John D Holmes

Ofgem

9 Millibank

London SW1P 3GE

England

11th April 2002

Re: Consultation paper “IGT Charges & Cost of Capital”

Dear Mr. Holmes

Utility Grid Installations Ltd. has reviewed your document and has pleasure on forwarding the following response.

Cost of Capital

Utility Grid Installations Ltd. (UGI) is a subsidiary of Bord Gais Eireann (BGE) a regulated transporter of gas in the Republic of Ireland and a supplier of gas to end-users. As such it is ring fenced from the parent company. It is a small start up company that is dependent on its parent for funding.  We set out below our thoughts on some of these items:

· Cost of debt

· Debt risk premium: in point 2.10 you state that the risks facing IGTs are no greater than other monopoly network companies. However the competition in IGTs is greater than water or electricity distribution companies because the IGTs have to compete to win a site whereas the others do not. The IGTs rating should be influenced by this

· The availability of debt assumes that it will be available at these rates, start up companies will typically be more risky than established ones and will attract a higher cost of debt. We would see the rate at the higher end with a debt risk premium of 3% -4% in the early years reducing down when the business is established.

· Cost of Equity

· Equity Risk Premium: With the volatility in equity markets our analysis has indicated that the ERP is above 4% for the market as a whole that would be in line with the Competition Commission.

· Beta Values:  The comparison of IGTs beta is more appropriate that they should be with Transco and not WOCs. WOCs have legacy networks, are not subject to competition for new business and have a legacy revenue base. IGTs are competing with other IGTs and (to a lesser extent) Transco and have to fund development of their network from very low initial annual revenues.

· Small Company Premium: We support the proposition of a small company premium when an IGT is operationally ring fenced from a parent (e.g. separate office in a separate city). In the early years of formation the IGT will be dependent on the parent for funding and therefore we do not consider that the financial ring-fenced may be appropriate. This could be reviewed as a business develops.

· Other Issues: In the addition to the above, UGI is in a position whereby its parent is not resident in the United Kingdom. BGE is an Irish company and has the Euro as its base currency. Investment in UGI is in the sterling area and therefore the cost of capital has to reflect the currency risk associated therein

· Taxation : The allowance for Corporation Tax is reasonable

· Calculation of WACC: The calculation methodology given is standard

· Gearing

· The gearing of an IGT depends on its state of development. The ability to bear debt is dependent on its future cash flow. Gas infrastructure is a long-term business with recovery over 20 – 25 years. However the funding requirements to operate and develop a network requires significant up-front investment. In the early years this will typically be by means of equity. UGI request that Ofgem keep this in mind in their determination.

· The ability of an IGT to claim interest relief on monies borrowed from its parent (especially a non-resident parent) will be subject to the “Thin Capitalisation” Inland Revenue rules. This will have an impact on the WACC and we request Ofgem to consider this.

NPV Methodology

UGI welcomes the NPV approach and confirms that it applies this in evaluating projects. Our current methodology’s revenue requirement is as follows:
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R  = revenue requirement for the ten year period, year one to year ten inclusive, calculated as follows:
r = the rate of return on relevant assets, which are those assets comprising all of UGI’s pipelines derived from the weighted average cost of capital; 

A0 = opening asset value at the beginning of year 1;

Xt = projected operating and capital expenditures in year t, comprising all projected expenditure related to the pipelines based on assumptions in relation to demand and having regard to international benchmarks and internal efficiency criteria; 

A10 = closing asset value at the end of year 10 of the pipelines computed as opening asset value plus relevant capital expenditure incurred in years 1 to 10 less straight line depreciation; 

K = correction factor, calculated to take account of over and under recovery of costs in previous years.

Our views on the individual questions is as follows:

· A portfolio of projects is our current and preferred method of generating returns

· The time frame is based on depreciating the asset (and recovering cost) over 20 years
· Based on the fact that we have a “K”  adjustment factor we operate an ex post system
· Our charging methodology assures the shipper that any cost under/over recovery will be adjusted in future period’s charges.
· The assets are written off over 20 years in line with the term of the licence, at the end of a charging period, the net book value is brought forward to the next period. At the end of the depreciation period, the IGT will only be allowed a return on the operating costs of operating a network.
Assessment of Risk

· Network Development & Competition

· The main risk is the ability to win sites against other IGTs. Other regulated networks do not face this obstacle and the WACC should reflect this IGTs only growth method is to compete in the open market for new sits.

· Operation & Management of Networks

· The main responsibility that is similar for all IGTs and Transco is the safety responsibility. Whilst IGTs can sub contract this, the responsibility remains the same.

· Charging Structures

· UGI requires that Ofgem ensure that there is a long term stable environment that will allow an IGT earn a reasonable return based on the principles set out above. There must be no barrier to entry to the industry by imposing set prices on the IGTs whilst an IGT is in the early development phase.

· Financial Structure & Ownership

· The time taken to achieve a scale of operation that will allow an IGT raise its own finance needs to be taken into account by Ofgem. UGI accept that the application of premia on the cost of capital will cover this.

UGI conclude that the most efficient way to ensure long term competition in the gas transportation sector is by having an open regime whereby companies are encouraged to invest to achieve a reasonable rate of return. Utility infrastructure is a long-term business and the regulator must send appropriate signals to encourage investment. 

UGI would welcome the opportunity to discuss the content of this paper in a face to face consultation. 

Yours sincerely

___________________________

J. Kavanagh

Utility Grid Installations Ltd.

