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	Re-thinking electricity transmission (Part 3)

The previously identified drivers for re-thinking transmission have mostly been based around regulatory and government policy issues. Probably the most significant drivers, however, are market deregulation (commercial), technical and environmental (which we deliberately avoided introducing in Parts 1 and 2).
These drivers are creating arbitrage opportunities between low cost generation and high value markets, which forms the basis of the strategies and business models of utilities such as Trans-Elect, Trans Energie and ATSI.

The concept that the cost of energy delivered to a distribution grid equals the cost of generation plus the cost of transmission is the leap in logic that re-thinks the transmission business. It also broadly defines the maximum revenue of the re-thought transmission business.

The tactics articulated by the three utilities above are all different, yet they all achieve a similar outcome…

· Acquire under-valued transmission assets that directly connect arbitrage opportunities (Trans-Elect). This may require several assets to be acquired and cascaded to connect opportunities.

· Construct new transmission assets that directly connect arbitrage opportunities (Trans Energie).

· Re-configure existing transmission assets into a consolidated entity and then operate those assets to exploit arbitrage opportunities instead of operating them as simple one-way down-hill paths (ATSI).

A further tactic is to shift the re-thought transmission business outside of conventional regulatory (price control) boundaries by ensuring that the re-thought transmission business competes with existing transmission assets.
Regulatory – limiting vertical re-integration

Pipes & Wires #11 discussed the vertical disaggregation of industries and the insertion of commercial interfaces that have implicit risk-reward profiles A key feature of this is the constant battle between industry players trying to move or eliminate these interfaces to improve their overall risk-reward profiles whilst regulators try to maintain the interfaces ostensibly for the benefit of customers.
Two good examples of such restrictions are…
· The Electricity Industry Act 1993 in Victoria limited a generation, transmission or distribution license holder from holding more than a 20% stake in another generation, transmission or distribution license up to 31 December 2000. It was intended that the normal merger restriction provisions of the Trade Practices Act would apply from 1 January 2001. This restriction required GPU to on-sell their 50% stake in Solaris Power to AGL (who owned the other 50% and had first right of refusal to purchase the other 50%) when GPU purchased Powernet.
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· The 1996 ruling by the UK Secretary of State for Trade and Industry that Powergen should not be allowed to acquire Midlands Electricity as Powergen’s main interest at this time was the still captive less-than-100kW market (structural changes in the industry have prompted OFGEM to consider advising the Director General of Fair Trading on whether this prohibition should be relaxed).
As outlined above, such restrictions appear to have served their usefulness in the initial shake-out periods. Now that utilities are diverging into either generation / retail or distribution (with transmission being divested in many cases), the commercial interfaces along the value chain are probably well enough served by general competition law.

Germany - RWE grows the water business

Recent issues of Pipes & Wires have been dominated by E.On’s acquisition activities (and will probably continue to be). This article examines the growth strategy of another global German utility, RWE, which has been articulated as “expansion of the Top 3 position worldwide”.
The acquisition of Thames Water, which now functions as the owner and manager of RWE’s water investments, was the first step in RWE’s global expansion. Thames Water had a strong pre-existing global presence, hence it was well aligned with RWE’s strategy. Thames Water has gone on to recently complete the acquisition of the American Water Works Company, Inc for an equity value of US$4.6b and the assumption of US$4b in debt. American Water supplies 20 million customers throughout the US, Canada and Latin America, and was the largest publicly-listed water utility in the US.
RWE recently confirmed a possible interest in acquiring Gelsenwasser AG, an international water & energy utility that must be divested by E.On as one of many regulatory concessions for their acquiring Ruhrgas AG. Gelsenwasser is worth about €800m, although RWE have indicated that they may not pursue a 100% stake. Any acquisition is likely to funded from the proceeds of divestment.
The salient points of RWE’s growth strategy can be summarised as follows….
· Acquisition targets have solid alignments with the core water or energy businesses.
· Acquisition targets have an established global presence.
· Future acquisitions are likely to funded from the proceeds of divestments.
· Focus on a competitor’s forced divestment of a well-aligned business.
Hungary - E.On’s takeover of ÉDÁSZ is approved
In what seems like a never-ending sequence of regulatory approvals in the EU, E.On’s Hungarian subsidiary E.On Hungária Rt, recently obtained clearance from the Hungarian anti-trust office for it to increase its stake in Észak-dunántúli Áramszolgáltató Rt (ÉDÁSZ) to 89.1%. ÉDÁSZ is Hungary’s second biggest electricity supplier, supplying about 7,100 GWh per year to the mainly industrial northwestern region of Hungary, which represents about 22% of the market.
E.On Hungária signed an agreement with EdF International to acquire their 27.7% stake in ÉDÁSZ in April 2002, and under Hungarian securities law was required to make a public offer to all minority shareholders. This offer resulted in a further 61.4% stake being acquired.
Precisely what E.On’s strategy might be with such stakes is not totally clear … presumably amassing such a controlling stake would eliminate an investigative “reserve the right to play” strategy. What is more likely is an electricity & gas transformational strategy based on an eventual eastward consolidation of Ruhrgas AG.
Italy – recovering the stranded costs
Stranding of costs occurs when a utility is prohibited from recovering sunk costs. These costs may have occurred in a range of circumstances including being required to perform “social” services as a government department or taking on levels of debt that would not be sustainable in a competitive market (such as Ontario Hydro). Usually such costs are recovered at a set rate over time by agreement with a regulator, and may involve a levy on future electricity sales that is applied directly to recovering stranded costs. This obviously becomes difficult when an approved recovery rate is interrupted by industry restructurings or subsequent regulatory decrees.
In such a case, the Italian government has recently approved a decree that would abolish ENEL’s right to recover uneconomic investments it was required to make as a government monopoly. This decree will take effect on 1 January 2004 and curtail ENEL’s ability to recover about €6.3b of stranded costs that will be outstanding at this date. 
Germany - E.On subsidiaries agree to merge
It is often said that the whole is greater than the sum of the parts. In this article we examine how a giant such as E.On mixes & matches its portfolio of businesses much like pieces of a jigsaw puzzle. A key component of all this is the merger synergies that can be realised by mixing & matching businesses into aligned positions.
The agreement of three of E.On’s subsidiaries to merge into a single company with €2.3b in annual revenues back-dated to 1 January 2003 is just such an example. Hein Gas (88.9% owned by E.On), Schleswag (65.3% owned by E.On) and Hanse Gas (100% owned by Hein Gas) will merge into a multi-utility supplying 800,000 gas customers, 700,000 electricity customers and 22,000 water customers across northern Germany from Denmark to the Polish border. The background to this consolidation was E.On’s swapping of a 49% stake in BEWAG for HEW’s 61.9% stake in Hein Gas, their 15.7% stake in Sydkraft AB and €248m cash. This transaction was, not surprisingly, a merger concession.
On the face of it, it might seem that regulatory concessions serve only to strip value from acquisitions, but in this case (and similarly with E.On’s Ruhrgas acquisition) some very valuable acquisition and consolidation opportunities emerged that strengthened E.On’s Scandinavian electricity and northern Germany gas positions. 
Belgian distributors seek to consolidate

This article continues on a theme of competition issues as various players in the EU market seek to consolidate their market positions amongst re-shuffles of ownership. A common competition law theme is the dispute over the definition of market breadth, in which regulators consider competition at a localised level whilst utilities consider competition at a regional level. The key drivers of these re-shuffles are compliance with EU directive 96/92 (which requires inter alia separation of distribution and supply) and merger concessions requiring businesses to be on-sold. 
In this proposed deal, six Belgian municipal utilities (Iverlek, Imerwo, Gaselwest, Intergem, Igao and Iveka) will exchange their supply businesses in return for stakes in Electrabel SA’s subsidiary Electrabel Customer Solutions, leaving these municipal utilities as residual distribution businesses.
The proposed deal would lead to Electrabel gaining further dominance in the supply market, in addition to owning stakes in most of what would become residual distribution businesses. This has prompted the EU to issue a statement that the deal “threatened to strengthen Electrabel’s dominant position” and then refer the proposed deal to the Belgian merger authority (which has already blocked 3 similar deals and is reviewing Electrabel’s intended takeover of Intercommunale d’Electricite du Hainaut).

Spain – Gas Natural makes a bid for Iberdrola
Last week Gas Natural SDG unveiled its unsolicited bid for 100% of the share capital of Iberdrola SA with a view to forming the third largest utility in Europe and the fifth largest globally with an expected market capitalisation of €20b in which Gas Natural would own 46% and Iberdrola would own 54%. The offer comprised €6.8 cash plus 0.58 Gas Natural shares for each Iberdrola share, initially valuing the bid at €17.01 per Iberdrola share (which was a 20% premium to Iberdrola’s closing price but a 10% discount to an independent assessment of Iberdrola’s value). Gas Natural expects to fund this with €5b of divestments and by issuing 523 million new ordinary shares.
The market as a whole, along with individual shareholders and analysts, has judged this bid harshly on many points ranging from a criticism of the deal being modeled on E.On’s acquisition of Ruhrgas (which was put together in the much less regulated German environment than the Gas Natural deal would have to put together) to the timing in terms of international affairs to the 13% drop in Gas Natural shares when trading resumed after a one day suspension (which reduced the value of the bid to €14.41 per Iberdrola share). Most importantly, the bid lacks support from the Iberdrola board, Iberdrola’s 9.9% shareholder BBVA, and oil giant Repsol-YPF which owns 24% of Gas Natural. 
Despite this harsh judgment on the proposed offer, Iberdrola is regarded as a very solid investment compared to rivals Endesa and Union Fenosa because 95% of its earnings come from the rapidly growing Spanish electricity market and because it has modest debt and low exposure to high-risk Latin American markets. Not surprisingly, Iberdrola has been the subject of previous acquisition bids. Endesa made a friendly bid for Iberdrola about 2 years ago, but abandoned it because the regulatory concessions that would have been imposed. A friendly bid by Gas Natural around this time was rejected by the Iberdrola board.
Under Spanish competition law, Gas Natural had five days from the unveiling of the bid to present the competition authority CNMV with a detailed description of the bid. Part of obtaining regulatory approval will be the divesting of €5b of assets (mentioned above) that have yet to be disclosed. It is understood that the proposed entity would have smaller electricity and gas businesses than those presently owned by Iberdrola and Gas Natural respectively as one of the merger concessions.
From a global perspective, this proposed deal could be the emergence of a wave of “catch ups” following E.On’s acquisition of Ruhrgas as utilities scramble for position in a suddenly reconfigured market. We will make further comment on this proposed deal in future issues.
Czech - CEZ beats the anti-trust ruling
The Czech anti-monopoly authority UOHS required three additional concessions to be made in addition to those proposed by the Government as part of a complex re-shuffle in which CEZ would take the Governments’ stakes in the eight regional distributors in return for CEZ giving the Government a 66% stake in CEPS along with a cash payment of US$713m. CEZ stated its intention to appeal the additional concessions (refer to Pipes & Wires #13).

In addition to examining market dominance issues, UOHS also examined whether the proposed exchanges of value constituted nett Government aid to CEZ which is illegal under Czech law.
UOHS has recently concluded that the proposed transaction does not constitute illegal aid, nor will the proposed deal present any market dominance difficulties in the build up to full privatisation by 2005. There is still, however, the outstanding appeal by CEZ on a further concession imposed by UOHS that CEZ must sell stakes in four of the eight regional distributors within one year of completing the acquisition.
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