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	UK – ScottishPower refocuses on energy

ScottishPower grew rapidly from the former South of Scotland Electricity Board into a global energy company that presently includes MANWEB, PacifiCorp in the US and formerly included Powercor in Australia and Southern Water in the UK.

The acquisition of Southern Water marked a two-fold leap in strategy that penetrated both a new functional market (water) and a new geographical market (the South of England). This two-fold leap in strategy was a huge step beyond one-dimensional acquisitions such as ScottishPower’s acquisition of MANWEB (functional penetration) or North West Water’s acquisition of NORWEB to form United Utilities plc (geographical penetration).

Southern Water’s operations were vastly improved under ScottishPower’s leadership, however increasing regulatory pressure and the Windfall Tax made the water industry increasingly unattractive. It is concluded that the sale of Southern Water to First Aqua was prompted by investment criteria rather than any difficulties implicit with a two-fold leap in strategy.
NZ – the future of Auckland’s water

The water industry configuration in Auckland includes a bulk transmission and supply entity as well as six distribution entities hence there is scope for vertical amalgamation as well as horizontal.
The six councils within the greater Auckland region that each own a distribution entity and jointly own the transmission entity undertook a study to examine options for improving the efficiency of water delivery. The study
	included many options that ranged from minor enhancements through to substantial structural changes (with the associated gain in efficiencies).

The recommended option was for the “Modified Status Quo” which will involve the following steps….

· Better coordination and planning between separate entities.

· Stronger governance with the formation of business units or council-owned companies.

· Establishing a Commissioner to provide support to councils in their joint role as owner and regulator.

· Agreement to scrutinise all water operations.

These measures could be expected to generate cost savings of 4% to 5% per year, but fall well short of the 10% to 20% savings possible from options embodying full vertical integration. The reasons why such potential cost savings might be rejected reaches into areas beyond the scope of Pipes & Wires.
Finance – depreciation of long-life assets

Measures introduced into Australia on 21 September 1999 abolished accelerated depreciation for assets acquired or constructed after this date, and instead required assets to be depreciated against their effective lives. Accelerated depreciation allows a higher depreciation rate to be used by way of a 20% loading so the full cost of plant can be claimed well before the end of its effective life which could be 40 or 50 years for assets such as gas pipelines.

The Australian Tax Office (ATO) argued that abolishing accelerated depreciation removes tax-induced distortion of investment, and would provide a broader tax base that would then allow a lower corporate tax rate (the Ralph Review). In a move opposed by Treasury and the
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	ATO, the May budget announced effective lives of 20 years and 15 years for on-shore and off-shore pipelines respectively.

The gas pipeline industry has argued that these reductions in effective lives will only provide a tax benefit to the industry of A$180m, and that about A$9b of pipeline investments is on hold because the low depreciation rates make Australia a less favourable global investment destination.

NZ – price control at Auckland Airport

The Commerce Commission’s draft report on price control at Auckland International Airport Ltd (AIAL) that was discussed in Issue 5 has now been finalised by a 3 to 2 majority and includes a recommendation to the Governor General that AIAL be subjected to price control.

The Commission’s view is that AIAL is deriving about $4m per year from its monopoly position ie. in a competitive market AIAL’s revenue would be about $4m lower. A key feature in forming this view is the Commission’s belief that AIAL’s asset valuation should be reduced by about $120m by inter alia excluding from the valuation base various pieces of land designated for a second runway in 2006 and valuing some associated civil works at depreciated historical cost rather than at ODRC.
AIAL are disputing the findings on the basis that the land occupied by existing facilities should be valued at what a new entrant airport operator might pay rather than an alternative use (most probably light industry or commercial), and that the land acquired for the second runway is definitely not surplus to reasonable requirement.
	Aus – AEP sells CitiPower
AEP recently announced the sale of CitiPower to CKI and Hong Kong Electric for A$1.55b in a deal that saw the immediate on-sale of the electricity and gas supply businesses to Origin Energy for A$137m. Unsuccessful bidders are thought to include TXU, Singapore Power and United Energy.

This sale marks the successful conclusion of three deals between CKI and Origin, and also marks AEP’s withdrawal from Australia and the UK in an effort to reduce debt.

CKI expects to realise further economies of scale and scope as it adds the CitiPower network customers to its existing 1,324,000 network customers in western Victoria and SA and its 18.4% stake in Envestra.
Meanwhile Origin takes on a further 264,000 customers including 160,000 dual-fuel customers giving it a 37% share of the Victorian energy market, and a 20% share of the national energy market.
UK – mitigating regulatory risk (Part 1)
Regulatory regimes that waver between uncertain and unfavorable are probably one of the key risks faced by utilities today. In particular, the continual allocation of finite efficiency gains to customers over successive regulatory periods erodes shareholder value. This two-part article examines the multi-utility strategy implemented by United Utilities plc which contained strong regulatory mitigation features.
North West Water’s (NWW) £1.6b
	acquisition of NORWEB in 1996 involved a strong geographical penetration strategy, but buried within it was also a strong emphasis on mitigating regulatory risk. Risk mitigation was based around 4 key elements….

· Obtain regulatory agreement for the shareholders to retain all of the amalgamation synergies for the 5 year regulatory control period.
· Obtain a larger customer base to which less regulated services could be marketed.

· Achieve additional scale for the back-office service and asset management functions.
· Maintaining the number of regulatory comparators, which is now a consideration with electricity mergers (refer Issue #8, page 2).

In addition the amalgamation also created many process synergies, allowed the transfer of best practice from both businesses, created an improved tax position and positioned the unregulated business unit Vertex for future growth.
Part 2 of this article will examine United Utilities present position now that further efficiency gains must be shared with customers and the sale of NORWEB Energi to TXU has reduced the ability to market unregulated products to network customers.
NZ – a new model for Wellington’s urban rail
The Wellington Regional Council (WRC) recently entered into a Heads Of Agreement with Stagecoach as its preferred joint venture partner to offer to purchase the Wellington urban passenger rail fleet from Tranz Rail.

Whilst there are still many issues to be worked through, including Tranz Rail’s willingness to sell, this proposal represents new boundaries for the NZ urban transport industry….


	· There is the Public-Private Partnership (PPP) arrangement which sees a policy maker becoming involved in service delivery (which might not be a bad thing).

· There is the need to develop a rail operating model that will allow third parties to operate trains on Tranz Rail’s tracks (this is inevitable given Tranz Rail’s desire to exit the passenger rail business). This has been partly developed with Tranz Scenic 2001 that is 50% owned by Tranz Rail.
· It may allow bundling of bus and rail services into integrated urban transport solutions as Stagecoach also owns the Wellington buses.

· It draws a line in the sand for competition issues as Stagecoach has obtained Commerce Commission clearance to operate in both sectors of the Wellington urban passenger transport market.

UK – more reshuffling in the power industry

Continued pressure on US utilities has resulted in two more UK distribution companies being offered for sale….
· Mirant decided to sell its 49% stake in Western Power, for which co-owner PP&L had the first right of refusal. PP&L subsequently acquired this stake for US$235m in early September 2002.

· Aquila and First Energy have sought expressions of interest for their respective 79.9% and 20.1% stakes in Midlands Electricity’s holding company Avon Energy Partners.

Certainly Midlands provides a prime opportunity for any of the five neighboring distributors, as
	well as other interested parties. Acquisition by any of the other distribution companies will, however, invoke a £32m reduction in regulated revenue over 5 years to off-set the reduction of comparators (refer back to Issue #8).
To receive a summary of recent distribution business sale prices pick here.
Aus – the end of an Epic battle
Previous issues have discussed Epic Energy’s challenge to OFFGAR’s draft determination of tariffs for the Dampier to Bunbury Natural Gas Pipeline. The sale of the DBNGP was based on a tariff of A$1 per GJ to Perth and A$1.08 per GJ to Bunbury, however the Regulator sought to reduce these tariffs by approximately 25%.
The Supreme Court of Western Australia recently ruled in favour of Epic, citing errors of law and requiring the Regulator to reconsider his decision. A key element of this ruling is that regulators must consider the legitimate business interests and individual circumstances of the pipeline owner rather than relying on economic theory.
While the Regulator still has to re-determine Epic’s proposed tariffs in accordance with the law, this ruling represents a huge step forward for the industry.
NZ – Vector acquires United Networks Ltd

Aquila’s decision to exit United Networks has provided Vector with the long-awaited opportunity to acquire the North and West Auckland electricity networks. Even one better than that, Vector has also acquired the Auckland gas network and the Wellington
	electricity networks. Vector was the successful bidder for Utilicorp (NZ) Ltd’s 70.2% stake in United Networks and has committed to making a takeover offer for the remaining shares at $9.90 per share once the statutory notice period expires. This offer values United Networks at $1.5b.

The final arrangement will see the Thames Valley and Tauranga electricity networks and the non-Auckland gas networks on-sold to Powerco for a total of $810m, and the Rotorua and Taupo electricity networks on-sold to Hawkes Bay Network for $195m. Most of these transactions are still subject to shareholder, statutory and bank approval.

These transactions will clearly re-shape the NZ electricity industry as Vector becomes the largest electricity network owner, Powerco becomes the 2nd largest electricity network owner, and Hawkes Bay Network becomes the 4th largest electricity network owner.
Aus – gas under pressure
The Essential Services Commission (ESC) has released its 469 page Final Decision on the review of Access Arrangements to the gas distribution networks in Victoria, and also to Envestra’s Albury network. In preparing its Final Decision, the ESC has considered inter alia the Epic Energy court decision in detail (qv).
This final decision has disallowed the distributors proposed revisions to the Draft Decision in many areas, but especially so in the areas of Return On Assets and OpEx. While the revenue approved by the ESC in the Final Decision for each distributor is greater than that proposed in the Draft Decision, Envestra will be required to substantially reduce its prices in Victoria (9.9%).  Prices for MultiNet, Envestra's Albury network and TXU will reduce by 2%.  Each distributor now has one month to align its access requirements to the Final Decision.
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