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Dear John
Review of Energy Market Frameworks in light of Climate Change Policies - 1st Interim Report

Attached is a response to the 1st Interim Report of the Review which I have prepared on behalf of the above organisations. 
This is a very timely initiative at what the AEMC rightly terms “a profound and potentially rapid period of change”. While we do not disagree with the broad conclusions that the existing energy market framework is broadly resilient, we think that the risks and the scale of the challenge facing the Australian market frameworks and its keepers may however be understated in the consultation document.

A real influencing factor of our perspective arises from the sustained exposure to similar issues in European Union (EU), most notably Britain over the past decade. The European Commission has been a formative influence globally in the development of low carbon policies and market mechanisms, principally through two landmark directives, the Directive on the Promotion of Electricity from Renewable Energy Sources in the Internal Electricity Market (2001/77/EC) (the Renewables Directive) implemented from 2002 and the EU Emissions Trading Directive 2003/87/EC implemented in 2005. Further iterations of both Directives are in the pipeline, and the learning process has been protracted and is far from complete. 

The UK perceives itself as a prime mover in both these areas, but we think it is fair to say that progress in achieving the desired outcomes has been slower than expected and overall disappointing. This is not through want of trying, but the interaction of new energy and environmental policies and the market framework has been a cause of much friction within the system and a real inhibitor of progress.

It is in this spirit of earnest reflection on the mistakes and challenges being faced in this market that we offer these perspectives. 

Taking the eight broad themes in turn, our headline responses are:

1. Do you agree that the convergence of gas and electricity markets is not a significant issue in the eastern states and therefore should not be progressed further under this Review? 

No. Gas and electricity convergence is a key issue in many international energy markets and should be a key theme within the review, as should the ability of one market to deal with shocks in the other.
2. Do you agree that the ability for NEMMCO to manage actual or anticipated transitory shortfalls of capacity is a significant issue that should be progressed further under this Review?

Yes, very much so. This is especially the case given the short-term to medium-term outlook set out in the Statement of Opportunities. More generally it is easy to understate the inherent difficulties in the market responding to investment signals even where they are strong, and there is a proven track record in several markets of a partial or belated industry response. 
3. Do you agree that the existing framework based on an energy-only market design with supporting financial contracting is capable of delivering efficient and timely new investment? 

Broadly yes with regard to the appropriateness of the energy-only market design. However central interventions through easing the market cap and modifying the RERT framework, as well as clarifying the scope for directions by the system operator, are intimately related to this issue. 

4. Do you agree that operation of the power system with increased intermittent generation is not a significant issue and therefore should not be progressed further under this Review? 

No. It is a very important issue from both an operational and planning perspective. Given the immense amount of consideration being given to this matter across markets by regulators and system operators, and the considerable track record already available of increasing operational difficulty, it is not easy to understand the AEMC’s position here. 

5. Do you agree that the connection of new generators to energy networks is a significant issue that should be further progressed under this Review? 

Yes. Connection of new generation is a very significant issue and warrants careful further consideration as part of the Review. This dimension is one that will probably raise many difficult issues with regard to the existing rule-book, and one which may create the need for an overhaul of existing processes and rights. This of itself has been the cause of much delay to access reform in Britain. The investment impacts and the need to “rewire the system” as a consequence will present real threats to orderly progress.

6. Do you agree that the issue of network congestion and related costs requires further examination in this Review to determine its materiality? 

Yes. This is key activity given the potential materiality of constraint costs locally and between pricing zones. 

7. Do you agree that the current inflexibility in the retail price regulatory arrangements is a significant issue that should be progressed further under this Review? 

Yes. It is impossible to detach wholesale participation and retailer risk management from operation of the retail markets, and the Review of the energy markets frameworks should embrace them. Further the increases to retailers’ costs from the proposed CPRS and RET (as well as the more volatile prices that are likely to arise) will complicate these relationships and increase the prudential requirements that retailers will be called on to meet, which may have important competitive effects. 

8. Do you agree that the current energy market frameworks do not impede the efficient financing of the significant increase in investment implied by CPRS and expanded national RET? 

The current market frameworks may not directly impede investment for low-carbon generation, but there will inevitably be aspects of the rules that will need to be fine-tuned in the light of an upsurge in investment following implementation of new incentives and of any carbon prices. The timing and rate of investment is a moot point and will be determined by various factors, including:

· political decisions on the level of incentives (RET) and the carbon price; 

· wider market weaknesses and the longevity of the credit crunch; and

· the longevity of the current financial crisis and its impact on a sector with high-value long-lived assets.

We would welcome the opportunity of talking these issues through with you and your fellow commissioners if that would be of assistance.

We would re-emphasise that this is not about jurisdictional bench-marking or regulatory point-scoring. The long-record of dealing with these challenges in a relatively mature competitive environment has raised a number of very important points, which if heeded, would mean the Australian markets could avoid many and varied mistakes. We would suggest that the best way to get to a better understanding of many of these issues, their causes and interactions is actually to visit Britain and talk to some of the main stakeholders. It is only through informal dialogue that the veil of rhetoric can be lifted and the true extent of the market frictions may be assimilated. If you think this would be worthwhile, we would be happy to provide assistance where necessary

Yours sincerely

Allan

Allan Asher
Director, FEMAG
