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	Czech – CEZ loses the final anti-trust ruling
Our discussion of the Czech governments plans to strengthen CEZ’s position in the build up to full privatisation finished last month with CEZ’s pending appeal of UOHS’s ruling that CEZ must sell its’ minority stakes in JCE, JME and PRE along with a 100% stake in 1 of the other 5 distributors (STE, SME, SCE, ZCE and VCE).
UOHS stood firm on its’ previous ruling that CEZ must divest 100% of transmission grid CEPS and not just 66%, but did concede that CEZ should be allowed 1 year to on-sell the stakes in the distributors.
CEZ has expressed its disappointment over the additional concessions required, but has decided not to contest the ruling. Instead CEZ has begun negotiations with E.On to re-shuffle ownership of the distributors. For more information, pick here.
Spain – a tough one for the competition authorities
Recent issues of Pipes & Wires have discussed the conundrum faced by competition authorities in the Czech Republic, Austria, Germany and Belgium over preserving competition at the micro level whilst allowing utilities to strengthen in anticipation of market liberalisation. This is proving especially vexatious where the utilities involved are government owned, and may therefore lose value if prevented from consolidating. Gas Natural SDG’s recent unsolicited bid for 100% of Iberdrola SA is unlikely to be an exception, and will present the Spanish competition authorities with some tough choices.

Certainly the Spanish Association of Electricity Companies has wasted no time in claiming that the merged entity would hold “a position of abusive dominance in the electricity & gas sectors, with negative consequences for consumers”. Gas Natural responded by saying that “a successful takeover of Iberdrola would effectively contribute to the process of liberalisation of the energy sector” (presumably hinting that the authorities should allow the takeover to proceed as it would help meet market liberalisation obligations).

What is clear is that up to 3 tiers of competition authorities may be involved before a final recommendation is made to the Finance Ministry. Gas Natural had hoped to model the Iberdrola bid on E.On’s acquisition of Ruhrgas - hopefully they will take careful note of how E.On addressed the competition concerns.
US – consolidating electricity transmission
One of the trends that emerged in our recent 3 part editorial on re-thinking electricity transmission (refer to Pipes & Wires #13, #14 and #15) was consolidation of high-voltage transmission grids. The FERC has proposed an extensive framework of new rules that would require separate transmission grids to be operated in regional pools (such as PJM and the Midwest ISO) to streamline operations and to facilitate more transparent access.

As individual states contest this apparent increase in the FERC’s jurisdiction
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(even to the point where West Virginia has banned two utilities by name from joining regional pools), it is now being debated at Senate level with two opposing factions having clearly formed and the Commissioners somewhere in the middle trying to defend their plans….

· Key opposition is coming from Senator Pete Domenici (Republican – New Mexico), head of the Senate Energy Committee, who has stated that “the FERC has taken an expansive view of its authority that exceeds that vision by Congress”. It is expected that opponents will go as far as blocking the FERC’s appropriation bill.

· Support for strengthening the FERC’s jurisdiction comes from two camps – Senator Jeff Bingaman (Democrat – New Mexico) and Senator Craig Thomas (Republican – Wyoming), who both favor the FERC playing a greater rather than a lesser role.  Bingaman’s argument is that devolving federal authority to bodies appointed by individual state governors raises serious constitutional issues as well as introducing regulatory risk into the market.

From where we view the world, regional consolidation must be beneficial for consumers if it brings operational efficiencies and reduces investment requirements. We will make further comment on this issue as it progresses.

UK – Vivendi persists with Southern Water

In mid-2002 First Aqua arranged to sell Southern Water to Vivendi Water (UK) plc for about ₤2.05b subject to regulatory approval. In addition to the fairly traditional concerns about market dominance, OFWAT expressed two other concerns…

· Mergers reducing the number of companies available for comparison (refer to Pipes & Wires #11 for a detailed overview of the proposed concessions). This is expected to be addressed by a separate disclosure for the Hampshire component of Southern Water’s business.

· The increasing trend of ownership of water utilities by banks (this has been partly addressed by modifying license conditions to require a minimum of 3 independent non-executive directors).

Since the deal was first considered last year, Vivendi are now pursuing a stake in First Aqua (JVCo) Ltd which is an investment vehicle established by the Royal Bank of Scotland (RBS). Vivendi has established a holding company Holdco which will acquire First Aqua (JVCo) Ltd before on-selling a majority interest to Investco, which is a wholly-owned subsidiary of RBS.

Transparent governance seems to be the key to addressing OFWAT’s concerns. OFWAT has indicated that Vivendi should appoint no more than 2 directors to the board of any company within the Holdco group except Southern Water, in which case no more than 3 directors should be appointed to the board. These appointments should be non-executive directors.

NZ – more on electricity lines price control
After much input from the industry and deliberation on its own part, the Commerce Commission has released its final position on lines price control. The key elements of this position are….

· The exclusion of the intended profit threshold (refer to Pipes & Wires #13) in addition to the earlier exclusion of the proposal for output benchmarking. 
· The return from the intended supply quality threshold of “improving quality” (refer to Pipes & Wires #14) to the originally proposed “no material deterioration”.
· Deferral of any price paths for a 1 year period until the detail of exactly how to apply it to all line companies is determined. This is expected to be based around a detailed analysis and normalisation of the key cost drivers of a line company and to consider the price/quality trade-off.
· No average increase in line charges from 8 August 2001 (when the empowering legislation was enacted) until 31 March 2004.

· Transmission costs and local body rates are to be treated as “pass through” costs.
We believe that the removal of the intended profit cap shows wise judgment on the Commission’s part both because such a constraint would almost certainly limit the incentives of line companies to implement innovative business models and processes to address downward pressure on revenues, and also because of the new investment required to maintain supply in many areas. We also believe that returning the intended tightened supply quality threshold to the originally proposed threshold is also very wise simply from the perspective of diminishing return of reliability improvement from each unit of increased network expenditure.
The decision to take additional time for analysis and to base X factors on productivity and price/cost efficiency utilising suitably normalised data is to be applauded. The level of the X factors however will need to be related to realistic achievable costs savings when applied to total revenue less uncontrollable costs. The review of the Handbook will also need to take a wider view of “system fixed assets” to recognise the total spectrum of assets required to run the business.

The last few months have been a period of unmitigated effort and anxiety for the industry, and it is pleasing that the Commission has taken on board the industry’s views and presented what appears to be fair and workable regulatory regime. 

UK – PPP’s head underground
After the recent difficulties encountered by Railtrack plc and National Express Group (refer Pipes & Wires #13) the stewards of London’s Underground were undoubtedly vexed by how to obtain the funds required to maintain and extend the Tube in the face of many complex constraints and externalities. The answer to this question was resolved with a PPP – a public-private partnership in which assets remain in public ownership whilst the private sector manages and operates the assets and gets paid for doing so by the asset owners. We note that PPP’s are very politically sensitive, and it remains to be seen how successful they will be in the long term.
In a move opposed by both the Lord Mayor and the Transport Commissioner primarily on safety grounds, the Government has recently awarded contracts to two consortiums to maintain and operate the Tube in two distinct areas which will be overseen by Transport for London….

· The Tube Lines consortium took over responsibility for the Northern, Piccadilly and Jubilee lines on 31 December 2002. Tube Lines will invest ₤4.4b over the first 7½ years of its 30 year contract. 
· The Metronet consortium took over responsibility for the remainder of the system on 4 April 2003. Metronet will invest ₤7b over the next 7½ years and a total of ₤17b over the 30 year contract.
The five partners in Metronet (Bombardier Transport, Balfour Beatty, Atkins, Thames Water and SEEBoard) have provided ₤70m of equity each, whilst bank loans, bond issues and a loan from the European Development Bank have raised a further ₤2.6b. The ability of the consortium to raise such a high proportion of debt would seem to support the established long-term confidence of the financial sector in infrastructure markets.
Germany – promoting competitive markets
The Germany energy industry has been an exciting place of late, with the final closure of E.On’s €10.2b acquisition of Ruhrgas. Moving to a less glamorous but equally important regulatory theme, we now discuss two areas in which German utilities have attracted attention….

· The first is the recent moves taken to put downward pressure on charges for competitor access to distribution networks. In a country where distribution charges make up 70% of the average domestic electricity account and up to 60% of industrial electricity accounts, any unjustifiable charges for access are bound to be a hot issue. The authority to regulate the whole area of distribution charges is delegated to individual states in a manner seemingly lacking the obvious due process that many of us take for granted.

Back in mid-February, the southern state of Baden-Wüttemberg told all 135 distribution entities operating within the state to “correct” their access charges by 30 April based on some random sampling of access charges by the economics ministry. Failure to do so will result in the ministry launching “probes”. Similar investigations in the eastern state of Thuringia indicated that 27 distribution companies may have been over-charging. This follows in the wake of the first of 10 Federal Cartel Office rulings in which E.On subsidiary TEAG was ordered to reduce its charges.

· The second is the charging for grid balancing power by operating subsidiaries of RWE and E.On in the parent company operating regions (grid balancing power is a peak-MW electricity product used to balance momentary mis-matches in transmission grids). The Federal Cartel Office said it would investigate allegations that these subsidiaries were inflating their charges for grid balancing power (which ostensibly should be based on the short-run marginal cost of the generation plant involved). Calculations presented to the Office by an aggrieved customer indicate that charges for balancing power rose between 60% and 150% in the six-month period following the introduction of auctions. There are also allegations that a generation plant rating (MW) criteria is being used to create unreasonable entry barriers to the balancing power market for smaller generators.

The Office has concluded that the costs involved in delivering balancing power have not increased significantly since the auction process commenced, and therefore do not justify the price increases. The Office has also hinted that the 4 grid balancing regions might be consolidated into 1, probably reducing the amount of balancing power required and also improving the supply market.

UK – the 2005/06 water price review

In an interesting contrast to price reviews all over the world that seem to be placing extreme downward pressure on network prices, OFWAT has signaled that “it would be unwise … for customers to expect real term reductions in bills“ for the 2005/06 to 2009/10 regulatory control period. OFWAT has stated three key considerations in signaling their likely position for this period…

· The huge capital expenditure programs facing most water companies (much of this is to maintain environmental compliance).

· The need for companies to maintain appropriate interest cover ratios to ensure continued access to the capital markets.

· A general exhausting of operating efficiencies that have off-set previous price controls.

OFWAT have also noted the industry’s difficulties in recovering costs directly related to increased demands, and in committing to long-term capital projects under-pinned with a 5 year regulatory control period. To this end, OFWAT will consult the industry over whether the regulatory control period beginning in 2009/10 should be for a period longer than 5 years.

We close this article by reiterating that it is pleasing to see a regulator acknowledging an industry’s investment requirements.

Norway – Fortum’s creeping acquisition
Recent issues of Pipes & Wires have examined the toe-holds being amassed by ever-strengthening utilities in Europe’s liberalising energy markets as they each gain some point of niche. Many of these toe-holds are being gained by creeping acquisition, and we examine the reasons for this later in this article.
This article examines Finnish utility Fortum’s creeping acquisitions in Norway, in particular its recent acquisition of a 21.4% stake in Norwegian utility Hafslund ASA, closely followed by a pre-emptive right to acquire a further 7% stake, which was then followed by a 49% stake in Fredrikstads Energi.
Hafslund’s majority shareholder, the City of Oslo along with its holding company, has indicated it will sell its 53.7% stake but added that it would want “more” than the current market value of US$423m. Although this stake is a good fit with Fortum’s stated strategy of being a leader in the Nordic power and heat businesses (Hafslund has 550,000 distribution customers and 600,000 energy customers), Fortum is remaining tight-lipped about its possible interest.
Our discussion of global investment strategies in Pipes & Wires #4 offered one reason why utilities often have to creep forward (because market structures and dynamics are still emerging, making a full-scale acquisition risky), acquiring toe-holds piece by piece, but two additional reasons are also apparent….
· Shareholdings may be so fragmented that only small tranches of shares become available at any one time (and as we have already seen, many of these small share holdings are becoming available as utilities such as E.On implement merger concessions).

· Securities law may limit the rate at which small shareholdings can be acquired without having to extend an equivalent offer to all other shareholders. This means that even the smallest shareholder can obtain the premiums that would ordinarily be paid only to strategic shareholders.
Request our research reports

Our research reports can be ordered by picking the links below….

· Earnings growth in a post-Enron era (costs NZ$95 excl. GST)
· Key players, drivers & strategies in the European electricity sector (costs NZ$195 excl. GST)
· Global investment patterns in the electricity industry (costs NZ$295 excl. GST)
· Toll roads – policy, funding & legal issues (free to download)

· 
Shaking out the Czech T&D industry – a study of regulatory concessions (free upon request)
· E.On’s acquisition of Ruhrgas – a study of competition issues & regulatory concessions (free to download)
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We would appreciate your general opinion of Pipes & Wires. Please pick the link (and then send the email that pops up) below that you feel best describes Pipes & Wires overall (content, ease of reading, depth of analysis, length of articles)….

· Excellent
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Please feel free to add any additional comments in the body of the email. If you receive this as hardcopy, comments can be emailed to issue#16@utilityconsultants.co.nz
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· To see our range of advisory services pick here.

· To download a profile of our recent projects pick here.

· For Utility Consultants collection of conference papers, research reports and industry slide shows pick here.

· For back issues of Pipes & Wires, pick here.
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