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Disclaimer _— Serphatrads

This material is intended to provide general information only. The information is
subject to change. It does not constitute financial product advice and readers should
seek their own professional advice in assessing the effect of the information on their
circumstances. d-cyphaTrade (d-cypha Limited) accepts no liability for errors or
omissions, including negligence, or for any damage loss or claim arising from reliance
on the information. d-cyphaTrade has no involvement in, and takes no responsibility
for, the conduct or operation of the financial market operated by Sydney Futures
Exchange Limited (SFE), on which the Australian Electricity Futures Contracts
(Contracts) are listed. The SFE is solely responsible for the conduct and operation of
that financial market. d-cyphaTrade is not a related entity of the SFE. d-cyphaTrade
receives commercial benefit from Contract turnover. Futures and options trading
involves the potential for both profits and losses and only licensed persons can advise
on this risk. You should consider obtaining independent advice before making any
financial decisions. d-cypha Limited, ABN 46 100 426 542, is a New Zealand company
registered in New Zealand under the name Energy Market Services Limited. Australian
Financial Services Licence No: 305331.

www.d-cyphaTrade.com.au 1800 330 101 2
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Proposed Rule Change = & Sovmatade

1. Permit retailer’s futures hedges to offset Spot
Market MCL

> Efficiency: 71% reduction in MCL bank guarantee burden
(Q2 2008)

- i.e. $4.2 billion MCL would be reduced to $1.2 billion.

> Complementary credit support mechanism to bank
guarantees (MCL guarantees were $1.9 billion deficient for

June 2007).

2. Replace backward looking MCL “historical” price
prediction with market consensus forward-view
(i.e. transparent futures prices)
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Proposed Rule Change = & Sovmatade

1. Under a FOA:

1. The retailer retains bank guarantees up to the Futures
Lodgement Price (FLP)

2. The retailer’s SFE Clearing Participant redirects cash flows
from positive (upward) futures price moves to NEMMCO

3. NEMMCO holds the futures cash receipts in the retailer’s
Security Deposit

4. Retailer maintains SDA minimum balance of:
> Current Futures Price minus FLP
5. Retailer continues to pay spot market invoices as normal

6. If the retailer defaults, NEMMCO applies the SDA deposit +
the retained bank guarantees.

www.d-cyphaTrade.com.au 1800 330 101 4



SFE Clearer pays NEMMCO
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FOAs compared to Current %f
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Reallocation Derivatives

1. FOA price protection not limited to set and forget “price guess” as
per current MCL

FOA integrity is immune from generator plant outages/constraints

3. FOAs use daily mark-to-market to ensure market consensus level
of retailer prudential support.
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Futures Market Background®™= Eevphatrade

Electricity Futures are daily margined

If futures price increases above FLP:

1. Seller’s Clearing Participant collects $ from seller

2. Seller’s Clearing Participant pays $ to SFE Clearing
House (SFECC)

3. SFECC pays Retailer’s Clearing Participant

4. Retailer’s (buyer’s) Clearing Participant pays
NEMMCO

> Note: Seller’s Clearing Participant must pay SFECC
regardless if seller defaults (or can’t generate)

» Retailer with FOA doesn’t know or care if generator suffers
outage (reallocations require energy commitment and are
non-firm during plant outage)
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Example of FOA. NSW Q2 Semhatras

$ per MWh $ per MWh
[ Letter of Credit plus Quarantined Futures Offset receipts in
MCL $/Mwh LC plus futures
== Letter of Credit in MCL $/MWh Futures Offset Arrangement ....cq pice protection reveinte
ing Fut Offset
C— Futures receipts available for retailer withdraw al in MCL NSW Q2 2007 using Futures Ltise

200.00 - $/MWh I 200.00
C— Payment by Clearer to NEMMCO in MCL $/MWh B ase FU t ures
e SFE Settlement Price in Futures $/MWh
150.00 - I 150.00
100.00 - \ - 100.00

Futures contract term commences with
interval ending 00:30 on 1-Mar-07

50.00 50.00
FOA Preserved Letter of Credit =Futures

FOA Termination Day 5-Jul-07

Starting Lodgement Price
Day 30- =$53.75 (for term of FOA)
Mar-07

LC before futures offset (Limited price risk
protection) = $54.06
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Exam

ple of FOA.

NSW Q42005

P
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$ per MWh

100.00

80.00

60.00

40.00

20.00
FOA Starting Day 30-Sep

05

C— Letter of Credit plus Quarantined Futures Offsef
receipts in MCL $/MWh
== Letter of Credit in MCL $/MWh

[ Futures receipts available for retailer
withdraw al in MCL $/MWh

—— Payment from Clearer to NEMMCO in Futures
$/MWh

e SFE Settlement Price in Futures $/MWh

LC before futures offset (Limited price risk
protection)

Futures contract term commences
with interval ending 00:30 on 1-Oct-

Futures Offset Arrangement
NSW Q4 2005 Base Futures

Uncapped price protection
using Futures Offset

$ per MWh

r 100.00

LC plus futures
receipts \

I 80.00

I 60.00

Preserved Letter of Credit =Futures Lodgement
Price
=$36.50 (for term of futures contract)

I 40.00

FOATermination Day 6-Jan-06

Futures contract term ends with 20.00

interval ending 24:00 on 31-Dec-

0.00 T 0.00
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Futures Market Backgroune
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Futures Market Background®™= Eevphatrade

Electricity Futures are daily margined

» Dalily margining limits the credit default exposure
to 1 day’s worst case futures price move

> Initial margin deposit (calculated by SFECC and
held by SFE Clearer) protects against default of
client to SFE Clearer

» Final futures cash settlement value = pool price
average of quarter (NEMMCO informs SFE)

» Forward value of OTC (e.g. reallocation)
derivatives are not daily margined and credit
default exposure (contract replacement costs) can
accumulate without limit
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Futures Market Background® Eevphatrade

The benefits for NEM Participants and Electricity
Consumers arising from FOAs stem from the
Electricity Futures market being:

1.Fully transparent

2.Traded heavily by domestic and international traders
3.Licensed under Corporations Law

4.Supported by SFECC and SFE Clearing Participants
5.Supported by prudential integrity of daily margining
6.Not limited by generation reliability

7.Providing equal access (and pricing) to new entrants,
iIndependent participants and large incumbents

The shortcomings of the existing NE Rules arise due to an
absence of one or all of the above, In the existing MCL

methodology and/or reallocation arrangements
www.d-cyphaTrade.com.au 1800 330 101 12



Summary of FOA competition

Improvements

Economic benefits

Futures Offset
Arrangements

—
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Current MCL
methodology and/or
reallocation market

1. Counterparty credit risk

v

reduced

X

risk from NEMMCO to generator

reallocation transfers default

2. Generators allowed to short
sell without Clearing Participant
support

v

facilitate all futures via SFECC

Clearing Participants

X

poorly rated generators can

sell short. Other gens at risk

3. Diversity of credit support
providers

7 SFE Clearing Participants

additional to existing MCL
guarantee providers

X

Limited to existing MCL

guarantee providers

4. Prudential support coverage
during high pool prices

v

price-following and not “price
capped”

Futures cash flows are

X

protection to backward-looking
“price history” (e.g. Q2 2007)

Current MCL guarantees limit

www.d-cyphaTrade.com.au

1800 330 101
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Summary of FOA competition

Improvements

Economic benefits

Futures Offset
Arrangements

—
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Current MCL
methodology and/or
reallocation market

5. Ability for NEM Participants to
“free-ride” of other gens and retailers

limited due to quarantining of

financial hedge profit in SDA

Incentive for deliberate default and

suspension due to absence of Mark to
Market compensation

6. Regulatory Risks to participants

SFE and SFECC licensed under

Corps Law and supervised

reallocation market ?

7. Efficiency for new entrant retailers

v

guarantee requirement, efficiency of
daily margining and seamless access to
futures market liquidity

Improved due to precise MCL

X

Poor, due to inefficiency of MCL

methodology (e.g. guarantee burden too
high during shoulder quarters) and
inefficiency/cost of OTC reallocation

8. Interstate Trading

v

international futures trading. Could
immediately provide competition in
supply of retailer FOAs

Extensive interstate and

trading
X

Only same region base load

generators can sell — regionalising
reallocation markets and protecting
market power of incumbent gens

www.d-cyphaTrade.com.au

1800 330 101
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Summary of FOA competition®

Improvements

Economic benefits

Futures Offset
Arrangements

%
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Current MCL
methodology and/or
reallocation market

9. Offset supply/competition from
non-bank financial traders

v

Strong. Non-bank financial

traders provide substantial futures

excluded

10. Effective size of offset market

liquidity

Physical prudential switches and futures
volume not limited to energy
commitment.

Unlimited due to Exchange for

Futures have been excluded from offsets

minimal due to cost, credit risk and

unavailability of reallocations

11. Encouragement of uncompetitive
Vertical Integration (VI)

v

X

Total. VI retailers and gens can

Nil reallocate internally and “shut down”
offset supplies to competitors
12. Financial market transparency / x
Total Nil

www.d-cyphaTrade.com.au

1800 330 101
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Summary of FOA
Improvements

Economic benefits

competition

Futures Offset
Arrangements

—
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Current MCL
methodology and/or
reallocation market

13. Discrimination against
peaking generation
technology

/ Nil.

futures due to absence of

Peakers can sell

“must run” commitment

X

cannot commit to run at
uneconomical pool prices

Peakers excluded —

14. Anonymity of
counterparty

v

buy futures anonymously and
lodge FOAs anonymously

Total. Retailers can

X

counterparties to NEMMCO
and to other NEM Participant

Reallocators must reveal

15. Retailer requires
generator permission

v

no. Retailer can

make unilateral decision to
enter into or unwind FOA

X

Yes. Retailer must have

permission from (i.e. pay)
generator to enter into or
unwind reallocation

www.d-cyphaTrade.com.au

1800 330 101
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NEM Objective — new entrant pe ;j?u

> Base Load Generators retain absolute market
power — unless Futures Offsets incorporated

> New entrant retailers forced to buy reallocations from
base load generators

> New entrant retailers cannot buy from interstate or
financial traders

> Vertically Integrated entities (Base Load) are
preferentially treated by NEMMCO reallocations

> To the detriment of New Entrant and independent
retailers and generators

www.d-cyphaTrade.com.au 1800 330 101 17



NEM Objective — new ent

%
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nerspective

» Lack of popularity of NEMMCO reallocations

limits potential efficiency gains

» _SFE Exchange for Physical = Unlimited

supply of MCL Offsets for New Entrants

1.EFP enables Retailers to create unlimited futures
positions to achieve MCL cost reductions (i.e. buy
futures + sell swap)

2.EFP Market Size is independent of retailer hedge
positions - the entire NEM demand load could be
EFP’d just to create market-wide Offset benefits

www.d-cyphaTrade.com.au 1800 330 101 18
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