at
alternatives in setting the RCM, including via aoictonly, should be explored in more detalil.

ACCC'’s conclusion

6.119 Alinta’s concerns with respect to the uncertaintied administered price caps
introduce to markets, especially concerning the imayhich these caps are adjusted by
the responsible bodies, are well founded.
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6.120

6.121

6.122

6.123

6.124

6.125

6.126

Ultimately, a fully competitive means of determigitihe price of additional capacity is
desirable. Many potential mechanisms exist to aehikis - uncapped price auctions,
separate reserve capacity markets, or gross patktsall provide for this.

Of interest to the ACCC are developments in thekeiaRules currently under
consideration, including the proposal to alter¢hteria for acceptable STEM bids to
reflect generators’ reasonable expectations of gfeirt-term marginal costs.

This appears to be a consequence of early experiarthe STEM being of prices
running at the Maximum STEM Price for extended gasiof time. This may be taken
to be an indication of the MSP being set too lowgenerators to recover efficient
costs, or the exercise of market power within thi&&, or both.

Verve Energy has submitted a rule change propbsajuesting that the MSP and
Alternative MSP be set at a higher level, so as to:

.. enable Verve Energy and other generators to atayrreflect their operating costs during
times of supply scarcity

Verve Energy, in its submission on the proposallter the criteria of acceptable bids,
notes that in between the provision of reserve @aparedits to recover capital costs,
and the short run marginal costs of generatiomethee other costs which may not be
able to be recovered from either mechani$m.

Ultimately, market testing of bid prices shouldeet generators’ actual efficient costs
to the extent that criteria for acceptable bidsusthaot need to be a factor except in
investigating exceptional circumstances and indglehmarket power. The ACCC
would like to see the use of the STEM as a sigmainvestment and in this respect the
system of administered price caps requires furdiegelopment.

The ACCC notes that no market participant has desgper se that the current price
caps are a prudent provision at this stage of ket The ACCC is of the view that
the question of how to ensure fully competitiveammes should be addressed as the
market matures.

Public detriment — issue 3 — Levels of prudentialequirements

ACCC'’s view in the draft determination

6.127

In its draft determination, the ACCC concluded:

The registration requirements are essential tethh@oth operation of the wholesale market, and
are not considered excessively onerous on markgicipants. Importantly, in calculating a
participant’s credit limit, the IMO takes into acou historical bilateral levels of trade. This
makes the credit limit realistic and specific tee tmdividual circumstances of the market
participant. In addition, the ACCC considers thHa tollection of a reserve capacity security
deposit is essential to ensure that the plantadable by the scheduled date. It is clear that the
amount of the deposit is intended to provide soarenfof financial consequence to the party
offering reserve capacity, rather than any reftectf IMO’s legal liability if the capacity does
not eventuate.

%2 Rule Change Proposal CR5, available on the Otffidenergy’s web site.
% Rule Change Proposal CR2
% See Verve's submission dated 1 November 2006ladlaion the Office of Energy’s web site.
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Issues arising from the draft determination

6.128 Landfill Gas and Power Pty. Ltd. made a submistaaime ACCC regarding the level

of prudential requirements levied upon it underrtteket rules subsequent to market
start. In particular it was pointed out that thieefive level of guarantees was double
what was required for the company under the preagetUAS requirements.

ACCC'’s conclusion

6.129 The ACCC notes that under the new arrangementscipants trading in the market

are subject to a range of new responsibilitiesrafes, including trading energy
directly through the STEM, and buying and supplytagacity credits through the
RCM. Prudential requirements are a feature of ralesttricity markets, and the
requirements laid down in the Market Rules areaxaeptional in their nature. It is the
ACCC'’s judgment that the requirements of the MaReles are not anticompetitive in
their intent.

ACCC conclusion on public detriments

The ACCC considers that the Market Rules contamwipions which can be construed
to be public detriments as compared to the mostalds form of competitive
outcomes. These detriments, however, are assoeiétegrovisions which have the
effect of enabling the overarching public benetimed for the implementation of the
Market Rules.

Public benefit

6.131

6.132

As discussed in section 5, the ACCC must assegauthiec benefit that is expected to
flow from the authorised conduct.

The IMO has submitted that there are a number étits that will arise following
implementation of the Market Rules. These claimeukfits are addressed in turn
below.

Increased competition

6.133 The IMO submits that economic benefits will flovarfin increased actual and potential
competition for electricity supply in the SWIS. Cpatition will be introduced via:
= the RCM, which provides opportunities to supplyeree capacity (including DSM
options) and to trade capacity credits
» the implementation of the STEM
= provisions in the Market Rules for ancillary seesand balancing and
= tenders between networks, generation and DSM fowdi& Control Service
(augmentation) options.
ACCC'’s view

The Reserve Capacity Mechanism
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6.134 The ACCC considers that the RCM provides a fram&varincreased competitive
pressures in the supply of capacity to the SWI® Miarket Rules create a capacity
market by enforcing two requirements on marketiggénts:

1) retailers must acquire sufficient capacity cretbtsover their demand requirements
(plus a reserve margin) and

2) capacity-holders (generators and DSM options) roedify and make available
their capacity to the market in order to receiweeraie from the sale of capacity
credits.

6.135 Creating trade through these requirements createmleet price for capacity in the
SWIS - the price of capacity credits. Without avitbetion of the Market Rules, the
market price of capacity will not be a separatedfednined price — under the TUAS
regime, the price of capacity is included in ovieealergy prices negotiated bilaterally.

6.136 The implementation of the RCM will allow generatarsd DSM to compete based on
the bilateral price offered to retailers for capacredits. However, as discussed above
in the analysis of potential anti-competitive degnts, the extent of competition may
be influenced by an administered monthly reserpacisly price.

6.137 The ACCC considers that there is potential for cetitipn in the supply of capacity
under the RCM, provided new players enter the nmiahk€005, fourteen companies
expressed an interest in providing new generatpacity via the RCM in 2007-08.
The companies offered a total capacity of 2743 M) in excess of the forecast
additional requirement of 400 Mt/

6.138 If the potential for competition is realised, th€BC accepts that public benefits will
flow in the form of lower final electricity pricegnd more efficient signals for
generation investment. It should be noted thai¥estern Australian government has
placed a cap on the ability of Verve to invest @wrgeneration capacity, and this
should stimulate competition in certified capa@syother suppliers step in to fulfil
increasing demand.

The Short Term Energy Market

6.139 The ACCC considers that the implementation of thE&M will produce competitive
pressures, particularly during periods of peak deinAt any given time, it provides a
market for the supply/purchase of energy to alisteged market participants
(including intermittent generators).

6.140 The ability of market participants to adjust bilaecontract positions a day-ahead
through the STEM will be constrained by the cortgaasitions of other market
participants. Moreover, the spot price in the STiEMompetitively determined on a
lowest marginal bid basis. The STEM therefore getdframework for active
competition between generators at the margin, eaging cost-reflective bidding.

6.141 The extent to which there is any significant inseea competition via the STEM is
likely to be dependent upon:

% IMO (2005),A Review of the First Reserve Capa@icle. It should be noted that for 1650 MW of thiffered
capacity’, the approval process for the relevaailifees had not yet commenced.
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= entry by new generators and retailers to the SWIS
= peak demand conditions and

= the number of, and competition between, peaking@gdars installed.

Ancillary services and balancing

6.142

6.143

6.144

6.145

6.146

As discussed above, the Market Rules (chapten8) the acquisition of ancillary
services from non-Verve sources. System Managemantonly acquire ancillary
services from a non-Verve source where it canndattine requirements using Verve’s
registered facilities, or other services are leggeasive.

The ACCC considers that placing such a requireroer@ystem Management — to
acquire ancillary services from the least expensougce — may stimulate competition
in the provision of ancillary services. Howeverrthdoes not appear to be a
mechanism in the Market Rules for System Managentoeté¢termine the least
expensive option.

The likely outcome of the ancillary services arram@nts is that System Management
will continue to acquire all or most ancillary siess from Verve. This will limit the
possible benefits that could arise from more cortipetsourcing of ancillary services.
These arrangements are to be reviewed within faars/of market commencement.

The ACCC is of the view that the proposed ancilegyices arrangements contribute
to anti-competitive detriment by not having a defimprocedure for allowing non-
Verve sources to supply ancillary services. Howelrerdetriment is not sufficient to
warrant imposing a condition requiring a compegitprocedure be incorporated into
the rules for the acquisition of ancillary servicEee ACCC is of the view, however,
that the public benefit would be enhanced by itbusion. Such a procedure could take
the form of a competitive tender process, or anllang services market. In the NEM
both processes are used by NEMMCO to source amncdivices, depending in part
on the level of prospective competition for the@ypf different types of ancillary
services. Where there are a large number of patentppliers, NEMMCO has
introduced a spot market for supply of ancillarvses. NEMMCO also uses
tendering processes to ensure it gets the reqameaint of ancillary services at the
best price, where spot market arrangements arieasible.

The balancing service allows System Managementdouat for real time variations in
supply and demand by issuing last-minute dispatstructions. The ‘balancing price’
will usually equal the STEM spot price, unlessxeaptional circumstances. The
ACCC considers that this represents a more compmettitcome than under the TUAS
arrangement.

Network control service (augmentation) options

6.147

The Market Rules allow networks, generators aB#iRo participate in a competitive
tender for network augmentation. The ACCC consitlessuch a tender — considering
all viable alternatives — sets the framework fon@e competitive outcome in relation
to augmentation decisions.

Incentives for demand side management
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6.148

6.149

The IMO states that economic and environmental fitenill result from incentives
under the Market Rules for the introduction of D$ptions in relation to reserve
capacity and network control services.

Options available to a provider of DSM capacity participation in the market include:

= Offering capacity into the RCM, and making it aahile for dispatch by System
Management

= Contracting with the IMO through a supplementaryazaty auction in the event of
a short-term capacity shortage

= Entering into ancillary service contracts for tise wf the capacity for spinning
reserve services

= Contracting with a retailer to reduce the retaijgeak demand and hence the
retailer’s capacity requirements

= Entering into network control service contractaasbstitute for network
augmentation.

ACCC's view

6.150

6.151

6.152

6.153

The Market Rules provide for consideration of DSMions on an even footing with
generation options for the provision of capacityhiea RCM. Likewise, both generation
and network augmentation options are to be coreilier the provision of network
control services.

The ACCC considers that the recognition of DSM @i under the Market Rules may
result in a public benefit through an increaseampetitive pressure within the market.
Additionally, the availability of a greater rangkeaptions for meeting system
requirements will allow for the more efficient usiescarce resources. It is noted,
however, that the implementation of DSM optionknsted by network constraints,
with a sufficient level of electricity generatioeeded to maintain security and
reliability of the system.

The ACCC accepts that the Market Rules will improwentives for the introduction
of DSM options to meet system capacity requirementplementation of the RCM
components of the Market Rules resulted in the cimemnt of 131MW of DSM
capacity for the 2007-08 capacity year.

The ACCC also accepts that environmental benefitsegult from a substitution of
DSM for electricity production.

Effective and transparent price signalling

6.154

6.155

The IMO submits that the introduction of compettprocesses across the market will
provide improved signalling to market participartstates that:

The development of market based incentives willroup the efficiency of resource allocation as more
transparent price signalling will be evident tostixig market participants and prospective new etgra

The claimed benefits of these mechanisms are to:

= Improve efficiency in energy use
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= Provide incentives to decrease consumption at tohpsak demand and

= Potentially defer the need for new investment.

ACCC'’s view

6.156 The ACCC considers that the encouragement of mdwksd pricing will assist all
current and potential market participants in tlleicision-making.

6.157 The separation of energy costs and capacity costea distinct markets will allow
market participants, both current and potential eetvants, to make better-informed
decisions. In addition, by allowing DSM optionsclampete (eg. for capacity credits
and network augmentations), the Market Rules pewiglv signals to large end-users
that DSM is economically viable.

Deferral of new capital investment or avoidance onefficient investment

6.158 The IMO states that economic and environmental fitenill result from the adoption
of competitive tendering mechanisms which allowD&M or generation options to
substitute for network augmentations.

ACCC's view

6.159 The ACCC considers that processes in place unddvlitlrket Rules for the
procurement of network control services will allfav more informed investment
decisions. The requirement to assess generatioD&Mlalternatives to a network
augmentation and select the most cost effectivemghould lead to efficient
provision of network control services.

Increased levels of intermittent generator partici@tion

6.160 The IMO states that economic and environmental fiteneill result from provisions in
the Market Rules that facilitate increased levélimtrmittent generatdf
participation.

6.161 In particular, the STEM is said to be essentigrwwth in the use of intermittent
generators. The ability to put all excess outptd the market and purchase additional
supplies in the event of a shortfall removes thedrte match generator output with
customer demand and allows participation in theketdry new operators without an
established customer base.

6.162 Other provisions in the Market Rules which encoartige use of intermittent
generation include:

» The reserve capacity obligation quantity is zeraritermittent generators.
Intermittent generators which participate in theNR&-e not under any obligation
to provide specific levels of generation, but ratimeist generate to the greatest
extent possible when required in real-time.

38 |ntermittent generators are generators which caacatrately predict their output level in advar@enerators
which rely on renewable energy sources such as, satad or landfill gas fall within this definitian
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= Intermittent generators are not required to sulmpérating plans with output
schedules. Accordingly, no financial penalties apbly for deviations from
planned output.

= |f registered as a non-scheduled generator, amiittent generator may be exempt
from the requirement to fund spinning reserve.

ACCC's view

6.163

6.164

6.165

6.166

6.167

The ACCC considers that increased levels of inteemi generator participation in the
market may result in greater competitive pressackthe potential for improved
efficiency in resource allocation. Environmentahbfts may also result from the
increased use of generators relying on renewabtaurees.

It is noted that the benefits claimed under thekdaRules in respect of the STEM are
also likely to result from the operation of the TBAegime. Participants currently have
the ability to trade energy through a balancingiseroffered by Western Power,
removing the need to match generator output wittaruer demand.

The ACCC considers that the ability of intermittgenerators to participate in the
RCM may encourage investment in this form of tedbgy. However, priority rules for
participation in the RCM may act to limit the atyilof intermittent generators to
procure capacity credits.

It is also noted that increased levels of intemnitiyeneration may create added costs
in balancing the network and providing appropriafeastructure to support it. The
Western Australian government has pursued higheidef intermittent generator
participation on the basis that these costs amgeghed by the public benefits. This is
a legitimate view of the balance of benefits, ia &CCC’s judgment.

Notwithstanding the above discussion, the ACCC iclams that the net result of the
Market Rules is to provide an environment condutivéhe participation of
intermittent generators in the wholesale elecirioiarket, with identifiable economic
and environmental benefits resulting.

Introducing a framework for new entry

6.168

6.169

The IMO submits that implementation of the Markedd® will encourage new entry
into the SWIS, particularly by intermittent generat DSM options and retailers.

The IMO claims that by removing the need to matadmrant by moment output with
demand, the existing TUAS arrangements have alrpaalyded some initial benefits
to intermittent generators. It states that:

The move to the full wholesale electricity markei tve a far more significant development and will
bring greater benefits’

It is submitted that a competitive wholesale markemplemented by the vertical
disaggregation of Western Power and the introdoaticthe networks access regime,
will provide greater incentives for entry by intettent generators.

37 IMO Submission, p.34

DETERMINATION 37 A91004, A91005, A91006



6.170

6.171

There are various provisions within the Market Ruiave the effect of placing DSM
options on a level playing field with generatiog.(CM) and networks (eg. Network
Control Services). The IMO submits that these miovis will encourage more users to
consider DSM options.

The IMO also submits that the introduction of a ¥esale electricity market will make
it easier for retailers to operate in the SWIShAiigh it concedes that the retail market
is distinct in operation from the wholesale markesygues that:

...the two markets are linked in the sense thatleztaare ‘market customers’ in the wholesale eilgtjr
. . . : 38
market and will have a commercial incentive to oféast cost options to contestable customers.

The IMO claims that compared with the current TU#&&ngements, the STEM and
related balancing service will better allow retesléo adjust their contract positions.

ACCC'’s View

6.172

6.173

6.174

6.175

In relation to the entry of intermittent generatorss unclear how the move to a
competitive wholesale market will represent a ffasre significant development’ than
that under the current TUAS arrangements. Inteemitjenerators will continue to
have an assured destination for their supply (aswuace of demand), albeit through a
competitive market rather than through Verve. Heheeprimary claimed benefit — to
remove the need to match output with demand intie@& — has been in essence
created by the TUAS arrangements. However, as skgclin the section ‘future with-
and-without test’, the TUAS arrangements cannotib@ed as a permanent and
sustainable solution to market entry and balantirtge SWIS.

Given that most intermittent generators have vewy$hort-run costs (ie. nil energy
costs), they are likely to bid low in order to eresdispatch whenever their output is
available. However to be viable in the long-runytheed to ensure recovery of usually
large capital (fixed) costs. It is therefore importthat the price that intermittent
generators receive for their output sold in the BT& sufficiently high so as to
encourage viable entry. The ACCC agrees thattitascombination of reforms
undertaken in the SWIS that is likely to encourage entry by intermittent
generators.

The ACCC agrees that the Market Rules provide eragmment to large users to
consider DSM options.

The ACCC agrees that although many retail actwitédl outside the realm of the
wholesale market, there are important connectiolstd the role of the retailers as the
wholesale purchaser of energy. This is discussedeabnder market definition
(section 6.6). The ability for retailers to betseljust for and manage risk through the
STEM may encourage new retailer entry. Howeve™®8E€C considers that the real
driver for new entry into the retail market is Iik¢o be further reductions in the
contestability thresholds.

Economic efficiency

% IMO Submission, p.35
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6.176 The IMO submits that the Market Rules provide pubkenefits related to the

6.177

promotion of productive, allocative and dynamida@éncy. They state that:

In addition to enhancing competition into the matke Market Rules provide incentives for existing
businesses and new entrants to minimise costsyat@and adopt new technolog|3e95.

The IMO submits that by providing auction and tenagmechanisms that reward
least cost production, the Market Rules provideg@ins in productive efficiency.
Further, allocative efficiency is achieved as erdeaprice signalling allows market
participants to observe prices that reflect the gaonomic cost of the good or service.
Finally, the IMO argues that dynamic efficiencyentives are enhanced through
provisions that allow DSM options to compete oe\&l playing field with generation
(particularly through the RCM).

ACCC'’s View

6.178

As discussed above, the ACCC agrees that the e$tadgnt of a more competitive
environment has the potential to encourage effayiagains, provided that new players
enter the market.

Security and reliability of supply

6.179

6.180

The IMO states that the processes involved in & Rvill ensure that sufficient
generation and demand side management capachgvgled to meet the energy needs
of the SWIS. Through the RCM, the IMO makes priavis for sufficient capacity to
serve the annual peak load expected to occur nog than once every ten years while
the largest generator is unavailable. Additiondhye Statement of Opportunities
Report, which provides ten year forecasts of gdimeradequacy, identifies
opportunities for investment in capacity.

The IMO also submits that the Market Rules proadeamework for the secure and
reliable supply of electricity in the SWIS, recaging the imperative to ensure that
supply equates to demand in real time.

ACCC'’s view
Reserve Capacity Mechanism

6.181

The ACCC considers that the introduction of the R@M reduce the potential for
shortages in generation capacity being experieimcéte SWIS compared to any likely
scenario where the RCM is absent. The RCM invohresesses which:

= reduce the risk of investment in additional capettitough a guarantee of a return
regardless of whether capacity is scheduled iretleegy market

= encourage the commitment of capacity well in adeasfche time in which it is
needed to meet expected energy demand and

= allow for capacity shortages to be overcome thralgirt-term contracts with
capacity providers.

%9 IMO Submission, p.36
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6.182 The extent to which the RCM operates to encouragéntroduction of additional
capacity and prevent capacity shortages in the SMll®e dependent upon:

= the accuracy of long-term energy demand forecattased by the IMO and

= the price offered for reserve capacity being sigficto make additional investment
commercially viable.

System operation and oversight

6.183 The ACCC considers that there is an appropriatedreork established in the Market
Rules for the secure and reliable supply of eleityrin the SWIS. Clearly defined
responsibilities are granted to specific marketipi@ants to achieve this goal:

= System Management is the main body responsiblerfsuring reliability of supply
over the short to medium term. It must operateptheer system within its
technical limits, coordinate planned outages, adyre adequate ancillary
services as a last resort. In addition, it is resfg@e for monitoring participants’
compliance with the Market Rules relating to netwsecurity and reliability.

= The IMO also has major responsibilities for ensyirieliability and security of
supply, through its operation of the STEM and R@Mig as provider of incentives
for DSM capacity. In addition, the IMO will coordite investigations into major
power system disturbances as reported by Systenadéament and other relevant
market participants.

6.184 Although the Market Rules provide a clear framewirkmaintaining a secure and
reliable supply of electricity, it is noted that#e functions will be undertaken in some
form by market participants regardless of whetherNlarket Rules are introduced.
Balancing and dispatch services under the TUASwegire carried out by Western
Power, with mechanisms in place for resolving indudisputes.

ACCC conclusion on public benefits

The ACCC is satisfied that the proposed Market Rale likely to result in the following public
benefits:

= increased competition in the production and suppkglectricity in the SWIS
= improved security and reliability of supply of decity in the SWIS

= environmental benefits from the take-up of renewariergy and DSM options.

Balance of public benefit and detriment
6.185 The ACCC may only grant authorisation if it is sé&d that, in all the circumstances,

the market rules are likely to result in a publenbfit that will outweigh any public
detriment.
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6.186 In the context of applying the net public benedittat section 90(&)of the Act, the
Tribunal commented that:

... something more than a negligible benefit is rezpibefore the power to grant authorisation can
be exercised*

6.187 The ACCC is satisfied that the proposed Wholes#deticity Market Rules are likely
to result in the following public benefits:

» increased competition in the production and suppkgiectricity in the SWIS
= improved security and reliability of supply of efiecity in the SWIS
= environmental benefits from the take-up of renewalergy and DSM options.

6.188 The ACCC is of the view that there are likely tolineited anti-competitive detriments
arising from the proposed arrangements. In padrictihe ACCC noted that the Market
Rules are designed to implement a potentially cditipe wholesale electricity market
in the SWIS where there is currently only limitezhgpetition and choice.

6.189 On balance, the ACCC is satisfied that the puldiediits likely to arise from the
proposed arrangements will outweigh the likely pubtetriments.

6.190 Accordingly, the ACCC proposes to grant authorggato applications A91004,
A91005 and A91006.

Length of authorisation

6.191 The ACCC generally considers it appropriate to gearthorisation for a limited period
of time, so as to allow an authorisation to beeeéd in the light of any changed
circumstances.

6.192 In this instance, the IMO seeks authorisation toyéars.

6.193 The ACCC considers that in view of the large scdlidhe endeavour being undertaken
in implementing the Market Rules, that a period ®fyears is appropriate for this
authorisation.

6.194 Therefore, the ACCC grants authorisation to theKdRules for a period of 15 years.

Variations to the Market Rules

6.195 The ACCC notes that any amendments to the MarkktsRluring the term of this
authorisation would not be covered by the authtidea

4% The test at 90(8) of the Act is in essence thatlact is likely to result in such a benefit to theblic that it
should be allowed to take place.

“l Re Application by Michael Jools, President of M8W Taxi Drivers Association [2006] ACompT 5 at
paragraph 22.
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7.

Determination

The application

7.1

7.2

7.3

7.4

On 29 June 2006 the IMO lodged applications fohaxsation A91004, A91005 and
A91006 with the Australian Competition and Consu@emmission (the ACCC).

Application for authorisation A91004 was made unsldy-section 88(1) of the Act for
the granting of an authorisation under that sulbisec

= to make a contract or arrangement, or arrive atralerstanding, where a provision
of the proposed contract, arrangement or understgnebuld be, or might be, an
exclusionary provision within the meaning of sectéb of the Act;

= to give effect to a provision of a contract, arramgnt or understanding where the
provision is, or may be, an exclusionary provisiathin the meaning of the section
45 of Act.

Application for authorisation A91005 was made unsldy-section 88(1) of the Act for
the granting of an authorisation under that sulbisec

= to make a contract or arrangement, or arrive atralerstanding, where a provision
of which would have the purpose, or would have ghihave the effect, of
substantially lessening competition within the megrof section 45 of the Act;

= to give effect to a provision of a contract, arramgnt or understanding where the
provision has the purpose, or has or may havefteeteof substantially lessening
competition within the meaning of section 45 of Awt.

Application for authorisation A91006 was made unsldy-section 88(8) of the Act for
the granting of an authorisation under that sulbsect

= to engage in conduct that constitutes or may doestine practice of exclusive
dealing within the meaning of section 47 of the.Act

The net public benefit test

7.5

7.6

For the reasons outlined in Chapter 6 of this defteation, the ACCC considers that in
all the circumstances the arrangements for whithaaisation is sought are likely to
result in a public benefit that would outweigh thetriment to the public constituted by
any lessening of competition arising from the ageanents.

The ACCC is satisfied that the arrangements foctvlauthorisation is sought are
likely to result in such a benefit to the publiatihe arrangements should be allowed
to take place.

Conduct for which the ACCC grants authorisation

1.7

Authorisation extends to market participants toagggin conduct pursuant to the
Market Rules for a period of 15 years followingstkietermination.
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7.8 Further, the authorisation is in respect of theRdaRules as it stands at the time
authorisation is granted. Any changes to the MaRkges during the term of the
authorisation would not be covered by the authtidea

7.9 This determination is made on 22 December 2006.

Interim authorisation

7.10 On 11 August 2006, the IMO requested interim ausiadion for conduct under the
Market Rules. The ACCC granted interim author@atn 22 September 2006.

7.11 Interim authorisation will remain in place untiktllate the ACCC's final determination
comes into effect.

Date authorisation comes into effect

7.12  This determination is made on 22 December 20060 Hpplication for review of the
determination is made to the Australian Competidioibunal (the Tribunal), it will
come into force on 12 January 2007. If an appboafor review is made to the
Tribunal, the determination will come into effect:

= where the application is not withdrawn — on the dayvhich the Tribunal makes a
determination on the review, or

= where the application is withdrawn — on the daywich the application is
withdrawn.
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