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EXECUTIVE SUMMARY

· The Power Procurement Business (PPB) has a very strong record in managing the legacy power purchase agreements (PPAs) in the interests of customers.  The new price control must ensure that the business can continue to attract, retain and profitably deploy staff of the high calibre necessary to perform this role at the same high standard after the introduction of the Single Electricity Market (SEM). 

· The new price control must provide PPB with the ability to recover its operating costs and earn a reasonable return. The allowed margin must provide the business with an appropriate return on its regulatory asset base (RAB), fund its working capital requirements and compensate PPB for the asymmetric risks that it faces. 

· The initial proposals fall far short of this fundamental requirement because, apart from funding PPB’s working capital requirements, NIAUR proposes to allow PPB no margin other than profit (or loss) to be derived through an, as yet unspecified, incentive scheme.  In addition, NIAUR proposes to disallow 75% of the costs of the additional staff recruited to resource PPB’s new SEM-related functions.

· NIAUR does not explain why the approach it has previously adopted to PPB’s regulation should change.  Good regulatory practice requires consistency unless there has been a material change of circumstances.  The introduction of the SEM does not negate the need for a base margin: quite the contrary, as it results in more risk for PPB.

· Equity risk never goes away – under different regulatory models it can be absorbed by taxpayers, customers or shareholders.  But the regulatory regime does not remove all risk from PPB (nor is it argued that it should).  Third parties would not be willing to carry on the PPB business under the proposed price control because it fails to provide an economic return commensurate with the responsibility and risks that are intrinsic to the activity as it is to be performed.

· We have used two approaches to derive an estimate for EBITDA (earnings before interest, tax, depreciation and amortisation) that should be allowed to PPB:  (i) the building block approach and (ii) the alternative benchmarks approach.  Both give broadly the same answer. 
· The building blocks approach calculates three components of allowed margin:  (i) a return based on the current value of the PPB RAB for which an initial market value was determined by the Monopolies and Mergers Commission (MMC) in 1997, (ii) the cost of PPB’s working capital facilities, and (iii) the expected cost of the asymmetric risks faced by PPB.  This produces an estimate for the required EBITDA of £4.9m, which is approximately 1.2% of PPB’s estimated turnover. 
· The second method is based on alternative benchmarks with other companies or types of company which are analogous to PPB.  We have considered the GB franchise suppliers and businesses operating in an agency or intermediary capacity (although in managing the generation contracts PPB acts in the more risky role of principal).  These alternative benchmarks indicate the price control should support EBITDA of at least 1% of turnover.  Our contention is that no third party would be willing to carry on the PPB business for any less.
· By adjudicating on the number of staff PPB should employ in its new SEM-related functions, NIAUR is engaging in micro-management of the business.  NIAUR has provided no objective evidence or analysis to support its view that three of the four additional staff PPB has already recruited are not required.  Moreover, NIAUR expects PPB to achieve further operating cost efficiencies of 3% p.a. in real terms.  Both elements of this proposal are simply unrealistic: - changes in RPI already incorporate productivity growth in the economy as a whole; in addition, PPB’s costs are predominantly staff costs and so they are not readily amenable to reductions other than by reductions in staff numbers.  Moreover, a third party assessment by consultants Equilibrium Energy has concluded that PPB has, in fact, understated its forecast of staffing levels.  PPB’s costs are very likely to increase above its original forecast.  Equilibrium Energy’s report requires further consideration in conjunction with NIAUR.

· PPB should continue to participate in an incentive scheme which creates the potential to earn a return incremental to the basic margin. NIAUR’s proposals do not specify a mechanism in detail.  We propose an incentive regime targeted on specific elements of PPA costs with the objective of delivering benefits to customers.

1
INTRODUCTION

In setting the revenues for regulated companies operating in the private sector, all regulatory systems must offer a reasonable prospect of recovering operating expenses, depreciation and a reasonable return or margin.  Price controls must provide whatever return (on capital) or margin (on turnover) is required to attract capital into the investment and to maintain shareholders’ interest in continuing operations.  The allowed return/margin must therefore be comparable with the returns/margins offered by other businesses with similar risk characteristics (or after adjusting for different risk characteristics).  

NIAUR claims PPB is a very low risk business, and so, apart from funding PPB’s working capital requirements, NIAUR proposes to allow PPB no margin other than profit earned through an, as yet unspecified, incentive scheme. Thus, NIAUR is envisaging a regime that is, in effect, cost-only;  and which does not deliver upon any reasonable expectation in relation to a return or margin.  We strongly disagree with this contention and approach.  It ignores the fact that PPB is a principal under the PPAs and that the SEM will further increase business risk e.g. as a result of new licence obligations and an expansion of PPB’s trading activities.  The proposed price control is a significant departure from previous price controls which have provided PPB with a base margin, yet NIAUR has not explained the reasons or provided justification for its change in approach. 

As a trading business with high turnover and few assets, the complexity of the PPB function requires the application of high value intellectual resource and management activity.  The degree of proficiency with which PPB has managed the PPAs has created substantial benefits for customers manifest in BST and PSO charges being lower than they otherwise would have been.  If NIAUR’s initial proposals were to prevail, such resource, intellect and effort could undoubtedly be deployed elsewhere on more profitable activities.  The new price control must ensure that the business can continue to attract, retain and profitably deploy staff of the high calibre necessary to continue to manage the legacy PPAs in the interests of customers and to the current high standard. 

Regulation seeks to achieve the outcomes that would result in a competitive market, so one test of the feasibility of NIAUR’s proposals is to contemplate the outcome of a competitive bidding process among third parties for the performance of the PPB function. In such a process, bidders would want to recover their costs, including the costs of the guarantee that the generators require, and make a margin on the business that would provide appropriate remuneration of the capital employed (including the human capital) and compensation for the risks to be carried.  The profit element would be reflected in the market bids. 

We begin this response by setting out our approach to estimating the EBITDA that should be allowed to PPB.  We use two methods: the building blocks approach and the alternative benchmarks for allowed margins.  These are described in Chapters 2 and 3 respectively.

In Chapter 4 we comment on NIAUR’s proposal for allowed operating costs and we provide third party evidence in support of PPB’s requirements for additional staff. 

Chapter 5 sets out our views on an incentive methodology.

In Chapter 6 we provide commentary on a number of other issues raised in the consultation paper that are not covered elsewhere.

2
MARGIN USING THE BUILDING BLOCKS APPROACH 

Calculation of the cost of capital is a well established regulatory procedure for setting a rate of return on capital invested.  One measure of a business’s riskiness is the risk of variation relative to the stock market, which is captured in its “beta”.  However, the allowed margin should also provide compensation for asymmetric risks such as shocks to operating costs or revenue which are infrequent or unpredictable in nature.  Asymmetric risks can be significant, especially in an energy trading business like PPB and therefore they require an additional return above the cost of capital defined by beta risks.  

For regulated network businesses with large investments, the additional return required to cover asymmetric risks is usually small relative to the range of possible estimates for the cost of capital.  There are examples where UK regulators have made allowance for asymmetric risk when determining the cost of capital, which we can provide on request.

The position of a regulated trading business is quite different from a network business.  The asymmetric risks associated with trading businesses are much higher than in network businesses and, relative to turnover, the amount of capital invested is significantly smaller.  Accordingly, trading businesses will need to earn a higher margin between revenues and costs than is implied simply by a return on capital.  

We have used a building blocks approach to calculate three components of allowed margin for PPB:  (i) a return based on the current value of the PPB RAB for which an initial market value was determined by the MMC in 1997, (ii) the cost of PPB’s working capital facilities, and (iii) the expected cost of the asymmetric risks faced by PPB.

2.1       Return on RAB

The RAB

In 1997 the MMC allocated an initial RAB of £5m to PPB/SONI which it described as a cautious estimate based on the initial market value (IMV) of NIE at flotation and the observed profitability of PPB/SONI. In 1999, when implementing the separation of the PPB and SONI businesses, NIAUR split the £5m RAB into a £4m RAB for PPB and a £1m RAB for SONI, with all subsequent asset acquisitions allocated to SONI.  In the 1996 and 1999 price control proposals for PPB, the initial value of the RAB was rolled forward by adding inflation and deducting an allowance for depreciation based on a 25 year profile.  

The final proposals for the 2002 price control stated that the price control implicitly preserved the value of the (adjusted) initial RAB, even though the control was not built up explicitly from the RAB.

We have applied NIAUR’s method to roll forward the RAB.  With this approach we obtain a RAB of £1.7m in April 2008 and an annual depreciation allowance of £0.2m.
WACC

Since PPB is not traded separately on the stock market it is not possible to calculate a beta for PPB directly using market information.  We have therefore assumed that PPB’s WACC would be no lower than that of NIE’s Transmission and Distribution (T&D) Business for which the blended allowed rate of return is 4.78% post-tax real.  This is an extremely conservative assumption given PPB’s low ratio of assets-to-revenue relative to networks. 

Using the values for RAB and WACC identified above, we calculate this component of allowed return at £0.1m.  This amount is a relatively small part of the total margin required by PPB.

2.2        Working capital

We assume that interest costs associated with working capital will be recovered on a pass-through basis.  Using simulations for the first year of SEM operation, we estimate that PPB needs a working capital facility of approximately £12m based on its expected peak working capital requirement in normal conditions.  Arrangement and commitment fees for this facility would be approximately £0.1m p.a.

There is also the need for a stand-by working capital facility.  A high proportion of PPB’s revenues is hedged but revenues in respect of the unhedged portion are exposed to pool price variations.  In addition, PPB’s fuel costs vary with international fuel prices.  Hence, fuel price volatility could lead to significant short-term increases in PPB’s working capital requirement.  In addition, PPB’s working capital requirements are affected by the risk of settlement failure.  Prior to SEM Go-live, PPB is responsible for settlement and hence the recovery of revenues from its customers is directly within its control.  Under the SEM, PPB will rely on the SMO systems to perform the settlement function and to make the payments due to PPB.  There would be a significant risk to PPB’s cashflow should the settlement systems fail (either in terms of the calculation of prices or the management of invoicing and payments).  The impact of such failure would be a draw on reserve facilities until such times as the problem is resolved.

To cover against settlement failure and pool and fuel price risks we estimate PPB will need an additional standby working capital facility of approximately £47m, resulting in additional arrangement and commitment fees of £0.3m p.a. This results in total arrangement and commitment fees for working capital facilities of £0.4m p.a.

2.3        Asymmetric risks

The regulatory regime does not remove all risk from PPB (nor is it argued that it should) - indeed the new and modified licence conditions with which PPB must comply after the introduction of the SEM will add to PPB’s risk profile.  In this section we examine the asymmetric risks faced by the business.  The related events are unpredictable and infrequent in nature, but they have the potential to have a very significant adverse impact on PPB’s commercial position.

PPB is exposed to at least the following asymmetric risks:

· The risk of acting as principal under the contracts with Northern Ireland generators (PPAs);

· Costs may be disallowed under PPB’s economic purchasing obligation (EPO);

· Regulatory risk.

We have analysed each of these risks with a view to estimating the additional revenue that should be included within the allowed margin (incremental to that associated with a return on RAB and the funding of the working capital requirement) to compensate PPB for carrying them. 

Risk of acting as principal under the PPAs 

PPB carries the risk inherent in its role as principal under the PPAs.  This risk exists notwithstanding the support provided by the PSO.  This is evidenced by the fact that a guarantee is required to be provided by NIE T&D to the generators (the “Guarantee”) upon novation of the PPAs to NIE Energy Ltd.  The rate of return allowed to the T&D Business does not compensate T&D for providing the Guarantee.  That rate of return compensates it for the risks of the T&D business itself, which are similar to those of the GB distribution network operators (DNOs) whose allowed rates of return were used as a comparator for T&D.  The provision of a guarantee is an entirely separate activity, which is not undertaken by the DNOs. Hitherto we have regarded the value of the Guarantee as being remunerated via the PPB price control. 

One method of calculating the value of the Guarantee is based on the probability of it being called (i.e., of PPB defaulting on its PPA payment obligations), the probability that it will be paid when it is called, and the expected loss that is being guaranteed.  Standard & Poor’s publishes information on the probabilities of companies defaulting that vary depending on a company’s credit rating.  We assume a minimum investment grade credit rating (BBB-) for NIE T&D (as required by its licence) and also for PPB (on the assumption that PPB would not have a higher credit rating than NIE T&D).  Using these ratings we calculate the value of the Guarantee (as detailed in Appendix 1) to be £1.9m pa.  This is equivalent to 0.5% of PPB’s annual PPA costs which compares favourably with what a bank would charge for a letter of credit.

Costs disallowed under EPO
The EPO creates a one-sided risk for PPB.  NIAUR has previously confirmed its interpretation that the EPO applies to both costs and revenues.  This obligation creates a significant risk for PPB that an ex-post determination could result in the disallowance of revenues due to NIAUR taking the view that costs incurred were higher than were warranted (i.e. not the best effective price reasonably obtainable) or that sales were completed at prices that were lower than could have been achieved. 

PPB is required to take a range of complex decisions that influence PPA costs and which are therefore subject to scrutiny under the EPO.  Such decisions relate to:

· ensuring generators comply with their contractual obligations;

· ensuring that availability payments are paid for bona fide availability only and that rebate penalties are applied where justified;

· agreeing fuel purchasing strategies with the generators;

· agreeing fuel stocking levels with the generators.  These decisions affect not only costs but also SEM revenues e.g. if fuel stocks run out, plant would be unavailable, generators would be indemnified, but PPB would earn no revenue from the SEM;

· ensuring take-or-pay fuel quantities are consumed;

· purchasing CO2 permits to make-up the shortfall between actual emissions and the NAP allocation;

· challenging generators’ claims for the pass-through of costs arising from change in law;

· lobbying for the optimum CO2 allocations for NI generators;

· seeking to improve contract terms where mutually beneficial changes can be agreed.

On the revenue side, PPB will be bidding the contracted generating units into the SEM. Its bidding decisions will have a bearing on the quantities scheduled in the market (and, as a corollary, fuel requirements) and therefore on SEM receipts.  While bidding principles have been established by the Regulatory Authorities (RAs) there is significant scope for interpretation of those principles and PPB’s bidding decisions may be subjected to an EPO review.  In addition, in offering non-directed contracts PPB makes a range of decisions including decisions relating to the type and volume of products to sell, the applicable reserve prices and other variables.  These decisions may also be reviewed.

To give an indication of the expected cost to PPB of these EPO risks, we have estimated some of the incremental costs PPB faces or may face in future and considered the possibilities of these costs being disallowed.  The costs include certain environmental related costs estimated at £157m in npv terms.  Assuming that 15% of these costs could be disallowed, PPB would have to bear £24m of costs in NPV terms, which is the equivalent of £2.4m in annual costs over the remaining life of the PPAs; further assuming a 20% probability, the expected annual cost to PPB is £0.5m.

· There are a number of other low probability but high cost events that add to PPB’s EPO risk which include fuel and CO2 management.  

The aggregate cost of these elements amounts to £61m to £70m. Assuming a low probability of 5% that these costs would be disallowed under EPO, the expected cost to PPB would be £3m to £3.5m.  Assuming a very low probability of 2% the expected cost to PPB would be £1.2m to £1.4m, with a mid-point of £1.3m.  Using the second more conservative assumption and adding on the £0.5m for the expected cost of disallowance relating to the environmental costs gives an estimate for the expected cost of the EPO risk based on these examples alone of £1.8m per annum. 

Regulatory risk

PPB is now acting within a competitive market and is subject to stringent regulation with new licence obligations, e.g. in respect of bidding principles and contracting behaviour.   It is also liable to penalties under the Competition Act of up to 10% of its turnover, i.e. c£40 million, in each year of the infringement.  The probability of such an action is low, but the risk is asymmetric and even a 5% chance of a fine of one quarter of the maximum penalty amounts to an expected  cost of £0.5m p.a.

Summary

The following table summates the annualised expected costs of each risk identified above.

	Risk
	 £m

	Acting as principal under the PPAs
	1.9

	Cost disallowance under EPO
	1.8 

	Regulatory risk
	0.5

	Total
	4.2


In addition, there are likely to be other risks which are not included in this costing.  For example, PPB may be forced to accept modifications to the PPAs under the change of law provisions which may require PPB to make funding available for investment in generation plant and equipment required to comply with the change in law.  Another risk is that, in emergency situations, DETI may grant NIE authority to operate a power station held in the land bank, or it may direct NIE to transfer ownership or operational control of the power station to a designated third party having the necessary authorisation. Given its experience under the PPAs, PPB could be that third party.  There may be other risks (e.g. of a political/regulatory nature) that are not known at this time. 

2.4          Conclusion

The following table shows the summation of the components of the building block approach which produces an estimated required EBITDA of £4.9m, which is approximately 1.2% of estimated turnover. 

	Building block
	£m

	RAB depreciation
	0.2

	Return on RAB
	0.1

	Working capital arrangement/commitment fees*
	0.4

	Expected cost of asymmetric risks
	4.2 

	Required EBITDA 
	4.9 


* excludes interest

3
MARGIN USING ALTERNATIVE BENCHMARKS 

In this section, we consider benchmarks arising from analogous third parties earning appropriate margins, both in the regulated energy sector and outside it.

3.1 
   GB Supply Price Controls

For regulated businesses with high turnover and few assets, the margin required to deal with future variability in revenues and costs is difficult to define as a rate of return on investment.  There is regulatory precedent for setting returns for such businesses by defining the allowed margin as a percentage of turnover.

The 1993 Electricity Supply Price Control Proposals for GB Regional Electricity Companies (RECs) set out controls on prices in the “franchise” market for sales to retail customers.  The regulator (OFGEM) looked at the problem in a number of different ways and concluded as follows:

“I propose…a 1% profit margin on turnover [which] is broadly consistent with three different measures of calculation: a return of around 10% real on the few assets actually employed in the business; or a lower return…on the greater assets that might be required if the RECs…had to operate supply businesses as free-standing companies; or as a combination of a low risk return of, say, 5% real plus a payment of 0.5% of turnover for financial guarantees.” 

NIAUR has rejected this example, arguing that

“there is no valid analogy between PPB and the supply business of RECs.  Firstly PPB is not engaged in supply, secondly, it has no competitors and thirdly, other than through possible incentives and a small number of specific risks that it may face, it cannot make a loss.”
 

These arguments do not apply a relevant test regarding the appropriateness of this comparator for PPB.  First, it does not matter whether PPB is engaged in precisely the same activity as the REC supply businesses, but rather whether it faces the same kinds of risks.  Second, OFGEM’s decision related to the retail franchise market, in which REC suppliers faced no competition at the time.  Third, like the RECs, PPB faces the risk of operating cost inflation, as well as the range of asymmetric risks described above, which mean it is at least as risky as the REC franchise suppliers were in the early 1990s.  

3.2
 Agencies and intermediaries

Certain businesses earn their revenues by charging a commission or a handling fee.  Diverse examples include: a reseller of gas; a stockbroker; an insurance broker; an estate agent; or a bureau de change.  Commission rates are set to recover costs as well as generate a margin.  Depending on the business, commission rates will often be set as a percentage (say 1-2%) of the value of a transaction.  There are therefore some analogies between PPB and such businesses and PPB should at least earn a fee as a percentage of turnover sufficient to recover its costs and an appropriate margin. 

Moreover, a crucial difference is that the types of business described above normally act in an agency or intermediary capacity, but PPB is a principal under its contracts with the generators with the attendant liability for non-performance.  PPB does not just administer the PPAs, it carries out activities as a principal which go far beyond any agency role; examples which NIAUR is well aware of include:

· active management of the PPAs with a view to minimising costs to customers;

· minimisation of any passthrough claim under the change in law conditions of the PPAs e.g. reduction of costs of FGD at Kilroot;

· purchases of allowances for CO2; 
· optimisation of gas purchases, including purchase of follow-on gas to the benefit of customers;

· management of complex legal disputes on behalf of customers;  and

· structuring and auctioning of hedging contracts.

PPB requires an allowed margin which compensates it for this role as a principal, the attendant risks that it bears and the added value it delivers on behalf of customers.  A reasonable proxy for the margin required to compensate PPB for acting as principal, above that earned by an agent or intermediary, would be the value of the Guarantee discussed elsewhere in this paper.

3.3         Conclusion

NIAUR should not dismiss these benchmarks.  It has not provided an example of a comparable business from which a regulator has removed all margin (other than working capital interest costs).  

Taken together these benchmarks suggest PPB should be allowed an EBITDA of at least 1% of turnover. 

4
OPERATING COSTS

4.1
Staffing levels

PPB has a licence obligation to make the requisite preparations to be ready to participate fully in the SEM from 1 November 2007 and has kept NIAUR informed of the progress it has made.  As part of its business readiness programme PPB identified a need for six additional staff, bringing its total complement to thirteen.  Of the six new staff the two staff who perform the day to day administration of the PPA settlement transferred from SONI in July 2007 bringing that function with them.  The other four additional staff are required to resource the new SEM-related functions and have already been recruited. NIAUR proposes to disallow the costs of three of these - a 75% reduction. 

NIAUR is seeking to engage in micro-management of PPB by specifying the number of staff that should be employed. In proposing such a radical cut in PPB’s forecast staff NIAUR has provided nothing other than (i) a suggestion that after November 2007 PPB will no longer be required to perform certain functions such as management of the Land Bank
 and (ii) a wholly subjective and unsubstantiated contention that “although this is recognised as challenging it is most definitely achievable”.  

PPB engaged Equilibrium Energy Consulting Ltd to carry out a third party review of PPB’s resourcing requirements.  We are forwarding Equilibrium Energy’s report to NIAUR along with this response.

Equilibrium Energy’s assessment takes into account the need to structure PPB to ensure good governance and risk management.  In addition it recognises the need to design the organisation to manage operational risk by providing sufficient staffing levels to ensure business continuity in the event of staff turnover, absence and illness, with a particular focus on business critical processes.

The review identifies five business critical processes for PPB, namely (1) the SEM offer process; (2) forecasting and analysis; (3) hedging/non pool trading; (4) settlement; and (5) risk management.  Each of these processes has a large financial materiality and a time critical element.  The challenge in such a small organisation is to provide sufficient cover for business critical roles: - whilst being mindful of the need to avoid conflicts of interest between roles, Equilibrium Energy assumed cross-skilling such that staff in one area could provide the additional level of cover to another area for short periods.

Equilibrium Energy’s projections assume that the levels of transactions, counterparties and other trading activities remain relatively low and that 24/7 operation is not required.  Equilibrium Energy’s views are:  PPB requires a minimum of twenty staff to operate effectively and minimise business risks; a reduction to seventeen staff would leave PPB exposed to incrementally greater levels of operational risk; and further reductions below seventeen staff would increase these risks significantly. 

NIAUR’s judgement that ten staff are sufficient is entirely at odds with both PPB’s and Equilibrium Energy’s assessments.  Equilibrium Energy’s report requires further consideration in conjunction with NIAUR.

4.2
Ongoing efficiencies

NIAUR also expects PPB to achieve further efficiencies of 3% p.a. in real terms.  NIAUR’s proposal does not take account of the fact that changes in RPI already incorporate productivity growth in the economy as a whole and that PPB’s costs are predominantly staff costs and so are not readily amenable to reductions other than by reducing staff numbers.  Since average earnings normally increase more rapidly than the RPI, even RPI – 0 would be likely to require staff reduction.  As summarised above, Equilibrium Energy’s study concludes that PPB has, in fact, underestimated its staff requirement.  PPB’s costs are very likely to increase above PPB’s original forecast. 

4.3       Pensions

NIAUR’s initial proposals for the Supply price control refer to a separate exercise to be undertaken relating to the recovery of pensions costs by PPB, SONI and NIE Supply. We request that this review should be undertaken as soon as possible and completed in time for its outcome to be included in NIAUR’s final proposals.  If this is not possible then we suggest that PPB’s proposed pension costs be included for the period of this control and that any revision in the light of further analysis by NIAUR and its consultants should be incorporated in the control beginning in April 2009.

5
INCENTIVES

NIAUR considers there may be a case for providing PPB with an incentive mechanism based on minimising the call on PSO revenues but has not specified in detail how such a scheme would operate.

We have considered four types of incentive scheme, based on:

· The total PSO revenue requirement.
· A sub-set of costs and revenues.
· PPA payment costs.
· Specific projects.
Appendix 2 provides some more detail of our analysis which can be summarised as follows:

An important factor in considering the first two types of scheme is that PPB’s costs and revenues are influenced by many factors outside PPB’s control. The lack of operating history of the new market, the presence of a dominant generator and the potential for regulatory intervention in market arrangements create significant difficulties in designing a workable arrangement based on either of these schemes.  The random element would be very large relative to the controllable one. 

A third scheme could be based on a PPA unit cost index similar to the reference purchase cost index (the Bt term) used in the 1992 PPB price control.  However, it would not be suitable for the short term price control proposed by NIAUR because it would take time to develop and because the price control would end before many of the actions taken by PPB could result in cost savings. 

PPB considers that a scheme based on specific projects would be most appropriate for the proposed 17 month price control.  The scheme would allow PPB to retain a share of demonstrable benefits that work to either reduce costs or increase revenues.  Examples of specific projects include:

· negotiation of fuelling arrangements; 

· gas purchasing continues to supplement the long term gas supply arrangements and there are likely to be significant purchases to meet annual top-up requirements and during interruptions to the LTI3 gas supply;

· the prices PPB secures in CfDs it sells could be compared to a relevant benchmark such as the Directed Contract prices; 

· many of the regulatory decisions in the design of the SEM mean the PPA payments and incentives are not fully aligned with the market signals.  Depending on how the market actually functions, there may be scope for contract negotiation with generators to improve alignment of PPAs and SEM arrangements (thereby seeking to increase SEM revenues). 

This project based arrangement would operate until the predictability of the SEM can be assessed with the aim of adopting a more generic overall incentive package at some future stage. 

6
OTHER COMMENTS 

6.1
Duration

The proposed duration of the price control is from 1 November 2007 to 31 March 2009.  While NIE believes there is merit in a longer term (until March 2010 as we had previously proposed) we note that NIAUR prefers a shorter term because of the uncertainty surrounding new arrangements in the SEM. 

6.2
Comments on statements in the initial proposals

There are a number of instances where NIAUR included statements in its initial proposals that warrant specific comment.  These are highlighted below along with a brief factual response.

Page 3, 3rd paragraph.

We are puzzled by NIAUR’s statement that PPB “…. belongs to a privately owned company whose main priority is the financial health of its shareholders.”  Granted, this statement sits alongside NIAUR’s acknowledgement that PPB has had a significant public interest role in managing the PPAs on behalf of customers (an acknowledgement which we welcome).  However, given that it is widely recognised that regulated companies are normally privately-owned and that the profit motive generates benefits for customers and shareholders alike, we are concerned that the inclusion of this statement in the consultation paper may indicate a disposition against allowing PPB an appropriate return.  We believe that PPB has always fairly and properly recognised the interests of its shareholders whilst strenuously promoting the interests of customers.

Page 5, 2nd paragraph.

NIAUR states that “The current price control essentially secured for PPB, at little or no risk, all the benefits of owning generation”.  A comparison of the most recently reported operating profits earned by PPB with those of Premier Power and AES Kilroot (£7.2m
, £36.5m and £43.2m respectively shows this to be a gross overstatement of the benefits of the PPAs to PPB. 

Page 5, 3rd paragraph.

The description of the current price control is not correct as there is a third basic component (the Bt term) which provides a fixed monetary entitlement. In addition, there is a minimum annual entitlement across these three components that is currently £4.6m.

Page 7, 2nd paragraph.

The paper notes that in July PPB submitted a partially completed response to NIAUR’s request for information.  Parts of the request could not be responded to until regulatory decisions on the role of PPB, which were outstanding in July, had been made.

Page 8, 3rd paragraph.

The legacy contracts were put in place on 1 April 1992 when the generating companies were sold but before the privatisation of NIE in June 1993.

Page 9

The actual costs removed exceed the costs relating to the 3 staff NIAUR propose to exclude (notwithstanding most of the staff were recruited in April in preparation for SEM Go-live). 

Page 10, 1st paragraph.

Staggered and out of hours operation is already planned to ensure PPB can meet its SEM and Licence obligations.

Page 14, 1st paragraph.

The paper indicates that “there is no licence obligation to enhance or create liquidity”, the RAs requested that PPB offer Non Directed Contracts into the market and PPB took the lead in developing a standardised Master Agreement and developing an auction process and rules to facilitate hedging for suppliers and in particular as part of the process to allow the former PES businesses to hedge prices in advance of setting retail tariffs.  This role was confirmed in the RAs’ decision paper.

Page 17, 1st paragraph.

The paper indicates that currently PPB has no profitability linked to minimising payments under the PPAs.  This is not correct as the EPO results in an implicit linkage.

Page 17, 4th paragraph.

The statement on information asymmetry is difficult to understand. NIAUR has copies of all the contracts, it has received detailed cost estimates every year as part of tariff submissions and it receives annual statements (the ‘6-weeks’ and ‘3 months’ statements that show audited outturn costs.  NIE also provides regulated accounts as required by the licence documents and has provided all other information as requested by NIAUR. 

APPENDIX 1
VALUE OF THE GUARANTEE

1.1. Methodology

We calculate the value of the Guarantee using the expected loss approach, i.e. the value is equal to the expected discounted future losses under the Guarantee.

NIE T&D guarantees a stream of PPA cashflows.  If PPB defaults, NIE T&D will have to honour PPA payments, but on the other hand, the parties will be able to mitigate losses from market revenues.  The remaining uncovered amount is the difference between the PPA payments and market revenues. These uncovered cash flows constitute the loss to NIE T&D given default of the PPB, which we refer to as the “loss given default” (LGD).

If a default event occurs in the first year of the Guarantee, NIE T&D loses the net present value of the LGD cashflows over 17 years.  We denote this loss as: 

L1=NPV(LGD[1..17]).

Similarly, if PPB defaults in year n, NIE T&D will lose: 

Ln=NPV(LGD[n..17]),

where the subscript [n..17] refers to the cashflows starting in year n and ending in year 17.
 

The probability of NIE T&D incurring the LGD in any year n depends on the probability of PPB defaulting in that year and the probability that NIE T&D will not have defaulted before then.  Hence, this probability, which we denote Pn., is a function of the credit ratings of PPB and NIE T&D.  

We denote the expected discounted loss, F, under the Guarantee as:

F= ∑n=[1..17]LnPn.

We then compute the annual cost of the Guarantee, or the fee, f  such that:

F=NPV(f [n..15])

1.2. Assumptions

We derived LGD values from bottom-up modelling of electricity market revenues and PPA payments.  

We assume a minimum investment grade rating (BBB-) for both NIE T&D and PPB.  We use the cumulative average default rates over 15-year period published by Standard and Poor's
 to derive the annual probabilities Pn.  We extrapolated the cumulative probabilities of year 16 and year 17 to cover the full duration of the PPAs.

For discounting the loss given default (LGD) cashflows we use a nominal pre tax discount rate of 9.49%, which reflects the 4.78% real post tax WACC of NIE T&D and an inflation rate of 2.5%.  

1.2.1.  Result

Table 1 illustrates the results of the calculation of the guarantee value together with some of the key input values.  As can be seen from the table, we estimate the annual value of the Guarantee is £1.9m.

Table 1
Value of Guarantee 
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2007/08

2008/09

2009/10

2010/11

2011/12

2012/13

2013/14

2014/15

2015/16

2016/17

2017/18

2018/19

2019/20
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LGDn

£m

58

-16

0

15

11

20

27

32

35

39

45

53

56

53

55

58

65

Pn

0.33%

0.77%

0.81%

1.07%

0.99%

0.92%

0.69%

0.65%

0.49%

0.62%

0.54%

0.53%

0.53%

0.75%

0.57%

0.56%

0.55%

Ln

£m

239

186

199

199

189

182
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156

140

125

109

92

74

57

42

28

14

PnLn

£m

1

1

2

2

2

2

1

1

1

1

1

0

0

0

0

0

0
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£m
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1.9

1.9
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1.9

1.9

1.9

1.9

1.9

1.9

1.9

1.9

1.9

1.9

1.9
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APPENDIX 2  
INCENTIVES

We consider four types of scheme, based on:

· The total PSO revenue requirement.
· A sub-set of costs and revenues.
· PPA payment costs.
· Specific projects.
Scheme based on overall PSO revenue requirement

A total revenue scheme would have to address the fact that PPB’s costs and revenues are influenced by many factors outside PPB’s control.  For example, costs would continue to be exposed to movements in fuel prices and to the pass-through provisions associated with change in law.  Revenues will depend on SEM revenue (and PPB is exposed to variations in SMP for unhedged spot sales, and to variations in capacity revenue).  The difficulty in designing a workable scheme in time for inclusion in NIAUR’s final proposals is exacerbated by the lack of operating history of the new market, the presence of a dominant generator, the potential for regulatory intervention in market arrangements and a short price control period. 

The lack of operating history is an important point since there are many aspects of the market design, (e.g. the interpretation of SRMC bidding rules, measures designed to mitigate the effect of dominance, etc.) that will affect pricing and so revenues could outturn higher or lower than expected solely as a result of modelling assumptions being wrong, or participants behaving in a different manner to that expected.  The short duration of the price control, which will span only one full tariff period (Nov 2007 to September 2008), means there would be no scope for any volatility to balance out from year to year, as may be the case over a longer period (although if the variation is due to market assumptions, then that is likely to be an enduring and serially correlated error).

Moreover, while the approved “PPB Amount” would be the obvious overall benchmark, it would probably need to be reset annually, because of the likelihood of increasing (and serially correlated) errors over time.  This would remove any long run incentive, which is an important feature in PPA changes, change of law effects and fuel purchases, and would also create regulatory uncertainty as an important price control parameter is reset each year. 

Collar, Cap and Gearing

Exposure to the risk can be reduced by a collar or cap limiting the size of possible losses and gains and by the gearing factor (that is the ratio of the incentive payment to the size of the gain or loss in the target variable relative to the benchmark).

While it is clear that some collar would be necessary to limit the risk, the rationale for a cap is less obvious since over-performance will continue to provide benefits for customers.  The target benchmark around which the scheme would operate is also relevant in the design of the collar and cap - no third party would accept an incentive that gives an expected gain of zero since risk would then be taken without any reward.  This could also be addressed by removing the cap, perhaps also changing the gearing above the cap.

The gearing ratio would need to be selected with reference to the likely deviation of the target variable from the benchmark.  It might, for example, be set equal to the collar divided by an estimate of two standard errors of the variability, giving a 95% chance of staying within the collar.  

However, if the target variable is highly variable and if the variability is caused more by factors outside PPB’s control as opposed to those within it, the operation of the collar, cap and gearing factor may be such as to weaken any incentive impact while still exposing PPB to risk.  This may well be the case with a total PSO target.

Scheme based on a sub-set of costs and revenues

The alternative is to target some combination of the components that make up total costs and revenues but again there are difficult issues: 

· There are some components over which PPB has no control which could be excluded (e.g. CBO repayments and Generator TUoS charges). 

· Availability payments and revenues from the capacity payment mechanism (CPM) and system support services agreements (SSSA) are also largely outwith PPB’s influence.  Availability is controlled by the generators, the CPM revenue stream is influenced by the relative availability of other generation and by the parameters that are set by the Regulatory Authorities (RAs) while the SSSA arrangements are scheduled for review.

The remaining components, CfD receipts, SMP revenue and energy payments, might be grouped to set a target contribution over energy costs. However, there would be significant exposure to international fuel price movement.  Moreover, the SMP revenue from unhedged spot market sales has no history to aid its assessment and is subject to the bidding behaviour of the price setting plant or a different pool outturn than predicted.  There are further risks from plant unavailability and from the RAs’ requirement that PPB bids on the basis of actual generator short run marginal costs (SRMC) rather than the actual contract costs.  In most of these elements, the variation due to exogenous factors could move either way.  The random element would be very large relative to the controllable one. 

A PPA cost index

A further restriction of the variables to be considered might be to remove the revenue items of CfD and SEM income.  Not only are these uncertain but the means by which PPB obtains the income, selling CfDs and bidding into the pool, are highly regulated and its freedom of action is limited.

A PPA unit cost index similar to that employed in the PPB price control from 1992 could then be derived.  This would compare the PPA cost outcome with a weighted sum of the RPI and international fuel prices.  However, it would be complicated to determine, for example, in setting the base parameters, the definitions of fuel prices and transport costs and the composition of the fuel mix.  Moreover, it would be more appropriate in a price control that applies for a relatively long period, which would give more time for initiatives to produce results, but this is not the case here.  There would be difficult questions relating to the impact of changes in the fuel mix on the average cost and care would need to be taken that omitting other items of PPB’s costs and revenues did not create perverse incentives.  

Specific projects 
Whether the incentive scheme is designed around the overall PSO revenue requirement or a sub-set of costs and revenues there would be significant scope for variation that is subject to many external influences and which could move in either direction. 

As a result, PPB considers that for the proposed 17 month price control, it would be more appropriate to continue with the existing price control arrangement that allows PPB, with respect to specific projects, to retain a share of demonstrable benefits that work to either reduce costs or increase revenues.  This incentive arrangement can operate until the predictability of the SEM can be assessed with the aim of adopting a more generic overall incentive package at some future stage. 

� 	Offer (1993), Supply Price Control Proposals, Paragraph 4.27.  


� 	NIAUR (2007), PPB Price Control, An Initial Proposal Paper by the Northern Ireland Authority for Utility Regulation, page 13.


� NIAUR has not acknowledged that with the transfer of the Land Bank function, PPB also loses the associated allowance of £80k, so NIAUR’s approach amounts to double counting. 





� Before exceptional items.


� 	NPV are always calculated to year 1.


� 	Standard and Poor's. Annual 2006 Global Corporate Default Study and Ratings Transitions, Table 7. Pn is set equal to the probability of PPB defaulting in year n multiplied by the cumulative probability of PPB not having defaulted in year n-1 multiplied by the cumulative probability of NIE T&D not defaulting in year n.  The probability of PPB defaulting in year n is calculated as the cumulative probability of PPB defaulting in year n minus the probability of PPB defaulting in year n-1, taken from the Standard Poor’s table, divided by the cumulative probability of PPB not having defaulted in year n-1.  The cumulative probability of PPB not having defaulted in year n-1 is calculated as one minus the cumulative probability of PPB defaulting in year n-1, taken from the S&P table.  The cumulative probability of NIE T&D not defaulting in year n is calculated as one minus the cumulative probability of NIE T&D defaulting in year n, taken from the S&P table.
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