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Summary

Government policies, largely involving renewable subsidies, have caused Australian
electricity costs and prices to escalate and to become amongthe highestin the world. The
NEG shifts the basis of the deleterious subsidy regime to become an emissions intensity
scheme or carbon tax.
Though ostensibly responsive to the Paris Agreement, the NEGis actually anindustry policy
proposal designed furtherto shift Australia to an “inevitable transitiontoaclean energy
future”.
On the basis of harmful and cripplingly expensive subsidies, renewables have much
increased their marketshare. Buttheiron-going needforsubsidies, aswell as undermining
theindustry as a whole and increasing prices, indicates an on-going lack of commercial
competitiveness.
The NEG’s claimto bringabout policy certainty is notcredible:
o TheParis Agreementisdysfunctional, applies to at best 20 per cent of global
emissionsand willinevitably collapse.
o The political forces within Australia have vastly different aspirations for renewable
energy and coal.
The NEG will not promote reliability sincethe absence of thisis aconsequence of the many
interventionsitseeks to pursue by alternative means. Inattemptingto proceed along this
well-trodden path many billions of dollars will be wasted and prices to households and
businesses willremain cripplingly high.
The only sensible policy approachis forthe government to unwind all subsidies and to call
for tenders for new despatchable electricity generation on the basis of long term contracts.
Allthese issues asidethe NEGis seriously remiss, even withinits own framework because it:
o Doesnotreduce emissions atleast cost.
o Discriminatesinfavourof some electricity customers and suppliersin favour of
others



Introduction

The National Marketintroduced over 20 years ago introduced competitive provision of electricity to
the Australian market. The effectwasanimmediate de factoincrease in supply as privatised
generators sought profitable opportunities by being available more of the time and state owned
generators responded by following similar practices. Forgenerators, competition broughtan
intensified focus on cost savings and this also occurred in the privatised distribution/transmission
businesses.

It isuncontroversial that Australian electricity prices have shifted from being just about the lowest to
amongthe highest within developed countries. Itishardly credible to claimthat thisis caused by
anythingotherthan political interventioninthe market. The base of thatinterventionisthe
undermining of the economics of coal based electricitygeneration resulting from renewables being
awarded a subsidy equivalent to around $80 per MWh, double the previous and underlying cost of
coal generated electricity. Coupled with thisis the vilification of coal as a power source or an export
commodity by political action groups and politicians themselves, a vilification that translatesinto

elongated and costly approval regimes, increased taxes on coal and reticence of the Australian
financial sectortoinvest.

Claimingto be founded onthree pillars: low cost and reliable electricity from which lower emission
will be emitted, the NEG contains noinformation on how the low priced energy will be achieved and
no goals as to what that might be.

The NEG as a mechanism setting the framework for the future

Emission reductions
The NEG is fundamentally an emissions intensity scheme, previouslyand accurately described by the
currentgovernmentasa “carbon tax”. Contrary to some governmentstatementsitis not

technologically neutral. Itisa scheme that penalises generatorsinrelationtotheiremissions of
carbon dioxide.

The NEG, like the Gillard Government’s “carbon pricing scheme” and the many othersubsidies to
greenandrenewable energy, represents an attemptto accelerate progresstowhatits initiators
regard as an inevitable march of history to an energy future in which fossil fuels play norole. In
promotingthe NEG, Minister Frydenbergsaid, “Unless we effectively manage the inevitable
transitionto a cleanerenergy future, we will not deliver the lowest cost, market-base outcomes that
are inthe interests of consumers.” He also said, “With no new taxes, subsidies ortrading schemes,

the NEG could not be more differenttoa clean energy target of an emissionsintensity scheme”. He
must have known that this was false.

All people with aknowledge of history would be aware of the damage governments have donein
seekingtoaccelerate claimed inexorable outcomes bothin the wider political orderandin the
narrower sense of “pickingwinners”. Inthis respect, the minister’s “market based” description of
the NEG can no more mean an absence of regulatory direction and support than was the case with
tariffsonimports or the renewable energy subsidies the NEGis designed to replace.

If the progressiontoa greenfutureis, indeed, inevitable, the best publicpolicy responseistoensure
there are no obstaclesinthe road of thisand not, as isthe intention, providing positive support by
penalising alternative means of meeting demand. However, astated policy objectiveisto “preserve



investmentincentives by limiting offsets” which, is anindustry policy tool rather than one aimed at
the professed goal of contributingto a global environmental goal.

The appropriate policy approach of a “level playingfield” remains so evenif the “legacy” generators
the new energyisto replace are impeding the parade to the future by dint of their costs beinglow as
aresultof theircapital having been largely written off. We do not, afterall, scrap all telephones
once a new versionisdeveloped, requireaeroplanes that have been made obsoletebyanew
models to cease operations or force all Microsoft users to transferto the latest version of MS Word
as it hits the market. To do so would be wasteful of capital and bring costs to the economy.

Thisis all the more pertinentgiven the history of projections about the triumph of renewables.
Notionsthatrenewables will shortly become cheaperthanfossil fueland nuclear generated
electricity have been prominent since the 1980s but renewables still, judging by the lobbying of the
suppliers, need a price support of $50 per MWh. Accordingtowork by Solstice forthe Minerals
Council, new coal could be available at under $50 per MWh, a price consistent with the costs of

developingthe new coal capacityin Queensland and Victoria 12-16 years ago and that behind the
many hundreds of coal units planned and underway across the world.

Current policyisto achieve a 23 per centshare for renewables (15-16 per cent of which would be
wind/solar). The great benefit claimed of the NEGis that it progress these goals and will pave the
way for policy stability on the basis of which inve stment decisions can be made with greater
confidence. Asrenewable proponents ceaselessly tell us, there has been no shortage of investment
inwind and solar. Such investment has been given confidence as aresult of government mandated
cross-subsidies stemming from large and small scale renewable targets. Investmentbased on

governmentsubsidies and “winner picking” has seldom proved fruitful in the past. Hereisthe
recentdata compiled by BNEF.
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Moreover, itis hard to see policy stability emerging fromthe NEG.

Within Australia, the ALP and The Greens have rather more ambitious goals for renewable energy
than those of the Government. Furthermore, many elements within the governmentseek afar


http://www.minerals.org.au/file_upload/files/reports/HELE_Plant_Cost_and_Efficiency_Report_FINAL.pdf

diminished goal, indeed no goal, for subsidised renewables or othersources of supply that owe their
place froma tilting the field away from fossil fuels.

Outside of Australiathe situationis even more fluid, bringing a fragility to the Paris Agreementon
which the abatement target at the heart of the NEG was devised. Of the nations which ratified the
Paris Convention, only the developed countries have any commitments to take emission restraining
measures, atleastforthe next 12 years. Led by China, at 30% of emissions, the developing
countries, including India, the Middle East oil producers and the former USSR, account for some two-
thirds of emissions. Those signing onto restraints accountfor only 30% of total emissions.

Almost half of the emissions being restrained under the agreement are from the US. But the Trump
administration has revoked the US signature and is dismantling programs that favour renewables or
discriminate against coal. Now, the government of Canada’s biggest province, Ontario, is
dismantlingits $2 billion ayear program of support for the Paris Agreement goals and the size of
that government’s election victory must castinto doubt the longevity of the Trudeau Government
with federal elections scheduledinayear or so. Othernations are finding difficulty in meetingtheir
obligationsandJapanisinthe process of building some 36 new coal generation units.

The Australian 2015 commitmentto the Paris Convention was

“Under a Paris Agreement applicableto all, Australia willimplement an economy-wide
targetto reduce greenhouse gas emissions by 26 to 28 per cent below 2005 levels by 2030.”

The commitmentistherefore nolongerbinding purely as aresult of the US developments. Still less
isthe redefinition meaning that meeting the goalsisviaan annualincrease inreductions ratherthan
the 2030 target that was the original intent.

The NEG as a promoter of reliability

The consultation paper has some information on how the increased levels of unreliable renewable
electricity would be “firmed up” by purchasinginsurance from more dependable sources. That
firming cost was, in June 2017, stated to be around $16 per MWh by Minister Frydenberg.
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More recent estimatesincluding by the Grattan Institute place the costat $20-30 per MWh.

However, governmentrequirementsin this regard are largely unnecessary since the retailers
themselves have very considerable incentives to avoid incurring high costs from high price events by
ensuringthey are covered when the renewableenergy they are obliged to buyis notavailable.
Retailers’ risk departments normally insist on contracts that place the unreliability of wind as
requiring 95 percent of its contracts to be covered.


https://grattan.edu.au/report/mostly-working/

Renewableenergyisfundamentally unreliable. Thisisevidentfromthe reducedvalueitobtainsin
the national market compared with othersources. The followingtable prepared by the Australian
Energy Council illustrates the price discount earned by wind. Because they are non-despatchable,
lastyear wind generatorsin South Australiaearned 17 per cent less than the average price; wind
generatorsin Victoriaearned 10 percent less.

Wind Price TW averare price ' Wind discousst (%) Wind market share{s)
S S N S 7S O S
2011-12 526.56 526.10 530.32 27.29 12.4% 4.4%
2012-13 557.52 55341 569.76 S 5744  17.6% 7.0% FIR 17
2013-14 554.05 54879 561.74 5 51.50 12.5% 5.3% 34.8 a2l
2014-15 531.38 527.83 539.30 5 30.36  20.1% 8.3% 6.8 5.2
2015-16 548.19 543.10 561.67 5 46.14 21.9% 6.6% E¥ [
2016-17 576.42 555.51 S108.70 5 66.62 29.7% 16.7% 43.2 6.4
2017-18 581.13 58293 59781 5 92.28 17.1% 10.1% 425 9

The discount has tended toincrease as the renewable share hasincreased and has tended to be
higherin South Australiawhere wind has agreater share than in Victoria.

This suggeststhatthere are otherfactors in addition to the inability of wind to supply on hot
windless days. Itislikely thatthe growingshare of windisitself creating more high priced events by
reducingthe amount of baseload availableto cover predictable demand changes. Hence the
interestin batteries and $10 billion plus Snowy2 to help paperoverthe deficiencies of electricity
dependentuponthe elements.

The disparity between wind and othersourcesisalsolikely to be furtherenhanced by the price
bidding of dispatchable generators. Respondingto weather events that reduce the ability of wind
farmsto generate, othersuppliers are likely to adjust their bidding upwards. Such behaviourisfully
consistent with the way the marketis designed to operate —the higher bids would attract more
electricity from sources (i.e. coal and maybe gas) that are able to take advantage of such situations.
The problemis, of course, that governments have made such sources highlyrisky by subsidising their
competitors, wind, batteries and Snowy?2.

So, while asurfeit of subsidised wind drives down prices, the distress this causes brings about
closures of reliable generators, forcing up prices. In addition, the inability of wind and solar
generatorsto operate when the marketrequires themtodoso isalsolifting prices by incentivising
other powersourcesto adjust theirbid prices upwardsin situations when they anticipate wind will
not be available.

Greaterreliability could be ensured by new despatchable generators. The cheapest would be coal.
Itis often claimedthatthere is no possibility of financing new coal because of the “social licence”
concerns of financial intermediaries.

It is certainly the case that Australian banks, perhaps having received considerable opprobrium
evidentinthe presentHayne’s Inquiry, willavoid financing (or even refinancing) any investments
associated with coal.



Much the same may be true of the Australian superannuationfunds. Though of the top 20 funds,
only one, VictoriaSuperSaver, is absolutely opposed toinvestingin coal, anumber of others have
policies thatavoid coal. Furtherdetails are available here.

There are however many othersources of finance for coal based developments. Chinese banks, now
with accessto the world’s greatest supply of investable funds, have no compunction aboutinvesting
incoal. The sameistrue of Japanese banks, also asource of considerableinvestment capital. The
top lendersare asfollows.

TOP 20 COAL PLANT DEVELOPERS BANKS
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Evenso, the policy climate that Australian governments have created in opposing the investmentin
more reliable and lower cost electricity supplies provides a strong case for government action to
facilitate new coal generation. Thisinvolves measures that offset the damage government policies
have brought about overa considerable period.

As outlined previously, that damage is a result of the subsidies government regulations have
introduced to wind/solarand the grid priority they receive. The harmful effects of such subsidies
needtobe redressed. Inview of the “must-run” wind presently in the system, onlyby havingavery
high level of customercommitment can a new coal facility operate at optimal capacity and therefore
at prices similartothose of the past.

Accordingly, the best way to ensure the national energy guarantee’s reliability is for the government
to put outto tenderona longterm contract — of the order of 20 years — a firm contract for perhaps
two stations each of 2000 MW located in the Victoria/South Australiaand NSW/Queensland regions.
The contracted electricity would be traded at arms-length from the government.

Many would argue that this would further undermine the private sectorand free market provision.
But thereis now little alternative to redress the damage progressively brought about by the policies
followed overthe past 20 years.


http://catallaxyfiles.com/2018/05/30/superannuation-funds-ethical-investment-behaviour/

Naturally, few participants within the industry would welcome such proposals. Butthatis because
participants have afundamental interestin maximising the wealth of their shareholders and new
participants would reduce the price of electricity and hence their profits. Customers have adifferent
set of goals, as does the national interest.

The NEG and prices

The Government has welcomed areductionin process overthe June 2018 quarter. The yearon year
outcomes comparing yearendingJune 2018 with the three previousyearsis as follows.

NSW QLb SA TAS VIC
18/17 1% -22% -10% 15% 39%
18/16 59% 21% 59% -15% 100%
18/15 134% 39% 150% 134% 204%

Forward prices are fallingoverthe nextthree yearsin Victoriaand South Australiabut notin
Queensland and NSW. Thistrendislikelytobe reversedif Liddellcloses, as planned, in 2022.

Prices depend upon the costs of the electricity. Itis possible to engineer price reductions by
subsidising new entrants especially when existing suppliers have alarge proportion of their costs as
sunk. Of course, such actions by governmentamountto expropriation and, in the absence of firm
assurances that similar policies will not be repeated, new investmentsin the disadvantaged forms of
generation would require asteeplyincreased risk premium.

At the presenttime, costs of renewables are very much higherthan those of fossil fuel generators.
Some contracts have beensettled at seemingly low prices. Origin Energy sold its 530MW Stockyard
Hill wind farmin Victoriato China's Goldwind and is said to be buying the powerand renewable
energy credits forabout $552/MWh. AGL did a deal ostensibly with similar conditions with regard to
its Silverton wind farm in NSW at a price of $65 /MWh. But the actual contract conditions have not
been made publicand the numbers seem unrealistic. Thus, if the Origin deal is really for $52 per
MWh, because the forward price of renewable creditsis $45, it is getting the energy foronly $7 per
MWh!

One can only speculate what the future price might be but the renewable lobby is strongly pressing
for continuing subsidies which suggests that technology remains uncompetitive. Evenifwind
generation developers factorin the price of renewablecredits at as little as $40 per MWh, see the
power price as beingthe “new normal” of say $80 per MWh and have to factor-in a reliability firming
contract at $25, the anticipated renewable cost remains nearly $100 per MWh.

The current policy involves subsidies to renewables of over $4 billion peryear. Inaddition, we have
the proposed expenditure on Snowy2, which with associated transmission linesiis likely to cost $10
billion. Itis hard to see that the costs entailed inthe NEG proposals will seeareductioninthese
tremendous outlays, which have undermined the previously low cost electricity system that has
beena cornerstone to Australian prosperity.

The future cost of the NEG would be modestif the optimism of the green energy supporters and
entrepreneurs proves well founded. However, in that event no NEG would be necessary and we can
avoidthe costs, which all seemto agree are present at leastin the early years.


https://www.aer.gov.au/wholesale-markets/wholesale-statistics/quarterly-base-futures-prices
http://www.afr.com/business/energy/electricity/agl-energy-renewables-fund-to-build-450m-wind-farm-20170118-gtu83g
http://www.afr.com/business/energy/electricity/agl-energy-renewables-fund-to-build-450m-wind-farm-20170118-gtu83g

The NEG as a means of reducing greenhouse gas emissions at lowest cost

The NEG is totally misconceived interms of its goals. The Paris Climate Change Agreementisvoided
by the absence of abatement measures by developing countries, the US’s rejection of the treaty
signed by the Obama Administration and the growing evidence that key abatement “committed”
countries are failingtoreach theirgoals.

1 Thisaside, the NEG does not faithfully adhere toits stated goal of achieving the emission
reductions atleast cost. Insteaditisa thinlyveiled attemptto advance a governmentalre-
engineering of the electricity industry that has been underway for many years. Itreplacessubsidies
for specifictypes of electricity generation (wind and solar) with an emission intensity carbon tax.

If the objective weregenuine, instead of a planthat treated the electricity industry as self-contained,
the NEG would be developed in the context of a national system of emission reductions and not
confined toone sector whichisresponsibleforonly around 30 per cent of emissions. Moreover, as
the objectiveis global, achievingit at least cost would entail buying credits from those countries
which can reduce their emissions more cheaply than Australia.

2. In the detailed proposals, there are limitsimposed on carry forward of savings. This is totally
contrary to the objective of reducing emissions at least cost. The government, ratherthan adopting

a 2030 target, has adopted a sculptured annual reduction plan. How is this compatible with
disallowing some emission reduction activities in some years?

3. The Energy-Intensive Trade-Exposed (EITE) sectors are supposedly not obligated to reduce
theirlevels of emissions. Thisisa fraudulent notion since thosesectors are caught up inthe price
escalationthatthe NEG and its previous policy measures have created. The smelters, responsible
for one fifth of the national load, cannot compete with the price of electricity escalating fromthe
$30 or less per MWh of theirlegacy contracts to doubled prices. Unless subsidised, as has already
happened with Portland aluminium, (a policy with its own adverse consequences)they will close
and, in doingso, relieve the price pressure on otherconsumers. This howeverisade facto
deindustrialisation —we would be sending overseas our most productive businesses.

Needlessto say, the net effect on global emissions from such self-harmis negligible—it may even

increase global emission levelsin so far as the destination countries for the departing Australian
capacity are likely to use more carbon dioxide emittingenergy.

All thisaside, if the EITE policy were to prevail and the energy intensive industries wereto remain, it
would represent asubsidy tothose industries from households and otherindustries. Itisa modern
reincarnation of the harmful protectionist policies that prevailed priorto the early 1980s and which
were dismantled by reforming government on both sides of politics.

4, The additional reliability obligations placed on large users means an additional costis placed
on these firmsto contract for dependable electricity supplies. Thisisontop of the coststhat they
and othercustomersincuras a result of retailers passing on their own firming costs.

Itis presumably naively assumed that large firms, being large, can effortlessly absorb these extra
costs. Thisisnot the case. In fact, most large firms are subject to much greaterimportand export
competition than small firms and cannot pass on costs.

5. Small retailers are similarly assisted by the proposed first 50,000MWh of load being exempt
fromthe reliabilityobligation. Againsuch “industry policy” interventionsin the marketare not
justified and have adverse efficiency effects.



