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GLOSSARY OF TERMS
AEMC
AEMO
AER
AFMA
AGL
APG
Clean Energy Act
CER
CLP
Commission
CPRS
Draft Determination
Electricity Act
EPC
ERAA
ERET
ESAA
ESC Act
ESCPD
ETED
ETF
FCAS
FiT
FRC
LRET
LRMC
Lumo Energy
MRET
MW
MWh
NCAS
NEM
NSLP
Origin
OTC
OTTER
POE

Australian Energy Market Commission
Australian Energy Market Operator
Australian Energy Regulator
Australian Financial Markets Association
AGL South Australia Pty Ltd, a subsidiary of AGL Energy
Australian Power & Gas Pty Ltd
Clean Energy Act 2011 (Cth)
Clean Energy Regulator
Controlled Load Profile
Essential Services Commission of South Australia
Carbon Pollution Reduction Scheme
Draft Variation Price Determination
Electricity Act 1996
Electricity Purchase Cost
Energy Retailer's Association of Australia
Expanded Renewable Energy Target
Energy Supply Association of Australia
Essential Services Commission Act 2002
Electricity Standing Contract Price Determination
Exchange-Traded Electricity Derivatives
Exchange-Traded Futures
Frequency Control Ancillary Services
Feed-in Tariff
Full Retail Contestability
Large-scale Renewable Energy Target
Long-Run Marginal Cost
Lumo Energy Pty Ltd
Mandatory Renewable Energy Target
Mega Watt
Mega Watt hour
Network Control Ancillary Services
National Electricity Market
Net System Load Profile
Origin Energy Retail Ltd
Over-the-Counter
Office of the Tasmanian Regulator
Probability of Exceedence
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PPA
RECs
RPM
RPP
SACOSS
Small customer
SRAS
SRMC
WEC

Power Purchase Agreement
Renewable Energy Certificates
Relative Price Movement methodology
Renewable Power Percentage
South Australian Council of Social Service
A customer consuming less than 160MWh of electricity through a
single connection point
System Restart Ancillary Services
Short-Run Marginal Cost
Wholesale Energy Cost
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1.

INTRODUCTION

The Essential Services Commission (Commission) is an independent statutory authority,
established under the Essential Services Commission Act 2002 (ESC Act), with regulatory
responsibilities for essential services in South Australia. In performing its regulatory
functions, the Commission’s primary objective is to:
… protect the long term interests of South Australian consumers with respect to the
price, quality and reliability of essential services. 1

1.1

Regulation of standing contract prices

One of the Commission’s functions is to set the electricity standing contract price under the
Electricity Act 1996 (Electricity Act). The standing contract is a statutory arrangement under
which any residential or small business customer (small customer)2 who has not entered
into a market-based contract with a licensed electricity retailer is able to purchase electricity
from AGL South Australia Pty Ltd (AGL) under terms, conditions and prices regulated by the
Commission.
The Commission regulates the standing contract terms and conditions by requiring AGL to
adopt the terms specified in Part B of the Commission’s Energy Retail Code; the standing
contract price is fixed by the Commission through a price determination made in accordance
with the provisions of the ESC Act and the Electricity Act.
The Electricity Act requires the Commission, in making a price determination, to fix the
standing contract price for at least a three-year future period (price path period). One key
step in this process is estimation of the prudent and efficient future cost of selling and
supplying electricity to South Australian standing contract customers.
The costs which the Commission considers through that process are: the costs of purchasing
wholesale electricity and purchase-related costs (wholesale electricity costs or WEC); retail
operating costs (ROC); the retail operating margin (ROM); and network charges (distribution
and transmission). Network charges are separately regulated and determined by the
Australian Energy Regulator (AER); the Commission passes those charges through to the
standing contract price.
The Commission may set the standing contract price above the prudent and efficient cost if
it considers that allowing “headroom” between the standing contract price and the
estimated prudent and efficient cost is in the long-term interests of consumers.

1

Essential Services Commission Act 2002, section 6.

2

Under the Electricity Act, a small customer is defined to be a customer who consumes less than 160MWh of
electricity annual through a single connection point; Electricity Act, section 4.
Wholesale Electricity Cost Investigation
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There are two reasons why some degree of headroom may be appropriate: first, to
encourage competition; second, to allow for possible downside forecasting errors (that is,
the underestimation of the prudent and efficient cost) and thereby guard against
unintended negative impacts on competition.
In setting the standing contract price, the Commission meets its primary objective by
ensuring that the standing contract price reflect the costs of a prudent and efficient retailer
with the standing contract obligation in South Australia, including a reasonable profit
allowance so as to promote and not stifle competition in the retail market.
As the Commission observed in 2010, and maintains now, this means that the standing
contract price, while based on prudent and efficient market-based WEC costs, will not be the
lowest sustainable energy price that might possibly be derived in the market due to the
addition of an allowance for headroom.3 Unlike 2010, the Commission is now proposing that
the headroom allowance be explicit; this will allow quantification of that allowance and clear
identification of those prudent and efficient WEC costs.

1.2

The WEC review

In December 2010, the Commission made a price determination fixing the electricity
standing contract price to apply from 1 January 2011 to 30 June 2014 (ESCPD).
In both June 2011 and June 2012, the Commission announced changes to the standing
contract price, reflecting the regular process of annual adjustments under the price
determination and also allowing for the passing on of new costs through two “special
circumstances” amendments to the ESCPD.
On 15 June 2012, the Commission announced an increase in the standing contract price; this
resulted in an average bill increase of 18% for a typical standing contract customer. That
price increase incorporated the impacts of the Commonwealth Government’s Clean Energy
Act 2011 (Clean Energy Act) – which places a price on carbon emissions – and the AER’s
determination to raise network charges, driven largely by the increased costs of the solar
photo-voltaic feed-in tariff (FiT) scheme which was established by the South Australian
Government under the Electricity Act; under this scheme, the operator of South Australia’s
main distribution network (SA Power Networks) bears the cost of FiT payments and recoups
that cost through network charges.

3

Essential Services Commission, Final Inquiry Report & Final Price Determination 2010 Review of Retail
Electricity Standing Contract Price, Statement of Reasons – Part A, December 2010, page A-31; available at
http://www.escosa.sa.gov.au/library/101208-ElectricityStandingContractPrice-FinalPriceDeterminationPartA.pdf
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On 15 June 2012, the Commission also announced that it would conduct a review of the
WEC allowance component of the standing contract price. The Commission noted that
recent developments in the wholesale electricity market suggested that the forward cost of
wholesale electricity may be materially lower than the current WEC allowance. 4
Such a review, and the likely trigger for it, was specifically identified by the Commission in
the ESCPD:
The Commission acknowledges that should an event occur during the next
regulatory period that leads to a material change in wholesale electricity costs, a
special circumstances review may be triggered. In this event, the Commission would
be required to make a new standing contract price determination, albeit that the
determination could be limited to the remainder of the regulatory period, rather than
for another period of at least 3 years (as discussed in Chapter 9).
If the WEC decision were re-opened during the regulatory period, the methodology
for re-determining WEC could be decided at that time, having regard to the
circumstances of the market. Should there be evidence to suggest that there has
been a material change in WEC during the period, the Commission would explore all
relevant options for re-examining the WEC, including the possibility of reverting to
a market-based approach.5
The Commission has now re-examined the wholesale electricity cost of a prudent and
efficient retailer serving standing contract customers.
The purpose of that examination was to determine whether or not, for the purposes of the
Electricity Act “special circumstances”, exist such that the ESCPD should be varied. Under the
Electricity Act, the ESCPD can only be varied during its term if the Commission finds that
special circumstances exist.
To assist it in addressing the question of whether or not special circumstances exist, the
Commission released a Discussion Paper on that matter in June 2012. 6 The Commission
received 21 submissions from stakeholders (including one confidential submission from
Origin Energy Retail Ltd (Origin)) on that matter and consequential and related issues.7

4

The current WEC allowance is the WEC allowance made under the ESCPD plus the allowance that the
Commission made in June 2012 for the impact of the Clean Energy Act.
5

Essential Services Commission, Final Inquiry Report & Final Price Determination 2010 Review of Retail
Electricity Standing Contract Price, Statement of Reasons – Part A, December 2010, page A-68; available at
http://www.escosa.sa.gov.au/library/101208-ElectricityStandingContractPrice-FinalPriceDeterminationPartA.pdf
6

Essential Services Commission, Electricity Standing Contract – Wholesale Cost Investigation – Discussion
Paper, June 2012, available at http://www.escosa.sa.gov.au/projects/178/electricity-standing-contractwholesale-electricity-costs.aspx#stage-list=0
7

Copies of submissions are available at http://www.escosa.sa.gov.au/projects/178/electricity-standingcontract-wholesale-electricity-costs.aspx#stage-list=0
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1.3

What is the WEC allowance?

The WEC allowance should reflect the estimated cost that a prudent and efficient retailer
serving standing contract customers is expected to incur, plus (if appropriate) an allowance
for headroom.
The Commission notes that there is often confusion about the WEC allowance. In particular,
the Commission notes that the WEC allowance does not and should not reflect the average
spot (or “pool”) price paid by retailers, for at least four reasons:


spot prices do not reflect the cost of risk and/or risk management borne by retailers;



retailers bear other purchase-related costs, in addition to prices paid;



the load profile of standing contract customers means that in order to serve those
customers, a retailer will incur higher-than-average wholesale costs; and



to allow some further headroom may be in the long-term interests of consumers.

The Commission further expands on these reasons in sections 2 and 3 of this paper.

1.4

Findings of the review

The Commission has now conducted its review of the WEC allowance and, for the reasons
which are set out in the Special Circumstances section (Part A) of this document, has
determined that “special circumstances” exist such that the Commission is empowered to
vary the ESCPD.
Having regard to the fact that:


the Commission stated in the ESCPD that it would consider reverting to an Electricity
Purchase Cost (EPC) based approach if market uncertainties due to carbon emissions
pricing policies changed during the period of the ESCPD; and



use of the EPC-based approach for setting the WEC allowance for the purposes of the
ESCPD is appropriate, best reflects the costs that drive prices within competitive
markets and best satisfies the Commission’s primary objective under the ESC Act;

the Commission has formed the view that the following are special circumstances and has
determined them to be so for the purposes of section 36AA(4a) of the Electricity Act:


the relevant policy uncertainties have been resolved through the enactment of the
Clean Energy Act; and



liquidity in the South Australian forward electricity contract market has increased since
the ESCPD and following the removal of the relevant policy uncertainties, enabling a
reversion to the use of the EPC-based approach for the setting of the WEC allowance
for the purposes of the ESCPD.

Wholesale Electricity Cost Investigation
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Having made its determination that special circumstances exist, the Commission moved to
consider what action it should take as a result. The Commission decided to revert to a
market-based approach to estimate the WEC allowance, as it had flagged in the ESCPD that
it may do if it determined that special circumstances existed during the term of the ESCPD.
Having reviewed market-based electricity forward contract data, the Commission has
reached the draft decision to:


reduce the WEC allowance under the ESCPD (as varied in June 2012) by $27.19/MWh, to
$99.67/MWh; and



reduce the maximum annual aggregate revenue allowance underpinning the standing
contract price by $27.19/MWh, from $335.27/MWh (as varied in June 2012) to
$308.08/MWh; this would represent a reduction in the standing contract price of 8.1%.

To reflect that draft decision, the Commission has made a Draft Variation Price
Determination (Draft Determination). The Draft Determination comprises a draft Statement
of Reasons (Part B of this document) and a formal Draft Standing Contract (Further
Variation) Price Determination under the ESC Act (Part C of this document).
As consequential matters, the Commission has also considered whether it should vary:


the ROM component of the ESCPD;



the tolerance band component of the Relative Price Movement (RPM) mechanism within
the ESCPD; and



the current price determination which regulates the feed-in tariff (FiT) premium payments
that electricity retailers are required to make to small customers under section 36AD of the
Electricity Act.8

In respect of the first of those matters, the Commission has determined, at this stage, that
the ROM component of the standing contract price should not be adjusted as a consequence
of adjusting the WEC allowance.
In relation to the tolerance band, the Commission considers that the upper and lower
bounds of that band do need to be adjusted as a consequence of its decision and it has
reached the draft position that it will do so by adopting the same upper and lower bound
relativities to the standing contract price as applied at 1 July 2011.
The Commission has decided not to consider the question as to whether or not the FiT
premium should be adjusted at this time as it will be more appropriate to consider that
question at the same time as the Commission makes its Final Determination of the WEC
allowance and in light of spot price projections available at that time.

8

Essential Services Commission, 2012 Determination of Solar Feed-in Tariff Premium, available at
http://www.escosa.sa.gov.au/library/120125-SolarFeedinTariffPremium-FinalDecision.pdf. This retailer-funded
FiT scheme is different to South Australian Government scheme funded by SA Power Networks, which was
described in section 1.2 above.
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Each of those matters is dealt with more fully in section 4, with the Commission inviting
stakeholder comment on those matters and related, relevant, issues.
The Commission’s Draft Determination does not affect other cost components of the ESCPD
at this stage. Regulatory allowances for other cost components will be revisited during the
next overall standing contract price review, due to commence in late 2013.
The Commission will continue to apply the RPM methodology, to set the standing contract
price from 1 July 2013. In the above-mentioned standing contract price review, the
opportunity to review the RPM methodology will also be taken.

1.5

Submissions

As noted in section 1.2, the Commission has been assisted by the large number of
submissions it has received through this review process.
The Commission has given consideration to and acknowledged all arguments and
submissions in this review process. While the Commission has not adopted all positions put,
all submissions have been helpful in allowing the Commission to consider each of the
relevant issues under consideration and to understanding the competing viewpoints held.
Where appropriate, the Commission has, either by direct quotation or by reference to
themes or arguments, mentioned certain arguments and submissions in the text to assist
stakeholders in responding to the positions it has reached; however, a failure to reference
an argument or submission does not mean that the Commission has not taken that
argument or submission into account in its deliberations.
Furthermore, some submissions also put views which were not directly relevant to the
particular matter at hand – the WEC allowance – and canvassed more general proposals
relating to standing contract price regulation. Those proposals included removing standing
contract price regulation (a matter outside of the Commission’s control), changing the
nature and role of standing contracts and changing the form of price control (such as
adopting alternatives to the RPM).
While not directly relevant to the current review, the Commission acknowledges the issues
raised by stakeholders and plans to consider them after the current review is completed.

1.6

Structure of this document

This document is structured in the following manner:


Part A, Determination of Special Circumstances: sets out the Commission’s determination,
and reasons for the determination, that special circumstances exist for the purposes of
section 36AA of the Electricity Act;



Part B, Statement of Reasons: provides the Commission’s reasons for its Draft
Determination, a summary of the information on which the Draft Determination is based,

Wholesale Electricity Cost Investigation
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and discussion of consequential amendments and how to give effect to the Draft
Determination;9


1.7

Part C, Draft Determination: contains the Commission’s draft standing contract (further
variation) Price Determination which, if finalised, is to vary the ESCPD.

Next steps

The Commission invites written submissions from interested parties in relation to the issues
raised in this paper.
Submissions should be provided by Friday 26 October, 2012. It is highly desirable for an
electronic copy of the submission to accompany any written submission.
It is Commission policy to make all submissions publicly available via its website
(www.escosa.sa.gov.au), except where a submission either wholly or partly contains
confidential or commercially sensitive information provided on a confidential basis and
appropriate prior notice has been given. 10
Submissions should be directed to:
2011-2014 Electricity Standing Contract Price Determination – Wholesale Electricity
Cost Investigation
Essential Services Commission of South Australia
GPO Box 2605
Adelaide SA 5001
Following the close of the submissions period, the Commission will consider all matters
raised and will look to finalise the determination process in December 2012, such that any
resulting price variation to the ESCPD may take effect from 1 January 2013.

9

Refer ESC Act, section 26(2).

10

The Commission may also exercise its discretion not to exhibit any submission based on their length or
content (for example containing material that is defamatory, offensive or in breach of any law.
Wholesale Electricity Cost Investigation
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PART A – SPECIAL CIRCUMSTANCES
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2.

PART A: SPECIAL CIRCUMSTANCES

Pursuant to section 36AA of the Electricity Act, there are specific legislative requirements
which apply to the standing contract prices which must be offered by AGL.
In December 2010, the Commission fixed standing contract prices for the purposes of
section 36AA in the ESCPD. The Commission’s powers to do so arise through the combined
operations of the Electricity Act and the ESC Act.
In order to understand the concept of special circumstances and how that concept operates
within the standing contract pricing regime, it is useful to trace through those combined
operations.

2.1

The general statutory context

The starting point is section 36AA of the Electricity Act. The primary requirement of that
section is that AGL must offer to retail electricity to any small customer on request at the
standing contract price.11
The standing contract price cannot be determined by AGL; the only permissible price is:
(a)

the price fixed by the Commission as the entity's standing contract price in
accordance with subsection (4a); or

(b)

if there is no price for the time being fixed by the Commission as the entity's
standing contract price in accordance with subsection (4a), the price fixed by
the electricity pricing order under section 35B as at 31 December 2002 for the
sale of electricity to non-contestable customers.12

Section 36AA(4a) of the Electricity Act provides that the Commission may fix the price
through the making of a Price Determination of a kind referred to in section 35A(1)(a).
Section 35A(1)(a), in turn, provides that:

11

Electricity Act 1996, sections 36AA(1) and (2). On 12 September 2002, AGL was proclaimed to be the standing
contract retailer, pursuant to section 36AA(1) of the Electricity Act; refer South Australian Government Gazette,
12 September 2002, page 3384, available at
http://www.governmentgazette.sa.gov.au/2002/september/2002_101.pdf
12

Electricity Act 1996, section 36AA(6)
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35A—Price regulation by Commission
(1)

The Commission may make a determination under the Essential Services
Commission Act 2002 regulating prices, conditions relating to prices and pricefixing factors for—
(a)

the sale and supply of electricity to small customers;…

It is, therefore, ultimately the ESC Act under which the Commission makes a Price
Determination for the purposes of section 36AA.
The Commission’s price determination powers under the ESC Act, which can only be used if
authorised by an industry regulation Act (noting that the scheme described above provides
that authority),13 are generally broad in terms of the manner in which a price determination
may operate.
Under section 25(3) of the ESC Act, a price determination may regulate prices by (for
example): fixing a price; fixing a maximum price; fixing a maximum rate of increase in a
maximum price; fixing an average price; or, specifying pricing policies or principles. Under
sections 25(4) and (5) of that Act, the Commission is required to have regard to various
legislatively prescribed factors:
(4)

13

In making a price determination, the Commission must (in addition to having
regard to the general factors specified in Part 2) have regard to—
(a)

the particular circumstances of the regulated industry and the goods
and services

(b)

the costs of making, producing or supplying the goods or services;

(c)

the costs of complying with laws or regulatory requirements;

(d)

the return on assets in the regulated industry;

(e)

any relevant interstate and international benchmarks for prices, costs
and return on assets in comparable industries;

(f)

the financial implications of the determination;

(g)

any factors specified by a relevant industry regulation Act or by
regulation under this Act;

(h)

any other factors that the Commission considers relevant.

ESC Act, section 25(2)
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(5)

In making a price determination under this section, the Commission must
ensure that—
(a)

wherever possible the costs of regulation do not exceed the benefits;
and

(b)

the decision takes into account and clearly articulates any trade-off
between costs and service standards.

Importantly, that general breadth of operation in terms of pricing methodology and factors
to consider may be limited (or expanded) by the authorising industry regulation Act. Section
25(6) of the ESC Act makes it clear that any specific provisions in an authorising industry
regulation Act which address the nature, scope or operations of a price determination may
displace the general broad powers of the ESC Act:
(6)

Subsections (3), (4) and (5) have effect in relation to a regulated industry
subject to the provisions of the relevant industry regulation Act for that
industry.

In the case of the standing contract price regime under section 36AA, there are such
provisions which address the nature, scope or operations of standing contract price
determinations. Section 36AA(4a) sets out requirements for standing contract price
determinations as follows:
(4a)

The following provisions apply in relation to the fixing by the Commission of a
standing contract price for an entity for the purposes of this section:
(a)

the Commission may fix the price by a determination of a kind referred
to in section 35A(1)(a);

(b)

a determination, other than a determination under paragraph (f), must
provide for the expiry of the determination at the end of a period of not
less than 3 years specified in the determination;

(c)

a determination may provide for prices that vary at specified times
according to a formula specified in the determination;

(d)

unless the Commission determines that special circumstances exist—
(i)

a determination may not be made to take effect before the
expiry date of the last preceding determination made by the
Commission in accordance with this subsection;

(ii)

a determination may only be made if the entity has made a
submission to the Commission stating the price that the entity
proposes be fixed by the Commission as the entity's standing
contract price, and the entity's justification for the price, not less
than 6 months and not more than 9 months before the making
of the determination;
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(iii)

the Commission must, before making a determination, have
conducted an inquiry under Part 7 of the Essential Services
Commission Act 2002 into the question of the appropriate price
to be fixed as the standing contract price;

(e)

a submission under paragraph (d) must comply with any requirements
as to the form and content of such submissions imposed by the
Commission by written notice served on the entity;

(f)

if the Commission has determined that special circumstances exist—
the Commission may make a determination that takes effect as a
variation of the existing determination (with effect for the balance of
the term of the existing determination (unless another variation is
subsequently made)).

(emphasis added)
Of relevance, the provisions of 36AA(4)(b) and (d) contain particular requirements that
constrain the Commission’s general powers under the price determination provisions of the
ESC Act. For example, the minimum three-year price determination period specified under
section 36AA(4a)(b) stands in contradistinction to the Commission’s general power under
section 26(8) of the ESC Act to vary a price determination at any time.
Those same provisions do, however, also provide an exception to the general obligation;
when the Commission has determined that “special circumstances” exist, it need not comply
with those obligations – as is made clear by sections 36AA(4a)(d) and (f).

2.2

The meaning of special circumstances

Neither the Electricity Act nor the ESC Act defines the term “special circumstances”. The
Commission has generally taken a view, therefore, that it has a broad discretion in the
determination of whether or not special circumstances exist. That said, the overriding
consideration in exercising that discretion is the Commission’s paramount statutory
objective as set out in section 6 of the ESC Act (including consideration of the subsidiary
factors specified in that section):
In performing the Commission's functions, the Commission must—
(a)

have as its primary objective protection of the long term interests of South
Australian consumers with respect to the price, quality and reliability of
essential services; and

(b)

at the same time, have regard to the need to—
(i)

promote competitive and fair market conduct; and

(ii)

prevent misuse of monopoly or market power; and

(iii)

facilitate entry into relevant markets; and

Wholesale Electricity Cost Investigation
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(iv)

promote economic efficiency; and

(v)

ensure consumers benefit from competition and efficiency; and

(vi)

facilitate maintenance of the financial viability of regulated industries
and the incentive for long term investment; and

(vii)

promote consistency in regulation with other jurisdictions.

From the time that the special circumstances provisions were introduced into the Electricity
Act in 2004, the Commission has publicly stated its position that special circumstances will
be those which are:
…events of a magnitude such as to disturb the fundamental basis of an existing Price
Determination so much as to require a new determination to be made.14
This position is consistent with the South Australian Government’s stated policy position on
this matter, as set out in correspondence to the Commission in February 2005, in which the
Treasurer stated:
… I take this opportunity to comment on the Government’s rationale for establishing
the medium term price path setting process, as contained in section 36AA of the
Electricity Act 1996 (as amended by the Statutes Amendment (Electricity and Gas) Act
2004).
Consistent with the recommendations of the NSW Independent Pricing and
Regulatory Tribunal (IPART), a price setting process of not less than three years was
legislated with some discretion for the Essential Services Commission of South
Australia (ESCOSA) to issue a new price determination in the event of special
circumstances, should it consider it appropriate. It was the Government’s intent that
“special circumstances” should include extraordinary movements or changes in a
range of factors obviating the need for there to be a long list of “pass through
items”.15
The Commission notes that its position was reflected in the South Australian Government’s
second-reading speech for the amending legislation which introduced section 36AA(4a)(f)
2010.16

14

Essential Services Commission, Inquiry into Electricity Retail Price Path – Final Report, March 2005, page 69,
available at http://www.escosa.sa.gov.au/library/050318-InquiryElecPricePath_FinalReport.pdf
15

The IPART report referred to by the Treasurer was a report prepared by IPART for the Premier of South
Australia, reviewing the effectiveness of the Commission’s 2003 standing contract price determination process.
A copy of that report is available at http://www.escosa.sa.gov.au/library/040330-IPARTReportSAGovt.pdf
16

Statutes Amendment (Electricity and Gas – Price Determination Periods) Amendment Act 2010, available at
http://www.legislation.sa.gov.au/LZ/V/A/2010/STATUTES%20AMENDMENT%20(ELECTRICITY%20AND%20GAS
%20-%20PRICE%20DETERMINATION%20PERIODS)%20ACT%202010_11/2010.11.UN.PDF
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In that speech, the Minister for Energy noted that:
The South Australian Government has no intention to remove energy price control
mechanisms at this time, but has been prepared to examine ways of making the
existing framework better.
The Essential Services Commission of South Australia (ESCOSA) has advised that while
there is a degree of flexibility within the current regime, greater flexibility would be
achieved if provisions in both the Electricity and Gas Acts allowed for a variation of an
existing price determination in cases where special circumstances exist, without the
need for a new three year determination to be made.
ESCOSA considers that special circumstances are generally events of a magnitude to
disturb the fundamental basis of an existing Price Determination so much as to
require a new determination to be made. So, if an unexpected event occurs which
can be shown to have a material impact on the credibility of the existing price path
determination, a review would be initiated pursuant to the 'special circumstances'
provisions of the Acts to confirm or deny the existence of special circumstances.
…
The Bill provides ESCOSA with the ability to determine whether making a new three
year price determination or making an intra-period variation to the existing
determination was the more efficient approach following the confirmation of the
existence of special circumstances. This may depend on the timing of the passthrough proposal in relation to the age of the existing price determination. The Bill
amendments provide the opportunity to deal with special circumstances in a more
timely and less costly manner.
The practical effect of this amendment would be that if a significant change in input
costs arose following the commencement of a three-year price path, then that
existing price determination could be varied by a subsequent variation to the price
determination.17
(emphasis added)
As a result, the Commission, in the ESCPD, adopted a position that:
While it remains difficult to formulate a precise policy on when special circumstances
might be declared, the Commission’s intention is that where circumstances have
changed which ought (having regard to the Commission’s primary objective under
section 6 of the ESC Act, as well as the other factors specified under that Act and the
Electricity Act) to result in changes in standing contract prices but cannot be

17

Parliament of South Australia, House of Assembly, Hansard, 12 May 2010; available at
http://hansard.parliament.sa.gov.au/pages/loaddoc.aspx?e=1&eD=2010_05_12&c=0
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accommodated under the price determination made, then those circumstances may
well be considered as “special”. 18
The Commission will return to the concept of “special circumstances” as it applies in this
particular instance; however, prior to doing so, it is appropriate to review and recap the
Commission’s past practices and policies in respect of determining standing contract prices
and to review the economic underpinnings for setting prices.

2.3

The “building block” approach

Although the Commission did not anticipate that it would have a role in regulating retail
electricity prices once full retail contestability was effected from 1 January 2003,19 for policy
reasons the Government at that time formed the view that at least transitional price
protection would be required and that the Commission would perform that function.20
The Commission undertook a wide-ranging and detailed public consultation process during
2002 to establish an appropriate methodology for regulating what would become the
standing contract price.
Through that process the Commission identified that it would best meet its statutory
objectives by adopting a methodology which determined the prudent and efficient costs of
retailing electricity, based on an assessment of the “building blocks” of an end-use retail
electricity price: wholesale electricity costs; network costs; retail operating costs; and, a
retail operating margin.
While the means of varying standing contract prices year-on-year has varied over time
(following amendments to the Electricity Act in 2004 and also the implementation of the
RPM from 2010), that “building blocks” approach has continued to be utilised to set initial
standing contract prices at the start of each standing contract price determination.
It is not relevant for present purposes to consider the details of how network costs, retail
operating costs and the retail margin are determined in practice; it is helpful, however, to
consider the Commission’s position over time on the determination of the WEC allowance.
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Essential Services Commission, 2010 Review of Retail Electricity Standing Contract Price Path: Final Inquiry
Report & Final Price Determination, Statement of Reasons – Part A, December 2010, page A-115; available at
http://www.escosa.sa.gov.au/library/101208-ElectricityStandingContractPrice-FinalPriceDeterminationPartA.pdf
19

See generally, Essential Services Commission, Reviewing and approving electricity retail prices in a
competitive market – Initial Thoughts, April 2002; available at http://www.escosa.sa.gov.au/library/020408Review_ApprRetailPrices.pdf
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The Commission considered the changing policy position adopted by the Government over time in respect of
the role of price protection in a Discussion Paper released in October 2009. Refer Essential Services
Commission, Review of Energy Retail Price Setting Methodology: Discussion Paper, October 2009, chapter 4,
pages 26 to 29; available at http://www.escosa.sa.gov.au/library/091023-RetailPriceMethodologyReviewDiscussionPaper.pdf
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2.4

Reversion to an EPC-based approach to determine the
WEC Allowance

The WEC allowance includes a number of cost components. The biggest component is the
direct cost of wholesale electricity. This cost is discussed in detail below; the other WEC
allowance components, such as purchase on-costs and the costs of meeting various
government schemes, are discussed in section 3 and in Appendix A.
As far back as 2002, the Commission acknowledged that, in theory, there are at least two
ways that the direct wholesale cost component of the WEC allowance could be estimated
and determined: the electricity purchase cost that a prudent and efficient retailer would be
expected to incur (EPC-based approach) and the long run marginal cost of electricity
generation (LRMC-based approach)
The distinction between the two approaches was explained by The Allen Consulting Group in
a report to the Commission in August 2007:
LRMC estimates costs based on supply side considerations i.e. generation costs.
Marginal costs are an estimate of how costs change in response to changes in output.
In the wholesale electricity market long run marginal costs are used in recognition of
the long term nature of electricity generation assets. The assessment of long run costs
requires engineering judgment on the type of generation plant required to meet
future requirements and the cost of that plant (including depreciation and an
adequate return on investment over the life of the plant).
The energy cost approach looks at the costs incurred from the demand side (as a
retailer purchasing from the market). It considers the costs incurred by retailers
which, as discussed in Chapter 2, consist of hedging costs as well as any costs of
uncovered energy purchased through the pool.21
(emphasis added)

2.4.1

The EPC-based approach

In its October 2002 Final Report and Determination on its inquiry into electricity
standing contract prices, the Commission canvassed at length the competing
arguments about those alternative approaches and concluded that an EPC-based
approach best met its statutory objectives and the task facing it. The Commission
stated that:
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The Allen Consulting Group, Wholesale Electricity Costs for Standing Contract Customers in South Australia,
August 2007, page 13; available at http://www.escosa.sa.gov.au/library/070824WholesaleElectricityCostsReport-AllenConsultingGroup.pdf
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... the Commission’s role is not to estimate the LRMC of plant in SA: it is to
determine what a prudent retailer would do in securing supply for small
consumers under the standing contract conditions. This requires
consideration of contract load profile, magnitude and volatility. 22
(emphasis added).
This statement has underpinned the Commission’s position since that time: that the
EPC-based approach – which uses market-based data to estimate the wholesale
costs that a prudent and efficient retailer would incur in serving standing contract
customers during the regulatory period under consideration – is the best method
available to set the WEC allowance consistent with the long-term interests of
consumers.
The adoption of an LRMC-based approach to set the WEC allowance may merely
provide retailers with incentives to manage costs below that estimate, with no
guarantee that any cost savings achieved would be passed on to generators or,
importantly, to customers.
In advice provided to the Commission, ACIL Tasman stated:
The LRMC does not estimate the costs that would be incurred by an efficient
and prudent retailer in purchasing energy to supply to small customers.
Rather, it provides an indication of the cost of generation in the long term. In
the short term, the costs incurred by retailers in purchasing energy are
expected to be higher or lower than the LRMC depending on market
conditions.23
The Commission accepts that advice.
The Commission has previously recognised that the relevant costs are those for the
pricing period under consideration, rather than for the “long-run”. For example, in
its 2007 standing contract price determination, the Commission stated:
LRMC is not often used in regulatory decision making relevant to this Inquiry
without some modification or supplementation, in part because decisions
such as this apply for a specific period of time – not “the long run”.
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Essential Services Commission, Inquiry into Electricity Standing Contract Prices: Final Report and
Determination, October 2002, page 30; available at http://www.escosa.sa.gov.au/library/021031-FinalReportInquiryElecStandingContractPrices.pdf
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ACIL Tasman, Wholesale electricity cost investigation – Approaches to setting the wholesale electricity cost
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Therefore, decisions need to take into account the particulars of electricity
purchases for the relevant time period.24
(emphasis added)
The clear implication of the Commission’s statement is that the relevant issue to
address in determining a standing contract price is not the long-run cost of
producing electricity. Rather, it is the cost that a prudent and efficient retailer
would incur in sourcing electricity for the period under regulatory consideration;
the EPC-based approach addresses that issue.
This implication arises given the terms of section 35A of the Electricity Act and
section 25 of the ESC Act, as explained below.
Section 35A (the authorising provision of the Electricity Act) permits the
Commission to make a standing contract price determination in respect of the “…
sale and supply of electricity to small customers” (emphasis added). This is an
important consideration: the Commission’s fundamental task is to set a standing
contract price which relates to the retailing of electricity, rather than the generation
of electricity.
Further, section 25(4)(b) of the ESC Act requires the Commission, in making a
standing contract price determination, to have regard to “…the costs of making,
producing or supplying the goods or services”. This section does not require the
Commission to have regard to each of the costs listed (making, producing or
supplying); the disjunctive nature of the clause (the use of “or”) requires the
Commission to have regard to the particular form of costs relevant to the
determination it is making.
In the case of the standing contract price determination, these sections of the two
Acts intersect, with the result that in making the determination the Commission
must consider the costs that a prudent and efficient retailer would incur in retailing
electricity to standing contract customers.
Further support for the EPC-based approach, as opposed to the LRMC-based
approach, arises from a consideration of the terms of the Commission’s paramount
statutory objective and the view which the Commission has consistently taken as to
how that objective is to best be met.
The Commission’s paramount statutory objective is to protect consumers’ longterm interests with respect to the price, quality and reliability of essential services.25

24

Essential Services Commission, 2007 Review of Retail Electricity Price Path: Final Inquiry Report & Price
Determination, Statement of Reasons – Part A, November 2007, pages A-44 to A-45; available at
http://www.escosa.sa.gov.au/library/071130-ElectricityRetailPricePath_2007-PartAInquiryReportDetermination.pdf
25

ESC Act, section 6
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The Commission has argued that consumers’ long-term interests are best met by
promoting competitive market outcomes.
For example, in the opening paragraph of its 2007 standing contract price
determination, the Commission noted that:
Full retail contestability (FRC) commenced in the South Australian electricity
market on 1 January 2003, allowing all customers to enter into a market
contract with a retailer of their choice. The basis of FRC is that effective
competition will ultimately provide the best protection and pricing
outcomes for electricity consumers.26
(emphasis added)
As the Commission is of the view that competitive market outcomes are in
consumers’ long-term interests then, subject to the need to allow for headroom to
promote and protect competition (discussed in section 3.4 below), setting a WEC
allowance in the standing contract price consistent with the costs on which prices
are based in competitive markets is also in consumers’ long-term interests. An EPCbased approach best delivers that outcome.
In keeping with that position, the Commission adopted the sole use of the EPCbased approach in its standing contract price determinations undertaken in 2002
and 2004 (both of which were single-year determinations).
In 2005, for the first of the minimum three-year determinations required under
amendments made at that time to the Electricity Act, the Commission also used
only the EPC-based approach.
In 2007, for the second three-year determination, the Commission departed from
its practice of placing sole weight on the EPC-based approach due to market
uncertainties present at that time, arising from the severe drought conditions that
then affected the operations of the National Electricity Market (NEM).27 Due to
those concerns, the Commission fixed the standing contract price at the mid-point
of a range – the upper bound of which was set using the LRMC-based approach and
the lower bound of which was set using the EPC-based approach.
In the 2010 ESCPD, the Commission again departed from its practice of placing sole
weight on the EPC-based approach, this time due to policy uncertainties as to the
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Essential Services Commission, 2007 Review of Retail Electricity Price Path Final Inquiry Report & Price
Determination, Statement of Reasons – Part A, November 2007, page A-1; available at
http://www.escosa.sa.gov.au/library/071130-ElectricityRetailPricePath_2007-PartAInquiryReportDetermination.pdf
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Those impacts were significant, as described by NEMMCO (now AEMO) in its report prepared for the
Ministerial Council on Energy, Potential Drought Impact on Electricity Supplies in the NEM, April 2007; available
at http://www.senate.state.tx.us/75r/Senate/commit/c510/handouts12/0110BI-NEMMCO.pdf
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introduction of a carbon emissions pricing regime, leading to a fall in forward
market liquidity.
Therefore, the Commission did not give weight to the EPC-based approach and
stated that:
An LRMC approach, which “looks through” the contract market to determine
the underlying costs of generation is considered a more robust methodology
under current circumstances.28
(emphasis added)
The Commission therefore placed sole weight on an LRMC-based approach under
the then prevailing circumstances. However, in doing so it stated (as noted in
section 1.2) that, if the policy uncertainty were to be removed, it would consider
reverting to the EPC-based approach.
As the Commission argues below, it is of the view that the policy uncertainty has
been removed, with the result that the forward market is now more liquid than it
has been on every other occasion on which the Commission has used the EPC-based
approach: the Commission therefore proposes to revert to the EPC-based approach.

2.4.2

Submissions on reversion to the EPC-based approach

Submissions from Macquarie Generation, Private Individual 1 and Uniting Communities
supported an EPC-based approach.
Macquarie Generation submitted that it:
… questions the basis for the assertion that an LRMC based on standalone
plant build is necessary to encourage new generation investment. Should
there be a tightening of demand and supply fundamentals in the physical
market, NEM experience has shown that spot market volatility and the level
of forward contract prices will rise through time. Such price signals have led
to new generation investment when and where it has been needed.29
Macquarie Generation went on to observe that the Australian Energy Market Operator
(AEMO) has recently substantially revised down the expected annual and peak electricity
demand for South Australia (and for other NEM jurisdictions), noting that those forecasts
are:
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Essential Services Commission, 2010 Review of Retail Electricity Standing Contract Price Path: Final Inquiry
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… likely to substantially postpone the timing of AEMO’s estimate of when
any new generation investment is needed in South Australia, possibly until
late in the current decade. Under the current ESCOSA LRMC methodology,
small customers on standing contracts would continue to pay a wholesale
energy cost allowance reflecting the full cost of building new gas-fired plant.
Given likely lead times of three to four years for planning and commissioning
such plant, Macquarie Generation questions whether a ‘greenfields’-based
LRMC approach is appropriate for the current determination period.30
Business SA argued that if the differential between LRMC and a market-based approach
is substantial, then the Commission should follow a market based-approach. It argued
that this would provide better price signals to market participants and lead to lower
prices for consumers.31
Several submissions suggested using hybrid approaches or giving more weight to NEM
pool prices, drawing on two or more methodologies. For example:


COTA suggested that the Commission “…adopt a range of methodologies which
have the capacity to assess forward contract prices regardless of liquidity.”32



SACOSS submitted that the Commission “…must take account a range of
methodologies…..” and “…greater weight must be given to spot and forward
contract prices regardless of liquidity concerns.”33



SACOSS also recommended that the Commission “…consider a hybrid forward
looking and backward looking consideration of wholesale costs that considered a
combination of spot, contract and LRMC estimates appropriately weighted”.34

Generally, retailers’ submissions (including the representative groups, the Energy
Retailers Association of Australia and the Electricity Supply Association of Australia)
argued against the Commission reverting to its usual EPC-based approach. The four
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Macquarie Generation, South Australian Electricity Standing Contract, 19 July 2012, page 5; available at
http://www.escosa.sa.gov.au/library/120720-ElectricityStandingContractWEC-DiscussionPaperSubmissionMacGeneration_0.pdf
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Business SA, Submission to Wholesale Electricity Cost Investigation, 11 July 2012, pages 1-2; available at
http://www.escosa.sa.gov.au/library/120711-ElectricityStandingContractWEC-DiscussionPaperSubmissionBusinessSA.pdf
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COTA, Submission to Electricity Standing Contract – Wholesale Electricity Cost Investigation, 18 July 2012,
page 2; available at http://www.escosa.sa.gov.au/library/120718-ElectricityStandingContractWECDiscussionPaperSubmission-COTA.pdf
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main arguments made in submissions against reverting to the EPC-based approach
were:


it would discourage competition and/or investment;



it ignores long-term costs and long-term supply arrangements;



changing approaches mid-period increases regulatory risk; and



insufficient liquidity exists in the market.

Relevant points made in those submissions are discussed below as a part of the
Commission’s consideration and response to each of these four main arguments.
Finally, the South Australian Minister for Mineral Resources and Energy submitted
that the Commission should review the approaches adopted in other Australian
jurisdictions.

2.4.3

Commission response

The Commission notes that its position on the appropriateness of utilising an EPCbased approach has, in the past at least, received broad - although not unanimous industry endorsement.
For example, in its initiating application for the ESCPD, AGL, while noting its position
at that time that market uncertainty meant that market prices were not sufficiently
reliable for regulatory purposes, stated its view that:
In normal circumstances AGL advocates the use of actual published market
prices to determine the market prices likely to be incurred by a retailer in
the near term. While, as shown in Annexure 1, this can be subject to
considerable error, it is (along with LRMC) usually the most reliable predictor
of future prices.35
(emphasis added)
AGL went on to note that:
AGL has always held the position that where there is robust, transparent
contract price data available, this data should form the basis for any
assessment of a market cost. AGL has not supported ‘modelled’ or
‘estimated’ contract prices in the past, but has previously accepted that
without the existence of robust market data, some form of forecast or
scenario analysis would be appropriate.
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AGL, Regulated Pricing Proposal 1 January 2011 to 30 June 2014 – Public Version, 19 May 2010, page 18,
available at http://www.escosa.sa.gov.au/library/100519-ElectricityStandingContractPricePathInquiry2010AGLProposal-Public.pdf
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AGL notes in this context that ESCOSA is in a different position to that of
IPART, which has the ability to complete annual reviews. In the recent IPART
review, AGL encouraged IPART to use actual contract price data and an
assumption a prudent retailer layers in hedges over a 2-3 year period as the
basis for assessing the relevant energy purchase cost. However, AGL also
acknowledged that in circumstances where there was an ability to conduct
an annual review, the need to use modelled or estimated contract prices
disappeared, as by the time the annual review was conducted there would
be sufficient liquidity to support a market based price. 36
(emphasis added)
Notwithstanding the apparent previous support for an EPC-based approach, the
Commission notes that a number of industry stakeholders now argue strongly
against reverting to the EPC-based approach.
The Commission has carefully considered the arguments put to it regarding the EPCbased approach and alternative methodologies. Having considered those
arguments, the Commission is of the view that reverting to the EPC-based approach
is in the long-term interests of consumers.
The Commission’s responses to the specific matters raised in submissions are set
out below. However, to address these matters appropriately, it is first useful for the
Commission to make some observations regarding competitive markets.
In doing so, it is important to distinguish between pricing and investment decisions.
2.4.3.1

Price-setting and investment in competitive markets

The EPC-based approach provides cost estimates that are consistent with
the costs on which prices are set in competitive retail markets.37 In setting
prices for a defined period of time, the relevant cost that a profitmaximising retailer considers is the expected short-run marginal cost of
supplying an additional unit during that pricing period. In effectively
competitive markets in which prices are set for a defined period of time,
prices will:


reflect the expected short-run marginal cost (SRMC) incurred by
prudent and efficient retailers, which will (if retailers are risk averse)
include a risk premium; and
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AGL, Regulated Pricing Proposal 1 January 2011 to 30 June 2014 – Public Version, 19 May 2010, pages 18 to
19, available at http://www.escosa.sa.gov.au/library/100519-ElectricityStandingContractPricePathInquiry2010AGLProposal-Public.pdf
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on average, and over the long-run, reflect LRMC.

In any competitive retail market, retailers may well commit to long-term
supply arrangements, including investing in plant or long-term supply
contracts (such as power purchase agreements (PPAs), in the context of
the electricity market). Nevertheless, it remains true that, even under
those circumstances, prices in competitive retail markets reflect expected
SRMC (including the relevant risk premium).
One component of the SRMC of retail supply is the SRMC that a retailer
incurs for wholesale supply. Again, in competitive wholesale markets,
retailers can usually choose from multiple wholesale supply/hedging
alternatives, such as: spot purchases; forward contracts; short-term supply
contracts; medium-term supply contracts; long-term supply contracts; and,
owning plant.
If retailers supply their own demand from their own plant, the relevant
marginal wholesale cost will be the expected SRMC; what the LRMC of the
plant is not relevant to that pricing decision.
In general, it will not be prudent for a retailer to meet 100% or more of its
expected demand through long-term supply agreements at fixed prices.
Such agreements may cover a proportion of expected demand;
nevertheless, the relevant wholesale cost for the defined-period pricing
decision is the marginal wholesale cost of supplying an additional unit
within the defined period. Even if some retailers are locked into fixed
prices, not all will be; prices in competitive markets are determined by the
SRMC of the marginal supplier.
A retailer can meet additional demand during the defined period by buying
spot; if the wholesale market is competitive, the spot price will reflect the
SRMC of wholesale supply. As a retailer incurs price risk in buying spot, a
risk premium may be added to its expected spot price to determine its
marginal cost of sourcing wholesale supply during the defined period.
A retailer will hedge through short/medium-term contracts and/or forward
markets if it can lock in purchase prices that are less than its expected spot
price for the defined period plus any relevant risk premium. A retailer will
optimise its hedging so that, at the margin, forward prices reflect its
expected average spot price plus its risk premium. If a retailer is very riskaverse, it will hedge to a large extent.
Therefore, the relevant wholesale costs that drive retail prices in
competitive markets will:


incorporate an expected short run marginal wholesale cost for the
period over which retail prices are set;
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reflect the expected average spot price paid by retailers plus (if retailers
are risk averse) a risk premium;



vary by period; and



therefore, sometimes be below LRMC and sometimes above.

In competitive markets, prices reflect marginal costs, not average costs.
The fact that retailers may source supply in a variety of ways is not the
relevant consideration, as that is not the way prices are determined in
competitive markets.
The fact that prices in competitive markets may vary from LRMC for
significant periods of time (in fact, most of the time) is not a cause for
concern. In fact, it is necessary in order to gain the efficiency benefits of
competitive markets. Prices that reflect expected SRMC in competitive
markets send important signals to:


consumers - to consume more when SRMC is low and to economise
when SRMC is high; and



producers - to invest when SRMC is expected to exceed LRMC (to avoid
capacity shortages) and to delay unnecessary and wasteful investment
when SRMC is expected to be below LRMC (excess capacity).

The Commission has previously recognised the case for setting prices to
replicate competitive market outcomes. For example, in its 2007 standing
contract price determination, the Commission stated that:
… many consumers will remain on the standing contract, even if there
is potential to achieve savings by transferring to a market contract.
The Commission therefore needs to ensure that its price
determination prevents AGL SA from misusing this position. The
prices set must attempt to replicate a competitive market and
ensure AGL SA’s prices are at a level which provides an appropriate
risk adjusted return.38
(emphasis added)
The existence of complex financial arrangements between market
participants (such as derivative contracts and long-term purchasing
agreements) can obscure the very simple key point: in competitive
markets, the cost to society of supplying another unit during the pricing

38

Essential Services Commission, Final Inquiry Report & Final Price Determination 2010 Review of Retail
Electricity Standing Contract Price, Statement of Reasons – Part A, December 2010, page A-70; available at
http://www.escosa.sa.gov.au/library/101208-ElectricityStandingContractPrice-FinalPriceDeterminationPartA.pdf
Wholesale Electricity Cost Investigation
31

period is the expected SRMC during that period. That is why competitive
markets are efficient: prices reflect the cost to society.
2.4.3.2

Competition & investment

In submissions, the arguments put by retailers as to why using the EPCbased approach would adversely affect competition and/or investment
included:39


the EPC-based approach relies solely on the cost of short-term hedges
and does not consider long-term hedging options;



retailers, particularly large ones, are committed for the long-term and
have structured their wholesale portfolios accordingly;



placing sole weight on the EPC-based approach would affect
investment;



placing sole weight on the EPC would result in increased risk for retailers
and consumers (e.g. exposure to significant losses with no ability to
recover costs until next period);



retailers’ risk management policies prohibit material exposure to spot
market prices; and



alternatives to EPC, such as LRMC, an average of LRMC and EPC, or the
higher of EPC and LRMC would provide better competitive and/or
investment outcomes.

Finally, AGL also argued that workably competitive markets should not be
regulated in the same way as monopoly markets are regulated:40
…while NEM retail markets are not perfectly competitive, they are
workably competitive and it does not logically follow that intrusive
price regulation should be applied to the entire market to deal with
residual imperfections.
…
Nonetheless, given imperfect customer switching and imperfect
competition, if price regulation forms a policy constraint by political
processes, then the objective function should be to form a safety-net
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tariff, set at the long run sustainable cost of supply as Yarrow (2008)
explains. Price regulation in an imperfectly competitive market
pursues a very different objective function when it attempts to deliver
the anticipated benefits of competition to those customers who chose
not to avail themselves to competitive market offers in the first place.
At this point, the purpose of an artificial regulated tariff cap stops
representing a safety-net price – and starts simulating what a
competitive market is predicted to deliver, albeit with entirely
inadequate information. This is of course the way in which to
(legitimately) regulate a monopoly.
The Commission agrees that EPC does focus on the cost of short-term
hedges and that it does not consider long-term options and commitment
for the long-term.
However, the Commission considers that this is appropriate since, as
highlighted in section 2.4.3.1, this is consistent with how prices are set in
competitive markets. In competitive markets, retailers may well have longterm supply arrangements, but prices in those markets reflect the expected
SRMC for the pricing period. As competitive markets maximise the longterm interests of consumers, the Commission considers that use of the
EPC-based approach (which provides cost estimates that are consistent
with the costs on which prices are set in competitive retail markets) is in
the long-term interests of consumers.
The Commission notes that independent forecasts of demand in the South
Australian electricity market have fallen markedly in recent times. Such
reductions in demand forecasts tend to reduce spot and forward contract
prices, and hence EPC estimates, which provide appropriate price signals to
defer investment in new generation.
For example, in August 2012, AEMO reported that:
South Australia’s annual energy [sic] decreased in 2011-12 by
approximately five per cent – or 700 GWh – compared with 2010-11
and is about 10 per cent – or 1,500 GWh – lower than forecast in the
2011 Electricity Statement of Opportunities (ESOO) and South
Australian Supply and Demand Outlook (SASDO) reports. This
represents a significant drop compared to last year’s forecasts. 41
AEMO also significantly reduced its demand growth forecasts for the next
decade:
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Annual energy is now forecast to grow by only 0.9 per cent per year
over the 10-year outlook period, which is less than the 1.5 per cent
per year growth rate forecast in the 2011 ESOO.42
AEMO noted that, “investment in new generation in South Australia has
slowed over the past couple of years.” Reasons given by AEMO included:
lower electricity demand forecasts; and, wholesale electricity price
projections.43
Having regard to AEMO’s statements, the Commission concludes that
investment in the competitive wholesale market is responding to market
price signals, which helps protect the long-term interests of consumers.
Indeed, AEMO now estimates that, under the most likely demand scenario,
additional electricity supply in South Australia will not be needed until
2019-20 and that this is five years later than the 2011 ESOO estimate. 44
The Commission does not accept that reverting to the EPC-based approach
will adversely affect investment.
As highlighted in section 2.4.3.1, competitive markets promote efficient
investment because prices are based on SRMC. As these prices also reflect,
on average, LRMC, they do not discourage investment overall. However,
they do send appropriate price signals to ensure that investments are welltimed. It is true that if SRMC is less than LRMC at a point in time, an EPCbased approach would discourage investment at that particular time
relative to a LRMC-based approach. However, that is in the long-term
interests of consumers; regulated prices should not encourage investment
when it is not needed.
As noted in section 2.4.2, Macquarie Generation also commented on the
importance of market-based price signals, stating that they lead to “new
generation investment when and where it has been needed”.45
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Australian Energy Market Operator, 2012 South Australian Electricity Report, August 2012, page 3; available
at http://www.aemo.com.au/en/Electricity/Planning/South-Australian-AdvisoryFunctions/~/media/Files/Other/planning/2012_South_Australian_Electricity_Report.pdf.ashx
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Australian Energy Market Operator, 2012 South Australian Electricity Report, August 2012, page 21; available
at http://www.aemo.com.au/en/Electricity/Planning/South-Australian-AdvisoryFunctions/~/media/Files/Other/planning/2012_South_Australian_Electricity_Report.pdf.ashx
44

Australian Energy Market Operator, 2012 South Australian Electricity Report, August 2012, page 23; available
at http://www.aemo.com.au/en/Electricity/Planning/South-Australian-AdvisoryFunctions/~/media/Files/Other/planning/2012_South_Australian_Electricity_Report.pdf.ashx
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Macquarie Generation, South Australian Electricity Standing Contract, 19 July 2012, page 4; available at
http://www.escosa.sa.gov.au/library/120720-ElectricityStandingContractWEC-DiscussionPaperSubmissionMacGeneration_0.pdf
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As competitive market prices generate efficient investment decisions and
investment timing, the Commission considers that use of the EPC-based
approach (which provides cost estimates that are consistent with the costs
on which prices are set in competitive retail markets) best promotes
efficient investment decisions in the long-term interests of consumers.
The Commission does not accept that use of the EPC-based approach
increases risk for retailers and consumers over and above the risks that
they incur in any competitive market.
AGL claimed that under an EPC-based approach, retailers would incur
significant losses with no ability to recover costs until the next period. If by
that, AGL means that prices may at times fall below LRMC, that is correct.
However, as highlighted in section 2.4.3.1, that happens in any competitive
market. On average, however, prices in competitive markets do reflect
LRMC. As competitive markets impose these risks on retailers and result in
efficient outcomes, the Commission has formed the view that use of the
EPC-based approach (which provides cost estimates that are consistent
with the costs on which prices are set in competitive retail markets) is in
the long-term interests of consumers.
The Commission notes that retailers’ risk management policies are for
retailers to decide. However, the Commission notes that if, as AGL claims,
retailers’ risk management policies prohibit material exposure to spot
market prices, they can hedge against them, whether or not an EPC-based
approach is used. Indeed, the EPC estimates that the Commission has
considered conservatively assume that retailers fully hedge against spot
price variability during the price determination period; this assumption
tends to, if anything, overestimate the EPC.
The Commission does not accept that alternatives to EPC, such as LRMC, an
average of LRMC and EPC, or the higher of EPC and LRMC (that is, LRMC as
a floor), would provide better competitive and/or investment outcomes.
AGL proposed that the Commission should use the higher of EPC and
LRMC, stating that the standing contract price:
… should facilitate retail competition, which will promote economic
efficiency and is in the best long term interest of consumers. The
“LRMC as a floor” approach is entirely consistent with this role. 46
However, as explained in section 2.4.3.1, competitive markets do not
operate according to LRMC as a floor in terms of price-setting. Prices can,
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AGL, Electricity Standing Contract – Wholesale Cost Investigation: submission to ESCOSA, 19 July 2012, page
2; available at http://www.escosa.sa.gov.au/library/120718-ElectricityStandingContractWECDiscussionPaperSubmission-AGL.pdf
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and do, fall below LRMC at times. As explained above, this contributes to
market efficiency and serves the long-term interests of consumers. As
using LRMC as a floor is inconsistent with the workings of competitive
markets, the Commission considers that to adopt such an approach in its
pricing process is not in the long-term interests of consumers. The
Commission notes that its reasoning is equally applicable to the approach
which averages LRMC and EPC, and therefore rejects that approach on that
same basis.
Furthermore, in its advice to the Commission, ACIL Tasman argued that the
“LRMC as a floor” argument is flawed, for the following reason:
Those that support the LRMC approach [advocate] using the LRMC
only when the LRMC is greater than the market-based EPC so that
they can capture the additional rent during that period. When the
LRMC is less than the market-based EPC, the use of the market-based
EPC is advocated to ensure that the energy cost is set no lower than
the costs incurred by a prudent and efficient retailer in purchasing
energy. By adopting this approach, the average energy costs
recovered over time will be greater than the LRMC. 47
The Commission therefore rejects the “LRMC as a floor” approach.
The Commission notes that several submissions proposed NEM pool prices
should be used by the Commission in some manner in setting standing
contract prices.
Business SA submitted that:
While Business SA agrees with ESCOSA that the pool price in the
National Electricity Market (NEM) should not be relied upon as the
only indicator of wholesale electricity costs, sustained periods of low
or high prices on the NEM will flow through to forward market
contracts.
The average annual electricity price for South Australia on the NEM
has been at seven year lows for the last two financial years, in the low
$30s per MWh. This is just one third of the LRMC estimated by
ESCOSA. Given the high likelihood that at least part of this significant
differential will also appear in the forward contract market, it should
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ACIL Tasman, Wholesale electricity cost investigation – Approaches to setting the wholesale electricity cost
allowance, 26 July 2012, page 12; available at http://www.escosa.sa.gov.au/library/120928WholesaleElectricityCostInvestigationApproach-ACILTasmanReport.pdf
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be taken into account when estimating the wholesale electricity cost
component of the electricity standing contract price.48
Private Individual 1 stated:
It would appear that the wholesale electricity market has become
much more liquid in the last couple of years, with trading volumes
projected to attain 90% of underlying demand in 2012.
Regardless of this, the wholesale market pool price reflects an
acceptable proxy for the marginal cost of electricity as it reflects the
price at which the marginal generator and retailer are prepared to
trade electricity.
Certainly the market-traded price is deemed acceptable for use in all
other industries – why should electricity retailing be any different?
Accordingly, my proposed approach to deriving a WEC cost
component would be to use a market-based approach in the first
instance. Ideally, this would be to use a regularly updated pool price,
as this reflects what a new entrant would pay to secure energy on
market.49
In considering those submissions, the Commission emphasises its
arguments on the operation of competitive markets (as set out in section
2.4.3.1). It has also had regard to advice provided by ACIL Tasman on the
matter of pool prices and the actual wholesale costs paid by electricity
retailers:
Retailers purchase the energy to supply their customers from the
National Electricity Market (NEM) at the wholesale electricity spot
price.
As electricity cannot be stored, the demand and supply for electricity
must be matched in real time. Generators bid their capacity into the
NEM for each half hourly interval. The Australian Energy Market
Operator (AEMO) stacks the bids from the lowest to the highest and
despatches sufficient generation in five minute intervals to meet the
forecast demand.
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Business SA, submission on Wholesale Cost Investigation Discussion Paper, July 2012, page 2; available at
http://www.escosa.sa.gov.au/library/120711-ElectricityStandingContractWEC-DiscussionPaperSubmissionBusinessSA.pdf
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Private individual 1, submission on Wholesale Cost Investigation Discussion Paper, July 2012, page 4,
available at http://www.escosa.sa.gov.au/library/120720-ElectricityStandingContractWECDiscussionPaperSubmission-PrivateIndividual1.pdf
Wholesale Electricity Cost Investigation
37

The spot price is set for each half-hourly interval. The prices that are
bid by the marginal generator (the last generator despatched) in each
of the six five- minute intervals in a half-hourly period are averaged to
set the spot price for that half-hourly interval.
The spot price can vary between -$1,000 per Megawatt hour (MWh)
and $12,900 per MWh, but averages around $40-$60 per MWh.
Participants in the NEM require a means of managing the financial
risks associated with the significant degree of spot price volatility that
can occur. They typically achieve this by using financial contracts that
lock in a firm price for electricity that will be produced or consumed at
a given time in the future. These contracts have the effect of
stabilising and smoothing the cost for a given volume of electricity
that is traded through the spot market.
For this reason, the spot price is not the cost that is incurred by
retailers in supplying electricity to small customers. In estimating
the costs incurred by an efficient and prudent electricity retailer,
both the costs associated with the retailer’s exposure to the spot
market and the exposure to the contract market must be
considered.
The financial contracts that are entered into by electricity retailers
are known as derivatives, and include swaps, caps, options and
futures contracts. The types of contracts that are specifically referred
to in this report are swaps and caps.
The basic form of a swap contract is where two parties (typically a
generator and a retailer) agree to exchange cash so that a defined
quantity of electricity over a nominated period is effectively valued at
an agreed strike price. Under such an agreement, generators pay
retailers the difference between the spot price and the strike price
when the spot price is above the strike price. When the spot price is
below the strike price, retailers pay generators the difference
between the spot price and the strike price. 50
(emphasis added)
The Commission adopts ACIL Tasman’s explanation as a fair summary of
why spot prices do not reflect the cost of risk and/or risk management
borne by retailers.
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ACIL Tasman, Wholesale Electricity Cost Investigation: Approaches to setting the wholesale electricity cost
allowance, July 2012, pages 2 – 3, available at http://www.escosa.sa.gov.au/library/120928WholesaleElectricityCostInvestigationApproach-ACILTasmanReport.pdf
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For these reasons, and bearing in mind its reasons set out in section
2.4.3.1, the Commission does not accept submissions on the use of pool
prices to the extent that they seek the use of the pool price alone for the
setting of standing contract prices.
Submissions, including those from AGL and Origin, also raised concerns
about competition to support alternatives based on LRMC. However, the
Commission considers it important to distinguish between two separate
questions:


what is the relevant cost?; and



what, if any, headroom should be allowed on top of that cost to
promote/protect competition?

Each of these questions should be addressed separately on their merits
and not co-mingled.
Regarding the first question, the Commission is of the view that the EPC is
the relevant direct wholesale cost. As prices in competitive retail markets
are driven by expected SRMC and not by LRMC, then setting retail prices
using any of the proposed alternatives, which rely (either fully or partly) on
LRMC, would represent a departure from how competitive markets work
and would not produce the efficient outcomes that competitive markets
do. This would not be in the long-term interests of consumers.
The second question (what, if any, headroom should be allowed) is
addressed separately in Part B (section 3.4). Related to this matter, the
Commission agrees with AGL that markets in which competition exists
should be regulated differently to monopoly markets. As explained in Part
B, the Commission’s approach does that by making special headroom
allowances to promote and protect competition.
2.4.3.3

Long-term costs and supply arrangements

Some submissions claimed that the EPC-based approach does not consider
long-term costs and long-term supply arrangements. The Commission
agrees with that claim. However, the Commission is of the view that this is
appropriate.
As highlighted in section 2.4.3.1, the Commission accepts that retailers in
any competitive retail market may well commit to long-term supply
arrangements, including investing in plant or long-term supply contracts
(such as PPAs). Nevertheless, it remains true that, even under those
circumstances, prices in competitive retail markets reflect expected SRMC
(including the relevant risk premium).
As competitive markets maximise the long-term interests of consumers,
the Commission considers that use of the EPC-based approach (which
Wholesale Electricity Cost Investigation
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provides cost estimates that are consistent with the costs on which prices
are set in competitive retail markets) is in the long-term interests of
consumers.
2.4.3.4

Changing approaches mid-period & regulatory risk

In submissions, both Alinta and AGL put arguments against reviewing
prices mid-price path on the basis that such intervention creates
uncertainty in the market. Alinta also suggested that a review of wholesale
electricity costs should only occur at the commencement of the next
determination as, in its view, retailers are likely to have already based
investments decision on the current price path.
Origin also submitted that re-opening the WEC allowance will lead to
unnecessary regulatory risks for market participants.
The Commission agrees that, as a general proposition, regulatory certainty
is an important consideration. However, the key consideration regarding
regulatory certainty is that regulated entities have confidence that if a
regulatory rule is consistently applied, they will earn a reasonable profit
over time. Consistent use of the EPC-based approach does that. In
reverting to the EPC-based approach, the Commission is not changing a
regulatory rule without warning. It is reverting to its preferred regulatory
rule – which was departed from for specific reasons in 2010 and 2007 –
and the ESCPD gave fair warning that it may do so during the ESCPD period
if those specific reasons cease to be relevant.
The Commission also notes that, consistent with the statutory framework
of section 6 of the ESC Act, the most important consideration in the
Commission’s regulatory decision-making processes is the long-term
interests of consumers.
It is therefore important that electricity standing contract prices continue
to reflect the prudent and efficient costs of electricity retailing plus, if
appropriate, an allowance for headroom: this may at times require midprice path reviews.
The Commission’s adoption of an EPC-based approach reflects its view on
the manner in which it best meets South Australian’s consumers’ long-term
interests with respect to price, quality and reliability of electricity services
in this State.
While the Commission has, partly in 2007 and entirely in 2010, used LRMC
in estimating WEC allowances, that fact does not derogate from the
general proposition that market-based data are the best means of setting
such cost allowances.
Changes in a standing contract price determination “mid-period” are
expressly provided for in the Electricity Act, through the allowance for price
Wholesale Electricity Cost Investigation
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variations at specified times in accordance with a pre-determined
mechanism51 and through the provisions (detailed in section 2.2 above)
relating to special circumstances.
The Commission has consistently given effect to these statutory
arrangements when appropriate.
For example, in June 2011 the ESCPD was varied, under the special
circumstances provisions of the Electricity Act, to accommodate an
amended distribution pricing determination made by AER, as the financial
impacts of that determination were greater than had been provided for
under the ESCPD.
Further, in June 2012, the Commission amended the ESCPD, again under
the special circumstances provisions, to pass-through the impacts of the
carbon emissions pricing regime under the Clean Energy Act.
In both cases, electricity retailers were supportive of the need to ensure
that the standing contract price was cost-reflective and therefore of the
need to revisit the ESCPD during its term. In both cases, the impact of the
variation of the ESCPD was to increase end-use prices.
In the current case, the Commission notes that the same principles apply in
respect of the need for cost-reflectivity. Moreover, the Commission clearly
indicated in 2010 that it may revisit the ESCPD if market conditions change
significantly and that, if so, it would consider reverting to the EPC-based
approach, as outlined in section 1.2.
Therefore, the potential for review and the trigger for the review were
clearly identified and specified by the Commission in 2010 through the
ESCPD. Furthermore, the Commission is not proposing to adopt a new or
idiosyncratic approach; it is reverting to its preferred approach, which it
had clearly flagged that it may do in 2010.
For the reasons set out above, therefore, the Commission does not accept
that an intra-period variation of the ESCPD and a reversion to the EPCbased approach would raise regulatory risk or is unjustified on the basis of
its impact on regulatory risk.
2.4.3.5

Market liquidity

Some submissions claimed that the EPC-based approach cannot be
adopted due to market illiquidity.
For example, Lumo Energy submitted that:

51

Electricity Act, section 36AA(4a)(c)
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The continued uncertainty surrounding carbon policy and subsequent
pricing has also again severely impacted the liquidity in contract
markets. The liquidity issues that prevail result in a lack of depth to
the contract markets and therefore the published forward price levels
do not represent where a prudent retailer could hedge its customer
load and any move to move towards using these as an input into the
setting of regulated tariffs would be flawed and severely impact
competition.52
The Energy Retailers’ Association of Australia submitted that:
…the implied futures contract prices traded through d-cypha Trade
demonstrate the characteristics of an irrational and illiquid market
contract. This illiquidity is accentuated by the uncertainty of the
carbon pricing scheme continuing as the federal opposition has
declared its intent to repeal the legislation should it win the next
federal election in 2013. 53
QEnergy submitted that:
It is QEnergy’s view that the contract market remains illiquid and
does not offer sufficient reliability for benchmarking the WEC
component of the standing contract.54
AGL, while acknowledging that there has been some improvement in
trading and hedging activities since 2010, put the view that this was off a
very low base. It submitted that while there is some activity for 2013, there
is little or no trading in the two-year period after that and that, as a result,
“… any reference to future prices will be entirely unreliable”.55
AGL further submitted that:
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Lumo Energy, Draft Methodology Paper Regulated Retail Electricity Prices 2012-13, page 1; available at
http://www.escosa.sa.gov.au/library/120720-ElectricityStandingContractWEC-DiscussionPaperSubmissionLumoEnergy.pdf
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Energy Retailers’ Association of Australia, Electricity Standing Contract – Wholesale Electricity Cost
Investigation Discussion Paper – submission, July 2012, page 2; available at
http://www.escosa.sa.gov.au/library/120720-ElectricityStandingContractWEC-DiscussionPaperSubmissionERAA.pdf
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AGL, Electricity Standing Contract – Wholesale Cost Investigation: submission to ESCOSA, 19 July 2012, pages
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… the lack of liquidity in the electricity futures market may be a
persistent feature in SA reflecting the increasing number of long
dated PPAs and direct investments in plant by retailers, and the
generators themselves entering the retail market, resulting in a much
lower requirement to hedge through the forward markets. Another
reason for the continuing lack of liquidity in 2014 and beyond is that
with a Federal election to be called by November 2013, there is
uncertainty about the continuation of the carbon pricing scheme,
which makes forward trade risky.56
The Commission agrees that forward market liquidity has generally been
lower in South Australia than in some other Australian jurisdictions since
the advent of retail competition. However, the relevant question to ask is:
is the liquidity of the South Australian market sufficient to enable the use
of an EPC-based approach?
This question raises the issue of how to measure market liquidity. Some
submissions, for example, that of AGL, referred to the use of open interest
(and not volume of trades) as the most appropriate measure of liquidity,
on the basis that it should exclude speculators or other non-electricity
market participants for the purposes of determining liquidity.57
The Commission notes that arbitrage (such as that undertaken by
speculators and others) is well known to improve market efficiency. The
Commission therefore does not consider it appropriate to exclude data
that reflect arbitrage activities.
Further, advice from d-cyphaTrade is that traded volume is the most
accurate measure of liquidity:
Traded volume is the most accurate measure of liquidity in a futures
market.
Traded volume represent where actual trades have occurred i.e.
where a market participant could have bought/sold volume in a
particular contract on a particular day. It is irrelevant what sort of
trader (i.e. hedger or speculative trader) provides the liquidity (i.e. its
still liquidity that a retailer could have participated in if they wanted
to and had attempted to).
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AGL, Electricity Standing Contract – Wholesale Cost Investigation: submission to ESCOSA, 19 July 2012, pages
13 to 14; available at http://www.escosa.sa.gov.au/library/120718-ElectricityStandingContractWECDiscussionPaperSubmission-AGL.pdf
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A speculative trader may buy and sell on the same day (or over a few
days) therefore there will be no change or little change in open
interest from their involvement. It is for this reason that open interest
is always a much lower number than traded volume.
Open interest only represents the amount of uncovered contracts, I.e.
the amount of contracts held open at the close of each day. Traded
volume measures the volume of contracts traded in a market and so
to measure “liquidity” (I.e. how much volume could have been and
was transacted in a market) the appropriate measure is traded
volume.58
The Commission accepts that advice and has concluded that the
appropriate measure to determine “liquidity” for the purposes of setting a
standing contract price is traded volume.
Forward contracts are traded both as exchange-traded futures (ETFs) and
over-the-counter (OTC). Figure 2 summarises South Australian trading
volumes relative to underlying system demand for ETFs.59 Figure 3 reports
the same information for the OTC market,60 while Figure 4 reports overall
data for the ETF and OTC markets combined.
All three Figures show that forward market liquidity (whether ETF, OTC or
total) has increased considerably since 2009. Importantly, current market
liquidity is much greater than it was during the years when the Commission
made previous standing contract determinations using the EPC-based
approach – that is, in 2002, 2003 and 2004 (when only the EPC-based
approach was used) and 2007 (when the Commission used both the EPCbased and LRMC-based approaches, due to drought-related uncertainty 61
at that time as discussed in section 2.4.1).
While overall liquidity has improved, trades are strongly focused in shortterm contracts (with delivery within one year). For example, the AFMA
data show that about 95.7% of trades in 2010/11 were within one year,
compared to 78% in 2007/08 and 54% in 2004/05.
In comparison, the respective proportions of trades within one year for the
ETF market are 51.2% in 2010/11, 50% in 2007/08 and 14% in 2004/05 as
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Email correspondence, d-cyphaTrade to the Essential Services Commission, RE: Wholesale electricity cost
investigation, Tuesday, 18 September 2012 1:52pm
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As reported by d-cyphaTrade
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Note that AFMA has not yet released final FY12 data.
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As reported by NEMMCO (now AEMO) in its report prepared for the Ministerial Council on Energy, Potential
Drought Impact on Electricity Supplies in the NEM, April 2007; available at
http://www.senate.state.tx.us/75r/Senate/commit/c510/handouts12/0110BI-NEMMCO.pdf
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the figure below shows. In the most recent available data for 2011/12, the
proportion of trades within one year is 81%.

Figure 1: Percentage of Exchange Traded Electricity Derivative Trades for SA expiring
within and beyond 12 months after purchase.
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However, this is not an impediment for the current decision. The
Commission is not setting a standing contract price for 3-or more years: It
is setting the price for a maximum of 18 months.
More particularly, and to address the concerns about out-year liquidity
raised in submissions, it should be noted that the Commission is actually
setting the price to apply from 1 January 2013; the RPM adjustment
scheduled to apply from 1 July 2013 will adjust for subsequent changes in
retailers’ WEC forecasts.
In conclusion, liquidity in the South Australian forward contract market has
improved considerably since 2010 and is higher now than on any other
occasion on which the Commission has used an EPC-based approach to set
the WEC allowance.
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Figure 2: Liquidity of SA ETF market (as a proportion of underlying SA system demand)
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Figure 3: Liquidity of SA OTC market (as a proportion of underlying SA system demand)
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Figure 4: Liquidity of combined SA ET & OTC market (as a proportion of underlying SA
system demand)62
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Several submissions claimed that prices for some derivative products
appeared to be mispriced; particularly in relation to some longer dated
peak load contracts beyond the current year.63
The Commission notes that, of the total of base and peak futures contracts
traded on the ASX 24 futures exchange, base load contracts are the most
popular product across the NEM.
Accordingly, the prices for base load futures are considered to be
efficiently priced.
Further, as noted by d-cyphaTrade:
… because base futures and options are so liquid (98% of volume) and
trading a multiple of underlying NEM system demand in NSW, VIC
and QLD (and getting better in SA), the utility companies and other
traders utilise the base load contracts rather than peak.
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AFMA has embargoed the publishing of the relevant statistics for the period ending 30 June 2012 (FY12). The
embargo is expected to be lifted on 4 October 2012.
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Refer, for example, QEnergy, Electricity Standing Contract – Wholesale Electricity Cost Investigation
Discussion Paper – submission, July 2012, page 2; available at http://www.escosa.sa.gov.au/library/120718ElectricityStandingContractWEC-DiscussionPaperSubmission-QEnergy.pdf
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There is no such thing as a perfect hedge. To the extent that a Peak
contract might be a better shape-fit for a certain component of a
retailer’s load, many retailers still heavily rely on base load contracts
because the base is very liquid and tightly (i.e. efficiently) priced. i.e.
buyers and sellers of hedges can get much tighter prices in the base
contracts. This phenomenon is consistent with other financial
markets, such as the fixed interest market where the ASX bond
futures (and bill futures) markets are extremely liquid albeit they are
not likely to be perfectly matched in terms of maturity date or
underlying component instruments to any specific corporate
borrower, banker etc. However, because these contracts are highly
liquid and efficiently priced they are heavily utilised by (interest rate)
hedgers.64
The Commission accepts the matters put by d-cyphaTrade in this regard.
2.4.3.6

Approach adopted in other jurisdictions

The South Australian Minister for Mineral Resources & Energy submitted
that the Commission should examine the practices and methodologies
utilised by other jurisdictions to determine the WEC allowance.65
The Commission has reviewed the approaches adopted in other
jurisdictions within the national electricity market in which regulators set
standing contract prices. The Commission’s findings are summarised in
Table 1, which shows that all regulators use the EPC-based approach. In the
two jurisdictions in which regulators are unconstrained by state
government directions, the regulators use only the EPC-based approach.
Importantly, while two states use LRMC as a floor (an approach rejected by
the Commission for reasons set out in section 2.4.3.2), in both cases this is
done at the direction of the relevant state government and is not the
choice of the regulator.
The Commission also notes that, while Tasmania does not have an actively
traded financial derivative contract market for energy, the Office of the
Tasmanian Economic Regulator was still able to incorporate an EPC-based
approach in its deliberations for its 2010 retail electricity price
determination, based on the inferences drawn from market prices in

64

Email correspondence, d-cyphaTrade to the Essential Services Commission, Offpeak 2% of trading - hence
implied offpeak prices also "illiquid", Friday, 7 September 2012 5:00 pm
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Minister for Mineral Resources and Energy, submission to Electricity Standing Contract – Wholesale Cost
Investigation, 13 July 2012, available at http://www.escosa.sa.gov.au/library/120713ElectricityStandingContractWEC-DiscussionPaperSubmission-MinisterForEnergy.pdf
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Victoria.66 These findings, while not determinative in this matter,
nevertheless provide useful indicators of regulatory best practice in
Australia.67
Table 1: Comparison of Regulators’ WEC Allowance Methodologies – as at 30 August 2012
Jurisdiction

Methodology

Comment

Qld

EPC

EPC is the regulator’s preferred approach. Final Determination made
31 May 2012. The regulator has moved away from the previous practice of
using the higher of LRMC or EPC in favour of an EPC approach.

ACT

EPC

EPC is the regulator’s preferred approach. Final Determination made
8 June 2012.

NSW

Higher of
EPC or LRMC

This approach is imposed upon IPART by its terms of reference.
“The terms of reference, issued by the then Minister for Energy, require
IPART to set regulated retail prices from 2012 to 2013 based on either
the LRMC and electricity supply, or the market-based purchase costs,
whichever is greater.
We note that setting the allowance for energy purchase costs in line
with the LRMC in 2012/13 results in an allowance that is between $17 to
$19/MWh higher than it would be if set in line with the market-based
purchase cost. This flows through to prices, and results in customer bills
being around 7.1% to 9.3% higher than they would be if the allowance
were set in line with the market-based purchase cost.”

Tas

Higher of
EPC or LRMC

This approach is imposed upon the Office of the Tasmanian Regulator
(OTTER) by the Price Control Regulations:
“The Regulator also notes that, even though the market price estimated
by the consultant was lower than its estimate of the LRMC, the
Regulator was constrained by the Price Control Regulations.”

2.4.4

Commission conclusion

The Commission’s long-term regulatory practice has been to place significant
weight on market-based forward contract data in making standing contract price
determinations, as recognised in the June 2012 Discussion Paper:
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Office of the Tasmanian Economic Regulator, Investigation of maximum prices for declared retail electrical
services on mainland Tasmania, Final Report, October 2010, pages 29 to 30; available at
http://www.economicregulator.tas.gov.au/domino/otter.nsf/LookupFiles/104709_104791_Electricity_Retail_P
rice_Investigation_Final_Report_October_2010.pdf/$file/104709_104791_Electricity_Retail_Price_Investigatio
n_Final_Report_October_2010.pdf
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The Commission notes that section 6(b)(vii) of the ESC Act provides that, in pursuing its primary statutory
objective of protecting consumers’ long-term interests, the Commission should at the same time have regard
to the need to promote consistency in regulation with other jurisdictions.
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While the Commission has used estimates of the LRMC of electricity
generation in South Australia in previous price determinations, it has done so
largely as a secondary tool [footnote text - for example, in 2004 it used
LRMC in estimating the customer load profile; in 2007 it used LRMC to set a
notional upper bound for WEC]; as noted above, its standard regulatory
practice has been to base its WEC allowances on observed market data for
forward wholesale electricity contract prices.68
(emphasis added)
The Commission notes that some stakeholder submissions have claimed that the
Commission should not revert to the EPC-based approach and have proposed
alternative approaches (including the LRMC-based approach and hybrid
approaches). The Commission has considered, and rejected, those submissions for
the reasons set out in this section 2.4.
Adopting the Minister for Mineral Resources and Energy’s suggestion that it review
the regulatory approach to the setting of WEC allowances in other jurisdictions, the
Commission has concluded that the EPC-based approach represents standard
regulatory practice (all regulators in NEM jurisdictions who set standing contract
retail prices use the EPC-based approach) and in the only two cases in which LRMC
is used as a floor, it is a government requirement to do so.
The Commission remains of the view that using the EPC-based approach to
determine the WEC allowance is in the long-term interests of consumers.

2.5

Special circumstances?

Having regard to all of the foregoing matters, the key question which the Commission put in
its June 2012 Discussion Paper must now be addressed: are there special circumstances
which are sufficient to cause the Commission to vary the current ESCPD in terms of the WEC
allowance?

2.5.1

Potential special circumstances identified in the ESCPD in 2010

A driver of the use of the LRMC-based approach in the ESCPD was a view formed by
the Commission that policy uncertainty surrounding the introduction of a pricing
regime for carbon emissions left the reliability of the market data used in the EPCbased approach open to question.
That uncertainty was manifested in relatively low levels of liquidity in the electricity
forward contract market. In that sense, relatively low market liquidity was not per
se the justification for departing from the EPC-based approach. The South
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Essential Services Commission, Electricity Standing Contract - Wholesale Electricity Cost Review: Discussion
Paper, June 2012, page 5, available at http://www.escosa.sa.gov.au/library/120620ElectricityStandingContractWholesaleCostInvestigation-DiscussionPaper.pdf
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Australian forward contract market had often been less liquid in years prior to 2010
and it is generally less liquid than in some other jurisdictions: this had not previously
prevented the Commission from adopting the EPC-based approach.
That liquidity concern stemmed from, and reflected, the carbon emissions policy
uncertainty.
This was central to the ESCPD, with the Commission observing that:
In its Final Report for that review, the AEMC concluded that:
The CPRS and the expanded RET will result in large and possibly
unpredictable cost increases for retailers. These increases
predominantly flow from increased wholesale energy costs and the
direct costs to retailers of climate change policies (such as the
acquisition of RECs by electricity retailers and CPRS permits by gas
retailers). Increases to prices and price volatility will place increased
pressures on retailers in relation to their prudential and credit
support requirements in the relevant markets.
These costs will need to be passed through so that end use
customers receive the carbon signals embedded in energy prices and
to ensure effective competition in retail markets. Increases to
energy prices should, in effect, increase incentives for end use
consumers to pursue energy efficiency activities.
The AEMC observed that energy retailers will face a greater financial risk
than would otherwise have been the case if such measures were introduced,
due in large measure to what it considers could be “large and significant
changes to wholesale energy costs” and the inherent uncertainty and
variability as to the particular quantum of those changes over time. As a
result, retailers’ (and regulators’) ability to forecast cost changes, and
therefore to adequately hedge that risk is likely, in the AEMC’s view, to
diminish at least in the short to medium term.
Some of those impacts are already being observed in the electricity
wholesale market, in terms of the lack of liquidity of the electricity forward
contract market which is attributed to uncertainty over the scope and
timing of a carbon price in the domestic Australian market. 69
(emphasis added)
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Essential Services Commission, Final Inquiry Report & Final Price Determination 2010 Review of Retail
Electricity Standing Contract Price, Statement of Reasons – Part A, December 2010, page A-34; available at
http://www.escosa.sa.gov.au/library/101208-ElectricityStandingContractPrice-FinalPriceDeterminationPartA.pdf
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In reflecting the general proposition that an EPC-based approach is preferable,
while adopting the LRMC-based approach in that particular instance, the
Commission put the view that should events occur during the period of the ESCPD
which would lead to a material change in WEC then it would consider amending the
price determination to reset the WEC allowance on an EPC basis (as described in
section 2.4.3.3 above).
Importantly, the Commission did not limit itself simply to undertaking a review if
“liquidity” improved; it undertook to review the price determination if events
occurred which might lead to a material change in WEC.
While the Commission acknowledges that improvements in liquidity are an
important consideration, at the same time it is of the view that the broader context
of policy uncertainty prevalent in 2009/10, particularly in respect of carbon
emissions pricing, has been removed.

2.5.2

Carbon emissions pricing policy uncertainty

The key role played by carbon emissions pricing policy uncertainty in the adoption
of the LRMC-based regulatory approach in 2010, and the need to depart from that
approach if the uncertainty were to be resolved, is clear from the submissions made
by stakeholders at the time, including in the initiating application made by AGL in
May 2010:
The uncertainty surrounding the CPRS has resulted in a very significant
reduction in liquidity in all jurisdictions of the NEM, including South Australia.
Until the recent Federal Government announcement regarding the delay to
the CPRS, this lack of liquidity resulted from the fact that generators selling
contracts and retailers looking to acquire contracts post 1 July 2011 did not
know whether the CPRS would come into effect, and whether the price of
these contracts should include carbon.
Despite the recent federal government announcement regarding the delay to
the CPRS, there is still considerable uncertainty about carbon policy post
2012. Generators are therefore unlikely to be willing to contract beyond
2011/12 without provision in the contract to account for such a policy, and
the process of agreeing such a clause can be complex and prolonged and has
thus far not yielded results. AGL does not anticipate any significant
improvement in liquidity in the outer years of the price path until there is
greater certainty regarding a federal carbon policy. The relevance of this for
the price review process is that:
There is very limited market price data available in relation to periods
after 30 June 2011, and this data does not represent a reliable and/or
robust basis for assessing forward prices; and
The prices that have been traded in the past will reflect a mixture of
views on whether the CPRS is going to take effect as of 1 July 2011.
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These prices will not represent a pure ‘black’ price, but may have
some amount of carbon pass through embedded in them (although
as confidence in the passage of the CPRS bill has waned, the amount
of carbon embedded in the price has also diminished). It is impossible
to determine what impact this may have had on the contract price
and therefore it is not possible to rely on these prices as a reliable
indicator of future prices.
AGL has therefore proposed a price path which does not rely on published
market prices for the period beyond July 2011. However, AGL is also
proposing a market based methodology which would be used (with LRMC
forming the floor) in the event liquidity does improve and forward contract
prices do become a reliable source of data for determining a retailer’s cost
to supply.70
In its later submission to the Commission’s Draft Price Determination in 2010, AGL
put the position that:
In the case of this current price review, given the lack of liquidity in the
wholesale contract market caused by carbon policy uncertainty, AGL agrees
the LRMC should form the basis of the WEC.71
Origin, in its submission to the 2010 Draft Price Determination put the view to the
Commission that carbon policy uncertainty meant that market-based data were not
reliable at that time but should be revisited if that policy uncertainty were to be
removed:
First, Origin is very supportive of the concept that the LRMC is used to set the
floor for the wholesale energy cost (WEC) in South Australia as it agrees with
ESCOSA that current market prices are not necessarily liquid enough to be
relied on at this point in time. However, Origin believes that should the price
determination need to be reviewed in the future that market prices would
need to be considered. This becomes more important if a carbon pollution
reduction scheme (CPRS) is introduced or any other significant change to
forward prices occurs.72
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AGL, Regulated Pricing Proposal 1 January 2011 to 30 June 2014 – Public Version, 19 May 2010, pages 16 to
17, available at http://www.escosa.sa.gov.au/library/100519-ElectricityStandingContractPricePathInquiry2010AGLProposal-Public.pdf
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AGL, Response to the Essential Services Commission of SA 2010 Review of Retail Electricity Standing Contract
Price Path – Draft Price Determination, 11 October 2010, page A-10, available at
http://www.escosa.sa.gov.au/library/101007-ElectricityPricePath_2010-DraftReportSubmission-AGL.pdf
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Origin, Response to 2010 Review of Retail Electricity Standing Contract Price Path – Draft Inquiry Report, 4
October 2010, page 2, available at http://www.escosa.sa.gov.au/library/101008-ElectricityPricePath_2010DraftReportSubmission-Origin.pdf
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2.5.3

The Clean Energy Act 2011

The Commonwealth Government’s Clean Energy Act 2011 came into operation from
1 July 2012.
Having regard to the nature, scope and operations of that Act, the carbon emissions
pricing policy uncertainty referred to by retailers and the Commission in 2010 has
been addressed.
To use the LRMC-based approach for the setting of electricity standing contract
prices in this circumstance would result in inefficiencies and costs for South
Australian consumers for the reasons set out in section 2.4.3. That, in turn, would
compromise the Commission’s achievement of its primary statutory objective to
protect the long-term interests of South Australian consumers.
Some submissions to the Commission argued that some residual uncertainty
remains over carbon emissions pricing policy, due to political statements that the
regime may be removed were there to be a change in the Australian Government
following an election.
The Commission acknowledges that such uncertainty may exist; however, it notes
that that uncertainty is in the opposite direction to that it faced in 2010.
The uncertainty in 2010 resulted in upside risk regarding wholesale electricity
prices; the uncertainty today is about whether or not the relevant policy will be
abandoned. If it is abandoned, wholesale electricity prices will, if anything, fall.
Therefore, under the residual policy uncertainty that currently exists, the EPC-based
approach will, if anything, overstate future wholesale electricity costs and therefore
overestimate the WEC allowance.

2.5.4

Commission conclusion

As the Commission noted at the outset of this section, the central question in
determining whether or not there are special circumstances is: have events
occurred which disturb the fundamental basis of the existing Price Determination so
much as to require a new determination to be made?
Having regard to the fact that:


the Commission stated in the ESCPD that it would consider reverting to an EPCbased approach if market uncertainties due to carbon emissions pricing policies
changed during the period of the ESCPD; and



use of the EPC-based approach for setting the WEC allowance for the purposes of
the ESCPD is appropriate, best reflects the costs that drive prices within
competitive markets and best satisfies the Commission’s primary objective under
the ESC Act;
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the Commission has formed the view that the following are special circumstances
and has determined them to be so for the purposes of section 36AA(4a) of the
Electricity Act:


the relevant policy uncertainties have been resolved through the enactment of the
Clean Energy Act; and



liquidity in the South Australian forward electricity contract market has increased
significantly since the ESCPD and following the removal of the relevant policy
uncertainties, enabling a reversion to the use of the EPC-based approach for the
setting of the WEC allowance for the purposes of the ESCPD.
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PART B – STATEMENT OF REASONS
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3.

PART B: STATEMENT OF REASONS

For the reasons set out in Part A, the Commission has determined that special circumstances
exist for the purposes of section 36AA of the Electricity Act. As a result, the Commission is
empowered to either vary the ESCPD or revoke the ESCPD and replace it with a new price
determination. However, the resolution of that matter can only occur once the Commission
has determined what, if anything, flows from its finding that special circumstances exist.
In determining what, if anything, should occur, the following matters are relevant:


should the Commission revert to the EPC-based approach?;



if so, how should the EPC be estimated?;



what are the estimates of the EPC?;



should an allowance be made for headroom?;



what change (if any) should be made to the WEC allowance?



what change (if any) should be made to the standing contract price?



are any consequential amendments required?



how should the Commission give effect to its draft determination?

The first six matters are addressed in turn below. The seventh matter is addressed in chapter
4, while the eighth matter is the subject of Part C.

3.1

Should the Commission revert to the EPC-based
approach?

In Part A, the Commission set out detailed reasons why it should revert to the EPC-based
approach as the preferred option for setting the WEC allowance component of the electricity
standing contract price (in section 2.4). In doing so, it considered views expressed in
submissions on this subject.
For the reasons set out in Part A, the Commission’s draft determination is that it will revert
to using the EPC-based approach to set the WEC allowance for the purposes of the electricity
standing contract price.

3.2

How should the EPC be estimated?

The EPC is the estimated direct cost that a prudent and efficient retailer would be expected
to incur to purchase the electricity required to service the load profile of standing contract
customers over the price determination period. In estimating the EPC, allowance should be
made for the cost of hedging against spot price volatility that a prudent and efficient retailer
would undertake using the forward contract market.
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The Commission sought advice from ACIL Tasman on the most appropriate methodology to
estimate the EPC.
A market-based approach, also commonly referred to as the electricity purchase cost
(EPC), involves estimating the wholesale energy purchase costs that a prudent and
efficient electricity retailer would be expected to incur to supply small retail electricity
customers.
Retailers purchase electricity in the National Electricity Market (NEM) at the spot
price and use financial contracts to manage their risk. The financial contracting
arrangements will vary from retailer to retailer depending on, for example, their
generation portfolio and their appetite for risk.
In estimating the wholesale energy purchase costs incurred by a prudent and efficient
retailer, it is generally assumed that the retailer is partly exposed to the wholesale
spot market and partly protected through a contract hedging strategy. The EPC
therefore generally consists of three components:
•

Wholesale electricity spot price forecast – the wholesale electricity spot
price is generally forecast by simulating the NEM using a proprietary
wholesale energy market model.

•

Contracting strategy – the contracting strategy represents a strategy that a
prudent and efficient retailer would undertake to hedge against risk in the
spot price in a given year. It is generally assumed that a prudent and
efficient retailer’s risk management strategy would result in contracts being
entered into progressively over a two or three year period prior to the
required date.

•

Forward contract price – the forward contract prices are generally
estimated from publicly available data, from actual data provided by the
retailers or can be modelled. The use of publicly available data implicitly
assumes that the value of any bilateral contracts entered into by the
prudent and efficient retailer is based on the value of over-the-counter
(OTC) and futures contracts.73

Estimating the EPC therefore involves a number of considerations, including:


forward prices;



hedging and risk aversion;



load profile;



demand variations and probabilities of exceedence; and
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ACIL Tasman, Wholesale electricity cost investigation – Methodology for estimating the wholesale electricity
cost allowance, 5 August 2012, page 3; available at http://www.escosa.sa.gov.au/library/120928WholesaleElectricityCostInvestigationMethodology-ACILTasman.pdf
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forward price weightings.

These, and related, issues are discussed by the Commission below. A more detailed analysis
of the relevant methodologies and concepts is contained in the reports provided to the
Commission by ACIL Tasman and Frontier Economics.

3.2.1

Forward Prices

The design of the NEM is such that spot prices for electricity may fluctuate between
a low of -$1,000 per MWh to a high of $12,900 per MWh. A prudent participant in a
market that has the potential for such wide price fluctuations would seek to
manage or hedge this risk by purchasing various financial derivative products
(including futures/forward contracts and other derivatives). In a report to the
Commission, ACIL Tasman advised that:
Participants in the NEM require a means of managing the financial risks
associated with the significant degree of spot price volatility that can occur.
They typically achieve this by using financial contracts that lock in a firm price
for electricity that will be produced or consumed at a given time in the future.
These contracts have the effect of stabilising and smoothing the cost for a
given volume of electricity that is traded through the spot market. 74
A prudent retailer may purchase a financial derivative contract “over-the-counter”
(OTC) or from an exchange (such as the ASX 24). The most significant differences
between the two being that:


exchange traded derivatives are standardised products and contracts that are
publicly traded, prices and volumes are publicly disclosed and visible, and
counterparty credit risk is managed by the exchange;



OTC trades may have specific terms and conditions unique to the parties, prices
and volumes are not observable, and the counterparties to the transaction face the
risk of credit default.

Accordingly, the preferred market for the purposes of estimating the EPC is the
exchange-based derivative market.

3.2.2

Hedging and risk aversion

The hedging strategy of a prudent and efficient retailer depends on that retailer’s
degree of risk aversion. The more risk averse the retailer, the more it will hedge.
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ACIL Tasman, Wholesale electricity cost investigation – Approaches to setting the wholesale electricity cost
allowance, 26 July 2012, page 3; available at http://www.escosa.sa.gov.au/library/120928WholesaleElectricityCostInvestigationApproach-ACILTasmanReport.pdf
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As hedging involves significant costs, the EPC will increase the greater the degree of
risk aversion. The figure below from Frontier Economics provides the classic model
of the efficient frontier that links risk and reward.
Figure 5: – Example of the efficient frontier

Conservative point – point of minimum risk on the
efficient frontier, which consequently attracts the
highest (efficient) energy purchase cost

Efficient frontier – every point on the curve
minimises energy purchase cost for a given
level of risk by optimising mix of pool and
contract purchases

Frontier Economics takes the most conservative risk position; this, if anything,
would over-estimate the EPC:
While each point on the efficient frontier reflects an efficient mix of pool and
contract purchases, there is a choice as to where on the efficient frontier a
given retailer would choose to operate. This choice is a function of the
retailer’s risk preferences, which amongst other things will be influenced by
management and shareholder appetite for risk. In calculating energy
purchase costs, Frontier takes the most conservative point on the efficient
frontier – that is, the top-left point. This is the point that involves minimising
risk to the greatest degree, and consequently involves the highest (efficient)
energy purchase cost. 75
(emphasis added)
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Frontier Economics, Wholesale energy cost estimates for 2012/13 and 2013/14, September 2012, pages 27 to
28; available at http://www.escosa.sa.gov.au/library/120928-WholesaleElectricityCostEstimates_2012-14FrontierReport.pdf
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The Commission endorses this methodology as a conservative approach to
determining the cost to serve the standing contract load in South Australia by the
standing contract retailer.
The Commission also notes that this approach will, if anything, over-estimate the
EPC of a prudent and efficient retailer.

3.2.3

Load Profile

The term “load profile” refers to the pattern of customer demand over different
points in time. The net system load profile is the daily load profile inferred by AEMO
for small customers (using accumulation meters) after netting-off the half-hourly
consumption load profile of all other customers (who use interval meters). The
controlled load profile is the small customer off-peak load profile and is determined
by AEMO in a similar manner.
As the demand profile of all small customers tends to be more “peaky” than overall
system demand, the EPC of electricity required to serve standing contract
customers is higher than that for customers generally.
As noted by Frontier Economics:
The standing contract customer load applies to loads in South Australia
smaller than 160 MWh per year. The majority of these customers are
residential and small business customers who are metered on accumulation
meters. For this reason, obtaining an actual load shape that reflects the
standing contract customer load is not possible. As a proxy for the standing
contract customer load, Frontier has relied on the load profiles published by
AEMO for the Net System and Controlled load in ETSA’s distribution area.
Frontier has used Net System and Controlled load profile data from the period
1 January 2003 to 31 December 2011. An aggregate ‘small customer’ load
shape was created by combining the Net System and Controlled load profiles.
This was done in accordance with the historical annual energy split between
Net System and Controlled load as supplied by ESCOSA.76
In order to estimate the EPC for the standing contract customer load, it is necessary
to have a correlated set of forecast standing contract customer load and system
(i.e., NEM-wide) load shapes.
While AEMO provides forecasts of maximum demand on a regional basis across the
NEM, a forecast for the standing contract customer load was not available. For this
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Frontier Economics, Wholesale energy cost estimates for 2012/13 and 2013/14, September 2012, page 7;
available at http://www.escosa.sa.gov.au/library/120928-WholesaleElectricityCostEstimates_2012-14FrontierReport.pdf
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reason, Frontier generated three forecasts (a high, medium and low) for the
standing contract customer load by:


creating a historical standing contract load;



generating 5,000 synthetic load shapes to create one synthetic annual load shape;



selecting the three forecast load shapes;



accounting for trends in energy usage and peak demand; then



correlating the small standing contract customer load to the actual system
demand.

3.2.4

Demand Variation & Probabilities of Exceedence

Forward contract prices at a point in time reflect the market’s expectations of
future demand. However, demand is always uncertain. In considering the level at
which to set the EPC, it is important to understand the extent to which it could vary
if actual demand is different to that which is expected.
This is achieved by modelling future spot prices under alternative forecast
maximum demand scenarios as issued by AEMO. AEMO’s maximum demand
forecasts were presented in its 2012 National Electricity Forecasting Report (NEFR),
published on 29 June 2012, and the 2012 Electricity Statement of Opportunities
(ESOO), published on 9 August 2012.
EPC estimates are provided for three different probabilities of exceedence (POE) of
demand: POE10, POE50, and POE90. POE, quoted as a percentage, is defined as the
probability that a maximum demand level will be met or exceeded in a particular
period of time.
For a POE10 demand, there is a 10% probability that the demand level will be met
or exceeded. Similarly, the probability that actual demand will exceed a POE50
estimate is 50% and, for a POE90 estimate, 90%.
A POE10 estimate is conservatively high; there is only a 10% probability that the
actual demand will exceed the forecast demand. Conversely, the POE90 estimate of
demand is a conservatively low estimate; there is a 90% probability that the actual
demand will exceed the forecast demand.

3.2.5

Forward Price Weightings

Estimates of EPC are presented under three alternative price-weighting
methodologies: “rolling average” (which the Commission has used in past reviews),
“trade-weighted” and “marked-to-market” approach. Each methodology is briefly
described below.
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For each of the approaches used by Frontier Economics, the prices used reflect
either actual settled trades or the most competitive bids/offers available and which
participants could choose to accept.
As in any financial market, not all bids/offers are accepted. For futures products
where there have been no bids/offers, typically for longer dated products that have
only recently listed, the exchange uses the closing price of the nearest same
calendar month contract.
3.2.5.1

Rolling Average

The rolling average approach involves taking a rolling weighting of contract
prices over a number of time periods leading up to the period of interest
and applying weightings that reflect the approach a prudent and efficient
retailer may adopt:


20% for the 6 months immediately prior to contract start;



20% for the period 6-12 months prior to contract start;



40% for the period 12-24 months prior to contract start;



20% for the period 24-36 months prior to contract start.

Under this approach, prices posted by d-cyphaTrade across the relevant
periods are used.
3.2.5.2

Trade Weighted Average

This approach reflects a volume-weighted average contract price where
the volumes are the Mega Watts (MW) of trade that have occurred. This
approach only uses contract prices that were associated with an actual
settled trade.
Like any volume-weighted average, this approach gives more weight to
those time periods that involved the most volume traded.
3.2.5.3

Marked-to-Market

The marked-to-market approach uses the price that was posted for each
contract by d-cyphaTrade on a particular day. That is, it is the one single
daily price that reflects the most recent and up-to-date market expectation
of prices for each contract.
The Commission sought the advice of Frontier Economics as to which of the
three methodologies it should adopt.
Frontier Economics recommended the use of the marked-to-market
approach as:

Wholesale Electricity Cost Investigation
63

…it best captures the way in which an efficient retailer operating in a
competitive retail market would approach its pricing to serve the
standing contract load. This is because in a competitive retail market,
the historic price paid for contracts should have no bearing on the
price at which an efficient retailer would be willing to serve an
additional customer.77
Frontier also stated that:
Both the rolling average and trade-weighted approaches are
deviations from the approach an efficient retailer would be expected
to follow in a competitive retail market. This is since both these
approaches imply that an efficient retailer would consider historical
sunk contracting decisions when deciding, on the margin, at what
price to serve the standing contract load. In a competitive market this
situation would not be sustainable.78
3.2.5.4

Adoption of the marked-to-market approach

While the Commission has used the rolling average approach in the past, it
acknowledges the marked-to-market approach is the most logically
consistent approach to determine the EPC of a prudent and efficient
retailer and reflects the fact that prices in competitive markets are based
on forward-looking costs.
The Commission notes that, on this occasion, all three methods provide
very similar estimates (refer Figures 6 and 7).
For the purposes of the draft determination, the Commission has adopted
the marked-to-market approach, based on consideration of competitive
market behavior and the advice of independent experts.

3.3

What are the EPC estimates?

Figures 6 and 7 summarise the EPC estimates contained in the Frontier Economics report.
These estimates will need to be updated as closely as possible to the date of any Final
Determination (if made).
As explained above, the Commission’s preferred EPC estimate is the marked-to-market
POE50 estimate.
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Frontier Economics, Wholesale energy cost estimates for 2012/13 and 2013/14, September 2012, page 25;
available at http://www.escosa.sa.gov.au/library/120928-WholesaleElectricityCostEstimates_2012-14FrontierReport.pdf
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Frontier Economics, Wholesale energy cost estimates for 2012/13 and 2013/14, September 2012, page 26;
available at http://www.escosa.sa.gov.au/library/120928-WholesaleElectricityCostEstimates_2012-14FrontierReport.pdf
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Figure 6 indicates that this is $74.88/MWh for 2012/13 and ($72.22/MWh) in 2013/14. The
Commission notes that it is also very similar to the 2012/13 rolling average POE50 estimate
($76.39/MWh) and somewhat higher than the 2012/13 trade-weighted average POE50
($69.80/MWh).
The Commission has adopted the 2012/13 POE50 marked-to-market estimate of
$74.88/MWh as the EPC estimate to apply from 1 January 2013.
The Commission notes that EPC estimates for 2012/13 are very similar to those for 2013/14.
However, the Commission notes that it only needs to determine the EPC to apply from
1 January 2013, as the subsequent RPM adjustment to apply to the standing contract price
from 1 July 2013 should accommodate subsequent changes in retailers’ EPCs.

Figure 6: Energy Purchase Cost for SA – 2012/13
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Figure 7: Energy Purchase Cost for SA – 2013/14
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3.3.1

Forecasting errors

The Commission notes that any cost estimation method necessarily involves
uncertainty and therefore the possibility of forecasting errors. For example, while
the best point estimate of the 2012/13 EPC is the POE50 estimate of $74.88/MWh,
the POE10 estimate is $79.14/MWh: a price difference of $4.26/MWh.
In the ESCPD, the Commission allowed for forecasting errors in two ways:


in setting the WEC allowance, the Commission adopted conservatively high
estimates of some cost inputs; and



in setting the RPM tolerance band, the Commission set the RPM ceiling and floor
based on high and low cost scenarios, respectively.

While this draft determination adopts the EPC-based approach rather than the
LRMC-based approach, it has allowed for forecasting errors in similar ways. First, as
discussed in section 3.4 below, the Commission has included an allowance for
forecasting error in the headroom allowance. Second, as discussed in Chapter 4, the
Commission has set the RPM ceiling and floor to allow a similar degree of tolerance
relative to the standing contract price as it did in the ESCPD.

3.3.2

Is a carbon price adjustment relevant?

The Commission notes that in its submission, International Power/GDF Suez
suggested that the Commission should revisit its June 2012 Determination relating
to the carbon price:
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As part of this process, we believe it is important that the Commission
update its assessment of the introduction of a price on CO2 from 1 July 2012
on the wholesale price.79
However, the EPC estimates provided in this section are carbon inclusive, as they
are estimated using spot and forward contract prices that are carbon-inclusive.
Therefore, the Commission does not agree with the suggestion that it should revisit
the carbon pricing issue.
Accordingly, if this draft determination is finalised following the coming
consultation process, the allowance made by the Commission in June 2012 will be
effectively revoked. That is, there will be no “stand-alone” allowance for carbon
emissions pricing within the standing contract price: the allowance for carbon
emissions pricing will sit within the EPC-based WEC allowance.

3.4

Should an allowance be made for headroom?

“Headroom” is the difference between the standing contract price and the cost that a
prudent and efficient retailer is expected to incur in serving standing contract customers
during the price determination period.
There are two possible justifications for headroom:


to promote competition; and



to protect competition.

The case for providing “headroom” in energy retail price regulation has long been
recognised. In its review of the Commission’s standing contract pricing methodology in 2004,
IPART considered the issue. It is helpful to consider IPART’s deliberations and conclusions in
that regard:
'Headroom' can be thought of as an additional margin over the prudent cost level
which allows other retailers room to undercut the incumbent retail supplier on price
with the aim of encouraging the development of a competitive market.
…
Finding:
There is no correct answer on the question of inclusion of headroom but the
regulator should make a clear statement as to their approach which should follow
from its objectives in price regulation and review. Given that this is an important
matter of policy and the approach to the introduction of competition, guidance from
the government would be appropriate.

79

International Power/GDF Suez, Submission to Wholesale Electricity Cost Investigation Discussion Paper, 20
July 2012, page 7; available at http://www.escosa.sa.gov.au/library/120720-ElectricityStandingContractWECDiscussionPaperSubmission-InternationalPower.pdf
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Recommendation:
The government should consider whether it wishes to provide guidance on the issue
of headroom as part of its overall policy objectives. Irrespective of this, the regulators
should adopt a clear, consistent position on this at the next review. 80
(emphasis added)
IPART’s deliberations focused on the “promote competition” rationale for headroom.
In addition, there is a further possible rationale for headroom: to “protect competition”
(from forecasting errors). Any cost estimates are subject to potential forecasting errors; EPC
estimates are no exception. If the EPC is underestimated, standing contract customers
receive a short-term price benefit but there may be insufficient incentives to compete and
invest; therefore potential benefits of competition (such as product innovation and low
prices) may not be realised and standing contract customers may be worse-off in the longerterm.
In summary, there may be a case for providing a headroom allowance in the long-term
interests of consumers. While this argument applies to each building block of the standing
contract price - in 2010, the Commission implicitly allowed for headroom in other cost
building blocks as well as the WEC allowance and the RPM tolerance band - only the WEC
allowance is under consideration in the current review.

3.4.1

Submissions on headroom

Many submissions argued that a competition “headroom” allowance that fosters
competition amongst retailers should be provided; however, they differed on how
large the allowance should be.
International Power/GDF Suez submitted that the mechanism for determining the
wholesale contribution to the standing contract tariff must reflect not only the costs
of supply, but also allow for viable competition to thrive by creating “headroom”
between the regulated tariff and market offers to customers.
AGL contended that the importance of headroom to the viability of market
contracts should not be under-estimated. It suggested that the setting of a
regulated price affects market contract prices as competition in the market is based
on discounting. It concluded that, without the capacity to discount, it would be
difficult to induce retailers to produce innovative products and offers, with the
corollary that customers will be unlikely to switch retailers.

80

Independent Pricing and Regulatory Tribunal, Report to the Premier of South Australia: 2004 Electricity
Standing Contract Price, Review of ESCOSA Methodology, March 2004, page 28; available at
http://archive.escosa.sa.gov.au/webdata/resources/files/040330-R-IPARTReportSAGovt.pdf
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Alinta Energy, Australian Power & Gas (APG) and ERAA made similar claims and
submitted that allowing sufficient headroom is critical for competition. APG
submitted that the current pricing methodology offers sufficient headroom and
stability to attract new entrants and foster competition in the market. Alinta Energy
submitted that any deviation from current methodology might reduce headroom
for retailers who are already facing external cost pressures.
On the other hand, while SACOSS recognised the case for some headroom, it argued
that it should not be too large. SACOSS emphasised that, regardless of
methodology, the process of setting the standing price required a need to “not just
ensure some headroom exists, but to make a judgement on how big it needs to
be”.81 It also suggested that the Commission should consider whether alternative
measures might better achieve the claimed benefits of headroom.

3.4.2

Commission response

The Commission has previously acknowledged the possible benefit of allowing
headroom. For example, in its July 2012 Discussion Paper, which commenced the
current review process, the Commission noted that:
… in setting the standing contract price, the Commission aims to meet its
primary objective by ensuring that standing contract prices reflect the
efficient costs of a retailer with the standing contract obligation in South
Australia, including a reasonable profit allowance so as not to stifle
competition in the retail market.82
(emphasis added)
Allowing headroom may promote competition by providing some standing contract
customers with an incentive to move to a market contract. This would encourage
the continued transition to a fully competitive market.
Therefore, in the context of the electricity standing contract regime established
under the Electricity Act and the ESC Act, the Commission’s preferred approach for
establishing the WEC allowance is to use the EPC-based approach and add (if the
benefits exceed the costs) an explicit allowance for headroom.
However, allowing headroom also has real costs: it means that standing contract
customers pay prices that exceed prudent and efficient costs. This results in
inefficiently low demand: some units that standing contract customers would value

81

SACOSS, Standing Contract Price - Wholesale electricity cost investigation – further submission, 29 August
2012, page 1; available at http://www.escosa.sa.gov.au/library/120829-ElectricityStandingContractWECDiscussionPaperFurtherSubmission-SACOSS.pdf
82

Essential Services Commission, Electricity Standing Contract - Wholesale Cost Investigation: Discussion Paper,
June 2012, page 1; available at http://www.escosa.sa.gov.au/library/120620ElectricityStandingContractWholesaleCostInvestigation-DiscussionPaper.pdf
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at more than the cost of supplying them are not consumed. That is, allowing
headroom generates real efficiency costs. The equity of charging all standing
contract customers more than the prudent and efficient cost in the hope that some
(possibly only a few) would shift to market contracts is also open to question.
The Commission notes that allowing headroom within the standing contract price
may also result in higher market contract prices. Some submissions, such as AGL’s,
argue that this is not that case, putting the view that, even if the standing contract
price is set too high (for example, by setting an excessive headroom allowance), this
would not impose costs on market contract customers.
That would be true if the retail market is highly competitive. However, it is not clear
that retail market competition will prevent a high headroom allowance in the
standing contract price being passed on to market contract customers. For example,
Professor George Yarrow has noted:
The existence of transparent, regulated prices, set at levels that would yield
super-normal returns to suppliers and which would, with high likelihood,
become focal points in the market, increases the risk of tacit co-ordination
among suppliers, which would be to the detriment of consumers.83
Yarrow noted that this risk exists even in relatively un-concentrated markets;84
SACOSS argued in its submission that, when assessed using the HerfindahlHirschman Index, the South Australian market appears to be highly concentrated. 85
The Commission notes that the points made by Yarrow supported his view
favouring abolition of retail price regulation. The Commission observes that it is, at
this point in time, legally required to fix a standing contract price; it must ensure
that in doing so it protects the long-term interests of consumers (both standing
contract and market contract consumers); Yarrow’s arguments may have force in
that context.
If Yarrow’s argument is correct, then setting an excessive headroom allowance in
the standing contract price may generate the same costs of inefficiently low usage
amongst market contract customers as it would amongst standing contract
customers.

83

Yarrow, Report on the impact of maintaining price regulation, Regulatory Policy Institute, Oxford, UK, January
2008, page 71; available at http://www.aemc.gov.au/Media/docs/Prof%20Yarrow%20Report-80834941-a50a4bcd-8b0c-184b30791b18-0.pdf
84

Yarrow, Report on the impact of maintaining price regulation, Regulatory Policy Institute, Oxford, UK, January
2008, page 22; available at http://www.aemc.gov.au/Media/docs/Prof%20Yarrow%20Report-80834941-a50a4bcd-8b0c-184b30791b18-0.pdf
85

SACOSS, Electricity Standing Contract – Wholesale Electricity Costs Discussion Paper – submission, July 2012,
page 15; available at http://www.escosa.sa.gov.au/library/120720-ElectricityStandingContractWECDiscussionPaperSubmission-SACOSS.pdf
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In addition, any “promote competition” benefits of including a headroom allowance
must be weighed against the risk of distorting competition and investment
incentives. As the EPC will, on average, equal LRMC over time, allowing a headroom
allowance on top of LRMC may promote excessive competition and/or overinvestment, which would not serve the long term interests of consumers.
Furthermore, the “promote competition” benefits of providing headroom in the
ESCPD (and in future standing contract price determinations) are far smaller than in
the past, as only 24% of all small customers (residential and small business)
remained on the standing contract and those who remain appear to be the most
“sticky” (that is, are less likely to enter into a market contract, whether with AGL or
another retailer).
In these circumstances, a headroom allowance may no longer cause a large number
of standing contract customers to switch to market contracts.
Notwithstanding the above arguments against providing for a headroom allowance,
the Commission has opted to retain an allowance for headroom as an incentive for
standing contract customers to move off the standing contract and to take up a
more competitive market offer. This would encourage the continued transition to a
fully competitive market. The question then remains is how to determine the level
of headroom.
The Commission sought the advice of ACIL Tasman regarding whether and how to
make a headroom allowance to promote competition. ACIL Tasman acknowledged
that a headroom allowance may promote competition, but recommended that it
should be made explicitly and applied consistently.
ACIL Tasman noted that regulators have sometimes provided headroom implicitly
by setting the WEC allowance based on conservatively high estimates of LRMC.
However, ACIL Tasman noted that this results in unintended variations in headroom
(and therefore competition), as SRMC changes over time and ACIL Tasman agrees
with the Commission that wholesale prices in competitive markets reflect SRMC.
This implicit approach is therefore risky, as competition declines when SRMC
exceeds LRMC.
In contrast, using the EPC-based approach and adding an explicit headroom
allowance is more transparent and promotes competition consistently, making
competitiveness of the retail electricity market less dependent on market
conditions.
ACIL Tasman advised that the minimum discount offered on market contracts
(relative to the standing contract price) is the best indicator of how much headroom
is required to promote competition. That discount would not be offered unless it
was sufficient to induce standing contract customers to switch to market contracts.
As retail electricity prices are deregulated in Victoria, the level of discounting
between default standing and market offers in Victoria is a relatively transparent
and data-rich source of information.
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In Victoria, discounts between the standing offers and market contracts vary from
retailer to retailer and vary depending on the reference point (to the same retailer’s
standing offer or to another retailer’s standing offer).
For example, Origin is the former franchise retailer in the CitiPower area. If Origin’s
standing offer tariff is used as the reference point, then the lowest discount
provided is 3% (TRU) with AGL and Origin offering market contracts with a 7%
discount relative to Origin’s standing offer contract.
Similarly, in SA, the minimum discounts on market contracts (excluding green
offers) relative to the standing contract are about 3%.
Therefore, a headroom allowance of between 3% and 7% may provide customers
with sufficient incentives to promote competition. On balance, a 5% allowance is
reasonable.
The Commission notes that if it were making a new ESCPD, this headroom
allowance would be 5% of the standing contract price. However, the Commission
implicitly allowed for headroom in each cost component of the standing contract
price and has decided to replace the LRMC sub-component of the WEC allowance
with the EPC estimate, the relevant question is: how much headroom should be
allowed in regard to the EPC estimate?
In addition to the above “promote competition” rationale, there is the “protect
competition” from forecasting errors argument for headroom. The Commission
recognises that underestimating the EPC may reduce competition.
The Commission notes that indicators of market competition (such as churn rates)
are currently very high and have risen substantially in the time after the ESCPD was
made. Nevertheless, making an explicit allowance for forecasting error based on the
difference between the POE10 and POE50 estimates of the EPC is a reasonable
means of protecting competition against forecasting errors.
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Figure 8: Electricity Customer Switching (monthly annualised rate)
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3.4.3

Commission conclusion

The Commission concludes that making a headroom allowance is in the long-term
interests of consumers. For this draft determination, the Commission has made a
headroom allowance of $8.00/MWh in the WEC allowance, consisting of two parts:

3.5



$3.74/MWh (5% of the POE50 estimate of the EPC) to promote competition; and



$4.26/MWh (the difference between the POE10 and POE50 estimates) to protect
competition against forecasting errors.

What change (if any) should be made to the WEC
allowance?

The change in the WEC allowance should reflect the difference between the WEC allowance
that the Commission determines in this review and the WEC allowance currently embodied
in the standing contract price. As the Commission varied the ESCPD in June 2012 to allow for
the carbon tax, the current WEC allowance is different to the WEC allowance made at the
time of the ESCPD.
Table (3) provides a summary comparison of the WEC allowance made in the ESCPD, the
current WEC allowance and the Commission’s draft determination of the WEC allowance for
the purposes of the current review. These are explained in turn below.
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3.5.1

ESCPD WEC allowance

The WEC allowance made in the Commission’s 2010 ESCPD was $112.89/MWh.
The biggest component of the WEC allowance was the LRMC ($93.93/MWh). The
ESCPD did not allow for any carbon price, as relevant legislation had not been
passed at that time. As the ESCPD used LRMC rather than EPC, it did not include an
EPC allowance. The Commission did not make an explicit headroom allowance
within the WEC allowance, but did implicitly allow for it by adopting conservative
assumptions regarding some WEC allowance components and other components of
the standing contract price (such as retail operating costs).
The line losses component reflects the fact that retailers need to buy more
electricity than they deliver to cover for losses as electricity is transmitted over the
network. Line losses were calculated in accordance with AEMO’s published
distribution loss factor for 2010/11 of 1.0814, which is applicable to low voltage
domestic and small business customers in SA, at a cost of $8.50/MWh.
The ESCPD WEC allowance also included a number of other cost components,
including other purchase-related costs (AEMO fees and ancillary service charges)
and the wholesale-related costs of meeting the requirements of government
schemes (LRET and SRES). However, as those costs are small relative to the other
WEC allowance components and have (in total) changed little since the ESCPD,
detailed information on their estimation is contained in Appendix A and is not
presented in this chapter.
Table 2: Comparison of WEC Allowances
ESCPD
2010

Current WEC
allowance

Draft
Determination

93.93

93.93

-

Carbon Price

-

13.97

-

EPC

-

-

74.88

Headroom

-

-

8.00

Line losses

8.50

8.50

7.38

AEMO fees

0.39

0.39

0.39

Ancillary service charges

0.41

0.41

0.45

LRET

3.66

3.66

3.91

SRES

6.00

6.00

4.65

Total WEC

112.89

126.86

99.67

WEC component
LRMC

3.5.2

Current WEC allowance

The current WEC allowance is $126.86 (Table 2).
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Since the 2010 ESCPD, the standing contract price has been adjusted twice though
the RPM process and by two special circumstances amendments.
In the first adjustment (from 1 July 2011) the 17.44% increase was driven by factors
other than wholesale costs, particularly by increased network charges). In the
second adjustment (from 1 July 2012), the increase was capped at 18.0%; that
increase was explained by various factors, including the increased cost of the South
Australian Government’s FiT scheme and the cost of the carbon tax.
The only wholesale cost-related element of these increases was an allowance for
the introduction of carbon pricing of $13.97/MWh.86 Therefore, the current WEC
allowance is $13.97/MWh higher than the ESCPD WEC allowance.

3.5.3

Draft Determination: WEC allowance

The estimated WEC allowance on which the Commission’s draft determination is
based is $99.67/MWh (Table 2).
The largest WEC allowance cost component is the EPC ($74.88/MWh).
There is no LRMC component, as that is replaced by the EPC.
As the EPC component is carbon-inclusive (as explained in section 3.3.2 above), no
separate carbon price allowance is included.
The headroom allowance of $8.00/MWh includes components to both promote and
protect competition, as calculated in section 3.4 above.
The line loss component is less than that in the current WEC allowance, as total
WEC allowances (excluding line losses) have declined since 2010. AEMO’s published
distribution loss factor for 2012/13 is 1.0800: this produces a line loss cost of
$7.38/MWh.
The other WEC cost components are, in total, small relative to the EPC and have
changed little since the ESCPD. For further information on their estimation, refer to
Appendix A.

3.5.4

Commission conclusion

For the purposes of the draft determination, the Commission has adopted a WEC
allowance of $99.67/MWh (as calculated in section 3.5.3 above). This represents a
reduction in the WEC allowance of $27.19/MWh as compared with the current
allowance under the ESCPD (as last varied in June 2012).

86

Refer to 2011-2014 Electricity Standing Contract Price Determination Variation Price Determination, July
2012, available at http://www.escosa.sa.gov.au/library/1206132012_ElectricityRetailVariationFinalPriceDetermination.pdf
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3.6

What change (if any) should be made to the standing
contract price?

Consistent with the building block approach, for the purposes of the draft determination,
the Commission has adopted the position that the annual revenue allowance should be
reduced by the same amount as the WEC allowance ($27.19/MWh). This represents an 8.1%
reduction in the annual revenue allowance: from $335.27/MWh to $308.08/MWh.
The Commission notes that discounts currently available on contracts (excluding green
offers) range up to 13.8% (on a typical bill). If market contract prices remain unchanged,
discounts of up to 6.1% will still be available. However, if competition has not generated
market contract prices that have fully adjusted for any excessive headroom in the current
standing contract price (for example, due to Yarrow’s “focal point” argument discussed in
section 3.4.2 above), then market contract prices may fall further and discounts in excess of
6.1% may be available.
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4.

CONSEQUENTIAL AMENDMENTS

The findings of this review may potentially give rise to three consequential amendments: the
RPM tolerance band; the dollar ROM; and, the FiT premium determination. Each is
considered in turn below.
While an amendment to the FiT premium determination is not necessarily a consequential
amendment (as it is calculated on a different basis, using spot price projections), the
question of whether or not to vary the FiT premium is considered in section 4.3 below.

4.1

RPM tolerance band

The RPM methodology provides a mechanism for the annual adjustment in the standing
contract price. A key design feature of the RPM methodology is the tolerance band, which
sets a price ceiling and price floor.
In its 2010 ESCPD, the Commission set the price ceiling and floor using high and low cost
scenarios for various cost components, including LRMC. This effectively allowed for
estimation or forecasting errors.
In addition, the ESCPD applied the following principles:


the tolerance band should remain fixed over the course of the regulatory period, unless it
can be demonstrated that an event has occurred that has fundamentally changed the basis
of its derivation;



given that the tolerance band is to remain fixed, it should be set with sufficient scope to
ensure that only those events that lead to an unexpected and material increase or decrease
in prices will impact on it;



the floor should be set such that prices can be allowed to decrease to reflect legitimate
reductions in input costs and any productivity improvements.

As the Draft Determination significantly changes the WEC allowance and the standing
contract price, this represents an event that has fundamentally changed the basis of the
derivation of the tolerance band. Therefore, the Commission has formed the view that the
tolerance band should be varied.
As noted in section 3.5.2, the tolerance band has twice been varied by the Commission since
2010: in 2011, it was varied to account for increases in electricity network costs which were
higher than the high-cost scenario assumed by the Commission in making the ESCPD; in
2012, it was varied to account for the impacts of the Clean Energy Act 2011 and, again,
increases in electricity network costs which were higher than the high-cost scenario assumed
by the Commission in making the ESCPD.
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The initial tolerance bands for each six-monthly interval of the ESCPD period were
established by setting high and low cost scenarios for each input into the standing contract
price (WEC, retail operating costs, retail margin, network charges).
The ESCPD provided a tolerance band with a slightly increasing spread from 8% to 11%, as
illustrated in Figure 9.
Figure 9: ESCPD Tolerance Band
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The Commission has reset the RPM ceiling and floor to allow a similar degree of tolerance
relative to the standing contract price as it did in the ESCPD.
As the Commission is replacing the LRMC and carbon cost elements of the current WEC
allowance with the estimated EPC plus EPC-related headroom, the tolerance band could be
adjusted by substituting high and low cost scenarios for the EPC. However, the Commission
notes that as the current tolerance band ceiling is equal to the current standing contract
price, such a substitution would leave no tolerance in the RPM ceiling for other variations in
cost components (such as the ROC). Therefore, the Commission has adopted a very simple
approach to reset the RPM tolerance band in this draft determination.
The simple approach adopted is to set the new RPM ceiling and floor using the same
relativities to the standing contact price as in the ESCPD. The ESCPD set the ceiling and floor
to apply for at least the first six-month period of the ESCPD relative to the initial standing
contract price as follows:


ceiling = standing contract price x 1.0719;



floor = standing contract price x 0.9896.

That is, the initial ceiling of the tolerance band was 7.19% above the standing contract price,
and the initial floor was 1.04% below. Assuming that those relativities remain sound, and
there is no reason to assume otherwise, it is the Commission’s draft position that the ceiling
and the floor of the tolerance band which will apply at the time at which the standing
contract price is to change next – July 2013 – should be set to reflect those relativities.
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Of note, next July will be the only time that the proposed new standing contract price will be
changed under the RPM within the period of the ESCPD. A new price determination will be
required from 1 July 2014 and the issue of the calculation of the tolerance band can be
reconsidered as part of a broader review leading up to the making of that determination.
Adopting this proposal, therefore, the Commission has calculated the tolerance band to
apply for the 1 July 2013 RPM adjustment as follows:


Ceiling2013 = $308.08/MWh x 1.0719 = $330.24/MWh



Floor2013 = $308.08/MWh x 0.9896 = $304.87/MWh

Finally, the Commission notes that, consistent with the Commission’s June 2012 decision,
the ceiling and floor will be automatically adjusted for any changes in network charges.

4.2

Retail operating margin

AGL proposed that a review of all components including wholesale electricity costs, ROC
(retail operating costs) and the ROM (retail operating margin) should be considered as a part
of the Commission’s review. It specifically proposed that changing the WEC allowance during
the price path will raise regulatory risks, which should expand the retail margin allowance.
For the reasons given in section 2.4.3.4 above, the Commission does not agree that changing
the WEC allowance in this draft determination raises regulatory risks. Further, while the
Commission accepts that each cost component drives the standing contract price, the
current review is limited to the WEC.
However, the Commission accepts that the ESCPD determined the ROM as 10% of the sum
of WEC plus ROC. Therefore, there may be a case for reducing the dollar ROM allowance by
10% of the reduction in the WEC allowance.
The Commission notes that in its recent special circumstances review of the carbon tax, it
rejected AGL’s proposal to increase the dollar ROM allowance by 10% of the carbon tax cost
on the grounds that there was no evidence that ROC would rise. Consistent with that
decision, the Commission is reluctant to reduce the dollar ROM allowance to reflect the
lower WEC allowance, in the absence of evidence to support such a reduction.
While the Commission notes that setting the ROM as a percentage of certain costs is a
reasonable approach when an ESCPD is made, it notes that applying that average ROM
percentage to individual cost increments or decrements during the price determination
period may not be appropriate.
On balance, and having regard to its relatively small potential magnitude, the Commission
does not propose at this time to vary the dollar ROM allowance.
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4.3

Solar Feed-in-Tariff

In January 2012, the Commission made its Determination of the FiT premium regulatory
decision (2012 FiT Determination). This decision set out the FiT premium to apply from 27
January 2012 – 30 June 2014.
The FiT premium, which is credited on customers’ electricity bills when they generate more
electricity from a qualifying photo-voltaic generator than they use within their premises,
reflects the fair and reasonable value of fed-in electricity to retailers. That is, the benefit
received by retailers of electricity supplied into the network by those customers. This benefit
was determined from the available demand forecasts and the spot price projections
developed in late 2011.
As a consequence of this WEC review, spot price projections for 2012/13 and 2013/14 differ
from those used in the FiT Determination, primarily due to significantly lower demand
forecasts (as noted in section 2.4.3.2 above, AEMO’s latest demand forecasts for the next
decade are substantially below the forecasts it made less than one year ago). The higher
demand projections originally used for the FiT Determination resulted from a forecast
tightening of the supply-demand balance and, therefore, higher average spot prices.
Therefore, as the FiT Determination depended heavily on spot price projections, it may be
appropriate for the Commission to adjust the FiT premium payments to be paid by retailers
from 1 January 2013. Such an adjustment would ensure regulatory consistency (as the FiT
premium would be consistent with the spot price projections that have informed the Draft
Decision of the standing contract price) and ensure that solar PV customers and retailers
receive cost-reflective price signals.
However, the question of whether or not such an adjustment should be made cannot be
determined specifically at this stage, as it depends on the Commission’s Final Determination
of the WEC allowance and spot price projections available at that time.
The Commission recognises that the methodology for determining standing contract prices
and the FiT premium are, and should be, different. As the volume and timing of electricity
fed in by a solar PV customer are both unpredictable, the FiT premium should be driven
primarily by spot price projections. In contrast, as a prudent and efficient standing contract
retailer will generally hedge to minimise spot price risk, its wholesale costs may be quite
different to projected spot prices.
Nevertheless, spot prices may influence factors (such as forward contract prices) that may
affect the final WEC allowance. Therefore, it is the Commission’s position that if the spot
price projections used in any final WEC allowance are materially different to those used in
the FiT premium Price Determination, then the latter Determination should be varied to take
account of that difference.
As a matter of process, any variation of the FiT premium Price Determination should occur in
a timeframe consistent with any WEC allowance Final Determination. While this review
process does not encompass a formal draft price determination for the FiT premium (under
the ESC Act a draft does not need to be issued prior to the making of a price
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determination),87 the Commission seeks comments from stakeholders on the proposition
that the spot price assumptions in the FiT premium should be consequent upon and reflect
spot price projections that are consistent with any final WEC allowance determination made
by the Commission.

4.4

Commission conclusion

For the purposes of this draft determination, the Commission intends to make one
consequential amendment (to the RPM tolerance band). The Commission does not propose
at this time to vary the dollar ROM allowance but seeks stakeholder comment on that
matter.
The Commission notes that it may adjust the FiT premium at the time it makes its final
standing contract price determination, but has deferred making a decision on the FiT
premium until that time and seeks feedback on whether it should consider varying the FiT
premium.

87 ESC Act, section 26(1)
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5.

GIVING EFFECT TO THE COMMISSION’S DRAFT
DETERMINATION

Having decided on the nature of the amendments to be made, the Commission must
address how it will implement those amendments. Under section 36AA of the Electricity Act,
it may either revoke the existing determination or vary the ESCPD for the remaining term of
its operation.
The Commission’s draft position is that it should vary the ESCPD for the remaining term of its
operation pursuant to section 36AA(4a)(f) of the Electricity Act.
This is consistent with the policy intention underpinning that section, as explained in section
2.2 above.
The Commission also notes that the current review has been limited to the issue of the WEC
allowance (and directly consequential outcomes) and has not included the other key building
blocks of a standing contract price determination. In order to make a new standing contract
price determination, it would be appropriate to review and consult on matters such as: the
level of competition in the South Australian market; the overall form of regulatory control
which should be utilised; the appropriate allowances for retail operating costs and margins;
and, the best means of adjusting prices over time. As this has not occurred, the Commission
should not make an entirely new standing contract price determination at this point.
The Commission therefore proposes to amend the ESCPD (using its variation powers under
section 28 of the ESC Act) to adjust the annual revenue allowance under the ESCPD (the
basis of the standing contract price), from its current level of currently $335.27/MWh to
$308.08/MWh.
This variation to the ESCPD will reduce the annual electricity bill of a typical residential
standing contract customer consuming 5MWh per annum by $161.00 (inclusive of GST). The
Commission also proposes to adjust the parameters of the tolerance band, as set out in the
ESCPD, on the basis explained in section 4.1 above.
Those amendments will reduce the standing contract price by $27.19/MWh (8.1%) on 1
January 2013. The price thereafter will be adjusted on 1 July 2013 in accordance with the
operation of the RPM. The Commission must make a new ESCPD to take effect from 1 July
2014. At that time, a new total revenue requirement will be set and new prices will be fixed
for a minimum three-year period.
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PART C – DRAFT STANDING CONTRACT
(FURTHER VARIATION) PRICE DETERMINATION
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PART C – DRAFT STANDING CONTRACT (FURTHER
VARIATION) PRICE DETERMINATION
As set out in Part A, the Commission has determined that special circumstances exist for the
purposes of section 36AA of the Electricity Act, which permits it to make a new, or vary the
existing, ESCPD.
As set out in Part B, the Commission has determined that it is appropriate, pursuant to
section 36AA(4a)(f) and section 26(8) of the Essential Services Commission Act 2002, to vary
the existing ESCPD, rather than make a new standing contract price determination.
The specific provisions of the ESCPD that are proposed to be varied are set out below.

DRAFT DETERMINATION OF VARIATIONS TO THE ESCPD

1. Clause 2.4.1(b): replace the term “Schedule 1.B” with the term “Schedule 1.C”.
2. Clause 3.3.1: Insert the phrase “Subject to clause 3.3.2, the” before the phrase
“standing contract price”.
3. After Clause 3.3.1: Insert new clause 3.3.2:
The standing contract price which is fixed as the price which the declared
retailer must charge a standing contract customer in respect of the sale of
electricity at a connection point as at 1 January 2013 is the relevant standing
contract price:
(a) as fixed in Schedule 1.B of the Initial Standing Contract Price Schedule;
(b) assigned to the relevant connection point in accordance with the criteria
set out in Schedule 1.C of the Initial Standing Contract Price Schedule.

4. Clauses 3.3.2 to 3.3.9: re-number as clauses 3.3.3 to 3.3.10.
5. New clause 3.3.4(d): delete “3.3.3(a)” and replace with “3.3.4(a)”.
6. New clause 3.3.5: delete “3.3.3” and replace with “3.3.4”.
7. New clause 3.3.6: delete “3.3.4” and replace with “3.3.5”; delete “3.3.7” and replace
with “3.3.8”.
8. New clause 3.3.7: delete “3.3.4” and replace with “3.3.5”.
9. New clause 3.3.7(b): delete “3.3.3” and replace with “3.3.4”.
10. New clause 3.3.8: delete “3.3.4” and replace with “3.3.5”.
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11. New clause 3.3.8(a): delete “3.3.4” and replace with “3.3.5”.
12. New clause 3.3.9: delete “3.3.6(a) and replace with “3.3.7(a)”.
13. New clause 3.3.10: delete “3.3.6(b) and replace with “3.3.7(b)”.
14. New clause 3.3.10(a): delete “3.3.4” and replace with “3.3.5”; delete “3.3.5” and
replace with “3.3.6”; delete “3.3.6(b) and replace with “3.3.7(b)”.
15. New clause 3.3.10(b): delete “3.3.6(a) and replace with “3.3.7(a)”.
16. Clause 4.1, definition of “regulatory period”: items c) and d), delete “August” and
replace with “July”.
17. Schedule 1, Initial Standing Contract Price Schedule: insert new Schedule 1.B,
1 January 2013 standing contract prices:

GST Exclusive
TARIFF CATEGORIES

TBC

GST Inclusive

Prescribed
Distribution
Service Tariffs

Retailer
Tariffs

Standing
Contract
Prices

Standing
Contract Prices

TBC

TBC

TBC

TBC

18. Schedule 1, Initial Standing Contract Price Schedule: re-number former clause 1.B as
clause 1.C.
19. Schedule 2, Price Path Schedule, clause 2.A: delete item 2.A(b) and replace with new
item 2.A(b):
b.

Relative price movement indices will be calculated as follows

M i ,11

N11

msi , jul11 mni ,mar11
RPMI 11

i 1

mt i , j , jul11 mci , j ,mar11
j 1
M i ,11

N11

msi , jan11 mni ,mar11
i 1

mt i , j , janl11 mci , j ,mar11
j 1

Where:
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N11,

is the number of market contracts included in the calculations
for RPMI11,;

msi,jul11

is the fixed market contract price components of market
contract i which are to apply on1 August 2011, each expressed
as a daily average;

msi,jan11

is the fixed market contract price component of market contract
i which applied for the 7-month period commencing 1 January
2011;

mni,mar11

is the numbers of days in respect of which each obliged retailer
received payments from market contract customers for the
fixed market contract price component of market contract i for
the 12-month period ending 31 March 2011;

Mi,11,

is the numbers of variable market contract price components of
market contract i for RPMI11;

mti,j,jul11

is the variable market contract price components j of market
contract i which are to apply on1 August 2011;

mti,j,jan11

is the variable market contract price component j of market
contract i which applied for the 7-month period commencing 1
January 2011; and

mci,j,mar11

is the quantities of energy or demand (as the case may be)
charged for under variable market contract price component j
of market contract i for the 12-month period ending 31 March
2011.

M i ,12

N12

msi , jul12 mni ,mar12
RPMI 12

mt i , j , jul12 mci , j ,mar12

i 1

j 1

N11

M i ,12

msi , jul11mni ,mar12
i 1

mt i , j , jul11 mci , j ,mar12
j 1

Where:
N12

is the numbers of market contracts included in the calculations for
RPMI12;

msi,Jul12

is the fixed market contract price components of market contract i
which are to apply on 1 July 2012, each expressed as a daily
average;
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msi,jul11

is the fixed market contract price components of market contract i
which applied on 1 August 2011, each expressed as a daily average;

mni,mar12 is the numbers of days in respect of which each obliged retailer
received payments from market contract customers for the fixed
market contract price component of market contract i for the 12month period ending 31 March 2012;
Mi,12

is the numbers of variable market contract price components of
market contract i for RPMI12;

mti,j,jul12 is the variable market contract price components j of market
contract i which are to apply on 1 July 2012;
mti,j,jul11 is the variable market contract price components j of market
contract i which applied on1 August 2011;
mci,j,mar12 is the quantities of energy or demand (as the case may be) charged
for under variable market contract price component j of market
contract i for the 12-month period ending 31 March 2012.

M i ,13

N13

msi , jul13 mni ,mar13
RPMI 13

mt i , j , jul13 mci , j ,mar13

i 1

j 1

N13

M i ,13

msi , jan13 mni ,mar13
i 1

mt i , j , jan13 mci , j ,mar13
j 1

Where:
N13

is the numbers of market contracts included in the calculations for
RPMI13;

msi,Jul13

is the fixed market contract price components of market contract i
which are to apply on 1 July 2013, expressed as a daily average;

msi,jan13

is the fixed market contract price component of market contract i
which applied for the 6-month period commencing 1 January 2013;

mni,mar13 is the numbers of days in respect of which each obliged retailer
received payments from market contract customers for the fixed
market contract price component of market contract i for the 12month period ending 31 March 2013;
Mi,13

is the numbers of variable market contract price components of
market contract i for RPMI13;
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mti,j,jul13 is the variable market contract price components j of market
contract i which are to apply on 1 July 2013;
mti,j,jan13 is the variable market contract price component j of market contract
i which applied for the 6-month period commencing
1 January 2013; and
mci,j,mar13 is the quantities of energy or demand (as the case may be) charged
for under variable market contract price component j of market
contract i for the 12-month period ending 31 March 2013.
20. Schedule 2, Price Path Schedule, clause 2.A: delete item 2.A(e) and replace with new
item 2.A(e):
For the period 1 January 2013, to 30 June 2013, the standing contract prices
will be those set under clause 3.3.2.
21. Schedule 2, Price Path Schedule, clause 2.A: delete item 2.A(f) and replace with new
item 2.A(f):
For the regulatory period commencing 1 July 2013:
(i)

the fixed standing contract price component of the standing contract
price will be determined by multiplying the price adjustment factor
AF2013 by the fixed standing contract price component of the equivalent
standing contract price fixed in Schedule 1.B of the Initial Standing
Contract Price Schedule; and

(ii)

each variable standing contract price component of the standing
contract price will be determined by multiplying the price adjustment
factor AF2013 by the variable standing contract price component of each
equivalent component of the equivalent standing contract price fixed
in Schedule 1.B of the Initial Standing Contract Price Schedule,

Where:
AF2013 = C13 if RPMI13 > C13
AF2013 = F13 if RPMI13 < F13
AF2013 = RPMI13 otherwise.
Where:
C13 =
F13 =

[330.24

NR] CPI 13
;
308.08

[304.87

NR] CPI 13
; and
308.08
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CPI13 =

the Consumer Price Index, All Groups Index Number (weighted
average of eight capital cities) published by the Australian Bureau of
Statistics for the March Quarter of 2013;
divided by
179.5, being the Consumer Price Index, All Groups Index Number
(weighted average of eight capital cities) published by the Australia
Bureau of Statistics for the March Quarter of 2012;

RPMI13
∆

is calculated in accordance with clause 2.A(b);

=

−

Where:
NR13

is the 2013/14 average electricity distribution revenue to be
recovered by ETSA Utilities from network tariffs that are applicable
to electricity standing contract customers, as approved by the
Australian Energy Regulator (expressed in prices of March 2012);
and

NR12

is the 2012/13 average electricity distribution revenue to be
recovered by ETSA Utilities from network tariffs that are applicable
to electricity standing contract customers, as approved by the
Australian Energy Regulator (expressed in prices of March 2012).

22. Schedule 2, Price Path Schedule, clause 2.A: re-number former item 2.A(f) as new
item 2.A(g):
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APPENDIX A – ESTIMATES OF OTHER WEC
COMPONENTS
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A1.

Estimates of other WEC components

Section 3.5 explained that the calculation of the major cost components of the WEC
allowance made in the Draft Determination (the EPC, headroom and line losses). This
appendix explains the calculation of the other components of the WEC allowance.
On 1 January 2011, an expanded Renewable Energy Target (RET) scheme replaced the
Mandatory Renewable Energy Target (MRET) scheme which began in 2001.
The RET operates as two distinct parts: the Large-scale Renewable Energy Target (LRET) and
the Small-scale Renewable Energy Scheme (SRES). The LRET encourages the deployment of
large-scale renewable energy projects such as wind farms, while the SRES supports the
installation of small-scale systems, including solar panels and solar water heaters. Together,
these schemes create a financial incentive for investment in renewable energy sources
through the creation and sale of certificates.
The schemes are designed to increase the amount of energy generated from renewable
resources and decrease greenhouse emissions. They define a total amount of electricity to
be purchased each year from renewable sources and place a legal liability on purchasers of
wholesale electricity to acquire renewable Energy Certificates (RECs) in proportion to the
total amount of wholesale electricity purchased by that entity. This proportion is determined
by the Renewable Power Percentage (RPP).
AGL is required to purchase RECs under the RET scheme.

A1.1

Large-scale Renewable Energy Target (LRET)

Given the obligation created by the LRET scheme on energy retailers to ensure that
a certain percentage of energy purchases come from large-scale renewable sources,
the Commission considers it reasonable to include an LRET compliance cost within
the WEC allowance, based on the cost of wind generation.
In its 2010 Determination, the Commission derived an LRET compliance cost of
$3.66/MWh to apply from 1 January 2011. In reaching that decision, the
Commission adopted AGL’s proposed approach for determining LRET compliance
costs and applied it to the 2011 RPP, reflecting discussions with the then Office of
the Renewable Energy Regulator (ORER) – now the Clean Energy Regulator (CER).
In reaching its draft decision on the WEC allowance, the Commission updated its
forecasts of the costs for the LRET scheme. The Commission received advice from
Frontier Economics, which has modelled the latest legislative changes to the
scheme, including recent changes to the treatment of waste coal and gas. Frontier
Economics’ modelling also takes into account the current surplus of Large-scale
Generation Certificates (LGCs) as published by the CER.
Deriving a revised LRET compliance cost necessitates establishing the RPP for each
forecast year. For 2012, the CER has set the RPP at 9.15% increasing from 5.62% in
2011
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The Renewable Energy (Electricity) Act 2000 states that where the RPP for a year
has not been determined it should be calculated as the RPP for the previous year
multiplied by the required GWhs of renewable energy for the current year divided
by the required GWhs of renewable energy for the previous year.
This calculation increases the RPP in line with increases in the renewable energy
target but does not decrease the RPP to account for any growth in demand. As a
result, this calculation is likely to over-estimate the RPP for a given year.
In providing its advice to the Commission, Frontier Economics has used the
published RPP for 2012 and the renewable energy target in 2013 and 2014 to
calculate the RPP for 2013 and 2014. These values have then been averaged to
arrive at the financial year RPPs set out in Table 3 below.
Table 3: Renewable Power Percentages
Financial Year

Renewable Power Percentages

2012/13

9.78%

2013/14

9.84%

Source: AEMO, Frontier Economics.

Frontier Economics has estimated the cost of LGCs on the basis of the long run
marginal cost of meeting the LRET scheme. Applying this methodology, results in
LRET compliance costs as shown in Table 4 below.
Table 4: Cost of LRET scheme compliance
($2012/13)
Financial Year

LGC

LRET
($/MWh)

2012/13

$40.73

$3.91

2013/14

$42.35

$4.09

Source: AEMO, Frontier Economics.

Based on advice received from Frontier Economics, the Commission has included an
LRET compliance cost of $3.91/MWh for 2012/13 and $4.09/MWh for 2013/14.

A1.2

Small-scale Renewable Energy Scheme (SRES)

The SRES provides a financial benefit for electricity consumers wishing to purchase
eligible solar water heaters, air source heat pumps and small-scale solar
photovoltaic panels, wind and hydro systems.
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The Commission recognises the difficulties in forecasting SRES costs, particularly
given the increases in solar panels (photovoltaic system) sales and the potential
impacts of various Government policies on future uptake.
In the ESCPD, the Commission liaised with ORER on the establishment of the smallscale technology percentage (STP). Based on ORER’s advice of a 2011 STP of 15%,
and applying this to a fixed small-scale technology certificates (STC) price of $40.00,
resulted in the Commission including an SRES cost of $6.00/MWh.
To forecast 2012/13 and 2013/14 SRES compliance costs, the Commission sought
advice from Frontier Economics.
Frontier Economics determined the STP for the standing contract retailer (which in
turn determined the number of STCs that must be purchased) along with the cost of
each STC. The STP calculation was based on:


the estimated number of STCs that will be created for the year;



the estimated amount of electricity that will be acquired for the year;



the estimated number of all partial exemptions expected to be claimed for the
year.

The STPs published by the Clean Energy Regulator for 2012, 2013 and 2014 are set
out in Table 5 below.
Table 5: Small-scale Technology Percentages
Year

STP

2012

23.96%

2013 (non-binding estimate)

7.94%

2014 (non-binding estimate)

6.10%

Source: AEMO, Frontier Economics.

Frontier Economics has used the STPs from Table 5 and applied the fixed cost of $40
of STCs exchanged through the STC clearing house, resulting in the SRES compliance
costs as shown in Table 6 below.
Table 6: SRES Compliance Cost
($2012/13)
Financial Year

STP

2012/13

$4.65

2013/14

$2.71

Source: AEMO, Frontier Economics.
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Based on advice received from Frontier Economics, the Commission has included an
SRES compliance cost of $4.65/MWh for 2012/13 and $2.71/MWh for 2013/14.

A1.3

AEMO national electricity market fees

Market fees are charged to participants in the NEM in order to recover the cost of
operating the market.
The market fees charged to participants are based on the budgeted revenue
requirements of AEMO. The revenue requirements are based on the operational
expenditures of AEMO and are relate to National Transmission Planner fees,
National Smart Metering fees, Full Retail Competition fees, Electricity Consumer
Advocacy Panel fees, and other general fees.
AEMO has provided NEM fees (including its own fees and ancillary charges) for
2012/13 and a forecast of NEM fees for 2013/14 in its Electricity Final Budget and
Fees 2012/13 document. These estimates are outlined below.
Table 7: AEMO NEM Fees
($2012/13)
Financial Year

AEMO NEM Fees
($/MWh)

2012/13

$0.39

2013/14

$0.39

Source: AEMO, Frontier Economics.

Based on the estimates from AEMO and advice received from Frontier Economics,
the Commission has included of $0.39/MWh for 2012/13 and 2013/14.

A1.4

AEMO ancillary service charges

AEMO uses a range of ancillary services to manage the power system safely,
securely and reliably including:


Frequency Control Ancillary Services (FCAS) to maintain the frequency of the
electrical system;



Network Control Ancillary Services (NCAS) to control the voltage of the electrical
network and control the power flow on the electricity network; and



System Restart Ancillary Services (SRAS) to enable the electrical system to be
restarted after a whole or partial system blackout.

AEMO operates a number of separate markets for the delivery of FCAS and
purchases NCAS and SRAS under agreements with service providers. AEMO
publishes historic data on ancillary services costs on its web site.
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AEMO has provided ancillary service charges for 2012/13 and a forecast of charges
for 2013/14 in its Electricity Final Budget and Fees 2012/13 document. These
estimates are outlined in Table 8 below.
Table 8: AEMO ancillary service charges
($2012/13)
Financial Year

Ancillary service charges
($/MWh)

2012/13

$0.45

2013/14

$0.45

Source: AEMO, Frontier Economics.

Based on the estimates from AEMO and advice received from Frontier Economics,
the Commission has included ancillary service charges of $0.45/MWh for 2012/13
and 2013/14.
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