Clean Energy

Investor Group
50 Camberwell Road Hawthorn East VIC 3123

14 February 2025

Tim Nelson

Chair

NEM Review Panel

Lodged via email at: NEMreview@dcceew.gov.au

Dear Mr Nelson,

Response to the National Electricity Market (NEM) Review Panel’s initial consultation
The Clean Energy Investor Group (CEIG) welcomes the opportunity to provide feedback
on the NEM Review Panel’'s (the Panel) initial consultation paper released in December
2024.

CEIG represents domestic and global renewable energy developers and investors, with
more than 16GW of installed renewable energy capacity across more than 76 power
stations and a combined portfolio value of around $38 billion. CEIG members’ project
pipeline is estimated to be more than 46GW across Australia. CEIG strongly advocates
for an efficient transition to a clean energy future on behalf of the investors who will
provide the low-cost capital required for this transition.

Key Points

General comments

o CEIG welcomes the Panel’s review of NEM wholesale market settings to ensure
there are effective market signals to incentivise sufficient investment in firmed
renewable generation and storage beyond CIS tenders in 2027.

o CEIG has engaged Castalia Advisors to prepare a Discussion Paper on market
design challenges, which will be followed by a Solutions Paper in March 2025 with
potential market design solutions.

¢ CEIG will be exploring several solutions in our Solutions Paper from incremental
adjustment to the current design to more significant reforms.

Current state of the NEM
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¢ The energy-only NEM design is no longer fit-for-purpose to incentivise the
significant investment required in generation, storage and transmission to
replace the ageing coal fleet.

o CEIG finds that Australia is trapped in a cycle where insufficient investment in
generation, storage and transmission capacity leads to government
interventions to extend ageing coal plants, creating uncertainty around coal exit
schedules and further delaying clean energy investments.

o CEIG believes the NEM requires a new approach to deliver clear, stable and
predictable market signals to investors that reduce the cost of capital for
renewables, ensure Australia does not lose its international competitiveness, attract
sufficient investment, and secure Australia’s clean energy future.

¢ Adaptations to the NEM by Commonwealth and State Governments have aimed to
increase renewable energy investment and patch the outdated market design,
however they have fallen short of addressing the market’s fundamental
challenges and achieving Australia’s decarbonisation needs.

Increasing clean energy investment signals

o CEIG argues that the focus must shift from reducing SRMC to reducing LRMC to
ensure that adequate generation and storage is built at the lowest possible costs to
deliver reliable, least-cost power to consumers.

o The NEM's current design will increase price volatility, with low daytime prices
offset by high firming costs, raising overall costs and undermining investment
signals as coal exits are delayed.

Principles that should be considered in building a solution

o CEIG highlights that there are external risks to investors beyond their control that
significantly impact investment decisions that the NEM Review must consider.

e CEIG suggests that a contract tenure of up to 15 years (but no less than 7-10
years) would provide sufficient revenue certainty to support debt repayment and
long-term investment confidence.

o CEIG recognises the potential risk of inefficiency in central planning but notes
the resulting costs are lower compared to the higher costs from excessive risks
and lack of coordination driving the cost of capital up.

Possible solutions to be explored

¢ A key consideration in any solution must be a mechanism that enables more long-
term contracting.

o Solutions to be explored in our Solutions Paper include:

o Expanded LRET mechanism

o Expanded RRO

o Capacity market

o Long-term contracts for power supply (including expanded CIS or
auctions)

¢ CEIG stresses that any chosen solution or combination of solutions must

effectively support both generation and storage.
Transparent planning and communication
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¢ A transparent and well-defined transition plan for the NEM, including provisions
for existing assets and grandfathering arrangements, is critical to maintaining
investor confidence.

¢ Investors require clarity on the medium- and long-term direction of the NEM to
avoid freezing investment while the design of a new approach is underway.

o CEIG stresses that the Panel, governments and market bodies must communicate
transparently on the future NEM approach (starting immediately and throughout
the Review process) to maintain investor confidence and ensure system
reliability post-2027.

GENERAL COMMENTS

CEIG welcomes the Panel’s review of the NEM wholesale market settings and its aim to
provide recommendations to the Energy and Climate Change Ministerial Council on
shaping the future of the NEM with the goal of ensuring the market supports investment
in firmed renewable generation and storage capacity beyond the conclusion of Capacity
Investment Scheme (CIS) tenders in 2027.

While CEIG understands that the Panel is not seeking feedback on the Terms of
Reference (ToR) themselves, we welcome the opportunity to provide input on the issues
arising from them.

To inform discussions on the future of the NEM, CEIG engaged Castalia Advisors to
prepare a Discussion Paper that examines the market design challenges from the clean
energy perspective'. This paper underscores the need for a new approach to market
settings to ensure the NEM delivers the investment signals required to achieve Australia’s
clean energy transition.

The Discussion Paper finds that the energy-only NEM design has historically been
effective at minimising dispatch costs and providing investment signals for incremental
additions and replacements of baseload and peaking generators in a slowly evolving
system. However, this approach isill-suited to facilitate the complex coordination required
for large-scale investments across diverse generation, storage and transmission assets
in the context of a comprehensive electricity system renewal and the replacement of the
ageing coal fleet.

Looking ahead, CEIG plans to release a Solutions Paper in March 2025, titled Pathways
to a Sustainable and Resilient NEM. This paper will incorporate feedback on the
Discussion Paper and present potential market solutions to provide clear and effective
investment signals. Castalia will explore a range of options in the Solutions Paper, from
incremental adjustments to the current design, to more significant reforms.

Meeting Australia’s climate targets

While there has been an encouraging recent uptick in investment in renewable energy and
storage, the recent increase in investments has been largely driven by Government-
supported schemes that would need to be sustained and increased over the next 6 years.

T Castalia Advisors (Jan-25) Critical role of market design in enabling affordable and reliable energy
transition
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At the same time, power demand is expected to increase sharply in the future as the
energy transition accelerates and electrification progresses. For instance, the 2024
Integrated System Plan’s (ISP) projected requirement of 122GW of installed renewable
energy capacity by 2030 increases to 206GW by 2040 and then continues to increase
to 276GW by 20502. As a result, the required amount of near-zero emission energy
generation needed to reliably meet growing demand - and achieve Australia’s 2050 net
zero target — will continue to increase, creating a moving target for the energy transition.

Currently, Australia is trapped in a cycle where insufficient investment in storage and
generation capacity leads to government interventions to prolong the operation of ageing
and unreliable coal plants to maintain system reliability. This, in turn, erodes the certainty
of coal exit schedules that renewable energy investors rely on to commit to new projects.
This uncertainty delays the necessary investments in renewable energy and storage
needed to replace coal generation.

This highlights the urgent need to ensure that the NEM delivers strong investment signals
to attract investors. Without a new approach to the market, challenges such as high and
volatile prices and inadequate investment will risk the feasibility of Australia continuing to
enjoy a reliable energy system and meeting its decarbonisation targets.

Adaptations to the NEM have only been temporary solutions

Commonwealth and State Governments have introduced various adaptations to the NEM
designed to increase renewable energy penetration and patch our outdated market
design. These adaptations highlight that the NEM is not effectively driving the level of
renewable energy investment needed to replace coal. Further, continued debate on
further adaptations to the NEM show that the existing adaptations have not been entirely
successful.

Several notable trends have emerged from these adaptations:

¢ While NEM adaptations aim to increase renewable energy investment, they fall short
of achieving the Government’s 2030 targets or long-term decarbonisation goals,

o NEM adaptations are attempting to solve market challenges on a piecemeal basis, and
their fragmented approach falls short of addressing the market’s challenges, and

¢ Some NEM adaptations conflict with other government policies, creating mixed
signals for investors. For instance, while the CIS and Long-Term Energy Service
Agreements (LTESA) encourage investment in renewable energy and storage to
replace retiring coal plants, State interventions to extend coal plant operations
undermine these signals and delay new capacity investments.

These issues highlight that the NEM requires a new approach to deliver clear, actionable
market signals that reduce the cost of capital for renewables, attract investment, and
secure Australia’s reliable and clean energy future.

Increasing investment signals in firmed, renewable generation and storage capacity
The current market is effective in encouraging competition amongst generators by
prioritising lower short-run marginal cost (SRMC) technologies for dispatch. Zero or near-

2 AEMO (Jun-24) 2024 Integrated System Plan (ISP)
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zero emissions technologies, such as wind, solar, nuclear, and batteries, have minimal or
negligible SRMCs as their energy sources —like sun and wind —are freely available. For
thermal generators like coal and gas, their SRMC remains mostly fixed in the short term
due to fuel and labour costs.

Renewable energy technologies face a different challenge: while they have low SRMCs,
they come with high fixed capital costs. For these technologies, long-run marginal costs
(LRMC), which reflects the average cost of electricity over a project’s lifetime primarily
driven by the cost of capital, ultimately determines the cost of generating clean electricity.

As the grid transitions to high VRE penetration, the focus must shift from minimising
SRMC to reducing LRMC. This can be achieved by lowering the cost of capital through
measures that mitigate excessive risks to investors, ensuring adequate generation and
storage is built at the lowest possible costs to deliver reliable, least-cost power to
consumers.

The energy transition will increase volatility in the spot market

As the energy transition progresses, the current approach to the NEM will lead to
increasing price fluctuations in the spot market. During the day, prices could be near or
below zero, while high prices will occur during periods when firming generation is needed.
While low prices during the day could reduce electricity costs for consumers, high prices
during firming periods could offset these savings, potentially increasing overall electricity
costs.

This volatility will be exacerbated by delays in the exit of coal plants. Ideally, such

fluctuations would incentivise investment in battery storage, with batteries purchasing

power during low-cost periods and selling during high-cost periods. However, as more

battery storage is deployed, market arbitrage will likely reduce the price differences

between these periods. In other words:

¢ As long as thermal generation remains in the market, the energy-only market design
will lead to price volatility, which will increase costs to consumers and risks for
investors.

e Once battery storage replaces thermal firming, the resulting price stabilisation
between periods may undermine incentives for storage investment.

Principles that should be considered in building a solution

Risks outside of investor control

While investors are responsible for managing and optimising certain risks —such as
project delivery, plant performance, and procurement —there are critical risks outside
their control that significantly impact investment decisions.

CEIG recognises that some of these risks may be beyond the scope of this review.
However, considering them in the design of the future market will be essential for
efficiently attracting clean energy investment.

Key risks beyond investor control include:
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¢ Slow environmental assessment processes through the Environmental Protection
and Biodiversity Conservation Act 1999 (EPBC Act)®

e Delays to State-based planning assessments*®

e Transmission risks (both insufficient or untimely economic approval risks, and
buildout delays) (see Box 1 below)

e Uncertainty around coal plant closure timelines

Box 1: Transmission risks

Transmission buildout is dependent on the regulatory investment test for transmission
(RIT-T) process, requiring investors to wait for centrally planned decisions. Delays in this
process introduce risks that investors cannot mitigate.

CEIG has long been engaged in transmission-related issues, including responding to the
AEMC’s Transmission Planning and Investment Review (TPIR) and commissioning
Baringa to provide expert advice on transmission reform®782°, While some of CEIG’s
recommendations were incorporated into the TPIR, further reforms are needed to
accelerate the economic approval of transmission investment™.

In addition, CEIG collaborated with Castalia Advisors on two papers exploring reforms
to NEM access, transmission investment, and the operation of a high-VRE grid, including
storage™®. These papers formed the foundation of CEIG’s initial congestion
management proposals to the Energy Security Board (ESB)™. While the Australian
Energy Market Commission (AEMC) built on Castalia’'s work to develop the Priority
Access model, the Energy and Climate Change Ministerial Council (ECMC) decided in
November 2024 not to proceed with it™.

Need for long-term contracting

Evidence from other markets, such as New Zealand, suggests that spot market revenues
often fall short of covering LRMC. This highlights a critical gap between contract length
and revenue certainty.

Investors do not seek full risk coverage for the entire project lifespan but require a stable
revenue stream in the early years while retaining the flexibility to sell directly to

8 CEIG & HSF (Dec-24) Delivering Major Clean Energy Projects in Queensland and Victoria | A Review of
Statutory Planning Approval Processes

4 CEIG & HSF (Dec-23) Delivering major clean energy projects in NSW: Review of NSW Statutory Planning
Approvals Processes

5 CEIG & HSF (Apr-24) Delivering Major Clean Energy Projects in Queensland and Victoria | A Review of
Statutory Planning Approval Processes

6 CEIG (Sep-21) Response to consultation paper - Transmission Planning and Investment Review (EPR0087)
and rule change proposal - Material change in network infrastructure project costs (ERC0325)

7 CEIG (Jul-22) Response to Transmission Planning and Investment Review — Stage 2 Draft Report

8 CEIG (Aug-22) Response to Transmission Planning and Investment - Contestability — Options Paper

9 CEIG (Nov-22) Response to Transmission Planning and Investment Review — Stage 3 Draft Report

0 Baringa (Jun-22) Transmission planning and investment for clean energy

" AEMC (May-23) Transmission Planning and Investment Review

2 Castalia Advisors (Feb-22) Rethink of Open Access Regime

8 Castalia Advisors (Apr-22) Q&A Document Responding to CEIG’s Proposal for Grid Access Reform

4 CEIG (Feb-22) Grid access reform proposal

5 AEMC (N.D.) Transmission Access Reform
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consumers. This has been evident in response to mechanisms such as the CIS and
LTESA.

A contract tenure of up to 15 years, but no less than 7-10 years, would provide sufficient
revenue certainty to support debt repayment and long-term investment confidence.
Contract design can also adjust risk allocation between investors and counterparties.

However, it should be noted that required contract tenure to provide certainty varies
depending on the asset. For instance, a 15-year term may not be sufficient for certain
larger scale, higher WACC (Weighted Average Cost of Capital) and/or specific technology
assets as these assets typically have longer operational lifetimes and financial
amortisation periods.

For instance, projects such as pumped hydro often entail extensive development timelines
and substantial capital outlay, with expected operational lifespans extending well beyond
15 years. These challenges are compounded by high inflationary conditions, high capital
costs with government support having potentially material impacts on credit ratings and
ratings migration, and project risk premiums.

CEIG notes that LTESA contract structures have recognised the need for longer terms,
with provisions for contracts of up to 20 years for generation, up to 14 years for chemical
batteries, and up to 40 years for pumped hydro to enhance revenue certainty and
bankability'.

Drawing from existing mechanisms like the NSW Central-West Orana (CWO) renewable
energy zone (REZ) access scheme, CIS, and NSW LTESA can help ensure new policies
align with established best practices.

Role of centralised planning

Castalia will also examine the role of centralised planning in coordinating the required
investment in generation and storage. While CEIG recognises the potential risk of
inefficiency in central planning if planners miscalculate and overbuild, the resulting costs
would be lower compared to the higher costs from excessive risks and lack of
coordination driving the cost of capital up.

To test this theory, Castalia has compared two scenarios:
e acentral planner that overbuilds the grid by 5 per cent annually; versus
¢ an avoidable 100 basis point increase in the cost of capital.

Even under the conservative worst-case scenario — where the planner consistently
overbuilds year after year — the additional cost to consumers would be AUD 10.9 billion
from 2025 to 2050, compared to AUD 11.7 billion due to high capital costs. This suggests
that the financial risk of uncoordinated investment outweighs the inefficiencies of
centralised planning.

This concept will be further discussed in our Solutions Paper.

'8 AEMO Services (N.D.) Long-Term Energy Service Agreements
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Possible solutions to be explored
A key consideration in any solution must be a mechanism that enables more long-term
contracting.

Based on our assessment of the challenges facing the NEM, we believe that the reformed

NEM should:

e Provide assurance of cash flow to enable investment to be financed at a reasonable
cost

e Improve coordination of investment

e Deliver socially acceptable price outcomes

e Deliver physical security of supply

e Shift the cost burden from taxpayers to consumers.

Potential approaches that we will be exploring include:

e Anexpanded Large-Scale Renewable Energy Target (LRET)-style mechanism, where
retailers are required to contract for long-term supply.

e Increased central planning, incorporating long-term contracts similar to CIS
agreements (or perhaps centralised auctions for power supply). However, instead of
being funded by government (as in the CIS), these contracts could be funded through
consumers — potentially via retailers — similar to LTESAs.

e An expanded Retailer Reliability Obligation (RRO) to strengthen incentives for
securing long-term supply commitments.

e A capacity market, which could provide a structured mechanism for securing firm
capacity.

It is also crucial to ensure that any chosen solution or combination of solutions effectively
supports both generation and storage. For example, if a solution incentivises renewable
generation but does not adequately support storage, rather than forcing storage to fit
within the same scheme, a complementary approach suitable for storage should be
considered.

Transparent planning and communication must begin now

While CEIG recognises that refining the future market design will take time, it is critical
that communication on this process begins now. Without clear guidance, critical
investments necessary for Australia’s energy transition risk being delayed, jeopardising
the nation’s energy reliability and decarbonisation goals.

Robust transition plan

A transparent and well-defined transition plan is essential to provide investors with
confidence and ensure system security and reliability after the conclusions of the CIS in
2027. Any short-term measures recommended by the Panel must bridge the gap between
the conclusion of the CIS and the implementation of the new approach and long-term
vision for the NEM. This plan must consider the interaction between existing assets and
the new market approach, including clear provisions for grandfathering existing
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investments. This will ensure continuity and stability during the transition, avoiding
disruptions that could delay progress toward a near-zero emissions grid.

Clear and transparent communication

Investors require timely and transparent communication from the Panel, governments and
market bodies about the future approach to the NEM to avoid freezing current investment
decisions. This must start immediately and continue throughout the Review process.
Providing investors with clarity on the transition plan as well as medium- and long-term
direction of the NEM will mitigate uncertainty, fostering investor confidence and enable
Australia to accelerate its energy transition without unnecessary delays.

CEIG thanks the NEM Review Panel for the opportunity to provide feedback on its initial
consultation and looks forward to continued engagement on those issues. Our Head of
Policy and Advocacy can be contacted at marilyne.crestias@ceig.org.au if you would like
to further discuss any elements of this submission.

Yours sincerely,

"

Marilyne Crestias

Head of Policy and Advocacy
Clean Energy Investor Group Ltd
W: wWww.ceig.org.au
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