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Disclaimer

This consultation paper (Consultation Paper) has been prepared for consultation only
and should not be read as a settled or final view of participating jurisdictions or Energy
Ministers. This Consultation Paper has been prepared solely to assist with the
determination of an appropriate course of action and to facilitate stakeholder feedback.
Stakeholder consultations are being used to inform the policy decision on the preferred
approach. The content of submissions will be considered, and where appropriate,
incorporated into future reform decisions by Energy Ministers.
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ACCC, Australian Competition and Consumer Commission
AEMC, Australian Energy Market Commission
AEMO, Australian Energy Market Operator
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C&l, Commercial and industrial
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CTP, Capacity Trading Platform

DAA, Day-Ahead Auction
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MMO, Market making obligation
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NGO, National Gas Objective
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OHS, Optional Hub Services

OTC, Over-the-counter



Pipeline RIS, Options to improve gas pipeline regulation Regulation Impact Statement
for Decision

QGP, Queensland Gas Pipeline

RBP, Roma to Brisbane Pipeline

RIS, Regulatory Impact Statement

RRO, Retailer Reliability Obligation

Senior Officials, Energy Senior Officials
SEP, Strategic Energy Plan

SEQ, SEQ trading location

STTM, Short-Term Trading Market

SWQP, South-West Queensland Pipeline
TSPR, Transportation Service Point Register
Vision, COAG Energy Council's Vision for the Australian Gas Market
WAL, Wallumbilla trading location



Executive Summary

Over the past five years Energy Ministers have delivered a significant reform agenda to
address a range of market inefficiencies contributing to supply and pricing pressures in
the east coast gas market. These reforms have focussed on improving transparency,
addressing excessive transportation charges, and facilitating the allocation of pipeline
capacity to those who value it the most.

To build on these gains, and to prepare for the next phase of gas market development,
Energy Ministers agreed in June 2021 to progress priority gas reform workstreams to
support liquidity, competition, and investment in the gas market.! The workstreams
include:

= accelerating development of the Wallumbilla Gas Supply Hub to increase participation
and liquidity of trading, and

= review of the pipeline capacity trading framework which includes the Capacity Trading
Platform (CTP), Day Ahead Auction (DAA), contract standards and reporting
frameworks, to identify potential improvements to build on the success of the DAA,
support the efficient use of infrastructure and drive competition and flexibility in the
market.

These two reform areas are intrinsically linked given the role that ready access to pipeline
capacity plays in supporting efficient gas markets. Liquid trading of pipeline capacity is an
important enabler of liquid trading in wholesale gas markets.

Wallumbilla is the largest and most important Gas Supply Hub (GSH) in the east coast
gas market, underpinned by infrastructure in Queensland that acts as a major transit hub
at the intersection of multiple gas pipelines and close to production and export facilities.
However, while trading at the hub has developed over time, liquidity remains low
compared to international precedents, limiting the transparency and long-term confidence
in the market over the price of wholesale gas.

Mechanisms were introduced in 2019 to facilitate more efficient use of gas pipelines. This
included the DAA to release contracted but unnominated capacity, as well as the CTP to
allow shippers to on-sell unneeded capacity ahead of time. This was complemented by
other changes, including standardisation of contractual terms and information disclosure
on capacity trades. When reforms were agreed, Energy Ministers committed to review
these reforms after two years of operation.

Recently a number of reviews into the trading frameworks for both wholesale gas markets
and pipeline capacity trading have been undertaken by market bodies. These include:

= the Australian Energy Market Commission (AEMC) through its 2020 Biennial review
into liquidity in wholesale and gas pipeline trading markets;

= the Australian Competition and Consumer Commission (ACCC) through various
interim reports as part of its Gas Inquiry 2017-2025; and

= the Australian Energy Regulator (AER) through its 2021 Pipeline capacity trading —
two year review.

! Minister’s Taylor's media release on the Energy National Cabinet Reform Committee’s decision.



https://www.minister.industry.gov.au/ministers/taylor/media-releases/energy-national-cabinet-reform-committee

These reviews have identified where existing market frameworks are working well and
potential areas for improvement.

What are the objectives of Energy Ministers?

The gas market is undergoing a period of transformation, with increasing uncertainty
around supply and demand sources into the future. Supply shortfalls forecast in southern
states potentially from 2024,? and as soon as 2023 in Victoria,® new supply from LNG
import terminals and northern supply routes could shift market dynamics significantly. On
top of this, there is increasing uncertainty over the level of demand-side usage for natural
gas. Demand side factors include the development of the clean hydrogen industry
(producing hydrogen using renewable energy or using fossil fuels with substantial carbon
capture and storage)*, anticipated electrification, volatility in LNG export markets, and the
need for additional dispatchable generation (from gas, pumped hydro or long duration
batteries) to support increasing levels of intermittent renewables.

To respond effectively and efficiently to these shifting market dynamics and facilitate long-
term investments, gas market participants need access to deep and liquid wholesale
markets to both buy and sell gas, as well as to transport it to where it is needed. Liquidity,
and by extension, the trading of gas through well-functioning markets, is a fundamental
need for large gas users who purchase directly from the market. Liquidity gives market
participant confidence (that the price of gas reflects underlying demand and supply
dynamics), and it also informs expectations of future price movements. Improving liquidity
leads to a more efficient market, which supports outcomes where gas is supplied to
consumers at the lowest possible cost, over time.

While liquidity in key markets such as the Wallumbilla GSH and the DAA are increasing,
volumes are still a fraction of total gas/capacity traded. There are likely to be opportunities
to improve liquidity to drive more efficient outcomes for participants and enable greater
confidence in future market prices. There are a number of reforms underway such as
amendments to the National Gas Law (NGL) to implement the Options to improve gas
pipeline regulation Regulation Impact Statement (RIS)® (Pipeline RIS) and the Measures
to improve transparency in the gas market RIS® (Transparency RIS). However, there are
options to build on and complement these reforms in order to go further towards achieving
all aspects of Energy Ministers’ vision for the gas market, particularly those relating to
liquidity at Wallumbilla.

Energy Ministers recognise the complex and dynamic nature of Australia’s energy system
and have established strategic guidance to inform its evaluation and development. The
key strategic guidance which applies to Australia’s gas markets — and which will be

2 Australian Government, Interim National Gas Infrastructure Plan, May 2021.

3 A negative net production-consumption balance is forecast by AEMO in Victoria from winter 2023. See: AEMO, Victorian
Gas Planning Report (March 2021), p. 43. In its most recent Gas Statement of Opportunities, AEMO forecast that
producers’ forecasts of existing and committed maximum daily production capacity would be sufficient to avoid
domestic peak day gas shortfalls until at least 2026 under most circumstances. However, if the Port Kembla Gas
Terminal is delayed, peak day shortfalls could occur in southern regions as early as winter 2023 under extreme peak
demand conditions. See: AEMO, Gas Statement of Opportunities (March 2021), p. 53.

4 COAG Energy Council, Australia’s National Hydrogen Strategy (2019)

5 Energy Ministers, Options to improve gas pipeline regulation: Regulation Impact Statement for Decision (2021)

5 Energy Ministers, Measures to improve transparency in the gas market: Regulation Impact Statement for Decision (2020)
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considered as the two workstreams to develop the Wallumbilla GSH and review the
pipeline capacity trading framework are progressed — are the:

= National Gas Objective (NGO);
= Strategic Energy Plan (SEP); and

= Australian Gas Market Vision (Vision).

Any action taken by Energy Ministers to reform the gas trading arrangements at
Wallumbilla and/or the pipeline capacity trading framework will be guided by the NGO,
which is to:’

“...promote efficient investment in, and efficient operation and use of, natural gas services
for the long term interests of consumers of natural gas with respect to price, quality, safety,
reliability and security of supply of natural gas.”

The SEP identifies the outcomes and objectives sought by Energy Ministers for Australia’s
energy systems.2 The SEP outcome Effective development of open and competitive
markets and related objective Deep, liquid and transparent financial markets for electricity
and gas and related services are particularly relevant.

The Vision will also assist to guide the workstreams.® In particular, the Vision establishes
that a strategic aim of Energy Ministers is to:

“...establish a liquid gas market that provides market signals for investments and supply,
where responses to those signals are facilitated by a supportive investment and regulatory
environment, where trade is focused at a point that best serves the needs of participants,
where an efficient reference price is established, and producers, consumers and trading
markets are connected to infrastructure that enables participants the opportunity to readily
trade between locations and arbitrage trading opportunities.”

Consistent with the NGO, SEP and Vision, the proposed objectives for the two reform
workstreams discussed in this paper are:

» To accelerate development of the Wallumbilla Gas Supply Hub by identifying and
progressing reforms to increase patrticipation and enable more liquid, transparent trade
of gas at the Hub.

= To review the pipeline capacity trading framework and identify and progress reforms to
improve the framework to deliver greater value, competition and flexibility to the
market.

It is recognised that achieving these objectives is an inherently involved undertaking that
will likely require time, continued confidence in market structures, and congruency in
reforms in order to establish long-term certainty and growth. Both the issues facing the
current market and potential solutions are likely to be complex and varied in nature, and
any proposed changes will require careful evaluation to understand the costs and benefits
of implementation.

" National Gas Law, s. 23.
8 COAG Energy Council, Strategic Energy Plan (November 2019)
9 COAG Energy Council, Australian Gas Market Vision (December 2014)
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What are the potential problems?

To inform the development of this Consultation Paper, Energy Senior Officials (Senior
Officials) have had regard to the findings of various reviews and inquiries that have been
conducted by the ACCC, the AEMC, the AER, and the Gas Market Reform Group
(GMRG) over the last four years. Senior Officials have also been informed by advice from
experts including KPMG who have undertaken consultation with a range of industry
participants and market bodies over the past year.

The key potential problems that could be contributing towards limited growth in trading
liquidity across both the Wallumbilla GSH and in secondary pipeline capacity trading are
outlined in Table 1. Further detail on these potential problems and others is provided in
Chapters 3.1 and 4.1. Stakeholder feedback is welcomed on these problems and any
others that stakeholders consider are a material barrier and have not been captured.

Overall, and subject to the results of wider consultation, it appears that across both gas
supply and pipeline capacity markets, bilateral contracting remains the preference for
many participants largely to manage risk and provide ongoing certainty on price and
availability. As a result, there is a need for greater liquidity in wholesale markets in order
to provide these same benefits to participants while allowing for greater flexibility in
responding to supply and demand dynamics.

Table 1: Summary of potential problems

1. Accelerating development of the Wallumbilla GSH
The potential problems identified regarding liquidity at the Wallumbilla GSH include:

o the greater level of flexibility that participants perceive in bilateral trades which discourages the
uptake of exchange-based trading;

e alack of full anonymity for participants when trading through the exchange;

o the small number of active participants in the market and impact of this on the strength of the price
signal;

e inconsistent credit requirements across facilitated wholesale gas markets and high collateral
requirements for forward products; and

e unconsolidated trading liquidity split between multiple delivery/receipt points at Wallumbilla, as well
as multiple trading locations across South-East Queensland.

2. Reviewing the pipeline capacity trading framework
The potential problems identified with the pipeline capacity trading framework include:
e alack of incentive to trade unutilised secondary firm capacity ahead of time on the CTP;

e inconsistencies in fee structures between the Australian Energy Market Operator (AEMO) and
facility operators across the east coast gas market for pipeline capacity trading;

e barriers to accessing backhaul capacity through the auction;

e suboptimal timing of the auction compared to other facilitated markets; and

e market power of pipeline operators for sale of primary capacity products.
End of Table 1.

How could these problems be addressed?

Senior Officials have identified a number of prospective solutions to these potential
problems which are outlined in Table 2 and further in Chapter 3.2 and 4.2. These have
been informed through work undertaken by KPMG which included consultation of industry
market participants, users, and market bodies, as well as potential solutions identified
through previous gas market reviews and reform work by the AER, AEMC, and GMRG.
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Stakeholder feedback is welcomed on these possible solutions, as well as any other
alternative ideas or options which could similarly alleviate barriers to increased liquidity
and meet the objectives mentioned above.

Table provides more detail on these potential options, including possible implementation
pathways, a high-level assessment of implementation ease, and a preliminary view on a
path forward to be tested with stakeholders. Several of these options may involve
changes to the NGL or National Gas Rules (NGR) in order to implement them.

Table 2: Summary of potential options

1. Accelerating development of the Wallumbilla GSH (leave alone)

The potential options identified which could contribute towards greater levels of participation and trading at
Wallumbilla GSH include:

e an anonymised delivery model for gas supply in order to protect the identity of parties when trading
through the GSH;

e streamlining prudential requirements across wholesale facilitated gas markets and lowering
collateral requirements for forward dated products;

e amarket making regime to encourage greater levels of confidence amongst smaller participants
around the availability and price of gas at the Wallumbilla GSH; and

e avirtual gas trading hub which could encapsulate all delivery/receipt points at Wallumbilla GSH or
be extended to also include the Roma Brisbane Pipeline (RBP) and Brisbane Short-Term Trading
Market (STTM).

2. Reviewing the pipeline capacity trading framework

The potential options identified for improving the function of the pipeline capacity trading frameworks
include:

e reviewing fee structures and levels relating to the AEMO charges and moving to standardise fees
from facility operators for access to pipeline capacity trading

e reviewing the classification criteria for bidirectional pipelines in order to ensure that participants can
access backhaul capacity on pipelines where it is efficient and lower cost to the market to do so;

e alleviating issues around the timing of the auction through shifting the Gas Day nomination cut-off
time or optional automation of auction nominations by AEMO;

e reviewing the firmness of the auction product with the objective of increasing incentives to trade
unnominated capacity ahead of time; and

e opening up access to primary capacity products through mandating the sale of standardised
products on the CTP, in order to make efficient use of pipelines which are not being fully utilised.

End of Table 2.

It is noted that a number of these reforms are complementary in nature and may lend
themselves to joint implementation. For example, introduction of a virtual hub for
Wallumbilla would likely include an anonymised delivery model for gas, and a market
making regime may also be easier to implement within a virtual hub than under the current
model. Stakeholder feedback is also welcomed on where similar synergies may exist
between potential options being considered.



Table 3: Detailed outline of potential options and pathways

Table 3 sets out the potential policy options and the implementation pathways for (1) accelerating the development of the Wallumbilla GSH and (2)
reviewing the pipeline capacity trading framework separately.

The implementation pathways are assessed in terms of (a) ease of implementation (rated in terms of high, medium or low), and (b) potential benefit
for liquidity (rated in terms of high, medium or low).

Accelerating development of the Wallumbilla GSH
Option: Anonymised delivery

Anonymised delivery of gas could be implemented whereby AEMO submits nominations to the facility operator on behalf of counterparties. This could encourage more on-screen
trading from participants who may have concerns with revealing commercially sensitive information.

Potential implementation pathway(s)

(a) Change to NGR/NGL to formalise regime and regulate title transfer services. Ease of implementation: Medium. Potential benefit for liquidity: Medium.

(b) Bilateral agreement between hub operator and AEMO which governs implementation. Ease of implementation: High. Potential benefit for liquidity: Medium.
Preliminary view:

Potentially relatively minor change that would be straightforward to implement, particularly given precedent with the CTP. Changes to NGR/NGL may be preferable despite a longer
lead time in order to ensure appropriate regulation of title transfer regime.

Option: Streamlining prudential requirements

Streamlining prudential requirements through consolidating the various gas market credit arrangements and lowering forward product collateral requirements could encourage
smaller participants to expand their trading positions in the GSH through reducing associated costs, as well as encourage more on-screen trading in lieu of bilateral agreements.

Potential implementation pathway(s)

(a) Netting bank guarantees across facilitated gas markets to allow dynamic allocation of credit. Ease of implementation: High. Potential benefit for liquidity: Low
(b) Joint settlement dates and cycles across facilitated gas markets. Ease of implementation: Medium. Potential benefit for liquidity: Low

(c) Netted trading positions across facilitated gas markets. Ease of implementation: Medium. Potential benefit for liquidity: Medium.

(d) Further netting of trading positions with futures and electricity market positions. Ease of implementation: Low. Potential benefit for liquidity: Medium.
Preliminary view

Clear scope for improvements to be made to the existing framework with benefit for participants. However, implementation complexity increases significantly with greater
harmonisation. Further stakeholder consultation regarding value for money would be required.



Option: market making

A market making regime could provide users with greater certainty over the availability and price of gas in the hub and add value to trade for small participants. This could be
implemented in a range of different forms with varying considerations.

Potential implementation pathways
(a) Voluntary regime or including potential addendums to Exchange Agreement. Ease of implementation: Medium. Potential benefit for liquidity: Medium.
(b) Mandatory regime including changes to NGR/NGL and regulatory oversight. Ease of implementation: Low. Potential benefit for liquidity: Medium.

Option: virtual hub design

A single trading zone which groups together all the delivery points at Wallumbilla to form a single market. Trades would be executed at a notional trading point — a virtual hub —
comprising all the physical delivery points that currently make up the hub. Buyers and sellers would only need to have access to the virtual hub, with a hub operator managing all
physical flows. This concept could be extended more widely, potentially to cover the SEQ trading location on the RBP and the Brisbane STTM.

Potential implementation pathways

(a) Single trading zone covering all delivery points at the WAL trading location, implemented through changes to NGR/NGL and Exchange Agreement. Ease of implementation:
Low. Potential benefit for liquidity: High.

(b) Single trading zone covering the WAL trading location, SEQ trading location (on the RBP) and the Brisbane STTM, implemented through changes to NGR/NGL and Exchange
Agreement. Ease of implementation: Low. Potential benefit for liquidity: High.

Preliminary view

The introduction of a virtual hub appears to represent the best chance of achieving a step change in liquidity from current levels given the number of participants at Wallumbilla.
Benefits would need to be traded off against complex implementation and ongoing costs. The introduction of a larger hub may have a greater net benefit than one covering only
Wallumbilla as the costs may not be dissimilar but the benefits could be considerably larger.

Reviewing the pipeline capacity trading framework
Option: reviewing fee structure and levels

Fees to access trading platforms as well as pipeline operator fees to trade capacity on the DAA may be acting as a barrier for further participation in the gas market. Potential
options to streamline fees, including modification to AEMO's fee structure and greater consistency in pipeline operator fees, could lower barriers to entry.

Potential implementation pathways

(a) Review of AEMO fee levels and structures. Ease of implementation: High. Potential benefit for liquidity: Low.

(b) Increasing reporting and transparency for pipeline operator fees under Part 23 of NGR. Ease of implementation: Medium. Potential benefit for liquidity: Low.

(c) Reducing collateral for pipeline operator fees on DAA through reduced fixed fees. Ease of implementation: Medium. Potential benefit for liquidity: Low.

(d) Implementing a common fee structure and for pipeline operator fees on DAA through NGR. Ease of implementation: Medium. Potential benefit for liquidity: Low.
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(e) Implementing a regulated common fee for pipeline operators with potential collection through AEMO through changes to NGR/NGL Ease of implementation: Medium. Potential
benefit for liquidity: Medium.

Preliminary view

Many of these measures would involve an increased level of regulation on pipeline operators and would need to be assessed with respect to the impacts. A regulated fee could
represent the most efficient way of ensuring equal access to the DAA across the east coast market, although this needs to be tested further with stakeholders.

Option: reviewing bidirectional pipeline restrictions

Classification of bidirectional pipelines can be inefficient if it prevents participants from accessing backhaul auction capacity. More stringent classification requirements or
interruptible backhaul auction products on bidirectional pipelines may assist with this issue.

Potential implementation pathways

(a) Review and potential change of conditions for bidirectional pipeline classification. Ease of implementation: Medium. Potential benefit for liquidity: Medium.

(b) Introduction of interruptible backhaul auction product on bidirectional pipelines through changes to NGR. Ease of implementation: Low. Potential benefit for liquidity: Medium.
Preliminary view

Changes regarding bidirectional classification should apply only to pipelines with a significant direction imbalance in contracted flows. Further consideration is required, but a review
of classification requirements appears to be less complex.

Option: alleviating auction timing issues

The late nomination cut-off time for the DAA is costly for participants who do not operate 24/7 trading desks. Alleviating this issue could lower costs and barriers to entry.
Potential implementation pathways

(a) Shifting forward the time for nominations for the following gas day by one hour through changes to the NGR. Ease of implementation: Low. Potential benefit for liquidity: Low.
(b) Automated DAA nominations on behalf of participants Ease of implementation: Medium. Potential benefit for liquidity: Medium.

Preliminary view

Further consultation is required to understand the potential impact of shifting the nomination time, noting automated nomination may be less complex to implement with a similar
benefit.

Option: reviewing firmness of auction product

A firmer auction product could reduce the uncertainty associated with curtailment of the auction product and increase incentives for participants to relinquish unutilised capacity
ahead of time.

Potential implementation pathways

Review of the existing second priority firm auction product and potential replacement with hybrid auction including a firmer auction product by AEMC or other relevant body. Ease of
implementation: Low. Potential benefit for liquidity: Medium.
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Preliminary view

There appears to be a good case for further investigating this option given it was initially recommended to be reviewed by the GMRG. However, given the success of the DAA and
potential uncertain impacts of recontracting, it requires careful consultation prior to action.

Option: improving the usefulness of the CTP

The CTP could be used to reduce the transaction costs associated with procuring secondary or short-term primary pipeline capacity. The liquidity of secondary trading could be
focused on a reduced set of products or the CTP could be further opened up to primary capacity in order to assist in utility of the platform.

Potential implementation pathways

(a) Streamline the products on the CTP, for example to focus on a smaller number of key routes/tenors. Investigate coordinated trading windows or auction of secondary capacity.
Ease of implementation: Medium. Potential benefit for liquidity: Medium.

(b) Pipeline operators required to offer short-term standardised capacity products through the CTP in accordance with specified pricing principles. Ease of implementation: Low.
Potential benefit for liquidity: High.

Preliminary view

These options could assist participants in obtaining short-term capacity if and when the amount of contracted but unnominated capacity in the market declines. Further work is
required to scope both options, with careful consideration required regarding any changes to the scope of pipeline regulation.

End of Table 3.
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Other enabling frameworks

In addition to potential options to improve Wallumbilla GSH and pipeline capacity trading
frameworks, there are other enabling frameworks where potential enhancements could
assist in improving gas market outcomes and supporting objectives in terms of liquidity
and competition.

These include access to gas infrastructure which has not been considered as part of the
recent Pipeline RIS, such as access to storage facilities, stand-alone compression
facilities, processing plant, and LNG production facilities. Although some facility operators
do offer third-party access, this is relatively uncommon — and this could be contributing
towards less efficient market outcomes, including reduced market participation and
liquidity, and the under-utilisation of infrastructure. Where it is efficient to do so, there may
be a case for considering regulatory options which support third-party access to
infrastructure, to drive greater levels of competition, participation, and liquidity in the
market.

Existing contracting practices in relation to Gas Supply Agreements (GSAs), Gas
Transportation Agreements (GTAs), and Master Supply Agreements (MSASs) also have
the potential to act as barriers to increased primary and secondary trading of gas and of
pipeline capacity. For example, unintentionally constrained clauses on delivery point
flexibility or exclusivity clauses linked to take-or-pay could hinder the ability of market
participants to undertake secondary trades through the Wallumbilla GSH.

Even where facility operators do offer third-party access to infrastructure, uncertainty in
the short-term availability of transportation capacity can hinder the liquidity of trading. The
provision of additional infrastructure could help alleviate capacity constraints and increase
certainty for participants, thereby encouraging entry, particularly by smaller participants.
The majority of pipeline capacity, for example, is funded through bilateral contracts which
underwrite the construction of the pipeline in question. However, in order to increase
capacity and remove constraints, this paper canvasses the possibility of government
support if needed, for infrastructure that could facilitate greater market liquidity.

At a more localised level, it can be difficult for new entrants to get access to smaller,
regional pipelines where capacity is contracted wholly or mainly to a single incumbent
shipper. The ACCC uses the term “regional pipelines” to refer to both smaller transmission
pipelines and laterals off major arterial pipelines which supply gas to users in regional
areas, and it has identified as a potential solution a “capacity surrender” mechanism
where incumbent shippers could be made to release contracted pipeline capacity and on-
sell this to a new entrant. This paper discusses both this option and potential alternatives.

Potential solutions to these issues identified by Senior Officials are outlined in the below
table, and feedback is sought from stakeholders on the materiality of the issues as well as
the solutions presented, and whether alternative solutions exist which may help to achieve
the vision of the Energy Ministers.

Table 4: Summary of potential options for improving enabling frameworks

Focus area
Third-party access to gas infrastructure
Potential options for improving access

Implementation of a third-party access regime for other gas infrastructure assets in the east coast market
(such as LNG production facilities, storage facilities, stand-alone compression facilities and processing
plant), including consideration of:
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e the tests that would determine whether third-party access is efficient;

e the levels of regulation which would govern third-party access;

e governance for regulation decisions;

e information disclosure requirements for infrastructure owners; and

e negotiation frameworks available to participants.
Focus area
Improving contracting practices to support greater on-screen trading and liquidity
Potential options for improving access

Undertake a review process seeking views on whether there are regulatory or other barriers preventing
these types of service providers entering the market. The review process would include:

o whether there are terms or conditions in bilateral contracting practices which prevent participants
from trading both gas supply and pipeline capacity through wholesale markets; and

e opportunities to support more third-party brokerage services to deepen liquidity, support market
development and lead to greater competitive outcomes.
Focus area
Potential government support for infrastructure
Potential options for improving access

Additional infrastructure (for example, at Wallumbilla) could alleviate potential future capacity constraints,
support market development and increase certainty for participants, thereby encouraging entry, particularly
by smaller participants. If industry does not step-up to fund this and there is market failure, governments
may consider support.

Any new infrastructure could be reserved for exchange-based trades or left uncontracted to be sold through
the day-ahead auction. The government funding involved might be able to be recovered or offset through
the resulting access charges or auction revenues.

Focus area

Access to regional pipelines

Potential options for improving access

The potential options identified for improving access to regional pipelines include:

e a capacity surrender mechanism as envisaged by the ACCC where incumbent shippers could be
made to release contracted pipeline capacity and on-sell this to a new entrant;

e undertaking a comprehensive review of allocation arrangements across regional pipelines with the
view to ensure that all pipelines have an efficient allocation arrangement in place for facilitating
third-party access by multiple shippers;

e mandating as-available capacity to be made available where requested on regional pipelines, or
requiring regional pipelines to participate in the day-ahead auction if a secondary shipper requests
access to capacity; and

e consideration of bespoke solutions where applicable, such as classifying the Carisbrook to
Horsham pipeline as part of the Declared Transmission System (DTS), so that access to the
pipeline would be determined by Declared Wholesale Gas Market (DWGM) outcomes.

End of Table 4.

Consultation

Energy Ministers have tasked Senior Officials to undertake public consultation to test
potential problems and possible policy options to improve the function of the gas market —
in particular for priority reform workstreams to accelerate development of the Wallumbilla
Hub and improve the pipeline capacity trading framework. The purpose of this
Consultation Paper is to seek feedback from stakeholders on the potential issues and
options in order to achieve Energy Ministers’ vision for more liquid and competitive gas
markets, and to develop and improve the Wallumbilla GSH and pipeline capacity trading
frameworks.
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The results of stakeholder consultation will inform development of a roadmap that will
identify the most prospective market reform options and set out a plan for their further
consideration and development, consultation, and potential implementation subject to
Ministers’ agreement. The roadmap will be provided to Energy Ministers for consideration
in early 2022.

Stakeholders are encouraged to make submissions in response to this Consultation Paper
by 12 pm (AEDT) 24 December 2021 using the template set out in Attachment A. In
addition to providing a written submission, stakeholders will have an opportunity to attend
discussion workshops during the consultation period.
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1. Introduction

Over the past five years Energy Ministers have delivered a significant reform agenda to
address a range of inefficiencies contributing to supply and pricing pressures in the east
coast gas market. These reforms have focussed on improving transparency, supporting
deeper and more liquid wholesale markets, addressing excessive transportation charges
and facilitating the allocation of pipeline capacity to those who value it the most.

These and other measures have delivered better outcomes for gas consumers and a
better functioning gas market. For example, the AER has estimated that the Day-Ahead
Auction (DAA) implemented in 2019 has saved market participants between $30 and $60
million in avoided contract transportation charges in the first year of operation.® The AER
also found that capacity won through the DAA led to more competitive wholesale market
outcomes, with gas price reductions in Short Term Trading Markets (STTM) as
participants took advantage of arbitrage opportunities.!!

To build on these gains, and to prepare for the next phase of gas market development,
Energy Ministers agreed in June 2021 to progress priority gas reform workstreams to
support liquidity, competition and investment in the gas market!?. The workstreams
include:

= accelerating development of the Wallumbilla Gas Supply Hub (GSH) to increase
participation and liquidity of trade, and

= review of the pipeline capacity trading framework to identify potential improvements to
enhance the success of the DAA, support the efficient use of infrastructure and drive
competition and flexibility in the market.

1.1 Scope of this consultation paper

Energy Ministers have tasked Energy Senior Officials (Senior Officials) to undertake
public consultation to test potential problems and potential/possible policy options to
improve the function of the gas market — in particular for the priority reform workstreams to
accelerate development of the Wallumbilla Hub and improve the capacity trading
framework.

The results of stakeholder consultation will inform development of a roadmap that will
identify the most prospective market reform options and set out a plan for their further
consideration, development, consultation, and potential implementation subject to
Ministers’ agreement. The roadmap will be provided to Energy Ministers for consideration
in early 2022.

This Consultation Paper seeks stakeholder feedback on issues affecting the performance,
participation and liquidity of the Wallumbilla GSH and of secondary trading in pipeline
capacity, and on potential/possible reform options which could address those issues and
enhance market performance to support Energy Ministers’ objectives.

10 AER, Pipeline Capacity Trading — Two Year Review, April 2021, p. 4.

11 For example, The AER estimated that capacity won through the DAA led to gas price reductions of up to $0.63/GJ in
December 2020 in the Sydney STTM. Op cit p. 4.

12 Minister's Taylor's media release on the Energy National Cabinet Reform Committee’s decision.
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To inform the development of this Consultation Paper, Senior Officials have had regard to
the findings of various reviews and inquiries that have been conducted by the Australian
Competition and Consumer Commission (ACCC), the Australian Energy Market
Commission (AEMC), the Australian Energy Regulator (AER) and the Gas Market Reform
Group (GMRG) over the last four years. Senior Officials have also been informed by
advice from experts including KPMG who have undertaken consultation with a range of
industry participants and market bodies over the past year.

The other reforms already agreed to by Energy Ministers in respect of hydrogen and
renewable gas blends and the implementation of the previously agreed pipeline regulation
reforms are being progressed through separate workstreams.

1.2 Consultation process

Stakeholder feedback is sought on the potential problems and potential/possible policy
options identified in the Consultation Paper (Chapter 3-5). This feedback is sought by
24 December 2021.

Submissions should be sent via email to gas@industry.gov.au and include the subject,
“Consultation Paper — Options to advance the east coast gas market”.

All submissions received will be published on the Energy Ministers’ website unless a
specific request for confidentiality is made. In this case, please indicate which parts of
your submission you wish to keep confidential (including your identity, if you wish to
remain anonymous). To protect the privacy of individuals, personal contact details will not
be published.

To assist stakeholders, a response template has been prepared (Attachment A) that
stakeholders can use to provide their feedback on the questions set out in this
Consultation Paper. Stakeholders are strongly encouraged to use the response template.
Stakeholders should not feel obliged to answer each question or comment on each option,
but rather address those issues of particular interest or concern.

Senior Officials are particularly interested in stakeholders’ views on the potential costs and
benefits of the potential options, having regard to the size of the Australian gas market
and other factors. Stakeholders’ views are also sought on potential implementation
pathways and the appropriate timing of any further reforms.

Feedback received in response to this Consultation Paper will inform Energy Ministers’
recommendations on a preferred course of action.

1.3 Structure of this Consultation Paper

The remainder of this Consultation Paper is structured as follows:

= Chapter 2 outlines the rationale for undertaking consultation, looking into the current
status of the gas market, the need for liquidity in wholesale markets, and summarising
the findings of recent market body reports into trading arrangements.

= Chapter 3 examines the Wallumbilla GSH, setting out the potential issues and
identifying a series of potential/possible solutions for stakeholders to comment on.

= Chapter 4 discusses the pipeline capacity trading framework, detailing the potential
problems and outlining potential/possible options to alleviate barriers, also for
stakeholders to comment on.
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= Chapter 5 identifies other enabling frameworks which could potentially be utilised or
improved to enhance market outcomes and achieve the Energy Ministers’ objectives.

= Appendix A provides an overview of the arrangements for the trading of gas and
pipeline capacity on the east coast of Australia.

= Attachment A (a separate document) contains the template that Senior Officials
encourage stakeholders to use when responding to the questions in this Consultation
Paper.
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2. Rationale for undertaking consultation

2.1 Current state of gas market

The east coast gas market in Australia is currently experiencing a period of transformation
due to shifting supply and demand dynamics which are impacting producers, shippers,
and users across the market. Southern gas supply from sources such as the Bass Strait in
Victoria are depleting more rapidly than expected and, in the absence of new supply
sources in these areas, southern markets will require supply to be sourced either from
other states or through new LNG import terminals which have been proposed. These
market dynamics have created a significant degree of uncertainty amongst gas market
participants, who have historically relied on long term contracts to support investments.

2.1.1 Future sources of supply are uncertain

As mentioned above, meeting future demand for gas will require new supply to southern
states in order to account for diminishing reserves, and, over the longer term, addressing
decline in northern production from currently producing fields. Five LNG import terminal
proposals are currently under consideration, with the Port Kembla Gas Terminal being the
most advanced. If an import terminal is built, or storage capacity increased in the south,
this will help to alleviate the risk of seasonal shortfalls by providing a flexible source of
supply close to southern demand centres.

However, even with an LNG import terminal in the south, a larger portion of southern
demand is expected to be serviced through transporting gas from northern gas fields (e.g.
Queensland), as southern production continues to decline, predominately through the
South West Queensland Pipeline (SWQP). As shown in Figure 1, AEMO analysis
indicates that by 2023 every day will see a net southern flow of gas out of Queensland to
meet southern demand. On pipelines such as the Moomba to Sydney Pipeline (MSP) and
the South West Pipeline (SWP), AEMO notes that further expansion may be required to
enable sufficient gas to flow from northern markets to meet demand peaks in the south.
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Figure 1: Cumulative distribution of gas flow on SWQP*?
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2.1.2 There are several shifting demand drivers

Demand for natural gas on the east coast is being driven by a number of different
markets, introducing further uncertainty in terms of price and future outlook.

Demand for LNG exports from Gladstone is a key driver of the flows through northern gas
markets. However, globally, LNG is a volatile and uncertain market currently. The Japan
Korea Marker (JKM) index for international gas prices is a useful indicator of LNG
demand expectations. For example, while LNG demand declined as a result of the price
impact of COVID-19 on international LNG prices, the subsequent spike in January 2021 to
$32.50/MMBtu led to a large increase in spot cargo export from Australia to realise this
higher value. International price spikes such as these, and the increasing international
price movements in recent months, show the importance of ensuring there is plentiful gas
supply to meet consumer expectations around security and price. The risk is particularly
pertinent given the forecast supply shortfalls in the southern states, and recent
experiences in Europe, where constrained gas supplies led to a spike in gas prices and
significant flow-on impacts, including to business productivity and residential energy costs.

Such risks have led to measures such as the new Heads of Agreement between the
Prime Minister and LNG exporters signed in January 2021. This aims to ensure continued
supply of competitively priced gas to the east coast market through requiring uncontracted
gas from LNG exporters to be offered to the domestic market.

Recent stakeholder feedback on the ACCC’s Netback Review has highlighted the ongoing
need from market participants to have a more trusted domestic price marker which better
reflects Australian demand and supply dynamics. The ACCC'’s final netback review
decision indicates it will maintain its current netback pricing methodology for short term
prices, and introduce a new medium term methodology based on an oil backed price
series. Deepening liquidity at Wallumbilla, and supporting a more trusted Australian
derivatives market, could also assist in signalling a domestic gas price which drives
competitive outcomes and supports more informed negotiation of gas supply agreements.

13 AEMO, Gas Statement of Opportunities (March 2021)

21



Over coming decades, the demand for gas will be subject to various factors with the
potential to change gas usage in the east coast market. Consumer energy efficiency
investments, gas switching, hydrogen production (using non-gas processes) and blending
are factors that could reduce the demand for gas. On the other hand, the additional need
for dispatchable gas generation to support increasing levels of intermittent renewables is a
potential source of greater demand, as GPG continues to play a critical role in meeting
summer electricity demand peaks or during periods of low variable renewable energy
(VRE) output. Additionally, the hydrogen industry in Australia is currently undergoing rapid
development and has an uncertain outlook in terms of its impact on the domestic gas
market where gas might be used, in conjunction with carbon capture and storage, to
produce clean hydrogen.

2.2 The need for increased liquidity in wholesale gas markets

In order to meet the challenges brought on by the various uncertainties in supply and
demand in the gas sector, participants need flexibility when it comes to buying and selling
gas as well as transporting it across various locations to meet demand. This can be
facilitated through improved liquidity in wholesale markets for both gas supply as well as
pipeline capacity.

A liquid wholesale trading market facilitates buying and selling on an equal basis to other
market participants, enabling price risk hedging. Consequently:

= barriers to entry are lowered; and
= market competition is promoted.

Liquidity, and by extension, the trading of gas through well-functioning markets, is
fundamental to consumers knowing that the gas price reflects underlying demand and
supply dynamics, and also informs expectations of future price movements. Improving
liquidity leads to a more efficient market, which supports outcomes where gas is supplied
to those consumers who value it the highest, at the lowest possible cost, over time.

Greater volumes traded lead to more meaningful price signals. Sellers can have
confidence they will have a market for their supply, whereas buyers can supplement their
bilateral contracts with gas from a trading market.

A further benefit of increased liquidity is the establishment of risk management tools
developed by industry which will reduce costs of managing price risk.

2.2.1 Current state of liquidity in wholesale markets

In wholesale gas supply, the key source of trading is the Gas Supply Hub (GSH) located
at Wallumbilla. The Wallumbilla GSH is the largest of two gas supply hubs on the east
coast, located in Queensland and acting as a major transit hub at the intersection of
multiple gas pipelines and close to production and export facilities. While trading at the
hub has developed over time, liquidity remains low compared to international precedents,
limiting the transparency and long-term confidence in the market over the price of
wholesale gas. This is an important feature for companies that require natural gas for
operational purposes (and therefore take physical receipt of natural gas on the delivery
date) or produce natural gas (and therefore deliver natural gas on the delivery date).
Increasing liquidity in this major wholesale market could enable participants to more
effectively hedge their price risk over time and result in a deep forward price curve for gas
which helps to underpin investment. This could also allow for financial markets to develop
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around the hub which can assist in forecasting cash flows and reducing exposure to price
volatility in the physical spot market.

In terms of markets for trading gas pipeline capacity, mechanisms were introduced

in 2019 to facilitate more efficient use of gas pipelines, with the DAA to sell off contracted
but unnominated capacity (i.e. paid for but unutilised) as well as a capacity trading
platform (CTP) to allow shippers to on-sell unneeded capacity ahead of time. This was
complemented by other changes, including standardisation of contractual terms and
information disclosure on capacity trades. The DAA is generally regarded to have been a
success, enabling enhanced flexibility for participants to move gas between northern and
southern gas markets and helping to drive better price outcomes for participants. While its
liquidity and popularity are increasing over time, there are concerns around whether this
will last into the future as gas transportation contracts come up for renewal and
participants seek to reduce their contracted but unnominated capacity. This could result in
a decline in the amount of capacity sold through the DAA. Meanwhile, the CTP has had
little trading activity since its inception, although activity may increase as market dynamics
change over time.

2.3 Outcomes of recent reviews

Recently a number of reviews into the trading frameworks for both wholesale gas markets
and pipeline capacity trading have been undertaken, conducted by a number of market
bodies. These include:

= the AEMC through its 2020 Biennial review into liquidity in wholesale and gas pipeline
trading markets;

= the ACCC through various interim reports as part of its Gas Inquiry 2017-2025; and
= the AER through its 2021 Pipeline capacity trading — two year review.

Across the various reviews, market bodies found that trading in wholesale gas and
pipeline capacity markets was increasing over time but still faced significant challenges in
terms of overall levels of liquidity. There were positive metrics and indicators that showed
increasing familiarity amongst participants with the function and utility of these markets,
although, in general, traditional bilateral contracting was still preferred to these wholesale
market mechanisms.

2.3.1 Findings on Wallumbilla Gas Supply Hub

Regarding the Wallumbilla GSH, specific findings from market bodies included:

= Liquidity is low but increasing: There has been an increase in liquidity and positive
metrics, but the base level remains very low compared with international gas markets.
This means there remains a lack of confidence in market pricing and little trading in
forward markets. For example, the churn rate at Wallumbilla in 2019 was 0.09,
meaning that only 9% of physical gas delivered through Wallumbilla was traded
through the exchange.'* Industry feedback suggests this is predominately due to the
current function of the Wallumbilla GSH (and STTMs) as a means to balance existing
gas portfolios — not as a primary means of establishing portfolios.

14 AEMC, 2020 Biennial review into liquidity in wholesale and gas pipeline trading markets (April 2020)
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Active participants remain scarce: Only approximately 12% of participants across
the east coast gas market are registered for trading on the GSH, with an average of
11.7 participants per month.*® Participation in the hub is voluntary and a large portion
of participants still rely on bilateral negotiations for gas supply.

Spreads on the GSH are decreasing but remain high: Reductions in bid-offer
spreads has occurred across shorter term products which are more frequently traded.
Longer-term products, however, are still traded significantly fewer times, which
contributes to greater bid-offer spreads. The difference between buy and sell offers for
day-of products was around 20% in 2019 compared to 40% for monthly*®, significantly
higher than more liquid international markets.

The proportion of off-screen trades is increasing: While liquidity is increasing,
much of the growth is attributed to an increase in off-screen trading, which are bilateral
agreements settled through the GSH. In 2019, only 34% of trades were on-screen at
Wallumbilla. *” This can limit transparency for other participants trading in the hub and
opportunities for further liquidity growth.

Commercial and industrial (C&I) users are still concerned with participation:
Although C&I users present a large potential growth area for participants, exposure to
uncertain price signals and illiquid markets at Wallumbilla GSH mean that they still
prefer to go through retailers rather than act as wholesale participants or hedge
exposure through the exchange.!®

2.3.2 Findings on pipeline capacity trading

Regarding the pipeline capacity trading markets, particularly the DAA, there were several
findings from market bodies across these reviews, including:

Liguidity growth in pipeline capacity markets is closely linked to liquidity in the
GSH: The uptake of capacity trading opportunities has been driven by demand for
short-term trading opportunities in the hub. Similarly, better access to capacity was
seen to improve liquidity in the GSH and other wholesale gas markets.*®

The DAA has been successful in allowing for flexibility across the east coast
and lowering costs: The AER has estimated the DAA has assisted participants to
access more than 73 petajoules of low-cost pipeline capacity, avoiding $30-60 million
in annual pipeline transportation charges. 2° This low-cost capacity has enabled
participants to respond flexibly to changing conditions and arbitrage between markets,
allowing gas to move to where it is needed the most. The AER estimated that capacity
won through the DAA led to gas price reductions of up to $0.63/GJ in December 2020
in the Sydney STTM.

Majority of capacity has been won at reserve price, but participants are willing
to pay more: While the majority of capacity was won at the reserve price of $0/GJ,

15 AER, Wholesale gas statistics (2020)

18 AEMC, 2020 Biennial review into liquidity in wholesale and gas pipeline trading markets (April 2020)
7 ibid.

18 ACCC, Gas inquiry 2017-2025 Interim Report (January 2021)

19 AEMC, 2020 Biennial review into liquidity in wholesale and gas pipeline trading markets (April 2020)
20 AER, Pipeline capacity trading: Two-year review (April 2021)

2 ibid.

24



74% of participant bids for auction capacity have been $0.01/GJ or greater.?? Greater
value is placed on auction capacity when there is higher seasonal demand (e.g. winter
months where demand is the highest in the southern spot markets). It was also found
that participant willingness to pay more for auction capacity in non-winter months has
also grown in 2020.

= While participation is increasing, auction activity on some pipelines remain low:
Participation has ramped up since introduction of the DAA, with 17 of the 19 registered
participants having now won capacity.?® However, while pipelines around STTMs, the
Victorian Declared Wholesale Gas Market (DWGM) and the GSH have experienced
high activity on the DAA, other pipelines have not, such as the Moomba to Adelaide
Pipeline System (MAPS) which directly connects the Adelaide STTM with the Moomba
hub.?* Contributing factors to this include higher fees, a smaller market compared to
the Sydney STTM (limiting arbitrage opportunities) and the fact that the MAPS is
highly contracted and used.

= Auction fees may be discouraging smaller players: AEMO charges a fixed
registration charge of $15,914 to each participant, a variable charge of $0.036/GJ of
capacity won. Participants must also pay pipeline and storage operators for facility use
which can embed fixed and variable charges. As a result, while the auction may be
won at $0/GJ, the total cost is higher. These costs may be discouraging particularly for
smaller participants from benefitting from cheap auction capacity.

While the lack of trading activity on the CTP has led to a lower number of findings
regarding performance, key drivers relating to this lack of participation were found to be:

= participants not wanting to sell capacity for prices less than the cost of transaction.
Additionally, because shippers are typically able to win significant auction capacity on
the DAA at low prices, there is less of an incentive to seek capacity on the CTP;

= charges related to the level and structure of some facility operators; and
= time taken to negotiate contractual arrangements.

The AEMC also noted in its 2020 Biennial Liquidity Review that while small adjustments to
these wholesale gas and pipeline capacity markets were suggested by participants, the
Commission considered it too early to consider further major reforms, citing the recent
nature of a number of regulatory changes to gas markets which have not had time to be
thoroughly assessed or implemented.?®

2.4 What are the objectives of Energy Ministers?

As noted above, Energy Ministers agreed in June 2021 to progress priority gas reform
workstreams to support liquidity, competition, and investment in the gas market.?” The two
workstreams which are being progressed through this consultation paper are:

= accelerating development of the Wallumbilla Gas Supply Hub to increase participation
and liquidity of trade; and

2 ibid.

= ibid.

2 ibid.

% ibid.

26 AEMC, 2020 Biennial review into liquidity in wholesale and gas pipeline trading markets (April 2020)
27 Minister’'s Taylor's media release on the Energy National Cabinet Reform Committee’s decision.
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= review of the pipeline capacity trading framework to identify potential improvements to
enhance the success of the DAA, support the efficient use of infrastructure and drive
competition and flexibility in the market.

Energy Ministers recognise the complex and dynamic nature of Australia’s energy system
and have established strategic guidance to inform its evaluation and development. The
key strategic guidance which applies to Australia’s gas markets — and which will be
considered as the two workstreams to develop the Wallumbilla GSH and review the
pipeline capacity trading framework are progressed — are the:

= National Gas Objective (NGO);
= Strategic Energy Plan (SEP); and

= Australian Gas Market Vision (the Vision).

Any action taken by Energy Ministers to reform the gas trading arrangements at
Wallumbilla and/or the pipeline capacity trading framework will be guided by the NGO
which is to:8

“...promote efficient investment in, and efficient operation and use of, natural gas services
for the long term interests of consumers of natural gas with respect to price, quality, safety,
reliability and security of supply of natural gas.”

The SEP identifies the outcomes and objectives sought by Energy Ministers for Australia’s
energy systems. ?° The SEP outcome Effective development of open and competitive
markets and related objective Deep, liquid and transparent financial markets for electricity
and gas and related services are particularly relevant.

The Vision will also assist to guide the workstreams.* In particular, the Vision establishes
that a strategic aim of Energy Ministers is to:

“...establish a liquid gas market that provides market signals for investments and supply,
where responses to those signals are facilitated by a supportive investment and regulatory
environment, where trade is focused at a point that best serves the needs of participants,
where an efficient reference price is established, and producers, consumers and trading
markets are connected to infrastructure that enables participants the opportunity to readily
trade between locations and arbitrage trading opportunities.”

Consistent with the NGO, SEP and Vision, the proposed objectives for the two reform
workstreams discussed in this paper are:

= To accelerate development of the Wallumbilla Gas Supply Hub by identifying and
progressing reforms to increase patrticipation and enable more liquid, transparent trade
of gas at the Hub.

= To review the pipeline capacity trading framework and identify and progress reforms to
improve the framework to deliver greater value, competition and flexibility to the
market.

In setting out these proposed objectives, the complex frameworks, structures, and
interactions which make up Australia’s energy system, including its markets, are
recognised. Issues which may be reducing the efficiency, liquidity, transparency and

28 National Gas Law, s. 23.

2 strategic Energy Plan, see especially pp 6, 18. COAG Energy Council, November 2019. Available at Energy Ministers’
website.

30 COAG Energy Council, Australian Gas Market Vision, December 2014. See the Energy Ministers’ website.
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competitive outcomes of the market may be varied in nature and have interrelationships
and inherent linkages with frameworks that are not immediately obvious.

Similarly, potential solutions to these issues can be complex in nature, ranging from
incremental enhancements through to fundamental changes in market structure which
would require careful evaluation to understand the costs and benefits of implementation. It
is recognised that achieving these objectives is an inherently involved undertaking that will
likely require time, continued confidence in market structures, and congruency in reforms
in order to establish long-term certainty and growth.

Box 2.1: Questions on objectives of Energy Ministers

1. Do you have any comments about the rationale for undertaking consultation? Does the rationale broadly
cover the issues that you face in your interaction with the gas market?

2. Are there any issues which have not been identified which Energy Ministers should consider in the
context of undertaking these workstreams?

3. Do you have any comments about the proposed objectives of this work?
End of Box 2.1
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3. Consultation focus 1: Wallumbilla Gas Supply Hub

The focus of this chapter is on liquidity at the Wallumbilla GSH, focussing on the current
barriers which potentially exist as well as potential areas for reform which could alleviate
these barriers moving forward.

The Wallumbilla GSH in southeast Queensland has access to abundant natural gas
resources and significant gas transport, storage and export infrastructure. While liquidity
and participation in trade of gas through the Wallumbilla GSH has increased gradually
since it was established in 2014, it remains low relative to both the volume of gas
produced and exported, and with other hubs globally.

In committing to consider measures to accelerate development of the Wallumbilla GSH,
Energy Ministers recognised the benefits that more liquid, transparent trade of gas
through the GSH could bring to the east coast market:

» Liquid, transparent trade enables the establishment of a stable, trusted reference gas
price which in turn can enable participants to have greater confidence in their ability to
trade, hedge and make long-term investments — including negotiating and entering
into gas supply agreements.

= More broadly, liquid trade and greater participation at the Wallumbilla GSH will also
improve competition, provide users with greater flexibility in how they access gas and
put downward pressure on gas prices.

While the level of trading at Wallumbilla has developed positively over time, there is some
way to go before trading is sufficiently deep and liquid to support a robust reference price
for gas. The objective of potential reform options would be to make it easier and more
attractive for participants to trade on the GSH.

3.1 What are the potential problems?

There are a range of potential problems which could be contributing towards limited
growth in trading liquidity at the Wallumbilla GSH. These have been informed in part by
advice provided by KPMG as well as findings compiled from recent reviews summarised
in Chapter 2. These potential problems are discussed in depth below, noting that
feedback is sought on these issues as well as other contributing factors that stakeholders
consider may be limiting the growth in liquidity at Wallumbilla GSH.

3.1.1 Higher flexibility of bilateral trades

The level of on-screen trading at Wallumbilla and hence the strength of the price signal is
impacted by the continued preference to trade off-market or off-screen. There has been
growth in off-screen deals at Wallumbilla (where terms are negotiated bilaterally and
settled through the exchange, typically through a broker). This trend is particularly for C&l
users who are generally reluctant to take spot price risk and move away from historical
long-term supply agreements. Anecdotally, the small nature of the market means that
Master Supply Agreements (MSASs) are held between most participants and allow them to
contract long-term gas supply with a higher certainty and lower transaction cost than
through the GSH.

While this means liquidity overall is increasing, this does impact full price transparency as
the nature of the off-screen trades are not completely known to other participants and the
use of brokers can obscure price signals for standardised products.
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Figure 2: On-screen and off-screen trade volumes from 2014 — 2020%*
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3.1.2 Lack of anonymity while trading

The current delivery model in the GSH allows participants to be matched on the exchange
and transfer title of gas between counterparties in a bilateral and manual process. Trading
participants use the exchange to place their bids or offers and once they are matched, the
counterparties are notified. Counterparties review their delivery obligation reports from
AEMO, before submitting nominations to pipeline operators to transfer title in the pipeline
systems. After the pipeline operator schedules pipelines and allocates gas, the
participants can then settle any variances bilaterally or through the exchange.

While the existing delivery model requires a lower degree of central management from
AEMO, it results in counterparty information being revealed during the process if the
trades are non-netted. This has led to concerns around commercially sensitive information
being revealed, deterring market participants from making on-screen trades. Given this
information is revealed even if a small portion of the on-screen offer is traded, some
parties could use this system to discover the counterparty in order to finish trading
bilaterally or discover commercially strategic information.

This lack of anonymity particularly impacts larger parties who are concerned about setting
an expectation for future prices as they are the predominant suppliers of gas on the GSH.
AEMO has also noted other disadvantages with this existing delivery model, including
administrative burden for participants and counterparty risk due to bilateral management
of allocations and nominations.*?

3.1.3 Small number of active participants

Compared to other major gas trading hubs, there are a relatively small number of
participants who trade gas through the GSH, limiting the ability to develop a deeply liquid
market. The average number of monthly participants increased to 15 participants on

81 AER, Wholesale gas statistics (2020)
32 AEMO presentation to Department of Industry, Science, Energy and Resources
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average in 2020, increasing from 12 in 2018 and 13 in 2019. This is despite a much
higher growth in the traded volumes on the exchange since inception, and noting that
there are 61 participants registered in some form of facilitated market on the east coast
market (i.e. DWGM or STTM).*3

Figure 3: Number of participants by type and traded volume on the GSH**
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When compared to hubs such as the Henry Hub, which has over 650 active participants,
there are a number of structural differences which prevent Wallumbilla from achieving this
same level of participation. These include pipeline density, demand for domestic natural
gas, land ownership regulations for gas reserves, magnitude of supply following shale gas
fracking and the length of time over which the Henry Hub has developed.

At Wallumbilla, the major LNG exporters represent the vast majority of buy and sell trades
at the hub, with a relatively minor contribution from other suppliers and users. The lack of
trading outside of LNG exporters in the hub can discourage small parties from openly
trading on the GSH, as there is a perception they will not secure competitive prices. The
low number of participants also discourages further participants from joining.

C&l represents the most underrepresented participant category in the GSH, due in part to
a continued preference for bilateral long-term supply contracts and a lack of C&l users
with geographical proximity to Wallumbilla.

3.1.4 Inconsistent or high credit requirements

Currently in order to trade in the east coast gas market, participants must have separate
credit support at each market they participate in, including the STTM, DWGM, and the
GSH (and separately for the National Electricity Market (NEM)), and there are no
standardised and/or shared credit requirements across markets. This is intended to
ensure that AEMO has sufficient guarantees and credit support to settle liabilities and
forward trade exposure. However, this adds significant cost for smaller participants who
may not be able to afford the bank guarantees to participate in multiple markets.

Further, forward products traded on the hub are treated similarly to spot purchases,
requiring buyers to provide credit support based on the full face-value of the transaction.
This means that for long-term products (e.g. monthly), the collateral requirements are

3 AER, Wholesale Markets Quarterly Q4 2020 (2021)
34 AER, Wholesale gas statistics (2021)
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potentially too high to be tenable for smaller participants. This forces these parties to

procure long-term gas supply from bilateral arrangements where prudential requirements
can be negotiated between parties.

3.1.5 Unconsolidated trading liquidity

Currently at Wallumbilla there are eight trading points across the hub. This places a
burden on buyers in particular to put in place contractual arrangements to access a
number of different physical delivery locations within the Wallumbilla hub. To do so may

be time consuming, expensive, uncertain (to the extent services are procured through the
day-ahead auction) and inefficient.

There are also several trading locations across South-East Queensland, including the
WAL and SEQ trading locations on the GSH. This means that trading liquidity is split
across multiple locations and hubs depending on the physical characteristics of the

system and particular needs of sellers and buyers, which limits the ability for any one point
to develop a highly liquid market.

Box 3.1: Split between trading at WAL and SEQ*

Data indicates there is a large split in trading between WAL and SEQ since the trading points began. Since
April 2017, these two points have dominated trading on the GSH, making up 97% of the daily traded gas
volumes (with the other 3% through Moomba trading locations). Of this 97%, WAL has made up 40% of the
trading volume. The proportion of trading through WAL compared to SEQ has increased in recent years,
with a notable decline in SEQ trades compared to the peak in early 2019.

End of Box 3.1.

Figure 4: Trade volumes for WAL and SEQ trading points since 2017
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Box 3.2: Questions on potential problems at Wallumbilla GSH

4. Do you agree with the problems that have been identified for Wallumbilla GSH and what effect do you
think they could have on meeting the objectives outlined in Chapter 2.4?

5. Are there any other problems that you think should be considered? If so, please set out what they are,

what effect they may be having on liquidity at Wallumbilla GSH, and how these problems could be
addressed.

6. Are there structural issues regarding the nature of supply and demand for gas in Australia which could
impact the success of reforms aimed at increasing liquidity of gas markets?

End of Box 3.2.

35 Data compiled from AEMO.
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3.2 How could these problems be addressed?

Senior Officials have identified a number of potential solutions to these potential problems
which are outlined in further detail below. These have been informed through work
undertaken by KPMG in initial consultation with industry market participants and market
bodies, as well as solutions which have been identified in the past for gas market reform
in reports undertaken by the AER, AEMC, and GMRG.

Stakeholder feedback is welcomed on these possible solutions, as well as any other
alternative ideas or options which could similarly alleviate barriers to increased liquidity
and meet the objectives mentioned above. In taking any actions forward, feedback is also
welcomed on how they might be progressed including what additional assessment and
consultation is required.

These options have broadly been ordered in terms of a preliminary view on increasing
complexity for implementation.

3.2.1 Anonymised delivery

In order to increase the attractiveness of trading on-screen at the exchange, the existing
manual delivery model could be replaced by an automated and anonymised process.
Under this model, AEMO would act as a central clearing body which receives, nets off,
and sends on delivery obligations to the hub operator on behalf of participants, resulting in
fully anonymous trading between participants without counterparty information being
revealed. While the majority of facilities in the Wallumbilla area are operated by APA,
there are other facility operators as well which would be captured under this model.

There are several different centralised models which could provide an automated and
anonymous delivery service. AEMO has previously suggested implementation of a model
which emulates the current CTP centralised delivery model in order to reduce
implementation costs.

A key consideration with an automated model is how to ensure that parties are kept in
balance, since parties cannot directly settle imbalances with the other party (as they are
anonymous). There are several options for centralised balancing regimes which could be
implemented to solve this problem. Further consideration as to the most appropriate party
to carry out this activity is required.

Box 3.3: Balancing regimes

The current delivery model does not include a centralised balancing regime, as participants are responsible
for bilaterally settling any imbalances. While the frequency of non-delivery in the GSH has been historically
very low or non-existent, moving to a centralised and anonymous delivery model could cause some
concerns by participants that they will not be able to manage non-delivery risk.

A balancing regime which rectifies any delivery shortfalls can therefore provide confidence that a buyer will
receive its full transacted quantity of gas. There are several options for the design of a balancing regime
with increasing complexity, including:

e Pro-rating of deliveries to account for non-deliveries, with penalties to the defaulting party;

e Offering a balancing service in the GSH in tandem with compression and redirection services, with
gas sourced by the operator under bilateral contracts or linepack;

e A separate balancing market, similar to the Market Operator Services (MOS) used in STTMs; or

e Anintegrated balancing market, where the operator rectifies imbalances through buying and selling
gas on the GSH, requiring sufficient liquidity in the market to do so.

End of Box 3.3.
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Changes to the delivery model for the GSH would require changes to the Exchange
Agreement and, potentially, the NGR. There appear to be two primary options for
implementation which could be pursued:

»= Implementation through a Rule change in the NGR to formalise and regulate the
process, noting this would require a longer timeframe but would ensure a regulated
approach to title transfer provided by facility operators; and

= Implementation through bilateral agreement between AEMO and the hub operator to
jointly manage the delivery model, which would require significantly less costs and
timeframe to implement but removes formality offered under the NGR.

Anonymised delivery could contribute to the NGO and Energy Ministers’ objectives for the
gas market by decreasing any inefficiencies which may exist through participants not
being willing to reveal commercially sensitive information and preventing price discovery
on the exchange. It would be likely to result in greater quantities of gas to be offered on-
screen and thereby encourage more participants into the market.

Relative to some of the other options canvassed in this paper, it would be a minor change
that would be straightforward to implement, particularly given that end-to-end anonymity
has already been implemented for the CTP. While a rule change may extend the
implementation timeframe, this is likely to be the preferable approach to implementation.

Box 3.4: Questions on anonymised delivery

7. What benefits could anonymised delivery offer for gas market participants which could assist in achieving
the objectives in Chapter 2.4? What do you think the costs and benefits of implementing such an option
would be to your business in terms of your participation in the Wallumbilla GSH?

8. What do you believe would be the most appropriate design for an anonymised delivery model at
Wallumbilla GSH?

(a) Is a model which emulates the CTP most appropriate for anonymised delivery of gas traded
through the GSH?

(b) What balancing regime represents the best trade-off of complexity and benefit to liquidity?

(c) Would implementation via a Rule change or bilateral agreement be more preferable in terms of
achieving the NGO?

9. In terms of an implementation roadmap, what importance would you place on addressing this issue and
over what timeframe?

End of Box 3.4.

3.2.2 Streamlining prudential requirements

Streamlining prudential requirements through consolidating the various gas market credit
arrangements and lowering forward product collateral requirements could encourage
smaller participants to expand their trading positions in the GSH. This could reduce
associated costs, as well as encourage more on-screen trading in lieu of bilateral
agreements which may have been sought to avoid incurring collateral requirements.

This could be achieved through options including:

= Sharing of prudential requirements across east coast: Participants would be able
to share credit exposure across AEMO'’s facilitated gas markets with various options of
varying complexity; and

= Amending credit support for forward-dated products: Rather than require the full
nominal contract value for forward trades to be supported through bank guarantees at
Wallumbilla, an alternative credit support arrangement could be pursued.
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With regards to sharing of prudential requirements across the various facilitated east
coast wholesale gas markets, there are multiple options that could be considered with
varying implementation complexity and subsequent impact to liquidity in the market.
These include:

= Netting bank guarantees across facilitated markets: Allowing a single bank
guarantee to be valid across multiple gas markets with participants able to allocate
credit support between the various markets and submit re-allocations to AEMO;

= Joint settlement across markets: Introducing netted invoices and settlement dates
between the facilitated gas markets on the east coast, such that there is one
settlement and payment cycle across the GSH, STTM and DWGM;

» Netted trading positions across markets: Determining a participant’s net trading
position across all markets rather than their individual exposures in each market in
order to allow offsetting of positions and lower prudential arrangements; and

» Further netting with other markets: Netting with exchange-traded derivatives
through Futures Offsets Arrangements (FOAS), or with positions in the NEM.

Regarding credit support for forward-dated products, it is noted that the introduction of the
Australian Securities Exchange (ASX) physical delivery futures product for the Wallumbilla
GSH (outlined in Chapter 2.1.2.1) may alleviate current concerns in this regard. This
would utilise the ASX clearing house for collateral management, using an initial and
variation margining approach which is currently undertaken for derivative products in the
ASX. This is expected to reduce the burden of the current collateral arrangements in the
GSH significantly.

Implementation of reforms to allow the sharing of prudential requirements will involve a
degree of cost and complexity. However, such changes would still be relatively
incremental. Implementation costs would be likely to depend on the exact option pursued;
hence, stakeholder views as to which option might represent best value for money would
be welcome. Implementation would also require more detailed cost-benefit analysis in
consultation with relevant parties involved in setting prudential requirements.

Box 3.5: Questions on streamlining prudential requirements

10. Do you think there is likely to be a net benefit in harmonising prudential requirements across the east
coast facilitated gas markets? What effect do you think this will have on your business, and suppliers and
users more generally?

11. Do you think the introduction of the ASX physical delivery futures product will alleviate the current
concerns around collateral requirements of forward-dated products? If not, please explain why.

12. Which option for sharing prudential requirements do you consider would be likely to offer best value for
money? Are there other options that should be considered?

13. In terms of an implementation roadmap, what importance would you place on addressing this issue and
how quickly do you think it needs to be addressed?

End of Box 3.5.

3.2.3 Market making
In order to provide greater confidence to participants around the availability and price of

gas on the GSH at Wallumbilla, a market making regime could be implemented at
Wallumbilla.
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Market making regimes aim to increase liquidity in a market by requiring or incentivising
nominated market makers to offer volumes at a maximum bid-offer spread. This means
that smaller parties are better able to manage their risk through trading with the market
makers (either through buying or selling) and hedging forward exposures.

There has been extensive research done into market making regimes both domestically
and internationally, most recently the AEMC’s investigation into a potential market making
obligation (MMO) for the NEM as part of a potential Rule change.® The NEM already
includes a trigger-driven MMO in the form of the Market Liquidity Obligation (MLO) within
the broader Retailer Reliability Obligation (RRO). There are also a series of international
precedents for MMOs both in the electricity market (e.g. Singapore, UK) and the gas
market (e.g. Spain), each with varying degrees of effectiveness and success in promoting
long-term liquidity.

Box 3.6: International market making regimes
Various market making regimes exist in international energy markets, with varying degrees of success.
These include:

e Spain: The MIBGAS market for gas in Spain began operating in 2016 as an exchange-based
trading system. This market uses a voluntary market making system where market makers are
paid a monthly payment by MIBGAS for the provision of their services, and are awarded via a
tendering process where firms outline their proposed quantities, tenors, products, and bid-offer
spreads.3’

e Germany: A voluntary market making system is used, where participants tender to NetConnect
Germany (NCG) to become market makers. This is based on volume of transactions, where
participants bid for how many transactions of a certain nature (above a given threshold) they
commit to undertaking in a given period (with restrictions on the product types allowable).38

e Great Britain: The electricity market in Great Britain (regulated by Ofgem) used a mandatory
market making system which placed obligations on six large gentailers when it was introduced in
2014. A two-hour window was set each day where market makers would be required to post
specific lots with bid-offer spreads.®® The obligation was suspended in November 2019 due to lack
of participants driven by the originally obligated parties either being acquired or broken up over
time.*°

End of Box 3.6.

It is noted as part of the ASX physical futures product introduction, the ASX will appoint a
market maker in order to close out positions where participants cannot or do not want to
go to physical delivery. This could alleviate the need for a separate market making
scheme if this is seen to provide sufficient certainty for smaller participants.

There are a number of key design aspects around how a broader market making regime
could work in the context of Wallumbilla GSH. These could include:

= Theinvolved parties: The market making parties would need to be considered and
whether this is voluntary or mandatory participation. This could also consider whether

36 The AEMC determined not to make a final rule to introduce the proposed market making regime on the basis that
arrangements additional to the RRO/MLO and a recently introduced ASX scheme would not likely be efficient. See:
AEMC, Rule Determination: National Electricity Amendment (Market Making Arrangements in the NEM) Rule 2019
(September 2019)

87 MIBGAS, Rules on the call and request for tender for the market maker service (November 2020)
%8 NCG, “Market-making arrangements at the virtual trading point” (2021)

3 NERA, Costs and Benefits of Additional Market Making in the NEM (May 2019)

40 Ofgem, Decision to suspend the Secure and Promote Market Making Obligation (November 2019)
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it exists in the physical or financial market, and the role (if any) of energy market
bodies and/or governments in facilitating this regime.

» The characteristics of the products: Products offered by market makers would need
to consider characteristics such as lot sizes, volume caps, trading windows, and
maximum bid-offer spreads, noting that more onerous requirements could increase
costs for market makers to participate.

= Implementation pathway: Implementation of a regime could include addendums to
the Exchange Agreement, amendments to the NGL and NGR, or other potential
methods. These would differ in terms of the firmness of the regime, enforcement
methods, and time to implement.

A market making scheme could increase the volumes of trading and encourage a greater
number of participants to trade at the hub. In particular, it could enable more efficient risk
management for smaller participants through providing access to firm quantities of gas to
hedge longer term positions and encourage a deeper forward market.

However, international experience of market making schemes is mixed. At worst, liquidity
may decrease outside of specified trading windows. Nevertheless, there could be material
benefits for a wide range of smaller participants if the three largest producers agreed or
were obliged to offer very modest volumes relative to their size.**

Implementation of this measure would require much more detailed consideration, but
stakeholder views on the case for such a scheme and its design would be welcome.
Implementation pathways for any scheme would require detailed cost-benefit analysis to
determine the merits of different market making schemes, consideration of implementation
requirements and engagement with market participants prior to any required regulatory
reforms. Any trade-off between the level of certainty offered to participants and the
imposition placed upon market makers will need to be considered in detalil.

Box 3.7: Questions on market making

14. Do you think a market making regime could make the Wallumbilla GSH better suited to your gas trading
needs? Is a market making regime necessary in order to develop liquidity at Wallumbilla GSH or is this
better achieved through other means?

15. What form of market making regime do you think would be most appropriate for achieving the objectives
in Chapter 2.4?

(a) What parties would be most appropriate to be market makers (and in what markets e.g. physical,
financial)? Should this be voluntary or mandatory in terms of participation?

(b) How do Energy Ministers ensure that there is minimal adverse impact to participants selected as
market makers in such a regime? Are there elements of the design of market making regime that
could assist in minimising the implementation cost?

(c) What role (if any) could energy market bodies and/or governments play in facilitating a regime at
Wallumbilla GSH?

16. Does a market maker within the ASX physical futures product sufficiently reduce the need for an
alternative market making regime for Wallumbilla?

17. In terms of an implementation roadmap, what additional work is required to consider the merits of
market making regimes and to assess the cost and benefits of different designs?

End of Box 3.7.

41 The specific impact of any agreement or obligation would vary relative to each party’s production volumes and export
commitments.
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3.2.4 Virtual hub design

Under the current GSH trading arrangements, the WAL product includes multiple delivery
locations. A buyer must have the contractual right through a transportation agreement to
receipt gas at each of the delivery points that form part of the WAL trading location
definition. Trading liquidity and efficiency is likely to be enhanced if responsibility for
managing these issues could be removed from participants and instead be managed
centrally.

Virtual hubs present a solution to this issue. Under a virtual hub, a single trading zone
would group together all the delivery points at Wallumbilla to form a single market. Trades
would be executed at a notional trading point — a virtual hub — comprising all the physical
delivery points that currently make up the hub. Buyers and sellers would only need to
have access to the virtual hub, with a hub operator managing all physical flows within the
hub.

This would allow for seamless trading between all participants, maximising liquidity to the
greatest extent possible. Internationally, virtual hubs have been used in smaller markets
with limited numbers of participants to avoid the splitting of liquidity associated with
multiple trading locations.

Box 3.8: Examples of international virtual hub designs

In a number of international jurisdictions, the potential for the splitting of liquidity across multiple physical
trading locations has been addressed by the creation of virtual hubs, which allow for the title transfer and
pricing of gas at a notional point which might cover an entire pipeline or national gas transmission system.

When the gas market in Great Britain was liberalised, there was a debate as to whether trading should
occur at ‘beach’ terminals (which receive gas from offshore production fields) or at a virtual point covering
the entire transmission system. In the end, the advantages of having one single market were considered to
be compelling, and so the National Balancing Point (NBP) was created; the principal reason being to ensure
liquidity.

Following the establishment of the NBP, virtual hubs became the standard market design adopted across
the EU. Generally (but not always) in such markets there is one market area covering each EU member
state. Virtual hubs in the EU have allowed for liquid trading to develop in some markets, despite the lower
number of participants as compared to the US.

End of Box 3.8.

Under a virtual hub, trading on the GSH would remain optional — there would be no
requirement to trade placed on shippers whose flows into and out of the hub were in
balance. When patrticipants enter into trades at the virtual trading point, the hub operator
would transfer title from sellers to buyers at the notional trading point, with transactions
executed on the exchange being nominated directly to the hub operator on an
anonymised basis. The hub operator would be responsible for scheduling flows through
the hub, managing any physical constraints and resolving imbalances.

There are a number of key design issues which would underpin the design of a virtual hub
for Wallumbilla, including:

= Carriage regime: A Wallumbilla virtual hub could be a common carriage or a contract
carriage regime. Under common carriage, the hub operator would be compelled to
accept all flows arriving at the hub and operate and invest in capacity (pipeline and
compression) to meet its forecasts of flows at the hub. Under contract carriage, the
hub operator would enter into agreements with shippers defining the amount of gas
that could be entered into or exited from the hub at each physical delivery/receipt
point.
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= Cost recovery: There are several cost recovery methods to recover the costs of
operating the hub. These could include a variable charge levied on all flows (under
common carriage) or charges based on capacity allocations (under contract carriage).
Tariffs could vary depending on entry/exit flow locations (e.g. higher cost for low-
pressure side entry to facilitate compression).

= Regulation of hub operator: Regulatory arrangements may be required in order to
provide oversight of hub service costs and operations. While European style markets
include revenue regulation and the need to obtain regulatory approval for new
investments, it may be possible to develop a less involved set of regulatory
arrangements for the hub operator at Wallumbilla. Alternatively, some operational
functions might be assumed by AEMO or another independent party. Any such
arrangements would likely need to involve at least some form of access regulation.

= Balancing regime: Similar to anonymised delivery, a virtual hub would require a
balancing regime to be put in place. This would preferably involve an integrated
approach where the hub operator would buy and sell balancing gas on the GSH
trading platform using intraday products, further increasing liquidity. However, if there
was insufficient liquidity, a separate balancing mechanism could be used. Balancing
would most likely be over a daily period, and the cost of the hub operator’s actions
would be recovered from shippers causing imbalances.

3.2.4.1 Scope of virtual hub

A virtual hub could just cover the assets forming the current Wallumbilla hub. AEMO has
previously considered a similar form of a virtual hub — the single trading zone — for
implementation at Wallumbilla.*? Alternatively, a virtual hub could encompass the current
Wallumbilla hub and the entirety of the Roma to Brisbane Pipeline (RBP) through to the
Brisbane STTM. Expanding the coverage of the virtual hub in this way would allow it to
additionally replace the SEQ GSH trading location and the Brisbane STTM, as well as the
WAL GSH trading location.

Under such a model, participants with the ability to deliver or receive gas at any physical
point at Wallumbilla or along the length of the RBP would have access to the virtual hub
and would be able to trade with each other. This could maximise participation and trading
opportunities by allowing patrticipants at any of the three current trading locations in South-
East Queensland to instead trade seamlessly with each other.

In many ways, this would function very similarly to a virtual hub which only covers the
Wallumbilla hub as described above. However, it would cover a much larger and more
substantial and complex pipeline system, making capacity allocation arrangements and
congestion management more important. The RBP is already subject to full regulation
under the NGR, so the extension of the trading hub across the RBP would not lead to a
significant increase in the scope of assets being regulated, although the nature of that
regulation would change.

42 |n 2012, AEMO produced a report for Energy Ministers including consideration of a single trading zone model.
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Figure 5: Potential geographical coverage of expanded virtual hub

Implementing a virtual hub, even one only encompassing the Wallumbilla hub, would be a
very substantial undertaking. It would likely involve a multi-year project to develop new
arrangements and systems and may necessitate the unwinding or transitioning of existing
contractual rights. Although trading through the GSH would remain voluntary, participants
would be required to adapt to new processes for balancing, nominations and capacity
allocation. Conversely, were the virtual hub to replace the Brisbane STTM, some STTM
users may have concerns with the removal of that mandatory market.

Nevertheless, the creation of a large virtual hub in South-East Queensland appears to
represent the best chance of establishing a ‘critical mass’ of trading activity and triggering
the virtuous cycle of trading liquidity required to underpin a reliable and transparent
reference price for gas. Given the very small number of participants at the GSH, no other
option appears to offer the possibility of a step change in liquidity from current levels.

These benefits would need to be traded off against the implementation and ongoing costs
associated with such a change, however. While it is too early to estimate these, it appears
possible that the cost benefit trade-off associated with a larger hub may be better than
one only covering Wallumbilla. Many of the costs would likely be similar across the two
options, but the benefits of a hub that consolidates the WAL and SEQ trading locations,
together with the Brisbane STTM, are likely to be much greater.

Implementation pathways would require detailed cost benefit analysis of the merits of
different hub designs, consideration of appropriate timing and transitional arrangements
and detailed consultation with those market participants affected, prior to any necessary
regulatory reforms.

Box 3.9: Questions on virtual hub design
18. What benefits do you think a virtual hub for Wallumbilla GSH could introduce and why? Do you think it
could make it easier for your business to trade gas?

19. Do you have views on the design details that would need to be considered in designing a virtual hub, for
instance which form of carriage model or balancing regime would be most appropriate?

20. What level of regulation should be imposed upon the hub operator? And what activities should be
regulated as part of this? Should consideration be given to an independent hub operator?
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21. Regarding the idea of expanding a virtual hub to encompass the SEQ trading location and the Brisbane
STTM:

(a) What additional benefit would this provide your business, and the gas market generally,
compared to a virtual hub covering Wallumbilla alone?

(b) What are the major risks associated with this proposal, particularly considering management of
existing contracts and congestion?

(c) Would a liquid trading hub be an adequate replacement for the mandatory Brisbane STTM?

22. In terms of an implementation roadmap, are there other considerations which should be considered for
future consultation and assessment, if this option was to be investigated further?

End of Box 3.9.

3.2.5 Other options considered

A number of other options identified by Senior Officials have not been progressed further
at this stage given several preliminary issues identified. These options included:

= Reviewing fees for licences and use of the market platform, with the objective
of lowering them to encourage more participation. This is a commonly raised
issue; however, we consider that the focus for reform should be on increasing the
liquidity and attractiveness of the GSH. By doing this, participants would be more
willing to pay fees to access the hub and, as the number of participants increase,
fees should fall over time without intervention given the fixed cost paid by AEMO.

= Introducing longer tenor forward products of up to 12 months onto the GSH in
order to promote a deeper forward price curve in trading. However, such products
would seem unlikely to be traded given the current lack of liquidity at the GSH.

= Running educational programs for C&I users to develop their expertise in
trading on the GSH and thereby encourage participation. However, it is not clear
that this would result in an immediate or measurable impact on liquidity. This could
be considered alongside any new reforms that may be implemented,

Box 3.10: Questions on other options considered

23. Do you agree with the initial analysis of these other options? Do you think there is merit in exploring
these options further in order to assess whether they could contribute to meeting the objectives outlined in
Chapter 2.4?

24. Are there additional options which should be considered by Energy Ministers in more detail?
End of Box 3.10.
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Table 5: Detailed outline of potential options and pathways for Wallumbilla GSH
Table 5 sets out the potential policy options and the implementation pathways for the Wallumbilla GSH.

The implementation pathways are assessed in terms of (a) ease of implementation (rated in terms of high, medium or low), and (b) potential benefit
for liquidity (rated in terms of high, medium or low).

Option: anonymised delivery

Anonymised delivery of gas could be implemented whereby AEMO submits nominations to the facility operator on behalf of counterparties. This could encourage more on-screen
trading from participants who may have concerns with revealing commercially sensitive information.

Potential implementation pathway(s)

(a) Change to NGR/NGL to formalise regime and regulate title transfer services. Ease of implementation: Medium. Potential benefit for liquidity: Medium.

(b) Bilateral agreement between hub operator and AEMO which governs implementation. Ease of implementation: High. Potential benefit for liquidity: Medium.
Preliminary view:

Potentially relatively minor change that would be straightforward to implement, particularly given precedent with the CTP. Changes to NGR/NGL may be preferable despite a
longer lead time in order to ensure appropriate regulation of title transfer regime.

Option: streamlining prudential requirements

Streamlining prudential requirements through consolidating the various gas market credit arrangements and lowering forward product collateral requirements could encourage
smaller participants to expand their trading positions in the GSH through reducing associated costs, as well as encourage more on-screen trading in lieu of bilateral agreements.

Potential implementation pathway(s)

(a) Netting bank guarantees across facilitated gas markets to allow dynamic allocation of credit. Ease of implementation: High. Potential benefit for liquidity: Low
(b) Joint settlement dates and cycles across facilitated gas markets. Ease of implementation: Medium. Potential benefit for liquidity: Low

(c) Netted trading positions across facilitated gas markets. Ease of implementation: Medium. Potential benefit for liquidity: Medium.

(d) Further netting of trading positions with futures and electricity market positions. Ease of implementation: Low. Potential benefit for liquidity: Medium.
Preliminary view

Clear scope for improvements to be made to the existing framework with benefit for participants. However, implementation complexity increases significantly with greater
harmonisation. Further stakeholder consultation regarding value for money would be required.

Option: market making

A market making regime could provide users with greater certainty over the availability and price of gas in the hub and add value to trade for small participants. This could be
implemented in a range of different forms with varying considerations.
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Potential implementation pathways
(a) Voluntary regime or including potential addendums to Exchange Agreement. Ease of implementation: Medium. Potential benefit for liquidity: Medium.
(b) Mandatory regime including changes to NGR/NGL and regulatory oversight. Ease of implementation: Low. Potential benefit for liquidity: Medium.

Option: virtual hub design

A single trading zone which groups together all the delivery points at Wallumbilla to form a single market. Trades would be executed at a notional trading point — a virtual hub —
comprising all the physical delivery points that currently make up the hub. Buyers and sellers would only need to have access to the virtual hub, with a hub operator managing all
physical flows. This concept could be extended more widely, potentially to cover the SEQ trading location on the RBP and the Brishane STTM.

Potential implementation pathways

(a) Single trading zone covering all delivery points at the WAL trading location, implemented through changes to NGR/NGL and Exchange Agreement. Ease of implementation:
Low. Potential benefit for liquidity: High.

(b) Single trading zone covering the WAL trading location, SEQ trading location (on the RBP) and the Brisbane STTM, implemented through changes to NGR/NGL and Exchange
Agreement. Ease of implementation: Low. Potential benefit for liquidity: High.
Preliminary view

The introduction of a virtual hub appears to represent the best chance of achieving a step change in liquidity from current levels given the number of participants at Wallumbilla.
Benefits would need to be traded off against complex implementation and ongoing costs. The introduction of a larger hub may have a greater net benefit than one covering only
Wallumbilla as the costs may not be dissimilar but the benefits could be considerably larger.

End of Table 5.
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4. Consultation focus 2: Pipeline capacity trading
frameworks

The focus of this chapter is on liquidity within the trading mechanisms given effect by the
pipeline capacity trading frameworks (i.e. the DAA and CTP), focussing on the current
barriers which appear to exist as well as potential solutions and areas for reform which
could alleviate these barriers.

Since it commenced operation in March 2019, capacity trading through the Day-Ahead
Auction (DAA) has significantly improved the efficiency of pipeline transportation by
enabling market participants to access unused short-term capacity at times when this is
valued, including to manage seasonal demand peaks (as outlined in Chapter 2).

Elements of the capacity trading framework remain underutilised however, and could be
improved to deliver greater value, competition and flexibility to the market. Most notably,
the CTP has had only very limited usage to date. Additionally, there is uncertainty over the
future success of the DAA as pipeline capacity contracts expire and participants seek to
recontract more efficiently.

The objective of potential reform options would be to improve the operation of the capacity
trading framework to deliver greater value, competition and flexibility to the market. The
framework should maximise the availability of pipeline capacity to support liquid short-term
trading of gas, however this needs to be balanced against arrangements for the
procurement and trading of capacity that provide effective investment signals.

This chapter discusses the extent to which the framework is functioning effectively and
presents a number of options intended to build on the success of the DAA, both to
address some detailed issues with its operation and to look to augment it with improved
options for the trading of capacity over time horizons in excess of a day-ahead.

4.1 What are the potential problems?

There are several potential problems that have been identified which could be limiting
participation and liquidity in the trading of pipeline capacity. These problems are
discussed in depth below. These have been informed in part by work undertaken by
KPMG as well as findings compiled from the recent reviews summarised in Chapter 2.
These potential problems are discussed in depth below, noting that feedback is sought on
these issues which may be limiting the growth in the trade of pipeline capacity and any
other issues that stakeholders consider are not captured.

4.1.1 Lack of incentives to trade capacity on the CTP

One of the original intents of the capacity trading reforms was to provide the market with
two instruments that complement each other to make secondary capacity more accessible
and trading in it more liquid. Given the proceeds from the auction did not flow to the
incumbent shipper, this was (amongst other things) designed to act as an incentive for the
shippers to release capacity ahead of time through the CTP (since they would receive
compensation for doing so).
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Despite this intention, there has been virtually no trading to date on the CTP (with only
one trade since its commencement). Evidence from participants suggests that this
situation is being driven by several key factors:

= Participants do not want to sell capacity on the CTP because they prefer to retain it in
order to manage risks of short-term demand peaks. They judge the optionality value to
be higher than the price an alternative shipper would pay if purchasing the capacity on
the platform. Moreover, the risk of relinquishing capacity through the DAA is not
perceived as a strong punitive measure for retaining capacity, because the ability to
renominate is retained, potentially at the expense of the winning bidder who could be
curtailed.

= Participants do not buy capacity on the CTP because they expect the unnominated
capacity will be made available later on the auction for a potential $0/GJ reserve price.
Securing access to capacity early is judged less valuable than waiting until the day-
ahead and getting it at a most likely lower cost. The curtailment risk associated with
capacity procured through the DAA is also generally not seen as an issue by
participants, meaning there is less demand for firm secondary capacity.

= There is limited liquidity in secondary medium-term contracting, driven in part by a
strong demand correlation between most shippers (during the winter months),
meaning that all shippers are typically seeking capacity at the same time. This means
that the product offering on the CTP is rarely used by participants.

However, it should be noted that these views represent participants’ experience to date,
where contracting patterns have led to often large amounts of contracted but unnominated
capacity being made available in the DAA. This helps explain both why capacity holders
see the right to renominate capacity released in the DAA as useful but those who obtain
capacity through the DAA do not see this as a major issue. This situation may change
over time, if shippers recontract for long-term capacity in ways that result in there being
less contracted but unnominated capacity.

4.1.2 Inconsistencies in fee structure

When patrticipating in the auction or trading on the platform, participants must pay a range
of different fees in addition to the winning auction price on the DAA or the clearing price
on the platform.

Such fees are charged both by AEMO to procure capacity through the auction or the
platform and by pipeline service providers to cover their costs. A summary of these fees is
outlined below.

Figure 6 sets out fees for the different facilities run by different operators. Fees are set out
in terms of the fixed and variable components.

Figure 6: Overview of AEMO and facility operator fees for capacity trading

Operator: AEMO *

Facilities/markets: CTP, DAA

43 https://aemo.com.au/-/mediaffiles/about_aemo/energy_market_budget_and_fees/2021/2021-22-aemo-gas-market-fees-
schedule.pdf?la=en
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Fixed charge ($): $15,914 registration fee. GSH licence: $12,000 p.a. (commodity +
capacity) or $7000 p.a. (capacity only)

Variable charge ($/GJ): CTP: $0.008; DAA: $0.028 (compression) $0.036 (other)
Operator: APA%

Facilities/market: SWQP, RBP, BWP, WGP, CGP, MSP, SESA, Wallumbilla & Moomba
compression

Fixed charge ($): Nil

Variable charge ($/GJ): CTP Nil; DAA Nil
Operator: Jemena*®

Facilities/market: EGP, VicHub, QGP, DDP, NGP
Fixed charge: $500 per month.

Variable charge ($/GJ): CTP: Nil; DAA: Nil.
Operator: Epic

Facilities/market: MAPS%

Fixed charge: $2,917 per month

Variable charge ($/GJ): CTP: Nil; DAA: Nil.
Operator: Not available.

Facilities/market: SEPS*

Fixed charge ($): $833.33 per month
Variable charge ($/GJ): CTP: Nil; DAA: Nil.
Operator: SEAGas*

Facilities/market: PCA, PCI

Cost ($): $5.052 per month

Variable charge ($/GJ): CTP: Nil; DAA: Nil.
Operator: Palisade*

Facilities/market: TGP

Fixed charge ($). Upfront charge: $733.39 per month. Ongoing fee: $263.89 per month.
OTSA fee: $3,000

Variable charge ($/GJ): CTP: Nil; DAA: Nil.

4 https://www.apa.com.au/our-services/gas-transmission/tariffs-and-terms/
4 https://jemena.com.au/documents/pipeline/all-p24-pipelines-standardisation-cost-charges-met.aspx

46 https://epicenergy.com.au/wp-content/uploads/2019/11/SEPS-Standard-OTSA-Facility-Specific-Terms-Version-2-
Published-4-November-2019.pdf

47 https://epicenergy.com.au/wp-content/uploads/2019/11/MAPS-Standard-OT SA-Facility-Specific-T erms-Version-2-
Published-4-November-2019.pdf

48 https://seagas.com.au/services/access-to-services/

49 https://www.tasmaniangaspipeline.com.au/volumes/documents/20191101-TGP-Standardisation-Charge-Schedule-
Final.pdf
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Operator: Origin®°

Facilities market: Roma Pipeline

Fixed charge ($): Nil

Variable charge ($/GJ): CTP: Nil; DAA: Nil.

Operator: Lochard®!

Facilities market: lona

Fixed charge ($): $750 per month per service

Variable charge ($/GJ): CTP: $0.01; DAA: $0.01

Operator: Santos®?

Facilities/market: Ballera

Fixed charge ($/GJ): Upfront charge: $5,000

Variable charge ($/GJ): CTP: Nil; DAA: Nil.

End of Figure 6.

As is shown in Figure 6, there are inconsistencies in the structure and level of fees across
pipeline operators, with SEA Gas and EPIC charging significantly higher fixed fees than
their counterparts. This issue was flagged by the ACCC Gas Inquiry reports in both
January 2020 and January 2021 as being a strong deterrent to accessing secondary
capacity on the PCA pipeline (owned by SEA Gas) and MAPS (owned by EPIC). Very

little to no capacity has been won at auction on those pipelines, and the service providers’
standardisation charges may be a factor behind this.

These fixed fees that form these charges could be acting as a barrier for smaller
participants as they cannot take advantage of economies of scale and bear more risk
given the size of their portfolio, as well as the associated prudential requirements required
to access these pipelines. This contrasts with larger players who contract more trades
with significant volumes and can therefore better amortize the pipeline operators’ fixed
fees.

We note the AER in 2019 found that although the charging structures varied, these were
unlikely to represent a substantial barrier to secondary capacity trading.%3

4.1.3 Barriers to access of backhaul auction capacity

Backhaul capacity through the DAA is only available on single directional pipelines as a
service — on bidirectional pipelines, since firm forward haul can be sold in both directions,
backhaul is not made available.

There are potential barriers within the DAA which may be preventing shippers from fully
utilising backhaul capacity even in situations where it may result in the lowest overall cost

50 https://www.originenergy.com.au/wp-content/uploads/Roma-Pipeline-OTSA-Agreement_Facility-terms.pdf

51 https://www.lochardenergy.com.au/wp-content/uploads/2021/06/0OTSA-Standardisation-Costs-and-Charges-1-July-2021-
current.pdf
52 https://www.santos.com/wp-content/uploads/2020/01/otsa-facility-specific-terms-ballera-compression-facility-v1.pdf

5% AER, Operational transportation service agreement compliance review (February 2020)
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to the network. This is typically in situations where pipelines have become classified as
bidirectional, which can lead to:

= An imbalance in contracted capacity in both directions: The quantity of available
capacity on the DAA can be limited on pipelines which are classified as bidirectional,

but where the contracted capacity in one direction is much greater than in the opposite

direction. For example, on MAPS, the capacity is fully contracted from Moomba to
Adelaide while less than 10% is contracted in the opposite direction.>* This means the
capacity released in the DAA can be significantly less than the amount of capacity that
would be released as backhaul for a single direction pipeline (where the amount of

capacity released would instead be determined by the amount that the pipeline was
flowing in the dominant direction).

® Additional costs to transport to the same service point: Conversion of a pipeline
to bidirectional status can lead to reclassification of delivery and receipt points on the
pipeline. This can mean that a participant who could originally purchase backhaul to a
particular service point must now purchase forward haul which may lead to a less
favourable service point. For example, on the Queensland Gas Pipeline (QGP),
backhaul capacity flowing south could originally be delivered to the high-pressure side
of the Wallumbilla hub, whereas now participants can only purchase firm forward haul
capacity flowing south into the low-pressure side, requiring redirection and
compression to achieve the same outcome.

4.1.4 Suboptimal timetable for the auction

Prior to the introduction of the capacity trading reforms in 2019, gas markets in the
eastern states and Northern Territory operated on independent timetables with gas days
in NSW/ACT, TAS, and SA starting at 06:30 AEST, QLD at 08:00 and NT at 08:30. As
such, nomination cut-off times for pipeline capacity also varied across eastern Australia.

A standard market timetable took effect from 1 October 2019, which established a
common gas day start time of 06:00 AEST across the east coast and Northern Territory, a
common pipeline nomination cut-off time of 15:00 hours, and a common nomination cut-
off time for pipeline capacity gained in the auction of 18:45.

While the standardised gas day has introduced numerous efficiencies for market
participants, two issues have arisen with the introduction of the auction, namely:

» Interaction with the STTM: Because the DAA is an auction of contracted but
unnominated capacity, it runs after the pipeline capacity nomination cut-off time (and,
in turn, the publication of STTM market schedules). This means that shippers who
intend to gain pipeline capacity through the auction do not know the outcome of the
auction when making STTM bids and offers. In practice, participants often taken the
risk of not gaining capacity and then make some other arrangement to manage their

exposure on the STTM if they are unsuccessful in obtaining capacity through the DAA.

= Late nature of DAA nomination timing: Smaller participants in particular reported
difficulties in using the DAA given the late timeframes for nominations, acting as a

barrier towards direct participation and increasing reliance on third-party management.

While this may not represent inefficient behaviour, it may limit the diversity of buyers
and sellers in the market and the resulting liquidity.

54 ACCC, Gas inquiry 2017-2025 (Jul 2020)
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4.1.5 Market power of pipeline operators for short-term capacity

While participants see the DAA as a success in limiting the market power of the
incumbent shippers, many consider there to have been a persistent issue around short-
term access to primary capacity. Across the east coast, there are numerous pipelines
which are not 100% contracted but are experiencing a large amount of secondary trading
activity, with the result that many smaller users are frequently taking interruptible transport
risk via the DAA.

In a similar vein to the incentives for incumbent shippers to withhold spare capacity, noted
by the AEMC, there are potentially incentives for pipeline operators to act in a similar
manner. The issues highlighted by participants include:

= the ability of service providers to charge non-competitive rates on pipelines not subject
to full regulation (or in the absence of a relevant reference service) due to the lack of
competition in primary firm capacity;

= physical or economic withholding of primary capacity, which can lead to a higher
willingness for shippers to pay if potential market shortfalls become material; and

= the bargaining power of pipeline operators when negotiating primary Gas
Transportation Agreements (GTAs), particularly with smaller participants, due to a lack
of transparency around pricing and terms

There are also potential issues regarding the presence of Most Favoured Nation (MFN)
clauses in legacy foundation shipper contracts. These clauses were agreed with the
foundation shipper(s) when the pipeline infrastructure was originally constructed and
reduce the incentive for pipeline operators to sell similar firm products at a lower rate than
agreed with the foundation shipper(s).

While secondary trading of pipeline capacity through the DAA has seen a high volume of
trades under the current market conditions, this could change as shippers recontract and
seek more flexible shapes, a lower overall position, and shorter timeframes for contracts.
These changes in shipper contracting behaviour could decrease the overall amount of
contracted but unnominated capacity available in the auction and, therefore, lead to an
increase in curtailment or clearing prices in the DAA. As a result, participants may
increasingly need to procure transport from pipeline operators in the form of primary firm
capacity or as-available services.

The economic regulatory framework for primary pipeline capacity is being amended to
reflect the recent decision to implement a simpler regulatory framework that will pose a
more effective constraint on service providers’ market power, facilitate better access to
pipelines and provide greater support for commercial decisions.>® The amendments to the
NGL and NGR required to give effect to this decision have recently been released for
consultation, and are expected to be implemented in late 2022.%

Under the revised framework, the AER will have the power to make determinations as to
which form of regulation should apply to pipelines and to approve reference services. A
single negotiation framework will be implemented that will apply to both scheme and non-
scheme pipelines, with enhanced information disclosure requirements and new provisions
to strengthen the credibility of the threat of smaller shippers triggering a dispute.

55 https://fenergyministers.gov.au/publications/energy-ministers-release-gas-pipeline-decision-regulation-impact-statement

56 https://fenergyministers.gov.au/publications/energy-senior-officials-release-gas-pipeline-draft-legal-package-consultatio
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Stakeholder views are sought as to the extent to which the updated pipeline economic
regulatory framework will address the participants’ concerns regarding the sale of short-
term primary capacity, in particular whether it is likely to be appropriate for the AER to
consider approving shorter-term reference services and whether a regulatory approach
predicated on negotiation (with a dispute resolution process as a fall-back) is best suited
for the sale of primary capacity for periods of perhaps only a few months or even days.

Box 4.1: Questions on potential problems with pipeline capacity trading
25. Do you agree with the problems that have been identified with pipeline capacity trading frameworks and
what effect do you think they could have on future liquidity growth in the east coast gas market?

26. Are there any other problems that you think should be considered? If so, please set out what they are,
what effect they may be having on pipeline capacity liquidity, and how these problems could be addressed.

27. Do you agree that these identified problems are relevant to meeting the objectives in Chapter 2.4? If not,
please explain why.

End of Box 4.1.

4.2 How could these problems be addressed?

Senior Officials have identified a number of potential solutions to these problems.
Stakeholder feedback is welcomed on the options presented in this paper, as well as any
other avenues which might similarly alleviate barriers to increased liquidity and meet the
objectives of this reform work.

The potential solutions include those identified through work undertaken by KPMG in
consultation with industry market participants, as well as options which have been
identified in reports prepared by the AER, AEMC, and GMRG.

Stakeholder feedback is welcomed on these possible solutions, as well as any other
alternative ideas or options which could similarly alleviate barriers to increased liquidity
and meet the objectives mentioned above. In taking any actions forward, feedback is also
welcomed on how they might be progressed including what additional assessment and
consultation is required.

These options have broadly been ordered in terms of a preliminary view on increasing
complexity for implementation.

4.2.1 Reviewing fee structures and levels

Given the linkages between some of the issues regarding fees and cost recovery for the
capacity trading reforms, there are several potential options which could be pursued which
could reduce barriers to participation. More broadly, these could be considered under a
detailed review of the structure, consistency, and efficiency of fees across the pipeline
capacity trading mechanisms from both AEMO and pipeline operators. This review could
include consideration of any or all of the following measures.

4.2.1.1 Review of AEMO fee structures

Implementation of a consolidated fee for both the DAA and CTP could alleviate concerns
around costs associated with the CTP and encourage greater use of it. Alternatively, the
variable fee charged by AEMO could also be reduced over time in order to encourage a

greater level of trading, noting this has recently been reviewed by AEMO who responded
to stakeholders requesting a fee per transaction rather than a fee per volume of gas.
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4.2.1.2 Streamlining pipeline operator fees

While the initial GMRG recommendations (which were subsequently implemented)
provided pipeline operators with the flexibility to calculate charges to manage their own
cost recovery, we note that this has led to an inconsistent market which acts as a barrier
towards flexible trading across pipelines. Given the limited routes available for shippers to
transport gas between points, inconsistent fees across pipeline operators limits the
efficiency through which this transport can occur.

As an example, EPIC and SEAGas pipelines have a comparatively large fixed cost
component, which pipelines operated by other service providers do not (see Figure 6
above). As noted above, the ACCC has suggested that these high fixed costs represent a
barrier to smaller participants trading on these pipelines.

Four potential options for streamlining pipeline operator fees have be identified:

= Reporting and transparency: Extending the financial requirements outlined in Part
23 of the NGR (Part 23) around financial reporting guidelines.®” This could require
pipeline operators to publish the method through which fees are calculated and
recovered for capacity trading and the components which make up these fees.

*» Reducing prudential requirements: Removing or reducing the fixed component of
some pipelines to reduce the level of credit required to be posted by shippers
participating in the DAA on these pipelines.

= Common fee structure and methodology: A common fee structure and
methodology across all pipelines to encourage consistency, although noting the
underlying risk of pipeline operators maintaining a high level of fees on certain
pipelines, while respecting those new structure requirements.

= Common fee amount: A common fee amount is collected by pipeline operators rather
than relying upon just a common structure and methodology. The AER could be
involved in calculating the appropriate costs of doing business for operators.

As a supplementary option, AEMO could potentially act as the single point of collection for
this common fee, redistributing funds to pipeline operators. This redistribution could be
based on pipeline operators’ respective incurred costs, as reported under Part 23
(although some level of regulation or additional agreement between AEMO and pipeline
operators might be required to manage this). This would mean that participants only pay a
single set of fees to AEMO when trading capacity in the gas market.

While some of these measures would increase the level of oversight and regulation on
pipeline operators, they would be consistent with reducing barriers to trade.

In order to implement these measures, changes to the NGR would be required and the
AER may need to have an expanded role compared to its current role in conducting
compliance reviews of pipeline operator charges. Changes in this area would be self-
contained, relatively straightforward to implement, and have the potential to increase
participation by smaller participants and for specific pipelines.

It is noted that the AER conducted a review into the fees levied by pipeline operators in
2019 and found that the varying charging structures were unlikely to represent a
substantial barrier to secondary capacity trading.*® Stakeholders’ views are sought on the

57 These requirements are contained in Part 10 of the amended NGR drafting to give effect to the revised pipeline economic
regulatory framework recently released for consultation.

%8 AER, Operational transportation service agreement compliance review (Feb 2020)
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potential for changes to fee structures to increase participation and liquidity, and the best
approach for making changes, including whether further assessment of options relating to
AEMO should be integrated into AEMO’s next fee review in 2024.

Box 4.2: Questions on reviewing fee structures and levels
28. Do the fees charged by AEMO for participation in pipeline capacity trading act as a barrier to further
growth in usage? How could this be alleviated?

(a) To what extent should pipeline operator fees be reformed in order to increase the efficiency of
the market, noting the options outlined above?

(b) Do you agree with the AER’s initial findings that the fee structures imposed by pipeline operators
did not represent a substantial barrier to trading?

29. Would an increased level of regulation on pipeline operator fees be warranted in order to better improve
market outcomes? Are there any risks which could arise from this approach?

30. In terms of an implementation roadmap, what importance would you place on addressing this issue and
how quickly do you think it needs to be addressed?

End of Box 4.2.

4.2.2 Reviewing bidirectional pipeline restrictions

As noted earlier, classification of a pipeline as bidirectional removes the ability for
backhaul auction capacity to be made available through the DAA. This can create issues
in circumstances where there is a large imbalance in contracted capacity levels in either
direction, or where the receipt and delivery points change as a result of the
reclassification.

Given the complexity of the issues which have been raised, there are a number of
potential options which could be pursued, including:

= provision of an interruptible backhaul auction product on bidirectional pipelines, based
on the contracted and nominated capacity in either direction on the pipeline; and

= reviewing and potentially strengthening the conditions under which a bidirectional
pipeline can be classified as such, including access to delivery and receipt points and
contracted quantities in forward haul directions (e.g. contracted capacity in non-
dominant flow direction must be at least 20% of capacity in dominant flow direction).

The obijective of any such changes would be to achieve the GMRG’s original intentions to
make interruptible backhaul capacity available where it leads to greater efficiency in
capacity trading in the market, noting the benefits which the GMRG saw in this service.

Box 4.3: Example of interruptible backhaul capacity on bidirectional pipelines

A bidirectional pipeline has 100 TJ of capacity contracted north, and 40 TJ of capacity contracted south.
Prior to a gas day, the incumbent shippers moving gas north nominate 90 TJ of capacity, while the
incumbent shippers moving gas south nominate 10 TJ of capacity. This means the net nominated position
prior to the auction is 80 TJ north

As aresult, there is at least an additional 10 TJ of capacity northwards below the northern contracted
capacity which is not being utilised. Additionally, there is at least an additional 90 TJ of capacity southwards
below the southern contracted capacity which is not being utilised.

These quantities could be offered as backhaul interruptible products — 10 TJ of interruptible backhaul
capacity flowing north, and 90 TJ of interruptible backhaul capacity flowing south. If all northern backhaul is
used, this would lead to 100 TJ of flow north (equalling contracted capacity). If all southern backhaul is
used, this would lead to 40 TJ of flow south (equalling contracted capacity).

End of Box 4.3.

While there may be concern around the impact on investment signals, it is noted that the
auction product is an imperfect substitute for firm capacity. Additionally, since the
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backhaul product would be curtailed in response to renominations and would be limited by
the net contracted position, this would not use any uncontracted primary capacity on the
pipeline nor impact incumbent shippers’ rights.

It is noted that there are many bidirectional pipelines (such as SWQP) which do not have
the same issues regarding backhaul availability and where there would appear to be no
case for intervention. It is proposed, that any framework changes should therefore be
made in a way such that they can apply on a case-by-case basis or to pipelines with
certain, defined characteristics. Detailed consideration of design and implementation
pathways is required, but preliminary analysis suggests that revising bidirectional
classification requirements may be less complex than introduction of an interruptible
backhaul auction product on bidirectional pipelines.

Box 4.4: Questions on reviewing bidirectional classification

31. Are there specific pipelines for which access to backhaul capacity is an issue for participants?

(a) Would an interruptible backhaul auction product on bidirectional pipelines such as the one
described above be feasible? If not, please explain why.

(b) Is there a need to strengthen the conditions by which a pipeline can be made bidirectional? What
risks could eventuate through a higher barrier to reclassification of pipelines?

32. In terms of an implementation roadmap, is there a preferred approach or other considerations which
should be considered for future consultation and assessment, if this option was to be investigated further?

End of Box 4.4.

4.2.3 Alleviating issues around auction timing

Regarding the timing of the auction itself, there may be options available to increase the
efficiency of its operation for participants.

4.2.3.1 Shifting forward nomination time within the Gas day

One option would be to investigate whether the deadline for nominations could be brought
forward from 15:00 to an earlier time (e.g. 14:00). This would shift all subsequent
processes forward in the Gas day, including the nomination cut-off time for auction
guantities. This would have the following implications:

= Service providers would be provided the same length of time to carry out scheduling
activities in the auction;

= Greater forecasting ability over time should reduce the need to nominate as late in the
day as possible which was a key benefit seen by the GMRG;

= Shifting to an 8-hour offset between gas day start time and nomination cut-off time
would provide only SA participants with a shorter offset as compared to the timings
prior to harmonisation of the gas day, noting that NSW/ACT participants originally had
an 8-hour offset and QLD had a 6-7 hour offset prior to harmonisation; and

= Bidding for the NEM closes at 12:30 (AEST) for the next day, with pre-dispatch being
published for the subsequent 30-minute periods to the end of the next trading day,>®
still allowing 1.5 hours before a 14:00 nomination cut-off.

% GMRG, Capacity Trading Reform Package (Nov 2017), p.73
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One key issue around this option is the impact on GPG bidders. The risk raised by EPIC
in response to the GMRG’s consultation was that GPGs would have less certainty over
their gas nomination needs if the nomination cut-off time was shifted to earlier than 15:00
(AEST),%° resulting in inflated nominations by GPGs to account for this uncertainty. There
may also be increased uncertainty from all shippers which could impact the willingness to
release capacity ahead of time. The impact of this would need to be considered further in
the context of the benefit it could provide.

4.2.3.2 Automated nominations on behalf of participants

Another option might be for an optional service to be provided to smaller participants
which allows them to have all capacity won in the auction nominated for the next day. This
would mean they would not need to be involved in the nomination process after the
auction settles and would alleviate the issue around the late nomination cut-off time.

Such a service might be provided by AEMO or by facility operators, with this role
potentially dependent on how the opt-in nomination is made, whether done as part of the
bid or done directly with the facility operators. However, further consideration would be
needed of the detailed implementation of this approach, including how it would be paid for
and any required rule changes.

These options should be relatively self-contained and straightforward to implement, and
hence may warrant further consideration. The reasoning supporting the current 15:00
nomination cut-off time does not seem to preclude moving this forward by an hour, and
doing so could offer benefits to smaller participants and could therefore promote
increased participation. However, careful consideration would need to be given as to
whether this would result in any wider impacts that might outweigh the likely benefits.

Box 4.5: Questions on alleviating issues around auction timing
33. Would shifting forward the nomination cut-off time within the gas day present any difficulties? How might
this impact the certainty for gas users to nominate for the next day?

(a) Would the benefit in shifting forward the nomination cut-off time, and consequently the DAA, be
sufficiently material to justify change?

34. Are there thoughts on the usefulness of an automated nomination process for auctioned capacity in
order to alleviate timing concerns from smaller participants? How might this be best implemented?

35. In terms of an implementation roadmap, what importance would you place on addressing this issue and
how quickly do you think it needs to be addressed?

End of Box 4.5.

4.2.4 Reviewing firmness of auction product

During the development of the GMRG’s recommendations for the DAA, the firmness of
the auction product was a heavily discussed design aspect. While a second priority firm
auction product was ultimately recommended (where incumbent shippers could
renominate if desired), there was an explicit recommendation from the GMRG for the
AEMC to review the appropriateness of this decision in its 2020 Biennial Liquidity
Review.®! This was intended to consider if the second priority firm auction product was
providing shippers with enough incentive to sell capacity on the CTP ahead of the auction.

% GMRG, Capacity Trading Reform Package (Nov 2017), p.72
51 GMRG, Design of day-ahead auction of contracted but un-nominated capacity (Dec 2017), p.46
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Given that such an incentive does not appear to have eventuated, the concept of a hybrid
auction considered by the GMRG could be revisited, whereby two auction products would
be offered through the DAA:

= A firm auction product (i.e. not subject to curtailment to facilitate renomination by the
original rights holder); and

= A secondary interruptible auction product.

Offering two products in this way might encourage incumbent shippers to be more
accurate in their original nominations (to avoid losing firm capacity), while still limiting the
impact on existing rights holders by limiting the ratio of firm rights offered in the auction.

The specific structure of the renomination limits and the amount of capacity which would
be made firm under this model would need to be considered further. For example, it may
be possible to provide more flexibility to parties such as GPGs which may require
renominations which cannot be accurately forecast.

When consulted on by the GMRG, the introduction of a firmer DAA product through a
hybrid auction approach raised concerns around the impact this might have on investment
signals. The concern was that, if a firmer product was offered in the DAA, this might
discourage shippers from contracting on a firm basis and reduce investment signals within
the market. However, even a firmer auction product would still be an imperfect substitute
for firm capacity (it would still only be being sold on a day-ahead basis, for instance), and
such firmer capacity would also likely be limited to a percentage of available capacity in
order to better preserve renomination rights.

Although the DAA is widely perceived to have been a success, there appears to be a
good case for further investigating this option. It could improve the utility of some of the
capacity sold through the auction and would also likely lead to greater incentives for
incumbent shippers to release unused capacity ahead of the auction, by limiting
renomination rights on unnominated capacity.

However, we note that this is a complex area that was subject to different views
expressed during the GMRG process. Consequently, it is likely to benefit from careful
consultative consideration, whether by the AEMC or another body, to consider the costs
and benefits of such a reform, which could build on the success of the DAA without
undermining the role it has developed in the market.

Box 4.6: Questions on reviewing firmness of auction product

36. Should the firmness of the auction product as initially recommended by the GMRG be revisited, given
the outcomes of the auction and use of the CTP?

(a) What risks could shifting to a hybrid auction introduce (e.g. impact on investment signals)? What
measures could be put in place to limit any impacts?

37. In terms of an implementation roadmap, what additional work is required to consider the merits of
reviewing the firmness of auction products?

End of Box 4.6.

4.2.5 Improving the usefulness of the Capacity Trading Platform

As an alternative or as a complement to changing the incentives to sell capacity ahead of
the DAA, options to improve the usefulness of the CTP could be investigated. These
comprise two possibilities: to simplify the process for the trading of secondary capacity
products and/or to open up the CTP to allow shippers to also access primary capacity.

54



4.2.5.1 Simplifying the secondary capacity products offered

Consideration could be given as to whether there would be value in making changes to
the secondary capacity products offered on the CTP. One of the reasons for the success
of the DAA has been its ease of use — participants submit bids for capacity each day and
they are centrally cleared and settled by AEMO via the auction.

For the CTP, participants have to put orders up on screen and those orders have to be hit
in order for a trade to happen. This requires traders to be actively engaged in the market
for a product that has a low value relative to the value of natural gas and is naturally
somewhat illiquid. This is exacerbated by the fact that there are numerous products
available for trading, which splits focus and potentially liquidity as well.

It may therefore be beneficial to investigate the possibility of streamlining the product
offering on the CTP, for example to focus on a smaller number of key routes or tenors. It
may also be possible to concentrate what potential liquidity there is through coordinated
trading windows or by means of a centrally coordinated auction for secondary capacity.

More detailed design work would be required to develop these concepts, but stakeholder
views are welcomed on the extent to which a simplified product offering or a coordinated
trading mechanism would be beneficial.

4.2.5.2 Opening access to primary capacity products

To reduce the transaction costs associated with procuring short-term primary capacity and
in order to better utilise uncontracted capacity on pipelines (noting the high amount of
secondary trading on pipelines which are not 100% contracted), the CTP could be opened
up to allow shippers to access primary pipeline capacity. This could be offered by service
providers for purchase under standardised terms, and might include short-term firm day-
ahead, daily, weekly or monthly products, and potentially interruptible products.

If it did not have a GTA with the relevant service provider, a shipper purchasing capacity
through the CTP would need to have an Operational Transportation Service Agreement
(OTSA) in place. For the avoidance of doubt, longer term GTAs for primary capacity would
still be negotiated bilaterally between service providers and shippers.

A key issue with this option would be how to ensure that the prices offered by service
providers were competitive, as there would be little point making capacity available
otherwise. As discussed in section 4.1.5, the economic regulatory framework for primary
pipeline capacity is currently being amended.

For pipelines which would be subject to stronger regulation under the updated pipeline
economic regulatory framework (‘scheme pipelines’), reference tariffs for shorter-term
reference services could be approved by the AER. However, for non-scheme pipelines,
the threat of arbitration may not be credible for sales of very short-term capacity.

One approach could be to rely on the tariffs published by service providers and potentially
develop pricing principles to govern their application to products offered on the CTP. Short
term services are typically sold at rates higher than long-term capacity to reflect the fact
that, on average, not all long-term capacity will be used. Potential pricing principles for as
available and interruptible services were considered by the ACCC through its Inquiry in
2016, and are discussed in Box 4.7. Since that time, service providers have increasingly
offered short-term firm products as opposed to as available, but similar considerations are
likely to apply.
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Box 4.7: Pricing principles for as available and interruptible services

There is no well-accepted regulatory principle for pricing as available or interruptible services in Australia,
but the principle that has been adopted in the EU and US is that the price of as available or interruptible
services should not exceed the price of firm capacity.®?

In Australia, firm capacity charges tend to be payable of the basis of reserved capacity, while as available or
interruptible charges are payable on the basis of actual volumes transported. So if a customer with a firm
transportation service only transports 77 per cent of its reserved capacity on a day (that is, a 130 per cent
load factor), the price payable on a per GJ of gas transported basis would be equivalent to a 130 per cent
firm capacity charge.

In its Inquiry, the ACCC has used this approach of multiplying a pipeline’s firm capacity charge by its load
factor to develop a benchmark used to assess whether its charges for as available services could be viewed
as excessive. However, one key difference from the US is that, in the US, revenue from as available and
interruptible services would be used to reduce firm transportation rates whereas, in Australia, pipeline
operators retain the benefits. On this basis, it may be justifiable to expect that tariffs for as available and
interruptible products should be lower than the ACCC’s benchmark on fully contracted pipelines.

End of Box 4.7.

To avoid any incentive for them to withhold capacity, service providers could be required
to offer a specified proportion of (or all) uncontracted capacity on the CTP. (Interruptible
capacity might be offered on fully contracted pipelines.) To deal with the MFN issues
raised elsewhere in this paper which may currently be disincentivising lower prices being
offered for primary capacity, this option would seek to ensure that service providers are
not required to provide the same price to those foundation contracts as offered through
the trading platform.

This option could mitigate some of the concerns in the market around the competitiveness
with which short term primary capacity can be obtained. This is likely to be of increasing
importance if and when contracted but unnominated capacity in the market declines over
time in response to more efficient contracting behaviours. This option may also better
meet the original vision for the CTP, which envisaged a diverse range of products and
explicitly included the potential for primary capacity to be offered on the platform.

Further consideration would need to be given to the issue of pricing for the short-term
products offered on the CTP, with any approach likely to build on the amended economic
regulatory framewaork currently being implemented. This would ideally need to a strike a
balance between allowing for the efficient allocation of capacity while also not
undermining investment signals, as might be the case if short term capacity was sold at a
significant discount to longer term capacity.

Establishing such arrangements might represent a material increase in the scope of
pipeline regulation at a time when substantial change is already proposed, and would
create a new interaction between the frameworks for primary and secondary capacity
sales. As such, it would likely need to be considered subsequent to and having regard to
the impact of the framework changes agreed through the Pipeline RIS. More detailed cost
benefit analysis would be required to consider the merits of this option, including its
impacts on investment signals, its ability to provide competitive firm capacity and its
impact on existing arrangements, prior to any necessary regulatory reforms.

Box 4.8: Questions on improving the usefulness of the Capacity Trading Platform

38. Could the usefulness of the CTP be improved through a simplified product offering or coordinated
trading mechanism for secondary capacity? How could simplification best be achieved?

52 ACCC, Inquiry into the east coast gas market, April 2016, p. 109.
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39. Would increasing access to primary capacity products on pipelines through the CTP result in a more
efficient gas market, and improve flexibility for shippers and buyers? Is this an attractive alternative to
bilateral contracting for short-term primary capacity?

(a) What products could be made available? Is the CTP the most appropriate platform to make
these products available? If not, please explain why.

(b) How could pricing for these products be set? How could any incentives for economic withholding
be addressed?

40. In terms of an implementation roadmap, what additional work is required to consider the merits of
trading primary capacity products on the CTP?

End of Box 4.8.

4.2.6 Other options considered

A number of other potential options have been identified by Senior Officials, but not
progressed further given preliminary issues identified. These included:

= Implementation of a secondary backhaul auction or dynamic backhaul capacity in
the DAA in order to increase the availability of backhaul capacity on pipelines.
Such approaches were assessed by the GMRG during the development of the
pipeline capacity trading regime but considered unduly complex for the potential
benefits arising. Pipelines on which dynamic backhaul was offered could not be
included in linked bids.

= Increasing the value of auctioned capacity through increasing the reserve price or
shifting to a pay-as-bid model rather than pay-as-cleared in order to increase
incentives to trade on the CTP. This option was also assessed by the GMRG, who
noted the risk that a reserve price higher than short-run marginal cost could reduce
the efficiency of the auction and the complexity of bidding strategies that would
likely eventuate under a pay-as-bid model.

= Diverting auction residues to shippers, with the intention of retaining or improving
investment signals for firm capacity. The disadvantage of this option is that it would
likely further decrease the incentives for shippers to release capacity ahead of the
DAA.

= Running a provisional DAA auction round at D-2 or increasing the number of
STTM rounds in order to alleviate issues around mismatched nomination timings
with the auction. A further option might be to clear the DAA and STTM
simultaneously so that participants could pair bids for DAA capacity and offers in
the STTM. While these options might assist with price discovery and help manage
the interaction between the DAA and STTM, they are likely to be relatively
complex and costly to implement, and therefore considered disproportionate to the
issue in question.

Box 4.9 Questions on other options considered

41. Do you see potential benefit in any of these other options which would help to achieve the objectives
outlined in Chapter 2.4 and may warrant further exploration?

42. Are there additional options which have not been explored or identified here and should be considered
by Energy Ministers in more detail?

End of Box 4.9.

57



Table 6: Detailed outline of potential options and pathways for pipeline capacity trading
Table 6 sets out the potential policy options and the implementation pathways for the pipeline capacity trading framework.

The implementation pathways are assessed in terms of (a) ease of implementation (rated in terms of high, medium or low), and (b) potential benefit
for liquidity (rated in terms of high, medium or low).

Option: reviewing fee structure and levels

Fees to access trading platforms as well as pipeline operator fees to trade capacity on the DAA may be acting as a barrier for further participation in the gas market. Potential
options to streamline fees, including modification to AEMO'’s fee structure and greater consistency in pipeline operator fees, could lower barriers to entry.

Potential implementation pathways

(a) Review of AEMO fee levels and structures. Ease of implementation: High. Potential benefit for liquidity: Low.

(b) Increasing reporting and transparency for pipeline operator fees under Part 23 of NGR. Ease of implementation: Medium. Potential benefit for liquidity: Low.

(c) Reducing collateral for pipeline operator fees on DAA through reduced fixed fees. Ease of implementation: Medium. Potential benefit for liquidity: Low.

(d) Implementing a common fee structure and for pipeline operator fees on DAA through NGR. Ease of implementation: Medium. Potential benefit for liquidity: Low.

(e) Implementing a regulated common fee for pipeline operators with potential collection through AEMO through changes to NGR/NGL Ease of implementation: Medium. Potential
benefit for liquidity: Medium.

Preliminary view

Many of these measures would involve an increased level of regulation on pipeline operators and would need to be assessed with respect to the impacts. A regulated fee could
represent the most efficient way of ensuring equal access to the DAA across the east coast market, although this needs to be tested further with stakeholders.

Option: reviewing bidirectional pipeline restrictions

Classification of bidirectional pipelines can be inefficient if it prevents participants from accessing backhaul auction capacity. More stringent classification requirements or
interruptible backhaul auction products on bidirectional pipelines may assist with this issue.

Potential implementation pathways

(a) Review and potential change of conditions for bidirectional pipeline classification. Ease of implementation: Medium. Potential benefit for liquidity: Medium.

(b) Introduction of interruptible backhaul auction product on bidirectional pipelines through changes to NGR. Ease of implementation: Low. Potential benefit for liquidity: Medium.
Preliminary view

Changes regarding bidirectional classification should apply only to pipelines with a significant direction imbalance in contracted flows. Further consideration is required, but a review
of classification requirements appears to be less complex.

Option: alleviating auction timing issues
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The late nomination cut-off time for the DAA is costly for participants who do not operate 24/7 trading desks. Alleviating this issue could lower costs and barriers to entry.
Potential implementation pathways

(a) Shifting forward the time for nominations for the following gas day by one hour through changes to the NGR. Ease of implementation: Low. Potential benefit for liquidity: Low.
(b) Automated DAA nominations on behalf of participants Ease of implementation: Medium. Potential benefit for liquidity: Medium.

Preliminary view

Further consultation is required to understand the potential impact of shifting the nomination time, noting automated nomination may be less complex to implement with a similar
benefit.

Option: reviewing firmness of auction product

A firmer auction product could reduce the uncertainty associated with curtailment of the auction product and increase incentives for participants to relinquish unutilised capacity
ahead of time.

Potential implementation pathways

Review of the existing second priority firm auction product and potential replacement with hybrid auction including a firmer auction product by AEMC or other relevant body. Ease of
implementation: Low. Potential benefit for liquidity: Medium.

Preliminary view

There appears to be a good case for further investigating this option given it was initially recommended to be reviewed by the GMRG. However, given the success of the DAA and
potential uncertain impacts of recontracting, it requires careful consultation prior to action.

Option: improving the usefulness of the CTP

The CTP could be used to reduce the transaction costs associated with procuring secondary or short-term primary pipeline capacity. The liquidity of secondary trading could be
focused on a reduced set of products or the CTP could be further opened up to primary capacity in order to assist in utility of the platform.

Potential implementation pathways

(a) Streamline the products on the CTP, for example to focus on a smaller number of key routes/tenors. Investigate coordinated trading windows or auction of secondary capacity.
Ease of implementation: Medium. Potential benefit for liquidity: Medium.

(b) Pipeline operators required to offer short-term standardised capacity products through the CTP in accordance with specified pricing principles. Ease of implementation: Low.
Potential benefit for liquidity: High.

Preliminary view

These options could assist participants in obtaining short-term capacity if and when the amount of contracted but unnominated capacity in the market declines. Further work is
required to scope both options, with careful consideration required regarding any changes to the scope of pipeline regulation.

End of Table 6.
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5. Other enabling framework reform options

In addition to options aimed at reforming the Wallumbilla GSH and pipeline capacity
trading frameworks, there are potentially options for reforming other enabling frameworks
which could assist in improving gas market outcomes, supporting market development
and achieving similar objectives in terms of liquidity and competition.

The purpose of such reforms would be to address barriers or constraints that are not
directly related to the market design of the GSH or pipeline capacity trading
arrangements, but which could still be hindering participation or trading activity. By
addressing some of these issues, it may be possible to increase the level of competition in
gas trading and thereby help market development.

These potential enabling framework reform options are outlined in more detail below.
5.1 Third-party access to gas infrastructure

5.1.1 What are the potential problems?

Following the publication of the Pipeline Decision RIS, the economic regulatory framework
for transmission and distribution pipelines is being updated. The amendments to the NGL
and NGR required to give effect to this decision have recently been released for
consultation.

The new framework is intended to improve access to pipelines and address the market
power of pipeline operators, which could result in lower than efficient levels of production,
consumption and investment in gas pipelines. The amendments relate to provisions
around regulation thresholds, the forms of regulation applied to pipelines, governance
arrangements, information disclosure, and negotiation frameworks. The current framework
has gaps which can leave shippers exposed to the exercise of market power and lead to
unnecessary costs and delayed access.

Box 5.1: Summary of options considered under Pipeline RIS

Currently, pipelines providing third-party access are subject to some form of economic regulation. An initial

coverage test determines whether a pipeline should be regulated (scheme) or non-regulated (non-scheme).
If a pipeline is a scheme pipeline, it undergoes another test to determine whether it should be subject to full
regulation (requiring an access arrangement with reference tariffs) or light regulation (requiring information

provision to support commercial negotiations). Non-scheme pipelines are subject to Part 23 regulation, with
information disclosure requirements and a form of arbitration.

Four options were considered as part of the Pipeline RIS, comprising:
1. Maintaining the status quo;

2. Regulation of pipelines with substantial market power, subject to full regulation or a strengthened
Part 23;

3. Full regulation or a strengthened Part 23 applicable to pipelines offering third-party access plus
those that satisfy a third-party access test; or

4. Regulation of all pipelines, subject to direct price control or a strengthened Part 23.

The option agreed by Energy Ministers was a hybrid option emerging from the consultation process, that
was subsequently referred to as option 3(b), requiring all pipelines to provide third party access and be
subject to some form of regulation, namely:

e  Stronger regulation, where there is a negotiate-arbitrate framework with reference tariffs approved
by the regulator; and

e Lighter regulation, based on the existing Part 23 but strengthened through inclusion of safeguards.
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This also includes greater accountabilities for service providers in terms of limiting market power,
information disclosure, and allowing the regulator to actively monitor behaviours.

End of Box 5.1.

The same issues which have spurred regulation for gas pipelines may exist for other large
pieces of infrastructure in the gas market outside of pipelines. These include:

= gas storage facilities;

» stand-alone compression facilities;®
= gas processing plants; and

= LNG production facilities.

These facilities can also exhibit natural monopoly characteristics, including that accessing
an existing facility is often much more economically efficient than constructing a new
facility. Providing access to smaller parties, such as producers, that do not have sufficient
scale to develop their own facilities can act to increase competition in both upstream and
downstream markets.

Currently, regulated third-party access frameworks do not extend to all of these facilities,
although it should be noted that gas storage and stand-alone gas compression facilities
will, in future, be required to publish information on terms and prices.%* Section 44B of the
Competition and Consumer Act 2010 also explicitly excludes the use of production
processes from the services that fall within the scope of the national access regime set
out in Part IlIA of that Act.

In the absence of explicit regulation governing access to these facilities, there is potential
for facility operators to exercise market power and result in less efficient outcomes for
access seekers and the broader market. This may particularly impact smaller participants
and affect their ability to trade gas, hedge their ongoing risk, make use of infrastructure or
access alternative markets which could provide greater economic value to participants
and the gas market overall.

The ACCC is currently examining upstream structural issues which may present barriers
to supply being brought to market. As part of this work, the ACCC has found that it can be
very difficult for smaller producers to negotiate access to other producers’ infrastructure,
even where there is spare capacity.5® While its current work relates primarily to upstream
production, the ACCC'’s concern is that there is a risk that some gas will consequently not
be brought to market even where it would be efficient to do so. This has relevance for
competition in downstream markets, such as the GSH.

% Third-party access to mid-line compression services forming part of a pipeline would be covered under the reforms to the
pipeline economic regulatory framework.

54 The introduction of reporting requirements for these facilities was agreed to by Energy Ministers in March 2020 as part of
the measures to improve transparency in the gas market. These pending requirements were subsequently
strengthened under the Pipeline Decision RIS, and will now be implemented as part of the NGL and NGR package
giving effect to the updated economic regulatory framework for pipelines.

8 ACCC, ACCC review of upstream competition and the timeliness of supply, Issues paper (September 2021) p. 8.
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5.1.2 How could these problems be addressed?

5.1.2.1 Third-party access regimes for infrastructure

Improved third-party access to gas infrastructure such as processing, storage,
compression and LNG facilities could lower barriers to entry and allow participants to
better manage their transport capacity needs, invest confidently in expanding production
and flow gas when and where it is needed while more efficiently utilising infrastructure
which has already been constructed. While there would not appear to be any regulatory
barriers prohibiting infrastructure operators from offering access to their facilities — for
example, via a tolling arrangement — and while some upstream and midstream
infrastructure operators currently do offer third-party access to their facilities, it would
appear that only a relatively small number of facilities offer such access.®®

A lack of access to existing infrastructure may be a barrier to gas production and efficient,
competitive market outcomes. The ACCC notes some smaller gas producers report that
access to processing and other infrastructure can be a significant barrier to tenement
development. Smaller producers often lack the size and finance to develop their own
infrastructure facilities and have reported it can be very difficult to negotiate access to
other producers' infrastructure even where there is spare capacity. ¢’

The ACCC notes this has the potential to reduce competition in the market by reducing
the number of competitive suppliers (i.e. where producers need to sell raw gas to
incumbent producers who operate the infrastructure necessary to bring that gas to
market), and reducing the timeliness of bringing supply to market even when it is efficient
to do so.

Senior Officials note that while this issue is currently being examined by the ACCC in the
context of upstream competition and supply timeliness, there is potential for similar issues
to exist in downstream markets. % For example, if smaller producers could access LNG
processing facilities, that could change the business case for developing tenements. This
could in turn drive additional supply and liquidity through the Wallumbilla Hub, with
increasing competition (by enabling new participants to enter and compete in the market),
increasing supply, and driving down domestic prices.

This situation could be addressed by amending third-party access regulatory frameworks
to cover, or potentially cover, the facilities in question. One approach could be to expand
the scope of the pipeline economic regulatory framework set out in the NGL and NGR,
building upon the work undertaken in the recent Pipeline RIS. The various options which
were considered as part of that RIS process may be informative.®® (The options
considered though the Pipeline RIS are outlined in Box 5.1.)

5 Processing facilities providing third party access include the South Australian Cooper Basin JV’s Moomba gas processing
facility, APA’s Orbost gas processing facility, Energy Infrastructure Investment’s Tipton West and Kogan North gas
processing facilities and Jemena’s Atlas gas processing facility. See: ACCC, ACCC review of upstream competition
and the timeliness of supply, Issues paper, 15 September 2021, p. 12. Some gas storage facilities, such as Lochard
Energy’s lona facility and APA’s Dandenong LNG storage facility provide third party access, but other vertically-
integrated gas storage facilities on the east coast do not.

87 ACCC, Review of upstream competition and the timeliness of supply — Issues paper, 15 September 2021.

% ibid, p1.

% Indeed, the consistency of any framework with the pipeline regulatory arrangements may be an important consideration,
particularly where there are bundled products i.e. compression or storage and pipeline access.
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If there is seen to be value in introducing a regulatory framework for third-party access to
gas infrastructure outside of pipelines, this would need to consider:

= tests for when and which infrastructure should be regulated;

= the form or forms of regulation to be applied, which might include similar concepts
considered for pipelines, such as the stronger and lighter forms of regulation (with the
latter drawing on the current light regulation regime and the provisions contained in
Part 23 of the NGR for access negotiation and arbitration);

= information disclosure requirements for service providers;
* negotiation or arbitration frameworks; and

= the governance of regulation decisions, including which body should be responsible
for making the various decisions and which parties (if any) might be exempt or
exemptible from the access regime.

Box 5.2: International third-party access regimes for storage

European Union’22L

In the EU, there are a range of regimes for third-party access to gas storage, depending on the classification
of the storage asset. Under the Third Gas Directive, third-party access to storage (and linepack) is granted
through regulated or negotiated access regimes, with the choice dictated by the Member State. This is
intended to allow non-discriminatory access to these facilities.

Certain facilities are exempted from regulation (if critical enough to a major project going ahead) or from alll
third-party access if they fall below a given threshold or are dedicated for use by the pipeline operator or a
producer (where it is deemed necessary to undertake production). In cases where there is insufficient
capacity, conflict with existing contracts, or risks to system security, third-party access can be refused.

us?z2
Following the implementation of FERC Order 636 in 1994, an open access regime has been in place for
storage facilities which were previously all owned and operated by interstate pipeline companies. This has

required third-party access to be provided on a non-discriminatory basis to the extent that system
integrity/supply and load balancing can be maintained.

This regime has allowed for storage assets to be used in conjunction with financial instruments to hedge risk
and provide arbitrage opportunities. Tariffs are set by the storage facilities and are subject to approval by
respective state-level regulators. The industry has seen large growth in assets which can provide high
withdrawal rates to meet the increasing needs for flexibility from gas-fired generation, which has been
reflected in higher premiums for these assets. This has been led by independent providers who develop
such assets exclusively for third-party access purposes.

End of Box 5.2.

Any introduction of regulation would need to consider the costs and benefits of doing so,
with particular reference to investment signals for infrastructure and to ensure that there is
no detriment to continued investment in the gas sector. The introduction of economic
regulation may result in over-regulation and give rise to unnecessary costs and risks.
Equally, however, the current absence of regulation may be resulting in under-regulation
and inefficient investment in and use of gas facilities.

The case for regulation is likely to be most compelling where the service provider for a
facility has substantial market power, which is not adequately mitigated by any
countervailing power held by users or the availability of substitutes.”® The form of

0 European Federation of Energy Traders, “Gas storage in Europe” (n.d.).

" Norton Rose Fulbright, Gas regulation in the European Union (May 2019)

"2 EIA, The Basics of Underground Natural Gas Storage (May 2015)

3 Pipeline park and loan services might represent a substitute for the services provided by a storage facility.
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regulation applied through an access regime will be influenced by the extent of service
providers’ market power.

Overall, there are a number of different methods of regulation which could be applied to
other pieces of gas infrastructure.

The figure below outlines a spectrum of potential approaches to regulation based on the
forms of regulation in the existing pipeline economic regulatory framework under the NGL
and NGR — similar types of regulation could be considered in an access regime for other
gas infrastructure.

In considering potential options for regulatory approaches to enable third-party access to
infrastructure, including advice to be provided to Energy Ministers, Senior Officials will
have regard to the findings by ACCC from its current work examining upstream issues.
These findings are anticipated to be available through ACCC’s ongoing Gas Inquiry
process. Stakeholders’ views are sought here on whether access to infrastructure is a
problem, particularly where those issues impact on stakeholders’ ability to trade gas
through the Wallumbilla hub, or access and use the pipeline capacity trading framework.

Figure 7: Spectrum of regulation applicable to gas infrastructure

. Part 23 (commercially- Light regulation (regulatory-oriented .
Rieiaiteccess oriented arbitration) arbitration + other safeguards) hullieduiation

No Regulation Price monitoringonly Information Negotiate-arbitrate Negotiated Negotiate-arbitrate Direct control of

disclosure only supported by settlements with reference tariffs price and non-

information set by regulator price terms
Government Regulatory Regulatory Customers can Customers jointly Regulator Regulator sets the
intervention limited  requirements for requirements for negotiate with negotiate with determines prices and non-
to establishing the disclosure of the public service providers service providers reference tariffs for  price terms and
institutional information around disclosure of key to determine the to determine the key services, conditions of
arrangements for prices and information. price and non- prices and non- which can be used access on an ex
competitive potentially quality price terms and price terms which as the basis of ante basis
markets over time conditions of may be facilitated negotiations by
access by regulator individual shippers

End of Figure 7.

Box 5.3: Questions on third-party access to gas infrastructure

43. Do you think there is currently an issue with third-party access to gas facilities other than pipelines?
Would a regulatory access regime for these facilities lead to better outcomes for the gas market and support
achievement of the Energy Ministers’ vision?

(a) What types of facilities should be the focus of a third-party access regime (if any)? To what
extent are the issues associated with these facilities similar to or different from the issues
considered in the Pipeline RIS?

44. Are there alternatives to implementing a third-party access regime for this kind of infrastructure, such as
an independent body like AEMO or governments owning and/or operating infrastructure such as storage or
compression?

45. In terms of an implementation roadmap, what additional work is required to consider whether access
regulation should be extended to other forms of gas infrastructure? What risks exist with regards to the
introduction of any regulatory regime?

End of Box 5.3.
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5.2 Improving contracting practices to support greater on-screen
trading and liquidity

5.2.1 What are the potential problems?

Existing contracting practices in relation to Gas Supply Agreements (GSAs), GTAs, and
MSAs have the potential to act as barriers to increased primary and secondary trading of
gas and of pipeline capacity. For example, unintentionally constrained clauses on delivery
point flexibility, exclusivity clauses, or restrictions relating to take-or-pay could hinder the
ability of market participants to undertake secondary trades through the Wallumbilla GSH.

Such barriers to more efficient, deeper and more liquid trading at the Wallumbilla GSH
could additionally result from:

= standard contractual market practices which have become ingrained;
= the context in which these contractual agreements are negotiated;

= the regulatory frameworks in which these agreements operate;

= physical constraints associated with the trading of gas;

= the form of the exchange agreement underpinning the operation of the Wallumbilla
GSH.

It may also be possible to mitigate barriers to trading at the Wallumbilla GSH through
measures to support and improve third-party brokerage services. International wholesale
markets with deeper liquidity are characterised by a greater number of brokerage service
providers that can assist gas users to negotiate better deals, manage their supply needs,
and trade products within their portfolio to manage their positions. The availability of
effective brokerage services that act in the best interests of their clients could, in turn,
deepen liquidity, support market development and lead to greater competitive outcomes.

This review process is therefore seeking views on:

= whether there are particular contracting practices or contractual terms or conditions
that detrimentally impact participation, liquidity and the efficient operation of wholesale
markets;

= whether there are regulatory or other barriers preventing the entry into the market or
effective operation of brokerage service providers; and

= the available options to address these issues.

5.2.2 How could these problems be addressed?

Stakeholders’ views are sought on ideas for incentivising market participants to move to
greater ‘on screen’ trading at Wallumbilla GSH, to boost liquidity at the hub with the aim of
that trade providing a clear price signal to the market. Additionally, ideas for opportunities
to address any contracting or related practices that act as barriers or disincentives to this
outcome are welcomed.

Box 5.4: Questions on contracting practices

46. What do you consider to be the main benefits of off-screen bilateral contracting arrangements (for
example, under an MSA) as compared with on-screen trading through the Wallumbilla GSH?

(a) Are there any contracting practices associated with the Wallumbilla GSH that you consider
currently act as a disincentive to on-screen trading?
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(b) What further procedural, regulatory or contractual changes would encourage increased on-
screen trading through Wallumbilla GSH and would support your gas portfolio needs?

47. How important is it to you to ensure confidentiality of commercial terms like price and volume when
trading? To what extent would the option to anonymise delivery of gas at Wallumbilla GSH (outlined above)
address confidentiality concerns?

48. Are there are regulatory or other barriers preventing the entry into the market, or effective operation, of
brokerage service providers?

End of Box 5.4.

5.3 Potential government support for infrastructure

Difficulties in accessing infrastructure and uncertainty in the short-term availability of
transportation capacity can hinder the liquidity of trading. Addressing these issues would
help establish more competitive markets with more robust and transparent prices. One
approach to doing so could take the form of government support to enable investment in
additional capacity.

For example, there are currently nine pipelines connected to the Wallumbilla GSH and two
compressor stations within the hub providing compression services. Given the highly
contracted nature of many of the pipelines and the complexity of the flows through the
hub, constraints can arise. Senior Officials are aware of reports that compression capacity
in the Wallumbilla hub can be difficult to access at times. Additional infrastructure at
Wallumbilla could alleviate these constraints and increase certainty for participants,
thereby encouraging entry, particularly by smaller participants.

The majority of pipeline capacity is currently funded through bilateral contracts which
underwrite the construction of the pipeline in question. In order to increase capacity and
remove constraints, government support could be implemented. This could be particularly
relevant where industry does not make timely decisions to fund necessary infrastructure
and there is market failure.

At Wallumbilla, any new infrastructure could be reserved for exchange-based trades or left
uncontracted to be sold through the day-ahead auction. The government funding involved
might be able to be recovered or offset through the resulting access charges or auction
revenues.

Government support of this form could offer a number of benefits:

= Lower barriers to entry: A greater amount of accessible infrastructure could alleviate
barriers to procuring transportation capacity and could assist smaller participants in
transporting gas.

= Encourage price transparency: Greater participation supported by more ready
access to infrastructure could increase the liquidity of gas markets, increasing the
robustness and transparency of price signals.

= Promote greater use of the CTP: Access to infrastructure developed without long-
term bilateral contracts in place could be facilitated through the CTP, acting to boost
liquidity on that platform and offer participants an additional option when procuring
transportation capacity.

Against these benefits would be the implementation costs of designing any scheme(s),
such as the nature of access, cost recovery, and ongoing ownership and management.
The upfront cost of the infrastructure could also be significant, and it might not always be
possible to fully recover the costs of this. There is a further risk that widespread
government support could crowd-out and may simply displace private investment. To
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minimise market distortion, any intervention would need to be carefully designed and
considered. Senior Officials note the Australian Government has committed to design and
implement the Future Gas Infrastructure Investment Framework to support the
Commonwealth’s consideration of medium to long-term critical gas projects.’* Potential
further consideration of government support for infrastructure would need to consider any
interaction with existing measures.

Box 5.5: Questions on government support for infrastructure
49. Do you think that government support for infrastructure would be an appropriate means of helping
achieve the objective of more liquid trading in capacity/gas?
(a) Is there a risk that government support could crowd-out and displace private investment?
(b) Is there a role for the market bodies or government as independent owners or operators of
infrastructure, including as an independent operator of the Wallumbilla GSH?

End of Box 5.5.
5.4 Access to regional pipelines

5.4.1 What are the potential problems?

The issue of access to regional pipelines has been highlighted by the ACCC in its gas
inquiry. The ACCC uses the term “regional pipelines” to refer to both smaller transmission
pipelines and laterals off major arterial pipelines which are used to supply gas to users in
regional areas.”® Well known examples include the South East Pipeline System and the
neighbouring South East South Australia pipeline.

The ACCC’s concerns with regional pipelines stem from the fact that capacity on them is
often contracted wholly or mainly to a single retailer. This can mean that it is difficult for
other retailers or C&I users to get access to these pipelines, as they would either need to
acquire capacity from the incumbent retailer or be prepared to underwrite an expansion of
the pipeline.”® This issue is separate from the problems considered through the Pipeline
RIS relating to the adequacy of the test for pipeline regulation, and which resulted in
reforms that will require all pipelines to provide third-party access if they are requested to
do so.

The ACCC is concerned that these barriers to entry create a risk that the incumbent
retailer may charge prices in excess of those that would prevail in a workably competitive
market or may impose unduly onerous terms and conditions on gas users. With C&l
users, there is a particular risk that the retailer's GTA with the pipeline operator may
extend beyond the term of its GSA with the user, giving the retailer significant market
power over the user.

5.4.2 How could these problems be addressed?

There are a number of options outlined below which could be pursued in order to alleviate
access concerns around regional pipelines in the east coast market. The options are not
mutually exclusive and many are complementary (for instance, improved allocation
arrangements are likely to be an important enabler of many of the other options).

4 https://www.minister.industry.gov.au/ministers/taylor/media-releases/advancing-australias-gas-fired-recovery
S ACCC, Gas inquiry 2017-2025 Interim report (Jan 2020), p. 111.
8 ibid.
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5.4.2.1 Capacity surrender mechanism

To address this issue, the ACCC has proposed a capacity surrender mechanism.’’
Under this proposal, incumbent shippers could be made to release contracted pipeline
capacity being used to flow gas to an end-use customer and on-sell this capacity to a new
entrant to facilitate that party becoming the relevant customer’s new retailer.

The ACCC'’s capacity surrender proposal is one example of a capacity reallocation
mechanism. These are a common feature of gas markets internationally. The EU, in
particular, has a well-developed framework which is focussed mostly on addressing the
issue of capacity hoarding.” This would provide a firm mechanism through which capacity
could be relinquished by a shipper when it can be demonstrated that an end-use customer
would prefer a different supply arrangement or where a retailer is not making access
competitive to new users.

However, the detailed design and legal implementation of the mechanism would likely be
complex, and it could involve over-riding commercial contracts freely entered into. The
impact on investment signals for new pipelines as a result of this mechanism is also
unclear. While the new shipper would likely assume capacity rights on the same terms
and conditions as originally negotiated, if the mechanism reduced the willingness of
shippers to enter contracts or the length of time over which they were willing to contract,
then there could be potential implications for pipeline investment and returns.

5.4.2.2 Allocation arrangements

The release of capacity by an incumbent to a new entrant, whether voluntary or mandated
under a potential capacity surrender mechanism, cannot be given effect without effective
allocation arrangements (and the infrastructure required to support these).” As such,
there may be merit in requiring all gas transmission pipelines to have allocation
arrangements in place — which many regional pipelines do not currently — in order to
facilitate their use by multiple shippers. This would be consistent with the direction of the
Pipeline RIS, where the agreed option is that all pipelines should be required to provide
third-party access.

Practical impediments such as the absence of allocation arrangements may represent an
equal, if not greater, barrier to the entry to new shippers on regional pipelines than the
willingness of incumbents to release capacity. Consequently, consideration could be given
to the undertaking of a comprehensive review of allocation arrangements, with the
objective being to develop a pathway to the universal application of robust, accessible and
appropriately governed allocation arrangements.

5.4.2.3 As-available or day-ahead auction capacity

Further initiatives could be progressed that would build on the framework changes being
progressed following the Pipeline RIS. All pipelines could be mandated to offer as-
available capacity to any party that requests it. A prospective shipper on a regional
pipeline would be able to serve an end-use customer it had become the retailer for using

7 ACCC, Gas inquiry 2017-2025 Interim report (Jan 2020), p.114.

8 AEMC, East Coast Wholesale Gas Market and Pipeline Frameworks Review — Pipeline Regulation and Capacity Trading
Discussion Paper (Sep 2015), p.29.

 Allocation arrangements are used when there is more than one shipper at a receipt or delivery point to apportion physical
receipts or deliveries between the shippers at the point. This is particularly important when there are multiple shippers
and the actual quantity of gas metered differs from the aggregate of the shippers’ scheduled quantities.
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as-available capacity — which should be available, since the incumbent retailer would no
longer be flowing gas to that customer.

Similarly, consideration could be given to applying the Day-Ahead Auction to certain
regional pipelines that are currently exempt from it. Under this approach, if a prospective
shipper had won an end-use customer from an incumbent, it should be able to get
capacity through the auction each day — since the incumbent retailer would no longer be
flowing gas to that customer. However, in neither of these options would the entrant
retailer have the confidence of firm capacity, and some retailers may consequently be
reluctant to pursue such opportunities. Nevertheless, a new entrant should be reasonably
confident in the availability of capacity and this would also be likely to give it greater
countervailing power when negotiating to purchase firm capacity from the incumbent.

One implication of broadening the application of the DAA would be that a number of
currently exempt pipelines would be required to incur the expense of installing new
metering and new systems. One way of approaching this might be to remove the existing
exemption for pipelines with a capacity of less than 10 TJ/day but retain that for single
shipper pipelines. For smaller pipelines this would mean that, when a second shipper
entered into an agreement with the pipeline operator to facilitate the use of any secondary
capacity, that pipeline would cease to be a single shipper pipeline and the exemption from
the DAA would fall away.

5.4.2.4 Other bespoke solutions

A regional pipeline commonly cited as experiencing some of the issues outlined in section
5.4.1 is the Carisbrook to Horsham pipeline. While it is understood that a new entrant
has now gained access to this pipeline, the process involved was not straightforward. In
addition, there has recently been an access dispute between the pipeline operator and the
incumbent local retailer.®°

There is a potential solution to the issues specific to this pipeline that could be considered.
The pipeline is directly connected to the Victorian DTS, and there is a mechanism under
which the Victorian Minister could declare the pipeline to be part of the DTS.

Once part of the DTS, market carriage arrangements would apply on the pipeline, with
access open to all shippers and ultimately determined by DWGM market outcomes. The
incumbent local retailer would continue to have access but competing retailers would also
automatically be able to get access to the relevant customers should they opt to change
retailer.

However, while there would be benefits in such an outcome, the approach would require
the pipeline to become subiject to full regulation (i.e. to become a scheme pipeline under
the pending economic regulatory framework). Further consideration would need to be
given to the legal mechanism to achieve this transition and how any costs associated with
it could be recovered. Similarly, any new arrangements to manage the interface between
multiple asset owners within the DTS would also require consideration, given that the DTS
has been entirely owned by a single asset owner since commencement of the DWGM.

Box 5.6: Questions on regional pipeline access

50. Do you see regional pipeline access as an issue that requires addressing as part of achieving the
Energy Ministers’ objectives?

80 https://www.aer.gov.au/networks-pipelines/non-scheme-pipelines/arbitration-of-access-disputes/access-dispute-
carisbrook-to-horsham-pipeline
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(a) Does the ACCC'’s proposed capacity surrender mechanism represent an appropriate means of
addressing regional pipeline access issues?

(b) Do you have comments on the other potential options which have been explored above? If so,
please explain.

51. In terms of an implementation roadmap, what importance would you place on addressing this issue and
how quickly it needs to be addressed?

End of Box 5.6.
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Appendix A: Background on gas and pipeline capacity
trading in the east coast market

Gas markets and arrangements for the use of pipeline capacity in Australia are governed
by the National Gas Law (NGL) and National Gas Rules (NGR). This overarching
framework was implemented by Energy Ministers under the guise of the then Ministerial
Council on Energy (MCE) and commenced on 1 July 2008.

While the NGL and NGR apply in Western Australia, the governance arrangements there
differ from other jurisdictions, with many provisions — including the pipeline capacity
trading framework under Part 24 of the NGR — not applying. In addition, Western Australia
is not interconnected by any pipelines to other states or territories and as such, the
benefits of a more liquid market at Wallumbilla GSH and the establishment of a robust
reference price would not be directly relevant to the West Australian gas market.
Consequently, the matters covered by this paper relate only to what has been termed the
‘east coast gas market’, which is underpinned by the network of interconnected gas
pipelines in all states and territories except West Australia.

Within the east coast gas market, gas can be sold and purchased through bilateral
contracts between parties, or through a number of facilitated wholesale markets. There
are several such facilitated markets for the trading of wholesale gas across the east coast
gas market, each with varying characteristics. However, these markets are all governed
by the NGL and NGR, and are operated by AEMO. The markets comprise:

= Short-Term Trading Market (STTM) hubs, which are day-ahead markets for the
trade of wholesale gas at defined gas demand hubs in Sydney, Adelaide and
Brisbane. All residential, commercial and industrial gas users connected to the
distribution networks (as well as certain connections to transmission pipelines) in
Sydney, Adelaide and Brisbane receive their gas through the STTM.

= The Declared Wholesale Gas Market (DWGM), which features day-ahead and intra-
day trading at a gas hub covering the Declared Transmission System (DTS) in Victoria
and some parts of NSW, transporting gas to the majority of Victorian households and
businesses.

= The Gas Supply Hub (GSH), which is a wholesale market exchange for the voluntary
trading of standardised, short-term physical gas products. The GSH was established
at Wallumbilla in March 2014, with an additional hub at Moomba commencing
operation from June 2016. On 28 January 2021, trading locations at Wilton (Sydney)
and Culcairn (NSW, near the Victorian border) commenced.

Trading in the gas market can be thought of as two components — the purchase or sale of
gas itself and the arrangement of transportation services (pipeline capacity and
compression) which enables gas to be transported through the pipeline networks. The
way in which use of transportation capacity is assigned differs between markets.

Uniquely, the DWGM uses a ‘market carriage’ model in which the pipeline owner makes
its pipeline — the Victorian DTS — available to the Australian Energy Market Operator
(AEMO) as operator of the market. Rights to use the pipeline capacity are then
determined by the market outcomes in the DWGM.

In contrast, all other pipelines on the east coast, including those supporting gas flows from
and to the GSH and STTMs, operate on a ‘contract carriage’ basis. This means that
access to capacity on the pipelines is determined through contracts between the pipeline
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operator and the pipeline user, and that users are able to secure firm rights to use the
pipeline in question.

The trading arrangements for gas itself through facilitated markets can be broadly
characterised as either gross pool or net pool models. Under a gross pool model, market
participants must submit bids and offers for all gas demand and supply, with the bids and
offers for gas being ordered in terms of their marginal price and scheduled accordingly.
Under a net pool, participation is voluntary and market participants may trade bilaterally
outside of the wholesale market, with the trading mechanism operating similarly to a stock
exchange where bids and offers are matched and executed.

Figure 8: Categorisation of different wholesale energy markets®
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Wallumbilla GSH

Wallumbilla is a location in regional Queensland where a number of major pipelines
intersect, forming a physical hub where gas can be transferred between different
pipelines. The Wallumbilla hub has grown organically as new pipelines have been built
over time. The Roma To Brisbane Pipeline (RBP) was one of the first gas transmission
pipelines commissioned in Australia. The Queensland Gas Pipeline (QGP) and South-
West Queensland Pipeline (SWQP) followed.

As the coal seam gas (CSG) industry in Queensland grew, more pipelines were added in
order to connect the various CSG fields with transmission pipelines to transport gas to
market. Because pipelines operate at different pressures and gas specifications, APA
Group (APA) manages flows through the hub by use of compression and redirection
services.

APA is the owner and operator of the majority of infrastructure at the Wallumbilla GSH, as
well as of a number of major pipelines connecting into the hub, being the largest operator

81 AEMC, “Gas markets”, https://www.aemc.gov.au/energy-system/gas/gas-markets
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of gas transmission infrastructure across Australia (including the east and west coast
markets and the Northern Territory).

APA is responsible for scheduling pipeline flows after nominations are made by shippers
to APA ahead of delivery. APA also provides a range of transportation services at the hub,
including the compression of gas (to increase its pressure) and redirection (between
connecting pipelines).

AEMO operates the exchange which is open daily for trading from 0900 hours to 1900
hours AEST. AEMO provides additional services including:

= Settlement and prudential management of transactions, ensuring that traders are
below their specified trading limits and meet financial settlement obligations.

= Netting gas delivery obligations (for products traded more than one day prior to
delivery) on behalf of participants.?

= Reporting orders, transactions and settlement support data, and publishing data in
various locations, including the Natural Gas Services Bulletin Board (GBB) and on the
Electronic Trading System (ETS).

AEMO also facilitates reallocations between market participants, where they may transfer
settlement commitments on a dollar or energy basis. Trading participants are responsible
for delivering gas in accordance with their Gas Transportation Agreement (GTA).

Function of the exchange

The GSH is a voluntary market — in that the participants are not made to trade
mandatorily. It functions akin to a stock exchange where buy and sell offers are posted
and fulfilled. Trading participants have direct access to the exchange to submit and
manage orders for physical gas and compression service products. Matching orders for a
product or service results in a transaction between the buyer and the seller.

To help in the facilitation of derivative markets and products, AEMO publishes a daily end-
of-day (EOD) benchmark price. The EOD benchmark prices are calculated by referencing
trades and orders in day-ahead products on every calendar day.

The daily EOD benchmark price for the ‘Day ahead netted’ product is determined by the
following methodology:

= Volume-weighted average price of all day-ahead trades; or if no trades on the day
then,

=  EOD benchmark Price from the previous day.
Trading products
There are a number of physical gas products which can be traded at Wallumbilla across a

range of time periods. This range of products can assist participants in managing their
ongoing exposure and risk.

82 If conducted far enough in advance, trades will be netted against any other trades which the participant may have. This
means the participant is only required to transport their net delivery obligation.
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= Spot (day-of) products: Gas can be traded on a spot basis during a single delivery
day. This allows participants to balance their daily load variations and exposures
through matching trades to be delivered on the same day.

= Day-ahead gas supply (netted and non-netted): Day-ahead products can be traded
on the GSH under two categories — netted and non-netted. If day-ahead trades are
conducted prior to 12:30 AEST, they can be netted against any other forward
transaction obligations at that delivery point. However, if conducted after 12:30 AEST,
the trades are non-netted and are treated as separate obligations.

= Forward products: Other forward products can be traded through the exchange,
such as:

o Daily: Daily products which can be traded anywhere between seven and
two days prior to delivery.

0 Weekly: Weekly products with a seven-day delivery period beginning on a
Sunday, requiring delivery on each day of the period.

0 Monthly: Product corresponding to a single calendar month, with trading
closing two days prior to first delivery day.

ASX Wallumbilla futures contract

Participants can trade in derivative products through the Australian Securities Exchange
(ASX) which are financially settled at expiry against the Wallumbilla benchmark price. This
product was introduced in 2015 as a way of providing participants with further risk
management tools and provide greater price transparency for forward curves.

Futures products allow the risk associated with price volatility in the underlying spot
market to be hedged and provide information about the expected future value of natural
gas at any given time. Futures contracts also allow market participants to lock in today a
price for gas to be delivered in the future, which aids forecasting cash flows and reduces
exposure to price volatility in the physical spot market.

This is an important feature for companies that require natural gas for operational
purposes (and therefore take physical receipt of natural gas on the delivery date) or
produce natural gas (and therefore deliver natural gas on the delivery date).

Financial markets help the market function more efficiently by injecting a wide array of
information, reflecting various market participants’ expectations regarding supply and
demand conditions, into the market price. This increases market transparency and creates
signals for producers and consumers, who can react to changing market conditions by
either injecting/withdrawing natural gas from storage, or changing their consumption
patterns in response to price changes and market expectations.

Due to the basis risk caused by low liquidity levels in the physical gas market at
Wallumbilla, this derivative product has never been traded in high volumes. As a way of
overcoming these barriers, the Wallumbilla ‘Physical Gas Futures Proposal’ is a proposal
led by AEMO in partnership with the ASX to develop a new structure for the trading of
Wallumbilla gas futures.

The proposal is to replace the existing cash-settled futures contract with physically
delivered gas futures if not elected to be financially settled. This would leverage the ASX’s
prudential management system and allow for smaller participants to trade in longer term
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contracts, while also implementing a market maker to accompany the product and close
out positions that cannot or do not want to go to physical delivery.

GSH trading locations

Upon establishment, the Wallumbilla GSH had three primary trading locations, which
defined points where title transfer occurred and could include multiple physical (transfer
defined at a physical point) or virtual (a wider nominal location allowing transfer within it)
delivery locations for the gas. These trading locations corresponded to the RBP, SWQP,
and QGP.

In 2017, the three trading locations were consolidated through implementation of the
Optional Hub Services (OHS) model at Wallumbilla. This resulted in a single trading
location for participants at Wallumbilla, which is known as WAL, but at the same time
added another trading location known as SEQ. This is an in-pipe notional location mid-
way along the RBP, which allows participants in that area to trade without having to have
access to the Wallumbilla hub itself.

When trading, the buyer is required to be able to receive gas at all delivery locations
within the WAL trading location. The seller chooses the delivery point for the gas, which
becomes the delivery point for the transaction if matched with a buyer. Buyers may state a
preference for delivery point upon posting their trade.

In order to consolidate Wallumbilla into a single trading location, hub services
(compression and redirection) needed to be made available to participants. A
standardised Wallumbilla Compression Service was introduced for trading on the
exchange. According to AEMO’s Impact and Implementation Report?, this takes the form
of a location swap, where the seller receives gas at a low pressure location and delivers to
a high pressure location. This allows participants to freely trade access to compression
within the hub in order to be able to receive and delivery gas across the multiple delivery
locations in the hub.

Administrative arrangements

Registration and costs

To participate in the GSH, an organisation must become a member of the exchange and
register to participate in one or more of the following:

= Trading Participant: Authorised to place orders and form transactions through the
exchange and can gain authorisation to enter into reallocations ($12,000 p.a. for
exchange trading and $7,000 for capacity trading).

= Reallocation Participant: Authorised to enter into reallocations only. Can gain access
to the exchange by registering in the category of Viewing Participant ($9,000 p.a.).

= Viewing Participant: Authorised to view orders and transactions through the trading
exchange. Does not have any trading or financial involvement in the market ($3,600
p.a.).

= Broker participant: An authorised broker has the ability to submit over-the-counter
(OTC) trades which are agreed separately between participants to AEMO for
settlement on the GSH.
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Participants are also required to pay additional variable transaction fees depending on the
product (e.g. $0.03/GJ daily product fee).

Governance

As mentioned earlier, the GSH is governed broadly by the NGL (which confers statutory
powers to AEMO as market operator) and the NGR, which governs the establishment of
the Exchange Agreement and other participation rights.

The Exchange Agreement contains the terms by which participants can trade in the GSH,
including delivery and settlement obligations, product specification, prudential
methodologies, reallocation procedures, and exchange fees. Participants wishing to enter
the GSH and trade must execute a Membership Agreement with AEMO which binds it to
the terms of reference in the Exchange Agreement. Changes to the Exchange Agreement
must be consulted upon with members by AEMO.

Pipeline capacity trading

Background

Pipeline capacity and compression services enable gas to be transported through pipeline
networks. With the exception of the DWGM, participants across the east coast must
purchase gas and the pipeline capacity to transport it separately due to the use of the
contract carriage model. The contract carriage model requires the use of bilateral
contracts between the pipeline operator and the pipeline users. Terms and conditions of
access are often negotiated, where access rights are either:®

= Firm, where other market participants cannot override their access to the contracted
amount of pipeline capacity reserved; or

= Non-firm, where firm market participants take precedent and supply to these users
can be interrupted as agreed.

The contract carriage model is said to promote efficient investment in pipelines and drive
a better allocation of investment risk, which has been a perceived advantage over the
market carriage regime where regulated investment decisions take place. The model
allows shippers to secure firm access rights to any capacity expansions they fund, thus
presenting the opportunity to manage commercial arrangements with gas producers
and/or end users.

Historically, Gas Supply Agreements (GSAs) were generally entered into for periods of 20
years or longer to support the investments that producers, pipeline owners and users had
to make in their assets. GTAs were entered into between a pipeline owner and a shipper
for the sale of primary capacity and were often matched with the terms of the gas supply
contracts.® If a firm capacity holder had spare capacity that they wished to on-sell to
another shipper, the secondary trade could have taken the form of either:%¢

8 AEMC, Stage 2 Final Report — East Coast Wholesale Gas Markets and Pipeline Frameworks Review (May 2016)
84 AEMC, Stage 1 Final Report East Coast Wholesale Gas Market and Pipeline Frameworks Review (Jul 2015), p.49
8 AEMC, Stage 1 East Coast Review (Jul 2015), p.21

8 AEMC, Stage 1 East Coast Review (Jul 2015), p.53
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= A bare transfer, where the rights are temporarily transferred to the counterparty, but
the contract holder remains responsible for obligations in the agreement (e.g.
nominations);

= A novation, where the contract holder’s rights and obligations under the GTA are
permanently transferred to the counterparty; or

= An operational capacity transfer, which provides for the temporary transfer of the
contract holder’s operational rights and obligations under the GTA.

These were all undertaken through bilateral contracts between parties.

However, in practice, participants faced multiple obstacles in attempting secondary trades.
For starters, there was a lack of an interface to facilitate contact between sellers and
buyers, standing as a natural barrier to trading. Further, because capacity was secured
through OTC agreements (i.e. GTAS), there was no standardisation of contracts, making it
time consuming for buyers to understand what they were buying and how much it was
worth. There was also an overall lack of transparency which made it difficult to have a
competitive market. As a result, contracted capacity on pipelines would often end up
unused because of the difficulty for buyers and sellers to match their trades.

This resulted in market prices, pipeline availability, and contracting terms becoming less
predictable and long-term contracts traditionally used were becoming inefficient in
allocating gas and transportation capacity, partly due to a more dynamic market with
changing supply and demand conditions.

Pipeline capacity trading reforms

As a result of these limitations, the AEMC, in the East Coast Wholesale Gas Markets and
Pipeline Frameworks Review conducted over the course of 2015-16, recommended
several capacity trading reforms to collectively foster a more liquid market for secondary
capacity trading:®’

1. Auction for contracted but un-nominated capacity: A daily, day-ahead capacity
auction for contracted but un-nominated pipeline capacity and hub services, now
known as the day-ahead auction (DAA).

2. Capacity Trading Platform (CTP): An electronic, anonymous exchange-based
trading for commonly traded transportation products, in addition to a capacity
listing service.

3. Standardisation of key primary and secondary capacity contractual terms:
Standardisation of key primary and secondary capacity contractual terms for
pipeline and hub services, including:

0 Standards for operational, prudential and other contractual provisions in
GTAs (entered into between pipeline operators and shippers);

o0 Capacity Transport Agreements (CTA) (entered into between shippers for
secondary capacity trading); and

87 AEMC, Stage 2 East Coast Review (May 2016), p.67
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0 Operational GTAs (entered into between pipeline operators and buyers of
secondary capacity to give effect to trades that occur through the capacity
trading platform and that purchased through the auction).

4. Publication of information on secondary capacity trades: Publication of
information on all secondary trades of pipeline capacity and hub services, with the
price and any other information that might be reasonably influence that price.

The GMRG led the design, development and implementation of the capacity trading
reform packages, including implementing changes to the NGL and NGR. The design
process commenced in February 2017. Final recommendations made by the GMRG to
the COAG Energy Council in the latter half of 2017 were unanimously agreed and
endorsed. Notably, in the Northern Territory, the CTP is available but the DAA is not.

The legal and regulatory framework to put the reforms into effect was finalised in June
2018. The operation of the two key new mechanisms — the CTP and the DAA — are
explained in more detail in the following subsections.

While the CTP provides standardised exchange-based trading of capacity, the DAA can
be thought of as a complementary mechanism to the CTP as it addresses problems
associated with limited incentives to on-sell unutilised capacity, market power, and
contractual congestion.®® Instead of capacity which is already paid for being left unutilised,
it is sold on the DAA which provides the opportunity for shippers to purchase it at near-
zero cost, through a form of use-it-or-lose-it mechanism. The DAA also improves the
incumbent shipper’s incentive to avoid deliberately withholding capacity and provides a
pricing and allocation mechanism that is less costly for participants and more efficient.®°

Capacity Trading Platform

Participants can submit offers to sell and bids to buy firm secondary pipeline capacity
anonymously on the platform up to the day before the capacity is due for use through the
CTP. If a bid and offer match (i.e. a bid is equal to or higher than an offer), a trade is
struck, and proceeds go to the selling participant.

The CTP consists of both:
= An exchange service for the trading of standardised transportation products; and

= Alisting service, which facilitates the trade of more bespoke products through bilateral
trades; or

Bids and offers through the exchange for capacity products are fully anonymous as AEMO
informs the facility operator of the trade and then the operator gives effect to the trade.
Bilateral trades brought to the exchange for settlement are also delivered (capacity
transferred) via the same process.

The platform covers standardised products, including firm forward haul services (with
services offered in both directions if the pipeline is bi-directional); firm compression
services; and firm park (storage) services. Most products are available as day-ahead,
daily (6-day rolling), weekly (4-week rolling); and monthly products (3-month rolling).
There is also a listing service for shippers to buy or sell more tailored products.®

8 AEMC, Stage 2 East Coast Review (May 2016), pp.72-73
8 ibid.
% AEMO, Pipeline Capacity Trading Industry Guide (Feb 2019), p.23
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Day-ahead auction

After the nomination cut-off time of 3pm, spare contracted but un-nominated capacity
which has not been sold bilaterally or through the CTP will be released in the day-ahead
auction.

The DAA is conducted by AEMO shortly after the nomination cut-off time on gas day D-1.
The auction has a zero reserve price and a pay-as-cleared model, meaning that if supply
exceeds demand, the capacity will be sold at zero cost.?! If a participant wins capacity on
the DAA, they must then nominate it for use prior to a separate nomination cut-off time
later on D-1.

In contrast to bilateral or CTP trades conducted by shippers prior to the nomination cut-off
time, the proceeds from secondary capacity sales through the auction are retained by the
facility operator. In part, this design feature was aimed to provide an incentive to shippers
to sell their spare capacity ahead of nomination cut-off time.

The DAA comprises standardised products, including forward haul services (with separate
products offered in both directions on bidirectional pipelines); compression services; and
backhaul services (on single direction pipelines). From a scheduling, curtailment and
renomination rights perspective, the forward haul and compression product are a second
priority firm product which ranks below the firm capacity and renomination rights held by
firm capacity holders, but above all other transportation rights (e.g. interruptible rights).
The backhaul auction product, however, is an interruptible product and ranks before other
backhaul transportation rights from a curtailment perspective.®?

Participants have the possibility to link their bids, meaning a single bid can be formed for
multiple products on different facilities. For a linked bid, the participant bids the same
guantity for each product and, if the bid is successful, capacity is acquired in each product
(which may be all, some or none of the bid quantity). A single price and quantity is
provided.®® The advantage is twofold:

= Participants have a better visibility as to whether they can access capacity on a
combination of pipeline segments to form a route to or from market; and

» The administrative burden is reduced as only a single round of bidding is necessary to
get capacity on an entire route.

Backhaul auction services

Backhaul services are sold on a unigue basis as compared to other products available.
Backhaul service is defined as the notional transportation of gas in the opposite direction
to the predominant flow of gas on single-direction pipelines. It is notional because it does
not involve physical flow of gas, but rather offsetting the physical flow of gas. This is a
form of locational swap between participants on either side of a pipeline.

The mechanism of selling backhaul auction services is only through a ‘point-to-point’
model. This means that:

= Backhaul auction services are sold between the backhaul receipt points and backhaul
delivery points; and

91 Excluding fees.
92 GMRG, Design of day-ahead auction of contracted but un-nominated capacity (Dec 2017), p.53
% AEMO, Pipeline Capacity Trading Industry Guide (Feb 2019), p.43
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= AEMO determines the receipt/delivery points that should be included in the DAA from
time to time, as specified in the Transportation Service Point Register (TSPR). The

TSPR records capacity products defined by service points, zones and pipeline
segments.
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