Pipes & Wires

THE INFRASTRUCTURE & UTILITIES COMMENTARY FROM UTILITY CONSULTANTS
Issue 17 – May 2003
	Inside This Issue
	Portugal – merging electricity & gas
This article on the intended consolidation of the electricity and gas sectors in Portugal continues a common theme of consolidating energy sectors within individual EU states as market liberalisation approaches.

The Portuguese government plans to amalgamate gas transmission entity Transgas with its electricity grid company Rede Eléctrica Nacional. Transgas itself is a business unit of the oil & gas company Galp Energia which was established in 2001 to assist consolidation of Portugal’s energy sector, and is now 33.34% owned by ENI. It is hoped that the resulting energy transmission company could launch an IPO as early as 2004.
Spain – Gas Natural abandons bid for Iberdrola

Pipes & Wires #15 and #16 have commented on Gas Natural’s unsolicited bid for 100% of Iberdrola’s share capital. Gas Natural recently formally abandoned the bid following a ruling by the National Energy Commission (CNE) declining approval to precede. 
This article comments briefly on the regulatory approval processes involved in the proposed deal. Broadly, there are three parallel paths of regulatory criteria to be satisfied…
· Compliance with stock market listing requirements, such as suspension of trading prior to significant announcements being made.
· Compliance with general competition law (administered by the CNMV).
· Compliance with Government energy policy (administered by the CNE).

Gas Natural had proposed a range of divestments to meet general competition requirements. These divestments were valued at about €5b and would have provided part of the necessary cash for the acquisition. Collective opinion was that these divestments focused too strongly on electricity generation, and that Gas Natural would have needed to reduce its’ gas market share to below 50% to be acceptable to the CNMV.
Although no reason was given by the CNE for their decision, it is strongly suspected that they had grave concerns about the merged entity’s ability to maintain badly needed capital investment levels. Gas Natural are claiming that the CNE’s decision is not binding, but it is generally recognised that the CNE has a strong influence with the Ministry of Economics (which will be where any appeal to CNMV rulings will need to be directed).
To download a research report, pick here.

NZ – more on electricity lines price control

The Commerce Commission has released the final Threshold Decisions of the Targeted Control Regime and a draft Gazette notice (which will officially promulgate the decision once the final form has been decreed).
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The final decision excludes a profit threshold (but does not preclude the possibility of a profit threshold being set at a later date) as it was concluded that the price path alone would sufficiently limit excessive profits, and might also wrongly incentivise lines companies away from innovation and operational efficiency gains.
The regime will now focus on two parameters …. a (downward) price path threshold and a supply reliability threshold (to ensure that supply reliability doesn’t decline in response to a downward price path). The precise application of these thresholds is complex, and is detailed in the Commissions’ Threshold Decisions document dated 2 May 2003.

Pick here to order a detailed report on this matter.
Australia – Alinta captures United, MultiNet & Ikon
Alinta Gas’ intention to acquire Aquila’s 34% stake in United Energy was broadly outlined in Pipes & Wires #14, which emphasized the interesting feature that Alinta would effectively be buying a stake in one of its own parent entities via WA Gas Holdings and the Power Partnership.
The broad structure of Aquila’s exit tactic is to roll the 35.5% stake in Alinta, the 57% stake in United, the 100% in MultiNet and the 100% stake in Ikon Energy into a single entity which would then be 80% owned by AMP and 20% by Alinta. The exit tactic also includes a conditional offer of $3.15 per share to all United’s minorities (which currently represents about 43% of United’s shareholding).

Successful completion of this deal will enable consolidation of Alinta, United and MultiNet into a single operational entity. For a detailed report on this transaction, pick here.
Belgium – capping energy prices
Surprisingly Belgium has one of the least liberalised electricity markets in the EU, with only business customers in Northern Flanders who consume less than 1 GWh per year being able to choose their supplier. Electrabel has a very dominant position in the Belgian market where energy charges are between 10% and 20% higher than in neighboring countries.
The Office of the Secretary of State for Energy has indicated that Electrabel could well be regulated in 3 ways unless they negotiate with the Regulator…
· Retail energy prices could be capped for 6 months.
· Part of its generation capacity should be offered for sale (competitor Nuon has suggested 4,000 MW of their 15,000 MW total would be an appropriate figure).

· Termination of  contracts with Electricite de France in regard to interconnections with France that control about 75% of energy traded between France and Belgium in contracts dating back to 1991.
Our view is that these proposals appear flawed for the following reasons….

· A simple capping of retail energy prices without any corresponding relief from possible wholesale price variations could simply repeat the difficulties of California and Ontario all over again.
· In the absence of any significant retail contestability, it is not clear what would be achieved by forcing Electrabel to divest capacity.
NZ – Telecom ordered to wholesale some services
Competitive utility markets generally rely heavily on incumbent network owners having to allow competitor access to their networks. As most of us probably know, a major barrier to switching to alternative telco suppliers is still having to separately pay the incumbent phone company for line access no matter who provides our ISP, mobile or long-distance calls.
The Commerce Commission has recently released its final determination in regard to TelstraClear’s application under the Telecommunications Act 2001 to re-sell services provided solely by the incumbent Telecom. The core of the issue is that because TelstraClear only owns networks in a few dense urban areas, it cannot provide fully bundled services to its “off-network” customers.

The Commission considered the markets for 18 products in compiling its final determination, and concluded that competition was currently limited in 9 of those markets. The commission has ordered Telecom to wholesale 98 services within these markets to TelstraClear at a price 16% lower than Telecom’s standard retail price. This determination applies exclusively to business customers with the exception of the high-speed internet products Jetstream and Jetstart which also must be available for re-sale to residential customers in non-urban areas.
TelstraClear also has an application before the Commission in regard to wholesaling of residential services. We will comment on this further once a draft determination is released.
For more information, pick here
NZ – mixing the waters in Wellington
Joint management of council water & wastewater assets is certainly not new … after 5 previous studies Wellington City has agreed to form a Council Controlled Organisation with Hutt City to jointly manage their water & wastewater assets. Of the 10 alternative options initially considered, Alternative #7 “Regional Joint Management Unit” most fully fulfills the objectives set by council.
Many merger arrangements are predicated on delivering the same services at a lower cost. However, in the case of water & wastewater in NZ it is recognised that the increasing standards imposed on the industry will require more services to be delivered, and a merger arrangement is one way of delivering these increased services whilst limiting cost increases ie. the merger synergies will be applied to improving service levels rather than flowing to the shareholding entities.
The prevailing legal framework is defined in Parts 5 and 7 of the Local Government Act 2002 which inter alia requires asset ownership and all policy functions to remain with the parent councils (refer to Pipes & Wires #14).

The new entity will be a Council Controlled Organisation (which can include a limited liability company in which the equity securities carrying more than 50% or more of the voting rights are controlled by councils). Each council will appoint 2 directors, who will be joined by 2 independent directors. It is expected that the new entity will reduce costs by $4.2m over the first 5 years and $1.6m per year thereafter (the way this has been reported in the media would infer that the cost savings will return to the shareholding councils rather than be used to defray increasing costs).
Pick here to download a full report … we think this is a very good and systematic analysis of amalgamation options and benefits within a public sector framework.

Aus & NZ – the Air NZ / Qantas alliance
Aviation might be considered beyond the strict boundaries of utilities and infrastructure, but upon closer reflection it is a capitally intensive, low duplication industry like the more commonly understood network utilities. This article examines a draft determination in regard to Qantas Airways seeking regulatory consent from the ACCC and the Commerce Commission for Qantas to acquire a 22.5% in Air New Zealand for $550m. Both the ACCC and the Commission initially rejected the proposal as being anti-competitive in the small Australasian aviation market.

In an “Outline of Undertaking” both Air New Zealand and Qantas subsequently made substantial concessions that broadly included limiting fare increases, limiting capacity increases on certain routes, leasing aircraft to new entrants, maintaining capacity on important trunk routes (being the carrier of last resort), and on-selling ground services to new entrants. Regular readers of Pipes & Wires will recognise some broad similarities with the concessions offered by E.On to gain approval for the Ruhrgas acquisition.
Both Qantas and Air New Zealand are, however, adamant that Air New Zealand must retain full ownership of Freedom Air as it is an integral part of Air New Zealand’s operations. Air New Zealand has, however, undertaken to withdraw Freedom Air from competing on the trans-Tasman routes between the main city pairs in the event that a new entrant signals its intention to compete on these key routes. Undertakings have also been given that Freedom Air will not operate on domestic New Zealand routes should a new entrant commence operations. The leasing of up to 4 aircraft on commercial terms to a new entrant is the major concession offered in this regard.

We will make further comment on the proposed deal as the approval process continues.

NZ – does rail have a future??
A casual glance at Tranz Rail’s recent woes might suggest that rail doesn’t have much of a future in NZ.  Certainly, if considered on a national basis it would seem that a full-service rail business is probably not sustainable with NZ’s low population density. However the clamoring of the local authorities in Auckland and Wellington for a piece of Tranzrail suggests a belief that passenger rail might well be sustainable in dense urban areas even if a similar business model is used.
Previous articles on the difficulties encountered by Railtrack plc (Pipes & Wires #5, #8 and #9) and National Express Group (Pipes & Wires #13) would, however, suggest that restricting operations to areas of high population density may not be the total answer. From these two instances it would appear that substantial financial support is needed, whether it is by way of direct subsidies or by levying charges on alternative transport to make rail more attractive.
As this is being written, RailAmerica announced an unsolicited offer of $0.75 per share plus refinancing of debt and lease obligations. The offer is due to commence on 30 May, and is conditional on Tranzrail halting all sales of component pieces of the business. So, in a bit of a change of direction from when I started writing this article, rail might well have a future in NZ. Only time will tell, and when it does, Pipes & Wires will provide the analysis.
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