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Executive Summary
The Commission for Energy Regulation (the “CER”) is the independent body
responsible for regulating the natural gas and electricity sectors in Ireland. Part
of its responsibilities involves regulating the level of revenue which Bord Gáis
Networks (BGN) can recover from its customers to cover costs. The CER’s main
goal in this area is to protect the current and future interests of consumers, while
ensuring a stable environment for investors.
Process:
On the 22nd May, the CER published a consultation document outlining its
position and calling for public comment. The CER also acknowledged that further
interaction with BGN and other stakeholders was expected to take place during
the consultation phase and depending upon the outcome of the consultation
process, it was possible that there might be adjustments in the revenues outlined
in the consultation document. This decision is the final stage in the process of
setting BGN’s transmission revenues for the period October 2012 to September
2017 (known as PC3).
Revenues:
CER has decided to allow €998.5m to BGN for transmission over the period of
PC3. BGN sought revenue within the range of €1,092m to €1,176m, based on its
proposed Weighted Average Cost of capital (WACC) of between 6.49 to 7.75%,
over the period. This includes an Operating expenditure (Opex) request of
€330m which BGN later revised downwards to €313m.
Tariffs:
The decision on gas transmission tariffs for 2012/20131 has already been
published on the CER website and shows an increase of 20% in nominal terms
for typical Moffat shippers and an increase of 17% nominal terms for Inch
shippers.
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Assuming no change in current tariff structure policy, and given the expected
bookings for next year, this decision would lead to a 28% increase in capacity
tariffs (10/11 monies) for gas imported from GB. The CER has published a
Decision Paper in June 20122 which anticipates major changes in the current
tariff policy which are due to come into effect in 2014. This decision is currently
the subject of judicial review proceedings in the High Court.
In addition, a further element driving up network tariffs is a recently observed
change in capacity booking patterns. The CER intends to consult on this matter
in the near future.
WACC:
The CER has set the WACC (Weighted Average Cost of Capital) at 6.39% pre
tax real (up from 5.2% in PC2). Analysis of BGN’s cost of capital was undertaken
in one of the most severe economic downturns in recent decades. The financial
crisis that started in 2007 has grown into concerns about the sustainability of
governments’ fiscal positions across the Eurozone. These developments have
increased the costs of raising capital and, in some cases, have affected the
availability and cost of finance for European companies operating in some
countries. BGN will, however, need to continue to raise capital at market rates,
given its refinancing requirements over PC3. Thus, the analysis and decision on
cost of capital is particularly important at this time.
The CER, together with its advisers on this issue, have carefully considered what
the impact of these conditions will be on the cost of capital for BGN.
Unfortunately, all the analysis suggests that current conditions have increased
the cost of capital dramatically, which will have a significant impact on customer
tariffs3. The CER obviously regrets this but is statutorily bound to ensure that
BGN can finance the efficient operation of the gas network which is crucial to
maintaining secure and reliable supplies of both gas and electricity. In order to
2
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ensure that consumers do not have to pay for high costs of capital throughout the
entire 5-year period, the CER has taken the latest data available to re-calculate
the WACC since the time the consultation document was published. As a result
of the recent and continuing reduction in the yields of Irish Government Bonds
the WACC has been reduced from the 6.7% estimated in the consultation
document to 6.39%.
The CER has included a trigger mechanism in the WACC whereby the allowed
cost of capital is reviewed annually and adjusted if there are further significant
changes in market conditions in Ireland. This aims to ensure that, if market rates
rise by a de minimis amount, the allowed cost of capital would be adjusted,
providing BGN with a degree of protection against capital market risk.
Conversely, should market rates fall, the benefits of lower financing costs would
be passed through to consumers sooner than under the current regulatory
regime in PC2. This mechanism has a floor and ceiling of 5.2% and 8.2%
respectively.
Review of October 2007 to September 2012 costs:
There was a €75m variation between the allowed capital expenditure and the
actual capital expenditure in PC2. This was driven to a large extent by the
economic downturn.
Review of PC2:
The PC3 period saw the completion of the Curraleigh West to Midleton pipeline
and the pipeline to Great Island is currently under construction.
The period also saw moves towards more closely integrated All-Island energy
markets, thereby increasing the importance for CER and the transmission
business of taking into account developments in Northern Ireland.
The PC2 period saw a secure and reliable supply of gas to customers being
maintained (despite two consecutive severe winters which led to more than one
1-in-50 event), the delivery of an extensive business transformation programme,
and new town connections being progressed such that the connection has been
5

completed or is near complete on 17 new towns. In general, the transmission
business met or exceeded its required deliverables for PC2.
PC3 Capex:
There are a number of projects that are likely to arise during the course of PC3
but which have not yet received final approval. The Capex for these projects
have not been included in the price control. In transmission this reflects a number
of new towns that are under consideration, again the capital requirements of
these have not been included at this time.
PC3 Opex:
There is a significant difference between BGN’s request for operating
expenditure and CER’s final decision. CER recognises that delivering quality
outputs for lower Opex allowances will be challenging, but is absolutely
necessary given the difficult economic circumstances and the many challenges
facing consumers.
In the context of the economic circumstances that Ireland finds itself in, CER
takes the view that it is important that every available effort is made to reduce
costs and deliver value for money to customers. These efforts to reduce costs
must, however, be balanced against the requirements to deliver a reliable and
safe service. Following the consultation process and taking on board comments
from all parties, the CER has set what it believes to be a challenging, but
appropriate Opex level for the PC3 period.
The CER’s decision on PC3 Opex is €29m (9%) lower than the amount originally
requested by BGN and €12 (4%) lower than its revised request.
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1.0 Introduction
1.1

The Commission for Energy Regulation

The Commission for Energy Regulation (‘the CER’) is the independent body
responsible for overseeing the regulation of Ireland's electricity and gas sectors.
The CER was initially established and granted regulatory powers over the
electricity market under the Electricity Regulation Act, 1999. The enactment of
the Gas (Interim) (Regulation) Act, 2002 expanded the CER’s jurisdiction to
include regulation of the natural gas market.

1.2

Purpose of this paper

This consultation paper sets out the CER’s decisions on the revenue that the
transmission business4 will be allowed to recover from its customers over the
period from October 2012 to September 2017 in order to finance its activities
associated with owning and operating the gas transmission system in Ireland.
The purpose of this paper is to inform interested parties on these matters.

1.3

Structure of this paper

The structure of this consultation paper is outlined in this section:
Section 1.0 details the purpose of this paper;
Section 2.0 provides relevant background information. It also provides
information on the CER’s objectives and key assumptions;
Section 3.0 outlines the process through which this review has been
conducted to date.;
Section 4.0 provides information on how the Regulatory Asset Base (RAB)
has been derived for the October 12 to September 2017 period;
Section 5.0 outlines the transmission business’s historic operational
expenditure and performance for the October 2007 to September 2012
period;
Section 6.0 outlines the CER’s decisions on the transmission business’s
4

The relevant elements of Bord Gáis Networks business are referred to within this paper as the

‘transmission business’. The term ‘BGN’ is used to refer to the combined transmission and
distribution businesses.

11

operational expenditure for the October 2012 to September 2017 period;
Section 7.7.0 outlines the transmission business’s historical capital
expenditure for the October 2007 to September 2012 period;
Section 8.0 outlines the CER’s decisions on the transmission business’s
forecast capital expenditure for the October 2012 to September 2017
period;
Section 9.0 provides information on the proposal to twin a section of the
onshore Scotland pipeline;
Section 10.0 provides information on performance and incentives;
Section 11.0 provides details of the CERs decisions on the cost of capital
applicable to the transmission business’s RAB over the October 2012 to
September 2017 period.
Section 12.0 provides information on the form of the price control,
specifying the approach taken by the CER and how the base and
subsequent year revenues have been determined; and,
Section 13.0 provides a conclusion
The consultation documents were previously published along with reports
provided by two consultancy advisors engaged by the CER to assist with this
project. These reports were:
Three reports by Cambridge Economic Policy Consultants (CEPA)5
providing recommendations on an appropriate level of operating and
capital expenditure. The reports also covered appropriate incentive
mechanisms; and,
A report by Oxera on the appropriate cost of capital for Bord Gáis
Networks.
A total of eleven consultation responses were received and each of these have
also been published alongside this decision document. In addition, the CER have
also published a document summarising the main issues raised in those
responses and providing the CER’s view on each of these.

5

In association with GL Noble and PKF.
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2.0 Background, objectives & assumptions
2.1

Introduction

This section provides the following information:
Relevant areas of the CER’s role and the powers under which the CER
makes its determination on the price control are outlined;
The manner in which this price control follows on from previous controls is
discussed;
The CER’s objectives for the September 2012 to October 2017 revenue
control are detailed; and,
The key assumptions underpinning the review have been documented.

2.2

The CER’s role

A general introduction to the CER is provided in Section 1.0 of this paper. The
specific legislation under which the CER determines the transmission business’s
revenue and tariffs is detailed below.
Under Section 10A of the Gas Act 19766 (‘the Act’) the CER may direct the
transmission business on the basis for charges for transporting gas through the
transmission system. In accordance with Section 10A of the Act, this decision
paper outlines the CER’s determination regarding the revenue that the
transmission business will be allowed to recover from its customers during the
period from October 2012 to September 2017.
The rationale for the CER’s decision is explained in detail in the remainder of this
paper.

2.3

Context of this revenue control

This decision paper sets out the CER’s determination on the revenue that the gas
transmission business should be allowed to recover from its customers over the

6

S10A was originally inserted by the Energy Misc Provisions Act1995 and was subsequently

amended by the Gas Interim Regulation Act 2002, SI 426 of 2004, then SI 320 of 2005, then the
Energy Misc. Prov Act 2006.
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period from September 2012 to October 2017. It also sets out the incentives that
the transmission business is subject to over that period. This is the third such
revenue control for the transmission business to be set by the CER.
PC1: October 2003 to September 2007
The first multi-year year control covered the period from October 2003 to
September 20077. When setting this control the CER consulted on the regulatory
principles and objectives, the appropriate form of regulation, and other issues
related to the broad principles surrounding the form of the control prior to setting
a control to cover a four year period.
PC2: October 2007 to September 2012
The second multi-year control covered the five year period from October 2007 to
September 20128.
This period saw the completion of the Curraleigh West to Midleton pipeline and
the pipeline to Great Island is currently under construction.
The period also saw moves towards more closely integrated all-Island energy
markets, thereby increasing the importance for CER and the transmission
business of taking into account developments in Northern Ireland.
The PC2 period also saw a secure and reliable supply of gas to customers being
maintained (despite two consecutive severe winters which led to more than one
1-in-50 event), and the progression of new town connections such that the
connection has been completed or is near complete on 17 new towns.
PC3: October 2012 to September 2017
The PC2 revenue control ended in September 2012. This control period, PC3,

7
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covers the period from October 2012 to September 2017. The objectives of PC3
are outlined in the following section.

2.4

Objectives for this revenue control

The purpose of this review is to determine an appropriate level of allowed
revenue for the transmission business over the next five years. When completing
the review, the CER’s objectives were to ensure that:
The transmission business is able to maintain the transmission network to
an adequate standard to meet customers’ expectations;
The interests of final customers are protected, in the short and long term,
by containing tariffs to the maximum extent possible while delivering
efficient network investment;
The transmission business is able to attract the necessary level of capital
investment to support the approved level of capital expenditure. In doing
so, the CER wants to ensure that the items of work included in the
transmission business’s investment plans are necessary and provide
value for money for customers in terms of the benefits they add;
Appropriate incentives are provided for the transmission business to
improve its efficiency where possible and that as much as possible of
these savings are passed through to consumers; and,
The day-to-day intervention by the CER in the transmission business’s
work is kept to a minimum.
Section 3.0 of this paper provides information on the review process which the
CER has undertaken in order to achieve the above objectives.

2.5

Definition of the ‘transmission business’

On the July 4th 2008, Gaslink assumed responsibility as the Transmission
System Operator (TSO) and Distribution System Operator (DSO) and thus are
responsible for operating, maintaining and developing Ireland's natural gas
transmission and distribution systems. Gaslink was established under legislation
as an independent subsidiary of Bord Gáis Éireann (BGÉ) to fulfill the
requirements of EU Directives relating to the development of the natural gas
market. On behalf of Gaslink, Bord Gáis Networks (BGN) constructs, extends
15

and manages the day to day operation of the natural gas network in Ireland.
In order to comply with the unbundling provisions of the EU Third Package, the
activities of BGN and Gaslink are to be amalgamated as an independent
subsidiary of BGÉ as part of the implementation of an Independent Transmission
Operator (ITO) model.
While the CER was mindful of Gaslink’s fundamental role as transmission and
distribution system operator, it also noted the importance of the revenue control
to the gas transmission and distribution activities and the upcoming
implementation of the ITO model. Therefore, when completing this revenue
control BGN, as the forerunner to the ITO, was the CER’s primary point of
contact for all analysis.
In this decision paper the term ‘transmission business’ refers to the relevant
sections of BGÉ which relate to ownership and operation of the gas transmission
network. The term ‘BGN’ is used to refer to the combined transmission and
distribution business.

2.6

Key assumptions for PC3

Inevitably, given the five-year scope of the review, it has been necessary to make
a number of assumptions regarding the environment within which the distribution
business will operate for the price control period. The key assumptions made by
the CER are as follows:
There will be no substantial change in the functions of the transmission
business; and,
There will be no material changes in the circumstances within which the
transmission business is operating, e.g. change of ownership.
A change to these assumptions may lead to a reopening of the revenue control.

2.7

PC2 outturn figures

Within this paper, the figures provided by the transmission business on its
expenditure during the PC2 period have been labelled as actual or outturn
values. This is not strictly correct. The values included for the October 2011 to
16

September 2012 period are the transmission business’s best estimate of the
expenditure it has incurred during that period.
The final values for October 2011 to September 2012 will be reviewed when
these are available in 2013 and if necessary the revenue that the transmission
business should be allowed to collect from its customers will be adjusted at that
time to reflect the outcome of the review.

2.8

Tariff comparisons

The decision on gas transmission tariffs for 2012/20139 has already been
published on the CER website and shows an increase of 20% in nominal terms
for typical Moffat shippers and an increase of 17% nominal terms for Inch.
The final decisions set out in this paper will result in (based on current projections
for capacity and commodity bookings) a real10 28% rise in capacity and a real
22% rise in commodity charges for UK gas and a 41% decrease in capacity and
a real 73% decrease in commodity charges for Inch gas in the second year of the
control with no real change for subsequent years.
These expected increases in tariffs in UK gas charges 2013/14 are driven by a
substantial fall off in expected capacity bookings which appear to be driven by
more by changes in booking behaviour rather than underlying changes in
demand. The decrease in Inch tariffs is attributable to the change in the expected
date for the decommissioning of Inch and the subsequent changes in expected
demand.
The model calculates the tariffs using the prevailing method: allowed revenues
divided by demand, thus as demand falls the tariff rises. The model calculates a
flat tariff over the years in the control. Thus a drop off in demand in later years
will lead to an overall higher tariff. Part of the rise in the Interconnector tariff is
due to the expected decline in bookings on the Interconnectors from 2014/15
9

Decision Gas Transmission Tariffs 2012/2013 - CER/12/145
This is the real increase excluding inflation from 2011/12 to 2012/13
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onwards, owing to the expected coming on stream of Corrib production. In July
2012 the CER published Decision on The Regulatory Treatment of the BGE
Interconnectors and Future Gas Transmission Tariff Regime (CER/12/087). In
this decision the CER decided to alter the tariff calculation mechanism which
would have the effect of reducing tariff volatility due to declining bookings on the
Interconnectors. On the 28th August leave was sought to Judicially Review this
decision. Pending the result of this Judicial Review the model published herein
continues to calculate tariffs under the prevailing methodology.
Please note that there would be different price rises for different customers based
on capacity and commodity split.

2.9

Summary

The above sections provide some background to and objective of this control,
along with other relevant details and assumptions.
Changes in the assumption outlined in Section 2.6 may lead to a reopening of the
revenue control.
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3.0 The regulatory review process
3.1

Introduction

This section provides information on the process that led to the decisions outlined
in this paper. It provides:
A high level overview of the approach the CER has adopted to
determining the revenue that the transmission business can recover from
its customers during the period from October 2012 to September 2017;
Information on how the project has been conducted to date;
A summary of the expertise used; and,
Information on the scope of this review.

3.2

Overview

Review of historic capital expenditure
The capital expenditure incurred by the transmission business over the October
2006 to September 2012 period was reviewed. The appropriateness and
efficiency of the investments made during that period were assessed. This
analysis included an assessment of actual versus planned capital expenditure
over the period, in terms of the volume of, unit cost of, and need for the
investment.
Review of historic operational expenditure
The operational expenditure incurred by the transmission business over the
October 2007 to September 2012 period was reviewed. This involved assessing
improvements in efficiency made by the transmission business during that period
and levels of network performance and customer service achieved.
Review of forecast capital expenditure
The capital expenditure which the transmission business forecasts it will incur
during the October 2012 to September 2017 period was examined, with particular
focus on ensuring value for money.
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Review of forecast operational expenditure
The operational expenditure which the transmission business forecasts it will
incur during the October 2012 to September 2017 period was reviewed, with
focus on ensuring value for money and efficiency improvements.
Determining the Regulatory Asset Base
Following the above review of historic capital expenditure, any variances
between the approved and actual efficient expenditure were reflected by
adjusting the asset base. The original asset base had been put in place as part of
the first five-year review (October 2003 to September 2007) and adjusted for the
second (October 2007 to September 2012).
The asset base was also adjusted to allow for the forecast capital expenditure.
The adjusted asset base for the forthcoming review period (October 2012 to
September 2017) has been published alongside this paper.
Section 4.8.2 provides information on how the asset base is set on an ‘as
capitalised’ basis up to September 2011 and on an ‘as spent’ basis thereafter.
Determining the appropriate cost of capital
The cost of capital for application to the transmission business’s regulatory asset
base has been developed.
Determining appropriate incentives
Using the reviews of the transmission business’s historic and forecast
performance as a basis, incentives have been developed for the forthcoming
period. These are broadly the same as the incentives in place for PC2.
Determining the allowed revenue
The output of the above analysis was fed through to develop revenue (which the
transmission business will be able to recover from its customers) for each gas
year within the period October 2012 to September 2017. This revenue will feed
through into setting the gas transmission tariffs for each tariff period.

20

3.3

Conduct of this project

In order to ensure that there is clarity as to the underlying data and assumptions
as well as the analysis itself, this project has involved a high level of interaction
with the network business. In addition, information on this review has previously
been published for consultation. The high level steps associated with this process
are provided here.
The first phase of public consultation was undertaken in April 2011, when the
CER published an information note requesting comments on the proposed scope
of its forthcoming gas transmission and distribution revenue reviews. Following
receipt of comments, the CER published a response paper in September 201111.
Further detail on the content of that information note is provided below in Section
3.6.
In parallel with the above consultation the CER acquired consultancy support for
the provision of technical and financial advice over the course of the project.
Detail on this is provided in Section 3.4.
To ensure that the CER and its advisors attained an adequate understanding of
the transmission business, the CER engaged with the network business to
ensure that relevant data was provided in a useable format. A questionnaire was
issued to the network business outlining the technical, economic and financial
data required by the CER. The network business then completed the
questionnaire in two stages: providing historic data first and then progressing to
forecast information. The network business also provided a significant amount of
supporting documentation. Following submission there was a period of
interaction between the CER and the network business during which clarifications
and further information were sought.
This interaction allowed the CER, with the assistance of its advisors, to complete
a comprehensive review of the network business’s historic and forecast

11

This information note, the comments received and the CER’s response is available here.
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performance, leading to the development of the proposals outlined in the
consultation paper.

3.4

The expertise used

The CER has completed numerous reviews of regulated utilities since its
foundation in 1999 and has developed its internal abilities over that period. To
augment these skills, and reflecting the range of analysis required, the CER has
acquired the services of economic and engineering experts to assist in the review
of the transmission business’s historic and forecast costs and performance.
Cambridge Economic Policy Associates (CEPA) provided advice on the technical
aspects of the review. This included a review of the network business’s capital
and operational expenditure and the provision of advice on an efficient level
which should be approved by the CER for recovery from the network business’s
customers. This role included completing the benchmarking studies necessary to
provide relevant and well founded advice. It also involved the provision of advice
on appropriate incentive arrangements.
Oxera provided advice on the financial aspects of the review. The main body of
work completed by Oxera is the provision of advice on the appropriate cost of
capital for the network business.
The advice put forward by the CER’s consultancy support fed through into the
proposals in the consultation paper and into the final decisions set out in this
paper. The original reports provided by both CEPA and Oxera were published
alongside the consultation paper.

3.5

Scope of this review

The decisions outlined in this paper relate to the regulated aspects of the
transmission business’s activities. However, as part of the review process in
reaching a final decision, the CER has also taken into account the allocation of
some corporate centre costs and overheads to the regulated business units.
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3.6

April 2011 information note

3.6.1 Introduction
As detailed above, this will be the third revenue control to be put in place for the
network business. The previous reviews allowed some treatments (for example,
depreciation methodologies) to become established practice. As a result the
CER stated its intent to continue using some of the methodologies established
during the previous reviews, and to focus on other areas that would ensure that
the transmission business is operated and developed in a cost-effective manner.
In April 2011 an information note was published to this effect 11. Sections 3.6.2
provides a summary of the main points of that information note, the comments
received and the CER’s responses.

3.6.2 Summary of April 2011 information note
In April 2011, the CER published an information note highlighting and requesting
comments on some initial high level proposals regarding the upcoming review of
the network business’s performance and costs. The CER proposed that the
project undertaken by the CER would focus on reviewing and setting the network
business’s:
operating expenditure;
capital expenditure;
weighted average cost of capital (WACC);
Regulatory Asset Base (that is, adjusting for the level of expenditure
incurred by the network business); and,
performance incentives12.
The CER stated its view that focusing on the above areas would allow for the
continued protection of gas customers by ensuring that the gas transmission
network business was operated and developed to meet customer needs in a

12

The information note also referred to the examination of the appropriate regulatory treatment of

the BGÉ Interconnectors. However, this has been dealt with through a separate consultation
process.
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cost-effective and efficient manner.
The information note outlined the CER’s proposal that, on the basis of regulatory
certainty and maintaining regulatory precedent, certain methodologies which
have become established during the previous control periods, would not be
reviewed as part of this project. These are as follows:
The length of the control period would not be changed. That is, it would
continue to be a multi-annual revenue review covering a 5 year period;
The Capital Asset Pricing Model (CAPM) would continue to be used to aid
the determination of a WACC which would be applied to the network
business’s regulatory asset base;
The CPI-X model would continue to be used to set the level of revenue to
be recovered by the network business; and,
The existing methodologies used for valuation and depreciation of the
business’s assets would continue to be applied.
The CER also stated that it continued to be of the view that the revenue controls
for the transmission and distribution businesses should be set using a common
set of principles. However, in developing the controls for each business, the CER
would take into account their specific features.
The CER noted that it would consider all submissions to that information paper
and respond as appropriate in the relevant consultation papers. Comments were
invited from stakeholders on the scope of the review and alternative
methodologies that could be taken with respect to the currently adopted
approaches listed above.
Following receipt of comments, the CER published a response paper in
September 201111. While the CER provided clarifications and was generally in
agreement with the comments provided by the respondent, there were no
changes to the CER views as outlined in the original information note. The CER
also noted that the final decision on the matters outlined within the information
note would be included within the final decision on the network business’s
revenue for the October 2012 to September 2017 period.
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3.7

Consultation Document

The CER published a consultation paper on 22nd May along with three reports
from the consultants covering Opex & Capex for PC3, Cost of Capital and a
report on Outputs & Incentives. In addition the CER published the excel model
showing BGN’s PC3 Transmission Network Revenue. The consultation period
closed on Monday, 9th July and a total of eleven responses were received
addressing the consultation on transmission revenue. These are listed below:
Bord Gáis Networks
Endesa Ireland
Energia
ESB
Glanbia
Irish Offshore Operators’ Association
Kinsale Energy
Kore Energy
Manx Electricity Authority
Shannon LNG
Vayu
The responses raised a number of issues and the CER have reviewed these
along with our consultants. A number of changes have been made to take on
board valid comments made by respondents. The responses are published
alongside this decision paper along with a consultation response document which
summarises the main issues raised by respondents and provides the CER’s
response to each.
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4.0 The Regulatory Asset Base
4.1

Introduction

The revenue that the transmission business recovers from its customers during
each review period can be divided into three separate categories:
1. Revenue to cover the transmission business’s operational costs during
that period;
2. A return on capital on the transmission business’s assets; and,
3. Revenue to cover depreciation of the transmission business’s assets.
The Regulatory Asset Base (RAB) plays a key role in the determination of the
amount of depreciation that the transmission business receives (item 3 above),
and is the base to which the rate-of-return is applied when determining the return
on capital for the distribution business (item 2 above).
This section provides information on a number of interrelated issues that
determine the transmission business’s RAB. Specifically, this section provides
information on:
where to find detail on the type of assets within the transmission
business’s RAB;
the methodology used to value the assets within the transmission
business’s RAB;
the length of asset lives applied to the assets within the transmission
business’s RAB;
the depreciation methodology applied to the transmission business’s RAB;
the regulatory practice when an asset is physically replaced prior to being
fully depreciated; and,
the regulatory treatment of (1) clawback of revenue earned on assets that
were not put in place and (2) additions to the transmission business’s
RAB.
Finally, Section 4.9 provides a summary.

4.2

Composition of the RAB

The RAB is documented within the Excel model which is published alongside this
26

paper.

4.3

Valuation of the Regulatory Asset Base

4.3.1 Introduction & continuation of current approach
The preceding section provides information on where to find detail on the
composition of the RAB. However, the approach to valuing the assets within the
RAB is also an important decision within the revenue control process.
In the information note the CER stated its intention to continue its current
approach for valuation of the RAB through into the next review period. The
information note stated that on the basis of regulatory certainty and maintaining
regulatory precedent the methodology for valuation of the RAB, which has
become established practice during the first two control periods, would not be
reviewed as part of this project.
In the consultation document the CER restated its intention to continue with the
current methodology for the valuation of the transmission business’s RAB. The
CER have maintained this methodology for the final decision, but in order to
provide background information the following sections provide further information
on this topic including alternatives.

4.3.2 Background
The core issue regarding the valuation of the transmission business’s RAB is
whether the RAB should reflect the value of the assets now (replacement value)
or when they were built (acquisition cost). A number of variations on these
approaches are outlined below. The advantages and disadvantages of each are
detailed in the below table.
Acquisition cost
Assets are valued at their original cost of construction /acquisition. The value of
assets is not indexed for inflation nor is their value linked to the cost of
replacement.
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Replacement cost
Assets are valued at what it would cost to replace existing assets. There are two
approaches to replacement cost: indexing the acquisition cost of the assets; and
revaluing the asset based using a Modern Equivalent Asset (MEA) approach.
Replacement cost less stranded assets
This is as per replacement cost (above) but those assets that are not utilised in
the current system would be excluded. Effectively, this would be the cost of
building a replacement system.
Deprival value
The assets would be valued at the lower of their replacement cost or economic
value (in the event that they could not be replaced).
Table 1: Advantages and disadvantages of valuation approaches
Approach
Acquisition cost

Advantages

Disadvantages

This is the simplest approach

It

does

not

to valuing the RAB. It requires

economic values of the assets

no adjustments to the RAB,

and

other than for new capital

reduce incentives to invest in

expenditure and depreciation.

the network.

therefore

reflect

is

likely

the

to
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Replacement cost

There are two variations of
this:

Modern Equivalent Asset
This

ensures

the

RAB

Modern Equivalent Asset
is

Complex, as in principle all

directly linked to the costs of

assets within the RAB must be

constructing

reviewed and valued.

a

new

transmission system.
Assessment of networks used
It provides a better indication

for valuation is controversial –

of changes in market values.

specifically

whether

this

should be the existing or an
‘optimal network’.

This approach risks deterring
new

investment

if

some

existing assets are stranded
when the RAB is revalued.

Indexed acquisition cost

Indexed acquisition cost

This is simpler to apply than

Simple indexation means that

MEA, as it does not require an

some

in-depth review of the asset

overvalued

base.

undervalued relative to their

assets

may
and

be
some

true market value. This may
be

worsened

by

retirement/disposal of some
assets.

It does not take into account
technological

improvements

that increase capital efficiency.
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Replacement
stranded assets

cost

less

The advantages are as per

Identifying stranded assets is

those

for

somewhat

replacement cost. In addition,

particularly

it has the benefit that any

transmission system. It would

assets that are considered

need to be demonstrated that

stranded – that is, where there

a specific asset should not

is an unambiguous case that

have been built based on

they are not required – would

reasonable assumptions.

listed

above

judgmental,
for

the

be removed from the RAB.
Excluding

stranded

from

RAB

the

investment.

assets

may deter

That

is,

the

transmission business may not
invest in some cases if there is
a risk that the asset may
become
example,

stranded,
through

for

expected

load not appearing.

Deprival value

Provides
economic
network

most
valuation

accurate
of

the

Highly complex to apply as
requires detailed modelling of
system to determine asset
values

Having balanced and considered all of the above, the CER decided that the
transmission business’s RAB would be valued using a replacement cost
approach for the period October 2003 to September 2007. It was subsequently
decided that the approach would be continued for the period October 2007 to
September 2012.
While it is recognised that there are advantages and disadvantages associated
with each methodology, the replacement cost approach was taken as it is more
likely to result in the correct level of network investment.
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As documented above there are a number of variations of replacement cost that
could be used. The version used by the CER uses the acquisition cost, indexed
with inflation, as a proxy for the replacement cost.

4.3.3 Decision
While alternatives and a discussion are provided above the CER has decided not
to change the current methodology.
The CER will continue to use this methodology to value the transmission
business’s asset base for the October 2012 to September 2017 period.
Maintaining regulatory certainty by continuing this methodology, which has
become established practice over the past two control periods, was a significant
factor in this proposal. However, it should also be noted that, if this was not a
factor, the transparency and investment signals, etc. related to the current
approach would still provide valid arguments for its continuation.

4.4

Asset Lives Applied to the RAB

4.4.1 Introduction
The assets lives applied to assets within the RAB feeds through into the level of
depreciation that the transmission business receives on those assets within each
control period (or indeed year).
In the information note, the CER stated its intention to continue the asset lives
that were previously employed, but to move to a 50 year asset life for IC2. The
CER is now confirming that this is the case.

4.4.2 Background
The CER has completed two revenue controls to date for the transmission
business. Assets were grouped into seven main categories for depreciation
periods, with straight line depreciation applied for all assets. The CER sees no
reason to change this treatment for the October 2012 to September 2017 period
and has maintained the asset lives of the categories accordingly. The asset lives
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used in each of those controls and those to apply in PC3 (and assumed to be
used previous to those controls) are detailed below in Table 2.
Table 2: Asset lives applied to distribution assets
Asset
Compressor stations
Pipeline/Above Ground Installations
Gas to the West
IC2
Land
Buildings
Equipment
ITO setup costs13

Pre Sept
2003

PC1

PC2

PC3

20
40
40
40

25
50
100
100
40

25
50
50
100
40

25
50
50
50
40

40
5
n/a

40
5
n/a

40
5
15

Please note that an additional category has been added within the above table
for PC3. The setup costs relating to the Independent Transmission Operator
(ITO) have been added to the asset base with an asset life of 15 years. This is
discussed further, later in this paper.
Regarding IC2, the asset life during PC1 and PC2 is discussed within the PC2
decision paper. The CER has made the decision to move to a 50 years asset life
in PC3. This is because it is an appropriate time period that more closely reflects
the useful life of the asset.

4.4.3 Decision
For the control period covering October 2012 to September 2017, the CER has
decided to continue applying the assets lives used during PC2 in most cases.
The CER does not consider that any new evidence has arisen during PC2 that
would justify re-considering the asset lives used.
An exception is IC2, where the CER has made the decision to move from a
depreciation life of 100 years to a depreciation life of 50 years in PC3.
13

Independent Transmission Operator as discussed further below.
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These depreciation lives are detailed above in Table 2. The decision to
depreciate ITO setup costs over 15 years is covered in more detail in Section 7.6

4.5

Depreciation method

4.5.1 Introduction & decision to continue current approach
In the information note and subsequent consultation paper, the CER stated its
intention to continue using the same depreciation methodology for the period
October 2012 to September 2017 as was employed in PC2. The CER is stating
its decision to continue using straight line depreciation during the period October
2012 to September 2017.
The following sections provide further information on this topic.

4.5.2 Background
Economic depreciation profiles allocate the original capital cost of a project over
its useful life. There are a number of possible methods through which asset
bases may be depreciated; common relevant examples are straight-line, sum-ofyears-digits14 and declining balance depreciation.
When setting the first revenue control, covering the period October 2003 to
September 2007, the CER chose the straight-line method. Some of the benefits
of this approach are as follows:
Straight-line fully depreciates the assets over a period of time. The
declining balance method does not as it is calculated as a portion of the
declining value of the asset.
Due to the nature of the design life of network assets and the load profile
of the use of network assets, the straight-line method is considered to be a
reasonable representation of economic depreciation for network assets.

14

This is considered more relevant/appropriate for industries with significant technical progress.
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The CER noted that the straight-line approach is simple, transparent and
objective and also noted that it was the approach that had been chosen for
electricity networks.
The straight-line approach to depreciation was then continued when setting the
second revenue control, covering the period October 2007 to September 2012.

4.5.3 Decision
For the control period covering October 2012 to September 2017, the CER has
decided to continue applying the straight-line method of depreciation used during
PC2. Maintaining regulatory certainty by continuing this methodology was a
factor in this decision. However, regulatory certainty aside, the rationale that led
to this approach being chosen in the first instance would still provide relevant
arguments for choosing straight-line depreciation for the forthcoming period.

4.6

Replaced assets/disposals

The issue of replaced assets/disposals is more material in distribution than in
transmission however we include the text below from the distribution consultation
document to give a concrete example of the issues under consideration: “During
the PC2 period the CER agreed that for the cast iron replacement project, since
these assets were being replaced prior to being fully depreciated on the RAB,
these assets would be removed from the RAB in the year of replacement and the
remaining indexed net book value would be provided to the distribution business
over a shorter period that would otherwise have been the case. This treatment is
reflected in the model that is published alongside this paper.”
Essentially there are two options that the CER considered: the transmission
business could be given the remaining net book value once the assets are
replaced, or the assets could remain on the RAB until they are fully depreciated
(even though their replacements could also be on the RAB at that time).
Respondents were asked to provide their views on the appropriate treatment,
including any alternatives to the above suggestions.
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Respondents did not express a preference on either of the two options set out by
the CER. Having considered the matter further the CER has decided that these
issues will be considered on a case by case basis.

4.7

Capital expenditure approved but not incurred

Any revenue collected by the transmission business to cover return and
depreciation on projects which were planned for the PC2 period and
subsequently not put in place will be clawed back and netted off the revenue to
be collected by the transmission business during the PC3 period. Adjustments to
this revenue prior to it being returned to the network customer are discussed in
Section 7.7
In some cases the transmission business may be allowed to retain this revenue
as part of an incentive mechanism to ensure only necessary assets are built.
The details of these calculations for PC2 are provided in Section 7.7
The same methodology will be used for the look back at capital expenditure at
the end of PC3.

4.8

Additions to transmission business’s RAB

4.8.1 Introduction & decision to continue current approaches
The regulatory treatment of additions to the transmission business’s RAB is an
important issue in a revenue control. This section details the regulatory treatment
of the following items:
Additions to the transmission business’s RAB;
Interest During Construction (IDC); and,
Capital contributions and grants.

4.8.2 Additions as spent
The PC2 decision reflected a RAB which included assets on an ‘as
commissioned’ basis up to September 2006 and on an ‘as spent’ basis from
October 2006 onwards.
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The decision for the treatment of additions in PC3 is that assets will treated on an
‘as commissioned’ basis up to September 2011 and on an ‘as spent’ basis from
October 2011 onwards.
The use of the ‘as spent’ basis when looking forward is primarily due to the fact
that this is the way in which the transmission business provided its forecast
Capex figures and consequently CEPA’s recommended figures were also
provided on that basis.
The use of the ‘as commissioned’ basis when looking backwards is primarily due
to the fact that the transmission business holds its own records of its assets on
an ‘as commissioned’ basis. While it would not be strictly necessary for the CER
approved RAB to line up with that format, having both on the same basis
provides useful crosschecks.
When reviewing outturn PC2 expenditure (and clawing back revenue relating to
assets that were not built), the CER essentially redid the calculation for October
2006 to September 2011 on an ‘as commissioned’ basis, even though the
revenue had originally been provided to the transmission business when looking
forward on an ‘as spent’ basis. The CER believes this is appropriate as it
removes the possibility of more than an appropriate number of years of
depreciation being provided (e.g. six years instead of five for equipment) if an
asset was ‘spent’ in one year, but commissioned in a later year.

4.8.3 Interest During Construction (IDC)
The majority of the RAB is on an as capitalised basis. The transmission business
has a policy of charging interest to a project while construction is in progress and
this interest charge is included in the value of the project when it is capitalised.
While the forward looking portion of the RAB is completed on an ‘as spent’ basis,
the review of outturn expenditure on an ‘as capitalised’ basis ensures that there
is no issue in relation to IDC.
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4.8.4 Capital contributions and grants
In both the first and second revenue controls, capital contributions and grants
were subtracted from capital expenditure in the relevant year.
The CER is to continue this policy during the forthcoming revenue control period,
covering October 2012 to September 2017.

4.9

Summary

This section provides a summary of the CER’s decisions on a number of
interrelated areas that impact on the setting of the transmission business’s RAB
and the level of revenue that the transmission business is allowed to collect
during each control period (or year) to cover its depreciation costs.
The CER has decided to move to a depreciation life of 50 years for IC2. No other
changes in methodology relative to that employed during the October 2007 to
September 2012 period have been made for the October 2012 to September
2017 period.
Valuation methodology
The CER is to continue using the methodology employed during previous control
periods. This is a variation of replacement cost approach, which uses the historic
cost, indexed upwards to allow for inflation, as a proxy for replacement cost.
Asset lives
The CER will continue using the methodology employed during previous controls
with the exception of IC2 where an asset life of 50 years is to be adopted. Under
this approach a life of 50 years is applied to network pipelines. These make up
the majority of the transmission business’s asset base. The lifetimes applied to
other assets are detailed in Section 4.4 of this paper.
Depreciation methodology
The CER will continue using the methodology employed during previous control
periods. This is straight-line depreciation.
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Depreciation and return on capital expenditure approved but not incurred
The CER has decided that revenue collected by the transmission business to
cover return and depreciation on projects which were planned for the 2007 to
2012 period and subsequently not put in place will be clawed back and netted off
the revenue to be collected by the transmission business during the 2012 to 2017
period. Details of how this mechanism was implemented for PC2 are provided in
Section 7.7.
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5.0 Historical operational expenditure
5.1

Introduction

This section examines the historical operational expenditure undertaken (Opex)
by the transmission business over the 1 October 2007 to 30 September 2012
period. The outturn expenditure15 is assessed and compared to the revenue
allowed by the CER as part of the PC2 determination.
This historical review of Opex has been used to derive normalised costs that form
the basis for proposed PC3 Opex allowances.
The transmission business has under-spent overall in PC2 by €26.6 million. The
key features of the under-spend are:
under-spend on Direct Opex of €10.2m;
under-spend on pass through costs, mainly rates of € 25.0m;
offset by an overspend on Business Support Services of €5.9m and
miscellaneous adjustments of €3.3m.

5.2

Objectives for the review of historic Opex

The main objective of the review of the transmission business’s historical Opex is
to assess that its expenditure has been incurred efficiently while delivering the
expected benefits for customers in line with the package agreed as part of the
PC2 determination.
This review of historic performance also assisted in the CER’s determination of
the appropriate allowed operational expenditure for the October 2012 to
September 2017 period, as detailed within Section 6.0 of this paper.

5.3

Overview of historic Opex

This section provides a high level summary of:
the operational costs approved by the CER for October 2007 to

15

As the time of completing this review the outturn costs for the October 2011 to September 2012

period were not available. Therefore, forecasts were used for that period.
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September 2012;
the operational costs incurred by the transmission business during that
period; and,
the variance between the two.
The narrative included within Sections 5.3.1 to 5.3.5 below provides more detail.
Note that BGN had made a request for additional PC2 operational costs related
to the ITO. This is not covered within the below table (as it was not envisaged at
the time when the PC2 costs were approved), but is discussed below in Section
5.3.6.
The transmission business has under-spent overall by €26.6m. The key features
of the under-spend are:
under-spend on Direct Opex of €10.2m;
under-spend on pass through costs, mainly rates of €25.0m; and,
offset by an overspend on Business Support Services of €5.9m and
miscellaneous adjustments of €3.3m.
Table 3: PC2 operating costs
TBU Opex analysis - Historic
2007/08
Actual

2010/11 Monies €k

2008/09
Actual

2009/10
Actual

2010/11
Actual

2011/12
Forecast

PC2
Total

PC2
Allowance

PC2
Variance

Direct
INCH
Interconnector Opex
Less PTL Contributions
Onshore
Direct sub-total
Miscellanous Adjustments
Business Support Services
ISO
Pass through
Grand Total

-

908
6,890
1,095 11,500
18,203
1,874
11,865
2,025
12,292
46,259

820
9,883
1,464 12,387
21,626
346
14,709
2,482
12,016
51,179

1,093
7,924
1,408 12,151
19,760
-988
14,146
2,610
12,464
47,992

879
6,841
1,039 16,572
23,253
-599
16,752
2,312
12,877
54,595

841
11,636
1,351
15,544
26,671
2,696
18,994
2,756
12,984
64,101

4,541
43,174
-6,357
68,154
109,512
3,329
76,465
12,185
62,633
264,125

6,109
51,965
-7,090
68,703
119,687
0
70,590 12,802
87,644
290,723

5.3.1 Direct Opex (allowed €119.7; outturn €109.5m)
The transmission business reports its transmission direct Opex costs under the
following key headings: (i) Inch; (ii) Interconnector Opex; and (iii) Onshore. The
total actual Opex for the PC2 period was €109.5m versus a PC2 tariff allowance
of €119.7m, representing an under-spend of €10.2m (or 8.5%).
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1,568
8,791
-733
549
10,175
-3,329
5,875
617
25,011
26,598

Table 4: PC2 direct operating expenditure
TBU Opex analysis - Historic Variance Analysis
2007/08
Variance

2010/11 Monies €k

2008/09
Variance

2009/10
Variance

2010/11
Variance

2011/12
Variance

PC2
Total

PC2
PC2
Allowance Variance

Direct OPEX
INCH
Interconnector Opex
Less PTL Contributions
Onshore
Direct sub-total

-

163 -4,590
479
-1,949
-7,181

363 -1,227
115
-3,423
-4,898

88 -2,075
315 -4,185
-6,033

528 -2,576
432 278
-3,258

424
1,677
252
1,876
2,877

4,541
43,174
-6,357
68,155
109,513

6,109
51,964
-7,090
68,702
119,685

1,568
8,790
-733
547
10,172

The principal reasons for the direct Opex under-spend relate to:
completion of the Inch Cork uprating project resulted in a lower
maintenance and operating cost of the Midleton Compressor Station and
also a reduction in running hours;
The transmission business reaching agreements with the relevant safety
authorities in reducing subsea pipeline inspections resulting in a PC2
saving of €5.8m;
overall PC2 savings in SCADA system costs €1.5m which BGN state
relate to efficiencies; and
cost savings of €1.0 million relating to onshore pipeline maintenance and
operations.

5.3.2 Business Support Services (allowed €70.6m; outturn €76.5m)
This area covers transportation, financial management and commercial functions.
This includes key areas of financial control, code compliance, market
arrangements, commercial and regulatory compliance, meter reading and
customer support.
In previous years transportation and shared services were allocated to the
transmission business. As a result of the organisational changes in PC2 and the
establishment of the ITO these services have become an integral part of BGN,
but still need to be apportioned over the transmission, distribution and
unregulated business within BGN.
In PC2, the CER approved an allowance of €70.6m for this activity. The
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transmission business’s outturn costs were €76.5m, an overspend of €5.9m16.
This is discussed in more detail within the CEPA report published alongside the
consultation paper. It should be noted that there is an overall underspend in
business support services across the combined transmission and distribution
businesses16.

5.3.3 Miscellaneous deductions (allowed €0m; outturn €3.3m)
This area represents charges and credits relative to the PC2 allowance, mainly to
ensure that costs which are not accurately represented elsewhere are captured
correctly.
The only items that feeds through into PC3 relates to the notional rent on the
Finglas building (relating to the cost of the new Networks Services Centre
relating to the Network Services Contract) which is owned by BGN but not
included as an asset in the RAB.

5.3.4 Pass through (allowed €87.6m; outturn €62.6m)
These figures cover costs associated with
the regulatory levy paid by the transmission business to the CER;
council rates; and,
CO2 allowances.
Gaslink costs are covered separately in Section 5.3.5 below.
The CER levy is viewed as straight pass through items over which the
transmission business had little control.
For rates, if the actual amount differed from the PC2 allowance, then the
difference was shared on a 50:50 basis between the transmission business and

16

The figures referred to here are those allocated to the transmission business only.

The

equivalent figures for distribution are an allowance of €128.7m and an actual of €108.2m. Other
units to which this area provides services have been allocated a spend of €8.1m.
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customers. The economic downturn and negotiations by the distribution business
on the rateable valuation for the network has resulted in favourable rates
variances.
CO2 is emitted from the transmission business’s compressor stations in Ireland
and the UK. An annual allowance of CO2 is issued to each participating
installation and the difference between the allowance and the total CO 2
emissions must be purchased from the open market. For PC2 an agreed set of
CO2 volumes was established and a one year forward looking estimated price
set. When closing, 50% of any savings/cost increase between the estimated and
actual CO2 are passed through.
The figures have been reflected within the annual transmission tariff setting
process, where relevant pass throughs have been passed on to customers.

5.3.5 Gaslink (allowed €12.8m; outturn €12.2m)
Gaslink Independent System Operator Limited, an independent subsidiary of
Bord Gáis, commenced trading at the beginning of PC2 (early October 2007) and
holds the Transmission and Distribution system operator licences for BGÉ. The
primary function of Gaslink is to operate, maintain and develop the transmission
and distribution systems safely, reliably and efficiently under economic conditions
with due regard to the environment. As a separate legal entity Gaslink raises
invoices for its charges to BGN.
For PC2, the CER recognised the need for greater clarity regarding the functions,
responsibilities and operating costs of Gaslink and determined that the costs
would be subject to annual review by CER. The determination also stated that
80% of the costs be charged to Transmission and 20% to Distribution. 80% of
the costs or €12.2 million has been charged to Transmission Opex in PC2 and
the remaining €3 million to Distribution.
The actual costs have been broadly in line with the allowances throughout PC2.
In July 2010 the Minister for Communications, Energy and Natural Resources
decided that the Independent Transmission Operator model would be applied
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within BGÉ and it is envisaged that Gaslink will become integrated into the ITO at
some stage during the 2012/13 period.

5.3.6 ITO operating costs in PC2
In general the revenue to cover operational costs was set at the beginning of
PC2 and, while the outturn is being reviewed here, no adjustments will be made
for over or under spends by the transmission business. However, the PC2
decision stated that an exception to this approach would be where an event
genuinely outside of the transmission business’s control, which was not forecast
at the time the control was set, leads to the transmission business incurring
significantly more costs than expected, and which could severely impact on the
transmission business’s financial position17.
BGN had claimed an additional allowance of €10m for the ITO Opex costs that
arose in PC2 and were not anticipated at the time the PC2 allowances were set.
Following its review CEPA concluded that the additional ITO costs could have
been contained. Regarding the costs incurred in PC2, CEPA recommended an
allowance of €3.5m (for transmission). Having considered CEPA’s comments
further, the CER has decided to accept that the full allowance should not be
given. This disallowance has been has fed through to the revenue that the
transmission business will be allowed to recover over the PC3 period and is
illustrated in the table below.

17

Further information on this is provided in Section 5.7 of the distribution PC2 decision,

CER07/111, which is available here.
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Table 5: Additional ITO operating costs incurred in PC2 (€m, 2010/11 prices)
€m
BGN’s estimate of the additional ITO Opex costs in PC2

10.0

Less the unregulated portion

0.5
9.5

Less further efficiency disallowance on costs

1.2

Total before allocation

8.3

Apportioned to Distribution

4.8

Apportioned to Transmission

3.5

5.3.7 Normalised costs
CEPA’s review of historic operating costs fed through into their recommendations
for the PC3 period. More detail can be found within the CEPA report published
alongside the consultation paper and also within Section 6.2.

5.4

Conclusion

The above sections of this paper cover the transmission business’s operating
expenditure over the October 2007 to September 2012 period at a high level.
Parties that are interested in more detail should also read the consultant’s report
on this expenditure which was published alongside the consultation paper.
The CER has decided to allow €3.5m of additional costs relating to the ITO which
were incurred in PC2 but for which no allowance had been made. A further
allowance is to be included for recovery through distribution tariffs.
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6.0 Forecast operational expenditure
6.1

Introduction

The section outlines the CER’s decision regarding the transmission business’s
operational expenditure over the October 2012 to September 2017 period. The
recommendations provided by the CER’s consultancy support (CEPA) were
published alongside the consultation paper. For a level of detail greater than that
provided below, readers should also refer to the CEPA documents.
In summary, CEPA completed a bottom-up assessment to develop a base year
of normalised transmission Opex costs that represents the core historic ‘business
as usual’ Opex and which was then revised to reflect additional items of Opex
forecast to be incurred in future years. A further 1% year on year efficiency was
also recommended by CEPA. CEPA noted that a top-down benchmarking of
transmission performance of this kind is difficult and consider that the bottom-up
analysis provides the best estimates for BGN’s relative performance. However,
CEPA considered that there is scope for ongoing efficiency gains and have
recommended an efficiency target of 1% per annum by BGN to reflect future
frontier shifts.
The introduction of the ITO is discussed in Section 7.6. It is worth noting that
operating costs in PC3 will be higher than would otherwise have been the case
due to the introduction of the ITO, which was a Government decision made due
to an EU requirement. While these extra costs are unavoidable, the CER has
ensured that only efficient costs are allowed.

6.2

Development of proposed allowances

Section 5 provides detail on the transmission business’s historical Opex. CEPA’s
conclusion from its review of historic transmission Opex was that the
transmission business has not fully justified the substantial increase in operating
costs following the two major programmes it has undertaken in PC2 and that
there is also an absence of evidence of net savings being delivered by these
initiatives in PC3.
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CEPA has therefore not accepted the increased level of support cost Opex
presented by the transmission business and has instead based its projections on
the level of normalised annual expenditure with adjustments to reflect the
evidence to support changes in costs going forward.

6.2.1 The normalised annual expenditure & adjustments
CEPA completed a bottom-up assessment to develop a base year of normalised
transmission Opex costs that represents the core historic ‘business as usual’
Opex and which was then revised to reflect additional items of Opex forecast to
be incurred in future years.
CEPA’s normalised costs were derived from a bottom-up analysis of actual Opex
costs. They were adjusted for efficiencies and one-off costs, an understanding of
material activities and their drivers, and adjustments made to reflect the evidence
to support changes in costs going forward.
Further detail is provided within the CEPA document published alongside the
consultation paper. In addition, following the consultation process and further
discussions with BGN, there have been some amendments to the figures
included in the consultation documents. Where changes have been made an
explanation is provided in the relevant section below.

6.2.2 Efficiency improvements
The work described in Section 6.2.1 above provided the figures outlined in Table
8 and Sections 6.3.2 to 6.3.7 below.
A further adjustment of €1.0m over 5 years was then applied, as described in
Section 6.3.8.
A further 1% efficiency improvement was then applied to these figures, as
described in Section 6.3.9 below.
The final Opex figures, taking into account these adjustments are outlined in
Table 8.
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6.3

Allowances

6.3.1 Introduction
This section outlines the decision on allowances set by the CER for the
transmission business’s operational costs over the PC3 period.
The allowances documented here (and covered in Table 8) include an
adjustment of €1.0m and a further 1.0% efficiency adjustment as detailed below.
The network business underwent a transformation programme during the PC2
period, resulting in the transmission business’s requests for PC3 being under
different headings relative to PC2. The figures proposed here are listed here are
under the PC2 headings.

6.3.2 Direct operating expenditure (CER €130.3m)
Direct operating costs are detailed below under the following key headings: (i)
Inch; (ii) Interconnector Opex; and (iii) Onshore
Inch Opex
The primary assets at the Inch Entry Point are the:
above ground installation (AGI) at the landfall of the Kinsale subsea
pipeline. The key cost associated with the Inch AGI is the addition of gas
odorant to the gas flow in order to provide the characteristic gas ‘smell’.
Midleton Compressor Station, which delivers gas from the Kinsale offshore
gas storage facility into the BGN transmission pipeline system at Cork.
The transmission business’s forecast for PC3 was €4.8m versus a PC2 outturn of
€4.5m. CEPA noted decommissioning costs with the Kinsale Facility and the
increased costs of the Midleton Compressors in 2015/16 and recommended a
value of €4.8m. The CER largely agrees with the consultants recommendations
and has set Inch Opex costs for PC3 at €4.6m, after factoring a 1% efficiency.
Interconnector Opex
The key costs for Interconnector Opex comprise:
AGI’s – 5 number block valve sites and 1 number pressure reduction/flow
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control facility at Twynholm in Scotland;
Compressor Stations at Beattock and Brighouse Bay;
Management costs associated with the interconnector assets;
The UK onshore pipeline assets in Southwest of Scotland (SWOS);
The SCADA system used for the control of the interconnector assets; and
Costs associated with the operation and maintenance of the subsea
pipelines (I.C.1 and I.C.2 between Scotland and Ireland)
These costs are offset by the contributions from Premier Transmission Limited
(PTL), who share the SWSOS assets between Moffat and Twynholm, including a
proportion of the operating costs of the Beattock Compressor Station.
CEPA’s recommendations on individual items were covered within the CEPA
document which is published alongside the consultation paper. CEPA
recommended an overall allowance of €52.0m. The CER has set an allowance of
€56.3m for the PC3 period. This includes €4m related to IC compressor
overhauls. Following further discussions with BGN the CER have decided to
allow this additional revenue in order to ensure that there is sufficient allowance
for BGN to undertake all necessary work on compressor stations. The CER are
of the view that it is of the utmost importance that BGN have sufficient revenue to
carry out all necessary work in this area.
There is also an additional €8m allowed for Online Inspections, of which €2m has
been allocated to Interconnector Opex. This additional €8m is given in
recognition of the need to ensure that BGN have sufficient revenues to maintain
and safely operate the network. The additional revenues will ensure that there
are sufficient monies available to carry out all necessary inspections for onshore
and IC pipelines.
The Interconnector Opex is offset by an allowance, in line with BGN’s forecasts
for PC3, for PTL contributions.
Onshore Opex
This is comprised of seven main areas which are detailed below in turn. Further
information is provided within the CEPA document published alongside the
consultation paper. CEPA’s original recommendation was to set an overall
allowance of €73.8m. The CER has decided to allow €77.6m for the PC3 period.
This includes an additional €6m included since the publication of the consultation
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document and is related to online inspections. The explanation for this is set out
below.
AGI’s: This activity is associated with the maintenance and operating costs of the
AGI’s (Above Ground Installations) throughout the network in Ireland and
involves visual inspection, functional and equipment checks, condition monitoring
and overhauls of operating equipment.
During PC2 an additional 10 AGI’s were added to the BGN network. This
increased the number of AGI’s to 178 and 5 UGI’s. Due to this increase it is
recognised that AGI costs would rise from 2010. However this rise has been
marginal.
This has resulted in the PC3 firecast being only slightly higher than the PC2
forecast out-turn. CEPA considered that the PC3 forecasts were reasonable.
They recommended an allowance of €31.9m. The CER has set a final allowance
of €31m for the PC3 period, taking into account a 1% efficiency factor.
Cathodic Protection: Cathodic Protection (CP) is used to mitigate the effects of
corrosion on buried steel pipework. BGN’s forecasts for CP costs in PC3
increase from a PC2 level of €2m to nearly €7m in PC3. CEPA did not see
adequate justification for such a significant cost increase and hence
recommended that the PC3 allowance should not exceed €2.1m which equates
to the actual BGN PC2 costs. The CER has set a final allowance of €2m for the
PC3 period, taking into account a 1% efficiency factor.
Grid Control: Grid Control provides continuous system monitoring/operation and
management of the day to day scheduling and after day allocation of Shipper gas
flows in accordance with the commercial gas transportation requirements. This
covers all areas of the Network including South West Scotland, Subsea Inter
connectors, Northern Ireland and the Isle of Man. Grid Control also acts as the
Network Emergency Manager for the BGN Network.
Based on the information provided by BGN CEPA saw some justification for the
level of cost increases shown in the last two years of PC2, but not to the extent of
which occurred (56% on the 2009/10 level). As a result CEPA recommended an
allowance of €12.5m. The CER has set a final allowance of €12.1m for the PC3
period, taking into account a 1% efficiency factor.
Transmission Management: These costs reflect the management and
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administration of the overall Transmission business. CEPA recommended that
the overall PC3 BGN forecast of €3.5m (at 16% lower than PC2) be approved.
The CER has set a final allowance of €3.4m for the PC3 period, taking into
account a 1% efficiency factor.
Onshore Pipelines: The BGN Transmission system consists of welded steel
pipelines operating at pressures of up to 85barg with pipes ranging from 150mm
to 900mm. The major function of these pipelines is to safely transport gas to
pressure reducing stations and for delivery to the distribution system or to
transmission customers (mainly Power Stations) directly. These are the costs
associated with surveillance and protection of buried pipelines. Activities include:
inspections, aerial surveys, ground patrols, leak surveys, third party surveillance
and landowner visits and remedial works.
CEPA noted that BGN has an extensive Online Inspection Programme and river
flood plain surveys planned throughout PC3 as part of its compliance programme
and considers that this could justify the increased costs in the last 2 years of PC2
of €2.0m pa, which equates to a PC3 allowance of €10m.
BGN state in their revised submission that in PC3 two online inspection batches
totalling 1330km are scheduled which includes both interconnectors and in
addition €1.2m relates to the use of new robotic inspection technology to inspect
high risk urban lines which up until now were not inspectable.
CEPA recommended approval of the revised BGN PC3 forecast of €12.1m. The
CER has adjusted this figure, as per the efficiency factor, and has decided to
allow a total of €11.8m for the PC3 period.
In addition, following further discussions with BGN after the publication of the
consultation document and accompanying model, the CER has decided to
include a further €8m in allowed revenue for online inspections, of which €6m is
to be allocated to onshore Opex. This additional €6m is given in recognition of
the need to ensure that BGN have sufficient revenues to maintain and safely
operate the network. The additional revenues will ensure that there are sufficient
monies available to carry out all necessary inspections for onshore and IC
pipelines.
The CER has set a final allowance of €17.8m for the PC3 period.
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Planning and Design: This activity includes non-capital elements of project work
such as: system modelling and network planning and development, project
design and estimation, managing projects, programmes and contracts,
procurement of materials and services related to transmission projects such as
regulatory assistance third party queries, GIS, records and data management,
asset programmes management, customer liaison and contract planning and
management.
Costs vary due to volume of third party activity, regulatory requirements, and
changes in technical standards and compliance. CEPA saw no justification for
any increases over and above the PC2 tariff allowance and recommended an
allowance of €5.8m, in line with BGN’s forecast. The CER has set a final
allowance of €5.6m for the PC3 period, taking into account a 1% efficiency factor.
.
Safety and Quality: These activities involve asset integrity, risk assessment and
Safety Case compliance. Key activities include: operating pressure reviews and
pipeline up-ratings, risk assessments, assessment and repair of defects, incident
investigation, quality system management, emergency and crisis management
and safety case management and reporting.
CEPA’s conclusion was that the PC2 tariff allowance had been over estimated
and that BGN should be able to manage this activity within the last year of PC2
forecast of some €1.2m per annum. This equates to a PC3 allowance of €6m
which compares to the BGN forecast of €5.88m and as a result CEPA considered
the PC3 allowance to be reasonable and recommended an allowance of €5.9m.
The CER has set a final allowance of €5.7m for the PC3 period, taking into
account a 1% efficiency factor.

6.3.3 Business support services (CER €83.7m)
This area covers transportation, financial management and commercial functions.
This includes key areas of financial control, code compliance, market
arrangements, commercial and regulatory compliance, meter reading and
customer support.
In previous years transportation and shared services were allocated to the
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transmission business. As a result of the organisational changes in PC2 and the
establishment of the ITO these services have become an integral part of BGN.
However they still need to be apportioned over the transmission, distribution and
unregulated business within BGN.
CEPA reviewed Business Support Services as a shared cost and the total has
been allocated 55% to Distribution, 40% to Transmission and the remainder to
unregulated business.
The below table summarises CEPA’s recommendations18. The CER has broadly
agreed with CEPA’s approach and recommendations and, after efficiencies have
been applied, have set an allowance of €83.7m for Business Support Services
related to Transmission for the PC3 period.
Table 6: CEPA recommendations re business support

Distribution
Transmission
Other
Total

2012/13 2013/14 2014/15 2015/16 2016/17
€m
€m
€m
€m
€m
23.4
23.5
24.0
24.1
24.2
16.9
17.0
17.4
17.5
17.5
2.2
2.2
2.2
2.2
2.3
42.4
42.7
43.6
43.8
44.0

Total
€m
119.3
86.3
11.1
216.7

6.3.4 Innovation (CER €7.2m)
Allowances
As part of this process, BGN proposed a number of innovation projects that
collectively amounted to c. €12.5m of transmission Opex and Capex-related
costs and c. €13.5 m of distribution Opex and Capex-related costs.
Further details on projects that were proposed by BGN (which covered areas
such as compressed natural gas in transport, bio-methane injection into the gas
grid, etc) were provided in the CEPA documents published alongside the

18

This excludes the 1.0% per annum efficiency improvement.
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consultation paper19.
CEPA proposed an innovation allowance of €8m for transmission and
distribution. To avoid complications of including small capital projects in the RAB,
and to be consistent with its views on the focus of innovation funding and CEPA
recommended that the €8m be funded purely as Opex.
BGN proposed that the €8m be allocated €0.8m to distribution and €7.2m to
transmission. Following further discussion and recommendation from the
consultants the CER has decided to allow €7.2m for Transmission Opex.
Governance arrangements
As part of its proposals regarding innovation BGN discussed the idea of forming
an innovation group (to manage resources, project selection, etc) which would
work with internal and external BGN stakeholders, especially the CER, to share
knowledge and better utilise available resources.
The CEPA paper published alongside the consultation document discussed
BGN’s proposal and similar arrangements that are in place elsewhere. CEPA
proposed the following should CER decide to go ahead with an innovation
funding mechanism for PC3:
the concept of an innovation fund should be consulted on with the gas
industry before the structure of the fund is confirmed;
BGN should only be able to access funding where it has proposed specific
projects that are agreed and signed off by an industry innovation group or
the CER (or both);
capped allowances should be set for individually approved projects to
incentivise BGN to find efficiency savings;
BGN would be expected to develop projects that involve wider
stakeholders who would receive part of the innovation funding provided
through the network tariff;
BGN should be expected to make a minimum financial contribution to an
innovation project from its own resources; and
19

See Section 9.2.4 of the CEPA document regarding incentives
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appropriate monitoring and evaluation processes should be developed
and approved by the CER.
In the consultation document the CER asked respondents to put forward their
views regarding appropriate governance arrangements. The CER specifically
asked respondents to comment on whether funding (including perhaps full
funding for a project which BGN would not have direct involvement in) should be
made available to stakeholders other than BGN. In addition respondents were
asked to put forward comments on what stakeholders should make up the group
which would be responsible for selection of projects, etc. and what body should
have final responsibility for selection of projects.
There were limited comments from respondents on this issue, but it was stated
that funding should only be sanctioned for projects of common interest to the Irish
gas industry. It was also suggested that an industry body should be formed,
consisting of the CER, BGN, the Irish Offshore Operators’ Association and gas
shippers.
The CER has decided that further consideration should be given to this matter
and agrees with CEPA to the extent that there should be engagement with the
gas industry. Therefore, while provision has been made to allow a total of €8m to
be collected for innovation, the CER will consider further the governance
arrangements for this fund and will engage with stakeholders as appropriate.
In order to administer any projects under this area the CER has decided to allow
BGN to retain €0.1m per annum from the total allowance for innovation. It is
important to highlight that this decision does not increase the overall allowed
revenue figure, but instead allocates a small part of the innovation total
specifically to BGN in order to cover the costs involved in administering the fund.
In line with the decision on the splitting of the total €8m allowance, 90% of the
€0.1m should come from the €7.2m allowed for Transmission Opex, with the
remaining 10% coming from Distribution Opex.
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6.3.5 Miscellaneous charges (CER €1.4m)
During PC2 a large number of items were charged under this heading. The only
item that appears for PC3 is Finglas rent of €0.3m relating to the cost of the new
Network Services Centre. The bulk of the annual cost relates to the notional rent
on the Finglas building which is owned by BGN but is not included as an asset in
the RAB.
CEPA recommended an allowance of €1.4m over 5 years for this cost and the
CER has decided to accept this recommendation.

6.3.6 Pass through costs (CER €68.4m)
A number of costs are deemed to be either fully or partially outside of the
distribution businesses control. Changes to these costs are, subject to review,
passed through to the final customer as part of the yearly tariff updates.
Changes to the CER levy are deemed to be largely outside of the transmission
business’s control and 100% of this cost is passed through to customers.
Other pass through items are subject to an incentive sharing mechanism as
detailed below.
CER levy (CER €6.6m)
An allowance of €1.3m per annum has been included for this item. All of the
variances between this allowance and the actual cost will be passed through to
consumers via transmission tariffs.
CO2 allowance
CO2 is emitted from BGN compressor stations in Ireland and the UK. An annual
allowance of CO2 is issued to each participating installation and the difference
between the allowance and the total CO2 emissions must be purchased from the
open market. Ex Ante, an agreed set of CO2 volumes will be established and a
one year forward looking CO2 price will be set. This will set the ex ante cost of
CO2 for each year. Ex post the CER will review the outturn volumes and CO2
price. Any changes in the CO2 price will be considered as pass through.
However, the CER will take account of any difference between the outturn
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volumes and the forecast. The monies resulting from any variance will be
calculated based on the outturn CO2 price with 50% of any savings/costs passed
through to customers and the other 50% received/paid to BGN.
The current CO2 allowance for Inch, the interconnector and onshore are provided
below in Table 7.
Table 7: Rates and CO2 pass through costs
2010/11 Monies €k
CO2
Rates
INCH
CO2
Rates
Interconnector Opex
CO2
Rates
Less
Contributions
CER Levy
Rates
Shared Direct
Pass through

PTL

2012/13
€000s

2013/14
€000s

2014/15
€000s

2015/16
€000s

2016/17
€000s

Total
€000s

28

47

65

26

-35

131

122

125

133

141

149

670

150

172

198

167

114

801

770

705

271

161

515

2,422

4,221

4,432

4,654

4,886

5,130

23,323

4,991

5,137

4,925

5,047

5,645

25,745

-133

-140

-27

-41

-119

-460

-799

-827

-856

-886

-917

-4,285

-932

-967

-883

-927

-1,036

-4,745

1,320

1,320

1,320

1,320

1,320

6,600

7,215

7,379

7,576

8,572

9,278

40,020

8,535

8,699

8,896

9,892

10,598

46,620

12,744

13,041

13,136

14,179

15,321

68,421

Rates
During PC2, rates where subject to a mechanism where 50% of the difference
between approved and actual levels was passed through to consumers, with the
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remainder being borne (or received) by the distribution business.
CEPA accepted the PC3 forecast, the CER agrees with them and has decided to
allow the forecast figures. The CER has also decided that this allowance will
again be subject to a mechanism where 50% of the difference between approved
and actual levels will be passed through to consumers, with the remainder being
borne (or received) by the distribution business. The values for Inch, the
Interconnector and onshore are provided in Table .

6.3.7 Gaslink (CER €11.5m)
During PC3, Gaslink will be re-amalgamated into the network business. CEPA
recommended a total allowance of €11.9m for the ‘Gaslink’ activities that will be
completed by the network business when Gaslink is re-amalgamated. They
recommended allocating the allowance 20% (€477k pa, €2,387 for PC3) to
distribution and 80% (€1,910k pa, €9,549k for PC3) to transmission.
In addition to the CEPA recommendation, the CER has allocated an additional
€0.55m per annum for market arrangements, of which 20% will be allocated to
distribution and 80% to transmission - in line with the above allocation. Taking
this into consideration the CER has set the transmission allowance for Gaslink in
2012/13 at €2.4m. A total of €11.5m is to be allowed for the PC3 period.
Gaslink will continue to operate independently for some if not all of the gas year
2012/13. The €2.4m, set out above is for twelve months of 2012/13. If Gaslink is
re-amalgamated at an earlier stage, then CER would take back the difference
between the €1.9m recommended by CEPA and the €2.4m on a pro rata basis.

6.3.8 Further adjustments (CER -€1.0m)
In the consultation document the CER proposed the inclusion of a further
negative adjustment of €0.2m per annum.
Overall the introduction of the ITO increased Opex costs in BGN over PC3. The
CER’s advisers reviewed these costs and determined an appropriate level of
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ongoing costs.
CER noted that the choice of ITO was made in the light of the expected ongoing
operating costs being lower under the ITO structure than under the alternative
ISO structure. The CER takes the view therefore that it is appropriate to reduce
this increased cost by €2m over the period (€1m in transmission). This is over
and above any other efficiencies expected in the period.

6.3.9 Further adjustments
The work described in Section 6.3.1 above led to the figures outlined in Table 8
and Sections 6.3.2 to 6.3.7.
The table also includes a further adjustment of €1.0m, as described above,
applied over the 5 years. In addition a 1% per annum efficiency (outlined below)
improvement has been applied to controllable costs.
CEPA noted that a top-down benchmarking of transmission performance of this
kind is difficult and considered that the bottom-up analysis provided the best
estimates for BGN’s relative performance. However, CEPA considered that there
is scope for ongoing efficiency gains and recommended an efficiency target of
1% per annum to reflect future frontier shift. This was discussed further within the
CEPA document published alongside the consultation paper. This 1% per annum
efficiency improvement has been applied to the figures for recovery from the
transmission customer shown in Table below

6.4

Conclusion

The above sections of this paper cover the decision on transmission business
Opex over the October 2012 to September 2017 period at a high level.
The CER has decided to allow the transmission business to collect €301m
through transmission tariffs to cover its operating costs over the October 2012 to
September 2017 period. This is €29m (9%) lower than the €330m originally
requested by the transmission business for this period, and €12m (4%) lower
than the €313m that was requested in the revised submission.
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Table 8 below shows the operating costs incorporating 1% per annum
efficiencies on controllable costs, an additional allowance for the independent
existence of Gaslink for the first year of the control and an additional efficiency of
€0.2m per annum.
The table provides the figures in the PC2 expenditure categories.
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Table 8: Opex including efficiency & other adjustments
Category
Direct
AGI
Compressor
INCH
AGI
Compressor
Management/Est
Barclays lease buyout
Pipeline
SCADA
Subsea
Interconnector Opex
Less PTL Contributions
AGI
cathodic Protection
Grid Control
Management
Pipeline
Planning and Design
Safety and Quality
Onshore
Direct sub-total
FRS Pension Adjustment
Redundancy Charge VS/VER
CO2 Incentive
Gaslink Recon'n/ rate of return
Finglas Rent
Miscellanous Adjustments
Shared Costs Allocated
Networks IT
Insurance
Third Party Claims
Facilities
Shared Direct
Transportation
Business Support Services
Innovation
Direct total
ISO
CO2
Rates
INCH
CO2
Rates
Interconnector Opex
CO2
Rates
Less PTL Contributions
CER Levy
Rates
Shared Direct
Pass through
Additional efficiency
Grand Total

12/13
42
871
913
213
5,222
970
-2,525
697
297
3,173
8,047
-1,180
6,691
406
2,475
695
3,444
1,228
1,171
16,110
23,890
271
271
16,725
1,440
42,326
2,409
28
122
150
770
4,221
4,991
- 133
- 799
- 932
1,320
7,215
8,535
12,744
-200
57,279

13/14

14/15

15/16

16/17

Total

35
853
888
228
5,349
995

33
843
876
231
7,168
996

45
924
969
206
7,183
941

37
948
985
290
8,384
1,103

694
294
3,259
10,819
-1,158
5,845
402
2,450
681
3,473
1,156
1,159
15,166
25,715
271
271
16,674
1,440
44,100
2,312
47
125
172
705
4,432
5,137
- 140
- 827
-967
1,320
7,379
8,699
13,041
-200
59,253

691
291
2,472
11,849
-1,865
6,029
398
2,426
674
3,661
1,119
1,138
15,445
26,305
271
271
16,856
1,440
44,872
2,293
65
133
198
271
4,654
4,925
- 27
- 856
-883
1,320
7,576
8,896
13,136
-200
60,101

688
288
2,887
12,193
-1,970
6,660
394
2,401
668
3,654
1,086
1,127
15,990
27,182
271
271
16,764
1,440
45,657
2,274
26
141
167
161
4,886
5,047
- 41
- 886
-927
1,320
8,572
9,892
14,179
-200
61,910

685
285
2,678
13,425
-2,133
5,766
390
2,377
661
3,521
1,054
1,115
14,884
27,161
271
271
16,673
1,440
45,545
2,256
35
149
114
515
5,130
5,645
- 119
-917
-1,036
1,320
9,278
10,598
15,321
-200
62,922

192
4,439
4,631
1,168
33,306
5,005
-2,525
3,455
1,455
14,469
56,333
-8,306
30,991
1,990
12,129
3,379
17,753
5,643
5,710
77,595
130,253
1,355
1,355
83,692
7,200
222,500
11,544
131
670
801
2,422
23,323
25,745
- 460
- 4,285
- 4,745
6,600
40,020
46,620
68,421
-200
301,465
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7.0 Historical capital expenditure
This section examines the historical capital expenditure undertaken by the
networks business. The outturn expenditure is assessed, looking at the output in
terms of delivery and efficiency.

7.1

Introduction
The networks business has undertaken a significant programme of investment
during PR2. The CER allowed, in the PC2 determination, over €235.1m (inflated)
of Capex related to network and non-network investments. Notwithstanding the
impact of the recession there was significant expenditure in all headings, over the
period, with the transmission business reporting an expenditure of €159.9m.
Table below summarises the original allowances for the key categories of
transmission Capex, the actual expenditure, the total transmission variance, the
scope variance, the efficiency variance, the efficient deferral and the non spend
for each tariff year in PC2 plus the final year of PC1 – 2006/7 – i.e. six tariff years
in total. It demonstrates the extent to which the transmission business has under
spent it is Capex allowances in PC2.
Table 9: Transmission related Capex (PC2 and 2006/7) – actual prices
Efficient
NonTariff
Actual Variance Scope Efficiency
deferral
spend
Onshore
189.6
113.1
76.5
8.9
21.3
27.3
18.9
Inch
1.6
0.1
1.5
1.5
IC
14.0
11.4
2.5
0.2
3.3
-1.0
Total
8.9
21.5
32.1
17.9
pipe
205.1
124.7
80.5
Non-pipe
29.9
35.2
-5.3
-5.3
Total
235.1
159.9
75.2
3.6
21.5
32.1
17.9
Overall there was a €75m positive variance in networks Capex. This is broken
down into a €80m variance in transmission pipe Capex and a non-pipe (IT and
facilities) Capex over spend of €5.3m over the PC2 period. The primary areas of
under spend in transmission Capex are onshore new growth and reinforcement.
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Figure 1: Actual outturn and projected outturn distribution Capex in PC2 vs.
original PC2 (inflated) allowances

Table below outlines the Capex submission by BGN and the efficiency
adjustments proposed in this submission
Table 10: Capex submission and adjustments
2006
2007
2008
/07
/08
/09
BGN position
10.81
11.88
21.23
Negative efficiency
Total adjustments
Consortium position
10.81
11.88
21.23

2009
/10
45.75
45.75

2010
/11
32.62
32.62

2011
/12
35.11
-0.2
-0.2
34.91

Total
157.4
-0.2
-0.2
157.2

From a purely technical perspective, CER’s advisers regard the majority of actual
incurred transmission Capex as justified, necessary and efficient. However, the
PC2 guidance was clear that where overspends arise because a project has
been completed at higher cost than anticipated, CER would consider whether all
the actual Capex incurred should be included in the starting RAB for PC3.
Inclusion of actual incurred Capex in the RAB was not automatic. The regulatory
guidance for PC2 was clear that CER would take a category by category
approach to assessing under and overspends in transmission. Finally the
guidance was also clear that the burden of proof lay with BGN to demonstrate
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that higher actual Capex was efficiently incurred, e.g. arising from a competitive
tender or a reflection of construction price inflation in Ireland.
CER’s advisers’ proposals for adjustments to the transmission business’s RAB
addition position are summarised in Table . This illustrates that the advisers’ view
of efficiently incurred Capex is very close to the transmission business’s position
following a number of helpful clarifications raised by BGN on its outturn Capex.
However, the advisers concluded that small negative efficiency variances on
certain areas of transmission spend should be excluded from the starting PC3
RAB.
Therefore the advisers recommended that overall, €0.2m of the total overspend
should be disallowed in the year 11/12. After reviewing the issue the CER
decided to accept the advisors recommendations and disallow €0.2m.

7.2

Objective of the Historical Capex Review

The main objectives in the review of the networks business’s historical Capex are
to assess whether the expenditure has been incurred efficiently and the expected
benefits for customers have been achieved. The following areas were examined
in detail:
review of transmission Capex drivers in PC2 and transmission system gas
demand during this period (for each of the key gas demand sectors);
review differences between Capex allowances for PC2 and actual (or
projected) Capex incurred in PC2 by the transmission business;
review of the transmission business’s historical Capex submission, in
particular its proposals for revenue giveback in PC3;
where there has been over or under spend against allowances, consider
how this should be adjusted for in PC3.

7.3

Onshore Capex

The key elements of BGN’s Onshore Capex are:
New Supply;
Refurbishment;
Reinforcement.
64

We discuss each category in turn, followed by a conclusion that summarizes
onshore related Capex.

7.3.1 New Supply
The heading of new supply includes Capex allowances to supply to large I&C
transmission connected customers, the Mayo-Galway new towns project and the
general new towns project. Table 11 below identifies the variance between the
tariff allowance for new supply and the actual expenditure. The variance between
these is then identified under the headings scope savings (where reduced scope
allowed Capex savings) efficiency savings (where the intended scope is
delivered at a lower cost) efficient deferral (where a project is deferred in an
efficient manner) and non spend (where the project is simply not undertaken).
Under the incentives, the transmission business is entitled to various rewards for
scope and efficiency savings and for efficient deferral.
Table 11: Total New Supply
Totals (€k)
Tariff

Actual

Var

53,248

18,864

34,384

Scope

Efficiency

Onshore
New Supply

2,221

4,955

Efficient
Deferral
5,407

Non
Spend
21,800

The largest element of this variance, i.e. non spend, occurred where projects that
had been allowed for did not arise. The CER’s advisers reviewed the variance
under the other headings; details of the amounts accepted under these headings
are given later in this section. However in the case of new supply none of the
variance was accepted under the heading of efficient deferral, that is it was
deemed in all cases that BGN was not entitled to a reward for efficiently deferring
these new supply projects, that in each case examined the deferral was driven
by the customer.

7.3.2 Refurbishment
The heading of refurbishment includes General Refurbishment and Code
Compliance.
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The transmission system General Refurbishment Programme involves 42
separate projects involving a wide range of refurbishment activity including
operational equipment upgrades, civil works, SCADA system upgrades etc.
Code Compliance costs are associated with legislative and industry technical
standards compliance, mainly associated with proximity infringements on the
pipeline easement/wayleaves.
Table 11 below identifies the variance between the tariff allowance for
refurbishment and the actual expenditure.
Table 12: Total Refurbishment
Totals (€k)
Tariff

Actual

Var

37,618

30,542

7,076

Scope

Efficiency

Onshore
Refurbishment

-

8,213

Efficient
Deferral
5,952

Non
Spend
(7,089)

In the case of refurbishment the efficient deferral of €5.9m under code
compliance was deemed to be efficient. The CER’s advisers reviewed the
variance under the other headings, details of the amounts accepted under these
headings is given later in this section.

7.3.3 Reinforcements
Transmission system reinforcements are undertaken to ensure that adequate
system pressures are maintained under severe winter weather conditions and
are driven by general load growth on the networks. These projects normally
involve new pipelines and AGI upgrades. 13 below identifies the variance
between the tariff allowance for reinforcement and the actual expenditure.
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Table 13: Total Reinforcement
Totals (€k)
Tariff

Actual

Var

Scope

Efficiency

Onshore

Efficient
Deferral

Non
Spend

AGI Upgrades

22,005

8,262

13,742

1,005

2,414

10,323

-

Pipelines

76,742

55,473

21,270

5,678

5,764

5,638

4,189

Total

98,747

63,735

35,012

6,683

8,178

15,961

4,189

The CER’s advisers reviewed the variance under the other headings, details of
the amounts accepted under these headings is given later in this section.
However in the case of reinforcement the efficient deferral of €2.4m under
Limerick optimisation was deemed to be efficient.

7.4

Inch Capex

The flows through the Inch Entry Point reduced considerably over the PC2
period, despite projected plans for an expansion of the Kinsale gas storage
facility, resulting in the deferral of plans to upgrade odourisation, metering and
SCADA communication facilities.
Instead, the transmission business’s Inch Capex plans involve the upgrading of
gas quality monitoring and measuring equipment with regard to potentially
increased water (moisture) content as a result of potentially higher flows from the
storage well. The Inch related costs are shown below in Table 14.
Table 14: Total Inch Capex
Totals (€k)
Tariff

Actual

Var

Scope

Efficiency

Inch

Efficient
Deferral

Non
Spend

Equipment

1,571

97

1,473

-

-

1,473

-

Inch

1,571

97

1,473

-

-

1,473

-

In the case of Inch Capex all of the variance was accepted under the heading of
efficient deferral, that is it was deemed that the transmission business was
entitled to a reward for efficiently deferring this Capex.
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7.5

Interconnector Capex

Interconnector Capex covers the Southwest of Scotland Onshore System
(SWSOS) and the two subsea pipelines between Scotland (Brighouse Bay) and
Ireland - Loughshinny (I.C.1) and Gormanston (I.C.2). Key sub-categories of
costs for Interconnector Capex include Beattock Pressure Control; Brighouse
Bypass; Growth Capex; Noise Reduction and Reinforcement.
The Interconnector related costs are shown below in Table 15.
Table 15: Interconnector Capex
Totals (€k)
Tariff

Actual

Var

13,960

11,443

2,517

Scope

Efficiency

IC
IC

-

187

Efficient
Deferral
3,294

Non
Spend
(965)

In the case of Interconnector Capex all of the variance under the heading of
efficient deferral was accepted.

7.6

Network Non-Load related

Independent Transmission Operator
Details of the treatment of ITO setup costs are given in Section 7.5 of the
Distribution decision paper CER/12/194. In summary, six sevenths of the €22.5m
of approved ITO setup costs will be split between the transmission (80%) and
distribution (20%) RABs and an allowance of minus €11m will be made to PC3
allowed revenues (pro rata to the RAB) to avoid double payment for this work.

7.7

Variations between allowed and actual PR2 Capex

7.7.1 Benefit Retention
The PR2 determination provided for a five-year rolling retention of efficiency
savings for Capex. This concept is detailed in the CEPA document
(CER/12/058d) accompanying the consultation paper. Where the networks
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business can show that avoided Capex is due to efficiencies on its part (where it
changes the scope to generate a cost saving or it achieves lower prices for the
same scope) it is allowed to retain the revenue associated with the unspent
Capex for a period of five years. The determination specified that reduction in
volumes of investment would not be accepted as efficiency.
The total value of such “efficiency savings” in PC2 was €20.7m earning BGN
€7.225m over the period.
Where there is a negative scope change (the scope changes with an increase in
costs) or where there is an overspend (called negative efficiency) AND these
changes are deemed efficient the “excess cost” is allowed onto the RAB, but
BGN do not receive a return on the “excess” investment for the period of PC2.
Depreciation on the “excess” investment is allowed in PC2 and the asset is
treated in the same way as any other asset in PC3 and onwards. Examples of
this concept include where prices rise unavoidably over the period or a more
expensive solution than the original solution is required. This concept is detailed
in the CEPA document (CER/12/058d).
The total value of such “negative scope” or “negative efficiency” in PC2 was
€9.016m which resulted in BGN forgoing a return of €1.1m over the period.
The PR2 determination provided for retention of efficient deferral savings for
Capex. This concept is detailed in the CEPA document (CER/12/058d). Where
the networks business can show that it efficiently deferred Capex, it is allowed to
retain the revenue associated with the unspent Capex for the period from the
point of efficient deferral of the project to the end of the price control period. The
key point to note is the efficient deferral must be triggered by the transmission
business rather than by external operators/agents. The total value of such
“efficient deferral” in PC2 was €13.2m earning the transmission business €5.4m
over the period.
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7.7.2 Onshore element of the RAB for 2011
PC1 close out RAB
Table shows the networks business’s RAB for the close out of PC1 as specified
in the CER’s determination for PR2 (CER/07/110). Table 17 shows this in 10/11
monies.
Table 16: PC1 RAB as specified in CER/07/110
Figures as per PC2 decision (05/06 terms)
Opening RAB for Oct 06
Closing RAB for Sept 07

Onshore
824.2
835.3

Inch
12.3
11.9

Interconnectors
607.9
599.6

Capex for 06/07 gas year

26.0

0.2

1.6

Table 17: PC1 RAB as specified in CER07/110 in 10/11 monies
Figures as per PC2 decision (inflated to 10/11 terms)
Onshore
Inch
Interconnectors
Opening RAB for Oct 06

862.6

12.9

636.2

Closing RAB for Sept 07

874.2

12.4

627.5

Capex for 06/07 gas year

27.2

0.2

1.7

Table 18 below outlines the approved close out RAB for PC1. Changes in the
opening RABs between Table 17 and Table 18 are due to minor adjustments
relating to increased precision on the indexation used.
Table 18: PC1 Closeout RAB as approved
Approved outturn figures, 10/11 terms
Onshore
Inch
Interconnector
Opening RAB

856.4

12.7

631.7

Closing RAB

844.2

12.6

618.8

9.9

0.7

0.5

Capex

PC2 RAB
Table 19 shows the networks business’s RAB as specified in the Commission’s
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determination for PR2 (CER/07/110). Table 20 shows this in 10/11 monies.
Table 19: PC2 Onshore element of the RAB as specified CER/07/110
Opening
RAB
Closing
RAB
Capex

Figures as per PC2 decision (in 05/06 monies)
2007/8
2008/9
2009/10
2010/11

2011/12

835.3
871.8
61.8

871.8

899.6

894.5

888.8

899.6

894.5

888.8

881.4

54.5

21.4

21.1

20.1

Table 20: PC2 Onshore element of the RAB as specified in CER/07/110 in
10/11 monies
Opening
RAB
Closing
RAB
Capex

Figures as per PC2 decision (in 10/11 monies)
2007/8
2008/9
2009/10
2010/11

2011/12

874.2

912.4

941.6

936.2

930.2

912.4

941.6

936.2

930.2

922.5

64.7

57.1

22.4

22.1

21.0

Table 21 shows the approved out turn RAB for each year. Note any change in
2007/08 opening RAB from Table 20 to Table 21 is due to the adjustments made
in Table 18 above.
Table 21: PC2 Onshore element of the RAB as approved
Figures as allowed (in 10/11 monies)
2007/8
2008/9
Opening
844.2
829.5
RAB
Closing
RAB

829.5

Capex

11.6

2009/10

2010/11

2011/12

824.4

843.1

857.5

824.4

843.1

857.5

854.0

20.2

47.6

44.5

27.6

The opening regulatory asset base value for Onshore for 2011/12 is set at
€854m. This is an important value as it is calculated using outturn Capex figures,
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while the closing value for 2011/12 is calculated using estimates for 2011/12
Capex.

7.7.3 Inch element of the RAB for 2011
PC1 close out RAB
These can be seen in Table 18.
PC2 RAB
Table 22 shows the networks business’s RAB as specified in the CER’s
determination for PR2 (CER/07/110). Table 23 shows this in 10/11 monies.
Table 22: PC2 Inch element of the RAB as specified CER/07/110
Opening
RAB
Closing
RAB
Capex

Figures as per PC2 decision (in 05/06 monies)
2007/8
2008/9
2009/10
2010/11

2011/12

11.9
11.5

0.3

11.5

11.0

10.5

10.0

11.0

10.5

10.0

9.4

0.3

0.3

0.3

0.3

Table 23: PC2 Inch element of the RAB as per CER/07/110 in 10/11 monies
Opening
RAB
Closing
RAB
Capex

Figures as per PC2 decision (in 10/11 monies)
2007/8
2008/9
2009/10
2010/11

2011/12

12.4

12.0

11.5

11.0

10.4

12.0

11.5

11.0

10.4

9.8

0.3

0.3

0.3

0.3

0.3

Table 24 shows the approved out turn RAB for each year. Note any change in
2007/08 opening RAB from Table 23 to Table 24 is due to the adjustments made
in Table 18 above.
Table 24: PC2 Inch element of the RAB as approved
Figures as allowed (in 10/11 monies)
2007/8
2008/9
Opening
12.6
11.8
RAB
Closing
11.8
10.8
RAB

2009/10

2010/11

2011/12

10.8

10.1

9.5

10.1

9.5

9.0
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Capex

0.0

-0.3

0.0

0.0

0.1

The opening regulatory asset base value for Inch for 2011/12 is set at €9.0m.
This is an important value as it is calculated using outturn Capex figures, while
the closing value for 2011/12 is calculated using estimates for 2011/12 Capex.

7.7.4 Interconnectors element of the RAB for 2011
PC1 close out RABs
These can be seen in Table 18.
PC2 RAB
Table 25 shows the networks business’s RAB as specified in the CER’s
determination for PR2 (CER/07/110). Table 26 shows this in 10/11 monies.
Table 25: PC2 Interconnector element of the RAB as specified CER/07/110
Opening
RAB
Closing
RAB
Capex

Figures as per PC2 decision (in 05/06 monies)
2007/8
2008/9
2009/10
2010/11

2011/12

599.6

591.1

580.6

567.9

555.2

591.1

580.6

567.9

555.2

542.4

4.5

2.7

0.5

0.5

0.5

Table 26: PC2 Interconnector element of the RAB as specified in
CER/07/110 in 10/11 monies
Opening
RAB
Closing
RAB
Capex

Figures as per PC2 decision (in 10/11 monies)
2007/8
2008/9
2009/10
2010/11

2011/12

627.5

618.6

607.7

594.4

581.0

618.6

607.7

594.4

581.0

567.7

4.7

2.8

0.5

0.5

0.5

Table 27 shows the approved out turn RAB for each year. Note any change in
2007/08 opening RAB from Table 26 to Table 27 is due to the adjustments made
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in Table 18 above.
Table 27: PC2 Interconnector element of the RAB as approved
Figures as allowed (in 10/11 monies)
2007/8
2008/9
Opening
618.8
605.5
RAB
Closing
605.5
592.2
RAB
Capex

0.0

0.0

2009/10

0.2

2010/11

2011/12

592.2

579.1

567.1

579.1

567.1

560.7

1.5

7.2

The opening regulatory asset base value for Interconnectors for 2011/12 is set at
€560.7m. This is an important value as it is calculated using outturn Capex
figures, while the closing value for 2011/12 is calculated using estimates for
2011/12 Capex.

7.7.5 Adjustments to clawbacks
The transmission model published alongside this paper shows how the
clawbacks (relating to return and depreciation on unspent Capex) are adjusted
prior to being returned to the network customer.
The approach for the treatment of clawbacks, is as per that set out in the
consultation, whereby revenue that was earned on unspent Capex, is adjusted to
allow for the fact that the network company has held the revenue for a number of
years prior to returning it to the networks customer.
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8.0 Forecast capital expenditure
8.1

Introduction

The networks business submitted a Capex programme for PC3 of €319m net of
customer contributions. The breakdown of the Capex submitted is given in Table
28 below.
Table 28: BGN Capex submission for PC3
Category
12/13
13/14
Onshore
Large I&C Connections
308
1,500
New Towns
815
1,217
Innovation
462
500
Refurbishment
23,859
17,027
Reinforcement
6,525
6,773
Total Onshore
31,969
27,017
Interconnector
Reinforcement
3,100
3,822
Refurbishment
46,139
46,939
Total Interconnector
49,239
50,761
Inch
Refurbishment
675
880
Total Inch
675
880
Non-pipe
IT
5,453
4,482
Facilities
1,145
765
Total non-pipe
6,598
5,247
Total PC3 Capex
88,480
83,906

14/15

15/16

16/17

Total

2,500
1,162
16,329
10,173
30,164

3,000
525
17,785
20,023
41,333

3,000
25
15,646
28,795
47,466

10,308
2,031
2,674
90,645
72,290
177,948

3,706
800
4,506

3,511
1,500
5,011

3,271
1,500
4,771

17,410
96,879
114,289

565
565

560
560

210
210

2,890
2,890

4,096
923
5,019
40,254

3,022
878
3,899
50,803

2,930
658
3,588
56,034

19,982
4,370
24,352
319,478

The above table does not include Work In Progress items which have been
submitted subsequently by BGN. These total €8.5m and are detailed in the
appropriate sections below.
The transmission business’s submission contains a significant programme of
capital expenditure for the PC3 period. The following sections review and assess
the requested Capex and details the CER decisions.

8.2

Objectives

The objective of the review of the PR3 Capex programme submitted by the
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networks business is to ensure that the Capex is necessary and represents value
for money for the consumer. In order to achieve this objective the CER, assisted
by our advisors, reviewed:
The policies and standards adopted by the networks business that
underpin the Capex programme;
The procurement strategies used to procure plant and contractors;
The strategies adopted by the networks business to ensure that planning
expenditure is needed, represents best value for the customer and can be
delivered in the timeframe; and,
The benefits that Capex will bring to the system and whether these
benefits are valued by the customer.

8.3

Overview

As can be seen above, the transmission business proposed the following
transmission Capex for PC3:
Onshore Capex
Interconnector Capex
Inch Capex
Non-pipe Capex

€177.948m
€158.289m
€ 2.890m
€ 24.352m

Total

€319.478m

A key outcome of BGN’s Network Transformation Project (NTP) is the
development of the High Performance Utility Model (HPUM), which includes a
dedicated Asset Management function. This effectively means that the
‘traditional’ asset classes associated with transmission and distribution activities
are now reclassified under the five Asset Classes of:
1) Pipelines;
2) Installations;
3) Communications and Instrumentation;
4) Compressor Stations; and
5) Meters
and each Asset Class has an assigned Asset Owner.
As far as is possible, the forecast expenditure under each Asset Class is
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reviewed in the context of traditional transmission headings in order to link the
PC3 forecast spend to the historical PC2 spend.
Examined in this way, the transmission business proposed the following
transmission Capex for PC3:
Growth Capex
Non Growth Capex
Non-pipe Capex

€ 15.013m
€ 280.114m
€ 24.352m

Total

€319.478m

8.3.1 Growth Capex (BGN €15.0m, CER €5.1m)
CER’s advisers reviewed BGN’s submission for forecast transmission Growth
Capex for the period 2012/13 to 2016/17 and reached the conclusion that the
forecast volumes for Large I&C Connections are overly-optimistic based on the
outcome of PC2. The advisers therefore revised downwards BGN’s projections to
what they view to be, a more realistic starting point for PC3 in 2012/13, and they
have then projected this forward for the remainder of PC3 based on a realistic
rate of growth. New Towns Connections have been removed on the basis that no
CER regulatory approval has been received and Innovation spend has been
removed as a capital allowance and is only included as Opex.
The advisers made proposals on the level of onshore growth Capex allowances,
which the CER agree with and have decided to adopt. Table 29 below
summarises the CER’s decision on the allowances in blue with BGN’s
submission shown in black
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Table 29: Onshore growth Capex allowances
€,000

Large I&C Connections

New Towns Connections

Innovation

Total

2012/13

2013/14

2014/15

2015/16

2016/17

Cum

308

1,500

2,500

3,000

3,000

10,308

300

400

600

1,000

2,000

4,300

815

1,217

-

-

-

2,031

815

-

-

-

-

815

462

500

1,162

525

25

-

-

-

-

-

1,585

3,217

3,662

3,525

3,025

15,013

1,115

400

600

1000

2,000

5,115

2,674
-

8.3.2 Transmission Non-Growth Capex (BGN €282.1m, CER €139.1m)
In terms of Transmission Non-Growth Capex, we broadly agree with BGN’s level
of forecast spend, other than the following:
SWSOS Twinning Pipeline spend of €91.8m which has been removed.
€44.7m for Curraleigh West to Goat Island pipeline reinforcement has
been removed (€6.7m removed from 2014/15, €13.4m removed from
2015/16 and €24.6m removed from 2016/17 respectively).
CER’s decision is to broadly accept the allowances proposed by advisers and
the final decision on allowances is summarised in Table 30.
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Table 30: Non-growth Capex allowances (onshore, interconnector and Inch)
€m

2012/13

2013/14

2014/15

2015/16

2016/17

Cum

23,859

17,027

16,329

17,785

15,646

90,645

23,859

17,027

16,329

17,785

15,646

90,646

6,525

6,773

10,173

20,023

28,795

72,290

6,574

6,804

3,264

5,728

2,718

25,088

30,384

23,800

26,502

37,808

44,441

162,935

30,433

23,831

19,593

23,513

18,364

115,734

3,100

3,822

3,706

3,511

3,271

17,410

3,100

3,822

3,706

3,511

3,271

17,410

46,139

46,939

800

1,500

1,500

96,879

0

0

0

0

0

ONSHORE:
Refurbishment
Reinforcement
Sub-Total Onshore:
INTERCONNECTOR:
Refurbishment
Reinforcement

SWSOS– Future Study
Work In Progress
Sub-Total Interconnector:

0
1,000

1,000
1820

1,820

1820

1,820

51,059

50,761

4,506

5,011

4,771

116,108

5,920

3,822

3,706

3,511

3,271

20,230

675

880

565

560

210

2,890

675

880

565

560

210

2,890

INCH:
Refurbishment
Work In Progress
Sub-Total Inch:
Total Non-Growth

210

210

210

210

885

880

565

560

210

3,100

885

880

565

560

210

3,100

82,328

75,441

31,573

43,379

49,422

282,143

37,238

28,533

23,864

27,584

21,845

139,064

In some cases, there is a variance between CER and BGN because the project
has not yet received regulatory approval (e.g. new towns) or there is uncertainty
of certain aspects of the business and/or technical case that supports including
the Capex in the PC3 allowances. Where this is the case, these projects have
been removed from the Capex from PC3 allowances.
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8.3.3 Facilities and IT(BGN €30.9m, CER €24.8m)
Expenditure in facilities relates to the capital works associated with the provision
of facilities (for example, BGN offices and control room administration buildings)
and fleet to support BGN’s transmission network activities.
In the view of CER’s advisers BGN’s PC3 submission did not provide sufficient
evidence to support €4.3m in facilities Capex. The advisers therefore proposed a
reduction in BGN’s transmission facilities Capex by 25% to a total of €3.3m for
the PC3 period.
BGN sought an IT Capital Allowance of €39.9m during the PC3 period
(transmission and distribution). The allowance excludes Common Arrangements
for Gas (CAG) and European Transmission System Operators Group (ENTSOG),
which will be agreed separately with the CER. IT Capex specifically for
transmission is €19.98m.
IT expenditure was identified in a number of categories, these are outlined and
discussed below. CER’s advisers’ assessed both the Capex categories and
associated Opex that should be allowed and proposed the following
Market/Regulatory and Care & Maintenance Projects total €23m: BGN
should be challenged to deliver these at €22m.
Business Requirement & Business Projects: BGN should be challenged to
deliver key projects for €5.5m
Recommended category: projects proposed are €2.5m
This gives a total of €30m across transmission and distribution. Using BGN’s
estimated Opex associated with their proposed level of Capex, this reduced level
of Capex at €30m will, by the end of PC3, ensure that Opex remains within the
BGN’s external consultant’s benchmark of 3.3% of turnover.
As such the advisers proposed an IT Capex allowances of €30m over PC3
(transmission and distribution), of which €15m is specifically for transmission.
The CER agree that with the allowances originally proposed by our advisors and
believe that BGN should be able to provide the necessary IT development with
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an allowance of €15m over the period.
The CER has also included and allowance for certain items where Work-InProgress at the end of 2011/12 was not included in the opening RAB for PC3 and
as a result was not included in the PC3 revenue calculation. The items included
under transmission are related to Equipment and Pipelines expenditure which
was incurred, but not capitalised.
Therefore the final allowance for PC3 is set out in Table 31 below, with the BGN
figures in black and the CER decision in blue.
Table 31: Facilities & IT
2012/13
Facilities
1,145
Facilities
859
IT
5,453
IT
4,100
Work In Progress
6,500
Work In Progress
6,500
Total
13,098
Total
11,459

8.4

2013/14
765
574
4,482
3,350
0
0
5,247
3,924

2014/15
923
692
4,096
3,100
0
0
5,019
3,792

2015/16
878
659
3,022
2,250
0
0
3,900
2,909

2016/17
658
494
2,930
2,200
0
0
3,588
2,694

Total
4,370
3,277
19,982
15,000
6,500
6,500
30,852
24,777

Summary of Allowed Capex

Table 32 summarises the CER’s decision on PC3 Capex.
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Table 32: PC3 transmission Capex allowances
Category

Dec-13

13/14

14/15

15/16

16/17

Total

Large I&C Connections

300

400

600

1,000

2,000

4,300

New Towns

815

-

-

-

-

815

Innovation

-

-

-

-

-

0

Refurbishment

23,859

17,027

16,329

17,785

15,646

90,646

Reinforcement

6,574

6,804

3,264

5,728

2,718

25,088

Work In Progress
Total Onshore

6,500

-

-

-

-

6,500

38,048

24,231

20,193

24,513

20,364

127,349

Refurbishment

3,100

3,822

3,706

3,511

3,271

17,410

Reinforcement

-

-

-

-

-

0

SWSOS – Future Study

1,000
1,820
5,920

-

-

-

1,000

Work In Progress
Total Interconnector

3,822

3,706

3,511

3,271

20,230

Refurbishment

675

880

565

560

210

2,890

Work In Progress
Total Inch

210

-

-

-

-

210

885

880

565

560

210

3100

4,100

3,350

3,100

2,250

2,200

15,000

859

574

692

659

494

3,278

Total non-pipe

4,959

3,924

3,792

2,909

2,694

18,278

Total PC3 Capex

49,812

32,857

28,256

31,493

26,539

168,957

Onshore

Interconnector

1,820

Inch

Non-pipe
IT
Facilities

The final Transmission Capex allowance for PC3 is €169m and is €150m or 47%
less than the €328m (including Work In Progress) requested by the networks
business. The vast bulk of this difference stems from the decision not to make an
allowance for SWOS twinning or Curraleigh West to Goat Island to at this time.
The Capex allowance set by the CER reflects certain assumptions such as load
growth and new connection numbers. As seen in PC2 things can turn out to be
significantly different. Ultimately it is the networks business’s responsibility to plan
and develop the distribution system efficiently. Each of the line items determined
above are based on the networks business’s submission. During PC3, it is the
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networks business that has to determine, in the light of changing circumstances,
which projects are progressed, what new work not included in the submission is
necessary and efficient and which projects are deferred subject to the overall cap
on Capex. The outturn will be reviewed by the CER and only efficient and
necessary capital expenditure will be added to the asset base. Notwithstanding
this the CER has requested BGN to draft a procedure through which it will apply
for additional funding/revenue allowances for specific items. A non exhaustive list
of such items includes smart metering, new towns, unanticipated new large
connections, and a substantial increase in standard new connection numbers.
The regulatory guidance for PC2 gave clear ground rules as to how under and
overspends of capital expenditure would be treated during the look back at PC2.
The subsequent treatment of these under and over spends is evident this
decision document. The same guidance will apply for PC3 and the
implementation of the review of capital expenditure is expected to be in line with
its implementation in this decision.

8.5

RAB 2012 to 2017

Based on the above, the final transmission RAB for PR3 is set out in the tables
below. These tables are consistent with the model which is published alongside
this paper.
Table 33: PC3 Onshore Allocation
Figures as per PC3 decision (in 10/11 monies)
2012/13
2013/14
2014/15

2015/16

2016/17

Opening RAB

854.0

860.5

854.3

844.5

838.4

Closing RAB

860.5

854.3

844.5

838.4

826.8

Capex

43.01

28.16

23.99

27.42

23.06

Table 34: PC3 Inch Allocation
Figures as per PC3 decision (in 10/11 monies)
2012/13
2013/14
2014/15
2015/16

2016/17

Opening RAB

9.0

9.2

9.5

9.3

9.2

Closing RAB

9.2

9.5

9.3

9.2

8.7

Capex

0.89

0.88

0.57

0.56

0.21
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Table 35: PC3 Interconnector Allocation
Figures as per PC3 decision (in 10/11 monies)
2012/13
2013/14
2014/15
2015/16

2016/17

Opening RAB

560.7

548.4

533.7

518.8

503.6

Closing RAB

548.4

533.7

518.8

503.6

488.0

Capex

5.92

3.82

3.71

3.51

3.27
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9.0 Proposed twinning of SWOS
9.1

Introduction

In this section, the CER sets out its decision to not proceed with the
reinforcement of the onshore Scotland network. This was originally proposed by
Gaslink/Bord Gais Networks, in order to overcome potential capacity constraints
at Moffat in the winter of 2013/14. In the consultation document the CER called
for respondent’s comments on the CER’s proposed next steps regarding
alternative supply and demand-side measures.
The CER’s decision and further consultation on alternative measures follow on
from the joint Consultation Paper of the CER and the Utility Regulator of
November 2011 concerning mitigation measures to address potential short-term
constraints in the onshore Scotland gas network (CER/11/206). In view of the fact
that this consultation overlapped with CER’s PC3 analysis, the CER’s
examination of this issue was undertaken as part of a review of BGN’s proposed
capital expenditure for the Price Control period. This analysis on BGN’s
reinforcement proposal included an examination of the assumptions underpinning
the projected constraint, as well as on other demand and supply mitigation
measures. This examination took into account both relevant PC3 submissions of
BGN and all responses to the Consultation Paper.
It should be noted that the purpose of the analysis was not to address long-term
security of supply issues but was specifically focused on the potential for capacity
constraints in the winter of 2013/14 and on network investment in BGÉ’s onshore
Scotland network during the price control period (i.e. for the years 2012/13 to
2016/17).
In January 2012, the CER hosted an industry workshop at which BGN provided
further information on the potential for capacity constraints at Moffat in the winter
of 2013/14.20 Additional comments were submitted to the CER in light of this

20

See http://www.cer.ie/en/gas-storage-current-consultations.aspx?article=3c58e123-2f9a-4659-

85

information which have been reviewed by the CER.

9.2

Background Information

Network modelling for the Joint Gas Capacity Statement 2011 (JGCS) revealed a
potential capacity constraint at the Moffat Entry Point as early as 2013/14.21 The
system modelling presented in the JGCS 2011 was prepared by BGN on behalf
of the CER and Northern Ireland Authority for Utility Regulation (the Utility
Regulator) with input from the TSOs in both jurisdictions.
Taking into account this potential constraint, in November 2011, the CER and the
Utility Regulator produced the joint Consultation Paper (CER/11/206) which
addressed –
(i)
whether or not regulatory intervention is warranted to mitigate this
potential capacity shortfall and, if so,
(ii)
what is the optimal mitigation measure.22
It is important to note that the purpose of this Consultation Paper was not merely
to seek views on the merits of various supply projects/demand-side mechanisms
at a general level. Rather, the Consultation Paper was based on the potential for
capacity limits at the Moffat Entry Point in onshore Scotland to be breached as
early as 2013/14. This result of the JGCS 2011 was predicated on a range of
specific gas demand and supply assumptions. Information on these assumptions
was provided in the JGCS and was also summarised in the Consultation Paper.23
In the Consultation Paper the views of interested parties were requested on the
most appropriate supply and/or demand measure(s) to address the potential
capacity constraint at the Moffat Entry Point. In order to examine the relative
merits of various mitigation measures, high level principles for consideration by
respondents were detailed in the Consultation Paper.

21

See http://www.cer.ie/en/gas-security-of-supply.aspx

22

CER-UR Consultation Paper, Mitigation Measures to address Potential Capacity Constraints at

the Moffat Entry Point in 2013/14, 28th of November, 2011 (CER/11/ 206).
23

See Table 1: Potential Capacity Constraint 2013/14: Overview of Primary Supply & Demand

Factors of the Consultation Paper CER/11/206.
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9.3

Proposed Reinforcement of the Onshore Scotland Network

9.3.1 Submissions Received
As part of the JGCS 2011, BGN indicated that the potential capacity constraints
in onshore Scotland could be overcome by twinning the 50km Cluden to
Brighouse Bay 85 barg pipeline. In 2011 BGN informed the CER that a final
decision on infrastructure investment for 2013/14 would be required in January
2012.
18 parties, including BGN, submitted responses to the Consultation Paper.24
BGN’s response detailed the grounds for proceeding with the reinforcement
proposal, as they see it. In their response, BGN noted that the proposal meets
many of the high level principles raised in the Consultation Paper. They also set
out the advantages of the proposal over both the short and long-term and put
forward the perceived shortcomings with other mitigation measures. BGN also
produced a detailed submission on the proposed reinforcement project as part of
PC3. This included information on the economic case for the project.
In relation to submissions from other respondents, the majority either did not
support the reinforcement proposal or requested that a Cost Benefit Analysis
(CBA) firstly be carried out on all the potential mitigation measures over the short
and long term. Some respondents’ did not provide views on the specific merits of
BGN’s twinning proposal but submitted comments on the implementation of other
measures raised in the Consultation Paper.
Several parties also commented that there was a lack of detailed
information/data on the nature of the potential constraint as noted by BGN. This
point was raised particularly with respect to the probabilities associated with key
inputs underpinning the potential constraint and in relation to the performance of
the onshore Scotland system.
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9.3.2 Additional Submissions
Regarding the provision of information, in January 2012, the CER provided BGN
with an overview of the principal questions raised by industry in their responses.
The CER then held an industry workshop at which BGN gave a presentation on
the performance of the onshore Scotland network and the primary factors behind
the potential constraint.
No industry participants expressed their support for the reinforcement proposal
during the presentations given at the workshop. The CER subsequently received
submissions from four parties who re-iterated their opposition to any immediate
reinforcement of the onshore Scotland network taking into account the additional
information provided by BGN.
The CER has also taken into account the economic case for infrastructure
investment. BGN submitted an order of magnitude CBA on the reinforcement
proposal as part of their PC3 Capex submission. The key assumptions and
inputs underpinning this CBA have been examined and the CER’s decision has
been made in light of this analysis.

9.3.3 CER Decision on BGN’s Reinforcement Proposal
A key consideration, raised by a number of respondents, is the importance of
proportionality in analysing potential mitigation measures including BGN’s
reinforcement proposal. The CER is mindful that reinforcement would serve to
improve the performance on the onshore Scotland system and thereby enhance
the reliability and flexibility of gas supply from the Moffat Entry Point. However,
regulatory intervention must be proportional to the risks as put forward and take
into account potentially sizeable costs being imposed on the gas industry and
ultimately, on the gas customer. In addition, any measure(s) adopted to address
a short-term constraint should be considered separately from those to address a
longer term constraint.
Taking these issues into account, the CER does not consider that there is a need
to proceed with reinforcement of the onshore Scotland network in the short-term
in order to overcome a potential 2013/14 winter constraint. This decision has
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been taken on the basis of:
arguments presented in the submissions and representations made by all
parties in response to the Consultation Paper
information provided at the January workshop, questions raised at this
workshop and follow-up submissions on the same.
an examination of all relevant documents and the views of the CER’s
supporting consultants as part of CER’s ongoing PC3 Capex review
process.
The CER is of the view that sufficient remedial measures exist to overcome a
potential short-term constraint in the winter of 2013/14. The CER has reached
this conclusion following discussions with the Utility Regulator who also
examined all relevant submissions.

9.3.4 Future Investment in the Onshore Scotland Network
The CER is aware of the fundamental importance of
Point and the related performance of the onshore
avoidance of doubt, the decision to not progress
onshore Scotland network at the current time has

flows from the Moffat Entry
Scotland network. For the
with reinforcement of the
been made specifically in

relation to a potential short-term capacity constraint in 2013/14, as raised by
BGN.
On the basis of all information reviewed by the CER and its consultants as part of
is PC3 analysis, it is considered that that there is a case for the twinning of the
onshore Scotland network in the longer term in particular where Corrib supplies
begin to decline (and where no further supply sources have come on stream). All
other things being equal, this would entail a regulatory decision to proceed with
the reinforcement of the onshore Scotland network in four to five years in order to
ensure the necessary infrastructure is put in place.
The CER is mindful that there are a number of variables which could conceivably
expedite the need for reinforcement, in particular a cessation of supplies from the
Inch Entry Point and/or delayed/reduced flows from the Corrib facility. Increasing
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renewable electricity generation may also impact on this decision. Investment in
the onshore Scotland network may be required in any event in the absence of
other large-scale supply projects in the medium term.25 However, the CER is not
of the view that there is a need to construct the pipeline in the short-term to
overcome a ‘potential’ 2013/14 winter constraint.
It should be noted that the adequacy of supplies from the Moffat Entry Point (over
whatever time period) is not merely a question of gas demand and potential new
supply points in Ireland. In examining demand in onshore Scotland, and the issue
of further investment in onshore Scotland, Northern Ireland and the Isle of Man
must also be taken into account. The CER welcomes the input recently provided
by the Utility Regulator as part of the joint Consultation Paper in this regard.
Taking into account the major investments in onshore Scotland which may be
required in the next five to ten years, it is not considered appropriate to only
progress with short-term analysis on the suitability of various asset classes in
onshore Scotland. Therefore, the CER intends to undertake a 10-year horizon
review of the requirements for onshore Scotland, compressors and pipelines.
Supply and demand in Northern Ireland, as well as the Isle of Man will also be
taken into account as part of this review.

9.3.5 EU Legislative Requirements
Three respondents stated that reinforcement of the onshore Scotland network
should be based on long-term market interest, for example by means of an Open
Season or some other type of market test. The CER notes that an assessment of
market demand for new network investment already underpins a number of EU
legislative requirements including obligations related to capacity allocation,
system planning, as well as enabling physical reverse flow at cross-border
interconnections between Member States.26

25

It is also conceivable that investment in onshore Scotland may be required in order to facilitate

physical reverse flow to GB. However, it is likely that the case for physical exports would only
arise where a number of new large production/storage/LNG facilities have come on stream.
26

Article 16 and Annex 1 Regulation 715/2009; Article 22(4) and Article 36 of Directive
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In relation to the development of a European Gas Target Model, the CEER has
also put forward a process whereby network users signal their willingness to pay
for additional interconnector capacity in order to ensure efficient investments.
This would involve shippers submitting bids to TSOs to purchase firm capacity at
the cross-border point before the investment was made. The CEER has noted
that it will develop proposals on how to identify and integrate new capacity based
on market demand as part of its 2012 work plan.27
The CER supports respondents’ comments that additional network investment
should be based on an assessment of market demand. The CER has also taken
into account the preference for this approach in relevant EU requirements and
guidelines, as exampled in the recent market demand assessment in respect of
enabling physical reverse flow at the Moffat Interconnection Point (as required
under Article 7 of EU Regulation 994/2010). Accordingly it may be appropriate to
carry out a market test as part of any future decision on subsequent major
reinforcement of the onshore Scotland network.

9.4

Responses on Other Potential Mitigation Measures

9.4.1 Potential Demand Side Measures:
A) Interruptible Capacity Products
Respondents were generally in favour of the introduction of interruptible capacity
products. One party noted that the introduction of interruptible exit capacity had
already been consulted on as part of the CAG project in 2011. Another
respondent stated that, as there are two sources of gas in Ireland (Inch and
Moffat), interruptible exit capacity would not necessarily lead to a corresponding

2009/73/EC; Article 7.2 Regulation 994/2010. See also ACER Framework Guidelines on Capacity
Allocation Mechanisms for the European Gas Transmission Network
27

CEER, Vision for a European Gas Target Model Conclusions Paper, Ref: C11-GWG-82-031,

December 2011 Ensuring secure supply and economic investment.
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reduction in gas flow rate at Moffat. Taking this into account, they recommended
an interruptible entry capacity product for non-NDM shippers.
CER Response:
Article 14 of Regulation 715 of 2009 requires that transmission system operators
provide both firm and interruptible third-party access services. Introducing an
interruptible capacity product at Entry and Exit was consulted on during the CAG
consultations. In respect of Interruptible at Exit, respondents to the consultation
did not provide great support for this product. Further, given that capacity is not
congested at Transmission Exit, the risk of interruption is very low and thus the
difference in price between a Firm and Interruptible Exit capacity product would
be negligible. Thus, the market demand for such a product at Exit would also be
negligible.
In respect of Interruptible at the Moffat entry point, the CER will address this
requirement in the context of implementing Regulation 715/2009 and application
of the European Network Code. In terms of such a product at Entry addressing a
potential short-term capacity constraint at Moffat in 2013/14, it must be noted that
such a product is most suitable for use by the gas fired generation sector, who
have the ability to fuel switch, as opposed to the residential sector given the
obligations to protect supplies to the domestic sector. However a note of caution
must be raised in respect of a ‘market-based’ response to a capacity constraint
on the Interconnectors by power stations fuel switching (via the use of
interruptible capacity) as this may pose a security of supply risk to the electricity
market.
This point highlights the importance of carefully understanding the close
interaction between the electricity and gas markets in Ireland, especially in
assessing the appropriateness of various measures to address a potential
capacity constraint at Moffat. In this regard, the CER organised a ‘Gas and
Electricity Interactions’ workshop in December 2011 which covered issues
surrounding:
(1) the winter outlook and the implications for power stations and grid
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operations
(2) gas/electricity interactions in an emergency
(3) developments in the electricity market which will impact on the gas market
(4) the EU Framework Guidelines and Target Models for both the gas and
electricity markets
The objectives of the workshop were to assess what if anything needs to be done
in the short term to ensure that the gas can be delivered when required and to
identify issues we need to address in the medium and long term to ensure the
efficient operation of the gas and electricity networks
Subsequent to this workshop, a number of meetings have taken place involving
the Gaslink, EirGrid, BGN and CER to review the interaction between the gas
and electricity systems including a review of Shippers’ Nominations and
Renominations activities and their effect on the gas network. The CER proposes
to hold a second ‘Gas and Electricity Interactions’ workshop later in the year on
the subject.
As an alternative to a ‘market-based’ response to a capacity constraint on the
Interconnectors, consideration could be given to EirGrid identifying one or two
gas-fired plants that could fuel switch from gas when capacity is constrained,
thereby avoiding the risk of ‘trips’ to the electricity supply sector. Further, the
East-West Electricity Interconnector may provide a substitute for gas fired
generation during periods of constraint at Moffat. These issues will be discussed
with the TSOs and may be consulted on later in the year.
The application of ‘capacity buy back’ mechanism may provide a temporary
solution, however this measure is limited by the lack of alternative Entry Points
(to which Shippers could switch to in order to sell their Moffat Capacity back to
the Transporter) and by the inability of gas customers to turn down and gas fired
power stations to switch fuels.
B) Fuel Switching by Power Generators and I/C Customers
It was stated in responses that in order to achieve the appropriate demand side
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reduction, only measures concerning gas-fired generation stations would be
suitable. Respondents also noted that a range of economic and technical issues
would need to be considered in order to implement new fuel switching
arrangements. Respondents were generally not in favour of extending the five
day back-up fuel requirement and noted that the implementation of emergency
procedures should be limited to emergency events, as opposed to a short-term
capacity constraint. One shipper also stated that fuel switching costs should be
reflected in the SEM price.
CER Response:
The CER has discussed the issue of fuel switching with a number of relevant
parties including EirGrid. It is recognised that the five-day back-up fuel
requirement on gas-fired generators in Ireland is primarily intended to address an
emergency situation. As noted in the Consultation Paper, the CER are not
seeking to change existing natural gas emergency arrangements and do not
propose to review the current 5-day back-up requirement as part of this
consultation.
The CER’s consultants, as part of their PC3 analysis, recommended the
introduction of separate commercial arrangements with a small number of gasfired generators to fuel switch (outside of their five-day holding requirement)
during peak-day conditions, as part of a pre-arranged schedule, specifically in
order to overcome a short-term capacity constraint.28 Cost-recovery for those
generators would be a key element of these arrangements. The CER are also
mindful that coordination by the gas and electricity TSOs in each jurisdiction
would be fundamental in instituting any such arrangements.

9.4.2 Amendment to shipper renominations at Moffat
Several parties, in particular shippers, noted their opposition to any additional
restrictions/penalties on renominations at the Moffat Entry Point on account of the
flexibility required by generators in the context of increasing wind generation
capacity in the Single Electricity Market. Three respondents stated that in the

28

See Section 4.3 1B (ii) Pre-arranged schedule of the Consultation Paper
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event shipper(s) require continued flexibility during peak day conditions, those
shipper(s) should meet the cost of this additional flexibility.
CER Response:
Limiting the flexibility required by gas generation stations, especially in the
context of increasing wind generation to the electricity system, could have
significant adverse consequences for the security of supply of the electricity
market. Therefore, caution must be applied when considering limiting Shippers’
renominations at Moffat. The analysis in the aforementioned ‘Gas and Electricity
Interactions’ work will provide further information on the need, if any, for such
renomination limitations at Moffat.
It should be noted that the Gaslink Code of Operations includes provisions to
address “Difficult Days” (where there is insufficient flexibility available on the
Transportation System or any localised part thereof to accommodate Shippers’
within-day profiles at LDM Offtake(s)) and “Restricted Capacity Days” (where
there is reduced capacity on the Transportation System or any localised part
thereof for reasons of physical or operational constraints such that a Shipper is
unable to deliver to the Transportation System or offtake from the Transportation
System its Nominated Quantity or Renominated Quantity, as the case may be).
In such instances, the Transporter may instruct Shippers to adhere to an
“Operational Flow Order” in respect of their gas flows. Thus, in the event that an
actual short-term capacity constraint at Moffat materialises, these provisions can
be activated.

9.5

Other Proposals

Several other helpful proposals were put forward by respondents. These include
the use of inventory (gas storage) from the South North Pipeline, Scotland to
Northern Ireland Pipeline and the Interconnectors, the use of non-gas fired plants
with spare capacity in the event of a short-term constraint, as well as requiring
maximum use of the East-West Electricity Interconnector. One party also
suggested that the CER carry out a reverse auction which would allow interested
parties to bid in a price for alleviating the potential capacity constraint.
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CER Response:
The CER is mindful that it would be most illogical for a physical constraint to be
allowed to arise at the Moffat Entry Point on account of extremely high gas
demand, when coal and oil generation, as well as electricity interconnector
imports, may be available to offset such high demand. The CER intend to
examine in more detail the issues surrounding greater utilisation of the East-West
Electricity Interconnector, and of non-gas fired generation, during periods of
extremely high gas demand as part of the ongoing joint gas-electricity
workshops.

9.6

Potential Supply Side Measures:

9.6.1 Utilisation of Gas Storage/LNG
Several parties raised the issue of the complexity and potentially high cost
associated with introducing requirements to hold gas in storage taking into
account that gas storage on the island is currently limited. It was also
emphasised that any such requirements should be non-discriminatory in nature.
Respondents also noted that measures concerning gas storage should be limited
to extent of the potential short-term constraint.
CER Response:
The CER does not envisage introducing requirements on transmission system
operators and/or shippers to hold gas storage at the current time.
PSE Kinsale Energy highlighted the cost of Interconnector capacity for
prospective GB users of gas storage in Ireland and put forward options which
may serve to facilitate continued and increased flows from the existing facility.
The CER is mindful that the introduction of any measures in relation to gas
storage must take into account that commercial contracts may already be in
place for capacity in the Kinsale facility. In November 2011, the CER also put in
place a virtual reverse flow tariff at Moffat; this service should also facilitate
greater utilisation of gas storage in Ireland. In the consultation document the CER
set out its intention to consult on short-term capacity products, with a view to
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reducing the level of summer multipliers. A decision29 on this was published in
September setting out a reduction in the summer short-term capacity multipliers for
monthly capacity and for daily capacity, to be applied for the Gas Year 2012/13.

9.7

Agreed and Anticipated Pressures at Moffat

A number of parties emphasised that the CER should seek to ensure that
sufficiently high pressures at Moffat are maintained.
CER Response:
The CER recognise the importance of maintaining high off-take pressures at the
Moffat Entry Point. While it is noted that this measure would not in itself resolve
pressure losses on the Scottish onshore system, further engagement with
National Grid by Gaslink is considered prudent. This approach is supported as
the maintenance or increase of pressures at Moffat would enhance the reliability
of supply to Ireland, Northern Ireland and the Isle of Man and as it is expected
that the pattern of supplies into and within GB NTS will change over time. Gaslink
are instructed to continue to engage with National Grid UK on pressure services
at Moffat and provide frequent updates and/or data stemming from these
discussions. Gaslink are also requested to analyse the impact of potential
reductions in available pressures at Moffat, as well as any changes to the Gross
Calorific Value of gas supplied at Moffat, in the medium to long-term.

9.8

Consultation

In the consultation document respondents were requested to give their view on
the proposed actions in relation to each of the mitigation measures noted above.
A number of respondents commented specifically on the twinning of SWOS, with
the majority of these respondents supporting the CER’s decision not to proceed
with the twinning of SWOS. More details of the respondents comments can be
found in the consultation response document as well as in the consultations
responses which have been published in full alongside this paper.
The CER have made the decision not to proceed with the twinning of SWOS this
decision was based on any potential short-term capacity constraint in 2013/14.

29

Decision on BGN Short Term Tariff Analysis 2012 CER/12/143
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The CER recognize that there may be a valid case for the twinning of the
onshore Scotland network in the longer term in particular where Corrib supplies
begin to decline.

9.8.1 Next Steps
In the consultation document the CER also stated its intention to address these
issues in further detail with industry participants as part of the Code Modification
Forum and/or the joint gas-electricity workshop in late 2012 where appropriate.
The CER will continue to monitor the ability of supplies from the Moffat Entry
Point to meet peak day demand as part of annual system modelling by the TSOs
in Ireland and NI. It is expected that any required reinforcement/upgrades in the
onshore Scotland network would be indicated by means of this process.
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10.0 Performance & incentives
This revenue control contains a number of mechanisms through which the
transmission business is incentivised to improve its performance. Most of these
are discussed elsewhere within this document:
The incentives relating to the cost of County Council rates and CO 2 costs
are discussed in Section 6.3.6
The incentives relating to operating costs are detailed in Section 12.0 of
this paper.
The incentives relating to capital expenditure are detailed in Section 12.0
of this paper.
Another incentive mechanism is discussed below.
Interconnector Inventory Product
In both of the previous price controls, the transmission business has been
incentivised to offer services that utilise the spare capacity on the second
interconnector (IC2). Under this mechanism, the transmission business has been
able to retain 50% of the revenue earned from a storage product on IC2 called
the ‘IC Inventory Product’ and the remaining 50% counts towards the allowed
revenue under the price control allowing for a reduction in overall tariffs.
2008
I/C Inventory Space Utilised (GWh)

353

2009
123

2010
42

Source: Gaslink Annual Transmission and Distribution Performance Report 2010

No respondents raised any objections to the proposal to maintain this incentive
and the CER has decided to retain the incentive.
Incentive regarding outputs
In the consultation document the CER stated that it was considering developing
explicit performance targets which would reward (or penalise) the transmission
business for delivery (or non-delivery) of specific outputs. While no decision has
been made on this matter at this time, it is the CER’s intention to consult further
on such an incentive mechanism and to put in place incentive mechanisms in
time for the 2013/14 tariff period.
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11.0 Cost of capital
11.1 Introduction
CER selected Oxera Consulting to advise it on cost of capital issues for the gas
transmission and distribution price control period (PC3). PC3 covers the period
from 2012/13 to 2016/17, and determines allowed revenues for Bord Gáis
Networks (BGN), the transmission and distribution asset owner in Ireland. The
objective of Oxera’s advice was to provide a range for BGN’s cost of capital over
PC3 in order to help inform the CER’s decision.
This analysis of BGN’s cost of capital was undertaken in one of the most severe
economic downturns in recent decades. The financial crisis that started in 2007,
and which led to the collapse of Lehman Brothers, has grown into concerns
about the sustainability of governments’ fiscal positions across the eurozone.
These developments have increased the costs of raising capital and, in some
cases, have affected the availability and cost of finance for European companies
operating in some countries. BGN will, however, need to continue to raise capital
at market rates, given its refinancing requirements over PC3. Thus, the analysis
of its cost of capital is particularly important if underinvestment is to be avoided.
Credit rating agencies have explicitly linked the credit rating of Bord Gáis Éireann
(BGÉ), BGN’s parent company, to that of the Irish government, which would
imply that the deterioration in the creditworthiness of the Irish government and
BGN’s exposure to the wider economic climate in Ireland would be likely to affect
the company’s costs of financing. However, the impact on BGN’s required rate of
return might be expected to be smaller than that on borrowing costs of the Irish
government and BGÉ, considering the low-risk nature of regulated networks and
the essential nature of their services.
In the consultation document the CER stated that, given the challenges in
determining BGN’s cost of capital for PC3 caused by macroeconomic conditions
in Ireland, it may be appropriate to re-examine the approach set out in order to
ensure the cost of capital adequately reflects the latest developments. This
section sets out the CER’s final decision with regards to the approach adopted

for calculating BGN’s cost of capital and the trigger mechanism to be adopted in
order to assess the cost of capital in each year of the price control.

11.2 Existing Debt
Under normal economic circumstances the pre-existing debt would not have
been taken into consideration when calculating the WACC for the following
period. In previous price controls only the prevailing cost of debt would have
been considered. However, given the extremely turbulent period recently
experienced in international financial market the CER took the view that it was
appropriate to depart from standard practice. The CER took the view that the
embedded debt on BGÉ’s books had been efficiently incurred. The CER
therefore considered it appropriate to include this efficiently incurred embedded
debt into the calculation of the WACC for the PC3 period.
If the Eurozone crisis prevails over PC3 the question arises as to how embedded
debt might be treated in PC4. If by the start of PC4 the crisis has passed, would
the cost of (presumably expensive) historic debt be taken into account in
calculating the WACC for PC4?
While the CER cannot bind future decision makers, the CER expects that when it
is setting the cost of debt for PC4, the cost of efficiently incurred embedded debt
will similarly be included in the cost of the WACC for the PC4 period. There are
many uncertainties over the next period, for example the Eurozone crisis might
pass into history quickly, in which case it may be appropriate to revert to standard
practice for PC4. On the other hand the crisis might prevail for an extended
period during PC3. In any event the CER will take its financability duties into
account in setting the appropriate WACC for PC4. Subject to these financability
duties, the CER intends to return to the standard practice as soon as possible.

11.3 Methodological framework
The estimates of the cost of capital presented in this report include an adjustment
to the cost of equity and cost of debt in order to take into account the risks
associated with the eurozone crisis—this is termed the ‘crisis premium’ (CP).
There is not one widely accepted methodology that can be used to quantify the
risks associated with the eurozone crisis in the cost of capital for companies
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operating in countries where there are concerns around the sustainability of
government’s fiscal positions. However, the approach adopted here is consistent
with key academic and empirical papers on this topic.
The CER’s approach in previous price control reviews has been to update the
cost of capital parameters for BGN every four to five years, in order to reflect
changes in capital markets. This process enables movements that lead either to
an increase or decrease in the cost of capital parameters to be reflected in
revised estimates of the cost of capital on a periodic basis.
At a time of very volatile conditions, this approach may no longer be appropriate,
given the CER’s financing duty and the need to protect consumers. Given the
unstable market conditions in the eurozone at present, in order to safeguard
consumers’ interests and ensure BGN’s financeability, a trigger mechanism was
proposed in the consultation document, whereby the allowed cost of capital
would be adjusted if there are significant changes in market conditions in Ireland.
The aim of this proposal was to ensure that, if market rates rise, the allowed cost
of capital would be adjusted, providing BGN with protection against capital
market risk. Conversely, should market rates fall, the benefits of lower financing
costs would be passed through to consumers sooner than under the current
regulatory regime in PC2.
The cost of capital parameters that are subject to the trigger mechanism would
need to be estimated using a relatively short averaging period to ensure that
movements in capital markets are captured, but not too short to ensure that
parameters are not overly affected by any short-term deviations from
fundamental values caused by volatile market conditions. During the consultation
process consideration was given as to what the appropriate allocation of risk
between BGN and consumers, given the current market environment. An
averaging period of several years would be too long to capture current market
conditions, while a period of a few weeks or months may be too short given the
volatile market conditions. Overall, in view of these considerations, the CER’s
advisers proposed that an averaging period of one year would appear to strike
the right balance.
The CER agrees that, on balance and given the current market environment, one
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year appears to be the most appropriate time period and has decided to adopt
this for the duration of PC3. However, the CER does not consider this to
represent a permanent change in its regulatory approach. The measures are
intended to be implemented for the duration of PC3 in order to deal with the
significant uncertainty resulting from the ongoing developments in the eurozone
and its effects on the Irish financial markets. At the point of consideration of the
arrangements for PC4, should conditions have changed, then the CER will at that
point consider whether the continued application of this framework is appropriate.

11.4 Range for BGN’s cost of capital
The consultation document set out the estimate of BGN’s real pre-tax cost of
capital as being 5.8–7.6%, as shown below.
Range for the parameters
Real risk-free rate and the crisis premium (%)

3.5–5.5

Debt premium (%)

redacted

Real pre-tax cost of new debt (%)

redacted

Real pre-tax cost of existing debt (%)

redacted

Real pre-tax cost of debt (%)

3.8–4.9

Real post-tax cost of debt (%)

3.3–4.3

Real risk-free rate and premium for risks associated with the eurozone crisis
(%)

3.5–5.5

Asset beta
Equity beta

0.35
0.78

Equity risk premium

4.5–5.0

Real post-tax cost of equity (%)

6.9–9.2

Real pre-tax cost of equity (%)

8.1–10.8

Gearing (%)
Corporation tax (%)

55
12.5

Real post-tax cost of capital (%)

4.9–6.5

Real pre-tax cost of capital (%)

5.8–7.6

Note: The real pre-tax cost of debt is estimated as a weighted average of the cost of new debt and the cost
of existing debt on the basis of [redacted]. The weight on the cost of new debt reflects the proportion of debt
to be refinanced over PC3 (ie, [redacted]). The weight on the cost of existing debt is [redacted]. The real
post-tax cost of equity has been estimated as the sum of the risk-free rate, the premium for risks associated
with the eurozone crisis and the multiple of the equity beta and the equity risk premium. To ensure the
appropriate treatment of tax, the conversion between the post- and pre-tax cost of equity has been
undertaken in nominal terms. The real post-tax cost of equity has been converted into a nominal post-tax
cost of equity using the European Central Bank’s long-term target for inflation. The nominal pre-tax cost of
equity is calculated as the nominal post-tax cost of equity, divided by 1 minus the corporate tax rate. The
nominal pre-tax cost of equity is then converted into a real pre-tax cost of equity using the European Central
Bank’s long-term target for inflation. It will be important to ensure that the resulting estimate of the real pretax cost of capital is applied consistently.
Source: Oxera analysis.
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Although the above estimate of BGN’s cost of capital is higher than the CER’s
assumptions for PC2, this is predominantly driven by the recognition of the risks
associated with the eurozone crisis. There is clear evidence to show that BGN’s
cost of financing has increased as a result of the conditions in Irish markets.
The final ranges for the individual parameters have been determined as follows.
Real risk-free rate and premium for risks associated with the eurozone
crisis
Some commentators have suggested that observed declines in estimates of the
risk-free rate is associated with a flight to quality. The assessment therefore
considers the risk-free rate and the impact of the eurozone crisis jointly, as there
are arguments to suggest that the low risk-free rate observed in some eurozone
countries is related to higher government debt yields and corporate bond yields in
these countries.
Since the November 2010 bailout of the Irish government, yields on Irish debt
have increased, following a number of downgrades to the state’s credit rating.
Although yields have recently fallen, yields on Irish government debt remain
higher than before the start of concerns about the sustainability of government’s
fiscal positions. This suggests that yields on Irish government bonds cannot be
used as a proxy for rates on a ‘risk-free’ investment. Instead, yields on German
and Dutch government bonds are considered, with the trigger mechanism
providing protection against rises or falls in the risk-free rate.
Nominal yields on government bonds in Germany and the Netherlands have
fallen since 2008. This is likely to be due to a combination of factors, such as the
European Central Bank’s monetary policy and increased demand by investors for
German and Dutch government bonds, in particular, relative to other asset
classes.
The CP for debt is estimated based on yields on investment-grade utility
corporate bonds in Ireland less the equivalent yield on bonds with a similar credit
rating that are issued by companies operating in countries used as a proxy for
the risk-free rate estimate (Germany and the Netherlands).
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While the cost of equity compensates investors for a different set of risks than the
cost of debt, considering that equity investors have a residual claim on a
company’s cash flows, the additional premium for risks associated with the
eurozone crisis required by equity investors might be expected to be of a similar
size to the additional premium required by debt investors. For these reasons as
well as the CER’s duty to finance, a CP has also been added to the cost of
equity. The CP added to the cost of equity is of the same magnitude as that
added to the cost of debt. This approach effectively assumes that the extra risk of
investing in the Irish equity market compared with, for example, the German or
Dutch equity market, can be approximated by differences in the default premium
paid by Irish companies relative to German or Dutch companies with the same
credit rating. The CER’s advisers considered this approach reasonable given the
data available to estimate the CP in the current context.
On this basis, an estimate that reflects the combined impact of the risk-free rate
and the premium for the risks associated with the eurozone crisis amounts to
3.5–5.5%.
Equity risk premium
Since the impact of risks associated with the eurozone crisis is captured through
an explicit adjustment to the cost of capital, it is important to ensure that, in the
ERP estimates, there is no double-counting. On the basis of historical estimates
combined with forward-looking estimates from the dividend growth model, as well
as surveys of academics and professionals, and regulatory precedents, an
appropriate range for the ERP is 4.5–5.0%.
Asset beta
As BGN is not listed, comparator companies were selected that focus
predominantly on either gas transmission or gas distribution activities, and that
operate in countries where there are minimal concerns about the sustainability of
government’s fiscal positions. On this basis, estimates of BGN’s asset beta range
from 0.3 to 0.4. For the purposes of the calculation of the cost of capital, a point
estimate for the asset beta of 0.35 is adopted.
Gearing
To reflect the CER’s statutory duty to ensure the financeability of BGN, financial
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ratios are targeted that are consistent with an investment-grade credit rating. On
this basis, the evidence suggests that maintaining the CER’s current gearing
assumption of 55% is appropriate.
Cost of debt
BGN’s cost of debt has been estimated as a weighted average of the cost of new
debt and the cost of existing debt over the price control period, taking into
account BGN’s refinancing requirements. The cost of existing debt reflects the
lower rates locked in at a time of relatively more benign conditions. As BGN will
need to access capital markets during PC3, the cost of new debt incorporates the
CP. On the basis of a weighted average of the cost of new debt and the cost of
existing debt, the estimate of BGN’s pre-tax cost of debt ranges from 3.8% to
4.9%.
Selecting a point estimate within the range
The selection of the appropriate point estimate within the range for BGN’s cost of
capital is critical in order to reflect the required rate of return on the capital
already invested in the business, its future refinancing, as well as the need to
raise new capital for future investment. Furthermore, given the lack of public
listing for BGN, caution needs to be exercised when choosing the point within the
range.
However, these factors need to be viewed in conjunction with an explicit
allowance in the cost of capital for the risks associated with the eurozone crisis,
as well as the introduction of a trigger mechanism that protects BGN against
adverse movements in financial markets. The introduction of a trigger mechanism
means that less headroom needs to be accommodated in the estimates of some
of the individual parameters than otherwise.
Taking into account the above factors, at the time the consultation paper was
published CER’s advisers recommended introducing a point estimate for the cost
of capital at the midpoint of the range, which would have set a real pre-tax cost of
capital of 6.7%. However, since the publication of the consultation document
there has been a significant change in the yields on Irish debt. Taking on board
the lower yields and applying this to the approach and Trigger Mechanism set out
below the CER have set a WACC of 6.3%.
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11.5 Trigger Mechanism
In the context of market uncertainty, regulation can be designed to account for
unexpected changes in specific cost of capital parameters, whilst retaining the
important characteristics of transparency and objectivity. In light of current levels
of uncertainty around future economic conditions in the eurozone setting a fixed
cost of capital would likely mean that a high figure would be in place for all of the
five years, regardless of any changes in economic conditions. It would also leave
significant risk entirely with BGN. The consultation document set out that in the
context of CER’s financing duty and the additional cost that would be faced by
consumers (even if the economic environment improved), setting a cost of capital
for five years may no longer be appropriate. It was proposed that a trigger
mechanism be adopted in order to allow changes to the cost of capital during the
five year period. In the consultation response document some respondents
questioned the floor and ceiling set out in the consultation document, however
several respondents also stated that they recognised the merits for the
introduction of a trigger mechanism and viewed the range proposed as being
reasonable. The CER has decided that it will adopt the mechanism set out in the
consultation document involving a floor and ceiling on the WACC with a trigger
mechanism that instigates a change in the rate applied.
The trigger mechanism aims to ensure that, if market rates rise, the allowed cost
of capital would be adjusted, providing BGN with protection against capital
market risk. Conversely, should market rates fall the benefits of lower financing
costs would be passed through to consumers sooner than under the current
regulatory regime in PC2.
A trigger mechanism, whereby the allowed cost of capital (or some
component thereof) is adjusted for movements in some clearly defined
benchmark beyond (ie, above or below) some pre-determined threshold.
To enable a trigger approach to capture extreme market movements while
at the same time minimising the number of times a threshold is reached,
an appropriate averaging period needs to be adopted.
The cost of capital parameters subject to the trigger need to be estimated
based on a relatively short averaging period to ensure that extreme
movements in capital markets are captured, but not too short to ensure
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that parameters are not overly affected by any short-term deviations from
fundamental values caused by volatile market conditions. This is most
important for the cost of debt parameter, given the CER’s financeability
duty and the recently highly volatile conditions in debt markets.
Ultimately, the decision on which averaging period to use relies on a
degree of judgment. An averaging period of several years would probably
be too long to capture current market conditions, while a period of a few
weeks or months may be too short given the volatile market conditions.
Overall, given these considerations, the CER has decided that an
averaging period of one year strikes an appropriate balance, as set out in
Section 10.2 above.
However, in the event of extreme changes in market conditions, such as the
collapse of the euro, it may be appropriate to consider alternative approaches.
The steps outlined in the remainder of this section assume that, while there may
be changes in market conditions, these changes will not be extreme.

11.5.1

Illustration of the design of the trigger mechanism

In essence, the design of the trigger mechanism reflects the implied changes in
the cost of new debt and equity financing that arise as a consequence of
developments in capital markets. The change in the cost of capital under the
trigger mechanism in response to changes in Irish government yields should alter
by an amount that reflects this. The estimates presented in this section represent
the required adjustment to fully reflect estimates of the change in financing costs,
in so far as they apply to either the cost of new debt or equity financing.
Floor and ceiling

The observed historical relationships from capital markets need to be interpreted
carefully, in light of the volatility in financial markets. The design of the trigger
mechanism, however, recognises within reasonable bounds, the broad nature of
the relationship between Irish government yields and the underlying estimate of
BGN’s cost of capital.
The mechanism is based on statistics on the observed relationship between
changes in market conditions and estimates of BGN’s cost of capital. Because
the relationship is likely to change as the underlying variables move to extremely
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low or high values, a floor and a ceiling have been imposed.
The rationale behind the choice of the floor is to reflect a plausible estimate of the
cost of capital in the event that macroeconomic conditions in Ireland continue to
improve, and the eurozone problems continue to dissipate. As it is not possible to
observe this data, as of yet, the choice of the floor inevitably involves some
degree of judgement. The allowed cost of capital for PC2 (of 5.2%) was selected
as the value for the floor, as this reflects an established reference point for an
estimate of BGN’s cost of capital under more benign conditions (ie, as of 2007
when the cost of capital for PC2 would have been estimated)30. The cap has
been designed symmetrically, with a ceiling of 8.2% (similarly 1.5% higher than
Oxera’s midpoint estimate of the cost of capital of 6.7%)31.
Degree of risk sharing
Consideration has been given to the appropriate degree of risk sharing between
BGN and its customers, and the consequences of any potential over- or undershooting in response to changes in the capital markets. This inevitably involved a
degree of judgement about the appropriate allocation of risk between customers
and consumers.
The design of the trigger mechanism assumes that changes in capital market
conditions partly feed through into the cost of equity and cost of new debt. This
approach is justified on the basis that expected returns for regulated energy
networks, such as BGN, are likely to be less affected by concerns about the
sustainability of government’s fiscal positions than returns on government bonds.
In light of the volatility in capital market data for government yields and BGÉ’s
bond yields, it is difficult to determine a precise estimate of the extent to which
changes in debt markets influence utilities’ cost of capital. However, the analysis

30

Alternative approaches that could have been adopted to define the floor would have been to

use average yields on Irish government bonds or BGÉ’s yields; however, these approaches
arguably involve a far greater degree of arbitrariness. On the basis of the CER’s projections for
PC3, it has been checked that BGN would be financeable on the basis of efficient costs and
notional financing with a cost of capital of 5.2%.
31

The choice of the floor of 5.2% is 1.5% lower than Oxera’s midpoint estimate of the cost of

capital of 6.7%.

109

of the premium due to risks associated with the eurozone crisis (CP) suggests
that the CP estimated on the basis of corporate bonds is approximately 60% of
the CP based on government bonds.32 This estimate of 60% is considered to
represent a conservative estimate of the relationship between Irish government
yields and BGÉ’s bond yields. In light of the uncertainty around the precise
magnitude of the relationship, it is important to ensure that the estimate of the
cost of capital resulting from the application of the trigger mechanism is not
overly sensitive to changes in Irish government yields, as this might lead to the
cost of capital being under- or over-estimated.
The trigger mechanism therefore translates a proportion (specifically, 60%) of the
change in Irish government yields onto the cost of new debt and equity. On the
basis of this methodology, a 1% change in Irish government yields (under the
design of the trigger mechanism) would lead a 0.44% change in the cost of
capital. This 0.44% more accurately represents the slope, as per Figure 2 below,
than the 0.4% detailed in the Oxera document.
Figure 2 illustrates the sensitivity of the estimate of the cost of capital to the
change in Irish government yields under the trigger mechanism design.
.

32

This is based on the ratio of the 1-year average of the ECP estimated from corporate bonds

relative to the CP estimated on the basis of government bonds (as outlined in Table A1.9 in
Appendix 1 of the Oxera document).
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Figure 2 Summary of the design of the trigger mechanism
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Note: The floor and ceiling are defined as 5.2% and 8.2% respectively. The floor is 1.5% below Oxera’s
midpoint estimate of BGN’s cost of capital of 6.7%. The ceiling is defined symmetrically, as 1.5% higher than
Oxera’s midpoint estimate of BGN’s cost of capital.
Source: Oxera analysis.

As a check on the appropriateness of the workings of the trigger mechanism,
Table 36 compares the resulting estimates of the cost of capital under the trigger
mechanism with bottom-up estimates of BGN’s cost of capital (on a parameterby-parameter basis) on the basis of the following scenarios:
spot rates as of March 2012 continue to persist; and
conditions in Ireland return to more benign conditions.
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Table 36: Comparison of bottom-up estimates of the cost of capital with estimates
of the cost of capital from the application of the trigger mechanism
Irish sovereign yields (implied real)
Baseline (6-month averages)
Irish sovereign yields (implied real)
Change in Irish sovereign yields from baseline
Estimated cost of capital (WACC)
Estimated bottom-up WACC
Estimated WACC under trigger mechanism

Spot rates (%)

Benign conditions (%)

4.9
3.1
–1.8

4.9
1.6
–3.3

6.1
1
5.9

5.2
2
5.2

Note: The baseline is estimated over the period from September 16th 2011 to March 16th 2012. The
estimated bottom-up WACC reflects an estimate of the cost of capital calculated on the basis of each
parameter, rather than by the application of the trigger mechanism. Under the ‘spot rates’ scenario, the
estimated bottom-up WACC is based on spot data as of March 16th 2012. Under the ‘benign conditions’, the
1
estimated bottom-up WACC is based on data from April 16th 2009 to April 16th 2010. Under the ‘spot
rates’ scenario, the estimated cost of capital is calculated as –1.8 x 0.4 + 6.7; it should be noted that due to
2
rounding, the results may differ slightly from the more detailed estimates presented in Table 7.2. The
mechanism reaches an estimate close to the floor, but not at the floor. Estimates of the pre-tax real cost of
capital are presented.
Source: Oxera analysis.

As shown in Error! Reference source not found. 36, the resulting estimates of
he cost of capital under the proposed design of the trigger mechanism are very
close to the detailed bottom-up estimate of the cost of capital in both
circumstances. Moreover, in the event that Irish government yields revert to
previously observed lower levels, the trigger mechanism would lead to an
estimate of the cost of capital that aligns very closely with the value adopted
previously for PC2.

11.6 Recent data
Oxera’s assessment of the cost of capital was based on market evidence up to
January 31st 2012. However, since the assessment was undertaken in early
2012, yields on Irish government debt and BGÉ’s bond have declined (as shown
in Figure 3).
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Figure 3: Evolution of nominal yields on Irish government bonds and BGE’s bond
Source: Bloomberg (Irish Govt. Bond) & Reuters (BGE)

As can be seen from Figure 3 the yields on Irish Government bonds have fallen
significantly in recent months. Figure 3 uses Bloomberg data to illustrate the
movement in Irish 5 year Government bonds. As set out below, a Bloomberg
index (Sedol -GIGB5YR) has been chosen as the benchmark index to measure
changes in Irish 5 year Government bonds.
As set out above the CER has decided that an averaging period of one year is
appropriate to measure the yield. In their report Oxera used data covering the
period 16th September 2011 to 16th March 2012. When this period is applied to
the Bloomberg Sedol set out above, it results in an implied real yield on Irish
Government bonds of 5.105%. To examine the impact of recent movements on
the cost of capital, the average implied real yield on Irish Government bonds for
the twelve months to the 17th September 2012 has been taken. This resulted in
the average yield reducing to 4.399%. When this is applied to the trigger
mechanism, as outlined in Figure 2 above and Section 10.6 below the result is a
reduction in the WACC from 6.7% to 6.39%. The CER has decided to apply the
6.39% rate for the first year of PC3.

11.7 Application of Trigger Mechanism
The CER has decided that the most appropriate trigger mechanism to use is the
movement in the real yields of Irish sovereign bonds. As set out above the
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expected returns for regulated energy networks, such as BGN, are likely to be
less affected by concerns about the sustainability of government’s fiscal positions
than returns on government bonds, therefore the use of such bonds for the
trigger mechanism is the most appropriate approach. In addition it provides a
clear and transparent methodology.
Figure 2 above shows the range in which the WACC could move depending on
the changes in the real yields on Irish sovereign bonds. In order to be as
transparent as possible the CER is taking a publicly available index of 5 year Irish
Government Bonds and will use these to track any changes in the yields from
year to year. The Bloomberg code or Sedol for the index is GIGB5YR and this is
available to all subscribers to Bloomberg.
When the annual review of BGN Transmission Tariffs is conducted, the CER will
evaluate the change in Irish government bond yields to see whether a change in
the WACC for the following tariff year is required. As set out above an averaging
period of one year is the appropriate time period to take. Therefore when
conducting the annual review the CER will use a twelve month period, with the
most up to date information available as the averaging period.
With a base of 4.399% feeding through to the calculation at the start of the
process the resulting WACC for the five year period is 6.39%. Any movements
away from this 4.399% yield would impact the WACC, as illustrated in Table 37
below, which shows how the change in yield impacts on the WACC.
The table shows a rounded version of the calculation. As can be seen,
highlighted green, the 5.105% yield for the six months to 16 th March 2012
translates to the mid-range WACC of 6.7%, The 4.399% calculated based on the
twelve months to 17th September 2012, highlighted in blue, translates to the
6.39% to be applied at the start of PC3.
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Table 37: Change in the implied real yields on Irish sovereign bonds
Yield
1.7%
1.8%
1.9%
2.0%
2.1%
2.2%
2.3%
2.4%
2.5%
2.6%
2.7%
2.8%
2.9%
3.0%
3.1%
3.2%
3.3%
3.4%

WACC
5.20%
5.24%
5.29%
5.33%
5.38%
5.42%
5.46%
5.51%
5.55%
5.60%
5.64%
5.69%
5.73%
5.77%
5.82%
5.86%
5.91%
5.95%

Yield
3.5%
3.6%
3.7%
3.8%
3.9%
4.0%
4.1%
4.2%
4.3%
4.4%
4.5%
4.6%
4.7%
4.8%
4.9%
5.0%
5.1%
5.2%

WACC
5.99%
6.04%
6.08%
6.13%
6.17%
6.21%
6.26%
6.30%
6.35%
6.39%
6.44%
6.48%
6.52%
6.57%
6.61%
6.66%
6.70%
6.74%

Yield
5.3%
5.4%
5.5%
5.6%
5.7%
5.8%
5.9%
6.0%
6.1%
6.2%
6.3%
6.4%
6.5%
6.6%
6.7%
6.8%
6.9%
7.0%

WACC
6.79%
6.83%
6.88%
6.92%
6.96%
7.01%
7.05%
7.10%
7.14%
7.19%
7.23%
7.27%
7.32%
7.36%
7.41%
7.45%
7.49%
7.54%

Yield
7.1%
7.2%
7.3%
7.4%
7.5%
7.6%
7.7%
7.8%
7.9%
8.0%
8.1%
8.2%
8.3%
8.4%
8.5%

WACC
7.58%
7.63%
7.67%
7.71%
7.76%
7.80%
7.85%
7.89%
7.94%
7.98%
8.02%
8.07%
8.11%
8.16%
8.20%

Taking the average implied real yield on Irish Government bonds for the twelve
months to the 17th September 2012, the WACC for the 2012/13 tariff period has
been set at 6.39%. The CER recognises that there is likely to be some continued
volatility in bond yields over the next few years and does not wish to change the
WACC unless there is a measured change in Irish bond yields. Therefore a 0.5%
change in the real yields on Irish sovereign bonds is being set as the threshold
which must be reached before any change is made to the WACC in future years.
Should this threshold be reached when the CER evaluates the yields annually
then the appropriate change in the yield will feed through to the WACC, as
indicated in Table 37 above, and the new WACC will apply for the following tariff
year. In any subsequent years the threshold will remain, or in other words there
must be a year on year change of 0.5% or more in the yield Irish sovereign
bonds before the WACC for the subsequent tariff year is adjusted.
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11.8 CER Decision
The CER recognises that the current economic conditions have led to a more
difficult environment for Irish semi-states including BGN to finance their activities.
This means that the tariffs faced by customers during PC3 will be higher than
would otherwise have been the case. While this is regrettable, it is an inevitable
consequence of the economic market conditions. The CER has included an
adjustment mechanism to ensure that, if economic conditions improve,
consumers will not continue to be faced with this higher cost over the remainder
of the control period.
The final CER decision is to adopt a cost of capital of 6.39% with an adjustment
mechanism as outlined above.
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12.0 The form of the control
This section describes the overall form of the price control, specifying the
approach taken by the CER and how the base and subsequent year revenues
have been determined.

12.1 Structure of the price control
The CER believes that the price control for transmission business should be
consistent with previous price controls. Applying different principles or models for
each price control would risk creating an inconsistent set of incentives and
uncertainty. Therefore, for the purposes of PC3, the CER has substantially
retained the model used in PR2.
The PR3 model will contain:
Incentive regulation based broadly on the RPI-X model;
A retention of benefits achieved through costs lower than target levels.
Uncertain costs will be reviewed on a case by case basis by the CER.
Pass-through costs should be kept to a minimum. Incentives to minimise
pass-through will be applied where practical.
The ‘k’ factor and inter-year adjustments as being broadly the same as in
the existing price control.
The CER’s position on each of the above is set out below in turn.

12.1.1

Incentive regulation

The CER has decided to continue the application of an incentive based
approach. Efficiencies are built into the Opex and Capex allowances and the
resulting revenue is profiled over the period.

12.1.2

Benefit retention

The distribution business will not be compensated for any overspends on Opex
during the period. It will be allowed to retain any underspends on operating costs
during the period.
Regarding capital costs, the same mechanisms as those employed during PC2 is
to be used for PC3.
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12.1.3

Uncertain costs

Uncertain costs are defined as those that could not reasonably be foreseen by
the transmission business. The CER has decided that such costs should be dealt
with on a case-by-case basis. In each case, the transmission business would be
expected to ensure that changes in Opex or new Capex would take place in an
efficient manner and this would be reflected in the allowance provided that is,
there would not be an automatic pass-through of such costs.

12.1.4

Pass-Through Items

The previous price control contained a provision for the pass-through of certain
types of costs, such as business rates, that are deemed to lie outside the
business’s control. The CER will continue to use this approach.
In some cases pass through items are subject to incentive mechanisms which
shares savings between the distribution business and the network customers, for
example, in areas such as rates and safety.

12.1.5

Inter-year Adjustments for over or under recovery

The CER is to retain the current one-stage ‘k’ factor mechanism for PC3.

12.2 Profiling & indexation
12.2.1

Profiling

The tariffs for 2012/13 have already been set; the CER has profiled the revenue
by allowing a step change when moving to year two of the control and no real
change thereafter.

12.2.2

Indexation

The model used by the CER uses a base allowable revenue which is indexed to
take account of price inflation. The index used should be the best reflection of the
increases in prices faced by the transmission business, such as wage inflation or
materials inflation etc. Also the index needs to be practical to implement, robust
and transparent.
In the first review of allowable revenues for BGÉ Networks as gas transmission
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and distribution network operator the CER used CPI and in the second review
HICP was used. The CER has decided to continue using HICP for the course of
PC3.
The CER accepts that no one index can precisely mirror the transmission
businesses input costs. It is also accepted that the majority of the annual revenue
which the transmission business receives covers depreciation and return on its
asset base, rather than operating costs.
It is worth noting that the CER is not necessarily of the view that the use of this
indexation mechanism results in additional efficiencies being built into the
transmission business’s allowed revenue. Those are separately built into the
allowances.

12.3 Revenue control formula
The revenue control formula will be consistent with that used for PC2. The
formula is as follows:

Where,
TRt+1

is the maximum level of revenues BGT will be allowed to recover in
respect of its entry and exit tariffs in period t+1. It is expressed in
millions of euros and in money of the day prices.

TRIC t+1

is the maximum level of revenues BGT will be allowed to recover in
respect of entry charges at Moffat in period t+1. It is expressed in
millions of euros and in money of the day prices.

TRINCH t+1

is the maximum level of revenues BGT will be allowed to recover in
respect of entry charges at Inch in period t+1. It is expressed in
millions of euros and in money of the day prices.

TREXITt+1

is the maximum level of revenues BGT will be allowed to recover in
respect of exit charges in period t+1. It is expressed in millions of
euros and in money of the day prices.
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The maximum level of revenues for the Interconnectors will be derived in the
following manner:

Where:
TRICt+1 is the maximum level of revenues allowed in the period t+1 and
the revenues on which the next years tariffs are based. It is expressed in
nominal (i.e. year t+1) Euro million (“€m”) terms.
HICPDj is the percentage change in the Irish (all-items) Harmonised Index
of Consumer Prices (HICP) for the 12-month period April to March in the
year j. Where j>t, HICPj is a forecast value (i.e. HICPFj). Where j<=t HICPj
is the value for Irish (all items) HICP published by Eurostat in
Eurostatistics for short-term economic analysis: monthly.
BICt+1 is the level of allowed revenues derived for the interconnector
assets expressed in real 2010/11 gas year terms for the transmission
business in year t+1. It is expressed in €m as shown in the table below.
UICFt+1 is the forecast of revenue raised in year t+1 from the
interconnector assets other than derived from the Moffat entry charge,
expressed in nominal (i.e. year t+1) Euro millions terms. The forecast for
year t+1 is made in year t.
PICFt+1 is the forecast level of pass-through and pass-through incentivised
costs less the level of pass-through costs on which initial allowed
revenues (BICt+1) were originally set, and is shown in the table below. It is
expressed in nominal (i.e. period t+1) €m.
o Pass-through costs cover the levy paid to fund CER, safety related
costs and CO2.
o Incentivised pass-through costs cover rates and gas shrinkage
costs. For incentivised pass-through costs BGN will receive 50% of
any costs above the level on which initial allowed revenues (Bt+1)
were originally set, and will receive 50% of any reduction in costs
below the level on which initial allowed revenues (Bt+1) were
originally set, as shown in the table below.
KICt-1 is the correction factor which adjusts revenues in year t+1 to reflect
the difference between expected outturn values and actual outturn values
in year t-1, with interest payments (and penalties for over or underrecovery) added on.
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Correction Factor
KICt-1 adjusts revenues for differences between expected outturn values and
actual outturn values.

Where:
RICt-1 is the maximum level of revenues allowed in period t-1 and on which
last year’s Moffat tariffs were based. It is expressed in nominal (i.e. in year
t-1) €m terms.
UICFt-1 is the forecast of revenues to be raised in year t-1 from the
interconnector assets other than derived from the Moffat entry charge,
made at the end of year t-2 when determining allowable revenues for year
t-1. It is expressed in nominal (i.e. year t-1) terms.
HICPRt-1 is the forecast percentage change in the Irish (all-items) HICP
for the 12-month period April (t-2) to March (t-1) in the formula year t-1 and
as published by Eurostat in Eurostatistics for short-term economic
analysis: monthly in the year t.
HICPAt-1 is the actual percentage change in the Irish (all-items) HICP for
the 12-month period April (t-2) to March (t-1) in the formula year t-1 and as
published by Eurostat in Eurostatistics for short-term economic analysis:
monthly in the year t.
PICAt-1 is the expected outturn of pass-through and incentivised passthrough costs associated with the interconnectors for year t-1 used in
amending the revenues that ought to have been allowed for year t-1 less
the actual outturn of pass-through and incentivised pass-through costs in
year t-1. It is expressed in nominal (i.e. year t-1) €m terms.
AICRt-1 is the actual revenue recovered from the Moffat entry tariff in year
t-1.
UICAt-1 is the actual revenue raised in year t-1 from the interconnector
assets other than derived from the Moffat entry charge. It is expressed in
nominal (i.e. year t-1) terms.
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It is the average nominal Euribor rate in year t+2%.
It-1 is the average nominal Euribor rate in year t-1 +2%. The Commission
will apply a factor of 2% if recovered revenues are below 103% of allowed
revenues. Any over-recovery above 103% will attract a charge of the
Euribor rate +4%.

The revenue formulae for TRINCHt+1 and TREXITt+1, and the corresponding
correction factors, take on the same structure as for TRICt+1 described in the
above equations, except parameters referring to Moffat tariffs and
interconnectors are replaced by parameters referring to Inch tariffs and Inch in
the case of TRINCHt+1 and by parameters referring to Exit tariffs and onshore
system in the case of TREXITt+1. The following are the parameters that change
across the calculations of revenues for the Interconnectors, Inch and Onshore
systems.
Parameters used in
calculation of
TRIC t+1
TRICt+1
BICt+1
PICFt+1
TC02t+1
KICt-1
UICFt+1
RICt
UICFt
PICRt
FICRt
UICRt
RICt-1
UICFt-1
PICAt-1
AICRt-1
UICAt-1

Replacement parameters to be used in
calculation of:
TRINCH t+1

TREXIT t+1

TRINCHt+1
BINCHt+1
PINCHFt+1
n/a
KINCHt-1
UINCHt+1
RINCHt
UINCHFt
PINCHRt
FINCHRt
UINCHRt
RINCHt-1
UINCHFt-1
PINCHAt-1
AINCHRt-1
UINCHAt-1

TREXITt+1
BEXITt+1
PEXITFt+1
n/a
KEXITt-1
UEXITFt+1
REXITt
UEXITFt
PEXITRt
FEXITRt
UEXITRt
REXITt-1
UEXITFt-1
PEXITAt-1
AEXITRt-1
UEXITAt-1

The parameters not detailed in the above table take the same definition across all
equations. The pre-determined parameters for the above equations are as
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presented below:
Parameter values for the Revenue Control Formula
Year
2012/13
2013/14
2014/15
2015/16
2016/17

12.3.1

BICt+1
60.0
84.6
85.1
41.1
45.8

BINCHt+1
3.9
2.1
2.0
2.0
1.9

BEXITt+1
102.9
137.7
139.8
140.2
141.8

Application During PC3 Period

During the control period, and consistent with the previous controls, yearly
updates would be completed as detailed below. During the previous controls the
CER consulted on these yearly updates. The consultation paper set out the
CER’s proposal to cease holding formal consultations during the PC3 period and
instead to publish an information note outlining the effect of implementing the
yearly updates. Respondents were asked to comment on this proposal.
Respondents raised no objections and therefore for the forthcoming control the
CER will not hold a formal consultation, but will publish an information note
outlining the effect of implementing the yearly updates detailed below.
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13.0 Conclusion
This paper sets out the CER’s decisions on the revenue that the transmission
business should be allowed to collect from its customers over the October 2012
to September 2017 period.
CER has decided to allow €998.5m to BGN for transmission over the period of
PC3. The CER will conduct a review annually to set the allowed revenue and
transmission tariffs for the year.
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