STATES OF JERSEY

=
S5

ELECTRICITY TARIFFS:
REGULATIONS UNDER ARTICLE 22 OF
THE ELECTRICITY (JERSEY) LAW 1937

(P.41/2009) — REPORT OF THE
MINISTER FOR ECONOMIC
DEVELOPMENT

Presented to the States on 8th September 2009
by the Minister for Economic Development

STATES GREFFE

2009 Price code: C P.41Rpt.



REPORT OF THE MINISTER FOR ECONOMIC DEVELOPMENT IN
RESPONSE TO P.41/2009: ELECTRICITY TARIFFS: REGULATIONS
UNDER ARTICLE 22 OF THE ELECTRICITY (JERSEY) LAW 19 37

Background

This review stems from the Report and Propositio8emator A. Breckon (P.41/2009)
lodged on 24th March 2009. That Proposition tagkedMinister to —

“exercise his powers under Article 35 of the Eletiri(Jersey) Law 1937 to
safeguard the public interest by bringing forwaod fpproval without delay

Regulations under Article 22 of the Law to detesentime tariffs to be made by
the Jersey Electricity Company in respect of eleityr which it supplies at

rates which are at a reduction of 20% reductiomfrthe present tariffs, with
the reduction to take effect no later than 1st 209Q9’.

That date was later amended so that —

“for the words “1st July 2009” substitute the wordst October 2009 and
with no further increase in tariffs during 2010”.

In considering the Proposition, the Minister wasidfill of his obligations under the
Law and so presented the following comment to tiageS —

“COMMENTS

While | acknowledge the request presented by Propo<gt1/2009, namely to
exercise powers delegated under Article 35 of thectEcity (Jersey) Law
1937, it is important to comprehend that prior toinging forward any

Regulations under Article 22 in respect of deterngrariffs, | am mandated
to undertake a thorough examination of all relevanatters prescribed under
Article 22(2).

This Article details 7 key areas for analysis amhgideration to enable the
States to reach an informed choice and be certdimoting in the public
interest. The States must therefore take account of

. the present needs of the Company and the futummeign of services
provided by the Company;

. the ability of the Company so long as its undertgkis managed
efficiently to pay —

) interest on and reimbursement of any debenturesmsicor
other borrowing of the company,
0 a dividend on the preference shares issued by ihatrate
fixed under the terms of issue of such shares, and
) a reasonable dividend on the ordinary shares isdei,
. any capital expenditure which the Company may really be

expected to incur during the next 5 years and tbsirdbility of the
Company’s charging such expenditure, or any parerdbf, to
revenue;
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. the ability of the Company to pay all proper exmeEnf and
connected with the working, management and mainenhaf the
Company;

. the provision of any contributions, whether setrapat of revenue or
otherwise, which the Company may lawfully carry aoreserve,
contingency or amortization fund,;

. the ability of the Company to make good depreaiatichether or not
provision therefore is made by a reserve or comtimay fund; and

. the ability of the Company to meet all other cosfsarges and
expenses, if any, properly chargeable to revenue.

Evidently this is no light undertaking. To meet thequirements of

Article 22(2) it is implicit that | must commissian independent review of the
Jersey Electricity Company using the paragraphsvabim form the terms of
reference. The Economic Development Departmenuwilertake the process
of securing an independent agency to complete theew as soon as
reasonably practicable in accordance with the FiciahDirections.

It is important for Members to appreciate that Ifet States fail to have
sufficient and reliable information in respect betmatters prescribed under
Article 22(2), which material is necessary for nmakan informed decision on
a proposition under Article 22(1), it is highly grable the decision would be
struck down by the courts on a challenge by wayd€ial review?”.

The Minister subsequently met with Senator Brechod they agreed that for reasons
of efficiency, speed and in an effort to keep exjiteme to a minimum, a compromise
position would be acceptable. It was agreed thatMinister would commission a
review of electricity pricing by the Department aticht officials would liaise with
both the Economics Unit and the Statistics Unithef Chief Minister’'s Department to
utilise relevant expertise. Terms of reference wimren drawn up as outlined in
Appendix 1 and agreed at a meeting between the Minister anat8r Breckon held
on 30th July 2009. This resultant Report is intehtdebetter inform the States prior to
the debate on P.41/2009.

Terms of Reference

The purpose of the review is to make availablerinfition from the J.E.C. on the
justification of the recent price rises and to asgbeir economic effects, with the aim
of adding to the debate about whether recent msegectricity prices are in the best
interests of the Island. As a starting point, tegigw should set out the relevant
considerations and explain the relationship betwtaem, including, but not limited
to — the viability of electricity providers, digtutional and fairness concerns and any
consequences for the wider economy — for exampleamnpetitiveness and States’
finances. In doing so, the report considers theagdn in Guernsey and also, albeit to
a far lesser degree, the Isle of Man. Comparatata &om the U.K. and other E.U.
states is also utilized where relevant.

Page — 3
P.41/2009 Rpt.



In choosing to undertake a review of this scopeg caust always be taken to ensure
that it is manageable and delivers an outcomeishladth meaningful and beneficial.
To that end, certain issues cannot be included.répert does not concentrate, for
example on the pros and cons of price regulationwhether the J.E.C. should be in
full public or private ownership. The first is oigls of our experience, whilst the
second is a political matter. This review is guidedarge measure by what can be
termed ‘tests of reasonableness’, given the streicdnd capital investment plans of
the company as it now stands. In determining this,Report is guided by Article 22
of the Law which states that, in determining appaip electricity tariffs, the States
must take account of the following —

. the present needs of the Company and the futur@ansign of services
provided by the Company;
. the ability of the Company so long as its undertght managed efficiently to
pay —
o interest on and reimbursement of any debenturemslcor other
borrowing of the company,
) a dividend on the preference shares issued bythieatate fixed under
the terms of issue of such shares, and
0 a reasonable dividend on the ordinary shares idsyé
. any capital expenditure which the Company may nealsly be expected to

incur during the next 5 years and the desirabditghe Company’s charging
such expenditure, or any part thereof, to revenue;

. the ability of the Company to pay all proper expenef and connected with
the working, management and maintenance of the @oynp

. the provision of any contributions, whether setrapsut of revenue or
otherwise, which the Company may lawfully carryatweserve, contingency
or amortization fund;

. the ability of the Company to make good deprecmtiavhether or not
provision therefore is made by a reserve or costicg fund; and

. the ability of the Company to meet all other costgrges and expenses, if
any, properly chargeable to revenue.

Although this review is not a formal Article 22 pess, insofar as the States has not
requested the Minister to act under the Law, nbedss to be informative the review
must address all of these issues. Furthermorerder do address concerns about the
effects on the wider economy, the Review will atemsider the 24% electricity price
rise in terms of —

. the effect of upon the RPI, both immediately anthimn medium term, and any
effects that this may in turn have on competitiwsne

. the impact on different socio-economic groups,darticularly the elderly;

. the effect upon the fiscal position of the Statéslersey, both in terms of
income and expenditure;

. any other impacts on the wider economy.
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PART I
The Jersey Electricity Company (J.E.C.)

The J.E.C. was formed in 1924 and the States skydpok a majority shareholding
in 1936, prior to the coming into force of the Eteuty (Jersey) Law 1937. Under that
Law, the Minister for Economic Development has caggibility for the operation of

the Law, with the Minister for Treasury and Resesrdaking the position of

shareholder. Article 35 of the Law states that —

“the States may delegate to the Minister for Ecooobévelopment, the
power and duty of representing the States in alawy matter arising out of
this Law and generally of safeguarding the pubiierest..

While the States is the majority shareholder inkleC., the company is not a wholly-
owned public asset and operates according to noco@mercial principles. This
makes determining the Minister's role to safeguahg public interest more
problematic because he must balance, not only ékeesof consumers and Islanders
generally, but also the strategic needs of thendslaith that of the responsibility of
the company to provide a reasonable return on imerg and build up sufficient
strategic reserves to maintain a healthy levelagital reinvestment and development.
This is no mean task.

In considering this review, the Minister took as litarting point the legal and
regulatory framework underpinning the work of the.C. As noted previously, the

company does not have a specific utility reguldtomwhich it is accountable, but

instead must be able to assure itself and othetsttis not operating contrary to the
Competition (Jersey) Law by virtue of its domingnsition in the supply of electricity

in Jersey. The power supply market in Jersey daes keveral participants, including
Jersey Gas and a number of companies providing heakng oil, coal and other fuel

types; and this level of competition constrainsdbmpany to some extent making for
a largely self-regulating market.

The J.E.C. does compete with Jersey Gas in the stmmleeating market, where
customers may be sensitive to the relative pricgasfand electricity. The cost of gas
is largely determined by the world market and iolyhimported. Electricity is also
largely imported from France, where the cost ikdohto the price of fuels and carbon,
but a small percentage is self-generated and tlsé isothen determined directly
according to the imported oil price. In considerihg consumer price of electricity,
therefore, close attention needs to be given tglitleal and European energy markets.

Price increases: European perspective

Prior to the advent of the European internal markket J.E.C. was able to import
electricity directly from France at extremely favable rates because the predominant
generation came from relatively cheaper nuclealsfusut also because the French
market included large-scale subsidies that it s & indirectly benefit from. Since
1992, however, electricity market integration hasurred, a system that is supposed
to be beneficial to all markets through increasamhmetition and enhanced security of
supply. Utilyx Ltd., a specialist electricity corsncy, notes in its paper: ‘The
Integration of Europe’s Energy Markets’, how theegration of national markets has
perversely led to an increase in the cost of ety an issue of great relevance to the
J.E.C. as noted below.
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Although France still sells its electricity inteftya it can also sell across national
frontiers through the European grid. In a case eteectricity with a lower marginal
cost of production, such as France, is sold coriyalii to neighbouring markets,
such as Germany, the price in the integrated masaetthen be established. This
generally occurs between the lowest price and itjeelt prices of these respective
markets which leads to a convergence of electrigifges. This price convergence
results in the transfer of surpluses between Eanomperators; this not only benefits
consumers in the high cost production countries, ibuwill also increase the
profitability of the lower cost producers in théet countries. But market integration
also results in increasing electricity prices, esgly for consumers in countries
enjoying large power generation capacities at lost,csuch as in France. This leads in
turn to a tracking of prices across the variousketgrand particularly between France,
Germany, Belgium and the Netherlands. This is detnated through a European
Forward Price Comparison as shown below.
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Prior to liberalization, the price per kWh was getlg fixed by the government, or at
least with its agreement, and this regulated tawds calculated by the (generally
publicly-owned) incumbent in charge of electricdgneration and distribution. The
customer had to pay a fixed premium each year diglveere proportional to the

guantity of kWh consumed, and the price of this kWés relatively stable over time.
Following liberalisation, however, around half bitprice paid by customers opting
for market prices is now variable.

The variable part of the kWh price varies each renat each day in relation to the
conditions observed on the wholesale spot markes Variable price is higher during
peak periods and lower during off-peak periodgeiation to the variable cost of the
marginal power station necessary to balance sugpllydemand; the so-called ‘merit
order’. During a large part of the year, this “magd power station” is a coal or gas
power station, usually a German one. The priceatfinal gas is dependent on the
price of oil in Europe because a large proportibmatural gas (more than 50%) is
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Cumulative increase from 2000

imported through long-term contracts from Russiaywy or Algeria. Long-term
contracts include escalation clauses between adymt prices and gas prices. Hence a
high price for oil means high prices for naturak gand indirectly high prices for
electricity, albeit there are a number of othetdex such as carbon trading, variation
in supply and demand over time and outage pattermsetworks that impact the
correlation.

In the past, regulated French tariffs were fixedoagding to the cost of a nuclear kWh
because nuclear power stations were the margivegpstation during a large part of
the year. France is now a large exporter of el@ttrduring off-peak periods, but it

has become a net importing country during peakoperiand increasingly during

midway periods. Consequently, in the European vdadéeelectricity market, and in a
context of large interconnections between Franak @ermany, the French nuclear
power stations are no longer the marginal powentplaexcept when electricity

demand is very low. Instead the price of the Euanpld/Vh is now largely dependent
on the cost of gas turbine power stations, gene@drman ones. If nuclear generation
was higher in Europe, in Germany at least, nucfgawer stations could be the

marginal supplier during a larger part of the y&ar, because of a lack of investment
in nuclear energy, gas and coal power stations bageme “kWh price makers”.

While liberalization of the European electricity ket is in itself not the sole reason
for higher prices, the development of interconnesterhich is a natural consequence
of the liberalization process, is a factor. Elextyi liberalization is now being
contested by some European consumers who holdpbnsible for electricity price
increases. While at the advent of liberalizatioh gas and coal prices were low;
today, the price of oil is high and that is the matason why the market price of
electricity is much higher than the former reguagegice of kWh, even in countries
such as France where the nuclear share of elégtgeneration is very high (78%).
The impact of the rise in the price of oil can kerslocally across both electricity and
gas markets, where prices have been forced to rise:

FUEL PRICE TRENDS IN JERSEY
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This has been fortuitous for electricity companggserating a large proportion of

nuclear power plants, such as E.D.F. in Franceclwhan now sell at a profitable

price (the cost of a kWh generated by a gas tuybithe kWh produced by cheap
nuclear power stations. The gap between these tigespmay be considered as a
“nuclear rent” and it has been argued that suchaskimp constitutes unjustified

windfall profits.

Consumers in France however, have been somewhétreldeby recent increases in
wholesale market prices. Despite the French Remyl&@ommission refusing to allow
opted-out customers to revert back to regulatedffgaand planning to abolish all
regulated tariffs from 2010, the French Parliambas nevertheless conceded to
consumer lobby groups and voted a law in Deceml&6 2vhich established an
“optional return tariff” valid for 2 years (TaRTAMAIthough temporary and higher
than the previous regulated tariff (by approximat2B8%), this new regulated tariff
remains below the market price. The J.E.C. didngiteto negotiate access to this
protected market in 2008, but were excluded omgtbends that the tariffs were only
available to customers in French territory payingrieh tax

The European Commission has declared that thislategl return tariff distorts
competition and has recently begun legal procesdiagainst France (and other
countries such as Spain) to demand the removahesfet tariffs. It has argued that
these tariffs are too low, as they are calculatethe operating costs of power stations
that are already paid off, and they do not reftbet kWh production costs of new
replacement power stations, therefore reducingeherestment which is required to
ensure future security of supply

In summary therefore, increasing interconnectiotwben the German and French
spot electricity markets allows the German consumenake the most of lower prices
during off-peak hours when the French price isld@ler price and France is a net
exporter of electricity. However, faced with thatieased interconnection, the French
consumer who has signed a market price contrdotdésd to pay for his electricity at
a higher price during full hours and peak hoursemvthe German price is the leader
price in the market and France becomes a net iewpoftelectricity. A consequence of
this is that consumers from the countries with gt production such as France will
never take advantage of the low level market ptizg they would have benefited
from if their national markets were not integratett the single market.

Tariff comparisons with other areas

Comparing situations across multiple jurisdictiogsever an exact science as data
often comes from a variety of sources which makedifficult to use a single
methodology to compare tariffs on a like-for-likads. While the J.E.C. has made
tariff comparisons from time to time, it only proeis a snapshot view which quickly
alters, or the comparative data has a degree gf da statistical information has yet
to be updated in terms of core pricing or foreignhange. In addition the complexity
of tariffs (particularly in highly competitive magks like the U.K.) makes defining an
“average” customer a complex task. Such difficslthelp explain why typically the

14J.E.C. Blocked in bid for cheaper electricityerdey Evening Post, 22nd August 2008.
2 France may find its own way to electricity markieralisation. Utility Week. Sian Crampsie
12th June 2009. S&gpendix 2.
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J.E.C. has not published tariff comparisons eveenits prices were substantially
lower than in other areas.

The current position at time of writing was asdals —

Tariff comparisons - July 2009
Medium domestic consumer
Average pence per kWh

JEC 14.59

EU 15 Median * 15.01 2.9%
UK* 13.94 -4.4%
France* 10.71 -26.6%
Guernsey** 14.95 2.5%
Isle of Man** 15.19 4.2%
Centrica** 12.43 -14.8%

* Burostat w ebsite - report issued 16 July 2009
** from Company w ebsites
€/£ exchange rate of €1.15 used w here applicable

EU15 average data is obtainable from the  Eurostatebsite
(http://epp.eurostat.ec.europg.eand the U.K. Government website for the
Department for Business Innovation and SkiNgwgv.berr.go.uk which updates
information every 6 months. This provides a reabbjneonstant baseline as the J.E.C.
imports electricity from the E.U. marketplace, abthe data cannot be easily
weighted to account for differences in size, saalefficiency. The J.E.C. use this
information when considering cost and impact fotypical household consumer
(defined as using between 2,500 and 5,000 kWh.p.a.)

Included within the EU15 statistics is data for thé&. and France which are natural
comparators, given the Island’s links with bothigdictions. It is important to
remember, however, that neither market offers ly gqual comparison as customers
in France still pay a price underpinned by Goveminseibsidy that is not available to
the Jersey public, while the U.K. market is fullyngpetitive and integrated, allowing
inclusion of data from “dual fuel” offerings, wheo®nsumers receive both gas and
electricity as a package. This explains the otheewhuge disparity with prices in
France, but contrasts reasonably favourably wighatligregate cost in the U.K.

The last set of figures in the table comes fromti@n which is the largest electricity
supplier in the U.K. and claim (currently) to be ttheapest for electricity. The J.E.C.
monitor Centrica directly, as well as the aggregate U.K. price feerofurther
comparison to offset the complexity of U.K. taritied the lack of transparency on
U.K. supplier websites. The following chart demoatgts such movements over recent

years —

3 Centrica are presently the only U.K. supplieraasistently publish all their tariffs.
(http://www.britishgas.co.uk/pdf/Standard%20Eledtyih20prices.pdf
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Based on the period outlined, it is estimated ithathonetary terms a J.E.C. customer
would have paid 6% less in total than a Centricatauer, but this figure will
naturally vary according to base dates utilised.

Turning to Guernsey and the Isle of Man, the compas are more straightforward.
Data from their respective websitegww.electricity.qgg and www.gov.im/MEA))
provides their standard rate charges per unit ailg dtanding charges, spread over
3,750 units (being the Eurostat definition of arrage domestic customer). There are
some nuances (5% VAT in the Isle of Man, compa@®% GST in Jersey), as
domestic customers suffer indirect taxes as antiaddl cost unlike commercial
customers who can generally recover such taxesddiition, Manx Electricity do not
bill the daily standing charges that results ineduction of around £50 per annum
(1.2p per unit) because the Manx Government undkerittis as a subsidy. If this was
removed, i.e. to be like-for-like with Jersey, thace differential between the two
Islands would move to around 12%.

Although it is a worthwhile exercise to compare vehéariffs in Jersey lie against
elsewhere, it is worth nothing that when comparihg J.E.C. with Centrica, for
example in the U.K., there is no legitimate reasmrexpect the J.E.C. tariffs to be
lower on an ongoing basis as the scale benefitahg 15 million customers against
the 47,000 in Jersey is a large price driver.

Power and foreign exchange hedging policies

In asking the J.E.C. for data to establish itsipdgolicy, the Department needed
information on how the J.E.C. power and foreignhexmge hedging policies function,
and what impact that has had on tariffs in receatry. This is quite a complex area
where some background provides a useful context.
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The J.E.C. has a 15 year framework agreement withFE that began in 1997 when
the second interconnector to France was being. bithik company’s key aim, along
with its partner Guernsey Electricity, was to emsthat the Channel Islands could
access a reliable electricity supply from Europea etasonable cost. This contract had
review points in 2002 and 2005. The J.E.C. genemathde tariff decisions in the
autumn of each year, with a tariff decision beingimunicated in the last quarter and
a movement (if applicable) from 1st January.

In the 10 year period from 1996 to 2005, the avenagce of a unit of electricity in
Jersey moved up 13% from 6.4p per unit to 7.3pupér This was a relatively small
rise over time, in stable increments, and stilluach 25% less than the prevailing RPI
in Jersey during that same 10 year period. In 288%6ever, the J.E.C. migrated from
a “cost plus” contract to a market-based arrangérdae to the opening up of the
French marketplace to competition (as noted preWdu Such competition in the
supply chain has not been beneficial to Jerseyomests; instead it brought significant
volatility into the equation, albeit the level afige movements seen in world markets
since was not anticipated, either by the J.E.@tloer utilities. In 2005 it had been felt
that competition in France would be healthy, asdente from elsewhere had
demonstrated that competitive markets generallyedprices downwards. However,
the French and other European markets have beé&mdsisnal to date with liquidity
being limited and subsidies rife.

In the period since 2005 when the J.E.C. moved tmasket-based contract, the
hedging policy has been refined and developed imuoation with Utilyx, a U.K.-
based power consultancy and Guernsey Electricityh(whom the J.E.C. jointly
purchase power in order to add some efficiencycafed. A formalised policy now
exists that is signed off initially by a Risk Mamagent Committee consisting of
representatives of the J.E.C., Guernsey Electraity Utilyx, and then by the relevant
Boards in both Jersey and Guernsey. This providesbast framework to purchase
power from E.D.F. that is consistent with that eogpld by other utilities before they
set tariff prices for customers. In addition, the.C. has a further complication that
U.K. utilities do not encounter — having to purcahagectricity in Euros rather than
Sterling, and therefore the company has anothegihgdpolicy in respect of
settlement of its estimated electricity liabilities

Electricity Euro Price for Delivery in 2009 Euro/Sterling Exchange Rate
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As can be seen from the graphs above, the relatise of imported electricity has
increased at a time when sterling has weakened a@tigely against the euro. While
this scenario is more challenging than the norra, ddbmpany has had to deal with
both currency and cost variation for some time.the reason the company purchases
both power and Euros on a rolling purchase bagistypically seek to fix the price it
pays to E.D.F. 12 to 18 months in advance, usingvelfoext Futures as the
benchmark, this being the wholesale electricityditrg exchange in France. The
company, therefore, buys regularly at market pragegarious points in time. It thus
buys power in the Futures market for part of tharyeghead and two years ahead and
has, for example, been buying power in 2009 foivdg} from 1st January 2010 and
2011.

Settlement to E.D.F. is required on a monthly basid so the company has also
entered into forward contracts to buy foreign excleaat set prices in future years on
a rolling basis. This means that when the compaakes a tariff decision it should
have a reasonable estimate of how much it will fywholesale electricity in the
following year and, therefore, seeks to offer comds relatively high stability of
pricing for at least a year. In the last 3 yeangaithe full opening up of the market-
place, the J.E.C. electricity price fixings in thetures markets have been on average
very close to the average of the Futures marketspttevailed in the year of purchase,
i.e. the core prices that drove tariff rises werenarket levels. The figures below
show the base performance of wholesale purchasetu@éng transport charges,
supplier margins and time of day coefficient cadtioins that are used by the J.E.C. in
determining the final end price that is paid eacmnth) —

Calendar 2007 bought at av. €57.71 versus marl&885
Calendar-2008 bought at av. €54.95 versus market85

Calendar 2009 bought at av. €75.23 versus marlei 27

Calendar 2010 bought at av. €51.38 versus marke8£5-TO DATE
(Source : Utilyx)

In terms of foreign exchange hedging, company pokcto cover future expected
liabilities rather than seek to make for-ex profits other words the J.E.C. does not
bet for or against the Euro, but keeps as its eareto provide stability and price
certainty. The table below shows its performancer ¢ive last 6 years —

Average Average

Achieved Spot Price

Euro rate Of Euro Gain/(loss)

€ € £m

2004 1.55 1.47 0.8
2005 1.44 1.45 ( 0.1)
2006 1.42 1.47 ( 0.7)
2007 1.43 1.48 ( 1.0)
2008 1.42 1.31 2.8
2009 1.32 1.13 7.0

FX gain 8.8
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The fact that the J.E.C. made overall gains inijorexchange is fortuitous, but the
table above shows that J.E.C. customers have gawedthe period by, in effect,
paying less for electricity than if the J.E.C. madrely paid for its importation bills by
the prevailing rate each month. It should be nofecburse that this could have just as
easily been negative trading, but the J.E.C. wdwdde still delivered its foreign
exchange hedging policy goals. In considering tleasuare or relative success of the
company’s hedging programme, therefore, it is irtgoarnot to lose sight that it is to
provide reliable data about future payments anuiliii@s, not to win on the trading
exchange. While the company could, in principley Bwros at spot prices to satisfy
its monthly E.D.F. bill, this would inevitably add tariff uncertainty and force the
company to impose quarterly adjustments or othensiaooth out the changes. As it
stands, the company policy appears reasonable angstr and, albeit fortuitous, it
does not seem to have adversely affected the riedbd oompany to adjust prices.

Present needs and future expansion

The present needs of the company have been detstrhinreference to the J.E.C.'s
published Annual Report. It shows the company sdekdeliver a return from its

Energy business of between 6% and 7% on its invagtim infrastructure assets. This
compares reasonably with the 6-8% return on adyeisally needed to support
ongoing investment in infrastructure. The actualnre for 2008 was 6.2% and the
target for 2009 is between 6% and 7%.

The States has not traditionally sought to infleetie electricity market directly and
has been content to keep its shareholding in thmepaay both as an investment
vehicle and an insurance policy should the need irtervene arise. The

implementation of an Energy Policy for the Islanakhinfluenced the medium- to
long-term planning process within the J.E.C. (alsb avithin the Island itself), but

looks more broadly at key issues such as emissthascarbon footprint of all fuels

and energy efficiency, rather than merely priciddnat said, the J.E.C. delivers
important benefits in line with this and other 8tapolicies of a reliable imported
supply backed up by La Collette (a critical reqoiest for resilience) and continuous
network investment.

Profit in the Energy Business has increased owetast 2 years because in 2007 the
company absorbed some of the cost increases i ficthat time. This had the effect
of holding profits low in 2007 and hence drove ghler percentage increase from
2007 to 2008. The data supplied by the J.E.C. shioatsprofit returned to the level of
2005, a level consistent with other utilities aB®%-return on assets. The chart below
shows information from Datamonitor of typical retaron investment by electricity
utilities in Europe. This shows an average arotde&pected return which indicates
that the J.E.C. return is not inconsistent withrtteket. If anything, returns are on the
modest side.
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The J.E.C. interim Report 2009 states that groapotter was 9% higher than 2008,
but profit before tax was down 22% over the sameoge Profits in the Energy
Division are down 15% because of a 40% rise indbst of imported electricity.
Notwithstanding the company’s decision to raiséfftaby 24%, earnings per share
fell by 31%. The Report also shows that electrictyenues were up 13% on the
previous year, with a 2% rise in unit sales volulmat, that energy profits fell from
£4.4 million to £3.7 million as the price rise didt match the increase in import costs.
In other words, the company absorbed a percentaipe @rice rise rather than pass it
all on to consumers, a cost to the company of d&million and a saving to
consumers of 3% beyond the actual price rise. Tdtesnto the condensed Interim
Accounts also outline related expenditure of whilsh most important is property
plant and equipment. Here it was reported thatdbmpany spent £5.9 million in
capital expenditure.

The company needs to create the capital reinvesthoeensure that the Island’'s
electricity infrastructure is well maintained angdated as required. Jersey Electricity
has invested around £100 million over the last déry, and capital expenditure going
forward over the next 10 years will need to exctesl to deliver essential new and
replacement infrastructure capacity. Of this inwesit, one of the most important
over the next 4 years is the circa £50 million ¢oitvested in a third interconnector to
France. This is needed in order to meet the demainfil§ure customer requirements
and to provide infrastructure resilience, giventttiee first interconnector is now
almost 25 years old. As it is, the Company will chée borrow up to £20 million to
help finance capital investment over the next faarg. The strategic importance of
multiple electricity and data cable links cannot d&eer-emphasized. The Island
competes in an ever more demanding economy whezkaale electricity supply is a
must. In order to maintain the Island as a viabtarfce and e-commerce centre, it
must reinvest, not just in the maintaining of ixéséng links, but in an expansion and
modernisation programme. Co-operation betweentyufdroviders may offer more
flexibility with regard to financing options (cosharing between the J.E.C. and the
telecommunications providers for example), butgregramme must go ahead.
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Future expansion

There are 4 essential elements to Jersey Elegtsidgitvestment programme —

. Regular replacement of low and medium voltage egaig that has come to
the end of its natural life. Most of the equipmbatng replaced was installed
in the 1960s.

. Replacement of the high voltage network. This idekl major primary

substations like the £13 million Western Primaryichhwas recently built to
replace a failing Les Quennevais sub-station. Géongard, the construction
of 2 new primary substations at La Collette and V@é$st. Helier are planned
over the next few years to replace old 1960s tasliand provide important
network resilience.

. Replacement of the first interconnector with Frangkich is coming to the
end of its life, and the installation of a new thiinterconnector to
accommodate new demand for electricity and to plegiecurity of supply in
the event of a failure of any one of the other esbl

. Investment to connect new developments. Whilst\eldper always pays a
contribution to this cost, a significant portion asvered by the Company.
Such developments would either not happen or whale to be fully funded
by the developer or the States. Large capital ptejesuch as data centres, are
important examples.

The company’s recent and future capital investnpgnggramme is highlighted in a
graph asAppendix 4. The Department agrees that this is necessarp@mbrtionate
investment and that within the current commercdrating mode it is reasonable for
the company to seek to finance the projects batéctly and indirectly through its
tariffs. Given the current economic situation altdives do not abound. The States
could choose to sacrifice its dividend either tigloprice subsidies or as a capital loan
to the company, but this would not be of the regpliscale to achieve the necessary
impact. The company is already seeking to borrovthenmarket, but this has to be
financed through accepted levels of return. To &mat, the balance must lie between
what the Island needs by way of infrastructure $tment and what the public and
other customers are prepared to pay. The Propodhid1/2009 seeks to impose an
arbitrary tariff and level of return that would mardise this investment, but does not
provide the rationale for doing so. In considerthg public interest, the Minister is
guided by the Law to consider infrastructure inwestt and capital needs of the
company, amongst many other things. It seems litkelyya reduction of 20% would at
the very least put off that investment for someetilmnd potentially place the company
into a position of being unable to cover its ope@tosts. This, in turn, would lead to
an inability to borrow and pay the interest duewinich case the company would
likely have little choice but to raise prices agamif political intervention demanded
it, stop most investment.

Risk

Suspension or delay of the capital investment progne will result in a less reliable
electricity supply and an inability to respond twe tpredicted growth in demand.
Equipment and supply failures will likely occur redrequently, albeit their frequency
and speed of restoration will vary. The impact fdt types of business, but
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particularly the finance industry, given its role the Island’s economy, would be
significant. Even in a situation where power levais sustainable it would not allow
the company to deliver on expectations for growkhis has potentially negative

consequences for businesses, as they choose igdigtions in which to locate and

where economic recovery and expansion are plarfagdhermore, it should not be

forgotten that the lead-times for these capitajgmts are quite long. For example, the
design and construction of a new cable to Frankest®—6 years and for a new
primary substation around 3—4 years. Emergencyirepan interconnector can take
12 months or longer, depending on the availabilify resources and weather
conditions.

In the event that the company had not implementiggrice rises (or should it be
forced to implement the 20% reduction proposed .#12009), it would move the

financial position from one of a £6 million profitto a £9 million loss, albeit the exact
figures would be variable according to the traditimate at the time. The J.E.C. has
estimated the following projection at the requéghe Department —

£ million

No dividend paid as J.E.C. is loss-making 1.8
GST on £15m@3% (assume half not reclaimable bpess)* 0.2
Tax on profits paid in 2008 not repeated 0.9
Tax reclaim by J.E.C. for £9m losses @20%** 1.8

4.7
Reduced electricity cost to States Department9%f decrease 1.2
Net reduction in cash received p.a. by States of idey Treasury as a
result of a 20% decrease in J.E.C. electricity pries 3.5
*domestic/small commercial customers cannot reclai8T
** [osses assumed capable of being carried backtardefund receivable by J.E.C.

In addition it is worth noting that the J.E.C. madeoluntary donation of £0.5 million

in 2008 to encourage energy efficiency initiativasJersey. The prospect of any
potential future donations of a similar nature veblié eliminated by a tariff reduction
as advocated.

It is thus highly likely that limiting capital tdve J.E.C. will impact negatively on their
ability to invest in energy efficiency or renewalppeogrammes. Overall halting,

suspending or delaying investment would not onhalsrag on economic growth and
potentially risk electricity supply to local peopéad businesses, it would also risk
Jersey’s reputation for being a secure jurisdictiomwhich to do business. This level
of risk, whether perceived or actual is not acdalpta

Efficiency

In making any determination of the company’s pcpolicy, some consideration has
to be given to its operating efficiency. Over rdcgears Jersey Electricity has
improved its operating performance, and duringléiseé 14 years, staff numbers in the
Energy Division have reduced by a third from 2909@. During the same period —
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. Electricity volumes have increased by 37%;

. Reliability has improved and is one of the highesthe developed world
(average customer minutes lost in 2008 of 5 contprd&0 in the U.K.);

. Lost-time accidents have improved to a level in@60just 2; and

. Customer Service levels have consistently exceetiadards set by U.K.
authorities.

Reduction in headcount numbers

Headcount numbers in the J.E.C. core Energy busihage fallen by a third from
290 FTEs in 1995 to 192 in 2008 hese figures are published in the J.E.C. Annual
Report and Accounts. The Department asked the cwmynpa justify not just
headcount, but also salary costs, given that amyngan low-paid staff could have
been more than levelled by salary increases amonmgstagement. The J.E.C.
informed the Department that the staff who left Breergy business over the period
concerned were a mix of senior managers, managepgrvisors, clerical and shop
floor staff. Around 70 staff were made redundarithwhe remaining 30 or so coming
from natural wastage (non-replacement when sttifetéresigned).

To provide a “like-for-like” comparison on the pajirbill between 2008 and 1995 in
order to provide comfort that costs, as well asdheant, have fallen, a higher level
exercise was performed. The company adjusted fhtadline pay-rises that took
place over the 14 year period concerned and remtwedase inflationary impact.
They were then able to demonstrate that manpowsts are between 10% — 15%
lower in real terms now than in 1995. The primaggason for a differential against
headcount reductions is that many of the remaistaff were re-trained and their job
scopes enlarged to ensure that a more flexible fowr& emerged from the
rationalisation process. For example, a humberhef meter-reading staff can also
operate generating plant at La Collette on an égsired” basis. By the very nature of
this restructuring, a number of roles then commdndehigher salary level than
previously existed.

The ability to pay reasonable dividends

Over the year, the Company increased dividendbddStates by 27% (£300k) from
£1.1 million to £1.4 million. Shareholder returmwever, is often measured by the
dividend yield, which is a measure of the dividenelseived by investors divided by
the value of their investment. The dividend yieldtiee J.E.C. of 3% is still low

compared with similar utilities, which are typigakt around 5-6%. The ratio of the
dividends paid to profit is also low for Jersey d@tiity at around a quarter compared
to about a half for U.K. listed utilities. By way comparison, on Island both Jersey
Telecom and Jersey Water have more generous ddipelicies at around a third of

* It should be noted that Guernsey staffing refléiuesfull operation of their power station,
however, to enable some comparison, the followadet illustrates staffing levels of
Guernsey Electricity Company (see page 23 for'ifdly Statistics’):

Year 2006/2007 2007/2008 2008/2009
Employees 233 233 229
Customers 28,685 28,791 28,934
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their profit. This is clear evidence that shareboddof Jersey Electricity are receiving
at best only a modest dividend compared to shader®bf other utilities.

This is borne out by consideration of external dadarces. The Financial Times on
line noted that —

“2008, cash reserves at Jersey Electricity fell Byp4m. However, the
company earned 14.95m from its operations for ahCBkw Margin of
18.25%. In addition the company used 20.07m orstig activities and also
paid 2.43m in financing cash flows.

Year on year Jersey Electricity grew revenues 7.9@¥ 75.87m to 81.91m
while net income improved 29.78% from 7.57m tor8.82

Jersey Electricity uses little debt in its capiséducture as supported by a debt
to capital ratio of 0.00%.”

Name Revenues Net Market Employees
(TTM) Income Cap
(TTM™)
Burgenland Holding AG AT 5.84m 5.67m 106.72m O
Dniprooblenerho EK VAT UA -- - 109.37m 8,224
Khmel'nyts’koblenerho EK VAT UA -- - 86.50m 3,714
Kyivenerho VAT UA -- - 103.20m 14,297

Koncar-Elektroindustrija d.d. HR 348.82m 11.86m 103.08m 4,274

Ayen Enerji AS TR 41.59m 19.69m 106.25m 179

EnergyO Solutions Russia AB SE 284.51m 289.48m 127.99m 5

EnerTad IT 37.64m  23.58m 97.24m 72
Jersey Electricity S 86.11m  7.94m 105.71m  341*
EP PL 21.83m 9.56m 106.40m 195

FT.com August 2008
*Figure represents the Jersey Electricity Group

Other utility comparators show that the dividendearoof the J.E.C. is quite high, as
demonstrated below —
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Company Dividend Company Dividend
Coverl Coverl

National Grid 1.1 Dee Valley 0.4

United Utilities 1.1 Severn Trent 0.8

Scottish & Southern 1.6 Northumbrian |1.6

\Water

linternational Power 3.9 Pennon 1.8

Centrica 1.8 Drax 2.3

Avg U.K. Listed3 1.6

Jersey Water 3.2 Jersey Post 3.0

Jersey Telecom 1.5 J.E.C. 4.3 times

1. Ratio of earnings per share/net dividend perespaid,;
2. Excluded high and low datapoints;

Dividend Yield

[Company Dividend Yield 1 |Company Dividend Yield 1
5.3% Scottish & Southerny 5.8%

[Dee Valley 5.9% Severn Trent 6.3%

[Drax 10.3% United Utilities 6.6%

[International Power | 4.8% Pennon 4.4%

[Northumbrian Water| 5.2% J.E.C. 3.4%

Avg U.K. Listed 6.6%

1. Ratio of gross dividend over share price; noliplybavailable share price for JT
and JW so no data. Source: Financial Times, 18tk July 2009

Dividend cover shows a company’s pre-tax profitahhcovers the dividend it pays,
whereas yield is the gross dividend/share as a&eptage of the company share price.
The J.E.C.’s aim is to move its dividend level tanarket value over time. It is also
fair to note that the requirement for the J.E.Gniest more heavily in infrastructure
assets over the short- to medium-term than U.Kivatpnts is a factor. U.K. listed
companies on average distribute about 60% of thraifits to shareholders and hold
onto 40% for future investments. The J.E.C. in 2088 a cover ratio of about 4 times
which is high, but a low yield from its profits @round £10 million, paying out
£2.5 million. If it was following the U.K. averagthe J.E.C. would have had to pay
out up to £6 million in dividend. The net conseqeesof this is that comparatively, the
tariff raised from customers is being used to foemrapital investment and is not
being given over to investors. This comparison wdehd to justify assertions by the
company that its pricing formula, when weighed aghiits needs for capital
investment, and given its quite reasonable levietividend yield and profit, is robust
and proportionate.

The Guernsey Electricity Company

The situation in Guernsey is an interesting pdratiet does not make for an ideal
comparison because of the different shareholdind) prnciples underpinning the
Guernsey Electricity Company. Formed in similathiag on 6th August 1898 as the
Edmundsons Electricity Corporation, the company grasited the concession to build
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and operate the electricity supply system in Guern€On 20th July 1907 the
Guernsey Electric Light and Power Company Limitedwuared the concession from
Edmundsons Electricity Corporation, and on 1st 883, the States of Guernsey
terminated the concession, acquired the undertaltivd) delivered it to the States
Electricity Board to administer in trust.

Guernsey Electricity Limited is now a limited lidity company wholly owned by the
States of Guernsey, and the company is the soléderoof electrical energy to the
Island of Guernsey operating under the Electri¢iBuernsey) Law 2001. Unlike
Jersey, where arms-length regulation operates ghrdhe Competition Law, the
Guernsey company is subject to price regulatiora lmedicated regulator, the Office
of Utility Regulation. In parallel with Jersey, GQusey generated its own electricity
until 2001, when it was able to benefit from theblealink to France and the
opportunity to import units from the European Grid.

Guernsey Electricity: regulatory issues

The ability of consumers in Guernsey to potentiainefit from price regulation has
not been the panacea that might be expected. Risaugnt between the regulator, the
company and the States concerning the relativeevafiihe company’s assets and the
appropriate return on investment led to the appwnt of Sir lan Byatt, David
Newbery and Chris Bolt as independent consultdtsir report, finalised in August
2006, identified a number of issues that were nmlly consistent, particularly with
regard to the financial models used by the compfmyprice setting, and the
regulatory accounts where the average cost ofalapits determined by the regulator.

The role of the States of Guernsey has also besach more proactive one than has
been the case in Jersey. The Guernsey TreasuryRaadurces Department have
prepared a Financial Framework for the companyedbas the States’ policy of ‘Save
to Spend’. This determines what the company’s casérve will be, having taken into
account future projected capital investment. Wliilés not an efficient financial
vehicle for a sector where normal levels of geastand at 50-75%, nevertheless as
Byatt points out (p.5) it is a policy that has beensciously chosen by the States. The
States also determine the level of return to treredtolder, which by virtue of the
policy is quite modest.

Byatt notes that it is recognised in the Finan&ieimework that setting prices to
reflect the specified objectives for the cash nesand for dividends will “result in an
accounting loss being recorded for some years andcaounting profit for other
years” but that over 10 years this should balamteTdhe outcome however, according
to Byatt, has been that the objectives of the wariparties have not been fully
consistent with each other. The company has sthtgdosses are de-motivating and
inimical to efficiency, while the O.U.R. has voicedncerns that easy access to cash
could lead to the development of otherwise unecanarapital projects. Guernsey
Gas, a major competitor in the local energy markas, stated that this has resulted in
market distortion because of under-pricing in eleity.

® Guernsey Electricity: Regulatory Issues: Report bySir lan Byatt, David Newbery and
Chris Bolt. Final draft 18th August 2006,
http://www.reqgutil.gg/docs/Annex%20A%20%20Indepem@&20Expert%20Panel%20final%

20report.pdf
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The impact of these potentially disharmonised depdalicies is reflected in the
company’s Annual Accounts. As can be seen in teerepancy between accounting
years 2007/8 and 2008/9, Guernsey Electricity'slledf profitability is effectively
reversed, in large measure because of the largénrihe European wholesale market
described previously. The constraints on the compatentified by Byatt back in
2006, do not seem to have been fully reconciled, the same arguments regarding
appropriate levels of gearing, pricing, investmamd return continue to be played out
in the mediageeAppendix 3).

Key Statistics
2006/2007 2007/2008 2008/2009

Turnover £32,505,000 £38,111,000 £39,379,000
Profit/(Loss) pre Tax £328,000 £1,160,000 (£1,599,000)
Employees 233 233 229
Customers 28,685 28,791 28,934
Units Generated (MWh) 158,175 110,655 173,523
Units Imported (MWh) 197,020 257,093 210,440

The Chairman’s statement in the Guernsey ElectriRi#port and Accounts (2008/9)
notes the following —

“This is the fifth year in succession that we hasported a normal operating
loss. A key issue concerning my Board is that ¢mepany has no control over
the level or timing of any tariff changes. The afi# keeping pricing too low
compromises future investment and by so doing jeliges the future security
of supply”.

This is echoed by the statement of the Managingdbor —

“The company’s financial results are beyond our ttoh and our poor
financial performance is not compatible with ano#lieity company that can
guarantee security of supply and steady econommiffstdor the long term.
This is a matter of major concern within the comygan

The evidence of practice in Guernsey would tendupport the statements by the
J.E.C. that reducing price threatens security ppbuy not least because the States of
Jersey has to date not shown a desire to intarfdle marketplace. Given the lack of
a dedicated utility regulator, it seems unreasandbl assume that the States (of
Jersey) has the knowledge or experience to juptifye intervention, not least when
the effects of such interference are not ultimabelyne by the taxpayer alone. While
the States of Guernsey can afford the luxury otmbeining pricing because of its
100% stake in Guernsey Electricity and has the R.th assist it, the States of Jersey
would be intervening in the operation of a comnarcdompany that it does not
control, notwithstanding a majority stake. Sucreméntion would send a negative
message into the marketplace and potentially ddiseathe company’s share price.

Conclusion
As noted at the beginning of this report, this stigation has been undertaken by the

Economic Development Department using the termsreference defined in
Appendix 1 which are, in large measure, driven l®y tequirements of Article 22(2)
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of the Electricity (Jersey) Law. This review doex represent an investigation under
that Law, but has been undertaken in order to betterm the States regarding the
matters which it would have to take into accountudth a dedicated review be
undertaken as a consequence of P.41/2009. Offioérshe Department have
responsibility for the maintenance of the Law amadéna good understanding of the
operation and governance of the J.E.C., but theynat specialists in electricity
markets, nor do they have the relevant expertisaltivess those parts of the terms of
reference that address impacts on R.P.l., sociahamuic groups and so on.
Consequently those areas will be considered b¥tommomics and Statistics Units of
the Chief Minister’'s Department.

This report has assessed the general financingeal.E.C., together with its levels of
income and expenditure, levels of cover and yikldas compared the policies of the
company with those in other jurisdictions, and bbserved the general pressures on
the company caused by the recent increases inrtbe pf oil, together with the
weakening of sterling on the international exchanjhas demonstrated that the
company is largely unable to significantly influenthiese external causalities, but that
it has taken measures to improve internal effides)cas well as to hedge on both the
European power exchange and against the euro.hEkiging however, is driven by
the company’s policy of meeting its operating caatsl financial obligations, not to
speculate. Consequently it is the conclusion of tkport that the J.E.C. has acted
prudently and has put the focus of its cash-flow#siment policy into securing the
necessary funds to guarantee the integrity of ¥igtieg network and to provide for
future capital investment. This capital investméntnecessary in order to both
guarantee security of supply and provide the fdilrence that the Island requires as a
major offshore centre. Such a policy is, in the &épent’s opinion, fully consistent
with the overarching public interest.

The Department believes that future work shouldibgertaken to ensure clarity and
transparency of objectives of the business ovee,tiamd this is a process that the
company should develop in co-operation with theistar for Treasury and Resources
and the Minister for Economic Development in ortteclarify the trade-offs between
policy, regulation, customer needs and sharehahtierests.
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PART Il
Economic impact of electricity price rise§

The proposition (P.41/2009) asks the States whetieedersey Electricity Company
should be required by the Minister for Economic Elepment to lower its prices by
20%. This would be equivalent to reversing the 2#ffrease that took effect in
January of this year and then reducing prices foyther 0.8%.

The report that accompanies the proposition raasesmber of economic concerns in
order to support the proposal.

Inflation

The direct impact on inflation of electricity pricecreases — the ‘first-round effect’ —
is relatively straightforward to estimate. Thisaione-off increase in the level of one
price, which raises the RPI temporarily before g@ing out after 4 quarters. The
Statistics Unit has estimated that a 24% increasaeictricity prices would raise the
price of an average basket of goods and servicés38. Provided that this increase
does not then feed-through into higher wages amkeprfor other goods, then the
increase in R.P.I. will be temporary, and not itiflaary, since inflationary pressure
comes from demand in the economy exceeding supplg, a one-off increase in
electricity prices does not fundamentally altet thelance.

There may be a degree of pass-through to otheegriout obtaining a quantitative
estimate of these ‘second-round effects’ is difficTo disentangle the effect of
energy prices on other prices one must controlafbiof the other factors that are
changing them at the same time, which is not agstifarward exercise.

However, given the relatively low electricity-inty® of the Island’s economy,
second round effects on prices are likely to bellsiahigh proportion of goods are
imported to Jersey, and local electricity priceB e a very small fraction of the cost
of these goods. For goods and services producetlyipthere will be some effect on
costs, and some of this may well be passed ontegrhowever again the impact is
likely to be relatively small. Furthermore, whatdsinterest is competitiveness, and
thus the relative price of electricity elsewhered athe evidence is that Jersey
electricity prices are not significantly out ofdinvith similar jurisdictions.

Distributional effects

Rises in electricity price have a disproportionagact on those on lower incomes
because expenditure on electricity as a proporioimcome tends to decrease with
income. The Statistics Unit estimates that a 24éfeimse in electricity prices would

raise the cost of an average basket of goods pgdhay pensioners by 0.7% and the
cost of the average basket of goods purchaseddsg tbn low incomes by 0.8%.

® Report from the Economics Unit.

" Normalising prices before the 24% increase to 1#®January price increase pushed prices
up to 124, 20% of 124 is 24.8, so the net changdduoe a fall of 0.8%.

8 That is, each pound of economic value generatdérisey uses less electricity than it would
in the U.K. This would suggest that electricityqeririses should have less of an effect on the
economy than an equivalent rise would have in thé U
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Assuming that consumption does not change signifizathe Statistics Unit also
estimates increase expenditure on electricity byatmounts shown in Table 1.

Table 1: Average expenditure on electricity by incme quintile, before and
after a 24% increase in electricity prices

Expenditure hefore £491 450 £B13 £811 £1,009 £668
Expenditure after £R05 EREE  EFRD £1006 £1,251 £828
Increase in expenditure 115 £l083 2147 £195 £242 £160
Increase as % of total expenditure 0.7% 05%  04% 0.4% 0.3% 0.4%

The table shows that an increase in electricitggsriis slightly regressive, in that to
consume the same amount of electricity as befaetite increase, households with
lower incomes must increase their expenditure @tteétity by a larger amount
relative to their overall expenditure than thosenigiher incomes.

Wider economic impacts

The impact on inflation is difficult to estimate,thit can reasonably be assumed that
they are small. As a consequence, the effects mpetitiveness and the health of the
rest of the economy can also be expected to bevediabenign.

The important thing from an economic perspectivéhé resources are being used in
the most efficient and productive way, which shauldurn lead to a competitive and
successful economy. Atrtificially low prices of diecity will not help from the
perspective of either efficient investment or ofieonmentally sustainable policies.

Arbitrary changes in prices could jeopardise thesent needs of the company and/or
the future services provided by the company. Fangde, if the J.E.C. were unable to
make the necessary investment because it doesametthe funds or the ability to
raise these funds in the capital markets, therptloe of electricity may have to rise
further in the future.

Given that this is the case, while these other @ednimpacts are of interest, they are
to some extent secondary to the issue of whetleerptites set by the electricity
provider are optimal. Furthermore, any concernsuabizese other economic impacts
can usually be addressed in other ways: for exgng@éributional concerns and the
effects on the public finances can be addressedighrchanges in taxes and benefits
or targeted subsidies.
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APPENDIX 1
Terms of Reference for a Review of the Electricitivarket in Jersey
Introduction

This review has been commissioned by the MinisterEconomic Development, at
the request of Senator Alan Breckon, in light ofaern that the recent increases in
electricity prices in Jersey are not in the betrast of the Island.

Under Article 22 of the Electricity (Jersey) Law3®(hereafter, the Law), should it
appear to be in the public interest, the States maRegulations >

. determine the tariffs to be made by the Compangespect of electricity it
supplies; and

. specify the manner in which the tariffs are to beegsed and make provisions
incidental thereto.

Any Regulations made under this Article have a tatin ‘sunset’ clause, unless they
are renewed by the States.

The purpose of the review is to make availablermtdion from the J.E.C. on the
justification of the recent price rises and to asd@eir economic effects, with the aim
of adding to the debate about whether recent isesectricity prices are in the best
interests of the Island.

Issues to be addressed

As a starting point, the review should set outrilevant considerations and explain
the relationship between them, including, but niotited to— the viability of
electricity providers, distributional and fairnessncerns, and any consequences for
the wider economy — for example on competitiveraest States’ finances.

Article 22 of the Law states that, in determiningpeopriate electricity tariffs, the
States must take account of the following —

. the present needs of the Company and the futuransign of services
provided by the Company;

. the ability of the Company so long as its undertght managed efficiently to
pay —
o} interest on and reimbursement of any debenturemslcor other

borrowing of the company,

) a dividend on the preference shares issued bythieatate fixed under
the terms of issue of such shares, and

0 a reasonable dividend on the ordinary shares idsyé

® Under Article 35 there is a provision that thet&tanay delegate the power and duty of represettting
States in all or any matter arising out of the laawd of safeguarding the public interest generally.

Page — 25
P.41/2009 Rpt.



. any capital expenditure which the Company may nealsly be expected to
incur during the next 5 years and the desirabditghe Company’s charging
such expenditure, or any part thereof, to revenue;

. the ability of the Company to pay all proper exganef, and connected with,
the working, management and maintenance of the @oynp

. the provision of any contributions, whether set rapaut of revenue or
otherwise, which the Company may lawfully carryatweserve, contingency
or amortization fund;

. the ability of the Company to make good deprecmtiavhether or not
provision therefore is made by a reserve or costicy fund; and

. the ability of the Company to meet all other costgrges and expenses, if
any, properly chargeable to revenue.

Consequently, the review must address all of thesees. Furthermore, in order to
address concerns about the effects on the widemoerp the Review will also
consider the 24% electricity price rise in terms-of

. the effect of upon the RPI, both immediately anthin medium term, and any
effects that this may in turn have on competitigsne

. the impact on different socio-economic groups,dauticularly the elderly;

. the effect upon the fiscal position of the Statéslersey, both in terms of
income and expenditure;

. any other impacts on the wider economy.
Deliverables

The primary output of the review will be a writtegport, to be laid before the States
before a date to be agreed.

Governance, resources and timescales

The review will be overseen by the Minister for Bomic Development and managed
by the Economic Development Department. The rewelvinvolve submissions by
the J.E.C. and the States’ Economics Unit, supdoltg input from the States’
Statistics Unit. Additional analysis may be comnaaed from others as required.

The successful outcome of the review depends gelpart upon the availability of
resource within the Economics Unit and the Stasstinit. It will also require the co-
operation of the Jersey Electricity Company. Olmsé have been agreed, timescales
for delivery can be drawn up, although it is pragmbshat the review begin as soon as
possible and conclude by the end of August.
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APPENDIX 2

France may find its own way to electricity market iberalisation.
Utility Weekly — Sian Crampsie — 12th June 2009.

France looks set once again to shun further lilgatadn of its electricity market, but a
commission led by Paul Champsaur believes it hasxdoa way to promote
competition with regulated prices. France’'s congikid electricity pricing system
looks set to be overhauled following the publicatim April of a government-
commissioned report.

The report — released by a commission led by Paahtpsaur, former chairman of the
French regulatory telecommunications authority eppsed changes to the wholesale
market to promote competition between players, @uld have a major impact on
state-controlled electricity giant E.D.F. It camestj weeks after the European
Commission announced that it was widening an orggainestigation into France’s
regulated tariff regime. The Champsaur Commissiossessed the current
arrangements and investigated how the market cbeldfurther opened so that
suppliers — and consumers — could benefit from ¢bentry’s low-cost nuclear
generation fleet.

While the Champsaur report said that the tariftaysfor small consumers should
remain unchanged, it recommended that all suppietise market be given access to
the low-cost electricity generated by E.D.F.’'s fleé nuclear reactors at a regulated
price. This tariff should be set at the averaget adsproduction, incorporating
maintenance costs, costs for the life extensiorexséting nuclear plants and of
constructing new nuclear plants as they arise. Sigem for wholesale tariffs, if
implemented, would replace the current arrangementiich have been criticised for
being complex and detrimental to competition. Comsts would still be allowed to
switch suppliers on the liberalised market, in kméh E.U. law.

Level playing field

Champsaur said that his recommendations wouldeciedtvel playing field because
E.D.F.’s competitors currently have to buy eledyion the liberalised wholesale
market, where prices are set by coal and gas pillaatonly represent around 10% of
French production, and which are more costly tothan E.D.F.’s 58 nuclear plants.
Suppliers would be able to buy enough baseloadtrelieg from E.D.F. at the
regulated price to meet their needs in France -ertlyus ensuring that the low-cost
benefit of the nuclear fleet did not stray beyomnaree’s borders.

The mechanism would also give large industrial comers the freedom to choose
supplier without losing the benefit of a regulatadff.

This fact raises the possibility that E.D.F. — whiturrently dominates the market —
would lose market share to competitors such as &oieect Energie and GDF Suez.
However, it would be likely to benefit financiallyom the proposed new system,
according to analyst firm Citi Investment Resear&hkey impact of Champsaur’s
proposed system would be an increase in pricesréfs were set at an efficient level
to allow costs to be recovered. “We see tariffs imgwnore towards the €40-50/MWh
mark over a seven to eight-year period, compared eurrent levels that are in the
mid-€30/MWh range,” said Citi analyst Sofia Savvdatl.
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This would allow E.D.F. to generate more cashflavd anvest in the crucial life

extension and new-build projects that it has safarounced, and would be likely to
outweigh any loss of market share through switcHiigere is not a strong switching
culture in France,” said Savvantidou, adding thHaz¢ tevel of switching in the

industrial sector as a result of the proposed ommngould depend on “how
aggressive” E.D.F.’s competitors were.

Half-way house

E.D.F. will also benefit from the end of the Tart&miff. Tartam — Tarif Réglementé
Transitoire d’Ajustement du Marché — was implemdrite2007 and is due to expire
at the end of 2010. It was created by the Frenalergonent as a half-way house
between cheap regulated tariffs and the higherrdilsed prices for industrial

consumers who wanted to renege on their decisiopttéor free market electricity.

The Tartam system is costly for E.D.F. becausectimepany has to not only offer the

tariff but also pay into the fund that subsidige&iD.F. reported this year that in 2008
Tartam reduced its profit by €783 million after taxd estimated that the pre-tax cost
of the Tartam regime would be €2 billion betweef@@nd 2010.

Citi research has indicated that in 2011, the psedmew tariff system would have a
post-tax impact of €995 million on E.D.F. E.D.F¢empetitors, which have so far
struggled to make major gains in market share, \&ks® reported to be satisfied with
the proposals. “It's what they wanted from the begig — access to nuclear prices,”
said Gaby Goldmann, general manager of the Pafiseot NUS Consulting.
“Everyone seems to be happy.”

But it remains to be seen whether the European Gssion will be happy if the
proposals are implemented. Its competition autiesritave been investigating French
tariffs since 2007 because of concerns that sysseis as Tartam give large players
an advantage. The Champsaur Commission was wigely as an opportunity for
France to pave the way for liberalisation and biirig line with the spirit of E.U. law.
In this sense, France’s critics will be disappainte the proposed continuation of
heavy regulation, but Champsaur said he believat hfs recommendations would
satisfy E.U. law.

“These proposals show that France is moving foraiartti encouraging competition,”
said Citi's Savvantidou. “Given the current econormiisis, competition is probably
not a high priority. This report will go a long wap appeasing the European
Commission.”
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APPENDIX 3
Guernsey Electricity accused by OUR of contradictig itself
By Thom Ogier

GUERNSEY ELECTRICITY should have plenty of moneyftmd its future capital
projects, as long as the company is run efficienlig regulator has said.

John Curran, director general of the Office of itytilRegulation, responded after
Guernsey Electricity claimed prices would have ise ito pay for projects that are
needed to secure supplies to the island.

The States-owned utility announced yesterday thadad suffered a loss of £834,000
for the year ending 31 March.

It said its future plans, to invest in an extraledink and to buy another on-island
diesel generator, were in danger if the companymnsasnaking sufficient profit.

But Mr. Curran said that the OUR had taken thesgepts into consideration when it
set the current price control in 2007.

‘In 2007, we looked forward 10 years to see thellef cash Guernsey Electricity was
going to need to fund future capital expenditune,’said.

The company currently had between £14—-£16m. ifsdtge-to-spend’ reserve and he
said that the amount would be plenty to get thejepts started — possibly in

2010/2011 — and more money would be added to tleeuat through continued

revenue to fund their completion.

‘We profiled that and set tariffs so that, as GsegnElectricity needed the money, it
would become available,” he said.

‘We set the price control in such a way that if tdoenpany is run efficiently it should
have no problems meeting its capital expenditures.’

It was agreed in 2007 that there would be no pinceease during 2008 but there
would be a rise this year.

Electricity prices went up by 17% from 1 April.
‘The 17% rise equates to about an extra £5m. afat ihe recovery of the actual cost
that Guernsey Electricity has already incurred bseaof the volatile energy market,’

Mr. Curran said.

He added that the utility had been given every dpipity to ask for an additional
price increase in 2008, but it had failed to do so.

‘If their concern that prices need to go up is fleabuld be surprised that they have
not come to ask us for a price review,’ he said.

Mr. Curran accused Guernsey Electricity of makingtcadictory comments about the
state of its finances.
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‘We met with Guernsey Electricity last week andytlassured us there was no risk to
the save-to-spend reserve,’ he said.

‘What they are saying publicly is different to wiilagy are telling us in private.’

Guernsey Electricity said it reported a loss despieeting all operational expenditure
targets set by the OUR.

Mr. Curran said that he was not in a position tp waether the company had been
working efficiently.

‘In 2007, we identified savings that could be mate,said.

‘We will be reviewing whether they have been impéered next year and we will
look at whether there are more savings that coelchade.’

Article posted on 2nd August, 2009 — 11.44am

Guernsey Gas echoes GE'’s calls for price hikes
By Joel de Woolfson

GUERNSEY GAS has lent its weight to calls for eliedty prices to rise.

The company criticised the Office of Utility Regtitan for its role in controlling
prices after Guernsey Electricity announced losges834,000 for the year ending 31
March.

Paul Garlick, Guernsey Gas managing director, #agd States-owned utility was
being forced by the OUR to sell electricity forddhan it cost to produce it.

‘We have tried to warn people about this,” he said.

‘Guernsey Electricity is making a loss, which v a burden on the taxpayer in the
future.’

He said that, as a competitor, it was unfair f& ¢ompany to battle against a ‘loss-
making monopoly’.

‘Guernsey Electricity’s managing director said imadio interview in May that they
were being forced to sell electricity for certaaniffs below costs,” he said.

‘Even if you are going to operate Guernsey Eleityrias a States-owned, loss-making
monopoly, we do not see any gain in them sellirectelcity below cost on some
tariffs.

‘They are not making any money— they say it's wstsnable, we say it's
unsustainable and we think it's not fair from a patition point of view.’

Mr Garlick said the blame lay squarely with the QUR

‘The OUR wants one thing — low tariffs — becauseytithink that is what they are
judged on,’ he said.
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‘We are completely backing Guernsey Electricity tirmg price increases.
‘The way it is at the moment is absolute madness.’

Article posted on 3rd August, 2009 — 2.00 p.m.
Guernsey Gas questions electricity pricing Friday 15 May 2009

The head of a Guernsey utility company has askateSDeputies to look closely at
the Island’s electricity pricing policy.

Managing Director of Guernsey Gas, Mr. Paul Garlicsk calling on Deputies to
guestion the low cost of some electricity tariffSuernsey Electricity’'s Managing
Director confirmed in a BBC Radio Guernsey repbdttelectricity was being sold
below the cost of generation. How mad is that?"ddded: “On the face of it, low
electricity prices may seem attractive, but we Khinat the bigger picture is being
overlooked. Someone else, namely other Guernsestrigley customers and the tax
payer, is picking up the bill and that can’t benhtijy An independent panel of experts
employed by OUR warned of such practices in 2006.

Mr. Garlick said that the situation has arisen a@fitincongruous political and
regulatory decisions, which have forced Guernsectitity to sell at tariffs below
commercial or sustainable levels. He claimed thiatis damaging: ‘What political or
public objective is served by selling electricityt@o low a price? It encourages waste,
discourages efficiency and is financially detrinarto the Island. Also, businesses
and householders may be making long-term choiceatdbels on a false economic
basis, as local tariffs are unsustainable in thgdo term.’

The Office of Utility Regulation has decided torease Guernsey Electricity tariffs to
commercial levels over a period of around 20 yddrs Garlick said that this needs to
happen faster: ‘Meanwhile, the taxpayer effectives £93m of fixed assets plus
£16m in cash tied up in a loss-making business. dlteznative is to rebalance and
migrate Guernsey Electricity’s tariffs to commetdevels more quickly, generating

operating profit of around £6m per year for thet&taof Guernsey, namely the
taxpayer, and releasing much or all of the £16nhm éa@dance.’ He said that the States
of Guernsey could then utilise these resourcestefidy, to deliver agreed strategic

objectives or cut taxes.

Guernsey Electricity’s regulated accounts show thatcompany makes losses in all
of its business activities, which consist of getiera conveyance and supply and non-
core. Mr. Garlick said this infers that many lobaisinesses face unfair competition:
‘Guernsey Electricity operates in a range of segtrcluding plumbing, mechanical

building services, appliance retailing, fire alaram building insulation, to name just
a few. How many local businesses are being forcedompete against this loss-
making, States-owned company?’

Guernsey Gas also says the OUR'’s creating an amipetitive energy market. The
regulator’s denying both claims and say Guernsegtitity does make a profit and
there’s no evidence to suggest their competiterdamg unfairly disadvantaged.

http://www.ifcfeed.com/qguernsey-articles/Guernsey-@s-qguestions-electricity-
pricing.aspx
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APPENDIX 4

JEC needs profit to invest in essential
infrastructure

2nd Interconnedor
and Powerhouse

25 ~

20 A

15 A

Rue des Pres
Primary Substation
+ 3" Gas Turbine

10  Start of 2™
Interconnector

3rd Interconnedor
- £50m over 3 yrs

St Helier West
Primary
Substation

We_stern
Primary 4th Gas Turbine
Substation

Replacement of 1st

La Collette Interconnector

Primary
Substation

90kV Land
Link

rrrrr—- <R >
0

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022

Infrastructure investment of £14m per year for next 10 years
(borrowing will reach £20m)
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