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Independent Gas Transporter Charges and Cost of Capital

Introduction

This paper makes general comments on the degree to which the interests of customers are protected by the current IGT charging regime and then provides specific comments on the issues raised in the Ofgem consultation paper.

The Effectiveness of the Current Regime

We are concerned that the current regime does not operate in the interests of customers, their suppliers and shippers.  Instead, competition between IGTs to secure sites from developers creates an incentive to reduce upfront connection charges.  In particular, the Condition 4C arrangements provide a cost recovery mechanism from shippers and their suppliers, who are obliged to supply any end consumers on request.  The outcome is that IGTs can cross subsidise connection charges with subsequent transportation revenues.  This system works to the benefit of property developers, who incur lower connection charges, and the IGTs who can undercut Transco and gain business at no extra risk.

The lack of relevant objectives for Condition 4C charges means that the main counter to an IGT abusing its monopoly position is rooted in Ofgem's Competition Act powers.  There is no guarantee, however, that the returns from these charges would support claims of excessive or onerous pricing.  With transportation costs making up 35-40% of a typical customer's bill, it would appear that customers are in need of further protection.  One possible avenue is to modify the gas transportation licence so that Condition 4C charges are subject to the relevant objectives identified in Condition 4A.

Aside of the additional direct costs from IGTs, suppliers and shippers also incur significant additional costs to develop systems and operate manual workarounds arising from IGTs’ differing practices and Network Codes.  Suppliers and shippers have been talking with IGTs for well over two years on these operational issues.  Even so, “front end” MPR/address validation data is not available when confirming IGT sites and we do not have an appropriate robust electronic method of file communication across all IGTs.  Suppliers have licence obligations to supply customers on IGTs and cannot walk away from this situation, which will get more complex with the introduction of metering competition.  Unless there are prompt improvements to the service received by suppliers and their shippers, serious consideration will need to given to whether IGTs are complying with their statutory duty to facilitate competition in the supply of gas.

Specific comments on IGT transportation costs
IGT charges can be significantly higher than Transco's, particularly where the Condition 4C regime is applied.  An assessment of a sample of IGT charges indicated that they were at least 20% higher, and could be as much as 75% higher, than the equivalent charges from Transco.  Our analysis indicated that, on average, IGT charges to shippers have been £30 per year higher and suppliers are increasingly applying premiums to customers supplied on IGT networks to cover this.

IGT costs to shippers frequently are site-specific and vary more widely than charges from Transco.  This variability places additional risks on suppliers, who are obliged to satisfy customers on these networks when they ask for supply.  Additional complications from site-specific charging leads to much greater complexity for customer service, billing and settlements departments.

Issues raised in Ofgem's consultation paper
We believe that the general principle to apply is that customers should be entitled to the same protection on IGT networks as they receive on other distribution and transportation networks.  As a longer-term goal, therefore, we believe that serious consideration needs to be given to the introduction of explicit price controls as IGT businesses mature.  Our comments on the specific issues raised in the paper are made with this in mind.

The overall approach to establishing the cost of capital
We believe that the issue to consider is what is the approach adopted by the external financiers of these enterprises.  Previous exercises by Ofgem have illustrated that CAPM is used more widely in the City for this sector at present , so we support the approach taken for this exercise.

Whether the assumption of a 25- 50% range for gearing is reasonable
We are not convinced that larger networks should be able to sustain a higher proportion of debt than IGTs.  The monopoly position of an IGT means that the main threat to revenues would arise if no one moved into new properties -- a situation that the IGTs’ developer customers have a stronger incentive to manage and avoid.  If anything, the security of revenues for an IGT is higher than for an established network, as new sites are more likely to be occupied and generating revenues, while Transco's network is subject to some redundancy when sites are  closed down.  We believe that a gearing of 62.5%, as used to Transco, would be reasonable and that the 25 to 50% range is unduly generous.
The cost of debt finance and in particular the 2-3% range for the debt risk premium
We believe that this range is too high.  The two to three percent range identifiable from the markets applies to companies who have to operate in competitive markets and do not have subsequent monopoly rights to revenues.  In addition, capital is only required once business has been won from developers, meaning that, while there are cash flow issues, the lifetime revenues from the development are low-risk.  As stated elsewhere in the Ofgem paper, we agree that the risks on IGTs are no greater than for other monopoly businesses, and would advocate the use of the 1.5-1.9% range identified for Transco and by the Competition Commission.

The range for equity beta
There is a fundamental trade-off between gearing and equity beta.  On the basis that our argument for a higher level of gearing is accepted, we would accept an equity beta of 1 for these enterprises.  Lower levels of gearing should reduce the equity risk and so should only command equity beta values at the lower end of the range.

Whether it is appropriate to allow a small company equity premium to IGTs and if so under what circumstances or conditions
As the paper identifies, most IGTs are part of large groups and explicit ring fences are not in place.  In these circumstances, a small company equity premium is not appropriate.  We consider that a company would have to both be small enough and accept a regulatory ring fence to justify the application of the small company equity premium.

Whether the allowance for corporation tax in the cost of capital calculations is reasonable
We understand the approach adopted is the same as that used for other networks.

The calculations of real pre-tax WACC
The outcomes of our comments are summarised in the table below.

	
	Without Small Co. Premium
	With Small Co. Premium

	Cost of debt

Risk Free Rate (%)

Debt risk premium (%)

Cost of debt (%)

Cost of equity

Risk free rate (%)

Equity risk premium for the market (%)

Gearing

Equity beta

Small company premium (%)

Post tax cost of equity (%)

Taxation adjustment (multiplier)

Pre-tax cost of equity (%0

Real pre-tax WACC (%)


	2.75

2

4.75

2.75

3.5

62.5%

1

0

6.25

1.43

8.9

6.3


	2.75

2

4.75

2.75

3.5

62.5%

1

0.8

7.05

1.43

10.1

6.7




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

We concur with the comments made in the document that return on capital employed can be distorted by historical patterns and that the value of funds flow analysis is undermined by the need to hypothecate costs to IGT activities.  NPV tests also require the exercise of judgment in a number of areas, but have a fundamental strength of assessing cash flows and appear to provide the most appropriate basis of assessment.

The factors set out in para 3.6 relating to the specification of NPV tests
We consider that any test should be seeking to reflect the business reality for an IGT.  Our expectation is that, from the perspective of the senior managers and of the financiers of an IGT, the business is run as a portfolio of projects.  Consequently, cash flows will be looked at in aggregate, while control mechanisms within IGTs are likely to be able to review the costs associated with specific projects.  We would suggest, therefore, that any test adopts the portfolio approach, but retains the ability to audit specific projects.

In specifying any test, it is important to ensure that there are incentives available.  We would therefore suggest that an ex-ante approach is adopted, consistent with the regulatory approach to other network operators.

In defining costs and revenues, it is important that connections costs and charges are identified rigorously to minimise the potential for cross subsidy.  Our understanding is that actual costs, projections and benchmarks all form part of assessing the cost base for other network operators and see no reason why IGTs should be treated differently.  Similarly, Ofgem's power to audit IGT data should be consistent with that applied for other network operators.

Time periods, asset values and terminal values are closely linked.  As IGT networks expand and become more mature, terminal values and the quantity of assets not specifically associated with any single connection will become increasingly important parts of IGT balance sheets.  Under these circumstances, and reinforcing the portfolio approach, we would suggest that, to the extent that project specific charges are deemed necessary, they should exist for no more than ten years, after which the terminal value could be absorbed into a more general price control regime.  This provides an incentive to the IGT in the early days of the any scheme, while providing increasing protection to customers as time goes on.

The assessment of the risks facing IGT is from commercial and regulatory arrangements
In general, we agree with the analysis, however we are uncertain about the references made to revenue volatility.  Once connected and in line with their monopoly status, we consider that revenues for IGTs from any particular development will then generally be stable, possibly more so than for Transco.  We would accept that IGTs could be subject to cash flow volatility, but concur with the analysis that a well-run IGT should be in a position to manage this, possibly through seeking higher upfront connection charges from developers.

