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MEETING APOLOGIES / ATTENDANCE Chair 2 min
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ACTIONS ARISING Chair 10 min

MARKET RULES

a) Market Rule Change Overview IMO 2 min
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a) Overview IMO 2 min
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RECOMMENDATIONS REPORT BY THE LANTAU
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Minutes
Meeting No. 42
Location IMO Board Room
Level 3, Governor Stirling Tower, 197 St Georges Terrace, Perth

Date Wednesday 13 September 2011
Time Commencing at 2.00 pm
Attendees Class Comment
Allan Dawson Chair
Suzanne Frame Compulsory - IMO
Stephen MacLean Compulsory — Customer
Phil Kelloway Compulsory — System Management | Proxy
Andrew Everett Compulsory — Generator
Peter Mattner Compulsory — Network Operator
Steve Gould Discretionary — Customer
Corey Dykstra Discretionary — Customer
Jeff Renard Discretionary — Customer Proxy
Peter Huxtable Discretionary — Contestable

Customer Representative
Andrew Sutherland Discretionary — Generator
Shane Cremin Discretionary — Generator
Ben Tan Discretionary — Generator
Paul Biggs Small Use Customer Representative
Wana Yang Observer — ERA
Paul Hynch Minister’s appointee Proxy
Apologies Class Comment
Ken Brown Compulsory — System Management
Michael Zammit Discretionary — Customer
Nerea Ugarte Minister’s appointee
Also in attendance | From Comment
Suzi Morris IMO Minutes
Stacey Oldfield IMO Observer
Jenny Laidlaw IMO Observer
Douglas Birnie IMO Presenter
Fiona Edmonds IMO Observer
Ben Williams IMO Observer
Jim Truesdale Concept Consulting Observer
Simon Adams Lavan Legal Observer




Item

Subject

Action

WELCOME

The Chair opened the meeting at 2.00 pm and welcomed members to the
42nd meeting of the Market Advisory Committee (MAC). The Chair
introduced Ms Suzanne Frame as the new IMO representative.

MEETING APOLOGIES / ATTENDANCE
Apologies were received from:

¢ Ken Brown e Michael Zammit ¢ Nerea Ugarte

The following other attendees were noted:

¢ Phil Kelloway (Proxy for Ken e Jeff Renard (Proxy for Michael
Brown) Zammit)

e Paul Hynch (Proxy for Nerea
Ugarte)

Suzi Morris (Minutes)

e Douglas Birnie (Presenter) Fiona Edmonds (Observer)
¢ Ben Williams (Observer) e Jim Truesdale (Observer)
e Stacey Oldfield (Observer) e Jenny Laidlaw (Observer)

e Simon Adams (Observer)

MINUTES OF PREVIOUS MEETING

The minutes of MAC Meeting No. 40, held on 13 July 2011, were
circulated prior to the meeting.

The following amendments to the minutes were agreed to be included:

e |tem 5c Page 5, 4th paragraph: “Ms Laidlaw replied that this would
be a contractual matter between the DSP provider and Western
Power” Mr Phil Kelloway requested that, although not mentioned
during the meeting, the words be added “and could also have SWIS
security implications”.

e Item 8 Page 8, 2nd paragraph: Dr Steve Gould noted that the
reference “dispatch margin” should be the “reserve margin”; and with
respect to the statement “888 MW of coal plant was out of operation”
700 MW was undertaking a Planned Outage. Mr Gould also
suggested that after “reserve margin” the following sentence should
be inserted “...and that liquid pricing was avoided throughout the
incident.”

e Item 8 Page 9, 4th and 5th paragraph: Mr Andrew Sutherland
suggested that he might like to amend the discussion in this section
and would consider this further out of session.

Action Point: Mr Sutherland to further consider the details reflected in
item 8 of the Meeting No. 40 minutes (page 9, paragraphs 4 and 5) and
inform the IMO of any further updates

Subject to the above amendments, the minutes were accepted as a true

Mr
Sutherland




and accurate record of Meeting No. 40.

Action Point: The IMO to update the minutes to reflect the agreed
amendments, subject to Mr Sutherland’s notification, and publish the
minutes of Meeting No. 40 on the website as final.

Meeting No. 41 was not held in session but rather papers on the
proposed amendments to the Maximum Reserve Capacity Price (MRCP)
Market Procedure had been circulated out of session for members
comment.

IMO

ACTIONS ARISING

Items 41 and 42 are complete. The following items are still outstanding:

e Item 27: The Chair noted that the 2011 Statement of Opportunities
had been published by the IMO. The Chair stated that Mr Greg
Ruthven would provide an update on the outcomes of the IMO and
System Management’s discussions on System Management’s
concerns regarding the methodology used by the IMO for Availability
Curve calculations and in particular the availability of Demand Side
Management at the next MAC meeting. It was noted that the
responsibility for this action point was originally listed as System
Management, however this was clarified to belong to the IMO.

Action Point: The IMO to provide a clarification on the outcome for of the
IMO and System Management’s discussions on the methodology used
by the IMO for Availability Curve calculations at the October 2011 MAC
meeting.

IMO

5a

MARKET PROCEDURES

Ms Suzanne Frame noted that the Procedure Change Proposal: 5 Yearly
Review of the Methodology and Process for Determining the MRCP
(PC_2011_06) had been submitted by the IMO into the formal procedure
change process on 6 September 2011.

Ms Frame noted that following the circulation of the proposed amended
procedure to the MAC out of session the IMO had received a number of
submissions from MAC members, which have been incorporated into the
proposed amendments where appropriate. Ms Frame also noted that the
IMO had held a public workshop with industry to further discuss the
proposed amendments. The outcomes of Sinclair Knight Merz’s review of
Deep Connection costs were presented along with an overview of the
amendments following the MRCP Working Group’s considerations of the
existing Market Procedure. The Chair noted that the workshop was
widely attended by industry and it was clear that the biggest perceived
issue relates to the volatility of the price resulting from the MRCP
process.

The MAC noted the overview of recent and upcoming procedure
changes.

6a

MARKET RULE CHANGE OVERVIEW

Ms Frame noted that no new rule changes or issues had been submitted
into the rule change log. A Rule Change Proposal (RC 2011 06) that




clears a number of items on the minor and typographical rule change log
had been submitted into the formal process on 19 August 2011.

Ms Wana Yang noted that the ERA did not wish there to be any further
delays with the progression of the Rule Change Proposal: Reassessment
of Allowable Revenue during a Review Period (RC_2011_02). The Chair
noted Ms Yang’s concerns and acknowledged that there had been some
personnel changes in the IMO resulting in extension notices needing to
be issued.

The MAC noted the overview of recent and upcoming rule changes.

6b

BALANCING AND LFAS ARRANGEMENTS - PROCESS TO DATE
AND NEXT STEPS

Mr Douglas Birnie noted that the paper provides a high level summary of
the present position of the proposed amendments under the Pre Rule
Change Proposal: Competitive Balancing and Load Following Services
Market (PRC_2011_10). Mr Birnie noted that the latest draft of the
PRC 2011 _10 has been presented at today’s meeting (with the
proposed Amending Rules being tabled during the meeting), and, subject
to any further comments by MAC members prior to noon on 16
September 2011, will be formally submitted into the Rule Change
Process.

The Market Procedures affected by the proposed Amending Rules are to
be developed by the IMO and System Management respectively, with a
series of workshops taking place at the Western Australian Cricket
Association (WACA) in October and November (similar to the walk
through workshops conducted on the rule changes) with formal
consultation through the procedure change process to follow during
December.

Ms Yang enquired as to whether the statement on page 24 of
PRC 2011 10, “Independent legal advisers have undertaken a legal
consistency check of the Pre Rule Change Proposal with the IMO’s
Market Rule obligations”, was due to the rule changes not receiving
majority endorsement. The Chair advised that this is not the case, it is
simply a matter of checking for congruency with the Regulations.

Ms Yang queried whether the MAC’s endorsement of PRC_2011 10 is
required. The Chair advised that MAC operates in an advisory capacity
and the decision to proceed or not is for the IMO (or any other submitting
party) to make. The recommendation (c) in the paper simply reflects a
final opportunity for the MAC to comment on the proposal. Mr Corey
Dykstra noted that there is no obligation to submit a Pre Rule Change
Paper through the MAC, it can be submitted directly to the IMO (although
this is not recommended).

Ms Yang queried where the minimum STEM price of negative $1,000 per
MW originated (refer page 30 No 12). The Chair explained that there was
a chance that the market would settle at the bottom price point regularly
resulting in a tie break methodology being used more often.
Subsequently it was suggested that the negative price be lowered to
differentiate the lower end of the price offer. Mr Stephen MacLean noted




that the $1,000 value was also used the National Electricity Market
(NEM).

The Chair expressed his gratitude for the level of engagement throughout
the consultation process.

Mr Corey Dykstra requested a word version of the Pre Rule Change
Proposal be provided to MAC members.

Action Point: The IMO to provide MAC members with a word version of
PRC_2011_10.

IMO

6¢C

RESPONSES TO RDIWG MEMBERS COMMENTS ON PRC_2011_10

Mr Birnie requested that the responses to Rules Development
Implementation Working Group (RDIWG) members’ comments be dealt
with by exception — any big issues can be raised at this meeting, but
otherwise members are asked to review the comments outside the
meeting and provide any further input via email. There were no questions
raised at the meeting.

Action Point: MAC members to review the responses to RDIWG
members’ comments out of session and provide the IMO with further
comment by Friday 16 September 2011.

MAC

6d

PRC_2011_10: COMPETITIVE BALANCE AND LOAD FOLLOWING
MARKET

Mr Birnie tabled the proposed Amending Rules for PRC_2011 10 during
the meeting.

Mr MacLean queried whether there have been any subsequent changes
to the Cost Benefit Analysis (CBA) figures presented on page 83. The
Chair responded that advice was sought from Sapere Research Group
(Sapere) as to whether revisions to the CBA were required as System
Management had raised concerns regarding an escalation in costs for
implementing the required IT systems. Sapere have prepared a briefing
note for the IMO on the overall impacts of the CBA of the identified
additional costs under both the high and low cost assumptions. The Chair
noted that Sapere’s advice is that although the costs to be taken into
account have increased by 37%, the resultant conclusion from any
revision to the CBA remains in favour of the proposal. The Chair noted
that the briefing noted would be presented to the IMO Board at its
Thursday 15 September 2011 meeting for further consideration..

Action Point: Following consideration by the IMO Board of the Sapere
Research Group’s briefing note on the CBA for PRC_2011_10, the IMO
to circulate the briefing note to MAC members.

The Chair noted that it is becoming increasing important to release
market related information and as such the IMO has introduced a number
of amendments to the confidentiality provisions into PRC_2010_11. The
Chair noted that information will be either public or confidential under the
proposed amendments, stating that not all public information will
necessarily be published on the Market Web Page. The Chair noted that

IMO




the IMO is currently preparing a revised list of confidential information. Mr
Kelloway noted that a process or procedure to govern the confidentiality
arrangements so that any proposed changes are put to a working group
or the MAC for assessment is incorporated.

7a

WORKING GROUP OVERVIEW AND MEMBERSHIP UPDATES
The MAC noted that there were no changes.

7b

RDIWG UPDATE

Mr Birnie noted the status of PRC_2011 10 and reiterated his request for
any comments on the proposal by noon on 16 September 2011.

GENERAL BUSINESS

Transitional arrangements for the new balancing and LFAS markets

Mr Birnie tabled a document outlining the implications of the transitional
arrangements with a target end date of 5 December 2012. Major
changes relate to gate closure (two hours instead of six hours) and
submission tranches (from ten to four price quantity pairs). A budget
increase is required to meet the costs of rolling out System Management
infrastructure and incorporate the additional time required for testing, the
original budget being drafted to cover expenditure only to June 2012. Mr
Birnie noted that there will be further discussion on the transitional
arrangements at the next RDIWG meeting.

Review of the Reserve Capacity Mechanism by The Lantau Group
(Lantau)

Mr Shane Cremin questioned the timing of the release of Lantau’s report
on its review of the Reserve Capacity Mechanism. The Chair noted that
the IMO Board would be considering the report prepared by Lantau at its
15 September 2011 meeting, after which time the report would be
presented to the MAC for discussion. The Chair noted that the proposed
amendments to the determination of the MRCP and their impact on
excess capacity have complicated the report as these were not originally
accounted for. There was some discussion around options for how the
Reserve Capacity Price could be determined.

Mr MacLean raised his concern that the review had commenced a year
ago following the request of the MAC and the market was still waiting on
the outcomes. The Chair clarified that the review had been
commissioned by the IMO Board independently from the MAC. There
was some discussion about the impacts of the current methodology for
determining the Reserve Capacity Price.

NEXT MEETING

Meeting No. 43 will be held on Wednesday 5 October 2011 (2.00 —
5.00pm). The Chair proposed that Meeting No. 44 be held on
Wednesday 16 November 2011 (2.00pm — 5.00pm), one week later than
the original date of Wednesday 9 November 2011.




Action Point: MAC members to advise the IMO of the suitability of the
amended 16 November 2011 date (previously 9 November 2011) for
Meeting No. 44.

MAC

CLOSED: The Chair declared the meeting closed at 3.25 pm.
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Agendaitem 4: 2011 MAC Action Points

Legend:

Shaded Shaded action points are actions that have been completed since the last MAC meeting.

Unshaded Unshaded action points are still being progressed.

Missing Action items missing in sequence have been completed from previous meetings and subsequently removed from log.

Action Responsibility Meeting Status/Progress

arising

27 2011 | The IMO to work with System Management to investigate System | System May Completed.
Management’s concerns regarding the methodology used by the IMO | Management

for Availability Curve calculations under clause 4.5.12 of the Market VEIEE] BEEIE WS DR [IEVIEEE Ty

Rules, prior to the publication of the 2011 Statement of Opportunities. mreeli’il;;hven it e CERIEED WAL
33 2011 | The IMO to consider the suggested amendments to the Pre Rule | IMO June In progress.

Change Discussion Paper: Ancillary Services Payment Equations
(PRC_2010_27) provided by Mr Stephen MacLean, and update the
proposal as appropriate.

Agenda item 4: 2011 MAC Action Points



Action

Responsibility Meeting

arising

MAC Meeting 43: 5 October 2011

Status/Progress

Completed.

43 2011 | Mr Sutherland to further consider the details reflected in item 8 of the | Mr Sutherland September
Meeting No. 40 minutes (page 9, paragraphs 4 and 5) and inform the - .
IMO of any further updates Mr  Sutherland _clarlfled his
statement as follows:
“Mr Sutherland noted that there
had not been a general gas
shortfall. However, while it was
possible to generate using gas 24
hours per day for a short period,
contractual limits on gas supply
Max Daily Quantities and DBP
transport capacity would impose
commercial penalties on continued
24hr operation”
44 2011 | The IMO to update the minutes to reflect the agreed amendments, | IMO September Completed.
subject to Mr Sutherland’s notification, and publish the minutes of
Meeting No. 40 on the website as final.
45 2011 | The IMO to provide a clarification on the outcome for of the IMO and | IMO September Completed.
System Managements discussions on the methodology used by the .
TF : : Verbal update to be provided by
IMO for Availability Curve calculations at the October MAC meeting. Mr Ruthven at the October MAC
meeting.
46 2011 | The IMO to provide MAC members with a word version of | IMO September Completed.
PRC_2011_10.
47 2011 | MAC members to review the responses to RDIWG members | MAC members | September Completed.
comments out of session and provide the IMO with further comment
by Friday 12 September 2011.
48 2011 | Following consideration by the IMO Board of the Sapere Research | IMO September Completed.

Groups briefing note on the CBA for PRC 2011 10, the IMO to

Agenda item 4: 2011 MAC Action Points




Action

circulate the briefing note to MAC members.

Responsibility Meeting

arising

MAC Meeting 43: 5 October 2011

Status/Progress

Provided on 23 September 2011

49

2011

MAC members to advice the IMO of the suitability of the amended 16
November date (previously 9 November) for Meeting 44.

MAC members

September

Completed.

The November MAC meeting has
been rearranged to be held on 16
November between 3-5pm.

Agenda item 4: 2011 MAC Action Points
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Agenda Item 5a: Overview of Market Rule Changes

Below is a summary of the status of Market Rule Changes that are either currently
being progressed by the IMO or have been registered by the IMO as potential Rule
Changes to be progressed in the future.

Rule changes: Formally submitted (see appendix 1) 28 September

2011
Fast track with Consultation Period open 0
Standard Rule Changes with 1st Submission Period 1
Open
Fast Track Rule Changes with Consultation Period 0
Closed (final report being prepared)
Standard Rule Changes with 1st Submission Period 3
Closed (draft report being prepared)
Standard Rule Changes with 2nd Submission Period 3
Open
Standard Rule Changes with 2nd Submission Period 2
Closed (final report being prepared)
Rule Changes - Awaiting Minister's Approval and/or 8
Commencement
Total Rule Changes Currently in Progress ‘ 17

Potential changes logged by the IMO- Not yet August September
formally submitted

High Priority (to be formally submitted in the next 3/6 0 0
months)

Medium Priority (may be submitted in the next 6/12 24 25
months) (+1/-0)
Low Priority (may be submitted in the next 12/18 20 23
months) (+3/-0)
Potential Rule Changes (H, M and L) ‘ 44 48
Minor and typographical (submitted in three batches per 31 32
year) (+1/-0)

Agenda Item 5a - Market Rule Change Overview
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Total Potential Rule Changes 75 80

The changes
arisen from:

in the rule change and issues log from August to September have

Priority Issue

High Nfa

Medium In:

Clause 4.28.8 currently references two deadlines which apply to Market
Participants for providing information for both the initial (20 August) and
monthly adjustments (20 Business Days prior to the date and time in clause
4.1.28(b)). Clause 4.28.8 needs to be altered to specify the individual dates
that Market Participants have to provide the information contained in clause
4.28.8 for initial and monthly adjustments for the IRCR.

Out:

No issues have been progressed this month.

Low In:

Clause 4.28.11 needs to state that the IMO will only publish the initial IRCR
during the October Trading Month, and not also an updated IRCR, as this is
the start of the Capacity Year. It is unnecessary to publish an updated IRCR
value in October as well.

Where a Market Participant operates a facility at 100% of its Required Level
and is eligible for the immediate return of its Reserve Capacity Security, the
IMO is obliged to refund a cash deposit within 10 Business Days of the
request. Cash security is however deposited in a monthly term deposit
account and participants may choose to delay the return of their security to
ensure full interest payment for the current month (following an offer to this
effect from the IMO). Where the participant chooses to wait until the end of
the month and this is more than 10 Business Days from the original request,
the IMO must ask the participant to withdraw the original request and re-
submit the request. Clause 4.13.14 needs to state that the cash security will
be refunded at a mutually agreed date.

The Market Rules are unclear regarding the Reserve Capacity Testing
requirements for Dispatchable Loads and Interruptible Loads as the concept
of a Required Level does not apply to them.

Out:

No issues have been progressed this month.

Agenda Item 6a - Market Rule Change Overview
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APPENDIX 1: FORMALLY SUBMITTED RULE CHANGES (Current as of 28 September 2011)

Standard Rule Change with First Submission Period Closed

Date Title Submitter Next Step

submitted

RC_2011_10 23/09/2011 | Competitive Balancing and Load Following Market IMO Submissions close 07/11/2011

Standard Rule Change with First Submission Period Closed

Date Submitter Next Step

submitted

RC_2010_08 15/04/2010 | Removal of DDAP uplift when less than facility minimum generation Griffin Energy | Publish Draft  Rule | 19/04/2012
Change Report

RC_2010_28 01/03/2011 | Capacity Credit Cancellation IMO Publish  Draft Rule | 16/11/2011
Change Report

RC_2011 02 10/03/2011 | Reassessment of Allowable Revenue during a Review Period ERA Publish Draft Rule | 14/12/2011
Change Report

Standard Rule Change with Second Submission Period Open

Date Submitter Next Step

submitted

RC_2010_25 | 29/11/2010 Calculation of the Capacity Value of Intermittent Generation - | IMO Submissions close 14/10/2011
Methodology 1 (IMO)

RC_2010_37 | 30/11/2010 Calculation of the Capacity Value of Intermittent Generation - | Griffin Energy | Submissions close 14/10/2011
Methodology 2 (Griffin Energy)

Agenda ltem 6a - Market Rule Change Overview
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RC_2011_08

14/07/2011

Curtailable Load Dispatch for NCS and Changes to the RCOQ for
Curtailable Loads under certain circumstances

System
Management

Submissions close

24/10/2011

Standard Rule Change with Second Submission Period Closed

Date Title Submitter Next Step
submitted
RC_2011 04 13/06/2011 | List of Entities Meeting the Acceptable Credit Criteria IMO Publish Final Rule | 17/10/2011
Change Report
RC_2011 05 09/06/2011 | Curtailable Load Dispatch Clarification System Publish Final Rule | 19/10/2011
Management | Change Report

Fast Track Rule Change with Final Rule Change Report Published

Date Submitter Next Step
submitted
RC_2011_06 19/08/2010 Caorrection of minor, typographical and manifest errors IMO Awaiting Ministerial | 14/10/2011
Approval
RC_2011 07 14/07/2011 Calculation of Net STEM Shortfall for Scheduled Generators Alinta Commencement 01/12/2011

Standard Rule Change with Final Rule Change Report Published

Date Submitter Next Step

submitted
RC_2010_12 7/11/2010 Required Level and Reserve Capacity Security IMO Commencement 01/10/2011
RC_2010_14 06/12/2010 Certification of Reserve Capacity IMO Commencement 01/01/2012
RC_2010_22 18/11/2010 Partial Commissioning of Intermittent Generators IMO Commencement 01/10/2011

Agenda ltem 6a - Market Rule Change Overview
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RC_2010_29 02/12/2010 Curtailable Loads and Demand Side Programmes IMO Commencement 01/10/2011

RC_2010_31 18/03/2011 De-registration of Rule Participants who no longer meet registration | IMO Commencement TBA
requirements

RC_2010_33 17/12/2010 Cost_LR Verve Commencement 01/11/2011

Agenda ltem 6a - Market Rule Change Overview
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Agenda Item 6a: Overview of Recent and Upcoming IMO and System Management Procedure Change
Proposals

Legend:
Shaded Shaded rows indicate procedure changes that have been completed since the last MAC meeting.
Unshaded Unshaded rows are procedure changes still being progressed.

Change ID Title Brief overview of changes Status Next Step(s)

IMO Procedure Change Proposals

PC_2010_03 Monitoring Protocol The proposed updates are to: e Final Report being | ¢ Final Report to be | TBA
e Allow the IMO to disclose the identity of prepared published

System Management as a participant that
notifies us of alleged breaches; and

e Update to conform to recently adopted
style changes.

PC_2010_08 Supplementary The proposed new Market Procedure describes the | e Final Report being | ¢ Final Report to be | TBA
Reserve Capacity | process that the IMO and System Management will prepared published
(SRC) follow in:

e acquiring Eligible Services,

e entering into SRC Contracts;

e determining the maximum contract value per
hour of availability for any contract; and

e Details the information that is required to be
exchanged.

Agenda ltem 6a - Procedure Change Overview



Change ID

Brief overview of changes

MAC Meeting No 43: 5 October 2011

Next Step(s)

This Market Procedure needs to be published (as
required by the Market Rules) and will be revised
following any rule changes (if applicable).

PC_2011 04 Prudential The proposed updates are to: e Presented at the 2 |e Pending outcomes | TBA
Requirements « Reflect the IMO’s new format arising from its February ?011 working from RC_2011_04.
Market Procedures project; group meeting.
e Include some minor and typographical
amendments to improve the integrity of the
Market Procedure;
e Include amendments required as a result of
two Rule Change Proposals:
o RC_2010_11' Removal of Network Control
Services (NCS) Expression of Interest and
Tender Process from the Market Rules;
and
o RC_2010_36° Acceptable Credit Criteria;
The IMO would like to note that the remainder of
the Market Procedure is out of scope for the
purposes of this Procedure Change Proposal, as
the IMO is currently undertaking a more detailed
process review regarding Prudential requirements.
Any amendments resulting from this review will be
presented to the Working Group.
PC_2011_05 Reserve Capacity | The proposed updates are to: e The IMO published the | ¢ Amended Market | 1  October
Testing e Reflect the Amending Rules resulting from Final Report on 23 Procedure will | 2011
RC_2010_09; September 2011 commence

e Reflect the Required Level concept
resulting from RC 2010 12;

! Refer to www.imowa.com.au/RC_2010 11

2 Refer to www.imowa.com.au/RC_2010 36

Agenda ltem 6a - Procedure Change Overview
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Change ID Brief overview of changes Next Step(s)

e Remove the references to the Verification
Tests undertaken by DSPs for consistency
with the Heads of Power of the Market
Procedure provided under clause 4.24.14
of the Market Rules; and

e Require a DSP provider to notify in
advance the IMO and SM that the Facility
will be verifying its performance by
observation during a specific Trading

Interval.
e Some minor and typographical errors
PC_2011 06 5 Yearly Review of | The proposed updates are to: e The submission period is | ¢ Publish Final | TBA

the Methodology and ¢ Include a provision for an inlet air cooling due to end 4 October Procedure Change
Process for system in the definition of the model power 2011. Report
Determining the station, step 1.5,
Maximum  Reserve e Change the Fixed Fuel Cost to include an
Capacity Price allowance to initially fill the fuel tank with

sufficient distillate for 14 hours of

operation,

e Include in step 1.11.2 (a) where the
minimum land size available in any specific
location is greater than 3ha, for the
purpose of calculating the land cost for that
specific location, the minimum available
land size at that location shall be used,

o the effective compensation period for the
total investment costs for the generic
power station cost, which was previously 2
years, is to be changed to 6 months,

e escalation of values in respect of power
station, transmission, switchyard and
Operating and Maintenance (O&M) costs

Agenda ltem 6a - Procedure Change Overview



Change ID

Brief overview of changes

to April of Year 3 is to be performed by the

MAC Meeting No 43: 5 October 2011

Next Step(s)

consultant(s)  developing the  cost
estimates.

TBA Undertaking the LT | The proposed updates are to: e Updating procedure as a Updated procedure | TBA
PASdA . ?nd e Reflect the IMO’s new format arising from its resT(I,t of 2 February-2011 LO kbe presellt-ed
conducting a reV|.ew Market Procedures project: working group meeting. ac to  working
of the  Planning . . group for further

o e Include some minor and typographical ) )
Criterion . . . discussion.

amendments to improve the integrity of the
Market Procedure, including re-ordering some
sections; and

e Include both reviews required under clause
4.5.15 of the Market Rules (Planning Criterion
and forecasting processes).

TBA Reserve Capacity | The proposed updates are to: e Presented at the 28 Formal submission | TBA
Security . March 2011 working into the Procedure

Reflect the IMO’s new format arising from its
Market Procedure project;

Reflect the broader heads of power for the
Market Procedure; and

Ensure consistency with the proposed
Amending Rules under the following Rule
Change Proposals that the IMO is currently
progressing:

o Reserve Capacity Security
(RC_2010_12);

o Certification of Reserve Capacity
(RC_2010_14);

o Capacity Credit Cancellation
(RC_2010_28); and

o Acceptable Credit Criteria

(RC_2010_36).

group meeting.

process.

Agenda ltem 6a - Procedure Change Overview
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Agenda Item 7a: Working Group Overview

1. WORKING GROUP OVERVIEW
Working Group (WG) Status Date commenced Date concluded | Latest meeting Next scheduled
date meeting date

Reserve Capacity 2007 WG Closed Feb 07 May 07 - -

NTDL WG Closed Oct 07 Nov 07 - -
Energy Limits WG Closed Dec 07 Jan 08 - -

DSM WG Closed Jan 08 May 08 - -

SRC WG Closed Jun 08 Sept 08 - -
Reserve Capacity 2008/09 WG Closed Dec 08 Jan 09 - -
Renewable Energy Generation WG Closed Mar 08 Nov 10 - -
System Management Procedures WG Active Jul 07 Ongoing 28/10/2010 TBA

IMO Procedures WG Active Dec 07 Ongoing 26/05/2011 TBA
Maximum Reserve Capacity Price WG Active May 10 Jun 11 - -

Rules Development Implementation WG Active Aug 10 Ongoing 27/09/2011 TBA

Agenda Item 7a - Working Group Overview
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2. WORKING GROUP MEMBERSHIP UPDATES

In accordance with the Terms of Reference (ToR) the Market Advisory Committee (MAC)
must approve the appointment and substitution of members for the IMO Procedure Change
and Development Working Group and System Management Procedure Change and
Development Working Group.

The MAC has received a request from the IMO for Suzanne Frame (Group Manager, Market
Development) to replace Alasdair MacDonald as the IMO Procedures Working Group Chair
and as one of the IMO representatives on the System Management Procedures Working
Group.
The updated ToR (with tracked changes) is attached as Appendix 1 and 2.
3. RECOMMENDATIONS
The IMO recommends that the MAC:

e Agree with the proposed amendment to the membership of the IMO Procedure

Change and Development Working Group and System Management Procedure
Change and Development Working Group.

Agenda ltem 7a - Working Group Overview
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Agenda Item 7(a): Appendix 1

Terms of Reference
The IMO Procedure Change and Development Working Group

SCOPE

The Working Group’s scope of work includes consideration, assessment and development of
changes to IMO Market Procedures which the Market Rules require the IMO to develop. A Report
on each Procedure Change proposed by the Working Group will be provided to MAC which
demonstrates that the proposed change is consistent with the Wholesale Market Objectives and
the Market Rules.

TERMS OF REFERENCE
¢ Members of the Working Group are appointed and substituted by MAC.

e The members of the Working Group are:

Alasdair-Maecdonald-Suzanne Frame (Chair) - IMO

Adam Lourey Industry Representative, Alinta Limited

Michael Frost - Industry Representative, Perth Energy

Steve Gould - Industry Representative, Landfill Gas and Power
Grace Tan - System Management Representative

John Rhodes - Synergy Representative

Andrew Everett - Verve Energy Representative

Fiona Edmonds - IMO

e An issue can be referred to the Working Group for consideration by the MAC or the IMO.
Generally, issues referred to the Working Group will relate to proposed procedure
changes.

e The Working Group will be convened by the Chair upon request from the MAC Chair, or as
required to complete its Scope of Work within the required timeframes.

e The Working Group will meet as required to provide the MAC and the IMO with a detailed
analysis and advice regarding the issue referred to them.

e The Working Group will consider and develop, where appropriate, procedure changes
within the timeframes set by the Chair with respect to each proposed procedure change.

e Procedure changes proposed by the Working Group must be consistent with the
Wholesale Market Objectives and the Market Rules.

e Members are expected to attend as many Working Group meetings as practicable.

e The MAC may review, amend and extend these terms of reference, as necessary.



Last updated: 24 June 2011
Agenda Item 7(a): Appendix 2

Terms of Reference

The System Management Procedure Change and Development Working Group

SCOPE

The Working Group’s scope of work includes consideration; assessment and development of
changes to System Management Market Procedures which the Market Rules require System
Management to develop. A Report on each Procedure Change proposed by the Working Group
will be provided to MAC which demonstrates that the proposed change is consistent with the
Wholesale Market Objectives and the Market Rules.

MEMBERSHIP AND PROCESS
e Members of the Working Group are appointed and substituted by MAC.
e The members of the Working Group are:

Phil Kelloway (Chair)

System Management

Debra Rizzi - Industry Representative, Alinta Limited
Tremayne Pirnie - Industry Representative, The Griffin Group
Michael Frost - Industry Representative, Perth Energy

Rene Kuypers - Industry Representative, Infigen Energy
Steve Gould - Industry Representative, Landfill Gas & Power
Nick Walker - Verve Representative

Stephen MacLean - Synergy Representative

Neil Hay - System Management

Fiona Edmonds IMO

Alasdair-Maecdonald Suzanne Frame - IMO

e An issue can be referred to the Working Group for consideration by MAC or the IMO.
Generally, issues referred to the Working Group will relate to proposed Procedure
Changes.

e The Working Group will meet as required to provide MAC and the IMO with a detailed
analysis and advice regarding the issue referred to them.

e The Working Group will consider and develop, where appropriate, Procedure changes
within the timeframes set by the Chair with respect to each proposed Procedure change.

e Procedure Changes proposed by the Working Group must be consistent with the
Wholesale Market Objectives and the Market Rules

e Members are expected to attend as many Working Group meetings as practicable.

e MAC may review, amend and extend these terms of reference, as necessary.
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Independent Market Operator

Allan Dawson

MAC Chair

Independent Market Operator
PO Box 7096

CLOISTERS SQUARE WA 6850

Dear Allan
RESERVE CAPACITY MECHANISM (RCM) REVIEW

The IMO Board conducted a strategic session in September 2010 that was focused on the
performance of the Reserve Capacity Mechanism (RCM) since market commencement.

A number of interconnected issues were highlighted in this session. These included:

e The consistent capacity surpluses secured in the WEM;

e The increase in the Reserve Capacity Price since market start;

e The pricing of capacity in oversupply conditions;

e The addition costs imposed on the market as a result of surplus capacity;
e The apparent oversupply of base load capacity;

e The role of DSM in the RCM; and

e The fuel requirements imposed on generation capacity providers.

Following this meeting, the Board commissioned a broad review of the RCM. The scope of this
review included the identification of changes that could improve the economic efficiency of the RCM
while maintaining adequate investment signals and incentives.

The Lantau Group (Lantau) was engaged in early 2011 to undertake this review. Lantau made a
number of presentations to the IMO Board, as well as facilitating a workshop.

The Board was presented with a final paper entitled Review of RCM: Issues and Recommendations at
its September 2011 meeting.

This paper summarises the key issues identified by Lantau in their work program and provides a
broad set of recommendations. These recommendations address:

e The calculation of the administered Reserve Capacity Price;

e The Reserve Capacity Refund mechanism;

e Consistent treatment of generation and DSM capacity;

e Fuel requirements for scheduled generators; and

e The determination of Individual Reserve Capacity Requirements.

Level 3 Governor Stirling Tower, 197 St Georges Terrace, PERTH WA 6000 « PO Box 7096, Cloisters Square, Perth WA 6850
Telephone (08) 9254 4300 - Facsimile (08) 9254 4399 « Email imo@imowa.com.au « www. imowa.com.au



It should be noted that Lantau advises that the current capacity surplus is the product of many
factors, some of which pre-date the WEM and are no longer applicable. While the RCM can benefit
from refinements, these should not introduce unnecessary volatility. Because of the potential
significance of changes to past external factors, and the effect of the generally uncertain current
investment climate on future capacity investment, the IMO Board considers that a cautious,
evolutionary approach to any changes to the RCM is appropriate.

The Board would also like to emphasise the Lantau advice that has highlighted that the cost of a
capacity shortfall can be much greater than a capacity surplus.

The Lantau paper is attached for your consideration and the IMO Board requests that this paper be
tabled at the next meeting of the Market Advisory Committee (MAC).

While Lantau has provided some broad recommendations, the IMO Board is keen for the MAC to
consider and provide advice on these recommendations. The Board anticipates that the MAC would

constitute a working group to undertake this task.

Mike Thomas from Lantau has indicated that he can support this work program if required. This
support would be subject to the IMO reaching agreement on suitable commercial terms.

The RCM has delivered significant benefits for the WA electricity industry and for the state economy
and the IMO Board would like to emphasise the importance of maintaining the stability of the RCM.

Yours sincerely

JOHN KELLY
CHAIR, IMO BOARD

28 September 2011
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OVERVIEW

SCOPE

Following the completion of a comprehensive study of the Reserve Capacity Mechanism,
the IMO Board asked The Lantau Group (HK) Limited (TLG) to prepare a note on key
areas identified for further review by the Market Advisory Committee. After considering a
range of possible directions, and taking into account experience within the WEM and
internationally, the IMO Board concluded that the RCM has promoted capacity
development and supply reliability in the WEM, but that refinement is needed to improve
alignment of the RCM with the Market Objectives.

A number of different capacity remuneration mechanisms, of which the RCM is one
example, exist in international electricity markets. Many different markets have features
that have merit and can serve as interesting examples, but it is most important that the
combined features of any single market work harmoniously. Recommendations for
change in the WEM must reflect the design and context of the WEM else they risk being
inconsistent or incompatible with the WEM.

As a result, we focus our recommendations on a specific set of issues that arose
consistently in our review:

e The formula that establishes the value of the Reserve Capacity Price (RCP),
particularly in light of the recent recommendation to reduce the Maximum Reserve
Capacity Price (MRCP);

e The inter-relationship between the RCM and the Capacity Refund Regime;
e The extent to which supply- and demand-side resources should be treated similarly;

e The extent to which fuel supply limitations should affect the eligibility of supply-side
resources for Capacity Credits;

e The setting of the Individual Reserve Capacity Requirement (IRCR); and

e The extent to which further periodic reviews should be undertaken so as to ensure
that the RCM functions as intended to guide appropriate levels of investment in
reserve capacity.

The following report explains key forces that influence capacity investment in the WEM
and puts the RCM into a broader context. Clearly the global financial crisis has disrupted
economic growth, and thus, contributed to excess reserve capacity. We therefore focus
on how well the RCM is able to adjust to changing market conditions. If the RCM adjusts
too frequently or with too much volatility, that volatility becomes a risk to stakeholders. If
the RCM fails to adjust sufficiently, the stakeholders face a different set of risks. A more
dynamic but not overly volatile RCM has the potential to improve considerably on the
existing arrangement, while being consistent with the managed design that defines the
WEM.
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1.2,

1.21.

1.2.2.

1.2.3.

Reserve Capacity Mechanism Review ﬁ
THE LANTAU GROUP
September 2011 > g

THE CURRENT RESERVE CAPACITY CUSHION

Capacity investment in the WEM is the product of many factors, including demand

growth, which can be lumpy as well as volatile. Currently, the WEM has an approximately
15 percent reserve capacity cushion. However, this cushion cannot be attributed entirely
to the RCM. Several past programmes, no longer in force, influenced capacity
investment, including the Displacement Mechanism in the original Vesting Contract and
the earlier Schedule 7 requirements that forced Western Power Corporation to tender for
new capacity. The lingering impact of the global financial crisis and subsequent global
slowdown are also key contributors, as the impact of the slowdown has become apparent
in the most recent load projections.

As a result of this increased cushion, or excess reserve capacity, a number of areas of
the RCM merit particular review, as set out below.

Refine elements of the RCM

Though there is excess reserve capacity, our analysis indicates that the existing capacity
mix is broadly reasonable given the economics of different power generation technologies
and the extent to which the existing mix reflects pre-WEM investment decisions. We
therefore focus on the overall quantum of excess reserve capacity in the WEM, and on
whether the RCM can and should be refined. We conclude that refinements to the setting
of the Reserve Capacity Price (RCP) would better achieve the Market Objectives.

Improve alignment of the Capacity Refunds Regime and RCM

Linked to the RCM is the issue of how the Capacity Refund regime operates and what the
economic impact would be of making changes to the Capacity Refund regime. The
Capacity Refund regime is linked sufficiently tightly to the overall workings and
parameters of the RCM as to compel joint consideration. A change in the Capacity
Refund regime changes the expected value of a Capacity Credit, and vice versa. Given
this linkage, a dynamic refund regime—one that links the refund value to system
conditions—is best matched to a more dynamic RCP regime in which the RCP also better
reflects system conditions.

Harmonise treatment of restricted capacity resources

We then consider the implications for harmonising the treatment of demand-side
resources with the treatment of supply-side resources in the RCM. Most demand-side
resources have chosen under the Market Rules to be classified into a category that
imposes lesser performance obligations on them than are imposed on supply-side
resources. We consider the implications of differential treatment from the perspective of
the workings of the RCM.

Discussion Draft Page 2
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Similarly we consider the fuel supply requirements imposed on supply-side resources.
These are currently that a supply-side resource qualifying for a Capacity Credit must
demonstrate fuel supplies to support operation for 14 hours a day. The issue arising is
how fuel supply, which is crucial to the ability of a resource to generate if called, interacts
with the RCM.

Adjust the Individual Reserve Capacity Requirement

We consider refinements to the Individual Reserve Capacity Requirement (IRCR). The
current IRCR settings have some aspects that potentially incentivise rent-seeking rather
than value-creating behaviours. We recommend minor changes to mitigate these
adverse incentives.

Establish a periodic RCM review cycle

Where capacity mechanisms are employed in electricity markets globally, they have
evolved steadily. As an administrative mechanism, the RCM naturally requires periodic
calibration and review to ensure it is delivering reasonable outcomes. In particular, a
number of key parameters should be reviewed every few years so that they best reflect
market conditions.

STRUCTURE OF REPORT

We review key aspects of these recommendations in the next sections of this report,
focussing first on the current supply of reserve capacity and its economic value.

Discussion Draft Page 3
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THE CURRENT SUPPLY OF RESERVE CAPACITY
OVERVIEW

In evaluating the RCM, we bear in mind that the WEM was in a shortfall situation not long
ago. The RCM is now the only mechanism specifically intended to assure capacity
adequacy in the WEM. To be clear, the mere existence of excess capacity at a point in
time is not sufficient reason to change the RCM. Excess capacity can be the result of a
good decision, even though subsequent events (such as the Global Financial Crisis)
might make it seem otherwise (necessitating delay or mothballing of mining capacity, for
example). Excess capacity can arise when unexpected economic disruptions occur or
when growth is naturally lumpy and unpredictable in the shorter-term.

Figure 1: Peak demand and capacity additions since before market start
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The particularly challenging economic period from 2008 to 2010 accounts for the bulk of
the excess capacity additions relative to peak demand growth. This period aligns with the
onset of, through gradual recovery from, the global financial crisis. Our concern is not so
much with the impact of unexpected (or unexpectedly severe) external forces, however.
Our concern is whether the RCM adjusts sufficiently to an increase or decrease in the
amount of excess capacity so as to mitigate any reasonable risk of compounding the
problem.
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Additionally, given the proposed material reduction in the MRCP as recommended in the
on-going MRCP review, it is important to consider how the level of the MRCP interacts
with other elements of the RCM. If the MRCP is too high or low for an extended period,
then other aspects of the RCM are unlikely to function as intended. In particular,
changing too many aspects of a complex administrative mechanism simultaneously
increases risk—underscoring the importance of prudence, as well as reliance on periodic
recalibration reviews, to ensure the RCM continues to meet expectations.

THE RAPID INCREASE IN UNCONTRACTED CAPACITY CREDITS

It is concerning that there has been a recent and dramatic surge in capacity credits paid
for by the IMO directly, rather than being transacted between market participants.

Figure 2: Uncontracted Reserve Capacity Requirement1
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This surge strongly indicates that the IMO’s capacity credit buy price—a price that is
determined by an administrative adjustment formulae within the RCM—is higher than the
market value of those same capacity credits. This movement away from bilaterally
contracted capacity (with a commercially negotiated price) to the regulated price (RCP) is
a reason to look more closely at the economic signals transmitted by the RCM and
whether those signals might be improved.

Source: IMO data, compilation of confidential data
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THE COST OF EXCESS RESERVE CAPACITY

The perceived cost of excess reserve capacity depends on one’s perspective. The RCM
incorporates adjustment formulae to adjust the RCP downward when there is excess
reserve capacity. In theory, the adjustment is sufficient to shelter consumers from the
cost of excess capacity because an increase in excess reserve capacity is offset by a
reduction in the RCP. The reduction in the RCP only applies, however, to Capacity
Credits that must be procured by the IMO. Another way to consider the costs of excess
reserve capacity is that it drives a wedge between the market value that would be
encapsulated in a bilateral contract and the administrative value paid by the IMO. The
greater this wedge, the greater the risk of unintended consequences, either in the form of
inefficient investment, non-productive rent-seeking behaviour or a reduction in confidence
that the WEM delivers value.

The reality is that the economic value of excess reserve capacity approaches zero the
greater the amount of excess reserve capacity exists. At present, the WEM has
approximately 15% more reserve capacity than is required. The following calculations
illustrate how the incremental value of an additional MW of reserve capacity at this point
in time (i.e. in addition to what excess already exists) is essentially zero, implying a quite
substantial “wedge” between the economic value of a Capacity Credit and the currently
applicable RCP. As discussed below, a rigorous market-based value for incremental
Capacity Credits would be zero, or nearly so, today, far, far lower than the current
regulated price. On the other hand, a rigorous pricing system would also have the
characteristic of introducing substantial volatility to the pricing of Capacity Credits. This
latter point is important because in other respects, the WEM design has generally avoided
reliance on volatility, given the small size of the WA market and the increased difficulty of
accommodating, managing or properly assessing the meaning of highly volatile prices.

Economic Value of a Capacity Credit

A useful way to estimate the economic value of incremental reserve capacity is to focus
on the extent to which additional reserve capacity lowers the probability of lost load.

The reliability standard in WA is based on the 10 percent POE forecast peak demand
supplied through the SWIS plus a reserve margin equal to the greater of 8.2 percent of
the forecast peak demand and the maximum capacity of the largest unit on the system.
Expected energy shortfalls are to be limited to 0.002 percent of annual energy
consumption.

The quantity of capacity is mainly relevant during the peak hours in which the load
duration curve hits high loads. Figure 3 presents two different load duration curves — one
depicting the actual loads and a second scaled to match the 10 percent POE forecast as
of the 2007 forecast. The value of the RCM is clearly concentrated in the approximately
top 200 peak hours in which the difference between the load and capacity available is the
smallest.

Discussion Draft Page 6



Reserve Capacity Mechanism Review ﬁ
THE LANTAU GROUP

¢ consulting

September 2011

Figure 3 also shows the approximate capacity duration curve and the load duration curve
for the 2009/10 capacity year. The capacities are based on the allocated capacity credits.
The small peak in the capacity duration curve represents available DSM resources, in
each of the classes. We implicitly assume that DSM resources can be dispatched
perfectly into each of the very top 24 hours that most DSM resources have obligations to
be available. Because of planned maintenance needs, the quantity of capacity credits
somewhat overstates the actual availability during off-peak periods.

Figure 3: Load and capacity duration curves for 2009/10
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We can calculate the loss of load probability (LOLP) associated with the supply and
demand situation at each point in time. For example, the available capacity of each unit
in a given hour (C;) is an uncertain variable, due to the possibility of forced outage.
Similarly, the load in that hour (L) is subject to forecasting error. The LOLP is the
likelihood that L exceeds the sum of C; across all units in the system. A number of
different algorithms exist to form this required distribution of load less total capacity and
solve for the likelihood that this quantity is positive.
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We base the analysis on the 10 percent POE forecast2 of demand in the WEM from 2007
(the year in which the Reserve Capacity Requirement (RCR) for the 2009/10 Capacity
Year was forecast). We have used the value of Value of Lost Load (VOLL) (AUD 12,500 /
MWh) as adopted in the National Electricity Market (NEM). We therefore estimate
capacity values using the derived LOLP values from the WEM and the VOLL from the
NEM, noting that the NEM VOLL may exceed the actual value of lost load for some
customer groups. The estimated LOLP is shown in Figure 4.

Figure 4: LOLP based on 10 percent POE forecast for 2009/10
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Based on these LOLP values, the value of incremental reserve capacity over the year is
AUD 253/MW with DSM or AUD 780/MW without it. These values are implicit in Figure 5.

These values are much lower than the payment that was available through the RCM,
which in 2009/10 was AUD 108,459/MW.

2 This has been done simplistically by scaling the top 48 hours of the demand hours in the year by the ratio
between the 10 percent POE peak demand and the actual peak demand in 2010 and scaling the rest of the
hours in the year so that the total energy matches the high energy demand forecast for the year. As such it
almost certainly over-estimates the energy in the year; however, it gives a feel for what the difference of a 10
percent POE versus actual peaks might be.
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Figure 5: Value of capacity based on 10 percent POE forecast
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The values estimated in this way correspond to the economic value of adding one more
MW of reserve capacity to what already exists. Once the WEM is in an excess reserve
capacity situation, the value of adding additional supply- or demand-side capacity to the
system falls towards zero. This incremental (“marginal”) value is essentially the spot
market value of capacity, taking into account demand conditions and how much reserve
capacity exists at that point in time.

Implications for limited availability demand and supply resources

The peak demand in WA is concentrated in relatively few hours. The value of reserve
capacity is therefore similarly concentrated in a few peak hours. In the example
calculation above, virtually all of the value of reserve capacity is concentrated in fewer
than 30 hours. This is an overstatement, of course, because it reflects a single actual
out-turn rather than the risk of an unknown out-turn, which is what reserve capacity is
intended to mitigate. It also assumes that reserve capacity resources are always
available.

Even a resource that is available just 24 to 48 hours could theoretically provide a material
proportion of the value provided by a resource available much more than that. This
feature of peak load in the WEM has implications for the treatment of resources with
limited availabilities. As the availability of various resources increases, their value as a
source of reserve capacity quickly converges.
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Importantly, we assume that each resource is similar enough in all other respects that it
can be treated as equivalent by System Management. However, based on stakeholder
feedback, dispatch limitations on DSM resources can be sufficiently constraining that the
DSM resource is not equivalent in application to a supply-side resource. Clearly, System
Management must be able to call available resources on an effectively equivalent basis if
they are to qualify for the same value of Capacity Credit. To be clear, however, “effective
equivalence” need not mean that all resources must be available 24x365 hours each
year. Effective equivalence means that a common, reasonable, minimum performance
standard should be developed and applied (and refined if or as conditions change) so as
to be consistent with a standard Capacity Credit price.

KEY LINKAGES AFFECTING THE RCM
The MRCP

A separate industry workstream reviewed the setting of the Maximum Reserve Capacity
Price (MRCP), a key parameter that feeds into the RCM. The MRCP is based on a 160
MW open cycle gas turbine—a standard peaking generation technology.

The review concluded that the current MRCP is not necessarily reflective of actual costs.
Proposed amendments to the MRCP methodology would reduce the MRCP. A reduction
in the MRCP, through its linkage to the reserve capacity price (RCP) paid by the IMO for
capacity credits that are not traded bilaterally, will, all else equal, also reduce the
incentive to build new capacity.

After considering the expected material change to the MRCP but also that the WEM is a
comparatively small, lumpy, administratively structured market with close government
oversight, we recommend fine-tuning of the RCM’s administrative price setting
mechanism rather than designing, agreeing and implementing a more extensive overhaul
and redesign of the RCM along the lines of more dynamic, complex and volatile open-
market mechanisms.

The Capacity Refund Regime

In addition to refinement of the RCM, we also recommend changes to the Capacity
Refund regime. Possible refinements to the Capacity Refund regime need to be
considered in conjunction with the RCM itself, however, as a change to one alters the
economic impact of the other.

The value of the refund payments is currently unrelated to system conditions at the time
of the event that triggers the refund payment. Consequently, it is possible for refund
payments to be high (or low) relative to the economic consequences associated with the
event that triggers the refund—introducing a source of potential distortion or inequity.
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For example, if the value refunded were to be modified to reflect system conditions, then,
compared to the present Capacity Refund regime, refunds could be reduced during
periods of excess reserve capacity. This outcome might be economically correct if the
Capacity Refund regime were analysed on a stand-alone basis. But the actual economic
impact on the workings of the RCM would be to increase the expected value of reserve
capacity (by reducing the amount that might have to be refunded). In effect, “fixing” the
economics of the Capacity Refund regime has a potentially adverse impact on the
outcomes of the RCM unless both are considered together.

To address the economic issues that underpin concerns about the Capacity Refund
regime, it makes sense to first refine the RCM so that the RCP is more dynamic with
respect to the amount of excess reserve capacity that exists. The RCP is an annual
value, however. The Capacity Refund is based on a much shorter interval, and is
intended, in part at least, to assist System Management in achieving an orderly
scheduling of maintenance outages during off-peak or shoulder periods. Introducing
appropriate dynamism into the Capacity Refund regime is complicated by the fact that the
economic value of capacity is such an explosive function of the amount of reserve
available at each point in time. Given that we have seen that the value of a Capacity
Credit can be substantially linked to even as few as 30 hours in a year, any Capacity
Refund scheme risks distorting incentives if it does not likewise concentrate refund
exposure into those periods which really matter. This is not easily done in an
administrative setting because the underlying hourly economic value at stake in the
Capacity Refund regime is quite a bit more volatile than the annual Capacity Credit value.

As a consequence, the Capacity Refund scheme cannot, in any practical sense, be
expected to be a perfect measure of the economic consequence of a refund-triggering
event. Inspection and verification of availability and performance will continue to be
crucial to ensure that seldom-used capacity remains eligible for Capacity Credits.

EVALUATION FRAMEWORK: THE MARKET OBJECTIVES

The Market Objectives provide guidance for evaluating whether the RCM works
effectively. The Market Objectives are to:

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

(b) encourage competition among generators and retailers in the South West

interconnected system, including by facilitating efficient entry of new competitors;

(©) 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) minimise the long-term cost of electricity supplied to customers from the South
West interconnected system; and
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(e) encourage the taking of measures to manage the amount of electricity used and
when it is used.

If the RCM attracts or supports more capacity than is required, then it would get lower
marks for meeting Market Objective (d). On the other hand, more capacity may be
argued, in some instances, to assist the achievement of Market Objective (b) by
supporting greater competition. Similarly, a failure of the RCM to attract sufficient
capacity would also result in a costly failure of the WEM, compromising virtually all of the
Market Objectives, except perhaps (e). Clearly, evaluating a specific change to the RCM
(or even its current performance) against the Market Objectives involves balancing a
number of countervailing forces.

This inherent tension matters when evaluating potential refinements to the RCM. Risk in
power markets is generally asymmetric with respect to the capacity investment. A
capacity shortage, resulting in involuntary load shedding, can be much more costly than a
similar amount of excess capacity, perhaps only resulting in higher tariffs. Consequently,
greater tolerance is advised when considering RCM settings that may be biased towards
supporting slightly too much capacity as compared to settings that are more
parsimonious, raising the risk of a capacity shortfall. We consider Market Objectives (a)
and (d) to be supportive of this view.

THE ESSENTIAL PROBLEM THAT MUST BE ADDRESSED

Currently, any supply or demand resource that can establish itself as “committed” and
declares itself as intending to trade bilaterally (whether or not it ever actually enters into a
bilateral agreement) can secure Capacity Credits, whether or not the underlying capacity
is actually needed in the WEM. In short, there are no “supply side” limiting mechanisms
that kick in if there is excess reserve capacity. The certification process and the eligibility
of an investor to be paid for Capacity Credits are not affected by the quantum of excess
reserve capacity.

One possible approach therefore is to develop a clear, equitable, timely and effective way
to turn off the “spigot” when the quantum of excess capacity reaches some threshold.
Conceptually, the idea of a spigot control has a lot of merit. Unfortunately it would be very
difficult to implement equitably. The impact on project sponsors who expect to gain credits
and then are unable to gain them due to an unexpected demand reduction could be
extreme. Ultimately, if the RCP remains much higher than the economic value of a
Capacity Credit, then the process of turning off the capacity certification “spigot” puts the
mouse on one side and the cheese on the other—a situation that is inherently unstable.

The other approach is to refine the way the RCM calculates the RCP when excess
reserve capacity exists. Currently, the RCP is adjusted downward in proportion to the
amount of excess reserve capacity that exists. The price adjustment could be more
strongly linked to the amount of excess reserve capacity. Doing so would reduce the
discrepancy between the RCP and the economic value of a capacity credit. By reducing
the gap, the risk of unintended consequences, rent-seeking behaviour and other generally
value-destroying outcomes is diminished.
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RECOMMENDED REFINEMENTS

In this section we put forward a set of specific recommendations for consideration by the
Market Advisory Committee, regarding the setting of the RCP, the Capacity Refunds
regime, the treatment of DSM resources, and the requirement for supply side resources
to have access to fuel resources. In each instance, additional work will be needed to
establish specific details, though the general direction and scope for improvement should
be clear.

REFINEMENTS TO THE RCP
Conceptual recommendation

With respect to the administrative pricing formula that establishes the RCP, our principal
recommendation is to increase the slope factor by which the RCP reduces as the amount
of excess capacity increases. To understand our recommendation, two things must be
kept in mind.

e First, as previously noted, the economic value of excess reserve capacity falls very
quickly to zero when there is a surplus and can rise very quickly to the market price
cap if there is a shortage. It has required a significant evolutionary effort in other
(international) markets with auction-based capacity mechanisms that can either
accommodate or mitigate the volatility inherent in the valuation of reserve capacity.

e Second, the WEM has been designed quite specifically in ways intended to manage
volatility while still producing acceptably efficient investment outcomes. Some, pure
market-based approaches used in much larger international markets, however
meritorious in those contexts, conflict with what can reasonably be called the WEM’s
underlying architecture and contextual “DNA”.

We therefore recommend a simple adjustment to the administered pricing formula to
cause the administered price to fall faster when there is more excess capacity, compared
to the present arrangement. By increasing the rate of “fall off” we increase the certainty
that the RCM works as intended and does not inadvertently incentivise unneeded excess
reserve capacity. Consistent with mitigating more volatile value incursions, we
recommend that a floor be imposed to limit the extent to which the administered capacity
price can be adjusted downward.
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One additional area of caution is noted, however. An investor must be able to look at the
prospect of a Capacity Credit and be able to expect to earn the cost of capital on a
capacity investment that is, in fact, needed in the WEM. If an investor would otherwise
choose to enter the WEM based on the prevailing RCP but is exposed to the risk that the
RCP can be reduced due to excess capacity but never increased above the MRCP due to
scarcity, then the investor may perceive the RCP as being biased downward. This risk is
inconsequential if the MRCP is inadvertently “too high”. In light of the recent proposed
MRCP revision (downward), however, there is greater risk that the long-term RCP could
be biased below its proper (investment supporting) level due to the prospect of downward
adjustments for excess capacity that are not symmetrically offset by any upward
adjustments for shortage. The design and application of the steeper slope coefficient can
take these concerns into account.

The bilateral market for Capacity Credits could be an offset to this, provided there is no
buyer power in that market, but given the size of Synergy relative to the overall WEM, that
is a significant assumption.

Recommended options for consideration

Given the desire to provide stable, long-term support to essential infrastructure
investment in WA and the desire to ensure that the RCM does not exacerbate a situation
of excess reserve capacity, we propose that the current slope factor be decreased to
“minus 3” from its current value of “minus 1”. Currently, the slope is inversely proportional
to the amount excess capacity that exists. The recommended change would render the
slope much steeper.

The specific level of the floor is perhaps best left to broader consultation, but a level of
about 50% of the MRCP would appear, qualitatively, to balance the objective of ensuring
a low enough price to ensure there is no residual investment signal while recognising the
importance of a stable and predictable long-term investment environment.

Thus, under the revised RCM administered price adjustment formula, if there is 10%
excess reserve capacity, the RCM administered capacity credit “buy” price would be
reduced by a further 30% rather than the current approximately 9%. If there is 15%
excess reserve capacity, the RCP would be reduced by a further 45%, rather than by the
current approximately 13%.

Any reduction that would otherwise be greater than the floor value, would be limited by
the floor value. Thus if there were 20% excess reserve capacity, and the floor on the
administrative price were set at 50% of the MRCP, then the reduction would be limited to
50%, rather than 60%.

Finally, with a steeper slope introduced, it would be possible, as well, for the RCP to be
directly linked to the MRCP, rather than continue with the definition of the base RCP as
being 85% of the MRCP. This change would offset some of the immediate sting of the
steeper slope, assisting with the transition, while still leaving a strong signal.
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Transitioning

The immediate impact of the refined RCP formulae would be a reduction in the value of
Capacity Credits paid for by the IMO. Three potential phase-in options are suggested for
consideration:

e Initiate the steeper slope immediately, but transition via a “floor” price that starts at
just 5% below what the current RCP methodology would produce and then reduce
the floor price by 5% each year until it hits 50% of the MRCP; or

e Introducing the steeper slope in a stepwise manner, with the slope moving from -1 to
-1.5in year one; to -2.0 in year two, and to -2.5 in year three and -3.0 in year four; or

¢ Introduce the refinements as of a projected date such that participants have time to
make changes, if appropriate, in anticipation of the future implementation.

Each approach mitigates the risk that unneeded additional capacity is added to the WEM.
Each also provides time for participants to adjust (and for the market to potentially absorb
existing excess reserve capacity).

HARMONISING DEMAND-SIDE AND SUPPLY-SIDE RESOURCES
Demand Side Resources

The current treatment of demand-side resources is not consistent with the treatment of
supply-side resources. The underlying economic causes and implications of this lack of
harmony are complex. The value of a capacity credit, however, attaches to a particular
set of attributes. Among those attributes is the fact that any qualifying resource should be
able to provide an equivalent service, whether it is a supply side resource or a demand-
side resource. In effect, “reserve capacity” is “reserve capacity” is “reserve capacity”. If
the same price is paid for it, then the same service needs to be derived from it. Inefficient
resource use and perceptions of inequity arise when differential treatment has no
apparent justification.

Consequently, we recommend harmonising the treatment of demand-side and supply-
side resources by imposing the same minimum requirement to any resource that qualifies
for a Capacity Credit. This may mean that some demand-side resources will no longer
desire to provide capacity services.

One extreme approach is to require all resources to be available in all hours to qualify for
a Capacity Credit. This approach would push the burden to the DSM resource owner of
taking the risk that the DSM resource could be called at a time when it either cannot
perform or can perform only at an uncompensated cost. Given that reserve capacity
resources are likely to be called in a relatively few hours in a year, this could be seen as a
commercial risk that a DSM provider could reasonably evaluate.
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A less extreme approach would involve making a change to the resource classifications.
The existing classifications can be better calibrated to the value reserve capacity delivers.
By eliminating, for example, the 24 to 48 hour availability class, DSM resources would be
forced to join a higher availability class or cease to be eligible for Capacity Credits. From
the analysis performed to date, such an adjustment would greatly improve alignment
between the economic value of demand- and supply-side resources.

Other operational impediments also exist with respect to DSM resources, ranging from
notice period differences, limitations on consecutive trading periods and so forth. We
understand these differences affect the dispatch of DSM resources by System
Management. To that extent, such impediments drive a wedge between the definition of
Capacity applicable to a demand-resource and that applicable to a supply resource.
Such operating limitations and constraints should be eliminated to the extent possible so
that the economic value of demand- and supply-resources is made workably equivalent.

The specific number of hours attributable to minimum eligibility can then be reviewed
periodically to ensure that the availability classes are designed to delivery essentially
equivalent value from a Capacity Credit perspective. This latter approach would not
achieve perfect technical equivalence—some small value gap would remain—but it would
make it easier for options with some availability constraints to quantify the value to them
of being a certified capacity resource, widening the pool of resources available to the
WEM over time.

Refining the treatment of the Fuel Supply Requirement

To be certified as eligible for a Capacity Credit, a generation resource is required under
the current Market Rules/Market Procedures to demonstrate fuel supplies to support
operation for 14 hours a day for 10 months of the year. This operational standard greatly
exceeds the number of hours that a reserve capacity resource would normally be required
to support in order to justify the value of a Capacity Credit. Notwithstanding that concern,
there are two primary issues that we see:

e The firstis that a resource seeking to qualify for a Capacity Credit clearly needs to
have sufficient access to fuel to actually deliver value as a source of reserve capacity;

e The second is that the requirement to have access to fuel should be economically
efficient—it should be structured so as to promote least-cost solutions.

Thus, a firm fuel access requirement is simply that, a requirement to have access to fuel.
That fuel can be gas or liquid, and the quality of “access” needs to be such that
generation can be expected should the unit be called to run. But it need not necessarily
mean that the fuel must be stored on site or that the contract with the fuel supplier needs
to have a minimum annual quantity. Option contracts or other more flexible arrangements
that impose clear financial commitments can be valid structures in such instances.
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Of courses, if such robust but flexible fuel supply arrangements are not available, then
that would call into question whether a unit would be able to provide reserve capacity
when called. A gas supply limitation naturally results in a generation capacity limitation,
and this should, if it arises, flow through to the number of Capacity Credits that gas supply
can support. If a unit cannot demonstrate access to gas, then it could demonstrate an
alternate backup fuel, or it could simply not qualify for Capacity Credits.

Given the concentration of reserve capacity value into a relatively small number of hours,
an alternative approach may be possible in which a generation resource without a clear
and firm fuel supply access arrangement can qualify for Capacity Credits by submitting
and maintaining, on a rolling basis, an approved fuel management or access plan
sufficient to support the relevant portion (for that part of the rolling horizon) of the
minimum eligibility hours required for a Capacity Credit. Operational testing would also
continue to be part of the certification process.

In other respects, if a unit is then not able to perform dutifully when called, the Capacity
Refund regime would be the applicable penalizing mechanism. A dynamic Capacity
Refund regime in which the refund exposure depends on system conditions assists by
promoting appropriate incentives.

Refining the Individual Reserve Capacity Requirement

In reviewing the RCM we found the idea of decomposing loads into temperature-
dependent and non-temperature-dependent loads and the associated determination of
the Individual Reserve Capacity Requirement (IRCR) generally reasonable. Some
implementation issues arise, however, that merit refinement:

e The use and application of 12 Trading Intervals to determine the IRCR.

- The more trading intervals are combined to set the IRCR the further away the
IRCR moves from its economic intent: to represent the reasonable peak demand
expectation of a given load. Considering the use of fewer trading intervals is
sensible. The top three trading intervals, for example, have been used for
analogous purposes in the UK and New Zealand.

- The calculation of the IRCR is based, approximately, on an approach based on
the median value of 12 top Trading Intervals3. The use of the median value
approach rather than the mean value means that the highest values are ignored,
which makes no sense.

e Alignment with DSM resource offering

Not necessarily the very top 12 intervals, but the three highest demand trading intervals on the four trading days
with the highest demand.
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- Aload with an IRCR of “X” MW should not be able to offer more than “X” MW of
DSM. No load should be able to offer a DSM capacity value greater capacity
than its IRCR, as a matter of logic. For this to be possible implies a problem in
the setting of the IRCR itself. As noted, the use of 12 Trading Intervals in
combination with the median value approach means that it is possible currently
for a load to have a DSM value that exceeds its IRCR, an illogical outcome.

REVIEW CYCLE

Stakeholders need to see past the specific settings of the RCM at any point in time and
appreciate that, as an administrative (non-market) mechanism, the RCM is likely to
produce an imperfect signal, one that is, from time to time, too high or too low.

Long-term investors do not depend on short-term prices, but on longer-term expectations.
More than any temporary outcome, long-term expectations depend on being able to
understand what will guide adjustment to the RCM over time, and how often the need for
adjustments will be reviewed. Annually is too short a time, given the resource costs to
undertake a serious review. However, five years is too long given the development time
of new capacity. A two- or three-year review cycle is therefore recommended for
consideration.

Elements requiring periodic review are as follows:

The RCP and MRCP;

The “slope” factor;
e The “floor” factor;

e The number of hours of minimum availability for eligibility for a Capacity Credit, and
accordingly, the resource classes;

e The requirements of a fuel management and access plan.

Periodic review of these factors would need to take into account market conditions
(supply and demand). Modelling of loss of load probabilities would be required to confirm
or establish the minimum eligibility levels and the fuel management and access plan
requirements.
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