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	US – after the lights come back on

As the lights come back on from Ohio to New Jersey and engineers seek the cause of the biggest black-out ever, the policy makers and legislators seem to have already shifted into overdrive. This article will briefly examine the operational facts, and then consider some of the regulatory issues involved in the present industry arrangement.
The first event appears to have been the tripping of Unit 5 at FirstEnergy’s Eastlake power plant at about 2pm EST on 14 August. It is not clear whether this is related in any way to subsequent events. Over the next hour or so, seven 345kV lines tripped, but again precisely why doesn’t appear to be known yet. What may be significant is that the second of these lines to trip sagged immediately prior to tripping, and the fifth line to trip subsequently re-closed. It also appears that events in this first hour were confined to Ohio before spreading further a field.
Two of the regulatory issues that will almost certainly be under scrutiny are the current push by the FERC for all transmission grids to be operated under the authority of an RTO to facilitate operational and investment efficiencies, and how individual state mandated regulatory regimes might have discouraged investment.
In this particular instance, the 345kV lines involved are owned by American Transmission Systems Inc which is a subsidiary of FirstEnergy that operates within several RTO’s including the Midwest ISO and PJM. ATSI has cascaded the transmission grids owned by FirstEnergy subsidiary companies stretching eastwards from Ohio through Pennsylvania to New Jersey.  The involvement of such an arrangement is almost certain to intensify individual states already-strong opposition to the FERC’s regionalisation plans.
The second issue of whether regulatory regimes might have discouraged investment is likely to be highlighted as utilities will almost certainly be accused of under-investing in transmission assets. Whether the utilities arguments that regulation has discouraged investment will be acknowledged or simply dismissed remains to be seen. Hopefully any emergent regulation will recognise that the redundant capacity already being called for by policy makers must be able to make a risk-adjusted return on capital.
An event of this magnitude will undoubtedly shift the policy and regulatory landscape, so future issues of Pipes & Wires will follow the proceedings.
UK – putting together the fourth price control

Following on from our comments in Pipes & Wires #16, OFWAT has indicated that an “even hand” will be applied to the fourth price control period starting on 1 April 2005 in contrast to the price cuts imposed by the third (current) price control.

OFWAT expects to release its draft determinations in November 2004 and one of the likely expectations is that the water business efficiency gains will be between 1.5% and 3% greater than the whole economies efficiency gains, whilst the sewage business efficiency gains will be between 1.75% and 3.25% greater.

One area that seems a bit fuzzy at the moment (and one which many might argue
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is none of the regulator’s business anyway) is the apparently conflicting expectations of capital structure. On the one hand OFWAT has expressed a preference for an “equity cushion” against external events (with the obvious implication that shareholders rather than customers should take the hit), but on the other hand it has publicly stated that it is up to individual companies to decide on their capital structure. Our view is that if OFWAT has a preference for equity rather than debt, an allowance needs to be made somewhere in the price control process for any increased cost of capital that might arise.

Germany – access costs play out in court

Providing third-party access to an incumbents’ network is a complex issue that has consumed globally eminent economists for years. Key issues include compensating the incumbent for loss of profit, and setting access charges so high that the third-party’s product simply becomes uncompetitive (broadly interpreted in many jurisdictions as abuse of a dominant market position).

Such an access arrangement is being played out in Germany, in which the court in Duesseldorf has granted a request from Stadtwerke Mainz and TEAG to put a hold on the Federal Cartel Office decision that they must reduce their third party access charges. This may well have substantial implications for the other 160 electric utilities in the states of Baden-Wüttemberg and Thuringia which have been requested to “correct” their pricing (refer to Pipes & Wires #16).

Global – what is UNE-P ??

UNE-P stands for Unbundled Network Elements – Platform, and essentially requires an incumbent to sell products to a competitor for that competitor to resell to its own customers. Most of us will be familiar with equivalent forms of competitor access arrangements in the electricity and gas sectors in particular.

As many of us already know, most forms of competitor access don’t seem to fairly address the issue of the incumbents’ loss of profit (certainly not in a way likely to encourage new investment). The sticky point with UNE-P is that often the incumbent must sell its’ products to a competitor at prices below the incumbents’ costs (refer to Pipes & Wires #17 for a discussion of this in the New Zealand context).

This is a real double-whammy - why should a competitor invest in capacity when they can simply demand access to an incumbents’ network, and why would the incumbent bother to invest in new capacity when it might have to be sold to a competitor below cost. How a regulatory regime that discourages new investment can be in the customers’ best interest is certainly not clear.
Czech – the hunted becomes the hunter
Just a few short months ago CEZ was the hunted as the Czech government looked to accelerate its privatisation and market liberalisation programs (Pipes & Wires #5 and #7). More recently CEZ has raised its head as the hunter as the Slovak government re-opens the stalled privatisation of 49% stakes in the nuclear and non-nuclear subsidiaries of indebted utility Slovenske Elektrarne.
Key features of Elektrarne are…
· High debt levels stemming from investment in nuclear capacity.
· Poor operational efficiencies.
· Historically low tariffs.
· Social problems amongst its coal-mining activities.

Surprisingly then, 8 utilities (thought to include E.On, RWE, EdF, British Energy and ENEL) submitted bids at the initial stage although many were only interested in the non-nuclear assets. CEZ, however, appears to have made a vigorous bid that includes the nuclear assets.

CEZ’s strategy is based on the following….
· Eastward-facing expansion, particularly into Poland and Hungary, of which Slovakia is an integral part.

· The fit of Elektrarne’s nuclear and non-nuclear plant with its own.

· It’s detailed knowledge of Elektrarne’s plant from the era of the integrated Czechoslovakia.

Our view is that CEZ (and possibly its counter-part Transgas) could be the one to watch as it seems to be more comfortable than western European utilities with the risk and reward profiles implicit within the former Soviet-bloc utilities.
Aus & NZ – competition in the sky

A key component of obtaining regulatory approval for Qantas Airways to take a 22.5% stake in Air New Zealand is to convince both the ACCC and the Commerce Commission that this will not strengthen their position in the trans-Tasman aviation market. A decision is awaited as this issue of Pipes & Wires goes to print.
Recent reports indicate that this market position will be under pressure from both new entrants and from existing airlines increasing capacity, but in this instance Qantas and Air New Zealand are welcoming increased competition to emphasise that they do not have a dominant market position. Air New Zealand chief executive Ralph Norris recently stated that in the 2003 financial year a small profit was made from trans-Tasman flights for the first time in 5 years only after capacity was cut by 12%. 
Eight existing airlines are likely to increase flights, Air New Zealand’s recently-launched Tasman Express will cut fares by up to 45%, Emirates has already cut fares by 20% and Virgin Blue is threatening to slash fares by up to 40% to make an entry. Air New Zealand is hoping that their lower fares will grow the trans-Tasman market rather than simply re-shuffle market share.
Germany – E.On extends its’ reach

E.On has an established trust with many of Germany’s municipal and regional utilities, and this was recently emphasised by the formation of E.On Westfalen-Weser AG which will have about 650,000 gas and electricity customers and annual revenues of about €1b. E.On Westfalen-Weser was formed from the amalgamation of Elektrizitätswerk Wesertal, Pesag and Elektrizitätswerk Minden-Ravensberg. E.On will own 63%, whilst the remaining 37% will be held amongst 39 municipalities.

A core component of E.On’s strategy seems to be to consolidate its’ stakes in small utilities to release merger synergies and strengthen the competitive position of utilities that would be too small to compete in liberalising energy markets.
Germany – Ruhrgas auctions gas entitlements

One of the regulatory concessions imposed on E.On’s acquisition of Ruhrgas was for Ruhrgas to auction 200,000 GWh of gas entitlements to its competitors in six tranches over the next six years starting by October 2003 at both the Waidhaus and Emden/Bund hubs.

Given that overall demand for gas in Germany is increasing, it was rather surprising that the first of these web-based auctions held late last month resulted in the sale of only 15 blocks of 1,000 GWh each out of a total of 33,000 GWh on offer. This low demand resulted in low auction prices, which surprised most of the participants including Ruhrgas. It is not yet clear whether the unsold blocks will be added to the next auction or whether another auction will be held.

A later comment by Ruhrgas suggested that bidders at the auction didn’t have enough customers to merit purchasing larger blocks of gas. This would seem to put the Federal Cartel Office in the awkward position of having imposed a regulatory concession that appears unworkable in practice. We would take the view that the most apparently obvious solution of requiring Ruhrgas to further reduce its market share would be unfair and would signal an ad-hoc approach to regulation.

UK – British Energy’s woes continue

British Energy plc hovers near the brink of administration if the proposed restructuring does not proceed. Amidst the hype from competing generators and the anti-nuclear lobby we briefly review the shifting industry drivers and strategies that have led to this sorry tale.
It appears four issues are converging to create this woe…

· The UK wholesale price has declined since the introduction of NETA, a slight over capacity, and a downward shuffle in the industry’s cost structure as gas-fired generation increases.
· British Energy’s high fixed cost structure has remained almost constant.
· British Energy’s sale of the SWALEC supply business to Scottish & Southern Energy removed a natural hedge against declining wholesale prices (Pipes & Wires #3 and #4).

· Market and operational difficulties with Bruce Power, the Canadian investment that was thought to hold a brighter future than UK investment  (Pipes & Wires #11)
It was recognised in the 1980’s that nuclear power would probably require some form of subsidy or support. It was originally intended to include the nuclear stations in National Power (which was why National Power was so much bigger than Powergen) but these were removed from the privatisation program at the last minute (and subsequently placed into Nuclear Electric). This issue was again recognised at the privatisation of Nuclear Electric whereupon the Magnox stations were placed in a separate government-owned corporation that would pick up the decommissioning costs (Magnox Electric) whilst the AGR and PWR stations belonging to both Nuclear Electric and Scottish Nuclear (Hunterston & Torness) were allocated to British Energy
EU & US - E.On launches gas expansion strategy
E.On has recently launched its “On Top” strategic review which aims to generate double digit percentage growth in dividends by 2005/06. Implementing this strategy is likely to involve investment of about €28b over the next 3 years to penetrate growth markets and to further complement and integrate recent acquisitions.

A key component of this On Top strategy is a five-pronged assault on the EU and US gas and electricity markets, which are as follows….

· Pan-European gas transport and storage which will be overseen by Ruhrgas, and will focus strongly on privatisation of gas transmission utilities in the former Soviet bloc. 
· Consolidation of the central European distribution & retail energy markets that will be overseen by E.On Energie.
· Strengthening of the Scandinavian market position primarily through Sydkraft which is already in the process of acquiring Graninge.
· Strengthening of the UK market position through Powergen.

· Expansion in the US mid-west through Powergen subsidiary LG&E Energy, although a more long-term view is being taken of this market.
Czech – E.On consolidates its’ position

As we have seen with the formation of E.On Westfalen-Weser AG above and with the merger of Hein Gas, Schleswag and Hanse Gas (Pipes & Wires #15), a core component of E.On’s strategy is creating value from merger synergies. Observation indicates that rather than obtain a 100% stake, E.On tends to obtain controlling stakes in neighboring utilities and then amalgamate them with the agreement of the minority shareholders to release the merger synergies and strengthen competitive positions.
In a recently announced deal that is still subject to anti-trust approval, E.On will pass its minority stakes in ZCE and VCE to CEZ in return for increasing its stake in JME from 45% to 80% and its stake in JCE from 14% to 48% (and will almost certainly then try to gain a controlling stake in JCE). JME and JCE have a common boundary and together supply about 12,000 GWh annually to 1.4m customers. As part of the deal, agreement was also reached that gives CEZ an option on E.On’s 30% stake in SME and 6% stake in SCE.
Completion of these transactions will enable E.On to consolidate its market position across the south of the Czech Republic, western Slovakia (Zapadoslovenska Energetika as), western Hungary (DEDASZ) and eastern Hungary (TITASZ).
Reader response
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