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Dear Dr Tamblyn,

Review of energy market frameworks in light of climate change policies -
scoping paper

TRUenergy is pleased to have the opportunity to comment on this scoping paper for
the current AEMC review into the impacts of climate change policies on energy
market frameworks.

Background on TRUenergy

TRUenergy operates assets that span the gas, electricity and renewable markets
across eastern Australia. Our asset mix includes a large brown coal power station,
gas fired peaking stations, the new generation combined cycle Tallawarra gas plant,
an electricity and gas retail business with 1.3 Million customers, gas exploration
acreage, a merchant underground gas storage, investments in renewable generation
assets (including large scale solar, wind and geothermal) and a significant gas and
electricity trading business to optimise the operations of these assets.

Our business is deeply entrenched in the gas, electricity, and renewable markets and
is increasingly being influenced by the emerging carbon markets. In many ways our
asset mix mirrors the overall Australian energy mix, with a high exposure to high
emissions coal plant, and a growing position in low emissions and renewable

technologies.

In this context we believe we are well placed to comment on the likely impacts of
climate change policy on energy market frameworks.



Importance of the investment environment

Key amongst the impacts of the Carbon Pollution Reduction Scheme (CPRS) will be
the need to ensure that the energy market frameworks provide an investment
environment that is able to deliver the significant investment that will be required to
retool the Australian energy sector for a low emissions future. In this regard
TRUenergy has made a significant start with over $1 Billion of emissions reducing
projects under development.

In addition to investment, climate change related policies will create serious
operational challenges for energy markets through the transition as:

s Existing power generators face the need to adopt operating regimes for which

they were not designed; and
+ Generator retirement timings are brought forward, and concentrated into a
shorter period than would have otherwise been the case.

The AEMC faces the responsibility of ensuring that market frameworks will provide
adequate incentives for this transition to be dealt with smoothly and efficiently.

Need for a smooth transition to the new policy regime

While the AEMC can ensure market incentives are appropriate, a smooth transition
will anly be possible if the introduction of the new policy regime itself avoids the risk
creating systematic financial failure amongst energy market participants. Critical to
this will be government policy settings associated with the proposed Electricity Sector
Adjustment Scheme.

Without appropriate transitional assistance, high emission generators will face
immediate financial impairments which will undermine their balance sheets, and
severely limit their ability to fund investment and continued operational expenditure.

Such a serious financial deterioration of a large group of the energy market
participants would produce negative flow on impacts across the sector, by:

o Potentially creating incentives for distressed generators with bleak futures to

seek short term earnings;
e Reducing the ability of effected business to adequately invest in operations and

maintenance;
« Impacting on the finances of other participants exposed to effected

generators; and
e Undermining investor confidence in the NEM as an investment destination.

These impacts have the potential to adversely impact on reliability and market
stability.

Ongoing market changes

Even if the initial scheme introduction avoids immediate financial problems in the
sector (via an appropriate transitional assistance scheme), the need for generators to
transition to new market roles over time will create a number of operational
challenges.




Increasing gas generator penetration is expected under a CPRS and is likely to stress
gas markets - particularly with respect to intraday risk allocation. In addition the
introduction of the expanded RET scheme will drive significant development of
intermittent generation. This will create its own operational challenges associated
with ancillary services, technical connection standards, transmission grid topology,
and incentives to maintain and operate capacity plant. Intermittent power
generation may also reflect into increased gas demand volatility, which will amplify
intra-day impacts on gas markets.

Key areas for focus

In this context this review is timely, and we believe that the AEMC has broadly
captured most areas of concern in its scoping paper.

Our attached submission sets out our more detailed comments on the nature and
materiality of issues raised in the scoping paper, as well as the few matters not
covered in the scoping document which we consider require attention,

In summary, key areas of focus that we believe should be addressed by the review
include:

Gas related matters

« Sufficient flexibility in regulated gas transmission regimes is needed to deal
with the uncertainties of climate change policy and ensure that investment will
be delivered in a timely manner, to underpin required generation and storage

investments;
+« Improved intra-day gas market cost allocation and more market based

approaches to gas emergency management are required;
+ Historic gas marketing anomalies should be removed to increase upstream

competition in the gas sector;
Operational matters

» Ensuring market frameworks deliver sufficient incentives for reliable operation
and investment to meet the market objective without recourse to distortionary
market operator or government interventions;

« Ancillary service arrangements need to be reviewed including reserve
requirement quantum in the face on increased intermittent generation,
hedging and investment incentives;

Electricity investment related matters

¢ Increases in Voll/MPL are likely to be needed to ensure incentives for
maintaining/investing in capacity plant remain sufficient;

« Facilitation of the investment environment through creating an ability of
generation investors to achieve certainty in access to the local reference node
for the life of an investment (ie. ability to protect against congestion);

« Examination of options to provide increased certainty on loss factors for the
life of a project at the time of investment;



Network matters

+ Consideration of greater alignment of electricity and gas connection regimes to
deliver dynamic efficiency benefits;

o Improvements to the connection process including implementation of a one-
window nationally consistent connection agent for generators via AEMO;

¢ Further consideration should be given to the benefits and risks of regulatory
approaches to provide transmission backbones to open up promising long term
renewable resource areas;

Retail and financial investment matters

» Removal of retail price caps to allow continued investment in retail markets,
and implementation of an improved ROLR scheme; and

¢ Maintaining financially robust and stable market operators to underpin the
energy sector as an attractive investment environment.

We look forward to further participation in this review, and would welcome the
opportunity to clarify any areas of our submission required, or discuss our views on
the impacts of climate change policy on energy market frameworks in general. To
facilitate such discussions, please contact Mark Frewin, Manager Wholesale Market
Regulation, in the first instance on 8628 1000.

Yours faithfully,

Carlo Botto
Director, Portfolio Management




TRUenergy submission to the AEMC review of energy market
frameworks in the light of climate change policy — Scoping paper

1. Convergence of gas and electricity markets

1. How capable are the existing gas markets of handiing the consequences of a large
increase in the number of gas-fired power stations and their changing fuel
requirements?

With high power generation demand increases following the introduction of the CPRS,
as well as the development of an LNG export industry in Queensland, the east coast
gas market may face significant price pressure over the medium term. Apart from
pricing pressures, questions of reserve adequacy could also become relevant.

More specifically, the impacts on gas markets associated with climate change policy
are likely to include:

e The need for infrastructure investment in the entire gas chain to supply large
increases in base load power generation from gas (in response to the CPRS);

e Large chunks of gas reserves being locked up.to underpin investments in
power generation assets;

e RET induced increases in intermittent generation feeding into greater volatility
in gas demand, as gas power stations respond to generat|on deficits when
intermittent plant is not available;

¢ General increases in gas market demand volatility {(both between days, and
within days), as an increasing proportion of demand is met by power
generation that will experience contingencies, and otherwise need to respond
to 5 minute electricity price signals;

e Increased importance of reliability of gas supply to power generators as they
take up an increasing role in providing electricity system reliability and
security.

In general unregulated gas infrastructure providers have shown a track record of
being able to deliver major projects when the market for them is availabie (eg.
SEAgas, QSN, EGP, CSM development, Otway developments etc.). However there
are a number of areas where regulatory changes could assist in creating a more
competitive gas market, which will be needed to keep pricing pressures to justifiable
levels. These include:

» The need for publication of sufficient information for potential investors to
ascertain reserves and whether or not they are committed to projects (noting
that the proposed gas SOO will go some way toward improving this area);

« Historic marketing arrangements (eg. Joint marketing) continue to artificially
concentrate the upstream gas market in a way that is no longer justified given
the well developed and diverse downstream gas market that faces significant
demand pressures over the medium term.

In contrast regulated pipeline systems have proven more problematic from a
development point of view.




One area that has created challenges for TRUenergy is aligning the development of
regulated gas network assets with merchant asset development in Victoria. In
particular TRUenergy is expanding its underground storage capacity in response to
market interest, but faces network constraints in delivering the capacity to market
due to a divergence in the market outlook between assumptions used in the
regulatory test used by the network developer and the consensus market view that
has underpinned the merchant development. Difficulties in factoring in CPRS based
power generation expansions into the regulatory decision making process appear to
be a key contributor to the gap between market and gas planner views on required
future augmentations.

An alternate approach to developing network assets available under the regulated
gas regime is to have proponents fund the augmentations. However the rights
received for such funding are of questionable value to power generator developers
given gas market curtailment practices - which means this option remains
unattractive. If no change in the regulatory investment criteria is possible, then
review into improving rights received for investment in this area may be warranted.

On the demand side, questions remain about the ability of power generation
developers to connect to the Victorian Principal Transmission System (PTS) in a way
that will provide adequate certainty over intraday flexibility rights (ie. MHQ) needed
to manage demand volatility without undue impact on the system or exposure to
imbalance charges.

Closely related to these questions are the way in which power generators are viewed
in market operator and government curtailment processes. In the past power
generators have often been seen as interruptible, and have been curtaiied at the first
sign of system problems. While in the past this has led to investment problems, such
as creating a disincentive to develop liquid fuel backup on power stations, it will be
unsustainable in the future as gas power stations take on a more important role in
providing electricity system reliability. It is also important that realistic views about
power generation interruptability are factored into regulatory investment decisions if
adequate gas networks are to be built.

There will also need to be review of the ability of the various gas markets to
efficiently deal with intra-period demand variations — but this discussed in more
detail in the next section.

Overall there are a number of material issues that warrant exploration in relation to
the investment environment around regulated pipelines in Victoria.

2. What areas of difference between gas and electricity markets might be cause for
concern and how material might the impacts of such differences be?

The main area of discussion here is around the fact that the electricity market is a
highly responsive 5 minute market, which combined with increased gas generation
and intermittency is likely to drive significant intra-period demand volatility in gas
markets.

Victoria




The Victorian gas market currently has the capability to price down to the 4 hourly
intervals. This is quite dynamic by world gas market standards and better aligned
with electricity requirements than other Australian arrangements. However intra four
hourly variations can attract significant charges and in some circumstances these can
be smeared over participants who have not caused the deviations. While there is
some risk of inefficient cost allocation within this framework, the Victorian
arrangement is probably best able to deal with the operational challenges of demand
variations.

An area for improvement in Victoria however will be to ensure that curtailment
practices and system development arrangements do not result in power generation
being interrupted in a way that could impact on electricity system reliability. This
issue is seen as material and worthy of review.

Contract carriage states

In other states, a range of gas network balancing arrangements are currently in
place. These generally rely on network contracts dealing with excessive intra-period
volatility, and have proved effective historically — as generators know in advance
what level of flexibility they have available under their transport agreement. While
effective, a higher level of power generation is likely to open up the option for more
dynamic trading of flexibility rights embedded in these contracts.

The STTM is being proposed to help provide a daily price signal, which is likely to
provide a useful reference price for secondary trading of capacity and energy. This
market should also assist by providing a more relevant reference price against which
any curtailments can be valued. For power generators, the key issue facing contract
carriage markets is the need to better manage emergency situations and in particular
power generation curtailments. Curtailment management is a material issue that
should be reviewed - as it directly impacts on incentives to invest in gas system

capacity and dual-fuel capability.

From a retailer’'s perspective, a key concern will be that cost allocation mechanisms
in markets related to intra-period demand volatility do not result in unmanageable
costs being smeared onto retailers. This issue should also be reviewed.

2. Generation capacity in the short term
3. What are the practical constraints limiting investment responses by the market?

To comment on this section it is worth expanding on our view of how the CPRS may
impact on generators over the short, medium and long terms.

In the short term, the severity of response will be driven by the transitional
assistance policy adopted by government. Should inadequate assistance be
provided, existing generators will face serious deterioration in their financial position
(due to balance sheet asset impairments as the impacts of future permit costs on
asset valuations are recognised). Financially challenged generators are likely to:

¢ Seek to cut costs in ali areas, including maintenance -~ with the likely result of
increased forced outage rates potentially impacting on system reliability; and




s Face Incentives to increase returns in the short term -~ on recognising that the
station is not likely to survive into the longer term, generators may seek to
maximise returns in the short term pooi, which could be possible if continued
policy uncertainty further delays investment in replacement generators ieading
to a short term increase in market power for incumbents.

These impacts clearly have the potential to impact on reliability and affordability of
electricity in the short term. They are best avoided by provision of certainty over the
CPRS regime, and an appropriate transitional regime to allow the graceful phase out
of high emission plants. We see the risk of these outcomes as material and
potentially lasting until replacement generation stock can be developed.

In the medium term, key challenges will include:

» The need for existing generators to change their mode of operation as entry
from lower emission plants pushes historic base load plant into a more peaking
role. Given the age and design features of a wide section of the existing coal
fleet this will be a major operational challenge and is likely to require
significant levels of investment to allow more flexible operations of this kind.
This is a particularly material issue in Victoria which has over 6000MW of plant
that will potentially need to retire or move into more flexible operating regimes
in the medium term.

+ Ensuring smooth retirement of high emissions stations as carbon pricing
makes them uneconomic.

» Practical constraints on building the next generation of low emission plant will
also play a role in determining when significant replacement plants will be
available to reduce emissions. These constraints will include:

o Permitting processes, which typically take over 18 months;

o Time lags in procuring and constructing turbines, likely to be around 40
Months for combined cycle gas plants;

o Ability to source skilled personal, experienced in constructing and
operating gas / renewable technologies (noting that the majority of
Australia’s skill base is based around coal technologies, and this
workforce is aging);

o Pipeline, and upstream gas infrastructure delays. In particular concerns
with regulated pipeline development outlined above are of relevance;

o Inability of investors to manage congestion / MLF risks (discussed in

" more detail later) creating a material barrier to investment in the NEM;

o The potential for ongoing constraints on funding availability — although
this will be a function of returns on offer from the sector, and general
the general economic growth outlook.

Finally in the longer term, climate change policies may create a major change in
network topology as historic centrally planned transmission paths become less
relevant and a more renewable rich dispersed generation fleet emerges. It is unclear
how the network investment regime will deal with these changes. In particular it is
likely network planning approaches may need to become more fiexible to deal with
the uncertainties of technology development that the CPRS may bring.




4. How material are these constraints, and are they transitional or enduring?

To summarise some of the key constraints discussed in the preceding discussion and
their materiality:

e Reduced maintenance spending and its impacts — Material if transitional
assistance inadequate and likely to persist for the medium term until
replacement stock can be constructed.

e General infrastructure constraints — seen as material in effecting the period
over which renewable and replacement base load fleet can be rolled out.

o Some of these areas can’t be managed by regulation, and will only be
addressed by greater certainty over climate change policies.

+ Regulation constraints on pipeline investment are material and will be long
term if not addressed:

o This is material and the review should ensure that regulated
transmission can be delivered to ensure required power generation
investment in a timely manner.

e The lack of MLF and congestion risk management options creates a barrier to
entry which will become increasingly material given the level of new
development required in response to climate policies.

5. How material is the likelihood of a need for large scale intervention by system
operators? How likely is it that this will be ineffective or inefficient?

Concerns over the nature of this question

We are concerned with the direction of this question. The whole philosaphy of the
NEM is to create market incentives for the delivery of a power system geared to
deliver the market objective. In contrast to this philosophy, this question appears to
assume that it will be acceptable to have an increase in system operator
interventions — which by their very nature indicate the market has failed.

We note that any increase in the level of intervention is likely’'to impact on the
investment environment. This will occur by decreasing the certainty that market
signals will be the key determinant of system operations and investment / retirement
decisions. A move in this direction could be the first step in a process that leads to
centrally planned investment — something that would clearly undermine the market

philosophy, and that we strongly oppose.

Rather than contemplating the effectiveness and efficiency of system operator
interventions, the AEMC should be focusing this review on ensuring that such
measures are never likely to be required.

Uncertainty over CPRS creating delays to investment

One scenario that could lead to operational problems would be ongoing uncertainty
over the CPRS and RET policies leading to ongoing delays in investment - and
ultimately an inability to meet the reliability standard.

It is noted that neither of the existing intervention options, either the reserve trader
or system operator direction would be able to deal with this scenario. In particular




the reserve trader is only effective at bringing existing capacity back into the market
. that had voluntarily decided to forgo market opportunity (or bring demand side

response in which is otherwise uneconomic). The reserve trader is not able to bring
forward investments that have been delayed by uncertainty over future government

policy.

Market operator direction would also be unable to deal with this situation for similar
reasons. The only way of dealing with this risk, is for the government to provide
increased policy certainty on the CPRS and RET. In this context we see no reason to
pursue this area further in this review.

Implementation of CPRS results in financial distress of major generators

Under this scenario, the financial impacts of the CPRS (with inadequate transitional
assistance), would cause major generators to face severe financial problems. It is
not inconceivable that this could push some generators into the hands of their
creditors.

Decisions to continue trading are assumed® to be based on incentives for the
controlling entity to maximise its returns from a distressed asset. It is conceivable
that under some conditions (ie. when forecast costs exceed expected revenues) the
commercial decision may be to close the facility.

Under this scenario the ability of intervention mechanisms to operate in a way to
capture these events prior to closure will be important (as post closure staffing may
not be present to respond to an operator direction even if one was issued).

In order to avoid this scenario, it is likely the reserve trader would need to facilitate
the transfer of market risk and carbon risk onto_the system operator, potentially for
the medium term until replacement capacity was constructed. This would appear to
move the retirement decision onto the market operator - an outcome which is at
odds with the market philosophy. It also creates significant unhedgeable costs for
retailers which have undesirable effects outlined below.

The other alternative intervention would be for the market operator to direct the
participant to continue operating — presumably indefinitely. This approach has
several problems:

» Firstly, this power of direction was originally conceived to deal with short term
problems in the energy market and not to deal with longer term problems (eg.
premature retirement). It would be inappropriate to seek to alter this
mechanism to deal with longer term matters - the key priority should be on
ensuring that CPRS policy is implemented properly, and that the market
incentives drive retirement behaviour consistent with the market objective;

* Secondly, the current direction power has compensation provisions that
require an independent expert to determine reasonable costs of providing the
directed service. It is not clear that this ex-post process of determining costs
would provide sufficient clarity over future revenues to allow those responsible
under corporate law for the ongoing operation of the asset to responsibly let

! Note: TRUenergy has not considered legal constraints that may over-rule commercial
drivers In situations of financial distress.














































