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	UK – mitigating regulatory risk (Part 2)

United Utilities strategy is still based on growing unregulated revenues (ie. the management business) and on extracting further efficiency gains from the regulated businesses (ie. the ownership business). 
For sure, the efficiency gains available from the regulated businesses must eventually be exhausted, but for the present United Utilities is on track to reduce costs by £480m over 5 years, which will provide shareholders with £80m over and above the regulatory control.
However United Utilities main source of earnings growth is now coming from 3 unregulated business streams….
· Contract Solutions provides asset management services and metering and connection services to other utilities, and has doubled its turnover in the last year.
· Vertex now has £1.4b of forward orders in the customer management functions area, and derives less than 25% of its revenue from United Utilities.
· Your Communications provides integrated fixed and mobile voice and data solutions.
What has set United Utilities apart from many other utilities is the emphasis on capturing unregulated business whether this is through appropriate restructuring of legacy functions or through acquisition of regulated businesses.
Finance – securitising high performing assets
Previous articles have touched on securitised assets such the Australian Pipeline Trust and Glas Cymru. This article discusses the securitisation process in more detail.
	Essentially securitisation sells a high performing asset into a ring fenced entity such as a trust or similar legal entity. Securities such as bonds or commercial paper in this entity are then sold to the capital markets, the repayment of which is supported by the operating cashflows of the securitised asset. This assists companies in achieving the following objectives…
· It can move the securitised asset off the balance sheet of the selling entity, which can assist accounting or regulatory requirements.
· The sale of the asset into the ring fenced entity releases cash back to the original asset owner.

· It transfers credit risk away from the original asset owner.

Typical candidates for securitisation are high quality assets with predictable cashflows such as utilities and infrastructure that can be structured into highly rated assets. For more information on securitisation pick here.

UK – Powergen acquires TXU Europe
Depressed wholesale electricity prices in the UK prompted TXU to sell its UK business which comprised 2,900 MW of generation and 5.3m electricity and gas customers. Eon subsidiary Powergen purchased the business for £1.37b in cash and assumed £250m of debt after S&SE unsuccessfully ended negotiations with TXU. This acquisition consolidates Powergen’s position in the electricity & gas supply industry with 8.4m customers.

Prior to the acquisition, Powergen was short on customers, exposing it to the depressed wholesale price. The additional customers almost match Powergen’s previous capacity, with the acquired capacity slightly lessening this gain.
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	This acquisition boosts Powergen’s share of the electricity supply market to about 26%. Further information on the UK supply market can be obtained by picking here.
UK – investment in the face of regulation
Recent articles have discussed the impact of ill-conceived price control on investment, in particular in the Australian gas transmission industry. This article continues that theme by examining the price caps proposed for BAA plc in the particular context of the £3.7b Terminal 5 project at Heathrow.

BAA owns and operates 7 airports including the 3 London airports. Landing charges at Heathrow, Gatwick, Stansted and Manchester are regulated by the Civil Aviation Authority (CAA) by way of an RPI – X regime. This regime is applied both individually and collectively to Heathrow, Gatwick and Stansted.
The current regulatory control period commenced on 1 April 2002 during which the T5 construction project will be completed. This is obviously a very substantial investment that would require landing charges to increase but precisely how this will be done by way of price caps that will lead to a long-run average WACC return on assets is going to be a complex process.
Back in 1996, the CAA proposed a series of price caps to which BAA responded with two alternative price cap series. All 3 of these price caps would result in an average return of 7.5% over the period ending 31 March 2007.
Putting aside all the numerical complexities of these price caps for the moment, it is pleasing to note the CAA’s recognition that regulation must encourage prudent investment for the long-term benefit of customers.
	A year on from Enron

The Enron collapse has fundamentally re-shaped the global energy sector, with perhaps the most visible effects being the additional stimulus of the Fourth Wave of global investment as several major US utilities withdrew from the UK and NZ (for more information on these waves pick here). Other major effects to date have been…
· A change in the amount of debt that rating agencies view as healthy. This has led to heavily-levered acquisitions being on-sold as utilities seek to strengthen their balance sheets.
· Increasing scrutiny of corporate structures by regulators, particularly in regard to the use of “off balance sheet” entities.
· Renewed interest in the stable, predictable earnings of the regulated businesses as the down-side risks of trading have become apparent.

These points give us a clue to what post-Enron utilities might look like…
· Their debt level is likely to be modest, certainly more so than prior to the Enron collapse.

· They are unlikely to have multitudes of subsidiary entities unless these are of a proven and justifiable nature.
· Their activities are likely to be strongly backed by assets that reduce cashflow volatility – either generation plant backing trading activities, or regulated pipes & wires businesses.
UK – nuclear power under pressure
Wholesale prices have declined in most EU nations due to a range of factors including competitive rivalry within segments, market structures, excess capacity and fuel costs. A notable exception is Denmark, whose high reliance on wind power has increased wholesale prices.
	A key driver of declining wholesale prices in the UK has been the introduction of NETA, which saw both average and peak prices drop markedly over the last year. These declining prices obviously mean lower revenues for generators that are exposed to the wholesale price (we have already discussed Powergen’s mitigation of this risk by acquiring TXU’s supply business).
British Energy plc has been significantly exposed to these declining wholesale prices, perhaps even more so after their sale of the SWALEC supply business to S&SE. One effect of this exposure has been a squeeze in liquidity which led to the UK government making a 3 week loan of £410m which was subsequently rolled over. Meanwhile British Energy’s executives are considering options for restructuring the company’s affairs. The most likely option will be to sell the 82.4% stake in Bruce Power to British Energy’s partner, Cameco, which is expected to raise about £500m.
Strategy – the rise of forward integration
Notable examples of recent forward integration are Powergen’s acquisition of TXU’s UK supply business, Hydro One’s acquisition of distribution utilities, and Contact Energy and Genesis Power’s entry into gas retailing. We ask why, as these acquisitions appear to be shifts away from legacy competencies.
The short answer is that commercial interfaces have been inserted along the value chain as part of the industry restructurings. These interfaces provide both risk and reward, and forward integration attempts to shift interfaces to points of improved risk and return, eliminate interfaces or maybe even create new interfaces. In many cases regulators may prohibit amending interfaces that were established as part of a reform process to ensure that reasonable competition remains.

The clever bit is thinking about how interfaces might increase reward and reduce risk. For example, Powergen has shifted an interface from the

	wholesale market to the retail market. This has reduced the exposure to wholesale price variations (reduced risk), and reduced customer leverage (reduced risk and increased reward).
In Hydro One’s case, eliminating an interface from between historically distinct assets may allow additional capacity and security to be obtained at a lower cost than if the entities remained separate (increased reward).

Finally, in Contact and Genesis’ case, forward integration into gas retailing has created an additional interface that enables dual-fuel options to be offered to customers (increased reward).
For more information on rewards and risks at value chain interfaces, pick here.

Germany – TXU heads for home
Issue #4 discussed the consolidation of the German distributors, in particular the acquisition of stakes in many Stadtwerk by utilities such as TXU, Essent and Vattenfall.

TXU’s decision to exit its European activities will provide the investment market with a 51% stake in Stadtwerk Kiel and a 75% stake in Braunschweiger Versorgung. Given the declining wholesale prices in Germany, conventional wisdom would suggest these stakes would form useful hedging opportunities for generators by forward integration.
Interestingly enough, RWE have publicly stated a total lack of interest in these stakes, preferring instead to invest in the UK (Innogy) and more recently in Poland. RWE’s stated domestic strategy is partnership with local utilities rather than acquisition.
	UK – the water gets murky
The sale of Southern Water to Vivendi earlier this year was subject to regulatory approval.
Usually such approvals are based on market share concerns, and may require the acquiror to dispose of some of its existing assets to off-set any increase in market dominance. More recently, however, an additional regulatory concern has arisen – that of mergers reducing the number of competing companies (refer Issue #8, Page 2), thereby limiting the regulators ability to make meaningful comparisons.
Heightened concern over the reduction in the number of companies if Vivendi were to complete the acquisition and integrate Southern Water with Folkestone & Dover Water was raised by the Minister for Competition, and supported by OFWAT. This was in contrast to the majority decision of the Competition Commission who concluded that Vivendi selling their stake in South Staffordshire Group plc was sufficient to offset any loss of comparison when viewed in conjunction with their earlier disposal of a stake in Bristol Water plc.
The Minister has requested OFWAT and the Office Of Fair Trading to examine options for preserving the number of competing companies. One option would involve creating and selling off a company covering Hampshire and the IOW from the enlarged Southern Water. The other option would involve stripping the Thanet and Hastings regions out of Southern Water, and integrating them with Folkestone & Dover as a separate company which would then be on-sold.
	US – is re-regulation a possibility ??
After the various scandals and market failures that have rocked the US energy industry, many people are seriously questioning the whole concept of for-profit utilities. These concerns were carried into the recent mid-term elections on various tickets (particularly in Montana, Nevada and California) that advocated giving states and municipalities increased powers to enter or re-enter the energy business.
Sadly the scandalous behaviour of some individuals has bought financial ruin to many, and quite rightly those individuals are now having their day in court. Unfortunately, all this furore has created the false impression that deregulation is somehow bad. Nobody, it seems, is laying the blame for ill-conceived market structures and lack of new capacity (due to excessive environmental legislation) at the feet of state and local governments. After all, these are the people who established the regulations, drivers and signals to which utilities have been forced to respond to protect shareholder value.
Consider for a moment the flawed market structure in California that led to last years difficulties. PG&E were strongly criticised for selling plant in California and buying plant in other states. It seems little or no criticism was ever laid at the feet of those who enacted the requirement for utilities to exit either generation or supply.
The public debate finally became so ill-informed that part of Proposition D would have provided for the City of San Francisco to acquire PG&E’s distribution network when quite clearly the key issue was energy rather than network. The rejection of this proposed measure for the third time in a year by the voters of San Francisco shows a welcome return to clear thinking among the public amidst a lot of cloudy thinking from officials. 

Hopefully such returns to clear thinking will become more widespread.
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