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	NZ – introducing financial transmission rights
Several previous articles have discussed generation issues that contribute to market-wide wholesale price risk. This article discusses the finite capacity of transmission lines and how this can superimpose localised variations and risk on to this market-wide risk.
This finite capacity can cause constraints or congestion that can, in turn, create localised pockets of generator market dominance, forcing prices up. For a more detailed discussion of this effect pick the link to read “Power pricing when markets don’t quite work” in Pipes & Wires #3.
Financial transmission rights (FTR’s) are financial instruments that entitle the owner of the FTR to collect (or pay) “congestion rents” on specific transmission lines. This allows generators to mitigate the superimposed variations in price caused by transmission constraints. The most usual means of deploying FTR’s is for the transmission entity to auction them.
The NZ Government has recently published its policy expectations in regard to FTR’s, with a key objective being correct signalling of where new transmission investment is required. For more information pick here.
NZ – toll roads emerge

A bill presently before the NZ Government embodies a policy framework that will provide for toll roads within heavily regulated and scrutinised Public – Private Partnership (PPP) arrangements. As well as being commercially robust, each proposal will need to fulfil a raft of social, economic, environmental and government policy criteria. Four of the more salient features of the emerging policy are…
	· A free alternative route to the toll road must exist.

· The role of the private sector will essentially be limited to that of passive investor – responsibility for providing roads will still lie with the traditional authorities.

· All the commercial risk has to lie with the private sector (what the private sectors’ reward profile might look like in order to compensate them for bearing this risk is not clear at all).

· The minister is not duty bound to approve a proposal even if it does meet all of the a priori specified criteria.

Given the above features, it is hard to imagine a high degree of private sector interest emerging. For more information pick here.
Deregulation – what makes Texas different ??
A key driver of success or failure in deregulating an electricity market is how wholesale price risk is managed - how much risk there is and who ends up carrying it.
Not only did the market structure in California have a lot of underlying risk because of the shortfall in capacity, the requirement to divest either generation or supply created a lot of additional risk that was not easily hedged. Moreover this risk had to lie with the suppliers (such as PG&E and SoCalEd) because retail tariffs were capped. The key features of the deregulating market in Texas are, however, very different…
· Texas has built 37 new power stations since 1995 to keep up with demand growth estimated at 6.5% per year (California hasn’t built any new plant since about 1992).
· Suppliers will be able to retain up to a 20% share of the generation market in their specific supply areas 
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	(California required total exit of either generation or supply).
· Suppliers will be allowed to manage wholesale price risk with medium and long-term hedges, which was prohibited in California.

· Because the transmission grids in Texas don’t enter other states, they can be bought under the jurisdiction of a single agency (ERCOT) instead of also being subject to the FERC.
· A default price will be in place for only 5 years, and will be set high enough to encourage new generation but low enough to provide benefits for customers who remain with the supplier of last resort (a feature borrowed from Pennsylvania’s success).
Rail – subsidies and externalities
Victoria’s trains and trams were privatised by the Liberal Government in 1999 under an arrangement which franchised transport operations to private companies. National Express Group was the successful tenderer for the M-Train, M-Tram and V-Line Passenger franchises, but has recently abandoned its services, which have been placed into receivership by the Victorian government. Options for restructuring the public transport system include assigning these services to the franchise holders of Connex and Yarra Trams.
The viability of rail transport has been discussed in issues #5, #8 and #9 of Pipes & Wires and a common theme of government subsidies emerges, although in the UK case it was the tracks business that was subsidised, not the transport operations. Certainly in these two cases it would appear that the free market will not provide for full cost recovery.

This strongly suggests that public transport has huge externalities such as roading expenditure, water and air pollution, safety and congestion. A recent TV program
	commented that if London didn’t have  underground rail every street would be need to be 7 lanes wide and every building would need to be a car-park – and that is only 1 of the many externalities. When considered in light of such externalities, subsidies appear to have a high benefit-to-cost ratio.
Perhaps the lesson here is that privatised rail will still need some form of government subsidy which should be included in the business model from the start. 
Re-thinking electricity transmission (Part 1)

Transmission can be competitive in many cases … multiple transmission paths exist between many nodes, many with surplus capacity. This suggests a whole new paradigm from thinking of transmission as a simple one-way down-hill path from the generator to the customer that should be run on a cost-plus basis.

This article is the first of three in which we will examine some of the more exciting things that have happened in the world of transmission. Part one below will look at a few policy shifts and structural changes. Part two will examine a few recent industry responses. Part three will formalise the broader tactics that can be used to identify and capture value from transmission grids.

A few policy and regulatory level happenings provide a good context for this discussion…

· The FERC’s wishes for control of utility transmission grids to be operated on a regional basis to streamline operations and facilitate transparent access.

· Increased attention to transmission grid characteristics that contribute to wholesale price variations, including better signalling of congestion.

· Interconnection of localised grids providing better utilisation
	of generation and greater supply security.
· An increasing willingness of many state-owned transmission utilities to let private sector players take the risk of new capacity as markets become less certain.

· A lack of understanding of the true value of emerging transmission products by incumbent owners.
E.On  – the long road to success

As acquisitions become more global, the requirements of an increasing number of regulatory jurisdictions must be complied with. In Pipes & Wires #9 we examined the regulatory requirements that E.On had to comply with to complete the acquisition of Powergen plc, namely compliance with the (United States) Electric Power Holding Companies Act 1935 in regard to LG&E.

In this article we examine E.On’s regulatory strategy in regard to Ruhrgas AG, but first we examine the strategic importance of both of these acquisitions. Powergen is now the dominant supplier in the UK as well as having a beach-head in the US, whilst Ruhrgas has a 60% share of the West German gas market, but more importantly also has a shareholding in Russia’s OAO Gazprom which supplies about 20% of western Europe’s gas. Moreover, gas consumption in West Germany is expected to rise over the next decade, especially as gas-fired generation is substituted for withdrawn nuclear capacity. So … Ruhrgas is definitely worth fighting for.

The regulatory issue arises because E.On already has a 60% share of the West German gas market and its intended acquisition of Ruhrgas would take this to about 95%. So far E.On’s regulatory strategy has involved the following steps.

· Applying (unsuccessfully) to the Federal Cartel Office for approval to acquire 100% of Ruhrgas.

· Successfully appealing to the Economics Ministry in regard to the Office’s initial rejection of the bid.


	· Having a court injunction issued against this successful appeal.

· Having the Ministry hold a second set of hearings and affirming its original approval for E.On to proceed albeit with a new set of conditions.

· Having the court affirm its’ earlier injunction on the basis that the Ministry’s second approval was unlawful (apparently based on the substance of the acquisition and not merely on process).

Surprisingly E.On doesn’t appear to have offered any concessions such as selling its stakes in the smaller utilities and undertaking to maintain its market share at less than 60%. With virtually all legal avenues to Ruhrgas now blocked, E.On is already thinking of other ways to spend its’ €40b war chest.

Czech – CEZ battles the anti-trust ruling
Issues #5 and #7 briefly outlined the initially planned privatisation program which didn’t proceed.
In an effort to increase the attractiveness of the industry, the government approved the sale of its majority stakes in distributors STE, VCE, SCE, ZCE and SME to Gen-Tran utility CEZ in return for CEZ transferring a 66% stake in the transmission utility CEPS to the government. This would create a strongly integrated generation and supply company with but with a fairly independent transmission company.

However the antimonopoly office UOHS has required the following additional concessions to be made in a decision that took CEZ by surprise…

· CEZ would be required to sell all of CEPS, not just the intended 66% stake.
· The government must sell its minority stakes in distributors JME, JCE and PRE.
	· CEZ must on-sell all of its’ stake in any one of STE, VCE, SCE, ZCE or SME.

CEZ has already stated its’ intention to appeal the additional concessions.
NZ – electricity lines price control

The Commerce Commission has released its draft decisions on regulation of electricity lines businesses. The draft decision embraces two key areas – “price control” and asset valuation, which we discuss in detail below.

The area of “price control” will embrace 3 components within a 5 year regulatory control period starting on 1 April 2003 (1 July 2003 for Transpower)…

· A price path threshold.

· A supply quality threshold.

· An excess profit threshold. 

So, firstly average line prices will be constrained to CPI-X for each of the 5 years of the  control period. It is expected that X will be set at about 5%, so in broad terms line charges will need to fall by about 3.5% to 4% each year.
Secondly, quality of supply will be assessed using measures such as SAIDI, CAIDI, number of faults per 100km, supply not restored after 3 hours etc. The standard here will be a “material deterioration” in supply quality.
Thirdly, profit will be assessed through publication and analysis of regulatory accounts. The measure will be accumulated profit in excess of a WACC-based ROI over the 5 year control period. It is possible that this provision may be removed after the first control period if it becomes apparent that the downward price path has eliminated excess profits.
The original proposal from the Commerce Commission included
	an efficiency threshold that has been omitted from the draft decision. 

Certainly a “price control” regime that constrains 3 dimensions of the business model is a substantial departure from current incentive regulation that limits prices only. It also appears that this regime would limit rewards as any incentive to create efficiencies will be constrained by the accumulated profit criteria.
An interesting view has also been taken with valuation – a lines business will be permitted to use either ODV or Historical Cost (HC), but must then stick with the chosen methodology. HC has the added catch that it will be deemed to be the ODV on 1 April 2003. This will eliminate the problem of calculating the true HC, and will also remove any advantage that could be gained from the HC being greater than the ODV.
The draft determination goes to great lengths to state that it does not consider ODV to be a superior methodology (nor that the MED’s prescription of the ODV methodology is anyway superior), but rather that ODV best meets the immediate purpose of a targeted control regime.
How this is likely to drive further mergers of lines businesses is not yet clear – it could be argued that downward pressure on prices will force smaller lines businesses to merge, or it could be argued that the prohibition on excess profits will remove the incentive to merge … a kind of a “two steps forward and two back, rather than two steps forward and one back”.
For further information pick here. To download the draft decision, pick here.

Aus – a different model for the gas pipes
Most pipes & wires businesses are subject to some form of price, revenue or profit control to protect customer’s interests in the absence of contestability. Because Tasmania does not yet have piped gas, the state government initiated a unique approach to develop a very different

	dimension of contestability to the gas pipes industry to ensure that long term development of the infrastructure is supported.

The state government called for proposals to build, own and operate a state-wide gas network under a 5 year franchise arrangement. The arrangement would initially have one owner of the gas network (for the franchised 5 year period) with open access arrangements for multiple retailers to encourage
market competitive behaviour. It is understood that the network owner will not retail the gas to ensure that non-discriminatory retailing occurs. Other gas network owners would have open access to invest in the industry after this 5 year period.  It was initially proposed to allow proposals to include roll-out of broadband, although not as a core component of the proposal.
What makes this process so different is that it allows the initial tariffs to be set by a contestable market processes rather than having a regulator investigate building block costs to impose various conditions. The approach encourages infrastructure investment in the sector and allows for full management accountability and future planning to rest with the investing company. The state government has recently announced that Powerco of New Zealand was the submitter of the successful proposal.

Ontario – the battle for Bruce Power heats up
British Energy’s domestic woes have forced it to sell its 82.4% stake in Bruce Power, which was valued at between C$1.5b and C$2b (although it later emerged that significant investment would be required to achieve this valuation). Given British Energy’s
	tight timeframe to complete a deal, such a high price seemed unlikely. Initial interest included 15% stakeholder Cameco Corp  and TransCanada PipeLines.

A major issue surrounding this deal is the Canadian Nuclear Safety Commission’s refusal to allow two laid-up units to be refuelled until Bruce Power’s financial position strengthens.

The final sale of a 79.8% stake to a consortium including Cameco and TransCanada and a 2.6% stake to a group of trade union pension funds netted British energy C$770m, a figure well below the initially expected price.

The sale of the 79.8% stake represents significant forward integration steps for both Cameco (from a core activity of Uranium mining) and TransCanada (from their competencies in gas & coal fired generation). This has been identified as a key risk, but is one which would be softened if key operations people remain with Bruce Power.
NZ – Watercare wants to retail
Watercare Services Ltd owns and operates Auckland’s bulk water supply and most of the wastewater treatment assets. The empowering legislation initially vested the assets with the Auckland Regional Services Trust as the successor to the ARC, and subsequently transferred the shares to the six customer councils. The empowering legislation prevented Watercare from performing any activities other than owning and operating bulk water supply and wastewater treatment assets.
In the recent review of Auckland’s water supply (refer to Pipes & Wires #10) Watercare supported complete vertical integration but
	the six shareholding councils rejected it outright. Watercare then lobbied unsuccessfully for the Local Government Bill to provide for an increased scope of activity with a view to immediate retail and eventual total vertical integration.
Had Watercare been successful in increasing its permitted scope of activities, a possible industry structure for Auckland would have been to have Watercare doing everything except owning the local distribution assets. This would effectively turn the shareholding councils’ activities into pipes businesses with little or no customer contact.

In the absence of a competitive market for the core water product, it probably needs to be asked what exactly is a retail business - our view is that it is just back office functions, so unless any horizontal consolidation occurs there is probably little to be gained.
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
· Very good
· Good
· Average
· Poor
Please feel free to add any additional comments in the body of the email.
For further information
· To see our range of advisory services pick here.

· To request a profile of our recent projects pick here.
· To see our collection of conference papers, research reports and industry slide shows pick here.
· For back issues of Pipes & Wires, pick here.
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