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	NZ – more on electricity lines price control
The Commerce Commission has now released a second paper which outlines the detail of how the proposed price control will work in practice, in particular detailing how the three proposed thresholds will be applied. The following summary is of necessity brief, and you should download the full document from the Commission’s web site before forming any conclusions.

Price path threshold

It is proposed that lines businesses will be separated into 3 categories (for which X will be 1%, 3% or 5%) depending on their recent price, cost and profit performance. This broadly corresponds to the view that those lines businesses that have made efficiency gains and shared those gains with their customers should face a lower price path threshold. Transpower will be assigned to the 3% category based on detailed views expressed in the paper.

Detail points to note are….

· Where a lines business gives rebates, discounts or line charge holidays, the price path threshold will be applied before the rebates, discounts or holidays. These lines businesses will therefore be collecting less revenue but also returning less.

· Prices at 30 June 2003 will be compared to prices on 8 August 2001 to ensure that prices are not increased before the commencement of price control.

· Prices will be examined on a weighted average basis across classes of customers rather than a simple X% reduction for each customer.

Quality threshold

The supply quality threshold is likely to focus very strongly on SAIDI and SAIFI with the noteworthy point being that the formerly proposed threshold of “no material deterioration” has been tightened to “no improvement in reliability” ie. a lines business must demonstrate improving supply quality, and not simply maintenance of the status quo.

Detail points to note are….
· The Commission expects that detailed statistical analysis will be necessary to eliminate the influence of factors outside the control of lines businesses (such as storms).

· It is likely that such data will need to be analysed on a monthly basis to provide enough data points for correctly assessing trends.
· Lines businesses may be required to disaggregate their supply reliability performance to a feeder level (FAIDI and FAIFI) to ensure that unacceptable extremes don’t aggregate to an acceptable average.

· The reliability performance measures imposed on Transpower are more complex and include measures such as uneconomic generation resulting from unplanned line outages.
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Profit threshold

Accumulated profits will be assessed at the end of the regulatory control period, and will essentially regard anything left after OpEx, depreciation, tax, revaluations and WACC return on ODV as “excess”.

Detail points to note are….

· Line businesses that choose ODV as their preferred valuation method will be allowed a slight premium (possibly about 0.15%) over and above WACC to acknowledge their exposure to optimisation risk, however no allowance will be made for specific asset stranding risk.

· Lines businesses will have to submit detailed regulatory accounts that include such items as asset revaluations.
· The Commission expects to set the WACC between 6% and 8%.

The process from here is that interested parties have until 28 February 2003 to submit their views to the Commission. A conference will be held between 10th and 14th of March, and the thresholds will be published in the NZ Gazette by 31 March 2003.

E.On – the end of the long road is in sight

Our last article closed with E.On thinking that their €10b bid for Ruhrgas AG had failed as a Düsseldorf court upheld an earlier injunction which overturned the Economics Ministry’s reaffirmed approval of the deal.

Interestingly enough, our closing comment was that E.On didn’t appear to have offered any regulatory concessions. Since then E.On has reached out-of-court settlements with 9 plaintiffs who opposed the deal (Fortum Ojy did not withdraw their objection, and an objection by natGAS AG was dismissed) only hours before the court was expected to rule against E.On. A further objection is likely to be made by OFGEM to the EU on the basis that UK gas utilities could be shut out of the German market.

A range of concessions thought to be worth about €700m were extracted by the plaintiffs, including auctioning gas to competitors and selling minority stakes in other utilities, on top of a deal that many considered to be at the limit of viability.

E.On’s strengthened position, along with these concessionary transactions, is likely to further re-shape the European energy industry by catalysing further mergers as other utilities seek to stay competitive with E.On. E.On is now focusing its attention on acquiring a “medium-sized” US utility to add to LG&E.

NZ – what does the LGA mean for water ?

The Local Government Act 2002 supersedes the Local Government Act 1974 and its many amendments. One of the key features of the 2002 Act is the “power of general competence” which broadly allows Councils to do anything not explicitly prohibited. However, this Act does provide some explicit obligations and restrictions in regard to water & wastewater services.

These obligations and restrictions are broadly as follows…

· Assess the provision of water, sewage and stormwater services within their district, including present and expected future demand for these services, what options are available to meet these demands, and what role the council intends to play in meeting these demands.

· Consult the local medical officer of health and take into account their obligations under the Health Act 1956.

· Continue to provide and maintain supply capacity.

· Not divest control of water assets except to another local government organisation.

· Not to restrict water supply except in specific instances.

· Not enter into operational contracts for more than 15 years duration.

· Not relinquish policy, pricing and management functions.

The Act does permit 2 or more councils to form a joint venture of indefinite duration to provide water services, and for 1 or more councils to form partnerships with non local government bodies for a maximum duration of 15 years. A council involved in such a partnership must retain control of all policy, pricing and management functions, and furthermore must retain ownership of all assets throughout the duration and after the completion of the partnership, including any assets acquired or constructed during the partnership.

Opportunities for private sector capital and management expertise appear very limited, at least on the face of it.

US – California finally abandons deregulation

In a defining moment on 16 January 2003 the five-man California PUC unanimously voted to cancel the CPUC’s original order of 20 April 1994 that persuaded the state government to deregulate their electricity market in 1996.

The adoption of a regulatory model that we continue to view as fundamentally flawed eventually cost California about $45b, saw PG&E seeking bankruptcy protection and SoCalEd agreeing to a recovery plan.

Hopefully the models adopted in Pennsylvania, Massachusetts and Texas will prove more robust, and that the critics of deregulation will be able to see that the California experience was more about flawed policy than market failure.

Austria – EU examines power merger

As the European energy markets consolidate and major players merge, the competition concerns we have examined previously show little sign of ending. This article examines the consolidation of several electricity utilities in Austria, which is somewhat unique within Europe because 75% of its electricity is hydro, and it has had a total ban on nuclear power since 1978.

In order to more effectively compete with other rapidly consolidating European utilities, it is proposed to vertically integrate the generation and transmission utility Verbund with Energie Allianz, which is a consortium comprising 5 of the 9 regional electricity distributors. In addition to a strengthened competitive position, the proposed merger would yield sustainable synergies of €39m per year.

The EU has 2 concerns with this proposed consolidation…

· The prima facie concern is a simple lessening of competition in localised markets. Verbund are arguing that the market needs to be defined more widely.

· The second concern is whether 3 of the 4 distributors that are not part of Energie Allianz could operate independently given that both Verbund and Energie Allianz have equity stakes in these 3 distributors.

The EU has decided to initiate a 1 month “phase one enquiry” after which it may initiate a 4 month “phase two inquiry” if its concerns are not adequately addressed.

Gas – the significance of Eastern Europe
The significance of the Eastern European states was subtly highlighted in amongst E.On’s bid for Ruhrgas, who hold an equity stake in OAO Gazprom. This article examines why countries such as Hungary, Romania, Bulgaria, the Czech Republic, and the former Yugoslavian and Soviet states are so strategically important to the unfolding European gas industry.

Broadly there are three factors that embody an entwined range of strategic drivers….

· The importance of many of these countries as transmission corridors as existing European reserves deplete, new
reserves emerge in the Middle East and tensions heighten between the Ukraine and Russia over unpaid bills.

· Increased industrial and domestic energy consumption as reconstruction and industrial recovery occurs, overlaid by increased substitution of gas as EU pressure mounts to curb emissions from coal- and lignite- fired industrial plants and from domestic use of open fires.

· Increased gas-fired electricity generation as coal- and lignite-fired power stations are closed down to curb emissions and older nuclear stations are closed down as conditions of entry into the EU.

These drivers are combining to form a very dynamic industry in which the key players have already staked their claims.
Re-thinking electricity transmission (Part 2)

Part 2 of this 3 part article examines the activities of three companies that have re-thought transmission and summarises the issues that these companies have addressed.

Trans-Elect has recently acquired a transmission grid in Michigan from CMS Energy and plans to acquire one in Illinois from Dynegy. Trans-Elect intends to operate both of these grids within the Midwest ISO.

Trans Energie has recently built the 180MW Direct Link between NSW and Queensland (a 50:50 JV with Country Energy’s predecessor NorthPower) and the 200MW Murray Link between Victoria and South Australia. Trans Energie takes all the commercial risk in both of these links, making their involvement very attractive to the other parties. The Direct Link is unregulated because there are alternative connections between NSW and Queensland, and because it is DC (asynchronous), security of supply is enhanced.

First Energy has transferred ownership and control of it’s’ subsidiaries transmission grids into a single entity called the American Transmission Systems Inc. ATSI provides 37 connection points with 6 neighboring transmission control regions such as PJM and AEP.

Some of the key issues outlined in Part 1 that have been addressed by these re-thought businesses are….

· A move toward coordinated regional control of transmission grids to streamline operations.

· Improved utilisation of generation capacity.

· Shifting the risk away from state-owned utilities to the private sector.

Part 3 will discuss the strategies and business models adopted by these re-thought transmission businesses.

Strategy – the next global investment wave

Issues 5 to 9 discussed the 4 waves of global investment patterns that were evident up to mid-2002.

The 4th wave involved the rise of European utilities such as E.On, EdF and RWE. Two of the primary drivers behind the rise of the European giants were the EU requirements to divest non-utility activities and the difficulties that many US utilities with debt-funded investments in the UK encountered (prompting them to exit). In contrast to these debt-laden utilities, many European utilities (particularly E.On) were awash with cash after divesting non-utility activities.

Many of these European utilities are now acquiring partial stakes in the rapidly liberalising eastern European states such as Romania. Although many of these states pressing needs for cash would suggest that full privatisation would be a better solution (as it would attract control premiums and allow transformation strategies to be rolled out), it appears that public resistance is high, so in many cases only 49% or 51% stakes are being sold.

The burning question might well be “what use is a partial stake ??”. If we go back to the 1st wave, it is evident that the countries involved presented a higher political risk than those involved in the 2nd and 3rd waves, and we now see a recurrence of this political risk in the eastern European states. So even though partial stakes are all that is being offered, it is probably sensible to only take partial stakes to limit one’s exposure.

In contrast to a full or controlling stake that may provide control premiums for the vendor and allows the acquiror to roll out a transformational strategy if a parallel industry is privatised, partial stakes are a convenient way of implementing a positional strategy – a “toes in the water” approach to test the market.

Whether this wave of investment in eastern Europe is distinct enough from the 4th wave to be called the 5th wave remains to be seen.

Aus – merging gas and electricity

Early discussions between Alinta Gas and United Energy indicated that Alinta may acquire the 34% stake in United owned by Aquila as part of Aquila’s global divestment plans. This 34% stake is represented by Aquila’s 59% stake in the Power Partnership which holds a 57% stake in United. 

What makes this proposal particularly interesting is that Alinta would effectively be buying a stake in one of its parent entities, which would lead to a circuital shareholding from Alinta, through WA Gas Holdings (owned 50% by Aquila and 50% by United) to United and back to Alinta. This would still leave Aquila holding a 50% stake in WA Gas Holdings.

From a tactical perspective this proposal will enable operational consolidation of the Alinta and United interests, which includes an electricity network in Melbourne’s south and south-east and the MultiNet gas network in Melbourne’s north and east (which United manages on MultiNet’s behalf. More importantly, from a strategic point of view, Aquila is able to divest its shareholding in order to meet its obligations in the US.

Privatisation – a snap shot of Europe

Eastern Europe has featured in many recent articles, mainly in the context of anti-trust issues, so it is probably a good time to take a snap shot of this consolidating industry. Some of the key issues surrounding many of the recent privatisations are…

· Many of the privatisations are being driven by cash-strapped governments and municipalities.

· Energy demand is soaring as reconstruction occurs and market economies gain traction.

· Primary energy mix is shifting away from coal, lignite and wood towards gas in response to emission concerns.

· Pressure is increasing to shut down aging nuclear capacity as a condition of entry to the EU.

· Pressure is increasing to divest components of disaggregated utilities to comply with regulatory directives.

· Many of the utilities need extensive capital injection to make up for war-time damage or decades of neglect.

· Partial stakes are being sold, possibly in response to growing anti-privatisation fears.

· Some privatisations have been very hasty, with subsequent policy reversals that prompted many interested parties to withdraw.
What is becoming clear is that the premiums and regulatory asset value multiples paid for utilities in Eastern Europe are unlikely to come close to those paid in other geographical sectors. 
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