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1. OVERVIEW 

1.1 NATURAL GAS SERVICES IN NSW FACE STRONG COMPETITIVE PRESSURE 

1. Our initial proposal sought to clearly explain the NSW energy market conditions that shaped the plan for our 

network from 1 July 2015. These market conditions are characterised by rising wholesale gas prices
1
, falling 

electricity prices
2
, competition from non-traditional energy sources

3
, gas appliance substitution

4
, challenging 

government policy settings
5
 and improving energy efficiency

6
.  

2. These conditions place JGN squarely in a competitive market environment with other fuels that can power NSW 

homes and businesses.  These market conditions affect all customer segments that we service.  

3. We have been acutely aware of the implications on the gas bills paid by each customer segment when 

developing our initial and revised proposal. We have targeted competitive responses for each, as discussed in 

section 3.  

4. Further, the NSW gas network has been privately owned since its inception in 1837. This remains the case. We 

have only sought to expand the network in response to customer demand, rather than through reliance on 

community service obligations. We have a culture of wanting to deliver economic outcomes because this aligns 

to our commercial motivations, which are inextricably linked to what customers want. This drives us to be 

customer-focussed and only invest in and operate our network in a least-cost manner. 

5. This competitive environment and inherent commercial culture drives JGN to seek out lowest sustainable cost 

solutions in delivering the safe and reliable level of service our customers expect for their money. We plan for 

the long-term, and deliver customer outcomes for the long-term.  

6. It is not sustainable, and makes no business sense, for us to spend our customers’ money carelessly or price 

our services in a manner that does not promote the efficient use of natural gas.  If we were to do so, we would 

risk losing customers to alternative energy sources. 

7. Customers are concerned by rising energy bills and have an increasing number of viable alternative energy 

sources available to them, including grid based electricity and new technologies such as solar. These 

alternatives are becoming increasingly cost-effective as a result of expected declines in electricity prices and 

continued solar subsides under the Renewable Energy Target.  

8. This only serves to increase the pressure on our business to attract and retain customers. Our proposal seeks 

to meet this challenge through a price and service offering that promotes our customers’ long-term interests. 

 
1
  JGN, 2015-20 access arrangement information, 30 June 2014, para 83.  

2
  Ibid, para 152. 

3
  Ibid, para 120. 

4
  Ibid, para 126. 

5
  Ibid. 

6
  Ibid. 
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1.2 THE COMPETITIVE PRESSURES FACING NSW NATURAL GAS SERVICES ARE 
WIDELY RECOGNISED 

9. Almost all market participants and observers have publicly acknowledged the evolving market paradigm. The 

competitive environment facing natural gas in NSW has been observed by government bodies, customer 

groups, industry and media: 

 the Public Interest Advocacy Centre (PIAC) believes that because gas is a discretionary fuel for many 

consumers, JGN has had to be more mindful of its consumers and what they want
7
 

 the AER’s Consumer Challenge Panel (CCP) has noted that natural gas is a discretionary fuel, so JGN 

needs to be proactive to ensure that it remains an attractive fuel option
8
 

 Origin Energy agrees that gas is a discretionary fuel of choice in NSW, with increasing fuel options available 

to households and small businesses for cooking, heating and hot water, and as a result, demand is more 

sensitive to movements in gas prices and other factors, relative to demand in cooler climates
9
 

 retailers more generally have observed to the Australian Energy Market Commission (AEMC) that retailers 

are not going to be in the gas market without being in the electricity market because there are more 

customers in electricity than in gas, and gas is a fuel of choice rather than an essential energy source like 

electricity
10

 

 energy market analysts have observed the “death of the gas bill” and that natural gas “is at a crossroads”
11

 

as customers look for alternative fuels 

 the print media has noted that demand for gas is soft, especially as large industrial users close factories or 

look to switch to cheaper fuel sources, hence the push to reduce prices, to try to protect the competitive 

position of gas.
12

 

1.3 THE AER MUST ACCOUNT FOR JGN’S COMPETITIVE CIRCUMSTANCES WHEN 
CONSIDERING JGN’S AA REVISION PROPOSAL 

10. We believe our commercial incentives to promote efficient use of and expenditure in the gas network in this 

competitive context must be taken into account by the AER when deciding if and how it will exercise its 

regulatory discretion when considering aspects of our proposal. 

11. We want to make this point clearly because we were very troubled by the portrayal of our business in the draft 

decision. The following extract is contained in the JGN draft decision overview, and is replicated, word-for-word, 

 
7
  PIAC, Submission to the AER’s review of prices for Jemena Gas Networks from 1 July 2015, August 2014, p 2. 

8
  AER Consumer Challenge Panel, Advice to AER from Consumer Challenge Panel sub-panel 7 regarding Jemena Gas Networks 

(NSW) Access Arrangement 2015-2020 proposal, September 2014, p 12. 

9
  Origin Energy, Submission to Jemena’s access arrangement proposal, August 2014, p 7. 

10
  Sapere, Report prepared for the AEMC - Review of Competition in the Retail Electricity and Natural Gas Markets in New South Wales 

- Report of Interviews with Energy Retailers, February 2013, p 49. 

11
  Climate Spectator, Gas death spiral will not help utilities, 16 December 2014; Grattan Institute, Gas at the crossroads: Australia’s hard 

choice, 19 October 2014. The Melbourne Energy Institute has also noted future uncertainty for gas demand: Melbourne Energy 
Institute, The dash from gas. Could demand in New South Wales fall to half?, January 2015. 

12
  SMH, Gas jitters fuel price-cut push, 30 June 2014. 
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in the draft decision overviews for the Networks NSW electricity businesses, Transgrid, TasNetworks and 

ActewAGL electricity networks
13

: 

…in the energy networks industry the usual competitive disciplines do not operate. The service 

providers are largely natural monopolies. Many of the products they offer are essential services for 

most consumers. Consequently, in a non-competitive environment, consumers have little choice 

but to accept the quality and price service providers offer.  

The NGL and NGR aim to remedy the absence of competition by empowering us, as regulator, to 

make decisions that are in the long term interests of consumers.
14

 

12. The above identical statements across all current AER gas and electricity draft decisions suggest that the AER: 

 does not appreciate the important differences between gas and electricity as energy options for NSW 

customers 

 considers that regulated energy businesses make ambit claims not in customers’ interests, and therefore it 

is incumbent on it, as economic regulator, to always disallow some level of costs and substitute its preferred 

price path. 

13. We submit that this traditional regulatory presumption threshold—that rejecting the proposals of a regulated 

provider is necessary to deliver preferable customer outcomes—should not apply to JGN. Our business is 

exposed to the realities of operating as an input within a competitive energy market, particularly for small 

customers from which over 90 per cent of our revenue is generated. Like our customers, our owners expect 

JGN to be managed at the lowest sustainable cost for the long-term. Our owners have invested in network 

businesses for the long-term, and want gas to remain an attractive energy source in NSW.  

14. It is vital that the application of economic regulation to network businesses take account of the individual 

operating circumstances and market environments affecting each business. This will provide guidance on 

whether competition is likely to act as a constraint on the exercise of market power by JGN.  Competition will 

align the business’ commercial incentives with those of its customers.   

15. For this reason we believe it is critical that, when exercising its regulatory discretion, the AER establish a clear 

evidence-base and consult with customers and stakeholder (including JGN) and ask itself: 

1. does a potential and material problem exist with an aspect of JGN's proposal in terms of promoting the long-

term interests of customers? 

2. have JGN's customers or customer representatives expressed a view on the matter, either to the AER 

directly or to JGN (as evidenced in JGN's proposal)? 

3. could the potential problem be resolved/clarified by engaging with JGN and/or customers further, prior to 

making a decision? 

4. would the AER's intended approach to exercising its discretion necessarily result in a materially better long-

term outcome for customers? 

16. This process is consistent with COAG’s best practice regulation guidelines
15

. A thorough and consultative 

decision making process ensures that regulation is only implemented when it clearly provides the greatest net 

 
13

  AER, Ausgrid draft decision – overview, November 2014, p 17; AER, Transgrid draft decision – overview, November 2014, p 15; AER, 
TasNetworks draft decision – overview, November 2014, p 14, AER, ActewAGL draft decision – overview, November 2014, p 16. We 
also note that the overview refers to the National Electricity Objective rather than the national gas objective (NGO). 

14
  AER, JGN 2015-20 access arrangement draft decision - overview, 27 November 2014, p 15. 

15
  COAG, Best practice regulation: Guide for Ministerial Councils and National Standard Setting Bodies, 2007. 



 

 
 

 

1 — OVERVIEW 

4 Public—27 February 2015 © Jemena Gas Networks (NSW) Ltd 
Appendix 1.1    

benefit to the community of all possible options (including, if appropriate, doing nothing).  Failure to implement 

such an approach will likely deliver both unpredictable and poor regulatory outcomes, and risk increasing the 

cost of regulatory intervention beyond what is warranted by the market circumstances. Expert assessment of 

JGN’s competitive circumstances and implications for the AER’s approach to assessing our AA revision 

proposal. 

17. It is also necessary for the AER to ask these questions, in order for it to be satisfied that any decision it makes is 

in the long-term interests of consumers. 

18. Recognising the importance of a proper consideration of JGN’s competitive circumstance to an optimal 

application of the National Gas Rules (NGR) and National Gas Law (NGL) access regime for JGN’s current AA 

review, we asked expert economists HoustonKemp to assess the degree of competition prevailing in the NSW 

energy market. HoustonKemp’s report is provided as Attachment A. 

19. HoustonKemp were engaged to examine the competitive tensions in the NSW energy market, the potential for 

our customers to switch to an alternative form of energy supply, and the implications of these competitive 

pressures for JGN in providing network services and the AER in regulating these services. 

20. HoustonKemp found that: 

• customers are more aware of the choices they have between energy products and suppliers; 

• technological, market and policy developments have increased the  attractiveness of alternative 

energy sources for space and water heating; and 

• the changes in relative prices of electricity and gas are increasing the competitiveness of 

electricity for many energy consumers.
16

   

21. We feel the AER’s presumption threshold when assessing our expenditure and price path proposals needs to 

reflect these market realities, which differ markedly to those facing electricity networks.   

With JGN facing increased downstream market-driven incentives to be cost efficient, thereby 

affecting its ability to exercise any market power, the AER should approach its regulatory task 

differently from that it adopts in relation to electricity networks. In particular, the AER should apply a 

stronger presumption that the regulatory proposal reflects efficient costs and promotes efficient use 

of the network. This approach acknowledges that the long-term interests of consumers are best 

served by minimising the scope for regulatory error, given the risk and so potential costs of JGN 

reducing service levels, investing unnecessarily, or inappropriately raising prices above efficient 

levels, is likely now to be lower than in the past. 
17

 

1.4 STRUCTURE OF THIS APPENDIX 

22. In this appendix we: 

 examine the competitive pressures facing each of JGN’s customer segments—section 2 

 set out JGN’s targeted customer response for each segment to support those customers’ long term interest 

whilst recovering JGN’s efficient costs—section 3 

 
16

  HoustonKemp, Implications for Jemena Gas Networks (NSW) of increasing competition in the consumer energy market, p.ii, 2015 

17
  Ibid, p.i, 2015 
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 identify the implications of JGN’s competitive circumstances for the AER’s assessment of our AA revision 

proposal—section 4. 
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2. COMPETITIVE PRESSURES BY CUSTOMER SEGMENT 

23. Increasingly all of JGN’s customers have substitute energy options for grid-delivered natural gas. While the cost 

and time-frame for exercising choice may differ across JGN’s customer base, all will increasingly face cost 

pressures that will move them to reassess their energy sourcing options.  

24. JGN has three customer segments, differentiated by the scale of their gas usage and the applications for which 

they consume gas.  Broadly, these segments are: 

 residential customers—typically consuming between 10 GJ and 50GJ per annum, that use gas for cooking, 

heating and hot water and can relatively easily substitute their gas appliances for electric and solar 

appliances 

 small business customers such as restaurants, hairdressers, and laundromats—typically consuming 

between 200 GJ and 2000GJ per annum, that use gas for cooking, heating and hot water and in most 

instances can substitute their gas appliances for electric and solar appliances  

 industrial customers—typically consuming over 10000 GJ per annum, that use gas for manufacturing, 

chemical production or electricity generation and in some instances can substitute their gas appliances for 

electric and solar appliances, or simply move production to other jurisdictions. 

2.1 RESIDENTIAL AND SMALL BUSINESS CUSTOMERS 

25. Our residential and small business customers both tend to use gas for cooking, hot water and space heating 

purposes.  These applications are all subject to substitutable energy sources, and hence this market segment 

faces increasing competitive pressure as: 

• customers are more aware of the choices they have between energy products and suppliers; 

• technological, market and policy developments have increased the  attractiveness of alternative 

energy sources for space and water heating; and 

• the changes in relative prices of electricity and gas are increasing the competitiveness of 

electricity for many energy consumers.
18

  

26. Sections 3, 4 and 5 of the HoustonKemp report examine the competitive pressures affecting this customer 

segment. 

2.2 INDUSTRIAL CUSTOMERS 

27. There is significant upward pressure on wholesale gas prices in Eastern Australia.  

28. Our industrial customers face unprecedented pressure on their gas costs as wholesale prices rise over the next 

AA period.  Long-term contracts for the supply of gas from the Cooper Basin and Gippsland Basin are coming to 

an end and gas producers already serving the Eastern Australian domestic gas market are able to access 

higher export prices via new liquefied natural gas (LNG) export facilities in Gladstone. Our expert demand 

forecaster, Core Energy, and general gas market participant consensus, is that Eastern Australia’s wholesale 

 
18

  HoustonKemp, Implications for Jemena Gas Networks (NSW) of increasing competition in the consumer energy market, p.ii, 2015 
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price will converge to the netback global parity prices.  Core Energy anticipates that wholesale prices will rise 

from the $4 per GJ observed in 2013-14 to $8 per GJ by 2018-19. Because JGN’s network charges generally 

only account for around 10 per cent of the average industrial customer bill, this segments gas price elasticity 

response is overwhelmingly driven by wholesale gas prices. 

29. This is exacerbated by challenges facing the NSW manufacturing sector in general. In the last two years, many 

of JGN’s largest industrial customers have closed operations.
19

 We are driven to do what we can to keep our 

costs low, to try and help our large customers with their gas supply costs. 

 

 
19

  JGN, JGN 2015-20 access arrangement information, 30 June 2014, appendix 5.1 
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3. JGN’S COMPETITIVE RESPONSE BY CUSTOMER 
SEGMENT 

30. Our proposal seeks to systematically address the competitive pressures faced by each market segment, whilst 

providing us a reasonable opportunity to recover our efficient costs.  These targeted competitive responses 

reflect: 

 the nature and driver of competitive pressures we face for each segment  

 our available response levers, both through our proposal and other complementary policy lobbying 

measures that go to helping retail markets work better for our customers, and best support NSW wholesale 

market liquidity. 

31. Table 3–1 summarises some of the targeted competitive responses that JGN has pursued to support its 

customers’ long-term interests. The responses facilitate efficient use of natural gas amid the competitive 

pressures outlined in section 3 and the attached HoustonKemp report. 

Table 3–1: JGN’s targeted competitive responses 

Market 

segment 
Issue What we heard or observed Our targeted competitive response 

Residential 

and business 

Wholesale price 

pressure 

 Customers want us to do 

what we can to help 

alleviate the expected retail 

price impacts of wholesale 

price increases 

 Recovering our costs in a way that 

minimises volatility in retail gas bills. 

JGN’s proposed price path results in 

no real increases in retail gas bills for 

residential customers over the period 

Residential 

and business 

Keeping gas hot 

water and heating 

competitive 

 Customers want us to do 

what we can to lower our 

network costs and prices to 

ensure that gas remains a 

competitive way to power 

homes and businesses  

 Maintaining a declining block tariff that 

encourages efficient utilisation of our 

network and take-up of additional gas 

appliances 

 Putting significant downward pressure 

on Block 2 of the DBT (7.6-15GJ pa) 

to ensure gas hot water remains 

competitive with alternative products 

and services 

 Minimising our fixed charges to 

reduce barriers to continued gas take-

up and lower our average costs 
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Market 

segment 
Issue What we heard or observed Our targeted competitive response 

Residential 

and business 

Access to choice of 

retailers in the 

competitive retail 

market 

 Customers value the choice 

of individual billing and 

metering and their choice of 

retail supplier 

 These market changes may 

require greater regulatory 

protection for customers 

supplied by energy 

intermediaries and or more 

information disclosure about 

the implications of being 

supplied by an intermediary.  

 Working with developers and other 

stakeholders to encourage installation 

of metering to facilitate customer 

choice of retail supplier 

 Advocating for policy and regulatory 

changes  (including to the NGR) to 

ensure all customers – including 

those who are supplied gas hot water 

by energy intermediaries or rent their 

property, or live in a caravan park or 

boarding house – have the choice of 

individual billing and metering and 

their choice of retail supplier 

Residential 

and business 

Making it easier to 

switch retailers 

 Customers don’t want 

barriers to switching retailers 

and taking-up a competitive 

retail market offers that suits 

their needs 

 We have reduced our charges for 

special meter reads to reduce barriers 

to customer switching.  

Residential 

and business 

Network pricing that 

is simple and easy to 

understand 

 Customers value us 

simplifying our network 

tariffs and charge 

components to allow 

customers to better 

understand energy pricing 

and compare retail price 

offers 

 Simplifying our price and tariff 

structures, including our 

disconnection charges, to make it 

easier for customers to understand 

and retailers to pass through network 

price signals 

  

Residential 

and business 

Network pricing that 

is transparent and 

predictable, with 

annual changes in 

network prices made 

earlier 

 

 Customers value 

transparency in the way we 

make pricing decisions 

today and in the future 

 Customers value us bringing 

forward the timing of our 

annual changes to network 

pricing to give retailers more 

time to prepare market 

offers, and allow customers 

more time to shop around 

and compare retail offers 

 Improved the transparency of our 

pricing decisions by publishing a Tariff 

Structure Statement on our website
20

 

which details how we decided on our 

current prices, and how our price 

structures and levels may change in 

the future  

 Requested the AER make the 

necessary changes necessary so we 

can propose network prices by 15 

March each year (one month earlier 

than at present). 

  

Residential 

and business 

Assistance to make it 

easier to find a better 

retail market offer, 

and to switch 

retailers 

 

 Vulnerable customers in our 

community need assistance 

to manage their energy bills, 

and that we should play a 

role 

 Providing clear and accessible 

information on how they can find a 

better retail market offer 

 Reducing the charges for special 

meter reads to reduce barriers to 

customer switching for all customers 

 
20

  http://jemena.com.au/Gas/Jemena/media/JemenaGasNetworksMedia/Community-Engagement-Document/Our-2015-
plan/Tariff%20structures%20statement.pdf 

http://jemena.com.au/Gas/Jemena/media/JemenaGasNetworksMedia/Community-Engagement-Document/Our-2015-plan/Tariff%20structures%20statement.pdf
http://jemena.com.au/Gas/Jemena/media/JemenaGasNetworksMedia/Community-Engagement-Document/Our-2015-plan/Tariff%20structures%20statement.pdf


 

 
 

 

3 — JGN’S COMPETITIVE RESPONSE BY CUSTOMER SEGMENT 

10 Public—27 February 2015 © Jemena Gas Networks (NSW) Ltd 
Appendix 1.1    

Market 

segment 
Issue What we heard or observed Our targeted competitive response 

Residential 

and business 

New network tariffs 

for customers 

supplied gas by 

energy intermediaries 

(such as 

cogeneration) 

 Customers want us to 

promote innovation in new 

gas products and service to 

encourage continued gas 

take-up and lower our 

average costs 

 Proposed new network tariffs for 

customers supplied gas by energy 

intermediaries (including ‘boundary 

metered customers’ and customers 

supplied hot water, heating and 

potentially electricity from 

cogeneration technologies) 

Industrial Resetting levels of 

‘chargeable demand’ 

 Industrial customers are 

under pressure from rising 

wholesale prices and other 

macroeconomic conditions 

which are likely to 

increasingly change their 

use of our network 

 Proposed reset to levels of 

‘Chargeable Demand’ to better reflect 

industrial customers long term use of 

the network 

Residential 

and business 

and industrial 

Improving wholesale 

market liquidity 

 Wholesale price pressure 

and gas availability are key 

concerns for our customers 

 To manage these expected changes 

we will make investments to ensure 

new sources of gas become available 

to our customers. This should put 

downward pressure on end- retail gas 

prices by offering retailers alternative 

sources of gas supply. 
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4. IMPLICATIONS FOR THE EXERCISE OF THE AER’S 
REGULATORY DISCRETION IN JGN’S AA REVIEW 

32. We believe that the AER must consider our commercial incentives in this competitive context when deciding if 

and how it will exercise its regulatory discretion when: 

 considering aspects of our proposal under the relevant rules within the NGR  

 having regard to how to best promote the NGO when applying each of those rules. 

33. In light of the NSW market circumstances we described in both our initial proposal, and now again in our revised 

proposal, and consistent with the Council of Australian Government’s Best Practice Regulation Guideline, we 

consider that, before the AER seeks to disallow aspects of our proposal, it should clearly establish a clear 

evidence-base following extensive consultation with stakeholders (including JGN).  

34. As HoustonKemp observe, this will involve: 

• acknowledging and explicitly taking into account the incentives for cost and price efficiency 

arising from increasing opportunities for substitution between gas and electricity by exercising 

caution in its use of regulatory discretion, so as to minimise the scope for regulatory errors and 

associated inefficiencies; and 

• the AER applying a stronger presumption that the regulatory proposal reflects efficient costs 

and promotes efficient use of the network.
21

 

4.1 ESTABLISHING A CLEAR EVIDENCE BASE BEFORE DISALLOWING OUR 
PROPOSALS 

35. In this context, any instances where the AER seeks to exercise its discretion, it must first satisfy itself, through 

an evidence-based assessment, that such an exercise of regulatory discretion is warranted and will result in 

preferable outcomes for consumers. 

36. Establishing a clear evidence-base before exercising discretion involves addressing a number of key steps as 

outlined in Table 4–1. This will also help ensure any customer outcomes are not negatively impacted by 

unintended bias in the decision-making process. 

Table 4–1: Establishing a clear evidence base  

Questions Factors relevant to answering the question 

1. Does a potential and material problem 

exist with an aspect of JGN’s proposal in 

terms of promoting the long-term 

interests of customers? 

 

 Why has JGN made the proposal it has? 

 Why wouldn’t JGN’s incentives—resulting from the NGR, customers’ 

expectations, competitive environment and private ownership—be 

aligned with the long-term interests of its customers for this aspect of 

the JGN proposal? 

 

 
21

  HoustonKemp, Implications for Jemena Gas Networks (NSW) of increasing competition in the consumer energy market, p.26, 2015. 
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Questions Factors relevant to answering the question 

2. Have JGN’s customers or customer 

representatives expressed a view on the 

matter, either to the AER directly or to 

JGN (as evidenced in JGN’s proposal)? 

 

 Has JGN identified customers’ preference in regards to this item? 

– what were these preferences? 

– what has JGN evidenced for customer support and facilitating 

customers’ long term interests? 

 What evidence of customer support or detriment to customers’ long 

term interests does the AER have?  

 

3. Could the potential problem be 

resolved/clarified by engaging with JGN 

and/or customers further, prior to making 

a decision? 

 

 Is the AER’s preliminary assessment about the consistency of this 

aspect of JGN’s proposal with the NGO and the applicable NGR 

based on sufficient and reliable information, or are there benefits 

from obtaining additional information from JGN and / or customers? 

 Has the AER articulated and consulted on the implications and 

impacts of the potential alternative options to JGN’s proposal?  

 

4. Would the AER’s intended approach to 

exercising its discretion necessarily 

result in a materially better long-term 

outcome for customers? 

 

 How does the AER’s proposed approach to exercising its discretion 

better promote customer preferences and the long-term interests of 

customers? 

 How has the risk of regulatory error—including misunderstanding of 

JGN’s proposal and/or customer preferences, failure to account for 

competitive commercial incentives, and the imperfect nature of the 

regulatory tools—been accounted for in the AER’s options 

assessment and confirmed as delivering long term net customer 

benefit relative to JGN’s proposal? 

 

4.2 INCENTIVES AFFECTING JGN AND RELEVANT TO THE AER’S TASK 

37. Any objective assessment of JGN’s circumstances will reveal that JGN must be incentivised to deliver positive 

long-term outcomes for our customers, for example: 

 the competitive environment drives us to actively encourage new economic connections through innovative 

marketing efforts, low connection costs, and a streamlined connection process 

 our investors have dedicated their funds to assets with lives of 50 years, which are subject to redundancy 

provisions in the NGR (rule 85) 

– clearly, it is not in our owners’ interests to jeopardise their investment by demanding inappropriate 

returns which only serves to increase gas prices and damage their long-term returns. 

 similarly, a weighted average price cap form of control drives management to grow consumption, not make 

decisions that would destroy consumption 

– a proposal which creates a negative perception of gas—both in terms of affordability but also potential 

service-level outcomes—works directly against this commercial driver. 

38. It must be acknowledged that it is not in our commercial interests to damage the gas brand nor jeopardise the 

recovery of our long-lived capital investment, through either productive, allocative or dynamic inefficiency, for 

example by: 
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 overstating our connection unit rates—new economic connections have always been the foundation of our 

business’ commercial success because they drive lower average network prices and growth in our customer 

base 

 proposing a price path that works against customers choosing natural gas—we want a price path that 

mitigates the impact of wholesale gas price rises on end-retail prices (to support end-retail price stability), 

which will help gas remain an attractive fuel option in NSW  

 requesting an unreasonable rate of return—our investors are committed to our assets for the long-term, and 

expect both fair and sustainable returns from the long-lived assets in which they have invested 

 failing to adapt our tariff offerings for changes in how our customers use gas—our regulatory asset base is 

subject to NGR redundancy provisions
22

, so JGN is strongly incentivised to ensure its network price 

offerings foster innovation in how customers use gas and the nature of the appliances and generation 

technologies that they seek to connect to our network. 

39. The findings of this appendix and the HoustonKemp report require the AER to adopt a different presumption 

threshold when applying economic regulation to JGN relative to that implied in its draft decision. We encourage 

the AER to step back and consider the incentives that currently face a business in JGN’s circumstances, before 

seeking to reject our proposed expenditure, financing costs, tax allowance and price path. 

 
22

  NGR rule 85(1). 
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Executive Summary 

The Australian Energy Regulator (AER) is currently considering its final decision on the proposed gas access 

arrangement for Jemena Gas Networks (NSW) Ltd (JGN) for the period 1 July 2015 to 30 June 2020. Since 

the last access arrangement review in 2009, east-coast energy markets comprising both electricity and gas 

have undergone profound technological, policy and market changes, which are expected to continue in the 

coming years. 

These changes are affecting the awareness and choices available to consumers in New South Wales (NSW) 

when making decisions about the energy needs for their homes and businesses. With greater opportunities 

for substitution between electricity and gas, there is greater scope for competition between the fuels. This in 

turn places greater incentives on JGN to recognise and respond to market developments by being efficient 

and responsive in providing and pricing gas distribution services so as to maximise the opportunity for retail 

gas businesses to compete effectively with electricity – both grid based and alternative sources – for 

consumer energy demand. 

With JGN facing increased downstream market-driven incentives to be cost efficient, thereby affecting its 

ability to exercise any market power, the AER should approach its regulatory task differently from that it 

adopts in relation to electricity networks. In particular, the AER should apply a stronger presumption that the 

regulatory proposal reflects efficient costs and promotes efficient use of the network. This approach 

acknowledges that the long-term interests of consumers are best served by minimising the scope for 

regulatory error, given the risk and so potential costs of JGN reducing service levels, investing unnecessarily, 

or inappropriately raising prices above efficient levels, is likely now to be lower than in the past. 

Against this backdrop, we have been asked by JGN to examine the extent to which there is an increased 

opportunity for substitution from gas to electricity, and the implications for the incentives it faces in operating 

its natural gas network in NSW. 

The form and administration of regulation depends on the substitutability of 

gas and electricity services 

It is well recognised that in markets that are effectively competitive, rivalry between suppliers will lead to 

efficient outcomes. Conversely, regulation will lead to more efficient outcomes in situations in which a 

supplier faces only weak competitive pressure. Between these two extremes there is a spectrum over which 

the form and administration of regulation needs to adjust as the competitive constraints faced by a supplier 

increase.  

The key trade off in designing and administering an efficient regulatory regime is between: 

 the benefits of competition, which are lower prices, greater innovation and better service delivery 
(when competition is effective); and 

 the costs of regulation, which are the direct costs of the regulatory process for the regulator and 
regulated entity, in addition to costs to society due to regulatory errors and associated inefficiencies 
resulting from the application of the regulatory framework. 

The net outcome of this trade off favours lighter regulation as the degree of competition becomes stronger. 
As the Expert Panel on Access Regulation highlighted:1 

While the policy goal for regulation may be to replicate as far as possible what a competitive market 

would otherwise deliver, regulation is a poor substitute for effective competition. 

                                                      
1 Expert Panel on Energy Access Pricing, Report to the Ministerial Council on Energy, April 2006, p. 13. 
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It follows that the strength of the competitive threats faced by JGN should form a key part of the AER’s 

analysis to inform its approach to administrating the regulatory arrangements for JGN.  

Whilst JGN does not face competition from alternative gas distribution businesses, it does face competitive 

pressure from the potential for end-use gas customers to switch to alternative fuels – both established 

energy sources such as delivered electricity, as well as to energy sources such as solar hot water. The 

pressure is enhanced because JGN has a significant impact on the total cost of gas for consumers 

(comprising around 50 per cent of the average residential retail bill). Therefore, the principal competitive 

threat faced by JGN is that retail customers will switch to energy alternatives if the overall gas retail 

proposition is not competitive – in terms of service levels and prices. 

It follows that, to the extent that enhanced competition in the consumer energy market acts to constrain a 

gas distribution business from exercising market power, then the AER should apply a stronger presumption 

that the regulatory proposal reflects efficient costs and promotes efficient use of the network. Consistent with 

this, differences in the characteristics of electricity and gas and their implications for regulation of the 

distribution services of these two fuels, was canvassed by the Expert Panel. The Panel said that the efficient 

unit cost of provision of natural gas may be sufficiently high in certain circumstances that competition from 

alternative energy sources provides an effective constraint on market power.2 

Electricity is becoming increasingly substitutable for gas 

The Australian energy sector is undergoing profound change driven in part by the fall in electricity demand 

placing downward pressure on costs across the supply chain, significant investment in domestic solar PV 

capacity, and the emergence of a liquefied natural gas export industry in Queensland. While the implications 

for the electricity sector have been well acknowledged, less consideration has been given to how these 

factors are affecting the gas sector. In particular: 

 customers are more aware of the choices they have between energy products and suppliers; 

 technological, market and policy developments have increased the attractiveness of alternative energy 
sources for space and water heating; and 

 the changes in relative prices of electricity and gas are increasing the competitiveness of electricity for 
many energy consumers.  

There is also evidence that gas is increasingly being substituted with electricity. For example, the proportion 

of customers installing electric (storage or pump) or solar that are replacing gas hot water systems has 

increased to approximately a quarter in 2014 – see Figure E.1. 

                                                      
2  Ibid, p.14. 
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Figure E.1: Percentage of hot water installations that replaced a gas system, for each technology 

installed 

 

Source: HoustonKemp analysis of BIS Shrapnel, The household applicances market in Australia – Hot water systems, 2008, 

2010, 2012, 2014 

The increase in electric hot water systems replacing gas systems may be due in part to the price of solar hot 

water systems (including installation) in Australia declining by 27 per cent from 2008 to 2014 in real terms, 

while the price of heat pumps declined by 22 per cent from 2010 to 2014.3 

In addition, the penetration of reverse cycle air conditioners in NSW households has increased from around 

40 per cent in 2004, to close to 60 per cent in 2014.4 This increases the scope for substitution from gas to 

electricity for space heating. 

In short, competition from electricity as an energy fuel for gas consumers is becoming stronger. This is 

expected to be ongoing, leading to increasing potential for substitution from gas to electricity. 

The AER should take account of increased scope for substitution in the 

energy market in its regulatory decisions 

A large share of JGN’s revenues comes from residential customers using gas hot water and space heating 

appliances. Therefore, the increased awareness and attractiveness of alternatives to gas for these uses, and 

the reduction in the price of electricity relative to gas, will have a substantial effect on JGN’s business as it is 

faced with increased scope for substitution in the energy market. In particular:  

 it will be less profitable for JGN (under a price cap) to increase its prices because retail customers are 
more likely to switch to alternative sources other than gas as a result; and 

 this pressure on prices will also lead to a greater incentive on JGN to lower its average costs by ensuring 
it provides service levels that customers value, by pursuing operating and investment efficiencies, and by 

                                                      
3 HoustonKemp analysis of BIS Shrapnel, The household applicances market in Australia – Hot water systems, 2008, 2010, 2012, 2014. 

4 Ibid. 
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setting prices and marketing its service so as to encourage continued growth in gas usage both to new 
and existing customers. 

In addition, these incentives are enhanced by the regulatory framework, which provides the scope for the 

AER to remove gas network assets from the capital base in circumstances where they are redundant, say as 

a consequence of reduced consumption (Rule 85). This risk creates a strong financial incentive to do 

everything possible to maximise use of the gas network. 

Greater opportunities for substitution between gas and electricity in NSW raises the prospect that the 

balance between the costs of regulation and scope for inefficiencies from the exercise of market power might 

support more light-handed forms of regulation for gas distribution services in the future. Given this prospect, 

the long-term interests of consumers would be promoted by the AER approaching its current regulatory task 

differently to its approach to electricity network service providers, where competition with alternative non-

network energy sources is likely to have less of an effect on the scope for these businesses to exercise 

market power. As discussed earlier, the AER should apply a stronger presumption that the regulatory 

proposal reflects efficient costs and promotes efficient use of the network. 

This conclusion is consistent with the actions of other regulators in Australia to reduce the extent of 

regulation for gas distribution businesses. For example, the National Competition Council (NCC) has recently 

approved a request by Envestra to remove coverage from its Queensland Gas Distribution Network (QGDN) 

and use light handed regulation instead.5 The NCC said in making its final decision that the most significant 

constraint on market power associated with the QGDN is the ability for end users to substitute between other 

forms of energy ie, electricity and LPG with gas from the distributed network. 

Overall, the risk in the short term of regulatory expenditure allowances being below efficient levels affects the 

ability of a regulated business to continue to provide the quality of network services desired by consumers. In 

the longer term, it can affect incentives for efficient investment in the network to provide services that might 

otherwise be valued by consumers. 

 

                                                      
5 NCC, Light Regulation of Envestra’s QGDN – Final determination, November 2014, p. 18. 
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1. Introduction 

The Australian Energy Regulator (AER) is currently considering its final decision on the proposed gas access 

arrangement for Jemena Gas Networks (NSW) Ltd (JGN) for the period 1 July 2015 to 30 June 2020. Since 

the last access arrangement review in 2009, the east-coast energy market, comprised of both electricity and 

gas, has undergone profound changes, which will continue in the coming years. In particular: 

 retail electricity prices have increased significantly in NSW over the period from 2007 to 2014 – a 
development that has exerted upward pressure on gas demand – but are now forecast to fall as a result 
of a number of factors, including declining network prices and continued low prices in the wholesale 
electricity sector;  

 notwithstanding the prospect of lower electricity prices in the future, the prolonged period of high 
electricity prices has increased customers’ focus on energy costs and led many to explore alternative 
forms of energy supply; and 

 the emergence of a liquefied natural gas (LNG) export industry in Queensland has led to a step change 
in wholesale gas prices on the east coast, with domestic gas prices now converging up to LNG netback 
parity.6 This would lead to an increase in retail gas prices if the costs imposed by the rest of the supply 
chain remain the same. 

These changes create similar challenges for gas network and retail businesses as those that are well 

documented in the electricity industry. Specifically: 

 technological advancements in water and space heating, and government policies are placing 
competitive pressure on key parts of JGN’s gas distribution businesses; and 

 the recent increase in the gas price relative to electricity has led to electricity supply becoming more 
attractive. 

In an environment of declining consumer demand for energy, the gas supply chain must compete with grid 

based and other electricity services by providing service levels that customers’ value and price levels and 

structures that are competitive with alternatives. Network costs represent a large proportion of retail supply 

costs for small gas customers, and so the decisions of gas network businesses have significant implications 

for outcomes in the retail gas market, including the relative competitiveness of gas with electricity. 

Against this backdrop, JGN has asked us to examine the competitive tensions in the NSW energy market, 

the potential for customers in its NSW gas distribution network to switch to an alternative form of energy 

supply as well as the implications for JGN in providing network services and the AER in regulating these 

services. Our analysis addresses three considerations or perspectives, namely the: 

 different types of customers that JGN supplies, their contribution to JGN’s total revenue, and the way in 
which they use gas in their home or business; 

 choices available and awareness of choices to each customer group to power their home or business; 
and 

 competitiveness of JGN’s services with alternatives. 

Based on our findings, we have been asked to explain the implications for JGN in determining its service 

levels, costs and prices.  

The remainder of this report is structured as follows: 

                                                      
6 LNG netback prices simulate an export parity price by stripping out shipping, transportation and liquefaction costs. 
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 section 2 explains that the appropriate form and administration of regulation for JGN depends on the 
extent to which it has market power, which is changing as a consequence of developments in the energy 
market; 

 section 3 sets out information as to each of JGN’s main customer classes, ie: 

> the quantity of gas that they consume; 

> the purpose for which they consume gas (eg, cooking, space-heating); and 

> the contribution of those customers to JGN’s total revenue; 

 section 4 examines recent trends in the availability and awareness of alternatives to gas; 

 section 5 examines the factors that are increasing the price of gas and decreasing the price of electricity; 
and 

 section 6 sets out the implications of increasing competition in the consumer energy market for JGN and 
the administration of the current regulatory framework by the AER for JGN’s current gas access 
arrangement review.   
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2. Competition, Market Power and the Form and 

Administration of Regulation 

Increasing opportunities for substitution between gas and electricity has implications for both the choice of 

the form of regulation applied to gas networks, and how that choice is administered by the AER.  

In this section we first explain the theoretical concepts underpinning the choice of the form of regulation, and 

so why effective competition is to be preferred to regulation. This is followed by a brief summary of the 

factors relevant to the choice of form of regulation, and a discussion of how changes in any one of those 

factors might influence the approach adopted by the AER in the administration of the regulatory framework. 

2.1 The relevance of competition and market power 

The starting point for the design of any regulatory framework is to consider the extent to which a business 

has an opportunity to exercise substantial (as opposed to temporary) market power, which results in prices 

rising above that level needed to recover the efficient costs of providing the service. Competition, which is a 

process by which firms strive to secure customers against rivals, limits the extent to which a firm has market 

power. It follows that market power is the antithesis of competition. 

It is well recognised that the process of competition between suppliers will lead to efficient outcomes in 

markets that are effectively competitive. Conversely, regulation will lead to a more efficient outcome in 

situations in which there is a monopoly supplier with market power facing no competitive pressure. Between 

these two extremes there is a spectrum over which stricter forms of regulation becomes less efficient as the 

level of competition faced by a supplier increases. 

Competition leads to efficient outcomes when it is effective because: 

 suppliers have an incentive to provide better services at lower prices than its competitors in order to win 
business; 

 suppliers that are under competitive pressure have an incentive to use the best available technologies 
and improve their products over time; and 

 suppliers have an incentive to invest efficiently in order to increase their sales. Further, more efficient 
firms will grow when suppliers face effective competition. 

In the absence of effective competition, regulation seeks to promote efficient use of and investment in the 

services provided by the regulated firm. The incentives faced by a regulated firm to promote cost efficiency 

are never as effective as those under competition. As explained by the Expert Panel on Energy Access 

Pricing (the Panel): 

Access regulation can never be perfect, however, while the policy goal for regulation may be to 

replicate as far as possible what a competitive market would otherwise deliver, regulation is a poor 

substitute for effective competition.7 

In light of the deficiencies of regulation compared with competition, it should only be used when the benefits 

outweigh the costs. The Panel goes on to explain that: 

… regulation is not costless, and indeed, if applied in inappropriate circumstances or in an 

inappropriate manner, the cure may be worse than the disease.8 

                                                      
7 Expert Panel on Energy Access Pricing, Report to the Ministerial Council on Energy, April 2006, p. 11. 

8 Ibid, p. 7. 



Implications for Jemena Gas Networks (NSW) of Increasing Competition in the Consumer Energy Market 

HoustonKemp.com 4 
 

Given the advantages of competitive market incentives over regulatory incentives, less regulation is 
preferred as the degree of competition becomes stronger, as depicted in Figure 2.1. The Panel explained 
that 

In circumstances where actual or potential competition exists, the costs of seeking to improve on 

market outcomes through more intrusive forms of regulation may exceed any efficiency benefits 

to be achieved.9 

The regulatory response should be commensurate with the extent of market power that is involved 

and the costs and inefficiencies that can result from its exploitation.10 

Less intrusive forms of regulation typically involve lower administrative costs and are more 

appropriate where market power is less substantial and there is potential for contestability to 

emerge.11 

Figure 2.1: Stylised depiction of the relationship between market power and optimal regulation 

 

2.2 Specific factors relevant to the choice of the form of regulation  

It is well recognised that the degree of market power held by regulated firms can change over time as 

technology and consumer preferences develop.  

Gas networks have always been recognised as having less market power compared with electricity networks 

due to the greater opportunity for gas to be substituted by electricity than vice versa. The Panel indicated 

that:12 

Electricity is an established fuel source of substantial importance to industrial, commercial and 

residential users and one for which there are few practical substitutes for many applications, which 

(combined with a technology that means alternative supply is infeasible) provides distribution 

networks with substantial market power. This situation is similar for the gas distribution networks 

in many of the major Australian gas markets, the Victorian market being a key example. However, 

there are a number of areas where the supply of natural gas has recently been introduced, and 

hence market power does not exist. Moreover, even in the large gas markets, where rates of 

                                                      
9 Ibid, p. 41. 

10 Ibid, p. 41. 

11 Ibid, p. 44. 

12 Ibid, p. 14. 
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connection and/or average usage is low, then the unit cost of provision of natural gas may be 

sufficiently high that competition from alternative energy sources provides an effective constraint 

on market power. [emphasis added] 

The National Gas Law (NGL, Chapter 3, Part 2) explicitly allows a gas network service provider to apply to 

the National Competition Council (NCC) for a determination that pipeline services be subject to light 

regulation, as compared to full access regulation administered by the AER. In making its decision on whether 

to approve an application for light regulation, the NCC must have regard to the national gas objective and the 

form of regulation factors, as set out in section 16 of the NGL, and any other relevant factor.13 The form of 

regulation factors are: 

(a) the presence and extent of any barriers to entry in a market for pipeline services; 

(b) the presence and extent of any network externalities (that is interdependencies) between a 

natural gas service provided by a service provider and any other natural gas service provided 

by the service provider; 

(c) the presence and extent of any network externalities (this is, interdependencies) between a 

natural gas service provided by a service provider and any other service provided by the 

service provider in any other market; 

(d) the extent to which any market power possessed by a service provider is, or is likely to be, 

mitigated by any countervailing market power possessed by a user or prospective user; 

(e) the presence and extent of any substitute, and the elasticity of demand, in a market for a 

pipeline service in which a service provider provides that service; 

(f) the presence and extent of any substitute for, and the elasticity of demand in a market for, 

electricity or gas (as the case may be); 

(g) the extent to which there is information available to a prospective user or users, and whether 

that information is adequate, to enable the prospective user or user to negotiate on an informed 

basis with a service provider for the provision of a pipeline service to them by the service 

provider. 

The factor for which circumstances are most changing for both gas and electricity network service providers 

is factor (f), ie, the presence and extent of any substitute for gas. 

The inclusion of this mechanism within the NGL highlights its importance as part of the regulatory framework 

applying to gas distribution networks, and is a distinguishing feature of the regulatory framework for gas 

networks compared to electricity networks. In our opinion, these factors are equally important considerations 

for the AER when it is exercising its regulatory discretion under the current regulatory framework. 

It has been well documented that network sourced electricity is facing competitive threats from the increasing 

feasibility of micro-generation, potentially combined with battery storage technology, making disconnection 

from the grid possible for some customers and increasing the prevalence of customers substituting a portion 

of their grid-delivered energy use for alternative energy sources. 

Similarly, growing competition for gas by substitution with electricity, in part due to the same threats to 

network sourced electricity and also some additional gas specific factors, is lowering residential average 

usage. This in turn, leads to a greater scope for alternative energy sources becoming an effective constraint 

on the market power of gas network businesses.  

                                                      
13 Section 112(2), NGL. 
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2.3 Competition between electricity and gas is an important determinant 

of the extent to which JGN has market power 

Whilst JGN does not face competition from alternative gas distribution businesses, it does face competitive 

pressure from the potential for end-use gas customers switching to alternative fuels – both established 

energy sources such as delivered electricity, as well as alternative energy sources such as solar hot water.  

The reason for this is that around half of the average retail gas bill in NSW is the cost of distribution – see 

Figure 2.2. It follows that the average retail gas bill will increase by five per cent if JGN increases its price by 

ten per cent, and the retailer fully passes on the increase in the cost of distribution. This increase in the retail 

gas bill could decrease the competitiveness of gas relative to electricity. 

Figure 2.2: NSW retail gas bill by contributing cost components, 2014/15 

 

Source: HoustonKemp analysis of JGN, Our proposed network prices – Fact sheet, 2014  

Given the high proportion of network costs in the overall retail gas bill, changes in JGN’s costs (and so 

prices) can have a significant effect on the competitiveness of retail gas compared with electricity. It follows 

that increasing opportunities for substitution between gas and electricity heightens the effectiveness of the 

competitive constraint on JGN’s costs, separate from the incentives within the regulatory framework. 

We discuss in section 6 the implications for the AER and JGN of these competitive incentives for the 

application of the current regulatory arrangements. 
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3. Hot Water and Heating are Important to JGN 

The principle uses of gas include for residential hot water, space heating, cooking and business needs. In 

this section we show that the use of gas for residential hot water and heating are two of the key drivers of 

JGN’s revenue because: 

 the majority of JGN’s revenue is from residential customers; and 

 the majority of gas supplied by JGN for residential purposes is used for hot water and heating. 

This implies that any change to the availability or competitiveness of gas relative to alternative energy 

sources for hot water and heating would have significant implications for JGN’s revenues. 

3.1 Residential customers make up the majority of JGN’s revenue 

JGN has two broad types of customers, ie: 

 volume market customers, consisting of residential and business customers on tariffs that include a fixed 
and usage component, who consume less than 10TJ per year; and 

 demand market customers, consisting of large industrial customers on tariffs that are based on maximum 
daily demand, who consume more than 10TJ per year. 

The majority of JGN’s revenue comes from volume market customers, as shown in Figure 3.1.  

Figure 3.1: JGN revenue by customer type 

 

Source: HoustonKemp analysis of information provided by JGN   
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Residential customers form the largest part of gas consumption by JGN’s volume market customers, as 

shown in Figure 3.2. This also shows that total gas consumption has been generally increasing for volume 

market customers as a whole over the last ten years. However, this growth has been at a lower rate than the 

growth in the number of customers, and therefore the average usage by volume market customers is falling. 

Figure 3.2: Annual total gas consumption by volume market customers 

 

Source: HoustonKemp analysis of information provided by JGN 

Residential customers consumed 64 per cent of the gas supplied to volume market customers in 2014. The 

declining block tariff (DBT) means that the average price paid for gas (per GJ) is higher for customers using 

a lower amount of gas. Therefore, residential customers are likely to pay more for gas, on average, than 

commercial and small business customers that use a greater amount of gas per customer.14 As such, 

residential customers contribute greater than 64 per cent of JGN’s revenue from volume market customers. 

Given volume market customers contributed over 90 per cent of JGN’s revenue in 2014, it follows that 

residential customers alone contributed over 58 per cent of JGN’s revenue.15 

  

                                                      
14 For example, JGN, 2015-20 Access Arrangement Information, Appendix 1.8, June 2014, p. 23. 

15 The contribution of revenue by residential customers is equal to the contribution of residential revenue to all volume revenue 
multiplied by the contribution of revenue by volume market customers to total revenue. 
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3.3 Residential gas is primarily used for hot water and heating 

Approximately 44 per cent of households in NSW used mains gas in 2014.16 They use it for cooking, hot 

water and space heating in all possible combinations and usually for more than one use, as shown in Figure 

3.3. We note that: 

 81 per cent of customers use gas for cooking; 

 76 per cent of customers use gas for hot water; and 

 52 per cent of customers use gas for heating. 

Figure 3.3: Uses of gas by Sydney residential gas customers in 2010 (% of customers)17 

 

Source: HoustonKemp analysis of information from IPART, Residential energy and water use in Sydney, the Blue Mountains 

and Illawarra, 2010  

We understand that a typical residential customer in the coastal parts of NSW use approximately 15 – 20 GJ 

of gas per year. Customers that use 15 GJ and 25 GJ per year use most of their gas for hot water and only 

around 10 per cent of their gas is used for cooking, as shown in Figure 3.4. Typical residential customers in 

regional areas that have larger gas usage, such as 50 GJ per year, use a higher proportion of their gas for 

heating. It follows that the typical residential customer is likely to use gas for hot water, heating and cooking, 

in that order. 

                                                      
16 ABS, Environmental Issues – Energy Use and Conservation, 2014. 

17 Total not 100 per cent because IPART have excluded those households that use gas as a secondary source of energy for hot water 
(eg, gas boosted solar). 
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Figure 3.4: Typical gas usage profiles for residential customers in NSW – 15 GJ, 25 GJ and 50 GJ per 

year customers  

 

Source: HoustonKemp analysis of information provided by JGN, publically available in JGN, Demand for our gas services 

fact sheet, February 2014 

We conclude from the above analysis that JGN earns the majority of its revenue from residential uses, and in 

particular, hot water and space heating.  
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4. Increased Customer Choice  

This section demonstrates that the availability and awareness of a choice between gas and alternative forms 

of energy supply has increased in the last few years. It sets out: 

 how consumers have become more aware of their retail energy choices; and 

 some of the key technological changes in the consumer energy market. 

4.1 Improved consumer awareness of alternative forms of energy supply 

A number of changes have occurred recently that have contributed to increased consumer awareness of the 

ability to manage better their energy usage including considering alternative forms of energy supply, such as: 

 increases in energy costs; 

 subsidies for renewable technologies and energy efficiency programs; 

 the development of retail competition and increased switching between energy suppliers; and 

 the development of tools for comparing energy supply options.  

Electricity retail prices have risen considerably in the last ten years, increasing household expenditure 

on energy needs. In particular, average weekly expenditure on domestic energy increased from $22 in 2003-

04 to $38 in 2012.18 Spending on energy now represents four per cent of the disposable income for the 

average household in Sydney and the surrounding regions.19 

This increase in the cost of electricity is likely to be one of the reasons that customers are now concerned 

about their energy bills. For example, a survey for the Energy Efficiency Council found that more of the 

households surveyed are very concerned about electricity bills than any other household expense.20 We 

expect that this concern would drive customers to look for ways in which they can reduce the cost of their 

energy needs. 

The federal and state governments have introduced a wide range of policies to increase energy 

efficiency and support renewable energy production. For example, the Small-scale Renewable Energy 

Scheme (SRES) was introduced to help meet the renewable energy target (RET). The SRES creates a 

financial incentive for the installation of eligible small-scale renewable energy systems such as solar water 

heaters, heat pumps and solar photovoltaic (PV) systems.21 These policies have enabled customers to 

receive substantial financial benefits, reducing the upfront costs of installing alternative solar products and 

encouraging a large number of customers to consider and take-up a new source of energy. 

The retail gas and electricity markets were opened up to full retail contestability in NSW for small 

energy consumers in 2002. The Australian Energy Market Commission (AEMC) and IPART recently found 

that competition was sufficiently robust for it to recommend removing retail price regulation, in part 

because:22 

                                                      
18 ABS, Household Expenditure Survey, 2003-4; ABS, Household Expenditure Survey, 2009-10; and ABS, Household Energy 

Consumption Survey 2012, 2012. 

19 IPART, Changes in regulated retail gas prices from 1 July 2014 – Final report, June 2014, p. 44. 

20 Energy Efficiency Council, Choice and Brotherhood of St Laurence, Survey of community views on energy affordability – Australia, 
November 2013. 

21 It legislates demand for Small-scale Technology Certificates (STCs) which are created for these systems at the time of installation 
according to the amount of electricity they are expected to produce or displace in the future, and can then be traded to subsidise the 
cost of installation. Australian Government Department of the Environment, The Renewable Energy Target Scheme website, accessed 
January 2015, accessible at: http://www.environment.gov.au/climate-change/renewable-energy-target-scheme. 

22 AEMC, Review of Competition in the Retail Electricity and Natural Gas Markets in New South Wales, October 2013, p. i. IPART has 
explained that competition in the retail gas and electricity markets of NSW now protects customers against market power by offering 

http://www.environment.gov.au/climate-change/renewable-energy-target-scheme
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 retailers have had to compete more actively to attract and retain customers by providing greater 
discounts; and23 

 consumers are responding to increasing prices by shopping around and taking advantage of the 
numerous competitive offers available.24 They have been changing electricity and gas retailers at 
increasing rates and the number of consumers on regulated tariffs is consistently decreasing.25 

This growth in shopping around is consistent with research undertaken for JGN, which found that online 

energy price comparison queries grew 12 per cent year-on-year in 2014.26  

There are now a range of tools available for customers to compare their energy supply options, including 

a number of independent websites that compare energy suppliers.27 Further, under the National Energy 

Retail Law, which came into effect on 1 July 2012, the AER developed and must operate a price comparator 

website for energy suppliers.28 This reduces the cost for consumers of searching for, and comparing 

suppliers. 

The AEMC is currently implementing a package of reforms aimed at giving consumers more opportunities to 

make informed choices about the way they use electricity based on the benefits that end use services 

provide. Therefore, it is likely that competition in the retail electricity market will continue to develop and 

support active engagement by consumers. 

4.2 Technological change has increased availability of alternative forms of 

energy supply 

Practically all households in Australia use electricity, and therefore have the option to switch from gas to 

electricity.29 This section examines the key technological changes that are increasing the attractiveness of 

alternatives to gas in the key residential segment, ie: 

 water heating;  

 space heating; and 

 solar PV. 

4.2.1 Water heating 

Water can be heated using gas and a number of alternative technologies, ie:30 

 instant electric – whereby water is heated when it is required; 

 electric storage – whereby a tank of water is heated that can be used on demand; and 

 solar hot water – whereby a tank of water is heated using energy from the sun. This can be supported by 
gas or electricity when there is insufficient solar energy. 

Historically heating water using electricity was an expensive option for the typical retail energy customer. 

However, innovation in electric heat pumps for water heating and solar hot water systems has increased the 

                                                      
more choices and better price and service outcomes. See IPART, Changes in Regulated Retail Gas Prices from 1 July 2014, Final 
Report, June 2014, p. 13 and IPART, Review of Regulated Retail Prices and Charges for Electricity, Final Report, p. 30. 

23 AEMC, Review of Competition in the Retail Electricity and Natural Gas Markets in New South Wales, October 2013, pp. i-ii. 

24 AEMC, Review of Competition in the Retail Electricity and Natural Gas Markets in New South Wales, October 2013, p. ii. 

25 AEMC, Review of Competition in the Retail Electricity and Natural Gas Markets in New South Wales, October 2013, p. ii. 

26 JGN/Reprise, Energy Price Comparison, February 2015, p. 5. 

27 For example, http://energy.iselect.com.au/electricity/ and http://www.comparethemarket.com.au/energy, accessed 16 February 2015. 

28 See http://www.energymadeeasy.gov.au/about-us, accessed 10 February 2015. 

29 See http://www.abs.gov.au/ausstats/abs@.nsf/0/592AD62D4C180700CA25773700169C2C?opendocument, accessed 16 February 
2015. 

30 Water can be heated with either distributed gas or bottled LPG gas. 

http://energy.iselect.com.au/electricity/
http://www.comparethemarket.com.au/energy/
http://www.energymadeeasy.gov.au/about-us
http://www.abs.gov.au/ausstats/abs@.nsf/0/592AD62D4C180700CA25773700169C2C?opendocument
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efficiency of electric hot water at an affordable price point to make it a competitive option for consumers. The 

increased availability of viable alternatives to gas hot water is apparent from: 

 the increased proportion of customers who are switching between technologies, or considering doing so; 
and 

 the reduction in the cost of using electricity as the installation cost of alternatives to gas hot water fall and 
the use of off peak tariffs increases. 

Switching between types of water heating technology 

Figure 4.1 below shows that the proportion of customers installing electric (storage or pump) or solar that are 

replacing gas hot water systems has increased to approximately a quarter in 2014.  

Figure 4.1: Percentage of hot water installations that replaced a gas system, for each technology 

installed 

 

Source: HoustonKemp analysis of BIS Shrapnel, The household applicances market in Australia – Hot water systems, 2008, 

2010, 2012, 2014 

Similarly, Figure 4.2 shows that the proportion of customers purchasing electric hot water systems that 

considered gas as an alternative has increased recently. This evidence is consistent with a conclusion that 

electricity and gas are competing more strongly as the energy fuel for hot water heating.  
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Figure 4.2: Purchasers of electric hot water systems in NSW who considered gas options, by gas 

technology 

 

Source: HoustonKemp analysis of BIS Shrapnel, The household applicances market in Australia – Hot water systems, 2008, 

2010, 2012, 2014 

Reduction in the cost of using alternative energy sources 

The price of electricity rose significantly from 2004 to 2014.31 However, two factors are pushing down the 

cost of installing and operating alternatives to gas hot water, namely: 

 a fall in the price of solar hot water and heat pumps; and 

 the increased use of heating water with electricity during off-peak periods. 

The penetration of solar water heaters increased from around 2008 onwards as a result of improvements in 

their efficiency and effectiveness – see Figure 4.3. This may be due in part to the price of solar hot water 

systems (including installation) in Australia declining by 27 per cent from 2008 to 2014 in real terms, while 

the price of heat pumps declined by 22 per cent from 2010 to 2014.32  

                                                      
31 See section 5.1. 

32 HoustonKemp analysis of BIS Shrapnel, The household applicances market in Australia – Hot water systems, 2008, 2010, 2012, 
2014. 
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Figure 4.3: Household penetration of water heating technologies in NSW, by fuel source 

 

Source: HoustonKemp analysis of ABS, Environmental Issues – Energy Use and Conservation, 2008, 2011, 2014 

Government subsidies for renewable technologies rose at the same time that the price of solar hot water 

units (including installation costs) was falling. In NSW at present, households can benefit from a rebate for 

purchasing eligible solar or heat pump water heaters through the SRES. For example, the average customer 

in NSW can expect to receive an upfront rebate of roughly one third ($1,120) of their solar water heater 

installation cost, or half ($1,080) of the installation cost for a heat pump – see appendix A1.1. 

The price of electricity is substantially lower in off peak times. For example, the price of electricity for a 

residential EnergyAustralia customer on a basic time-of-use tariff in January 2015 was 47.03 c/kWh at peak 

times and 10.19c/kWh for off-peak.33 The proportion of NSW households with electric or solar hot water 

heaters that are on an off-peak tariff has risen from 54 per cent in 2010, to 71 per cent in 2014.34 This will 

reduce the average cost of using electric hot water appliances relative to gas. 

It follows from the above that there is a greater range of competitive alternatives to gas hot water than there 

were a few years ago, and customers are increasingly considering and taking-up these options. 

4.2.2 Space heating 

Historically the cheapest and most effective option for space heating was with gas. However, innovations in 

reverse cycle air conditioning and subsequent uptake by consumers has provided a choice between using 

gas or electricity for space heating.  

It is apparent that the availability of viable alternatives to gas space heating has increased from: 

 the increased availability and affordability of reverse cycle air conditioners which may be used to heat 
homes; and 

 customers are choosing gas for a number of reasons and not only because they already have a gas 
connection. 

                                                      
33 EnergyAustralia, Energy Price Fact Sheet – NSW Residential (Electricity), January 2015, accessible at: 

https://secure.energyaustralia.com.au/EnergyPriceFactSheets/Docs/EPFS/E_R_N_RSOT-E_EA_01-01-2015.pdf, accessed 26 
January 2015.  

34 BIS Shrapnel, The household appliances market in Australia – Hot water systems, September 2010, p. 25; July 2014, p. 8. 

https://secure.energyaustralia.com.au/EnergyPriceFactSheets/Docs/EPFS/E_R_N_RSOT-E_EA_01-01-2015.pdf
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Figure 4.4 shows that the penetration of reverse cycle air conditioners in NSW has increased from around 

40 per cent in 2004 to close to 60 per cent in 2014. The penetration of portable electric heaters has fallen 

substantially over the same period. However, the use of reverse cycle air conditioners for heating may be 

more attractive than using portable heaters because they generally use electricity more efficiently.35 The 

ownership of gas heating technologies has also fallen, from 33 per cent of households in 2008 to 27 per cent 

in 2014, despite the increase in the price of electricity relative to gas over that period (described in section 5).  

Figure 4.4: Household ownership of space heating technologies in NSW, by technology 

 

Source: HoustonKemp analysis of BIS Shrapnel, The household applicances market in Australia – Climate control, 2008, 2012, 

2014 

Approximately 57 per cent of households in NSW own reverse cycle air conditioners, whilst 27 per cent use 

them as their main source of heating in cooler months.36 This suggests that around 30 per cent of 

households have reverse cycle air conditioners available but do not use it as their main source of heating in 

cooler months. In other words, those customers could quickly and easily start to use electric heating in 

response to rising gas prices and decreasing electricity prices.  

Lastly, the most often stated reason for choosing gas over electricity in a recent survey was that gas heating 

had cheaper running costs (44 per cent of those surveyed in 2014) and was more efficient (35 per cent of 

those surveyed in 2014).37 As such, customers are making an informed choice based substantially on the 

cost of operating gas relative to electric heating. This implies that customers may choose gas less often if it 

becomes more expensive relative to electricity.  

4.2.3 Solar PV 

Historically, energy used by households was generated centrally, for example in a coal fired power station or 

gas production facility, and then distributed to the household for consumption. However, developments in 

small-scale renewable technologies is upsetting this status quo. The ability of households to generate 

electricity through small scale solar, wind or hydro technologies provides them greater choice over when and 

how they consume energy. 

Government policies supporting these renewable technologies is one reason for the substantial growth in the 

capacity of solar PV systems installed in NSW, from around 25,000 kW before 2010 to almost 800,000 kW at 

                                                      
35 See for example, AusGrid, Winter Heating, p. 3. 

36 BIS Shrapnel, The household applicances market in Australia – Climate control, 2014, p. 9. 

37 BIS Shrapnel, The household applicances market in Australia – Climate control, 2014, p. 81. 
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the end of 2104 – see Figure 4.5. Further, AEMO’s 2014 forecasts expect rooftop solar PV to increase from 

roughly 6.3 per cent of total installed generation capacity in the National Electricity Market (NEM) and two 

per cent of the NEM’s energy requirements in 2013/14, to 17 per cent and 6.3 per cent respectively by 

2022/23.38 

Figure 4.5: Household installations of solar PV systems in NSW (kW of capacity) 

 

Source: HoustonKemp analysis of Clean Energy Regulator, Renewable Energy Target – Small-scale installations by postcode, 

2015  

Installers of these systems usually offer a discount on the price of an installation, or a cash payment, in 

return for the right to create the STCs. 39 This provides an additional incentive for households to purchase 

small-scale renewable energy systems. For example, Appendix A1.2 shows that a representative NSW 

household is able to create 51 STCs on the installation of a solar PV system, which are worth $2,040. In 

addition, the installed capacity shown in Figure 4.5 is indicative of the amount of STCs, or before 2011 

RECs, created for solar PV in the past five years. 

The cost of using electric appliances relative to gas falls for those customers who install solar PV for two 

reasons: 

 customers do not need to pay for the energy generated by the solar PV system. This could be used to 
pay for an electric hot water system for example; and 

 the inclining block tariff for electricity means that customers who use energy generated by the solar PV 
require less distributed energy and can benefit from moving to a lower consumption tariff at a reduced 
price.  

Further, advances in battery technology and the continuing uptake of solar PV are increasing the availability 

of this option for households. It follows that an increasing number of customers are able to substitute gas for 

energy generated by small scale renewable technologies should the gas price continue to rise. 

                                                      
38 AER, State of the energy market report, 2104, p. 29. 

39 Australian Government Department of the Environment, The Renewable Energy Target Scheme website, accessed 15 January 2015, 
accessible at: http://www.environment.gov.au/climate-change/renewable-energy-target-scheme. 

http://www.environment.gov.au/climate-change/renewable-energy-target-scheme
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5. Electricity is Becoming Increasingly Competitive 

with Gas 

Gas has always competed with electricity for its share of the retail energy market – being a cost effective 

alternative to electricity over a long period. However, over the past two years this competitive advantage has 

begun to diminish due to profound changes in the supply of both electricity and gas.  

In this section we explain that: 

 retail electricity prices have been increasing, but are now forecast to fall; 

 retail gas prices have been increasing for a substantial period, whilst wholesale gas prices are rising and 
this trend is forecast to continue; and 

 trends towards more efficient tariff structures for electricity will affect the attractiveness of gas relative to 
electricity. 

5.1 Retail electricity prices are forecast to fall 

Figure 5.1 shows that retail electricity prices in Sydney have risen significantly in recent years. However, 

prices are forecast to decline from 2014/15. In particular, the AEMC’s annual price trends report forecasts an 

18.5 per cent decrease in retail prices between 2014 and 2016/17, largely due to a forecast 22.9 per cent 

decrease in network prices and removal of the carbon price in the same period.40 Consistent with this 

forecast, retail prices have begun to fall in the first two quarters of 2014/15, as shown in Figure 5.1. 

Figure 5.1: Sydney retail electricity price (real index) 

 

Source: HoustonKemp analysis of ABS, Consumer Price Index Australia – Table 11, 2014  

Retail electricity prices are forecast to decline due to a number of trends affecting the cost components of the 

final retail price including: 

 the repeal of the carbon price; 

                                                      
40 AEMC, 2014 Residential Electricity Price Trends Report, December 2014, p. 36. 
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 falling demand for electricity; 

 downward pressure on network costs; and 

 developments in retail electricity competition.  

The repeal of the carbon price removed a significant cost on coal-powered electricity generation, which at 

an historical low still contributed 73.6 per cent of electricity output to the NEM in 2013/14.41 The repeal also 

prompted plans to return coal-fired plants to generation42, which may place further downward pressure on 

wholesale electricity prices by enabling cheaper base load generation. 

The falling demand for electricity, as shown in Figure 5.2, has largely been a result of subdued economic 

growth, the increasing energy efficiency of electrical appliances and the growth in decentralised generation 

technologies such as solar PV; trends that are expected to continue.43 This has led to excess generation 

capacity across the NEM, and the resulting over supply is putting downward pressure on wholesale 

electricity prices.44 

Figure 5.2: Annual average electricity demand for NSW 

 

Source: HoustonKemp analysis of information provided by the Australian Energy Market Operator  

The downward pressure on network costs is also the product of falling electricity demand, which is 

reducing the need for network expansion. In addition lower financing costs, subdued because interest rates 

and risk premiums are now materially lower than at the time of the last regulatory determination in 2009, are 

lowering the required return on capital. The AER has explained that these are the key reasons for limiting the 

revenue that NSW electricity service providers can recover from downstream customers during the 2015/16-

2019/20 regulatory period. As such, the AER has determined in its draft decisions for the NSW service 

providers a reduction in: 

 Ausgrid’s proposed recoverable return by 35 per cent, reflecting system peak demand decreases of 1.13 
per cent per annum over the previous regulatory period. If passed on to retail customers this would 
equate to a reduction in an average residential customer’s bill of $189;45 

                                                      
41 AER, State of the energy market report, 2014, p. 31. 

42 AER, State of the energy market report, 2014, p. 6. 

43 AER, State of the energy market report, 2014, p. 5. 

44 AEMC, 2014 Residential Electricity Price Trends Report, December 2014, p. iii. 

45 AER, Draft decision – Ausgrid distribution determination 2015-16 to 2018-19, November 2014, p. 9-10. 
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 Endeavour Energy’s proposed recoverable return by 29.5 per cent, which if passed on would equate to a 
reduction in an average residential customer’s bill of $159;46 and 

 Essential Energy’s proposed recoverable return by 33.9 per cent, reflecting system peak demand 
decreases of 1.13 per cent per annum over the previous regulatory period. If passed on this would 
equate to a reduction of an average residential customer’s bill of $346.47 

Should these draft decisions be reflected in the AER’s final determination it will place considerable 

downward pressure on distribution prices, which contribute half of retail electricity costs (see Figure 5.3). 

Figure 5.3: NSW retail electricity price by contributing cost components, 2014/15 

 

Source: HoustonKemp analysis of AEMC, 2014 Residential Electricity Price Trends Report, 2014 

Developments in retail electricity market competition has led the AEMC to the conclusion that 

competition was sufficiently robust for it to recommend removing retail price regulation.48 The AEMC further 

concluded that retailers have had to compete more actively to attract and retain customers by providing 

greater discounts. In addition, an emerging trend in the provision of alternative retail price structures allows 

consumers to lower electricity bills by choosing when and how they consume electricity.49 

  

                                                      
46 AER, Draft decision – Endeavour Energy distribution determination 2015-16 to 2018-19, November 2014, p. 9. 

47 AER, Draft decision – Essential Energy distribution determination 2015-16 to 2018-19, November 2014, p. 9-10. 

48 AEMC, Review of Competition in the Retail Electricity and Natural Gas Markets in New South Wales, October 2013, p. i. 

49 AER, State of the energy market report, 2014, p. 4. 
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5.2 Retail gas prices are rising 

Retail gas prices have been rising moderately in recent years, as shown in Figure 5.4 below. However, as 

gas liquefaction facilities in Queensland come online, the ability to export LNG will cause a considerable rise 

in international demand for Australian gas. This will result in the east coast domestic wholesale price rising to 

parity with the netback price available to producers through exports, in order to compete with international 

demand.50 A similar dynamic has been observed in the West Australian gas market, where it is 

acknowledged that historical increases in LNG exports have placed upward pressure on domestic contract 

prices.51 

Figure 5.4: Sydney retail gas price (real index) 

 

Source: HoustonKemp analysis of ABS, Consumer Price Index Australia – Table 11, 2014 

These trends are reflected in recent forecasts of the wholesale gas price. Forecasts collected by the Grattan 

Institute indicate that this price is likely to double by the end of the decade.52 This will put substantial upward 

pressure on the retail gas price because the wholesale price comprises a significant portion of a customer’s 

retail bill – see Figure 2.2. Consistent with these forecasts, Figure 5.4 shows an acceleration in gas price 

increases since 2012. 

The increase in the wholesale price will put pressure on gas network businesses such as JGN to reduce 

their prices as we discuss in section 6.1 below. 

  

                                                      
50 LNG netback prices simulate an export parity price by stripping out shipping, transportation and liquefaction costs. 

51 Gratton Institute, Getting gas right – Australia’s energy challenge, June 2013, p. 36. 

52 Gratton Institute, Getting gas right – Australia’s energy challenge, June 2013, p. 9.  
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5.3 Moves to align electricity tariff structures with costs affect the 

attractiveness of gas relative to electricity 

Falling electricity demand and escalating cost pressures over the past decade has brought into sharp focus 

the disconnection between electricity tariff structures and the costs incurred to supply electricity. The 

prevalence of usage based tariffs combined with falling electricity consumption means that revenue has 

been falling by more than costs, which are largely independent of electricity usage. This has led to recent 

changes to the network pricing principles by the AEMC to facilitate a transition to more efficient network 

tariffs that more closely signal to consumers the costs incurred from the manner in which they consume 

electricity, not just the amount.53 

In practical terms, this will likely mean that there will be less of a focus on recovering revenue from usage 

based charges, with more revenue being recovered through charges based on a consumer’s contribution to 

network peak demand for electricity (which is a key driver of network costs).  

One implication would be that the cost of using electricity during off-peak periods will likely be lower (and 

potentially significantly lower). This will have the effect of making electricity more cost effective compared 

with gas for dual fuel customers. One might expect that some customers would choose to make greater use 

of reverse cycle air-conditioning over gas space heating during the off-peak or outside the maximum demand 

charging window, if the price differential becomes such that it becomes more cost effective to switch 

between fuel sources. 

In summary, as the gap widens between the cost effectiveness of electricity and gas tariff structures in NSW, 

the incentives for a consumer to switch between fuels are likely to favour electricity as the fuel with the more 

efficient tariff. 

5.4 Summary 

The profound changes to energy markets in NSW are resulting in a reduction in the historic cost advantage 

for gas. There is increasing recognition of this by regulators in Australia. For example, the AER recently 

stated that:54 

[ActewAGL’s consumption] forecasts do not account for trends in customers switching from 

entirely electricity-based consumption to electricity and gas-based consumption. By excluding this 

from the analysis, ActewAGL are implicitly assuming that the historical trend will continue over the 

forecast period. However, with developments in the gas market, and recent gas price rises, we 

would not expect this to be the case. [Emphasis added] 

While in recent demand forecasting commissioned by AEMO, ACIL Allen noted:55 

Increasing gas costs to businesses over the next few years – the likes of which have not been 

experienced before – are likely to reveal the underlying elasticity of demand for gas and also the 

cross-elasticity of substitute products (such as coal for steam raising in industrial settings or 

reverse cycle air conditioning for heating purposes within households). Forecasts which rely on 

historical relationships are likely to over-estimate gas consumption as households and business 

make consumption and equipment decisions based on substantially altered financial trade-offs. 

[Emphasis added]  

  

                                                      
53 AER, State of the energy market report, 2014, p. 76 

54 AER, AER draft decision – ActewAGL 2014-15 to 2018-19 regulatory control period, November 2014, Attachment 6 p. 6-91. 

55 ACIL Allen Consulting, Report to Australian Energy Market Operator – Gas Consumption Forecasting, June 2014, p. A-3. 
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Figure 5.5 shows that the price of electricity rose significantly faster than the price for gas from 2004 to 2012. 

However, this is now reversing, indeed the price of gas has increased by 28.7 per cent relative to electricity 

from FY2013 to the second quarter of FY2015. Retail electricity prices are forecast to fall further, whilst the 

wholesale element of retail gas prices is forecast to rise. 

Figure 5.5: Sydney retail gas and electric prices (real index) 

 

Source: HoustonKemp analysis of ABS, Consumer Price Index Australia – Table 11, 2014 
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6. Implications for the Regulatory Approach of 

Increasing Competition in the Consumer 

Energy Market 

The rapid growth of opportunities for substitution from gas to alternative energy sources creates further 

constraints on JGN’s ability to exercise market power, and so raises the prospect that consumers might be 

better off from more light handed forms of regulation. Irrespective of a formal application to the NCC to 

change the prevailing regulatory framework, changes to the incentives faced by JGN are relevant to how the 

AER approaches its regulatory task.  

This section sets out the implications of increasing competition in the consumer energy market for: 

 the behaviour of JGN, in the way it sets its prices, plans its expenditure and offers services; and 

 the regulatory approach adopted by the AER for JGN’s proposed gas access arrangement for the period 
1 July 2015 to 30 June 2020. 

6.1 JGN is increasingly subject to competitive pressure 

We have outlined earlier that retail gas customers are faced with increasing opportunities for substitution 

from gas to alternative energy sources, as a consequence of changes in technology and relative prices, 

amongst other factors. This section outlines the implications for JGN of these increasing opportunities. 

6.1.1 The constraint on JGN’s scope to exercise market power is significant 

Network charges are approximately half of the retail gas bill 

For gas to be competitive with electricity there is a need to consider the opportunity to save costs across the 

entire gas supply chain. However: 

 wholesale gas prices are being affected by global factors, and so there is little incentive for wholesale 
gas suppliers to lower prices to increase gas sales domestically; 

 retailing costs are only 20 per cent of the total cost to supply gas to consumers; and so 

 the greatest opportunity for maintaining a competitive advantage is by lowering gas network costs and 
managing the timing of cost recovery amid other supply chain developments. 

Gas network charges are approximately half of the total cost to supply gas to consumers and so JGN is able 

to have a material impact on the substitution between gas and electricity through its investment and pricing. 

Therefore, it has a strong incentive to undertake strategies that assist with retail gas competing against 

electricity. 

A large part of JGN’s revenues are at stake 

Sections 4 and 5 describe the changes in availability of alternatives to technologies using gas, and the 

relative price of gas versus electricity for volume market customers, and in particular residential customers. 

JGN earns the majority of its revenue from residential uses, and in particular, hot water and space heating.56 

As such, the incentive to provide better services and lower prices will be strong for JGN. 

Gas used for hot water is the most important part of the residential sector for JGN and there has been 

significant growth in the availability of alternatives to gas hot water as described in section 4.2.1. JGN has 

                                                      
56 See section 3.2. 
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recognised this competitive threat in its recent pricing proposal. It explained that it was proposing changes to 

its prices to ensure gas remains a competitive way to provide hot water or heat homes across NSW.57  

Finally, under prevailing gas tariff structures, shifts from using gas to electricity for residential hot water can 

have a flow on effect to the use of gas for other residential users (ie, cooking and space heating), given the 

need for the consumer to pay the same fixed charge irrespective of the amount of gas consumed. This 

means that changes in technology or other factors influencing gas consumption for part of consumer uses 

can make other gas uses even less cost effective compared with electricity. 

The recent changes are significant 

The change identified in sections 4 and 5 are significant. For example: 

 many more people are switching between gas and electricity providers – the rates of switching electricity 
and gas providers have more than doubled from 2009 to 2013;58  

 2.5 per cent of NSW households used solar hot water from 2002 to 2008, with that figure rising to around 
8.5 per cent in 2014; and 

 the real Sydney retail gas price index has increased by 28.7 per cent relative to electricity from FY2013 
to the second quarter of FY2015. 

In light of the changes occurring across the energy supply chains for both electricity and gas, we would 

expect that many of these trends will continue into the future. 

Overall, these factors combine to suggest that the constraint on JGN’s ability to exercise market power is 

most likely higher than it has historically been, absent the regulatory framework.  

6.1.2 Competitive pressure will provide incentives for JGN to provide better services at lower costs 

There are two principal risks to JGN from not remaining competitive under the current regulatory framework: 

 a loss of customers from gas to electricity would result in JGN having to recover the same costs over a 
smaller set of customers. This would increase prices for the remaining customers, leading to further 
switching to electricity, and further price rises for JGN’s remaining customers. This leads to a spiral of a 
loss of customers and higher prices until there is no prospect of JGN recovering its costs; and 

 a loss of customers may result in a cost to JGN from assets being declared redundant and being 
removed from its capital base if usage falls sufficiently.59 This may involve a sharing of costs between the 
service provider and users.60  

These risks create pressure on JGN to try and prevent existing customers disconnecting from the network, 

and to attract new customers by: 

 providing good quality services that customers value; 

 setting prices in a manner that encourages efficient use of the network; 

 keeping prices down; and therefore 

 keeping costs down too.  

In this way, JGN has an incentive to operate and invest efficiently and so competitive pressures absent the 

regulatory framework will increasingly align its incentives with the long-term interests of consumers, as 

expressed in the national gas objective.  

                                                      
57 JGN, Our proposed network prices – Fact sheet, June 2014, p. 6. 

58 AEMC, Review of Competition in the Retail Electricity and Natural Gas Markets in New South Wales, October 2013, p. 18 and 42. 

59 National Gas Rules 85(1). 

60 National Gas Rules 85(3). 
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6.2 Implications for the AER approach to regulation 

We explained in section 2 that the competitive process will deliver the most efficient outcomes for consumers 

when that process is able to work effectively. Regulation is only required to the extent that the competitive 

process does not work effectively to provide incentives for efficiency. The use of regulation when it is not 

required to promote efficient outcomes may lead to: 

 unnecessary administrative costs being imposed on the regulated business and the regulator, which are 
borne by customers; 

 an inability for the regulated firm to provide services that customers value and would be willing to pay for; 

 a reduction in innovation by the regulated business because it is less able to react quickly to customer 
needs by providing different products or services that better meet those needs; and 

 a failure to promote efficient use of gas networks. 

Greater competition between gas and electricity in NSW raises the prospect that the balance between the 

costs of regulation and scope for inefficiencies from the exercise of market power might tip in favour of light-

handed forms of regulation for gas distribution services. Given this prospect, the long-term interests of 

consumers would be promoted by the AER approaching its current regulatory task differently to its approach 

to electricity network service providers, where competition with alternative non-network energy sources is 

likely to have less of an effect on the scope for these businesses to exercise market power.  

In practice this should involve: 

 acknowledging and explicitly taking into account the incentives for cost and price efficiency arising from 
increasing opportunities for substitution between gas and electricity by exercising caution in its use of 
regulatory discretion, so as to minimise the scope for regulatory errors and associated inefficiencies; and 

 the AER applying a stronger presumption that the regulatory proposal reflects efficient costs and 
promotes efficient use of the network. 

Indeed a good example of the AER not presuming that JGN’s regulatory proposal promotes efficient use of 

the network arose as part of the draft decision. JGN had proposed a smoothed network revenue path 

involving real year-on-year price reductions to partially counter anticipated increases in wholesale gas prices, 

so as to minimise the change in end-retail prices over the regulatory period. We understand that this 

proposal arose from JGN’s customer engagement, and importantly JGN is ultimately indifferent to the path 

given in net present value terms because the value of each path is the same.  

However, despite the incentives on JGN to promote the efficient use of its network, to assist its customers to 

compete in the energy market, and despite information provided through its customer engagement, the AER 

proposed in its draft decision to not accept JGN’s proposed revenue path. Instead it has proposed a large 

initial decrease in prices, followed by small increases in subsequent years.  

Given the incentives on JGN the AER’s decision is inconsistent with a regulatory approach that applies a 

strong presumption that the regulatory proposal reflects efficient costs and promotes efficient use of the 

network. 

Our conclusion is consistent with the actions of other regulators in Australia to reduce the extent of regulation 

for gas distribution businesses. For example, the NCC has recently approved a request by Envestra to 

remove coverage from its Queensland Gas Distribution Network (QGDN) and use light handed regulation 

instead.61 The NCC said in making its final decision that the most significant constraint on market power 

associated with the QGDN is the ability for end users to substitute between other forms of energy ie, 

electricity and LPG with gas from the distributed network. 

                                                      
61 NCC, Light Regulation of Envestra’s QGDN – Final determination, November 2014, p. 18. 
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Overall, the risk in the short term of regulatory expenditure allowances being below efficient levels affects the 

ability of a regulated business to continue to provide the quality of network services desired by consumers. In 

the longer term, it can affect incentives for efficient investment in the network to provide services that might 

otherwise be valued by consumers. 
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A1. Small-Scale Technology Certificate Case 

Studies 

A1.1 Hot water STC case studies 

This section provides a case study that calculates the value of STCs created when a representative NSW 

household installs a renewable hot water technology. For the purposes of this case study we assume a 

representative household of four persons, and a certificate price of $40/STC, consistent with the Government 

guaranteed price for a seller using the Clean Energy Regulator’s (the CER) STC Clearing House. 

The amount of STCs created by an installation is equal to the MWh of electricity the system will generate (or 

displace) over the course of its lifetime, which for hot water systems is given by the CER at 10 years. The 

calculation therefore requires identification of the system installed and the level of solar radiation, designated 

by the household’s postcode zone.62 

To identify the system a representative household would install we make use of the following information: 

 Solarhart is the largest solar hot water brand in Australia, with 37 per cent of national supply, while 
Rheem is the largest heat pump brand with 32 per cent of national supply;63 

 the average hot water system tank size in NSW is 264L, while nationally tanks for heat pump systems 
are on average the largest at 297L;64 and 

 in NSW the preferred solar system is split system and electric boosted,65 while the preferred location for 
a tank is outside.66 

In addition, all of NSW is in solar hot water postcode zone 3 and the majority is in heat pump postcode zone 

3, with the exceptions being high altitude areas around Armadale and the ACT that are in zone 5.67 On the 

basis of this information, we select for the purposes of this case study: 

 the Solarhart Streamline 272MLV Electric boost solar water heater (split system, electric boosted, 270L 
tank) that will create 28 STCs, worth $1,120; and 

 the Rheem MPi-325 heat pump hot water system (electric boosted, outside 325L tank) that will create 27 
STCs, worth $1,080. 

The average price payed nationally for a solar hot water system including installation is $3,109, and for a 

heat pump is $2,209.68 This indicates that the average customer in NSW can expect to receive a significant 

upfront rebate of roughly a third of their solar water heater installation cost, or half their heat pump 

installation cost. 

A1.2 Solar PV case study 

This section provides a case study that calculates the value of STCs created when a representative NSW 

household installs a solar PV system. For the purposes of this case study we assume a certificate price of 

                                                      
62 For the purposes of this exercise we have assumed a price of $40/STC, consistent with the Government-guaranteed price for a seller 

using the Clean Energy Regulator’s STC Clearing House. 

63 BIS Shrapnel, Solar Hot Water Systems Report, July 2014, p. 37. 

64 Ibid, p. 11. 

65 Ibid, p. 14. 

66 Ibid, p. 12. 

67 Clean Energy Regulator, Register of Solar Water Heaters – Postcode Zones (version 2), May 2014. 

68 BIS Shrapnel, Solar Hot Water Systems Report, July 2014, p. 30. 
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$40/STC, consistent with the Government guaranteed price for a seller using the CER’s STC Clearing 

House. 

The amount of STCs created by an installation is equal to the megawatt hours of electricity the system will 

generate over the course of its lifetime, which for solar PV systems is given by the CER at 15 years. The 

calculation therefore requires identification of the power output of the chosen system and the level of solar 

radiation, designated by the household’s postcode zone. 

To identify the system a representative household would install we make the standard assumption of a four 

person household choosing to install a medium sized 2.5kW solar PV system.69  

In addition, NSW ranges between solar PV system postcode zone 2 and zone 4, though the majority of the 

state including Sydney is located in zone 3.70 We therefore chose a household in zone 3 for the purposes of 

this case study. 

On the basis of this information a representative household will create 51 STCs on installation of a solar PV 

system, worth $2,040.71 

                                                      
69 NERA, Efficiency of Tariffs for Current and Emerging Technologies, July 2014, p. 22 

70 Clean Energy Regulator, Postcode zone ratings and postcode zones for solar (photovoltaic) systems, accessed January 2015, 
accessible at: http://ret.cleanenergyregulator.gov.au/Solar-Panels/incentives-solar-panels 

71 For the purposes of this exercise we have assumed a price of $40/STC, consistent with the Government-guaranteed price for a seller 
using the Clean Energy Regulator’s STC Clearing House. 

http://ret.cleanenergyregulator.gov.au/Solar-Panels/incentives-solar-panels
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