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SUMMARY

1 The Australian Energy Market Commission (AEMC or Commission) has made a draft rule
which introduces a new compensation framework for market suspension events.

2 Market suspension events are rare, having occurred only twice since the National Electricity
Market (NEM) began. The first event resulted from an IT system failure in April 2001 and
lasted two hours. The second occurred in September 2016 following the black system event
in South Australia (SA). That event lasted nearly two weeks and highlighted a number of
issues with the framework for managing market suspensions, including the lack of any means
(other than the directions compensation framework) to compensate participants who incur
loss when prices in the Market Suspension Pricing Schedule (MSPS) are low.

3 If participants are not appropriately compensated for operation in a market suspension, they
may seek to be directed in order to be compensated under the directions compensation
framework. Issuing directions involves a complex process and, if directions are needed during
a market suspension (as occurred towards the end of the SA market suspension), this creates
additional work at a time of already heightened control room stress.

4 The draft rule amends the National Electricity Rules (NER) to create a framework for
compensating market participants who incur loss when, during a market suspension event,
spot and ancillary service prices are set by the MSPS.

5 The draft rule, which is a more preferable rule, was made in response to a request submitted
by the Australian Energy Market Operator (AEMO) following the SA market suspension event.
AEMO'’s objective in requesting the rule change is to remove the current incentive for
generators to await a direction from AEMO (and be compensated under the relatively
generous directions compensation framework) rather than provide services voluntarily when
prices in the MSPS are too low to cover generator costs.

6 AEMO proposed that the compensation framework applicable to Administered Price Periods
(APP) be extended so that it also applies to periods in which the MSPS operates - described
in this draft determination as ‘MSPS periods’. Under the APP framework, a party that incurs
loss can choose to make a bespoke claim to itemise and substantiate its costs. The system is
costly to administer and provides no predictability. Only one claim has been made under this
framework since the inception of the NEM.

7 The Commission has decided instead to develop a compensation framework that more closely
reflects that applicable to directions. Under that framework, compensation is - in the first
instance - automatically calculated based on the 90th percentile price. Claims for additional
costs can also be made where necessary. Both the automatic compensation and any
additional compensation payments are recovered from market customers and thus are
ultimately paid for by consumers.

8 The draft rule creates a framework that is predictable and (relative to the APP model)
administratively simple. There are however important differences, particularly with respect to
the amount of automatically calculated compensation. This reflects that the new
compensation framework will apply to all eligible claimants during MSPS periods, whereas the
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directions compensation framework applies ‘ex post’ and only to those select few participants
who have been directed by AEMO to provide services.

While two stakeholders suggested that compensation under the MSPS framework should be
based on the 90th percentile price (consistent with the directions compensation framework),
the Commission has not adopted this approach. Instead, the draft rule creates a framework
that compensates generators by reference to the short run costs they are deemed to have
incurred (referred to in this draft determination as ‘estimated costs’), thus reducing the risk
that generators will be out of pocket when they provide services during a MSPS period.

Under the draft rule, a scheduled generator or ancillary service provider that provides
services during a MSPS period is automatically entitled to compensation if its estimated costs
during the MSPS period (calculated using the applicable ‘benchmark value’) exceed the
revenue it earns from the MSPS (see figure 1.1 on page iv which sets out how the
compensation framework will be applied in the event of a market suspension). This creates
incentives for eligible claimants to continue to participate in the market during a MSPS period
while limiting the potential for inefficient bidding and dispatch outcomes. Such outcomes
would lead to higher costs for consumers, who will ultimately bear the cost of compensation
payments under the MSPS compensation framework.

The key features of the draft rule are:

« compensation will automatically be payable to scheduled generators and ancillary service
providers (who are also scheduled generators) if prices in the MSPS are not sufficient to
cover their estimated costs. This recognises that, while AEMO has power to direct a wide
range of market participants, it has only ever directed generators which are scheduled.
Given that the objective of the rule change request is to remove the incentive for
generators to withdraw and await direction where MSPS prices are low, the compensation
framework focuses on scheduled generators as these are the parties who would typically
be directed by AEMO in the event that they did not provide services voluntarily. Such
parties are referred to as ‘eligible claimants’.

« compensation will be calculated based on pre-determined ‘benchmark values’: regionally-
averaged estimated short run marginal costs (SRMC) for generators in each category -
e.g. black coal, brown coal, open cycle gas turbine, combined cycle gas turbine, hydro,
large scale batteries, biomass, solar thermal - supplemented by a 10 per cent premium to
account for divergences between estimated and actual costs

« if estimated costs (calculated using benchmark values) exceed market revenue earned
based on the MSPS, compensation would be paid to cover the gap - thereby reducing the
risk that generators and ancillary service providers may incur loss due to low prices in the
MSPS

« benchmark values will be calculated annually by AEMO using cost inputs developed for
planning purposes in accordance with rule 5.20 of the NER (known as ‘NTNDP inputs’,
these are used in developing the National Transmission Network Development Plan and,
this year, the Integrated System Plan)

« the formula for calculating benchmark values is set out in the draft rule, supported by the
Market Suspension Compensation Methodology to be developed by AEMO; the
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methodology will also set out the categories of scheduled generators and ancillary service

providers for whom benchmark values are to be determined

« if automatically calculated compensation is insufficient or - where no compensation is
automatically payable - revenue earned under the MSPS is insufficient to cover a

scheduled generator’s direct costs of participating in the market, that party will be able to

seek additional compensation by lodging a claim with AEMO

« where a direction is issued to an eligible claimant during a MSPS period, the automatically

calculated compensation for services provided pursuant to the direction will be
determined using the benchmark value approach outlined above, rather than the 90th
percentile price approach. This is designed to remove the residual risk that participants
will withdraw and await direction (so as to maximise the amount of compensation they
can receive) rather than work collaboratively with AEMO to restore and/or maintain

supply during a market suspension. Where the automatically calculated compensation is

insufficient to cover costs, directed participants who are also eligible claimants will be
able to lodge a claim for additional costs in the usual way (using the additional costs
provision in the directions compensation framework)

« following a MSPS period, AEMO will report publicly on the quantum of MSPS revenue and,
if applicable, compensation paid to each eligible claimant, and the share of compensation

costs payable by each Market Customer (as determined by AEMO under clause
3.15.10(b)). To avoid duplication and delays, this report will not include additional

compensation payments that are determined by an independent expert. Such payments

are already subject to reporting requirements, and independent expert reports can take
considerable time to prepare. As such, inclusion of this data would delay prompt
publication of the MSPS period report.

«  AEMO will be required to develop an interim Market Suspension Compensation
Methodology within one month, followed by a final methodology within a further six
months. Preparation of the final methodology will be informed by consultation with
stakeholders in accordance with the Rules consultation procedure. This consultation will
focus on the methodological approach to be adopted, rather than on the NTNDP inputs,
which are already subject to consultation requirements in clause 5.20.1.

The Commission considers that the draft rule achieves AEMQO’s objective, minimises the
potential for perverse incentives that could lead to inefficient outcomes, and achieves a fair
balance between the interests of market participants and consumers. As a result, the draft
rule will, or is likely to, contribute to achieving the National Electricity Objective as it
promotes the reliability and security of the supply of electricity in the long term interests of
consumers.
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Figure 1.1: Market suspension pricing schedule compensation framework
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INTRODUCTION AND BACKGROUND

Introduction

On 25 July 2017, the Australian Energy Market Operator (AEMO) submitted a rule change
request to the Australian Energy Market Commission (AEMC or Commission) that seeks to
introduce participant compensation arrangements for electricity market suspension events,
based on the compensation arrangements for administered price periods (APP).

The AEMC published a consultation paper on the rule change request, and this draft
determination is informed by stakeholder submissions on that consultation paper and the
Commission’s analysis.

This paper provides:
« asummary of, and background to, the rule change request

« asummary of the Commission’s reasons
« an assessment of the issues identified in the consultation paper.

Background to the rule change request
This section provides background to the rule change request. It also explains:

« the market suspension framework set out in the National Electricity Rules (NER)
» how prices are set when the market is suspended
» the NER compensation framework for directions and APP.

Black system event

On 23 March 2017, AEMO published its final incident report into the South Australian (SA)
state-wide power outage (referred to as the 'Black System event’) that occured on
Wednesday 28 September 2016.*

As part of its investigation into the Black System event and subsequent 13 day period of
market suspension, AEMO identified a number of issues with the framework for market
suspension set out in the NER. The final incident report provided a number of
recommendations in relation to this framework. These included a recommendation that
AEMO review market processes and systems in collaboration with registered participants to
identify improvements and any associated NER or procedure changes necessary to implement
those improvements.?

AEMO subsequently established a Market Suspension Technical Working Group (MSTWG) to
discuss and develop proposed changes to the market suspension framework, including rule
change proposals where appropriate.® This process identified the need for two rule changes -

AEMO, Black System South Australia 28 September 2016, March 2017 is available at www.aemo.com.au

2 See recommendation 17 of AEMO’s final incident report. Two other recommendations in relation to market suspension were also
made. These recommendations (15 and 16) are also described in AEMO’s final incident report.

3 The MSTWG comprised representatives from industry and the market bodies and met on four occasions between April and June
2017. Minutes of the MSTWG meetings were provided with the rule change request and are available at:
https://www.aemc.gov.au/sites/default/files/content/f687e061-3761-413f-bd 1d-9d3f031bd999/Supplementary-information. pdf

[ 1
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one relating to pricing during market suspension and the other relating to participant
compensation following market suspension.

Pricing during market suspension

On 25 July 2017, AEMO submitted a rule change request to the AEMC relating to pricing
during market suspension. This rule change request was considered urgent and was
progressed using the expedited process so that changes could be in place before the summer
of 2017/18.

On 10 October 2017, the AEMC made a final rule that simplified the process for setting prices
if the spot market is suspended. Under the current rules, AEMO can set prices as normal
using the National Electricity Market Dispatch Engine (NEMDE) where practicable* or, if this is
not possible, set spot and ancillary service prices in accordance with the market suspension
pricing schedule (MSPS - which is a schedule based on average prices over the preceding
four weeks).®

This means that, if the market is suspended in the future and all else being equal, the period
of time in which the MSPS applies may be shorter than the 13-day period during which the
SA market was suspended in late 2016. This is based on the fact that, while the MSPS
applied throughout the 13-day market suspension, NEMDE was used to set dispatch targets,
though not prices, for the latter part of the market suspension period.®

Further information on the Pricing during market suspension rule change can be found on the
AEMC website.”

Participant compensation following market suspension

At the same time as submitting the Pricing during market suspension rule change request,
AEMO submitted a rule change request relating to participant compensation following market
suspension. It is this rule change request that is the focus of this draft determination.

AEMO proposes that the compensation framework applicable to APP be extended so as to
compensate participants whose costs are not recouped via the prices set out in the MSPS.
This is designed to remove the incentive for market participants to minimise financial loss and
await direction rather than voluntarily supporting the restoration or maintenance of the
electricity system during a market suspension.

While market suspension events are rare, the market suspension in SA in late
September/early October 2016 demonstrated that participants’ financial losses can be

4 And, if the market has been suspended due to a jurisdictional direction to AEMO following the declaration of a state of
emergency, the directing jurisdiction agrees that normal pricing can resume. See: clause 3.14.5(d)(3)

5 The MSPS is developed pursuant to clause 3.14.5(e) of the NER which requires AEMO to prepare schedules containing
‘reasonable estimates of typical market prices’. Clause 3.14.5(b) requires AEMO to set dispatch and ancillary service prices in
accordance with the prices set out in the MSPS. Dispatch prices relate to five minute dispatch intervals, while spot prices apply to
30 minute trading intervals and are determined based on the time-weighted average of the dispatch prices in a single trading
interval: NER, clause 3.9.1(2). The current MSPS sets prices for trading intervals rather than dispatch intervals. AEMO is currently
considering possible changes to the way the MSPS is determined: see https://www.aemo.com.au/Stakeholder-
Consultation/Consultations/Market-Suspension-Pricing-Consultation

6  AEMO, Black System South Australia 28 September 2016, March 2017, p. 84
7 See: www.aemc.gov.au/Rule-Changes/Pricing-during-market-suspension
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significiant where they voluntarily (without being directed by AEMO) contribute to power
system restoration, reliability and security and their short run marginal costs are not covered
by prices in the MSPS. For example, AGL has stated that it incurred substantial losses as a
result of assisting in the power system restoration after the September 2016 Black System
event.®

Currently there is no provision in the NER to compensate market participants for net losses
incurred when the MSPS applies.® However, market participants are entitled to compensation
if directed by AEMO to provide services during a market suspension event. At present,
direction compensation is the only avenue for participant compensation in respect of market
suspension pricing.*

AEMO regards the use of directions as a last resort which should not be incentivised by the
NER.! This is because administering directions is complex and resource intensive, particularly
when the need for directions arises at a time of control room stress - such as during market
suspension. The process involves implementing counteractions (to minimise the number of
affected participants, cost of compensation and impact on interconnector flows arising from
the direction), and compensating both directed and affected participants.

In addition, the NER include a principle that AEMO decision-making should be minimised to
allow market participants the greatest amount of commercial freedom to decide how they will
operate in the market.!? Accordingly, AEMO proposed that the current arrangements for
compensating participants during an APP should be extended so that they encompass periods
when the MSPS applies (‘MSPS periods”).

As noted above, prices are set in accordance with the MSPS if, during a market suspension, it
is not possible to set prices using the normal central dispatch and pricing process (via
NEMDE). Any proposed compensation framework is not intended to operate throughout an
entire future market suspension: it would only operate during periods when prices are
determined by the MSPS. Accordingly, the proposed framework is described in this draft
determination as the ‘MSPS compensation framework’.

Market suspension framework in the NER

The current framework for market suspension is set out under rule 3.14 of the NER,
specifically:

8  AGL, Submission to Inquiry into State-wide blackout of Wednesday 28 September 2016, 14 February 2017, pp 18, 21 and 22.

9 Historically, the NER provided limited provisions for market participants to claim compensation in relation to market suspension
events but only where an APP coincided with a market suspension. See clause: 3.14.6(a) and (a2) as they stood in NER Version
58, current as at October 2013 when the COAG Energy Council lodged a rule change request seeking to change these provisions.
In 2016, references to market suspension were removed from the provisions relating to APP compensation. The 2017 rule -
Pricing during market suspension - clarified that market suspension pricing is subject to the administered price cap and
administered floor price (or resultant price scaling) in the event that the cumulative price threshold is triggered during a market
suspension. This could occur in the event that prices in the MSPS are very high (reflecting high prices in the preceding four
weeks) or if an APP occurs in a neighbouring region and prices in the suspended region are scaled as a result. Thus, if an APP
were to coincide with a market suspension event, participants who make a net loss during the APP could lodge a claim for
compensation under the APP compensation framework.

10  Subject to the qualification that, if an APP coincides with a market suspension event, a participant may be able to claim
compensation under the APP compensation framework.

11 AEMO, Rule change proposal: Market suspension rule changes - participant compensation, p 6
12 NER, clause 3.1.4(a)(1)
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« clause 3.14.3: conditions for suspension of the spot market
o clause 3.14.4: declaration of market suspension
o clause 3.14.5: pricing during market suspension.

AEMO manages periods of market suspension in accordance with these provisions and having
regard to its supporting operational procedures.'* The market suspension framework
incorporates a number of key components as set out in figure 1.1 and discussed in more
detail below.

Conditions for suspension of the NEM spot market

Under clause 3.14.3 of the NER, AEMO may suspend the spot market in a region for one of
three reasons:

1. the power system has collapsed to a black system

2. a participating jurisdiction has declared a state of emergency under its emergency
services or equivalent legislation and has subsequently directed AEMO to suspend the
market

3. AEMO has determined that it is impossible to operate the spot market in accordance with
the NER, for example due to an IT failure or a power system emergency.

Market suspension in the National Electricity Market (NEM) is rare, having occurred only twice

since commencement of the NEM in 1998:

« the first market suspension was declared on 8 April 2001 following an IT system failure.
All regions of the NEM were suspended for a two-hour period commencing at 23:30

» the second market suspension was declared on 28 September 2016 following a black
system event in SA and subsequent ministerial direction. The SA region was suspended
for nearly two weeks from 16:30 on 28 September to 22:30 on 11 October 2016.

Declaration of market suspension and recommencement

The declaration of market suspension under NER clause 3.14.4:

« allows AEMO to suspend central dispatch if necessary, and to determine prices in
accordance with the MSPS while the underlying problem is being resolved (as detailed

below, AEMO can revert to dispatch pricing during a market suspension period in certain
circumstances)

« informs market participants that a significant issue is occurring in the market.

Clause 3.14.4(d) provides the mechanism for concluding a market suspension event. For this
to occur, AEMO must inform all registered participants that the spot market is to resume and
the time that this will occur.

13 AEMO, Failure of market or market systems, System Operating Procedure, SO_OP3706
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Figure 1.1: Market suspension framework
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Market suspension pricing

This section describes how electricity and ancillary service prices are set during a market
suspension. It reflects amendments to the NER made in late 2017 and therefore differs from
the rules that governed the market suspension in SA in late 2016.

Under the current rules, there are two options for setting prices during a market suspension:

1. normal dispatch pricing: if the cause of a market suspension is not affecting AEMO’s
ability to run central dispatch and determine dispatch prices, spot prices and ancillary
service prices in accordance with rules 3.8 and 3.9 of the NER, this process should
continue to be used. It allows for orderly bidding and dispatch, supporting efficient
market outcomes!*

2. market suspension pricing schedule: if, in AEMO’s reasonable opinion, it is not
practicable to operate central dispatch and pricing then AEMO must set dispatch and
ancillary service prices in accordance with the MSPS. This schedule is published weekly.
AEMO calculates a rolling average of half-hourly prices for weekdays and weekends, using
spot prices over the previous four weeks.™

AEMO can apply normal dispatch pricing at any time during a market suspension if, in its
reasonable opinion, it is practicable to continue or resume central dispatch and the
determination of dispatch prices and ancillary service prices.® The exception is where the
market was suspended in response to a jurisdictional direction. In this case the relevant
jurisdiction must agree to a return to dispatch pricing before AEMO can apply this pricing
regime.'’

Inter-regional price scaling

The NER require prices in a neighbouring region or regions to be scaled when:

« the MSPS is being used to set prices in the suspended region, and

« there is a net energy flow on one or more regulated interconnectors from the
neighbouring region/s toward the suspended region.'®

Prices in neighbouring region/s must not exceed the MSPS price, scaled by the average loss
factor applicable to the energy flow from the neighbouring region to the suspended region.
The purpose of price scaling is to prevent, or manage, the accumulation of negative inter-
regional settlement residues.® During the SA market suspension, prices were scaled in
Victoria, New South Wales and Queensland as a result of the application of the MSPS in SA.%°

14 NER, clause 3.14.5(a)

15 NER, clauses 3.9.2(e)(5), 3.14.5(b) and 3.14.5(e). AEMO is currently considering changes to the methodology used to develop
the MSPS. See https://www.aemo.com.au/Stakeholder-Consultation/Consultations/Market-Suspension-Pricing-Consultation

16 NER, clause 3.14.5(a)
17 NER, clause 3.14.5(d)(3)
18 NER, clause 3.14.5(f)
19 NER, clause 3.14.5(f)

20 Further detail on the extent of the price scaling is available in section 6.3.2 of the AEMO report on the Black System event. See:
AEMO, Black System South Australia 28 September 2016, March 2017, p. 85
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Dispatch during market suspension

If a market suspension is in effect, AEMO is required to follow normal dispatch procedures
where possible,?* however the NER are not prescriptive about dispatch procedures where
AEMO cannot use normal central dispatch processes.

AEMO has developed a tiered approach to bidding and dispatch during market suspension,
depending on the circumstances of the market suspension:

« bidding and dispatch will continue normally where AEMO considers it is practical and
reasonably possible to do so. Where possible, dispatch instructions will be issued
electronically via the automatic generation control system. Otherwise, AEMO may issue
dispatch instructions in any form that is practical in the circumstances

« if, in AEMQO'’s reasonable opinion, it is not possible to continue bidding and dispatch
normally, then AEMO may use the most recent published valid pre-dispatch schedule if it
is still current

« if necessary, AEMO will issue directions to registered participants in accordance with the
National Electricity Law (NEL) and NER.??

AEMO’s final incident report for the Black System event in SA provides further detailed
information on the framework for market suspension. Chapter 6 of that report provides a
summary of the NER provisions related to market suspension and the sequence of events
from the system shutdown to the lifting of the market suspension over the period 28
September to 11 October 2016.% It includes a section on directions and compensation
related to the Black System event.?

Compensation frameworks
This section describes the existing compensation provisions in the NER.

AEMO'’s rule change request relates specifically to the arrangements for participant
compensation in periods when the MSPS applies. Currently, the NER only provide for
participant compensation in respect of directions issued by AEMO?* and in the event a
participant incurs loss during an APP.?® The NER do not contain provisions for participant
compensation in relation to MSPS periods. Through this rule change request, AEMO seeks to
introduce participant compensation arrangements for MSPS periods based on the
compensation arrangements for APP.

Process for issuing and determining compensation due to directions

The NER detail the process for issuing directions and determining compensation for directed
participants and affected participants. In summary the NER require AEMO to:

21 NER, clause 3.14.5(a)

22 See AEMO website: https://www.aemo.com.au/Electricity/National-Electricity-Market-NEM/Emergency-Management/Guide-to-
Market-Suspension-in-the-NEM, viewed 16 March 2018

23 AEMO, Black System South Australia 28 September 2016, March 2017, Chapter 6, pp 82-88
24 1Ibid, Section 6.4, pp 85-86

25 NER, clauses 3.15.7, 3.15.7A and 3.15.7B

26  NER, clause 3.14.6
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« minimise the likely cost of, and compensation flowing from a direction, as well as the
number of affected participants and effects on interconnector flows*

« apply the regional reference node test; namely, intervention pricing is invoked if a
direction to a generator affects a whole region?®®

- if appropriate, apply a ‘what if’ scenario (i.e. what would have happened if the direction
had not been issued?) to determine the dispatch price for the dispatch interval/s in which
the direction occurs®

« publish the ‘intervention settlement timetable’ setting out the process and timeframes for
determining compensation payable to directed participants and participants affected by
the direction®

« automatically compensate directed participants for energy and ancillary services provided
under direction at the 90th percentile of spot prices or ancillary service prices in the
previous 12 months?

« compensate directed participants for services other than energy and ancillary services
based on a fair payment price to be determined by an independent expert®

« allow a directed participant to claim additional compensation that covers loss of revenue
and net direct costs that have not otherwise been compensated (referred to an
independent expert if claim exceeds certain thresholds)*>

» adjust payments to or from affected participants so as to put them in the position they
would have been in but for the direction (if a participant disagrees with AEMO’s
adjustment, it may make a claim for additional costs)**

» recover any net compensation amounts from market customers in the region(s) for
whose benefit the direction was issued.*

AEMO has issued an increasing number of directions in recent years (and particularly in
recent months) and the number of compensation payments has risen accordingly.*®

In most cases, directions have been issued in order to boost system security - for example,
ensuring compliance with system strength requirements in SA. Directions have generally
been issued in periods when low spot prices have prevented higher cost generators from
recouping their short run marginal costs. Very few directions have been issued in order to
ensure system reliability - reflecting that, when the supply demand balance is tight, spot

27 NER, clauses 3.8.1(b)(11) and 4.8.9(b)(1)

28 Intervention pricing is also known as ‘what if’ pricing - i.e. what would the price have been if the direction had not been issued?
‘What if” pricing is not triggered if a direction to a generator affects a confined part of the network that does not include the
regional reference node: clause 3.9.3(d).

29 NER, clause 3.9.3(b)

30 NER, clause 3.12.1

31 NER, clause 3.15.7(c)

32 NER, clause 3.15.7A

33 NER, clause 3.15.7B

34 NER, clauses 3.12.2 and 3.12.3
35 NER, clause 3.15.8

36 Directions were issued on one occasion in each of 2013 and 2014, none in 2015, four in 2016, and 14 in 2017. During 2018,
directions have been issued on around 19 occasions (as at 18 June 2018). Note that several of these occasions involved
directions being issued to multiple generators: see further at https://www.aemo.com.au/Electricity/National-Electricity-Market-
NEM/Market-notices-and-events/Market-event-reports
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prices rise and enable most generators to recover their costs meaning no direction is
required.”

In around 85 per cent of cases, directed participants have been compensated based on the
90th percentile price and have not claimed additional compensation.

Process for determining compensation due to the application of an APP

APP occur following a prolonged period of high prices. They are designed to limit market
participants’ exposure to financial stress which could ultimately impact market stability and
integrity.>® When the cumulative sum of spot prices in a region across a rolling seven-day
period exceeds the ‘cumulative price threshold” (CPT - currently set at $216,900), an
administered price cap of $300/MWh is imposed, together with an administered price floor of
-$300/MWHh.*® This APP continues until the rolling seven day cumulative price drops back
below the level of the CPT. The APP ceases at the end of the trading day in which the
cumulative sum of spot prices drops below the CPT.*

The potential for generators with high costs to incur a loss during such periods may create a
disincentive for them to supply energy and ancillary services. This could in turn negatively
impact the reliability and security of the electricity system. To minimise these disincentives,
the NER allow participants to claim compensation where they incur a loss during an APP.*

Clause 3.14.6 of the NER details the process participants and the AEMC follow in determining
compensation payable due to the application of an administered price cap (APC) or
administered floor price (AFP). The AEMC processes compensation claims relating to APP,*
while AEMO deals with directions-related compensation applications.® In both cases, AEMO is
responsible for arranging the actual payment of compensation and the recovery of costs from
market customers.*

The objective of this framework is to maintain the incentive for generators and network
service providers to supply energy, ancillary service providers to supply ancillary services and
market participants with scheduled load to consume energy during an APP.** By providing a
compensation framework, the NER reduce the probability that market participants with high
marginal costs will await a direction from AEMO rather than dispatch voluntarily during such
periods.

37 At the time of writing, only two directions since 2010 have been issued to ensure system reliability — on 9 February and 1 March
2017. Further analysis is in SW Advisory & Endgame Economics, Review of Intervention Pricing, Final Report prepared for AEMO,
4 October 2017. This is available at the following link as part of the meeting pack for the first meeting in November 2017 (third
item): https://www.aemo.com.au/Stakeholder-Consultation/Industry-forums-and-working-groups/Other-meetings/Intervention-
Pricing-Working-Group

38  Australian Energy Market Commission (AEMC) Reliability Panel, Reliability standard and settings review 2018, Draft Report, p 7.

39 NER, clauses 3.14.1 and 3.14.2. The floor price is triggered pursuant to clause 3.14.2(d1)(2).

40 AEMC, Final Rule Determination, National Electricity Amendment (Compensation arrangements following application of an
administered price cap and administered floor price) Rule 2016, 4 February 2016, p 2.

41 AEMC, ibid, p. i.

42 NER, clause 3.14.6(j)

43 NER, clauses 3.15.7, 3.15.7A and 3.15.7B

44 NER, clause 3.15.10 in relation to APP and clause 3.15.8 in relation to directions
45 NER, clause 3.14.6(c)
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In summary, this compensation framework:

« allows market participants to claim compensation if they incur net loss over an eligibility
period;* this is based on whether total costs (direct and opportunity) exceed total
revenue from the spot market during the eligibility period®

e scheduled or non-scheduled generators can claim compensation if they are
supplying in a region that is subject to an APC, or in a neighbouring region that is
subject to price scaling, and incur loss

e market participants can claim compensation in respect of a scheduled load
dispatched in a region that is subject to an AFP, or in a neighbouring region that is
subject to price scaling, and incur loss

e scheduled network service providers can claim compensation if they are
transferring power via a regulated interconnector into a region that is subject to an
APC and incur loss

e ancillary service providers can claim compensation for loss due to the application
of an APC (does not apply to ancillary service providers in neighbouring regions)

» recovers compensation amounts from market customers in the cost recovery region (the
region subject to the APC)*

« references the AEMC’s compensation guidelines which are used to inform participants of
the process and assessment criteria for compensation.*

APP are rare, having occurred only five times in the energy market since the inception of the
NEM.*® This reflects that high spot prices in the NEM are rarely sustained long enough to
exceed the cumulative price threshold.”* When an APP is triggered in the energy market, the
upper and lower bound (APC and AFP) apply in both the energy market and all eight ancillary
service markets.>? By contrast, when an APP is triggered in an ancillary service market, prices
are capped only in that ancillary service market (not all eight markets) and are not capped in
the energy market.>

The first ever APP triggered in an ancillary services market occured in October 2015. Over
October and November 2015, several APPs occured in SA and applied only in ancillary service
markets.>* These took place when planned outages of the Heywood interconnector meant
that ancillary services had to be provided locally to ensure the system would remain secure in

46 ‘Eligibility period’ is defined in NER clause 3.14.6 to mean ‘the period starting at the beginning of the first trading interval in
which the price limit event occurs in a trading day and ending at the end of the final dispatch interval of the last trading interval
of that trading day’. There may be several eligibility periods within a single APP, or the APP may comprise only a single eligibility
period.

47  NER, clause 3.14.6(b)

48 NER, clause 3.15.10(al)

49 See: AEMC, Final compensation guidelines under clause 3.14.6 of the National Electricity Rules, 8 September 2016.
50 AEMC Reliability Panel, Reliability standard and settings review 2018, Draft Report, 21 November 2017, p 102.

51 The cumulative price threshold can be triggered in different ways. For example, it could be triggered after seven days of
sustained high but not extreme prices (averaging $646/MWh). It can also be breached in around 8 hours if prices are at or close
to the market price cap (currently $14,500/MWh).

52 NER, clause 3.14.2(d1)
53 NER, clause 3.14.2(d2)

54  AEMC, Final Rule Determination, National Electricity Amendment (Compensation arrangements following application of an
administered price cap and administered floor price) Rule 2016, 4 February 2016, p i
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the event SA became separated from the rest of the NEM. The limited number of facilities
that could provide ancillary services in SA resulted in high prices.*

Further APP occured in the SA ancillary services market during 2016 and early 2017. Since
the ancillary service market has diversified in SA, Frequency Control Ancillary Service (FCAS)
prices have fallen and no APP have occured since April 2017.5¢ Despite the number of APP in
ancillary service markets, there have been no claims for compensation in relation to ancillary
services provided during APP.

There has only been one claim for compensation arising from APP in the history of the NEM.
This was the claim by Synergen that followed the APP in the SA energy market between 29
January and 7 February 2009. Synergen claimed compensation on the basis that the APC
prevented it from recouping the costs of its Port Lincoln gas turbine and Snuggery power
station. The AEMC determined that Synergen met the criteria for compensation, and that
AEMO should pay it compensation of around $130,500. The process to determine this
compensation claim, being the first of its kind, was complex and lengthy.*’

The fact that there has only been one claim for compensation under the APP framework may
reflect the fact that most generators are able to recoup their short run marginal costs when
prices are able to rise as high as $300/MWh. Recent analysis for the AEMO Reliability Panel
indicates that, at present, all generators - even the highest cost open cycle gas turbine
(OCGT) - have short run marginal costs of less than $300/MWh.*8

It may also be that some features of the APP compensation framework do not create an
environment that encourages potential claimants. For example, there is no automation of the
compensation process. This is in contrast to the directions compensation framework, where
eligible parties automatically receive payment at the 90th percentile price or fair payment
price, where applicable, for services provided pursuant to a direction.

Further, while AEMO does not impose a charge for lodging a claim for additional directions-
related compensation costs, the AEMC has discretion to recover its costs from claimants
when determining a claim for compensation under the APP framework.>®

While the AEMC did not seek to recover its administrative costs from Synergen, it did set out
the principles it would apply in exercising its discretion to recover future processing and
administrative costs. The Commission stated that, for future compensation claims, the
recovery of costs will be assessed on a case-by-case basis, having regard to the following
principle: where the Commission considers that a compensation claim is not well-founded or
where the conduct of the claimant has not supported an efficient process for resolving the

55 AEMO, NEM - Market Event Report — High FCAS prices in South Australia, October and November 2015, December 2015, p 11

56  Prices in the SA FCAS markets last exceeded $300/MWh in October 2017. The Hornsdale Power Reserve (the world’s largest
lithium-ion battery) in south-east SA commenced providing energy and ancillary services in December 2017.

57  See for example the chronology of the compensation assessment process set out in AEMC, Final Decision, Compensation Claim
from Synergen Power Pty Ltd, 8 September 2010, Appendix A.

58 AEMC Reliability Panel, op cit, p 101, referring to analysis undertaken by EY
59 NER, clause 3.14.6(v)
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claim, the external costs of processing the claim for compensation, namely the Panel’s costs,
will be shared equally with the claimant.®®

Since that decision, the NER provisions relating to the APP compensation framework and the
related AEMC Compensation Guidelines (developed under clause 3.14.6) have been
amended. Among other changes, the requirement to establish an expert panel has been
removed. Instead, the Commission can call on external expertise if required. The revised
Guidelines include a statement that ‘the Commission will exercise its discretion in deciding
whether to recover processing and administrative costs from a claimant and will assess any
costs to be recovered from a claimant on a case-by-case basis’.!

This introduces an element of uncertainty about the cost of seeking compensation, which
compounds the inherent uncertainty as to the amount of APP compensation that may be paid
in response to a claim.

Another change to the framework is that the requirement for public consultation has been
limited to claims involving opportunity costs, thus speeding up the process for direct cost only
claims. Thus, if the Synergen claim were to be lodged today, the process would likely be less
costly and time consuming as there would be no requirement for a three person panel and

no requirement for public consultation given that the claim did not include opportunity costs.

Further changes were also made - for example calculating compensation based on an
eligibility period rather than on a trading interval basis, and calculating net losses as the
difference between total costs (direct and opportunity) and total spot market revenues
earned over the eligibility period. Further information is available on the AEMC website.5?

Interactions between NER compensation frameworks

It is possible that multiple compensation frameworks in the NER could be triggered at the
same time. For example, clause 3.14.5(c)(1) of the NER makes clear that an APP can be
triggered when the market is suspended and the MSPS applies. If the proposed MSPS
compensation framework is adopted, participants who incur loss during such periods will
need to determine whether to make a compensation claim under the APP framework or the
MSPS framework. It is also possible that a direction could be issued during an APP that
coincides with a MSPS period.

The NER appear to contemplate that claims could be made under more than one framework®
but do not include a formal mechanism to coordinate multiple claims and manage the risk of
‘forum shopping’. Rather, this risk is to be managed through liaison between the relevant
market bodies.

60 AEMC 2010, Final Decision, Compensation Claim from Synergen Power Pty Ltd, 8 September 2010, pp 14-15
61 AEMC, Final Compensation Guidelines under clause 3.14.6 of the National Electricity Rules, 8 September 2016, p 8

62 AEMC, Final Rule Determination, National Electricity Amendment (Compensation arrangements following application of an
administered price cap and administered floor price) Rule 2016, 4 February 2016 available at
https://www.aemc.gov.au/sites/default/files/content/4be8af5a-72ad-47f3-b9b5-2ee6e7a368a9/Final-Determination. pdf

63 Clause 3.15.7B(a3) sets out the matters that can be taken into account in calculating additional net direct costs claimed by a
directed participant (in addition to the 90th percentile price compensation). These matters include in sub paragraph (7) ‘any
compensation which the Directed Participant receives or could have obtained by taking reasonable steps in connection with the
relevant generating unit or scheduled network service being available’.
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For example, the AEMC Compensation Guidelines supporting APP compensation claims set
out the information to be provided to the Commission by the claimant and by AEMO. Section
4.1.2(5) states that AEMO should inform the Commission of ‘any directions given to the
claimant during the time periods for which the claim for compensation relates, and any
compensation paid, to be paid, or under consideration to be paid as part of the directions
compensation process”.®*

Section 5.2.2 of the Guidelines provides that, in determining the amount of compensation
payable, ‘the Commission may take into account the value of any other source of
compensation paid, to be paid, or under consideration to be paid, to the claimant where that
compensation arises out of the same events and covers the same costs and opportunities
foregone, if applicable, that are the subject of this compensation claim.

64 AEMC, Final Compensation Guidelines under clause 3.14.6 of the National Electricity Rules, 8 September 2016, p 10
65 Ibid, p 13
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AEMO’S RULE CHANGE REQUEST

The rule change request

On 25 July 2017, AEMO made a request to the AEMC to make a rule that seeks to introduce
participant compensation arrangements for electricity market suspension events (rule change
request).

Rationale for the rule change request

In its rule change request, AEMO provides its rationale for the rule change.®® A number of key
points are summarised below:

« in the current market suspension framework, there is no provision to compensate those
participants who operate at a loss when the market is suspended and the MSPS applies.
Compensation is only contemplated in the NER in relation to APP and directions®’

« as prices in the MSPS are known in advance, generators who are not willing to supply at
those prices may elect to withdraw or reduce their availability for dispatch, allowing them
to seek compensation if they are subsequently directed

« the use of directions is a last resort for AEMO and should not be incentivised by the NER.
The administration of directions is complex and resource intensive, and can also have
undesirable market outcomes.

The points above were illustrated by the 2016 SA market suspension which lasted for nearly
two weeks. AEMO notes that applying the (then current) market suspension framework
created the following operational and financial risks:

« the absence of a market suspension compensation framework meant some participants
were incentivised to minimise financial losses rather than support the secure operation of
the power system during the market suspension

« to restore and maintain the power system, AEMO was therefore reliant on either:

e participant goodwill to manage system restoration, security and operation during the
market suspension, or

e issuing directions so that participants who operated at a loss due to the application of
the MSPS could recover net costs through the directions compensation process.®

AEMO notes that, in the Black System event, all participants worked with AEMO to bring the
system to a stable operating condition as soon as was practicable and without the need for
directions. While directions were not issued during the power system restoration phase of the
market suspension, two directions were issued in the final three days of the market
suspension to maintain power system security.® AEMO also notes that, during a market
suspension, control room operators should be focussed on restoring the market to a safe and
stable operating condition rather than considering whether to issue directions.”

66 AEMO, Rule change proposal: Market suspension rule changes - participant compensation, section 3.2, pp. 6-7
67 NER, clauses 3.14.6, 3.15.7, 3.15.7A and 3.15.7B

68 AEMO, Rule change proposal: Market suspension rule changes - participant compensation, p 4

69 AEMO, Black System South Australia 28 September 2016, March 2017, sections 6.4 and 6.5
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The proposed rule

AEMO considers that there are parallels between the application of an APC and the
application of the MSPS. For this reason, it proposed the same form of compensation for the
same categories of participants. A compensation framework would provide a mechanism
whereby participants would not be disadvantaged by continuing to participate in the market
during high stress periods.”

The rule change request includes a proposed rule, although some aspects of the proposed

rule need to be updated to reflect the Pricing during market suspension rule change.”? The

proposed rule extends the APP compensation framework to periods when the MSPS applies
by making changes to:

« clause 3.14.6 (dealing with compensation due to the application of an APC or AFP)

o clause 3.15.10 (which deals with recovering the cost of APP compensation payments from
market customers)

« clause 3.15.10A (which deals with GST in relation to APC compensation payments and
other payments).

A copy of the rule change request may be found on the AEMC website at www.aemc.gov.au.

The rule making process

On 17 May 2018, the Commission published a notice advising of its commencement of the
rule making process and consultation in respect of the rule change request.”? A consultation
paper identifying specific issues for consultation was also published. Submissions closed on
14 June 2018. The Commission received six submissions as part of the first round of
consultation. The Commission considered all issues raised by stakeholders in submissions.
Issues raised in submissions are discussed and responded to throughout this draft rule
determination and in Appendix A.

Consultation on draft rule determination

The Commission invites submissions on this draft rule determination, including a more
preferable draft rule, by 4 October 2018.

Any person or body may request that the Commission hold a hearing in relation to the draft
rule determination. Any request for a hearing must be made in writing and must be received
by the Commission no later than 30 August 2018.

Submissions and requests for a hearing should quote project number ERC0225 and may be
lodged online at www.aemc.gov.au.

70  AEMO, Rule change proposal: Market suspension rule changes - participant compensation, p 6

71 ibid

72 Specifically, references in the rule change request to various provisions within NER clause 3.14.5 are no longer accurate due to
the clause being re-written for the Pricing during market suspension rule change.

73  This notice was published under s.95 of the National Electricity Law (NEL).
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DRAFT RULE DETERMINATION

The Commission’s draft rule determination

The Commission’s draft rule determination is to make a more preferable draft rule. The more
preferable draft rule creates a compensation framework, based on benchmark values for each
generation type, that applies when the MSPS is used to set prices during a market
suspension.

The Commission’s reasons for making this draft determination are set out in section 3.4.
This chapter outlines:

» the rule making test for changes to the NER
« the more preferable rule test
» the assessment framework for considering the rule change request

« the Commission’s consideration of the more preferable draft rule against the national
electricity objective

Further information on the legal requirements for making this draft rule determination is set
out in Appendix B.

Rule making test
Achieving the NEO

Under the NEL the Commission may only make a rule if it is satisfied that the rule will, or is
likely to, contribute to the achievement of the national electricity objective (NEO).” This is
the decision making framework that the Commission must apply.

The NEO is:”

to promote efficient investment in, and efficient operation and use of, electricity
services for the long term interests of consumers of electricity with respect to:

(a) price, quality, safety, reliability and security of supply of electricity; and

(b) the reliability, safety and security of the national electricity system.

Making a more preferable rule

Under s. 91A of the NEL, the Commission may make a rule that is different (including
materially different) to a proposed rule (a more preferable rule) if it is satisfied that, having
regard to the issue or issues raised in the rule change request, the more preferable rule will
or is likely to better contribute to the achievement of the NEO.

In this instance, the Commission has made a more preferable rule, creating a compensation
framework that provides greater transparency and predictability than the approach proposed
in the rule change request. This means the more preferable draft rule is better able to

74  Section 88 of the NEL.
75  Section 7 of the NEL.
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achieve AEMQ's objective of removing the incentive for generators to await direction rather
than voluntarily assist AEMO to restore and/or maintain supply during a market suspension.
It does this while keeping administrative costs low and avoiding the creation of perverse
incentives that could lead to inefficient bidding behaviour and dispatch outcomes.

The Commission considers that the compensation framework created by the more preferable
draft rule strikes a fair and efficient balance between the interests of generators and
consumers and, as such, better contributes to achieving the NEO.

The more preferable draft rule is referred to throughout this determination as the “draft rule”.

Making a differential rule

Under the Northern Territory legislation adopting the NEL, the Commission may make a
differential rule if, having regard to any relevant Ministerial Council on Energy (MCE)
statement of policy principles, a different rule will, or is likely to, better contribute to the
achievement of the NEO than a uniform rule.”® A differential rule is a rule that:

* varies in its term as between:
e the national electricity system, and
e one or more, or all, of the local electricity systems, or

» does not have effect with respect to one or more of those systems but is not a
jurisdictional derogation, participant derogation or rule that has effect with respect to an
adoptive jurisdiction for the purpose of s. 91(8) of the NEL.

As the rule relates to parts of the NER that currently do not apply in the Northern Territory,
the Commission has not assessed the rule against the additional elements required by the
Northern Territory legislation.

Assessment framework

In assessing the rule change request against the NEO the Commission has considered the
following principles:

- effect on incentives: whether the rule will incentivise market participants to help
restore or maintain a reliable and secure electricity supply during market suspension
while not encouraging inefficient bidding and dispatch outcomes

« transparency and predictability: whether the rule provides clear and predictable
arrangements for compenstion during a market suspension event when the MSPS applies,
thereby facilitating efficient decisions by participants

« risk management: whether the rule improves the ability of market participants and
market bodies to manage risks during and after market suspension periods

76  Under section 33 of the NEL the AEMC must have regard to any relevant MCE statement of policy principles in making a rule. The
MCE is referenced in the AEMC's governing legislation and is a legally enduring body comprising the Federal, State and Territory
Ministers responsible for energy. On 1 July 2011 the MCE was amalgamated with the Ministerial Council on Mineral and Petroleum
Resources. The amalgamated council is now called the COAG Energy Council.
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regulatory and administrative burden: whether the benefits of the rule are
proportional to the regulatory and administrative burden on market bodies and
participants, and costs passed onto consumers.

The Commission’s approach to the assessment of this rule change is discussed in chapter 4.

Summary of reasons

The more preferable draft rule made by the Commission is attached to and published with
this draft rule determination. The framework set out in the draft rule provides that a
scheduled generator or ancillary service provider that provides services during a MSPS period
is automatically entitled to compensation if its estimated costs during the MSPS period
(calculated using the applicable ‘benchmark value”) exceed the revenue it earns from the
MSPS.

Key features of the draft rule are:

compensation will automatically be payable to scheduled generators and ancillary service
providers (who are also scheduled generators) if prices in the MSPS are not sufficient to
cover their estimated short run costs. This recognises that, while AEMO has power to
direct a wide range of market participants, it has only ever directed generators which are
scheduled (as well as two instances when directions were issued to Basslink). Given that
the objective of the rule change request is to remove the incentive for generators to
withdraw and await direction where MSPS prices are low, the compensaton framework
focuses on scheduled generators as these are the parties who would typically be directed
by AEMO in the event that they did not provide services voluntarily. Such parties are
referred to as ‘eligible claimants’

compensation will be calculated based on pre-determined ‘benchmark values’: regionally-
averaged estimated short run marginal costs (SRMC) for generators in each category -
e.g. black coal, brown coal, open cycle gas turbine, combined cycle gas turbine, hydro,
large scale batteries, biomass, solar thermal - supplemented by a 10 per cent premium to
account for divergences between estimated and actual costs

if estimated costs (calculated using benchmark values) exceed revenue earned based on
the MSPS, compensation would be paid to cover the gap - thereby reducing the risk that
generators and ancillary service providers may incur loss due to low prices in the MSPS

benchmark values will be calculated annually by AEMO using cost inputs developed for
planning purposes in accordance with rule 5.20 of the NER (known as ‘NTNDP inputs’,
these are used in developing the National Transmission Network Development Plan and,
this year, the Integrated System Plan)

the formula for calculating benchmark values is set out in the draft rule, supported by the
Market Suspension Compensation Methodology to be developed by AEMO; the
methodology will also set out the categories of scheduled generators and ancillary service
providers for whom benchmark values are to be determined

if automatically calculated MSPS compensation is insufficient or - where no compensation
is automatically payable - revenue earned under the MSPS is insufficient to cover a
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scheduled generator’s direct costs of participating in the market, that party will be able to
seek additional compensation by lodging a claim with AEMO

« where a direction is issued to an eligible claimant during a MSPS period, the automatically
calculated compensation for services provided pursuant to the direction will be
determined using the benchmark value approach outlined above, rather than the 90th
percentile price approach set out in clause 3.15.7. This is designed to remove the residual
risk that participants will withdraw and await direction (so as to maximise the amount of
compensation they can receive) rather than work collaboratively with AEMO to restore
and/or maintain supply during a market suspension. Where the automatically calculated
compensation is insufficient to cover costs, directed participants who are also eligible
claimants will be able to lodge a claim for additional costs in the usual way (using the
additional costs provision in the directions compensation framework rather than the
equivalent provision in the MSPS compensation framework)

« following a MSPS period, AEMO will report publicly on the quantum of MSPS revenue and,
if applicable, compensation paid to each eligible claimant, and the share of compensation
costs payable by each Market Customer (as determined by AEMO under clause
3.15.10(b)). To avoid duplication and delays, this report will not include additional
compensation payments that are determined by an independent expert. Such payments
are already subject to reporting requirements, and independent expert reports can take
considerable time to prepare. As such, inclusion of this data would delay prompt
publication of the MSPS period report.

«  AEMO will be required to develop an interim Market Suspension Compensation
Methodology within one month, followed by a final methodology within a further six
months. Preparation of the final methodology will be informed by consultation with
stakeholders in accordance with the Rules consultation procedure. This consultation will
focus on the methodological approach to be adopted, rather than on the NTNDP inputs,
which are already subject to consultation requirements in clause 5.20.1.

A schematic of the MSPS compensation framework is overleaf and further detail on the draft
rule can be found in chapter 4.
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Figure 3.1: Market suspension pricing schedule compensation framework
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ASSESSMENT OF THE DRAFT RULE

This chapter summarises the key issues considered by the Commission in developing the
draft rule, including:

« how compensation should be calculated
« compensable costs

« eligibility for compensation

» preventing forum shopping

« how the draft rule achieves the NEO

How should compensation be calculated?
A central issue in developing the draft rule is how compensation should be calculated.

In its rule change request, AEMO proposed that the compensation framework applicable to
APP be extended so as to include MSPS periods. Under the APP framework, there is no
automatic calculation of compensation and thus no predictability. Instead, each claimant has
to itemise and substantiate the costs it has incurred (direct and, if applicable, opportunity
costs). The AEMC then reviews this material to determine whether compensation is payable.

As discussed in chapter 1, this framework has only been used once — by Synergen Power in
2009, a claim that related to direct costs only. That process was lengthy and costly, imposing
significant administrative costs on the AEMC. While the AEMC did not recover its costs from
Synergen, it is reasonable to expect that Synergen incurred significant costs in pursuing its
claim.

The directions compensation framework is markedly different. Generators who are directed
by AEMO to provide energy or ancillary services are automatically compensated for their
output at the 90th percentile price (based on prices in the preceding 12 months). Directed
participants need not make a claim to AEMO — the 90th percentile price payment is
automatic. However, a directed participant can also make a claim for additional compensation
if the 90th percentile price is not sufficient to cover its costs. There is no fee to lodge such a
claim and AEMO cannot recover its costs from the claimant.

While timeframes apply to both processes, the directions compensation timeframe ‘clock’
runs from the date of the direction. Compensation based on the 90th percentile price is
provisionally determined 23 business days after the end of the billing week in which the
direction was issued by AEMO. If claims for additional compensation are made, time limits for
finalising such claims range from 100 to 200 business days.

By contrast, the APP ‘clock’ runs from the date on which the AEMC confirms that it has
sufficient information to assess the claim, thereby introducing an element of uncertainty as to
timing. Once sufficient information is obtained and the claim process formally commences,
the AEMC has 45 business days to determine direct cost only claims. Where claims also
involve opportunity costs, the process includes public consultation and a final decision is to
be made within around 90 business days of formal commencement. However, in both cases,
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the AEMC has discretion to extend these timeframes if reasonably necessary due to
complexity or a material change in circumstances.

In considering what approach should be adopted to compensating participants who incur loss
during MSPS periods, the Commission considered the incentives facing a generator during a
market suspension event. For example, would a generator whose costs are higher than the
MSPS price choose to generate and seek compensation via the APP process later, or would
they prefer to await a direction from AEMO and avoid the cost and potential delay associated
with making an APP-style compensation claim.

In addition to avoiding the administrative burden associated with the APP model, it is also the
case that — for the majority of generators — the 90th percentile price is high relative to their
direct costs (and potentially also their opportunity costs): see figure 4.1.

Figure 4.1: SRMC of scheduled generators and 90th percentile price (2017) by region

MEW QLD A VIC

B Black coal ™ Browncoal = CCGT ® Liquid Fuel 0CGT Thermal Gas

Source: AEMC analysis
Note: SRMC values are based on AEMO’s 2018 Integrated System Plan modeling assumptions. The 90th percentile price applicable in
each region is shown by the red line.

As such, generators may prefer to await a direction and receive the 90th percentile price
rather than incur the cost and delay associated with seeking compensation under the APP
model (which compensation would be calculated by reference to their costs, rather than by
reference to the 90th percentile price).

Stakeholder views

The probability that generators may prefer to await a direction rather than apply for APP style
compensation is a point reflected in most of the submissions received. Of the six submissions
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received, only two supported the APP model”’, with the remainder supporting a more
bespoke or hybrid approach.”® While AGL supported the APP model, it noted that ‘there could
be merit in embedding a base amount of compensation to provide predictability and certainty
in the MSPS compensation process’.”®

Recognising the potential for generators to prefer a direction over APP-style compensation,
the consultation paper explored whether an alternative approach to that proposed by AEMO
warrants consideration. For example, designing a MSPS compensation framework that
combines elements of both the APP and directions compensation frameworks.

The Australian Energy Council supported a bespoke or hybrid approach, rather than the APP
model. It noted that, to be effective, the compensation framework has to be ‘financially
favourable, easily accessible and predictable’.®° Snowy Hydro also supported a hybrid
approach that incorporates elements of both the APP and directions compensation
frameworks. It noted that ‘any inconsistency between compensation frameworks under
market suspension compared to directions would incentivise participants to take the less
onerous approach.”®

Two submissions (from Snowy Hydro and EnergyAustralia) suggested that compensation be
calculated based on the 90th percentile price, as per the directions compensation framework.
However, the Commission is of the view that any MSPS compensation framework must be
designed so as not to create a new problem (such as inefficient bidding and dispatch
outcomes) while seeking to solve another (namely, the current incentive to await a direction
where prices in the MSPS are too low to cover a generator’s costs).

EnergyAustralia recognises this issue, stating: ‘As identified by the AEMC, any compensation
framework must be designed so as not to create new incentives leading to similarly perverse
outcomes.’ EnergyAustralia concluded by noting the importance of finding the ‘right balance
between additional costs to the consumer while providing certainty that generators have a
mechanism to recover their costs’.®

Snowy Hydro acknowledged that compensation based on the 90th percentile price may lead
to over compensating claimants, but noted that it would also result in lower administrative
costs than the APP model.®*

77 See ERM Power and AGL submissions, available at https://www.aemc.gov.au/rule-changes/participant-compensation-following-
market-suspensi

78  See Australian Energy Council, Energy Australia, Snowy Hydro and Origin Energy submissions, available at
https://www.aemc.gov.au/rule-changes/participant-compensation-following-market-suspensi

79 AGL submission, p. 3 available at https://www.aemc.gov.au/sites/default/files/2018-06/AGL-
%?20received%2022%20June%202018.pdf

80 See AEC submission available at https://www.aemc.gov.au/sites/default/files/2018-06/Australian%20Energy%?20Council_0.pdf
81 See Snowy Hydro submission at https://www.aemc.gov.au/sites/default/files/2018-06/Snowy%?20Hydro.pdf

82 This issue was discussed in section 5.2.1 of the consultation paper relating to this rule change request — available at
https://www.aemc.gov.au/sites/default/files/2018-05/Consultation%20paper_3.pdf

83  EnergyAustralia submission, pp. 3-4, available at https://www.aemc.gov.au/sites/default/files/2018-06/EnergyAustralia.pdf
84 See Snowy Hydro submission, p. 2, available at https://www.aemc.gov.au/sites/default/files/2018-06/Snowy%20Hydro.pdf
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Commission findings
Avoiding inefficient outcomes

The Commission notes that — while directions are issued to a select few participants — a new
MSPS compensation framework would apply to all eligible parties who opt to provide services
during a MSPS period and incur a loss. This is a significant distinction. The ‘ex post’ directions
compensation framework would be available only to those generators to whom AEMO has
issued directions (after first identifying which generators can supply the required services at
least cost). By contrast, the proposed MSPS compensation framework would apply ‘ex ante’
to all eligible parties.

Following the SA market suspension in late 2016, AEMO concluded that market suspension
pricing may have led to market participants bidding at low prices to maintain dispatch
volumes in the knowledge this had no price impact. During MSPS periods, no market signal
exists to resolve an excess generation situation. Instead, when several generators have bid
available at the same price (e.g. the market floor price - MFP) and available capacity exceeds
demand, clause 3.8.16 of the NER provides that AEMO is to dispatch each generator with an
equal-priced offer in proportion to the volumes offered.®

If — as proposed by some stakeholders — compensation were to be calculated based on the
90th percentile price (or some other financially favourable approach), this could have the
unintended effect of encouraging higher cost generators to bid available at a low price
(knowing this will have no impact on price outcomes since prices are set by the MSPS, and
knowing that they will be compensated at the 90th percentile price or similar). This could in
turn result in lower cost generators being displaced, leading to inefficient dispatch outcomes
and higher than necessary compensation payments (which are funded by market customers®
and therefore by consumers).

Estimating short run marginal costs

To address this risk of incentivising inefficient bidding and dispatch outcomes, the draft rule
creates a framework that compensates generators by reference to their estimated short run
marginal costs (SRMC), rather than based on the 90th percentile price or the APP model.
Under the proposed approach, AEMO will estimate a capacity-weighted average SRMC for
each scheduled generator type in each region using data collated for use in the National
Transmission Network Development Plan (NTNDP) or Integrated System Plan (ISP).

The inaugural ISP was released in July this year, consistent with recommendations made by
the Independent Review into the Future Security of the NEM (the Finkel Review). As the
ISP’s purpose and scope encompass those which would normally be covered in AEMQO’s
NTNDP, the Australian Energy Regulator (AER) has permitted AEMO to defer the release of
the 2017 NTNDP and integrate it into the ISP.¥’

85 AEMO, Market Suspension Change Proposals — Discussion Paper for distribution to NEM Market Suspension Technical Working
Group, April 2017, pp. 5-6.

86 NER, clause 3.15.8(b)
87  See http://www.aemo.com.au/Electricity/National-Electricity-Market-NEM/Planning-and-forecasting/Integrated-System-Plan
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Like the NTNDP, it is expected that the ISP (and the underlying SRMC and other data used to
produce it) will be updated regularly — meaning that the SRMC data will be able to keep pace
with changes in (for example) fuel prices. Clause 5.20.1 of the NER requires AEMO to consult
with market participants on the data it proposes to use in developing the NTNDP/ISP, thus
providing a process by which stakeholders can provide feeedback if they disagree with the
data AEMO proposes to use.

The estimation of SRMC would use the well accepted formula set out below.® (In the
equation, VOM stands for variable operating cost.)

$ Y\ 3 . Gy _$
SRMC (M) = Fuel cost (G_;) x ef ficiency {Mwh) +VOM (Mwh)

Using the ISP data, SRMC would be estimated for each scheduled generator in the relevant
category in a given region.

Categories will be established by AEMO in a ‘Market Suspension Compensation Methodology’
and would likely include black and brown coal, open and combined cycle gas turbines, hydro
and large scale batteries. While there are currently no scheduled biomass, solar thermal or
other renewable generators (leaving aside hydro which is addressed below), such categories
could be included in anticipation of new market entrants of this kind.

A capacity-weighted average of these SRMC values would then be calculated for each
category of scheduled generator in each region. This estimate, supplemented by a 10 per
cent premium to account for divergences between estimated and actual costs, will be the
‘benchmark value’ used to calculate compensation for generators of that type in that region.

This approach will mean generators can be compensated fairly while minimising perverse
incentives that could lead to inefficient bidding behaviour and dispatch outcomes, and
without imposing unnwarranted costs on consumers — who ultimately bear the cost of
compensation payments. The quantum of compensation automatically payable should mean
that generators do not have an incentive to bid available at a low or negative price with a
view to being dispatched and then being more than adequately compensated at — for
example — the 90th percentile price.

At the NEM Wholesale Consultative Forum on 26 June 2018, AEMO announced that it would
shortly commence using the NTNDP/ISP SRMC data in the calculation of direct costs incurred
or avoided by affected participants as a result of a direction being issued or the Reliability
and Emergency Reserve Trader (RERT) being activated.® This followed consultation with
industry stakeholders who indicated support for the approach. The use of the same SRMC
data in the draft rule is consistent with this approach.

88  EY, Reliability Standard and Settings Review 2018 — Modelling Report, 13 April 2018, p. 15

89 Under clause 3.12.2, an affected participant is entitled to receive from, or must pay to, AEMO an amount that will put the
participant in the position it would have been in had AEMO not issued a direction or activated the RERT. This amount is to be
calculated taking into account, as appropriate, the matters set out in clause 3.12.2(j). These include the direct costs incurred or
avoided by the affected participant as a result of the direction or RERT activation (including fuel costs, incremental maintenance
costs, incremental staffing costs).
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Over time, it may be appropriate to include in the compensation framework other classes of
market participant — such as ancillary service loads and demand response providers
(discussed below in section 4.4) . However this would require such parties to have similar
characteristics to those mentioned above — namely, that they can in practice be directed by
AEMO to provide services, and that there is a reasonable and transparent means to estimate
their direct short run costs without imposing a significant administrative burden.

It is likely that changes to the NER and the market suspension compensation methodology
will be necessary if new classes of participants are to become eligible for compensation under
the MSPS compensation framework. However no change to the NER will be required if a new
class of generating unit were to be included among those classifed by AEMO as a scheduled
generating unit in accordance with Chapter 2 of the NER.

Premium to be included in benchmark value

A 10 per cent premium (additional to the estimated SRMC per MWh) is proposed in order to
accommodate — to a reasonable extent — differences between estimated and actual costs
facing a given generator at a given time. Setting the premium at this level will allow
generators to be compensated adequately even if — for example — fuel costs are higher than
those estimated for planning purposes (noting that such inputs are updated annually, in
consultation with market participants, in accordance with clause 5.20.1 of the NER).

Applying this approach, a hypothetical generator with an estimated SRMC of $85/MWh would
be compensated at the rate of $93.50/MWh. If such a generator were still out of pocket, it
could lodge a claim for additional costs (and could make a submission to AEMO regarding
cost assumptions when consultation on the NTNDP inputs next occurs).

The relationship between fuel cost and SRMC is linear. Thus, a 10 per cent increase in fuel
cost will increase SRMC by around 10 per cent. This is illustrated in the table below.
Increasing the premium significantly above 10 per cent risks creating inefficiencies relating to
both bidding behaviour/dispatch outcomes and compensation costs borne by consumers (see
analysis in section 4.7). As such it is not supported.
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SRMC using NTNDP SRMC if fuel cost is 10%
inputs > assumed fuel cost

Open cycle gas turbine $113/MWh $123/MWh

SRMC + 10% premium $125/MWh

Combined cycle gas turbine | $85/MWh $93/MWh

SRMC + 10% premium $94/MWh

Black coal $21/MWh $23/MWh

SRMC + 10% premium $23/MWh

Brown coal $8.56/MWh $9.29/MWh

SRMC + 10% premium $9.42/MWh

The 10 per cent premium is incorporated into the draft rule in clause 3.14.5A(e) and (f). In
clause 3.14.5A(e), the benchmark value for generation is defined as average benchmark
costs multiplied by 1.1. In clause 3.14.5A(f), the benchmark value for ancillary services
(BVAS) is defined as average benchmark costs multiplied by (0.1 divided by the number of
trading intervals in an hour). While the two paragraphs appear to adopt a different approach
in relation to the premium, they are in fact consistent.

The reason for the apparent difference relates to the manner in which estimated costs are
calculated in clause 3.14.5A(d). In that clause, the costs deemed to have been incurred in
connection with the provision of ancillary services are expressed as MWE x BVAS. In that
formula, MWE is the sum of the relevant market ancillary services (in MW) which the eligible
claimant’s ancillary service generating unit has been enabled to provide during the MSPS
period. BVAS is the benchmark value for ancillary services set out in clause 3.14.5A(f), as
noted above.

If the ancillary services premium incorporated in clause 3.14.5A(f) were set at 0.1, consistent
with the approach to the benchmark value for generation, it would be necessary for the costs
formula in clause 3.14.5A(d) to divide (MWE x BVAS) by two. This is because prices in the
MSPS are determined for each 30 minute trading interval while the benchmark value is
expressed in $/MWh which then needs to be translated into a value for each half hour.

A similar adjustment is not required in relation to the estimated costs of generation because
the ‘adjusted gross energy’ used to calculate trading amounts, and the regional reference
price, are expressed in $ per MWh (clause 3.15.6(a)). By contrast, the amount of ancillary
services that a participant has been enabled to provide is expressed in MW and the ancillary
service price is expressed in $ per MW per hour (clause 3.15.6A(a)).

Under normal conditions, NEMDE determines a clearing price every five minutes for each of
the eight FCAS markets. This price is then used to determine payments to each of the FCAS
providers using the formula: payment = MWE x CP/12. In this formula, MWE is the amount
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of MW enabled by NEMDE and CP is the clearing price for the service in that dispatch
interval.

As the clearing price is defined as $ per MW per hour, consistent with clause 3.15.6A(a) of
the NER, dividing the result by twelve brings the payment back in line with the five minute
dispatch interval. Once the five minute payments have been determined, these are summed
over a trading interval and expressed as half hourly payments for the purpose of recovery.®
In the case of the MSPS, however, it would be appropriate (for now) to divide by two rather
than 12.° Once the five minute settlement rules commences in 2021, it will be appropriate to
divide by 12 - reflecting that there will be 12 trading intervals in each hour, rather than two
as at present.*

Given this, clause 3.14.5A(f) in the draft rule uses a formula that enables the above
adjustment to be made without requiring a change to the NER. In the near term, the value of
'n’ (the number of trading intervals per hour) will be two. Once five-minute settlement
commences, the value of 'n’ will change from two to 12.

Proposed approach to hydro and batteries

As noted above, the draft rule requires AEMO to develop a Market Suspension Compensation
Methodology that will set out the detail of how benchmark values will be calculated. While
development of the methodology is a matter for AEMO, the Commission notes at the outset
that some categories of scheduled generation may be under-compensated if compensation is
calculated strictly on the basis of unadjusted NTNDP/ISP inputs.

For example, using the NTNDP/ISP inputs for hydro would give a low SRMC estimate that
does not reflect the value of water held in storage and thus is not an appropriate value to be
used for the purpose of calculating compensation. Similarly, there are gaps in the currently
available NTNDP inputs relating to large scale batteries.

To address these issues, the Commission suggests that benchmark values for hydro and large
scale batteries be set by reference to the values applicable to gas plants in the same region.

AEMC analysis shows that hydro capacity factors can vary widely, as can be seen in figure
4.2. For hydro plants with a capacity factor greater than 40 per cent in the previous 12
months, it appears appropriate that the benchmark value of CCGTs in the same region would
apply. For hydro plants with a capacity factor less than or equal to 40 per cent, it appears
appropriate that the benchmark value of OCGTs in the same region would apply.

Figure 4.3 sets out the relevant capacity factors by region. The proposed approach is to
determine a capacity-weighted average SRMC for plants in the same category (OCGT or
CCGT) in the same region and add the 10 per cent premium. This benchmark value would

90 AEMO, Guide to Ancillary Services in the National Electricity Market, April 2015, p. 11

91 Each MSPS consists of two sets of 48 trading interval prices for each region and market (energy and eight FCAS markets). One
set applies to weekday day-types, other than public holidays in the majority of the region. The other set applies to weekend day-
types and public holidays in the majority of the region. Each trading interval price is calculated as the historical average of prices
in the EMMS database for the relevant region, market, day-type and trading interval over the 28 day period to the end of the
NEM billing week (end of Saturday). AEMO, Guide to the Market Suspension Pricing Schedule, July 2017, p 4.

92  The five-minute settlement rule change can be viewed at https://www.aemc.gov.au/rule-changes/five-minute-settlement
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then be used to calculate the compensation automatically payable to scheduled hydro plants
in the same region (using either OCGT or CCGT values, depending on the capacity factor of
the relevant hydro plant in the previous 12 months).

Until such time as better data is available, the approach of setting benchmark value by
reference to OCGT benchmark value also appears appropriate in relation to scheduled
batteries.

While these issues can be further refined in the development of the AEMO methodology, the
approach outlined above provides a means to automatically calculate an appropriate level of
compensation without incurring the cost of assessing individual claims using a bespoke model
such as the APP compensation framework. It is outlined here in order to address concerns
that may be raised regarding whether the draft rule can appropriately compensate
participants for whom the ‘benchmark value’ method may not, on a narrow application,
produce an adequate level of compensation.

Figure 4.2: Ordering of OCGT, CCGT and hydro units by 2017 capacity factor (NEM wide)
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Figure 4.3: OCGT, CCGT and hydro 2017 capacity factors by region
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Proposed approach to ancillary service providers

On average, prices paid for electricity are significantly higher than those paid for the eight
market ancillary services. For example, the 90th percentile price for electricity in all regions of
the NEM for 2017 was in the range $115-145/MWh.** By contrast, the 90th percentile price in
the most costly ancillary service market was less than $50/MWh in 2017.%

Most ancillary service market prices are very low, with 90th percentile prices ranging from
around $0.10 - $5/MWh for much of the time. However, higher prices (up to around $45 per
MWh) can occur in response to events such as Basslink outages. Increasing diversification in
the FCAS market (e.g. the entry into the market of large scale batteries, demand response
FCAS providers like EnerNOC and renewable energy FCAS providers such as Hornsdale Wind
Farm 2) has put downward pressure on ancillary service prices.

Given this, it would not be efficient - and could create distortionary effects - to compensate
ancillary service providers using the same approach as for energy generation. Accordingly,
the draft rule compensates ancillary service providers in a manner that is linked to the

93 See figure 5.1 on p. 24 of the AEMC Consultation Paper for this rule change, available at
https://www.aemc.gov.au/sites/default/files/2018-05/Consultation%20paper_3.pdf

94  AEMC, Consultation Paper, National Electricity Amendment (Participant compensation following market suspension) Rule 2018, p.
23
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calculation of compensation for scheduled generators but takes into account the different
costs involved in the provision of market ancillary services.

As noted earlier and set out in clause 3.14.5A of the draft rule, the approach to calculating
compensation for scheduled generators is to take the capacity-weighted average SRMC for a
given generator type in a given region (the ‘benchmark cost”) and apply a 10 per cent
premium. Thus, the ‘benchmark value’ for scheduled generators is expressed as average
benchmark cost multiplied by 1.1. (For a generator with a benchmark cost of $85/MWh, the
benchmark value is $93.50/MWh: i.e. 85 x 1.1.)

For ancillary services (raise and lower), the benchmark value will equate to the average
benchmark cost multiplied by 0.1.%° Thus, if the same generator as in the example above is
enabled to provide ancillary services, the ancillary services benchmark value for
compensation purposes will be $8.50/MWh: i.e. 85 x 0.1.

This reflects that the premium added to the SRMC estimate is in effect the opportunity cost
for that generator of providing ancillary services rather than generating energy.

Using the same example to illustrate: if the generator keeps capacity in reserve in order to be
able to provide raise ancillary services by increasing output when called upon, it cannot be
compensated at the rate of $93.50/MWh for energy generated by that capacity while the
capacity is being held in reserve. On the other hand, the generator will not incur (estimated)
costs of $85/MWh to generate energy using the capacity being held in reserve. The
difference is the opportunity cost created by the premium: i.e. $8.50/MWh.

The same applies when a generator reduces its energy output when called upon to provide
lower ancillary services. (In order to be able to provide such services, the generator will have
to operate above its safe operating level.) When the generator’s output decreases, its
revenue for generation sent out will also decrease. On the other hand, as with the raise
ancillary service example above, the generator will not incur (estimated) costs of $85/MWh to
generate energy given the reduction in output. Again, the difference is the opportunity cost
created by the premium, being $8.50/MWh.

This assumes that the SRMC estimate is a reasonable approximation of actual costs incurred.
To the extent that the actual costs facing a given generator exceed the benchmark cost for
that generator, the ‘opportunity cost’ will be less than the 10 per cent premium. Conversely, if
the actual costs facing a given generator are lower than the benchmark cost for that
generator, the opportunity cost will be greater than the premium.

The Commission recognises that the approach adopted in the draft rule is an approximation
that does not reflect the more complex reality that the opportunity cost of providing ancillary
services is normally a function of the spot price, rather than the short run costs of a given
generator. Nonetheless, it is considered a reasonable approach which avoids more complex or
costly methods (such as assessing individual claims on their merits using the APP model).

95 As discussed in section 4.2.3, the fomula used to calculate the benchmark value for ancillary services appears to adopt a different
approach to the premium but in fact the result is the same. The apparent difference is due to the different manner in which
ancillary services are priced: being $ per MW per hour, rather than $/MWh which is the metric used for electricity prices.
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The Commission also recognises that paying compensation on this basis may be considered
generous in some instances, given the typically low price of market ancillary services. On the
other hand, the continued provision of adequate ancillary services may be particularly
important during a market suspension (e.g. where it has been triggered by a black system
event). Given this, the proposed approach is considered reasonable.

Responsible market body

The AEMO rule change request would, if made as proposed, make the AEMC responsible for
processing market suspension compensation claims, consistent with the APP model. However,
the draft rule confers responsibility for calculating compensation and processing claims on
AEMO.

Given that the proposed approach involves the automatic calculation of compensation based
on data held by AEMO, the Commission considers it most efficient to have AEMO undertake
this function. AEMO has well established practices for calculating compensation in connection
with directions, and engaging independent experts to assess claims for additional costs.
AEMO is also responsible, under both the APP and directions compensation framework, for
recovering the cost of compensation payments from market customers.

Extending AEMO's role to include the proposed MSPS compensation framework would not be
expected to have significant resource implications, noting the low probability of market
suspension events (only two have occurred since the inception of the NEM). While there
would be additional work involved in developing the Market Suspension Compensation
Methodology and, annually, updating the schedule of benchmark values, this will be offset by
avoiding or reducing the volume of work generated by the need to issue directions during a
future market suspension. Finally, the administrative burden associated with the proposed
framework is much less than if each claim had to be assessed individually, consistent with the
APP model.

Referring claims to independent experts

The draft rule proposes that claims for additional costs be referred to an independent expert
where they exceed a $50,000 threshold (claims below this threshold would be processed in-
house by AEMO). This is similar to the approach used in the directions compensation
framework whereby claims above a $20,000 threshold may be referred to an independent
expert.® However the draft rule adopts a higher threshold, reflecting that the $20,000 figure
has been in the rules since the inception of the NER in 2005 and is not indexed.

Under the draft rule, claims for additional costs are also referred to an independent expert in
the event that AEMO considers a claim to be unreasonable. Again, this reflects the approach
adopted in the directions compensation framework.*’

96 NER, clause 3.15.7B(c)(1)
97 NER, clause 3.15.7B(d)(2)
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No threshold applicable as in directions compensation framework

The directions compensation framework currently includes a threshold of $5,000 per trading
interval below which compensation is not payable to directed participants.®® The rationale for
the threshold is that, if the loss per trading interval is less than $5,000, this amount is
immaterial and does not justify the costs of determining a compensation payment.®

Recent discussions with stakeholders have explored whether this should be amended such
that the threshold applies per '‘AEMO intervention event’ (a direction being issued or the
RERT being exercised) rather than per trading interval.’® If made, this change would result in
more compensation being payable to directed participants (and passed onto consumers),
particularly where the intervention event comprises a large number of trading intervals - as
has occurred in recent times.!%

Given that the current approach in the directions compensation framework may change, and
noting that the $5,000 figure has been in the rules since 2005 and is not indexed, the draft
rule adopts a different approach. Rather than impose a threshold per trading interval or per
market suspension event, the draft rule empowers AEMO to recover an administrative fee
where an eligible claimant lodges a claim for additional costs. (No fee would apply to the
automatic calculation of compensation.)

This administrative fee would be set out in the Market Suspension Compensation
Methodology and could be tiered, depending on whether or not an independent expert is
needed to assess the claim. In addition to helping AEMO recoup some of its costs, the fee
will also help deter claimants from seeking immaterial sums of compensation, the processing
of which would impose costs on AEMO (and thus all market participants). In this way, the fee
will serve the same purpose as the threshold currently included in the directions
compensation framework.

In setting the fee, regard will need to be had for the relative cost to claimants under both the
MSPS and directions compensation framework. If the cost of seeking additional compensation
under the MSPS compensation framework is comparatively high, participants will have an
incentive to wait for a direction and thus avoid fees associated with the MSPS compensation
framework. This would be contrary to AEMO’s objective in seeking the rule change.

Compensable costs
The costs that are compensated under the existing NER compensation frameworks are:

98 NER, clause 3.15.7B(a4)

99 SW Advisory & Endgame Economics, Review of Intervention Pricing - Final Report prepared for AEMO, October 2017, p. 51. This
is available at https://www.aemo.com.au/Stakeholder-Consultation/Industry-forums-and-working-groups/Other-
meetings/Intervention-Pricing-Working-Group in the meeting pack for Meeting 1.

100 The Intervention Pricing Working Group established by AEMO has discussed a number of possible rule changes, including
changes to the $5,000 threshold. See meeting papers available at https://www.aemo.com.au/Stakeholder-Consultation/Industry-
forums-and-working-groups/Other-meetings/Intervention-Pricing-Working-Group See in particular item 4.1 in the meeting pack
for meeting 5.

101 For example, one recent intervention event lasted three weeks - from 23 April to 14 May 2018.
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« for directions, direct costs and loss of revenue (these can be claimed via a claim for
additional compensation — noting that the initial compensation payment is based on the
90th percentile price rather than on costs facing individual generators)%

« for APP, direct costs and opportunity costs.

While different terms are used, there is some commonality between the reference to ‘loss of
revenue’ in the directions framework and ‘opportunity costs’ in the APP framework.

The Compensation Guidelines prepared by the AEMC in accordance with NER clause
3.14.6(e) provide examples of when a participant may incur opportunity costs. For example,
a generator may incur opportunity costs if it provides services in an ancillary services market
at a time when prices in that market are subject to an APC, while prices in the energy market
are uncapped (and high). A generator could also incur opportunity costs if, for example, they
were to use scarce resources (such as water in a storage reservoir) in order to provide
energy during an APP rather than keep that water in storage for use at a later time when
energy market prices are uncapped and higher than during an APP.

While the Guidelines refer to opportunity costs rather than expressly to ‘loss of revenue’ (as
is the case in the directions compensation framework), the Guidelines make clear that
matters such as ‘price differences between markets’ are relevant factors to be considered by
the AEMC. This indicates that there is some commonality between the APP and directions
compensation frameworks with respect to revenue related losses.

However, AEMO has noted that claims relating to losses in the FCAS market incurred due to
an energy direction have in the past been rejected due to clause 3.12.2(j)(3) of the NER.%
Clause 3.12.2(j) sets out the items that AEMO is to consider in determining the compensation
to be paid to affected participants in order to put them in the position that they would have
been in but for the direction. Subparagraph (3) within that clause requires AEMO to consider
the regional reference price published pursuant to clause 3.13.4(m) — being the spot price for
electricity (but not ancillary services) at the regional reference node. Through the
Intervention Pricing Working Group, AEMO has queried whether this is appropriate and has
flagged its intention to request a rule change to rectify this.***

The question arises as to what costs should be compensable under the proposed MSPS
compensation framework. Under the draft rule, compensation additional to the automatically
calculated component is only payable in relation to direct costs. The submission from AGL
supports this approach, stating that only direct costs should be compensable, ‘where those
direct costs have been incurred as a result of acting in accordance with verbal instructions or
requests from AEMO during a period of market suspension’,1%

102 Matters that may be taken into account in calculating net direct costs are set out in clause 3.15.7B(a3). By contrast, no further
detail is provided as to what should be considered in calculating ‘loss of revenue’.

103 See for example Synergies, Final report on compensation related to directions that occurred on 1 December 2016, June 2017.
This independent expert report prepared for AEMO concluded that compensation for FCAS losses was not payable due to the
wording of this clause.

104 See AEMO document titled 4.1 IPWG Rule Change Proposals - Meeting 5” in the Meeting 5 meeting pack available at
https://www.aemo.com.au/Stakeholder-Consultation/Industry-forums-and-working-groups/Other-meetings/Intervention-Pricing-
Working-Group

105 See AGL submission, cover letter and pp. 2-5, available at https://www.aemc.gov.au/sites/default/files/2018-06/AGL-
%?20received%2022%20June%202018.pdf
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Compensation for opportunity costs is not supported since they do not form part of the
directions compensation framework and the objective of the rule change request is to remove
the incentive for generators to await a direction rather than participate voluntarily — hence
the directions compensation framework is a key reference point.

It is also noted that an APP can be triggered when the market is suspended and the MSPS
applies.'® For example, if prices in the schedule were very high, or if an APP was triggered in
a neighbouring region, then MSPS prices in the suspended region would be subject to
administered pricing — either directly (subject to an upper and lower bound of £$300) or via
scaling. Were this to occur, then a market participant could claim compensation for
opportunity costs arising due to the application of the APC/AFP or price scaling. For example,
if an APP were to coincide with a market suspension and a generator incurred opportunity
costs by providing energy into a capped energy market and losing money in the FCAS market
or vice versa, then they could apply for compensation under the APP framework.

Compensation for loss of revenue is not included in the draft rule (subject to one exception
discussed below in section 4.5). This reflects that the situation during a MSPS period can be
distinguished from the situation when a generator is directed to provide services on three
counts:

« the directed generator is not free to optimise its position, a factor that is not present
absent a direction

« the price during an MSPS is known in advance, and is not impacted by bidding behaviour

« there is no intervention pricing run (as occurs when a direction is issued) that would
provide a counterfactual on the basis of which to calculate loss of revenue.

The Commission also notes that, to date, there has only been one claim for loss of revenue
resulting from a direction (issued on 1 December 2016). Thus, from a practical viewpoint,
precluding claims for loss of revenue may have little impact on participants.

Eligibility for compensation

Given that a decision has been taken to limit compensation to direct costs and exclude loss of
revenue, this naturally limits the group of market participants to whom compensation should
be payable. The draft rule confers eligibility for MSPS compensation only on scheduled
generators and ancillary service providers (with respect to ancillary service generating units
which are also scheduled generating units) in the suspended region. This reflects that these
are the parties who:

» would be directed by AEMO to provide services if the need were to arise during a MSPS
period (noting that the objective of the MSPS compensation framework is to remove the
incentive for such parties to await direction), and

« can be expected to incur direct costs (e.g. fuel costs) in providing services during a MSPS
period.

106 Clause 3.14.5(c) of the NER.
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While AEMO has power to direct a wide range of market participants, AEMO advises that it
has only issued directions to scheduled generators and, on two ocassions, to Basslink. (On
both these occassions, the direction was for Basslink to turn off its frequency controller in
order to maintain power system security in the NEM.'%”) AEMO advises that it has not issued
directions to semi-scheduled and non-scheduled generators. However, if directions were to be
issued to such participants during a future MSPS period, they would be entitled to be
compensated for their services at the 90th percentile price under the directions compensation
framework. On the other hand, they would not be eligible for MSPS compensation in the
event their short run costs exceeded the revenue they earned from the MSPS.

The draft rule’s focus on scheduled generators also reflects that many semi-scheduled and
non-scheduled generators have very low SRMC and thus are unlikely to be out of pocket (in
terms of direct costs) as a result of the application of the MSPS.

The Commission has opted not to include ancillary service loads in the definition of eligible
claimant, instead limiting eligibility to ancillary service generating units. While it is recognised
that ancillary services are provided by a growing range of providers on both the supply and
demand side of the market, it is not clear what direct costs would be incurred by ancillary
service loads during a MSPS period that would warrant compensation additional to the
revenue provided by the MSPS price for ancillary services.

Similarly, where ancillary services are provided by a generating unit that is not a scheduled
generating unit, it is unclear what direct costs would be incurred during a MSPS period such
as to warrant the payment of compensation in addition to the revenue provided by the MSPS.
As such, the definition of eligible claimant excludes ancillary service generating units that are
not also scheduled generating units.

The same logic applies when considering the potential for a demand response mechanism to
be included in the NER in future. While such a mechanism may be capable of direction by
AEMO, it is not clear that direct costs would be incurred during a MSPS period such as to
warrant the payment of additional compensation.

The Commission recognises that this focus on scheduled generators and ancillary service
providers differs from that adopted under the directions and APP compensation frameworks.
However, a different approach is considered appropriate given the conditions that exist during
MSPS periods and noting the objective of the rule change request.

For example, under the directions compensation framework, an ‘eligible person’ who incurs
loss due to changes in interconnector flows could be eligible for compensation.'®® Similarly,
affected participants (such as generators whose dispatched quantity was reduced in response
to a direction) are entitled to compensation. In both cases, the compensable loss arises
because a change has occurred as a result of the direction. In the case of a MSPS period
(and assuming no direction has been issued), there is no relevant change and as such no

107 Directions reports are at https://www.aemo.com.au/-/media/Files/PDF/NEM_Event_Direction_to_Basslink_11_April_13.pdf and
https://www.aemo.com.au/-/media/Files/PDF/NEM-Event—Direction-to-Basslink-and-a-Tasmanian-Generator—16-December-
2014.pdf

108 Eligible persons are included in the definition of ‘affected participant’ in chapter 10 of the NER.
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relevant loss that needs to be compensated. Nor is there a counterfactual (provided by the
‘intervention pricing run’) on the basis of which to determine the compensable loss.'%

For the same reason, the draft rule does not confer eligibility for compensation on market
customers with scheduled load. Such customers are able to be compensated under both

« the APP framework - if the application of the administered floor price (AFP) results in
prices higher than that at which the scheduled load would otherwise have consumed
energy, and

« the directions framework - if AEMO determines that the scheduled load would have
consumed a different amount of energy but for the intervention.

As noted earlier, there is no relevant change in the case of a market suspension event that
would create a compensable loss for scheduled loads. The prices in the MSPS are a function
of prices in the preceding four weeks — meaning that the scheduled load will be responding
to prices similar to those it has seen before. No compensation is recommended in such
instances.

Similarly, the draft rule does not allow compensation claims for loss due to scaling. Under the
APP framework, if prices in one region are set by the APC or AFP, prices in neighbouring
regions are scaled to prevent or manage negative inter-regional settlement residues.!*
Scaling is also undertaken during MSPS periods for the same reason.!!

During an APP, market participants in neighbouring regions can claim compensation if they
incur a loss due to the impact of scaling. (That is, if their total costs - direct and opportunity -
during the eligibility period exceed the total revenue they earn from the spot market during
that period.) Eligible participants include scheduled and non-scheduled generators, market
participants in respect of scheduled loads, and scheduled network service providers.

As noted previously, there has only been one compensation claim in respect of an APP and
this did not involve losses due to scaling.

Given the focus of the MSPS compensation framework on direct costs, and the exclusion of
loss of revenue claims, the draft rule does not provide for compensation to be paid to
participants in neighbouring regions who incur loss due to scaling. In addition, it would be
difficult if not impossible to develop a formula to compensate participants in such cases,
meaning that each claim would need to be assessed on its merits - imposing additional costs
on consumers.

Further, it is noted that MSPS prices are known in advance and thus market participants can,
where practicable, optimise their position. It is also envisaged that MSPS pricing will be

109 When AEMO issues a direction, it is required to implement ‘intervention pricing’ so as to preserve the market signals (prices) that
would have been sent had the intervention/direction not occurred. (The exception is where a direction relates only to an isolated
part of a region. In such cases, intervention pricing is not required.) To implement intervention pricing, AEMO runs NEMDE twice
- once to set dispatch targets, and once to set prices. The latter run excludes the effect of the direction and thus provides a
means to estimate compensation payable to affected participants. See clause 3.9.3 of the NER. However, clause 3.14.5(c)(2)
provides that, where a direction is issued during a MSPS period, prices in the MSPS are not to be adjusted in accordance with
normal intervention pricing requirements.

110 NER, clause 3.14.2(e).
111 NER, clause 3.14.5(f)
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automated in future, making it easier for market participants to adjust their bids to take
MSPS prices and scaling into account.!*?

The approach in the draft rule is broadly consistent with the AGL submission - the only
submission to explicitly answer the Consultation Paper question regarding eligibility for
compensation. In its submission, AGL states that compensation should be available to ‘any
category of participant that incurs direct costs as a result of acting in accordance with verbal
instructions or requests from AEMO/AEMO control room during a period of market
suspension’. It did not support compensating parties in neighbouring regions who incur loss
due to scaling on the basis that this is not a direct cost.

In relation to non-scheduled generators and scheduled loads, AGL considered that such
parties should be eligible for compensation but only if ‘the participant has incurred direct
costs as a result of acting in accordance with verbal instructions or requests from
AEMO/AEMO control room during a period of market suspension’.!** As noted above, it is not
clear what direct costs would be incurred by such parties during a MSPS period such as to
warrant the payment of compensation.

Preventing forum shopping

Where an eligible claimant under the MSPS compensation framework is directed by AEMO to
provide services during a MSPS period, it is proposed that that participant will be
compensated automatically using the benchmark value approach set out in clause 3.14.5A of
the draft rule, rather than using the 90th percentile price approach set out in clause 3.15.7(c)
of the NER. This removes the residual risk that a generator may prefer to await direction
from AEMO, rather than participate voluntarily and be compensated under the MSPS
compensation framework, in order to maximise the compensation payable for services
provided.

This residual risk is a function of the gap between the benchmark value for a given category
of generator and the 90th percentile price in a given region at a given time. For example,
having regard for the estimated SRMC figures and 90th percentile prices shown in figure 4.1,
a typical combined cycle gas plant could expect to receive more compensation under the
90th percentile price approach than under the benchmark value approach. Conversely, the
most expensive open cycle gas plants would expect to receive more compensation
(automatically calculated) under the MSPS compensation framework than under the
directions framework (since the benchmark value of the most costly plants will exceed the
90th percentile price).

As discussed in the Reliability Frameworks Review Final Report, the current use of directions
in SA raises questions as to whether the directions compensation framework strikes an

112 See AEMO, Market Suspension Change Proposals - Discussion Paper; April 2017, p. 12, available at
https://www.aemc.gov.au/sites/default/files/2018-05/Supplementary%20information_2.pdf

113 See AGL submission, p. 4, available at https://www.aemc.gov.au/sites/default/files/2018-06/AGL-
%?20received%2022%20June%202018.pdf
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optimally efficient balance between, on the one hand, fairly compensating directed parties for
their services and, on the other, the level of compensation costs imposed on consumers.!!*

A recent AER compliance report also raises questions about generator behaviour in the lead
up to directions being issued: “We are currently considering the conduct of some scheduled
generators who have advised AEMO of their intention to desynchronise at shorter notice than
is required by clause 4.9.7(a) of the Electricity Rules. Further, we are examining whether this
has led to AEMO issuing directions to generators to remain synchronised, to ensure the
market remains in a secure operating state. AEMO has observed an increase in the frequency
of this behaviour over recent months.”**>

In order to achieve AEMO'’s objective in proposing the rule change (i.e. to remove the
incentive for a generator to await direction rather than participate voluntarily), the draft rule
excludes eligibility for 90th percentile price compensation only in cases where a direction is
issued during an MSPS period to an eligible claimant. This does not affect in any way the
ability of AEMO to issue directions, nor does it remove all rights to compensation: it simply
changes the basis on which automatically calculated compensation is determined for parties
who are eligible claimants under the MSPS compensation framework.

If a directed participant is not adequately compensated pursuant to the benchmark value
approach, it can lodge a claim for additional compensation. This would be done pursuant to
clause 3.15.7B (which is part of the directions compensation framework) rather than under
clause 3.14.5B of the draft rule (which is part of the MSPS compensation framework).

Under clause 3.15.7B, a directed participant can claim for losses (e.g. loss of revenue) that
cannot be claimed under clause 3.14.5B of the draft rule (which refers only to direct costs
and does not include loss of revenue). Further, the list of costs in clause 3.15.7B(a3) includes
some items (maintenance work acceleration and delay costs) that are not included in the
equivalent provision in the MSPS compensation framework (clause 3.14.5B(d) of the draft
rule). Such costs would not generally be incurred absent some form of compulsion, hence
they are not included in the MSPS compensation framework.

Despite the exclusion of 90th percentile compensation, the approach adopted in the draft
rule means that a claim for loss of revenue could still be made where a direction is issued
during an MSPS period. For example, if a participant were directed to provide ancillary
services (and not generate energy) at a time when MSPS ancillary service prices were low
and energy prices were high, it could lose revenue due to its inability to generate energy. In
such a case, a participant could lodge a claim for loss of revenue, using the process set out in
clause 3.15.7B.

Cost recovery

The draft rule provides that compensation costs under the MSPS compensation framework
will be recovered from market customers in the suspended region, consistent with the

114 AEMC, Reliability Frameworks Review - Final Report, July 2018, p. 106.

115 AER, Quarterly Compliance Report: National Electricity and Gas Laws, 1 January - 31 March 2018, p. 7, available at
https://www.aer.gov.au/system/files/Quarterly%20Compliance%?20Report%?20January%?20-%20March%202018%20.pdf
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approach to recovering APP compensation costs.!'® This approach was supported by Snowy
Hydro in its submission.?

This cost recovery approach differs from the directions compensation framework under which
compensation costs are recovered from one or more region/s based on the benefit provided
by the direction.!® The latter approach was supported by AGL in its submission.!°

For simplicity, it is proposed that cost recovery follow the APP model - save for any additional
costs claimed by a directed participant pursuant to clause 3.15.7B (rather than clause
3.14.5B of the draft rule). In this case, the compensation cost would be recovered in
accordance with the usual approach to directions compensation payments (i.e. applying the
regional benefit test).

How the draft rule achieves the NEO

The Commission considers that the draft rule will efficiently incentivise scheduled generators
to voluntarily (without direction) assist AEMO in restoring or maintaining electricity supply
during a MSPS period. This is in the long term interests of consumers and as such will, or is
likely to, promote the achievement of the NEO. By contrast, the AEMO proposed APP model
does not appear likely to achieve this outcome, while the 90th percentile price approach
proposed by some stakeholders could create perverse incentives leading to inefficient bidding
behaviour, dispatch outcomes and compensation payments. Such an approach would be
contrary to the NEO.

The Commission also considers that the proposed rule will strike a fair balance between the
interests of scheduled generators and the interests of consumers (who bear the cost of
compensation payments).

To understand the benefits and drawbacks of different approaches (compensation based on
the 90th percentile price and based on the approach in the draft rule), the hypothetical cost
of compensating scheduled generators who provided services during the SA Black System
event has been calculated. This analysis compares the estimated short run costs incurred by
scheduled generators during the market suspension event (calculated using AEMO’s NTNDP
inputs) with the revenue earned under the MSPS, and estimates the compensation payable
using both the draft rule approach and the 90th percentile approach. A sensitivity analysis
was also undertaken, with analysis of both a 10 per cent and 20 per cent premium.

Outcomes are calculated during the market suspension for the following approaches:

« actual MSPS revenue earned by scheduled generators during the event

« payments being made to scheduled generators based on the 90th percentile of prices in
the preceding 12 months

116 NER, clause 3.15.10

117 See Snowy Hydro submission, op cit, at p. 2.
118 NER, clause 3.15.8(b)

119 See AGL submission, op cit, at p. 5.
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« payments being made to scheduled generators on the basis of their estimated SRMC,
together with payments incorporating 10 and 20 per cent premiums.

The aggregate outcomes, in terms of total payments to scheduled generators over the course
of the entire market suspension, are as follows:

» actual MSPS prices: total payments of $9.64 million
«  90th percentile of prices: total payments of $17.38 million
*  SRMC based prices:

e SRMC only: $14.1 million

e SRMC + 10 per cent: $15.51 million

e SRMC + 20 per cent: $16.92 million

As can be seen, payments based on SRMC + 20 per cent are approaching the quantum of
compensation that would be payable under the 90th percentile price approach. In addition to
creating the potential for distortionary effects, this would significantly increase costs to
consumers and as such is not supported.

It is important to note that these costs are based on the decisions made by generators and
AEMO during the SA market suspension event. Had a compensation framework existed at the
time, it is reasonable to expect that generators’ offers would have been influenced by that
framework, potentially resulting in a different mix of generation sent out. For example, if a
financially favourable compensation framework were in place, then higher cost generators
may have increased their output relative to a situation where no compensation framework (or
a less favourable one) is in place. This in turn could have a marked impact on the quantum of
compensation payments.

Nonetheless, the figures indicate that the cost of compensating scheduled generators based
on the 90th percentile price is nearly double the costs incurred by generators (based on their
estimated SRMC) and also exceeds by a significant margin the cost of compensating
generators based on the draft rule. The draft rule delivers better outcomes by creating
appropriate incentives for scheduled generators to generate in accordance with AEMO
dispatch instructions (as opposed to directions) during a market suspension, while reducing
the level of compensation payments that are recoverable from consumers.

Were the market suspension event to have occurred in a region other than SA, the gap
between the 90th percentile price approach and the draft rule approach would likely be
larger. As can be seen in figure 4.1, scheduled generator costs in SA are higher than in any
other region. If a market suspension were to occur in New South Wales (NSW) or
Queensland for example, the gap between the draft rule approach and 90th percentile price
compensation approach could be considerably wider.

This is highlighted by comparing the average (capacity-weighted) SRMC per MWh of
scheduled generators by region. As can be seen, the potential savings from the draft rule
would be much greater in NSW, Victoria and Queensland than in SA, where average
estimated SRMC per MWh is very high.

o NSW: $34.76
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« VIC: $46.71
« QLD: $47.32
« SA: $107.44

The draft rule is considered to strike a better balance between accuracy and administrative
burden than either the APP approach or the 90th percentile approach. While both the APP
approach and the draft rule take as their starting point the costs facing individual generators,
the calculation of compensation under the draft rule would (at least in the first instance) be
automated while the APP approach is bespoke and costly. This means that the administrative
cost associated with the draft rule (both for the responsible market body and the applicant) is
far lower than if each claim had to be processed individually using the APP model.

While the accuracy of the APP model will be greater than that of the draft rule, this trade-off
is considered reasonable in order to reduce overall costs. The accuracy of the draft rule is far
greater than that of the 90th percentile approach because it takes the estimated costs of
each generator as its starting point, rather than calculating compensation on the basis of the
90th percentile price — which is a function of the generation mix in each region and the
market conditions in the previous 12 months.

Conclusion

The expected costs, benefits and impacts of the draft rule are difficult to quantify with any
precision, given:

« the low probability of market suspension events

« the difficulty of predicting the circumstances that might give rise to, and follow from, a
market suspension event

» the impossibility of estimating how much compensation may be payable as a result of the
application of the MSPS.

As AEMO notes in its rule change request, ‘the financial impacts [during a market suspension
event] are participant, event and timing dependent’.*?® (Indeed, this statement is also true of
APPs and directions.)

While precise quantitative analysis is not possible, it is possible to compare the draft rule’s
costs and benefits relative to the counterfactual scenario that could be expected to arise if
the rule change were not to proceed. In the (ongoing) absence of a MSPS compensation
framework, it is reasonable to expect that — during a future MSPS period — a generator with
higher costs may await a direction from AEMO rather than participate voluntarily.

The cost of the directions compensation framework thus provides a reference point against
which to compare the costs and benefits of the draft rule. To the extent that the draft rule
costs less than the directions compensation framework, the draft rule can be said to deliver a
benefit.

120 AEMO, Rule change proposal: Market suspension rule changes — participant compensation, p. 7.
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It is important that any evaluation of costs and benefits include those factors that are difficult
to monetise — such as the operational risks associated with implementing directions
(including the potential for perverse market outcomes'*') and the benefits to consumers and
the economy generally of promptly restoring and/or maintaining a secure and reliable
electricity supply.

The costs of administering any new compensation framework also need to be considered.
Administrative costs should be kept as low as practicable to ensure the proposed framework
is efficient. This will reduce the costs passed on to consumers.

The Commission considers that the draft rule achieves AEMO’s objective in requesting the
rule change, minimises perverse incentives that could lead to inefficient bidding and dispatch
outcomes, and achieves a fair balance between the interests of market participants and
consumers. As such, the draft rule will, or is likely to, contribute to achieving the NEO.

121 For example, the use of intervention pricing following a direction to a South Australian generator in February 2017 created
unexpected price spikes (reaching the market price cap) in NSW and Queensland. AEMO considers that, had the direction not
been issued, high prices should have been confined to South Australia. This event triggered a review of intervention pricing: see
SW Advisory and Endgame Economics, Review of Intervention Pricing, Final Report prepared for AEMO, 4 October 2017, p. 19.

| 43



Australian Energy
Market Commission

5

Draft rule determination
Participant compensation following market suspension
23 August 2018

ABBREVIATIONS

AEMC
AEMO
AER
AFP
APC
APP
EMMS
CCGT
Commisison
FCAS
IPWG
ISP
MSPS
MW
MWE
NEL
NEM
NEMDE
NEO
NTNDP
OCGT
RERT
SRMC

Australian Energy Market Commission
Australian Energy Market Operator
Australian Energy Regulator

Administered floor price

Administered price cap

Administered price period

Electricity market management system
Combined cycle gas turbine

See AEMC

Frequency control ancillary services
Intervention Pricing Working Group
Integrated System Plan

Market Suspension Pricing Schedule
megawatt

megawatts enabled (to provide ancillary services)
National Electricity Law

National Electricity Market

National Electricity Market Dispatch Engine
National electricity objective

National Transmission Network Development Plan
Open cycle gas turbine

Reliability and Emergency Reserve Trader
Short run marginal cost
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llowing market suspension

SUMMARY OF ISSUES RAISED IN SUBMISSIONS

This appendix sets out the issues raised in the first round of consultation on this rule change request and the AEMC's response to each issue.

Table A.1: Summary of issues raised in submissions

STAKEHOLDER

ISSUE

AEMC RESPONSE

Australian
Energy Council

To be effective, the compensation
framework should be financially
favourable, easily accessible and
predictable. Suggests a bespoke or hybrid
compensation framework would be
preferable to the APP model. (p.1)

The draft rule creates a framework that
is predictable and easily accessible. It is
financially fair but not so favourable as
to create perverse incentives.

ERM Power

Does not support compensation based on
90th percentile price. Such compensation
is not sufficient to compensate the most
costly peaking plants but increasing the
percentile price will result in excessive
costs to consumers (p. 2).

Supports APP compensation framework as
it will mean ‘consumers only pay
compensation which accurately reflects
the costs incurred’ (pp. 2-3).

The draft rule bases compensation on
estimated costs incurred, rather than a
percentile price which is not linked to
costs. However, the draft rule avoids
the administrative costs associated with
the APP model by using cost estimates
instead of requiring claimants to
substantiate (and a market body to
confirm) actual costs.

EnergyAustralia

Supports a framework that balances costs
to consumers with the need to incentivise
generators to supply power without being
directed (p. 1).

The Draft Rule strikes a fair and
efficient balance between generator
and consumer interests.
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Extreme high or low prices in the MSPS
can lead to disorderly bidding and
inefficient outcomes. Placing an upper and
lower bound on prices in the MSPS coud

help (p. 2).

This is beyond scope of the rule change
request. The AEMC suggested EA make
a submission to the AEMO consultation
process which is currently looking at
this issue.

AEMO is better placed than AEMC to
process claims (p. 3).

Draft rules confers responsibility for
processing claims on AEMO.

APP model lacks certainty re quantum of
compensation and costs to participants,
and is administratively inefficient (p. 3).

Draft rule does not adopt APP model
for these reasons.

Supports a semi-automated compensation
framework to provide certainty and reduce
admin costs - e.g. use 90th percentile
price or some equivalent, together with
process for claiming additional costs not
covered by the percentile price (p. 3).

Draft rule includes an automated
compensation component, and
provides the right to claim additional
costs where necessary. 90th percentile
price is not supported due to potential
for inefficient outcomes.

Snowy Hydro

Claimants should be able to claim direct
and opportunity costs, and loss of
revenue. (All points made on p. 2.)

Draft rule focuses on direct costs,
consistent with the aim of ensuring
that generators are not out of pocket
due to low MSPS prices. It is unclear
how opportunity costs and loss of
revenue would be calculated when
MSPS prices are known in advance and
there is no counterfactual (e.g.
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AEMC RESPONSE

uncapped prices or intervention pricing
run). Including these costs would make
the process expensive and
unpredictable.

A $5,000 threshold should apply per
trading interval.

Rather than impose a threshold, an
administrative fee can be recovered
where a claimant seeks additional
compensation (but is not payable for
automatically calculated
compensation). Noting the uncertainty
about the length of a given market
suspension, imposing a threshold per
trading interval is not supported.

Costs should be recovered only from
customers in the suspended region.

Draft rule adopts this approach.

‘Any inconsistency between compensation
frameworks under market suspension
compared to directions would incentivise
participants to take the less onerous
approach.” Compensation should be
automatic and set at 90th percentile price,
with ability to claim additional costs (incl
opportunity costs).

Compensation at 90th percentile price
is not supported due to perverse
incentives and costs to consumers.
However automation is supported and
included in the draft rule.

Where AEMC processes additional cost
claims in-house, it should not recover its

AEMO to set out administrative fees in
Compensation Methodology. These may
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STAKEHOLDER

ISSUE

AEMC RESPONSE

costs from claimant. If an independent
expert is retained, claimant should pay
half the costs (capped at 50% of the gross
amount of additional compensation
payable to the claimant).

be tiered for in-house and independent
expert claims.

Origin Energy

Important to consider relative
attractiveness of APP and directions
compensation - including in relation to
administrative burden and amount of
potential compensation (p. 1).

Draft rule does not apply APP model
because it is considered too
unattractive relative to the directions
compensation framework.

AGL

Effect on incentives and transparency are
important considerations in designing the
framework (p. 1).

Draft rule provides transparency and
avoids perverse incentives by not over-
compensating.

Compensation should be limited to direct
costs only (cover letter and pp. 2, 4, 5).

Draft rule adopts this approach, except
where participants are directed to
provide services and then claim
additional costs (incl. loss of revenue).

Forum shopping should not be allowed -
costs should be recovered once only (p.
2).

Draft rule deducts other compensation
received from any additional cost
compensation that is payable, and
excludes 90th percentile compensation
during MSPS periods.

Supports the APP model, noting that
market suspension is not expected to
occur often; however only direct costs

Draft rule does not adopt APP model
(which allows opportunity cost claims).
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STAKEHOLDER

ISSUE

AEMC RESPONSE

should be claimable, not opportunity costs
(p. 3).

Draft rule does not allow opportunity
cost claims (either as part of the
automated process or additional cost
claims).

‘There could be merit in embedding a base
amount of compensation to provide
predictability and certainty in the MSPS
compensation process’ but, given the
expected rarity of market suspensions, a
case by case approach is not concerning
and automation is not an essential
element (pp. 3-4).

Draft rule embeds a base amount of
automatically calculated compensation
so that participants have confidence
that they will not incur loss. Adopting a
case by case approach is not
considered adequate to achieve AEMO’s
objective of removing the incentive to
await direction (and be automatically
compensated).

Compensation should be available to ‘any
category of participant [including non-
scheduled generators and scheduled
loads] that incurs direct costs as a result
of acting in accordance with verbal
instructions or requests from AEMO/AEMO
control room during a period of market
suspension’ (p. 4).

Losses due to scaling should not be
compensable as this is not a direct cost (p.
4).

The draft rule compensates scheduled
generators and ancillary service
providers whose estimated costs
exceed their MSPS revenue. Non-
scheduled generators, semi-scheduled
generators and scheduled loads are not
eligible for MSPS compensation as they
are not parties to whom AEMO would
typically give directions; they also have
low to zero direct short run costs.
However, if AEMO were to direct such
parties, they would be eligible for
compensation based on the 90th
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STAKEHOLDER

ISSUE

AEMC RESPONSE

percentile price under the directions
compensation framework.

It may be appropriate for additional
categories of market participants to be
included in the MSPS compensation
framework as the market evolves,
provided such participants meet the
criteria discussed in section 4.2.2.

Supports imposing a $5,000 threshold per
market suspension event but notes this
may not be necessary if APP model is
adopted. This is because the
administrative cost to claimants of seeking
compensation would mean claims will only
be pursued if the amount of compensation
sought is ‘quite high”. (p. 5)

Draft rule does not impose a threshold
per market suspension event. This is
considered too blunt an approach given
the event may vary in length and
complexity of claims. Instead, AEMO
can deduct an administrative fee from
any compensation payable pursuant to
an additional cost claim.

Supports cost recovery from any
customers that receive a benefit - not just
those in suspended region (p. 5).

Draft rule does not adopt the more
complex regional benefit test and
instead adopts the APP approach -
recovering costs only from customers in
the suspended region.

Double dipping should be prevented: a
participant should only receive one
payment for costs that could be claimed
under more than one framework but

Agreed. Draft rule precludes 90th
percentile compensation but enables a
directed participant to claim additional
costs under the (slightly wider)
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ISSUE

AEMC RESPONSE

different costs should still be claimable
under alternative frameworks where
applicable (p. 6).

additional costs provision for directions.
Any additional costs paid under the
MSPS framework will be net of
compensation already received or
expected to be received (e.g. under the
APP framework).
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LEGAL REQUIREMENTS UNDER THE NEL

This appendix sets out the relevant legal requirements under the NEL for the AEMC to make
this draft rule determination.

Draft rule determination

In accordance with s. 99 of the NEL the Commission has made this draft rule determination
in relation to the rule proposed by AEMO.

The Commission’s reasons for making this draft rule determination are set out in section 3.4
and chapter 4.

A copy of the draft rule is attached to and published with this draft rule determination. Its
key features are described in section 3.4 and chapter 4.

Power to make the rule

The Commission is satisfied that the draft rule falls within the subject matter about which the
Commission may make rules. The draft rule falls within s. 34 of the NEL as it relates to the
operation of the national electricity market and the activities of persons (including Registered
Participants) participating in the national electricity market or involved in the operation of the
national electricity system. Further, the draft rule falls within the matters set out in Schedule
1 to the NEL as it relates to the setting of prices for electricity and services purchased
through the wholesale exchange operated and administered by AEMO (item 7) and the
methodology and formulae to be applied in setting those prices (item 8).

Commission’s considerations
In assessing the rule change request the Commission considered:

« its powers under the NEL to make the rule
« the rule change request
« submissions received during first round consultation

« the Commission’s analysis as to the ways in which the proposed rule will, or is likely to,
contribute to the NEO.

There is no relevant Ministerial Council on Energy statement of policy principles for this rule
change request.?

The Commission may only make a rule that has effect with respect to an adoptive jurisdiction
if satisfied that the proposed rule is compatible with the proper performance of AEMO’s
declared network functions.'?®* The draft rule is compatible with AEMO’s declared network

122 Under section 225 of the NERL the AEMC must have regard to any relevant MCE statement of policy principles in making a rule.
The MCE is referenced in the AEMC's governing legislation and is a legally enduring body comprising the Federal, State and
Territory Ministers responsible for energy. On 1 July 2011, the MCE was amalgamated with the Ministerial Council on Mineral and
Petroleum Resources. The amalgamated council is now called the COAG Energy Council.

123 Section [91(8) of the NEL/ 295(4) of the NGL].
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functions because it is unrelated to them and therefore it does not affect the performance of
those functions.

Civil penalties
The Commission cannot create new civil penalty provisions. However, it may recommend to

the COAG Energy Council that new or existing provisions of the NER be classified as civil
penalty provisions.

The draft rule does not amend any clauses that are currently classified as civil penalty
provisions under the NEL or National Electricity (South Australia) Regulations. The
Commission does not propose to recommend to the COAG Energy Council that any of the
proposed amendments made by the draft rule be classified as civil penalty provisions.

Conduct provisions

The Commission cannot create new conduct provisions. However, it may recommend to the
COAG Energy Council that new or existing provisions of the NER be classified as conduct
provisions.

The draft rule does not amend any rules that are currently classified as conduct provisions
under the NEL or National Electricity (South Australia) Regulations. The Commission does not
propose to recommend to the COAG Energy Council that any of the proposed amendments
made by the draft rule be classified as conduct provisions.
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