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(1) Overview

The Commonwealth of Australia instituted a major project in 2006 to develop a national gas market, the so-called Short Term Trading Market (STTM).  A Gas Market Leaders Group (GMLG), comprised of major gas industry representatives, was established to oversee this effort.  The focus of market design has been on the states of South Australia (Adelaide) and New South Wales (Sydney), with expectations that the market design could be generalised to the entire Commonwealth.  ICF International was engaged to develop recommendations to the GMLG on the design for an Australian natural gas Short Term Trading Market.  This initial phase of the market analysis and recommendations took place in late 2007. 

Precipitating the call for a STTM has been the history of events, market behaviour/characteristics, and market imperfections that have contributed to occasional market failures in Australia.   Principal among these being is the inability of the market to determine gas price in times of market stress. This can occur, for example, when a cold wave causes a peak in demand that or when the pipeline systems become out of balance (i.e., more or less gas is required than had been scheduled on the pipelines).  Without price discovery, the market cannot allocate gas to customers, resulting in economic dislocation.  These failures have resulted in declared emergencies where the government has stepped in to allocate gas by administrative fiat.  A properly functioning STTM would alleviate this.  

Reform of the Australian gas markets began in the 1990s.  The goal of the market reform envisioned for the STTM is to promote a transparent and competitive gas market wherein gas prices are set by the interaction of supply and demand.  The objective of this reform is to provide appropriate signals to market participants for making appropriate investments in production, transmission pipe, distribution, and end use and to promote the efficient management and use of system resources.  

(2) Methods

The GMLG established a revised set of gas market development principles and desired outcomes in December 2006.  ICF was given the task to create an initial market design that followed the GMLG guidelines.  Key principles include:

1. Up-to-date information on market, system operating conditions, and capabilities of the natural gas system should be available to all participants;
2. Gas market participants should be able to freely trade between pipelines, regions and basins;
3. Recognise the fundamental importance of existing bi-lateral contractual arrangements which underpin gas market development;

4. Market rules may be imposed to vary existing contracts for operational issues but will not involve changes to existing commercial arrangements without consent;

5. Market rules will minimise the need for Government intervention in the operation of the market.
Key desired outcomes include:

1. Enhancing market liquidity through transactions that re-allocate gas to the parties that place greater value on the commodity than the original party.
2. Providing market pricing transparency.
3. Yielding price signals for consumers and for investors in pipe, pipeline services, storage, and supply

4. A daily physical market for trading natural gas, not just a financial overlay.  

5. Market design is not to preclude an intra-day market developing in the future. Undertake a feasibility study of an intra-day market once the daily market is established.

6. Ensure that new risks to the market are manageable.

(3) Results
ICF proposed a STTM design that employs an “exchange-based” structure (as opposed to bilateral, over-the-counter trading) which includes “offers” that indicate a desire to sell gas supply to the Hub and “bids” that wish to purchase gas at the Hub).  The respective offers and bids are matched and the market clears at the price where supply meets demand.  This STTM exchange trading occurs the day before the gas is scheduled to flow.  Suppliers must nominate volumes on their respective pipelines matching confirmed offers.  Offers are matched with physical delivery rights to the market.  

The market utilises intraday nominations to adjust for changes in demand or supply that can occur from the initial bidding and nominations to the middle of gas day.  Intraday nominations are intended to adjust flows to meet demand or supply variations that are not predictable.  Much of the market design involves the resolution of discrepancies between sales and purchases, demand, nominations, and deliveries.  
A key element of this design is the principle that individual parties are responsible for their own imbalances as opposed to current rules that allocate system imbalances prorata over all users of the gas system.  In the ICF market design, ex-post pricing is not used to cure imbalances.  We proposed a graduated system of Deviation charges based on a function of the value of gas the day the imbalance occurred (as revealed by the bid and offer stacks) and the size of the deviation.  This is an attempt to limit rewards from gaming.
(4)  Conclusions

ICF’s natural gas market analysis and preliminary STTM design was presented to Australia’s Gas Market Leader’s Group on December 16, 2007.  A “go” decision was reached on the initial market design.  Plans were agreed to proceed to a Phase 2 in which detailed STTM market rules will be established.  Plans are to have the market operational by the year 2011. 
