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Regulated and merchant interconnectors in Australia
SNI and Murraylink revisited

Stephen Littlechild",?
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Abstract

This paper examines the history of the variousa@nd proposed interconnectors
between New South Wales and Victoria into Southtralia. It covers the period from
the earliest proposal for a regulated interconngctthe recent Victoria Supreme Court
review and the latest ministerial proposals. Itifininter alia, that the Supreme Court
decision is likely to have strengthened, in a bier@fway, the regulatory regime for
dealing with merchant interconnectors and the alilblgps on incumbent transmission
companies. It finds that none of the proposalsdgulated interconnectors did or would
have passed the regulatory tests as formulatesinmstof aggregate benefits to all market
participants. It finds that neither of the merchiat¢rconnectors (into South Australia
and Queensland) are likely to have been profitdbsees a possible explanation for the
construction of regulated interconnectors in teofnhe benefits to customers, or in
terms of bringing about a single competitive markdtove all, it illustrates the political
context in which decisions on interconnectors Haeen made, and the need to take
account of such motivations when comparing thdyik&ects of regulated
interconnectors versus merchant interconnectors.

Introduction

How far can merchant transmission sensibly repteicipplement investment by a
regulated transmission company? Proponents sutiggsherchant transmission could
play a significant role and that only where theermarket failures should regulators
look to rate-based projects. Sceptics tend to sek&enhfailure as overwhelming in this
area’ It is also suggested that experience with mercimamtconnectors in Australia has
not been successful and has delayed investmeffidielet regulated interconnectors.

Australian experience with regulated and merchamsmission lines has certainly been
characterised by controversies, litigation and yedanvestment in regulated
transmission. For example, after a protracted m®oé appraisal, the National Electricity
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Market Management Company (NEMMCO) approved th@gpsed regulated
interconnector SNI. The merchant interconnectorriliglmk appealed this decision to
the National Electricity Tribunal. Murraylink is mooperational, but SNI was delayed
and has so far not been implemented.

How to evaluate this episode is another matteaverargued elsewhere (Littlechild
2003) that evidence from the Tribunal hearing shibthat, once Murraylink was
committed, to build SNI as a duplicate interconoewtould be an inefficient rather than
efficient use of resources. And whereas it is comsnsuggested that merchant
transmission could lead to insufficient investméhnis episode suggested that regulated
transmission is liable to produce excessive investrjudged by conventional economic
criteria. So it could be argued that the regulajmocess was deficient rather than that
merchant transmission was inherently unsatisfactorg that in this particular case the
litigation and delay to the regulated investmentialty improved rather than reduced the
efficient use of resources.

However, this particular episode was only part freg-running saga that even now is
far from complete. What would a broader appraibalxs? The present paper examines
Australian experience with these two interconnextora number of further respects,
including looking back at the earlier history amutiating the analysis in the light of
further experience.

Part One of the paper presents some brief histdrazkground. This makes the paper
more self-contained and independent of the previaper. It also provides a clearer
picture of the political context in which policy this area has developed.

Part Two looks at the finding of the Victoria Sume Court, published after the previous
paper was written, in its judicial review of thebiunal decision. The Court finding is
important in a number of respects: it commentsherréasoning of the Majority and
Minority Decisions of the Tribunal, it upholds wa key respects Murraylink’s appeal
against the Tribunal decision, and it sets outguig for how the incumbent
transmission company and the regulator shouldnaftiture.

The previous paper took as given the constructidgheomerchant interconnector
Murraylink and looked only at whether the regulatgdrconnector SNI was economic
thereafter as a duplicate interconnector. It ditloak at the process over a longer period
of time, to establish which (if either) of theséeirtonnectors was efficient in the first
place. Accordingly, Part Three of this paper ddes. 1t looks back at the thinking and
actions in the period before the NEMMCO appraistiat is, when SNI was first
proposed, before Murraylink was built. It examimégether all or any of the proposed or
constructed interconnectors were economicallyrarfcially viable and would have
passed the “regulatory test”. This appraisal isrimied by the decision of Murraylink
(subsequent to the previous paper) to accept afenraftom merchant to regulated status,
and the associated report of the Australian Cormpetand Consumer Commission
(ACCC) on the costs and benefits of various releadternatives.

Part Four examines the financial viability of thag@nsland interconnectors, the
suggested inefficiency of merchant relative to tatpa interconnectors, and the



distributional implications of regulated intercootas. It then examines the nature of the
benefits assumed in the ACCC'’s recent applicatidheregulatory test, and the
proposal by ministers to change yet again the aaifithe test.

Part Five brings the results of the paper togethargues the importance of recognising
the different objectives of merchant and regulatedstment in analysing and choosing
the appropriate arrangements for transmission tmesss.

PART ONE HISTORICAL BACKGROUND AND THE INTERCONNEQGJIRS
The historical background and political context

Until the last few years, each Australian stateegoment owned the electricity supply
system in that state. These systems were develogependently, with only two
relatively small interconnectors between thtfhere was little desire for further links.
The “split-savings” trading system between thresic@ly-integrated utilities sufficed
until the concept of a national electricity gricdbse in 1991.

In 1994 Victoria decided to adopt the UK model dfeding system with a view to
introducing privatisation, competition and reguwati To a greater or lesser degree, other
states remained to be convinced.

The building of further interconnectors was paittacly controversial. One account
suggests that the motivations of the governmentsrée relevant states may be
summarised as followsNew South Wales was keen to promote further intemectors —
initially with Queensland and then with South Aasitr - in order to export its surplus
generation. In Queensland, a taskforce, lookingtfiar join the NEM, restructure and
privatise, proposed that the government shouldtoaetsa large interconnection with
NSW, focusing on northward flow ‘to discipline gea®rs in Queensland’South
Australia, having suffered a blackout in 1993, ipytlace an import agreement for its
existing interconnector with Victoria and was ially keen to construct a second one to
NSW. I}!owever, when South Australia decided to piseathe sector it withdrew its
support:

This account suggests that the decisions whetheristruct — or not to construct, or to
cancel the construction of — electricity intercoctoes were essentially political as well

* The Snowy interconnector between NSW and Victea built in 1961, and the Heywood
interconnector between Victoria and South Austrgid) in 1989. The former line “was constructed sot
much as an interconnection, but rather becausgebhelopment of the Snowy Mountains [Hydroelectric]
Scheme was paid for by the sale of electricityaoheof these states.” (Booth 2003 ch. 2. p. 19)

® Referring to the sometimes-heard description dftfalia as “less of a nation and more like a safes
warring tribes” (p. 13) Booth comments that “Theafning tribes’ have been very evident whenever
‘linking up’ or interconnection has been suggestéal.19).

® Booth (2003).

" In the event, Queensland did not privatise itstelgty sector, new generation in Queensland |@aer
prices there, and the interconnectors often flos@mdhward.

8 “The advisers hired to manage the sale processird the government that SANI would probably halve
the value of the generation assets in the staoifved to proceed. The South Australian governrttes
withdrew its support for SANI and actively opposenh all available fora.” Booth 2003, p. 89.
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as economic in nature. State governments as owhéne state electricity systems made
these decisions. The governments were variousheuidy factors such as preferences
for self-sufficiency rather than cooperation wither states, concerns about security of
supply and actual or potential generation marketggpambitions to make profitable use
of surplus capacity and to maximise proceeds efgigation, and so on.

No doubt the extent of government interest varieer ime, and from one minister to
another. No doubt the interests of the governmeamteal transmission entities were also
influential. And it is not that political considéi@ns do not have economic dimensions,
or that no economic calculations or cost-benefigses of any kind were made (though
not all were published). Rather, the decisionsuitdior not build these interconnectors,
and the sizes to build them, seem to have beeresatkin political terms at least as
much as in economic terms, and politicians tookdrtant decisions.

The regulatory framework was changing, howevef.986 the National Market
Management Company (NEMMCO) and the National ElgtgrCode Administrator
(NECA) were createtf Moreover, the ACCC was considering how best totdisge its
impending responsibility for regulating transmissievenues in the National Electricity
Market (NEM), as provided for in the National Elecity Code (the Code). Part of that
Code deals with the criteria under which transmisgsiugmentations may become part of
the regulated asset base of a Transmission Net@&emkce Provider (TNSP) and earn a
regulated return thereon. At that time the criter@e set out in a “Customer benefits
test”, which “was designed to ensure that netwovlestment would only be undertaken
if customers benefited from that investmeHtThe Code also made explicit allowance
for the existence, and indeed protection, of “gargaeurial interconnectors” or what
were later called Market Network Service Provid®ISPs)*

But as indicated above, not all the States weralggoconvinced of the new framework,
and moved towards it at different speeds. Manestedtain substantial degrees of
government ownership, there is State regulatiaetail and distribution price controls,
and some States operate tariff equalisation meshanio insulate generators, retailers
and customers from market signals in the NEM. Aargsting question, therefore, was
how far and how fast the traditional political frawork within a state monopoly context
would give way to a new economic framework withinadional competitive context.
Would the two frameworks conflict?

° See also contemporary political reports e.g. “SReGovernment's backflip on the sale of ETSA and
Optima saw it withdraw its one time support for fimerconnector] project (known as Riverlink or BB
for fear of devaluing Optima. Equally NSW is hopitogmprove the earnings and value of its power
stations.” There is also reference to other comatams: “if SANI goes ahead the mooted gas-firedigr
station at Pelican Point will be shelved. Thatd baws for jobs and investment in South Austratid a
terrible news for the environment.Inside StoryAustralian Democrats Newsletter, December 1998, p
19“The former was to become the short-term operaittihe proposed National Electricity Market (soon
called the “NEM”), and the latter was to take resgpbitity for a National Electricity Code (NEC, otte
Code”) and its initial authorisation/acceptanceanttie modified TPA and the approval of any subsatju
modification.” Booth 2003 p. 193

' ACCC Issues Paper - Review of the Regulatory Tiéstylay 2002 (henceforth ACCC Issues Paper), p. 2
2 The US term merchant transmission line was preshjoeferred to in Australia as an entrepreneurial
interconnector and is now called a market netwerkise provider (MNSP). It will be convenient toeus
the term merchant interconnector here.
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TransGrid and the SANI/SNI interconnector to SouthAustralia

The issue nearly came to a head in Queenslan®9n, the NSW and Queensland
governments announced and approved a new regliladoetween those two states,
called QNI Because of its timing, QNI just avoided providihe first test of the
potential tension between the political and ecomdnaimeworks for interconnector
decisions"*

In contrast to the situation in Queensland, thelledgd and merchant interconnectors
into SA became inextricably enmeshed in the regaydtamework, and there has been
substantial conflict throughout. Both political aacbnomic considerations have played
an active role in the subsequent history of botéragonnectors. The earlier history has
been recounted elsewh&teHere, it will be useful to set out in a little neadetail the
early history of the project.

The SANI project and its successor SNI consisteal 260MW AC interconnector
between Buronga in NSW and Robertstown in SA, parsin reinforcement work to the
NSW transmission system. Figure 1.1 is a simple afidpe SNI and Murraylink
interconnector® In 2001 the history of the project was summaraeébllows®’

The SA electricity system already has one interection with Victoria, which
entered commercial service in 1990, and which falatapacity. Over the
summer period SA experiences electricity shortagesnow requires additional
electricity capacity.

13 QNI is an overground alternating current (AC) iotsnector that covers a distance of about 5501k a
has a present transfer capability of 2000 MW soath$W and 750 MW north to Queensland. It went into
initial operation in February 2001. In parallel 898 TransEnergie proposed DirectLink, a muchtghor
(65 km) underground high voltage direct current B8} unregulated interconnector (i.e. a merchant
transmission line) between the two states, witmalker capacity of 180 MW. TransEnergie is the
transmission subsidiary of Hydro Quebec, a publisiyned electric utility company in Quebec. Directk.i
began operation in June 2000. See “Interconnecfitiie NSW and Queensland Electricity Grids,
submission to the ACCC”, 24 September 1997, Traias@®ISW), Powerlink Queensland, NSW Electricity
Reform Taskforce and Queensland Electricity Refoimit. “Applications for Authorisation, National
Electricity Code”, ACCC, 10 December 1997. Othaurses include FERC evidence of TransGrid and
TransEnergie, and Gordon Jardine (CEO, Powerlinke@sland), “Regulated vs Non-Regulated
Interconnectors ... there is a case study!!!!” sulsinis to theCOAG Energy Markets Reviedpril 2002.
See also Littlechild 2003.

14 “The Queensland interconnection project managegio the approval of the two state governments
before the National Electricity Code took effeavhich now can be seen as a merciful event, sirax ftne
provisions of that Code been applied to that ptojecs highly doubtful that it would have beenpapved
and it would certainly have suffered years of dél8poth 2003 p. 88

!5 Littlechild (2003) See also Mountain and Swier 2003, ACCC and NEMMCUigatipns, TransGrid
annual reports, TransGrid and Murraylink FERC Comts2002, and witness statements to the National
Electricity Tribunal.

16 Source: IRPC Stage 1 Report, Proposed SNI Intaresmior, 26 October 2001 (pages dated 1 November
2001), Figure 1.1 p. 8. At the end of this papé&ufe 1 shows Murraylink more explicitly (Source: &C
Conversion Preliminary View). Figure 2 shows théeakof what later became known as Unbundled SNI
(Source: Witness Statement of A S Cook, Nationatticity Trinbunal, 14 May 2002).

" |ssues Paper, TransGrid SA NSW SNI (Central Rdateyconnector Proposal, Major Developments
Panel, South Australia, December 2001, p. 7. (Rtdsetnotes added.)
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In September 1994, the Chief Executives of PaBifiwer and ETSA Corporation
signed a Memorandum of Understanding to examinéetdmgbility of a direct
interconnection between the electricity networkerafed by their respective
organisations. The technical and costing studiestifled an option that appeared
favourable from both technical and economic viewiWith the subsequent
changes in industry structure in both states,débpansibility for this work in
NSW was devolved to TransGtfdand in SA to ETSA Transmission (now
ElectraNet SA), a subsidiary of ETSA Corporatidithis agreement culminated
in the signing of the Memorandum of Understandind®August 1996°

18 The State-owned Electricity Commission of New ®diMales (ECNSW) was split into TransGrid
responsible for the transmission network and systeenation and control, and Pacific Power respdasib
for generation and some coal mines. Pacific Povesr later subdivided into three separate generttats
remain in the public sector. TransGrid is now thbljgly owned Transmission Network Service Provider
(TNSP) in NSW.

¥The State-owned Electricity Trust of South AusalETSA) was corporatised as ETSA Corporation then
(in stages) split into four entities: Optima Ene(gygeneration company, subsequently subdivided int
three components), ETSA Transmission later calledtEaNet SA (a transmission company), ETSA Power
(a retailer) and ETSA Utilities (a distribution cpamy). All these entities were subsequently praeti

%0 The 1996 Memorandum of Understanding was betweeisidns, and referred to a feasibility report of
the benefits of such an interconnector. In 1993 tport found that there would be benefits. “Irefefent
review of interconnection of South Australia andAN®&outh Wales”, London Economics, December 1997.
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In June 1998 the National Electricity Market Managat Company
(NEMMCO), the organisation responsible for manadhgimplementation and
operation of the National Electricity Market (NEM)etermined that the
Riverlink/SANI proposal did not satisfy the testqoalify for regulated status
and, therefore, a regulated rate of return paidusgomers. The SA Government
accepted this decision and proceeded to investaitmative means of
delivering the additional electricity capacity réga by South Australia prior to
the summer of 2001. The SA Government did not beltbat the Riverlink/SANI
proposal would meet this required time frame an&&Torporation
subsequently withdrew the application.



TransGrid nevertheless considers that the propesabiable development and
consequently submitted [on 29 October 1998] a naplication for a route south
of the River Murray, known as the ‘SN,

Perhaps the proponents of SANI could have proceededid the proponents of QNI,
without submitting their project to NEMMCO for ewvaltion. However, “The objective
was to ensure that the project was justified utigker... Code and would enter the
relevant regulated asset baée.”

At the time that NEMMCO found that SANI did not gake consumer benefits test, it
also noted certain problems with the Code anddse Following pressure from the
NSW government, the ACCC was asked to review tmswmer benefits te§t. The
ACCC initiated a review of the criteria by the cohants Ernst & Young.

Subsequent developments

Subsequent developments have been treated at lelsgthhere (Littlechild 2003) so
may be summarised briefly.

In March 1999 Ernst & Young reported to the ACC&,ommending a change in

the consumer benefits teét.

- On 28 April 1999 Murraylink announced its intention to develop a merchant
interconnector over a similar (but shorter) roat&NI.

- On 30 July 1999 TransGrid requested NEMMCO tgpsund consideration of SNI
pending finalisation of the revised regulatory test

- On 15 December 1999, after a period of consoltatihe ACCC published

revised criteria for regulated transmisf§mmongst other things, these changed

the “Customer benefits test” to a “Regulatory tdst5ed on net public benefits or

market benefits instead of net customer benéfits.

%I The section continues “This proposal was declarbthjor Development by the Minister for Transport
and Urban Planning on 27 January 2000. ...in respaneemmunity opposition to the southern route, ...
TransGrid now proposes an alternative corridor thi&tws a route immediately north of the River
Murray”.

22 ACCC Issues Paper p. 2

2 «Two issues emerged following NEMMCO'’s rejectiontbé application for the proposed regulated
South Australia - NSW interconnector: NEMMCO fouhd Customer benefits test to be highly volatile;
and the NSW Government believed the test was @etiecind placed it on the issues register, meahiag t
National Electricity Market (NEM) would not commenasetil the issue was resolved to their satisfaction”
ACCC Regulatory Test for New Interconnectors antildek Augmentations, 15 December 1999,
Executive Summary. It has been argued that thénati@€ode provisions (including the Test and the
decision to allow MNSPs to co-exist in the NEM) prdve be quite unworkable and were urgently in need
of revision, quite apart from any pressure from NB&oth 2003, ch. 14. esp. pp. 226-7.

24 Ernst & Young, “Review of the Assessment CriteionNew Interconnectors and Network
Augmentation: Final Report to ACCC”, March 1999.

% The term, variously written Murraylink or Murraylincommonly refers both to the link itself and also
to Murraylink Transmission Company (MTC), an affigacompany of TransEnergie Australia established
to manage and operate the Murraylink facilities.

6 ACCC, “Regulatory Test for New Interconnectors &fetwork Augmentations”. 15 December 1999

2" ACCC Issues Paper p. 2. See also Ernst & Youneyi&v” para 1.1.2.
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- On 6 March 2000 TransGrid requested NEMMCO tonemence evaluation of
SNI. It also extended the work to be carried owtarrSNI, so that it now included
an upgrade to the NSW/Snowy - Victoria interconioect

- In April 2001 Murraylink commenced constructidorag a similar route to SNI.

- On 19 September 2001 the draft report of the IREBEGMmMended that SNI still
did not satisfy the regulatory test.

- In October 2001 TransGrid further revised SNindude more transmission
reinforcement works in NSW.

- On 1 November 2001 the final report of NEMMCOQOdr Regional Planning
Committee (IRPC) recommended that SNI now satighedegulatory test.
NEMMCO confirmed this in its Determination on 6 [@eatber 2001.

- On 21 December 2001 Murraylink applied to theidtsl Electricity Tribunal for
a review of this decision.

- In July 2002 Murraylink began commissioning aesting. It entered commercial
operation on 4 October 2002.

- On 18 October 2002 Murraylink applied for conwensfrom merchant status to
regulated status. The ACCC set in train a consaiftgirocess to consider
Murraylink’s applicatiofi®, which was contested by TransGrid and some other
parties.

- On 31 October 2002 the Tribunal upheld NEMMCQesidion by a 2-1
majority 2

- On 28 November 2002 Murraylink secured a judicégiew of the Tribunal's
decision, in the Victoria Supreme Court.

- On 14 May 2003 the ACCC issued its Preliminargw, confirming that
Murraylink could convert to regulated status amdicating that it would set the
value of Murraylink’s regulatory asset base andvedld revenue based on an
application of the regulatory test.

There have been at least three more recent devetdgin
- 0On 24 July 2003 the Victoria Supreme Court heléavour of the Tribunal on

most grounds but in favour of Murraylink’s appealtao quite fundamental
grounds® It remitted the decision back to the Tribunalfeconsideration.

% Murraylink Transmission Company Application for Gension and Maximum Allowed Revenue:
Preliminary View, ACCC, 14 May 2003.

29 Reasons for Decision: The Hon Jerold Cripps QGa{@lerson) and Professor Douglas Williamson
RFD, QC (Member) 31 October 2002 (henceforth Majddiggision). Reasons for Decision: Professor
Gavan McDonell FTSE (Member) 31 October 2002 (hemtefdinority Decision). Application 1 of 2001.
Available atwww.netribunal.net.auronically (in view of the later Court finding)oth Majority members
were lawyers. The Minority member said that he &ggkrtise in engineering, economics and sociology.
%0 Murraylink Transmission Company Application for Gension and Maximum Allowed Revenue:
Preliminary View, ACCC, 14 May 2003.

31 There is not space here to discuss another ititegetevelopment: the Basslink interconnector. s
proposed by the builder (a subsidiary of National@ompany) as an unregulated interconnector but
contracted to the Government-owned hydro-genemtdasmania, hence it did not have to pass the
regulatory test.

%2 MurrayLink Transmission Company Pty Ltd v NEMMCOQ[B] VSC 265




- On 1 October 2003 the ACCC confirmed its apprdaatonversion of status and
set a revenue capMurraylink accepted this proposal, relinquishechiterchant
status, and became a regulated network servicedaroas of 9 October 2003.

- On 11 December 2003 the Ministerial Council oritggy, comprising the Federal
and State Energy Ministers, agreed the creati@r@w Australian Energy
Regulator (AER) to perform all national energy n&negulation functions, and
endorsed a package of reforms to electricity trassion regulation, including
amendments to the Regulatory Test and the regnlafioew interconnectors.lt
also proposed to abolish the National Electricitypiinal.

PART TWO THE VICTORIA SUPREME COURT DECISION
Summary of the Tribunal’s decision

In order to understand the Court’s decision itasassary briefly to summarise the
Tribunal’s decision.

Following the ACCC'’s reformulation in December 19¢% regulatory test says that “A
new interconnector or transmission system augmentaatisfies this test if it maximises
the net present value of the market benefit haxéggrd to a number of alternative
projects, timings and market development scenérios.

TransGrid argued that SNI satisfied this test. Myink argued that an alternative
project that came to be called Unbundled SNI (oNUScomprising the system
reinforcement part of SNI without the actual intaroector, had a higher net present
value. TransGrid argued that Unbundled SNI wasanmtacticable alternative because it
was not commercially feasible. Murraylink did natapt this.

To indicate the orders of magnitude involved, TdbBimmarises the numbers from the
modelling put forward by TransGrid’s own consul&tES. Full SNI had a positive Net
Benefit of (Australian)$166 m. Unbundled SNI (thetwork reinforcement component)
accounted for just under half the costs and mae #il the benefifs. Its Net Benefit

was nearly twice that of full SNI. The incrementatt of the interconnector component
accounted for just over half the costs and itseam@ntal benefit was negative.
Consequently, its incremental Net Benefit was s$icgutly negative. Note that all these
calculations assume that Murraylink is going ahsadhat the incremental costs and
benefits refer to SNI as a duplicate interconneftioat least a parallel one, since the two
technologies are not precisely the same).

33 Decision: Murraylink Transmission Company Applicatifor Conversion and Maximum Allowed
Revenue, File No M2002/468, ACCC, 1 October 200&n@éforth ACCC Conversion Decision)

% Ministerial Council on Energy, Reform of Energy Meik Report to the Council of Australian
Governments (CoAG), 11 December 2003; also ComnueniBerth, same date.

% The reasons for the latter result were not explarexplained. Similarly for some of the surprigin

details - for example, that in several scenariesehivas more generation new entry in SA if the
interconnector SNI were built than if it were n8ee Modelling the application of the regulatory test

SNI: A report to Clayton Utz, IES, 28 June 2002ingehe Witness Statement of Andrew James Campbell,
28 June 2002, Appendix Exhibit 25.

10



Table 1 NPV Benefits and costs ($m) of SNI projectRealistic Bidding scenario 2

Full SNI Unbundled SNI Interconnector SNI
Benefits 264.5 351.4 -86.9
Costs -98.4 -41.2 -57.2
Net Benefit 166.1 310.2 -144.1

The precise numbers depend on the assumptioncandrs used, but the general
proposition was ultimately not in dispute. The Tnlal put it this way.

The most significant issue in the proceedings wastler the Tribunal should
have regard to USNI as an alternative projecs ¢tmmon ground that USNI
contributes a greater part of the net present vall&NI and if undertaken by
itself would result in a higher rate of return tiaI. It is also common ground
that acceptance of USNI as an alternative projectidvmean that SNI does not
maximise net present value of market berf&fit.

TransGrid argued that USNI was not commerciallitea because it had no proponent.
TransGrid was unwilling to be a proponent becatisaid that it would be subject to a
risk of asset stranding. It argued that Murraylvakd market power and would have the
ability and incentive to restrict the level of out@cross its own interconnector in order
to increase its profit. That in turn could reduce tevel of flow across the system
reinforcement USNI. The ACCC, when it came to datee the value of TransGrid’s
asset base for purpose of determining its regulaeehue, could judge that the assets
were underutilised, and therefore write them doMmtraylink at one point offered to be
a proponent of USNI, but TransGrid declined towalMurraylink to construct assets on
its system.

Witnesses called by Murraylink testified that, it view, Murraylink did not have the
alleged degree of market power, and would not liaeeéncentive to reduce output to the
extent alleged. Even if it did, the impact on Ti@rid and USNI would be negligible.
And even if the impact were significant, it couldm economically be dealt with by
redesign of USNI or by a commercial arrangemenwéen TransGrid and Murraylink,
than by constructing the duplicate interconnectongonent of SNI.

The Tribunal Majority held that Murraylink did haa& element of market power, which
it might use to restrict output, and consequeittéy tthe implementation of USNI would
lead to a real risk of stranding or, at the veaste TransGrid’s apprehension of the risk
of stranding is real and not unreasonable”. In eqnence, TransGrid was not obliged to
be a proponent of USNI. Nor was it obliged to allelrraylink to construct USNI.
Consequently USNI had no proponent and was not aagiaily feasible. So SNI
maximised the net value of benefits and therefassed the regulatory test.

The Tribunal Minority held that neither NEMMCO nitve Tribunal had carried out a full
and proper cost benefit analysis as required byabelatory test. The whole process was
“fundamentally flawed”. Consequently SNI was nattjfied.

% Majority Decision, p.26; see also p. 48 and OrdeiCfosts para 21.
11



The Majority responded that the concern that thel&process was “fundamentally
flawed” was not an issue that had been raisedempthceedings by any party, or by any
of the expert witnesses. Rather, identified aspafdise modelling were subject to
criticism. The Majority argued that the paramowskiwas to apply the cost benefit
analysis conformably with the particular criterfgsified in the regulatory test rather
than by reference to cost benefit principles ajdar

Judicial Review at the Victoria Supreme Court

Murraylink’s application for judicial review of th€ribunal’s decision cited eight
grounds for appeal in terms of due process. TheoXeSupreme Court rejected most of
these grounds but upheld two. It set aside theuhabs decision and remitted the matter
to the Tribunal for reconsiderati6hThe Court’s reasoning on the most interesting
rejected ground and on the two accepted grounds asfollows?:

1. The use of cost-benefit analysis

The appellant claimed that “the Tribunal erredaw in holding or proceeding on the
basis that it was not necessary to apply geneiradiptes of cost-benefit analysis in the
application of the Regulatory Test”. The Court hitldt the question was whether the
cost benefit analysis had been carried out in aegare with generally accepted
standards of cost benefit analysis as conditioryetthid regulatory test. There was expert
evidence before the Tribunal adequate to suppaunzber of competing views as to
whether or not it had been. On the basis of thiaeace the Minority member Professor
McDonnell took one view and the Majority took anathThe Majority were entitled to

do so.

2. SNI as an alternative project

The appellant claimed that the Tribunal should hawesidered USNI as a practicable
alternative to the SNI proposal. The Court agréad tthe Tribunal was bound in law to
make an objective assessment of whether unbundéfdUSNI) was a practicable
alternative and that it erred in law by deciding juestion on the subjective basis that
TransGrid refused to be a proponent of USNL.”

3" The Tribunal’s intentions in this matter are asueknown. It would seem open to the Tribunal to
consider a number of options, including explainimgejecting its previous decision on the basis of
previous evidence, or inviting new evidence onigisees in question. It is not clear whether it wiauted
to proceed if one or both of the parties indicaeadhange in stance in the light of events subsedaehe
Supreme Court hearing. But all this may well hagerbsuperceded by the MCE proposal to abolish the
Tribunal.

%8 With respect to the five remaining grounds, then€beld that “practicable alternatives” are ndfedient
from “alternative projects”, that it was a falseftbtomy to regard interconnectors and augmentatisns
mutually exclusive, that a set of miscellaneougdipns put forward were without substance orroftkd
practical appeal, and that the Tribunal did nattteertain specified projects wrongly. The remagnin
ground was held not to add anything to the two wexe upheld.
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3. Basis of significant risk of stranding

The appellant claimed, as the Court rephraselat,the Tribunal had failed to make
clear the basis of its finding that there was aificant risk of stranding if TransGrid
constructed unbundled SNI. The Court agreed withdlaim.

The use of cost-benefit analysis in the regulatongst

The Court has now indicated that either the rigeroanst benefit approach advocated by
the Minority decision or the less detailed morelegglversion adopted by the Majority
decision could have been acceptable. It did na gakiew as between the two, limiting
itself to saying that the Majority approach wasegqutable.

This is understandable. The implications of requgjra “full” or “rigorous” cost benefit
analysis could have been uncertain, time-consumanbcostly. It ought to be possible to
remedy the more specific deficiencies identifiedsbyne witnesses and the Minority
member within the framework of the approach adoptethe Majority. But does the
Court decision give reason to believe that thi$ appen?

Consider for example one of the more serious eopexonomic oversights in the
NEMMCO and Tribunal decision processes. Witnessgseal that these processes failed
to examine the incremental benefits of the diffe@mmponents of the SNI project (as set
out in Table 1 above), and in doing so were led artor. The Minority report made a
similar point in its general reference to comparsbetween investments of different
scale. Another commentator has made essentiallyaime point with respect to the
possible combination of SNI with another line SNQVY

How to prevent such economic oversights in futdseéPnecessary and sufficient to set
out a series of prescriptions as to how the regojldest should be carried out? If so,
does this fall to the ACCC to remedy, or can cartionomic oversights be sufficiently
serious to constitute an error of law?

There is no doubt scope for improved guidance inestespect?’ although the
independence, economic competence and attitudes gegulatory bodies are at least as
important. The Court’s decisions on the other tnmugds - assessing a practicable
project and the risk of stranding — while of ins#rand importance in their own right,
also seem of relevance to the adequacy of thebewstfit analysis. It will therefore be
helpful to explain these decisions in more detail.

39 According to data from the Minority report, SNISNOVIC combined had a benefit in the range $160m

to $311m against a cost of $146m. Without furthequery the combined project may have seemed
worthwhile. However, SNOVIC alone had a benefitha range $160m to $233m against a cost of $44m.
The case for it was strong. In contrast, SNI aloag a benefit in the range $34m to $135m againest

of $110m. It would be difficult to make a case itcalone. Moreover, the incremental benefit of SNI

beyond SNOVIC is in the range zero to $78m, againgxtra cost of $102m. There would seem no case
for SNI at all. But the Tribunal did not look atiiit this way. Peter Garlick, P M Garlick & Asso@stlLtd,

ACCC Review of the Regulatory Test, 28 March 2003, p

40 E.g. Garlick 2003, p. 5, Littlechild 2003 pp. 18-Bome changes have already been made (see Mountain
and Sweir 2003) and the ACCC is presently reviewiregregulatory test again, as noted below.
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The Court on assessing a practicable project

The Court held that “the Tribunal was bound in lawmake an objective assessment of
whether unbundled SNI (USNI) was a practicableradtive and that it erred in law by
deciding the question on the subjective basisThatsGrid refused to be a proponent of
USNI.”? What did the Court mean? The main steptsidecision were as follows.

The Court agreed with a point made in evidencd,dalavourable decision on the
regulatory test would itself influence the praditi#y of an alternative project. This had
to be taken into account in assessing practicgjvlihich was not a separate process
from the regulatory test, but rather one that vegbstantially informed” by that te$t.

The Court continued

“But the majority rejected that approach in favotian assessment of commercial
feasibility which was based upon the subjectivégresces and motivation of
TransGrid. | consider that the majority were iroeto do so. Their error was an
error of law.”

That is, the Tribunal was wrong to determine tiseiésof whether an alternative was
practicable on the basis of whether TransGrid heehband not unreasonable reason for
refusing to build USNI. The range of possible pnograts “must include those entities
who would be willing to construct USNI if given tisbance to do sd*

The Court gave an example. Suppose a transmisperator was unwilling to construct
an alternative project to its own proposal, butriibepresent value of that alternative
exceeded the value of its own proposal. Then ihathbe right that the alternative should
not be regarded as a practicable alterndfi¥&he purpose of the regulatory test is to

41« the act of determining that an interconnectioogmsal satisfies the regulatory test favouraktgral

conventional perceptions of the project’s practilitgb Projects that would be utterly impracticaitout
regulatory protection, perhaps because of overwinglitnansaction costs, can become practical if trey
deemed fit to be regulated. What matters is hogeldéihe net market benefit is likely to be, as the
magnitude of the net market benefit determines/éthee/merit of overcoming any of the (typically fesy
remaining obstacles to implementation. // Pracilitglis an economic concept that, when applied to
regulated investments, can be substantially actibyea finding that a project — that can othentise
legally implemented — passes the regulatory teist.crucial to recognise the existence of inheramd
unavoidable circularity with respect to the overallaluation process. Practicability is not strictin
exogenous factor to be assessed by NEMCO or thé {RPis a characteristic that is substantially
conferred by a favourable determinatiorEVidence of Mr Thomas, emphasis added by the Court.

“2 Furthermore, “... it is inevitable that there wik bccasions when the proponent of an augmentation o
interconnector is for good reason unwilling to domst an alternative (which only that entity has th
legally enforceable right to construct), and yet #ternative should be regarded as a practicable
alternative.”

43« .. assume a proposed augmentation comprise®@5aMW upgrade of a transmission line. Let it be
supposed that similar results can be achievedaviithnically feasible 150 MW upgrade, which costs
considerably less, and some demand-side alteratiogtsit further be supposed that the proponenhef
275 MW upgrade is the only entity with a legally @meable entitlement to construct the alternative
150 MW upgrade, and yet, for reasons based in coniahepnservatism and philosophical disposition
(which reasons are real and not unreasonable)etttigy is unwilling to construct the 150 MW upgrade
Assume then that despite that entity’s reservatioissshown by the cost benefit analysis which is
prescribed by the regulatory test that net preggloe of the market benefit of the 150 MW upgrade
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assess alternatives on the basis of the econoitedaiprescribed by the test, and not on
the basis of subjective preferences.”

The Court clarified its conception of the duty loétoperator as follows.
“The question was whether USNI was a practicalibrr@tive and, assuming
technical feasibility, that should have been detidejectively by reference to
economic criteria derived from the regulatory tebhe test was whether an
objective operator, if acting rationally accordioeghe economic criteria
prescribed by the regulatory test, would be prepveconstruct USNI if SNI
were not approved. The error in the majority’sqaess of reasoning was to
substitute for that test an assessment of the cilgeoredilections and
motivations of TransGrid.”

The Court did not rule out the possibility thaeasonable operator might refuse to
construct SNI, because of the risks involved. Hovethat needed to be shown, and in
this case had not been shoffin.

The Court examined the Tribunal’'s treatment ofatielence of the risk implied by
Murraylink, and found that the Tribunal had consgdkonly part of the question. The
Tribunal had looked at the likely effect of Murran)’s actions on the usage of USNI.
However, it had not looked at the likely finanagdflects for TransGrid if the under-usage
eventuated®

The Court then commented on the numbers involveidieice before the Tribunal
calculated a restriction of 0.00175% of USNI tdtadv if Murraylink was contracted and
0.013312% of USNI total flow if Murraylink was nobntracted. The Tribunal had
pointed out that some witnesses thought it reageriabTransGrid to regard its risk as

coupled with the demand side alterations far exsdeel net present value of the market benefit®f th
275 MW proposal. In those circumstances it cannatdie that the 150 MW alternative is not to be
regarded as a practicable alternative.”

4 «That is not to deny the possibility of drawingrpessible inferences from the reality and reasceradss
of TransGrid’s reticence. Conceivably, one postbit that any objective operator acting ratiopall
according to the regulatory test criteria woullleliTransGrid, be unwilling to construct USNI if SiNére
not approved. But while the finding of reality arsonableness of TransGrid’s reticence may sugjogst
possibility, it does not compel it; and it may moen support it if the assessment of reasonableverss
based upon considerations at odds with the regylédst conception of practicability. It is onénty to
say that TransGrid had a real and not unreasoffiednlef the risk of stranding, and it is quite drestto
conclude that an objective operator acting ratigredcording to the regulatory test criteria wountst be
prepared to wear the risk. An inference that sarcbbjective operator would not be prepared to trear
risk could not be drawn without first consideringad the competing evidence as to the likelihodd o
objective behaviour and forming a view as to why itiference should be preferred. The majorityrditl
do that.”

*>“There was a body of expert evidence before tlieufial as to the likely effect of the usage of
MurrayLink on the usage of USNI and as to the likehancial effects for TransGrid if the risk of usrd
usage were realised. And the majority paid re¢atte first part of that evidence, concerning the
probability and extent of under-usage of USNI. ..t Biat is as far as it went. The majority did nay s
anything about the likely financial effects on Ts@rid if the feared risk of stranding [under-usgge?
eventuated. Consequently, so far as can be tald tihe reasons for decision, the majority did notsider
the question of whether an objective operator gatiionally according to the economic criteria
prescribed by the regulatory test would be so nuetkrred by the risk of such financial effectsas t
decline to construct USNI if approval to constr8ttl were withheld.”
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substantial; other witnesses considered that itoddeen demonstrated that the degree
of risk would be other than trivial. In the Courvew it required more than mere
acceptance of the statistical analysis to resdlgecompetition between these alternative
views as to what this possible restriction in usagant for TransGrid.
“It requires an analysis of why a risk of that ardémagnitude which was
calculated in the statistical analysis should lgarged as economically
significant in the context of concern. My own umnhed view is that it is
difficult to imagine that a restriction of 0.0133420r even a figure of 100 times
that amount, could ever be regarded as more thgligitde; although, of course,
that is not my decision to make. And it is not gleént. The decision is one for the
Tribunal to make. And the point is whether a rigkestriction of that order of
magnitude would so much deter an objective operataing rationally according
to the economic criteria prescribed by the reguletest, as to refuse to construct
USNI if SNI were not approved. The majority’s faguto make that decision was
an error of law.”

The Court on the risk of stranding

The Court’s view of the risk of stranding was inaghuhe same vein as its view on

assessing a practical project. It agreed with gpebant that the Tribunal Majority had

failed to explain why there was a significant riflstranding:
“a great part of the contest before the Tribunatmes on the question of whether
the risk of stranding was anything more than ndgkg As a result, the majority
seem to have lost sight or, perhaps more accuratele led to lose sight of the
real question: was the risk (whatever its propog) sufficient to deter an
objective operator, acting rationally accordinghite economic criteria of the
regulatory test, from constructing USNI if SNI werat approved.”

A “related problem was the way in which the majoapproached the matter, and that is

that they appear to have treated the risk that &jlunk would restrict flows as if it were

synonymous with the risk of stranding (as opposecety to being causative of it).”

The majority accepted statistical analysis thatetleould be a risk of MurrayLink
reducing flows by significant percentages. Howeitdeft out of account that the
consequential percentage reduction in flows aloB§llassets would be vastly l€$s.

The Court noted that distinguished witnesses hibtsare would be a risk to TransGrid,
and asked whether it was not sufficient to relyttoa? Ordinarily perhaps, but not in the
circumstances of this case, because it was imgedsilbell how the majority reached
their conclusion&’ Moreover, the majority had failed to mention, oregreasons for

“% In the worst-case scenario, with MurrayLink contgle uncontracted, it would be only 16% of 64% of
13% or, in other words, only 0.013312% of USNI kéiaws.

*"“The problem is the way in which the majority expsed their reasons. It is impossible to tell et
they reached their conclusion because they regdahdeorders of magnitude calculated by Mr Camplell a
in themselves expressing a significant risk ofreliag or because, notwithstanding the orders ofnitagde
calculated by Mr Campbell, they accepted the opmmiiDr Bishop, Professor Kahn and Mr Houston that
such orders of magnitude are properly to be regbaden significant risk of stranding, or becausehé

final analysis, they overlooked or did not underdtthe distinction drawn in Mr Campbell’s analysis
between the risk of reductions in flows along Mutiiak and the risk and size of consequential redundti
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rejecting, evidence that the calculated reductinribws were too small to notice or to
attribute?®
“[This evidence] was at once so strikingly relevant cogent that the Tribunal
could not give fair and sensible reasons for itggden without adverting to it and
assigning reasons for its rejection. Their failirelo so is to be characterised as
a breach of the principle that justice must be sede done.”

Implications of the Court’s view on the reasonabl@perator

TransGrid argued that it had a real and not unrestse fear of the risk of stranding if it
acted as a proponent for USNI. It also declinedllmv Murraylink to be a proponent.
The Tribunal accepted this, and said that it hagowers to compel TransGrid to do
otherwise.

| argued earlié? that this passive stance seemed unsatisfactayinaansistent with
regulatory regimes in competitive markets elsewh@neen the cost benefit calculations
put forward, TransGrid, NEMMCO and the Tribunal e@ccepting that the network
reinforcement had a positive net benefit, and dloiaing the duplicate interconnector
reduced this net benefit significantly. They weoatending further that the network
reinforcement would be too risky to adopt on itswpand that the duplicate
interconnector element of SNI had to be bundleakimvell in order to reduce the risk to
TransGrid. But they were not looking at the whaletyre.

The regulatory process should have raised the iqneshether TransGrid (and
NEMMCO and the Tribunal) looked adequately at ibk involved in bundling SNI as
well as unbundling it. Witnesses for Murraylink aegl that the former was much greater
than the latter. And should TransGrid and the r&guy bodies not have looked actively
for the most effective or least cost way in whibh tisk to TransGrid could be reduced to
an acceptable level? At least two possibilitiesensrggested: that TransGrid could
redesign USNI (explicitly to take account of thespibility that Murraylink as a merchant
interconnector might find it profitable to restrasitput), and that TransGrid might enter a
contractual arrangement with Murraylink to limiethsk to TransGrid. These
suggestions were ignored or rejected.

Does TransGrid have no obligation to explore arapadither of these actions if they
would be more economic than building the dupligaterconnector? Examination of
TransGrid’s duties might seem to suggest this.i@e&B(1) of its governing Act says
that “The principal objectives of an energy trarssion operator are as follows (1) to be
a successful business ...”. From a competition petaethis is perhaps not an

in flows along the USNI assets. // In my opinioe #ppellant is correct in its contention that failof the
majority to make clear its reasons for finding si@nding risk to be significant was an error @f.la

“8 The Court heard evidence that “the reductions®NUflows as calculated by Mr Campbell were so tiny
that TransGrid could not discern, let alone idgrfife causes of such a trivial difference in watiien.
Logically the majority could not have reached tbedusion that the risk of stranding was a sigaifitc

risk without rejecting that evidence. Yet, unldss majority’s rejection of the evidence is intedde be
encompassed in the passing reference to ‘the idiffetiews of the economists and others’ (which is
plainly inadequate) there is no mention of the emimk in the majority’s reasons for decision; lenalany
reasons for its rejection. | regard that too asraor of law.”

“9In evidence to the Tribunal, and in Littlechilda)

17



auspicious beginning. Arguably the second objedtvaore relevant: “(2) to operate
efficient ... facilities for the transmission of elacity”. However, according to the
testimony of the NSW minister for Energy, this Agbes not impose any duties on
TransGrid” and “even if it were expressed in diffier language ... it would express no
more than aspirations or ideals which are not eefalble by a court”. Moreover, no
regulatory body is charged with ensuring that agmaission operator abides by these
principal objectives®

Does the Victoria Supreme Court’s decision chahgedtate of affairs? It may seem not.
The immediate obligation placed on the Tribunagsentially to establish whether or not
TransGrid was exposed to a significant risk ofredrag. This may suggest that in cases
where a significant risk of strandign be established, the incumbent transmission
operator need do no more: that it has the righpkiro decline to be a proponent of an
alternative scheme, and that it does not needammme alternatives such as redesign or a
contractual relationship.

However, it may be argued that the Court’s decisigplies a greater duty than this. The
Court emphasised several times that “The test weether an objective operatdr,

acting rationally according to the economic crigeprescribed by the regulatory test
would be prepared to construct USNI if SNI were aygproved.” (emphasis added) The
regulatory test says that “A new interconnectatransmission system augmentation
satisfies this test if it maximises the net presahiie of the market benefit having regard
to a number of alternative projects, timings andkeiadevelopment scenarios.”

The Court thus seems to envisage that it shoufzhhteof the legally enforceable duty of
the transmission operator - and for that mattemyfregulatory body supervising it — to
act in such a way as to maximise the net preséné vd the market benefit - at least,
when dealing with new interconnectors and trandonssystem augmentations. In other
words, if there is an alternative set of arrangesérat would lead to greater market
value than the project being evaluated — whereeth#ternative arrangements might
include a different (risk-minimising) design or emcontractual relationship — then it is
the duty of the transmission operator to explovespe and if appropriate adopt those
alternative arrangements. Likewise, it is the daftthe regulatory body to satisfy itself
that such alternatives have been reasonably expéoeé not unreasonably been rejected.

In this way, it seems that the Victoria Supreme i€bas taken a step to remedy an
apparent deficiency in the obligations of transiis®perators and their regulatory
bodies in the new competitive national electricitgirket.

PART THREE EVALUATING THE INTERCONNECTORS

A regulated interconnector perspective

Assuming that the merchant interconnector Murrdyilsnalready constructed or at least

committed leads to a rather critical assessmepolidies and decisions (by TransGrid,
NEMMCO and the Tribunal) in relation to the propdsegulated interconnector SNI,

%0 These arguments are set out in Littlechild 2003.
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which by this time would largely duplicate the seevprovided by Murraylink. Does a
longer perspective — starting from the time when 8ak first proposed, before
Murraylink was built, and looking also at the ecomcs of Murraylink - yield a different
perspective on the regulated interconnector SNMarraylink, and on the actions of the
incumbent transmission company?

Such a ‘different perspective’ - what might be edla ‘regulated interconnector
perspective’- on the three main issues might be as follows:

(1) on the original proposal for a regulated inbencector SNI

- that economic or cost benefit analysis as faklasc1997 showed that an
additional interconnector between New South Wai&W) and South
Australia (SA) was economically efficient

- that the most efficient form of interconnectorsn the alternating current
(AC) open access variety, supported by upstreamfiorgement of the NSW
transmission system

- that the administrative criteria originally forch&o evaluate this
interconnector were specified in a way that causethin benefits to be
excluded

- that the process of correcting the ‘regulatosy teaused a delay of more than
three years in the evaluation and approval of sullisW/SA interconnector,
even though an a priori net benefit had already les¢ablished;

(2) on the merchant interconnector Murraylink
- that this administrative delay — which was outt@ hands of the incumbent
transmission company or companies proposing thdatsgl interconnector —
provided the opportunity for a merchant interconoeto be designed and
built in the interim
- that this merchant interconnector suffered frara significant economic
inefficiencies, i.e.

1) the need to use Direct current (DC) technolaggantrol power flows
across the merchant interconnector — which iscatifor taking
advantage of arbitrage opportunities — causedhetsignificantly
more costly than its AC equivalent, and

2) the absence of the upstream reinforcement coemtdimited usable
capacity of the merchant interconnector, especélfyeak times

- that having two essentially parallel interconoegts unlikely to be economic
compared to having one interconnector of the appatgpcapacity, and that
the optimal capacity seems likely to be larger ttiet installed by
Murraylink

- that Murraylink’s support for the network reinéf@ment component of the
regulated interconnector SNI could easily be carstras an attempt for it to
secure the upstream reinforcement works needdtbto iss merchant
interconnector to operate at full capacity withnaeding to meet the full cost
of those works

°1 | am grateful to Greg Houston for outlining thissgible perspective (personal communication 9 July
2003), without implying that he or any of the pastinvolved necessarily endorses it.
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- that imperfections and inordinate delays in timiaistrative criteria and
process for evaluating regulated transmission istralia have therefore
caused the construction of an interconnector theleiarly sub-optimal (ie
more expensive, and perhaps under-sized) from@moedc or social welfare
perspective;

(3) on the subsequent stance of the regulatednias®mn company (TransGrid)

- that the economic benefits of SNI as a secoretdénhnector, after the
building of the merchant interconnector Murraylidkepend to a material
extent on the operating regime of Murraylink to éx¢ent that the latter
possesses and exercises any market power

- that in responding to the process for evaluatisgcond (regulated)
interconnector, Murraylink as a merchant intercatoehas a strong
incentive to say one thing (i.e. downplay its mag@wer) and do another
(i.e. take full advantage of its market power) oitd¢gs successfully fought
off the competing proposal, and

- that on the other hand, the incumbent regulatetsiission company
(TransGrid) has no incentive to withdraw its prsgldor a second (regulated)
interconnector until such time as there is an ooable commitment from the
merchant interconnector not to exercise any markefer it may have —
which can only be achieved through conversion guilated, open access
status.

The next few sections seek to evaluate the plditgibf this perspective. They approach
the questions in reverse chronological order, tgngiting to ascertain whether any or all
of the following four interconnectors representaccaonomic investment:
- The regulated interconnector SNI, given thatrtfechant interconnector
Murraylink had already been built or committed?
- The merchant interconnector Murraylink, assunmmogegulated interconnector?
- SANI, the predecessor of SNI, before or instefath@® construction of
Murraylink?
- Adifferent and hypothetically most efficient @mtonnector between South
Australia and NSW?
It will become apparent that “economic investmantly have a variety of meanings. The
discussion will initially interpret this in termg passing the regulatory test and
alternatively in terms of financial profitabilityedived from providing interconnection in
the market. Later, an alternative and arguably nsastomer-oriented criterion will be
explored.

The regulated interconnector SNI assuming Murraylirk committed

In light of the foregoing, SNI post-Murraylink céwe dealt with briefly. NEMMCO and
the Tribunal Majority held that the SNI intercont@gassed the regulatory test.
However, this was only because they ruled out Udlma¢hSNI. That is, they did not
admit the option of simply reinforcing the NSW tsamssion system without building a
duplicate interconnector. The Tribunal acceptedl ti&NI was more economic than SNI
if it were commercially feasible. In effect, it &gd that the additional value of SNI as a
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duplicate interconnector did not exceed the adufiti@ost. But it ruled out USNI as not
commercially feasible.

The Victoria Supreme Court has now ruled that thieuhal did not properly justify

ruling out the alternative of simply reinforcingeteystem. The Court also expressed
some scepticism that the Tribunal could justifydéxision on the evidence available.
Thus, in the light of the ACCC criteria that NEMMGgust follow, the calculations put

to the Tribunal by TransGrid’s consultants, theitesny of other witnesses, and the
Court’s ruling, there seems no basis for arguirag the regulated interconnector SNI was
economic — in the sense of passing the regulagsty-tonce Murraylink was constructed
(or committed to construction).

The merchant interconnector Murraylink and the regulatory test

It will be convenient to take separately the questiwhether Murraylink would or did
pass the regulatory test, and whether Murraylink avarofitable investment.

When Murraylink applied for regulated status, tHe@C said that it would evaluate the
investment by carrying out the regulatory test. Muylink suggested that the regulatory
value of its own interconnector was the lessehefdost of constructing it, the cost of the
most economic alternative, and the benefit convdyetthe interconnector. It said that it
would accept a value equal to the cost of the moshomic alternative. Murraylink
proposed four alternative transmission projectswtauld provide the same power
transfer capability (220MW) and essentially the edranefits as Murraylink. It
calculated that the benefit of an interconnecta@eexled the cost of the most economic
project. Murraylink also said that its actual cap@osts of building Murraylink (which it
did not reveal) were greater than the level ofabset value of the most economic
alternative that it was proposing to the ACCC.

The ACCC evaluated — and, where it considered gpiate, modified - Murraylink’s
calculations of the regulatory cost of each altéveadefined as capital cost plus network
augmentation cost plus lifetime O&M cost. It cakteld the gross market benefits of
Murraylink and its alternatives under a number afket development scenarios and
sensitivities.

The ACCC concluded that the benefits of an intemeator ranged from approximately
$166m to $347m (present value). Within this, “Tharket simulation suggests that the
credible range is between $170m and $220m.”

The ACCC set a revenue cap based on the cost dfitybdged the most economic
alternative (which was different from the altermatthat Murraylink judged the most
economic). It set allowed revenue at about $12nypar>

The ACCC said that this revenue was about 50%eofetel that Murraylink had
proposed. The clear implication is that Murraylasactually designed and constructed

2 ACCC Conversion Decision, p. xvi.
%3 Slightly less initially, at $11.88m, rising gentlyer time to $12.72m in 2012/13.
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would not have passed the regulatory test as davtieby the ACCC. There existed a
more economic alternative whose costs were abdiuthwse of Murraylink. (Or less
than half insofar as Murraylink’s actual costs weigher than the revenue it requested.)

The profitability of Murraylink: general context

The ACCC evaluation sheds new light on the questibether the merchant
interconnector Murraylink was a profitable investrndts proponents took a commercial
judgement in building it, but some commentatorsehelaimed that it could not be
profitable. For example, Booth has calculated thath interconnectors require sustained
Pool price differentials of $12 - $15/MWh even @it titilisation, to have a chance of
earning a reasonable return on investnméntt' was said that it was unrealistic to expect
sustained price differentials of this magnitudensstn South Australia and

NSW/Victoria. It was also suggested that this ptiatiack of profitability presumably

lay behind Murraylink’s decision to seek regulastatus.

Murraylink’s costs and profitability are not publiknown. However, the ACCC
calculations contain some relevant informatiorrdand figures, the ACCC'’s allowed
revenue of about $12m per year would representigeaevenue of just over $6/MWh if
Murraylink’s 220 MW capacity were fully loaded thughout the yeat> The ACCC said
that its allowed revenue was about 50% of the Ithetl Murraylink was proposing. In
effect, Murraylink was proposing required revenueraging nearly $13/MWh at full
utilisation. Murraylink indicated that its actualsts were above the level of revenue
requested. This is all consistent with the estichaémge of $12 - $15/MWh at full
utilisation.

What was the general picture at the time of investnm Murraylink? The 1997 study by
London Economics had predicted a generation capsiedrtage in SA and concluded
that an interconnector between SA and NSW was eomnd\t first, the predicted
shortage seems to have been born out by eventd9IB8ENEMMCO Statement of
Opportunities showed an installed SA capacity @®MW, with a peak demand of
2650 MW at a 10% probability of exceedance (P&Hhis suggests that there was a
relatively small margin of capacity over peak dethanSA at that time (about 12%).

Table 1 shows that average wholesale or pool pinc8# reflected this relative
shortage: the average price there rose from $40/Mi\ess in the four years up to
1997/98 to nearly $60/MWh in 1999/2000 and 20000 ontrast, average prices in
NSW and Victoria in the three years leading up 882999 did not exceed $26/MWh.

Table 1 Average Electricity Wholesale/Pool Prices®$/MWh)
Average Prices Price Differentials

Period SA_ NSW Vic  Oland SA-NSW _SA-Vic O-NSW
Financial years

>4 Booth 2003, p. 89.
% $11.88m/(365 days x 24 hrs x 220 MW capacity) =86MWh, rising to $6.60/MWh at $12.72m.
% Len Gill (GM-Trading, TXU Australia), “TXU’s Persgtive on Supply, Pricing and Competition in
Australia”, Presentation at SA Power conferenceAgél 2003.
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1994/95 40.0 52.0 45.0 50.0 -12.0 -5.0 -2.0

1995/96 39.3 452 30.0 50.6 -5.9 93 54
1996/97 38.3 220 247 55.0 16.3 61333.0
1997/98 38.3 175 19.2 55.0 20.8 19.1 375
1998/99 43.4 255 253 604 17.9 18.1 34.9
1999/00 58.7 27.7 257 465 31.0 33.0 18.8
2000/01 57.3 38.2 454 415 19.1 119 33
2001/02 316 345 309 351 -2.9 0.7 0.6
2002/03 304 335 27.7 387 -3.1 2.7 5.2
Calendar years

1999 540 228 225 425 31.2 315 19.7
2000 579 357 386 511 22.2 19.3 154
2001 423 333 36.0 355 9.0 6.3 2.2
2002 353 40.0 33.2 484 -4.7 21 84
2003 26.8 26.4 23.1 226 0.4 3.7 1.1

Source: Booth 2003 p. 211 and personal communitsitio

Over the four years from 1996/97 to 1999/2000 iHeréntials between the yearly
average prices for SA and Victoria averaged $21/MVhifficient to cover the midpoint
of Murraylink’s calculated $12 - $15 cost rangejierating at about two-thirds capacity
utilisation and ignoring transmission losses. I0@01 the differential was still just
about within the range assuming full capacity sdiion and again ignoring losses. And
even in August 2001 witnesses for TransGrid wegeiag the cost and difficulty of
building additional generation in SA, relative tSW and Victoria®

In the event, however, many of the assumptionB®fl®97 study, including about
capacity shortage in SA, were not fulfillBdApproximately 1117 MW of new capacity
(including Murraylink) has been installed in SA&N1999, but the demand has grown
by only 400MW® This implies that the SA capacity margin is nowyveonsiderably
higher (about 34%). The average price in SA felinder $32/MWh in 2001/02, and the
differential between SA and Victoria fell to und&/MWh in that year. The average
price in SA has since fallen further, to under $2%h in 2003. The price in Victoria has
fallen even further, and the average differentabrered to nearly $4/MWh in 2003.
Nevertheless, such differentials are far below vithatraylink would need to cover all its
costs, even at full utilisation.

What of the future? Table 2 shows the prices ferrtéxt few years that are presently
obtaining in the forward markets. This is not ackfi market as yet — maybe half a

" The price data prior to the competitive marketisi@fia 1995, NSW 1996, others by 1998) are a éxtu
of published bulk supply tariffs, calculated whalksprices based on the revenue and sales of giemera
companies, and effective wholesale prices publifiyedtgulators. Subsequent price data are from
NEMMCO/NECA published sources. Differentials arecaédted by subtraction. The Australian financial
year is July to June. These are time-weighted gestalemand - weighted averages are typically aroun
10% higher.
%8 As cited in Littlechild 2003, Appendix 2
% Garlick, 2003, see next section
®0 Gill, 2003.

23



dozen observations per price, hence it can behlar@ver time — but it does give an idea
of how market participants are thinkiffy.

Table 2 Electricity Forward Price Curves (A$/MWh)

Median Prices* Price Differentials
Period SA NSW Victoria Q’land SA-NSW SA-Vic -RsSW
Q1 2004 58.00 38.75 37.31 36.00 19.25 620 -2.75
Calyr2004 37.00 31.925 29.75 29.00 5.075 7.25 -2.925
Calyr2005 38.00 34.75 33.75 31.80 3.25 4.25 -2.95
Calyr2006 38.00 36.00 34.79 33.50 2.00 3.21 -25
Calyr2007 38.25 36.50 36.00 35.125 1.75 2.25 -1.375

*Median prices for flat (100% load factor) profilea AFMA as at 26 November 2003

Table 1 shows that the average price in SA is érpeo rise to nearly $60/MWh in first
quarter 2004. T The market prices suggest the éxfi@t of a shortage of capacity in
South Australia. This may pull up prices in SA afidtoria too. Nonetheless the forward
differential between SA and those regions riser¢aind $20 for first quarter 2004.
However, this quarter is exceptional. Over the fextyears there is apparently not
expected to be a shortage in South Australia aggarplus in the exporting markets
NSW and Victoria (and for that matter Queenslam) t® expected to be gradually
eliminated. For the year 2004 as a whole the SActoxla differential is a little over $7.
It then gradually declines over the next three yeiar a little over $2 in 2007.

On this basis, trading in the markets in 2004 myggid about half the revenue that
Murraylink as a merchant interconnector would regjin order to cover all its costs — if
it could achieve full capacity utilisation and igimg losses. Over the next three years it
would receive a gradually declining proportion,hagrs about one sixth by 2007 on the
same assumptions.

The profitability of Murraylink: some further calcu lations

The above calculations have been based on diffateim annual average prices in each
region. This ignores the scope for profitable tngdio take advantage of fluctuations in
prices — more precisely price differentials — frbedf hour to half hour, or even from one
five minute interval to the next. If price differtéads repeatedly reverse over time it is
possible and indeed likely that the actual tradawgnue would be greater than
calculated from any given differential in averagewaal prices. In the extreme, there
could be substantial flows (in absolute terms) taading revenues even if there was a
zero differential between average prices over #& gs a whole.

®1 1t has been said (in the context of a retail pdostrol review) that “Origin’'s OTC market experéen
confirms that contracting for substantial volumesally occurs at levels significantly above the AFMA
curve. A $3/MWh - $4/MWh premium to AFMA is an aveeagplift to account for this risk, however
market premiums have been observed up to $6/MWHhdi©Energy, letter to Essential Services
Commission of SA re ‘2004 Electricity Standing Qaat Price, Discussion Paper’, 2003, 14 November
2003. It is not clear that any such premiums watffdct the price differentials between markets.
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Against this has to be set two other realitiesstFan interconnector is unlikely to run at
full capacity utilisation all or most of the tim& some hours the absence of price
differentials would not justify operation at alh dther hours, even a free interconnector
operating to eliminate price differentials would fiad flow to fill its capacity to the

limit. And a merchant interconnector concerned aximise its revenues would not find
it profitable to expand usage to reduce the prifferdntial entirely.

In practice, load factor is a significant considiera In the last few years the overall load
factor of the two regulated interconnectors QNI aBfegywood has been about one KAlf.
The two merchant interconnectors Directlink and Mulink (see below) have had a
positive flow only about half the time, and wheeytdo flow their load factor averages
about one third. So their overall average loaddialcas been of the order of one sixth.

Second, use of an interconnector incurs transnmdegses. In 2003 these were typically
a little over 5% of the power transmitt&tThe price differential available to the
interconnector is effectively about 5% less thandhserved differential in the market.

Data is commercially available on the actual openadf all generating plant in the

NEM, and on the prices obtaining in each half hadrich can be used to build up a
picture of the revenues of each plant. The sambesptp interconnector®. Murraylink

was in commercial operation for about a full ydanmn 4 October 2002 to 9 October
2003 when it transferred to regulated status. [@uifiis period it had positive flow about
[41%] of the time, and its absolute flow when pesitaveraged about 73.5 MW, or about
one third of its 220 MW capacity. Its average acbdeprice differential net of losses was
about $12/MWH? This is about three and a half times the [$3.5®kntial in annual
average prices over this period. However, its di/eyad factor was only about 14%.
Murraylink’s achieved revenue during this yearssraated at about $3.2m.

There might have been other sources of revenuetopdarraylink.

- Its stated policy was to offer contracts for aafya These would provide it with a
more secure income than the uncertain price difteaks, but it would not
necessarily be a higher income than trading atgpoes. At the Tribunal hearing
it said that it had not yet signed such contracts.

62 QNI 2001 45%, 2002 40%, 2003 53%. Heywood 2002,38363 (to Oct ) 67%. Source: R Booth
personal communication.

%3 Heywood 5.7%, Murraylink 6.9%, QNI 5.6%, DirectliBk4%. “By observation, the losses on Directlink
are negative (compared to the flow direction) gssing portion of the time, and increased flowueets
losses in the system. This is due to the fact@iragctlink is well embedded in the system and aff¢be
losses in the supplying and receiving systems.’oRtB, personal communication 2 January 2004.

64 “Merchant transmission links lodge a similar bidatgenerator (10 pairs of volume and price dat) wi
the price being the differential in pool pricesndtich they offer a band of capacity. Their bandsagacity
get dispatched if the exporting region pool priiesgheir bid price exceeds the importing pool @ric
(adjusted for losses). They subsequently get dkacteir share of the ‘settlement surplus’ (tatalount
due to different pool prices) — effectively the ambdispatched times the difference in pool prices
(adjusted for losses).” R Booth, personal commuiung January 2004. | am indebted to Mr Booth for
carrying out the calculations reported herein.

® This calculation is based on average half-houriggs. It is conceivable that higher revenues coeld
obtained from exploiting S5minute variations in @sc¢ but this is likely to give a higher revenueydnol the
extent that there were changes in direction of ftluting the half hour periods.
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- Murraylink might offer ancillary services such\adtage support. It did indeed
provide such support in terms of responding to estgito increase the voltage.
However, the incumbent transmission networks hatdaen receptive to paying
for sucgeservices. The ACCC subsequently put theevaf the service provided
at $6m:

- Afeature of the SANI, SNI and Murraylink reguay assessments was the value
of deferring investment in the SA transmission systn the Riverland area.
Again, however, no such benefit was paid or avéelai Murraylink as a
merchant interconnector. After discussion, the AGDBsequently put the value
at $24m°’

In assessing the profitability of Murraylink itimportant not to lose sight of the broader
business policy context for TransEnergie and Hy@uzbec. A particular interconnector
project may be more profitable to the proponerds tthe immediate revenues and costs
imply, in terms of acquiring and publicising expegtin a new technology with a view to
future busines& The net revenue from one project, while importananly part of the
whole picture for the compary.

If Murraylink turned out to be an unprofitable irsgment, its shareholders could be
expected to recognise and salvage their positi@oas as possible on as good terms as
could be gained. Murraylink in fact applied for uégfed status exactly two weeks after
the interconnector began commercial operationitdtdaegulatory uncertainty and ‘non-
commercial market design risk<'.

% ACCC Conversion Decision p. 104. London Econorhiag previously said that direct interconnection
could be expected to bring about a significantitalbenefit to the NEM, and that Riverlink wouldsult

in a more meshed network, but could not quantif #trategic benefit within the scope of the study.

67 ACCC Conversion Decision p. 75 although pp. 6%&6m to suggest $18m. London Economics 1997
initially estimated $14.4m. Murraylink proposed $2%ElectraNet SA initially suggested $1m a yeailunt
2008.

®8 DirectLink and MurrayLink were two of the earli¢$¥DC transmission links constructed by
TransEnergieUS. Murraylink was an innovative tecbggland concept, was constructed in record-
breaking time, and won environmental awards (Ldtillel 2003, fn 69). The company has subsequently
participated in three HVDC projects in the US (L& Link, Harbor Cable between New York and New
Jersey, and Cross Sound Cable between New Engtahldomg Island). It advertises its expertise in
“Innovative solutions for power transmission ... Wavé a singular focus on the technical, commercidl a
regulatory aspects of interconnections across atedenational borders.”
(www.transenergieus.com/projects.hmeccessed 18 November 2003). In addition, buyangéveral such
interconnectors could conceivably reduce the ligtepcosts of equipment.

%9 Against this, however, TransEnergie’s websitessts that such business is only taken on a prigfitab
basis. And TransEnergie’s partner in Murraylinkisommercial organisation presumably looking te thi
particular venture being profitable in its own righ

0“QOver the past three years, during Murraylink’s elepment, the NEM has experienced a high level of
uncertainty particularly in relation to the intetiao between the competitive and the regulated segsn

As a consequence of that uncertainty, MTC now be$ahat Murraylink is now most appropriately
operated to provide a prescribed service in theesamanner as most other transmission assets inahastr
Application for Conversion to a Prescribed Senaod a Maximum Allowable Revenue for 2003-12,
Murraylink, 18 October 2002, p. ii. Murraylink alsoipted out that “According to the Safe Harbour
Provisions, one purpose of the conversion procegsassist non-regulated interconnectors to awaiad-
commercial market design risks’. In fact, the Mulirsly Transmission Partners would not have decided t
invest in Murraylink had it not been for the exflicpportunity stated in the Code for Murraylinkde
converted to a prescribed service.” Murraylink LetteeACCC (re Application), 8 April 2003, pp. 2,3.
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The revenue offered by the ACCC for a regulatedraannector was about $12m per
year. This was about four times what Murraylink leadned in its first full year’s
operation. Present forward market expectationsesighat average differentials might
be a little higher for the next couple of yearg, dlittle lower thereafter, than applied
during Murraylink’s year of commercial operation.these circumstances Murraylink’s
decision to apply for and accept regulated statwsn at a revenue less than half what its
costs were, seems understandable.

The regulated interconnector SANI/SNI instead of Muraylink

If it was uneconomic to build SNI as a duplicate is@&rconnector after the merchant
interconnector Murraylink was committed, would &vJe been economic to build the
regulated AC interconnector SANI or SNI before arstead othe merchant
interconnector?

The two State electricity companies, acting fortthie State governments that were
proposing to build the interconnector, commissioaedndependent study from London
Economics in 1997. This found that additional céfyagas required to meet demand
growth in SA, and that an interconnector wouldéssIcostly than new generatidn.
Other studies around this time supported this emich’? TransGrid relied on these
studies in its application for regulated status.

However, NEMMCO's formal review in June 1998 fouhdt the SANI project was not
justified under the original consumer benefits.test

It has been suggested that this original test aoedea ‘technical flaw’ or even a
‘drafting error’, and that the revised or correctest would have found SANI to be
worthwhile

" For present purposes the main comparison was bata@mmissioning Riverlink (250 MW) in
1999/2000 plus 250 MW of additional generation B9£/05, and commissioning 200 MW of generation
capacity in 1999/2000 plus 300 MW of additional gattiag capacity by 2004/05. The former would cost
$92.5m + $114.9m less $14.4m savings from reduesdinission works, total $193.0m (present value).
The latter would cost $121.5m + $142.7m, total $26¥% The difference of $71.1m would be further
augmented by estimated net benefits from fuel sagings, of which $37.2m were assumed to be passed
through to customers. Additional unquantified Hasevere noted, associated with system reliahility
system security, market power and dynamic investrefficiency.

"2 E.g. “Report on technical issues, costs and bisnafisociated with the Riverlink interconnection —
between the electricity networks of South Australi@ New South Wales”, Interconnection Options
Working Group (IOWG), 22 December 1997.

3 “TransGrid have not provided an economic analgéifie project with their application. TransGridvea
referred to the Interconnection Options Working @rdlOWG) report previously published during the
SANI (Riverlink) review ‘Technical Issues, CostdaBenefits of Interconnector Options for Capacity
Support to South Australia’. TransGrid have alseisetl that the route for the proposed interconoacti
has not yet been finalised.” NSW — SA Interconr@ctiApplication for Regulated Status, PL/IRPC/001,
NEMMCO, 1 December 1998

" E.g. “Paul Price, a spokesman for the NationattFilsty Market Management Co (NEMMCO), said the
South Australian problem stems from the refusaNEfjMIMCO, which is owned by all of the States, to
‘approve the TransGrid interconnect project propos&997 between NSW and SA, because the rules at
the time meant it had to be declared unviableriddPadmits that the rules were flawed and theggtoj
should have gone ahead. The test of viability hidssequently been amended and there are now plaois af
for the SA - NSW interconnection&ustralian Energy Newlssue 20, June 2001. “[SANI] initially failed
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Ernst & Young did indeed report a belief that tihegse wording had not been intended.
However, this referred to a restriction of the técastomer’ to ‘wholesale customer’.
Ernst and Young explained that NEMMCO had not ot &dopted this strict and
possibly unintended interpretatiéh.

Ernst & Young related their recommendation for giag the test to what they called
“the measurement problem”. This was “estimating mowch of the overall economic
benefits associated with an augmentation will kesed through to Customers in the form
of lower wholesale prices or greater reliabilitgfyd when this pass-through would take
place. (They did not seem to see a similar probiteestimating the overall economic
benefits in the first place.) They identified twgaments for restricting the Test to
assessing customer benefits only as opposed tading producer benefits as wéil.
Having dealt with these two arguments, Ernst & Ygpuecommended a change to the
public or market benefit test (the sum of produareat consumer surplus).

There was no suggestion in the statements by Bri¥stung or the ACCC that the
original formulation was in error in a materialpest. It was a considered decision,
rather than an errdf.Moreover, London Economics had supported the maigiriterion
and cautioned against a reformulati8n.

the regulatory test due to a technical flaw inldgal drafting of that test” and “Specifically, thest
excluded the inclusion of infra-marginal benefdagyenerators due to a drafting error.” TransGridREE
comments 2002, p. 18 and fn 14, resp. The latieempaeferences the ACCC Issues Paper.
5 “In our discussions with stakeholders, we havaébnobody who believes that limiting the analysis t
wholesaldemphasis added] customer benefit would be apatpit is also widely believed that limiting
that this was not the intention of the Code draftéirhas been suggested tBaistomeiinitially referred to
both wholesale and retail customers and when #fisiton was changed the implication for the
augmentation provisions was not realised. // INSA&ll review, NEMMCO chose to use a wider
interpretation of “Customer”: i.e. to include battholesale customers (i.e. retailers) and retailaaasrs
(i.e.consumers).” Ernst & Young, March 1999, p. 23.
8 The first argument (which was more a claim thatphecise wording of the test did not matter) vias t
net overall benefits would be passed on to custsmeyway, assuming there was sufficient competiiion
which case public benefit and customer benefitangely interchangeable terms. Ernst & Young badv
that the assumption of adequate competition migirtetimes be contentious, and therefore a less
ambiguous expression of the test was requireds&bend argument identified by Ernst & Young was tha
since customers paid use of system charges theydshot have to pay for augmentations that did not
benefit them. Ernst & Young believed that any eguaitefficiency considerations concerning who pays
transmission use of system charges were betterwitalunder the ACCC'’s then-ongoing review of
transmission charges. Ernst & Young, “Review of Assessment Criterion for New Interconnectors and
Network Augmentation: Final Report to ACCC”, Marc89, p. 26.
" E.g. “The Customer benefits test was designedisare that network investment would only be
undertaken if customers benefited from that investt®i ACCC Issues Paper, p. 2.
84t has been suggested that the criteria for deitring the merits of alternative investments that a
currently specified in the Code should be extertdedcorporate the ‘benefits’ enjoyed by other nedrk
participants, in particular generators. ... Givenrierket power concerns that have been identified in
various regions of the NEM, including generator igmas an objective for evaluating transmission or
generation investment raises serious concerns.daofconomics 1997, pp. 6, 8.
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Ernst and Young and the ACCC were cautious in sstgggethat the previous test was
problematic in practic€ They made no attempt to assess whether the cliraegeerion
would be likely to facilitate a project passing test in future. Indeed, Ernst & Young
pointed out that in some circumstances a testduintib customer benefits would be easier
for a transmission augmentation to p&aseither Ernst and Young nor the ACCC
suggested that failure to include producer surpagplayed any role in the failure of
SANI to pass the test, or that SANI would have pddbke revised test.

Do more recent events validate the initial propp$taseems not. London Economics had
rejected an additional gas-fired base load statfoa viable option, and relied instead on
gas peaking plant to provide additional generagi®an alternative to interconnectfdn.
They pointed out that their calculations of thedféa from reduced generation plant
build were particularly vulnerable to this assuropff® In the event, additional base load
generation was constructed in SA. In fact, a reegatuation of the 1997 study, six years
afterwards, has found that most of the underlysgueptions are no longer vaffd.

A final piece of evidence about the economic vigpbdf SANI/SNI before Murraylink
was built derives from the ACCC’s assessment ofrdink’s request for regulated
status. The ACCC explained that one of the alteragirojects considered (Alternative
1) was essentially SNif. After examining the evidence and arguments, th€&@ound
that the regulatory cost of the SNI-equivalent @cowas the highest regulatory cost of
all four transmission projects considered as adtivas to Murraylink® The cost of the
SNI-equivalent project ($245m) also exceeded tpeetal of the ACCC'’s credible range
of benefits ($170m to $220m) of an interconnector.

To summarise, Riverlink/SANI/SNI as originally paged was supported by an
independent study. But it did not pass the consuneeefit test before Murraylink
appeared, there is no reason to believe that itdMwave passed the reformulated market

9 E.g. “Additionally, in its review of SANI, NEMMCO fand theCustomerbenefits test to be highly
volatile, whichmight[emphasis added] make it difficult for any progdsa inter-regional augmentation to
satisfy the criterion.” Ernst & Young, March 199%rp 1.1.2.
80« . if only consumer surplus were counted in thalgsis, a transmission augmentation would pass the
test more easily because the loss of generator pobynprofit would be ignored.” Ernst & Young, 1999,
3.
81 London Economics 1997, pp. 41-2.
82 “There is an important proviso to Table 7, sirtcassumes that no additional new generating pliht w
be commissioned in south Australia beyond the dapsgpport plant that has been valued here. Any
additional plant build that is not reflected inglinalysis would significantly undermine the refati
benefits of either of the interconnect options.’hdon Economics 1997, p. 60.
8 Briefly, a new gas-fired power station was cominissd leading to a fall in SA power prices and
reduction of trading benefits, a second sourceatiiral gas is being introduced into SA, an exisfiogier
station was refurbished instead of retired, nevkipgacapacity was installed in SA at lower cosesrth
assumed, high SA pool prices in the summer peakghtdforward some demand management, and
contrary to expectations NSW switched from wintestimmer peaking and therefore no longer had
surplus capacity to supply the SA peak. Garlick®00
8 Or at least the interconnector part of it extegdiom Buronga in NSW to Monash in SA, and exclgdin
the section from Monash to Robertstown that lieg@gtwithin SA.
8 Adding in the cost of the Monash-Robertstown litle implied cost of SNI much exceeded the level of
cost assumed in the NEMMCO and Tribunal proceedingiechild 2003, Appendix 2. The main reasons
for the higher cost were the allowance for undargding about 30km of line for environmental reasons
and the inclusion of other costs previously omitegl for interest during construction and contirgies.
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benefit test, the assumptions underlying the caisi #lid not turn out to be valid in
practice, and the SNI-equivalent project would mmte passed the regulatory test as
carried out by the ACCC.

A hypothetical more economic interconnector betweeSouth Australia and NSW?

Would it have been possible to design a regulateaidonnector that would have been
more economic than SNI or Murraylink? The ACCC fduhat the lowest cost
alternative project (Alternative 3) was essentiallyng the Murraylink rouf8 with

220kV AC mostly overhead line instead of 140kV D@larground line. This project had
a regulatory cost of $142m, which was below the &redible range of gross
benefits.

An issue of interest is the cost of AC versus DEnrtonnector systems. DC is generally
cheaper than AC for overground links, and also ¢es$ly to underground, except that a
DC converter system and control equipment are nibymexjuired, where this is not
normally the case for AC systems. This usually @@scost above AC cost. The Code
requires merchant links to be dispatchable. Thisbsadone for AC links by means of
(eg) phase linking transformers, but it increabes ttost. Murraylink argued that the
cost of alternatives should include the $19m céghase shifting transformers.The
ACCC initially did not accept that these were regdito facilitate power system
transfers, but after further work accepted thay teuld be required.

Murraylink argued that the costs of Alternative 8uMd have been higher than the ACCC
assumed because of the need to underground merdhe ACCC acknowledged the
difficulty of forming a judgement here but took ara optimistic line - or a less
environmentally sensitive one — and was not coredfit Accordingly, the ACCC used
this hypothetical project as the basis for sethhgraylink’s allowed revenue as a
regulated interconnector. The ACCC effectively dedrhat this hypothetical project
passed the regulatory test.

Would this hypothetical project have been sustdenabthe market if a merchant
interconnector had chosen, and been allowed, td bod operate it? It appears not. As
noted above, the ACCC set Murraylink’s allowed aimavenue as a regulated
interconnector at about $12m, based on the costedfypothetical project. Murraylink
is estimated to have earned only about a quartidgradin the year it was in commercial
operation. The prospects are not significantlydsedtrer the next four years as a whole.
Yet the ACCC effectively deemed that such an imtenector would pass the regulatory
test.

% That is, from Red Cliffs in Victoria to Monash imSrather than the SNI route from Buronga in NSW to
Monash. In effect, the ACCC found that the most eaaic interconnector of the type proposed by the
NSW transmission operator did not terminate inp@ss through) NSW.

87 «Clearly, there are wildly divergent views on thlegree that social and environmental issues should
affect the development of transmission lines. MTC fiwlink] perceived that potential (not actual)
opposition to overhead transmission lines from emrnent agencies and local communities provided
sufficient imperative to develop Murraylink as arderground line. The Commission considers that whils
it may have been difficult to obtain approval for@erhead line, sufficient evidence has not been
presented to show that such approval could nobbered.” ACCC Conversion Decision, p. 108.
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Re-evaluation of the regulated interconnector persgctive

It is now possible to evaluate what was earlieledad ‘regulated interconnector
perspective’ on the history of the last few years.

As regards the originally proposed regulated irtenector Riverlink/SANI/SNI before
the creation of Murraylink, a study at the timerdithis interconnector to be the least
cost option for meeting increased demand in SA. él@n, the SANI proposal did not
pass NEMMCOQO'’s customer benefits test, and lateee&pce has falsified many of the
key assumptions underlying the original study. éerde ACCC assessment has
effectively found that the proposed interconneetould have cost more than was
previously estimated, would not have been the mosteffective routing, and would not
have passed the regulatory test. By the criterth@fegulatory test, any delay to the
regulated interconnector was beneficial rather thenmful in terms of conventional
resource allocation.

As regards the merchant interconnector Murraylitskadditional costs seem primarily
due to the additional cost of undergrounding (toidany environmental damage and
associated delay) rather than the additional dosbmtrol. Although the ACCC held that
not all the undergrounding was necessary, it ackeayed that this was an issue on
which “wildly divergent views” were held. If addminal upstream reinforcement of the
transmission network (unbundled SNI) would be ecaigan order to make best use of
Murraylink, it would seem incumbent on the transsiua network service provider
TransGrid to take forward such investments on nbterens; there seems no basis for
suggesting that Murraylink was attempting to avandappropriate share of the cost of
this, and the Victoria Supreme Court could see rafribe alleged risk to TransGrid in
carrying out this reinforcement. Finally, the soféboth Riverlink/SANI/SNI and
Murraylink was constrained by the state of the eisged transmission systeffisand
there is no evidence to suggest that a largercoierector would have been more
economic. The apparent unprofitability of Murrayimay even suggest that a smaller
interconnector or none at all could have been rmoomomic. To the extent that this is
true, any uneconomic costs of Murraylink were bloyrits shareholders, and not by
customers of the regulated transmission company.

On the subsequent stance of the transmission comihenevidence of TransGrid’'s
consultants to the Tribunal showed that the increataet benefit of a duplicate
interconnector was significantly negative. Moregweduplicate interconnector was not
justified (and surely cannot be) in terms of prategcustomers against any market
power that Murraylink possessed and would exereide extent of which market power
was strongly contested. The stance of Murraylirdoseunderstandable in terms of
protecting its own competitive investment agaimstiaeconomic duplicate
interconnector cross-subsidised by transmissiorsuganerally. The stance of the
incumbent transmission company in maintaining iteaonomic proposal seems
inconsistent with the findings of the Court and &€CC (in its evaluation of alternative
projects further to Murraylink’s application formeersion of status) and might even be

8 E.g. “On the advice of TransGrid and ETSA Transinis, London Economics’ market modelling has
assumed an upper limit on flows of 250 MW.” Londéconomics 1997, p. 46.
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construed as predatory. The stance may reflect thibaCourt called that company’s
“subjective preferences and motivation”, but itlificult to see how it is consistent with
the proper duties of an incumbent transmission @mypacting rationally according to
the economic criteria prescribed by the regulatesy’.

PART FOUR THE CALCULATION AND DISTRIBUTION OF BENEH'S
The Queensland-NSW interconnectors

The calculations above suggest that SANI, SNI, Bk and the alternative
interconnector projects between NSW and SA exantayatie ACCC would all yield
trading revenues less than sufficient to cover tbests of construction. Even for the
most economic project (Alternative 3) the prospectevenues would not exceed about
half its costs of construction.

This is a rather significant finding. Is the sameetof the two interconnectors actually
built between Queensland and NSW?

It has been estimated that the merchant intercoonBarectlink “reportedly cost $130m

for its 180 MW capacity, or $722/kW” and that
“a sustained average pool price differential ofwl$il1l/MWh would be needed
to allow the owners to achieve a full commerciéine. And this is with full
utilisation — more practical utilisation levels wdwequire a higher average pool
price differential. // But since QNI has been comssioned, the Queensland -
NSW pool price differential has been only arountMi&h in 2001 and $8/MWh
in 2002 - much less than that required to makedilirk pay its way, given its

actual low utilisation®®

According to Table 1, the differential between amraverage prices in Queensland and
NSW has not exceeded $5/MWh since mid-2000, a2@@3 the differential was little
over $1/MWh.

More precise calculations show how Directlink rewes have declined. Table 3 estimates
that Directlink earned $5.8m in the second ha2@d0° If all units had been available

for the full year, this could conceivably have dietl revenue to cover the estimated
commercial requirement of just over $18m.

Since then, however, its average load factor withitive flow has not exceeded 50% on
an annual basis, and it flows only about half threet On actual flows over the last three
years it achieved an average price differentiabatiree times the differential in annual
prices. However, its overall load factor has ranigetiveen 8% and 27% on an annual
basis. The estimated annual revenue from tradisghbiexceeded $8m, and has
averaged under $6m. This is less than half thenag#d requirement. My understanding

8 Booth 2003, p.220

% Its first unit went into commercial operation iny2000 and its final unit by the end of that year
°1 Booth said that Directlink could carry 1400 GWHiifly utilised, which at his estimated required
differential of $11/MWh equals $15.4m per year.
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is that Directlink did not enter into contractstth@ght have increased such income, at
least during the first few years.

Table 3 Operating Experience of Directlink (180 MW)

Year Overall Proportion _ When operating at positexels  Total
Load Non-zero Load Ave. Price Revenue
Factor Flow Factor Load Differential
% % % MW __ $/MWh $m

2000 56.0 29.6 5.8*

2001 15 56 26.8 48.3 25.2 5.8

2002 8 42 194 35.0 51.1 7.9

2003 27 54 50.0 90.0 838 3.6

* Revenue in 2000 covers about six months operation
Source: R Booth calculation based on commerciafailable data, personal
communication

How far this unprofitable outcome has been dué&¢ocbnstruction of QNI (now 1000
MW), and how far to the commissioning of more gatien in Queensland (now over
2500 MW), is an interesting question. The figuresdt prove whether Directlink would
have profitable or unprofitable in the absence Qidiwever, the decision to build
Directlink was taken in the knowledge that QNI wasler construction, and some
increase in generation investment in Queenslandovessimably to be expected in view
of the high prices there.

What about the regulated interconnector QNI? dsigmated that QNI will have cost
$350/kW for its 1000MW capacity when fully commimsed®? Taking these figures at
face value, and assuming that QNI's capital costievialf those of Directlink, this
implies that if QNI were financed by usage chaiigg@suld require a sustained pool
price differential of about $5.50/MWh (half the $WWh required for Directlink) at full
utilisation in order to achieve a commercial retuiBmce QNI has recently operated at
about half utilisation, that implies a requiredfeiiential of about $11/MWh.

In fact, the actual differentials between Queergskamd NSW annual prices from
2000/01 onwards have averaged less than a thitthgfabout $3/MWh. The differential
in forward prices is presently projected to fallées than half that level over the next
three years®

Thus, it presently seems that revenue from trastirige market would have covered less
than about half the costs of the merchant intereotun DirectLink and only a small
fraction of the costs of the regulated interconoe@NI. The picture over the next few
years is for even lower revenues.

2 Booth 2003 p. 220.
% Interestingly, the forward prices in Queenslarglrasw lower than in NSW, and the net interconnector
flows are presently from Queensland into NSW.
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The criteria for evaluating interconnectors

Price differentials will of course fall after antémconnector is built, but a merchant
interconnector would not aim to reduce them belosvieével needed to finance
construction. Should a regulated interconnectasalf the prospective market benefits
of regulated interconnectors, as reflected in taefual or potential trading revenues, are
significantly less than the costs of constructimgn, why are they nonetheless advocated
and built? If consumer groups would ultimately h&wg@ay for uneconomic investments,
one would expect them to object. Yet, on the coptithey and government ministers
seem to support regulated interconnectors. Indekds been claimed that “The QNI
interconnection was a great succe$afhy is this?

One argument for a regulated interconnector isithvabuld operate at a lower
(regulated) margin rather than at the higher mohsgiomargin associated with a
merchant interconnectd?.To the extent that this relates prices more cjoetosts, it
might be argued to increase consumers’ welfara @tatic context). But it assumes that
an interconnector of some kind is beneficial infir& place, and does not address the
issue of size.

The main argument seems to be that the criteriojuétpging an interconnector should be
the benefit to consumers, not to consumers plusrgéors, and not measured in terms of
trading revenue or profit. Eliminating regionalg&idifferentials, including price spikes,
is desirable in itseft® Even if an interconnector (merchant or otherwélid)operate on a
margin that only just covered its costs, with nanmaoly profit, this would be
unsatisfactory because it would not eliminate thegpdifferentials between markets. For
example, some regard a usage-based charge asiitdelirablé’ Booth comments that
“such [merchant] interconnectors require sustajmaal price differentials of $12 -
$15/MWh even at full utilisation to have a chantearning a reasonable return on
investment - quite the opposite effect to that neglfor an efficient NEM™®2 A related
concern is that a merchant interconnector woulct iaadequate capacity, or would be
used to an inadequate extent, because it wouldtogedover its capital costs from the
difference in prices between the markets at egherof the interconnector; as a result it

% Booth 2003, p. 88

% “The Transenergy-Murraylink interconnect works lyying energy effectively at a low margin in New
South Wales/Victoria, and then selling it at a leighnargin into the South Australian market. Rive¢iby
contrast, buys at a low margin in the New Southé&aind Victorian market, and then is forced by the
regulator to effectively sell that energy at a lmargin again in South Australia. And the obvious
difference being is that the Riverlink interconnprtduces a much lower price for South Australian
customers. The Transenergy-Murraylink project prediutbe highest profits and prices for the investor,
that is, Transenergy.” Danny Price, London Econgiriitterviewed in radio program Power Games - The
Politics of Electricity, produced by Tom Morton, Slaty 19 March 2000.

% These concerns are understandable. There arereésrto high prices at various places in this pape
and | am told that price spikes (over $300/MWh) dbaoted some 28% of generator revenue last year.

7 «If prices are not set to produce an efficientamme then this form of investment [unregulated rand]
will result in lower social welfare. For examplep@acing structure based on a usage-based chargmy..
undermine the benefits of interconnects on the etea of the NEM. This is because usage-based prices
may distort energy prices and hence reduce thepaitéor arbitrage across networks.” London Ecoitsm
1997, p. 15.

% Booth 2003, p. 89
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could not extend capacity or output to the extetessary to eliminate the average price
differential.

The implied contrast is with a regulated intercartaethat would not need to maintain
such price differentials because it would recotg&capacity cost by inclusion in the
regulated asset baS&The implication is that even cost-related pridéedéntials are in
themselves inefficient, which would seem to impigttmerchant interconnectors are less
economic than regulated interconnectors, almostratgss of the circumstances.

The optimal size of an interconnector

To analyse these points, put aside the issue déahpower possibly exercised by a
merchant interconnector, and consider the optimeal & investment in regulated
interconnector capacity and its relation to tharficing of that interconnector. Assume
for simplicity of exposition that the interconnectapital costs are constant per unit of
capacity; that operating costs are negligible; tieahand is uniform in each period of the
day and year; and that the criterion of benefitesvalue of output (consumer plus
producer surplus). In Figure 1, let D and S derratspectively, the net demand curve in
the importing market and S the net supply curviaéexporting market (ie after taking
account of increases or reductions in supply fremegators in each market).

Consider first an interconnector financed by usageges on the amount transmitted
across it. Assume that capacity and output equ¥ls@ach period, such that the
differential in prices (- Py) is equal to the unit cost of capacity per periblaen total
revenue is equal to £§/P;) times throughput OY, which equals the total questperiod of
installing the capacity. This interconnector cobddfinanced by a usage charge equal to
this differential in prices.

In contrast, consider an interconnector financeduh the interconnector rate base.
Assume capacity and output OY* in each periodhatgoint where the demand and
supply curves intersect at B. In this case thegpdifferential would be eliminated,
interconnector revenue would be zero, and a unifmioe P* would obtain across both
markets. Total cost would be covered by increasitg base revenue by the amount«P
P1) times OY* per period.

The suggestion seems to be that financing viadatehase leads to the optimal capacity
and trade OY* and that financing by usage chargadd to a welfare loss due to the
restriction in capacity and trade from Y* to Y. Tamount of this loss is said to be equal
to the area of the triangle ABC. The upper pathf triangle reflects restricted use of
electricity in the importing market, the lower pegflects restricted output from the
exporting market.

If the criterion is aggregate net benefit to allrked participants, and if costs (or supply
curves) are taken as given, this suggestion waoellichdorrect, or incomplete, for at least

% “In contrast, under Chapter 6 of the Code a sigaift proportion of charges is postage stampechara
regulated interconnect under the Code, there gamindirect link between use of asset and payrfzent
it. To the extent that charges are fixed, theylese likely to influence energy flows across the
interconnect.” London Economics 1997, p. 15.
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three reasons. First, it is incorrect to assumeetisea net welfare gain in these two
markets from reducing the price differential to@edn the contrary, there is a net
welfare loss. The additional capacity costs a totél/’* - Y) times (B — P) to provide,
equal to the rectangle AEFC, but the additionakffieit provides is only the triangle
ABC.

The net welfare loss associated with the extraa@gps the difference in area between
the rectangle and the triangle, namely the triaB§& plus the triangle ABE. Assuming
straight line demand and supply curves as an appabion, the benefit of the additional
trade made possible by abolishing usage fees amtmuonly half the cost of providing
the additional capacity.

Second, the analysis assumes there is no welfsseaksociated with collection of the
cost of the interconnector through the rate baspractice, price needs to be increased
on some other good or service in order to provit®igh revenue to cover the total cost,
equal to the whole aregaEFP; in Figure 1. That will reduce consumption and otitpy

a certain amount, yielding a comparable welfaantgle to the purported welfare loss
triangle ABC. This may or may not be of a signifitanagnitude. It might be argued that
the demand for use of the electricity transmisgjod is relatively inelastic, and that the
distortionary costs of collecting transmission rawe from connection or use of system
charges is relatively small. However, it should betignored in principlé®

Third, this discussion has hitherto assumed treati#signers of a regulated
interconnector know what size to build it and indieeild it to that size. In practice,
however, they have to estimate the demands and icostlved and come to a judgement
on size. Financing by usage charges provides arediate feedback on the extent and
value of demand. It provides input on the wisdonthefdecision to build the
interconnector to that size, or indeed at all. Roliag by adding to the asset base provides
no such input. Coase and others made the samehadiirat century ago in the earlier
discussions on marginal cost pricing. More recéstussions of ownership and
efficiency make a similar point. Having to covestofrom the value of output provides a
greater stimulus to accurate forecasting and efftainvesting than does recovery of
costs from a general asset base.

To summarise, some commentators have argued that,things being equal, recovery
of the costs of an interconnector through the bake in order to reduce or eliminate
price differentials between markets is more effitidan recovering it via differentials
calculated to recover those costs. In fact, ifdtierion is the aggregate net benefit to all
market participants, and if costs are taken asgitheen the opposite is the case.

The value to customers

If an interconnector financed via the rate badess efficient than an interconnector
financed by price differentials in the market, whyhere such pressure for the former

19 The earlier discussions of marginal cost pricinghe 1940s and 1950s, established this pointn Eve
the government met non-marginal costs, they watillchave to be funded in some way. If they were
recovered from income tax, for example, this watltl represent a tax on labour or enterprise agmth
would have a disincentive effect. See Coase 1946.
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type of investment? One answer seems to be thplausible circumstances, such
investment can bring benefits to customers.

Consider the representation of the investment getia Figure 1. Take the limiting case
where the supply curve S is flat. This might reflesituation where new generation can
be supplied by the exporting at low and constamg lkaun cost, whereas in the importing
area there is a higher and upward sloping longsuoply curve. (Such conditions were
commonly thought to apply in the exporting and imipng areas of Australia where
interconnectors were proposed.) In this case tisare distinction between P* and, P
both of which are equal to the constant long rust ob generation in the exporting area.
The cost of an interconnector is stil PP, per period. Such a situation is shown in
Figure 2. For the moment, assume that competitwelitions apply in both areas.

In these circumstances, the additional value tanallket participants of extending the
interconnector capacity from Y to Y* is still ondbout half the extra cost of doing so.
(The triangle A'BC is approximately half the ardélee rectangle A'BFC.) However, the
impact of this extension is beneficial to customerhe importing area in three respects.
- First, it provides consumer surplus on that pathe additional output YY* that
extends consumption, and producer surplus on tratlpat replaces more costly
domestic generation, where the total of these tereebts is given by the triangle
A'BC.
- Second, it reduces the revenue paid by theseroess on the output of the
previous interconnector capacity OY, by an amobant-(P) x OY.
- Third, it reduces the price paid by these custsma the whole quantity of
electricity purchased in the importing area betbeeconstruction of the
interconnector, by an amountPPR) times this quantity.

The first of these items is a net welfare gain,gbeond item is a transfer of the
interconnector cost from consumers in the imporérega to system users generally (and
hence a transfer of income in the opposite diregtiand the third item is a transfer of
income from producers to consumers in the impordirgg. The sum of these three
benefits to customers in the importing area excegagever share of the additional cost
A’BFC they might have to pay.

From the point of view of importing customers, extimg the capacity of the
interconnector beyond what usage charges in thkanawould sustain, and instead
paying for it by an addition to the regulated assete, may thus be a rational economic
decision. Under the assumed conditions, marketcgaahts in the exporting area are no
better or worse off, except to the extent of tisbisre of the additional costs of the larger
interconnector. The main burden falls on generatotise importing region, in the form
of loss of producer surplus on their previous vaushoutput. How far these generators
count in the political calculus may depend on tineuenstanced®*

101 For example, whether the generators are statedamngrivately owned, and whether privatisation and
flotation are imminent. For another discussionhaf nagnitude of the transfer effects of intercotorse

see Greg Houston, Efficient electricity transmissiwhere to from here? Presented to the Australian
conference of economists, Adelaide, South Australi@ctober 2002.
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Proponents of regulated interconnectors effegtimeknowledge — and welcome - this
distributional impact. For example:

The experience with this interconnection [QNI] haen extremely encouraging —
quite dramatically reducing both average pool @itke level of volatility, and

the cost of ancillary services in Queensland and Beuth Wales. It proves a
strong recommendation for planned and regulateddannectiond®

The perceived benefit evidently lies in the redutiin prices (and price spikes) to
customers, not offset by any reduction in pricegrtmucers. The criterion is not the
aggregate benefit to customers and producers.

The same approach is reflected in calculationstdtier the benefits of a regulated

interconnector exceed the cost:
To put this another way, had Directlink had beendhly interconnection, and
had it been used to maintain a pool price diffeéatiof $11/MWh, Queensland,
with 42,000 GWh of generation, would have sustagwdditional wholesale pool
costs of over $460 million per year, enough to foeyhe installation of QNI in
just 12 months of operation. // Similar sums carcdreducted for the Murraylink
project between Victoria and South Australia, wheoan be calculated that, if
Murraylink is operated to provide a full commeraiadurn, a Victoria — South
Australia pool price differential of almost $14/MVi$required — compared to an
actual differential of around $5/MWh since Janu20@1. South Australia would
be forced to experience an additional wholesalé aoground $78 million.
Enough to pay for the free-flowing SNI link in atidis months of operatiof?®

Here, ‘paying for the installation of the interceator’ evidently means that the benefits
to customers (as a result of lower prices) coverctyst, not that the aggregate net
benefits to all market participants do so.

Generation market power

So far the analysis has proceeded without referengeneration market power.
However, higher prices in the importing areas matributed in whole or in part to
market power in those areas. Four implicationgHerforegoing analysis might be noted.
One relates to income transfers, the other threeaioor net welfare effects.

First, an assumption of market power in the impgrtirea gives a boost to the moral
case for taking account of transfers of income fganerators to customers. If customers
are being exploited, if the generators’ incomexisessive or ill-gotten, why should a
reduction in such income count against a propastetldonnector?

Second, it may be argued that generation markeepuoastricts capacity and output in
the importing area, causing a net welfare losgiveldo a competitive outcome. If an
interconnector increases output this is a net weeljain. The extent of this is more

192 Bgoth 2003, p. 218
193 Booth 2003, pp. 220-1. The calculation in thetfiised paragraph references Bardak Ventukes,
Assessment of the First Six Months of Operatid@MN available from www.bardak.com.au
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debatable. The net increase in output is not sitidycapacity of the interconnector. A
monopolist will typically respond by reducing outpas for example with limit pricing.
If, in the limit, the monopolist absorbs all thégrconnector output in terms of reducing
its own output, there is no welfare gain to conssmia practice, it will be profitable to
concede something on price and something on output.

Third, with competitive markets it is assumed thiate reflects generation cost at the
margin and that imports will only displace domesggmeration if they are less costly.
With market power that is no longer the case. Ddimgsice exceeds domestic cost at
the margin. There could be a welfare loss insadaha cost of the imported energy
(export cost plus interconnector cost) is less firare but exceeds the cost of the
domestic generation that it replaces.

Fourth, with competitive markets it is conventidpalssumed that generation is
productively efficient. In contrast, the ‘competéibenefits’ argument discussed below
assume (in part) that generators with market p@renot necessarily productively
efficient, so that interconnectors can increasectveness by stimulating greater
competition in generation. A similar argument iseexled to the benefits of increasing
competition in retail and financial markets, and #uvantage of a single price throughout
the market, which may facilitate trading or hedgingpically, such benefits are noted in
principle but not quantified®* The ACCC'’s recent review includes whether comioetit
benefits should be included in the regulatory test if so how®®

The analysis and calculation of benefits in the radatory test

The foregoing discussion has established that trereonflicting objectives and criteria
for assessing the benefits and size of regulatedconnectors, quite apart from concerns
about regulated versus merchant interconnectorgein of this, how have the regulatory
bodies resolved these conflicts?

One might conjecture that they have felt torn. Ppbktical context broadly demands
more (and bigger) interconnectors as a way of liegyarice to customers in the
potentially importing regions and improving the Idatl Electricity Market. Yet
conventional economic criteria do not justify syclte reductions at face value.

Consider the three broad categories of benefiudsad hitherto that might be used to
justify such proposals:

- the net benefits of trading between high and foiwe regions

- the price reductions to customers in the highepregions

- the benefits of a more competitive market.

Trading benefits are the obvious starting pointl past, present and forward prices and
price differentials in the markets provide one ngeahestimating these. But experience
increasingly suggests that market differentials oot suffice to cover costs. There is
pressure to extend capacity and trade beyond vasé&trelated price differentials would

194 E g. London Economics 1997, sections 2.3.2 and 5.3
195 Review of the Regulatory Test Discussion PapeiC&CFebruary 2003.
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justify. Price reductions to customers reflect¢higerion that many have argued for.
However, such reductions are inconsistent withgengeral thrust of economic thinking
on cost-benefit analysis, and with the 1998 refdatnon of the regulatory test that
explicitly substituted benefits to the market aghamle (consumer plus producer surplus)
for customer benefits alone. A more competitivekatbrings benefits in principle, but
measuring them is difficuff®

In the most recent calculation, dealing with Mutiralys application for regulatory
status, the ACCC found that interconnector profdternative 3 would be the most
economic design and routing, at a cost of $142@msdessed the credible range for
interconnector benefits at $170m to $220m. Altewea® would therefore pass the
regulatory test. But the calculations above sugtpegteven this project, if financed by
user charges, would not be able to recover itsénghe market. By implication it would
not have a positive net market benefit. How cdheah pass the test?

The ACCC took the view that “there are four brogakes of benefits that Murraylink and
its alternatives can bring to the NEM. These aergynbenefits, deferred market entry
benefits, reliability benefits, and Riverland de&ibenefits.” (p. 76) The energy benefits
would comprise savings from less expensive gererati one region displacing more
expensive generation in another region, and reduti@ expected frequency and
magnitude of voluntary load reductions or curtaittse The deferred market entry
benefits would be the associated deferrals of abpxpenditure. The reliability benefits
are the reductions in unserved energy as demdessidikely to exceed supply, where
these unserved demands are valued at the Valuesvibad specified in the Code
($10,000 MWh). Riverland deferral benefits, as expd above, are the value of
deferring the need for major transmission reinforeets in the Riverland area.

With two small modification’, the ACCC accepted Murraylink’s consultants’
calculations of these benefits over a 39.5 yearbor These are set out in Table 2 for
the most economic project (Alternative 3). The fegiare the same or similar for other
alternatives including Murraylink itself.

Table 2 Gross market benefits of the economic propg (Alternative 3) ($m)
Energy 77

Merchant entry (capital) 49

Merchant entry (O&M) 54

Reliability (VoLL = $10,000/MWh) 62

Riverland deferral 22

Riverland O&M ~ 1.9

Total 218

108 Explicitly assigning benefits to reducing pricesctistomers and competitive benefits may also raise
guestions as to whether this is the most econoraicaf achieving those ends, and why other stepaaire
being taken to increase competition in the germmatiarket.
197 The modifications were to reduce the Riverlandedef benefits, and to bring forward the timing of
possible augmentations to the Victorian networkreéby reducing these benefits also.
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These benefits sum to $218m. As noted, the ACC@iket simulations suggested that
the most credible range was $170m to $220m — shareédominantly lower than $218m.

Transfers of income to consumers are evidentlymabtided in the calculation. Nor are
benefits to competition.

London Economics had argued that an interconneatafd have greater system
reliability benefits than more generatitfi It estimated that Riverlink would have less
unserved energy; valued at VoLL of $5000/MWh thaud be worth $3m. NEMMCO's
evaluation of SNI substantially increased this eeth®® Murraylink and the ACCC,
using VoLL of $10,000/MWh, estimated reliabilityrefits at $62m, over a quarter of
the total benefits, and twenty times what Londonrienics had estimateéd®

These calculations assume that the building ohtsréonnector means a net increase in
reliability that could not or would not be matchggadditional generation. Whether and
how generation capacity could otherwise be appatglsi rewarded in the ancillary
services and other markets is unclear. But $62ar&her large amount of money to
attribute in this way, and it would be surprisihgoame form of market test could not be
designed.

The two largest benefits in the test are relatdgéinergy and Merchant entry, totalling
over $131m. It is not clear why these would notdfkected in market prices and hence
in the value of market trading. Since Alternativeal a regulatory cost of $142m, which
led to allowed revenue of about $12m per year,dhggests that market benefits of
$131m would be associated with annual revenue @itsfhil1m a year. It was calculated
above that trading in 2003, and prospectively aremext few years, might recover
about half that amount. In other words, over tlredeeable future, the market seems to
expect that the trading benefits of an intercororeate of the order of one half the level
that the ACCC has assumed in its calculation.

The ACCC report does not mention forward price eanit is not clear whether the
ACCC takes a different view of future prices thha market, or whether the kinds of
energy and entry benefits it measures are assuated he available in the markgt.

1%The availability of a peaking generating uniticgily ranges from 90% to 98%. This is substaniall
lower than that for HV transmission lines whichyipically in excess of 99.9%. Further interconnarti
between South Australia and the NEM also providesssto a larger pool of generation resources
(increased supply diversity). Hence interconnectiba given capacity is likely to bring greatermgin
terms of increased reliability than commissioningparesponding local generator”. London Economics
1997, p. 60

19941t js notable that in the only significant intemnector investment (SNI) evaluated by the
IRPC/NEMMCO, by far the greatest proportion of th&ueas attributable to reliability benefits ratttban
regional price arbitrage benefitdfountain and Swier 2003, fn 1.

101 a higher value of VoLL were assumed, this itewuld be even larger. At VoLL = $29,600/MWh,
which was actively canvassed, the reliability bénebuld be three times larger, at $182m, and would
account for over half of the total benefit of $339m

"1 The ACCC says that “The regulatory test is basethe traditional cost-benefit analysis with key
features that include ... calculating the net besaefitthe various options with reference to the ulyiey
economic cost savings and not with reference té paoe outcomes which may be distorted by market
participants exercising market power.” ACCC Coni@rdecision p. 5. This would not seem to preclude
using past, present and forward prices as a chetheoplausibility of the assumptions made aboat th
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The final element in the benefit is the Riverlamdedral benefit. This is assumed to
account for about an eighth of the total benefiésBmably it could have been paid to
Murraylink for providing the same benefit as a nmartt interconnector, but there was no
provision for this**?

It thus seems that, in the latest application efrdgulatory test, 60% of the benefits were
related to market benefits; they were estimatediletpuabout twice the level that the
forward market indicates as recoverable, but tmecticomparison was not made. The
remaining 40% of the benefits were reliability bseand transmission deferral benefits
that at present are not recoverable or testalifeeimarket. In this way, regulated
interconnection, with a prospect of eliminatingharrowing price differentials between
the regional markets, has been reconciled withrtditional and specified criterion of
economic benefits for the market as a whole rattigem benefits for consumers only.

This obviously raises the question of how the aacyiof estimates used in the regulatory
test can themselves be tested, or whether indegthiended that they be tested. It also
raises the much-debated question about ‘competturality’ between merchant and
regulated projects. That aim of policy was empleaket one time, but seems to have
been abandoned or at least downplayed recéfitly.

Latest developments in policy

Ministers seem to have witnessed the continuindlicteiand delays about regulated
interconnectors with growing impatience. At thet&tavel, construction of a duplicate
regulated interconnector between SA and NSW/Viaters a recent election
commitment in South Australfa’ The governments of NSW and SA, as well as the
incumbent NSW transmission company, have filed@peal against the Victoria
Supreme Court judgement.

At a national level, Ministers had previously enaged the ACCC to review the
customer benefits test that had not approved teefdioposed regulated interconnector.
Subsequently, the ACCC has been reviewing the atoyl test that replaced it, and
considering the case for taking account of ‘comjmetibenefits’. This review now seems

nature and timing of future investments, with dlieveance for any assumed market power. In fact, the
regulatory test requires that “modelled projectsusth be developed within market development scenari
using two approaches” where one of these calledenariven market development “mimics market
processes by modelling spot price trends”. RepdliimeACCC Conversion Decision p. 79.

12 Although payments have been made to generatotsaftsmission network support and discussed for
distribution networks.

3 Ernst & Young recommended that “The relevant hignhed measure are those that can also be captured
by non-regulated alternatives.” Final Report, MatéB9, paras 4.2.9 and 8.1. This recommendation did
not find its way into the ACCC's actual changeshia wording of the test.

H4E g. “The Minister for Industry, Science and Resest Senator Nick Minchin, has called for ‘State
Governments to remove whatever road blocks theremd take some tough decisions on getting
interconnectors in place’Australian Energy Newsdssue 20, June 2001. “One of Labor’s key pledges
this campaign is to see an interconnector to NS that will give us access to cheaper power. Wie w
fight to see it happen.” State Labor Leader MikafR@Australian Labor Party),abor’s Bold New Plan to
Tackle Power Price RisgPBress release in 2002 State Election, 3 Feb2(09.
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to have been overtaken by ministerial thinkingJime 2001 Ministers commissioned a
Review whose final Report issued in December 280Zhis found that:

The current state of transmission is one of thetmsigsificant problems facing

the NEM. ... Inadequate transmission links, and thar pransmission
arrangements, effectively ‘regionalise’ the NEM aachove most of the benefits
that were envisaged with a national market. The N&Mrgely five trading
markets, not one. This is seen in the price saparttat occurs between markets.

The Report identified five main transmission protde including “a flawed system for
augmenting transmission investment, which see<maate links being built:

- There is confusion in having both regulated anmckgulated interconnectors, and
they have crowded each other out.

- Inthe case of regulated interconnectors, theeotlly applied regulatory ‘benefits’
test is inappropriate. This is because the tesdi® commercial one as it ignores
the market power that can be exercised when trassmni lines bind.

- For unregulated interconnectors, the key prohethat they cannot address intra-
regional constraints-*®

The Report proposed to introduce Firm TransmisBimhts. The price of these would be

the key indicator of the need for transmission agwggation. NEMMCO would publish

information that would trigger a competitive tengeocess.
“The trigger proposal would replace the regulatoepefits test for new
interconnects, and transform the assessment privoess pure ‘economic’ test
to a ‘commercial’ test that would more adequatelgtare the wider benefits
resulting from alleviating inter-regional constr@inparticularly in terms of
improving inter-regional trade and strengtheninmpetition throughout the
NEM.” (p. 144)

The Ministerial Council on Energy - establishediy June 2001 CoAG meeting to
oversee the review process — considered the PaparRand other submissions, and
reported on 11 December 2003. On transmissiopritsiples included that
“There is a central and ongoing role for the tatrd provision of transmission,
with some scope for competitive (market) provision.
- The regulated framework should maximise the enva@alue of transmission,
including through the efficient removal of regiomaice differences in the
operation of the NEM.”

Its proposed package of reforms included two netwugiry commissions: an Australian
Energy Market Commission (AEMC) with responsibilioy rule-making and market

H>“The Council of Australian Governments (CoAG)at8 June 2001 meeting endorsed a national energy
policy framework that acknowledged the strategipamance to the economy and national prosperity of
reliable, competitively priced energy. At this sameeting, CoAG agreed to commission an independent
review of the strategic directions for energy mareform in Australia — the Energy Market Review.”
Towards a truly national and efficient energy maykaouncil of Australian Governments’ Independent
Review of Energy Market Directions (Hon Warwick Ra@hair), Canberra, 20 December 2002, p. 59.

116 parer Report p. 23. The other four problems wieagmented planning, lack of firm financial
transmission rights, a lack of market incentivesrégulated interconnectors, and state-based regiat

do not reflect the needs of the market.
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development, accountable to and subject to the pofadirection of the MCE, and an
Australian Energy Regulator (AER) with responstiifor market regulation, and to be a
constituent part of the ACCC. The MCE also proposed
“A last resort planning power, to be exercisedhyy AEMC (a new Australian
Energy Market Commission, to direct that inter-oection projects be subjected
to the regulatory test. ...

- A new regulatory test will be implemented to rgeise the full economic benefits
of transmission, including where transmission etost efficient means of
mitigating market power. The new test will remoxrgediments to regulated
transmission in dispute resolution, and informategquirements. The MCE will
develop Code changes for implementation in Julya20Bese changes will take
account of the ACCC's current review of the reguigtest. ......

- The MCE believes that the current arrangememtth@coexistence of regulated
and market provision of transmission have not teduh optimal outcomes, and
supports removal of biases towards unregulatedstment. The MCE will
develop Code changes that establish a level pldigitybetween regulated and
market transmission for implementation in July 2004

Three points might be noted here. First, the PRegort, and presumably the MCE too,
see the cost of the inadequate interconnectioheasdst to customers rather than to
market participants generafy/The removal of price differences between regiomstha
achievement of more competitive markets are seelesisable in their own right.
Second, the Parer Report saw the solution to teeconnection problem in terms of
more accurate price signals including via finantiahsmission rights. The MCE seems
less sympathetic to market approaches. Finanaiastnission rights, whatever their
merits in other respects, do not feature in th@ased solutiod'® Third, however, the
solution is still to be found in redefining the na of the regulatory test to include “the
full economic benefits of increased competition”.

What will this mean? A key issue is whether “contpmt benefits” will be limited to
increased productive and allocative efficiencywdl include benefits transferred from
generators to consumers, in the form of lower ss lolatile prices. The latter is what the
proponents want, and arguably it would formalis@itas been happening in practice,
via the measurement of benefits deemed to reldteetmarket as a whole. But it is not
what the regulatory test has hitherto alloEd/hich outcome is desirable is beyond the
scope of this paper. The point here is that ecosisnsan no longer assume that regulated
investment is chosen to seek the same ends asulatezhjinvestment:°

7 As an instance of the inadequate interconnectiwden regions, the Parer Report (p. 129) reported
calculations that there were 88 ‘price separati@nts’ in the NEM during 2001-2, costing a total of
$651.5m. A price separation event is where thesgri@any region is more than $300/MWh higher than th
minimum price in the NEM. The cost of this eventéculated as the amount of the excess over
$300/MWh multiplied by the total load in that regigather than the marginal load that might havenbee
met by more imports).

18«The MCE considers that the primary role of finah¢iransmission rights (an inter-regional trading
instrument) is to provide a risk management tookfeergy trading, and that further developmentuchs
arrangement may be desirable.” MCE 2003, p. 11

19 5ee for example Discussion Paper Review of theiReayy Test, ACCC, 5 February 2003.

120|n the simple terms of Figure 1, if merchant irwesnt is assumed yield a welfare loss by restgctin
capacity and output to less than OY, then regulmtegistment has to be assumed to yield a welfa® by
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PART FIVE ANALYSING ALTERNATIVE APPROACHES
Alternative models of transmission investment

| have suggested previously (Littlechild 2003) tthet debate about merchant versus
regulated transmission has hitherto largely beemwcloed in terms of the “market failure”
paradigm. This paradigm takes as given the demaneg for electricity, the state of
technology, and the cost curves for generationtemgsmission. Proponents of merchant
transmission suggest that, with locational priegkecting marginal costs, transmission
investment could be a competitive and efficienivatgt Sceptics suggest various market
failures: merchant investment in transmissionkisli to restrict output and investment in
order to maximise profit in a situation of markeier; it may ignore certain externalities
(e.g. loop flow); and the transactions cost of amemdating it in the operation and
maintenance of an existing network could be sigaift.

The implication of this paradigm is that the altdime of regulated transmission would
avoid these market failures and achieve the sopi@num without all the problems of
merchant investment. In the absence of any coustemy argument in favour of
merchant investment, other than a philosophicdepeace for markets over regulation or
a vague feeling that the prospect of losses wdwddpen decision-making, why bother
with it? Experience with merchant interconnectorgustralia is perceived to have
confirmed this negative view — to have shown thablvement of merchant investment
is indeed problematic, and in particular has preaeor delayed efficient regulated
investment.

The problems and costs of integrating merchansirégsion into an existing regulated
network should not be underestimated, but neitheuls they be overestimatéd.
However, this paper is not a plea for any particai of merchant and regulated
transmission. My concern here is with the repredent in economic analysis of the
natures of merchant and regulated investment. logos interconnectors - a subset of
transmission investments where the problems ofealiies and transactions costs are
minimal (though not non-existent) - enables a @eperception of the nature of
merchant and regulated investment per se.

My argument is that the implicit characterisatidnm@rchant and regulated investment in
some of the economic literature is at variance wa#lity. This was certainly the case
with the two Australian interconnectors studied] #mere is no reason to doubt that it is
the case more generally.

Take first the characterisation and reality of rhart investment. Far from costs and
technology being given, the merchant interconnettose a technology that was not

extending capacity and output to greater than @¥gsibly to OY*. The proper comparison is betweea tw
non-optimal points.
121 For what it is worth, my impression (e.g. fromipgland experience in Argentina and elsewherd)jas t
a greater role for market decision-making in tlaasmission sector (not necessarily limited to memth
transmission per se) could be achieved at reasewabt if the will to do so is there. But this llesyond
the scope of this paper.
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even considered by the incumbent proponent ofagelated interconnector. Far from
the merchant interconnector being constructedvati@ost, it deliberately chose a
technology that was more costly, in part to faaiétcontrol and charging. Far from
ignoring externalities, another part of the reafwradopting the more costly technology
was to facilitate undergrounding in order to aviaighosing the environmental
externalities that the conventional overground l&tgd interconnector would
undoubtedly have done — which in turn would haweejuded or delayed the project. Far
from restricting output and investment below thiecet level, and exploiting market
power to make excessive profits, the evidenceesgnt is that the merchant
interconnector was unprofitable and that outputiamdstment was greater than the
efficient level (in the sense of maximising the &i#s to market participants as a whole).

Now take the characterisation and reality of regualanvestment as applied to

SANI/SNI. Far from the regulatory process operatmgn independent, efficient and
dispassionate way, it has been characterised iaugastages by political involvement
and inadequate economic analysis, and the VicRu@eme Court identified a
fundamental legal error. Far from the proposed|eggd interconnector SNI constituting
an efficient solution after the construction of therchant interconnector, it was an
uneconomic duplication by that stage, despite ltppassed the regulatory test and been
confirmed by the appeals Tribunal. Far from théoast of the merchant interconnector
delaying an efficient regulated investment, thefagied an inefficient and duplicative
regulated investment. Far from the proposed regdlmterconnector SANI constituting
an efficient solution before the construction @& therchant interconnector, NEMMCO
found that it did not pass the consumer benefis tee main assumptions underlying the
economic case for it later proved to be invalid] #re ACCC effectively found that it
would not have passed the regulatory test bectiesa@CC identified a more economic
project, compared to which the proposed regulatest¢onnector represented an
excessive investment.

A retrospective analysis of alternatives to theahant interconnector did identify a
hypothetical regulated interconnector potentiadipable of passing the regulatory test.
However, the regulatory process did not find tlisraative at the time, and the market
process rejected it as unlikely to obtain environtakapproval because it was not
undergrounded. A merchant interconnector may hepkced a regulated interconnector,
but there is no reason to think that latter wowdsienbeen more efficient in the
conventional sense.

Even if the hypothetically most economic alternathad received environmental
approval and had been built as a merchant intesszian it would not have been able to
cover its costs from trading in the market. Quparafrom the ability of merchant and
regulated interconnectors to compete on an eveg, lithsre remains a question mark
over the nature of the benefits that a regulateztégonnector is deemed to bring, that can
justify incurring a cost several times higher thia@ market value of transmitting
electricity from low price to high price markets.

But if regulation has not unambiguously promotédetieint investment in interconnectors
as economists conventionally define it, regulati@s not been arbitrary. In various ways
it has responded to pressure to build interconngaboorder to protect or advance the
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interests of customers in relatively high-pricedioas of Australia. And price
differentials have indeed reduced. How far thidus to the interconnectors, and how far
to new generation in those regions, is outsidestiope of this paper. It is plausible that
regulated interconnectors did make, or would haadana contribution. For present
purposes, the main point is that regulation doé¢seem to have been driven by the aim
of maximising aggregate benefits to all marketipgodnts, but by the interests of a
particular — and important — subset of them.

Merchant and regulated decision-making

It might be argued that Austrlian experience witterconnectors simply represents an
unfortunate example of regulation, but that if tegulatory framework were improved
then the problem would disappear or at least behmeduced. It is true that the
Australian national electricity market is as yetitransitional stage. Not all the State
governments and electorates have yet accepte@sieef@ar change, or come to terms with
the kind of regulatory framework that a competitaarket entails (and the kinds of
intervention or influence that it precludes). Aslarhen their stance changes, more
independent regulation might be hoped for.

It is also true that potential improvements in tagulatory framework can be identified
and are under discussion. Some changes have albeadymade, though not necessarily
all for the bettef* The ACCC is again reviewing the regulatory t€3gnd energy
Ministers have indicated some further reforms. fideent judgement by the Victoria
Supreme Court establishes or clarifies an essatilegjation on the regulatory body and
the incumbent transmission company that was preiyaunissing or not recognised.

Nevertheless, it would be overoptimistic, and nmggshe point, to expect that regulatory
reform would solve the problem or remove the natefs choice between merchant
and regulated investment. Analyses of such investmeed to incorporate the
fundamental difference between private and puldmision-making. This is a difference
that is well explicated and empirically validatectie literature on public choice and
economic regulation, but that is so far largelyesidgrom the models of transmission
investment

To indicate briefly some implications of this diféace, the private sector in general, and
merchant investment in particular, can be expetttestek out and seize new ways of
meeting the demands of users and customers, whe¢h®ge promise to repay the costs
of doing so. Investors will of course hope to remomore than their costs if the
opportunity presents itself, but this opportungyimited by the actions of competitors
and the threat of further technical change — aigdjfgcantly, by the willingness to pay of
their potential customers. At the time of decisioaking, all these things are unknown.
Merchant investments may turn out to be unproféddg@cause they misjudge what the
market will bear. To the extent that investmenésraot profitable, the shareholders rather
than customers suffer the consequences — indesinoers typically benefit from the
additional investment. For that reason merchardgstors can be expected to take steps to

122 f. Mountain and Swier 2003
123 E g. Discussion paper Review of the regulatory, #®#6CC, 5 February 2003.
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limit the drain on resources as soon as it becapparent, and to try to avoid such
mistakes in future.

The public sector in general, and regulated investrim particular, are characterised by
different goals and constraints. Public sector prgmts of regulated investment can be
expected to seek out and adopt new ways of mettendemands of those to whom they
feel answerable. These may include governmentgiqums, regulators, the management
of the incumbent transmission company, potentialaats into transmission, generators
in different regions, customer groups, employeegpbers, investment analysts, the
media, and so on. The precise weighting of thefigeinces is difficult to specify, and
varies over time. However, the views of governnaetsurely influential, and the better
organised and better-financed interest groupstiehdve more influence than the less
organised and less-financed ones. Of course, pregttor proponents may be expected
to use regulated investment to further their owttsenf greater profitability.

The need to cover the cost of a regulated invedtin@m the potential beneficiaries is

not a constraint, since the cost is to be spread asers generally, at a level that is
unlikely to excite adverse comment. Consequengynied to assess in advance what the
market will bear is much reduced. So, too, is thedito monitor subsequent costs,
revenues and benefits associated with this invedtrieistomers or the taxpayer bear the
consequences of any decision. For this reasoaast, Ithere is a regulatory process for
examining and approving the project in the firstqal, which in principle involves all the
potentially interested parties. By its nature firigcess is liable to be prolonged and
costly, because this is where and how the intgresips compete.

With regulated investment there is less if any gues to take remedial action in the event
of misjudging costs and demands, and less if aegspire to avoid repeating mistakes in
future. Indeed, what might be perceived as a méstakn a market or economic
standpoint is not necessarily a mistake from thiepgeetive of the interest groups that
seek to advance a regulated investment. Conseguthr@te may be no pressure to avoid
it and every pressure to continue.

Conclusions

The first part of this paper has reviewed the degisf the Victoria Supreme Court. That
decision effectively established that the regulatarthorities in Australia (NEMMCO

and the Electricity Tribunal) erred in finding tHaiNI as a duplicate interconnector would
pass the regulatory test. Duplicate SNI can nodoibg argued to be an economic
proposition. The decision has also clarified amdrgjthened the obligations on an
incumbent transmission company in a competitivetataty market.

Second, this paper has examined the history gbténgous interconnectors between
South Australia and Victoria/NSW. Neither SANI threds proposed as a regulated
interconnector before SNI, nor the merchant inteneztor Murraylink, would have
passed the regulatory test as subsequently camigoy the ACCC. And neither of these
two interconnectors, nor the most economic intemector project (Alternative 3)
identified by the ACCC, would have been financialigble based on trading in the
market.
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Third, the merchant and regulated interconnectisQueensland have not covered their
costs based on tradifgf Indeed, some commentators have supported regulated
interconnectors precisely because they do not redjoé price differentials that merchant
interconnectors need. Building regulated intercators to the capacity necessary to
remove or substantially to reduce price differdatia not economically efficient in the
sense of maximising the sum of consumer and prodereefits. However, under
plausible circumstances, the resulting narrowingradfe differentials is likely to reduce
many electricity prices (prices said to be unreabbnhigh), and thereby redistribute
income in favour of electricity consumers and advayn producers, even though the
revised regulatory test requires regulated intarectors to maximise total market
benefits. Application of the regulatory test hasInoked at price differentials obtaining
in the forward markets, hence has not questiongd(fein example) the energy and
capacity benefits attributed to an interconnecteragparently above those prospectively
obtaining in the markets.

The economic literature and some of the practiebdbte has focused on the question
whether merchant or regulated interconnectors are tikely to maximise the aggregate
net benefits to electricity market participantspEsence with Australian interconnectors
— the way the regulatory framework is set up amdwhy the process actually operates —
raises a more fundamental question. Is a regul&tanyework really intended, or ever
likely, to identify and build those interconnectansst likely to maximise the net benefits
to all market participants? Or is it geared to aeimng other ends, however laudable they
may or may not be?

The ultimate conclusion of this paper is that ragaob transmission investment is not
simply a way of achieving the same ends as merdhaestment without some of the
biases and costs and market failures that merdamagstment is alleged to involve.
Rather, it is a way of substituting a quite differset of objectives and constraints for
those determined by the market. It is a way of enguhat other objectives are pursued
insteadof market objectives (or instead of perceived npmiy market objectives).
Indeed, as the regulated framework with resperttesconnectors in Australia has
developed over time, and as some would like tatsgmvelop in future, it is scarcely an
exaggeration to say that its purpose is not torerthat regulated interconnectors are
built if and only they are economic in the conventl sense, but precisely to ensure that
theyare built despitenot being economic. The choice between merchant andated
investment is thus not a choice between differeagsnof getting to the same destination.
It is a choice between different destinations.
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Figure 1 Murraylink Cable Route
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Figure 2 SNI and Murraylink showing Unbundled SNI

SNI PROJECT WORKS DIAGRAM
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