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Executive summary

The Economic Regulation Authority reviews the effectiveness of the Electricity Generation and
Retail Corporation regulatory scheme (EGRC scheme) every two years." The EGRC scheme
commenced in 2014 through the merger of the State Government-owned retailer (Synergy)
and generator (Verve Energy). It aims to curtail Synergy’s potential exercise of market power
in the Wholesale Electricity Market (WEM), to promote a level playing field so that other
suppliers of electricity can develop for the benefit of consumers.

The EGRC scheme has two elements to deter anti-competitive behaviour. Firstly, Synergy is
obliged to advertise standardised wholesale electricity contracts — called standard products —
for sale and purchase. The second element is Synergy’s public disclosure of segmented
financial information to allow anti-competitive conduct to be detected.

The standard products regime is necessary for market power mitigation in the wholesale
electricity contracts market, benefiting market participants and electricity consumers. To
promote ongoing benefits from the regime in the new WEM, the ERA proposes that large
vertically integrated firms with significant generation assets be restricted from transacting
standard products.

Conversely the second element — the disclosure mechanism — fails to deliver value. In its
options analysis, the ERA explored possible improvements to enhance the effectiveness of
the disclosure mechanism and found that significant changes, with increased administration
costs, may disclose sufficient information to prevent or identify anti-competitive conduct by
Synergy.

The ERA’s assessment is that the disclosure mechanism lacks relevance as the market has
matured since 2014, reducing the risk that the disclosure mechanism was introduced to
mitigate. Market conditions make it improbable for Synergy to crowd out its competitors in the
contestable retail market by lowering its retail prices to unsustainable levels, ultimately causing
harm to consumers.

The alternative to amendments is to remove the disclosure mechanism. The anti-competitive
conduct envisaged when the EGRC scheme was created is unlikely to occur, in part due to
new entrants and the structure of the contestable retail market. Additionally, this option lessens
regulatory requirements, decreases the EGRC scheme’s complexity and reduces associated
administration costs.

Ringfencing between Synergy’s wholesale and retail business units provides confidence that
Synergy is not sharing sensitive information on competitor retailers.? Such information sharing
could allow Synergy’s retail business to undercut its retail competitors or increase margins
while maintaining its market share. However, the benefits of restricting information between
Synergy’s generation and wholesale business units are less certain. Submissions from
stakeholders on the ringfencing obligations will assist the ERA to complete its review of this
aspect of the EGRC scheme.

The ERA is seeking feedback on its assessment of the EGRC scheme and its proposals for
amendment. After considering stakeholder feedback, the ERA will present a report to the
Minister for Energy by the end of 2023.

' Electricity Generation and Retail Corporation Regulations 2013 (WA).

2 Electricity Corporations (Electricity Generation and Retail Corporation) Regulations 2013 (WA) regulation
13(1), (online).

Electricity Generation and Retail Corporation Regulatory Scheme Review 2023 — ii
Discussion paper


https://www.legislation.wa.gov.au/legislation/prod/filestore.nsf/FileURL/mrdoc_42484.pdf/$FILE/Electricity%20Corporations%20(Electricity%20Generation%20and%20Retail%20Corporation)%20Regulations%202013%20-%20%5B00-c0-00%5D.pdf?OpenElement

Economic Regulation Authority

Proposals for amending the EGRC scheme
1. Refine access to standard products

Market participants continue to use published standard product prices as a price discovery
tool to inform investment and operational decisions, and to negotiate with Synergy for
customised bilateral contracts. Trading standard products with Synergy allows market
participants to reduce their exposure to spot market prices.

Opportunities for trading contracts in the wholesale electricity market with parties other than
Synergy are limited and are likely to remain limited in the new WEM. Standard products are a
hedging instrument to facilitate participation in the WEM and not intended for speculation on
future spot prices.

Vertically integrated market participants with access to sufficient generation assets have
limited exposure to spot market prices — an advantage not available to entities such as stand-
alone retailers.

Synergy has advised that its future net energy position is uncertain as its coal generators are
set to retire by the end of the decade. If Synergy becomes a net buyer of energy, selling energy
forward through wholesale contracts will heighten its exposure to variable spot market prices
— increasing its cost of offering wholesale contracts.

Restricting standard product trades to market participants without access to sufficient
generation assets to manage spot price exposure will ensure standard products are available
to market participants to hedge their spot market risk. Restricting access may also lower
Synergy’s risk of providing standard products.

The ERA’s proposal to refine access to standard products is complementary to maintaining
an appropriate standard product maximum buy-sell spread. This review will not propose
changes the standard products buy-sell spread. Data on the effect of reducing the maximum
spread to 15 per cent (from July 2022), and the use of wholesale products during the transition
to the new WEM, will inform the ERA’s next review.

2. Remove the disclosure mechanism

The ERA has found that the public availability of Synergy’s segmented financial data imposes
compliance and administration costs with no material benefit for the WEM or energy
consumers. This finding includes the transfer pricing arrangements — for determining internal
prices for electricity sold from Synergy’s wholesale business to its retail business — which are
required by the EGRC scheme but provide no market power mitigation.

As the disclosure mechanism does not provide sufficient relevant information to allow other
parties to detect anti-competitive behaviour, the ERA considered the benefit of making
significant amendments to the mechanism and requiring Synergy to confidentially disclose
data to a responsible entity. The ERA concluded that the effective provision of standard
products, Commonwealth law prohibitions on predatory pricing, and competition in the
contestable retail environment reduce the need for a disclosure mechanism.

Consequently, the ERA proposes that Synergy’s EGRC scheme’s obligations be amended to
not oblige Synergy to prepare segmented financial statements for public disclosure and
remove the associated transfer pricing arrangements as they do not benefit market
participants or consumers.

Electricity Generation and Retail Corporation Regulatory Scheme Review 2023 — iii
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1. Introduction

This discussion paper presents findings from the ERA’s sixth review of the effectiveness of
the Electricity Generation and Retail Corporation (EGRC) Regulatory scheme for stakeholder
feedback. The EGRC scheme remains necessary due to the importance of the standard
products regime for the wholesale electricity contracts market. Removing the EGRC scheme
obligations in the disclosure mechanism, which the ERA found to provide no benefit to market
participants, would increase the EGRC scheme’s effectiveness.

The ERA will consider stakeholders’ views on its proposals to amend the EGRC scheme when
preparing its report on the EGRC scheme’s effectiveness, to the Minister for Energy in
December 2023.

1.1 Overview of the EGRC scheme

The Electricity Generation and Retail Corporation, trading as Synergy, was created by a
merger of the State Government-owned electricity generator Verve Energy and electricity
retailer Synergy in January 2014.

The State Government implemented the EGRC scheme, recognising that the new entity was
the dominant retailer and wholesale electricity supplier in the Wholesale Electricity Market
(WEM) through its own generation and contractual arrangements with third-party generators.

Synergy continues to own around 50 per cent of wholesale electricity generation capacity and
acquires energy from other generators through contractual arrangements. However, Synergy
has advised the ERA that Synergy’s future generation position is uncertain and that its coal
generators are due to retire by 2030.

The State Government noted that the primary purpose of the EGRC scheme was “to mitigate
the increased potential for market power that arises due to the merger, to ensure a level
playing field for competitors and new entrants in order to facilitate competition”.3

Synergy’s wholesale business unit (WBU) is the major provider of wholesale electricity
contracts to smaller entities, mainly retailers who compete with Synergy’s retail business unit
(RBU). The exercise of market power by Synergy in the wholesale contracts market could
decrease the profit margin of independent retailers to unsustainable levels.

The EGRC scheme comprises the:

e Electricity Generation and Retail Corporation Regulations 2013 (EGRC regulations).*

o FElectricity (Standard Products) Wholesale Arrangements 2014 (standard products
regime).®

e Segregation and Transfer Pricing Guidelines 2020.6

3 Public Utilities Office, 2019, Electricity Generation and Retail Corporation regulatory scheme — Response to
2016 report to the Minister for Energy on the effectiveness of the Scheme, p. vi, (online).

4 Electricity Corporations (Electricity Generation and Retail Corporation) Regulations 2013 (WA). Current
version commenced on 1 July 2023, (online).

5 Electricity (Standard Products) Wholesale Arrangements 2014, Western Australia, Western Australian
Government Gazette, No 73, 19 May 2014, p. 1577 (online). The spread was updated in this 2022
amendment (online).

6 Segregation and Transfer Pricing Guidelines 2020, Western Australia, Western Australian Government
Gazette No. 111, 30 June 2020, p. 2264, (online).
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The EGRC regulations require Synergy to internally separate itself into different business units
and restricts the flow of commercially sensitive information from wholesale to retail and
generation business units. These ringfencing obligations are discussed in section 4.

Synergy must publicly disclose segregated financial statements on the financial performance
of each business unit. The effectiveness of this aspect of the disclosure mechanism is
discussed in section 5.

Under the EGRC regulations, Synergy must establish transfer pricing arrangements for trading
wholesale electricity supplies between its wholesale and retail business units.” The
effectiveness of the transfer pricing arrangements is outlined in section 5.2.2.

The EGRC regulations also require Synergy to not discriminate between its RBU and private
retailers and generators when supplying wholesale electricity to the RBU (see section 5.2.3).

Under the standard products regime, Synergy must provide specified wholesale electricity
contracts called standard products. These standard products are small parcels of energy for
quarterly, calendar and financial year terms that can be bought or sold as ‘flat’ or ‘peak’
products. Section 3 outlines the effectiveness of the standard products regime and its
importance to mitigating Synergy’s market power in the wholesale contracts market.

The relationship between each EGRC scheme element and anti-competitive conduct is
highlighted in Table 1.

Table 1. Overview of the EGRC scheme

EGRC scheme element Relationship to anti-competitive conduct

Requires Synergy to make simple, standard wholesale contracts
Standard products regime available and provides pricing discipline through a regulated
maximum buy-sell price spread.

Disclosure mechanism

e Segmented financial
statements

Public disclosure of Synergy’s segmented financial statements may
indicate instances of anti-competitive conduct and deter such

N conduct.
* Non-dlscrln.m.nahon The non-discrimination requirement and transfer pricing
» Transfer pricing arrangements may inform development of financial statements.
arrangements
Restricts the flow of confidential information from Synergy’s
Ri . wholesale to retail and generation business units to address the
ingfencing

information asymmetry between Synergy — as the dominant
provider of wholesale contracts — and its competitors.

1.2 Review approach

Under the EGRC regulations, the ERA is responsible for reviewing the operation of the EGRC
scheme to assess its effectiveness.? When conducting its review, the ERA may also consider
any prevailing circumstances in the South West Interconnected System (SWIS) and any other

7 Electricity Corporations (Electricity Generation and Retail Corporation) Regulations 2013 (WA), regulation 9
and regulation 11, (online).

8 Electricity Corporations (Electricity Generation and Retail Corporation) Regulations 2013 (WA), regulation 48
(online).
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matters it considers relevant. The ERA may then make recommendations to the Minister for
Energy.

Through the State Government’s market reforms, the WEM is part of an accelerating transition
in how electricity is supplied and used.® The new market design is due to commence in
October 2023 to assist with the energy market transition. %

In this review, the ERA has considered how the EGRC scheme will operate in the new WEM
and reviewed evidence for the ongoing reliance of smaller entities on wholesale electricity
contracts from Synergy. Consistent with past reviews, the ERA is reviewing the EGRC scheme
against the following objective:

To mitigate the potential for Synergy to exploit its market position as a dominant,
vertically integrated electricity business, for the purposes of engaging in anticompetitive
conduct, to the detriment of competing electricity generation and retail businesses and
electricity customers.12

The ERA commenced the review by first establishing the ongoing need for the EGRC scheme
to mitigate Synergy’s market power in the new WEM. Then, the ERA reviewed the
effectiveness of the standard products regime and the disclosure mechanism, considering the
costs and benefits of each element for market participants and consumers.

The ERA has considered the likelihood of Synergy exercising market power through marking
up wholesale contract prices in the wholesale contracts market and predatory pricing in the
contestable retail market." The review explored how disclosure mechanisms in other contexts
can prevent anti-competitive behaviour or indicate when the behaviour may be occurring.

1.3 Findings

The EGRC scheme remains necessary as there are no mechanisms in the WEM Rules for
mitigating the exercise of market power in the wholesale contracts market. Introducing new
market power mitigation tools for this market would be difficult as many bilateral contracts
between market participants are confidential.*

The WEM Rules’ market power mitigation measures only apply to spot and day-ahead
electricity markets. Administratively procured electricity related services, such as reserve
capacity, have measures that act as a market power mitigation tool to ensure that payments

9  The ERA’s WEM Review provides an overview of the energy market transition. See ERA, 2022, Triennial
review of the effectiveness of the Wholesale Electricity Market 2022, WEM final report, p.5, (online).

0 The new Wholesale Electricity Market rules are available here (online).

" New market power mitigation rules will commence with the new market in October — Energy Policy WA,
‘Market Power Mitigation Strategy’, (online) [accessed 13 September 2023]. However, these measures do
not apply to the wholesale contracts market — see section 2.1.

2 Economic Regulation Authority, 2019, Report to the Minister on the Effectiveness of the Electricity Retail and
Generation Corporation Regulatory Scheme 2017 p.5 (online).

3 The ERA explored the possibility of detecting these behaviours by running an imputation test on Synergy’s
financial data. This informed the ERA’s assessment of the effectiveness of the EGRC scheme’s disclosure
mechanism. Imputation tests assess if market power exercise results in a profit margin squeeze that would
deter participation of retailers as efficient as the RBU from operating in the contestable retail market. Details
on how a price squeeze would detect anticompetitive behaviour is in Frontier Economics’ report, see
Appendix 4.

4 Contract terms, such as price, term and other conditions are known only to contracting parties. Some market
participants choose to report bilaterally contracted volumes to AEMO but may also opt to settle ex-market.
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and prices are cost reflective. These measures in the WEM Rules do not extend to the
wholesale contracts market.

The standard products regime mitigates Synergy’s market power in the wholesale contracts
market by providing competitors with access to risk management products, and a level of price
discovery. Publishing standard product prices informs the investment and operational
decisions of market participants by revealing future electricity price expectations and the cost
of managing exposure to the risk of variable spot electricity prices. Allowing ongoing access
to standard products for market participants that require standard products to hedge spot
market prices will support a level playing field in the new WEM.

A disclosure mechanism provides value where it can be used to detect if anti-competitive
conduct has occurred. The ERA has found that the EGRC scheme’s disclosure mechanism is
not an effective market power mitigation tool for the WEM'’s wholesale contracts and
contestable retail market. In addition, the disclosure mechanism is not fit for purpose given the
changes in the structure of the market since 2014.

The ERA considered if amendments to require Synergy to provide more detailed segregated
financial data to a responsible entity, would increase the effectiveness of the disclosure
mechanism. The ERA found that the incentives that exist outside the EGRC scheme for
Synergy to behave competitively in the retail electricity market obviate the need for the
disclosure mechanism. This finding supports removal of the disclosure mechanism.

The ERA has also considered the benefits to market participants of the ringfencing obligation.
For retailers that hold wholesale electricity contracts with the WBU, ringfencing provides
confidence that Synergy will not share retail restricted information with the RBU."® This
information sharing could allow Synergy to undercut its retail competitors or increase margins
while maintaining its market share.'®

The benefits of preventing generation restricted information being exchanged between the
wholesale and generation business units are less clear."”” The ERA is seeking stakeholder
feedback to better understand the effectiveness and benefits of the ringfencing arrangements
for market participants.

Based on its findings, the ERA has developed proposals for simplifying and modernising the
standard products regime and the disclosure mechanism, for consideration by stakeholders.

Figure 1 summarises the ERA’s review.

S Electricity Corporations (Electricity Generation and Retail Corporation) Regulations 2013 (WA) regulation
13(1), (online).

6 The ERA does not assess Synergy’s compliance with the EGRC scheme as that function is the responsibility
of the Office of the Auditor General. See Electricity Corporations (Electricity Generation and Retail
Corporation) Regulations 2013 (WA) regulation 29, (online).

7 Ibid.
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Figure 1. Review overview

NeceSS|ty Of the *Remains necessary due to Synergy's expected dominance of the

wholesale contracts market and the ongoing demand for hedge

SCheme contracts (section 2).

» Mitigates Synergy's market power in the wholesale contracts
Sta n d a rd market, supporting a level-playing field.

* Restricting use to entities without significant generation assets will
prOd UCtS reduce costs and support access to hedge products (section 3).

D |SC|OSU re * Provides limited market power mitigation.
o *The ERA is inclined towards the option to remove the diclosure
mechanism mechanism (section 5).

* The market power mitigation benefits of the standard products

0 regime outweighs the costs of operating the EGRC scheme.
Benefits > Costs .3 ’ X

» Administrative and compliance costs can be reduced by removing
ineffective parts of the disclosure mechanism.

1.4 Proposals for feedback

The ERA proposes two changes to improve the effectiveness of the EGRC scheme. Firstly,
restricting the use of standard products to entities without significant generation assets would
preserve the existing benefits of price discovery while supporting ongoing access to hedge
products in the new WEM.

Currently, Synergy must allocate access to standard products in any particular period to the
market participant making the first request, which means that large vertically integrated market
participants with significant generation assets could purchase all available standard products
for a particular period. Large vertically integrated firms with significant generation assets are
not likely to need standard products for hedging as they have an internal spot market price
hedge. Buying all available standard product quantities for a particular period would prevent
entities without significant generation assets from accessing standard products to hedge their
position in the WEM.

Speculation on standard products by vertically integrated entities with significant generation
assets may increase the risk to Synergy of offering standard products. Where providing
standard products increases risks for Synergy, this may justify increasing the standard product
maximum buy-sell spread which could make standard products more costly for market
participants and consequently costs for consumers.

Secondly, removing Synergy’s obligation to publish segmented financial statements and apply
transfer pricing is likely to simplify the EGRC scheme without reducing benefits to the market.®

8 The ERA is investigating the impact of the Government Trading Enterprises Act (WA) 2023 on the EGRC
scheme regarding this requirement and will include this in the final report to the Minister for Energy.
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Section 5.35.4 presents the ERA’s assessment of this proposal against the alternative to retain
and amend the disclosure mechanism.

Table 2 outlines how the EGRC regulations would need to be amended to give effect to the
ERA’s proposals. The rationale for each change is explained in the remainder of this

discussion paper.

Table 2. How proposed changes to the EGRC scheme would be implemented

EGRC scheme

requirement

Proposed change

Rationale

Standard products

(Electricity (Standard
Products) Wholesale
Arrangements 2014)

Amend to allow mainly
market participants
without significant
generation assets to
transact in standard

Allow entities without significant generation
assets to access standard products while
reducing risks to Synergy. The change will
not restrict large vertically integrated firms
from negotiating wholesale electricity

products. contracts with Synergy (see section 3.1).
Quarterly statements of | Remove The segmented financial statements do not
financial performance® provide enough detail to detect if Synergy is
(EGRC Regulation 6) engaging in anti-competitive conduct (see
sections 5.2.1 and 5.3.2).
Foundation transfer Remove The publication of the methodology of the

pricing mechanism

(EGRC Regulations 11,
12 and 12A)

Foundation Transfer Price does not provide
any insight to market participants or
discourage anti-competitive behaviour (see
section 5.2.2).

Non-discrimination
between RBU and
competitors when

offering wholesale
supply to RBU

(EGRC Regulation
22(a))

Remove the ineffective
part of the non-
discrimination
requirement.

This part of the non-discrimination
requirement is not required when the
requirement to publish segmented financial
information is removed.

This part of the non-discrimination
requirement (EGRC regulation 22 (a)) does
not assist with the detection of anti-
competitive behaviour or mitigation of
market power (see section 5.2.3).

Ringfencing
(EGRC Regulations 13
to 20)

Pending further
assessment and feedback
from stakeholders; no
changes currently
proposed.

The ERA is seeking stakeholder feedback to
assess whether the costs incurred are
greater than the benefits of ringfencing (see
section 4).

Audit requirements

(EGRC Regulation 29
to 31)

Update audit requirements
to reflect amendments to
the EGRC scheme.

Audit requirements will reduce when
elements of the EGRC scheme are removed
or changed.

9 The ERA is investigating the impact of the Government Trading Enterprises Act (WA) 2023 on the EGRC
scheme regarding this requirement and will include this in the final report to the Minister for Energy.
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2. Necessity of the EGRC scheme

To assess the necessity of the EGRC scheme, the ERA has considered four questions, which
are addressed in sections 2.2 to 2.5:

¢ Do market participants need wholesale contracts? Without demand for wholesale
contracts, the EGRC scheme would not be required to constrain Synergy’s market
power.

o Can Synergy influence wholesale contract prices? If Synergy is unable to influence
wholesale contract prices through mark-ups or access restrictions, the EGRC scheme
may not require market power mitigation mechanisms like standard products.

e Are there any risks to the ongoing provision of wholesale contracts for Synergy?
Synergy’s expected change in its net energy position may increase the cost to Synergy
of providing wholesale contracts.

e Do other regulatory measures provide oversight of market power in the wholesale
contracts market and predatory pricing in the contestable retail market? Overlapping
regulatory provisions contribute to unnecessary compliance and administration costs.

The ERA’s findings are informed by stakeholder feedback, the volume of wholesale contracts
declared to the Australian Energy Market Operator (AEMO), information the ERA has received
from Synergy, public information around WEM participation, market surveillance data
available to the ERA, reviews of similar regulatory mechanisms in other jurisdictions, and
technical advice from Frontier Economics.?°

2.1 WEM overview

As context for the necessity of the EGRC scheme, this section provides an overview of the
wholesale markets and of the market power mitigation and administered schemes that exist
to protect consumers within the WEM.

The WEM contains a spot market (balancing market) for generators to trade electricity with
retailers. The STEM and wholesale contracts market allow generators and retailers to manage
their exposure to the risk of price variation in the spot market. These trade arrangements are
illustrated in Figure 2. Market participants may notify AEMO of quantities they have agreed to
trade bilaterally at pre-agreed prices. When settling trades in the spot market, AEMO deducts
the quantity of electricity that is traded bilaterally (or through the STEM) from the amount to
be settled at the cleared balancing price, because parties to such contracts settle those
contracted volumes bilaterally at the pre-agreed prices (or at STEM cleared prices, as
applicable).

Bilateral wholesale contract trades allow market participants to lock-in a price for the electricity
they supply or purchase from days to years in advance of the spot market clearance. Electricity
retail businesses enter contracts to supply electricity to end consumers at a fixed price,
however the cost of acquiring this electricity on the spot market is uncertain for retailers.
Although all wholesale generated electricity must be offered into the spot market, retail
businesses can enter wholesale contracts to lock-in the price of electricity regardless of the
spot price. This allows retailers to mitigate the risk of electricity costs being higher than they
expect when they sell retail products. Similarly, generators can use wholesale contracts to
hedge against spot market price volatility and acquire revenue certainty.

20 Frontier Economics’ report is available at Appendix 4.
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Figure 2. The WEM’s wholesale markets
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The WEM also contains other markets and administrative procurement mechanisms to provide
other services. System restart service and reserve capacity, for example, are procured through
administrative mechanisms that assist AEMO to procure services efficiently on behalf of
consumers.

Market power mitigation measures cover the spot market, STEM and frequency control
essential system services markets (outlined in Figure 3).2' These measures aim to promote
efficient procurement of services by reducing the risk of market participants including markups
— beyond costs incurred — in their offers.

Figure 3. Market power mitigation measures in the WEM
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Source: ERA analysis of WEM information.

21 Consolidated Companion version of the Wholesale Electricity Market Rules (WA), 22 July 2023, Rules
2.16A-E, (online).
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Effective market power mitigation in the wholesale contracts market benefits retailers that use
wholesale electricity contracts to manage their financial risk. The exercise of market power in
the wholesale contracts market raises input costs for retailers, which ultimately leads to
consumers overpaying for electricity.

The WEM Rules are silent on market power mitigation in the wholesale contracts and retail
markets. The EGRC scheme constrains the exercise of market power by Synergy in the
wholesale contracts and retail markets but has no jurisdiction over the behaviour of other
market participants.??

2.2 Use of wholesale contracts

Retailers and generators without access to generation assets rely on wholesale contracts to
manage the risk of exposure to variable spot prices. This reliance on wholesale contracts is
expected to continue in the new WEM and may increase while market participants adjust to
the new co-optimised energy and Essential System Services (ESS) markets.

Approximately 80 per cent of the total energy in the WEM is bilaterally traded, however data
is only available for contract quantities declared to AEMO (Figure 4) and data provided
confidentially by Synergy to the ERA. The ERA’s review of Synergy’s wholesale contract
transactions shows that it trades with both small and large market participants. Some small
retailers hedge a significant proportion of consumption through wholesale contracts with
Synergy, highlighting the vulnerability of these small retailers if Synergy exercises its market
power in the wholesale contracts market.

Since the EGRC scheme commenced, the quantity of energy underpinning all wholesale
contracts traded bilaterally with third parties (declared to AEMO) has varied between
approximately 39 and 57 per cent of total annual electricity consumption in the SWIS.?® Figure
4 demonstrates the degree to which market participants have access to their own generation
assets to manage their exposure to the risk of variable spot prices (shown in Figure 4 as self-
nominations). From 2014 to 2022, approximately 33 to 52 per cent of generation was
nominated for self-use, that is to serve their own retail customers.

22 The retail market in the WEM comprises of the contestable and non-contestable segments. Customers in the

non-contestable segment are serviced solely by Synergy and comprise of households and small businesses.
Synergy competes in the contestable market for market-based contract customers and those based on
regulated retail tariffs.

23 Based on operational demand in the SWIS.
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Figure 4. Annual wholesale contract quantities and quantities self-nominated as percentage of
total energy consumption in the the SWIS
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Source: The ERA’s analysis of bilaterally contracted quantities declared to AEMO and the total electricity
generation in SWIS sourced from SCADA.

Note: The volume of energy traded under wholesale contracts is larger than that used in Figure 4 as not all
wholesale contracts are declared to AEMO.

In May 2023, the ERA received stakeholder feedback that highlighted the importance of
wholesale contracts for small and mid-sized retailers’ business operations.?* At least one
market participant explained that it would struggle to operate and may need to leave the
industry without access to wholesale contracts. Stakeholders advised that there were few
alternatives to Synergy and that the customised wholesale contracts market was opaque.

2.3 Wholesale contract price influence

The opportunities for Synergy to influence wholesale contract prices arise from a lack of rivals
in the wholesale contracts market to constrain Synergy’s pricing.

A firm can influence market prices where there are limited alternatives to the firm supplying
the good or service. In these situations, firms supplying the limited products can take
advantage of the situation by:

e Increasing prices when demand is relatively insensitive to price changes, allowing them
to retain customers despite higher prices.

¢ Imposing favourable terms for product sales, benefiting the supplying firm at the expense
of counterparties.

The ERA considered several measures and sources of information to assess Synergy’s ability
to influence wholesale contract prices.

24 Stakeholders provided feedback to the ERA in confidence.
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Stakeholder feedback

Stakeholders indicated that Synergy is the primary supplier of wholesale contracts due to
limited alternative suppliers for the required electricity amounts or, where there were offers
from other sources, they were at unattractive prices. Pursuing contracts with other suppliers
was not commercially sensible for some stakeholders.

The ERA is not aware of any other market participant that advertises wholesale contracts for
sale or any financial institution that actively trades in financial contracts relating to electricity
in the WEM.

Synergy’s share of wholesale contract quantities

Synergy has remained the dominant supplier of wholesale contracts to other market
participants since the merger in 2014. Analysis of the wholesale contract volumes declared to
AEMO, as depicted in Figure 5, shows that Synergy’s contracted volumes with third parties
are substantially more than those traded between third parties. The difference in volumes
could be due to the scarcity of alternatives to Synergy and the attractiveness of Synergy’s
products in terms of price and conditions.

Figure 5. Amount of electricity traded by Synergy and others, excluding internal supply
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Source: ERA analysis of WEM data.

Note: The Synergy merger occurred in January 2014. This means that for the first half of the 2014 financial year,
Verve Energy is part of the contracts between Synergy and between other parties to others.
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Synergy’s share of generation capacity

Assessments of Synergy’s generation capacity and market concentration show that the WEM
continues to be a highly concentrated market, with Synergy able to influence wholesale
contract prices.?®

Synergy retains a substantial share of generation capacity and energy generation, accounting
for over half of the market (see Table 3), suggesting that retailers may have limited options
when looking for electricity providers to contract. The generation capacity shares in Table 3
do not account for Synergy’s acquisition of generation from third parties, often through long-
term power purchase agreements. Due to Synergy’s power purchase agreements with third
parties, Synergy is anticipated to have a greater share of generation capacity compared to
what is indicated in Table 3 which means that retailers have even more limited choices outside
of contracting with Synergy.

Table 3. Share of capacity credits (per cent) by market participant®

Synergy Summit Alinta Newgen All others
Southern Neerabup
Cross?
2014 52 13 11 5 19
2022 52 16 15 7 10

Source: ERA analysis of AEMO data.

Note: Figures may not add up to 100 per cent due to rounding.

The ERA examined the level of competition in the WEM by using the Herfindahl Hirschman
Index (HHI), which measures market concentration (see Figure 6).28

25 Entities with large generation capacity (relative to the load they serve) supply wholesale contracts to hedge
their generation revenue risk. Data on the share of generation capacity is used as a proxy for the share of
wholesale supply contract market.

26 Capacity credits are awarded by AEMO to generators (and other capacity providers) to make their generating
capacity available. In general, capacity credits reflect the reasonable expectation of the amount of capacity a
generator can provide during times of high demand in the SWIS.

27 The Summit Southern Cross share is a consolidation of all market participants (this includes Bluewaters and
Newgen Kwinana) that receive capacity credits that relate to Summit Southern Cross.

28 The Figure 6 HHI is calculated based on generation share that includes the effect of bilateral contracts. The
HHI is the sum of squares of the individual market share of market participants from a scale of 0 to 10,000.
Unconcentrated markets with market share spread across many participants yield very low values and highly
concentrated markets yield high values. The HHI can only change when new suppliers enter the market,
incumbent suppliers exit the market, or there are changes in ownership of generation capacity.
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Figure 6. Herfindahl Hirschman Index (HHI) for the WEM’s wholesale electricity market
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Source: ERA analysis of WEM data.

Note: The increase in the ‘Generation & Bilaterals’ HHI figure in 2014 is due to Verve Energy’s contracts being
incorporated with Synergy’s contracts.

The HHI of the WEM is around 3,000, which sits in the highly concentrated range. Once
bilateral power purchase agreements (PPA) are accounted for, the market sits well within the
highly concentrated band. The reason for the difference in concentration is best discussed by
example. Where Synergy has a PPA to acquire all the energy from another market participant,
this effectively removes a competitor from the WEM which increases the market's
concentration. The high level of market concentration when accounting for bilateral PPAs
suggests that a few dominant firms hold a significant share of the market, leading to a less
competitive market environment. This is indicative of few options for retailers to obtain
wholesale contracts from given the highly concentrated WEM.

Synergy’s conduct in the pricing of wholesale contracts

The ERA’s review of Synergy’s pricing of wholesale contracts also indicates a lack of
competitive pressure on Synergy that could otherwise reduce Synergy’s ability to include
markups in its wholesale contract prices.

From information available to the ERA, Synergy remains the dominant supplier of wholesale
electricity contracts in the WEM, granting it the ability to influence prices and contract
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conditions within the market.?® For example, Synergy can impose unfavourable wholesale
contract terms and conditions (such as, burdensome credit requirements or unfavourable
wholesale product specifications) to restrict the provision of wholesale contracts to competitor
retailers that need the products to participate in the WEM.

Question

1. What alternatives to Synergy’s wholesale electricity contracts (customised and
standard products) exist, and are the prices - and other terms and conditions -
comparable to Synergy’s wholesale electricity contracts?

2.4 Future provision of wholesale contracts

This section considers the changes in Synergy’s net energy position — and implications for
Synergy’s capacity to act as a market maker for wholesale products — to inform the
assessment of the effectiveness of the standard product regime presented in section 3.

Entities with a net energy surplus — with respect to the sale, acquisition and generation of
electricity — have commercial incentives to act as sellers of wholesale contracts. The forward
sale of energy reduces an entity’s revenue exposure to the risk of variable spot prices. Entities
with a net energy deficit, may have limitations in their ability to fulfill market-making obligations.
This means that the incentives for (and benefits from) the forward sale of electricity decreases
as an electricity market participant’s net energy surplus decreases.

At the time of the EGRC scheme’s inception, Synergy had a surplus of energy through direct
ownership of several generation plants and control over generation of other plants. However,
since then, the State Government has announced the retirement of Synergy’s coal plants by
2030.%° This will reduce Synergy’s energy surplus which may over time decrease the
incentives and benefits for Synergy to forward sell its electricity. Synergy has provided
feedback to the ERA that its future energy position is uncertain.

If Synergy faces a net energy deficit, Synergy’s provision of standard products is unlikely to
serve the purpose of the EGRC scheme as selling energy forward will increase Synergy’s
exposure to the risk of spot prices. Synergy will require a substantial risk premium in the price
of wholesale contracts to ensure cost recovery on the contracts to compensate for taking on
additional spot price risk. In this scenario, retailers could discover that it would not be
economical to maintain wholesale contracts with Synergy and instead seek alternative
suppliers.

While such a scenario has not materialised yet, the ERA has considered changes in Synergy’s
net energy position since the inception of the EGRC scheme and Synergy’s feedback that
Synergy’s future net energy position is uncertain.

29 Dominant firms can strategically limit the supply of a product to manipulate prices. By reducing the availability
of a product, they can increase its price and thereby enhance their profits. A vertically integrated dominant
firm can also use this strategy in the supply of a product in the upstream market — which is essential for
market players in the downstream market - to deter competitors from participating in the downstream market.

30 Government of Western Australia media statement, 20 June 2022, ‘State-owned coal power stations to be
retired by 2030 with move towards renewable energy’, (online) [accessed 17 July 2023].
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2.5 Regulatory scope

The review considered if other regulatory measures provide equivalent protections or overlap
in scope with the EGRC scheme. The Competition and Consumer Act 2010 (Cth) (CCA)
provides general prohibitions on anti-competitive behaviour but is not an effective substitute
for the EGRC scheme in the wholesale contracts market.®!

The CCA prohibits anti-competitive behaviour such as predatory pricing and provides an
avenue for entities to be investigated and prosecuted.®> The CCA'’s jurisdiction includes the
WEM'’s retail electricity market.

In 2020, the CCA was amended to specifically prohibit certain conduct in wholesale electricity
markets.®® For example, under the amendment, entities are required to offer electricity
financial contracts.3* The CCA amendment is set to expire on 1 January 2026. Without the
EGRC scheme, in 2026 Synergy would not be obligated to offer wholesale electricity contracts.

Given the lack of alternatives to Synergy for wholesale contracts, consumers could face higher
costs if significantly fewer contracts were available and if Synergy could exercise market
power to raise contract prices above cost.

31 Economic Regulation Authority, 2021, Electricity Generation and Retail Corporation regulatory scheme: 2020
effectiveness review — Discussion paper, p. 29. (online).

82 Competition and Consumer Act 2010 (Cth) s 46(1) prohibits anti-competitive conduct.
33 Competition and Consumer Act 2010 (Cth) part XICA.
3 Ibid.
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3. Standard products

The ERA proposes that the provision of standard products be limited to predominantly retail
businesses. This will align the standard product regime’s operation with the EGRC scheme’s
objective of facilitating access to the WEM and improve the sustainability of standard products
in the new market. The assessment in this section demonstrates the potential benefits
available from this proposed change.

Participants can manage their risk of exposure to variable spot electricity prices through
hedging markets such as the day-ahead Short-Term Energy Market (STEM) or through
bilateral contracting. By design, the STEM cannot provide parties with a hedge against
uncertain market outcomes over the coming months and years and other wholesale bilateral
contracts are needed to meet this requirement.

As explained in past EGRC scheme reviews, the standard products regime is beneficial for
market participants. The regime imposes pricing discipline on Synergy in the wholesale
contracts market and has a small administration cost. Synergy utilises the same methods and
systems to offer standard products as it does for providing customised contracts in the over-
the-counter wholesale contracts market.

By publicly advertising prices, the effective implementation of standard products, offers further
advantages by providing price signals to inform market participants’ operational and
investment decisions. These signals may incentivise market participants to expand their
operation and enter the market more efficiently. This is explained in Frontier Economics’ report
(Appendix 4), and in the ERA’s previous EGRC scheme reviews.3%%

An effective standard product mechanism provides for the following criteria:

1. Product specifications are suitable: product specifications — such as term and temporal
coverage (for example, coverage for peak and entire-day trading intervals) — suit the risk
management requirements of market participants.

2. Products are accessible to ‘hedgers’: the mechanism provides access to wholesale
contracts for entities that most require these contracts for hedging their risk exposure to
the variable spot prices.®”

3. Product prices are cost-reflective: high wholesale contract prices, when compared to
average spot prices, increase the cost of managing risk for market participants. This can
discourage participation in the market. However, standard product prices must also allow
Synergy to recover its costs.3®

35 Economic Regulation Authority, December 2021, Report to the Minister on the Effectiveness of the Electricity
Generation and Retail Corporation Regulatory Scheme, pp. 18—19, (online).

3  See Appendix 4 — Economic Regulation Authority, 2023, Reviewing the EGRC Disclosure Mechanism,
Report prepared by Frontier Economics, p. 38.

37 In contrast, vertically integrated retailers with access to generation capacity comparable to their loads do not
need standard products. These entities manage the risk resulting from their generator outages through
customised wholesale contracts to suit their outage duration.

38 By selling a quantity of energy forward at advertised prices, Synergy forgoes the opportunity to sell that
quantity of energy at spot prices. In principle, Synergy’s expectation of average spot price during the term of
a standard product contract underpins the cost of the product. The cost of serving the product also includes a
risk premium or discount, depending on Synergy’s perception of its forecasting uncertainty, propensity for
risk and the benefit Synergy would expect from managing its own risk by selling energy forward.
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The ERA has centred its evaluation of the effectiveness of the standard products regime on
the extent to which standard products are accessible to hedgers, aligning with the second
criterion mentioned above.

The ERA has previously evaluated other aspects of the standard products regime, including
the suitability of the buy-sell spread, suitability of the specification of standard products, force
majeure provisions, and Synergy’s process for assessing counterparties’ creditworthiness.
The ERA’s recommendations and the State Government’s response are summarised in
Appendix 1.

The maximum buy-sell spread is an aspect of the standard product mechanism that requires
periodic monitoring. The EGRC scheme includes a maximum buy-sell price spread to place
pricing discipline on Synergy of offering standard products and mitigate the risk of large price
markups.®® In the previous reviews of the EGRC scheme, the ERA developed a method to
review the suitability of the spread and recommended reducing the spread for quarterly
products to a maximum of 10 per cent, and for calendar and financial year products to have a
maximum spread of five per cent.*°

The ERA reviews the value of the spread based on variations in spot prices, Synergy’s
forecasting accuracy and Synergy’s own exposure to variations in spot prices. As the market
evolves, the ERA monitors the suitability of the spread, as the driving factors of the spread
change.

The Minister for Energy reduced the buy-sell price spread from 20 per cent to 15 per cent from

July 2022. In the 2023/24 EGRC scheme review (due December 2025), the ERA will evaluate
the current spread’s appropriateness, when sufficient information becomes available.

3.1 Access to standard products

The overarching goals of the standard product regime, described by the Merger
Implementation Group (MIG) on 7 March 2014, were as follows:

1. The primary aim of the standard product regime is to maintain private sector activity by
imposing discipline on Synergy’s wholesale pricing.

2. By acting as a price discovery mechanism, it is expected that the regime will provide
transparency and predictability for market participants.

3. ltis intended that the regime will mitigate industry concerns by:

a. Providing a competitive benchmark price for the wholesale supply of electricity on a
non-discriminatory basis.

b. Providing simple products that reduce barriers to entry for retailers and allow market
participants to rebalance their portfolios.*!

39 The spread specifies the maximum percentage amount Synergy can set the buy price for a standard product
below the sell price it advertises for the same product.

40 Economic Regulation Authority, December 2021, Report to the Minister on the Effectiveness of the Electricity
Generation and Retail Corporation Regulatory Scheme, p. 23, (online).

41 The State Government’'s Merger Implementation Group oversaw the development of the EGRC scheme and
specifically introduced the Standard Products regime to assist the EGRC scheme achieve its objective —
Public Utilities Office, Electricity Generation and Retail Corporation Regulatory Scheme — Response to 2016
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Standard products support the EGRC scheme’s objective by providing market participants
with assured access to hedge products, which is especially advantageous for market
participants that lack access to generation capacity as a built-in hedge.

Standard products in the WEM can be traded by market participants. Certain aspects of the
EGRC scheme are designed to ensure that access to standard products is not limited by
burdensome trade requirements. For example, Synergy is required to prepare and maintain a
written policy setting out standard processes to be followed in offering a wholesale supply of
electricity to the retail business unit, a retail competitor, or a generation competitor, including
processes for:

e assessing the ability of the retail business unit, the retail competitor, or the generation
competitor to make payments for the wholesale supply of electricity.

e determining the terms and conditions on which the wholesale supply of electricity is to be
offered, considering that assessed ability.*?

Synergy must comply with this policy, which must be published on Synergy’s website. This
written policy provides transparency around Synergy’s terms of trade and provides confidence
to the market that Synergy’s terms of trade are not discriminatory or exclusionary.

However, two elements of the standard products mechanism could potentially restrict access
to standard products for small retailers:

¢ limited weekly product trading
e open access for all market participants.

The standard product arrangements specify the products Synergy is required to offer and the
minimum quantities that must be made available. Synergy is required to offer both flat and
peak standard products on a quarterly and annual basis. Across all product types and
durations, Synergy is required to offer a minimum 150 MW for sale and 100 MW for purchase.
Standard products must be offered in units of 1 MW (0.5 MWh per trading interval) and
Synergy must offer to buy and sell 5 MW per week.

This arrangement allows one participant to buy the entire weekly volume, leaving no access
to standard products for others for the rest of the week. In this case, other participants may be
able to access a customised product with the same terms and conditions, including the price,
as the standard product. However, there is no mechanism — such as the maximum buy-sell
spread — to place pricing discipline on customised products. Synergy retains the flexibility to
adjust its standard and customised product prices during the week when standard products
have been exhausted.

All market participants, including Synergy’s closest vertically integrated competitors, have the
option to engage in transactions for buying or selling standard products. The perceived risk
that a competitor may speculate on future balancing prices and oblige Synergy to enter into a
buy transaction may encourage Synergy to keep its buy prices as low as possible.

Previously, in response to the ERA’s recommendation for reducing the buy-sell spread for
standard products, Synergy explained that a decrease in the buy-sell spread could raise

Report to the Minister for Energy on the Effectiveness of the Scheme, 2019, p. 8, (online) and Department of
Finance: Public Utilities Office, 7 March 2014, Standard Product Regime Participant Briefing: Merger
Implementation Group, p. 4.

42 FElectricity Corporations (Electricity Generation and Retail Corporation) Regulations 2013 (WA), regulation
23(1).
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Synergy’s risk where it needs to acquire more energy, thus exacerbating its risk exposure
given Synergy’s net surplus of energy.*® Since the inception of the EGRC scheme, trades of
‘buy’ standard products have been rare and many of those trades yielded substantial nominal
profits to Synergy.

The standard products’ buy-sell spread is the main lever for imposing pricing discipline on
Synergy. A reasonable standard product buy-sell spread needs to be narrow enough to
encourage efficient standard product pricing to ensure the EGRC scheme operates as
intended, while being wide enough to cover Synergy’s costs related to the risks of offering
standard products. A narrower price spread also provides for more efficient price discovery in
the market; the narrower the advertised price range, the better market participants can use
the forward spot price estimate to inform their operational and financial decisions.

Open provision of standard products to all market participants is not in line with the purpose
of the EGRC scheme as this can restrict the provision of hedge products to small retailers that
need to use these products to manage their risk, whilst raising risks for Synergy where others
engage in speculative trades via standard products.

Speculative traders seek to profit from trading in standardised products, in exchange for taking
risk. In other electricity markets, speculative traders — such as financial institutions — increase
the number and diversity of participants and benefit the market by increasing liquidity for
trading financial risk management instruments. Speculative traders both acquire and sell
financial contracts and through trades with several counterparties. However, in the WEM,
Synergy is the sole supplier of standard products and assumes the entire risk from speculative
trades of standard products.

Section 3.2 explains how restricting the provision of standard products to entities without
significant generation assets can improve the effectiveness of the EGRC scheme.

3.2 Improving effectiveness

This section proposes restricting the provision of standard products to entities without
significant generation assets as these market participants do not have access to generation
to manage their exposure to variable spot prices. This proposal:

e Substantially reduces the possibility of speculative trades in standard products. Small
retailers and generators do not have commercial incentives for speculative trades, as
such trades substantially increase their financial risk.

¢ Helps to ensure that entities without access to significant generation assets continue to
have access to standard products during the transition in the WEM, while Synergy’s
position in terms of sale and acquisition of energy is changing. Access to standard
products could be improved by increasing the total and weekly limits for the provision of
the products, however, this may increase Synergy’s risk exposure.

e May facilitate future changes in the buy-sell spread, providing further benefits to the
market by improving price discovery for market participants.

e Addresses Synergy’s concern that a reduction in the buy-sell spread could expose
Synergy to the risk of acquiring more energy to service demand for standard products.

The proposed restriction on vertically integrated entities with access to significant generation
assets may weaken the pricing discipline on Synergy for selling standard products as trade of

43 Public Utilities Office, 2018, Electricity Generation and Retail Corporation Regulatory Scheme — Response to
2016 Report to the Minister for Energy on the effectiveness of the Scheme, p. 14, (online).
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buy products would be less likely. Small retailers have a short position in energy and are not
generally interested in selling energy to other entities as such trades would further increase
their exposure to the risk of variable spot prices.

This risk arising from limiting the provision of standard products to hedgers can be managed
by ensuring the value of the buy-sell spread is appropriate, which the ERA will consider in
future reviews.

The pricing discipline for standard products could be strengthened by including an explicit
requirement in the EGRC scheme for Synergy to trade energy at a price just enough to recover
its costs. Monitoring compliance with such a requirement would be challenging due to
fluctuating factors (for example, spot price forecasting approach) and changes in Synergy’s
discretionary pricing decisions over time.

The ERA’s proposal does not prevent vertically integrated entities with access to significant
generation assets from negotiating customised wholesale electricity contracts with Synergy.
Such entities have more negotiating power than smaller entities, for example, due to a greater
ability to forecast spot prices.

A precedent for this proposal can be found in the restricted provision of risk management
instruments to small market entities in Great Britain’s electricity market between 2014 and
2019. The Office of Gas and Electricity Markets (Ofgem) introduced market making
requirements on the six largest generation companies, referred to as the Secure and Promote
(S&P) license condition. At the time, these companies had a combined share of about 70 per
cent.*

A significant aspect of Great Britain's S&P is the incorporation of Supplier Market Access rules
into the generation licenses held by regulated entities. These rules provided a framework
through which small independent suppliers (such as retailers) could access agreements to
trade in the wholesale electricity market with obligated generators. The rules required that the
eight largest generating companies in the market could not refuse any reasonable request
from independent retailers to buy electricity and provided deadlines for responding to these
requests.

To become an eligible counterparty to trade with these generators, the participant had to hold
a valid Great Britain electricity supply licence and they and their affiliates had to supply less
than 5 TWh and generated less than 1 TWh in the 12 months ending the month before the
last full calendar month. These criteria effectively limited the traders to hedgers and resulted
in a registered list of participants that could trade in products advertised under a market
making obligation. Licensees were only required to comply with the Supplier Market Access
rules when dealing with participants on the eligible supplier list, which was maintained by
Ofgem on its website.*®

A mechanism is needed to identify entities without significant generation assets that need
standard products for hedging purposes. For example, entities with a low ratio of generation
capacity to load require access to wholesale contracts to hedge their exposure to spot prices.
For example, the Great Britain market used the hedge ratio of 1 to 5 (generation to load) to
set the access threshold.

44 Ofgem, Wholesale power market liquidity: statutory consultation on the ‘Secure and Promote’ license
condition, November 2013, p. 19 (online).

45 Ofgem, Wholesale power market liquidity: final proposals for a ‘Secure and Promote’ license condition, June
2013, p. 16-18 and p. 32 (online).
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Drawing on the internal hedge ratio implemented in Great Britain, the ERA is proposing a
threshold based on market participants’ generation and load requirements.*® A threshold set
at any market participant generating more than 0.5 TWh a year (see Figure 7)will allow most
retail businesses to maintain their access to standard products and exclude those large
vertically integrated firms that have significant generation assets to manage their risk. Figure
7 shows the top market participant electricity suppliers in the WEM in the past 12 months
(excluding Synergy) and indicates that the market participants likely to be restricted from
accessing Synergy’s standard products are Alinta and Summit Southern Cross.

Figure 7. Market participants by generation in 2022 and a possible threshold for access to
standard products
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Source: ERA analysis of market data.

Note: Market participants with less than 60 GWh of generation in 2022 are not included in the above figure to
enhance readability.

The ERA is evaluating the impact of this threshold on market participants and their affiliates
(related parties). The assessment also includes consideration of how affiliations through
bilateral contracts will be factored in when determining the threshold.

46 Due to confidentiality, consumption data is not revealed in this paper.
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Questions

2. Do stakeholders see the continuing need for Synergy’s standard products?
Please explain your reasoning and provide any evidence in support of your
feedback.

3. How would the ERA’s proposal for limiting the scope of provision of standard
products affect your business?

4. How can a threshold be established to restrict certain market participants from
accessing Synergy’s standard products (for example, entities with a low ratio of
generation capacity to load or vice versa)?

Electricity Generation and Retail Corporation Regulatory Scheme Review 2023 —
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4. Ringfencing

The EGRC scheme includes ringfencing obligations that restrict the flow of information from
WBU to its generation and retail business units. Synergy’s WBU has access to substantial
competitor information due to wholesale trades. Ringfencing promotes competition in the
market by eliminating Synergy's advantage gained through asymmetrical access to
competitors' information. The ringfencing obligation is separate to the standard products
regime and the disclosure mechanism but is complementary to achieving the EGRC scheme’s
objective.

This review is assessing the costs and benefits associated with maintaining this requirement
and whether it continues to be needed.

The ERA’s analysis indicates that the ringfencing obligation provides benefits in line with the
purpose of the EGRC scheme whilst Synergy remains the main supplier of wholesale
contracts in the WEM.

WBU is prohibited from sharing competitor retailers' wholesale contract terms and prices with
RBU. This restriction denies RBU the advantage of having a clearer estimate of its competitors'
input costs, which could potentially enable RBU to undercut their competitors’ prices in the
market. RBU's conduct in offering prices below its competitors can benefit consumers in the
short term but could lead to higher costs in the long term due to reduced competition in the
retail market.

Ringfencing arrangements also provide benefits in mitigating the potential for RBU to raise its
retail product prices above the cost to serve these contracts; in a market with sufficient
competitive tension, product prices will reflect the cost of supply. With access to retail
competitor wholesale information, RBU can potentially raise its prices above its cost of supply
and just below its competitors’ costs whilst maintaining its market share. Such pricing
outcomes raise costs for consumers.

Regarding access to competitor information, the ringfencing obligation places Synergy's RBU
on equal footing with an electricity retailer without a wholesale business arm.

Synergy holds a unique position regarding access to competitors' wholesale information as it
is the primary supplier of wholesale contracts. If Synergy’s dominance in the wholesale
contracts market diminishes, there will be no need for imposing ringfencing obligations
because it would not have significantly asymmetrical access to competitors’ wholesale
information.

Without ringfencing, the flow of wholesale information to RBU would be similar to that of other
vertically integrated firms that supply wholesale products in the WEM. In this case, RBU would
compete on an equal footing with other retailers that have access to competitors’ wholesale
information through their wholesale business. However, given current circumstances, without
ringfencing Synergy would have its significant wholesale information access advantage which
could be detrimental for consumers.

4.1 Ringfencing the Generation Business Unit

Similar ringfencing requirements apply to restrict information flowing between WBU and
Synergy’s Generation Business Unit (GBU). The ERA is not aware of the benefits of this
information restriction given that the GBU does not directly engage in WEM trades, and is
unlikely to be detrimental for consumers or competitors. The ERA is seeking stakeholders’
opinions on this matter.
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4.2 Ringfencing costs

Synergy incurs costs to comply with the EGRC scheme’s ringfencing obligations, with details
of these obligations contained in the EGRC regulations.*” Additionally, the EGRC scheme
requires that the ringfencing obligation must be audited annually, which contributes to its cost.
To date, Synergy has satisfied audits of the EGRC scheme’s ringfencing obligations. These
costs are being evaluated against the benefits of maintaining this obligation.

The ERA seeks stakeholders’ opinions on the EGRC scheme’s ringfencing obligation and
whether it is needed, if it is beneficial, and if it helps to effectively deliver on the EGRC
scheme’s objective given the costs and benefits above.

Questions

5. What costs and benefits do stakeholders see in keeping the EGRC scheme’s
ringfencing obligations on Synergy?

6. What benefits might arise from the current requirement for restricting the flow of
‘generation restricted’ wholesale information from Synergy’s wholesale business
to its generation business?4®

47 Electricity Corporations (Electricity Generation and Retail Corporation) Regulations 2013 (WA) regulations
13-17.

48 The EGRC scheme requires retail restricted information to not be disclosed to retail staff and generation
restricted information to not be disclosed to generation staff. Generation restricted information is defined as
information relating to a generation competitor that is obtained by or provided to wholesale staff in the course
of the conduct of the wholesale business and might reasonably be expected to materially adversely affect the
commercial interests of the generation competitor if disclosed to generation staff.
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5. Disclosure mechanism

The EGRC scheme includes a disclosure mechanism to serve as a second market power
mitigation tool, in addition to the standard products regime. The operation of the standard
products regime in preventing the exercise of market power in the wholesale contracts market
is not dependent on any element of the disclosure mechanism.

This section presents evidence that the disclosure mechanism is ineffective as it does not
provide relevant financial information that could be benchmarked for comparison with other
retailers to detect anti-competitive conduct. The ERA first considered how to improve the
disclosure mechanism. Option one sets out the best possible case for improving the
effectiveness of the EGRC scheme’s disclosure mechanism. The options assessment
demonstrated that option two — remove the disclosure mechanism — would be more benéeficial
than amending the disclosure mechanism, under option one.

Questions are included to prompt stakeholder feedback on the EGRC scheme's disclosure
mechanism and on the ERA’s proposal to remove these obligations on Synergy.

5.1 Purpose

The disclosure mechanism relies on scrutiny by other parties of Synergy’s financial information
as depicted in Figure 8. The segmented financial statements are intended to deter Synergy
from marking up prices in the wholesale contracts market and from offering retail products at
unrealistically low prices to discourage rival retailers from participating in the market.

Contract price mark-ups raise Synergy’s revenue and profit while unrealistically low retail
product prices reduce Synergy’s revenue and profit. The disclosure of margins, revenues and
costs in financial performance information can provide transparency and confidence to the
market that Synergy does not engage in anti-competitive conduct.

Figure 8. Facilitating scrutiny by other parties of financial information
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5.2 Elements

Under the disclosure mechanism Synergy:

¢ Publicly discloses segmented financial information.

e Publishes the method for calculating the transfer price for internal supplies of electricity
between the Synergy’s WBU and RBU.

Electricity Generation and Retail Corporation Regulatory Scheme Review 2023 — 25
Discussion paper



Economic Regulation Authority

¢ Not offer its RBU more favourable terms for wholesale supplies of electricity than it would
offer to third parties and not take into account the RBU’s financial interests when
determining the terms and conditions for the wholesale supply of electricity to
competitors.

To assess the effectiveness of the disclosure mechanism, the ERA considered the relevance
of the financial information being disclosed, which could allow the detection of anti-competitive
conduct. The disclosed financial information must be detailed enough to understand if anti-
competitive conduct is driving changes in Synergy’s individual business segments’ financial
performance. In addition, this information must be comparable to benchmarks for similar
businesses. A comprehensive outline of the ERA’s assessment of each element of the
disclosure mechanism is in Appendix 3.

5.2.1 Segmented financial statements

Every quarter Synergy publishes the revenues, costs and profits of each operating segment -
the generation business unit (GBU), the WBU, the RBU and shared services.**°05' Reporting
segmented financial information can provide insights into possible anti-competitive conduct.

For example, analysis of WBU’s revenue (both from external customers and inter-segment),
WBU’s margin (revenue minus cost of sales and operating costs) and RBU’s margin may
reveal if Synergy was exercising market power to mark-up wholesale contract prices. Higher
profits and margins for the WBU accompanied by lower RBU profits would provide a possible
indicator of the exercise of market power. Detailed financial information would be required to
demonstrate that the change in margins and profits was due to anti-competitive behaviour and
not a legitimate business reason.

Synergy’s financial reporting does not separate gas and electricity or contestable and non-
contestable financial results and is at highly aggregated level.>? The ERA has previously found
that this segmented financial reporting obligation lacks detail to conduct analysis for anti-
competitive conduct.®® An example of Synergy’s segmented financial statements (quarter
ending 31 March 2023) is in Appendix 3.

The disclosure of segmented financial statements in its current form does not provide relevant
information to conduct a meaningful assessment of whether Synergy has engaged in anti-

49 Electricity Corporations (Electricity Generation and Retail Corporation) Regulations 2013 (WA) regulation
6(1). This information relates to costs, revenues and profitability of all operational units, as well as inter-
segmental revenues, and is published on Synergy’s website since 2015-16.

50 Prior to the commencement of the Government Trading Enterprises Act 2023 (WA) (GTE Act), the EGRC
scheme required Synergy to comply with Australian accounting standards when preparing its segmented
financial statements. The ERA is investigating the impact of the GTE Act on this requirement and will provide
this in its final report. The analysis in this section assumes that Synergy will continue providing segmented
financial reports for its business segments.

51 Electricity Corporations (Electricity Generation and Retail Corporation) Regulations 2013 (WA) regulation
5(1). The Minister for Energy has the power to further segment Synergy’s operations - Electricity
Corporations (Electricity Generation and Retail Corporation) Regulations 2013 (WA) regulation 5(2). Synergy
has not been separated into any additional segments since the merger in 2014. The corporate shared
services (CSS) or shared services segment manages corporate strategy, finance, HR, IT and operations
undertaken in connection with two or more businesses.

52 The State Government found no reason to act on the ERA’s recommendation for increasing the level of
segmentation of Synergy’s financial statements. Refer to Public Utilities Office, 2019, Electricity Generation
and Retail Corporation regulatory scheme — Response to 2016 report to the Minister for Energy on the
effectiveness of the Scheme, Directions Report, pp. 21-22, (online).

53 Economic Regulation Authority, 2021, Electricity Generation and Retail Corporation regulatory scheme: 2020
effectiveness review, p. 88-89, (online), and Economic Regulation Authority, 2019, Report to the Minister on
the Effectiveness of the Electricity Generation and Retail Corporation Regulatory Scheme 2017, pp. 17-19,
(online).
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competitive conduct. The disclosures lack detail to determine the drivers of the changes in
Synergy’s revenue and margins, preventing an observer from concluding if changes relate to
the abuse of market power.

The possibility for cost-shifting between Synergy’s business units and within its retail business
confounds the assessment of information disclosed for detecting anti-competitive behaviour.
Without a detailed investigation or greater information disclosure, identifying incidences of
cost-shifting will be a significant challenge. This challenge will hinder any comparison of
Synergy’s financial information against industry benchmarks.

Questions

7. Do stakeholders use Synergy’s segmented financial reports to detect anti-
competitive behaviour or for other reasons? What challenges do stakeholders
face when assessing the disclosed information?

5.2.2 Transfer pricing arrangements

Synergy is required to publish its transfer pricing methodology for supplying electricity to
foundation customers and new contestable retail customers. The determination of an internal
Synergy transfer price does not provide any benefits for market participants because there is
no requirement for Synergy to publish or use its transfer prices when preparing segmented
financial statements or determining retail prices (detailed in Appendix 3).

Without a mandated use of a transfer price, publishing a transfer price method does not
provide information that can be used to detect anti-competitive conduct. In other jurisdictions,
the disclosure of transfer prices (as well as the method for their determination) is implemented
to deter or expose anti-competitive conduct.

The requirement for Synergy to publish its transfer pricing methodology arose from an EGRC
scheme review recommendation to enhance transparency of Synergy’s internal pricing
arrangements by publishing the foundation transfer price.>* The State Government stated that
publishing the transfer price would be detrimental to Synergy’s business interests as it would
require “Synergy to reveal commercial-in-confidence information”.%®

A simplified map of Synergy’s internal and third-party wholesale transactions and transfer
prices is provided in Figure 9.

5 Economic Regulation Authority, 2017, 2016 Report to the Minister on the Effectiveness of the Electricity
Generation and Retail Corporation regulatory scheme, p. 16, (online).

55 Public Utilities Office, 2019, Electricity Generation and Retail Corporation regulatory scheme — Response to
2016 report to the Minister for Energy on the effectiveness of the Scheme, Directions Report, p. 16, (online).
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Figure 9. Role of transfer prices in transactions for WBU, RBU and third parties
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Note: For Synergy, the transfer pricing arrangements apply only to supply transactions and not to wholesale product
transactions. Detail on the differences between supply transactions and wholesale product transaction is
provided in Appendix 3.

Questions

8. What benefits do stakeholders receive from Synergy maintaining the transfer
pricing mechanism (applicable to both foundation and new customers)?

9. How would the removal of transfer pricing arrangements affect market
participants?

5.2.3

Non-discrimination requirement

The EGRC scheme imposes obligations on Synergy regarding the wholesale acquisition and
supply of energy. The non-discrimination requirements prohibit Synergy from:%®

1. Offering wholesale supplies of electricity to RBU on terms more favourable than it would
offer competitors.

2. Taking into account the financial interests of the RBU in determining the terms and
conditions on which a wholesale supply of electricity is offered to retail or generation
competitors.

The wholesale obligations under point 1 require Synergy to develop policies for terms and
conditions for the wholesale supply of electricity, dealing with requests for wholesale supply
of energy, and related record keeping.® This obligation facilitates Synergy’s financial reporting

between the RBU and WBU to be recorded at arm’s length.
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The ERA has previously recommended applying the non-discrimination requirement to all
wholesale supplies of electricity and extending it to the foundation transfer pricing mechanism
to help ensure that third party retailers can compete on a level playing field for Synergy’s
contestable foundation retail customers.®

The requirement for Synergy to not consider its retail arm’s interests when trading with third
parties provides benefits in addressing additional incentives for Synergy to exercise market
power in the wholesale contracts.

Synergy has satisfactorily met the EGRC scheme’s audit requirement every year that it has
been conducted. This audit requirement helps to promote confidence in the EGRC scheme
given an independent audit is conducted to ensure that the EGRC scheme requirements are
met.%’

Section 5.3 outlines options to address the shortcomings in the disclosure mechanism.

5.3 Improving effectiveness

To address the gaps identified in section 5.2 the ERA evaluated two options and considers
that option two would reduce unnecessary regulatory burden and provide equivalent or greater
benefits to the market and consumers than the current scheme. The options are:

1. Retain the disclosure mechanism and amend it by putting in place a high-level monitoring
tool that can trigger a thorough investigation for anti-competitive conduct.

2. Remove the disclosure mechanism with no replacement as it provides no useful
information to prevent or detect the exercise of market power.

In assessing each option, the ERA considered interactions with existing market power
mitigation tools, including the standard products regime, the Consumer and Competition Act
2010 (Cth) and the WEM Rules.%®

5.3.1 Option one — Retain and amend

This option requires a responsible entity to monitor Synergy’s confidential financial data for
indicators of anti-competitive behaviour, which would trigger an investigation into Synergy’s
conduct in the wholesale contracts market and the contestable retail market.

This option seeks to create an effective disclosure mechanism by requiring Synergy to provide
information that can be compared against a relevant benchmark to determine if anti-
competitive conduct had occurred. The information will primarily be financial information
related to the contestable retail segment. To minimise regulatory costs and avoid any
detriment to Synergy from the public disclosure of sensitive financial data related to its
contestable retail segment, this option includes:

¢ The disclosure of financial data to a responsible entity (not to the public).

5  Economic Regulation Authority, 2021, Electricity Generation and Retail Corporation regulatory scheme: 2020
effectiveness review, p. 89-90, (online), and Economic Regulation Authority, 2019, Report to the Minister on
the Effectiveness of the Electricity Generation and Retail Corporation Regulatory Scheme 2017, pp. 15-16,
(online).

57 The latest example of Synergy’s compliance with the EGRC scheme’s requirements is shown in — Office of
the Auditor General, 2023, Independent Auditor’s Report 2022 — Electricity Generation and Retail
Corporation, pp. 6-7 (online) [accessed 1 September 2023].

58 Companion WEM Rules 22 July 2023 (online).
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The responsible entity using specific financial data to regularly monitor and detect anti-
competitive conduct. The monitoring process would use simple tests and a limited set of
financial metrics produced by Synergy for its internal financial governance.

The responsible entity initiating thorough investigations into Synergy's financial data and
pricing approaches whenever potentially anti-competitive behaviour is identified during the
monitoring process.

This option is based on Frontier Economics’ report (see Appendix 4) and is illustrated in Figure
10.%°

Figure 10. Option one — Improve the current disclosure mechanism
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Source: ERA’s analysis

The responsible entity will periodically test the RBU’s contestable electricity margin with a
simplified ‘imputation test’ to assess if retailers ‘as efficient’ as Synergy’s RBU would be able
to earn a sustainable profit margin.®° Synergy would be required to provide financial data such

5 Economic Regulation Authority, 2023, Reviewing the EGRC Disclosure Mechanism, Report prepared by
Frontier Economics, p. 56 — see Appendix 4.

60 An imputation test can detect anti-competitive price squeeze by testing if a vertically integrated firm (with
market power in providing an input that is required to produce an end product) sets the margin between the
wholesale and retail prices such that equally efficient firms will not be viable.
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as earnings before interest, taxation, depreciation and amortisation (EBITDA) and revenue for
its contestable electricity retail to allow the responsible entity to conduct this test.

The responsible entity would benchmark the margin (for example EBITDA divided by revenue)
for the RBU’s contestable electricity segment against an appropriate efficient margin, such as
a set of equivalent retailers’ margins. Where Synergy’s contestable electricity margin is
negative or below the benchmark, this might indicate the exercise of market power through
price mark ups of wholesale contract prices or predatory pricing in the retail market. Either of
these behaviours would result in a decrease in RBU's margin — provided that the margin for
RBU is calculated based on arm's length transactions between WBU and RBU.

The responsible entity assures the market that there are no indications of anti-competitive
behaviour when the monitoring process does not indicate any such conduct. However, in
cases where the monitoring process raises concerns about potential anti-competitive conduct,
the responsible entity would initiate a thorough investigation to confirm or rule out the exercise
of market power.

For effective monitoring against a benchmark, the financial data provided by Synergy must be
prepared based on arm’s length transactions between WBU and RBU. The existing non-
discrimination requirement (for Synergy not to favour RBU in trades with WBU) allows for
Synergy to prepare the financial data on the basis of arm’s length trading between WBU and
RBU.

Synergy's RBU faces competition from numerous market participants in the contestable retail
market, including other large vertically integrated businesses. Predatory pricing is a strategy
where a dominant firm intentionally sets its prices very low, often below cost, with the aim of
driving competitors out of the market. Once competitors are forced out, the predatory firm can
raise its prices back to profitable levels, effectively monopolising the market to make
substantially more profit (than losses incurred for excluding competitors) over time.

The effectiveness of this option, however, depends on the extent to which the monitoring
process could reveal anti-competitive behaviour. Frontier Economics explained that:®’

The comparison of the net margin of RBU’s retail electricity business and an efficient
retail margin is unlikely to provide a definitive answer as to whether a price squeeze is
occurring. This is because Synergy provides pricing to its customers ex-ante while the
reporting of its financial performance is done ex-post. This will likely lead to some level
of volatility in the net margin of all electricity retailers, that will depend on the movement
of a retailer’s costs and electricity prices, making the comparison of Synergy’s net
margin and an efficient margin imprecise.

The possibility of cost-shifting can confound the monitoring process. Frontier Economics
explained the potential for cost-shifting between Synergy's contestable and non-contestable
businesses, primarily due to the similarity in the services offered by both areas. Monitoring the
movement of cost of sales and operating costs between the contestable and non-contestable
retail electricity segments is unlikely to provide reliable evidence of cost-shifting as different
factors might influence costs across the two segments over time.

Other barriers to effectiveness for this option are that:

e A thorough investigation of Synergy’s financial data is required to uncover potential anti-
competitive conduct give the range of factors that can influence the financial outcomes of
Synergy’s business units. In addition, the monitoring process in stage 1 may not be
effective in revealing anti-competitive conduct.

61 See Appendix 4.
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o The need for a disclosure mechanism to address predatory pricing in the contestable retail
market is minimal while the Consumer and Competition Act 2010 (Cth) prohibits predatory
pricing.®?

A summary of changes required to the EGRC scheme to enact this proposed option is
provided in Appendix 2.

5.3.2 Option two — Remove the disclosure mechanism

The ERA considers that removing the disclosure mechanism would not reduce the EGRC
scheme’s effectiveness in providing a level playing field for new and existing market
participants. Although option one draws on good practice in other jurisdictions to provide the
best case for an enhanced disclosure mechanism, its benefits are uncertain.

In each past EGRC scheme review, the ERA noted that elements of the disclosure mechanism
were ineffective and not supporting the EGRC scheme’s objective to promote a level playing
field. The market has matured since the commencement of the EGRC scheme, reducing the
risk of Synergy engaging in anti-competitive conduct in the contestable retail market.

Synergy stands to gain little if anything from predatory pricing in the retail market. Predatory
pricing is generally considered non-viable or less effective in markets where large, established
firms, like the WEM, have the financial resources and market presence to withstand temporary
losses from predatory pricing. Large incumbents can match or undercut the predator firm’s
prices and continue to compete effectively.

Under option two, Synergy would no longer be required to provide segmented financial
statements or publish the transfer pricing mechanism. Since segmented financial statements
are not required, the associated part of the non-discrimination requirement, would also be
redundant.

As the EGRC scheme’s current information disclosures are not useful for detecting anti-
competitive conduct, removing the disclosure mechanism reduces administrative costs for
Synergy, the ERA and Office of the Auditor General without disadvantaging market
participants. The ERA would continue to conduct its periodic review of the effectiveness of the
EGRC scheme. Similarly, the requirements for Office of the Auditor General to audit the EGRC
scheme will be reduced to reflect the removal of the disclosure mechanism.®?

The WEM has changed significantly since the merger in 2014 and the ERA has not received
any evidence that the EGRC scheme’s disclosure mechanism is useful to market participants.
The main deterrence to Synergy potentially exercising its market power is through an
appropriate buy-sell spread in standard products, which is critical for the wholesale contracts
market to continue operating effectively.

For details on the changes required to implement option two see Table 7, in Appendix 2.

62 Competition and Consumer Act 2010 (Cth) s46(1).

63 When developing option two, the ERA considered the practicality of requiring Synergy to price its wholesale
contracts at cost to mitigate Synergy’s market power. Including such a requirement is no