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	NZ – gas goes under the microscope

Late last month the Commerce Commission announced that it had been requested by the Minister of Energy to inquire as to whether the provision of gas pipeline services should be controlled pursuant to Part 4 of the Commerce Act 1986, and to report back to the Minister by 1 November 2004. This inquiry will broadly follow the iterative process used for the electricity lines price control inquiry.

Pipes & Wires will be commenting as the inquiry progresses. To seek Utility Consultants advice, pick here.
UK – Suez sells stake in Northumbrian to re-focus
Late last month, Suez sold a 75% stake in Northumbrian Water’s parent entity to a consortium of institutional investors led by Deutsche Bank that has since been renamed Northumbrian Water Group plc. This deal values Northumbrian at about €3.2b and enables Suez to retain control with only a 25% stake.

This reduction in shareholding with a consequent 95% reduction in employed capital fits well with Suez re-focusing on more profitable energy & environmental activities. OFWAT has expressed a few concerns about Northumbrian’s ability to fulfill its license requirements, although it seems unlikely that accumulated expertise will be lost in this instance.
A quick comparison of the water sector with the UK wires sector shows a distinctly lower level of amalgamation. The wires sector has reduced from 14 players to 7 (including Scottish & Southern Energy’s very recent acquisition of Midlands Electricity plc), whilst the 10 major water & sewage companies still exist in their original form (albeit with changes in ownership including participation in multi-utility ventures). Perhaps part of the answer might be the regulatory disincentives surrounding water mergers (refer back to the 2-part article on mitigating regulatory risk in Pipes & Wires #10 and #11) in which we examined North West Water’s acquisition of NORWEB.
Aus – Murraylink becomes regulated
The ACCC recently issued a preliminary view approving the conversion of Trans Energie’s Murraylink Interconnector from unregulated to regulated status. We examine the different risk & reward profiles implicit in this change of status, but firstly we briefly consider what the difference between unregulated and regulated transmission assets actually is.
Essentially, an unregulated transmission asset earns revenue from arbitraging price differences between nodes in a market or between previously unconnected markets, whilst a regulated transmission asset earns revenue from wheeling electricity between nodes or between markets at a prescribed tariff. In Australia these activities are governed by Chapter 3 and Chapter 6 respectively of the National Electricity Code.

For the regulated situation, the risk of revenue varying about an expected value is
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low leading to a narrow but tall risk profile, whilst the corresponding risk profile in an unregulated situation will be broader and consequently flatter. Accordingly, the reward profile for an unregulated asset needs to compensate for the risk of revenue being less than expected.
The specific circumstances of the Murraylink is a shift in use away from arbitraging wholesale price differences between Victoria and SA toward a “one-way down-hill path” from Victoria to SA as the generation shortage in SA becomes more apparent. Trans Energie has presumably concluded that the generation shortage in SA will unacceptably negatively skew Murraylink’s risk profile, making a change to regulated status a more viable option.
Aus – more on Epic’s tariff dispute

Late last year the Full Court of the Supreme Court of Western Australia issued the final form of orders giving effect to its earlier ruling of August 2002. This ruling found that the Regulator had erred in law by not “having regard” for the factors set out in Section 2.24 of the National Third Party Gas Access Code in preparing his draft determination for access charges for Epic Energy’s Dampier to Bunbury Natural Gas Pipeline.

Specifically the Court ruling emphasised three issues….

· The narrow, theoretical approach taken by the Regulator was against the intentions of Sections 2.24 of the Code.

· The Regulator failed to recognise and include the purchase price in calculating the tariff, instead relying on more traditional valuation models such as DORC which undervalued Epic’s investment by about $1b.

· In calculating an “economically efficient” tariff, the Regulator should have recognised that that past investment decisions, although not economically efficient now, were almost certain to have been economically efficient at the time of investment and may therefore justify tariffs above what may now be theoretically determined to be economically efficient.

The Regulator released his final determination on 23 May, and presented an average tariff of $0.8401/GJ to Perth and $0.9736/GJ to Bunbury (referenced to 1 January 2000), which was well short of the $1.0000/GJ to Perth and $1.0800/GJ to Bunbury (referenced to 1 January 2000) originally sought by Epic.

Our initial view was that a significant ruling by such an eminent body as a Full Court must surely change the way regulators think. However, given the Regulators’ recent media statement in which he commented that “the price that Epic Energy paid for the Pipeline was not based upon sound assessment”, we are not so sure that the Full Court’s ruling has changed regulatory thinking. 

For a detailed analysis of the tariff dispute, pick here
NZ – keeping Tranz Rail on track
What a month its’ been for Tranz Rail - since Issue #17, RailAmerica has withdrawn its offer claiming that Tranz Rail was not worth $0.75 per share, Toll Holdings from Australia has made an initial offer and subsequently increased it, and the NZ Government entered the picture with a rescue package.
Our analysis of the two offers is as follows…
· Toll Holdings initial offer in early June was for $0.75 per share plus assumption of debt and lease obligations, valuing Tranz Rail at $158m. An increased offer of $0.95 per share came a week later, valuing Tranz Rail at $200m.
· The NZ Government made an offer comprising re-purchase of the tracks for $50m, re-purchase of surplus land for purchase for $50m, purchase of 113m new shares at $0.67 per share, and a $44m cash payment to assist Tranz Rail meet its immediate obligations (valuing Tranz Rail at about $220m).
The focus of our analysis is the key difference between these two offers - the strict investment nature of Toll’s offer compared to the Government’s intention to use Tranz Rail as an instrument of policy in the following areas…
· Urban light rail to ease traffic congestion in Auckland and Wellington.

· A reduction in the number of heavy trucks on the roads.
· Assisting regional development in areas such as the East Cape as forestry blocks mature.

Shareholders are due to vote on the Government’s offer in mid-July, so hopefully there will be some follow-up for Issue #19 next month.
NZ – lines price control becomes law
Electricity lines price control became a reality earlier this month, with the official promulgation of the Commerce Act (Electricity Lines Thresholds) Notice 2003 in the Gazette. Broadly, the price control regime has established three time periods for the control of prices…

(1) 8 August 2001 (when the Commerce Amendment Act #2 2001 took effect) – Publication Date (6 June 2003).

(2) Publication Date (6 June 2003) – First Assessment Date (6 September 2003).

(3) First Assessment Date (6 September 2003) – Second Assessment Date (31 March 2004).

The price controls applying are as follows….

(1) At the First Assessment Date, the notional revenue of the lines business must not exceed the minimum notional revenue at any time during period (1).

(2) The notional revenue during period (2) must not exceed the notional revenue at the Publication Date.

(3) The notional revenue during period (3) must not exceed the notional revenue at the First Assessment Date.

There are also the added criteria that there must not be any increase in notional revenue during period (1). This was seen as a necessary step to prevent line charges being increased after the empowering legislation was passed to off-set the likely price reductions.
The quality threshold broadly requires the SAIDI and SAIFI for Class B and Class C interruptions for the year ending 31 March 2004 to not exceed the average of the respective measures for the previous 5 years. There is also a requirement for lines companies to advise, consult with and properly consider the views of customers in regard to the price-quality trade-offs available to them.
The Notice also prescribes how variations in parameters arising from mergers & acquisitions over the past 5 years are to be dealt with.

On top of the price path threshold and the quality threshold, there are also a range of information disclosure and audit requirements that must be fulfilled in addition to the existing disclosure requirements.
To download a research report on this issue, pick here. To contact Utility Consultants for advice on interpreting the regimes’ requirements or getting help with crunching the numbers, pick here or phone (07) 854-6541.
NZ – airport price control

In a rather interesting move, the NZ Government recently decided not to impose price controls at Auckland or Wellington airports despite a Commerce Commission recommendation that Auckland should be subject to price controls or increased disclosure, but that Wellington should not be subject to price control provided that its’ landing charges were not significantly increased.
Long-time readers of Pipes & Wires will recall from Issue #10 that the Commission concluded that about $4m of Auckland’s profit was monopolistic, and that it was on this basis that the Commission voted 3 to 2 to recommend price control to the Governor-General.
The Minister of Commerce’ decision not to impose price controls at Auckland is based on consideration of factors outside of what the Commission was asked to assess, in particular the fact that imposing price control at Auckland would only result in a $0.35 reduction in the price of a one-way air ticket (which would presumably be more than off-set by the costs of price control regime).
The swinging pendulum of price control

To many observers it would seem that the pendulum of price control is jammed at the “tough” end of the swing … long-time readers of Pipes & Wires can probably recall that the jurisdictions subject to the toughest price control regimes seem to be UK Water, Victorian Gas Distribution and West Australian Gas Transmission.
It’s probably worth high-lighting a few recent views that suggest the pendulum might soon start swinging back toward a more moderate position. These are just views that have been expressed in and around the regulatory industry, and don’t (yet) represent the official views of any regulators … views that incorporate the following broad principles…
· Concerns by incumbents over their ability to maintain existing capacity and invest in new capacity in the face of tough price controls.
· The huge capital expenditure programs facing most water companies to address environmental concerns.
· The need to maintain higher interest cover ratios to maintain access to the capital markets.

· A general recognition that the operating efficiencies that have off-set previous price controls are becoming exhausted.

· The view that regulators are restricting their analyses to narrow theoretical aspects and not having sufficient regard for other issues, even those prescribed in regulatory codes.
· That at least some consideration should be given to the purchase price of an asset instead of solely relying on traditional valuation models such as ODRC and ODV.

· That regulators should consider the investment history of a company and recognise that past activities may give rise to investment and risk positions that are “inefficient” from a strict theoretical approach.
· A ministerial decision to over-rule a price control recommendation because the benefits were so minimal.

Hopefully these views will start the pendulum swinging back toward a more moderate position. To discuss these trends and how they might affect your business, pick here.
NZ – joint marketing of Pohokura gas
The more rapid than expected decline of the Maui gas field has placed increased pressure on the exploration industry to identify new reserves and bring them to production. The government policy statement indicates that the increasing dependence on a larger number of smaller reserves is likely to require increased coordination within the industry. The discovery of the Pohokura reserve off the north Taranaki coast is therefore very welcome news, although the expected recoverable reserves have been subject to revision. 
The development partners – Shell (48%), Todd Petroleum & Mining (16%) and Preussag Energie (36%) who have since sold their interest to OMV – have argued that joint marketing will be necessary to bring Pohokura to commercial production in the shortened timeframe dictated by the Maui decline.
After applying to the Commerce Commission for permission to jointly market Pohokura gas in what might be considered by some as an uncompetitive arrangement, the Commission has expressed a preliminary view that the benefits of timely development would exceed the potential detriment to future competition. The regulatory conditions included in this preliminary view are….
· The joint marketing authorisation would be limited to 5 years.
· The first gas must be available by February 2006, with full production by 30 June 2006.

· The joint marketing authorization would not apply to any successor organisations.

· The marketing of Pohokura gas would be ring-fenced from the partners other activities.

We will comment further once the Commission releases a final view, probably in July or August this year. 

UK – Scottish & Southern scores Midlands

In a deal worth ₤1,112m, the former Midlands Electricity plc has been purchased by Scottish & Southern Energy (subject to bond-holder approval) in the last of Aquila’s major global exit tactics. This deal marks the further consolidation of the UK distribution industry from 14 separate entities pre-privatisation to just 7 in 2003. The distribution industry is now dominated by LE Group with a 28% share of the market (by customer number), and Scottish & Southern Energy with a 21% share.

Merger synergies are expected to rise to ₤30m per year by the 2005/06 year, in addition to cost savings from re-financing debt.

The deal is thought to have attracted only 4 interested bidders – Scottish & Southern Energy, Macquarie Bank in association with United Utilities plc, YTL Corporation (owner of Wessex Water) and E.On via Powergen. PPL (owner of Western Power Distribution) indicated early on in the proceedings that they were happy with Western’s performance but were not seeking additional investment in the UK.
Two of the major features of this deal are…

· It will be cash-negative for Aquila, as there was only US$70m of equity involved, and Aquila has a US$95m obligation to First Energy (formerly GPU).
· Completion of the purchase depends on the willingness of the holders of the Avon Energy Partner Holdings bonds to accept 86p in the ₤ plus accrued interest.
To download a research report, pick here.
Reader response

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

· 

HYPERLINK "mailto:phil.caffyn@utilityconsultants.co.nz?subject=Issue%20#18 response - Very good"

Very good

· 

HYPERLINK "mailto:phil.caffyn@utilityconsultants.co.nz?subject=Issue%20#18 response - Good"

Good

· 

HYPERLINK "mailto:phil.caffyn@utilityconsultants.co.nz?subject=Issue%20#18 response - Average"

Average

· 

HYPERLINK "mailto:phil.caffyn@utilityconsultants.co.nz?subject=Issue%20#18 response - Poor"

Poor



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#18@utilityconsultants.co.nz
For further information
· 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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