














of trading (PM). The RMCL arrangement therefore relies on the adequacy of the PM
to ensure that the prudential quality of the NEM is maintained.

The report provided an assessment showing that a RMCL, combined with the active
management of outstandings and extended credit provided a more efficient (relative
amount by which credit support is under-utilised) and effective (relative amount by
which credit support covers outstandings on average) outcome than the standard
MCL.

In summary, the RMCL provisions in the Rules are based on:

e replacing part of the bank guarantee under the standard MCL with a reduced
bank guarantee and cash payments into the SDA;

e reducing the extended credit (reduced trading limit), and total outstandings
(offsetting by cash payments into the SDA when trading limit is exceeded);
and

e aprudential margin in the event of a retailer default.

There is no other security for the cash payments (surety of payment issues discussed
for FOAs).

Similarly under a FOA, recommended by the Commission:

e part of the credit support under the standard MCL is replaced with a reduced
bank guarantee and cash payments into the SDA;

e the extended credit (trading limit) and total outstandings are reduced; and

e the prudential margin remains to meet trading amounts over the reaction
period in the event of a retailer default.

In addition, for FOAs the Commission, in its Draft Report, recommended:

e an additional prudential margin (in addition to that which would apply
under RMCL);

e variation margin payments based on the futures margins with a spot price
floor (which requires margins to be paid when futures prices exceed the FLP,
rather that when the trading limit is exceeded as is the case for FOA); and

e a power of attorney over amounts in the Client Segregated Account with the
SFECP.

These additional measures were a result of the Commission’s (and stakeholders’)
concerns that secured credit was being ‘replaced” by unsecured credit. However,
after reconsidering the benchmark for the prudential quality and the assumptions
underpinning it, in particular the reduction in extended credit, the Commission
considers that all of the additional measures recommended are not necessary to
maintain the prudential quality at the level of the RMCL.
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Prudential quality of NEM under FOA when compared to RMCL

PwC compared the TL under RMCL with the combined TL and VMP requirements
under the proposed VMP formula. The result for NSW from 2005 to 2009 is
presented in Figure 5.3 below.

Figure 5.3 - Trading limits under RMCL and FOA (NSW)

Adequacy of Margin - FOA and RMCL (NSW)
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The assessment for South Australia, which has had more frequent high price events
is provided below.

Figure 5.4 - Comparative security under FOAs and RMCL (SA)

Adequacy of Margin - FOA and RMCL (SA)
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The FLP line corresponds to the TL under a FOA. The analysis for NSW shows that
during the high price events (mid 2007 and November 2008) a FOA would have
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provided better prudential cover than the TL under RMCL. The reduction in the
credit support under a FOA occurred in periods following high spot price events in
the NEM (October 2007 to October 2008) because of the use of historical prices in
determination of the MCL.

The analysis for South Australia shows that the only time that a FOA would have
resulted in a lower prudential quality compared to RMCL (considering the level of
outstandings) was around March 2009. At other times the difference between the
FOA and RMCL is marginal (if the effect in the MCL calculation arising from the use
of historical prices is discounted). The figure also shows that the futures prices (FLP)
is a better indicator of future spot prices (except for March 2009).

Similar assessment for other regions are available in the PwC final report in figures
7.3.2w to 7.3.2x.

The figures show that the benefits under a FOA are more significant when the
current MCL methodology appears to overestimate the MCL/RMCL due to its
historical basis for calculation (higher MCL following high spot prices). Refer to the
12 month period from October 2007 for NSW and October 2008 for South Australia.

Adequacy of prudential margins under FOAs

AEMO and seed/Taylor Fry consider that the Commission’s recommendation on the
additional PM needs to be tested for performance in preventing loss in the event of
default.

The Commission considers that tests to establish a PM that would meet the
‘reasonable worst case’ trading amounts (or other appropriate target) over the
reaction period would improve the prudential framework in the NEM. The
Commission notes that some stakeholders have expressed concern that the current
PM may not be adequate for the trading amounts accrued over the reaction period.
The adequacy of the PM will have impact on the prudential quality of the NEM both
under the current RMCL and the proposed FOA.

The Commission recommends that the adequacy of the existing prudential margin be
assessed as part of AEMO’s review of the existing NEM prudential framework and
confirmed as adequate prior to the implementation of FOAs.

Power of attorney as a means to increase surety of payment

Stakeholders have raised concerns that the Power of Attorney proposed by the
Commission would not mitigate FOA termination risk. d-cyphaTrade considers that
the requirement of a Power of Authority appears to be a form of competitive
discrimination against FOAs, when compared to reallocations.

The Commission was advised by AAR that the risk of non-payment or short-
payment of amounts due to AEMO would be reduced if a power of attorney is
complemented with AEMO obtaining a direction or charge over the amounts held in
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the CSA by the SFECP. The Commission was also advised that such an arrangement
would be complex and could significantly diminish the value of FOAs.118 The
Commission’s draft recommendation for a power of attorney was intended to
complement the other risk mitigation measures and was not a standalone measure.

The Commission considers that an adequate PM combined with an effective daily
motoring regime means that the power of attorney is not necessary to meet the
prudential quality benchmark as established by RMCL.

The Commission has therefore removed the recommendation requiring retailers to
provide a power of attorney over amounts held in the Client Segregated Account
with the SFECPs.

In addition to the mitigation measures described above, FOAs have certain
advantages over a RMCL arrangement and can contribute to an improvement in the
prudential quality of the NEM. These are discussed below.

Change to the variation margin formula means there is likely to be amounts in the
SDA in excess of that required to meet outstandings

The Commission, in its Draft Report, recommended a change to the variation margin
formula to ‘capture” margins expected under the futures contracts earlier (futures
market’s anticipation of spot price movements) and in full (all margins arising under
contracts subject to FOA).

Figure 5.5 shows that margins that would be payable to AEMO under the formula
recommended by the Commission (purple line).

Figure 5.5: Variation margin payments in SDA with AEMO (NSW)
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118 AAR legal advice, 2009, section 9.
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The purple line in this figure represents, according to PwC, the funds received from
the SFE CP for the futures positions which should be available to make variation
margin payments to AEMO. The following figure shows the margin payments in
more detail.

Figure 5.6 - Futures margin payment into SDA with AEMO
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The figure shows that leading into the high price events of April 2007 and after April
2008, AEMO would have held amounts in the SDA in excess of retailers’
outstandings. Further, these funds would have been paid into the SDA in
‘anticipation of the high price event’. This would have resulted in an improvement
in prudential quality compared to a RMCL.119

Figure 5.7 shows the same effect for South Australia.

119 Figures 7.3.2p and 7.3.2r of the PwC report shows this effect for Queensland and Victoria.
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Figure 5.7: Variation margin payments in SDA with AEMO (SA)

Adequacy of Margins - FOA (SA)
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FOAs are backed by variation margins from futures markets

There is no requirement that the SDA payments required under a RMCL be backed
by a hedge or other arrangements (i.e. to provide surety of payment). It is likely that
prudent retailers would manage NEM exposure adequately and would have hedge
contracts in place or other source of funds to meet margin calls.

A FOA on the other hand is based on a futures contract being in place. The flow of
margin payments under the futures contract is expected to fund VMPs to AEMO but
they may not be fully funded or may be netted off against other futures contract
positions.

PwC provided analysis that showed that there were some instances of unfunded
VMPs and therefore some risk to the NEM spot pool. PwC also advised that to
assess the increased risk these unfunded variations margins create, the frequency
and magnitude of variation margins call should be compared to the risk currently
accepted by the NEM spot pool with the lowest level of prudential support, the
RMCL. Figure 5.8 provides the assessment of variation margin requirements under
RMCL compared to futures margin shortfalls under a FOA for NSW.

A FOA reduces the amount and frequency of potential unfunded variation margin
payments to AEMO. The extent to which this is unfunded under RMCL is not
known. If retailers have futures contracts in place it would be the same, and if they
are unhedged than the whole amount would be unfunded.
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A FOA provides transparency in the funding of NEM margins and can contribute to
reducing the risk to the NEM as compared a RMCL120,

Figure 5.8 - Comparison of unfunded margins under FOA to margin requirements
under RMCL

Unfunded Margin Calls - FOA and RMCL (NSW)
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New SFE risks are potentially unmanageable and expose the NEM to retailers
carrying the highest levels of risk

LYMMCO contends that FOAs expose NEM participants to a range of SFE risks that
are new to NEM participants and potentially unmanageable and could create
additional exposure to the credit quality of those retailers carrying the highest levels
of risk.

Except for the decision on whether a Market Participant is to provide credit support
or not (that is, whether it meets acceptable credit criteria), the NEM prudential
framework does not differentiate between the level of risk (credit rating) of different
Market Participants. The MCL is established for all participants and availability of
the RMCL and offset arrangements are not based on participant risk.

The Commission has maintained this approach and has examined the potential to
reduce costs to participants without materially reducing the prudential quality of the
NEM. The analysis undertaken has examined FOAs against the RMCL.

120 Figures 7.3.2y to 7.3.2aa provide this comparison for other regions with similar
results.
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Misuse of FOAs

Concerns have been raised that the FOAs may be misused, in particular by
‘engineering’ a low FLP to reduce the level of credit support.

As outlined in the FOA model, the FLP will be the settlement price published by the
SFE on the day the FOA is published. The FLP is based on a transparent, centrally
cleared and supervised futures market.

The FLP is the futures market’s expectation on spot prices for the relevant quarter.
An review of figures 4.4.1.i and 7.3.2.v to 7.3.2.x in the PwC final report shows that
the FLP generally reflects the NEM outstandings with some exceptions.

The Commission has also recommended:
e preconditions on the level of open interest futures contracts for FOAs; and

e that AEMO should review futures prices against spot prices periodically to
establish that there is no material divergence between the two when making
decisions on whether or not to continue to accept FOAs in a region.

NEM wide costs instead of costs to retailers

Consistent with the development of reallocation arrangements that are in place and
proposed, FOAs are designed to reduce costs to Market Participants where there is a
hedge in place. It is not intended that FOAs replace or change the current hedging
practices of participants.

The Commission notes that the availability of benefits under FOAs may increase the
use of futures contracts for hedging. The extent to which this occurs would depend
on the competitiveness of alternative hedge instruments, such as OTC contracts and
the comparative cost of alternative security.

The introduction of FOAs would not compel generators to participate in the futures
market. They can continue to offer bi-lateral arrangements.

The benefit of FOAs is that it can reduce prudential costs, increase competition in
provision of security and potentially increase competition among hedge instruments.

Impact on generators’ creditworthiness and costs

As discussed above, the Commission does not believe that the introduction of FOAs,
in accordance with the Commission’s recommendations, would result in a material
reduction in the prudential quality of the NEM as such FOAs should not impact on
the creditworthiness of generators.
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5.1.5 Load profile risk for load under FOAs

This section relates to the fact that Market Participants will register FOAs based on
base load futures contracts resulting in load profiles that are different from their
expected load profile, the associated risks and the processes to manage those risks.

Final recommendation

The Commission recommends that AEMO amend the Credit Limits Methodology to
set out the procedures it would apply to mitigate the load profile risks when
assessing requests to register FOAs.

Reasoning for final recommendation

PwC examined the processes for the management of load profile risks for offset
arrangements as requested by the AEMC.

In relation to load balancing risks for FOAs, PwC recommends that;

“load balancing risk is unique to a NEM participant and is appropriate to be handled
through the AEMO MCL load assessment processes rather than through the use of a generic
FOA discounting Beta factor. The risk can be best addressed by AEMO adjusting the

unhedged volume in the calculation of the MCL."121

The FOAs are to be based on base load futures contracts. AEMO would need to
develop new processes to assess the base load profile for load under the FOA against
that of the Market Participant’s forecast load profile. If the load profiles do not
match, then AEMO'’s processes would need to ensure that the reduction to the MCL
is adjusted to reflect the risk associated with the profile of the remainder of the
Market Participant’s forecast load. If the Market Participant’s estimated load profile
matches that under the FOA, the Market Participant would benefit from the full
reduction.

AEMO agrees that changes could be made to the MCL process to consider issues
associated with varying load shapes and hedging instruments.1?2 In its submission
on the Draft Report, AEMO agrees that there is a need to address load profile risk
and proposes to amend its Credit Limits Methodology.123

To ensure that load profile risks are mitigated, the Commission recommends that
AEMO amend the Credits Limits Methodology to set out the procedures it would
apply to mitigate the load profile risks when assessing requests to register FOAs.

121 pwC final report, February 2010, p.55.
122 AEMO submission on PWC draft report, 6 November 2009, section 1.9, p. 7.
123 AEMO submission to Draft Report, 30 April 2010, Item 6, pp. 6-7.
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5.1.6 FOAs and fundamental change to markets

This section relates to AEMO’s obligations with respect to registering FOAs in the
event of fundamental changes to markets.

Final recommendation

The Commission recommends that AEMO'’s initial procedures for FOAs require a
baseline open interest level of over 1000 contracts for a spot month in a NEM region,
as a precondition for registration of FOAs in respect of that region.

In addition, the Commission recommends that AEMO undertake a review of the
relationship between futures prices and spot prices as part of the review of its MCL
methodology to ensure the risk of divergence in spot and futures prices is not
material.

Reasoning for final recommendation

PwC recommends that AEMC should consider including the right to terminate a
FOA in the event a NEM participant has been found to have breached the conditions
of the FOA in an audit or in the event of a fundamental change to the market pricing
or structure of a futures contract.124

With respect to FOA, this could include circumstances where there is no or limited
trade in futures contracts. It is possible that the ‘correlation” between futures prices
and electricity spot prices may diverge materially making the premise that futures
margin would support FOAs invalid.

In its Draft Report, the Commission therefore recommended an amendment to the
Rules to include a provision that permits AEMO to not register offset arrangements
in the NEM in the event of, in AEMO's reasonable opinion, a fundamental change to
market circumstances that may have a material impact on the prudential quality in
the NEM. The Commission suggested that AEMO provide advance notice, at the
latest, at the time AEMO determines the MCL requirements for future periods.

In its submission to the Draft Report, AEMO reserved comment until the specific
wording of the Rule is published for consultation. However, AEMO would like to
ensure that any Rule contain clear set of guidelines for AEMO to exercise its
discretion.

The Commission did not contemplate providing additional guidance for this
discretion other than considerations on the impact on the prudential quality. The
Commission noted that the absence of a futures market or sufficient liquidity in
futures market, and the potential impact of a CPRS on the market, may be some
reasons for the exercise of such discretion.

In light of AEMO’s concerns, the Commission recommends that AEMO’s initial
procedures for a FOA require a region to have a baseline open interest level of over

124 py,C final report, February 2010, p.85.
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1000 contracts for a spot month, as a precondition for registration of FOAs (as
suggested by PwCl25). In addition, the Commission recommends that AEMO
undertake a review of the relationship between futures prices and spot prices as part
of the review of its MCL methodology to ensure that the risk of divergence is not
material.

The Commission considers that AEMO’s consultation on the procedures for the
offset arrangements would be an appropriate process to further define the
guidelines.

5.1.7 Variation margin payments to meet retailers outstandings in the NEM

This section deals with the assessment of VMPs to meet the difference between a
retailer’s outstandings and the credit support provided, based on the FLP, for the
volume of energy under a FOA.

Analysis is based on a base load futures contract for the relevant region. Noting that
load profiling risks are addressed at the time the FOA is registered, all assessment
that follows is based on base load futures price and the time-weighted RRP.

Final recommendation

The Commission recommends that the Variation Margin Payment (VMP) formula
proposed by PwC be amended to that originally proposed by the Working Group, in
light of advantages from that approach and to accommodate the spot price floor
recommended by PwC as a separate adjustment.

The Commission recommends that the FOA model (FOA model 2 with amendments
proposed by PwC) be further be amended to apply an additional test when returning
the VMPs held in the SDA following a futures price fall, to ensure that a retailer’s
outstandings for energy under a FOA does not exceed the amounts held under the
FLP credit support plus any balance remaining in the SDA (this test is to apply in
addition to the test that the retailer’s total outstandings is less than its TL).

Reasoning for final recommendation

The approach adopted by PwC for the assessment of systemic risk of the failure of
futures prices to track spot prices was to back-test the relationship of spot and
futures prices over time. This allowed for the actual relationship between the spot
and futures prices to be tested and for actual stress test periods over time (such as
July 2007) to be considered in the assessment.

PwC’s review of historic spot and futures prices for each of the traded markets has
not identified any systemic pricing risk in the difference between spot and futures

125 pw( final report, February 2010, p.61 where PwC notes that a key determinant of a liquid futures
market is the number of open interest contracts and suggests a threshold of 1000 contracts when
using futures prices for MCL calculation.
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pricing which could be addressed appropriately with a beta factor, as proposed in
the working examples of the FOA models. PwC’s review has, however, identified
days where FLP MCL coverage and accumulated SDA funds will be less than the
value of energy consumed under the FOA by the retailer.

PwC recommends that the risks associated with a mismatch between margins from
futures positions and that required to meet NEM outstandings can be best addressed
by placing a floor on the value of the SDA account equal to the accumulating spot
price over the outstandings and accumulating outstandings period. This will ensure,
at a minimum, that there are always sufficient funds in the SDA account to cover
accumulating and existing outstandings of the retailer and help to protect the
prudential quality of the NEM.126

PwC also recommends a scaling factor be applied to adjust for the differences
between MCL reduction periods and the futures contract periods.

AEMO notes that PwC addresses a risk that the futures price may not correlate to the
spot price by introducing a floor in the VMP, through an accumulating spot price
term in the formulation of the PwC Model. This has the effect of creating a cash flow
in cases where the spot price has increased but the futures price is unchanged.
AEMO is concerned that the alternative margin formula proposed by PwC lacks
transparency with respect to the sources of cash for funding the VMP.127

AEMO states that reviewing this approach, it would appear that scenarios can exist
where the cash flow required under the VMP may exceed the funds provided by the
futures margin payment. This suggests that the retailer would need to fund this
independent of the FOA. Consequently this cash flow is no different to a voluntary
SDA used to preserve the prudential margin, and is an unfunded cash flow.

AEMO further notes that the discounting of the margin payments (to 39%) based on
the ratio proposed appears to mis-understand how the margin payments are
generated. AEMO states that the underlying principle was that full margin payment
would usually correlate to the change in NEM outstandings spot price on that day
and hence should not be scaled.128

In its final report, PwC has provided an analysis that compares the variation margin
formula proposed by PwC to the original formula proposed by the Working Group.
Figure 5.9 illustrates the comparison for NSW.

The graph for the period April 08 onwards has been magnified in figure 5.10 to show
the comparison more clearly.

The pale blue line shows the variation margin amounts payable to AEMO under
PwC’s proposed margin formula. The purple line shows margin payments under
the original formula proposed by the Working Group. The dark blue line shows the
notional futures margin component under PwC’s proposed formula.

126 ipid, p.55.
127 AEMO submission on PwC’s draft report, 6 November 2009, section 4.3, p.20.
128 AEMO submission on PwC’s draft report, 6 November 2009, section 1.6, p.5
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Figure 5.9 - Comparison of variation margin formulas for NSW.
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Source: PwC final report

The graph shows that the original formula (purple line) approximates the margin
payments required in the NEM. It also captures the futures market’s anticipation of
spot price movements earlier, and could help mitigate termination risk.

Figure 5.10 - Comparison of PwC margin formula to original formula
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PwC has provided additional analysis that shows the AEMO margin requirements
based on the proposed formula and the ‘unfunded” components. It shows that there
are some instances where margins are ‘unfunded” by futures margins.

Another factor that needs to be considered is that a FOA can be lodged up to 90 days
prior to the start of the relevant calendar quarter to which the FOA applies. The
application of the spot price floor (35 day accumulating spot price) for a period that
is unrelated to the relevant quarter may also be problematic. Retailers who register a
FOA would need to make variation margin payments based on spot prices for the
prior quarter which could result in margin calls by AEMO that are not funded. If the
spot price floor is not used in this lead up period, then PwC’s margin formula would
only capture 39% of the futures margins that would be required in expectation of
increases in spot prices increases over the relevant quarter.

The adjustment for the MCL reduction periods and the futures contract periods,
insofar as futures margins are concerned, does not appear to be necessary in light of
PwC’s assessment on the relationship between daily spot price movements and
futures prices movements (about 1/90t of daily spot).1?? The price relationships
appear to reflect the difference in NEM credit period and futures quarters. It is the
manner in which the accumulating spot price is incorporated in the variation margin
formula proposed by PwC that has resulted in the need for the adjustment.

The Commission sees merit in using the original variation margin formula proposed
under working example FOA model 2, with a separate spot price floor for the
following reasons:

e it is consistent with the design of a FOA where the futures contracts are
expected to deliver sufficient margins to meet spot price movements, and the
spot price floor should only apply occasionally when there is a disconnect
between futures and spot prices;

e it ensures transparency as to the source of funds for VMP and could provide
information on the liquidity of the futures market and signals for potential
financial stress on retailers where futures margins fall well short of AEMO's
requirements;

e captures the anticipatory element in futures prices which occurs only in
circumstances where the futures market anticipates high spot prices, and
could assist with the mitigation of termination risk;

e can be applied irrespective of when a FOA is lodged, as it would be based on
the futures price expectations for the relevant FOA period and spot price
floor in that period; and

e should not result is a significant burden on retailers in terms of sourcing cash
to ‘fund’ the margin payments as the cash amounts should be available from
their futures positions and would be returned to the retailer when futures
price falls.

129 pwC final report, February 2010 p. 34.
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The Commission considers that the original formula proposed by the Working
Group could be amended to include a spot price floor and achieve similar outcomes
to that proposed by PwC.

AEMO supports a VMP recommended in the Draft Report that provides a spot price
floor as a sensible approach. It notes an inconsistency with the policy intent and the
derivation of the formula and recommends an amendment to the formula and
definition. AEMO also supports the additional test prior to reset. AEMO observes
that operational details would require refinement within the parameters intended by
the framework for FOAs in the Commission’s Draft Report.130

The Commission has taken into account AEMO ‘s comments and amended the VMP
formula as follows:

Variation Margin Payment [VMP] = Max[(DSPt - Max [FLP, DSPh]) x FQ, 0] + B
Where:

DSPh = previous highest daily settlement price for futures contract since Effective
Date during the NEM outstanding period, or, if it has been reset that rest value;

DSPt = official daily future contracts settlement price as the close of business
immediately prior to the calculation day;

FQ = quantity of futures contracts x energy covered under each futures contract;
and

FLP = Futures Lodgement Price.

The first part of the formula is that proposed in the working example FOA model 2.

The second element (B, is the spot price floor to adjust for any shortfall) could be as
follows:

B=
Max[OSfoa: - ((E2 x FLP x 35 x LF x (1+GST) + SDAfoa): + Max[(DSPt - Max (FLP,
DSPh]) x FQ, 0]), 0]

Where:

OSfoa; = outstandings for energy under FOA immediately prior to calculation day,
and

E2 = Energy subject to FOA

FLP = Futures Lodgement Price

LF = loss factor

130 AEMO submission to Draft Report, 30 April 2010, Item 16, p. 10.
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SDAfoa = Accumulated margin payments into the SDA under the FOA at close of
business immediately prior to calculation day

DSPh = previous highest daily settlement price for futures contract since Effective
Date during the NEM outstanding period, or, if it has been reset, the reset value

DSPt = official daily futures contract settlement price as at close of business
immediately prior to calculation day

FQ = Quantity of futures contracts x energy covered under each FOA futures
contract

B would only commence from the start of the FOA period and will be zero when the
outstandings for energy under the FOA is less than the FLP bank guarantee and the
amounts in the SDA.

The Commission notes that the formula proposed by PwC ensures sufficient security
for the NEM, however the original formula provides some additional advantages
without any apparent disadvantages.

The Commission therefore recommends that the variation margin formula originally
proposed for FOA model 2 be retained and extended to include the spot price floor
in the manner described above.

The Commission also notes a further concern expressed by AEMO that the proposed
FOA model provides the ability for the retailer to “reset” the price, and effectively
retrieve excess margins payments.13l The provision in relation to the return of
‘excess’” margins following a futures price reduction could result in FOA margin
payments being returned even though this would result in the outstandings for the
energy under the FOA being greater than amounts held in as FLP credit support and
FOA margin payments into the SDA. This is because the test for return of margins
under the proposed FOA model is the retailer’s total trading limit against its total
outstandings. This could reduce the prudential buffer held against the rest of a
retailer’s portfolio.

To address this concern, the Commission recommends that an additional test be
applied prior to the return of FOA margin payments in the SDA. This test would
require that the amounts for FOA credit support including amounts in the SDA
arising from VMPs, on the day prior to the calculation day, must be greater than or
equal to the retailer’s outstandings for energy under a FOA.

It is possible that the spot price may lag a fall in futures prices and the return of
margins paid to AEMO may become constrained by this test. The Commission
recommends that, where a margin reset becomes available, that AEMO, as part of its
FOA procedures, continue to apply this test until the reset amounts have been
returned to the retailer.

The model has been appropriately amended to reflect this requirement.

131 AEMO submission on PwC’s draft report, 6 November 2009, section 9.2, p.45.
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5.1.8 AEMO'’s ability to terminate FOA

This section outlines the Commissions recommendations and reasoning on AEMO’s
ability FOAs in the event a Market Participant does note meet the terms and
conditions of the arrangements.

Final recommendation

The Commission recommends that Rules in relation to FOAs should provide AEMO
with the discretion to terminate a FOA if a retailer breaches the terms of the FOA.

Reasoning for the final recommendation

PwC states that AEMO has the right to perform random audits on any contracts or
future positions covered by the FOA. PwC has identified penalties that could be
imposed on a NEM Participant who is found to have provided false information or
failed to provide information on a timely basis.

PwC recommends that the AEMC should consider the inclusion of each of the
following penalties in the event a NEM participant breaches the terms of the FOA:

e AEMO closing out all other FOA positions (and the requirement to provide
additional security to the AEMO in line with the change in positions);

e A ban from registering any further FOA agreements for a specified period of
time; and / or

e A fixed financial penalty for breach.132

In its submission on the Commission’s draft recommendation that AEMO should
have the discretion to terminate a FOA in the event of a breach of the terms and
conditions of the FOA, Macquarie Generation considers that there are inadequate
penalties for failure to comply with terms and conditions of a FOA. Macquarie
Generation believes that all FOA positions should be terminated in the event of a
breach.133

The Commission contemplates that the termination provisions for FOAs would be
similar to those that apply for reallocation arrangements under clause 3.15.11(f) of
the Rules. The Commission has therefore amended its recommendation to reflect
this intent and to address the concerns above.

Failure to comply with the terms and conditions of a FOA would mean that the
prudential requirements under the Rules (3.15.11(f)) are not satisfied. AEMO has
discretion to take action under the Rules in such circumstances that could result in
termination of all offset arrangements and initiation of default procedures.

132 pyC final report, February 2010, p.56.
133 Macquarie Generation submission on the Commission’s Draft Report, 2 May 2010, p. 2.
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The Commission recommends that Rules in relation to FOAs provide AEMO with
the discretion to terminate FOAs, and if required all offset arrangements, if a retailer
breaches the terms and conditions of a FOA.

The Commission also recommends that it be a requirement in the Rules that offset
arrangements be underpinned by hedge arrangements (refer to section 5.1.2) and that
the MCE consider making this requirement a civil penalty provision. This would
ensure that the AER can monitor and enforce compliance with this obligation.

The Commission considers that these measures should be sufficient to manage
default risk and therefore does not propose any further penalties for failure.

5.1.9 Call notice and default notice under FOA

This section outlines the Commission’s recommendations and reasoning on changes
to the call and default notice times under the Rules.

Final recommendation

The Commission recommends that Rules be amended to permit AEMO to issue a call
notice by 1.00 pm, and for that call notice for the purposes of issuing the default
notice, to be taken as being issued on the same business day.

Reasoning for the final recommendation

Under clause 3.3.13(b) of the Rules, if a call notice is issued after 12.00 noon, that
notice is deemed to have been given on the next business day. To accommodate
possible delays under the SFE processes in relation to access to margins arising
under futures contracts for the purposes of making VMPs to AEMO, the FOA
procedures have been drafted to delay the issue of call notices to 1.00 pm (instead of
12 noon as is the case at present to meet the same business day requirement).

However in doing so, it is intended that the Market Participant will respond to call
notices on the current timeline under clause 3.3.13 of the Rules. That is, by 11.00 am
the next day, the participant would need to take action to rectify any breaches. The
default process would commence after that time, if required.

This requirement is detailed in section 6.6.4 of the proposed FOA model in Appendix
B.

If the Rules are not changed as requested above, then the response to the call notice
would occur two days after the issue and would increase risk to the NEM.

The Commission therefore recommends that the Rules be amended to allow the issue
of a call notice by 1.00 pm and for the rest of the default procedures to remain as per
the current arrangements. The Commission also recommends that this changed
timetable apply for the purposes of all call notices, not only to those relevant for
VMPs under FOAs.
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5.1.10 AEMO to make procedures for FOAs

This section outlines the Commission’s recommendations and reasoning on the
requirements for AEMO to establish procedures for the implementation of FOAs.

Final recommendation

The Commission recommends that the Rules require AEMO, in accordance with the
Rules consultation procedures, to develop FOA procedures and the initial
procedures be developed by a date set out in the Rules.

Reasoning for the final recommendation

The Commission considers that the provisions that relate to substantive rights and
obligations and that have a material impact on the NEM and Market Participants
should be made as Rules. The technical and operational detail, such as day-to-day
operating procedures for offset arrangements, should be contained in AEMO'’s
procedures.

This would allow maximum flexibility to AEMO and Market Participants in the
design and implementation of procedures for offset arrangements whilst ensuring
the there is appropriate regulatory basis and oversight for the substantive provisions.

The recommendations on Rules and procedures in the Commission’s Draft Report
were provided on this basis. In relation to FOAs, the Commission proposed that the
enabling provisions be made as Rules. The Rules would require AEMO to develop
and publish FOA procedures, in accordance with the Rules consultation procedures,
that reflect the recommendations of this Review and AEMO’s operational
considerations.

There have been no stakeholder objections to the above approach proposed in the
Draft Report. The Commission therefore recommends that AEMO, in accordance
with the Rules consultation procedures develop and implement procedures for FOAs
that reflect the Commission’s recommendations and the features of the proposed
FOA model provided in appendix B subject to amendments following:

e AEMO'’s re-assessment of the FOA following its review of the prudential
framework; and

e operational and implementation considerations as part of development of
detailed Rules and procedures.
5.1.11 Timing of implementation of FOAs

This section outlines the Commission’s recommendations and reasoning on the
timing for the implementation of FOAs.
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Final recommendations

The Commission recommends that the implementation of FOAs be delayed until
AEMO has completed its review of the NEM prudential framework. Further, the
Commission recommends that prior to implementing the Commission’s
recommendations on FOAs, AEMO should:

« establish a prudential margin for the NEM prudential regime that meets the
reasonable worst case performance target (or other appropriately established
performance target) for trading amounts over the reaction period;

o re-assess the benefits and the prudential quality of the NEM under FOAs
against any changes to the MCL methodology arising from AEMO’s review of
the prudential framework; and

e if still appropriate, integrate FOAs in the NEM prudential framework in
accordance with the Commission’s recommendations with necessary
amendments following AEMO’s review, through a Rule change proposal
from AEMO to the Commission.

The proposed delay would apply to all recommendations in this section 5.1 with the
exception of the proposed changes to timing of call and default notices in section
5.1.9.

Reasoning for the final recommendations

The Commission’s recommendation on the timing for the implementation of FOAs is
based on the following concerns raised by stakeholders;

e current PM is not adequate to support FOAs;

e the benchmark used to test prudential quality of the NEM (RMCL) is not
appropriate; and

e the benefits under FOAs may not justify the costs and complexity.

Stakeholder submissions on the Commission’s Draft Report

The NGF considers that it is not clear that the FOA product would be attractive to
retailers because the administrative overheads involved in the FOA are high relative
to the credit support reduction available. NGF considers that FOAs will introduce
additional risk to pool creditors, with marginal benefit to pool debtors, and hence
will not enhance the NEO.134

134 NIGF submission to Draft Report, 30 April 2010, p. 4.
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LYMMCO considers that FOAs represent large administrative costs with a modest
benefit in the reductions of credit support available, which is unlikely to be beneficial
to retailers as was originally conceived.13

sTF notes AEMC’s conclusion that FOAs present only a marginal benefit to retailers
depending on the quarters modelled when considered against the RMCL. It argues
that if the reduction in the prudential quality of the NEM has the potential to be
significant and the benefits to retailers small, then in their view, the proposal fails the
NEO test.136

Origin Energy considers that the complexity and associated costs may make the
FOAs a less attractive offset options for retailers. If few retailers are likely to use the
mechanism due to its limited benefits and added complexity, it becomes unclear
whether the FOA proposal could ultimately deliver sufficient benefits to promote the
NEO.137

AEMO notes that the implementation and ongoing operation of the FOAs is
complex. AEMO is concerned that in developing remedies to identified problems,
there may be an increase in the complexity (of FOAs). It recommends that the
Commission evaluate overall costs and benefits to confirm whether it meets the
NEO.138

Commission’s considerations of issues raised in stakeholder submissions

The Commission notes that AEMO would need to make system changes to
implement FOAs and that there will be ongoing administration costs associated with
the daily margin calculations and monitoring processes.

There would also be administrative costs for participants who register FOAs and
could include costs associated with making any unfunded margin payments (which
could be more than under the RMCL), although analysis provided by PwC indicates
that this should not occur often.

The benefits of FOAs include the reduction in costs of a bank guarantee, an
alternative offset mechanism that competes with the existing forms of offsets and
alternative forms of security, freeing up of collateral that may be required as security
and transparent and forward looking basis for establishing the security requirements
in the NEM.

The PwC report notes these and other benefits associated with FOAs.

135 LYMMCO submission to Draft Report, 30 April 2010, p. 2.
136 $TF submission to Draft Report, 30 April 2010, p. 2.

137 OF submission to Draft Report, 30 April 2010, p. 2.

138 AEMO submission to Draft Report, 30 April 2010, p. 1.
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The Commission supplemented PwC’s analysis by assessing the benefits of FOAs
against the RMCL. The benefits are significantly lower than PwC’s analysis which
assessed benefits against the standard MCL.

Table 5.1 provides the Commission’s analysis of the reduction in MCL under a FOA
against the RMCL, based on actual market conditions in 2009.139 The table shows the
reduction in credit support, by region, over four quarters of 2009 based on a 25%
take-up of the FOA model proposed in this Final Report. In NSW there would not
have been any reduction to credit support requirements over four quarters of 2009.
In Queensland, there would have been a benefit only in quarter 2 of 2009.

Security requirements would have been reduced by $40-50M in South Australia (SA)
and in Victoria. This is based on the view that retailers would not change the level of
credit support every quarter, but base it on the maximum required over a 12 month
period. Hence for SA, the credit support would have set at $258M in aggregate.

Table 5.1 - Changes to credit support requirements

Reduction in RMCL with 25% of load under FOA ($M)
NSW - 2009

Q1 Q2 Q3 Q4
RMCL 100% 455 397 473 381
RMCL 75% + FOA 25% 455 397 473 381
Reduction in credit support 0 0 0 0
SA - 2009

Q1 Q2 Q3 Q4
RMCL 100% 259 299 249 215
RMCL 75% + FOA 25% 251 258 219 193
Reduction in credit support 8 41 31 23
Qld - 2009

Q1 Q2 Q3 Q4
RMCL 100% 509 414 181 175
RMCL 75% + FOA 25% 509 390 181 175
Reduction in credit support 0 23 0 0
Vic - 2009

Q1 Q2 Q3 Q4
RMCL 100% 200 574 542 504
RMCL 75% + FOA 25% 200 522 489 454
Reduction in credit support 0 52 53 50

Based on a 2% - 4% range for cost of bank guarantees, the savings from reduction in
cost of bank guarantees alone, would be around $2M to $4M for SA and Victoria
combined.

The savings in costs of providing bank guarantees alone, is likely to outweigh the
implementation and administration costs of FOAs. This benefit is based on the view

139 Note that this is an indicative assessment only based on the PM under the current prudential
framework, and does take into account the effect of loss factors, GST and inter-regional adjustments
or any sunk costs such as initial margins or fees associated with futures contracts.
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that the prudential quality of the NEM is not materially reduced under the FOA
recommended by the Commission.

Issues with the above cost benefit analysis

The RMCL provisions of the Rules largely capture the MCL reduction benefits that
would arise under FOAs, except in MCL periods following high spot prices. Any
change to the current MCL methodology would significantly reduce the FOA
benefits.

Analysis by PwC in figure 5.11 shows that the main benefits of reduction in the level
of security under a FOA arise following a high price events in the NEM (refer to
April 2008 and April 2009 periods for SA in figure 1 below). Since there were no
high price events leading up to the four quarters of 2009 for NSW (2008 period in
figure 5.3), there was no reduction in security requirements. The benefits under FOA
arise because the current MCL methodology uses 12 months of historical prices
which results in a higher level of MCL in forward MCL periods.

In the draft report, the Commission noted that PwC’s analysis shows that:

e the current approach (MCL methodology) tends to lag NEM outstandings as it is
based on historical price observations; and

e futures price based approach seems to anticipate spot price movements more
effectively.

The Commission considered that the work undertaken on the MCL methodology
was inconclusive and did not make firm recommendations on the MCL
methodology. The Commission recommended that AEMO continue with the work
on the MCL methodology as part of its review, and based on the work undertaken as
part of this review the Commission, suggested that AEMO may consider rebalancing
the PM and TL of the MCL.

AEMO is expected to report on its review of the prudential framework to the MCE
by November 2010. The review may result in changes to the MCL methodology and
could impact on whether FOAs remain beneficial.

The benefit in terms of the reduction in security requirements under FOAs is largely
realised under the current RMCL provisions of the Rules. The FOA benefits arise
mainly because of the MCL (and RMCL) outcomes following high price events in the
NEM because the current MCL methodology is based on 12 months of historical
prices.

The Commission considers a change to the MCL methodology that removes the
impact of high historical spot prices on the ‘forward” MCL periods, would mean that
RMCL arrangements would capture the benefits that are currently available under
FOAs.
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Figure 5.11 - Benefits under FOA (SA)
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The reasons for the recommendations to delay implementation of FOAs and to
require AEMO to undertake further assessment are as follows:

5.2

the prudential quality of the FOAs has been compared against the RMCL.
Some stakeholders have raised concerns that the RMCL may not achieve
adequate credit support in the NEM. In addition, stakeholders have
expressed concerns that the PM under current MCL methodology may not be
sufficient for the trading amounts expected to be accrued over the reaction
period. The AEMO'’s review of the prudential framework would ensure that
an appropriate PM is established for the reaction period; and

the benefits of FOAs appear to be largely realised under RMCL. The benefits
arise in periods following high price events in the NEM because the current
methodology uses a 12 month average historical price in the MCL
calculations for future periods. A change to the MCL methodology would
impact on the benchmark for the prudential quality and the benefits available
under FOAs, therefore it is appropriate that the FOAs be re-assessed against
AEMO’s recommendations on the NEM prudential framework prior to
implementation. This would ensure that AEMO does not incur costs to
implement arrangements which may have a short-term benefit.

Other considerations on futures offset arrangements and the
Commission’s conclusions

This section sets out other considerations in relation to FOAs and the Commission’s
conclusions. The Commission has concluded that no changes are required to the
Rules or AEMO’s procedures in relation to these matters.
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5.2.1 Inefficiency of FOAs and competitive disadvantage of futures contracts
and independent retailers

This section outlines the Commission’s conclusions and reasoning regarding
concerns that the Commission’s recommendations on FOAs place a prohibitive
inefficiency on FOAs and competitively disadvantage futures contracts and
independent retailers (who are the predominant users of such contracts).

Commission’s conclusions

The Commission considers that its recommendations on FOAs are in accordance
with the assessment criteria for this Review and the NEO, and appropriately reflect
the risks associated with FOAs.

Reasoning for the conclusions

d-cyphaTrade considers that the Commission’s recommendations to manage risks
under FOAs places a prohibitive inefficiency on FOAs compared to reallocations and
places futures contracts and independent retailers at a competitive disadvantage. It
provides an alternative MCL formula for consideration.140

Costs of FOAs compared to reallocation arrangements

d-cyphaTrade contends that the MCL required for FOAs that is 92% more than that
required in aggregate for ex-ante energy reallocations and 322% more that that
required for internal offsets. d-cyphaTrade contends that this artificially limits the
efficiency of FOAs and would result in unnecessarily high collateral requirements
and working capital costs for independent retailers, resulting in reduced retail
competition and artificially high electricity costs to retailers. d-cyphaTrade also
points out that the Commission’s recommendations on FOAs are not consistent with
those of the independent expert appointed by the Commission to advise the
Review.141

Reallocation arrangements and FOAs are different types of offset arrangements and
not directly comparable. Further, a key issue with d-cyphaTrade’s analysis on FOAs
and reallocation arrangements is that it only considers the level of MCL provided
under the different arrangements. The analysis does not adequately take into
account all the features of the offset arrangement such as the:

e change to NEM liability;
e counter-party obligations; and

e daily supervision and monitoring process.

140 d-cyphaTrade submission to Draft Report, 29 April 2010.
141 jpiq.
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Figures 2.8 (energy reallocation), 2.9 (swap reallocation) and 2.11 (FOA) illustrate the
arrangements in their entirety. The comparison of the energy reallocation is
reproduced in figure 5.12 below.

Figure 5.12 - Comparison of energy reallocation to a FOA
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As shown in figure 5.12, under energy reallocation the value of energy under the
reallocation arrangement is settled outside the NEM. AEMO credits the retailer with
the value of the reallocation against its outstandings and debits the generator an
equal amount against its revenue. The effect of this process is that a generator will
not be paid by AEMO for the energy under reallocation and the retailer does not
have to pay for that energy. Therefore, for the billing and collection period (7 + 28
days) the liability of the NEM is zero for the energy under the reallocation
arrangement.

There is a risk to the NEM if a generator fails or defaults resulting in a retailer
default. Under such circumstances, AEMO would utilise the PMs it holds (2 PMs).

On the other hand, under a FOA the NEM'’s liability to the generator and the
retailer’s outstandings are determined at the spot price. Under a FOA the NEM
liability for the billing and collection period is covered by the trading limit (credit
support based on the FLP) and the VMP arising from movements in futures prices
beyond the FLP.

It is therefore appropriate that AEMO hold a higher MCL for FOAs, that is, 35 days
at the market’s expectation of electricity prices at the time a FOA is registered (based
on initial futures price) and at least 7 days of prudential margin.

Under the procedures developed by AEMO for swap reallocation, the NEM's
liability to the generator and the retailer’s outstandings will be fixed at the swap
strike price. The generator’s obligation is backed by its generation into the pool and
if not, by alternative security.

d-cyphaTrade also notes that under internal offsets, the MCL is much lower than that
proposed for FOAs. Internal offsets are based on netting off a Market Participant’s
load against its physical generation, similar to energy offsets. =~ AEMO estimates
average daily generation as prescribed in section 11.2 of the Credit Limits
Methodology.

The estimated generation for each Market Participant is a positive energy amount
that represents the estimated value of average daily sent-out generation within a
specific region. The average daily sent-out generation is estimated based on historical
generation patterns.

The historical period is typically 12 months, however AEMO reviews the historical
data to determine if there is a significant change in energy patterns.

Given that the internal offsets are based on the historical performance of generation
plant, reviewed for significant change in energy patterns, the risks of internal offsets
are different to FOAs.

It should be noted that the Commission has removed the requirement for an
additional PM for FOAs but requires that AEMO establish an appropriate PM.

The Commission considers that a higher MCL is appropriate for a FOA in context of
the differences between FOAs and reallocations.
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MCL formula for FOAs is anti-competitive against futures markets and
independent retailers

d-cyphaTrade contends that the MCL formula is anti-competitive against futures
market and against independent retailers:

e by preventing futures market from competing equally against the ex ante
reallocation derivative market or as a substitute to anti-competitive vertical
integration (merging with a generator) through robotic imposition of
additional penalty and cost on users of futures based offsets;

e requiring a Power of Attorney over a retailer’s futures account also appears to
be a form of competitive discrimination against FOAs because retailers with a
reduced MCL arrangement, reallocated retailers and/or generators are not
required to provide a similar Power of Attorney over their equivalent off-
market (OTC) receivables.

d-cyphaTrade states that the MCL formula by requiring a higher MCL for FOAs
than reallocations or internal offsets (currently zero for 100% offset) discriminates
against independent retailers. It states that:

e base-load same region generators maintain their market power and price
setting ability in the reallocation market without competition from the
futures market resulting in higher cost to retailers and consumers; and

e generators maintain market power (and pricing control) in wider OTC hedge
market as futures liquidity is crowded out by trading in reallocation
derivatives.

The result, according to d-cyphaTrade, is that retailers and the wider NEM being
commercially coaxed into holding more potentially toxic OTC credit default risk
rather than centrally cleared and regulated hedge products.142

The reason for the MCL being higher than for reallocations has been addressed
above. The level of MCL for a FOA reflects the arrangements and the NEM liability
it is designed to secure.

The power of attorney over amounts held in the CSA was proposed to reflect the fact
that there is no independent counter-party to the FOA who would provide an
undertaking to continue to meet obligations in the event of retailer default. The
Commission has amended its approach following a reassessment of FOAs against
the RMCL.

FOAs have been compared to RMCL and not to reallocations. If the Commission
were to make the FOAs equivalent to base load swap reallocations, then FOAs would
require the SFECPs to become a party to a FOA and make margins payments to
AEMO with appropriate credit support to back up its obligations. AEMO would
need to debit SFECPs with margins as described in section 2.3.7.

142 d-cyphaTrade submission on the Commission’s Draft Report, 29 April 2010.
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The Commission has removed the recommendation on the requirement for a power
of attorney as it is not necessary to maintain the prudential quality of the NEM.

Alternative MCL Formula

d-cyphaTrade has proposed an alternative MCL formula and suggests that the Rules
(clause 3.3.10) be amended such that AEMO holds 2 x PMs against the retailer.

The MCL formula for a FOA is proposed to be as follows:

MCL = MAX [ [FLP x E2 x 42 days x LF x (GST + 1)] , P x VF x B2 x 2 x Trp x LF x
(GST+1) ]

Where formula components are as defined in the AEMC draft report p.126 “MCL
Calculation”. Hence Credit Support (i.e. MCL) under FOA = the maximum of:

(a) the Futures Lodgement Price (FLP) across 42 days (i.e. not just 35 days); or
(b) 2 times the Prudential Margin.

The formula proposed by d-cyphaTrade would increase the level of PM compared to
that proposed by the Commission and the security available in the event of the
default. As noted by d-cyphaTrade, this would require an amendment to the
Trading Limit which has implications for retailers who register FOAs.

Figure 5.13 illustrates the differences.

Figure 5.13 - Impact of change of MCL to that proposed by d-cyphaTrade
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Under the d-cyphaTrade proposal the overall level of MCL (and bank guarantee)
would be reduced and the amount of PM is increased. This would result in a
significantly lower trading limit for the retailer registering a FOA and the retailer
would be required to make margin payments that are not funded by the margins
arising under the futures contracts. The variation margin formula for a FOA would
need to be amended to reflect the higher variation margin requirements into the
SDA.

In addition, the trading limit under the d-cyphaTrade proposal would no longer
reflect the futures market’s expectation of the futures settlement (and NEM spot)
prices for the relevant futures quarter.

The Commission acknowledges that the security available to the NEM would be
higher in the event of the default.

The Commission is concerned that overall reduction on the level of credit support to
below market price expectation on the basis of unfunded variation margin payments
could result in retailer stress and increase the risk of default in the NEM. This
arrangement substitutes the cost of credit support with the cost of providing cash
and may not be of benefit to retailers.

The Commission has decided not to adopt the alternative formula recommended by
d-cyphaTrade.

5.2.2 SFECPs as parties to FOAs

The Commission examined the potential for the SFECPs becoming party to FOAs
under the reallocation category of the Rules or under alternative arrangements as a
means to improving the prudential quality of the NEM. Such arrangements would
make FOAs similar to swap reallocation arrangements and address surety of
payment concerns of stakeholders.

Commission’s conclusions
The Commission considers the SFECPs are unlikely to become NEM participants and
become parties to FOAs.

Reasoning for the conclusions

In its Draft Report, the Commission considered the option of SFECP becoming a
party to FOAs to improve the prudential quality of FOAs.

The Commission noted that this option would be similar to the undertaking by the
generator under a swap reallocation whereby the SFECP would:

e become a party to the FOA;

e agree to hold margins in a separate client sub account and not net off margins
against a retailer’s other positions;
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¢ make margin payments as determined by AEMO; and

e undertake not to terminate the underlying futures contract without the
agreement of AEMO.

This would mitigate the risk of a retailer not making VMPs as and when required,
and would mitigate retailer default risk.

The existing Rules provide for a SFECP to register in the NEM as a Market
Participant and facilitate FOAs. Deliberation