Independent Gas Transporter Charges and Cost of Capital

British Gas Trading's Response to Consultation 

British Gas Trading (British Gas) is grateful for the opportunity to comment on OFGEM’s consultation, which seeks views on the reasonable cost of capital for Independent Gas Transporters (IGTs) and the application of this cost of capital to the standard licence condition 4 methodologies and transportation charges.

The response to this consultation document has been formulated from the perspective of British Gas as a user of IGT networks.

We welcome the fact that Ofgem is now conducting a long overdue review of the charging methodologies used by IGTs as referred to in section 3.7 of the consultation document. However we have major concerns over the piecemeal approach being taken by Ofgem in reviewing condition 4 charges separately from condition 4C charges.

We consider that this approach brings unnecessary uncertainty for shippers, investors and customers and would urge OFGEM to set out a clear timetable for a holistic review and suggest that no decision on individual components be taken before its conclusion. 

1. Executive Summary

· British Gas is a strong advocate of competition and believes that sustainable competition for IGT networks provides an important mechanism to grow the gas supply market providing real benefits to customers.


· We believe that setting a realistic cost of capital is essential to ensuring the attractiveness of the market to IGTs.  Levels set too low will effectively arrest competition, an outcome that could be more damaging to the long term development of the gas business than setting a rate that is initially too high. It is important to recognise that network extensions need an appropriate level of reward to balance the risks in order to sustain the level of competition.  If excessive profits are earned as a result of over-charging then OFGEM has recourse to the Competition Act. 

· It is a feature of these businesses that there is considerable pressure to compete for each development (which then becomes a virtual monopoly).  We have concerns that the competitive pressures to win each new development are leading competing IGTs to offer ever increasing discounts to developers while recovering the costs over many years from end user customers.  It is the structure of charges for connections, the services being provided and charges for ongoing transportation services that is in need of review, not solely the overall costs. We would urge OFGEM to undertake a holistic review of the charge setting process.


· British Gas is not convinced that OFGEM’s use of data in respect of small water companies’ and Transco’s cost of capital is an appropriate surrogate on which to base assumptions on IGTs’ cost of capital due to the different risk profile of IGTs.


· British Gas considers that all IGTs, irrespective of their size, share the same level of risks from their demand and construction operations.  The only advantage large companies have over smaller companies may be associated with the ability to mitigate risk through the diversification of activities.  We conclude that all IGTs need a small company equity premium, irrespective whether they form part of a large company since otherwise there will be an implicit cross-subsidy within the group.

· We also note that OFGEM suggests an equity beta in the range of 0.7–1, which compares with that used in Transco’s price control. We consider this to be inappropriate, as IGTs networks are new investments which carry different risks.  We recommend that OFGEM undertake the necessary analysis to determine IGTs equity betas and not to rely on surrogates.  We consider that an equity beta greater than 1 may be justified.

· British Gas believes that Transco should have the opportunity to compete with IGTs on an equal basis.  This could be achieved by allowing Transco to develop network extensions outside the current regulated framework.

· We do not believe that the cost of capital is the appropriate solution to deal with the rural issue.  This is best dealt with elsewhere.

· Finally, British Gas reiterates its view that it is imperative that no decisions are taken on the cost of capital until all aspects of the holistic review of IGTs have been completed. 

2. Introduction 

British Gas is a strong advocate of competition as the primary means of delivering customer benefit, and fully supports the development of competitive markets wherever feasible.  However, the development of competition in building new gas networks must ensure that end users i.e. customers, do actually benefit through competitive prices and improved services.   We believe that competition for the IGT market should be supported and developed.

We do, however, believe that a balance needs to be established in the structure of the IGT market.  On one hand, it is essential for the market to attract and retain new players in order to maintain competitive pressure on Transco.  On the other hand, no IGT should be in a position where its monopoly position is used as a means to levy excessive transportation charges or offer reduced services to the detriment of customers who have no choice about the network to which they are connected. 

British Gas believes that for IGTs to maintain effective, competitive pressure on Transco, adequate financial incentives are an important factor to stimulate the competitive tendering process. There is already strong evidence (within the new housing market) that appropriate incentives currently exist, since IGTs compete strongly for new housing development business within a very vibrant new housing market.  However, we are unable to comment on the returns currently being earned and how these compare with the OFGEM proposals. 

We are aware that there are issues arising from the development of uneconomic and/or infill/rural sites, but consider that these issues are best dealt with outside this consultation.

The attractiveness of the market to IGTs will depend largely upon the level of profit IGTs are allowed to earn.  Whilst we appreciate that there are inherent difficulties in accurately predicting this we see greater risks associated with the level being set too low than too high.  If levels are set too low this will effectively arrest competition, an outcome that British Gas considers to be more detrimental than allowing a rate that may be initially too high with the option to review and revise the rate as necessary under OFGEM’s Competition Act powers.

We are concerned that artificially low connection costs could lead to excessive transportation charges by IGTs. This will result in pressure on suppliers to introduce supplementary charges for end user customers on such networks in order to recover variable costs.  British Gas supports the view that the appropriate cost of capital will inform OFGEM about whether the charges set by IGTs meet the terms of its licence condition of earning a reasonable profit or whether excessive charges arise.

Whilst acknowledging the importance of developing the robust methodology that is required to determine the appropriate cost of capital for IGTs, British Gas has wider concerns regarding the overall charging mechanism. 
Firstly, the obligation for cost reflective charging should ensure that on-going charges reflect operational investment costs and should not include costs that should have been included in the original connection costs.

Secondly, that the capital costs the IGTs are looking to recover for each site are a fair reflection of the cost of actually building the network, taking provision of capacity to allow for future expansion into account.  It is essential not only to define an appropriate cost of capital but also to clearly define the rules on cost allocation.  

While we welcome the fact that OFGEM is now conducting the review of charging methodologies we are concerned about the piecemeal approach.  OFGEM has indicated that there are to be two further consultations on this topic, one on condition 4C and the other on the general principles as referred to in paragraph 3.7 of the consultation document. 

We see this current exercise, to establish the cost of capital that an IGT should realistically be expected to achieve, as an important contribution to addressing the overall charging issue. However, we consider the apparent piecemeal approach brings unnecessary uncertainty for shippers, investors and customers. We strongly recommend that OFGEM undertakes a holistic review of the process, the outcome of which will include a timetable of activities and a statement describing an acceptable balance between the up front charge to the developer and ongoing charges to shippers (and hence to customers).

Finally, we suggest that no decision on individual components be taken before its conclusion.

3. Aims of Regulatory Cost of Capital


Overall there is the need to recognise that IGTs, which in many cases are peripheral to companies’ core concerns will remain in the market only for so long as satisfactory returns can be gained.  British Gas considers that the primary objectives of regulators when setting the allowed cost of capital should be to:


· promote competition for these market developments by ensuring the necessary incentives and opportunities for IGTs to invest


· provide a balanced rate of return to ensure there is sustainable competition for network investment, at a price which is acceptable to end user customers


· achieve cost reflective prices and identify where excessive returns are being made, having given due recognition to the risk profile of these developments.
4. Key Issues


4.1 Small Company Premium


BGT agrees with the principle that IGTs should be allowed to benefit from a small company equity premium.  However, we are concerned that adopting a small company premium figure of 1% (or 0.8% as suggested by OFGEM) based on the findings of the Competition Commission during the Mid Kent Water plc and Sutton and East Surrey Water plc referrals may not be appropriate for IGTs.  We consider that the true small company premium may in fact be higher and outline our arguments in our Appendix 1 which contains the Competition Commission findings related to water companies and discusses why these may not be applicable to IGTs. 

4.2 Ring-fencing 


British Gas agrees with OFGEM that a small company equity premium may also be applicable to IGTs where the IGT forms part of a larger concern.  OFGEM has raised the question of whether a small company equity premium should only apply where the IGT is operationally and financially ring-fenced from its parent company. The implication is that, where this degree of ring-fencing does not exist, the IGT should be expected to benefit from the parent company’s access to cheaper finance.

We do not agree with this premise.  Instead, we consider that the overall cost of capital for a conglomerate company will reflect the risks of the individual elements of the business. The only way in which the overall group structure may affect the riskiness of the cash flows of the individual business is through cross-default provisions, or by using the assets of one business as security against the borrowing of another. In such cases, the implicit value of the guarantees would need to be added to the observed cost of capital. Failure to do so would result in a cross-subsidy between different customers of the overall group.

OFWAT addressed this concern at the last periodic review by granting small company premiums to water companies that were owned by large parent companies on condition that certain ring-fencing licence modifications were accepted.  These conditions included the creation of an independent management Board of Directors for the subsidiary relative to the parent company, with a further condition prohibiting the use of the regulated business's assets as collateral when financing other activities outside of the regulated business. The primary driver for these provisions relates to the safeguarding of the regulated business of the water companies.  The success of such arrangements can be seen in the ability of Wessex Water to continue to function following the collapse of its parent company, Enron, where Enron's creditors have no claim against the water business.

British Gas questions whether such ring-fencing conditions are appropriate for IGTs, which are part of a larger group of companies, operating in a competitive environment.  Whilst acknowledging that there may be some benefit in safeguarding the IGT business against other activities undertaken by the group companies, we have concerns that the imposition of conditions may act as a significant deterrent to new entrants.  Furthermore there are also important dynamic implications. If OFGEM sets a cost of capital based on the ability of parent companies to raise finance then the market may be foreclosed to new entrants looking to set up stand-alone IGT businesses. This may have an adverse impact on the competitiveness of the sector in the longer term.

British Gas considers that all IGTs, irrespective of their size, share the same level of risks from their demand and construction operations.  The only advantage large companies have over smaller companies may be associated with the economies of scale of debt financing.  We therefore conclude that the most appropriate way forward is to allow all IGTs to benefit from a small company equity premium, irrespective whether they form part of a large company.  As with water only companies, we accept that this will benefit those IGTs that can raise debt at a lower level as a result of their parent companies' ability to raise debt at preferential rates and this will translate into increased profitability of the group.  Given the risks involved it can be argued that higher expected profits are required to persuade the parent company to invest its funds in the IGT sector, in the same way as an equity premium is required to induce investors to put funds into a stand-alone IGT.  However, we believe that the adoption of this approach will translate into encouraging sustained competition for these markets.

In addition to this, British Gas believes that it may be beneficial to the competitiveness of the IGT market as a whole to encourage Transco's involvement in the construction of network extensions in competition with IGTs. This could be achieved by allowing Transco to develop these networks outside its regulated business. This would have two benefits, firstly by making Transco’s new business more comparable with IGTs and secondly it would provide more robust information to be used in benchmarking exercises for the regulated business.


4.3 Assessment of Reasonable Returns: Equity Beta and Debt Premium

The question of what constitutes a reasonable return for an IGT business will depend on the risks faced by that type of company, and hence the equity beta and debt premium that should be used when calculating the cost of capital.

We note that in Appendix 1 of this consultation ‘Commercial and Regulatory Environment’  OFGEM outlines its views on four main areas of risk that IGTs may be exposed to.  These comprise:

· Network development and competition

· Operation and management of networks

· Charging structures and cost recovery

· Financial structure and ownership

Based on this risk assessment, OFGEM considers that IGTs would be able to retain an investment-grade credit rating in the range BBB+ to BBB–, implying a range of 2–3% for the debt risk premium, given the present pattern of yields on government and corporate debt. British Gas notes that the cost of debt is higher than the range of 1.5–1.9% that was used for Transco and consider OFGEM’s proposals to be fair. 

We also note that in terms of the cost of equity, OFGEM suggests an equity beta in the range of 0.7–1.  This compares with an equity beta of 1 used for Transco’s price control, and would indicate that the market risks for IGTs and Transco are similar.  This suggests that OFGEM views IGTs as relatively low-risk undertakings, with the equity beta range exactly matching the Competition Commission conclusions of the risks faced by the water sector examples mentioned above. We consider this to be inconsistent, as IGTs are new business which carry different risks from established water companies and Transco. 
We would also question OFGEM’s argument that the volume risks are mitigated by the fact that, once constructed, the IGTs will operate a monopoly.  We do not question the monopoly status of the network even with the recent removal of geographical exclusivity, given the likely cost of replicating it.  However, it is the uncertainty surrounding the future delivered volume which increases the risk and makes IGTs fundamentally different from established networks such as water only companies and Transco.

We accept that individual IGTs have the ability to select the networks for which they bid, making commercial decisions about their involvement in higher risk networks. For the IGT industry as a whole, however, the cost of capital still needs to be high enough to reward investors for funding the construction of marginal networks. 
We recommend that OFGEM undertake the necessary analysis to determine IGTs equity betas and not to rely on surrogates.  We consider that an equity beta greater than 1 may be justified.

4.4 Measuring Reasonable Profit

British Gas considers that profit equates to the rate of return earned over the life of the assets, where the rate of return is defined by the operating profit over the replacement cost.  Where this rate of return equals the cost of capital then no excessive profit will have been made.  Where the return is above the cost of capital then excessive profits will have been made.  In order for an assessment to be robust the cost of capital must accurately reflect the risks involved in competing in a particular sector.
It is important to note that this assessment must be taken at the industry level and not for individual IGTs.  A competitive market is comprised of winners and losers who are differentiated from each other by the levels of profit they achieve.  For example, in the telecom sector the fact that Vodaphone earns a significantly higher rate of return than say One-to-One does not indicate that Vodaphone is earning excessive profits as long as the sector average returns equal the cost of capital.

We acknowledge that inter company comparisons would be required to guard against IGTs setting charges unduly above actual costs and claiming that they are one of the more efficient companies that should earn above the cost of capital. 

5. Main Issues for Consideration

The overall approach to establishing the cost of capital described in chapter 2.  In general we agree with the overall approach as outlined in chapter 2, however we do have concerns which are contained in the above sections.

Whether the assumptions of a 25 to 50 per cent range for gearing is reasonable.  British Gas agrees that the IGTs have limited potential for gearing up and that 25% to 50% may be appropriate for established companies.  However we do have concerns that the range identified, which is based on small water companies, may still be too high to encourage new entrants to the market.  The IGT market requires significant capital investment in the early years of a project on which a return is earned in later years.  For a potential new entrant, equity financing of the initial period may be preferable to debt as the relatively low cash flows reduce the opportunity for sustaining interest repayments. We believe that it is important for OFGEM to create the financial environment, which encourages new entrants into the market, and the range must reflect that which is most efficient and provide this incentive. 
The cost of debt finance and in particular the 2 to 3 percentage point range for the debt risk premium. We have argued previously that the risks facing the IGTs may be greater than other monopoly network companies and that this will impact upon the cost of debt as well as that of equity.  The 2% to 3% range appears about right, however, we would prefer to see further evidence on how this range was derived.  Furthermore, British Gas believes that the size of a business may affect the cost of debt as well as the cost of equity.

Small Company Debt Premium

In general, academic literature does tend to suggest that small companies pay higher borrowing costs. According to Heaton (1998), this difference could be as high as 1–2%.  We believe that in ‘Prospects for Prices’ OFWAT set a useful precedent by suggested that the size of this premium might be an additional 0.3% on the cost of debt.

The range for equity beta.  As mentioned above we consider that the risks facing the IGTs may be greater than other monopoly network companies and the adoption of Transco’s, or small water companies’ equity beta range probably underestimates the actual risks faced by IGT companies, whose beta may in fact be greater than 1.

Whether it is appropriate to allow a small company equity premium to IGTs and if so under what circumstances or conditions  For the reasons stated in section 3.1, British Gas considers that a small company premium is not only appropriate for small and ring-fenced IGTs but would also extend this to IGTs that form part of larger concerns. 

Whether the allowance for corporation tax in the cost of capital calculations is reasonable.  No comment.

The calculations of real pre-tax WACC set out in table 1

British Gas’ views on the real pre-tax WACC are outlined in section 3.


Whether an NPV test would provide the most appropriate basis for assessing if profits or returns are reasonable and

The factors set out in paragraph 3.6 relating to the specification of NPV tests

British Gas considers that there are merits in using the NPV test in preference to the IRR method and offer the following comments:


· Although ideally individual projects should be used to assess returns, the practical reality is that this is not possible and returns are best determined across each IGT’s portfolio of projects.  However, to assess whether excessive returns are being earned in the IGT sector it is important that this assessment is taken initially at the industry level and not for individual IGTs.

· The time period should reflect the life of the assets and as projects tend to involve building networks, the problems associated with multi-life assets will be limited.

· We consider that the NPV test should be applied ex ante.  Tests on individual projects would provide strong incentives for efficiency out-performance.  Individual companies are subject compliance with the Competition Act to deter excessive margins from being earned.

· For an NPV test to be undertaken requires an assessment of initial and terminal market value.  We recommend that the initial asset value for each IGT is based on net Modern Equivalent Asset replacement cost.

· Given the flexibility of the proposed structure OFGEM will have an important monitoring role which will need to be supported by a higher level of audit.  However, it would seem appropriate that the nature of any audit proposals be determined as a result of the holistic review of IGTs and not solely from this consultation.

The assessment of the risks facing IGTs from commercial and regulatory arrangements, as set out in appendix 1.

We accept that IGTs have the ability to reduce risk by changing price.  However this flexibility may not be enough to mitigate all risk.

Appendix 1. Small Company Premium 

Comments on the applicability of basing the IGTs small company premium on the Competition Commission determination of the Mid Kent Water and Sutton and East Surrey Water referrals.

Academic literature on the performance of small companies relative to large companies in the USA and the UK appears consistent with the 2–5% premium range in the cost of equity for small companies. For companies in the lowest five or six deciles of the stock exchange, the long-term evidence suggests a premium of around 3% relative to the largest companies.

Although academic literature has demonstrated that a ‘small-company effect’ is present in the returns data, it has been less successful in pinpointing the exact reason for the higher returns required on smaller stocks. A number of arguments have been developed, however, as follows:

· the characteristic of small size may affect returns' expectations through factors such as the liquidity premium;

· small firms may have higher beta risks than those of larger companies;

· low market value (along with other characteristics) might be a proxy for distress, and distressed firms are likely to be more sensitive to certain business-cycle factors;

· economies of scale in issuing equity will tend to make equity more expensive for smaller companies; and

there may be greater agency costs for small companies, given that such companies are more likely to have superior information relative to the market.

For the 2001 water companies’ price control review referrals, the Competition Commission noted three reasons why small companies may have a higher cost of equity, these were:


· Small companies are higher risk


· There is less public information available about small companies, causing investors interested in smaller companies to incur additional information costs which would need to be compensated by higher returns


· Trading in small company shares is less liquid, leading to higher transaction costs and also potentially making small company shares less attractive to institutions.  

The commission argued that, in respect of the first two issues, for small water companies there were no grounds for an additional premium.  Regarding risk, data currently available for the water sector does not suggest that smaller water companies have higher beta risks than the water sector as a whole.  

Regarding the availability of information, the commission concluded that small water companies are much less difficult to value than other small companies due to their having a regulatory capital value.  While we have not investigated the level of information available for IGTs per se, we suspect that information is less readily available, and of a lower quality, compared to the water sector.

However, the Commission did acknowledge that the lower market liquidity normally associated with the smaller water companies, manifested in a bid/ask spread of about 6% compared with 0.5% of large water companies, translated in additional transaction costs equivalent to about 1% per year.  The Commission concluded that the returns on the shares would need to be 1% higher to compensate investors for the extra costs and it was this lower liquidity in trading of shares which justified a 1% small company equity premium.

Conclusions

Given that the deliberations of the Commission were specifically related to smaller water companies, we would question the validity of translating these findings directly to IGTs because of the very different factors that will go towards informing the views of prospective investors.  We are of the opinion, therefore, that the magnitude of the small company equity premium for IGTs warrants further investigation.

In the absence of such an investigation, however, we consider that elements of company risk, dismissed by the Commission as not applicable to small water companies, may in fact apply to IGTs.  This is likely to result in a higher premium than that arrived at by the Competition Commission for the water sector.

