East Midlands Pipelines Ltd

Mr John Holmes

Office of Gas and Electricity Markets

9 Millbank

London

SW1P 3GE

12 April 2002

Dear John

Re: Independent Gas Transporter Charges Cost of Capital

Thank you for the opportunity to comment on the above consultation document.  This letter sets out the views of East Midlands Pipelines Ltd.

As a general comment on this process we would suggest that this would be an appropriate time for a wider debate on this issue across the utility industry. Although the Capital Asset Pricing Model (CAPM) is that which is most widely used in the industry, it is by no means the only model available and would suggest that these also be considered. Some of the issues which have been raised include the use of the CAPM with unquoted entities, poor beta statistical correlation’s, and uncertainty over the equity risk premium.   We believe that whichever model is applied it is unlikely to provide a definitive answer, alternative models may be based upon differing assumptions produce differing outcomes.

Comparison of settlements in a number of regulated industries over the past few years shows a significant disparity between regulators, which cannot be explained by specific industry characteristics. This lack of consistency is reflected in the National Audit Office Pipes and Wires report, which suggests that “The Regulators intend to commission research into the cost of capital issues across regulated industries. The Regulators should take this opportunity to develop further consistency”. We strongly support this view and believe that it is premature to come to conclusions in advance of that wider debate and development of increased consistency. 

With regard to the issue of gearing, we believe that the level of gearing should be appropriate to the ability of the business to borrow in the debt market, rather than on the size of the parent company or group.  On the whole, Independent Gas Transporters (iGTs) are small businesses with limited assets against which to secure debt financing.  A suggested range for the debt risk premium of 2-3% is clearly based on the investment grade of a utility at group level.  Relatively new and un-rated iGTs will not be able to command such low premia, we suggest that for iGTs the debt risk premium is more likely to be in the range of 4-5%.

We would also suggest that the comparison made with Transco is largely inappropriate, as the businesses are fundamentally different in a number of areas, for example, size, market and age of network.

We support the application of a small company equity premium to iGTs, and agree that the allowance made for corporation tax in the calculation appears to be reasonable.  We have no issues to raise regarding the method of calculation of the real pre-tax WACC as set out in table 1.

We are concerned however that a NPV test would prove to be an administrative burden.  In the National Audit Office’s recent Pipes and Wires report, it was suggested that a NPV test may be an information burden, we agree that the use of financial accounts may be more appropriate. Further clarity on how the NPV test would be applied would also be important.

We would also argue that iGTs face a number of significant risks to their operations, not least, that associated with gas safety at the point of supply, and the uncertainty generated by the regulatory and price review process.

We would be happy to work with Ofgem and are keen to discuss this issue further.  Should you have any queries or wish to discuss any aspect of this letter in more detail please telephone me on the number in the letterhead.

Yours sincerely
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Paul Eveleigh

Commercial and Regulatory Manager

East Midlands Electricity
T: 01332 393302  
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East Midlands Airport
W: www.eme.co.uk

Castle Donington


DE74 2TU


East Midlands Pipelines Limited. Registered in England and Wales No. 2528816. Registered office: CityPoint, 1 Ropemaker Street, London EC2Y 9HT

