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	NZ – reshuffling the gas pipes
The recent sale of United Networks and the subsequent on-sales (pick here for more information) have significantly reshuffled the gas distribution networks, and has seen Powerco emerge as NZ’s largest gas distributor (approximately 45% market share by connection number).

The final allocation of assets from the United Networks sale will enable both Powerco and Vector to consolidate gas operations into their existing electricity operations in Palmerston North and Auckland respectively.

For more information on the structure of the NZ gas distribution industry, pick here.

Price capping – Ontario might follow California

Ontario deregulated its’ electricity market on 1 May 2002 in the hope that private generators would be keen to invest in new capacity. This private sector investment never emerged. As a result, wholesale prices rose by 25% as summer temperatures increased and hasty plans were made to re-commission laid up plant at Pickering A and Bruce.

Electricity in Ontario has always been very political and it appears that this has scared off private sector investors. It is also possible that the threat of stranding from the laid up nuclear capacity overhanging the market might have also scared off private investment.

To supposedly remedy this situation, Ontario’s premier recently unveiled a plan that will firstly cap domestic and small business tariffs at the 4.3c per kWh charged prior to deregulation until 
	May 2006, and secondly reimburse the excess over this 4.3c per kWh already paid. This will shift the price risk to the energy suppliers who will be unable to pass on that risk.

The only difference between this and California is that many of the utilities that will be hit financially are owned either by the Ontario provincial government or by local municipalities. Hopes of achieving the sought-after private sector investment in new capacity and for the intended privatisation of Ontario Hydro’s successors now seem even more remote.

NZ – the emerging risk of lines price control
Since the events in California in 2001 when sustained high wholesale prices materialised, the wires businesses have become more attractive. Certainly it can be argued that in NZ they were never really seen as unattractive, as evidenced by the decision of many power companies to retain their wires businesses back in 1998. The emerging key risk to the industry is now that of lines price control.

Lines price control risk has a very different profile from merchant trading – in the absence of retail price caps merchant trading risks are reasonably symmetrical providing a balance of up-side gains with down-side losses. In contrast, price control risk has a distinctly negative skew because there is little or no up-side gain.

This price control risk has two broad components – severity and uncertainty. The severity can be thought of as where the mean of the regulatory risk probability distribution lies (perhaps in percentage points below WACC) whilst the uncertainty 
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	can be thought of as the variance of this distribution (spread in percentage points either side of the mean). In general terms, the severity of a regulatory regime will reduce the cash available to meet debt and equity obligations, which in turn may lower the credit rating of the utility (pushing up the cost of debt and equity). The uncertainty is harder to incorporate into the rating, but fairly obviously a predictable regime will be seen as less detrimental than an unpredictable regime.

UK – reshuffling the electricity again

Aquila’s decision to sell its 100% stake in the MEB distribution business marks the continuation of an on-going reshuffle. The anticipated sale price of £1.2b equates to about £530 per customer (which is certainly towards the top end of recent UK sale prices) and an RAV multiple of about 1.27.
Four bidders have been short-listed – YTL, Powergen, S&SE and a consortium of Macquarie Bank and United Utilities plc. If either Powergen or S&SE successfully acquires the MEB, it will be propelled to second largest UK distributor, but will still fall a long way behind LE Group.

The surprising absence of high roller LE Group from the shortlist may well reduce the premium payable. It is also not clear whether ScottishPower and WPD submitted bids.

From a strategy perspective we can infer the following…

· YTL should be able to lever at least some synergies from the geographical overlay with Wessex Water, and will also avoid the £32m penalty that merging electricity businesses now incurs. This might need to
	be a “wait & see”, given that only one UK multiutility has lasted the distance.
· Both S&SE and Powergen will have the opportunity to expand geographically and achieve further scale for their distribution businesses. Depending on how the wholesale price moves, they may also want to off-set some trading risk by acquiring a distribution business.

· The Macquarie - UU consortium would represent an excellent strategic fit for both parties, especially since UU could gain additional geographical scale from the proximity of the Dwr Cymru operating contract as well as moving UU to a less regulated position.
· ScottishPower’s stated strategy appears to be more focused on matching their supply business with generation in England.
· WPD has strong geographical synergies so their absence strongly suggests that their strategy does not include acquiring more networks.
· LE Group’s strategy is hard to infer – it is possible that EdF is focusing resources on their soon-to-be liberalised domestic market.

We will make further comment as the successful bidder emerges.

Strategy – seeing resources as costs or capabilities

All organisations have one or more value chains along which resources are clustered. These resources incur costs, and these costs are included in the organisations budget. This can be thought of as allocating revenue to each cluster sufficient to cover its direct costs. Each cluster of resources performs activities which create outcomes. End use customers provide the organisations overall revenue in return for these outcomes.
	An alternative way of thinking about resource clusters is to make them generate their own revenue rather than simply allocating some of the end-use revenue to them on a cost basis. This involves treating resources as capabilities rather than costs. Many organisations have already done this by taking resource clusters such as construction crews or call centers and establishing them as business units that must seek external revenue streams. Generally in these cases, such clusters have to contract for revenue from their parent organisation by way of a service level agreement.

The decision to treat resource clusters as costs or capabilities needs to be carefully thought through at the corporatisation stage. At this early stage many organisations seek to grow their earnings by cutting costs. Eventually a point is reached where costs cannot be cut any further, so earnings growth must then come from increasing revenues. If resources have been treated as a cost to be minimised, there may well be a limited ability to suddenly treat them as a capability to be maximised. For more information on treating resources as costs or capabilities, pick here.

Markets – electricity deregulation is working
Massachusetts largest investor-owned utility, NStar, is seeking permission from the Massachusetts Department of Telecommunications & Energy to lower its’ default electric tariffs for the third time in a year. The default price is a pass through of wholesale energy costs to new or transferring customers.

NStar has been able to negotiate lower priced default service from generators. It is expected that Cambridge Electric, Commonwealth Electric and Boston Edison customers using 500 kWh per month will save about $35 per year.

It is pleasing to see a deregulated market working following the price spikes that occurred in the NEMA last year and the tales of woe that generally surround deregulation.

	Argentina - foreign debt risk

Many of Argentina’s utilities took on debt denominated in US$ following the privatisations of the late 1980’s in which foreign owners tried to kick-start the country’s creaking infrastructure. Up until earlier this year the Ar$ was pegged 1 to 1 with the US$, hence there was no foreign exchange risk associated with this debt.

When the Ar$ was recently floated and lost 73% of its previous value, the cost of debt suddenly jumped about 370% and many of these utilities defaulted on their debt. The government of the time prohibited any increase in utility tariffs, freezing the Ar$ of tariffs. It is now expected that the government will permit tariffs to be raised by presidential decree, bypassing the legally required public hearings.
It is hard to imagine an extreme risk like this materialising, but none-the-less, foreign debt exchange risk needs to be thought about and managed.

Strategy – hedging electricity price risk

As might be expected in the face of an upward wholesale price path, nett suppliers want to reduce exposure to wholesale price movements whilst nett generators want to reduce exposure to fixed price customers. This suggests two complementary strategies for a rising wholesale price – nett suppliers should backwardly integrate into generation to reduce exposure to rising wholesale prices, whilst nett generators should divest fixed-price customers with a view to selling into the wholesale market (for more information pick here).
	Of course in the face of declining wholesale prices the opposite strategies should be adopted - nett suppliers should increase exposure to the wholesale price (to buy at a declining wholesale price instead of at a fixed price) whilst nett generators should decrease their exposure to the wholesale prices by selling at contracted prices (this may prove to be an important lesson for British Energy plc who on-sold the SWALEC supply business).

Key risks to be managed are that of wholesale price risk and the risk of taking an unfavorable nett position. With regard to wholesale price risks it is important to take a long-term view of trends (because balancing fixed assets tends to be a long-term process), but given that short-term price rises can cost nett suppliers millions of dollars per day short-term risk must not be overlooked.
Key elements of taking an unfavorable nett position are that of forced outages and dry years. ConEd experienced such a sudden unfavorable shift in their nett position 2 years ago when their Indian Point reactor had to be shut down for a year. Buying replacement energy from the wholesale market during this year cost ConEd an extra $250m.
NZ – reshuffling the generation
NGC completed its withdrawal from electricity retailing in August 2002. This was followed by the articulation of a four-fold strategy, the first element of which is to reconfigure the business portfolio by divesting Cobb, TCC, a 50% stake in Southdown, and a power purchase contract for 100% of the output of the 24 MW Rotokawa geothermal station (already owned by Mighty River Power). Interested parties are thought to include Contact, Genesis, Todd
	and 2 unnamed overseas bidders. At the date of publication, the following events have emerged…

· Mighty River Power has completed a sale & purchase agreement for the 50% stake in Southdown and the Rotokawa power purchase contract for a total sum of $39.5m.
· Contact Energy is waiting for Commerce Commission clearance to bid for Cobb and TCC.

NZ – Auckland Airport shares for sale

Auckland International Airport Ltd (AIAL) has proved to be a real blue chip stock since privatisation in 1998. As part of the privatisation process Auckland City Council (ACC) was allocated a 25.7% stake in AIAL (comprising 78.1m shares) and neighboring Manukau City Council was allocated a 9.6% stake.

The average annual capital gain over this period has been in the order of 33% in addition to a capital repayment of $212m earlier this year.
Over the last year the ACC has been in the process of selling its stake in AIAL as part of a debt-reduction program and a withdrawal from non-core functions.
The decision of several councillors not to sign off a prospectus prevented the sale of shares to the public and the subsequent withdrawal of Ferrovial Aeropuertos meant institutional placements would be the only realistic sale process. The ACC’s final decision was that half of their stake (38.9m shares) would be sold at $4.90 yielding a total sale price of about $191m.

The shares were independently valued at $5.80 to $6.10, a substantial premium to the $5.16 closing price at which point trading was halted ahead of the ACC’s deliberations on whether to sell. At the recommencement of trading the shares immediately gained 14c, taking the price up to $5.30.
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