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“Prices have gone up again!” is a common reaction when we receive our gas and electricity bills. One 
way for consumers to take advantage of rising utility prices is to invest in the companies that operate 
along the energy supply chain.  While some of these companies, such as AGL Energy and Origin 
Energy, are household names and listed on the Australian Securities Exchange (ASX), many others such 
as ElectraNet, Snowy Hydro and Jemena are unlisted and as a result out of reach for retail investors. 
However, they are not out of reach for institutional investors.   
 
Investors should not simply invest in any company involved in “selling” energy thinking that these 
companies must be generating “excessive” profits because this may not be the case. In this article, I’ll 
highlight some of the key risks in investing in the utilities sector and also why we find the sector attractive 
for our credit portfolios particularly against a backdrop of volatile financial markets.  
 
Why are utilities prices rising? 
To understand why 
utilities prices are 
rising, take a look at 
the electricity supply 
chain.  While power is 
instantaneously 
available when we 
switch on the lights, in 
reality, a series of 
sequential events must 
take place for 
electricity to be 
delivered to our homes 
(see Figure 1). 

Figure 1: Electricity supply chain 

 
Source: Australian Energy Market Operator (AEMO) 

Figure 2: Components of residential electricity bills 

Source: Australian Energy Regulator (AER) State of Energy Markets 
2011 

Consequently, our utilities bill is not just 
a function of the direct energy costs we 
consume but also includes capital and 
operating costs associated with 
constructing, maintaining and replacing 
the energy supply chain that transport 
electricity and gas. These network costs 
are the primary driver behind price 
increases rather than carbon costs. 
Carbon or “green” costs make up only 
between 4-8% of our electricity bill1. The 
introduction of the carbon pricing 
scheme from 1 July 2012 is expected to 
increase the household electricity bill by 
an average $3.30 a week2.  Refer 
Figure 2 

 
                                                      
1 Source: AER State of Energy Market 2011 
2 www.cleanenergyfuture.gov.au 
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Why are network costs rising?  
Asset replacement is a key reason.  Thousands of substations, transformers and kilometres of poles, 
wires and pipelines are approaching the end of their useful lives - some have been around since before 
Neil Armstrong landed on the moon in 1969!  Other factors include stricter compliance and reliability 
standards (such as new safety regulations in Victoria after the 2009 bushfires), growth in peak energy 
demand (rising use of air conditioning), new connections to cope with population growth, government 
policies (such as renewable energy targets) and higher debt costs post the Global Financial Crisis.  
According to the Australian Energy Regulator (AER), investment in transmission and distribution 
networks could reach A$45 billion in the current five year regulatory period3 which means the sector 
requires significant funding from investors, both equity and debt.  In summary, our utility bills are likely to 
continue to rise in excess of inflation due to investments in energy networks (see Figure 3) which 
presents investment opportunities for the savvy investor, but not without risks.  
 

Figure 3: Estimated electricity price increases for a typical household 

 
Source: Australian Energy Regulator (AER) State of Energy Markets 2011 

 
What are the key risks in the utility sector? 
The energy supply chain can be broadly split into three sections: power generation, transmission and 
distribution, and retailing.   
 
Firstly, it is important for investors to understand that the business risk profiles are very different for each 
section of the energy supply chain.  Differences in business risks could be due to the operating assets 
(i.e. the risks with running a coal-fired power station are very different to gas pipelines); level of 
competition (i.e. energy retailing is highly competitive whereas transmission and distribution or network 
companies are natural monopolies that enjoy significant barriers to entry); and regulatory environment.  
Regulators allow network companies to charge higher tariffs annually to adjust for inflation  and also for 
the capital costs required to build new infrastructure.  Consequently, network companies generate 
inherently more stable and predictable inflation-linked revenues than companies operating in other 
sections of the energy supply chain.  Figure 4 shows examples of Australian companies in the energy 
supply chain.  
 

Figure 4: Examples of companies operating along the energy supply chain 

 
 
Secondly, investors need to recognise that even if two companies have the same business 
characteristics their financial profiles are unlikely to be an exact match due to differences in dividend 
policies, target gearing, capital management and funding strategies.  A company’s financial profile can be 
a tipping point of whether to invest in equity, subordinated debt or senior debt or not at all.  To illustrate, 
while network companies have strong business profiles by virtue of their natural monopolies, they are 
highly geared where leverage to asset base ratio in excess of 70% is not uncommon.  A leveraged 

                                                      
3 Australian Energy Regulator (AER) State of Energy Markets 2011 
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balance sheet coupled with high levels of capital spending can be a dangerous mix as it elevates 
refinancing risk and consequently, default risk.  
 
Thirdly, even if an investor is ‘comfortable’ with a company’s risk profile there’s also the decision of 
whether to invest as a shareholder or bondholder.  AGL and Origin have issued subordinated debt listed 
on the ASX which is available to retail investors.  Importantly, investors should develop a discipline of 
reading the fine print since some subordinated debt can be more “equity-like” than “debt-like”. 
Consequently, investors need to ask themselves whether or not they are being sufficiently rewarded for 
taking on equity-like risk for a fixed income instrument?  
 
In today’s volatile financial environment where capital preservation is a key investment objective, 
investments in the regulated Australian utilities sector providing defensive yield and stable capital return 
characteristics are a natural fit for Schroders’ fixed income and credit portfolios.  Our credit stock 
selection framework involves an in-depth analysis of not only a company’s business and financial risk 
profiles but also a critical assessment of management’s philosophy and track record, company’s 
ownership structures as well as the fine print of the debt instruments.  The Schroder Credit Securities 
Fund and the Schroder Fixed Income Fund currently have exposure to senior debt securities in Origin 
Energy, Snowy Hydro, SP Ausnet, SPIAA, ElectraNet, ETSA and Powercor.  
 
Conclusion  
Beyond the ASX-listed utility companies such as AGL and Origin there is an array of unlisted utility 
investments providing opportunities across the capital structure to institutional investors from equity to 
senior unsecured debt.  As energy consumers we don’t (and can’t) differentiate between a gas molecule 
or an electricity particle.  However as astute investors we need to be aware that companies along the 
supply chain can have very different risk profiles even if they sell an indistinguishable product.  As 
investors, it pays to do our homework!   
 

 

 

Disclaimer 

Opinions, estimates and projections in this article constitute the current judgement of the author as of the date of this 
article.  They do not necessarily reflect the opinions of Schroder Investment Management Australia Limited, ABN 22 000 
443 274, AFS Licence 226473 ("Schroders") or any member of the Schroders Group and are subject to change without 
notice.  In preparing this document, we have relied upon and assumed, without independent verification, the accuracy and 
completeness of all information available from public sources or which was otherwise reviewed by us.  Schroders does not 
give any warranty as to the accuracy, reliability or completeness of information which is contained in this article. Except 
insofar as liability under any statute cannot be excluded, Schroders and its directors, employees, consultants or any 
company in the Schroders Group do not accept any liability (whether arising in contract, in tort or negligence or otherwise) 
for any error or omission in this article or for any resulting loss or damage (whether direct, indirect, consequential or 
otherwise) suffered by the recipient of this article or any other person.  This document does not contain, and should not be 
relied on as containing any investment, accounting, legal or tax advice.   


