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Introduction

Clause 2.5.1 of the Wholesale Electricity Market Rules (Market Rules) provides that any person (including the Independent Market Operator (IMO)) may make a Rule Change Proposal by submitting a completed Rule Change Proposal form to the IMO.

This Rule Change Proposal can be posted, faxed or emailed to:

Independent Market Operator

Attn: Manager Market Administration and System Capacity

PO Box 7096

Cloisters Square, Perth, WA 6850

Fax: (08) 9254 4339

Email: marketadmin@imowa.com.au

The IMO will assess the proposal and, within five Business Days of receiving this Rule Change Proposal form, will notify you whether the Rule Change Proposal will be further progressed.

In order for the proposal to be progressed, all fields below must be completed and the proposal must explain how it will enable the Market Rules to better contribute to the achievement of the wholesale electricity market objectives. The objectives of the market are:

(a)
to promote the economically efficient, safe and reliable production and supply of electricity and electricity related services in the South West interconnected system;

(b)
to encourage competition among generators and retailers in the South West interconnected system, including by facilitating efficient entry of new competitors;

(c)
to avoid discrimination in that market against particular energy options and technologies, including sustainable energy options and technologies such as those that make use of renewable resources or that reduce overall greenhouse gas emissions;

(d)
to minimise the long-term cost of electricity supplied to customers from the South West interconnected system; and

(e)
to encourage the taking of measures to manage the amount of electricity used and when it is used.

Details of the proposed Market Rule Change
1. Describe the concern with the existing Market Rules that is to be addressed by the proposed Market Rule change:

Background
Clause 6.6.3 of the Market Rules outlines a Market Generators obligation for offering prices in its Portfolio Supply Curve into the Short Term Energy Market (STEM) when such behaviour relates to market power. In particular, it is required that prices, for any Trading Interval, reflect the Market Generator’s reasonable expectation of Short Run Marginal Cost (SRMC).

The current bidding arrangements for the STEM were put in place at Energy Market Commencement to incentivise competitive outcomes and the efficient allocation of resources. The monitoring and regulatory approaches of the IMO and Economic Regulation Authority (ERA), required under the Market Rules, have ensured that the incidence of market power has not been an issue to date. 

Market Generators’ SRMC pricing methodology for each Trading Interval in the Wholesale Electricity Market (WEM), as defined by the ERA, incorporates the following:

· sunk costs (zero value in economic opportunity terms);

· variable costs;

· avoidable fixed costs; and

· shutdown costs.

Further details of the methodology for calculating SRMC are available on the ERA’s website: http://www.era.wa.gov.au/2/602/42/short_run_margi.pm
Issue

The current methodology for determining SRMC means that avoidable fixed costs and shutdown costs are only considered in the Trading Interval in which they occur. After which they become sunk costs, with a zero economic value when determining SRMC. 
In particular, shutdown costs include the following:
· fuel, water, and operating and maintenance costs of shutting down within the current Trading Interval; 

· lost net revenue in future trading intervals as a result of the plant lying idle while awaiting future start up (as opposed to incurring costs resulting from the plant operating at mingen
); and

· includes costs associated with a future start up minus mingen costs over the intervening period (adjusted for any avoided cost of base load).

This means that start up costs are expected to be recovered over one Trading Interval. Given the potentially high level of these costs it may be economically viable for a Market Generator to make a payment to the market to allow the Facility to run at minimum generating levels to avoid the costs of plant restart. 
Additionally, frequent shutdown of Facilities, such as coal power plants and older thermal Facilities, overnight when prices are lower potentially increases the chances of mechanical failure occurring over the longer term. This can be costly to a Facility and reduces reliability of supply. 

This issue was raised with the IMO’s CEO by a Rule Participant. After consideration the IMO has determined that allowing below SRMC offers will provide potential benefits to competition by allowing Market Generators to:

· continue to run a Facility during a Trading Interval when high start up costs (avoidable fixed costs) would mean that the reduction in profit from the lower price received are less than the costs incurred from shutting down and then restarting; and

· make use of the liquidity in the energy market to further its competitive position.

Assessment 

The IMO has undertaken an evaluation of the potential impacts of allowing below SRMC offers, considering the:

· potential impact on competition in the WEM;

· theory of predatory pricing behaviour; and
· role of the IMO and ERA in monitoring market power.

The details of the IMO’s evaluation are provided below:

The potential impact on competition in the WEM

The IMO considers that allowing Market Generators to make offers to supply electricity below SRMC will potentially increase competition in the WEM. This is due to the small overnight Load in the SWIS and the recent entry of new thermal base load generators. The IMO also notes that the anticipated increase in the number of wind farms will further increase the number of Market Generators who may wish to bid competitively in order to stay on overnight. 
Given the restrictions on SRMC bidding for each Trading Interval, the IMO considers that it is important for a Market Generator to be able to recover all of its costs (including start up costs) through its Portfolio Supply Curve offers into the STEM. This will ensure against mechanical failure and encourage greater competition in the market. The IMO also notes that greater competition to supply energy overnight will potentially decrease energy prices, which should ultimately be passed through to consumers. 

An example of a Market Generators (with a SRMC of $100 and shutdown cost of $300) offer to supply electricity into the STEM overnight (when prices tend to be lower) for 5 Trading Intervals under the current rules and if able to bid below SRMC is provided below:

	
	Trading Interval 1
	Trading Interval 2
	Trading Interval 3
	Trading Interval 4
	Trading Interval 5



	STEM Price


	$120
	$80
	$120
	$120
	$120

	Offer (reflective of SRMC)


	$100
	$100
	$100
	$100
	$100

	Actual Costs

	$100
	$100
	$400
	$100
	$100

	Offer (below SRMC)


	$70
	$70
	$70
	$70
	$70

	Actual Costs

	$100
	$100
	$100
	$100
	$100


Note that Market Generators are required to bid a day before and is unable to amend its bid in real time. 

Under the current Market Rules, as the STEM price during Trading Interval 2 is lower than the Market Generators offer the Facility would be forced to shutdown. The Market Generator would not be able to account for the fixed avoidable costs associated with shutting down and restarting in Trading Interval 3 as its offer was fixed the day before and so these would not be recovered. Overall, the Facility would incur the $300 shutdown cost and $100 of lost revenue from the plant lying idle during Trading Interval 2.
If able to make a competitive offer to supply electricity below SRMC, the Facility could bid the day before at a level it considered would ensure they would be dispatched. The Facility would be financially better off as it would incur a loss of only $30 in each Trading Interval ($350 in total) compared to the $400 incurred if it is forced to shut down.
The theory of predatory pricing behaviour

Predatory pricing behaviour refers to a policy of price-cutting by a dominant firm. This aims to eliminate competition so that the firm can further its market position and obtain the benefits of higher profits at a later stage.

This type of behaviour is only effective in discouraging entry into the market if the new entrant is uncertain whether the price-cut is the result of a reduction in costs (as the result of improvements in technology or productivity) or the result of predatory pricing behaviour. If a new entrant/smaller existing firm interprets the price reduction as being genuine and so exits the market then the dominant firm has maintained/increased its market share and can potentially use this advantage to extract higher profits due to reduced competition. In a non-regulated market the dominant firm would attempt to extract monopoly profits by pricing above SRMC at a later date. It would not be rational for firms to partake in predatory behaviour unless they are able to realise some form of monopoly profits in the future.

The IMO considers that the unique characteristics of the WEM make it unlikely that predatory behaviour would occur. In particular:

· only approximately 3 percent of energy is currently traded through the STEM, as the majority of energy in the WEM is traded via bilateral contracts; and

· a Market Generator would not be in a position to realise monopoly profits through the STEM at a later date as it would be restricted to offering at either its reasonable expectation of SRMC or below.
The role of the IMO and ERA in monitoring market power

The ERA is required by clause 2.16.9 (b) to monitor inappropriate and anomalous behaviour, including behaviour related to market power. The IMO contends that this requirement extends to monitoring for predatory pricing behaviour as this relates directly to the misuse of Market Power.

The IMO considers that current provisions in the Market Rules allow the ERA to monitor inappropriate and anomalous behaviour related to Market Power; this should ensure that the risk of predatory pricing is appropriately overseen. 
As a result the IMO doesn’t consider that any amendments to the ERA or IMO’s monitoring roles are required. The IMO does however consider that further clarification (as noted below) of the ERA’s existing role is required to improve the integrity of the Market Rules. 
In addition, the Australian Competition and Consumer Commission (ACCC) enforce the Trade Practices Act 1974, which aims to enhance the welfare of Australians by promoting competition and fair-trading. In particular, the Trade Practices Act covers anti-competitive conduct and unfair market practices. The IMO notes that prior to formally submitting any Rule Change Proposal further advice on any Trade Practices Act implications will be sought.

Proposal

Based on the outcomes of the IMO’s evaluation, the IMO proposes to allow a Market Generator to offer prices within its Portfolio Supply Curve which either reflect or are below its reasonable expectation of the SRMC of generating the relevant electricity.

The IMO also proposes to clarify the ERA’s responsibilities outlined in clause 2.16.9G. In particular, the IMO proposes changes to reflect that the ERA’s monitoring responsibilities relate to situations where offers do not reflect a generators reasonable expectation of SRMC (by either being above or below SRMC) and that behaviour is considered to relate to Market Power. This proposed change will result in clause 2.16.9G being consistent with the other relevant monitoring and compliance requirements. 
2.
Explain the reason for the degree of urgency:

The IMO proposes that this Rule Change Proposal be progressed through the Standard Rule Change Process.

3.
Provide any proposed specific changes to particular Rules: (for clarity, please use the current wording of the Rules and place a strikethrough where words are deleted and underline words added) 
2.16.9G.
Where the Economic Regulation Authority determines that prices in the Portfolio Supply Curve, subject to the investigation, did not reflect the Market Generator’s reasonable expectation of the short run marginal cost of generating the relevant electricity and the Economic Regulation Authority considers that the behaviour relates to market power, the Economic Regulation Authority must request that the IMO applies to the Energy Review Board for an order for contravention of clause 6.6.3.

6.6.3.
A Market Generator must not, for any Trading Interval, offer prices within its Portfolio Supply Curve that do not reflect are above the Market Generator’s reasonable expectation of the short run marginal cost of generating the relevant electricity when such behaviour relates to market power.

4. Describe how the proposed Market Rule change would allow the Market Rules to better address the Wholesale Market Objectives:

(a) 
to promote the economically efficient, safe and reliable production and supply of electricity and electricity related services in the South West interconnected system; 

The IMO considers that the changes, as a whole, will promote market objective (a) by promoting greater economic efficiency. By allowing Market Generators to offer below SRMC Facilities can continue to run when the cost of shutting down and restarting (avoidable fixed costs) is less than the reduction in profits that would be incurred. 
(b)
to encourage competition among generators and retailers in the South West interconnected system, including by facilitating efficient entry of new competitors;

The IMO considers that the proposed changes will promote market objective (b) by encouraging greater competition in the WEM. In particular, allowing offers below SRMC will allow a Market Generator to use the liquidity of the energy market to further its competitive positions.

The IMO considers that the proposed changes are consistent with the other Wholesale Market Objectives.

5. Provide any identifiable costs and benefits of the change:

Costs: 

The proposed changes will not require any changes to the ROAM SRMC model used by the IMO. Any changes will be procedural and the IMO does not anticipate that there would be any associated costs. 
Benefits: 
The proposed changes will:

· improve the reliability of supplying energy by ensuring plants remain available on the system. For example, high start up costs may deter Market Generators from bringing their plant back on to the system for a short amount of time; 

· reduce the risks to plants of mechanical failure due to less frequent need to shutdown;

· allow firms to make economically efficient decisions to provide electricity overnight; and

· allow firms to use the liquidity in the STEM.

� Mingen is the minimum amount of output (and hence input) required to keep a plant running





