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Dear Treasurer and Minister,
In accordance with Section 20 of the Electricity Supply Industry Expert Panel Act 2010, I am
pleased to provide you with the Panel’s Final Report: An Independent Review of the
Tasmanian Electricity Industry – Final Report.
The Final Report presents the Panel’s findings and recommendations against its Terms of
Reference. Most importantly, the Final Report contains the Panel’s recommended actions to
inform the development of a Tasmanian Energy Strategy.
The Final Report is the culmination of 17 months of detailed, evidence-based investigation,
which has included extensive and highly involved consultation with both industry participants
and the broader Tasmanian community.
Our focus has been the long-term interest of Tasmanians. As we have noted throughout the
Review, the electricity industry will make the best contribution to the growth and
development of Tasmania and to the economic welfare of Tasmanians if it is operated on
the most economically efficient basis possible.
In examining the past and current performance of the sector, the Panel established the
following overarching policy objective: ‘To promote a safe, secure, reliable, efficient and
sustainable electricity supply industry, capable of providing electricity services at efficient
prices to Tasmanian households and businesses, over the long term’.
In submitting its Final Report, the Panel’s simple message is that effective retail competition
for households and small businesses will not be delivered without structural reform at the
wholesale level, and this is necessary to deliver the above objective. The Panel has
formulated a structural reform package that will facilitate genuine and enduring retail
competition and deliver significant economic benefits to the State.
The Final Report also explains why alternative reform measures – including regulatory
measures - will not deliver the kind of vibrant electricity market seen in other parts of the
National Electricity Market, and which is possible in Tasmania if the structural reform
challenge is embraced and effectively implemented.
The Panel has undertaken significant preliminary work with the Australian Energy Regulator,
Australian Energy Market Operator, national market participants and other expert
stakeholders to ensure that its proposed reforms are compatible the technical and
commercial features of the industry.
Previous reform of the TESI has shown that the people, knowledge and skills required to
successfully deliver structural change of the kind recommended by the Panel are very much
available, so long as there is genuine and sustained commitment to the ultimate outcome.

The Minister for Energy noted when introducing the legislation to establish the Panel, that the
Government “…knew at the time [of NEM entry] that the road to reform was going to be
long and arduous, but that meaningful change is rarely achieved without significant effort.
The focus has always been on creating the long-term setting that would focus the electricity
businesses on their core tasks, but also to promote maximum opportunity for competition to
drive efficiencies and limit future cost and therefore price rises, while maintaining high
standards of service and reliability”.
The proposed structural changes provide an opportunity to realise the kind of vibrant
competition that was envisaged when the Tasmanian Government initially embarked on the
energy market reform project in the 1990s.
The Final Report also contains a number of priority issues that the Panel considers require the
Tasmanian Government’s immediate attention. These include: the regulatory framework for
determining non-contestable customer electricity prices; the commercial position of the
Tamar Valley Power Station; and the governance and oversight arrangements that apply to
the State-owned energy businesses.
The other key aspect of the Panel’s task has been to review the historical performance of the
Tasmanian electricity supply industry. In doing so, the Final Report addresses a number of
issues that have been matters of public discussion in Tasmania for some time. The Panel
hopes that these findings will lead to a better community understanding of what has
become an increasingly complex sector.
A review of this nature could not be undertaken without the contributions of a significant
number of people. On behalf of the Panel, I wish to express our appreciation to the many
individual Tasmanians who provided submissions and participated in public forums, market
participants and institutions, and Tasmanian Government agencies. Finally we wish to record
our gratitude for the professionalism and dedication of the Secretariat: Mr Adrian Christian,
Ms Sophie Reid, Mr Luke Gregory, Mr Scott Lancaster and Mrs Lisa Austin.
Yours sincerely

John Pierce
Chairman
29 March 2012
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Glossary
TERM

MEANING

ACCC

Australian Competition and Consumer Commission

AEATM

Alinta Energy Australia Trading and Marketing

AEMC

Australian Energy Market Commission

AEMO

Australian Energy Market Operator

AER

Australian Energy Regulator

AETV

Aurora Energy Tamar Valley Pty Ltd

BBPS

Bell Bay Power Station

BBP

Babcock and Brown Power

BDB

Basslink Development Board

CCGT

Combined Cycle Gas Turbine

CSO

Community Service Obligation

DNSP

Distribution Network Service Provider

DUOS

Distribution use of System

EBIT

Earnings Before Interest and Tax

EBITDA

Earnings Before Interest Tax and Depreciation

ESI Act

Electricity Supply Industry Act 1995

FCAS

Frequency Control Ancillary Service

FRC

Full Retail Contestability

GSP

Gross State Product

GW

Gigawatt

GWh

Gigawatt Hours

HEC

Hydro Electric Corporation / Commission

ITE

Income Tax Equivalents

LRAC

Long Run Average Cost

LRMC

Long Run Marginal Cost

MW

Megawatt

MWh

Megawatt Hour (= 1 thousand kWh)

NBN

National Broadband Network

NECF

National Energy Customer Framework

NCP

National Competition Policy

NEM

National Electricity Market

TERM

MEANING

NER

National Electricity Rules

NPV

Net Present Value

OECD

Office of the Economic Corporation Development

OEPC

Office of Energy Planning and Conservation

OTTER

Office of the Tasmanian Economic Regulator

PAYG

Pay as you Go

PB

Parson Brinkerhoff

PBT

Profit Before Tax

PCR

Electricity Supply Industry (Price Control) Regulations 2003

PD

Price Determination

PJ

Petajoules

PTS

Prescribed Transmission Service

PWC

Price Waterhouse Coopers

PWM

Prudent Water Management

RAB

Regulated Asset Base

RECs

Renewable Energy Certificates

SOEB

State Owned Electricity Business

SPS

System Protection Scheme

TER

Tasmanian Economic Regulator / Tasmanian Energy Regulator

TESI

Tasmanian Electricity Supply Industry

TNGP

Tasmanian Natural Gas Pipeline

TUOS

Transmission use of System

TVPS

Tamar Valley Power Station

WACC

Weighted Average Cost of Capital
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Foreword
In October 2010, the Tasmanian Parliament passed the Electricity Supply Industry
Expert Panel Act 2010 (the Act) to establish an independent expert panel to
conduct a review into, and provide guidance to the Parliament on, the current
position and future development of Tasmania’s electricity industry. The Parliament
also endorsed the Terms of Reference for the Review.
The Parliament also endorsed the Terms of Reference for the Review. In summary,
the Panel interpreted its Terms of Reference as requiring it to investigate and report
on:


how and why the Tasmanian electricity sector is delivering the pricing and
other outcomes that are currently being experienced; and how these
outcomes compare with elsewhere in Australia; and



looking forward, what policy, regulatory, governance and structural reform
options could be considered to underpin the efficiency of the sector in the
future and how should these be evaluated and prioritised?

As required under the Act, the Panel released a Draft Report for public consultation
on 15 December 2011.1
Following the release of the Draft Report, the Panel undertook a significant round of
consultation, which included a formal written submission process, a public hearing
and a range of meetings with key industry participants. The feedback garnered
through this process informed the further development and refinement of the
Panel’s findings and recommendations.
The Final Report contains the Panel’s findings of its investigation into the issues raised
in the Terms of Reference. Most importantly it contains recommendations designed
to inform the development of a Tasmanian Energy Strategy, for consideration by the
Tasmanian Parliament.
Consistent with its Statement of Approach, the Panel has undertaken its
investigation, and based its recommendations, on evidence. This has required an
enormous amount of information to be made available to the Panel, particularly
through its information gathering powers, and also through interactions with
stakeholders. First and foremost, the Panel would like to extend its thanks to the
management and staff of the three State-owned electricity businesses –
Aurora Energy, Hydro Tasmania and Transend Networks – for their engagement and
cooperation throughout the Review process.

1

For further details on the Panel’s public consultation process, please refer to Appendix 1.
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Much of the Panel’s thinking has been guided by the detailed and complex analysis
undertaken by the Secretariat and the Panel’s financial, economic and technical
advisors. The Panel would especially like to extend its thanks and appreciation to the
CEO of the Secretariat, Adrian Christian and the members of his team – Sophie Reid,
Luke Gregory, Scott Lancaster and Lisa Austin for their highly professional and
diligent approach to supporting the Panel in completing the Review.
Finally, the Panel wishes to thank all those stakeholders – ranging from major industry
participants to interested individuals from the Tasmanian community – who
participated in the Review, whether it was through a submission, participation at one
of the public hearings or meetings with the Panel. The Panel would not have been
able to complete its important task without your input and feedback.
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Terms of reference
The Expert Panel shall investigate and report on:
1. The current efficiency and effectiveness of the Tasmanian energy industry
with particular reference to the existing regulatory framework and the cost
and operation of the energy industry elsewhere in Australia.
2. The primary factors that have driven recent increases in non-contestable
electricity prices in Tasmania including the impact of major infrastructure
development decisions.
3. The competitiveness of non-contestable electricity prices in Tasmania
compared with those in other states.
4. The financial position of the state-owned energy businesses: Transend
Networks, Hydro Tasmania and Aurora Energy.
5. The impact of interaction between the three state-owned businesses on the
effective operation of the Tasmanian energy industry and Tasmanian energy
prices.
6. Having regards to trends in electricity prices and market developments at the
national level and Tasmanian-specific circumstances, the implications of
Tasmania's market and regulatory arrangements for electricity tariffs over the
coming years.
7. Actions that would guide and inform the development of a Tasmanian Energy
Strategy particularly in relation to the Government's primary objectives of
minimising the impact on the cost of living in Tasmania and ensuring
Tasmania's long term energy sustainability and security.
8. The advice that was provided to the State Government by the senior
management or Directors of Aurora Energy from 1 October 2009 to
16 June 2010 inclusive.
9. Any other matters that the Expert Panel considers are relevant to the above
matters.

P a g e | iv

The Panel members

John Pierce - Panel Chairman
Mr Pierce was appointed as the Chairman of the Australian
Energy Market Commission in June 2010. He has previously been
the Secretary of the Australian Department of Resources, Energy
and Tourism, Secretary of the New South Wales Treasury, and
chief economist at Pacific Power.

Dr John Tamblyn
Dr Tamblyn recently retired as the Chairman of the Australian
Energy Market Commission. He has had an extensive career in the
regulation of public utility services, including positions as
Chairman of the Essential Services Commission (Victoria) and
Regulator General (Victoria). He has also held senior positions in
the Australian Competition and Consumer Commission.

Dr Jerome Fahrer
Dr Fahrer leads the Allen Consulting Group’s Competition and
Regulation, and Economic Evaluation practices. He advises
businesses and governments on the regulation of energy, water,
financial and telecommunication markets. He is a member of the
Appeal Panel Pool of the Essential Services Commission of
Victoria.
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Executive summary
The Tasmanian Parliament established the Expert Panel to undertake a
comprehensive review of the Tasmanian Electricity Supply Industry (TESI) under the
provisions of the Electricity Supply Industry Expert Panel Act 2010.
The Final Report presents the Panel’s findings and recommendations for the
Parliament’s consideration.

Delivering effective competition in the Tasmanian electricity market
The Panel’s recommendations address fundamental structural issues within the TESI.
The recommended reforms to the wholesale supply of electricity are a prerequisite
for delivering genuine and sustained choice for all retail customers, including small
businesses and households.
The package of reforms has been developed on the basis that it can become a
central component of any new Tasmanian Energy Strategy.
The need for structural reform
One of the primary aims of Tasmania’s entry to the National Electricity Market (NEM)
was to deliver choice to Tasmanian electricity customers, both large and small. In
2003, the then Minister for Energy said:
“Tasmania’s entry into the NEM will create competition and introduce choice in the
Tasmanian electricity market, thereby providing benefits to Tasmanian business and
household consumers.”2

Today, nearly ten years later, the vast majority of Tasmanian electricity customers
are still unable to choose their supplier.
Tasmania, like other NEM regions, can support a vibrant electricity retail market.
Indeed, large national retailers have indicated that Tasmania presents a potentially
attractive market for them.
The Panel has concluded, based on its own analysis, experience and submissions to
the Review, that competitive prices and services will not be made available to small
businesses and households without structural reforms in the retail and wholesale
markets. Regulatory changes to facilitate competition to so called “mass market”
customers, by themselves will ultimately be ineffectual.
The necessary changes go well beyond simply ‘opening up the market’ by
declaring full retail contestability (FRC).

2

Electricity Supply Industry Expert Panel Act 2010 Second Reading Speech, Hansard.
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Simply removing Aurora Energy’s monopoly over supply to non-contestable
customers will not deliver competitive retail outcomes, because such a policy would
lack the foundation of a competitive wholesale market in which new retail entrants
could source contracts. The likely outcome would be piecemeal and unsustainable
retail entry that would provide only small benefits to consumers while undermining
the value of Aurora Energy’s retail business.
In short, gains for customers would not be widespread and any such gains would
probably be short-lived, while Tasmanian taxpayers, as the ultimate owners of
Aurora Energy, would lose value.
The main barriers for large, new entrant retailers to Tasmania are the unacceptable
risks posed by the structure of wholesale market in Tasmania, which are unparalleled
elsewhere in the NEM.
Electricity retailing is a high-risk business, particularly for mass market customers as it
involves selling at prices that are set well in advance, while having to purchase that
electricity from the wholesale spot market at prices that vary widely on a 30 minute
basis. Retailers manage this risk by entering into financial hedge or derivative
contracts, principally with generators.
Given Hydro Tasmania’s dominance, some level of generation from Hydro Tasmania
is virtually always required to meet Tasmanian electricity demand. This provides
Hydro Tasmania with the ability to set spot prices at any level, and at any time, it
wishes. At the same time, Hydro Tasmania is the only party with whom retailers are
able to source contract cover to manage this spot market risk. The terms and
conditions of those contracts, and the degree to which they are offered are within
Hydro Tasmania’s control. That is, Hydro Tasmania is both the source of the price risk
faced by retailers, and the monopoly seller of insurance cover against that risk.
It is this structural feature of the Tasmanian electricity market that poses a substantial
barrier to sustainable retail entry.
Committed and long-term entry to the Tasmanian retail market would require
retailers to make large and irreversible investments that they would not be able to
recover if they had to exit the market quickly. Retailers will not make investments
where there is a material risk that, after such investment is made, Hydro Tasmania
could exercise its market power to the retailers’ significant financial detriment.
While these conditions persist, the investment required for effective retail
competition to develop can not and will not be made on the assumption that Hydro
Tasmania will remain a ‘benevolent monopolist’ for the foreseeable future. As
commercial entities, retailers would not be able to justify the risks of entering the
market on a sustained basis on the grounds of simply ‘trusting’ Hydro Tasmania not
to utilise the commercial opportunities that the current market structure provides it.
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For example, If FRC was declared in Tasmania without any reform of the wholesale
market, genuine customer choice would remain absent. A small number of niche
retailers might enter the market, with limited offerings to consumers. Niche retailers
tend to invest less in their brands, service delivery and customer support systems and
so face fewer costs and constraints to exit the retail market at short notice if they
faced financial pressure. Some have indicated to the Panel that this is exactly the
course they would take.
While ‘hit and run’ entry may provide some short-term savings to particular
customers, its opportunistic character does not provide a reliable basis for the
emergence of self-sustaining retail competition in the longer term.
Moreover, Aurora Energy’s retail business in its current form is highly vulnerable to
losses of market share and could face sustained losses from even moderately
successful short-term competition from niche retailers. Taxpayers would be
substantially worse off, unable to exit the retail sector and having the value of its
investment in the distribution network eroded by ongoing losses by Aurora Energy’s
retail business.
Simply put, the Panel considers that a failure to address the current wholesale
energy market structure would effectively ‘lock in’ an absence of effective
competition and customer choice indefinitely, denying Tasmanian small businesses
and households the clear benefits of competition and choice that have been
delivered to consumers elsewhere in Australia.
Structural reform is necessary – and it is achievable.
The Panel’s recommended reform package
The Panel’s pro-competitive structural reform package comprises four measures:
1. wholesale market structural reform – The separation of Hydro Tasmania’s
physical generation operations from its financial trading functions and the
transfer of these trading functions to three specialised, independent stateowned trading entities (referred to as ‘GenTraders’);
2. proactive market reform – The declaration of FRC, accompanied by the
sale of Aurora Energy’s retail electricity business in three similar-sized
parcels to bring new retailers to Tasmania;
3. network amalgamation – Combining Aurora Energy’s distribution business
and Transend Networks into a single, State-owned network business; and
4. the Sale of the Tamar Valley Power Station.
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1.

Structural reform of the wholesale market

The GenTraders would compete against each other in the wholesale spot and
contract markets and would be established from the existing trading capability of
Hydro Tasmania and Aurora Energy. They would compete on the basis of energy
budgets allocated with reference to Hydro Tasmania’s energy generation capability
and water availability. The GenTraders would not, however, control the physical
generation plant.
The structural reform of the wholesale market in Tasmania will:

2.



result in competition in determining the spot price of electricity in the
Tasmanian NEM region and deliver a choice for wholesale market
participants among competing contract counterparties; and



preserve the strengths of Hydro Tasmania’s current integrated water
management system, with Hydro Tasmania retaining ownership and control
of the State’s hydro generating assets, including control over all decisions
relating to prudent water management and how much electricity can be
produced over time.

Proactive retail market reform

The combination of repackaging and sale of Aurora Energy’s retail business with the
declaration of FRC will:

3.



provide a strong incentive to large-scale national retailers with a long-term
commitment to the mass market to enter Tasmania, while not limiting the
scope for organic entry strategies. The availability of significant parcels of new
customers to retailers provides the fastest and surest path to genuine and
sustained choice for all electricity customers in Tasmania at the lowest cost;
and



enable Tasmanians to capture the maximum value of Aurora Energy's retail
business – rather than have it eroded over time - and substantially reduce
taxpayers’ current risk exposure to the highly volatile energy market.

Network amalgamation
The amalgamation of Aurora Energy’s distribution business and Transend
Networks into a single, State-owned network business will improve network
management and capture ongoing efficiencies and cost savings, estimated
to be around $8 million per annum.
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4.

Sale of the Tamar Valley Power Station
The Tamar Valley Power Station (TVPS) should be sold at the same time as
Aurora Energy’s retail business, which would increase the attractiveness of
entry into Tasmania by national scale retailers. While this is the Panel’s
recommended course, in the event that it is not pursed, the TVPS could be
established as an independent generator or allocated to one of the
Gentraders, while preserving the opportunities for effective retail competition.
As a last resort, the TVPS could be transferred into Hydro Tasmania and its
capacity subsequently allocated across the GenTraders.

The Panel has concluded that implementation of its recommended reform package
– in its entirety - is the only feasible way of overcoming the current structural
obstacles to viable entry and meaningful rivalry in the wholesale and retail markets
and promoting vigorous and sustainable retail competition and choice for all
Tasmanian customers. It does this through a combination of opening up the retail
market to large scale and long-term entry by experienced mass market retailers
and, most importantly, eliminating the key barrier to their entry through the
competitive restructuring of the wholesale market.
Because the components of the package are interdependent and reinforcing, to try
to implement only selected parts of it would undermine and place at risk achieving
improved outcomes for customers. The benefits from each part of the reform
package depend on the other parts also being implemented.
Reforms of this type are not new or novel. Similar models to the proposed GenTrader
arrangements have worked successfully elsewhere in Australia and overseas, and on
a long term basis.
However, this reform package is not an ‘off the shelf’ reform package from another
jurisdiction. The Panel has done significant preliminary work with a range of
stakeholders to ensure that its proposed model is compatible with the technical and
commercial features of the Tasmanian region. The reforms will work, provided there
is genuine and sustained commitment to their implementation.
The one-off design and implementation cost of implementing the GenTrader model
would be modest in both an absolute sense and, particularly, in relation to the
benefits arising from the structural reform model and from the implementation of the
Panel’s governance recommendations.
The economy-wide benefits of effective competition demonstrate a compelling
case for reform. The Panel has adopted a highly conservative approach to
estimating the economic gains from reform by examining the impacts of change on
currently non-contestable customers only. On this most narrow of measures,
economic benefits in the range of $150 million to $240 million are achievable over
an eight year period. This leaves aside the dynamic efficiency benefits driven by
competition in the retail market, and the direct benefits of reform on currently
contestable customers.
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Consultation on the Panel’s Draft Report found that national retailers and other
stakeholders – including the Australian Energy Market Operator and the Australian
Energy Regulator - support structural reform of the wholesale market as the best way
to address the current wholesale market issues. The only significant opposition
comes from Hydro Tasmania.
In the Draft Report, the Panel identified two other reform paths that could potentially
address the issues in the wholesale market:
1. a regulatory option based on an auction by Hydro Tasmania of standard
wholesale energy contracts; and
2. the creation of a single Victoria–Tasmania NEM region.
Following further development, analysis and consultation with stakeholders, the
Panel does not recommend the implementation of either of these options.
A regulatory approach without structural reform is likely to be ineffective – it would
not meet the entry requirements of national mass market retailers, although it could
provide further encouragement for some opportunistic entry by niche retailers.
Nonetheless, absent structural reform, a regulatory approach would be preferable
from an energy policy perspective to no reform at all on the basis that FRC were to
be implemented in Tasmania.
The Panel does not recommend the ‘VicTas’ single region option for a range of
reasons, foremost among these being that it would require considerable
coordinated work by numerous decision-makers outside Tasmania over an
extended timeframe. Reliance on bodies and interests external to the Tasmanian
Government is a major risk and drawback for this option, particularly when both the
GenTrader and contract auction models could be implemented unilaterally.
Figure 1 presents a summary of the outcomes for each sector of the TESI under the
status quo, structural reform and regulatory reform models.
Immediate Priorities for Change
In addition to the recommended market structure reforms, the Panel has also
identified three issues that should be addressed by the Tasmanian Government as a
priority, independent of the approach taken to reforming the wholesale and retail
markets.
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These are:
1.

Changing the regulatory framework for determining the wholesale energy
allowance for non-contestable customers.
The current pricing arrangements are referenced to the stand-alone costs of a
hypothetical new entrant generator. Given that this is calculated as if the new
capacity was required today, such an approach sends the wrong pricing signals
to non-contestable customers. Prices should better reflect: the efficient cost of
the generating plant that is actually supplying those customers; hydrological
storage levels; and the prevailing supply/demand balance in Tasmania.
This change will result in prices for non-contestable customers that are more in
step with market prices faced by contestable customers.

2.

Restructuring the TVPS’ financial arrangements so that it is put on a commercially
sustainable footing.
Under its current cost structure, the TVPS cannot compete and operate
efficiently in the market, at current or expected market prices in the Tasmanian
and Victorian regions of the NEM under normal water levels.
The TVPS’ commercial viability is underpinned by arrangements between Aurora
Energy and Hydro Tasmania. This is not sustainable. The TVPS should be placed
on a transparent and commercially sustainable footing.

3.

Ongoing governance improvements, building on actions already in train.
The Panel’s governance recommendations are aimed at ensuring greater focus
on State-owned Energy Business (SOEB) objectives, efficient performance and
accountability. Clearer objectives for the SOEBs - and improved accountability
for their achievement – will lead to more efficient operations and, in turn, the
capacity of SOEBs to return higher dividends than have historically been
delivered. If implemented, the Panel’s recommended governance reforms will
also provide a more transparent picture to the Parliament and the Tasmanian
community of the SOEBs’ direction and performance.

The recent performance of the TESI
The other key aspect of the Panel’s task has been to review the historical
performance of the TESI and in doing so, to address a number of issues that have
been matters of public discussion in Tasmania for some time.
These issues include how major investment decisions, major industrial customer
pricing and the performance of the SOEBs have impacted on household electricity
prices.
This analysis has informed the Panel’s reform recommendations, particularly in the
areas of governance and strategic oversight of the SOEBs.
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Electricity pricing trends (ToR 2 and 3 - see Chapter 14)
Household customer prices have more than doubled since 2000. Small business
customer prices have not increased at the same rate, but have grown from a higher
base.
About half of the increase in prices has been due to distribution and transmission
network (the poles and wires) costs, with about 40 per cent due to increases in the
wholesale price of energy factored into regulated prices.
Prices are expected to increase in the foreseeable future in every region of the NEM,
including Tasmania. A driver of changes in delivered energy costs to Tasmanian
customers will be the impacts of carbon pricing. The slowing growth in capital
spending of the network business will ease some, but not all, of the price pressures
that have recently been experienced from the network businesses.
While ‘hydro-industrialisation’ may have been used by previous Tasmanian
governments in the past as an economic development tool, contemporary major
industrial customer pricing does not reflect cross subsidies from other electricity users.
Financial and technical performance of the State-owned energy businesses (ToR 1, 3
and 5 – See Chapter 15)
The technical performance, including overall reliability, of the electricity supply
industry in Tasmania is generally comparable to that in other states.
Each of the SOEBs generates sufficient cash to fund operating activities and to have
available an amount of ‘free cash’ to utilise for capital investment in core business
assets or diversification/growth activities, repay debt or return dividends to
shareholders/taxpayers.
However, the SOEBs’ financial performance has been relatively weak, particularly
with regard to dividends distributed to the Government. Over the period 2003-04 to
2009-10, the SOEBs returned $309 million in dividends.
A feature of the SOEBs’ performance has been the investment in business activities
that are not required to meet Tasmanian energy demand, including national and
international ventures. Between 2003-04 and 2009-10, $100 million has been invested
outside Tasmania, which to date has yielded very little financial return directly to the
community. Indeed, one of the reasons that dividends have been so poor has been
the retention of capital for investment in these non-core activities.
The SOEBs’ financial performance has also been affected by both Aurora Energy
and Transend’s tendency to overspend regulated allowances for both operating
and capital expenditure. Aurora Energy’s retail costs have also been significantly
above its regulated allowance. More recent performance, which has accompanied
higher allowances, shows the regulated businesses spending in line with, or less than,
regulated allowances. Aurora Energy, in particular, has placed an unprecedented
focus on driving costs out of its business across a range of areas.
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Governance changes that drive accountability for performance are starting to
emerge which, if sustained, can be expected to improve the financial performance
of the SOEBs. In the Panel’s view there is significant scope for improvement however,
particularly in regard to the clarity and consistency with which the objectives of the
businesses are set and implemented.
Major infrastructure projects (ToR 2, 4 and 8 – See Chapter 16)
Basslink has proven to be an effective and cost-efficient means of securing the
State’s energy supply during times of drought. It has enabled Tasmanian demand to
be met at a materially lower cost to Hydro Tasmania than would have been the
case under alternative scenarios.
Because of the 2006 to 2008 drought, Hydro Tasmania has not, until recently, been
able to use Basslink to profitably trade electricity at the levels or value expected
prior to Basslink’s commissioning. With inflows returning to more typical levels, Basslink
is proving to be a profitable opportunity for Hydro Tasmania.
Tasmanian non-contestable customers are not subsidising Basslink through their
electricity prices.
The commissioning of the TVPS in October 2009 achieved a long-standing
government objective of securing on-island gas-fired generation in Tasmania.
However, ownership of the TVPS by Aurora Energy, and its use to back noncontestable customer load, has not achieved the original policy objective of
promoting more effective competition in the Tasmanian wholesale market for
contestable customers.
Since the Tasmanian Government directed Aurora Energy to acquire the TVPS in
2008, the TVPS has proven to be a financial burden for Aurora Energy. The current
cost structure of the TVPS means that it cannot compete in the market, given current
market prices and water levels, and prevailing prices in the remainder of the NEM.
As noted above, the TVPS needs to be placed on a transparent and commercially
sustainable footing.

Figure 1
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Key findings and recommendations
Key findings
Competition – the wholesale and retail markets in Tasmania


Tasmania is a potentially attractive market for both large national retailers
and smaller niche retailers in the event that the entire retail market, including
small business and households, is opened to competition.



The main barrier is a Tasmanian wholesale market structure that poses
unacceptable risks for retailers, which are unparalleled elsewhere in the NEM.



Hydro Tasmania can control the Tasmanian spot price and is also the only
counterparty with which retailers can enter into contracts to manage the risks
of spot price volatility.



Hydro Tasmania has not exercised its market power in a sustained way.
Nonetheless, the risk that it could act on its incentives to do so is sufficient to
deter most retailers. A ‘benevolent monopolist’ in the wholesale market
cannot be the basis for building a sustainable retail business in Tasmania.



The strategies of retailers differ depending on their business models, but all
must manage wholesale market risks.
o

Those that have a flexible and opportunistic entry and exit approach
may be more prepared to enter the Tasmanian retail market based on
short-term risk management arrangements. They will also be prepared
to exit the market if margins are squeezed.

o

The national-scale retailers take a long-term focus and are not
prepared to make substantial investments in building a sustained retail
presence in Tasmania without wholesale market risks in Tasmania being
reduced through structural change.



The market structure on which retailers will base their entry to the market is
fundamental to the nature and quality of retail competition that is likely to
emerge.



The declaration of FRC alone, or with ‘light handed’ regulation of the
wholesale market, will not deliver effective and sustainable competition.
o

Competition will likely be limited to a small number of niche retailers
adopting an opportunistic, ‘hit and run’ approach to Tasmanian
market.
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o

This may provide some short-term savings to particular customers, but it
will not promote the emergence of self-sustaining retail competition in
the longer term. Under this scenario, the costs of FRC would outweigh
the benefits for most consumers.



The only way to entrench genuine and sustained retail competition in
Tasmania is by changing the underlying wholesale market structure so that
large, nationally-based retailers will not be ‘locked out’ of the market on the
basis of unacceptable risk.



The Panel remains convinced that structural reform is best achieved by the
separation of Hydro Tasmania’s physical generation operations from its
financial trading functions and by then transferring these functions to a
number of specialised, independent State-owned trading entities, which
could compete against one another in the spot and contract markets.



Regulatory approaches to the wholesale market are unlikely to deliver
effective retail competition. The contract auction model proposed by the
Panel in its Draft Report will not meet the entry requirements of national mass
market retailers, and is arguably not required to attract opportunistic entry by
niche retailers.



After further consultation, the ‘Vic/Tas’ single NEM region option proposed in
the Draft Report is also not favoured for a range of reasons.



The small size of the Tasmanian retail electricity market means that the entry
of private capital in the retail market is likely to be limited if the market is left to
develop on an ‘organic’ basis, even where the proposed wholesale structural
reform is undertaken.



FRC is best implemented with a pro-competitive structural reform of the
Tasmanian retail market to bring nationally operating retailers to Tasmania.



The amalgamation of the distribution and transmission businesses would
deliver efficiencies in the order of $8 million per annum. The only path to
obtaining these efficiences is through the structural reforms of the wholesale
and retail market. These savings would more than offset any additional costs
in the wholesale market arising from structural reform.

The price-setting framework for non-contestable customers


The current arrangements for setting the wholesale energy allowance that
can be charged to non-contestable customers send the wrong pricing signals
to these customers.



As noted in the Draft Report, the wholesale energy allowance should better
reflect the efficient cost of the generating plant that is actually supplying
non-contestable customers, as well as dam storage levels and the prevailing
Tasmanian supply/demand balance.
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Electricity price trends


Non-contestable customer prices have more than doubled since 2000.



About half of the price increase has been due to costs incurred in running the
distribution and transmission networks. Some 40 per cent of the increase has
been driven by the wholesale energy allowance factored into customer
prices.



Tasmanian price rises have been broadly consistent with increases
experienced across Australia. Tasmanian prices continue to be somewhere in
the ‘middle of the pack’ when compared with prices in other jurisdictions.



While ‘hydro-industrialisation’ may have historically been used by previous
Tasmanian governments as a tool for economic growth, contemporary major
industrial customer pricing does not reflect cross subsidies from other
electricity users.



Electricity prices are expected to increase into the foreseeable future in every
region of the NEM, including Tasmania. Carbon pricing being a new driver.
While the rate of growth in network costs is expected to moderate, network
charges will continue to also be a major driver of higher electricity costs.

The technical and financial performance of the TESI


The technical performance, including overall reliability, of the electricity
supply industry in Tasmania is generally comparable to that in other states.



Each of the State Owned Electricity Businesses (SOEBs) generates sufficient
cash to fund their operating activities and to have available an amount of
‘free cash’ to utilise for capital investment in core business assets or
diversification/growth activities, repay debt or provide a return to
shareholders.



The SOEB’s financial performance has been relatively weak, particularly with
regard to returns to the Government.



Poor returns have been partly due to the SOEBs investing available capital in
non-core business activities rather than returning it to Government. Between
2004 and 2010, $100 million has been invested outside Tasmania, and, to
date, has yielded very little in the way of direct financial returns to the
Tasmanian community.



Until recently, Aurora Energy and Transend have regularly overspent their
regulated allowances for both operating and capital expenditure.
Aurora Energy’s retail costs are also significantly above its regulated
allowance.
These over-expenditures have impacted on the financial
performance of the business and have been borne by taxpayers, rather than
electricity customers.
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More recent performance, which has accompanied higher allowances,
shows the regulated businesses spending in line with, or under their regulated
allowances.



Governance changes that improve accountability for performance are also
starting to emerge which, if sustained, can be expected to improve the
financial performance of the SOEBs.



In particular, clearer objectives for the SOEBs - and improved accountability
for their achievement – will lead to more efficient operations and, in turn, the
capacity of SOEBs to pay higher dividends than have historically been
delivered.

Major infrastructure projects
Basslink


Tasmanian non-contestable customers are not paying for Basslink through
their electricity prices.



Basslink has proven to be an effective and cost efficient means of securing
the State’s energy supply during times of drought. It has enabled Tasmanian
demand to be met at a materially lower wholesale energy cost to Hydro
Tasmania than would have been the case under alternative scenarios.



Since 2006, Hydro Tasmania’s financial returns from Basslink’s have been
around $134 million less than its Basslink-related costs. This largely reflects the
drought directly following commissioning. With the return to more typical
inflows, between 2009-10 and 2010-11 Basslink has enabled Hydro Tasmania
to generate positive net returns approaching $30 million.

Tamar Valley Power Station


The TVPS has proven to be a financial burden for Aurora Energy since it was
directed by the Tasmanian Government to acquire the partially-built power
station in August 2008.



Under its current cost structure, the TVPS cannot compete and operate viably
in the market, at current market prices in the Tasmanian and Victorian regions
of the NEM and assuming normal water storage levels.



Currently, commercial arrangements between Hydro Tasmania and Aurora
Energy, which emanate from the regulatory framework relating to noncontestable customers, effectively transfer the shortfall in the market value of
the TVPS from AETV (the subsidiary of Aurora Energy that owns the TVPS),
through Aurora Energy and on to Hydro Tasmania. This is not sustainable and
needs to be addressed. The TVPS needs to be placed on a commerciallyviable footing.
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The valuation advice provided to the Government when it decided to
acquire the power station indicated a difference between its acquisition and
completion costs and its market value, under normal hydrological conditions,
of around $150 million. The Panel has interpreted this as an energy supply risk
‘insurance premium’ paid by the Government to avoid what it believed
would be significant potential economic damage in the event of a supply
shortfall.

Governance


The arrangements that underpin Tasmania’s SOEB governance framework are
generally consistent with good practice principles.



The evidence supports the Auditor-General’s previous finding that reporting
by Aurora Energy to the Shareholders with regard to its financial
circumstances between 1 October 2009 and 16 June 2010 was “adequate”.



There is scope to improve the way the Government, as Shareholder,
communicates its strategic objectives for the SOEBs, particularly with regard
to the delivery of non-commercial objectives and the scope of business
activities.



In some instances, the Government’s Community Service Obligation (CSO)
policy has not been appropriately or consistently implemented, including the
practice of accepting a lower rate of return from businesses in exchange for
the internal funding of a CSO.



Public accountability of the SOEBs is largely focused on end-of-year
performance. There is currently little in the way of ongoing disclosure of
performance information.

Recommendations
The Panel makes the following recommendations:
1. That the Tasmanian Government amend the Price Control Regulations with regard
to the setting of the wholesale energy allowance for non-contestable customers so
that the Tasmanian Economic Regulator is able to:


recognise the efficient costs of the existing and future sources of energy that
will actually be utilised in delivering the energy that is used by noncontestable customers, rather than basing prices solely on estimates of a
notional new entrant;



take into account the prevailing storage situation and the likely level and
volatility of hydrological inflows over the period for which the allowance is to
be set; and
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consider the likely supply/demand balance over the period for which the
allowance is to be set and the timing of any new investment needed to meet
growth in the non-contestable customer load in the future.

2. That the TVPS be put on a transparent and commercially sustainable footing by revaluing and recapitalising AETV to reflect the TVPS’ current place in the market and
the sustainable revenues available to it. All debt that cannot be supported by
market revenues should be transferred from the Public Non-Financial Corporate
Sector to the General Government Sector.
3. That the Tasmanian Government pursue a pro-competitive, structural reform
package comprising all of the following components:


the separation of Hydro Tasmania’s physical generation operations from its
financial trading functions and the transfer of these trading functions to three
specialised, independent state-owned trading entities;



the declaration of full retail contestability, accompanied by the sale of all
Aurora Energy’s retail electricity business in three similar-sized parcels;



the amalgamation of Aurora Energy’s distribution business with Transend
Networks to create a single, State-owned network business; and



the sale of TVPS at the same time as the sale of the Aurora Energy retail
business or, alternatively, its transfer into Hydro Tasmania, where its capacity
can be allocated across the three new trading entities.

4. That the Tasmanian Government implement a package of governance reforms to
improve the strategic oversight and governance of the SOEBs, including:


the development of a publicly available Energy Business Ownership Policy
that more clearly articulates the Government’s overarching, strategic
objectives for the SOEBs;



specific accountability and incentive mechanisms for the SOEBs that provide
a clearer ‘line of sight’ between Shareholder expectations and the
requirements of the regulatory framework on the one hand, and board
management and staff performance on the other;



the more transparent and consistent application of the Government’s existing
CSO policy; and



more dynamic and transparent SOEB public reporting arrangements.
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1. Structure of the report
The Final Report is focused on:
1. identifying the key issues in the TESI that the Panel considers must be addressed
as part of a Tasmanian Energy Strategy (ToR7);
2. explaining in detail the Panel’s specific reform recommendations, why they are
required and how they will deliver important energy market and policy
outcomes for Tasmania; and
3. responding to the remaining elements of the Terms of Reference, which involved
a retrospective analysis of the development of the TESI over the past decade.
The structure of the Final Report is outlined briefly below.
Part A: Immediate priorities for action identifies, explains and offers solutions to
address the immediate, priority issues in the TESI that the Tasmanian Government
needs to address. Specifically, the Panel recommends:


changing the regulatory framework for determining the wholesale energy
allowance for non-contestable customers so that their prices better reflect
the prevailing supply/demand balance;



restructuring the TVPS’ financial arrangements so that it – and therefore
Aurora Energy - is put on a commercially sustainable footing; and



the adoption of a range of governance enhancements, aimed at improving
the efficiency, accountability and transparency of SOEB performance.

Part B: The need for structural reform summarises the Panel’s assessment of the
current retail and wholesale market structure and puts forward a reform package
focused on facilitating effective retail competition for small business and household
customers. Part B also critically analyses potential alternative approaches to
structural reform and explains why these alternative approaches are not
recommended.
Part C: Past reforms and recent performance of the TESI details the Panel’s findings
on the key developments and trends in the electricity sector over the past decade.
Part
C
provides
a
contextual,
evidence-based
backdrop
to
Parts A and B of the Report and, in doing so, addresses the Panel’s remaining Terms
of Reference. Specifically, the section focuses on:


explaining the main factors that have been driving Tasmania’s recent pricing
trends and how these trends compare with experience of other Australian
jurisdictions (ToR 2 and 3);



the technical and financial performance of the SOEBs between 2004 and
2010 (ToR 1, 3 and 5); and
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major investment decisions – namely Basslink and Aurora Energy’s acquisition
of the TVPS – and the outcomes that these projects have delivered relative to
expectations, including the impact (if any) on electricity prices and the
financial position of the relevant businesses (ToR 2, 4 and 8).

The findings presented in Part C provide a strong factual resource for those who wish
to better understand the evolution of what has become an increasingly complex
sector.
Part D: Appendices provides further detail and supporting information relevant to the
Panel’s recommendations, including the more technical aspects of the Panel’s
market reform options.
Given the extensive feedback provided to the Panel by stakeholders through
submissions and discussions on both the need for change and on the options for
reform identified in the Draft Report, Parts A and B focus on that feedback and what
the Panel has taken from it in shaping its final recommendations. The detailed
analysis that underpinned the need for change that was contained in the
Draft Report has not been reproduced in the Final Report, although the key points
have been summarised. For completeness, the Panel’s analysis of the wholesale
and retail markets from the Draft Report has been included as an Appendix.
Published in parallel to the Final Report is the supporting Volume II, which provides
further background analysis to the findings presented in the main body of the Final
Report. Included in Volume II are the following chapters:


Basslink: Decision-Making, Expectations and Outcomes;



Tamar Valley Power Station: Development, Acquisition and Operation;



A Review of the Efficiency and Effectiveness of the State-Owned Energy
Businesses;



A Review of the Financial Position of the State-Owned Energy Businesses; and



Governance: Issues and Reforms.
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2.

The Panel’s task

2.1.

What the Panel’s Review is about

The Terms of Reference for the Panel’s Review are reproduced on page iii.
The Panel has interpreted the Terms of Reference as requiring it to investigate and
report on the following:


how and why the Tasmanian electricity sector is delivering the pricing and
other outcomes that are currently being experienced; and how these
outcomes compare with elsewhere in Australia; and



looking forward, what policy, regulatory, governance and structural reform
options could be considered to underpin the efficiency of the sector in the
future and how should these be evaluated and prioritised?

Addressing the first aspect of the Review involved a retrospective approach, and
involved the Panel:


reviewing key policy, structural and regulatory decisions made in the energy
sector since the late 1990s;



examining the drivers of price changes for customers;



analysing the financial position of the SOEBs, with a focus on financial
performance over the period 2004 to 2010;



reviewing the efficiency and effectiveness of the SOEBs, with a focus on
outcomes over the period 2004 to 2010; and



examining the decision-making processes that underpinned Basslink and
Aurora Energy’s acquisition of the TVPS and the consequences of those
decisions for electricity prices and on the financial performance of Hydro
Tasmania and Aurora Energy respectively.

Addressing the second aspect of the Review required the Panel to reflect on its
retrospective review and identify gaps between observed outcomes and those that
would be expected under the Panel’s proposed energy policy objective.
The Panel’s principal focus is the long term interests of Tasmania and Tasmanians.
The Panel’s view is that the electricity industry will make the best contribution to the
growth and development of Tasmania and to the economic welfare of Tasmanians
if it is operated on the most economically efficient basis possible. An efficiently
operating electricity industry will generate the lowest sustainable prices for electricity
over time.
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Having highlighted this during the Review, the Panel notes that throughout its
extensive consultation process the Panel did not receive feedback that that an
alternative perspective would be more valid.
The Tasmanian Parliament has tasked the Panel with reporting on ‘actions that
would guide and inform the development of a Tasmanian Energy Strategy’ (Terms of
Reference 7). The responsibility for the development of an Energy Strategy remains
with the Government of the day.
Addressing the issues identified by the Panel in this Report is central to the
development of an Energy Strategy for Tasmania. Nonetheless, an Energy Strategy
would necessarily address a wider range of issues than those identified by the Panel.
Terms of Reference 7 identifies the Tasmanian Government’s two primary objectives
in relation to the development of an Energy Strategy, namely: minimising the
impact on the cost of living in Tasmania and ensuring Tasmania’s long term energy
sustainability and security.
The Panel’s recommendations are consistent with achieving both of these policy
objectives. The Panel considers that implementing its recommendations is a
necessary first step towards their achievement. It also recognises that other factors
outside of the Panel’s remit may also be relevant in developing an Energy Strategy
directed to the achievement of these objectives.
For example ‘minimising the impact on the cost of living’ in relation to electricity is
wider than the consideration of electricity prices. Ensuring that electricity prices are
efficient – that is, as low as would be economically sustainable over the long term - is
a necessary (if not necessarily sufficient) requirement and this has been the Panel’s
primary focus.
Two other important dimensions to cost of living issues are how customers manage
their consumption of electricity and the incomes different customer groups have
available to fund their energy and other consumption choices. The former is a key
issue for energy policy (e.g. facilitating the availability of choice of energy sources,
services and prices; the technology and information to assist energy management;
and customer education and support programs). To the extent that poverty is the
main consideration for some customer groups, this issue is largely in the domain of
social inclusion policy and income support policy (e.g. targeted affordability
measures delivered through community service obligations).
TasCOSS, has contended that the Panel
‘must acknowledge the essential nature of electricity in its energy supply industry
objective and that the articulation of that would rightly differentiate electricity supply
from most other goods and services and thereby underline the importance of ensuring
that electricity prices are not only efficient, but are also affordable’.3

These wider considerations are outside the Panel’s remit and will be relevant matters
to be addressed in the context of developing a Tasmanian Energy Strategy.
3

TasCOSS submission on the Draft Report p. 2.
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More broadly, there is a wide range of policy influences (see Chapter 3) that have a
direct bearing on the sector. For example:


reflecting its role as an ‘essential service’ for households and for business,
affordability and cost competitiveness are given a high priority in policy
considerations;



given the environmental footprint of the sector nationally, environmental
considerations - particularly the pricing of carbon emissions and the
development of renewable sources of electricity - have been given greater
higher prominence over recent years with policy responses being
implemented that will have consequences for price and other outcomes in
the TESI; and



in the case of Tasmania, the development of renewable energy resources
has been identified as a potential source of economic advantage for
Tasmania.

In developing an Energy Strategy, the Tasmanian Government will need to take into
account these and a range of other considerations in addition to the issues
identified by the Panel.
In Chapter 3 of this Report, the Panel has proposed a TESI policy objective and
identified six desired outcomes to support this objective. It is against these desired
outcomes that the Panel has proposed TESI structural and governance reforms that
would provide greater confidence that electricity prices are efficient – that is, as low
as possible on a sustainable basis.
In approaching the Review, the Panel adopted the underlying premise that
sustained efficient performance by the SOEBs requires a framework of incentives
and obligations on the SOEBs, by the market and/or regulatory settings on the one
hand, and strong governance and accountability processes between the
Shareholder Ministers and the SOEBs on the other.
It is the incentives for improved performance created when these two forces act in
concert that drives genuine productivity improvements within the SOEBs which in
turn underpins the delivery of both lowest sustainable prices and sustainable
financial return to Shareholders. In the case of the TESI which is dominated by the
SOEBs, this is Tasmanian taxpayers. This is illustrated in Figure 2.1.
In this context, there should be no conflict between delivering efficient prices for
electricity customers, and achieving appropriate returns for Shareholders.
Shareholder and business value considerations are important in considering the
consequences of potential reform options. Those goals should be pursued as an
outcome of efficient business operations and performance delivered in accordance
with incentives and disciplines imposed by competitive energy markets and efficient
economic regulation. Energy business operated on that basis will best serve the
interests of Tasmania and Tasmanians in terms of secure, reliable energy services
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provided at efficient costs and prices over the long term. However, maximising the
business value of the SOEBs is not of itself an objective of energy policy, nor is it
central to the Panel’s Terms of Reference. To the extent that there are potential
trade-offs between maximising the efficiency of the TESI in the long term interests of
Tasmanians and building a platform to grow the size and value of the SOEBs through
diversification and expansion outside of the Tasmanian market, the reconciliation
between the achievement of energy policy objectives and outcomes for
Tasmanians and maximising shareholder value outcomes should be explicitly
addressed and explained by governments.
Figure 2.1: Drivers of outcomes in the TESI

Hydrological Risk
SOEB focus on productivity,
costs and prices - Tasmanian
Gov ernment’s SOEB
ownership, gov ernance
framework and processes

TESI operated on an
economically efficient
basis - NEM Market
and regulatory settings

SOEBs operated
on economically
efficient basis

Efficient price
out comes for
elect ricit y cust omers

Financial sustainability of
the SOEBs

Tasmanian community
received a sustainable
return on equity invested to fund
broader social policy objectives

TESI cont ribut es t o t he
growt h and development
of t he Tasmanian economy
and welfare
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2.2.

The Scope of the Review

The electricity industry is highly dynamic and complex. Each element of the supply
chain, from generation to end-use customers has its own suite of structural, market
and regulatory arrangements. Some of these are the responsibility of the Tasmanian
Government and some are nationally-based. Appendix 2 provides a brief summary
of some of the current reforms, initiatives and developments that will have a bearing
on the ongoing evolution of the TESI.
The Panel has generally sought to avoid duplicating processes or addressing issues
that are being progressed through other mechanisms.4 In leaving these issues to be
considered through other forums, the Panel is not indicating that they are not
material to the development of an Energy Strategy or to the achievement of the
Government’s objectives. Rather, the Panel has chosen to focus its priorities on
areas that are not being addressed elsewhere, are clearly within the jurisdiction of
the Tasmanian Government and are material to the TESI delivering economically
efficient outcomes over time and improving the confidence that this
will be the case. This is represented in Figure 2.2.

4

For example, there are several reviews under way in relation to network pricing (the Productivity Commission
review into electricity network regulation, two rule changes before the AEMC in relation to the economic
regulation of electricity networks, and a rule change in relation to inter-regional transmission charging).

Figure 2.2 – Current reform options impacting on the TESI
Figure 2.2: Current reforms impacting on the TESI
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3.

Summary assessment of the TESI

This Chapter details the Panel’s assessment of the performance of, and outcomes
observed in, the TESI and compares these against ‘benchmark’ desirable energy
policy outcomes established by the Panel. In doing so, it draws on the discussion and
analysis in Parts A, B and C of this Report.

3.1.

The Panel’s TESI Policy Framework

Successive Tasmanian Governments have placed a high priority on the important
role of electricity prices and supply reliability in advancing the development and
competitiveness of the State’s economy. ‘Hydro-industrialisation’ was a cornerstone
of the State’s economic development strategy throughout the middle part of the
last century.
Until the commissioning of the Bell Bay Power Station in 1971, hydro-electricity was
Tasmania’s sole electricity generation source. In this context, hydrological risk
equated to energy supply security risk. The economic consequences of potential
electricity shortages for the State and its subsequent effects for investor confidence
has been a long-term driver of the Government’s support for additional capacity in
Tasmania – including the commissioning of Basslink in 2006 and the acquisition and
completion of the TVPS in 2008.
More recently, with sharp and sustained increases in electricity prices, a greater
focus has been placed the consequences of these prices for the cost of living and
the competitiveness of the Tasmanian economy. This is evident in the Panel’s Terms
of Reference, particularly Terms of Reference 7 – which requires the Panel to report
on “actions that would guide and inform the development of a Tasmanian Energy
Strategy particularly in relation to the Government's primary objectives of minimising
the impact on the cost of living in Tasmania and ensuring Tasmania's long term
energy sustainability and security”. (emphasis added)
The Tasmanian Government is also the owner of the SOEBs, which constitute the
majority of the TESI. SOEB ownership gives rise to the Government’s broader interest
in the TESI beyond ensuring energy supply and security. The Government and the
Tasmanian community have a significant financial stake in the performance of the
SOEBs as they provide a source of funding for the delivery of core government
services. The Government also utilises its ownership of the SOEBS to deliver broader
social and economic policy objectives. The achievement of these broader
objectives is intrinsically linked to, and can impact on, outcomes in the electricity
sector – for example it can impact on the level of electricity prices and therefore, on
the cost of living.
The Panel has developed a framework against which key issues raised throughout its
Review have been considered. This Framework is illustrated in Figure 3.1 and is
discussed below.

Figure 3.1 – TESI Policy Framework
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The Panel’s view is that the electricity industry will make the best contribution to the
growth and development of Tasmania and to the economic welfare of Tasmanians
if it is operated on the most economically efficient basis possible.
The TESI Policy framework is based on the Panel’s strong belief in the critical
importance of establishing and maintaining a market structure, regulatory
framework and governance structure that provides the necessary incentives for
economically efficient investment, operations and performance by participants in
the TESI.
The TESI Policy Framework is illustrated in the left hand column of Figure 3.1 and
should be read downwards. It is centred on the achievement of the Tasmanian
Energy Supply Industry Policy Objective (Energy Policy Objective):
‘To promote a safe, secure, reliable, efficient and sustainable electricity supply
industry, capable of providing electricity services at efficient prices to Tasmanian
households and businesses, over the long term.’5
Six Energy Policy Outcomes (Energy Policy Outcomes) contribute to the delivery of
the Energy Policy Objective, and the performance of the TESI is measured against
these. The Energy Policy Outcomes are:
1. an energy sector that is safe;
2. energy supply that is reliable and secure;
3. an energy supply industry that is sustainable;
4. an efficiently operating energy sector;
5. transparent and appropriate management of energy supply risk; and
6. prices that reflect the above objectives.
The TESI sits within a broader national energy policy framework and within the
Tasmanian Government’s jurisdictional energy regulatory framework and ownership
policy for the SOEBs. These frameworks will influence whether the Energy Policy
Outcomes are delivered in the Tasmanian market. The TESI Policy Framework
identifies the following Energy Policy Influences:


5

Influences within the Tasmanian Government’s control relate to the ownership
and structure of the SOEB; and the Tasmanian regulatory framework,
including network performance standards and the existing limitations on
Hydro Tasmania’s Basslink bidding.

The Panel’s Energy Policy Objective has attracted broad support throughout the Review process.
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Tasmanian jurisdictional specific influences refer to the long term commercial
arrangements relating to Basslink and Aurora Energy’s gas supply, the
Tasmanian electricity demand profile which is dominated by a few large
industrial loads; and hydrological variability.



NEM related influences include the National Energy Policy Framework
(administered through the Ministerial Council for Energy), the NEM Rules and
the National regulatory framework.



National policy influences include the Australian Government’s Renewable
Energy Target Policy and Carbon Pricing Scheme.

The Tasmanian Government has other policy objectives that are linked to these
Energy Policy Outcomes. These objectives include affordability, dividend returns to
the State Budget, the development of renewable energy resources and Tasmanian
climate change targets. This creates an additional lens through which the
Government and the Tasmanian community view energy policy.
The TESI Policy Framework developed by the Panel establishes a way to measure
and manage the desired Energy Policy Outcomes such that the Energy Policy
Objective is met.
Reading the TESI Policy Framework from left to right - if observed outcomes are
inconsistent with desired outcomes, the appropriate action is to identify the
influence that creates the disparity. The Tasmanian Government would then
change what is in its control or seek to change external influences to maintain the
Energy Policy Outcomes as its highest order priority.
Financial outcomes from the operation of the SOEBs and their implications for public
sector finances should flow from and complement economically efficient electricity
market outcomes. This will ensure that they are sustainable and do not come ‘at the
expense of’ electricity users.
Clear SOEB ownership objectives need to be developed and updated by
successive Tasmanian governments. The inter-relationship between these, and
broader social and economic objectives, with the Energy Policy Objectives would
be key components of a Tasmanian Energy Strategy.

3.2.1.

Reviewing the TESI against the energy supply industry objectives

Table 3.1 highlights the Panel’s major conclusions regarding the extent to which the
Electricity Policy Objectives are currently being achieved in Tasmania. Table 3.2
provides a more detailed summary of the Panel’s assessment.
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Table 3.1 - Major conclusions on the achievement of the Energy Policy Objectives in the TESI
Energy Policy Objective

Observed Outcomes

1. An energy sector that is safe.

Outside the scope of the Panel’s Review.

2. Energy supply that is reliable and secure.

Performance generally consistent with objective.
Energy supply security now addressed, but funding is the
key issue.

3. An energy supply industry that is sustainable.

Financial sustainability of TVPS in the current market
environment is an immediate priority for change.
Otherwise the overall financial position of the SOEBs is
sustainable (noting that some elements of business
activity are financially vulnerable).
Key issues are the ability of the businesses to manage
costs and deliver a return to the community from
available revenues and the use of capital for business
diversifications.

4. An efficiently operating energy sector.

There has been a mixed focus on operating efficiencies
across the SOEBs.
The structure underpinning the wholesale market in
Tasmania has significant shortcomings that impact on
dynamic efficiency in the market-based sectors.
This is a key area for reform.

5. Transparent and appropriate management
of energy supply risk.

Several layers of oversight at State
interconnection with AEMO processes.

level

and

Tasmanian Government acted independently of market
processes in response to low probability and high risk
thresholds in relation to energy rationing or shortages.
6. Prices that reflect the above objectives.

Regulated wholesale energy allowance sending
inappropriate pricing signals to non-contestable
customers. This is an immediate priority for change.
Wholesale market spot pricing mostly consistent with
efficient outcomes, but transitory market power evident.
No evidence of sustained market power misuse in
wholesale contract market pricing. This is as a result of
internal restraint from Hydro Tasmania, rather than
external influences. Provides a substantial barrier for
participation
in
the
wholesale
market,
and
consequently in the retail market.
This is a key area for reform.
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Table 3.2 – Review of energy market outcomes energy policy objectives
TESI Objective

= no need for

Where in Market Structure

Observed Outcome

An energy sector that is safe.

SOEBs and Workplace Standards Tasmania.

Not assessed by the Review.

Energy supply that is reliable and secure.
 There is sufficient supply (installed capacity
and energy availability) to meet current and
forecast demand.

NEM Framework – role of the market in
allocating
resources
and
informing
investment decisions.

Tasmanian Government has continued to
make investment decisions, with a primary
focus
on
energy
supply
security
management.

reform at this time
 = some
shortcomings
 = reform or
change required



Tasmania has excess capacity to meet
current and forecast demand.
Transend Annual Planning Report and
AEMO Statement of Opportunities indicate
additional capacity is not required until at
least 2027.
 An energy sector that provides the right
energy source to meet energy needs within
an efficient framework.



NEM Framework – role of the market in
allocating
resources
and
informing
investment decisions.

The TVPS CCGT base load displaces lower
cost hydro-generation with higher cost gas
generation. Displaced hydro-generation is
traded in the NEM.
Hydro Tasmania’s internal controls rather
than the wholesale market structure drives
market outcomes. Results in retail market
development on Hydro Tasmania’s terms.
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 Network investment that is appropriate to
ensure sustainability and reliability of supply.



The AER is responsible for the economic
regulation
of
the
transmission
and
distribution networks.
The AER sets allowances for capital and
operating expenditure over the price
determination period.
Tasmanian and nationally based standards
for performance.

Over the last 10 years, distribution
customers
have
experienced
fewer
interruptions and the average duration of
interruptions has decreased slightly.
The
trends
show
a
deteriorating
performance in the CBD and urban
categories
but
generally
improving
performance in the rural category.
Improvements in rural areas may be at the
expense
of
the
deterioration
in
performance in urban areas.
Over the last 10 years there has been an
upward trend in transmission circuit
availability and a relatively steady trend in
system minutes off supply.

 The system is managed to withstand shock.



NEM standards for contingency planning in
networks and generation planning.
Hydro Tasmania’s
prudent
water
management
requirements
under
Tasmanian legislative arrangements.

Managing energy supply security risk has
been a major focus for the Tasmanian
Government over the past decade. This
has delivered a decoupling of energy
supply security risk and hydrological risk.
Load shedding was avoided during a “1 in
1000 year” drought.
TESI has sufficient capacity in generation
and networks.
Water storage levels
currently exceed the upper limits of
Hydro Tasmania’s prudent operating zone.
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 Hydrological risk is appropriately managed.


Hydro Tasmania’s
prudent
water
management
requirements
under
Tasmanian legislative arrangements.
Previously closely linked with energy supply
security - hydro-generation represents 81
per cent of installed native capacity.
Following the development of alternative
energy sources, hydrological risk is no
longer a supply risk, but a financial risk for
Hydro Tasmania of meeting its contracted
load and for revenue more broadly.

Managing hydrological risk is about
managing water storages in response to
particular inflows by utilising other energy
sources.
Hydro Tasmania utilises Basslink and, more
recently, the TVPS to manage hydrological
risk.
Hydro Tasmania is highly focused on
managing hydrological risk, as it drives
financial performance.

During prolonged periods of below
average rainfall there may reach a point
when hydrological risk becomes a security
of supply risk.
An energy supply industry that is sustainable.
 Environmental factors are appropriately
managed
(e.g.
water
and
carbon
emissions).
 Energy supply industry participants are
financially sustainable now and into the
future.



Not assessed by the Review.

Not assessed by the Review.

Regulatory framework that delivers pricing
outcomes that provide for efficiency and
financial sustainability.

TVPS not financially sustainable with
prevailing market conditions, given its
current fixed cost structure (including gas
costs).

Shareholder
Ministers,
boards
and
management driving business performance
and making investment decisions.
Shareholder Minister decisions regarding
capital structures, dividend policy and in
considering strategic proposals for growth.

Otherwise, the SOEBs generate sufficient
cash to continue the delivery of electricity
to
Tasmanian
customers,
including
sustainably re-investing in those activities.
In general,
constrained.

SOEB

portfolio

is

debt

P a g e | 19

 Providers of capital investment achieved
appropriate returns.



Shareholder
Ministers,
boards
and
management driving business performance
and making investment decisions.

Between 2004 and 2010 total dividends
returned by SOEBs was $309 million, less
than one per cent return on revenue and
equity measures.

Shareholder Minister decisions regarding
capital structures, dividend policy and in
considering strategic proposals for growth.

Overspending of regulatory allowances by
all regulated businesses has had a marked
impact on profitability and returns to the
community.
Mixed
focus
on
efficiency
and
effectiveness with the SOEBs, with some
improvements in recent years.
Dividend payment ratio applied to
underlying profit increased in the 2011-12
State Budget (Hydro Tasmania 70 per cent,
Aurora Energy 60 per cent and Transend 60
per cent).
‘Free cash’ generated by SOEBs has been
applied to capital investment and
diversification activities.
Limited tangible financial value has been
returned
to
the
community,
notwithstanding considerable investment
has been made diversified activities.

4. An efficiently operating energy sector.
 Electricity generated by least cost means.



NEM Framework – competitive pressures on
generator bidding delivers least cost
supply.

Hydro Tasmania’s bidding generally reflects
efficient costs (opportunity value of water),
but there are transitory periods of strategic
bidding and capacity withholding.
TVPS OCGT operating at higher levels than
resource costs would imply.
Reflects
commercial reality of gas contracts.
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 Short-term
availability.

generator

efficiency

and



 New sources of supply triggered at the
appropriate time.



 Network services are delivered at least cost.


Market dynamics, including spot market
incentive and the incentives for availability
from contracting.
Wholesale market structure provides pricing
signals and an environment for new entry
at appropriate time.
AEMO planning and market advice that
identifies opportunities
National framework for the economic
regulation of the networks under the
National Rules, administered by the AER.

No significant issues identified.

Wholesale market structure likely to be a
barrier to entry (dynamic inefficiencies), but
not a medium term issue given current
supply/demand balance.

Historical
overspending
regulatory
allowances
by
Transend
and
Aurora Energy’s distribution businesses has
contributed to operating expenses over
and above those determined through the
regulatory process and increases in the
regulatory asset base greater than
anticipated through the regulatory process.
This has primarily been at the expense of
shareholder returns, rather than electricity
users through higher electricity prices.

 Retail functions are delivered efficiently.

NEM Framework - competition drives retail
performance.

The
Tasmanian
Government
has
implemented the phased introduction of
customer contestability.
The Tasmanian economic regulatory
framework for regulating retail prices.

Only two retailers actively participating in
the contestable market.
Evidence of
effective competition on retail services, but
major driver of retail value through
wholesale risk management not as evident
in Tasmania as elsewhere in the NEM.
Aurora Energy
is
the
only
participating in Tranche 5a.

retailer

Aurora Energy’s retail cost to serve is higher
than its regulated allowance.
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 Risks are appropriately allocated.


NEM Framework and negotiation provides
commercial tension for risks to be
managed by parties best able to manage
them (least cost).

Lack of competitive tension in wholesale
contract market leads to lack of
transparency
in
relation
to
risk
management.
Lack of choice sees
Hydro Tasmania able to determine risk
allocation and premiums.
Strategies to recoup the energy supply
security risk managed by TVPS acquisition
not adequately addressed at the time of
acquisition.
This has resulted in nontransparent
ramifications
for
noncontestable
customers
and
Hydro Tasmania.

5. Transparent and appropriate management of energy supply risk


NEM Rules - responsibility for oversight of the
market to ensure capacity adequacy is a
function of the market manager AEMO.
At the State level, under the Energy
Coordination and Planning Act 1995, the
Director of Energy Planning is the statutory
officer with responsibility for providing
advice to the Minister for Energy and under
section 67(3) of the Electricity Supply
Industry Act 1995 to provide advice in
relation to the making of emergency
restriction orders as a result of the depletion
of water supplies available for hydrogeneration.

Several layers of oversight at State level
and interconnection with AEMO processes.
Default
NEM
arrangements
and
mechanisms for delivering ensuring supply
have not been tested. The Tasmanian
Government’s concerns regarding the
economic
consequences
of
supply
restrictions prompted it to act to ensure
delivery of TVPS.
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6. Prices that reflect above objectives.
 Efficient prices – prices that support a
sustainable industry (no more, no less).



Contestable
competition.

customers

–

market

non-contestable customers – Tasmanian
regulatory
framework
(price
determinations)
Networks – regulatory determinations under
national framework.

 Pricing structures
economic signals.

that

send

correct



NEM Framework – market prices signal
supply / demand balance and need for
new entry generation or energy availability.

Regulated wholesale energy allowance
sending inappropriate pricing signals to
non-contestable customers.
Wholesale market spot pricing mostly
consistent with efficient outcomes, but
transitory market power evident.
No evidence of sustained market power in
wholesale contract market pricing. This is as
a result of internal
restraint
from
Hydro Tasmania, rather than external
influences. Provides a substantial barrier for
participation in the wholesale market.
Regulated wholesale energy allowance
sending inappropriate pricing signals to
non-contestable customers.
Contestable customers are responding to
pricing signals in network tariffs. Signals in
network pricing not reflected in retail prices
for non-contestable customers.
Tasmanian spot prices spike at times of low
demand and high availability, providing
signals to curtail energy use when there is
no underlying economic driver.
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 Price movements that are predictable, that
can be planned for and managed.



Wholesale risk management products
Regulatory
arrangements
contestable customer pricing

for

non-

Changes in marginal loss factors not
predictable (depends on hydrology in
previous year) and this creates price shocks
for large customers.
Changes in water availability drives
changes in wholesale energy costs (innate
feature of Tasmania).
Retail price path is typically smoothed by
TER.
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PART A:
IMMEDIATE
PRIORITIES
FOR ACTION
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4.

Priority 1: Non-contestable customer
pricing
Key Messages:
The TER provides Aurora Energy with an allowance for the costs of acquiring wholesale
energy and this is built into the regulated tariffs paid by non-contestable customers.
The framework for determining the wholesale energy allowance is contained in the
Electricity Supply Industry (Price Control) Regulations 2003.
The current pricing arrangements are referenced to the stand alone costs of a
hypothetical new entrant generator and do not have regard to the supply/demand
balance in Tasmania, whereas this is a key driver of market prices.
The current arrangements are sending the wrong pricing signals to non-contestable
customers. Their prices are reflective of a situation of a shortage of generation
capacity and the need to bring on new sources of generation.
Prices should better reflect the efficient cost of the generating plant that is actually
supplying those customers, as well as hydrological storage levels and the prevailing
supply/demand balance in Tasmania.
This change will result in prices for non-contestable customers that are more in step
with market prices faced by contestable customers.
The Panel’s analysis indicates that the application of its proposed approach could
result in a reduction of retail prices by between 5-10 per cent when compared to the
current arrangements.

Addressing the application of the methodology determining the wholesale energy
cost allowance is the first immediate priority for change.
The process for determining prices paid by non-contestable customers is explained
in Chapter 14. As a result of the way in which the framework for determining the
energy cost allowance component of regulated tariffs has been applied, the
energy cost included in non-contestable customer prices has increased to a greater
degree than the underlying balance of demand and supply and observed
wholesale prices would suggest is appropriate.
Figure 4.1 compares the average annual spot market price for electricity in
Tasmania since 2005-066 with the energy cost allowance factored into regulated
tariffs. Since 2008, the energy cost allowance has been based on effectively the
6

Tasmania joined the NEM in May 2005, however the part-year average price for 2004-05 has been excluded from
this analysis as unrepresentative of underlying prices.
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same methodology. As the chart shows, the annual average wholesale electricity
price in the Tasmanian region of the NEM has decreased markedly since 2009, while
the energy cost allowance, a key determinant of the prices paid by
non-contestable customers, has increased by almost the same amount.7
Non-contestable retail tariffs have not moved consistently with the underlying
supply/demand balance or the wholesale market price of energy.
This is not to say that the energy cost allowance should not exceed the spot price of
electricity. In fact, the energy cost allowance should exceed spot market prices, on
average, given:


the ‘peakiness’ of the non-contestable load, which makes it more expensive
to serve than the system load profile; and



the need to provide Aurora Energy compensation for commercial risks arising
from volatile spot market prices.

However, the present concern relates to the divergent direction, duration and
magnitude of recent changes to the energy cost allowance in light of observed
market prices.
It is the Panel’s view that the adoption of a Long Run Marginal Cost (LRMC)
framework for setting the energy cost allowance for regulated tariffs is appropriate.
However, the way in which LRMC has been applied needs to be reconsidered.

7

In both nominal and real terms, recent spot market prices have represented historical lows in the period since
Tasmania joined the NEM in May 2005. This experience has been repeated in every other region of the NEM. In
Tasmania, the return to more ‘normal’ hydrological inflows into Hydro Tasmania’s water catchments, and the
resulting increase in storage levels, has been a contributing factor, as has been the introduction of the TVPS to
the Tasmanian market.
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Figure 4.1 - Average Tasmanian spot market price v Energy cost allowance in
regulated tariffs (nominal)
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Source: Australian Energy Market Operator (Average annual prices), Office of the Tasmanian Economic Regulator

4.1.

The determination of the wholesale energy cost allowance

LRMC is not directly observable. There are a number of definitions of, and methods
for calculating, the LRMC of electricity generation. The estimation of LRMC is
sensitive to the analytical and modelling methodology used, as well as to variations
in the relevant input variables. These include assumptions made regarding the cost
of capital equipment, fuel costs and operational assumptions, such as capacity
factors.
For example, the estimates of the cost of new gas-fired generation in Tasmania
developed for the 2007 and 2010 pricing determinations were based on pricing the
total system load8, and then applying the system marginal price to the
non-contestable load being costed. An alternative could have been to estimate
the cost of supplying non-contestable customers in isolation. However, Intelligent
Energy Systems (IES), the consultants that prepared the estimates for the energy cost
allowance in 2007, contended that such an approach would overstate the cost of
supplying the non-contestable market.9
IES also noted that using new gas-fired generation assets to represent existing hydro
generation assets overstates LRMC in the Tasmanian context, for two main reasons:
8
9

Using a combination of combined and open cycle gas-fired generation technologies.
Intelligent Energy Systems contended that calculating the LRMC of supplying the non-contestable market in
isolation would have meant that the cost of reserve capacity would not be shared across all consumers, resulting
in regulated tariffs being inflated by the impact on the LRMC of generation of the relatively peaky
non-contestable load profile.
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firstly, the forward-looking nature of LRMC, and its utilisation of estimates of
future capital costs rather than historical costs, means that LRMC reflects the
full capital cost of new gas-fired generation, rather than the sunk investment
in the existing hydro system; and



secondly, the opportunity cost of water was/is less than the price of gas.

In calculating the wholesale energy cost allowance in 1999, the Tasmanian
Economic Regulator (TER) concluded that it would be inequitable if customers being
supplied under regulated tariffs were expected to pay prices that represented the
marginal cost of a new entrant generator. This was in part because the growth in
demand was being driven largely by major industrial customers10, and the level of
growth was only modest in any case.

4.1.1.

The timing of investment in new generation

As the need for new generation capacity approaches, market prices tend to rise
towards and above the cost of new generation. In these circumstances, prices send
a signal to existing and potential new entrant generators that conditions in the
market for electricity may support a commercial investment in new generation.
The application of the current framework effectively requires non-contestable
customers to pay electricity prices which reflect the cost of new generation as
though it is required today, when the need for additional generation capacity in
Tasmania is not required until well into the future. 11
The energy cost allowance has been calculated in a way that implies that the entire
non-contestable customer load is being met exclusively by a portfolio of new
generators, and that the prices paid by customers today should reflect the full cost
of this hypothetical investment, without regard to the timeframe in which additional
generation might actually be needed.
So, while additional generating capacity is not expected to be needed in Tasmania
for at least another 15 years, an implication of current and recent non-contestable
customer tariffs is that prices need to be high enough to attract and support the
entry of additional gas-fired generation now.

10

11

The TER observed that the contribution to load growth since 1995 from major industrial users of electricity
(881 GWh) had, in absolute terms, been more than twice that of the contribution to load growth from the
non-major industrial sector (258 GWh).
Forecasts prepared by Transend Networks in support of its 2010 Annual Planning Report suggest that Tasmania’s
existing generation capacity, together with southwards flows over Basslink, will be sufficient to meet forecast
maximum demand until 2028. The Australian Energy Market Operator has also examined Tasmania’s
supply/demand balance, and in its 2010 electricity statement of opportunities for the National Electricity Market
estimated that installed and committed generation capacity in Tasmania, excluding wind, would be sufficient to
meet projected peak demand and reliability requirements until at least 2019-20 under low, medium and high
economic growth scenarios.
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4.1.2.

Pricing for energy supply security risk

Over 80 per cent of Tasmania’s licensed on-island generation capacity is hydro
based. This means that the level of water inflows into Hydro Tasmania’s catchments
can materially change the effective supply12/demand balance in the Tasmanian
region of the NEM, even though there may have been no growth in demand or any
change in the capacity of on-island generation.
Sustained reductions in water inflows are out of Hydro Tasmania’s control. This
uncertainty in the energy contribution of Hydro Tasmania’s generators gives rise to
’hydrological risk’ for Hydro Tasmania’s business, and in extreme circumstances can
give rise to energy supply security risk for Tasmania.13
The variability of rainfall means that Tasmania’s effective supply/demand balance is
more volatile than in other NEM regions, which predominantly face capacity
constraints. Given the need to maintain continuous supply, it is appropriate that
customers make a contribution to the efficient cost of mitigating hydrological risk
through their electricity prices.
The energy cost allowance set by the Tasmanian Government in 2007 arguably
factored in the cost of mitigating hydrological risk. It did this through the addition of
the $3 per MWh adjustment factor that was added to the independent estimate of
the cost of new generation.
The level of hydrological risk, for Hydro Tasmania, and the energy supply security risk
for Tasmania, have been reduced significantly by Basslink, the Woolnorth and
Studland Bay wind farms, and the gas-fired TVPS operated by Aurora Energy.
However, hydrology remains an ongoing commercial risk for Hydro Tasmania’s
business.
This overall reduction in energy supply security risk, and its impact on the prevailing
supply/demand balance, has been one of the factors contributing to the low spot
market prices in Tasmania since 2008. With projections of relatively modest load
growth in the future, capacity/energy constraints are unlikely to be a significant
driver of Tasmanian market prices over the medium term.14
However, it is still appropriate that estimates of LRMC in the Tasmanian context take
into consideration the potential volatility in inflows and prevailing water storage
levels, and the associated variability in the supply/demand balance at the time that
pricing determinations are made. For example, the LRMC determination could
consider low, medium and high inflow sequences and include a probabilistic
outcome.

12
13
14

Supply in terms of energy supply, rather than installed capacity.
For further discussion on hydrological risk and energy supply security risk, see Appendix 3.
Given current water storage levels and assuming average water inflows.
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4.2.

An appropriate framework for determining the wholesale
cost of energy

An appropriate framework for considering the LRMC of a given load profile is
discussed in detail in “What are Marginal Costs and How to Estimate Them?”15 In
brief, the framework involves estimating the costs involved with undertaking a
capacity expansion sooner than would otherwise be the case, in response to a
change in the regulated load, taking into account the time periods over which the
costs will need to be incurred in each case.
A hypothetical increase in demand over and above predicted levels would result in
the need to bring forward the investment in new generation that would otherwise
not be expected to occur until a later date. LRMC is calculated by estimating the
total costs involved with meeting that increment in demand by undertaking the
capacity expansion sooner rather than later as a result of this increased demand.
The capital cost component of LRMC is calculated by comparing the present values
of a forecast capacity expansion with the present value of the same expansion
undertaken at an earlier point in time.16
In the Draft Report, the Panel recommended the ongoing use of benchmarks linked
to the LRMC of electricity generation that take into account the energy
supply/demand balance, the timing of the need for new generation and inflow and
water storage conditions.
Under this approach, the estimate of the LRMC of supplying the non-contestable
load would change over time with changes in both capacity and demand. This
ensures that the regulatory approach is responsive to changes in Tasmania’s supply
and demand balance and retain a linkage between the prices that are observed in
the wholesale electricity market and the pricing signals sent to customers through
regulated prices.
This reform recommendation generally received support in submissions on the
Draft Report. For example, TasCOSS commented:
‘The Panel’s argument that the prevailing conditions and likely supply-demand
balances should be reflected in the energy price seems logical and more appropriate
that the current method of employing a LRMC method based on costs of energy from
a hypothetical new generator’.17

15

16
17

Professor Ralph Turvey, What are Marginal Costs and How to Estimate Them, Centre for the study of regulated
industries (CRI), The University of Bath, March 2000.
Under the existing arrangements, it is assumed that this new capacity is required now, rather than into the future.
TasCOSS submission on the Draft Report, p3.
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Further, in its submission on the Draft Report, Aurora Energy commented that it:
‘…agrees that refinement to the LRMC methodology could deliver price benefits to
Tasmanians but this is a matter for Government as it has a range of consequences for
the profitability and returns of the SOEBs. Aurora Energy stresses that this reform does
not address wholesale or retail competition issues and should not be considered in
isolation. Instead, it should only be considered alongside reform of the wholesale
market, including the role and financial viability of TVPS’.18

The prevailing wholesale market prices will not always correspond with estimates of
LRMC. Accordingly, the current provision in the regulations for a secondary test of
market prices is valid, and needs to be retained.19
When market prices are higher than LRMC estimates, it would be inappropriate for
the regulatory arrangements to place retailers, like Aurora Energy, in a position
where they would incur operating losses through not being able to recoup sufficient
revenue from non-contestable customers to cover the costs of supply. This
proposition received support from stakeholders in submissions on the Draft Report, for
example, AGL20 observed that:
‘AGL agrees with the principle of using the higher of long-run marginal costs or market
prices... The proposed ‘incremental’ LRMC has the potential to change over time
depending upon hydrological assumptions. Retailers need certainty to develop
competitive products and setting the wholesale energy cost allowance using an LRMC
approach that could change materially within the regulatory period would undermine
retailer confidence’.21

The risk of retailers being caught between an unresponsive retail price control
mechanism and a volatile wholesale market act as a barrier for the entry of private
capital into the retail sector of the Tasmanian region. 22 This point was discussed in
several submissions on the Draft Report, including the ESAA’s:
‘...the risk of being squeezed between the costs of supply and a regulated retail price is
a deterrent to new entrant retailers’.23

The Private Generators Group raised the same point:
‘...there is significant risk that retailers may perceive that they will get ‘squeezed’
between wholesale purchase costs and fixed regulated retail prices. This may act as a
deterrent to potential retailers’.24

18
19

20

21
22

23

Aurora Energy submission on the Draft Report, p10.
It is not the role of the framework for determining the wholesale allowance to address issues in the market where
prices are above LRMC.
AGL did not agree with the Panel’s proposal for setting the LRMC allowance. It advocated the use of a
greenfields basis, rather than an incremental whole-of-system basis to provide stability for default (i.e. fall-back
regulatory) pricing.
AGL submission to the Draft Report, pp2-3.
This is true for a competitive market. In the Tasmanian NEM region, a market issue raised in this report is Hydro
Tasmania’s ability to set the price, terms and conditions of wholesale contracts. The ‘squeeze’ between the
wholesale market and the regulatory framework led to Government intervention in 2010 to change the Price
Control Regulation.
ESAA submission to the Draft Report, p3.

P a g e | 32

There is a significant difference between setting retail prices that customers must pay
owing to their non-contestable status, and the setting of default or ‘fallback’ prices
under a well-functioning competitive retail market, underpinned by a competitive
wholesale market.
In the case of the former, efficient prices for customers can only be delivered by
setting appropriate allowances for each cost component, including the wholesale
energy cost allowance. In the case of the latter, allowances can be determined on
a more conservative basis with confidence that market pressures will drive prices to
efficient levels.
The TER would be required to develop the detailed methodology for determining
the wholesale energy allowance and undertake the modelling and analysis required
to determine is quantum.
This framework would deliver a significantly lower estimate for the LRMC of noncontestable customer load than that determined under the application of the
current arrangements, given:


the current level of water storages;



the existing excess of capacity and energy relative to demand; and



that new entry is not required until well into the next decade

4.3.

The way forward

To the extent that retail price regulation is maintained in the future, the
determination of the wholesale energy cost allowance will remain a key task for
regulators. It is important, therefore, that any Energy Strategy developed by
Government is underpinned by the objective of ensuring that the regulatory
framework provides appropriate pricing signals to customers.
The Panel considers that the Price Control Regulations governing the determination
of the energy cost allowance and their application can be enhanced to provide
the TER with clearer guidance on the variables that need to be taken into account
in defining LRMC-based benchmarks.
It is important that the Price Control Regulations enable the TER to:


24

recognise the efficient costs of the existing and future sources of energy that
will actually be utilised in delivering the electricity that is used by
non-contestable customers, rather than basing prices solely on estimates of a
notional new entrant;

Private Generators Group submission to the Draft Report, p2.
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take into account the prevailing storage situation and the likely level and
volatility of water inflows over the period for which the allowance is to be set;
and



consider the likely supply/demand balance over the period for which the
allowance is to be set and the timing of any new investment needed to meet
growth in the non-contestable customer load in the future.

Implementing an approach to determining energy cost allowances on this basis will
ensure appropriate price signals are provided to customers supplied under
regulated tariffs.
The Panel has undertaken analysis to determine the broad order of magnitude of
the potential differences in LRMC outcomes from the continuation of the existing
framework and the implementation of an approach that takes into account the
abovementioned principles. The analysis assumes that the current supply/demand
balance and hydrological conditions would apply at the time of the next
determination.25
That analysis indicates that the LRMC of a small but sustained increase in
non-contestable customer load is broadly in line with currently prevailing Tasmanian
spot prices. This reflects that the need for new capacity is not until the late 2020s.
Given current water storages levels and typical inflows, Basslink availability and the
TVPS, there is significant scope to meeting additional non-contestable customer
load without bringing forward the need for new capacity.
This estimate would change under different hydrological conditions. If, at the time
the methodology is applied, starting water storages were at low levels26 a materially
higher estimate of LRMC would arise – just as market prices would adjust to a
change in scarcity, and therefore, the value of water.
The Panel proposes that the current regulatory test of using the higher of LRMC or
market prices be retained, so that retailers for which the arrangements apply27 will
not be exposed to unmanageable market risk under regulatory requirements.
The Panel’s analysis suggests that for the period examined - 2011-12 to 2015-16 - the
estimate of the market price of wholesale energy to back non-contestable customer
load would be higher than the revised estimates of LRMC.
It is not possible to provide a definitive estimate of the difference in wholesale
energy cost allowances and retail prices that would apply for the next pricing
determination (which will apply from 1 July 2013) under the Panel’s recommended
approach, relative to that which would result from the continuation of the existing
25

26
27

The modelling methodology used to undertake the Panel’s analysis is explained in Chapter 13 of the Panel’s
Draft Report.
At the time the analysis was undertaken, water storage levels were at historical highs.
Under the current framework, this is only Aurora Energy. If full retail contestability was introduced and regulated
fall back tariffs were to be established, new entrant retailers would also be subject to the regulatory
arrangements.

P a g e | 34

methodology. Nonetheless, if the current supply/demand circumstances were to
continue and existing hydrological circumstances existed at the time of the next
determination, retail prices could be in the order of 5 to 10 per cent lower than if the
current framework were applied at that time.
Such a change would have negative implications for the revenues available to
Aurora Energy to procure wholesale energy contracts to back retail customer load.
On the basis that Aurora Energy was able to secure contracts from Hydro Tasmania
consistent with that allowance, there would be a corresponding reduction in
Hydro Tasmania’s revenues.
Aurora Energy currently uses the TVPS to back around half of its non-contestable
load, and the reduction in the wholesale allowance would have a corresponding
impact on either:


its energy business - if the existing tolling agreements are not amended; or



the financial performance of AETV - if the tolling agreements are adjusted to
reflect the wholesale energy cost allowance calculated under the new
methodology – which is the preferred approach and discussed below.

It is not possible to be definitive regarding the magnitude of the financial impacts
from the application of the Panel’s recommended approach. However, based on
the Panel’s estimates of a revised wholesale energy cost allowance and assuming
no change in the balance between Hydro Tasmania and TVPS contracting for noncontestable customers, the negative revenue consequences are likely to be in the
order of $20 million per annum on average over the next regulatory period for each
of the businesses, compared to revenues that would be available from a
continuation of the existing framework.
A number of stakeholders identified the consequential changes in revenue available
to the SOEBs from reforming the wholesale energy allowance in their submissions on
the Draft Report. For example, Bell Bay Aluminium noted:
‘Bell Bay’s concern is how the Government proposes to manage this deterioration in
revenue. Should the Government wish to adopt this recommendation as policy, there
should be transparency regarding how the Government will manage the revenue
shortfall and what the implications will be for the Tasmanian community’.28

Options for addressing the consequences for the State Budget of this change are
discussed in Chapter 5.

28

Bell Bay Aluminium submission on the Draft Report, p1.
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5.

Priority 2: Tamar Valley Power Station

Key Messages:
Aurora Energy was directed by Government to acquire the partly completed TVPS in
2008. The TVPS is owned by an Aurora Energy subsidiary, AETV.
Under its current cost structure, the TVPS cannot compete and operate viably in the
market, at current market prices in the Tasmanian and Victorian regions of the NEM
and assuming normal water levels.
AETV’s financial position is sustained by a commercial agreement between it and
Aurora Energy, which provides for all of AETV’s costs in relation to the TVPS to be met.
That agreement delivers high-cost energy to Aurora Energy, which Aurora Energy
effectively allocates to non-contestable customers, given its revenue allowance for
those customers set by the regulatory arrangements.
The prices paid by non-contestable customers are not sufficient to cover the cost of
that energy. Under the regulatory arrangements, the shortfall could be directly
transferred to Hydro Tasmania, but a commercial agreement struck between Aurora
Energy and Hydro Tasmania has the same effect.
This is not sustainable and needs to be addressed. The TVPS needs to be placed on a
commercially-viable footing, through a reduction in its cost structure that would
enable it to be viable in the market.
In the first instance, this would be achieved by transferring debt from AETV to the
General Government sector, noting that there would be no change in Total Public
Sector debt from this restructure. Were this is insufficient to place the TVPS on a
commercial footing, the Government may need to give consideration to transparent
supplementary funding.
The implementation of structural market reform would provide the Government with a
wider range of alternative ownership arrangements to consider for the TVPS, which
could reduce the consequences for the Budget of addressing the TVPS’ current lack
of viability.
In the absence of structural reform, it is difficult to see any path for the TVPS other than
the status quo of continued ownership by Aurora Energy.
The option of transferring the TVPS to Hydro Tasmania without financial restructuring
would impose a financial burden on Hydro Tasmania. Hydro Tasmania could seek to
recoup those costs from Tasmanian electricity customers through either increased
contract prices or by maximising it revenue opportunities in the spot market, distorting
market outcomes.

P a g e | 36

Addressing the financial viability of the TVPS in the context of prevailing market
conditions is the second immediate priority for change highlighted by the Panel.
The Tasmanian Government directed Aurora Energy to acquire the partlycompleted TVPS from Babcock and Brown in August 2008. This decision reflected an
unwillingness of the Government to accept a low probability, but high consequence
risk of Tasmania having insufficient energy to meet on-island demand. This risk would
have been realised in the event of continued low inflows, combined with the
inability to source sufficient capacity from interstate via Basslink and from thermal
generation sources within Tasmania.29
Chapter 16 presents a summarised account of the decision making and
consequences of the Government’s decision to require Aurora Energy to acquire
the TVPS, and this is discussed in detail in Part B of Volume II.
Currently, the revenue that AETV, as owner of the TVPS, receives from its tolling
arrangements with Aurora Energy’s energy business covers all of the TVPS’ costs,
including fixed costs, gas costs, debt management and the delivery of a small return
on equity.
This arrangement results in a per MWh unit cost to Aurora Energy’s energy business
that is higher than prevailing wholesale market prices. Without offsetting cost
reductions or higher revenues than could be obtained from the market,
Aurora Energy would not be able to fund the tolling arrangements – which was the
situation it faced in 2009-10.
The viability of Aurora Energy’s energy business, in relation to its tolling arrangements
with AETV, is currently underpinned by:


the regulated wholesale energy cost allowance; and



a commercial arrangement between Aurora Energy and Hydro Tasmania
that is linked to non-contestable customer arrangements, but is separate from
the purchase of energy.

This latter arrangement effectively transfers the shortfall in the market value30 of the
TVPS from AETV (the owner of the TVPS), through Aurora Energy and on to
Hydro Tasmania. Aurora Energy’s arrangement with Hydro Tasmania expires on
30 June 2013; at which time the current regulatory determination for noncontestable customers also expires.
The TVPS Combined Cycle Gas Turbine (CCGT) plant is run at a high capacity factor,
due to Aurora Energy’s long term gas arrangements which include a contractual
take-or-pay obligation until 2017. Aurora Energy currently utilises a large proportion
of its overall gas commitments to supply its tolling arrangement with the TVPS.

29
30

At that time the Bell Bay Power Station owned and operated by Hydro Tasmania.
Market value as supported by Non-contestable customers under the existing regulated tariff, rather than market
value as supported by the contestable customer market or the wholesale energy market.
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Any reduction in the wholesale energy cost allowance factored into regulated retail
tariffs will put further pressure on Aurora Energy’s energy business financial
performance in light of the current tolling arrangements with AETV. The same is true
of a move to full retail contestability and the introduction of market-based pricing for
all customers.
In a competitive market, a retailer that invested in an uneconomic power station
would face the financial consequences of that investment decision. However, in the
case of the TVPS, the decision to invest in the power station was not Aurora Energy’s
decision, and was not based primarily on commercial considerations. Rather, the
Government made the decision that Aurora Energy should acquire TVPS, and did so
as a result of concerns over security of supply during the 2006 to 2008 drought and
the consequential impacts that potential energy rationing or shortages may have
had for investor confidence in Tasmania.
The Panel considers that the financial arrangements for the TVPS should be
restructured with the intention of placing it, and therefore the arrangements
between AETV and Aurora Energy’s energy business, on a sustainable commercial
footing.
This recommendation received in-principle support from some stakeholders in
submissions on the Draft Report. For example, Aurora Energy commented that it:
‘... strongly supports the Panel’s view that TVPS must be placed on a sustainable
footing. Aurora also supports the transparent disclosure of the valuation of the drought
support and energy security provided by TVPS. However, Aurora notes that there is
uncertainty over such a valuation. It is also likely to be dynamic given continually
changing parameters around hydro storages, carbon pricing, interest rates, gas prices,
ownership strategies and market and regulatory frameworks’. 31

The Panel recommends that the tolling agreements be adjusted to reflect the
market value of all the energy that the TVPS produces. Prior to the introduction of
full retail contestability, the key source of value would be the wholesale energy cost
allowance provided to Aurora Energy under the regulatory framework, which may
be adjusted with changes in the regulatory approach discussed in the previous
chapter. Other sources of revenue are spot prices, and any revenue from
contestable customers that Aurora Energy chooses to utilise the TVPS to back.
The change to the tolling agreements would precipitate a change in the value of
the TVPS and the Aurora Energy subsidiary that owns it, AETV. The revised valuation is
likely to be considerably lower than the TVPS’ current carrying value of $353 million,
(as at 30 June 2011), but will be necessary to establish a sustainable financial position
for the business.

31

Aurora Energy submission on the Draft Report, p10.
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The Panel also recommends that the debt associated with the TVPS that cannot be
supported through market revenues be transferred from the Public Non-Financial
Corporation sector to the General Government Sector.32
This would have
implications for the Government’s Budget position.
One approach to addressing the Budget consequences of this change is to require
the SOEBs to exit diversification activities that currently require the application of
capital. That capital could instead be returned to Government, offsetting the debt
transferred to the General Government Sector. This rebalancing of the total NonFinancial Balance Sheet across is sub-components would be more transparent than
the current funding arrangements. It is also consistent with prior re-distributions of
shareholder equity across the SOEB portfolio.33
Detailed modelling, assisted by Aurora Energy and the Department of Treasury and
Finance, would be required to accurately quantify the nature of the financial
restructuring that would be required under this approach.
Based on the Panel’s understanding of the current cost structure of the TVPS, and
having regard to its estimates of future market-based revenues that may be
available to it, it is likely that the majority of the debt currently held by AETV would
not be able to be supported, and would need to be transferred back to the
General Government Sector.34
There remains a possibility that a transfer of debt may not lower the cost structure of
the TVPS sufficiently to provide it with a positive market value. The critical
determinant in this regard will be the market prices that it is able to achieve.
While prices are uncertain, analysis undertaken by the Panel for the period
2011-2012 to 2015-16 suggests that the TVPS may not be able to earn sufficient
revenue to meet even its operating costs (i.e. gas commodity/transportation, market
charges, labour and transmission costs).
Gas costs represent around half of the TVPS’ operating costs. Aurora Energy’s current
gas arrangements are in place until 2017, meaning there is little opportunity to
restructure TVPS’s operating costs in the short term unless alternative customers
could be found for the gas, preferably in Tasmania35, or elsewhere in Australia. Such
a change would also require alternative contractual arrangements be established
with Hydro Tasmania to back Aurora Energy’s retail contracts that it currently
manages through the TVPS.

32

33

34

35

From a total Non-Financial Public Sector perspective, there is no change in net or gross debt arising from this
change, as it merely moves debt from one part of the portfolio to another. This is an important from the
perspective of the State’s credit rating.
In 2008 the Government rebalanced equity across the SOEB portfolio via a debt swap between Hydro Tasmania
and Transend ($220 million) and to withdraw equity ($50 million) in 2008 which was also provided to Hydro
Tasmania for investment in wind farm development.
Assuming that $200 million of debt was transferred to the General Government sector, the Government would
require additional revenue of $12 million per annum to fund additional interest.
Because the gas transport commitments are fixed until 2017. Aurora Energy would still need to fund these costs,
which are in excess of $20 million per annum, if alternative markets on the mainland for the gas were identified.
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In the event that the TVPS’ assessed market value is negative, the Government will
need to give consideration to a transparent supplementary funding mechanism.
Detailed modelling is required to determine if such an arrangement would be
required and to determine its potential quantum.
In the Draft Report, the Panel suggested that the Government could impose a nonconsumption based fixed levy on electricity users, for example on network charges,
which could be passed through to Aurora Energy. Within the Panel’s TESI Policy
Framework, such a charge would only be appropriate to the extent that any
negative ‘gap’ between market value and actual costs demonstrated a benefit to
electricity users consistent with the Energy Policy Outcomes.
For example, to the extent that the TVPS provides energy security insurance to
Tasmanian customers, the assessed cost of that insurance could be recouped
through such a charge.
The Panel notes, however, that any insurance value to Tasmanian customers
provided by the TVPS would be materially reduced through:


improved water storages and a return of water inflows;



the continued development of wind generation, such as the Musselroe wind
farm, outside the need for further capacity in Tasmania; and



structural changes in the energy supply/demand balance, such as the loss of
a large load.

To otherwise charge electricity customers for any negative value consequences
would result in electricity prices above efficient prices. This would send the wrong
price signals to electricity customers.
While the principle of placing the TVPS on a commercial footing is broadly
supported by stakeholders, submissions on the Draft Report from demand-side
representatives were less positive in relation to customers being required to
contribute to the costs of the TVPS. For example, Bell Bay Aluminium noted in its
submission:
‘In relation to TVPS, Bell Bay did not raise any concerns about the Government’s
investment, as the decision was rightly one for the Government, as a shareholder of
Aurora and hence the investor in the asset, to make. It is now of considerable concern
to find the Panel suggesting that the asset should potentially be funded by a levy to
(sic) customers. Bell Bay considers that this would set a very poor precedent, where
customers can be expected to be the ultimate underwriter of investments in SOEBs if
they fail. This introduces an additional sovereign risk of operating in Tasmania.
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The Panel has characterised this asset as providing a non-market service not
contemplated in the National Electricity Rules (NER), yet the power station will continue
to offer its load into the market in the normal way. If the Tasmanian Government
believes that the NER does not (sic) properly address the service it considers is delivered
by the TVPS, the proper course of action is to seek a change to the NER through the
appropriate channels. This is what electricity customers and other market participants
are required to do if the Rules are not considered to operate as they believe they
should.’ 36

An underlying theme from some submissions was that to the extent that the
Tasmanian Government identified a risk to the State’s economic reputation through
insufficient energy capability and implemented a strategy to manage that risk, it is
the Government, and not electricity customers, that should fund that risk
management strategy.
Under that view, the market (i.e. customers) should fund the prevailing ‘market
value’ of the TVPS and the Government (i.e. taxpayers) should manage the financial
consequences of the difference between that value and the actual costs of the
TVPS and associated arrangements.
How the Government manages any value difference is a matter for it to determine.
Whichever approach is adopted, the Panel considers that it will be important to
address these financial realities directly and fund them transparently.
Minimising these financial challenges will involve ensuring that the TVPS operates on
the most efficient basis possible – this will minimise the gap between market-related
revenues and the TVPS’ costs. Aurora Energy has provided advice to the Panel
regarding the activities that it has undertaken to minimise the cost structure of the
TVPS and associated arrangements, for example the structure of Aurora Energy’s
energy trading business, since its acquisition.
It has also been suggested to the Panel that the transfer of the TVPS from Aurora
Energy to Hydro Tasmania could present additional opportunities to improve the
efficiency and lower the cost structure of the TVPS, thereby potentially reducing the
amount of financial assistance from Government following its revaluation and debt
restructuring.37
The Panel understands that, potentially, some further efficiencies or value creation
opportunities may be available through the transfer of the TVPS and related
arrangements to Hydro Tasmania, for example:


36
37

38

Aurora Energy utilises the open cycle units at the TVPS as a physical hedge for
the CCGT unit.38 Given the diverse generating capability of the hydro system,
Hydro Tasmania could internally provide a physical or financial hedge for the

Bell Bay Aluminium submission to the Draft Report, p2.
For example, in its submission on the Draft Report, Aurora Energy observed that the TVPS is a complement, rather
than a competitor for hydro generation in Tasmania (p10).
Failure of the CCGT unit exposes Aurora Energy to the spot market. Market history since the commissioning of
the TVPS has demonstrated that this can create very large financial costs for Aurora Energy through the
incentives this creates for Hydro Tasmania to set high spot prices through its market bidding strategy.
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TVPS if it owned the facility, thereby creating the possibility of reselling or
repositioning the open cycle units to other markets. This would lower the fixed
costs of the TVPS and provide the opportunity to reduce the debt associated
with the plant.39


There are also technical considerations that give rise to synergies between
the operation of the TVPS and the ability of Basslink to export electricity which
may deliver improved trading opportunities and value to Hydro Tasmania.
Coordination by Hydro Tasmania of the output of the TVPS in line with those
export opportunities could assist in underpinning the commercial returns
available to Hydro Tasmania from Basslink.

The Panel’s view is that any gains from the transfer of TVPS to Hydro Tasmania are
likely to be relatively small in comparison with the shortfall in the commercial viability
of the TVPS under current market conditions.40
Positioning the TVPS on a commercial footing is a necessary first step before
considering future ownership arrangements. The transfer of the TVPS to Hydro
Tasmania, without first addressing its underlying commerciality, would not solve the
financial problem as it would merely move the negative financial consequences of
the acquisition from Aurora Energy to Hydro Tasmania.41
Having taken the necessary steps to place the TVPS on a commercial footing a
wider set of opportunities would be available for consideration in the context of
wholesale market reform (discussed in detail in Chapter 9). The Panel has
considered the four main options available including, in order of attractiveness,
selling TVPS to the private sector, selling a TVPS Gentrader right to the private sector,
integrating TVPS into a GenTrader or integrating TVPS into Hydro Tasmania.
The Panel considers the option of integrating TVPS into Hydro Tasmania as the least
attractive option as this will deny the State the only real option of creating a
competitor to Hydro Tasmania. At the same time, this option would also deny the
State the option of minimising the losses on this asset by selling it to a party that can
secure more value from the asset (and gas) than by leaving it with Aurora Energy or
allocating it to Hydro Tasmania – see discussion below.
The Panel considers the option of selling TVPS alongside the retail packages to a
private sector retailer or by offering a commercial GenTrader contract if the State
does not wish to sell this asset, as the best option available to the Government. The
key reason for this position is that it will give an external retailer access to their own
generation capacity, which cannot subsequently be taken away from them, which
will mean that this retailer will not be dependent on Hydro Tasmania for ongoing
contractual support to operate in the market.

39
40
41

Noting that structural reform to the wholesale energy market would also provide this opportunity.
This will be exacerbated if there was a loss of one or more MI customers from Tasmania.
It is noted above that the effect of the current arrangements regarding non-contestable customer load
between Aurora Energy and Hydro Tasmania already has this effect, and is not transparent.
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A retailer that operates in the Victorian market could also make better (higher
value) use of the gas that TVPS is contracted to buy. For example, a vertically
integrated retailer operating in Victoria could variously use the gas that is
contracted to supply TVPS, to instead supply a Victorian gas fired generator, or to
supply high value domestic/industrial gas customers in Victoria. To the extent that a
Victorian retailer could use TVPS to support its entry into Tasmania, while also
providing energy trading options in Victoria, this would enhance the value of TVPS
compared to giving it to Hydro Tasmania and, thereby, increasing its dominance of
the Tasmanian generation system. This additional value should translate into a higher
sale price than otherwise. This higher sale price (for either the asset or the GenTrader
right) would minimise the State’s losses on the asset, which it must be realised one
way or another to put the industry on a more sustainable footing.
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6. Priority 3: Governance Reform
Key Messages:
The key arrangements that formally underpin Tasmania’s SOEB governance
framework are consistent with good practice principles. However, the Panel’s
investigation suggests a need to strengthen the practical application of certain
elements of the framework.
Specifically, the Panel has identified six key recommended reform areas, which
focus on:


providing further clarity to the SOEBs, the Parliament and the community on
what the Tasmanian Government is ultimately trying to achieve as a business
owner;



continuously improving the SOEBs’ focus on, and accountability for, the
efficiency and financial performance;



ensuring effective Shareholder oversight and strategic policy functions;



providing a better - and more dynamic - picture to the Parliament and the
community of the SOEBs’ direction and performance;



the consistent and transparent delivery by the Government of noncommercial activities through the SOEBs; and



ensuring market participants’ confidence in the independence of the
regulatory framework, particularly when it comes to price-setting.

The recommendations do not represent radical change. In most instances,
effective improvements to governance outcomes can be made simply by the
more rigorous and consistent application in practice of principles and frameworks
that are already in place.
In some key areas the Tasmanian Government is already working to improve the
clarity and effectiveness SOEB governance arrangements. This is consistent with the
Panel’s view that there should be continuous improvement to align the Tasmanian
governance framework with ‘best practice’.
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6.1.

Introduction

The third priority for immediate action is the adoption of improved SOEB governance
arrangements.
Governance is a central component of the broader framework of incentives that
influences the operation of the TESI.
Strong governance arrangements, in
combination with effective market and regulatory arrangements will drive both
efficient prices for electricity customers and sustainable financial returns to the
taxpayers. In this context, ‘governance’ is used to describe the way in which the
Government exercises its various functions of strategic energy policy-setting,
economic and technical regulation and business ownership (including major capital
investment decisions) within the TESI.
The Panel has not sought to conduct a comprehensive audit of all relevant
governance arrangements across Tasmanian energy sector.42 Rather, it has focused
on key issues that have emerged from its investigation into the efficiency and
effectiveness and financial performance of the SOEBs, as well as major infrastructure
development decisions.
Most of these issues are linked, in one way or another, to the framework and
processes established by the Government43, in its role as Shareholder44, to oversee
the broad direction, operation and performance the SOEBs. Accordingly, the Panel
has focused on the current functioning of the Government/SOEB relationship and
has not sought to assess in detail the internal corporate governance arrangements
that are in place in within each of the individual businesses.
The effectiveness of current governance arrangements can be judged by how well
they deliver the following outcomes:

42

43

44



confidence within the Tasmanian community - both from their perspective as
electricity customers and as the ultimate owners of the businesses - that the
SOEBs are being operated according to a clear and consistently applied set
of goals;



clearly specified roles and delegations from the Government, as custodians
of public capital – both equity and debt – invested in the SOEBs, through to
the SOEB Boards and senior management, such that there is a clear ‘line of
sight’ between the strategic objectives set by Government and the
operational and investment decisions of the SOEBs; and

The Panel’s Terms of Reference do not specifically require an investigation into governance matters. However,
the Panel has determined that governance is directly relevant to the scope of its Review, in view of its influence
on a range of observed outcomes in the TESI.
In this Chapter, ‘the Government’ refers to the Tasmanian State Government in the general sense, and does not
refer to the current State Labor Government specifically.
Represented by the SOEB Shareholder Minister, the Treasurer and the Minister for Energy.
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competitive neutrality across the energy sector (between energy sources and
market participants) where market outcomes are not distorted by virtue of
the Government’s ownership of the SOEBs.



This Chapter summarises the Panel’s findings and recommendations in relation to
Governance. Part E of Volume II details the principles for good governance in the
key outcome areas, discusses the evidence that the Panel has obtained in relation
to how well the current governance arrangements are meeting those principles and
discusses the Panel’s recommended changes.
The key arrangements that formally underpin Tasmania’s SOEB governance
framework are consistent with good practice principles. The Panel’s approach has
been to establish whether key aspects of the framework are working to deliver the
governance outcomes described above. Advice and input has been received
from a range of key stakeholders, including those with practical experience of how
governance and decision-making currently plays out in the Tasmanian sector.45
The evidence gathered by the Panel in the course of the Review suggests a need to
strengthen certain elements of the framework. Six key reform areas have been
identified. These are:
Governance: Recommended Reform Areas


Clearer Shareholder ownership objectives



Stronger Shareholder focus on business performance



Effective Shareholder oversight and strategic energy policy functions



Enhanced public reporting and accountability



Transparent identification, delivery and funding of all non-commercial
activities



Confidence in the independence of regulatory processes

The Panel’s recommendations do not call for significant changes. In most instances,
effective improvements to governance outcomes can be made simply by more
consistent and rigorous application of principles and frameworks that are already in
place. Therefore, the focus is on the incremental improvement and more closely
aligning the Tasmanian governance framework with ‘best practice’.
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The Secretariat, on behalf of the Panel , conducted a series of one hour semi-structured interviews with key
stakeholders, including Chairpersons and senior management from the SOEBs, heads of relevant Government
agencies, Shareholder Ministers, Greens and Liberal Party Energy Spokespersons, Members of the Legislative
Council, representatives from the Tasmanian Chamber of Commerce and Industry and an academic with
corporate governance expertise. Interviewees were provided with a schedule of interview questions ahead of
time, which was used to guide the discussions. In all cases, interviews were given on the understanding that
responses provided would not be individually attributed in the Panel’s report(s).

P a g e | 46

A number of stakeholders provided feedback on governance matters in their
submissions on the Draft Report. There was a high level of support for the Panel’s
governance recommendations, with their implementation generally considered
sensible and non-controversial. For example, both Aurora Energy and Hydro
Tasmania noted that they are already undertaking, in conjunction with the
Shareholders a range of incremental improvements to the SOEB oversight regime,
which are broadly consistent with the Panel’s recommendations.
Where stakeholders raised specific issues in relation to governance and SOEB
oversight matters, these are captured in the discussion below, along with the Panel’s
response to them.
The Panel strongly emphasises that its governance recommendations should be
implemented irrespective of the reform pathway that is ultimately pursued with
regard to the wholesale and retail markets in Tasmania.

6.2.

Clearer Shareholder ownership objectives

Clear and unambiguous Shareholder ‘ownership objectives’ are an important
aspect of the SOEB governance framework for a range of reasons. Firstly, they
provide the SOEBs with established parameters within which to operate (particularly
with regard to non-commercial expectations) and, secondly, they send a clear
message to the community about what the Government is seeking to achieve
through public ownership, including how this is consistent with and contributes to the
Government’s broader strategic policy goals. 46
Strategic objective-setting is also the ‘foundation stone’ upon which the
accountability and oversight of the SOEBs is based. Having clear objectives enables
the establishment of sound performance measurement and reporting mechanisms,
based on a shared understanding of what is to be achieved.
Strategic direction should be provided with regard to both the Government’s
general expectations of its State-owned businesses from an overall ‘portfolio’
perspective, as well as at the individual business level. Therefore, objective-setting for
the SOEBs can be considered at two levels:

46



the overall rationale, goals and objectives that the Government is seeking to
achieve through public ownership of the SOEBs (within its wider portfolio of
assets); and



the more specific commercial and strategic direction that is set for each of
the businesses over the short, medium and long term, within this broader
context.

OECD (2005) Guidelines on Corporate Governance of State-owned Enterprises Guidelines, p24.
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The Tasmanian Government, as a Shareholder, has not always communicated its
overarching strategic objectives for the SOEBs in a clear and consistent way.
This issue has manifested itself in two key areas:
1. The Shareholders’ expectations with regard to the delivery of broader noncommercial outcomes through the businesses, particularly where these
objectives are not specifically prescribed in CSOs - Stakeholders from the SOEBs
indicated that they have difficulties in resolving the inherent tension between
their obligations under legislative and other instruments to act commercially on
the one hand, and the expectations that the Shareholders may or may not have
explicitly stated with regard to delivering broader policy objectives (for example
reducing the impact on cost of living for customers or the retention of members
of the local Tasmanian workforce as employees of the businesses). SOEB
feedback indicated that, outside the established CSOs, there is an element of
‘second guessing’ involved in determining what the Government’s broader
policy expectations of the SOEBs were, and therefore how these should be
delivered.
2. The Shareholders’ views on whether the SOEBs should be pursuing growth
opportunities in national and international markets or whether they should be
focused on the delivery of core, on-island services to Tasmanians - There has at
times been a lack of consistency with regard to the Government’s risk appetite
as a Shareholder and what this means at a practical level for the expansion of
the businesses into areas beyond ‘core business’. Despite the Government
identifying itself as a ‘risk-averse shareholder’,47 it has nonetheless approved the
SOEB corporate objectives of pursuing business diversification opportunities,
often outside of the Tasmanian market.48 As a consequence, the SOEBs are now
operating in areas that are well outside their traditional core business. While
some of these diversification activities have been pursued primarily as defensive,
risk mitigation measures, others have been sought as value-creating in their own
right, often with relatively high levels of attendant risk. Examples include
Hydro Tasmania’s national and international expansion of its interests in wind
farms (through Roaring 40s) and its pursuit of retail growth opportunities on
mainland Australia (through Momentum), potentially beyond the level that can
be backed by its existing generation portfolio. Similarly, Aurora Energy has
recently diversified into the wholesaling and retailing of gas, in Tasmania and
elsewhere.
Fundamentally, the Government’s position on these high-level, strategic issues
should be guided by its overall ownership objectives for the businesses - the fiscal,
wider economic and broader social policy outcomes that the Government is
seeking to ultimately achieve through its ongoing public ownership of the SOEBs.

47
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Department of Treasury and Finance (2008) Guidelines for Government Businesses.
See Part D of Volume II: A Review of the Financial Position of the State Owned Electricity Businesses.
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The Panel agrees with the observation made by a number of stakeholders that,
instead of being maintained for the achievement of clear policy goals, the policy of
public ownership of the SOEBs has become a ‘default position’ or ‘an end in itself’,
for all three parties in the Tasmanian Parliament. Consequently, there is a policy gap
at the strategic level around what the outcomes of public ownership are, or should
be.
Without a clear set of overarching ownership objectives to guide its decision-making
as a Shareholder, the Government will not have a reference point from which to
consider, in a clear and consistent way, fundamental questions of strategic business
direction. Further, the SOEBs, other stakeholders and the broader Tasmanian
community will be left with a degree of uncertainty with regard to the Government’s
policy intentions. This is a less than ideal outcome from a governance perspective.
The Panel is of the view that the Government should return to ‘first principles’ and
establish a set of clear ownership objectives - including an explanation of how and
why these objectives are best delivered through ongoing public ownership – through
the development of an Energy Business Ownership Policy (Ownership Policy). The
Ownership Policy should be revised and updated with changes in government to
reflect changes in direction, priorities and business drivers. A number of stakeholders,
including Hydro Tasmania, Aurora Energy and the ESAA, noted their broad support
for the development of a publicly available Ownership Policy in their submissions on
the Draft Report.
The Ownership Policy should provide clear answers to key questions relevant to
setting long-term strategic business direction. For example, to what extent does the
Government need or wish to expose its ability to maintain a steady rate of growth in
General Government Sector services to the commercial success or otherwise of its
SOEBs? And does the Government wish to forgo short-term returns from the SOEBs in
the form of dividends, which could be used to fund other policy priorities for the
benefit of the community, in pursuit of potentially higher returns from commercial
investments that have attendant risk?
These are particularly important questions when considering major new investment
decisions by the SOEBs that are not required to maintain security of supply or serve to
deliver lower electricity prices to Tasmanian consumers (identified policy priorities for
the current Government), but which may nonetheless have solid business cases in
their own right and may be broadly linked to core business. Examples in this regard
include business acquisitions (e.g. Hydro Tasmania’s acquisition of Momentum
Energy and Aurora Energy’s expansion into retailing in other NEM regions) or the
construction of new generation capacity outside of Tasmania (e.g. wind farms in
international markets).
Irrespective of how these kinds of investments are funded, be it any combination of
retained earnings from the business or additional debt – or, as has been observed,
the direct provision of equity by the Government - the capital has an opportunity
cost in terms of its ability to support General Government Sector service delivery.
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Such investments may or may not be commercially successful or have an
acceptable level of earnings volatility.
In making these investments, the
Government may have a reasonable expectation of earning a commercial return.
However, it may also be asked whether such investments and activities are
appropriate investments for government at all, given that, in making them, the
Government is also accepting that General Government Services will need to be
adjusted in the event that they are not successful.
These issues are germane to the scope of the businesses activities that the
Government specifies or, in other words, the boundaries of the field on which it
allows the SOEBs to operate. The SOEBs need to be as commercially successful as
possible within the parameters set by the Government, but it is critical that the scope
of business activities is firstly precisely defined, with clear reference to broader
strategic policy objectives. This is a primary function of the Shareholders. Significant
input from the SOEBs is both necessary and appropriate in understanding the
consequences and trade-offs involved in strategic policy direction-setting. The risk
of SOEB Boards and management, rather than the Government ‘setting the
agenda’ is very real, particularly given the complexities within the SOEBs and the
markets within which they operate (discussed further in the following Section).49
An Ownership Policy would also improve transparency and accountability, by
making clear which objectives for the SOEBS are set by the Shareholders and which
are set by the businesses themselves. This would allow more public scrutiny of who is
accountable for the ultimate delivery of each of the various objectives.
In its submission on the Draft Report, Hydro Tasmania questions the Panel’s discussion
of diversification activities, and contends that the Panel’s observation that such
activities bring with them attendant risk was misplaced. For example, Hydro
Tasmania suggests that:
“the trade-off presented by Hydro Tasmania’s commercial investments is not between
currently stable returns and ‘riskier’ returns if growth is successful. It is between lower
levels of volatile returns now and potentially higher levels of less volatile returns in the
future”.50

Hydro Tasmania also takes issue with the Panel’s characterisation of the opportunity
cost of capital invested in diversification activities, suggesting that Hydro Tasmania
does not ‘compete’ directly with Government departments for funds, particularly
given that investments made by Hydro Tasmania are often funded by debt, which
would not be utilised to fund general government sector services.

49
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There is considerable scope for the classical ‘principal-agent problem’ to emerge within the SOEB portfolio.
Hydro Tasmanian submission on Draft Report p.14
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Such views demonstrate a lack of understanding of public sector finance. State
Governments may well utilise borrowings to provide a steadying flow of funds to
offset variations in tax and other income (which tends to vary with the business
cycle) to meet expenditure profiles that exhibit a more constant rate of growth.
Moreover, ratings agencies take into account the debt position of the Total Public
Sector which includes the SOEBs, not just the General Government sector, in
determining the Tasmania’s credit rating. Debt funding of business expansion
activities will have an impact on the costs of funds to the Government through its
impact on the State’s credit rating.
The Panel stands by the general observation that Governments, as risk-averse
business owners, need to ensure that the strategic business boundaries that are set
for the SOEBs are consistent with its lower risk appetite. Indeed, the Panel notes that
the Government’s 2011 Reform Principles for the Oversight and Accountability of
Government Businesses reinforce this point. Notwithstanding the fact that
investments may ultimately prove to be successful, Government must recognise in
approving these activities that their success is by no means guaranteed, and the
costs of failure will be borne by the Shareholders and, ultimately, Tasmanian
taxpayers.
The Panel also maintains the basic point that capital that is re-invested or retained in
the SOEBs for diversification activities is not then available to the community by way
of dividends, which can be used to fund core services today. When re-investing in
these kinds of activities, Government is necessarily accepting that immediate returns
will be more modest and higher Budget funding deferred for potentially higher future
returns, noting the fundamental point above that these future returns may never
eventuate.
The Panel emphasises that it is not making judgements about the likely success or
otherwise of any specific SOEB business strategy, but simply noting the fundamental
tensions and trade-offs that emerge if Governments pursue through their businesses
the kinds of activities that might be more consistent with the (higher) risk appetite of
a private sector company. Therefore, Governments must be fully cognisant of the
downside – as well as upside – risks in approving these kinds of activities and have
available to it the advice needed to fully understand the risks involved in those
activities.
The Panel notes that improvements to the strategic objective-setting process for
Government Businesses are already in train. The Government’s February 2011 release
of its Reform Principles for the Oversight and Accountability of Government
Businesses51 has re-opened the discussion between the Government and the SOEBs
on the Government’s overarching ownership objectives, particularly in the context
of what constitutes core and non-core business activities for each of the entities.

51

Department of Treasury and Finance (2011) Operation of Government Businesses: Principles for Strengthening
the Oversight and Governance of Government Businesses.
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For example, the Principles now explicitly refer to the need for clear objectives to be
set by the Shareholder Ministers, including core activities of the businesses and any
public policy objectives. The Principles also reinforce the Government’s low risk
appetite as an investor and suggest a focus on ‘on-island’ activities, unless the
businesses can provide a strong, risk-based business case.
While the Principles have been broadly welcomed, some stakeholders from the
SOEBs raised questions about how they will be applied in a practical sense, and in
particular how they will interact with existing legislation, where it appears in some
instances there may still be the potential for ambiguity or conflict, particularly with
regard to the Board and management’s businesses’ legal obligations to operate
commercially. This importance of addressing this issue was reinforced by
Aurora Energy in its submission on the Draft Report.
The new Principles must therefore be cognisant of Directors’ duties and the intent
and objectives of the relevant Acts in order to resolve potential confusion or
ambiguity. Specifically, clear guidance should be given as to how Boards are
expected to prioritise objectives provided via the new Principles in relation to their
existing legislative and other responsibilities. As noted above, there is a need to
specify the scope or ‘reach’ of business activities, thereby setting the boundaries
within which their commercial performance will be judged.

6.3.

Stronger Shareholder focus on business performance

The oversight of SOEB performance by the Shareholder Ministers should provide a
sufficient level of accountability to drive continuous improvement in the efficiency,
effectiveness and financial performance of the businesses.
From the perspective of Tasmanian taxpayers, efficiency within the SOEBs is critical
as it drives financial performance and, ultimately, returns to the community in the
form of dividends. From a customer perspective, the market and/or the regulatory
framework can only go so far in driving efficiency and the longer-term trend in
electricity prices.
Responsibility for initiating and driving efficiency improvements primarily falls to the
SOEB Boards. However, the Shareholders also have a key role to play in ensuring that
the Boards remain clearly focused on high levels of productivity and efficiency to
achieve sustainable financial returns. The Shareholders must then subsequently hold
the Boards accountable for the achievement or otherwise of relevant efficiency and
financial performance targets.
The Panel has observed a trend that where efficiency-based expectations have
been communicated to the Tasmanian SOEBs via the corporate planning process,
these have often been at a high-level, and corporate plans have consequently
lacked specific targets or performance measures that can be used to monitor the
effectiveness of productivity or efficiency efforts. 52
52

See Part C of Volume II.
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One possible view is that the economic regulatory environment and independent
regulators will provide the dominant drivers for SOEB’s efficiency and effectiveness.
The Panel’s view, however, is that the regulatory framework can, at best, provide a
level of assurance that a business that is not exposed to strong and sustained
competitive disciplines are not able to routinely operate at generally inefficient
levels. A culture of performance must come from within the business – it cannot be
effectively imposed by regulation. A high level of interest from Shareholders in
efficiency and performance is important in building such a culture.
In Tasmania, there are two key reasons why the Shareholders must be even more
active in driving the efficient performance of the SOEBs. Firstly, both the wholesale
and retail markets lack effective competition, being dominated by Hydro Tasmania
and Aurora Energy respectively. Secondly, because the SOEBs are under public
ownership they are not subject to the same capital market discipline as private
sector entities.
Responsibility for embedding an efficiency-based business culture must start ‘from
the top’ by ensuring robust accountability measures exist between the Shareholder
Ministers and the Boards. The relationship between the parties should recognise that
optimising business performance within the broad parameters established by the
economic regulatory environments remains the domain of management and
Boards, and that Shareholder Ministers provide the ultimate incentives and sanctions
for efficiency and effectiveness.
In recent times, efficiency has become more of a focus in the corporate
governance arrangements between Boards and Shareholders of the SOEBs. For
example, Letters of Expectation have become more specific with regard to the
Shareholders’ expectation that the SOEBs will develop efficiency improvement
programs.
Representatives from the SOEBs have also noted an increase in the level of detail
more generally in the most recent Letters of Expectation, compared to previous
years. This represents a shift towards oversight that is seeking to better understand
and actively engage with the strategic direction of the SOEBs. For example, from
this year the SOEB Boards and the Shareholder Ministers will be required to put in
place a formal agreement which sets out key performance measures based on
agreed objectives, including target dividends and end of year financial results. The
Panel strongly endorses this approach.
The Panel endorses the recent improvements in SOEB accountability and oversight.
However, it is crucial that these arrangements continue to be refined and improved
over time, given that it has not always been clear in the past how expectations are
being incorporated into the business strategies of the SOEBs or are then in turn being
monitored by the Shareholder Ministers. It is also important that, where possible,
these improvements are reflected and enshrined in formal and enduring
mechanisms (e.g. legislation or subordinate regulations).
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Of prime importance are the development of specific accountability and incentive
mechanisms that provide a ‘clear line of sight’ between Shareholder expectations
and the requirements of the regulatory framework on the one hand, and Board,
management and staff performance on the other. The Panel notes Transend’s
Employee Regulatory Incentive Scheme is an example of this kind of approach in
action.53
However, these kinds of mechanisms need to be supported by sound and sufficiently
detailed ongoing monitoring, reporting and follow-up processes. This is particularly
important where the Shareholders have approved investments in non-core
diversification activities that may have a higher risk profile.
It is also important given the growing diversity and complexity of the SOEBs. The
intra-entity financial linkages within Hydro Tasmania and Aurora Energy means that
there is significant scope for value to be shifted within different parts of these
businesses, either by explicit design, or by changes in one part of the business
impacting on another.
For example, there have been implications for the financial performance of
Aurora Energy’s distribution business arising from the debt levels required to be held
by Aurora Energy as a result of the TVPS acquisition. In relation to Hydro Tasmania, as
an integrated generation-retail business in the NEM, there are opportunities to shift
value between the retail and generation arms.
Detailed reporting of disaggregated or segmented financial information – and a
clear explanation and interpretation of this information - is important to ensure that
Shareholder Ministers and their advisers are in a position to understand core value
drivers and how the financial targets established for parts of the SOEBs are being
achieved.54 For example, Aurora Energy’s energy business now comprises wholesale
electricity trading, wholesale gas trading, Tasmanian retailing of gas and electricity
and retailing activities in the wider NEM. While there are strong commercial reasons
for this structure to be adopted, including efficiency rationales, the potential
trade-off is that it is more difficult to understand what is driving overall performance –
that is, what aspects of the business are generating genuine value and what areas
are underperforming.
In this context, Shareholders and their representatives need access to sufficiently
detailed and disaggregated financial information that allows them to determine
how well individual aspects of the businesses are performing in relation to clear
expectations and targets that have been set. Aggregation of financial results should
not be used as a way of obfuscating the identification of value drivers of the
business.

53
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See the Panel’s Information Paper: A Review of the Efficiency and Effectiveness of the State Owned Electricity
Businesses in Volume II.
This is not to suggest that the management and Boards of the SOEBs do not adequately monitor the financial
performance of the various aspects of their businesses.
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The Panel has reviewed a range of information provided by the SOEBs to
Shareholder Ministers, including Corporate Plans and ongoing performance
reporting. It has also reviewed monthly management accounts and board reporting
within the SOEBs and notes that segment reporting is provided. While not identifying
any material deficiencies, the Panel emphasises that access to information and an
explanation at an appropriate level of detail is a cornerstone of the SOEB
accountability framework and must be preserved and, where possible, enhanced.

6.4. Effective Shareholder oversight and strategic policy functions
The ability for the Shareholder Ministers to effectively monitor and drive efficient
SOEB performance through the Boards relies in large measure on the ability of the
Shareholder’s agent (Treasury) to access and interpret performance information.
Equipped with good information, the Shareholders should be in a position to respond
to emerging issues in a timely and effective manner.
The Panel’s Terms of Reference (ToR 8) require it to review the “advice that was
provided to the State Government by the senior management or Directors of
Aurora Energy from 1 October 2009 to 16 June 2010 inclusive”, in the context of the
Company’s changing financial position over this period. This example provides a
good insight into the practical functioning of communication channels between a
SOEB and its Shareholders.
From its analysis of the relevant documents, the Panel has observed that senior
management in Aurora Energy and officers within Treasury were in regular dialogue
throughout 2009 (beginning in February 2009) with regard to the significant financial
impact of the TVPS acquisition on its balance sheet, particularly in relation to the
likelihood that the asset would need to be impaired or ‘written down’ in its financial
accounts.
Further, when the wider financial issues in Aurora Energy’s energy business began to
fully emerge late in 2009 and early 201055, the Panel notes that the Board took
urgent and appropriate action in informing the Shareholders of these developments
by firstly writing to the Shareholders and then tasking a special Board sub-committee
to hold extraordinary Shareholder briefings in January 2010. These briefings were
followed up with presentations in April 2010 (upon the return of the Government
after the 2010 State Election) that contained more detailed financial projections of
the severity of Aurora Energy’s position, once this was known.
These observations support the Auditor-General’s findings from his investigation into
the circumstances around the Labor Party’s ‘five per cent cap’ promise, that
reporting by Aurora Energy to the Shareholders with regard to its financial
circumstances over this period was adequate.56
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Part D of Volume II discusses in more detail how and why Aurora Energy’s financial difficulties deteriorated so
rapidly over this period.
Tasmanian Auditor-General (2010) Special Report No.94, Election promise: five per cent price cap on electricity
prices, pi.
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The Government’s Principles for Strengthening the Oversight and Governance of
Government Businesses reinforce the requirement that the businesses notify the
Shareholding Ministers and Treasury as their principal financial adviser, of any
business specific issues and risks that have the potential to impact on the State and
its balance sheet’. The Panel supports this ‘continuous disclosure’ approach and
notes that in this particular instance the process functioned as intended.
However, this example highlights a broader issue. While the nature of the financial
risk exposure itself was known (and had been communicated to the Shareholders),
what was not anticipated was its potential (and subsequently realised) magnitude.
The large and sustained falls in the financial performance of Aurora Energy’s Energy
business were not anticipated by the Company, given the number of ongoing
revisions to expected earnings throughout 2009-10. In other words, it was not known
in advance what Aurora Energy’s position would be at June 2010 (which saw EBIT
some $50 million below the original Budget, at -$31 million), as unanticipated losses
continued to emerge as late as May 2010.
While the circumstances surrounding Aurora Energy’s deteriorating financial position
during 2010 were unusual, this example does highlight the inherent risks of being an
owner of merchant energy businesses in a highly complex market.
In its submission to the Panel on governance matters, the Government notes in
broad terms that it will be considering the current distribution of its various energy
responsibilities across the bureaucracy, in the context of the Panel’s findings and
recommendations. A strong Shareholder oversight function is clearly a fundamental
function that will need to be continued, if not further enhanced.
The Panel has not undertaken a detailed review of the resourcing or operation of
key functions relevant to the TESI across the Tasmanian bureaucracy. However,
reflecting the separate but interrelated roles that government plays in the sector, the
Panel highlights that SOEB oversight must also be complemented by an effective
strategic energy policy function within the portfolio Department.
Currently, despite having a legislative basis the Department of Infrastructure Energy
and Resources’ (DIER) energy policy function appears to have a relatively broad but
indistinct mandate. Stakeholder feedback indicates that in practice, DIER’s limited
energy resources are currently heavily committed to the support of Tasmania’s
involvement in national energy policy forums (e.g. the Ministerial Council on Energy),
leaving little opportunity to focus on State-based strategic policy development.
Treasury has held a central coordinating role in the delivery of a number of major
energy reform projects over the past ten years, including NEM entry and Basslink,
and retains formal responsibility for managing the progressive roll-out of retail
contestability. This has led to Treasury accumulating expertise and credibility in the
eyes of decision-makers.
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However, if Treasury holds the major responsibility for strategic energy policy advice –
in addition to SOEB oversight - this can potentially blur the lines between these two
functions, as well as adversely impact on the diversity of perspectives being brought
to bear in advice to Executive Government on major energy policy decisions.
The issue of potential conflation between the roles of Shareholder and Energy
Minister was specifically raised by the ESAA in its submission on the Draft Report. In
the interests of competitive neutrality, the ESAA suggested that the Energy Minister
should not also be a Shareholder Minister of the SOEBs.
The Panel notes that a key rationale behind retaining the dual shareholder model is
that it can provide for greater accountability through a joint decision-making
process and that decisions are made taking into account a broader policy
perspective in addition to financial, ‘shareholder value’ considerations.57 Clearly,
there are important policy trade-offs to consider in the formulation of strategic
energy policy - including social and environmental implications - and it is
appropriate that these be clearly resolved by Executive Government in the context
of its broader policy program. This is generally achieved through the interaction and
debate between the relevant responsible agencies and Ministers and ultimately, the
Cabinet.
It is also clear, however, that there is a tension – and a perceived conflict - in the
Energy Minister also being a Shareholder in the SOEBs. The Panel has not considered
as part of its Review whether changes to the dual shareholder model are warranted
(for example by moving to a centralised single shareholder model or by retaining
two shareholders, neither of whom is the Energy Minister). However, to the extent
that the current model undermines participants’ confidence in the competitive
neutrality of the Tasmanian energy market, this is an issue for the Government’s
further consideration.
Should the dual shareholder be retained in its current form, it is important that there
are strong processes in place to manage both perceived and actual conflicts
between ‘shareholder policy’ and broader energy policy considerations A key
component of this is to ensure that there remain clear delineations between these
roles at the Departmental level.

6.5. Enhancing public reporting and accountability
The Panel suggested in its Issues Paper that, prima facie, there appear to be
limitations on the extent to which SOEB performance could be driven by ‘external’
accountability mechanisms (which includes answering to both the Parliament and
the broader Tasmanian community).
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Department of Treasury and Finance (2010) Conversion of Government-owned Businesses to State-owned
Companies – Position Paper, p28.
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In many respects, these limitations are not unique to the Tasmanian context, but
instead reflective of the State-owned enterprise model more generally, where the
focus tends to be on executive accountability (i.e. to the Shareholder Ministers)
rather than broader Parliamentary or ‘public’ accountability.58
As the ultimate owners of the SOEBs, however, it is important that the Tasmanian
community, as well as the Shareholders, can access regular information about how
well the businesses are achieving their stated objectives. In this way, the Parliament
plays a key ‘intermediary’ role in holding the SOEBs to account on behalf of the
community.
The principle of transparent public disclosure needs to be balanced against a range
of other important considerations, including commercial confidentiality and the
compliance burden of reporting. It is also important that performance reporting is
genuinely informative, particularly given the inherent complexities of the energy
market.
Currently, the Tasmanian public accountability framework comprises the Annual
Reporting process and Government Business Scrutiny Committee Hearings, with little
in the way of more dynamic, ongoing disclosure of performance information. In this
way, public accountability of the SOEBs is largely static and focused on end-of-year
performance.
In submissions to the Panel, the SOEBs noted their existing reporting burden,
suggesting that they already face a higher level of scrutiny than listed companies
due to their status as State-owned enterprises. It is certainly true that the SOEBs, by
virtue of being owned by the State, face different kinds of scrutiny to publicly listed
private companies, including the unique requirement to appear before
Parliamentary Committees.
However, publicly listed companies face their own - and in some cases more
stringent - accountabilities, both more broadly through their exposure to the
discipline of the share market and under the various reporting requirements
specified under the ASX’s Listing Rules.59 In this context, the publication of annual
financial statements and annual appearances by the SOEBs before the Government
Business Scrutiny Committees are a relatively weak substitute for the kind of close
market scrutiny that continuous public disclosure places on listed companies.
The existing public reporting regime for the SOEBs attracted extensive comment from
Members of Parliament, a number of whom expressed the view that the current level
of information available to the Parliament in particular was insufficient for it to
perform its accountability and oversight function on behalf of the Tasmanian
community.
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Bottomley, S (2000) Government Business Enterprises and Public Accountability through Parliament.
For example, the requirement to immediately disclose to the ASX any matter that in the view of a reasonable
person would have a material impact on the share price of the company – see ASX Listing Rules, Chapter 3.
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The most significant barrier to more effective public accountability is the inherent
(and growing) complexity of the energy sector and information asymmetry between
the SOEBs and those seeking to understand their business activities, particularly
non-expert Parliamentarians and the general community.60 The Panel also
acknowledges concerns that some key information, such as the Government’s and
SOEBs’ business objectives for forthcoming year, is often not available, which makes
it difficult to determine if relevant goals had been met, even at a very high level.
In a number of other jurisdictions61, public reporting by State-owned Enterprises
comprises a combination of ‘ex-ante’, ‘process’ and ‘ex-post’62 reporting
mechanisms, which provide a more dynamic picture of business performance
throughout the financial year. This typically comprises the publication of a summary
of the corporate plan at the start of the financial year, a half-yearly report and a
final annual report.
The Panel considers that there is merit from a public transparency perspective in
improving the timeliness and currency of key SOEB performance information
provided to the Tasmanian Parliament, consistent with good practice arrangements
in other jurisdictions. Specifically, this should include a Statement of Corporate Intent,
a Half-Yearly Report and an Annual Report.63
This kind of reporting regime is unlikely to result in any significant additional
compliance burden for the SOEBs, given the existing Corporate Planning process,
and the fact that more detailed half-yearly reports are already provided by the
SOEBs to the Shareholders. It is noted that Treasury proposed a very similar reporting
regime in its 2010 Position Paper on the conversion of Government Business
Enterprises to State-owned Companies.64 In his submission on the Draft Report, Mr
Peter Brownscombe suggested that the SOEBs should be required to report at least
twice yearly to a special joint Parliamentary committee established for the specific
purpose of SOEB oversight.
The manner in which the Parliament considers the
information and reports provided by the SOEBs is ultimately a matter for it to
determine.
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A number of interviewees made the observation that without a background in energy markets, Members of
Parliament and the general public would (and indeed did) find it very difficult to understand important
contextual information about the operation of energy markets relevant to scrutinising the performance of the
businesses.
For example, the New South Wales State Owned Corporations Act 1989 requires SOCs to provide to the
Parliament a Statement of Corporate Intent (SCI), Half-Yearly and Annual Reports (within specified timeframes),
as well as any directions issued to the SOCs by the Shareholder Ministers. Similarly, New Zealand State-owned
Enterprises are required under statute to lay before the House of Representatives a copy of their SCI and both
half-yearly and annual reports. The Commonwealth Government also applies a very similar reporting framework
to its Government Business Enterprises.
See Bottomley, S (2000) Government Business Enterprises and Public Accountability through Parliament.
A former Chair of Hydro Tasmania commented to the Panel that for a period during the mid-late 1990s Hydro
Tasmania produced a brief public half-yearly report that was discontinued owing to a lack of
interest/engagement audience.
Department of Treasury and Finance (2010) Conversion of Government Business Enterprises to State-owned
Companies: Position Paper.
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Through its Issues Paper, the Panel also sought stakeholder views on whether there
might be some accountability benefits in exposing the SOEBs to public ‘continuous
disclosure’ requirements, analogous to those that currently apply to companies
listed on the ASX. This was met with mixed responses from stakeholders, most notably
from the SOEBs themselves.
In the Draft Report, the Panel noted that, after analysis of similar arrangements in
other jurisdictions and discussion with stakeholders, it was not convinced that public,
continuous disclosure for the SOEBs would yield sufficient accountability benefits to
justify the burden of its imposition on the businesses at this stage.
However, in its submission on the Draft Report, the Tasmanian Energy Regulator
suggested that public reporting obligations of the SOEBs could be enhanced
through some form of continuous disclosure to “...mimic market requirements in
relation to financial performance and shareholder dividend expectations”. It further
suggested that the TER could be in position to administer this kind of process, if
implemented.
In considering the merits of this kind of scheme, the Panel looked specifically at
New Zealand, where continuous public disclosure requirements for State-owned
entities (SoEs) were introduced in 2010. A 2011 analysis of the arrangements by
Howell et al65 suggested that the continuous disclosure regime for State-owned
entities would be unlikely in and of itself to deliver any significant accountability
benefit. The principal reason for this is that the community, as the ultimate owners of
state-owned entities are ‘captive’ shareholders, in that they cannot choose to divest
or trade their shares. Therefore, any information provided through a continuous
disclosure process can only be used by the community in their capacity as electors
of the Government of the day, which is entrusted with managing SoEs.
In Tasmania, this means that the community effectively only gets the opportunity to
‘have a say’ on the management and performance of the SOEBs every four years.
Further, stewardship of the SOEBs is only one of a myriad of issues on which electors
judge the performance of a government or a potential government, further diluting
the relationship between the community as owners and the Shareholder Ministers
that set the direction of the SOEBs on their behalf. In this way, continuous disclosure
clearly does not serve the same function for SoEs as it does for publicly listed private
companies, where the constant flow of information can and does directly inform
trading decisions from one day to the next.
It should also be noted that the introduction of continuous disclosure requirements in
New Zealand have since been accompanied by the part-privatisation of a number
of SoEs, which clearly increases the relevance and utility of continuous disclosure
requirements in that country.
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Howell, Bronwyn E., Heatley, Dave and Talosaga, Talosaga, (2011) ‘Can Continuous Disclosure Improve the
Performance of State-Owned Enterprises? Available at SSRN: http://ssrn.com/abstract=1856287.

P a g e | 60

For the reasons noted above, the Panel maintains its position that, prima facie, the
costs of implementing a continuous disclosure regime for SOEBs and/or other
Tasmanian SoEs are likely to outweigh its potential benefits for accountability and
transparency, so long as they remain entirely government-owned.
While not within the Panel’s remit, it should also be noted that a number of
stakeholders were highly critical of the effectiveness of the current Government
Business Scrutiny Committee Hearings process, specifically its ability to provide a
genuine forum for the discussion of the SOEBs’ operational and financial
performance. Many stakeholders thought the Hearings had become unduly
politicised, which was seen by some as having the unhelpful effect of blurring the
line between accountability for SOEB performance (including the oversight
performance of the Shareholder Ministers) and the general performance of the
Government of the day for the delivery of other policy objectives (which are often
unrelated to the operations of the businesses).
Again, the conduct of Scrutiny Committee hearings is a matter solely for the
Parliament to determine and the Panel makes no further comment or
recommendations in relation to this specific aspect of SOEB oversight and
accountability. However, the Panel nonetheless considered it appropriate to make
mention of stakeholders’ concerns given the strong feedback received during
consultation.
The Panel’s proposed improvements to the provision of relevant and timely SOEB
information, proposed above, may enhance the Scrutiny Committees’ capacity to
perform its SOEB oversight function in a more informed and effective manner.

6.6.

Transparent identification,
non-commercial activities

delivery

and

funding

of

As a part of National Competition Policy, a clear policy framework was established
through which the SOEBs may undertake non-commercial activities for the
achievement of broader policy objectives. In the case of the electricity concession
and Bass Strait Island CSOs, the cost of delivering these activities is transparently
recorded through the annual State Budget process.
The CSO process is a key component in minimising the potential disconnect
between directors’ duties and the legislative framework on the one hand and the
delivery of broader policy objectives on the other. The treatment of non-commercial
activities in this way also enables the SOEBs to be held accountable for efficient
delivery of the service and for the Government to be held accountable for the
policy itself and its overall cost.
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The Panel has observed a level of non-transparency in the funding of some
non-commercial activities. The most prominent example relates to Aurora Energy’s
operation of the TVPS. The TVPS has not been able to recover its costs from the
market. Rather, the current commercial viability of the TVPS has been underpinned
by the current regulatory regime that determines the wholesale energy allowance
and imposes controls over the contractual arrangements with Hydro Tasmania for
supplying the non-contestable load. The arrangement effectively transfers the
shortfall in market value for the TVPS to Hydro Tasmania. This is not transparent or
sustainable
There are alternative, more transparent means to support the TVPS on the grounds of
energy supply security ‘risk insurance’ that the Panel’s considers more appropriate.
The Panel has observed other examples where the CSO framework has not been
deployed where it would have been appropriate to do so. For instance, in 2009 the
Government wrote to Aurora Energy to express a desire for tariff increases charged
under the Aurora Energy Pay as You Go (APAYG) billing system to be effectively
‘capped’ for concession cardholders at a rate below that at which Aurora Energy
was intending to charge.66
The Panel understands from its discussions with Aurora Energy that an agreement
was subsequently reached with the Shareholders through a negotiated process,
which resulted in the Shareholders accepting a commensurately lower dividend in
order to fund r the cost of delivering the price cap for these customers.67 While the
APAYG ‘price cap’ was publicly announced by the Government and
Aurora Energy, its actual cost was only ever captured in confidential Corporate
Plans, rather than transparently as a line item in the State Budget, as would be
expected for an activity of this kind.
TasCOSS suggested in its submission on the Draft Report that these arrangements
represent a non-transparent Government subsidy of the APAYG product, which has
in turn incentivised its up-take by low-income customers.
The Panel has also viewed evidence68 that shows the Government had also planned
to deliver its ‘five per cent price cap’ promise through an arrangement where it
would accept reduced dividends from the relevant SOEBs, rather than through a
transparent CSO contract.

66
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As a ‘product of choice’ for Tasmanian customers, APAYG tariffs are not set by the Regulator, but at commercial
rates determined by Aurora Energy.
On 8 July 2009, Aurora Energy announced that APAYG prices would be increased by an average 12 per cent in
2009-10, largely as a result of “...the product's higher technology costs, higher than expected transmission
charges and inflation” (Aurora Energy Media Release, 26 July 2009). Following intervention from the Government,
average price increases for eligible APAYG concession customers were subsequently brought down to the rise
approved for customers on regulated tariffs – 7.2 per cent. The reduction was achieved by the abolition of the
daily standing charge and a reduced increase in the standard and off-peak winter prices in the 11am to 4pm,
4pm to 8pm and 8pm to 6.30am time-slots.
Cabinet documents.
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The practice of accepting a lower rate of return from businesses in return for the
internal funding of a CSO runs contrary to the agreed policy of operating
government businesses on a fully commercial basis and reduces the businesses own
retained earnings.69 The practical consequence of reducing dividends to fund noncommercial activities is that it undermines government’s ability to be an effective
business owner and sends mixed messages to Boards and management as to what
the owner regards as success. Businesses without clear, unambiguous lines of
accountability to their owner or where the owner sets mixed or contradictory
objectives invariably begin to be run in the interests of the management, with
consequences for both customers and owners.
The central issue is not whether the Government should utilise the SOEBs to deliver
wider policy objectives – this is one of the core reasons that governments continue
to own the businesses. Rather, it is the way in which the Government implements
these policy outcomes that is central. The funding of non-commercial activities via
CSOs rather than through the acceptance of lower than otherwise dividends, is not
an accounting ‘nicety’ or a reflection of technocrats’ desire to tie things up in neat
boxes. It is fundamental to good governance, performance management and
ability of the Government to hold the businesses to account.
A number of stakeholders, including TasCOSS, the ESAA and LYMMCo offered strong
support to the Panel’s recommendations with regard to the transparent treatment of
CSOs, consistent with the general principal that Government should deal with
energy market and social policy objectives separately.

6.7.

Confidence in the independence of regulatory processes

It is the Panel’s position that financial value in the SOEBs should be an outcome of
efficient operations, not a core driver of policy or regulatory settings. Given the
sector’s economic and social significance to the State, policy and regulatory
settings should be primarily focused on economically efficient outcomes in the
energy market.
Economically efficient prices may or may not be consistent with good financial
outcomes for the SOEBs at a particular moment in time. As electricity consumers,
the Tasmanian community’s interests are best served through economically efficient
pricing. As the ultimate owners of the major electricity businesses, the community’s
interests are also in achieving good financial outcomes as dividends paid by SOEBs,
relieving the pressure on the need to raise Budget revenue through other means.
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Productivity Commission(2008) Financial Performance of Government Trading Enterprises 2004-05 to 2006-07.
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Achieving both of these objectives simultaneously depends on a range of variables,
including the efficacy of decisions around the scope of the businesses activities and
investments, the incentives for productivity improvements provided by the way
shareholder oversight working in practice and the overall demand and supply
balance. It is vital that a framework is established that clearly allocates risk and
reward between owners/taxpayers on the one hand and electricity users on the
other.
In the Tasmanian framework, the TER is responsible for the setting of the Maximum
Allowable Revenue that Aurora Energy may recover from its non-contestable retail
customers through regular (typically three-yearly) pricing determinations. In
determining maximum prices, the TER is required to take into account all cost
components of the supply chain, including the wholesale energy cost allowance,
which is the single largest component.70
Under the Electricity Supply Industry Act 1995 (the ESI Act), the TER is independent of
Ministerial direction in carrying out its functions, including the setting of retail prices
for non-contestable customers. The Act provides the TER with a high level of flexibility
in how it undertakes its key functions. However, Parliament remains responsible for
defining the framework within which the TER operates, including through the Price
Control Regulations (PCR).
Within this framework, government appropriately
provides for the consideration and balancing by the TER of a range of broad
objectives, including the quality and efficiency of services, the financial sustainability
of the businesses and the ‘public interest’ (among others).
In its investigation of recent pricing trends, the Panel has observed that the
Government has provided additional, specific direction to the TER with regard to
either the wholesale energy cost allowance itself (as in 2007), or the methodology
that should be used for arriving at that allowance.
Under the 2007 Determination - where the Government, not the TER, set the
wholesale energy cost allowance - one of the key principles applied Government
was that the allowance should contribute to the sustainability of Hydro Tasmania
and Aurora Energy to ensure sufficient revenue capacity to earn a commercial
return.71 This ultimately resulted in an ‘adjustment factor’ of approximately $3MW/h72
being applied to the allowance that had been recommended by independent
consultants based on the application of a long-run marginal cost methodology.
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For a detailed description of how the Regulator determines prices for non-contestable customers, see the
Panel’s discussion paper ‘Tasmania’s electricity pricing trends 2000-2011’.

71

See Department of Treasury and Finance, (May 2007) Energy Pricing for Non-contestable Customers – Report to
the Treasurer.
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The Panel understands that the adjustment was justified in part based on Hydro Tasmania’s weakened revenue
raising capacity while it rebuilt its storages during a period of drought but has found no evidence or clear
explanation of how the $3 MW/h figure was derived.
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Regulatory frameworks must be adaptive and responsive to change where it is
demonstrated that they are not delivering the objectives they have been primarily
established to achieve. However, given the primary aim of the regulatory framework
is to support the efficient operation of the energy market, it is important that market
participants cannot form the impression that specific direction provided by the
Government to the Regulator, through changes to the regulatory framework, is
driven by Shareholder value considerations. When the Government is both a
business owner and responsible for setting regulatory arrangements, it is crucial that
clear demarcations between these functions are, and are seen to be, maintained.
The Government’s involvement in specific elements of recent pricing determinations
– beyond the establishment of the broad principles and objectives that underpin the
regulatory framework - raises potential concerns about the actual or perceived level
of ‘functional’ independence that the TER is afforded in making pricing decisions.
The Price Control Regulations are designed to provide a high-level of flexibility in the
mechanisms that the TER uses in achieving the objectives set out in the regulatory
framework. The Panel endorses the Office of the Tasmanian Economic Regulator’s
(OTTER) view73 that the high level regulatory framework - once appropriately set by
Government - should remain consistent between regulatory periods as far as is
possible. Crucially, it should also permit the TER sufficient independence, particularly
with regard to the application of technical and methodological approaches.
Complete transparency in regulatory pricing arrangements will become critically
important for the new entry of private capital in the market with the introduction of
full retail contestability and attendant ‘fall-back’ contract arrangements. A number
of electricity retailers have raised this as an issue in their discussions with the Panel.

6.8. The way forward
The Panel recommends that:
1. The Tasmanian Government develops a publicly-available Energy Business
Ownership Policy to more clearly articulate its overarching strategic
objectives and scope for the SOEBs.
2. The Tasmanian Government transparently identifies, endorses, costs and funds
all non-commercial activities undertaken by the SOEBs, consistent with its
existing CSO policy framework. CSOs should be directly funded through the
budget process, rather than through internal transfers and acceptance by
the Shareholders of reduced rates of return.
3. SOEB oversight continues to be refined and improved over time with a
specific focus on putting in place accountability and incentive mechanisms
that provide a clearer ‘line of sight’ between Shareholder expectations and
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See OTTER’s submission to the Issues Paper.
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the requirements of the regulatory framework on the one hand, and board
management and staff performance on the other.
4. The following key functions should underpin any Government review of
allocation of energy market and policy responsibilities across the
bureaucracy:
 A strong SOEB ownership and oversight function, focused on driving the
efficient performance of the businesses from a Shareholder perspective;
 An expert energy policy function with the sufficient mandate, capacity and
authority to provide robust advice to Government, preferably through the
portfolio Minister; and
 A strategic, ‘whole of government’ policy oversight capacity with the ability
to weigh and consider the impacts of energy policy proposals from a more
holistic perspective, taking into account broader social, economic and
environmental impacts, preferably coordinated by a central agency.
5. At a minimum, each of the SOEBs provides to the Parliament – and therefore
the wider Tasmanian community – the following:
 An annual Statement of Corporate Intent (SCI) at the commencement of
the Financial Year, summarising the key objectives and performance targets
from the SOEB’s Corporate Plan;
 A Half-Yearly Report that provides a summary of year-to-date performance
against targets set in the SCI; and
 An Annual Report.
6. The TER is given the discretion to independently apply appropriate
approaches and methodologies, within the context of principles and
objectives set by the regulatory framework. If there are specific outcomes
that the Government considers should be taken into account, then it may put
the case to the TER in submissions to the independent regulatory process.
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7. The merits of retail competition
Key Messages:
Retail competition is the best means of promoting ongoing price and service benefits
to customers over time.
The experience elsewhere in the NEM is that competitive retail markets have delivered
better price and service offers than regulated ‘fall-back’ arrangements.
In 2008, the TER undertook a comprehensive cost benefit review of full retail
competition (FRC) and concluded that, with appropriate reform of the wholesale
market in Tasmania, the overall benefits of FRC would outweigh the costs. The Panel
supports this conclusion, and is recommending structural change to the wholesale
market that would deliver the necessary conditions for effective and sustained retail
competition.
Both the large national retailers and smaller niche retailers have confirmed that, in
principle, the Tasmanian retail market is attractive and would warrant their
participation.
The large retailers have a long-term perspective on market entry. Their business model
is based on a major financial commitment to build a long-term sustainable business.
Smaller niche retailers have a more opportunistic approach to entry. Their business
model is typically more flexible - to enter as opportunities to earn a retail margin
appear and to exit if they subsequently disappear.
Retailing to commercial and industrial customers requires a different business model to
retailing to the mass market. Commercial and industrial contracting is typically
contract-to-contract, and wholesale risks are more easily managed ‘back-to-back’
with the retail contract. On the other hand, mass market customers are typically
much more ‘sticky’, and potentially present larger wholesale energy risks for retailers,
particularly small customers for which regulatory pricing arrangements apply.
The market structure on which retailers will base entry to the market is fundamental to
the nature of retail competition that is likely to emerge.
Leaving aside the structure of the wholesale market, national retailers have
highlighted two regulatory factors that are crucial in increasing the attractiveness of
the Tasmanian retail market particularly for mass market customers:


Minimising the differences between Tasmania and other jurisdictions with
regard to customer-related regulatory arrangements and licensing
requirements ; and



clarity and predictability in any regulatory process for determining default tariffs
or other forms of price regulation for small customers.
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Choice of a retailer service provider for all Tasmanian customers has been a longstanding policy position of successive Tasmanian governments. Indeed, one of the
primary aims of joining the NEM was to deliver choice to Tasmanian electricity
customers.
In 2003, the then Minister for Energy stated that:
“Tasmania’s entry into the NEM will create competition and introduce choice in the
Tasmanian electricity market, thereby providing benefits to Tasmanian business and
household consumers”.74 (emphasis added)

In the Draft Report, the Panel put forward options for reform of the Tasmanian
electricity market with the aim of developing a sustainable retail market to support
the deregulation of non-contestable customers, otherwise known as FRC.
Support for FRC was not universal in submissions on the Draft Report. For example, a
small number of stakeholders, including TasCOSS and the Property Council of
Australia remain sceptical of the benefits of FRC to Tasmanian customers. These
parties suggested that the benefits may be outweighed by the costs, particularly
given the small and ‘unique’ nature of the Tasmanian market. For example, TasCOSS
commented that there are a number of costs of FRC implementation that the Panel
has not properly acknowledged – including marketing and customer acquisition
costs – and rejects the introduction of FRC.75
Aurora Energy supported FRC where it provides benefits to consumers, but identified
that the largest benefits to consumers would come from changing the methodology
for regulating wholesale energy costs in retail tariffs.76

7.1.

Merits of retail competition versus continued regulation

While the Panel‘s recommended changes to the methodology for calculating the
wholesale energy cost allowance are likely to provide immediate benefits to
non-contestable customers, the introduction of FRC, provided that it is supported by
effective retail competition, is the best means of promoting ongoing price and
service benefits to small customers over time. It will also provide the basis for a move
away from permanent reliance on regulatory process to set the prices paid by small
business and household customers.77

74
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Source: Second reading speech for the Electricity Supply Industry Amendment Bill 2003, which introduced the
framework for retail contestability in Tasmania.
TasCOSS submission on the Panel’s Draft Report, p.4.
Aurora Energy submission on the Panel’s Draft Report, pp.10-11.
Although there may be an ongoing role for regulation as is the case in most NEM regions (other than Victoria).
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The experience elsewhere in the NEM and other countries has been that FRC has
resulted in the development of retail businesses that flexibly respond to market
opportunities and find ways of delivering value-driven approaches to meeting
customer demands. 78 There is no reason to believe that the Tasmanian experience
would be any different to other jurisdictions that have met the challenge of
undertaking fundamental structural reforms.
Figure 7.1 shows the impact of retail competition in driving price offers in other NEM
regions. It shows that customers in other NEM regions are able to access a wide
range of offers, some of which deliver very large savings relative to the regulated
prices/standing offers that are set through regulatory processes.
Figure 7.1 - Price diversity in retail product offers in NEM regions – market offers
compared with standing/regulated offers

Source: State of the Energy Market 2011, AER, p111 and p114
Note: The data in the Figure shows the AER’s estimate of the annual cost for a customer using 7500 KWh per
annum. The diamond shows the AER’s estimate of the cost of that level of consumption using the standing
offer tariff, and the range is the AER’s estimate of the annual cost of that level of consumption based on offers
made by competing retailers. In this sense annual cost represents the price diversity of a customer’s bill over
the range of retail offers based on a customer using 7500 KWh per annum.

For example, customers in Victoria are able to access prices that are up to
25 per cent lower than the standing offer. In Queensland, offers vary between
12 per cent below the regulated tariff and 9 per cent above that rate.
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For example, competitive pressures have driven retailers to find lower-risk and lower cost approaches to
managing risks, with consequential benefits to customers. This is not only the case in energy, but across many
forms of retailing (e.g. the recent milk, bread and fruit and vegetable ‘price wars’ between the large national
food retailers).
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The key point is that the development of competition provides the path for offers to
customers that are materially below regulated prices. Where offers are made that
are higher than regulated arrangements, customers are not obliged to take those
offers up, and can choose lower offers. The fact that Tasmanian regulated prices
are currently not widely out of line with regulated prices elsewhere in the NEM (see
Chapter 14) does not mean that genuine competition could not deliver superior
price outcomes.
Some submissions have commented that it would be desirable for the Panel to
provide more detail on the costs and benefits of FRC. The Panel has previously
stated that it would not replicate the work of the Tasmanian Economic Regulator
(TER) in undertaking a full cost-benefit analysis of FRC. The work that was undertaken
in 2008 concluded that the societal benefits of FRC outweighed the societal costs
and recommended that:
“…the Tasmanian Government implement FRC progressively from 1 July 2010,
commencing with extension of competition to all business customers. This
recommendation is made together with proposals that the Government should take
appropriate steps to ensure that the governance of the wholesale electricity market is
conducive to the development of competition, so as to maximise the benefits of FRC,
and that the possible negative distributional effects of introducing FRC, particularly
potential transitional price increases for some customers, be appropriately managed
by Government.79”

The Panel has examined wholesale market issues in considerable detail and has
proposed a package of reforms that it considers will achieve the objective identified
by the TER above.
The implementation of FRC would involve material costs, but these costs would be
much less than those jurisdictions that adopted retail reform early. FRC costs could
be minimised – and the scope for retail competition maximised – if Tasmania learns
from and adapts FRC implementation strategies and systems adopted in other
jurisdictions. For example, several large nationally-based retailers submitted that the
more closely regulatory arrangements for FRC resembled arrangements elsewhere in
the NEM, the lower would be their costs of entry and the greater their willingness to
invest in the Tasmanian market.80
The costs of implementing FRC predominantly arise from IT systems required to
facilitate customer switching between retailers. The TER’s report on FRC highlighted
that a variety of approaches can be taken in relation to the sophistication of systems
required to support customer churn. Appropriate system choices can therefore
achieve material reductions in the costs faced by customers. The TER’s estimates in
2008 were that the costs of the systems necessary to support the operation of a fully
competitive retail market were estimated to be $20 to $35 per customer per year.
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OTTER (2008), Public Benefit Assessment for Electricity Retail Competition in Tasmania, Final Report, p.i.

80

See AGL, TRUenergy and Alinta Energy’s submissions to the Panel’s Draft Report.
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With the declaration of contestability for Tranche 5a customers, many of these costs
have already been incurred by Aurora Energy. Aurora Energy is currently updating
its estimates of the costs for the distribution network of implementing FRC in
Tasmania, but these were not available at the time of finalising this Report.

7.2. Development of the Retail Market to Support FRC
In the Draft Report, the Panel raised three options for the future of retail competition
in Tasmania:
1.

maintain the status-quo where retail contestability is halted at customers of
50MWh and above, and small business and household customers remain noncontestable;

2.

FRC is declared and development of retail competition is left to simply unfold,
as was done in the previous contestability tranches, referred to as ‘organic
retail development’; and

3.

FRC is declared and the Tasmanian Government proactively introduces new
retailers into Tasmania by splitting Aurora Energy’s retail business into smaller
retail parcels and selling those parcels through a competitive process,
referred to as ‘proactive retail development’.

The Panel considers that the third of these options provides the most effective path
to the delivery of effective choice for all Tasmanian electricity customers. 81
Under the proactive retail development approach, each retail parcel made
available for sale would have a combination of:


a share of Aurora Energy’s contestable customer retail book; and



a share of the current non-contestable customer base.

The Draft Report went on to discuss options for wholesale hedging of these retail
loads.

7.2.1.

Submissions in response to the Draft Report

The nationally-based mass market retailers strongly supported the Panel’s proactive
retail development model.82 For example, Alinta Energy said:
‘Auctioning customers in a sufficient number of packages, or across a sufficient
number of new entrants through an appropriate auction process, is necessary to
ensure Tasmanian entry is at least (if not more attractive) than pursuing market share in
larger NEM regions.

81
82

Draft Report, pp.255-256.
AGL submission, p.3; Origin submission, p.2; TRUenergy submission, p.6; Alinta Energy submission, p.6.
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Reliance on organic growth is not the preferred approach as it requires significantly
more resources and makes Tasmania less attractive, given Aurora’s dominant position,
than existing regions where retail contestability exists. While organic growth is viable,
especially for smaller players, it best follows an initial auction process that would
remove the Government backed Aurora retail business.’83

TRUenergy similarly supported proactive retail development approach for a number
of reasons and commented:
lf [the sale of Aurora’s retail book in parcels] is managed well it will realise the best
value to the Government and provide choice for all Tasmanian customers in the near
term. lt addresses the issues raised in the [status quo and organic retail development]
options, as it provides an attractive entry option into the Tasmanian market for a wide
range of retailers. The ideal option is that three parcels are created.84

7.2.2.

Panel’s analysis and conclusions

The small size of the Tasmanian retail electricity market – particularly the number of
mass-market customers85 – means that the entry of private capital in the retail
market is likely to be limited if the market is left to develop on an organic basis.
Large nationally-based retailers have submitted that they are unlikely to pursue an
entry strategy based on the gradual accumulation of customers over time. This is
partly because of the considerable fixed costs national retailers face in entering a
new market, which include marketing programs and systems modification. Such
costs mean that it is not worthwhile for these retailers to enter the Tasmanian market
in order to gradually acquire customers when more attractive expansion options are
available in other jurisdictions.
The other argument against organic entry raised by the nationally-based retailers is
that they would hesitate entering in the presence of a large incumbent retailer. It is
difficult to put much weight on this argument, given these same retailers have
entered other NEM regions where a retailer or retailers have previously been
dominant – for example, in South Australia where AGL initially served almost all
customers and, more recently AGL’s efforts to build a 500,000 customer base in NSW
where two large retailers dominate (Origin and TRUenergy).
Some small ‘niche’ retailers that largely focus on larger commercial and industrial
customers may enter the Tasmanian retail market with an organic entry strategy,
although the absence of such entry to date (other than ERM) is notable. However,
the emergence of small retailers alone would be unlikely to spread the benefits of
competition to the majority of small business and household customers.
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Alinta Energy submission, p.6.
TRUenergy submission on the Draft Report, p.6.
The number of mass market customers is estimated to be around 250 000 customers, comprising approximately
180 000 household customers, 30 000 small business customers and 40 000 Aurora Energy PAYG customers.
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7.3. Effectiveness of retail competition to deliver sustained choice
From submissions made on the Draft Report by national retailers, the Panel has
observed two distinct market entry strategies:


On the one hand, large, nationally-based retailers that are interested in
entering Tasmania to service all customers – commercial, industrial, large and
small business and household customers - consider entry on a long term basis
with the attendant investment costs.



On the other hand, smaller ‘niche’ retailers have indicated that their entry
into the Tasmanian market would be based on their ability to enter into
suitable hedging arrangements with Hydro Tasmania, either to service
commercial and industrial loads, or in some cases to serve the mass-market
on an opportunistic basis. This type of retail strategy is not necessarily based
on building a long-term position in the market. Rather it is predicated on a ‘hit
and run’ market strategy, should market conditions fail to support sufficient
returns.

It is clear that it is not only the entry by retailers into the Tasmanian market, but also
the type of entry strategy that those retailers employ that will determine how
effective retail competition for small business and household customers will be.
This observation is supported by the Private Generators Group:
‘The Panel has correctly identified that the lack of choice of counterparties in the
wholesale market creates additional risk for retailers. It is clear that some retailers have
been able to manage this risk by entering into short term (1-3 year) contracts with
customers and exercising the option to exit the market at the expiry of the customer
contract (or using the threat of exit). Most retailers would not consider this a viable
long-term strategy.
Such a strategy may well be viable in Tasmania when managing discrete large loads
but not for a mass-market load where retailers need to commit to the market for an
extended period of time. Therefore, the threat of exit is not a viable tool to manage
the ongoing negotiation with the available single counterparty and exit is not an
option without significant brand damage and the requirement to find an alternative
financially responsible market participant. Hence, limited choice of counterparties in
the long term increases business risks significantly for mass market retailers and is the key
impediment to retail competition.’86

Similarly, Alinta Energy noted:
‘If a retail business looked to enter the Tasmanian market in not only the commercial
and industrial sector but in household mass market it would be required to manage a
significant range of commercial and regulatory risks. Additionally, the period of
commitment to this market is likely to be particularly lengthy, i.e. 10 years in order to get
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Private Generators Group submission to the Draft Report, pp.1-2.
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customer scale. This differs markedly to retail entry for sectors of commercial and
industrial load. This contrast is critical to the analysis.
For a commercial and industrial load, a retailer could enter into a discrete contract
with Hydro Tasmania for one to five years to cover an individual major load customer
(as is occurring in Tasmania now); however, this approach is not possible for broader
mass market retail. For mass market customers, retail businesses will be required to
purchase a range of products, to match the variable and sometimes unpredictable
mass market load they acquire. Further, long-term retention of customers is critical to
generating financial returns in a competitive environment with thin margins.
As a consequence of these differences, one large load for a fixed period versus an
ongoing large number of small customers, retail businesses need to be able to manage
risks on an ongoing basis more cautiously. In the absence of retailers owning
generation in that region, this will necessarily entail use of bilateral contracts and
derivative markets.’87

The Panel’s view is that the type of retail business model will influence the
development of a sustainable retail market that will offer customers choice over the
long term.
Entry of retailers intending to participate in the mass market will also offer choice to
commercial and industrial customers. The opposite is true for retailers with a business
model focused on commercial and industrial customers, such as ERM, who do not
intend to offer services to the mass market should these customers become
contestable. Similarly, retailers who enter and remain in the mass market on an
opportunistic basis only while their wholesale risk is managed through contract
arrangements with Hydro Tasmania are unlikely to offer durable choice to
commercial and industrial customers.
The market structure on which retailers will base entry to the market will determine
the nature of retail competition that is likely to emerge. This is a fundamental point
that policy makers who support the introduction of FRC must understand and
accept.
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Alinta Energy submission to the Draft Report, p.3.
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8. Assessment of current market structure
Key Messages:
If FRC is declared in Tasmania without any reform of the wholesale market, it is highly
likely that the number of retailers choosing to participate would remain small. As such,
effective competition for small businesses and household customers would not be
delivered on a widespread and sustained basis. It would result in retail competition
remaining dependent on Hydro Tasmania’s benign behaviour and contract terms.
Retail entry would likely be limited to small, ‘niche’ retailers adopting a ‘hit and run’
approach to the market, which may provide useful short-term savings to customers
deemed to have a high retail margin, but which offers no basis for the emergence of
self-sustaining retail competition in the longer term, particularly to smaller customers.
Robust and sustainable competition in the retail market requires the participation of
large nationally-based retailers. They would bring a long-term investment perspective
to the market and the capability and experience to manage mass market customers
and a large volume of customer acquisitions. Attracting large retailers to Tasmania is
essential to ensuring that the majority of small business and household customers face
a genuine choice of supplier, while not precluding the opportunity for niche entry.
However, these parties have been very clear that they are unlikely to enter Tasmania
at the small business and household level without changes to the retail and wholesale
market structure.
At the retail level, this would involve providing the opportunity for entry at a sufficiently
large scale to allow per customer costs to be kept low. At the wholesale level, it would
require greater options for contracting to manage spot market risk so they were not
reliant on the continuation of benign behaviour by Hydro Tasmanian in the spot and
contract markets.
Potential new entrant retailers have told the Panel that Tasmania would remain a low
priority in the event that FRC were declared due to the continuing risks they would
face in the wholesale market. Although Hydro Tasmania has not exercised its market
power on a sustained basis, it has signalled its ability to vary spot prices irrespective of
market conditions on a regular basis. These market signals are sufficient to deter new
entrant retailers, who cannot base investment decisions on Hydro Tasmania remaining
a ‘benevolent monopolist’.
Failure to address the clear consequences of the current structure of the wholesale
energy market will effectively ‘lock in’ the absence of effective competition and
customer choice indefinitely, denying Tasmanians the benefits of competition and
choice that have been delivered to consumers elsewhere in the NEM and which have
been central to the electricity market reform agenda in Tasmania since 1997.
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8.1. Introduction
As discussed in Chapter 3, a key aim of the Panel’s Energy Supply Industry Policy
Objective is to ensure that customers face efficient electricity prices – that is, prices
that support an efficient, reliable and sustainable industry over the long term.
The predominant means of achieving this outcome in Australia and many other
jurisdictions has been to undertake vertical and horizontal structural separation of
vertically-integrated energy businesses.
The objective has been to enable
competition to drive efficient outcomes in those elements of the supply chain that
are potentially contestable, and to regulate the remaining ‘natural monopoly’
elements. This approach has given rise to the NEM framework of competitive
wholesale and retail markets combined with the economic regulation of networks.
The NEM framework, which Tasmania committed to in the late 1990s and adopted in
May 2005, is based on competition at the wholesale level between generators
offering to supply power to retailers and competition at the retail level between
retailers offering to supply power to end-customers.
To date, the Tasmanian electricity supply industry has undergone vertical separation,
but limited horizontal disaggregation, with a single large participant operating at
each functional level of the market. Currently, the Tasmanian market is
characterised by:

88



a dominant generator, Hydro Tasmania, that owns and operates 2 276 MW of
hydro capacity that supplies around 80 per cent of Tasmania’s electricity
demand; and in partnership with Shenhua Clean Energy Holding Pty Ltd also
owns two major wind farms at Woolnorth (Bluff Point and Studland Bay
140 MW);



a dominant retailer, Aurora Energy, that serves the vast majority of customers
in Tasmania88 and also owns and operates the 387 MW Tamar Valley gas
power station that supplies just over 10 per cent of the State’s electricity
demand;



a monopoly owner and operator of the low voltage distribution system, also
Aurora Energy;



a separate high voltage transmission company, Transend Networks; and



a privately owned inter-regional transmission cable, Basslink, with an import
capacity of 480 MW and export capacity of 500 MW peaking for short periods
at 630 MW, effectively controlled by Hydro Tasmania

The Office of the Tasmanian Economic Regulator’s ‘Tasmanian Energy Supply Industry Performance Report
2010-11’ notes that as at 30 June 2011, Aurora Energy retained 89 per cent of market share, based on sales
volume, for the large customer market (Trances 1-4). This represents an increase from the previous year of 82 per
cent. Of the five licensed electricity retailers in Tasmania only Aurora Energy offers market contracts to Tranche
5a contestable customers; and Aurora Energy holds an exclusive franchise for non-contestable customers.
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While concentrated ownership of network functions can justifiably be attributed to
the benefits arising from economies of scale and the application of economic
regulation to promote the interests of consumers, market dominance at the
generation and retail levels limits customer choice and competition without
necessarily providing offsetting efficiency benefits.

8.2.

Retail market competition

8.2.1.

Current scope for retail competition

The scope for retail competition in Tasmania is currently limited by the restriction on
contestability to customers consuming more than 50 MWh per annum. The only
retailer apart from Aurora Energy that is active in the contestable market is ERM
Power Retailing (ERM), which specialises in supplying commercial and industrial
loads.89
The TER has estimated that Aurora Energy has retained around 89 per cent market
share of the contestable market90, and it has a legislative monopoly for noncontestable customers.
A Bill91 to extend retail contestability to all electricity customers was introduced to
the Tasmanian Parliament by the Tasmanian Liberal’s Energy Spokesperson
Mr Matthew Groom MP on 15 March 2011. The Bill was referred to the Panel by the
Minister for Energy in May 2011. The Minister highlighted:
“To be clear, I am referring this Bill to the Panel in the context of the Panel examining
the application of retail contestability to domestic customers, having regard to the
cost-benefit analysis undertaken by the TER in 2009, rather than requesting an
evaluation of the drafting of the Bill.”

If FRC were declared in Tasmania, the Panel considers it is highly likely that the
number of retailers choosing to participate would remain small, and would be
unlikely to compete on a sustained basis, without further reforms. More significantly,
simply declaring FRC, without reforms to the wholesale market structure is highly likely
to fail as a means of delivering the long term benefits of competition and choice to
the majority of small business and household customers in Tasmania.

89

90

91

ERM Power has advised that, at this time they will not be offering market contracts to Tranche 5a customers in
Tasmania. Further, the remaining new entrant licensed retailers (AGL Sales Pty Ltd, Essential Energy and
TRUEnergy Pty Ltd have advised that they do not currently intend to offer market contracts to Tranche 3 and
Tranche 4 customers (i.e. customers that consume less than 4 GWh of electricity per year.
Source: www. power.tas.gov.au.
Based on sales volume - The Office of the Tasmanian Economic Regulator’s Tasmanian Energy Supply Industry
Performance Report 2010-11’.
Bill 16 of 2011 - Electricity Supply Industry (Lower Power Prices for all Tasmanians) Bill.
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Full Retail Contestability vs Effective Retail Competition
The declaration of customer contestability is a necessary pre-condition for effective retail
competition for small business and household customers, but in itself does not guarantee
that such competition will emerge. The contemporary experience of Tranche 5a
customers in Tasmania is a very good example – contestability has been declared and
choice theoretically available, but there is only one business operating in that segment of
the market – Aurora Energy.
It is therefore important that the two concepts are not used interchangeably. FRC simply
refers to the declaration of the market as wholly contestable, which can be achieved, in
large part, by the passage of relatively a minor legislative amendment. Declaring FRC is
not costless. Aurora Energy’s distribution business will be required to make significant
investment to enable customer switching in the mass market. The cost of this investment
will be recouped from newly contestable customers whether or not they have the choice
of retailer to switch between.
In developing its reform options, the Panel has focused on those measures that it
considers provide the best opportunity for effective competition to emerge within a
reasonable timeframe once FRC is formally declared – that is, retail competition that is
effective and sustained over the long term. As explained in more detail throughout this
Chapter, simply ‘declaring’ FRC, unaccompanied by structural wholesale market reform,
is likely to lead to a sub-optimal form of competition at the small business and household
level, whereby the associated costs may not be outweighed by price and other benefits
for these customers.

8.2.2.

Analysis in the Draft Report

In its Draft Report, the Panel discussed a number of potential barriers to competition
in the retail market. Based on stakeholder feedback, some of these barriers – such
as the relative size of the market and the large proportion of customers on
concessions – do not appear to be material.92 Similarly, the incumbent retailer
Aurora Energy was not widely seen to hold a significantly dominant position to the
extent that it would deter other retailers entering the market, so long as it is
separated from its network business by appropriate ring-fencing arrangements.
Others potential barriers could be managed with suitable regulatory arrangements.
For example, appropriate retail tariff regulation should prevent retailers facing a
margin ‘squeeze’ between wholesale prices and caps on retail prices. Similarly,
customer protections and other requirements can be aligned with those that apply
elsewhere in the NEM to minimise retailers’ incremental costs of participating in the
Tasmanian market.

92

For example, see submissions from TRUenergy, AGL and Alinta Energy.
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The Panel concluded that the key ongoing barrier to competition in the retail market
stems from the current structure of the wholesale market in Tasmania and the
potential risks this presents for retailers. The relevance of concentration in the
wholesale market to the strength of retail competition arises because all retailers
must source the energy they sell to their customers from the wholesale market. Most
retailers in the NEM seek to hedge their exposures to volatile spot prices through
derivative contracts. This is because retailers typically sell electricity to endcustomers at fixed or limited time-varying tariffs while purchasing wholesale
electricity at prices that can vary rapidly and by an enormous extent through the
spot market.
Hydro Tasmania’s dominant position in the spot market, the source of risk for retailers,
and its position as the sole supplier of hedge contracts, the means by which retailers
manage that risk, makes genuine, sustained competition a near impossibility. It is
important to realise that this is a structural problem that exists regardless of Hydro
Tasmania’s chosen market behaviour. It demands a structural solution.

8.2.3.

Submissions in response to the Draft Report

Most stakeholder submissions focussed on the need for wholesale market reform to
promote retail competition and on the reform options put forward by the Panel.
The large nationally-based retailers agreed with the Panel that the current structure
of the wholesale market acted as a barrier to retail entry. For example, AGL said:
‘…it is logical to conclude that in the absence of structural reform, there is relatively
little incentive for retailers to enter the Tasmanian market to compete for customers…
This is an important conclusion of the Panel which AGL agrees with. While there has
been mild activity in the contestable market, the notion that such activity might
continue under a Full Retail Contestability scenario should be treated with caution by
the panel in the absence of structural reform. Retail products offered to large
contestable customers in small markets can be matched with suitable wholesale
hedge contracts, albeit with considerable transaction costs involved. However, with a
larger base of small (e.g. household) customers, this is considerably more difficult to
achieve because they tend to be stickier. As a result, when an entrant retailer needs
to re-contract in the wholesale market, they need a high degree of confidence that
the market will behave in a reasonably predictable manner (i.e. to avoid the risks of
cliff-edge recontracting). In the absence of structural reform, no such confidence
could reasonably exist amongst retailers, despite recent history. A change in policy,
strategy or management would always remain more than a theoretical possibility, and
hence a risk to entrant retailers.’ 93

93

AGL submission to the Draft Report, pp.1-2.
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Similarly, TRUenergy said:
‘Specifically, we agree that one of the major issues inhibiting a competitive retail
market in Tasmania is lack of counterparties in the wholesale market with which to
trade risk management products…
…even if terms and conditions offered today are generous, it is the risk that a major
strategic change in business direction of our counterparty that could adversely impact
our investment that makes the investment untenable. lt is virtually impossible to
contract "niceness" into a commercial arrangement.
The commercial reality is that retailers can choose to enter into other wholesale
markets because of the wider choice of counterparties and the lack of significant retail
competition in Tasmania is a reflection of the current market environment’.94

Alinta commented that it ‘views wholesale market reforms as the primary precondition to ensuring retail market entry and competition.’95 Alinta explained that:
‘Attempting to rely on Hydro Tasmania for all contractual arrangements, on an
ongoing basis, where a long-term commitment to mass market customers is required,
presents an unacceptable commercial risk. Retailers need to know that upon entering
a new market a range of risk management arrangements exist and they are not
entirely dependent on one party; in this instance Hydro Tasmania. Alinta Energy
contends this is the critical reason why Hydro Tasmania’s position must be addressed.’96

Some smaller niche retailers did not share this view. For example, ERM said:
‘We note that Hydro Tasmania is the majority provider of derivative contracts for
electricity retailers to manage their financial exposure to retailing in Tasmania. Our
experience is that Hydro Tasmania has demonstrated a commercially minded
approach, been cooperative, listened to our needs and provided flexibility where
able.
Given our experience in the Tasmanian market we do not see any barriers to entry for
retailers on the wholesale procurement side.’97

In its submission on the Draft Report, Hydro Tasmania commented that the Panel
‘relies on the unattributed and unsubstantiated assertions of “nationally based
retailers” and the allegation that retailers in Tasmania are compelled to avoid
exposure to spot prices’.98 (emphasis added)

94
95
96
97
98

TRUenergy submission to the Draft report, pp.2-3.
Alinta Energy submission to the Draft Report, p.6.
ibid, p.3.
ERM submission to the Draft Report, p.1.
Hydro Tasmania’s submission to the Draft Report p.18.
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Further Hydro Tasmania stated that ‘The Panel’s citation of “nationally based
retailers” is also at odds with Hydro Tasmania’s own commercial discussions with such
retailers. These retailers generally state that they have little interest in establishing
Tasmanian operations at the current levels of contestability, but would be interested
after FRC with the range of wholesale products offered by Hydro Tasmania’.99
(emphasis added)
The Panel felt it was important to clarify the basis for this inconsistency of view as it is
central to an understanding of the barriers to and incentives for, long term entry into
the Tasmanian retail market. The Panel requested national retailers to address this
matter directly in their submissions on the Draft Report. Consistent with its evidence
based approach to the Review, the Panel also requested copies of documentation
held by Hydro Tasmania with retailers not currently participating in the Tasmanian
market concerning their potential entry into the Tasmanian retail market to support
Hydro Tasmania’s position.
On the basis of the information provided, Hydro Tasmania appears to have been
proactive in encouraging both large and ‘niche’ nationally based retailers to
explore the opportunity of retail entry in Tasmania. However, Hydro Tasmania has
provided documentary evidence from only one prospective new entrant ‘niche’
retailer to support its claim. As noted above, a range of submission by retailers on
the Draft Report expressed a contrary view.
Hydro Tasmania’s statement that concerns regarding wholesale energy contracting
are not particularly material to the development of retail competition is at best
simplistic and, most likely, misleading.
For example, while APG’s submission suggested that the lack of FRC was the primary
barrier to its participation in the retail market rather than lack of wholesale
competition, it also noted the importance of other conditions of entry in addition to
the declaration of FRC. These included an assessment of the prevailing retail pricing
regulation approach and the prospect of negotiating a favourable long-term
purchasing position with Hydro Tasmania.100 APG also noted that ‘establishment of 3
(sic) independent trading entities with whom retailers can trade on a level playing
field is attractive and would ease concerns about current spot market risks
associated with Hydro Tasmania’ (emphasis added).101
The Panel interprets APG’s conditions of entry as being that, so long as spot market
risks associated with Hydro Tasmania are managed through suitable hedging
arrangements and these arrangements provided a suitable margin against the
regulated price, they would consider entry into the Tasmanian market. This is not
inconsistent with the broader view of retailers – the management of spot market risk
attributable to Hydro Tasmania is the key barrier to entry. The key difference is that
most retailers will only consider entry if the structure of the market is changed to
remove that risk, rather than having to base entry (and continued participation) on
relying to managing that risk through the cooperation of Hydro Tasmania.
99
100
101

ibid p.19.
APG submission to the Draft Report, p.1.
ibid, p.2.
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Stakeholders also commented on the other prerequisites for vigorous retail
competition in Tasmania in the future.
AGL emphasised the need for light-handed regulation of retail pricing, while
supporting the Panel’s proposed approach of using the higher of long-run marginal
cost or market prices as the basis for the wholesale energy cost allowance element
of regulated retail tariffs.102 AGL also made more detailed comments on the
calculation of LRMC, which are discussed in Chapter 4.
TRUenergy stated an ultimate preference for full retail price deregulation, but
acknowledged that the proposed reform of the LRMC methodology would be an
appropriate intermediate step.103 APG agreed with the ultimate removal of retail
price regulation in order ’to allow genuine full retail competition and consumer
choice benefits to be realised by consumers.’104
Both AGL and TRUenergy also commented on the need for non-price regulation of
retailing to be closely aligned to the other NEM jurisdictions in order to reduce
barriers to entry. AGL said, ‘Due to the relatively small number of customers within
the Tasmanian market, any specific rules or regulations imposed upon retailers
operating in Tasmania are likely to present a significant barrier to participation.’105
TRUenergy noted that entry into the retail market required a long term commitment
at the mass-market level, of ‘at least a decade’, commenting that:
‘By taking on obligations as the financially responsible market participant we would be
unable to easily exit if the environment was not conducive to our long term business
direction. Furthermore brand damage via an exit is significant. In summary, a
commitment to a region is a significant business decision.’106

APG indicated that it would not necessarily seek to build a long-term position in the
retail market, opting for a more opportunistic strategy. However, it expressed an
interest in acquiring a tranche of ‘pay-as-you-go’ retail customers.107
Alinta considered that while a short-term commitment to retail entry (one to five
years) was feasible to serve commercial and industrial loads, ‘this approach is not
possible for broader mass-market retail.’ Alinta agreed on the need for a
decade-long entry commitment at the mass-market level to build customer scale
and to make acceptable commercial returns given the low retail margins available
in that sector.108 This heightened the need for significant reform at the wholesale
level if mass-market competition was to flourish.

102
103
104
105
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107
108

AGL submission to the Draft Report, pp.2-3.
TRUenergy submission to the Draft Report, p.2.
APG submission to the Draft Report, p.2.
AGL submission to the Draft Report, p.3.
TRUenergy submission to the Draft Report, p.5.
APG submission to the Draft Report, pp.1-2; and comments made in meetings with Panel members.
Alinta Energy submission to the Draft Report, p.3.
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8.2.4. Panel’s analysis and conclusions
Retailers in the NEM generally have a number of options for hedging spot price
volatility – they can:


enter wholesale hedge contracts with generators in the same NEM region,
such as swaps or caps;



enter wholesale hedge contracts with generators in a different NEM region
and acquire an appropriate volume of inter-regional settlement residue (IRSR)
rights to hedge the risk that the spot prices in the two regions will diverge from
one another;



acquire or develop their own generation in the same region; or



acquire or develop their own generation in a different region and acquire an
appropriate volume of IRSR rights.

The market experience in other NEM regions is that retailers generally use a
combination of approaches, with the balance shifting over time as market presence
builds.
The structure of the market provides Hydro Tasmania with the ability to control both
the spot price (which is the source of retailers’ principal commercial risk) and the
contract price (which how they ensure against that risk). Unlike other NEM regions,
the option of managing basis risk between NEM jurisdictions with the aid of IRSR units
is unavailable, as all inter-regional residues (IRRs) from the Basslink interconnector are
presently allocated to Hydro Tasmania. Similarly, with the current excess of supply
over demand position, and the continued investment in wind generation on the
basis of REC revenue, a new entrant retailer is unlikely to build its own costly and
unnecessary generation in Tasmania.
Spot price volatility in the Tasmanian market can be ‘unpredictable’ compared to
other NEM jurisdictions. This is because Hydro Tasmania utilises its ability to control
spot price outcomes to influence Basslink flows to maximise arbitrage opportunities
or to ‘bank’ water ahead of the price on carbon. From Hydro Tasmania’s
perspective this is sound commercial behaviour within the market rules. However,
this gives rise to unpredictability in the spot market in the Tasmanian region that is not
generally observed elsewhere.
Box 8.1 provides a contemporary illustrative
example.
It is unlikely, given the unpredictability of the Tasmanian spot market, particularly
during periods of low demand, that a retailer would enter the Tasmanian market
with an unhedged position. The negative financial consequences of being caught
unhedged during the periods of these price outcomes would be significant.
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Box 8.1 - Tasmanian off-peak pricing, 2012
For the first nine weeks of trading in the 2012 calendar year, spot prices in Tasmania
have moved counter to energy demand and for sustained periods of time during low
demand have maintained a consistently high price compared to other regions. This
has had the effect of increasing Basslink southward flows enabling lower Hydro
Tasmania generation output and thus conserving water for the post 1 July 2012
introduction of a price on carbon.
The peak and off-peak pricing outcomes are illustrative of
the differences in the performance of the wholesale
market in Tasmania with elsewhere in the NEM. The Figure
to the left shows the average off-peak and peak prices in
Tasmania and Victoria from 1 January – 17 March 2012.
The Tasmanian average off-peak price over this period
was 40 per cent higher than the average peak price,
which is highly unusual in the NEM. By contrast, the
average Victorian off-peak price was 30 per cent lower
than the average peak prices. The average Tasmanian
off-peak price was twice the Victorian average off-peak
price.
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This Chart shows the Tasmanian spot price during the
week 11-17 March 2012. Tasmanian prices are inversely
related with demand – that is, when demand high, the
spot price is low, and vice versa. This is in sharp contrast
with elsewhere in the NEM, where prices and demand
are positively correlated.
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This Chart shows the Victorian spot price over the same
period – when demand is high, prices are high, and vice
versa.
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The other key observation on recent price trends in Tasmania is the manner in which off-peak prices are
very stable for blocks of time, reflecting Hydro Tasmania’s bidding behaviour. Hydro Tasmania is able
to sustain high off-peak prices owing to the absence of alterantive bidders that would otherwise
provide a competitive discipline. For example, over the week 11-17 March 2012, the Tasmanian spot
price sat at $64.14/MWh for almost a quarter of all of the trading intervals.
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However, Hydro Tasmania’s dominance in the supply of wholesale contracts and
the spot market may not prevent all competitive activity in the Tasmanian retail
market under FRC. As already noted, some niche retailers could enter at least
temporarily in such an environment in three potential ways – if:
1. Like ERM, they could obtain reasonably-priced hedges from Hydro Tasmania.
This strategy may be suited to the commercial and industrial sector where
there is a closer alignment between the retail contract and the wholesale
arrangement that underpins it, and where the commitment of the retailer to
the customer is for the term of a specific arrangement. This approach is likely
to continue to be an option for as long as Hydro Tasmania views parties such
as ERM as a useful alternative buyer of contracts to Aurora Energy.
However, given Hydro Tasmania’s dominance in the generation market, there
is no competitive discipline on Hydro Tasmania to offer cost-reflective hedge
contracts on a sustained basis. As TRUenergy noted in its submission to the
Draft Report:
‘even if terms and conditions entered into today are generous, it is the risk that a major
strategic change in business direction or our counterparty that could adversely impact
our investment that makes the investment untenable. It is virtually impossible to
contract niceness’ into a commercial arrangement.’109

2. They could choose to operate on a partly or wholly unhedged basis, avoiding
the need to negotiate contracts with Hydro Tasmania. However, this would
place such retailers at risk of rapid financial failure if and when wholesale
conditions turned unfavourable due to plant contingencies and/or the
exercise of market power by Hydro Tasmania (Box 8.2 provides an illustrative
example). An unhedged strategy could only work for a niche retailer if it were
able to effectively ‘free-ride’ on the competitive discipline imposed on Hydro
Tasmania by the over-hedged position of larger retailers such as Aurora
Energy (currently) or larger national retailers (if Aurora Energy’s retail book
were sold). An unhedged strategy would generally not be sustainable by a
larger retailer because its very size would tend to mean that its taking of an
unhedged position would also leave Hydro Tasmania in a low-hedged
position with greater freedom to exercise market power in the spot market.
3. They could choose to participate in the Tasmanian market on an
opportunistic basis if FRC were declared. APG suggested that it would enter
and remain in the market for as long as it could negotiate attractive ‘back-toback’ wholesale contracts with Hydro Tasmania that enabled it to earn a
commercial margin between the wholesale price and any regulatory
maximum.
If either the retail or wholesale element of the arrangement could not be profitably
renewed, the opportunistic retailer would either end the relationship with its
109

TRUenergy submission to the Draft Report, p.2.
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customers through pricing itself out of the market or increase prices to the point that
customers were profitable virtually irrespective of wholesale market conditions. Such
‘hit and run’ competition could provide useful short-term savings to certain
customers, but offers no prospect for the emergence of self-sustaining retail
competition in the longer term.
The ability of Hydro Tasmania to apply a financial squeeze between any regulated
maximum prices applicable to small business and household customers and the
wholesale cost of energy has been very clearly demonstrated, as explained in
Box 8.2.
Box 8.2 - Squeeze between regulatory and wholesale market outcomes
The risk of being squeezed between the costs of supply and a regulated retail price was a
key issue raised by retailers as a deterrent to market entry in discussions with the Panel.
This risk has been clearly demonstrated in the Tasmanian market. In its submission to the
Panel’s Issues paper, Hydro Tasmania stated that its contract price in relation to load for noncontestable customers:
‘bears no correlation to wholesale prices or to the production costs or overhead costs
of Hydro Tasmania’.110
Further, Hydro Tasmania commented that it can:
‘profitably hedge the non-contestable load at [the prevailing] market price...’.111
Given the absence of alternatives facing Aurora Energy, there is no incentive for Hydro
Tasmania to reduce its price to Aurora Energy, although by its own admission, Hydro
Tasmania could do so.112
Recognising Hydro Tasmania’s ability to determine the pricing of contracts, the Government
amended the Price Control Regulations to ensure that Hydro Tasmania did not charge
Aurora Energy more than the determined maximum allowable revenue it could recover from
non-contestable customers.113
In a Ministerial Statement on the Tasmanian Energy System, the then Premier noted:
‘The effect of these regulations is to ensure that the price that Aurora's overall cost of
energy, purchased from Hydro Tasmania and supplied from the Tamar Valley Power
Station, is no more than the price it can recover through its regulated retail tariff.’114
In the absence of reform of the wholesale market, new entrant retailers would be in a similar
position to Aurora Energy in negotiating contracts with Hydro Tasmania - having their retail
margins determined by Hydro Tasmania’s unilateral pricing decisions.

110
111
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Hydro Tasmania submission to the Panel’s Issues Paper August 2011, p.5.
Hydro Tasmania submission to the Panel’s Discussion Papers dated 6 May 2011, p.6.
The regulatory framework establishes a maximum recoverable amount that Aurora Energy can factor into tariffs
for non-contestable customers. In doing so, it effectively determines Aurora Energy’s ability to fund its wholesale
energy costs, which are determined by negotiations with Hydro Tasmania, and are not set by the Regulator
under the framework.
Note that this was only in response to the financial implications of the TVPS.
Tasmanian Energy System - Ministerial Statement 16 June 2010, Hansard.
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The ‘hit and run’ competition that would likely emerge under an ‘organic’ model for
retail competition in the absence of wholesale market reform is essentially retail
competition on Hydro Tasmania’s terms. This is because any retailer faces a risk of
being squeezed between the wholesale market and any ongoing price regulation in
the retail market. This was a theme consistently raised in discussions and submissions
from potential new entrant retailers. This risk is not present in the larger commercial
and industrial market, where retail prices can rise and fall with wholesale prices given
the absence of regulation.
‘Hit and run’ competition is also predicated on Aurora Energy continuing to operate
in the market as a ‘retailer of last resort’ to provide customers with an alternative
retailer should the new entrant seek to leave the market. Aurora Energy would face
considerable risk of a loss of value from new entry when retail conditions were
favourable, and an expectation that it would be left exposed to an unfavourable
wholesale market environment if circumstances changed and the new entrant
retailers exercised their flexibility to respond by exiting the market. This is not in the
interest of Tasmanian taxpayers, who are the ultimate owners of Aurora Energy.
The Panel has concluded that robust, long-term competition in the retail market
requires the participation of large nationally-based retailers, such as AGL, Origin,
TRUenergy and Alinta, along with smaller niche retailers. These parties have the
capability and experience to manage mass-market customers and a large volume
of customer acquisitions and have a long-term perspective in relation to market
entry.
This means that attracting large retailers to Tasmania is essential to ensuring that the
majority of small business and household customers face real and sustained choice
of supplier.
Unlike smaller second-tier retailers, the large nationally-based retailers would not find
‘hit-and-run’ retail entry worthwhile because these firms would only enter the small
customer retail market with a view to establishing a long-term branded presence in
the market. ‘Hit-and-run’ entry would strand their high fixed and sunk entry costs and
impose brand costs from sudden exit or tariff escalation.
However, these retailers have indicated they are unlikely to enter Tasmania – at least
at the mass-market level – in the absence of more competitive retail and wholesale
market structures. At the retail level, this would involve providing the opportunity for
entry at a sufficiently large scale to allow per customer costs to be kept low. At the
wholesale level, the large retailers would require competitive options for acquiring
contracts to manage spot market price risk. They are clearly unwilling to enter if it
means relying on the benign future strategy and conduct of Hydro Tasmania which
would be capable of unilaterally stranding their entry investments if it chose to do so.
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Given the present excess of generation capacity in Tasmania - and emerging risks
that this excess could materially increase in the short term by the loss of one or more
major industrial customers - large national retailers do not have a viable option of
simultaneously entering the retail market and investing in new generation to act as a
physical wholesale hedge for their retail loads. This means that attracting these
retailers requires the creation of a competitive wholesale market where retailers
have a choice of parties with whom they contract.
In summary, the Panel’s view is that that the development of a competitive retail
market in Tasmania is constrained by the market structure in the wholesale energy
market. This market structure means that there is significant additional risk, and
potentially cost, for retailers to enter and operate in Tasmania compared to market
opportunities elsewhere. While there may be some opportunistic entry by ‘hit and
run’ retailers, this will not provide smaller customers with effective choice of retailer,
and for larger customers, choice of retailer on a sustained basis.

8.3. Effectiveness of the wholesale market
8.3.1. Hydro Tasmania’s market power
Despite the opportunity for some imports of electricity, given its absolute capacity
relative to other supply options, Hydro Tasmania is almost always required to meet
demand in Tasmania. This means that Hydro Tasmania’s output is ‘pivotal’ in the
spot market and can control the spot price. As Hydro Tasmania is the only provider
of hedge contracts, retailers are put in a position where they must choose between
entering into hedge contract arrangements with Hydro Tasmania or be left exposed
to a spot market price that Hydro Tasmania controls.
Whereas standalone retailers require wholesale hedges to manage risk, standalone
generators often have more freedom to substitute between hedged and unhedged
exposures. This is in part because standalone generators are not financially
exposed115 if they choose not to generate output in respect of which they have not
entered hedges.
Retailers do not have the same freedom to remain unhedged because virtually all
of their customers pay prices that do not vary with spot prices: high spot prices mean
that unhedged retailers get squeezed between buying expensive electricity and
selling it at relatively low fixed prices; low spot prices mean that unhedged
generators can simply choose not to generate.
Hydro Tasmania’s discretion over its level of contracting combined with its dominant
position in the spot market mean that has is a unique level of market power in the
NEM.

115

They will be exposed to their own fixed costs, but not have financial exposures to other market participants.
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Market power is defined as the ability of a firm to profitably:


reduce output in order to increase prices above costs – i.e. the ability to ‘give
less and take more’;



operate without constraint on such activity that would otherwise be imposed
by competitors operating in a competitive market; and/or



alter prices away from their competitive level.

Hydro Tasmania’s market power in the Tasmanian wholesale market was discussed
in significant detail in the Panel’s Draft Report and is included at Appendix 5.

8.3.2.

Analysis in the Draft Report

As discussed in the Draft Report, market performance is often assessed by reference
to outcomes under perfect competition. The actual characteristics of markets
almost always differ from those under perfect competition so market power in reality
is a matter of degree.
As a rule, market power is more likely to be a concern when it is enduring – where
market forces will not serve to correct short-term increases of price above cost.
Enduring market power is regarded as a problem as it may lead to material
economic inefficiencies. Market power that arises from time to time under particular
conditions is referred to as ‘transient market power’ or ‘transient pricing power’. This
is typically not considered to be a policy problem, particularly in capital intensive
sectors such as energy as it usually does not result in material economic
inefficiencies.
The Panel found that Hydro Tasmania clearly has the ability to profitably increase
spot and contract prices on a sustained basis. This is because notwithstanding the
contribution of Basslink (and the TVPS), Hydro Tasmania’s output is required to meet
Tasmanian demand under virtually all market conditions. In other words,
Hydro Tasmania is ‘pivotal’ in the spot market, giving it a unique ability in the NEM to
‘give less and take more’ should it so choose.
Figure 8.1 demonstrates the pivotal role of Hydro Tasmania in the spot market. The
supply lines in Figure 8.1 show the residual capacity available from sources other
than the named supplier. A supplier is pivotal if its supply line is below the demand
curve. The Figure shows that Hydro Tasmania is pivotal in almost all trading intervals
(i.e. the solid blue line is below the demand curve almost all of the time) and in all
intervals if Basslink is considered as part of Hydro Tasmania’s wider portfolio.
Conversely, the orange line shows that Tasmanian demand could be met at all
times without the TVPS operational. That is, the TVPS is never pivotal.
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Figure 8.1 - Tasmanian residual demand curve

Source: Aurora Energy confidential submission to the Panel’s Issues Paper

Hydro Tasmania's ability to set the spot price to any level, and at any time, it wishes
means that retailers are put in a position where they must choose between entering
into hedge contract arrangements with Hydro Tasmania or be left exposed to a spot
market price that Hydro Tasmania can control.
The Draft Report acknowledged that Hydro Tasmania has generally not exercised its
wholesale market power to the extent that it could. Spot market data demonstrate
that the number of high priced events in Tasmania, defined as spot market prices
above $300/MWh, is not remarkably different to that in other NEM jurisdictions.
However, many of these events have occurred in off-peak periods, when the system
was not under stress. More recently, off-peak spot prices in Tasmania have been
inexplicably high, as shown in Box 8.1 above. As noted above, market power
includes an ability to profitably alter prices away from the competitive level, not just
to push prices to extremes.
At those times when Hydro Tasmania has pushed prices to extremes, such as in June
2009 and May 2010, both the data and Hydro Tasmania’s own admissions116 suggest
that its behaviour has had little to do with high demand. In fact, high-priced bidding
often occurred when demand was very low. Rather, the extended periods of high
price bidding by Hydro Tasmania in June 2009 and May 2010 coincided almost
exactly with periods during which the TVPS CCGT plant was unavailable, leaving
Aurora Energy in an under-hedged position.
At other times, Hydro Tasmania has been able to push prices to high levels even
when TVPS was fully available and demand was moderate. Taken together, the
data suggest Hydro Tasmania has an ability to profitably raise the spot price under a
wide range of conditions and has been particularly willing to exercise this ability at
times when its contract position is relatively low and Aurora Energy is under-hedged.
116

As discussed in the Draft Report, the Panel sought explanations from Hydro Tasmania on its bidding behaviour
when the Tasmanian spot price has exceeded $5000/MWh. The explanations had a common theme, namely
that there was a spot market opportunity arising from Hydro Tasmania’s contract position that it sought to
capture.
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Nevertheless, the Draft Report acknowledged that Hydro Tasmania has not, overall,
exercised sustained market power in either the spot market or contract trading.
Annual average Tasmanian spot prices have been similar to or lower than in other
regions of the NEM in recent years. More importantly, analysis by Frontier Economics
showed that Hydro Tasmania’s historical marginal dispatch price has been similar to
the historical opportunity cost of its water modelled under competitive conditions.
Finally, the Panel found that the volume-weighted strike prices of firm swap contracts
going into the future are similar to forward-looking estimates of Hydro Tasmania’s
opportunity cost of water.
Therefore, while Hydro Tasmania has a clear ability to profitably raise wholesale
prices, it has generally chosen not to do so. In an immediate sense, Hydro
Tasmania’s ability to profit from the exercise of its market power in the spot market
has been limited by its contract position. However, Hydro Tasmania’s contract levels
are ultimately a matter of choice. This suggests that Hydro Tasmania has the ability
to drive up the spot price through its bidding behaviour far more often than it has
chosen to do so date.
Moreover, given the absence of alternative counter-parties, the terms and
conditions under which those contracts are offered are also largely a matter of
internal pricing policy, rather than being shaped by outside forces.
Occasional demonstrations of the capacity to bid spot prices to high levels in offpeak periods and the knowledge that Hydro Tasmania is a pivotal generator most of
the time serves as a signal to market participants that unhedged entry into the
Tasmanian region involves risks over and above those elsewhere in the NEM. This is
particularly so given the means of managing these risks, contracts, can only be
sourced from the entity that creates them in the first place.117
For these reasons, the Panel has described Hydro Tasmania as possessing a high
degree of latent market power. The Panel commissioned Frontier Economics to test
the nature and extent of that latent market power under different assumptions. The
results showed that on the assumption that Hydro Tasmania was uncontracted and
all other forces that have a bearing on the competitive influences in the wholesale
market in Tasmania are held constant, Hydro Tasmania had enormous scope to
profitably raise spot prices.
The purpose of this analysis was to show the importance of contracting in reducing
the incentive to exploit market power and its relative importance by comparison
with other constraints.
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The Panel’s Draft Report, p.173.
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The Panel observed that the key implication of Hydro Tasmania’s latent market
power is that retailers will either:


feel compelled to enter hedge contracts with Hydro Tasmania under
whatever terms and conditions are nominated by Hydro Tasmania in order to
avoid the risk of being left exposed to high spot prices at virtually any and all
times; or



avoid entering the market altogether to avoid facing the risk of having being
‘held to ransom’ when contracts come to an end and need to be
renegotiated.

The Panel concluded that:
‘Hydro Tasmania’s latent market power, and its periodic signalling of that power
through spot and contract market outcomes, is a serious barrier to entry into the retail
market by efficient, large scale, mainland retailers.’118

As a result, the Panel proceeded to recommend pro-competitive reforms to the
Tasmanian wholesale market to address current material barriers to entry in the retail
market.

8.3.3.

Submissions in response to the Draft Report

As noted above, most retailers agree that major reform of the Tasmanian wholesale
market is required before they would contemplate retail entry, at least at the massmarket (small business and household) level.
Submissions by the majority of retailers generally focused on the reform options
proper rather than debate the Panel’s analysis of Hydro Tasmania’s market power.
However, AGL’s submission made a number of points supporting the Panel’s market
power analysis. AGL observed that Hydro Tasmania may not have regularly
exercised its market power “due to the political risk of doing so”.119 AGL went on to
comment that Hydro Tasmania’s incentives to exercise market power may be
“blunted by the fact a single government is the owner of electricity production
(Hydro Tasmania) and energy retail (Aurora Energy).” AGL said:
However, if the retail component of the supply chain was no longer owned by
government (e.g. through selling parcels of retail customers), the conditions which
otherwise seem to constrain profit-seeking behaviour would be removed, thus raising
the potential for the exercise of any latent market power that might exist.120

On the other hand, Hydro Tasmania strongly disagreed with the Panel’s market
power analysis on a number of grounds.

118
119
120

The Panel’s Draft Report, p.179.
AGL submission to the Draft Report p.1.
ibid.
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First, on contract levels, Hydro Tasmania commented that it cannot simply choose to
be less contracted. Hydro Tasmania said that it ‘cannot commercially afford’ to be
less contracted and it would be ‘irrational or ‘foolish’ to behave in the manner
posited.’121 Taken at face value, this suggests that Hydro Tasmania will always be
constrained from exercising market power in the spot market due to high levels of
hedging. Furthermore, Hydro Tasmania contended that Aurora Energy and other
market participants are purchasing a significant volume of energy from the spot
market without hedging cover, indicating that they do not fear Hydro Tasmania
engaging in strategic bidding in the spot market.122
Second, Hydro Tasmania submitted that it faced many constraints on its behaviour in
addition to a highly contracted position. These constraints include:


“Significant demand side response (about 150 MW of MI load);



The need to manage water prudently given hydrological risk;



The risk of encouraging new generation entry;



The behaviour of other Tasmanian and Victorian generators;



Contract delivery risk including the risks associated with Basslink operation; and



The need to secure sustainable revenues through the sale of contracts.’123

Third, Hydro Tasmania questioned the Panel’s reliance on the ‘un-tabled’ evidence
of nationally-based retailers, noting that ERM has expressed no concerns about
wholesale contracting with Hydro Tasmania. Hydro Tasmania pointed out what it
regards as inconsistencies between the Panel’s citation of the views of nationallybased retailers and the views these parties have expressed to the AEMC in relation
to the Major Energy Users Inc. (MEU) market power Rule change proposal.
Fourth, Hydro Tasmania contrasted the Panel’s approach to market power in the
Draft Report with that of the AEMC in response to the MEU market power Rule
change. In Hydro Tasmania’s view, the AEMC’s approach would not lead to
intervention. Hydro Tasmania suggested that the Panel’s approach differs from the
AEMC’s approach in two critical respects:
Assumptions about barriers to entry/expansion – Hydro Tasmania claimed that the
Panel did not undertake any analysis of barriers to entry or explain why an
investment response would not occur if prices were high. Hydro Tasmania
suggested that the Panel must have inferred ‘strategic’ barriers to entry, but that
there was no evidence Hydro Tasmania has engaged in behaviour that was
designed to raise such barriers. Hydro Tasmania noted that international literature
and case law showed that economic theory on strategic entry barriers was
difficult to apply in practice ‘because of the high risk of mischaracterising
genuine competitive behaviour as anti-competitive punishment.’124

121
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Hydro Tasmania submission to the Draft Report p.17 .
ibid pp.16-17.
Hydro Tasmania’s submission on the Draft Report, p.18.
ibid, p.23.
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Evidence of the actual or likely exercise of market power – Hydro Tasmania
submitted that, unlike the AEMC’s approach, which requires evidence of actual
or likely exercise of market power prior to intervening in the market, the Panel is
prepared to recommend intervention without any such evidence.
On this basis, Hydro Tasmania contended that:
‘Therefore, there can be no legitimate justification for recommending any structural
reform at the generation level regardless of any debate about the existence or
otherwise of theoretical barriers to entry.’125

8.3.4.

Panel’s analysis and conclusions

The Panel’s response to the points raised in Hydro Tasmania’s submission is as follows.
First and foremost, the Panel rejects Hydro Tasmania’s contention that the only
legitimate justification for the Panel to recommend structural reform in the
Tasmanian region is the actual or likely exercise of substantial market power. The
issues relevant to a national market rule making body such as the AEMC will differ
from questions of industry structure that need to be considered by a particular
jurisdictional government.
The Panel’s view is that different institutions with distinct roles and responsibilities will
apply different threshold tests for determining market power.
For example, the threshold for regulatory intervention applicable to a body such as
the ACCC is appropriately high given the relatively narrow focus of a competition
regulator – namely, enforcement of the pro-competitive provisions of relevant
legislation (in this case, the Competition and Consumer Act 2010 (CCA)). This
threshold has been the topic of case law (including AGL v ACCC (No 3) [2003] FCA
1525)126 and statements by the ACCC.127 128
Similarly, the threshold for rule-making applied by a body such as the AEMC would
be expected to be lower than that applied by the ACCC in its enforcement of the
CCA. This is because the AEMC has a broader role than the ACCC, with an
emphasis on making rules that promote economic efficiency and the long term
interests of consumers in accordance with the National Electricity Objective under
the National Electricity Law.
Further, in making or changing the National Electricity Rules (NER), the AEMC must
be satisfied that the change would promote the National Electricity Objective across
the NEM as a whole. Accordingly, where a particular market distortion arises in one
NEM region, that distortion may not warrant a Rule change that would necessarily
apply across the entire NEM.
125
126
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ibid p.24.
This case involved the AGL instituting proceedings seeking a declaration that its acquisition (through a
consortium) of Loy Yang would not contravene section 50 of the Trade Practices Act 1974. The ACCC objected
to the AGL’s participation in the acquisition on the grounds that it would be likely to substantially lessen
competition. This is a key case in Australian in relation to market power in the NEM. Justice French found that the
acquisition of a minority stake in a generator (Loy Yang) by a retailer (AGL) would not lead to a substantial
lessening of competition.
It is noted that the CCA itself has different thresholds for different purposes.
Note: the CCA itself has different thresholds for varying sections of the CCA.
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Both the CCA and the NER are principally concerned with regulating conduct by
participants in the market. To the extent that distortions are largely or wholly due to
industry structure, solutions that involve changes to the structure of governmentowned businesses are appropriately matters for decision and action by the relevant
jurisdictional government, consistent with relevant obligations under national
competition policy and the Australian Energy Market Act 2004.
In fact, the ACCC made the following observation in its final authorisation decision
under the Trade Practices Act 1974, of Tasmania’s NEM entry arrangements:
“...the Commission remains concerned about the likely size of the anticompetitive
detriments given the small number of Tasmanian generators and that any new entrants
are likely to be small relative to Hydro Tasmania... The Commission is of the view that
any anti-competitive detriments resulting from the structural arrangements will largely
reside in Tasmania. Furthermore, the Commission believes that the Tasmanian
Government’s on-going commitment to addressing issues as they arise in the future will
be crucial in determining the level of competition and subsequent benefits that are
likely to occur in the Tasmanian market.’129 (emphasis added).

The Panel has been established by and reports to the Tasmanian Parliament
according to specific Terms of Reference. As noted in the Panel’s Statement of
Approach, its Issues Paper and in the Draft Report, the Panel has interpreted the
Terms of Reference for its Review as requiring it to investigate and report on the
policy, regulatory, governance and structural reform options that could be
considered to underpin the efficiency of the sector in the future and how these
should be evaluated and prioritised.
In this context, the Panel’s role legitimately includes the making of recommendations
for reforms designed to promote a level of wholesale and retail competition going
beyond the minimum required to avoid either:


regulatory intervention by the ACCC under the CCA; or



changes to the National Electricity Rules by the AEMC under the National
Electricity Law.

In short, the task for the Panel is to determine the industry structure that will provide a
high degree of confidence of better outcomes for Tasmanian electricity consumers
and the Tasmanian economy generally; and not what is the minimum needed to
satisfy investigations by other bodies such as the ACCC, AEMC or the NER.
The Panel considers that Hydro Tasmania has substantial market power in the
Tasmanian wholesale market, and has chosen to exercise that power on a limited
and transient basis.
In the Panel’s view, Hydro Tasmania’s restraint does not obviate the need for
significant structural reform in order to satisfy the TESI objective. Basing industry
structure or reform decisions on the assumption that non-profit-maximising conduct
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ACCC Tasmanian Derogations and Vesting Contract – Final Determinations, p.32.
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by particular participants will continue indefinitely, would appear at best, short
sighted and naive.
As was also noted in the Draft Report, while the threat of intervention may have
been reasonably effective in deterring widespread exercises of market power to
date, the effect and future dependability of such restraints is not predictable
enough to give potential new entrants and their financier’s confidence to invest in
the market. This was affirmed in stakeholders’ submissions, which commented that
investors cannot and do not base their decisions on such an assumption. Therefore, it
is not appropriate for the Panel, having the role of considering reform options to
underpin the future efficiency of the market, to maintain a ‘naïve’ approach to
Hydro Tasmania’s present market conduct.
The analysis undertaken by Frontier Economics identified the scope of Hydro
Tasmania’s ability to profitably raise spot prices based on the assumption that it was
uncontracted. While this is an extreme case used to illustrate the full potential of
Hydro Tasmania’s market power, it is consistent with the view that by varying its
contract cover from time to time Hydro Tasmania would have both the ability and
the incentive to exercise its market power by profitably raising spot prices without
being constrained by the competitive responses of rivals. The purpose of this analysis
was not as a predictive tool or to hypothesise that this is a plausible commercial
reality, rather it was to show the importance of contracting in reducing the incentive
to exploit market power and its relative importance by comparison with other
constraints.
Moving on to the specific points made by Hydro Tasmania, the Panel does not
accept that Hydro Tasmania is prevented from reducing its contract levels, at least
at the margin, should it so choose. The Draft Report highlighted the potential
financial benefits available to Hydro Tasmania from reducing its contract levels and
engaging in strategic bidding in the spot market. In its submission, Hydro Tasmania
did not explain why it is constrained or would refrain from engaging in such profitmaximising behaviour, other than asserting it would be commercially unrealistic or
irrational for it to do so. Whatever the underlying reason for Hydro Tasmania’s
decision to maintain its current levels of contracting, neither the Panel nor potential
new entrants to the Tasmanian retail market can rely on this behaviour continuing
indefinitely in the absence of competitive pressure.
The Panel has not been persuaded that the other purported constraints on Hydro
Tasmania’s behaviour are either material or effective as explained further below.
According to Hydro Tasmania, the main commercial constraint on exercising market
power is the risk of attracting new entry. However, due to a combination of factors,
the Panel does not believe that generation entry in Tasmania is likely to be
commercially feasible for the foreseeable future.
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The Panel notes that the key sources of barriers to entry not derived from
government regulations are:


absolute cost barriers due to low historical costs that cannot be replicated;
and



the existence of sunk costs combined with economies of scale.130

Pre-existing oversupply can exacerbate these barriers, particularly if the excess
capacity is held by the incumbent dominant firm. Growth in on-island supply from
Hydro Tasmania owned wind farms, such as Mussleroe is adding to the oversupply
situation (though being driven by Hydro Tasmania’s commercial strategy to insource
renewable energy certificates required by its growing retail business). Any potential
impact of the high Australian dollar on the manufacturing sector may see sudden
and large exacerbations in the oversupply situation in Tasmania.
While the efficiencies associated with low historical costs and economies of scale
are desirable in themselves, the presence of these factors in the Tasmanian
wholesale market has the effect of deterring new entry.
Hydro Tasmania has an absolute cost advantage over any potential new entrant
because any entrant would need to secure supplies of fuel, most likely gas for a gasfired power station. This has already been observed in relation to the TVPS. This
means that the long-run marginal cost (LRMC) of any new entrant is likely to be
much higher than the LRMC of Hydro Tasmania. Hydro Tasmania could, if it wished,
sustainably set prices in excess of its own LRMC but below any new entrant’s LRMC
without engaging in any conduct that could be considered predatory. This risk is
likely, in itself, to deter new entry.
Another barrier to entry arises due to the ‘sunk’ nature of most of Hydro Tasmania’s
generation costs and is independent of Hydro Tasmania’s absolute cost
advantages. The presence of sunk costs means that Hydro Tasmania would not exit
the market regardless of how much new investment occurred or how cheaply that
new investment could supply electricity.
Due to economies of scale in generation development combined with the relatively
inelastic nature of electricity demand, investors in new capacity would face the risk
that any significant new generation investment could lead to post-entry wholesale
prices below their costs ‘even in the absence of any predatory behaviour by Hydro
Tasmania’. Predatory behaviour, described by Hydro Tasmania, as ‘strategic
behaviour’, would serve to heighten these risks. For example, Hydro Tasmania could
quite conceivably choose to signal its ability to set spot prices at low levels at a time
when an investor was actively considering developing a new generator, specifically
to deter that investment.
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Williams, P.L., ‘The Trade Practices Act and Conditions of Entry’, Australian Economic Review, No. 108, 1994,
pp.108-11
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Similarly, contrary to the view expressed by Hydro Tasmania, the Panel considers that
conditions of pre-existing oversupply in the wholesale market may well coexist with a
firm having substantial market power.131
The Panel accepts that these factors – low historical costs, sunk costs combined with
economies of scale and excess capacity – are all inherited structural features of the
Tasmanian generation sector and were not established by Hydro Tasmania for the
purpose of deterring entry. Nevertheless, their existence means that potential
entrants would face significant obstacles and risk that would discourage or deter
their entry. The resulting market power and entry barriers would allow Hydro
Tasmania to earn sustained economic profits if it sought to do so, without attracting
competitive responses from rivals.
The Panel considers that Hydro Tasmania’s comment that it cannot exercise market
power because this could lead to spilling water is a distraction. Hydro Tasmania may
find it profitable to spill rather than generate (which will be the case if electricity
demand is relatively inelastic). Spilling water simply means that the opportunity cost
of that water is zero; it does not imply that it would be profit-maximising for Hydro
Tasmania to generate electricity with that water simply because it would otherwise
be spilled.
The other so-called constraints on Hydro Tasmania are not material enough to
prevent Hydro Tasmania from economically or physically withholding its contracts
and engaging in strategic bidding to increase its profits. For example, the limited
scope for demand-side response is not significant enough by itself to overcome
these incentives.
Finally, regarding the suggestion of inconsistency between the views of nationallybased retailers expressed to the Panel and to the AEMC, it is not the role or the
intention of the Panel to defend the consistency of stakeholders’ views. However,
the Panel notes that neither stakeholders’ submissions nor the Panel’s Draft Report
suggested that bidding above SRMC reflects a meaningful exercise of market power
from a policy or regulatory perspective. The Panel’s concern is with participants’
reasonably-founded fears that Hydro Tasmania could profitably ‘give less and take
more’ on a more regular and/or unpredictable basis, creating the risk that
investment in new retail entry would be stranded.
In summary, the Panel concludes that failure to recognise and address the
consequences of the structural conditions prevailing in the Tasmanian wholesale
energy market will effectively lock out sustained and effective competition and
customer choice indefinitely. If this occurred, it would deny Tasmanians the benefits
of effective competition and choice and the resulting dynamic efficiency benefits
that have been delivered to consumers elsewhere in the NEM.

131

This is especially possible if, as in the present case, the oversupply (at times of normal inflows) is a legacy of
historical investment decisions and is in the possession of the incumbent dominant firm, Hydro Tasmania. Such
conditions would also heighten the risks to new entrants that post-entry prices would be unfavourable.
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FRC may well be declared, but without structural change sustained choice is likely to
be limited and effectively offered on Hydro Tasmania’s terms. The situation for small
business and household customers could be similar to that of Tranche 5a to date –
contestability has been declared and Aurora Energy remains only choice available.
The challenge of creating a more competitive wholesale market is to do so in a way
that recognises the unique characteristics of the Tasmanian electricity industry. In
particular, Hydro Tasmania’s suite of assets includes a complementary portfolio of
catchments and hydro-electric power stations that may best be operated as an
integrated system.
The Panel is proposing a pro-competitive reform package that retains the
efficiencies of the current physical structure of Tasmania’s generation sector, while
at the same time introducing effective competition into the trading of the energy
output in the wholesale spot and contract markets and facilitating entry and
effective competition and choice in a liberalised retail market.
The Panel’s recommended reform package is discussed in detail in the next
Chapter.
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9. Recommended
Reform Package

approach:

Structural

Key Messages:
The Panel is recommending a pro-competitive structural reform package to address
the structural shortcomings of the TESI. The reforms would retain the efficiencies of
the current integrated hydro generation system, and introduce effective
competition into the wholesale spot and contract markets. This will provide the
currently missing platform for effective competition and choice in a fully contestable
retail market.
The package comprises the following measures:


the separation of the financial trading functions of Hydro Tasmania from its
physical operations and the transfer of the trading functions to three
independent government-owned entities (GenTraders);



the declaration of full-retail contestability, accompanied by the sale of
Aurora Energy’s retail customer book in three similar-sized parcels to bring
national-scale retailers to Tasmania;



a reduction in the number of network businesses, through the amalgamation
of Aurora Energy’s distribution business and Transend Networks to capture
material ongoing efficiencies; and



alternative options for the future ownership of the TVPS and Momentum
Energy.

The Panel’s recommended reform package will:


preserve the current strengths of integrated water management while
delivering effective competition in the Tasmanian wholesale energy market;



deliver choice for retailers in contracting counterparties, and competition in
determining the spot price of electricity in the Tasmanian region of the NEM;



deliver private sector investment in the competitive retail market so that
competition becomes entrenched feature of the Tasmania, in marked
contrast to the current situation;



enable Tasmanian taxpayers to capture the value of Aurora Energy’s retail
business, and reduce taxpayers’ risk exposure; and



allow for the output of the TVPS to be traded by a party that is in a better
position to maximise its value.

Very little would change for Hydro Tasmania in terms of its overall roles and
responsibilities in relation to generation and the management of the hydro system. It
would retain ownership and control of the State’s hydro generating assets, prudently
manage water and determine how much electricity can be produced over time.
The substantive change is that market competition would determine how that
electricity would be traded and under what prices, terms and conditions. This is an
essential change if effective retail competition is to be established in Tasmania and
sustained over the long term.
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9.1.

Introduction

The Panel has established that the primary shortcomings in the TESI are the result of
structural deficiencies. Accordingly, the Panel’s recommended approach to reform
is a package of structural measures designed to promote greater wholesale and
retail market competition in Tasmania.
Implementation of the Panel’s recommended approach will facilitate the
emergence of vigorous and sustainable retail competition in Tasmania. It will do so
through a combination of an opening up of the retail market to competition and
consumer choice and, importantly, by eliminating the key barrier to entry to
substantial retail competitors to Tasmania. The latter outcome requires removal of
risks arising from the structure of the wholesale market in Tasmania, which confers
substantial market power on Hydro Tasmania and could be used to financially
damage or destroy a retailer’s business.
The first key step is to separate Hydro Tasmania’s trading functions from its core
physical generation and water management role.
Establishing a competitive structure for trading Hydro Tasmania’s energy production
capability is the most direct and effective means of providing confidence to retail
market participants that the wholesale market in Tasmania is, and will remain
competitive, over time. Addressing this risk is central in order for these retailers to
make the capital commitment to sustained entry into the Tasmanian retail market.
Structural reform would give potential new entrants confidence that they will be
able to negotiate competitive wholesale contracts, on a sustainable basis, to hedge
the risks they face in supplying their retail customers. This will promote retail
competition and help ensure that FRC, when declared, provides meaningful choice
to consumers over the long term.
In the absence of structural separation of Hydro Tasmania’s trading functions,
potential retail entrants will continue to be deterred by high risks arising from the
market structure that is characterised by a dominant supplier of hedge contracts
that is also able to control the spot market. This situation is unique in the NEM to
Tasmania.
The opening of the retail market without complementary wholesale market reforms
will fail over the medium term, because there would be no entry by large massmarket retailers interested in making a long-term investment in the Tasmania retail
market. There could, however, be opportunistic entry by smaller independent
retailers who could also exit the retail market at short notice under financial pressure.
In the absence of structural or regulatory reform, FRC may initially appear successful,
with the arrival of new participants on the basis of a set of initial contract offerings by
Hydro Tasmania. However, the Panel holds no confidence that such retail
competition would be sustainable in the long term or deliver enduring benefits for
Tasmanian electricity customers.
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9.2. GenTrader
9.2.1. Analysis in the Draft Report
In the Draft Report, the Panel proposed a reform option that involved creating a
number of independent government-owned trading entities, each with rights to
trade certain amounts of Hydro Tasmania’s available energy output.132
This reform option would avoid physically disaggregating Hydro Tasmania’s assets in
order to preserve existing integrated planning and water management
arrangements. Hydro Tasmania would decide which catchments and generation
assets were used to meet the traders’ overall desired level of dispatch from the
hydro system.
The primary objectives of this reform path are to:


develop effective competition in the wholesale energy market in Tasmania
by establishing a number of independent energy trading entities that have
the capability of bidding and contracting at the wholesale level;



preserve the integrated plant operation and water management of Hydro
Tasmania’s system so as not to threaten system security and reliability. This
includes preserving the Basslink System Protection Scheme (SPS)
arrangements that are critical to maximising Basslink’s transfer capability;



ensure that the GenTraders have incentives to use water resources that
underpin their energy budgets wisely overtime and to ensure there are
safeguards against inefficient water use;



provide confidence to market participants that the wholesale energy reforms
are robust and sustainable; and



deliver private sector investment in the Tasmanian retail market so that
competition develops rapidly and becomes entrenched, in marked contrast
to the current situation.

The key change resulting from this proposal would be that a number of trading
entities without market power would compete to supply the market with energy
produced by Hydro Tasmania’s from its assets. This contrasts with the current situation
where Hydro Tasmania can dictate the terms on which it is prepared to supply the
market, in both the spot and contract markets.
Currently, Hydro Tasmania’s trading strategies and contract book provide the
principal drivers for the way in which it operates, manages and invests in the hydro
generation system over time.

132

Draft Report, pp.239-240.
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Under the GenTrader proposal, these drivers will be provided by the contracts it has
with the GenTraders. Hydro Tasmania’s focus would be on the long-term
management and sustainability of the generation system, producing the maximum
output from the available water, and prudent management of water – the same
core drivers it currently has.
The market risk that Hydro Tasmania currently manages would be managed by the
GenTraders. The business driver for the GenTraders would be to maximise the value
of the contractual rights to output from the hydro system, in a competitive setting.
Each GenTrader would take its own commercial view of the market and trading
opportunities.
There would be competitive tension to write contracts with
retailers/customers to provide stable revenue streams to fund the contracts for
output with Hydro Tasmania, and each would take its own view of the opportunities
from the spot market. The GenTraders face competitive pressures in bidding their
energy rights into the market.
In short, the wholesale market in the Tasmanian NEM region would appear and
behave much more like other NEM regions.
Under the GenTrader proposal very little would change for Hydro Tasmania in
relation to its roles and responsibilities for generation, as shown in Table 9.1.
Table 9.1 – Hydro Tasmania’s roles and responsibilities under GenTrader
Activity

Current arrangements

GenTrader arrangements

Plant operation – including
which plants to operate to
efficiently meet energy and
ancillary
service
requirements

Hydro Tasmania

Hydro Tasmania

Basslink System
Scheme (SPS)

Hydro Tasmania

Hydro Tasmania

and

Hydro Tasmania

Hydro Tasmania

Maintenance scheduling and
contracting

Hydro Tasmania

Hydro Tasmania

Determination of water
availability and prudent
water management

Hydro Tasmania

Hydro Tasmania

Protection

Plant
maintenance
refurbishment
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Activity

Current arrangements

GenTrader arrangements

Responsibility for interaction
with AEMO (directions,
settlements, etc.)

Hydro Tasmania

Hydro Tasmania

Existing contracts with MI’s

Hydro Tasmania

Hydro Tasmania

Insurance

Hydro Tasmania

Hydro Tasmania

Material service contracts
authorisations, regulations

Hydro Tasmania

Hydro Tasmania

Environmental compliance

Hydro Tasmania

Hydro Tasmania

Trading decisions – bidding
and contracting terms and
conditions

Hydro Tasmania

GenTrader

Hydro Tasmania would remain responsible for all significant operational and NEM
roles and functions. The major change would be that Hydro Tasmania would no
longer make decisions relating to spot market bidding, contracting levels and the
pricing, terms and conditions of those contracts. Under the GenTrader proposal,
those trading and pricing decisions would be determined in a competitive market
environment.

9.2.2.

Submissions in response to the Draft Report

The GenTrader reform path received strong support in submissions from market
participants and NEM regulatory bodies.133
AGL noted that similar approaches had been applied elsewhere in the NEM, such as
in the NSW electricity sales process and by private sector participants (eg AGL’s
investment in Oakey and Yabulu power stations in Queensland).134
Alinta and TRUenergy both commented that the GenTrader model would help
promote competition without adversely affecting Hydro Tasmania’s hydrological risk
management capability.135

133

134
135

AGL submission, p.2; Origin submission, pp.1-2; TRUenergy submission, pp.2 and 4; Alinta Energy submission, p.4;
Aurora Energy submission, pp.1 and 7.
AGL submission, p.2.
Alinta Energy submission, p.5; TRUenergy submission, p.4.
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TRUenergy and Aurora Energy went on to highlight a number of issues that would
need to be addressed prior to implementing the GenTrader option, including the
maintenance of the SPS and clear operating rules for Basslink and FCAS
arrangements.136 Aurora Energy commented that:
“While challenging, none of the above issues are insurmountable and issues of similar
complexity have been dealt with nationally and internationally.”137

TRUenergy suggested that the size of the GenTraders should not match exactly with
the size of Aurora Energy’s retail blocks offered to the market, in order to avoid the
risk of creating the scope for virtual vertical integration.138
APG commented that establishing:
“3 independent trading entities with whom retailers can trade on a level playing field is
attractive and would ease concerns about current spot market risks associated with
Hydro Tasmania.”139

Origin suggested that greater consideration be given to whether the creation of
three trading entities was sufficient to achieve optimal outcomes.140
AEMO supported the GenTrader option, suggesting that – in the absence of physical
separation of Hydro Tasmania – it was the “most consistent with the competitive
environment anticipated when the NEM was designed.”141 AEMO raised a number
of unique issues arising with the application of a power purchase agreement model
to Hydro Tasmania, but suggested there were a number of real-world examples from
which useful lessons could be drawn, including Callide C in Queensland and the
original Snowy Mountains scheme.142
AEMO highlighted the need to preserve strong incentives for the maximisation of
Basslink transfer capability under the GenTrader option, and the need to ensure
Hydro Tasmania optimised its ancillary services provision (including FCAS and inertia)
to maximise Basslink performance. AEMO also proposed that the GenTraders could
receive dispatch rights to Hydro Tasmania’s FCAS and be exposed to funding FCAS
costs that result from the energy produced on each GenTrader’s behalf.143
On the other hand, Hydro Tasmania submitted that the GenTrader option had
significant flaws – claiming that it would:

136
137
138
139
140
141
142
143



be costly to implement with no efficiency dividend or guarantee of success;



lead to a loss of value due to sub-optimal operation of Basslink, sub-optimal
use of the Basslink IRRs, loss of interruptibility and loss of potential efficiency
improvements in Hydro Tasmania operations;



lead to individual GenTraders carrying the risk of MI loads, which would be a
very large proportion of that GenTrader’s load;

TRUenergy submission, p.4; Aurora Energy submission, p.9.
Aurora Energy submission, p.9.
TRUenergy submission, p.4.
APG submission, p.2.
Origin submission, p.2.
AEMO submission, p.5.
AEMO submission, pp.5-6.
AEMO submission, p.6.
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result in the loss of scale economies, without any offsetting benefits from
stronger competition – “Each gentrader will be too small to be a robust
competitor in the NEM. As they will also be identical, this is likely to dampen
competition between them insignificantly” [sic]; and



encourage GenTraders to set “even higher prices, as the gentraders will not
be considering long term asset values in their decision making”.144

Aurora Energy engaged Concept Consulting Group145 to review the Trader model
proposed by the Panel in the Draft Report. The Concept Report has been provided
on a confidential basis to the Panel.
The Report provides what Concept describes as a ‘moderately detailed analysis’ of
how a GenTrader model would operate, the incentives it would create, and its likely
performance.
Concept concluded that a contractually-based GenTrader model:
“can provide the correct incentive structure for market participants, and capture the
benefits of diversity and greater collective knowledge, without losing the benefits of
more detailed coordination at the physical level.”

The Concept Report referred to precedents from Canada, Brazil and the USA that
are based on physical contracts that provide confidence the approach can be
implemented. The Report contains a discussion of a variety of issues and matters of
detail that would need to be considered in the implementation phase.
In considering the Report, the Panel concludes that there are a variety of
approaches that could be applied to deal with specific implementation matters,
each with their own strengths and weaknesses.
Importantly, independent
verification by third party provides additional assurance that the GenTrader model is
both workable and will deliver the outcomes anticipated by the Panel.

9.2.3.

Panel’s analysis and conclusions

Under the contracts governing the relationship between Hydro Tasmania and the
GenTraders, the GenTraders would each have a right to bid specified amounts or
shares of Hydro Tasmania’s energy output. The contracts would distinguish between
Hydro Tasmania’s firm and non-firm energy obligations. The total amount of energy
available for the GenTraders to bid would be based on the overall physical
characteristics of Hydro Tasmania’s generation plant and its available water
storages. This would mean that:

144
145



GenTraders’ rights would relate to a quantum of energy rather than to any
physical plant or assets; and



the GenTraders, rather than Hydro Tasmania, would assume hydrological risk.

Hydro Tasmania submission, pp.29-32.
Concept is based in New Zealand.
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In a practical sense, GenTraders would place bids for energy and Hydro Tasmania
would assemble and determine how best to physically match the bids with its
generation. This is what currently occurs within Hydro Tasmania - its traders interface
with its physical operations team to turn trading decisions into physical generation
bids from specific power stations.
Those physical generation bids would be submitted by Hydro Tasmania to AEMO.
AEMO would interact with Hydro Tasmania in precisely the same way it does now
and give dispatch instructions to Hydro Tasmania once AEMO has resolved all
available bids for the Tasmanian region. The resulting revenues would flow to Hydro
Tasmania in the first instance and be passed to the GenTraders. This is not dissimilar
to the arrangements between Hydro Tasmania and CitySpring Infrastructure Trust for
the IRR settlements over Basslink.
The GenTrader model increases the number of parties responsible for the spot and
contract sale of electricity from Hydro Tasmania’s generation facilities. It
unambiguously enhances the strength of wholesale market competition compared
with the status quo. Rather than a single entity, Hydro Tasmania, deciding when and
how much to generate and at what price, the GenTrader approach would result in
these variables being determined as a market outcome of competitive trading
between the independently managed GenTraders. This should have two benefits:


bidding behaviour and outcomes in the spot market would be more
predictably competitive than at present – wholesale customers would face
fewer risks of spot prices being higher than warranted by underlying demand
and supply conditions; and



wholesale customers would have the option to negotiate contracts with three
competing trading entities rather than one – this should provide much greater
confidence that the wholesale market will offer the choice of differing
contract prices, terms and conditions, rather being at the discretion of a
single seller.

While not the Panel’s recommended approach, the establishment of two, rather
than three GenTraders would still deliver a very substantial competition benefit by
comparison with the status quo.146 It is the Panel’s view that the marginally higher
operating and capital costs of establishing three, rather than two, GenTraders is
warranted because of the additional competition benefits. Nonetheless, the
implementation of a GenTrader approach with only two GenTraders, along with the
other structural reforms recommended by the Panel, would still be a superior reform
response than the implementation of a regulatory model to deal with the structural
shortcomings.

146

The analysis undertaken by Frontier on the relative competitive outcomes under different GenTrader scenarios
showed that there were substantial reductions in the opportunity for strategic bidding with the creation of two
GenTraders, relative to the status quo. The opportunities for withholding capacity and driving up spot prices is
further diminished with the establishment of 3 GenTraders, although the additional competitive gains are modest
relative to that from creating just two GenTraders. See Section 12.3 on p.92 of the Frontier Report.
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As noted above, a key component of the GenTrader option is that Hydro Tasmania
continues to plan, operate and maintain all of its dams, catchments and other
generating assets. Given that Hydro Tasmania would no longer earn its revenue by
trading in the market, it is important to ensure that under this option Hydro Tasmania:


is able to recover the efficient costs of operating and maintaining its hydro
assets in accordance with good industry practice and all relevant legislative
and regulatory provisions regarding prudent water management and
environmental obligations; and



retains strong incentives to maximise its availability of energy, the transfer
capability of Basslink and the scope and benefits of customer interruptibility.

These objectives would be achieved through the contracts governing the
relationship between Hydro Tasmania and the GenTraders.
In particular, the contracts would provide for:


each GenTrader to have an energy budget prepared by Hydro Tasmania
that specified, among other things, the total firm and non-firm energy
available each year. Each GenTrader could also be allocated a share of
Hydro Tasmania’s FCAS capability in order to allow them to compete for the
provision of FCAS. Alternatively, FCAS bidding could remain with Hydro
Tasmania and GenTraders’ energy budgets would be subject to Hydro
Tasmania’s obligations to provide FCAS as required to meet system security
requirements;



Hydro Tasmania to be exposed to the risks of Availability Liquidated Damages
(ALDs) if it did not meet its contractual obligations to supply energy;



GenTraders to make contract payments to Hydro Tasmania based on
forecast efficient costs faced by Hydro Tasmania in operating and
maintaining its assets and Hydro Tasmania’s Basslink-related costs; and



SPS obligations and payoffs for maximising the transfer capability of Basslink to
be passed-through to the GenTraders. This would mean that each GenTrader
would have a share of both northward and southward IRRs in exchange for (i)
accepting any reductions in energy dispatch due to generator tripping and
(ii) funding the costs of operating the SPS, including payments to Transend, MI
loads and Hydro Tasmania.

These aspects of the GenTrader model are discussed in more detail in Appendix 6.
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Importantly, the contracts between Hydro Tasmania and the GenTraders would be
open to re-negotiation by agreement. This would facilitate mutually-beneficial
amendments to the original contracts if new sources of value could be found.147
There would be no material change in the way Hydro Tasmania’s plant would be
operated or maintained. Indeed, the arrangements for the maintenance and
operation of the physical assets would be more transparent than currently exists.148
The terms of the GenTrader contract would constrain water use by GenTraders in the
same way Hydro Tasmania manages its water resources presently. The GenTrader
model deals effectively with hydrological risk in a number of ways:


Hydro Tasmania would be obliged to produce, annually, its estimate of the
quantity of water that is available for generation.
The GenTrader arrangements would not include a fixed quantity of energy
that Hydro Tasmania has to make available for generation irrespective of the
hydrological conditions. The aim would be to ensure GenTraders bear the risk
of variable hydrology, not Hydro Tasmania. This means that if Tasmania was
experiencing or expected to experience a dry spell, then Hydro Tasmania
could reflect that in its output forecasts.



Hydro Tasmania would be obliged to separately identify how much of this
energy could be regarded as ‘firm’ (i.e. guaranteed) and how much nonfirm.
Hydro Tasmania has various degrees of certainty of how much water will be
available over various timeframes and this would be reflected in the
contracts with GenTraders. Currently, Hydro Tasmania estimates the long term
sustainable quantity of water to be around 8700 GWh of energy.



Hydro Tasmania would be given the right to adjust its non-firm estimate on a
quarterly basis.
Climatic conditions are highly variable and forecasts change over time. For
this reason, the GenTrader contract would provide rights for Hydro Tasmania
to adjust its forecasts within the year of the non-firm quantities to account for
variable inflow conditions. To the extent that Hydro Tasmania under-forecasts
available supplies and there are resulting surpluses, these would be
apportioned to the GenTraders according to fixed shares set out in the
contract.



147

148

The contract would allow limited banking of energy entitlements, reflecting
the long-term storages in the hydro system.

For example, Hydro Tasmania would have incentives to formulate offers of additional firm energy to GenTraders
in exchange for additional payments. In this way, the benefits of incremental energy availability could be shared
between Hydro Tasmania and the Gentraders.
For a discussion of the how Hydro Tasmania manages the tensions between reinvestment in its core hydro
generation assets and other value creation/diversification strategies, see Part D of Volume II.
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To ensure GenTraders have incentives to use their energy budgets (ie. water)
wisely over time, the GenTraders would be able to bank some of their energy
entitlements under their contracts with Hydro Tasmania. The rules for banking
would need to be consistent with Hydro Tasmania’s other obligations, such as
the requirement for environmental releases of water and the physical
limitation of the catchments.149
To ensure an efficient use of water by GenTraders, GenTraders would be able
to trade their energy entitlements between each other. The GenTraders
would be obliged to register these trades with Hydro Tasmania to ensure that,
collectively, there is no overuse of water.
In terms of addressing Hydro Tasmania’s specific criticisms set out above, the Panel
makes the following responses:


The GenTrader model will be costly to implement with no efficiency dividend
or guarantee of success
Panel response – The cost of implementing the GenTrader proposal would be
material, and will involve complexities, as has every step in the evolution of
the TESI over the past decade.150
There is substantial experience nationally and internationally
demonstrates the GenTrader concept is fundamentally sound
deliverable (see Box 9.1 and Appendix 6).

that
and

There will be different challenges in applying the model to the TESI (e.g.
preserving arrangements associated with Basslink). Tasmania has consistently
demonstrated its ability to find innovative solutions to complex matters in the
TESI.151 What is required is a commitment to see the GenTrader proposal
successfully implemented and the same resolve that has been applied by the
SOEBs and Government agencies to other aspects of reform similarly
adopted.

149

150

151

The hydro system has three forms of systems intra year banking is possible with the intermediate and long-term
storages, and inter-year banking is only generally possible through the long-term storages.
For example, ensuring that Tasmania was ‘NEM ready’ in 2005 required the implementation of a detailed and
complex four-year work program across the three SOEBs, which was successfully delivered. Aurora Energy’s
completion of the partly completed TVPS on time and under budget was also a complex and demanding
project, having technical, regulatory, financial and commercial challenges.
The SPS for Basslink, and Hydro Tasmania’s ability to identify and secure opportunities for enhanced trading
opportunities for Basslink are two good examples.
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Box 9.1 - GenTrader contracts: an example of complexity
While the NSW GenTrader arrangements are not a direct parallel with the Panel’s proposed approach
for Hydro Tasmania, the contract arrangements provide a useful example of how complexity can be
incorporated into contractual arrangements between physical generators and trading entities.
The NSW Government sold, amongst other things, the generation trading rights to Origin Energy of both
the Eraring coal fired generator on the Central Coast of NSW and the Shoalhaven hydro power
generation scheme located in the Southern Highlands of NSW.
The Shoalhaven Scheme is a 240 MW pump storage hydro generator involving four reservoirs and three
pumping station sites. The Shoalhaven Scheme also provides a crucial role in meeting the security
requirements of Sydney’s water supply. To make matters more complex the scheme is jointly owned
and operated by Eraring Energy and the Sydney Catchment Authority (the SCA).
The Shoalhaven Scheme is constrained by an array of water licensing, safety, recreational and other
technical constraints. Some of the integrated assets are owned and maintained by Eraring and some
by the SCA.
From the point of view of developing a GenTrader contract, the Shoalhaven Scheme involved almost
all the complexities that could be encountered in developing such an instrument to facilitate power
trading by a third party of a hydro generator.
The NSW GenTrader contracts, including Shoalhaven, have now operated for over a year. In that time
the only material issue that has arisen in respect of the operation of these contracts has been a dispute
over whether a fire at a transformer at Eraring was a Force Majeure event or not.

The Panel expects that the design and implementation costs of the
GenTrader model would be less than $10 million over a period of around 18
months. These costs need to be considered against the costs that have been
incurred by Government and the SOEBs in managing the consequences of
the current structural shortcomings in the TESI. 152 If the structural issues are not
adequately addressed, there will continue to be a distraction and a diversion
of scarce resources to dealing with the consequences.
The investment required to implement the GenTrader proposal is very modest
given the outcomes it facilitates and the likely ongoing costs it would avoid.
As to the likelihood of success, the Panel observes that similar models have
worked successfully elsewhere in Australia and overseas (for example
Canada, Brazil and the USA153), and on a long term basis. If the current
structure of the wholesale market in Tasmania is not effectively addressed, the
absence of competition and choice that characterises the Tasmanian
electricity market today will continue to deny Tasmanians the efficiency and
welfare benefits that market reform has delivered in other states.
152

153

There has been considerable expenditure by Government and the SOEBs in dealing with the consequences of
the underlying shortcomings of the current wholesale market structure. Examples include: the Panel’s Review
and the costs of SOEBs’ participation; the costs of Hydro Tasmania’s interactions with the ACCC in relation to the
2009 FCAS issues; the costs of the TER investigating, declaring and regulating the FCAS market in Tasmania and
the costs of the SOEBs participation in that process; and the work undertaken by PWC for Government in 2008
and 2010 in relation to reform options and the costs incurred by the SOEBs in participating in that work program.
Another example is the substantial resources consumed within the SOEBs and Government to deal with the
consequences of the absence of competition in contracting in relation to non-contestable customers, including
the development of new regulations and the preparation of ‘fall back’ contractual arrangements between
Hydro Tasmania and Aurora Energy that could have been imposed under regulation.
The international approach is more typically based on physical, rather than financial arrangements.
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Additional on-going costs associated with having three trading teams, rather
than the two that currently operate within Hydro Tasmania and Aurora
Energy, would only arise if a third team could not be formed from the existing
trading staff across Aurora Energy and Hydro Tasmania. Hydro Tasmania’s
existing trading and information systems and back-office staff could be
shared across the three GenTraders. The additional costs of hiring a small
number of additional traders and middle office staff would be small (the
Panel expects that these ongoing incremental costs would be in the order of
around $2 million per annum), particularly as compared to the benefits of
establishing effective competition and choice in the wholesale and retail
markets.


The GenTrader model will lead to a loss of value due to sub-optimal operation
of Basslink, sub-optimal use of the Basslink IRRs, loss of interruptability and loss
of potential efficiency improvements in Hydro Tasmania operations.
Panel response – the SPS arrangements would remain as they are, with the
benefits (IRRs) and obligations passed-through from Hydro Tasmania to the
GenTraders. Large customers that currently financially benefit from providing
SPS interruptability will continue to have the incentive to provide this
capability, as would Hydro Tasmania in relation to generator tripping. The
same sources of value would be available to fund these services as exist
under the status quo and the incentives remain the same.
Accordingly, there is no reason why Basslink would be operated suboptimally. Further, there is no reason for the GenTraders to make any less
efficient use of the IRRs than Hydro Tasmania does presently, as they will have
available the same trading and arbitrage opportunities that exist under the
status quo.



The GenTrader model will lead to individual GenTraders carrying the risk of
major industrial loads, which would be a very large proportion of that
GenTrader’s load.
Panel response – Hydro Tasmania, and ultimately the State, currently bears
the risk of a major on-island load departing. Under the GenTrader proposal,
the existing MI contracts would remain with Hydro Tasmania. The design of the
GenTrader arrangements can ‘back-to-back’ the MI contracts, as well as all
other existing hedging contracts that Hydro Tasmania currently holds, to the
GenTraders. This would mean that the GenTraders would collectively bear the
risk of a load departing in the same way that Hydro Tasmania does presently.
The contract allocation would be done in a way that facilitates the sharing of
this risk across the GenTraders, so that each of the GenTraders would face a
manageable proportion of the risk of such events occurring (see Appendix 6).
This means there is no reason for any of the GenTraders to individually face a
proportionately higher risk than Hydro Tasmania presently faces.
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Result in the loss of scale economies, without any offsetting benefits from
stronger competition – “Each gentrader will be too small to be a robust
competitor in the NEM. As they will also be identical, this is likely to dampen
competition between them insignificantly” [sic].
Panel response – Given that Hydro Tasmania would remain as it is now, and its
roles and responsibilities as far as plant operations and maintenance would
not change, there would be no loss of economies of scale in relation to
physical generation.
If Hydro Tasmania’s concern about scale economies refers to the costs of
running a trading operation, the Panel acknowledges that there would be
additional costs in the order of $2 million per annum. These costs would be
more than offset by savings in reducing the number of network businesses
from two to one (estimated to be in the order of $8 million per annum),
leaving aside the wholesale and retail market efficiencies resulting from the
introduction of competition. As discussed above, a two GenTrader model
would reduce the competitive benefits of reform delivered by the
establishment of three GenTraders, but would still be the preferred reform
path and result in marginally lower costs than the three GenTrader approach.
In terms of Hydro Tasmania’s argument that only large competitors would be
able to survive, it is important to consider the market region in which the
GenTraders are expected to operate. The GenTraders would be trading a
share of Hydro Tasmania’s capacity in the relatively small Tasmanian region
that is part of the NEM.
There is no theoretical or practical reason why competitors need to be of a
particular size to ensure a vibrant, competitive market. The key factor driving
competition is the ability of buyers to exercise choice among competing
suppliers. It is this lack of choice in Tasmania that is the principal source of
potential new entrant concern – they have no choice other than to deal with
Hydro Tasmania on Hydro Tasmania’s terms. It would be counterproductive
for competition if a similar situation were replicated by creating a GenTrader
of such a size that a new entrant retailer would be compelled to contract
with it. With this in mind, it is more likely that the market would be more
competitive if the GenTraders were of comparable sizes.
The key wholesale market outcomes in Tasmania currently reflect the
strategies and business drivers of a single party – Hydro Tasmania.154

154

For example, Hydro Tasmania’s trading strategy drives the forward value of electricity, whether energy is
imported or exported and in what quantity and whether water is used to generate cash flow in the short term or
preserved for the medium term.
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By contrast, separation of the trading function from Hydro Tasmania and
vesting it in three competing GenTraders will ensure that future wholesale
market outcomes would be determined independently through the ongoing
processes of competition between them. There is no basis for the proposition
advanced by Hydro Tasmania that the GenTraders would confine themselves
to bidding on a cost-plus basis under the contractual and governance
obligations and incentives that would apply under the Panel’s proposal.
Under those arrangements, the GenTraders’ trading decisions would be
directed to achieving the greatest value and returns that the competitive
market would allow.
The GenTrader model would bring competition, not only to contract trading,
but also to energy storage management, at the level of aggregation
reflected in the contracts. This would be beneficial, as it provides greater
diversity, and hence robustness, in decision-making – this being a key
advantage of competitive market structures.


Encourage GenTraders to set “even higher prices, as the gentraders will not
be considering long term asset values in their decision making.”155
Panel response – it is illogical and contradictory to argue on one hand that
GenTraders would set higher prices and on the other hand that the proposal
would reduce value. It is also difficult to see how creating a larger number of
smaller trading entities would lead to an increased ability to drive prices up. In
practice, each GenTrader’s discretion over pricing would be constrained by
the competition of rivals and the incentives and obligations in their
contractual and governance arrangements - disciplines that do not currently
apply to Hydro Tasmania’s trading functions.
In relation to long-term asset values, the contractual framework between
Hydro Tasmania and the GenTraders would be a long-term arrangement. It
would include obligations for Hydro Tasmania to maintain the condition and
performance of its assets (with penalties for non-performance) and for the
GenTraders to meet the resulting operating and asset management costs
over the long-term contact period. The GenTraders and Hydro Tasmania
would, therefore, have complementary incentives to be concerned about
maintaining the long term value and effective operation of the assets of
Hydro Tasmania. The decision making framework for the GenTraders, under
long-term contracts with Hydro Tasmania would be no different to that facing
Hydro Tasmania today.

Further details on the features of the Panel’s recommended GenTrader model are
provided in Appendix 6.

155

Hydro Tasmania submission, pp.29-32.
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9.3. ‘Proactive’ Development of the Retail Market
9.3.1. Analysis in the Draft Report
In the Draft Report, the Panel proposed an option to support the development of
retail competition in Tasmania through splitting Aurora Energy’s retail business in
three similar-sized tranches of approximately 80 000 customers each and selling
these parcels through a competitive process.
The Panel refers to this as ‘proactive’ retail development and recommended that
the Tasmanian Government commence a scoping study for the sale of Aurora
Energy’s retail business to determine an appropriate number of tranches for sale in
the market.
As discussed above, most submissions on the Draft Report focused on structural
reform to the wholesale energy market. This was seen to be a necessary precursor to
the entry of large national retailers based on proactive retail development. For
example, International Power commented that ‘this step (a scoping study) is of less
value in the absence of effective competition in generation.’156

9.3.2.

Submissions in response to the Draft Report

Nationally based mass market retailers strongly supported the Panel’s proactive
retail development model as the only way to introduce effective competition into
the Tasmanian retail market. This is discussed in detail in Chapter 7. For example, AGL
noted that ‘given the small size of the Tasmanian market, relying on an organic
customer acquisition approach would clearly run the risk of low activity’.157
Similarly, APG noted that, while proactive retail competition may not be a
requirement for market entry for APG, it recognised that it may offer advantages to
other retailers.158 However, APG also noted that
‘if the Panel looked at developing the tranches to include one inclusive of all ‘pay as
you go customers’ this would be attractive’.159

Noting the Panel’s recommendation for a detailed scoping study, the Panel
received few comments on the design of any sale of Aurora Energy’s retail business.
Alinta Energy commented:
‘Auctioning customers in a sufficient number of packages, or across a sufficient
number of new entrants through an appropriate auction process, is necessary to
ensure Tasmanian entry is at least (if not more attractive) than pursuing market share in
larger NEM regions.’160

TRUenergy commented that while the ideal option is that three parcels are created:
156
157
158
159
160

International Power submission on the draft report, p.2.
AGL submission on the Draft Report, p.3.
APG submission on the Draft Report, p.1.
ibid, p.2.
Alinta Energy submission on the Draft Report p.6.
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“Our preference would be for two parcels given the size of the market, but accept that
in the customers mind when deciding if there is retail choice they will consider it from
the number of retailers they could switch to – not including their current retailer.
Therefore, customers are unlikely to believe they have a choice if they can only switch
to one other retailer (other than their own). Therefore three parcels represents a
reasonable compromise between choice and economies of scale.”161

Both Alinta Energy and TRUenergy recommended various ways in which Aurora
Energy’s retail business could be bundled into tranches.
Alinta Energy recommended that the Panel consider:


‘Tasmanian non-contestable retail interests, currently operated by Aurora
Energy, should be packaged and auctioned off to private investors.



Following an appropriate establishment period, full retail contestability should
be introduced consistent with the recommendations of the Office of the
Tasmanian Regulator.’162

TRUenergy recommended that “customers are allocated by random NMI selection,
not regions, as this will encourage competition if adjoining residences can compare
the same supplier”.163
Discussions with several national retailers revealed strong interest in potential
acquisition of Aurora Energy’s PAYG business.

9.3.3.

Panel’s analysis and conclusions

It remains the Panel’s view that structural reform of the Tasmanian retail market
through the introduction of a number of new retail market participants in a rapid
timeframe would accelerate the achievement of retail competition and customer
choice.
The Panel recommends the proactive development of the Tasmanian retail market
to accompany structural reform of the wholesale market. This structural change
would be delivered through the packaging and sale of Aurora Energy’ retail
business. As the first step, the Tasmanian Government should undertake a scoping
study to determine an appropriate number of tranches for sale in the market and to
further refine the parameters of sale to ensure maximum value, while delivering
competition outcomes.
It is also the Panel’s view that decreasing the State’s exposure to the electricity
market and achieving the exit of public sector capital from the risky retail sector of
the electricity market is in the best interests of Tasmanian taxpayers. Given the clear
appetite of the private sector to invest in the Tasmanian retail market, there are no
compelling energy or shareholder value grounds for the Tasmanian community to
continue to have their capital at risk in this sector.
161
162
163

TRUenergy submission on the Draft Report p.6.
Alinta Energy submission on the Draft Report, p.1.
TRUenergy submission on the Draft Report, p.6.
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The timing and nature of the sale will impact on the value achieved that can be
returned to the Tasmanian community. Maximising this value should also be a
consideration of the sequencing of structural market reform below.
If structural reform of the retail market is not undertaken, it is unlikely that national
scale mass-market retailers will enter the Tasmanian market, owing to the timeframes
required to achieve scale in light of their business models.
Nonetheless, smaller niche retailers may still enter and compete with Aurora Energy’s
retail business. Aurora Energy’s retail business is highly exposed financially to a loss of
market share, given its scale and cost disadvantages relative to these competitors.
Shareholder value in Aurora Energy will be substantially eroded, and the financial
performance of the retail business is likely to negatively impact on the financial
performance of the distribution business.
In this context, there is a once-off opportunity to capture taxpayer value in Aurora
Energy’s retail business through its restructuring and sale as a part of the delivery of
FRC. Sale of Aurora Energy’s retail business after the declaration of FRC and the
entry of niche retailers is unlikely to return positive value to Tasmanian taxpayers,
given the likely competitive impact of those retailers.
A key issue for purchasers would be the duration for which they would have
certainty regarding customer retention, and the wholesale arrangements that would
back the retail parcels.
It is expected that retailer parcels would be backed with wholesale contracts.
Following an initial settling-in period164 after sale (say six months), FRC would
commence, opening the entire Tasmanian customer base to retail competition. At
this time, customers could choose between any of the retailers who had acquired
Aurora Energy’s customer base, or any other retailer who wished to participate in
the market. This is outlined Table 9.2.

164

During this settling-in period, customers would continue to face regulated prices.
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Table 9.2 – Wholesale energy arrangements to back retail parcels
Customer groups
Currently non-contestable
customers

Aurora’s
customers

contestable

Aurora MI contracts
allocate one-offs.

–

Contestable customers not
with Aurora

Allocation
to
parcel
Assigned to retail
parcel.

When at market

Wholesale arrangements

Remain
noncontestable
for
settling-in period. At
end of initial period,
FRC activated and
customers free
to
switch retailers. These
customers could elect
to continue to pay
regulated tariffs or
could enter a market
based contract.

Aurora Energy’s current
wholesale book packaged
and re-assigned to buyers
to broadly reflect retail
contract position.
As these legacy contracts
expire,
retailers
would
contract with GenTraders
and/or take spot market
exposure
in
the
competitive
wholesale
market.

Allocated to retail
parcel
and
contract
with
Aurora
Energy
legally assigned
to
successful
purchaser of retail
parcel.

Free to switch retailers
once existing retail
contract ends.

Allocated to retail
parcel
and
contract
with
Aurora
Energy
novated
or
passed-through
to
successful
purchaser.
Not
allocated
within any parcel

Free to switch retailers
once existing retail
contract ends.

Aurora Energy’s current
wholesale book packaged
and re-assigned to buyers
to broadly reflect retail
contract position.
As these legacy contracts
expire,
retailers
would
contract with GenTraders
and/or take spot market
exposure
in
the
competitive
wholesale
market.
Where any back-to-back
wholesale
energy
arrangements exist, these
could be packaged with
retail contracts.
Back-to-back
wholesale
contracts
currently
in
place would transfer with
customers to back load.

Free to switch retailers
once
existing
contract ends.

Contracts between Hydro
Tasmania
and
retailer
remain on foot until its
natural expiry.
When
contract
ends,
renegotiation
with
GenTraders.

The wholesale contracts put in place to back the retail books for the sale process
would step down over a transition period, based on an estimated churn rate within
the market. For example, retailers would acquire an energy contract for, say, 90 per
cent of its retail parcel for the settling in period, with 10 per cent of the volume being
negotiated with the GenTraders and/or some level of spot exposure to the more
competitive wholesale market in Tasmania.
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The volume covered by the transition wholesale contracts would reduce in line with
the expected average retail contract over a transition period, say two years. During
this period, retailers would be able to trade energy contracts between themselves
as load transferred with customer churn.
Figure 9.1 provides an overview of how the market would evolve over the transition
period for each retail parcel.
Figure 9.1 - Transition to full retail contestability – wholesale arrangements for
individual retail parcels

Customer volume

Transition period ends

FRC commences

Retailers contract with GenTraders
and/or spot market

Currently contestable
customer parcel

Currently
non-contestable
customer parcel

Settling-in period

Transition Period

Time

Full market

Load backed by
transition contracts
Source: Panel analysis

This repackaging may require some refinement of the portfolio (e.g. larger contracts
to be disaggregated on the same terms) to create an alignment between
wholesale and retail positions. This realignment would involve commercial
negotiation between Aurora Energy and Hydro Tasmania as the counterparties to
the existing contracts and be sponsored by Government as a part of the reform
process.
It would be likely that there will be some level of mismatch, with individual retail
packages either slightly ‘long’ or ‘short’ in contract cover relative to what
purchasers would seek. This would have an impact on the sale value of the retail
packages. However, given that this reform would be accompanied by the
implementation of the GenTrader arrangements, purchasers of the retail parcels
would be in a position to adjust their wholesale positions following completion. As
the legacy contracts ‘roll off’, the new retailers would be required to source
wholesale risk management products from the market.
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A key step in implementing this reform would be detailed market soundings with
potential purchasers to inform the Government about the level of interest prior to a
commitment to the strategy, particularly in light of decisions taken in regard to
reform of the wholesale market. The detailed specifics of the implementation of
proactive retail reform would be implemented would form a central element of
these soundings.
One consideration is the potential for future reintegration of the separate retail
entities, which would most likely result from mergers or amalgamation of smaller
retailers on a multi-jurisdictional national basis. For example, if two of the three
parcels were acquired by second-tier retailers, there would be a risk that one of the
larger national retailers could acquire one of those retailers and potentially reduce
the number of active retailers in the Tasmanian market. This is an issue for the ACCC
if and when it arises and the Panel does not see this as a high risk if the barriers to
entry into the Tasmanian market are appropriately addressed.
The Panel notes that Aurora Energy’s retail business has roles in the Tasmanian
market in addition to the provision of retail services. These roles do not attach
themselves to government ownership and can equally be undertaken by other
retailers in the market. These include:


165

166

Aurora Energy is currently the Retailer of Last Resort (RoLR) for the Tasmanian
region.
o

The Electricity Supply Industry Act 1995 provides for the appointment,
under the regulations, of a RoLR to provide retail services in circumstances
where a customer’s existing retailer is unable to continue doing so.165
Under the Electricity Supply (Contestable Customer) Regulations 2005,
Aurora Energy in its capacity as the distributor of electricity is nominated
as the RoLR. The Regulations provide scope for an entity other than
Aurora Energy, to be nominated to perform this role.

o

It is proposed that under the new National Energy Customer Framework
(NECF)166, the AER will assume responsibility for the enforcement of the
National Energy Retail Law (Retail Law) and National Energy Retail Rules
(Retail Rules). Under the Retail Law, the AER will be responsible for
overseeing the National RoLR Scheme, including the appointment of
default RoLRs and alternate RoLRs.

o

There is no requirement that a RoLR is also a distributor of electricity,
noting that distribution entities are participants in the scheme in their own
right.

For example, the cessation of retailing in Tasmania, the retailers licence is cancelled or the retailer is suspended
from trading in the NEM or ceases to be a Market Participant under the National Electricity Rules.
The Ministerial Council of Energy agreed on 10 December 2010 that jurisdictions would work toward a common
target date of 1 July 2012 for commencement of the Retail Law and National Energy Retail Rules.
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o



On this basis, under the current and proposed RoLR frameworks, any
retailer may be appointed the RoLR, or indeed, a number of retailers may
participate in the scheme. Under the NECF, management of RoLR will be
on a consistent basis across the NEM.

Aurora Energy’s community and social activities.
o

In partnership with TasCOSS, Anglicare and the Salvation Army, Aurora
Energy has implemented a Hardship Policy to customers who experience
difficulty in paying bills and are vulnerable to disconnection. This includes
measures relating to payment terms and the direct provision of funding
amounting to $280 000 in 2011.

o

Under similar arrangements to Aurora Energy’s existing CSA, the
Tasmanian Government can, through an open tender process, contract
into the market for these services should it determine that they are a
benefit to the Tasmanian community. The only difference is that these
would be funded directly and transparently from the Budget, rather than
the costs being internalised within Aurora Energy.

o

Under a Community Services Agreement (CSA), Aurora Energy
administers the Tasmanian Government’s electricity concession to
low-income earners holding pensioner concession or health care cards.
This concession is equivalent a rebate of the daily fixed charge and in
2011 amounted to $35 million.

9.4. Network Integration
The structural reforms proposed for Aurora Energy’s retail business and for
(see Section 9.3) provide the further opportunity to drive efficiencies in the
of network services through the integration of the distribution network
currently within Aurora Energy, and the transmission network business,
Transend’s business.

the TVPS
provision
business,
currently

The resulting combined network business would have full control over the distribution
and transmission network for planning, maintenance and fault management.
Network planning and maintenance decisions could be made with a
whole-of-network view instead of separate transmission and distribution
components.
This has the potential to facilitate efficiency and productivity
improvement in network management and would deliver savings in corporate
functions and overheads.
The model of separating retail from distribution is one that has been implemented in
most other Australian electricity markets (the NEM and elsewhere) over the past ten
years. This model has the potential to provide greater market confidence in the
independence of the network business from competitive generation and retail
interests.
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As discussed in the Draft Report, the Panel’s analysis identifies financial benefits of
network integration in the order of $8 million per annum.167 This is consistent with the
findings of PricewaterhouseCoopers estimates of network integration costs savings of
approximately $8 million per annum.168 Savings arise predominantly from the
rationalisation of duplicate functions and assets; and the co-location of network and
network services staff. The integration of the network businesses is likely to involve
material adjustment and establishment costs. PricewaterhouseCoopers did not
undertake a detailed study of the costs of implementing amalgamation, but
concluded that it would be around the same order of magnitude as a single-year
saving.

9.5. Future ownership of Momentum Energy (Momentum)
9.5.1. Analysis in the Draft Report
Hydro Tasmania acquired outright ownership of its NEM-based retail business,
Momentum, in 2010 and has integrated it into its trading business.
Hydro Tasmania maintains that Momentum provides a path to the retail market for
its wholesale electricity exports and contracting capacity in other NEM regions and is
a key element in its trading risk management strategy. Hydro Tasmania combines its
Tasmanian generation capacity and its arrangements with Basslink to back
Momentum’s retail position. It also engages in wholesale trades in other NEM regions
to provide wholesale contract cover for Momentum.
The Panel did not discuss the future of Momentum in the context of future reform
options in the Draft Report.

9.5.2. Submissions in response to the Draft Report
Despite not being included in the Panel’s discussion of reform options in the Draft
Report, a number of stakeholders made suggestions in relation to the future role and
ownership of Momentum.

167

168

In addition to the financial benefits being achieved through existing collaboration efforts between Aurora
Energy and Transend in the order of $1 million per annum.
‘Department of Infrastructure Energy and Resources – Review of Strategic Options for Tasmania’s State Owned
Electricity Business Stage 2’, PricewaterhouseCoopers July 2010. This Cabinet-in-confidence report was provided
to the Panel under its Terms of Reference.
One of the tasks in the terms of reference for the
PricewaterhouseCoopers Stage 2 study was to examine the potential for, and consequence of, amalgamation
of the network businesses. While both the Panel’s analysis and the PricewaterhouseCoopers work were
undertaken at a high level, they involved considerable interaction with management in Aurora Energy and
Transend Networks to examine organisational structures, functions and tasks to identify areas of overlap and
savings. The studies did not seek to identify opportunities for more efficient delivery within each business (of the
sort progressed by Aurora Energy over the past 18 months).
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Most of the nationally-based retailers contended that Momentum should be sold.
For example, Alinta Energy commented that:
“…following wholesale market reform there is no rationale for Hydro Tasmanian [sic] to
retain its Momentum retail business for the purposes of hedging energy in other NEM
regions. Those assets, customers and contracts, should be packaged and auctioned as
part of the reform process.”169

TRUenergy made very similar comments, suggesting that if the GenTrader option
proceeds, “the rationale for continued Hydro Tasmania ownership of Momentum is
diminished.”170 TRUenergy went on to say:
“The question then is does the Government wish to have exposure to a Victorian based
retail business. This would be illogical if either the organic FRC competition or the retail
parcel sale options were to proceed. TRUenergy suggests that the Panel considers the
merits of State ownership of Momentum Energy.”171

Hydro Tasmania strongly disagreed with the sale of Momentum, stating that it was
integral to its energy trading business. Hydro Tasmania said that Momentum
generates additional value for Hydro Tasmania by providing:


“a diversified source of revenue unrelated to the Tasmanian region of the
NEM;



improved trading flexibility to manage the business’s energy portfolio position;



access to green margins on environmental energy products generated through wind
and above baseline hydro generation;



an opportunity to leverage Hydro Tasmania’s low carbon competitive advantage;
and



access to the mainland electricity market which has grown over the last 10 years, on
average, by three to five times the growth level experienced in Tasmania.”172

Importantly, Hydro Tasmania commented that Momentum operates as a
stand-alone profitable business with wholesale transfer pricing arrangements with
Hydro Tasmania entered into at arms-length market rates.

9.5.3. Panel’s analysis and conclusions
The future ownership of Momentum is not central to reforms that aim to deliver
competition and customer choice to Tasmanian customers. The implementation of
the Panel’s proposed structural reforms need not present a barrier to the ongoing
government ownership of a NEM-based retail business.

169
170
171
172

Alinta Energy submission, p.6.
TRUenergy submission, p.7.
TRUenergy submission, p.7.
Hydro Tasmania submission, pp.10-11.
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The fundamental issue in relation to the ongoing ownership of Momentum by the
Tasmanian community is whether the business presents an appropriate risk/reward
trade-off and whether the ongoing capital requirement to sustain such a business is
within the capital appetite of the Tasmanian Government, given the alternative uses
of that capital.
The Panel recognises that Momentum is a potentially valuable retail business.
However, it is less clear whether Momentum’s value reflects Hydro Tasmania’s
willingness to provide Momentum with more attractively priced contracts than
Momentum would otherwise be able to secure in the open market.
Hydro Tasmania stated that:
“Momentum is integral to Hydro Tasmania’s energy trading activities in the NEM using
Basslink and is the critical element in managing Hydro Tasmania’s risk exposure.
Momentum provides a direct channel to customers whereby Hydro Tasmania can
diversify its sales risk, as it now can derive revenue from selling directly to retail
customers and is no longer reliant solely on the wholesale market for revenue.”173

Noting that Momentum largely operates in the Victorian region, and Hydro
Tasmania maintains that it provides contracts at arms-length and at prices that
‘shadow’ market prices174, the claim that Momentum is an important source of
diversified revenue seems to be based purely on a retail margin in addition to its
wholesale revenues.
If it is accepted that Momentum is “... integral to Hydro Tasmania’s energy trading
business...”, the relationship with Momentum would need to switch from Hydro
Tasmania to the GenTraders, as it is the GenTraders that would be trading Hydro
Tasmania’s electricity output under this reform proposal.
To the extent that trading synergies exist between Hydro Tasmania and Momentum
(which is likely to be in the form of a natural hedge between generation and retail a benefit that is not unique to Hydro Tasmania) these same benefits can be
obtained by allocating Momentum to one of the GenTraders. That is, whatever
perceived or actual benefits accrue from the existing arrangements between
Momentum and Hydro Tasmania, they need not be lost through the implementation
of the GenTrader model.
An alternative to allocating Momentum to one of the GenTraders would be for the
Government to retain ownership of Momentum, and operate it as a stand-alone
business. This would continue the apparent ‘arms-length’ trading relationship
between the Tasmanian generation sector and the State-owned NEM-focused retail
business that operates today, and would make this more transparent than it is
currently. To the extent that the Government continues to see the risk/reward
trade-off from retailing in other NEM regions as positive from its equity perspective,

173
174

Hydro Tasmania submission, p.10.
Hydro Tasmania submission, p.11
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this would be preserved under this approach.
recommend that approach.

However, the Panel does not

The third alternative, which is logically consistent with the Panel’s structural reform
proposal and is the Panel’s recommended approach, would be for Momentum to
be sold.
One of the retailers that the Government seeks to attract into the Tasmanian market
would be a natural buyer for the business. Given a number of potential purchasers,
particularly the large vertically integrated national retailers, have substantial
generation capacity in the regions in which Momentum operates, these retailers
would be better placed than Hydro Tasmania to secure the trading benefits that
Hydro Tasmania claims exist in their vertical relationship with Momentum.
A prospective buyer would value the businesses on the basis of how much they
believe they can earn from the business. To the extent that there is value for Hydro
Tasmania in having an ownership relationship with Momentum (over and above the
strict retail margins), potential buyers that are similarly positioned with generation
would be able to identify and value the resulting profits opportunities.
Those sources of net value would be factored into the price that buyers would be
willing to pay to acquire the business. Indeed, noting that the natural buyers of
Momentum operate in the same region as Momentum, it follows that they should be
able to secure these integration benefits more easily and cheaply than Hydro
Tasmania. This suggests that the Tasmanian Government – and ultimately the
Tasmanian community - could obtain a higher value through a sale price than if it
left the business in the hands of Hydro Tasmania.

9.6. Future ownership of the TVPS
9.6.1. Analysis in the Draft Report
In the Draft Report, the Panel recommended that the TVPS be placed on a
commercial footing. This is further discussed in Chapter 5 of this Report. The Panel
did not specifically address additional reform steps in relation to changes in
ownership arrangements for the TVPS in the Draft Report. Submissions on the Draft
Report suggested that the Panel should also canvass future ownership options in the
context of the structural or regulatory reform paths identified in the Draft Report

9.6.2. Submissions in response to the Draft Report
In Alinta’s response to the Draft Report, it suggested that Aurora Energy’s interests in
the TVPS be divested through its sale to the private sector.175
TRUenergy commented that there are three main options for the future of TVPS.
These are the status quo (continued ownership by Aurora Energy), outright sale and
integration with Hydro Tasmania for bundling up with the GenTrader rights.
175

Alinta Energy submission, p.2.
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TRUenergy suggested that the status quo option would be inconsistent with the other
reform options and the bundling into a GenTrader contract could complicate the
operation of the GenTrader dispatch rights.
TRUenergy suggested that it could:
“be easier to sell the trading rights to one party or alternatively some shared rights and
operation protocols may be developed.”176

AEMO commented that vesting the TVPS into one downstream entity would be
administratively simpler as one party would directly manage its operations and trade
its output. AEMO flagged that if TVPS was not part of a larger Tasmanian generation
portfolio, it could be exposed to paying high FCAS causer-pays charges given that it
presently does not provide FCAS177, unless it continued to be protected by
regulation.178 AEMO commented that it may be easier to move TVPS into the
aggregated Hydro Tasmania portfolio, and then include it in either auctioned
contract capacity or shared between the GenTraders (as appropriate, depending
on the reform model adopted).179

9.6.3. Panel’s analysis and conclusions
In the context of TVPS being placed on a commercial footing, there are four primary
options for the future ownership of the TVPS. They are, in order of the Panel’s
preference:
1. The TVPS could be sold, probably in parallel with the sale of the Aurora Energy
retail book, which aims to draw new large-scale retailers to Tasmania. Making
this power station available for purchase would potentially make entry into
the Tasmanian market more attractive following declaration of FRC. With
access to the trading capability of TVPS a new entrant retailer would be safe
in the knowledge it did not need to rely on other parties for contracts and so
would be more likely to make a long term investment in a Tasmanian retailing
capability. Selling this power station would give the buyer the confidence that
the arrangements are more durable than relying on the current and
subsequent Governments continuing with the GenTrader arrangements. This
option would also provide an additional source of competition to the three
Government owned GenTraders, and this additional wholesale competition
will improve outcomes for all customers and further increase certainty for new
entrant retailers that they are investing in a competitively sustainable market;

176
177
178
179

TRUenergy submission, p.7.
The Panel understands that TVPS is currently registered to provide FCAS regulation lower but not regulation raise.
AEMO submission, p.6.
AEMO submission, pp.6-7.
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2. Alternatively, if the State did not want to sell the TVPS it could instead be
covered by a separate (physical) GenTrader contract and this could be
auctioned to the private sector. Provided the TVPS GenTrader contract was
struck on a commercial basis, in particular that it prevented the Government
from unilaterally deciding to cancel the contract, this would make entry
attractive for an outside retailer in the same way that it would if the
Government sold the TVPS;
3. The TVPS could be allocated to one of the three GenTraders. This would give
this GenTrader some generation headroom to become an active trading
participant in the Tasmanian region.
4. As a last resort, the TVPS could be vested in Hydro Tasmania and form part of
the physical asset base that supplies the GenTraders. This is regarded as the
least attractive option to the Panel because it denies the State the
opportunity for an outside participant to use TVPS to compete with Hydro
Tasmania and it also denies an outside party the opportunity to exploit the
real options that exist in the TVPS gas supply arrangements. For example, a
vertically integrated Victorian retailer could use the gas that would otherwise
supply the uneconomic TVPS to supply gas fired power stations in Victoria
and/or high value domestic gas customers in Victoria. If an outside market
participant could take advantage of these opportunities it would
simultaneously lower Tasmanian taxpayer exposure to electricity market risk
and maximise the value of its TVPS asset (or minimise the losses on TVPS).

9.7. Timetable and key decision points for implementation
The implementation of the structural reform package would require an integrated
work program of four work streams:


establishing the GenTrader arrangements;



selling the Aurora Energy’s retail business and the TVPS;



implementing FRC; and



forming the integrated network business.

The work streams would be interlinked:


the implementation of the GenTrader arrangements is the central work
program, with the other work steams being triggered by key milestones in its
development;



FRC would be implemented - i.e. all customers being able to choose their
retailer within a relatively short period (e.g. six months) following the sale of
the retail parcels to enable the new entrant retailers an opportunity to bed
down the arrangements; and
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the integrated network business would be formed after the sale of the retail
business and the TVPS. Depending on the level of resources made available
to the implementation task, network integration could proceed in parallel
with the other elements of the reform package180, or on a deferred
timeframe.

The Panel has developed an indicative, high level work program to assist the
decision making process in relation to the reform options, as shown in Appendix 7.
The development of a more detailed program would be one of the first steps in the
implementation phase.

9.7.1.

Implementation team

While implementation arrangements are a matter for detailed consideration by
Government, it would be expected that they would be coordinated by a small
specialised team within Government. There would be extensive involvement and
participation by key staff from the SOEBs, as well as the engagement of specialist
advisers (e.g. financial, legal and industry).181
It would be important for this team to have clear lines of accountability to Ministers in
relation to the successful implementation of the reforms, and the ability to achieve
the results (e.g. access to required information). Strong commitment from each of
the SOEBs would also be critical, and this would be addressed through governance
arrangements.

9.7.2.

Testing the GenTrader arrangements

As discussed above, the development and implementation of GenTrader
contractual arrangements is not novel. Nonetheless, it would be important for there
to be robust testing of the operational arrangements between the GenTraders and
Hydro Tasmania ahead of formal establishment of the GenTraders and the
commencement of the new arrangements.
One focus of these trials would be to ensure that the systems and processes that
interlink the trading decisions of the GenTraders with the physical production and
water management systems that operate within Hydro Tasmania (noting that these
are, to a degree, iterative) and the AEMO dispatch arrangements are robust in a
‘live setting’.
These trials would be conducted internally to Hydro Tasmania, prior to the
establishment of the stand-alone GenTraders.
The trials would provide the
opportunity for the staff in each successor organisation to resolve any technical
issues and confirm protocols and processes to decrease the implementation risk
180

181

In which case, the integrated network business could commence at the same time or soon after the retail
business and TVPS is sold.
The model adopted by Tasmania in relation to the structural separation of the Hydro-Electric Corporation in the
1997 and in preparing the TESI for the commencement of the NEM arrangements over the period 2001-2005 is an
example of the approach anticipated. A similar approach has been utilised in other jurisdictions for
implementing structural reforms.
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once the GenTraders are formally established and the contracting arrangement
between Hydro Tasmania and the GenTraders are on foot.182

9.7.3. Key Timeline Matters
The overall work program required to implement the structural reform package
could be completed in around 18 months from the time at which all of the key
resources – particularly the implementation team and key advisers were in place.183
Such a program would enable FRC to be implemented around 24 months from the
date of the implementation phase commencing.
The development of the contractual arrangements between Hydro Tasmania and
the GenTraders would set the critical path as:


the timing of the sale of the retail parcels and the TVPS are linked to the
timing of the development of the GenTrader contracts (as they are a key
contextual element for the future performance of the TESI);



the timing of network amalgamation is linked to the sale of the retail parcels
and the divestment of the TVPS from Aurora Energy; and



the commencement of FRC is linked to the sale of the retail parcels, although
the other key determinant of the timing of FRC is the implementation of the
systems required to support its operation.

In relation to the GenTrader contracts, it is anticipated that:


six weeks would be required to develop the GenTrader contract conceptual
model (given the work already completed on the draft term sheet); and



a period of around nine months would additionally be required to undertake
the analysis of water management arrangements, technical review of the
generating plant, operating and capital cost structures and a review of Hydro
Tasmania’s material contracts.

A key deliverable would be the finalisation of the proforma GenTrader contract –
around 12 months from commencement of the work program – and the further
development of the individual GenTrader contracts, which could require a further
three months.
Once these contractual arrangements have been determined, the actual sale
process for the retail parcels and the TVPS could commence (with preparatory work
having already been completed).
The other priority at the commencement of the implementation program would be
establishing the objectives and methodology for the sale of the retail parcels and
182

183

This approach has been used successfully in relation to Tasmania’s entry to the NEM and in reforms in other
jurisdictions.
Past experience suggest that this could take around 3-4 months from the time at of making a decision to
implement the structural reform package, given recruitment and procurement arrangements.
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the TVPS, along with financial and legal due diligence on these businesses. This
would take around two months from the commencement of the work program.
It is anticipated that the sale process would be undertaken in two phases:


a market testing and marketing phase, which would commence once the
due diligence processes were completed; and



the formal sale process, which would include an Expression of Interest and
prequalification phase and a final bid and proponent selection phase.

As discussed above, this would be timed around the completion of the contractual
agreements between the GenTraders and Hydro Tasmania and having completed
the trial of the operational aspects of those arrangements.
In relation to FRC, the first phase of work would involve finalising the regulatory
framework for the operation of FRC in Tasmania, including the tariff policy (regulated
fall back arrangements), as well as licensing and retailer of last resort obligations.
Once these are established, the various systems that are required to support FRC
could be developed, and a period of nine to ten months have been allowed for this
(further advice from Aurora Energy in relation to costs and timelines for FRC systems is
expected to be available in the near term).
The least time-sensitive aspect of the work program would be the amalgamation of
the network businesses. Integration could not take place until the retail parcels184
and the TVPS185 had been sold.
There is likely to be advantages in conducting the legal and financial due diligence
process required for network amalgamation in a similar timeframe to the other due
diligence required for the sale of the retail parcels and the TVPS.
The sooner integration occurs, the sooner the saving are delivered. On the other
hand, there may be a limit to the resources that are available to implement the
structural reform package, and network integration is not on the critical path for the
structural reform of the wholesale and retail markets.
A summary of the key milestones is provided in Table 9.3, and a summary
implementation timetable is included in Appendix 7.

184

As Aurora Energy’s retail business requires the balance sheet support of the distribution business.

185

Separation of generation and transmission is a key part of the NEM design.
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Table 9.3 - Key milestones for implementation of the structural reform package
Timing

Key Milestones

Implementation program commences



All key resources in place – implementation
team, advisers and governance arrangements
with the SOEBs.

6 weeks



GenTrader contract concept complete.

2 months



Due diligence for sale of retail business and
TVPS.
Statutory due diligence for FRC completed.
Compliance issues for network amalgamation
identified.



6 months









12 months







15 months





SPS arrangements to support GenTrader
resolved.
Governance and reporting arrangements for
Hydro Tasmania and GenTraders established.
Market testing for sale of retail parcels and TVPS
completed.
Service level agreements to provide for
continuity of customer service and billing
between network and retailers established.
Systems for integrated network businesses
under development.
FRC policy framework completed and
governance arrangements in place.
Tariff policy for FRC determined, and
determination underway.
All analysis to prepare GenTrader contracts
completed.
GenTrader proforma contract completed and
work on individual contracts completed.
EOIs for the sale of the retail parcels and TVPS
launched.
FRC systems in implementation.
Systems for network integration in place.
GenTrader
trial
completed
and
any
refinements
to
systems
and
processes
implemented.
GenTraders established and competition
delivered to Tasmanian wholesale market

18 months




Retail parcels and TVPS sale completed.
Network integration could be triggered
(depending on resources).

24 months



All customers free to choose electricity supplier
- customers from each retail parcel can choose
to stay with acquiring retailer or switch to
another supplier.
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10. Alternative Approach: Regulatory Reform
Package
Key Messages:
The Panel has identified a regulatory-based reform approach that could promote
incremental improvements to the competitiveness of the Tasmanian wholesale and
retail markets.
The Panel does not recommend this approach, but absent structural reform it is
preferable to the status quo.
This package would consist of the implementation of:


a regulatory obligation on Hydro Tasmania to auction a certain volume of
derivative hedges for specified time periods in specified proportions at specified
time intervals;



declaration of FRC with retention of Aurora Energy’s retail business, given that a
lack of structural reform at the wholesale level would make the sale of the book
unattractive;



the TVPS retained by Aurora Energy once it is placed on a commercial footing,
owing to likely competition concerns preventing its vesting with Hydro Tasmania;
and



ongoing separation of the transmission and distribution businesses, as network
integration would be commercially precluded by this approach.

Under any regulatory approach to the wholesale market, retail competition is likely
to emerge on a ‘hit and run’ basis as smaller niche retailers enter the market on an
opportunistic basis. Competition will continue to be based primarily of cost to serve
advantages only.
Aurora Energy’s retail business value will be eroded and the Tasmanian community’s
equity in it will be effectively trapped in the sector, as Aurora Energy becomes the
holder of low-value customers and left as the default option where niche retailers
exit.
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10.1. Introduction
If the Government decides against more lasting structural reforms, the next best
option would be the imposition of regulatory controls that have the objective of:


managing wholesale market risks to provide a path for the development of
retail competition; and



providing greater certainty that wholesale energy costs in Tasmania are
reflective of efficient costs.

Regulation would be in the form of an obligation on Hydro Tasmania to auction a
certain volume of derivative contracts. The Panel considers this could provide
somewhat more wholesale contract price and quantity certainty to attract niche
retailers to enter the market.
Contract auctions have been successfully operating for some years in Ontario
which, like Tasmania, is a hydro-based system. There are many other examples of
this model being employed with the objective of easing entry conditions for retailers
– for example in France and Brazil. Interestingly, these examples have been well
supported by the private sector, even though they operate on a much larger scale
than that is being proposed for Tasmania.
However, the large nationally-based retailers have indicated that they are unlikely
to be interested in participating in the Tasmanian retail market based on any form of
regulatory approach. They are not prepared to make the material level of capital
investment required to enter the market with the level of sovereign and regulatory
risk they would be exposed to from potential gaming of, changes to, or reversal of
the regulatory arrangements.
Under a regulatory model, therefore, the structural change of the Tasmanian retail
market through the repackaging and sale of Aurora Energy’s retail business does not
appear deliverable.
Moreover, while shareholder value considerations should not be drivers for energy
policy, the Panel notes that a sale of part or all of Aurora Energy’s retail business with
only regulatory reform of the wholesale market would be unlikely to result in a price
that reflects the businesses’ potential and would therefore not be in the interests of
Tasmanian taxpayers.

10.2. Contract auction model benefits and costs
10.2.1. Analysis in the Draft Report
In the Draft Report, the Panel put forward a contract auction as one possible reform
measure within the broader regulatory path. The proposal was to establish a
regulatory framework requiring Hydro Tasmania to consistently offer a defined
quantity of wholesale contracts through a regular competitive auction.
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The objective would be to provide retailers with confidence that a supply of
contracts at volume, liquidity and price that supports retail competition would be
available in the Tasmanian region on a sustained basis. The auction would be
enforced by legislation in order to give potential new entrants the maximum
confidence around the durability of contract supply.
The key features of the contract auction are that:


the total volume of contracting capacity required to be offered through the
auction process would be based on Hydro Tasmania’s sustainable energy
yield, less the volume it contracts directly with its four largest industrial
customers;



the auction would include standard swaps and caps and potentially some
load-following hedges;



the auction would offer 1 MW units, for quarterly contracts of each type,
layered over a three-year time horizon;



the reserve price would be set independent of Hydro Tasmania and the
Tasmanian Government and referenced to the opportunity cost of Hydro
Tasmania’s water value, which in turn would be referenced to the forward
Victorian contract value. This would provide protection for Hydro Tasmania in
that it will not be required to contract at prices below the opportunity value
of its water and is consistent with the way in which Hydro Tasmania currently
determines its water value for contracting purposes;



if the reserve values were not reached for some or all contract units, those
contracts would not be transacted and Hydro Tasmania would have the
option of negotiating contracts with bidders (but only for the year of contract
capacity unsold);



the current arrangements that preclude Hydro Tasmania from having a retail
licence in Tasmania would continue; and



the auction framework would continue to apply indefinitely, or until there was
sufficient competition in the Tasmanian wholesale energy market to obviate
its need. To provide participants with some confidence regarding the
durability of the market reform, it is anticipated that the auction framework
would be enacted through primary legislation.

10.2.2. Submissions in response to the Draft Report
Hydro Tasmania contended that the Panel’s proposed contract auction was flawed
in a number of respects as it would:


provide only standardised products, which would be unsuitable for the
hedging purposes of most relevant participants;
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have a high risk of failure, such as the Government’s former Basslink IRR
auction;



likely result in inefficiency if the contract reserve price for the auction was set
too high or too low;



lead to an unsustainable position for Hydro Tasmania if the auction reserve
was set at ‘water value’;



result in a low and sub-optimal amount of firm contracts Hydro Tasmania
could offer, leading to reduced contract liquidity; and



result in a significant loss of commercial value to Hydro Tasmania.186

Hydro Tasmania also noted that the proposed auction design appeared to ignore
pre-existing bilaterally-negotiated contracts.
In relation to linking water value and contract prices, Hydro Tasmania commented
that water value is analogous to the SRMC of a thermal generator and does not
provide for the recovery of fixed costs, debt servicing, depreciation or equity returns.
Hydro Tasmania contended that water value was “useful in assessing the rationality
of Hydro Tasmania’s pricing decisions but does not provide any indication of
efficient supply cost”. Rather, LRAC was a more useful measure for setting reserve
prices for long-lived hydro plant.
Amongst other stakeholders, interest in any regulatory approach, including the
contract auction model, was muted. This general lack of enthusiasm for the option
was shared between large national retailers and smaller niche retailers. In short, it
does not meet the needs of the large retailers and is considered unnecessary by the
niche retailers.
A key issue identified with the auction model by larger retailers was regulatory and
sovereign risk. The terms or parameters of the auction could be changed by
government at a future time based on lobbying by different organisations and/or it
could is unilaterally changed or abandoned by government.187 Another issue raised
by larger retailers was the rigidity of standard swaps and caps that were likely to be
auctioned, which would not necessarily suit the hedging of mass-market customer
loads.188 This is particularly the case for the wholesale market in Tasmania given the
risks of taking spot market exposure at any time of the day and regardless of season
(unlike other NEM regions).

186
187
188

Hydro Tasmania submission, pp.27-29.
Alinta Energy submission, p.4; TRUenergy submission, p.3.
Alinta Energy submission, p.4; TRUenergy submission, pp.3-4.
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The feedback from large retailers is typified by TRUenergy’s submission which cites
three reasons for not supporting the regulatory contract auction approach:
“1. The reform path proposes a regulatory approach in determining an auction design
and a model for setting reserve prices. Different organisations will advocate for
different proposals in both auction structure and the reserve pricing model both at the
initiation of the auction process and more importantly on an ongoing basis. This
increases regulatory risk for both Hydro Tasmania and any retailers operating in
Tasmania. lf the regulatory risk is deemed to be significant by potential retailers this will
deter entry resulting in a potential loss of choice for Tasmanian customers.
2. The products from a standardised auction are unlikely to be useful to either larger
retailers or smaller niche retailers. In the case of a larger retailer a standardised product
degenerates the business model in to a "pass-through" commodity with the retailer
simply collecting a margin. It limits the retailer's inclination and ability to develop risk
management products. A smaller niche retailer would require smaller auction lot sizes
to manage load exposure thus increasing administrative auction costs. Secondly there
is a high probability that for a niche retailer that their customer load profile maybe
significantly different from the average consumer and that a standard product would
not suit their risk management needs. For both larger and niche retailers they would
then be forced to deal direct with Hydro Tasmania to create additional premium
products.
Since these are the products that are ultimately required the trading environment
reverts to the one that exists today, namely dealing with a sole counterparty.
3. Fundamentally the "auction plus premium products from Hydro Tasmania" is a close
proxy to the status quo. There is only one choice to manage risks in the Tasmanian
market whereas in other States there are a number of counter parties that are willing to
deal with multiple parties for a number of different product offerings.”189

The threshold concerns about the usefulness of any regulatory approach were
pronounced to the extent that stakeholders generally did not consider it worthwhile
to comment on the detail of the potential auction design.
The Panel’s face-to-face discussions with national retailers yielded similar messages –
a general lack of engagement on a regulatory model given the threshold concerns
about its ability to sustainably address the risks that present retailers choosing to
operate in Tasmania.
Smaller niche retailers did not see the auction as a necessary condition for entry. For
example, APG commented that its retail entry strategy would be predicated on an
acceptable level of ‘headroom’ between regulated retail tariffs and wholesale
contract prices negotiated with Hydro Tasmania.190

189
190

TRUenergy submission on Draft Report pp. 3-4.
APG submission p.1 and comments made in meetings with Panel members.
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AEMO gave some support to the contract auction, suggesting that it “…should assist
competitive retail access to wholesale market offerings in Tasmania compared to
the status quo.”191 AEMO went on to say that the implementation of this option
would be more straightforward than the other options. However, AEMO did highlight
a number of drawbacks of this option. These included: the necessary rigidity of the
auctioned product which would retard innovation; the difficulty of establishing the
relevant volume of contracts to be auctioned given hydrological conditions on a
dynamic basis; and the likely need for the auctions to be permanent.192 AEMO
concluded that the contract auction option did not appear to assist the entry of
independent generation to the same extent as the GenTrader option.193

10.2.3. Panel’s analysis and conclusions
As discussed above, a key barrier to entry into the Tasmanian retail market is
potential entrants’ fear that Hydro Tasmania will choose to exercise control over
wholesale prices. Businesses that are required to make large scale and long term
investments to enter the market are simply not prepared to make such a
commitment if their business fortunes are dependent on Hydro Tasmania continuing
to behave as a ‘good monopolist’. As noted by TRUenergy in its submission:
“It is virtually impossible to contract "niceness" into a commercial arrangement”.194

One way of overcoming this barrier would be to reduce new entrants’ risks of
acquiring contract cover to support their retail operations. The key risk is that retailers
will not be able to secure sufficient reasonably-priced wholesale contracts to hedge
their retail positions and leave them with a viable retail margin.
One approach that has been used with success in France195 for over a decade to
support the entry of new participants is the compulsory periodic auctioning of
financial contracts. These contracts are offered against the capacity of the
dominant generator (who is the contract counterparty). This approach would
overcome the key risk that prevents nationally-based retailers entering the
Tasmanian market. New entrants would be guaranteed access to contracts to
manage their risks and the price of these contracts would not be set by the
dominant generator, but through a competitive process.
A mandatory auction framework is being developed by OFGEM196 to address
liquidity issues in the Great Britain power market, specifically in relation to long-dated
contracts. OFGEM has also foreshadowed the potential use of mandatory market
making arrangements. The central issue that OFGEM is seeking to tackle is contract
market liquidity and the ability of non-vertically integrated retailers to compete with

191
192
193
194
195

196

AEMO submission, p.4.
AEMO submission, p.4.
AEMO submission, p.5.
TRUenergy submission on Draft Report p. 3.
To facilitate the opening of the French electricity market, Électricité de France (EDF) agreed in early 2001 to
make available access to generation capacity in France. Auctions for the generation capacity have been
conducted at approximately quarterly intervals since September 2001. For further details on the EDF Generation
Capacity auctions, see http://capacityauctions.edf.com/the-edf-group/capacity-auctions.
OFGEM’s latest announcement was released on 22 February 2012 - see
http://www.ofgem.gov.uk/Markets/RetMkts/rmr/Documents1/Liquidity%20Feb%20Condoc.pdf.
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large integrated electricity businesses, rather than wholesale market power per se.
Nevertheless there are strong parallels with the Tasmanian situation.
However, this approach would not address all of the retailers’ risks. Retailers have
also expressed concern about the durability of the auction arrangements. Decisions
by future governments may materially change or potentially discontinue the
auction. This would leave their business exposed to the unique underlying risks of the
wholesale market in Tasmania, because the structural shortcomings are not at all
addressed under this approach.
It is difficult to see how these legitimate concerns can be overcome. While it is
possible to improve certainty by legislating for these arrangements, legislation can
always be overturned or amended.
The lack of liquidity and restricted ability of retailers to closely match their wholesale
and retail market positions through an auction process was recognised as a
potential shortcoming of this reform measure. Several parties raised with the Panel
the possibility of an additional requirement being placed on Hydro Tasmania to act
as a market-maker, by requiring it to post buy and sell offers within a small regulated
spread. This would be a useful enhancement to a regulatory approach to
addressing the wholesale market issues in Tasmania, should regulatory reform be
pursued.197
The Panel make the following observations in relation to Hydro Tasmania’s criticisms
of this contract proposal as set out above:


The contract auction would offer standardised products, which would be
unsuitable for the hedging purposes of most relevant participants.
Panel Response – The vast majority of contracts traded in the NEM are swaps
and caps, which are the contracts that are proposed in this option. Less
common are load-following contracts, which allow retailers to precisely
match their wholesale contract quantity, together with swaps and caps, with
their customers’ demands. It is, therefore, difficult to see how the products
range being proposed by the Panel would be “…unsuitable for the purposes
of hedging”. Rather, as discussed above, the potential shortcoming is the
usefulness of swaps and caps in the context of an unreformed wholesale
market in Tasmania, given the risks of taking spot market exposure at any time
of the day and regardless of season and demand conditions (unlike other
NEM regions).

197

OFGEM has left open the possibility of implementing mandatory market making arrangements in the case of the
Great Britain reforms, but with recent development of improved short-dated contract liquidity, has not pursued
this as an immediate priority for reform.
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The contract auction would have a high risk of failure, evidenced by the
Government’s former Basslink IRR auction.
Panel Response – The key reason the auction for the Basslink IRRs failed is that
the potential buyers of the IRRs were fearful that the value of the product they
were acquitting could be eroded by unilateral decisions of Hydro Tasmania
expressed through trading decisions. This is the very concern about market
power the Panel is seeking to address by its proposed structural reforms.
Market participants have also observed that it appeared to them that the IRR
auction framework and the processes around it was designed to discourage
participation.
The design of the auction arrangements for wholesale
contracts would start from the principle of encouraging participation.
Nonetheless, the Panel recognises that there was very little interest from the
large national retailers in participating in Tasmania on the basis of a regulated
wholesale market arrangement. In this context, it is possible that there would
be insufficient interest in the auction process to warrant the costs of its
establishment.
This is a principal reason that this approach is not
recommended by the Panel.



The contract auction would likely result in inefficiency if the contract reserve
price for the auction was set too high or too low.
Panel Response – It is unlikely that if the reserve price set on the basis of the
opportunity cost of water would be “too high”, which is implicitly the view of
Hydro Tasmania when it argues that the use of the opportunity cost of water
will result in an “unsustainable position” for Hydro Tasmania. In terms of the
reserve price being too low, the Panel’s analysis has shown that the
opportunity cost of Hydro Tasmania’s water has tracked the Victorian
contract price fairly closely.198



The contract auction would lead to an unsustainable position for Hydro
Tasmania if the auction reserve was set at ‘water value’.
Panel Response – Water value, the reserve price is not necessarily the sale
price. The sale price would be determined by the level of competition for
contracts. With more bidders the more likely the contracts would exceed the
reserve. In any case, as stated above, the Panel has found that the
opportunity cost of water tracks the Victorian price fairly closely. There
remains a risk that there is limited participation by retailers in the auction
process (entry to the retail market being unattractive based on regulatory
arrangements), limiting competitive tension for contracts, and impacting on
the clearing price of the auctions. The muted response by retailers to this
proposal suggests that this is a material risk.

198

See Appendix F, which reproduces the assessment of the wholesale market in Tasmania that was presented in
the Draft Report.
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The contract auction would result in a low and sub-optimal amount of firm
contracts Hydro Tasmania could offer, leading to reduced contract liquidity.
Panel Response – The quantity to be auctioned will be based on what Hydro
Tasmania currently contracts (referenced to the firm quantities of water), less
Hydro Tasmania’s contracts with the MI customers. Moreover, to the extent
that auctioned contracts go unsold, Hydro Tasmania would be free to
negotiate with participants to sell this uncontracted quantity. A key risk with
the current market structure is that the liquidity of the contract market is
currently in Hydro Tasmania’s hands. The purpose of the reform initiative is to
provide greater confidence than the status quo regarding liquidity.



The contract auction would result in a significant loss of commercial value to
Hydro Tasmania.199
Panel Response – The only way that the contract auction would result in a loss
of value is if competition for contracts results in a lower price than Hydro
Tasmania can command as a virtual monopoly. Hydro Tasmania contends
that it currently does not price as a monopolist and that its internally
determined pricing methodologies for contracts deliver efficient pricing
outcomes. The Panel’s analysis highlighted that across its overall contract
book, there is no evidence of historical sustained market power misuse, in that
contract values have broadly tracked water values. Accordingly, there is no
basis to conclude that even if the auction process tended to clear at or
around the reserve price, there would be any loss of value to Hydro Tasmania.

Nevertheless, to the extent that Hydro Tasmania’s proposition of a loss of value were
to hold, ensuring the wholesale prices in Tasmania reflect efficient market outcomes
is the point of the reforms. Governments reform power industries because the wider
economic benefits of efficient power prices outweigh any ‘loss of value’ on its
electricity generators.

10.3. Organic retail reform
10.3.1. Panel’s analysis and conclusions
FRC could be declared under the regulatory reform package but vigorous retail
competition would be unlikely to develop on a sustained basis. Instead, Tasmanian
electricity customers would see competition emerge on an opportunistic ‘hit and
run’ basis.
Large national retailers have indicated they are unlikely to enter the market in the
absence of structural reform at the wholesale level. An organic entry strategy based
on incremental customer acquisitions would be unlikely to be commercially
attractive relative to other opportunities in the NEM.

199

Hydro Tasmania submission, pp.27-29.
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With the absence of structural reform in the wholesale market to address the current
structural shortcomings, there would be a lack of competition for the acquisition of
parcels of Aurora Energy’s retail business. This would make proactive retail reform
through structural change at the retail level unviable, and the retail market would
need to develop ‘organically’.
This would mean that retention of Aurora Energy’s retail business under government
ownership is the more realistic approach.200
Small niche retailers, on the other hand, may choose to enter if:


sufficient retail price headroom was available;



the immediate wholesale pricing risks were adequately managed, possibly
through bilateral commercial arrangements with Hydro Tasmania or through
the contract auction process; and



there was a clear exit path that provided a risk management strategy.

A contract auction model would enable niche retailers to purchase contract cover
at efficient prices and without Hydro Tasmania unilaterally determining the terms
and conditions. This would reduce the risk of retailers being ‘squeezed’ between
retail regulation and the lack of competitive tension in the wholesale market.
Depending on the volume of contracts offered through the auction process and the
willingness of small retailers to source contracts reasonably predictably in balance
with the growth in their retail position, some degree of active competition for massmarket customers could emerge, but over a longer time period than under a
proactive retail reform approach.
Although APG commented that its entry strategy would be based primarily on
negotiating competitive wholesale contracts with Hydro Tasmania rather than
relying on a contract auction, the auction could potentially still lead to a more
sustainable form of retail competition than would occur under the status quo.
Niche retailer entry based on a ‘hit and run’ approach would rely on customers
being willing and able to constantly switch away from and back to Aurora Energy as
a fall-back. Such a pattern of activity is not typical competitive market conduct.
With the contract auction, smaller retailers would have a greater opportunity to
establish a more permanent retail presence in Tasmania. The likelihood of this
occurring would depend in part on the willingness and ability of the Government to
commit to the auction model for a sufficient period of time. The Panel considers that
the Government would need to commit to the contract auction model for at least
five years in order to encourage small retailers to shift their entry strategies away
from bilateral negotiation to reliance on the auction process.
200

Even if larger retailers expressed an interest in purchasing shares of the retail business at a later stage, the Panel
does not consider that the Government would receive reasonable value for money in such circumstances due
to the lack of structural reform at the wholesale level. This is a shareholder value matter.
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With competing retailers all facing similar wholesale costs, arising from the auction
process, retail competition on the basis of price would continue to be largely based
on retailers cost to serve differences. This is a very narrow basis for competition,
given that cost to serve represents only around 8 to 10 per cent of the delivered cost
of energy. Competition on non-price factors, such as service standards, billing
arrangements or bundled offers would remain a possibility.
Nevertheless, absent structural reform of the Tasmanian wholesale market and the
accompanying entry of the large national retailers, the Panel’s view is that retail
competition in Tasmania would be unlikely to reach mainland levels of vibrancy.
From a Shareholder value perspective, the development of retail competition, even
on an organic basis, is highly likely to be value destructive for Aurora Energy’s retail
business. Over the past 18 months, Aurora Energy has achieved material reductions
in its cost to serve, and has plans to implement further efficiencies with the objective
of placing the business on a footing to compete effectively under FRC. Nonetheless,
the business does face scale disadvantages and carries significant legacy costs,
particularly debt, from past business decisions and market outcomes.201
The Panel has requested confidential analysis from Aurora Energy in relation to the
consequences of a loss of market share on the profitability of the retail business. The
conclusion of this analysis is that on its current financial footing Aurora Energy’s retail
business is highly exposed to an incremental loss of market share, even if the
planned operating cost savings are achieved.
On the basis of this analysis, the Panel is firmly of the view that an objective of
creating sustained and effective retail competition is incompatible with the
Government continuing to own a profitable retail business with its current financial
structure. The sustainability of the retail business could be enhanced by the
rebalancing of its debt levels, thereby reducing its fixed costs and its ability to
withstand a loss of customer revenue. However, this debt is on foot and has to be
financed, and rebalancing is effectively providing a subsidy to the retail business to
maintain its viability. It also does not prevent future business decisions and market
outcomes re-establishing high debt structures. Indeed the risk of such an outcome is
higher under FRC where Aurora Energy faces competition across all market
segments.

10.4. Network Integration
Structural reform to drive efficiencies in the provision of network services is unlikely to
be feasible under a regulatory reform model because Aurora Energy’s retail business
is unlikely to be financially viable on a stand-alone basis, particularly in light of retail
competition that is even only partly effective.

201

These debts reflect the risk that taxpayers bear owning a business in a highly risky market environment.
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The Panel has set aside the integration of Transend’s transmission business into Aurora
Energy’s existing business to create a fully vertically integrated entity202 because:


the separation of generation and transmission is a longstanding foundation
principle of the NEM and was agreed by COAG during the National
Competition Policy reforms; and



with the introduction of full retail contestability in Tasmania ‘full integration’ of
the dominant incumbent retail business would further damage the
environment for entry and competition by new retailers.

Aurora Energy and Transend have been working together on a commercial basis to
identify and capture joint savings through integration measures that do not involve
common ownership. The focus of collaboration to date has been in relation to
network operation, technology, network planning, public relations and other areas
in the corporate services function. As discussed in the Draft Report, the Panel’s
analysis indicates that the financial benefits being achieved through existing
collaboration efforts are estimated to be around $1.1 million per annum.
Under a regulatory reform measure, Aurora Energy and Transend would continue to
operate under their respective organisational structures and business models.
Possible areas of further collaboration would require minimal structural changes to
be made to either entity. Estimated additional savings through further potential
areas of collaboration are in the order of $0.3 million to $1.2 million per annum.
However, the investigation and implementation of these opportunities would require
time and investment by the entities. A number of potential non-financial benefits
from collaboration activities were also identified, including knowledge sharing in
network communication and planning, best practice sharing on occupational
health and safety and safety marketing campaigns.

10.5. Future ownership of Momentum
10.5.1. Panel’s analysis and conclusions
The introduction of a regulatory contract auction framework for Hydro Tasmania
does not, of itself, give rise to the need to consider changes to the ownership of
Momentum. The future of Momentum remains an important consideration for the
Government as shareholder having regard to the potential risks/returns and capital
needs of the business under the regulatory approach.

10.6. Future ownership of the TVPS
The implementation of any regulatory approach to the wholesale market in
Tasmania, including the contract auction model, is likely to rule-out the possibility of
transferring the TVPS from Aurora Energy to Hydro Tasmania.

202

The integration of generation, transmission, distribution and retail business.
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This transfer would trigger a review by the ACCC under the CCA because of the
potential competition implications of placing all of the material on-island generation
capacity with Hydro Tasmania. While the proposal would need to be assessed on its
merits in light of the contract auction being in place, in the absence of structural
reform to the wholesale market, significant competition issues are likely to arise from
the transfer of the TVPS to Hydro Tasmania.
Also as noted in Section 9.6, the TVPS would, in all likelihood, be more valuable in the
hands of a retailer, especially one located in Victoria. The structural reform option
provides a unique opportunity for the Government to realise the maximum value for
this asset because it allows a business to create an integrated generation/retail
business with the opportunity to sell surplus gas on the mainland. If the Government
could execute this option, it would minimise the Government’s financial loss, while
ensuring the plant remains viable and operational in Tasmania and ensuring the
reliability and security of the system.
However, if the Government retains Aurora Energy’s retail business, having first
placed the TVPS on a commercially viable footing, it would be better to leave TVPS
in the hands of Aurora Energy. This would assist it in managing the risk of being
compelled to buy its residual contracts from Hydro Tasmania. That is, it would
continue to provide Aurora Energy with a physical hedge for part of its energy
requirements in the Tasmanian wholesale market.
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11. Other Approaches: Single region and
‘light handed’ approach to the wholesale
market
Key Messages:
In the Draft Report, the Panel proposed a possible third reform path, which would
involve the inclusion of Tasmania in the Victorian region of the NEM.
The Panel is not recommending the ‘VicTas’ single region option at this stage for a
range of reasons, foremost among these being that it would require considerable
coordinated work by numerous decision-makers outside Tasmania over an extended
timeframe – possibly 4-5 years.
This is not to say that the option could not be delivered, but its reliance on parties
external to the Tasmanian Government is a major risk and drawback, when both the
GenTrader and contract auction models could be implemented unilaterally.
The VicTas reform option was not supported by any stakeholder in their submissions
on the Draft Report.
In relation to other approaches, Hydro Tasmania’s submission on the Draft Report
proposed a commercially-based approach to the development of the wholesale
market.
The Panel considers this approach does nothing to address the very material risks
facing wholesale market participants in Tasmania and will not provide a basis for the
development of enduring retail competition in Tasmania. It would continue the
model of ‘retail contestability on Hydro Tasmania’s terms’ evidenced in the
Tasmanian contestable segment to date. Effectively, a ‘light handed’ approach is
equivalent to the status quo.

11.1. Analysis in the Draft Report
The VicTas option would involve the inclusion of Tasmania in the Victorian region of
the NEM.203 Wholesale trading by Tasmanian participants would then be settled at
the Victorian RRP.204 In the event that transmission constraints bound between a
Tasmanian participant and the Victorian RRN (including on Basslink), that participant
would not be able to influence the price it was paid or received – it would be a
price-taker. Under the current arrangements, Hydro Tasmania is the price setter
when Basslink binds in the southward direction.

203
204

Draft Report, pp.245-247.
Adjusted by the participant’s relevant static loss factors.
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Tasmania would retain its status as a separate participating jurisdiction, and retain all
of its existing jurisdictional controls, including the regulatory arrangements for the
retail sector. Hydro Tasmania would retain current operational and bidding control
of its assets. It is likely that the way in which Hydro Tasmania values the opportunity
cost of its water will not change materially as it will be benchmarked to the VicTas
region single spot price, which in general will be similar to the Victorian price that
Hydro Tasmania currently uses for this purpose.
As noted in the Draft Report, implementation of the VicTas option would serve two
main purposes. It would:


eliminate basis risk in contracting between Victorian-based generators and
Tasmanian retailers, thereby improving the availability of wholesale
derivatives in Tasmania, which would increase competition between existing
retailers and lowering entry barriers to new retailers; and



largely remove Hydro Tasmania’s ability to exercise market power in the spot
market because Hydro Tasmania would be settled at the Victorian price even
during tight local demand-supply conditions – Hydro Tasmania would not be
able to “give less and take more”.

A key feature of the VicTas option is that these benefits can be achieved without
imposing any additional regulation of Hydro Tasmania’s contracting behaviour or
needing to restructure Hydro Tasmania’s energy trading operations. Rather, creating
a single VicTas region would on its own reduce Hydro Tasmania’s ability to profitably
raise the prices it received in both the spot market and contract trading.
However, the Draft Report noted that a number of issues would need to be
addressed if the VicTas option was to be successfully implemented.205
First, Basslink would either need to be converted to a regulated interconnector or a
NEM Rule change effected to allow a market network service to operate within a
region. Converting Basslink to a regulated interconnector would likely take several
years to complete, and is ultimately a decision for Basslink’s owners, CitySpring
Infrastructure Trust (CIT).
Commercial arrangements would need to be developed to ensure that CIT was not
financially disadvantaged from any change in the regulatory status of Basslink. For
example, rather than Hydro Tasmania receiving Basslink IRRs in exchange for paying
the Facility fee to Basslink, Basslink (or Transend on its behalf) would earn regulated
TUoS charges and recover any net shortfall from the government or one of the
SOEBs.
Part of the conversion process would involve amending the SPS arrangements for
maximising transfer capability on Basslink to ensure its continuation in a regulated
environment.
205

Draft Report, pp.247-251.
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Second, Basslink would become an element of the intraregional transmission
network. This would mean that constraints on Basslink would lead to the ‘mis-pricing’
of Tasmanian generation, which could distort bidding and dispatch decisions in
Tasmania. For example, at times of relatively low Victorian demand and spot prices,
Hydro Tasmania may feel disinclined to generate if it could only achieve the
Victorian price. This may ultimately lead to AEMO directing Hydro Tasmania to
generate. Directions are normally issued for unusual events and, in the NEM at
present, are not intended to be used on an ongoing, routine basis.
Therefore, AEMO may request that Transend negotiate a contract for a minimum
supply service in these sorts of situations (i.e. Network Support Agreement (NSA))206.
Such an agreement might not be efficient as either more service could be
contracted than required, resulting in higher prices, or not enough might be
contracted, requiring a further direction from AEMO to maintain supply to meet
demand.
The manner in which payments under any NSA agreements are funded would be
governed by the NEM Rules. The NEM Rules provide that NSCAS procured by TNSPs
are recovered from their customers under the chapter 6A provisions governing the
regulation of transmission network services. This may or may not involve a partial
allocation of costs to Victorian customers. However, NSCAS procured by AEMO are
highly likely to be recoverable from customers across the broader Vic-Tas region.207
A third issue with the VicTas option is that would potentially compromise locational
investment signals in Tasmania, due to the loss of a wholesale spot price reflecting
local demand-supply conditions.
The Panel notes that the requirement for
additional supply in Tasmania is estimated to be past the mid-2020s, so this is unlikely
to pose a material issue for some time.

11.1.1.

Submissions in response to the Draft Report

No stakeholder supported the VicTas option in their submissions. AGL commented
that this option was likely to be significantly more difficult for the Government to
implement given the need for consent to be obtained from other jurisdictions.208
Neither TRUenergy nor Alinta Energy supported the VicTas option for reasons
including that it was not an option the Government could implement unilaterally – it
would require a time-consuming NEM Rule change process administered by the
AEMC.209
TRUenergy further noted that embedding Basslink within a VicTas region would
reduce transparency and increase disorderly bidding, as well as requiring directions
on Hydro Tasmania to generate when the VicTas price was low but Tasmanian
demand high.210

206

207
208
209
210

AEMO may seek to negotiate such an agreement itself under the new ‘last resort’ provisions for network support
and control ancillary services (NSCAS) acquisition in the Rules.
The Rules defining and governing NSCAS are due to come into force on 5 April 2012.
AGL submission, p.2.
TRUenergy submission, p.5; Alinta Energy submission, pp.4-5.
TRUenergy submission, p.5.
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Alinta Energy agreed that the VicTas option would worsen dispatch inefficiencies in
the NEM and that all the benefits of VicTas for retail competition could be achieved
with appropriate wholesale reform of Hydro Tasmania and Basslink.211
Hydro Tasmania raised a number of objections to the VicTas option. Including that it
would:


create major physical dispatch issues due to strong incentives on Tasmanian
generators (mainly itself) to seek to not be dispatched in off-peak times at the
typically low Victorian price – leading to a network support agreement which
could lock-in inefficient outcomes;



produce perverse outcomes on the demand-side in Tasmania;



distort investment signals in Tasmania;



require a complex Basslink conversion process, with loss of value to Basslink;
and



require an uncertain Rule change process for boundary change and FCAS
management.212

AEMO strongly opposed the VicTas option, primarily because it would not address
Hydro Tasmania’s underlying market power. Rather than exercising power in the spot
market, AEMO suggested that the VicTas option would lead to the transferral of
Hydro Tasmania’s market into contractual negotiations for a Network Support
Agreement with Transend or a NSCAS agreement with AEMO.213 AEMO also
commented that the VicTas option would distort real-time pricing incentives
applicable to Tasmanian loads and distort generation investment signals in
Tasmania, particularly for wind.214

11.1.2.

Panel’s analysis and conclusions

The Panel accepts that the VicTas option would lead to a number of issues and
complications that would need to be resolved for it to be implemented. Apart from
the dispatch and dynamic efficiency drawbacks noted above – which the Panel
does not believe are likely to be substantial – the Panel notes that implementation of
the VicTas option would require considerable work over a long timeframe (perhaps
4-5 years). Given the number of decision makers involved, it would require
coordinated agreement.
Another issue that would need to be resolved would be the provision and pricing of
FCAS in Tasmania. Given technical limitations in the Tasmanian generation sector,
there are currently constraints on how FCAS is sourced (e.g. when Basslink is FCAS
constrained, Hydro Tasmania is the only source of FCAS in the Tasmanian market).

211
212
213
214

Alinta Energy submission, p.4.
Hydro Tasmania submission, pp.32-34.
AEMO submission, p.7.
AEMO submission, p.8.
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The Panel considers that the easiest approach for ensuring FCAS under the VicTas
option would be for the present regulation of Hydro Tasmania’s provision of FCAS to
continue. However, sub-regional management of FCAS is not contemplated in the
current Rules. An alternative would be to revert to procurement of FCAS on a
contractual basis and remove the co-optimisation of the FCAS and energy markets.
This would more likely have to be done on a whole-of-NEM basis rather than just for
the Vic-Tas single region.
The implementation of the VicTas option would also raise some technical and
administrative issues. In particular, the current dynamic loss factor applying to flows
on Basslink would be replaced with static marginal loss factors applying to
Tasmanian participants. These loss factors would be more averaged and hence less
accurate than the current arrangements, potentially leading to some loss of
dispatch efficiency. Another issue would be the need to rewrite contracts settled
against the Tasmanian RRP, so that they were settled at the VicTas RRP.
At this stage, the Panel does not recommend the Government pursue the VicTas
option due to the issues noted above. However, this does not mean that the option
is incapable of working, and as the NEM arrangements for network pricing continue
to evolve, some of the current constraints may be removed.

11.2. A commercial approach to the wholesale market
Hydro Tasmania remains firmly of the view that there are no material issues arising
from the current structure of the wholesale market in Tasmania and no basis for any
type of imposed reform. For example, in its submission on the Draft Report, Hydro
Tasmania states that:
“...in the absence of any proven wholesale market issue, the Panel’s options are
unnecessary, costly and complex, and risk significant destruction of value with con
certainty of outcome.”215

Hydro Tasmania considers that a commercial approach by itself may be able to
support retail competition, as noted in its submission on the Draft Report:
“Given that Hydro Tasmania has a commercial incentive to support retail competition,
it may be that there are additional commercial activities that can assist in facilitating
an accelerated move to FRC, but such commercial business decisions are beyond the
scope of the Panel’s terms of reference.”216

Hydro Tasmania has not provided any detail of potential ‘commercial approaches’
to the further development of the Tasmanian retail market. Nonetheless, the Panel
considers that even ‘tight’ regulatory arrangements for the wholesale market in
Tasmania are likely to be inferior to structural reform, and a light-handed approach
to regulation or no regulation at all, will deliver a very weak form of retail

215
216

Hydro Tasmania submission on the Draft Report p. 4
Ibid p. 35
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competition with a very low degree of confidence that such competition would be
sustained over time.
Leaving the development of the Tasmanian retail market to Hydro Tasmania’s
‘commercial approaches’ will perpetuate the current situation of ‘retail competition
on Hydro Tasmania’s terms’. This may be in Hydro Tasmania’s commercial interests,
but it is not in the interests of electricity consumers or the long term economic
interests of Tasmania.
With no external influence on the terms and conditions Hydro Tasmania can impose
on wholesale contracting, retailers competing for customers in the mass market will
face the same risks that Aurora Energy has faced in relation to contracting for noncontestable customer load – namely a clearly observable ‘capacity to pay’
(delivered through a regulatory arrangement) and the prospect of Hydro Tasmania
appropriating all of that value (and potentially more) in contract negotiations.217
In short, under this approach, the viability of any retailer operating in Tasmania is in
the hands of Hydro Tasmania.
Light handed regulation of Hydro Tasmania’s pricing policies, or worse, leaving the
development of retail competition in Hydro Tasmania’s hands on the basis of
‘commercial arrangements’ may deliver an initial round of competition, but it will
not deliver the entry of the large national retailers, and the entry of niche retailers will
be on a purely opportunistic basis. All customers will face higher costs arising from
the introduction of FRC (in relation to the distribution network investments required to
support customer churn), but the benefit will be very small, and potentially not
sustained.
This is the least preferred outcome.

217

It was this risk that prompted the Government to introduce Part 3A into the Price Control Regulations in 2010.
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PART C:
PAST REFORMS
AND RECENT
PERFORMANCE
OF THE TESI
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12. Introduction
This section covers the key developments and trends in the Tasmanian Electricity
Supply Industry (TESI) over the past decade.
As noted in Chapter 2, a number of the Panel’s Terms of Reference (ToR) require it to
undertake a retrospective analysis of the performance of the TESI, this is to assist the
Parliament and the Tasmanian community to better understand the state of the
sector and how and why it has developed in the way that it has.
This section is divided into four main parts:


A brief overview of recent market reforms and developments in Tasmania;



Tasmanian Electricity Prices, which explains the main factors that have been
driving Tasmania’s recent pricing trends and how these trends compare with
experience of other Australian jurisdictions (ToR 2 and 3);



The Performance of the Tasmanian Electricity Sector, which analyses both the
technical and financial performance of Tasmania’s SOEBs between 2004 and
2010 (ToR 1, 3 and 5); and



Major Infrastructure Projects, which examines the development of Basslink
and Aurora Energy’s acquisition of the Tamar Valley Power Station and the
outcomes that these projects have delivered relative to expectations,
including the impact (if any) on electricity prices and the financial position of
the SOEBs (ToR 2, 4 and 8).

The analysis has significantly informed the Panel’s reform recommendations,
particularly with regard to governance and oversight of the SOEBs.
A key aspect of the Panel’s task has been to answer a number of important
questions that the Tasmanian community has been asking for some time – in
particular, if and how major investment decisions, major industrial customer pricing
and the performance of the SOEBs have impacted on household electricity prices.
The Panel hopes that the findings presented in this section will be a useful resource
for those who wish to better understand the evolution of what has become an
increasingly complex sector.
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For those readers who wish to explore the findings presented in this section in greater
detail, the Panel has also published a supporting Volume to the Final Report
(Volume II) which contains stand-alone reports on:


A Review of the Efficiency and Effectiveness of the State-Owned Energy
Businesses;



A Review of the Financial Position of the State-Owned Energy Businesses;



Basslink: Decision-Making, Expectations and Outcomes;



Tamar Valley Power Station: Development, Acquisition and Operation; and



Governance: Issues and Reform.

The Panel’s website – see http://www.electricity.tas.gov.au/publications - also
contains a number of factual Discussion Papers that were published earlier in the
Review process, including:


Tasmania’s Energy Sector: An Overview



The Evolution of Tasmania’s Energy Sector



Tasmania’s Electricity Pricing Trends
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13. Tasmanian energy market reforms and
developments
The outcome of the ‘Gordon below Franklin’ debate in the late 1970s and early
1980s essentially signalled an end to the development of large scale hydro
generation capacity in the State. The Rundle Government’s 1997 ‘Directions
Statement – Tasmania’s Future Energy Strategy’ was a turning point in the strategic
direction of the Tasmanian energy market. With the end of the development of
hydro resources, and the emergence of the NEM reform agenda, the Directions
Statement identified the need to re-examine Tasmania’s energy policy, particularly
around the availability of new energy options and the broader economic
development of the State.
Since then, successive Tasmanian Government energy reform frameworks have
progressed the three primary policy objectives established in the Directions
Statement:
1.

Securing new sources of supply to meet load growth;

2.

Mitigating the State’s exposure to hydrological risk; and

3.

Introducing greater competition and customer choice into the Tasmanian
energy and electricity market.

Around the same time, at the national level, the electricity sector was subject to two
significant competition reform initiatives, the Council of Australian Governments
(COAG) electricity reform agenda and the broader National Competition Policy
(NCP) reforms. Tasmania was an early participant in both of these reforms.
Implementing this reform program required significant changes to the structure of
the market and regulatory frameworks in the Tasmanian Energy Supply Industry
(TESI). These are illustrated in Figure 13.1 and described briefly below.
Structural reform of the electricity sector began with the corporatisation of the
Hydro-Electric Commission (HEC) in 1995, its subsequent separation into generation
(Hydro Tasmania), transmission (Transend) and distribution/retail (Aurora Energy)
businesses in 1998 and the operation of those businesses under commercial models.
The next major step was the opening up of the Tasmanian generation market to
competition and joining of the NEM in 2005, including the phased rollout of retail
contestability.
Similarly, there has been a progressive transfer of economic
regulation of electricity transmission, distribution and retail to independent regulatory
bodies.
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Key infrastructure developments in the Tasmanian energy market are summarised
below:


New major sources of electricity supply have been delivered, with Basslink
entering commercial service in May 2006 and the TVPS commissioned in
October 2009.
Tasmania has substantially more electricity generation
capability (both energy and capacity) than is currently needed to meet
peak demand, and with normal hydrological inflows, no new capacity will be
needed until well after 2020.



In 2002 the Tasmanian Natural Gas Pipeline connected Tasmania to the
national gas network in Victoria. A distribution network fronting over 43 000
properties was completed in 2007. However the preliminary expectation to
extend this network to front over 100 000 household properties has not
progressed.



There are currently around 9 000 Tasmanian customers who access the gas
network and there is substantial excess capacity available to transmit more
gas than is currently being utilised in Tasmania.



A primary goal of the Tasmanian Government in developing Basslink was
reducing exposure to drought conditions in Tasmania.
According to
Hydro Tasmania, the hydrological circumstances over the first decade of this
century reflected 1 in 1 000 year outcomes. Basslink has proved to be
effective in maintaining Tasmania’s electricity supply.



While the supply options that were anticipated to accompany the reforms
have been delivered, the competitive dynamic that these additional sources
of supply were expected to deliver has not emerged in Tasmania as
anticipated.



There are currently five licensed retailers in Tasmania, but only two –
Aurora Energy and ERM Power Retail – are active in the market.



The Tasmanian Government has deferred the rollout of full retail contestability
to small businesses and households.

Figure 13.1
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14. Tasmanian electricity prices
14.1. Introduction
The Panel’s Terms of Reference require it to investigate and report on the drivers of
recent price increases for non-contestable customers (ToR 2) and on the
competitiveness of Tasmanian non-contestable electricity prices compared with
those in other states (ToR 3). This Chapter describes how Tasmanian electricity prices
have changed since 2000 and what has driven those changes.218 It also compares
the competitiveness of Tasmanian electricity prices with those in other regions of the
NEM.
During the course of the Panel’s Review, stakeholders have raised Major Industrial
(MI) customer pricing from two perspectives. Firstly, stakeholders questioned
whether a cross subsidy exists between non-contestable customers and MI
customers through the relative pricing of each customer group. Secondly, there was
a view that Hydro Tasmania’s financial performance is potentially being constrained
by the MI customer load in the context of its opportunity value in the NEM. This
Chapter presents the Panel’s findings on these matters.

14.2. Price changes since 2000
14.2.1. Changes in non-contestable customer electricity prices
In nominal terms, household customer prices have more than doubled since 2000.219
For example, the variable component of the general light and power tariff has
increased by 130 per cent, rising from 10.935 cents per kWh220 in 2000 to 25.132 cents
in 2012. Over the same period, the ‘Hydro Heat’ combined hot water and space
heating tariff has increased from 7.078 cents per kWh to 15.157 cents per kWh, an
increase of 114 per cent.
Prices paid by small business customers have increased to a lesser extent than prices
paid by household customers, with the general low voltage tariff paid by small
businesses increasing by 101 per cent, in nominal terms.
This is because
Aurora Energy has moved to align small business and household pricing and the
prices paid by small business customers began from a higher base in 2000.
Taking into account the 11 per cent rise in non-contestable customer prices from
1 July 2011, since 2000 the price of a single kilowatt hour of electricity has increased,
on average, by just over seven per cent each year in nominal terms for household
customers and six per cent for small businesses customers. The respective daily fixed
charges have increased at around 3.5 per cent per annum over the same period.

218

219

220

This Chapter provides only a summary of the changes that have occurred in electricity prices and the drivers of
those changes. For a more detailed explanation, see Tasmanian Electricity Pricing Trends 2000-2011, published
by the Panel and available on its website www.electricity.tas.gov.au.
With the exception of the fixed charges applying to the general light and power tariff, which have increased by
just over 50 per cent.
Energy Step 2 (500 - 1,500kWh per quarter).
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While non-contestable customer or regulated electricity prices have been rising
since 2000, the rate of change has accelerated in recent years, with prices rising by
around six per cent during 2009-10, followed by a 15 per cent increase through
2010-11 and an 11 per cent increase from 1 July 2011. This upward trend is set to
continue, with an increase of around 8.7 per cent on 1 July 2012 expected by the
TER.221
Figure 14.1 shows the changes in electricity prices for household and small business
customers since 2000 for three key tariffs, including the general light and power tariffs
paid by both customer categories, as well as the associated fixed (daily) charges.
There was a reduction in prices in 2001, as a result of removal of the five per cent
Electricity Entities Levy that the Tasmanian Government had imposed on electricity
prices since 1971. Since then clear step increases can be seen, particularly in the
cents per kWh energy price applying to household customers, following retail pricing
investigations in 2003, 2007 and 2010.
Figure 14.1 also shows that small business customer prices and household customer
prices have been brought together by Aurora Energy, on the basis that customers
with similar supply costs should experience similar tariffs. The per unit rate of energy
and the daily fixed charges paid by both types of customer in 2012 are now on par.
In 2000, the small business tariff was approximately 15 per cent higher than the
corresponding household tariff, before dipping below the household rate by nearly
11 per cent in 2004, where it essentially remained until 2010, from which point the
two tariffs converged.

221

“The actual increase will depend on the outcome of the current AER investigation of distribution prices and the
impact of the proposed carbon tax on wholesale energy prices.” Comparison of 2011 Australian Standing Offer
Energy Prices, Office of the Tasmanian Economic Regulator, July 2011.
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Figure 14.1 – Change in household and small business electricity prices (nominal)
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Source: Aurora Energy data
Note:
2001 is shown twice to illustrate the impact of the removal of the five per cent levy that had been imposed
on electricity prices by the State Government since 1971.

Taking into account underlying inflation, the real increase in electricity prices
between 2000 and 2012 has averaged 4.2 per cent per annum in the case of
general light and power, and 3.6 per cent per annum in the case of Hydro Heat.
Figure 14.2 illustrates the changes in non-contestable electricity prices across a
select range of tariffs since 2000, and compares them with the growth in wages and
increase in the cost of living during the same period. The movements in prices,
earnings and wages are presented on an indexed basis, to enable the relative
changes to be more readily observed.
Figure 14.2 shows that increases in the price per kWh for household light and power
were broadly aligned with inflation and the growth in earnings observed between
2000 and 2003. Since 2003, the rate of growth in the price of electricity faced by
household customers has substantially outpaced increases in both earnings and
prices more generally.
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The change in the per unit price of energy paid by small business customers did not
keep up with inflation between 2000 and 2008, indicating real per unit price
reductions over this period. This trend has been reversed in more recent times with
prices increasing at a greater rate than the Consumer Price Index (CPI), albeit at a
rate which is consistent with the corresponding changes in energy prices paid by
household customers. On average, the per unit price of energy for small business has
risen by three per cent per year in real terms since 2000.
Figure 14.2 - Changes in non-contestable electricity prices (nominal), wages and the
cost of living
250
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Source: Panel Analysis

14.3. Drivers of non-contestable customer electricity prices
All parts of the supply chain in the electricity sector (generation, transmission,
distribution and retail) have contributed to the increases in electricity prices that
have occurred since 2000, but not in equal proportions. Table 14.1 presents a
breakdown of the ‘building blocks’ that make up the revenue allowance which
Aurora Energy is permitted to recover from non-contestable customers through
regulated tariffs.222

222

While the per kWh price breakdown is not representative of any particular tariff, being an average taken across
the entire volume of energy sold by Aurora Energy to its regulated customer base. The breakdown of electricity
prices presented in Table 14.1 is also likely to be instructive, in a general sense, for all but the largest contestable
customers that take their supply directly from the transmission network, although the balance between the
energy and network costs faced by individual contestable customers can vary on the basis of factors such as
the volume of electricity they consume and their peak demand.
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Table 14.1 - Components of Aurora Energy's revenue allowance (c/kWh, nominal)
2000

2010-11

Change
(%)

8.26

Nominal
change
since 2000
4.37

112

Contribution
to total
change (%)
41

Wholesale Energy Allowance

3.89

Transmission Charges

0.89

3.56

2.67

300

25

Distribution Charges

3.74

6.45

2.72

73

25

NEM Costs

0.09

0.10

0.02

18

-

RECs

0.00

0.41

0.41

n/a

4

Cost To Serve + Retail Margin

1.10

1.65

0.55

50.0

5

Total

9.70

20.43

10.73

111

100

Source: Data supplied by the Office of the Tasmanian Economic Regulator

The following sections provide an overview of the main drivers of changing
electricity prices shown in Table 14.1.

14.3.1. Wholesale energy allowance
The wholesale energy allowance is the largest of the building blocks that make up
retail tariffs for non-contestable customers and the growth in this allowance has had
the single biggest impact on prices.223 The Tasmanian Economic Regulator’s most
recent investigation of electricity prices shows the increase in the wholesale energy
allowance contributed around 40 per cent of the increase in retail prices (at that
time) since 2000.224
Introduction
The cost of energy included in regulated retail tariffs is based on an ‘allowance’,
that is set by the TER on a per megawatt hour (MWh) basis. Unlike the transmission
and distribution network costs that are set by the Australian Economic Regulator and
‘passed-through’ from Transend and Aurora Energy’s distribution business to
customers, Aurora Energy’s retail business is responsible for purchasing energy to
supply non-contestable customers. As energy purchase costs vary over time, Aurora
Energy’s profitability is partly a function of the cost it incurs in purchasing wholesale
energy, relative to the allowance.

223

224

Transmission and distribution network costs, combined, account for just under 50 per cent of the delivered cost of
energy for Non-contestable customers. The allowance for retail costs, which includes an allowance for a retail
profit margin, represents approximately 8 per cent of the average retail tariff meaning that changes in retail
costs exert only a relatively minor influence on electricity prices.
Office of the Tasmanian Economic Regulator, ‘Investigation into Electricity Supply Industry Pricing Policies –
Declared Electrical Services Pricing Determination’ – October 2010.
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The TER’s objective in setting an energy cost allowance is the same as the objective
guiding the setting of the other components of regulated retail tariffs; to allow for the
costs that an efficient service provider – in this case an Aurora Energy – would incur
in delivering energy to customers on regulated tariffs. However, meeting this
objective can be a difficult task.
The wholesale market price for energy and, therefore, retailers’ energy costs can
vary significantly, and not always predictably, depending on the season, the time of
day, and the characteristics of the customer load a retailer is serving.225 Even
though retailers enter into financial contracts with generators to manage those spot
market risks and provide greater certainty for their businesses, the prices they pay for
electricity under these contracts also change over time as market dynamics evolve.
Accordingly, when setting energy cost allowances, economic regulators seek to
ensure that the allowance provided to retailers does not place them in a position
where they are unable to recover their actual costs from regulated customers.
While it is usual for an allowance to be set with some reference to market prices,
allowances still need to cater for a reasonable degree of price volatility.
Like other economic regulators in Australia, the TER has needed to balance a
number of competing considerations when setting the energy cost allowance, and
regulated electricity prices in general. As noted by the TER:
“The Regulator considers that customers have a preference for price stability and
certainty over the regulatory period, but also do not want to pay at any time more
than the efficient cost to supply. Retailers, while also preferring price stability and
certainty, do not want to be held to a rigid fixed price in an environment of escalating
or uncertain costs. Thus the Regulator is charged with balancing the needs of
customers and Aurora.226 The objectives of economic regulation of prices”

In competitive wholesale electricity markets, the wholesale price at a point in time
reflects, amongst other things, the balance between the available supply of
electricity from generators and the level of demand from customers. The market
price is not static and as the supply/demand balance changes over time, so does
the wholesale price of electricity.
As demand grows, spare capacity to generate electricity declines and the
wholesale market price of energy rises. This provides a signal to existing and
potential new entrant generators that conditions in the market may support a
commercial investment in new generation. As generation investment tends to be
‘lumpy’227, the addition of a single new power station can shift the supply/demand
balance from a situation where spare capacity is scarce to one of temporary
oversupply. This often causes the wholesale price of energy to soften after a new
power station is commissioned.
225
226

227

A ‘peaky’ demand profile, for example, will generally cost more to supply with energy than a flat profile.
Office of the Tasmanian Economic Regulator, Investigation of maximum prices for declared retail electrical
services on mainland Tasmania – Final report, October 2010.
‘Lumpiness’ refers to the discreteness or indivisibility of units of capital.
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In a well-functioning, competitive retail market, retail prices will respond to changes
in the wholesale price of electricity.
These are the fundamental market dynamics that economic regulation sets out to
emulate.
Who sets the energy allowance?
The regulation of non-contestable electricity tariffs, including the setting of the
energy cost allowance, is undertaken by the Tasmanian Economic Regulator in
accordance with the Electricity Supply Industry (Price Control) Regulations 2003
(Price Control Regulations). Since the TER published its first determination of retail
electricity tariffs in 1999 there have been a number of instances where changes to
the regulations have been made concerning the way in which the wholesale
energy allowance is set.
In the TER’s 2003 investigation of retail electricity prices, the cost of the energy
supplied to non-contestable tariff customers was mandated through the Price
Control Regulations. The price was based on an extension of a contract228 price
struck between Hydro Tasmania and Aurora Energy at the time Hydro Tasmania was
disaggregated in 1998, which was in turn based on a determination made by the
TER in 1999.
In 2007, through changes to the Price Control Regulations, the Tasmanian
Government specified the energy allowance that the TER was required to factor into
retail electricity prices. That allowance was based on estimates of the long run
marginal cost (LRMC) of supply which was taken to be the cost of a new entrant
electricity generator in Tasmania – plus an adjustment factor of approximately $3
per MWh, which was added to account for a number of factors external to the
calculation of LRMC.229

228
229

Referred to as ‘the vesting contract’.
With Hydro Tasmania’s revenue raising capacity having been weakened by low hydrological inflows, the
adjustment factor was proposed by the Department of Treasury and Finance as a means of ensuring, amongst
other things, that Hydro Tasmania and Aurora Energy would have sufficient revenue capacity to earn a
commercial return and invest in generation assets. Treasury was of the view that, until the Hydro Tasmania’s
water storages were able to be rebuilt, “Some of the burden of additional revenue capacity must fall on Noncontestable customers. This would suggest energy prices for the Non-contestable load should be higher than
the IES recommendations.” IES was the economic consultancy engaged by the TER to develop estimates of
Aurora Energy’s cost of procuring energy to supply Non-contestable customers. It was estimated by Treasury
that the addition of $3 per MWh to the prices recommended by IES would provide an additional $26 million to
Hydro Tasmania to bolster its sustainability and enable investment in generation assets. The proposed regulations
were also assessed by Treasury, as part of a Regulatory Impact Statement, as “imposing a significant cost as they
will result in Non-contestable customers paying a higher retail tariff than in the past.”
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In 2010, the Price Control Regulations were amended with the intention of the same
methodology applying as that in 2007. The Price Control Regulations require the
allowance to be at least equal to the LRMC of a notional new electricity generating
plant, located on mainland Tasmania and supplying non-contestable customers.
The determination of the actual allowance was left to the TER. As noted by the TER
in the 2010 Retail Investigation – Final Report, regulators in some other jurisdictions230
have been given the discretion to choose the basis on which they set the energy
allowance in regulated tariffs.231
How is the energy cost allowance currently set?
Consistent with the Price Control Regulations, the energy cost allowance
incorporated into the current regulated tariffs applying to Aurora Energy’s noncontestable customers was based on the estimated LRMC of energy supply which
was taken to be the cost of a notional new generator located on mainland
Tasmania and supplying electricity to non-contestable customers in Tasmania.
The use of the cost of an efficient new generator is a common reference point in the
regulation of electricity prices around Australia.232 Using a non-market reference
point for determining prices is particularly relevant in a thinly traded wholesale
electricity contract market or in the absence of published data regarding market
pricing outcomes, as is the case in Tasmania.
The TER’s calculation of the LRMC was based on the optimal combination of gasfired generation technologies that would be needed to supply the total Tasmanian
load during the regulatory period, if the system were to be constructed ‘from
scratch’.
While the regulations do not specify the nature of the ‘notional new entrant’, natural
gas fired thermal generation was used as the basis for estimating LRMC because it
was considered the least costly means of providing additional large scale
generation in Tasmania that is both technically and economically feasible.233

230

231

232

233

South Australia and the Australian Capital Territory. In these jurisdictions, regulators were setting ‘fall-back’
pricing arrangements for customers that do not take up market-based contracts with a retailer of their choice,
rather than setting prices for Non-contestable customers with no option other than to purchase electricity under
a regulated tariff.
While this option was canvassed with the State Government by the Department of Treasury and Finance in the
lead up to the 2010 investigation of retail electricity prices, in its advice to the Treasurer, Treasury dismissed the
approach as “an unnecessarily time-consuming process for the Regulator, relevant electricity entities and
consumers” because of the need for the TER to consult with a range of interested parties. Source: Minute to the
Treasurer “Wholesale energy pricing in regulated electricity tariffs”, Department of Treasury and Finance, 15 June
2009.
The Queensland Competition Authority (QCA) uses a weighted average of LRMC and market prices; the
Independent Pricing and Regulatory Tribunal (IPART) in New South Wales is required to use the higher of LRMC or
market price; and the Essential Services Commission of South Australia (ESCOSA) has chosen to apply LRMC to its
estimates of electricity supply costs for regulated customers.
The estimates of LRMC developed as part of previous retail pricing investigations in Tasmania have all been
based on the use of a combination of combined cycle gas turbines (CCGT) for additional base load generation,
and open cycle gas turbines (OCGT) for the provision of peaking plant.
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The Long Run Marginal Cost of generating electricity explained
There are essentially two ways in which the production of electricity can be increased in
order to meet an increase in demand.
In the short term, increases in demand can be met by an increase in production using the
existing stock of generating plant, assuming that the existing assets have sufficient spare
capacity to meet the additional demand. The incremental cost of generating electricity
to meet an increase in demand using the existing stock of generators is referred to as the
Short Run Marginal Cost (SRMC) of the power system. However, if capacity is scarce,
some existing load may be curtailed, and the value (to the consumer) of that load
foregone will set the SRMC.
In the long term, the generation stock can be expanded, and the Long Run Marginal Cost
(LRMC) of the power system defines the changes in cost of meeting a sustained increment
of demand, based on the ability to change generating plant.
Estimating LRMC involves assessing the costs associated with undertaking a forecast
capacity expansion sooner than would otherwise be the case. The estimation of LRMC
answers the question “if the construction of a new power station in X years’ time to meet
demand were to be brought forward say by one year because demand is higher, what
would the change in total system costs be, expressed in today’s dollars?”
LRMC is not static and changes over time as the supply/demand balance changes, either
as the result of changes in capacity or changes in demand.
When capacity utilisation is low and the next capacity expansion is some time into the
future, the LRMC of meeting additional demand will be relatively low. This is because the
cost of investing in additional generation capacity sooner, when discounted to today’s
dollars, will be relatively low. However, LRMC rises as spare generation capacity declines
and the time to invest in new power stations approaches.
Prices in the wholesale electricity market will also rise towards (and beyond) the LRMC of
the power system as the need for additional capacity nears. Because of the timeframe
over which LRMC is considered (i.e. the longer term), and the fact that capacity
constraints are removed from consideration, the LRMC of the power system will be less
volatile than the SRMC and less volatile than wholesale spot prices.

14.3.2. Transmission network charges
Transend has been subject to three regulatory reviews to determine the maximum
allowable revenue that it is permitted to recover in relation to the provision of
regulated transmission services:


1999 Investigation into electricity pricing
1 January 2000, undertaken by the TER;

for

the

three

years

from



2003 Tasmanian transmission network revenue cap decision for the period
1 January 2004 to 30 June 2009, undertaken by the ACCC; and
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2009 Transend transmission determination for the regulatory period 1 July 2009
to 30 June 2014, undertaken by the AER.

Transmission charges have increased at the greatest rate of all of the building block
components illustrated in Table 14.1, having grown by 300 per cent, in nominal
terms, between 2000 and 2010.
Consequently, the contribution of transmission charges to electricity prices has also
increased. In 2004 the TER estimated that, for the average customer on a retail tariff,
transmission charges made up 12 per cent of their electricity bill.
In 2010,
transmission charges were estimated by the TER to represent around 15 per cent of
retail tariffs. This is higher than in other regions of the NEM where transmission
charges represent less than 10 per cent of typical electricity bills.234
The principal drivers of increased transmission charges are:


the growth in Transend’s Regulated Asset Base (RAB);



the changes in the regulated return that Transend is allowed to receive on its
RAB; and



increases in Transend’s operating cost allowance.

By way of summary, over the period 2004 to 2010:


Transend invested $498 million in capital expenditure, which contributed to an
increase in its RAB of $524 million or 92 per cent, from $570 million in 2004 to
$1.094 billion in 2010235;



Transend’s rate of return on its asset base Weighted Average Cost at Capital
(WACC) increased from 8.8 per cent for the period of the 2003 regulatory
determination (1January 2004 to 30 June 2009) to 10 per cent for the current
regulatory period (1 July 2009 to 30 June 2014; and



Transend’s annual operating expenditure has increased from $29 million to
$48 million.

Tasmania’s experience in this regard is not unique.
contributed to rising electricity prices across Australia.

Transmission charges have

Capital expenditure
To illustrate the rate at which Transend’s capital expenditure has grown, and
continues to grow, the allowance for capital expenditure in the ACCC’s 2003
revenue cap decision was over 25 per cent higher than Transend’s actual average
capital expenditure had been over the five year period covered by the TER’s 1999
determination.
234

235

Submission in response to Garnaut Update Paper 8 ‘Transforming the electricity sector’, Grid Australia,
20 April 2011.
Capital expenditure for the period of the 2003 Transmission Price Determination (1 January 2004 to 30 June 2009)
and the 2009 Price Determination to the most recent audited information available to the Panel for analysis
(1 July 2009 to 30 June 2010).
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For the current five year regulatory period, which runs from 2009 to 2014, Transend’s
approved capital expenditure totals $641 million (nominal dollars), an increase of
90 per cent when compared with the capital expenditure allowance of $337 million
approved by the ACCC for the preceding five and a half year regulatory period.236
Since Transend was established in 1998 there has been substantial capital
investment in the transmission system to augment and upgrade the network, to
replace ageing assets that were in poor condition and improve the reliability of the
system, service new load centres and meet contemporary standards.237
The need for this program of work was highlighted at the time the HEC was
disaggregated.
The transmission system that Transend inherited was largely
constructed between the late 1950s and early 1970s, and many elements of the
network were older than the industry average and approaching, or in some cases
had passed, the end of their economic life.238 A ten-year capital investment
program to upgrade and modernise Tasmania’s electricity transmission system had
already begun in 1996.239 When establishing Transend as a separate State-owned
company in 1998, Transend was established without any debt in recognition of the
requirement for it to undertake significant borrowing in order to finance the
replacement of assets that were nearing the end of their useful lives.
In addition to this asset renewal program, Transend
compliance program in 1999 which was aimed
conductor-to-ground clearances on its transmission
transmission line spans around the State which
requirements.240 241

also embarked on a major
at eliminating substandard
lines, after identifying 1 250
did not meet clearance

Transend’s capital expenditure proposals, including the company’s plans for
expenditure on asset replacement, have been repeatedly subjected to
independent regulatory and expert scrutiny, and generally assessed as being
justified and reasonable in terms of their cost. Nonetheless, a clear theme emerges
from the assessments made by the various regulators involved in setting Transend’s
revenue allowances over the past decade that Transend has spent proportionately
more on asset replacement than other TNSPs.
In relation to demand driven network augmentation, Transend’s augmentation
projects have primarily been aimed at addressing compliance obligations and
catering for localised demand growth where connection sites have either needed
to be established or modified to meet customer demand.
236

237

238
239
240
241

Transend actually spent $440 million on capital works during the previous regulatory period. The capital
expenditure allowance approved by the AER for the current period represents a 46 per cent increase on that
figure.
In its 2009 revenue determination for Transend, the AER noted the capital expenditure required to comply (from
1January 2008) with new reliability standards specified in revised Regulations.
Transend Annual Report 1999-2000.
Ibid.
Transend Annual Report 1999-2000.
Not all of the cost of this program was funded through Transend’s regulated revenue allowances, with
Hydro Tasmania funding the cost of works in instances where raising lines above the minimum safety clearances
required added additional benefit, in the form of additional transmission capacity, which was of value to
Hydro Tasmania.
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Overall energy transmitted through the transmission network has not changed
markedly, rising from 10 580 GWh in 2004 to 11 658 GWh in 2010, whereas the peak
demand on the system has changed substantially, rising from 1680 MW in 2004 to
2366 MW in 2010 – with the commissioning of Basslink a primary driver.
While the transmission network did not have the physical capacity to service Basslink
in addition to on-island demand, the design and implementation of an innovative
System Protection System (and upgrades and enhancements to the transmission
network) enabled Basslink to be operated in a way that does not jeopardise the
security of the power system.242
A significant component of Transend’s network augmentation has been the
construction of a 220 kV transmission line from Waddamana to Lindisfarne on
Hobart’s eastern shore. With an estimated project cost during the current regulatory
period of $153 million ($2008-09)243, this project alone comprised over half of the
capital expenditure on augmentation proposed by Transend between 2009 and
2014, and approximately 17 per cent of total planned capital expenditure.244
Despite aggregate demand growth having a smaller impact on Transend’s capital
expenditure than is the case for transmission businesses in some other NEM regions,
analysis of demand forecasts by Transend has identified a number of areas where
connection site and/or transmission line capacity needs to be increased in order to
meet customer demand. These include areas on the West Coast (particularly
around Rosebery and Savage River), George Town’s industrial precinct, the Fingal
Valley (Avoca and St Mary’s), the Launceston/Tamar Valley area, Tasmania’s
south-eastern area, Hobart’s southern urban area and the Devonport area.
Transend also has a number of connection applications and enquiries for new
connections on hand (e.g. new wind farms, new mines, and irrigation schemes) and
proposals from direct connect major industrial customers to increase load. If they
proceed, these connections will also influence plans for localised augmentations.
Revaluation of transmission easements
In making its determination of Transend’s allowable revenues in 2003, the ACCC
expressed its concern about the revaluation of Transend’s asset base by the
Tasmanian Treasurer – a valuation which the ACCC was required to accept as part
of the handover of regulatory responsibilities from state-based to national regulation.
The Treasurer’s valuation of Transend’s RAB was $525 million, $72 million
(15.9 per cent) higher than the valuations previously used by the TER.245

242

243
244
245

The SPS and the Basslink connection equipment at the George Town Substation, which in 2006 had a combined
value of $10 million, were paid for by the developers of Basslink, National Grid Australia, and transferred to
Transend at no charge. While these assets sit on Transend’s balance sheet, as ‘gifted’ assets – and assets that
are also part of a ‘negotiated’ service for a direct connection customer – they are not included in Transend’s
RAB. As such, regulated customers make no contribution to these costs.
Revenue Proposal for the period 1 July 2009 to 30 June 2014, Transend.
Ibid.
All figures expressed in $2000-01. Source: ACCC, Decision - Tasmanian Transmission Network Revenue Cap
2004-2008/09, December 2003.
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The ACCC estimated that the revaluation of Transend’s assets alone would increase
Transend’s allowed revenue by approximately $7 million per annum, resulting in
higher transmission charges without any corresponding benefit to customers. Such
an increase in revenue would, according to the ACCC, translate directly to profits,
as Transend had not incurred any additional expenses in order to receive the
revenue.
The asset revaluation included an increase in the valuation of transmission
easements, mainly notional transaction costs incurred in acquiring easements
(accounting for about half of the increase), which the ACCC considered bore little
resemblance to the actual costs of acquiring the easements.
Increase in the regulated rate of return
In 2009, Transend, along with a number of TNSPs, lodged an appeal with the Tribunal
against some aspects of the AER’s revenue determination. The appeal was upheld,
resulting in Transend’s WACC increasing from 8.80 per cent to 10.0 per cent, and an
increase in Transend’s allowed revenue over the 2009–2014 regulatory period by
$80 million (8.3 per cent) to $1.043 billion.
The $80 million increase in Transend’s MAR as a result of the appeal meant that
instead of increasing, on average, by 3.5 per cent per annum (real), average
transmission charges would increase by 5.2 per cent (real) in each year covered by
the determination.
Under the AER’s original determination, when compared to the transmission prices
applying in the last year covered by the ACCC’s 2003 decision (2008-09), the
average cost of electricity transmission would have increased between by
18.4 per cent (real) by 2014. But following the Tribunal’s ruling, average transmission
charges are forecast to increase by 29.0 per cent (real) over the five years from 2010
to 2014.
Increasing workforce and impact on operational expenses
Transend was established on 1 July 1998 with 44 staff, allocated across three
functional groups - transmission asset management; development and regulation;
and administration. At the time, the Tasmanian Government’s intention was that
Transend would be sold, so only a small number of core staff, sufficient to run the
business in the short term, were transferred from the HEC. In turn, those staff
managed a workforce comprised mainly of contractors and outsourced labour.
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By the end of 2003, however, with plans to sell the company having been
abandoned following the election of the Bacon Government in 1998, Transend’s
workforce had increased to 127 personnel. The growth in staff numbers had its
origins in the allocation of activities at the time of disaggregation of the HEC. At that
time, many of the shared resources and functions that had supported the
generation, transmission and distribution businesses within the HEC were retained by
either Hydro Tasmania or Aurora Energy. Aurora Energy, for example, retained the
field maintenance service, and to this day provides a range of services to Transend
under contract, including a 24 hour emergency response service, routine
maintenance of Transend assets and the installation of new equipment and
execution of minor capital works.
Consequently, in order to operate on a stand-alone basis, Transend decided to
replicate many of those resources and functions, which resulted in an increase in its
workforce.
Separately, the transfer of the system control function from
Hydro Tasmania to Transend on 1 July 2000 resulted in 27 staff transferring to
Transend.
Between the end of 2003 and the end of 2009, Transend’s workforce more than
doubled, growing from 127 to 256. Some of that growth can be attributed to the
entry of Tasmania into the NEM in 2005 and the creation of a dedicated group
within Transend to address the ongoing evolution of market and regulatory
arrangements.246 During this period, Transend acquired the telecommunications
network that is used to operate the Tasmanian electricity system, involving a transfer
of 32 staff from Hydro Tasmania to Transend.
In response to a submission from the Energy Users Association of Australia, the AER
examined Transend’s staff numbers in April 2009 as part of its review of Transend’s
revenue proposal for the period July 2009 to June 2014.247 The AER found that the
growth which had occurred in Transend’s workforce had been neither imprudent
nor inefficient, and noted that caution needed to be exercised when interpreting
employee numbers, in that an increase in employee numbers might not result in
higher operating costs, because external contractor costs might be correspondingly
reduced.
The AER also found that Transend’s staffing levels have only increased marginally, in
that the growth has occurred as Transend has evolved from “an organisation that
initially relied heavily on out-sourcing of labour to perform key functions to a reliance
on a mixture of in-house and out-sourced labour.”

246

247

Transend was directed by its Shareholders to “do everything necessary to facilitate Tasmania’s entry to the
National Electricity Market and to connect Basslink to the Tasmanian power system” (2005-06 Transend Annual
Report).
Australian Economic Regulator, Final Decision – Transend Transmission Determination 2009–10 to 2013–14,
28 April 2009.
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In its May 2008 submission248 to the AER, Transend forecast further additions to its
workforce in the regulatory control period spanning 2009 to 2014, to “support the
delivery of the capital program by increasing resource levels for the provision of
technical advice, contract account management and project support services”
along with the in-sourcing of protection and control field-based services. Transend’s
workforce is currently made up of around 270 people.
Despite the growth in employee numbers, however, Transend’s labour costs, as a
proportion of its prescribed operating expenditure budget have remained consistent
over time.

14.3.3. Distribution network charges
Since the disaggregation of the HEC and the creation of Aurora Energy in 1998, the
TER has undertaken three investigations of the issues specific to distribution network
pricing, which have served as the basis for the TER’s determinations of the annual
revenue requirement for Aurora Energy’s distribution business:


1999 Investigation
1 January 2000;

into

electricity

pricing

for

the

three

years

from



2003 Investigation of Prices for Electricity Distribution Services and Retail Tariffs
on Mainland Tasmania, covering the period 1 January 2004 to
31 December 2007; and



2007 Investigation of Prices for Electricity Distribution Services and Retail Tariffs
on Mainland Tasmania, applying from 1 January 2008 to 30 June 2012.

Responsibility for the regulation of Aurora Energy’s distribution services has since
been transferred to the AER, which is in the process of determining Aurora Energy’s
revenue requirement for the period 1 July 2013 to 30 June 2017.249
The distribution charge building block component contributed to 25 per cent of the
increase in Aurora Energy’s revenue allowance illustrated in Table 6.1.
As with transmission charges, the principal drivers of increased distribution costs have
been the growth in the value of the RAB (driven by capital expenditure) and the
operating cost allowance. Over the six and a half year period from 1 January 2004
to 30 June 2010:


248
249
250
251

Aurora Energy invested $743 million250 in capital expenditure, which has
contributed to an increase in its RAB of $541 million or 75 per cent, from
$726 million in 2004 to $1.267 billion in 2010251; and

Transend Transmission Revenue Proposal for the Regulatory Control Period 1 July 2009 to 30 June 2014.
A draft decision was issued on 29 November 2011, with the final decision due in April 2012.
Includes customer capital contributions.
Capital expenditure for the period of the 2003 Transmission Price Determination (1 January 2004 to 30 June 2009)
and the 2009 Price Determination to the most recent audited information available to the Panel for analysis
(1 July 2009 to 30 June 2010).

P a g e | 174



Aurora Energy’s distribution business annual operating expenditure increased
from $46 million to $80 million.

Again, Tasmania’s experience has been shared by other jurisdictions. In New South
Wales, for example, from 2011 to 2013 real average network prices are set to rise at
or around 16 per cent per annum for two of the three Distribution Network Service
Providers (DNSP) and 12 per cent for the other. This was acknowledged by the
Independent Pricing and Regulatory Tribunal as one of the two factors driving
substantial increases in retail electricity prices for all NSW customers, including those
on regulated tariffs.
Most DNSPs across the NEM have cited replacement of aging assets and the need
to cater for growth in peak demand as drivers of network costs. Both of these
factors, to varying degrees apply to Aurora Energy’s distribution capital investment.
Capital expenditure
The replacement of ageing and obsolete assets has been a significant driver of
distribution network costs for Aurora Energy, typically representing around
20 per cent of the capital expenditure allowances approved by the regulator over
the past decade.252 For example:


in 1999 Aurora Energy proposed a significant increase in capital expenditure
to replace ageing assets, with the objective of improving security of the
distribution network;



in 2003 Aurora Energy’s proposed capital expenditure involved a further step
up from historic levels – an average increase of nearly 24 per cent per annum
above the level of expenditure since 1999 – particularly in relation to
expenditure on non-demand related asset replacement253; and



in 2007, in addition to network upgrades to meet new demand,
Aurora Energy again planned a major program of investment to address
issues with ageing network assets.

Major components of non demand asset replacement included poles, galvanised
iron conductors and switchgear.
From 1999-2000 to 2002-03 Aurora Energy spent $48 million on non demand asset
replacement, of which $33 million (69 per cent) was spent on pole replacement and
staking. 254

252
253

254

Based on information contained in Energy to the people - Aurora Energy Regulatory Proposal 2012–2017.
The preceding assessments of Aurora Energy’s capital expenditure proposals relative to its pre-1999 and pre-2003
expenditure reflect comments made by the TER as part of the relevant regulatory determinations.
Pole replacement and staking alone represented 20 per cent of Aurora Energy’s total expenditure on regulated
assets during that period (excluding motor vehicles). In addition, as part of its operations and maintenance
expenditure during the same period, Aurora Energy also spent $9.3 million on pole inspection (source
Aurora Energy Pty Ltd - Pricing Submission, December 2002). Aurora Energy currently has 220 000 poles in service
(source: Aurora Energy Regulatory Proposal 2012–2017).
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For the 2003 regulatory period, Aurora Energy proposed a level of non-demand
asset replacement that represented, on average, around 21.5 per cent of its total
capital expenditure budget.255
The TER approved Aurora Energy’s capital
expenditure proposals, with only minor revisions made to reflect a reduction in the
number of poles that the TER considered needed replacing. Nonetheless, around 70
per cent $44.1 million of the $62.7 million in expenditure on non demand asset
replacement approved by the TER was attributed to the replacement of overhead
structures, i.e. poles, pole-tops and conductors.
In its 2007 submission to the TER, over 60 per cent of the increase in average annual
capital expenditure proposed by Aurora Energy was attributed to non demand
asset replacement. Aurora Energy proposed increasing non demand replacement
from an average of $15 million per annum over the preceding four years to
approximately $30 million per annum in the forthcoming regulatory period.256
In addition to the ongoing replacement of poles, by 2007 Aurora Energy had
identified additional assets requiring replacement, including overhead conductors,
low voltage circuit breakers containing asbestos, and ground mounted substations
dating back to the 1960s.
From 2003-04 to 2010-11, even after the substantial increases approved by the TER,
Aurora Energy exceeded its cumulative capital expenditure allowances in relation
to non demand asset replacement by 20 per cent ($28 million, 2010 dollars).257
That over-expenditure is now incorporated into the value of Aurora Energy’s RAB,
meaning that the cost of Aurora Energy’s asset replacement program, including the
expenditure over and above the allowances approved by the TER, will continue to
be recovered from customers for the duration of the operating life of the
replacement assets (typically 40 years).
Localised demand growth
The past decade has seen a ‘shifting’ of load which has placed localised strains on
the distribution system.258 Accordingly, capital expenditure to service growth in
demand has focussed on what Aurora Energy describes as growth ‘hot spots’. The
issues that have contributed to this load shift include:

255

256

257
258

While this was less, proportionally, than Aurora Energy reported having actually spent in the preceding regulatory
period, Aurora Energy noted that expenditure to deal with non demand related replacement could also be
found in the proposals put forward in relation to other expenditure categories, such as reliability and
performance, and capacity augmentation. Once this was taken into account, Aurora Energy estimated that
expenditure on non demand asset replacement would be approximately double the level previously allocated).
Aurora Energy contended that even that level of expenditure would not be sufficient to prevent continued
ageing of the asset base and the emergence of increased risks to reliability. Aurora Energy estimated that
expenditure on non demand asset replacement would eventually have to reach $60 million per annum in order
for the distribution network to be ‘sustainable’ in terms of its ability to meet acceptable service and safety
targets.
‘Energy to the people’ - Aurora Energy Regulatory Proposal 2012–2017.
State-wide load growth has not posed a significant issue for the distribution network. Growth has been modest
over the past decade, with total energy consumption and peak demand actually decreasing in 2009 and 2010
amongst the customers serviced by the distribution network.
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the Australian Government’s wood heater buy back scheme, which has had
a significant impact on the level of demand in Launceston and its surrounding
areas;



localised high volumes of household and commercial development requiring
new connections;



increased levels of tourism, particularly on the east coast; and



the increased consumption of electricity in rural areas as farmers have
changed from livestock farming to (irrigated) cropping.

Much of this growth was unanticipated, and the demand for new connections,
fuelled by the strength of the Tasmanian economy, has been a significant driver of
Aurora Energy’s capital expenditure259 on the distribution network, particularly during
the middle part of the past decade.
To illustrate, between 2004 and 2008, Aurora Energy incurred capital expenditure to
service the new or upgraded connections requested by customers that was more
than double (120 per cent) above the estimated expenditure approved by the TER
in the two pricing determinations spanning that period. 260 In 2010 dollars terms, that
overspend represents an additional $102 million in capital expenditure which, having
been assessed by the TER as being prudent, has been added to the value of
Aurora Energy’s regulated asset base, where it will continue to influence pricing
outcomes for all customers for the duration of the assets’ operating lifecycles.
In addition to the higher than expected expenditure on customer connections, the
combination of unexpectedly high economic growth during the middle part of the
decade resulted in some significant system capacity-related projects being brought
forward.261
The impact of these localised growth centres on Aurora Energy’s capital expenditure
can also be seen in projects such as the Hobart Area Supply Upgrade as well and
the Launceston Supply Upgrade.262
Aurora Energy’s distribution business has also seen significant increases in the costs of
labour and materials associated with capital investment in its network.

259
260
261

262

Including its spending in excess of regulatory allowances.
Energy to the people’ - Aurora Energy Regulatory Proposal 2012–2017.
Such as two new zone substations for the Hobart region – one at Cambridge with a total cost of $13.1 million and
another to be built at Kingston, at an estimated cost of $15 million (source: Aurora Energy Annual Report
2008-09).
The upgrade of supply to the Hobart area has already seen upgrades of six existing zone substations from 22kV
to 33kV and increases in the capacity of their transformers, and new zone substations planned for Howrah and
Rosny. The Waddamana to Lindisfarne transmission line, while primarily intended to provide greater security of
supply for to Hobart and southern Tasmania, has also been engineered to cater for future load growth,
particularly on Hobart's eastern shore. In the case of Launceston’s electricity supply, Launceston was previously
serviced by only two substations, located at Trevallyn and Norwood, which – as the result of growth in demand –
were overloaded, making Launceston vulnerable to transformer failure at either substation. Work undertaken by
Transend means that Launceston is now serviced by a ring of new and upgraded substations and Aurora Energy
has been required to significantly reconfigure and reinforce its network of higher voltage feeders in order to
facilitate the transfer of load between those substations, providing relief for Transend’s overloaded assets at
Norwood and Trevallyn and increasing the ability of Launceston’s supply to withstand transmission asset outages.

‘
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In its submission on the Panel’s Draft Report, Aurora Energy commented:
“Aurora cannot refuse requests to connect customers to the distribution network and
strong than excepted growth has resultant system wide impacts. In order to not
overspend the regulatory allowance in such circumstances, Aurora would need to
make capital expenditure cuts in other areas such as reliability and power quality....
Aurora has recently seen a reduction in customer-generated work as the Tasmanian
economy has slowed and is highly cognisant of the impact that operational and
capital expenditure has on electricity prices...” (pp1-2)

14.4. Interstate comparison of retail prices
While Tasmania’s electricity prices have been increasing rapidly, this is broadly
consistent with increases experienced across Australia. Tasmania continues to be
somewhere in the ‘middle of the pack’ when compared with other States and
Territories.
During public consultation, a number of stakeholders provided anecdotal evidence
to the Panel, often based on the experiences of friends or family living elsewhere in
Australia, in support of their view that electricity prices are substantially higher in
Tasmania. However, care needs to be taken in drawing conclusions from simple
direct comparisons of electricity prices and ‘typical’ electricity bills in each state.
This is because average consumption and usage patterns vary markedly between
states. Tasmanians use more electricity than their interstate counterparts.263 There
are several reasons for this, including climatic differences and the more widespread
availability of reticulated natural gas in other states. Because of these reasons,
without a comparison of total energy costs involving both gas and electricity in
many instances it is difficult to draw meaningful conclusions based on comparisons
of electricity prices alone.
To illustrate, the overwhelming majority of Tasmanian household customers are
connected to multiple electricity tariffs264, each of which incurs its own supply
charge. Interstate customers using both gas and electricity are typically connected
to only one electricity ‘tariff’ and comparisons based solely on electricity costs
reflect this difference. Ignoring the supply charges associated with the gas
connection, not to mention the cost of the gas consumed, creates a skewed result.
The electricity prices offered in different markets also create incentives and
disincentives to use electricity for particular applications, and are often driven to a
large degree by the operational characteristics of the generation being used to
supply a particular market. For example, Aurora Energy’s ‘Hydro Heat’ tariff makes
electric home heating a viable option in Tasmania in a way that is not the case in
other states. The tariff applying to Hydro Heat is currently just over 15 cents per kWh.
263

264

Details of differences in electricity consumption are contained in the Panel’s Discussion Paper ‘Tasmania’s
Energy Sector – An Overview’, which is available on its website: www.electricity.tas.gov.au/publications.
About six per cent of Tasmanian standard tariff customers take supply under just the Light and Power tariff (Tariff
31), while around 83 per cent take supply under a combination of Light and Power and Hot Water tariffs (Tariff 41
or Tariff 42). Source: Comparison of 2011 Australian Standing Offer Energy Prices, Tasmanian Economic
Regulator, August 2011.
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This is approximately ten cents per kWh (39.7 per cent) below the per unit price of
general light and power in Tasmania.265 The ‘Hydro Heat’ price is also typically four
to five cents below the lowest household energy tariffs available in mainland
Australia states that do not have time of use restrictions.
Therefore, a comparison of the electricity costs of homes in Tasmania using electric
space heating with the costs that would be incurred on a like-for-like basis in another
state is of little or no value.
To illustrate the complexities in comparing electricity prices in the different regions of
the NEM, an inquiry with one on-line comparison service about the various electricity
supply options available in a particular region of Victoria returned nearly 40
alternative plans on offer from eight electricity retailers. A similar inquiry for another
region of Victoria returned over fifty different plans from 12 retailers, all with different
rates, features and benefits are discussed below:


the daily supply charges applying to customers in one of those localities
ranged from 64 cents to 87 cents per day (compared to just over 89 cents per
day from Aurora Energy);



energy tariffs ranged from 19.4 cents to 27.8 cents per kWh depending on
consumption levels (compared to Aurora Energy’s flat rate tariffs of just over
25.1 cents), and went as high as 30 cents per kWh for 100 per cent
accredited ‘Greenpower’ energy;



the range of discounts on offer for prompt payment ranged from 3 per cent
of the total bill to 20 per cent of the energy tariff, with some suppliers offering
multiple discounts;



some plans required the customer to enter into a contract for a set period of
time, with the terms on offer ranging from one to three years, while other
plans involved no such commitment. Some retailers imposed credit card
payment fees; and



the same plan offered by a given retailer can have different pricing in
different regions of the same state and even between suburbs in the same
city.

For these reasons arriving at meaningful generalisations about relative electricity
prices between states for different classes of customer with differing usage profiles is
a difficult, if not impossible, process.

265

Hydro Heat had its origins in Hydro Tasmania’s desire to utilise water in its run of river generation schemes which
was spilling during the wettest months of the year – a ‘problem’ not faced by thermal generators interstate,
although Hydro Tasmania’s solution was not dissimilar to the use of off-peak pricing by thermal generators, which
also offers lower prices to encourage the use of energy that would otherwise go to waste.
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Despite these complications, the TER undertakes a six-monthly comparison of the
electricity prices paid by non-contestable (household and small business) and
concession customers in Tasmania with electricity prices of equivalent customers
interstate. The TER’s report266 is takes into account both fixed and variable charges,
as well as consumption, in order to arrive at an effective per kilowatt hour cost as a
meaningful basis for comparison, across a range of consumption levels.
TER has chosen the cheapest or most commonly used standing offers267 as being the
most representative for customers in particular states. However, interstate customers
who are able to exercise choice in competitive retail markets are likely to be able to
achieve lower prices than standing offer prices. As noted above due to the
complexities involved it would not be feasible to undertake such an analysis on the
basis of market offers in those states.

14.4.1. Household customers
In its Comparison of 2011 Australian Standing Offer Energy Prices, released in
August 2011, the TER noted in relation to household electricity prices that:


low-consumption electricity customers in Tasmania pay effective per kWh
prices that are in the high range of household electricity prices in Australia;



effective electricity prices in Tasmania remain in the mid-range for customers
with average or high consumption; and



Tasmanian customers with very high consumption pay prices that are below
the national average.

The TER also found that most Tasmanian household tariffs have higher fixed (daily)
charges and lower variable (consumption-related) rates than the standing offers in
other markets. This means that for many Tasmanian household customers, the
average incremental cost of energy is lower than in other states, because as
consumption increases the fixed costs of supply are spread over a larger volume of
energy.
To summarise, analysis of standing offers by the TER and the Panel’s own research
into a limited number of market offers interstate shows that for household customers
in Tasmania:


266

267

fixed supply charges are generally higher than in other states (and most
Tasmanian’s incur multiple fixed charges because of their connection to more
than one tariff), noting that the daily supply charge associated with the
‘Hydro Heat’ tariff, is substantially lower than the daily supply charges
associated with natural gas interstate;

Office of the Tasmanian Economic Regulator Comparison of 2011 Australian Standing Offer Energy Prices’,
August 2011.
In a competitive market, standing offer prices are offered as a fall back to customers who do not enter into a
market contract.
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energy rates in Tasmania are also typically in the mid to upper range of those
available elsewhere, with the exception of ‘Hydro Heat’; and



with the advent of retail contestability and multiple distribution networks in
other states and territories, Tasmania is one of the last regions in the NEM in
which all household customers pay the same electricity prices regardless of
their location.268

14.4.2. Concession customers
Approximately one third of Tasmanian household customers pay less than the full
price of electricity as the result of concessions provided by the Tasmanian
Government to Health Care Card and Tasmanian Pensioner Concession Card
holders. Consequently, the TER also compares electricity pricing outcomes under
the range of concession schemes available around Australia.
The Tasmanian Government’s electricity concession is one of the most generous
available in Australia, and eligibility for concessions is generally broader in Tasmania
than in other states. The concession is a daily fixed discount, which effectively
off-sets daily fixed charges. As a result, concession customers are able to realise
savings in their electricity bill by controlling their consumption directly. The cost of
energy for eligible concession customers was assessed by the TER as follows:


customers with low energy consumption pay prices that are comparable with
those available in other states; and



other customers pay prices in the mid-range of those available in Australia.

The following table summarises the electricity concessions available in each state
and territory.
Table 14.2 Summary of concessions available by state
State/Territory

Concession available

Tasmania269

111.70 cents per day, all year round (from 1 July 2011) up to a
maximum of $407.71 per annum

Victoria

17.5 per cent discount all year round (from 1 March 2011)

New South Wales

$200 Low Income Household Rebate. Rebate paid based on number
of days in each billing period (365 days per year)

ACT

Summer rebate of 27.74 cents per day (Nov – May). Winter rebate of
102 cents per day (June – Oct) up to a maximum of $214.87 per annum

Queensland

Rebate of $230 per annum

South Australia

Rebate of $150 per annum

Western Australia

Rebate on supply charge of 38.23 cents per day

Northern Territory

$1.179 per day off the fixed charge, 4.7 c/kWh off consumption
charges, all year round

Source: ’Comparison of 2011 Australian Standing Offer Energy Prices’- Office of the Tasmanian Energy Regulator
268

269

This outcome can also be attributed to the Tasmanian Government’s requirement that the pricing applied by
Aurora Energy to a particular class of customer be uniform, regardless of where in Tasmania the customer is
supplied with electricity.
The value of the Tasmanian concession is indexed at the same rate as any increase in regulated electricity
prices.
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14.4.3. Small business customers
It is difficult to compare prices for business customers because of the different stages
of contestability between states, which impacts on the availability of pricing
information. In relation to the electricity prices faced by small non-contestable
businesses, the TER found that Tasmanian electricity business customers on regulated
tariffs pay business rates that are on par with those available in other states.
This assessment was based on a series of ‘standard’ business customers across all
states and territories that might generally have similar consumption patterns and
usage, regardless of their location. The TER examined the most commonly used
general business tariffs offered by a selection of major retailers.

14.5. The outlook for retail prices
14.5.1. Overview
The outlook for Tasmanian retail prices, like elsewhere in Australia, is for sustained
increases in the coming years. The Australian Energy Market Commission (AEMC)
published Possible Future Retail Electricity Price Movements: 1 July 2011 to 30 June
2014 in December 2011, which provides an indication of future trends in changes to
household electricity prices and the drivers behind them at jurisdiction and at a
national level. The AEM analysis examined potential price increases with and without
a national carbon pricing framework.
The AEMC analysis suggests that in the absence of a price on carbon, Tasmanian
household electricity prices could increase by a nominal 20 per cent or around
4 c/kw over the period 2010-11 to 2013-14, as shown in Table 14.2. The average
projected annual nominal growth rate over this period is just over 6 per cent.
The AEMC projects retail prices increasing by a nominal 25 per cent over the same
period taking into account a price on carbon, with an average annual increase of
around 8 per cent. 270

270

The carbon price will increase wholesale energy costs, retail margins (which are a function of amongst other
things, wholesale energy costs) and is likely to have a dampening impact on LRET costs and an increase in SRET
costs (see pages 6-8 of the AEMC report).

P a g e | 182

Figure 14.3 - Current and future household electricity price ($nominal) –
without carbon price

Source: Possible Future Retail Electricity Price Movements: 1 July 2011 to 30 June 2014 - AEMC , p58

Figure 14.4 - Current and future household electricity price ($nominal) –
with carbon price

Source: Possible Future Retail Electricity Price Movements: 1 July 2011 to 30 June 2014 - AEMC , p58

More detailed information on the anticipated movements in each of the
components of the electricity supply chain is discussed below.

14.5.2. Energy prices
Wholesale energy prices paid by non-contestable customers are determined by the
TER in accordance with the Price Control Regulations. Based on the current price
determination, the TER has projected an increase in retail tariffs for non-contestable
customers of 8.7 per cent on 1 July 2012. Price predictions beyond that time are
difficult to determine until the extent of the carbon pass-through the TER makes
under the regulations is known.
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Forecast increases in demand across each NEM region and a consequential
tightening of the supply demand balance, combined with expected increases in
fuel costs are expected to contribute to increased wholesale energy prices across
the NEM.
The degree to which this impacts on retail electricity costs will be determined by the
nature of contractual arrangements that underpin the wholesale cost of electricity
built into those prices.
A major driver of changes in delivered electricity costs to customers will be the
impact of the price on carbon. Carbon pricing will increase the costs of thermal
generation in the NEM generally, increase the costs of operation of the TVPS and
increase the value of hydro-generation.
The Panel has undertaken modelling of the potential impact of a price on carbon
on wholesale electricity costs throughout the NEM over the period 2012 to 2016. This
analysis suggests that spot market prices in all NEM regions, including Tasmania, will
be significantly impacted by carbon. In the case of Tasmania, carbon pricing is
forecast to add around 40 per cent on average, to Tasmanian wholesale electricity
prices and that increment is the lowest forecast for any region of the NEM. In other
NEM regions, the introduction of carbon pricing is estimated to add anything from
43 per cent to 70 per cent to wholesale electricity prices.
Since 2009-10, average wholesale spot price in the Tasmanian region has been
below $30 per MWh (measured on an annual basis).271 In both nominal and real
terms, recent prices have represented historical lows in the period since Tasmania
joined the NEM in 2005. This experience has been repeated in all other NEM regions.
The reduction in prices can be attributed to a number of factors, including the
Global Financial Crisis and the consequential reduction in demand across 2009 and
2010. In Tasmania, the increase in rainfall in recent years and a return to normal
inflows has alleviated constraints on the hydro-system capacity. Adding further
downward pressure on prices, the commissioning of the TVPS in October 2009 has
‘over-supplied’ the Tasmanian market into the foreseeable future, placing
downward pressure on Tasmanian spot prices.
Further softening of the
supply/demand balance may emerge over the coming years with the combination
of investment in wind farms by Hydro Tasmania and potentially other private sector
developers – stimulated by the Australian Government’s renewable energy scheme.
The loss of one or more MI customers would materially shift Tasmania’s
supply/demand balance.
The Panel’s modelling is projecting 2012 spot prices that are broadly consistent with
current levels (between $20 to $30 per MWh), before increasing to $60 MWh in 2013
reflecting the carbon price impact and otherwise higher NEM wholesale prices. The
rate of growth is projected to moderate over the following two years, peaking in
2015 and softening again in 2016.
271

Source: Average annual prices (per financial year), Australian Energy Market Operator (AEMO).
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While these increases in the average spot price appear to be substantial, historically
low prices in recent times amplify the projected increases. An average spot market
price of $40 to $50 MWh in Tasmania would be either consistent with or lower than
averages prices in 2007, 2008 and 2009.
In its December 2011 Review of Potential Future Prices, the AEMC considered that
the wholesale component of the average household bill in Tasmania would increase
in nominal terms by an average of 5.7 per cent per annum over the period 2011 to
2014 in the absence of carbon pricing, and by 10.3 per cent with carbon pricing.

14.5.3. Transmission network charges
Transmission network services are a regulated monopoly and the AER will continue to
determine Transend’s maximum allowable revenue for prescribed services. This
means that future transmission charges in Tasmania are essentially dependent on
the national regulatory framework and the assessments made by the AER.
The current regulatory period, which was set in the 2009 Determination, runs to
30 June 2014. Under the Determination, Transend’s annual revenue is set to increase
by 8.4 per cent in 2013 and a further 6.1 per cent in 2014.272 By the end of 2014 the
average cost of electricity transmission will have increased by an estimated
45.6 per cent (29.0 per cent in real terms) over the five years from 2010.
The increases in Transend’s annual revenue requirement typically add about
one per cent per annum to electricity prices for non-contestable customers, which
will continue until at least 2014.273
The increase in transmission charges during the current regulatory period is occurring
despite Transend’s decreasing expenditure on asset renewal (one of the major
drivers of its capital expenditure over the previous decade). To the end of 2010, in
real terms274 Transend had spent $774 million275 on capital expenditure since it was
established in 1998. While an easing of asset replacement expenditure may avoid
further upward pressure on transmission charges, capital expenditure over the past
decade is embedded in Transend’s RAB, and will continue to be recovered in
depreciation charges over the operational life of those assets which is typically
around 40 years. A regulated rate of return will also be earned on the depreciated
value of the RAB.
The future costs of debt and equity incorporated into the return on capital (WACC)
applied to Transend’s RAB will also be a major driver of transmission charges in the
longer term. This will be influenced by movement in the broader finance market –
currently the global financial situation is placing downward pressure on interest rates.

272
273

274
275

Australian Economic Regulator, Transend Transmission Determination 2009–10 to 2013–14, 28 April 2009.
Based on the latest estimate by the TER of the contribution that transmission costs make to Non-contestable
tariffs (15 per cent).
December 2010 dollars.
Source: Transend.
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In its December 2011 Review of Potential Future Prices, the AEMC considered that
the transmission component of the average household bill in Tasmania would
increase in nominal terms by an average of 7.4 per cent per annum over the period
2011 to 2014.
The AER is currently advocating a change to the National Electricity Rules (NER)
under which it determines the revenues of network service providers. On
9 December 2011, the Minister for Resources and Energy, Martin Ferguson AM, MP
also announced an inquiry by the Productivity Commission into aspects of national
electricity network regulation.
The loss of an MI load also has the potential to increase transmission charges for all
customers, although the impact is difficult to estimate. While the closure of a MI
customer is unlikely to result in a significant change in the value of Transend’s overall
regulatory assets, the contribution that the customer had previously made towards
the value of the network and the common service assets included in Transend’s RAB
would need to be recovered from Transend’s remaining customers.
This would be achieved through an adjustment to non-locational Transmission Use of
System (TUOS) charges, as occurred following the closure of the Burnie Paper Mill in
June 2010. Conversely, the addition of industrial load has the potential to decrease
transmission charges for other customers by providing an additional contribution
towards the costs of the shared network, assuming the existing network is able to
cater for that new load without augmentation.

14.5.4. Distribution network charges
Similar to transmission network services, Aurora Energy’s distribution network services
are a regulated monopoly. Aurora Energy’s distribution business is currently
operating in the final year of the regulatory period covered by a determination
made in 2007 by the TER. Responsibility for distribution network economic regulation
has transferred to the AER.
The AER is currently in the process of undertaking the distribution determination
applying to Aurora Energy from 2013 until 2017. The AER will publish its final decision
in April 2012.
Aurora Energy’s approach to its regulatory proposal has adopted customer pricing
as the primary driver of future investment decisions, in order to “meet customer
needs at the lowest sustainable cost”. Aurora Energy’s stated aim is to deliver more
modest price increases than have been experienced elsewhere in Australia in
recent years, in the first instance through cost reductions in current service delivery
methods, and in the longer term through efficiency gains from changes to the way
services are delivered. This is a cultural shift from previous regulatory approaches.
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In its submission to the AER, Aurora Energy applied an annual 3 per cent efficiency
factor to the labour rates on which its regulatory proposal is based. Aurora Energy
estimated this would result in a real reduction in labour rates of more than ten
per cent over the duration of the regulatory period.
To meet this target,
Aurora Energy has started to reduce its workforce in most areas of its business,
decreasing the number of staff on a full time equivalent basis by 188 positions
(14.7 per cent) in 2011, with a further 40 voluntary redundancies from its distribution
business announced in October 2011.
Aurora Energy’s regulatory proposal assumes that the current level of network
reliability is acceptable to customers, meaning that expenditure will be required only
to meet current standards. On this basis, Aurora Energy proposed a real decrease in
operating expenditure of, on average, 2.6 per cent per annum over the regulatory
period.
Furthermore, Aurora Energy considers that investment in the network is now “at an
appropriate level” and that “consolidation of expenditure can now occur.”276
Aurora Energy is also seeking to defer further investment in the distribution network
through the use of demand management strategies. On this basis, Aurora Energy
has also proposed a real reduction in its capital expenditure.277
The AER has issued its draft determination for Aurora Energy’s distribution network. In
this determination, the AER has proposed more efficiencies than Aurora Energy had
included in its proposal.278 The AER draft determination reduces forecast capital
expenditure by $139 million or 21 per cent of Aurora Energy’s proposed capital
expenditure; and reduces forecast operating expenditure by $29 million or
8.6 per cent of Aurora Energy’s proposed operating expenditure.
Over 70 per cent of Aurora Energy’s distribution business’ revenue ‘entitlement’ is the
return it earns on the RAB. The WACC currently applied to Aurora Energy’s
distribution business RAB is 6.64 per cent (pre-tax real). Aurora Energy has proposed
a WACC of 10.33 per cent (nominal post tax) in its regulatory submission to the AER.
In response, the AER has proposed a WACC of 8.08 per cent279 (nominal post tax).
Aurora Energy’s regulatory submission includes an annual revenue requirement that,
in real terms, would remain virtually unchanged over the next regulatory period. In
nominal terms, after an approximately 14 per cent jump in Aurora Energy’s annual
revenue allowance between 2012 and 2013, Aurora Energy’s annual distribution
business revenue would increase by ten per cent over the forthcoming five year
regulatory period, based on Aurora Energy’s proposals. Based on the AER draft
determination, those increases would not take place.
276
277

278

279

‘Energy to the People’ – Aurora Energy Regulatory Proposal 2012-2017.
Nonetheless, the value of a distribution network service provider’s regulated asset base is as a key determinant
of its regulated revenue entitlement, and Aurora Energy’s capital expenditure over the past decade will
continue to feed into future determinations of its allowable revenue for decades to come, until those assets
reach the end of their economic life.
Australian Economic Regulator, Draft Distribution Determination Aurora Energy Pty Ltd 2012-2013 to 2016-17,
November 2011.
ibid.
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In its December 2011 Review of Potential Future Prices, the AEMC considered that
the distribution component of the average household bill in Tasmania would
increase in nominal terms by an average of 6.1 per cent per annum over the period
2011 to 2014.
As noted above, the AEMC’s decision on the AER’s proposal to change the network
regulation rules will have a bearing on the level and growth of distribution prices in
the future, as will the Productivity Commission’s review into aspects of the national
regulatory framework for electricity networks.

14.5.5. Retail costs to serve and retail margin
For non-contestable customers, Aurora Energy’s retail cost to serve and profit margin
are determined by the TER and represent around ten per cent of energy prices. For
its contestable customers, Aurora Energy determines the price it charges for these
services.
Retail Cost to Serve
Under the current Pricing Determination for non-contestable customers, the TER has
allowed Aurora Energy an industry benchmarked cost to serve of $95 per customer
per annum.280 This is higher than the allowances made for retailers in other parts of
the NEM, reflecting Aurora Energy’s lack of scale economies, relative to other
electricity retailers.
In jurisdictions where full retail contestability has been introduced, the cost to serve
that is incorporated into the regulated tariff also includes an allowance for customer
acquisition and retention costs.281 In the absence of full retail contestability in
Tasmania, this allowance is not included in the calculation of Aurora Energy’s cost to
serve. This means that once the cost of customer acquisition and retention is added
to the cost of service delivery interstate, the total is frequently higher than
Aurora Energy’s cost to serve.
Increased competition in the retail market, particularly the entry of retailers with
large customer bases interstate and therefore a lower cost to serve than
Aurora Energy, should lower customer prices (although given the proportion of this
cost in the overall tariff, this will be small). Aurora Energy has highlighted that retail
margins need to be reduced in order to retain market share and this is a focus of its
current productivity and efficiency program.

280
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Aurora Energy had proposed a cost to serve of $105 per customer per annum for 2010-11, plus an allowance for
Aurora Energy’s relative lack of economies of scale, based on the allowance set in the Australian Capital
Territory by the Independent Competition and Regulatory Commission. Office of the Tasmanian Economic
Regulator, Investigation of maximum prices for declared retail electrical services on mainland Tasmania – Final
Report, , October 2010.
In its pricing determination for 2010-11, the Queensland Competition Authority allowed for $40.50 per customer in
acquisition and retention costs, and the Independent Pricing and Regulatory Tribunal of New South Wales
allowed for acquisition costs of $36.80 per customer (expressed in $2009-10). In a submission to the Independent
Competition and Regulatory Commission as part of the investigation that informed the ICRC’s determination of
electricity prices in the Australian Capital Territory for 2010 to 2012, electricity retailer Actew AGL contended that
its cost to serve should include an allowance for customer acquisition costs of $28 per customer, although this
was ultimately not accepted by the ICRC.
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Retail margin
The retail margin represents the return that an electricity retailer earns on the
investment it makes in order to provide retail services.
Under the current Pricing Determination for non-contestable customers,
Aurora Energy’s retail margin is currently set at 3.8 per cent per annum of total
costs282 (equivalent to 3.7 per cent on sales). This is lower than the allowances of
between four and six per cent made in relation to ‘standing offer’ arrangements in
other jurisdictions with fully contestable markets.283 The lower margin reflects the fact
that Aurora Energy is not exposed to customer churn amongst its non-contestable
customer base, or the level of volume risk284 faced by retailers in other regions of the
NEM.
It is not expected that future pricing determinations will deviate significantly from the
current determination. The exception to this assessment is that, in the event of the
introduction of full retail contestability, whereby the TER may need to increase the
retail margin included in regulated tariffs in order to create sufficient ‘headroom’ in
regulated electricity prices for effective price driven competition.
Using interstate retail margins as a guide, the retail margin built into standing offer
prices may increase by 2 per cent for customers who do not enter into market
based contracts with an electricity retailer. Any such increase would be a matter for
the TER through a transparent regulatory process.
In its December 2011 Review of Potential Future Prices, the AEMC considered that
the retail component of the average household bill in Tasmania would increase in
nominal terms by an average of 10.5 per cent per annum over the period 2011 to
2014 in the absence of carbon pricing, and by 12.5 per cent with carbon pricing.
The AEMC considered that costs associated with the Renewable Energy
Target (RET) /Large-scale Renewable Energy Target (LRET) would increase by an
average of 23.6 per cent over the period without carbon pricing, and by
10.6 per cent with carbon pricing. THE AEMC considered that the costs to customers
from the Small-scale Renewable Energy Scheme (SRES) would fall by an annual
average of 17.7 per cent without carbon pricing and by 16.8 per cent with carbon
pricing.
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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.
For the 2009-10 financial year, Aurora Energy was assessed by the AER as having the slimmest profit margin built
into its electricity prices amongst the five jurisdictions within the National Electricity Market studied by the AER.
The retail margin (as a percentage of sales) applying in the Australian Capital Territory in 2009-10, was 5.0
per cent, increasing to 5.4 per cent in 2010-11. The Queensland Competition Authority provided a retail margin
of 5.0 per cent (of total costs) in 2009-10, which it carried forward in its final decision for 2010–11. The
Independent Pricing and Regulatory Tribunal of New South Wales set a retail margin of 5.4 per cent for the
regulatory period commencing on 1 July 2010, which was slightly higher than the previous allowance of 5.0
per cent.
Volume risk refers to the risk of a variation in load from year to year arising from changes in customer behaviour
and weather.
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14.6. Tariff Structures – fixed daily charges
Several interested parties commented on the structure of Tasmanian tariffs in
submissions on the Panel’s Draft Report. For example, TasCOSS submitted that:
“Our major concern is that the relatively high fixed charges make it difficult for
households to realise savings on electricity costs by reducing their usage through
energy efficiency and other efforts.... Reducing electricity use should save households
money; unfortunately this is limited in Tasmania by a tariff structure with high fixed
charges compared to usage charges. TasCOSS contends that this must be addressed
as part of the development of a State energy strategy, and we urge the Panel to
include such a recommendation in its final report”. (p5)

Similarly, the Property Council of Australia identified the two-part pricing as a matter
that should be reviewed:
“The current two-part pricing structure adopted for the calculation of a customer's
account provides very little scope for a given customer to control their electricity
expenditure. As with the proposed water and sewerage pricing model, it is difficult to
accept that the breakdown of fixed and variable cost truly reflects the actual cost of
production and distribution. The Property Council asks that the Tasmanian Economic
Regulator (TER) review the price setting framework component of electricity charges
and employs a fixed cost model that reflects the cost of production and distribution”.
(p3)

Currently, the fixed daily charge is around $1.06 per day285, which is equivalent to
the cost of around 4 kWh of electricity.286 Over one-third of all household customers
receive the Tasmanian Government’s electricity concession, which is also around
$1.17 per day. In this context, concession customers effectively have their daily fixed
charges funded by the concession. These customers are able to directly benefit
from every kWh of energy saved.
There are considerable costs involved in providing customers access to the
electricity network and in providing retail services that are incurred irrespective of
the level of energy consumption and it is appropriate these costs be recouped from
customers. Two-part pricing can send efficient price signals to customers regarding
changing consumption levels. There is potentially a wide range of combinations of
two-part pricing structures that could shift the balance between fixed and variable
charges that are equivalent from an economic efficiency perspective. Given the
absolute level of these charges under the current tariff structure, the Panel does not
believe there is a cause for concern regarding the tariff structures implemented
under the current regulatory regime.
The Panel agrees with the observation that an Energy Strategy should encompass
how a Tasmanian Government might best pursue equity and affordability
considerations through targeted measures for specific customer groups (not through
changes in tariff structures that send inappropriate pricing signals to all users).

285
286

The light and power daily charge is 89.145 cents and the hot water or hydro heat daily charge in 17.266.
This is equivalent to running a mid-sized electric heater for one hour.
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14.7. Major industrial customer pricing
Throughout the Panel’s review, major industrial (MI) customer pricing has been raised
in two perspectives.
Firstly, whether a cross subsidy currently exists from
non-contestable major industrial customers. Secondly, whether Hydro Tasmania’s
financial performance is being constrained by the MI customer load in the context
of its opportunity value in the NEM.
In investigating MI customer pricing, the Panel examined Hydro Tasmania’s MI
current contract portfolio. It has also reviewed, in considerable detail, recent
negotiations between Hydro Tasmania and two of its largest electricity customers.
No evidence was found of cross-subsidisation of MI customers by non-contestable
customers.
Further, the Panel has seen no evidence to suggest that, in
contemporary commercial negotiations, Hydro Tasmania accepted lower prices
from Ml customers in return for whole-of-state benefits, such as the economic
benefits of employment in the manufacturing sector. The Panel’s own analysis
suggests that prices are broadly consistent with market prices and the prices paid by
similar businesses interstate.
In arriving at these conclusions, the Panel has considered two key issues:


the relative prices paid by large and small electricity customers and the
reasons for any differences; and



the validity of the assertion that Hydro Tasmania could earn more revenue by
selling electricity into the NEM instead of supplying MI customers at currently
contracted rates.

Following is a discussion of both of these issues and the reasoning behind the
conclusions reached by the Panel in relation to major industrial electricity prices.

14.7.1. Relative pricing
That major industrial customers have access to lower electricity prices compared
households and small businesses, is not unique to Tasmania. This pattern of pricing is
consistently observed in other regions of the NEM, as well as electricity markets
internationally. Variations in electricity prices between different types of customers
with differing patterns of consumption are not, in themselves, evidence of
cross-subsidisation. Given Tasmania’s history of ‘hydro-industrialisation’, it is perhaps
not surprising that some in the community question whether the practice continues
to the present day.287

287

The Panel has reviewed Hydro Tasmania’s current commercial framework and contract book. The Panel’s has
not conducted a retrospective review of relative pricing over the past several decades to determine whether or
not over this period there has been a cross subsidy between MI customers and other customers. Hydro Tasmania
has observed that with Basslink in place, it has been able to achieve superior price outcomes in relation to MI
contract negotiations, but that is not to conclude that previous long-term contract pricing reflected crosssubsidies.
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There are several reasons why Ml customers are able to purchase electricity at lower
prices than non-contestable customers. These are not limited to the fact that they
use more electricity, although the load they require is certainly a factor in
establishing the prices they pay for power.288
One of the key factors is load profile. MI customers typically operate 24 hours
per day, seven days per week, and as a result have relatively constant or ‘flat’ load
profiles. Their peak level of demand varies very little from their average demand.
Households and small businesses use fluctuates markedly during the course of a
single day, and exhibits a relatively ‘peaky’ load profile. The non-contestable
electricity market also displays marked differences in its consumption depending on
the seasons of the year.
As a result, much of the generation capacity needed to service a peaky and
variable load profiles stands idle during periods of lower demand. The cost of
generation capacity to meet peak demand needs to be recovered during the
potentially brief periods when the plant is actually in operation. The generation
needed to service a flat industrial load profile, on the other hand, can be run much
more consistently through the day and year, spreading the fixed costs of those
assets over a much greater volume of electricity and avoiding the inefficiencies
inherent in being continually started-up and then taken off line. Flat load profiles are
significantly easier and cheaper to supply on a per unit of energy basis.
To illustrate this point, Figure 14.5 compares the summer and winter load profiles of
the non-contestable electricity market with a hypothetical flat load profile that
would result in the same level of energy consumption over the course of a year. In
the example shown, it would be possible to supply the same total annual volume of
electricity to customers with a flat load profile with only slightly more than half of the
generation capacity needed to supply the non-contestable load profile.

288

Industrial customers account for around 60 per cent of Tasmania’s total electricity consumption, with four major
industrial customers using around half of the energy supplied by the Tasmanian power system between them.
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Figure 14.5 - Industrial versus non-contestable load profiles

Source: Panel Analysis

Because of the amount of energy they consume, MI customers are also able to
bypass third parties and purchase electricity directly from the NEM. Those that do
typically only source part of their load in this way, with the bulk still being obtained
under contract. It is not uncommon for MI customer contracts to contain provisions
linking their electricity prices with spot market prices, as well as other price related
incentives to reduce their demand at times of higher demand in the market and,
therefore, higher prices.
Having secured a lower contract price on the basis of their flat loads and flexibility in
their demand, some MI customers then take the risk that they can purchase the
additional energy they require direct from the NEM spot market at a price that is the
same or lower than their contracted price. If they are unable to do so, they may
resort to curtailing production for a period in order to avoid an unacceptably high
energy price. Exposure to spot market prices and the ability to reduce their demand
at the times that they peak in return for a lower energy price is not currently
available to customers on regulated tariffs.
Another reason that MI customers are able to access lower electricity prices is that
they are often supplied with electricity on a ‘take or pay’ basis. In simple terms this
means that they pay for a contracted amount of energy, regardless of whether they
use it or not. Smaller customers, on the other hand, pay only for the energy they use.
The commitments involved with take or pay contracts provide the supplier with
greater certainty and less risk, and in return, the industrial customer receives a
decrease in the price of their energy – balanced against the risk that they may end
up paying for energy which they do not use.
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MI customer contracts also tend to be long-term289, in order to provide
businesses with certainty that their demand for electricity over time will be met,
certainty about the prices they will face for their energy in the future. This
provides their supplier with greater revenue and volume certainty, which is in
reflected in the energy price on offer.

the
and
also
turn

Participation of some MI customers in the System Protection Scheme (SPS) which
supports a larger than otherwise southward flow capacity of Basslink, also impacts
on the price to these customers. Under the SPS, industrial customers commit to shed
load instantly in the event of an unplanned outage of Basslink while energy is flowing
into Tasmania. The interruptability of industrial load allows increased energy trading
while maintaining the physical security of the entire Tasmanian power system and
continuity of supply for household and business customers throughout the State.
The flexibility of MI customers to respond quickly to a change in system dynamics is a
characteristic of the Tasmanian electricity market, and provides commercial
benefits for both Hydro Tasmania and major industrial customers.290 This source of
value is not present in the case of smaller loads, including the non-contestable load,
and the terms under which MIs participate in the SPS have been a factor in the
commercial negations between Hydro Tasmania and its MI customers.
Aside from lower energy prices, there are other savings available to MI customers
which are not available to smaller customers.
Due to the size of their loads, MI customers take their supply of electricity directly
from the high voltage transmission network, meaning that they bypass the
distribution network, the cost of which accounts for approximately 31 per cent of
household and small business customers’ electricity bills.291
Further, MI customers generally pay lower transmission charges. This is because it
costs significantly less to service a flat load profile than it does a relatively peaky
load profile, or a load centre with marked differences in seasonal demand, such as
a town with a high proportion of holiday accommodation. MI customers are also
often located closer to the point of generation than many retail load centres.
Some industrial customers are also able to avoid some charges for connecting to
the transmission network by virtue of owning and operating their own high voltage
connection assets, while others pay reduced connection charges that reflect
negotiated changes in the level of service provided to them by Transend.

289
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For example, the latest contract for the Bell Bay Aluminium Smelter has been negotiated for the period
2015-2025. Some MI contracts are for a short duration, commonly two years.
It also provides system security benefits for all customers.
Office of the Tasmanian Economic Regulator, Electricity Pricing - Information Sheet, Office of the Tasmanian
Economic Regulator, Declared Electrical Services Pricing Determination, October 2010.
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14.7.2. Hydro Tasmania negotiations
The Panel has reviewed the contracts and other documents relevant to the most
recent pricing negotiations between Hydro Tasmania and the MI customers. This
review has enabled the Panel to compare the outcomes achieved by
Hydro Tasmania from those negotiations with MI customer pricing of contracts in the
past, as well as expected market prices in the future and the alternative value of the
energy if the company in question were to cease production.
The Panel’s judgment is that Hydro Tasmania has undertaken robust and thorough
commercial negotiations with its MI customers.
The analysis undertaken by
Hydro Tasmania as part of its negotiation process has taken into consideration:


both current and possible future market conditions;



the prices paid for similar types and sizes of load across the Australasian
region;



the value to Hydro Tasmania of the additional Basslink southward capacity
provided by the customers’ willingness to interrupt load as part of the SPS;
and



the impact that the prices being considered would
Hydro Tasmania’s ability to meet its own financial targets.

have

on

The prices set out in the most recently renegotiated contracts tend to be reflective
of the current and expected wholesale energy market conditions over the period of
the contract, and are not simply an extension of historical pricing.
In the Panel’s opinion MI customers do not receive an ‘energy subsidy’ to stay in
Tasmania.
The most recent negotiations between Hydro Tasmania and MI
customers gave no consideration to anything other than the commercial benefits
that would accrue to each party as a result of the contract. The consideration of
wider economic/employment issues associated with retaining these customers in the
state did not form part of the negotiations.
This is not to say that the availability of relatively low cost electricity has not been
used by successive Tasmanian Governments in the past as a means of promoting
economic development and growth in the State. However, in the contemporary
context, there is no evidence of the Government promoting those outcomes by
intervening in the negotiation of MI customer contracts.
Furthermore, the
transmission costs incurred by MI customers are subject to scrutiny by the AER, which
is independent of the Tasmanian Government.
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The opportunity value of major industrial electricity sales
One of the matters raised by some stakeholders during public consultation was the
concern that Hydro Tasmania’s financial performance is being unduly constrained
by its MI customers’ prices. The proposition put forward is that Hydro Tasmania could
sell some, or all, of its industrial load into the NEM, via Basslink, at higher prices than
Tasmania’s energy intensive users of electricity currently pay.292
The Panel has tested this hypothesis, by considering a scenario where 100 MW of
industrial load left the State and examining the financial impact that selling that
amount of energy into the Victorian region of the NEM would have on
Hydro Tasmania. The analysis took into account Tasmanian and Victorian spot price
outcomes from the 2010 calendar year, as well as the availability of Basslink and the
actual flows of energy across the cable during 2010.
Modelling showed that a significant load reduction in Tasmania would lead to a loss
of value to Hydro Tasmania, when compared to current and future MI contract
prices.293 Further, if the amount of lost load was increased, the value lost by
Hydro Tasmania would continue to increase. The loss of value was driven by the
following factors:

292
293

294



Basslink’s northward capability is constrained at 500 MW in continuous
operation, although the cable can transfer up to 630 MW294 from Tasmania to
Victoria for short periods to meet peaks in Victorian demand. Basslink is
already being utilised at its capacity to ‘export’ energy at times of high
demand and high prices in Victoria. This means that, were ‘surplus’ energy to
become available as the result of a reduction in Tasmanian industrial load,
Hydro Tasmania would be unable to achieve additional financial value by
selling that energy at times when Victorian prices are high.



Therefore, the delivery of additional energy across Basslink into Victoria,
whether it represented arbitrage or a net export of energy, would occur at
more moderate Victorian wholesale prices which, for much of the time, are
likely to be similar to the prices currently paid by Tasmania’s MI customers.



Over time, the substantial shift in the supply/demand balance in the
Tasmanian market associated with the loss of industrial load would also be
expected to have a negative impact on the value of Hydro Tasmania’s
contestable market contracts.



While some additional value could possibly be captured by Hydro Tasmania
through arbitrage opportunities, the value of the energy sold to MI customers
in Tasmania is still higher than the value captured by those arbitrage
opportunities.

Refer to ‘Community Hearings – Summary of Proceedings’ on the Panel’s website www.electricity.tas.gov.au.
The Panel considers that disclosure of the methodology used to complete this analysis could give rise to
commercial sensitivities and potentially influence future contract negotiations, and on this basis has decided not
to publish details of the modelling.
Which translates to 594 MW at the Victorian end of the link, after transmission losses.
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Value could also be lost by Hydro Tasmania through a reduction in Basslink’s
import capability, because the loss of a significant amount of industrial load
would also reduce the scope for industrial load shedding as part of the SPS.
The reduction in the capacity of Basslink to transfer energy from Victoria to
Tasmania would restrict Hydro Tasmania’s ability to reduce production at
times of very low Victorian prices, and then sell back a matching volume of
energy into the Victorian market during the higher price periods discussed
above.



It is also possible that without corresponding growth in demand, the
availability of additional energy in the Victorian market from Tasmania may
decrease wholesale electricity prices in Victoria, which could further
decrease the value that could be achieved through the additional capacity
available in Tasmania, although this scenario was not investigated.

In conclusion, the hypothesis that Hydro Tasmania stands to gain from the exit of a
MI customer by exporting the lost on-island load to Victoria is not supported by the
Panel’s analysis of the evidence.
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15. The performance
electricity sector

of

the

Tasmanian

Under its Terms of Reference, the Panel is required to investigate and report on the
performance of the Tasmanian electricity supply industry from two main
perspectives:
The efficiency and effectiveness of the industry, with particular reference to the
existing regulatory framework and the cost and operation of the energy industry
elsewhere in Australia. (ToR 1); and
The financial position of the State-owned energy businesses: Transend Networks,
Hydro Tasmania and Aurora Energy (Tor 4)
This Chapter presents the Panel’s key findings from its investigation into the
performance of the industry.
The Panel selected the period 2004 to 2010 for its investigation, principally because
this period spans the key events in the development of the TESI – physical
interconnection via Basslink, adoption of the NEM arrangements and the phased
roll-out of retail contestability to Tasmanian electricity customers.
The Panel engaged external expertise to assist with this component of its Review.
Consultants Wilson Cook and Ernst & Young provided detailed analysis of the
efficiency and effectiveness and financial performance of the TESI respectively.
The Panel’s analysis of efficiency and effectiveness considers the technical
performance of the Tasmanian electricity sector and the extent to which activities
are carried out at least cost.
The Panel’s financial review looks at the financial position of the SOEBs from both a
‘whole of portfolio’ and individual business perspective. Analysis is limited to the
financial sustainability of the SOEBs only and does not consider wider value
considerations of business activities, such as contribution to broader economic or
community benefits (beyond direct returns through dividends).
While the Panel examined the SOEBs efficiency and effectiveness and financial
performance separately, there are clear overlaps and strong linkages between the
two. For example, one of the key reasons that efficiency ‘matters’ in the context of
the SOEBs is that it ultimately drives the financial performance of the businesses and
their ability to deliver financial returns to the community.
Observed outcomes from this aspect of the Review have also informed the Panel’s
views on governance in the TESI, particularly with regard to the effectiveness of
Shareholder oversight and SOEB accountability.
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15.1. Efficiency and effectiveness
Key Messages:
Efficient SOEBs are important to the Tasmanian community from their perspective
as both electricity customers and as the ultimate owners of the businesses.
Ultimately, efficient operations of the SOEBs will deliver efficient electricity prices
and drive financial performance, resulting in appropriate and sustainable returns
on the Tasmanian community’s investment in the businesses that are not at the
expense of electricity users.
The Panel considers that the effectiveness of the TESI - in other words, its technical
performance - is broadly comparable to level experienced in other Australian
jurisdictions. In summary:


The technical performance of Hydro Tasmania’s generating plant currently
meets the risk management requirements that arise from its participation in
the NEM, particular its ability to asset-back its trading position.



The transmission network is performing in line with industry standards and
improving by comparison with peer entities.



Distribution network effectiveness has exhibited mixed performance relative
to regulatory benchmarks.



Customer service at the retail level appears to be relatively stable, and
may require additional focus in the event that full retail contestability is
introduced.

Benchmarking the efficiency of the TESI – or the extent to which activities are
carried out at least cost – is more difficult due to the differences in scale,
operating environment and industry structure in other jurisdictions.
The focus on efficiency has varied across the SOEBs. The regulated businesses
(transmission, distribution and retail) have regularly overspent their regulatory
allowances over the past decade. The preparedness to accept the resulting poor
financial performance reflects an insufficient and inconsistent focus by the Boards
and the Shareholder Ministers on efficient business performance.
Changes in regulatory incentives and governance arrangements to improve
efficiency have been implemented recently, with some early positive results.
Optimising business performance within the broad parameters established by the
economic regulatory environments remains the domain of management and
Boards, with Shareholder Ministers providing the ultimate incentives and sanctions
for efficiency and effectiveness. Developing and maintaining a culture of
maximising efficiency and continual improvement in reducing costs is critical and
has not been consistently evident across the portfolio over the review period.
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15.2. Introduction
This Chapter sets out the Panel’s findings on the efficiency and effectiveness of the
SOEBs over the period 2004 to 2010. It also explains why efficiency and effectiveness
are important, particularly in the context of Government ownership of the SOEBs.
The Panel has defined the term ‘efficiency’ as related to all aspects of the business
that impact on costs and is a measure of the extent to which activities are carried
out at least cost.
The Panel has defined the term ‘effectiveness’ to be the extent to which SOEBs are
contributing towards the continuity and quality of electricity supply - or in other
words the technical performance of the TESI. The various functions of the electricity
supply chain; generation, transmission, distribution and retail services have specific
measures to assess the extent to which individual contributions meet standards
necessary to achieve overall performance. In order to examine effectiveness the
Panel has observed how performance has tracked over time, and how it compares
with peers.

15.2.1. Why efficiency matters
As noted in Chapter 3, the Panel considers that the TESI will make the best
contribution to the growth and development of Tasmania, and to the economic
welfare of Tasmanians, if it is operated on the most economically efficient basis
possible.
Viewed from a customer perspective, the efficiency of the SOEBs is a key driver of
electricity prices.
This is particularly the case for the regulated sectors, such as the network businesses,
where regulatory frameworks can only be effective in protecting customers from the
worst aspects of the absence of market forces. They are generally less effective in
actively driving high levels of productivity.
Once regulatory parameters are set (for example, in the case of network entities,
regulated operating cost allowances are set for a 5-year period), the actual
performance of the network businesses does not have a bearing on prices to
customers, at least in the short term. In this context, customers have an interest in
the effectiveness of the regulatory process in ‘allowing’ efficient costs, as well as the
performance of the regulated businesses in complying with those allowances.
For those aspects of the TESI that are subject to competitive forces, prices are set
independently of the costs of an individual business. However, where competitive
forces are relatively weak or the market is illiquid, there is real possibility of customers
facing higher costs through inefficiencies.
In Tasmania, customers have seen relatively low levels of competition in the market
and as such, Tasmanian customers could be expected to have greater interest in
business efficiency than would be the case if high levels of competition existed.
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From a Shareholder perspective, business efficiency is critical regardless of whether it
is regulated or market-based, as efficiency drives the financial performance of the
business and its ability to provide Shareholder returns and enhance business value.
Where electricity supply businesses are State-owned, Government, Parliament and
taxpayers all have an interest in seeing the businesses perform well from both an
efficiency and effectiveness point of view.
In summary, efficiency is of prime importance from two perspectives:


it can influence the price setting framework, depending on the effectiveness
of the regulatory framework or the effectiveness of market mechanisms; and



it contributes to the financial stability of the SOEBs and drives Shareholder
value which can then be returned to the Tasmanian community through
dividends.

Achieving high levels of productivity is one of the primary tasks of management,
overseen by the Boards of the SOEBs. Therefore, it remains a priority for Boards to
ensure that policies are in place that focus business culture and performance on
productivity issues. This section explores the extent to which this has been evident in
the SOEBs.
There is also a role for the Shareholder Ministers to ensure that Boards are clearly
focused on achieving high levels of productivity to achieve sustainable financial
returns. Through a focus on driving Boards to achieve efficiencies, governments are
best placed to achieve other policy objectives, such as minimising pricing pressures
on electricity users. The Panel has investigated how the Shareholder Ministers have
sought to influence the SOEBs to drive efficiency and effectiveness.

15.2.2. The Panel’s approach
The Panel has taken as a given the outcomes of previous assessments undertaken
by expert regulators on efficient costs - and has not sought to reconsider or remake
these judgements. The Panel has focussed on the extent to which the SOEBs have
operated within the regulatory determinations.
Where efficient benchmarks
established through regulatory approaches are absent, the Panel has examined
cost trends within the SOEBs, and where practicable, peer comparisons, to examine
efficiency measures.

15.2.3. Effectiveness of the TESI: Findings
The Panel has concluded that the effectiveness, or technical performance, of the
TESI is generally comparable to the average effectiveness of the industry in other
states. Specifically the Panel has concluded that:
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The technical performance of Hydro Tasmania’s generating plant currently
meets the requirements of its participation in the NEM, particularly from a risk
management perspective (being able to physically back its market positions).
Any ongoing significant deterioration of performance could be an indicator
that the current asset management strategy was risking long term asset
value. Through its annual review and update of its Ten-Year Asset
Management Plan, it is important that Hydro Tasmania ensures that the
performance of its assets is maintained and improved.



The transmission network operated by Transend is performing satisfactorily and
improving by comparison with peer entities. There remains scope for further
improvement, although this is an economic question of the cost of further
capital investment required to increase reliability levels.



The effectiveness of Aurora Energy’s distribution network is currently
adequate. While community based targets for improvements are in place it
remains to be seen if this approach results in average performance
improvements. The declining trend in service levels for urban areas is a matter
that needs to be addressed to ensure that improvements in rural
performance are not delivered at the cost of effectiveness for the majority of
customers.
o



In its submission on the Draft Report, Aurora Energy observed that it met its
supply reliability performance measures across all categories for the first
time in 2010-11. It also observed that the number of areas of the
distribution network classified by the TER as ‘poorly-performing’ on the
basis of frequency or duration of outages decreased from 35 in 2009-10 to
16 in 2010-11. As Aurora Energy notes in its submission, trends in reliability
are best measured over several years. Nonetheless, the improvement in
performance is noteworthy.

Aurora Energy’s retail’s performance in terms of customer service measures
appears to be relatively stable, but may require additional focus in the event
that full retail contestability is introduced.

15.2.4. Findings in relation to efficiency
The Panel’s assessment of efficiency is less clear-cut. Benchmarking operating
expenditure, and particularly capital expenditure, is more problematic than
benchmarking technical performance, due to the differences in scale, operating
environment and industry structure that exist in Tasmania.
Hydro Tasmania has had a sustained focus on reducing operating costs, with three
efficiency programs implemented over the past eight years, the latest of which aims
to reduce operating expenses to around 80 per cent of current levels.
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A primary driver for efficiency improvements within Hydro Tasmania has been the
scarcity of capital to fund capital investment and growth strategies, which was
compounded by the drought in 2007 and 2008. Capital constraints have also
incentivised Hydro Tasmania to achieve more efficient delivery of major capital
projects.
Transend’s operating costs are higher than its peers (in part reflecting scale
dis-economies) and have grown at a higher rate over the period 2004-05 to 2008-09.
Transend made a considered decision to spend above the regulatory allowances,
based on its view that the regulatory determination was unsustainable. Over that
period, Transend’s operating costs were $28 million, or 16 per cent higher than its
allowance.
Transend’s performance relative to its operating allowances has improved with the
2009 regulatory determination, which saw a 40 per cent increase in its operating
cost allowance. Transend has operated within the allowance for the past two years.
In relation to capital spending, Transend’s capital program exceeded its regulatory
capital allowance by around 10 per cent over the period 2005 to 2009. The AER
subsequently undertook a detailed ex-post review of capital projects over that
period and found that the capital expenditure was prudent.
Aurora Energy’s distribution business has also had a history of overspending
regulatory allowances, but to a lesser degree than Transend. Over the period 2004
to 2010, the distribution business overspent its operating allowances by a nominal
$14 million, which represents four per cent of total allowed expenditure. A key driver
of this was emergency repair and response costs. Aurora Energy’s regulatory
proposal that is currently being considered by the AER indicates that the business is
seeking to deliver real operating cost decreases over the period 2012-13 to 2016-17.
Significant changes are emerging within the distribution business that indicates a
commitment to deliver on the productivity savings that underpin the regulatory
proposal. The AER’s draft determination was released in November 2011, and the
AER has proposed to reduce the proposed level of operating expenditure by
$36.5 million (nominal) over the forthcoming regulatory period.
In relation to capital spending, Aurora Energy’s distribution business has consistently
exceeded its regulated allowance, spending $208 million above its total allowance
of $535 million over the period 2004 to 2010. Around half of the additional spending
was a result of customer-driven capacity developments. In its submission on the
Draft Report, Aurora Energy observed:
“Aurora cannot refuse requests to connect customers to the distribution network and
stronger than expected growth has resultant system wide impacts. In order to not
overspread the regulatory allowance in such circumstance, Aurora would need to
take capital expenditure cuts in other areas such as reliability and power quality”.295

295

Aurora Energy submission on the Draft Report, pp. 1-2.
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Aurora Energy’s retail business has been unable to operate within its regulatory
operating allowance with respect to the non-contestable customer base. The Panel
understands that in the competitive contestable market, there have been strong
pressures on retail margins to maintain market share. Aurora Energy has developed
a strategy to reduce costs in line with regulated cost-to-serve levels, and the first
phases of that strategy have been implemented.
The major capital expenditure program related to the retail business over the review
period was the customer information and billing system project. The project was
highly complex, under-scoped and poorly managed, particularly in the period
before January 2010. Because of the large differences between the eventual costs
of the system and allowance permitted under the regulatory arrangements and as a
result of capitalisation tests under the accounting standards, the project has had a
large negative financial consequences for the business, with around $32 million in
project costs being written off.
Overall, taking previous detailed regulatory determinations as the benchmark for
efficiency, the Panel has concluded that regulated aspects of the SOEBs have been
operating with a level of inefficiency over the review period.
The financial consequences of inefficiency have primarily been borne by taxpayers
as owners of the businesses through lower returns, rather than by electricity
customers through higher prices. This is further discussed in Part D of Volume II.
Where subsequent regulatory determinations have been undertaken to reconsider
efficient costs and allowances ‘reset’ at higher levels, there have been price
impacts on electricity customers, but only to the extent that regulators have
determined costs to be efficient.
The approach taken within the SOEBs towards efficiency and effectiveness is, in the
Panel’s view, the fundamental driver of performance. It shapes the way in which
the regulated businesses approach and operate within the regulatory framework
and, together with competitive forces, drives performance for the market-facing
SOEBs.
There has been a mix of approaches across the portfolio in relation to driving
efficiency over the past decade, and the focus on efficiency has varied within parts
of the businesses.
The apparent willingness of the regulated businesses to regularly overspend
regulatory allowances and the preparedness by Boards and the Shareholder
Ministers to accept the financial consequences of this through poor financial
performance and lower returns to the Budget has created an environment where
there is an inconsistent and at times relatively weak focus on driving business
performance.
The Panel notes that more recent changes in regulatory incentives and governance
arrangements have sought to address this to some extent.
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The nature of the cultural change currently evident within Aurora Energy provides an
indication of the preferred approach to business management, with a strong focus
on efficiency and minimising their impact on customer prices. While that approach
could have been applied across the portfolio, until recently it has not been a strong
focus, at least not uniformly. It is notable that in Aurora Energy’s case, the driver for
improved efficiencies has not been prompted by the economic regulatory
framework. Rather it has been prompted by a combination of personnel change,
technological change and a change in the strategic direction of the company.
The Panel has sought to determine why such initiatives have not been a consistent
and prominent feature of business activity in the past. The Panel has concluded
that:


the process by which businesses are licensed by the TER, and which is aimed
in part to promote efficiency in the electricity supply industry, does not of itself
require efficiency improvement programs to be implemented or provide a
particular focus for Boards or management to drive business performance;



revisions to the regulatory framework in 2008 and 2009 provide more comfort
that regulatory allowances permit network businesses to recover their efficient
costs, and provide stronger incentives to outperform expenditure and service
targets;



while Ministerial Charters and Shareholder Letters of Expectation have
contained broad expectations that SOEB Boards will conduct their businesses
efficiently, they are pitched sufficiently broadly that specific expectations are
not established;



annual Shareholder letters associated with the development of corporate
plans have required businesses to operate efficiently and, more recently,
formalised expectations for the businesses to instigate and report on specific
programs; and



although businesses have tended to respond positively to these specific
requests, there does not appear to have been a process developed for
reporting the details of the program, or programs, so developed or of the
success or otherwise of the programs.

It is difficult to determine the extent to which Boards have taken responsibility for
initiating efficiency or productivity improvements, rather than executive
management given the generally cooperative approach to strategic planning
undertaken by the businesses. It is the Panel’s view that it is important for Boards to
take the primary role in initiating an efficiency focus and ensuring that performance
is then appropriately measured.
The establishment of accountability and incentive frameworks that provide a ‘clear
line of sight’ between Shareholder expectations and the regulatory framework on
the one hand, and Board, management and staff performance on the other is of
particular importance in driving business technical and financial performance.
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The Panel has not reviewed in detail the effectiveness of the performance
monitoring frameworks employed in the different parts of each of the SOEBs, but
notes that these do variously exist. It is the Panel’s view that it is important that these
frameworks are regularly and independently (of management) reviewed under the
sponsorship of either Boards or Shareholders to ensure that there remains strong
alignment between the incentives faced by individual employees, management
and the Board in driving outcomes that are consistent with regulatory requirements
and Shareholder expectations.
The Panel considers that Shareholder Ministers could have been more active in
driving accountability for efficiency and effectiveness over the past decade. The
Panel has been left with the impression that until recently, there has been a relatively
low level of engagement between Shareholders and the businesses in efficiency
related matters and that Shareholders have taken the view that the economic
regulatory environment and independent regulators will provide the dominant
drivers for SOEBs efficiency and effectiveness.
The regulatory framework can, at best, provide a level of assurance that businesses
not exposed to competitive disciplines are not able to routinely operate at generally
inefficient levels.
Optimising business performance within the broad parameters established by the
economic regulatory environments remains the domain of management and
Boards, with Shareholders providing the ultimate incentives and sanctions for
efficiency and effectiveness. Developing and maintaining a focus on maximising
efficiency and continual improvement in reducing costs is critical and has not been
consistently evident across the portfolio over the review period.
The Panel notes that in more recent times, this has become more of a focus in the
broad corporate governance arrangements between Boards and Shareholder
Ministers in the SOEBs, and highlights this as a key area of governance reform for the
SOEBs.
Finally, in any business, an important challenge for management is resolving the
tension between meeting performance standards on the one-hand and managing
costs and the consequences for prices. Similarly, there are tensions between
investment in asset replacement and renewal and higher maintenance costs. The
tension is evident in the SOEBs.
In the case of Hydro Tasmania, decisions have been made within the business to
defer capital expenditure on maintaining core hydro generation assets to provide
financial headroom for other investment activities. A key judgement that has been
made by Hydro Tasmania’s Board and management is that the proceeds from the
reinvestment of these funds into other activities will offset the short-term negative
impacts from this strategy, and that expected improved financial outcomes will
enable Hydro Tasmania to ‘catch-up’ the deferred expenditure.
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Hydro Tasmania considers this strategy to be prudent, particularly given the strategy
is reviewed annually, with the potential to increase investment if funds are available
(as has occurred).
Closely examining the risks and returns from capital spending and the
appropriateness of potential maintenance expenditure are characteristics of a well
performing businesses – they are consistent with an approach focused on efficiency
and effectiveness. A key issue that arises from Hydro Tasmania’s asset management
strategy is that its success is dependent on growth in future revenue streams that
have significant accompanying risks, with some unrelated to supplying electricity to
Tasmanian customers. Those future revenue streams also have alternative uses, both
within the business and from a Shareholder perspective.
Decisions around capital expenditure, particularly where it relates to core assets
versus diversification and growth strategies, is one of the inherent reconciliations that
need to be made in providing scope to the SOEBs in planning business strategy and
performance. Having a very clear understanding of the purpose of the SOEBs and
what government is seeking to achieve through its ownership of them is a key
foundation in resolving these tensions. This is addressed further in Chapter 6.
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15.3. Financial position of the SOEBs
Key Messages:
The main sources of financial value in the SOEB portfolio are hydro-generation
and the transmission and distribution network asset bases. Electricity retailing
generates relatively little financial value by comparison and involves considerable
risk.
Under prevailing market conditions, the revenue available in the market is
insufficient to meet the TVPS’ operating costs.
The SOEBs each generate sufficient cash to fund their operating activities and
have available an amount of ‘free cash’, which they spend on capital investment
in core business assets or business growth, use to repay debt or return to their
Shareholders as dividends.
Given their monopoly or near-monopoly positions in their respective markets, the
SOEBs should be capable of delivering a rate of return to their Shareholders that
private sector investors would expect, commensurate with the risks of each
enterprise, without impacting on the ability to manage other capital needs.
Dividend returns have been low and below the cost of capital investment of the
kind undertaken by the SOEBs. This is a result of the following key drivers:


relatively weak profit performance;



the need for reinvestment in core business activities to rebuild the asset
base and improve reliability standards (particularly in the network
businesses), which has led to decisions to reinvest returns within the SOEBs;



the pursuit by Hydro Tasmania and to a lesser extent Aurora Energy,
supported by the Government, of diversification/growth activities, which
has required the application of capital, rather than a return to the
community by way of dividends; and



the 2007 to 2008 drought.

Some $491 million of equity has been invested in diversification activities, of which
$100 million was for business activities outside Tasmania. To date, the Tasmanian
community has not earned a financial return on those activities commensurate
with its equity investment. Diversification activities have provided a major focus
for limited Board and senior management resources.
The Panel has concluded that there is significant scope to improve the SOEBs’
financial performance. Results indicate a need to improve the accountability of
Boards and management to the Shareholder Ministers with regard to financial
performance. Changes in SOEB governance and oversight arrangements are
starting to emerge that, if sustained, can be expected to improve performance
over time.
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15.3.1. Introduction and approach
Terms of Reference No 4 requires the Panel to investigate and report on the financial
position of the SOEBs.
In the simplest terms, the financial performance of the SOEBs is a measure of how
much is earned through revenue for services provided offset by how much is spent
on the cost of providing those services (operating expenses and capital). In
considering the financial position of the SOEBs the Panel has paid particular
attention to how the earnings of the businesses are utilised by the businesses,
including the payment of dividends to Shareholders.
In terms of financial position, from a Shareholder perspective, there is a tension
between sustainable capital structures, approving major capital investment
(particularly where it relates to business diversification or expansion for growth) and
the provision of dividend returns to the community.
From the historical review we can observe how this tension has been resolved
through the choices that have been made by the Shareholder Ministers; and the
financial consequences of those choices. This can provide guidance on future
choices around the same inherent tensions.
The Panel selected the period 2004 to 2010 for its review as this period spans the key
events in the development of the TESI – physical interconnection via Basslink,
adoption of the NEM arrangements and the phased roll-out of retail contestability to
Tasmanian electricity customers.
In its submission on the Draft Report, Hydro Tasmania raised concerns that the
Panel’s financial analysis does not take into account the financial information from
the 2011 financial year or the information contained in its current Corporate Plan.
While the data presented in this Report has been sourced from Annual Reports of
the SOEBs (partly for commercial in confidence reasons), considerable detailed
analysis and data decomposition was required to develop the Panel’s
understanding of the underlying movements in value within and between the SOEBs.
This required the application of extensive resources on the part of the Panel and of
the SOEBs. In this context it was not practicable to extend the financial analysis to
include the audited information from the 2011 financial year following the
availability of that information in late 2011.
In relation to the use of information from the current Corporate Plans, the Panel’s
review has, by design, been retrospective and based on actual outcomes, rather
than on projections. Forecasts contained in Corporate Plans may or may not be
delivered. Corporate Plans are very useful in understanding the future intended
direction of the SOEBs, and the Panel has utilised them in this context, particularly in
analysis of issues relating to governance. However, they are of limited benefit in
explaining past performance and the financial linkages between the SOEBs, both of
which have been a primary focus for the Panel.
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Moreover, at the time the analysis was undertaken, Shareholder Ministers were still
considering the draft Corporate Plans and their approval not yet obtained. This and
the long-held view by SOEBs that Corporate Plan information is commercial-inconfidence precluded the information contained therein from being discussed
publicly.
The SOEB entities have commented to the Panel that a historical review of financial
performance is not an indicator of future financial performance, citing improved
outcomes in 2011 resulting from productivity and efficiency measures and new
strategic business directions.
Operating results will fluctuate in accordance with prevailing operating, market and
regulatory conditions, and deciding the relevant ‘window’ for a historical review will
always involve a degree of ‘arbitrariness’ on start and end dates. Financial
performance in each year will have its unique drivers. For example, in addition to a
renewed focus on business efficiency, improved operating results for the 2011
financial year have been influenced by above average hydrological inflows (Hydro
Tasmania); the 2010 price determination and contracting arrangements with Hydro
Tasmania for non-contestable customers (Aurora Energy and Hydro Tasmania) and
improved regulatory outcomes (Transend). None of these influences is necessarily
enduring and should not be considered the basis for a pivotal change in operating
performance.
Consistent with the Terms of Reference that cite the Government’s primary
objectives of minimising the impact on the cost of living in Tasmania and the
ensuring Tasmania’s long term energy sustainability and security, the Panel’s review
of the financial position of the SOEBs is focused on business activities directly related
to the supply of electricity to Tasmanian customers. These activities are hydrogeneration, transmission, distribution and retail in Tasmania – for the purposes of the
Panel’s analysis these activities are termed functional business activities.
The Panel notes that since disaggregation of the HEC in 1995, there has been a
growing diversification of business activities by Hydro Tasmania and Aurora Energy
outside functional business activities, including the pursuit of opportunities outside of
Tasmania (and Australia). The Panel has observed that the primary motivation for
this trend appears to be the mitigation of risk in functional business activities.
However, some diversification strategies have been pursued as value creating
strategies in their own right and are more remotely related to existing functional
business activities.296

296

The Draft Report included Transend’s acquisition of Hydro Tasmania’s communication business in 2005 as a
business diversification. Transend has responded to the Panel that this activity is core to the operation of the
transmission network, particularly its dynamic rating capability. The Panel supports Transend’s position.
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15.3.2. How the proceeds from electricity sources flow through the SOEB
portfolio
Changes in the total revenue earned by the SOEBs over the review period are partly
a function of increases in electricity prices paid by Tasmanian customers as well as
load growth. It is important to understand that Aurora Energy’s revenue from
Tasmanian customers includes pass through costs of supply, such as Renewable
Energy Certificates (RECs) and charges applying to distribution and transmission
network services, which is revenue earned by its distribution business and Transend.
A large portion of Aurora Energy’s cost of supply is the cost of energy, which
historically has been reflected as revenue by Hydro Tasmania and now also includes
Aurora Energy’s tolling fee for the Tamar Valley Power Station (TVPS). In this sense,
prices paid by Tasmanian electricity customers ‘filter through’ the vertical chain of
supply as revenue.
Unlike the situation pre-NEM entry, revenue earned from Tasmanian electricity
customers is no longer the only source of revenue within the SOEB portfolio. For
example, both Hydro Tasmania and Aurora Energy trade wholesale energy in the
NEM and have retail customers outside Tasmania. Aurora Energy is also a gas
wholesaler and retailer in Tasmania and a gas wholesaler in Victoria, and has a
tolling arrangement with the Bairnsdale power station for electricity the station
produces.
2010 An illustration of revenue flows and cash utilisation
Figure 15.1 illustrates the two primary financial flows within the SOEB portfolio:
1. how revenue paid by Tasmanian customers to Aurora Energy flows through
the SOEB portfolio and is attributed to the components of electricity supply –
generation, transmission, distribution and retail; and
2. how total revenue received by SOEB entities, including all revenues arising
from the Tasmanian customers (not just those that originate through
Aurora Energy’s retail business) and revenues derived from other business
activities in Tasmania and elsewhere, is attributed within the business or
returned to Shareholders as a dividend.
The internal complexity of Hydro Tasmania and Aurora Energy, and the general
complexity of the electricity market present challenges in undertaking this type of
analysis. Therefore, the Panel reiterates that dollar figures shown in Figure 15.1 are
approximates only and, as all transactions are not represented, will not necessarily
be ‘additive’. The intent is to illustrate the broad quantum of financial flows within
the SEOB portfolio and between total revenues earned by the SOEB portfolio and
uses of cash, including dividend returns to the Tasmanian community.
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Figure 15.1
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Revenue flows from Aurora Energy’s Tasmanian customers
The first column of Figure 15.1 should be read downward, as it illustrates how revenue
from Aurora Energy’s Tasmanian customers flows through the SOEB portfolio.
In 2010, Aurora Energy’s Tasmanian customer revenue was approximately
$865 million. Of this $542 million was derived from non-contestable customers and
$323 million from contestable customers.
Some $323 million of customer revenue flowed through to Aurora Energy’s
distribution business for transmission and distribution costs. Transmission use of system
(TUOS) charges of $93 million were a direct pass-through to Transend and distribution
use of system charges (DUOS) of $231 million were retained by Aurora Energy’s
distribution business.
Aurora Energy’s energy business costs totalled $518 million, of which $82 million was
paid to its subsidiary, Aurora Energy Tamar Valley (AETV) under the tolling
arrangements for the TVPS. The balance, approximately $416 million, flowed through
to Hydro Tasmania for energy purchases.
Figure 15.2 below illustrates the share of Tasmanian customer revenue attributable to
each component of the supply chain, noting that retail will include some
pass-through costs, such as RECs, that will flow to third parties.
Figure 15.2 - Allocation of Aurora Energy’s Tasmanian customer revenue 2010

Source: Panel analysis
Note: This does not reflect the break-up of costs incorporated into non-contestable customer tariffs as show in Panel
publications, as it relates to contestable and non-contestable customer revenue.
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SOEB revenue generation to cash utilisation
Returning to Figure 15.1, reading across the page illustrates how total revenue
derived from all sources by each SOEB entity translates to earnings after operating
expenses (represented by EBITDA), which is then utilised by the business for capital
investment, financing costs and dividends paid.
On a cash basis, direct operating costs (payments to suppliers and employees) as a
proportion of cash received from customers varied across the SOEB entities, with
Aurora Energy 92 per cent, Hydro Tasmania 70 per cent and Transend 33 per cent.
These outcomes reflect each entity’s ability to fund capital investment (or business
diversification), repayment of borrowings and dividends from cash from operations –
or is reflective of need to borrow for these activities. In summary; in 2010:


Aurora Energy’s net cash after operating activities, including payment of
finance charges and Income Tax Equivalents (ITEs), was $49 million. Capital
investment of $234 million and dividends paid of $10 million were funded from
increased debt and retained cash from 2009;



Hydro Tasmania’s net cash after operating activities was $178 million. From
this, Hydro Tasmania funded a $95 million capital investment program and
completed the Momentum acquisition of $35 million. Hydro Tasmania also
prepaid $69 million of debt, improving its capital structure; and



Transend’s net cash after operating activities was $101 million. This was
utilised to fund capital investment of $147 million, increasing debt by
$30 million.

For further information on SOEB revenue generation and cash utilisation refer to Part
D of Volume II, ‘A Review of the Financial Position of the State Owned Electricity
Businesses’.

15.3.3. Key Sources of financial value within the SOEB portfolio
Across the SOEB portfolio, key sources of financial value relate to hydro-generation,
transmission and distribution business activities. By comparison, gas-fired generation,
electricity retailing and diversification activities have contributed only marginally to
financial returns.
Energy generation and energy trading is Hydro Tasmania’s main value driver. It
generates hydro-electricity in Tasmania which it uses to back contract positions with
wholesale customers and retailers in Tasmania and to retail customers through its
subsidiary Momentum in other NEM regions.297 It also generates value via Basslink
arbitrage opportunities and through trading in spot market and contract markets.
A particular source of value from to Hydro Tasmania is the value from its contracting
arrangements with Aurora Energy for supply to non-contestable customer sector.

297

Hydro Tasmania sells electricity to its retail business – Momentum Energy Pty Ltd – which operates on the
mainland.
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In both the 2007 and 2010 price determinations, the regulated wholesale energy
allowance is higher than the market cost estimate. The contract arrangements
struck between Hydro Tasmania and Aurora Energy for the period of the 2007 price
determination saw the full value of the wholesale energy allowance captured by
Hydro Tasmania.
The latest arrangements for energy to supply non-contestable customers results in a
shift in value away from Hydro Tasmania (which with its higher than market value
would have been reflected as profit) to Aurora Energy where it was used to fund the
large fixed costs (gas commodity and transport and debt) associated with
operating the TVPS. As these fixed costs are paid to third parties, part of the value
available under the Price Control Regulations has been transferred to the private
sector and is therefore not available to be returned to the Tasmanian community as
a dividend.
During the drought period, Hydro Tasmania’s financial performance was assisted by
the price methodology set in the 2007 Price Determination, which required noncontestable customers to pay a ‘drought premium’ of slightly less than $3/MWh –
amounting to $28 million in total.
For contestable customers in the position of renegotiating contracts with
Hydro Tasmania during the drought period, market prices reflected the prevailing
conditions, meaning that the cost of alternative generation would have been
passed through to these customers.
The value of hydro-generation has also been positively influenced by the Basslink
arbitrage opportunity. This is derived from Hydro Tasmania holding back production
of electricity at times of low prices in Victoria, allowing electricity to flow southward
as a substitute for on-island generation, and then later producing that same volume
and selling it into Victoria at higher value.
For the regulated network businesses, the largest single driver of value is the return
on capital invested in network assets. Return on capital is determined under the
revenue cap regulation process by applying the Weighted Average Cost of Capital
(WACC) to the Regulatory Asset Base (RAB).298

298

The RAB represents the capital investment used to undertake the prescribed network services and is derived from
the initial value of the assets plus additional capital expenditure (if approved by the Regulator) after allowing for
deprecation.
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Over the review period, there has been considerable capital investment by both
network businesses to replace and refurbish aged assets and to meet
customer-driven demand. The opening RAB for Aurora Energy’s distribution network
increased by $431 million or 60 per cent from $726 million in 2004 to $1.157 billion in
2010, with WACC increasing from 6.61 per cent to 6.64 per cent between the 2003
and 2007 price determinations.
By comparison, the WACC included in
Aurora Energy’s proposal for the 2011 price determination is 10.33 per cent which will
be applied to the opening RAB for each year of the determination.299 The opening
RAB for the 2011 price determination is estimated by Aurora Energy to be $1.157
billion, $431 million higher than the opening RAB for the previous determination of
$726 million.
Similarly, the opening RAB for Transend’s transmission network increased by
$381 million or 67 per cent from $570 million in 2004 to $951 million in 2010, with
WACC increasing from 8.80 per cent to 10.0 per cent between the 2003 and 2009
price determinations.
For further information on major financial flows within the SOEB portfolio refer to Part
D of Volume II ‘A Review of the Financial Position of the State Owned Electricity
Businesses’.
This historical capital expenditure will continue to be reflected in Tasmanian
transmission and distribution prices in the future as the WACC is applied to the RAB
(after allowing for depreciation) in future regulatory periods.
Offsetting increases in revenue, operating expenses have also increased over the
review period. The Panel has observed that there has been a progressive focus by
SOEB entities on efficiency gains, in response to a more clearly articulated direction
by Shareholders in recent years.
While this may improve future financial
performance, historical overspending of regulatory allowances by Transend and
Aurora Energy’s retail and distribution businesses has contributed to operating
expenses over and above those determined through the regulatory process. These
have had a direct impact on profit. Recently the SOEBs have adopted a range of
measures to improve the efficiency of their operations.

299

In its Draft Determination, the AER has not accepted Aurora Energy’s proposed WACC – rather the AER had
determined an indicative WACC of 8.08 per cent.
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Summary of efficiency measures/programs:


Hydro Tasmania has had an internal efficiency focus for some time, illustrated
by its management of cash through the drought period 2006 to 2009 where it
incurred additional costs to source supply from gas fired generation and from
the NEM. Hydro Tasmania’s current efficiency strategy is to reduce capital
and operating expenditure to generate cash to repay debt to reduce
financing costs and achieve a credit rating of BBB+ by 2014; and to finance
other investment initiatives. Reflecting the efficiency measures, over the last
three years Hydro Tasmania has repaid $69 million in debt and funded the
Momentum acquisition of $52 million from internally generated funds.



Transend has recently implemented an Employee Regulatory Incentive
Scheme to incentivise its staff to deliver operating and capital efficiencies,
while maintaining service levels. This scheme is funded through the Australian
Economic Regulator (AER’s) Capital Expenditure Incentive Scheme which
rewards Transend for minimising or deferring capital expenditure. For the first
year of the current regulatory period, 2010, Transend’s actual capital
expenditure was $28 million below forecast and actual operating expenditure
was $3 million below forecast. In part this reflects an increase in the
regulatory allowance allowed by the AER compared to Transend’s previous
determination.
By comparison, during the previous regulatory period,
Transend overspent its capital expenditure allowance by $37 million or
11 per cent and overspent its operating expenditure allowance by $28 million
or 15 per cent.



Aurora Energy is in the progress of implementing efficiency measures to
reduce upward pressure on distribution service prices and to position itself
competitively in the retail market. Evidence of the effectiveness of these
measures will be in future years rather than in data analysed for the review.300

Aurora Energy considers that the reductions in its current regulatory proposal for
prescribed distribution services are achievable due to the significant investment in
the distribution network that has been made in the past. For the first two years of the
current regulatory period (2009 and 2010), Aurora Energy overspent its capital
expenditure allowance by $29 million or 9 per cent and underspent its operating
allowance by $2 million. This compares to the previous regulatory period where
Aurora Energy overspent its capital expenditure allowance by $170 million or
80 per cent (noting that $95 million related to customer connections) and overspent
its operating expenditure allowance by $16 million or 9 per cent.
There is evidence of historical overspending by Aurora Energy in other parts of its
business operations. The development of a new customer billing system, originally
budgeted to cost $15 million was completed for $60 million. Of this, $32 million will
be directly expensed impacting financial performance (of which $21 million was
expensed in 2010 and $11 million was expensed in 2011).
300

In its submission to the Draft Report, Aurora Energy indicated that for the 2011 financial year operating costs
ex-restructuring were $21.5 million below budget and capital expenditure savings of $33 million were achieved.
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The Tasmanian Economic Regulator (TER) has allowed Aurora Energy an industry
benchmarked cost to serve of $95 per customer per annum, compared to
Aurora Energy’s submission of $105 per customer per annum. Aurora Energy’s retail
cost to serve per customer is impacted by economies of scale and its move into
mainland retail sales was driven in part by an effort to spread fixed costs across a
larger customer base. This cost is a focus of Aurora Energy’s current efficiency and
productivity measures and will need to be reduced if Aurora Energy is to position
itself competitively in an open retail market in Tasmania
The renewed focus on efficiency is expected to improve financial performance.
However, this will require ongoing focus by management and Shareholder Ministers if
it is to be achieved and maintained.

15.3.4. Financial Position of the SOEBs
The Tasmanian Government, on behalf of the Tasmanian community, has a direct
interest in the financial sustainability of the SOEB portfolio in three key regards:


the SOEB entities sustain a financial position to continue the delivery of
electricity to Tasmanian customers, including sustainably re-investing in those
activities;



the SOEB entities maintain appropriate capital structures and debt levels. In
2010 the SOEB combined debt comprised 88 per cent of the Tasmanian
Government’s total non-financial business debt portfolio. This debt forms part
of the total public sector balance sheet which is considered for credit rating
purposes and therefore influences the cost of debt to the Tasmanian
Government as well as investor confidence in the State; and



the Tasmanian community benefits from its investment in the SOEBs by way of
dividends that should reflect commercial return on its equity investment.
These dividends contribute to funding a broad range of policy objectives and
this return is core to the public ownership of SOEB entities.

The Panel’s approach to its review of the financial position of the SOEBs was to
analyse how net cash from operations (free cash) has been used for capital
expenditure and diversification investment, repay debt and return a dividend to
Shareholders.
Figure 15.3 illustrates net cash from operations for each of the SOEBs over the review
period.
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Figure 15.3 - SOEB Net cash from operations 2004 to 2010

Source: SOEB annual reports

The extent to which efficiency has been a focus of management and Shareholder
Ministers will determine whether cash from operations is consistent with that which
should be expected given regulatory outcomes or prevailing market conditions.
Each of the SOEB entities has generated sufficient cash to fund operating activities
and to have available an amount of ‘free cash’ to utilise for capital investment in
functional assets or diversification and growth activities, repay debt or return to
Shareholders as equity. Following capital investment for the refurbishment and
replacement of assets related to functional business activities, the actual allocation
of free cash over the review period indicates a preference by Shareholder Ministers
for investment in diversified business activities, particularly by Hydro Tasmania, rather
than the return of capital to the community by way of dividends (for example
through the payment of special dividends).
Sustainable delivery of core business functions
The SOEBs generate sufficient cash to continue the delivery of electricity to
Tasmanian customers and to sustainably re-invest in those activities.
There has been an increase in the scope and magnitude of financial liabilities which
must be met from cash from operations. In 2010, the financial liabilities of the SOEB
portfolio included gross debt of $2.5 billion, including an unfunded defined benefits
superannuation liability of $450 million.
Additionally, the major infrastructure
investment decisions of Basslink and the TVPS, together with the commercial decision
by Aurora Energy to become a wholesale gas operator, have created fixed
financial obligations in the order of $90 million per annum on Hydro Tasmania and
Aurora Energy respectively. However, the source of revenue available to service
these commitments, and therefore the risk of not being able to do so, is different.
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Basslink enables Hydro Tasmania to trade electricity between Tasmania and other
NEM jurisdictions to capture the highest value for its water resources.
Hydro Tasmania’s ability to generate this value is a function of water availability and
the temporal changes in electricity prices that provide arbitrage opportunities.
The Panel’s detailed review of Basslink highlighted that when water is available,
Basslink has provided an additional source of revenue to Hydro Tasmania in excess
of the additional costs that it brings to the business. In low inflow periods, Basslink has
not provided additional revenues in excess of its costs to Hydro Tasmania, but it has
enabled electricity supplies at a lower cost than alternative on-island generation.
Aurora Energy utilises output from the TVPS to Hydro Tasmania, by tolling
arrangements with its subsidiary AETV, to back approximately one half of its
non-contestable customer load. Aurora Energy’s ability to fund the tolling
arrangement is based on the current regulatory arrangements for the energy cost
allowance for non-contestable customers and its commercial arrangements with
Hydro Tasmania for the balance of energy required for the non-contestable load.
These arrangements expire on 30 June 2013. Should different arrangements be
applied after that date, this could impact on Aurora Energy’s ability to service these
commitments.
Capital Expenditure and Investment301
Between 2004 and 2010, capital expenditure and equity investment across the SOEB
entities totalled $2.6 billion, including $491 million invested in diversification activities.
$100 million was invested in business activities outside Tasmania.
Sources of funds for capital expenditure and diversification investment include free
cash, debt or equity contributions from Shareholders.
Table 15.1 shows SOEB capital expenditure on functional business assets and
investment in diversification activities between 2004 and 2010.

301

For further information on SOEB capital expenditure and investment refer Part D of Volume II.
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Table 15.1 - Capital expenditure and diversification investment 2004 to 2010
$ million

2004

2005

2006

2007

2008

2009

2010

Hydro Tasmania Capital
Expenditure

135

105

128

54

55

81

96

654

10

23

10

5

48

17

35

52

168

169

915

294

66

360

Hydro Tasmania Investment R40JV
Hydro Tasmania Investment –
Momentum
Aurora Energy Capital
Expenditure

83

102

134

125

134

Aurora Energy Investment TVPS
Aurora Energy Investment –
Gas contracts and dispatch
rights
Transend Capital Expenditure

15
61

74

89

55

64

Transend Investment - Telco
Total Capital Expenditure and
Equity Investment

Total

97

15
132

572

16
279

281

351

244

276

698

16
503

2 632

Source: Panel analysis

Hydro Tasmania’s primary area of capital expenditure has been on
hydro-generation assets, with $407 million spent between 2004 and 2007. In addition
to equity contributions to the Roaring 40s joint venture (of which $48 million was
provided by the Government) between 2004 and 2006, Hydro Tasmania spent $103
million on renewable developments including wind farm assets, primarily sourced
from debt. Hydro Tasmania’s $52 million acquisition of its retail business, Momentum,
was made from free cash.
Aurora Energy’s primary area of capital expenditure has been its distribution
network, with a total of around $753 million in investment. The second largest spend
was $116 million in corporate and shared services – which represented
whole-of-entity investment in activities such as IT and the development of its new
billing system. Aurora Energy’s capital investment is funded through cash from
operations and debt. In 2008, Aurora Energy received an equity contribution of
$100 million from its Shareholders to acquire the TVPS.
Transend’s principal area of capital expenditure has been on the transmission
network, with $252 million on expended on system augmentation and $274 million on
asset renewal.
Transend utilises free cash from operations to fund network
investment with the balance sourced through increased debt.
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Maintenance of appropriate capital structures and debt levels302
The total SOEB debt position increased by $938 million or by 63 per cent from
$1.482 billion in 2004 to $2.420 billion in 2010.
In general terms, the borrowing
capacity of the SOEB portfolio is constrained. Debt levels also impact on credit
ratings and consequently the cost of debt through interest charges.
Hydro Tasmania increased its debt by $131 million in 2005 principally for the
construction of Woolnorth Studland Bay and Cathedral Rock wind farms. A further
increase of $115 million in 2007 provided working capital during the drought period.
Repayment of debt is an emerging trend in Hydro Tasmania’s free cash allocation,
with debt reduced by $106 million from 2008 to 2010. Hydro Tasmania is targeting a
BBB+ credit rating that will require debt to be held at current levels.
Historically, Aurora Energy and Transend’s debt related to capital investment in their
respective network businesses. More recently, directions from Shareholder Ministers
have increased the debt position of both companies.
In 2009, Aurora Energy was required to borrow $260 million to complete the
construction of the TVPS. Borrowing to fund the TVPS required the Treasurer to
provide a letter of comfort to the TasCORP on that portion of Aurora Energy’s debt.
The TVPS has a highly geared capital structure, impacting on Aurora Energy’s overall
credit rating and consequently its cost of debt, including to its distribution business.
Any changes in the regulatory framework for non-contestable customers from
30 June 2013 may impact on the ability of Aurora Energy to service this debt.
Aurora Energy is currently BBB rated but is targeting BBB+ within a 5 to 10 year time
period. A BBB+ rating is consistent with the assumed rating used by the regulator as
part of the network pricing determination process. This means that Aurora Energy’s
cost of debt relating to its distribution business is higher than the financing costs it
receives under its regulatory allowance.
Transend’s debt has increased as a result of the Tasmanian Government’s decision
to rebalance equity across the SOEB portfolio via a ‘debt swap’ between
Hydro Tasmania and Transend ($220 million) and to withdraw equity ($50 million) in
2008 which was also provided to Hydro Tasmania. Transend is currently ‘A’ rated
and has some balance sheet capacity, although this will be reduced if Transend
needs to fund from debt the Tasmanian Government’s equity commitment to TasRail
of $100 million over the next five years.

302

For further information on SOEB capital structures and debt levels refer to Part D of Volume II.
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Benefit the Tasmanian community by providing commercial returns on their invested
capital303
The Tasmanian community benefits from its investment in the SOEBs through
dividends which should reflect a return on its equity investment.304 These dividends
contribute to funding a broad range of government policy objectives and are core
to the rationale of ongoing public ownership of the SOEBs.
The payment of dividends to Shareholders, and therefore the return to the
Tasmanian community from business activities, totalled $309 million over the period
2004 to 2010. This represents, in aggregate, 18 per cent of cash from operations. Of
total dividends paid, $52 million, or 17 per cent comprised the Shareholder’s special
dividend requirement from Hydro Tasmania. During the first three years of the
analysis period, Hydro Tasmania was required to supplement ordinary dividends with
special dividends to pay a total dividend of $40 million per annum.
Other than Hydro Tasmania’s special dividend arrangement, the Panel has seen no
evidence that successive Tasmanian governments have utilised the SOEBs as quasi
tax-raising entities through the extraction of dividends. On the contrary, dividend
returns have been continuously low and below the cost of capital for investment of
the kind undertaken by the SOEBs.305 However, in the 2011-12 Budget, the
Government announced a preference for improved returns across the SOEB
portfolio by increasing the rate of underlying profit to be returned as a dividend from
2011.

15.3.5. Business diversification activities
There has been a clear diversification of business activities by Hydro Tasmania and
Aurora Energy into activities variously related to their respective functional business
activities of hydro-generation and distribution and retailing in the Tasmanian market.
The primary motivation for business diversification appears to be mitigating risk in
functional business activities306 – arising in part from the nature of the native
Tasmanian market and in part from implications of energy reform and Governmentimposed decisions. Some diversification activities have been pursued by the entities
as value creating strategies in their own right and in some cases the strategic basis
for an activity has shifted from a risk mitigating measure to a value creating
opportunity over time.

303
304

305

306

For further information on SOEB dividend returns refer Part D of Volume II.
‘Equity investment in a government business carries an opportunity cost, being the benefit the Government
forgoes from an alternative use of the equity. Accordingly, the Government expects its businesses to achieve
returns that are comparable to alternative investments of similar risk, and for dividends to be at an appropriate
level to reflect these returns (Guidelines for Tasmanian Government Businesses – Dividends – November 2010).
Unlike private shareholders in traded companies, Government shareholders cannot sell shares to access their
capital (unless the business is privatised). For Government owned businesses, dividends are the only way in
which shareholders can get a return. As such, a Government which is getting little or no dividends is accepting
all of the risk and no gain.
For example, Hydro Tasmania’s current retail strategy is to provide a path to market for excess generating
capacity in Tasmania.
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Hydro Tasmania’s initial basis for building wind farms in Tasmania was to secure
additional on-island capacity following the end of dam construction and to utilise
capacity/expertise contained within Entura.
Subsequently, Hydro Tasmania
developed wind assets in the national and international markets, as a value creation
strategy, quite unrelated to energy supply in Tasmania.
Hydro Tasmania’s current wind strategy is to secure Renewable Energy Certificates
(RECs) to support its retail business growth. On 28 February 2012, Hydro Tasmania
entered a partnership with Shenhua Clean Energy Holding Pty Ltd (SCE) from China
in relation to its Woolnorth wind farms, with SCE paying $88.6m for a 75 per cent
equity stake. Hydro Tasmania and SCE are seeking to develop a Strategic
Co-operation Agreement to foster closer co-operation as they seek to develop
other clean energy projects in the Australian and international renewable energy
markets.307
Hydro Tasmania’s capital investment in wind assets through the Roaring 40s joint
venture is $98 million, which to date has returned a cumulative loss of $11.2 million.
In 2010 Hydro Tasmania’s equity share in the Roaring 40s joint venture was
$121 million, noting that the joint venture has since been dissolved.
Similarly, following the end of dam construction, Hydro Tasmania’s consulting
business, Entura, was retained to provide operation and maintenance services to
the existing hydro-generation assets and provide services to the other SOEBs. There
has been an ongoing strategy to diversify Entura’s revenue base away from
Hydro Tasmania. Entura’s share of revenue sourced from Hydro Tasmania declined
from 68 per cent in 2004 to 39 per cent in 2010, partially offset by services to external
clients, increasingly in national and international markets. Since 2002, Entura has
made an EBIDTA contribution of between $1 and $4 million per annum, with a loss of
$4 million in 2010 attributed by Hydro Tasmania to the Global Financial Crisis (GFC).
Hydro Tasmania’s purchase of its retail business, Momentum, was to capture the
wholesale and retail value of excess generation capacity in Tasmania following the
commissioning of the TVPS and to mitigate against the loss of a large customer. The
analysis period reflects the acquisition phase of Momentum. As such, the longerterm outcome of this strategy will be reflected in future year’s performance.
Hydro Tasmania’s capital investment in Momentum is $52 million, which to date, has
returned a cumulative loss of $15.1 million during its start-up phase. Hydro Tasmania
believes that Momentum will deliver strong profit growth in the coming years.
In a similar manner, in response to the introduction of customer contestability,
Aurora Energy expanded its retail base into other NEM regions to spread its largely
fixed cost-to-serve expense across a larger customer base. Between 2005 and 2010
Aurora Energy’s cumulative return from mainland electricity retail trading was
$3.3 million.

307

http://www.hydro.com.au/about-us/news/2012-02/woolnorth-wind-farm-partnership-finalised.
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At the direction of its Shareholder Ministers, on the basis of energy security,
Aurora Energy acquired and completed construction of the gas fired TVPS. This
required Aurora Energy to borrow $260 million, which has influenced the overall cost
of debt across the business. The Panel has estimated the negative impact on
Aurora Energy’s net profit after tax from the operation of the TVPS in 2010 to be
$29 million when compared with an assumed situation where it could have sourced
its energy requirements from Hydro Tasmania at a price equivalent to the regulated
wholesale energy cost allowance. As noted above, the viability of the TVPS for the
period 2011 to 2013 is underpinned by the value of the wholesale energy allowance
and Aurora Energy’s contractual arrangements with Hydro Tasmania for the
balance of the non-contestable customer load.
Shortly after its sale of the TVPS, Babcock and Brown Power also put up for sale the
assets of its business AEATM, which included the gas supply arrangements
(commodity and transport) for the TVPS. Aurora Energy made a commercial
decision to acquire the AEATM assets for $15 million in order to mitigate gas price
risks and to obtain synergies with its NEM retailing operations.
The gas assets acquired through the AEATM purchase included gas commodity and
transport arrangements in addition to those related to the TVPS and tolling
arrangements with the Bairnsdale power station in Victoria. The gas arrangements
provide Aurora Energy with a growth opportunity in wholesaling gas to major
customers in Tasmania and on the mainland and in retailing gas to customers in
Tasmania. Aurora Energy returned a $1.8 million loss on wholesale gas trading in
2010.
On a smaller financial scale, Aurora Energy has developed the electrical safety
WireAlert308 product and is the Tasmanian Government’s strategic partner in
telecommunications, which includes the rollout of the Australian Government’s
National Broadband Network (NBN) project. While these activities are less capital
intensive (for example, $8.8 million has been invested in the WireAlert product with a
cumulative loss of $0.6 million), they consume a significant amount of management
and board time that reduces time available to focus on functional business
activities.
The Panel has not considered in detail the nature and extent of the risks being
mitigated through each of these various diversification activities, whether the
activity has been the best way of managing risk, or whether they have resulted in an
overall lower risk position. These matters are for the Shareholder Ministers and the
businesses as owners and managers of the businesses respectively.

308

Aurora Energy’s WireAlert product (marketed in Tasmania as Cable PI) is a safety sensor provided to Tasmanian
households in 2009.
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Irrespective of how these kinds of investments are funded, it is important to
remember that the capital has opportunity cost in terms of its ability to support
General Government Sector service delivery. In this context, the Panel has
questioned whether such investments and activities are appropriate investments for
government at all, given that, in making them the Government has also accepted
that General Government Services will need to be adjusted in the event that they
are not commercially successful. These issues are discussed in more detail in
Chapter 6.
The Panel has observed the outcomes of these diversification activities and
concluded that:

309



Diversifications have provided a major focus for (limited) Board and senior
management resources.



The Panel has found little evidence in support of the proposition that these
business activities have, over the review period, generated sufficient
improvements in Shareholder value to justify them. The SOEBs argue that
future prospects are materially better than the past experience suggests.
Further, there is little evidence that the Tasmanian community, as owner of
the businesses, has realised direct value, from these investments though
dividends paid.309



Through a series of incremental decisions, SOEB business activities have
moved away from the functional activity of electricity supply to Tasmanian
customers. The extent to which these diversification strategies have changed
the SOEBs’ risk/return profile, Shareholder Ministers need to be aware of, and
to be satisfied that, the resulting risk profiles are consistent with the
Government’s objectives and expectations for the SOEBs.



There appears to be a lack of clarity around when and how the financial
returns from some diversification strategies will be realised by the community.
In this regard, a key consideration is whether the financial outcomes of
diversification activities reflect the opportunity cost of this capital invested, for
example, through higher dividends or the repayment of debt to strengthen
the SOEB balance sheet position.



Generally, a consequence of a growth strategy is the medium-term need by
the business for capital.
This can be in discord with the short-term,
year-on-year Shareholder need to withdraw equity through dividends. There is
a risk that this tension can compromise the delivery and/or value of the
growth strategy.

The Panel considers that this is a key consideration given the difficulties in crystallising the value of capital growth
from government-owned businesses.
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Scope of business activities
In its submission on the Draft Report, Hydro Tasmania has contested the Panel’s
classification of its business activities into core and non-core as having a too-narrow
focus on Tasmania.
Hydro Tasmania contends that the Panel’s views on
diversification activities are ‘misplaced’ and Hydro Tasmania maintains that its
operations beyond hydro generation in Tasmania are:


‘integral and core to its business and are critical to the current and continued
success of the business;



do not result in material additional overall risk and in fact reduce/manage the
overall portfolio risk; and



are all profitable which the Panel failed to highlight.’310

As discussed above, in considering what constitutes ‘core’ business, the Panel has
had regard to the SOEBs’ functional activities as those activities that are central to
the sustainable supply of electricity in Tasmania. Other activities may be related to
this outcome, may be sound commercial strategies in their own right (in the sense
that they have a robust and strong business case), and they may be integrated into
core functional activities of the SOEBs. Nonetheless, the sustainable supply of
electricity in Tasmania is not reliant on those activities.
Hydro Tasmania claims the Panel’s analysis fails to appreciate the value contribution
of Hydro Tasmania’s integrated electricity business model, particularly through the
potential for increased quantum and certainty of dividends delivered principally
through its projected growth of its retail business – Momentum.
The Panel’s task is framed by its Terms of Reference which highlights electricity prices
in Tasmania and Tasmania’s long term energy sustainability and security as primary
considerations. Shareholder value considerations are, indeed, key issues that must
not be overlooked in considering the status quo and future options for the TESI.
Nonetheless, the Panel has taken the primary objective function to be consideration
of future structural and regulatory arrangements that deliver efficient TESI outcomes,
rather than those that may (or may not) deliver the optimal Shareholder value of the
businesses. To the extent that there may be reconciliations that need to be made in
the pursuit of economically efficient arrangements for the TESI and Shareholder
value considerations more broadly, it is important that these be made in an open
and transparent manner.
As discussed above, it is the Panel’s view that the value consideration of Hydro
Tasmania’s integrated business model, its financial risk profile and the reconciliation
of those risks with the Government’s risk appetite are matters for its Shareholder
Ministers. Determining the appropriate boundaries within which the SOEBs should
operate is a key task for Shareholders. Scope creep is almost inevitable as Boards
and management of the SOEBs seek commercial opportunities. As discussed in
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Hydro Tasmania’s submission on Draft Report p. 13.
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Chapter 6, the articulation of an ownership policy is a key tool for determining the
boundaries within which the SOEBs operate on a fully commercial basis.
Hydro Tasmania’s retail activities provide a good example. Hydro Tasmania’s initial
investment in retail was to mitigate the wholesale energy market risk of excess
generation in Tasmania. This initial investment strategy has since extended with
Hydro Tasmania’s current aspiration to grow its retail business beyond excess
generation in Tasmania. This strategy exceeds its initial risk mitigation strategy and is
being pursued as a ‘value’ proposition.311
Hydro Tasmania’s 2011 Annual Report notes that it aims to increase ‘sales to 15TWh
by financial year 2014’ and that ‘at least 5TWh of the 15 TWh is targeted to be sold
directly to retail customers through Momentum’. However, during Parliamentary
scrutiny in December 2011, Hydro Tasmania indicated that ‘we could be
comfortably around a figure of 15 TWh coming from that retail business’ (emphasis
added).312 Hydro Tasmania has also noted its ‘strategic intention to develop
another 700 MW of wind to 2020 to back retail growth through Momentum’313 and
has stated that it has ‘also developed a strategy to back the supply of our projected
electricity sales growth with a range of assets and other market mechanisms.
Diversifying our generation base with gas is under consideration’.314
While the Panel acknowledges that it has not undertaken specific risk assessments of
individual business activities, it is clear that undertaking new activities in highly
competitive markets (such as energy retailing and potentially the construction and
operation of gas generation in the NEM) or expanding existing activities to higher risk
emerging countries (for example consulting services in India and South Africa) adds
to the overall risk profile of Hydro Tasmania.
In its submission on the Draft Report Hydro Tasmania has stated that
“…mainland diversification is a way to simultaneously achieve lower electricity prices
for Tasmanian consumers while preserving returns to Government.”315

The Panel considers that in relation to customer pricing this statement is misleading.
There is no link between revenue derived from Hydro Tasmania’s mainland growth
strategy and prices paid by Tasmanian customers. Specifically, Hydro Tasmania itself
contends that internal transactions between generation and retail are ‘made at
arm’s length at normal market prices and on normal commercial terms’.316

311

312
313
314
315
316

‘We see our role in Tasmania as supporting the Tasmanian Budget and enhancing the long-term value of this
business to Tasmania.’ Hydro Tasmania 2011 Annual Report p.32.
Hansard 2011 GBE Scrutiny December 2011.
ibid.
Hydro Tasmania’s 2011 Annual Report.
Hydro Tasmania’s submission on Draft Report p. 13
Hydro Tasmania 2011 Annual Report p.133.
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15.3.6. Future risks and opportunities317
Although not analysed as part of the Panel’s review, recent results for the 2011
financial year indicate financial performance across the SOEB portfolio is stronger
than it has been during the review period. This is due to a number of reasons.
Higher than average water inflows means that Hydro Tasmania has inventory to sell
rather than using Basslink to back its contract position; the TVPS is underpinned by
more favourable regulatory arrangements and Aurora Energy’s contract
arrangements with Hydro Tasmania; and Transend has benefitted from a materially
better outcome under its current price determination that under previous
determinations. The 2011 results also reflect the renewed focus on efficiency.
Nonetheless, the energy market is dynamic and there will always be transitory drivers
of value up or down in particular years. Similarly, circumstances reflected in the 2011
results may not continue into the future.
In this sense a historical review of longitudinal financial performance is valuable in
that it illustrates what decisions have been made and how choices have affected
outcomes.
The SOEBs have generated sufficient cash from operations to ensure that the supply
of electricity to Tasmanian customers is maintained and reliability improved. In
addition, there has been ‘free cash’ generated that has been applied primarily to
capital investment and diversification activities. At the same time, returns to
Shareholders have been poor. There is a tension between growth (earnings over
time) and return of capital now for the benefit of the community. The community
has seen limited tangible financial value from diversification initiatives,
notwithstanding the considerable investment they have required.
A common theme throughout the Panel’s broader review, and its investigation into
the financial position of the SOEBs, is the lack of a clear view on what the
Government is seeking to achieve through its ownership of the SOEBs – for example
the extent to which it is for the supply of electricity to Tasmanian customers, or it is to
pursue Shareholder value through business operations in other NEM jurisdictions and
internationally. A key consideration is whether the risk profile of these wider
opportunities is consistent with the risk appetite of government and the Tasmanian
community relative to its investment in them and the opportunity cost of that
investment and, indeed, whether the anticipated returns eventuate.
Value creating strategies require capital investment. As the Panel has observed, in
a general sense the SOEB portfolio is currently debt constrained and Hydro Tasmania
and Aurora Energy are targeting credit ratings that will require debt to be reduced
or maintained.
At the same time, the Tasmanian Government has implemented a dividend strategy
that delivers better returns to enable provision of key public services. While the
Tasmanian Budget is constrained this strategy is likely to remain in place.
317

For further information on future risks and opportunities refer Part D of Volume II.
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A key risk in pursuing non-core value creating strategies is that the associated
capital needs exceed SOEB capacity, either through internally generated funds or
debt. For example Hydro Tasmania’s past ventures into wind asset development
could not keep pace with capital requirements and it needed to secure an equity
contribution from Government of $50 million.
A key question then is if additional capital is required where is this capital going to
be sourced? Or will growth opportunities be forgone due to the lack of available
capital, despite the expectation that may have been built around them?
From a Shareholder perspective, there are several key financial risks confronting the
SOEB portfolio.


Aurora Energy’s retail business is financially vulnerable to a loss of market
share arising from further retail competition; and the cost of operation of the
TVPS, in terms of average cost per megawatt hour of output is higher than
both the prevailing market prices in Tasmania and the regulated wholesale
energy allowance.
This leaves Aurora Energy’s energy business highly
vulnerable to changes in the regulatory arrangements and re-negotiation of
contract arrangements for the non-contestable customer load beyond
30 June 2013; and to the introduction of further retail competition.



Hydro Tasmania remains vulnerable to hydrological risk, although the nature
of this risk has changed over time. Both Hydro Tasmania and Transend are
vulnerable to a large industrial load leaving Tasmania318, in terms of the
opportunity value of stranded energy and stranded network assets
respectively.



The financial performance of Aurora Energy and Transend’s network
businesses is determined by how aligned actual expenditure compares to
determined revenue. The regulatory risk to these businesses arises from
changes in the regulatory framework or that the regulatory framework does
not deliver revenue outcomes that are consistent with board and
management’s expectations of expenditure requirements.319

The principal financial opportunity for the SOEB portfolio is the potential increase in
value available to Hydro Tasmania from its hydro-generation in light of carbon
pricing.320 The application of any increase in value remains a key consideration for
the Tasmanian Government. A key question for the Tasmanian community is how
much of the additional value from hydro-generation resulting from a price on
carbon will be allocated to growth strategies or returned to the Tasmanian
community in recognition of its historic investment in those assets.

318

319
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The Australian manufacturing sector is currently under pressure from the strong Australian exchange rate. This
may increase the likelihood of a loss of MI load in Tasmania.
Note the AER’s Draft Determination for Aurora Energy’s distribution business proposes WACC of 8.08 per cent
compared to Aurora Energy’s proposes 10.03 per cent; capital expenditure at $536 million compared to
Aurora Energy’s proposed $675 million; and operating expenditure of $311 million compared to Aurora Energy’s
proposed $340 million.
This environment will further increase the generation costs of the TVPS relative to hydro-generation, but will also
result in higher energy prices overall, which will improve TVPS’s financial position relative to the market.
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There is a fundamental tension here between certainty and risk which ultimately
pass to Government to resolve. Value returned to the community now can be spent
on the provision of public services. Value re-invested in growth opportunities with
the SOEBs may return greater value to the community at some time in the future, but
neither the quantum nor the time frames for that return are certain.

15.3.7. Conclusion
The Panel has found that each of the SOEBs generates sufficient cash to fund
operating activities and to have available an amount of ‘free cash’ to utilise for
capital investment in core business assets or diversification/growth activities, repay
debt or return to Shareholders as equity.
Dividend payments, particularly in more recent years, can at best be described as
mediocre. This has been result of three key drivers:


relatively weak profit performance despite the near monopoly positions of
Hydro Tasmania and Aurora Energy’s retail businesses in the competitive
market and the regulated monopoly networks of Transend and
Aurora Energy’s distribution businesses;



the need for re-investment in core business activities to rebuild the business’
asset base and improve reliability standards (particularly in the network
businesses), which has let to decisions to reinvest returns within the SOEBs; and



the desire by Hydro Tasmania and to a lesser extent Aurora Energy; supported
by the Government, to pursue diversification/growth activities, which have
required the application of capital, rather than a return of dividends to the
community.

The Panel’s opinion is that there is significant scope to improve the SOEBs’ financial
outcomes through improved accountability of Boards and management on
financial performance by Shareholders.
In addition, the Panel notes the portfolio effects of the TVPS acquisition that are not
immediately observable and which should be addressed to halt the current
negative impact on the financial performance of Aurora Energy and
Hydro Tasmania. These are:
1. There is insufficient revenue in the market to meet the TVPS cost of production
Under current market conditions, the TVPS is not delivering any value because its
cost per MWh of production exceeds the market price for electricity. Aurora Energy
effectively backs the higher value non-contestable customer load with the power
station. However, because the TVPS’ cost per MWh of production also exceeds the
regulated wholesale energy cost allowance, this strategy does not provide sufficient
revenue to sustain TVPS’ financial viability.
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The effect of the Tasmanian Government’s amendments to the Price Control
Regulations in 2010 is to ensure that the cost to Aurora Energy to supply the
non-contestable customer load is not more than it is permitted to charge those
customers for supply. As such, given Aurora Energy’s decision to utilise the TVPS to
back around half of the non-contestable customer load, the contractual
arrangements between Aurora Energy and Hydro Tasmania for the other half of the
load must effectively ‘balance’ Aurora Energy’s cost of energy associated with the
TVPS by being lower than the wholesale energy cost allowance by the same
amount. In prior regulatory periods, the contractual arrangements between
Hydro Tasmania and Aurora Energy for the non-contestable customer load have
seen the full value of the regulated energy cost allowance accrue to
Hydro Tasmania.
2. The debt associated with the TVPS has increased Aurora Energy’s total cost of
debt
The TVPS project is highly geared, meaning that is funded by proportionally more
debt than equity than is generally anticipated.
In order to complete the
construction of the TVPS, Aurora Energy was required to borrow around $260 million
from TasCORP, which in turn required a letter of comfort from the Treasurer for this
amount.
The impact of this additional debt on Aurora Energy’s credit rating increases it cost
of debt across its entire business.
Aurora Energy is currently BBB rated but is
targeting BBB+ within a 5 to 10 year time period. A BBB+ rating is consistent with the
assumed rating used by the regulator as part of the network pricing determination
process. This means that Aurora Energy’s cost of debt for its distribution business is
higher than that provided for in its regulatory allowance, having a negative financial
impact on returns from that business segment. Similarly, the higher cost of debt will
impact the competitiveness of Aurora Energy’s retail business.
The overall effect is that while the TVPS is receiving revenue sufficient to cover its
costs – and therefore operates commercially, the consequences of its operation in
the SOEB broader portfolio are less well defined.
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16. Major infrastructure projects
The Panel’s Terms of Reference require it to investigate and report on major
infrastructure development decisions affecting the electricity sector and the impact
that those decisions have had on Tasmanian electricity prices (ToR 2).
This Chapter examines in detail the two main electricity infrastructure projects
delivered in Tasmania over the past decade, namely:
1. Basslink, the undersea cable linking the Tasmanian and Victorian electricity
grids; and
2. the gas-fired TVPS.
The initial development of both the Basslink and TVPS projects were key components
of successive Tasmanian Governments’ broader energy strategy, underpinned by
the three core objectives of securing new sources of energy to meet load growth,
mitigating the State’s exposure to energy supply risk by reducing reliance on
on-island hydro generation and increasing competition in the market.
Since their completion, both projects have heralded significant changes to the
Tasmanian electricity sector, in terms of providing new sources of electricity and
changing the State’s energy risk profile.
However, the circumstances in which the projects were realised differ in a number of
ways, occurring within fundamentally different contexts and in response to markedly
different policy imperatives.
The development of Basslink was a long-term, pro-active strategic development
based on a range of clear commercial and policy objectives. Hydro Tasmania
entered into the Basslink arrangements on commercial grounds. While the Basslink
business case evolved over the course of its development, the fundamental
commercial and operational aspects of the project that had been envisaged at the
outset were delivered.
The TVPS, on the other hand, was not delivered as originally intended.
Aurora Energy’s acquisition, completion and operation of the TVPS was not in
response to a commercial opportunity, but was undertaken as an energy supply
security measure, at the direction of the Government and in the context of a unique
set of unforeseen hydrological and global financial circumstances.
Instead of a new private sector entity competing in the generation sector, as had
been planned, the Government has retained control of all of Tasmania’s significant
on-island generation capacity. As a result, the TVPS is yet to deliver the original
objective of gas-fired generation delivering effective competition in the wholesale
market in Tasmania.
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Detailed analysis of the two projects since commissioning also reveals their different
impacts on the financial performance of Hydro Tasmania and Aurora Energy
respectively, and, ultimately, on Tasmanian electricity prices. While both have failed
to deliver net commercial value since entering commercial operations, the outlook
of each is quite different.
The outcomes for Basslink in relation to Hydro Tasmania reflect hydrological
circumstance.
With a return to more typical hydrological circumstances,
Hydro Tasmania has been able to more than cover its Basslink-related costs from
Basslink-related revenues. While not providing a source of revenue to meet
Basslink-related costs, the costs avoided from having Basslink in place have also
been large, such that when these are added to the trading performance of the link,
its financial benefits to Hydro Tasmania since commissioning are estimated to be at
least in the order of $70 million. Leaving aside the energy supply security benefits
provided by Basslink, Hydro Tasmania’s Basslink-related revenues have fallen short of
its Basslink-related costs by around $135 million since the link entered commercial
operations.
Conversely, the TVPS has had a significant negative financial impact on
Aurora Energy. Market revenue has not been sufficient to support the commercially
sustainable operation the TVPS. Subsequent actions taken by the Government to
support the viability of the TVPS, post-acquisition, have seen a number of changes to
the power station’s commercial and operational arrangements.
This Chapter examines the Basslink and TVPS projects from the point of initial
development through to their commissioning and present-day operation. It
describes the processes, decisions and expectations of the State Government and
the SOEBs in relation to both projects and examines the extent to which the
outcomes achieved to date have been consistent with these expectations.
The investigation into Basslink and TVPS has been extensive. The Panel engaged in
discussions with a range of stakeholders, including senior representatives, both past
and present, from the SOEBs and the Government. The Panel used its information
gathering powers to access a range of documents pertaining to the development
of both projects, including Cabinet materials, SOEB Board papers and meeting
minutes, independent advice obtained by the Government and various other
relevant commercial and legal materials.
Therefore, this Chapter necessarily represents a summary of key analysis and findings
only. A more detailed account of the Panel’s review of both Basslink and TVPS can
be found in Volume II, Basslink: Decision Making, Expectations and Outcomes
(Part A) and Tamar Valley Power Station: Development, Acquisition and Operation
(Part B).
The Chapter also includes a brief summary of the Tasmanian natural gas roll-out and
a discussion of potential efficiency benefits of gas as a complementary alternative
to electricity.
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16.1. Basslink
Key Messages:
Hydro Tasmania entered into the Basslink arrangements on commercial grounds.
The final November 2002 Basslink business case showed that the project could be
expected to produce an estimated Net Present Value (NPV) to Hydro Tasmania
of around $260 million ($2002).
To date, Basslink’s financial performance has not fulfilled expectations relative to
the final business case. This is largely a reflection of low inflows to the hydro
system since commissioning, which has seen Basslink utilised predominantly as an
electricity supply option and reduced its availability for trading between
Tasmania and Victoria.
The return to more typical hydrological inflows in recent years has resulted in
financial outcomes for Hydro Tasmania from Basslink that have been more
consistent with the business case expectations.
Basslink has proven to be an effective and cost efficient means of managing
hydrological risk. The Panel’s analysis shows that Basslink has enabled Tasmania’s
demand for electricity to be met at a materially lower wholesale energy cost
than would have been the case under alternative scenarios evaluated by the
Panel.
With typical hydrological inflows, Hydro Tasmania has been able to more than
meet its Basslink-related costs from opportunities that Basslink brings for trading
electricity between Tasmania and Victoria and from improved hydrological
management. Where hydrological circumstances have not enable trading
opportunities to the same extent, Hydro Tasmania has not been able to generate
revenues greater than Basslink-related costs and this has impacted on
Hydro Tasmania’s profit performance.
Having examined the detailed financial performance of Basslink, as well as
transmission network pricing in Tasmania, and having regard to the way in which
prices for regulated customers are set, the Panel has concluded that
non-contestable customers are not paying for Basslink through their electricity
prices.

16.1.1. Introduction
The economic and technical feasibility of a submarine cable across Bass Strait had
been considered numerous times by the Hydro-Electric Commission since the 1950s.
The end of large-scale hydro-electric development in Tasmania and the need to
secure the State’s next electricity supply option led the Rundle Government to
announce plans to proceed with the development of an interconnector linking the
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Tasmanian and Victorian electricity grids. The long-standing issue of energy supply
risk management was also a key motivation for pursuing interconnection, which
would also be required if Tasmania were ever to participate in the nascent National
Electricity Market (NEM).
Basslink’s status as a key component of the Government’s reform agenda was
recognised in the declaration of Basslink as a Project of State Significance.
Having instigated a competitive selection process to find a private sector party to
develop and operate the link, Premier Rundle called an election, which resulted in a
change of government in 1998. The incoming Bacon Government endorsed the
development of an undersea interconnector, and the process that had been set in
motion to find a private sector developer for Basslink continued.
The new government revised the goals and strategic objectives for Basslink to the
following:
1. improve the security of electricity supply and reduce the exposure to drought
conditions in Tasmania;
2. provide Tasmania with access to electricity prices determined competitively in
the NEM;
3. provide a means by which electricity generated in Tasmania can be sold into the
NEM and provide a new source of peak generating capacity in the NEM;
4. ensure that, through a competitive selection process, the cost of Basslink to users
is minimised; and
5. ensure that the returns to the State from the State Owned Electricity Businesses
are maximised.

16.1.2. Security of electricity supply
It is clear from the Government’s strategic objectives (see above) that, from the
outset, Basslink was intended to be used as a net supply option for Tasmania in times
of low hydrological inflows (drought), as well as net exports in times of high inflows.
As a result of very low average inflows into Hydro Tasmania’s water storages in the
years immediately prior to and following Basslink commencing commercial
operation, Basslink has thus far been used as a net supply option for Tasmania. 2011
was the first year in which north-bound flows of electricity over Basslink exceed
southward flows, reflecting a return to more typical rainfall in recent years.
In its own evaluation of Basslink’s performance, Hydro Tasmania looks beyond the
direct costs and benefits identified in the business case for interconnection, and
compares the outcomes made possible by Basslink with the hypothetical outcomes
that might have been realised had Hydro Tasmania been required to supply
Tasmania’s electricity needs over the past five years without Basslink.
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Hydro Tasmania assumes that in the absence of Basslink, the shortfall in the capacity
of its hydro generation schemes to meet Tasmania’s demand for electricity would
have been met using a combination of new natural gas fired generation – owned
and operated by Hydro Tasmania – and, in times of extremely low inflows into
Hydro Tasmania’s storages, negotiated load shedding by major industrial customers.
Taking into account the additional costs of additional on-island generation and
buying back load from major industry, and comparing them with the costs
associated with Basslink, Hydro Tasmania estimates that Basslink has enabled it to
avoid costs in excess of $300 million since the link commenced commercial
operations.
The Panel has developed its own estimates of the alternative supply costs that may
have arisen in the absence of Basslink. Like Hydro Tasmania, the Panel considered
that the use of natural gas fired generation to meet the shortfall in the capacity of
hydro-generation to meet on-island demand was the most plausible alternative to
Basslink. The Panel also considered a second scenario involving the use of
large-scale wind generation.
The Panel has estimated that when compared to its gas scenario, Basslink has
resulted in lower wholesale energy costs for Hydro Tasmania of around $200 million
over the period 2007 to 2011, and approximately $350 million when compared with
a hypothetical wind scenario.
On this basis, Basslink has enabled Tasmania’s demand for electricity to be met –
without any demand side management – at a materially lower wholesale energy
cost than would have been the case under either of the two alternative scenarios
evaluated. If not for Basslink, the prolonged dry period experienced by Tasmania in
the middle of the previous decade would have had severe negative financial
consequences for Hydro Tasmania.
Having enabled ‘the lights to be kept on’ during a period of extremely low inflows,
flows of energy into Tasmania at times of low prices in the Victorian market, even
after the return to more typical rainfall sequences, have enabled Hydro Tasmania to
rebuild its storages to their current levels, which at the time of writing were just under
60 per cent of capacity.
Basslink has, therefore, proven to be a physically effective and cost effective means
of managing both hydrological risk for Hydro Tasmania and energy supply security
risk for the State. Further, the bi-directional functionality that enables the State to
both access interstate generators as well as send energy generated in Tasmania
interstate means that Basslink is more flexible as a means of managing hydrological
risk than the addition of gas-fired thermal generation.
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It is apparent from the Government’s decision to direct Aurora Energy to purchase
the partially completed TVPS in 2008 however that the Government considered that
Basslink did not adequately ‘drought proof’ Tasmania.321

16.1.3. The Basslink decision making process
The decision-making process that led Hydro Tasmania to commit to Basslink, the cost
of the link and its financial impact on Hydro Tasmania have all been the subject of
community debate.
The Government established the Basslink Development Board (BDB) to identify a
preferred developer through a competitive process. A process that commenced
with 14 expressions of interest was reduced to two competing bids in November 1999
- Australian Energy International (Basslink) Consortium (AEI) and National Grid
International Ltd (NGIL). Each was asked to finalise its project development
arrangements with the State, as well as any commercial and other arrangements
required with Tasmania’s SOEBs (principally Hydro Tasmania), with a view to the BDB
evaluating their final proposals in February 2000. The BDB’s evaluation of the NGIL
and AEI proposals, based solely on the BDB’s selection criteria and weightings,
determined the NGIL proposal to meet the selection criteria to a higher standard
than AEI’s proposal.
Hydro Tasmania examined the business case for interconnection repeatedly. The
business case for Basslink was also revisited and reviewed a number of times by the
Board of Hydro Tasmania, independently of Hydro Tasmania’s management, and
the project was subject to scrutiny by the Tasmanian Government, through the use
of independent expert advisers on multiple occasions, in the wider context of
energy reform.
The business case for Basslink evolved significantly during the project’s development,
and the early iterations considered by Hydro Tasmania were markedly different from
the business case that underpinned the final decision to proceed with Basslink.
As the opportunities associated with interconnection became better understood by
Hydro Tasmania, the business was able to identify and quantify a variety of
additional commercial benefits which had not been part of the original business
case. At the same time, however, the projected cost of constructing Basslink also
increased, from approximately $500 million to almost $875 million – much of the
increase driven by the outcomes of the joint Commonwealth, Victorian and
Tasmanian environmental assessment process.

321

However, as a monopole cable, Basslink provides inherently less security of supply than would a bipole cable.
Consequently, while Basslink effectively underpinned Tasmania’s security of supply during the second half of the
1990s, Tasmania’s reliance on the cable as a source of supply during that period highlighted for Government the
potential risks were the cable to fail.
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Investigations repeatedly showed Basslink to be a positive commercial proposition
for Hydro Tasmania’s business, even with the significant increase which occurred in
the project’s cost. Basslink’s ability to add value to Hydro Tasmania’s business was
also assessed as being robust to the likely range of sensitivities which reflected the
key risks to the business case, and had both positive and negative impacts on the
net value of the link to Hydro Tasmania.
The final November 2002 business case showed that, if the base-case’s assumptions
held, the Basslink project would produce an estimated Net Present Value (NPV) to
Hydro Tasmania of around $260 million ($2002), with a benefit/cost ratio of 1.44:1.322
This is illustrated in Figure 16.1.
Figure 16.1. - Basslink business case - sources of value, relative to cost

Source: Basslink Business Case: May 2002, Hydro-Electric Corporation
Notes: Quantums are not shown on the chart as information is commercial- in-confidence. Data are shown on this
basis to illustrate the relative shares of elements of the business case.

322

These are estimates developed by the Panel on the basis of cash flow projections for the first 20 years of Basslink’s
operation provided to the Hydro Tasmania board in December 2002.
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Based on this information, the Hydro Tasmania Board made a commercial decision
that, having regard to the risks and returns associated with the project, it was in the
best interests of Hydro Tasmania to proceed with the development of Basslink.
The consultants engaged by the Department of Treasury and Finance to consider
the range of risks associated with the Basslink project from the State’s perspective
also highlighted that without Basslink, and in the face of new on-island gas-fired
generation, the outlook over the following ten years was for a decline in
Hydro Tasmania’s returns to Government.

16.1.4. Financial benefit of Basslink to Hydro Tasmania
The Panel has investigated how Hydro Tasmania’s financial performance has been
affected by Basslink compared with its expectations regarding the commerciality of
the project.
Since it began commercial operation, the financial benefit of Basslink to Hydro
Tasmania has not fulfilled Hydro Tasmania’s expectations contained in the final
Basslink business case. This is largely a reflection of hydrological factors.
The hydrological risk mitigation benefits of Basslink have come at a cost to
Hydro Tasmania’s commercial performance. Leaving aside the contribution Basslink
has made to managing hydrological risk, and taking into account only the direct
realised benefits attributable to Basslink, Hydro Tasmania’s overall Basslink-related
costs have been around $135 million ($ nominal) greater than the actual revenue
benefits that Basslink has generated since it began delivering energy in April 2006
(see Figure 16.2).

P a g e | 240

Figure 16.2 –

Financial benefits of Basslink to Hydro Tasmania, 2006-07 to 2010-11
compared with business case, % of Basslink-related costs
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Source: Hydro Tasmania
Notes: Quantums are not shown on the chart in monetary terms as the information is commercial-in-confidence.
‘Victorian Contract’ benefits have been captured in the arbitrage value, whereas these were separately
identified in the business case (and in Figure 1). The benefits are expressed as a proportion of the
Basslink-related costs in each case and, as such, are not directly comparable. For example, in the business
case, arbitrage benefits coupled with Victorian contract value was expect to be broadly similar to the
Basslink-related costs, whereas, in the first 5 years, these benefits were equivalent to around 60 per cent of
costs.

Low inflows were consistently recognised as one of the key risks in the Basslink
business case. Variations in the yield from Hydro Tasmania’s water catchments were
expected, along with the impact that this would have on a number of components
of Basslink’s trading value, particularly the opportunity for net ‘exports’ of electricity
energy and for the creation of additional yield from the hydro system and the
consequent Renewable Energy Certificates.
In this sense, the low hydrological inflow sequences that occurred prior to and
immediately after Basslink’s commissioning reflect the anticipated variability in the
value created for Hydro Tasmania by Basslink.
The return to more typical
hydrological inflows in recent years has resulted in financial outcomes that have
been more consistent with the expectations in the final business case. At the same
time the imperative to use Basslink to manage hydrological risk has diminished.
Illustrating the importance of hydrology in driving these outcomes, in 2009-10 and
2010-11, with inflows at more typical levels, the direct realised revenues associated
with Basslink have been around $25 million in excess of Hydro Tasmania’s overall
Basslink-related costs.
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When the indirect benefits of Basslink as a net supply option during times of drought
are added to the trading performance of the link, the financial benefits of Basslink to
Hydro Tasmania in the first five years of its operation are positive, despite the underperformance of the trading outcomes, relative to the business case.
This analysis also does not consider yet-to-be-realised financial benefits that Basslink
is likely to deliver, such as the ability of Hydro Tasmania to build storages in order to
capitalise on the introduction of carbon pricing in the future, or any assessment of
the impact that Basslink has had on the wider Tasmanian economy.323

16.1.5. The cost of Basslink to non-contestable customers
A number of stakeholders have argued that
non-contestable
customers
are
effectively underwriting the cost of Basslink. The evidence that has been analysed
by the Panel indicates that this is not the case.
Under the Basslink Services Agreement, Hydro Tasmania is responsible for meeting
the cost of Basslink, which it does through a combination of payments, including the
Basslink Facility Fee (BFF), which is paid to the owner and operator of the link. In
return for the BFF, Hydro Tasmania receives the market revenues that accrue to
Basslink.324 Having Basslink in place presents Hydro Tasmania with a range of
revenue generating opportunities which, in turn, provide a source of funding toward
the cost of the link, as well as potential sources of profit.
None of those revenue streams draws on customers in the Tasmanian
non-contestable electricity market. For example, the value of the opportunities
provided by Basslink to Hydro Tasmania from arbitrage325 is derived from interstate
customers and not on-island demand, and net exports of energy by Hydro Tasmania
into the NEM involve the earning of income from interstate customers.
No upgrades of the existing transmission network were undertaken to
accommodate Basslink, as the existing network had the physical capacity to service
Basslink in addition to on-island demand. A System Protection Scheme (SPS) was
developed to enable it to do so without jeopardising the security of the electricity
system, along with new connection equipment at Transend’s George Town
substation. Both the SPS and the Basslink connection equipment at the George
Town Substation were paid for by the developers of Basslink, and transferred to
Transend at no charge.

323

324

325

Hydro Tasmania contends that the security of supply provided by Basslink has provided a number of large
energy intensive businesses with the confidence to invest in upgrades of their Tasmanian production facilities
and enter into new long term contracts.
Which are the price differences between Tasmania and Victoria multiplied by the volume of electricity
transported across.
Arbitrage involves Hydro Tasmania withholding the production of hydro-electricity at times when Victorian prices
are low, with the result that some of Tasmania’s demand is met by the flow of electricity into Tasmania from
Victoria, and then increasing production in order to export a matching volume of electricity from Tasmania at
times of high Victorian prices,
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The values of those assets are not included in Transend’s RAB and have no impact
on the calculation of Transend’s allowable revenue by the AER. This means that
neither direct connect customers, such as the State’s largest industrial sites, nor
non-contestable customers (via Aurora Energy) contribute to the cost of those assets
through transmission charges.
The electricity prices and fixed charges paid by non-contestable customers through
their regulated tariffs, which are set by the TER, also have no reference to Basslink in
their derivation.
In conclusion, having examined the detailed financial performance of Basslink from
Hydro Tasmania’s perspective, as well as transmission network pricing in Tasmania,
and having regard to the way in which prices for non-contestable customers are set,
the Panel has concluded that non-contestable customers are not paying for Basslink
through their electricity prices.
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16.2. Tamar Valley Power Station
Key Messages:
The Government’s decision to direct Aurora Energy to acquire the partly-built
TVPS reflected an unwillingness to accept a low probability, but high
consequence risk of having insufficient energy to meet on-island demand in the
event of continued low inflows combined with the inability to source sufficient
capacity from Basslink and thermal generation.
The valuation advice provided to the Government when it decided to buy the
power station shows that the difference between TVPS’ acquisition and
completion costs and its estimated enterprise value from market trading at the
time it was acquired was around $150 million. The Panel has interpreted this as
an energy supply risk ‘insurance premium’ of around $150 million.
The commissioning of the TVPS in October 2009 achieved the objective of
securing on-island gas-fired generation in Tasmania.
However, ownership of the TVPS by Aurora Energy, and its use to back noncontestable customer load, does not deliver the original policy objective of
delivering effective competition in the Tasmanian wholesale market.
Further, the TVPS’ entry has resulted in more available energy than is required to
meet demand, at least until 2027. Tasmanian spot prices have been low since
the TVPS came online. This has had a direct impact on the TVPS’ financial
viability, as has the somewhat volatile nature of the wholesale market.
The TVPS’ viability is currently underpinned by a commercial arrangement
between Aurora Energy and Hydro Tasmania that is linked to Non-contestable
customer energy arrangements. The arrangement effectively transfers the
shortfall in market value for the TVPS to Hydro Tasmania.
Addressing the financial viability of the TVPS in the context of prevailing market
conditions is an immediate priority for change identified by the Panel (see
Chapter 5).

16.2.1. Introduction
Securing a large gas-fired power station in the State to provide an alternative
energy supply and a source of competition in the wholesale energy market has
been a key energy policy objective of successive Tasmanian Governments since the
1997 Directions Statement. The objective was closely linked to the introduction of
natural gas to Tasmania, with a power station providing a foundation customer for
the Tasmanian Natural Gas Pipeline (TNGP).326

326

Initially, this was achieved with the conversion of the Bell Bay Power Station to natural gas in 2003.
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The commissioning of the TVPS in October 2009 partly achieved this objective.
However, ownership of the TVPS by Aurora Energy, and its use to back the
non-contestable customer load, does not deliver the original objective of effective
competition in the Tasmanian wholesale market for new entrant retailers to back
retail contracts with contestable customers.327
The TVPS’ entry has resulted in more available energy328 and capacity than is
required to meet demand, at least until well into the next decade. Reflecting
market conditions in Tasmania and the NEM more broadly, Tasmanian spot prices
have been low, relative to historic norms, since the TVPS came online. This has had a
direct impact on the TVPS’ financial viability, as has the volatile nature of the
wholesale market.
A key change with the Government’s decision to acquire the TVPS via
Aurora Energy on the grounds of energy security has meant that the financial
consequences of these risks are now borne by Tasmania’s public sector, rather than
the private sector, as was anticipated early in the reform process.
Wholesale market revenue has not been sufficient to support the commercially
sustainable operation the TVPS, which placed Aurora Energy in stressed financial
circumstances during 2009-10.
The combination of the wholesale energy cost allowance that is provided to
Aurora Energy for non-contestable customers, and the contractual arrangements it
has with Hydro Tasmania to partly back the non-contestable customer load329
provides Aurora Energy with sufficient financial ‘headroom’ to cover the full costs of
operating the TVPS to back the balance of its non-contestable customer load.
On-island thermal generation provides supply security for the market in light of the
hydrological risk inherent in Hydro Tasmania’s generation system. It was on this basis
that Government made the decision to acquire and complete the TVPS when the
private sector developer, Babcock and Brown Power (BBP), indicated to the
Government that it would not complete the project.
At the time the decision was taken, water storages were at near record lows,
existing, aged on-island thermal generation was experiencing reliability difficulties,
and Tasmania was effectively reliant on Basslink to meet electricity demand.
All Tasmanian customers benefit from having higher supply reliability through the
TVPS being available for generation in the event of severe drought. The key issue is
predicting the frequency and nature of those conditions, and the willingness of
market participants to contract to manage those risks in periods of normal and
above normal hydrology.

327

328
329

Arguably it does deliver this benefit to Aurora Energy, although the cost structure of the TVPS relative to
prevailing market conditions means that it is not a commercially attractive option.
Noting that, in Tasmania, this is a function of hydrology.
Hydro Tasmania current backs around half of the non-contestable customer load.
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Currently, the shortfall in market value for the TVPS is effectively transferred to
Hydro Tasmania. This is unlikely to be a sustainable approach under typical inflows
and storages conditions (in terms of Hydro Tasmania’s willingness to contract with
thermal generation to manage hydrological risk) and these arrangements will not be
robust with a move to market-based arrangements for all customers. Addressing the
financial viability of the TVPS in the context of prevailing market conditions is an
immediate priority for change identified by the Panel (see Chapter 5).
This Chapter summarises the Panel’s findings in relation to the TVPS project.
Volume II, Tamar Valley Power Station: Development, Acquisition and Operation330,
provides, in significantly more detail, the following:


a description of the development of the project through its initial conception
to its acquisition by Aurora Energy and its subsequent commissioning and
operation in the market;



an analysis of the commercial aspects of the TVPS project, including a
comparison of initial expectations of the TVPS project with the outcomes that
have been observed since its commissioning; and



an explanation of the evolution of the TVPS operating model including how
and why the power station’s fundamental value proposition changed from
the initial commercial arrangement between Alinta and Aurora Energy to the
model that was put in place following acquisition by Aurora Energy.

The Panel’s key findings are outlined below.

16.2.2. The development of gas-fired generation in Tasmania
The acquisition, completion and operation of the TVPS by Aurora Energy was the
outcome of a chain of energy policy and market developments over the preceding
decade. These included Tasmania’s entry into the NEM, the Basslink and TNGP
connections, and the need to manage hydrological risk in order to ensure reliable
electricity supplies during periods of low inflows and storage levels.
The Tasmanian Government’s early reform of the State’s energy market included the
separation of the Bell Bay Power Station (BBPS) from Hydro Tasmania into an
independent generating business. The TNGP development agreement provided for
the establishment of a joint venture between Duke Energy and Hydro Tasmania to
convert the existing oil-fired units to gas and to repower the station to a 220 MW
combined cycle gas turbine operating in competition with Hydro Tasmania in the
wholesale market in Tasmania.
A commercial agreement for the development of the joint venture was not
concluded. In April 2004, Alinta acquired Duke Energy’s assets, including the TNGP
and interests in the BBPS. As an alternative to the joint venture, Alinta developed a
proposal to construct a new power station, the TVPS, with a 203 MW combined
cycle gas turbine on a site adjacent to the BBPS on a stand-alone basis.

330

Can be found on the Panel’s website: www.electricity.tas.gov.au.
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The TVPS project was announced in October 2006 following agreement to a 25-year
energy contract between Alinta and Aurora Energy. These arrangements were
consistent with the ACCC’s requirement that Aurora Energy would source between
10 and 25 per cent of the load required to support non-contestable customers from
a party other than Hydro Tasmania.
Alinta subsequently acquired from Hydro Tasmania the BBPS site and three 40 MW
FT8 gas-fired turbines, which had been acquired by Hydro Tasmania as generation
support during times of low inflows ahead of Basslink commissioning. Alinta granted a
licence to Hydro Tasmania for it to continue to operate the Bell Bay 1 and 2 gas-fired
units until the new combined cycle turbine was commissioned. A key component of
the sale agreement was Hydro Tasmania’s release from its gas Pipeline Capacity
Agreement liability with Alinta331, which had been entered into by Hydro Tasmania332
and was valued by Hydro Tasmania at approximately $90 million.
In August 2007, Alinta began construction of the TVPS. Shortly after, the project was
acquired by Babcock and Brown as an element of its wider acquisition of Alinta. As
part of the broader distribution of Alinta’s assets, Babcock and Brown allocated the
TVPS to BBP and the natural gas transmission assets to Babcock and Brown
Infrastructure. This decision decoupled key financial value aspects of the TVPS
development.
Due to a range of factors, in June 2008 BBP reached the point where it could no
longer complete the project and elected to pursue a divestment strategy. BBP
sought to sell the development to the market.
The Tasmanian Government initially attempted to facilitate BBP’s sale of the TVPS to
a third party operator. The Government’s efforts focused on resolving technical
issues relating to the connection of the station to the State’s transmission network.
This was likely to impact on the successful divestment of the power station to another
private operator in the short term.
However, BBP was unable to complete a market sale on terms acceptable to it and
within its desired timeframes. BBP then approached the Government with a
proposal for acquisition within an extremely compressed timeframe.

16.2.3. Acquisition and completion of the TVPS by Aurora Energy
Threats to timely completion of the TVPS came at the same time as near-record low
hydrological inflows and storage levels, which in the event that the drought
continued and both the Basslink and the BBPS were unavailable, had increased the
risk of potential energy shortfalls in the autumn of 2009.
Based on its assessment of supply risk, the Government determined that it would
direct Aurora Energy to purchase and complete the project.
331
332

Which was originally negotiated with Duke as a foundation for the Tasmanian Natural Gas Project.
The Agreement provided for the transport of gas for the BBPS power station in the first instance, and would have
underpinned gas transport requirements for the proposed Joint Venture.
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The Government undertook a rapid due diligence process, which examined
technical, legal and commercial aspects of transaction.
The Government agreed to an acquisition price for the partially-completed project
of $100 million. Funding was made available to Aurora Energy through an equity
contribution, with Aurora Energy assuming responsibility for what was estimated at
the time to be $260 million in project completion costs, funded by debt. The
transaction, and equity funding, was approved by the Tasmanian Parliament and
the sale was completed on 15 September 2008.
A key aspect of the acquisition was the negotiation of gas supply (commodity and
transportation) arrangements. At the time of the acquisition, there were no gas
contracts in place for the TVPS. Aurora Energy and the Government were
concerned that negotiating a gas supply contract with Babcock and Brown after
the completion of the acquisition would result in a materially worse negotiation
position than putting those arrangements in place as a part of the acquisition.
Accordingly, Babcock and Brown ‘carved out’ gas supply arrangements for the
TVPS on terms consistent with a wider package of gas commodity and transport
agreements that were in place in a related Babcock and Brown entity. The nature
of the gas arrangements (volume and conditions) was consistent with the use of gas
implied under BBP’s operating model for the TVPS.

16.2.4. Post-Acquisition commercial and operational arrangements
Aurora Energy completed construction of the power station on time, and around
$20 million under the anticipated budget. Given the complexity of the internal and
external challenges Aurora Energy faced in delivering the project, this represented a
highly successful outcome.
However, by October 2009 when the TVPS was commissioned, hydrological
conditions had improved such that the risk of supply shortfalls was significantly
reduced although water storages remained just under 30 per cent.333 The operation
of the TVPS enabled Hydro Tasmania to rebuild water storages at a faster rate than
otherwise would have been the case.
The power station’s unsustainable financial position was realised in early 2009
(pre-commissioning) when Aurora Energy established a baseline budget for the
subsidiary created to own and operate the TVPS, Aurora Energy Tamar Valley
(AETV).
Aurora Energy’s modelling indicated that a fair market value of the TVPS was around
$220 million and that without increases in expected revenue, and reductions in
operating costs, the asset value of TVPS could face a large ‘write down’ in
Aurora Energy’s accounts at the end of the 2009 financial year.

333

Hydro Tasmania’s preferred operating zone is a storage system level between 30 and 50 per cent of capacity.
The lower level represents an ‘insurance level’ that can be used to generate electricity during some years of
drought, while the higher level represents a reasonable buffer that can be used to provide flexibility in trading
operations. (source: Hydro Tasmania 2010 annual report).
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In response, Aurora Energy restructured its energy business to improve efficiency and
implemented a tolling agreement334 which replaced the Alinta contract and
provided the same value to AETV. The consequence of this restructuring was that
value implications of changes in market conditions that relate to the operation of
the TVPS would be observed in the parent Aurora Energy’s energy business, and
AETV would be financially ‘whole’.
The initial tolling fee did not, however, provide sufficient cash flow for AETV to
operate the TVPS and manage the debt incurred in completing the power station.
Aurora Energy’s Board approved an additional fixed tolling fee on the expectation
that the 2010 Pricing Determination would allow for an increase in the wholesale
energy cost allowance component of regulated tariffs paid by non-contestable
customers over the period 1 July 2011 to 30 June 2013.
This was based on the assumption that the cost allowance methodology used in the
2007 Pricing Determination would again be used in 2010. In July 2009, the then
Treasurer provided assurances to Aurora Energy consistent with this expectation,
advising that the Tasmanian Energy Regulator (TER) would be instructed to apply a
long-run marginal cost (LRMC) methodology to the wholesale energy cost
allowance for non-contestable customers, which would set the allowance based on
industry benchmark costs for ‘new entrant’ gas-fired generation.
Aurora Energy’s
Board
decided
that
impairment
at
the
end
of
2008-09 was not required. This was based in part on the increase in the tolling
agreement paid by Aurora Energy to AETV and also because the station had not yet
been fully commissioned and therefore had no actual substantive operating period
on which to assess its cost and revenue base could be confirmed to inform that
decision.
A number of issues during the 2010 financial year contributed to a worsening of the
Aurora Energy’s energy business financial position:

334



the cash flows from Aurora Energy to AETV under the tolling agreement were
insufficient to meet the costs in operating the TVPS, resulting in AETV
generating losses;



early in the first half of year, Aurora Energy was using the TVPS as a physical
hedge to back part of its non-contestable customer load, and had some
exposure to the spot market for TVPS output, which impacted on the
revenues available to Aurora Energy to fund the tolling fee;

The tolling arrangement effectively transferred the rights and obligations associated with the pool income from
the generation of TVPS from AETV to Aurora Energy in return for a tolling fee to effectively convert gas into
electricity as directed by Aurora Energy. The tolling fee has fixed and per unit charges, to incentivise AETV to
operate the TVPS efficiently.
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from 1 January 2010 to 30 June 2010 Aurora Energy became over contracted
and faced larger wholesale market price risk from the TVPS. Tasmanian spot
prices reflected Hydro Tasmania bidding to match its level of contract cover,
and TVPS bidding to utilise its gas contracts, with consequential sustained
reductions, relative to historic levels335; and



on a per unit basis, the 2009-10 wholesale energy cost allowance factored
into non-contestable tariffs and, therefore, Aurora Energy’s revenues were
below TVPS operating costs, requiring additional revenue to support its costs.

Aurora Energy’s energy business again faced significant write-down in value at the
end of the 2010 financial year. Aurora Energy briefed its Shareholder Ministers in
January 2010 and again (with detailed supporting figures) in April 2010, on its
adverse financial position and requested significant and immediate assistance.336
Amendments to the Price Control Regulations, passed by the Tasmanian Parliament
in June 2010, have the effect of supporting Aurora Energy’s energy business viability
in two key respects.
Firstly, the Price Control Regulations specified that the TER apply a LRMC
methodology for determining the wholesale energy cost allowance for
non-contestable customers, which had the effect of delivering an allowance at
levels that were broadly consistent with the costs of the TVPS. This removed the risk
that the TER would set an allowance that did not place a high weighting on
benchmark costs of generation from the TVPS337 – for example, by placing a high
weighting on prevailing market prices. Consequently, the ‘blanket’ five per cent
cap for all non-contestable customers announced during the 2010 State Election
campaign was not progressed, instead being replaced by a one-off increase to the
electricity concession.
Secondly, the Regulations gave the Treasurer power to ensure that any commercial
arrangements between Hydro Tasmania and Aurora Energy in relation to noncontestable customers did not place Aurora Energy in a position of having overall
higher energy costs (from all sources) than its revenue provided for under the
regulatory allowance. These regulations empower the Treasurer to impose a
contract between the parties consistent with this outcome, in the event that a
commercial agreement could not be reached. In the event, this power was not
exercised, as the parties came to commercial arrangements that satisfied the
overall cost test in the Regulations.
335

336

337

In calendar 2008 and 2009, average annual Tasmanian spot prices were around $50/MWh, and 20 per cent or
more above the average annual Victorian price. Coincident with the commissioning of the TVPS and a change
in the Non-contestable contract cover provided by Hydro Tasmania, annual average spot prices fell by around
40 per cent, and remained below Victorian average annual spot prices. Average quarterly Tasmanian spot
prices showed substantial variation, which was also coincident with timing issues associated with the TVPS
(commissioning and outages).
The key areas in which Aurora Energy sought Government assistance was in: rebalancing the debt levels within
the Company; arrangements in relation to the setting of non-contestable customer prices and in delivering
pricing outcomes from Hydro Tasmania consistent with those determinations having regard to Aurora Energy’s
overall costs; and pursuing reform of the wholesale market in Tasmania.
Basing the wholesale energy allowance on LRMC is not the same as basing the allowance on actual costs of the
TVPS, but by using relevant benchmarks, the costs do broadly align.
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16.2.5. Economic and commercial considerations
The original BBP-Aurora Energy contract
BBP’s commercial arrangements with Aurora Energy provided some flexibility for
Aurora Energy to change the balance of nominated contracts on an annual basis,
after an initial five-year period. This would have enabled Aurora Energy to optimise
its wholesale energy position in light of prevailing market dynamics.
Any change in Aurora Energy’s nominated hedge levels with BBP could change the
operation of the TVPS and the level of gas it required. Under the BBP contract, this
risk was BBP’s to manage and it would appear that, given its position in the national
electricity and gas markets, BBP considered it was able to manage these risks.
While the Aurora Energy contract was a key underpinning source of revenue, BBP
was proceeding on the basis of being wholly reliant on the contract to cover the
costs of TVPS. It expected that spot market revenues and wider gas trading
arrangements would also provide key sources of revenues or risk mitigation.338
The TVPS under Aurora Energy ownership
Aurora Energy’s risk position fundamentally changed once it became the owner of
the TVPS. Aurora Energy lost access to a hedge contract with a price below existing
Hydro Tasmania contracts, and moved to a situation where it instead had all the
costs of the TVPS, which turned out to be above its previous hedge costs. This has
been a major driver of the financial implications of the TVPS for Aurora Energy which
are summarised in Table 16.1 and discussed in more detail below.

338

The Panel has reviewed the BBP’s financial model for the TVPS, which indicates that BBP was anticipating
generating value over and above the commercial arrangement with Aurora Energy through the Tasmanian spot
market.
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Table 16.1 - Aurora Energy's risk position pre and post TVPS acquisition
Risk

With hedges for TVPS

As owner of TVPS

Construction Risk

Nil – BBP risk

Aurora Energy risk - managed
through construction contracts
and
owners
engineer
arrangements

Operations and maintenance

Ni – BBP risk

Aurora Energy risk – managed
through internal resourcing

Dispatch risk

Nil – BBP risk

Aurora Energy risk – TVPS as a
‘physical’ hedge against spot
prices requires gives rise to
dispatch risk

BBP contracts

Contracts
provide
risk
management for 203MW of
generation to back contestable
and non-contestable load

Contracts ineffective as on both
sides of the transaction. TVPS
becomes a merchant plant for
Aurora Energy, highly exposed to
the spot market

Tas spot price firm

BBP contract ‘in the money’, Spot market revenues increase,
mark-to-market
gain
in improving
TVPS
profitability
Aurora Energy’s
accounts (realised)
(unrealised)

Tas spot price softens

BBP contract ‘out of the money’, Spot market revenues decrease,
mark-to-market
gain
in weakening
TVPS
profitability
Aurora Energy’s
accounts (realised)
(unrealised)

Spot market opportunities

No exposure – BBP risk and return

Risk
and
return
Aurora Energy’s account

on

Hydro Tasmania
exercises Aurora Energy has market risk, Aurora Energy has market risk,
options to vary load under its capped at the value of the BBP capped at value of TVPS
contract with Aurora Energy for contract price
operating costs (substantially
non-contestable customers
higher than BBP contract price)
Gas supply

Nil – BBP risk

Aurora Energy risk – managed
through gas contracts

Gas volume

Nil – BBP risk

Take-or-pay gas commitments
result in large financial risk if
required gas volumes change.

Gas price increases

Pass-through at time of price Direct financial exposure for TVPS
reset.

Source: Panel analysis
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Three key changes related to:
1. The internalisation of the contractual arrangements that were in place between
the TVPS and Aurora Energy
With Aurora Energy’s acquisition of the TVPS, the value to Aurora Energy of the risk
management advantages inherent in the previous contract arrangement were
nullified, as Aurora Energy now ‘sat on both sides’ of the transaction.339
In the absence of another third party being willing to take a longer-term position in
contracting with the TVPS, this effectively turned the TVPS into a merchant plant, with
its value being dependent on the outcomes in the Tasmanian spot market. This had
negative consequential impacts on the value of the power station.
Based on financial due diligence undertaken for the Government during the
acquisition process, the estimated value of the TVPS under separate ownership with
the Aurora Energy contract in place was between $330 million and $415 million. By
comparison, the estimated value with Aurora Energy owning and operating the TVPS
as a merchant plant was around $200 million. At that time, the estimated cost to
Aurora Energy to acquire and complete construction was $350 million.
Neither the valuation advice, nor work within government on the acquisition,
addressed the mechanisms through which the additional ‘hydrological risk premium’
could be raised and secured by Aurora Energy so that the value of the TVPS in its
accounts could have corresponded to the combination of its merchant value and
the assigned hydrological risk value.
2. The risks facing Aurora Energy arising from contractual arrangements that it had
in place with Hydro Tasmania in relation to the non-contestable customer load
With the Alinta contract negotiated and expected to come into effect on
1 April 2009, Aurora Energy negotiated two fixed-volume profile hedges with
Hydro Tasmania to back the non-contestable load for the periods 1 April 2009 (the
expected commissioning date of the TVPS) to 31 December 2009 and from
1 January 2010 to 30 June 2010. Under each contract, Hydro Tasmania had the
option to elect to reduce the notional quantity by either 75 MW or 150 MW.
The combined effect of the contractual arrangements with Hydro Tasmania and the
BBP contract (previously the Alinta contract) exposed Aurora Energy to the risk that it
would be over-contracted and therefore exposed to spot prices. Aurora Energy has
explained to the Panel that it had an expectation that, given the terms contained in
the BBP contract and its expectation of spot prices, it would be able to utilise the BBP
contract to back contestable customer contracts.

339

The purpose of a hedge contract is to ensure that a generator and a retailer see and agreed price for a volume
of electricity. The result of being on both sides of the contract is that Aurora Energy compensates itself for ‘overs’
and ‘unders’ between the hedge price and the market price, meaning that it always sees the market price.

P a g e | 253

However, when it became the owner of the TVPS, Aurora Energy took on higher
costs than under the previous hedge arrangements and was now directly exposed
to spot market prices to generate revenues to cover these costs. More importantly,
the take-or-pay gas contracts reflected an expectation at the time of acquisition of
the power station running at a high level of capacity. Aurora Energy was left
exposed to spot market for the output of TVPS when Hydro Tasmania exercised its
right to supply the full non-contestable load. Consequently, Aurora Energy was
obliged to run the TVPS to minimise losses on its take-or-pay gas contract.
This risk was not proactively managed and the financial consequences were left to
unfold as Hydro Tasmania exercised its commercial rights.
This resulted in
Aurora Energy being over-contracted and exposed to the prevailing spot market
prices for output of the TVPS, particularly given its take or pay gas exposures – spot
revenues were commercially superior to paying for unused gas and achieving no
revenues.340
The financial consequences of the operation of the TVPS in the wholesale market in
Tasmania was significant. At the end of the 2010 financial year, earnings before
interest and tax (EBIT) for Aurora Energy’s energy business were $50 million below
budget, at minus $31 million.341 The financial impact on Aurora Energy during 2009-10
is discussed in more detail in Part B of Volume II, Tamar Valley Power Station:
Development, Acquisition and Operation.
The financial issues identified by Aurora Energy in the 2010 financial year, particularly
its ability to meet its cash costs and service debt (and the implications for the book
the value of the TVPS) have been addressed in the medium term through the
regulatory arrangements put in place by the Tasmanian Government in relation to
the 2010 Price Determination for non-contestable customers and the contractual
arrangements between Aurora Energy and Hydro Tasmania for the supply of the
non-contestable load, as noted above.
These arrangements provide revenue certainty for the wholesale energy cost
allowance which more closely reflects the cost of production from the TVPS and
enable Aurora Energy to access contractual arrangements for the balance of the
non-contestable load with Hydro Tasmania at a cost less than the wholesale energy
cost allowance, such that its average contract costs are in line with the allowance.
By utilising the TVPS to back non-contestable load and securing a lower price from
Hydro Tasmania, Aurora Energy is able to cover the costs, and therefore preserve
the value, of the TVPS. This arrangement is vulnerable to a change in regulatory
arrangements at the end of the current Price Determination period.

340

341

Lower spot prices did not present an opportunity for improved margins in Aurora Energy’s retail business as given
the risks of keeping a spot price exposure in Tasmania, very high levels of contract cover are maintained.
There were other contributors to this overall outcome, including the performance of Aurora Energy’s national
retailing activities.
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3. Aurora Energy’s financial exposure arising from all the operating costs of the
TVPS, including gas contracts and the debt associated with the acquisition and
completion of the power station
The gas commitments put in place at the time of acquisition were consistent with the
operating regime anticipated for the TVPS in the BBP. While the Government and
Aurora Energy’s decision to ‘lock in’ a gas supply regime at the time of acquisition
arguably optimised the timing of gas negotiations and removed the risk of a weak
bargaining position, the strategy had two material consequences:


it placed Aurora Energy, in the position of having a long-term large take-orpay gas exposure342, which has had significant implications for the financial
consequences of the operation of the TVPS; and



it provided a stronger underpinning of Babcock and Brown’s Tasmanian gas
pipeline business.

Aurora Energy also had to manage the significant debt attached to the acquisition
and completion of the TVPS, including the cost of servicing this debt and the impact
on its credit rating.

16.2.6. The future of the TVPS
The financial performance of the TVPS is driven by a combination of:


its costs, relative to prevailing wholesale market prices; and



its inability to vary production due to take-or-pay gas supply contract
arrangements.

The current regulatory arrangements provide Aurora Energy with access to a
customer group that is required to pay a wholesale energy cost allowance more in
line with the TVPS costs, as opposed to currently prevailing market prices, which
reflect the current supply/demand balance, strong storage levels and modest
Victorian (and wider NEM) wholesale prices. The financial difficulties currently facing
the TVPS reflect contemporary market circumstances. If Tasmania’s average
wholesale prices increase, for example through a tightening of the supply/demand
balance, the market value of the TVPS should rise. Changes in hydrological
conditions will be a major driver of the Tasmanian spot market over time and the
TVPS’ value as a hydrological risk management tool will be able to be captured by
higher spot and contract prices at times of low storages.

342

Noting that it is not uncommon for CCGT plants to have take-or-pay gas supply contracts.
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The introduction of carbon pricing will have two opposing financial consequences
for the TVPS:


it will increase its costs of production, as it emits carbon dioxide and so will
have to purchase carbon emission permits; and



Tasmanian market prices will increase as the Victorian price of electricity will
rise with a price on carbon emissions.

Across the NEM, the commercial position of gas generators will improve relative to
coal fired electricity, given the former’s relatively lower carbon intensity. The extent
to which carbon pricing will provide a commercial benefit to the TVPS will depend
on the degree to which Tasmanian market prices rise in parallel with Victorian
market prices.
The second key influence on financial performance of the TVPS in the longer term is
the renegotiation of gas supply arrangements, which remain in place until 2017.
Unlike the position it faced at the time of acquisition, Aurora Energy may consider
the potential operating profile of the TVPS given the market settings that will exist in
2016-2017 and to secure gas supply arrangements that are consistent with that
profile. This remains an issue for Aurora Energy’s future performance.
More immediately, the Government needs to consider alternatives that more
transparently manage the difference between the cost structure of the TVPS and its
sources of revenue. This is discussed further in Chapter 5.
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APPENDIX 1:
The Panel’s
consultation
process
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1. Consultation process
Open and transparent engagement with both key industry stakeholders and the
broader Tasmanian community has been central feature of the Panel’s Review
process.
In developing its findings and recommendations, the Panel engaged in extensive
targeted (one-on-one) consultation with a wide range of industry participants,
including the SOEBs, major energy users, national retailers and State-based and
national regulatory bodies. A full list of stakeholders with whom the Panel and/or the
Secretariat met is provided at the end of this Appendix (see Table 1.1).
Given the Tasmanian community’s interest in the TESI from their perspective as both
the owners of the SOEBs and electricity consumers, the Panel also placed a
significant emphasis on ensuring rigorous and extensive consultation with the wider
public. The Panel focused its public consultation efforts around the release of
documents at key points in the Review process, namely:


the Panel’s Statement of Approach to the Review;



the Issues Paper; and



the Draft Report.

Below is a brief description of key public consultation activities undertaken at each
of these stages.

1.1

Statement of approach

The Panel released its Statement of Approach on 17 December 2010 for public
consultation.
The Panel held its first round of Community Hearings, based on the Statement of
Approach, in Hobart on 19 April 2011 and in Launceston on 20 April 2011. The
Hearings were a key part of the Panel’s initial evidence gathering for the Review,
designed to provide interested members of the community with an opportunity to
raise and discuss issues directly with Panel members.
The Hearings were publicly advertised in Tasmania’s three daily newspapers and
widely promoted to a broad range of stakeholders, including Parliamentarians, local
government representatives, industry participants and community and business
bodies. The Hearings were well attended, with approximately 50 and 30 attendees
at the Hobart and Launceston sessions respectively.
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Panel members took questions about the Review and heard a range of comments
directly from attendees on the core issues that they believe should be covered in
the Panel’s Issues Paper. The Panel also used the Hearings to share some facts and
initial observations on the Tasmanian electricity industry based on its investigations to
that point, including key findings from the Panel’s three initial Discussion Papers.343
Interested parties were invited to register if they wished to make specific submissions
or presentations to the Panel at the Hearings. In total there were sixteen
presentations made; ten at the Hobart Hearing and six in Launceston. The full list of
participants who made presentations to the Panel is provided below:

Hobart


Mr David Asten (DA Electricity Consultants)



Ms Penny Cocker



Mr Geoff Fader (Tasmanian Small Business Council)



Mr Paul Fulton (Joule Logic)



Mr Simon Himson (TasGas)



Mr Tony Horsham (Competitive Change International)



Mr Des Le Fervre



Ms Kath McLean (TasCOSS)



Mr Mark Manning (Derby Products)



Mr Warren Papworth

Launceston


Mr Dennis Collins



Mr Neville Dobson (National Electricity Contractors Association)



Mr Hugh Grimes



Mr Craig Owens (Hill Michael Associates)



Mr Ian Peck



Mr Peter Schulze

The Panel published a Summary of Proceedings from the Hearings on its website.

343

The evolution of Tasmania’s energy sector; Tasmanian electricity pricing trends 2000-2011 and Tasmania’s energy
sector – an overview.
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In response to the Statement of Approach, the Panel also received 17 written
submissions from the following stakeholders:


Anglicare



Aurora Energy



Ms Penny Cocker



DA Electricity Consultants



Derby Products



Energy Users Association Australia



Goanna Energy



Hydro Tasmania



Ms Robin Maguire



National Electrical Contractors Association



National Generators Forum



Mr Ian Peck



Mr Peter Schulze



Tas Gas



TasCOSS



Mr Greg Todd



Transend

The Panel published on its website a Statement of Approach: Response to
Submissions document, which captured the main themes and issues that were
raised by stakeholders and explained the Panel’s response to them. The main
themes that arose from the Community Hearings and the subsequent submissions
included:


Tariff Structures and Capacity to Pay Issues



Structure and Efficiency of the State-Owned Energy Businesses



Competition in the Retail Sector



Cross-Subsidies



Impact of Broader Contextual Factors, Including Climate Change Policy



Improving Governance and Long-Term Decision Making in the Sector
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1.2

Issues Paper

The Panel released its Issues Paper on 24 June 2011. The purpose of the Issues Paper
was to seek input from interested parties on the key issues that the Panel had
identified in response to its Terms of Reference, which were informed by the
consultation it had undertaken to date.
The opportunity to make submissions on the Issues Paper was advertised in
Tasmania’s three daily newspapers and widely promoted to a broad range of
stakeholders.
In response to the Issues Paper, the Panel received 18 submissions from the following
stakeholders:


Australian Energy Regulator



Alinta Energy



Mr John Arneaud



Aurora Energy



Eco Energy Options Pty Ltd



ERM



Ms Sandra Healey



Hobart City Council



Hydro Tasmania



Loy Yang



Nyrstar



Office of the Tasmanian Economic Regulator



Rio Tinto Alcan



TasCOSS



Tas Gas



Tasmanian Chamber of Commerce and Industry



Mr Greg Todd



Transend Networks
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The Panel published on its website an Issues Paper: Summary of Submissions
document, which captured the key themes and issues that arose from the
submissions, including:


Full Retail Contestability



Competition and Market Power



Hydro Tasmania’s Utilisation of Basslink and Non-Scheduled Generation



Structural Reform of the Wholesale Market



Long Run Marginal Cost



Current Investment Incentives



Review of the Network Regulatory Framework



Fixed and Variable Charges



Cross-Subsidies



Major Investment and Policy Decisions (Basslink, TVPS etc.)



Governance

1.3

Draft Report

On 15 December 2011 the Panel released its Draft Report for public consultation. The
key purpose of the Draft Report was to seek input from interested parties on the
Panel’s findings and recommendations, including its proposed reform paths.
On 2 February 2012 the Panel held a half-day public hearing in Hobart to give
stakeholders the opportunity to engage directly with the Panel and to provide
feedback on the key findings and recommendations contained in the Draft Report.
The Panel had planned to hold a second Hearing in Launceston on 1 February 2012,
but this session was cancelled due to only a single registration for participation. The
Panel made alternative arrangements to hear comments and feedback from the
one stakeholder who wished to present to the Panel but was unable to attend the
Hobart Hearing.
The Hearings were advertised in Tasmania’s three daily newspapers on
14 January 2012. The Panel also extended targeted invitations to a range of
stakeholders, including the State-owned electricity businesses (SOEBs), other
Tasmanian market participants (both current and potential), major energy users and
relevant industry peak bodies.
In total, there were 38 registered participants in attendance at the Hobart Hearing.
The Hearing was open to the public and was also attended by representatives from
a number of media outlets, including the Mercury and the Examiner. The three SOEBs
declined the Panel’s invitation to present at the Hearing but attended as observers.
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The following stakeholders made formal presentations at the Hearing:


Mr Jamie Lowe (Alinta Energy)



Mr Peter Dane



Mr Peter Brownscombe



Ms Lana Stockman (TRUenergy)



Mr Roman Domanski (EUAA)

The complete list of registered participants who attended the Hearing is available on
the Panel’s website. The Panel has also made available on its website slideshow
presentations used on the day and a Summary of Proceedings, which captures the
key areas of discussion from participants at the session.
The Panel also called for formal submissions in response to the Draft Report by
17 February 2012. The Panel received a total of 28 submissions from the following
industry stakeholders, peak bodies and other interested parties:


Mr David Asten



Australian Energy Market Operator (AEMO)



Australian Energy Regulator (AER)



AGL



Alinta Energy



Aurora Energy



Australian Power and Gas



Basslink Pty Ltd (Confidential)



Mr Liam Coyle



Mr Peter Brownscombe



Electricity Retailers Association Australia (ERAA)



ERM



Electricity Supply Association Australia



Hydro Tasmania



International Power (Confidential)



Lake Pedder Restoration Committee



Loy Yang Management and Marketing Company (LYMMCo)



Mr Michael Lowe



Nyrstar (Confidential)



Origin Energy
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Property Council of Australia



Mr Darrel Stringer



TasGas Network



TasCOSS



Tasmanian Economic Regulator



Mr Greg Todd



TRUenergy



Transend Networks

The Panel published public submissions on its website, along with a Synopsis of
Submissions on the Draft Report, which provides a high-level thematic summary of
the key issues and responses raised by stakeholders. This document is also included
at Appendix 4. Issues raised in submissions related principally to the following:


Wholesale Competition and Hydro Tasmania’s Latent Market Power



The Panel’s Wholesale Market Reform Paths



Full Retail Contestability



Changes to the Wholesale Energy Allowance



Tamar Valley Power Station



Basslink



Network Pricing and Business Integration



Performance of the State-owned Energy Businesses



Governance



Major Industrial Pricing



Cost of Living/Social Policy Objectives



Natural Gas



Tariff Structures



Re-Aggregation of the TESI
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Table 1.1 – Stakeholders with whom the Panel and/or Secretariat directly consulted:
1

AGL Energy

2

Alinta Energy

3

Ms Rosemary Armitage MLC

4

Aurora Energy

5

Australian Energy Market Commission

6

Australian Energy Market Operator

7

Australian Energy Regulator

8

Australian Power and Gas

9

Basslink Pty Ltd

10

BHP/Temco

11

Mr Kim Booth MP

12

D-Cypha Trade

13

Mr Ivan Dean MLC

14

Department of Economic Development, Tourism and the Arts

15

Department of Infrastructure, Energy and Resources

16

Department of Premier and Cabinet

17

Department of Resources, Energy and Tourism (Commonwealth)

18

Department of Treasury and Finance

19

Energy Users Association of Australia

20

ERM

21

Mr Craig Farrell MLC

22

Mr Kerry Finch MLC

23

Ms Ruth Forrest MLC

24

Mr Mike Gaffney MLC

25

The Hon Lara Giddings MP

26

Goanna Energy

27

The Hon Bryan Green MP

28

Mr Matthew Groom MP

29

Mr Peter Gutwein MP

30

Mr Greg Hall MLC

31

Mr Paul Harriss MLC

32

Hydro Tasmania

33

Institute of Public Administration
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34

Loy Yang

35

Major Employers Group

36

Mary Massina (Property Council of Tasmania)

37

The Hon Nick McKim MP

38

Norske Skog

39

Nyrstar

40

Office of the Tasmanian Energy Regulator

41

Origin Energy

42

Pacific Aluminium Bell Bay (Comalco)

43

Ms Tania Rattray MLC

44

Robert Rockerfeller

45

Rio Tinto

46

Ms Sue Smith MLC

47

TasGas

48

Tasmanian Chamber of Commerce and Industry

49

Tasmanian Minerals Council

50

Tasmanian Renewable Energy Industry Development Board

51

Ms Adriana Taylor MLC

52

Transend Networks

53

TRUenergy

54

Unions Tasmania

55

University of Tasmania
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APPENDIX 2:
Current energy
market reforms,
initiatives and
developments
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1.

Current energy market reforms, initiatives
and developments

As noted in Chapter 2, the development of an Energy Strategy will require the
consideration of a large range of matters in addition to those identified by the Panel
through this Review.
The key reform proposals/developments that are currently being progressed through
other forums are briefly outlined below.

1.1

The Australian Government’s draft energy white paper

See www.ret.gov.au/energy/facts/white_paper/Pages/energy_white_paper.aspx

The White Paper was released in December 2011 and ‘defines a comprehensive
strategic policy framework to guide the further development of Australia’s energy
sector’.
The White Paper identifies the following four priority action for Australia’s Energy
future:


strengthening the resilience of Australia’s Energy Policy Framework;



reinvigorating the energy market reform agenda;



developing Australia’s critical energy resources – particularly Australia’s gas
resources; and



accelerating clean energy outcomes.

The White Paper notes that past energy market reforms have provided a strong
foundation in building competitive national energy markets and that the next stage
of reform should focus on improving the productivity and operation of energy
markets, ensuring that appropriate incentives are in place to support efficient
network and supply investment outcomes and providing consumers a more
accessible and comprehensive range of options to manage their energy use.
The Paper notes that there is no compelling rationale for continuing government
ownership of energy assets and that ownership can create inherent competitive
tensions in markets, discourage private investment and reduce incentives for
business innovation or more efficient operation.

1.2

Carbon pricing

See www.cleanenergyfuture.gov.au

The Australian Government has announced a price on carbon effective 1 July 2012.
This will apply to carbon emitting generators according to their CO2 emissions.
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Tasmanian’s electricity generation base is largely renewable energy, with Hydro
Tasmania’s hydro and wind generation capacity comprising 86.5 per cent of
on-island generation. A price on carbon will increase the costs of carbon emitting
generators – this will include the gas-fired TVPS.
Irrespective of Tasmania’s renewable energy base, across the NEM, a price on
carbon will increase the average market price of energy. Because Tasmanian
prices ‘shadow’ the Victorian price, future energy prices in Tasmania will not reflect
the low carbon intensity of its generating capacity.
For non-contestable customers, under the Price Control Regulations, the TER will
determine the extent of any carbon tax pass-through to regulated tariffs from
1 July 2012. Under the current framework, this will apply to all energy generated to
meet the non-contestable load and not only that backed by the TVPS.

1.3

National Energy Customer Framework (NECF)

See:
www.ret.gov.au/energy/energy_markets/national_energy_customer_framework/Pages/Nati
onalEnergyCustomerFramework.aspx

The main objectives of the National Energy Customer Framework are to:


streamline the regulation of energy distribution and retail regulation functions
in a national framework ; and



develop an efficient national retail energy market including appropriate
consumer protection.

The National Energy Customer Framework covers a range of subject matters,
including:


the governance model, including a contractual model that forms the basis of
the framework;



supply of energy to retail customers including a regulatory obligation to offer
supply to small customers;



provision of customer distribution services to customers;



arrangements between distributors and retailers in provision of energy services
to customers;



authorisations; and



enhancements to the enforcement and compliance regime.

The Ministerial Council on Energy has agreed on a target implementation date of
1 July 2012 for the Framework.
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1.4

NEM rule change requests under consideration by the
Australian Energy Market Commission:

See www.aemc.gov.au/Electricity/Rule-changes/Open.html

Economic regulation of network service providers – the AER and Energy Users Rule
Change Committee have submitted a Rule change proposal regarding the
operation of the regulatory framework to allow for a more robust assessment of the
costs proposed by electricity network businesses; and a consistent approach for the
setting of a rate of return on investment.
Potential Generator Market Power in the NEM - the Major Energy Users Inc. has
submitted a Rule change proposal in relation to the potential exercise of market
power by generators in the NEM. The AEMC’s first step in considering this rule
change proposal has been to define the problem by establishing a framework to
answer the following questions:


what is ‘market power’ in the context of the NEM?



what is the ‘exercise’ of market power in the context of the NEM? and



in what ways can the exercise of market power by generators reduce
productive, allocative or dynamic efficiency in the NEM?

This framework will be applied to each region of the NEM, including Tasmania.
Inter-regional Transmission Charging - the Ministerial Council on Energy (MCE) has
submitted a Rule change request in respect of inter-regional transmission charging.
In response, the AEMC is considering the introduction of a uniform national
inter-regional transmission charging solution with the potential to improve the
cost-reflectivity of transmission charges and the allocation of costs across regions.
Currently, most consumers in the NEM do not contribute to the cost of transmission
assets in other regions that supply electricity flows to their region.

1.5

Market reviews undertaken by the AEMC

Transmission frameworks review
See www.aemc.gov.au/Market-Reviews/Open/Transmission-Frameworks-Review.html

The AEMC’s transmission frameworks review was initiated by the Ministerial Council
on Energy (MCE) to ensure that transmission arrangements that govern transmission
and generation decisions are the most workably efficient going forward.
Specifically, the AEMC is to review the arrangements for the provision and utilisation
of electricity transmission services and the implications for the market frameworks
governing transmission investment in the NEM, particularly in light of the anticipated
impacts of climate change policies and the potential impact of extreme weather
events.
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In its first interim report, the AEMC has proposed five alternate paths to reforming
transmission arrangements in the NEM. Central to each package is the nature of the
transmission services that are provided to generators. The report also includes
proposals for improving current arrangements for transmission planning and
connecting generators and large load to the transmission network. These could
apply under the current or alternative arrangements.

1.6

Retail competition effectiveness reviews

See:
www.aemc.gov.au/market-reviews/completed/review-of-the-effectiveness-ofcompetition-in-the-electricity-retail-market-in-the-act.html

On request from the Ministerial Council on Energy (MCE), the AEMC undertakes
periodical reviews of the effectiveness of retail competition in individual NEM
jurisdictions. Most recently, the AEMC has completed a review of the effectiveness
of competition in the electricity retail market in the ACT.

1.7

Tasmanian Renewable Industry Development Board

See:
www.development.tas.gov.au/economic/economic_development_plan/achieving_our_visi
on/sector_development/sector_strategies/renewable_energy

In 2011 the Tasmanian Renewable Energy Industry Development Board provided its
advice to the Tasmanian Government on a ‘Tasmanian Renewable Energy
Strategy’. The Strategy made 13 recommendations including:


The Tasmanian Government adopts the following vision statement for the
Tasmanian Renewable Energy Strategy: ‘The Tasmanian Government
considers that renewable energy should be a key driver of Tasmania’s
economic development, creating ongoing investment and jobs for
Tasmanian’s, attracting new business that can take advantage of our lowcarbon brand; and helping Australia to transition to a low carbon future’.



The Tasmanian Government sets a target for renewable energy development
as follows: ‘By 2020, Tasmania will produce not less than 100 per cent of its net
electricity needs from renewable energy and will be, on average, a net
exporter of renewable electricity’.



The Tasmanian Government proactively advocates for federal policy settings
that improve investment conditions in the renewable energy sector.

1.8

Tasmanian cost of living strategy

See: www.dpac.tas.gov.au/divisions/siu/strategy/cost_of_living

The Tasmanian Government released its Tasmanian Cost of Living Strategy in 2011.
With regard to energy related matters, the Strategy recommends that the
Tasmanian Government:

P a g e | 272



Review Community Service Obligations (CSOs) to assess social outcomes
required from all companies providing essential services (Government
Business Enterprises, State Owned Companies and Water Corporations)
including the adequacy of funding provided to deliver CSOs and appropriate
performance measures to assess CSO outcomes.



Implement a bill smoothing or progressive payment policy across all State
Departments and Government Business Enterprises to allow Tasmanians to
better cope with large bills for electricity and other essential services and fees
such as motor vehicle registration.



Review Concessions to better target those households most at risk.



Improve understanding and collection of information regarding the underreporting of hardship related electricity ‘self-disconnections’.



Establish a Parliamentary Committee or other public mechanism to inquire
into, amongst other matters:
o
o

1.9

the effectiveness of the current concessions system and related services,
including social tariffs;
the likely impacts of increased contestability policies on reducing cost of
living pressures.

Tasmanian climate change strategy

See www.climatechange.tas.gov.au/

The Tasmanian Government has also released climate change targets through the
Climate Change (State Action) Act 2008 which prescribes a target reduction of
greenhouse gas emissions in Tasmania to at least 60 per cent below 1990 levels by
31 December 2050. Linked to the development of renewable resources, the
supporting Tasmanian Wedges Report identifies that one of the most important ways
for Tasmania to reduce emissions and contribute to national climate change
solutions is to increase our renewable energy exports. In addition, the Tasmanian
Government has provided $1 million of funding for low income households to assist
with home energy efficiency.

P a g e | 273

APPENDIX 3:
Hydrological risk
management
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1. Hydrological risk
1.1

Introduction

Since the mid-1990s successive Tasmanian Governments have sought to address
Tasmania’s exposure to low inflows to the hydro system, in recognition of the
importance of energy supply security to the State’s economy. Managing
‘hydrological risk’ has been a key driver of Tasmanian energy policy settings and has
influenced major investment decision-making, including, most recently, the State’s
acquisition of the Tamar Valley Power Station (TVPS) in 2008.
This Appendix examines in more detail the concept of ‘hydrological risk’ discussed in
the body of the Final Report. Specifically, it answers the following questions:


what is hydrological risk and how does it manifest itself in Tasmania?;



who is responsible and how is it managed?;



what is the relationship between hydrological risk and energy supply
security?; and



how has the nature of this relationship changed as the Tasmanian energy
market has evolved?

1.2

Key points



Hydrological risk is not the same as energy supply risk, although the two are
linked. Only in the most extreme cases does hydrological risk result in a risk to
physical, on-island supply.



When hydro-generation was the only source of firm supply in Tasmania and
there was a close supply/demand balance, the two risks were effectively the
same. However, the link between the hydrological risk faced by Hydro
Tasmania and Tasmania’s energy supply security has moderated since
Tasmania’s connection to the Victorian grid via Basslink and the
commissioning of the TVPS, which have seen a decrease in the reliance on
hydro generation to meet Tasmanian demand.



Prior to 2005, Hydro Tasmania was legislatively responsible for energy security
in Tasmania and provided physical insurance to its hydro system through the
BBPS. With Tasmania joining the NEM, energy security risk transferred to the
market. However, Hydro Tasmania’s Shareholder Ministers maintained an
obligation on Hydro Tasmania to ensure supply until the commissioning of the
TVPS.
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Despite the market-based arrangements in the NEM, the Government has
taken on ultimate responsibility for ensuring reliability of supply in Tasmania,
based on a wider consideration of the economic harm that may be done to
the State in the event of supply restrictions or ’rationing’. In 2008, the
Government acted to acquire the TVPS on these grounds.



Further, Hydro Tasmania was only formally ‘released’ by the Government in
2009 from its obligation to ensure continuity of supply, following the
commissioning of the TVPS.



As owners of the hydro system, it is Hydro Tasmania that bears hydrological risk
first and foremost as a commercial risk, linked to its ability to back its
contracted load with available energy. While the cost of this risk is, in part,
passed back to customers through an insurance ‘premium’ in prices, the costs
of the risks being realised are borne by Hydro Tasmania. Volume risk has been
passed back to customers in terms of potential loss of load, but this has been
rare and limited to major industrial customers.



Hydro Tasmania has hydrological risk ‘insurance’ available to it through its
access to financial contracting arrangements with Basslink and contracting
arrangements with Aurora Energy for the non-contestable customer load that
allows it to reduce load when certain low inflow ‘triggers’ are met.



The TVPS contributes further hydrological risk mitigation for Hydro Tasmania
and to the State terms of energy security (in the event of extreme drought
and/or Basslink failure).

1.3

What is hydrological risk?

The ability of hydro systems to generate electricity is constrained by the availability of
water, which means that they are energy constrained. In thermal-based systems,
fuel is typically plentiful, and as such, energy production is typically constrained by
the level of installed capacity.
In simple terms, therefore, hydrological risk is the risk that the hydro-generation
system will not be able to meet residual demand in the medium to long term due to
an extended period of lower-than-expected inflows.344
Hydrological risk is not the same as energy supply risk, although the two are linked.
This is particularly true in Tasmania, where hydro generation accounts for 81 per cent
of total installed capacity. This means that the physical consequences of
hydrological risk, at their most extreme, can extend to there being insufficient energy
to meet on-island demand.

344

Hydrological risk is not the risk of non-supply due to short term events , like the loss of major equipment, although
such events can impact on the management of hydrological risk.
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1.4

The impact of hydrological risk on hydro-generation
capacity

Hydro Tasmania has a current installed hydro-generation capacity of 2 281 MW.
Figure 1.1 shows the development of other non-Hydro Tasmanian generation
capacity over time to match the longer-term Tasmanian customer demand.345 The
large increases in storage capacity illustrated in Figure 1.2346 also reflect the
development of storages to help manage inflow variability.
Figure 1.1 - Long System Development Overview 1955-2010

Source: Hydro Tasmania
Note:
Full storage capacity is the notional output that could be produced if the storages were 100% full and run
until empty, with no inflows.

Hydro Tasmania models inflow variability as an energy yield (measured in GWh per
calendar year). Figure 1.2 shows historical annual inflow variability, which has
fluctuated between lows in the order of 6 000 GWh up to peaks of 14 000 GWh. Long
term average inflows have reduced considerably over the past 40 years.347

345

346

347

The intersection of the hydro system rating and the State’s total demand in the late 1990s drove the
Government’s need to consider the next energy source, and let to the pursuit of both Basslink and the
introduction of natural gas to Tasmania.
The step changes in the storage capacity of the hydro system in 1978 represents Lake Gordon coming on line
and in 1982 the subsequent raising of Great Lake.
It should be noted that Figure 1.2 shows modelled output, which is based on having today’s hydro system in
place over the entire1924-2010 period.
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Figure 1.2 - Long Term Historical System Inflows as modelled by Hydro Tasmania

Source: Hydro Tasmania
Note: Figure 12.2 shows modelled output, which is based on having today’s hydro system in place over the
entire1924-2010 period.

In recent years, Hydro Tasmania has progressively revised down its expected long
term inflows, reflecting historical trends. Statistically significant changes to inflows
following the years 1975 and 1996 have resulted in Hydro Tasmania’s expected
inflows dropping from 10 200 GWh over the longer term, to 9 500 GWh in 2007, and
9 000 GWh in 2008. Since 2009, the system has been rated at 8 700 GWh.
Table 1.1 further illustrates water inflow variability between 2004 and 2011 and the
impact of water storage levels on Hydro Tasmania’s station output and overall hydro
system rating. 2011 water storages reflect improved inflows, the operation of
non-Hydro Tasmanian generation, low NEM spot prices, and Hydro Tasmania’s
commercial decision to build storage levels by deferring generation to capture
value opportunities following the introduction of the Commonwealth Government’s
price on carbon.
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Table 1.1 - Water inflow variability and system output 2004 to 2011 (as at 30 June)
2004

2005

2006

2007

2008

2009

2010

2011

Hydro
system
rating GWh

10 200

10 200

10 200

9 500

9000

8700

8700

8700

Yield (inflow)
GWh

11 034

7 318

10 923

6 606

7 146

8 419

9 410

10 731

Hydro
station
output GWh

9834

9610

9688

8128

7100

7203

8184

9273

BBPS output GWh
Water
storage
levels

796
38.2%

934
22.7%

585
30.5%

936
19.3%

1 169
19.1%

608
27.7%

0
36.6%

0
45.9%

Source: Hydro Tasmania

Figure 1.3 illustrates the impact of the reduced hydro-system inflow between 2007
and 2009 on hydro-generation compared to the Tasmanian system load (demand).
Figure 1.3 – Hydro generation and system load 1995 to 2011

Source:

1.5

Hydro Tasmania

annual

reports

and

the

Tasmanian

Energy

Supply

Industry

Report

2009-10

Physical management

In times of low inflows, system storages are drawn down to meet demand. As
storages reduce, more expensive, non-hydro generation is purchased from the
market to meet demand.
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Hydro Tasmania’s general procedure for physically managing hydrological risk
comprises a number of steps, undertaken in the following order348:
1. use storages initially to balance variations in inflows to meet supply needs –
this provides a large degree of protection for the system;
2. start to operate the next least expensive non-hydro energy source to reduce
the demand on the storages;
3. if storage continues to fall, introduce the next source of supply or demand
reduction to further ease the demand on storages;
4. continue this process of introducing more and more expensive options until
storages recover; and
5. as storage recover, stop using the most expensive options for energy supply
first until storages have recovered and no other supply options are required.
Since 2001, Hydro Tasmania’s Ministerial Charter has required it to demonstrate the
prudent management of its water storages.
On the joining the NEM,
Hydro Tasmania’s Prudent Water Management (PWM) obligation became the basis
on which to advise the Government of emerging issues in the hydro system.349
Hydro Tasmania’s PWM policy (see Figure 1.4) uses a series of ‘triggers’ to indicate
the increasing risk to security of supply, based on risk levels associated with water
levels and potential contingency events, which include a major Basslink outage or
major hydro-plant failure. Under the PWM policy, storage management rules are
designed to manage storages through low inflow periods.
The PWM defines a preferred seasonal minimum operating level350 and then
medium, high and extreme risk zones. These risk zones indicate an increasing risk of
supply failure, with the extreme case having both a higher probability of load
curtailment, as well as significant environmental consequences.

348

349

350

The mechanisms to implement/action these broad steps are different now than prior to interconnection, but the
core concepts remain.
The Electricity Supply Industry Regulations 2008 requires, as part of Hydro Tasmania’s generating licence, the
amount of energy in storage in each headwater storage (expressed both in GWh and as a percentage of
maximum storage capacity) to be published on a weekly basis.
Minimum of 30% full by 30th June, Hydro Tasmania Annual Report 2011.
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For example, the medium risk storage level starts 12 per cent below the preferred
operating level and this ‘storage buffer’ allows the management of low inflows and
major infrastructure outages. Below the medium risk storage level is additional buffer
storage, but there is an increasing risk of supply shortfall. The high risk level is built
around having sufficient capacity to meet demand in the event of a two-month
outage of Basslink or loss of all thermal support351 and being able to maintain
storages above the extreme risk zone, assuming very low inflow scenarios.
Given the large amount of run-of-river generation in Hydro Tasmania’s system,
Hydro Tasmania is not just energy constrained by hydrology, but also capacity
constrained. Short periods of very low inflows could result in capacity shortfalls,
regardless of the energy available in the major storages. Hydro Tasmania has a
process in place to manage capacity across its storages.
Hydro Tasmania also defines a ‘shortfall index’ based on the number of days that
load can be met in circumstances that:


Basslink is not available;



there is no generation from wind or thermal production; and



inflows are very low.

As this index falls, various actions352 are undertaken to address the commensurate
increase in risk, including communication with stakeholders353 to allow external
responses, if required. An index of 60 days or greater indicates that there are no
material issues with meeting demand.

351
352
353

Currently the Tamar Valley Power Station.
reschedule outages, etc.
Including AEMO and the Tasmanian Jurisdictional Co-ordinator through WSAC.
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Figure

1.4

–

Hydro Tasmania’s

prudent

water

management

Source: Hydro Tasmania

The Tasmanian Government has established, an advisory committee354 to inform the
Jurisdictional Co-ordinator355, and subsequently the Minister for Energy, on emerging
low inflow-related issues and the course of action required to address them.356 AEMO
is also involved in this process to ensure that it is suitably informed and can manage
any security of supply issue.

1.6

Physical management of risk – pre-Basslink

As the hydro-system has developed over time, Hydro Tasmania’s ability to physically
manage hydrological risk has been continually improved. Prior to the connection of
Basslink, key measures included:

354

355
356
357



the development of large, long-term storages, such as Great Lake and Lake
Gordon357, to store during high inflow periods and use this water during dry
periods;



the incremental increase in the capacity of existing power stations; and

The Water Shortage Advisory Committee (WSAC) which reports to the Committee to Coordinate the Response
to Energy Supply Emergencies (CCRESE), chaired by the Jurisdictional Coordinator.
Director of Energy Planning, Department of Infrastructure, Energy and Resources.
For example, rotational load shedding in the extreme situation.
As shown in Figure 1.4.
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the commissioning of the Bell Bay Power Station (BBPS) between 1971 and
1974, its subsequent conversion to gas in 2003 and the installation of
additional capacity in 2006 in the form of three 35MW gas turbines.

However, even with thermal support from the BBPS, if low inflows persisted for long
enough, supply security could still be at risk. In this event, Hydro Tasmania would
pursue further risk management measures to enable a further reduction in hydrogeneration and allow storages to be run down at a slower rate. The key measure,
implemented in both 2002 and 2005 was to enter into commercial arrangements to
‘buy back’ energy from major industrial customers.358 Customers who participated in
load curtailment were compensated for any lost production. Hydro Tasmania has
also implemented a cloud seeding program over the winter months, which is seen
by it to be a cost-efficient means on improving yields in the major storages.
The rotational load shedding of all customers is only considered as a ‘last resort’ to
avert a total loss of electricity supply due to insufficient water in storage.
This application of the general principles discussed above, pre-Basslink, is shown in
Figure 1.5.
Figure 1.5 – The application of the principles for managing hydrological risk preBasslink

Start to Use More
Expensive Energy
Sources

Storages Start to
decline

Use more
storage
Operate
Bell Bay
Buy back
load
Commence
Load
shedding

Low inflows continue

1.7

Physical management of risk – post-Basslink

The connection of Basslink and Tasmania joining the NEM has further increased the
number of available mechanisms with which to manage hydrological risk and its
costs. The ‘physical escalation’ approach described above continues to apply in
the NEM context, but with a number of significant changes.

358

Prices for this service could exceed $200/MWh.
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In the NEM, alternative generation is brought into operation based on market price
signals. This process is physically facilitated by Basslink. Changes in inflows and
storage levels impact on the value of water in storage, and this translates to
changes in Hydro Tasmania’s bidding and contract pricing decisions. As storages
fall, the value of water will increase (assuming other variables are constant)359 and
this will encourage either more southward flows on Basslink (expected to be more
periods when the Victorian price is lower than generation bids in Tasmania) and/or,
in the current market, more output from the TVPS through its combined cycle gas
turbines.360
If storages continue to decline below Hydro Tasmania’s desired level, noting its PWM
obligations, the value of water increases and Hydro Tasmania’s bid prices similarly
increase. This encourages additional TVPS operation using the high cost peaking
plant. As more of these alternatives operate in the Tasmanian region, less hydrogeneration is required and the storage decline moderates. In theory, if storages
continue to fall, the above process will continue until Basslink is importing constantly
and the TVPS is operating continuously at full capacity.361
The principles of hydrological risk management in the current market structure is
illustrated in Figure 1.6.

Water value and Market
price increase

Storages Start to
decline

Figure 1.6 – The application of the principles for managing hydrological risk, postBasslink

Use more
storage

Increasing
Imports/AETV
generation
Increase
OCGT ops
Price signals
for load
shedding

Low inflows continue

359
360

361

As storage levels fall, the marginal opportunity value of water will increase due to the scarcity of the water.
Currently, Aurora Energy operates the TVPS combined cycle gas turbines (CCGT) at near to maximum capacity.
Additional capacity through the TVPS is available through its open cycle gas turbines which are effectively
installed as physical back-up to the CCGT – in a similar way that Hydro Tasmania operated the BBPS.
The existence of Basslink and market pricing signals through the NEM enables Hydro Tasmania to more effectively
manage water levels, as it can make incremental decisions over time to adjust storage levels, whereas thermal
controls were much more binary - Bell Bay was either ‘off’ or called into duty for blocks of time.
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1.8

Financial management

Prior to Basslink, the obligation to supply Tasmanian customers rested solely on
Hydro Tasmania, which meant hydrological risk was Hydro Tasmania’s to manage.
This risk manifested as additional cost borne by Hydro Tasmania. Only in the most
extreme cases did hydrological risk result in a risk to physical, on-island supply. As
noted above, where the risk did materialise, it was shared by large industrial
customers through load-shedding arrangements.
Under the current market framework, however, the financial consequences of
hydrological risk are shared between Hydro Tasmania and the market.
Hydro Tasmania manages the financial effects of hydrological risk by pricing energy
according to current or expected inflows and storages. In calculating water value and subsequently spot and contract prices362 - Hydro Tasmania considers the
likelihood of numerous inflow scenarios to obtain the expected value for an
expected water storage target. Inherently, this water value will have some value
attributable to the likelihood of lower-than-expected inflows.
Pre-Basslink, the higher costs associated with operating the BBPS and the cost of
load buy-back were probabilistically weighted and factored into the prices
Hydro Tasmania charged for its energy.363 In this sense, while the financial effects of
hydrological risk were borne by Hydro Tasmania, it received financial compensation
for carrying that risk, much like an insurance company.
All customers can expect to pay some premium to Hydro Tasmania to manage its
hydrological risk, although this premium is unlikely to be sufficient to cover the
additional costs to support its contracts during low inflow periods.364 This premium is
also likely to be higher for longer term contracting, as the risk of low inflows and low
storages will increase over time. Another key determinant is the ‘starting position’ of
storages when contracts are entered into.
Customers not under contract with Hydro Tasmania can expect to pay higher prices
when storages are low because of the higher opportunity value for water that
comes from the need to use more expensive sources of generation. Similarly, if
customers are contracting during or immediately after low inflow periods, the cost of
hydrological risk will be passed through to these customers in terms of higher
prices.365 This provides a price signal that will drive market behaviour to reflect the
prevailing energy/demand balance.
362

363

364

365

Note the Hydro Tasmania policy is to set contract prices at Victorian contract prices, adjusted for water value. In
times of low storages, water value is more likely to set the contract price.
For
example,
see
Chapter
2
of
the
1999
Electricity
Pricing
Determination
at
www.economicregulator.tas.gov.au/domino/otter.nsf/LookupFiles/OTTER_Investigation_into_ESI_Pricing_Policies_
Final_Report_November_1999.pdf/$file/OTTER_Investigation_into_ESI_Pricing_Policies_Final_Report_November_199
9.pdf.
The costs of drought support will be probability weighted based on the likelihood a drought will occur in the
period being considered. In reality if the drought does occur then the actual costs will be incurred rather than
the small proportion included in the water value calculation.
This occurred for contracts negotiated during the 2007 to 2009 drought period, where higher prices were
apparent in the market. This will provide a price signal that will drive market behaviour to reflect the prevailing
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However, should water storages continue to fall, Hydro Tasmania will become further
exposed to the financial consequences of hydrological risk. This is because
Hydro Tasmania’s output will be reduced and it will become more exposed to the
market in order to supply its contracted loads.366 If wholesale market prices are
high367, Hydro Tasmania’s financial performance will decline, assuming that it is not
able to pass these costs back to its contracted customers under existing contracts.
As discussed above, this risk will be factored into contract prices.368
As Hydro Tasmania no longer has a direct obligation to ensure supply to Tasmanian
customers, it may seek to manage the financial consequences of hydrological risk in
a number of ways. It may:
 Reduce the volume of energy for which it has contracted. As storages fall below
the preferred storage levels, the volume limits of forward contracts start to reduce
for the immediate 12 to 36 month period. This aligns to the expectation that with
lower storages the use of hydro generation will be reduced and encourage
higher cost generation to meet market demand.
If Hydro Tasmania withdraws contracts369, counterparties will see the financial
consequences of hydrological risk through the need to seek contracts with other
suppliers or be exposed to higher spot market prices. In this context, the financial
consequences of hydrological risk falls to Hydro Tasmania to the extent of its
contract cover, and to market participants who are exposed to the spot market,
or are in the process of recontracting.
 Offer contracts at sufficiently high prices to be able to back them through market
purchases.
 Contract with other generators for energy in the event of continued low inflows.
Hydro Tasmania’s contractual arrangements with Aurora Energy for the supply of
energy for non-contestable customers include such a provision. In this case, the
volume that Hydro Tasmania is required to supply is reduced based on a storage
level ‘trigger’ and the preceding 12 monthly inflows.
Similarly, a counterparty interested in a long-term contract may wish to take on
‘hydrological risk’ by negotiating a clause to adjust price or volume in case of
drought, in exchange for a lower price. This kind of hydrological clause has been
included in the non-contestable load contract between Aurora Energy and
Hydro Tasmania.

366
367

368

369

energy/demand balance. As a consequence (as well as uncertainties around the future of a price on carbon),
one counterparty decided to delay negotiations for a longer-term contract in the expectation that with time,
storages and inflows would return to more normal levels and prices drop.
Assuming Hydro Tasmania is highly contracted.
Tasmanian prices would be expected to be relatively higher if Hydro Tasmania through lack of water is required
to reduce production. If Victorian prices are also relatively high, these prices will be factored into the Tasmanian
price through Basslink southward flows.
Similarly, if inflows are plentiful and the opportunity value of water falls, customers will not see the ‘value’ from
falling electricity prices, given the prices locked into contracts. Like any form of insurance, Hydro Tasmania
keeps the upside from risk not materialising, and carries the cost if the risk does arise.
Hydro Tasmania has a stated policy to offer contracts.
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In summary, both Hydro Tasmania and its customers use pricing and contract terms
to manage hydrological risk. Customers will face some ‘insurance’ cost in the prices
they pay under their contracts. However, if a low-inflow event occurs during a
contract period, it is Hydro Tasmania, and not contracted customers, who will bear
the financial consequences. If a customer is uncontracted during a low inflow
period they will bear the higher price in the market.
Hydro Tasmania has hydrological risk ‘insurance’ available to it through its access to
Basslink and contracting arrangements with Aurora Energy for the non-contestable
customer load that allows it to reduce load when certain low inflow ‘triggers’ are
met.

1.9

Responsibility for energy supply security

In the event of extreme and prolonged low inflows, hydrological risk can manifest
itself as energy security supply risk in the Tasmanian market. When hydro-generation
was the only source of firm supply in Tasmania and there was a close
supply/demand balance, the two risks were effectively the same. However, the
direct link between hydrological risk and Tasmania’s energy supply security was
moderated with the commissioning of BBPS in the 1970s. More recently, Tasmania’s
connection to Victoria via Basslink and the commissioning of the TVPS have seen a
decrease in the reliance on hydro generation to meet Tasmanian demand. There is
now a separation between hydrological risk and Tasmania’s energy supply security
risk.
Prior to Tasmania joining the NEM in 2005, the Electricity Supply Industry Act 1995 (ESI
Act) specified that, under its licence, Hydro Tasmania’s was responsible for meeting
the State’s electricity needs solely from its capacity.
When Tasmania joined the NEM in May 2005, the licensing obligation imposed on
Hydro Tasmania under the ESI Act was repealed, along with the legislative
responsibility for ensuring supply. As noted above, joining the NEM saw a
market-based mechanism implemented to signal and deliver capacity increments,
rather than having a physical planning arrangement through Hydro Tasmania or by
the Tasmanian Government.370
The NEM Rules allocate the ultimate responsibility for ensuring capacity adequacy to
the market manager – the Australian Energy Market Operator (AEMO). 371 While
reserve trader arrangements have been procured on several occasions in the NEM
environment, they have not been tested in the Tasmanian context, particularly in
light of the potential consequences of hydrological risk.372

370

371

372

The Director of Energy Planning is the statutory officer with responsibility under the Energy Coordination and
Planning Act 1995 for providing advice to the Minister for Energy on energy supply and security issues.
Rule 3.20.2.
Further information of the Reserve Trader arrangements can be found at
http://www.aemo.com.au/electricityops/reserve.html.
While AEMO took an active role in monitoring the supply situation during the 2008 to 2009 drought period, it did
not put in place reserve trading arrangements for Tasmania.
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In this context, the Tasmanian Government replaced Hydro Tasmania’s legislative
responsibility with a formal expectation communicated through corporate planning
process373 that Hydro Tasmania would continue to play a central role in maintaining
the security of supply, particularly in light of the dry conditions being experienced in
the lead up to, and after Basslink commissioning. Hydro Tasmania was only formally
‘released’ from this obligation in 2009 with the commissioning of the TVPS.
Ultimately, the Tasmanian Government has taken on responsibility for ensuring
energy security in Tasmania. This is reflected by its decision to acquire the TVPS on
energy security grounds. In its 2010 Ministerial Statement on Energy, the Government
stated that:
“Power rationing, a dire situation which is not uncommon on the global stage, had
never been experienced in Tasmania. This Government has taken on responsibility in
the past and will continue to take responsibility in the future to ensure that the lights
indeed stay on”.374

373
374

This expectation was removed following the commissioning of the Tamar Valley Power Station in October 2009.
Ministerial Statement 16 June 2010 (Hansard).
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APPENDIX 4:
Synopsis of
submissions on the
Draft Report

P a g e | 289

1. Synopsis of submissions
1.1

Introduction

On 15 December 2011 the Electricity Supply Industry Expert Panel (the Panel)
released its Draft Report for public consultation. The key purpose of the Draft Report
is to seek input from interested parties on the Panel’s findings and recommendations,
including its proposed reform paths.
The Panel called for formal submissions in response to the Draft Report by
17 February 2012. The Panel has received a total of 27 submissions375 from a range of
industry stakeholders, peak bodies and other interested parties. Three of these
submissions have been made on a confidential basis, while the remaining 23 are
publicly available to download from the Panel’s website. The Panel would like to
thank all of those stakeholders who took the time to prepare a submission.
This paper provides a high-level thematic summary of the key issues and responses
raised by stakeholders. It does not provide a comprehensive description or analysis
of all issues in every submission. Please note too that the summary does not present
the Panel’s views or opinions on matters raised in the submissions, noting that the
Panel’s position on, and response to, identified issues will be articulated in its
forthcoming Final Report.

375

As at COB 23rd February. Any submissions received after this date have not been included in this synopsis.
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List of Submissions:
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.
13.
14.
15.
16.
17.
18.
19.
20.
21.
22.
23.
24.
25.
26.
27.

1.2

Mr David Asten
Australian Energy Market Operator (AEMO)
Australian Energy Regulator (AER)
AGL
Alinta Energy
Aurora Energy
Australian Power and Gas
Basslink Pty Ltd (Confidential)
Mr Liam Coyle
Mr Peter Brownscombe
Electricity Retailers Association Australia (ERAA)
ERM
Electricity Supply Association Australia
Hydro Tasmania
International Power (Confidential)
Lake Pedder Restoration Committee
Loy Yang Management and Marketing Company
(LYMMCo)
Mr Michael Lowe
Nyrstar (Confidential)
Origin Energy
Property Council of Australia
Mr Darrel Stringer
TasGas Network
TasCOSS
Tasmanian Economic Regulator
Mr Greg Todd
Transend Networks

Wholesale competition and Hydro Tasmania’s latent market
power

The Panel’s key finding that the current structure of the wholesale market in
Tasmania represents a barrier to effective competition at the retail level drew a
range of comments in submissions. Responses were split between a small number of
stakeholders who rejected the Panel’s analysis (and therefore its conclusions) as
flawed and lacking in evidence, and a much larger group of stakeholders who
strongly concurred with the basic problem as defined by the Panel and support
reform efforts to address it.
Hydro Tasmania, for example, “emphatically rejects” the Panel’s analysis of market
power, which it suggests is unsupported by substantive evidence. It contends that
the Panel’s analysis ignores an established history of an efficient wholesale market in
Tasmania and the fact that “the nature of commercial constraints on
Hydro Tasmania means that regardless of size it does not have market power”.
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Hydro Tasmania suggests that latent market power is a new or novel concept that
represents a theoretical concern about future prices, not current price and has “no
technical meaning in competition analysis”. Hydro Tasmania also argues that the
Panel’s market power analysis is inconsistent with that undertaken by the AEMC in
response to the current rule change proposal by Major Energy Users Inc. The ESAA
also notes in its submission that the Panel’s focus on latent market power represents
a different approach to that which the AEMC is using under this process.
Given its rejection of the Panel’s core findings on latent market power,
Hydro Tasmania believes that “there can be no legitimate justification for
recommending any structural reform at the generation level regardless of any
debate about the existence or otherwise of theoretical barriers to entry”.
Hydro Tasmania also contends that contributions from national retailers cited by the
Panel are not only unattributed and unsubstantiated, but contradict the evidence
(pointing to ERM’s participation in the market) and are at odds with
Hydro Tasmania’s own discussions with retailers, where a lack of declared FRC has
been raised as the only barrier to entering the Tasmanian retail market.
Hydro Tasmania also argues that the clear message from retailers is that, elsewhere
in the NEM, high and volatile spot prices are not a deterrent, but a “normal part of
market dynamics”.
Hydro Tasmania also contends that the Panel’s assertion that retailers cannot take
spot market exposure is wrong and points to evidence provided confidentially to the
Panel which Hydro Tasmania believes shows that retailers are already taking such
exposure presently.
In summary, Hydro Tasmania’s view is that “there is no wholesale market problem to
solve”.
ERM lends some support to Hydro Tasmania’s position, noting that: “given our
experience in the Tasmanian market, we do not see any barriers to entry for retailers
on the wholesale energy procurement side” and “ERM remains confident that the
derivative pricing provided by Hydro Tasmania enables us to compete on a level
playing field and have not seen the current structure of the Tasmanian electricity
sector as a barrier to entry for retailers”.
Australian Power and Gas also agrees with Hydro Tasmania that the lack of
declared FRC is the main barrier to retail competition in Tasmania but nonetheless
notes that structural reform of the wholesale market as suggested by the Panel “is
attractive and would ease concerns about current spot market risks associated with
Hydro Tasmania”.
A significant number of other key stakeholders, including national retailers,
contradict the view that there is no wholesale market problem in Tasmania and offer
strong support for the Panel’s findings.
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For example, the Australian Energy Regulator notes that there are problems with the
current wholesale market structure and strongly supports the Panel’s work on
developing reform options. Similarly, Aurora Energy also strongly endorses the Panel’s
findings with regard to the current inefficiencies in the structure and operation of the
wholesale market, contending that the status quo is inherently unsustainable.
Origin Energy notes that the competitiveness of the Tasmanian wholesale market
lags behind the rest of the NEM and notes that it is important that market settings
encourage new entry for sake of efficiency and meeting the needs of consumers.
AEMO similarly notes that Tasmanian customers have not achieved the same
benefits of competition as has occurred in other NEM regions.
AGL agrees with the Panel’s assessment of the current wholesale market structure as
a barrier to entry, noting that “the wholesale market in its current form does
disincentivise participants from entering the Tasmanian market” and “In the absence
of structural reform, there is relatively little incentive for retailers to enter the market
to compete for customers that are currently contestable...or for retailers to consider
entering the market should currently non-contestable customers become
contestable”.
Notwithstanding what they suggest has been a limited exercise of market power by
Hydro Tasmania in the past, AGL notes that “a change in policy, strategy or
management would always remain more than a theoretical possibility, and hence a
risk to entrant retailers”.
Alinta Energy also supports the Panel’s view that, so long as Hydro Tasmania remains
the dominant generator and supplier of contracts, major national retailers will not
enter the market. Countering the view that ERM’s presence in the Tasmanian market
provides evidence that there is no barrier to retailer entry, Alinta Energy suggests
that it is important to consider the key differences between commercial and
industrial markets and household mass markets, noting that the latter brings a range
of commercial and regulatory risks, in addition to a long-term commitment in order
to achieve customer scale. In this regard, Alinta Energy notes that “attempting to
rely on Hydro Tasmania for all contractual arrangements, on an ongoing basis,
where long-term commitment to mass market customers is required, presents an
unacceptable commercial risk”.

1.3

The Panel’s wholesale market reform paths

The Panel’s three proposed wholesale reform paths attracted significant feedback
from stakeholders. Comments ranged from general views about the relative
desirability and likely effectiveness of the options through to highly specific technical
matters for the Panel’s further consideration.
Given its strong views on the Panel’s analysis of the wholesale market,
Hydro Tasmania maintains that the proposed wholesale reforms are unnecessary,
give rise to a range of significant and unacceptable risks, are unlikely to achieve
their stated objectives and will impact on the efficiency and effectiveness of its
trading and generation activity.
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Hydro Tasmania believes that the potential value to Tasmanians of future returns
from Hydro Tasmania’s current corporate (growth) strategy should be more carefully
considered in assessing the impact and costs of reform and that the reforms as
proposed are value-destructive. Hydro Tasmania goes on to call for a more
“measured and commercially pragmatic” approach to reform, but does not explain
in any detail what this would entail, beyond suggesting that FRC should be declared
as a way to ‘test’ if there is actually a need for any wholesale market reform.
Scepticism of the tangible benefits of reform to the Tasmanian community was a
common theme in a number of other submissions. There is a view by some, including
TasCOSS, the Property Council of Australia, and Mr Peter Brownscombe, for
example, that the Panel had accepted, as something of an ‘article of faith’, that
increased wholesale and retail competition will deliver benefits to Tasmanian
consumers, and that there is insufficient evidence in the Draft Report to support this
conclusion.
There was also general view from a range of other stakeholders – including a
number of those who are supportive of reform - that the costs and benefits of each
of the proposed reform options needed to be more clearly articulated so that they
could be plainly understood by decision-makers and the wider community.
With regard to the options themselves, Reform Path 1 – a regulatory response by way
of a contract auction – received mixed responses. The majority of stakeholders
viewed this option as a weaker, and less desirable, alternative to a market-based
reform model. For example, Origin Energy and the AER both suggest that regulatory
‘fixes’ of this kind should only be considered where market-based mechanisms
cannot work.
A major drawback of the auction model noted by a number of stakeholders is its
lack of perceived durability, in that it could potentially be changed at any time by
the Tasmanian Government. Both AGL and Aurora Energy, contend, therefore, that
a regulatory approach based on auctioning contracts does not provide sufficient
long-term certainty for retailers. The inability to provide flexible and customisable
products under an auction process was also raised as an issue in attracting new
entrants.
Aurora Energy puts forward an alternative reform ‘pathway’ model whereby a
variation on the contract auction model could be implemented as an interim
measure while more fundamental structural reform (consistent with Reform Path 2) is
progressed. However, Aurora Energy also notes that the success of initial regulatory
options (as part of a reform pathway) will ultimately hinge on retailers’ confidence
that the more comprehensive structural reform will eventually be delivered.
Aurora Energy also highlights the risk of reform faltering after the implementation of
reform path 1.
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General feedback indicates that stakeholders would like to see further detail on how
the proposed auction process would work in practice, including the frequency of
auctions, reserve price setting and the volume of contracts offered.
A majority of stakeholders indicate a preference for the Panel’s Reform Path 2 – or
what has been termed the ‘gentrader’ model. Supporters of this model include AGL,
Alinta Energy, Aurora Energy, Origin Energy, Loy Yang Management and Marketing
Company (LYMMCo) AEMO and the AER.
One of the main identified benefits of the model is that it is a market-based
mechanism and not simply a regulatory ‘fix’, meaning that it is likely to be seen as
more durable and less susceptible to regulatory and sovereign risk. Identified issues
of the gentrader model mostly relate to its inherent complexity. Consequently, a
broad range of detailed issues and questions were raised for the Panel’s further
consideration, including, for example:


Whether three traders is the ‘right’ number, in the context of the costs of
establishing and running the traders and loss of scale economies and scope
the greater number of traders that are established;



Whether three Government-owned entities relying on the same hydro
resource would have the same approach to pricing and hence limit genuine
competition between the traders;



whether capacity should be allocated ‘virtually’ or if the traders’ generation
capacity should be tied to specific physical assets;



how to efficiently manage the relationship between the traders and
Hydro Tasmania as generator, including the management of hydrological risk;



how to deal with the complexities in managing Frequency Control Ancillary
Services (FCAS), the System Protection Scheme (SPS) and transmission
agreement arrangements; and



how Basslink and TVPS ‘fit’ under the proposed arrangements (e.g. how is
Basslink and TVPS’ capacity allocated/vested across the traders?).

A number of stakeholders – including AEMO, Origin Energy and Mr Liam Coyle, also
suggest that the traders would work best in private ownership, rather than being
retained in Government ownership. AEMO in particular notes that this approach
may result in integration of trader and retailer positions within national portfolios of
NEM players and provide a basis for Tasmanian customers to benefit from
competition and scale economies similar to those that already exist for mainland
consumers.
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Reform Path 3 – establishing a single Victorian/Tasmanian NEM Region – was viewed
by many stakeholders as a theoretically sound model that would ultimately be too
difficult to implement in a reasonable timeframe. No stakeholder recommended
that this option be pursued over Reform Paths 1 or 2 (although Aurora Energy
suggested it could be pursued over a longer timeframe, in parallel to other physical
reforms). The principal drawbacks identified with the single region model include the
Basslink constraint (and its manifestation in the market) and the inability for Tasmania
to unilaterally progress the change without the agreement and support of other
jurisdictions.
Further, AEMO suggests that the Panel may have underestimated the disadvantages
of the single region model. AEMO does not agree with the Panel’s assessment that a
single region would remove Hydro Tasmania’s ability to exercise market power in the
spot market and its latent market power, given that it would not change the
physical reality of a dominant generator behind a network bottleneck (Basslink).
Both AEMO and LYMMCo also believe that Reform Path 3 would disconnect
Tasmanian pricing from the prevailing supply/demand balance, thus sending
inappropriate pricing and investment signals.

1.4

Full retail contestability

A small number of stakeholders, including TasCOSS, the Property Council of Australia
and Mr Peter Brownscombe clearly remain sceptical of the benefits of FRC to
Tasmanian customers, suggesting that these may be outweighed by the costs,
particularly given the small and ‘unique’ nature of the Tasmanian market. For
example, TasCOSS considers that there are a number of costs of FRC
implementation that the Panel has not properly acknowledged – including
marketing and customer acquisition costs – and rejects both the introduction of FRC
and the sale of Aurora Energy’s retail book.
Aurora Energy does not oppose FRC but agrees that implementation costs should
be carefully considered before proceeding down this path. Aurora Energy also
contends, contrary to Hydro Tasmania, that FRC should not be pursued in isolation,
without first pursuing wholesale reform.
A significant number of other stakeholders - including national retailers and peak
associations – support the declaration of FRC and are, to varying degrees, positive
about the potential for strong retail competition to develop in Tasmania. Those who
were clearly supportive of ‘pro-active’ FRC - through the repackaging and sale of
Aurora Energy’s retail business - include the ERAA, AGL, Origin Energy, Alinta Energy,
and the ESAA.
For example, Alinta Energy suggests that the Panel should not underestimate the
attractiveness of the Tasmanian market for less established (i.e. ‘second tier’)
businesses in the NEM and notes that “If the Government of Tasmania implements
the preferred reform path, so that pursuing customers is no less attractive in
Tasmania than in other states, then adding Tasmania to Alinta Energy’s current retail
strategy makes commercial sense”.
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Similarly, the ERAA suggests that there is evidence amongst its members of
increasing interest in the Tasmanian market and that “Given the right market
environment, there is good reason to believe competition in Tasmania has the
potential to flourish.”
Alinta Energy and Origin Energy specifically advocate for the packaging and sale of
the retail book over a more ‘organic’ approach to FRC. Australian Power and Gas
notes that such ‘pro-active’ retail competition may not be a requirement for it to
enter the market, but recognise that it may offer advantages to other retailers
through increased wholesale market flexibility.
The retailers also suggest in their submissions that FRC should be accompanied by
price deregulation, once competition is proven to be effective, suggesting that
price regulation is inefficient and may act as an inhibitor for new entrants. A
preference is indicated for a ‘light-handed’ approach where price regulation is
retained.
Further, AGL and Alinta Energy both suggest that non-price related regulation and
licensing arrangements need to be such that an existing NEM retailer can easily
acquire a license and enter the market under arrangements consistent with other
jurisdictions, noting that specific rules or regulations applying to retailers servicing
Tasmanian customers will likely to act as a significant barrier to entry.

1.5

Changes to the wholesale energy allowance

The Panel received some limited feedback on its proposed changes to the
methodology for setting the wholesale energy allowance for regulated customers so
that the allowance more accurately reflects prevailing wholesale market dynamics
and prices.
TasCOSS supports the Panel’s findings and sees the move to the recommended
methodology as fundamental to fairer regulated prices in the future. The Property
Council of Australia also supports the TER adopting a revised approach that better
reflects Tasmanian market conditions.
Aurora Energy agrees with the Panel that the changes could deliver price benefits to
consumers, but notes that the decision is ultimately a matter for Government, as it
would have a range of consequences for profitability and returns of the SOEBs.
Specifically, the viability of TVPS and the wider business will be impacted by a
change to the methodology. Further, Aurora Energy emphasised that changing the
allowance methodology does not address competition issues and should not be
considered in isolation, separately from more fundamental reform and putting the
TVPS on a sustainable financial footing.
AGL’s view is that modelling of LRMC should be based on non-contestable market
load on a Greenfield basis. AGL notes that that the Panel’s proposed incremental
LRMC has the potential to change over time (based on hydrology) and suggests
that using an LRMC approach that could change materially within the regulatory
period would undermine retailer confidence.
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The ESAA’s broad view is that any consideration of methodology changes should
take into account the Panel’s broader reform objectives, including emergence of
competitive retail sector in the future.

1.6

Tamar Valley power station

As noted above, a number of stakeholders raised the future of the TVPS in the
context of Reform Path 2, calling on the Panel to clarify how/where its generation
capacity would be vested (e.g. with Hydro Tasmania, or one of the traders).
In its submission, Aurora Energy supports the Panel’s recommendation that the TVPS
must be placed on a sustainable footing, as does TasCOSS.
With regard to the backward-looking aspect of the Panel’s work on the TVPS,
Mr Peter Brownscombe suggests that the analysis of the TVPS acquisition
underestimates the ‘cost of the folly’. Mr Brownscombe considers the price paid by
Aurora Energy was well above market price and its acquisition not necessary for
energy security. Mr Michael Lowe also observes that, given its financial position in
the market, the acquisition of the TVPS appears to have been a ‘costly mistake’.
Mr Greg Todd questions the hydrological risk basis on which the Government made
the decision to acquire the TVPS.
Mr Brownscombe suggests that the Panel needs to more clearly articulate how, and
through what means, it sees the TVPS being put on a sustainable footing, as
recommended in the Draft Report.

1.7

Basslink

Very few submissions directly addressed the Panel’s findings in relation to the
development and commercial operation of Basslink.
Hydro Tasmania supports the Panel’s findings in relation to Basslink, particularly the
Panel’s conclusions that Basslink has been an effective and cost efficient means of
ensuring Tasmania’s energy security and that non-contestable customers are not
paying for Basslink through their electricity prices. Similarly, the ESAA commends the
Panel on the ‘myth-busting’ element of its Basslink analysis.
However, Mr Peter Brownscombe contends that the Panel’s statement that noncontestable customers are not paying for Basslink is broad and, heconsiders is, “not
exactly correct”.
The Property Council of Australia calls into question the fundamental utilisation of
Basslink in the market, including whether it should instead be reserved as a ‘back up’
source of supply in the event of prolonged drought or infrastructure failure.
Consistent with their earlier submissions to the Issues Paper, both LYMMCo and
Alinta Energy comment on Hydro Tasmania’s current utilisation (bidding) of Basslink,
which they suggest is detrimental to competition in the wholesale market, and ask
that the Panel considers this issue further in its Final Report.
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1.8

Network pricing and business integration

A number of stakeholders raised the issue of network prices in the context of its
significant contribution to recent customer price rises. For instance, AEMO contends
that the materiality of transmission cost increases puts the onus on the Panel to
consider this issue in more detail, particularly in relation to those matters within the
Tasmanian Government’s control. Specifically, AEMO recommended that the Panel
should consider options regarding transmission planning and investment, including
implementation of aspects of the Victorian model such as independent network
planning and procurement, competitive tendering of new transmission
augmentations, privatisation of legacy asset owning entity and reliability planning
based on assessed value of investment to users (rather than a redundancy
standard). AEMO notes that some augmentations that have been done since 2006
may have been deferred if a cost/benefit test had been applied and therefore the
Panel should recommend that a strict cost/benefit test be applied to all
augmentations as part of the TER’s 2012 Review of reliability standards.
In its submission, the AER suggests that there are limited incentives in the current
regulatory framework for Network Service Providers to keep within their regulated
allowances. The AER notes that it has submitted a rule change proposal to help
strengthen incentive for financial discipline. The ESAA and TasCOSS also believe that
the regulatory framework itself – and not just the overspending of allowances by the
SOEBs – is an issue in driving price increases.
TasCOSS also notes that it is interested in options for structural reform to network
businesses, given the potential for savings from closer collaboration. Aurora Energy
considers integration of the network businesses to be a ‘second order’ issue
compared to wholesale market reform, noting however that it is open to integration
in the future, and in the interim will continue to work with Transend to maximise
‘collaboration benefits’. Transend contends that network business integration could
dilute its current efficiency focus but if distribution business is separated from
Aurora Energy at some point in the future it would ‘make sense’.
Mr David Asten raises some specific technical issues that he suggests indicates that a
re-examination of the current network operational boundaries between
Aurora Energy and Transend is necessary.

1.9

Performance of the State-owned energy businesses

The majority of feedback on the performance of the SOEBs (covering both
efficiency and effectiveness and financial performance) comes from the SOEBs
themselves.
With regard to financial performance, Hydro Tasmania suggests that the exclusion of
2010-11 results may have led the Panel to underestimate growing value in the
business. Its position is that an assessment of sustainability should take into account
current financial performance and, with the Panel’s review period concluding with
2009-10 results, its conclusions with regard to financial performance are therefore
‘invalid’.
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Hydro Tasmania also takes issue with the Panel’s finding that investment in
‘non-core’/diversification activities have contributed to mediocre returns between
2004-2010, contending that Hydro Tasmania’s wind interests, Entura and Momentum
are all profitable. Further, Hydro Tasmania argues that operations outside of
Tasmania and beyond hydro generation do not result in additional overall risk.
Rather, mainland diversifications are described as a way to “simultaneously
achieving lower electricity prices for Tasmanians while preserving returns to
Government”.
Aurora Energy contends that its operational expenditure overspend over the review
period noted in the Draft Report was ‘not an excessive outcome’. Further, it argues
that capital expenditure over the review period was driven by increased demand
for new connections and system capacity requirements, which has now reduced
with a slowing Tasmanian economy. Aurora Energy notes its efficiency measures,
including restructuring and staff reductions and points to the 2011 Reliability Report,
which shows that Aurora Energy met supply reliability performance measures across
all five categories for the first time in 2010-11. 2010-11 has also seen a ‘significant
turnaround’ in Aurora Energy’s financial performance, but the Company
acknowledges that wholesale energy arrangements put in place in 2010 under the
Price Control Regulations have been a major contributor in this regard.
Mr Michael Lowe observes that the delivery of CSOs and purchase of non-core
businesses seem to be used by the SOEBs as an ‘excuse’ for poor returns. Mr Lowe
considers that historically poor financial results in fact provide a compelling case for
privatisation. Mr Lowe suggests a clear set of financial and service benchmarks for
the TESI should be put in place against which the SOEBs should be held to account.
Mr Greg Todd makes a number of comments with regard to the financial
performance and efficiency of the SOEBs. Mr Todd draws particular attention to the
cost overruns in the Aurora Energy billing system project Mr Todd broadly supports
the Panel’s observation that the market and regulatory framework alone will not
drive efficiency in the SOEBS and that “rigorous drivers of internal efficiencies are
required”.

1.10 Governance
Hydro Tasmania agrees that the existing SOEB governance framework is in line with
‘best practice’ and is currently operating efficiently, noting that the Government has
undertaken significant reform on this front in recent years, particularly with regard to
board selection and appointments. However, Hydro Tasmania does not agree with
the Panel’s observations in the Draft Report’s governance chapter on the risks of
diversification strategies, suggesting that its characterisation of some activities as
‘non-core’ indicates a ‘fundamental misunderstanding’ of the business model and
commercial management of risk – especially the integrated nature of
Hydro Tasmania’s business. Hydro Tasmania also argues that diversifications are not
inherently more risky and have in many instances been pursued to actually reduce
risk.
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Hydro Tasmania also contends that the Panel has overstated the opportunity cost of
capital invested in diversifications, suggesting that debt that is used to fund such
investments is not doing so at the expense of funds for general government sector
service delivery.
Aurora Energy considers that it is already meeting the strengthened governance
arrangements proposed by the Panel and working with the Government on reforms
in this regard. Aurora Energy notes that greater clarity of legal status/hierarchy of
governance documents is necessary so directors are clear on their
obligations/duties. Both Aurora Energy and Hydro Tasmania support the view that
Shareholder oversight by Government should be restricted to the strategic level,
noting that directors should be empowered to run the business within broad
strategic parameters.
The ESAA supports the Panel’s recommendations with regard to clarifying the
Government’s ownership objectives and further recommends that the functions of
Shareholder Minister and Energy Minister be separated in the interests of competitive
neutrality.
Similarly, Mr Greg Todd raises concerns with the potential ‘blurring’ between the
political role of the portfolio Minister and the Treasurer with their roles as Shareholder
with responsibility for the oversight of the SOEBS. Mr Todd suggests that some current
practices, such as the SOEBs preparing Ministerial correspondence and briefing
materials for Parliament, contribute to a conflation of these roles and may politicise
the SOEBs.
Both Mr Greg Todd and Mr Peter Brownscombe also raise a range of issues with
regard to the frequency and quality of information provided by the SOEBS, as well as
the capacity of Shareholders and Parliament to apply proper scrutiny to their
performance with the current governance framework. To improve oversight,
Mr Brownscombe recommends that the SOEBs be required to report twice-yearly to
a special joint Parliamentary Committee.
On a similar theme, the TER suggests that public reporting obligations of the SOEBs
could be enhanced through some form of continuous disclosure to “...mimic market
requirements in relation to financial performance and shareholder dividend
expectations”. It is suggested that the TER could be in position to administer this kind
of process, if implemented.

1.11 Major industrial pricing
The ESAA and Hydro Tasmania both note that the Panel’s Report usefully dispels
some common myths about MI pricing.
It appears, however, that some stakeholders retain a belief that MIs receive an
energy subsidy at the expense of non-contestable customers. For example, Mr Peter
Brownscombe suggests that the Panel’s analysis, while valid, does not fully explain
the disparity between MI prices and those paid by small business and household
customers.

P a g e | 301

1.12 Cost of living/social policy objectives
A number of stakeholders – including TasCOSS, Mr Darrel Stringer and Mr Peter
Brownscombe suggest that the Draft Report does not give sufficient focus to options
for addressing cost of living pressures associated with rising electricity costs. TasCOSS
also contends that the Panel should recognise electricity as an essential service and
this should therefore be reflected in the Panel’s proposed energy supply industry
objective.
However, stakeholders including TasCOSS and the ESAA are broadly supportive of
the Panel’s position that social objectives and the policy tools to achieve them
(including CSOs) should be dealt with separately from price-setting in a clear and
transparent manner.
LYMMCo suggested that “any measures to protect low income and disadvantaged
customers from higher electricity prices – whilst important – should not be a deterrent
to fostering competition in the market”.

1.13 Natural gas
Several stakeholders believe that the Panel has not paid sufficient attention to the
role of gas in the broader Tasmanian energy market.
TasGas Networks, in particular, suggests that the increased use of gas (either for
generation or for end-user applications) would provide multiple benefits to the
Tasmanian industry, including reducing average customer energy costs, and
reducing peak demand, hence lowering electricity supply costs and increasing
reliability of networks.
TasGas Networks recommends an overarching energy policy that integrates gas,
supported by the coordination of energy developments that strikes efficient balance
between electricity and gas and incentives that ensure Tasmanian electricity
businesses examine and pursue non-network solutions to meet demand.
Both Mr Peter Brownscombe and Mr Liam Coyle offer support to TasGas Networks’
position, suggesting that investment in gas infrastructure should be more closely
considered in any discussions relating to the State’s future energy supply mix, due to
its potential to reduce demand on the electricity network and need for further
expansion.
From a regulatory perspective, TasCOSS suggests that the Panel should also consider
the issue of improved consumer protection and price regulation for gas customers,
given indications of emerging hardship for these customers (particularly those in
social housing).
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1.14 Tariff structures
The structure of existing non-contestable customer tariffs was again raised by some
stakeholders. TasCOSS, the Property Council of Australia and Mr Liam Coyle all
believe that the current fixed-price component is too high and does not allow low
income users to achieve significant savings through efficiency measures.

1.15 Re-Aggregation of the TESI
Mr Darrel Stringer argues that there are no clear benefits from the disaggregation of
the HEC in 1998 and considers that there are immediate benefits in re-aggregating
generation, distribution/retail and transmission as a single Government monopoly.
Similarly, the Property Council of Australia considers disaggregation has resulted in “a
more complex cost structure, job duplication and reduced economies of scale” and
questions both whether Tasmania should remain part of the NEM and whether it
requires separate generation, distribution/retail and transmission businesses.
Mr Peter Brownscombe notes in his submission that a number of Tasmanians have
the view that an aggregated ‘Hydro’ is preferable to the current disaggregated
model and suggests that the Panel include more of a more compelling ‘story’ about
the clear benefits of disaggregation to dispel this notion.
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APPENDIX 5:
Analysis of the
competitive
sectors of the TESI
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1. Assessment
competition
1.1

of

wholesale

market

Background

Aurora Energy provided data to the Panel (shown in Table 1.1 below) concerning
the frequency and severity of high-price events in Tasmania. The Panel considers
that the data provides useful background to its analysis of Hydro Tasmania’s market
power.
The data from Aurora Energy demonstrates that the number of high priced events in
Tasmania (defined as spot market prices above $300/MWh) is not remarkably
different to that in other NEM jurisdictions. However, what does stand out is the
number of events that occur in off-peak periods, when the system is not under stress.
Table 1.1 - Events where regional spot price has exceeded $300/MWh, July 2005May 2011

Number of events
Number of peak events (7am – 10pm)
Number of off-peak events (10pm – 7am)
Duration of events (half hours)
Magnitude (Average event price)
Average Load Factor

VIC

TAS

SA

QLD

NSW

108

160

152

171

138

102

133

145

165

131

6

27

7

6

7

2.89

1.56

2.80

2.16

3.62

2277

2158

3898

2375

2152

0.62

0.67

0.50

.070

0.65

Source: Aurora Energy confidential submission on the Issues Paper

It its submission on the Issues Paper, Aurora Energy cited analysis undertaken by
Deloitte on its behalf, which concluded:
“For a system with relatively benign demand volatility and significant hydro energy
storage, Tasmanian pool prices have been remarkable volatile. Inter-year pool price
standard deviation shows an average base load customer in Tasmania is exposed to a
50-70 per cent higher price volatility compared to Victoria, Queensland and New South
Wales. Yet, there is no clear relationship between demand, capacity availability or
energy in storage to price volatility in Tasmania.”
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1.2

Market power classifications

As noted above, based on the structure of the wholesale market in Tasmania,
Hydro Tasmania does have market power. Nevertheless, in determining whether and
what kind of further reforms are appropriate, the Panel needs to understand:


the manner in which Hydro Tasmania exercises its market power – that is,
whether Hydro Tasmania exercises only transient market power or sustained
market power; and



the extent to which Hydro Tasmania chooses not to exercise its market power
– that is, the extent to which Hydro Tasmania’s market power is latent.

While these terms were introduced above, it is worthwhile developing their meaning
further in the specific context of the wholesale electricity market operating in
Tasmania.

1.2.1

Transient market power

Transient market power is the ability of a firm to profitably influence the price it
receives for a limited period of time, but not more generally, because of short term
market circumstances.376 Transient market power may arise even in a workably
competitive market. As noted above, by itself, transient market power is unlikely to
lead to substantial detriment to overall economic welfare.
For the purposes of the Panel’s analysis, the exercise of transient market power has
been defined as bidding behaviour in the spot market that does not reflect
economic costs and results in a higher wholesale spot price than would otherwise be
the case for a relatively short period of time.
In the context of examining Hydro Tasmania’s bidding behaviour, the Panel has
interpreted ‘economic costs’ to mean Hydro Tasmania’s opportunity cost of water.
This is because, unlike coal or gas-fired generators, Hydro Tasmania does not have a
readily observable short run marginal cost function for its 29 power stations. For a
hydro generator, the tangible variable costs of production are relatively small, and
the primary ‘economic’ cost is the opportunity value of water – the future value
foregone by using water today. In the case of hydro generation that has limited or
no water storage capability, the opportunity value of water is very low because
there is limited or no ability to utilise that water in the future – it is essentially a ‘use it
or lose it’ resource and the value of the electricity that can be generated is the
value that is prevailing in the market at that time. Conversely, where a generator is
able to store water for a long period of time, the opportunity value of water may be
much greater, as it could be used when spot prices are high.
376

For example, if electricity demand were to reach unusually high levels, there may be only one generator with
capacity able to be dispatched to meet that level of demand, and it would have the capacity to set price at its
level of choosing. In both economic theory and competition law, transitory market power is typically less of a
concern than sustained market power as the efficiency losses are typically small. This is particularly the case In
the electricity market, where demand is highly unresponsive to price in the very short term.
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To avoid the concept of the opportunity cost of water from becoming circular, it has
been defined as “opportunity cost under conditions of least-cost dispatch”. That is,
Hydro Tasmania’s opportunity cost of water is determined by assuming that
Hydro Tasmania would offer its output into the market at a zero price at such times
and in such quantities that the overall cost of meeting load is minimised. Another
way of expressing this is that the opportunity cost of water is derived by assuming
pure price-taking behaviour by Hydro Tasmania and all other NEM participants.
The derivation of Hydro Tasmania’s opportunity cost of water is discussed in more
detail below. For the purposes of assessing the incidence of transient market power,
the Panel focussed on instances where Hydro Tasmania’s bidding behaviour was
clearly inconsistent with any potential feasible estimate of its water value.

1.2.2 Sustained market power
Sustained market power is the ability of a firm to withhold capacity from the market
and profitably drive prices higher than economic costs for a sustained period. In a
workably competitive market, prices in excess of economic costs yield economic
profits, which serve to attract new entrants. The entry of new participants continues
until economic profits are competed away. Therefore, sustained market power in a
market only arises where potential new entrants face barriers to entry.
For the purposes of the Panel’s analysis, the exercise of sustained market power has
been defined as either bidding or contracting behaviour that does not reflect
economic costs and that results in average wholesale prices that are in excess of
the economic costs (rather than its commercial or operational costs) of serving load
on a long term basis.
Strictly speaking, Hydro Tasmania’s economic costs in a long term sense include not
only the opportunity cost of water, but also the recovery of its water infrastructure
costs (e.g. dams, pipes). However, the Panel has assumed that, given their age, the
cost of Hydro Tasmania’s assets have already been recovered and so the economic
costs of its output are limited to the value of its water.

1.2.3 Latent market power
By definition, latent market power cannot be easily observed. However, its
existence can be inferred from surrounding circumstances. One example is where a
generator is theoretically able to increase the spot price through its bidding
behaviour, but cannot do so profitably because it is highly contracted. This means
that a higher spot price will simply cause the generator to make larger difference
payments to its counterparties, offsetting the benefit of higher spot prices to the
generator.377 Under these circumstances, the generator has no incentive to exploit
its ability to increase spot prices, at least until its contracts ‘roll off’ and it is potentially
uncontracted. Another situation where latent market power can arise is where firms
are inhibited from exercising their market power on a routine basis by sporadic
threats of government or regulatory intervention.

377

This only applies in the case of swap contracts.
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The Issues Paper noted that the existence of latent market power is potentially more
problematic than the explicit exercise of market power. This is because the impacts
of latent market power are less readily observable and while it may do little harm in
the short term, in the longer term it could materially deter efficient new entry and
investment.
In particular, latent market power can harm the long term development of
competition in the wholesale and retail markets. The presence of a generator with
latent market power may act as a disincentive to investment by large consumers,
retailers or even other generators. This may occur as follows:


Consumers and retailers may be concerned that if they invest in a market in
which generators have latent market power, generators will exercise that
power once the consumer or retailer enters and its investments are sunk.



Potential new entrant generators may be concerned about the prospect that
incumbent generators will act to suppress prices in order to destroy the value
of the new entrant’s planned or sunk investment in a new power station in
order to deter further entry.

Whether potential new entrants’ concerns are real or perceived matters little, to the
extent those concerns deter entry into the market, it will result in long term damage
to the market’s competitive processes. The implication of this is that this is likely to
require continued government investment in general, as it is required.

1.3

Assessment methodology

To assess the extent and nature of Hydro Tasmania’s market power and its effect on
wholesale market performance, the Panel has undertaken three broad forms of
analysis.378 The Panel has:

378



reviewed Hydro Tasmania’s actual bidding behaviour and market outcomes
– to inform the Panel whether Hydro Tasmania has exercised transient or
sustained market power (see below);



reviewed Hydro Tasmania’s contracting behaviour and the relationship
between Hydro Tasmania’s costs and its average contract strike prices – to
inform the Panel whether Hydro Tasmania has exercised sustained market
power; and



commissioned modelling of strategic behaviour in the Wholesale market in
Tasmania to examine the extent to which Hydro Tasmania could exercise its
market power if it chose to do so – to inform the Panel whether
Hydro Tasmania has latent market power.

The Panel engaged Frontier Economics to assist in this analysis. The Panel has published a modelling report from
Frontier as a supporting document to the Draft Report. It explains in detail the results of the historic analysis, the
modelling methodology and modelling results.
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The Panel’s assessment of Hydro Tasmania’s bidding behaviour has in turn been in
two parts:


first, the Panel has focussed on instances of high spot prices in Tasmania and
their relationship to Hydro Tasmania’s bidding behaviour – this has been done
to inform the extent to which Hydro Tasmania has exercised transient market
power; and



second, the Panel has considered longer term evidence comparing
Hydro Tasmania’s bidding behaviour with average spot prices and its own
opportunity costs of water – this has been done to inform the extent to which
Hydro Tasmania has exercised transient market power.

1.3.1 Hydro Tasmania’s bidding behaviour
Relationship with high spot prices – Transient market power
The Panel examined the structure of Hydro Tasmania’s bids, the marginal bid at
which Hydro Tasmania is dispatched and the Tasmanian spot price. Each of these is
shown from 2007 to 2011at the end of this appendix.
The Panel has also reviewed price spikes that have occurred in Tasmania to
determine whether they can be attributed to Hydro Tasmania bidding inconsistently
with its (competitive) opportunity costs.
The Panel’s primary conclusions of this historical review are:


for the vast majority of the time, Hydro Tasmania bidding and Tasmanian spot
prices remained at moderate levels;



where high price events occurred in Tasmania over this period, they were
most typically associated with high price bidding by Hydro Tasmania;



patterns of bidding by Hydro Tasmania have varied between years:
o

high-priced bidding was relatively frequent in 2007 and2008, which
appears to be linked to hydrological circumstances, but did not result high
spot prices; whereas

o

in later years high-priced bidding was more limited (eg. June 2009, March
2010 and August 2010), and there was a stronger correlation with high
priced outcomes.

Both public and confidential submissions to the Panel have highlighted these
patterns of bidding as evidence of market power problems in the Tasmanian region.
For example, the AER submission on the Issues Paper provided a detailed analysis of
the events in June 2009 that led to high-priced spot market outcomes. These
involved Hydro Tasmania withdrawing non-scheduled generation and rebidding its
scheduled capacity at much higher price bands. This flowed through to Tasmanian
spot prices given the absence of competing bids at that part of the merit order.379

379

The AER observed that Hydro Tasmania has employed the same strategy on most occasions where the spot
price has exceeded $5000/MWh in Tasmania, and at other times of high price outcomes.
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The Panel sought an explanation of Hydro Tasmania’s bidding behaviour at the
times where the Tasmanian price was $5000/MWh or more. In its response,
Hydro Tasmania explained that on each occasion:
“its contract position was such (or was believed to be such) that its sold Tasmanian
contract position was less than its dispatched generation. On each occasion, the
shortfall in the contract position was the result of customers (or retailers) choosing not to
contract with Hydro Tasmania and not any failure or refusal by Hydro Tasmania to
contract with customers.“

The information provided to the Panel, and indeed on Hydro Tasmania’s admission,
makes it apparent that Hydro Tasmania specifically targets short term opportunities
to maximise revenue if it judges they exist. This reflects typical market behaviour that
could be expected of any market participant in a position equivalent to
Hydro Tasmania’s.
The issue is not that such opportunities are pursued by
Hydro Tasmania. Rather, the issue is whether the underlying structure of the
wholesale market in Tasmania creates too many of these opportunities and under
too wide a variety of market conditions.
To illustrate the market dynamics during periods of both high price bids and high
spot prices, Figure 1.1 shows four series of half-hourly data in four separate panels:


Hydro Tasmania bidding, disaggregated to show volumes (in MW) bid in
various price bands.



Aurora Energy’s bidding for the Tamar Valley CCGT, disaggregated to show
volumes (in MW) bid in various price bands. This provides an indication of the
availability of the Tamar Valley CCGT plant during periods of high price
bidding by Hydro Tasmania.



The Tasmanian regional reference price (in $/MWh).



The Tasmanian scheduled demand (in MW). This provides an indication of the
level of demand during high price events in Tasmania.

In each of the price panels, the red dots indicate half-hours during which the
Tasmanian regional reference price was higher than $1 000/MWh.
A number of things stand out from Figure 1.1.
First, the extended periods of high price bidding by Hydro Tasmania in June 2009
and May 2010 coincide almost exactly with periods during which the TVPS’CCGT
plant was unavailable. Immediately before and after TVPS’ unavailability,
Hydro Tasmania bid the majority of its capacity at prices below $100/MWh. For
extended periods during Tamar Valley’s unavailability, however, Hydro Tasmania bid
the majority of its capacity at prices in excess of $9 000/MWh.
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Second, the high price events that occurred during these four months did not
necessarily coincide with high demand periods. In fact, the red dots in the time
series for Tasmanian scheduled demand show that high price events driven by
Hydro Tasmania’s bidding occurred even at very low demand levels.380 Ordinarily, it
would be expected that high price events would occur at or near daily maximum
demand – where the generating system is under stress and there is insufficient
capacity available to meet demand.
Finally, even with the TVPS fully available, high price events are not necessarily
confined to high demand periods. This can be seen in August 2010 and November
2010, during which time the TVPS was fully available and high price events occurred
at moderate levels of demand.

380

Indeed, in some instances, high price events occurred at or near daily minimum demand.
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Figure 1.2 - Hydro Tasmania bidding, Tamar Valley bidding, Tasmanian spot price and Tasmanian demand

Source: AEMO data, Frontier Economics
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The Panel has examined how Hydro Tasmania’s bidding behaviour and Tasmanian
spot prices change with a loss in supply alternatives. The results are shown in
Figure 1.3. Hydro Tasmania’s bidding patterns do not materially change when there
is an outage on Basslink (August 2008 and April 2010). However, Hydro Tasmania’s
behaviour does change when the TVPS is out of service (June 2009 and May 2010),
This suggests that the drivers of bidding behaviour are not primarily the supply
demand balance in Tasmania. Rather, the drivers are Hydro Tasmania’s contract
position and its exposure to the spot market. In simple terms, when Hydro Tasmania
is not contracted, it can (and does, by its own admission) drive up spot prices with its
bidding behaviour.
Figure 1.3 - Hydro Tasmania bidding with loss of alternative supply options, 2009

Source Frontier Economics
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Figure 1.4 – Hydro Tasmania bidding with loss of alternative supply options, 2010

Source Frontier Economics

Taken as a whole, the analysis of historical spot market outcomes shows that prices
remained at moderate levels for the vast majority of the time over the period from
2008 to 2011. However, there were a limited number of instances during this period
when Hydro Tasmania’s bidding behaviour resulted in high spot price events.
The historic review of Hydro Tasmania’s bidding indicates that Hydro Tasmania is
highly sophisticated in the way in which it chooses to influence Tasmanian spot
market prices. For example:

381



there is clear evidence381 to show that Hydro Tasmania has used its discretion
over dispatch of its non-scheduled generation to assist in influencing the spot
price; and



Hydro Tasmania has taken advantage of a tighter demand-supply balance in
Tasmania when the TVPS is not in service, whereas it does not appear to have
behaved in the same way when Basslink has been on planned outages – this
suggests strategic behaviour driven by contract positions.

The evidence has been presented to the Panel confidentially by Aurora Energy, the AER submission to the Issues
Paper and the Panel’s own analysis.
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Given that instances of transient market power leading to high spot price events in
Tasmania appear to have been limited, they are unlikely to have created substantial
productive efficiency losses. Hydro Tasmania’s bidding behaviour is likely to have
led to some instances in which higher cost plant has operated instead of
Hydro Tasmania’s plant, but the costs associated with this would have been
relatively minor.
Of greater concern is the wide range of conditions under which Hydro Tasmania has
been able to exercise transient market power through its bidding behaviour in the
period under examination. Transient market power is typically a function of specific
and atypical market conditions. However, participants in Tasmania know that
Hydro Tasmania can vary the spot price under a wide range of conditions – such as
during low demand periods and even when TVPS and Basslink are available. For the
most part, Hydro Tasmania’s contract position materially reduces the incentives for it
to exercise market power, but its contract levels are ultimately a matter of choice.
This suggests that Hydro Tasmania may be able to drive up the spot price through its
bidding behaviour far more often than it has done so to date. This is indicative of
Hydro Tasmania having significant latent market power.
The implications of Hydro Tasmania having significant latent market power are
discussed below.
Relationship with economic costs and average spot prices – Sustained market power
The above analysis was limited to the relationship between Hydro Tasmania’s
bidding behaviour and particular high-priced events.
To assess whether
Hydro Tasmania has exercised market power on a sustained basis, the Panel has
reviewed Hydro Tasmania’s bidding behaviour over a longer continuous timeframe
to understand how it relates to its (competitive) opportunity cost of water and
Tasmanian wholesale prices.
To the extent that Hydro Tasmania’s bids have exceeded its opportunity cost of
water on an ongoing basis and led to average wholesale prices in excess of the
costs of serving load, Hydro Tasmania has exercised sustained market power. Such
behaviour would go beyond transient market power and represent an ongoing
ability to price without being constrained by competitors.
Spot market outcomes

A starting point for the analysis of the exercise of sustained market power in the spot
market is a comparison of average Tasmanian spot price outcomes with prices in
other jurisdictions. This is done in Figure 1.5. This shows that spot prices in Tasmania
have generally been within the range of spot prices in other jurisdictions, other than
in 2008-09 which coincided with low storage levels and inflows in Tasmania.382

382

It also reflects Hydro Tasmania’s bidding behaviour in June 2009. The events were unprecedented in Tasmania,
with spot energy prices exceeding $5 000/MWh on 13 occasions. For the first time ever administered prices were
applied in Tasmania.
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More recently, as inflows have increased, and the TVPS has been operating at high
capacity factors, spot prices in Tasmania have fallen significantly, and have been
among the lowest in the NEM.
Figure 1.5: Average annual prices spot prices
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Source: Frontier Economics, AEMO data

The differences between Tasmanian spot market prices and those in other regions
are sometimes cited as evidence that there are no issues with market power in the
Wholesale market in Tasmania.
For example, in its submission on the Issues Paper, Hydro Tasmania contends that:
“The wholesale energy market is delivering least cost and cost effective outcomes,
evidenced by comparison of Tasmanian wholesale prices against prices in other NEM
regions.”383

Comparison of Hydro Tasmania bids to opportunity cost of water
While there will be typically be a clear relationship between Tasmanian and
Victorian spot prices due to interconnection, the Panel is not persuaded by price
comparisons alone that there is no sustained market power in Tasmania. This is
because the test of whether market power has been exercised on a sustained basis
fundamentally depends on whether Hydro Tasmania’s bidding and contracting
behaviour is inconsistent with the opportunity cost of its water in a competitive
market.384

383
384

Hydro Tasmanian’s submission on the Issues Paper, p. 5
The opportunity value of water is not readily observable, and given that it is forward looking, is open to
judgement. The Panel has reviewed in detail the process by which Hydro Tasmania internally calculates water
value, at the whole of system level and for individual storages. The Panel has not sought to recreate or
back-cast those values for the purposes of this analysis. Rather, the approach was to develop a reasonable
estimate of what water values would have been and then comparing those estimates with observed bids and
market prices. This is explained more fully in the Frontier Modelling Report.
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If Hydro Tasmania’s assessed opportunity cost of water is significantly lower than the
economic costs of serving load on the mainland, then average Tasmanian spot
prices should be below average Victorian spot prices.
Figure 1.6 shows the modelled opportunity cost of water for 2006 through to 2011.
The opportunity cost of water is calculated under two cases: one with medium
inflows and one with low inflows. With medium inflows, Hydro Tasmania’s opportunity
cost of water is between $20/MWh and $30/MWh. With low inflows,
Hydro Tasmania’s opportunity cost of water is initially between $50/MWh and
$60/MWh. This subsequently drops to the same level as the medium inflow case, as
new investment occurs in response to the assumed low inflows. The difference
between these cases reflects the fact that under the low inflow case,
Hydro Tasmania has lower levels of efficient dispatch and when Hydro Tasmania
does dispatch, it displaces more expensive plant (until an investment response
occurs).
Figure 1.6 also shows Hydro Tasmania’s actual marginal dispatch price for each
quarter for 2005-06 through to 2010-11. The pink line shows the median quarterly
marginal dispatch price and the 25 per cent to 75 per cent range of quarterly
marginal dispatch prices are both shown by the light blue bars. The green line shows
the Tasmanian regional reference price.
Figure 1.6 - Hydro Tasmania bidding, Tasmanian spot prices and opportunity cost of
water

Source: Frontier Economics

Comparing Hydro Tasmania’s opportunity cost of water with Hydro Tasmania’s
marginal dispatch price suggests that in the main, Hydro Tasmania’s bidding has
been reasonably consistent with estimates of its opportunity cost of water:
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During 2006-07 and 2007-08, when inflows were low and storage levels were
falling, Hydro Tasmania’s marginal dispatch price steadily increased from
around the level of the estimated opportunity cost for the medium inflow
case to around the level of the estimated opportunity cost for the low inflow
case. This is consistent with what would have been expected of a firm
bidding, on average, competitively.



As inflows increased over 2008-09, the marginal dispatch price steadily
decreased back to around the level of the estimated opportunity cost for the
medium inflow case. During 2009-10 and 2010-11, Hydro Tasmania’s marginal
dispatch prices remained, on average, at around the level of the estimated
opportunity cost for the medium inflow case.

Figure 1.6 does shows there is variation across quarters, with median marginal
dispatch prices sometimes above and sometimes below the estimate of water
value. However, marginal dispatch prices do not exceed the estimated water value
on a sustained basis, and on an annual average basis there is a high degree of
consistency between marginal dispatch prices and the estimated value of water.
Conclusion
The analysis in this section shows that Hydro Tasmania has, on average, bid in a way
that would be expected of a firm in a workably competitive market. While the
detailed analysis of half-hourly bidding over the period 2007-08 to 2010-11 indicates
a number of instances when Hydro Tasmania’s bidding behaviour resulted in high
spot price events, there is no evidence that Hydro Tasmania exercised sustained
market power in the spot market during this period.

1.4

Hydro Tasmania’s contracting behaviour

Although it does not appear that Hydro Tasmania has exercised sustained market
power through its spot market bidding, it may have done so through its contracting
activities.
However, identifying market power in contract trading is less straightforward than
the equivalent assessment in the spot market.385 Some of the reasons for this are:


385

Spot market dispatch occurs on a 5-minute basis, so non-price-taking
behaviour is relatively easy to identify as any bidding that departs from
economic costs. By contrast, derivative contracts are typically struck for much
longer periods of time, over which the economic costs of supply are more
difficult to ascertain.

Hydro Tasmania’s contract portfolio is highly commercially sensitive. This limits the degree to which the Panel is
able to present this evidence publicly.
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The strike price of a forward contract typically incorporates a positive
premium over the expected future spot price to reflect the unobservable
value of the ‘insurance’ provided by the seller of the hedge (e.g. a
generator) to the buyer of the hedge (e.g. a retailer).



Hydro Tasmania’s contract book comprises a range of contracts that were
negotiated at various points in time. At the time of entering into each of these
contracts, expectations regarding future market outcomes would have
varied, and so Hydro Tasmania’s opportunity cost of water calculated at
those various points in time would also have varied.



In entering into these contracts, Hydro Tasmania takes on hydrological risk,
and depending on storage levels, that level of risk can vary at each point
contracts are negotiated, which would legitimately impact on the contract
price.

Comparing contract prices that reflect these different expectations with an
opportunity cost of water calculated on the basis of current forward-looking
expectations of market conditions is not a like-for-like comparison. In this context,
comparing contract strike prices in Hydro Tasmania’s portfolio with forward-looking
water values is, at best, indicative of whether Hydro Tasmania’s contract prices
reflect economic costs. However, this was the only option available to the Panel to
test for sustained market power in contract trading.
The approach taken by the Panel was to first calculate the volume-weighted strike
price of Hydro Tasmania’s firm swap contracts. Once this was established, it was
compared to projections of Hydro Tasmania’s opportunity cost of water as
determined over the period from 2011-12 to 2015-16 using the same methodology as
for the spot price analysis.
The comparison of Hydro Tasmania’s opportunity cost of water with its volumeweighted average contract price showed that Hydro Tasmania’s average contract
prices tend to be somewhat higher than its opportunity cost of water. This becomes
more apparent towards the end of the period, in 2014-15 and 2015-16. However,
given the risk associated with forward contracting for an energy-constrained hydro
generator and the premium that is typically associated with this, there is no clear
basis for concluding that these average contract prices indicate that
Hydro Tasmania has exercised sustained market power across its overall contract
book.

P a g e | 319

1.5

Strategic modelling of latent market power

The analysis of Hydro Tasmania’s historical bidding patterns above showed that
while Hydro Tasmania has not engaged in strategic bidding on a regular basis, it has
often done so when demand has been relatively low and/or TVPS has been out of
service. At these times, Aurora Energy is more likely exposed to spot market prices.
This approach to the exercise of transient market power signals to market
participants that Hydro Tasmania has significant latent market power that it can use
if it chooses to.
Because latent market power cannot be observed retrospectively, the Panel’s
approach to analysing Hydro Tasmania’s latent market power involved utilising a
forward-looking market modelling approach. The purpose of this exercise was to
examine the potential strategic behaviour that Hydro Tasmania could employ to
maximise its commercial position, overlaying the constraints that the current market
structure imposes on such behaviour.386

1.5.1 Methodology
The Panel engaged Frontier Economics to undertake a forward-looking analysis over
the period 2011-12 to 2015-16 to examine the likely and potential exercise of market
power in the wholesale market in Tasmania. The key to this exercise was the use of
Frontier Economics’ models of the electricity market that examine the outcomes
from strategic market behaviour. This type of modelling is well suited to identifying
latent market power because it does not rely on using past patterns of bidding in
any way to determine rational and stable patterns of bidding. Instead it relies on
working out the bidding that delivers the maximum sustainable profit.387
A key determinant of the outcomes from strategic behaviour modelling is the level
of financial hedging of major NEM participants. In the absence of such contracts,
generators would be more likely to have the ability and incentive to profitably bid
up spot prices by strategic withdrawal of capacity.388
The assessment considered three scenarios:


a base case where Hydro Tasmania is able to strategically withdraw capacity
to seek higher profits. A key aspect of the base case is that Hydro Tasmania is
assumed to hold a relatively large quantity of hedging contracts, which
broadly represents its current level of contract cover;



a competitive case, where the model requires Hydro Tasmania to bid at the
estimated opportunity value of water; and

386

One example is the demand side response from large customers that have shown the ability to respond to
market outcomes by varying load. Another is the operation of the TVPS.

387

Details of the modelling approach are contained in the Frontier Modelling Report.
The fact that the historic analysis has not demonstrated Hydro Tasmania bidding up spot prices on a sustained
basis does not mean that it is unable to do so. Rather, with a different contract position or a different motivation,
Hydro Tasmania’s bidding incentives may be significantly different.

388
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a case that removes the constraints arising from a high level of contract
cover, which acts as a reference point to assess the extent of
Hydro Tasmania’s latent market power.389

The modelling allowed for demand side response from major industrial customers to
shed load in response to high spot price outcomes, as has been observed in
Tasmania. It also provided for the influence of the TVPS in the Wholesale market in
Tasmania (operating under its current gas contracts) and for the influence of
competitive market influences in Victoria through Basslink.

1.5.2 Results
The modelling results showed that the projected price outcomes for the Tasmanian
spot market are almost identical in the base case and competitive case. The
conclusion from the modelling is that with a high level of contracting,
Hydro Tasmania’s incentives to engage in strategic behaviour in the spot market by
withdrawing capacity are very low.
This is demonstrated in Figure 1.7, which shows the simplified load duration curve (the
grey line) generated by the model and identifies the modelled spot price outcomes
(the dots), with the colour of the dot indicating the average spot price at each level
of demand. The size of the dot reflects the size of the capacity withdrawal that the
model predicts would maximise Hydro Tasmania’s profits.

389

Currently, there are no formal or informal constraints imposed on Hydro Tasmania in relation to the level of
contract cover that it establishes with market participants in Tasmania. There are strong commercial drivers for it
to maintain a level of contract cover (e.g. sensible risk limits imposed by the Board), and given the nature of the
Tasmania demand side, particularly the MI customer segment, it is implausible to consider a scenario where it
completely withdraws from the contract market. It is not possible for the Panel to form a sound judgement on a
realistic ‘minimum’ contract level that Hydro Tasmania could commercially decide to take. Nonetheless, it is
clear that with its pivotal position in the wholesale market in Tasmania that Hydro Tasmania does not need to
maintain a high degree of contract cover to manage unpredictability in the Tasmanian spot price.

P a g e | 321

Figure 1.7- Base Case – Hydro Tasmania Strategic Behaviour, 2012-13

Source: Frontier Economics

Figure 1.7 demonstrates that with the assumed high level of contract cover, the
opportunities for Hydro Tasmania to strategically withdraw capacity to profitably
drive up spot market prices are minimal. The modelled price outcomes show spot
prices always below $50MW/h and the outcomes that maximise Hydro Tasmania’s
profitability do not involve any strategic withdrawal or re-pricing of capacity. This is
because Hydro Tasmania’s spot market exposures are highly limited. Where spot
opportunities do arise, these need to be greater than the output of
non-Hydro Tasmanian generation, and there is the potential for demand side
response from major industrial customers. This forward-looking modelling of potential
behaviour is consistent with the findings of the historic review discussed above.
To examine the influence of contracting position on these outcomes, the same
strategic modelling approach was implemented with the assumption that
Hydro Tasmania has not entered any contracts. All other modelling assumptions,
including the operation of Basslink and the TVPS and the demand side response
observed from major customers in light of high spot prices, were held constant.
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Figure 1.8 - Removal of contract constraints – Hydro Tasmania Strategic Behaviour
2012-13

Source: Frontier Economics

Figure 1.8 demonstrates that compared with the base case, there is a significant
increase in both the regularity and extent of strategic withholding, as well as the
average prices found at each level of demand. The modelled price outcomes show
the Tasmanian spot price is always above $100 MWh and routinely at the level
detailed by Hydro Tasmania (in the model, this is the market price cap used to
maximise profits).

1.5.3 Interpretation
What the modelling clearly demonstrates is that the competitive outcomes
observed in the base case were very much the result of the assumed contract levels
and without these contracts in place; Hydro Tasmania would have had the clear
incentive and ability to withhold capacity to increase the price under most demand
conditions. This would occur despite the presence of the other generation plant in
Tasmania, the capacity of Basslink to import electricity from Victoria and the
demand side to reduce load in response to market prices.
Hydro Tasmania has argued390 that there is a range of constraints on its ability to act
unconstrained in the Wholesale market in Tasmania. The constraints it cites include:

390



the threat of new entrant generation;



the need to manage hydrological risk;

Hydro Tasmania submission on the Issues Paper, p.20.

P a g e | 323



the behaviour in spot dispatch of Victorian generators, other Tasmanian
generators and major industrial customers;



the delivery risk associated with being able to back a contract, including the
risks associated with the availability of Basslink; and



the need to secure sustainable future revenues through longer term
contracts.

Of these potential constraints, it is the level of Hydro Tasmania’s contracting that is
the principal constraint on Hydro Tasmania’s wholesale market behaviour. Being
highly contracted minimises its exposure to the spot market and is the primary
influencing factor that drives bidding outcomes and market prices towards efficient
levels.
Other constraints do exist and have the effect of potentially reducing the gains
available from strategic behaviour,391 but they are of a secondary importance. This
is demonstrated by the modelling, which shows that the influence ‘must run’
Hydro Tasmanian generation, other Tasmanian generators, Victorian generators
through Basslink and the demand side response of major industrial customers is
insufficient to moderate the commercial drivers for strategic behaviour.
Given the current supply/demand balance and the timing of new entry from an
energy supply perspective, coupled with the large wholesale market risk potentially
faced by a new entrant generator without a portfolio, the threat of new entry is not
a material constraint for Hydro Tasmania.
The outcomes described in Figure 1.8 do not represent a likely market outcome. It is
extremely unlikely that Hydro Tasmania would completely unwind its contract
position, or drive up spot prices for the majority of the year. What the modelling
does show very clearly is the incentives that Hydro Tasmania would face in the
absence of contracting. The analysis indicates that, if Hydro Tasmania is not
contracted, it is routinely in a position to (and would have the incentive to) drive up
(or down) spot prices, even if demand was low. This is consistent with the historical
analysis, which demonstrated that Hydro Tasmania’s bidding behaviour has led to
high prices even when demand is low.
It is important to note that, presently, Hydro Tasmania has a very high degree of
discretion over the quantity and characteristics of contracts it negotiates. If
Hydro Tasmania wished to reduce their contract cover to increase the profitability of
raising the spot price, it could easily do so.

391

For example, a response from an MI customer that has the ability to rapidly decrease load if spot market price
spike may decrease, or potentially nullify a transient market opportunity. Hydro Tasmania has provided the
Panel with examples of occasions when it targeted opportunistic spot market opportunities and found that as a
result of a demand side response, the commercial value of that opportunity was significantly eroded. The Panel
does not consider this type of market response a mitigant for sustained market power, in the same way that
Hydro Tasmania’s contract position is.
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In summary, the residual demand curve analysis, market modelling, observation of
Hydro Tasmania’s intermittent bidding of high prices (including at times of low
demand) and submissions from a range of other market participants provide
evidentiary support for the proposition that Hydro Tasmania possesses substantial
latent market power which, in the absence of structural reform, will be sustained
over the longer term due to significant entry barriers.

1.5.4 Implications of latent market power:
For contracting and new retailer entry
The strategic modelling analysis showed that there is a very wide range of market
conditions (particularly levels of demand and competing supply) under which
Hydro Tasmania would be in a position to exercise market power if it were exposed
to the spot market. Figure W demonstrates that even at Tasmanian demand levels a
little over 1100 MW, an uncontracted Hydro Tasmania could push the spot price
towards the market price cap to maximise profitability. This is consistent with
Hydro Tasmania’s status as a pivotal generator in Tasmania at virtually all times – a
pivotal generator is always able to be marginal and set the spot price. It also tallies
with the empirical evidence of Hydro Tasmania’s historical bidding behaviour, which
shows that Hydro Tasmania can choose to withhold its capacity and push up the
Tasmanian spot price to extreme levels under a wide variety of market conditions
and even if TVPS and Basslink are in service.
The only significant constraint on Hydro Tasmania’s strategic bidding (in the sense
that the incentive reduced) is the volume of hedge contracts it has entered.
However, Hydro Tasmania ultimately chooses its contract position and can change it
as it wishes. For example, Hydro Tasmania could unilaterally choose not to
renegotiate expiring contracts that are rolling off.
Retailers and major energy users cannot reliably forecast Hydro Tasmania’s contract
position, and certainly cannot forecast Hydro Tasmania’s contract position for the
entire life of their investments. Any customer or retailer that has made or is
considering making an investment in the market will be concerned with the
potential market outcomes if Hydro Tasmania chooses to reduce its contract levels
and increase the frequency of its strategic bidding behaviour. Thus, the uncertainty
created by the presence of latent market power will increase the risk of customer
and retailer investments.
The key implication of Hydro Tasmania’s latent market power is that retailers will
either:


feel compelled to enter derivative contracts with Hydro Tasmania at
whatever price is nominated by Hydro Tasmania in order to avoid the risk of
being left exposed to high spot prices at virtually any and all times; or



avoid entering the market altogether to avoid facing the risk of having being
‘held to ransom’ when contracts come to an end and need to be
renegotiated.
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This is has been a key theme that has been raised in discussions between national
retailers and the Panel. The same theme is observed in the Alinta submission on the
Issues Paper:
“Alinta Energy agrees that in most circumstances Hydro Tasmania is able to set the
regional price, although market outcomes do not necessarily demonstrate such
behaviour. Nevertheless, this does not negate the existence of market power and that
at times the exercise of this power could have significant cost implication for market
participants. As such, the threat of misuse of market power to damage third parties can
be as powerful a tool to deter new entry and to compel existing participants to take
specific actions as misuse of market power itself.
We share the view that the Tasmanian spot market outcomes present a major risk for
potential market participants. Potential retailers, including Alinta Energy and generators
seeking to enter into wholesale contracts with large‐scale customers, would not be
able to effectively hedge this risk.
We understand the Panel’s view that this spot market risk in Tasmania is likely to
incentivise participants to enter into contracts. We also note Hydro Tasmania’s puts
forth its willingness to contract with “all comers” as evidence that retailers and
contestable customers in Tasmania have access to efficiently priced electricity.
However, our view is that the current arrangements ensure very limited entry into
Tasmania by new participants, no entry by mass market retailers, limited market
liquidity, and that existing participants have access to limited products; the oft cited
“all roads lead to Hydro Tasmania” dilemma which cannot ensure efficient
outcomes.”392 (emphasis added)

In the Panel’s view, Hydro Tasmania’s latent market power, and its periodic signalling
of that power through spot and contract market outcomes, is a serious barrier to
entry into the retail market by efficient, large scale, mainland retailers.
For new generation entry
In relation to the generation sector, as new investment in capacity will not be
required for 10 years or more, the market conditions, price signals and available
technologies nearer to that time will influence those new capacity decisions rather
than those that apply now or in the next few years.
Nonetheless, it is arguable that relevant structural reforms would assist in ensuring
that when those important future capacity investment decisions need to be made,
they will not be distorted by latent market power considerations. Hydro Tasmania
may merely signal its ongoing market power now, but when the supply/demand
balance begins to tighten, it could exercise its market power to pre-empt new entry
and future rivalry in various ways. For example it could invest early in new capacity,
making independent entry risky and uneconomic.393

392
393

Alinta Energy submission on the Issues Paper, pp. 2-3
Given the very low level of tangible marginal costs for a hydro generator, this could be a particular concern.
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Alternatively, it could eliminate any investor in new capacity post-entry by reducing
prices for a sustained period making the new sunk investment uneconomic. As its
capacity to act in these ways would be recognised by potential entrants, new entry
would remain highly risky and so unlikely and the risk of sub-optimal future investment
by the unconstrained incumbent would remain a high risk. Hence the case for
structural reform to allow efficient market signals to guide those future investment
decisions.

1.6

Conclusion of wholesale market assessment

The Panel’s analysis and submissions from interested parties lead it to conclude that
Hydro Tasmania has substantial market power in the wholesale market in Tasmania.
However, most of the time, that market power has not been exercised and remains
latent.
Where Hydro Tasmania’s contract position and market circumstances present the
opportunity, Hydro Tasmania engages in strategic bidding to influence Tasmanian
spot market prices. Hydro Tasmania has explained this in its responses to the Panel’s
information requests. But the nature of its contract position historically has meant
that these opportunities are not routine and when they do occur, they are transitory.
The exercise of market power by Hydro Tasmania in its contract trading is more
difficult to discern. A review of Hydro Tasmania’s current contract book is not
indicative of sustained market power being exercised in that part of the wholesale
market. There are fewer external limitations on it doing so and, particularly given the
lack of transparency on contracting outcomes (by comparison with the spot
market) and the difficulty in establishing a reliable benchmark. This is critical, given
the importance generally in the NEM and particularly so in Tasmania, given the spot
market risks and the absence of alternative contracting parties.
Together, this suggests that the wholesale market in Tasmania has not suffered
significant productive and allocative efficiency losses to date due to
Hydro Tasmania’s exercise of market power.
The Panel’s primary concern with the wholesale market is in relation to
Hydro Tasmania’s latent market power and the harm this can do to dynamic
efficiency – that is, the ability of the electricity industry to produce economically
efficient outcomes over time, and to respond and adapt to change.
The Panel is concerned that Hydro Tasmania’s latent market power has and
continues to act as a barrier to new retail and large customer entry and may deter
new entry in generation at such a time that new generation in Tasmania becomes
necessary. The Panel considers that Hydro Tasmania’s demonstration of its market
power – particularly at times when TVPS is out of service and when demand is
relatively low – can and does send a very clear signal to actual and potential
participants about the potential for adverse outcomes under a wide variety of
conditions if they behave in ways that diverge from Hydro Tasmania’s commercial
interests. This greatly increases the riskiness of investments.
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Market participants are highly unlikely to make investment decisions that involve
material sunk costs if the viability of those investments depends on the maintenance
of internally-imposed constraints on the behaviour of the dominant generator, such
as choosing to be highly contracted, or not exploiting all of the market opportunities
that present.
To the extent that otherwise-promising investments are not undertaken due to the
risks and costs arising from Hydro Tasmania’s latent market power, the dynamic
efficiency of the market will be compromised. Ultimately, this will manifest itself as
foregone consumer welfare, either through higher wholesale and retail prices (due
to the non-entry of new retailers or generators) or by the abandonment of profitable
load projects. In either case, the outcomes would be contrary to the National
Electricity Objective and to Tasmanians’ long-term economic interests.
Capturing dynamic efficiencies is a key driver for implementing the reform measures
proposed by the Panel. As noted by the Productivity Commission394:
Establishing competition in any market should not be regarded as an end in itself.
However, competition does serve as a mechanism for achieving allocative, productive
and dynamic efficiency gains, and economic growth. For example, competition can
provide a strong incentive for service providers to:


seek out cost efficiencies and minimise costs, putting downward pressure on prices;



innovate, providing consumers with a wider range of goods and services;



undertake efficient investment; and



improve the quality of services provided to customers.

For these reasons, the Panel considers that the primary focus of future wholesale
market reforms should be on creating viable contracting options for retailers within
the Tasmanian region. More contracting options will reduce the risks faced by new
retailer and large customer entrants when they make their investments. This is
because new entrants will not be reliant on Hydro Tasmania to not exercise its
discretion to reduce its contract levels and increase the frequency of its strategic
bidding. More contracting options will also directly reduce Hydro Tasmania’s market
power, including its latent market power. This will increase the confidence of new
generation investors, when the time comes that new generation investment is
required. More details of the Panel’s reform proposals are contained in chapter 9.

394

Source: Australia’s Urban Water Sector, Productivity Commission, 2011, Volume 1, Chapter 12, p333.
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APPENDIX 6:
Details on the
GenTrader model

P a g e | 329

1.

Introduction

The GenTrader model is a means of promoting an enhanced level of competition in
the wholesale electricity market in Tasmania without physically disaggregating
Hydro Tasmania. The GenTrader model is designed to achieve the competitive
benefits of disaggregation without incurring the costs.
The GenTrader model involves splitting Hydro Tasmania’s existing business into a:


physical component – which would remain its focus; and



a financial and trading component – which would be the focus of three small
and specialised competing GenTraders.

The option of physically disaggregating Hydro Tasmania to form a number of
competing physical generators has been canvassed and rejected in the past.395 The
principal concern with such an approach has been that a model based on
competing physical generators independently managing some of Hydro Tasmania’s
assets would lead to the inefficient use of available water resources. This is because
Hydro Tasmania’s assets are operated as a complementary system, despite being in
five separate schemes.
Whether or not these concerns are valid, the Tasmanian GenTrader proposal avoids
these issues by leaving Hydro Tasmania solely responsible for managing how its
generation system is operated and its plant dispatched.
The key feature of the GenTrader model is the creation of several independent
‘GenTraders’ who would each have a contractual right to trade a share of the
output of Hydro Tasmania’s integrated hydro system. Hydro Tasmania would
continue to set and manage the aggregate energy budget on the same basis that
it does currently. Therefore, the proposal introduces competition and diversity into
the way the output from the hydro system is traded, rather than how it is physically
produced.
The GenTraders would individually determine how much of their energy budgets
would be traded at any point in time and at what prices their energy would be
offered into the spot market. Given that the three entities will be competing to
supply the market, rather than a single Hydro Tasmania, buyers will have choice in
contracting counterparties. The GenTraders will not be in a position of offering power
on a take-it-or-leave it basis, as Hydro Tasmania does now, as buyers could go to
one of the other GenTraders, or to the operator of Tamar Valley Power Station.
Hydro Tasmania would be left almost entirely intact. The major changes would be
related to the removal of Hydro Tasmania’s discretionary trading function.

395

For example, physical disaggregation of the hydro-generation system was proposed in the ‘National
Competition Policy Review of the Structure of the Hydro Electric Corporation’s Generation & System Control
Function’s’ (the Garlick Report), May 1999.
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Importantly, the proposal is based on the retention of Hydro Tasmania and the
GenTraders in Government ownership.
The advantage of this reform path is that it would deliver a structural change to
overcome the key shortcoming in the current market structure – the lack of choice
of firms offering wholesale electricity. As such, this solution would avoid the need for
ongoing regulation of Hydro Tasmania’s behaviour in the energy market.396 In
general, reform of structural arrangements that remove the need for behavioural
restrictions provides better and more robust outcomes than regulatory approaches
that focus on addressing market behaviour.
One risk under this reform path is that structural change of this nature could be
reversed while the contracts exist between Hydro Tasmania and Governmentowned GenTraders. This risk has been flagged by stakeholders as a potential
shortcoming of leaving the GenTraders in public ownership. The Panel has not
recommended the sale of the GenTraders, but considers that any sale would
enhance the durability of the reform.
Hydro Tasmania is strongly opposed to the GenTrader model. Like all of the changes
seen in the TESI over the past decade, a strong commitment to successfully
implementing the GenTrader approach, particularly from within Hydro Tasmania, will
be critical. This would be achieved through appropriate governance arrangements.
The Panel notes some similarities between this reform path and the recent
restructuring of the New South Wales (NSW) wholesale energy market. However, the
‘virtual energy budget’ foundation of this proposal contrasts strongly with the NSW
model, which sought to give effective physical control of individual generators to
separate trading entities. Another key difference with the NSW arrangements is that
they were implemented to effectively sell the risky energy trading function, whereas
the core purpose of the Panel’s proposal is to drive structural change to improve
competitive outcomes in Tasmania.
Figure 1.1 summarises the likely structure of the Tasmanian wholesale energy market
under this reform path.

396

Continued regulation of the FCAS market is likely.
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Figure 1.1 – Structure of the Tasmanian Market under the GenTrader proposal
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Under the proposed arrangements, the GenTraders would each have contractual
rights to dispatch a share of Hydro Tasmania’s energy output. Hydro Tasmania
would not have the right to contract with any other parties for the provision of
energy, except to the extent required to maintain the SPS and in the transitional
period it takes for the existing contractual arrangements to expire.
The GenTraders’ trading rights over Hydro Tasmania’s energy output would be
based on the overall physical characteristics of Hydro Tasmania’s generation plant
and its available water storages. This means that the GenTraders – and not Hydro
Tasmania – would assume the long-term hydrological risk associated with low water
inflows. However, Hydro Tasmania would be exposed to the risks of Availability
Liquidated Damages (ALDs) if it did not meet its contractual obligations to supply
energy up to its self-stipulated GenTrader energy budgets.
GenTraders could also be given rights in respect of the bidding of Hydro Tasmania’s
ancillary services capability, although this is not central to the model. If this were
undertaken, it could allow Tasmanian FCAS397 pricing to be liberalised, which the
Panel considers to be a desirable long term outcome.

397

Frequency Control Ancillary Service.
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Alternatively, Hydro Tasmania could retain responsibility for bidding its FCAS
capability subject to satisfying the GenTraders’ energy dispatch preferences and
maintaining system security. If this latter approach were adopted, it would always
be open to the Government to institute a more decentralised approach to FCAS
procurement and pricing at a later stage if considered worthwhile.
At a practical level, GenTraders would determine their own bids in relation to their
energy budget (and potentially market ancillary services) and Hydro Tasmania
would assemble and place these bids with AEMO to turn the ‘virtual’ bids into
physical dispatch bids for its power stations. Basslink would operate similar to a
regulated interconnector, with the direction of flows determined by relative prices
and participant bidding behaviour (subject to system security requirements and
potentially the avoidance of counter-price flows).
AEMO would interact with Hydro Tasmania in precisely the same way it does now.
AEMO would issue dispatch instructions as well as all market directions, notices, etc
to Hydro Tasmania. AEMO would settle all financial flows with Hydro Tasmania, just as
it does now, and Hydro Tasmania would likewise be required to settle with the
GenTraders.

1.1

Existing contracts

Hydro Tasmania’s current financial obligations under existing hedge contracts would
be passed on to the GenTraders. This does not mean that the existing contracts
would be formally novated or transferred to the GenTraders. Rather, existing
contracts would be ‘backed-to-back’ between Hydro Tasmania and the
GenTraders in such a way as to spread Hydro Tasmania’s risk exposure under the
contracts equally between the GenTraders. This means that there would no
disruption to the existing contractual arrangements.
This form of ‘virtual’ novation would also apply to the current MI contracts. In
practical terms, this means that each GenTrader would have an equal share of
exposure to each MI contract. In the event of a MI load departing, each of the
GenTraders would bear some of the consequences. This would help address
concerns that have been raised about whether if individual GenTraders had specific
contracts assigned to them individually, they would respond to the risk of a MI load
departing by refraining from negotiating contracts with other large loads.

1.2

Future contracting

All future hedging contracts would be negotiated between the GenTraders and
market participants. Hydro Tasmania would be prohibited from entering into new
hedging or physical supply contracts.
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In relation to recontracting, the largest current MI contract is in relation to Pacific
Aluminium’s Bell Bay smelter. While a contract of this size is clearly supportable in
aggregate by the Tasmanian system, this contract would closely match the firm
energy budget of an individual GenTrader if they were all evenly sized. If this
occurred, the revenues of the relevant GenTrader would be dominated by its
contract with Pacific Aluminium, and this may prove an unacceptable risk.
If a single GenTrader was unwilling to supply such a large load, the customer or that
GenTrader could seek to lay off some of this risk to other GenTraders. Similar risksharing arrangements occur in the NEM when generators take units off-line for
servicing.
The other GenTraders would have strong incentives to assist one another to manage
these contracting risks because otherwise there would be an increased chance that
a major load would depart Tasmania, thereby exposing all the GenTraders to the risk
that demand falls and, along with it, price. For these reasons, the Panel does not
believe that other measures need to be taken to ensure large load contracting
continues in an efficient manner once the existing contracts expire. Nonetheless, it is
recognised that transaction costs would be higher for negotiating very large
contracts than under the current structure, which are bilateral.

1.3

Hydro Tasmania’s business model under the GenTrader
reform

Hydro Tasmania’s focus would be on operating and maintaining its physical
infrastructure as well as interacting with AEMO as required to give effect to the
GenTraders’ spot market trading decisions in accordance with the parameters set
out in the GenTrader contracts. Hydro Tasmania would be highly focused on
operating and maintaining the hydro system to maximise operational efficiency – as
this is how it derives commercial value – and minimising operational risk.
Hydro Tasmania’s revenues would come from its contracts with the GenTraders, who
would collectively pay:


Hydro Tasmania’s efficient forecast operating and maintenance costs (fixed
and variable);



Hydro Tasmania’s efficient forecast capital costs; and



an additional sum which would be ‘at risk’ if Hydro Tasmania did not provide
energy as required and was obliged to pay ALDs (see below).

The GenTraders would pay these amounts in accordance with their relative energy
budgets, which are proposed to be equal.
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These payments would have desirable incentive properties. The payment in respect
of Hydro Tasmania’s forecast efficient costs would encourage Hydro Tasmania to
minimise its costs. This is because Hydro Tasmania would be able to retain any
difference between its forecast costs and its actual costs for the term of the
GenTrader contracts. Conversely, Hydro Tasmania would be exposed to the risk of its
costs rising faster than forecast.
The ‘at risk’ payments would encourage Hydro Tasmania to deliver energy as
stipulated under the GenTrader contracts. The ‘at risk’ payments would represent
Hydro Tasmania’s maximum reward and penalty for delivering or failing to deliver,
respectively, the GenTraders’ chosen quantities of energy as they wish them to be
offered into the market. Any further reward or penalty would be a matter for
commercial negotiation between Hydro Tasmania and the GenTrader(s) in question.
Depending on decisions made in relation to allocation of financial value between
Hydro Tasmania and the GenTraders, a portion of Hydro Tasmania’s debt and equity
would be transferred to the GenTraders. This would be a key issue for design in the
implementation phase, particularly in shaping the incentives applying to both Hydro
Tasmania and the GenTraders.
The intended outcome of these arrangements is that the role and incentives of
Hydro Tasmania would be focused on it being a prudent and commercially-driven
asset operator. This focus on asset management will mean that Hydro Tasmania’s
managers continue to drive the reliability of its generation system, particularly as
unreliability could lead to Hydro Tasmania paying penalties to the GenTrader.

1.4

GenTrader’s business model under the GenTrader reform

The GenTraders would be responsible for making all material commercial trading
decisions in relation to the energy available from Hydro Tasmania’s infrastructure.
The GenTraders would each have an equal share of Hydro Tasmania’s discretionary
energy budget as well as equal shares of Hydro Tasmania’s semi-discretionary
energy output.
The obligations on the GenTraders to make payments to Hydro Tasmania would be
invariant to the GenTraders’ wholesale market revenues. This would provide the
GenTraders with strong incentives to expend their energy budgets in the spot market
and to enter derivative contracts in a way that maximises the value of their energy
entitlements. This would promote efficient utilisation of Hydro Tasmania’s assets and
water resources for the benefit of the State.
The competitive benefits of the GenTrader model would accrue from competition in
wholesale spot market bidding and contract trading rather than from underlying
cost efficiencies.
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Although energy from Hydro Tasmania’s plant would always be required to meet
Tasmanian demand, meeting demand may not always or even frequently require all
GenTraders to offer all their available discretionary energy into the spot market
simultaneously. The ability of demand to be satisfied without one or more of the
GenTraders offering their energy into the market would impose a competitive
discipline on all the GenTraders, encouraging them to bid and contract their energy
at prices closer to the competitive opportunity cost of their water than is the case for
Hydro Tasmania at present.
It is this competitive discipline that would provide large national retailers with
confidence that their substantial sunk investments would not be stranded if they
chose to enter the market.

1.5

How many GenTraders are appropriate?

As a general rule, for an energy market to be highly competitive, the largest
generator should be no larger than the safe level of energy reserves in that market.
For example, if a reserve plant margin (RPM) is 20 per cent then no generator should
be larger than 20 per cent of the total capacity of the market. That is, with a
20 per cent RPM there should be five or more generators.
While this is a fairly crude rule, it has proven to be an effective method for the design
structure of a power market. The economic logic of this approach is that no
generator is so large that it has to be operated to meet demand. If all generators
are required to operate to meet demand then generators could command very
high prices safe in the knowledge that they will have to be dispatched to satisfy
demand.
More sophisticated analysis by Frontier Economics for the Panel compared the
potential market outcomes given different numbers of GenTraders, having regard to
the fact the market also involves competition from TVPS and power delivered from
interstate over Basslink. The appropriate number of GenTraders requires trading off:


benefits from greater wholesale market competition brought about by a
larger number of GenTraders – the larger the number of GenTraders, the less
likely and frequently any individual GenTrader would have the ability to
profitably ‘give less and take more’ for its energy; against



diseconomies of splitting up the Hydro Tasmania trading function between an
excessive number of entities – each additional GenTrader would impose
direct costs of maintaining the GenTrader as well as indirect costs from
spreading limited trading expertise more thinly across the GenTraders.

The Frontier analysis combined with the Panel’s investigations suggests that three
GenTraders is the most appropriate number.
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In general, NEM jurisdictions that have pursued energy reforms have undertaken
horizontal disaggregation to the point of setting up at least three competing
generation businesses – consider the record of Victoria, New South Wales, South
Australia and, until recently, Queensland.
The establishment of two, rather than three GenTraders would still deliver a very
substantial competition benefit by comparison with the status quo.398 However, the
establishment of three GenTraders would be the preferable outcome as it is less likely
that, through time, three generators could tacitly collude, particularly where they
are competing with TVPS and interstate generators.

1.6

Peer Review of the Approach

Aurora Energy engaged Concept Consulting Group399 to review the GenTrader
model proposed by the Panel in the Draft Report. The Concept Report has been
provided on a confidential basis to the Panel.
The Report provides what Concept describes as a ‘moderately detailed analysis’ of
how a GenTrader model would operate, the incentives it would create, and its likely
performance.
Concept concluded that a contractually-based GenTrader model:
“…can provide the correct incentive structure for market participants, and capture the
benefits of diversity and greater collective knowledge, without losing the benefits of
more detailed coordination at the physical level.”

The Concept work referred to precedents from Canada, Brazil and the USA that are
based on physical contracts that provide confidence the approach can be
implemented.
Hydro Tasmania has raised concerns that the implementation of the GenTrader
arrangements will lead to significant shortcomings arising from the separation of the
physical generation business and the trading business:
“The arrangements will need to replace the discretionary control currently exercised by
Hydro Tasmania over efficient allocation of resources with a prescribed set of rules to
operate in perpetuity. These rules will need to match the complexity of the hydro
system and the only certainty is that they will fail to do so.400

398

399
400

The analysis undertaken by Frontier on the relative competitive outcomes under different GenTrader scenarios
showed that there were substantial reductions in the opportunity for strategic bidding with the creation of two
GenTraders, relative to the status quo. The opportunities for withholding capacity and driving up spot prices is
further diminished with the establishment of 3 GenTraders, although the additional competitive gains are modest
relative to that from creating just two GenTraders. See Section 12.3 on p.92 of the Frontier Report, which is
available on the Panel’s website www.electricity.tas.gov.au.
Concept is based in New Zealand.
Hydro Tasmania submission on Draft Report, pp. 29-30.
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Concept explored the implications of the GenTrader model for hydrological risk
management, and came to similar conclusions as the Panel. Specifically:
The basic approach creates a synthetic, but largely equivalent, set of incentives for a
group of Traders to manage their own energy reservoir(s). Meanwhile physical
dispatch, low-level coordination, and optimisation of machine efficiency would be
handled by a single party, the hydro operator. We argue that the benefits of diverse
opinions, greater collective knowledge, reduced gaming incentives for the incumbent,
and maintaining the incentives for efficient and appropriate physical management will
provide benefits without creating the complex protocols and physical coordination
procedures that could be required for any physically-based scheme.
The nature of the problems to be solved [in relation to water/energy management]
does not really change, no matter what organisational form is adopted... an
organisation facing a problem of this complexity will dis-aggregate it, internally, and will
have to approximate many aspects of the situation in order to facilitate higher-level
decision-making. The approximations involved in typical high level decision-making
models are comparable to those proposed [in the GenTrader model]. And yet highlevel decisions continue to be made on the basis of such approximations, to the
apparent satisfaction of all concerned” (emphasis added).

The Conclusion of the Report states that:
“…while we see some requirement for careful development work, we see no major
technical barriers to implementing a Trader regime based on contracts involving a
virtual representation of generation system capacity. We suggest that the most
promising contractual form is probably a financial contract under which Traders can
specify price-sensitive nomination curves. A financial contract approach has not, to
our knowledge, been employed elsewhere to explicitly reflect hydro system
characteristics in quite the way discussed here, but we have discussed several
international analogues to this arrangement, using physical contracts.”

The Concept Report contains a discussion of a variety of issues and matters of detail
that would need to be considered in the implementation phase. In considering the
Report, the Panel concludes that there are a variety of approaches that could be
applied to deal with specific implementation matters, each with their own strengths
and weaknesses. Importantly, independent verification by third party provides
additional assurance that the GenTrader model is both workable and will deliver the
outcomes anticipated by the Panel.

1.7

How would it work?

The attachment at the end of this appendix provides a simplified example of the
GenTrader model.
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2.

Key terms in contracts between Hydro
Tasmania and the GenTraders

A Term Sheet with all key terms (in terms of policy interest) is set out below. This
section explains the underlying premise for the most significant of these terms.

2.1

Exclusivity

Hydro Tasmania would be required to deal exclusively with the three GenTraders in
terms of supplying energy (and ancillary services if relevant) from its current capacity
and any additional capacity developed by Hydro Tasmania or any related entity.
This exclusivity is important to ensure that Hydro Tasmania does not compete with
the GenTraders, as this would be likely to cause instability in the contractual
arrangement and this could adversely affect the durability of the arrangements. This
would also prevent Hydro Tasmania using taxpayer funds to restore their primacy in
the Tasmanian region.

2.2

Contract quantities

The contract would need to distinguish between Hydro Tasmania’s firm and non-firm
energy outputs. The aim of making this distinction is to ensure that there is an
appropriate allocation of the hydrological risk between Hydro Tasmania and the
GenTraders. The GenTraders would accept long-term hydrological risk from changes
in water inflows, whereas Hydro Tasmania would face shorter-term risk associated
with the management and utilisation of those inflows. This allocation of the
hydrological risk is intended to achieve:


a diversified approach to the utilisation of Hydro Tasmania’s energy budget
given unavoidable uncertainty about the levels of future water inflows,
carbon prices and so on; and



a unified approach to the operation of Hydro Tasmania’s infrastructure to
promote efficiency given the complementarities and interdependencies
between different components of that infrastructure.

Such an allocation of risk would direct Hydro Tasmania’s exposure to variables within
its control while also providing a reasonable level of certainty for GenTraders as to
how much energy they could trade over a certain period.
The contract would provide for an energy budget prepared annually by Hydro
Tasmania that specifies, among other things, the total firm amount of energy
available each year. The method for establishing the energy budget would be
specified in the contract so as to allow GenTraders to verify their budgets. This
process would be based on the approach that Hydro Tasmania currently uses for
determining its own energy budget.
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The characteristics of the energy budgets would be specified further to reflect key
water use constraints faced by Hydro Tasmania, for example the amount of energy
available in each dispatch interval, minimum generation levels (to account for any
must-run plants), and a weekly/monthly/quarterly generation profile.
The contract would need to provide some flexibility for Hydro Tasmania to adjust
these contract parameters to account for water inflow variability, maintenance
cycles, etc. However, this flexibility cannot be open-ended as otherwise there would
be too much output risk for the GenTraders and Hydro Tasmania would be relieved
of important drivers for efficiency and effectiveness.
In terms of non-firm energy, the contracts would need to recognise that above a
certain quantity of output, there is greater variability of supply given hydrological risk.
Just as Hydro Tasmania currently has access to this non-firm energy to trade
opportunistically, so should the GenTraders.
Hydro Tasmania has greater certainty of the availability of this non-firm quantity in
the near term relative to farther into the future. To improve certainty for GenTraders,
the contract would provide for Hydro Tasmania to declare the quantities of non-firm
energy it considers would be available over the next couple of years.
Hydro Tasmania would have greater accountability for delivering quantities in the
near term and would have the right to revise its non-firm estimates farther into the
future where Hydro Tasmania has less certainty. These considerations are currently
made within Hydro Tasmania today and the same processes would be employed in
the future under the GenTrader arrangements.
In relation to ancillary services, the GenTraders could be responsible for bidding
frequency raise and lower services and non-market network control ancillary
services. To achieve this, a schedule of available ancillary services would need to be
established. This schedule would need to identify the total amount of frequency
raise and lower available at each point in time, as well as reactive power support
services. Each GenTrader would be entitled to a share of these services. Allocating
rights for ancillary services is not central to the reform model, and leaving Hydro
Tasmania responsible for ancillary services is also an option.

2.3

Banking and trading

To ensure an efficient use of water, it would be necessary to allow GenTraders to
bank some of their energy budgets. This would allow GenTraders the option of
preserving water in times of abundance in anticipation of periods when water
supplies may be scarce.
This banking must have some time restrictions because of physical water storage
limitations within the hydro system. Banking rules would need to be based on Hydro
Tasmania’s current procedures for storing and releasing water. The banking rules
would be developed in the implementation phase of the reforms and cannot be
determined at this stage as they will need to be informed by Hydro Tasmania’s
current practices.
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To ensure that there is efficient use of the available water, GenTraders could be
allowed to trade energy entitlements between themselves. To facilitate such
trading, Hydro Tasmania would be required to log all banking, trades and interGenTrader trades. Given the ability of the GenTraders to achieve equivalent
outcomes through financial contracts in the energy market, this facility may not be
required.

2.4

GenTrader shares

Each GenTrader would be entitled to a one-third share of the total energy (and
ancillary services) budget. The Panel notes that Hydro Tasmania is of the view that
competition may be compromised by having GenTraders of similar sizes.
The key feature is the ‘structure’ of the generation sector - as measured by the
relative size of the capacity of each GenTrader and this relative to the overall size of
the market. The important thing is to ensure that no one GenTrader is so large that
demand cannot be met without it offering its capacity into the market – known as a
‘hold-out’.401 While this condition may not be satisfied for all trading periods, if the
market is to be competitive, it is important to minimise the times when GenTrader
hold-out is possible. If the shares of Hydro Tasmania’s output are not even, this
increases the likelihood that one GenTrader could dictate terms to the market. For
this reason, the Panel proposes GenTraders be established equal in size.

2.5

Availability liquidated damages and liability cap

It is important for both Hydro Tasmania and the GenTraders to have strong financial
incentives to adhere to their contract obligations. For this reason, the contracts
between Hydro Tasmania and the GenTraders would provide for financial penalties
for non delivery of firm and non-firm energy and ancillary services (if appropriate). In
terms of firm energy, the Availability Liquidated Damage (ALD) payment would be
equivalent to the Market Price Cap, since there is a high likelihood that a loss of firm
energy would result in unmet demand.
It is less likely that a failure to meet contracted non-firm quantities would result in
unmet demand. Therefore a lesser financial penalty should apply if Hydro Tasmania
does not meet its non-firm output obligations. For example, this penalty could be
based on the LRMC of generating electricity to replace the power not supplied by
Hydro Tasmania.
The Panel proposes a cap on the total ALDs that would be paid in any year. The cap
should be set at the level of ‘at risk’ payments made by the GenTraders to Hydro
Tasmania in any year. If Hydro Tasmania did not incur any ALDs in a year, it would be
entitled to keep the ‘at risk’ payments for that year. As noted above, any further
reward or penalty would be a matter for commercial negotiation between Hydro
Tasmania and the GenTrader(s) in question.

401

This is a major shortcoming of the existing wholesale market structure in Tasmania.
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2.6

Duration of contracts

In order for this reform path to achieve its objectives of developing competition and
providing greater confidence to market participants, it is important that other
stakeholders view the reform path as durable. This suggests that the contractual
arrangements between Hydro Tasmania and the GenTraders should be long term.
However, with long term contracts comes a great deal of uncertainty, for both
contract parties. In particular, as a contract progresses, it becomes less likely that
forecast costs and technical parameters reflect efficient costs and parameters
under the conditions that transpire in practice. This presents risk for both parties. For
example, if Hydro Tasmania’s actual costs were unavoidably higher than provided
for under the contract, this would result in financial losses for Hydro Tasmania. If
forecast costs were set well above actual efficient costs, the GenTraders would be
uncompetitive in the market.
It is possible to overcome some of these uncertainties by providing for periodic
reviews of key contract terms. However, these reviews can become battlegrounds
that can lead to contract frustration and instability.
GenTraders would be fearful that Hydro Tasmania would not have any incentive or
motivation to reach agreement in a periodic contract parameters review. Whilst the
contract could make provision for an independent review process, any
independent review would ultimately be dependent on the evidence provided by
Hydro Tasmania on matters such as operating and maintenance costs, technical
capabilities of the plants, etc. It may be difficult for an independent reviewer to
contradict the views of Hydro Tasmania, particularly if there are limited peers to
facilitate a comparative analysis to assist in verifying claims made by Hydro
Tasmania on matters of cost and technical performance.
Nonetheless, Hydro Tasmania has shown that it currently seeks independent review
and analysis of its operation for internal, regulatory and commercial purposes. While
the contract reopener arrangements are a complication of the GenTrader model,
they are not a fatal flaw and can be made to work by balancing the risks and
incentives of Hydro Tasmania and the GenTraders in the contract framework. This
would be a key task in the implementation phase.
An alternative approach for balancing the interests of the parties would be to fix all
key technical and economic parameters in the contract and set the contract
duration to a period where these values could be set with some confidence; say 1520 years. At the end of this term the contract could be extended on the option of
the GenTrader, but after key technical and economic parameters have been
reviewed.
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2.7

Payments from GenTraders to Hydro Tasmania

In return for their rights to trade Hydro Tasmania’s energy, the GenTraders would be
required to make contract payments to Hydro Tasmania on a predetermined basis.
These contract payments would be based on forecast efficient costs faced by
Hydro Tasmania in operating and maintaining its assets and Hydro Tasmania’s
Basslink-related costs. The GenTraders would also be required to pay Hydro
Tasmania’s forecast capital costs to enable Hydro Tasmania to refurbish or replace
its assets. Finally, as noted above, the GenTraders would each be required to make
an ‘at risk’ payment to Hydro Tasmania, which would set Hydro Tasmania’s
maximum reward and penalty (through ALDs), respectively, for delivering or failing to
deliver the GenTraders’ chosen quantities of energy as they wish them to be offered
into the market. As noted above, any additional rewards or penalties would be a
matter for commercial negotiation between Hydro Tasmania and the GenTrader(s)
in question.
In order to preserve the incentives for efficient dispatch decisions, forecast fixed
costs would be reflected as fixed contract payments and forecast variable costs
would be reflected as variable contract payments.
Establishing the nature and level of payments for the duration of the long term
contract would entail forecasting efficient operating and maintenance costs
(including asset reinvestment costs) for the duration of the trading rights. This would
require preparation of asset management programs for the duration of the
contracts - noting that Hydro Tasmania has a rolling 10-year asset maintenance plan
and framework in place - and costing asset management programs (subject to
defined cost escalation).
As discussed above this would also expose the counterparties to the risk that the
contract payments diverge from costs over the duration of the contract. This risk
could be managed by choosing a contract duration such that it was unlikely there
would be a material difference between actual and contracted costs. Alternatively,
as discussed above, there could be contract re-openers to deal with the risk of
differences between the actual and contracted costs.
It is the Panel’s preference to set the contract charges fixed for the contract
duration of 15-20 years and make them subject to review at the end of the contract
when the GenTrader would have an option to renew the contract term.
There is a significant challenge in determining the level and structure of these
charges. In the Hydro Tasmania system, which is dominated by hydro generation,
the largest expenses are operation and maintenance costs. Hydro Tasmania would
have a strong incentive to overestimate these costs to shift value from the
GenTraders to itself. Hydro Tasmania would also be likely to argue that the majority
of these costs are fixed in order to reduce the variability in its revenues.
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It would be important for the Government to secure independent expert advice on
the costs of maintaining and operating Hydro Tasmania’s plant over the duration of
the contracts.
Hydro Tasmania has made sustained efforts to understand and reduce its operating
costs drivers in recent years, and has undertaken considerable work on its detailed
10-year plant maintenance plan. There is considerable historic information available
to provide a strong foundation for informing the development of an appropriate set
of charges.
In establishing these contracts, the Government would also benefit from any
international benchmarks. Hydro Tasmania have used similar approaches for
assessing its own maintenance performance over time, so there is no reason why
similar measures could not be used to inform this process. Ultimately, however, the
Government would need to determine these charges as Hydro Tasmania is very
unlikely to agree a set of charges that reflect efficient costs.

2.8

SPS

The System Protection Scheme (SPS) arrangements maximise the transfer capability
of Basslink. While there are a number of agreements and parties that support the SPS
(see below), the central driver is that Hydro Tasmania is currently incentivised to
maximise the trading opportunities available from Basslink by maximising the link’s
transfer capabilities. Demand side participants in the scheme are incentivised to
participate as they bring value to Basslink because of their ability to very rapidly
interrupt load. These same incentives and value opportunities exist under the
GenTrader model, although some of them transfer to other parties. In this context,
there would be some additional commercial agreements, but the core agreements
would remain on-foot.
The SPS arrangements presently consist of a series of contracts including contracts
between:


Basslink and Hydro Tasmania under which Hydro Tasmania receives the
Basslink IRRs and pays the Facility Fee to Basslink;



Transend and Basslink under which Transend is obliged to operate the SPS in
return for payment of its costs by Basslink;



Hydro Tasmania and four SPS load participants under which Hydro Tasmania
rewards the SPS load participants for their tripping services through IRRbacked hedging contracts based on Victorian contract prices in exchange
for the load participants agreeing to maintain their SPS service agreements
with Transend;



Transend and SPS participants (including the four SPS loads and 16 Hydro
Tasmania generators) under which participants agree to their facilities being
operated as required under the SPS; and
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Hydro Tasmania and Transend under which Hydro Tasmania acts as a
guarantor for Basslink’s payment of SPS-related charges and indemnifies
Transend against risks from third party claims arising from a failure of the
scheme.

Under the GenTrader model, the structure of these agreements would not need to
change.
It would be appropriate for the GenTraders to collectively and jointly ‘virtually
replace’ Hydro Tasmania under the first, third and fifth agreements through a series
of back-to-back contracts to preserve the incentives inherent in the current
arrangements.
This would mean, for example, that the GenTraders would each receive a share of
the northward and southward IRRs. It would also mean that the GenTraders would
be responsible for funding payments to Transend and the SPS loads to compensate
them for their participation in the scheme.
The GenTraders could then, subject to meeting competition concerns, appoint one
of their number or a third party to negotiate tripping and run back services for the
SPS on their behalf instead of Hydro Tasmania, while leaving Hydro Tasmania as the
formal counterparty to the relevant SPS contracts.
An additional SPS agreement could also be required under the GenTrader model
between the GenTraders and Hydro Tasmania, under which the GenTraders
compensate Hydro Tasmania for its operational costs of providing tripping and run
back services from its generators. This agreement would work in a similar way as the
existing cost compensation agreement between Transend and Basslink.

2.9

FCAS

Multiple types of FCAS are required to maintain power system security in the NEM. A
particular concern in Tasmania is that there are currently few physical sources of
FCAS fast raise services and all of these originate from Hydro Tasmania’s plant. The
provision of on-island FCAS is highly dynamic, as the quantity required is a function of
flows on Basslink and the specific patter of on-island generation that is deployed to
meet demand at a particular point in time.
Due to the fact that FCAS is a dispatched through market-based bidding in the
NEM, combined with Hydro Tasmania’s market power in relation to FCAS in
Tasmania, the TER has implemented a regulatory arrangement for purchases of
FCAS in Tasmania -i.e. other generators, such as TVPS. This is in the form of a fall back
hedge contract.
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The hedge dampens Hydro Tasmania’s incentives to provide FCAS at times of high
energy prices, other things being equal, as it effectively only receives the hedge
price. The Panel understands that Hydro Tasmania responds to these dampened
incentives by trading-off the limited ancillary services revenue it can obtain from
providing increased FCAS against the additional Basslink flows and energy output
made possible by the provision of increased FCAS. Therefore, Hydro Tasmania
effectively internalises some of the benefits of increased FCAS provision that it
cannot capture through high prices for FCAS.
As noted above, there are two key approaches for handling the bidding of Hydro
Tasmania’s FCAS capability under the GenTrader model, with the decision on
approach not pivotal to the overall design of the GenTrader model.
One approach would be to provide each of the GenTraders with an allowance for
different FCAS that changed in real time based on plant dispatch and then to deregulate FCAS procurement in Tasmania. This would require Hydro Tasmania to be
obliged to supply the required FCAS at minimum cost. The GenTraders would in turn
be obliged to pay Hydro Tasmania’s costs in exchange for an entitlement to FCAS
revenues.
An advantage of this approach is that it could allow Tasmanian FCAS pricing to be
liberalised. For this reason, both AEMO and the Panel consider there is merit in
pursuing the allocation of FCAS bidding to the GenTraders in the first instance.
Alternatively, it may be simpler for Hydro Tasmania to retain responsibility for bidding
its FCAS capability subject to satisfying the GenTraders’ energy dispatch
preferences, which in turn would be subject to an overriding obligation to maintain
system security. If this approach were chosen, it would always be open to the
Government to institute a more decentralised approach to FCAS procurement and
pricing at a later stage if considered worthwhile.
Through its consultation process, the Panel became aware of a more specific
concern about FCAS under the GenTrader model, which arises from the interaction
between FCAS provision, energy dispatch and Basslink flows. The Panel understands
that inadequate local provision of FCAS, while not compromising system security,
can lead to counter-price flows on Basslink and can be an impediment to reversing
those counter-price flows due to the +/- 50 MW ‘no-go zone’ on Basslink.
For example, on a day of high demand in Victoria, the Victorian RRP may be
relatively high. However, due to a lack of local FCAS availability in Tasmania, flows
on Basslink may be forced to go or remain southward in order to ensure Tasmania
can access sufficient FCAS to meet system requirements.
Under the current market arrangements, Hydro Tasmania has a strong incentive to
bid in such a way as to increase its energy dispatch sufficiently to overcome the nogo zone on Basslink and to reverse flows northward towards the high Victorian price.
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The question is whether multiple separate GenTraders would individually and
collectively have a similar incentive to sufficiently increase their energy dispatch
under these conditions to reverse the counter-price flows.
The Panel notes that under the GenTrader model, the GenTraders would each
benefit from with-price flows on Basslink, particularly at times of high Victorian prices,
so long as they were entitled to the northward IRRs as Hydro Tasmania is presently.
This would encourage the GenTraders to bid so as to increase Hydro Tasmania’s
dispatch sufficiently to reverse counter-price flows.
If there was any doubt as to the strength of GenTraders’ incentives to increase their
energy bids to reverse counter-price flows, they could be given an additional
inducement in the form of an IRR entitlement based on their relative levels of
dispatch in each trading interval. This would enhance their incentives to get
dispatched at times of high Victorian prices and counter-price flows on Basslink.
Such an approach to the allocation of IRRs could also be applied at times of normal
(with-price) southward flows. This is because under tight Tasmanian demand-supply
conditions and southward with-price flows on Basslink, allocating southward IRRs to
the GenTraders based on their relative dispatch levels would encourage them each
to bid to maximise their dispatch. This would be pro-competitive and also promote
dispatch efficiency.
The Panel notes that there could be some harm to dispatch efficiency from
allocating IRRs based on dispatch. This is because it would give GenTraders
incentives to bid below their opportunity cost of water in certain scenarios. However,
the Panel considers that these incentives would be relatively mild and would be
offset by more competitive bidding behaviour.
In summary, the Panel favours, at the margin, allocating rights in respect of the
bidding of Hydro Tasmania’s FCAS capability to the GenTraders. If this was found to
be impracticable or not worthwhile, Hydro Tasmania could retain responsibility for
bidding its FCAS capability subject to satisfying the GenTraders’ energy dispatch
preferences and maintaining system security.
The GenTrader arrangements should not compromise incentives for high levels of
energy dispatch to reverse counter-price flows that have been driven by local FCAS
requirements. If there was any question over the incentives of GenTraders to
increase dispatch to reverse counter-price flows, the Panel considers that Basslink
IRRs could be allocated amongst the GenTraders based on their relative energy
dispatch. While this may cause some minor harm to dispatch efficiency, it ought to
ensure that the value of Basslink IRRs were maximised.
Further work on resolving these technical matters is a key task for the design of the
implementation arrangements. This would be a collaborative exercise between
Hydro Tasmania, Transend Networks and AEMO.
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3. Summary Term
Contracts
Term
Background

Sheet

for

GenTrader

Description/comments
Three GenTrader contracts that cover all of the output
from existing Hydro Tasmania plants (not including wind).
Contracts to be long term – 20 years
GenTraders have right to a block of energy that they
can bid into the NEM. The model does not involve
GenTraders bidding particular generating plant.
Hydro Tasmania will continue to manage the operation
and maintenance of all plants.
Hydro Tasmania is obliged to assemble GenTrader bids
and to reflect the totality of these bids into the bid on
each plant to give effect to the same level of output
and price implied by the GenTraders bids.
GenTraders earn all pool revenues which are passed on
from Hydro Tasmania who remains the Financially
Responsible Person under the Rules.

Parties

Hydro Tasmania and three small and specialised new
GenTrader State Owned Corporations.

Contract term

20 years

Term extension

GenTrader has right to negotiate term extension but
must give notice four years before expiration of Term.
Hydro Tasmania must negotiate in good faith and
exclusively with each of the GenTraders. All key contract
parameters are open for negotiation. If a binding
agreement is not reached within two years of expiration
of Term then HT can continue to negotiate with
GenTrader, and others.

Dedication of Energy and
Ancillary Services output

All energy and ancillary services (if appropriate) output
from all of Hydro Tasmania current and future (non-wind)
capacity to be dedicated to GenTraders. Hydro
Tasmania cannot sell any energy and ancillary services
output to any other party.

Other power station outputs

Hydro Tasmania has title and right to use all power
stations outputs except for Energy and Ancillary Services
(if appropriate).
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Term
Firm and Non-Firm Energy

Description/comments
Hydro Tasmania output to be separated into firm and
non-firm amounts annually. Hydro Tasmania to
determine firm and non-firm levels on a rolling basis,
having regard to climatic conditions. Non-firm is all
energy available above firm level.
A common Energy Availability Profile is to be provided to
each GenTrader X months before the commencement
of a Year, setting out, by week, that amounts of energy
available to each GenTrader. No revisions allowed by
Hydro Tasmania once Energy Availability Profile has
been posted, except for FM and Substantial and Total
Loss events.
At commencement of each Month Hydro Tasmania to
determine a Total Non-Firm Energy Amount available for
each month for following 2 years. Once declared, Hydro
Tasmania must make best endeavours to deliver the
Non-Firm energy amount. In any month Hydro Tasmania
can adjust Non-Firm Energy Amount upwards by any
amount and downwards by no more than X%, Y years
ahead. GenTraders are entitled to shares of Total NonFirm Energy Amount equal to their GenTrader Shares
(see below).

Banking and Surplus Trading

GenTraders can bank X MWh in any Month for a period
of up to X Months, having regard to storage conditions,
as advised by Hydro Tasmania. GenTraders could Trade
surplus energy between GenTraders. IF trading
implemented, trades to be registered with Hydro
Tasmania to ensure Hydro Tasmania can verify that
each GenTrader has not exceeded their Shares (see
below)

GenTrader share of Hydro
Tasmanian Energy

GenTrader Shares of firm capacity are 1/3 of Hydro
Tasmania’s available output.

Operation and maintenance
obligations

Hydro Tasmania is obliged to operate and maintain the
Power Stations and water resources in accordance with
all Laws, Authorisations, Regulations, Contracted
Requirements (see below), and Good Electricity
Operating Practice.

Contracted Technical
Standards

Hydro Tasmania to meet plant performance standards
to allow GenTraders to place bids. These primarily relate
to the maximum amount of energy available to each
GenTrader at each trading interval (surpluses can be
Lent to other GenTraders), ramping rates (raise/lower).
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Term

Description/comments

SPS

Structure of existing SPS agreements would be
unchanged, but Hydro Tasmania’s rights (including IRRs)
and obligations would be passed-through to GenTraders
via back-to-back contracts. An additional agreement
would be required between Hydro Tasmania and the
GenTraders to compensate Hydro Tasmania for its
operating costs of providing tripping and run-back
services from its generators.

FCAS

Preference for the bidding of Hydro Tasmania’s FCAS
capability to be allocated to the GenTraders. However,
it could be retained by Hydro Tasmania if allocation to
GenTraders was impracticable or not worthwhile.
Allocation of Basslink IRRs to GenTraders could
potentially be based on GenTraders’ relative dispatch if
any concerns about their incentives to dispatch
sufficient energy to reverse counter-price flows driven by
local FCAS requirements.

Penalties for non-delivery of
Energy

Penalty for non-delivery of Firm Energy is Market Price
Cap. Penalty for non delivery of Non-Firm energy is the
LRMC of new CCGT as determined by the TER or
equivalent.

Liability cap

Maximum Liability Cap to apply to Penalties payable in
any Year. In Year the Maximum Liability Cap is equal to
the Fixed Capacity Payments payable in that year.

Regulatory requirements

Hydro Tasmania to adhere to all regulatory requirements
(e.g. environmental regulations, development consent
terms and conditions and water entitlements,
environmental
flows,
agricultural
use,
pumping
restrictions, etc.)

Contractual Requirements

Hydro Tasmania to meet all requirements of current
contracts to ensure Hydro Tasmania can continue to
deliver output (e.g. meet all obligations under
Connection and access contracts).

NEM requirements

Hydro Tasmania must comply with all requirements of
the Market Rules, including paying pool fees, complying
with all directions of the Market Operator, all national
Electricity Market Laws. Hydro Tasmania must meet all
prudential requirements set by the Market Operator.
Hydro Tasmania must maintain all registrations
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Term

Description/comments

Connection and Access

Hydro Tasmania responsible for the connection of the
Power Stations to the Transmission system. Hydro
Tasmania to make all payments required under the
Connection Agreements. Hydro Tasmania to be diligent
in enforcing rights under Connection Agreement.
GenTraders must not do or omit to do anything which
would cause Hydro Tasmania to be in breach of
Connection Agreements.

Metering

Hydro Tasmania is responsible for all metering of power
and water and obliged to maintain all meters to the
required standard

Settlement

Hydro Tasmania will maintain their settlements with the
Market Operator and will maintain a back-to-back
settlement arrangement with the GenTrader. All NEM
revenues earned by Hydro Tasmania will be passed
immediately to GenTraders.

Bidding Intermediary

GenTraders must place all bids and rebids with Hydro
Tasmania. Hydro Tasmania must assemble and submit to
the Market Operator all GenTrader bids and rebids to
faithfully give effect to GenTrader bids and rebids.

GenTrader payments to Hydro
Tasmania

GenTraders
Tasmania:

will

make

three

payments

to

Hydro

1.

Fixed operating and maintenance payments

2.

Variable operating and maintenance payment

3.

At risk payments as a
payments to GenTrader

provision for ALD

Payable monthly. Monthly payments take account of
any Netting for Penalties that Hydro Tasmania has
incurred in any Month.
Plant maintenance and
outages

Hydro Tasmania is required to prepare a schedule of
Planned Outages each year for the following five years.
This is to be provided to GenTraders. GenTraders may
request reasonable changes to the Planned Outages
Schedule. Hydro Tasmania must, in good faith,
determine whether the requested changes in the
Planned Outage Schedule can be accommodated.
Ultimately, Hydro Tasmania has right to reject request.
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Term
Capital Expenditure and
Improvements

Description/comments
Hydro Tasmania is obliged to incur capital expenditure
to operate and maintain the Power Stations as currently
configured and to provide the Contracted Technical
Standards (see above).
GenTraders can request Hydro Tasmania undertake
Improvements to increase the available energy, for
which they will be entitled to. Hydro Tasmania must
consider these requests in good faith but ultimately it is
Hydro Tasmania sole decision whether to undertake the
requested Improvements. GenTrader to bear all costs for
the requested Improvements.
Hydro Tasmania can present proposals to GenTraders for
investment in new capital developments to enhance
the output of the hydro system. GenTraders must
consider in good faith but not obliged to agree.

Insurance and Replacement

Hydro Tasmania to maintain adequate plant and
equipment insurance. GenTrader to pay for this
insurance. Hydro Tasmania obliged to apply insurance
proceeds to reinstatement of plant and equipment.

Greenhouse law arrangements

GenTraders liable for all Carbon Costs and is the
beneficiary of all Carbon Benefits (including cash and
non-cash benefits). Hydro Tasmania is obliged to assist
GenTraders minimise Carbon Costs and maximise
Carbon Benefits.

GenTrader credit support

If GenTrader has not prepaid Fixed Capacity Payment
then GenTrader has to provide a security amount equal
to X years of Fixed Capacity Payments. If GenTrader has
prepaid Fixed Capacity Payment, the GenTrader is not
required to provide any additional security amount.

GenTrader step in rights and
Site Access

GenTrader has no step-in rights for a breach of the
Agreement or for any other reason. GenTrader does not
have access to site.

Change Events

If there is a change in Technical Requirements of the
plant, change in Relevant Taxes or Law, Hydro Tasmania
or the GenTrader may request an Adjustment to the
Charges.

Force Majeure

Hydro Tasmania not liable for Penalties in the event of
Force Majeure events, which are events that, in spite of
their best endeavours, results in Hydro Tasmania being
unable to meet their Firm and Non-Firm Energy output
obligations.
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Term

Description/comments

Default, remedies and early
termination, and Re-letting

Agreement is in default is either Party has not paid any
amounts owing, or the Power Stations are Abandoned
or Disconnected. Parties have X days to remedy the
default. If GenTrader defaults and does not remedy,
Hydro Tasmania obligations are suspended. If GenTrader
defaults and does not remedy, Hydro Tasmania can
Terminate the Agreement early. If Early Termination
occurs Hydro Tasmania is required to Re-Let the
agreement and retain any Pre-Payments or Credit
Support payments to cover the costs and losses
associated with the Early Termination.

Indemnities

Hydro Tasmania to indemnify GenTraders against any
loss incurred by Hydro Tasmania for any breach of the
Agreement by Hydro Tasmania or any negligent act or
omission by Hydro Tasmania, or any breach by Hydro
Tasmania of any Regulation, Rule, Law or Authorisation.
Vice versa for GenTrader indemnities to Hydro Tasmania.

Total loss events

If of Total Loss Event occurs (more than X% of the Firm
Energy Output obligations cannot be met in the next X
consecutive years) then any prepaid Fixed Capacity
Payments are to be repaid and the GenTrader can
Terminate the Agreement

Transfer and assignment

GenTrader can reassign the contract with approval of
Hydro Tasmania, not unreasonably withheld. Equivalent
rights for Hydro Tasmania assignment of contract to
another party.

Existing financial hedges and
contracts

Existing financial hedges and contracts to be backedto-backed to GenTraders, allocated between the
GenTraders to provide an equivalent risk position
between GenTraders.

Dispute resolution

Agreement provides for escalating dispute resolution
process. Initially disputes are to be resolved by
Co-ordination Committee, then unresolved disputes to
go to Senior Officers, then Expert determination and
then to Supreme Court.

Information exchange and coordination

Co-ordination Committee to be established between
each GenTrader and Hydro Tasmania. Co-ordination
Committee to establish and maintain procedures,
policies and protocols for managing rights and
responsibilities under GenTrader contract.
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Term

Description/comments

Information, records and audits

Hydro Tasmania to maintain records of plant operation
and maintenance, bidding, dispatch, directions and
responses and market settlements.

Material
contracts
authorisations

Hydro Tasmania to provide GenTraders with copies of all
Material Contracts and Authorisations. Hydro Tasmania
obliged to consult with GenTraders on changes to or
disputes over Material Contracts and Authorisations.

and
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Simplified example of the GenTrader model
Consider a simplified hydro system comprised of:


Two generators – A and B, each of which have storage capability and are
interconnected; and



Two run-of-river generators, C and D, which are stand alone and have no
storage.

Each of the generators has a different level of production capability per unit of
water.
The system is shown below, with storages as at T0:

Storage

120

A
Output/unit of water

5MW

20

0

0

B

C

D

3MW

2MW

1MW

The total energy capability of the system at T0 is 1020 MW, calculated as follows:
Generator A
Generator B
Generator C
Generator D
Total

120*5 = 600 MW
20*3 = 420 MW
0
0
1020 MW

Assume there are three GenTraders, each of which has the right to one-third of the
generating capability of the total system. At T0, each GenTrader has an ‘energy
budget’ of 340MW.
GenTrader 1

340 MW

GenTrader 2
GenTrader 3
Total

340 MW
340 MW
1020 MW

In period T1, assume there are inflows as follows:
Generator A
Generator B
Generator C
Generator D
Total
Inflows per GenTrader

Inflow
2
0
2
1

Energy Equivalent
2*5MW = 10 MW
0*3MW + 2*3MW = 6MW
2*2MW= 4 MW
1*1MW=1MW
21 MW
7MW
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In period T1, the GenTraders are required to submit bids to utilise their energy
budgets. Assume that the GenTraders can submit 3 bids each to the hydro
generator. They bid as follows:
Band 1
GenTrader 1
Balanced contract and
looking to generate spot
market revenue
GenTrader 2
Relatively
lowly
contracted – looking for
spot market opportunities
GenTrader 3
Relatively
highly
contracted, bidding to
cover contract position

Band 2

Band 3

P
0

Q
4

P
25

Q
3

P
50

Q
3

10

2

40

2

80

6

0

7

100

2

200

1

The hydro generator is required to submit physical bids for each of the Generators in
the portfolio to AEMO. Just like Hydro Tasmania does now, the hydro generator is
required to translate the desired trading position into a physical output to best use
the water and plant that is available.402
In the example, the hydro generator translates the GenTrader bids into physical bids
for its plant to best use the available water, using first the run of river production (the
lowest water value) and then scheduling the storages on the basis of water value
(just as Hydro Tasmania does now):
Aggregated energy bids
Bid from

Translated into the following
physical bids to AEMCO
GA
GB
GC
GD

Price
Band
0

Quantity
offered
11

GT1 and GT 3

Cumulative
quantity
11

10

2

GT2

13

25

3

GT1

16

2

40

2

GT2

18

2

50

3

GT1

21

3

80

6

GT2

27

6

100

2

GT3

29

200

1

GT3

30

Total
offered

30
Totals physically dispatched

6

4

1

2
1

2
1
14

11

4

1

10

9

4

1

Price setting bid to achieve 24 MW

402

These process are already in place within Hydro Tasmania. Under the GenTrader model, rather than one trading
team making the trading decisions, Hydro Tasmania would require and additional step of aggregating the
bidding decisions of the 3 traders to form a single trading bid to be translated into the physical bid that goes to
AEMO.
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Assumed in period T1, total demand was 24 MW, then the spot price would be
$80/MW and the energy budgets of the Traders would be depleted as follows
GenTrader 1
GenTrader 2
GenTrader 3

10 MW (all 3 bids)
7 MW (bid 1 and bid 2 plus 3 MW from bid 3)
7 MW (bid 1 only)

They hydro generator will seek to maximise energy production from the available
water. Assume that it makes the following production decisions to generate the
24MW. In period T1, demand was able to be met by inflows, plus the depletion of
Generator B storage by 1 unit of water from Generator B.
In relation to the ‘closing’ energy budgets from the GenTraders, they are as follows:
GenTrader 1
GenTrader 2
GenTrader 3
Total Budget

Share of opening
340
340
340

Share of Inflows
7
7
7

Accepted bids
10
7
7

Closing budget
337
340
340
1017

Examining the energy capability of the hydro generator at the end of T1, it is as
follows
Generator A
Generator B
Generator C
Generator D
Total

120*5 = 600 MW
190*3 = 417 MW
0
0
1017
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APPENDIX 7:
Indicative
program to
implement
structural reform

Month from resources being in place
GenTrader
GenTrader Contract concept
Contract Data and analysis
Trading Agreements
Proforma contract
Individual Agreements
Trial and commencement
Related Agreements
SPS
Existing HT hedges
Institutional Arrangements
Governance and reporting
Establishment of GenTraders
Commencement of GenTraders

Sale of Retail
Sale objective and approach
Aurora Legal and accounting due diligence
Transitional Services Agreement
Market Testing and marketing
Transaction
EOI
Prequalification
Release Information Memo
Management presentations
Bidder due diligence
Final bid phase
Approvals

Sale of TVPS
Sale objective and approach
Legal due diligence
Accuonting due diligence
Market testing and marketing
Transaction
EOI
Prequalification
Release Information Memo
Management presentations
Bidder due diligence
Final bid phase
Approvals and sale complete

Network Amalgamation
Compliance issues
Accounting changes/ ring fencing
ROLR obligations
Licence obligations
Tariff management
Governance and Financial
Statement of Corporate Intent
Shareholder reporting
Dividend policy
Legislative transfer of assets
Accounts
Service level agreements
Systems
Network management
Systems management
System operations
System planning
FRC systems review
Billing and customer information
Network amalgamation

FRC
FRC Policy
Legal due diligence (statutory arrangements)
ROLR obligations
Licence obligations
Customer concessions
Tariff Policy
Tariff Determinations
Governance
Allocation of responsibilities
OTTER resourcing
Ombudsman
AEMO
Systems
Customer transfer systems
Network billing
NMI standing data
Service orders
Retail billing
Trading and settlements systems
Market interface
FRC commence

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

