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EXECUTIVE SUMMARY 
 
 
Market structure 
 
1. Ensuring competition in the domestic gas market is an issue of vital 

importance for consumers in Western Australia.   
 
2. Natural gas underpins the State’s mining and resource processing 

industries, fuels power generation, and supplies small businesses and 
households. 

 
3. There has been fundamental transformation in the market since the 

mid-1990s.  The downstream level of the market has undergone 
significant reforms to increase competition between customers.   

 
4. This has led to a significant increase in: 
 

• the breadth of the domestic market and the size of domestic 
demand; 

 
• the number of direct gas customers; 

 
• the number of parties buying through an aggregator, many of whom 

could also elect to purchase directly from gas producers; 
 

• the entry of brokers providing gas trading services to gas users; 
 

• short and long-term trading in gas transmission capacity and 
physical gas; 

 
• additional transportation and storage options; 

 
• the flexibility within the Dampier to Bunbury Natural Gas Pipeline 

system to deal with supply and demand imbalances; and 
 

• connectivity between gas pipelines in Western Australia – gas can 
now be traded either physically or commercially in any part of the 
system. 

 
5. The upstream market however remains highly concentrated with two 

suppliers controlling almost 100% of the domestic gas market. 
 
6. Shell and Chevron continue to exercise significant market power 

through the unauthorised NWSJV cartel selling arrangements, and 
through their control of prospective new developments, particularly 
Gorgon. 
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Separate selling is commercially and practically feasible 
 
7. Separate selling of domgas by the Gorgon Project is commercially and 

practically feasible: 
 

• the WA domestic gas market has undergone significant 
transformation over the past 10 years; 

 
• Shell and its partners sell separately from the major Pohokura gas 

field in New Zealand despite originally claiming it was impossible to 
do so because of supposed market features, and that “no 
development” would occur in the absence of authorisation; 

 
• long term contracts have not prevented major producers from 

supplying international customers and expanding LNG supply; 
 

• major producers already enjoy complete transparency over 
domestic demand and contract pricing, whereas domestic 
consumers have no access to this information; 

 
• there is no commercial imperative for joint selling to offset the 

market power of customers; 
 

• the operational measures necessary to enable separate selling are 
well-known and practical; 

 
• marketing decisions for domestic gas are already being made 

separately by Shell and Chevron in regard to the NWSJV; 
 

• gas balancing and nomination arrangements are already in place in 
the WA market; 

 
• producers in other joint venture gas developments sell separately 

into the WA domestic gas market; and 
 

• marketing decisions are already being made separately by Shell, 
Chevron and ExxonMobil with respect to LNG and condensate; 

 
• Shell, Chevron and ExxonMobil have been compelled by 

competition authorities to sell separately in other countries – 
including in Norway, Denmark and New Zealand; and 

 
• joint selling is not necessary to support investment and 

development of the Gorgon Project. 
 
8. In the absence of an authorisation, Chevron, Shell and ExxonMobil 

would be able to separately sell gas into the domestic market. 
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Public benefits 
 
9. Given that separate selling of domgas is commercially and practically 

feasible, the benefits associated with the Gorgon Project would 
therefore arise even in the absence of joint selling. 

 
10. To the extent there are any additional “public” benefits from joint 

selling, these are illusory and accrue exclusively to the applicants. 
   
11. These include the significant windfall gains expected from the 

suppression of competition and the concentration in market power with 
joint selling. 

 
Significant anti-competitive detriment 
 
12. Joint selling by the Gorgon participants would result in significant anti-

competitive detriment by: 
 

• significantly reducing the number of independent sellers from three 
to one; 

 
• reducing customer choice over terms and conditions on offer; 

 
• entrenching the already dominant market power exercised by Shell 

Chevron and ExxonMobil, with consumers lacking countervailing 
power; 

 
• enabling the coordinated exercise of market power;  

 
• extending that market power to other projects in which Shell, 

Chevron and ExxonMobil participate; and 
 

• entrenching an effective minimum price for domestic gas. 
 
13. In the absence of joint selling: 
 

• Shell, Chevron and ExxonMobil would compete against each other 
for WA domestic gas customers; 

 
• consumers would have greater customer choice over terms and 

conditions on offer; 
 

• Shell, Chevron and ExxonMobil would not be able to co-ordinate 
market power in setting price or non-price terms; and 

 
• there would be greater competitive pressure asserted on existing 

suppliers. 
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14. The significant anti-competitive detriments far outweigh any benefits 
that might be derived from joint selling. 

 
15. Interim and final authorisation should not be granted to the applicants 

for joint selling. 
 
16. The WA market can be distinguished from that in the PNG Gas Project 

Determination.  In that case, the project participants possessed a lack 
of bargaining power and consumers possessed countervailing power. 

 
Interim authorisation 
 
17. A decision not to grant interim authorisation would not prevent 

Chevron, Shell and ExxonMobil from: 
 

• separately marketing and selling gas into the domestic market; 
 
• meeting their obligation under the State Agreement to diligently 

market gas to WA customers; 
 

• separately obtaining “a firm understanding of the likely level and 
timing of demand for domgas from the Project prior to a Final 
Investment Decision”; and 

 
• undertaking the required investment decisions for developing the 

Gorgon Project. 
 
18. Interim authorisation would give rise to significant harm to consumers 

by suppressing competition and concentrating market power. 
 
19. Given separate selling of domgas is commercially and practically 

feasible, any benefits associated with the Gorgon Project would arise 
even in the absence of an interim authorisation. 

 
20. To the extent there are any additional “public” benefits from joint 

selling, these accrue exclusively to the applicants from the suppression 
of competition and the concentration of market power. 

 
21. There are no grounds for the urgency claimed by the applicants.  

Separate selling is commercially and practically feasible.  The 
applicants have also had considerable opportunity since at least 2003 if 
not earlier to seek authorisation. 

 
22. The significant impacts that interim authorisation would have on the 

market and consumers cannot be unwound if final authorisation was 
later denied and the Gorgon participants required to sell separately. 

 
23. For these reasons, interim authorisation should not be granted to the 

applicants for joint selling. 
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1. THE DOMGAS ALLIANCE 
 
 
24. The DomGas Alliance represents natural gas users, infrastructure 

investors and prospective domestic gas producers in Western 
Australia.  The Alliance aims to promote security, affordability and 
diversity of gas supply for industry and households. 

 
25. The Alliance was formed in 2006 in response to a serious shortage of 

gas supply for new developments in WA.   
 
26. Alliance members represent around 80 percent of Western Australia’s 

domestic gas consumption and gas transmission capacity, including 
smaller industrial and household users of gas.   

 
27. The Alliance also includes companies working to develop domestic gas 

fields. 
 
28. The Alliance works closely with State and Federal Government and 

other industry stakeholders to promote initiatives and debate on 
domestic gas supply.   
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2. MARKET STRUCTURE 
 
 
2.1 Summary 
 
29. Ensuring competition in the domestic gas market is an issue of vital 

importance for consumers in Western Australia.   
 
30. Natural gas underpins the State’s mining and resource processing 

industries, fuels power generation, and supplies small businesses and 
households. 

 
31. There has been fundamental transformation in the market since the 

mid-1990s.  The downstream level of the market has undergone 
significant reforms to increase competition between customers.   

 
32. This has led to a significant increase in: 
 

• the breadth of the domestic market and size of domestic demand; 
 
• the number of direct gas customers; 

 
• the number of parties buying through an aggregator, many of whom 

could also elect to purchase directly from gas producers; 
 

• the entry of brokers providing gas trading services to gas users; 
 

• short and long-term trading in gas transmission capacity and 
physical gas; 

 
• additional transportation and storage options; 

 
• the flexibility within the Dampier to Bunbury Natural Gas Pipeline 

system to deal with supply and demand imbalances; and 
 

• connectivity between gas pipelines in Western Australia – gas can 
now be traded either physically or commercially in any part of the 
system. 

 
33. The upstream market however remains highly concentrated with two 

suppliers controlling almost 100% of the domestic gas market. 
 
34. Shell and Chevron continue to exercise significant market power 

through the unauthorised NWSJV cartel selling arrangements, and 
through their control of prospective new developments, particularly 
Gorgon. 
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2.2 Western Australia’s dependence on competitive gas supply 
 
35. Competition in domestic gas supply is an issue of vital importance for 

Western Australia.  Access to secure and affordable natural gas 
underpins the State’s mining and resource processing industries, fuels 
power generation, and supplies small businesses and households. 

 
36. Natural gas first flowed into markets in Western Australia with the 

completion of a pipeline from the Dongara gas fields to Perth in 1971. 
This supply was supplemented with a second pipeline from the North 
West Shelf project in 1984. 

 
37. Today, Western Australia is the most energy and gas-dependent 

economy in Australia.  Natural gas supplies half of the State’s primary 
energy requirements and fuels 60% of the State’s electricity 
generation.  In contrast, natural gas supplies 19% of the primary 
energy needs of Australia as a whole. 

 
38. Given the State’s dependence on gas-fired electricity, the absence of 

competition in the domestic gas market has major direct impact on 
households and small businesses through electricity prices, as well as 
gas prices. 

 
 

Table:  Domestic gas consumption in Western Australia 1 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
39. Western Australia’s natural gas consumption averaged an estimated 

1,194 TJ/day in 2006-07 – seven times the volume used in 1983 prior 
to deliveries from the North West Shelf.2  Since 1984, domestic 
demand for gas has been growing at around 8.5% per year. 

 
40. Demand for gas will continue to grow.  Western Australia will require 

around 1100 TJ/day of gas by 2014-15 to meet new and replacement 

                                            
1 Chamber of Commerce and Industry of Western Australia, Meeting the Future Gas Needs of 
Western Australia, May 2007, pp.38 onwards. 
2 ABARE: Natural gas consumption by State, 2008 

Domestic gas consumption 
 
Manufacturing - including alumina, other    up to 40% 
non-ferrous metals, iron and steel, chemicals, 
glass, ceramics, cement and concrete 

Electricity generation    around 30% 

Mining           20-25% 

Other uses – including commercial services,      10% 
transport and storage, residential gas for cooking 
and heating 
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demand.  This demand is equivalent to the total size of the existing 
market for gas.3   

 
41. Importantly, around 274 TJ/day of replacement gas will be needed to 

replace existing gas contracts as they expire.  These include large 
contracts for gas used to underpin existing electricity generation, 
industrial processing and manufacturing.4   

 
2.3 The downstream market has undergone significant transformation 
 
42. At the time the North West Shelf Joint Venture (NWSJV) commenced 

production in 1984, domestic gas supply in WA was characterised by 
the NWSJV and a single vertically integrated State monopoly buyer 
(SECWA).   

 
43. Since the mid-1990s, however, the downstream market has undergone 

significant transformation.  This has seen a significant expansion in: 
 

• the breadth of the domestic market and the size of domestic 
demand; 

 
• the number of direct gas customers; 

 
• the number of parties buying through an aggregator, many of whom 

could also elect to purchase directly from gas producers; 
 

• the entry of brokers providing gas trading services to gas users; 
 

• short and long-term trading in gas transmission capacity and 
physical gas; 

 
• additional transportation and storage options; 

 
• the flexibility within the Dampier to Bunbury Natural Gas Pipeline 

system to deal with supply and demand imbalances; and 
 

• connectivity between gas pipelines in Western Australia which 
means that gas can now be traded either physically or commercially 
in any part of the system. 

 
2.3.1 Significant increase in the number of customers 
 
44. In 1995, the original SECWA contract was disaggregated which led to 

the emergence of six independent buyers: 
 

                                            
3 Economics Consulting Services, Natural Gas Demand Outlook for Western Australia and 
Economic Impact, 2008. 
4 Economics Consulting Services, Natural Gas Demand Outlook for Western Australia and 
Economic Impact, 2008. 
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• the Electricity Corporation (South West); 
 
• the Electricity Corporation (Pilbara); 
 
• the Gas Corporation; 
 
• Alcoa of Australia Limited; 
 
• Hamersley Iron Pty Limited; and 
 
• Robe River Mining Co. Pty Ltd. 

 
45. Other key reforms implemented in the 1990s and 2000s to increase 

downstream competition in the market include: 
 

• the separation of the supply and transmission components of the 
SECWA domestic gas supply contract as part of the disaggregation; 

 
• the introduction of an open access regime for the Dampier to 

Bunbury Natural Gas Pipeline; 
 
• the establishment of AlintaGas and Western Power as separate 

corporatised businesses; 
 
• the privatisation of the Dampier to Bunbury Natural Gas Pipeline in 

1998; 
 
• the staged removal of barriers to competition downstream in the 

domestic gas market; 
 
• the privatisation and sale of AlintaGas in 2000; and 
 
• the disaggregation of Western Power to establish four entities 

(Verve, Synergy, Horizon Power and Western Power) with existing 
gas supply contracts (the ability to contract with gas suppliers).5 

 
46. As a result of these reforms, the downstream segment of the market 

today is highly competitive.  Around 25-30 customers now buy gas 
directly from producers.  This compares to the previous market 
situation which was characterised by a single vertically-integrated 
monopoly buyer. 

 
47. The Apache-led joint ventures supply the majority of these parties, 

including most of the NWSJV’s customers.  These contract sizes range 
from >80 TJ/d (such as with Burrup Fertilisers, Verve, Alinta and Alcoa) 
down to approximately 1 TJ/d. 

 

                                            
5  Western Power (Networks) was created without the ability to purchase power or gas. 
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2.3.2 Entry of aggregators 
 
48. In addition to customers directly buying from producers, a large number 

of customers purchase through aggregators such as Alinta and 
Synergy.  These customers range from light industrial and commercial 
customers, as well as small businesses and households.   

 
49. Many of these customers can purchase directly from a producer and 

arrange their own transmission.  However for reasons of convenience, 
customers prefer to purchase a delivered service through an 
aggregator.   

 
50. Perth Energy is also building a presence in the domestic market as an 

aggregator supplying to gas users. 
 
2.3.3 Entry of brokers 
 
51. There has been a significant increase in the number of independent 

brokers providing gas trading services to gas users.   
 
52. Gas users engaging brokers range from large industrial customers to 

smaller industrial customers. 
 
53. The Alliance has previously provided advice to the ACCC on the entry 

and activity of brokers into the WA gas market. 
 
2.3.4 Short and long-term trading; additional transport options 
 
54. Trades in gas transmission capacity and physical gas are regularly 

being conducted on a short and long term basis.   
 
55. While no formal market has been established, given the relatively small 

number of major players, large gas consumers and pipeline shippers 
commonly trade amongst themselves either independently, or with the 
assistance of brokers.   

 
56. Smaller industrial gas consumers also trade either independently or 

with the assistance of brokers. 
 
57. There is a high level of sophistication in trading arrangements between 

gas users.   
 
58. DBP, the owners of the Dampier to Bunbury Natural Gas Pipeline 

(DBNGP), also posts spot transmission capacity, subject to availability. 
 
59. Since 2007 – with the completion of the DBNGP / Goldfields Gas 

Pipeline interconnect - there has been complete interconnectivity 
between pipelines in Western Australia.   
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60. Customers now have the ability either physically or with swaps to trade 
gas to most of the market.  Gas from the North West Shelf can 
therefore be traded - either physically or commercially - in any part of 
the system. 

 
2.4 The upstream market remains highly concentrated – major 

producers enjoy significant market power 
 
61. While the market has undergone significant transformation to increase 

competition downstream, the supply side of the market retains the 
same high level of concentration and absence of competition which 
existed in the mid-1990s.   

 
62. Major gas producers such as Shell and Chevron enjoy significant 

market power as a result of unauthorised cartel selling arrangements: 
 

• the NWSJV participants – which includes Gorgon participants Shell 
and Chevron – control 70% of the domestic gas sold in WA and 
over 92% of the gas resources in developed fields; and 

 
• two supplier groups – the NWSJV participants and Apache-led joint 

ventures - control close to 100% of the gas supplied into the WA 
domestic gas market and the resources in developed fields; 

 
63. This market power is further reinforced by the fact that: 
 

• there are significant barriers to the entry of competitive new 
suppliers to the domestic gas market; 

 
• producers include the world’s largest oil companies with immense 

commercial and negotiating power 
 
• local consumers have no reasonable alternatives to gas supply 

other than existing suppliers;  
 
• the current market is experiencing a serious shortage in gas supply; 

 
• WA gas prices have risen dramatically to be four to five times prices 

in the Eastern Sates; 
 

• despite WA’s “abundance” of gas reserves, current domestic gas 
prices are significantly higher that in overseas markets (such as 
Henry Hub or LNG netback prices); 

 
• the majority of potential new field developments which could 

increase gas supplies to the domestic market are owned or 
controlled by one or more of the NWSJV participants; and 
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• two of the three participants in the Gorgon field – Shell and Chevron 
– already exercise significant market power through the 
unauthorised cartel selling arrangements of the NWSJV. 

 
2.4.1 the North West Shelf Joint Venture participants, including Shell 

and Chevron, exercise significant market power through 
unauthorised cartel selling arrangements 

 
64. While the downstream segment of the market has undergone 

significant transformation to increase competition, the upstream level of 
the market retains the same high level of concentration which existed 
in 1995.  This has created a significant disparity in the market power of 
sellers vis-à-vis customers. 

 
65. Shell and Chevron are participants of the NWSJV which also includes 

Woodside, BP, BHP Petroleum and MIMI (Mitsui and Mitsubishi). 
 
66. Each NWSJV participant has the right and obligation to own, take and 

separately dispose of its production entitlement. 
 
67. The six NWSJV participants combine as a cartel to market gas to WA 

domestic customers through joint selling arrangements implemented 
through North West Shelf Gas Pty Ltd, a vehicle staffed mainly by 
secondees from the joint venture participants.  

 
68. North West Shelf Gas acts in accordance with instructions given by the 

NWSJV participants and markets on common terms and conditions, 
including price, to domestic customers.  

 
69. These cartel selling arrangements are unauthorised. 
 
70. Through these arrangements, the NWSJV controls close to 70% of the 

domestic gas market.  Projects that include one or more of the NWSJV 
participants in fact supply 73% of the WA market.   

 
71. Given that Apache-led joint ventures supply around 30% of the market, 

the unauthorised cartel selling arrangements also results in a situation 
where the market is controlled by two supply groups.   

 
72. Together the NWSJV and the Apache-led joint ventures control almost 

100% of the market. 
 
73. This concentration is reinforced by the fact that Apache is itself a 

participant in the Macedon new gas development joint venture that 
includes the NWSJV participant BHP Billiton.   

 
74. As such, projects that include one or more of the NWSJV participant 

companies, or a company (i.e. Apache) that is in joint venture with a 
NWSJV participant, supply almost 98% of the WA market. 

 



 17

Table: WA Domestic Gas Production by Project 2007 6 
 

Project Operator Tenement Owner/s M cubic 
metres 

% of 
Total 

NWSJV  Woodside Woodside, BP, BHPB, Chevron, Shell, 
MIMI 

6,725,083 
73.4

Various Apache Apache, Santos 2,229,814 24.3
Other Various Various 214,209 2.3
TOTAL   9,169,106 100.0%
 
   
75. Furthermore, the two groups together control close to 100% of gas 

reserves in developed fields that supply the domestic market.7 
 
76. From the current fields providing gas that is marketed as part of 

domestic gas projects, over 92% of the remaining gas resource is 
contained in fields held by the NWSJV.8  Another 7.4% is located in the 
John Brookes field operated by Apache.9 

 
77. The fact that two groups control 100% of developed reserves has a 

significant impact on supply.  Supply cannot be increased at short 
notice to meet market demand unless one or both of the groups decide 
to act.  They can essentially withhold supply and drive up prices. 

 
 

WA Developed Gas Reserves by Operator 10 
 

Apache
7.4%

Chevron, Origin & BHP
0.2%

Woodside
92.2%

ARC Energy
0.2%

 
 
 
78. The consequence of the current market arrangement is that Shell and 

Chevron exercise significant market power – as participants in the 
unauthorised NWSJV cartel selling arrangement, and as suppliers in a 
market controlled by just two supply groups. 

 

                                            
6 Sources used: WA Department of Industry and Resources, Petroleum in Western Australia 
September 2008, pp.36 and 38. 
7  Synergies Economic Consulting, WA Gas Supply & Demand, July 2007, p.88. 
8  Synergies Economic Consulting, WA Gas Supply & Demand, July 2007, p.35. 
9  Synergies Economic Consulting, WA Gas Supply & Demand, July 2007, p.88. 
10  Synergies Economic Consulting, WA Gas Supply & Demand, July 2007, p.88. 
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2.4.2 There are significant barriers to the entry of competitive new 
suppliers 

 
79. The domestic gas market is characterised by significant barriers to the 

entry of competitive new suppliers.   
 
80. New supply is dependent on a developer identifying and securing 

potential gas resources.  These involve significant exploration costs 
and time delays. 

 
81. Further, the bulk of identified gas reserves in Western Australia are 

held by existing gas suppliers through Retention Leases.  Of these 
suppliers, a substantial majority are participants in either the NWSJV or 
the Apache-led joint ventures.   

 
 
WA Total Gas Reserves by Operator 11 

Woodside
37.2%

Apache
2.0%Chevron

29.7%

Unbooked resources
5.6%

Exxon Mobil
15.7%

Inpex
8.0%

Origin, BHP, Santos, 
ENI & Arc Energy

1.8%

 
82. This concentration in supply is demonstrated by producer market 

shares in gas reserves in the Carnarvon Basin, which supplies the bulk 
of Western Australia’s domestic gas.   

 
83. Almost 90% of proved and probable (2P) reserves of gas are held by 

the same NWSJV participants, including Shell and Chevron.12 
 

Woodside    26.1% 
BHP Billiton    12.6% 
BP      12.8% 
Chevron    12.8% 
Mitsubishi-Mitsui MIMI  12.4% 
Shell      12.6% 
TOTAL NWSJV Participants 89.3% 
 

                                            
11  Synergies Economic Consulting, WA Gas Supply & Demand, July 2007, p.91. 
12  AER / ACCC, State of the Energy Market (2008) ch 8. 
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Santos    2.4% 
CNOOC    3.4% 
Kansai Electric   0.7% 
Tokyo Gas    0.7% 
Apache Energy   3.3% 
TOTAL OTHER   10.5% 

 
84. Gas developments also involve large infrastructure investments 

requiring significant capital expenditures.  These include the cost of 
field development, as well as associated pipelines to link fields to 
existing gas transport and delivery infrastructure. 

 
85. These entry barriers operate to “entrench” existing suppliers – including 

Shell and Chevron - and their dominant market position.  Existing 
suppliers already control close to 100% of existing developed reserves. 

 
86. Furthermore, the majority of prospective new gas developments in 

Western Australia are controlled by the same NWSJV participants, 
Apache, or in conjunction. 

 
 
Table:  Prospective new developments and participants 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
87. This provides for a very tight grouping of producers with significant 

market power from existing operations.  Shell and Chevron have 
significant market power both as participants in the unauthorised 
NWSJV cartel selling arrangements, and as participants in future 
developments such as Gorgon. 

 
88. This places individual customers at a significant disadvantage when 

seeking to negotiate price and terms for gas supply. 
 

Development Participants  
          

Pluto   Woodside* 

Macedon   BHP Billiton* and Apache 

Wheatstone Chevron* 

Gorgon   Chevron*, Shell* and Exxon Mobil 

Reindeer   Apache, Santos 

Julimar   Apache, Kufpec 
 
* denotes a North West Shelf Joint Venture participant  
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2.4.3 Major producers include the world’s largest oil companies with 
immense economic and commercial power 

 
89. The major producers in Western Australia include the world’s largest oil 

companies with immense economic and commercial power. 
 
90. ExxonMobil is the world’s largest oil company.  Reported 2008 profit 

was over $US 45 billion - believed to be the largest ever delivered by a 
US company in a single year.13 

 
91. Shell is the biggest company by market capitalisation on the FTSE, 

with a market capitalisation of over ₤106 billion as at January 2009.  
The company has global reach and operates in more than 100 
countries and territories.   

 
92. Shell reported the biggest annual profit in UK corporate history of $US 

31.4 billion or almost ₤22 billion in January 2009 – equivalent to ₤2.5 
million per hour.14   

 
93. Chevron, the second largest US oil company by market capitalisation, 

reported record profits in 2008 of almost $US 24 billion.15 
 
94. Individually, each of these companies possess immense commercial 

and negotiating power compared to local gas customers, and indeed 
sovereign governments.   

 
95. They have highly sophisticated businesses, with the operational and 

resource backing of multi-billion dollar global operations. 
 
96. In contrast, the bulk of the 25-30 companies that purchase gas direct 

from producers are smaller to medium sized companies, including 
emerging resource processing and power generation companies. 

 
97. These companies are at a significant disadvantage in negotiating gas 

supply contracts, even without the operation of unauthorised cartel 
selling arrangements. 

 
98. Furthermore, a fact often ignored by major producers is that the WA 

gas retail market includes almost 580,000 residential and non-
residential customers, including households.16   

 
99. There are almost 300,000 small businesses in WA reliant on gas and 

electricity supply.17 
 

                                            
13 Available at: http://www.telegraph.co.uk/finance/newsbysector/energy/4400803/Exxon-
Mobil-and-Chevron-pumped-12.7bn-of-profits-last-quarter.html  
14 Available at: http://www.guardian.co.uk/business/2009/jan/29/shell-profits-oil  
15 Available at: http://www.sfgate.com/cgi-bin/article.cgi?f=/c/a/2009/01/31/BUS215KHIN.DTL  
16 Economic Regulation Authority of WA. 
17 Small Business Development Corporation of WA, Small Business Stats, 2006. 
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100. Electricity generator and retailer Synergy for example supplies 
electricity to 980,000 customers.  The company also completes in the 
sale of gas industrial, commercial and small to medium enterprises. 

 
101. Each one of these small consumers is entirely dependent on energy 

retailers being able to negotiate on a level playing field with major 
producers like Shell, Chevron and ExxonMobil. 

 
2.4.4 Local consumers have no reasonable alternative to domestic gas 

supply 
 
102. The disparity in market power between major producers and customers 

is accentuated by the fact that local customers have no reasonable 
alternative to domestic gas supply: 

 
• in the absence of gas pipelines linking Western Australia with South 

Australia or the Northern Territory, there is no competition from 
interstate sources; 

 
• in the absence of an LNG receiving terminal in Western Australia, 

there is no competition from imports and, from a practical and 
economic perspective, no receiving terminal is likely to be 
constructed; and  

 
• there are significant practical and economic constraints on the 

ability of existing users to switch from gas to other fuels such as 
coal.   

 
103. The dependence of local consumers on existing producers for current 

and future supply was underlined by the Varanus Island outage.  This 
resulted in the loss of 30% of the State’s gas supply and caused 
immense economic damage to a multitude of gas users. 

 
104. The loss of supply resulted in severe disruption to operations as well as 

higher costs as companies were forced – to the extent they were able – 
to switch to alternative gas supplies or energy fuels.   

 
105. The outage had a compounding impact on industry by disrupting the 

local production and supply of other essential inputs, such as fertilisers, 
reagents for the mineral processing industry and industrial gases such 
as carbon dioxide.   

 
106. The incident had far-reaching economic, employment and investment 

impacts, and also resulted in significant inconvenience to households. 
 
107. While consumers are dependent on existing producers, sellers have an 

alternative market in the form of overseas exports. 
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2.4.5 The current market is experiencing a significant shortage in 
supply and dramatic price increases 

 
108. The market power of suppliers is reinforced by the very tight domestic 

gas supply market. 
 
109. Since at least 2004, Western Australia has been experiencing a 

serious shortage in domestic gas supply.  Current and prospective 
users have been unable to secure long term supplies of gas in 
substantial quantity.   

 
110. Evidence of this gas shortage includes: 
 

• the recent State Government’s electricity generation tender did not 
include a baseload gas option, resulting in a baseload coal proposal 
being the only viable solution; 

 
• the Karara iron ore project has had to rely solely on long term 

contracts with coal fired generation; 
 
• Newmont Asia Pacific chose coal-fired power for the Boddington 

gold project; 
 
• Dampier Bunbury Pipeline was required in 2006 to significantly 

downsize an expansion of the Dampier to Bunbury Natural Gas 
Pipeline as a number of prospective projects were unable to secure 
gas supplies; 

 
• members of the DomGas Alliance continue to experience difficulties 

in securing long term contracts for substantial quantities of gas; 
 
• the price of domestic gas has risen fivefold compared to historical 

prices; 
 
• on a delivered basis, WA gas prices are around five times those in 

the Eastern States, where there is greater competition in supply; 
 
• in the recent Reindeer gas field tender, the two joint venturers 

Apache and Santos conducted a joint tender that was aimed at 
pricing gas at more than six times the historical prices; and 

 
• in October 2008, Santos announced a contract to supply gas to 

Moly Mines.  The contract was stated to be for 33 petajoules of gas 
over six years with projected revenue of $US 380 million ($A 527 
million).  The gas price was linked to international oil prices.  At the 
contract’s assumed oil price of $US 90 a barrel, this would have 
equated to up to $16 per gigajoule for gas before transmission 
costs.  
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111. In the short to medium term, there are no new gas developments which 
would provide additional domestic gas to underpin new projects or to 
replace existing long term contracts as they expire. 

 
112. The serious shortage of gas is unlikely to be improved until 2014 at the 

earliest. 
 
113. These matters are further discussed in the DomGas Alliance report 

Western Australia’s Domestic Gas Security 2009. 
 
114. Given the very tight domestic gas supply market, Shell, Chevron and 

ExxonMobil are able to exercise substantial market power over 
domestic gas customers, both as existing participants in the NWSJV, 
and as prospective suppliers in the Gorgon Project. 

 
2.4.6 Prices have risen dramatically - producers are seeking a premium 
return from domestic customers well in excess of that from LNG exports 
 
115. The gas shortage and absence of competition between suppliers has 

led to a dramatic increase in prices. 
 
116. WA wholesale gas prices have risen four to five-fold over the past 18-

24 months, to be priced at up to $14-16 per gigajoule before transport 
costs.   

 
117. Prices are four to five times gas prices in the Eastern States on a 

delivered basis – despite WA’s “abundance” of gas resources. 
 
118. At recent price levels, WA gas prices are significantly higher than 

prices in most gas producing or exporting countries.  Current US 
domestic gas prices (“Henry Hub”) for example are around $US 4 per 
gigajoule. 

 
119. Major producers have also been seeking a premium return from 

domestic customers well in excess of that which could be derived from 
LNG exports.   

 
120. The up to $14-16 prices envisaged by recent domestic gas contracts 

are well in excess of delivered LNG prices, let alone LNG-netback 
prices. 

 
2.4.7 The majority of potential new domestic gas developments are 

owned or controlled by existing suppliers 
 
121. As discussed in section 2.4.2 above, the majority of potential new field 

developments which could increase gas supplies to the domestic 
market in WA are owned or controlled by existing producers.   

 
122. These include Shell and Chevron which are participants in joint selling 

arrangements which already control 70% of the domestic market. 
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123. The control that this very tight grouping of producers have over future 

developments confers significant market power in relation to their 
existing operations. 

 
124. As the most important domestic gas development since the original 

North West Shelf project, the Gorgon development could supply a 
minimum 300 TJ/d of additional gas to the domestic market.  This is 
equivalent to a third of size of the existing domestic market. 

 
125. Extending joint selling arrangements to Gorgon would therefore result 

in Shell and Chevron being participants in supply groups that control 
close to 80% of the WA market. 

 
2.5 Conclusion 
 
126. Ensuring competition in the domestic gas market is an issue of vital 

importance for consumers in Western Australia.   
 
127. Natural gas underpins the State’s mining and resource processing 

industries, fuels power generation, and supplies small businesses and 
households. 

 
128. Since the mid-1990s, the downstream level of the market has 

undergone significant reforms to increase competition between 
customers.  This has led to a significant increase in: 

 
• the breadth of the domestic market and the size of domestic 

demand; 
 
• the number of direct gas customers; 

 
• the number of parties buying through an aggregator, many of whom 

could also elect to purchase directly from gas producers; 
 

• the entry of brokers providing gas trading services to gas users; 
 

• short and long-term trading in gas transmission capacity and 
physical gas; 

 
• additional transportation and storage options; 

 
• the flexibility within the Dampier to Bunbury Natural Gas Pipeline 

system to deal with supply and demand imbalances; and 
 

• connectivity between gas pipelines in Western Australia – gas can 
now be traded either physically or commercially in any part of the 
system. 
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129. The upstream market however remains highly concentrated with two 
suppliers controlling almost 100% of the domestic gas market. 

 
130. Shell and Chevron continue to exercise significant market power 

through the unauthorised NWSJV cartel selling arrangements, and 
through their control of prospective new developments, particularly 
Gorgon. 
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3. OVERVIEW 
 
 
131. Sections 88 of the Trade Practices Act empowers the ACCC to grant 

authorisations for proposed conduct that would or might constitute 
exclusionary conduct, or substantially lessen competition. 

 
132. Section 90 of the TPA provides that authorisation shall not be granted 

unless: 
 

• it is likely to result in a benefit to the public; and  
 
• that benefit outweighs the detriment to the public constituted by any 

lessening of competition that is likely to result if the proposed 
conduct was engaged in. 

 
133. In applying section 90, the ACCC is required to apply a “future with-

and-without” test to identify and measure the public benefit and anti-
competitive detriment generated by the arrangements for which 
authorisation is sought. 

 
134. In Re Media Council of Australia & Ors, the Australian Competition 

Tribunal stated: 
 

“… in the course of determining relevant public benefit and detriment 
the Tribunal must compare the position which would or would be likely 
to exist in the future, on the one hand if the authorisation were to 
continue, and on the other hand if it were absent.”18 

 
135. In the present case, the factual (Joint Selling Factual) is the future 

scenario where authorisation for joint selling is granted. 
 
136. The counterfactual is the situation that would be most likely to occur if 

authorisation for joint selling was not granted.  This is: Chevron, Shell 
and ExxonMobil separately sell gas into the domestic market 
(Separate Selling Counterfactual). 

 
137. It will be demonstrated that: 
 

• separate selling is commercially and practically feasible; 
 
• in the absence of an authorisation, Chevron, Shell and ExxonMobil 

would separately sell gas into the domestic market; 
 
• the granting of an authorisation is not likely to result in a benefit to 

the public; 
 

                                            
18 (1996) ATPR 41-497 at 42,241. 
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• even if any benefit were to result, this would be far outweighed by 
the significant detriment to competition and consumers from joint 
selling; and 

 
138. Furthermore, a decision not to grant interim authorisation would not 

prevent Chevron, Shell and ExxonMobil from: 
 

• separately marketing and selling gas into the domestic market; 
 
• meeting their obligation under the State Agreement to diligently 

market gas to WA customers; 
 

• separately obtaining “a firm understanding of the likely level and 
timing of demand for domgas from the Project prior to a Final 
Investment Decision”; and 

 
• undertaking the required investment decisions for developing the 

Gorgon Project. 
 
139. Interim authorisation would give rise to significant harm to consumers 

by suppressing competition and concentrating market power. 
 
140. Given separate selling of domgas is commercially and practically 

feasible, any benefits associated with the Gorgon Project would arise 
even in the absence of an interim authorisation. 

 
141. To the extent there are any additional “public” benefits from joint 

selling, these accrue exclusively to the applicants from the suppression 
of competition and the concentration of market power. 

 
142. There are no grounds for the urgency claimed by the applicants.  

Separate selling is commercially and practically feasible.  The 
applicants have also had considerable opportunity since at least 2003 if 
not earlier to seek authorisation. 

 
143. The significant impacts that interim authorisation would have on the 

market and consumers cannot be unwound if final authorisation was 
later denied and the Gorgon participants required to sell separately. 

 
144. Accordingly, the ACCC should not grant interim or final authorisation 

for joint selling to the applicants. 
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4. THE COUNTERFACTUAL 
 
 
4.1 Summary 
 
145. Separate selling of domgas by the Gorgon Project is commercially and 

practically feasible: 
 

• the WA domestic gas market has undergone significant 
transformation over the past 10 years; 

 
• Shell and its partners sell separately from the major Pohokura gas 

field in New Zealand despite originally claiming it was impossible to 
do so because of supposed market features, and that “no 
development” would occur in the absence of authorisation; 

 
• long term contracts have not prevented major producers from 

supplying international customers and expanding LNG supply; 
 

• major producers already enjoy complete transparency over 
domestic demand and contract pricing, whereas domestic 
consumers have no access to this information; 

 
• there is no commercial imperative for joint selling to offset the 

market power of customers; 
 

• the operational measures necessary to enable separate selling are 
well-known and practical; 

 
• marketing decisions for domestic gas are already being made 

separately by Shell and Chevron in regard to the NWSJV; 
 

• gas balancing and nomination arrangements are already in place in 
the WA market; 

 
• producers in other joint venture gas developments sell separately 

into the WA domestic gas market; and 
 

• marketing decisions are already being made separately by Shell, 
Chevron and ExxonMobil with respect to LNG and condensate; 

 
• Shell, Chevron and ExxonMobil have been compelled by 

competition authorities to sell separately in other countries – 
including in Norway, Denmark and New Zealand; and 

 
• joint selling is not necessary to support investment and 

development of the Gorgon Project. 
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146. In the absence of an authorisation, Chevron, Shell and ExxonMobil 
would be able to separately sell gas into the domestic market. 

 
4.2 Separate selling is commercially and practically feasible  
 
147. The applicants claim that it is not commercially or practically feasible to 

separately market domgas in WA.  They argue in particular that: 
 

• the structural market features identified by the ACCC in the 1998 
NWSJV joint selling arrangements as barriers to separate 
marketing have not changed in any significant way; 

 
• gas balancing arrangements cannot be put in place in relation to 

domgas sales; 
 

• the Gorgon Project is a greenfields joint venture that requires joint 
selling until markets are substantially developed.19 

 
148. These claims are not supported by the evidence. 
 
4.2.1 The downstream market has undergone significant transformation 
 
Downstream market transformation 
 
149. As outlined in section 2.3 above, the domestic gas market has 

undergone significant transformation which has significantly increased 
competition between customers in the downstream market. 

 
150. Since the 1990s, Western Australia has undertaken extensive reform of 

the downstream structure and characteristics of the market. 
 
151. The disaggregation of the SECWA contract transformed the domestic 

gas market from one characterised by a vertically-integrated monopoly 
buyer to one where there are now 25-30 individual customers. 

 
152. Downstream reforms gathered momentum with the subsequent 

deregulation of the gas and electricity markets. 
 
153. As a result of these reforms, the WA domestic gas market has 

fundamentally changed – at least with respect to the downstream 
market – from when the ACCC last assessed the market in the mid-
1990s.  There has been a significant increase in: 

 
• the breadth of the domestic market and the size of domestic 

demand; 
 
• the number of direct gas customers; 

 

                                            
19 Applicants’ submission, para.1.10. 



 30

• the number of parties buying through an aggregator, many of whom 
could also elect to purchase directly from gas producers; 

 
• the entry of brokers providing gas trading services to gas users; 

 
• short and long-term trading in gas transmission capacity and 

physical gas; 
 

• additional transportation and storage options; 
 

• the flexibility within the Dampier to Bunbury Natural Gas Pipeline 
system to deal with supply and demand imbalances; and 

 
• connectivity between gas pipelines in Western Australia – gas can 

now be traded either physically or commercially in any part of the 
system. 

 
154. In contrast, the upstream market retains the same high level 

concentration and lack of competition between suppliers as was the 
case in the mid-1990s.   

 
155. Through unauthorised cartel-selling arrangements, two producer 

groups continue to control almost 100% of the domestic gas market. 
 
156. Shell and Chevron continue to exercise significant market power 

through the unauthorised NWSJV cartel selling arrangements, and 
through their control of prospective new developments, in particular 
Gorgon.  There remains a significant disparity between the market 
power of producers and that of consumers. 

 
Cartel selling arrangements have constrained the development of a 
more competitive market 
 
157. In their submission, the applicants argue that the fact that two producer 

groups account for around 96% of the total supply of domgas is a 
structural deficiency in the WA market that prevents separate selling.20 

 
158. In both its 1998 Determination on the NWSJV joint selling and the 2006 

Determination on the PNG Gas Project, the ACCC considered that not 
all of these features needed to be evident for separate marketing to be 
feasible.21 

 
159. To the extent current market structure and arrangements have 

constrained the development of a more competitive market, these 
relate to the unauthorised cartel selling arrangements maintained by 
producers. 

 

                                            
20 Applicants’ submission, para.7.19-7.21. 
21 ACCC, PNG Gas Project, Determination, 3 May 2006, p.29. 
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160. The 2002 COAG Energy Market Review Report (“the Parer Report”) 
rejected the notion that separate marketing could only arise after a 
mature market characterised by these elements has been established: 

 
“The Panel has concluded that not all the features of a mature market 
need to be present for separate marketing from joint facilities to be 
feasible.  If they were, separate marketing itself would probably only be 
of academic interest, as a high degree of competition would already be 
achieved.  The existence of secondary markets with associated 
financial products are outcomes of a mature market, rather than 
prerequisites for separate marketing.  For each gas producing joint 
venture, some market features will be more important than others in 
considering the feasibility of separate marketing.” 
 

“Moving toward separate marketing would be considered as part of the 
overall package to improve the competitive nature of the natural gas 
market.  Separate marketing itself should be regarded as one of the 
ingredients that in the appropriate circumstances helps create 
competition and thereby a more mature market.”22 

 
161. The view expressed in the Parer Report was accepted by the ACCC in 

the PNG Gas Project Determination (2006): 
 

“The conclusions of the … Parer Review that separate marketing could 
aid in the development of a more mature and competitive gas market 
and assist in the evolution of the factors listed earlier in this 
Determination are noted.  It would be a concern if adherence to joint 
marketing, when separate marketing became feasible, hindered the 
continued development of a competitive and mature gas industry.” 

 
162. The New Zealand Commerce Commission also considered in its 

Decision on joint selling of the Pohokura gas field that: 
 

“[T]he Commission accepts that the development of new gas fields is 
the primary prerequisite for enhanced competition in the future.  
However also of importance to the future competitive environment is 
the number of sellers in the market, including the number selling from 
each field.  By reducing the number of sellers from the Pohokura field 
the Arrangement could have a material impact on the prospects of 
competitive market conditions developing at an early date."23 

 
163. The applicants are therefore disingenuous in claiming that the existing 

duopoly market structure presents a barrier to separate selling. 
 
164. This structure only exists because of the actions of Shell, Chevron and 

the other NWSJV participants to continue to sell to local consumers as 
a cartel to control 70% of the domestic market. 

                                            
22 2002 COAG Energy Market Review Report (“the Parer Report”), pp.199-200. 
23 New Zealand Commerce Commission Determination, Decision 505, September 2003, 
para.392. 
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165. Indeed, the applicants’ argument is breathtaking in its circularity.  

According to their argument, the participants of a monopoly cartel need 
never be required to sell separately so long as the impact of the cartel 
arrangement is to limit the number of sellers. 

 
Conclusion 
 
166. To conclude, the domestic gas market has undergone significant 

transformation which has significantly increased competition between 
customers in the downstream market.   

 
167. The market has fundamentally changed from when the ACCC last 

assessed the market in the mid-1990s 
 
168. To the extent that current market structure and arrangements have 

constrained the development of a more competitive market, these 
relate to unauthorised cartel selling arrangements maintained by 
producers. 

 
4.2.2 Shell and its partners sell separately in New Zealand despite 
originally claiming it was impossible to do so 
 
169. There is compelling evidence that separate selling is practical and 

feasible even in the absence of the market structure elements asserted 
by the applicants.   

 
170. Indeed, it is surprising that Shell has not alerted the ACCC to its own 

practice in relation to the Pohokura gas development in New Zealand – 
a major greenfield project which also involved three joint venture 
parties. 

 
171. In the Pohokura case, Shell and its partners sought and obtained 

authorisation from the New Zealand Commerce Commission to sell 
domestic gas jointly.   

 
172. The arguments made by Shell and its partners in the Pohokura case 

bear a striking resemblance to those asserted by Shell, Chevron and 
ExxonMobil, with respect to the Gorgon Project: 

 
• “The Pohokura JV parties do not consider that separate marketing 

is feasible in the foreseeable future or for the expected life of 
Pohokura.  Accordingly, no development is a counterfactual in the 
event that authorisation is not granted.” 

 
• “Authorisation is sought for joint marketing as there is no other 

feasible means of marketing gas sourced from Pohokura.” 
 

• “The immaturity of the New Zealand gas market means that the 
practical problems of the Pohokura JV parties would face in 
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separately marketing gas would be difficult if not impossible to 
overcome.” 

 
• “Substantial welfare losses will occur if joint marketing is not 

authorised.” 
 

• “Absent joint marketing, a substantial delay in the development of 
the field is expected, at a time of scarcity of resource.” 

 
• “In addition, separate marketing would result in significant extra 

transaction and production costs, and sub-optimal field 
depletion.” 

 
• “This would impact significantly on the value of the field, and that 

effect would have the potential of significantly reducing 
exploration incentives in New Zealand.” 

 
• “The application is seeking authorisation for what is a standard 

industry approach to the marketing and sale of gas.  There has 
been co-ordinated marketing of gas in all jointly owned New 
Zealand and Australian gas fields.” 

 
• “there are only a small number of participants in the gas 

production market …” 
 

• “the demand side of the New Zealand gas production market is 
very thin …” 

 
• “there are no storage facilities for natural gas in New Zealand …” 

 
• “there are no firms in New Zealand performing a gas broking or 

aggregating role …” 
 

• “there is no gas related financial market in New Zealand which 
could offer futures and options contracts …” 

 
• “there is no spot market of any significance in New Zealand.  The 

limited depth of the New Zealand market, in terms of the small 
number of both suppliers and purchasers make it unlikely that a gas 
related financial market or a spot market (of the requisite depth) will 
develop.” 

 
• “In the absence of the market developments identified above, the 

Pohokura JV parties are unable to overcome the essential 
problems faced when gas is separately marketed.”24 

 
173. Shell and its partners made specific reference to the ACCC’s 1998 

Determination on joint selling by the NWSJV: 
                                            
24 Applicants’ submission in the Pohokura case, para.15-29 and 46. 
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• “The ACCC in the Northwest Shelf Project Determination identified 

the market features necessary to support separate marketing: 
 

- a large number of competitive suppliers; 
- a large number of customers; 
- a range of storage facilities close to demand; 
- gas brokers and aggregators; 
- gas related financial markets; and 
- significant short term and spot markets.” 

 
• “None of these features are present in the New Zealand gas 

production industry.  Nor are these developments likely to occur by 
the date of commencement of production from Pohokura, and 
probably for the expected life of the field.” 

 
174. To support their arguments, Shell and its partners submitted a detailed 

consultants’ report by CRA further elaborating these concerns.  Key 
findings of the consultants’ report include: 

 
• “In New Zealand, there are no storage facilities for gas, and 

there is no spot market.” 
 
• “Because the discovery and production of hydrocarbons entails 

greater uncertainty and a high level of sunk capital investment in all 
stages, the ability to efficiently market the gas materially affects 
decisions relating to both exploration and production.” 

 
• “Furthermore, typical downstream gas users – such as electricity 

generators – own large specific assets that require contractual 
certainty if investment is to proceed.” 

 
• “[The] coordination problem is exacerbated by the fact that New 

Zealand does not have a spot market for gas and is almost 
certainly not going to have one of the requisite depth in the 
foreseeable future.” 

 
• “Particularly in this environment, we consider that separate 

marketing of gas is virtually infeasible.” 
 

• “At a minimum, a regulatory prohibition on the coordination 
necessary for joint marketing would lead to, perhaps indefinite, 
delay in the Pohokura field’s production.” 

 
• “Furthermore, it will reduce competition because of the later 

availability and production of Pohokura gas and the signal it impacts 
for other exploration ventures that, if gas is found, marketing the 
gas will be a long, costly and problematic exercise.” 
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• In the thin New Zealand gas production market, a delay in 
production from Pohokura would result in significant welfare losses, 
similar in nature to those arising from a missing market.” 

 
• “[T]ransactions costs would be extremely large, even 

prohibitively high, if coordination of marketing is not allowed.”25 
 
175. While the Alliance has not had the opportunity to undertake a detailed 

review of the Concept Economics consultants’ report submitted by 
Shell, Chevron and ExxonMobil on the Gorgon application, there would 
appear to be some similarity in the “insurmountable barriers” to 
separate selling claimed by the applicants in both the Gorgon and 
Pohokara cases. 

 
176. It was on the basis of these claims that the New Zealand Commerce 

Commission granted authorisation to Shell and its partners to sell 
jointly. 

 
177. The subsequent actions of Shell and its partners in New Zealand 

however provided the clearest possible rebuttal of these claims, and 
indeed the applicants’ claims in the Gorgon case. 

 
178. Despite claiming separate selling to be “difficult if not impossible”, 

“virtually infeasible” and with “no feasible means of marketing gas”, 
separate selling subsequently took place with no delays to production 
when the three partners were unable to agree to joint selling 
arrangements. 

 
179. Accordingly, Shell and its partners sell separately despite originally 

claiming it was impossible to do so and that there would be no 
development in the absence of authorisation for joint selling. 

 
180. While the applicants in the present case might claim the Australian 

market to be somehow fundamentally different to the New Zealand 
market, this is refuted by Shell and its partners’ own evidence in the 
Pohokura case: 

 
• “The Australian gas markets are described in contrast as ‘contract’ 

or ‘project’ markets where gas is only produced to meet specific 
contractual obligations.  Like Australia, gas in New Zealand is 
only produced to meet specific contractual obligations.”26 

 
• “Our conclusion is implied by the peculiar nature of the industry and 

the state of the New Zealand gas market.  It is also the position on 

                                            
25 CRA, Coordinated Marketing of Pohokura Gas – An Economic Analysis, December 2002, 
pp.1-3. 
26 Applicants’ submission in the Pohokura case, para.20. 
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joint marketing of gas in Australia, where the market 
characteristics are similar to those in New Zealand.”27 

 
4.2.3 There is significant competition between customers 
 
181. The applicants contend that separate selling is not feasible because of 

a small number of customers and a lack of competition. 
 
182. As outlined above, the domestic gas market has undergone significant 

transformation which has significantly increased competition between 
customers in the downstream market.   

 
183. The downstream segment of the market today is highly competitive 

with around 25-30 customers buying gas directly from producers.   
 
184. In addition, many potential customers could purchase directly from a 

producer and arrange their own transmission but, for reasons of 
convenience, prefer to purchase a delivered service through an 
aggregator. 

 
185. The current market structure contrasts to the market that existed when 

authorisation for joint selling was first provided to the NWSJV in 1977, 
and when the ACCC assessed the market in the 1990s in regard to the 
1998 authorisation for joint selling. 

 
186. Furthermore, to the extent that there is any degree of customer 

concentration, this is far outweighed by the market power and 
concentration exercised by Shell, Chevron and ExxonMobil: 
 
• as a consequence of the unauthorised NWSJV cartel selling 

arrangements, just two producer groups control almost 100% of the 
WA gas market; 

 
• there are significant barriers to the entry of competitive new 

suppliers to the domestic gas market; 
 
• major producers include the world’s largest oil and gas companies 

with immense commercial and negotiating power 
 
• local consumers have no reasonable alternatives to gas supply 

from existing suppliers;  
 
• the current market is experiencing a serious shortage in gas supply 

– a shortage that has resulted in increased competition between 
customers for available demand and an up to fivefold increase in 
gas prices; 

 

                                            
27 CRA, Coordinated Marketing of Pohokura Gas – An Economic Analysis, December 2002, 
p.3. 
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• the majority of potential new field developments which could 
increase gas supplies to the domestic market are owned or 
controlled by one or more of the NWSJV participant; and 

 
• two of the three participants in the Gorgon field – Shell and Chevron 

– already exercise significant market power as participants of the 
unauthorised NWSJV cartel arrangement. 

 
187. There is therefore no commercial imperative for joint selling to offset 

the market power of customers 
 
4.2.4 Long term contracts have not prevented major producers from 

supplying international customers and expanding LNG supply 
 
188. The applicants contend that separate selling of domgas is not feasible 

because of a small number of large contracts, “lumpy” project demand, 
long term contracts and the absence of a spot market. 

 
189. At the same time, the applicants advise they will be separately 

marketing LNG and condensate produced by the Gorgon Project 
because the global LNG market is “fundamentally different to the WA 
domgas market”.28 

 
190. The applicants argue these differences include the large and diverse 

mix of suppliers and customers around the world, the large number of 
short term and spot sales which provide transparency both for demand 
and pricing.29 

 
191. These arguments have no merit. 
 
The LNG export industry in WA is characterised by large, long term 
contracts 
 
192. The applicants’ claims that long term domestic gas contracts should 

somehow operate as a barrier to separate selling are surprising given 
the LNG export industry in WA is itself characterised by the pursuit of 
long term contracts with overseas customers.   

 
193. These involve very large contracts, significant amounts of gas, 

delivered over decades, to a very small number of customers.  Recent 
examples include: 

 
• In 2003, the NWSJV entered into a 25 year agreement to supply 3.3 

million tonnes of LNG a year to a Chinese customer.   
 
• In 2004, the NWSJV entered into a 25 year contract to supply 1.6 

million tonnes a year of LNG to Tokyo Gas in Japan.   

                                            
28 Applicants’ submission, para.7.16. 
29 Applicants’ submission, para.7.16. 
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• In 2007, Woodside entered into agreements, including price, with 

PetroChina and CPC Corporation, Taiwan, each for the supply of 2-
3 million tonnes of LNG over 15 to 20 years from Browse. 

 
• In March 2008, the NWSJV entered into a further 8 year contract 

with Tokyo Gas to supply 530,000 tonnes per year of LNG.   
 
194. This experience is shared by the Gorgon Project.  In fact, Shell and 

Chevron have been selling separately and entering into large, long 
term contracts with a small number of overseas customers since as 
early as 2005: 

 
• In 2005, Chevron entered into a 25 year contract to supply 1.5 

million tonnes of LNG a year from its share of Gorgon production to 
Osaka Gas in Japan. 

 
• In 2007, Shell entered into a 20 year contract to supply 1 million 

tonnes of LNG a year from its share of Gorgon production to 
PetroChina in China. 

 
• Recently, in May 2009, ExxonMobil reportedly agreed on an “intent 

to supply” 1.5 million tones of LNG a year from its share of Gorgon 
production to Petronet in India. 

 
195. The 2004 LNG contract negotiated by Woodside with China is 

understood to peg prices at the equivalent of $US 25 a barrel for oil.  
The contract is to supply the state-owned China National Offshore Oil 
Corp with 3.5 million tonnes of LNG a year for 25 years.   

 
196. Oil prices rose to over $US 140 a barrel.  At current oil prices of almost 

$70 a barrel, oil prices are around three times that at which the 25 year 
China LNG contract was pegged. 

 
197. The applicants note in their submission that they “will be separately 

marketing LNG and condensate” produced by the Gorgon Project.  
They have been doing so since as early as 2005 and have been 
entering into large, long term contracts with overseas customers. 

 
198. There is no evidence to support claims that long term domestic gas 

contracts have operated to discourage domestic gas supply.  Prior to 
2007, there has in fact been a stable and continuous contracting of 
supply to the domestic market on competitive prices and long term 
contracts. 

 
199. Long term contracts have also not prevented gas producers from 

supplying international customers and from expanding the LNG export 
market.   
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200. In fact, the North West Shelf Joint Venture has significantly expanded 
production from the original three LNG processing trains to five LNG 
trains.  These investments were only possible with the certainty that 
long term contracts provided to the NWSJV participants. 

 
201. Woodside has recently flagged the potential for extra six LNG 

processing trains and a potential 77 million tonnes of additional LNG 
capacity within the next 15 years. 

 
Long term contracts underpin gas field development 
 
202. It is curious that the applicants have pointed to long term, take-or-pay 

conditions for pipeline transmission as a barrier to separate marketing 
and domgas investment.30  It was long term, take-or-pay domestic gas 
contracts that provided the certainty and returns that enabled the 
original development and subsequent expansion of the North West 
Shelf project. 

 
203. Without SECWA and Alcoa’s initial commitment to purchase domestic 

gas, there would have been no North West Shelf development and no 
LNG industry in WA.  The domestic market provided the low-risk 
returns to producers like Shell and Chevron for over 20 years that 
underpinned the initial North West Shelf project and its subsequent 
expansion to LNG sales. 

 
204. Nor was the original North West Shelf domestic gas contract a “low 

priced” contract.  Two-thirds of the gas was priced against high-priced 
Collie coal, with one-third priced against imported oil.  This high pricing 
structure continued until the contract was disaggregated in 1995, when 
new supply competition from Apache helped put downward pressure 
on prices. 

 
205. Long term domestic gas contracts enable capital intensive 

developments such as resource and minerals processing 
developments and new power stations.  Such investments involve 
significant capital investment with rates of return assessed on a 20-25 
year timeframe.  Like major gas producers, energy users require the 
certainty that long term contracts provide to underpin significant, 
capital-intensive investments. 

 
206. Long term contracts also underpin ongoing investment and operation of 

the State’s vital gas supply infrastructure.  Regulated infrastructure 
such as the Dampier to Bunbury Natural Gas Pipeline functions in a 
regulatory environment involving write-off periods of 60 years or more 
without regard to resource availability. 

 
207. Recently however, major gas producers have been shortening contract 

terms on a “take it or leave it” basis.  The Economic Regulation 

                                            
30 Applicants’ submission, para. 7.34-7.37. 
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Authority of Western Australia reported in 2007 that producers were 
only offering contracts with a maximum term of 5 years with volumes 
restricted to about 10 terajoules a day.31   

 
208. This is having an impact on customers seeking the long term certainty 

over energy supply necessary to underpin new investment.   
 
The limited role of spot sales  
 
209. The applicants argue that the lack of spot sales in the domestic market 

is a barrier to separate selling of domgas.  They further contend that a 
large number of short term and spot sales provide transparency for 
demand and pricing in the international LNG market.32 

 
210. As past experience of the LNG export industry and the Gorgon Project 

demonstrates, access to spot markets have a marginal if any impact on 
operations, development and investment by major producers.  

 
211. The bulk of all gas sold overseas by LNG exporters has been on long 

term contracts.  This was recently confirmed by Woodside, which also 
operates the NWSJV.  The Australian reports: 

 
“Energy giant Woodside Petroleum Ltd has sold some cargoes of 
liquefied natural gas (LNG) into the spot market after demand from 
Asian markets dipped.  Almost all of the company’s output was sold 
through long-term contracts but ‘a very small per cent’ of LNG had 
recently been sold on the spot market, chief executive Don Voelte said 
on Friday. 
 
‘There is some flexibility for some of our long term contractors to adjust 
(how much they take) because they have different situations going on,’ 
Mr Voelte said. 
 
‘It’s actually a very small quantity when you take a look at the overall 
annual amount. 
 
‘We’ve had no long-term cargoes refused and I haven’t heard of any in 
the industry being refused, so it’s still a preferred, premier fuel. 
 
‘People want to sign up for contracts on long terms.’”33 

 
212. Spot prices – such as US Henry Hub prices – also exhibit extreme 

volatility both from a year-on-year basis, and on a monthly and even 
weekly basis.  This volatility is evident below.34 

 

                                            
31  ERA, Gas Issues in Western Australia, Discussion Paper, 2007. 
32 Applicants’ submission, para.7.16. 
33 ‘Woodside unfazed by dip in LNG demand’, The Australian, 1 May 2009. 
34 Government of Nebraska website, available at: http://www.neo.ne.gov/statshtml/124.htm  
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213. It is highly unlikely that major gas field investment decisions, involving 

multi-billion dollar capital investments of 60 year project life, are taken 
purely on the basis of spot pricing.  It is in fact long term contracts and 
expectations of long term pricing that underpin major decisions to 
invest and supply gas. 

 
214. The lack of spot sales in the domestic market is therefore no barrier to 

domgas investment or to separate selling. 
 
Shell and its partners sell separately in New Zealand – despite claiming 
it was impossible to do so 
 
215. As outlined above, Shell and its partners claimed separate selling was 

“difficult if not impossible” and “virtually infeasible” in the New Zealand 
market, and that “no development” would occur in the absence of joint 
selling. 

 
216. The market features claimed by Shell and its partners included: 
 

• “The immaturity of the New Zealand gas market means that the 
practical problems of the Pohokura JV parties would face in 
separately marketing gas would be difficult if not impossible to 
overcome.” 

 
• “there are only a small number of participants in the gas 

production market …” 
 

• “the demand side of the New Zealand gas production market is 
very thin …” 
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• “there are no storage facilities for natural gas in New Zealand …” 

 
• “there are no firms in New Zealand performing a gas broking or 

aggregating role …” 
 

• “there is no gas related financial market in New Zealand which 
could offer futures and options contracts …” 

 
• “there is no spot market of any significance in New Zealand.  The 

limited depth of the New Zealand market, in terms of the small 
number of both suppliers and purchasers make it unlikely that a gas 
related financial market or a spot market (of the requisite depth) will 
develop.” 

 
• “In New Zealand, there are no storage facilities for gas, and 

there is no spot market.” 
 

• “Furthermore, typical downstream gas users – such as electricity 
generators – own large specific assets that require contractual 
certainty if investment is to proceed.” 

 
• “[The] coordination problem is exacerbated by the fact that New 

Zealand does not have a spot market for gas and is almost 
certainly not going to have one of the requisite depth in the 
foreseeable future.” 

 
• “Particularly in this environment, we consider that separate 

marketing of gas is virtually infeasible.” 
 

• “At a minimum, a regulatory prohibition on the coordination 
necessary for joint marketing would lead to, perhaps indefinite, 
delay in the Pohokura field’s production.” 

 
• “In the absence of the market developments identified above, the 

Pohokura JV parties are unable to overcome the essential 
problems faced when gas is separately marketed.” 

 
• “Furthermore, it will reduce competition because of the later 

availability and production of Pohokura gas and the signal it impacts 
for other exploration ventures that, if gas is found, marketing the 
gas will be a long, costly and problematic exercise.” 

 
• In the thin New Zealand gas production market, a delay in 

production from Pohokura would result in significant welfare losses, 
similar in nature to those arising from a missing market.” 
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• “[T]ransactions costs would be extremely large, even 
prohibitively high, if coordination of marketing is not allowed.”35 

 
217. Despite these claims by Shell and its partners, separate selling 

subsequently took place with no delays to production when the three 
partners were unable to agree to joint selling arrangements. 

 
To the extent there is any lack of transparency, the impact falls entirely 
on consumers 
 
218. The applicants contend that a large number of short term and spot 

sales provide transparency for demand and pricing in the international 
LNG market - the lack of which in the domestic market prevents 
separate selling.36  The applicants further argue that domgas sales 
take place under “individually negotiated, bilateral and confidential 
agreements”.37 

 
219. The reality, however, is that the impact of any lack of transparency on 

demand or pricing falls entirely upon consumers.   
 
220. Shell and Chevron, as participants in the unauthorised NWSJV cartel 

selling arrangement, have significant bargaining and market power vis-
à-vis consumers through access to sensitive commercial information.  
To the extent that the NWSJV’s domgas sales to individual customers 
take place under “individually negotiated, bilateral and confidential 
agreements”, the terms and conditions of these contracts fully known 
by Shell and Chevron. 

 
221. Through this arrangement, Shell and Chevron have access to detailed 

knowledge of the commercial terms and timing of all domestic gas 
sales arrangements entered into by the NWSJV including on: 

 
• price; 

• supply volumes; 

• contract term and expiry; and 

• the identity and supply demand of potential customers seeking gas. 
 
222. This sharing of what would otherwise be confidential commercial and 

market sensitive information confers Shell, Chevron – and by extension 
Gorgon joint venture partner ExxonMobil – significant advantage in 
negotiations with individual consumers.  This can only serve to limit 
competition in the market place between producers, particularly given 
the NWSJV already controls 70% of the domestic market. 

  

                                            
35 Applicants’ submission in the New Zealand Pohokura case and CRA report. 
36 Applicants’ submission, para.7.16. 
37 Applicants’ submission, para.7.38. 
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223. In contrast, potential consumers have no access to commercial 
information on other gas contract sales or negotiations, including what 
other consumers have paid in recent contracts.  This severely limits 
their ability to bargain on a level playing field with major producers. 

 
224. The Alliance recalls Chevron’s assertion that “relevant staff with 

experience of sales in WA and the facilities they use are firewalled from 
the Project because of the involvement in the NWS Venture”.38  In the 
absence of legally enforceable undertakings by the ACCC, there is 
nothing to prevent Shell and Chevron using this information in 
negotiating on the price or non-price terms of gas sold by the Gorgon 
Project.   

 
225. Assertions by Chevron that staff are “firewalled” from the NWSJV 

therefore have no consequence in the absence of ring-fencing 
commitments enforceable by the ACCC. 

 
226. Claims by the applicants that they are unable to separately sell 

because of a lack of transparency of demand and pricing are therefore 
disingenuous.   

 
227. Shell, Chevron – and by extension ExxonMobil – already enjoy 

complete transparency in demand and pricing by virtue of their access 
to information, while consumers on the other hand remain completely 
in the dark. 

 
Conclusion 
 
228. To conclude, long term contracts do not operate as a barrier to gas 

development and supply.  This is demonstrated by: 
 

• the history of the original North West Shelf project development 
which was underpinned by long term domestic contracts; 

 
• the strong preference for major gas producers (including NWSJV 

participants Shell and Chevron) to enter into long term LNG 
contracts; 

 
• the fact that spot sales account for only a marginal proportion of 

LNG exports - almost all of the LNG exported by major producers in 
WA is through long term contracts; and 

 
• Shell, Chevron and ExxonMobil’s own practice in separately selling 

LNG from the Gorgon Project on 20-25 year terms; 
 

• Shell and Chevron have directly benefitted – and continue to benefit 
- from long term contracts for over 20 years. 

 

                                            
38 Applicants’ submission, para.6.14. 
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229. Shell and Chevron already enjoy complete transparency in demand 
and pricing by virtue of their access to information.  To the extent there 
is any lack of transparency, the impact falls entirely on consumers. 

 
230. Shell and its partners sell separately in New Zealand despite claiming it 

was impossible to do so because of supposed market features. 
 
4.2.5 Operational measures necessary to enable separate selling are 

well-known and practical 
 
231. Contrary to the applicants’ assertions, the operational measures to 

enable separate selling are well-known and practical.   
 
232. In fact, they are already maintained by Shell and its partners for the 

Pohokura field in New Zealand.  As outlined above, Shell and its 
partners sell domestic gas separately in New Zealand despite claiming 
it was “difficult if not impossible” and “virtually infeasible” to do so. 

 
233. Operational measures that would enable separate selling are also in 

place for the far more complex NWSJV which Shell and Chevron are 
both party to. 

 
234. The NWSJV maintains mechanisms to manage supply from two 

separate domestic gas JVs, with two different ownership structures.  
Both JVs currently operate contemporaneously to supply the WA 
domestic gas market.  These two JVs comprise: 

 
• the original five party Domestic Gas Joint Venture (the Domgas 

Venture) created to supply 5064 PJ of sales gas to the WA 
domestic market.  This JV was the subject of the 1977 TPA 
authorisation; and 

 
• the subsequent six party Incremental Venture created to produce 

natural gas for supply into WA in excess of the scope of the 
Domgas Venture.  This JV was the subject of the 1998 
authorisation.39 

 
235. The two JVs have different ownership structures and different 

entitlements to reserves and production/processing facilities.  At the 
time the original Domgas Venture was established, the participants and 
ownerships were: 

 
• Woodside Energy Limited (50%) 

• Shell Development (Australia) Pty Ltd (81/3%) 

• BHP Billiton Petroleum (North West Shelf) Pty Ltd (81/3%) 

• BP Developments Australia Pty Ltd (162/3%); and 

                                            
39  ACCC, North West Shelf Project, Determination, 29 July 1998, p.7. 
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• Chevron Australia Pty Ltd (162/3%)40 
 
236. The Incremental JV comprises six participants – each holding an equal 

1/6th share: 
 

• BP Developments Australia Ltd; 

• Chevron Australia Pty Ltd; 

• Japan Australia LNG (MIMI) Pty Ltd – an investment vehicle of 
Mitsui and Mitsubishi; 

• Shell Development (Australia) Ltd; 

• BHP Petroleum (North West Shelf) Pty Ltd; and  

• Woodside Energy Ltd 
 
237. Gas for supply to the domestic market is processed through the 

Goodwyn and North Rankin production platforms on behalf of both joint 
ventures.   

 
238. Production from these platforms comes together in two production 

trunk lines which deliver the gas to processing facilities on the Burrup 
Peninsula.  There is therefore a fully blended stream of product that is 
owned by two separate JVs with different ownership structures. 

 
239. This product is being sold to the domestic market on the basis of 

different shares reflecting the different ownership structure of the two 
JVs. 

 
240. There are therefore two separate sellers with the participants internally 

managing production and sales nominations between the original 
Domgas and the Incremental JVs. 

 
241. North West Shelf Gas (NWSG) has been selling jointly on behalf of 

Shell and Chevron which are participants of both the original Domgas 
JV and the Incremental JV.  There are clearly practical and effective 
arrangements in place to allocate gas for: 

 
• Shell and Chevron’s production shares between the two different 

JVs; and 
 
• within each JV, Shell and Chevron’s production shares vis-à-vis 

other participants. 
 
242. Further, the joint venture accounting arrangements are currently 

sophisticated enough to separately account for individual JV participant 
entitlement to four different product streams – the domestic gas stream 

                                            
40  ACCC Determination, Revocation of Authorisation A18492 – North West Shelf Gas Pty 

Ltd, 5 March 2008, Public Register no. C2008/55. 
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(comprising the Domgas Venture and the Incremental JV), the LNG 
stream, LPG’s and the liquids / condensate stream. 

 
243. The Alliance understands that LPG’s, liquids and condensate are 

already being sold separately by the NWSJV participants in relation to 
their respective shares of production. 

 
244. Given Shell and Chevron already participate in arrangements for the 

far more complex NWSJV – involving two different JVs with two 
different ownership structures – such arrangements would be even 
more practical for the single Gorgon JV comprising just three parties. 

 
245. Shell, Chevron and ExxonMobil have also been separately selling LNG 

from their respective production shares from the Gorgon Project from 
since 2005.  They will to continue to do so.  Separate selling 
arrangements are therefore already in place for the Gorgon Project and 
have been effective since 2005. 

 
4.2.6 Marketing decisions for domestic gas are already being made 

separately by Shell and Chevron in regard to the NWSJV 
 
246. As outlined above, marketing decisions for LNG are already being 

made separately by Shell, Chevron and ExxonMobil in regard to the 
Gorgon Project.   

 
247. They are also being made separately by Shell and Chevron for 

domestic gas in regard to the NWSJV. 
 
248. All of the NWSJV participants – including Shell and Chevron - retain 

substantial marketing capability within their respective organizations to 
support the marketing of NWSJV Domgas Venture and Incremental 
Venture production.   

 
249. All contracts for supply of gas to domestic customers from the NWSJV 

involve all six (for the Incremental JV) counterparties contracting 
severally. 

 
250. While North West Shelf Gas Pty Ltd negotiates with a purchaser on 

behalf of the JV participants, it has to communicate with and seek 
approval from all six JV participants on contract terms and price. 

 
251. North West Shelf Gas Pty Ltd has no authority to agree terms – it is a 

clearing house or postbox by which all six parties come together to set 
contract prices and terms. 

 
252. DBP’s Operating Balancing Agreement (explained below) is with all six 

JV participants severally.  
 



 48

253. In the event of an emergency which has any bearing on contractual 
obligations of the NWSJV, North West Shelf Gas refers every action to 
all six JV participants for responses. 

 
254. The fact that Shell and Chevron already retain substantial marketing 

capacity within their respective organisations for domestic gas is 
confirmed by the applicants’ own admission.   

 
255. According to the applicants, Shell already has “relevant staff with 

experience of sales in WA and the facilities they use [which] are 
firewalled from the [Gorgon] Project because of their involvement in the 
NWS Venture”.41   

 
256. Shell staff with experience with WA domgas sales, and their dedicated 

facilities, clearly perform a function that is more than as a mere postbox 
for rubber stamping decisions by North West Shelf Gas. 

 
257. Similarly, Chevron “has developed the knowledge, expertise and 

resources to enable it to fulfil the marketing role on behalf of the 
Participants”.42  To the extent that this knowledge, expertise and 
resources relates to the marketing of domestic gas to the WA market, 
they could only have arisen from active participation in domgas 
marketing in WA. 

 
258. While the applicants’ submission asserts that ExxonMobil has not 

supplied pipeline specification gas into the domestic market, it 
footnotes that gas has been supplied from the Griffin Project.43   

 
259. It also fails to disclose that as recently as May 2009, ExxonMobil has 

reportedly agreed on an “intent to supply” 1.5 million tonnes of LNG a 
year from its share of Gorgon production to Petronet in India.  It could 
be inferred that negotiations on a complex international sales 
agreement of this magnitude are continuing, and would involve 
substantial marketing expertise and capacity on the part of ExxonMobil. 

 
260. To conclude, marketing decisions for domestic gas are already being 

made separately by Shell and Chevron in regard to the NWSJV.   
 
261. Shell, Chevron and ExxonMobil already possess substantial marketing 

expertise and capacity within their individual organisations – both within 
WA, and as part of their global operations. 

 
4.2.7 Gas balancing and nomination arrangements 
 
262. The applicants’ contend that gas balancing agreements which would 

enable separate selling are not feasible in the WA domgas market 
given what they assert to be WA’s illiquid market for large domgas 

                                            
41 Applicants’ submission, 6.14. 
42 Applicants’ submission, 6.14. 
43 Applicants’ submission, para.6.14 and footnote 22. 
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projects.  Even if gas balancing agreements could be implemented, the 
applicants claim they are practically and commercially unfeasible and 
present an unacceptable level of risk due to the market features in 
WA.44 

 
263. These arguments have no merit.  Nominations systems and 

mechanisms are well-known in the gas industry and already used by 
Shell in New Zealand and in WA. 

 
264. Shell and its partners sell domestic gas separately in New Zealand 

despite previously claiming that implementing gas balancing and 
nomination arrangements would present “insurmountable problems”. 

 
265. Gas balancing and nomination arrangements are already in place in 

the WA market: 
 

• as part of the NWSJV involving domestic gas sales from two 
separate domgas joint ventures with two separate ownership 
structures, and  

 
• with Shell, Chevron and ExxonMobil selling LNG separately from 

the Gorgon Project; 
 

• to manage the supply of gas from the Io field, including BP’s share, 
to the Gorgon Project. 

 
Shell and its partners’ “insurmountable barriers” in New Zealand 
 
266. In the New Zealand Pohokura case, Shell and its partners claimed that 

implementing gas balancing and nomination arrangements would 
present “insurmountable problems” that would prevent separate selling: 

 
• “In attempting to separately sell gas produced jointly, pursuant to 

contracts negotiated individually, the Pohokura JV parties would 
face a number of insurmountable problems.  Contracts 
negotiated without co-ordination will consequently contain different 
extraction rates, quantity, term, etc.  The practical problems faced 
by the Pohokura JV parties include determining how they would: 

 
- apportion the costs of appraisal, development and operation; 
- apportion facilities access; 
- appropriately allocate risk, in particular reserves risk; 
- apportion uplift rights; 
- apportion field deliverability; 
- apportion all products recovered; and 
- appropriately adjust overlift and underlift.” 

 

                                            
44 Applicants’ submission, para.7.76. 
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• “In commodity or developed gas markets the divergence between 
entitlement and sales (the “overs” and “unders”) can be mitigated by 
a gas balancing arrangement.  Other mitigating circumstances 
include storage facilities and the ability of brokers to aggregate 
parcels of gas from different sources.  A gas balancing arrangement 
can also assist in resolving conflicting interests caused by different 
gas sales contracts and hence the incentive to over extract.” 

 
• “Conceptually, there are three gas balancing arrangements which 

can correct this divergence: [1] gas storage; [2] cash balancing; and 
[3] in kind balancing.” 

 
• “The problems with these options are set out in … the CRA report.  

These problems are unlikely to be resolvable in New Zealand in 
the foreseeable future.”45 

 
267. The CRA consultants’ report presented by Shell and its partners in that 

case also contained extensive arguments as to why gas balancing 
arrangements would present “insurmountable problems”, for instance: 

 
• “If there is uncertainty about the quantities of gas available on a 

spot market, and concomitantly the volatility of price, the joint 
venture parties would be reluctant to design a balancing 
arrangement on the basis of their ability to make-up deficits from it, 
nor would they be happy to risk huge sunk investments on it.”46 
(p.31) 

 
268. These claims bear a striking resemblance to those made by Shell, 

Chevron and ExxonMobil in the present case, and by their 
commissioned consultants’ report. 

 
269. It is surprising that in citing the CRA and Lateral Economics Reports in 

the present case, the applicants appear to have neglected the very 
similar claims made in Shell and its partners’ application in the 
Pohokura case and in the CRA report.  Both these documents are 
included by attachment to the DomGas Alliance’s submission. 

 
270. The actual practice of Shell and its partners in New Zealand provide 

the clearest rebuttal of the claims made by the applicants in the present 
case.   

 
271. Despite claiming that separate selling was “difficult if not impossible” 

and “virtually infeasible”, separate selling subsequently took place with 
no delays to production when the three partners were unable to agree 
to joint selling arrangements. 

 

                                            
45 Applicants’ submission in the New Zealand Pohokura case, para.26-29. 
46 CRA report, p.31. 
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Gas balancing and nomination arrangements are already in place in the 
WA market 
 
272. It is astounding that the applicants would assert that “so far as the 

Participants are aware, no major project in WA has implemented such 
arrangements in the past”.47 

 
273. Gas balancing and nomination arrangements are already in place in 

the WA market to the benefit of Shell and Chevron: 
 

• as part of the NWSJV involving domestic gas sales from two 
separate domgas joint ventures with two separate ownership 
structures; 

 
• with the flexibility within the Dampier to Bunbury Natural Gas 

Pipeline system to manage “overs and unders”; 
 
• with Shell, Chevron and ExxonMobil selling LNG separately from 

the Gorgon Project; 
 

• to manage the sourcing of gas from the Io gas field outside the 
Gorgon Project. 

 
NWSJV project and the DBNGP 
 
274. Nominations are already taking place in relation to the two separate 

Domgas and Incremental JVs of the NWSJV due to their different 
ownership structures, and in relation to sales of liquids and condensate 
by the NWSJV. 

 
275. Under the nominations system, each of the JV participant sellers – 

including Shell and Chevron - would collect nominations from their 
respective buyers for the quantities of gas required for a certain date.   

 
276. Each seller would then nominate to the operator of the production and 

processing facilities (Woodside) what their production requirements 
were for each day.  The operator would then aggregate these 
quantities and deliver this total quantity of gas for that day at the 
delivery point. 

 
277. Currently, domestic gas buyers are required to inform the sellers’ 

representative (North West Shelf Gas) of nominations three days in 
advance.  North West Shelf Gas then informs the operator to ensure 
this amount is delivered on the required day. 

 
Flexibility within the DBNGP to manage “overs and unders” 
 

                                            
47 Applicants’ submission, para.7.73. 
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278. To the extent that there is a difference between actual offtakes and 
nominations, an “Operating Balancing Agreement” can be implemented 
between the joint venturers and the pipeline operator for any excess or 
shortfall in demand.   

 
279. DBP operates the Dampier to Bunbury Natural Gas Pipeline under an 

“Operating Balancing Arrangement” agreed with sellers under which 
NWSG delivers gas into the pipeline against pressure and not to 
specific nominations.  This essentially operates as a “park and loan 
service”.   

 
280. This provides for any excess production to be parked in the pipeline or 

a gas supply shortfall drawn from pipeline linepack within a range of +/- 
300 TJ a day.  This is equivalent to half a day’s gas production from the 
NWSJV, or a full day’s production of 600 TJ/day in terms of the total 
“swing capacity”. 

 
281. The pipeline therefore already provides the buffer to cover variations 

between nominations (ie production) and actual market demand. 
 
282. The pipeline has individual shipper agreements with more than 20 gas 

purchasers (shippers) that provide for an imbalance range at any one 
time of +/- 8% of their contracted capacity.  This provides for shippers 
to add to “linepack” (gas in the pipeline) or draw from it within this 
range. 

 
283. This means that shippers who cannot control their physical usage to 

meet their nominated daily intake have a latitude of +/- 8%.  The 
benchmark for other pipelines in the world is +/- 2%. 

 
284. To the extent that shippers look like breaching these limits, they have 

the ability to – and in fact do - trade imbalances between themselves. 
 
285. The total flexibility between inlets (production) and outlets (demand) 

which could be managed on the Dampier to Bunbury Natural Gas 
Pipeline under these various arrangements is therefore approximately 
+/- 470TJ or in excess of 1 day’s production from the NWSG plant. 

 
286. The terms on which Woodside provides operating services to the NWS 

Project and the detailed joint venture arrangements themselves are 
governed by detailed contracts.  These contracts would already – or 
could readily - provide for: 

 
• the nature of delivery obligations to individual JV participants; 
 
• dispossession of product whether liquids, LPG, LNG or domestic 

gas; 
 

• physical delivery arrangements; 
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• nomination arrangements that each of the individual parties of the 
two separate JVs would have for their own offtake; 

 
• some form of balancing arrangement amongst the joint venturers 

 
Balancing arrangements are in place to enable separate selling of LNG 
 
287. Balancing arrangements would already be in place to allow separate 

selling of LNG for the Gorgon Project.  
 
288. Shell, Chevron and ExxonMobil have been separately selling LNG from 

as early as 2005. 
 
Sourcing of gas from outside the Gorgon Project – Io field 
 
289. The Gorgon participants and BP have entered into an agreement with 

Shell to enable unitisation of BP’s Io gas field with the Gorgon Project’s 
Jansz gas field.   

 
290. Shell has also separately entered into an agreement with BP under 

which BP will sell petroleum to Shell and purchase it as LNG cargoes 
after it has been processed through Gorgon LNG infrastructure.48 

 
291. The arrangement means that the Gorgon Project will be sourcing gas 

from a field outside the Project, with a different ownership structure. 
 
 
Table: Equity shares of the Io and Jansz fields, and the Gorgon Project 
 
 Io Licences 

WA-25-R 
WA – 26-R 

Jansz licence 
WA-18-R 

Gorgon LNG 
Project 

BP 12.5% - - 
Chevron 50% 50% 50% 
ExxonMobil 50% 25% 25% 
Shell 12.5% 25% 25% 
 
 
292. This demonstrates that the Gorgon participants are able to access 

supply from outside the Gorgon Project – whether for LNG sales, or for 
domgas.  

 
293. It also demonstrates that gas balancing arrangements are practical and 

feasible given the Gorgon participants will be managing: 
 

• the supply of gas from outside the Gorgon Project; 
 

                                            
48 BP, ‘Significant milestone for Io and Jansz gas fields’, 29 May 2009, available at: 
http://www.bp.com/genericarticle.do?categoryId=9008681&contentId=7053385.  
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• the ownership structure of the Io field both in regard to BP as a non-
Gorgon participant, and in the different ownership shares of Gorgon 
participants Shell, Chevron and ExxonMobil; and 

 
• Shell’s separate sales, processing and re-purchase agreement with 

BP. 
 
Conclusion 
 
294. A gas balancing and nomination arrangement can therefore be 

implemented on a practical and commercial basis for the Gorgon 
Project given: 

 
• gas balancing and nominations are already taking place in the far 

more complex NWSJV – which involves two separate domgas JVs 
with two different ownership structures;  

 
• there is significant flexibility provided by the Dampier to Bunbury 

Natural Gas Pipeline to cover variations between nominations and 
actual market demand; 

 
• balancing arrangements would already be in place to permit the 

separate selling of LNG for the Gorgon Project; and 
 

• the Gorgon participants have entered into an agreement with BP to 
source gas from the Io field, outside the Gorgon Project. 

 
4.2.8 Producers in other joint venture gas developments already sell 

separately in WA and the Eastern States 
 
295. That separate selling is practical and feasible is demonstrated by the 

fact it is already taking place in practice – both in WA and in the 
Eastern States. 

 
296. Separate selling by joint venture participants is taking place in WA, 

mainly by participants in the Apache-led joint ventures through the 
Varanus Island domestic gas processing facility.  This facility supplies 
30% of the WA domestic gas market. 

 
297. Separate selling is taking place by Apache and Santos from the John 

Brookes field joint venture.  While Apache (55% share, operator) and 
Santos (45%) initially sold their gas jointly, during later marketing 
efforts, the JV participants could not agree on remaining available 
reserves.  Santos took a more aggressive view in respect of available 
reserves than Apache and decided to market additional gas from John 
Brookes separately, with Apache not marketing any further John 
Brookes gas. 

 
298. Separate selling of natural gas is also happening in the Otway Basin in 

Eastern Australia.  Santos has separately marketed gas from its 
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interest in the Casino field.  Woodside has separately marketed gas 
from its interest in the Geographe/Thylacine field. 

 
299. It should be noted that consumers have held the belief that Shell, 

Chevron and ExxonMobil would separately sell domestic gas from the 
Gorgon Project.  This belief was underlined by the three companies 
separately selling LNG since 2005.   

 
300. Shell, Chevron and ExxonMobil’s 11th hour disclosure that they now 

intend to sell jointly – and the stated urgency which they are now 
seeking authorisation - comes as considerable surprise to consumers.  

 
4.2.9 Shell, Chevron and ExxonMobil have been required by 

competition authorities to sell separately in other countries – 
including Denmark, Norway and New Zealand 

 
301. In their submission, the applicants make extensive reference to the 

United States and United Kingdom domestic gas markets to support 
their claims that separate selling is not practical or feasible in WA. 

 
302. In focusing on two of the world’s biggest economies for natural gas, the 

applicants neglect to mention other countries where they have been 
compelled by competition authorities to sell separately.   

 
303. For example, Shell and Chevron have been compelled by the 

European Commission to sell separately in Denmark.   
 
304. Shell and ExxonMobil have been compelled by the European 

Commission to sell separately in Norway. 
 
305. Shell has been compelled by the New Zealand Commerce Commission 

to sell separately in New Zealand from the new greenfield Pohokura 
development.  

 
Denmark – Shell and Chevron 
 
306. In 2003, the Danish and European Commission competition authorities 

settled an antitrust investigation in Denmark involving the Danish gas 
supplier DONG and the country’s main gas producers Shell, Chevron 
Texaco and A.P Moller.   

 
307. The investigation related to the joint selling of North Sea gas by the 

parties to the Danish Underground Consortium (DUC).  DUC, which 
accounted for 90% of Danish gas production, was composed of Shell, 
Chevron and A.P Moller. 
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308. As a result of the settlement, the gas producers committed to market 
their production individually.49  Producers also undertook to offer an 
additional 7 billion cubic metres of gas for sale to new customers over 
a period of 5 years when new gas volumes are available.  This 
corresponded to around 17% of the total production of the DUC parties. 

 
309. In accepting this commitment, the European Commission noted that a 

significant number of customers inside and outside Denmark had 
actively looked at alternative sources of supply in the past and had 
continued to do so at the time of the investigation.   

 
310. This commitment clearly recognised that the effect of joint selling in 

Denmark had been to limit gas supply and competition.  Unauthorised 
joint selling arrangements in WA have similarly operated to limit supply 
and competition, and increase prices. 

 
Norway – Shell and ExxonMobil 
 
311. In 2001, the European Commission issued a formal warning to 

Norwegian gas producers – including Shell and ExxonMobil - about the 
joint sale of gas by the Gas Negotiation Committee (GFU).   

 
312. The case concerned joint sales of natural gas through a single seller, 

the GFU, from Norway to the European Union.  The GFU negotiated 
natural gas sales contracts with buyers on behalf of all the other natural 
gas producers in Norway and thus fixed the selling price, volumes and 
all other trading conditions: 

 
“The European Commission has warned Norwegian gas producers that 
the joint sale of Norwegian gas carried out through the Gas Negotiation 
Committee (GFU) is in breach of the European Union competition rules 
as it fixes, among other things, the price and the quantities sold.” 

 
“As the European gas market is progressively being liberalized, it is of 
paramount importance that producers sell their gas individually so that 
those customers that can already choose their supplier benefit from 
real choice and competitive prices.”50 

 
313. The case was settled in 2002 with Norwegian gas producers confirming 

that they will market their gas individually.51  These included six groups 

                                            
49  European Commission, ‘Commission and Danish competition authorities jointly open up 

Danish gas market’, 24 April 2003, available at 
http://europa.eu/rapid/pressReleasesAction.do?reference=IP/03/566&format=HTML&age
d=0&language=EN&guiLanguage=en  

50  European Commission, ‘Commission objects to GFU joint gas sales in Norway’, 
IP/01/830, Brussels, 13 June 2001; available at 
http://europa.eu/rapid/pressReleasesAction.do?reference=IP/01/830&format=HTML&age
d=0&language=EN&guiLanguage=en  

51  European Commission, ‘Commission successfully settles GFU case with Norwegian gas 
producers’, IP/02/1084, Brussels, 17 July 2002; available at 
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of gas companies which were sellers to Norwegian gas negotiated 
under the GFU scheme – Shell, ExxonMobil, TotalFinaElf, Conoco, 
Fortum and Agip.  The companies provided written commitments to 
discontinue all joint marketing and sales activities. 

 
New Zealand - Shell 
 
314. In 2003, the Commerce Commission granted authorisation to Shell, 

Todd and OMV.  Shell, Todd and OMV were joint venture partners for 
the greenfield Pohokura gas development.  The authorisation allowed 
the partners jointly to sell gas from the field.   

 
315. Shell and Todd were the two dominant producers in New Zealand’s 

highly concentrated gas market.  Collectively, the three Pohokura joint 
venture partners accounted for 88% of natural gas production.52 

 
316. The Commission found that the owners of the Pohokura field would not 

face an effective competitive constraint from other gas producers 
before the end of the decade given: 

 
• the concentrated ownership of current production fields; 
 
• the current supply and demand situation; and 
 
• the very limited potential for significant new gas fields to be brought 

into production in the short-term.53 
 
317. The Commission also found that joint selling would have a significant 

impact on competition and “substantially lessen competition in a 
market”:54 

 
• Separate selling would offer different dynamics to negotiations 

between the buyer and the seller.  Within limits, buyers would have 
choices not available to them under joint selling.55 

 
• Joint selling would, on the balance of probabilities, result in gas 

prices being higher on average than they would be under separate 
selling.  This would result because joint selling would shift the 

                                                                                                                             
http://europa.eu/rapid/pressReleasesAction.do?reference=IP/02/1084&format=HTML&ag
ed=0&language=EN&guiLanguage=en  

52  New Zealand Commerce Commission Determination, Decision 505, September 2003, 
para.340.   

53  New Zealand Commerce Commission Determination, Decision 505, September 2003, 
para.358. 

54  New Zealand Commerce Commission Determination, Decision 505, September 2003, 
para.390. 

55  New Zealand Commerce Commission Determination, Decision 505, September 2003, 
para.372. 
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relative bargaining strength of buyers and sellers in favour of the 
seller and because it would facilitate price discrimination.56 

 
• The range of terms and conditions on offer would be more limited 

with joint selling.57 
 
318. Importantly, the Commission considered that joint selling could have a 

material impact on development of a competitive market in the future.  
This was because a future competitive environment depended on 
having a number of sellers in the market, including a number selling 
from each field.58 

 
319. The Commission rejected claims that preventing joint selling would 

have an impact on the level of new gas exploration in New Zealand.  
Preventing joint selling was also unlikely to make an otherwise viable 
field non-viable.59 

 
320. The Commission nevertheless considered that authorisation permitting 

joint selling would avoid a one year delay in using the gas, because 
owners would not need to negotiate contractual arrangements for 
separate sale.  The Commission authorised joint selling on the basis 
that avoiding a one year delay was a substantial benefit to the public, 
which outweighed the anti-competitive nature of joint selling. 

 
321. However, in June 2006, the Commission revoked the joint selling 

authorisation.  This was because the JV participants had been unable 
to agree upon joint selling arrangements and instead had separately 
sold their share of production with no delays in production.60  

 
322. In revoking the authorisation, the New Zealand Commerce 

Commission considered whether the original authorisation was granted 
on information that was “false or misleading in a material particular”.   

 
323. The Commission noted that the information in question “involved 

predictions as to a future state of affairs in an area of accepted 
uncertainty”.  The Commission considered that if “there was not an 
objective foundation for the information at issue at the time, the 
information can be properly regarded as ‘false or misleading’” in terms 
of the New Zealand statutory provisions.61 

 

                                            
56  New Zealand Commerce Commission Determination, Decision 505, September 2003, 

para.377. 
57  New Zealand Commerce Commission Determination, Decision 505, September 2003, 

para.383. 
58  New Zealand Commerce Commission Determination, Decision 505, September 2003, 

para.392. 
59  New Zealand Commerce Commission Determination, Decision 505, September 2003, 

para.390-391. 
60 New Zealand Commerce Commission Determination, Decision 581, June 2006. 
61 New Zealand Commerce Commission Determination, Decision 581, June 2006, para.51. 
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324. In the present Gorgon case, the applicants’ claims that separate selling 
is “not commercially or practically feasible” should be closely 
scrutinised by the ACCC given: 

 
• the strikingly similar claims made by Shell and its partners in the 

New Zealand Pohokura field; 
 

• Shell and its partners’ assertion in the New Zealand case that “the 
market characteristics [in Australia] are similar to those in New 
Zealand”; 62 

 
• the experience in New Zealand is recent with Shell continuing to 

sell separately;  
 

• the fact the applicants have made little if any mention of Shell’s own 
activities in New Zealand, despite making extensive reference to 
the US and UK market in support of their claims; and 

 
325. The applicants in the Gorgon case continue to claim that separate 

selling is not “commercially or practically feasible” because of 
supposed market features despite Shell’s actual experience to the 
contrary in New Zealand. 

 
Conclusion 
 
326. The fact that Shell, Chevron and ExxonMobil have been compelled to 

sell separately in Denmark, Norway and New Zealand – and have been 
able to do so successfully – demonstrates that separate selling is 
practical and feasible in WA. 

 
327. The New Zealand Pohokura gas field example is especially pertinent.  

It involved a major greenfield with three parties.  The arguments made 
by Shell and its partners in that case bear a striking resemblance to 
those asserted by the applicants with respect to the Gorgon Project. 

 
328. Despite Shell and its other partners’ claim that “there is no feasible 

means of marketing gas sourced from Pohokura”, separate marketing 
in fact took place with no delays to production when the partners were 
unable to agree upon joint selling arrangements. 

 
329. Far from being a necessary enabler for domestic gas supply, joint 

selling arrangements in the New Zealand case in fact operated as a 
potential barrier to timely domestic gas supply when Shell and its 
partners were unable to reach agreement on joint selling 
arrangements. 

 

                                            
62 CRA, Coordinated Marketing of Pohokura Gas – An Economic Analysis, December 2002, 
p.3. 
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4.2.10 Joint selling is not necessary to support investment and 
development of the Gorgon Project. 

 
330. The applicants claim that as a major greenfields gas development, joint 

selling is necessary “to minimise risks and ensure security of cashflows 
in order for participating parties to undertake the venture”.63  

 
331. The applicants further assert that the structural market barriers to joint 

selling – the supposed lack of maturity of the Australian market and the 
very limited number of buyers and sellers – is particularly the case in 
relation to greenfield projects “which face large lead times and require 
the expenditure of very large amounts of capital well in advance of gas 
becoming available for consumption”.64 

 
332. There is no merit to these claims.  Joint selling is not necessary to 

support development of the Gorgon Project: 
 

• the WA domestic gas market has undergone significant 
transformation over the past 10 years – the market structure 
barriers asserted by the applicants’ no longer apply; 

 
• Shell and its partners sell separately from the Pohokura gas field – 

a major greenfields project - despite originally claiming it was 
impossible to do so; 

 
• Shell, Chevron and ExxonMobil already enjoy immense market 

power in the WA domestic gas market vis-à-vis consumers; 
 

• Shell, Chevron and ExxonMobil are already selling Gorgon LNG 
separately through large, long term contracts; 

 
• domgas investment and supply represents only a small component 

of the overall Gorgon Project - LNG will account for the bulk of 
project investment and expected revenues; and 

 
• it is proposed that there will be a significant delay between LNG and 

first domgas supply. 
 
The WA domestic gas market has undergone significant transformation 
 
333. As previously outlined, the WA domestic gas market has undergone 

significant transformation over the past 10 years.  This has seen a 
significant expansion in: 

 
• the breadth of the domestic market and the size of domestic 

demand; 
 

                                            
63 Applicants’ submission, para.7.46. 
64 Applicants’ submission, para.7.47. 
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• the number of direct gas customers; 
 

• the number of parties buying through an aggregator, many of whom 
could also elect to purchase directly from gas producers; 

 
• the entry of brokers providing gas trading services to gas users; 

 
• short and long-term trading in gas transmission capacity and 

physical gas; 
 

• additional transportation and storage options; 
 

• the flexibility within the Dampier to Bunbury Natural Gas Pipeline 
system to deal with supply and demand imbalances; and 

 
• connectivity between gas pipelines in Western Australia which 

means that gas can now be traded either physically or commercially 
in any part of the system. 

 
334. As such, the market structure features asserted by the applicants’ no 

longer apply.  Separate selling of domestic gas is practical and feasible 
– whether from existing projects like the NWSJV, or from greenfield 
projects like Gorgon. 

 
335. Furthermore, separate selling alone is not likely to make an otherwise 

viable field non-viable.  The New Zealand Commerce Commission 
considered in the Pohokura case that: 

 
“While it is axiomatic that any additional cost faced by new entrants act 
as a disincentive to entry, the Commission considers that the scale of 
these additional costs, in comparison with the potential rewards, would 
not be likely to be sufficient to make a viable field non-viable.”65 

 
Shell and its partners sell separately from the Pohokura gas field – a 
major greenfields project 
 
336. As outlined above, the Pohokura case involved a major greenfield joint 

venture development involving three parties.  In seeking authorisation 
for joint selling, Shell and its partners claimed joint selling was 
necessary to underpin a major new gas field investment.  Separate 
selling would on the other hand lead to significant if not indefinite delay 
in domestic gas development and supply: 

 
• “The immaturity of the New Zealand market means that the 

practical problems the Pohokura JV parties would face in separately 
marketing gas would be difficult if not impossible to overcome.” 

 
                                            
65 New Zealand Commerce Commission Determination, Decision 505, September 2003, 
para.391. 
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• “Substantial welfare losses will occur if joint marketing is not 
authorised.” 

 
• “Absent joint marketing, a substantial delay in the development of 

the field is expected, at a time of scarcity of resource.” 
 

• “In addition, separate marketing would result in significant extra 
transaction and production costs, and sub-optimal field 
depletion.  This would impact significantly on the value of the field, 
and that effect would have the potential of significantly reducing 
exploration in New Zealand.” 66 

 
337. Failure to provide authorisation would lead to “no development”, 

“significant delay” or the project being “delayed indefinitely”: 
 

• “At the very least, [separate] marketing would involve significant 
delay as the Pohokura JV parties attempt to address the problems 
associated with separate marketing, such as the need for a gas 
balancing arrangement and the need to co-ordinate development 
and operation (in the absence of the market developments 
necessary to support separate marketing).”  

 
• “The Pohokura JV parties do not consider that separate marketing 

is feasible in the foreseeable future or for the expected life of 
Pohokura.  Accordingly, no development is a counterfactual in the 
event that authorisation is not granted.” 

 
• “Joint marketing clearly has a pro-competitive effect on competition 

when compared with the counterfactual of no development.  If 
commencement of production from Prohokura is delayed 
indefinitely, the gas production market would not receive the 
competitive benefit of a new source of gas supply.” 

 
• “[I]t is a very real prospect that the Pohokura JV parties would never 

reach agreement on feasible arrangements.  Therefore the first 
counterfactual of no development may well be the outcome of an 
attempt at [separate selling].” 

 
• “Authorisation of joint marketing will enable earlier development 

of, and production from Pohokura.  The public benefits have been 
modelled on a conservative estimate that the delay in commencing 
production will be three years, under [separate selling].” 67 

 
338. Despite Shell and its partners’ claim that “there is no feasible means of 

marketing gas sourced from Pohokura”, separate marketing in fact took 
place with no delays to production when the partners were unable to 
agree upon joint selling arrangements. 

                                            
66 Applicants’ submission in the Pohokura case, para.16. 
67 Applicants’ submission in the Pohokura case, para.46, 52, 66, 72. 
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339. Separate selling had marginal if any impact on either viability of the 

Pohokura project or first supply of domgas. 
 
340. Far from being a necessary enabler for domestic gas supply, joint 

selling arrangements in the New Zealand case in fact operated as a 
potential barrier to timely domestic gas supply when Shell and its 
partners were unable to reach agreement on joint selling 
arrangements. 

 
Shell, Chevron and ExxonMobil already enjoy immense market power 
 
341. Market power and the competitive structure of the market are relevant 

not only in assessing the competitive impact on joint selling, but also 
the ability of producers to negotiate attractive prices that would 
facilitate Gorgon investment. 

 
342. As outlined in section 2.4 above, Shell, Chevron and ExxonMobil 

already exercise immense market power: 
 

• the NWSJV participants – which includes Shell and Chevron – 
control 70% of the domestic gas sold in WA and over 92% of the 
gas resources in developed fields; and 

 
• two supplier groups control close to 100% of the gas supplied into 

the WA domestic gas market and the resources in developed fields; 
 

• there are significant barriers to the entry of competitive new 
suppliers to the domestic gas market; 

 
• producers include the world’s largest oil companies with immense 

commercial and negotiating power 
 
• local consumers have no reasonable alternatives to gas supply 

other than existing suppliers;  
 
• the current market is experiencing a serious shortage in gas supply; 

 
• WA gas prices have risen dramatically to be four to five times prices 

in the Eastern Sates; 
 

• despite WA’s “abundance” of gas reserves, current domestic gas 
prices are significantly higher than in overseas markets (such as 
Henry Hub or LNG netback prices); and 

 
• the majority of potential new field developments which could 

increase gas supplies to the domestic market are owned or 
controlled by one or more of the NWSJV participants. 
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343. An assessment of whether joint selling arrangements are necessary to 
underpin the Gorgon Project should focus on the overall competitive 
market structure not the size or greenfield nature of the project. 

 
344. In the current market, any investment risks that joint selling 

arrangements purport to manage are more than offset by the immense 
market power enjoyed by Shell, Chevron and ExxonMobil.  The 
applicants have significant ability to determine supply and price – and 
to secure commercial returns that would facilitate Gorgon development 
without needing to combine together to sell. 

 
345. Furthermore, the State’s serious gas shortage is not expected to 

improve before 2015 at the earliest.   
 
346. It is revealing that the applicants have sought authorisation until 

agreements have been reached for the sale of 2000 PJ of domgas or 6 
years from the date of first gas.  This period would not only coincide 
with the continuing very tight market conditions for domestic gas, it is 
likely to long exceed it. 

 
347. It should also be remembered that while the proposed Gorgon Project 

represents a significant capital investment, the Project involves very, 
very large companies – indeed the world’s largest oil companies. 

 
348. To place the size of the Project in perspective, media reports refer to a 

$A 40 billion Gorgon Project.  ExxonMobil, the world’s largest oil 
company, reported 2008 profits of over $US 45 billion.   

 
349. As such, ExxonMobil alone would be able to fund the entire Gorgon 

development from a single year’s profits.  Shell, Chevron and 
ExxonMobil’s combined 2008 profits would, in $A terms, more than 
fund three Gorgon Projects let alone a single project constructed over a 
period of years. 

 
350. Individually, each these companies possess immense commercial and 

negotiating power compared to local gas customers, and indeed 
sovereign governments.  They have highly sophisticated businesses, 
with the operational and resource backing of multi-billion dollar global 
operations. 

 
351. In contrast, the bulk of the 25-30 companies that purchase gas direct 

from producers are smaller to medium sized companies, including 
emerging resource processing and power generation companies.  
These companies have limited bargaining power.  There is no 
commercial imperative for joint selling to offset the market power of 
customers to underpin gas field investment. 

 
352. The current situation can therefore be contrasted to the original 

NWSJV project.  Authorisation in that case enabled the NWSJV 
partners to offset the market power of the single vertically integrated 
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monopoly buyer (SECWA), and thereby negotiate the commercial 
returns that would facilitate investment. 

 
Shell, Chevron and ExxonMobil are already selling LNG separately 
 
353. The applicants argue that the Gorgon Project is a greenfield gas 

project involving “substantial upfront investment and an imperative to 
minimise risks and ensure security of cashflows in order for 
participating parties to undertake the venture”.68   

 
354. Despite this “imperative to minimise risks” to enable investment, Shell, 

Chevron and ExxonMobil have been competing with each other and 
selling LNG to overseas customers separately. 

 
• In 2005, Chevron entered into a 25 year contract to supply 1.5 

million tonnes of LNG a year from its share of Gorgon production to 
Osaka Gas in Japan. 

 
• In 2007, Shell entered into a 20 year contract to supply 1 million 

tonnes of LNG a year from its share of Gorgon production to 
PetroChina in China. 

 
• As recently as in May 2009, ExxonMobil reportedly agreed on an 

“intent to supply” 1.5 million tones of LNG a year from its share of 
Gorgon production to Petronet in India. 

 
355. The applicants have therefore been competing with each other for 

international sales since as early as 2005 with no apparent detriment to 
the viability of the Gorgon Project. 

 
356. Furthermore, LNG will account for the bulk of capital investment and 

revenues associated with the Gorgon Project.  Domestic gas will, in 
comparison, account for only a modest proportion of the overall Gorgon 
development: 

 
• the 15 million tonnes per year capacity of the three LNG trains 

equates to around 2200 TJ/day;69 
 
• the initial up to 150 TJ/day domgas supply would only be equivalent 

to just over 6% of expected LNG exports; 
 

• even at 300 TJ/day, domgas supply would only be equivalent to 
around 13% of expected LNG exports; 

 
• this 300 TJ/day is not expected to be attained until 2021 – some 12 

years after an expected final investment decision. 
 

                                            
68 Applicants’ submission, para.7.46. 
69 Conversion values provided by www.santos.com/conversion-calculator.aspx  
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357. To the extent that joint selling was considered necessary to reduce 
supply competition between participants and to mitigate the risks of a 
major greenfield investment, the applicants have not done so for LNG - 
the product that accounts for the bulk of the Gorgon Project investment 
and the bulk of expected revenues. 

 
358. It is also relevant that the international LNG market is highly 

competitive, with the Gorgon participants competing not only with each 
other but other LNG suppliers in Australia and the rest of the world.  
International customers have a multiplicity of choice and significant 
negotiating power vis-à-vis suppliers. 

 
359. LNG exporters face a very challenging international LNG market.  The 

Australian Financial Review reports on falling LNG demand in Japan 
and Korea, the world’s two largest LNG importers: 

 
“Imports of LNG in Japan dropped 8.4 per cent in March to 5.79 million 
tonnes from a year earlier as industries and power plants cut gas use.  
Imports of spot cargoes from the Atlantic Ocean area, including Egypt, 
Nigeria and Equatorial Guinea fell about 45 per cent to 354,995 tonnes 
in March from a year earlier.  Prices of spot transactions dropped about 
19 per cent to $US 716 a tonne on delivered terms …”70 

 
360. Similarly, The Times reports that gas demand and prices are tumbling 

from falling demand and a build-up in new LNG supplies: 
 

“Gas prices, already tumbling as a result of the recession, are suffering 
a triple whammy, according to Cambridge Energy Research Associates 
(Cera): from recession in the Far East; a long-awaited build-up in new 
supplies of liquefied natural gas (LNG); and unexpected discoveries of 
new gas reserves in the United States.  
 
“The emerging gas glut could even displace coal in the supply of fuel to 
power stations in Europe, Michael Stoppard, managing director of 
Cera, said.  
 
“In the teeth of a recession, the LNG industry is about to take a big 
upward step, Mr Stoppard said.  "Over the next 18 to 24 months, LNG 
capacity will increase by 30 per cent," he said. "Where is the stuff going 
to go? The answer will be in the Atlantic basin."  
 
“Natural gas prices have tumbled in recent months, falling in the United 
States from an average of $US12.61 ($19.18) in 2008 to $US4.54 in 
February. In Britain, the fall has also been precipitous, from $US13.46 
to $US6.79.”71 

 

                                            
70 ‘Gas prices slide in Japan as demand peters out’, Australian Financial Review, 5 May 2009. 
71 ‘Plunging gas prices threaten coal pits’, The Times, 16 March 2009. 
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361. WA gas producers have not been immune to the challenging 
international environment.  The Australian reports that “energy giant 
Woodside Petroleum Ltd has sold some cargoes of liquefied natural 
gas (LNG) into the spot market after demand from Asian markets 
dipped”.72 

 
362. The very challenging international LNG market stands in sharp contrast 

to the domestic gas market.  The WA gas market remains very tight, 
there is a serious shortage of gas, prices have risen dramatically and 
Shell, Chevron and ExxonMobil exercise significant market power. 

 
363. Logically therefore, to the extent there is any “imperative to minimise 

risks” to enable greenfield investment, this relates to: 
 

• the product (LNG) comprising the bulk of the capital investment and 
expected revenues associated with the Gorgon Project; 

 
• the market (the international LNG market) where the greatest 

commercial detriment and risks would arise from Project 
participants competing with each other. 

 
364. It does not relate to domestic gas.  The fact that Shell, Chevron and 

ExxonMobil have been – and will continue to – market LNG separately 
confirms that any investment risk associated with separate selling is 
illusory.   

 
There is a significant delay between LNG and first domgas supply  
 
365. The applicants argue that “during the developmental phase of a gas 

project joint marketing is essential”.  This will be until “extensive 
infrastructure [is] in place, and the supply of new demand through 
incremental development of fields”.73 

 
366. The applicants claim that both the domgas and LNG components are 

being developed “at the same time”, making both components – and 
the overall project – greenfield.74 

 
367. The greenfield nature of the Gorgon Project, and the fact that extensive 

infrastructure is not yet in place, has not prevented Shell, Chevron and 
ExxonMobil from separately negotiating agreements or “intent to 
supply” totalling 4 million tonnes per year of LNG. 

 
368. Furthermore, the applicants’ submission states that First Gas is not 

expected until 2015, some six years after a final investment decision is 
expected.75   

 
                                            
72 ‘Woodside unfazed by dip in LNG demand’, The Australian, 1 May 2009. 
73 Applicants’ submission, para.7.54. 
74 Applicants’ submission, para.7.46. 
75 Applicants’ submission, para.7.51. 
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369. Even with first domgas, supply will initially be for up to 150 TJ/day and 
“it may take six years after First Gas in 2015 to reach the 300 TJ/day 
target under the State Agreement”.76   

 
370. To place this in perspective, the up to 300 TJ/day volume represents a 

very modest quantity of supply compared to the expected domestic 
demand for gas, and to the overall scale of the Gorgon Project.  It is 
only equivalent to around 13% of the LNG exports that might be 
expected from the three LNG trains.77 

 
371. This very modest quantity would not be reached until 2021 at the 

earliest – some 12 years after an expected final investment decision on 
the Gorgon Project. 

 
372. It is also revealing that in public comments late last year, Chevron 

stated that first domestic gas delivery would not be until start-up of the 
third LNG train.  The October 2008 “Gorgon Project Update” states: 

 
“Greater Gorgon Area General Manager Colin Beckett said a proposal 
on domestic gas supply will now be submitted at the same time as the 
Project’s overall development proposals. 

 
The solution proposed by the Gorgon Joint Venture participants will 
provide the progressive supply of up to 300 terajoules per day of 
domestic gas with delivery starting at or around ready-for-start up of 
the Project’s third LNG train.”78 

 
373. The impression conveyed by the applicants’ submission that the LNG 

and domgas components are being developed “at the same time” is 
therefore less than accurate.   

 
374. The participants would already have engineered, financed, built and 

commenced operating two LNG trains, totalling 10 million tonnes per 
year in LNG capacity.   

 
375. These two LNG trains would be providing substantial security of 

cashflows.  First domgas would not begin until around start-up of the 
Project’s third LNG train, with the up to 300 TJ/day target not expected 
to be reached until 2021 – some 12 years after an expected final 
investment decision for the overall Proejct. 

 
376. Given the original Gorgon Project was for two LNG trains totalling 10 

million tonnes, the applicants would have engineered, financed, built 
and commenced operating the equivalent of the original Gorgon 
Project before first domgas supply. 

 

                                            
76 Applicants’ submission, para.7.51. 
77 Conversion values provided by www.santos.com/conversion-calculator.aspx 
78 ‘Gorgon Project Update’, October 2008. 
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377. LNG is moreover expected to account for the bulk of capital investment 
and revenues associated with the Gorgon Project.  Domestic gas will 
only account for a modest proportion of Project investment and 
revenues.  In fact, even at the 300 TJ/d volume, domgas would only be 
equivalent to around 13% of the LNG exports that might be expected 
from the three LNG trains.79 

 
378. To conclude, the applicants’ claim that separate selling of domgas is 

necessary to underpin the overall greenfield Gorgon Project should be 
rejected: 

 
• domgas only accounts for modest proportion of the overall Project 

with LNG accounting for the bulk of capital investment and 
expected revenues; 

 
• there is significant delay between the LNG and domgas 

components of the Project, with domgas delivery only starting at or 
around start-up of the third LNG train; 

 
• the Project would have security of cashflows from two LNG trains 

totalling 10 million tonnes of LNG per year - the equivalent of the 
original Gorgon project – before first domgas supply; 

 
• the 150 TJ/d domgas supply volume is very modest compared to 

the overall scale of the Gorgon Project; and 
 

• even the very modest 300 TJ/d supply volume would not be 
reached until 2021 at the earliest – some 12 years after an 
expected final investment decision. 

 
4.3 Conclusion 
 
379. Separate selling of domgas by the Gorgon Project is commercially and 

practically feasible: 
 

• the WA domestic gas market has undergone significant 
transformation over the past 10 years; 

 
• Shell and its partners sell separately from the major Pohokura gas 

field in New Zealand despite originally claiming it was impossible to 
do so because of supposed market features; 

 
• long term contracts have not prevented major producers from 

supplying international customers and expanding LNG supply; 
 

• major producers already enjoy complete transparency over 
domestic demand and contract pricing, whereas domestic 
consumers have no access to this information; 

                                            
79 Conversion values provided by www.santos.com/conversion-calculator.aspx 
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• there is no commercial imperative for joint selling to offset the 

market power of customers; 
 

• the operational measures necessary to enable separate selling are 
well-known and practical; 

 
• marketing decisions for domestic gas are already being made 

separately by Shell and Chevron in regard to the NWSJV; 
 

• gas balancing and nomination arrangements are already in place in 
the WA market; 

 
• producers in other joint venture gas developments sell separately 

into the WA domestic gas market; and 
 

• marketing decisions are already being made separately by Shell, 
Chevron and ExxonMobil with respect to LNG and condensate; 

 
• Shell, Chevron and ExxonMobil have been compelled by 

competition authorities to sell separately in other countries – 
including in Norway, Denmark and New Zealand; and 

 
• joint selling is not necessary to support investment and 

development of the Gorgon Project. 
 
380. In the absence of an authorisation, Chevron, Shell and ExxonMobil 

would be able to separately sell gas into the domestic market. 
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5. PUBLIC BENEFITS 
 
 
5.1 Summary 
 
381. Separate selling of domgas is commercially and practically feasible.   
 
382. The benefits associated with the Gorgon Project would therefore arise 

even in the absence of joint selling. 
 
383. To the extent there are any additional “public” benefits from joint 

selling, these are illusory and accrue exclusively to the applicants. 
   
384. These include the significant windfall gains expected from the 

suppression of competition and the concentration in market power with 
joint selling. 

 
5.2 The public benefits would arise with or without joint selling 
 
385. The applicants claim that separate selling of domgas is not 

commercially or practically feasible in WA and that “the benefits of the 
Project and the benefits that will arise from joint marketing are 
therefore inseparable”.80 

 
386. As outlined in section 4, separate selling is commercially and 

practically feasible.  The benefits arising from the Project would 
therefore arise even in the absence of joint selling.   

 
387. As the ACCC in the PNG Determination stated: 
 

“If it were feasible for the Project to proceed under separate marketing 
arrangements the benefits arising from the Project could not be 
attributed to the joint marketing conduct.  They would arise under both 
the future with and without joint marketing arrangements.”81 

 
5.3 The additional benefits claimed are illusory 
 
388. The applicants further assert that even if separate selling is feasible, 

joint selling would still bring significant and long term public benefits 
including: 

 
• less marketing and transaction costs, and less risk, which is likely to 

lead to prices that are lower, or at least no higher, than prices under 
separate marketing; 

 
• strong inter-project competition, enabling the Gorgon Project to 

exert competitive pressure on current supplier prices; 

                                            
80 Applicants’ submission, para.1.10. 
81 ACCC, PNG Gas Project, Determination, 3 May 2006, p.45. 
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• more domgas available in the market; and 

 
• avoiding creating a disincentive for future investment.82 

 
389. These claims have no merit.  To the extent there are any additional 

“public” benefits from joint selling, these are illusory and accrue 
exclusively to the applicants.   

 
5.3.1 Marketing and transactions cost and risk 
 
390. The applicants assert that separate selling would entail higher costs 

and risks which they would invariably seek to pass on to domgas 
consumers.  The “costs and risks” claimed by the applicants include: 

 
• the need to access domgas from other joint venturers to make up 

for any shortfall; 
 
• the greater costs associated with negotiations with customers; 

 
• transaction costs from the number of separate marketers; 

 
• the need for storage of fixed entitlements; 

 
• gas balancing arrangements are “impractical and infeasible in 

illiquid markets”; and 
 

• the costs associated with a “clearing house” to manage “overs and 
unders” in demand. 

 
The domestic gas market has undergone significant transformation 
 
391. As outlined in sections 2 and 4 above, the WA domestic gas market 

has undergone major transformation which has led to a significant 
expansion in: 

 
• the role of brokers providing gas trading services to gas users; 

 
• short and long-term trading in gas transmission capacity and 

physical gas; 
 

• additional transportation and storage options; 
 

• the flexibility within the Dampier to Bunbury Natural Gas Pipeline 
system to deal with supply and demand imbalances; and 

 

                                            
82 Applicants’ submission, para.1.12. 
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• connectivity between gas pipelines in Western Australia – gas can 
now be traded either physically or commercially in any part of the 
system. 

 
392. The “costs and risks” claimed by the applicants as relating to an 

“immature” market are therefore no longer applicable in the WA 
domestic gas market. 

 
Gas balancing and nomination arrangements are already in place 
 
393. The applicants claim that gas balancing arrangements are “impractical 

and infeasible in illiquid markets”.  They further assert that to the extent 
that imbalances could be addressed by gas balancing arrangements, 
these would result in higher costs due to associated risks being passed 
on to customers.83 

 
394. As outlined in section 4, gas balancing and nomination arrangements 

are already in place in the WA market: 
 

• as part of the NWSJV involving domestic gas sales from two 
separate domgas joint ventures with two separate ownership 
structures; 

 
• with Shell, Chevron and ExxonMobil selling LNG separately from 

the Gorgon Project; 
 

• to manage the supply of Io gas into the Gorgon Project – a field 
outside the Project, with a different ownership structure (see 5.2.3); 

 
• to manage the separate agreement between Shell and BP by which 

BP will sell petroleum to Shell and purchase it as LNG cargoes after 
it has been processed through the Gorgon LNG infrastructure (see 
5.2.3). 

 
395. Shell and its partners also sell domestic gas separately in New Zealand 

despite previously claiming that gas balancing and nomination 
arrangements would present “insurmountable problems”. 

 
Transaction costs and risks 
 
396. Marketing / transaction costs and risks have not prevented Shell, 

Chevron and ExxonMobil from selling LNG separately.  This is despite 
international LNG contract negotiations being significantly more 
complex undertakings requiring sellers to manage: 

 
• sovereign risk issues; 

• exchange rate risk issues; 

                                            
83 Applicants’ submission, para.7.88. 
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• jurisdictional and governing law issues; 

• potential language barriers; 

• negotiations with sovereign government entities or foreign 
corporations; 

• commodity price risks where LNG contracts are linked to 
international oil prices. 

 
397. In contrast, these costs and risks are minimal if not non-existent in 

domestic gas negotiations.   
 
398. To the extent there is a “higher risk environment” from separate 

marketing as claimed by the applicants,84 this therefore relates to the 
international LNG market and not the domgas market. 

 
399. The applicants further claim that separate selling would require each 

participant to hire or relocate marketing staff, engage in separate 
negotiations and increase costs through duplication of overheads 
which need to be recouped from domgas customers. 

 
400. As outlined above, Shell, Chevron and ExxonMobil already possess 

substantial marketing expertise and capacity within their individual 
organisations – both within WA, and as part of their global operations. 

 
401. Shell, Chevron and ExxonMobil are already separately negotiating 

complex and significant international LNG sales agreements since as 
early as 2005. 

 
402. Separate marketing decisions are also being made by Shell and 

Chevron in regard to domgas sales from the NWSJV: 
 

• All of the NWSJV participants – including Shell and Chevron - retain 
substantial marketing capability within their respective organizations 
to support the marketing of NWSJV Domgas Venture and 
Incremental Venture production.   

 
• All contracts for supply of gas to domestic customers from the 

NWSJV involve all six (for the Incremental JV) counterparties – 
including Shell and Chevron - contracting severally. 

 
• While North West Shelf Gas Pty Ltd negotiates with a purchaser on 

behalf of the JV participants, it has to communicate with and seek 
approval from all six JV participants – including Shell and Chevron - 
on contract terms and price. 

 

                                            
84 Applicants’ submission, para.7.86. 
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• North West Shelf Gas Pty Ltd has no authority to agree terms – it is 
a clearing house or postbox by which all six parties – including Shell 
and Chevron - come together to set contract prices and terms. 

 
• DBP’s Operating Balancing Agreement is with all six JV participants 

severally – including Shell and Chevron.  
 

• In the event of an emergency which has any bearing on contractual 
obligations of the NWSJV, North West Shelf Gas refers every action 
to all six JV participants – including Shell and Chevron - for 
responses. 

 
403. According to the applicants, Shell already has “relevant staff with 

experience of sales in WA and the facilities they use” from the NWSJV 
which they claim to be “firewalled” from the Gorgon Project.85  Shell 
staff with experience with WA domgas sales, and their dedicated 
facilities, clearly perform a function that is more than providing a mere 
postbox for rubber stamping decisions by North West Shelf Gas. 

 
404. Similarly, Chevron “has developed the knowledge, expertise and 

resources to enable it to fulfil the marketing role on behalf of the 
Participants”.86  To the extent that this knowledge, expertise and 
resources relates to the marketing of domestic gas to the WA market, 
they could only have arisen from active participation in domgas 
marketing in WA. 

 
405. While the applicants’ submission asserts that ExxonMobil has not 

supplied pipeline specification gas into the domestic market, it 
footnotes that gas has been supplied from the Griffin Project.87   

 
406. It also fails to disclose that as recently as May 2009, ExxonMobil has 

reportedly agreed on an “intent to supply” 1.5 million tonnes of LNG a 
year from its share of Gorgon production to Petronet in India.  It could 
be inferred that negotiations on a complex international sales 
agreement of this magnitude are continuing, and would involve 
substantial marketing expertise and capacity on the part of ExxonMobil. 

 
407. Finally, it is appears beyond belief that the world’s biggest oil 

companies - with their immense commercial and negotiating power, 
highly sophisticated businesses and the operational and resource 
backing of multi-billion dollar global operations - could claim a lack of 
knowledge, expertise and resources that prevents them separately 
marketing gas. 

 
408. To conclude, the transaction risks and costs claimed in regard to 

separate selling for domgas are marginal compared to the substantial 

                                            
85 Applicants’ submission, 6.14. 
86 Applicants’ submission, 6.14. 
87 Applicants’ submission, para.6.14 and footnote 22. 
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marketing expertise and capacity already possessed by the 
applications within their organisations.   

 
409. The applicants have also been separately negotiating major 

international LNG contracts – undertakings that require far greater 
complexity, risks and costs than domgas sales. 

 
Any increase in prices to consumers is the result of coordinated 
exercise of market power 
 
410. The applicants claim that in the absence of joint selling arrangements, 

higher transaction costs from separate selling would lead to higher 
prices for consumers.88 

 
411. The experience in Western Australia demonstrates that higher prices 

for consumers has been the direct result of the coordinated exercise of 
market power through joint selling arrangements, rather than any costs 
associated with separate selling. 

 
412. The NWSJV participants – which include Shell and Chevron - have 

publicly threatened to pass on the removal of the Federal Government 
condensate excise exemption in the form of higher gas prices to 
domestic consumers.89  The West Australian reported that: 

 
“Woodside chief executive Don Voelte said there could be a big 
backlash from some of the multinationals if the Australian 
Competition and Consumer Commission forced the partners to 
compete against each other for customers. 
 
He also said his company would not feel guilty about passing on to 
its gas customers a proposed increase in oil excise, saying he had 
to look after Woodside shareholders.”90 

 
413. The co-ordination of market power under joint selling means 

participants can force domestic consumers to pay higher gas prices 
despite therefore being no justification to do so. 

 
414. It is telling that the excise is applied on the production of condensate, 

not natural gas.  It is also telling that the NWSJV participants – which 
include Shell and Chevron – have not threatened to pass on the cost of 
the removal of the condensate excise exemption to overseas LNG 
customers, or to local or overseas condensate customers.   

 

                                            
88 Applicants’ submission, para.7.87. 
89  ‘Gas market faces ACCC shake-up’, The West Australian, 29 August 2008; ‘Households 

winners in NW Shelf gas shake-up’, The West Australian, 30 August 2008; ‘Gas price 
“inflated”, watchdog called in’, The Weekend Australian, 30-31 August 2008. 

90  The West Australian, ‘Woodside warns on forcing Shelf split’, 17 September 2008. 
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415. Far from mitigating price increases to consumers, joint selling 
arrangements in fact provide a mechanism to pass on costs, otherwise 
borne by overseas customers, on to WA consumers.   

 
416. The result is to force domestic consumers to subsidise the international 

customers of Shell, Chevron and the other NWSJV participants. 
 
5.3.2 Inter-project competition 
 
417. The applicants claim that joint selling would promote inter-project 

competition, enabling the Gorgon Project to exert competitive pressure 
on current supplier prices. 

 
418. In the PNG Determination, the ACCC stated: 
 

“[P]otentially anti-competitive detriments may arise where cross-
ownership among PNG gas producers and producers in other gas 
basins exists.  These detriments … are associated with the potential 
misuse of confidential information and exercise of market power.  
These detriments should not arise under separate marketing 
arrangements.” 
 
“Under joint marketing arrangements each of the participants in the 
Process would have access to commercially sensitive information 
about the Project’s customers, such as pricing, volumes and delivery 
points.  The potential exists for such information to be inappropriately 
disclosed and used in an anti-competitive manner by parties who have 
other gas interests in eastern Australia … a Project participant could 
use this information as leverage in negotiations in respect of its other 
interests in gas basins in Australia.”91 

 
419. The concentration in supply in the WA market and cross-ownership in 

supply operate as significant barriers to inter-project competition.  As 
previously outlined, Shell and Chevron are participants in the NWSJV.  
Through unauthorised cartel selling arrangements, the NWSJV control 
70% of the WA domestic gas market.   

 
420. Furthermore, Shell and Chevron have access to detailed knowledge of 

the commercial terms and timing of all domestic gas sales 
arrangements entered into by the NWSJV including on: 

 
• price; 

• supply volumes; 

• contract term and expiry; and 

• the identity and supply demand of potential customers seeking gas. 
 

                                            
91 ACCC, PNG Gas Project, Determination, 3 May 2006, pp.36 and 63. 
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421. This sharing of what would otherwise be confidential commercial and 
market sensitive information confers Shell, Chevron – and by extension 
Gorgon joint venture partner ExxonMobil – significant advantage in 
negotiations with individual consumers.  This can only serve to 
eliminate any competitive pressure that the Gorgon Project might 
otherwise assert on the domestic market. 

 
422. In contrast, potential consumers have no access to commercial 

information on other gas contract sales or negotiations, including what 
other consumers have paid in recent contracts.  This severely limits 
their ability to bargain on a level playing field with major producers. 

 
423. Chevron’s assertion that “relevant staff with experience of sales in WA 

and the facilities they use are firewalled from the Project because of 
the involvement in the NWS Venture” should be discounted.92  In the 
absence of ACCC-enforceable ring fencing undertakings, there is 
nothing to prevent Shell and Chevron misusing this information in 
negotiating on the price or non-price terms of gas sold by the Gorgon 
Project.   

 
424. Far from promoting inter-project competition, joint selling arrangements 

would enable coordination of the already dominant market power of 
Shell and Chevron through the NWSJV: 

 
• Shell, Chevron and ExxonMobil are unlikely to sell Gorgon gas at 

prices lower than those agreed to by Shell and Chevron in the sale 
of NWSJV gas; 

 
• Shell and Chevron are unlikely to agree to sales of NWSJV gas at 

prices lower than that attained by Shell, Chevron and ExxonMobil in 
regard to Gorgon gas; and 

 
• the other NWSJV participants are unlikely to sell gas in their other 

developments at prices lower than NWSJV and Gorgon gas. 
 
425. The effect of joint selling would be to entrench and extend the current 

minimum pricing for domestic gas. 
 
5.3.3 More domgas in the domestic market 
 
Market structure “barriers” 
 
426. The applicants claim that joint selling will lead to more domgas 

available in the market because of the infeasibility of gas balancing 
arrangements, the inflexibility of a “project” market with lumpy demand, 
and the higher costs of separately marketing domgas. 

 

                                            
92 Applicants’ submission, para.6.14. 
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427. As outlined in sections 2 and 4, the applicants’ claims regarding the 
domestic gas market have no merit.  The WA domestic gas market has 
undergone significant transformation over the past 10 years. 

 
428. Strikingly similar claims were also made by Shell and its partners in the 

New Zealand Pohokura case.  These perceived market structure 
factors did not prevent the parties selling domestic gas separately, 
despite previously claiming it was impossible or infeasible to do so. 

 
Any inter-project competition is illusory 
 
429. The applicants claim that without joint selling, the Project would be 

“unable to effectively compete for major domgas contracts against 
other projects”93. 

 
430. As previously discussed, any competitive pressure that Gorgon gas 

supply might have on the domestic market is negated by: 
 

• Shell and Chevron’s participation in the unauthorised cartel selling 
arrangements of the NWSJV; 

 
• their access to commercially sensitive information about the 

NWSJV’s customers such as pricing, volumes and delivery points; 
and 

 
• any extension of joint selling arrangements to the Gorgon Project; 

 
Higher costs and less efficient marketing of domgas 
 
431. The applicants assert that “higher costs and less efficient marketing of 

domgas” is likely to reduce the incentive to supply domgas above the 
minimum domgas reservation volumes.94 

 
432. As outlined above, separate selling does not appear to have reduced 

the applicants’ incentive to supply LNG into the international market.  
This is despite international LNG contracts involving significantly 
greater risks and significantly more complex negotiating undertakings 
than domestic gas contracts. 

 
433. In addition, Shell and Chevron already retain significant marketing 

capacity for domestic gas as participants in the NWSJV.  This is 
confirmed in their submission. 

 
434. Any additional costs associated with the separate marketing of domgas 

are therefore marginal compared to: 
 

• the overall scale of the Gorgon Project; 

                                            
93 Applicants’ submission, para.7.92. 
94 Applicants’ submission, para.7.93. 
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• the fact that participants already retain significant domestic 

marketing capacity; and 
 

• the significantly greater risks and complexity relating to international 
LNG contracts – which the applicants are already marketing 
separately. 

 
435. In contrast, the applicants would be expected to derive significant 

economic benefit from the suppression of competition and the 
concentration in market power that would flow from joint selling. 

 
Producers have commercial incentive to supply the domestic market 
 
436. Each of the applicants would have strong commercial incentives to sell 

gas separately in the WA market even in the absence of joint selling 
arrangements. 

 
437. Each of the applicants would have the right to own, take and separately 

dispose of its production entitlement.  They have been exercising this 
right and have been separate selling of LNG since as early as 2005. 

 
438. Given that gas reserves and production have commercial value, each 

of the applicants would have strong commercial incentive to monetise 
their share of reserves. 

 
439. Further, the WA domestic market provides significant opportunities to 

producers.  As previously outlined: 
 

• there continues to be a serious shortage of gas which has led to a 
very tight market and escalating gas prices; 

 
• producers have been seeking more than “LNG-netback” prices from 

domestic customers – i.e. a premium return from domestic 
customers well in excess of that which could be derived from LNG 
exports; 

 
• recently reported WA gas prices have been up to $14-16 per 

gigajoule before transmission costs; 
 

• at these price levels, WA gas prices are around four to five times 
Eastern States prices on a delivered basis – gas prices in the 
Eastern States are around $3-4 per gigajoule; 

 
• local customers would welcome the opportunity to access the same 

price and terms as the 2004 LNG contract with China which pegs 
prices at the equivalent of $US 25 a barrel for oil; and 
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• demand for gas will continue to grow – WA will require 1,100 TJ/day 
of additional gas by 2014-15 to meet new and replacement demand 
– this is equivalent to the total size of the existing market for gas; 

 
• the domestic market continues to offer the advantages of minimal or 

no sovereign risk or currency risk, geographic proximity without the 
need for vast shipping distances to China or Japan, and access to 
long term contracts; and 

 
• the domestic market provides stable returns to producers and does 

not suffer from the volatility of international oil prices (and 
increasingly LNG prices).  

 
Producers will have greater flexibility to source additional supply from 
outside the JV 
 
440. The applicants claim that separate selling would result in each 

participant contracting less than their equity share of the available 
domgas production capacity, thereby reducing the volume of domgas 
available at any point in time. 

 
441. This argument has no merit.  As outlined above, individual Gorgon 

participants have commercial incentive to monetise their proportion of 
reserves and supply the domestic gas market. 

 
442. Separate selling would also provide individual participants with greater 

flexibility to access supply from outside the Gorgon joint venture 
arrangement to back contracts. 

 
443. The Gorgon participants and BP have entered into an agreement with 

Shell to enable unitisation of BP’s Io gas field with the Gorgon Project’s 
Jansz gas field.   

 
444. Shell has also separately entered into an agreement with BP under 

which BP will sell petroleum to Shell and purchase it as LNG cargoes 
after it has been processed through Gorgon LNG infrastructure.95 

 
445. The arrangement means that the Gorgon Project will be sourcing gas 

from a field outside the Project, with a different ownership structure. 
 
 

                                            
95 BP, ‘Significant milestone for Io and Jansz gas fields’, 29 May 2009, available at: 
http://www.bp.com/genericarticle.do?categoryId=9008681&contentId=7053385.  
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Table: Equity shares of the Io and Jansz fields, and the Gorgon Project 
 
 Io Licences 

WA-25-R 
WA – 26-R 

Jansz licence 
WA-18-R 

Gorgon LNG 
Project 

BP 12.5% - - 
Chevron 50% 50% 50% 
ExxonMobil 50% 25% 25% 
Shell 12.5% 25% 25% 
 
 
446. This demonstrates that the Gorgon participants are able to access 

supply from outside the Gorgon Project – whether for LNG sales, or for 
domgas.  

 
447. It also demonstrates that gas balancing arrangements are practical and 

feasible given the Gorgon participants will be managing: 
 

• the supply of gas from outside the Gorgon Project; 
 
• the ownership structure of the Io field both in regard to BP as a non-

Gorgon participant, and in the different ownership shares of Gorgon 
participants Shell, Chevron and ExxonMobil; and 

 
• Shell’s separate sales, processing and re-purchase agreement with 

BP. 
 
Joint selling by Shell and Chevron has not delivered additional gas 
supply to WA consumers 
 
448. The Commission would recall that Shell, Chevron and their partners 

have previously claimed that authorisation for joint selling would deliver 
more domgas supply to the WA market.  This commitment was never 
met. 

 
449. In 1998, Shell, Chevron and their partners claimed - as part of their 

justification for seeking authorisation to extend NWSJV joint selling – 
that they intended to increase the capacity of the domestic gas 
processing plant to 1,100 TJ/d through the construction of an additional 
domestic gas processing train.   

 
450. Shell, Chevron and the other NWSJV participants’ submission reads in 

relevant part: 
 

“A discussed with Dr John Tamblyn, a representative of the Australian 
Competition and Consumer Commission (the ACCC) on 27 November 
1995, the Joint Venture Participants are contemplating expanding the 
capacity of the Project.  The proposed expansion will increase the 
production of gas for sale in Western Australia.  This will result in 
the current capacity of the Domestic Gas Joint Venture (the Domgas 
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Venture) being exceeded.  The Joint Venture Participants, for reasons 
of certainty, have decided to seek additional authorisation to that 
issued on 15 February 1977 (the 1977 Authorisation) by the Trade 
Practices Commission (the TPC) to the then participants of the 
Project.”96 
 
“To be able to compete for the supply to industrial projects forecast to 
be undertaken in the short to medium term, and in some cases to 
render a project, the Joint Venture Participants are contemplating an 
expansion of capacity of 550 TJ/day to enable them to accept 
obligations for the supply on a firm basis of approximately 1,100 
TJ/day.  Sellers are currently negotiating with existing and prospective 
customers for supply to various new and expanded facilities and 
projects.  The industrial tranches of gas necessary to meet these 
customers’ demand is in excess of what any individual participants 
would be able to meet from their respective shares.  Therefore these 
discussions must involve all the Joint Venture Participants.” 97 
 
“The proposed expansion by the Joint Venture Participants therefore 
extends to creating additional capacity for existing customers, as well 
as capacity for new customers and projects.  The national importance 
of these developments in terms of increased exports and import 
replacement, as well as the direct benefits enjoyed by the businesses 
and communities concerned, are likely to be significant.  However, 
such an expansion decision must necessarily involve all the Joint 
Venture Participants, including MIMI, because it will result in supply of 
natural gas by the Incremental Venture … It must also be predicated 
on the ability of the Joint Venture Participants to co-ordinate the 
marketing of any expanded capacity.” 98 
 
“The proposed expansion which also includes potential investment in 
LNG expansion entails the construction of: 
 
(a) a second pipeline from North Rankin A platform to the onshore 

processing facilities on the Burrup Peninsula; and 
 
(b) a third pipeline gas processing train and additional fractionation 

and stabiliser facilities (which would be installed alongside the 
existing processing facilities on the Burrup Peninsula).” 99 

 
451. This commitment to expand domestic gas capacity and to construct a 

third domgas processing train was never met despite: 

                                            
96 North West Shelf Project, Submission to the ACCC in Support of an Application for 
Authorisation, 5 September 1997, para. 1.2. 
97 North West Shelf Project, Submission to the ACCC in Support of an Application for 
Authorisation, 5 September 1997, para. 9.7. 
98 North West Shelf Project, Submission to the ACCC in Support of an Application for 
Authorisation, 5 September 1997, para. 9.8. 
99 North West Shelf Project, Submission to the ACCC in Support of an Application for 
Authorisation, 5 September 1997, para. 9.9. 
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• clear demand for domestic gas; and 
 
• Shell, Chevron and their NWSJV partners continuing to sell jointly. 

 
452. Since the granting of the 1998 authorisation, there has however been a 

significant expansion in LNG exports.  LNG Train 4 was completed in 
2005 and LNG Train 5 completed in 2008.  LNG Train 5 is producing 
4.4 million tonnes of LNG annually, bringing total LNG export 
production to 16.3 million tonnes per year.100   

 
453. Woodside has flagged construction of a further six LNG Trains, with the 

ambition of an additional 77 million tones of LNG capacity within the 
next 15 years.101 

 
454. In contrast, supply to the domestic market by the NWSJV has 

increased only marginally from the 1980s.  The NWJSV has not 
contracted any significant new volumes of gas into the domestic market 
since the mid-1990s.   

 
455. This is notwithstanding the severe gas market shortfall, and their earlier 

commitment to double the size of the domestic gas processing plant as 
part of their justification for seeking the 1998 authorisation for joint 
selling. 

 
456. Shell, Chevron and their NWSJV partners also appear to have taken a 

deliberate view to not typically supply customers of less than around 15 
TJ/d demand.  Smaller customers are effectively forced to purchase 
from Apache - the 'effective' monopoly seller for that section of the 
market. 

 
457. Claims by the applicants that joint selling is necessary to deliver more 

domgas to the WA market should therefore be rejected given the past 
practice of Shell, Chevron and their NWSJV partners. 

 
5.3.4 Delays in domgas supply 
 
458. The applicants claim that that separate selling is “likely to result in 

delays in bringing domgas to market, and further delays in ramping up 
domgas production”.102  There is no basis for these claims given: 

 
• Shell, Chevron and ExxonMobil already possess substantial 

marketing expertise and capacity within their individual 
organisations – both within WA, and as part of their global 
operations; 

                                            
100 Woodside Petroleum, ‘North West Shelf Venture Produces First LNG From Train 5 
Production Facility’, ASX Announcement, 1 September 2008. 
101 ABC News online, ‘Outlook remains strong: Woodside’, 1 May 2009, 
http://www.abc.net.au/news/stories/2009/05/01/2558367.htm  
102 Applicants’ submission, para.7.102. 
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• Shell, Chevron and ExxonMobil are already separately negotiating 

complex and significant international LNG sales agreements since 
as early as 2005; and 

 
• Separate marketing decisions are already being made by Shell and 

Chevron in regard to domgas sales from the NWSJV: 
 
459. Furthermore, LNG is expected to account for the bulk of capital 

investment and revenues associated with the Gorgon Project.  
Domestic gas will only account for a modest proportion of Project 
investment and revenues, with first domestic gas not expected until 
start-up of the third LNG train. 

 
460. Strikingly similar claims were made by Shell and its partners in the New 

Zealand Pohokura case: 
 

• “The Pohokura JV parties do not consider that separate marketing 
is feasible in the foreseeable future or for the expected life of 
Pohokura.  Accordingly, no development is a counterfactual in the 
event that authorisation is not granted.”  

 
• “[M]arketing would involve significant delay as the Pohokura JV 

parties attempt to address the problems associated with separate 
marketing, such as the need for a gas balancing arrangement and 
the need to co-ordinate development and operation (in the absence 
of the market developments necessary to support separate 
marketing).”  

 
• “If commencement of production from Pohokura is delayed 

indefinitely, the gas production market would not receive the 
competitive benefit of a new source of gas supply.”  

 
• “[I]t is a very real prospect that the Pohokura JV parties would never 

reach agreement on feasible arrangements.  Therefore the first 
counterfactual of no development may well be the outcome of an 
attempt at scenario 2 marketing.”  

 
• “Authorisation of joint marketing will enable earlier development of 

and production from Pohokura.  The public benefits have been 
modelled on a conservative estimate that the delay in commencing 
production will be three years …” 

 
• “Absent joint marketing, the delay is expected to be at least in the 

order of three years.  Accordingly, if joint marketing was not 
authorised, Pohokura would not be expected to commence 
production until 2007.  This quantification is conservative.  The 
delay may well be longer and possibly indefinite.”103  

                                            
103 Applicants’ submission in the Pohokura case, para.46, 52, 66, 72, 81 and 85. 
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461. Development of the Pohokura project took place, and the partners sold 

separately, with no delay in production, despite Shell and its partners 
claiming that separate selling would result in: 

 
• “no development” 

• “significant delay” 

• production being “delayed indefinitely”; or 

• production being delayed for at least “three years” on a 
conservative estimate. 

 
462. To the extent there has been any delay in domgas supply, this cannot 

be attributed to any future selling arrangements that the Gorgon 
partners might or might not implement in respect to domestic gas. 

 
463. The original Gorgon project involved the proposed development of two 

5 million tonne per annum LNG processing trains, and a domgas train.  
The State Agreement committed the Gorgon partners to establish a 
domgas project by end 2012 and progressive expansion to deliver at 
least 300 TJ per day. 

 
464. Since the original State Agreement was concluded however, the 

Gorgon partners have proposed a significant expansion in the project 
to add a third 5 million tonne per annum LNG processing train. 

 
465. According to their submission, they have secured approval from the 

State Government to delay establishment of the domgas project by 
three years until end 2015.104   

 
466. Even then, initial supply will only be up to 150 TJ/day.  The applicants 

indicate that it may take a further six years after first gas to reach even 
the very modest 300 TJ/day target under the State Agreement – i.e. 
2021.105 

 
467. Chevron has also publicly stated as early as October 2008 that 

domgas delivery would not be until “at or around ready-for-start-up of 
the Project’s third LNG train”. 

 
468. Given the original Gorgon Project was for two LNG trains totalling 10 

million tonnes, the applicants would have engineered, financed, built 
and commenced operating the equivalent of the original Gorgon 
Project before first domgas supply. 

 
469. To the extent there has been any delay in domestic gas supply, this 

cannot be attributed the future selling arrangements that the applicants 
might or might not implement for domestic gas. 

                                            
104 Applicants’ submission, para.2.17. 
105 Applicants submission, para.7.51. 
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5.3.5 Disincentive for future investment 
 
470. The applicants’ claim that separate selling would dissuade future 

investment in domgas production should be rejected.  As outlined 
above, the WA domestic market provides significant opportunities to 
producers. 

  
471. Furthermore, the up to 150-300 TJ/day domestic supply volume 

identified by the applicants represents a very modest volume of supply 
compared to: 

 
• the current and expected size of the domestic market; 

• the level of unfilled demand; and 

• the overall scale of the Gorgon Project. 
 
472. In the Pohokura case, Shell and its partners claimed that preventing 

joint selling would discourage new exploration.  These arguments were 
rejected by the New Zealand Commerce Commission. 

 
473. The New Zealand Commerce Commission considered that gas 

producers would be fully aware of that New Zealand competition law 
prohibited joint selling arrangements that substantially lessened 
competition.  The potential costs would in any event outweighed by the 
potential rewards: 

 
“The Commission does not accept that a decision to decline the current 
application would have more than a minimal impact on the level of new 
gas exploration.  The current level of exploration is described by Crown 
Minerals as high, and this has occurred presumably in the knowledge 
that New Zealand competition law prohibits arrangements, including 
joint marketing arrangements, which substantially lessen competition in 
a market, unless they have been authorised by the Commission … 
 
While it is axiomatic that any additional cost faced by new entrants act 
as a disincentive to entry, the Commission considers that the scale of 
these additional costs, in comparison with the potential rewards, would 
not be likely to be sufficient to make a viable field non-viable.”106 

 
5.4 Conclusion 
 
474. Separate selling of domgas is commercially and practically feasible.   
 
475. The benefits associated with the Gorgon Project would therefore arise 

even in the absence of joint selling. 
 
                                            
106  New Zealand Commerce Commission Determination, Decision 505, September 2003, 
para.390-391. 
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476. To the extent there are any additional “public” benefits from joint 
selling, these are illusory and accrue exclusively to the applicants. 

   
477. These include the significant windfall gains expected from the 

suppression of competition and the concentration in market power with 
joint selling. 
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6. SIGNIFICANT ANTI-COMPETITIVE DETRIMENT 
 
 
6.1 Summary 
 
478. Joint selling by the Gorgon participants would result in significant anti-

competitive detriment by: 
 

• significantly reducing the number of independent sellers from three 
to one; 

 
• reducing customer choice over terms and conditions on offer; 

 
• entrenching the already dominant market power exercised by Shell 

Chevron and ExxonMobil, with consumers lacking countervailing 
power; 

 
• enabling the coordinated exercise of market power;  

 
• extending that market power to other projects in which Shell, 

Chevron and ExxonMobil participate; and 
 

• entrenching an effective minimum price for domestic gas. 
 
479. In the absence of joint selling: 
 

• Shell, Chevron and ExxonMobil would compete against each other 
for WA domestic gas customers; 

 
• consumers would have greater customer choice over terms and 

conditions on offer; 
 

• Shell, Chevron and ExxonMobil would not be able to co-ordinate 
market power in setting price or non-price terms; and 

 
• there would be greater competitive pressure asserted on existing 

suppliers. 
 
480. The significant anti-competitive detriments far outweigh any benefits 

that might be derived from joint selling. 
 
481. Interim and final authorisation should not be granted to the applicants 

for joint selling. 
 
482. The WA market can be distinguished from that in the PNG Gas Project 

Determination.  In that case, the project participants possessed a lack 
of bargaining power and consumers possessed countervailing power. 
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6.2 Separate selling is significantly more competitive 
 
483. The ACCC has long emphasised the importance of separate selling.  In 

the 1998 NWSJV Determination, the ACCC stated: 
 

“It is the Commission’s view that, where possible, separate marketing 
is to be preferred to joint marketing.  By creating price competition 
between as many suppliers of gas as possible, separate marketing 
should generate a number of benefits for consumers and users of gas.” 

107 
 
484. The 2002 Parer Report also concluded that: 
 

“Moving toward separate marketing should be considered as part of the 
overall package to improve the competitive nature of the natural gas 
market.  Separate marketing itself should be regarded as one of the 
ingredients that in the appropriate circumstances helps to create 
competition and thereby a more mature market.”108 

 
485. In the present case, joint selling by the Gorgon participants would 

result in significant anti-competitive detriment by: 
 

• significantly reducing the number of independent sellers from three 
to one; 

 
• reducing customer choice over terms and conditions on offer; 

 
• entrenching the already dominant market power exercised by Shell 

Chevron and ExxonMobil, with consumers lacking countervailing 
power; 

 
• enabling the coordinated exercise of market power;  

 
• extending that market power to other projects in which Shell, 

Chevron and ExxonMobil participate; and 
 

• entrenching an effective minimum price for domestic gas. 
 
486. In the absence of joint selling: 
 

• Shell, Chevron and ExxonMobil would compete against each other 
for WA domestic gas customers; 

 
• consumers would have greater customer choice over terms and 

conditions on offer; 
 

                                            
107 ACCC, North West Shelf Project, Determination, 29 July 1998, pp.32 and 47. 
108 Parer Report, p.200. 
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• Shell, Chevron and ExxonMobil would not be able to co-ordinate 
market power in setting price or non-price terms; and 

 
• there would be greater competitive pressure asserted on existing 

suppliers. 
 
6.2.1 Reduction in the number of independent sellers 
 
487. Each of the Gorgon participants would have the right and obligation to 

own, take and separately dispose of their production entitlements.   
 
488. With three participants, this would equate to three individual sellers 

each owning a share in production that could be sold to local 
consumers.   

 
489. Joint selling reduces the number of independent sellers competing with 

each other from three to one.  Consumers are forced to negotiate with 
a combined entity and are prevented from dealing separately with the 
individual Gorgon participants.  This difference in the number of 
competitors constitutes in itself significant detriment to competition. 

 
490. The effect is to suppress “rivalrous market behaviour” and the 

“independent rivalry in all dimensions of the price-product-service 
packages offered to consumers and customers”.109 

 
491. The impact of any reduction in the number of potential suppliers from 

the Gorgon Project is reinforced by the structure of the WA domestic 
gas market – where just two suppliers already control close to 100% of 
the market. 

 
6.2.2 Reduction in customer choice over terms and conditions 
 
492. By setting a common price and conditions, joint selling arrangements 

limit customer choice over terms and conditions.  In the 1998 NWSJV 
Determination, the ACCC stated: 

 
“The Commission believes that separate marketing of gas by joint 
venture producers, where feasible, will be more competitive than 
coordinated marketing and likely to provide a wider variety of supplier 
options that would better meet market demands.”110 

 
493. In the 2006 PNG Determination, the ACCC stated: 
 

“The ACCC considers that separate marketing can add value and lead 
to enhanced dynamic efficiency … users could negotiate more flexible 
terms and conditions with individual producers.  This in turn would 

                                            
109 Re QCMA(1976) 25 FLR 169, at 188-189. 
110 ACCC, North West Shelf Project, Determination, 29 July 1998, pp.32 and 47. 



 92

allow users to tailor their supply contracts to match the needs of their 
own customers.”111 

 
494. Joint selling will limit the ability of customers to secure competitive 

terms, including on price and supply.  Given the current WA market 
structure and environment, this lack of choice will have a significant 
impact on customers.  Consumers are dependent on competitively 
priced gas and diversity over contract terms to underpin capital 
intensive developments in resource and minerals processing 
developments, new power stations and gas transmission facilities. 

 
495. Recent years have seen a dramatic escalation in gas prices payable by 

local consumers.  The price of domestic gas has risen four to fivefold.  
On a delivered basis, WA gas prices are now four to five times those of 
the Eastern States – where the market is characterised by greater 
competition in supply. 

 
496. Suppliers are also shortening terms on a “take it or leave it basis”.  

Given that investment decisions are frequently based on 15-20 year 
time-frames, the inability of consumers to secure long term energy 
contracts adversely impacts major project developments. 

 
497. By contrast, overseas gas customers continue to benefit from greater 

competition and long term contracts for LNG sales.  Overseas 
customers can negotiate with a diversity of potential suppliers.  This 
forces WA gas producers to compete with other intentional suppliers to 
provide diversity on price and contract terms. 

 
498. Given that WA customers are now paying more than “LNG-netback” 

prices or even LNG prices, local consumers are effectively being forced 
to cross-subsidise overseas customers through higher prices. 

 
499. Joint selling arrangements for the NWSJV have operated to limit 

consumer choice and supply.  Shell, Chevron and their NWSJV 
partners appear to have taken a deliberate view to not typically supply 
customers of less than around 15 TJ/d demand.  Smaller customers 
are effectively forced to purchase from Apache; the 'effective' 
monopoly seller for that section of the market. 

 
500. The NWJSV has also not offered any significant new volumes of gas 

into the domestic market for many years, notwithstanding the severe 
gas market shortfall. 

 
501. Separate selling for Gorgon domestic gas would therefore promote 

competition, choice and diversity for consumers: 
 

                                            
111 ACCC, PNG Gas Project, Determination, 3 May 2006, p.36. 
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• Natural competition between three independent sellers would be 
allowed to occur.  The Gorgon participants would actively compete 
against each other and third parties.   

 
• Customers would have the opportunity to deal with a wider range 

of suppliers, which would allow competition on price and other 
contract terms.   

 
• There would be greater diversity of contract terms offered to 

consumers including on: price, volume, length of contract, take-or-
pay provisions, reliability of supply, peaking provisions, options for 
renewal and reserve back-up. 

 
• Any one of the Gorgon participants could provide a delivered 

service to end consumers, in competition with existing aggregators. 
 
• Separate selling would encourage supply to a greater number of 

customers, and opportunities to supply smaller consumers – in 
the same way that the entry of a new supplier Apache has 
promoted competition and supply in recent years. 

 
• Decisions on supply and contract terms would be made on the 

basis of the individual Gorgon participants with greater flexibility.  
Under joint selling, decisions are made on the “lowest common 
denominator” which means any one of the three Gorgon 
participants can act to block supply or contract terms. 

 
• Substitution between individual customers would be easier.  

Customers would have greater opportunity to deal with different 
sellers and maintain a portfolio of suppliers to meet a required 
quantity.  This provides greater flexibility, competition and risk 
management than would have been the case if customers were 
forced to source their requirements from a single supplier. 

 
• Greater diversity of supplier risk-preferences would ensure a 

greater range of options for consumers.  Each of the Gorgon 
participants would have their own supplier risk-return preferences 
which could then be translated to individual negotiations with 
potential customers.  This was demonstrated by Apache and 
Santos separately marketing production from the John Brookes field 
when they were unable to agree on resource availability. 

 
• Individual Gorgon participants would not be limited to dealing with 

gas reserves held within the Project.  Separate selling would allow 
participants to draw on reserves outside the Project to back larger 
and longer term contracts – in the same way that Apache Energy 
has done with its various joint venture operations. 
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• Deals could be done between individual Gorgon participants 
between themselves to trade reserves, production capacity and 
processing capacity.  This might allow one or more of the 
participants to take a more favourable position in supplying the 
domestic gas market and on the terms and conditions of such 
supply. 

 
6.2.3 Entrenching of the already dominant market power of Shell, 

Chevron and ExxonMobil 
 
502. As previously outlined, the Gorgon participants already exercise 

immense market power in the WA domestic gas market: 
 

• the NWSJV participants – including Shell and Chevron – control 
70% of the domestic gas sold in WA and over 92% of the gas 
resources in developed fields; and 

 
• two supplier control close to 100% of the gas supplied into the WA 

domestic gas market and the resources in developed fields; 
 

• there are significant barriers to the entry of competitive new 
suppliers to the domestic gas market; 

 
• producers include the world’s largest oil companies with immense 

commercial and negotiating power 
 
• local consumers have no reasonable alternatives to gas supply 

other than existing suppliers;  
 
• the current market is experiencing a serious shortage in gas supply; 

 
• WA gas prices have risen dramatically to be four to five times prices 

in the Eastern Sates; 
 

• despite WA’s “abundance” of gas reserves, current domestic gas 
prices are significantly higher that in overseas markets (such as 
Henry Hub or LNG netback prices); and 

 
503. Joint selling of Gorgon gas will further entrench and extend the market 

already enjoyed by Shell and Chevron, and prospective supplier 
ExxonMobil, to the detriment of consumers. 

 
6.2.4 Extending an effective minimum floor price for domestic gas 
 
504. In the PNG Determination, the ACCC considered: 
 

“[P]otentially anti-competitive detriments may arise where cross-
ownership among PNG gas producers and producers in other gas 
basins exists.  These detriments … are associated with the potential 
misuse of confidential information and exercise of market power.  
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These detriments should not arise under separate marketing 
arrangements.” 
 
“Under joint marketing arrangements each of the participants in the 
Process would have access to commercially sensitive information 
about the Project’s customers, such as pricing, volumes and delivery 
points.  The potential exists for such information to be inappropriately 
disclosed and used in an anti-competitive manner by parties who have 
other gas interests in eastern Australia … a Project participant could 
use this information as leverage in negotiations in respect of its other 
interests in gas basins in Australia.”112 

 
505. As previously outlined, the WA gas market is characterised by 

significant concentration in supply and cross-ownership of gas 
reserves.  Shell and Chevron are participants in the NWSJV.  Through 
unauthorised cartel selling arrangements, the NWSJV controls 70% of 
the WA domestic gas market.   

 
506. Furthermore, Shell and Chevron have access to detailed knowledge of 

the commercial terms and timing of all domestic gas sales 
arrangements entered into by the NWSJV including on: 

 
• price; 

• supply volumes; 

• contract term and expiry; and 

• the identity and supply demand of potential customers seeking gas. 
 
507. This sharing of what would otherwise be confidential commercial and 

market sensitive information confers Shell, Chevron – and by extension 
Gorgon joint venture partner ExxonMobil – significant advantage in 
negotiations with individual consumers.  This could only serve to 
eliminate any competitive pressure that the Gorgon Project might 
otherwise assert on the domestic market. 

 
508. As the ACCC noted in the PNG Gas Project Determination: 
 

“This issue would not be of such concern under separate marketing 
arrangements, as potential customers would have a choice of suppliers 
within the joint venture with whom to negotiate.  Under separate 
marketing arrangements commercially sensitive information would not 
be shared in the same manner as under joint marketing arrangements.” 
 
“The exercise of market power in an anti-competitive manner is another 
potential detriment associated with joint marketing arrangements … 
The extent of cross-ownership may heighten market power concerns.  
If a firm in other gas interests … had the ability to influence the 

                                            
112 ACCC, PNG Gas Project, Determination, 3 May 2006, pp.36 and 63. 
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decisions of the Project, it could use this ability in an anti-competitive 
manner and restrict competition between gas basins.”113 

 
509. In contrast to major producers, potential consumers have no access to 

commercial information on other gas contract sales or negotiations, 
including what other consumers have paid in recent contracts.  This 
severely limits their ability to bargain on a level playing field with major 
producers. 

 
510. In the absence of separate selling and effective ring-fencing 

commitments enforced by the ACCC, the risk of collusion and price co-
ordination by different joint venture projects is high: 

 
• Shell, Chevron and ExxonMobil are unlikely to sell Gorgon gas at 

prices lower than those agreed to by Shell and Chevron in the sale 
of NWSJV gas; 

 
• Shell and Chevron are unlikely to agree to sales of NWSJV gas at 

prices lower than that attained by Shell, Chevron and ExxonMobil in 
regard to Gorgon gas; and 

 
• the NWSJV participants are unlikely to sell gas in their other 

developments at prices lower than NWSJV and Gorgon gas. 
 
511. The effect of joint selling would be to entrench and extend the current 

minimum pricing for domestic gas. 
 
6.2.5 Joint selling enables the coordinated abuse of market power. 
 
512. Joint selling would enable the Gorgon participants to act in a united 

way in the market and thereby to co-ordinate the exercise of their 
market power. 

 
513. This has already been demonstrated in relation to the NWSJV, which 

Shell and Chevron are participants to. 
 
514. As previously outlined, the NWSJV participants – including Shell and 

Chevron - have sought to exercise their market power under joint 
selling arrangements to force domestic consumers to pay higher gas 
prices as a result of the Federal condensate excise.   

 
515. This is despite there being no justification for doing so.  The excise is 

applied on the production of condensate, not natural gas.   
 
516. It is also telling that the NWSJV participants have not threatened to 

pass on the cost of the removal of the condensate excise exemption to 
overseas LNG customers, or to local or overseas condensate 
customers.   

                                            
113 ACCC, PNG Gas Project, Determination, 3 May 2006, p.63. 
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517. Joint selling arrangements therefore enable the coordinated abuse of 

market power – in the condensate excise case to force domestic 
consumers to subsidise the international customers of the NWSJV 
participants like Shell and Chevron. 

 
6.3 The market in the PNG joint selling authorisation can be 

distinguished 
 
518. In the 2006 PNG Gas Project Determination, the ACCC concluded that 

joint selling in that case would have little to no anti-competitive 
detriment.114   

 
519. The ACCC also concluded that the applicants possessed a lack of 

bargaining power.  Consumers possessed countervailing bargaining 
power which limited the capacity of the project to impose monopoly 
prices and terms. 

 
520. The market structure and conditions in the PNG Determination can 

however be distinguished from the present case.  These differences 
include: 

 
• Western Australia’s dependence on domestic gas supply; 

 
• the Gorgon participants possess significant market power, WA 

consumers have little countervailing power; 
 

• Queensland consumers have access to competitive coal seam 
methane, whereas WA consumers have no currently available 
alternative gas sources. 

 
6.3.1 WA’s dependence on domestic gas supply 
 
521. Western Australia is the most gas-dependent economy in Australia.  

Natural gas supplies half of the State’s primary energy requirements 
and fuels 60% of the State’s electricity generation.   

 
522. In contrast, natural gas supplies 19% of the primary energy needs of 

Australia as a whole.   
 
523. The Queensland Government’s has a target requiring electricity 

retailers to source 13% of electricity from gas-fired generation, rising to 
15% by 2010.  This target contrasts to the 60% gas-fired electricity 
generation currently in Western Australia.  

 
524. Given WA’s critical dependence on gas supply, current and prospective 

gas suppliers possess far greater market power than would have been 

                                            
114 ACCC, PNG Gas Project, Determination, 3 May 2006, p.63. 
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the case if gas accounted for a smaller proportion of the State’s fuel 
mix. 

 
6.3.2 The Gorgon participants enjoy significant market power 
 
525. As previously outlined, the Gorgon participants enjoy significant market 

power in Western Australia.  This market power is not offset by any 
countervailing power on the part of consumers. 

 
526. This contrasts to the PNG Gas Project case where the ACCC found a 

lack of bargaining power on the part of the PNG Project participants: 
 

“The ACCC agrees with the applicants that potential customers of 
Project gas currently possess countervailing bargaining power and thus 
the capacity of the Project to impose monopoly prices and terms is 
limited.  The difficulties the Project has encountered to date in securing 
sales attests to the lack of market power the Project possesses in any 
market at this time.” 

 
527. The difficulties of the participants in the PNG case to secure sales 

stand in sharp contrast to the WA domestic gas market.  Since at least 
2004, Western Australia has been experiencing a serious shortage in 
domestic gas supply.   

 
528. Current and prospective users have been unable to secure long term 

supplies of gas in substantial quantity.  WA domestic gas prices have 
risen dramatically - to be around four to five times Eastern States 
prices on a delivered basis.   

 
529. In the current market, WA consumers have little if any countervailing 

power compared to the dominant market power of Shell, Chevron and 
ExxonMobil. 

 
6.3.3 WA consumers have no alternative gas sources currently 
available such as coal seam methane in Queensland 
 
530. A key factor in the ACCC’s examination on market power in the PNG 

Gas Project Determination was that local consumers had competitive 
alternative sources of gas in the form of coal seam methane. 

 
531. The ACCC considered: 
 

“Coal seam methane has experienced significant growth in recent 
years.  It has developed from supplying around 2 PJ of Queensland’s 
demand for gas in 1998 to 11 PJ in 2001, 25 PJ in 2002 and around 30 
PJ of Queensland’s total demand for gas of 100 PJ per annum in 2004.  
The loss of potential customers to coal seam methane producers 
demonstrates that coal seam methane is currently a competitive 
constaint on the Project …” 
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“While it is clear that coal seam methane has been competing with the 
Project for foundation customers it is difficult to predict the future of the 
coal seam methane industry in Queensland.  Nevertheless, given the 
growing market for gas in Queensland, the advantages of coal seam 
methane production enjoys over conventional gas and the ongoing 
research into extraction techniques, the ACCC considers it is likely that 
coal seam methane will remain competitive for the foreseeable future 
and that the establishment of PNG gas will not foreclose this 
development.” 
 
“Although coal seam methane production in Queensland is likely to 
face greater competitive pressure from the Project, the ACCC expects 
it will continue to compete against the Project.  While the Project will 
possess some bargaining power, the ACCC expects that other energy 
sources will constrain the Project from exercising market power and 
imposing monopoly prices, at least in the foreseeable future.  Among 
these sources will be gas from the Cooper Basin, which will constrain 
the Project at least in the first few years of operation.”115 

 
532. According to the Queensland Department of Mines and Energy, coal 

seam gas supplied around 75% of the State’s gas in 2008.116 
 
533. In contrast, there are no alternative sources of gas that are currently 

available for supply to WA consumers.  While significant effort is being 
made to develop the State’s “tight gas” resources, no tight gas field is 
yet operating to supply gas to consumers.  Tight gas development 
presents additional technical challenges compared to a conventional 
gas field.117 

 
6.4 Conclusion 
 
534. Joint selling by the Gorgon participants would result in significant anti-

competitive detriment by: 
 

• significantly reducing the number of independent sellers from three 
to one; 

 
• reducing customer choice over terms and conditions on offer; 

 
• entrenching the already dominant market power exercised by Shell 

Chevron and ExxonMobil, with consumers lacking countervailing 
power; 

 

                                            
115 ACCC, PNG Gas Project, Determination, 3 May 2006, pp.60, 62-63. 
116 Queensland Government, Department of Mines and Energy – Gas in Queensland, 
website. 
117 In 2008, Alcoa and Latent Petroleum formed a joint venture to appraise and develop the 
Warro tight gas field.  If proven to be commercially viable, the Warro project will be the first 
commercially viable tight gas field in Western Australia. 
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• enabling the coordinated exercise of market power;  
 

• extending that market power to other projects in which Shell, 
Chevron and ExxonMobil participate; and 

 
• entrenching an effective minimum price for domestic gas. 

 
535. In the absence of joint selling: 
 

• Shell, Chevron and ExxonMobil would compete against each other 
for WA domestic gas customers; 

 
• consumers would have greater customer choice over terms and 

conditions on offer; 
 

• Shell, Chevron and ExxonMobil would not be able to co-ordinate 
market power in setting price or non-price terms; and 

 
• there would be greater competitive pressure asserted on existing 

suppliers. 
 
536. The significant anti-competitive detriments far outweigh any benefits 

that might be derived from joint selling. 
 
537. Interim and final authorisation should not be granted to the applicants 

for joint selling. 
 
538. The WA market can be distinguished from that in the PNG Gas Project 

Determination.  In that case, the project participants possessed a lack 
of bargaining power and consumers possessed countervailing power. 
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7. INTERIM AUTHORISATION 
 
 
7.1 Summary 
 
539. A decision not to grant interim authorisation would not prevent 

Chevron, Shell and ExxonMobil from: 
 

• separately marketing and selling gas into the domestic market; 
 
• meeting their obligation under the State Agreement to diligently 

market gas to WA customers; 
 

• separately obtaining “a firm understanding of the likely level and 
timing of demand for domgas from the Project prior to a Final 
Investment Decision”; and 

 
• undertaking the required investment decisions for developing the 

Gorgon Project. 
 
540. Interim authorisation would give rise to significant harm to consumers 

by suppressing competition and concentrating market power. 
 
541. Given separate selling of domgas is commercially and practically 

feasible, any benefits associated with the Gorgon Project would arise 
even in the absence of an interim authorisation. 

 
542. To the extent there are any additional “public” benefits from joint 

selling, these accrue exclusively to the applicants from the suppression 
of competition and the concentration of market power. 

 
543. There are no grounds for the urgency claimed by the applicants.  

Separate selling is commercially and practically feasible.  The 
applicants have also had considerable opportunity since at least 2003 if 
not earlier to seek authorisation. 

 
544. The significant impacts that interim authorisation would have on the 

market and consumers cannot be unwound if final authorisation was 
later denied and the Gorgon participants required to sell separately. 

 
545. For these reasons, interim authorisation should not be granted to the 

applicants for joint selling. 
 
7.2 Harm to applicants and consumers 
 
7.1.1 Impact on the applicants 
 
546. The applicants claim that interim authorisation will enable the 

immediate marketing of domgas as separate marketing is “not 
commercially or practically feasible at the current time, nor do the 
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Participants anticipate that it will become feasible in the foreseeable 
future”.118 

 
547. As previously outlined, separate selling of domgas by the Gorgon 

Project is commercially and practically feasible: 
 

• the WA domestic gas market has undergone significant 
transformation over the past 10 years; 

 
• Shell and its partners sell separately from the major Pohokura gas 

field in New Zealand despite originally claiming it was impossible to 
do so because of supposed market features, and that “no 
development” would occur in the absence of authorisation; 

 
• long term contracts have not prevented major producers from 

supplying international customers and expanding LNG supply; 
 

• major producers already enjoy complete transparency over 
domestic demand and contract pricing, whereas domestic 
consumers have no access to this information; 

 
• there is no commercial imperative for joint selling to offset the 

market power of customers; 
 

• the operational measures necessary to enable separate selling are 
well-known and practical; 

 
• marketing decisions for domestic gas are already being made 

separately by Shell and Chevron in regard to the NWSJV; 
 

• gas balancing and nomination arrangements are already in place in 
the WA market; 

 
• producers in other joint venture gas developments sell separately 

into the WA domestic gas market; and 
 

• marketing decisions are already being made separately by Shell, 
Chevron and ExxonMobil with respect to LNG and condensate; 

 
• Shell, Chevron and ExxonMobil have been compelled by 

competition authorities to sell separately in other countries – 
including in Norway, Denmark and New Zealand; and 

 
• joint selling is not necessary to support investment and 

development of the Gorgon Project. 
 
548. Furthermore, LNG will account for the bulk of capital investment and 

revenues associated with the Gorgon Project.  Domestic gas will, in 
                                            
118 Applicants’ submission, para.6.12-6.13. 
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comparison, account for only a modest proportion of the overall Gorgon 
development.   

 
549. The domestic gas market is also well understood given the serious 

shortage of supply, the very tight market conditions and significant 
unfilled demand.   

 
550. The 2007 and 2008 Economics Consultants Reports also outlined that 

significant supply of gas will be required by 2014-2015 alone to meet 
new and replacement demand.  The reports identify real opportunities 
for supply and represent “a firm understanding of the likely level and 
timing of demand for domgas”.  They are publicly available documents. 

 
551. The domestic gas market stands in contrast to the international LNG 

market which has exhibited significant volatility in pricing and demand.  
To the extent there are important market risks, these relate to LNG 
supply.  The applicants have however elected to separately market 
LNG since as early as 2005, and will continue to do so.  

 
552. The refusal to grant interim authorisation would therefore not prevent 

Chevron, Shell and ExxonMobil from: 
 

• separately marketing and selling gas into the domestic market; 
 
• meeting their obligation under the state Agreement to diligently 

market gas to WA customers; 
 

• separately obtaining “a firm understanding of the likely level and 
timing of demand for domgas from the Project prior to a Final 
Investment Decision”; and 

 
• undertaking the required investment decisions for developing the 

Gorgon Project. 
  
7.2.2 Interim authorisation would create significant harm to consumers 
 
553. As outlined in section 5, any joint selling by the Gorgon participants will 

give rise to significant anti-competitive detriment to consumers by: 
 

• significantly reducing the number of independent sellers from three 
to one; 

 
• reducing customer choice over terms and conditions on offer; 

 
• entrenching the already dominant market power exercised by Shell 

Chevron and ExxonMobil, with consumers lacking countervailing 
power; 

 
• enabling the coordinated exercise of market power;  
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• extending that market power to other projects in which Shell, 
Chevron and ExxonMobil participate; and 

 
• entrenching an effective minimum price for domestic gas. 

 
554. Furthermore, interim authorisation would give rise to additional harm to 

consumers by: 
 

• creating expectations as to price and other terms that might not 
otherwise be achieved if the applicants were independently 
competing with each other; 

 
• creating a high risk of collusion over price-sensitive information, 

even if the Gorgon participants were subsequently required to sell 
separately; 

 
• locking consumers into an invidious situation of having to support 

the Gorgon participants’ claim for final authorisation; and 
 

• creating significant uncertainty and delay for consumers given that 
any agreements entered into might be voided if final authorisation 
was not granted. 

 
Price expectations 
 
555. By permitting the Gorgon participants to combine as a cartel, interim 

authorisation entrenches and extends the market power already 
enjoyed by Shell, Chevron and ExxonMobil. 

 
556. The coordination of this market power would create expectations of 

pricing and other conditions that might not otherwise be achieved if all 
three Gorgon participants were separately marketing and competing 
with each other. 

 
557. Consumers would then be subject to these producer price expectations 

even if the Gorgon participants were subsequently required to sell 
separately. 

 
558. These producer price expectations would also flow through to other 

domestic gas sales in WA involving other gas projects and producers.   
 
559. The impact of interim authorisation – and the expectations of pricing 

that might arise from joint selling by the Gorgon participants – could 
therefore extend well beyond the Gorgon Project, and well beyond the 
time period of any interim authorisation. 

 
Unavoidable risk of collusion 
 
560. As previously outlined, joint selling would enable Shell, Chevron and 

ExxonMobil to share sensitive market sensitive information.  This 
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includes information as to price, demand, contract terms being sought 
by individual customers.  It also includes the price expectations that 
each might have in respect to individual contracts and the market. 

 
561. The sharing of otherwise confidential commercial and market sensitive 

information confers Shell, Chevron and ExxonMobil significant 
advantage in negotiations with individual consumers.   

 
562. Even if final authorisation was refused, these same Gorgon participants 

would, individually, now have full knowledge of the price expectations 
of the other participants.  This creates a high risk of collusion even if 
the applicants were subsequently forced to sell separately. 

 
563. Furthermore, Shell and Chevron are participants in the NWSJV joint 

selling arrangement, with the NWSJV controlling 70% of the domestic 
gas market.   

 
564. Through the sharing of information between the Gorgon and NWSJV 

projects, the participants can coordinate the exercise of market power.  
This would also eliminate any competitive pressure that the Gorgon 
Project might otherwise on existing suppliers. 

 
565. In the absence of separate selling and effective ring-fencing 

commitments enforced by the ACCC, the risk of collusion and price co-
ordination by different joint venture projects is high: 

 
• Shell, Chevron and ExxonMobil are unlikely to sell Gorgon gas at 

prices lower than those agreed to by Shell and Chevron in the sale 
of NWSJV gas; 

 
• Shell and Chevron are unlikely to agree to sales of NWSJV gas at 

prices lower than that attained by Shell, Chevron and ExxonMobil in 
regard to Gorgon gas; and 

 
• the NWSJV participants are unlikely to sell gas in their other 

developments at prices lower than NWSJV and Gorgon gas. 
 
566. The effect of joint selling from any interim authorisation would be to 

entrench and extend the current minimum pricing for domestic gas. 
 
Consumers would be forced to support final authorisation 
 
567. The applicants state that any domgas sales agreements entered into 

would include “conditions precedent” that agreements “will not be 
fulfilled unless and until final authorisation is granted”. 

 
568. An interim authorisation would therefore place consumers in an 

invidious situation of having to support the Gorgon participants’ claim 
for final authorisation, notwithstanding the significant detriment that 
would arise from joint selling. 
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569. Given the very tight market situation and serious shortage of gas, 

consumers have no choice but to enter into discussions and 
agreements with the Gorgon participants to secure future gas supply. 

 
570. They would therefore be held hostage to having these agreements 

rendered void unless final authorisation was granted.  This severely 
limits the ability of consumers to engage in the process and present 
their views to the ACCC, notwithstanding the significant detriment that 
would arise under joint selling. 

 
Significant uncertainty and delay for consumers 
 
571. The fact that any agreements negotiated could be voided in the event 

final authorisation is not granted creates significant uncertainty for 
consumers. 

 
572. Consumers negotiating to secure vital gas supply contracts require 

long term certainty that contracts would be fulfilled in order to plan new 
capital investments and make long term operational decisions. 

 
573. Should agreements be subsequently voided, consumers would be 

forced to negotiate new contracts with either the Gorgon participants 
individually – who now have knowledge of the price expectations of 
customers and of the other Gorgon participants - or with alternative 
suppliers.  This would create significant delay and uncertainty. 

 
574. Furthermore, consumers would be precluded from actively sourcing 

alternative supply sources during the period in which they agreements 
in force with the Gorgon participants – even if those agreements might 
subsequently be voided. 

 
575. Far from enabling the timely marketing of domgas, interim authorisation 

would create significant delays and uncertainty for consumers in the 
purchase and supply of domgas. 

 
7.3 Any public “benefits” are illusory and accrue exclusively to the 

applicants 
 
576. As previously outlined, separate selling of domgas is commercially and 

practically feasible.   
 
577. Any benefits associated with the Gorgon Project would therefore arise 

even in the absence of joint selling or an interim authorisation. 
 
578. Furthermore as outlined in section 5, any additional “public” benefits 

from joint selling of domgas are illusory and accrue solely to the 
applicants.  By suppressing competition and allowing the coordination 
of market power, interim authorisation will allow the applicants to: 
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• Create market expectations as to gas pricing and other terms that 
they might not otherwise be able to achieve if they were required to 
compete with each other; 

 
• Collude over price-sensitive information both in regard to the 

NWSJV, and in regard to their future marketing activities in the 
event they were subsequently required to sell separately; and 

 
• Lock consumers into an invidious situation of having to support their 

claim for final authorisation. 
 
7.4 The urgency claimed by the applicants is unwarranted 
 
579. The applicants claim that interim authorisation is “urgently needed to 

enable the Participants to obtain a firm understanding of the likely level 
and timing of demand for domgas from the Project prior to a Final 
Investment Decision (FID).”  They also assert that it is necessary to 
enable them to continue to meet their domgas obligations under the 
State Agreement.119 

 
580. As outlined earlier, a decision not to grant interim authorisation would 

not prevent Shell, Chevron and ExxonMobil from: 
 

• separately marketing and selling gas into the domestic market; 
 
• meeting their obligation under the State Agreement to diligently 

market gas to WA customers; 
 

• separately obtaining “a firm understanding of the likely level and 
timing of demand for domgas from the Project prior to a Final 
Investment Decision”; and 

 
• undertaking the required investment decisions for developing the 

Gorgon Project. 
  
581. The urgent basis on which interim authorisation is claimed is therefore 

unwarranted. 
 
582. Furthermore, the urgency claimed by the applicants does not appear to 

align with their past behaviour given the history of the Gorgon Project. 
 
583. The Gorgon State Agreement was concluded in 2003, although the 

Gorgon Project has been under contemplation since the 1990s.   
 
584. Unlike the original North West Shelf State Agreement contained in the 

North West Shelf Gas Development (Woodside) Act 1977, which Shell 
and Chevron are party to, the Gorgon State Agreement did not contain 
provisions for the joint selling of domestic gas.  The applicants would 

                                            
119 Applicants’ submission, para. 
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therefore have been aware of the need to seek authorisation for any 
joint selling arrangement. 

 
585. Environmental approval for the original Gorgon Project, comprising two 

LNG trains and a domestic gas processing plant, was obtained from 
the State Government in 2007.   

 
586. The applicants subsequently provided a revised proposal for the 

construction of a third LNG train, with the expanded Gorgon Project 
resubmitted for environmental assessment. 

 
587. In progressing each of these matters, the applicants would have been 

fully aware of their obligations under the Trade Practices Act, including 
the prohibition against price fixing, exclusionary conduct and 
arrangements that substantially lessen competition.   

 
588. The applicants have had considerable opportunity since at least 2003 if 

not earlier to seek authorisation for joint selling but never did so.  That 
they should now assert the urgency of interim authorisation raises 
serious questions as to the credibility of their claims. 

 
589. The applicants had, until now, provided no indication that they intended 

to sell jointly.  Indeed, consumers were under the strong belief that the 
Gorgon participants would sell separately.  An Alliance submission to 
the ACCC, dated 7 January 2008, on joint selling states for example: 

 
“That the joint marketing arrangements are redundant is also confirmed 
by the fact that several of the North West Shelf joint venturers are 
marketing gas from new projects separately, or in joint venture with 
other participants. 
 
For example, Woodside is marketing Browse and Pluto gas.  Shell, 
ExxonMobil and Chevron are independently marketing gas from the 
Gorgon field.” 

 
590. This belief was reinforced by the positive actions of the Gorgon 

participants, including by their separate marketing of LNG since as 
early as 2005. 

 
591. The applicants’ 11th hour disclosure that they had always intended to 

market jointly since the Project’s inception, and that authorisation was 
urgently needed, therefore comes as a considerable surprise to 
consumers. 

 
592. The urgency with which interim authorisation is sought also does not 

appear to reflect the actual domgas volumes and delivery time-frames 
being considered.   
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593. As the applicants have indicated, first domestic gas is not expected 
until the end of 2015, and even then, only an initial volume of up to 150 
TJ/day.   

 
594. The applicants expect it may take a further six years to reach even the 

very modest 300 TJ/day target – i.e. 2021, some 12 years after an 
expected final investment decision.  Even at 300 TJ/day, domgas 
supply would only be equivalent to around 13% of the LNG production. 

 
595. Domgas supply therefore represents a very modest undertaking 

compared to the overall scale of the Gorgon Project, the timeframes for 
LNG development, the breadth of the domestic market and the size of 
domestic demand.   

 
596. That interim authorisation is urgently needed to enable a final 

investment decision on the Gorgon Project is therefore open to 
challenge. 

 
7.5 It would be impossible to substantially return the market to its 

pre-interim state 
 
597. The applicants assert that: “Interim authorisation will not lead to any 

irreversible change in market outcomes as it is proposed that a 
condition precedent would be included in executive domgas sales 
agreements which will not be fulfilled unless and until final authorisation 
is granted.”120 

 
598. The applicants further assert that “there will be no change to the 

market structure or competitive dynamics and it is highly unlikely that 
any harm will be sustained by potential customers or competitors to the 
Project.”121 

 
599. As outlined above, interim authorisation would significantly impact the 

WA domestic gas market and consumers by: 
 

• significantly reducing the number of independent sellers from three 
to one; 

 
• reducing customer choice over terms and conditions on offer; 

 
• entrenching the already dominant market power exercised by Shell 

Chevron and ExxonMobil, with consumers lacking countervailing 
power; 

 
• enabling the coordinated exercise of market power;  

 

                                            
120 ACCC letter to Interested Parties on the Gorgon Gas Project application for authorisation, 
21 May 2009, p.2. 
121 Applicants’ submission, para.6.11. 
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• extending that market power to other projects in which the Gorgon 
participants operate, such as the NWSJV;  

 
• entrenching an effective minimum price for domestic gas; 

 
• creating expectations as to price and other terms that might not 

otherwise be achieved if the applicants were independently 
competing with each other; 

 
• creating a high risk of collusion over price-sensitive information, 

even if the Gorgon participants were subsequently required to sell 
separately; 

 
• locking consumers into an invidious situation of having to support 

the Gorgon participants’ claim for final authorisation; and 
 

• creating significant uncertainty and delay for consumers given that 
any agreements entered into might be voided if final authorisation 
was not granted. 

 
600. These impacts cannot be unwound and the market returned to its pre-

interim state if final authorisation was later denied. 
 
601. For example, interim authorisation would enable Shell, Chevron and 

ExxonMobil to share sensitive market information on: (1) the price, 
demand and contract terms being sought by individual customers; and 
(2) the price expectations that each Gorgon participant might have in 
respect to individual customers and the overall market. 

 
602. Even if final authorisation was refused, these same Gorgon participants 

would, individually, retain full knowledge of the price expectations of 
customers and the other Gorgon participants.  This creates a high risk 
of collusion even if the applicants were subsequently forced to sell 
separately. 

 
7.6 Conclusion 
 
603. A decision not to grant interim authorisation would not prevent 

Chevron, Shell and ExxonMobil from: 
 

• separately marketing and selling gas into the domestic market; 
 
• meeting their obligation under the State Agreement to diligently 

market gas to WA customers; 
 

• separately obtaining “a firm understanding of the likely level and 
timing of demand for domgas from the Project prior to a Final 
Investment Decision”; and 
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• undertaking the required investment decisions for developing the 
Gorgon Project. 

 
604. Interim authorisation would give rise to significant harm to consumers 

by suppressing competition and concentrating market power. 
 
605. Given separate selling of domgas is commercially and practically 

feasible, any benefits associated with the Gorgon Project would arise 
even in the absence of an interim authorisation. 

 
606. To the extent there are any additional “public” benefits from joint 

selling, these accrue exclusively to the applicants from the suppression 
of competition and the concentration of market power. 

 
607. There are no grounds for the urgency claimed by the applicants.  

Separate selling is commercially and practically feasible.  The 
applicants have also had considerable opportunity since at least 2003 if 
not earlier to seek authorisation. 

 
608. The significant impacts that interim authorisation would have on the 

market and consumers cannot be unwound if final authorisation was 
later denied and the Gorgon participants required to sell separately. 

 
609. For these reasons, interim authorisation should not be granted to the 

applicants for joint selling. 
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8. CONCLUSION 
 
 
8.1 Market structure 
 
610. Ensuring competition in the domestic gas market is an issue of vital 

importance for consumers in Western Australia.   
 
611. Natural gas underpins the State’s mining and resource processing 

industries, fuels power generation, and supplies small businesses and 
households. 

 
612. There has been fundamental transformation in the market since the 

mid-1990s.  The downstream level of the market has undergone 
significant reforms to increase competition between customers.  This 
has led to a significant increase in: 

 
• the breadth of the domestic market and the size of domestic 

demand; 
 
• the number of direct gas customers; 

 
• the number of parties buying through an aggregator, many of whom 

could also elect to purchase directly from gas producers; 
 

• the entry of brokers providing gas trading services to gas users; 
 

• short and long-term trading in gas transmission capacity and 
physical gas; 

 
• additional transportation and storage options; 

 
• the flexibility within the Dampier to Bunbury Natural Gas Pipeline 

system to deal with supply and demand imbalances; and 
 

• connectivity between gas pipelines in Western Australia – gas can 
now be traded either physically or commercially in any part of the 
system. 

 
613. The upstream market however remains highly concentrated with two 

suppliers controlling almost 100% of the domestic gas market. 
 
614. Shell and Chevron continue to exercise significant market power 

through the unauthorised NWSJV cartel selling arrangements, and 
through their control of prospective new developments, particularly 
Gorgon. 
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8.2 Separate selling is commercially and practically feasible 
 
615. Separate selling of domgas by the Gorgon Project is commercially and 

practically feasible: 
 

• the WA domestic gas market has undergone significant 
transformation over the past 10 years; 

 
• Shell and its partners sell separately from the major Pohokura gas 

field in New Zealand despite originally claiming it was impossible to 
do so because of supposed market features, and that “no 
development” would occur in the absence of authorisation; 

 
• long term contracts have not prevented major producers from 

supplying international customers and expanding LNG supply; 
 

• major producers already enjoy complete transparency over 
domestic demand and contract pricing, whereas domestic 
consumers have no access to this information; 

 
• there is no commercial imperative for joint selling to offset the 

market power of customers; 
 

• the operational measures necessary to enable separate selling are 
well-known and practical; 

 
• marketing decisions for domestic gas are already being made 

separately by Shell and Chevron in regard to the NWSJV; 
 

• gas balancing and nomination arrangements are already in place in 
the WA market; 

 
• producers in other joint venture gas developments sell separately 

into the WA domestic gas market; and 
 

• marketing decisions are already being made separately by Shell, 
Chevron and ExxonMobil with respect to LNG and condensate; 

 
• Shell, Chevron and ExxonMobil have been compelled by 

competition authorities to sell separately in other countries – 
including in Norway, Denmark and New Zealand; and 

 
• joint selling is not necessary to support investment and 

development of the Gorgon Project. 
 
616. In the absence of an authorisation, Chevron, Shell and ExxonMobil 

would be able to separately sell gas into the domestic market. 
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8.3 Public benefits 
 
617. Given that separate selling of domgas is commercially and practically 

feasible, the benefits associated with the Gorgon Project would 
therefore arise even in the absence of joint selling. 

 
618. To the extent there are any additional “public” benefits from joint 

selling, these are illusory and accrue exclusively to the applicants. 
   
619. These include the significant windfall gains expected from the 

suppression of competition and the concentration in market power with 
joint selling. 

 
8.4 Significant anti-competitive detriment 
 
620. Joint selling by the Gorgon participants would result in significant anti-

competitive detriment by: 
 

• significantly reducing the number of independent sellers from three 
to one; 

 
• reducing customer choice over terms and conditions on offer; 

 
• entrenching the already dominant market power exercised by Shell 

Chevron and ExxonMobil, with consumers lacking countervailing 
power; 

 
• enabling the coordinated exercise of market power;  

 
• extending that market power to other projects in which Shell, 

Chevron and ExxonMobil participate; and 
 

• entrenching an effective minimum price for domestic gas. 
 
621. In the absence of joint selling: 
 

• Shell, Chevron and ExxonMobil would compete against each other 
for WA domestic gas customers; 

 
• consumers would have greater customer choice over terms and 

conditions on offer; 
 

• Shell, Chevron and ExxonMobil would not be able to co-ordinate 
market power in setting price or non-price terms; and 

 
• there would be greater competitive pressure asserted on existing 

suppliers. 
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622. The significant anti-competitive detriments far outweigh any benefits 
that might be derived from joint selling. 

 
623. Interim and final authorisation should not be granted to the applicants 

for joint selling. 
 
624. The WA market can be distinguished from that in the PNG Gas Project 

Determination.  In that case, the project participants possessed a lack 
of bargaining power and consumers possessed countervailing power. 

 
8.5 Interim authorisation 
 
625. A decision not to grant interim authorisation would not prevent 

Chevron, Shell and ExxonMobil from: 
 

• separately marketing and selling gas into the domestic market; 
 
• meeting their obligation under the State Agreement to diligently 

market gas to WA customers; 
 

• separately obtaining “a firm understanding of the likely level and 
timing of demand for domgas from the Project prior to a Final 
Investment Decision”; and 

 
• undertaking the required investment decisions for developing the 

Gorgon Project. 
 
626. Interim authorisation would give rise to significant harm to consumers 

by suppressing competition and concentrating market power. 
 
627. Given separate selling of domgas is commercially and practically 

feasible, any benefits associated with the Gorgon Project would arise 
even in the absence of an interim authorisation. 

 
628. To the extent there are any additional “public” benefits from joint 

selling, these accrue exclusively to the applicants from the suppression 
of competition and the concentration of market power. 

 
629. There are no grounds for the urgency claimed by the applicants.  

Separate selling is commercially and practically feasible.  The 
applicants have also had considerable opportunity since at least 2003 if 
not earlier to seek authorisation. 

 
630. The significant impacts that interim authorisation would have on the 

market and consumers cannot be unwound if final authorisation was 
later denied and the Gorgon participants required to sell separately. 

 
631. For these reasons, interim authorisation should not be granted to the 

applicants for joint selling. 



 116

ATTACHMENTS 
 
 
1. DomGas Alliance, Western Australia’s Domestic Gas Security, 2009 
 
2. Application by Shell and its partners seeking authorization for joint 

selling for the Pohokura gas development, December 2002. 
 
3. CRA Report, Coordinated Marketing of Pohokura Gas: An Economic 

Analysis, December 2002. 
 
4. New Zealand Commerce Commission, Decision 581, revoking 

authorization to Shell and its partners for joint selling of Pohokura gas, 
June 2006.  

 
5. Economics Consulting Services, Natural Gas Demand Forecast for 

Western Australia and Economic Impact of Supply Shortages, 2007. 
 
6. Economics Consulting Services, Natural Gas Demand Outlook for 

Western Australia and Economic Impact, 2008. 
 
  
 



DomGas ALLIANCE

Western Australia’s  
Domestic Gas Security
Report 2009



C/- Dampier Bunbury Pipeline Level 6, 12-14 The Esplanade, Perth WA 6000

PO Box Z5267 St Georges Terrace Perth WA 6831

Telephone + 61 8 9223 4300  Facsimile +61 8 9223 4301

www.domgas.com.au



1

The DomGas Alliance represents natural gas 
users, infrastructure investors and prospective 
domestic gas producers in Western Australia. 
The Alliance aims to promote security, 
affordability and diversity of gas supply for 
industry and households.

The Alliance was formed in 2006 in response 
to a serious shortage of gas supply for new 
developments in WA. Alliance members 
represent around 80 percent of Western 
Australia’s domestic gas consumption and 
gas transmission capacity, including smaller 
industrial and household users of gas.  

The Alliance also includes companies  
working to develop domestic gas fields.

Members include: Alcoa of Australia,  
Alinta, Burrup Fertilisers, Dampier Bunbury 
Pipeline, ERM Power / NewGen Power, 
Fortescue Metals Group, Horizon Power, 
Newmont Australia, Synergy, Verve Energy 
and Murphy Oil.

The Alliance works closely with State and 
Federal Governments and other industry 
stakeholders to promote initiatives and  
debate on domestic gas supply issues. 

The DomGas Alliance
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1. Importance of energy security

Energy security is an issue of vital importance. 
Energy underpins an economy’s ability to 
develop and grow, attract investment, create 
employment and sustain living standards.

The concept “energy security” can be 
understood as encompassing a number  
of key elements:

• availability of supply;

• affordability of supply;

• reliability of supply;

• diversity of supply;

• competitiveness of supply; and

• longevity of supply.

The extent to which current and projected 
market structure and conditions satisfy  
these elements will determine the level of 
energy security.

2. Western Australia’s dependence  
on gas security

Energy security is an issue of vital importance 
for Western Australia. Access to secure 
and affordable energy, particularly natural 
gas, underpins the State’s mining and 
resource processing industries, fuels power 
generation, and supplies small businesses 
and households.

Western Australia is the most energy and 
gas-dependent economy in Australia. Natural 
gas supplies half of the State’s primary energy 
requirements and fuels 60% of the State’s 
electricity generation. In contrast, natural gas 
supplies 19% of the primary energy needs of 
Australia as a whole.

Given the dependence on gas-fired electricity, 
the availability and affordability of natural gas 
also has a major direct impact on households 
and small businesses through electricity 
prices, as well as gas prices.

The State’s demand for gas will continue to 
grow. Western Australia will require around 
1100 TJ/day of gas by 2014-15 to meet new 
and replacement demand. This demand is 
equivalent to the total size of the existing 
market for gas. 

Importantly, around 274 TJ/day of 
replacement gas will be needed to replace 
existing gas contracts as they expire. 
These include large contracts for gas used 
to underpin existing electricity generation, 
industrial processing and manufacturing. 

3. Natural gas’ vital role in meeting  
the greenhouse challenge

Natural gas is the only conventional energy 
source that can underpin Western Australia’s 
transition to a low carbon economy during the 
next 20 years. 

Natural gas produces less than half the 
greenhouse emissions compared to coal and 
uses proven, readily available technology. 
Combined cycle gas-fired plants and gas-fired 
cogeneration plants constitute by far the most 
greenhouse efficient forms of non-renewable 
power generation. 

Natural gas supply is also critical to underpin 
future expansion of renewable energy. Only 
natural gas plants can provide the peaking 
power capacity necessary to support 
renewable power such as wind and solar, and 
which makes renewable energy a feasible 
source of energy for the local market.

From a global greenhouse perspective,  
using natural gas to fuel local industry,  
power generation, small businesses and 
households represents the most greenhouse 
and energy efficient use of the State’s  
natural gas resources. 

Unlike LNG exports, domestic gas does not 
need to be liquefied, shipped long distances 
in tankers and then regasified before it can be 
used as a fuel – an energy-intensive process.

Executive Summary
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Domestic gas supply is over 92% energy 
efficient, with less than 8% of energy lost in 
the supply chain. In contrast, LNG is only 
74% energy efficient, with 26% of the energy 
consumed by the LNG supply chain.

4. Challenges to Western Australia’s  
gas security

Western Australia faces serious challenges 
to the availability, affordability, reliability, 
diversity, competitiveness and longevity  
of gas supply. 

The State has been experiencing a serious 
shortage of natural gas. Current and 
prospective gas users have been unable to 
secure long term gas supplies in substantial 
quantities. The price of such short term gas 
that is available has risen dramatically. 

Major producers appear to be focusing on 
LNG exports while withholding gas from the 
domestic market. Producers appear to be 
parking gas resources in Retention Leases 
for sequential development in increasingly 
ambitious LNG projects rather than supplying 
the domestic market.

Wholesale gas prices in Western Australia 
have risen four to five-fold over the past 18-
24 months. Prices are now four to five times 
Eastern States prices on a delivered basis. 

The State is dependent on just two supplier 
groups and two supply points for almost 
100% of its domestic gas. This challenge to 
diversity of supply was underlined by two 
serious incidents in 2008 - an outage at the 
North West Shelf Joint Venture processing 
plant which temporary affected 70% of the 
State’s gas supply, and the Varanus Island 
incident which shut off 30% of the State’s  
gas supply for many months. 

Major producers exercise significant market 
power with the North West Shelf Joint Venture 
producers controlling 70% of the market 
and over 92% of gas resources in developed 

fields. Joint selling arrangements, whereby six 
of the world’s largest oil and gas companies 
combine to sell as a cartel to local consumers, 
substantially lessens competition.

The State has only limited reserves of natural 
gas. The bulk of gas resources are located 
offshore and in deepwater with no certainty of 
commercial development. Australia is aspiring 
to be the world’s second largest LNG exporter 
despite holding just over 2% of the worlds 
natural gas resources. 

With the unrestricted growth of LNG exports, 
gas resources in the Carnarvon Basin, which 
supplies the bulk of the domestic market, 
could be depleted within 30 years. 

Furthermore, if producer LNG export targets 
are achieved by producers, the total existing 
resources of the Carnarvon Basin will be 
fully committed by 2015-2020. Where gas is 
locked up in long term LNG export contracts, 
it is no longer available to meet the needs of 
local industry and households.

These challenges to gas security represent 
significant risks to future development, 
investment and employment in  
Western Australia. 

5. Challenges to the State’s  
greenhouse response

Escalating prices and domestic gas shortages 
also threaten the State’s response on climate 
change. A number of resource and energy 
development projects have had to resort to 
coal-fired energy. 

The recent State Government’s electricity 
tender did not attract a base-load gas  
option, resulting in the State’s next base-load 
power station being coal-fired as opposed  
to gas-fired.

At current prices in Western Australia,  
gas is no longer competitive with coal 
for baseload power generation and most 
resource processing. 
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This is unlikely to change under an emissions 
trading scheme. 

At a wholesale gas price of $7 per gigajoule 
(before transport costs), natural gas would 
only be competitive with coal for new 
baseload power plant construction at a  
$90 per tonne carbon cost.

Recent wholesale domestic gas prices have 
been up to $14-16 per gigajoule before 
transport costs.

Western Australia is facing a future where coal 
is the only viable energy source for baseload 
power generation. The current domestic gas 
shortage could be the single greatest factor 
contributing to greenhouse emission growth  
in the State over the next 20 years.

6. Domestic gas security is the  
most critical challenge facing  
Western Australia

Domestic gas security is the most critical 
challenge facing Western Australia. Failure 
to ensure gas security will have the most 
profound impact on jobs, investment and 
living standards in the State.

The current global financial crisis has 
however diverted public attention from this 
vital issue. What public attention there has 
been on gas supply has largely focused on 
LNG developments and the aspiration of a 
“Gorgon-led economic recovery”.

It is vital that governments look beyond the 
current financial crisis to put in place a long 
term gas security strategy. This will ensure 
that industry and the economy has the 
necessary energy supply to invest and grow 
post-2010. 

7. 2050 Gas Security Strategy

Given the challenges to energy supply, a 2050 
Gas Security Strategy is needed. This should 
look to the long term - the next 30-50 years 
– to ensure the energy needs of current and 
future generations are met, and to provide 
businesses with the certainty needed to 
support new investment.

To be effective, a 2050 Gas Security 
Strategy should include practical initiatives 
addressing all key energy security elements: 
availability, affordability, reliability, diversity, 
competitiveness and longevity of supply.

There is no “magic bullet” and no one initiative 
that could alone ensure the State’s future 
gas security. Instead, a package of initiatives 
should be implemented that address all key 
gas security elements.

 
Key Initiatives

• Stringent review of Retention Leases

• Remove anti-competitive joint selling 
arrangements 

• Tax, royalty and investor incentives 

• Third party ownership and common-
use midstream infrastructure

• Domestic gas reservation

• North West Shelf State Agreement 
domestic supply obligations

• Tight gas development

• Gas quality specification

• Expedite approvals process for gas 
exploration and development

• Ensure climate change policies 
promote and not discourage  
domestic supply

• Ensure Australia’s international 
trade negotiations do not undermine 
energy security
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8. Leadership is needed by government

A gas security strategy necessarily involves 
balancing the commercial interests of major 
producers with the long term needs of the 
State. This requires leadership on the part  
of government.

Major producers have, in the past, been strongly 
vocal in opposing measures that in any way 
intrude upon their freedom of commercial 
activity. Claims have been made about potential 
threats to Australia’s sovereign risk from 
proposed measures, and that such measures 
would drive away international investment.

These concerns do not appear to have been 
realised in practice. Western Australia remains 
a highly attractive investment destination for 
international oil and gas producers, both from 
a resource and a regulatory perspective. 

A report by Curtin University also found that 
over 90% of world gas reserves are directly or 
indirectly controlled by national oil companies. 
Only 8% of world reserves are subject to full 
access by international oil companies. 

Given Western Australia holds almost 2% 
of the world’s natural gas resources, the 
State represents a quarter of the total global 
opportunity available to international oil and 
gas companies on an open access basis. 

Western Australia’s natural gas reserves will 
continue to be highly sought after, and tightly 
held, by international oil and gas companies. 
It is the role of government to ensure the 
State’s gas resources are developed in a 
manner that meets the current and future 
energy needs of the community.

 

Availability - Key Challenges

• Western Australia is experiencing a serious shortage of domestic gas.

• Current and prospective gas users are unable to secure gas supplies in 
substantial quantity.

• Major producers are limiting domestic gas contracts to a maximum of 6 years, while 
continuing to sign 20-25 year contracts with overseas LNG customers.

• Major producers are focusing on LNG exports and appear to be withholding gas 
from the domestic market.

• Producers appear to be utilising Retention Leases to park gas resources for 
increasingly ambitious LNG developments.

• In the absence of strong Retention Lease enforcement in Australia, major producers are 
incentivised to warehouse resources in Australia while accelerating development  
in other countries where more stringent “use it or lose it” rules apply.

• Current Retention Lease process lacks transparency and presents significant barriers 
to the entry of prospective new gas producers.

• Potential new gas field developments are unlikely to meet the State’s requirement 
for over 1100 TJ/day in new and replacement gas by 2014-2015.

• The proposed Carbon Pollution Reduction Scheme discourages domestic gas supply 
by providing a financial incentive in the form of carbon credits to producers to develop 
and export the State’s gas reserves as LNG.

CHALLENGES TO GAS SECURITY
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Affordability - Key Challenges

• WA wholesale gas prices have risen four to five-fold over the past 18-24 months, 
and are around four to five times Eastern States prices on a delivered basis.

• Power generation, alumina refining and other processing in the South West represent 
over 80% of the WA market. Price affordability is critical for sustainability.

• Major producers seeking to justify price increases on notional “international” 
or LNG prices despite there being no world price for gas.

• Recent WA wholesale gas prices are significantly higher than prices in major gas 
producing/exporting countries. Prices are in fact closer to those in energy poor 
countries such as China, Japan and South Korea.

• Major producers are seeking more than “LNG-netback” prices – a premium return 
from local customers well in excess of that from LNG exports.

• Major producers are also seeking to price gas against high priced liquid fuels. 
While gas is price substitutable with liquids for some users, the bulk of the  
WA market cannot sustain liquids-equivalent pricing.

• At current prices in Western Australia, gas is no longer competitive with coal for 
baseload power generation and most resource processing. 

• This is unlikely to change under an emissions trading scheme. At wholesale gas prices of 
$7 per gigajoule, any ETS would need to impose a $90 per tonne carbon cost to merely 
make natural gas competitive with coal for building new baseload power stations. 

• While supply and demand factors impact affordability, they do not alone explain the 
significant price increases.

• Two producer groups control almost 100% of the WA market, with one being 
the effective monopoly seller to small gas users. This has a significant impact  
on competition and prices.

Reliability - Key Challenges

• Major upstream supply incidents in 2008 – the Varanus Island incident which shut 
off 30% of the State’s gas supply for several months, and the North West Shelf gas 
processing plant outage which curtailed 70% of the State’s gas supply for more than 
two days.

• Reliability and security of the Dampier to Bunbury Natural Gas Pipeline is not 
a major challenge.

• Local gas users highly dependent on natural gas as an energy source, and on 
existing gas producers for current and future supply.

• There are significant practical and economic constraints on the ability of existing 
users to switch from gas to alternative fuels. 
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Diversity - Key Challenges

• Western Australia is dependent on just two supplier groups and two supply points 
for almost 100% of its domestic gas.

• The bulk of the State’s gas is sourced offshore from the Carnarvon Basin.

• Disruption in any one supply source will have profound impacts on the State, 
as demonstrated by the Varanus Island gas outage.

• The lack of supply diversity and the number of independent sellers impedes 
development of an efficient and competitive market.

• Current Retention Lease process lacks transparency and presents significant barriers 
to the entry of prospective new gas producers.

Competitiveness - Key Challenges

• The domestic gas market is highly concentrated. Two producer groups control close 
to 100% of the domestic gas market and resources.

• The North West Shelf Joint Venture controls around 70% of the market, and over 
92% of the gas resources in developed fields.

• Apache-led Joint Ventures control most of the remaining market and gas resources 
in developed fields.

• It is understood that the North West Shelf Joint Venture does not typically supply 
smaller customers using less than 15 TJ/ demand. Smaller customers are effectively 
forced to purchase from Apache or Apache-led joint ventures – the effective monopoly 
seller for that section of the market.

• The upstream concentration extends to prospective new developments owned 
or controlled by the same North West Shelf Joint Venture participants or Apache.

• The North West Shelf joint selling arrangement substantially lessens competition 
by reducing the number of independent sellers from six to one.

• Participants in the North West Shelf Joint Venture and Apache-led Joint Ventures 
have access to sensitive information on pricing and timing of domestic gas sales. 

• There are significant barriers to the entry of competitive new suppliers.

• In the absence of a competitive market, producers have significant ability to 
influence prices and withhold supply.
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Longevity - Key Challenges

• Western Australia has only limited reserves of natural gas – a finite and 
diminishing resource.

• Australia is aspiring to be the world’s second largest LNG exporter despite holding 
just over 2% of the world’s natural gas resources. The bulk of these exports will be 
sourced from Western Australia.

• Estimates of gas reserves may considerably overstate the actual availability of gas.

• Only 17% of Western Australia’s natural gas resources relate to developed fields. 
The bulk of resources are located offshore and in deepwater, with no certainty of 
commercial development.

• Gas resources in the Carnarvon Basin could be depleted within 30 years with 
unrestricted growth of LNG exports coupled with domestic demand.

• If LNG export targets are reached, the total existing resources of the Carnarvon Basin 
will be fully committed by 2015-2020.

• Where gas is locked up in long term LNG export contracts, it is no longer available 
to meet the needs of local industry and households.
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Retention Leases

• Government should strictly apply a stringent approach to Retention Leases 
as required under the Act.

• Retention Leases should, in the first instance, be assessed to determine whether fields 
can supply the domestic market on a commercial basis. 

• This expectation should be expressly stated in the relevant administrative guidelines 
or legislation.

• The Retention Lease process should be reformed to promote transparency 
and third party participation.

Remove anti-competitive joint selling

• Removing the North West Shelf joint selling arrangement will significantly increase 
competition by increasing the number of independent sellers from one to six.

• Joint selling should not be permitted in prospective new gas developments where 
they impact competition.

Tax, royalty and investor incentives

• Commonwealth and State tax, royalty and investment incentives should be provided 
to promote domestic gas exploration and development.

• Key incentives include: State royalty concessions; increased deductibility for 
pre-wellhead expenses from Commonwealth taxation; a Flow Through Share scheme;  
and Commonwealth and State grants.

Midstream infrastructure

• Third party investment in and common-use midstream gas gathering and processing 
infrastructure should be encouraged and facilitated.

KEY RESPONSES
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Domestic gas reservation

• A national gas reservation policy should be implemented to support the existing State 
reservation policy and ensure producers do not avoid domestic supply obligations.

• The Gorgon gas project should include a 15% domestic supply commitment, with first 
delivery of domestic gas no later than start-up of the first LNG train.

• Opportunities to further strengthen the State gas reservation policy should be explored.

• National and State gas reservation policies should consider depletion of gas resources 
from unrestricted LNG development, in addition to ensuring current production is set 
aside for domestic use.

North West Shelf State Agreement

• The original intent of the North West Shelf State Agreement – placing priority on the 
availability of gas to the WA domestic market – should be maintained in the ongoing 
administration of the Agreement. 

• The State Agreement provides a mechanism for the State to secure additional domestic 
supply commitments with respect to: the renewal or rolling-over of existing long term 
LNG export contracts; new LNG contracts entered into by the North West Shelf Joint 
Venture; and new LNG developments such as the mooted LNG Train 6.

Tight gas

• Promote tight gas development through appropriate tax and royalty incentives.

• State royalty concessions should be provided such as royalty holidays and reducing 
the royalty rate for tight gas developments.

• Increased deductibility from Federal taxation for pre-wellhead expenses should 
be provided to recognise the significant pre-wellhead costs involved with  
tight gas projects.

• A Commonwealth Flow Through Share Scheme would support emerging tight 
gas companies and promote new frontier developments.

Gas quality specification

• The State Government’s proposed framework will facilitate the entry of out-of-
specification gas into the pipeline by promoting commercial resolution between parties.

• This could promote the development of additional new sources of domestic gas, 
such as the Macedon field.
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Climate change policies

• Australia’s climate policy framework should recognise the vital role of natural gas 
as the only conventional energy source that could underpin Australia’s transition  
to a low carbon economy within the next 20 years. 

• Any assistance provided to natural gas producers be on a level playing field that does 
not discriminate against domestic gas exploration, development and supply. 

• The 60% assistance provided to LNG exporters under the CPRS should be extended 
to domestic gas production.

• Natural gas used as a fuel source should be subject to the same assistance as natural 
gas used as a feedstock. 

• The climate policy framework should support initiatives to promote the earlier uptake 
of natural gas as a transitory fuel in the initial years of the CPRS. 

Free Trade Agreements

• The Federal Government’s trade negotiations should support, or at the very least 
not undermine, Western Australia’s long term energy security. 

• The Federal Government should not undertake to any treaty commitments that would any 
way constrain the ability of Federal and State governments to secure energy resources.

• Energy security commitments should be excluded from Australia’s Free Trade 
Agreement negotiations.

Other measures to encourage domestic gas exploration and development

• The Federal and State governments should streamline approvals processes, 
reduce unnecessary delays, and eliminate regulatory duplication and overlap.

• Domestic gas projects should be subject to a “fast-track” approvals process 
to promote development and minimise lead-times to domestic gas delivery.

• The State Government’s Exploration Incentive Scheme will encourage energy 
exploration, particularly in greenfield areas.

• The Scheme should provide explicit focus on domestic gas exploration by 
quarantining a reasonable proportion of the exploration drilling grants solely  
for domestic gas exploration.

• It should also identify domestic gas exploration and development in the 
Canning and Perth Basin as a key priority for the geoscience information  
components of the Scheme.
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Purpose

1 International Energy Agency, http://www.iea.org/Textbase/subjectqueries/keyresult.asp?KEYWORD_ID=4103
2 World Economic Forum, The New Energy Security Paradigm, September 2006, Geneva.

Energy security is an issue of vital importance 
for Western Australia. Access to secure 
and affordable energy, particularly natural 
gas, underpins the State’s mining and 
resource processing industries, fuels power 
generation, and supplies small businesses 
and households.

In recent years, Western Australia has been 
experiencing a serious shortage of natural 
gas. Current and prospective gas users 
have been unable to secure long term gas 
supplies in substantial quantity. The price of 
such short term gas that is available has risen 
dramatically. 

The State’s dependence on natural gas was 
underlined by two serious incidents in 2008 
- an outage at the North West Shelf Joint 
Venture processing plant which temporary 
affected 70% of the State’s gas supply,  
and the Varanus Island incident which  
shut off 30% of the State’s gas supply for 
many months. 

These incidents reinforced the importance 
of secure, affordable and reliable gas supply, 
and the need for long term policy measures to 
ensure energy security.

The purpose of this report is to: 

• provide an assessment of Western 
Australia’s energy security, specifically 
domestic gas; and 

• propose a detailed policy framework to 
ensure the State’s gas supply security for 
the next 20-50 years.
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1. Energy security

Energy security is an issue of vital importance 
for Western Australia. Access to secure and 
affordable energy underpins the State’s ability 
to develop and grow, attract investment, 
create employment and sustain  
living standards.

The term “energy security” encompasses 
a number of important concepts. The 
International Energy Agency (IEA) describes 
energy security as “the uninterrupted physical 
availability at a price which is affordable, while 
respecting environment concerns”.1

The IEA considers energy security as 
including short-term considerations - the 
ability of the energy system to react promptly 
to sudden changes in supply and demand. 
It also includes long term considerations – 
such as timely investments to supply energy 
in line with economic developments and 
environmental needs. 

Similarly, the World Economic Forum 
considers energy security as including 
among other things: the physical security of a 
country’s energy infrastructure, such as from 
terrorist attacks or natural disasters; the ability 
of a country to withstand unexpected price 
hikes or interruptions in energy supply, such 
as the oil-price shocks; and long term access 
to reliable and competitively priced energy. 2 

2. Key principles

Energy security can therefore be understood 
as incorporating a number of key elements:

• availability of supply;

• affordability of supply;

• reliability of supply;

• diversity of supply;

• competitiveness of supply; and

• longevity of supply.

In relation to Western Australia’s domestic  
gas security, these key elements can be 
further defined.

2.1  Availability of supply

• the availability of gas supply to meet 
current and future needs of industry, 
electricity-generation, small businesses 
and households;

• the availability of gas supply to roll-
over existing long term gas supply 
contracts for power generation and 
resource-processing as they expire 
over the next 5 years;

• the availability of new long term 
gas supply contracts to underpin 
new and existing investment in 
power-generation, gas transmission 
infrastructure and resource-processing 
development;

• the ability of new domestic gas 
exploration and production companies 
to access and develop fields for 
domestic supply.

Energy Security
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2.2  Affordability of supply

• the affordability of domestic gas prices 
to sustain downstream processing, 
power generation and gas supply 
infrastructure investment in Western 
Australia;

• the affordability of gas and electricity 
for small businesses and households;

• the extent to which natural gas 
provides effective fuel-on-fuel 
competition with coal.

2.3  Reliability of supply

• the protection of each section of 
the gas supply chain from supply 
interruptions;

• the ability of emergency response 
arrangements to quickly restore 
production in the event of supply 
outages or to provide alternative fuel 
supplies;

• the extent of redundancy built into the 
gas supply and delivery systems;

• the effectiveness of the technical 
regulation which oversees the design 
and ongoing operation of domestic gas 
processing and supply facilities.

2.4  Diversity of supply

• the number of different gas supply 
sources (offshore, onshore, inshore, 
domestic gas processing facilities)  
into the domestic market;

• the number of independent suppliers 
into the domestic market;

• whether there is a diversity of contract 
terms offered to gas users as to price, 
quantity, and short and long term 
contracts;

• whether there is sufficient diversity 
of supply sources to minimise any 
downstream impact to the State should 
any one supply source be disrupted.

• the ability of new domestic gas 
exploration and production companies 
to access and develop fields for 
domestic supply.

2.5  Competitiveness of supply

• whether there is effective competition 
between upstream suppliers on pricing, 
quantity and contract terms;

• whether there is a large number of 
independent gas suppliers into the 
domestic market;

• the extent to which future gas field 
developments will enhance upstream 
competition.

2.6 Longevity of supply

• whether sufficient reserves of gas are 
being set aside to meet the current and 
future needs of the State;

• whether industry has confidence 
that long term gas supply contracts 
approaching renewal can be rolled-
over at affordable prices for sufficient 
terms (more than 10 years);

• whether industry has confidence 
in future gas availability to make 
investment decisions in new power 
generation, resource processing or 
infrastructure developments;

• whether an appropriate balance 
is being maintained between LNG 
exports and the energy needs of local 
industry and households.
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3. Current State and Federal energy 
security reviews

Both the Federal and the State Government 
are conducting strategic reviews into 
energy security. These comprise the Federal 
Government’s Energy White Paper process, 
and the State Government’s Gas Supply and 
Emergency Management Committee review.

3.1  The Federal Government’s Energy  
White Paper process is seriously flawed

The issue of energy security is currently 
being considered as part of the Federal 
Government’s Energy White Paper. While 
the original intent of the White Paper was 
Australia’s future energy security, there has 
been a significant shift in focus towards 
maximising Australia’s energy exports.

In January 2008, the Federal Government 
expressed serious concerns over 
Australia’s long term energy security 
and the need for a national response. 
The Federal Government committed to 
developing a national Energy Security 
White Paper that would provide a strategic 
vision and policy framework for the next 
20-30 years. 

A key driver for the Energy Security 
White Paper was concerns over Western 
Australia’s serious domestic gas shortage. 
In an interview with The West Australian 
newspaper, the Federal Minister for 
Resources, Energy and Tourism warned 
it would take a tougher line on renewing 
leases for undeveloped gas fields and also 
the need for initiatives to insulate Australia 
from “the world’s new Cold War” – the 
battle for energy between countries such 
as China and the United States.3

The Federal Department of Resources, 
Energy and Tourism’s website commits 
the Government to “the provision of 
adequate, reliable and affordable energy 
to meet future energy consumption 
needs and to underpin strong economic 
growth, consistent with the principles 
of environmental responsibility and 
sustainable development”. On energy 
security, the Department states:

Ensuring the security of energy supplies 
is key to supporting economic and 
social activity in Australia. Energy 
security is about our ability to meet 
the energy needs of the Australian 
community and industry – both in 
the short and in the long term. In an 
Australian context, energy security is 
defined as the adequate, reliable and 
affordable supply of energy where: 
adequacy is the provision of sufficient 
energy to support economic and social 
activity; reliability is the provision 
of energy with minimal disruptions; 
affordability is the provision of energy 
at a price which does not adversely 
impact on the competitiveness of the 
economy and which supports continued 
investment in the energy sector.

The Department states that to help 
ensure energy security, the Government 
has released a National Energy Security 
Assessment, which will provide input into 
the development of future energy policy 
including the Energy White Paper.

While the initial driver for the White Paper 
was domestic energy security, this focus 
has fundamentally shifted to maximising 
the potential of Australia’s energy exports. 
This is a matter for serious concern.

3 The West Australian, ‘Energy needs, supply-route security in focus’, 15 January 2008.
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The Terms of Reference for the Energy 
White Paper declares as its objective: 
“fostering growth opportunities and 
innovation that will ensure Australia 
maximizes its competitive advantages 
as a leading supplier of energy, energy 
technology and energy services”.

This shift in focus from energy security 
to energy exports is underlined by the 
Minister’s media statement on the Energy 
White Paper on 28 November 2008. The 
focus of the statement is on Australia 
becoming the premier energy exporter in 
the Asia Pacific.

Table: Minister for Resources,  
Energy and Tourism, media statement,  
28 November 2008”

 
“Minister Puts Focus on Long-Term 
Energy Needs” (extracts)

The Minister for Resources and Energy, 
Martin Ferguson AM MP, today has told 
the first meeting of the Energy White 
Paper High Level Consultative Committee 
that there success could be the first step 
in Australia becoming the premier energy 
exporter in the Asia Pacific.

“The White Paper will allow us to look 
at how we create and capture regional 
and global opportunities to become a 
leading producer, and exporter of energy 
technologies and services. However, 
to achieve this we must have an 
economically sound framework on  
which to base investment decisions.”

This bias towards energy exports and 
exporters is evident in the membership of 
the 15-member Energy White Paper High 
Level Consultative Committee established 
by the Federal Government. 

Current and prospective energy or LNG 
exporters make up eight out of the ten 
non-government representatives on the 
Committee. 

Domestic energy users, for whom energy 
security is a matter of vital importance, are 
only represented by only two positions on 
the Committee.

Developing a long term national energy 
security strategy will involve difficult 
policy choices. These include the need to 
balance the narrow commercial interests 
of energy exporters with the broader 
energy needs of the Australian community.

The fundamental shift in the Energy  
White Paper’s focus from domestic  
energy security to energy exports,  
and the dominance of energy exporters  
on the White Paper Committee, represent 
serious flaws in the current process.  
The ability of this process to deliver 
meaningful outcomes on energy security  
is now open to question.
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Table: Energy White Paper  
Consultative Committee

Industry Representatives 

Graeme Hunt  BHP Billiton * 

Russell Caplain  Shell Australia *

David Knox  Santos *  

Agu Kantsler  Woodside *

Stephen Creese  Rio Tinto * 

Karen Moss  Origin Energy *

Peter Freyburg  Xstrata Coal *

Belinda Robinson  APPEA *  

Michael Fraser  AGL Energy

Brad Page  Energy Supply 
Association

* Current or prospective energy exporters or  
 industry association

3.2  WA Gas Supply and Emergency 
Management Review

In January 2009, the State Government 
established the Gas Supply and 
Emergency Management Committee.  
The Committee’s purpose is to review  
and advise the government on the security 
of Western Australia’s gas supplies and  
the management of future supply 
disruptions. The Committee’s terms  
of reference include:

• gas disruption emergency response;

• gas supply security, both present and 
long term;

• the entire gas supply chain and the 
risk, duration and effect of potential 
supply disruptions;

• alternative approaches to avoid or 
minimise gas supply disruption or 
mitigate its effect; and

• lessons learnt from past gas supply 
disruptions.

The Committee is scheduled to provide 
a final report to the State Government in 
September 2009.

The Committee’s comprises a balanced 
mix of government and industry 
participants, as well as upstream suppliers 
and downstream gas consumers. This 
provides confidence that the Committee’s 
inquiry will reflect a diversity of economic 
interests, as opposed to being dominated 
by the views of upstream gas exporters.
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1. The importance of domestic  
gas security

Western Australia is the most energy and 
gas-dependent economy in Australia. Natural 
gas supplies half of the State’s primary energy 
requirements and fuels 60% of the State’s 
electricity generation. In contrast, natural gas 
supplies 19% of the primary energy needs of 
Australia as a whole.4

The State’s natural gas consumption averaged 
an estimated 1,194 TJ/day in 2006-07 – 
seven times the volume used in 1983 prior to 
deliveries from the North West Shelf.5 Since 
1984, domestic demand for gas has been 
growing at around 8.5% per year.

Natural gas supplies industry, households 
and small businesses; and fuels electricity 
generation in Western Australia. Access to 
secure and affordable natural gas underpins 
the State’s manufacturing, processing 
and mining industries, and the significant 
employment and export benefits they provide.

Manufacturing, electricity generation and 
mining account for up to 90% of annual 
domestic gas consumption in Western 
Australia.

Critically, 60% of the State’s electricity 
generation is gas-fired. The availability and 
affordability of natural gas therefore has a 
major direct impact on households and small 
businesses through electricity prices, as well 
as gas prices.

Table: Domestic gas consumption in  
Western Australia 6

Domestic gas consumption

Manufacturing up to 40%
Including alumina, other  
non-ferrous metals, iron and  
steel, chemicals, glass, ceramics,  
cement and concrete

Electricity generation around 30%

Mining 20-25%

Other uses  10% 
Including commercial services,  
transport and storage, residential  
gas for cooking and heating

The State’s dependence on domestic gas 
supply and the critical importance of energy 
security was underlined by the January 2008 
North West Shelf Joint Venture and the June 
2008 Varanus Island incidents.

In January 2008, an electrical fault at the 
North West Shelf gas processing plant at 
Karratha resulted in domestic gas supply 
being suspended for more than two days.  
The North West Shelf Joint Venture  
supplies around 70% of the State’s domestic 
gas requirements.

The June 2008 Varanus Island incident shut 
off 30% of the State’s total gas supply and 
resulted in significant economic damage gas 
users. The loss of supply resulted in severe 
disruption to operations as well as higher 
costs as companies were forced – to the 
extent they were able – to switch to alternative 
gas supplies or energy fuels. 

While some gas users were able to switch 
to diesel, this was at a significant economic 
cost and unsustainable for the longer term. 
Other gas users were forced to curtail or shut 
down operations through inability to secure 

Western Australia’s Domestic Gas Security

4 ABARE Energy Update 08.
5 ABARE: Natural gas consumption by State, 2008
6 Chamber of Commerce and Industry of Western Australia, Meeting the Future Gas Needs of Western Australia, 
 May 2007, pp.38 onwards.
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alternative non-gas supply, or alternative 
supply at a commercially sustainable cost.

The Varanus Island outage had a 
compounding impact on industry by 
disrupting the local production and supply 
of other essential inputs, such as fertilizers 
for local agriculture, reagents for the mineral 
processing industry and industrial gases 
such as carbon dioxide. The incident had 
far-reaching economic, employment and 
investment impacts and also resulted in 
significant inconvenience to households.

2. Demand for gas will continue to grow

The State’s demand for gas will continue to 
grow. A 2008 report by Economics Consulting 
Services concluded that Western Australia will 
require around 1100 TJ/day of gas by 2014-15 
to meet new and replacement demand. 7 This 
is equivalent to the total size of the existing 
market for gas.

The expected demand comprises: 274 TJ/day 
of replacement gas, 68 TJ/day of resource 
project grid connected electricity and 783 TJ/
day of new mineral and petroleum processing 
projects. While the current global financial 
crisis may affect the timing of some minerals 
processing projects requiring gas, potential 
demand remains significant.

Importantly, around 274 TJ/day of 
replacement gas will be needed to replace 
existing gas contracts as they expire. These 
include large contracts for gas used in 
electricity generation, industrial processing 
and manufacturing. 

There is no certainty that gas will be available 
to meet these replacement contracts and 
that contracts can be automatically rolled-
over. Contracts may be tied to fields that are 
declining and with producers that have no 
replacement fields in the required timetable. 

This raises serious issues for Western 
Australia’s electricity, manufacturing and 
minerals processing sectors in meeting 
existing energy needs.

3. Natural gas’ vital role in meeting  
the greenhouse challenge

Energy security and climate change are 
inseparably linked with efforts to reduce 
greenhouse emissions dependent on 
access to clean energy. To that end, natural 
gas has a vital role in meeting Western 
Australia’s greenhouse challenge. It is the 
only conventional energy source that can 
underpin the State’s transition to a low carbon 
economy during the next 20 years. 

Natural gas produces less than half the 
greenhouse emissions compared to coal and 
uses proven, readily available technology. 
Combined cycle gas-fired plants and gas-fired 
cogeneration plants constitute by far the most 
greenhouse efficient forms of non-renewable 
power generation. 

Over its life, a new 350 megawatt per 
hour natural gas combined cycle plant will 
produce 30 million tonnes of carbon dioxide 
emissions, compared to 70 million tonnes for 
an equivalent coal power plant.8 In terms of 
annual greenhouse gas emissions avoided, 
the difference is equivalent to removing 
325,000 cars off the road.

Natural gas underpins the development of 
greenhouse-friendly gas fired cogeneration 
plants. Cogeneration plants at alumina 
refineries in Western Australia for example 
generate steam which is used in the alumina 
refining process, as well as electricity for 
supply into the grid. Cogeneration plants 
can achieve at least 75% energy efficiency, 
compared with 30-50% for comparable coal 
fired generation. 

7 Economics Consulting Services, Natural Gas Outlook for Western Australia and Economic Impact, October 2008.
8 Simshauser, P. and Wild, P. (2007) ‘The WA Power Dilemma’, p.23; available at www.bbpower.com/media/299790/
 25907%20wa%20energy%20summit.pdf.
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Natural gas supply is also critical to underpin 
future expansion of renewable energy. Only 
natural gas plants can provide the peaking 
power capacity necessary to support 
renewable power such as wind and solar, and 
which makes renewable energy a feasible 
source of energy for the local market.

4. Domestic gas supply is the most 
greenhouse- and energy-efficient use  
of the State’s natural gas reserves

From a global greenhouse perspective, using 
natural gas to fuel local industry, power 
generation, small businesses and households 
is the most greenhouse and energy efficient 
use of the State’s natural gas resources. 

Unlike LNG, domestic gas does not need to 
be liquefied, shipped long distances in tankers 

and then regasified before it can be used as a 
fuel – an energy-intensive process.

Domestic gas supply is over 92% energy 
efficient, with less than 8% of energy lost 
in the supply chain. Transport through the 
Dampier to Bunbury Natural Gas Pipeline, the 
longest gas transmission system in Australia, 
only uses less than 3% of the energy 
transported.9

In contrast, LNG is only 74% energy efficient, 
with 26% of the energy consumed by the  
LNG supply chain.

In terms of lifecycle emissions, LNG produces 
20% more greenhouse emissions on a 
per gigajoule basis compared to domestic 
pipeline gas.10

9 2009 DomGas Alliance study.
10 2009 DomGas Alliance study.

Table: DomGas Alliance lifecycle study (2009)

For every 100 GJ of energy in the supply chain:

  Energy Energy     
  Delivered Consumed Total  Energy efficiency

DomGas  92.3 GJ 7.4 GJ 100 GJ 92.3 %

LNG 73.7 GJ 26.3 GJ 100 GJ 73.7 %

Lifecycle greenhouse emissions for:

1 GJ LNG 67 kg CO2-eq

1 GJ domestic gas 56 kg CO2-eq

1 GJ of LNG generates almost 20% more greenhouse emissions over its lifecycle  
than domestic pipeline gas.
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The Alliance’s analysis is consistent with 
other international studies. A Carnegie Mellon 
University study found LNG generated almost 
25% more greenhouse emissions over its 
lifecycle compared to domestic natural gas. 
The study also found that the upper band of 
emissions associated with LNG approached 
that of coal.11

Table: Carnegie Mellon lifecycle study (2007)

Lifecycle emissions 
(lb CO2-e per megawatt hour)

  DomGas LNG Coal 
Midpoint 1250 1600 2100
Upper Band 1600 2400 2550

A study by Climate Mitigation Services also 
found that liquefying and transporting natural 
gas in LNG tankers accounted for around 
21% of the total lifecycle emissions of LNG.12

Furthermore, Western Australian industry 
and electricity generators are in the main 
extremely energy efficient compared to their 
international counterparts. This reinforces 
the global greenhouse benefits of using the 
State’s gas resources to fuel industry and 
power generation in the State.

Claims by major LNG exporters that Australia 
is helping solve the world’s greenhouse 
problems by exporting its clean reserves of 
natural gas are therefore open to challenge. 
Such claims ignore the lifecycle footprint of 
LNG production and only seek to compare 
end-use emissions of gas versus coal. They 
also appear at odds with LNG exporters 
seeking recognition of the LNG industry as 
a carbon and emissions-intensive industry 
under the Federal Government’s emissions 
trading scheme.

 

11 Jaramillo, Griffin and Matthews, ‘Comparative Life-Cycle Air Emissions of Coal, Domestic Natural Gas, LNG and SNG for 
 Electricity Generation’, Environ. Sci. Technol. 2007, 41, 6290-6296.
12 Heede, R., ‘LNG Supply Chain Greenhouse Gas Emissions for the Cabrillo Deepwater Port: Natural Gas from Australia to 
 California’, Climate Mitigation Services Study, May 2006.
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5. Increasing global importance  
of energy security

The importance of energy security will 
continue to grow in an energy- and carbon-
constrained world. A report by the Australian 
Strategic Policy Institute warned against 
taking for granted Australia’s long term energy 
security.13 Key findings of the report include:

• The world is entering an era of steadily 
tightening energy markets.

• Energy security will become increasingly 
important to national security. This is due 
to the growth of demand from the United 
States, China and India, and increasing 
dependence of world energy supplies from 
unstable regions.

• Australia is no less dependent on a small 
range of fossil fuels than most other 
developed countries.

• There will be a dramatic rise in Australia’s 
dependence on imports for oil and 
petroleum, particularly from the  
Middle East.

• There is a need for Australia to factor 
broader aspects of energy security into its 
foreign and defence policies.

The report found that Australia’s historical 
position of being dependent on imports for 
only a quarter of energy has led to a tendency 
for Australian governments and society to be 
more sanguine about energy security than 
many other countries.

The report warned there was little reason 
for complacency given Australia’s high 
dependence on energy, and the fact that 
Australia’s self sufficiency in petroleum 
products is declining markedly. The report’s 
findings have particular relevance for  
Western Australia as the most energy-and 
gas-dependent economy in Australia.

6. Conclusion

Western Australia’s economic growth and 
prosperity depends on domestic gas security.

Demand for gas will continue to grow.  
The State will require around 1100 TJ/day  
of gas by 2014-15 to meet new and 
replacement demand.

Natural gas supply has a critical role in the 
State’s response on climate change. It is the 
only conventional energy source that can 
underpin the State’s transition to a low carbon 
economy during the next 20 years. 

It is also vital for underpinning future 
expansion of renewable energy. Only natural 
gas plants can provide the peaking power 
capacity necessary to support renewable 
power such as wind and solar. 

From a global environmental perspective, 
using natural gas to fuel local industry, power 
generation, small businesses and households 
is the most greenhouse and energy efficient 
use of the State’s natural gas resources. 

 

13 Michael Wesley, ‘Power Plays: Energy and Australia’s Security’, Australian Strategic Policy Institute, October 2007.
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1. Overview

Having examined the importance of  
domestic gas security, the report will examine 
the current West Australian gas market 
against the key energy security principles. 
It will be shown that the current gas market 
structure and conditions present serious 
challenges to the State’s energy security.

Energy Security - Key Principles

• Availability of supply

• Affordability of supply

• Reliability of supply

• Diversity of supply

• Competitiveness of supply

• Longevity of supply 

Challenges to Domestic Gas Security

Key Challenges

• Western Australia is experiencing a serious shortage of domestic gas.

• Current and prospective gas users are unable to secure gas supplies in 
substantial quantity.

• Major producers are limiting domestic gas contracts to a maximum 6 years, while 
continuing to sign 20-25 year contracts with overseas LNG customers.

• Major producers are focusing on LNG exports and appear to be withholding gas 
from the domestic market.

• Producers appear to be utilising Retention Leases to park gas resources for 
increasingly ambitious LNG developments.

• In the absence of strong Retention Lease enforcement in Australia, major producers are 
incentivised to warehouse resources in Australia while accelerating development  
in other countries where more stringent “use it or lose it” rules.

• Current Retention Lease process lacks transparency presents significant barriers 
to the entry of prospective new gas producers.

• Potential new gas field developments are unlikely to meet the State’s requirement 
for over 1100 TJ/day in new and replacement gas by 2014-2015.

• The proposed Carbon Pollution Reduction Scheme discourages domestic gas supply 
by providing a financial incentive in the form of carbon credits to producers to develop 
and export the State’s gas reserves as LNG.

2. Availability of supply
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2.1  WA’s serious gas supply shortage

Western Australia accounts for around 
80% of Australia’s natural gas resources 
and the bulk of its LNG exports. The State 
however continues to experience a serious 
domestic gas shortage and a very tight 
market. Current and prospective gas users 
have been unable to secure long term gas 
supplies in substantial quantity. 

Evidence of this serious gas shortage 
includes:14

• gas suppliers were unable to meet 
existing contracted supply obligations, 
with Tap Oil for instance issuing a 
notice of force majeure in relation to  
its contract with Burrup Fertilisers;

• the Gindalbie Karara iron ore project 
has had to rely solely on coal fired 
generation;

• Newmont has chosen coal fired power 
for its Boddington gold project despite 
the fact that gas would, assuming 
reasonable prices, be a more  
attractive option;

• DBP was required to significantly 
downsize an expansion of the Dampier 
to Bunbury Natural Gas Pipeline in 
2006 as a number of prospective 
projects were unable to secure gas 
supplies; and

• DBP tenders for additional gas 
failed when the prospective supplier 
withdrew its offer. 

The recent State Government’s electricity 
tender did not attract a baseload gas 
option, resulting in a baseload coal 
proposal being the only viable option.

The DomGas Alliance continues to be 
approached by resource processors  
and power generators concerned about 
the availability of domestic gas.

The gas shortage presents serious 
challenges to the State’s energy security, 
as well as its ability to support new 
investment, employment and economic 
growth. New project investments 
dependent on gas supply for energy are at 
risk of going offshore or interstate because 
of the shortage of gas.

2.2  Difficulty in securing long term contracts

Historically, Western Australia’s gas supply 
market has been characterised by long 
term contracts. Long term take-or-pay 
domestic gas contracts underpinned the 
original development and subsequent 
expansion of the North West Shelf project.

Long term contracts are necessary to 
enable capital intensive developments 
such as resource and minerals processing 
developments and new power stations. 
Such investments involve significant 
capital investment with rates of return 
assessed on a 20-25 year timeframe. 
Businesses require confidence as to the 
future availability and affordability  
of energy to be able to invest.

Long term contracts also underpin 
ongoing investment and operation of the 
State’s vital gas supply infrastructure. 
Regulated infrastructure such as the 
Dampier to Bunbury Natural Gas Pipeline 
functions in a regulatory environment 
involving write-off periods of 60 years 
or more without regard to resource 
availability.

Recently however, major gas producers 
have been shortening contract terms on 
a “take it or leave it” basis. The Economic 
Regulation Authority of Western Australia 
reported in 2007 that producers were only 
offering contracts with a maximum term of 
5 years with volumes restricted to about 
10 terajoules a day.15 This is having an 

14 Synergies Economic Consulting, WA Gas Supply & Demand: The Need for Policy Intervention, July 2007, p.15.
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impact on customers seeking long term 
certainty over energy supply. 

At the same time, major producers 
continue to enter into long term contracts 
with LNG customers.

• In 2003, the North West Shelf Joint 
Venture entered into a 25 year 
agreement to supply 3.3 million tonnes 
of LNG a year to a Chinese customer. 

• In 2004, the North West Shelf Joint 
Venture entered into a 25 year contract 
to supply 1.6 million tonnes a year of 
LNG to Tokyo Gas in Japan. 

• In 2007, Woodside entered into 
agreements, including price, with 
PetroChina and the CPC Corporation 
(Taiwan), each for the supply of 2-3 
million tonnes of LNG over 15 to 20 
years from Browse.

• In March 2008, the North West Shelf 
Joint Venture entered into a further 8 
year contract with Tokyo Gas to supply 
530,000 tonnes per year of LNG. 

• In December 2008, Shell announced 
it had signed a 20 year contract to 
supply up to 40 million tonnes of  
LNG to PetroChina. 

There is no evidence to support claims 
that long term domestic gas contracts 
have operated to discourage domestic 
gas development. Prior to 2007, there 
has in fact been a stable and continuous 
contracting of supply to the domestic 
market on competitive prices and long 
term contracts.

Long term contracts have also not 
prevented gas producers from supplying 
international customers and in expanding 
the LNG export market. In fact, the North 

West Shelf Joint Venture has significantly 
expanded production from the original 
three LNG processing trains to five LNG 
trains, with a sixth train foreshadowed by 
Woodside. 

A number of existing domestic contracts 
are expected to expire within the next 5 
years. The 2008 Economics Consulting 
Services report concluded that around 274 
TJ/day of replacement gas will be needed 
to replace existing gas contracts as they 
expire. These include large contracts 
for gas used in electricity generation, 
industrial processing and manufacturing. 

The difficulties being experienced by 
local industry and power generators to 
secure long term contracts for existing 
operations, or to underpin investment in 
new developments, presents significant 
challenges to the State’s energy security.

2.3  Focus on LNG exports at the expense  
of domestic supply

Development of the original North West 
Shelf project was underpinned by the 
domestic market. But for SECWA and 
Alcoa’s initial commitment to purchase 
domestic gas – in the form of a take-or-
pay contract – and commitment to the 
construction of the Dampier to Bunbury 
Natural Gas Pipeline, there would have 
been no North West Shelf development. 

By providing low-risk returns for over 20 
years, the domestic market enabled the 
North West Shelf participants to develop 
gas production and the subsequent LNG 
export industry.

The intent of the North West Shelf State 
Agreement Act was to ensure sufficient 
priority was placed on meeting the 
requirements of the WA domestic gas 

15 ERA, Gas Issues in Western Australia, Discussion Paper, 2007.
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market. The Agreement committed the 
North West Shelf Joint Venture parties to 
the supply of domestic gas to SECWA of 
up to 10.5 million cubic metres per day  
(or 414 TJ/d) over 20 years. It also 
envisaged LNG exports of up to 6.5 million 
tonnes per year over a term not less than 
20 years.16

Since the original arrangements were 
struck, LNG exports from the North West 
Shelf Joint Venture have increased by 
over 250% from the originally envisaged 
volume, with additional expansions 
envisaged. 

LNG Train 4 was completed in 2005 and 
LNG Train 5 completed in 2008. LNG 
Train 5 is producing 4.4 million tonnes of 
LNG annually, bringing total LNG export 
production to 16.3 million tonnes per year. 17

Woodside has flagged construction of a 
further six LNG Trains, with the ambition 
of an additional 77 million tones of LNG 
capacity within the next 15 years.18

The North West Shelf Joint Venture has 
in recent times been committing to the 
extension of supply contracts from Trains 
1 and 2. It is understood that the original 
20 year terms of these contracts will start 
to expire from 2009. 

In contrast, supply to the domestic market 
by the North West Shelf Joint Venture 
has increased only marginally. The Joint 
Venture has not offered any significant new 
volumes of gas into the domestic market 
for several years, notwithstanding the 
severe gas market shortfall.

In 1998, the North West Shelf Joint Venture 
advised – as part of its justification for 
seeking authorisation to extend joint 
selling – that it intended to increase 
the capacity of the domestic gas 
processing plant to 1,100 TJ/d through 
the construction of an additional domestic 
gas processing train. This commitment 
was never met despite the Joint Venture 
participants continuing to sell as a single 
entity to local consumers.

It is also understood that the North West 
Shelf Joint Venture does not typically 
supply smaller customers using less  
than 15 TJ/d demand. Smaller customers 
are forced to purchase from Apache  
or Apache-led joint ventures –  
the effective monopoly seller for that 
section of the market.

2.4  Withholding of supply through  
Retention Leases

The bulk of WA’s gas reserves are currently 
held under Retention Leases on the basis 
that they are uneconomic to develop. 
Further reserves are held in Exploration 
Licences which are close to expiry and are 
due to be converted to either Production 
Licences or Retention Leases. 

Section 38B of the Petroleum (Submerged 
Lands) Act 1967 (Cth) provides for the 
grant of a Retention Lease over petroleum 
discoveries. A Retention Lease may be 
granted where a petroleum discovery 
proves to be currently non-commercial but 
has the potential to become commercial 
within 15 years. 

16  North West Gas Development (Woodside) Agreement Act 1979, Schedule 1, recitals (c) and (d) 
17  Woodside Petroleum, ‘North West Shelf Venture Produces First LNG From Train 5 Production Facility’, 
  ASX Announcement, 1 September 2008.
18  ABC News online, ‘Outlook remains strong: Woodside’, 1 May 2009, 
  http://www.abc.net.au/news/stories/2009/05/01/2558367.htm 
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While the initial term of a Retention 
Lease is five years, this may be renewed 
provided it still meets the required 
uncommerciality criteria. Under the Act,  
a Retention Lease must be converted  
to a Production Licence when a reserve  
is commercial.

The aim of the Act is to encourage and 
facilitate exploration, investment and 
development of Australia’s petroleum 
resources, while at the same time ensuring 
resources are developed in an appropriate 
timeframe, and in a manner that meets the 
needs of the local community. 

The Act seeks to achieve this balance 
through the commerciality requirement. 
The grant of a Retention Lease protects 
the interests of upstream companies 
that discover gas resources that are 
not commerciality viable in the short to 
medium term. Where however resources 
become commercially viable, they must  
be developed.

The Act does not permit the “parking” 
of commercially viable gas resources for 
development at a time most convenient 
to the lease holder. Nor does it distinguish 
between whether a resource can be 
commercially developed for domestic 
gas or for LNG export. Producers are not, 
therefore, entitled to withhold otherwise 
commercial resources from supplying 
the domestic market or to develop in 
sequence reserves most profitable for  
LNG export.

Recent experience however suggests 
major producers are using Retention 
Leases to withhold supply from the 
domestic market, and to park gas 

resources as part of a strategy to 
aggregate fields for increasingly ambitious 
LNG projects. The Joint Working Group on 
Natural Gas Supply noted that:

“[T]he market environment has changed 
significantly in recent years. As a result, 
there is an expectation that the prospects 
for commercialising many known gas 
resources have improved substantially.” 19 

The Federal Minister for Resources, 
Energy and Tourism also appeared to 
recognise producers’ use of Retention 
Leases to set aside “sequential fields that 
may be required for a large LNG project”.20

It should be noted that the major gas 
producers have global operations with 
investment decisions assessed on a global 
basis. In the absence of strong Retention 
Lease enforcement in Australia, major 
producers are incentivised to warehouse 
resources in Australia while accelerating 
development in other countries where 
more stringent “use it or lose it” rules.

The practice of major producers in 
Western Australia withholding domestic 
supply now appears to be translating to 
the Eastern States. 

In March 2008, the Sydney Morning Herald 
reported on Queensland Gas’ proposed 
LNG project at Gladstone. The article 
reported the company appeared to be 
withholding supply from the domestic 
market to obtain higher LNG prices in  
the future.21

In January 2009, the Australian Financial 
Review reported on a decision by BG to 
shelve plans to build a 400-600 megawatt 
gas-fired power plant in the Hunter Valley 

19 Ministerial Council on Mineral and Petroleum Resources / Ministerial Council on Energy Joint Working Group Report 
 on Natural Gas Supply, Final Report, September 2007, p.32.
20 Hon. Martin Ferguson AM MP, Minister for Resources, Energy and Tourism, Address to the Melbourne Mining Club, 9 April 2009.
21 ‘Queensland Gas looks to high-value LNG’, Sydney Morning Herald, 6 March 2008, available at: 
 http://business.smh.com.au/queensland-gas-looks-to-highvalue-lng/20080305-1x7t.html?skin=text-only 
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region to instead export the gas as LNG. 
The decision was reported to be a major 
setback to New South Wales’ efforts 
to reduce its dependence on coal-fired 
energy and reduce greenhouse emissions.

Table: Australian Financial Review report 22

 
BG switches to LNG export plan’, 
Australian Financial Review, 16 
January 2009 (abtracts)

Efforts by NSW to reduce its dependence 
on coal-fired power generation have 
suffered another major setback following 
the decision by British energy giant BG 
to pull the pin on a $750 million power 
development in the state.

BG has shelved plans to build a  
400-600 megawatt gas-fired power plant 
in the Hunter Valley region just months 
after inheriting the project through its $5 
billion takeover of Queensland Gas Co.

The plant was expected to generate up 
to 600 jobs and electricity for between 
320,000 and 500,000 hones, with gas for 
the project to come from a pipeline linking 
the Hunter Valley with QGC’s coal-seam 
gas fields in Queensland.

At the time plans for the power station 
were unveiled last May, QGC’s then 
chairman, Bob Bryan, said the plant 
would operate with half the greenhouse 
gas emissions of a coal-fired power 
station and would provide a long term 
solution to NSW’s electricity needs.

Given the bulk of WA’s gas reserves are 
currently held under Retention Leases, 
delays to the timely development 
of resources – where they could 
commercially supply the domestic market 
– constitute a serious challenge to the 
availability of gas.

The current Retention Lease process 
presents significant challenges to 
improving availability of supply. The 
process lacks transparency with no 
formal opportunity for gas users or 
prospective gas developers to participate. 
Prospective gas producers have reported 
significant barriers in being able to access 
information and to engage in the process 
which favours existing lease holders.

2.5  Pipeline capacity is not a  
significant constraint

Concerns have been raised, particularly 
in the wake of the Varanus Island outage, 
that existing capacity of the Dampier 
to Bunbury Natural Gas Pipeline is a 
constraint on domestic gas supply. There 
is no evidence to support this. Western 
Australia’s ongoing gas shortage is due to 
the shortage of gas entering the pipeline, 
not the capacity of the pipeline itself. 

Since 2005, the pipeline owner and 
operator, DBP, has committed $1.8 billion 
to expanding the pipeline. It has already 
been duplicated for about 50% of its 
length, which will increase to close to 80% 
by mid-2010 with completion of the  
State 5B Expansion Project.

DBP has demonstrated that the capacity 
of the pipeline can be increased – the 
engineering, financing and building of  
new capacity - in less time than it takes 
to build a major gas using facility, such 
as a power station or major resource 
processing development.

22 ‘BG switches to LNG export plan’, Australian Financial Review, 16 January 
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The pipeline operator maintains close 
contact with existing and prospective 
shippers regarding future requirements  
for pipeline capacity. Further expansion  
of the pipeline beyond Stage 5B will 
depend on growth in demand for gas in 
the South West – and more particularly  
on the availability and competitiveness  
of new gas supplies. 

Neither of the gas supply emergencies 
in January 2008 or June 2008 related 
to operation of the Dampier to Bunbury 
Natural Gas Pipeline. They were instead 
caused by major gas producer failures  
at the North West Shelf gas processing  
plant and the Varanus Island gas 
processing plant.

2.6  New gas field developments unlikely  
to meet expected demand

Announcements have been made of 
studies for new gas field developments 
that could potentially supply the domestic 
market. However as noted by the 
Economic Regulation Authority, there  
is no definitive domestic gas production 
development timetable for most of  
these fields.23

Table: Prospective gas field developments

Project DomGas  DomGas 
 Delivery Volume

Reindeer possibly  up to 
 2010-2011 120 TJ/d

Macedon possibly  up to 
 2012 200 TJ/d 

Gorgon ? up to  
  300 TJ/d

Pluto unlikely  
 before 2016 ?

Julimar ? ?

Even if all of these developments came 
on-stream, new production would not 
meet Western Australia’s requirement for 
over 1100 TJ/day in new and replacement 
gas by 2014-2015. 

2.7  Proposed ETS treatment of LNG exports

Under the design of the Federal 
Government’s Carbon Pollution Reduction 
Scheme, the LNG industry is treated 
as an Emission Intense Trade Exposed 
(EITE) industry and will qualify for 60% 
assistance towards any emissions it 
produces from the production of LNG. 

The production of domestic gas on the 
other hand qualifies for no assistance 
meaning that the full cost of a carbon tax 
will be borne by domestic gas, further 
impacting its price. 

To the extent that the gas supplier is not 
able to pass onto its customers the carbon 
costs incurred at every step in the gas 
supply chain, this could distort investment 
decisions in favour of LNG over domestic 
gas. Where gas producers are able to pass 
on carbon costs to the domestic market, 
this could further increase the cost of 
natural gas for downstream industry.

The CPRS discourages domestic gas 
supply by providing a financial incentive 
– in the form of carbon credits – to major 
gas producers to develop and export the 
State’s energy reserves as LNG, rather 
than supply local industry and households.

22 Economic Regulation Authority of Western Australia, Discussion Paper: Gas Issues in Western Australia, June 2007.
23 Economic Regulation Authority of Western Australia, Discussion Paper: Gas Issues in Western Australia, June 2007.
24 Chevron has publicly indicated that domestic gas supply would only be made around the start-up of Gorgon’s third LNG train – 
 “The solution proposed by the Gorgon Joint Venture participants will provide the progressive supply of up to 300 terajoules per day of  
 domestic gas with delivery starting at or around ready-for-start up of the Project’s third LNG train”: Gorgon Project Update, October 2008.
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3.1  Two distinct and separate segments.

The West Australian gas market can 
be characterised as consisting of two 
separate and quite distinct markets. 

A small market segment comprises 
resource extraction and support activities 
in the north of the State and the Goldfields 
regions. For many gas users in these 
locations, energy costs represent only a 
small proportion of operating costs, with 

natural gas a substitute for high priced 
liquid fuels (diesel).

The bulk of the WA gas market however 
comprises power generation, alumina 
refining, and resource processing and 
manufacturing in the South West. This 
segment accounts for over 80% of existing 
gas demand and remains highly sensitive 
to gas prices. 

Key Challenges

• WA wholesale gas prices have risen four to five-fold over the past 18-24 months, 
and are around four to five times Eastern States prices on a delivered basis.

• Power generation, alumina refining and other processing in the South West represent 
over 80% of the WA market. Price affordability is critical for sustainability.

• Major producers seeking to justify price increases on notional “international” 
or LNG prices despite there being no world price for gas.

• Recent WA wholesale gas prices are significantly higher than prices in major gas 
producing/exporting countries. Prices are in fact closer to those in energy poor 
countries such as China, Japan and South Korea.

• Major producers are seeking more than “LNG-netback” prices – a premium return 
from local customers well in excess of that from LNG exports.

• Major producers are also seeking to price gas against high priced liquid fuels. 
While gas is price substitutable with liquids for some users, the bulk of the  
WA market cannot sustain liquids-equivalent pricing.

• At current prices in Western Australia, gas is no longer competitive with coal for 
baseload power generation and most resource processing. 

• This is unlikely to change under an emissions trading scheme. At wholesale gas prices 
of $7 per gigajoule, any ETS would need to impose a $90 per tonne carbon cost to 
make natural gas competitive with coal for building new baseload power stations. 

• While supply and demand factors impact affordability, they do not alone explain the 
significant price increases.

• Two producer groups control almost 100% of the WA market, with one being 
the effective monopoly seller to small gas users. This has a significant impact  
on competition and prices.

3. Affordability of supply
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Gas fuel costs for a typical 300 MW 
combined cycle gas plant previously 
accounted for around 52% of annual 
costs.25 At delivered 26 gas prices of around 
$7 per GJ, fuel costs would comprise 
65% of the annual costs of a baseload 
gas plant. At recent gas prices in WA, this 
proportion would be considerably higher. 
For gas to be a competitive fuel source 
for baseload power generation, gas prices 
need to be competitive with coal prices.

The sustainability of major gas users also 
underpins operation of the Dampier to 
Bunbury Natural Gas Pipeline. Without 
major gas users - and the baseload 
demand and economies of scale they 
provide - gas delivery costs for gas users 
in the South West could rise dramatically. 
This would have a significant impact 
on industries, small businesses and 
households.

3.2  Domestic gas prices have risen 
dramatically

Wholesale gas prices have risen 
dramatically in Western Australia. 
Historically, prices for gas delivered 
to South West markets (including 
transmission costs) have been around 
$3.50-$4.50 per gigajoule. 

According to press reports of recent 
contracts, WA wholesale gas prices have 
risen four to five-fold over the past 18-
24 months. This has seen wholesale gas 
priced at up to $14-16 per gigajoule before 
transport costs. 

In 2007, Apache and Santos offered 
gas for sale from the Reindeer field in 
a joint tender. The tender included a 
pricing formula which provided for a price 
expectation of $14 per gigajoule for gas 

wholesale. The final price attained by 
producers is not known but the sellers 
have advised that it represented a 
significant increase to historical WA prices 
and a premium to Eastern States prices.

In October 2008, Santos announced a 
contract to supply gas to Moly Mines.  
The contract was stated to be for 33 
petajoules of gas over six years with 
projected revenue of $US 380 million  
($A 527 million). The gas price was linked 
to international oil prices. At the contract’s 
then assumed oil price of $US 90 a  
barrel, this would have equated to  
$16 per gigajoule for gas before 
transmission costs. 

At recently reported price levels, WA 
gas prices are around four to five times 
Eastern States prices on a delivered 
basis. Domestic gas prices in the Eastern 
States are around $3-4 per gigajoule on a 
delivered basis.27

Rising energy prices present a significant 
challenge to industry in the current global 
economic crisis. Downstream industry 
and households in Western Australia are 
already facing considerable distress from 
falling commodity prices, export demand 
and employment, without the added 
challenge of rising energy costs.

3.3  Notional international pricing and  
liquids pricing

Major producers have sought to justify 
significantly higher gas prices on the 
basis of notional “international” or LNG 
prices. This is despite there being no 
world price for gas. Natural gas prices 
vary significantly between countries and 
regions, and are tightly controlled in many 
countries such as China. 

25 At previous wholesale gas prices, excluding delivery costs, of around $3 per GJ.
26 Wholesale gas price plus transport costs
27 October 2008 price data published by Vencorp for the Victorian spot market indicates prices at around $3-4 per gigajoule.
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Table: Comparison of International Gas 
Prices Paid by Industry 2006 28

Natural gas prices for industry (2006)  
($US per GJ)

Argentina  1.78 

Barbados  22.45

Bolivia  1.96

Brazil  13.21

Canada  7.27 

Chile  11.35

Taiwan  11.05

Colombia   8.33

Cuba  3.34

Finland   6.63

France  11.01

Japan  11.63

Kazakhstan   1.67 

S Korea   13.23

New Zealand   4.99 

Russia  1.66

Trinidad and Tob. 2.71 

United Kingdom  10.25

United States *  8.07

Venuzuela  0.47

* Current US domestic gas prices are around US $4 per GJ

Gas prices in gas producing or exporting 
countries are substantially lower than 
prices in non-gas producing or exporting 
countries. 2006 delivered gas prices for 
industry in gas producing countries range 
from $US 0.47 (Venuzuela), $1.66 (Russia), 
$1.78 (Argentina), $1.96 (Bolivia),  
$2.71 (Trinidad and Tobago), $4.99 
(New Zealand) to $8.07 (United States). 

Current US domestic gas prices are 
around $US 4 per gigajoule.

Recent WA domestic gas prices are 
however significantly higher than prices 
in other gas producing or exporting 
countries. They would in fact align with 
prices in energy poor countries such as 
China, Japan and South Korea.

There are also indications that major gas 
producers are seeking more than  
“LNG-netback” prices. This would 
represent a premium return from domestic 
customers well in excess of that which 
could be derived from LNG exports.  
The up to $14-16 prices envisaged by 
recent domestic gas contracts are well in 
excess of delivered LNG prices, let alone  
LNG-netback prices.

Major producers are also seeking to price 
domestic gas against high priced liquid 
fuels. The recent domestic gas contracts 
contained a pricing formula that linked 
natural gas prices to liquids (TAPIS crude 
or international oil prices). This presents 
significant challenges for Western 
Australia’s energy security. 

28 US Energy Information Administration, International natural gas prices for industry, available at 
 http://www.eia.doe.gov/emeu/international/ngasprii.html. Energy end-use prices including taxes, converted using exchange rates.
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As discussed above, only a very small 
segment of the WA market comprises 
users for whom natural gas is price 
substitutable with liquid fuels (diesel).  
The bulk of the WA market – power 
generation, alumina refining and other 
resources processing – is highly price 
sensitive. For such users, liquids-
equivalent gas pricing would render 
operations non-sustainable.

Western Australia’s experience appears to 
be translating to the Eastern States with 
the development of LNG projects based 
on coal seam methane. A presentation 
by Origin Energy predicted that access to 
international LNG markets will likely result 
in significant increases in gas prices.29

The National Generators Forum also 
warned that LNG export developments in 
Gladstone, Queensland, could potentially 
double the price of gas in the eastern 
states from the current $3.50 per gigajoule: 
“We are worried that prices on the eastern 
seaboard will mirror the far higher export 
price, as is the case with domestic gas 
prices in WA, where an LNG export 
industry already exists.”30

3.4  Greenhouse implications

Escalating prices and domestic gas 
shortages present significant risks to the 
State’s response on climate change.  
At current prices in Western Australia, 
gas is no longer competitive with coal for 
baseload power generation and  
most resource processing. 

This is unlikely to change under an 
emissions trading scheme. 

At a wholesale gas price as low as  
$7 per gigajoule (before transport costs), 
natural gas would only be competitive 
with $2 per gigajoule coal at the following 
carbon costs:

• $90 per tonne carbon cost - on a 
long run marginal cost (LRMC) basis, 
that is, for new baseload power  
plant construction; 

• $110 per tonne – on a short run 
marginal cost (SRMC) basis, that is,  
for plant already built.

Recent wholesale domestic gas prices 
have been as high as $14-16 per gigajoule 
before transport costs.

29 Origin Energy, presentation ot Macquarie Conference, May 2008.
30 ‘Gas price under pressure’, The Australian, 1 July 2008

Figure: Competetiveness of $7/GJ gas US. $2/GJ coal: key assumptions 

 Plant Capital Useful WACC Capacity Heat Fixed Variable Carbon 
 Size Cost Life  Factor Rate O&M O&M Intensity 
 MW $/kW Years % % GJ/MWh $M $/MWh t/MWh

Coal (Sub  300 2,500 35 12.0% 90.0% 11.0 18.0 3.0 0.9 
Critical) 
Gas (CCGT) 300 1,750 25 12.0% 80.0% 8.5 8.5 2.5 0.5

Additional Comments: Gas transport cost is assumed to be $1.50/GJ.  
“Grandfathering” and similar concepts are not considered. Numbers are indicative only.
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Coal 
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~ $90/tCO2e carbon 
price required for 
new plant, at $7/GJ 
wholesale gas price.

 
~ $10/tCO2e carbon price 
required for new plant,  
at $3/GJ wholesale gas price.

 
~ $50/tCO2e carbon price 
required for new plant,  
at $5/GJ wholesale gas price.
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~ $110/tCO2e carbon 
price required for 
new plant, at $7/GJ 
wholesale gas price.

 
~ $35/tCO2e carbon price 
required for new plant,  
at $3/GJ wholesale gas price.

 
~ $75/tCO2e carbon price 
required for new plant,  
at $5/GJ wholesale gas price.

Abbreviations: • CCGT: combined cycle gas turbine • tCO2e: tonne of CO2 equivalent • MWh – megawatt hours 
• kW: kilowatt • WACC: weighted average cost of capital
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As a result of the escalating prices and 
supply shortages, a number of resource 
and energy development projects have 
had to resort to coal-fired energy. The 
State Government has announced for 
instance that the next base-load power 
station in the State will be coal-fired as 
opposed to gas-fired plant. 

Gas availability and pricing therefore 
represent long term risks to the State’s 
carbon footprint. The domestic gas 
shortage could be the single greatest 
factor contributing to emissions growth in 
Western Australia over the next decade. 

3.5  Implications for competitive fuel mix

By increasing the cost of clean energy, 
rising gas prices undermine industry’s 
ability to meet national greenhouse targets 
and dramatically increase the cost of any 
emissions trading scheme. 

Rising natural gas prices also impact 
on the competitive fuel mix in Western 
Australia. Removing gas from a 
competitive fuel mix will lead to higher 
overall energy costs as coal prices 
traditionally shadow gas prices. This 
will result in higher fuel costs for power 
generation, and electricity costs for 
businesses and households.

3.6  Factors behind the significant  
price increases

The lack of domestic supply, coupled 
with demand, has affected affordability 
of supply. However, supply and demand 
factors do not alone explain the significant 
price increases in Western Australia. 
Prices in the Eastern States remain many 
magnitudes below recent WA domestic 
gas prices, despite Western Australia 
accounting for the bulk of Australia’s 
natural gas resources and production. 

One argument advanced by major 
producers is that long term domestic 
gas contracts in Western Australia 
have operated to suppress gas prices 
and discourage new domestic gas 
development. There is no evidence to 
support this claim. There has in fact 
been a stable and continuous history of 
contracting of supply to the domestic 
market prior to 2007, on competitive 
prices and long term contracts.

Long term contracts have also not 
prevented producers from supplying 
international customers and in expanding 
the LNG export market. In fact, gas 
producers continue to pursue long term 
contracts with overseas LNG customers, 
such as the 20 year contract concluded  
in December 2008 between Shell  
and PetroChina.

Attention must therefore be focused on 
the structure of the WA gas market. Two 
producer groups control almost 100% 
of the market, with one producer (the 
Apache-led joint ventures) being the 
effective monopoly seller for small gas 
users. In the absence of a competitive 
upstream market – as exists in the Eastern 
States – gas producers have significant 
ability to increase prices.
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4.1  Upstream gas processing plants

Factors relevant to reliability of supply 
include: the ability of emergency 
response arrangements to quickly restore 
production in the event of supply outages 
or to provide alternative fuel supplies; 
the extent of redundancy built into the 
gas supply and delivery systems; and the 
effectiveness of the technical regulation 
which oversees the design and ongoing 
operation of domestic gas processing  
and supply facilities. 

These matters are the subject of detailed 
inquiry by the State Government in relation 
to the Varanus Island incident which shut 
off up to 30% of the State’s gas supply 
for many months. They are also relevant 
to the other major upstream incident in 
2008 – the North West Shelf Joint Venture 
outage which affected 70% of the State’s 
gas supply. They will not be examined in 
this report.

4.2  Reliability of the Dampier to Bunbury 
Natural Gas Pipeline does not represent  
a major challenge

Both major gas supply outages in Western 
Australia in 2008 related to upstream 
components of the gas supply chain.  
The operation of midstream and 
downstream gas transport infrastructure 
such as the Dampier to Bunbury Natural 
Gas Pipeline is also relevant to reliability 
 of supply.

The Dampier to Bunbury Natural Gas 
Pipeline is located underground and 
therefore well protected. Any breach of  
the pipeline can be repaired within around 
three days. If the breach happened on a 
section which has been duplicated, the 
impact on pipeline capacity would only  
be about 20%. 

Single compressor failures would only 
have minimal impact on pipeline capacity. 
The failure of a whole compressor would 
only reduce pipeline capacity by  
5-10% depending on location. 

Key Challenges

• Major upstream supply incidents in 2008 – the Varanus Island incident which shut 
off 30% of the State’s gas supply for several months, and the North West Shelf gas 
processing plant outage which curtailed 70% of the State’s gas supply for more than 
two days.

• Reliability and security of the Dampier to Bunbury Natural Gas Pipeline is not 
a major challenge.

• Local gas users highly dependent on natural gas as an energy source, and on 
existing gas producers for current and future supply.

• There are significant practical and economic constraints on the ability of existing 
users to switch from gas to alternative fuels. 

4. Reliability of supply
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Pipeline storage (linepack) which can be 
made available in emergencies is limited 
to about half a day’s throughput, and is 
therefore of limited benefit in a long term 
disruption such as the Apache incident 

Since the third party access regime on 
the pipeline was introduced in 1995, the 
pipeline has met all of its contractual 
obligations in respect to the delivery of 
firm services.

4.3  Local consumers have no reasonable 
alternatives to domestic gas supply

Local gas users are highly dependent both 
on natural gas as an energy source, and 
on existing gas suppliers for current and 
future gas supply.

In the absence of gas pipelines linking 
Western Australia with South Australia 
or the Northern Territory, there is no 
competition from interstate sources.

In the absence of an LNG receiving 
terminal in Western Australia, there is no 
competition from imports. From a practical 
and economic perspective, no receiving 
terminal is likely to be constructed.

As demonstrated in the Varanus Island 
outage, there are significant practical and 
economic constraints on the ability of 
existing users to switch from gas  
to alternative fuels such as coal.  
This underlines the importance of  
reliability of supply.

5. Diversity of supply

Key Challenges

• Western Australia is dependent on just two supplier groups and two supply points 
for almost 100% of its domestic gas.

• The bulk of the State’s gas is sourced offshore from the Carnarvon Basin.

• Disruption in any one supply source will have profound impacts on the State, 
as demonstrated by the Varanus Island gas outage.

• The lack of supply diversity and the number of independent sellers impedes 
development of an efficient and competitive market.

• Current Retention Lease process lacks transparency and presents significant barriers 
to the entry of prospective new gas producers.

Western Australia’s domestic gas market 
is characterised by a lack of supply 
diversity. The State is dependent on just 
two supplier groups (the North West 
Shelf Joint Venture and Apache-led joint 
ventures), and two supply points (the 
North West Shelf gas processing plant and 
the Varanus Island gas processing plant) 
for almost 100% of its domestic gas. 

The bulk of the State’s domestic gas is 
sourced offshore from the Carnarvon 
Basin with limited supply from other 
offshore fields, or from inshore/onshore. 
Two producer groups control almost  
100% of the domestic market, with  
the six participants of the North West Shelf 
Joint Venture selling jointly instead  
of independently.
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This lack of supply diversity presents 
significant challenges to the State’s energy 
security. The disruption of any one supply 
source will have profound consequences 
for downstream industry, power generation 
and households, as demonstrated by the 
2008 Varanus Island gas outage.

Lack of diversity impedes the development 
of an efficient and competitive market. 
Such a market can only operate where 
there is a diversity of independent sellers 
providing consumers with a diversity 
of contract terms over price, volume, 
length of contract, take-or-pay provisions, 
reliability of supply, peaking provisions, 
options for renewal and reserve back-up. 

The current Retention Lease process 
presents significant challenges to 
improving diversity of supply. Currently, 
the bulk of WA’s gas reserves are held 
under Retention Leases on the basis that 
they are uneconomic to develop. The 
process however lacks transparency with 
no formal opportunity for gas users or 
prospective gas developers to participate. 
Prospective gas producers have reported 
significant barriers in their ability to access 
information and to engage in the process 
which favours existing lease holders.

Domestic gas users are currently 
supporting efforts to improve diversity 
of supply. In 2008, Alcoa and Latent 
Petroleum have formed a joint venture to 
appraise and develop the Warro Gas Field 
north of Perth. The “tight gas” field  
is located onshore and close to existing 
gas pipeline infrastructure.

In 2007, Alcoa also entered into an 
agreement with ARC Energy (now Buru) 
in which Alcoa pre-paid $40 million to 
support ARC Energy’s gas exploration 
program in the Canning Basin.

ERM Power is expanding its presence to 
upstream gas exploration and production. 
The company has secured an exploration 
footprint in Western Australia and has 
acquired prospective greenfield and  
farm-in acreage (an arrangement where 
the company buys-in an interest in a lease 
owned by another operator). It has also 
successfully bid for exploration acreage  
in its own right.

If successful, these activities could deliver 
potential new sources of domestic gas and 
improve diversity of supply.
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6.1  The downstream market has undergone 
significant liberalisation

At the time the North West Shelf Joint 
Venture was established in the 1970s, 
domestic gas supply in WA was 
characterised by a single supplier from 
the Dongara field (WAPET). The North 
West Shelf Joint Venture negotiated a 
single contract with the State Energy 
Commission of WA (SECWA) – a vertically 
integrated State electricity and gas 
monopoly buyer.

Since then, there has been a fundamental 
transformation in the downstream market. 

This has seen a significant expansion  
in: the size of the domestic market  
and domestic demand; the number  
of direct buyers; and the number of  
parties currently buying through an 
aggregator many of whom could elect  
to purchase directly.

In 1995, the original SECWA contract was 
disaggregated leading to the emergence 
of six independent buyers: the Electricity 
Corporation (South West); the Electricity 
Corporation (Pilbara); the Gas Corporation; 
Alcoa of Australia Limited; Hamersley  
Iron Pty Limited; and Robe River  
Mining Co. Pty Ltd.

Key Challenges

• The domestic gas market is highly concentrated. Two producer groups control close 
to 100% of the domestic gas market and resources.

• The North West Shelf Joint Venture controls around 70% of the market, and over 
92% of the gas resources in developed fields.

• Apache-led Joint Ventures control most of the remaining market and gas resources 
in developed fields.

• It is understood that the North West Shelf Joint Venture does not typically supply 
smaller customers using less than 15 TJ/ demand. Smaller customers are forced  
to purchase from Apache or Apache-led joint ventures – the effective monopoly seller 
for that section of the market.

• The upstream concentration extends to prospective new developments owned 
or controlled by the same North West Shelf Joint Venture participants, Apache  
or in conjunction.

• The North West Shelf joint selling arrangement substantially lessens competition 
by reducing the number of independent sellers from six to one.

• Participants in the North West Shelf Joint Venture and Apache-led Joint Ventures 
have access to sensitive information on pricing and timing of domestic gas sales. 

• There are significant barriers to the entry of competitive new suppliers.

• In the absence of a competitive market, producers have significant ability to 
influence prices and withhold supply.

6. Competitiveness of supply
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Other key reforms implemented in the 
1990s and 2000s to increase downstream 
competition in the market include:

• the separation of the supply and 
transmission components of the 
SECWA domestic gas supply contract 
as part of the disaggregation;

• the introduction of an open access 
regime for the Dampier to Bunbury 
Natural Gas Pipeline;

• the establishment of AlintaGas 
and Western Power as separate 
corporatised businesses;

• the privatisation of the Dampier to 
Bunbury Natural Gas Pipeline in 1998;

• the staged removal of barriers to 
competition in the downstream 
domestic gas market;

• the privatisation and sale of AlintaGas 
in 2000; and

• the disaggregation of Western Power 
to establish four entities (Verve, 
Synergy, Horizon Power and Western 
Power) with existing gas supply 
contracts or the ability to contract with 
gas suppliers.31

As a result of these reforms, the 
downstream market today is highly 
competitive with around 25-30 customers 
buying gas directly from producers.

The Apache-led joint ventures supply  
the majority of these parties, including 
most of the North West Shelf Joint 
Venture’s customers. These contract 
sizes range from >80 TJ/d down to 
approximately 1 TJ/d.

In addition, aggregators such as Alinta  
and Synergy supply a large number  
of customers ranging from large  
industrial customers, to light industrial  
and commercial customers as well  
as households. 

Many of these aggregator customers can 
purchase directly from a producer and 
arrange their own transmission but for 
reasons of convenience prefer to purchase 
a delivered service through an aggregator. 
Perth Energy is also building a presence  
in the domestic market as an aggregator.

6.2  Upstream market remains tightly 
concentrated

While the downstream market has 
undergone significant transformation to 
increase competition, the supply side of 
the market retains the same high level 
of concentration which existed in 1995. 
This has created a significant disparity 
in the market power of sellers vis-à-vis 
consumers and limits market competition.

The North West Shelf Joint Venture, 
through its joint selling arrangement, 
controls close to 70% of the domestic 
gas market. As a consequence, it has 
significant ability to influence prices or 
withhold supplies.

Apache-led Joint Ventures supply around 
30% of the market. This means that just 
two producer groups control almost 100% 
of the domestic gas market.32

This concentration in supply is reinforced 
by the fact that the two producer groups 
together control close to 100% of gas 
reserves in developed fields that supply 
the domestic market. 

31 Western Power (Networks) was created without the ability to purchase power or gas.
32 Synergies Economic Consulting, WA Gas Supply & Demand, July 2007, p.88.



45

From the current fields providing gas 
that is marketed as part of domestic gas 
projects, over 92% of the remaining gas 
resource is contained in fields held by the 
NWSJV. 33 Another 7.4% is located in the 
John Brookes field operated by Apache. 34

The fact that two producer groups 
control 100% of developed reserves 
has a significant impact on competition 
and supply. Supply cannot be increased 
at short notice to meet market demand 
unless one or both of the groups decide 
to act. Producers can essentially withhold 
supply and drive up prices.

It is understood that the Joint Venture 
does not typically supply smaller 
customers using less than 15 TJ/d 
demand. Smaller customers are therefore 
forced to purchase from Apache or 
Apache-led joint ventures – the effective 
monopoly seller for that section of the 
market.

Figure: WA Developed  
Gas Reserves by Operator 35 

6.3  Upstream concentration extends to 
prospective new developments

The majority of prospective new field 
developments that could increase gas 
supplies to the domestic market are 
owned or controlled by one or more 
of the North West Shelf Joint Venture 
participants, Apache, or in conjunction.

Table: Prospective new developments  
and participants

Development Participants 

Pluto Woodside*

Macedon BHP Billiton* and  
 Apache

Wheatstone Chevron*

Gorgon Chevron*, Shell* and  
 Exxon Mobil

Reindeer Apache, Santos

Julimar Apache, Kufpec

* Denotes a North West Shelf Joint Venture participant

This provides for a very tight grouping of 
producers with significant market power 
from existing operations, and control over 
future developments that could supply the 
domestic market.

33 Synergies Economic Consulting, WA Gas Supply & Demand, July 2007, p.35.
34 Synergies Economic Consulting, WA Gas Supply & Demand, July 2007, p.88.
35 Synergies Economic Consulting, WA Gas Supply & Demand, July 2007, p.88.

ARC Energy 0.2%

Apache 7.4%

Chevron, Origin  
& BHP 0.2%

Woodside 92.2%
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6.4  The North West Shelf joint selling 
arrangement substantially lessens 
competition

The North West Shelf Joint Venture 
comprises six participants: Woodside, 
Shell, BP, Chevron, BHP Petroleum and 
MIMI (Mitsui and Mitsubishi). 

Each participant has the right and 
obligation to own, take and separately 
dispose of its production entitlement.36 
With six participants, this would equate  
to six individual sellers each owning a 
share of production that could be sold 
to local consumers.

The six participants however market gas to 
individual WA domestic customers through 
joint selling arrangements implemented 
through North West Shelf Gas Pty Ltd,  
a vehicle staffed mainly by secondees 
from the joint venture participants. 

North West Shelf Gas acts in accordance 
with instructions given by the North West 
Shelf Joint Venture participants and 
markets on common terms and conditions, 
including price, to domestic customers. 

The joint selling arrangement substantially 
lessens competition by:

• dramatically reducing the number of 
independent sellers to the domestic 
market from six to one;

• forcing individual consumers to 
negotiate with North West Shelf Gas 
which sets a common price and 
conditions for six producers, and 

• preventing consumers from dealing 
with individual NWSJV participants.

Absent the arrangement, there would be 
six individual sellers each competing and 
negotiating in the market. The joint selling 
arrangement substantially interferes with 
competitive trading in the market.

In contrast, overseas gas customers 
continue to benefit from greater 
competition and long term contracts 
for LNG sales. Overseas customers can 
negotiate with a diversity of potential 
suppliers, which forces WA gas producers 
to compete with other international 
suppliers on price and contract terms.

The arrangement has or is likely to have 
the effect of lessening competition by 
suppressing “rivalrous market behaviour” 
and the “independent rivalry in all 
dimensions of the price-product-service 
packages offered to consumers and 
customers.” 37

The 2002 COAG Energy Market Review 
Report (“the Parer Report”) identified 
joint selling as a key barrier to a more 
competitive gas market:

“In the Australian economy there is a 
general presumption that competition 
between firms achieves the most 
sustainably efficient market place.”

“Overall, the Panel finds that separate 
marketing, where it can be practically 
implemented, will encourage a more 
competitive natural gas market. Given 
the significant evolution in the Australian 
gas market in the last decade, the first 
steps should now be taken toward 
encouraging greater competition 
through separate marketing where this 
can be achieved.” 

In its 1998 Determination on North West 
Shelf Joint Venture’s application for joint 
selling authorisation, the ACCC stated:

36 ACCC 1998 Authorisation Determination, supra., p.8.
37 Re QCMA (1976) 25 FLR 169, at 188-189.
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“It is the Commission’s view that, where 
possible, separate marketing is to be 
preferred to joint marketing. By creating 
price competition between as many 
suppliers of gas as possible, separate 
marketing should generate a number  
of benefits for consumers and users  
of gas.”

“The Commission believes that separate 
marketing of gas by joint venture 
producers, wherever feasible, will be 
more competitive than coordinated 
marketing and likely to provide a wider 
variety of supplier options that would 
better meet market demands.” 39

6.5  Producers have significant bargaining and 
market power from access to information

The joint selling arrangement provides 
suppliers significant bargaining and market 
power vis-à-vis consumers through access 
to sensitive commercial information. 

Major producers through the North West 
Shelf Joint Venture and Apache-led 
Joint Ventures have access to detailed 
knowledge of the commercial terms 
and timing of all domestic gas sales 
arrangements including on:

• price;

• supply volumes;

• contract term and expiry; and

• the identity and supply demand of 
potential customers seeking gas.

The sharing of what would otherwise 
be confidential commercial and market 
information confers producers with a 
significant advantage in negotiations with 
potential consumers. This can only serve 
to limit competition in the market place 
between producers.

In contrast, potential consumers have  
no access to commercial information  
on other gas contract negotiations, 
including what other consumers have paid 
in recent contracts. This severely limits 
their ability to bargain on a level playing 
field with producers.

6.6  Significant barriers to the entry of 
competitive new suppliers

There are significant barriers to the entry 
of competitive new suppliers. The North 
West Shelf Joint Venture and the Apache-
led joint ventures together control close 
to 100% of WA’s developed reserves of 
natural gas, with the North West Shelf 
Joint Venture alone controlling 92% of 
developed reserves.

The bulk of identified gas reserves in 
Western Australia are also held by existing 
gas suppliers through Retention Leases. 
Of these suppliers, a substantial majority 
are participants in either the North  
West Shelf Joint Venture or Apache-led 
Joint Ventures. 

Figure: WA Total Gas Reserves 
by Operator 40

38 2002 COAG Energy Market Review Report (“the Parer Report”), pp.203-204.
39 ACCC, Determination on the Application for Authorisation – North West Shelf Project, 29 July 1998, pp.32 and 47.
40 Synergies Economic Consulting, WA Gas Supply & Demand, July 2007, p.91.

Unbooked  
resources 5.6%

Exxon Mobil 15.7%

Inpex 8.0%

Origin, BHP,  
Santos, ENI &  

Arc Energy 1.8%

Chevron 29.7%

Apache 2.0%

Woodside 37.2%
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This concentration in supply is 
demonstrated by producer market shares 
in gas reserves in the Carnarvon Basin, 
which supplies the bulk of Western 
Australia’s domestic gas. Almost 90% of 
proved and probable (2P) reserves of gas 
are held by the same North West Shelf 
Joint Venture participants.

Table: Producer shares in Carnarvon  
Basin gas reserves 41

Producer shares 

Woodside  26.1%

BHP Billiton  12.6%

BP  12.8%

Chevron  12.8%

Mitsubishi-Mitsui MIMI 12.4%

Shell  12.6%

Total NWSJV Participants 89.3%

Santos  2.4%

CNOOC  3.4%

Kansai Electric  0.7%

Tokyo Gas  0.7%

Apache Energy  3.3%

Total Other  10.5%

New supply is dependent on a developer 
identifying and securing potential gas 
resources. These involve significant 
exploration costs and time delays. 
Gas developments also involve large 
infrastructure investments requiring 
significant capital expenditures. These 
include the cost of field development, as 
well as associated pipelines to link fields 
to existing gas transport and delivery 
infrastructure. These challenges  
represent significant barriers to the  
entry of new suppliers.

The majority of prospective new gas 
developments in Western Australia 
are also controlled by the same North 
West Shelf Joint Venture participants or 
Apache and its partners. This provides 
for a very narrow grouping of existing 
and prospective suppliers, all of whom 
have access to detailed knowledge of 
the commercial terms and timing of all 
domestic gas sales arrangements. These 
suppliers also participate in common 
marketing decisions in existing and new 
Joint Ventures including on price, supply 
and contract terms.

In the absence of effective ring-fencing 
commitments enforced by the ACCC, the 
risk of collusion and market exploitation 
is high. Producers that are participants 
in the North West Shelf Joint Venture are 
unlikely to undercut pricing arrangements 
negotiated by the Joint Venture. Nor 
are they likely to support North West 
Shelf Joint Venture pricing decisions 
that would in any way undercut prices in 
their non-NWSJV projects. The effect on 
competition is substantial.

 

41 AER / ACCC, State of the Energy Market (2008) ch 8.
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7.1  Limited reserves of a  
non-renewable resource

Western Australia does not have “vast” or 
“over a hundred years” of gas. In fact, the 
State has only limited reserves of natural 
gas – a finite and diminishing resource. 

Western Australia holds under 2% of 
the world’s natural gas resources, which 
represents little more than one year of 
world gas consumption. This compares to 
the significant reserves held by other major 
gas exporters.

Table: Natural gas resources by country 42

Country % World Resources

Russia  27%

Qatar  15%

Saudi Arabia  4%

United Arab Emirates 4%

United States  3%

Australia  2%

 

While Australia as a country has just over 
2% of the world’s natural gas resources, it 
is aspiring to be the world’s second largest 
natural gas exporter. This compares to 
Russia, the world’s largest exporter of 
natural gas with 27% of the world’s natural 
gas resources.43

Key Challenges

• Western Australia has only limited reserves of natural gas – a finite and 
diminishing resource.

• Australia is aspiring to be the world’s second largest LNG exporter despite holding 
just 2% of the world’s natural gas resources. The bulk of these exports will be  
sourced from Western Australia.

• Estimates of gas reserves may considerably overstate the actual availability of gas.

• Only 17% of Western Australia’s natural gas resources relate to developed fields. 
The bulk of resources are located offshore and in deepwater, with no certainty of 
commercial development.

• Gas resources in the Carnarvon Basin could be depleted within 30 years with 
unrestricted growth of LNG exports coupled with domestic demand.

• If LNG export targets are reached, the total existing resources of the Carnarvon Basin 
will be fully committed by 2015-2020.

• Where gas is locked up in long term LNG export contracts, it is no longer available 
to meet the needs of local industry and households. 

7. Longevity of supply

42 US Energy Information Administration, International Energy Outlook 2008, p.44.
43 US Energy Information Administration, Background on Russia, available at http://www.eia.doe.gov/cabs/Russia/Background.html. 
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The bulk of Australia’s LNG exports are 
expected to come from Western Australia 
which has around 80% of Australia’s 
natural gas resources. 

7.2  Accessibility of new resources

Western Australia is estimated to have 
120-140 trillion cubic feet (Tcf) of gas 
resources. However, this estimate  
refers to “P50” resources with only a 
minimum 50% or higher probability  
of economic recovery. 

Only 17% of Western Australia’s  
estimated natural gas resources relate  
to developed fields. 

Figure: WA Gas Reserves 44

The bulk of resources are located  
offshore and in deep water. There is no 
certainty that these reserves could be 
commercially developed. Many of the 
fields have gas quality issues which  
impact on development economics  
and environmental acceptability. 

As recognised by the Commonwealth – 
States Joint Working Group Report on 
Natural Gas Supply, there are significant 
barriers to easily accessing and 
commercialising a significant proportion of 
natural gas reserves. 45

7.3  Depletion and contracting out of 
resources

The unrestricted expansion of LNG exports 
presents significant challenges to longevity 
of supply through: (1) the depletion of 
available gas resources; and (2) the locking 
up of gas production through 20-30 year 
LNG contracts.

First, with the unrestricted growth of 
LNG exports coupled with domestic 
gas demand, gas resources in the 
Carnarvon Basin could be fully depleted 
within 30 years. This raises challenges 
for the State’s energy security given the 
Carnarvon Basin currently supplies the 
bulk of Western Australia’s gas needs. 

Similarly, Synergies estimates that WA 
total domestic gas reserves – which 
includes the Carnarvon, Browse, 
Bonaparte and Perth Basin - could be 
exhausted as early as 2027 under worst 
case scenario analysis, or more feasibility 
by 2050. This estimate however disregards 
infrastructure constraints that may limit the 
availability of gas from remote reserves. 46

The above assessments do not take into 
account recent comments by Woodside 
flagging an extra six LNG processing  
trains and a potential 77 million tonnes  
of additional LNG capacity within the  
next 15 years.

It cannot be assumed that new natural  
gas resources could be discovered, 
brought to production, and supplied at 
affordable prices to local industry and 
households. Producers and government 
refer to new gas discoveries as “deeper, 
further and dryer”.

Uneconomic 53% 

Economic to  
develop 24%

Developed 17%

Scope for  
recovery 6%

44 Synergies Economic Consulting, WA Gas Supply & Demand: The Need for Policy Intervention, July 2007, p.8.
45 Ministerial Council on Mineral and Petroleum Resources / Ministerial Council on Energy Joint Working Group Report 
 on Natural Gas Supply, Final Report, September 2007, p.7.
46 Synergies Economic Consulting, WA Gas Supply & Demand: The Need for Policy Intervention, July 2007, p.34-35.
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Second, the locking up of gas production 
in the form of long term LNG contracts 
presents significant challenges to 
availability of gas. 

The 2004 LNG contract negotiated by 
Woodside with China is understood to  
peg prices at the equivalent of $US 25  
a barrel for oil. The contract is to supply 
the state-owned China National Offshore 
Oil Corp with 3.5 million tonnes of LNG  
a year for 25 years.

Where gas is locked up in long term 
LNG contracts, they are no longer 
available to meet the current or emerging 
needs of local industry and households 
notwithstanding that gas is being 
physically produced and brought onshore, 
and notwithstanding the willingness of 
industry to pay. 

Should government and producer export 
targets of 50-60 million tonnes per annum 
of LNG be realised, the total existing 
resources of the Carnarvon Basin will be 
fully committed by 2015-2020.

 

Depletion of Western Australia’s LNG Resources
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1. The need for a long term gas  
security strategy

The report has identified significant challenges 
to Western Australia’s gas security in 
terms of availability, affordability, reliability, 
diversity, competitiveness and longevity of 
supply. These present real risks to future 
development, investment and employment in 
the State. 

The Western Australian government has 
sought to respond to the gas security 
challenge through a range of initiatives. 
These include the domestic gas reservation 
requirement, by facilitating tight gas 
development, and more recently through an 
Exploration Incentive Program. 

Efforts at the Federal Government level have 
focused on Retention Lease administration 
although a review on strengthening the 
process has been underway since 2007  
with no outcome.

While these initiatives are welcome, responses 
to date only address some but not all key 
energy security elements. While efforts have 
been made for instance to improve availability 
of supply, there has been limited attention 
given to ensuring competitiveness of supply 
– in particular, to address the fundamental 
market structure characterised by joint selling 
and where just two producer groups control 
almost 100% of the market.

As a starting point, a gas security strategy 
should recognise the economic, social and 
environmental importance of domestic  
gas security:

• Economic – the importance of gas supply 
for the State’s mining, manufacturing and 
process industries

• Social – the benefits to households and 
local communities from energy supply  
and on the prosperity created by 
downstream industries

• Environmental – the importance of natural 
gas supply in meeting the challenge on 
climate change.

It should look to the long-term – for the next 
30-50 years. This would recognise the vital 
importance of energy supply to current and 
future generations, and to provide industries 
today with certainty over energy security that 
would facilitate new investments.

To be effective, it should include practical 
initiatives that address all key energy security 
elements: availability, affordability, reliability, 
diversity, competitiveness and longevity  
of supply.

2. Elements of a 2050 Gas  
Security Strategy

In identifying the initiatives that could 
comprise a 2050 Gas Security Strategy, there 
is no “magic bullet” and no one initiative that 
could alone ensure the State’s future gas 
security. Instead, a package of initiatives 
should be implemented that address all key 
gas security elements.

Some initiatives address more than one 
energy security element. The use of tax and 
royalty incentives would, for example, help 
to encourage domestic gas exploration and 
development and new entrants to the market. 
This will promote availability, affordability, 
reliability, diversity, competitiveness and 
longevity of supply. However, fiscal incentives 
alone would not ensure a competitive gas 
market in the required timeframes. It is 
therefore important that each energy security 
key element is addressed by a range  
of measures.

The following initiatives are recommended as 
part of a 2050 Gas Security Strategy. These 
initiatives, if implemented as a package, will 
help ensure the State’s future gas security.

Domestic Gas Security Strategy
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3. Some considerations

Before proceeding to a detailed examination 
of gas security initiatives, it is necessary to 
discuss: the importance of looking beyond  
the current global financial crisis; and 
perceived sovereign risk concerns that might 
be raised in response to regulatory measures 
to ensure gas security. 

3.1  Looking beyond the current  
financial crisis

Despite the considerable impacts 
experienced only recently during the 
Varanus Island gas outage, the current 
global financial crisis has diverted public 
attention from energy security issues. 
What public attention there has been on 

 

 Availability Affordability Reliability Diversity Competitiveness Longevity

Stringent review   
of retention 
leases      

Remove joint 
selling      

Tax, royalty & 
investment 
incentives      

Midstream 
infrastructure      

Domestic gas 
reservation      

NWS State 
Agreement 
domestic supply 
obligations      

Tight Gas 
development      

Expedited 
approvals and 
exploration 
incentives      

Gas quality 
specification      

Climate change 
policies      

Free Trade 
Agreement 
negotiations      
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natural gas supply has largely focused 
on LNG developments in the hope of a 
“Gorgon-led economic recovery”.

Notwithstanding the global financial 
crisis, domestic gas supply remains the 
most critical economic challenge facing 
Western Australia. Today this challenge will 
continue after the global economy returns 
to normal growth patterns. 

It is vital that governments look beyond 
the current financial crisis to put in place 
a long term gas security strategy. This will 
ensure that industry and the economy has 
the necessary energy supply to invest and 
grow post-2010. 

It is also vital that governments continue to 
scrutinise prospective gas developments 
to ensure they support domestic gas 
security. It is the role of government 
to ensure the long term needs of the 
community are met, and that the rush to 
a “Gorgon-led recovery” does not in any 
way dilute this commitment.

3.2  Perceived sovereign risk claims  
by producers

A long term gas security strategy 
necessarily involves balance, in particular 
the need to balance the commercial 
interests of gas exporters, with the long 
term needs of industry and households in 
the State. This requires leadership on the 
part of government.

Major gas exporters have in the past been 
vocal in opposing initiatives they perceive 
as intruding in any way their complete 
freedom to operate. In recent times, 
exporters have claimed that removal of 
the condensate excise exemption will 
threaten future gas investment. Exporters 
also claimed that Western Australia’s 
gas reservation policy would drive away 

investment, gas reservation being a  
feature of the State’s gas market since  
the late 1970s.

Claims by major gas exporters over 
sovereign or investment risk have not, 
in the past, translated into practice. As 
demonstrated by recent announcements, 
major oil and gas companies continue to 
invest both in gas exploration and in new 
project developments in Western Australia.

Western Australia also remains a highly 
attractive investment destination for 
international oil and gas producers, 
both from a resource and a regulatory 
perspective. 

A report by Curtin University found that 
over 90% of world gas reserves are 
directly or indirectly controlled by national 
oil companies. Only 8% of world reserves 
are subject to full access by international 
oil companies. 

Given Western Australia accounts for 
just under 2% of the world’s natural 
gas resources, it represents a quarter of 
the total global opportunity available to 
international oil companies on an open 
access basis. 

There is therefore a need to test sovereign 
risk claims that major gas exporters might 
raise in response to individual gas security 
initiatives. Previous experience has not 
matched the rhetoric.

Western Australia’s natural gas reserves 
will continue to be highly sought after,  
and tightly held, by international oil and 
gas companies.
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Retention Leases

1. Stringent approach needed

Given the bulk of WA’s gas reserves are 
currently held under Retention Leases, 
ensuring resources that can supply the 
domestic market are developed is vital 
to availability of supply. Under the Act, 
producers should not use Retention Leases  
to withhold supply from the domestic market, 
or to park resources for increasingly  
ambitious LNG projects.

While the Federal Government has previously 
indicated a commitment to a stringent 
approach to Retention Leases, consistent 
with the object and provisions of the Act, 
this commitment appears in question with 
the recent focus on LNG projects. In a recent 
speech, the Federal Minister for Resources, 
Energy and Tourism even acknowledged as 
“having merit” the use of Retention Leases 
to set aside “sequential fields that may be 
required for a large LNG project”.47

Such an approach, if applied, would be 
contrary to the object and provisions of the 
Act. The Act is explicit that a Retention Lease 
must be converted to a Production Licence 
when a reserve is commercial. The Act does 
not provide an exception for leases – that  

might otherwise supply the domestic market – 
to be set aside for the purpose that they might 
at some time in the future contribute to an 
LNG development.

It is vital that the Federal Government reaffirm 
a stringent approach to Retention Leases. 
The expectation should be reinforced with 
major producers that gas resources cannot 
be withheld where they could commercially 
supply the domestic market.

2. The need for greater transparency and 
third party participation

There is a need to improve transparency and 
third party participation in the review process. 
There is currently no gazetting system  
which would make public the substance  
of a Retention Lease application, nor is  
there a formal procedure for third parties  
to participate. 

The current process provides for an 
asymmetry of information that exclusively 
benefits existing lease holders. Prospective 
gas producers have expressed frustration at 
the current arrangements and their difficulties 
in being able to access information and 
engage in the process.

Key Responses

• Government should strictly apply a stringent approach to Retention Leases 
as required under the Act.

• Retention Leases should, in the first instance, be assessed to determine whether fields 
can supply the domestic market on a commercial basis. 

• This expectation should be expressly stated in the relevant administrative guidelines 
or legislation.

• The Retention Lease process should be reformed to promote transparency 
and third party participation.

• Targeted benefits: availability, affordability, reliability, diversity and 
competiveness and longevity.

47 Hon. Martin Ferguson AM MP, Minister for Resources, Energy and Tourism, Address to the Melbourne Mining Club, 9 April 2009.
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This contrasts with existing State and 
Commonwealth environmental approval 
processes for development projects. These 
processes provide for transparency and 
significant opportunity for stakeholder input. 

Greater transparency and third party 
participation will: 

• improve the underlying basis of 
Retention Lease decisions; 

• encourage third party participation; 

• subject applicant claims and assumptions 
to greater scrutiny and contestability; 

• strengthen the application of the 
commerciality test; and 

• promote new field development.

Measures to improve transparency and third 
party participation include:

• A public, on-line registry of State and 
Commonwealth Retention Leases should 
be established.

• The registry should provide clear indication 
on the current status of individual Lease 
applications or review process, and 
identify Leases coming up for review.

• The Designated Authority should make 
a public announcement when it begins 
the process of reviewing an individual 
Retention Lease.

• The factors and assumptions used 
by the Designated Authority to test 
“commerciality” should be publicly 
disclosed.

• Publishing an assumptions or data book 
identifying key factors such as prices, local 
demand, rate of return, expectations on 
CAPEX / OPEX.

• Expert reports commissioned by the 
Designated Authority into matters such 
as market conditions, construction costs, 
etc, should be published.

• The Government’s Joint Technical Report 
should be published.

• There should be a review period allowing 
third parties to submit information in 
relation to the assessment parameters 
used by the Designated Authority, the 
assumptions and development concepts 
being advanced by the proponent, or to 
reinforce or challenge the Designated 
Authority’s draft decision.

• Opportunity should be provided to 
third parties to have input into the 
establishment of conditions for the grant 
or renewal of Retention Leases.

• The reasons and substance of the 
Designated Authority’s decision should be 
published.

• There should be an independent peer 
review or third party assessment to 
review and validate the Joint Technical 
Report, and to test the assumptions and 
conclusions made.

3. Reviews of the Retention Lease  
process have been ongoing since  
2006 with no action

It is concerning that government processes 
to review the Retention Lease process has 
been ongoing since 2006 with no action. In 
September 2006, a Commonwealth, States 
and Territories Joint Working Group on Natural 
Gas Supply was established in response to 
concerns over domestic gas supply. 

In July 2007, a consultants’ report 
recommended Retention Leases be 
stringently reviewed to ensure the 
commerciality test was being met and  
that producers were not using leases to 
withhold gas from the domestic market.

48 Ministerial Council on Mineral and Petroleum Resources / Ministerial Council on Energy Joint Working Group Report 
 on Natural Gas Supply, Final Report, September 2007, p.32.
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In September 2007, the Joint Working Group 
released its Final Report recommending 
that existing Retention Leases be stringently 
reviewed and that “tests of commerciality test 
are rigorously applied and enforced.48

The Joint Working Group also recommended 
further investigation to improve the Retention 
Lease process to ensure transparency. The 
Joint Working Group tasked the Upstream 
Petroleum and Geothermal Subcommittee to 
conduct this investigation and to report by 
March 2008.

In April 2008, the Federal Department of 
Resources, Energy and Tourism wrote to 
stakeholders announcing a policy review of 
the Retention Lease process. Domestic gas 
users provided a detailed submission to the 
process in the same month. 

In May 2008, the Department of Resources, 
Energy and Tourism advised it was preparing 
an options paper on the Retention Lease 
process “to encourage discussion and  
opinion so as to identify and refine possible 
changes to the Retention Lease system”.  
The Department indicated the options paper 
will be provided to stakeholders for comment. 

No discussion paper has since been  
publicly released.

In December 2008, the Productivity 
Commission released a Draft Report on the 
Review of Regulatory Burden on the Upstream 
Petroleum (Oil and Gas) Sector. Alarmingly, 
the Draft Report recommended that Retention 
Leases be subject to even “lighter handed 
regulation” and that lease periods be 
extended from the current 5 years to 15 years. 
These recommendations, if adopted, would 
have further weakened the Retention Lease 
system and discourage timely development  
of gas resources.

In April 2008, the Productivity Commission 
issued its Final Report calling for greater 
transparency and certainty in the Retention 
Lease process.

Figure: Timeline of reviews to improve the 
Retention Lease process

Sept 2006 Federal / State Joint Working Group 
on Natural Gas Supply established in 
response to domestic supply shortage

July 2007 Consultants’ report 
recommends major reforms

Aug 2007 Stakeholders provide 
detailed submission

Sept 2007 Joint Working Group releases 
Final Report recommending  
major reforms. 

Nov 2007 Stakeholders provide 
detailed submission

April 2008 Federal Government announces 
policy review of Retention  
Lease process

April 2008 Stakeholders provide 
detailed submission

April 2008 Federal Government requests 
Productivity Commission to  
undertake review into regulatory 
Burden on upstream oil and  
gas sector

May 2008 Federal Government advises it was 
preparing an options paper

July 2008 Stakeholders provide detailed 
submission to Productivity 
Commission

Dec 2008 Productivity Commission releases 
Draft Report which includes 
recommendations on Retention  
Lease process

Jan 2009 Stakeholders provide detailed 
submission to Productivity 
Commission Draft Report

April 2009 Productivity Commission issues 
Final Report recommending major 
changes to Retention Lease process
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4. Stringent approach has increased 
exploration and development in the 
United Kingdom

Concerns have been raised by major 
producers that any tightening of the Retention 
Lease process would discourage exploration 
and development in Australia. 

Experience in the United Kingdom in fact 
demonstrates the opposite. 

Previously, the UK did not have a process to 
force activity when oil and gas licences were 
granted. Licences granted between 1964 and 
1972 were “multi-block” - if the initial term 
obligation was fulfilled with a Development 
somewhere on the licence, companies could 
retain acreage into the second term for up to 
46 years without any further activity.

The UK Government implemented an initiative 
to facilitate development of fields that were 
Fallow Discoveries or on Fallow Blocks. 
Under the current system, both blocks and 
discoveries are considered Fallow after three 
years and are classed “Fallow B”.

These “Fallow B” Discoveries and Blocks 
are released on the UK government website 
if the current licensees were unable to 
progress activity due to misalignment within 
the partnership, a failure to meet economic 
criteria, or other commercial barriers. Fallow 
B Discoveries that have been listed on the 
website for two years or Fallow B Blocks that 
have been listed on the website for one year 
will be relinquished if there are no agreed 
plans for significant activity.

Far from discouraging investment, the UK’s 
efforts to tighten the country’s Fallow Field 
process have in fact significantly increased 
exploration and production activity by oil and 
gas companies.

A similar outcome could be expected in 
Western Australia. A number of prospective 
oil and gas producers are already expressing 
an interest in developing fields that have been 
held by major producers for many years. The 
current Retention Lease process and the lack 
of transparency and opportunities for third 
party participation however present significant 
barriers to prospective producers.



59

UK fields which are now under Development or in Production that were Fallow Discoveries  
or on Fallow Blocks

• Duart • Maria • Gadwell • Pict • Chiswick • Grove

• Wenlock • Thurne • Arthur • Horne • Davy East • Seymour 

• Saturn Area • Wren • Brechin • Cutter • Farragon • Munro 

• Broom • Nuggets N4 • Goldeneye • Braemar • Sycamore • Caledonia 

• Madoes • Mirren • Scoter • Carrack • Playfair

49 UK Department of Trade and Industry, ‘Initiatives to Encourage Exploration’, 20 March 2007.
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1. Overview

The North West Shelf Joint Venture (NWSJV) 
producers – which supplies almost 70% of 
the domestic market - currently sell gas to 
domestic customers through a joint selling 
entity North West Shelf Gas. The arrangement 
forces gas consumers to deal with a single 
entity rather than with individual participants 
of the Joint Venture. 

The arrangement significantly reduces the 
number of sellers and, as a result, competition 
in the domestic market. The impact of 
joint selling is further exacerbated by the 
concentration in gas supply. Two operating 
entities (North West Shelf and Apache) supply 
close to 100% of the domestic market and 
control the developed fields that currently 
service the WA domestic market. 

In the absence of any authorisation, joint 
selling appears to be in breach of section 
45 and 45A of the Trade Practices Act 1974 
which prohibits price fixing and arrangements 
which substantially lessen competition. 

Concerns over joint selling and the impact 
on WA consumers were first raised with 
the Australian Competition and Consumer 
Commission as early as 2007. The matter has 
now been under investigation by the ACCC 
for well over 2 years with no announcement 
as to enforcement action.

Unless action is taken to remove the  
NWSJV joint selling arrangement, there is 
a real risk that joint selling could become 
standing practice in other gas developments.  
This would significantly limit any  
competitive benefit that future gas 
developments might have in relation 
competition to existing suppliers.

The 2002 COAG Energy Market Review 
Report (“the Parer Report”) identified joint 
selling as a key barrier to a more competitive 
gas market.” 

Table: The Parer Report 50

 
The Parer Report (2002)

“In the Australian economy there is a  
general presumption that competition 
between firms achieves the most  
sustainably efficient market place.”

“Overall, the Panel finds that separate 
marketing, where it can be practically 
implemented, will encourage a more 
competitive natural gas market. Given the 
significant evolution in the Australian gas 
market in the last decade, the first steps 
should now be taken toward encouraging 
greater competition through separate 
marketing where this can be achieved.

Joint Selling Arrangements

Key Responses

• Removing the North West Shelf joint selling arrangement will significantly increase 
competition by increasing the number of independent sellers from one to six.

• Joint selling should not be permitted in prospective new gas developments where 
they impact competition.

• Targeted benefits: availability, affordability, diversity and competiveness

50 2002 COAG Energy Market Review Report (“the Parer Report”), pp. 203-204.
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2. The NWSJV Participants include 
some of the world’s largest oil and 
gas companies and enjoy substantial 
market power

The NWSJV Participants include some of 
the world’s largest oil and gas companies, 
including Shell, BP, Chevron, Woodside and 
BHP Billiton. Individually, these companies 
possess significant commercial and market 
power compared to local gas customers.  
They have highly sophisticated businesses, 
with the operational and resource backing  
of multi-billion dollar global operations.

By comparison, many of the 25-30 companies 
that purchase gas direct from producers are 
smaller to medium sized companies, including 
emerging resource processing and energy 
generation companies. These companies are 
at a commercial disadvantage in negotiating 
gas supply contracts, even without the six 
NWSJV Participants combining to set prices 
and contract terms jointly.

The disparity in market power between 
suppliers and customers is accentuated 
by the fact that local customers have no 
reasonable alternatives to domestic gas 
supply. Local gas users are highly  
dependent on existing suppliers for current 
and future gas supply. By comparison,  
sellers have an alternative market in the form 
of overseas exports.

The NWSJV participants also have significant 
bargaining and market power through access 
to sensitive commercial information. Through 
the joint selling arrangement, the participants 
have access to detailed knowledge of the 
commercial terms and the timing of all 
domestic gas sales arrangements, including 
on: price, supply volumes, contract term and 
expiry, and the identity and supply demand of 
potential customers seeking gas.

The sharing of what would otherwise 
be confidential commercial and market 
information gives the NWSJV participants 
a significant advantage in negotiations 
with potential customers. In contrast, 
potential customers have no access to 
commercial information on other gas contract 
negotiations, including what other customers 
have paid in recent contracts. This severely 
limits their ability to bargain on a level playing 
field in the market. 

The market power of the NWSJV participants 
will be further entrenched by the fact 
that the majority of prospective new gas 
developments in Western Australia are 
controlled by the same NWSJV participants, 
Apache, or in conjunction.
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3. The existing arrangement encourages 
abuse of market power

The joint selling arrangement enables the 
NWSJV participants to act in a coordinated 
way that encourages abuse of market power. 
This was evident in threats by producers to 
raise gas prices to consumers because of the 
removal of a Federal Government subsidy  
to producers.

In August 2008, the NWSJV operator, 
Woodside (Managing Director and CEO, Don 
Voelte), threatened to pass on the removal of 
the Federal Government condensate excise 
exemption in the form of higher gas prices  
to domestic consumers.51

Table: The West Australian

 
‘Woodside warns on forcing Shelf split’,  
17 September 2008

“Woodside chief executive Don Voelte 
said there could be a big backlash from 
some of the multinationals if the Australian 
Competition and Consumer Commission 
forced the partners to compete against each 
other for customers.”

“He also said his company would not feel 
guilty about passing on to its gas customers a 
proposed increase in oil excise, saying he had 
to look after Woodside shareholders.”

The removal of the subsidy on condensate 
production does not justify any increase in 
prices for natural gas. The condensate excise 
exemption was an historical concession that 
was provided to the North West Shelf Project 
to help support its initial development.  

Since then, the North West Shelf Project has 
grown to become a highly profitable and 
world-class producer comprising some of the 
world’s largest oil and gas companies. 

Further, the excise is applied on the 
production of condensate, not natural 
gas. It is telling that the NWSJV has not 
threatened to pass on the cost of the 
removal of the condensate excise exemption 
to overseas LNG customers, or to local 
or overseas condensate customers. The 
NWSJV participants are forced to compete in 
competitive markets for these products, unlike 
the position in the WA domestic gas market 
where they enjoy substantial market power. 

4. The joint selling arrangement constrains 
development of a more mature and 
competitive market

In its 1998 Determination on the NWJSV joint 
selling authorisation, the ACCC identified 
certain features as indicating a more mature 
market. These included the development of 
a short term trading or spot market, the entry 
of brokers and the development of financial 
markets. 

Those elements can, however, only arise 
in a competitive and dynamic market 
characterised by a multiplicity of sellers and 
the opportunity for a multiplicity of individual 
contracting arrangements. The joint selling 
arrangement constrains this by preventing 
competition between supplies who account 
for around 70% of the market.

The notion that separate marketing could 
arise only after a mature market characterised 
by the elements identified in the 1998 
Determination was explicitly rejected by the 
Parer Report.52

51 Gas market faces ACCC shake-up’, The West Australian, 29 August 2008; ‘Households winners in NW Shelf gas shake-up’, 
 The West Australian, 30 August 2008; ‘Gas price “inflated”, watchdog called in’, The Weekend Australian, 30-31 August 2008.
52 For an overview of recent developments in Australia see AER, State of the Energy Market (2008) ch 8.
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Table: The Parer Report 53

 
The Parer Report (2002)

“The Panel has concluded that not all the 
features of a mature market need to be 
present for separate marketing from joint 
facilities to be feasible. If they were, separate 
marketing itself would probably only be 
of academic interest, as a high degree of 
competition would already be achieved. 
The existence of secondary markets with 
associated financial products are outcomes  
of a mature market, rather than prerequisites 
for separate marketing. For each gas 
producing joint venture, some market  
features will be more important than  
others in considering the feasibility of 
separate marketing.”

“Moving toward separate marketing would  
be considered as part of the overall package 
to improve the competitive nature of the 
natural gas market. Separate marketing itself 
should be regarded as one of the ingredients 
that in the appropriate circumstances helps 
create competition and thereby a more 
mature market.”

The ACCC cited and adopted the position 
expressed in the Parer Report in the PNG Gas 
Project determination in 2006,

The New Zealand Commerce Commission 
adopted a similar view in its authorisation 
determination on joint selling for the Pohokura 
gas field. The Commission considered that 
joint selling could have a material adverse 
impact on development of a competitive 
market in the future. This was because 
a future competitive environment was 
dependent on a number of sellers in the 
market, including a number selling from  
each field. 54

5. Benefits of removing joint selling

Removing the joint selling arrangement  
would increase the number of independent 
sellers from one to six. This would 
substantially increase competition in the 
domestic gas market.

Natural competition between six independent 
suppliers would be allowed to occur. NWSJV 
participants would actively compete against 
each other and third parties. Customers  
would have the opportunity to deal with  
a wider range of suppliers, which would  
allow competition on price, supply and 
contract terms.

Each of the six NWSJV participants would 
have a significant quantity of gas to supply 
to the domestic market. Individual NWSJV 
participants would also be able to access 
supply from outside the North West Shelf 
Project to back contracts.

Individual NWSJV participants would be 
encouraged to monetise their proportion of 
reserves and supply the domestic market.

Allowing competition between the NWSJV 
participants would encourage a significant 
increase in the number of gas customers and 
opportunities to supply smaller consumers 
– in the same way that the entry of a new 
supplier Apache has promoted competition 
and supply in recent years.

Decisions by the NWSJV on the marketing or 
supply of domestic gas are now made on the 
basis of the “lowest common denominator” 
whereby any one of the six NWSJV 
Participants can act to block supply. 

Substitution between individual suppliers 
would become easier. Customers would 
also have a greater opportunity to deal 
with different sellers (maintain a portfolio 

53 2002 COAG Energy Market Review Report (“the Parer Report”), pp.199-200.
54 New Zealand Commerce Commission Determination, Decision 505, September 2003, para.392.
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of suppliers) to meet a required quantity 
as opposed to being forced to source their 
requirements from a single supplier.

Greater diversity of supplier risk–preferences 
would ensue. Each of the NWSJV participants 
would have their own supplier risk–return 
preferences which could then be translated 
to individual negotiations with potential 
customers. 

“Deals” could be done between individual 
NWSJV participants to trade reserves, 
production capacity and processing  
capacity. This might allow one or more 
NWSJV Participants to take a more 
aggressive position in supplying the  
domestic gas market.

All six NWSJV participants would have to 
collude on price and contract terms to arrive 
at the current situation that consumers 
currently face as a result of the joint selling 
arrangement.

6. Separate selling is practical and feasible

Requiring the NWSJV participants to sell 
domestic gas independently of each other is 
practical and feasible. Marketing decisions are 
already made separately by the participants. 

All of the JV participants retain substantial 
marketing capability within their respective 
organizations to support the marketing of the 
original DomGas Venture and the Incremental 
Venture production. All contracts for supply  
of gas to domestic customers involve all 
six (for the Incremental JV) counterparties 
contracting separately.

While North West Shelf Gas Pty Ltd 
negotiates with a purchaser on behalf of the 
JV participants, it has to communicate with 
and seek approval from all six JV participants 
on contract terms and price. North West Shelf 
Gas Pty Ltd therefore has no authority to 
agree terms – it operates as a clearing house 
or postbox by which all six parties come 

together to set contract prices and terms. 
Removing NWSG would not prevent each 
of the NWSJV participants from using their 
existing marketing teams to negotiate with 
individual purchasers.

The NWSJV operator already has mechanisms 
to manage supply from two separate 
domestic gas JVs – the original DomGas 
Venture and the Incremental Venture. The 
two JVs have different ownership structures 
and different entitlements to reserves and 
production / processing facilities. 

Gas for supply to the domestic market is 
processed through the Goodwyn and North 
Rankin production platforms on behalf of 
both joint ventures. Production from these 
platforms comes together in two production 
trunk lines which deliver the gas to processing 
facilities on the Burrup Peninsula. There is 
therefore a fully blended stream of product 
that is owned by two separate JVs with 
different ownership structures.

This product is already being sold to the 
domestic market on the basis of different 
shares reflecting the different ownership 
structure of the two JVs, with the participants 
internally managing production and sales 
nominations between the original DomGas 
and the Incremental JVs. 

There is clearly a mechanism in place to 
allocate gas between the two JVs and the 
different JV participants in their respective 
proportions. There is no reason why this same 
mechanism could not be used to support 
separate selling by each of the JV participants 
into the domestic gas market.

That separate selling is practical is 
demonstrated by the fact it is already taking 
place in practice. Participants in other 
joint venture gas developments are selling 
separately into the WA domestic market, the 
Eastern States and in other countries.

Table: Separate selling for natural gas
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Examples of separate selling

• NWSJV participant Woodside is independently 
marketing gas from the Browse and  
Pluto fields.

• Separate selling is taking place by Apache 
and Santos from the John Brookes field joint 
venture through the Apache operated Varanus 
Island domestic gas processing facility which 
supplies 30% of the WA domestic gas market.

• Shell and Chevron (NWSJV participants) have 
been prevented from selling jointly in Denmark, 
Norway and New Zealand.

• Separate selling of natural gas is happening 
in the Otway Basin in Eastern Australia.  
Santos has separately marketed gas from 
its interest in the Casino field. Woodside has 
separately marketed gas from its interest  
in the Geographe/Thylacine field.

7. Major producers are required to sell 
separately in other countries

NWSJV companies have been required in 
other countries to sell independently gas 
produced under a JV project.

In 2002, the European Commission required 
the GFU (Gas Negotiation Committee) to 
cease joint selling of domestic gas in Norway. 
The case concerned the joint sale of gas 
through a single seller GFU which negotiated 
sales contracts with buyers on behalf of all 
gas producers, including Shell, in Norway and 
thus fixed the selling price, volumes and all 
other trading conditions.

Table: EC Norway case 55

 

 
EC, ‘Commission objects to 
GFU joint gas sales in Norway’, 
13 June 2001

“The European Commission has warned 
Norwegian gas producers that the joint sale 
of Norwegian gas carried out through the Gas 
Negotiation Committee (GFU) is in breach of 
the European Union competition rules as it 
fixes, among other things, the price and the 
quantities sold.”

“As the European gas market is progressively 
being liberalized, it is of paramount 
importance that producers sell their gas 
individually so that those customers that  
can already choose their supplier benefit  
from real choice and competitive prices.”

In 2003, the Danish and European 
Commission competition authorities required 
producers to market gas individually.  
The case concerned the joint selling of  
gas by producers, including Shell and 
Chevron (both NWSJV participants). 

As part of the settlement, producers also 
undertook to offer an additional 7 billion cubic 
metres of gas for sale to new customers over 
a period of 5 years when new gas volumes are 
available. This appeared to recognise that the 
effect of joint selling in Denmark had been to 
limit gas supply and competition.56

55 European Commission, ‘Commission objects to GFU joint gas sales in Norway’, IP/01/830, Brussels, 13 June 2001; 
 available at http://europa.eu/rapid/pressReleasesAction.do?reference=IP/01/830&format=HTML&aged=0&language= 
 EN&guiLanguage=en 
56 European Commission, ‘Commission and Danish competition authorities jointly open up Danish gas market’, 24 April 2003, 
 available at http://europa.eu/rapid/pressReleasesAction.do?reference=IP/03/566&format=HTML&aged=0&language= 
 EN&guiLanguage=en 
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In 2002, the New Zealand Commerce 
Commission revoked an authorisation 
previously granted to the three joint venture 
participants of the Pohokura gas field to sell 
jointly. Collectively, the three Pohokura  
joint venture partners accounted for  
88% of New Zealand’s natural gas  
production. The participants are now  
required to sell separately. This includes  
Shell, a NWSJV participant.57

8. Producers no longer have commercial 
imperatives to sell jointly

The disaggregation of the SECWA contract 
transformed the domestic gas market from 
one characterised by a vertically-integrated 
monopoly buyer, to one where there are 25-
30 individual customers. Joint selling by the 
NWSJV participants is no longer required 
to balance the market power of a single 
monopoly customer.

In the initial stages of the North West Shelf 
development, Woodside had no operating 
experience or revenues, but was required to 
underwrite 50% of the initial domestic gas 
investment. This led to close financial scrutiny 
and extremely stringent funding constraints on 
the part of Woodside’s banking consortium. 
The joint selling arrangements were put in 
place in that context. 

That commercial incentive no longer exists. 
The North West Shelf Project has grown 
to become a highly profitable, world-class 
producer comprising some of the world’s 
largest oil and gas companies. Woodside, 
the operator of the North West Shelf Project, 
has grown into one of Australia’s largest 
companies. Any claims that joint selling might 
be justified for the original greenfield project 
no longer arise today.

9. Producers will continue to have 
commercial incentive to supply 
domestic gas even with separate selling

Claims have been made that requiring 
producers to sell separately and compete with 
each other could discourage supply, reduce 
domestic gas exploration and development, 
and encourage some producers to exit the 
domestic gas market. 

These claims appear mischievous. Each of 
the NWSJV participants would have strong 
commercial incentives to sell gas separately in 
the WA domestic gas market if the joint selling 
arrangement was removed.

As part of the North West Shelf Project, each 
of the NWSJV participants has the right 
and obligation to own, take and separately 
dispose of its production entitlement.58 
This includes domestic gas produced by 
the DomGas Venture and the Incremental 
Joint Venture. Given that gas produced 
by the NWSJV has commercial value, 
individual participants will continue to have a 
commercial incentive to supply their share of 
production to the domestic market. 

Contrary to claims by Woodside, the WA 
domestic gas market has been, and continues 
to be a profitable market. The original North 
West Shelf domestic gas contract was not 
a “low priced” contract. Two-thirds of the 
gas was priced against high-priced Collie 
coal, with one-third priced against imported 
oil. This pricing structure continued until the 
contract was disaggregated in 1995, when 
new supply competition from Apache helped 
put downward pressure on prices.

57 New Zealand Commerce Commission Determination, Decision 581, June 2006.
58 ACCC 1998 Authorisation Determination, p.8.
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The domestic market continues to provide 
significant opportunities for producers. There 
continues to be a serious shortage of gas 
which has led to a very tight market. Demand 
for gas will continue to grow as shown by 
the 2008 Economics Consulting Services 
Report on expected WA gas demand. The 
domestic market continues to offer the 
advantages of low sovereign risk, no currency 
risk, geographic proximity without the need 
for vast shipping distances to China or 
Japan, and access to long term contracts. 
The domestic market also provides stable 
returns to producers and does not suffer from 
the volatility of international oil prices (and 
increasingly LNG prices). This will ensure that 
producers remain in the market and provides 
an incentive for LNG projects to include a 
domestic gas leg.

Legal and political constraints make it unlikely 
that the NWSJV participants would exist 
from the domestic market if the joint selling 
arrangement was removed. Given the State’s 
dependence on the NWSJV for almost 70% 
of its domestic gas, and the fact that the 
NWSJV participants continue to hold the bulk 
of the State’s gas reserves, neither the State 
nor Federal Government would permit any 
reduction in domestic gas supply that would 
impact economic growth, development and 
energy security.

Furthermore, the intent of the North West 
Shelf State Agreement is that continued 
expansion of LNG exports from the NWSJV 
be matched by commitments to the domestic 
market. The State Agreement provides a 
mechanism for ensuring the provision of 
additional domestic gas supply capacity when 
consideration is being given to renewal or 
rolling-over of long term LNG export contracts 
coming to expiry, or to further  
LNG expansions. 

It is unclear how separate selling will operate 
to discourage exploration or new gas 
development. The New Zealand Commerce 
Commission has rejected claims that 
preventing joint selling would have an impact 
on the level of new gas exploration in New 
Zealand. The Commission also considered 
that preventing joint selling was unlikely to 
make an otherwise viable field non-viable.59

59 New Zealand Commerce Commission Determination, Decision 505, September 2003, para.390-391.
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1. Current tax and royalty arrangements

The Commonwealth, State and Territory 
Governments levy taxes and royalties on 
petroleum products which are extracted 
from Commonwealth and State or Territory 
lands. These taxes and royalties are levied 
to ensure that the people of Australia who 
own the land which the companies are 
exploiting for commercial gain, are adequately 
compensated. 

Broadly, if a hydrocarbon field is located in 
a Commonwealth area (defined as outwards 
of three nautical miles from the territorial sea 
baseline) it will be subject to the Petroleum 
Resource Rent Tax (PRRT) regime, which is 
levied by the Commonwealth Government. 

If a hydrocarbon field is located in State or 
Territory areas (on-shore or in coastal waters) 
it will be subject to petroleum royalties 
collected by the State or Territory, and a crude 
oil excise collected by the Commonwealth 
Government. The PRRT regime does not 
overlap with the royalty and excise regimes.

In Western Australia there are two exceptions 
to this arrangement. First, Barrow Island, an 
on-shore field which is subject to a resource 

rent royalty (RRR) which is shared by the 
Commonwealth and Western Australian 
Governments. Second, North West Shelf 
exploration permits WA-1-P and WA-28-P,  
off-shore fields, which are subject to 
petroleum royalties and crude oil excises 
collected by the Commonwealth Government.

2. Current arrangements may act  
as a disincentive to domestic  
gas development

While the current Federal and State tax and 
royalty regime does not appear to provide any 
deliberate bias in favour of investors pursuing 
large scale LNG projects, certain features of 
the regime operate to encourage LNG export 
while discouraging domestic gas exploration 
and development.

Certain concessions provided under the  
PRRT system may act as an incentive for large 
companies to explore and develop large size 
petroleum fields in remote offshore locations. 
Because of the scale of the projects in terms 
of reserve development and production 
potential, gas export options have been 
pursued. 

Key Responses

•  Commonwealth and State tax, royalty and investment incentives should be provided to 
promote domestic gas exploration and development.

•  Key incentives include: 

-  State royalty concessions such as royalty holidays, reducing the royalty rate or 
rebasing the commodity value for royalty assessment; 

-  increased deductibility for pre-wellhead expenses from Commonwealth taxation; 

-  Flow Through Share scheme; and 

-  Commonwealth and State grants to promote domestic gas exploration and 
development, and new “frontier” developments and technology such as tight gas.

•  Targeted benefits: availability, affordability, reliability, diversity, competitiveness 
and diversity of supply.

Tax, Royalty and Investment Incentives
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PRRT is levied on the super profits (as the 
regime permits for compounding to recognise 
the timing and risk of the exploration 
expenditure incurred) of a petroleum project, 
and as such expenditure spent on exploring 
and developing a petroleum field reduces a 
company’s PRRT liability. 

Furthermore, concessions afforded to 
larger companies, or groups of companies, 
allow them to transfer these undeducted 
expenditures between projects or between 
companies, to minimise overall PRRT liability. 
This concession attracts large companies and 
groups of related companies, who have the 
capital and infrastructure to support exploring 
and developing multiple fields.

The exploration expenditure 150% uplift 
concession also incentivises companies to 
explore and develop remote ‘frontier’ fields, 
located a substantial distance from existing 
infrastructure. This concession is in practice 
only able to be utilised by large companies, 
with substantial amounts of capital and 
infrastructure. These fields are too large and 
too remote from existing infrastructure to be 
developed for the domestic market alone and 
tend to be developed with a focus on the  
LNG export market.

In contrast, many of the smaller gas fields 
are located on-shore and in coastal waters. 
These fields are generally not large enough 
to support an LNG development and as such 
gas developed from these fields could be 
directed into the domestic market. 

These inshore and onshore petroleum fields 
are subject to the royalty and excise regime, 
where royalties are calculated on the wellhead 
value of the petroleum produced, as opposed 
to profits. Because of this, producers may 
incur royalty liabilities for years before fields 
become profitable. This will impact upon 
the net present value of the investment and 
discourage domestic gas development. 

3. The need for fiscal incentives

Given the strategic importance of natural gas, 
it is vital that Australia’s taxation arrangements 
promote domestic gas supply. Initiatives could 
in particular encourage the exploration and 
development of gas reserves located close  
to existing infrastructure either onshore  
or in coastal waters. 

Reasons why these reserves may not have 
already been developed may include: 

• the size of the known reserves and 
potential size of unknown reserves; 

• the inability of smaller companies to raise 
capital to explore and develop marginal 
fields; 

• the difficulties associated with extracting 
the gas (i.e. tight gas reserves); and 

• the economics of exploring and 
developing the smaller fields under the 
current royalty regime. 

By targeting these factors, tax and royalty 
incentives can promote development, entice 
new entrants into the upstream gas market, 
and lead to a diversification of supply among 
different competitors and reserves. Such 
incentives could promote smaller domestic 
gas developments, or LNG projects with 
a domestic gas component. This will help 
balance the oil and gas industry’s current 
focus on LNG exports, and the incentive 
under existing tax and royalty arrangements 
to develop Australia’s natural gas resources 
as large scale LNG projects.

Incentives could also encourage new frontier 
technical challenges such as onshore “tight 
gas” fields. Tight gas developments involve 
additional technology and significant  
pre-wellhead expenses compared to 
conventional fields. Increased deductibility 
of pre-wellhead expenses could for example 
promote field development.
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In the current economic downturn, inshore 
and onshore exploration activities – which 
are the most likely sources of competitive 
domestic gas supply - are impacted to a 
far greater extent than deepwater offshore 
exploration. This is because the companies 
involved are reliant on regular injections  
of risk capital from the local market. 

The consequences for future domestic gas 
supply of inadequate support for domestic 
exploration are therefore potentially extensive 
and further underline the need for tax, royalty 
and investment incentives.

4. Appropriate incentives

Appropriate tax and royalty incentives include:

• State royalty incentives – such as royalty 
holidays, and rebasing the commodity 
value of royalty assessment;

• Commonwealth tax incentives – such as 
reducing the statutory cap on the effective 
life of upstream gas assets, and targeted 
incentives for “tight gas” development; 

• Flow Through Share Scheme for domestic 
gas exploration and development; and

In addition, investment incentives such 
as Commonwealth and State grants can 
encourage and support companies to  
explore for and develop gas fields for 
domestic supply.

A quantitative assessment is provided in 
the Appendix. This demonstrates that tax 
and royalty incentives can have a significant 
impact on the net present value of after-tax 
cash flows of domestic gas field projects that 
promotes the commerciality of such projects. 
In some instances, it could facilitate the 
development of projects that might otherwise 
not be commercial under the existing tax and 
royalty regime.

Where fiscal incentives enable the 
development of gas fields, the impact on 
government budgetary arrangements could 
be neutral or even positive. This is where 
incentives deliver tax and royalty streams  
from gas fields that might otherwise not  
be developed.

4.1  State royalty concessions

State royalty concessions could provide 
important encouragement for domestic 
gas developments. These include royalty 
holidays, reducing the royalty rate or 
rebasing the commodity value for royalty 
assessment. Such concessions can 
promote the development of domestic  
gas fields by improving the upfront 
economics of a project, particularly for 
tight gas projects. 

Any impact on State revenue could be 
limited, particularly where the concessions 
allow the development of a field that might 
otherwise be uneconomic to develop in its 
initial stages, which would subsequently 
generate significant royalties for the State 
over the long term life of the field.

It is recommended that the royalty rate for 
domestic gas developments be reduced to 
5% to promote development. Alternatively, 
royalty holidays for the first 6 years of a 
domestic gas project should be provided.

Where gas fields involve LNG projects 
with a potential domestic gas leg, royalty 
concessions can be provided for the 
domestic gas component to promote 
domestic supply.
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4.2  Increased Commonwealth deductibility  
for pre-wellhead expenses

Increased deductibility for pre-wellhead 
expenses could be provided for domestic 
gas developments under federal taxation 
arrangements.

A 175% uplift on expenditure incurred in 
exploring and developing domestic gas 
reserves should be provided, particularly 
for tight gas where development involves 
significant pre-wellhead expenses. 

The uplifted tax deduction would 
be available to companies once 
the expenditure is incurred, and the 
companies would not have to develop 
gas before they received the tax incentive. 
The impact of this incentive would be to 
reduce companies’ taxable income and 
may provide an incentive to companies 
with an existing tax liability.

4.3  Commonwealth Flow Through  
Share Scheme

A Flow Through Share scheme would 
provide significant assistance for 
smaller petroleum companies engaging 
in domestic gas exploration and 
development, and who are reliant on the 
market for risk capital.

Such a scheme would promote frontier 
and start-up developments where 
companies might not otherwise generate 
a taxable income in the initial project 
years that would make tax deductions an 
appropriate incentive.

By implementing an FTS scheme, these 
companies would be able to pass these 
losses through to investors who could  
use the tax deductions, which could in 
turn create interest and equity funding  
by investors.

4.4  Investment incentives

Commonwealth and State grants can 
encourage and support companies to 
explore for and develop gas fields for 
domestic supply.

Such grants are administratively straight 
forward to implement, and would support 
Australia’s long term energy security by 
promoting competition and diversity of 
domestic gas supply.

Grants could also be used to promote new 
“frontier” developments and technology, 
such as greenfield tight gas developments. 
Grants have in the past been provided to 
support new technology development in 
the petroleum industry, such as coal seam 
methane and carbon sequestration.
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1. Overview

Currently, midstream gas gathering and 
processing facilities are scaled and built 
to support individual projects. This has the 
potential to lead to sub-optimal development 
with little integration. The likely end result is to 
increase project costs and make development 
of some gas fields uneconomic. 

A significant component of the total costs  
of a new offshore development is the cost  
of midstream gas gathering pipelines –  
which rise the further gas fields are located 
from shore - and the associated gas 
processing facilities.

Multiple or common-use midstream gas 
supply and processing infrastructure has 
the potential to facilitate new domestic 
gas developments by lowering investment 
barriers and costs. Third part participation 
in midstream infrastructure investment 
could also promote development. For 
example, infrastructure operators may have 
lower hurdle rates of return than upstream 
producers which could facilitate investment.

Key Responses

•  Third party investment in and common-use midstream gas gathering and processing 
infrastructure should be encouraged and facilitated.

•  Targeted benefits: availability, affordability, reliability, diversity, 
competitiveness and longevity of supply.

Midstream Infrastructure
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2. Shared-use infrastructure could cut 
project costs by almost half

The DomGas Alliance engaged international 
energy consulting firm Wood MacKenzie to 
examine opportunities for common use mid-
steam gas gathering and processing facilities. 

The Wood MacKenzie report concluded that 
there were significant benefits including lower 
barriers to entry, a more economically efficient 
use of capital leading to lower gas supply 
chain costs and increased transparency in the 
costs of supply. 

Two development scenarios were examined. 
The scenarios involved the development 
of gas fields in the Carnarvon Basin with a 
typical distance of 150 km to shore:

• Scenario One: three independent 100 
terrajoules / day (TJ/d) developments, 
each with separate pipelines and 
processing facilities;

• Scenario Two: one integrated 
development utilising one common 
gathering trunkline and a processing  
plant of 300 TJ/d capacity

By consolidating developments into an 
integrated development with common-use 
facilities, capital costs could be reduced 
by almost half. This could deliver potential 
savings as high as $1 billion.

By lowering investment barriers and costs, 
third party participation and common-use 
midstream infrastructure can help promote 
new domestic gas field developments. 

Government can facilitate discussions 
between relevant stakeholders, and by 
improving transparency and disclosure in 
the retention lease system. An effective gas 
reservation policy would also ensure that any 
consolidation between domestic gas and LNG 
projects still delivers domestic gas supply. 

Figure: Benefits of common-use infrastructure 

 Scenerio One Scenario Two Timing 
 Integrated System Stand Alone 
 Capex ($m) Capex ($m) 
 300 TJ/d 100 TJ/d x 3 fields

Pipeline to Shore Costs 
Field A – Initial 100 TJ/d $555 (150 km x 20”) $445 (150 km x 16”) Year 1 
Field B – Subsequent 100 TJ/d $111 (50 km x 12”) $445 (150 km x 16”) Year 3 
Field C – Subsequent 100 TJ/d $111 (50 km x 12”) $445 (150 km x 16”) Year 5 

Gas Processing Costs    
300 TJ/d Plant $400 $250 x 3 Year 1 
100 TJ/d Plant   Years 1, 3, 5

TOTAL CAPEx $1, 177 $2,085 
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1. Challenges to longevity of supply

The report identified significant challenges 
to the availability and longevity of Western 
Australia’s gas resources. These relate to 
the potential depletion of the State’s existing 
gas resources, and the contracting out of 
production in long term LNG contracts. 

Contrary to claims by LNG producers, 
Western Australia has only limited reserves  
of natural gas – a finite and diminishing 
resource. Only 17% of Western Australia’s 
natural gas resources relate to developed 
fields. The bulk of resources are located 
offshore and in deepwater, with no certainty  
of commercial development. 

At the same time, producers continue to 
expand LNG exports with Australia aspiring  
to be the world’s second largest LNG exporter 
despite holding just 2% of the world’s natural 
gas resources. The bulk of these exports  
are expected to be sourced from  
Western Australia.

This present risks to longevity of supply. 
First, existing gas resources in the Carnarvon 
Basin could be depleted within 30 years from 
unrestricted LNG exports. Second, as gas 
resources are locked up in 20-25 year LNG 
contracts, they are no longer available to  
meet the current and emerging needs  
of the local economy.

2. Governments are acting to secure vital 
gas reserves

A report by Curtin University found 
governments around the world are acting 
to secure energy reserves in an energy-
constrained world. These range from gas 
reservation policies to fiscal measures to 
control the export of energy.

Malaysia and Egypt for example both maintain 
long term reservation policies to ensure 
the energy needs of future generations 
are met. These policies do not appear to 
have discouraged gas exploration and 
development. 

Key Responses

• A national gas reservation policy should be implemented to support the existing State 
reservation policy and ensure producers do not avoid domestic supply obligations.

• The Gorgon gas project should include a 15% domestic supply commitment, with first 
delivery of domestic gas no later than start-up of the first LNG train.

• Opportunities to further strengthen the State gas reservation policy should be explored.

• National and State gas reservation policies should consider depletion of gas resources 
from unrestricted LNG development, in addition to ensuring current production is set 
aside for domestic use.

• Targeted benefits: availability, diversity, competitiveness and longevity.

Domestic Gas Reservation
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Egypt’s national policy reserves one-third of 
natural gas for exports, one-third for domestic 
use and one-third “to save for our children”. 
The country accounts for international oil 
company Apache’s largest acreage position 
and around 22% of the company’s production 
revenue. Apache continues to have an active 
drilling program in Egypt, completing 215 of 
238 wells and conducting 701 workovers and 
recompletions.60

Similarly, Malaysia maintains a national 
depletion policy which imposes domestic 
production limits for oil and gas. International 
oil company Shell remains active in petroleum 
exploration and production, including natural 
gas in offshore Sabah and Sarawak.  
The company operates through production 
sharing contracts after a 1974 Act placed 
custody of Malaysia’s petroleum resources 
with the national petroleum corporation. 

Table: National energy reservation policies 62

Egypt  One-third of natural gas reserved 
for exports, one-third for domestic 
use, and one-third “to save for our 
children”

Malaysia National depletion policy imposes 
production limits for oil and gas

Indonesia 25% domestic market obligation

Argentina export taxes on natural gas

China  export taxes on natural gas 
and coal

3. A domestic reservation policy will 
promote long term security

Given the focus of major producers on 
developing fields for LNG exports, a domestic 
reservations policy will promote long term 
security of supply. This will be by reserving  
a proportion of gas produced for the  
domestic market.

The need for a reservation policy is further 
underlined by suggestions that major 
producers are using Retention Leases to 
withhold domestic supply and to set aside 
“sequential fields that may be required for a 
large LNG project”.63

Domestic reservation has been a feature 
of the WA gas market since the late 1970s. 
The original North West Shelf project was 
underpinned by a domestic gas reservation 
obligation. The proposed Gorgon project also 
includes a domestic gas supply commitment.

 The State Government’s 15% domestic 
gas reservation policy, announced in 2006, 
continues this long-standing practice. 

There is a need to further strengthen the 
application of domestic reservation policies to 
ensure first-delivery of domestic gas from an 
LNG project is not unduly delayed. 

While the efforts of successive WA 
governments on domestic gas reservation  
are welcome, there a need for a unified  
State-Commonwealth policy on reservations. 
A national reservation policy will ensure 
major producers do not avoid domestic 
supply obligations by constructing floating 
gas production platforms in Commonwealth 
waters or by transporting gas to the  
Northern Territory.

60 Apache Energy website, http://www.apachecorp.com/Operations/Egypt/index.aspx.
61 Shell website, ‘Shell in Malaysia’, http://www.shell.com/home/Framework?siteId=my-en&FC2=/my-en/html/iwgen/about_shell/
 zzz_lhn.html&FC3=/my- en/html/iwgen/about_shell/what_we_do/factfile_ga_0109.html
62 Leonard, Manuhutu and West, ‘Domestic Energy Reservation Policies: An International Comparison’, Curtin University, 2008. 
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4. Gorgon gas project

While much of the economic benefit of the 
Gorgon project is in the construction phase, 
domestic supply will have long term economic 
and environmental benefits to the State. 
These potential long term benefits should 
be considered as a means of offsetting the 
environmental impacts associated with the 
expanded Gorgon project.

A 15% domestic supply commitment 
could deliver 6000 PJ of gas or 6 Tcf to the 
domestic market over the life of the project. 
Such a commitment is consistent with the 
State’s 15% domestic reservation policy 
which underpins Western Australia’s long term 
energy security and economic development.

It could also minimise greenhouse  
emissions and maximise energy efficiency. 
A 15% commitment could deliver emission 
reductions of around 66 million tonnes over 
the life of the project, equivalent to removing 
1 million cars off the road for 15 years. This 
could substantially offset the increase in 
emissions associated with the proposed 
Gorgon project expansion.

While the Gorgon State Agreement obliges  
the joint venture to establish a DomGas 
Project by December 2012, Chevron has 
indicated that domestic gas supply would 
only be made around the start-up of Gorgon’s 
third LNG train.60

Any delay in domestic supply could diminish 
the downstream economic benefits and 
potential greenhouse mitigation benefits. In 
emission terms, an additional 1 million tonnes 
of greenhouse emissions could result for 
every year that domestic supply is delayed 
than would otherwise have been the case. 

Given the economic and environmental 
benefits to the State, first delivery of domestic 
gas should be made no later than start-up of 
the first LNG train.

60 Gorgon Project Update, October 2008.
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1. Historical background

The North West Shelf Gas Project is governed 
by the North West Shelf State Agreement. 
The Agreement establishes the framework 
of rights and obligations between the project 
participants and the State Government. The 
State Agreement was concluded and ratified 
by State Parliament in 1979. The Agreement 
is scheduled in the North West Shelf Gas 
Development (Woodside) Act 1979.

The intent of the North West Shelf State 
Agreement was to ensure sufficient priority 
was placed on meeting the requirements of 
the WA domestic gas market. The Agreement 
was originally due to expire in 2010, but was 
extended in 1984 to 2025. 

When the State Agreement was concluded, 
the North West Shelf Gas project was 
envisaged to have three phases: 

• Phase I 
The domestic gas development, which 
involved construction of the DomGas 
processing plant and the Dampier to 
Bunbury Natural Gas Pipeline (DBNGP). 
This was underpinned by the 20 year 
take-or-pay contract entered into with the 
State Energy Commission of WA (SECWA), 
which was in turn backed up by a major 
commitment from Alcoa.

• Phase II 
The initial LNG export phase, involving the 
construction of LNG Trains 1 and 2.

• Phase III 
The expansion of capacity to process and 
export LNG, resulting in the construction 
of LNG Train 3.

Key Responses

•  The original intent of the North West Shelf State Agreement – placing priority on the 
availability of gas to the WA domestic market – should be maintained in the ongoing 
administration of the Agreement. 

• The State Agreement provides a mechanism for the State to secure additional domestic 
supply commitments with respect to: 

- the renewal or rolling-over of existing long term LNG export contracts; 

- new LNG contracts entered into by the North West Shelf Joint Venture; and

- new LNG developments such as the mooted LNG Train 6

- Commonwealth and State grants to promote domestic gas exploration and 
development, and new “frontier” developments and technology such as tight gas.

• Targeted benefits: availability, diversity, competitiveness and longevity.

North West Shelf State Agreement
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The State Agreement committed the NWSGJV 
parties to the supply of domestic gas to 
SECWA of up to 10.5 million cubic metres 
per day (or 414 TJ/d) over 20 years. It also 
envisaged LNG exports of up to 6.5 million 
tonnes per year over a term not less than  
20 years.65

In 1994, the Agreement was amended to 
provide for the disaggregation of the original 
SECWA contract into the supply of  
“First Priority” gas – the balance of the  
3023 PJ which was the subject of the  
SECWA contracts – to the SECWA 
Replacement Buyers. 

These contracts were originally for 12 years 
and, the Alliance understands, have been 
subsequently renewed. The North West 
Shelf Joint Venture currently supplies daily 
maximum quantities exceeding 550 TJ/d to 
the domestic market – which is higher than 
the 414 TJ/d in the original Agreement.

2. LNG exports have expanded 
significantly

Since the original State Agreement and the 
1994 amendments, the North West Shelf 
Joint Venture has committed to a significant 
expansion in LNG exports. LNG Train 4 
was completed in 2005 and LNG Train 5 is 
commissioned in 2008. Completion of LNG 
Train 5 will bring LNG exports to a level of 
16.3 million tones per year. 

This represents a 250% increase compared to 
the originally envisaged 6.5 million tonnes per 
annum. The operator of the North West Shelf 
Joint Venture, Woodside, has foreshadowed 
further LNG expansion through a sixth  
LNG Train.

By comparison, supply to the domestic 
market by the Joint Venture has increased 
only marginally. 

In 1998, the Shelf Joint Venture advised – 
as part of its justification for seeking ACCC 
authorisation for joint selling – that it intended 
to increase the capacity of the domestic gas 
processing plant to 1,100 TJ/d through the 
construction of an additional domestic gas 
processing train. This commitment was  
never met despite the Joint Venture 
participants continuing to sell as a single 
entity to local consumers.

65 North West Gas Development (Woodside) Agreement Act 1979, Schedule 1, recitals (c) and (d) 
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3. The State Agreement provides a 
mechanism to ensure additional 
domestic supply

Given the State depends on the North West 
Shelf Joint Venture for around 70% of its 
domestic gas, increased commitment of gas 
reserves to LNG exports should be matched 
by additional commitments to the  
domestic market. 

The Joint Venture has in recent times also 
been committing to the extension of supply 
contracts from Trains 1 and 2. It is understood 
that the original 20 year terms for these 
contracts begin to expire from 2009 with  
long-term extensions now being negotiated. 

It is important that the original intent of the 
Agreement – that of placing priority on the 
availability of gas to the WA domestic market 
– be maintained in the ongoing administration 
of the Agreement. 

The State Agreement provides a mechanism 
for the State to secure additional domestic 
supply commitments with respect to:

• the renewal or rolling-over of existing long 
term LNG export contracts as they expire;

• new LNG contracts entered into by the 
North West Shelf Joint Venture; and

• new LNG developments such as the 
mooted LNG Train 6.

Clause 46(1a) of the Agreement requires 
the Joint Venture participants and the State 
to “…consult and reach agreement on the 
requirements in the State and the manner 
on which they will be met…” before entering 
into arrangements for the sale, use, supply or 
export of gas during 2010 to 2025.

The North West Shelf Gas website also states 
that: “… production licences, retention leases 
and permits held by the NWSV for [the NWSV 
fields] expire between 2001 and 2018 … 
The NWSV expects permits that expire to be 
renewed in the ordinary course of business”. 

The importance of permit renewals to the 
North West Shelf Joint Venture provides 
the State Government with a mechanism 
to ensure additional supply to the domestic 
market.

The need for LNG contract extensions, new 
developments such as LNG Train 6 and permit 
renewals provides the State Government the 
opportunity to pursue further domestic gas 
supply commitments.
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1. Challenges and opportunities  
of tight gas

“Tight gas” is gas held in tight or low 
permeability sandstone reservoirs where 
gas does not naturally flow to the surface. 
Fracture stimulation must be applied on the 
rocks to yield their gas. The process involves 
additional technical challenges compared to a 
conventional gas field

According to the Department of Mines and 
Petroleum, Western Australia potentially has 
around 9-12 Tcf of “tight gas” resources in 
the Perth Basin. These resources are located 
close to existing gas pipeline infrastructure 
and recognised markets. 

Development of the State’s tight gas 
reserves would enable domestic gas to be 
supplied without a significant investment in 
infrastructure that might otherwise be required 
to transport the gas to market. It would 
improve diversity of supply by opening a 
source of onshore gas and reduce the State’s 
dependence on existing offshore supply.

The State Government is committing 
substantial effort to promoting and facilitating 
tight gas development, particularly in the 
Perth, Canning and Bonaparte Basins.  
This effort is welcome.

In 2008, Alcoa and Latent Petroleum formed 
a joint venture to appraise and develop the 
Warro Gas field. The field is located 200 km 
onshore north of Perth and holds up to 5 Tcf 
of natural gas. If proven to be commercially 
viable, the Warro Gas Project will be the first 
commercially viable tight gas field in Western 
Australia. The Project could supply over 100 
TJ/day to the domestic gas market or around 
10% of the State’s current gas consumption.

Tight gas fields are common in other parts 
of the world. Tight gas provides over 20% of 
the United States’ domestic gas supply and 
accounts for over 21% of the country’s total 
recoverable natural gas resources. 

Key Responses

•  Promote tight gas development through appropriate tax and royalty incentives.

•  State royalty concessions should be provided such as royalty holidays and reducing the 
royalty rate for tight gas developments.

•  Increased deductibility from Federal taxation for pre-wellhead expenses should be 
provided to recognise the significant pre-wellhead costs involved with tight gas 
projects.

•  A Commonwealth Flow Through Share Scheme would support emerging tight gas 
companies and promote new frontier developments.

•  Targeted benefits: availability, diversity, competitiveness and longevity.

Tight Gas Development



81

2. The need for incentives to promote  
tight gas development

Tight gas development presents additional 
economic and technical challenges compared 
to conventional gas fields. Appropriate tax 
incentives should therefore be provided to 
incentivise investment and to help improve 
project economics.

The development of the tight gas industry 
in the United States was underpinned 
by incentives to explore and produce 
unconventional natural gas. This promoted 
investment into deep exploration and 
development drilling making previously 
uneconomic reserves conventionally 
extractable.66

Onshore tight gas developments currently fall 
within WA’s State royalty regime which applies 
to petroleum and minerals development in 
State jurisdiction. Under the State royalty 
regime, royalties are levied on the value of 
production and not profits or income. This 
could operate as a disincentive to tight gas 
projects given the significant pre-wellhead 
costs associated with tight gas development.

In contrast, the Petroleum Resource Rent 
Tax (PRRT), which applies in offshore 
Commonwealth waters with certain 
exceptions, taxes the profits of petroleum 
production. Companies can also carry forward 
un-deducted expenses to offset against future 
PRRT assessable receipts. 

In Western Australia, tight gas development 
could be encouraged by: 

• State royalty concessions for tight gas 
developments;

• increased deductibility from 
Commonwealth tax for pre-wellhead 
expenses associated with domestic gas 
developments; and

• a Commonwealth Flow Through Share 
scheme for smaller petroleum companies 
engaging in domestic gas exploration and 
development; and

2.1  State royalty concessions

State royalty concessions could provide 
important encouragement for tight gas 
developments. These include royalty 
holidays, reducing the royalty rate or 
rebasing the commodity value for royalty 
assessment. Such concessions can 
promote the development of domestic  
gas fields by improving the upfront 
economics of a project, particularly  
for tight gas projects. 

Any impact on State revenue would be 
limited, particularly where the concessions 
allow the development of a field that might 
otherwise be uneconomic to develop in its 
initial stages, which would subsequently 
generate significant royalties for the State 
over the long term life of the field.

To encourage tight gas development,  
the royalty rate for tight gas developments 
should be reduced to 5%. Alternatively, 
royalty holidays should be provided for  
the first 6 years of a tight gas project.

66 See Natural Gas Supply Association, NaturalGas.Org, available at: http://www.naturalgas.org/overview/unconvent_ng_resource.asp
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2.2  Increased Commonwealth deductibility 
for pre-wellhead expenses

Increased deductibility for pre-wellhead 
expenses could be provided for domestic 
gas developments under federal  
taxation arrangements.

A 175% uplift on expenditure incurred 
in exploring and developing domestic 
gas reserves should be provided. The 
uplifted tax deduction would be available 
to companies once the expenditure is 
incurred, and the companies would not 
have to develop gas before they received 
the tax incentive. The impact of this 
incentive would be to reduce companies’ 
taxable income and may provide an 
incentive to companies with an existing  
tax liability.

2.3  Commonwealth Flow Through  
Share Scheme

A Flow Through Share scheme would 
provide significant assistance for smaller 
petroleum companies engaging in tight 
gas exploration and development, and 
who are reliant on the market for risk 
capital.

Such a scheme would promote frontier 
and start-up developments where 
companies might not otherwise generate 
a taxable income in the initial project 
years that would make tax deductions an 
appropriate incentive.

By implementing an FTS scheme, these 
companies would be able to pass these 
losses through to investors who could 
use the tax deductions, which could in 
turn create interest and equity funding by 
investors.
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1. Facilitate and expedite approvals  
and exploration

The current approvals process and stringent 
demands placed on developments create 
significant barriers to entry for new players. 
This could serve to discourage exploration 
and development, particularly by smaller 
domestic gas producers who do not have the 
same resources as major producers to devote 
to regulatory approvals processes.

While efforts have been made in this area, 
there are opportunities for further streamlining 
of State and Federal approvals processes for 
new projects. There is also a need for both 
Federal and State governments to examine 
the impact of policies and regulations on the 
gas supply chain, with a view to reducing 
unnecessary costs and inefficiencies.

The Productivity Commission has completed 
its Review of Regulatory Burden on the 
Upstream Petroleum (Oil and Gas) Sector. 
The report makes recommendations to 
reduce unnecessary delays (particularly for 
environmental and heritage processes), and to 
eliminate regulatory duplication and overlap. 
These recommendations should be examined 
by government.

Given the importance of domestic gas 
projects for Western Australia, such  
projects should be subject to a “fast-track” 
approvals process to promote domestic  
gas development and to minimise the  
lead-time to domestic gas delivery.

Key Responses

•  The Federal and State governments should streamline approvals processes, 
reduce unnecessary delays, and eliminate regulatory duplication and overlap.

•  Domestic gas projects should be subject to a “fast-track” approvals process 
to promote development and minimise lead-times to domestic gas delivery.

•  The State Government’s Exploration Incentive Scheme will encourage energy 
exploration, particularly in greenfield areas.

•  The Scheme should provide explicit focus on domestic gas exploration by 
quarantining a reasonable proportion of the exploration drilling grants solely  
for domestic gas exploration.

•  It should also identify domestic gas exploration and development in the 
Canning and Perth Basin as a key priority for the geoscience information  
components of the Scheme.

•  Targeted benefits: availability, affordability, reliability, diversity, competitiveness 
and longevity.

Other Measures to Promote  
Exploration and Development
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2. State Government Exploration  
Incentive Scheme

In 2009, State Government launched a new 
Exploration Incentive Scheme. The scheme 
commits $80 million over five years and aims 
to encourage minerals and energy exploration. 
The scheme comprises six programs:

• Exploration and Environmental 
Coordination ($1.5 million) – to improve 
online tenement application processes and 
increase transparency;

• Innovative Drilling including the 
Co-funded Drilling Program ($26.9 million) 
– to support drilling in Greenfield areas and 
to provide pre-competitive  
geoscience information for petroleum  
and mineral explorers;

• Geophysical and Geochemical Surveys 
($32.5 million);

• 3D Geological Mapping ($13.8 million);

• Promoting Strategic Research with 
Industry ($2.3 million); and

• Sustainable Working Relations with 
Indigenous Communities ($3 million) –  
to facilitate indigenous and  
environmental approvals.

A key focus of the Scheme is the provision 
of new geoscience information in greenfield 
areas, particularly at depth. Such information 
can have a significant impact on encouraging 
exploration, by helping reduce exploration risk 
for prospective companies.

While domestic gas is expected to be a 
beneficiary under the Scheme, the Scheme 
does not provide explicit recognition of the 
need to promote domestic gas exploration 
and development. 

This could be achieved by quarantining a 
reasonable proportion of the $15 million 
exploration drilling grants solely for domestic 
gas exploration; and by identifying domestic 
gas exploration and development in the 
Canning and Perth Basin as a key priority  
for the geoscience information component  
of the Scheme.
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To quantify the impact that fiscal incentives 
can have on domestic gas field developments, 
two quantitative models were examined:

• a near-to-shore conventional gas field; and 

• an on-shore tight gas field.

The impact of alternative incentives has 
been calculated in terms of the net present 
value (NPV) of after tax cash flows which the 
projects are expected to yield over a 10 and 
20 year period.67

The base case scenario represents the 
current fiscal and taxation regime, in which no 
incentives are offered. These projects forecast 
marginal returns over a 10 and 20 year period, 
to reflect the situations often facing potential 
investors in domestic gas fields. 

The impact of the alternative tax, royalty and 
investor incentives on the NPV of the projects 
over a 10 and 20 year period are shown in the 
Table on the following page.

As demonstrated by the results, incentives 
such as reducing the royalty rate to 5% or 
providing a royalty holiday for the first 6 years 
of the projects have the greatest impact on 
the NPV of these projects over a 10 and 20 
year period. 

In these models, introducing a resource rent 
royalty has the effect of reducing the NPV of 
the projects, due to the significant revenue 
which the fields generate at the height of their 
production, relative to their costs. 

Other fiscal incentives (such as rebasing 
commodity value for royalty assessment, 
providing increased deductions for eligible 
expenditure, allowing for quicker depreciation 
of capital assets or providing cash grants) 
all help to improve the NPV of the expected 
returns from the project. 

Appendix: Tax, Royalty and Investment Incentives

67 A discount rate of 15% was used to calculate the net present value of future after tax cash flows
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Figure: Benefits of common-use infrastructure 

Near-shore DomGas Project 

 NPV of 10  NPV of 20  
 years of after % impact years of ofter % impact 
 tax cash flows of incentive tax cash flows of incentive 
Scenario ($M) on NPV ($M) on NPV

1 Base case (no incentives) 55.96 na $18.52 na

2 Reduce royalty rate to 5% 89.79 60.46% $57.14 208.56%

3 Royalty holiday until 2015 101.08 80.64% $63.64 243.68%

4 Rebase commodity value for  59.70 6.69% $22.26 20.21% 
 OPEX and depreciation

5 Resource Rent Royalty (40%) -70.84 -226.60% -$101.75 -649.45%

6 Uplift in pre-well head expenses 79.03 41.23% $41.59 124.60% 
 175% allowable tax deduction 

7 Reduce statutory cap on effective  60.48 8.07% $22.63 22.21% 
 life of pipeline to 10 years

8 Provide 3 year cash grant to  79.18 41.9% $41.73 125.37% 
 offset CAPEX

Onshore Tight Gas Project 

 NPV of 10 % impact NPV of 20 % impact 
 years of after of incentive years of ofter of incentive 
Scenario tax cash flows on NPV tax cash flows on NPV

1 Base case (no incentives) $70.31 na $119.76 na

2 Reduce royalty rate to 5% $91.48 30.12% $144.13 20.35%

3 Royalty holiday until 2015 $97.11 38.13% $146.57 22.38%

4 Rebase commodity value for  $84.50 20.19% $135.69 13.30% 
 OPEX and depreciation

5 Resource Rent Royalty (40%) -$0.33 -100.47% $35.41 -70.43%

6 Uplift in pre-well head expenses $73.60 4.68% $123.06 2.75% 
 175% allowable tax deduction 

7 Reduce statutory cap on effective  $71.24 1.32% $120.83 0.97% 
 life of pipeline to 10 years

8 Provide 3 year cash grant to  $73.96 5.19% $123.41 3.05% 
 offset CAPEX
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Key Points 
This report has been prepared by Economics Consulting Services for the DomGas 
Alliance. The Alliance is a group of Western Australian based companies that 
transport natural gas, or are users or potential users of natural gas. 
 
Natural gas first flowed into the Western Australian market with the completion of a 
pipeline to Perth in 1971 and supplemented with a second pipeline in 1984.  
 
Western Australian natural gas consumption averaged an estimated 1,194 TJ/day in 
2006-07 – seven times the volume used in 1983 prior to deliveries from the North 
West Shelf1. The average rate of increase over the 23 years from 1984 was 8.5% per 
annum. 
 
Future consumption will depend on demand and availability. Recent supply 
constraints and uncertainties over future carbon emission prices make forecasting 
challenging. Forecasts by ABARE and the Department of Industry and Resources 
offer different scenarios and this study attempts to take a project approach to reconcile 
these.  
 
The ABARE and DOIR forecasts suggest an increase over 2007-08 levels of at least 
40% by 2014-15 or about 400 TJ/day. This is additional gas above current levels.  
 
This study estimates there is potential new demand of 1,125 TJ/day by 2014-15 
including gas for new projects and replacement gas needed to cover contracts that will 
expire in the intervening years. The new projects included in this study are generally 
in feasibility study stages and are reasonable prospects to proceed subject to 
acceptable market conditions and relevant regulatory approvals. The actual level of 
demand will depend on gas availability and price. The forecast assumes gas at similar 
prices to current levels.  
 
The projects with new gas demand would deliver huge benefits to the State: 

• Construction capital investment - $36 billion 
• Construction workforce – 24,750 people 
• Operating workforce – 13,250 jobs 
• Economic output - $19 billion per annum when fully operational  

 
This estimate based on expansions and new projects does not take into account the 
broader costs to the economy should replacement gas not be available for current 
consumers. Natural gas is important in the generation of electricity in the State and 
has significant environmental advantages over most alternatives. In a carbon 
constrained business climate, gas will play a more important role than in the past.  
 
The cost to the State in the absence of gas supplies will depend on the cost of 
alternative energy sources should they be acceptable and the costs associated with 
converting existing facilities to operate on a new energy source.  

                                                            
1 ABARE: Natural gas consumption by State, 2008 
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1. Background 
1.1 Introduction  
This report has been prepared by Economics Consulting Services for the DomGas 
Alliance. The Alliance is a group of Western Australian based companies that 
transport natural gas, or are users or potential users of natural gas.  The group was 
formed to work with State and Federal governments, regulators and gas producers to 
ensure a long-term supply of competitive gas for Western Australia. 

This report has been prepared with assistance from Alliance members, gas producers 
and consumers. Much of the information provided was commercially sensitive, and 
Economics Consulting Services appreciates the willingness of the companies to 
discuss the issues as part of the important task of natural gas policy development.  

The content of this report has been carefully constructed to avoid the release of 
commercially sensitive information.  Whilst the report might present less underlying 
information than might otherwise be optimal, the authors believe it does not disqualify 
the key conclusions and findings reached by the report which remain factually based.   

The report begins with a brief snapshot of past production and the structure of gas 
consumption in the State. This provides context for the forecast and explains why a 
project analysis approach provides a valid form of forecasting. 

 1.2 Natural Gas Production History  

Natural gas first flowed into markets in Western Australia with the completion of a 
pipeline from the Dongara gas fields to Perth in 1971. This Western Australian 
Natural Gas Pipeline (WANG) supplied the only gas to industry and residential 
consumers until completion of the Dampier to Bunbury Natural Gas pipeline from the 
North West Shelf project in 1984.  

The huge gas resources located in the offshore North West Shelf area accessed by the 
Dampier to Bunbury Natural Gas pipeline has allowed a dramatic increase in gas 
consumption since construction (Figure 1). The gas has come from the North West 
Shelf Joint Venture project at the Burrup Peninsula, the Varanus Island processing 
hub and a number of other projects in the offshore Carnarvon Basin.  

Western Australian natural gas consumption in 2006-07 averaged 1,194 TJ/day – 11 
times the volume used prior to deliveries from the North West Shelf. The average rate 

Chapter 
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of increase over the 24 years from 1982-83 has been 10.5% per annum due to the low 
starting level but the rate of increase since 2000-01 has still been 5.75%2.  

Figure 1: Domestic Gas Production, 1970-01 to 2006-07 (TJ/day) 

 
 Source: ABARE  

The estimate for 2006-07 appears to be around 100 TJ/day higher than Western Australian 
government estimates for that period. This is less than a 10% discrepancy and reflects 
differences in estimate timing.  

1.3 Natural Gas Use  
Mineral processing consumes around 40% of natural gas with most used to produce 
alumina from bauxite with nickel and mineral sand processing also important. Alumina, 
produced in four refineries owned by two companies, is the largest single use of natural 
gas in the State.  

Electricity generation is the second largest sector accounting for about 30% of total 
domestic consumption. Base load power generation has historically been dominated by 
coal-fired plants with gas used in mid-merit and peak electricity power stations. In the last 
ten years, gas use has grown rapidly both in combined cycle plants and in cogeneration 
plants. Cogeneration plants have been built where there is a demand for heating (steam) 
such as alumina refineries, oil refineries, hospitals and large hotels.  

Use of gas for electricity generation has grown rapidly over the last few decades and plants 
that can use natural gas now make up 70% of the electricity generating capacity in the 
State, compared to 23% of capacity in coal-fired plants (Figure 2).  

The mining sector is a large consumer of natural gas for electricity generation with some 
mineral extraction processing. Annual consumption has risen steadily over the last two 
decades and now accounts for around 25% of the total.  

                                                            
2 ABARE Australian Energy 07.24 



W E S T E R N  A U S T R A L I A N  N A T U R A L  G A S  D E M A N D   

E C O N O M I C S  C O N S U L T I N G  S E R V I C E S    P A G E  - 4 - 

 

In summary, mineral processing, mining and electricity generation account for over 90% 
of natural gas use in Western Australia. Use in the commercial and residential sectors is a 
small proportion of the total, although this rises significantly if gas demand to fuel 
electricity supply to commercial and residential users is taken into account. While most 
households in the State access a reticulated gas supply, the milder climate means a 
relatively low heating requirement with most gas used to provide hot water. 

Figure 2: Power station capacity by fuel type in Western Australia 

 

Source: Office of Energy: Energy and Resources Infrastructure 2006 
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2.  Project Forecast  
2.1 Introduction  
This report looks at potential gas demand from a project perspective and compares this 
with forecasts based on past consumption patterns.  

2.2 Trend Analysis  
Gas consumption in the Western Australian domestic market has grown on average by 
10.5% per annum since 1983-4 since the first supplies of North West Shelf gas reached the 
south west of the State via the Dampier to Bunbury Natural Gas Pipeline. A continuation 
of this trend would see consumption reach 2,500 TJ/day in 2014-15 (Figure 3).  

Figure 3: Natural Gas Consumption Forecast (TJ/day)  

 

ABARE has forecast 1,790 TJ/day in that year suggesting a slowdown in the rate of 
growth while the Western Australian Department of Industry and Resources has factored 
in expected supply constraints to derive a forecast reaching  1,640 TJ/day in the same 
period.  
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There is a difference in the starting point for the projections (2006-07) with DOIR below 
the ABARE estimate. This is explained by the timing of the forecasts with the DOIR 
forecast a recent revision and the ABARE forecast made in 2006-07.  

These trend forecasts implicitly assume a continuation of the circumstances that prevailed 
during the past growth period. Hence they assume a similar level of new gas availability 
and prices that lead to commercial sales. Availability assumes new gas field production 
and expanded pipeline delivery capability.  

All forecasts represent a substantial increase in gas consumption from current levels. The 
smallest increase of the three is the ABARE estimate which has consumption in 2014-15 
at 40% higher than the estimate for 2007-08.  The DOIR forecast is for a 67% increase and 
the trend line implies a 100% rise.  

This study suggests a cautious outlook given the concerns with supply and the potential 
uncertainties over carbon emission price penalties. An increase of 40% is thus proposed as 
the base case.  

Nearly all gas sold in Western Australia is by way of bilateral contract between a 
small number of gas producers and a larger number of buyers. Traditionally, these 
contracts were long term contracts and included detailed specifications on gas quality, 
the reliability of delivery, gas volumes and prices. A reduction in the availability of 
new supplies for sale in Western Australia since around mid 2006 has seen the 
producing companies less willing to offer long term contracts.  

Future gas requirements are thus made up from gas that is needed to replace existing 
contract volumes when the current contracts expire; gas for expansion in electricity 
generation; and new projects that require gas for processing or electricity production. 
New gas is also required as energy for the transmission and distribution of gas 
through the pipeline system.  

2.3 Project Analysis  

2.3.1 Total Demand  

Forecast gas demand includes gas to replace existing contract volumes; gas for 
expansion in electricity generation; and new projects that require gas for processing or 
electricity production. The total forecast estimate of new or replacement gas by 2015 
is 1,125 TJ/day made up of: 

• Replacement gas: 274 TJ/day; 
• Resource project grid connected electricity: 68 TJ/day; and  
• New mineral and petroleum processing projects: 783 TJ/day.  

The following sections provide more detail on each of these demand sectors.  
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2.3.2 Replacement Gas  

Replacement gas includes all gas currently used in the State such as electricity 
generation, industrial processing and gas used in manufacturing processes.  
 
Public information on gas contracts was last published by the Office of Energy in 
2003 and some of the contracts have expired and been renegotiated. Industry sources 
suggest there are large contracts that require replacement between 2010 and 2013. 
There is no certainty that gas will be available to meet these replacement contracts. 
Contracts may be tied to fields that are declining and with producers that have no 
replacement fields in the required timetable.   
 
The estimate of replacement gas by 2013 is 274 TJ/day. The companies involved have 
limited options for alternative energy sources.  
 
2.3.3 Electricity Generation  

Energy sources for electricity generation primarily depend on the location of the 
power station and the purpose for which it is intended. In the interconnected grid 
servicing the south west of the State (SWIS), coal and natural gas have been the 
dominant fuel sources. In the Pilbara grid, natural gas and prior to that, fuel oil, were 
the only sources. Regional towns not connected to either grid have traditionally been 
diesel fired. Gas (in the form of LNG) is now being used as an alternative in a number 
of Kimberly power stations and two remote gold mines while renewable sources 
supplement supplies in some remote towns.  Mine sites were traditionally diesel fired 
with gas emerging as a major fuel source following the construction of the Goldfields 
Gas Transmission pipeline in 1996.  
 
There are no statistics available on individual power station fuel use but an 
examination of capacity provides some guidance of the relative importance of fuel 
types. The Office of Energy lists power stations with more than 10 MW of capacity 
and those supplying electricity into the SWIS.  
 
The SWIS includes government owned power stations (Verve) and private stations 
mostly associated with mineral processing projects that supply surplus electricity into 
the grid. This system accounts for over 70% of the installed capacity in the State.  
 
There are also power stations within the grid area that provide stand alone power to 
resource projects but are not connected into the SWIS. These stations are included in 
the “other” category. The “other” category includes stand alone power stations for 
smaller regional towns and stations on mines or mineral processing facilities.  
 
For the State as a whole, gas fired power stations dominate with 73% of installed 
capacity, coal with 24% and diesel and renewable sources with 3% (Table 1).  
 
Coal and fuel oil were the dominant sources of energy in SWIS until gas arrived in 
large volumes with the Dampier to Bunbury Natural Gas Pipeline. Coal remained the 
preferred option for base load generation with gas use in peak electricity generation 
plants for many years. Over time, relative price changes allowed some mid-merit 
electricity generation plant to operate profitably on gas and the proportion of installed 
capacity able to operate on gas gradually increased.  
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Table 1: Installed electricity generation capacity (MW) 
Location Capacity  Coal Gas Diesel Renewable 
South West Grid                          5,133          1,578              3,493               62   
Pilbara                               684                   684    
Other                          1,362             120              1,043             199                    264 
Total                          7,179          1,698              5,220             261                    264 

Source: Office of Energy, 2008 (includes new stations under construction) 

South West Interconnected System 
 
The current capacity (including plants under construction) includes 30% coal and 68% 
gas. Stations include government owned and private stations connected to the grid. 
 
Statistics on fuel used are not available but the government owned generator, Verve, 
used 69% coal in 2007 and 30% gas (both rounded).  
 
The power station mix in the SWIS is constantly changing as old plants are 
rehabilitated or closed and new stations opened.  
 
Five power stations are under construction or committed: 

• Bluewaters 1 – private coal station at Collie with 240 MW capacity due for 
completion  

• Bluewaters 2 – private coal stations at Collie each with 240 MW capacity due 
for completion  

• Kwinana Newgen – private gas fired mid-merit plant with 320 MW capacity 
due for completion late 2008 

• Neerabup – private gas fired peaking plant with 330 MW capacity due for 
completion 2010 

• Kwinana Perth Energy – private gas fired peaking plant with 120 MW 
capacity due for completion  

 
The Neerabup and Perth Energy projects are gas peaking plants and will use quite 
small volumes of gas over a year as they are designed to operate for only a few weeks 
a year. The Kwinana Newgen plant is a mid-merit power station with a much longer 
operating regime. Industry observers believe that the plant may be the last of this type 
for a while as it was able to secure a long term gas contract at what is now seen as 
“low” prices. It has secured a gas supply for some years and is not included in the 
additional gas needed for this study.  
 
The government Independent Market Operator has forecast additional generation 
demand in the SWIS as follows: 

• 2009-10 – 225 MW 

• 2010-11 - 353 MW 
The IMO forecast that electricity consumption will grow at 2.2% per annum on 
average over the period 2007/08 to 2016/17, while maximum demand is forecast to 
grow at 3.3% over this period. 
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The main energy retail organization, Synergy, is currently seeking an additional 400 
MW of electricity capacity as part of this demand expectation and it appears highly 
likely that this can only be met by a new coal fired power station.  
 
In the last decade, cogeneration plants associated with industrial processes have 
emerged as an electricity source for the interconnected grid.  Two of these are located 
at Alcoa’s Pinjarra alumina refinery; one at BHP Billiton’s Worsley alumina refinery; 
and one at the BP oil refinery.  Three new gas fired cogeneration plants associated 
with alumina production have received environmental approval. Two units are coming 
on line in an open cycle configuration and were planned to convert to cogeneration 
with electricity available to sale in the south west of the State around 2009-2010. Two 
other cogeneration plants were under consideration but one company has moved to 
coal as the preferred energy source given the lack of gas supplies. A significant 
potential gas demand arises from the construction of cogeneration plants.  
 
This study assumes that the existing gas fired power stations operated by Verve have 
gas contracts for the forecast period. Hence, no new gas demand from power 
generation in the SWIS is included up to 2014-15. The new generation will need to 
come from coal with a small amount from renewable sources.  
 
Some new electricity generation is included for resource projects connected into the 
SWIS and 68 TJ/day has been included in this category.  
 
Pilbara  
All of the listed power stations in the Pilbara are gas fired with many capable of 
operating on diesel as well. A few smaller power stations associated with small 
mining projects and remote communities are diesel fired also but are not included.  
 
Future demand for larger facilities will remain gas focused. The gas demand for this 
area will primarily come from mining and mineral processing projects and is included 
in that section.  
Other locations 
 
This category includes power stations outside the Pilbara and a small number in the 
South West area that are not grid connected. 
 
There are 28 facilities with a capacity in excess of 10 MW, 18 of them are gas fired, 9 
are diesel and 1 is coal. Gas accounts for 76% of the total installed capacity in the 
“other” locations.  
 
A total of 83% of the installed capacity is associated with mining projects and the 
expansion of this sector will primarily determine future energy demand. Gas turbines 
make up 80% of the mining capacity which means that across the State, gas power 
generation on mining and mineral processing plants makes up 67 % of the capacity 
installed in off-grid locations. Coal fuels one large power station (9%) and diesel 
capacity accounts for 7% of the total.  
 
Given the dominance of the mineral and mineral processing sector, gas demand 
estimates are covered in the next section.  
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2.3.4 New Mineral and Petroleum Processing Projects  

There are a large number of resource projects under consideration for Western 
Australia over the next five or so years. Horizon Power has prepared a potential 
scenario for the Pilbara region involving total gas demand by 2015 of 600 TJ/day. 
This compares with current use in the area of around 65 TJ/day.  
Horizon use expansions in the three current large iron ore producers and add six new 
mining projects in the region. The gas demand implies an increase of 535 TJ/day by 
2015.  
 
Outside the Pilbara, at least five iron ore projects are under consideration in the Mid 
West region along with associated port and rail infrastructure.  
Expansions to two large gold mines are planned in the Goldfields along with eight 
potential new gold mines and four nickel projects.  
 
A potential list of projects is included here to illustrate the demand (Table 2). Not all 
of these projects will proceed and a number that have not been listed are also possible. 
This is illustrative only. A more detailed list with an estimated electricity demand 
range is included as Attachment 1 to this report.  
 
Many projects have not been included for a range of reasons. Some projects will turn 
to coal due to lack of a competitively priced gas. Some Mid-West iron ore producers 
have already committed to other fuel sources.  Other projects which might use gas if 
available are difficult to forecast at this stage.  
 
The supply of LNG to two Eastern Goldfields mines has opened up new possibilities 
for gas producers. Wesfarmers LNG plant at Kwinana points the way to new gas 
supply options in that region.  
 
The total forecast demand from this sector is 818 TJ/day with most demand coming 
from the Pilbara region.  
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Table 2: Potential Projects with significant gas demand   
 
 

Pilbara 
BHP Billiton iron ore expansion  
Rio Tinto iron ore expansion  
FMG expansion 
Citic Pacific Cape Preston 
Moly Mines molybdenum 
Atlas Pardoo and Ridley 
Aurox Balla Balla vanadium 
CBH Sulphur Springs 
Brockman Resources 
Australasian Resources Balmoral South 
Cape Lambert Iron Ore  
Mid West 
Murchison Metals Jack Hills 
Asia Iron Extension Hill 
Ferrowest Yalgoo pig iron 
Gindalbie Karara 
Midwest Weld Range 
Windimurra vanadium 
Oakajee port 
Goldfields  
Jaguar Metals Leonora 
Lion Ore Bulong nickel 
Newmont Super pit contract  
Newmont Jundee pit   
Barrick Gold Darlot 
Anglo Gold Sunrise 
Anglo Gold Tropicana  
Duketon gold 
Paddington gold 
South Laverton gold (Saracen Gold) 
Wiluna gold 
Diggers South nickel concentrate 
Honeymoon Well nickel metal 
Sinclair nickel concentrate 
Aldiss/Randalls gold 
Leonora gold 
Norseman Gold  
Mt Windarra nickel concentrate 
Other 
DBNGP pipeline expansion 
CSBP ammonium nitrate  
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3.  Economic Impacts   
3.1 Introduction  
Natural gas underpins electricity generation, mining and mineral processing in Western 
Australia. Consumers have moved to this energy source in response to a range of factors 
including convenience of use, technical advantages, price, and environmental advantages. 
Each industry has options for alternative energy sources except those that are based on gas 
conversion or chemical processing using the gas. The suitability of the alternatives will 
vary with industry and project location. For example, electricity generation can be based 
on coal in the south west of the State or diesel in areas remote from an electricity grid.   

For some industries, the conversion to other energy sources will be relatively inexpensive 
while for others, the alternatives may prevent the project proceeding. For example, iron ore 
projects based on magnetite with pellet production require substantial energy inputs and 
may not be viable in the Pilbara where the only alternative to natural gas appears to be 
imported coal or imported fuel oil. Magnetite production may be profitable in the Mid 
West region where there are coal resources. 

The recent Varanus Island processing hub outage underlined the price sensitivity of many 
industries to alternative fuel supply and their dependence on competitively priced gas.  

A comprehensive analysis of the potential impact of a lack of natural gas on the Western 
Australian economy would examine each industry sector and potential project; review the 
alternative energy sources and the potential for that project to operate profitably under a 
range of commodity price scenarios. Such a comprehensive approach would be difficult to 
undertake and would rely on many assumptions about future relative prices and industry 
technical options. It is beyond the scope of this study.  

An alternative approach is to assume that a lack of gas prevents the projects from 
proceeding at this time. The best case would be simply a deferral until gas became 
available while the worst outcome would be the loss of that development completely. 
Implicit in the first assumption is that commodity prices will continue at levels that enable 
profitable development when gas becomes available. The second outcome implies that the 
supply to international markets is met by a competitor outside Western Australia and is not 
recovered or that the current “price bubble” is not repeated for the foreseeable future. 
There are commodity forecasters that hold both views.  
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3.2  Potential Economic Benefits  
The projects with new gas demand have the potential to deliver significant economic 
benefits to the State:  

• Construction capital investment - $36.5 billion 
• Construction workforce – 24,750 people 
• Operating workforce – 13,250 jobs 
• Economic output - $19 billion per annum when all new projects operational  

Economic output has been conservatively estimated using long term prices rather than the 
current record high levels.  No value has been ascribed to the increased gas use in the 
DBNGP or the replacement gas that continues current economic activity.  

The economic output of $19 billion a year appears high at first consideration. For 
comparison, the State Department of Treasury and Finance has estimated a loss over six 
months for the State economy of $2 billion from the Varanus Island gas disruption. This 
outage involved a net gas loss of around 250 TJ/day for two months with some gas made 
up from other projects to cover the full loss of 350 TJ/day. The new project demand 
forecast here of 851 TJ/day for a year is 20 times the Varanus Island loss. The implication 
is that the $19 billion does not appear to be overstating the potential economic output.  

In addition to the potential benefits forgone if adequate gas supplies are not available, 
existing consumers will also be adversely affected. Some users will be able to convert to 
electricity or other fossil fuels at relatively low cost while others will face significant 
conversion and operational disadvantages. While relatively small overall gas consumers, 
residential dwellings illustrate the options. Houses have water and home heating options 
that include wood, liquid fossil fuels (heating oil), town gas (from coal) and electricity 
from a range of energy sources. Houses have, and continue to use, most of these sources 
and while natural gas has become a preferred option in most urban houses; it would be 
possible to convert to other sources of heat albeit with inconvenience, cost and 
environmental consequences.  

The replacement gas included in this study (due for replacement in the next six years) 
includes large resource companies and the full range of small to medium sized consumers. 
It is not possible to determine the value of the economic output without disclosing the 
identity of these companies.   
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Attachment 1: Potential New Resource Projects in 
Western Australia  
 

Project Company
Expected 

Start Commodity MW Location

BHP Billiton expansion BHP Billiton Expanding Iron ore >400 Port Hedland BHP grid
Cape Preston Citic Pacific 2010 Magnetite >400 Cape Preston
Rio expansion Rio Tinto Expanding Iron ore 200-400 Dampier Rio Grid
Wagerup 3 expansion Alcoa na Alumina 200-401 Wagerup site
Balmoral South Australian Resources 2010 Magnetite 200-402 Cape Preston
Worsley expansion Worseley Alumina 2009 Alumina 100-200 Collie
Cape Lambert Cape Lambert 2010 Magnetite 100-200 Cape Lambert
Balla Balla Aurox 2010 100-200 Karratha-Whim Creek
Extension Hill Asia Iron 2012 Iron cons 100-200 Morawa
Gindalbie Karara Gindalbie 2010 Iron cons 100-200 Morawa
FMG expansion FMG Expanding Iron ore 50-100 Central and West Pilbara
Super Pit KCGM 2009 Gold 50-100 Kalgoorlie
Honeymoon Well Norilsk 2012 Nickel metal 50-100 Wiluna
Wingellina Metals X Ltd 2012 Nickel conc 50-100 Wingellina WA border
Barrambie  Reed Resources 2011 Ferrovanadium 10-20 Sandstone
Nickel Laterite Heap Leach GME Resources 2011 Nickel conc 10-20 Leonora
Paddington Norton Gold Fields 2009 Gold 10-20 Kanowna north of Kalgoorlie
Yilgarn Polaris 2010 Iron ore 10-20 Meekatharra
South Laverton Saracen Mineral na Gold 10-20 Laverton
Wiluna  Apex Minerals 2008 Gold 10-20 Wiluna
Tropicana  AngloGold Ashanti 2011 Gold 10-20 Leonora
Murchison Metals Jack Hills 2 Murchison 2011 Iron ore 5-10 Jack Hills, Murchison
Cosmos Jubilee Mines 2008 Nickel conc 5-10 Leinster
Aldiss/Randalls Integra Mining 2010 Gold 5-10 Kalgoorlie
Diggers South/New Morning Western Areas 2009 Nickel conc 5-10 Southern Cross
Wodgina/Lalla Rookh 2010 Iron ore 5-10 Port Hedland inland
Moly Mines Spinifex Ridge Moly Mines 2010 Molybdenum 5-10 Nullagine
Midwest Weld Ranges Midwest 2009 Iron ore 5-10 Weld Ranges, Murchison
Wiluna Golden West 2010 Iron ore 5-10 Wiluna
Marillana Brockman Resources 2009 Iron ore 1-5 Newman
West Pilbara Aquila 2010 Iron ore 1-5 Pannawonica
Pardoo Atlas Iron 2008 Iron ore 1-5 Port Hedland inland
Abydos 2009 Iron ore 1-5 Port Hedland inland
Robertson Range Fer Aus 2009 Iron ore 1-5 Newman
Mount Gibson Mt Gibson Iron 2010 Iron ore 1-5 Morawa
Gindalbie Mungada Gindalbie 2009 Iron ore 1-5 Morawa
Coburn Gunson Resources 2010 Mineral sands 1-5 Shark Bay
Gullewa copper gold ATW Mining 2009 Gold 1-5 Yalgoo
Dongara Tiwest 2010 Mineral sands 1-5 Dongara
CBH Panorama Springs CBH 2010 Zinc/Copper <1 Nullagine
Phil's Creek Iron Ore Holdings 2009 Iron ore <1 Newman
Nullagine moly/gold Millenium Minerals 2010 Molybdenum <1 Nullagine  
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This Publication 
This report has been prepared for the DomGas Alliance to assist in review of the impact of natural gas 
supply issues in Western Australia.  

This report aims to provide an assessment of the economic impact of potential shortages in natural gas 
availability.   
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details are included in this report and no investment decisions should be made based on the information 
included.  
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Key Points 
 
This report has been prepared by Economics Consulting Services for the DomGas 
Alliance. The Alliance is a group of Western Australian based companies that 
transport natural gas, or are users or potential users of natural gas. 
 
Natural gas first flowed into markets in Western Australia with the completion of a 
pipeline from the Dongara gas fields to Perth in 1971. This supply was supplemented 
with a second pipeline from the giant North West Shelf project in 1984. 
 
Western Australian natural gas consumption in 2006 averaged 816 TJ/day – seven 
times the volume used in 1983 prior to deliveries from the North West Shelf. 
The average rate of increase over the 23 years from 1984 has been 8.5% per annum. 
 
Were this rate of increase to continue, the level of consumption would reach 1,365 
TJ/day in 2012. A forecast by the Department of Industry and Resources puts the 
volume in 2012 at 1,044 TJ/day. These estimates are 228 TJ/day and 549 TJ/day 
above the 2006 consumption level. 
 
An alternative project based approach suggests that there is a demand from new 
projects for at least 528 TJ/day associated with resource projects. Gas for increased 
electricity generation potentially adds 120 TJ/day for a total of 648 TJ/day. This 
estimate is well above the range suggested by the trend line forecasts perhaps 
reflecting the boom in resource processing underway.  
 
A number of current gas purchase contracts expire in the next six years and estimates 
based on past published contracts suggest that there is a replacement demand of 245 
TJ/day. The total forecast estimate of new gas requirements by 2013 is thus 893 
TJ/day. 
 
The projects with new gas demand involve the following economic parameters: 

• Construction capital investment - $23.6 billion; 
• Construction workforce – 15,850 people; and 
• Operating workforce – 5,250 jobs; and 
• Economic output - $9.2 billion per annum.  

 
This estimate based on new projects does not take into account the potential costs to 
the economy should replacement gas not be available. That cost will depend on the 
cost of alternative energy sources should they be acceptable and the costs associated 
with conversion to them.  
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1. Background 
1.1 Introduction  
This report has been prepared by Economics Consulting Services for the DomGas 
Alliance. The Alliance is a group of Western Australian based companies that 
transport natural gas, or are users or potential users of natural gas.  The group was 
formed to work with State and Federal governments, regulators and gas producers to 
ensure a long-term supply of competitive gas for Western Australia. 
 

This report has been prepared with assistance from Alliance members, gas producers 
and consumers. A lot of the information provided has been commercially sensitive, 
and Economics Consulting Services appreciates the willingness of the companies to 
discuss the issues as part of the important task of natural gas policy development.  

The information included in this report has been carefully constructed to avoid 
commercially sensitive detail. This means that there is less detail than many people 
would like to see to confirm the conclusions reached. The authors hope that a balance 
has been achieved in the difficult current market structure.  

The report begins with a brief snapshot of past production and the structure of gas 
consumption in the State. This provides a framework for the forecast and explains 
why a project analysis provides a valid forecasting approach.  

 1.2 Natural Gas Production History  

Natural gas first flowed into markets in Western Australia with the completion of a 
pipeline from the Dongara gas fields to Perth in 1971. This Western Australian 
Natural Gas Pipeline (WANG) supplied the only gas to industry and residential 
consumers until completion of the Dampier to Bunbury Natural Gas pipeline from the 
North West Shelf project in 1984. The enormous gas resources of the North West 
Shelf project have allowed gas sales in Western Australia to rise rapidly (Figure 10).  

Western Australian natural gas consumption in 2006 averaged 816 TJ/day – seven 
times the volume used in 1983 prior to deliveries from the North West Shelf. The 
average rate of increase over the 23 years from 1984 has been 8.5% per annum.  

Were this rate of increase to continue, the level of consumption would reach 1,365 
TJ/day in 2012 (five years of growth from 2007).  
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Figure 1: Domestic Gas Production, 1970 to 2006 (TJ/day) 
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 Source: Department of Industry and Resources  

 

1.2 Natural Gas Use  
Gas usage in Western Australia is dominated by a small number of industrial sectors and 
individual organisations. 

Mineral processing is the largest sector consuming about 40% of the gas with most used to 
produce alumina from bauxite with nickel and mineral sand processing also important. 
Alumina is produced in four refineries owned by two companies and is by far the largest 
single use of natural gas in Western Australia.  

Electricity generation is the second dominant sector accounting for around 30% of the 
total. Base load power generation has historically been dominated by coal-fired plants with 
gas used in mid-level and peak electricity power stations. In the last ten years, gas use has 
grown rapidly both in combined cycle plants and in cogeneration plants, providing heating 
and electricity. A number of large cogeneration plants are associated with the alumina 
refineries.  Use of gas for electricity generation has grown rapidly over the last decades 
and gas fired plants now provide around 60% of the electricity generating capacity in the 
State, compared to approximately 35% of generation from coal-fired plants.1 They 
increasingly compete with coal for base load electricity, and with diesel in mine sites. 
Power stations remote from the large integrated electricity networks rely heavily upon gas 
for fuel.  

 

                                                            
1  Office of Energy (WA), ‘Electricity Generation from Renewable Energy’ available from 
http://www.energy.wa.gov.au/cproot/799/5305/RenewableEnergyFactSheetAug2006FINAL.pdf . 
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The mining sector is a large consumer of natural gas for electricity generation with some 
mineral extraction processing. Annual consumption has risen by an average of 3.2 % each 
year over the past decade with this sector now accounting for about 25% of the total.  

In summary, mineral processing, mining and electricity generation account for over 90% 
of natural gas use in Western Australia. Use in the commercial and residential sectors is a 
small proportion of the total. While most households in the State access a reticulated gas 
supply, the milder climate means a relatively low heating requirement with most gas used 
to provide hot water. 
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2.  Project Forecast  
2.1 Introduction  
This report looks at potential gas demand from a project perspective and compares this 
with forecasts based on past consumption patterns.  

2.2  Trend Analysis  
Gas consumption in Western Australian markets has grown on average by 8.5% per 
annum since 1984 when the North West Shelf gas reached the south west of the State 
through the Dampier to Bunbury Natural Gas Pipeline. A continuation of this trend would 
see consumption reach 1,365 TJ/day in 2012. The Department of Industry and Resources 
and Australian Bureau of Agriculture and Resource Economics have made a more 
conservative forecast with the consumption reaching 1,044 TJ/ day in the same period 
(Figure 2). The latter estimate varies slightly from the published numbers as it has been 
averaged to a calendar year basis from a financial year projection.  

The increase in gas consumption over the estimated use in 2006 is 67% for the trend line 
projection and 28% for the DOIR/ABARE forecast. Both estimates represent a substantial 
increase over a six year duration.  

Figure 2: Natural Gas Consumption Forecast (TJ/day)  
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Nearly all gas sold by in Western Australia is by way of contract between a small 
number of gas producers and a small number of buyers. These “bilateral” contracts 
typically last for ten or more years and contain detailed specifications on gas quality, 
the certainty (or reliability) of delivery, gas volumes and prices.  

Future gas requirements are thus made up from gas that is needed to replace existing 
contract volumes when the current contracts expire; gas for expansion in electricity 
generation; and new projects that require gas for processing or electricity production.  

2.3 Project Analysis  

2.3.1 Total Demand  

Forecast gas demand includes gas to replace existing contract volumes; gas for 
expansion in electricity generation; and new projects that require gas for processing or 
electricity production. The total forecast estimate is 893 TJ/day made up of: 

• Replacement gas: 245 TJ/day; 
• Grid electricity generation: 120 TJ/day; and  
• New mineral and petroleum processing projects: 528 TJ/day.  

The following sections provide more detail on each of these demand sectors.  
2.3.2 Replacement Gas  

Public information on gas contracts was last published by the Office of Energy in 
2003 and it is likely that some of the contracts that were expected to expire in the next 
five years have already been renegotiated. Industry sources suggest that there are still 
large contracts that require replacement between 2010 and 2013.   
 
The estimate of replacement gas by 2013 is 245 TJ/day. The companies involved have 
limited options for alternative energy sources.  
 
2.3.3 Electricity Generation  

Energy sources for electricity generation primarily depend on the location of the 
power station. In the largest interconnected grid servicing the south west of the State, 
coal and natural gas have been the dominant fuel sources. In the Pilbara grid, natural 
gas and prior to that, fuel oil, were the only sources. Regional towns not connected to 
either grid are nearly all diesel fired with some renewable sources and gas starting to 
emerge as alternative sources. Mine sites were traditionally diesel fired with gas 
emerging as major fuel source following the construction of the Goldfields Gas 
Transmission pipeline in 1996.  
 
Coal and fuel oil were the dominant sources of energy in the south west 
interconnected grid until gas arrived in large volumes with the Dampier to Bunbury 
Natural Gas Pipeline. Coal tended to remain the preferred option for base load 
generation with gas use in peak electricity generation plants. Peaking plant which is 
only used during periods of higher electricity prices is able to profitably operate with 
higher fuel costs. As peaking plant requires rapid start ability such as that provided by 
gas turbines, gas is generally the fuel of choice. However, gas fired generation was 
successful in the WA 2005 base load generation tender resulting in around 300 MW 
of gas fired base load generation being constructed.   
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The main energy retail organization, Synergy, is currently seeking an additional 400 
MW of electricity capacity and it appears highly likely that this can only be met by a 
new coal fired power station.  
 
In the last decade, cogeneration plants associated with industrial processes have 
emerged as an electricity source for the interconnected grid.  Two of these are located 
at Alcoa’s Pinjarra alumina refinery; one at BHP Billiton’s Worsley alumina refinery; 
and one at the BP oil refinery.  Three new gas fired cogeneration plants associated 
with alumina production have received environmental approval. Two units are coming 
on line in an open cycle configuration and were planned to convert to cogeneration 
with electricity available to sale in the south west of the State around 2009-2010. Two 
other cogeneration plants were under consideration but one company has moved to 
coal as the preferred energy source given the lack of gas supplies.  
 
The total estimated demand for gas by the three new cogeneration plants is 120 
TJ/day. The new Kwinana gas turbine power station will almost certainly seek to 
expand within the next five years but this will depend on gas availability. The 
potential use has not been included given the uncertainty at this stage. The forecast 
also assumes that the existing gas fired power stations operated by Verve have gas 
contracts for the forecast period.  
 
2.3.4 New Mineral and Petroleum Processing Projects  

Seventeen large projects have indicated that they are seeking natural gas for 
expansion or new developments totalling 518 Tj/day.  
 
Record international commodity prices driven by demand from China and other Asian 
economies are generating strong demand for development of new mineral projects. 
This report has focused on those with a significant gas demand. Many others would 
use gas for power generation if it was available. The list of projects considered 
includes eight iron ore developments and nine other gas customers.  
 
Many other projects have not been included for a range of reasons. For example, 
potentially three iron ore developments in the Mid West may turn to coal due to lack 
of a gas supply.  Other projects that will use gas if available but are hard to forecast at 
this stage include titanium dioxide processing expansion at Kemerton and Kwinana, 
copper at Whim Creek, gold at Wallaby, silicon at Kemerton, nickel at Goongarrie 
and Cawse and Flying Fox and rare earths at Mt Weld. 
 
Table 1: Potential Projects with significant gas demand   

Iron Ore  Other  
BHP Billiton iron ore expansion  LionOre Bulong nickel 
Rio Tinto iron ore expansion  Newmont Super Pit 
FMG Chichester Ranges Newmont Jundee 
Murchison Metals Jack Hills Moly Mines molybdenum 
Asia Iron Extension Hill Aurox Balla Balla vanadium 
Citic Pacific Cape Preston CBH Sulphur Springs 
Australasian Resources Balmoral South Central Norsemen gold 
Ferrowest Yalgoo pig iron Burrup Fertilisers ammonia 
 DBNGP pipeline gas 
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3.  Economic Impacts   
3.1 Introduction  
Natural gas provides the energy source to drive electricity generation, mining and mineral 
processing. Consumers have moved to this energy source in response to a range of factors 
including convenience of use, technical advantages, price, and environmental advantages. 
Each industry has options for alternative energy sources except those that are based on gas 
conversion or chemical processing using the gas. The suitability of the alternatives will 
vary with industry and project location. For example, electricity generation can be based 
on coal in the south west of the State or diesel in areas remote from an electricity grid.  

For some industries, the conversion to other energy sources will be relatively inexpensive 
while for others, the alternatives may prevent the project proceeding. For example, iron ore 
projects based on magnetite with pellet production require substantial energy inputs and 
may not be viable in the Pilbara where the only alternative to natural gas appears to be 
imported coal or imported fuel oil. Magnetite production may be profitable in the Mid 
West region where there are coal resources.  

A comprehensive analysis of the potential impact of a lack of natural gas on the Western 
Australian economy would examine each industry sector and potential project; review the 
alternative energy sources and the potential for that project to operate profitably under a 
range of commodity price scenarios. Such a comprehensive approach would be difficult to 
undertake and would rely on many assumptions about future relative prices and industry 
technical options. It is beyond the scope of this study.  

An alternative approach is to assume that a lack of gas prevents the projects from 
proceeding at this time. The best case would be simply a deferral until gas became 
available while the worst outcome would be the loss of that development completely. 
Implicit in the first assumption is that commodity prices will continue at levels that enable 
profitable development when gas becomes available. The second outcome implies that the 
supply to international markets is met by a competitor outside Western Australia and is not 
recovered or that the current “price bubble” is not repeated for the foreseeable future. 
There are commodity forecasters that hold both views.  

This study adopts a middle course and assumes that the projects seeking gas in the next six 
years will be “deferred or lost”.  
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3.2  Lost or Deferred Economic Impact  
The projects with new gas demand involve the following economic parameters:  

• Construction capital investment - $23.6 billion;  
• Construction workforce – 15,850 people; and  
• Operating workforce – 5,250 jobs; and  
• Economic output - $9.2 billion per annum.  

 

Economic output has been conservatively estimated using long term prices rather than the 
current record high levels.  No value has been ascribed to the increased gas use in the 
DBNGP or the replacement gas that continues current economic activity.  

In addition to the deferral or loss of these new projects, lack of new gas supplies will 
impact on existing consumers if replacement gas is not available for current contracts. The 
economic impact will vary with the cost of conversion and operating cost consequences 
associated with each user. Some users will be able to convert to electricity or other fossil 
fuels at relatively low cost while others will face significant conversion and operational 
disadvantages. While relatively small overall gas consumers, residential dwellings 
illustrate the options. Houses have water and home heating options that include wood, 
liquid fossil fuels (heating oil), town gas (from coal) and electricity from a range of energy 
sources. Houses have, and continue to use, most of these sources and while natural gas has 
become a preferred option in most urban houses; it would be possible to convert to other 
sources of heat albeit with inconvenience, cost and environmental consequences.  

The replacement gas included in this study (due for replacement in the next six years) 
includes large resource companies and the full range of small to medium sized consumers. 
It is not possible to determine the value of the economic output without disclosing the 
identity of these companies.   
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Determination On 1 September 2003, in Decision 505, the Commission 

granted authorisation, pursuant to sections 58 and 61(1)(a) of 
the Commerce Act 1986, to OMV New Zealand Limited, Shell 
Exploration New Zealand Limited, Shell (Petroleum Mining) 
Company Limited, and Todd (Petroleum Mining Company) 
Limited, to jointly market and sell gas produced from the 
Pohokura natural gas field. 

 
The Commission determines, pursuant to section 65 of the 
Commerce Act 1986, to revoke the authorisation granted in 
Decision 505.  The Commission further determines, pursuant to 
section 65, to neither amend, nor grant a further authorisation in 
substitution for, the authorisation granted in Decision 505. 

 
Date:     2 June 2006 
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EXECUTIVE SUMMARY1

Introduction 

On 1 September 2003, the Commerce Commission authorised an arrangement between Shell, 
OMV and Todd, the three members of the Pohokura Joint Venture, whereby they would 
jointly (rather than separately) market and sell gas produced from the Pohokura field.  The 
authorisation was granted because the Commission considered that the public benefits of joint 
marketing and sale would be greater than the competitive detriments arising from the 
arrangement.  The crucial public benefit argued for by Shell, OMV and Todd, which allowed 
the Commission to authorise the arrangement, was that production from the Pohokura field 
would occur one year earlier under a joint marketing and sale regime than under individual 
marketing and sale. 

In April 2004, the members of the Pohokura Joint Venture advised the Commission that they 
had been unable to agree on issues associated with joint marketing and sale and that they 
intended to market and sell the gas separately.  Shortly after, each of the parties announced 
that they had separately entered into contracts for the sale of Pohokura gas.  The original date 
for full production from the Pohokura field was not altered by the changed marketing regime. 

The Commission decided to consider whether or not it should revoke its authorisation of the 
joint marketing and sale arrangement.  Under section 65 of the Commerce Act, if the 
Commission is satisfied that an authorisation was granted on information that was false or 
misleading in a material particular, or that there has been a material change in circumstances 
since the authorisation was granted, or a condition upon which the authorisation was granted 
has not been complied with, that the Commission may amend or revoke the authorisation or 
substitute a new authorisation to replace the original. 

On 13 October 2005, the Commission issued a revised draft determination.  Its preliminary 
conclusions were that the Commission would revoke the authorisation granted in Decision 
505 but grant a substitute authorisation for the joint marketing and sale only of gas produced 
during commissioning, gas produced at the end of the life of the field and gas produced in 
quantities at greater than normal production rates (together, “ad hoc gas”). 

Written submissions on the revised draft determination led the Commission to revise its 
preliminary view that it should grant a substitute authorisation of the joint marketing and sale 
only of ad hoc gas.  After a request from the Commission, Shell, OMV and Todd provided 
further submissions on the Commission’s revised view as to the appropriateness of a 
substitute authorisation of ad hoc gas. 

Jurisdiction to Reconsider the Authorisation 

For the purposes of establishing jurisdiction under s 65(1), the Commission has considered, 
firstly, whether there has been a material change of circumstances since the authorisation was 
granted and secondly, whether the authorisation was granted on information that was false or 
misleading in a material particular. 

                                                 
1 The Executive Summary is provided for the assistance of readers of the Commission’s determination.  It does 
not purport to completely encompass all the details in the determination.  Readers are referred to the body of the 
determination for a complete picture of the issues. 
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Material change of circumstances 

At the time the Commission was considering the authorisation application, the evidence 
indicated that early production could not be achieved by separate marketing and sale of gas.  
If, at the time the authorisation was granted, it was true that separate (rather than joint) 
marketing and sale of gas from the Pohokura field would have significantly delayed 
production from the field, then it appears there must have been a ‘change of circumstances’ in 
the market because separate marketing has occurred and that has not led to a significant delay 
in production from the field.  

Further, as the change in circumstances in the present case relates directly to the need for joint 
marketing and sale of gas, which was proposed as crucial to achieving the benefits of early 
production, in the Commission’s view it must be considered to be a material change of 
circumstances.  

False or misleading in a material particular 

In Decision 505, the Commission formed the view, on the basis of representations made by 
the parties and information provided by other market participants, that joint marketing and 
sale of gas would be required in order to achieve early production from the field. In April 
2004, OMV, Shell and Todd chose not to jointly market and embarked instead on separately 
marketing and selling gas. 

The information in question involved predictions as to a future state of affairs in an area of 
accepted uncertainty.  An argument was raised that such information is not “false or 
misleading” in the sense required by section 65(1)(a) if the predictions were based on an 
objective foundation, notwithstanding that they have subsequently proved false.  In its 
submissions, Todd argued that statements could not be false or misleading if they are based 
upon sound knowledge (i.e. they are statements which a reasonable person with the relevant 
expertise would make).  The Commission considers that in this case there existed an objective 
basis for the one year forecast.  Given this objective foundation at the time, which now no 
longer exists, a “material change of circumstances” must have occurred.  However, the 
Commission considers that if it is wrong, and there was not an objective foundation for the 
information at issue at the time, the information can be properly regarded as “false or 
misleading” in terms of section 65(1)(a). 

Conclusion on jurisdiction 

The Commission concludes that it has jurisdiction under s 65(1)(b); and in the alternative s 
65(1)(a), to reconsider the authorisation granted in Decision 505. 

Exercise of Discretion to Reconsider the Authorisation 

Once the Commission has established that it has jurisdiction under s 65(1), it must consider 
whether it should: 

• revoke the authorisation;  
• amend the authorisation; 
• revoke the authorisation and grant a further authorisation in substitution for it; or  
• allow the original authorisation to remain in effect, without amendment.  
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Should a Further Authorisation in Substitution be Granted 

In its Revised Draft Determination the Commission considered whether it should revoke the 
existing authorisation and substitute a new authorisation that would allow for the joint 
marketing and sale of peaking gas, commissioning gas and gas at the end of the life of the 
field.   

Submissions received on the Commission’s proposal to grant a substitute authorisation raised 
a number of complex issues. The Commission now considers that should an authorisation be 
required for the joint sale and marketing of peaking gas, commissioning gas and gas at the end 
of the life of the field this would be more appropriately dealt with by consideration of a new 
application for authorisation. A new application would allow parties the opportunity to frame 
the most appropriate authorisation, and allow issues arising from the application to be fully 
tested in the manner envisaged by the authorisation provisions set out in the Act.  

The Commission concludes that, in these circumstances, it is not appropriate for it to consider 
whether to grant a substitute authorisation.  

Should the Commission Revoke the Existing Authorisation  

Factual and Counterfactual 

The factual in this instance is the likely outcome with the revocation of Decision 505.  The 
counterfactual is the continuation of the authorisation, whereby gas from the field would be 
able to be jointly marketed and sold without breaching the Commerce Act. 

The Market 

The market used by the Commission in the analysis of the possible revocation is the national 
natural gas production (and first point of sale) market. 

Competition 

The Pohokura field holds around 39% of total New Zealand gas reserves.  Fields in which at 
least one of Shell, OMV and Todd has a substantial interest account for around 77% of 
reserves. 

Much of the gas in the production fields is committed to meeting existing supply contracts.  In 
addition the great majority of the anticipated output of the Pohokura field (which has yet to 
commence production) until 2012 is committed to meeting supply contracts already entered 
into separately by Shell, OMV and Todd. 

Weighing Benefits and Detriments 

In assessing the benefits and detriments of revocation the following facts and assumptions 
have been used: 
 
• in the factual the authorisation would be revoked; 
• in the counterfactual the extant authorisation would remain in force; 
• the field will commence production in 2006 in both the factual and counterfactual; 
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• most gas to be produced up to 2012, which represents about 50% of the likely total 
amount of gas in the Pohokura field,  has already been marketed and sold separately; 

• gas produced after 2012 will be marketed and sold jointly in the counterfactual, but will 
be predominantly sold separately in the factual; and 

• the pattern of production in the factual and counterfactual will be similar. 

Benefits 

In considering benefits and detriments the Commission has had regard to the following 
factors: 
 
• as more gas will be sold separately in the factual compared with the counterfactual, the 

factual will produce a more competitive outcome; 
• it is difficult to predict with confidence the extent to which the factual will be more 

competitive as this depends in part of future gas field discoveries; 
• output from the field will be reasonably similar in the factual and counterfactual; and 
• as the different method of selling in the two scenarios only occurs post 2012, the benefits 

and detriments associated with each will need to be discounted to be expressed in 2006 
dollars. 

 
Allocative Efficiency 

Notwithstanding broadly similar production patterns in the factual and in the counterfactual, 
the Commission considers that there would be more efficient production levels in the factual 
and that, therefore, revocation would produce moderate public benefits through enhancement 
of allocative efficiency. 
 
Productive Efficiency 
 
The Commission considers that the greater competitive pressure in the factual lead to slightly 
greater levels of productive efficiencies over that likely in the counterfactual. 
 
Dynamic Efficiency  
 
The Commission considers that separate marketing and the concomitant greater level of 
competition is likely to facilitate a more dynamic gas market. 

Detriments 

The Commission considers that as first production date is likely to be the same in the factual 
and the counterfactual, revocation would not produce any detriment or benefit in respect of 
early production. 
 
In addition the Commission notes that the cost of putting in place a gas balancing agreement 
will be likely to be the same in the factual and the counterfactual. 
 
The Commission acknowledges that revocation may result in the loss of some flexibility, but 
attributes only a minor amount of detriment to this. 
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Balance of Benefits and Detriments. 
 
The Commission considers that the allocative efficiency benefits from revocation are 
moderate, the productive efficiency benefits are small and the dynamic efficiency benefits are 
potentially significant. 
 
On the other hand, the Commission considers that the detriments from revocation are 
insignificant. 
 
On balance, the Commission considers that the benefits of revocation are likely to outweigh 
detriments. 
 
Other Matters to Which the Commission has had Regard 

In reaching its determination, the Commission also considers that: 

• when there has been a material change in the circumstances since the granting of 
authorisation, as in this case, the correct answer in the new circumstances is most likely to 
be arrived at if the Commission’s normal authorisation processes are followed.  That 
means the best course of action is to revoke the extant authorisation, it then being open to 
the parties to reapply for authorisation if they consider that remains appropriate in the new 
circumstances; and 

• the Commission noted in Decision 505 that without the, now absent, nexus between joint 
marketing and sale of Pohokura gas and early production from the field, it would not have 
authorised the joint marketing and sale.  There is now no persuasive evidence of a net 
public benefit if the authorisation remains in place.  In the Commission’s view an 
authorisation of anti-competitive behaviour without demonstrable net public benefit 
should not continue to exist. 

Conclusions Leading to the Determination 

The Commission’s conclusions are that: 

• a material change in circumstances has occurred subsequent to the date of the 
authorisation granted in Decision 505.  However, if that is incorrect, and if circumstances 
now are not materially different from those at the time of Decision 505, then the 
authorisation must have been granted on information that was false or misleading in a 
material particular; 

• as a result, the Commission has jurisdiction to consider whether to revoke, amend, or 
grant a further authorisation in substitution for the authorisation granted in Decision 505;  

• after taking account of submissions received, the appropriate course of action is to 
consider revoking the authorisation granted in Decision 505, rather than either amending 
the authorisation or revoking the authorisation and granting of a further authorisation in 
substitution for it; 

• the Commission must compare benefits and detriments in the future with the existing 
authorisation continuing in force, with benefits and detriments in the future without any 
authorisation of joint market and sale of Pohokura gas in force; 
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• given that analysis, the Commission considers net public benefits will arise from the 
revocation of the authorisation granted in Decision 505; and 

•  the Commission should revoke that authorisation. 

Determination  

The Commission now determines, pursuant to section 65 of the Commerce Act 1986, to 
revoke the authorisation granted in Decision 505.  The Commission further determines, 
pursuant to section 65, to neither amend, nor grant a further authorisation in substitution for, 
the authorisation granted in Decision 505. 
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INTRODUCTION 

1. In Decision 505, the Commerce Commission (the Commission) determined to 
authorise arrangements between OMV New Zealand Limited (OMV); Shell 
Exploration New Zealand Limited and Shell (Petroleum Mining) Company Limited 
(Shell); and Todd (Petroleum Mining Company) Limited (Todd).  These parties were 
authorised under s 58(2) of the Commerce Act 1986 ( or the Act  ) to enter into 
arrangements to jointly market and sell gas produced from the Pohokura natural gas 
field (or Pohokura field). 

2. The Pohokura field is owned and operated as a joint venture by the parties to the 
authorised arrangements in the following proportions. 

• OMV  26% 
• Shell  48% 
• Todd  26% 

3. The OMV group is an Austrian-based company whose core business is exploring for, 
and producing, oil and natural gas.  OMV also owns 10% of the Maui field.  The 
relevant activities of Shell in New Zealand are the exploration for, and production of 
oil and gas, which include significant shareholdings in the Maui and Kapuni natural 
gas fields.  Todd Energy is a diversified energy business whose activities include the 
exploration for, and production of oil and gas.  Along with its Pohokura ownership, it 
has significant shareholdings in the Maui and Kapuni fields and owns the Mangahewa 
and McKee fields.  It is also a natural gas retailer through its subsidiary, Nova Gas 
Ltd. 

4. The Commission authorised the joint marketing and sale arrangements because it 
considered that the public benefits outweighed the detriments arising from a loss of 
competition in gas markets.  The determinative factor was that the field would begin 
production one year earlier than it would in the absence of authorisation.  Without 
such a benefit, the Commission would not have authorised the joint marketing and sale 
arrangements.   

5. In April 2004, the members of the Pohokura Joint Venture advised the Commission 
that, because they had been unable to reach agreement on critical issues associated 
with the joint marketing and sale of Pohokura gas, they intended to market and sell the 
gas separately.  They also advised that the change from joint to separate marketing and 
sale would not delay the mid-2006 planned production date. 

6. During May 2004, the Commission noted press releases informing the public that 
OMV, Shell and Todd had individually, rather than jointly, marketed and sold 
tranches of gas from the Pohokura field to various purchasers.  

7. The Commission noted that the nexus between joint selling and early production, from 
which the most important public benefit arose, appeared no longer to exist.  Therefore, 
it decided to consider whether s 65(1) of the Act applied and, if so, whether it should 
revoke its authorisation of the relevant arrangements.  On 23 February 2005, the 
Commission released a draft determination of the matter, in which its preliminary 
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conclusion was that it would be likely to revoke the authorisation granted in Decision 
505. 

8. The Commission took account of the submissions it received in respect of its first draft 
determination and decided to revise the approach it had taken.  On 13 October 2005 it 
issued a revised draft determination in which, on the basis of a forward-looking 
benefit and detriment analysis, its preliminary conclusion was that it would revoke the 
existing authorisation and grant a further authorisation in substitution for it.  The 
Commission’s preliminary view was that the further substitute authorisation should 
include the joint sale and marketing only of commissioning gas, peaking gas and end 
of field gas. 

9. The Commission received submissions on the revised draft determination.  The 
content of the submissions led the Commission to reconsider its preliminary 
conclusions in the revised draft determination, to grant a further authorisation in 
substitution.  The Commission decided that further consultation should be carried out 
with the Pohokura joint venture partners, to allow the Commission to consider their 
views on that proposed revised conclusion.  On 28 February 2006, the Commission 
wrote to the three joint venture partners seeking further submissions.  It has received 
responses from each of the Pohokura joint venture partners and has taken those into 
account in reaching this determination.  

10. No interested party submitted that the Commission should hold a conference on the 
matter.  The Commission itself did not consider that a conference was necessary and 
no conference was held prior to the release of this determination. 

THE GAS SECTOR 

11. Natural gas accounted for 21.0% of New Zealand’s total primary energy supply in 
2004 (compared with 30.1% in 2002).  In the year to September 2005, gas was 
consumed by different sectors in the following proportions: 

• electricity generation  49.2%; 

• methanol production  15.9%; 

• ammonia-urea production    4.4%; 

• industrial and commercial  26.0%; 

• residential      4.4%; and 

• transport      0.1%. 

12. Gas became a significant contributor to the energy sector with the development of the 
Kapuni gas field in 1970, and output greatly increased with development of the much 
larger Maui field in 1979.  Other commercial gas fields have been discovered in the 
past 30 years, including Pohokura which is due to commence production this year.  
None of these other fields have close to the original quantity of gas in the Maui field. 
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13. Gas production reached its peak in 2001 when 242 PJ was produced, of which 191 PJ 
came from the Maui field.  Since that time, production has declined as the Maui field 
has approached depletion.  Total production for 2004 was 156 PJ, of which 103 PJ 
came from the Maui field.  

14. On the demand side, gas used for electricity generation has declined from 116 PJ in 
2001 to 63 PJ in 2005, while that used by the petrochemical sector (principally in the 
production of methanol) has declined from 91 PJ in 2001 to 45 PJ in 2005.  

THE ANALYSIS IN DECISION 505 

15. In Decision 505, the Commission authorised the three Pohokura joint venture partners 
to enter into arrangements to jointly market and sell gas produced from the field.  The 
authorisation was subject to three conditions which are not relevant to this 
determination. 

16. The Decision 505 factual anticipated the Pohokura joint venture partners jointly 
marketing and selling gas from the Pohokura field and full production capability being 
reached by 30 June 2006. 

17. The Decision 505 counterfactual, absent the arrangements, anticipated that OMV, 
Shell and Todd would separately sell proportions of the output of the field 
corresponding to the equity ownerships of each.  OMV, Shell and Todd would have 
agreed on measures to address the contractual implications of separate marketing, in 
particular, a gas balancing agreement.  Production from the Pohokura field would have 
been delayed by one year, relative to the factual, as a result of the time needed to agree 
the relevant contracts. 

18. The relevant market was considered to be the national natural gas production (and first 
point of sale) market.  The Commission concluded that joint marketing in the factual, 
with authorisation of the arrangements, would result in a lessening of competition and 
detriments in comparison to separate marketing in the counterfactual, absent such 
authorisation.  The detriments would arise from a loss of allocative, productive and 
dynamic efficiencies.  Fewer competitors in the market in the factual, vis a vis the 
counterfactual would lead to: higher prices and an enhanced potential for price 
discrimination; a more limited range of terms and conditions being available to gas 
purchasers; and a slowed or inhibited development of a wholesale gas market.  These 
effects would result in a detrimental impact on gas users and the economy as a whole. 

19. On the other hand, the Commission also considered that there would be potential 
benefits that would arise in the factual but not in the counterfactual arising from: 

• earlier development of the Pohokura field; 

• lower construction, production and transaction costs; 

• an improvement in operational efficiency; and 

• an increase in incentives for oil companies to explore for gas in New Zealand. 
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After weighing the detriments and benefits, the Commission decided that there would 
be a net benefit to the public from joint marketing under the relevant arrangements. 

20. In reaching its conclusion in Decision 505, the Commission took account of 
submissions and statements by OMV, Shell and Todd that absent joint marketing, a 
delay in the development of the field of either three or six years was expected.  The 
Joint Venture explained that the date that production would commence critically 
depended on the date of the final investment decision and that date would be 
significantly delayed beyond the planned date of 21 March 2004 if they were required 
to market and sell Pohokura gas separately.  They also stated that construction and 
development steps after the final investment decision take about the same time, 
irrespective of whether the gas is to be marketed and sold jointly or separately.   

21. The Commission concluded in Decision 505 that separate marketing would delay the 
arrival of full production by one year.  Crucial to the Commission’s decision to grant 
authorisation was the public benefit that would arise from that early development of 
the Pohokura field.  Indeed, the Commission emphasised in Decision 505 that the 
benefits from the arrangement, excluding the benefit arising from production one year 
early, were likely to be less than the detriments from the loss of competition and 
without those particular benefits authorisation would not have been granted. 

POST-AUTHORISATION DEVELOPMENTS 

22. In the event, the Pohokura joint venture partners decided not adopt a joint marketing 
and sale approach.  On 13 April 2004, OMV and Shell advised the Commission that 
the Pohokura joint venture partners had been unable to reach agreement on critical 
issues associated with the joint marketing of Pohokura gas.  They advised that they 
decided it would be necessary to market and sell the gas separately so that sufficient 
contracts were in place to ensure each party was able to make a final investment 
decision in time for Pohokura gas to come on stream by mid-2006. 

23. The parties reached a final investment decision on 30 June 2004.  The separate 
marketing and sale approach did not apparently lead to a delay in the final investment 
decision or a delay to full production from the field.  Instead, any delays were likely to 
be attributable to the seven and a half months2 that the Pohokura joint venture partners 
spent attempting (and failing) to reach agreement on joint marketing and sale 
arrangements. 

24. The Commission authorised joint marketing and sale, despite its detrimental impact on 
competition, principally because it was persuaded that joint marketing and sale was 
necessary in order to realise the public benefits associated with early gas production 
from the Pohokura field.  Once the matters described above became apparent, the 
Commission came to the preliminary view that, in the new circumstances, if joint 
marketing and sale was reverted to by the parties at some time in the future (if the 
authorisation remained in place), gas consumers would face net detriments from the 
loss of competition at that time. 

                                                 
2 That is, the seven and a half month period between 1 September 2003, the date of the authorisation. and mid 
April 2004, the date the Pohokura Joint Venture decided to proceed with separate marketing. 
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25. The Commission considered that while it was possible that the Pohokura joint venture 
parties had found public benefits from joint marketing and sale other than those 
submitted to the Commission in the original application for authorisation, or that there 
were new or different detriments, the nexus between joint marketing and sale and 
early production no longer existed.  Without that connection, the public benefit 
analysis altered substantially to the extent that without it authorisation would not have 
been granted. 

26. As a result of these factors, the Commission decided to consider, under section 65 of 
the Act, whether the authorisation granted in Decision 505 should be revoked or 
varied.   

THE COMMISSION’S REVISED DRAFT DETERMINATION 

27. As discussed, after taking account of submissions on its first draft determination, the 
Commission decided to issue a second, revised draft determination.  The preliminary 
conclusions in the revised draft determination were that: 

• the authorisation in Decision 505 was either granted either on information that was 
false or misleading in a material particular, or there had been a material change in 
circumstances subsequent to the Commission granting the authorisation; 

• as a result, the Commission had jurisdiction to consider whether to revoke, amend, 
or grant a further authorisation in substitution for the authorisation granted in 
Decision 505;  

• given submissions received, the appropriate course of action was to consider a 
revocation and substitute authorisation, rather than an amendment to the Decision 
505 authorisation; and 

• the Commission considered net public benefits would have arisen from the grant 
of a substitute authorisation of the joint sale and marketing only of ad hoc gas; 

28. After taking account of submissions received on the revised draft determination, the 
Commission has decided that the granting of a further authorisation in substitution is 
not the appropriate course of action.  This is discussed further below. 

GROUNDS FOR RECONSIDERATION OF AN AUTHORISATION 

29. The circumstances in which the Commission may alter, revoke, or substitute 
authorisations made under s 58 are set out in s 65 of the Commerce Act, which 
provides:  

65 Commission may vary or revoke authorisations 
 

(1) Subject to subsection (2) of this section, if at any time after the Commission has 
granted an authorisation under section 58 of this Act the Commission is satisfied 
that— 
(a) The authorisation was granted on information that was false or misleading in 

a material particular; or 
(b) There has been a material change of circumstances since the authorisation 

was granted; or 
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(c) A condition upon which the authorisation was granted has not been complied 
with— 

the Commission may revoke or amend the authorisation or revoke the authorisation 
and grant a further authorisation in substitution for it. 
 

(2) The Commission shall not revoke or amend an authorisation or revoke an 
authorisation and substitute a further authorisation pursuant to subsection (1) of this 
section unless the person to whom the authorisation was granted and any other person 
who in the opinion of the Commission is likely to have an interest in the matter is 
given a reasonable opportunity to make submissions to the Commission and the 
Commission has regard to those submissions. 

30. Under s 65 the Commission has the jurisdiction to revoke the authorisation, amend the 
authorisation, or substitute a new authorisation if it is satisfied that any of the matters 
set out in s 65(1)(a)-(c) have occurred.  The Commission is not obliged to amend, 
revoke or substitute a new authorisation. It may elect to do nothing, notwithstanding 
that it has jurisdiction to intervene.  

31. The issue of possible revocation of the authorisation was discussed briefly at the 
Commission’s conference on the application, by counsel for the Pohokura Joint 
Venture, Dr Mark Berry. 3  The Commission is of the view that the scenario outlined 
by Dr Berry as to when s 65 of the Act could be used to revoke an authorisation, 
currently exists:  it transpires that separate marketing is feasible, achievable and is 
happening. 

JURISDICTION UNDER SECTION 65 

Introduction 

32. In its initial draft determination, the Commission set out its preliminary view that 
either: 

• The information provided at the time of the original application for authorisation was false or 
misleading in a material particular so far as it indicated the final investment decision could only be 
achieved by 2004 with joint marketing and sale; or 
 

• A material change in circumstances since authorisation has had the effect that joint marketing has 
not been necessary to achieve the final investment decision by 2004.4 

33. For the purposes of establishing jurisdiction under s 65(1), the Commission has first 
considered whether it is satisfied there has been a material change of circumstances 
since the authorisation was granted. Should jurisdiction arise under s 65(1)(b), it will 
not be necessary to consider whether jurisdiction could be established under s 65(1)(a) 
or (c).  

                                                 
3 “Section 65 has this ability to reopen matters where there is a material change in the market at a later point in 
time.  But to follow that through logically thinking about the competition concerns the Commission has, a 
revocation would only seem to be on the table potentially if the market moved to such a position that separate 
marketing was going to be happening. So in other words the market would have had to have moved to such a 
point of maturity that separate marketing was feasible and achievable.” Transcript of Commerce Commission 
Conference on Pohokura, Applicant’s Reply, p400. 
4 Commerce Commission “Draft Determination: Proposed Revocation of Authorisation of Arrangements to 
Jointly Market and Sell Pohokura Gas” (Public Version, 23 February 2005) page 6. 
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Change of Circumstances? 

34. In its submission, OMV states that it “…accepts that there has been a change in 
circumstances, as the dynamics of the New Zealand gas market have changed since 
the Authorisation, due in part to the successful conclusion of the Maui Strawman 
negotiations5”.  OMV does not, however, regard the change as ‘material’.  

35. OMV acknowledged in its submission that “…there has been a change in 
circumstances, which it would characterise as ‘a final investment decision was made 
in June 2004 on the basis of going to market separately’.” 

36. Todd submitted that: 

a change of circumstances for the purposes of s 65 means a change in market circumstances 
since the grant of the authorisation and was intended to apply to factors which are exogenous 
of the contractual arrangements which have been authorised 

… that (i) more has become known about the Maui reserves, and arrangements have been 
entered into in relation to those reserves; and (ii) a higher value now attaches to the Pohokura 
liquids do not amount to a change of circumstances. 

… The only significant change since the authorisation is the 50 percent increase in the price of 
liquids but this has not changed the view that separate marketing is a significant barrier to the 
maximisation of gas and liquids volume over the life of the field.  

… An authorisation is not prescriptive and the fact that there has not yet been joint marketing 
is not of itself a change in market circumstances.  

37. In its submission, Shell argued that the underlying facts have not changed.  There was 
always a volatile commercial dynamic between the joint venture parties and this is 
“the root cause of the failure of the parties to commence a joint selling process.”  This 
argument is supported by Todd to the extent that it argues that changes to the proposed 
contracting approach between the joint venture parties do not constitute a material 
change in circumstances. 

Change in Circumstances that is “Material”? 

38. Todd submitted that even if changes in the contractual arrangements proposed by the 
Pohokura Joint Venture are changes of circumstances, there is no material change of 
circumstances for the purposes of s 65, as the arrangements for marketing and sale of 
gas still result in public benefits which outweigh any detriments.  

39. Shell denies that relevant conditions have materially altered.  

40. OMV “…accepts that there has been a change in circumstances…” due in part to the 
successful conclusion of the Strawman negotiations, but argues “…this in itself is not 
a sufficiently ‘material’ change to support the step of revoking the Authorisation”. 

                                                 
5 Maui Strawman was the term used for the negotiations between gas industry parties and the Government on the 
allocation of the final amounts of gas in the Maui field. 
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41. The Australian case Re Media Council6 suggests that the process of determining 
whether or not there has been a material change in circumstances must commence 
with examination of the circumstances as they existed at the time the authorisation was 
granted.  Next, consideration must be given to the circumstances as they exist at the 
time revocation is being considered.  

42. Regarding the materiality of the change in circumstances, Re Media Council suggests 
that:  

A material change in circumstance includes a change in circumstances which has a significant 
impact upon the benefits to the public or upon the detriment, including anticompetitive 
detriment, arising out of the conduct or the provision in question.7  

43. As the change in circumstances in the present case relates directly to the need for joint 
marketing and sale of gas, which was proposed as crucial to achieving the benefits of 
early production, the Commission consider that, on the basis of the Re Media Council 
analysis, it must be considered to be a material change of circumstances.  

False or Misleading? 

44. While the Commission considers it can establish jurisdiction under s 65(1)(b), for 
completeness it has gone on to consider whether s 65(1)(a) also applies.  Section 
65(1)(a) of the Commerce Act empowers the Commission to reconsider the 
authorisation if it was granted on information that was ‘false or misleading in a 
material particular’.  All of the parties to the Pohokura Joint Venture submitted that 
the information provided at the time of the authorisation was neither false nor 
misleading.  

45. In Decision 505, the Commission formed the view, on the basis of representations 
made by the parties and information provided by other market participants, that joint 
marketing and sale of gas would be required in order to achieve early production from 
the field.  In the Applicants’ submission, the absence of joint marketing and sale of 
gas would mean that development of the field would be delayed for six years,8 with 
final investment decision forecast for 21 March 2004 under joint marketing and 24 
August 2010 under separate marketing.  The Commission considered that the 
appropriate counterfactual entailed separate marketing of gas and that “production of 
the Pohokura field will be delayed by one year from the February 2006 
commencement date, to February 2007 for first gas, and the end of June 2007 for full 
production capability.9”  

46. In its submission on the initial draft determination, Todd relied on Commerce 
Commission v Chalmers, where the District Court held, interpreting the Fair Trading 
Act, that:  

In the absence of New Zealand authority the Commission should be slow to infer that because 
the representation as to future events has turned out to be wrong it must therefore, and for that 
reason alone, have been false and misleading. … it has to be proved that the representor “did 

                                                 
6 Re Media Council; Re AGL Cooper Basin Natural Gas Supply Arrangements (1997) ATPR 41-593. 
7 Re Media Council of Australia & Ors (1996) ATPR 41-497, 42-241.  
8 Decision No. 505, paras 292, 320 (increased from three years, as per their application).  
9 Decision No. 505 para 338.  

 



 
18

not believe the forecasts or predictions or was recklessly indifferent concerning them” before it 
can be held that the representation was false or misleading.10  

47. Todd characterised its statement that joint marketing is required to meet the final 
investment date as a representation as to a future event.  Nevertheless, a statement 
relating to the future may contain an implied statement as to present or past fact.11  
Such an implied statement as to present or past fact may be false or misleading.12  It 
might be that, at the time the joint venture parties represented to the Commission that 
early production could not be achieved in the absence of joint marketing, the joint 
venture parties knew that alternative methods of sale and gas balancing were feasible 
and would not cause a delay to production of one year.13  If this was the case, then 
their statement could be considered false or misleading.  

48. The expression “false or misleading” has not been judicially considered in the context 
of Commerce Act s 65.  Although some guidance can be derived from judicial 
interpretation of those words in the context of Fair Trading Act s 9, the difference in 
statutory context is material. 

49. The Commission considers that “false or misleading” in the context of s 65 means 
untrue or misleading in fact and does not necessarily import any element of deliberate 
falsehood or intent to mislead. 

50. In the present setting, the question is whether the information provided to the 
Commission at the time of the authorisation (which suggested that unless joint 
marketing was approved there would be significant delay in the field being brought 
into full production) can be characterised as false or misleading in light of the fact that 
separate marketing has subsequently occurred and has resulted in little or no delay in 
achieving the final investment decision, which is a principal milestone towards 
production.  The information on which the prediction was based came from the 
Pohokura Joint Venture parties, from market participants, and from the Commission’s 
independent expert. 

51. The information in question involved predictions as to a future state of affairs in an 
area of accepted uncertainty.  An argument was raised that such information is not 
“false or misleading” in the sense required by section 65(1)(a) if the predictions were 
based on an objective foundation, notwithstanding that they have subsequently proved 
false.  In its submissions, Todd argued that statements could not be false or misleading 
if they are based upon sound knowledge (i.e. they are statements which a reasonable 
person with the relevant expertise would make).  The Commission considers that in 
this case there existed an objective basis for the one year forecast.  Given this 
objective foundation at the time, which now no longer exists, a “material change of 
circumstances” must have occurred.  The Commission considers, however, that if it is 
wrong, and there was not an objective foundation for the information at issue at the 
time, the information can be properly regarded as “false or misleading” in terms of 
section 65(1)(a). 

                                                 
10 Commerce Commission v Chalmers (1990) 3 TCLR 522, 523. 
11 Thompson v Mastertouch TV Service Pty Ltd (No 2) (1977) 15 ALR 487.  
12 Commerce Commission v Telecom Corporation of New Zealand Ltd (1990) 4 TCLR 1. 
13 Which the Commission had adopted in its counterfactual in Decision 505. 
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In a Material Particular? 

52. Section 65(1)(a) requires that, for jurisdiction to arise, the information must be “false 
or misleading in a material particular”.   

53. Todd submitted that, in summary, any representation as to the final investment 
decision being achieved earlier under joint marketing and sale was not material, 
because materiality attaches to early production and the final investment decision is 
but one of a number of decision points leading to the commencement of production. 

54. Todd noted that there is limited guidance on what constitutes a ‘material particular’ 
and relied on the observation in Gault on Commercial Law that “[a] material particular 
of a business activity is any element of the business which is essential or of 
importance”. Todd further stated: 

The Final Investment Decision is but one of a number of decision points leading up to 
production. In the context of the proposed separate delivery of gas, the materiality of this 
decision point must be viewed in light of its relationship to the achievement of first production 
and the efficient exploitation of the field. Many decisions have yet to be made before there will 
be separate delivery. … the relevant welfare assessments do not follow from any comparison 
between Final Investment Decision dates under separate and joint marketing. 

55. In their submissions, Shell and OMV stated that the information was not false or 
misleading and did not address whether it was false or misleading in a material 
particular.  

56. ‘Material’ means that the particular must be relevant and of moment and significance 
in relation to the purpose for which it was provided.14  It will be relevant if it may, 
will or must be taken into account.  

57. The information as to the infeasibility of achieving the final investment decision by 
March 2004 in the absence of joint marketing and sale of gas was a ‘material 
particular’ because the final investment decision was regarded as crucial to the date of 
commencement of operation of the field and the early commencement of operation of 
the field was regarded as giving rise to the benefits that were decisive in the 
authorisation being granted.  

58. In Decision 505 the projected delay between early gas production under joint 
marketing relative to the date of production under separate marketing was clearly 
material.  At the conference Todd indicated that the investment decision would be 
made in either event, but the key issue before the Commission was when it would be 
made.15  The Commission considered information provided by the Applicant, in 
particular the Applicants’ claimed that, due to the uncertainty and magnitude of the 
sunk investment required to develop Pohokura, long term contracts would need to be 
in place before investment approval could be given.16  Mr Agostini, an expert called 
on behalf of the Pohokura Joint Venture, indicated that separate marketing would not 
appear to be a suitable regime for the Pohokura Joint Venture because in New Zealand 

                                                 
14 Minister of Immigration, Local Government and Ethnic Affairs v Dela Cruz (1992) 110 ALR 367.  
15 Commerce Commission, Decision No. 505: OMV New Zealand Limited; Shell Exploration New Zealand 
Limited; Shell (Petroleum Mining) Company Limited; Todd (Petroleum Mining Company Limited, 1 September 
2003, para 285. 
16 Decision No. 505 at para 298. 
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arranging supply contracts individually as opposed to collectively would be more time 
consuming and would lead to higher costs.17  In the absence of authorisation, the time 
taken to enter into the contracts would be significant and, as a result, would delay the 
final investment decision.  

59. This was confirmed by the project schedules submitted by the Pohokura Joint Venture.  
Two schedules were provided to the Commission. One set out target dates in the 
development of the field in the absence of joint marketing, the other set out target 
dates where joint marketing was authorised.  Where joint marketing was authorised, 
the schedule indicated that the final investment decision would be made by 1 April 
2004.  Once the final investment decision had been made, construction would start 
straight away.  Construction activities were expected to take approximately two years, 
with first gas scheduled for the beginning of 2006 and full production capability 
scheduled for the second quarter of 2006.18  In the absence of joint marketing the final 
investment decision would not be made until 24 August 2010.19   

60. In April 2004 OMV, Shell and Todd chose not to jointly market and sell gas and 
embarked instead on separate marketing and sale.  They achieved the final investment 
decision by the end of June 2004, three months later than the target indicated in the 
production schedule submitted to the Commission under the joint marketing scenario 
and significantly earlier than the proposed final investment decision date in the 
schedule for separate marketing.  The three month delay between the target date of 1 
April 2004 and the actual date of the final investment decision may be attributable to 
difficulties encountered by the parties to the joint venture in reaching agreement on 
critical issues associated with the joint marketing and sale of Pohokura gas.  

61. If the information was false or misleading, it would be so “in a material particular” as 
the facts in issue are relevant and of moment and significance in relation to the 
grounds on which authorisation was sought. 

Conclusion on Jurisdiction 

62. On the information currently available to it, the Commission is satisfied that “there has 
been a material change of circumstances since the authorisation was granted”. If that 
conclusion is incorrect, and circumstances at the present time are not materially 
different from those obtaining at the time that Decision 505 was made, then the 
Commission considers the authorisation must have been granted on information that 
was false or misleading in a material particular. In either event, the Commission has 
jurisdiction under s 65(1) to revoke or amend the authorisation or grant another in 
substitution for it.  

63. The Commission’s conclusion is that it has jurisdiction to reconsider the authorisation 
granted in Decision 505. 

                                                 
17 Decision No. 505 at para 181. 
18 Decision No. 505 at para 291. 
19 Decision No. 505 at para 319. 
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EXERCISE OF THE COMMISSION’S DISCRETION 

Discretion of the Commission 

64. Once the Commission has found that it has jurisdiction under s 65 of the Act it must 
consider whether it should: 

• revoke the authorisation;  

• amend the authorisation; 

• revoke the authorisation and grant a further authorisation in substitution for it; or  

• allow the original authorisation to remain in effect, without amendment.  

65. Unlike the Trade Practices Act, the Commerce Act provides no direction on how the 
Commission should exercise its discretion and choose among each of the four options 
open to the Commission. 

66. Section 91 of the Trade Practices Act was similar to s 65 of the Commerce Act, until 
the Trade Practices Act was amended in 1998 by the Gas Pipelines Access 
(Commonwealth) Act.  That amendment resulted in s 91 being replaced by:  

• s 91A: Minor variations of authorisations; 

• s 91B: Revocation of an authorisation; and  

• s 91C: Revocation of an authorisation and substitution of a replacement. 

67. Previously, the Australian Competition and Consumer Commission (ACCC) had no 
power to make a minor variation to an authorisation but could revoke one altogether or 
revoke it and grant a new authorisation.  Following the 1998 amendments, the ACCC 
can make a ‘minor variation’ to an authorisation under s 91A only where it receives an 
application from the person to whom the authorisation was granted.  The ACCC must 
be satisfied that the variation is “minor,” and that the variation would not be likely to 
result in a reduction in the extent to which the benefit to the public of the authorisation 
outweighs any detriment. Miller’s commentary states: 

A “minor variation” is a single variation that does not involve a material change in the effect of 
the authorisation: s 87D.20

68. Miller notes that the section’s utility may be limited because the ACCC is explicitly 
required to form the view that the variation would not result in a lessening of public 
benefits.  

69. Sections 91B and 91C both require the ACCC to complete a public benefits and 
detriments analysis before revoking an authorisation or revoking and substituting a 
new authorisation.  Section 91C allows parties having an authorisation already in 
place to seek a substitute authorisation, where circumstances have changed and a new 

                                                 
20 Miller, R, Miller’s Annotated Trade Practices Act, 22nd ed, LBC Information Services, Sydney, 2001, p719. 
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formulation of the authorisation is required.  The process for doing so is very similar 
to that for granting an initial authorisation.  

70. The distinction drawn between a ‘minor variation’ and ‘substitution’ under the Trade 
Practices Act depends on the degree of change to the authorisation that is required.  
The Commission considers that that the distinction between ‘amending’ and ‘revoking 
and substituting’ under the Commerce Act also depends on the degree of change to the 
authorisation that is required.  An ‘amendment’ to an authorisation under the 
Commerce Act might be more significant than a ‘minor variation’ to an authorisation 
under the Trade Practices Act, as a ‘minor variation’ may be made on application by 
the authorised party and is defined by reference to ‘a single variation that does not 
involve a material change in the effect of the authorisation’.    

71. The Commerce Commission’s Decision No. 238 described an amendment to an 
authorisation as being appropriate when all the basic elements of the facts and 
reasoning on which the determination was based are still in place, but some material 
detail or details should be altered.21  Amendment of the existing authorisation is 
appropriate where it becomes apparent that the conduct has changed in a minor way or 
the benefits or detriments (or both) associated with the conduct in question differ in a 
minor way from those on which the authorisation was based, so that the authorisation 
should remain in force fundamentally unchanged but amended to reflect changes that 
may be required to ensure the benefits of the conduct are in future realised. 

72. Revocation is appropriate where it becomes apparent that the benefits of the conduct 
in question do not outweigh the detriments associated with the lessening in 
competition.  

73. Revoking and substituting a new authorisation is appropriate when the benefits or 
detriments associated with an authorisation have fundamentally altered, so that a 
‘fresh authorisation’ is justified.  An amendment would be appropriate where it is 
proposed to alter the existing authorisation but not to the extent that it would become, 
in effect, a new authorisation.  The existing authorisation would remain fundamentally 
unchanged, if it were ‘amended’.  Revocation and substitution of a fresh authorisation 
would be appropriate where it becomes apparent that the conduct has changed or the 
benefits or detriments (or both) associated with the conduct in question differ 
significantly from those on which the authorisation was based, so that a new 
consideration of the matter is warranted.  

74. The Commission considers that it might be appropriate to leave the existing 
authorisation in force in a case in which, despite information being false or 
misleading, there is no material change in circumstances and the benefits or detriments 
are the same as those that were considered at the time the authorisation was granted.  

The Commission’s Approach to the Exercise of its Discretion 

75. Todd submitted that: 

• the Commission cannot propose revocation without first undertaking proper 
analysis of whether an amended or substitute authorisation is appropriate; and 

                                                 
21 Commerce Commission, Decision No. 238: Revocation of Decision 221, 13 September 1989, p5. 
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• revocation would be likely to delay production because arrangements for the joint 
sale of gas are likely still to be necessary, either for first tranche gas or other (as 
yet unsold) gas, and the Pohokura Joint Venture would have to re-apply to the 
Commission for a new authorisation. 

76. Shell did not request amendment or substitution of the authorisation but asks that the 
Commission ‘…give due and proper consideration as to whether or not it is 
appropriate to revoke the existing authorisation’ and proposes it is necessary for the 
Commission to make a ‘thorough consideration of the costs and benefits’ by 
comparing ‘the factual (where the authorisation is revoked) with the counterfactual 
(where the authorisation remains on foot)’.  

77. OMV requested the opportunity to make further submissions to amend the 
authorisation, if the Commission determines it should be revoked or amended. 

78. The Trade Practices Act contains similar provisions to s 65 of the Commerce Act. 
Australian courts and the ACCC have considered how the decision making body 
should exercise its discretion once jurisdiction has been established.  While the 
relevant provisions are differently worded, the Commission notes that Australian 
precedent is generally regarded as persuasive by the New Zealand courts, and 
considers that New Zealand courts might apply a similar approach.  

79. The Trade Practices Act ss 91A, 91B and 91C all require the ACCC to conduct 
analyses to ensure that the benefits of the change continue to outweigh the detriments. 
Prior to amendment in 1998, the Trade Practices Act did not specifically link the 
discretion to revoke, or revoke and substitute a new authorisation, to the 
benefit/detriment analysis now required.  The Courts nevertheless implied that 
analysis into the exercise of the discretion. 

80. In Re Media Council of Australia & Ors,22 Lockhart J set out the appropriate test to be 
applied when considering whether to revoke an authorisation.  The case suggests that 
once the decision maker is satisfied that one of the three qualifying criteria has been 
met, then the decision maker has to determine, in the exercise of the discretion, 
whether or not such change of circumstances was of a kind, or of such magnitude or 
significance to warrant revoking the authorisation previously granted.  The 
determination of public benefit and detriment is relevant to both determining whether 
there has been a material change of circumstances and, if so, whether such change 
warrants revocation of the authorisation.  Lockhart J went on to say that, in the course 
of determining relevant public benefit and detriment, the decision maker should 
compare the position which would or would be likely to exist in the future, on the one 
hand if the authorisation were to continue, and on the other if it were absent.  This has 
been called the ‘future with and without test’. 

81. These tests were affirmed in Re AGL Cooper Basin Natural Gas Supply 
Arrangements, when the Federal Court considered the decision of the ACCC to revoke 
an authorisation and grant a further authorisation in substitution for it.  The Federal 
Court asked three questions: 

(1) Has there been a material change of circumstances since the authorisation was granted? 
(2) If so, should the authorisation be revoked? 

                                                 
22 Re Media Council of Australia & Ors (1996) ATPR 41-497, 42-225. 
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(3) If so, should there be granted a further authorisation in substitution for the authorisation so 
revoked?  

In answering the first question, there are two tests that may be applied, as discussed in Media 
Council (No 4) at 42,261: 

 
- Is the current conduct that is undertaken by the parties the conduct that was originally 

authorised; or is the original authorisation a dead letter? 
- Has there been such a change of circumstances since the date of the original authorisation as 

will likely have significant impact on the balance of public benefit and detriment? 
 

… To answer the second question, the Tribunal asks: what difference would revocation make to the 
future benefit and detriment to the public interest – the “future with and without test”.  
 
To answer the third question, we employ the Tribunal’s standard authorisation methodology, which 
also requires the application of the “future-with-and-without test” to establish the likely balance of 
benefit and detriment that would arise from the substitute conduct that it is proposed to authorise. 
23

82. Sections 91A, 91B and 91C of the Trade Practices Act are more prescriptive than s 65 
of the Commerce Act.  While a public benefit/detriment analysis is not explicitly 
required under s 65 of the Commerce Act, the Commission considers it relevant, and 
consistent with Commission practice in considering authorisation applications, to have 
regard to relevant benefits and detriments when considering how to exercise its 
discretion under s 65. 

83. The Commission concludes that when it decides that it has jurisdiction under s 65(1) 
of the Act, it should carry out a ‘now versus then’ comparison of the circumstances 
surrounding the authorisation at both the present time and at the time it was granted, as 
follows:  

• if, despite false or misleading information, the circumstances now are the same as 
they were at the time of the authorisation, the Commission should leave the 
existing authorisation in place.  In the Commission’s view, this will seldom occur 
when false or misleading information has been relied on and never where there has 
been a material change in circumstances; and 

• if, despite false or misleading information, circumstances are fundamentally 
unchanged and have altered in only a minor way, particularly as to the benefits and 
detriments of the authorised arrangement, the Commission may amend the 
authorisation, for example, by changing a condition on which it was granted, in 
order to ensure that the anticipated net benefits will in fact be achieved.  

84. Alternatively, if circumstances have changed, particularly as to the benefits and 
detriments associated with the authorised arrangement, then the Commission should 
consider whether or not to revoke the existing authorisation or revoke it and substitute 
a new authorisation. Depending on the circumstances of the particular case, 
amendment of the authorisation might be the appropriate course. In making this 
decision, the Commission must carry out the appropriate counterfactual analysis.  That 
is, it must compare the future benefits and detriments both ‘with and without’ the 
authorisation, as follows: 

                                                 
23 Re AGL Cooper Basin Natural Gas Supply Arrangements (1997) ATPR 41-593, 44,209.  
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• if mere revocation is being considered, the Commission should compare benefits 
and detriments in the future with the extant authorisation continuing in force, 
against benefits and detriments in the future with no authorisation in force; but 

• if, substitution of the extant authorisation by a fresh authorisation is being 
considered, the Commission should compare benefits and detriments in the future 
with the extant authorisation continuing in force, with benefits and detriments in 
the future with a substitute new authorisation in force.   

85. The Commission must be satisfied that the proposed amendment or substitution is 
necessary to ensure that the public benefits claimed for the conduct are in fact realised. 
This means that an amendment or a substitute authorisation should be tailored to meet 
the change in circumstances or change in benefits or detriments.  

Conclusion on the Exercise of Discretion 

86. The Commission has concluded that it has jurisdiction to consider whether to revoke, 
amend or grant a further authorisation in substitution for that granted in Decision 505.   

87. The Commission has considered and rejected Shell's view that it defer any decision on 
revocation until 'commercial dynamics have a chance to play out'.  Most of the gas 
which will be produced from the field up to 2012 has been sold and this gas will not 
be affected by the proposed substitute authorisation.  Nevertheless other gas (such as 
gas produced after 2012) could be transacted at any time and the Commission 
considers that the joint selling of this gas would lessen competition and should not be 
protected by Decision 505.  Consequently, it would be inappropriate to delay further a 
decision on the matter now before the Commission. 

SHOULD A FURTHER AUTHORISATION IN SUBSTITUTION BE 
GRANTED 

88. The preliminary conclusion to authorise the joint sale and marketing of ad hoc gas 
arose as a result of submissions received by the Commission on its initial draft 
determination.  Ad hoc gas was defined as any or all of: 

•  gas produced during the initial commissioning of the Pohokura field and its 
production equipment (also termed “commissioning gas”); 

• gas produced from time to time in quantities greater than the maximum rated 
output of the Pohokura gas production station (also termed “peaking gas”); and 

• and gas produced from the Pohokura field towards the end of its life when rates of 
gas production were falling (also termed “end of field gas”). 

89. The Commission received submissions opposing the preliminary view expressed in its 
revised draft determination that a further authorisation of joint marketing and sale of 
ad hoc gas should be granted. 

90. The Commission now considers that this would be best dealt with in the context of a 
new application for authorisation allowing the opportunity for the parties to frame the 
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appropriate authorisation and for the potential competition issues to be fully tested in 
the manner envisaged by the authorisation provisions set out in the Act.  

91. The Commission, therefore, concludes that it will not exercise the power under s 65 to 
grant a further authorisation in substitution for that granted in Decision 505. The 
Commission will consider an application for a new authorisation if and when the 
parties make one. 

ANALYSIS OF BENEFITS AND DETRIMENTS OF REVOKING THE 
AUTHORISATION GRANTED IN DECISION 505 

92. In considering whether to exercise its discretion under s 65 of the Act the Commission 
has regard to the public benefits and detriments of revocation. 

The Factual and the Counterfactual 

93. For the purpose of this exercise, the Commission has compared the factual scenario 
with the counterfactual scenario. 

94. The counterfactual is the continuation of the authorisation granted in Decision 505 
whereby gas from the Pohokura field may be jointly marketed and sold without being 
at risk of breaching the Commerce Act. 

95. The factual is the likely outcome with Decision 505 revoked.  Any gas from the field 
which is jointly marketed and sold may be at risk of breaching Part II of the Act. 

Market Definition 

96. The purpose of defining a market is to provide a framework within which the 
implications for competition and the concomitant implications for public benefits and 
detriments of the arrangements can be analysed.  The relevant markets are those in 
which competition may be affected by the arrangement being considered, and in which 
the application of Part V of the Act can be examined. 

97. Section 3(1A) of the Act provides that: 

 .. the term ‘market’ is a reference to a market in New Zealand for goods and services as well as other 
goods or services that, as a matter of fact and commercial common sense, are substitutable for them. 

98. The relevant principles relating to market definition are set out in Telecom v 
Commerce Commission (199124) (“the AMPS A case”) and in the Commission’s 
Mergers and Acquisition Guidelines. 

99. In Decision 505 the Commission defined the relevant market as being that for the 
national natural gas production (and first point of sale) market (‘the gas market’). 

100. The parties in the gas sector have submitted at various times, most recently in the 
context of the Commission’s Inquiry into whether gas pipeline services should be 
controlled, that other energy forms are sufficiently substitutable for gas to place them 
within the one product market for the purpose of competition analysis.  The 

                                                 
24 Telecom Corporation on New Zealand Ltd v Commerce Commission (1991) 4 TCLR 473. 
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Commission in its Inquiry report (and in earlier decisions on energy sector matters) 
has concluded that while there is a degree of competition between different energy 
forms, that competition is not sufficiently strong to justify using a single energy 
market.  

101. While market circumstances have changed since that time, these changes have not 
been such as to affect the appropriateness of that market definition used in Decision 
505 for assessing the impact of collective or separate selling of Pohokura gas. 

102. Accordingly, the Commission has used the national natural gas production (and first 
point of sale) market in its analysis below. 

Competition 

103. A key element to competition in the gas production and first point of sale market is 
ownership of gas fields, the output of those fields, and their reserves.  The following 
table has been compiled by the Commission and is based, in part, on information in 
the Ministry of Economic Development’s July 2005 Energy Data File and also on 
estimates made by the Commission.  It is intended to be indicative only. 

Table - Estimated Gas Reserves at December 2004 and Production in 2004  
 
Field Owner Reserves 

(PJ) 
% Production 

2004 (PJ) 
% 

Maui – 
Legacy Gas 

Shell 84% OMV 10% 
Todd 6% 

146 8 106 66 

Maui – 
ROFR Gas 

Shell 84% OMV 10% 
Todd 6% 

200 10 - - 

Kaimiro/ 
Ngatoro 

Greymouth Petroleum 8 1 1 1 

Kapuni Shell 50% Todd 50% 258 14 25 16 
McKee Todd 100% 77 4 8 5 
Mangahewa Todd 100% 47 2 7 4 
Rimu Swift 100% 74 4 4 2 
TAWN Swift 100% 43 2 10 6 
Pohokura 

(Producing 
from 2006) 

Shell 48% OMV 31% 
Todd 16% 

750 39 - - 

Kupe 
(Producing 
from 2007) 

Origin 50%, Genesis 
31%, NZOG 19% 

309 16 - - 

Total  1912 PJ 100% 161 PJ 100% 
 

104. Much of the gas in the above fields is committed to meeting existing supply contracts.  
For instance: 

• Maui legacy gas is committed to the Crown which in turn has contracts to supply 
that gas to NGC, Contact Energy and Methanex.  These transactions are made at 
contract prices which are considered to be substantially below current market 
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prices for gas; 
 

• the sellers of Maui ROFR25 gas (Shell, OMV and Todd) may sell that gas at 
market prices but must first offer the gas to NGC, Contact Energy and Methanex; 
  

• half the output of the Kapuni field is committed to NGC.  The remaining half is 
sold separately by the field owners – Shell and Todd; and 
 

• the great majority of the output of the Pohokura field until around 2012 is 
committed to meeting supply contracts already entered into separately by Shell, 
OMV and Todd. 

105. New entry into the petroleum exploration is subject to a licensing regime, but this 
regime is not considered a significant barrier to new exploration. 

106. It is noted from the above table that current gas fields in which at leat one of Shell, 
OMV and Todd has a substantial interest account for around 77% of the country’s 
known gas reserves. 

107. In the projections used in Decision 505 the Commission suggested that new fields 
might produce 35 PJ per annum from 2008 until 2013 and 60 PJ per annum thereafter.  
This type of assessment is always very speculative, especially in the later years, but 
the Commission has received no additional information to justify a move away from 
these “best estimates”. 

Weighing Benefits and Detriments 
Introduction 

108. The following analysis assesses, in general terms, the net public benefits of revocation 
of Decision 505.  The Commission notes that it has not had the benefit of having these 
assessments tested by industry participants and others as would occur in an 
authorisation application case.  However, the analysis has the benefit of information 
obtained and tested during the consideration of the original authorisation in 2003.  The 
Commission has also had regard to the submissions of Shell, Todd and OMV in this 
instance. 

109. Only benefits and detriments arising from a revocation are taken into account in this 
analysis.  The analysis does not incorporate any benefit or detriment for the timing of 
first production from the development of the field.  The Commission considers that 
timing is not materially affected by whether gas is sold jointly or separately, or by the 
Commission’s decision in this instance. 

110. In assessing benefits and detriments the Commission notes that the factual scenario 
(i.e. the situation with revocation) may still see some gas sold jointly if such sales do 
not lessen competition.  It has been suggested that sales of commissioning gas, 
peaking gas and gas at the end of the life of the field may fall into this category, 
although the Commission has not reached a firm conclusion about this.  However the 

                                                 
25 “Right of first refusal” gas is that gas remaining in the Maui field which may be sold at market, rather than 
Maui contract, price, in terms of the “Strawman” agreement. 
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Commission considers that the joint sale of sale of a large proportion of the gas in the 
Pohokura field would be prohibited in the factual.  

Summary of Major Assumptions Used in the Analysis 

111. The facts and assumptions used in this analysis include: 

• the Pohokura field will commence production in 2006 irrespective of whether the 
factual or counterfactual is adopted; 

• most gas to be produced from the field up to 2012 has been either committed to 
meeting gas sale agreements entered into separately or will be marketed and sold 
jointly in both the factual and counterfactual; 

• the Pohokura joint venture partners will, in the counterfactual, choose to market 
and sell all gas produced after 2012 jointly.  This is the conservative approach 
from the Commission’s perspective.  The Commission recognises that the parties 
may choose to market and sell some future tranches of gas separately (that is, they 
may continue to sell in the manner in which they have chosen to sell the initial 
tranche) even if the current authorisation remains extant.  However of relevance to 
the Commission is that in the counterfactual they would be free to sell all gas 
jointly;  

• the gas which will be marketed and sold separately in the factual and jointly in the 
counterfactual will be no more than 50% of the total current reserves in the 
Pohokura field – the remaining gas in the field is already committed to the 
contracts separately entered into by the  parties; and 

• the pattern of production from the field in the factual is likely to be similar to that 
in the counterfactual – the key determinants being the design of the production 
facilities and the incentive to optimise the value of the liquids produced from the 
field, and these would be unaffected by revocation. 

Benefits  

112. The principles used by the Commission in evaluating benefits and detriments are set 
out in Guidelines to the Analysis of Public Benefits and Detriments and in various 
Commission determinations including in Decision 505 (paragraphs 397-409).  In the 
current case the following factors are relevant to the assessment of benefits and 
detriments: 

• as more gas will be sold separately in the factual compared with the 
counterfactual, the factual will produce a more competitive outcome;  

• the extent to which the market will be more competitive in the factual is difficult to 
assess with any precision.  It depends in part on how much ‘independent’ gas from 
alternative fields is available by the time the next tranche of Pohokura gas is 
placed on the market.  It is possible that competition concerns arising from the 
joint marketing of Pohokura gas would be significantly lessened if Pohokura gas 
(and other gas under the control of the Pohokura JV parties) represented only a 
small proportion of total gas available to the market; 
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• while in general it can be concluded that a firm (or a joint venture) with market 
power may seek to limit output (and thereby increase prices and reduce consumer 
welfare), in this instance the level of output from Pohokura is likely to be 
reasonably similar in the factual and counterfactual.  Output will be strongly 
influenced by the design of the production facilities (which has already been 
determined) and by the incentive on the parties to optimise the production of 
liquids from the field; and  

• the method of selling in the factual and counterfactual differs only after 2012 (after 
which it is assumed that the gas will be sold predominantly separately in the 
factual and jointly in the counterfactual).  Consequently many of the benefits 
associated with this difference occur well into the future and will need to be 
discounted to be expressed in 2006 dollar values; 

113. The benefits the Commission has attributed to revocation are considered below under 
the headings of allocative, productive and dynamic efficiencies. 

Allocative Efficiency 

114. Allocative efficiency relates to the extent to which production levels match the 
quantity that is most beneficial to society. 

115. In Decision 505 the Commission stated that joint marketing would result in a loss of 
allocative efficiency.  This loss was described by the Commission as being ‘moderate 
but significant’. 

116. The factual background to Decision 505 was, of course, different from that which the 
Commission must now take into account.  In the present scenario the amount of gas 
which may be sold separately in the factual and jointly in the counterfactual is likely to 
be no more than half the output of the field, and that gas will not be produced until 
post 2012.     

117. The Commission considers that joint marketing in the counterfactual would impact 
adversely on allocative efficiency.  Notwithstanding that the broad production 
parameters are likely to be similar in the factual and counterfactual (as discussed 
above) there remains some incentive on the parties to take advantage of any market 
power associated with joint marketing to limit output to less than efficient levels. 

118. The Commission has concluded that revocation would be likely to see more efficient 
levels of production than the counterfactual, and that this will produce moderate 
benefits to the public. 

Productive Efficiency 

119. Productive efficiency is a measure of resources used to produce a particular output.  
An improvement in productive efficiency can be achieved by a firm reducing its costs 
(that is, by using fewer or less valuable resources) to produce the same output.  
Competition generally provides a strong incentive on firms to enhance productive 
efficiency. 

120. It is possible that productive efficiencies can also be achieved by competitors sharing 
functions.  For instance in Decision 505 the Commission noted that with joint 

 



 
31

marketing the cost of marketing gas would be shared by the joint venture partners and 
that this would reduce the cost to be borne by each.  This productive efficiency was 
considered likely to be small because marketing represents only a very small 
proportion of the total costs incurred by producers.  

121. In the current case the Commission has considered the likely productive efficiency 
gain from separate marketing (arising from competitive pressure to be efficient) and 
that from joint marketing (arising from a sharing of marketing costs with joint 
marketing).  It has concluded that overall revocation and an attendant greater amount 
of separate marketing would be slightly more productively efficient than the 
counterfactual. 

122. The Commission has attributed a small public benefit to this matter. 

Dynamic Efficiency 

123. Dynamic efficiency is concerned with the speed with which an industry adopts new 
and superior technology and produces sought after new products.  Competition is 
generally considered to act as a stimulus to dynamic efficiency, and market power and 
regulation as retardants. 

124. In Decision 505 the Commission noted that the production function at Pohokura 
would not be affected by which form of selling was chosen as joint decision making 
on production matters would be a feature of both scenarios. This continues to be the 
case.  Thus new or improved production technology is equally likely to be adopted in 
the factual and counterfactual. 

125. Of much greater significance to this case is the way the gas sector is likely to develop 
in the future.  The production side is currently highly concentrated with the most 
significant parties by far being Shell, OMV and Todd – the Pohokura JV partners - 
while the demand side is also limited to a small number of major players.   

126. The Commission in Decision 505 noted that the then Government Policy Statement 
(GPS) stated that future production of gas from an increased number of smaller gas 
fields will require more sophisticated pro-competitive arrangements, and that gas 
industry participants, in conjunction with consumers, should develop arrangements 
which, inter alia, promote enhanced competition where possible and, where it is not, 
seek outcomes that mirror as far as possible those that would apply in competitive 
markets.  The Commission in that Decision considered that a lack of depth to the gas 
market reflected in the limited number of participants on both the supply and demand 
sides would inhibit the development of a more competitive, and therefore a more 
dynamic marketplace. 

127. The Commission stated in Decision 505 that the potential for the Pohokura field to 
ameliorate the lack of depth problem would be lost if gas from the Pohokura field was 
sold jointly rather than separately.  Therefore there was a risk that joint marketing of 
gas from the Pohokura field would slow the development of a more dynamic market. 

128. Since that time the Government in October 2004 released a new GPS on gas 
governance which among other matters stated that the Government’s overall policy 
objective for the gas industry is: 
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“To ensure that gas is delivered to existing and new customers in a safe, efficient, fair, reliable, 
and environmentally sustainable manner.” 

129. Further the Gas Industry Company Ltd (GIC) has been formed.  The GIC is an 
industry owned entity established under the Gas Act 1992.  As the industry body it is 
the co-regulator of the gas industry working with both the Government and the gas 
industry to develop outcomes that meet the Government’s policy objectives as stated 
in the GPS on gas governance.  Its principal objective is to ensure that gas is delivered 
to existing and new customers in a safe, efficient and reliable manner. 

130. The GPS and the GIC will clearly play an important role in the future development of 
the gas industry.  The Commission considers that meeting the GIC and GPS objectives 
would be facilitated by a dynamic market.  As discussed in Decision 505, competition 
is an important element for of a dynamic market, and this in turn requires market 
depth with industry participants acting independently of each other.  

131. The Commission places considerable value on the facilitation of a more dynamic gas 
market in New Zealand.  Because revocation is likely to produce a more competitive 
outcome, it is likely to assist in this regard  

Detriments 

132. The Commission has considered whether the benefits claimed for joint marketing 
would be lost with the revocation of Decision 505.  

133. The principal benefits claimed for joint marketing were early production from the 
field, lower production and transaction costs, lower facility costs, lower appraisal and 
design costs, optimal pool depletion, avoidance of the need to put a balancing 
agreement in place, increased exploration incentive and positive impact on the 
environment. 

134. The claims relating to early production from the field are not relevant to the current 
analysis.  As noted above the factual and counterfactual assume the same date for first 
production. 

135. The claims relating to lower facility costs, extra appraisal or design costs, increased 
exploration incentives and positive impact on the environment were given limited or 
no weight in Decision 505.  Accordingly the inability to gain some or all of these 
‘benefits’ in the factual in this case has been given limited or no weight in this 
consideration of the revocation of that Decision. 

136. The appraisal and design costs have already been incurred and are therefore unaffected 
by whether gas is sold jointly or separately in the future. 

137. As contracts have already been entered into for separate selling of some gas, the cost 
of putting in place a gas balancing agreement will be common to both the factual and 
the counterfactual.  A gas balancing agreement is required for either scenario. 

138. The Commission in Decision 505 attributed a small amount of public benefit to the 
greater flexibility which sellers might have if they sold jointly rather than separately.  
It considered that joint marketing may assist the parties to meet the requirements of 
individual customers on such matters as off-take terms, swing, risk, and so on.  
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However, as most of the output until 2012 has now been sold it is considered that 
these benefits would not be materially affected by the revocation of Decision 505. 

139. The Commission reiterates that if circumstances post 2012 require joint marketing and 
sales of Pohokura gas, an application for authorisation could be made to the 
Commission at that time. 

140. In Decision 505 the Commission attributed a small benefit to lower transaction costs 
from joint marketing.  It reached the view that joint marketing would enhance 
information flows and coordination and lessen the areas for dispute between the 
parties and that therefore joint marketing could lessen the potential for litigation.  In 
retrospect this view seems perhaps excessively optimistic.  Notwithstanding the 
Commission’s authorisation of joint marketing in Decision 505, there have to date 
been frequent disputes between the joint venture parties.  Whether the revocation of 
Decision 505 has the potential to make this situation any worse seems doubtful. 

Balance of the Benefits and Detriments 

141. As discussed above, the Commission, when comparing the factual and counterfactual, 
has characterised the allocative efficiency benefits from revocation of Decision 505 as 
being moderate, the productive efficiency benefits as being small and the dynamic 
efficiency benefits as being potentially significant. 

142. The Commission considers that the detriments from revocation are not significant. 

143. On balance it is considered that the benefits of revocation of the authorisation are 
likely to outweigh the detriments. 

OTHER MATTERS TO WHICH THE COMMISSION HAS HAD 
REGARD 

144. In reaching its determination, the Commission also considers that: 

• when there has been a material change in the circumstances since the granting of 
authorisation, as in this case, the correct answer in the new circumstances is most 
likely to be arrived at if the Commission’s normal authorisation processes are 
followed.  That means the best course of action is to revoke the extant 
authorisation, it then being open to the parties to reapply for authorisation if they 
consider that remains appropriate in the new circumstances; and 

• the Commission noted in Decision 505 that without the, now absent, nexus 
between joint marketing and sale of Pohokura gas and early production from the 
field, it would not have authorised the joint marketing and sale.  There is now no 
persuasive evidence of a net public benefit if the authorisation remains in place.  In 
the Commission’s view an authorisation of anti-competitive behaviour without 
demonstrable net public benefit should not continue to exist. 

CONCLUSIONS LEADING TO THE DETERMINATION 

145. The Commission’s conclusions, on the information available to it at this time, are that: 
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• a material change in circumstances has occurred subsequent to the date of the 
authorisation granted in Decision 505.  However, if that is not correct and if 
circumstances now are not materially different from those at the time of Decision 
505, then the authorisation must have been granted on information that was false 
or misleading in a material particular; 

• as a result, the Commission has jurisdiction to consider whether to revoke, amend, 
or grant a further authorisation in substitution for the authorisation granted in 
Decision 505;  

• after taking account of submissions received, the appropriate course of action is to 
consider revoking the authorisation granted in Decision 505, rather than either 
amending the authorisation or revoking the authorisation and granting a further 
authorisation in substitution for it; 

• the Commission must compare benefits and detriments in the future with the 
existing authorisation continuing in force, with benefits and detriments in the 
future without any authorisation of joint marketing and sale of Pohokura gas in 
force; 

• given that analysis, the Commission considers net public benefits will arise from 
the revocation of the authorisation granted in Decision 505; and 

•  the Commission should revoke that authorisation. 

DETERMINATION  

146. The Commission now determines, pursuant to section 65 of the Commerce Act 1986, 
to revoke the authorisation granted in Decision 505.  The Commission further 
determines, pursuant to section 65, to neither amend, nor grant a further authorisation 
in substitution for, the authorisation granted in Decision 505. 
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FORM OF APPLICATION FOR AUTHORISATION OF A RESTRICTIVE TRADE 
PRACTICE PURSUANT TO SECTION 58 OF THE COMMERCE ACT 1986 

1 An applic ation for authorisation of a restrictive trade practice is hereby 
made in terms of section 58 of the Commerce Act 1986 (“the Act”) by: 

Preussag Energie GmbH 
Level 27 Majestic Centre 

100 Willis Street  
P O Box 2621 
Wellington 

Telephone: 04 471 1453 
Facsimile: 04 471 1449 
Attention: David Salisbury 

Shell Exploration New Zealand Limited/Shell 
(Petroleum Mining) Company Limited 

3 Queens Wharf 
P O Box 2091 
Wellington 

Telephone: 04 498 0403 
Facsimile: 04 463 4026 
Attention: Murray Jackson  

  

Todd (Petroleum Mining Company) Limited 

Level 13 Todd Building 
Cnr Brandon Street & Lambton Quay 
P O Box 3141 

Wellington 
Telephone: 04 471 6553 
Facsimile: 04 472 2474 

Attention: Chris Hall/Rodney Deppe 

 

2 All correspondence and notices in respect of this application should be 

directed in the first instance to: 

Chapman Tripp 

1-13 Grey Street 
P O Box 993 
Wellington 

Telephone: 04 499 5999 
Facsimile: 04 472 7111 
Attention: Mark Berry / Morag Bond 
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TRADE PRACTICE 

Description of proposed arrangements 
3 This application relates to a practice of a kind detailed in section 58(2) of 

the Act. 

4 Preussag Energie GmbH (“Preussag”), Todd (Petroleum Mining Company) 

Limited (“Todd”), Shell Exploration New Zealand Limited and Shell 
(Petroleum Mining) Company Limited (“Shell”) (collectively the “Pohokura 
JV parties”) seek authorisation to enter into arrangements to jointly market 

and sell gas produced from the Pohokura field. Specifically, authorisation is 
sought for the Pohokura JV parties: 

4.1 to discuss and agree on all relevant terms and conditions, including 
price, quantity, rate, specification and liability for the joint sale of gas 
from Pohokura; and  

4.2 to negotiate and enter into contracts for the sale of Pohokura gas 
jointly (i.e. as one seller). 

5 Authorisation is not sought for gas supply contracts between the applicants 
and purchasers of the gas. The Pohokura JV parties have not yet settled 

upon the content of these proposed arrangements. The applicants and the 
purchasers will assess these contracts under the Commerce Act at a later 
point in time. 

6 There is precedent for the Commerce Commission (“the Commission”) to 
grant authorisation to the joint marketing and sale of gas prior to the 

parties entering into contracts for the sale of gas.  The Australian 
Competition and Consumer Commission (“the ACCC”) granted authorisation 
to the Northwest Shelf Producers for co-ordinated marketing of gas in the 

absence of gas supply contracts: see Northwest Shelf Project Determination 
(1998) ATPR (Com) 50-269.  

7 Authorisation for joint marketing of gas is sought for the life of the field. 
Provided authorisation is granted, the Pohokura JV parties expect that 
Pohokura will commence long-term production in late 2004.  Based on the 

estimated range of reserves and expected production rates, it is expected 
that Pohokura will produce until around 2020. 

8 The Pohokura JV parties request that the authorisation extend to the 
respective successors and permitted assigns of a participating interest in 
Petroleum Exploration Permit (“PEP”) 38459 (the Pohokura permit) and the 

PEP 38459 Joint Venture.  
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Background 

9 The Joint Venture Operating Agreement in respect of Petroleum Exploration 
Permit 38459 (“The Pohokura JVOA”), attached as Appendix 1, empowers 
the Pohokura JV parties to jointly market and sell gas produced from the 

Pohokura field.  The Pohokura JV parties are now well advanced in their 
discussions concerning internal organisational arrangements for this field.  
As yet, however, there are no concluded arrangements between the parties 

relating to the process of joint marketing and sales.   

10 This application relates solely to the proposal of the Pohokura JV parties to 

jointly market and sell gas produced from the Pohokura field.  Authorisation 
of joint marketing will enable the Pohokura JV parties to make decisions to 
develop the field in a timely fashion, and will result in the field being 

developed much sooner than would otherwise be the case.   

11 Authorisation will also send a pro-competitive signal to the marketplace.  

An assurance that joint marketing of gas is permissible will act as an 
incentive to further participation in exploration and production.  

Why the Pohokura JV parties are applying for authorisation 
12 This application is made out of an abundance of caution.  In terms of 

section 58(2) of the Act, the Pohokura JV parties apply for an authorisation 

on the basis that they wish to jointly market gas, to which sections 27 
and/or 30 might  apply.  

13 The Pohokura JV parties do not consider that sections 27 or 30 of the Act 
apply to the proposed joint marketing. The Pohokura JV parties submit 
that: 

13.1 the prohibition on price fixing contained in section 30 of the Act does 
not apply to joint marketing by virtue of the joint venture exemption 

(section 31 of the Act); and 

13.2 the section 27 prohibition does not apply. The applicants submit that 

joint marketing has neutral or pro-competitive effects on competition 
when compared with any of the factual scenarios which may exist 
“but for” authorisation of joint marketing (“the counterfactuals”).  

Further details on the pro-competitive elements of this proposal are 
set out in paragraph 75 below. 
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14 However, for the purposes of this application only, the Pohokura JV parties 

concede that there is inevitably, in a matter of this kind, room for argument 
as to whether the proposed arrangements might be likely to have an anti-
competitive effect and, given the significant costs involved in the 

development of the Pohokura field, they wish to ensure as far as practicable 
that joint marketing will be immune from legal challenge by a disaffected 
party. The applicants submit that any anti-competitive detriment is 

outweighed by the benefits to the public (including long term benefits to 
the competitive process arising from development of the field and further 
exploration) and are such that joint marketing should be given effect to.  

The benefits to the public that will result or are likely to result from the 
trade practice are described fully in the report prepared by Charles River 

Associates, (the “CRA report”), attached as Appendix 2. 

The necessity for joint selling 
15 Authorisation is sought for joint marketing as there is no other feasible 

means of marketing gas sourced from Pohokura. 

16 The immaturity of the New Zealand gas market means that the practical 
problems the Pohokura JV parties would face in separately marketing gas 

would be difficult if not impossible to overcome.  Substantial welfare losses 
will occur if joint marketing is not authorised.  Absent joint marketing, a 
substantial delay in the development of the field is expected, at a time of 

scarcity of resource.  In addition, separate marketing would result in 
significant extra transaction and production costs, and sub-optimal field 
depletion. This would impact significantly on the value of the field, and that 

effect would have the potential of significantly reducing exploration 
incentives in New Zealand. 

17 This application is seeking authorisation for what is a standard industry 
approach to the marketing and sale of gas.  There has been co-ordinated 
marketing of gas in all jointly owned New Zealand and Australian gas 

fields.1 

18 The ACCC has consistently recognised that separate marketing in the 

various Australian markets is not feasible, and that production would not 
commence unless joint marketing was authorised. The decisions of the 
ACCC, its predecessor the Australian Trade Practices Commission, and the 

Australian Trade Practices Tribunal are summarised in Appendix 3 
attached. In all cases authorisation has been given. 

                                        

1 It is sometimes erroneously thought that Kapuni gas is separately marketed.  However, all 
gas is purchased direct from the joint venture parties including gas purchased by Nova Gas 
Limited (a Todd subsidiary). 
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19 Indeed, in the Mereenie Producers – Gasgo Sales Agreement 

Determination, the ACCC considered that: 

the key issue in the context of this and other similar authorisation 

applications, however, is not necessarily whether separate marketing 
is superior to joint marketing, but rather whether separate 
marketing is feasible in the particular market.  

[emphasis added] 

Mereenie Producers – Gasgo Sales Agreement Determination 1999:  

para 6.2.2. 

20 The ACCC decisions suggest that separate marketing is only common place 

in “commodity” gas markets such as the United Kingdom and North 
America, where the physical production and delivery of gas is separated 
from the contractual sales. The Australian gas markets are described in 

contrast as “contract” or “project” markets2 where gas is only produced to 
meet specific contractual obligations. Like Australia, gas in New Zealand is 
only produced to meet specific contractual obligations.3 

21 The ACCC in the Northwest Shelf Project Determination identified the 
market features necessary to support separate marketing: 

• a large number of competitive suppliers; 

• a large number of customers; 

• a range of storage facilities close to demand; 

• gas brokers and aggregators; 

• gas related financial markets; and 

• significant short term and spot markets. 

                                        

2 Mereenie Producers – Gasgo Sales Agreement Determination: para 6.2.2. 

3 For calendar year ended 2001: Maui produced 191.49 PJ of gas (net) 100% of which was 
committed to the Crown; McKee produced 8.59 PJ of gas (net), 100% of which was committed 
to Methanex New Zealand Limited; the TAWN fields produced 11.98 PJ of gas (net) of which 
100% was committed to Contact Energy Limited; Kamiro and Ngatoro produced 1.64 PJ of gas 
(net) 100% of which was committed to Natural Gas Corporation; Kapuni produced 24.86 PJ of 
gas (net) 100% of which is committed to either Kapuni Gas Contracts Limited or to Nova Gas 
Limited; Mangahewa produced 3.13 PJ of gas (net), 100% of which was committed to 
Methanex New Zealand Limited.   
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22 None of these features are present in the New Zealand gas production 

industry. Nor are these developments likely to occur by the date of 
commencement of production from Pohokura, and probably for the 
expected life of the field.  

23 We address the features identified by the ACCC in Northwest Shelf: 

23.1 there are only a small number of participants in the gas production 
market. Shell, Todd, Swift Energy, Greymouth Petroleum,  NZOG and 
Indo Pacific are the only current participants.  On commencement of 

production from Pohokura,  Preussag will be added to this list; 

23.2 the demand side of the New Zealand gas production market is very 

thin. The main purchasers are Contact Energy Limited, Genesis 
Power Limited, Methanex New Zealand Limited, Natural Gas 
Corporation, Nova Gas Limited and Ballance (Kapuni) Limited  

(although the potential pool of participants is much larger including 
large industrials and co-generators); 

23.3 there are no storage facilities for natural gas in New Zealand;4 

23.4 there are no firms in New Zealand performing a gas broking or 

aggregating role;5 

23.5 there is no gas related financial market in New Zealand which could 

offer futures and options contracts; and 

23.6 there is no spot market of any significance in New Zealand.  The 

limited depth of the New Zealand market, in terms of the small 
number of both suppliers and purchasers make it unlikely that a gas 
related financial market or a spot market (of the requisite depth) will 

develop. 

24 In the absence of the market developments identified above, the Pohokura 

JV parties are unable to overcome the essential problems faced when gas is 
separately marketed.  The essential problems arise from:  

24.1 the need to co-ordinate development and operation; 

                                        

4  While producing reservoirs could be considered, technically, storage facilities (on the basis 
that all gas not immediately extracted is stored) this is clearly not the consideration the ACCC 
had in mind.   

5    Contact and NGC have performed a very limited aggregation role by purchasing gas from a 
number of fields and either using the gas for their own consumption or for resale to retailers 
and end-users in a limited capacity as wholesalers. 
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24.2 the need to co-ordinate substantial investment in the field; 

24.3 the significant uncertainty in costs, revenues, deliverability and 
recoverable reserves over the life of the field (for example, the size 

of a field’s economically recoverable reserves and hence high degree 
of risk); 

24.4 the inevitable divergence between entitlement and off-take for each 
producer; and 

24.5 the incentive to over extract leading to sub-optimal depletion.  This 
difficulty arises from the “common property” characteristic 6 of gas 
and oil reservoirs. 

25 These features of gas production are set out more fully in section 2 of the 
CRA report.  

26 In attempting to separately sell gas produced jointly, pursuant to contracts 
negotiated individually, the Pohokura JV parties would face a number of 

insurmountable problems.  Contracts negotiated without co-ordination will 
consequently contain different extraction rates, quantity, term, etc.  The 
practical problems faced by the Pohokura JV parties include determining 

how they would: 

• apportion the costs of appraisal, development and operation; 

• apportion facilities access; 

• appropriately allocate risk, in particular reserves risk; 

• apportion uplift rights; 

• apportion field deliverability; 

• apportion all products recovered; and 

• appropriately adjust overlift and underlift.  

27 In commodity or developed gas markets the divergence between 
entitlement and sales (the “overs” and “unders”) can be mitigated by a gas 

balancing arrangement.  Other mitigating circumstances include storage 
facilities and the ability of brokers to aggregate parcels of gas from 

                                        

6  The common pool property is where no one party has the right or the ability to exclude 
another firm from using its portion of the resource.  This has been shown to lead to 
opportunism, sub optimal depletion and over extraction. 
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different sources. A gas balancing arrangement can also assist in resolving 

conflicting interests caused by different gas sales contracts and hence the 
incentive to over extract. 

28 Conceptually, there are three gas balancing arrangements which can 
correct this divergence: 

28.1 gas storage; 

28.2 cash balancing; and 

28.3 in kind balancing. 

29 The problems with these options are set out in section 5.3.2 of the CRA 
report. These problems are unlikely to be resolvable in New Zealand in the 
foreseeable future.  

ARRANGEMENT NOT ALREADY ENTERED INTO 

30 The application sought does not relate to a contract or arrangement which 
has already been entered into. Section 59 of the Act does not prevent the 
Commission from granting this application. 

PERSONS AFFECTED BY THE PRACTICE 

31 The persons directly affected by the trade practice are both the companies 
which enter into agreements to purchase gas from Pohokura and the 
unsuccessful bidders for gas from Pohokura. The names and addresses of 

companies which are potential purchasers of Pohokura gas, are set out in 
Appendix 4 attached. 

32 Other parties likely to be affected by the practice include potent ial 
competitors to the Pohokura JV parties in both the gas production and 
wider energy markets.  

33 Parties indirectly affected include the end users of gas produced from 
Pohokura.  Such class of end user is likely to include gas and electricity 

users (industrial, commercial and domestic) and the purchasers of products 
produced by the industrial and commercial users of Pohokura gas. 

MARKET AND COMPETITION CONSIDERATIONS 

34 The competition analysis in this application proceeds in the following 

sections: 

• market definition; 
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• the choice of counterfactual; and 

• competition considerations arising from the application of sections 27 
and 30. 

Market Definition 
35 Section 3(1A) of the Act defines a market as: 

a market in New Zealand for goods or services as well as other goods 
or services that, as a matter of fact and commercial commonsense, 

are substitutable for them. 

36 As the Commission has previously noted, a market will be defined in terms 

of four characteristics or dimensions: 

• the goods or services supplied and purchased (the product dimension); 

• the level in the production or distribution chain (the functional level); 

• the geographic area within which the goods are supplied (the 
geographic extent); and 

• the temporal dimension of the market (the time frame).7 

Product 

37 The Commission recently considered several clearance applications relating 
to the gas industry.  In Decision Nos. 408 and 411, Shell Exploration / 
Fletcher Challenge Energy and Decision No. 443 Shell Overseas Holdings / 

The Owner of the TAWN fields, the Commission conc luded that there is a 
discrete product market for gas as opposed to other forms of energy such 
as electricity.  That is, different forms of energy are not generally 

substitutable for gas. 

38 For the purposes of this application only, the Pohokura JV parties accept 

that the product market at issue is gas. 

Function 

39 In Decision No. 408 the Commission concluded that production and 
wholesaling functions in the gas industry involve separate market levels.  
Again, for the purposes of this application only, the parties accept that 

there are separate production and wholesale functional levels to this 
market.  However, not all transactions involving gas sourced from Pohokura 

                                        

7 Practice Note: 4 The Commission’s Approach to Adjudicating on Business Acquisitions under 
the changed threshold in section 47 – A test of substantially lessening competition, 
paragraph 3.1. 
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will be supplied to wholesalers for the purpose of resale.  This will depend 

on the identity of the companies which enter into gas supply agreements 
with the Pohokura JV parties. 

Geographic 
40 In Decision No. 408 the Commission concluded that the relevant markets 

were national.  The applicants adopt this approach for the purposes of this 

application. 

Time Dimension 

41 The pre-2009 and post-2009 dichotomy adopted by the Commission in 
Decisions Nos. 408 and 411 is now inappropriate. 

42 An inter-temporal split was adopted in Decisions Nos. 408 and 411 to 
reflect the distinct difference in gas supply which would be exhibited in 
different time periods due to the expected depletion of Maui and 

subsequent contractual adjustments by major acquirers leading up to the 
depletion. 

43 The current estimates of total gas production per annum, set out in the gas 
production table attached as Appendix F to the CRA report, suggests that 
there is no longer an indicative point of a sharp change in competitive 

situation.  The depletion of Maui has been well anticipated.  Prospective 
purchasers are actively seeking contracts to secure a confirmed supply of 
gas from currently undeveloped fields to off-set the depletion of Maui.  

Electricity generators, petro-chemical manufacturers and wholesalers are all 
required to make decisions for long term development now which are 
conditional on a secured supply of gas. 

44 Accordingly, the competitive effect of the proposed arrangements should be 
assessed in relation to the gas production market without an inter-temporal 

split. 

The counterfactual 

45 In carrying out an assessment of an application under section 58 of the Act, 
the likely competitive effects of the trade practice must be assessed.  A 
benchmark is required to make this assessment. The benchmark is the 

counterfactual: a pragmatic and commercial assessment of what is likely to 
occur in the absence of the trade practice. 

46 The Pohokura JV parties do not consider that separate marketing is feasible 
in the foreseeable future or for the expected life of Pohokura.  Accordingly, 
no development is a counterfactual in the event that authorisation is not 

granted.  

47 However, for the sake of completeness, if the Commission does not accept 

no development as the counterfactual the Pohokura JV parties consider two 
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forms of marketing, involving different degrees of co-ordination, that 

could be viable at some point in time. These options are only theoretical, 
and indeed are unlikely to eventuate. But, for the sake of completeness, 
these possibilities are nonetheless canvassed. 

48 Accordingly, the Pohokura JV parties submit that the appropriate 
counterfactual to joint marketing is one of the following: 

48.1 no development.  This is the counterfactual adopted in the ACCC 
decisions;8 

48.2 Scenario 1 marketing with development of the field delayed by X 
years.  

Under scenario 1 marketing, the parties separately sell their 
proportion of gas after agreeing on parameters for the development 
of the field.  This includes an optimal depletion path which may be 

described in terms of maximum daily, average daily and annual 
quantities. Within these constraints each joint venture party is able 
to separately sell its proportionate share of gas to buyer(s) on the 

basis of independently negotiated terms and conditions, including 
price; and 

48.3 Scenario 2 marketing with development of the field delayed by Y 
years.   
Under scenario 2, each joint venture party will separately sell its 

share of gas to buyer(s) on the basis of independently negotiated 
terms and conditions, including price, quantity, rate, specification 
and liability.  The joint venture parties will then agree on appropriate 

development to support the sales contracts in place. 

(Where  X < Y) 

49 The key theoretical distinction between scenario 1 and 2 is: 

49.1 scenario 1 involves co-ordination on all contract terms (such as 
quantity, rate of extraction and quality) except for direct agreement 
on price, and accordingly cannot be considered separate marketing; 

and 

49.2 scenario 2 does not involve co-ordination on any contract terms. 

                                        

8   Summaries of these decisions are attached as Appendix 3.  While there is no express 
identification of a counter-factual by the ACCC, no development is the outcome with which 
authorisation of joint marketing was compared. 
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50 Scenario 2 may be considered to amount to separate marketing as, in 

theory, there is no agreement on quantity or price. However,  in this 
context, we point out that the term “separate marketing” is not capable of 
precise definition, and this term may not in fact convey the precise nature 

of the surrounding circumstances.9   

51 While the term separate marketing may have connotations of no co-

ordination between the joint venture parties,  all forms of marketing from a 
common pool resource necessarily involve some degree of co-ordination. 
Joint venture parties will be required (before or after entering into gas 

contracts) to reach agreement on the development and operation of the 
field and the balancing of the parties’ rights and obligations necessary to 
support gas supply contracts negotiated individually. In the absence of 

agreed development and operational plans, the joint venture parties will be 
deterred from entering into contracts of the kind envisaged under scenario 
2. 

52 At the very least, both scenario 1 and scenario 2 marketing would involve 
significant delay as the Pohokura JV parties attempt to address the 

problems associated with separate marketing, such as the need for a gas 
balancing arrangement and the need to co-ordinate development and 
operation (in the absence of the market developments necessary to support 

separate marketing). The expected delay under scenario 2 is greater than 
the delay expected under scenario 1. 

Competition Considerations 
53 The applicants submit that the proposed arrangements involve no lessening 

of competition, in terms of sections 27 or 30 of the Act.   

The trade practice does not fall within section 30 but if it does, is 
exempted by section 31 

54 Section 30(1)(a) provides that: 

Without limiting the generality of section 27 of this Act, a provision of 

a contract, arrangement, or understanding shall be deemed for the 
purposes of that section to have the purpose, or to have or to be 
likely to have the effect, of substantially lessening competition in a 

market if the provision has the purpose, or has or is likely to have 
the effect of fixing, controlling, or maintaining, or providing for the 
fixing, controlling, or maintaining, of the price for goods or services, 

or any discount, allowance, rebate, or credit in relation to goods or 
services, that are- 

                                        

9  The ACCC in Mereenie considered separate marketing as “…by which the partners to a joint 
venture negotiate individually with gas users and potential users”. 
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(a) Supplied or acquired by the parties to the contract, 

arrangement or understanding, or by any of them, or by any 
bodies corporate that are interconnected with any of them, in 
competition with each other … 

55 Section 30 deems price fixing arrangements to contravene section 27 
regardless of whether they have any anti-competitive purpose or effect. 

The High Court recently confirmed the deeming nature of section 30(1) in 
Commerce Commission v Caltex New Zealand & Ors (1999) TCLR 305 
where Salmon J confirmed that the effect of an arrangement which falls 

within the deeming provision of section 30(1) is irrelevant. 

56 Joint marketing necessarily involves the supply of gas at prices fixed by the 

Pohokura JV parties. Therefore, by virtue of the deeming operation of 
section 30, gas sales agreements entered into with the Pohokura JV parties 
collectively, will amount to price fixing in prohibition of the Act. 

57 However, by virtue of section 31, section 30 does not apply in this case. 
Section 31(2) provides that: 

Nothing in section 30 of this Act applies to a provision of a contract 
or arrangement entered into, or an understanding arrived at for the 

purposes of a joint venture, to the extent that the provision relates 
to-  

(a) The joint supply by the parties to the joint venture, or the 
supply by the parties to the joint venture in proportion to their 
respective interests in the joint venture, of goods jointly 

produced by those parties in pursuance of the joint venture;  

58 We are not aware of any interpretation of this provision by either the courts 

or the Commission. Further there appears to be no authority on the 
Australian equivalent of this provision, section 45A(2) of the Trade Practices 
Act.  

59 Gault on Commercial Law para 31.5 interprets the subsection (2)(a) 
exception as follows: 

Subsection 2(a) permits the parties to an unincorporated joint 
venture to fix the price at which jointly produced goods are to be 

jointly marketed. 

60 Three requirements are outlined in Gault for this exception to apply: 

60.1 the joint venture marketing agreement must be linked to the 
production joint venture; 
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60.2 all the parties to the production joint venture must become parties 

to the marketing arrangement; and 

60.3 each party must play a genuine role in the physical process of 

production. 

61 The Pohokura JV parties will jointly produce gas pursuant to the Pohokura 

JVOA.  The three Pohokura JV parties each hold an interest in PEP 38459, 
and all three will be party to any proposed arrangement. Accordingly, the 
joint venture price fixing exemption applies to joint marketing by the 

Pohokura JV parties. 

62 While section 31 exempts joint marketing from the operation of section 30, 

the proposed arrangements still need to be considered under section 27 of 
the Act. 

Proposed arrangements have neither an anti-competitive purpose 
or anti-competitive effect 

63 Section 27(1) provides that: 

No person shall enter into a contract or arrangement, or arrive at an 
understanding, containing a provision that has the purpose, or has or 

is likely to have the effect, of substantially lessening competition in a 
market. 

64 The purpose of joint marketing is to ensure that Pohokura commences 
production in a timely manner.   

65 Further, joint marketing will not have the effect or likely effect of 
substantially lessening competition.  Rather, the applicants submit that 
joint marketing will have a neutral or positive effect on competition when 

compared with any of the three counterfactuals.   

First counterfactual – No development 

66 Joint marketing clearly has a pro-competitive effect on competition when 
compared with the counterfactual of no development.  If commencement of 
production from Pohokura is delayed indefinitely, the gas production market 

would not receive the competitive benefit of a new source of gas supply. 

Second counterfactual - Scenario 1 marketing  

67 For X years, joint marketing is clearly pro-competitive when compared with 
this counterfactual.  The addition of a competing source of gas can only be 
viewed as having a positive effect on competition.   

68 On the occurrence of X years, under scenario 1, once Pohokura commences 
production, there will, in theory be a form of intra-joint venture 

competition.  However, under scenario 1, there is co-ordination on all terms 
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except price, including: the quantity of gas, the gas specification, quality 

extraction profile and level of “swing” each party can contract for.10 

69 While the Pohokura JV parties will in theory be free to independently 

negotiate price within the constraints agreed to at the joint venture level, it 
is unlikely that in practice contracts will contain different prices as 
agreement on every non-price term, including the off-take of each party, 

means that any reduction in price from the market clearing price for the 
total quantity could only result in lower revenue.  The prices are, therefore, 
highly likely to be parallel.  This differs to other markets, where a firm could 

expect to gain market share from its competitors by cutting price. For 
further discussion see section 5.4 of the CRA report.  

70 Further, the agreement between the Pohokura JV parties on the optimal 
depletion path, and subsequently all terms except price, would be likely to 
in itself breach either or both of sections 27 and 30, and hence be deemed 

to substantially lessen competition on the basis that these terms “control or 
maintain” the price of gas produced from Pohokura. 

Third counterfactual – Scenario 2 marketing 
71 While under this scenario there may be intra-joint venture competition (in 

theory), this is only once the Pohokura JV parties have found the means to 

address the practical difficulties associated with scenario 2 marketing.  The 
difficulties with scenario 2 marketing are the same as those faced with 
separate marketing: the need to co-ordinate development and operation; 

the need to co-ordinate substantial investment in the field; the significant 
uncertainty in costs, revenues and reserves over the life of the field; the 
inevitable divergence between entitlement and off-take for each producer; 

and the incentive to over extract and sub-optimal depletion. These would at 
the very least result in extensive delay. Up until the point when the means 
of addressing these problems have been reached (for Y years), joint 

marketing is clearly pro-competitive when compared with this 
counterfactual through the introduction of a new competing source of gas. 

72 Further, it is a very real prospect that the Pohokura JV parties would never 
reach agreement on feasible arrangements.  Therefore the first 
counterfactual of no development may well be the outcome of an attempt 

at scenario 2 marketing.  

73 If on the occurrence of Y years Pohokura commenced production under this 

counterfactual, there is the theoretical possibility of intra-joint venture 

                                        

10 The level of “swing” in a gas contract refers to the difference between the minimum and 
maximum daily off-take.  Swing is valuable because gas demand is variable, and gas cannot 
be stored in New Zealand.  The greater the swing provided the greater the capacity of the 
facilities required to provide it, and the greater the capital cost to be allocated among the joint 
venture parties. 
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competition.  But even on the occurrence of Y years there would be 

unlikely to be actual intra-joint venture competition. This is due to the 
exchange of information that would be required in order to agree on 
development, the ex post allocation of costs and the potential use of cash 

balancing which is expected to lead to highly similar terms. These factors 
are outlined in section 5.3 of the CRA Report.  

74 Further, agreement on these terms and the gas balancing arrangement 
might also amount to a breach of section 30 and/or section 27 of the Act. 

Pro-competitive effects of joint marketing 
75 A number of pro-competitive benefits or features of joint marketing can be 

identified. In short, the features of the proposed arrangements which are 

pro-competitive are: 

75.1 timely commencement of production from Pohokura which will occur 

under the proposed arrangements is crucial in current market 
circumstances given the scarcity of gas; 

75.2 maintaining incentives to enter the exploration, and hence gas 
production market. If joint marketing is not authorised there will be a 
reduced likelihood of new entry into exploration and production. The 

risk of no development, creation of sub-economic parcels of gas, 
sub-optimal pool depletion and increased production and transaction 
costs would render gas exploration and production in New Zealand a 

less viable option. As noted in the CRA report, the Upstream Issues 
Working Group (“UIWG”) in its report to the Australian and New 
Zealand Minerals and Energy Council stated: 

that prohibiting joint marketing could raise the costs and/or  
increase the risks of entering gas production where separate  

marketing is not viable.  

76 These pro-competitive effects are discussed further in section 5.5 of the 

CRA report. 

NET PUBLIC BENEFIT 

Detriments 
77 As detailed above in paragraphs 63 to 74 the applicants submit that joint 

marketing does not have the effect of lessening competition in a market.  
Further, the applicants submit that joint marketing does not give rise even 
to theoretical detriment under section 30 of the Act by virtue of the joint 

venture price fixing exemption.  Accordingly, no competitive detriment 
should be attributed to joint marketing.  
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78 If, however, the Commission reaches the view that joint marketing falls 

within the ambit of section 27 of the Act, the Commission must determine 
whether joint marketing will, or will be likely to result, in a benefit to the 
public which would outweigh the lessening in competition that would, or is 

likely to result, or is deemed to result from joint marketing.  

79 This requires the Commission to balance any detriments caused by the 

proposal with the countervailing public benefits. 

Public benefit 

80 The public benefits that will result or are likely to result from joint 
marketing are summarised below. These benefits are described more fully 
in section 8 of the CRA report.  

81 The public benefits that accrue from the proposal, when compared with the 
counterfactuals, can be analysed in terms of: 

81.1 the public benefits that accrue from timely development of Pohokura. 
Authorisation of joint marketing will enable earlier development of, 

and production from Pohokura. The public benefits have been 
modelled on a conservative estimate that the delay in commencing 
production will be three years, under either scenario 1 or 2;  

81.2 the other public benefits that result from joint marketing. Namely: 

• significantly lower production and transaction costs. The sources 
of the higher costs under separate marketing are described in 
section 5 of the CRA report;  

• optimal pool depletion i.e. increasing the quantity of recoverable 
reserves from Pohokura;  

• increased exploration incentives and ultimately a greater supply 
of gas. The rewards for gas exploration are greater if joint 

marketing is allowed due to the increased value of the field;  

• reduction in adverse effects on the environment. The most likely 

alternative to gas for electricity generation is coal. Coal has 
significantly more externalities than gas.   

82 The CRA report has, at this stage, only quantified the public benefits that 
accrue from earlier development of, and production from, the Pohokura 
field. The other public benefits identified, set out in section 8.2.2 of the CRA 

report, are either more difficult to quantify (such as the optimal pool 
depletion), or are likely to be smaller in magnitude (such as the extra cost 
of each JV party having a separate arm for marketing of gas). 

Nevertheless, CRA considers these benefits to be significant. 
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Timely Development of Pohokura 

83 If joint marketing is permitted, the Pohokura JV parties expect production 
from Pohokura to commence in 2004. The production profile is set out in 
section 8.2.1 of the CRA report. However, as demonstrated in the CRA 

report, without joint marketing, development of Pohokura is likely to be 
significantly delayed, potentially indefinitely.  

84 Qualitatively, it is clear that such a delay would result in significant welfare 
losses for New Zealand.  It is likely that separate marketing would result in 
Pohokura not coming on stream when required by the depletion of Maui, 

increasing the scarcity of gas at a time when demand for gas is increasing.  

85 CRA has quantified the welfare losses caused by a delay in commencement 

of production from Pohokura, and therefore the welfare gains or public 
benefits from joint marketing.  Absent joint marketing, the delay is 
expected to be at least in the order of three years.  Accordingly, if joint 

marketing was not authorised, Pohokura would not be expected to 
commence production until 2007.  This quantification is conservative.  The 
delay may well be longer and possibly indefinite.  Further, as noted above, 

only those benefits accruing from timely production of Pohokura have been 
quantified.  

86 As the impact of a delay in gas production from Pohokura is to some extent 
dependent on the demand for gas by Methanex, CRA has quantified the 
welfare loss in terms of two scenarios.   

87 CRA’s base case scenario is that in 2004 Methanex (and other 
petrochemical firms) take their full contracted gas amounts and in 2005 

take 49 PJ plus any gas they can purchase for less than [  ] per GJ. 
After 2005, Methanex (and other petro-chemical firms) are assumed to 
operate plants at capacity if natural gas is available at less than [ ] 

per GJ, and at 50% of capacity if price is between [   ] per GJ. If 
the price is above [ ] per GJ, it is assumed that Methanex will shut 
down its New Zealand plant.  The alternative scenario is if Methanex 

remains in the market and consumes at full production.    

88 The analysis to assess the impact of the delay is carried out over a six year 

time frame. 
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Table 1: Public benefits arising from joint marketing  

Year Present value under base 
case scenario11 

Present value if Methanex 
continues at full 
production12 

2004 $51.0M $51.0M 

2005 $79.2M $102.0M 

2006 $27.7M $102.0M 

2007 $72.5M $187.0M 

2008 $36.5M $136.0M 

2009 $34.9M $136.0M 

Present Value $204.1M $451.1M 

 

89 The welfare losses caused by a delay in production from Pohokura (and the 
corresponding public benefits that accrue from joint marketing) are due to 
the loss caused by developing alternative more expensive sources of 

energy,  and the reduction in total gas output. This is set out in section 
8.2.1 of the CRA report. In the thin New Zealand gas production market, 
the welfare losses can be considered similar to those which would arise in a 

missing market.  

90 Possibly the greatest impact would be on electricity generation.  A 

significant rise in both gas and electricity wholesale prices would be 
expected, with blackouts a possibility.  

91 The impact of a delay in Pohokura coming on-stream on wholesale 
electricity prices can be compared to the short-run response of the 
electricity market to the low hydro inflows in the winter of 2001.  In 

combination with a cold winter that increased demand for electricity, the 
low inflows into the hydro lakes caused the wholesale market price for 
electricity to increase four to five times its normal level for the winter 

period. As set out in the CRA report, in some ways, the impact of a delay in 
Pohokura coming on-stream would engender a medium-run response as 
indicated by the short-run response of the electricity market to the low 

                                        

11  Discounted to 2002 at a rate of 10 percent. 
12  Discounted to 2002 at a rate of 10 percent. 
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hydro lake inflows in the winter of 2001 (see section 8.2.1 of the CRA 

report).  

92 Further, low hydro inflows will exacerbate the effect of a delay in 

development of Pohokura. The combination of another dry year and a delay 
in commencement of production from Pohokura will lead to even greater 
welfare losses than those set out in Table 1.  

CONFIDENTIALITY 

93 Confidentiality is claimed in respect of the information which is deleted on 
the “Public Copy” of this application (to follow).  

94 The information that has been deleted is commercially sensitive and 
contains valuable information which is confidential to the applicants.  This 
includes information that would give an unfair advantage to the applicants’ 

competitors.  In this respect, the applicants rely on section 9(2)(b) of the 
Official Information Act 1982. 

95 Confidentiality is claimed for the deleted information until the applicants 
notify the Commission in writing that particular information is no longer 
confidential to the applicants. 

DECLARATION 
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GmbH, am authorised to make this application on behalf of Preussag 
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• all information specified by the Commission has been supplied; 

• all information known to Preussag Energie GmbH which is relevant to 
the consideration of this application has been supplied; 

• all information supplied is correct as at the date of this application 

I undertake to advise the Commission immediately of any material change 

in circumstances relating to the application 
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1. INTRODUCTION, DEFINITIONS AND SUMMARY 

1.1. INTRODUCTION AND OVERVIEW OF CONCLUSIONS 

The Pohokura condensate and gas field is located offshore from North Taranaki.  
The rights to it are owned by Shell (Petroleum Mining) Company Limited (18.333 
percent), Shell Exploration New Zealand Limited (29.6673 percent),1 Preussag 
Energie GmbH (35.8618 percent) and Todd (Petroleum Mining Company) 
Limited (16.1379 percent).  We refer to these firms in this report as “the Pohokura 
joint venture parties”. 

The Pohokura joint venture parties wish to develop the Pohokura field and 
produce hydrocarbons from it.  The field contains three primary product streams 
(gas, condensate and LPGs), and physically, no one product can be extracted 
without the others.  Accordingly, prior to production, the joint venture parties 
need to have in place some sort of disposal mechanism for each product.2 

We have been retained by the Pohokura joint venture parties to provide an 
economic analysis of “separate” versus “joint” marketing of gas from the field.  
Our conclusion is that joint marketing of Pohokura gas would be significantly 
more efficient than separate marketing. 

For condensate and LPG, separate marketing is relatively simple.  These products 
can be stored, and an international spot market exists for them.  Accordingly, 
following joint production, processing and storage, the joint venture parties can 
each take their share of these products and separately market them. 

However, the situation for natural gas is quite different.  In New Zealand, there 
are no storage facilities for gas, and there is no spot market. 

Because the discovery and production of hydrocarbons entails great uncertainty 
and a high level of sunk capital investment at all stages, the ability to efficiently 
market the gas materially affects decisions relating to both exploration and 
production.  Furthermore, typical downstream gas users - such as electricity 
generators - own large specific assets that require contractual certainty if 
investment is to proceed.  The efficient exploitation of a field is also affected by 
the well-known common property problem; if property rights are not defined, 
over-exploitation will take place.  

                                                 

1  Shell Exploration New Zealand Limited is a wholly owned subsidiary of Shell. 

2  We assume that it would be illegal or otherwise inappropriate to simply dump any product. 
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The high level of uncertainty, very large sunk costs and common property 
characteristics combine to imply scope for post-contractual opportunism in gas 
marketing and production arrangements.  This scope can be anticipated by all joint 
venture parties, and downstream users, and it produces inordinate coordination 
difficulties in specifying a credible arrangement for separate marketing.  This 
coordination problem is exacerbated by the fact that New Zealand does not have a 
spot market for gas and is almost certainly not going to have one of the requisite 
depth in the foreseeable future.  Particularly in this environment, we consider that 
separate marketing of gas is virtually infeasible.  At a minimum, a regulatory 
prohibition on the coordination necessary for joint marketing would lead to, 
perhaps indefinite, delay in the Pohokura field’s production.  Furthermore, it will 
reduce competition because of the later availability and production of Pohokura 
gas and the signal it imparts for other exploration ventures that, if gas is found, 
marketing the gas will be a long, costly and problematic exercise. 

In the thin New Zealand gas production market, a delay in production from 
Pohokura would result in significant welfare losses, similar in nature to those 
arising from a missing market.3  We quantify these losses in this report.  

Our argument does not make any use of the state or structure of the gas production 
market in New Zealand, excepting the absence of a deep spot market.  It rests on 
the efficient balance of cooperation and competition without a spot market and 
concludes that transactions costs would be extremely large, even prohibitively 
high, if coordination of marketing is not allowed.  

Without presaging what marketing contracts would evolve, joint marketing by a 
joint venture whose members have competing alternative interests in other related 
markets is likely to be pro-competitive as opposed to ownership of the field by a 
single entity. 

Our conclusions are consistent with the more general economics literature on joint 
ventures, which recognises that horizontal agreements on price (and other 
dimensions) may be necessary in order to achieve important efficiencies.  The 
United States courts recognise this.  The following quote from the United States 
Supreme Court is particularly apt to the situation facing the Pohokura joint 
venture parties:4 

[Joint ventures] are not unlawful, at least not as price fixing schemes, where the 
agreement on price is necessary to market the product at all (page 23). 

                                                 

3  For discussions of the welfare consequences of missing markets, see Goolsbee, A. (2000) “In a World 
Without Borders: The Impact of Taxes on Internet Commerce”, Quarterly Journal of Economics, 115(2),  
561-576, and Hausman, J A (1997) “Valuing the Effect of Regulation on New Services in 
Telecommunications”, Brookings Papers on Economic Activity: Microeconomics, 1-38. 

4  Broadcast Music, Inc v. CBS 441 U.S. (1979). 
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In respect of this case, Evans and Schmalensee (1995) state that:5 

In cases such as this, horizontal price agreements are necessary to correct a 
market failure arising from transaction costs between firms.  Transaction costs 
can prevent profitable exchanges from taking place and can thereby reduce 
output or, in the extreme case, prevent a market from existing at all (page 887). 

Because joint ventures can have important efficiency benefits, the courts in the 
United States analyse them under a rule of reason approach, rather than a per se 
approach.  Similarly, in New Zealand the Commerce Act provides an exception to 
the section 30 per se price fixing rule for joint marketing (section 31). 

Our conclusion is implied by the peculiar nature of the industry and the state of 
the New Zealand gas market.  It is also the position on joint marketing of gas in 
Australia, where the market characteristics are similar to those in New Zealand.  
The Australian Competition and Consumer Commission (“the ACCC”) has 
authorised the joint marketing of gas in Australia in all cases in which applications 
have been made to it; the ACCC has found that separate marketing of gas is 
“infeasible”, and that accordingly production would not commence in the absence 
of joint marketing. 

This report sets out our analysis.  It also considers the applicability of section 27 
of the Commerce Act to the practice of joint marketing of Pohokura gas, and the 
public benefits of that practice. 

1.2. DEFINITIONS: SEPARATE AND JOINT MARKETING 

The terms “separate marketing” and “joint marketing” are frequently used in the 
oil and gas industry.  Conceptually, the distinction between them is one of degree, 
entailing a variety of practices on a continuum measured by the degree of 
coordination.   

From a practical perspective, it is possible to identify three specific points on that 
continuum as being particularly appropriate for the purposes of competition 
analysis.  The continuum and these points are illustrated by Figure 1:   

The three points are: 

                                                 

5  Evans, David S and Richard Schmalensee (1995) “Economic Aspects of Payment Card Systems and Antitrust 
Policy Toward Joint Ventures”, Antitrust Law Journal, 63, 861-901. 
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• “Joint marketing”.  This term typically describes the practice of the joint 
venture entering into a sales contract with a buyer (or buyers) on all relevant 
terms and conditions, including price, quantity, rate, specification and 
liability.6  An agent or subcommittee of the joint venture parties may 
negotiate and enforce the contracts; 

• “Separate marketing scenario 1”.  We use this term (or more simply, 
“scenario 1”) to refer to the situation where, pursuant to the existing joint 
venture agreement, the joint venture parties agree on various parameters for 
the development of the field, including an optimal depletion path (i.e., 
quantities and rates).7  This path would probably represent the result of a 
mixture of reservoir engineering and financial analysis.  The path might be 
framed in terms of maximum daily, average daily and annual quantities.  
Within these constraints, each joint venture party would be free to separately 
sell its share of gas to a buyer(s) on the basis of independently negotiated 
terms and conditions, the key one of which would be price; and 

• “Separate marketing scenario 2”.  We use this term (or more simply, 
“scenario 2”) to refer to the situation where each joint venture party 
separately sells its share of gas to a buyer(s) on the basis of independently 
negotiated terms and conditions, including price, quantity, rate, specification 
and liability, and then returns to the others with its own depletion path and 
other terms as agreed with its buyer(s).  The joint venture parties then agree 
on the appropriate development to support the sales contracts in place. 

                                                 

6  Legally, the joint venture is not a separate entity.  Each joint venture party would have to sign the sales 
contract or contracts itself, or appoint an agent.   

7  Other development parameters are discussed in section 5, and include system capacity and redundancy, and 
gas specification. 



Coordinated Marketing of Pohokura Gas - An Economic Analysis Charles 
 River 
20 December 2002 Associates 
 
 

 Final Report - Public Version Page 5 

 

 

Figure 1:  The Gas Marketing Continuum 
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All three forms of marketing involve coordination in respect of development and 
production.  However, the level of coordination in respect of marketing differs: 

• Joint marketing involves coordination on both quantity and price; 

• Scenario 1 involves coordination on quantity, but not price8; and 

• Scenario 2 does not involve coordination on either quantity or price. 

We show later in this report that these descriptions are simplistic generalisations.  
For example, scenario 1 must involve some coordination on price in practice. 

                                                 

8  Because scenario 1 involves coordination on quantity, it could be argued that it does not really represent 
“separate marketing”.  However, this appears to be how the Australian Industry Commission (now called the 
Productivity Commission) uses the term.  See Industry Commission (1995) Study into the Australian Gas 
Industry and Markets.  In their decisions on authorisation applications for joint marketing of gas, it is not 
clear how the Australian Competition and Consumer Commission and the Australian Competition Tribunal 
interpret the term “separate marketing”. 
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Other possible scenarios exist beyond these three points on the marketing 
continuum.  For example, at one extreme, beyond the concept of joint marketing, 
the joint venture parties could merge to create a single firm.  As another example, 
at the other extreme beyond scenario 2, the joint venture parties could undertake 
separate development of the field (including independent wells). 

As the degree of coordination between the joint venture parties lessens (i.e., 
moving towards the left of Figure 1), the prospect for intra-joint venture 
competition increases,9 driven in significant part by the common pool externality 
problem (which we describe below).  However, movement in this direction also 
significantly raises the production and transaction costs of marketing and 
production.  Two important implications of these increased costs are: 

• Reduced field value.  This lowers the incentive for firms to enter the gas 
production industry, and accordingly reduces competition in the market; and 

• Delay in development and production.  This raises price and quantity risks 
for downstream markets, particularly those for electricity. 

This report develops these conclusions, which are illustrated in Figure 1.  In our 
view, the most efficient point on this “marketing continuum” in New Zealand is 
joint marketing. 

1.3. SUMMARY OF REPORT 

In our view: 

1. The production of oil and gas is characterised by: 

 Very large capital and sunk costs; 

 Significant uncertainty in discovery, costs, prices and reserves over 
the life of fields; 

 Externalities – in particular, the “common pool” problem that results 
in incentives to “over-extract” and a consequent loss in field value; 
and 

 Downstream demand utilising large specific capital assets. 

2. Horizontal (and vertical) coordination are generally efficient institutional 
reactions to these characteristics. 

3. The relevant market for competition analysis is the (continuously 
functioning) gas production market. 

                                                 

9  At least it does in theory; section 5.3.1 discusses how the incentive for intra-joint venture competition will be 
mitigated in practice. 
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4. Maui is now expected to be run down gradually and depleted by 2010.10  At 
the same time, demand for gas is expected to rise, especially for electricity 
generation purposes.  Accordingly, speed of development of Pohokura is 
critical in order to avoid significant gas and electricity supply reductions and 
price increases. 

5. The gas production market in New Zealand is immature, has few 
participants, and is likely to remain in this position for the foreseeable 
future. 

6. Against a similar background, the ACCC has found that separate marketing 
of gas is “infeasible”. 

7. At the very least, compared with joint marketing, separate marketing would 
entail significant: 

 Extra transaction costs; 

 Extra production costs; 

 Delay in, or non, development of the field; 

 Destruction of value of the field; and 

 Reduction in exploration incentives. 

8. It is plausible that separate marketing would result in “no development”, as 
found by the ACCC.  Nevertheless, to be conservative and to reflect the 
strategic importance of Pohokura, we assume that the field could be 
developed even if separate marketing is mandated, albeit with a significant 
delay.  Accordingly, there are three counterfactuals for the competition 
analysis: 

 Scenario 1, with development of the field delayed by x years;  

 Scenario 2, with development of the field delayed by y years; 

where xy > ; and 

 No development. 

9. Even if we take an optimistic view, for example, that 3=> xy , the welfare 
losses from separate marketing would be very large. 

                                                 

10  There is likely to be less gas than previously expected.  The announced change in 2001 is indicative of the 
inherent uncertainty of reserves of even well established fields.  A re-determination of reserves is currently 
underway. 
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10. While separate marketing may increase intra-joint venture competition 
(depending upon the scenario), it would ultimately result in a less 
competitive gas production market.  In other words, joint marketing is 
actually pro-competitive and dynamically efficient. 

11. Compared to any of the counterfactuals, joint marketing would not result in 
any detriment. 

12. Should the Commission decide that the proposed arrangement would result 
in a substantial lessening of competition, the public benefits of the 
arrangement are so significant that they would outweigh any conceivable 
detriments.  The key public benefit is the timely development of the 
Pohokura field.  Separate marketing would entail a significant delay in 
development, a key consequence of which would be a significant decrease in 
gas and electricity supply and an increase in gas and electricity prices.  
Table 1 contains our estimates of the welfare losses from separate marketing 
(and therefore the welfare gains or public benefits from joint marketing).  
These estimates are conservative in that: 

 They only quantify some of the detriments of separate marketing; and 

 We have limited our calculations to a delay of three years.  It is 
possible that the delay could be longer, and even infinite. 

13. In some ways, the impact of a delay in Pohokura coming on-stream would 
engender a medium-run response as indicated by the short-run response of 
the electricity system to the low hydro inflows in the winter of 2001.  In 
combination with a cold winter that increased demand for electricity, these 
low inflows caused the wholesale market price for electricity to increase 
four to five times its normal level for the winter period11. 

14. The welfare losses that would result from the combination of a delay in 
production from Pohokura and a dry year may be even greater than those set 
out in Table 1.12, 13 

                                                 

11  We would expect the longer-run demand and supply responses to a delay in production from Pohokura to be 
quantitatively and qualitatively different to those arising from what may be perceived to have been an 
unusually dry year. 

12  In fact, electricity blackouts may even be a possibility. 

13  The Maui field has historically been able to deliver large swings in production to meet demand and supply 
(e.g., hydro) variations.  However, as the field depletes, we understand that this flexibility will decrease 
significantly. 
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Table 1: Estimated Welfare Losses From Separate Marketing 

Year Estimated Default  
Loss 14 

Present value of loss if 
Methanex and Other 

Petrochemicals 
Operate at Full 

Production to 200915 

2004 51.0M 51.0M 

2005 79.2M 102.0M 

2006 27.7M 102.0M 

2007 72.5M 187.0M 

2008 36.5M 136.0M 

2009 34.9M 136.0M 

Present Value 204.1M 451.1M 

 

                                                 

14  Discounted to 2002 at a rate of 10 percent. 

15  Assumes Methanex and other petrochemical firms continue consuming gas until 2009. Discounted to 2002 at 
a rate of 10 percent. 
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2. KEY CHARACTERISTICS OF THE OIL AND GAS 
INDUSTRY 

2.1. INTRODUCTION 

A survey of the economic literature on the oil and gas industry is attached as 
Appendix A.  This section of our report summarises the key conclusions of that 
survey.  It also notes the lack of a gas spot market in New Zealand. 

In addition to the fact that exploration and production of oil and gas each require 
substantial sunk investment,16 two key characteristics of the industry are 
substantial risk and common pool resources. 

2.2. UNCERTAINTY AND RISK 

2.2.1. Sources of Risk 

Risk is inherent in the process of exploration and production.  It is most obvious in 
the uncertainty and large capital cost that attends exploration, but other substantial 
risks are intrinsic to this industry.  For example, production is very costly and 
risky.  Production risk arises from learning about the field as production proceeds.  
At the onset of production, and right up to depletion, the extent of a field’s 
reserves and extraction costs may be quite uncertain.  In New Zealand, this is 
illustrated by the experience with: 

• Maui, in respect of which reserves were downgraded in November 2001 
after more than 20 years of production; and 

• The Waihapa Ngaere fields, in respect of which we are advised by the 
Pohokura joint venture parties that reserves have turned out to be lower than 
expected, resulting in significant spare production capacity. 

Similarly, Wiggins and Libecap (1985) point out occurrences of large revisions of 
reserves estimates in the United States even after more than half of initial reserves 
had been extracted.17 

The Pohokura joint venture parties are currently dealing with a very wide range of 
uncertainty about the recoverable reserves of the Pohokura field, reflecting the 
early stage of field appraisal. 

                                                 

16  The expected development costs for the Pohokura field exceed NZ$1 billion. 

17  Wiggins, Steven N. and Gary D. Libecap (1985) “Oil Field Unitisation: Contractual Failure in the Presence of 
Imperfect Information,” American Economic Review 75, 368. 
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These sources of uncertainty are in addition to those relating to future demand and 
supply conditions, and therefore price uncertainty.18 

The significance of risk in the oil and gas industry is a key theme of this report, 
and at this point we elaborate on exploration and appraisal risks to indicate the 
extent of intrinsic uncertainty.  We do so without relegating the other sources of 
uncertainty to lesser importance. 

In section 5 of this report, we show that mandated separate marketing of gas 
would reduce the value of reservoirs, through a mixture of potentially reduced 
recoverable reserves, increased costs and deferred income.  The simple 
elaboration below illustrates that this reduced value will in turn result in less 
exploration for oil and gas in New Zealand. 

Geologically, the existence of an oil or gas reservoir is conditional on the presence 
of four physical components: 

• Mature source rock; 

• Reservoir rock (e.g. sandstone); 

• A cap rock or seal; and 

• A structural closure (for example, a closed anticline). 

Furthermore, the relative timing of the formation of each of these components is 
important. 

In respect of a prospect, geologists can assign certain probabilities to the presence 
of each of these four physical components and the timing component.  By 
multiplying together these probabilities, a geologist can estimate the geological 
(as opposed to commercial) probability of success of an exploration well.  Table 2 
provides a hypothetical example. 

                                                 

18  In a 1994 Australian Petroleum Exploration Association (APEA) seminar, additional risks specific to the 
natural gas industry were identified.  These include political risk (in particular tax and royalty legislation), 
exchange rate risk, risk of catastrophe and force majeure, operational risks (for example, extraction rates 
below expectation), and environmental risk (Adam Wheatley, “Financing Oil & Gas Projects”, APEA 
seminar, 19 October 1994). 
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Table 2: Geological Probability of Successful Well 

Component Probability of Presence 

Mature source rock 0.9 

Reservoir rock 0.4 

Cap rock 0.8 

Structural closure 0.75 

Relative timing19 0.9 

Geological probability of successful well 0.19 

 The commercial probability of a successful well is even lower, as a certain 
proportion of reservoirs will be uneconomically small. 

We understand that a probability of 0.19 is fairly typical for an exploration well in 
a basin such as Taranaki.  The probability of a well being successful will depend 
on the area being drilled in.  Table 3 sets out some typical ranges of probabilities. 

Table 3: Geological Probability of Successful Well in Different Areas 

Type of well Typical Probability of Geological 
Success 

Infill development well 0.8 to 0.99 

Outfield development well 0.5 to 0.8 

Appraisal well 0.2 to 0.7 

Mature basin exploration well 0.3 to 0.6 

Proven basin exploration well20 0.10 to 0.25 

Frontier basin exploration well 0.05 to 0.1 

With this background, consider the following stylistic example to illustrate the 
economics of drilling an exploration well.21 

                                                 

19  This includes the significant factor of the charge (or migration) mechanism. 

20  We understand that the Taranaki basin is generally considered to be a “proven” basin, although parts of 
onshore Taranaki may be approaching “mature” status. 

21  We are advised by the Pohokura joint venture parties that the figures used in this example are reasonable 
approximations for certain Taranaki prospects. 
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Assume that: 

• The cost of drilling the well is $20m; 

• The commercial probability of the well being successful is 0.2; and 

• If the well is successful, the net present value of the oil and gas in the 
reservoir is $90m, after deducting all costs (including drilling costs). 

Table 4 analyses the firm’s decision. 

Table 4: Drilling Decision if NPV of Success Equals 90 

Outcome Probability NPV ($m) Probability 
Multiplied by 

NPV ($m) 

Success 0.2 90 18 

Dry hole 0.8 -20 -16 

Expected payoff   2 

In this case, the firm might drill the well. 

Compare this decision to that which the firm would make if for some reason the 
net present value of the reservoir were $75m instead of $90m, as illustrated by 
Table 5. 

Table 5: Drilling Decision if NPV of Success Equals 75 

Outcome Probability NPV ($m) Probability 
Multiplied by 

NPV ($m) 

Success 0.2 75 15 

Dry hole 0.8 -20 -16 

Expected payoff   -1 

In this case the firm would not drill the well. 

2.2.2. Mitigation of Risk 

As discussed in Appendix A, cooperative arrangements, both horizontal and 
vertical, are necessary for risk sharing in this industry.  The need for large sunk 
capital investments together with risk are important factors in the extent to which 
oil and gas exploration and production firms choose to enter joint ventures, and 
they mean that the availability of other tools for mitigating uncertainty is 
important for field development and production. 
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The role of risk spreading can be illustrated by the following example.  Consider 
the case of two firms considering exploration and development expenditures on 
two distinct tracts.  Assume that, for each firm, there is a 50 percent probability 
that no oil will be found and a 50 percent probability that a resource with a net 
present value of $10 million will be found.  The expected value of this “lottery” is 
$5 million.  Given the high degree of risk associated with this investment, the ex 
ante value of this opportunity is equal to $5 million minus δ, where δ is the 
(positive) risk premium.  If, however, the two firms become equal partners in the 
two projects, their payoff becomes: 

Table 6: Payoffs for Various Ex Post Outcomes under Risk Sharing 

Ex Post Outcome Probability Payoff 

Neither project is successful 0.25 $0 

One project is successful 
and one is not 

0.50 $5 million 

Both projects are successful 0.25 $10 million 

This payoff profile has the same expected value as the case where each firm 
undertakes an independent investment.  The variance to each firm, however, is 
lower.  As a result, the risk premium necessary for a firm to make (ex ante) zero 
economic profits is lower.22 

Additional uncertainty about aspects of the regulatory regime, possible contracting 
arrangements and the range of contracts available to participants may have a 
major effect on whether exploration or production options are taken up, or delayed 
perhaps indefinitely.  Furthermore, the mitigation of business risk by the pre-
production investment in or ex ante design of contracts that impart as much 
certainty as possible about processes for handling events and information as they 
unfold ex post and any potential opportunistic behaviour by members of a joint 
venture is very important.  Contracts that need to reduce significant expected 
future enforcement costs and that are different from standard arrangements are 
likely to take much more time to negotiate, and thereby delay production.  We 
come back to these issues in section 5, but note at this point that arrangements to 
support separate marketing would need to protect each party’s share of the 
common pool (as discussed next in section 2.3), requiring an elaborate means of 
measuring the value taken by each individual party and a means to retrospectively 
rebalance a party’s share of value.  

                                                 

22  Sharing risk in joint ventures enables capital constrained firms to participate in exploration and development. 
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Finally, note that an assurance that joint marketing is permitted enables firms with 
a wide variety of resources to participate in exploration and production.  Firms 
with a low resource base may not themselves have the resources to cover the 
investment required under separate marketing, even if such marketing were 
feasible, and this would dissuade entry by these firms. 

2.3. COMMON POOL RESOURCE  

Common property characteristics arise when more than one company has access 
to an oil or gas resource pool.  For joint ventures the same problem can arise 
depending upon the autonomy granted the parties under the joint venture 
agreement.  Such common pool problems are a special case of the classic 
“common property” problem.  In these situations, no one party has the right or 
ability to exclude another firm from using its portion of the resource pool, and 
(inefficient) over extraction will occur.23    The solution to this problem requires 
co-ordinated action by the resource owners. 

Common pool problems have been discussed in detail in the context of the oil and 
gas industry, e.g., Libecap and Smith (1999).24  Doane and Spulber (1994) note 
that:25 

Without clearly defined property rights, owners have an incentive to engage in a 
costly competition to extract the gas in the reservoir (page 512). 

Pierce (1987) notes that there are at least two sources of inefficiencies arising 
from the common pool problem in this industry:26 

• The incentive to engage in excessive well drilling results in wasteful drilling 
costs; and 

• The production of oil (to which we would add more generally 
hydrocarbons) requires energy from another source.  If the hydrocarbons are 
produced too rapidly from a reservoir, the reservoir’s source of energy may 
be dissipated long before all of the potentially recoverable reserves have 
been produced. 

                                                 

23  This problem is sometimes referred to as the “tragedy of the commons”. 

24  Libecap, Gary D. and James L Smith (1999), “The Self-Enforcing Provisions of Oil and Gas Unit Operation 
Agreements: Theory and Evidence,” 12 Journal of Law, Economics and Organization 526. 

25  Doane, Michael J and Daniel F Spulber (1994) “Open Access and the Evolution of the U.S. Spot Market for 
Natural Gas”, Journal of Law and Economics, XXXVII, 477-517. 

26  Pierce, Richard J (1987) “State Regulation of Natural Gas in a Federally Deregulated Market: The Tragedy of 
the Commons Revisited”, Cornell Law Review, 73, 15-53. 
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In the context of a National Business Review article regarding the Maui 
redetermination, the following cartoon (Figure 2) depicts the common pool 
problem:27, 28 

Figure 2: NBR/Trace Hodgson Cartoon Depicting the Common Pool Problem 

 

The uncertainty relating to the state of an oil or gas field can exacerbate the 
common pool problem, especially in the absence of a deep spot market for oil or 
gas.  Increased uncertainty increases the discount rate of firms, making them more 
“impatient”, and therefore reducing their ability to coordinate.  Uncertainty may 
induce individualistic behaviour that is the core of common pool resource 
efficiency problems.  This issue is discussed further in section 5 of this report. 

                                                 

27  Reprinted with kind permission, the National Business Review and Trace Hodgson.  This cartoon appeared on 
page 51 of the NBR, 31 May 2002. 

28  Note that this cartoon depicts a competition between the buyers of gas from a common pool, rather than the 
sellers.  Nevertheless, the principle is the same.  
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In short, in the absence of coordination that may include the assignment of 
property rights, the common pool of oil and/or gas will very likely be depleted 
inefficiently. 

2.4. LACK OF A SPOT MARKET IN NEW ZEALAND 

The gas production market in New Zealand operates as a “contract” or “project” 
market, where gas is typically produced to meet specific, and often long-term, 
contractual obligations.  ACIL29 identified the following issues as inhibiting the 
development of a spot market: 

• Restrictions on reselling gas; 

• Access to the Maui pipeline; 

• Protocols and standards for the management of gas flows across the 
transmission system; and 

• Information requirements. 

However, even if these issues were dealt with, New Zealand’s small and sparse 
population make it unlikely that a “thick” spot market would develop in the 
foreseeable future.30  As discussed in section 5.2 of this report, compared to 
countries like the United States and others with liquid spot markets, New Zealand 
has a relatively small number of gas buyers, a relatively small number of 
producing fields, a long and stringy pipeline grid, no gas storage and no formal 
gas brokers. 

The implications of the lack of a spot market are discussed further below.  They 
include the lack of an independent market-determined price for gas.  

                                                 

29  ACIL Consulting, Review of the New Zealand Gas Sector – A Report to the Ministry of Economic 
Development, October 2001. 

30  Low population density results in high transport costs. 
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3. GAS SUPPLY AND DEMAND IN NEW ZEALAND 

3.1. GAS SUPPLY 

Appendix F to this report contains a table setting out the Pohokura joint venture 
parties’ expectations of extraction profiles from currently discovered fields, 
including the revised expectations for Maui.31,32 These expectations assume that 
joint marketing will be permitted, and accordingly that production from Pohokura 
will commence in 2004. 

There is evidence that exploration activity in New Zealand is increasing.   In the 
2001 calendar year, double the number of exploration and mining permits were 
issued than in 2000.  Furthermore, the three major purchasers of Maui gas 
(Contact Energy, NGC and Methanex) all note in recent annual reports the 
increased rate of exploration for gas in New Zealand.33  This increased activity is 
probably a significant reflection of the expected reduction in supply of gas as 
Maui runs down, and the expected increase in demand for electricity and 
consequent derived demand for gas. 

It is also relevant to note that gas discoveries have averaged over 150 PJ per 
annum34 since 1955 and that in its modeling, MED assumes new gas discoveries 
averaging around 80 PJ per annum until 2020.35  Although substantial new gas 
discoveries are likely to be made during the next decades, the amounts, production 
cost, and timing of discovery and production remain extremely uncertain. 

3.2. GAS DEMAND 

Demand for energy is increasing in New Zealand.  The Ministry of Economic 
Development estimates total energy consumption will increase at 1.1 percent per 
annum between 1998 and 2020.36 

                                                 

31  These expectations are based on the joint venture parties’ analysis of public data. 

32  [ ] 

33  See Contact Energy’s Annual Report 2002 (page 11), NGC’s Annual Report 2001 (page 11) and Methanex’s 
Annual Report 2000 (page 22). 

34  This figure is the sum of total gas reserves discovered in New Zealand since modern exploration began in 
1955, divided by the number of years since that time.  The figures are 7,156 PJ estimated total reserves 
discovered over 47 years of exploration.  These values are available from the Ministry of Economic 
Development website (www.med.govt.nz).  We recognise the historical nature of these values and that the 
average disguises substantial variation. 

35  Ministry of Economic Development (2000) Energy Outlook to 2020, 9 .  

36  Ministry of Economic Development (2000) Energy Outlook To 2020. 
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A major and growing form of energy consumed in New Zealand is electricity. 
According to EECA, electricity is likely to continue expanding its share of energy 
provision into the future.37  The Ministry of Economic Development forecasts 
growth in electricity consumption of 1.8 percent per annum from 113 PJ in 1998 
to 167 PJ in 2020.38,39 While there is considerable uncertainty about these forecast 
growth rates, we accept as a working hypothesis that these forecasts are 
reasonable. 

New Zealand faces the significant problem of finding and developing primary 
energy sources to meet future electricity demand.  Currently, hydropower stations 
generate most electricity in New Zealand (63.8 percent for the year ended 31 
March 2001, according to the Ministry40).  As the experiences of the 2001 winter 
show, this system is vulnerable to weather extremes and consequent electricity 
fuel supply variation. 

Hydrological shortages were met to a significant degree by increased Maui gas 
output in 2001.  The Maui field has historically been able to deliver large swings 
in production to meet demand variations.  However, as the field depletes, we 
understand that this flexibility will decrease significantly.   

In the future, the share of hydrological power in electricity generation is expected 
to decline as electricity demand increases and few, if any, new hydrological 
stations are built.41  Reasons for the relative decline in hydrological generation 
include the distance of these stations from load, and resource consent difficulties.  
The most prominent possibility for new hydro development is Meridian’s 570 
MW proposal for the Waitaki River.  According to Meridian’s 2001 annual report, 
this project could take six years to build, and the 2002 annual report noted that 
Meridian expected to apply for resources consents later in 2002. 

The two primary energy sources that are anticipated to supply most of the required 
growth of electricity generation in New Zealand are natural gas and coal. 

                                                 

37  EECA (2001) National Energy Efficiency and Conservation Strategy, 3. 

38  Ministry of Economic Development (2000) Energy Outlook To 2020, 28. 

39  Assuming that the extra 54 PJ of electricity were generated from gas, and assuming an efficiency ratio of 55 
percent, this would equate to an increase of 98 PJ of gas. 

40  Ministry of Economic Development (2001) New Zealand Energy Data File, 100. 

41  Some efficiencies in hydroelectric generation remain to be unlocked, effectively increasing capacity, but these 
gains are not expected to be significant.  
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In the absence of specific (New Zealand) government action, EECA considers that 
gas-fired stations will meet the majority of additional electricity demand over the 
next 10-15 years.42 This is consistent with the view of the Ministry, which 
forecasts in the Energy Outlook to 2020 that gas-fired electricity generation will 
increase in absolute terms over the next twenty years.   

The Energy Outlook to 2020 also suggests that any shortfall in capacity of 
electricity generation by gas will be made up by coal.  That is, if gas supplies are 
limited, coal will take its place as the primary source of energy for generation. 

Gas is preferred over coal for electricity generation for two reasons.  First, there 
are studies anticipating that over the next twenty years gas will generate electricity 
that is approximately 30% cheaper per unit than coal.  For example, in an analysis 
for the Ministry of Economic Development, East Harbour Management Services 
calculated that unit electricity generation costs would range from 4.0 to 7.6 c/kWh 
for gas based technologies and from 6.7 to 10.1 c/kWh for coal based 
technologies, depending on assumptions about capital costs and fuel costs.43  
Secondly, generation by natural gas is cleaner than coal, and imposes considerably 
less externalities.  Coal contains almost twice the carbon than that of natural gas.  
Furthermore, natural gas can be burned considerably more efficiently than 
coal.44,45 

The forecast environmental impact of coal over gas is significant.  The Ministry 
forecasts that if gas discoveries over the next two decades decline from an 
expected 80 PJ per annum to 40 PJ per annum, then New Zealand carbon dioxide 
emissions resulting from electricity generation will increase by 9.5% as carbon-
rich coal is substituted for natural gas in electricity generation.46  This may have 
serious implications for New Zealand under the Kyoto Protocol. 

3.3. IMPLICATIONS FOR POHOKURA 

In the context of increasing demand for gas and the imminent depletion of Maui, 
the timely development of the Pohokura field becomes critical for New Zealand.  
In our view, separate marketing would lead to delay in the development of 
Pohokura, and significant subsequent welfare losses.  These conclusions, among 
others, are developed in the remainder of this report.  

                                                 

42  EECA (2000) Draft National Energy Efficiency and Conservation Strategy, 27. 

43  East Harbour Management Services Ltd (2002) “Costs of Fossil Fuel Generating Plant”, Report to the 
Ministry of Economic Development. 

44  Ministry of Economic Development (2000) Energy Outlook To 2020, 48. 

45  We also understand that it is significantly quicker to build a gas turbine than it is to build a coal station. 

46  Ministry of Economic Development (2000) Energy Outlook to 2020, 48.  
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4. MARKET DEFINITION 

For the purposes of this report, we accept the product, geographic and functional 
dimensions of the Commission’s market definition findings in Decisions 408 and 
411.  However, we believe that new facts do justify the Commission now altering 
the time dimension of its gas production market definition analysis. 

In Practice Note 4,47 the Commission states: 

Generally, the Commission will view markets as functioning continuously over 
time.  However, where a market is characterised by, for example, infrequent 
transactions, the Commission may seek to define a separate time dimension as 
part of its market definition process.  Time considerations are also important 
where there are long term contracts and where there are depletable resources. 

In Decisions 408 and 411, the Commission defined the relevant gas markets as: 

• The current gas production market; and 

• The post-2009 gas production market. 

The rationale for this distinction was the anticipated depletion date of 2009 for 
Maui. 

Since the Commission’s decisions, the estimate of the economically recoverable 
reserves from the Maui field has been downgraded (in November 2001), and a 
redetermination of those reserves is currently in progress.  Furthermore, on the 
assumption that joint marketing will be permitted, there is now more certainty 
about the future development of Pohokura. 

In our view, the gas production market should be considered as continuously 
functioning for the foreseeable future.  In other words, there should be no inter-
temporal split.  Our reasons are as follows: 

• As illustrated by Appendix F, the Pohokura joint venture parties expect the 
run-down of Maui to be fairly smooth; 

• Subject to joint marketing by the Pohokura joint venture parties being 
permitted, Pohokura gas is expected to be on-stream by 2004, to a 
significant degree offsetting the run-down of Maui.  Furthermore, the 
Pohokura joint venture parties expect production from Kupe and Kauhauroa 
to commence around 2008 and 2010 respectively; 

                                                 

47  Practice Note: 4: The Commission’s Approach to Adjudicating on Business Acquisitions Under the Changed 
Threshold in Section 47 – A Test of Substantially Lessening Competition (available on the Commission’s 
website: www.comcom.govt.nz). 
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• Of the four major Maui contracts, three of them expire in 2009 (the Crown’s 
contract with the Maui Mining Companies, and the Crown’s contracts with 
Contact Energy and NGC).  The fourth contract (between the Crown and 
Methanex) expires in 2007, but delivery is only committed to 2005.  
However, the exhaustion of Maui appears to be well anticipated by the three 
major purchasers of gas from that field.  All three purchasers have already 
indicated (for example, in their annual reports) that they are currently 
assessing the situation and are seeking contracts for supply from alternative 
sources; 

• The preceding bullet point illustrates what economics would predict, i.e. that 
firms on the demand and supply side of the market will anticipate future 
depletion of fields, and incorporate it in their decisions now; and 

• It is possible that Methanex will close its New Zealand plants in the next 
few years.  However, Methanex has stated that this depends upon the 
outcome of its negotiations for replacement gas; it states that it is actively 
seeking a replacement long-term contract at the moment. 

In our view, uncertainty about Methanex’s future, and uncertainty about reserves 
in existing fields, makes it too speculative to specify an inter-temporal split, and 
prospective changes in the gas market affect decisions continuously. 
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5. GAS MARKETING 

5.1. INTRODUCTION AND SUMMARY 

The purpose of this section is to consider the costs and benefits of the three types 
of gas marketing that were identified as specific points on the marketing 
continuum in section 1.2. 

The section starts with a review of the gas market in New Zealand.  The absence 
of a thick spot market significantly increases the costs of separate marketing.  We 
also show in this section that, even if there were a spot market, separate marketing 
would continue to be very costly, because of coordination difficulties. 

It is relevant to note that there is no example of separate gas marketing in New 
Zealand.48 

We then consider the three types of marketing.  Our conclusions are that: 

Intra-Joint Venture Competition 

It is quite plausible that scenario 2 may not actually be feasible.  However, if it 
were, it could result in intra-joint venture competition on sales terms including 
price, quantity and rates of extraction. 

Scenario 1 is more likely to be feasible.  However, it would offer no competition 
advantages over joint marketing; neither would it result in intra-joint venture 
competition. 

Any ability of joint marketers to exercise market power would be significantly 
constrained by the: 

• Misalignment of incentives (and other asymmetries) faced by each firm in 
the joint venture due to other business activities; 

• Greater exploration incentives and therefore competition; and 

• The expectation that new discoveries will be made. 

                                                 

48  It is sometimes claimed that Kapuni gas is separately marketed.  However, we are advised by Shell and Todd 
that this is not the case.  Rather, the gas is sold jointly. 
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Gas Production Market Competition 

Both forms of separate marketing would reduce the value of gas fields, and 
accordingly would reduce incentives to enter the gas exploration and production 
industry.  Therefore, separate marketing would ultimately reduce competition in 
the gas production market.  In other words, joint marketing is actually pro-
competitive. 

Transaction Costs 

Compared to joint marketing, the transaction costs of: 

• Scenario 1 would be significant enough to delay development of the 
Pohokura field by x  years; and 

• Scenario 2 would be significant enough to delay development of the 
Pohokura field by xy >  years, or possibly indefinitely. 

Even if we take a very conservative view, for example, that 3=> xy , the welfare 
losses from separate marketing would be very large. 

Production Costs 

Both forms of separate marketing would result in higher production costs than 
joint marketing. 

Legal Constraints 

Because of over-extraction incentives, delays in development and reduction in 
exploration incentives, both forms of separate marketing would entail a risk of the 
Ministry of Economic Development refusing to grant a mining permit.  The risk 
would be higher under scenario 2. 

5.2. IMMATURITY OF THE NEW ZEALAND MARKET 

The ACCC has found that separate marketing of gas in the various relevant 
Australian markets is infeasible.  While we understand that separate marketing of 
gas occurs in the USA, the UK and Canada, the gas production markets in those 
countries are very thick and sophisticated.  The ACCC has identified a list of 
market features that are present in overseas gas markets where separate marketing 
is the norm:49 

                                                 

49  ACCC (1998), Submission to the Gas Reform Implementation Group on Upstream Issues. 
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• A large number of customers creating a diverse gas demand profile (for 
example, in 2000, there were 59,478,980 residential consumers, 5,090,586 
commercial consumers and 235,064 industrial consumers in the USA50);   

• A number of competitive suppliers (for example, there are approximately 
8000 in the USA51); 

• A range of transportation options creating a pipeline grid (for example, in 
the USA, more than 165 firms operate about 278,000 miles of transmission 
lines, and more than 1,300 local distribution firms operate in excess of 
another 700,000 miles of pipeline distribution infrastructure52); 

• Storage close to demand centres (for example, there are 5 liquefied natural 
gas storage sites in the UK, as well as salt cavities and depleted gas fields); 

• Brokers/aggregators providing supply and/or demand aggregation services 
as well as bundled supply packages; 

• Gas-related financial markets; and 

• Significant short term and spot markets. 

None of these features currently exist in New Zealand, nor are they likely to in the 
foreseeable future. 

Number of Customers 

The demand side of the New Zealand gas production market is very thin.  The key 
players include Contact Energy, Genesis, Methanex, NGC, Nova (which is related 
to Todd Energy, one of the Pohokura joint venture parties), Ballance and 
potentially certain other industrials and co-generators.   

Number of Suppliers 

The supply side of the New Zealand gas production market is discussed above in 
section 3.  Current producers are Shell, Todd, NZOG, Swift, Indo Pacific and 
Greymouth Petroleum. 

                                                 

50  Source: Energy Information Administration (2000) Natural Gas Annual, Overview - Table 1.   

51  Source: Natural Gas Supply Association (www.ngsa.org).  Also, according to the Natural Gas Annual (see the 
preceding footnote), there were 306,239 gas and gas condensate wells producing gas in the USA in 2000. 

52  Source: Energy Information Administration (2001) U.S. Natural Gas Markets: Recent Trends and Prospects 
for the Future, 16. 
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Transportation Options 

Even if there were a significant number of producers and consumers in the gas 
production market, the development of liquid trading would depend on the ability 
to transport gas between those players.  As we now describe, the gas networks in 
New Zealand are very long and thin, and significantly less extensive than the 
electricity networks. 

There are two main gas transmission networks in New Zealand: 

• The Maui pipeline, which runs from the Oaonui processing plant to Huntly.  
The Maui pipeline is owned by Maui Development Ltd (MDL), which in 
turn is owned by Shell, Todd and OMV.  This pipeline currently transmits 
only gas to be sold under the Maui contract; and 

• The NGC transmission pipelines.  These comprise over 2,300 km of 
transmission pipelines, which essentially cover many of the cities and towns 
of the North Island. 

There are other small transmission pipelines that connect specific fields to 
industrial and petrochemical loads, and various distribution networks.   

The distribution networks are operated by NGC, Vector, Powerco and Wanganui 
Gas.  Nova has a small number of bypass lines which provide a service mainly to 
industrial customers.  We understand that the four main distribution companies all 
offer common carriage to retailers. 

ACIL has identified the following concerns in respect of gas transmission in New 
Zealand: 

• Lack of access to the Maui pipeline.  The Maui pipeline is currently used 
only to transport gas under the Maui gas contracts.  The existing rights may 
continue until 2009, depending on the outcome of the pending 
redetermination.  However, we understand that the Pohokura joint venture 
parties are expecting this access issue to be resolved prior to the Pohokura 
gas coming on-stream; 

• Gas specification.  The Maui gas contract has a different gas specification to 
that of the NGC transmission system; 
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• NGC’s access pricing and contractual terms have a standard contract term of 
12 months.  In its submission to the Ministry of Economic Development on 
the ACIL report, Shell noted that this disadvantages parties with gas to offer 
over shorter periods, and small suppliers with customers having variable 
loads.  Effectively Shell argued that there can be no spot or on demand 
market for transmission services because of these transmission annual 
contracts53; and 

• Gas balancing.  In this context, gas balancing refers to the procedure by 
which customers match gas receipts to gas deliveries over a given period.  
Balancing is undertaken periodically, with penalties generally given for 
excessive imbalance.  Currently NGCT (the transmission business of NGC) 
is responsible for maintaining the overall gas balance in the system, 
including the Maui pipeline.  The current system is very simple and 
provides a high level of flexibility to the users that rely on the Maui gas 
field.  However, both ACIL and the Ministry have concerns about its 
efficacy in the future.  For example, the Ministry states that, “Overseas 
experience suggests that current arrangements may not suffice in the 
medium term with growth in demand (e.g., for gas-fired electricity) and in 
the number of injection points”.54 

Gas Storage 

Gas storage can serve a number of useful purposes, including: 

• Meeting demand variability; 

• Assisting operation by dealing with operational incidents, such as 
compressor trips; 

• Reducing pipeline investment; and 

• Complementing a balancing arrangement (see section 5.3.2). 

Natural gas can technically be stored in depleted reservoirs.  However, for the 
following reasons, appropriate reservoirs do not exist in New Zealand, and are not 
likely to during the foreseeable future: 

• There are no depleted reservoirs at the moment; and 

                                                 

53  We understand that NGC states that there is no impediment to a secondary market for transmission access 
rights.  However, we are advised by the Pohokura joint venture parties that one has not developed in practice 
because of practical difficulties implementing the market. 

54  Ministry of Economic Development, Review of New Zealand’s Gas Sector 2001-2002. 
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• While Maui may be technically viable as a storage facility following its 
depletion, we understand that it would not be economically viable.  In 
particular, the costs of operating the offshore platform and creating the 
required pressure for re-injection would make using Maui as a storage 
facility prohibitively expensive.55 

Brokers 

We understand that there are no firms in New Zealand performing a formal gas 
broking or aggregating role, although Contact Energy and NGC have performed 
an aggregation role by purchasing gas from a number of fields and using the gas 
for their own consumption or for resale to retailers and end-users. 

Gas-Related Financial Markets 

In order to manage spot market price risk, a financial gas market developed in the 
US in the late 1980s, offering futures and options contracts.56  ACIL notes that the 
US “turn over in futures trading is in the hundreds of billions of dollars” (page 
76).  If a spot market develops in New Zealand (see the discussion below), it is 
possible that a complementary financial market could develop as well. 

Short-Term and Spot Markets 

There is no gas spot market in New Zealand, and nor is there likely to be a liquid 
one in the foreseeable future (for the reasons given in this section 5.2). 

The implications of a lack of a liquid spot market for the marketing of gas from 
the Pohokura field are developed in this report.  In summary, a liquid gas spot 
market would: 

• Significantly reduce the transaction costs of negotiating and enforcing a 
balancing arrangement, because of an independently fixed price and the 
ability to transact overs and unders (see section 5.3.2); and 

• Reduce the risk of hold-up, and accordingly the extent of reliance on long-
term contracts (although these would remain very important). 

Nevertheless, even if there were a spot market, separate marketing would continue 
to be very costly, because of coordination difficulties. 

There is a wholesale gas spot market in Victoria, which has operated since 15 
March 1999.  Key features of that market include: 

                                                 

55  Furthermore, Maui is not close to significant variable load. 

56  Andrej Juris (1998) “Development of Competitive Natural Gas Markets in the United States”, Public Policy 
for the Private Sector, Note No. 141. 
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• A design that was developed to enable within-day gas scheduling and 
balancing of the pipeline system to be market driven.57 

• There are four injection sources of gas.  We understand that the vast 
majority of gas (around 98 percent) is injected from the offshore gas basins 
in Bass Strait, which are jointly owned and operated by Esso and BHPP.  
The other three production sources are an interconnection with the New 
South Wales system; the Otway Basin field and underground storage facility 
in the southwest of Victoria; and a LNG storage facility at Dandenong; 

• There are three retail purchasers; 

• Gas flows on substantial sections of the transmission pipeline can be bi-
directional; 

• The system, including the price determination model, is operated by 
VENCorp, an entity owned by the Victorian government; 

• The majority of gas is traded under contracts between producers and 
retailers; and 

• The spot market is settled as a net market, i.e. the participants pay for the 
excess of actual withdrawals over actual injections, or receive payment for 
the excess of actual injections over actual withdrawals. 

We are not aware of any economic studies examining the efficiency of the 
Victorian gas spot market.  However, we note that the market is very thin in terms 
of number of players and quantities, particularly when compared to the US and 
UK markets.  It is relevant to note the following comment of the ACCC, made in 
its authorisation of the Victorian spot market rules:58 

“However, with limited supply side competition at market commencement the 
Commission has some reservations that spot sales will be fully competitive.  This 
is because it is initially expected that spot sales will relate to a relatively small 
amount of gas needed by participants to ensure that they are in physical balance.  
However, as the industry develops parties may become more willing to buy and 
sell gas on the day at the spot price” (page 23). 

                                                 

57  See section 4.1 of “Vencorp’s Guide to the Gas Market”, available at www.vencorp.com.au. 

58  ACCC Determination “VENCORP authorisation applications for Market and System Operations Rules”, 19 
August 1998. 
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A recent review of the Victorian market noted that the matter of limited upstream 
competition “… is not an issue that is caused by nor is it solvable solely by 
implementation of, or changes to, spot market or pipeline access arrangements”.59 

As noted in section 2.4 of this report, ACIL identified the following issues as 
inhibiting the development of a gas spot market in New Zealand: 

• Restrictions on reselling of gas; 

• Access to the Maui pipeline; 

• Protocols and standards for the management of gas flows across the 
transmission system; and 

• Information requirements. 

If these types of issues were addressed, then it may be possible to engineer a gas 
spot market in New Zealand.  However, New Zealand’s small and sparse 
population makes it unlikely that a liquid spot market would develop in the 
foreseeable future.   Even an illiquid one would probably take several months or 
years to develop.  

Together, these factors raise a lot of uncertainty for the Pohokura joint venture 
parties now about the prospects and efficacy of a New Zealand gas spot market.  
Accordingly, we do not believe that the possibility of a gas spot market 
developing at some unknown point in the future will: 

• Significantly reduce the transaction costs of negotiating and enforcing a 
balancing arrangement; or 

• Reduce the risk of hold-up, and accordingly the extent of reliance on long-
term contracts (these are still likely to be important even in the presence of a 
spot market). 

To be more specific, even if a spot market were in prospect: 

• If there is uncertainty about the general efficiency of the price discovery of a 
gas spot market, the joint venture parties would not be happy to base value 
transfer decisions on it; and 

                                                 

59  “Review of Victorian Gas Market Arrangements”, Vencorp, 15 March 2001, page ii.  That same review also 
noted the ongoing importance of long-term arrangements in the Victorian gas market, and stated that (page i): 
“The principal determinant of retail gas prices in Victoria is therefore the primary Gascor-BHPP/ESSO 
contract.” 
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• If there is uncertainty about the quantities of gas available on a spot market, 
and concomitantly the volatility of price, the joint venture parties would be 
reluctant to design a balancing arrangement on the basis of their ability to 
make-up deficits from it, nor would they be happy to risk huge sunk 
investments on it. 

5.3. COSTS AND BENEFITS OF SCENARIO 2 

5.3.1. Intra-Joint Venture Competition and Production Externalities 

Under scenario 2, each joint venture party would independently negotiate 
contractual sales terms with buyers, including price, quantity, specification and 
liability.  The joint venture parties would then convene to agree on the appropriate 
development to support the sales contracts in place.  The process would have to be 
iterative and involve the final purchasers. 

The transactions would be materially affected by uncertainty about the total 
economically recoverable reserves from a field.  At best, the joint venture parties 
would be able to estimate a probability distribution for the amount of recoverable 
gas.  Until final depletion, the quantity of gas in a field is very uncertain. 

This uncertainty about future quantities (and prices) creates an incentive on each 
joint venture party to: 

• Extract gas earlier than might otherwise be the case; and 

• Avoid being an “under-lifter” at any point in time. 

For example, consider a discovery by three joint venture parties with equal shares, 
and assume that the expected quantity of recoverable gas is 1000 PJ.  
Accordingly, each party expects to recover 333 PJ.  However, there is a certain 
probability that the field will contain less than 1000 PJ.  Given this risk, each 
party will want to avoid being in a position of “under-lift” at any point in time, in 
case the field is depleted “prematurely”.  In effect, this uncertainty sets up a “race” 
between the joint venture parties to extract first, manifested under scenario 2 by 
each joint venture party attempting to sell a greater quantity of gas than the others. 

As discussed in respect of the common pool problem in section 2.3 of this report, 
these incentives would lead to more expenditure than is optimal, and could lead to 
over-extraction and fewer resources being ultimately captured.  These incentives 
can be illustrated by the prisoners’ dilemma game.  Each joint venture party has 
an incentive to extract competitively, even though this action reduces the total 
value of the pool.  The pay-offs in the following representation of the game (Table 
7) are stylistic illustrations of the value of each of two joint venture parties’ 
interests in a field. 
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Table 7: Over-Extraction Incentives 

 Player 2: Cooperative 
strategy 

Player 2: Non-
cooperative strategy 

Player 1: Cooperative 
strategy 

10, 10 2, 15 

Player 1: Non-cooperative 
strategy 

15, 2 5, 5 

Non-cooperation is a dominant strategy.  That is, even if the parties could achieve 
a tenuous agreement to cooperate, each would have an incentive to deviate from 
that agreement.  Both players are worse off under the equilibrium outcome (the 
bottom, right-hand cell), as their competition to extract first will lead to sub-
optimal depletion of the field, and consequent loss of value.  The economy is also 
worse off.60 

To the extent that part of the value of the field would be destroyed, ex ante the 
incentive to explore for gas would be reduced.  Under scenario 2, the incentive to 
over-extract would manifest itself in each joint venture party competing to sell a 
greater quantity of gas than the others, i.e., the incentive would promote intra-joint 
venture competition.  However, other incentives may mitigate this to an extent.  
These other incentives depend on whether costs are allocated ex ante or not. 

If the joint venture parties agree on development and production cost allocation 
prior to separate selling, then they would continue to have an incentive to compete 
between themselves, on various dimensions. 

                                                 

60  The joint venture parties might repeat this one-shot game.  However, because the horizon is finite, and 
because the uncertainty about remaining reserves is likely to result in high discount rates, the folk theorem 
does not apply and the cooperative outcome will not obtain.   (Note that cooperation cannot be sustained in a 
prisoner’s dilemma game even for long but finite games (Tirole, J (1988) The Theory of Industrial 
Organization, The MIT Press).  Where the game horizon is finite but occurs at an indefinite point in time, as 
it is in the case of extraction from a gas reserve whose exact size is unknown, there is some possibility for 
cooperation to be the optimal outcome.  However, Tirole notes that when the future is discounted but only 
exists with probability x, and x decreases sharply at some point in time (as we consider is the case with gas 
extraction), then “one would suspect that…collusion [cooperation] would be hard to sustain in such an 
environment” (page 253)).  Furthermore, information, cost and use  asymmetries between the firms will make 
it harder to reach an efficient solution than in the standard case.  Therefore, cooperation is most unlikely to be 
an equilibrium outcome even if the game were repeated. 
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However, it would seem unlikely that the joint venture parties would agree on cost 
allocation ex ante.  To illustrate, consider the “swing” term in a gas sales contract.  
“Swing” is the difference between, for example, the average daily quantity of gas 
and the maximum daily quantity.  Swing is valuable to electricity generators in 
New Zealand, because electricity demand is variable, and gas cannot be stored in 
New Zealand.61  Accordingly, we might expect joint venture parties under 
scenario 2 to compete on swing.  Of course, the greater the swing, the greater the 
capacity of the facilities required to provide it, and the greater the capital cost to 
be allocated among the joint venture parties. 

Suppose that, according to an ex ante cost allocation agreement, joint venture 
party A is to pay for 40 percent of all development and production costs.62  
Suppose further that: 

• The incremental cost to the joint venture of a unit of swing is $100; and 

• The incremental benefit to buyer X of a unit of swing is $80. 

The incremental cost to joint venture party A of a unit of swing is $40.  Joint 
venture party A would accordingly have an incentive to sell a unit of swing to 
buyer X at a price between $40 and $80.  However, one or both of joint venture 
parties B and C would not receive any value for their expenditure. 

Accordingly, it is more realistic to expect the joint venture parties to allocate costs 
after they have entered into their separate sales agreements.63  What then would 
the incentives be for intra-joint venture competition? 

In a world of perfect information, the ex post allocation of costs should not alter 
the incentives to compete.  If joint venture party A sells one more unit of swing 
than the other parties, it would simply pay the incremental cost of providing that 
swing.  However, in practice identifying the true incremental cost would be very 
complicated; allocation of common costs is notoriously difficult.  Joint venture 
party A might consider the incremental cost to be $100, while the other parties 
might consider it to be $120.  The uncertainty about the true incremental cost and 
availability of swing is likely to “chill” the incentives on all joint venture parties 
to be an “outlier” on any particular dimension, such as swing. 

                                                 

61  The right to purchase gas in excess of the daily quantity can be thought of as a real option. 

62  Because we are considering scenario 2, quantity parameters are not specified. 

63  Or to specify quantity parameters, but this would be scenario 1. 
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5.3.2. Increased Transaction and Production Costs 

After having independently negotiated gas sales contracts with buyers, the joint 
venture parties would have to return to the joint venture table under scenario 2 to 
agree on the field development and consequent cost allocation. 

Field development entails decision-making on a number of important parameters, 
including: 

• Number of wells; 

• Number of platforms; 

• System capacity (including wells, pipelines and processing plant); 

• System redundancy, to allow maintenance while maintaining production; 

• System reliability; and 

• Average throughput, for design of by-product (e.g., LPG) storage and export 
facilities. 

Each of these parameters will depend on a number of variables and trade-offs.  
For example, while improved reliability will be valuable to buyers, it comes at a 
cost and the willingness to pay (or demand) for reliability will vary between 
buyers. 

Having independently negotiated gas sales contracts, each joint venture party 
would have different information about these variables, and different views as to 
the trade-offs.  Furthermore, each joint venture party would have different 
requirements for, and constraints on, the development, reflecting the terms of its 
own gas sales contract(s). 

For these reasons, scenario 2 would lead to significantly increased transaction and 
production costs, compared with joint marketing. 
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Increased Transaction Costs 

Because each joint venture party would have different information, value and 
expectational judgments, and contractual constraints, in respect of each 
development parameter, the scope for disagreement is very large.  When 
combined with the intrinsic reserves uncertainty, prospective sunk and very large 
investment,64 and anticipation of opportunistic behaviour under separate selling, 
negotiations would be long and contentious, and result in a very incomplete 
contract (if any).65  In short, the nature of scenario 2 is intra-joint venture 
opportunism; therefore, for those cooperative elements that are essential, there 
would have to be very extensive investment in information and contract design for 
a feasible arrangement to emerge.66 

Litigation between the joint venture parties would be a very real prospect, both 
before and after development decisions are made. 

To illustrate, consider the swing term in a gas sales contract again.  We would 
expect the allocation of the capital costs to provide swing to be very complicated.  
Even if by coincidence the gas sales contracts of all joint venture parties provide 
for the same daily quantity, it is likely that the swing will differ.  Furthermore, the 
timing of swing demand is also likely to vary across types of customers, 
suggesting benefits from coordinated contracts.67 

The difficulties imposed by differing reliability and other contractual constraints 
would add cumulatively to these complications. 

                                                 

64  Estimated to exceed $NZ1 billion for Pohokura. 

65  An “incomplete contract” is one that does not describe what action is to be taken and payments made in every 
possible contingency.  Contracts are seldom complete because of limited foresight, imprecise language, the 
costs of calculating solutions and the costs of writing down a plan – collectively, the “bounded rationality” of 
people. 

66  As noted in the Appendix A literature survey, Hendricks and Porter (1996) point out that information 
asymmetries make it difficult for firms to use unitisation agreements in the United States.  Also, information 
heterogeneities may inhibit the willingness of firms to enter joint ventures. 

67  The higher the degree of flexibility in offtake, the more valuable the gas is likely to be to buyers.   The ability 
to use as much of the installed field capacity as possible to provide this flexibility to buyers is thus valuable 
and influences the price a joint venture party might expect to receive.  Even if the joint venture is able to 
agree on a development plan and the capacity of the facilities, under separate marketing each party has an 
incentive to pay a lower share of the high upfront facilities costs but nevertheless ex post disproportionately 
use a greater share of the installed capacity.  Any arrangement to separately sell would have to deal with the 
risk that capacity paid for would not be available for subsequent use.  Unless all parties can be guaranteed use 
of capacity they have paid for, it is likely that the parties will have great difficulty agreeing to invest the large 
capital sums required for development of the project. 
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It is important to note that the price in each joint venture party’s sales contract 
would reflect all of the terms and conditions of that contract.  Accordingly, the 
constraints imposed by each sales contract on the development decisions are real; 
any compromise by a joint venture party in its development negotiations with the 
other joint venture parties would have value implications.  As part of the 
development negotiations, joint venture parties would almost certainly have to 
renegotiate their sales contracts, including price, with buyers. 

Furthermore, because negotiations over the development parameters would 
involve revelation of the terms and conditions of each gas sales contract, it would 
seem almost inevitable that the prices in the gas sales contracts would also be 
revealed.  This might lead to price convergence in the context of renegotiations 
with buyers. 

Because of these transaction costs, significant delay in development is inevitable 
under scenario 2.  The delay is likely to be measured in years, and may possibly 
be indefinite. 

In this regard, the work of Libecap and Wiggins (1985)68 is relevant.  They study 
the impact of information asymmetries on negotiation time for joint agreements in 
the US oil and gas industry.  Each party to the proposed agreement on a given gas 
or oilfield may have multiple wells drilled into the field.  From these wells 
information about the field is gathered, which is private to that party.  Since under 
a joint arrangement the share of net revenues from the whole field attributable to 
each party is determined by the value of the wells each party owns, each party has 
an incentive to overstate the value of their wells.  This reduces the ability of each 
party to credibly share information on the value of their wells.  In these 
circumstances, negotiation of joint venture operating agreements takes on average 
seven years, versus six months when there are no such information asymmetries. 

Balancing Arrangements 

Information, value and expectational asymmetries are likely to be significant in 
respect of many of the development parameters on which the joint venture parties 
would need to agree.  Included in this list is the negotiation of a “balancing 
arrangement”.  Under scenario 2, it is very unlikely that each joint venture party 
would negotiate a sales contract with identical: 

• Annual, monthly and daily quantities; 

• Swing; and 

• Term. 

                                                 

68  Libecap, G D and S N Wiggins (1985) “Oil Field Unitization: Contractual Failure in the Presence of 
Imperfect Information”, American Economic Review, 75(3), 368-385. 
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Rather, it is very likely that there would be a divergence between entitlements and 
sales at any one point in time.69 

In order to deplete the field in equity proportions overall, a balancing arrangement 
is required.  (Conceptually, gas storage would also provide a solution.  However, 
as noted above, gas storage is not practical or commercially justifiable in New 
Zealand, and is unlikely to be for the foreseeable future).70 

Imbalances could be rectified with cash payments.  However, this would require a 
price for gas that reflects its value at the time imbalances are rectified.  If there 
was a spot market, a price related to the spot price could be used for balancing.  
However, in the absence of such an objective price, the joint venture parties would 
have to agree on an internal transfer price, which could be expected to form the 
floor price for external sales, and which would amount to price setting for the 
field. 

The alternative is in-kind balancing.  An “over-lifting” joint venture party could 
repay an “under-lifting” joint venture party: 

• With equivalent gas from another field; or 

• By effectively transferring entitlement to unproduced gas in the reservoir. 

However, both methods are difficult in the New Zealand context. 

Regarding the first method, unless the over-lifting joint venture party has its own 
alternative source of uncommitted gas,71 the lack of a short-term contract or spot 
market would make it difficult for it to obtain the replacement gas, and difficult to 
value the gas.  Furthermore, the under-lifting joint venture party would take on 
supply risk.   

                                                 

69  Factors driving these almost inevitable differences will include differing consumer preferences, and differing 
beliefs amongst the joint venture parties about discount rates and future prices. 

70  Interestingly, oil and gas producing states in the United States have responded to the balancing problem by 
regulation.  Pierce (1987) notes that: “All producing states have recognised the concept of correlative rights in 
response to the potential for one owner to “steal” gas from other owners through uncompensated drainage.  
The doctrine of correlative rights provides a legal framework in which each owner of oil and gas in a 
reservoir can produce its fair share of the total oil and gas in the reservoir, measured with reference to its 
proportionate ownership of the reservoir” (page 19) (Pierce, Richard J (1987) “State Regulation of Natural 
Gas in a Federally Deregulated Market: The Tragedy of the Commons Revisited”, Cornell Law Review, 73, 
15-53). 

 One of the forms of regulation used (for example, in Oklahoma) requires the operator of a field to provide 
each other owner (joint venture party) the option to elect to have the operator market each owner’s share of 
the gas on terms at least as favourable as those the operator obtains for its own share.  “Electing owners 
become, in effect, co-owners for gas marketing purposes” (Pierce 1987, 26). 

 We note that this form of regulation effectively authorises joint marketing of gas. 

71  Of sufficient volume and deliverability. 
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While Shell and Todd have interests in other New Zealand gas fields, we 
understand that their only current sources of uncommitted gas are smaller fields 
such as Kapuni, McKee and Mangahewa (the latter two being Todd only).  
However, given the rising demand for gas, and the depletion of Maui, it would 
seem unlikely that the Pohokura joint venture parties would enter into a balancing 
arrangement that was based on such gas remaining uncommitted.  It is unlikely 
that the highest value use for such gas would be as a balancing vehicle for 
Pohokura gas. 

Furthermore, Preussag does not have any alternative source of gas.  This 
asymmetry is likely to make this type of balancing arrangement infeasible. 

Regarding the second method of in-kind balancing, the arrangement would also be 
used to attempt to mitigate the common pool incentive problems; in other words, 
the arrangement would be designed to mitigate the over-extraction incentives 
outlined in section 5.3.1.  However, the uncertainty and asymmetric information 
(and judgments) among the parties about relevant variables is likely to make 
negotiations long and contentious, and to result in a very incomplete contract. 

For example, recall that the over-extraction incentive arises from the uncertainty 
about the quantity of economically recoverable reserves.  To achieve incentive 
compatibility, i.e., to align the incentives of all joint venture parties to cooperate 
rather than compete in pool depletion, a risk compensation mechanism would 
need to be designed.  This would be complicated because the risk premium would 
depend on the state of knowledge about geology, the state of depletion of the field, 
the length of time until extraction, etc.  Each of these variables would “vary” 
depending on the timing of the imbalance, and each joint venture party would 
have different views on their values. 

Because a balancing arrangement is unlikely to be as complete and incentive 
compatible as a joint marketing arrangement, the costs of enforcement (for 
example, legal fees, management opportunity cost and production delays) will 
almost certainly be higher. 

Increased Production Costs 

Scenario 2 would involve higher production costs than joint marketing, for several 
reasons. 

Firstly, the fact that each joint venture party would return to the joint venture table 
armed with different contractual obligations and constraints is likely to result in 
sub optimal capital expenditure decisions. 

Secondly, the unmitigated common pool incentives would lead to more capital 
being expended than is optimal. 

Thirdly, both scenarios 1 and 2 would entail multiple sales negotiations.   
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Finally, under both scenarios, there would be the extra costs of administering 
several sales contracts, including the resolution of disputes. 

5.3.3. Implications for Buyers of Gas 

Consider also the ex ante implications of these delays and uncertainties for 
prospective buyers of gas.  For example, electricity generators may require the 
certainty of long-term gas contracts in order to undertake investment in gas-fired 
generation plants.  While gas field joint venture parties may be able to enter into 
long-term sales contracts under scenario 2, buyers would anticipate the subsequent 
development difficulties and inherent uncertainty about the physical performance 
of the field, and these factors would markedly reduce any certainty about gas 
supply. 

Consequently, the price that generators would be prepared to pay for gas would be 
lower, and in turn the value of the gas field to the joint venture parties would be 
lower.  Therefore, ex ante the incentive to explore for gas would be reduced. 

The increased uncertainty would almost certainly result in the delay of investment 
in gas-fired power stations. 

5.3.4. Implications for Gas Market Competition 

At several points in this section 5.3 we have noted that the over-extraction 
incentives, transaction costs and production costs inherent in scenario 2 would 
result in reduced field value.  Ex ante, this would reduce the incentives on firms to 
enter the New Zealand oil and gas exploration industry.  Accordingly, separate 
marketing would ultimately lead to less competition in the gas production market 
than would joint marketing. 

5.3.5. Statutory Constraints 

Prior to issuing a mining permit, the Ministry of Economic Development 
evaluates the proposed development plans of the field right holders pursuant to its 
powers and obligations under the Crown Minerals Act 1991.  The Minister of 
Energy is required to consider a number of factors, including efficient extraction 
and the encouragement of continued investment in petroleum exploration and 
mining. 

Furthermore, once a mining permit is granted, production is monitored. 

We would expect the Minister to be concerned about the effects of scenario 2.  Of 
particular concern would be the over-extraction incentives, delays in development 
and reduction in exploration incentives. 



Coordinated Marketing of Pohokura Gas - An Economic Analysis Charles 
 River 
20 December 2002 Associates 
 
 

 Final Report - Public Version Page 40 

 

 

5.3.6. Summary of Costs and Benefits of Scenario 2 

In summary, compared to joint marketing, scenario 2 would result in: 

• Intra-joint venture competition;72 

• Over-extraction incentives and loss of field value; 

• Reduction in exploration incentives; 

• Reduction in competition in the gas production market; 

• Significantly increased transaction costs; 

• Significantly increased production costs; and 

• Significantly delayed development and production. 

Furthermore, scenario 2 would entail a risk of the Ministry of Economic 
Development refusing to grant a mining permit. 

5.4. COSTS AND BENEFITS OF SCENARIO 1 

5.4.1. Lack of Demand Side Information, Flexibility Constraints and 
Reduced Incentives to Explore 

It is important to note that scenario 1 effectively involves the joint venture parties 
making decisions on development parameters (including quantities and rates) 
prior to sales contracts being entered into.  This approach could mitigate the over-
extraction incentives to an extent.  However, a disadvantage of it is that those 
parameters would be established using a smaller set of demand-side information 
than could be obtained under, for example, joint marketing.  The consequences are 
that: 

• The parameters are less likely to be set at the welfare maximising point; and 

• Negotiations over those parameters would be longer and more contentious, 
particularly given that there would be an asymmetry between each joint 
venture party’s imperfect set of demand-side information. 

                                                 

72  At least it does in theory; section 5.3.1 discusses how the incentive for intra-joint venture competition will be 
mitigated in practice. 
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Furthermore, the ex ante determined parameters would act as constraints limiting 
the flexibility of each joint venture party in negotiations with buyers.  In 
particular, there would be little flexibility to compete on available quantities or 
rates of flow.  The implications of this for competition on price are discussed 
below.  Other implications include potential extension and complication of 
negotiations with buyers. 

One aspect is that the annual quantity of each joint venture party by itself might 
not be sufficient to fulfil the requirements of a buyer.  For example, expected 
buyers of Pohokura gas include electricity generators.  We understand that an 
efficient gas-fired generation plant producing 370 MW would consume 
approximately 20 PJ of gas per annum.  The current expectation of the Pohokura 
joint venture parties is that they may jointly sell at an annual rate of 30 PJ in the 
initial stage of the development and at an annual rate of 70 PJ from about 2007 
(on the assumption that joint marketing is permitted)  Based on current joint 
venture percentage interests, the 70 PJ figure would give Shell approximately 
33.6PJ, Preussag 25 PJ and Todd 11 PJ, and of course the allocations would be 
even lower at 30 PJ.     

More generally, enforced separate marketing could result in “sub-economic” 
packages for smaller players, and for all players in smaller fields.73  Ex ante, this 
would reduce exploration incentives, leading ultimately to less competition and to 
welfare losses.  It would also probably result in a longer timeframe for arranging 
the sale of gas. 

It is worth reflecting at this point on the significant number of exploration and 
mining permits in New Zealand in respect of which players have relatively small 
percentage interests.  We attach as Appendix D the list of current Taranaki permits 
and permit holders to illustrate this.74 

A buyer could aggregate the quantities of two or more of the joint venture parties.  
For example, assume that the total annual quantity parameter from a field is 45 PJ, 
divided equally between three joint venture parties.  Also assume that a generator 
requires 20 PJ per year.  The generator could negotiate with both Company A and 
Company B, purchasing, for example, 15 PJ from Company A and 5 PJ from 
Company B.  However, two negotiations would add significantly to the 
transactions and production costs.  Furthermore, Company B would be left with 
10 PJ of gas per year. 

                                                 

73  We note that there are several gas contracts in place in New Zealand for relatively small annual quantities.  
However, the circumstances of these fields can be distinguished from Pohokura.  For example, the gas from 
McKee is associated with oil.  We understand that the purchaser of McKee gas (Methanex) has agreed to take 
whatever gas is extracted, with no control over the profile.  As another example, the gas from TAWN was 
purchased by ECNZ to augment its Maui base; the TAWN gas was not a necessary condition to ECNZ 
developing a power station.   

74  Source: Ministry of Economic Development website (www.med.govt.nz). 
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Importantly, the fact that separate marketing may result in some joint venture 
parties being left with sub-economic packages may create some inefficient 
dynamics.  In particular, while the three hypothetical joint venture parties would 
share costs and quantities equally, it may turn out that they do not earn equal 
revenues.  This could make agreement on future expenditures difficult. 

As well as the annual quantity of each joint venture party by itself potentially 
being insufficient to fulfil the requirements of a buyer, a contract for that quantity 
is also unlikely to be significant enough to justify development of the field on its 
own.  Each sales contract would have to be conditional on the other joint venture 
parties writing contracts that in aggregate justify development.  This lack of 
coordination is likely to delay development, particularly given that any sub-
economic packages may take longer to sell.  Furthermore, from the perspective of 
a buyer, a condition in the contract would raise uncertainty, and lower the 
contract’s expected value.  Once again, ex ante exploration incentives would be 
reduced. 

In this regard, the Upstream Issues Working Group (UIWG) stated in its report to 
the Australian and New Zealand Minerals and Energy Council and the Council of 
Australian Governments75 that (page 29): 

Where joint venture production is seen as the most efficient way of undertaking 
gas developments, the UIWG considers that prohibiting joint marketing could 
raise the costs and/or increase the risks of entering gas production, where 
separate marketing is not viable.  This could act as a significant barrier to entry, 
and could have a perverse effect on supplier competition by potentially 
discouraging new parties from entering the industry and by inhibiting the 
development of reserves. 

And on page 30: 

The UIWG considers that there is merit in arguments presented in a number of 
submissions that mandating separate marketing under current circumstances 
could potentially result in an increase in gas prices. The view was expressed in a 
large number of submissions that, given the current immaturity of parts of the 
Australian gas market, the requirement to market separately would represent a 
major obstacle to both small players and new entrants into the gas industry. This 
could restrict supplier participation in the market and the development of 
reserves, ultimately inhibiting competition. 

                                                 

75  December 1998.  The UIWG consisted of representatives from the Commonwealth, State and Territory 
Governments, the Australian Gas Association (AGA), the Australian Petroleum Production and Exploration 
Association (APPEA), the Australian Pipeline Industry Association (APIA), the Business Council of 
Australia (BCA), and was independently chaired.  The ACCC and the National Competition Council (NCC) 
attended as “interested observers”. 
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5.4.2. No Competition on Pricing 

Scenario 1 envisages the joint venture parties separately marketing their gas once 
they have jointly agreed on certain key parameters, such as quantity and rate (i.e., 
the optimal depletion profile).  For two reasons, scenario 1 would not result in 
price competition: 

• Joint development of the optimal depletion profile must be based on a 
variety of factors, including reservoir engineering analysis and price forecast 
analysis; indeed, economic efficiency requires this.  In other words, the joint 
venture parties would have to agree on a future price path (or at the least a 
range) that was acceptable to design the off take capability of the field; and 

• Joint agreement on quantities and rates would mean that the share of each 
joint venture party is fixed.  Accordingly, a price cut from the market-
clearing price for the total quantity could only result in lower revenue.  In 
other words, there would be no gain to a joint venture party in trying to 
undercut the other joint venture parties, as it could not gain any of their 
market shares, at least with respect to that field.  This is in contrast to the 
situation in most other markets, where a firm could expect to gain market 
share from its competitors by cutting price. 

5.4.3. Balancing Arrangement 

Scenario 1 would also require the joint venture parties to agree on a balancing 
arrangement.  While not having to deal with the same scale or scope of 
complexity as a scenario 2 balancing arrangement (because of the mitigated over-
extraction incentives), the transaction costs of negotiation could nevertheless be 
expected to be significant. 

5.4.4. Statutory Constraints 

While over-extraction incentives would be less of an issue under scenario 1, the 
Ministry of Economic Development might still be concerned about the potential 
for this form of marketing to delay field development and to reduce exploration 
incentives. 

5.4.5. Summary of Costs and Benefits of Scenario 1 

In summary, compared to joint marketing, scenario 1 would result in: 

• No extra intra-joint venture competition; 

• Loss of field value; 

• Reduction in exploration incentives; 

• Reduction in competition in the gas production market; 
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• Significantly increased transaction costs; 

• Significantly increased production costs; and 

• Significantly delayed development and production. 

Furthermore, scenario 1 would entail a risk of the Ministry of Economic 
Development refusing to grant a mining permit. 

5.5. COSTS AND BENEFITS OF JOINT MARKETING 

5.5.1. Timely Development and Production 

An important benefit of joint marketing is the avoidance of many of the 
transaction costs (and production costs) of either form of separate marketing.  
Important factors are that: 

• Information, value judgments and contractual constraints would be much 
more symmetric; 

• Balancing arrangements would be unnecessary; and 

• Over-extraction incentives would be mitigated. 

Accordingly, joint marketing would result in quicker and more efficient field 
development and production. 

5.5.2. Promotion of Competition 

For the reasons outlined in sections 5.3 and 5.4, joint marketing would also result 
in greater field value than either form of separate marketing.  This in turn would 
encourage greater entry into the gas production market, and accordingly more 
competition. 

5.5.3. Constraints on Market Power 

Under joint marketing, the joint venture parties would not compete with each 
other on either price or quantity within the joint venture.  However, the developers 
of the Pohokura field are likely to face considerable constraints on their ability to 
exercise any market power.  These constraints include: 

• The misalignment of incentives (and other asymmetries) faced by each firm 
in the joint venture due to other business activities; 

• Greater exploration incentives and therefore competition; 

• The market expectation that new discoveries will be made; and 
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• Expansion of production from existing fields. 

Misalignment of Incentives 

In general, it can be expected that the interests and incentives of the parties to an 
oil and gas joint venture will vary to a certain extent, because of their business 
interests outside of the joint venture.  For example, while they may be cooperating 
in respect of exploration on and production from a particular tract, they may 
compete in other areas, and may have different vertical interests.  As an 
illustration, consider Genesis, which as an electricity generator is a likely gas 
purchaser.  Genesis has a 70 percent interest in the Kupe gas field. 

In respect of the Pohokura joint venture parties, Todd Energy has interests in gas-
fired cogeneration plants and a retailer of gas, Nova.  Therefore, Todd is both a 
buyer and a seller of gas.  While the incentives on Todd Energy are likely to be 
complicated, it is likely that they will be different to those of its joint venture 
partners. 

Furthermore, joint venture parties are likely to have disparate views about factors 
such as future gas demand and supply conditions, and therefore gas prices. 

These different interests, incentives and views can be expected to make 
coordination more difficult than it would be for a single firm running the venture.  
In particular, the exercise of any market power would be more complicated and 
accordingly constrained.  To put this another way, a single firm is more likely to 
be able to exercise market power than a joint venture with the same market share.  
Indeed, the bundling of joint venture parties’ interests in a joint venture can 
mitigate the market power they might otherwise exhibit given their other interests 
in that market. 

Future Gas Discoveries and Exploration Incentives 

The potential for gas discoveries was outlined in section 3.1 of this report.  
Importantly, we suspect that one of the assumptions on which many firms are 
basing their exploration decisions is that they will be permitted to jointly market 
any gas they find.  As noted above, mandatory separate marketing would reduce 
exploration incentives. 
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The effect of new discoveries will be to lower the Pohokura joint venture’s market 
share.  The threat of future entry into the market by as-yet unidentified gas fields 
and operators acts (presently) to undermine any market power of the Pohokura 
joint venture parties.  It can be expected that negotiations for Pohokura gas will be 
carried out by parties fully aware of the likely future competition Pohokura will 
face (including the Kupe field, in respect of which one of the owners (NZOG) has 
publicly stated that a price of $3.50 to $4.50 would be sufficient to justify 
development76). 

Expansion of Production from Existing Fields 

The Pohokura joint venture parties advise us that existing fields typically have 
scope for further incremental recovery.  Technology to enhance recovery has 
become an increasingly specialised area in recent years.  The degree to which 
recovery can be increased varies from field to field and in most cases is an issue of 
economics.  As the gas price rises, additional options can become economic.  The 
incremental supply from enhanced scope for recovery from existing gas fields is 
therefore an ongoing competitive constraint on any new field such as Pohokura. 

5.5.4. Demand-Side Information 

As noted above, many of the field development parameters require the joint 
venture parties to form judgments about important variables and trade-offs, for 
example, the marginal costs and benefits of increased swing.  Joint marketing 
would enable the joint venture parties to elicit demand-side information together.  
This should lead to: 

• More efficient decision-making from the social perspective; and 

• Less asymmetry of information, thereby reducing the transaction costs of 
development. 

5.5.5. Summary of Costs and Benefits of Joint Marketing 

In summary, compared to either form of separate marketing, joint marketing 
would result in: 

• No intra-joint venture competition (although any ability to exercise market 
power would be constrained); 

• Greater field value;  

• Greater exploration incentives; 

• Greater competition in the gas production market; 

                                                 

76  Submission in response to ACIL report, 31 January 2002, page 3. 
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• Significantly lower transaction costs; 

• Significantly lower production costs; and 

• Significantly quicker development of the field. 

In other words, joint marketing is actually pro-competitive and dynamically 
economically efficient. 
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6. COUNTERFACTUALS 

As noted previously in this report, the ACCC and the Australian Competition 
Tribunal have found that separate marketing in Australia is not feasible, and that 
therefore the appropriate counterfactual for competition analysis is “no 
development”. 

It is unclear what the ACCC and the Competition Tribunal had in mind by the 
term “separate marketing”. 

In our view, it is quite plausible that a requirement on the Pohokura joint venture 
parties to separately market in the sense of scenario 2 would lead to no 
development.  Section 5.3 of this report discusses the very significant difficulties 
that scenario 2 would entail.  Accordingly, “no development” is one 
counterfactual. 

Nevertheless, it is possible that the field may be eventually developed even if 
scenario 2 separate marketing were mandated.  However, it is our view that, 
compared with joint marketing, separate marketing would entail significant: 

• Extra production costs; 

• Extra transaction costs; 

• Delay in the development of the field; 

• Destruction of value of the field; and 

• Reduction in exploration incentives. 

While these factors would be worse under scenario 2 than under scenario 1, 
scenario 1 would also have no competition advantages over joint marketing (in 
fact, both forms of separate marketing would have competition disadvantages 
compared to joint marketing). 

Three counterfactuals follow from our analysis: 

1. Scenario 1, with development of the field delayed by x years;  

2. Scenario 2, with development of the field delayed by y years; 

where xy > ; and 

3. No development. 

It is very difficult to predict the values of x and y.  In fact, it is plausible that 
∞→y , i.e., that scenario 2 approaches an indefinite delay scenario.    
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Even if we take a conservative view, for example, that 3=> xy , we show in 
section 8 that the welfare losses from separate marketing would be very large.  If 
joint marketing is permitted, the Pohokura joint venture parties expect to 
commence production by 2004.  A 3-year delay would push this start date out to a 
time when production from Maui is very low.   
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7. IS THERE A SUBSTANTIAL LESSENING OF 
COMPETITION? 

7.1. INTRODUCTION 

Section 27(1) of the Commerce Act provides that: 

“No person shall enter into a contract or arrangement, or arrive at an 
understanding, containing a provision that has the purpose, or has or is likely to 
have the effect, of substantially lessening competition in a market.” 

The costs and benefits of each of the three types of gas marketing identified as 
specific points on the marketing continuum in section 1.2 were analysed in section 
5.  The purpose of this section is to summarise the conclusions of that analysis in 
the context of section 27. 

7.2. AGAINST COUNTERFACTUAL 1 

Joint marketing would not lead to any lessening of intra-joint venture competition 
compared to scenario 1.  In fact, joint marketing would lead to an increase in 
competition (and production) in the gas production market compared to scenario 
1, as it would result in greater exploration and development incentives.77 

Compared to scenario 1, joint marketing would also result in: 

• Earlier development and production; 

• More efficient development decision making; 

• Significantly lower transaction costs; and 

• Significantly lower production costs. 

7.3. AGAINST COUNTERFACTUAL 2 

Joint marketing would result in less intra-joint venture competition than scenario 
2.78  However, joint marketing would lead to an increase in competition (and 
production) in the gas production market compared to scenario 2, as it would 
result in greater exploration and development incentives.79 

                                                 

77  For firms of all sizes. 

78  At least it does in theory; section 5.3.1 discusses how the incentive for intra-joint venture competition under 
scenario 2 will be mitigated in practice. 

79  For firms of all sizes. 
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Compared to scenario 2, joint marketing would also result in: 

• More efficient development decision making; 

• More efficient extraction; 

• Earlier development and production; 

• Significantly lower transaction costs; and 

• Significantly lower production costs. 

7.4. AGAINST COUNTERFACTUAL 3 

Joint marketing would result in an increase in competition in the gas production 
market against a counterfactual of no development, as it would lead to one extra 
producing field in the market.  No development would cause explorers to question 
whether an exploration success could be turned into a development or 
alternatively whether the economic cost of the extended delay caused by separate 
marketing still justifies the investment in high-risk exploration.  Joint marketing 
therefore retains better incentives for entry. 
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8. COUNTERVAILING BENEFITS 

8.1. INTRODUCTION 

We consider that there is no detriment arising from the practice of joint marketing.  
Rather, we believe that this arrangement would increase competition compared to 
all of the possible counterfactuals, and would increase dynamic economic 
efficiency. 

Furthermore, we have outlined in this report other efficiency advantages of joint 
marketing over separate marketing.  The purpose of this section is to quantify 
some of the efficiencies.  We recognise that the Commission will seek 
quantification of countervailing benefits if, despite the analysis of this report, it 
does consider that the proposed arrangement would substantially lessen 
competition in the gas production market. 

8.2. PUBLIC BENEFITS 

8.2.1. Timely Development of Pohokura 

Introduction 

If joint marketing is permitted, the Pohokura joint venture parties expect to be 
producing from Pohokura by 2004.  However, if they are forced to market 
separately, section 5 of this report demonstrated that development would be 
significantly delayed (potentially indefinitely), because of increased transaction 
costs. 

In our view, joint marketing is necessary for timely development of the field.  
Absent joint marketing, delay in development and production would be at least of 
the order of three years beyond that which would otherwise occur.  Accordingly 
(and conservatively), we quantify welfare effects for a three-year delay. 

If joint marketing is permitted, the Pohokura joint venture parties expect to 
develop and produce from the field by 2004, with the profile in Table 8. 

Table 8: Expected Production Profile from Pohokura With Joint Marketing 

Year Production 

2004 [ ] PJ 

2005 [ ] PJ 

2006 [ ] PJ 

2007 onwards [ ] PJ 



Coordinated Marketing of Pohokura Gas - An Economic Analysis Charles 
 River 
20 December 2002 Associates 
 
 

 Final Report - Public Version Page 53 

 

 

 

This production profile reflects an initial onshore development, followed by an 
offshore development (which is responsible for the higher production from 2007). 

A three-year delay would result in the production profile in Table 9. 

Table 9: Expected Production Profile from Pohokura With Three Year Delay 

Year Production 

2007 [ ] PJ 

2008 [ ] PJ 

2009 [ ] PJ 

2010 onwards [ ] PJ 

Qualitatively, it is clear that such a delay would result in significant welfare losses 
for New Zealand.  It is likely that separate marketing would result in Pohokura not 
coming on stream until after the substantial depletion of Maui, leaving a 
significant gap in supply at a time when demand for gas is rising.  Possibly the 
greatest impact would be on electricity generation.  A significant rise in electricity 
prices could have severe impacts on the international competitiveness of New 
Zealand businesses.  There would also of course be a negative impact on domestic 
electricity (and gas) consumers. 

The impact would be particularly significant in the event of another “dry year” 
such as occurred in 2001, or if electricity demand continues to grow (as is 
expected). 

Quantitatively, the cost of this delay is measured by the discounted value of the 
sum of the (net) lost consumer and producer surplus in the affected markets.   

The primary market to be analysed is the gas production market.  However, a 
restriction in supply in that market would affect related markets (i.e., those for 
substitutes and complements) as well. 

This raises the issue about how many markets we should be attempting to quantify 
welfare effects in.  Quantification of welfare effects in all related markets would 
be resource-intensive, requiring an appropriately modified general equilibrium 
model that would not be cost effective compared to the partial equilibrium 
approach we adopt.80 

                                                 

80  The term of our analysis allows for some adjustment in the gas production market.  Given a policy prohibiting 
joint marketing, all participants in gas, electricity, other fuels, and related markets would make responding 
adjustments, especially if they perceived it to be a permanent policy. 
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Accordingly, to illustrate the magnitude of the welfare impact of a delay in 
development of Pohokura, we limit our analysis to the effects on the key set of 
vertically related markets that are the: 

• Gas production market, the electricity generation market, and the electricity 
retailing market;81 and 

• Gas production market and the petrochemicals production market. 

In choosing to concentrate on these markets, we note that currently the single 
biggest user of gas in New Zealand is the electricity generation sector (about 44 
percent).82  The next largest user of natural gas in New Zealand is the 
petrochemicals sector (about 42 percent), which is dominated (about 92 percent) 
by Methanex.83  The impact on the petrochemicals sector of a delay in production 
from Pohokura is potentially significant (i.e., reduced production, or shut-down).   

Methanex, other petrochemical companies and electricity generation consume 
approximately 85 percent of New Zealand natural gas.  Other uses of gas, for 
example reticulation, are excluded from the analysis. 

Quantifying Losses 

In Appendix B we show that performing welfare analysis in the gas production 
market can approximate welfare losses in vertically related markets for electricity 
generation and retailing, and methanol production.  In other words, by analysing 
welfare losses in the gas production market alone, we can calculate total welfare 
effects in all four markets.84 

Just et. al (1982) summarise this convenient result succinctly in the following 
equation:85 

∑ =
∆=∆+∆

N

j jnn RPC
1

**  

                                                 

81  We recognise that by ignoring the impact on the markets for substitutes, our analysis will overstate the 
magnitude of the welfare losses.  However, we consider that substitutes for natural gas in the generation of 
electricity, at least in a reasonably short time frame, are quite limited (the only real possibility being coal for 
Huntly).  Hence, any overstatement is likely to be small.  Furthermore, by ignoring consumption of gas by 
end-users (for example, residential and industrial users), our analysis will understate the welfare losses. 

82  Source: Ministry of Economic Development (2001) New Zealand Energy Data File, 82. 

83  Methanex consumes about 90PJ of gas per annum, with other petrochemicals plants consuming 8PJ per 
annum. 

84  The concept of an equilibrium demand curve is central to this analysis; this is described in Appendix B. 

85  Just, R, D Hueth and A Schmitz (1982) Applied Welfare Economics and Public Policy, Prentice-Hall, 187. 
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where *
nC∆  denotes change in consumer surplus in the affected market, *

nP∆  
denotes change in producer surplus in the affected market, and jR∆  is the change 
in total surplus in market j.  This equation says that in a vertically-related set of N 
markets, the sum of changes in producer and consumer surplus in the affected 
market equals the total change in surplus in all markets where all relevant prices 
are allowed to vary.86 

Accordingly, we can focus on measuring the welfare changes in the gas 
production market, as illustrated by Figure 3. 

Figure 3: Conceptual Depiction of Welfare Changes 
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86  By “affected market”, we mean the market for which there has been a change in supply or demand conditions; 
in the present case, that is the gas production market. 
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Following a constriction of natural gas supply the reduction in consumer and 
producer surplus is represented by the shaded area in Figure 3.  Consumers lose 
areas c+d (plus b, which goes to producers), while producers lose areas f+g (but 
gain b).  (Area b is a transfer from consumers to producers). 

The loss to society comes in two parts.  Firstly, alternative and more expensive 
sources of production must be developed after the supply constriction; the 
increased cost of producing gas from these alternative fields is a loss in welfare.87 
This loss corresponds to areas f+c in Figure 3.  Secondly, there is a reduction in 
the total amount of gas produced so there is a loss corresponding to the traditional 
dead weight loss that occurs when there is a reduction in output.  This corresponds 
to areas d+g in Figure 3. 

Derivation of Supply 

Figure 3 shows a stylised view of supply and demand in the market for gas 
production, but in reality these curves are less smooth.  We describe here the 
practical derivation of these curves for calculating our estimate of public welfare 
effects from delay. 

Figure 4: “Actual” Supply Curves 
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87  We assume that gas fields with lower production costs are developed first.  Following a delay in production 
from Pohokura, fields which are “harder” or, equivalently, more costly to produce from must then be 
developed to satiate demand.  The cost of production from existing fields will be unchanged in either 
scenario. 
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A view of an “actual” supply curve is shown in Figure 4.  This is a step function, 
one step for each developed gas field at some time t.  These fields are ordered 
such that lowest cost fields are situated at the left, while higher cost fields are 
represented moving rightwards.  The effect of this is to produce an upwards-
sloping step function.  The reason for this ordering is that consumers in the market 
for gas will seek out lowest cost sources first: from a starting point of zero supply, 
we assume the lowest cost source of natural gas will be developed first, followed 
by the next lowest-cost field, and so on.  The horizontal length of each step 
indicates the available supply from each field in time period t.  The highest step 
situated at the extreme right of the diagram is the price at which a generator would 
be indifferent between purchasing natural gas and coal.  This price is an effective 
cap on the gas price; we set out its derivation in Appendix E.  Any local fields for 
which natural gas has a (long run) supply cost exceeding this mark would not be 
developed, since it would be cheaper to use coal. 

Although our analysis is to be carried out over a relatively short time frame of six 
years, adjustments will take place if the development of Pohokura is delayed.  
Thus we allow demand and supply to adjust and the appropriate costs to be 
considered in this analysis are long run marginal costs.  This means that fixed 
costs are included that would not otherwise be considered in a short run view of 
costs.  The reason for the inclusion of fixed costs is that suppliers of natural gas 
will be unwilling to sell gas at a price that does not contribute to both fixed costs 
and short run variable costs.  This is particularly true in the absence of spot 
markets and when gas is sold under long-term contracts.  The relevant price floor, 
below which suppliers will not be willing to provide gas, is therefore considered 
to be long run marginal cost, and it is this cost on which decisions are likely to be 
based. 

We consider that the price at which the fields are sold is an indicator of long run 
marginal cost, and assume these fields would not be willingly developed in the 
absence of a price that recovers fixed costs. 

The practical determination of the position of the actual supply curve requires two 
pieces of information for each step in the curve: 

• The available quantity from each field in time period t; and 

• The price at which these fields are supplied. 

In our base case modelling, we have used the: 

• Quantities set out in Appendix F (multiplied by 0.85 to eliminate the share 
of supply being used for other than generation and petrochemicals 
production purposes), and as illustrated in Figure 5; and 
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• Prices as set out in Table 1088. 

Figure 5: Estimated Pohokura Production Profile With Joint Marketing and 
Without Joint Marketing 
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88  The prices we use are based on publicly available information.  We have not received any non-
public information about prices from any of the Pohokura joint venture parties 
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Table 10: Prices Used for Base Modelling 

Source Price (NZ$ per GJ) 

Maui [ ] 89 

Other (1) [ ] 90 

Pohokura [ ] 91 

Cap set by coal [ ] 92 

Our model also includes Kupe and Kauhauroa.93  While Kauhauroa is not 
expected to commence production within the relevant timeframe, we have 
assumed that Kupe will come on-line in 2008, producing 10PJ that year at $[ ] per 
GJ.  The effect of Kupe is to provide a substitute gas source for Pohokura, 
reducing the costs of a delay in the development of Pohokura. 

We vary the Pohokura quantity and price in our sensitivity analysis. 

The final key assumption we make on the supply side is that only the output from 
Pohokura changes under the counterfactual (to zero).  We assume that the output 
from other fields would not change.  This seems a reasonable assumption given 
that the only field that has had the ability to deliver significant swing in the past 
(Maui) is close to being depleted. 

                                                 

89  We understand that the price received by the Maui joint venture parties under their contract with the Crown is 
approximately $[ ] (including the energy resources levy), although a significant proportion of this gas is on-
sold at higher prices. 

90  If the prices for gas from Kapuni, Mangahewa, McKee, TAWN, Kaimiro, Ngatoro and Rimu are somewhere 
between the Maui price and the likely Pohokura price (which seems a reasonable assumption), then their 
exact level does not matter for our analysis.  For the sake of simplicity, we have assumed that they are half 
way between the prices for Maui and Pohokura. 

91  In its 2 November 2001 report in respect of the proposed Edison Mission takeover offer for Contact Energy, 
Grant Samuel stated that generators in New Zealand pay in the range of $2 to $3.80 per GJ for gas.  Grant 
Samuel also noted that “it is expected that as Maui moves towards the end of its economic life prices 
negotiated for gas from undeveloped fields such as Pohokura will rise” (page 24).  In its 31 January 2001 
submission to the Ministry of Economic Development in respect of the ACIL report, NZOG stated that it 
“believes that electricity generators will need to pay $3.50 to $4.50/GJ to acquire gas from significant new 
gas field developments, such as Kupe or Pohokura” (page 3). 

92  See Appendix E for a derivation. 

93  The sensitivity of welfare losses to the price and quantity of natural gas available from these fields each 
period is tested in the sensitivity analysis. 
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Derivation of Demand 

Like supply, demand for gas in the market for gas production is likely to be a step 
function.  This is because there are few purchasers of gas, and because for at least 
one purchaser (Methanex), demand is likely to instantly fall to zero above a given 
price. 

We understand that Methanex is currently paying about $2.00 per GJ.94  We are 
aware of a public statement referring to a price that Methanex is willing to pay for 
gas of $4.00, although we discount this to some extent.95  We are also aware of 
speculation that even if Methanex cannot continue to purchase “cheap” gas in 
New Zealand, it might continue to run its plants at low capacity (for example, 50 
percent) as a back-up to its new Australian plant. 

For these reasons, we assume in our baseline scenario in 2004 that Methanex and 
other petrochemical firms takes its full contracted gas amounts.  In 2005, 
Methanex and other petrochemical firms consume just 49PJ, following 
redetermination of reserves in Maui and the reserves Methanex is entitled to.  In 
addition to the 49PJ, Methanex and other petrochemical firms will consume any 
gas it can purchase for less than $[ ]/GJ.  After 2005, Methanex and other 
petrochemical firms is assumed to operate plants at capacity if natural gas is 
available at less than $[ ] per GJ, and at 50% of capacity at a price between $[ ] 
per GJ and $[ ] per GJ.  Above a price of $[ ] per GJ, we assume that the plant is 
shut down.  We also test for the welfare impacts of alternative behaviour by 
Methanex and other petrochemical firms. 

Unlike supply, actual demand is not observable at prices that deviate from current 
prices.  Demand can be thought of as a descending list of consumer reservation 
prices.  It is clearly difficult to estimate what the willingness to pay for gas by 
electricity generators (and others) will be in the future.  We understand that 
generators have mentioned figures such as $[ ] per gigajoule, although we are 
unable to verify this.  Furthermore, in the current environment where both buyers 
and sellers are preparing for crucial market transactions, we would not expect any 
public statements about willingness to pay to be precise revelations.  Nevertheless, 
given that: 

• [ ]; 

• demand for gas by generators is expected to grow; and 

• the supply of Maui gas is reducing, 

                                                 

94  Source: ACIL Review of the New Zealand Gas Sector – A Report to the Ministry of Economic Development, 
October 2001, page A5-7. 

95  Made orally by Bruce Aitken, Managing Director of Methanex, at the 2002 New Zealand Petroleum 
Conference.  We did not hear this comment directly, and so we are not sure of the context in which it was 
made.  Accordingly, we have conservatively discounted it. 
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$[ ] appears to be a reasonable (and arguably conservative) estimate. 

Generators currently consume approximately 103 PJ of gas per year.  We 
understand that both Genesis and Contact Energy are proposing to build new gas-
fired plants.  While there is some uncertainty over timing,96 it seems reasonable to 
assume for the purposes of our modelling that both plants will come on stream in 
2005.  Each of these plants is likely to consume about 20 PJ per year.  However, 
this new capacity may replace some existing capacity.  It is difficult to predict 
what the net demand for gas by generators will be.  For our base case modelling, 
we pragmatically assume that 101 PJ of gas will be demanded by generators in 
2004, 123 PJ of gas will be demanded by generators in 2005 as new plants come 
online,97 with market demand for natural gas growing at an assumed rate of two 
percent per annum (meaning, for example, that 126 PJ would be demanded by 
generators in 2006 at a price of $[ ]/GJ).  (Two percent growth is arguably a 
conservative estimate.  We test alternative assumptions in our sensitivity analysis; 
the results indicate that a higher growth estimate would result in greater welfare 
losses arising from enforced separate marketing). 

We assume a linear demand curve.  We also assume in the baseline scenario that 
demand for gas is inelastic (-0.5).  The response of electricity prices to the water 
shortage in 2001 indicates that (particularly short-run) demand for electricity is 
inelastic.  As the demand for gas is significantly derived from the demand for 
electricity, we believe an assumption of inelasticity for gas demand is reasonable.  
However, we do alter this assumption in our sensitivity analysis. 

Our base modelling is also conservative in that it assumes that hydro storage in the 
relevant years will be at average levels.  If there is another “dry” year like 2001, 
the welfare effects would be significantly greater. 

Figure 6 illustrates the demand and supply curves that we use for our base case 
modelling.  The welfare loss is indicated by the shaded area.   

                                                 

96  For example, Contact Energy has stated that it has delayed its Otahuhu project pending resolution of various 
issues, which include the securing of gas (see Contact Energy’s half year report to 31 March 2002). 

97  Which is equivalent to assuming that only one of the new plants will add to existing demand. 
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Figure 6: Demand and Supply Curves for Base Case Modelling (2006) 
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Results of Quantification 

Table 11 sets out our estimates of welfare loss under our base case scenario.  
Under this scenario, Methanex has reduced production to near zero in 2006, with 
slightly raised consumption in 2007 and 2008.98 

                                                 

98  These outcomes for Methanex’s consumption follow from the assumptions regarding Methanex’s behaviour 
described above and in Appendix C. 
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Table 11: Welfare Losses in Base Case 

Year Estimated Default Loss 99 

2004 51.0M 

2005 79.2M 

2006 27.7M 

2007 72.5M 

2008 36.5M 

2009 34.9M 

Present Value 204.1M 

The increase in estimated loss is due to the reduction in Maui volumes towards 
depletion some time after 2009, and the increasing opportunity cost of delaying 
Pohokura, as expected production from Pohokura under joint marketing increases.  
In addition, the base scenario assumes an average growth in demand for natural 
gas by electricity generators of 2% per annum.  Losses in 2008 are cushioned as 
the Kupe gas field is expected to commence production, providing an alternative 
source of gas and reducing the cost of Pohokura’s delay. 

Table 12 sets out our estimates of welfare loss if Methanex and other 
petrochemical companies continue consuming gas at current rates. 

                                                 

99  Discounted to 2002 at a rate of 10 percent. 
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Table 12: Welfare Losses if Methanex and Other Petrochemical Companies 
Consume 2006-9 

Year Estimated Loss if Methanex and 
Other Petrochemical Companies  

Operate at Full Production to 
2009100 

2004 51.0M 

2005 102.0M 

2006 102.0M 

2007 187.0M 

2008 136.0M 

2009 136.0M 

Present Value 451.1M 

Appendix C provides a more comprehensive description of our model and 
assumptions, and summarises the results of our sensitivity analysis.  For ease of 
reference, we set out in Table 13 a copy of the scenario testing results from 
Appendix C. 

Table 13: Scenario Testing Results 

Description 2004 2005 2006 2007 2008 2009 Total NPV101  

Original Scenario 51.0m 79.2m 27.7m 72.5m 36.5m 34.9m 301.9m 204.1m  

Eliminates Methanex 
from market from 
2006 

51.0m 79.2m 26.8m 69.6m 36.4m 34.9m 298.0m 201.7m  

Methanex gets cheap 
gas first 

51.0m 102.0m 102.0m 187.0m 136.0m 136.0m 714.0m 451.1m Max 
Loss 

Very Price Sensitive 
(ε=-2)102 

23.1m 29.4m 16.5m 35.7m 21.9m 21.5m 148.0m 97.9m Min 
Loss 

Price Sensitive (ε=-
1) 

39.8m 46.0m 20.2m 47.9m 26.8m 26.0m 206.7m 139.5m  

                                                 

100  Discounted to 2002 at a rate of 10 percent. 

101  Discounted to 2002 at a rate of 10 per cent. 

102  Default price elasticity of demand is –0.5. 
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Description 2004 2005 2006 2007 2008 2009 Total NPV101  

Price Insensitive (ε=-
0.25) 

51.0m 101.9m 42.7m 110.7m 56.1m 52.8m 415.2m 275.4m  

Generator demand 
grows 7% pa from 
current levels (103 
PJ) 

51.0m 102.0m 93.1m 180.9m 134.0m 135.9m 697.0m 440.1m  

Initial Position of 
demand curve 
shifted down (Price -
0.5)103 

51.0m 59.1m 17.8m 50.3m 24.5m 23.5m 226.2m 155.8m  

Initial Position of 
demand curve 
shifted up (Price 
+0.5)104 

51.0m 94.0m 41.1m 98.3m 52.3m 50.1m 386.8m 257.1m  

Zero electricity 
generator demand 
growth from 2006 

51.0m 76.5m 22.2m 57.7m 24.5m 21.4m 253.3m 175.4m  

5% electricity 
generator demand 
growth from 2006 

51.0m 82.9m 38.0m 99.0m 63.5m 69.1m 403.7m 263.3m  

10% producer 
demand growth from 
2006 

51.0m 88.3m 54.8m 140.7m 106.0m 119.2m 560.0m 354.3m  

Pohokura price 
reduced 50c/GJ 

57.4m 92.0m 40.5m 95.9m 53.5m 51.9m 391.1m 260.5m  

Pohokura price 
increased 50c/GJ 

44.6m 66.5m 15.0m 49.1m 19.5m 17.9m 212.6m 147.8m  

Gas price cap 
reduced 50c 

44.6m 77.3m 27.7m 72.5m 36.5m 34.9m 293.5m 197.4m  

Gas price cap 
increased 50c 

57.4m 79.2m 27.7m 72.5m 36.5m 34.9m 308.3m 209.4m  

Pohokura output 
reduced by 30% 

42.0m 68.7m 25.5m 60.3m 22.4m 21.1m 239.9m 164.6m  

Pohokura output 
increased by 30% 

78.0m 102.0m 34.5m 81.4m 43.4m 42.1m 381.3m 261.2m  

                                                 

103  Reduction in demand is simulated by reducing the price at which a given quantity is demanded.  This is 
equivalent to reducing the quantity demanded at a given price. 

104  Demand is increased by raising the price at which a given quantity is demanded.  See footnote 103. 



Coordinated Marketing of Pohokura Gas - An Economic Analysis Charles 
 River 
20 December 2002 Associates 
 
 

 Final Report - Public Version Page 66 

 

 

Description 2004 2005 2006 2007 2008 2009 Total NPV101  

Smoothed run-down 
of Maui supplies 
(remaining supplies 
consumed evenly 
2006-8)  

51.0m 96.1m 27.0m 28.0m 17.0m 17.0m 236.0m 168.4m  

 

The 2001 Winter Power Crisis 

As a complement to the welfare effects quantified above, it is useful to consider 
the impact of the lack of rainfall in South Island hydro lakes in 2001 on wholesale 
electricity prices.  In some ways, the impact of a delay in Pohokura coming on-
stream would engender a medium-run response as indicated by the short-run 
response of the electricity system to the low hydro inflows in the winter of 
2001.105 

In the winter of 2001, hydro lake inflows were significantly below average.  
Consequently hydro lake storage levels declined.  This can be seen in Figure 7, 
which plots the lake storage levels in 1992, 2001 and available data for 2002 
compared to the average daily storage levels.   

Figure 7: New Zealand Daily Storage 

 
Source:  www.comitfree.co.nz 

                                                 

105  We would expect the longer-run demand and supply responses to a delay in production from Pohokura to be 
quantitatively and qualitatively different to those arising from what may be perceived to have been an 
unusually dry year. 
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In reaction to the reduction in storage levels, hydro generators anticipated that 
there would be insufficient inflows over the winter period, in combination with a 
colder winter that increased electricity demand, and priced their electricity to 
reflect the option value of their water.  While actual offer strategies are vastly 
complicated by the presence of hedges, the price data are in accord with the large 
South Island storage lakes being low implying that the option value of waiting to 
dispatch hydroelectric plant was very high, causing the wholesale market price for 
electricity to increase four to fives times its normal level for the winter period.  
Figure 8 plots the average monthly price from May 1999 to December 2001 at the 
Haywards106 reference point.  The graph clearly shows the effect the declining 
storage levels had on the wholesale electricity price.  Note that the graph shows a 
monthly average; the effect is considerably greater on a daily basis.  The highest 
price recorded in July 2001 was $920.33/MWh with 1209 half hour periods where 
the wholesale price was over $100/MWh.107  Were Pohokura not to be available 
until after 2004, a year of low inflows would yield much higher welfare losses 
than those reported in our analysis.   

Figure 8: Electricity Price at Haywards Node 
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106  The Benmore reference point was also studied and found to be similar in pattern to the Haywards reference 
point.  

107  This price was observed at the Haywards reference node. 
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8.2.2. Other Public Benefits 

Section 5 of this report identified other benefits of joint marketing over the 
counterfactuals.  At this stage, we have not quantified them, either because they 
are likely to be smaller in magnitude than those quantified in section 8.2.1, or 
because they are harder to quantify.  Nevertheless, we believe that these benefits 
are significant, and we re-emphasise them here. 

Exploration Incentives 

As discussed in section 5, separate marketing would result in, among other things: 

• Extra transaction and production costs; and 

• Loss of field value. 

Accordingly, the rewards from exploring for gas would be reduced in expectation.  
This in turn would reduce the amount of exploration activity, and ultimately the 
supply of gas.  Once again, the consequent losses in efficiency could be measured 
by the (net) loss in consumer and producer welfare from a shift in the supply 
curve. 

Optimal Pool Depletion 

As discussed in section 5, separate marketing would create an incentive to over-
extract, resulting in a potentially material loss of field value.  The magnitude of 
this problem would be significantly greater under scenario 2. 

As noted in the Appendix A literature survey, Libecap and Wiggins (1985) cite an 
estimate in Oil Weekly that “early unitization [a form of cooperative resource 
exploitation] of solution gas fields would increase recovery from two to five times 
that of unconstrained production.”108  We doubt that the improvement in resource 
extraction consequent upon joint marketing versus separate marketing would be 
any where near this dramatic.  Nevertheless, the losses arising from over-
extraction under scenario 2 in particular could be significant. 

Cost Savings 

Joint marketing would result in lower production and transaction costs. 

                                                 

108  While the precise returns to coordination of extraction of oil and gas reserves are difficult to quantify,  
Libecap and Wiggins (1985) also note the following statistics.  In 1980, the United States, which leads the 
world in competitive (non-cooperative) extraction,  had 88 percent of the world’s active oil and gas wells but 
only 14 percent of world production.  In terms of oil production, the United States produced on average 16 
barrels of oil per well per day.  By contrast Canada produced 71 barrels per well per day, Venezuela produced 
426, and Saudi Arabia produced 13,124. 
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Environmental Benefits 

From an electricity generator’s perspective, the next best alternative to gas for 
generation is probably coal (see section 3.2 of this report).  As noted in section 
3.2, the negative externalities from burning coal are significantly worse than those 
from burning gas. 

8.3. CONCLUSION 

Joint marketing of Pohokura gas would be significantly more efficient than 
separate marketing, and is necessary for timely investment in production. 

Joint marketing is actually pro-competitive, and it would result in earlier 
production of Pohokura gas.  In contrast, separate marketing would imply a 
significant delay in production, a key consequence of which would be a 
significant increase in gas and electricity prices.  Table 14 contains our estimates 
of the welfare losses from separate marketing.  These estimates are conservative, 
in that: 

• They only quantify some of the detriments of separate marketing (as 
discussed in section 8.2.2); and 

• We have limited our calculations to a delay of three years.  It is possible that 
the delay could be longer, and even infinite. 
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Table 14: Estimated Welfare Losses from Separate Marketing 

Year Present value of loss if 
Methanex has exited109 

Present value of loss if 
Methanex and Other 

Petrochemicals 
Operate at Full 

Production to 2009110 

2004 51.0M 51.0M 

2005 79.2M 102.0M 

2006 27.7M 102.0M 

2007 72.5M 187.0M 

2008 36.5M 136.0M 

2009 34.9M 136.0M 

PV 204.1M 451.1M 

In some ways, the impact of a delay in Pohokura coming on-stream would 
engender a medium-run response as indicated by the short-run response of the 
electricity system to the low hydrological inflows in the winter of 2001.  In 
combination with a cold winter that increased demand for electricity, these low 
inflows caused the wholesale market price for electricity to increase four to five 
times its normal level for the winter period. 

The welfare losses that would result from the combination of a delay in 
production from Pohokura and a dry year may be even greater than those set out 
in Table 14. 

 

                                                 

109  Discounted to 2002 at a rate of 10 percent. 

110  Discounted to 2002 at a rate of 10 percent. 



Coordinated Marketing of Pohokura Gas - An Economic Analysis Charles 
 River 
20 December 2002 Associates 
 
 

 Final Report - Public Version Page 71 

 

 

APPENDIX A: ECONOMIC LITERATURE SURVEY 

A.1 INTRODUCTION 

There are a number of comprehensive studies of the economics of the oil industry 
(e.g., Bain (1947), Chazeau and Kahn (1959) and Abdel-Aal and Schmalensee 
(1976)).  These studies explain that the oil industry is a complex industry 
encompassing activities to find and produce crude oil and gas, transporting the oil 
to the refinery, refining, transporting gas and/or oil to market and retailing.  
Vertical integration is pervasive in the industry in most if not all jurisdictions, 
with some participation of unintegrated players (“independents”) at various stages.  
This provides a difficult challenge for economic commentators.  On its face, there 
may be some basis for concern about concentration and cooperation (especially in 
retail gasoline).  At the same time, however, there are numerous industry specific 
reasons to expect that cooperation between firms may be unrelated to market 
power and rather may be necessary for efficiency reasons. 

As is generally the case across industries, the petroleum industry poses a trade-off 
between productive efficiency and market power concerns.  This standard 
paradigm can be seen in much of the earlier economic literature.  In the mid-
1970’s, Allvine and Patterson (1972) argued for horizontal divestiture.  The U.S. 
Federal Trade Commission held extensive hearings into such concerns in 1973-
1975.  Several economists took the opposite view, arguing that market power 
concerns were overstated (MacAvoy (1983)) and that the vertically integrated 
nature of the industry yielded substantial efficiencies (Teece (1976)).  For the 
most part, the latter view has won the day as most economists and the U.S. 
antitrust agencies appreciate the likely efficiencies of existing industry 
structure.111 

The more recent literature has considered the rationale for inter-firm cooperation 
in the industry much more deeply.  It illustrates that the petroleum industry is 
characterized by an extraordinary degree of risk, as well as production and 
informational externalities that imply that the competitive equilibrium will be 
laden with inefficient results.  Thus, while the standard market power vs. 
efficiency paradigm remains relevant, there are several key efficiency arguments 
that are fairly unique to the oil and gas industry. 

                                                 

111  In the 1980s, several economists studied the world market in detail and an econometric literature testing 
whether OPEC had market power also emerged (Schmalensee (1976) and Salant (1976)).  The literature 
examines OPEC as a case study for cartel theory and considers the notion that, in the long-run, any market 
power that a cartel possesses is often undermined by entry on new margins due to the attractiveness of the 
price level supported by cartel activities.  There is not a parallel literature on market power in natural gas.  
This probably reflects the fact that the dynamics of natural gas markets are more likely than crude oil markets 
to reflect local supply and demand considerations. 
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This survey considers these elements of the petroleum industry.  Section A2 
discusses the issues posed by the degree of risk inherent in the industry.  Section 
A3 comments on the acquisition of property rights.  Section A4 provides a 
discussion of the implications of the exhaustible resource literature.  Section A5 
analyses production externalities.  Section A6 assesses informational externalities.  
Section A6 comments on hold-up problems.  Section A7 discusses institutional 
responses to these economic incentives.  Section A8 concludes. 

A.2 RISK 

A.2.1 Introduction 

There is a substantial economics literature on risk, some of which is applied 
specifically to the oil and gas industry.  Risk plays a pervasive role in the 
economic analysis of almost any industry.  Without it, financial and capital 
markets would cease to exist as we know them because transactions would consist 
of an exchange of a single instrument each period.  A fundamental distinction in 
this branch of microeconomic theory is that of risk versus uncertainty.112  The 
standard way of modelling risk is the expected utility model that employs a von 
Neumann-Morgenstern utility function. 

Risk is a critical determinant of investment decisions in the oil and gas industry.  
An oil and gas producer incurs a significant portion of costs prior to producing 
any output.  Leland (1978) identifies three major sources of risk: 

• The amount of reserves; 

• Final output prices; and 

• Extraction costs. 

A.2.2 Ex Post Evaluation Bias 

In any industry where risk is important, there can be a significant difference 
between ex ante and ex post rates of return.  This difference can persist even when 
a large number of projects are observed because of self-selection – i.e. projects 
that have the poorest realized returns are often abandoned as soon as possible and 
thus any average will be taken over a truncated distribution that does not include 
the lowest return projects. 

                                                 

112   A situation is said to involve risk if the randomness facing an economic agent can be expressed in terms of 
numerical probabilities.  A situation is said to involve uncertainty if the agent cannot (or does not) assign 
actual probabilities to alternative possible occurrences (Knight (1921)). 
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To illustrate, consider the following example.  Table 15 below shows a 
hypothetical infrastructure investment.  Assume that the firm’s WACC is 16 per 
cent.  There are three possible outcomes of the investment: failure, moderate 
success, and best case.  Each outcome is equally likely.  There are two possible 
policy settings: unregulated or regulated. 

Table 15: Hypothetical Infrastructure Investment 

  Expected Return (per cent) 

Scenario Likelihood of 
each scenario 

Unregulated Regulated 

Failure 0.33 0 0 

Moderate success 0.33 12 12 

Best case 0.33 36 16 

Expected return  16 9.33 

Investors’ cost of capital  16 16 

Investment decision  Invest Do not invest 

Under the regulated scenario, assume that the provider will not be allowed to earn 
a return in excess of its WACC.  The two right-hand columns show the returns the 
investor expects under each scenario.  For the failure and moderate success 
scenarios, the returns are below the investor’s cost of capital, so the regulator 
would not intervene.  Under the best-case scenario, the unregulated profit would 
be 36 per cent.  However, in the regulated scenario, this would be limited to 16 
per cent, and project adoption would not occur. 

The implication is that a significant ex post return may be necessary to assure a 
firm earns ex ante zero economic profits from an up front investment which is 
associated with substantial “specific risk.” 

A.2.3 Risk Aversion 

In a world of perfect contingent claims markets, there is no need for firms to 
display risk aversion - i.e. shareholders could engage in the necessary 
diversification to reduce risk.  However, transactions costs and informational 
asymmetries give rise to incomplete contingent claims markets (e.g., bankruptcy 
costs induce investors and firms to view “specific risks” as important).  Thus, 
Leland (1978) argues that risk sharing is important in the oil and gas industry (also 
see Hughart (1975)). 
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One implication of the importance of “specific risk” is that firms will rationally 
exhibit risk aversion in regard to investments in the oil and gas industry.  That is, 
the willingness of any company to make irreversible investments with a risky 
payoff will depend on the mean expected return and its variance.  There are three 
main sources of risk in the oil and gas industry.  The first is change in the price of 
petroleum products over time.  The second is firm specific risk that a particular 
asset (e.g., a property right to minerals contained in a particular tract, irreversible 
investments in potential production areas) generates product.  The third is the 
magnitude of extraction costs.113 

The most popular special case of the expected utility model is the Mean-Variance 
approach.  Instead of postulating that a consumer’s preferences depend on the 
entire probability distribution of his or her wealth, this approach assumes that 
preferences can be well described by considering just a few summary statistics – 
i.e., mean and variance.114  The variance measures the “spread” of the distribution 
and therefore is a reasonable measure of the riskiness involved with an asset with 
a particular expected value.  Then, define a risk-free asset, which is assumed to 
pay a fixed rate of return rf with certainty.  Then a risk averse agent’s preferences 
can be represented as in Figure 9. 

Figure 9: Risk-Return Relationship And Defining The Optimum 
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113  The risk associated with extraction costs and with the amount of recoverable resources are, of course, related 
since the amount of “recoverable” resources is defined with the costs of extraction in mind. 

114  Suppose that a random variable w takes on the values ws for s = 1, 2, 3, … , S with probability πs.  The mean 
is simply the average value: µs = Σπsws, and the variance is the average value of (w - µs), i.e. σw

2 = Σπs(w - 
µs)2. 
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In Figure 9, (rm,σm) represent a risky asset and (rx,σx) represent a weighted 
average of the two assets.  The indifference curves depict the agent’s preferences 
where an increase in expected value of the portfolio is traded-off against increased 
risk.  The essential lessons are that risky assets will have a “risk premium” 
associated with them and agents will seek to mitigate risk to the degree possible. 

A.2.4 Mitigating Risk 

Risk averse agents can use a number of instruments to mitigate the risk that they 
would otherwise face.  A forward contract is an agreement where one party 
promises to buy an asset from another party at some specified time in the future 
and at some specified price.  No money changes hands until the delivery date or 
maturity of the contract.  The terms of the contract make it an obligation to buy 
the asset at the delivery date; there is no choice in the matter.  A futures contract 
is very similar to a forward contract.  Futures contracts are usually traded through 
an exchange, which standardizes the terms of the contracts.  The profit or loss 
from a futures position is calculated every day and the change in this value is paid 
from one party to another.  Thus, with futures contracts, there is a gradual 
payment of funds from initiation to maturity.115 

Even if risk-mitigating strategies do not increase the expected payoff, they can be 
beneficial if they reduce the variance.  Spreading risk through joint ownership of 
risky assets (e.g., oil and gas rights) can play an important role in mitigating risk.  
By pooling ownership of assets with similar risk characteristics, a firm can reduce 
the variance while preserving the mean of the distribution. 

The role of risk spreading can be illustrated by the following example.  Consider 
the case of two firms considering exploration and development expenditures on 
two distinct tracts.  Assume that, for each firm, there is a 50 percent probability 
that no oil will be found and a 50 percent probability that a resource with a net 
present value of $10 million will be found.  The expected value of this “lottery” is 
$5 million.  Given the high degree of risk associated with this investment, the ex 
ante value of this opportunity is equal to $5 million minus δ, where δ is the 
(positive) risk premium.  If, however, the two firms become equal partners in the 
two projects, their payoff becomes: 

                                                 

115  Options are similar.  A call option is the right to buy a particular asset for an agreed amount at a specified 
time in the future.  A put option is the right to sell a particular asset for an agreed upon amount at a specified 
time in the future.  The Black-Scholes model revolutionized the economic theory of options.  It is based on 
the principle that there should be no arbitrage opportunities available in the market.  It derives a formula for 
option value that depends on only five directly observable variables. 
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Table 16: Payoffs for Various Ex Post Outcomes Under Risk Sharing 

Ex Post Outcome Probability Payoff 

Neither project is successful 0.25 $0 

One project is successful 
and one is not 

0.50 $5 million 

Both projects are successful 0.25 $10 million 

This payoff profile has the same expected value as the case where each firm 
undertakes an independent investment.  The variance, however, is lower.  As a 
result, the risk premium necessary for a firm to make (ex ante) zero economic 
profits is lower.   

A.2.5 Conclusion 

There is substantial risk in the oil and gas industry.  There are two implications.  
First, an examination of ex post results will tend to overstate ex ante economic 
profits.  Second, firms have a private incentive to engage in a number of practices 
to mitigate risk.  Risk sharing through joint ventures is an important example.  
Such practices can be privately profitable even if there is no effect on market 
power in final output markets. 

A.3 ACQUIRING PROPERTY RIGHTS 

A.3.1 Introduction 

The acquisition of mineral rights is essentially the acquisition of a (highly) risky 
asset.  In some cases, firms compete to purchase mineral rights from landowners 
in a relatively unstructured manner.  More recently, formal auctions of oil leases 
have become important.  With the opening of the U.S. Outer Continental Shelf 
(OCS)116 to drilling by private firms in 1954, auction mechanisms have been used.  
A common institutional framework for the auction is a first-price sealed bid 
auction. 

                                                 

116  The OCS refers to mineral rights to offshore land more than three miles from the coast out to the 200 mile 
limit. 
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Three types of leases are auctioned.  Wildcat leases are auctioned in areas where 
geology is not well known.117  Drainage and development leases, in contrast, are 
auctioned in areas where oil has already been discovered.118  Areas leased are 
typically about 5,000 acres.  (See: Porter (1995) and Hughart (1975) for a detailed 
discussion of the historical experience).  Not all countries use auction mechanisms 
to structure competition for these rights, but the lessons from the auction literature 
on efficient competition for risky assets have some application in other 
environments (e.g., the decision of when (and whether) to drill on a tract however 
the rights were acquired). 

These auctions have been extensively studied in the literature.  There are a number 
of insights that are relevant both to auctions specifically as well as to the 
economics of the industry more generally.  These are: 

• The sophistication and heterogeneity of firms;  

• The degree of risk in the industry; and 

• Bidding joint ventures enhance competition. 

Each of these is discussed in more detail below. 

8.3.1. Sophistication and Heterogeneity of Firms 

The literature indicates that oil and gas producers are highly sophisticated firms 
that often have quite different expectations on the likelihood of striking oil on a 
given tract (i.e. private components of valuations are important).  To put this 
somewhat differently, there are important “informational asymmetries” – a term 
used to describe a situation in which some participants have more (or better) 
information about the value of a good or service (here a property right) being sold 
than do others. 

Hendricks, Pinskse and Porter (2001) study bidding for wildcat tracts off the 
coasts of Texas and Louisiana held during the period 1954 to 1970 inclusive, and 
find that the winner’s curse is evident from the data and that bidders are aware of 
its presence and bid accordingly.119  The authors also conclude that valuations 
probably have both common and private components and common components 
appear to be important. 

                                                 

117  Firms are often allowed to conduct seismic studies prior to bidding for these tracts but they are usually not 
allowed to drill exploratory wells. 

118  Development leases occur in cases where a tract was previously leased, but was abandoned by the successful 
bidder (typically leases in the US run for 5 years, and if they are not developed, the lease expires and the 
rights revert back to the government. 

119  The winner’s curse arises from the fact that if there are sufficient bidders, the winning bidder will almost 
surely have overestimated the value of the resource.  Firms recognising this are likely to adjust their bids 
downwards too much. 
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8.3.2. Risk and Risk Sharing 

The evidence also supports the contention that the exploration decision is a costly 
and risky investment that can involve millions of dollars.  A large number of 
leases (602 leases, over 25 percent of the total sample) were abandoned without 
engaging in any exploration. These were valuable assets (mean winning bid on 
these tracts was $2.86 million in 1972 U.S. dollars) thus firms would not walk 
away from this investment unless making additional investments in explorations 
were not also a highly risky proposition.120  Of the 75 percent of tracts that firms 
chose to explore (1653 tracts), a little over 50 percent (897 instances) were 
unproductive.   The authors report information from the American Petroleum 
Institute that estimates the average cost of these unproductive wells was $1.52 
million U.S. dollars.  An ex post evaluation of the efficiency with which firms 
employed the information that was available at the time – i.e. regressing 
determinants of drilling activity on drilling outcomes – provides some indication 
that firms were not processing information optimally. 

It is important to note, however, that oil and gas leases typically involve both up-
front “bonus” payments as well as royalty payments – i.e. a fraction of realized oil 
and gas revenue – which is paid to the ultimate owner of the property right (the 
government).  Leland (1978) analyses the role for these arrangements to achieve a 
degree of risk sharing between the producer and the government.  That is, a 
payment contingent on realized revenues, all other things equal, means that the oil 
producer faces less risk than it would otherwise.   

Hendricks and Porter (1993) examine the timing of drilling and production 
investments on the U. S. Outer Continental Shelf.  In particular, the authors 
examine exploratory drilling activity on wildcat OCS tracts in the Gulf of Mexico 
(as above) that were sold between 1954 and 1990.  For each lease, the authors 
study the determinants of whether or not to begin exploratory drilling and the 
outcome of any drilling activity.  In the sample studied, 2,255 leases were sold (in 
about 10 percent of the cases, a tract received bids, but the bid was rejected by the 
government). 

The evidence illustrates that the risk associated with oil and gas production does 
not end with the acquisition of rights, but extends into the exploration phase.  In 
the sample studied, only half the tracts that were explored yielded productive, 
commercially viable wells.121   

                                                 

120  The authors note that the price of crude over this period was approximately constant; therefore the risk must 
reflect exploration risk – i.e. whether the quantity of reserves and extraction costs ultimately found are 
sufficient to justify the additional exploration expenses. 

121  The sample standard deviation of the logarithm of discounted revenues on productive tracts that the authors 
report is approximately 1.5 – i.e. a quite large degree of variance and thus risk. 
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A.3.2 Bidding Joint Ventures Enhance Competition 

Bidding joint ventures can in theory both enhance competition (e.g., lower barriers 
to entry facing smaller firms, increase willingness to pay given risk sharing) and 
reduce it (e.g., reducing the number of potential bidders).  Several papers argue 
that the competition enhancing effects are larger (see, for example, Krishna and 
Morgan (1997)). 

A.3.3 Conclusion 

The U.S. experience with OCS leases indicates that there is a high degree of risk 
associated both with acquiring rights and exploiting those rights through making 
investments in drilling and production.  Study of exploration and drilling activity 
once firms acquire leases provide indications that information is not being 
processed optimally by firms. 

A.4 RESOURCE ECONOMICS 

A.4.1 Introduction 

An exhaustible resource is a term that has come to be associated with a resource 
(such as oil and gas) that does not renew itself rapidly in its natural setting.  This 
literature examines the rate at which a resource will be exploited under various 
assumptions about market structure.  Hotelling (1931) establishes the now-famous 
“Hotelling Rule” which (in its simplest form) states that the price of an 
exhaustible resource must grow at the rate of interest both along an efficient 
extraction path and in a competitive equilibrium.122  The intuition is that the 
present value of a unit extracted must be the same in all periods if there is to be no 
gain from shifting extraction among periods.123  More recent treatments of the 
problem have focused on the general characteristics of demand required for a 
monopolist to deplete more slowly or more rapidly (Lewis (1976) and Dasgupta 
and Heal (1979)). 

                                                 

122  As noted, this is the simplest statement of the rule.  More generally, the royalty (or price net of the cost of 
extracting the marginal unit of the resource) will grow at the rate of interest (r). 

123  For the present value to be the same in all periods, the undiscounted value must be growing at precisely the 
rate of interest.  Further, if demand is stable, output declines monotonically and ultimately declines to zero (at 
least asymptotically). 
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A.4.2 Differential Rents 

A key result in this literature is that depletable resources with heterogeneous 
characteristics will earn “differential rents” (sometimes called “Ricardian” rents).  
The return earned by inframarginal units is sometimes mistakenly confused with 
monopoly rent.  But this is incorrect.  The increased return represents the scarcity 
value of the resource.  The increased price paid for both marginal and 
inframarginal units serves an important economic purpose – it provides a market 
signal to bring more units into production to meet increased demand.  Principles 
of resource economics underlie much of the literature on the economics of the oil 
and gas industry.  It is most explicit in Adelman (1990). 

A.4.3 Optimal Depletion Rates: The Price-Time Profile 

A second key result relates to the timing of production and its relation to proven 
reserves.  While empirical tests of Hotelling’s Rule have been mixed (or even 
disappointing), the logic behind the model can be applied directly to a firm’s 
decisions on how to manage its reserves.  Specifically, a firm will look to a flow 
of production over time. 

In addition, one can see an efficiency rationale for inter-firm cooperation with 
regard to reserve management.  If there is indivisibility and randomness in 
discovery, location and accessibility of reserves, even if there is no affect on 
market power, there can be advantages to smoothing extraction over time.  In 
particular, if there are a number of sites that could produce hydrocarbons in a 
field, a field is managed optimally when the projects with the highest present 
value are pursued.  The number of projects a firm would optimally produce would 
depend, among other things, on the expected output prices.  Under divided 
ownership, each firm will pursue the projects with the highest present value within 
its portion of the field.  However, the best projects within a part of a field may not 
be among the best projects for the entire field.  

A relatively simple, yet often overlooked implication relates to the hypothetical 
monopolist hypothesis generally used in merger analysis.  Exercise of market 
power in a final output market, even if it were shown to exist, is related across 
time periods.  The primary (and indeed sometimes the only) effect of market 
power is not to raise prices, but to change the profile of prices over time, 
increasing some prices and reducing others.  For example, consider the case where 
there are only 10 units of a product available and two time periods, today and 
tomorrow.  Say that under competition 5 units are sold today and 5 units are sold 
tomorrow.  A monopolist with market power might choose to contract output 
today to earn a higher price as per the usual model, e.g. to 3.  But there is an 
offsetting effect in tomorrow’s market, output increases to 7, and thus price falls.  
The competitive and monopoly situations can be compared, but the overall 
welfare results depend on issues such as those that drive price discrimination 
results – ambiguous welfare effects.  A monopoly can still have adverse effects, 
but the results are more complex. 
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Devarajan and Fisher (1981) summarize the literature as follows.  A natural 
hypothesis is that a monopolist will restrict output and raise price, initially, as 
compared to a competitive industry.  Price and output paths (over time) under 
monopoly and competition would then look like those depicted in Figure 10. 

Figure 10: Price Profiles and Rates Of Depletion Outcomes Under Monopoly and 
Competition 
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Figure 10 is drawn to show the monopoly price profile and the rate of depletion of 
the stock drawn flatter than under competition.  This is intuitive, but not 
necessarily the case.  Rather, the outcome depends on the nature (i.e. functional 
form) of demand.  For a monopolist, Hotelling’s rule is that marginal revenue, not 
price, will grow at the rate of interest.  Then, whether the price rises more rapidly 
(and depletion occurs more slowly) depends on the relationship between price and 
marginal revenue. 

More recent contributions to the literature have focused on the general 
characteristics of demand required for a monopolist to deplete more slowly.  In 
particular, it has been shown that, if the elasticity is decreasing as quantity 
increases, the monopolist will deplete more slowly.124  Oligopolistic depletion has 
also been considered in a number of articles.125 

                                                 

124  Tracy R. Lewis (1976), “Monopoly Extraction of an Exhaustible Resource,” 3 Journal of Environmental and 
Economic Management 198 and P. S. Dasgupta and Geoffrey M. Heal (1974), “The Optimal Depletion of 
Exahstible Resources,” 25 Review of Economic Studies 3. 

125  See, for example, Salant (1976). 
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A.5 PRODUCTION EXTERNALITIES: COMMON POOL PROBLEMS 

A.5.1 Introduction 

In most industries, where there is competition between individuals for the use of 
scarce resources, some rules or criteria must exist to resolve the conflict.  These 
rules are known as property rights.  There is a large literature on the economics of 
property rights.  In private property, the delineation of the right to use is expressed 
in dimensions or characteristics inherent in the property itself.  These rights are 
exclusive to some individual and are freely transferable.  Such individuals have 
strong incentives to use their property efficiently since they fully bear the costs 
and enjoy the benefits derived from their property. 

Important elements of the oil and gas industry have common property 
characteristics.  Specifically, more than one company can have access to an oil 
and gas resource pool. In general, the division of property rights generates 
competition between firms for migratory oil and gas lodged in subsurface 
reservoirs.  Under the common-law rule of capture, private property rights to the 
hydrocarbons are assigned only upon extraction.  Production rights are granted to 
firms through leases from those who hold the mineral rights, surface landowners 
or governments in the case of offshore rights.  Each firm has an incentive to 
maximize the economic value of its leases rather than the reservoir as a whole 
(e.g., Peterson (1975), Smith (1987) and Liebcap (1998)). 

Such common pool problems are a special case of the classic “common property” 
problem.  In these situations, no one has the right or ability to exclude the other 
firm from using its portion of the resource pool.  The result is inefficient outcomes 
known, in specific applications as one (or more) of: common-resource problems, 
public-goods problems, free-rider problems or tragedy of the commons problems.  

Extra uses will be made with an increased realized total value that is less than the 
cost added, that is, the social value is not maximized.  This occurs because the 
marginal yield is less than the average to each user, to which each user responds. 
So, use occurs to the point where the average yield is brought down to marginal 
cost, with the consequence that the marginal yield is less than the marginal cost – 
and overuse or over exploitation occurs (e.g., Alchian (1998)). In other words, the 
“prize” has no exclusive claimant and its value will be dissipated or absorbed by 
the costs dedicated to its winning. 
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A.5.2 The Incentive Effect of Common Pool Problems: A Prisoner’s 
Dilemma 

Common pool problems have been discussed in detail in the context of the oil and 
gas industry (e.g. Libecap and Smith (1999)).  Absent any type of cooperative 
effort, each firm determines the number of wells it will drill and sets output from 
each well so as to maximize its private profits, ignoring the costs and production 
externalities it inflicts on other producers.  It raises overall costs by releasing 
natural gas or other substances during production, thereby reducing the 
underground pressures that push oil to the surface.  As pressures fall, pumping and 
injection of other propellants become necessary.  Further, the firm’s production 
encourages migration of oil from elsewhere in the reservoir, allowing it to extract 
its neighbour’s oil.  Since all firms recognize these conditions, they have an 
incentive to competitively drill and drain the reservoir.126  The result is that fewer 
resources are ultimately captured and more capital is expended than is optimal. 

There is some commentary in the economic literature on the magnitude of 
common pool problems.  Libecap and Wiggins (1985) cite an estimate in Oil 
Weekly that “early unitisation [a form of cooperative resource exploitation] of 
solution gas fields would increase recovery from two to five times that of 
unconstrained production.”  Libecap and Wiggins (1985) also comment on 
evidence revealed by aggregate figures on well productivity to support the 
argument that unconstrained competition leads to efficiency losses.  They note 
that U.S. wells produce only an average of 16 barrels per day while Canada’s 
wells averaged 71 barrels per day, Venezuela’s wells 426 barrels per day, and 
Saudi Arabia’s 13,124 barrels per day.   

The common pool problem can be modelled as a so-called “prisoner’s dilemma,” 
which can be illustrated as follows.  Each firm has a private incentive to drill 
competitively even though this action reduces the total value of the pool.  That is, 
the payoffs are as in Table 17. 

Table 17: The Common Pool Prisoner’s Dilemma 

 Player 2: Drill 
Competitively 

Player 2: Drill 
Cooperatively 

Player 1: Drill 
competitively 

(-5, -5) (1, -10) 

Player 1: Drill 
cooperatively 

(-10, 1) (0, 0) 

                                                 

126  From a technological perspective, these problems have been well-known for many years.  Indeed, as early as 
1929, the Gas Conservation Bill was passed in California to facilitate corrective action to remedy concerns 
that competitive oil and gas extraction was “wasting gas.”  The contribution of the more recent economic 
literature is to characterize these well-known phenomena in a systematic manner (e.g. a game theoretic 
representation) that allows for analysis of institutional responses (such as so-called “unitization” agreements). 
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In this situation, drill competitively is a dominant strategy.  That is, even if the 
parties could achieve a tenuous agreement to drill cooperatively, each would have 
an incentive to “deviate” from that agreement and drill competitively.  The Pareto 
efficient outcome (both drill competitively) is not reached.  The resulting 
equilibrium outcome is less efficient both from the point of view of the firms and 
the economy as a whole. 

When one considers repeated interaction between the players, asymmetries 
between the firms will often make it even harder to reach an efficient solution than 
in the standard case.  Firms often have private information on the likely amount of 
resources contained under their share of the pool (to the extent that can be 
defined), and this can make it difficult for the parties to achieve sharing 
arrangements.  An efficient outcome may require more drilling to take place on 
some tracts than others, which means that simple repetition of the efficient 
outcome would not be in even the long-term interest of some parties (absent side 
payments).  If tracts differ in their relative proportions of oil and gas, this creates 
additional conflicts of the interests of the parties.  

8.3.3. Conclusion 

The well-known “common pool” problem implies that unrestrained competition in 
oil and gas production is inefficient both from the point of view of the individual 
firms and the economy as a whole.  The fact that competitive drilling is a 
dominant strategy means that firms will have considerable difficulty achieving the 
efficient outcome without some sort of explicit cooperative agreement to align 
their interests.  There is scope for inter-firm agreements to be privately profitable 
(and efficient) even if there are no market power effects in final consumer 
markets. 
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A.6 EXPLORATION PROBLEMS: INFORMATIONAL EXTERNALITIES 

A.6.1 Information as a Public Good 

When considering a good such as “information” that potentially has characteristics 
associated with “public goods,” it is useful to note two main dimensions of these 
possible properties. Such goods can be either nonrival or nonexclusive (or a 
combination of both).  With a nonrival good, consumption by one person does 
not reduce the quantity that can be consumed by others.127  With a nonexclusive 
good, once the good is produced, it is accessible to all consumers; no one can be 
excluded from consuming the good.128  The presence of these externalities has 
been understood in the literature for several years (e.g. Leitzinger and Stiglitz 
(1984)).   

Information about the probability of striking oil is certainly nonrival.  It is also 
nonexclusive - at least to some degree - when one firm’s exploratory well strikes 
oil, this information can be observed by other firms.  This raises two economic 
issues.  First, information collection efforts are inherently duplicative (even if the 
interpretation and resulting decisions that firms would optimally make in response 
to it differ).  That is, the least cost way of acquiring information (for the economy 
as a whole) would be for a single entity (firm or government) to collect 
information at a zero incremental price.  This reflects the non-rival nature of the 
good. 

Second, firms can free ride.  That is, once the information is collected, it is 
difficult for a firm to exclude other firms from benefiting from it.129  Specifically, 
if one firm is observed to strike oil (or not) on a particular tract, firms that have 
acquired the mineral rights can update their prior beliefs on the amount of oil in 
the pool.  In some cases, a firm may be able to effectively by-pass the exploration 
stage (and associated costs) when a neighbour strikes oil first.  This is called an 
informational externality - i.e. the firm that engages in exploration activity first 
generates an external benefit that it cannot appropriate. 

                                                 

127  An example of a good that is nonexclusive but rival is a picnic table at a national park.  Once the table is 
constructed, anyone can sit at it.  It is rival, however, because when one party is sitting at the table, no one 
else can sit there. 

128  An example of a nonrival but exclusive good is a pay-TV channel.  The cable company can control who has 
access to the product, but one person’s consumption in no way impedes the enjoyment others can capture 
from their own consumption of the same good. 

129  Of course, antitrust laws may make it difficult for a firm to deliberately share information in any case. 
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Given these externalities, there is an incentive for each firm to wait and hope that 
the other firm makes an irreversible decision to drill and reveal information.130  
On the other hand, waiting can be costly since a tract that could produce valuable 
output is sitting idle and, if there are common pool externalities, actions by other 
adjacent firms could reduce the amount of hydrocarbons that are ultimately 
recovered. 

A.6.2 The Incentive Effect of Exploration Problems: A Prisoner’s Dilemma 

These two incentives create the following one-shot game. 

Table 18: The Exploration Prisoner’s Dilemma 

 Firm 2: Choose to 
Exploration Drill 

Firm 2: Choose not to 
Explore 

Firm 1: Choose to 
Exploration Drill 

(E*[V] – D, E*[V] – D) (E*[V] – D, E*[V]) 

Firm 2: Choose not to 
Explore 

(E*[V], E*[V] – D) (E [V], E[V] ) 

Where E[V] denotes the expected value of production prior to any drilling, E*[V] 
denotes the update based on at least one firm drilling an exploration well and D is 
the cost of drilling the exploration well.  Both E[V] and E*[V] are positive since, 
at worst, the firm can cut its losses (i.e. the sunk costs of acquiring the rights plus 
the sunk costs of any exploration activity) and simply abandon the site.131 

Assuming this is a non-trivial case where at least one D is economic (given the 
necessary risk premium discussed in section A2), the off-diagonal elements 
(where only one firm explores) are Pareto optimal.  However, each firm’s optimal 
response depends on its beliefs on what the other firm will do.  If a firm believes 
that the other firm will choose to drill, it should always choose “not drill.”  This 
creates a “free-rider” problem as each firm waits for the other to provide the 
“public good.” 

                                                 

130  This assumes, of course, that the decision to drill is sunk.  If most or all of the action can be costlessly 
reversed, moving first does not substantially disadvantage the first-mover.  

131  In this illustration, for simplicity it is implicitly assumed that one firm’s drilling efforts is a perfect substitute 
for the other firm’s.  More realistically, one firm’s drilling activity would be an imperfect signal that has some 
value (and thus the risky decision can be made with a higher expected value) but not completely duplicative, 
and thus even if one firm is unsuccessful, sequential search may be optimal.  Hendricks and Porter (1993) 
consider the latter (more realistic) case in detail. 
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Hendricks and Porter (1993) model this problem as a “war of attrition” where 
firms faced with this free-rider problem attempt to wait each other out.  In the 
example they employ, the game is solved recursively to find a symmetric mixed 
strategy equilibrium (there are also pure strategy asymmetric equilibria).  To get 
this result, the authors use a finite game (reflecting the five-year limit at which the 
rights to an unexplored tract revert to the government) and derive hazard rates that 
summarize the predicted drilling patterns (described in probabilistic terms since it 
is a mixed strategy).  The theoretical result is a special case of the usual 
externality result -- information is under-provided (or provided later than is 
optimal). 

There is an important distinction to be drawn between these “informational” 
externalities and those arising due to “common pool problems.”  Indeed, they can 
affect behaviour in opposite directions.  For example, in some cases, the optimal 
response to informational externalities is to delay drilling – i.e. instead of risking 
the expense of drilling an exploratory well, wait until another firm drills on an 
adjacent (or reasonably close) tract to see whether this is a high or low probability 
event.  At the same time “common pool” externalities can give rise to the opposite 
incentive – i.e. drill as soon as possible so that as much of the common resource 
can be captured. 

A.6.3 Empirical Importance 

In an empirical test, Hendricks and Porter (1996) conclude that there is substantial 
noncooperative (and inefficient) behaviour in the oil and gas industry in regard to 
the decision of when to drill production wells.  That is, firms are observed to delay 
investment decisions in order to “free-ride” on information externalities from 
other firm’s drilling.  They characterize this as a puzzle, but note that the answer 
may lie in the inability of firms to use unitisation agreements due, for example, to 
asymmetries of information.  In the bidding game, information heterogeneities are 
present as firms interpret seismic information differently, and this may inhibit the 
willingness of firms to enter joint ventures.  Also, Hendricks and Porter (1996) 
observe, an obstacle to coordination in the exploration phase may be concerns on 
the part of the firms that they may be sacrificing informational, or expertise, 
advantages in future interactions. 

A.7 INCOMPLETE CONTRACTS AND HOLD-UP PROBLEMS 

There are numerous contributions to the economics of incomplete contracts and 
hold-up problems.  A “hold-up” problem can be described as follows.  Suppose 
that at date 1 a supplier invests in cost reduction (his investment lowers the cost of 
production) and a buyer invests in a value enhancement.  These investments are 
assumed to be investment-specific.  Absent long-term contracts, the outcome is of 
course inefficient since the party investing does not capture all the cost savings 
generated by the investment.  The other party can use the threat of not trading 
(i.e., “holding-up”) to appropriate some of these savings.  Long-term contracts can 
be used to solve these problems (Klein (1996)). 
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As noted above, this problem is most acute where there are specialized (or 
transaction-specific) assets, for example, when pipelines and related facilities 
must be constructed in order to bring the product to market.  Absent a long-term 
contract, no firm would be likely to have an incentive to incur the large fixed (and 
sunk) costs of making such investments since, once the investments are made, the 
firm is at the mercy of the resource producer who needs to use the transportation 
facilities.  Indeed, if there are large transactions costs involved in writing and 
enforcing a sufficiently long-term contract, the only effective way to assure that 
efficient investment decisions are made would be for the firm to vertically 
integrate.132  

In reality, it is usually impossible to lay down each party’s obligations completely 
and unambiguously in advance so most real world contracts are seriously 
incomplete.  Among other things, incompleteness can lead to inefficiencies even 
when there are no informational asymmetries (though informational asymmetries 
magnify the potential problems).  Firms will seek to mitigate these problems 
through a number of institutional responses.  Vertical integration as well as 
contracts (or other forms of inter-firm cooperation) that align parties’ interests (i.e. 
“self-enforcing”) are often the efficient response. 

A.8 INSTITUTIONAL RESPONSES TO EXTERNALITIES 

The key conclusion from the economics literature is that imperfections in the 
manner in which property rights are defined give rise to externalities.  Exactly 
how large these externalities are depends on the institutional framework (e.g., how 
large tracts are) and geological factors.133  Anecdotal evidence suggests that the 
effects can be quite large in some cases, but the magnitude will vary from case to 
case. 

Economic theory also suggests that, when faced with such externalities, firms will 
seek to develop institutions to mitigate or eliminate the externalities (e.g., Coase 
(1960)).134  However, the extraction of hydrocarbons involves considerable 
uncertainty and it is often simply impractical to devise a complete contingent 
contract (Libecap and Smith (1999)).  The most obvious sources of uncertainty are 
the amount of hydrocarbons ultimately found in a reservoir and the cost of 
recovering them.  Other important sources of uncertainty are the prices of oil and 
gas (and their relative values) and the timing and value of primary vs. secondary 
recovery operations. 

                                                 

132  Reputation can be shown to support an efficient outcome over time (when there is incomplete contracting). 

133  Libecap and Smith (1999) report several studies showing that the regulatory environment in a particular 
jurisdiction affects the incidence of unit agreements. 

134  See Farrell (1987) for a useful discussion. 
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The important point is that these forms of uncertainty affect various rights owners 
differently.  Even if the concerned firms could achieve an explicit or tacit 
agreement at the time when extraction is initiated, these firm-specific sources of 
uncertainty would affect the willingness of the firms to stick to their bargain.  
Thus, any institutional response to externalities in hydrocarbon extraction must 
confront a problem not present in the standard Coasian response - the response 
must be incentive compatible for the parties for a long period during which there 
is considerable uncertainty. 

A common institutional response in this industry is a “unitization” agreement.  
These agreements typically establish a unit operator to whom day-to-day 
operational decisions are delegated.135  They also have elaborate governance 
mechanisms such as voting rules, grievance and arbitration procedures, unit 
operator reporting and accounting rules, a sharing formula and other operational 
definitions and practices.  Most importantly, the agreement typically establishes a 
profit-sharing mechanism.  The effect of this is to give the parties an interest in the 
performance of the overall pool rather than some portion.136 

By their very nature, it is impossible to provide a complete assessment and 
categorization of firms’ responses to externality problems in the oil and gas 
industry.  Some jurisdictions require information to be filed, but in others the 
arrangements are a private transaction between the firms.  Anecdotal evidence 
shows, however, that such agreements are quite important (e.g., ARCO and Exxon 
leases in the Prudhoe Bay, as documented by Libecap and Smith (1999)). 

In sum, the economics literature supports the conclusion that common pool 
externalities give rise to a legitimate efficiency rationale for inter-firm agreements 
in this industry.  Furthermore, the length of the time-frame over which production 
would likely occur and the degree of firm-specific uncertainty suggests that 
aligning of interests through a sharing formula will likely be a key aspect that an 
agreement would have to contain in order to achieve efficiency benefits. 

 

 

                                                 

135  Typically the firm with the largest stake in the pool is designated as the unit operator.  Other parties remain as 
minority participants with well-defined rights and obligations. 

136  See Libecap and Smith (1999) for a detailed description of unitization agreements using the example of the 
Prudhoe Bay Unit.   
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APPENDIX B: WELFARE ANALYSIS IN VERTICALLY 
RELATED MARKETS 

An important general result noted in section 8.2.1 is that, in a set of vertically 
related markets, the welfare changes in any one of those markets arising from a 
change in supply or demand conditions are equivalent to the welfare changes to 
society.  In other words, by quantifying the consumer and producer welfare losses 
arising from a delay in the development of Pohokura in the market for gas 
production, we also capture the net welfare effects in all downstream markets.  
This result is convenient because the quantification of welfare changes in all 
markets influenced directly or indirectly by natural gas is likely to be a complex 
exercise.   

The concept of an equilibrium demand curve is central.  Equilibrium demand is 
different to ordinary demand: the latter reflects an equilibrium without regard to 
other affected markets.  On the other hand, an equilibrium demand curve captures 
the equilibrium changes in vertically related markets.  Changes in up- and 
downstream markets feed back into the market where the original change 
occurred, further adjusting the equilibrium.  The equilibrium demand curve 
reflects these feedback effects, and therefore captures net welfare effects in related 
markets.  For example, when the supply of natural gas is constricted, we might 
expect that this would change supply conditions in downstream markets, such as 
the market for electricity generation.  These changes affect producers in these 
markets who, in a vertically related market, are consumers upstream.137  An 
equilibrium demand curve captures the price and quantity effects of up- and 
downstream changes.  It also captures welfare changes in a vertically related 
industry.  Where that industry is assumed to have no impact on the prices and 
quantities sold for other products, the welfare effects of the affected market are 
equivalent to total welfare. 

We first show graphically how the equilibrium demand curve for the gas 
production market is derived. 

In a particular year (for example, 2006), the delay in production from Pohokura 
can be represented by a leftward shift in the supply curve, as demonstrated in 
Figure 11(a). 

                                                 

137  For example, if Pohokura is delayed then producers in downstream industries will be forced to pay a higher 
price, reduce purchases of natural gas, and/or exit their markets.  In a vertically-related market, producers in 
downstream markets, for example electricity generation, are consumers in upstream markets, such as the 
market for gas production. 
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Figure 11: Calculating Welfare Losses – Step 1 
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The effect of the supply constraint is reflected in the downstream market for 
electricity generation.  The cost of producing electricity at a given level has 
increased, shifting the supply curve left in that market, and raising prices (Figure 
12(b)). 

Figure 12: Calculating Welfare Losses – Step 2 
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Increased prices in the electricity generation market stimulate supply by 
generators, increasing demand by those generators in upstream markets.  This 
shifts the demand curve in the gas production market (Figure 13(a)) to the right. 
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Figure 13: Calculating Welfare Losses – Step 3 
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Each of the preceding three steps occurs instantaneously, and intermediate steps 
are not observed directly.  Furthermore, the underlying demand curves in Figure 
13(a) are not observed directly.  Rather, the locus of points between shifted 
demand and supply curves are observed.  Connecting these observed points in 
Figure 13(a) gives rise to the equilibrium demand curve, denoted D* in Figure 
14(a).  For clarity, we do not show the position of the supply curves in Figure 
14(a). 
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Figure 14: Calculating Welfare Losses – Step 4 
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We now show that the welfare implications for vertically related markets (for 
example, gas production, electricity generation and electricity retailing) can be 
calculated by analysing the gas production market only.  A more formal analysis 
can be found in Just, Hueth and Schmitz (1982).138 

Figure 15 illustrates the gas production, electricity generation and electricity 
retailing markets.  Consider the derivation of the retailing supply curve, Sr.  
Assume that the cost of supplying the marginal unit of electricity to a retail 
consumer is equal to  the long run marginal cost of generating electricity139 plus 
the cost of providing a unit of the other required inputs to retailing, which we will 
assume has a constant cost of $1.00 per unit.140  Therefore, adding $1.00 to the 
supply curve in the generation market (Sg) give society’s marginal cost of retailing 
electricity. 

                                                 

138  Just, R, D Hueth and A Schmitz (1982) Applied Welfare Economics and Public Policy, Prentice-Hall.  See in 
particular chapter 9 and Appendix D. 

139  We assume that the supply curve in the electricity generation market is upward sloping. 

140  We note that if the price of any input exceeds long run marginal cost, the level of social surplus would be 
underestimated.  However, this would not affect our estimate of the change in welfare if we assume that the 
mark-up over long run marginal cost is the same with or without a delay in development of Pohokura. 
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Figure 15: Equivalence of Changes in Welfare in Three Markets 
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A similar analysis shows that adding $1.00 to the supply curve in the gas 
production market (Sp) gives society’s marginal cost of generating electricity. 

Now consider the derivation of the demand curve in the gas production market, Dp 
(which is equivalent to D*).  Dp is a derived demand curve, and so we start with 
the demand in the electricity retailing market, Dr.  If the purchasers of generated 
electricity (i.e., the retailers) either purchase their other input at long run marginal 
cost or are integrated so they supply it to themselves at marginal cost, then the 
demand curve for generated electricity,  Dg, is equal to the demand curve for retail 
electricity, Dr, minus $1.00, the cost of the other input.  This assumes that the 
retailers of electricity do not have market power.141 

Dp is derived from Dg using a similar analysis. 

Refer now again to Figure 15.  Note that the social surplus in each figure is the 
same.  This is because the demand and supply curves in each market are just those 
curves in the other markets translated by $1.00.  Therefore changes in surplus will 
also be the same. 

 

                                                 

141  If the retailers do have market power, then the problem is harder because the demand curve for generated 
electricity is not just the retail demand less the costs of other inputs.  Rather, each firm’s demand is its 
marginal revenue less the cost of the other input.  This results in a smaller demand than that generated by 
subtracting input costs from retail demand.  Using an independent estimate of demand for natural gas will 
therefore always produce an underestimate of overall welfare.  Furthermore, it will result in an underestimate 
of the size of the deadweight loss from a reduction in output (or more correctly the failure to increase output) 
by estimating the deadweight loss in the gas production market as opposed to the retail electricity market. 
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APPENDIX C: ESTIMATING LOSSES 

C.1 INTRODUCTION 

This appendix describes the development of the Pohokura loss quantification.  
Specifically, it discusses the: 

• Assumptions and parameters; 

• Estimated welfare losses; 

• Sensitivity analysis;142 

• Scenario testing;143 

• Implications of Methanex’s participation or non-participation; and 

• Welfare losses when water shortages are combined with limited gas 
supplies. 

The present value of default scenario losses for the years 2004-9 is $204.1M. The 
default scenario assumes, most critically, that Methanex’s participation in the 
market is limited once current gas supply contracts to Methanex end in 2005, 
demand for gas by electricity generators increases by 2% per annum starting at 
123PJ in 2005, and the price of Pohokura gas will be $4.00/GJ.  If Pohokura is 
delayed but Methanex participates fully in the market, then the present value of 
losses for the years 2004-9 increase to $451.1M.  Losses generally increase over 
time as Pohokura production increases and Maui production gradually declines 
towards depletion.  Smaller losses in 2008 are attributable to the anticipated 
commencement of production from the Kupe gas field, partly offsetting welfare 
losses from the delay in Pohokura. 

C.2 ASSUMPTIONS AND PARAMETERS 

Assumptions and parameters in the model are that: 

                                                 

142  All calculations are carried out in an Excel spreadsheet. 

143  The model tests variations from the baseline scenario in two ways.  Sensitivity testing changes each parameter 
of the model by 1 percent and records the percentage change in the loss.  Scenario testing adjusts the model 
away from the baseline scenario by setting parameters to specific values suited to the scenario, for example, 
comparing high to low elasticity of demand by varying the elasticity between -2.0 and -0.25. 
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• Actual field supplies are scaled by 0.85 to account for the share of supply 
going to consumers other than generators, Methanex and other 
petrochemical companies (these other consumers are not included in 
demand); 

• Price for Maui gas is $[ ]/GJ (2002 dollars); 

• Sale price of Pohokura is $[ ]/GJ; 

• Only Pohokura changes volumes in the counterfactual scenario - there are 
no changes in other fields’ output; 

• The price cap for natural gas is $[ ], which is the price at which a generator 
would be indifferent between purchasing natural gas and coal;144 

• Price of gas from smaller fields is $[ ]/GJ; 

• Inflation is ignored, and all costs and revenues are expressed in 2002 
dollars; 

• Demand is set using two data points.  Firstly, at the estimated quantity and 
willingness to pay of electricity generators ($[ ]/GJ, 126 PJ in 2006). 
Secondly, the reserve price of Methanex.  We assume Methanex and other 
petrochemicals production operates at full capacity in 2004, consuming 
98PJ per annum.  In 2005, production is assumed to operate at a minimum 
of 50% (49PJ per annum) following the re-determination of the remaining 
supplies of Maui, plus additional consumption if gas can be purchased at or 
less than $[ ]/GJ.  After 2005, we assume that Methanex and other 
petrochemical production operates at full capacity if natural gas is available 
at less than $[ ]/GJ, and at 50% of capacity (about 30PJ/pa) at a price 
between $[ ]/GJ and $[ ]/GJ.  Above a price of $[ ]/GJ for gas, we assume 
all petrochemicals production including Methanex is shut down; 

• The combined quantity of gas consumed by Methanex and other 
petrochemical companies if operating at full production is assumed to be 
unchanged in 2004-2009 (98 PJ per annum); 

• Demand elasticity is for electricity generators only, which we set to an 
initial value of –0.5.  Sensitivity analysis will confirm the importance or 
otherwise of this assumption; and 

• Alternative energy sources are in “normal” supply.  In particular, we assume 
average lake levels used for hydro generation.  If hydro generation is limited 
by falling lake levels, demand for gas by generators will increase.  We 
discuss the welfare implications of this demand increase below. 

                                                 

144  The derivation of this price is provided in Appendix E. 
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Figure 16 depicts the demand and supply curves reflecting these assumptions and 
parameters. 

Figure 16: Demand and Supply Curves for Base Case Modelling (2006) 
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The welfare loss is the area between the default and counterfactual supply curves 
and to the left of the demand curve. 

C.3 SENSITIVITY ANALYSIS 

The following sensitivities were recorded for each adjustable data variable in the 
model. 

Table 19: Sensitivity Analysis 

Increased by 1% Resulting 
Effect on 

Loss 

Explanation 

Counterfactual Multiplier
(Maui)

-6.6% Increased production from Maui in the counterfactual (compensat-
ing for the loss of Pohokura) reduces the magnitude of the loss 
substantially. 

Demand Initial Quantity +4.3% Determines the position of the electricity generation demand 
curve.  A small increase in gas demand leads to a large expansion 
of welfare loss. 

Demand Initial Price +3.6% Determines the position of the electricity generation demand 
curve.  Small changes in gas demand lead to large welfare 
changes. 



Coordinated Marketing of Pohokura Gas - An Economic Analysis Charles 
 River 
20 December 2002 Associates 
 
 

 Final Report - Public Version Page 101 

 

 

Increased by 1% Resulting 
Effect on 

Loss 

Explanation 

Supply Volume (Maui) -2.6% Increased output from Maui reduces the output required from 
higher priced Pohokura.  This reduces welfare losses in the event 
Pohokura is delayed. 

Price (Pohokura) -2.6% As the cost of Pohokura gas increases, its value to society is re-
duced. In other words, as the cost of production increases society 
will miss Pohokura's absence less. Hence, higher price for Poho-
kura gas at the margin reduces the welfare loss. 

Counterfactual Multiplier
(Kapuni)

-1.5% Greater output from an alternate field in the counterfactual sce-
nario reduces welfare losses from the elimination of Pohokura.  

Supply Volume (Kapuni) -0.7% Greater output from an alternate field in the counterfactual sce-
nario reduces welfare losses from the elimination of Pohokura. 

Demand Elasticity -0.7% Elasticity changes pivot the demand curve about the observed 
demand point.  The pivot point of the demand curve (determined 
by the initial price and demand of electricity generators in 2006) is 
located inside the area of welfare loss.  Pivoting the demand curve 
around a point inside the welfare loss, in this case, produces lim-
ited welfare effects. 

Counterfactual Multiplier 
(Rimu)

-0.6% If the counterfactual scenario in which Pohokura produces nothing 
is associated to an increase in the output of other gas fields, then 
welfare losses will be reduced. 

Counterfactual Multiplier
(Mangahewa)

-0.6% Greater output from an alternate field in the counterfactual sce-
nario reduces welfare losses from the elimination of Pohokura. 

Counterfactual Multiplier
(TAWN)

-0.6% Greater output from an alternate field in the counterfactual sce-
nario reduces welfare losses from the elimination of Pohokura. 

Demand Growth +0.5% Increased demand expands welfare loss by leaving a greater 
share of demand unsatisfied by the delay in Pohokura. 

Supply Volume (Pohokura) +0.4% Increased output from Pohokura, compared to a counterfactual of 
zero output, increases the welfare benefit of the timely develop-
ment of Pohokura, or, equivalently, the welfare losses resulting 
from Pohokura's delay. 

Supply Volume (Rimu) -0.4% Greater output from an alternate field in the counterfactual sce-
nario reduces welfare losses from the elimination of Pohokura. 

Supply Volume (Manga-
hewa)

-0.3% Greater output from an alternate field in the counterfactual sce-
nario reduces welfare losses from the elimination of Pohokura. 

Supply Volume (TAWN) -0.3% Greater output from an alternate field in the counterfactual sce-
nario reduces welfare losses from the elimination of Pohokura. 

Counterfactual Multiplier
(McKee)

-0.3% Greater output from an alternate field in the counterfactual sce-
nario reduces welfare losses from the elimination of Pohokura. 

Supply Volume (McKee) -0.1% Greater output from an alternate field in the counterfactual sce-
nario reduces welfare losses from the elimination of Pohokura. 

Counterfactual Multiplier
(Kaimiro)

-0.1% Greater output from an alternate field in the counterfactual sce-
nario reduces welfare losses from the elimination of Pohokura. 

Counterfactual Multiplier
(Ngatoro)

-0.1% Greater output from an alternate field in the counterfactual sce-
nario reduces welfare losses from the elimination of Pohokura. 

Supply Volume (Kaimiro) -0.1% Greater output from an alternate field in the counterfactual sce-
nario reduces welfare losses from the elimination of Pohokura. 

Supply Volume (Ngatoro) -0.1% Greater output from an alternate field in the counterfactual sce-
nario reduces welfare losses from the elimination of Pohokura. 
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The welfare losses are sensitive to changes in the above variables. The losses are 
insensitive to the following variables: 

Table 20: Variables for Which the Result is Insensitive 

Supply Volume (Kauhauroa) Supply Volume (Kupe) Price (Maui) 

Methanex Price Step 1 Counterfactual Multiplier 
(World) 

Price (Kaimiro) 

Counterfactual Multiplier 
(Kupe) 

Price (Ngatoro) Price (McKee) 

Counterfactual Multiplier 
(Pohokura) 

Price (Mangahewa) Price (World) 

Price (TAWN) Price (Kauhauroa) Counterfactual Multiplier 
(Kauhauroa) 

Methanex Percent Step 1 Price (Kupe) Methanex Price Step 2 

Price (Rimu) Supply Volume (World) Price (Kapuni) 

Methanex Full Production 
Quantity 

C.4 BEYOND 2004 

The following supply profiles are taken from Appendix F for Maui and Pohokura.   

Table 21: Expected Extraction Profiles for Maui and Pohokura 

Field Estimated 
production 

in 2004 

Estimated 
production 

in 2005 

Estimated 
production 

in 2006 

Estimated 
production 

in 2007 

Estimated 
production 

in 2008 

Estimated 
production 

in 2009 

Maui [ ] [ ] [ ] [ ] [ ] [ ] 

Pohokura [ ] [ ] [ ] [ ] [ ] [ ] 

C.5 SCENARIO TESTING  

The model allows for scenario testing and production of estimates under various 
situations.  Table 22 shows a collection of conceivable scenarios with losses for 
each scenario estimated. 
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Table 22: Scenario Testing 

Description 2004 2005 2006 2007 2008 2009 Total NPV145  

Original Scenario 51.0m 79.2m 27.7m 72.5m 36.5m 34.9m 301.9m 204.1m  

Eliminates Methanex 
from market 

51.0m 79.2m 26.8m 69.6m 36.4m 34.9m 298.0m 201.7m  

Methanex gets cheap 
gas first 

51.0m 102.0m 102.0m 187.0m 136.0m 136.0m 714.0m 451.1m Max 
Loss 

Very Price Sensitive 
(ε=-2)146 

23.1m 29.4m 16.5m 35.7m 21.9m 21.5m 148.0m 97.9m Min 
Loss 

Price Sensitive (ε=-
1) 

39.8m 46.0m 20.2m 47.9m 26.8m 26.0m 206.7m 139.5m  

Price Insensitive (ε=-
0.25) 

51.0m 101.9m 42.7m 110.7m 56.1m 52.8m 415.2m 275.4m  

Generator demand 
grows 7% pa from 
current levels (103 
PJ) 

51.0m 102.0m 93.1m 180.9m 134.0m 135.9m 697.0m 440.1m  

Initial Position of 
demand curve 
shifted down (Price -
0.5)147 

51.0m 59.1m 17.8m 50.3m 24.5m 23.5m 226.2m 155.8m  

Initial Position of 
demand curve 
shifted up (Price 
+0.5)148 

51.0m 94.0m 41.1m 98.3m 52.3m 50.1m 386.8m 257.1m  

Zero electricity 
generator demand 
growth from 2006 

51.0m 76.5m 22.2m 57.7m 24.5m 21.4m 253.3m 175.4m  

5% electricity 
generator demand 
growth from 2006 

51.0m 82.9m 38.0m 99.0m 63.5m 69.1m 403.7m 263.3m  

                                                 

145  Discounted to 2002 at a rate of 10 per cent. 

146  Default price elasticity of demand is –0.5. 

147  Reduction in demand is simulated by reducing the price at which a given quantity is demanded.  This is 
equivalent to reducing the quantity demanded at a given price. 

148  Demand is increased by raising the price at which a given quantity is demanded.  See footnote 103. 
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Description 2004 2005 2006 2007 2008 2009 Total NPV145  

10% producer 
demand growth from 
2006 

51.0m 88.3m 54.8m 140.7m 106.0m 119.2m 560.0m 354.3m  

Pohokura price 
reduced 50c/GJ 

57.4m 92.0m 40.5m 95.9m 53.5m 51.9m 391.1m 260.5m  

Pohokura price 
increased 50c/GJ 

44.6m 66.5m 15.0m 49.1m 19.5m 17.9m 212.6m 147.8m  

Gas price cap 
reduced 50c 

44.6m 77.3m 27.7m 72.5m 36.5m 34.9m 293.5m 197.4m  

Gas price cap 
increased 50c 

57.4m 79.2m 27.7m 72.5m 36.5m 34.9m 308.3m 209.4m  

Pohokura output 
reduced by 30% 

42.0m 68.7m 25.5m 60.3m 22.4m 21.1m 239.9m 164.6m  

Pohokura output 
increased by 30% 

78.0m 102.0m 34.5m 81.4m 43.4m 42.1m 381.3m 261.2m  

Smoothed run-down 
of Maui supplies 
(remaining supplies 
consumed evenly 
2004-9)  

51.0m 96.1m 27.0m 28.0m 17.0m 17.0m 236.0m 168.4m  

C.6 METHANEX 

Welfare losses from a delay in production from Pohokura are affected by whether 
Methanex and other petrochemicals production continues to consume natural gas 
in New Zealand between 2006 and 2009.  Methanex and other petrochemical 
firms currently consume around 42% of the natural gas produced in New Zealand 
and we assume they will continue to do so in 2004.  Intuitively, the welfare effect 
of reductions in the supply of natural gas is likely to be more severe the greater is 
the demand for gas.  The quantification model confirms this.   

The participation of Methanex and other petrochemical firms in the market 
requires the setting of a reserve price for them.  The market price determined by 
the intersection of supply and aggregate demand for natural gas in the actual and 
counterfactual scenarios then determines their participation.  The demand for gas 
by Methanex and petrochemical firms is modelled as a two-step demand curve.  
They reduce consumption of natural gas to 49PJ per annum, down from 98PJ per 
annum, if the market price for natural gas is between $[ ]/GJ and $[ ]/GJ.  Beyond 
$[ ]/GJ, all petrochemicals production shuts down completely. 
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The contractual position of Methanex requires Methanex to consume most of the 
gas it purchases from the Crown.  However, our base case modelling assumes that 
by 2006, following the Maui gas redetermination process currently underway, 
Methanex (and other petrochemical firms) will have been largely out-competed 
for gas by bidders willing to pay higher prices from increasingly limited 
remaining gas supplies: petrochemical companies including Methanex will hardly 
participate in the market after 2005 under our base case scenario.  We also test for 
welfare losses if Methanex (and other petrochemical firms) operates at full 
production until 2009.   

Figure 17: Methanex in the Market (2006) 
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In Figure 17, Methanex and other petrochemical firms are just consuming in the 
market for gas production (as indicated by the horizontal section added to the 
graph, some of which lies inside the joint marketing supply curve (labelled 
“Supply”)).   

To simulate the effect of Methanex and other petrochemical firms operating at full 
production through to 2009 as natural gas supplies decline, we set their reserve 
price to $10/GJ, which ensures their full participation in the market each year to 
2009.  Though this is unlikely to be representative of the actual willingness of 
these firms to pay for gas, this assumption forces them to consume natural gas 
even when other consumers are willing to pay substantially more.  From the above 
scenario, it is clear that the full surplus derived from Pohokura is lost on delay, 
and a large welfare loss results (see Scenario Testing above). 
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C.7 WATER SHORTAGE 

Gas generation is an alternative to hydro generation in New Zealand.  In 2001, we 
understand that a record amount of gas was extracted from the Maui field to fuel 
gas-fired plants as lake levels fell. 

If Methanex and other petrochemicals companies continues operations at or near 
full capacity, we anticipate substantial shortfalls in required gas supplies.  Without 
sufficient gas supplies for electricity generation, and in the event of lakes falling 
to low levels, New Zealand faces the real possibility of electricity blackouts.  An 
estimate of the considerable welfare losses arising from such an event is outside 
the scope of this report, but the possibility of electricity blackouts underlines the 
value of a timely replacement for the Maui field, and the potential costs of 
production delay from Pohokura. 
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APPENDIX D: CURRENT TARANAKI PETROLEUM 
PERMITS 

Source: Ministry of Economic Development website. 

D.1 TARANAKI BASIN ONSHORE (387XX) 

D.1.1 Petroleum Prospecting and Exploration Permits 

* = permit operator 
  

Permit No. Area Term 

  Participating interests (%) 

19.84 km2 4 years from 01.08.98 (Third Term) PPL 38705

* Todd Taranaki Limited   100.00 

133.6612 km2 5 years from 30.01.01 (Second Term)  PEP 38716

*Marabella Enterprises Ltd  24.80 
Preussag Energie GmbH  24.00 
Swift Energy New Zealand Limited  15.00 
AWE New Zealand Pty Ltd 12.50 
Indo-Pacific Energy (NZ) Limited  7.30 
Euro-Pacific Energy Pty Limited  6.60 
PEP 38716 Limited  5.00 
Springfield Oil and Gas Limited  4.80 

115.55 km2 5 years from 01.12.00 (Second Term) PEP 38718

* Shell Exploration NZ Ltd  50.00 
Swift Energy New Zealand Limited  20.00 
Origin Energy Resources NZ Limited  20.00 
Marabella Enterprises Limited  10.00 

201.4537 km2 5 years from 12.08.01 (Second Term) PEP 38719

* Swift Energy New Zealand Limited  100.00 

PEP 38722 127.656 km2 5 years from 01.05.02 (Second Term) 



Coordinated Marketing of Pohokura Gas - An Economic Analysis Charles 
 River 
20 December 2002 Associates 
 
 

 Final Report - Public Version Page 108 

 

 

 Manti Resources Incorporated  43.7500 
Ultra Oil & Gas Incorporated  21.8750 
* Discovery Geo (Australia) Corporation  12.5000 
MM Cone Incorporated  10.9375 
King Operating Corporation  10.9375  

PEP 38728 198.50 km2 5 years from 17.08.98 (First Term)  

  * Marabella Enterprises Ltd  30.00 
Shell Exploration NZ Limited  30.00 
Origin Energy Resources NZ Limited  15.00 
Preussag Energie GmbH  15.00 
Springfield Oil and Gas Limited  5.00 
Petroleum Resources Ltd  5.00 

475.26 km2 5 years from 06.11.98 (First Term)  PEP 38729

* Petroleum Resources Ltd  75.00 
Origin Energy Resources Limited  25.00  

18.858 km2 5 years from 14.07.99 (First Term)  PEP 38732

 * Westech Energy New Zealand  100.00 

38.86 km2 5 years from 14.07.99 (First Term)  PEP 38734 

* Westech Energy New Zealand  100.00 

29.911 km2 5 years from 14.07.99 (First Term)  PEP 38736

Tap (New Zealand) Pty Ltd  30.00 
Millenium Oil and Gas Limited  25.00 
Claire Energy Pty Limited  25.00 
* Indo-Pacific Energy (NZ) Limited  20.00 

1099.59 km2 5 years from 15.01.00 (First Term)  PEP 38737

Shell (Petroleum Mining) Company Ltd  50.00 
Todd Petroleum Mining Company Ltd  50.00 
* Shell Todd Oil Services Ltd  0.00 

123.2528 km2 5 years from 15.01.00 (First Term)  PEP 38738

* Marabella Enterprises Ltd  95.00 
Springfield Oil and Gas Limited  5.00 
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1381.75 km2 5 years from 03.08.01 (First Term) PEP 38739

* Greymouth Energy Limited  50.00 
Greymouth Petroleum Ltd  50.00 

12.604 km2 5 years from 24.05.02 (First Term) PEP 38741

* Indo-Pacific Energy (NZ) Limited  50.00 
Tap (New Zealand) Pty Ltd  50.00 

68.00 km2 5 years from 19.07.02 (First Term) PEP 38742

Aspect Resources LLC  90.00 
* Geosphere Exploration Limited  10.00 

40.337 km2 5 years from 8.08.02 (First Term) PEP 38743

* Discovery Geo (Australia) Corporation  62.50 
Manti Resources Incorporated  25.00 
MM Cone Incorporated  12.50 

101.457 km2 5 years from 8.08.02 (First Term) PEP 38744

Preussag Energie GmbH  50.00 
* Origin Energy Resources (NZ) Limited  50.00 

50.498 km2 5 years from 8.08.02 (First Term) PEP 38745

* Bridge Petroleum Limited  100.00 

79.373 km2 5 years from 8.08.02 (First Term) PEP 38746

* Indo-Pacific Energy (NZ) Limited  25.00 
Tap (New Zealand) Pty Ltd  25.00 
AWE New Zealand Pty Ltd  25.00 
Magellan Petroleum (New Zealand) Limited  25.00 

26.959 km2 5 years from 8.08.02 (First Term) PEP 38747

* Greymouth Petroleum Holdings Company  100.00 

PEP 38748 30.302 km2 5 years from 8.08.02 (First Term) 
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 * Indo-Pacific Energy (NZ) Limited  37.50 
Tap (New Zealand) Pty Ltd  37.50 
Magellan Petroleum (New Zealand) Limited  25.00 

198.308 km2 5 years from 8.08.02 (First Term) PEP 38749

Aspect Resources LLC  90.00 
* Geosphere Exploration Limited  10.00 

154.511 km2 5 years from 8.08.02 (First Term) PEP 38750

Aspect Resources LLC  90.00 
* Geosphere Exploration Limited  10.00 

66.052 km2 5 years from 8.08.02 (First Term) PEP 38751

* Bridge Petroleum Limited  100.00 

22.457 km2 5 years from 8.08.02 (First Term) PEP 38752

* Bridge Petroleum Limited  100.00 

110.103 km2 5 years from 8.08.02 (First Term) PEP 38753

* Indo-Pacific Energy (NZ) Limited  50.00 
Tap (New Zealand) Pty Ltd  25.00 
Magellan Petroleum (New Zealand) Limited  25.00 

64.211 km2 5 years from 8.08.02 (First Term) PEP 38754

* Petroleum Resources Limited  100.00  

118.573 km2 5 years from 8.08.02 (First Term) PEP 38755

* Petroleum Resources Limited  100.00  

32.914 km2 5 years from 8.08.02 (First Term) PEP 38756

* Swift Energy New Zealand Limited  100.00 

29.447 km2 5 years from 8.08.02 (First Term) PEP 38757

* Re-Source Exploration Limited  100.00 
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99.317 km2 5 years from 8.08.02 (First Term) PEP 38758

* Re-Source Exploration Limited  100.00 

82.546 km2 5 years from 8.08.02 (First Term) PEP 38759

* Swift Energy New Zealand Limited  100.00 

160.101 km2 5 years from 8.08.02 (First Term) PEP 38760

* Todd Petroleum Mining Company Limited  100.00 

http://www.med.govt.nz/crown_minerals/petroleum/permits/current.html - 
top 
 

D.2 TARANAKI BASIN OFFSHORE (384XX) 

D.2.1 Petroleum Prospecting and Exploration Permits 

* = permit operator 

Permit No. Area Term 

  Participating interests (%) 

PEP 38413 1336.14 km2 5 years from 01.01.98 (Second Term) 

  OMV New Zealand Limited  49.00  
OMV Petroleum Pty Ltd  30.00  
Todd Petroleum Mining Company Ltd  21.00 
* Shell Todd Oil Services Ltd  0.00 

PEP 38459 394.43 km2 5 years from 01.12.00 (Second Term) 

  Preussag Energie GmbH  35.8618 
Shell Exploration NZ Ltd  29.6673 
Shell (Petroleum Mining) Company  18.3330 
Todd Petroleum Mining Company Ltd  16.1379 
*Shell Todd Oil Services Limited  0.0000 

PEP 38460 2816.46 km2 5 years from 23.09.96 (Second Term)  

  * Stewart Petroleum Company Ltd  40.00 
WM Petroleum Limited  40.00 
AWE New Zealand Pty Ltd  20.00 
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PEP 38464 106.651 km2 5 years from 28.11.97 (First Term) 

  Greymouth Energy Limited  50.00 
* Greymouth Petroleum Ltd  26.00 
Re-source Exploration Limited  22.00 
Ngati Te Whiti Hapu Society Inc  2.00 

PEP 38471 267.06 km2 5 years from 25.01.01 (First Term) 

  Manti Resources Incorporated  43.750 
Ultra Oil & Gas Inc  21.8750 
* Discovery Geo (Australia) Corporation  12.5000 
MM Cone Incorporated  10.9375 
King Operating Corporation  10.9375 

PEP 38472 5098.103 km2 5 years from 13.02.01 (First Term) 

  * OMV Petroleum Pty Ltd  50.00 
Stewart Petroleum Company Ltd  50.00 

PEP 38478 361.18 km2 5 years from 31.08.02 (First Term) 

  * Petroleum Resources Ltd  50.00 
Origin Energy Resources NZ Limited  50.00 

PEP 38479 1527.96 km2 5 years from 24.09.02 (First Term) 

  *Discovery Geo (Australia) Corporation  100.00 

PEP 38480 314.690 km2 5 years from 8.08.02 (First Term) 

  *Indo-Pacific Energy (NZ) Ltd  100.00 

PEP 38481 2150.852 km2 5 years from 8.08.02 (First Term) 

  Shell Exploration NZ Limited  60.00 
OMV Australia Pty Limited  25.00 
Todd Petroleum Mining Company Limited  15.00 
* Shell Todd Oil Services  0.00 

PEP 38482 2132.607 km2 5 years from 8.08.02 (First Term) 

  Shell Exploration NZ Limited  60.00 
OMV Australia Pty Limited  25.00 
Todd Petroleum Mining Company Limited  15.00 
* Shell Todd Oil Services  0.00 
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D.2.2 Taranaki Basin Mining Licences and Permits 

* = permit operator 

Permit No. Area Term 

  Participating interests (%) 

27.42 km2 20 years from 11.11.83 (McKee)  PML 38086 

* Todd Taranaki Limited  100.00 

47.95 km2 30 years from 04.04.84 (Kaimiro)  PML 38091 

* Greymouth Petroleum Acquisition Company Ltd  100.00 

14.9 km2 29 years from 21.07.87 (Tariki)  PML 38138 

* Southern Petroleum (New Zealand) Exploration Ltd  96.76 
Swift Energy New Zealand Limited  3.24  

15.10 km2 29 years from 21.07.87 (Ahuroa)  PML 38139 

* Southern Petroleum (New Zealand) Exploration Ltd  96.76 
Swift Energy New Zealand Limited  3.24 

22.86 km2  29 years from 21.07.87 (Waihapa)  PML 38140 

* Southern Petroleum (New Zealand) Exploration Ltd  96.76 
Swift Energy New Zealand Limited  3.24 

46.7 km2 24 years & 3 months from 20.03.92 (Ngaere)  PML 38141 

* Southern Petroleum (New Zealand) Exploration Ltd  96.76 
Swift Energy New Zealand Limited  3.24  

PML 38146 256.52 km2 29 years & 8.4 months from 01.02.92 (Kupe)  
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 Kupe Mining (No. 2) Ltd  32.1875 
Fletcher Challenge Kupe Holdings Ltd  20.0000 
Kupe Mining (No. 1) Ltd  17.8125 
National Petroleum Ltd  12.7500 
Minister of Energy  11.0000 
Delta Petroleum Ltd  2.5000 
Nephrite Enterprises Ltd  2.5000 
Petroleum Equities Ltd  1.2500 
* Energy Exploration NZ Ltd  0.0000  

38.212 km2 14 years from 23.12.96 (Ngatoro)  PMP 38148 

Greymouth Petroleum Acquisition Company Ltd   29.78465 
Southern Petroleum (Ohanga) Ltd  29.78465 
* Petroleum Resources Ltd  20.43070 
Australia & New Zealand Petroleum Ltd  15.00000 
Ngatoro Energy Limited  5.00000  

44.36 km2 18 years from 01.05.01 (Mangahewa) PMP 38150 

* Todd Taranaki Limited  100.00 

22.374 km2 30 years from 30.01.02 (Rimu) PMP 38151 

* Swift Energy New Zealand Limited  100.00 

218.98 km2 42 years from 01.01.70 (Kapuni)  PML 38839 

Shell (Petroleum Mining) Co Ltd  50.00 
Todd Petroleum Mining Co Ltd  50.00 
* Shell Todd Oil Services Ltd  0.00  

784.00 km2 42 years from 28.06.73 (Maui)  PML 381012 

Shell Exploration NZ Ltd  38.75 
Energy Petroleum Investments Ltd  20.00 
Shell (Petroleum Mining) Company Ltd  18.75 
OMV New Zealand Limited  10.00 
Todd Petroleum Mining Company Ltd  6.25 
Taranaki Offshore Petroleum Company of NZ  6.25 
* Shell Todd Oil Services Ltd  0.00 
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APPENDIX E: DERIVATION OF EFFECTIVE GAS PRICE 
CAP 

As noted in section 3.2 of this report, the most obvious substitute for gas as an 
input into future electricity generation in New Zealand is coal.  Accordingly, the 
price of gas will be constrained by the price of coal. 

In its modelling, the Ministry of Economic Development assumes that coal prices 
will rise “from around NZ$2.66/GJ in 1998 to NZ$3/GJ in 2010 before 
stabilising”.149  However, it is important to note that: 

• The costs of producing electricity from a coal-fired plant are significantly 
greater than the costs of a gas-fired plant; 

• The thermal efficiency of coal is lower than gas (in other words, a greater 
number of GJs of coal are needed to produce one unit of electricity); and 

• The environmental externalities of burning coal are worse than those for 
gas, potentially meaning higher emission charges under any climate change 
policy response. 

Accordingly, we would expect an electricity generator to be willing to pay more 
for a unit of gas than for a unit of coal. 

We set out below the results of a simple model that estimates the long run 
marginal cost (LRMC) of generating electricity from a coal-fired plant and a gas-
fired plant.150  The data source for the cost figures is a recent report by East 
Harbour Management Services Ltd for the Ministry of Economic Development.151  
[ ]152 

Note that these calculations do not include an emission charge for either type of 
plant.  Because coal has greater externalities, the emission charge for it is likely to 
be higher, which would therefore increase the differential between a generator’s 
willingness to pay for gas and coal. 

                                                 

149  Ministry of Economic Development (2002) Energy Data File, 12. 

150  We have assumed a 400MW conventional pulverised coal plant with flue gas desulphurisation, and LRMC is 
calculated on a normalised capacity. 

151  East Harbour Management Services Ltd (2002) “Costs of Fossil Fuel Generating Plant”, Report to the 
Ministry of Economic Development. 

152  This calculation is for a firm considering the decision to build a new plant.  The willingness to pay for gas of 
an existing CCGT owner may be higher, because of sunk costs.  This also makes our calculation of welfare 
losses conservative.  
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Figure 18: LRMC of Generating Electricity from Coal and Gas 

[ ] 
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APPENDIX F: FUTURE GAS SUPPLIES IN NEW ZEALAND 

Note that there is still considerable uncertainty around the expected annual production from Pohokura. 

Table 23: Expected Extraction Profiles from Currently Discovered Fields 

Field Maui Kapuni Manga-
hewa 

McKee TAWN Kaimiro Ngatoro Poho-
kura 

Kupe Rimu Kau-
hauroa 

Equity Interest 
percentage 

Shell: 
83.75 
Todd: 
6.25 

Unknown
: 10 

Shell:  50
Todd: 50 

Todd: 
100 

Todd: 
100 

Swift: 
96.76 
Bligh: 
3.24 

Greymouth 
100 

Greymouth 
: 60 

NZOG: 
35 

NEL: 5 

Shell: 48
Preussag: 
35.8618 
Todd: 

16.1379 
 

Min of 
Energy: 

11 
NZOG: 

19 
Genesis: 

70 

Swift: 95
Marabella

: 5 
 

Westech: 
100 

Operator STOS STOS STOS STOS Swift Unknown NZOG STOS Unknown Unknown Unknown 

Production in 
2000153 

184.64  23.22  0 8.51  10.1  0.52  1.44  0 0 0 0 

Estimated 
production, 2003 

[ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] 

                                                 
153  The gas production figures for 2000 were taken from the Energy Data File July 2001 and relate to “Net Gas Production”. 
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Field Maui Kapuni Manga-
hewa 

McKee TAWN Kaimiro Ngatoro Poho-
kura 

Kupe Rimu Kau-
hauroa 

Estimated 
production, 2004 

[ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] 

Estimated 
production, 2005 

[ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] 

Estimated 
production, 2006 

[ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] 

Estimated 
production, 2007 

[ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] 

Estimated 
production, 2008 

[ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] 

Estimated 
production, 2009 

[ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] 

Estimated 
production, 
2010154 

[ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ]155 [ ]156 

                                                 
154  The Commerce Commission stated that TAWN, Mangahewa and McKee would be between them producing 10 PJ p.a. post 2009.  However, this does not fit with the Commission’s view that both TAWN and McKee 

would be depleted by 2010.   

155  The Commerce Commission considered that 10 PJ production p.a. was possible from Rimu and Kauhauroa post 2009. 

156  The Commerce Commission considered that 10 PJ production p.a. was possible from Rimu and Kauhauroa post 2009. 
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Field Maui Kapuni Manga-
hewa 

McKee TAWN Kaimiro Ngatoro Poho-
kura 

Kupe Rimu Kau-
hauroa 

Estimated 
production, 2015 

[ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] 

Estimated 
production, 2020 

[ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ] 

Estimated 2P 
reserves157 
As at 1/1/2001 

[ ] [ ] [ ] [ ] [ ] [ ] [ ] [ ]158 [ ] [ ] [ ] 

 

 

 

 

                                                 
157  The 2P figures were taken from the Energy Data File July 2001 and are as at 1 January 2001 (net production). 

158  This was the figure noted in Decision No.408 which FCE stated as Pohokura’s current booked reserves (presumably at September 2000). 


	To Attach.pdf
	EXECUTIVE SUMMARY  
	INTRODUCTION 
	THE GAS SECTOR 
	THE ANALYSIS IN DECISION 505 
	POST-AUTHORISATION DEVELOPMENTS 
	THE COMMISSION’S REVISED DRAFT DETERMINATION 
	GROUNDS FOR RECONSIDERATION OF AN AUTHORISATION 
	JURISDICTION UNDER SECTION 65 
	Introduction 
	Change of Circumstances? 
	Change in Circumstances that is “Material”? 
	False or Misleading? 
	In a Material Particular? 
	Conclusion on Jurisdiction 
	EXERCISE OF THE COMMISSION’S DISCRETION 
	Discretion of the Commission 
	The Commission’s Approach to the Exercise of its Discretion 
	Conclusion on the Exercise of Discretion 

	SHOULD A FURTHER AUTHORISATION IN SUBSTITUTION BE GRANTED 
	ANALYSIS OF BENEFITS AND DETRIMENTS OF REVOKING THE AUTHORISATION GRANTED IN DECISION 505 
	The Factual and the Counterfactual 
	Market Definition 
	Competition 
	Weighing Benefits and Detriments 
	Introduction 
	Summary of Major Assumptions Used in the Analysis 
	Benefits  
	Allocative Efficiency 
	Productive Efficiency 
	Dynamic Efficiency 
	Detriments 
	Balance of the Benefits and Detriments 


	OTHER MATTERS TO WHICH THE COMMISSION HAS HAD REGARD 
	CONCLUSIONS LEADING TO THE DETERMINATION 
	DETERMINATION  





