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A.
Introduction

The Consultation Paper seeks views on the reasonable cost of capital for Independent Gas Transporters (“IGTs”) and the application of this cost of capital to standard licence condition 4 charging methodologies for transportation charges.  This submission sets out the SP Gas Ltd. (“SPG”) response.  In summary:-

(a)
SPG believes that the suggested approach on establishing the cost of capital described in Chapter 2 of the Consultation Paper is inappropriate and underestimates the true cost of capital for an IGT;

(b)
a more appropriate mechanism to protect the interests of customers and to ensure that IGTs do not earn more than “a reasonable profit” would be to impose a price cap on IGTs transportation charges capping their charges at the same price cap as Transco’s transportation charges, at least while IGTs build up their networks and acquire market share.  This mechanism would protect consumers by ensuring they are not charged more than they would be if Transco were the sole transporter and at the same time would encourage competition by allowing IGTs to finance their activities and thereby allow them to compete with Transco.  

The reasons for these conclusions are set out below.

B.
The IGT Market and inappropriateness of Ofgem’s Benchmark Reports

Differences between Water-only Companies, Transco and IGTs

In order to assess a reasonable real cost of capital for IGTs, the Consultation Paper takes into account evidence set out in the Competition Commission’s 2000 report on two water-only companies (WOCs) and Ofgem’s September 2001 Transco price control review final proposals document (“WOC Report” and “Transco Review” respectively).  Ofgem believes that the WOC Report is relevant because it considered the cost of capital for two relatively small water companies and given that IGTs are generally small enterprises, the WOC Report may provide some useful benchmarks for its own review.  The Transco Review sets out Ofgem’s latest views on the market-wide parameters that are relevant to assessing the cost of capital.

Whilst SPG appreciates Ofgem’s desire to use benchmarks in assessing the cost of capital for IGTs, it believes that it is inappropriate to use WOCs or Transco as benchmarks in the case of IGTs.  The WOCs, despite being small, are relatively mature and predictable businesses.  Similarly, Transco is an established business with monopoly status.  Moreover, both WOCs and Transco had major asset and customer bases in place before privatisation.

In contrast, IGTs have very different characteristics from WOCs and Transco.  Indeed we believe they are unique in the UK regulated energy market.  Although it is true to say that IGTs have a local monopoly once a network has been established, the market in which the 12 existing IGTs compete is a new entrants’ market and competition for new customers is considerable.  IGTs can either enter the market by acquiring existing networks or, as is more common, by constructing a new network in a new area to connect new developments.  In fact most of SPG’s expansion to date has been by construction of new capacity to connect new build premises (domestic and non-domestic). In practice this market is highly competitive and cost aware.  A number of IGTs have formed alliances with construction companies and these alliances bid competitively for contracts from property developers to construct and adopt new networks.  As Ofgem observes IGTs are incentivised to minimise up-front connection charges to property developers because of the high level of price competition. 

Although technically an IGT can recover its development costs via various charging methods (e.g. up front connection charges, via standard licence condition 4B or through on-going transportation charges) IGTs, in competing against each other for new business and market share, can only realistically charge market rates for its on going transportation charges.  Such market rates may or may not be cost reflective.  In some cases a new entrant may be prepared to subsidise market entry by setting the on going transportation charges at lowest available rate in the market (i.e. Transco’s rate). This may be the case for a newly established / developing IGT in their pursuit of developing market share, which is required to dilute and ultimately pay back development costs from an established customer base. This may, for example, occur where an IGT’s cost of capital is not based on an arms length market rate but artificially subsidised by internal group financing.  In our view Ofgem should not take account of artificial subsidy when assessing the cost of an IGT’s capital.  It should base its assessment on the cost that a ring fenced IGT would be charged in the market.  This is in turn determined by the level of returns that providers of finance (whether debt or equity) expect to see.  This approach is consistent with the objective in Condition 4A of the standard licence condition that an IGT’s charging methodology should reflect its costs.  It also ensures that there is long term competition in the IGT market.  If IGTs are not allowed to recover the market cost of their capital they will either exit the market or become insolvent. Some players might be prepared to subsidise market entry during an initial period but would then expect to recover their initial outlay through cost-reflective charging once a customer base had been established.
The finance provider’s views on what is an appropriate return will in turn be affected by:-

(a) the liquidity of an investment in an IGT.  Unlike a mature utility an investment in an IGT is not liquid.  None of the IGTs are quoted companies.  They have relatively weak balance sheets and high initial capital costs.  As a result they experience negative free cash flow.  In our view IGTs do not generally become self financing for approximately 15-20 years.  Because of the long term nature of their return investors are locked in for a period.  In our view an investment in an IGT is better compared to an investment in a venture capital company where the investors require a premium for risk and lack of liquidity over an extended period.

(b)
the availability and attractiveness of the underlying assets of an IGT business as security.  There is limited value in acquiring security over a transportation network as a GT licence is required to operate the network and this constrains enforcement of any security over the network on an IGT default.  Indeed the real value of the system as security lies in the income stream it generates.  In our view, for the reasons outlined above, as IGTs are entering the market their thin customer base is unlikely to generate adequate cash flow to repay debt in the short term.  The shortcomings of the available security again suggest lenders would require a premium.

SPG has tested the market and invited several leading financial institutions to put together a proposal for debt finance.  They were not prepared to make capital available on the strength of SPG’s balance sheet or rely on the security offered by its network and cash flow generated from its transportation charges.  It was a condition of financing SPG that a ScottishPower parent company guarantee be provided.
In SPG’s view an IGT’s ongoing business is also subject to a higher degree of risk than that identified by Ofgem in Appendix 1 “Commercial and Regulatory Environment”.  In particular:-

· IGTs are under an obligation (standard licence condition 4) to “develop and maintain an efficient and economical pipeline system for the conveyance of gas”.  SPG understands “develop” to mean expand and bring their network to maturity.  In other words in order to fulfil one of their licence objectives IGTs must engage in the competitive development market and the business risks inherent in that.  IGTs can face development risk where network expansion is dependent on significant industrial customers connecting to the network and that connection is in turn dependent on the state of the local economy. For example, SPG was invited to tender for construction of a new pipeline to the Hyundai factory in Dunfermline, which was estimated to consume 6 m therms per annum.  Prior to completion of the project, Hyundai withdrew from the market, the plant activity was reduced to care and maintenance, and the anticipated gas load was not realised. The gas pipeline has become a stranded asset which still incurs maintenance costs. It is, therefore, unrealistic to say that, in developing networks, IGTs can “avoid or manage much of the risk that will be associated with a normal competitive process” (Appendix 1 1.7).

· IGTs given their relatively small consumer base are more exposed to significant gas shipper/supplier default.  See Ofgem’s Consultation Document on “Arrangements for gas and electricity supply and gas shipping credit cover” which identifies the credit risk and costs of a supplier/shipper failure in the light of the collapse of Enron Direct Limited and Independent Energy.

· IGTs are being required by Ofgem to formally record their standards of service delivery and failure will result in enforcement action. In addition, they are also expected to improve those standards (see Ofgem Consultation on Draft Determinations and associated modifications to the GT standard licence conditions dated February 2002). While Transco is also under an obligation to perform the impact of failure on an IGT is proportionately much higher in relation to its size.  For example under its Network Code SPG accepts a potential liability to its shippers of £500,000 (individually and in aggregate) if it breaches the Code.  This gives SPG a potential exposure of 50% of its current aggregate annual turnover.  This compares with Transco’s potential liability under the Network Code of £1 million to each user and an aggregate of £10 million collectively to all users which is a much smaller proportion of Transco’s turnover of approximately £3 billion.  Few IGTs have adequate cash reserves to fund this liability.  If this exposure were to crystallise a ring fenced IGT which could not call on a group subsidy would be bankrupt.

As Ofgem accepts, most IGTs are immature, small companies and have little balance sheet strength.  Unlike a mature utility they can only enter the market by embarking on a capital intensive acquisition or development policy which requires funding.  As this funding is not available from existing income they require funding either internally from shareholders, or externally from the capital markets.  Whatever the source of their funding, IGTs are in a competitive market for finance. If an IGT is part of a larger group, the IGT will need to compete with other group businesses in winning an allocation of finance from the group treasury. In order to do so, it will need to ensure that the project offers an attractive rate of return. In some cases, the internal finance provider, where it is a regulated business, will not be allowed to subsidise the IGT’s cost of capital.
In summary IGTs have a number of characteristics that make them more akin to venture capital companies than a mature regulated utility.

C.
IGTs as Venture Capital Companies

In our view, the best source of guidance on an appropriate WACC for IGTs is based on research carried out on SPG’s behalf amongst capital market and banking professionals
.  Representations from shippers and suppliers who have a vested interest in arguing for the lowest possible WACC should be discounted.  Our soundings suggest that external investors appreciate the existence of the factors we have identified above.  In the light of these risks IGTs can be viewed as akin to venture capital companies, rather than mature regulated businesses.
  As a result SPG considers that the underlying analytical base of the Ofgem consultation paper should be reconsidered, as the benchmark companies differ considerably in their commercial risk profile from IGTs.  The specific impact of this view on the cost of IGT debt and equity is set out below.

D.
Venture Capital Approach to Cost of Capital

SPG will now discuss those specific aspects of Ofgem’s WACC calculation which should be reassessed in the light of the evidence collated from capital market and banking professionals.

Cost of Debt

Debt Risk Premium

Ofgem has suggested a range of 2-3% for debt risk premia for IGTs.  This is based on Ofgem’s analysis of four principle sources of risk: network development competition, operation and management networks, charging structures and cost recovery and financial structure and ownership.  Ofgem considers that these factors suggest that the risks facing IGTs are no greater than for other monopoly network companies which, in general, retain an investment grade credit rating for debt.  Ofgem also assumes that IGTs would retain an investment grade credit rating in the range BBB+ to BBB-.
Although under the terms of their licences IGTs are obliged to use all reasonable endeavours to maintain a rating of not less than BBB-, such a rating is maintained through IGTs’ use of parent company guarantees.  Where an IGT is seeking external finance without a parent company guarantee, SPG’s experience shows that financial institutions may be unwilling to provide debt finance at all (see above).  Thus, as indicated above, our own risk analysis considers IGTs to have a risk profile more akin to a venture capital company than a mature monopoly.  This is borne out by the Gas Strategies interviews with market professionals.  All of those interviewed were consistent in believing that the cost of debt for IGTs could not be treated simply by assuming an investment credit rating by analogy with other utilities and then assuming an average risk premium.  

On the assumption that lenders are willing to extend debt finance at all, the fact that IGT debt is unlikely to be secured against predictable income streams means that, in SPG’s view, a more appropriate debt risk premium is 3.5%.
Cost of Equity

Inappropriateness of CAPM approach

The CAPM approach assumes that investors maintain a portfolio of investments and that their assessment of risk derives from the impact of holding the investment as part of a diversified portfolio.  Hence, the importance of a beta factor, which, as the Ofgem paper rightly states, “is measured by the volatility of a company’s share price relative movements in the overall market”.  Moreover the model specifically assumes that investments are liquid and can be bought and sold instantaneously on a cost free basis.  As we have indicated these assumptions are not valid in the case of an IGT where the investment will be initially illiquid so that investors will expect a higher rate of return.  Ofgem recognises this to some extent in allowing a small business risk premium.  However, in SPG’s view, the figure of 0.8% based on the WOC Report is only appropriate for shareholders in the relatively mature businesses represented by WOCs, and is not appropriate for an IGT which is closer to being a venture capital investment (see above).  In Gas Strategies’ view “Equity investors in venture capital companies, who are often locked into their investment for a period of some 3 to 5 years prior to the company being floated and some liquidity being provided, typically seek nominal returns on equity of some 15% to 20% or higher.”

Equity risk premium for the market as a whole

Ofgem has suggested an ERP for the market of a whole of around 3.5%.  It bases this conclusion on two recent studies.
  SPG, however, considers that there is a substantial body of evidence that would support the Competition Commission’s estimated ERP of 4% in the WOC Report, based on a range of 3.5% to 5%
 and believes that this figure should be used as the ERP for the market as a whole.

Beta values
Ofgem suggests that an appropriate equity beta would be in the range of 0.7 to 1.  It bases this conclusion on the equity beta of 1 applicable to Transco during the 2001 price control review.  It also took into account the WOC Reports which identified an equity beta range of 0.7 to 1 (on the basis of gearing between 25% and 50%).

SPG suggests that Ofgem’s approach to equity beta is flawed in that it assumes that the underlying business risks for IGTs are similar to those of Transco and WOCs.  The discussion above shows that this assumption is wrong.

Small business risk premium
As indicated above, SPG considers that the key issue in calculating a small business risk premium is liquidity.  The length of time planned before an investor can utilise whatever “exit” is planned is a key component of the return required by that equity investor in a venture capital enterprise. As an IGT investment is more akin to venture capital (see above), in SPG’s view 0.8% is an inadequate premium.  Given the similarity of IGTs to venture capital companies, investors might expect a premium of 7-12% on a 15% to 20% expected return.  Gas Strategies considered that a mid position between the return a venture capital company could expect and Ofgem’s position represented a fair return and on this basis IGTs could, in their view, attract a premium of around 5% in the capital markets.

SPG also considers that an IGT’s small business premium should be calculated in the light of the reluctance of financial institutions to extend debt finance to IGTs (see above).  If debt finance is not available to IGTs, all of the capital will be equity, but this equity will be very expensive. This further demonstrates that Transco and WOCs, which obtain relatively cheap debt finance, are not comparable to IGTs and that application of CAPM to IGTs is inappropriate.
E.
Consequences of current Ofgem approach

In SPG’s view potential IGT investors will be dissuaded from participating in the market if the prescribed WACC set out in the Consultation Paper is implemented.  It believes that Ofgem’s proposed WACC is incorrect because it is inappropriate to benchmark against established regulated businesses and the WACC does not take account of risks that are associated with venture capital investments.  If existing IGTs and new market entrants cannot attract financing and thereby fund growth, competition will be reduced and innovation and cost savings are likely to be inhibited.  In SPG’s view this will in the long term adversely affect consumer interests which are better promoted through increased market competition.

SPG is also concerned about the impact of controls on the cost of capital on the market perception of IGT risk.  One capital market professional interviewed on SPG’s behalf stated that the Consultation Paper ignored the risk imposed by the regulatory regime itself.  While CAPM theory assumes that the inputs to a company’s cost of capital are constantly changing and that investors can hedge against most of the changes, regulatory regimes (such as a prescribed WACC) are fixed, generally for five years, and it is not possible to hedge against the damage that could be inflicted by a widening disparity between the basis on which its estimated cost of capital is set, and changing economic realities.  As a result investors could be more reluctant to commit finance to an IGT if its WACC were prescribed by regulation. 

F.
An Alternative Method of Regulation

It will be seen from the above discussion that prescribing a WACC presents many difficulties both in methodology and in application to the market.  SPG wishes to propose a price cap as an alternative method of protecting consumers’ interests and ensuring that IGT transportation charges only result in a “reasonable profit”.  If this cap is set by reference to Transco’s existing price cap consumer interests are protected.  Meanwhile,  IGTs will be free to structure their finance to reflect their actual cost of capital and continue to expand in the market.

� SPG engaged a consultancy, Gas Strategies, to carry out the research.  Four bankers and capital market professionals were interviewed.  They included Susan Graham, Director of European Oil and Gas equity research for Merrill Lynch and Richard Class, a capital market expert at the City financial training company, BG Training.


� For example, with respect to the overall cost of capital, Richard Class’ view was that a key question was “how competitive is the bidding process [when acquiring new customers]?”.  The reason for this question is that after the customer is acquired the business has the characteristics of a predictable regulated monopoly.  The differences between Transco, WOCs and IGTs relate to the fact that acquiring new customers implies negative free cash flow and a competitive, not a monopolistic, market.


� Millennium Book II, 101 Years of Investment Returns, Elroy Dimson, Paul Marsh and Mike Staunton, ABN AMRO and London Business School 2001;  Still Puzzling Over the Equity Risk Premium, Adrian Fitzgerald, Professional Investor, February 2001


� Ibbotson, LBS/ABN Amro, The Equity Gilt Study
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