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Dear President and Speaker

Report of the Auditor-General:
Report 9 of 2018 ‘Battery storage procurement’

As required by the Public Finance and Audit Act 1987, | present to each of you Report 9 of 2018
titled ‘Battery storage procurement’.

Content of the Report

The procurement of 100 megawatt grid-connected battery storage was an initiative of the
former SA Government. This large scale battery storage was part of a group of initiatives
included in ‘Our Energy Plan’ which detailed the vision to ‘source, generate and control more of
South Australia’s power supply in South Australia so we can increase self-reliance and provide
reliable, competitive and clean power for all into the future’.

Given the public interest in the reliability of the State’s power system and the potential impact
of power outages on households, business and the economy, we reviewed the procurement of

battery storage, which was the first procurement under the Energy Plan.

This report provides detailed commentary and audit observations on our review of the project
initiation process, procurement and contract management arrangements.
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1  Executive summary

1.1 Introduction

The procurement of 100 megawatt (MW) grid-connected battery storage was an initiative of
the former SA Government. This large-scale battery storage was part of a group of initiatives
included in ‘Our Energy Plan’ (the Energy Plan), which detailed the vision to ‘source,
generate and control more of South Australia’s power supply in South Australia so we can
increase self-reliance and provide reliable, competitive and clean power for all into the
future’.

Electricity reliability and costs to households have been issues of concern to the South
Australian public. Concern about the power system has come from many contributing
factors, from supply interruptions to rising power bills.?

The former SA Government moved to implement the Energy Plan quickly, targeting

1 December 2017 (the start of summer 2017-18) as the date to have key deliverables in
place. The aim was to reduce the risk of further power outages when electricity demand
peaks in South Australia.

The first procurement under the Energy Plan was for battery storage through a competitive
process. The objective was to obtain energy services capable of preventing load shedding
events and able to provide key services to maintain system integrity in the electricity
network.

The SA Government entered into a contract with Hornsdale Power Reserve (HPR)
for 10 years to reserve a portion of a 100 MW battery installed near Jamestown. This was
the first battery of this capacity introduced to the National Electricity Market in Australia.

While the SA Government does not own or operate the battery, it has established
arrangements with HPR to ensure that it is operated in line with the SA Government’s
requirements. In return, the SA Government agreed to pay $41.8 million to HPR over 10
years.

Given the public interest in the reliability of the State’s power system and the potential
impact of power outages on households, businesses and the economy, we reviewed the
procurement of battery storage. Our review included the project initiation process,
procurement and contract management arrangements.

1.2 Conclusion

A scope limitation meant we could not complete all work needed to form an opinion on one
aspect of our review relevant to whether controls exercised over this procurement were
sufficient to give reasonable assurance the transaction was conducted properly.

1 ‘Summer operations 2017-18’, November 2017, Australian Energy Market Operator.



The former SA Government developed the Energy Plan in response to a number of
significant power outages. Cabinet was extensively involved in developing the Energy Plan
and procuring 100 MW battery storage services.

Because we did not have access to the relevant Cabinet documents, we could not form an
opinion on whether:

. applying public funds to procure 100 MW battery storage was subject to appropriate
analysis by the SA Government

. the evaluation of the initiative complied with Treasurer’s Instruction 17.

A multi-stage competitive process was conducted to procure the battery storage services,
with over 70 expressions of interest received. The battery was constructed by HPR within
contracted time frames and has been operating for about 11 months without any significant
concern reported by HPR or identified by the SA Government.

We did not identify any specific procurement probity matters, although there were aspects
of the procurement that did not meet required standards or could be improved.

The processes and controls established by the SA Government to oversee the commissioning
of the battery were reasonable. It engaged an independent engineer who provided
certificates of performance and reliability confirming that the battery was delivered in line
with contractual requirements.

For the operating phase of the battery, there have been delays in the State implementing
the necessary processes and controls to ensure it is performing and operating in line with
the SA Government’s key objectives.

As a result, the processes and controls established by the SA Government to date do not
provide it with reasonable assurance that the battery will be available when it is required
and will appropriately respond to a system security event including preventing load
shedding.

1.3 What we found

Developing the Energy Plan and selecting 100 MW battery storage (section 5)

We could not form an opinion on whether applying public funds to procure 100 MW battery
storage was subject to appropriate analysis by the SA Government or whether the
evaluation of the initiative complied with Treasurer’s Instruction 17. This is because we did
not have access to the Cabinet documents evidencing this.

Our ability to provide assurance to the Parliament is limited in circumstances where Cabinet
is involved in developing initiatives and we do not have access to documents that
demonstrate the need for the initiative and the analysis of the options available.



Governance and budget established to implement the Energy Plan (section 6)
Key governance documents were not prepared or suitably authorised until after the project
had started. This was a result of the Energy Plan Implementation Taskforce having to take
quick action to meet the SA Government’s time frames for delivering aspects of the Energy

Plan by 1 December 2017.

The stated $550 million cost of the Energy Plan did not include whole-of-life costs for the
100 MW battery or the gas-diesel hybrid generators.

Procurement (section 7)

There were shortcomings in some key areas of the procurement process. They included:

. a lack of documented evidence and analysis to support departures from State
Procurement Board guidelines and compliance with free trade agreement obligations

. some State Procurement Board guidelines were not complied with

. a number of procurement documents could not be located and there was a need to

improve record management processes.

Some processes were not conducted timely, such as developing the acquisition plan,
procurement risk identification and management, engaging the probity advisor and
approving the probity plan. The lack of timeliness negated the intended impact of these
processes.

Probity management arrangements to oversee the procurement were not properly
established and evidenced. This included:

. not clearly defining and documenting the probity advisor’s scope of services, key
deliverables and reporting requirements

. not maintaining a record of contact and interactions with proponents for the
expression of interest stage of the procurement process

. not documenting actions taken to manage a potential conflict of interest.

The Department for Energy and Mining (DEM) advised that the urgency to progress the
procurement to ensure the SA Government’s time frames for project delivery were met
impacted the documentation and timeliness of the process.

Contract management (section 8)

Some contract management documents and processes were not established timely, such as
a contract management plan and contract management arrangements. Further, key
elements of the contract management arrangements were not documented.

We also noted that while some contract administration functions were being performed,
there was no contract manager accountable for ensuring the key contractual obligations
were being met.



Commissioning and ongoing monitoring of the battery (section 9)
Commissioning the battery

The processes and controls established by the SA Government to oversee the commissioning
of the battery were reasonable. The key processes included:

. documenting the governance arrangements for delivering the battery, setting out key
roles and responsibilities

. establishing a high level committee to oversee the delivery of the battery

. incorporating the requirement for commissioning, functional, performance and

reliability testing in the contractual arrangements

. obtaining performance validation and reliability test certificates from an independent
engineer to confirm the battery met the performance and reliability requirements.

We found, however, that to maintain independence, ideally different engineers would be
used for independent certification and advisory services.

Ongoing monitoring arrangements for the battery

There were delays in implementing the necessary processes and controls to ensure the
battery is performing and operating in line with the SA Government’s key objectives.

Notably, we found reporting established by HPR to monitor the battery does not provide
sufficient or reliable information to enable the State to assess whether the battery is
performing and being operated consistent with contractual requirements and its key
objectives.

Audits on the operation and performance of the battery have not been implemented to test
the accuracy of the reporting provided by HPR and ensure compliance with contractual
requirements. Further, the SA Government had not tested the availability, storage and
access to necessary data to enable audits and investigations.

A governance framework covering key aspects of monitoring the ongoing operation and
performance of the battery was not in place. Also, there were delays in establishing the key
oversight committee (ie the Operating Committee) for the battery.

The SA Government had not developed a risk management plan for the operating phase of
the battery.

Other key observations include:

. a formal process for rectifying compliance issues was not established

. the first scheduled review of the Operating Protocol, which specifies how the battery is
to be operated contractually, was not undertaken

. HPR has not provided the SA Government with a maintenance schedule

. a resource plan for the SA Government’s oversight role over the battery and formal

protocols for using specialist advisors to help the SA Government exercise its
responsibilities and interests was not developed.



1.4 What we recommended

Developing the Energy Plan and selecting 100 MW battery storage (section 5)

We recommend that the SA Government, together with government agencies, consider how
they can demonstrate that they have fulfilled obligations to identify and evaluate options,
prepare cost-benefit analysis and evaluate risks for proposed initiatives, as required by the
Treasurer’s Instructions, where Cabinet has extensive involvement in planning an initiative.

At the time of this Report the SA Government was reviewing the existing policy restricting
access to Cabinet documents by investigative agencies.

Governance and budget established to implement the Energy Plan (section 6)

For future projects, the governance arrangements should be documented and appropriately
authorised at the start of the project.

To provide increased transparency and accountability for future initiatives, DEM should
ensure that all whole-of-life costs associated with delivering a program/project are reported
at the time it is announced.

Procurement (section 7)

For future procurements, the evidence and analysis to support departures from SPB
guidelines and compliance with free trade agreement obligations should be documented
timely. Procurement risks should be identified and assessed when the procurement process
starts and market documents prepared in line with State Procurement Board guidelines.

To address weaknesses in probity management arrangements, we recommended that:

. probity advisors be engaged before the procurement starts (where they are used) and
the details of assurance services they are to provide clearly defined and documented

. frameworks used to manage probity be approved and provided to relevant officers at
the start of the procurement process

. a complete record of all contact and interactions with proponents be maintained
. actions taken to assess and manage identified conflicts of interest be documented.
We recommended that record management processes be improved to ensure that

documents that support key procurement processes and outcomes are retained and readily
available for review.

Contract management (section 8)
DEM should finish establishing contract management arrangements for the battery storage

and ensure that key elements of the arrangements required for it to effectively manage the
contract are documented.



DEM should appoint a contract manager who is accountable for ensuring the key obligations
of each party to the contract are met.

Commissioning and ongoing monitoring of the battery (section 9)

Review, in consultation with the Operating Committee, the structure, required information
and presentation format for HPR’s monthly report to enable an assessment of how the
battery is performing and being operated.

Develop and document processes for:

. biannual performance audits of the battery (and undertake performance audits as
soon as practical)

. annual reviews of the Operating Protocol and the battery reserved capacity

. escalating and rectifying compliance issues identified through the contract
administration function.

Develop and document a governance framework for the operating phase of the battery and
formally establish the Operating Committee.

Develop and implement a risk management plan for the operating phase of the battery.

Request a copy of the maintenance schedule from HPR and implement a timely review of
the schedule in line with the Project Agreement.

Develop a resource plan for the operating phase of the battery and a protocol setting out
how and when specialist advice should be sought.

1.5 Response to our recommendations

For our review of the commissioning and ongoing monitoring of the battery, DEM advised it
is incorporating our recommendations into its processes for current projects. Also, given the
technical nature of the findings, it provided additional comments where context or
clarification was required. These comments are included in section 9.

For all other areas of our review, DEM acknowledged our findings and advised that it is
incorporating our recommendations into its processes for current projects and improving
record management systems. DEM had a different view on our observations about the full
cost of delivering the Energy Plan. This matter and DEM’s view are detailed in section 6.3.2.

DEM also advised the following:

. The battery procurement was the first procurement under the former
SA Government’s Energy Plan and was undertaken simultaneously with a number of
other significant and urgent projects. This was at the same time as a new, small
implementation team was established.



. The implementation team relied heavily on the advice of the Strategic Procurement
Unit. DEM, however, acknowledges that elements of the procurement could have
been undertaken and documented more comprehensively and has since continued to
improve processes.

. In less than nine months (and only five months after awarding the contract) the
battery was operational, delivering power to the National Electricity Market and
providing system security services to South Australia. This was an incredible
achievement and could not have been realised without the hard work of many
dedicated public servants, who have since won procurement and energy industry
awards in recognition of their efforts.

. The battery continues to perform beyond expectations, which is regularly recognised
by various regulatory, academic and media institutions. For example, the Australian
Energy Market Operator released a report on the performance of the battery in April
2018, illustrating how it provides a more rapid and precise response to loss of
frequency than other conventional generators. Figures presented by McKinsey and
Company at Australian Energy Week in May 2018 suggest the battery had reduced grid
service costs by 90%, taking a 55% share in the State’s frequency control and ancillary
services market. Bloomberg New Energy Finance reported in July 2018 that in its first
six months of operation, the battery contributed to a year on year 73% reduction in
frequency control and ancillary services costs in South Australia.

DEM’s comments and responses to specific findings and recommendations are included in
sections 5to 9.



2 Background

2.1 The Energy Plan

Procuring 100 MW grid-connected battery storage was one of the initiatives delivered under
the Energy Plan, announced by the SA Government on 14 March 2017. Within nine months
of the announcement, battery storage was procured and operational. Figure 2.1 summarises
the key events during this period.

Figure 2.1: Chronology of key events for the procurement of 100 MW battery storage

Date Event

14 March 2017 Energy Plan released

16 March 2017 Expression of interest document released to the market

5 April 2017 Acquisition plan endorsed by the then Chief Executive, Department

of the Premier and Cabinet

17 May 2017 Invitation to supply documents released to 14 proponents
shortlisted from the expression of interest stage

29 June 2017 SA Government approved final negotiations to proceed with
preferred proponent and finalisation of an agreement between the
SA Government and the successful proponent to be entered into
and executed by the Minister for Mineral Resources and Energy

6 July 2017 Project Agreement between HPR, Tesla and the SA Government
signed

29 September 2017 Network connection agreement between HPR and ElectraNet signed

16 December 2017 Performance validation achieved

A detailed chronology of events in Appendix 1 provides further information.

2.1.1 The Energy Plan was created in response to events that impacted
the electricity network

In early September 2016 the SA Government approved a number of energy policy measures
in response to challenges identified in the national energy markets. Following this there was
a state-wide power outage on 28 September 2016 and a number of further significant supply
interruptions between September 2016 and February 2017.

The former Chief Executive of the Department of the Premier and Cabinet (DPC) advised us
that a load shedding event? on 8 February 2017, which was a day of extreme heat, resulted

2 Load shedding refers to the rapid drop off (shedding) of customer demand (load) required to avoid even
wider loss of supply or even a grid shutdown, www.sapowernetworks.com.au/outages/load-shedding,
viewed 25 October 2018.



in large numbers of South Australian consumers and businesses being without electricity. He
also advised:

. this highlighted how dependent South Australia is on the procedures and operations of
the National Electricity Market3

. it drew attention to the risk of further power outages that South Australia could face
over the following summer.

These events led to an intensive period of planning by the SA Government, starting in
February 2017, to produce the Energy Plan that was released on 14 March 2017.

The former Chief Executive DPC advised that the Energy Plan responded to a high
SA Government priority which it considered to be time sensitive. He explained that:

. it sought to deal with a local electricity market that was vulnerable to developing
instability in the National Electricity Market

. the vulnerability of the South Australian market would be particularly pressing over
the summer ahead (when electricity demand is at its peak). This made early December
2017 an important date to implement key parts of the Energy Plan.

2.1.2 Cabinet was significantly involved in developing the Energy Plan

We were advised by DEM and former DPC staff that Cabinet was extensively involved in the
intensive planning period that produced the Energy Plan.

The former Chief Executive DPC advised us that Cabinet met frequently between 9 February
2017 and 14 March 2017, when the Energy Plan was released. He also advised that:

. Cabinet needed to make decisions on the Energy Plan because of the importance of
the subject matter and the high level of judgement required

. material was prepared by expert advisors, external to government, and made available
to Cabinet during its deliberations and consideration of options.

2.1.3 Six key deliverables were identified in the Energy Plan

The Energy Plan identified six key deliverables with an estimated cost of $550 million to ‘give
our State greater local control of our energy security’.*

The six deliverables are shown in figure 2.2.

3 The National Electricity Market is a wholesale market through which generators and retailers trade
electricity in Australia. It interconnects the six eastern and southern states and territories in Australia. The
Australian Energy Market Operator handles the day-to-day operations of the electricity market. The
Australian Energy Market Commission develops the rules by which the market must operate. Department
of the Environment and Energy, www.energy.gov.au, viewed 16 October 2018.

4 Government of South Australia, 2017, Our Energy Plan. South Australian Power for South Australians
pamphlet.



Figure 2.2: Deliverables in the Energy Plan

Battery storage and Renewable Technology Fund

Australia’s largest battery will be built in South Australia to store renewable
energy and add stability to supply as part of a new $150 million Renewable
Technology Fund.

New generation, more competition

The SA Government will use its bulk-buying power to attract new electricity
generation to increase competition and put downward pressure on prices.

State-owned gas power plant

The SA Government will build its own gas power plant to have government-
owned stand-by power available in South Australia for emergencies.

South Australian gas incentives

The SA Government will offer incentives to source more gas for use in South
Australia, replacing coal-fired energy from Victoria.

Local powers over national market

q The SA Government will legislate to give the Energy Minister direction over
the market so South Australia’s best interests always come first if there is an
electricity shortfall.

Energy security target

A new target will increase South Australia’s energy self-reliance by requiring
more locally generated, cleaner, secure energy to be used in South Australia.

Source: ‘Our Energy Plan’, Government of South Australia, page 3, March 2017.

2.1.4 Implementing key Energy Plan deliverables

Actions taken for each of the deliverables identified in the Energy Plan included:

. delivering a 100 MW battery storage facility

. agreements signed to provide five loans and 21 grants from the Renewable Technology
Fund
. a 20-year contract established with SolarReserve to provide electricity to government

agencies from 2020 through the construction of a solar thermal power station

. bridging contracts executed to provide electricity to government agencies from
1 January 2018 until 2020, when the solar thermal power station starts operation

. short-term lease and subsequent purchase of nine gas-diesel hybrid turbines for
emergency electricity generation. The turbines transfer to SA Government ownership
in December 2018

. four grants, totalling $24 million, awarded under the second round of the Plan for
Accelerating Exploration (PACE) grant scheme to incentivise companies to extract
more gas
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. implementing the Emergency Management (Electricity Supply Emergencies)
Amendment Act 2017 to give the Energy Minister direction over the market. DEM
advised that the Energy Minister had not been required to use the changed legislation
at the time of this Report

. the former SA Government deferred implementing the Energy Security Target until
2020.

2.1.5 Change in government resulted in new energy initiatives

A new SA Government was elected in March 2018. It identified a series of energy reforms in
the 2018-19 State Budget comprising:

. $100 million over four years for a home battery scheme
. S50 million over four years for a Grid Scale Storage Fund
. $30 million over three years for demand response, aggregation and integration of

distributed generation

. S4 million in 2018-19 towards early works for additional interconnection between the
eastern states and South Australia.

DEM advised that the SA Government has committed to honouring contracts established for
initiatives developed under the previous Energy Plan and they will continue to be managed
and monitored within DEM.

The SA Government appointed a Special Investigator in April 2018 to examine the
procurement of the nine gas-diesel hybrid turbines. The terms of reference included
reporting on the options open to the SA Government for the future management and
ownership of the turbines and the financial implications of those options.> The Special
Investigator’s report was tabled in Parliament on 16 October 2018.° In response, the
Minister for Energy and Mining announced that the SA Government will undertake a tender
process to lease the generators to a commercial operator for 25 years.’

2.2 Governance over Energy Plan implementation

Implementation of the Energy Plan started under DPC. It established the Energy Plan
Implementation Taskforce in late-March 2017 to deliver the initiatives identified in the
Energy Plan. Oversight of the implementation was provided by the Energy Plan
Implementation Committee (EPIC).

> Chapman, V Hon (Deputy Premier, Attorney-General) 2018 ‘Investigating Labor’s deal for the diesel
generators’, media release, 3 April.

6 M.C. Livesey QC 2018, ‘Report to the Honourable Vickie Chapman MP, Attorney-General for the State of

South Australia into the Procurement of Diesel Generators’, Bar Chambers, 30 August.

Van Holst Pellekaan, D Hon (Minister for Energy and Mining) 2018, ‘Future of temporary generators’,

Ministerial Statement, 16 October.

7
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Figure 2.3: Governance structure for Energy Plan implementation

Minister for Mineral
Resources and Energy

~N

Energy Plan Implementation Committee

Premier

Strategic External advisers

Procurement Unit

Energy Plan Implementation Taskforce

Executive Director Energy Plan Implementation Taskforce

Government
Communications and

Internal government
Engagement ‘

advisers
‘

Energy Plan
Program Director* Implementation Commercial Director
Director**

* Position abolished December 2017
** Position created December 2017

Source: Audit analysis of governance documents provided by DEM.

The governance framework for implementing the Energy Plan deliverables is documented in
the ‘South Australian Energy Plan Program Governance Arrangements’ (Governance
Arrangements).

The Governance Arrangements include:

. governance principles to apply in delivering the initiatives identified in the Energy Plan
. establishing two committees to provide support and oversight
. the responsibilities for key roles in delivering the Energy Plan.

2.2.1 Machinery of government changes

Following the change in government in March 2018, a number of machinery of government
changes were introduced, effective from 1 July 2018. They resulted in:

. responsibility for energy implementation being moved from DPC to DEM

. the Strategic Procurement Unit, which assisted with the battery storage procurement,
being moved from DPC to the Department of Treasury and Finance.

2.3 Procurement of 100 MW grid-connected battery storage

2.3.1 Procurement objectives

The acquisition plan prepared by DPC stated that the main objective of the battery storage
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procurement was to provide South Australia with large-scale storage for renewable energy
so power is available when it is needed.

It further explained that 100 MW grid-connected battery storage would:

. contribute to providing energy services capable of preventing certain load shedding
events in South Australia

. be able to provide key services to maintain power system integrity, particularly in peak
summer periods and times of loss of generation or interconnector capacity.

2.3.2 Multi-stage competitive process conducted for the procurement

A multi-stage competitive process was conducted by DPC for the procurement that included:

. releasing a public expression of interest (EOI) on 16 March 2017 to determine interest
from potential proponents and understand what solutions could be offered by the
market to meet the SA Government’s time frames for delivery. DPC received 79
submissions from this EOI

. issuing an invitation to supply (ITS) on 17 May 2017 to 14 proponents shortlisted from
the EOIl stage. They were required to respond to a more detailed set of requirements.
DPC received submissions from 12 of the 14 shortlisted proponents

. evaluating the 12 ITS responses over two separate stages. The evaluation team
completed a preliminary evaluation of responses and shortlisted five proponents to
proceed to a more detailed evaluation

. the evaluation team selecting a preferred proponent after it completed the detailed
evaluation and held discussions with each of the five shortlisted proponents to clarify
matters identified during the preliminary evaluation

. negotiations with the preferred proponent, which started on 30 June 2017 and
concluded on 5 July 2017.

2.3.3 Ciriteria established and used to evaluate tender submissions

EOI evaluation

The 79 EOI submissions received were reviewed by the evaluation team against evaluation
criteria, which involved assessing technical and financial details, capability and ability to
deliver the project and economic contributions to the State.

ITS evaluation
Preliminary evaluation

Proponents shortlisted from the EOI stage were evaluated on their technical and financial
capability, use of technology, ability to meet project delivery time frames and arrangements
in place to manage supply and logistics requirements. Proponents were also assessed on
their ability to meet any Foreign Investment Review Board requirements within required
time frames and deliver economic contributions to the State. The evaluation team further
considered if any of the ITS submissions posed a material risk to completing the
procurement process and/or delivery of the project.
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Detailed evaluation

The evaluation team shortlisted five proponents from the ITS preliminary evaluation and
completed a further detailed review of their submissions. This assessment considered the
proponents’ capability and commercial offer (ie value for money), project risks related to the
proposed services offered, whether proposed solutions met the project’s technical
requirements and delivery of economic contributions to the State.

The evaluation team also held discussions with all five proponents to further understand any
barriers to reaching financial close, assessments undertaken to determine connection
arrangements, known site constraints and long lead items required to be ordered to meet
the SA Government’s time frame.

2.3.4 Selection of preferred proponent

The ITS evaluation report endorsed by the evaluation team recommended the solution
offered by Neoen (the owner of HPR) because it met the evaluation criteria to a greater
extent than the other shortlisted proponents.

2.4 The Project Agreement

The SA Government engaged HPR to design, construct, commission and test the 100 MW
battery storage facility and subsequently own, operate and maintain the battery. The terms
and conditions are established in ‘The South Australian Grid-Connected Battery Facility
Project Agreement’ (the Project Agreement), which was signed on 6 July 2017.

HPR must deliver the following services for 10 years under the Project Agreement:

. provide key system security services to maintain power system security and integrity
and stability for the South Australian electricity network

. prevent certain load shedding events
. provide supply during critical peak periods
. participate in ancillary services and wholesale electricity markets.

The following requirements, which are defined in or attached to the Project Agreement,
govern how these services must be provided:

. the Operating Protocol
. performance guarantees
. good electricity industry practice.

The Project Agreement and its attachments establish the terms and conditions for delivering
the battery and its ongoing operations. The nature of these arrangements is discussed
below. Other parts of the Project Agreement are referenced throughout this Report, where
relevant.
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2.4.1 Parties to the Project Agreement
The parties to the Project Agreement are:

. the Minister for Mineral Resources and Energy
. Hornsdale Power Reserve Pty Ltd (owned by Neoen)
. Tesla Motors Australia Pty Ltd (Tesla).

Under the Project Agreement, HPR is the contractor engaged to deliver, own, operate and

maintain the battery storage facility. Tesla is a party to the agreement only for the purpose
of ensuring that its commitments and obligations to the SA Government established in the
Contractor Industry Participation Plan® are captured in the contract.

Figure 2.4: Relationship between the SA Government, HPR and Tesla

Under the Project Agreement HPR is
contracted to provide battery storage
services by constructing, operating and
maintaining the battery storage facility
for 10 years.

SA Government Tesla is only a party to the Project
Agreement with the SA Government for
delivering the Industry Participation Plan, not

the battery.

Hornsdale Power Reserve

Pty Ltd
tyld = -_— - — — Tesla

HPR and Tesla have separate agreements
between them for the engineering,
procurement and construction and operation
and maintenance of the battery.

(owned by Neoen)

Source: Audit analysis of the Project Agreement and HPR's application for the issue of an Electricity Generation Licence by the Essential
Services Commission of South Australia under the Electricity Act 1996.

2.4.2 The SA Government reserves 70 MW of the battery’s power
output capacity

HPR is responsible for the costs of constructing the battery and its ongoing operation. The
SA Government makes monthly contract payments to HPR in line with the Project
Agreement.

In return for the monthly contract payments, HPR grants to the SA Government the exclusive
right to a reserved power output capacity of 70 MW and a reserved energy storage capacity

8  The Contractor Industry Participation Plan is a requirement for all SA Government procurements over

S4 million. As part of the tender for the 100 MW battery an Industry Participation Plan detailed ongoing
commitments from HPR and Tesla for contributions towards the State’s economic development.
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of 10 MWh,® collectively known as the reserved capacity. Any excess capacity remaining in
the battery after meeting the reserved capacity may be used by HPR to generate revenue.
This is known as the market capacity.

The reserved capacity is subject to an annual review process. Any change to the reserved
capacity is to be agreed by both parties under the Project Agreement.

2.4.3 Contract payments

The SA Government must pay HPR monthly contract payments in line with the Project
Agreement. Over the 10-year contract term, the maximum contract payments amount to
$41.8 million.

2.4.4 The battery must be operated in line with the Operating Protocol

HPR must operate the battery in line with the Operating Protocol. The purpose of the
Operating Protocol is to ensure that the battery operates in line with the SA Government’s
requirements.

The Operating Protocol was agreed to by HPR and the SA Government and is subject to
annual review. It can be amended by agreement between both parties.

2.4.5 The 100 day delivery promise

The Tesla performance guarantee, attached to the Project Agreement, includes a covenant

requiring reimbursement to the SA Government of any contract payments paid and payable
to HPR over the contract term, if performance validation is not achieved within 100 days of
the connection approval occurring.

Connection approval is the day the Network Connection Agreement is executed by the
network service provider (ElectraNet) and HPR. The Network Connection Agreement was
executed on 29 September 2017.

Performance validation!® was achieved on 16 December 2017, which was within the 100 day
period established under the Project Agreement.

2.5 Commissioning and testing the battery storage facility

The Project Agreement required HPR to ensure the battery storage facility achieved
performance validation by 1 December 2017. For this to occur, HPR needed to pass a range
of tests which assessed the performance of the battery against established performance
measures.

Immediately after achieving performance validation HPR was required to start reliability
tests. Payments under the Project Agreement for services provided by HPR were not payable
by the SA Government until the battery passed these tests.

® The difference between power output capacity (MW) and energy storage capacity (MWh) is explained in

section 4.1.3.
10 Section 2.5.1 discusses performance validation.
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The SA Government appointed an independent engineer to witness the testing completed
by HPR during the commissioning phase and to assess and certify if performance validation
had been achieved and reliability tests passed.

2.5.1 Performance validation was achieved on 16 December 2017

On 22 December 2017 the independent engineer issued a certificate to confirm that the
battery achieved performance validation on 16 December 2017.

The independent engineer identified some matters from the test results to be resolved
between Tesla, the Australian Energy Market Operator (AEMO) and ElectraNet following
performance validation. The SA Government was advised by the independent engineer that
these issues did not restrict the operation of the battery or the services provided under the
Project Agreement.

2.5.2 The battery passed reliability tests on 20 January 2018

To pass the reliability tests HPR needed to demonstrate reliable commercial operation of the
battery for at least 28 consecutive days without interruption.!!

A certificate was issued by the independent engineer on 15 February 2018 to confirm that
the battery passed the reliability tests on 20 January 2018.

The independent engineer concluded that during the test period the battery remained
available and operational and assessed that it also maintained the minimum required power
and energy storage capacities.

2.5.3 The SA Government did not pursue delay liquidated damages

The Project Agreement provided the SA Government the right to claim delay liquidated
damages from HPR if performance validation was not achieved by 1 December 2017.

As performance validation was achieved on 16 December 2017 the Executive Director,
Energy Plan Implementation Taskforce issued a notice to HPR on 24 January 2018 to claim
payment of delay liquidated damages.

The SA Government received legal advice on this matter and decided not to pursue delay
liqguidated damages from HPR. We were advised by DEM that this was because of external
advice that the cost of this action could exceed the value of the delay liquidated damages,
and to maintain a good working relationship with HPR.

DEM further advised that the delayed performance validation only impacted HPR’s market
capacity and did not impact the ability of the battery to deliver services from the State’s
reserved capacity.

11 For the reliability tests an interruption is defined as any failure of the battery to respond in line with its
functional requirements, or any loss or reduction of the battery’s required power or energy storage capacity
throughout the test period.
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3  Audit mandate, objective and scope

3.1  Our mandate

The Auditor-General has authority to conduct this review under section 36(1)(a)(iii) of the
Public Finance and Audit Act 1987.

3.2 Our objective

We assessed whether the controls exercised by DPC and DEM over the procurement of
100 MW battery storage services were sufficient to provide reasonable assurance that the
transaction was conducted properly and in accordance with the law.

A procurement transaction includes purchase planning, supply of goods or services and
ongoing contract management. DPC was responsible for the battery storage procurement
process until DEM became responsible for the ongoing contract monitoring and
administration under machinery of government changes effective from 1 July 2018.

3.3 What we reviewed and how

In completing the review, we assessed whether:

. the process, including assessment and analysis, applied by the SA Government in
developing the Energy Plan and governance arrangements established for
implementing it were reasonable

. the Energy Plan implementation budget of $550 million captured all costs of delivering
the identified initiatives

. the analysis and rationale for deciding to procure large-scale battery storage was
completed before the procurement process started

. the procurement met appropriate standards of probity, fairness, accountability and
transparency
. ongoing financial implications and commitments for the SA Government arising from

the battery storage initiative were appropriately disclosed to key decision-makers and
were considered as part of the procurement process

. robust contract management arrangements have been established to ensure that the
key objectives for battery storage, as defined in the procurement process, are being
achieved.

Our assessment considered SA Government requirements including Treasurer’s Instructions,
State Procurement Board policies and procedures, other authoritative documentation (such
as approvals and contractual documentation) and relevant departmental policies,
procedures and guidelines.

The Energy Plan describes a package of specific initiatives identified by the former
SA Government to address issues affecting electricity consumers in South Australia. Because
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the procurement of 100 MW battery storage was one of the initiatives identified in the
Energy Plan, our review included analysing the reasonableness of the process applied by the
SA Government to develop the Energy Plan to determine if public money was applied

properly.
3.3.1 Engagement of subject matter expert to assist with our review

We engaged the services of an external specialist firm to help us form an opinion on the
overall objective of this review. We asked the external specialist firm to:

. review and assess the processes established by the SA Government to ensure its key
objectives for the battery, as defined in the procurement process, are being delivered
by HPR

. provide a high-level summary of how the battery works and interacts with the energy

market and grid.

The assessment by the external specialist firm separately considered the delivery and
operating phases of the battery.

For the delivery phase they assessed processes to ensure that a battery was delivered
consistent with the SA Government’s key objectives and that it is capable of meeting the
performance and reliability requirements specified in the Project Agreement.

For the operating phase they assessed processes to ensure that the battery is being
operated and continues to perform in line with the performance and reliability requirements
specified in the Project Agreement.

3.4 What we did not review

Procurement of 100 MW battery storage is one element of a broader set of strategies
implemented by the former SA Government under the Energy Plan. While we considered the
formation of the Energy Plan as this included the initiative to procure battery storage, we did
not seek to determine whether the Energy Plan was appropriate to address issues with
electricity affordability, security and reliability in South Australia.

We have not assessed whether the battery has provided value for money. The criteria for
assessing what represents value for money, particularly in the complex and rapidly changing
energy market, is highly subjective and difficult to objectively measure.

Despite this limitation in our scope, it is important to note that the SA Government
undertook a multi-stage competitive procurement process.

We have not performed any market analysis to determine if introducing battery storage has
impacted on electricity prices and prices passed on to the end customer.

We did not review the operational effectiveness of the battery.

We did not review internal controls and transactions for payments made under the Project
Agreement.
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4  Operations of the battery storage facility
4.1 How the battery works

41.1 Overview

The 100 MW battery is located near Jamestown in South Australia. It is located next to the
Hornsdale Wind Farm that is owned and operated by Neoen, who also own HPR.

The battery can:

. absorb electricity supplied to it to charge the battery (this can come from the
Hornsdale Wind Farm or from the electricity grid)

. store electricity

. inject stored electricity into the electricity grid.

The battery can inject electricity into or withdraw electricity from the electricity grid at a
very fast rate.

Figure 4.1: Connection diagram of the battery and the Hornsdale Wind Farm to the
National Electricity Market

NEM electricity grid

ﬂ E ﬂ Mount Lock substation

Battery discharging

e HV transformer and meter L
- Transmission line
HPR battery facility Battery charging

HV transformer and meter
[ ]
Hornsdale Wind Farm

Source: Developed from information provided by DEM’s external technical advisor.

In general, batteries can provide a range of services to the electricity grid. These include:

. storing excess renewable energy and discharging it later when needed

. providing frequency control to maintain the stability of the grid and security of
electricity supply

. smoothing out minor variations in renewable energy output

. covering missing supply from generators when they experience outages.



4.1.2 Current operation of the battery

The operation of the battery storage facility is governed by the Project Agreement and an
Operating Protocol agreed between the SA Government and HPR. The services currently
provided by the battery can be categorised as those:

. required to protect power system security and reliability (power system security
services)
. for HPR’s commercial benefit.

Figure 4.2: Current operation of the battery storage facility

Commercial arrangement between the Minister and HPR

Reserved for SA Government Available for HPR’s commercial be nefit

« Reserved power output capacity: 70 MW
« Reserved energy storage capacity: 10 MWh

(Reserved capacity)
(around 8 minutes minimum duration)

Services that the battery facility currently offers

For protecting power system security

and reliability For commercial benefit

(Power System Security Services)

Services the battery facility can offer:

o Reserved energy capacity
standing capacity available to the power
system

e NLCAS
quickly inject electricity into the power
system when too much electricity flow from
Victoria in the interconnector

. FCAS
quickly inject electricity into, or withdraw
electricity from, the power system to manage
imbalance between electricity generation and
electricity demand in real time

General capabilities of a battery facility

Within a facility, ability to:

« Absorb electricity supplied to the facility (including from intermittent power sources - eg wind turbine)
« Store the electricity

« Inject the stored electricity very quickly to power system to supply:
« energy (ie the “volume” of electricity)
« frequency controlancillary services (ie fast response capability)

Source: Audit analysis.
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Figure 4.2 illustrates that:

. Reserved capacity — 70 MW (ie power) and 10 MWh (ie energy) has been reserved by
the Minister for HPR to provide power system security services

. Market capacity — 30 MW (ie power) and 119 MWh (ie energy) has been allocated to
HPR for its commercial benefit.

The reserved capacity may be revised as part of an annual review process provided for in the
Project Agreement.

4.1.3 Description of the power and energy characteristics of the battery

The total capacity of the battery is 100 MW for power output and 129 MWh of energy
storage.

A megawatt (MW) is a measurement of power, describing how much power can flow into or
out of the battery in any given instant.?

A megawatt hour (MWh) is a measurement of energy, describing how much electricity the
battery storage system can inject or absorb in one hour.

As a simple example to explain the relationship between power and energy, if HPR injected
power to the grid at the constant rate of 100 MW (the total power capacity of the battery) it
would take about 75 minutes to deplete the stored energy of 129 MWh.*3

The 100 MW battery is set up to keep a portion of the battery storage for the State with the
remaining capacity available to HPR to use for commercial purposes (eg buying and selling
electricity and providing power system security services for a monetary return).

As described above, the State’s reserved capacity in the battery is made up of the reserved
power output capacity of 70 MW and a reserved energy storage capacity of 10 MWh. This

means high power is available for a short period (that is, 70 MW can be injected to the grid
for approximately eight minutes) to provide power system security services. The

SA Government does not receive any money for power system services provided from the

reserved capacity. Power system security services are explained in section 4.2.1.

The market capacity of the battery available to HPR for commercial purposes is 30 MW
power output and 119 MWh of energy storage. This means that HPR has less power but high
energy which is available for a longer period (that is, 30 MW can be injected to the grid for
about four hours).

The key characteristics of the battery’s reserved capacity and market capacity as reflected in
the Project Agreement is illustrated in figure 4.3.

12 Mclaren, J 2016, ‘Batteries 101 Series: How to Talk About Batteries and Power-To-Energy Ratios’, 13 April,
www.nrel.gov/technical-assistance, viewed 28 August 2018.
13 Note that in practice, other factors also impact battery discharge.
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Figure 4.3: Reserved capacity and market capacity

5 B

2 2

g 70 MW reserved by Minister g 30 MW available to HPR

[e] ]

o o

oMW / 119 MWh available to HPR
10 MWh reserved
by Minister /
30 MW
Time (hour) Time (hour)

~8 minutes available ~4 hours available
Reserved capacity for the Minister Market capacity for HPR
(requires HPR to provide power system security services) (for HPR’s commercial benefit)

Source: Audit analysis (diagram not to scale).

The entire capacity of the battery (ie the full 100 MW and 129 MWh) should respond to a
power system security event if available. The Minister’s component is reserved so it is
guaranteed to be there, whereas HPR might have depleted its component when a power
system security event occurs.

The energy rating of the battery (ie the megawatt hours) will degrade over its life. Under the
Project Agreement the SA Government will retain 10 MWh for the 10 years as the reserved
capacity, unless the SA Government and HPR agree to change it.

4.1.4 Interaction with the electricity grid and the electricity market

The way the battery interacts with the National Electricity Market (NEM) and the grid is
illustrated in figure 4.4.

Figure 4.4: Interaction of the battery with the NEM and the electricity grid

AEMO’s interim arrangements for utility scale battery technology

I I
| [ 4functionalities: National |
| Licensing . I _ Electricit: I
| regime M | « Energy arbitrage | ER l"ICI y |
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I Issued by ESCOSA | Reserved energy capacity | Made by the AEMC I
I « Code compliance (transmission, | o NS l « Network connection l
| distribution and metering) \ . FCAS ) |
e = — o — ~ « Technical I
| « Safety, reliability, maintenance L
| and technical management plan ‘ ‘ « Registration |
I « Compliance (including the NER) « Dispatch I
| - provision . « ITand metering I
| Operating Network . . X |
| «  Audit protocol agreement « Administrative function |
I I

« Special technical requirements
P q Part of Project Agreement HPR and ElectraNet |
L

Operating characteristics and market behaviour

Source: Audit analysis.
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The various elements that govern the interaction between the battery and the electricity
market and grid are:

. the licencing arrangement — a generation licence has been issued to HPR by the
Essential Services Commission of South Australia (ESCOSA) with specified conditions*

. the connection agreement between HPR and the transmission network service
provider (ElectraNet)

. the National Electricity Rules (NER) which govern the operations of the NEM are made
by the Australian Energy Market Commission (AEMC). Various aspects of these rules
apply to the battery including network connection, technical requirements,
registration, dispatch, IT and metering and administrative functions

. the Operating Protocol established between the SA Government and HPR as part of
the Project Agreement. The Operating Protocol includes rules on how the reserved
capacity can bid in the NEM to provide power system security services.

Implementation of these arrangements is guided by AEMQ’s ‘Interim arrangements for
utility scale battery technology’. This sets out AEMQ’s views on how to apply the current
National Electricity Rules to battery projects, recognising that there may be scope to
improve the National Electricity Rules going forward.*®

The Emergency Management Act 2004 provides for the Minister for Energy to give directions
to any market participants, or require AEMO to give directions to any market participants,
on the declaration of an electricity supply emergency. In such an event, the battery may be
required to charge, store or discharge energy, or be placed at the disposal of AEMO for a
particular function as required.

4.2 Services delivered by the 100 MW battery

Section 4.1.2 explains that the current services provided by the battery are power system
security services and services available to HPR for its commercial benefit. These are
discussed below.

4.2.1 Power system security services

One of the purposes of the reserved capacity being dedicated to the SA Government is
to provide power system security services.

Power system security relates to the technical parameters of the power system such as
voltage and frequency, the rate at which these parameters might change, and the ability of
the system to withstand faults. The power system is considered secure when these technical
parameters are maintained within defined limits.®

14 The electricity generation licence can be viewed at <https://www.escosa.sa.gov.au/ArticleDocuments/

1116/20171013-Electricity-GenerationLicence-HornsdalePowerReserve.pdf.aspx?Embed=Y>, viewed

25 October 2018.

Interim arrangements for utility scale battery technology, <http://www.aemo.com.au/Electricity/National-
Electricity-Market-NEM/Participant-information/New-participants/Interim-arrangements-Utility-Scale-
Battery-Technology>, viewed 25 October 2018.

Energy system, Electricity, Electricity System, Security, https://www.aemc.gov.au, viewed 12 October 2018.
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Under National Electricity Law,” AEMO is responsible for maintaining power system
security. It is also required by the National Electricity Rules®® to control the power system
frequency and ensure that frequency is maintained within defined ranges that are set out in
the frequency operating standards®® for the NEM.

The power system security services currently offered by the battery are:

. reserved energy capacity
. frequency control ancillary services (FCAS)
. network loading control ancillary services (NLCAS).

Reserved energy capacity

The Project Agreement provides that 70 MW and 10 MWh of the battery has been reserved
to address any capacity shortfall in the NEM if required. This ensures that the battery always
has 70 MW and 10 MWh available to inject into the power system to address a sudden
capacity shortfall, such as might occur after the unplanned loss of a generating unit or an
element of the transmission network.

This rapid injection into the power system allows AEMO to maintain power system security
without load shedding while it instructs slower responding generating plant to increase
output and/or reconfigures the network. The Operating Protocol provides rules for
recharging the battery to restore the reserved capacity after it is discharged to provide
power system security services.

Frequency control ancillary services (FCAS)

Ancillary services are used by AEMO to maintain key technical characteristics of the system,
such as frequency and voltage. These services help to ensure that the power system
operates safely, securely and reliably.?°

Frequency control is a key element of power system security.?! The two main types of
services that the battery and other market participants provide to help control frequency
levels are regulation FCAS and contingency FCAS. Appendix 2 explains how FCAS contribute
to power system security and describes the two main services.

The NEM has eight FCAS markets. The battery actively participates in all of these markets,
which enhances power system security.?? Both the market capacity and the reserved
capacity can supply FCAS to the NEM. We were advised by DEM that the FCAS supplied by
the battery has mostly been from HPR’s use of the market capacity.

17 National Electricity (South Australia) Act 1996, section 49(1)(e).

18 National Electricity Rules Version 113, section 4.4.1.

Frequency operating standards define the range of allowable frequencies for the electricity power system
under different conditions, including normal operation and following contingency events. These standards
are determined by the Australian Energy Market Commission’s Reliability Panel.

Electricity, National Electricity Market, Security and reliability, Ancillary services, viewed 20 October 2018,
https://www.aemo.com.au.

Frequency Control Frameworks Review, Final Report, 26 July 2018, Australian Energy Market Commission.
Initial Operation of the Hornsdale Power Reserve Battery Energy Storage System, April 2018, Australian
Energy Market Operator, viewed 15 October 2018, https://www.aemo.com.au.
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For an example of how the FCAS provided by a large-scale battery and other market
participants help to manage power system frequency see Appendix 3.

Network loading control ancillary services (NLCAS)

The battery is included in the System Integrity Protection Scheme.?® This new emergency
frequency control scheme was commissioned by ElectraNet in December 2017.%* Its
purpose is to reduce the likelihood of the South Australian power system separating from
the rest of the NEM after a sudden increase in electricity flow that would otherwise exceed
the rated capacity of the Heywood Interconnector. When this rated capacity is exceeded,
automatic systems disconnect the interconnector from service to protect it from damage.
When a high flow is detected on the Heywood Interconnector, the battery will inject its
stored electricity into the grid as quickly as possible to reduce the likelihood of loss of the
interconnector.?® The battery’s injection increases local supply in South Australia, which
decreases flows on the interconnector from Victoria.

AEMO notes that the loss of multiple generators in South Australia and import of electricity
across the Heywood Interconnector would result in rapid frequency decline and pose a high
risk of a state-wide blackout.?® The battery’s ability to provide services under this control
scheme enhances the security of the power system.

4.2.2 Commercial benefits (ie HPR'’s energy arbitrage right)

HPR can use 30 MW of the battery’s power output capacity and 119 MWh of its energy
storage capacity in the NEM for its commercial benefit.

The market capacity has been used by HPR for energy arbitrage (ie buying and selling
electricity in the NEM) by the battery charging and storing electricity when wholesale
electricity prices are low and discharging the stored electricity during higher price periods.
Under the Project Agreement, HPR keeps all the revenue from energy arbitrage.

The reserved capacity of 70 MW and 10 MWh is not used by the SA Government to earn

market income through energy arbitrage to maximise the availability of the battery for
system security purposes.

4.2.3 External analysis of the battery storage facility’s operations

As the battery is the first large-scale commercial example of battery technology operating in
the NEM,?’ there has been strong interest in its operation and the services it provides.

3 Initial Operation of the Hornsdale Power Reserve Battery Energy Storage System, April 2018, Australian
Energy Market Operator, viewed 15 October 2018, https://www.aemo.com.au.

24 power System Frequency Risk Review Report, June 2018, Australian Energy Market Operator.

25 |nitial Operation of the Hornsdale Power Reserve Battery Energy Storage System, April 2018, Australian
Energy Market Operator, viewed 15 October 2018, https://www.aemo.com.au.

26 power System Frequency Risk Review Report, June 2018, Australian Energy Market Operator.

27 Gaming in Rebidding, Final Report, 28 September 2018, Australian Energy Market Commission.
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The following is a summary of some of the initial observations about the operations of the
battery reported by AEMO in its role as the independent operator of the NEM.

Frequency control provided by the battery is both rapid and precise

AEMO reported in its April 2018 review of the battery’s operations that the battery can
provide a range of valuable power system services, including rapid, accurate frequency
response and control.?®

Data available to AEMO demonstrates that regulation FCAS provided by the battery are both
rapid and precise compared to services provided by conventional synchronous generation.?®

AEMO also noted that commissioning tests and simulations confirm that the battery is
capable of responding more rapidly to a contingency event than synchronous generation.

The power system event of 25 August 2018

AEMO released a preliminary report in September 2018 about a significant power system
event on 25 August 2018 that resulted in Queensland and South Australia separating from
the rest of the NEM.3° This happened after the Queensland — New South Wales
interconnector tripped, which caused power system frequency to drop in South Australia
and changes in the power flow of the South Australia — Victoria interconnector. AEMO
indicated in this report that it is still investigating the event. It has requested data from
market participants to review how they responded to this event and will publish a report
when its detailed investigation is finished. At the time of this Report, AEMO had not
published its report.

The battery has increased FCAS supply and market competition

AEMO has provided some insights into the battery’s participation in FCAS markets. This
includes that during the first quarter of 2018 the battery was enabled3! to provide regulation
and contingency FCAS for 71% and 99% of the time respectively.3?

AEMO reported that FCAS prices decreased by $32.7 million (57%) in the first quarter of
2018 compared to the previous quarter.3? It noted that the battery contributed to the

28 |nitial Operation of the Hornsdale Power Reserve Battery Energy Storage System, April 2018, Australian
Energy Market Operator, viewed 15 October 2018, https://www.aemo.com.au.

2% Thermal (coal and gas) and hydro (water) driven power turbines are examples of synchronous generators
which are directly connected to the power system and rotate in synchronism with grid frequency. Batteries
do not have moving parts rotating in synchronism with the grid frequency but instead are interfaced to the
power system via power electronic converters which electronically replicate grid frequency.

30 ‘preliminary Report — Queensland and South Australia system separation on 25 August 2018, Australian
Energy Market Operator, viewed 15 October 2018, https://www.aemo.com.au/Electricity/National-
Electricity-Market-NEM/Market-notices-and-events/Power-System-Operating-Incident-Reports.

31 To provide FCAS, generators have some of their capacity ‘enabled’ in the FCAS market. This means that part
of a generator’s capacity is set aside to be available to respond to frequency changes when they occur.

32 Quarterly Energy Dynamics, Q1 2018, Australian Energy Market Operator, viewed 15 October 2018,
https://www.aemo.com.au.

33 Quarterly Energy Dynamics, Q1 2018, Australian Energy Market Operator, viewed 15 October 2018,
https://www.aemo.com.au.

27



reduced prices. Reasons for the lower FCAS prices included:
. an increase in supply from new technologies, including the 100 MW battery

. new technologies capturing a larger share of FCAS markets and replacing higher-priced
supply from existing technologies

. increased competition from two new FCAS providers (including HPR) coincided with
reduced prices offered by some existing providers of these services.

The impact of the battery during specific instances when AEMO needed to procure FCAS
from South Australian providers

Until recently, AEMO procured 35 MW of regulation FCAS from South Australian providers to
keep the power system secure for times when it considered it was possible that the State
could be separated from the rest of the NEM. During these periods, FCAS prices have
historically been very high due to the limited number of providers of these services in South
Australia. These higher costs could potentially be passed on to end consumers.

The local procurement of regulation FCAS was required on 14 September 2017 before the
battery was commissioned. A similar need occurred on 14 January 2018 after it was
commissioned and started to supply FCAS in the NEM.

During the 14 January 2018 event, the battery provided 12 MW of regulation FCAS which
replaced supply previously provided by other existing South Australian FCAS suppliers.

This additional supply of cheaper-priced regulation FCAS saw a 97% reduction in average
regulation FCAS prices from about $9000/MWh to $248/MWh. AEMO estimated the
additional supply reduced FCAS costs by about $3.5 million over a five-hour period.?*

Reduced electricity prices was not one of the SA Government’s objectives for procuring the
100 MW battery storage. While we note there is potential for consumers to benefit from
these reduced FCAS market costs if savings are passed on to them by market participants,
we have not undertaken work to verify or confirm if this has occurred.

In October 2018 AEMO determined from its analysis that with the battery in service and
South Australian system strength requirements3 in place, it would no longer need to
procure the 35 MW.36

34 Hornsdale Wind Farm 2 FCAS Trial, Knowledge Sharing Paper, July 2018, Australian Energy Market
Operator.

System strength is defined by AEMO as a measure of the power system’s stability under all possible
operating conditions. AEMO determines the combination of large synchronous machines (ie hydro, gas and
coal generation) that must remain online for the SA system to maintain sufficient system strength.

36 AEMO Electricity Market Notice 64716, 5 October 2018, https://www.aemo.com.au.
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5 Developing the Energy Plan and selecting
100 MW battery storage

What we found

We could not form an opinion on whether applying public funds to procure 100 MW
battery storage was subject to appropriate analysis by the SA Government and whether
the requirement to evaluate initiatives in line with Treasurer’s Instruction 17 was
fulfilled. This is because we did not have access to the Cabinet documents evidencing
this.

Cabinet had significant involvement in developing the Energy Plan and selecting 100 MW
battery storage as a specific initiative. Under government policy, investigative agencies,
including the Auditor-General’s Department, do not have access to Cabinet documents.

Our ability to provide assurance to the Parliament is limited in circumstances where
Cabinet is involved in developing initiatives and we do not have access to documents
that demonstrate the need for the initiative and the analysis of the options available to
fulfil that identified need.

What we recommended
We recommend that the SA Government, together with government agencies, consider

how they can demonstrate that they have fulfilled obligations required by the
Treasurer’s Instructions to:

. identify and evaluate options
. prepare cost-benefit analysis
. evaluate risks for proposed initiatives

where Cabinet has extensive involvement in planning an initiative.

At the time of this Report the SA Government was reviewing the existing policy
restricting access to Cabinet documents by investigative agencies.

5.1 Introduction

As discussed in section 2, the Energy Plan was the former SA Government’s response to a
number of significant power outages that occurred between September 2016 and February
2017.

We were advised by DEM staff and the former Chief Executive DPC that Cabinet was

extensively involved in developing the Energy Plan, meeting frequently between 9 February
2017 and 14 March 2017, when the Energy Plan was released.
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5.1.1 Access to Cabinet documents

In 2016 the former SA Government approved a policy stating that information on its
decision-making would not be provided to investigative agencies, including the Auditor-
General’s Department. This includes Cabinet submissions and notes, comments and advice
provided in Cabinet documents.

Under an arrangement with the former SA Government, we were given access to Cabinet

decision sets that are necessary evidence of approvals and conditions for transactions. This
practice has continued since the change of government in March 2018.%’

5.2 Audit approach

In forming an opinion on whether the controls over the procurement of battery storage
services were sufficient to provide reasonable assurance that the transaction was conducted
properly, we assessed:

. whether the process applied in developing the Energy Plan was reasonable, as this led
to a range of procurement decisions, including the decision to procure 100 MW
battery storage

. the analysis and rationale for the decision to procure large-scale battery storage as a
specific initiative.

We discussed the formation of the Energy Plan and selection of 100 MW battery storage
with DEM staff (formerly DPC staff) and requested documentation to support the
information provided to us about the planning process.

However, as discussed in section 5.1.1, our access to Cabinet documents was limited to
Cabinet decision sets. We did not have access to Cabinet submissions and notes, comments
and advice provided in Cabinet documents.

5.2.1 Treasurer’s Instruction 17 ‘Evaluation of and approvals to proceed
with public sector initiatives’ (Tl 17)

TI 17 requires the chief executive of each public authority to ensure that public sector
initiatives are evaluated. Evaluation must be in line with the evaluation framework detailed
in the ‘Guidelines for the Evaluation of Public Sector Initiatives’ (the Evaluation Guidelines)
issued by the Department of Treasury and Finance (DTF). Full compliance with these
guidelines was required where an initiative had an estimated cost equal to or more than
$11 million.3®

A public sector initiative is defined in TI 17 to include:

37 Report of the Auditor-General, Report 5 of 2018 ‘Annual Report for the year ended 30 June 2018, Part A:
Executive summary’, page 7.
38 This threshold increased to $15 million on 1 May 2017.
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...any proposals involving a cost in order to derive a benefit consistent with
some specified Government objective. The term public sector initiative would,
for example, include a capital project, an information technology systems
project, a change in pricing policy, change in service delivery models or an
initiative requiring an environmental impact assessment.

The Evaluation Guidelines support the application of a comprehensive and robust evaluation
process by requiring government agencies to analyse options and substantiate the decision
to invest public money. The analysis and substantiation of preferred options must be
documented in an investment proposal and business case.

In forming our opinion on the procurement of 100 MW battery storage, we sought to assess
whether the decision to invest public money was subject to robust analysis of options and
substantiation of the preferred initiative required by Tl 17. As battery storage was an
initiative identified through the Energy Plan, we needed to consider the development of the
Energy Plan and selection of 100 MW battery storage as a specific initiative.

5.3 Findings

5.3.1 We could not conclude on some areas of the review because of
limitations on access to Cabinet documents

Audit comment

The absence of available documented evidence for us to review has prevented us assessing
and forming an opinion on the reasonableness of the process to develop the Energy Plan and
select 100 MW battery storage as a specific initiative.

We recognise the Cabinet confidentiality convention, which is a long-established principle
that aims to protect the deliberations and decisions of Cabinet.3°

While we respectfully observe the government policy restricting our access to Cabinet
documents, the practical outcome of direct Cabinet involvement in establishing the Energy
Plan is that we cannot form an opinion on:

. whether applying public funds towards 100 MW battery storage as a specific initiative
was subject to robust analysis, including proper identification of the costs, benefits and
risks associated with this option

. whether Tl 17 has been complied with.

39 The practice of classifying Cabinet information in confidence comes from the Westminster system in the
United Kingdom and does not stem from any legislation. It allows Cabinet Ministers to freely debate policies
and agency proposals as part of government decision-making. West Australian Office of the Auditor-
General, Report 18 Opinions on Ministerial Notifications, 11 August 2016, Appendix 1: Cabinet
Confidentiality.
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It is @ matter for the SA Government and government agencies to consider how they can
demonstrate, for future initiatives where Cabinet has extensive involvement, that they have
fulfilled obligations established by the Treasurer’s Instructions.

At the time of this Report the SA Government was reviewing the existing policy restricting
access to Cabinet documents by investigative agencies.

Finding

At the time the Energy Plan was developed, DPC was the agency responsible for energy
policy, technical regulation and monitoring. DPC staff helped to develop the Energy Plan by
providing information on options to Cabinet.

We were advised by DEM staff (formerly DPC staff) that a thorough process was followed to
establish the Energy Plan. It included:

. identifying the issues affecting the electricity market in South Australia

. detailed consideration of many potential options to address the issues identified in the
electricity market and network

. input from consultants and various agencies in the electricity sector (such as the Clean
Energy Finance Corporation and the Australian Energy Market Operator)

. cost and benefit analysis

. risk assessments.

We were also advised that Cabinet analysed options and selected the initiatives to be
included in the Energy Plan.

We requested documents that evidenced the process described to us, which are also
required to be prepared by SA Government agencies by Tl 17.

We also requested documentation from DTF to support the development of the estimated
$550 million cost to deliver the Energy Plan and any analysis to support the reasonableness
of the cost estimates. We were advised that, in line with government policy, the
documentation requested could not be provided as it formed part of Cabinet deliberations in
developing the Energy Plan.

We were provided with Cabinet decision sets for the Energy Plan and procurement of

100 MW battery storage in line with protocols established by the former SA Government.
These decision sets provide necessary evidence of approval by Cabinet for the Energy Plan
and the procurement of 100 MW battery storage. However, they do not provide any
evidence of the analysis and evaluation of options considered under the plan.

We wrote to the Chief Executive DPC to request that an exception provided in the policy on
investigative agencies’ access to Cabinet documents be applied:
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In the event that an investigative agency seeks access to Cabinet documents,
such a request may be considered by Cabinet as to whether it considers an
exception to the policy is warranted depending upon the circumstances of any
particular investigation undertaken by the investigative agency.

As the Energy Plan was established under the former SA Government, in September 2018 we
asked DPC to relate with the Leader of the Opposition about our request to access the
relevant Cabinet documents.

At the time of this Report we had not received a response to our request.

Australian Auditing Standards require that an auditor must obtain sufficient appropriate
audit evidence to provide a basis for an audit conclusion. If an auditor is unable to obtain
sufficient appropriate evidence, conclusion scope limitation exists and they should express a
qualified conclusion or disclaim a conclusion.

A scope limitation for a review limits the assurance we can provide to the Parliament for a
particular project, program or service delivered by the Government.

DEM response
DEM responded that it is constrained by Cabinet conventions. The policy development of the
Energy Plan was undertaken by Cabinet with the support of the former Department of State

Development*® before the implementation team was established.

DEM also stated that it understands the requirement to demonstrate compliance with
Treasurer’s Instructions separately to documentation that is prepared for Cabinet.

40 The Resources and Energy Group formed part of the Department of State Development until 31 March
2017 when, due to machinery of government changes, it became part of DPC.
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6 Governance and budget established to
implement the Energy Plan

What we found

Key governance documents were not prepared or suitably authorised until after Energy
Plan implementation commenced. This was a result of the Energy Plan Implementation
Taskforce having to take quick action to meet the SA Government’s time frames for

delivering aspects of the Energy Plan by 1 December 2017. In particular, we found that:

. the South Australian Energy Plan Program Governance Arrangements, which
documented the roles of key staff and established the overall implementation
framework, were not documented until three months after work on implementing
the Energy Plan started

. terms of reference for the oversight committee (EPIC) and the leadership team
(EPLT), were not approved until July 2017. Implementation of the various
deliverables in the Energy Plan were well underway by this time and meeting
records showed that EPIC met four times before its terms of reference were
authorised.

We also found that the stated $550 million cost of the Energy Plan did not include whole-
of-life costs for the 100 MW battery or the gas-fired generators. It only represented the
cost of delivering the Energy Plan for the five-year period presented in the 2017-18 State
Budget.

What we recommended

For future projects, the governance arrangements should be documented and
appropriately authorised at the start of the project. The governance arrangements and
terms of reference for committees are important for setting expectations, assigning
responsibilities to key personnel and making individuals and groups accountable for
delivering expected outcomes.

To increase transparency and accountability for future initiatives, DEM should ensure
that all whole-of-life costs associated with delivering a program/project are reported at
the time initiatives are announced, in addition to the estimated costs/commitments
included in the State Budget.

6.1 Introduction

The Energy Plan Implementation Taskforce was established within DPC to implement the
Energy Plan (it moved to DEM on 1 July 2018). This included procuring 100 MW battery
storage.
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DPC also established a governance framework to ensure that the Energy Plan objectives
could be delivered while meeting four basic elements of governance: accountability,
participation, predictability and transparency.

6.1.1 Governance arrangements

The governance arrangements documented by DPC included:

. the governance principles to apply in delivering the initiatives in the Energy Plan
. establishing two committees to provide support and oversight
. the responsibilities for key roles in delivering the Energy Plan.

Energy Plan implementation committees

The two committees established and their roles were:

. Energy Plan Implementation Committee (EPIC) — to support project review and
validation, endorse recommendations for Cabinet and ensure that the Energy Plan

Program has the required resources from across the SA public sector. EPIC comprised a

number of chief executives from government agencies, a representative from the
Crown Solicitor’s Office and the Executive Director, Energy Plan Implementation
Taskforce.

. Energy Projects Leadership Team (EPLT) — to help deliver the project objectives within
specified quality, time frames and budget, report weekly to the project lead and
assess, manage and monitor risks. EPLT membership included project sponsors,
project managers, the Chief Procurement Officer, the Executive Director, Energy Plan
Implementation Taskforce, the Health, Safety and Environment Manager and the
Project Controls Manager.

Terms of reference were established for both committees outlining their purpose,
membership and reporting requirements.

6.1.2 The cost to deliver the Energy Plan was disclosed as $550 million

The initial estimated cost for delivering the Energy Plan was $550 million. The Energy Plan
(released publicly in March 2017) detailed that a $150 million Renewable Technology Fund
would be established and $24 million provided for South Australian gas incentives through
the Plan for Accelerating Exploration (PACE) grants. At that time no further details were
provided in the Energy Plan on how the rest of the $550 million would be allocated to the
other initiatives in the plan.

The estimated costs of delivering the Energy Plan were included in the 2017-18 State
Budget, released in June 2017.
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Figure 6.1: Breakdown of Energy Plan costs included in the 2017-18 State Budget

2016-17  2017-18 2018-19 2019-20  2020-21 Total
S’million  $'million  $'million  $’million  $’'million  $’million
Operating
Communication strategy 672 2328 - - - 3000
Implementation team 2727 11494 1 860 - - 16 081
Long-term standby emergency
generation capacity - - 2975 8 322 9122 20419
Renewable Technology Fund,
including 100 MW battery storage - 18 750 18 750 18 750 18 750 75 000
PACE grants - 24000 - - - 24 000
Short-term emergency generation
capacity 1400 88 336 21764 - - 111 500
Investing
Long-term standby emergency
generation capacity - 16 688 267 212 16 100 - 300 000
Total expenditure 4799 161 596 312561 43172 27 872 550 000

Source: Budget information provided by DTF.

6.2 Audit approach

In determining whether the controls over procuring 100 MW battery storage were sufficient,
we considered the governance framework established to implement the initiatives in the
Energy Plan.

DEM provided us with information and documentation to demonstrate the governance
framework established.

We also considered whether the Energy Plan implementation budget of $550 million
captured all costs of delivering the identified initiatives.

As the initial costings were established as part of the Energy Plan and were recorded in
Cabinet documents, we did not have access to them (refer to section 5.1.1). To understand
how the $550 million was allocated to the initiatives in the Energy Plan, we reviewed
information that was used by DTF to develop the 2017-18 State Budget (released after the
Energy Plan in June 2017) and the mid-year budget review released in December 2017.

We reviewed financial information used by DEM to monitor actual implementation costs for
the Energy Plan.

We also considered a report on the procurement of diesel generators issued by a Special
Investigator appointed by the current SA Government.*! It provided commentary on the
expected cost of the gas-diesel hybrid generators.

41 M.C. Livesey QC 2018, ‘Report to the Honourable Vickie Chapman MP, Attorney-General for the State of
South Australia into the Procurement of Diesel Generators’, Bar Chambers, 30 August.
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6.3 Findings

6.3.1 Governance arrangements were not documented or appropriately
authorised at the start of project delivery

Recommendation

For future projects, the governance arrangements should be documented and appropriately
authorised at the start of the project because they are important for setting expectations,
assigning responsibilities to key personnel and making individuals and groups accountable
for delivering expected outcomes.

Finding

The Executive Director, Energy Plan Implementation Taskforce advised us that the

SA Government’s imperative to implement the Energy Plan deliverables by the start of the
2017-18 summer season required the Energy Plan Implementation Taskforce to move
quickly to establish the necessary processes. While the governance structures were
established as a priority to allow procurement processes to start, the documentation of
them was prepared as soon as it was practicably possible.

The Governance Arrangements

The South Australian Energy Plan Program Governance Arrangements are dated 21 June
2017. Implementation of the Energy Plan started in March 2017. By the time the Governance
Arrangements were documented, EPIC had met three times and procuring 100 MW battery
storage was well advanced.

We also found the Governance Arrangements document was not signed to evidence it was
authorised. We were advised that the Governance Arrangements document was prepared
by the Executive Director and Program Director of the Energy Plan Implementation
Taskforce. The responsibilities of both officers are defined in the Governance Arrangements.

As the Governance Arrangements establish key principles and structures and assign
responsibilities to key personnel, we expected to see approval by the Chief Executive DPC, as
the most senior level executive responsible for implementing the Energy Plan.

EPIC and EPLT terms of reference

The EPIC and EPLT terms of reference were approved by the Executive Director and Program
Director of the Energy Plan Implementation Taskforce in July 2017. EPIC had met at least
four times before its terms of reference were approved. EPLT did not maintain meeting
minutes and therefore we could not review the operations of this group.

EPIC’s terms of reference do not cover the following matters that are typically addressed in a
terms of reference document:

. the requirement to maintain meeting minutes (although minutes were maintained)
. how changes can be made to the terms of reference
. what constitutes a quorum for decision-making purposes
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. who should act as Chair in the absence of the nominated Chair
. conventions for how decisions are to be made (for example consensus required, or the
Chair having the final decision).

DEM response

DEM advised that governance arrangements were put in place within three months of
starting to implement the Energy Plan. This was reasonable, considering:

. the scale of the work underway

. the establishment of a new team

. the requirement for a number of projects to be delivered before the 2017-18 summer

. once the majority of the team were engaged, the governance arrangements were
finalised.

6.3.2 The full cost of delivering initiatives in the Energy Plan was not
reported

Recommendation

To provide increased transparency and accountability for future initiatives, all whole-of-life
costs associated with delivering a program should be reported at the time the initiative is
announced, in addition to the estimated costs/commitments included in the State Budget.

Finding

The $550 million budget provided in the 2017-18 State Budget captures Energy Plan
implementation costs up to 2020-21. It does not include the full life-cycle costs of delivering
the Energy Plan initiatives.

We observe from analysis of the 2017-18 budget figures that:

. only four years of payments (totalling $15 million) for the 100 MW battery storage
were included in the overall Energy Plan budget of $550 million. These four years of
payments are recognised in the Renewable Technology Fund’s grants of $75 million.
The contract for 100 MW battery storage services is for 10 years. The remaining six
years of contract payments, which are about $27 million, are not included in the
$550 million budget because they fall outside the estimate years in the 2017-18 State
Budget

. there was uncertainty as to whether the long-term gas generators could be delivered
within the $300 million budget established for long-term standby emergency
generation. This uncertainty was recorded at the time approval was sought to release
an expression of interest to the market to relocate, operate and maintain the long-
term emergency stand-by generators. The uncertainty was over relocation and
operating costs which were estimated to be in the range of $70 million to $110 million.
DEM advised that subsequent analysis performed by the Energy Plan Implementation
Taskforce determined that the estimated costs would most likely be in the range of
$70 million to $80 million, which mitigated some of the risk of exceeding the
$300 million budget
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. the $550 million budget did not include the estimated whole-of-life costs for delivering
the gas turbine generators (ie long-term emergency generation capacity). Again, this
was because the expected cost falls outside the four-year time frame covered by the
State Budget. The Special Investigator identified that the likely overall cost for the
generators would be $610 million, comprising at least $494.5 million to procure,
relocate, operate and maintain them, and initial lease costs for the first 13 months of
around $115 million.*?

We were advised that after the March 2018 election, the Energy Plan was superseded by the
new SA Government’s energy strategy and is no longer recognised as a specific ongoing
program. As mentioned in section 2.1.5, the SA Government announced in October 2018
that it will undertake a tender process to lease the generators to a commercial operator for
25 years.

The Energy Plan included significant initiatives that envisaged longer term arrangements and
financial commitments extending beyond the four estimate years in the 2017-18 State
Budget. Reporting on Energy Plan implementation by DPC** was based on the budget
amount of $550 million included in the State Budget and disclosed in the Energy Plan, not on
the full estimated project cost required to deliver all of the Energy Plan initiatives.

DEM response

DEM provided a different view on our finding. It responded that the $550 million budget was
for implementation and capital expenditure (that is, the cost of procuring the generators),
and that the long-term operational budgets for the generators and the battery were
allocated within operational budgets as part of normal government processes. It also
advised that it is not normal practice to roll up capital expenditure and ongoing operational
costs and add them all together for a total project cost. Cabinet, DTF and DPC were all aware
of the costs and the Energy Implementation Unit continues to closely monitor and report on
them each month.

Audit comment

We acknowledge DEM’s point of view. However, we consider that to improve transparency
and accountability it would have been prudent for DEM to report the expected full costs
(including ongoing costs) of delivering the initiatives in the Energy Plan when it was
established.

42 M.C. Livesey QC 2018, ‘Report to the Honourable Vickie Chapman MP, Attorney-General for the State of
South Australia into the Procurement of Diesel Generators’, Bar Chambers, 30 August, page 8.
4 The Energy Plan Implementation Taskforce was part of DPC until it moved to DEM on 1 July 2018.
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V4 Procurement

What we found

We identified a number of shortcomings in the acquisition planning process and market
approach for the battery procurement. These included:

. DPC and the State Procurement Board (SPB) could not provide us with any
documented analysis outlining the factors that created an urgent need to approach
the market and not comply with aspects of the SPB guidelines

. DPC did not document its rationale and analysis to demonstrate that the market
approach complied with its free trade agreement obligations

. procurement risks were not formally identified, evaluated and managed until after
tender evaluation had started

. DPC did not document how an SPB recommendation to consider including a senior
procurement representative on the evaluation team was considered and assessed

. the EOI market document and acquisition plan did not include details required by
SPB guidelines.

Probity management arrangements to oversee the procurement were not properly
established and evidenced. Key issues included:

. the probity advisor was engaged after the procurement process started

. DPC'’s agreement with the probity advisor did not clearly define and document
sufficient details about the nature and extent of services to be provided, key
deliverables and reporting requirements

. a probity plan was approved and provided to officers involved in the procurement
after tender evaluation started

. actions taken to manage a potential conflict of interest were not clearly
documented and conflict of interest declarations for two officers involved in the
procurement process could not be located

. a record of all contact and interactions with proponents during the EOI stage was

not maintained.

We also found that a number of procurement documents could not be located and that
there was a need to improve record management processes.

What we recommended
For future procurements, to address the shortcomings related to the acquisition planning

process and market approach we recommended that:

. where a need is identified within government to depart from SPB policy
requirements, the rationale and analysis that explains and supports the departure
is documented and provided to decision-makers for their approval
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the rationale and analysis to substantiate the reason for departing from free trade
agreement obligations is documented timely

processes to identify, evaluate and manage risks are established at the start of the
procurement process

the rationale for not implementing recommendations suggested by the SPB for
consideration is clearly documented

market documents are prepared in line with SPB guidelines.

To ensure probity management arrangements for future procurements are properly
established and evidenced, we recommended that:

where probity advisors are used, they are engaged before the procurement
process starts

details of probity assurance services to be provided, key deliverables and reporting
requirements are documented and agreed before the probity advisor start their
engagement

frameworks (eg probity plans) used to manage the probity of large and complex
procurements are developed, approved and communicated to relevant officers at
the start of the procurement process

the actions taken to assess and manage identified actual, perceived or potential
conflicts of interest are appropriately documented

a complete record of all contact and interactions with proponents is maintained

communication protocols are established, followed and clearly communicated to
proponents for all stages of the procurement process.

To improve records management processes, we recommended using a single record
management file and ensure that a complete record of all documents that support key
procurement processes and outcomes is retained and readily available for review.

7.1

Introduction

A multi-stage competitive process was used by DPC for the procurement, which included:

the release of an expression of interest (EOI) to determine interest from potential
proponents and understand what solutions could be offered by the market to meet
the SA Government’s time frames for delivery

an invitation to supply (ITS) issued to proponents shortlisted from the EOI process
requiring a response to a more detailed set of requirements.

For more details about each stage of the procurement process, including the evaluation
criteria established and used by the evaluation team, see section 2.3.
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The procurement was substantially managed by a project team from the Energy Plan
Implementation Taskforce (now part of DEM). The project team received support from DPC’s
Strategic Procurement Unit (now part of DTF). We were advised by the Strategic
Procurement Unit that its involvement started after the project team had developed and
released the EOl market document.

DPC engaged a consultancy firm to provide probity advice to support the procurement due
to its complexity and value. A probity advisor is typically engaged to provide independent
advice to management on processes and works actively with the evaluation panel to ensure

probity issues are considered and actioned during the procurement process.

A chronology that includes events for the procurement is provided in Appendix 1.

7.2 Audit approach

We reviewed the procurement process to assess whether it met appropriate standards of
probity, fairness, accountability and transparency.

We considered whether the procurement process followed the SPB policy framework, DPC
policies and procedures and best practice procurement principles.

7.3 Findings

7.3.1 No documented rationale and analysis to support a departure
from the State Procurement Board’s policy framework

Recommendation

Where a need is identified within government to depart from SPB policy requirements, the
rationale and analysis that explains and supports the departure should be documented and
provided to decision-makers for their approval.

Finding

On 8 March 2017 the SPB approved DPC approaching the market for goods and/or services
related to creating greater certainty in South Australia's electricity supply, before
establishing an acquisition plan as normally required under the SPB policy framework.

Under section 12(1)(d) of the State Procurement Act 2004, the SPB directed that DPC may
carry out an alternative procurement process, whereby required planning documentation
could be developed concurrently with the market approach. In providing this direction the
SPB requested that DPC complete the rest of the process in line with the SPB policy
framework.
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The SPB considered in giving its direction that a departure from usual procurement practices
was required to safeguard the State’s energy security requirements. It relied on a detailed
verbal briefing that risks resulting from the following factors gave rise to an extreme
urgency:

. insufficient capacity through or failure of the interconnector
. low wind generation
. issues that may arise at existing generation plants.

DPC released the battery storage EOl document to the market on 16 March 2017, before it
developed the acquisition plan. The acquisition plan was endorsed by the then Chief
Executive DPC on 5 April 2017 and subsequently approved by the SPB on 10 April 2017.

DPC and the SPB could not provide us with any documented analysis that outlined the
factors that created an urgent need to approach the market and not comply with aspects of
the SPB guidelines.

SPB policies and guidelines are based on sound procurement principles. When followed,
they help procuring entities to achieve key procurement outcomes, including:

. obtaining value in the expenditure of public money
. providing ethical and fair treatment of participants
. ensuring probity, accountability and transparency in procurement operations.

Where a procuring entity plans to depart from the SPB policy framework or its own
established processes, it is sound practice to document the rationale. This helps to
demonstrate that proposed departures are supported by appropriate evidence based
analysis. It also enables decision-makers, when providing their approval, to consider the
evidence and the impact on achieving planned procurement outcomes and objectives.

Key departures from established procedures and the impact on the process included that
the acquisition and probity plans were not developed timely and procurement risks were not
formally identified and assessed until after the EOI evaluation process started. Further,
changes to the EOI evaluation plan recommended by SPB support staff from their review of
the acquisition plan could not be made by DPC as the evaluation of proposals had started.

We also wrote to the SPB on this matter, recommending that the analysis that explains and
supports the need to depart from SPB policy requirements be documented and provided to
the SPB as part of the approval process. In my view, if the SPB is not provided with this
documented analysis there is a risk that it may not have all the information required to
assess the need for an alternative procurement process.

In response to this recommendation the SPB:

. agreed that it is sound practice to appropriately document the rationale for any
procurement process to ensure informed, transparent decision-making, and support
the achievement of planned procurement outcomes and objectives

. advised that it will update the SPB handbook for members and code of conduct to
reflect that the SPB can only consider procurement proposals submitted in writing by
the relevant government agency.
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The SPB Presiding Member also advised that in considering this matter, she sought advice
from the Crown Solicitor’s Office and was satisfied that the SPB had the statutory power to
allow a change to usual procurement practices in the current circumstances. The SPB
therefore made its decision based on the verbal briefing and sought subsequent written
confirmation of those factors in a letter to DPC. To date DPC has not supplied it to the SPB.
The SPB accepts that it should have followed up DPC for the written confirmation earlier,
and indicated that it will now do so.

DEM response

DEM noted this finding, also noting that discussions with the SPB occurred before the Energy
Plan Implementation Taskforce was established.

7.3.2 Lack of documented rationale and analysis to demonstrate
compliance with free trade agreement obligations

Recommendation

The rationale and analysis undertaken to substantiate the reason for departing from free
trade agreement (FTA) obligations should be documented timely (and not retrospectively).
This should include a risk analysis of the consequences of the departure.

Finding

DPC did not document its rationale and analysis to substantiate that a state of urgency
existed to demonstrate that the market approach complied with its FTA obligations.

The SA Government is a party to a number of FTAs which contain specific government
procurement commitments.** Some require a minimum period of 30 calendar days between
advertising a tender and the closing date.* This period may be reduced if specific conditions
exist, including where procuring entities are able to demonstrate that a state of urgency
exists and makes this time frame impracticable.

The market approach for the EOI stage of the procurement occurred over a reduced 16-day
period. There was also a reduced time period for proponents to respond to the ITS.

One week after the EOIl was released DPC requested legal advice on this matter. The
acquisition plan referred to the legal advice and mentioned that a risk of pending shortfalls
in supply next summer was publicly discussed by key stakeholders. However, it did not
demonstrate how DPC confirmed the market approach complied with its FTA obligations.
Further, the acquisition plan was prepared and approved after the EOI had closed.

Not undertaking and documenting evidenced based analysis to support the need for a
reduced market approach increases the risk of non-compliance with FTA obligations and the
procurement process being challenged by proponents.

4 The SPB International Obligations Policy sets out the requirements for agencies to comply with these FTAs.
4 The SPB Supplier Selection Policy explains that a minimum of 30 days provides suppliers with sufficient time
to respond effectively to an invitation to submit an offer and provide higher quality offers.
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DEM response

DEM noted this finding, also noting that the rationale was to have the battery storage in
place before summer as part of the broader rationale for the Energy Plan.

7.3.3 Procurement risk management plan was prepared after tender
evaluation had started

Recommendation

For future procurements, processes to identify, evaluate and manage risks should be
established at the start of the procurement process.

Finding

Procurement risks were not formally identified, evaluated and managed during the
acquisition planning process.

SPB guidelines require a procurement risk management plan to be prepared and attached to
the acquisition plan for procurements high in risk and/or value. While the acquisition plan
stated that the risk profile of the procurement was considered high, a procurement risk
management plan was not prepared and attached to the acquisition plan.

DEM advised that a risk register for the battery storage project, which included procurement
related risks, was created in late-May 2017. This was after EOl submissions had been
evaluated and ITS documents issued to shortlisted proponents.

For significant and complex projects, it is particularly important to identify, evaluate and
manage key procurement risks early in the procurement process. They can then be
continually evaluated and managed to minimise any material consequences and ensure the
intended outcomes and objectives of the procurement are achieved.

DEM response
DEM noted this finding and advised that a program-wide risk register was in place and a

detailed risk register for the battery storage project was set up after the EOl and before the
ITS process.

7.3.4 Acquisition plan did not include details required by the State
Procurement Board’s acquisition planning template

Recommendation

Acquisition plans prepared for procurements should clearly document and provide sufficient
details about the business need that is being addressed, including:

. references to any business case prepared to support the procurement activity
. information about the costs/benefits that have been considered.
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Finding

The acquisition plan stated that the requirement for 100 MW grid-connected battery storage
was identified as part of developing the Energy Plan. However, no reference was made in the
acquisition plan (or the Energy Plan) to any business case that was prepared and no
information was provided on the costs/benefits that were considered by the SA Government
in selecting the battery storage initiative as part of the Energy Plan.

The SPB has developed an acquisition planning template which requires agencies to
document these matters in acquisition plans.

Given the nature and value of the procurement, it was important for DPC to document these
details in the acquisition plan to demonstrate to those responsible for approving it (ie the
SPB) that they were sufficiently considered and addressed in the acquisition planning
process.

DEM response

DEM noted this finding. It advised that the policy development of the Energy Plan was
undertaken by Cabinet with the support of the former Department of State Development
before the Energy Plan Implementation Taskforce was established.

7.3.5 DPC did not document how a State Procurement Board
recommendation was considered and addressed

Recommendation

For future procurements, the rationale for not implementing recommendations suggested
by the SPB for consideration should be clearly documented. This will demonstrate how the
recommendation has been considered by the agency and should include a risk analysis of
the consequences of not implementing the recommendation.

Finding

In approving the acquisition plan the SPB recommended that DPC consider including a senior
procurement representative on the evaluation team.

A senior procurement representative was not included on the EOI and ITS evaluation teams.
While the Strategic Procurement Unit provided support during the procurement process,
DPC did not document how it considered the SPB recommendation and why it determined it
was appropriate to not have a senior procurement representative on the evaluation teams.

It was important for DPC to document its basis for not including a senior procurement
representative on the evaluation teams given the acquisition plan assessed the procurement
as high risk due to its complexity and limited time frames. If matters raised by the SPB are
not adequately considered by procuring agencies, it increases the risk of required
procurement standards not being met.
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DEM response

DEM noted this finding.
7.3.6 Probity advisor engaged after the procurement process started

Recommendation

For future procurements where probity advisors are used, they should be engaged before
the procurement process starts.

Finding
DPC engaged a consultancy firm to provide probity advisory services about two weeks after

the EOI market document was released. As a result, the probity advisor was not able to:

. conduct a risk assessment, identify possible probity issues that may occur and
communicate them to relevant officers before the process started

. review the EOl market document before it was released

. review and assess the probity risks of enquiries received from potential proponents
and the SA Government’s responses to those enquiries

. provide advice about, or attend, meetings that were held with battery providers while
the EOI was open.

Engaging the services of a probity advisor for large and complex procurement projects
should happen before the procurement process starts. This ensures that probity risks and
issues during the initial stages of the procurement process are promptly identified and
assessed, reducing the risk of issues not being appropriately managed.

DEM response

DEM noted this finding, advising that probity advice was obtained from the Strategic
Procurement Unit before the external probity advisor was engaged. The probity advisor was
engaged before the tender evaluation process started.

7.3.7 Probity assurance arrangements were not clearly defined and
documented

Recommendation

The nature and extent of probity assurance services to be provided, key deliverables and
reporting requirements should be documented and agreed in detail before the engagement
starts.

Finding

DPC’s agreement with the probity advisor did not provide sufficient details about the nature
and extent of services provided, the key deliverables and reporting requirements.
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The agreement only contained a single deliverable, being the provision of ‘ad hoc probity
advice’ to support the Energy Plan procurements. It did not specify:

. the nature, extent, and scope of reporting responsibilities

. roles for managing conflicts of interest

. roles for reviewing or responding to any enquiries made by proponents

. services included in evaluating compliance with the acquisition plan, evaluation plans

and requirements of procurement policy frameworks

. roles for reviewing post-evaluation negotiations with preferred proponents.

We note that the New South Wales Government*® and Commonwealth Government*” have
procurement guidelines which require agencies to clearly document the scope of a probity
advisor’s proposed engagement. This includes the intended role of the probity advisor in the
procurement process to ensure that all parties clearly understand the level of assurance to
be provided by the advisor.

In my view it is important that this is documented at the start of the engagement. Clearly
documenting the nature and extent of probity assurance services makes the probity advisor
accountable for the services they are engaged to provide and is particularly significant in
situations where the probity of the procurement process is challenged.

Where the scope of probity assurance provided is not clearly understood and agreed by both
parties, probity matters may not be identified and properly addressed, resulting in a lack of
fairness and reduced transparency for the procurement process.

DEM response

DEM noted this finding.

7.3.8 Probity plan approved after tender evaluation had started
Recommendation

For large and complex procurements, frameworks used to manage the probity of the
procurement process (eg probity plans) should be developed, approved and communicated
to relevant officers at the start of the procurement process.

Finding

A probity plan for Energy Plan projects was approved on 24 May 2017, more than two
months after the procurement process had started. It was approved and provided to officers

46 PBD-2013-05 Engagement of probity advisers and probity auditors, NSW Procurement Board, viewed

8 October 2018, https://arp.nsw.gov.au/pbd-2013-05-engagement-probity-advisers-and-probity-auditors.
Procurement Policy and Guidance, Buying for the Australian Government, Accountability & Transparency,
Ethics and Probity in Procurement, viewed 28 September 2018, https://www.finance.gov.au.
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involved in the battery storage procurement process after:

. EOI submissions had been evaluated
. the probity advisor was engaged
. ITS documents were issued to shortlisted proponents.

SPB guidelines highlight the importance of using probity plans for high value and high risk
procurements to help ensure that probity issues are considered throughout the
procurement process. For a project of this size, value and complexity, DPC should have
established a probity plan at the start of the procurement process.

Not establishing a probity plan and providing it to relevant officers when the procurement
process starts increases the risk of probity risks and issues not being adequately considered
and addressed throughout the procurement process.

DEM response

DEM noted this finding and advised that existing DPC governance processes were followed
until a specific probity plan was established.

7.3.9 Actions taken to manage a potential conflict of interest were not
clearly documented

Recommendation

The actions taken to assess and manage identified actual, perceived or potential conflicts of
interest should be appropriately documented.

Finding

DPC engaged an engineering and infrastructure advisory firm to provide technical specialist
advice during the procurement process. The advisory firm had a key role in the procurement
process which included:

. completing a technical review of the proposals submitted by the 17 EOI proponents
initially shortlisted by the evaluation team. The report that documented the outcome
of their review was given to the evaluation team to consider. This resulted in the
evaluation team revising their preliminary scores for a number of proponents

. developing the functional specifications issued to proponents at the ITS stage

. evaluating proposals at the ITS stage. The advisory firm was responsible for evaluating
proponents’ capability and whether they met the project’s technical requirements.

The advisory firm disclosed to DPC that it was engaged by one of the proponents to support
its EOl submission. This proponent included a report prepared by the advisory firm in its EOI
submission. In it the advisory firm concluded that it considered the proponent was well
positioned to deliver the project in the required time frames and recommended that it
proceed with submitting an EOI.

49



About two weeks after making the initial disclosure the advisory firm informed DPC that:

. their engagement with the proponent was only to help them submit their EOl and they
were not currently engaged with the proponent beyond that scope

. the firm was not engaged by DPC until after the EOI closed and their work for the
proponent was completed

. given the immaturity of the battery sector and the small pool of technical providers
with capability, in their view there were very few organisations who would not have
been in a similar position.

DPC provided the information from the advisory firm to the probity advisor to confirm that
the arrangements were appropriate. In response the probity advisor stated the
arrangements were fine, however the advisory firm (not just the individuals) was not to
provide related services to any of the proponents during the time it provided support to DPC
on the procurement.

While DPC obtained the views of the probity advisor we found that it did not undertake its
own analysis of why it was considered appropriate for the firm to be involved in the
procurement process. We found that the assessment of the risks involved and how the
conflict was to be managed on an ongoing basis was not documented.

Further, we found that no actions were taken to verify the representations made by the
advisory firm. Also, the extent, nature of work and evidence obtained by the probity advisor
to determine the arrangements were satisfactory was not documented.

It is sound practice for agencies to document how actual, perceived or potential conflicts of
interest that are identified have been assessed and managed during the procurement to
support the fairness, transparency and equity of the procurement process.* 4

Where actions taken to address potential conflicts of interest are not properly documented,
decisions made during tender evaluation and the outcomes of the procurement process may
be perceived by proponents and other external parties as being unfairly affected or
influenced. This may result in the agency managing the procurement not being able to
demonstrate that probity standards have been met.

DEM response

DEM noted this finding. It advised that actions were taken to manage potential conflicts of
interest, but accepted that they were not consistently documented.

48 The Victorian Ombudsman’s March 2014 report ‘Conflict of Interest in the Victorian Public Sector — Ongoing

Concerns’ states that measures put in place to manage identified conflicts of interest should be
documented. This includes matters considered in deciding how to manage a conflict and the justification for
decisions made.

The Managing Conflicts of Interest in the Public Sector Toolkit issued by the NSW Independent
Commissioner Against Corruption and Queensland Crime and Misconduct Commission outlines the need to
clearly document arrangements for resolving and managing conflicts to enable organisations to
demonstrate that conflicts have been appropriately managed.
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7.3.10 Two conflict of interest declaration forms could not be located
Recommendation

Conflict of interest declarations should be completed by all officers before they start their
role in the procurement process and records of them should be retained.

Finding

A member of the Project Governance Committee, which provided oversight and review of
the ITS evaluation process, signed a conflict of interest declaration form a few months after
the procurement was completed. DEM advised that this declaration related to another

Energy Plan project and that an earlier declaration for the battery storage project was
completed but could not be located.

Another conflict of interest declaration form could not be located by DEM for a member of
the team assigned to negotiate with the preferred proponent.

Where actual, perceived or potential conflicts of interest are not formally and promptly

disclosed, it reduces the ability for any impact on the procurement process to be assessed
and for mitigation strategies to be implemented if required.

DEM response

DEM noted this finding.

7.3.11 Process to manage interactions with proponents was not in place
during the EOI stage

Recommendation

For future procurements a complete record of all contact and interactions with proponents
should be established and maintained.

Finding

A complete record of all contact and interactions with proponents during the procurement
process was not maintained.

An enquiries register was used as a mechanism to record and manage interactions between
DPC and the proponents. However, only interactions from 8 May 2017 onwards were
recorded on this register. This was after EOIl submissions had been evaluated and shortlisted
proponents provided with initial details about the ITS stage.

To effectively demonstrate the fairness, transparency and equity of the procurement
process it is sound practice for agencies to establish and maintain a record of all contact and
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interactions with proponents.>® Such a register should be in place for the entire procurement
process and be made available to probity advisors if they are engaged.

DEM response

DEM noted this finding.

7.3.12 EOI market document released by DPC did not include details
required by SPB guidelines

Recommendation

For future procurements market documents should be prepared in line with SPB guidelines.
They should contain sufficient details for potential proponents to understand how the
market approach will be managed by the procuring entity and outline the conduct expected
of proponents during their participation in the procurement process.

Finding

The EOI market document released by DPC did not have many of the details required by SPB
guidelines. The document mainly detailed the minimum project and response requirements
and did not include:

. the framework for proponents to submit queries and request clarifications

. an indicative timetable of dates for completing evaluations and notifying suppliers

. the name and details of the SA Government’s contact person(s)

. instructions for lodging submissions on the SA Tenders and Contracts website

. how the SA Government would consider any late responses received after the closing
time

. the conduct required of proponents, including that all communications would be

undertaken through the contact person and conflicts of interest are to be declared

. confidentiality requirements for information provided by proponents and the
SA Government

. details of applicable SA Government policies.

It is important that market documents contain sufficient details about the procurement
process to ensure that all potential proponents are aware of, understand and comply with
the rules and guidelines established by the procuring entity.

Not communicating sufficient details about the market approach to potential proponents
may reduce the transparency and fairness of the procurement process and increases the risk
that the conduct of proponents is not consistent with the SA Government’s requirements
and expectations.

%0 The Queensland Government’s ‘Probity and Integrity in Procurement’ guidance document outlines that to
maintain the integrity of procurement processes particular attention should be paid to documenting any
and all communication with potential suppliers. This includes both written and verbal communications.
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DEM response

DEM noted this finding, advising that DPC conducted the procurement in line with SPB
policies and guidance and approvals provided by the DPC Accredited Purchasing Unit.

7.3.13 Protocols for communicating with proponents were not always
established or followed

Recommendation

Communication protocols should be established, followed and clearly communicated to
proponents for all stages of the procurement process.

Finding

The EOI market document did not outline communication protocols. For instance, while
details of two contact officers were published on the SA Tenders and Contracts website, the
EOI market document did not contain these or explain that all communication must be
through these nominated persons. Further, the EOl market document did not outline the
processes for requesting and responding to queries and clarifications.

DPC procurement guidelines require all communication with potential proponents to be
through contact persons nominated in market documents. The ITS market document
informed shortlisted proponents that the only person authorised to provide information was
the SA Government’s contact person listed in the document. We noted a few instances
during the ITS stage where the probity advisor and a DPC officer, who was not listed as the
contact person, responded directly to a proponent to address their enquiries.

Where communication protocols are not established or followed the agency responsible for
the procurement may not be able to demonstrate that the procurement process met
appropriate probity standards (in terms of fairness, transparency and equity).

DEM response

DEM responded that protocols were in place and followed. However, there was one instance
where a proponent was communicating with the Premier and the Minister, and DPC then
responded directly to the proponent to give clarity and manage risk.

7.3.14 Records and minutes of several meetings with battery providers
while the EOI was open could not be located

Recommendation

A record and minutes of all meetings and interactions with potential proponents should be
maintained.

Finding

The chair of the EOI and ITS evaluation teams documented a number of probity matters in
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an email to an officer from the Strategic Procurement Unit on 6 July 2017. This included that
several meetings were held with battery providers while the EOl was open.

DEM and the Strategic Procurement Unit could not locate records and minutes of these
meetings. DPC procurement guidelines state that meetings with potential respondents are
not encouraged but where they are necessary discussions should be documented.

Not maintaining records of contact and interactions with potential proponents may reduce
the fairness, transparency and equity of the procurement process.

DEM response

DEM responded that records and minutes were maintained, however it accepted that
various IT and records management system issues have since limited access to relevant
documents.

7.3.15 The planned approach for notifying unsuccessful proponents was
not documented

Recommendation

During the procurement planning phase the planned approach for notifying unsuccessful
proponents should be considered and documented. The circumstances of each procurement
and associated risks should be considered in developing the planned approach.

Finding

The acquisition plan and EOI evaluation plan did not document a planned approach for
notifying unsuccessful proponents.

All unsuccessful proponents were notified on 7 July 2017, the day after the contract was
awarded to the preferred proponent. We noted a proponent raised concerns on 5 June 2017
about the status of the procurement process and that DPC had not provided any advice on
the outcome of its EOl submission. DPC subsequently informed the proponent that it had
not been shortlisted to proceed to the ITS stage.

In my view it is sound procurement practice for agencies to document, as part of
procurement planning, their approach for notifying unsuccessful proponents. This is
particularly important where procurements use a multi-stage market approach.

Without a planned approach, the risks associated with advising proponents the outcome(s)
of the procurement process may not be identified, assessed and managed, resulting in
unsuccessful proponents challenging the integrity of the process.

DEM response

DEM noted this finding.
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7.3.16 A number of procurement documents could not be located
Recommendation

Documents that support the outcome of the procurement process should be retained and
readily available for review.

Finding

DEM and the Strategic Procurement Unit could not locate documents to evidence that:
. the Project Governance Committee endorsed the ITS Evaluation Plan

. all Project Governance Committee members approved the evaluation team’s
recommended shortlist of ITS proponents to proceed to the detailed evaluation stage

. notes were maintained for meetings with battery providers while the EOl was open

. a delegate approved the acceptance of immaterial information submitted by a
proponent shortly after the ITS closed.

The ITS evaluation report was approved by evaluation team members and endorsed by
Project Governance Committee members by email. Members accessed each version of the
draft report on a secure online workspace. However, as the online workspace was no longer
accessible at the time of our review we could not verify whether the version of the report
approved by each member was consistent with details documented in the final report.

DEM response
DEM responded that records and minutes were maintained, however it accepted that
various IT and records management system issues have since limited access to relevant

documents.

Records management systems and protocols are being revised.

7.3.17 A single record management file was not used to maintain a
complete record of key procurement documents

Recommendation

For each procurement a single record management file should be used to maintain a
complete record of all documents that support key processes and outcomes.

Finding
Key documents for the procurement process were not maintained in a single record
management file. While the Strategic Procurement Unit established a project file to maintain

key documents for the procurement process we were advised that not all documents
generated by the project team were retained in this project file. The lack of a central records
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management system may have contributed to instances where documents we requested
either could not be located or were not easily accessible and required an extended period of
time to be located.

We also noted instances where the emails of former DPC staff needed to be accessed to
attempt to locate documents that were not included in the project file.

It is sound practice to maintain a single record management source that contains a complete
record of all documents that support key processes and outcomes of the procurement
process. This helps where there are staff movements and to demonstrate that established
standards and processes have been followed should procurement activities be subsequently
reviewed by external parties.

Where documents that support the outcome of the procurement process cannot be located
the agency managing the procurement may not be able to demonstrate that established

standards and processes have been met and followed during the procurement.

DEM response

DEM noted this finding.
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8 Contract management

What we found
A contract management plan was not established at contract execution.

Contract management arrangements were still being finalised at the time of our review
and had not been fully implemented.

Key elements of the arrangements established to manage the contract were not
documented.

There was no contract manager with accountability for ensuring the key contractual
obligations are being met and a clear understanding and line of sight of all key
compliance and contract risks.

Matters discussed in most monthly meetings with HPR were not documented.
What we recommended

We recommended that:

. for future large and complex procurements, a contract management plan be
developed before the contract is executed

. DEM finish establishing contract management arrangements as soon as practical

. DEM ensure that the arrangements it has established to manage the contract are
documented, including details of the key strategies, activities and tasks required for
it to effectively manage the contract

. DEM appoint a contract manager who is accountable for ensuring the key
obligations of each party to the contract are met

. DEM ensure that matters discussed in its monthly meetings with HPR, including any
agreed action items, are documented.

8.1 Introduction

The SA Government entered into a Project Agreement (contract) with HPR on 6 July 2017.
This contract sets out the terms on which HPR will design, construct, commission, test, own,
operate and maintain a battery storage facility to provide the State with power system
security services over 10 years. For further details of this contract see section 2.4.

At the time of our review a Contract Administrator from the Strategic Procurement Unit
(which moved from DPC to DTF on 1 July 2018) was responsible for completing contract
management tasks for the HPR contract. Their primary role is to monitor the status of
contract deliverables. The Contract Administrator relates with staff from DEM’s Energy
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Implementation Unit who discuss operational matters with HPR and identify and work
through contract compliance matters.

8.2 Audit approach

We assessed whether DEM has established robust contract management arrangements to
ensure that it and HPR are meeting key contractual requirements.

In completing this review, we considered the SPB’s Contract Management Policy
requirements, DPC guidelines and best practice contract management principles.

Section 9 includes findings from our more detailed review of the processes established by

the SA Government to ensure the key objectives of the battery storage facility, as defined in
the procurement process, have been delivered by HPR.

8.3 Findings

8.3.1 No contract management plan when the contract was executed
Recommendation

For future large and complex procurements, a contract management plan should be
developed before the contract is executed.

Finding

We found that a contract management plan was not established at the time the contract
with HPR was executed on 6 July 2017.

SPB guidelines require contract management plans to be developed, implemented and
monitored for contracts valued at $4.4 million or above and outline that they are normally
developed before the contract is executed.

A contract management plan is an important internal document as it outlines the key
strategies, activities and tasks required for managing a contract. This includes assigned roles
and responsibilities, timelines, performance management and financial matters.

Not having a contract management plan at contract execution increases the risk of non-
compliance with key contract provisions or contractor performance not being adequately
monitored. Intended contract outcomes may also not be achieved.

DEM response

DEM noted this finding and advised that a contract management plan was set up as soon as
possible.
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8.3.2 Contract management arrangements are still being finalised
Recommendation

DEM should work with the Strategic Procurement Unit to finish establishing contract
management arrangements as soon as practical. The impact of recent machinery of
government changes should be considered in finalising these arrangements.

Finding

Contract management arrangements were still being finalised at the time of our review and
had not been fully implemented. We also found that the database used to manage the
contract was incomplete. For example, the database did not contain all actions required to
ensure compliance with the Operating Protocol.

The arrangements for completing contract management tasks, including the responsibility to
action them, were still being agreed between the Contract Administrator and the Energy
Implementation Unit.

Officers from DEM and the Strategic Procurement Unit met at the end of June 2018 to
discuss existing contract management arrangements. This identified a number of issues that
needed to be addressed, including assigning responsibility for ensuring the technical
requirements of the battery are being met in line with the contract now that the battery is
operational.

Clarity of roles and responsibilities is critical in achieving efficient and effective contract
management. For agencies to ensure that contracts are managed effectively responsibilities
must be clearly agreed and understood and a mechanism established to document and
monitor all tasks and processes needed to manage contract requirements.

DEM response

DEM responded that actions have been completed to address this matter including DEM
recently appointing a dedicated contract manager for the HPR contract.

8.3.3 Key elements of the arrangements established to manage the
contract were not documented

Recommendation

DEM should ensure the arrangements established to manage the contract are documented
including details of the key strategies, activities and tasks required for it to effectively
manage the contract. The arrangements should be reviewed periodically over the life of the
contract to ensure they remain current and reflect any organisational changes and changes
to the Operating Protocol.
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Finding

The Strategic Procurement Unit has developed a contract management database and
supporting processes, to satisfy the requirements of a contract management plan.

Information recorded in the database for this contract did not include key elements of a
robust contract management plan such as details of:

. key individuals and their role in managing the contract

. the governance processes that are in place to monitor contract delivery

. key stakeholders and their information requirements

. key contract risks and how they will be managed

. ongoing monitoring and reporting arrangements for compliance/performance matters.

While the database contained details of the deliverables required under the contract it did
not provide an overview of the arrangements established to manage the contract. We also
noted that the arrangements were not documented by DEM outside of the database.

Where contract risks and the arrangements established by an agency to manage a contract
have not been identified and clearly documented the contract risks may not be managed

effectively.

DEM response
DEM noted this finding. It advised that the Energy Implementation Unit used a standard

contract management process put in place by the Strategic Procurement Unit, but is now
establishing a new process.

8.3.4 Lack of contract manager with single point of accountability

Recommendation

DEM should appoint a contract manager who is accountable for ensuring the key obligations
of each party to the contract are met.

Finding

We identified the need for a contract manager to be appointed who is accountable for
ensuring key contractual obligations are being met and has a clear understanding and line of
sight over all key compliance and contract risks.

An officer from the Strategic Procurement Unit is listed in the contract management
database as the contract manager for the HPR contract.

Our discussions with this officer revealed that their role is more closely aligned to a contract
administration role. This is because their primary role is limited to monitoring the status of
contract deliverables recorded in the database, with the Energy Implementation Unit
responsible for relating with HPR about operational issues. The contract manager also
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advised that where the Energy Implementation Unit identifies and works through contract
compliance matters with HPR, she would not always be made aware of these matters.

It is sound contract management practice to create a single point of accountability by
appointing a contract manager who is responsible and accountable for ensuring the key
obligations of each party (including performance requirements) are being met and that
contract risks have been identified, understood and managed.

Not formally assigning responsibility and accountability for contract management activities
to an officer with a clear understanding of the contractual requirements may result in:

. contract risks not being managed effectively
. contractual compliance and performance not being adequately monitored
. contract outcomes not being achieved.

DEM response

DEM responded that standard Strategic Procurement Unit procedures were followed. An
officer from DEM has since been appointed as contract manager for the HPR contract.

8.3.5 Contract management meetings were not documented
Recommendation

DEM should ensure that matters discussed in its monthly meetings with HPR, including any
agreed action items, are documented. Both parties should confirm the accuracy of these
records and evidence this confirmation.

Finding

The contract requires the SA Government and HPR to meet within 15 days of the end of each
month to discuss the battery’s performance. The purpose of these meetings is for the parties

to review past performance and agree and implement any improvements.

While DEM advised that a number of monthly meetings had been held, we found that
meeting minutes were only documented for the meeting held on 22 February 2018.

SPB guidelines outline that keeping records during the contract management phase is a
crucial aspect of good contract management, in line with the requirements of the State

Records Act 1997.

Not documenting matters discussed at meetings increases the risk of the parties having
different views of what was discussed and agreed.

DEM response

DEM noted this finding.
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9 Commissioning and ongoing monitoring of the
battery

Commissioning of the battery

What we found

The processes and controls established by the SA Government to commission the battery
were reasonable as they delivered the required certificates of performance and reliability
provided for in the Project Agreement. The key processes included:

. documenting the governance arrangements for delivering the battery, setting out
key roles and responsibilities

. establishing a high level committee to oversee the delivery of the battery

. incorporating the requirement for commissioning, functional, performance and

reliability testing in the contractual arrangements

. obtaining performance validation and reliability test certificates from an
independent engineer to confirm the battery met the performance and reliability
requirements.

Engaging different engineers to provide independent certification and advisory services
would have contributed to maintaining independence.

What we recommended
For future projects of this nature, consider using different resources for the engineering
advisory services and independent engineering certifying services to:

. generate healthy tension between these engineering roles

. deliver a robust review and an independent assessment of the procurement and
delivery processes.

Ongoing monitoring arrangements for the battery
What we found

There were delays in implementing the necessary processes and controls to ensure the
battery is performing and operating in line with the SA Government’s key objectives.
Specifically, we found the following issues.

Reporting established by DEM to monitor the battery does not provide sufficient or
reliable information to assess:
. compliance with contractual performance requirements

. whether the battery is performing and being operated in a manner that is
consistent with the SA Government’s key objectives.
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Audits on the operation and performance of the battery have not been implemented to
test the accuracy of the reports provided by HPR and ensure compliance with contractual
requirements.

A process for carrying out proposed biannual audits on the operation of the battery has
not been developed.

The availability, storage and access to high resolution battery performance data and real
time data has not been tested.

A governance framework covering key aspects of monitoring the ongoing operation and
performance of the battery was not in place.

There were delays in formally establishing the Operating Committee. Notably:
. the Operating Committee had not met

. the role, composition and decision-making authority of the committee were
unclear and not consistent with other key documents.

A risk management plan for the operating phase of the battery has not been developed.

The SA Government has not implemented a formal process for rectifying compliance
issues.

The first scheduled review of the Operating Protocol required under the Project
Agreement had not been undertaken and processes for undertaking future annual

reviews had not been developed.

HPR had not provided the SA Government with a maintenance schedule as required by
the Project Agreement.

A resource plan for the SA Government’s oversight role in the ongoing operation of the
battery had not been developed.

A formal protocol for using specialist advisors to assist the SA Government in exercising
its responsibilities and interests for the battery had not been developed.

What we recommended

We recommended that DEM:

. develop and document a governance framework for the operating phase of the
battery
. formally establish the Operating Committee, finalise the draft terms of reference

and address the inconsistencies between governance arrangements and the
Project Agreement
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. develop and implement a Risk Management Plan for the operating phase of the
battery

. review the structure, required information and presentation format for the reports
provided by HPR to enable the SA Government to effectively assess how the
battery is performing and being operated

. develop and document a process for carrying out biannual performance audits and
undertake performance audits as soon as practical

. confirm with HPR that it is storing data suitable for audit and investigation
purposes

. review and update processes for escalating and rectifying compliance issues

. request a copy of the maintenance schedule from HPR and implement a timely

review of the schedule in line with contractual arrangements

. develop a resource plan for the operating phase of the battery, including a gap
analysis to confirm required resources

. develop a protocol setting out how and when specialist advice should be sought

. develop and document a process for required annual reviews.

9.1 Introduction

Our review included assessing the processes established by the SA Government to ensure
the key objectives of the battery storage facility, as defined in the procurement process,
have been delivered by HPR.

The SA Government’s key objectives for the battery are described in the acquisition plan:

The overarching objective of this procurement and the implementation of
battery storage and [the] Renewable Technology Fund is to provide South
Australia with large-scale storage for renewable energy so power is available
when it is needed, beginning the transformation to next-generation renewable
technology.

The provision of 100 MW grid connected battery storage will contribute to the
provision of energy services with the capability to prevent certain load
shedding events in South Australia, but also have the ability to provide key
services to maintain system integrity, particularly in the peak summer periods
and times of loss of generation or interconnector capacity.

These objectives are reflected in the contract between the SA Government and HPR (the
Project Agreement), which include Functional Specifications and an Operating Protocol.
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9.2 Audit approach

We engaged an external specialist firm to assist us with this part of the review.

The specialist firm consulted with the key stakeholders involved in implementing and
managing the battery including DEM staff (formerly part of DPC), the SA Government’s
technical advisor/independent engineer, staff from the Australian Energy Market Operator
(AEMO) and HPR.

Our review separately considered the delivery phase (ie activities before operations started)
and the operating phase of the project.

For both phases, we considered processes related to governance, resourcing, defining and
managing the contracted requirements, monitoring and reporting against those
requirements, and compliance.

9.2.1 Delivery phase

The delivery phase included processes that ensured the battery was delivered in line with
the SA Government’s key objectives and the Project Agreement. For this phase, we only
assessed the commissioning of the battery as this was when its performance and reliability
was tested.

9.2.2 Operating phase
The operating phase includes the processes to ensure that the battery is operating and

performing in line with the SA Government’s key objectives as specified in the Project
Agreement.

9.3 Findings

9.3.1 The battery was commissioned in line with contractual
requirements

Finding

The processes and controls designed by the SA Government to commission the battery were
adequate and delivered the required certificates of performance and reliability as provided
for in the Project Agreement. These processes and controls are summarised below.

Governance and resourcing

The governance arrangements for delivering the Energy Plan were documented and set out
the key roles and responsibilities for the delivery phase of the battery. This included:

. the principles underlying the governance arrangements to ensure accountable officers
had authority, resources and information required to achieve the program objectives
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. the role of the committees established under the governance arrangements, their
responsibilities and terms of reference

. the roles (in overview form) of the Energy Projects Leadership Team, the project
managers, project sponsors and expert advisers.

The delivery of the battery was managed by the Energy Plan Implementation Taskforce,
which at the time was part of DPC. Project delivery was overseen by the Energy Plan
Implementation Committee (EPIC). Terms of reference for EPIC were established.

Further, under the Project Agreement, an SA Government representative was nominated to
represent the Minister for Mineral Resources and Energy.

Contractual requirements

The SA Government’s requirements for the battery are set out in the Project Agreement,
including the Functional Specification and Operating Protocol.

We found the SA Government’s key objectives were reflected in the commissioning and
performance test requirements. Further, delivery required an independent engineer to
witness and certify performance and reliability tests in line with the Project Agreement.

The Functional Specification required commissioning, functional, performance and reliability
testing.

Certification by the independent engineer

The independent engineer engaged by the SA Government provided performance validation
and reliability test certificates. The SA Government relied on these certificates. They
evidence that the processes to ensure the battery met the performance and reliability
requirements set out in the Functional Specification were applied.

At the time of performance validation, testing for Network Loading Control Ancillary Services
(NLCAS) and System Integrity Protection Scheme was still under review by AEMO and
ElectraNet.

The independent engineer identified some matters from the test results to be resolved
between Tesla, AEMO and ElectraNet following performance validation. The independent
engineer advised the SA Government that these issues did not restrict operation of the
battery or the services provided under the Project Agreement.

DEM advised that the SA Government was within its rights under the Project Agreement to
claim liquidated damages for a delay in HPR achieving performance validation. This is further
discussed in section 2.5.3.
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9.3.2 The same engineers were used for independent certification and
advisory services

Recommendation

For future projects of this nature, consider using different resources for the engineering
advisory services and independent engineering certifying services to:

. generate healthy tension between these engineering roles

. deliver a robust review and an independent assessment of the procurement and
delivery processes.

Finding

The project was supported by the Energy Plan Implementation Taskforce. It was also
supported by an independent engineer (Technical Advisor) engaged by the SA Government
to:

. advise on the development of the Functional Specification and Operating Protocol
. assist in the evaluation of tender proposals.

We found that the engineer was also engaged to witness and certify performance and
reliability tests in line with the Project Agreement. Although we did not identify any specific
concerns for this procurement, ideally to be fully independent, the independent certifying
engineer should be different to the advisory engineer. This has the benefit of generating a
healthy tension between these engineering roles which can deliver robust review and
independent assessment of the procurement and delivery process.

DEM response

DEM responded that the role of the independent engineer was to objectively confirm that
performance validation and reliability tests were achieved. This is a clear evaluation against
contractual performance criteria, and in no way is there a conflict between this role and
other advisory services that the Technical Advisor provided to the SA Government. The

SA Government manages all contracts using the mandated SA Government procurement
processes. Under the terms of the agreement, the Technical Advisor was contractually
obliged to report any actual or perceived conflict of interest and this has been conducted on
a continual basis.

9.3.3 Governance framework does not cover operating phase

Recommendation

DEM should develop and document a governance framework for the operating phase of the
battery. The framework should be appropriately approved and communicated to relevant
parties.
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Finding

We found the documented governance arrangements in place for the delivery phase of the
battery did not consider the governance arrangements needed for the operating phase of
the project. For example, the following is not documented:

. who can approve changes to the Operating Protocol

. how non-compliance with the Project Agreement, by either the SA Government or
HPR, is prioritised and rectified

. what the precise role of the Operating Committee is and how that role fits in with
broader SA Government governance arrangements.

Given the unique nature of the battery and the Project Agreement, we consider that specific
governance arrangements are required for the operating phase. This will help to ensure the
key objectives of the battery are delivered and manage the transition of resources and
project responsibilities after the battery is commissioned.

The governance arrangements for the operating phase of the battery should be
documented, setting out key roles and the decision-making responsibilities of the Operating
Committee and any other committees or working groups, and the role of expert advisors
(including both technical and market advisors). This includes:

. how and when specialist advice is sought

. key relationships and communication protocols

. department resources

. the chain of accountability and decision-making authorities (including who has

authority to approve changes to the Operating Protocol).

Once the governance arrangements are documented they should be appropriately approved
and communicated to all relevant staff.

DEM response

DEM responded that the governance arrangements in place have been adequate for the
operations so far and have not impacted on operation or service delivery of the battery. The
Battery Operations Steering Committee has met informally and its terms of reference
agreed. Its first formal meeting will be held on 19 November 2018.

Contract management responsibilities have been transferred from the Strategic
Procurement Unit (currently part of DTF) to DEM. DEM has engaged a dedicated contract
manager with technical and commercial skills who is responsible for managing the Project
Agreement. DEM has compiled an audit plan to document how it will monitor the ongoing
operation of the battery and is also enhancing the contract management plan.
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9.3.4 Delays in establishing the Operating Committee
Recommendations

DEM should formally establish the Operating Committee. In doing so, the draft terms of
reference should be finalised and the inconsistencies with the governance arrangements
addressed.

DEM should also address the inconsistencies between the Operating Committee’s draft
terms of reference and the Project Agreement (including the Operating Protocol).

Finding

There were delays in formally establishing the Operating Committee. At the time of our
review the committee had not met. Further, its role, composition and decision-making
authorities were unclear and were not consistent between its draft terms of reference and
the Operating Protocol.

Under the Operating Protocol, the Operating Committee consists of the Executive Director,
Energy Implementation (as the SA Party representative) and representatives from HPR. Its
purpose is to ‘review the performance of the reserved capacity and the effectiveness of the

Operating Protocol and the provision of the power system security services’.>!

The Operating Committee has an important role in:

. identifying performance and operational issues that may impact the battery’s ability to
deliver the SA Government’s key objectives, including responding to system security
events when required

. initiating and tracking rectification work
. escalating within government for decision-making, any performance deficiencies
. maintaining records of performance issues which may be required in any future

investigations of the battery.

There are also several inconsistencies between the Project Agreement (including the
Operating Protocol) and the draft terms of reference for the Operating Committee. They
include:

. the Operating Protocol defines a role for a monthly meeting separate to the Operating
Committee, whereas the draft terms of reference combine the role of the monthly
meeting and the quarterly Operating Committee meetings

. the Operating Protocol states that the Operating Committee shall consist ‘of the
SA Party Representative’, whereas the draft terms of reference do not specify a role
for the SA Party representative

51 Project Agreement — Operating Protocol, version 1.1, 24 November 2017.
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. the Operating Protocol states that the Operating Committee ‘shall not make any
binding decisions’, whereas the draft terms of reference set out decision-making
authority for the committee

. the Operating Protocol states that the Operating Committee is ‘outside of the Annual
Review process that will determine the content of this Operating Protocol’ whereas
the draft terms of reference set out a role for the Operating Committee to review the
Operating Protocol.

The inconsistencies have yet to be addressed even though the battery has been operating
for over 11 months. They can be addressed by revising either the draft terms of reference
for the Operating Committee or the Operating Protocol.

It is also unclear how the Operating Committee fits into the overall governance
arrangements. For example, it is not clear whether the Operating Committee has a review
and oversight role, which would require senior representation and less frequent meetings,
or whether its role is to deal with operational issues, in which case senior representatives
may not need to regularly attend.

DEM response

DEM responded that the role of the Operating Committee seems well defined at a high level
in the Project Agreement, and therefore disputed the statement that roles are unclear. The
draft terms of reference have been updated to be in line with the Operating Protocol and
circulated for review. They will be accepted at the Operating Committee meeting in
November 2018. The Operating Committee will act in line with the terms of reference.

9.3.5 A risk management plan for the operating phase of the battery has
not been developed

Recommendation

DEM should develop and implement a risk management plan for the operating phase of the
battery.

Finding

A risk management plan for the operating phase of the battery has not been developed. As a
result, ongoing operational risks have not been identified and assessed, and mitigation
strategies have not been identified.

Risk management is important to the Government’s oversight of the operating phase of the
battery, given it is critical that the battery is available to instantly respond when a major
system security event occurs.

While the battery regularly responds to minor power system events, which generally do not
risk power system security, it will be rare for the battery to be tested by major system
security events. Without a robust risk management plan, some indicators providing
advanced warning of potential performance and operational issues may not be available.
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DEM response

DEM did not agree with this finding. It responded that HPR has a risk management plan for
the operation of the battery. The SA Government does not have a role in the day-to-day
operations management therefore does not require a risk management plan for the
operation. The SA Government has a broader risk management plan for the energy
implementation initiatives. Its energy implementation initiatives (including the acquisition of
battery storage services) are the approach the SA Government is taking to reduce risks to
the broader State’s energy supply.

Audit comment

We recognise that HPR is responsible for the day-to-day operations of the battery and would
expect it to develop and maintain a robust risk management plan for this. However, we
consider it prudent for the SA Government to establish a risk management plan to help
identify and manage the risks specific to the State.

9.3.6 No process to rectify compliance issues
Recommendation

DEM should review and update processes for escalating and rectifying compliance issues
identified through the contract administration function.

DEM should incorporate an escalation and rectification process into monthly review and
action follow-up processes.

Finding

The SA Government has not implemented a formal process for rectifying compliance issues
identified through the contract administration function.

As mentioned in section 8.1, DTF’s Strategic Procurement Unit performs a contract
administration function for the battery. This role includes recordkeeping, document
management and milestone tracking, and provides an independent check that Project
Agreement milestones and reporting are not missed.

We noted that the officer performing that role (ie contract administrator) uses a contract
management database to track issues and Project Agreement milestones. The contract
administration function identified several Project Agreement compliance issues (including
lack of a scheduled maintenance plan, no record of monthly meetings, no Operating
Committee and initial review of Operating Protocol not undertaken). However, at the time of
our review there was no formal process in place to escalate Project Agreement compliance
issues for rectification.

DEM response

DEM responded that the SA Government has a services contract with HPR and has financial
remedies under that contract for non-performance. HPR provides 10-minute availability
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data, and self-reports on operations according to the Operating Protocol. This reporting was
intended to receive auditing. Processes in place have been adequate in the context of the
contract for services, however DEM is looking to implement ways to strengthen then.

9.3.7 HPR has not provided the SA Government with a maintenance
schedule

Recommendation

DEM should request a copy of the maintenance schedule from HPR and implement a timely
review of the schedule in line with the Project Agreement.

Finding

At the time of our review HPR had not provided the SA Government with a maintenance
schedule as required by the Project Agreement.

The battery’s maintenance schedule is important information which should be submitted to
the SA Government for review, for monthly reporting and to meet scheduled maintenance
obligations of the Project Agreement. We requested a copy of the maintenance schedule
from DEM and were advised it did not exist.

DEM response

DEM responded that Tesla provided an asset management plan for the battery, which
included assessment of failure modes, asset list of preventative maintenance activities,
unscheduled maintenance response approach, spares strategy and list, and reference to the
PowerPack O&M Manual. HPR has provided the maintenance schedule to the SA Government
for review.

9.3.8 DEM has not developed a resource plan
Recommendation

DEM should develop a resource plan for the operating phase of the battery, including gap
analysis to confirm required resources.

Finding

DEM has not developed a resource plan for the SA Government’s oversight role in the
ongoing operation of the battery. As a result, DEM could not provide documentation to
demonstrate that current resourcing is adequate.

The SA Party representative is supported by resources from DEM’s Energy Implementation

Unit and also specialist support from the technical advisor and other specialist advisors as
required.
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DEM has not developed a resource plan setting out the:

. roles and responsibilities of key resources
. skills and capability requirements
. contingency plans for loss of key personnel.

DEM may need additional specialist resources during the transition to the operating phase
while establishing new processes and controls. Identifying required resources will enable the
battery, and Project Agreement, to be effectively monitored and controlled with an efficient
level of resources.

The resource plan may cover other projects in the Energy Program initiatives that are also
operational.

DEM response

DEM responded that we may be over-estimating the resource requirement. The

SA Government is purchasing the services from an operating facility, not operating the
facility. Therefore, the activity of the monthly steering committee (ie Operating Committee)
is the primary requirement and is not resource intensive. Contract management
responsibilities have been transferred from the Strategic Procurement Unit to DEM. DEM
has engaged a dedicated contract manager with technical and commercial skills who is
responsible for managing the HPR contract.

9.3.9 Lack of a formal protocol for using specialist advisors
Recommendation

DEM should develop a protocol setting out how and when specialist advice should be
sought. This could potentially be covered in the Operating Committee’s terms of reference
or the governance arrangements established for the operating phase.

Finding

We found that there was no documentation of how the SA Government intends to use
specialist advisors during the operating phase.

A documented protocol should be developed setting out when and how specialist advice
should be sought for proposed changes to the Operating Protocol. Such a protocol would
ensure that specialist advice is sought when a change to the Operating Protocol could
materially impact the SA Government’s interests. The protocol should:

. specify when specialist advice should be sought (ie define the types of proposed
changes to the Operating Protocol that would automatically trigger the requirement
for specialist advice)

. define the process for assessing whether a proposed change to the Operating Protocol
requires specialist advice.
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Specialist advisors will also be required to assist with battery performance analysis,
operational reviews, evaluation of the potential for new services, and to witness and certify
tests when required under the Project Agreement and annual test requirements.

DEM response

DEM responded that the SA Government has agreements in place with specialist advisors
covering technical, commercial, finance and legal and market analysis for all energy
implementation initiatives, which DEM can use when required for the battery project.

9.3.10 Required review of the Operating Protocol was not undertaken
Recommendation

DEM should complete the first review of the Operating Protocol and reserved capacity in line
with the Project Agreement as soon as practical.

DEM should develop and document a process for annual reviews of the Operating Protocol
and the battery reserved capacity.

Finding

The first scheduled review of the Operating Protocol required under the Project Agreement
is overdue. Also, DEM has yet to establish a formal process for undertaking annual reviews
of the Operating Protocol and the reserved capacity, which should include engagement of
specialised advice to protect the SA Government’s interests.

The Project Agreement provides the legal basis for the ongoing operation of the battery. It
includes the Functional Specification and Operating Protocol. The purpose of the Operating
Protocol is ‘to ensure that operation of the battery is in line with the State’s requirements’.

The Operating Protocol is subject to change following an annual review.

The Project Agreement requires an annual review of the Operating Protocol, the reserved
power output capacity and the reserved energy storage capacity.

The first review of the Operating Protocol to examine the first six months of the battery’s
operations was due by June 2018. Its purpose was to ensure that the Operating Protocol
appropriately reflects the actual battery operational environment, market context and
SA Government requirements.

The review of the Operating Protocol was not undertaken. We were not provided with
evidence of a formal decision to defer or cancel this review.

DEM advised that:

. a process for conducting the annual review of the Operating Protocol and the reserved
capacity for the battery has not been developed
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. the annual review of the Operating Protocol was scheduled for discussion at the first
Operating Committee meeting in August 2018.

It is of some concern that the June 2018 review was not undertaken given inconsistencies
between the Operating Protocol and the draft terms of reference for the Operating
Committee.

The process for approving changes to the Operating Protocol should be defined in the
governance arrangements for the operating phase of the battery. Over the Project
Agreement’s 10-year term, HPR may request changes to the Operating Protocol. It will be
important for the SA Government to fully understand how proposed changes to the
Operating Protocol impact the ability of the battery to meet its key objectives.

With ongoing operational experience, opportunities may be identified to improve the
Operating Protocol to the benefit of both the SA Government and HPR. The consequence of
not understanding the impact of a change to the Operating Protocol includes the potential
for the battery to not deliver the key objectives in the future.

DEM response

DEM responded that the first review of the Operating Protocol will be conducted in
November 2018.

9.3.11 Improvements required for monthly reporting on the operation of
the battery

Recommendation

DEM should review, in consultation with the Operating Committee, the structure, required
information and presentation format of the HPR monthly report to ensure that it provides
sufficient assurance that the battery is performing and is being operated in a way that
complies with the Project Agreement and is consistent with key objectives.

Finding

HPR’s monthly reports do not provide the Operating Committee and the SA Government
with sufficiently meaningful or reliable information to:

. assess compliance with performance requirements specified in the Project Agreement
. support the Operating Committee’s assessment of whether the battery is performing

and being operated in a manner that is consistent with its key objectives.

For instance, the monthly reports do not include meaningful metrics for availability, reserved
output capacity or reserved energy storage capacity, which are critical to assessing
fundamental performance requirements for the battery.

In addition, the monthly report relies too heavily on statements of compliance without
supporting evidence, and further performance metrics are required to provide sufficient
assurance that the key objectives are being delivered.
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Insufficient information in the monthly reports may result in instances of non-compliance or
performance issues not being identified and rectified. This may result in the key objectives
not being achieved, including the battery not appropriately responding to a system security
event.

We found the primary monitoring and reporting tool used by the SA Government to monitor
performance is the monthly report prepared by HPR, which is reviewed at a monthly
meeting. DEM has decided that the Operating Committee will meet monthly and will review
the monthly reports as part of its role. The Operating Committee’s responsibilities include
reviewing the performance of the reserved capacity, the effectiveness of the Operating
Protocol and the provision of the system security services.>?

The monthly report template was developed by the Technical Advisor. The SA Government
has not formally assessed the extent to which the monthly report template provides
sufficient information to give assurance that the battery is performing and is being operated
consistent with the Project Agreement and key objectives.

We identified a number of concerns including inadequate reporting on reserved capacity
availability,> reserved energy storage capacity availability>* and total availability>® for the
battery. These metrics should be based on real-time shortfalls on guaranteed capacity over
the reporting period. This combined with other simple metrics will provide a snapshot of
how the battery is performing and will help to identify performance and operational
concerns requiring closer investigation. Availability is currently reported on a 10-minute
basis, which can potentially mask shorter term performance and operational anomalies.

Given the battery is expected to respond to power system events in milliseconds, it is
important to be able to assess the extent to which the battery meets the availability
requirements at all times.

We recognise that in modifying the design of the monthly report, the Operating Committee
will need to obtain advice from HPR on data and metrics that can efficiently be provided. But
ultimately the SA Government must ensure that the monthly reports are providing sufficient
information to provide reasonable assurance that the battery is performing and is being
operated in a manner that is consistent with the key objectives.

We also noted that the monthly report is not signed by HPR to verify the accuracy of the
information. It should be signed by a manager who can verify the:

. battery’s operational performance
. battery has been bid into the NEM in line with the Bid Strategy.

Further, we identified a number of other potential improvements to the monthly report, and
communicated them to DEM for consideration.

52 Project Agreement — Operating Protocol, version 1.1, 24 November 2017.

53 This refers to the availability of the 70 MW reserved power output capacity.

5 This refers to the availability of the 10 MWHh reserved energy storage capacity.
55 This refers to the full capacity of the battery.

76



DEM response

DEM responded that currently, the performance data is provided with an invoice which is
reviewed using an assessment tool developed by a third party (the Technical Advisor). A
process is underway to provide additional verification of reported values. Maintaining
reserved power and energy relies on self-reporting by HPR that the battery is operating in
line with the Operating Protocol, with any identified issues to be subject to further review.
The process will be documented as part of the audit plan.

9.3.12 Auditing of HPR’s reporting on performance had not been
developed

Recommendation

DEM should develop and document a process for carrying out biannual performance audits
and undertake performance audits as soon as practical.

Finding

Audits on the battery operation and performance have not been implemented to test the
accuracy of HPR’s monthly reports and ensure compliance with the Project Agreement.
Further, a process for carrying out such audits has not been developed.

We recognise it is not cost effective to provide large data files to the Operating Committee
monthly to assess battery performance and operation. However, without such data it is not
possible to assess with reasonable confidence how the battery is responding to power
system events, and whether it is being bid into the market consistent with the Operating
Protocol.

DEM advised us that it intends to implement a regime of biannual audits of HPR’s
performance and operation. We support this, as an effective audit program is a cost-
effective approach to assessing whether HPR’s response to power system events and its
bidding behaviour is consistent with the Operating Protocol. We consider that a process
should be developed and an audit carried out under this process as a matter of priority.

The proposed biannual audits should include:

. investigating the battery’s response to power system events using high resolution
data’® to assess compliance with the Operating Protocol. The audit process should
define how events are selected for review, but we would expect the largest events
over the past six months be included for review

. investigating HPR’s bidding behaviour to ensure it complies with the Operating
Protocol, particularly the requirements for the reserved capacity

. support from specialist advisors with experience in analysing and interpreting market
and power system data, particularly for the first audit and in developing the audit
process

6 Data recorded at intervals of no more than 4 seconds, consistent with NEM SCADA systems.
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. considering investigations carried out by other NEM institutions, to reduce the cost
and complexity of the audits. This could include:

— AEMO power system incident reports
— AEMO operation reports
— Australian Energy Regulator compliance reports.

DEM response

DEM responded that it is developing an audit plan to document how it will monitor the
ongoing operation of the battery. It is also enhancing the contract management plan.

9.3.13 Access to battery performance data had not been tested

Recommendation

DEM should confirm with HPR that it is storing high resolution data suitable for audit and
investigation purposes.

Finding

The availability, storage and access to high resolution battery performance data and real

time data necessary for audit and investigation purposes has not been tested.

The Project Agreement allows the SA Government to request ‘real-time data relating to the
battery including information on the state of charge, storage and discharge of the battery
and any bids or offers submitted to AEMO in the operation of the battery in the NEM’. We
would expect that this should also apply to historical data for analysis purposes.

DEM response
DEM responded that the SA Government can request the data from Neoen when required.

This is being investigated by DEM and HPR, however DEM suggested that the need to
provide real time data would not be a normal requirement for this type of facility.
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Appendix 1 — Chronology of events

Date
8 March 2017

9 March 2017
14 March 2017

16 March 2017

23 March 2017

27 March 2017
31 March 2017
1 April 2017

5 April 2017

10 April 2017
28 April 2017

8 May 2017

17 May 2017

24 May 2017

30 May 2017

7 June 2017

16 June 2017

Event

SPB provides approval for DPC to approach the market for goods
and/or services related to creating greater certainty in South
Australia’s electricity supply before establishing an acquisition plan.
SPB directed that DPC may carry out an alternative procurement
process, whereby required planning documentation could be
developed concurrently with the market approach

The Energy Plan is approved by the SA Government
The Energy Plan is publicly released

EOI for the 100 MW battery storage procurement is released to the
market

DPC requests legal advice on compliance of the EOl market
approach with its free trade agreement obligations

DPC receives legal advice on its EOl market approach

EOI closes. DPC receives submissions from 79 proponents

Probity advisor engaged for Energy Plan procurements

EOI evaluation plan approved by DPC Accredited Purchasing Unit
Acquisition plan endorsed by the former Chief Executive, DPC
Acquisition plan approved by the SPB

EOI evaluation report approved by DPC Accredited Purchasing Unit

Enquiries register is established to maintain a record of contact and
interactions with proponents from this date onwards

ITS documents released to 14 proponents shortlisted from the EOI
stage

Probity Plan and Communications Protocols for the Energy Plan
approved by the Executive Director, Energy Plan Implementation
Taskforce

Procurement risks identified and documented in a risk register for
the battery storage project

ITS evaluation plan approved by DPC Accredited Purchasing Unit

ITS closes. DPC receives submissions from 12 of the shortlisted
proponents

Project Governance Committee approves the evaluation team’s
shortlist of five ITS proponents to proceed to detailed evaluation
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Date
21 June 2017

29 June 2017

30 June 2017
4 July 2017

6 July 2017

July 2017

29 September 2017
16 December 2017
20 January 2018

1 July 2018

Event

SA Energy Plan Program Governance Arrangements issued

ITS evaluation report approved by DPC Accredited Purchasing Unit
Negotiation plan approved by the DPC Accredited Purchasing Unit

The SA Government approves final negotiations to proceed with
preferred proponent and finalisation of an agreement between the
SA Government and the successful proponent to be entered into
and executed by the Minister for Mineral Resources and Energy

The SA Government invites HPR to enter into exclusive negotiations
Negotiation session held between the SA Government and HPR

Purchase recommendation endorsed by the evaluation team and
approved by the DPC Chief Procurement Officer

Project Agreement between HPR, Tesla and the SA Government is
executed

Energy Plan Implementation Committee terms of reference
authorised

Network connection agreement between HPR and ElectraNet signed
Performance validation achieved
Reliability tests passed

Responsibility for the ongoing management of the Project
Agreement is moved from DPC to DEM as part of machinery of
government changes
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Appendix 2 — How frequency control ancillary services
contribute to power system security

The NEM power system operates at a frequency range as close to 50 hertz (Hz) as possible.>’
To avoid failure of, or damage to, the power system, the frequency may only deviate within
a narrow range below or above 50 Hz. If frequency deviates too far from 50 Hz, generators
and loads may disconnect from the power system to protect equipment from damage and
push the frequency further away from 50 Hz. This can ultimately lead to a complete
frequency collapse and a large-scale blackout of the system (as South Australia experienced
on 28 September 2016).>® FCAS, including from fast responding batteries, are designed to
arrest frequency deviation so that such events do not occur.

Power system frequency naturally tends to deviate from 50 Hz as imbalances arise between
electricity supply and demand. This occurs constantly as customers turn loads on and off.
Controlling power system frequency therefore requires the constant balancing of electricity
supply and demand. The frequency can also change if sudden disturbances occur. For
example, the unexpected loss of a generating unit due to a technical failure will cause the
frequency to fall, while the loss of a large load will cause the frequency to rise.>®

FCAS are designed to raise or lower the system frequency to maintain or restore the
frequency, at any point in time, close to 50 Hz as required by NEM frequency standards.®°
This is achieved by FCAS providers rapidly injecting power into, or withdrawing power from,
the grid.®! Generating units regularly fail across the NEM and in most cases the response
from FCAS providers is sufficient to prevent any noticeable impact to customers.

There are different ways to control frequency levels depending on the size of the deviation.
The two types of services that the 100 MW battery and other market participants provide to
help manage these deviations are regulation FCAS and contingency FCAS.5?

Regulation FCAS

In most situations, the changes in electricity supply and demand are such that the
corresponding variations in frequency are very small.®3 Regulation FCAS is used to correct
these minor deviations in power system frequency away from 50 Hz.5*

57 Australian Energy Market Operator, Fact Sheet: Frequency Control.

Power System Frequency Risk Review Report, June 2018, Australian Energy Market Operator.
Australian Energy Market Commission 2017, New rules for emergency frequency control schemes,
Information sheet.

Australian Energy Market Operator 2015, Guide to Ancillary Services in the National Electricity Market.
Australian Energy Market Operator 2018, Power System Requirements, Reference Paper.

Australian Energy Market Operator, Fact Sheet: Frequency Control.

Australian Energy Market Commission 2017, Frequency Control Frameworks Review, Issues Paper.
Australian Energy Market Operator 2015, Guide to Ancillary Services in the National Electricity Market.
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Contingency FCAS

A secure power system must be able to absorb and recover from significant disturbances
that may occur. These disturbances result in the temporary and unexpected imbalance of
supply and demand and are known as contingency events.®®

Contingency FCAS responds to larger deviations in power system frequency that are usually
the result of contingency events, such as when a large generator suddenly and unexpectedly
disconnects from the network. These events are not expected to happen often and have
more significant impacts on the safety and reliability of the power system.®® See Appendix 3
for an example of how a battery responds to a large deviation in power system frequency.

Contingency services are enabled in all periods to cover contingency events, but are only
occasionally used (if an event actually occurs). The 100 MW battery is configured to provide
a contingency FCAS response at all times, regardless of FCAS market outcomes, using the full
technical operating range of the battery.®’

5 Frequency Control Frameworks Review, Final Report, 26 July 2018, Australian Energy Market Commission.

66 Australian Energy Market Commission 2017, Frequency Control Frameworks Review, Issues Paper.

7 Initial Operation of the Hornsdale Power Reserve Battery Energy Storage System, April 2018, Australian
Energy Market Operator, viewed 15 October 2018, https://www.aemo.com.au.
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Appendix 3 — Example of how a battery responds to a
large deviation in power system frequency

The scenario shown in figure A3.1 demonstrates how a battery responds to a large deviation
in power system frequency. For example, after a sudden unplanned network outage or when
a large generator suddenly disconnects from the network. These situations are not expected
to happen often but are possible and could occur due to extreme weather or other factors.

Figure A3.1: An example of the frequency deviation following the loss of a large generator
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Source: ‘Fact Sheet: Frequency Control’, Australian Energy Market Operator.

Figure A3.1 shows frequency control in the NEM during normal operation (ie to the left of
T1) and after the loss of a large generator that causes the frequency to fall due to demand
for electricity being greater than the supply of electricity.

The loss of the generator (eg due to a technical failure) at the time shown as T1 causes a
sharp drop in frequency which almost instantly falls outside the normal frequency range
(ie below 49.85 Hz) and continues to drop. If the frequency moves too far below 50 Hz, it
could lead to a complete frequency collapse and a large-scale blackout of the power system.

In this example, contingency FCAS is supplied by the battery (and other market participants)

within seconds after T2 to stop the fall in frequency and restore it to the normal range in less
than one minute. By providing these services, the battery has in this scenario helped prevent
damage to electricity infrastructure and ensure consumers electricity supply is not disrupted.

As a large generator disconnected, contingency FCAS is also supplied by other market

participants in addition to the battery to restore the system frequency. This is due to the
smaller capacity of the battery relative to the loss of the large generator’s capacity.
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Appendix 4 —

Abbreviation/Term

Glossary

Description

AEMC

AEMO

DEM

DPC

DTF

Energy Plan
EOI

EPIC

EPLT
ESCOSA
FCAS

FTA
HPR
Hz
ITS
MW
MWh
NEM

NER
NLCAS
PACE
SPB
T117

Australian Energy Market Commission — The rule maker for Australian
electricity and gas markets. They make and amend the National
Electricity Rules, National Gas Rules and National Energy Retail Rules

Australian Energy Market Operator — responsible for the
administration and operation of the wholesale national electricity
market in accordance with the National Electricity Code

Department for Energy and Mining

Department for the Premier and Cabinet
Department of Treasury and Finance

Our Energy Plan

Expression of interest.

Energy Plan Implementation Committee

Energy Projects Leadership Team

Essential Sevrices Commission of South Australia

Frequency control ancillary services — used to raise system frequency
if it has fallen (by increasing generation or reducing load) and to lower
system frequency if it has risen (by decreasing generation or
increasing load)

Free trade agreement
Hornsdale Power Reserve.
Hertz

Invitation to Supply.
Megawatt

Megawatt hour

National Electricity Market — the wholesale market for the supply of
electricity in all states of Australia except Western Australia and the
Northern Territory.

National Electricity Rules

Network loading control ancillary services
Plan for Accelerating Exploration

State Procurement Board

Treasurer’s Instruction 17 ‘Evaluation of and approvals to proceed
with public sector initiatives’
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