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1 Introduction 

On 1st February 2007 the Council of Ministers published the report of the investigation in to 
gas prices on the Isle of Man undertaken by the Isle of Man Office of Fair Trading (OFT) 1.  
This investigation, covering the period from 2000 to 2005, was undertaken according to the 
requirements of Section 19 of the Fair Trading Act 1996 as amended (‘the Act’).  The report 
concluded that:  

– while there had been substantial changes in the underlying price of gas over the period, 
this was unable to explain all the observed variation in prices; 

– the returns that had been earned by Manx Gas Ltd (‘Manx Gas’) were above those the 
company would require to adequately reward it for the risk it was taking in the market; 

– there was a lack of transparency in tariff structure and too many legacy tariffs; and 

– it was unclear whether Manx Gas had sufficient incentives to minimise the cost of gas 
purchases. 

As a consequence of the Section 19 report, the Council of Ministers instructed the OFT to 
undertake a further investigation into gas prices under Section 19A of that Act as it appeared 
to Council on consideration of the Section 19 report that Manx Gas Ltd may have charged an 
excessive price for gas.  Section 19A of the Act limits the period of investigation to 12 
months prior to the date of the price reference: the reference period for this report is 
therefore 1st February 2006 to 31st January 2007.  This report provides the results of that 
further investigation carried out by the OFT with the technical support of Oxera Consulting 
Ltd. 

This report follows the same methodology as that applied in the original Section 19 
investigation, analysing the profitability of Manx Gas over the review period and considering 
the extent to which movements in tariffs can be explained by changes in the underlying cost 
components.  These two complementary analyses address two forms of excessive prices: 

– whether prices are more than covering Manx Gas’ costs of operation (the profitability of 
the company); and 

– whether Manx Gas’ actual costs are being efficiently incurred. 

In this report, as for the Section 19 investigation, the focus was on profitability, given the 
detailed technical assessments required in fully evaluating the efficiency of operations.  
However, unlike the Section 19 investigation, the analysis here is limited to the 12 month 
period preceding 31st January 2007 as required under the price reference undertaken by the 
OFT.  Thus, it does not allow for an analysis of longer-term trends in prices and profitability 
that would normally be part of such an investigation.  

Furthermore, it is a requirement of Section 19A that a comparison of tariffs across countries 
or regions is presented. While this is included, it is recognised that these comparisons are 
imperfect due to the difficulties of accounting for all costs in different regions and adjusting 
for idiosyncrasies that may exist across them.   

                                                 
1 IOMOFT (2006), ‘Investigation into Gas Prices in the Isle of Man’, February 2007.  
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This report, which should be read in conjunction with the Section 19 report, is structured as 
follows: 

– section 2 reports the findings of the profitability analysis; 

– section 3 presents the analysis of tariff and cost movements; 

– section 4 compares Manx Gas’ tariffs with relevant comparator groups; 

– section 5 gives the comments of Manx Gas Ltd;  

– section 6 concludes and 

– section 7 makes recommendations. 

Further technical detail is provided in the Appendix. 

  

2 Profitability analysis 

2.1 Manx Gas profitability 

2.1.1 Appropriate profitability measures 
 

Profitability is used as an indicator of whether prices are too high by applying it to determine 
whether the firm in question is making ‘normal’ profits. ‘Normal’ profits here imply that prices 
are set to recover the legitimate costs of the company, where cost includes a ‘normal’ profit 
margin to cover the risk faced by the firm in undertaking that activity. The cost of capital of 
the firm is a measure of the required return for a firm to consider investing in the industry.  

There are thus two key stages in any profitability analysis: 

– measuring the actual profitability of the company in question; and 

– calculating the ‘normal’ level of profitability against which to benchmark the actual 
returns. 

In analysing the level of prices in any market, the predominantly used indicators of whether 
prices are too high are the level of profitability of the companies active in the market and the 
efficiency of their operations.  Whilst there are difficulties in comparing tariffs across 
countries or regions due to the difficulties of accounting for all costs in different regions as a 
result of idiosyncrasies that may exist across them, it is a requirement of Section 19A that 
this is done. The overall approach of this report is the consideration of profitability.  The 
report of the OFT into gas prices in the Isle of Man over the 2000–05 period also focused on 
profitability, in light of the detailed technical assessments required in evaluating the 
efficiency of operations. In assessing profitability, the report used three key measures—the 
return on sales (ROS- operating profit over turnover), return on capital employed (ROCE- the 
ratio of earnings before interest and tax to capital employed) and the internal rate of return 
(IRR- the discount rate that makes the net present value of a series of cash flows from a 
business or activity equal to zero). This further report should be read in conjunction with the 
2006 report. 
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The internal rate of return measure is the best theoretical approach since it correctly relates 
the cash invested into the business with the profits taken out of the business.2 The IRR is, 
however, associated with measurement difficulties. In particular, the estimation of the 
truncated IRR requires a measure of the asset values at the start and the end of the period 
under consideration. 

In light of these measurement difficulties, the ROCE and the ROS are used to measure Manx 
Gas’ profitability. The ROS metric is the easiest to measure but does not link the level of 
profits to the amount of capital invested in the business. Given the capital intensity of Manx 
Gas’ business, the ROCE may be considered a more appropriate measure than the ROS. The 
UK Competition Commission has also used the ROCE as the primary profitability measure in 
its studies—for example, in its evaluation of bulk liquefied petroleum gas (LPG) supply to 
domestic consumers.3 However, ROS remains the most commonly used measure of 
profitability used by competition authorities and is therefore also applied in the assessment 
of Manx Gas’ profitability.  

The measurement difficulties associated with the IRR are illustrated by the fact that while 
Manx Gas has provided depreciated modern equivalent asset (MEA) values of its tangible 
assets based on engineering estimates of what it would cost to replace them, it notes that 
these measures are approximations. At £60.5m in 2005, this depreciated MEA value is twice 
the historical accounting value of Manx Gas’ total assets (£30.1m).4  Although a combination 
of inflation and long-lived assets would account for having an MEA value above the historic 
cost figure, the judgment involved in estimating the MEA might lead to concerns that the 
value had been overestimated by Manx Gas. Since overestimating the MEA values would 
imply that the IRR estimated on this basis would be below its true value, the results from the 
IRR calculations cannot be relied on to present an accurate picture of Manx Gas’ profitability.  

To determine whether a firm is earning excessive profits (and hence whether its prices may 
be considered excessive), the measured profitability must be benchmarked against a 
competitive level. In case of the ROCE and the IRR, this competitive benchmark is the 
company’s cost of capital. The ROS, on the other hand, may be benchmarked against the 
ROS of other companies that are deemed to have similar characteristics to Manx Gas. Since 
the capital intensity of Manx Gas implies that the ROCE is a better measure than the ROS, 
the primary focus of the remainder of this report is the ROCE. The analysis covers the  
12 month period preceding 31st January 2007 as required under the price reference 
undertaken by the OFT. 

 

                                                 
2 Profitability is used as an indicator of whether prices are too high by applying it to determine whether the firm 
in question is making ‘normal’ profits. ‘Normal’ profits here imply that prices are set at the level of cost, where 
cost includes a ‘normal’ profit margin to cover the cost of having to remunerate the capital employed by the firm. 
The appropriate level of this profit margin in turn equals the cost of capital facing the firm.  
Now the literature on profitability assessment recognises the IRR to be an appropriate economic measure of the 
same. The IRR is the discount rate to be applied to the cash flows resulting from an investment such that their 
present value equals the initial investment outlay. Given the difficulties of measuring the IRR, certain accounting 
measures such as the ROCE are used as proxies instead. However, as compared to economic measures of 
profitability such as the IRR, accounting measures such as the ROCE are greatly sensitive to the specific 
underlying accounting principles. In particular, while the IRR is calculated using actual cash inflows and outflows 
in each year, the ROCE diverges from actual cash inflows and outflows due to the spread of investment costs 
over a number of periods (through depreciation).  Furthermore, unlike the IRR, the ROCE is affected by 
substantial fluctuations in the asset value over the period under consideration. Such fluctuations affect each 
annual estimate of the ROCE, while only affecting the opening and closing asset values in case of the IRR.  
3 Competition Commission (2006), ‘Market Investigation into the Supply of Bulk Liquefied Petroleum Gas for 
Domestic Use’,  p. 43.  
4 Manx Gas Accounts for 2005.  
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2.1.2 Manx Gas’ performance over the reference period 
 

To analyse the profitability of Manx Gas over the year ending 31st January 2007, the ROS 
and ROCE metrics were calculated and are shown in Table 2.1. The Isle of Man Office of Fair 
Trading’s ‘Report on the Investigation of Gas Prices in the Isle of Man’, published in 2000, 
concluded that a ROS figure of 15% represented the top end of the acceptable range. The 
ROS was 18.5% in the period February 2006–January 2007, which is in excess of the original 
benchmark. 

Table 2.1 Manx Gas financial performance and return on sales, (£’000s)  

 
Feb 2006–
Jan 2007 

Turnover 18,226.21 

Operating profit 3,333.52 

Profit on disposal 
of fixed assets 

45.5 

EBIT3 4 3,378.9 

ROS (%)5 18.5 
 
Note: The financial performance indicators for February 2006–January 2007 have been estimated from the 
management accounts for the period. 
1 The turnover for February 2006–January 2007 has been estimated from data from the management accounts 
for the year as sales less discounts, with sales and discounts from gas equalling £17,323,122 and £336,808 
respectively, sales and discounts from appliances being £1,530,165 and £442,175, and turnover from customer 
services equalling £151,950.   
2 The ‘operating profit after exceptional items’ figure from the management accounts has been used.  
3 EBIT (earnings before interest and taxation) equals operating profit less profit on disposal of fixed assets.  
4 Manx Gas has argued that the FRS 17 net return of –£102,000 should be included within the EBIT, resulting in a 
reduction of EBIT to £3,277,000. This amendment to the EBIT has not been considered appropriate, as the FRS 
17 net return has been included in the accounts as a financing cost rather than an operating cost. See note 16 to 
Manx Gas’ Financial Statements for the 18 month period ending 30th June 2006.   
5 ROS equals EBIT/turnover.  
Source: Manx Gas data and Oxera calculations. 

In line with the proposed methodology, the ROCE was estimated as shown in Table 2.2.  The 
ROCE in the year ending January 2007 is 10.4%, based on the accounting data on EBIT and 
capital employed, and at 10.0% on the basis of adjustments made to accounting profits and 
capital employed to reflect economic levels5.  

                                                 
5 See IOM OFT (2006), section 4.1.1.  
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Table 2.2 Manx Gas financial performance (£’000s) and ROCE (%) 

 
Feb 2006–
Jan 2007 

Profit on ordinary activities 
before interest (EBIT) 

3,379 

Capital employed (1) 32,367 

Profit after investment in 
property profit removed1 

3,244 

Profit once depreciation 
saving is added back on2 

3,244 

Capital employed (2) (after 
depreciation adjustment)3  

32,3661 

ROCE 10.4 

Adjusted ROCE 10.0 
 
Note: ROCE has been estimated as capital employed (1)/profit on ordinary activities before interest.  
The adjusted ROCE has been estimated as capital employed (2)/profit once depreciation saving is added back on. 
1 In its response to Question 35 of Oxera’s information request, Manx Gas stated that its rental incomes in 2005 
equalled £158,344, with rental expenses being £8,000. As rental expenses in other years are not available, it is 
assumed that the ratio between rental profits (rental income less rental expenses) remain at 2005 levels. Data 
from Manx Gas’s management accounts states that rental income in the year ending 31st January 2007 equalled 
£142,289. On the basis of the assumption that the profit to income ratio equals (150,344/158,344), rental profits 
in the year ending 31st January 2007 are estimated at £135,000, and deduced from the EBIT.  
2 As set out in IOMOFT (2006), Manx Gas changed the depreciation policy of its gas distribution mains in 2004, 
increasing the estimated useful life of its assets from 20 years to 40 years. This required adjustments to be made 
to profits in 2004 and before, as explained in IOMOFT (2006). Profits from 2005 onwards are not adjusted, as the 
40 year useful life assumption is already applied in the accounting data provided by Manx Gas. However, the data 
on ‘profit once depreciation saving is added back on’ is retained in the table for consistency with the IOMOFT 
(2006) report.    
3 This figure has been estimated as capital employed (1) less investment property (stated as £950,000 in the 
balance sheet (plus cumulative increase in capital employed as a result of depreciation adjustment (estimated as 
£956,238 as explained in IOMOFT (2006)) plus income tax payable (stated as –£16,138 in the balance sheet).  
Source: Manx Gas data and Oxera calculations. 

The cost of capital for Manx Gas is now estimated in section 3, to determine whether the 
profitability (ROCE), and hence prices charged by Manx Gas, are reasonable.  

2.2 Manx Gas’ cost of capital 

To determine whether the returns calculated above can be considered excessive (and hence 
whether its prices may be considered excessive), the measured profitability must be 
benchmarked against a competitive level.  Since this investigation is constrained to a 12 
month period, it is not possible to comment on whether the level of profitability identified is 
reflective of longer-term trends. 

In the case of the ROCE this competitive benchmark is the company’s cost of capital. The 
cost of capital is used to benchmark the ROCE measure of profitability. If the ROCE is 
persistently and substantially higher than the cost of capital, this could provide prima facie 
evidence that excessive profits are being made.  

The calculation of the cost of capital and a detailed explanation of the components is 
contained in Appendix 1. The calculation uses the recent determinations by the UK 
Competition Commission and regulatory authorities, along with results from academic 
research to estimate the cost of capital in February 2006–January 2007. The estimated 



   10

range calculated for Manx Gas’ cost of capital over the period is 8.8%–12.4%, as shown in 
Table 2.3. 

Consequently, over the period February 2006–January 2007, Manx Gas Ltd’s ROCE (10%, as 
set out in Table 2.2) lies within the estimated range of the cost of capital over the period and 
is actually below the central estimate of 10.6%. Therefore, within the reference period, the 
company as a whole did not make excessive profits.  

Table 2.3 Pre-tax cost of capital, February 1st 2006–January 31st 2007  

 Lower bound Central case1 Upper bound  

Real risk free rate (%) 2.6  3.0 

Inflation2 (%) 3.4  3.4 

Nominal risk free rate3 (%) 6.1  6.5 

Debt premium (%) 1.1  2.0 

Debt beta 0.1  0.2 

Cost of debt (%) 7.2 7.8 8.5 

Equity risk premium (%) 5.3  6.1 

Equity beta 0.7  1.4 

Small company premium on equity (%) 0.8  1.5 

Post-tax cost of equity (%) 10.5 13.4 16.2 

Pre-tax cost of equity (%) 10.5 13.4 16.2 

‘Notional’ gearing (%) 50.0 50.0 50.0 

Cost of capital (%) 8.8 10.6 12.4 
 
Note: 1 The central cases of the pre-tax cost of debt and the post-tax cost of equity are simple averages of the 
lower and upper bounds of the metrics.  
2 The Isle of Man annual RPI annual rate of inflation in January 2007 has been used. See for instance, 
http://www.gov.im/lib/docs/treasury/economic/retail/rpioctober2007.pdf 
3 The nominal risk free rate has been calculated using the Fisher equation, (1 + real risk free rate) X (1 + 
inflation rate) = (1 + nominal risk free rate).  
Source: Oxera calculations.   

3 Tariff and cost analysis 

In addition to the profitability analysis undertaken above, the development of Manx Gas’s 
tariffs was also reviewed to determine the key reasons underlying any movements, which in 
a competitive market the movements in the tariffs would be expected to track closely the 
movements in the underlying costs. 

For this report, as for the Section 19 report, the analysis has reviewed LPG and natural gas 
tariffs separately (since the two products have different cost drivers and delivery networks) 
and, for each, has focused on the Star Saver tariff, which is mainly used by central heating 
customers and is the predominant tariff on the Isle of Man. For example, 65.4% of natural 
gas consumption in the Douglas area was on the Star Saver tariff during the reference period 
with 72.6% of LPG consumption in the ex-Kosangas area and 80.4% in the ex-Calor area 
being on the corresponding Star Saver tariffs.6  

                                                 
6 See IOMOFT (2006).  
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3.1 Price of gas purchase versus cost of gas purchase  

Sections 3.2 and 3.3 separately set out and review movements in the components of LPG 
and natural gas tariffs. A key element of tariffs is the wholesale costs of buying the natural 
gas /LPG. A comparison can be made between: 

– the wholesale price available in the market for natural gas and LPG and 

– the actual purchase costs for Manx Gas. 

The actual purchase costs can differ from the market prices for two reasons: 

– there may be differences in the timing of purchase of the fuel and the timing where the 
market price of the fuel is measured. For instance, Manx Gas has indicated that it does 
not take deliveries of propane and butane each month. Consequently, the wholesale 
market price of propane (or butane) measured on a monthly basis will not be equivalent 
to the costs incurred by Manx Gas in purchasing the gas 

– Manx Gas may decide to lock-in prices for future purchases to protect against future 
pricing risk. These purchases may then turn out to be at higher or lower prices than the 
actual monthly market prices. 

In sections 3.2 and 3.3 a distinction is made between the wholesale price available and the 
actual costs incurred by Manx Gas.   

3.2 LPG 

The LPG tariff may be considered to be made up of the following components:  

– purchase cost of gas; 
– shipping; 
– storage; 
– production costs of processing the raw product; 
– distribution costs or costs of delivering LPG to end consumers; and  
– supply, administration, marketing and billing costs.  

Data from Manx Gas’ management accounts, however, breaks tariffs down into the following 
components:  

– wholesale price of LPG (propane and butane); 
– sea freight cost of propane and butane; and  
– Esso handling charge, which may be considered part of the shipping costs. 

The differential between the sum of these costs and the LPG tariffs has been grouped into a 
‘margins and other costs’ category. This corresponds to a gross margin rather than a net 
margin. The implication, therefore, is that the ‘other costs’ constitute storage, production, 
distribution and supply costs. The net margins, or profitability, have been separately 
analysed in section 2 of this report, with the ROCE being in line with the estimates of the 
competitive benchmark (the cost of capital). This may therefore indicate that any increase in 
prices results from increases in costs.  

Given that the profitability assessment concluded that the overall ‘margins’ were within 
competitive limits, some of this increase in ‘margins and other costs’ may be the result of 
increases in ‘other costs’.  Generally, wholesale propane costs are more volatile than sea 
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freight charges and Esso handling charges and variations in this component were identified 
as the main driver of tariff changes in the Section 19 report.  

Since October 2005, Manx Gas has reduced the frequency of tariff changes by agreement 
with the OFT, Manx Gas reduced the frequency of tariff changes since October 2005, 
providing greater cost predictability to the consumer. As a result, Manx Gas Ltd has, at 
times, absorbed increases in wholesale costs, resulting in a decline in its margins. At other 
times, the reduction in wholesale costs has been corresponding with an increase in ‘margins 
and other costs’. Immediately prior to the reference period, stable tariffs and rising 
wholesale costs has resulted in a decline in ‘margins and other costs’.  

The estimates of ‘margins and other costs’ need to be read in context of the fact that the 
data on tariffs as provided to the Isle of Man OFT does not include standing charges, nor 
does it take account of any discounts on the tariffs. Consequently, it is possible that the 
estimates of ‘margins and other costs’ (Star Saver tariff less the sum of wholesale costs, sea 
freight costs and the Esso handling charge) may be under or overestimated, though their 
contribution to changes in tariffs may not be affected unless the adjustment factor varies 
over time.  

Figure 3.1 now presents trends in LPG tariffs in the Ex-Calor7 area over the period under 
investigation by the Isle of Man OFT (February 2006–January 2007), once again reflecting 
the general stability of tariffs and opposing movements of wholesale costs and ‘margins and 
other costs’. The data provided by the Isle of Man OFT was taken from the monthly reports 
supplied to them by Manx Gas. While the increase in tariffs from September 2006 onwards 
does not appear to be the result of the increase in wholesale costs taking place at the same 
time, in general a lag between increase in wholesale costs and increases in tariffs may be 
expected. Consequently, while this increase in tariffs appears to be the result of an increase 
in ‘margins and other costs’ over the same period, it is more likely the result of historical 
increases in wholesale costs (such as in January 2006) that resulted in a squeeze in Manx 
Gas’ ‘margins and other costs’.  

  

                                                 
7 LPG distribution and supply in the Isle of Man is divided into two areas by Manx Gas: Kosangas and ex-Calor. 
Kosangas refers to customers on community systems in the ex-Douglas gas company area (ie, those customers 
who do not have access to natural gas as a result of the conversion of the mains system in Douglas). Ex-Calor 
covers all customers in the Ramsey, Peel and Port St Mary areas. A tariff differential between the two areas 
exists, as analysed in IOMOFT 2006. 
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Figure 3.1 Trends in the Star Saver tariff and its components, Calor area, 
February 2006–January 2007, using wholesale propane prices 
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Source: Isle of Man Office of Fair Trading.  

Figure 3.2 illustrates the composition of the Star Saver tariff in the Ex-Calor area, while Table 
3.1 provides the data for the reference period.  

Over the February 2006–January 2007 period, the cost of propane constituted around 31% 
of the net of VAT tariff in the Ex-Calor area, with around 7% being made up of sea freight 
and Esso handling charges. The bulk of the tariff (around 62%) is comprised of the margins 
and other costs (see Figure 3.2). The tariff increased over the period (by around 11%), with 
the largest individual element being the 13.4% increase in ‘margins and other costs’. During 
this time the wholesale market price of propane increased by around 8.6%. 
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Figure 3.2 Composition of LPG Star Saver tariff, Calor area,  
February 2006–January 2007, using wholesale propane prices  

Propane price
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Source: Isle of Man Office of Fair Trading.  

Table 3.1 LPG Star Saver tariff and reported costs, Calor area (pence) 

  Annual 
average 
Jan 06 

Annual 
Average 
Jan 07 

Increase in 
Annual 

Average, 
pence 

Increase in 
Annual 

Average, % 

Propane price 
1.82 1.98 0.16 8.6 

Sea freight, propane 
0.27 0.28 0.01 2.5 

Esso handling change 
0.17 0.17 0.00 0.0 

Margin and other costs 
3.45 3.92 0.46 13.4 

Star Saver tariff, Calor area 
5.72 6.35 0.63 11.0  

 
Source: Oxera analysis on data from Isle of Man Office of Fair Trading. 

Manx Gas reports its propane purchase prices monthly to the IOM Office of Fair Trading, 
quoting the BP Agreed Price (BPAP). However, as explained in section 3.1 above, Manx Gas 
does not take a delivery of propane each month, therefore the monthly propane prices as 
reported by Manx Gas represented the prices that Manx Gas could have purchased propane 
at in any given month.  Accordingly, as Manx Gas has reported that it buys propane at 
market prices, the wholesale prices it reports should be in line with the BPAP price retrieved 
from independent sources. This has generally been found to be the case in recent years. 

Over the time period in question (February 2006–January 2007), the co-movement of BPAP 
prices and the reported wholesale costs on the whole appears to hold true, although there 
have been variations (see Figure 3.3).   
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Figure 3.3 Manx Gas reported wholesale propane price versus BPAP propane 
price, February 2006–January 2007  
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Note: The BPAP prices on the last working day of each month have been used. These have been obtained from 
the BP Amoco LPG Propane Monthly price as reported by Bloomberg.  
The propane price reported by Manx Gas is the price of propane that the company would pay if it received a 
delivery of propane in a particular month. It does not reflect the actual costs of purchased propane, as a delivery 
of propane need not be taken in each month.  
Source: Isle of Man Office of Fair Trading and Bloomberg.  

Whereas the above analysis referred to the monthly price of propane that would have been 
paid by Manx Gas, had it received a propane delivery in the specific month, the remainder of 
this section analyses Manx Gas’s tariffs and purchasing strategy using data on the actual 
costs faced by Manx Gas in buying propane. Table 3.2 studies developments in actual 
propane price reported by Manx Gas adjusted for forward purchasing from September 2006 
onwards, with Figure 3.4 showing trends in the same, and Figure 3.5 comparing monthly 
BPAP prices independently sourced from Bloomberg, forward prices reported by Manx Gas 
and monthly prices reported by Manx Gas.  

Table 3.2 LPG Star Saver tariff and reported costs, Calor area, including actual 
propane costs (pence) 

  Annual 
average 
Jan 06 

Annual 
Average 
Jan 07 

Increase in 
Annual 

Average, 
pence 

Increase in 
Annual 

Average, % 

Propane cost 1.82 2.24 0.42 22.9 

Sea freight, propane 0.27 0.28 0.01 2.5 

Esso handling change 0.17 0.17 0.00 0.0 

Margin and other costs 3.45 3.66 0.20 5.9 

Star Saver tariff, Calor area 5.72 6.35 0.63 11.0  

Source: Oxera analysis on data from Isle of Man Office of Fair Trading. 
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Figure 3.4 Trends in the LPG Star Saver tariff and its components, February 
2006–January 2007, using wholesale propane prices adjusted for 
forward purchase options from September 2006 onwards 
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Note: As explained in section 3.1, the propane prices reported in this chart are the monthly prices at which Manx 
Gas could have purchased propane (including from September 2006 onwards, options for forward purchase 
contracts entered into by Manx Gas). However as noted above, Manx Gas may not have purchased propane in 
the month concerned.  
Source: Oxera analysis on data from Isle of Man Fair trading.   



   17

Figure 3.5 Comparison of monthly, forward and independently sourced propane 
prices 
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Source: Oxera analysis on data from Isle of Man Office of Fair Trading, Argus Media Ltd and Manx Gas.  

As stated earlier in this section, Manx Gas Ltd has advised the Isle of Man OFT that during 
the reference period it did not take a delivery every month and that its decision to purchase 
some of its supplies on a forward contract implied that its actual purchase costs were higher 
than the outturn month-ahead prices.  The company aims to make accurate predictions 
about the gas markets and the likely demand and to purchase supplies in advance at costs 
that will prove to be below the month-ahead prices.  This hedging of fuel purchase is 
common among energy suppliers over winter peak demand periods and gives an element of 
cost, and hence potentially price, certainty, but brings with it the risk that the price paid may 
be in excess of what the market rate on a month-ahead basis would be when the gas was 
needed or that demand may not be sufficient to match the amount purchased, forcing the 
sale of surplus gas at a reduced price. 

It is clear that Manx Gas Ltd paid significantly more than the monthly BPAP prices for 
propane during the reference period.   

Manx Gas has informed the OFT that it entered into its propane swap contracts on 22nd 
August 2006. It has in addition provided market reported forward prices for propane on a 
range of dates surrounding this period.8 As illustrated in Figure 3.5 above, the market 
reported forward prices were substantially higher than the outturn monthly prices. The high 
forward prices provide some indication that it was an appropriate commercial decision for 
Manx Gas to enter into forward purchasing agreements. However, the market reported 
forward prices over the September to January 2007 period (averaging at around 2.2 p/kWh) 
were lower than the average costs of propane (inclusive of the swap arrangements) reported 
by Manx Gas (2.4p/kWh), as set out in Figure 3.5 above. This provides some evidence that 
that Manx Gas’ contracting for forward purchasing may have been inefficient, and that 

                                                 
8 Forward prices reported in Argus International LPG on August 18th 2006 and August 23rd 2006 have been used 
in the analysis.  
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greater benchmarking against existing market prices may have resulted in lower purchase 
costs.   

Whilst it is accepted that the prediction of energy demands and supply costs is a highly 
technical and difficult area, the end result of the purchasing decisions made was that the 
customer paid a higher price for LPG.  

3.3 Natural Gas  

As with the LPG tariffs, the natural gas tariffs may be divided into their key components:  

– purchase cost of gas; 
– transportation; 
– distribution costs or costs of delivering natural gas to end consumers; and  
– supply, administration, marketing and billing costs.  

Manx Gas accounts break down the tariff data into the following components:  

– wholesale natural gas price; 
– operations and maintenance (O&M) costs, which may be considered a part of 

transportation costs; and  
– transportation capital expenditure (CAPEX), again a part of transportation costs. 

The differential between the sum of these costs and the reported natural gas tariffs has 
again been grouped into a ‘margins and other costs’ category. The ‘other costs’ include 
purchasing, distribution and supply costs.  

The O&M costs and CAPEX represent long term charges agreed between Manx Gas and the 
Manx Electricity Authority and therefore remain stable over time. The wholesale natural gas 
price is, in contrast, quite volatile, with changes in tariffs generally following trends in the 
changes in the wholesale costs.  

Trends in natural gas tariffs over the period under investigation by the Isle of Man Office of 
Fair Trading (February 2006–January 2007) are now presented in Figure 3.6, once again 
reflecting the relationship between the wholesale costs of natural gas and the ‘margins and 
other costs’. The net of VAT Star Saver tariff increased by 0.62p/kWh (from 5.29p/kWh to 
5.91p/kWh) in September 2006. The average ‘margins and other costs’ before and after this 
period increased by a smaller amount (3.36 to 3.37p/kWh). The majority of this increase in 
tariffs may be explained by the increase in average wholesale costs from 1.56p/kWh in 
February–September 2006 to 2.17p/kWh from October 2006–January 2007.  
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Figure 3.6 Trends in the natural gas Star Saver tariff and its components,  
February 2006–January 2007 
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Source: Oxera analysis on data from Isle of Man Office of Fair Trading.  

Over the February 2006–January 2007 period, the cost of natural gas constituted around 
33% of the net of VAT tariff, with around 7% being made up of O&M costs and 
transportation CAPEX. The majority of the tariff (around 60%) is made up of the ‘margins 
and other costs’ (see Figure 3.7). This split is fairly similar to that of LPG tariffs.  

Figure 3.7 Composition of Natural Gas Star Saver tariff, February 2006–January 
2007  

O&M costs
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Note: MEA charges refer to the charges imposed by the Manx Electricity Authority on Manx Gas for accessing the 
gas pipeline.  
Source: Oxera analysis on data from Isle of Man Office of Fair Trading.  

Table 3.3 illustrates the average annual level of the natural gas Star Saver tariff and its 
components between January 2006 and January 2007. Over this period, the tariff increased 
by 11.3%.  The majority of the increase in natural gas tariffs can be explained by the 23.5% 
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increase in the wholesale cost of natural gas. Most of the remainder results from a 6.8% 
increase in ‘margins and other costs (including Manx Electricity Authority charges)’.  

Given that the profitability assessment concluded that the overall ‘margins’ were within 
competitive limits, some of this increase in ‘margins and other costs’ may be the result of 
increases in ‘other costs’ and Manx Electricity Authority charges. These charges are explained 
in the 2006 report.  In the absence of data on these categories of costs and charges, it is not 
possible to evaluate their contribution to the increase in natural gas tariffs.  

Table 3.3 Natural Gas Star Saver tariff and reported costs 

  Annual 
average 
Jan 06 

Annual 
average 
Jan 07 

Increase in 
Annual 

Average, pence 

Increase in 
Annual 

Average, % 

O&M cost 0.204 0.201 -0.003 -1.26 

CAPEX 0.16 0.17 0.004 2.3 

Wholesale cost of natural gas 1.47 1.81 0.34 23.5 

Margin and other costs (inc. 
Manx Electricity Authority 
charges) 

3.15 3.36 0.21 6.8 

Star Saver tariff 4.98 5.55 0.57 11.3 

 
 
Source: Oxera analysis on data from Isle of Man Office of Fair Trading.  

As Manx Gas reports that it buys natural gas at the UK National Balancing Point (NBP), the 
wholesale prices it reports should be in line with the NBP prices. Until August 2006, Manx 
Gas reported prices were in line with the NBP day-ahead prices, whereas from September 
2006 onwards they have been in line with NBP month-ahead prices in August 2006, as 
shown in Figure 3.8.   
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Figure 3.8  Manx Gas reported wholesale natural gas costs versus NBP prices, 
February 2006–January 2007 
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Note: The cost of natural gas (NBP) is the price quoted on the working day immediately preceding the day in 
question. For a weekday, the cost is the working day-ahead price quoted on the previous working day. For a 
weekend, the cost is the weekend price quoted on the preceding Friday. The monthly average is then obtained by 
taking a straightforward average across each month.  
The NBP forward prices used are the average month ahead, two-month ahead etc prices in August 2006.  
Source: Oxera analysis on data from Isle of Man Office of Fair Trading. 

The NBP day-ahead prices fell significantly through 2006. The wholesale costs faced by Manx 
Gas may be expected to be higher if it did not purchase on day-ahead contracts, but instead 
purchased gas in higher-priced forward contracts. Examples of forward contracts include 
month-ahead, quarter-ahead or year-ahead contracts, where the price for a particular 
quantity of gas to be delivered in the next month, quarter or year is agreed in advance.  

As a result of a particularly mild winter and greater inflows of LNG into the British gas market 
over winter 2006/07, there were no supply constraints on gas, and its day-ahead prices were 
consequently lower than may have been expected earlier in the year.  

Consider, for instance, the price of natural gas for quarter 4 of 2006 (October–December 
2006) in contracts undertaken in quarter 3 of 2006 (that is July–September 2006). This 
averaged at 2.2p/kWh, with prices ranging between 1.8 and 2.4 p/kWh at different points in 
time.9  

When contracts for the sale of gas six months ahead are considered, the price for gas in 
December 2006 and January 2007 averaged at around 3p/kWh, with the maximum being 
3.2p/kWh for a contract to buy gas in December 2006 undertaken on 1st June 2006. 
Notably, this figure is higher than the Manx Gas average reported cost in December 2007 
(2.7p/kWh).   

                                                 
9 Heren.  
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Any decision by Manx Gas to purchase forward therefore need not be considered inefficient, 
as in the case of a colder than expected winter, the day-ahead gas prices would have been 
higher than the forward prices, and the situation would have reversed with the wholesale 
costs paid by Manx Gas being lower than the NBP day-ahead prices.  The majority of the 
increase in natural gas tariffs results from the increase in wholesale purchase costs of natural 
gas. These costs have not followed the benchmark (NBP) prices from around August 2006 
until February 2007, indicating that Manx Gas was unable to take advantage of the declining 
wholesale costs of natural gas due to the nature of its existing contracts, which formed part 
of its overall strategy to hedge against potentially volatile spot market prices.  

3.4 Summary  

The components of LPG and natural gas tariffs are fairly similar, with around 30% 
comprising wholesale costs of the fuel and around 60% being ‘margins and other costs’.  
The increase in tariffs, at 11% for LPG and 11.3% for natural gas, has been greater than 
that in the annual rate of inflation, which stood at 3.7% over the reference period. 

Key conclusions from the analysis of wholesale costs are: 

– For both LPG and natural gas, actual purchase costs exceeded the monthly market 
prices available due to a decision to lock-in to fixed prices ahead of the 2006/7 winter 
period. 

– For both LPG and gas it seems that the prices paid for winter fuel in the summer of 
2006 were in line with prevailing market prices at the time. 

– Actual market prices were lower than expected during the winter of 2006/7 partly due 
to the very mild winter. 

– The fact that actual costs exceeded the monthly market prices does not, therefore, 
seem to indicate inefficient behaviour by Manx Gas. 
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4 Comparable supplies and prices 

There is no other public gas supplier on the Isle of Man currently.  The distribution 
infrastructure is wholly owned by Manx Gas with the exception of the high pressure 
transmission main owned by the Manx Electricity Authority.  As there is no open access 
agreement to the distribution network, any organisation wishing to supply gas to a customer 
must either install a new network or reach agreement with Manx Gas as to the use of their 
infrastructure.  The costs of doing this would inevitably be of a high order and for the 
purposes of this report the possibility of there being a competing gas supplier on the Isle of 
Man in the immediate future is discounted.  

Whilst the existence of competition in the market might be expected to promote competition 
on price and service and hence a reduction in gas cost to the consumer, the physically 
constrained small size of the Island’s gas customer base means that it is unlikely that two or 
more businesses could achieve sufficient market size to allow them to operate at an efficient 
level of production which would minimise the fixed costs of production.  The market would 
be most efficiently served by one producer in such instances. This situation is known as a 
natural monopoly.  The size of the market already limits the efficiency of Manx Gas Ltd, as 
some of the fixed costs borne by the company would be of a similar order if customer 
numbers and volumes of gas shipped grew significantly, allowing reduced costs per unit. 

There is significant consumer price inelasticity in the heating market; there is a latent level of 
consumption required.  The consumer has little choice over their requirement to heat the 
home and the Isle of Man OFT believes that few consumers will choose to or should do 
without heating when it is needed. Therefore the gas consumer will always have a 
requirement to spend some of their disposable income on gas; due to the requirement for 
heat, it is not an item that can be forfeited. Consumers may try to reduce consumption for 
both cost and environmental reasons, but it is unlikely that they will eliminate it. 

Linked to this, domestic heating sources are not goods that can be considered easily 
substitutable. For domestic consumers, the cost of installing a new heating system is a 
significant barrier to switching between alternative fuel types.  As explained above, the 
consumer has little choice over the use of heating, and the fuel types are not easily 
substitutable, which means that there is very little response a consumer can take to an 
increase in the price of gas.  There is an argument that the gas consumer is vulnerable to a 
degree as there a no close competitor companies to Manx Gas which would place 
instantaneous commercial pressure on any decision to increase prices.  

LPG forms a very small element of the UK and Irish markets and is not supplied through the 
mains.  Figure 4.1 therefore compares LPG prices on the Isle of Man with the prices for 
Guernsey and Jersey, where there are no natural gas supplies.  These islands are supplied 
by gas companies that are, like Manx Gas Ltd, part of the International Energy Group.  
Natural gas is supplied to consumers in the UK and the Republic of Ireland.  Figure 4.2 
shows the prices for natural gas in Great Britain, Northern Ireland and the Republic of 
Ireland as well as in the Isle of Man. 



   24

Figure 4.1   Average domestic LPG bills for LPG Mains Gas Customers in Guernsey, 
Jersey and the Isle of Man as at December 2006 tariffs 
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Note: All figures based on an annual average consumption of 14,400 kWh, net of VAT, standing charges and 
discounts. 
Source: Guernsey Gas Ltd website, Jersey Gas Ltd website, Isle of Man Office of Fair Trading. 

Figure 4.2   Annual average domestic natural gas bills in Great Britain, Northern 
Ireland, the Republic of Ireland and the Isle of Man as at December 2006 tariffs 
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Note: All figures based on an annual average consumption of 14,400 kWh. 
Source: UK Dept of BERR, Phoenix Natural Gas website, Isle of Man Office of Fair Trading. 
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Despite the differences in size and scale of operations of Manx Gas and gas suppliers in 
other jurisdictions, the latter may be considered suitable comparators to Manx Gas in terms 
of there being similarities across them with respect to access to gas and purchasing 
strategies. Whereas, suppliers on the Isle of Man and in Great Britain purchase gas off the 
NBP, the gas markets in the Republic of Ireland and Northern Ireland are interconnected to 
the Great Britain market, consequently, will be affected by market conditions in Great Britain 
and prices at the NBP.   
 
The price of gas in the Isle of Man is higher than in adjacent countries.  To an extent this is 
due to the fact that Manx Gas Ltd has to apportion its fixed costs between a small number of 
customers and a low volume of supplied gas.  The company’s natural gas needs are smaller 
than the standard traded volume, so that purchases have to be made in conjunction with 
other deals being made in the market. This may result in the company being unable to 
secure the lowest price gas available. Manx Gas Ltd does use industry technical reports and 
specialist advisers to support its natural gas purchasing decisions, but the key issue remains 
the difficulty of balancing the certainty of cost of gas bought ahead with the risks that result 
from trying to take advantage of the potential savings to be made by buying day-ahead on 
the basis of predictions about gas usage and market conditions.  

Manx Gas Ltd buys LPG in collaboration with Guernsey Gas Ltd and Jersey Gas Ltd, all three 
companies being under common ownership.  LPG is cheapest on the Isle of Man.  The price 
differential increases if the higher standing charges in the Channel Islands are taken into 
account.  However, the markets are not directly comparable. It is estimated by the States of 
Guernsey Commerce and Employment Department that Guernsey Gas has a 10% share of 
the non-transport (meaning cooking and heating) energy market on the island in third place 
behind electricity with 30% and oil the dominant sector, with 60%. Oil has by far the 
dominant share of the heating market in Guernsey and by the States of Jersey Statistics Unit 
that about equal proportions of households have either electricity (40%) or oil (38%) as 
their single main form of heating, with gas the main heating fuel used in 13% of households.  
In comparison, in the 2001 Census, the Economic Affairs Unit of the Isle of Man Treasury 
data showed that Manx Gas has 44% of the heating market while the three liquid fuel 
suppliers shared 38% of the market.  The price of LPG in Jersey and Guernsey impacts upon 
far fewer numbers of households and the LPG suppliers have a much smaller market share. 
Thus, in the same way as the Isle of Man suffers in comparison with other markets in natural 
gas due to a lack of economies of scale, it may benefit from additional economies of scale 
relative to comparators in the LPG market. 
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5 Comments of Manx Gas Ltd 

Manx Gas is entitled under the Act to make representations to the IOMOFT in respect of its 
investigation.  The IOMOFT is required to take these into consideration.  A draft copy of this 
report was submitted to Manx Gas Ltd for comment and a number of comments were made.  
Some of these have been incorporated into this final text or have resulted in changes to it.  
Those comments which have not been accepted are given below. 

In respect of the Introduction and paragraph 2.1.1 and the references to an earlier report 
prepared by the OFT pursuant to S19 of the Act, Manx Gas comments: 

The S19A report should be a stand alone report and not read in conjunction with the earlier 
S19 Report. Manx Gas still has outstanding issues with the process associated with the S19 
investigation and reporting of findings. The S19 report was prepared for a different period 
and cannot and should not have any relevance to the CoMin decision making process on the 
findings of the S19A report. 

In respect of the reference to IRR in 2.1.1, Manx Gas comments:  

This subject was fully covered in the S19 report and we see no reason to repeat it in the 
S19A report. If the depreciated MEA is again referenced then the comments we made 
previously should be included, The original IRR sensitivity analysis extending to 50% (to 
bring the depreciated MEA to the HCA) is ridiculously extreme and we continue to conclude 
the only reason for the extreme sensitivity analysis is to be able to present a range going 
beyond the WACC calculated in the original report. Thus any judgement error would need to 
be greater than 50%, this is unrealistic based on approximations. We still disagree with the 
reasoning for discounting the IRR as a profitability method. 

In respect of the reference to ROS in 2.1.2, Manx Gas comments:  

The main focus of Oxera’s analysis was the ROCE, as this is an appropriate measure of 
profitability for a capital intensive industry, such as natural gas delivery.  As found by 
OXERA, the ROCE was within the range of their estimated WACC during this period. ROS is 
mainly used in assessing profitability in industries where few fixed tangible assets are 
employed, such as trading companies or knowledge-based sectors.   This is because ROS 
does not require a valuation of assets.  The problem with ROS is that it assumes the 
company has no assets and therefore implicit in that assumption is that the company does 
not need to generate sufficient funds to provide a return on (WACC) and return of 
(depreciation) the assets employed in the business.  It is therefore a wholly unacceptable 
profitability measure for an asset-intensive business as it will show high returns which do not 
take into account the opportunity cost of capital. 

The report states that ROCE is a better measure than ROS due to the capital intensity of the 
business.  Why then further reference ROS, particularly when between the 2000 report and 
this reference period a large amount of capital has been put into the business?  This is 
particularly relevant to Section 2 “Profitability” when the 2000 report suggested a ROS figure 
of 15% represented the top end of an acceptable range and the ROS for the reference 
period was 18.5%.  This is claimed to be in excess of the original benchmark. This should be 
put into context with the capital investment which will require a greater return on sales to 
achieve a similar ROCE.  Without this clarification it would appear that the paragraph is 
suggesting that this was an unknown factor, whereas it is a financial consequence of capital 
investment. 
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In respect of the reference to LPG tariffs in 3.2, Manx Gas comments:  

As it is suggested that the margin or profitability has shown no change, why therefore has 
the investigation and report not highlighted the fact that the increases could be due to 
changes in the operational costs associated with storage, production, distribution and 
supply?  Neither the 2006 report nor this one makes any comment on the expense and 
overhead increases that organisations in the Isle of Man have had to face over the whole 
period.  

By having fewer tariff increases it is not always possible to align tariff increases with 
increases in the underlying operational costs. Thus it is not possible to compare tariff 
adjustments to RPI as carried out later in the report. 

The impact of historical costs is an important fact in relation to an energy supply 
business, taking into account the above comments on increases in overheads and 
expenses.  A 12 month period has the potential to be significantly effected by trading 
conditions prior to and after the period, particularly in relation to product purchase 
costs. 
 
The references to these facts in this section are important and should be referenced in the 
conclusion. Currently this is not the case and gives a misleading view in the summary or 
conclusion. 

In respect of the reference to natural gas purchasing in 3.3, Manx Gas comments: 

Wholesale gas prices have shown significant volatility in recent years on both a seasonal and 
annual basis.  In procuring gas this creates a risk that gas may be procured at times of high 
prices as well as low prices.  In order to ensure that wholesale cost of gas charged by Manx 
is reflective of the market over a period of time Manx Gas uses a portfolio approach to gas 
procurement.  This is standard industry practice in procurement as it diversifies risk.   
 
An alternative would be to procure gas on the near term spot market at all times.  This 
would be a far riskier approach to procurement, resulting in highly volatile and unpredictable 
prices for customers.   
 
Manx gas’ wholesale gas prices therefore reflect the weighted average cost of gas (WACOG).  
A number of factors could affect WACOG, namely: 
-Variations in demand (load loss and temperature) 
-Changes in gas and oil prices (impossible to fully hedge against). 
-Volatile demand (or “swing”) is a significant driver of gas procurement costs as procurement 
contracts need sufficient flexibility to meet gas demands in an extremely cold year or lack of 
demand in mild weather.  For example, when the weather gets cold both demand and spot 
prices increase. 
  

In respect of the reference to comparable markets in section 4, Manx Gas comments:  

Manx Gas has previously expressed the view that the Commission (the Isle of Man OFT) 
should take into account “the margin of gross profit obtained by other persons by whom 
comparable goods or services are produced, marketed or supplied (whether in the Island or 
elsewhere)”.  For a capital intensive business a small scale operation will have a dramatic 
effect on end product price.  We would therefore firstly argue that there is no meaningful 
comparison between the two markets. 
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Even if that were the case, the comparison should be on the “margin of gross profit” rather 
than a simple analysis of price.  The inclusion of the table is therefore of no value to an 
analysis under the Act, but its inclusion presents potentially misleading and therefore 
pejorative information. 
 
In real terms, including standing charges the cost to an LPG/Air customer is 9.5% less than 
Guernsey and 10.5% less then Jersey. 
 
This should take account of the fact that in the Isle of Man there are two LPG markets: the 
LPG/Air mains supplied customers (5,700) and the LPG community customers and bulk tank 
customers (3,000).  The tariff structure differential between these two reflects the cost to 
run the operations. 
 

6 Conclusions 

The analysis of price, the cost of capital and profitability contained in this report suggests 
that: 

– over the February 2006–January 2007 period, Manx Gas’s profitability (measured using 
the ROCE) was within the benchmarked range of the cost of capital, allowing the 
conclusion that Manx Gas Ltd did not make excessive profits during this year; 

– Manx Gas’ gas purchase costs were above out-turn market prices. 

While the profitability measure suggests reasonable prices over the reference period, it does 
not preclude the possibility that its prices may be ‘too high’ as a result of inefficient 
purchasing practices. For both natural gas and LPG, Manx Gas made a decision to lock-in 
prices for the winter of 2006/7 earlier in the year. This would have protected customers 
against the possibility of even higher winter prices. In fact there was a mild winter and 
suppliers were easier than had been expected by the market. This meant that Manx Gas paid 
more for its gas and LPG than the actual market prices seen during the winter. The evidence 
indicates, however, that the prices paid by Max Gas were in line with market prices at the 
time of the purchases. 

At the same time that wholesale costs were rising, gross margins (or ‘margins and other 
costs’) were also rising, indicating that tariffs were increasing by more than simply the 
increase in wholesale purchase costs. Data availability constraints prevent the separation of 
margins from other costs, though since the profitability assessment indicates that margins 
were not excessive, the increase in ‘margins and other costs’ may result from an increase in 
costs of administration, marketing, billing, distribution and supply to final consumers, rather 
than from excessive profits. Furthermore, the tariff data is exclusive of standing charges and 
discounts and may not in fact be reflective of the true tariffs received by Manx Gas, implying 
that the estimates of ‘margins and other costs’ have been inflated (or deflated), as has their 
relative influence on Manx Gas’s tariffs.  

This Section 19A investigation concludes that between February 2006 and January 2007 
Manx Gas’s profitability appears to be in line with its cost of capital.  This in turn suggests 
that the prices charged must therefore be considered to be fair.  This linking of price fairness 
to profitability is justified so long as Manx Gas Ltd operates efficiently.  Whilst there is 
investor pressure on the company to minimise its costs by, for example, reducing fixed and 
operational costs, the company is able to pass on the costs of inefficiency until the point is 
reached when the price becomes sufficiently high for consumers to invest in a heating 
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system that uses an alternative fuel.  In particular, it has been able to pass on the increased 
cost of LPG and natural gas.  The comparison with the cost of capital is however able to 
offset this to some extent as it compares returns with what would be seen as acceptable for 
a business in that sector, as opposed to using a measure that compares earnings with 
investment in any one business.   

 

7 Recommendations 

The investigation of prices under Sections 19 and 19A of the Fair Trading Act 1996 as 
amended was undertaken by the Isle of Man OFT in reaction to concerns about the prices 
being charged for gas by a supplier that enjoys a natural monopoly in the public gas supply 
market.  The investigation of prices is in effect the consequence of accepting that a 
monopoly is the most efficient way to provide gas and that the introduction of competition 
would not be possible without significant inefficiencies being created. However, such price 
investigations are resource intensive and are by nature retrospective.  The Isle of Man OFT 
believes that the consumer would be better served if the use of a competitive benchmark for 
profitability be set as the appropriate current and future measure for fairness of price and 
that the returns of Manx Gas Ltd be assessed against this.  The benchmarking of profitability 
against the cost of capital is recommended as a suitable measure of the fairness of prices.  

Manx Gas Ltd is a monopoly provider in a market where customers are unlikely to be able to 
readily switch to competing fuel types.  The company has sufficient market power to allow it 
to charge an excessive price for gas. The Isle of Man OFT therefore believes that it is in the 
interest of the consumer that Manx Gas is subjected to legislative controls that ensure that 
its profits do not persistently and significantly exceed its cost of capital. This in effect means 
that formal energy regulation will be required and it is recommended that appropriate 
legislation is brought forward for Tynwald approval as soon as is possible. 

 

 



 

   

 

 

             Appendix 1: The Cost of Capital 

The cost of capital itself is the average of the cost of equity and the cost of debt 
weighted by the level of equity and debt as a proportion of the asset base.10 
Evidence from academic sources, and regulatory and competition authorities on each 
of the components of the cost of equity and debt is presented below.   

– Real risk-free rate. The Competition Commission in its recent inquiry on bulk 
LPG supply has used a range of 4.2–4.9% for the nominal risk-free rate. 
However, more recent data finds that the real risk-free rate should lie in the 
2.6–3.0% range,11 which is the range used in the determination of Manx Gas’s 
cost of capital for the year ending 31st January 2007. The 3.4% growth in the 
Isle of Man RPI has been used to convert this to the nominal risk free rate.12  

– Debt premium. In estimating the debt premium for Manx Gas, the premium 
applied to independent gas transporters (IGTs) and LPG suppliers in Great 
Britain may be considered an appropriate benchmark. Ofgem’s13 review of IGTs 
considered the debt premium to lie in the range of 2–3%, assuming that the 
companies retained an investment-grade rating in the range BBB+ to BBB–.14 
The Competition Commission’s LPG inquiry, on the other hand, used a slightly 
lower debt premium in the range of 1.5% to 2%. Recent analysis by Oxera finds 
that five-year BBB spreads are lower than the lower bound of the Ofgem 
estimate (2%), instead equalling 1.128%. On this basis, 1.128% is used as the 
lower bound of the debt premium when estimating Manx Gas’ cost of capital.  

Ofgem’s upper bound of 3% appears high when compared with the BBB 
spreads. When considering the requirement of a small cap premium to be 
applied to Manx Gas’s cost of debt, as discussed in detail in section 3.2, an 
upper bound of 2% may be more appropriate and is used by Oxera in its 
estimates of the cost of capital.  

– Equity risk premium. As discussed in IOMOFT (2006), the equity risk 
premium (ERP) is the additional return required to invest in risky equity rather 
than risk-free debt. Academic, market and survey evidence is often used to 
determine the appropriate ERP, which can be an ex ante or ex post measure. 
One of the most comprehensive studies summarising historical ERP estimates is 
Elroy, Marsh, Staunton and Elgeti, (2006), whose evidence suggests that the 
ERP equals 6.1% when it is estimated relative to returns on bills, and 5.3% 
when estimated relative to bonds.15 The ERP is therefore estimated to lie in the 
5.3–6.1% range. 

                                                 
10 The components of the cost of equity and debt are explained in Oxera (2006).  
11 These figures are derived from Oxera analysis on yields on index-linked UK government gilts, nominal 
gilts and real swap rates based on data from Bank of England, Office of National Statistics and iTraxx 
CDS database. 
12 This compares with 3.5% growth in the UK RPIX over the same period, as set out in 
http://www.statistics.gov.uk/downloads/theme_economy/RPIX.pdf 
13 Ofgem is the electricity and gas regulator for Great Britain.   
14 Ofgem (2002), ‘The Regulation of Independent Gas Transporter Charging’, December.  
15 These figures are based on arithmetic averages of the ERP from 1900 to 2005. Elroy, D., Marsh, P., 
Staunton, M. and Elgeti, R. (2006), 'Global Investment Returns Yearbook 2006', ABN AMRO, February, 
Tables 10 and 11.  
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– Gearing.16 The key regulatory distinction is whether actual or a ‘notional’ level 
of gearing should be adopted.17 Most economic regulators in the UK seem to 
adopt a notional capital structure, which varies with the industry concerned. In 
its cost of capital estimates, Oxera has applied the notional approach to gearing, 
assuming a gearing of 50% for Manx Gas, as applied by Ofgem in its regulatory 
determinations. 

– Equity and debt beta. The asset beta represents the inherent systematic risk 
of a company’s operations, before allowing for the financial risks associated with 
borrowing or gearing. The equity beta is the asset beta adjusted upwards to 
reflect the additional risks associated with a geared firm.18 A number of factors 
can explain the inherent systematic risk of a company’s operations, including the 
extent of volume and price risk, whether the industry is regulated, and the 
degree of operational leverage.19  

The equity beta may be derived from the asset beta (equity beta = asset 
beta/(1 – gearing)).20 While asset betas between 0.4 and 0.5 have been used in 
the water and electricity sectors, the Competition Commission’s LPG inquiry 
applied a range of 0.6–0.8 on LPG suppliers. On the basis of this evidence, 
IOMOFT (2006) assumed an asset beta of 0.5 to be appropriate for Manx Gas. 
Assuming the debt beta to be zero, as done historically when estimating the cost 
of capital, the equity beta was estimated to equal one on the basis of the 50% 
‘notional’ gearing assumption.21 

Whereas, the above estimates of equity beta have assumed that the debt beta 
equals zero, given the potentially high risk associated with Manx Gas’s debt, 
there may be a case for introducing a debt beta into the estimates of the asset 
beta.  

Assuming that 0.5% of the debt risk was associated with a liquidity premium, 
the systematic risk associated with the debt would equal 0.628% in the lower 
bound as a debt premium of 1.128% is used. The debt beta is estimated as (the 
systematic risk of debt/ERP),22 equalling 0.118. On this basis, the equity beta is 
derived to equal 0.682 in the lower bound.23  

In the upper bound, the debt premium equals 2%. With the assumption that the 
systematic risk associated with the debt is 1.5%, the debt beta is estimated at 
0.246, implying an equity beta of 1.354.  

The equity beta is therefore assumed to lie in the 0.682–1.354 range.  

                                                 
16 Gearing is defined as net debt divided by net debt plus equity. Net debt is defined as total debt minus 
cash at the bank and in hand. 
17 Gearing is defined as net debt divided by net debt plus equity. Net debt is defined as total debt minus 
cash at the bank and in hand.  
18 The asset beta is equal to the equity beta times (1 – g), where g represents gearing, assuming no 
debt beta and according to the ‘Miller’ approach.  
19 Operational leverage is defined as the share of fixed to total costs, and measures the change in 
operating costs as revenues change. 
20 Assuming that the debt beta equals zero. If a non-zero value of debt beta is assumed, the asset beta 
= gearing x debt beta + (1 – gearing) x equity beta. The equity beta therefore equals (asset beta – 
gearing x debt beta)/(1 – gearing). 
21 Note here that, for a given asset beta, an increase in the debt beta to a non-zero figure would imply 
a decrease in the equity beta. 
22 The systematic risk of debt = 0.628% and the lower bound of the ERP equals 5.3%.     
23 Equity beta = (asset beta – gearing x debt beta)/(1 – gearing). The lower bound of 0.4 for the asset 
beta is used in estimating the equity beta.  
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– Small cap equity premium. An upper bound of 1.5% is used for the small 
cap premium, with 0.8% being used in the lower bound. This is discussed in 
detail in section 3.2.  

– Tax. Given the reduction in the corporation tax rate to 0% in 2006, the 0% 
figure is used to estimate the cost of capital for the year ending 31st January 
2007.  

               Small cap premium 

Oxera bases its cost of equity estimates on the widely used capital asset pricing 
model (CAPM), in line with the approach taken by UK regulators. Under the CAPM, 
the ERP  is the basis of the cost of equity. The cost of equity is estimated according 
to the following formula: 

cost of equity = Rf + β(ERP) 

where β (the equity beta) represents the inherent systematic risks of a company’s 
operations, and Rf is the risk-free rate.  

There are several reasons why small companies such as Manx Gas may face higher 
risks than large companies, thus requiring larger returns on equity than determined 
by the CAPM.24 

– Greater size allows greater spreading of risk across more installations, and a 
larger network, etc. However, if the activities of small and large firms are 
homogeneous, these risk-mitigating factors would be reduced.  

– A small customer base may increase risks due to unexpected economic shocks. 
The fact that Manx Gas holds a monopoly over gas supply in the Isle of Man, 
with limited short-term substitutability between fuels (as evidenced by the low 
churn rates) would mitigate this effect.   

– Also applicable to Manx Gas are higher risks due to the limited geographical 
scope of its activities. A larger geographical scope would allow for a greater 
spread of risk if the company operated over a diverse geographical environment, 
covering a range of population densities, network intensity, climate and weather 
characteristics. What matters here is not the physical area of operations, but 
their diversity.  

– Investors in small companies incur higher information costs, as there is less 
public information about small companies. Investors would need to be 
compensated for this by higher returns.  

– Trading in small company shares involves higher transaction costs due to the 
low liquidity of the shares. This might make small company shares less 
attractive to institutions.  

The impact of the above factors may be mitigated by the fact that Manx Gas is 
100%-owned by BBI (Channel Island) Holdings Limited, which has a broader set of 
operations than Manx Gas alone.25  

                                                 
24 Competition Commission (2000), ‘Mid Kent Water plc: A Report on the References under sections 12 
and 14 of the Water Industry Act 1991’, Chapter 8; and Ofgem (2002), ‘Independent Gas Transporter 
Charges and the Cost of Capital’, February.  
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In addition, there are factors that indicate that Manx Gas may face lower risks than 
those faced by larger gas transporters such as National Grid in Great Britain. Large 
regulated networks have to undertake a number of tasks (such as system balancing) 
that Manx Gas does not. Manx Gas, therefore, appears to be less exposed to risk 
than large monopoly providers. However, compared with these large monopolies 
which engage in gas transportation (and related activities) alone, Manx Gas also 
supplies gas, engaging in activities such as gas purchase, which could make its 
activities riskier than those of the gas transporters.  

On balance, there is a case for small companies facing higher risks than larger ones, 
requiring the application of a small cap premium on their cost of equity. Oxera’s 
estimates of the cost of equity of Manx Gas therefore include a small cap premium of 
0.8% applied over the cost of equity estimated via the CAPM. This was in line with 
the premium added by Ofgem in its determination of the cost of capital of IGTs in 
Great Britain. IGTs are responsible for building and operating gas distribution 
networks, but do not face the additional responsibilities of system balancing required 
of National Grid, or that of gas supply faced by Manx Gas. As indicated in the 
discussion above on Manx Gas’s risks relative to those of IGTs, Manx Gas may face 
greater risks due to its involvement in gas supply. Furthermore, the average size of 
IGTs is larger than that of Manx Gas. Therefore, it appears that a small cap premium 
higher than that applied to IGTs (0.8%) may be used for Manx Gas.  

Indeed there is some evidence of a higher small cap premium from multi-factor 
models of estimating the cost of equity (such as the Fama–French model). Unlike the 
CAPM, in which the only determinant of the cost of equity is the ERP, the Fama–
French three-factor model explicitly takes into account differences in firm size in 
determining the cost of equity. More specifically, the model includes the following 
determinants of the cost of equity: the ERP (the CAPM factor); the difference 
between the return on a portfolio of small stocks and that on a portfolio of large 
stocks (ie, small minus big—SMB); and the return on a portfolio of high book-to-
market stocks minus that on a portfolio of low book-to-market stocks (HML).  

The formula for the Fama–French cost of equity is as follows: 

cost of equity = Rf + b(ERP) + s(SMB) + h(HML). 

The b, s and h coefficients here measure the sensitivity of the portfolio’s return to 
the ERP, SMB and HML factors, respectively.  

The key studies estimating the SMB, ERP and HML are highlighted in Table A1.1. Of 
these, Dimson, Nagel and Quigley (2003), covering returns on all UK-listed firms 
from 1995 to 2001, appears most applicable to Manx Gas. The study finds that the 
required returns on small company stocks are 1.81% higher than those of large 
company stocks, a figure significantly larger than the 0.8% small cap premium used 
by Oxera. However, since the size of small firms included in this analysis is likely to 
be much larger than that of Manx Gas, this premium would not be directly 
applicable.  

                                                                                                                                            
25 The International Energy Group was itself purchased by Babcock & Brown Infrastructure Limited in 
May 2005.  
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Table A1.1 Fama–French factor values (%) 

 

Return on a portfolio of small stocks 
less return on a portfolio of large 

stocks Time period; sample 

Fama–French 
(1993) 

3.29 1963–1991; US listed firms 

Gregory (2006) 0.77 1975–2005; UK FTSE All-share 
firms 

Dimson, Nagel and 
Quigley (2003) 

1.81 1955–2001; all UK listed firms 

Average 1.96  
 
Source: Fama, E.F. and French, K.R. (1993), ‘Common Risk Factors in the Returns on Stocks and 
Bonds’, Journal of Financial Economics, 33, pp. 3–56; Gregory, A. (2006), ‘TM Risk-style Database, 
January 2006’, Exeter Enterprises, University of Exeter, January; Dimson, E., Nagel, S. and Quigley, G. 
(2003), ‘Capturing the Value Premium in the United Kingdom’, Financial Analysts Journal, 
November/December. 

A more appropriate value of the small cap premium may be obtained from Ofwat’s 
determinations on the premium to be applied to small water-only companies 
compared with the cost of capital of the larger water and sewerage companies (see 
Table A1.2).26 With net assets of around £30m in 2005, Manx Gas lies in the lowest 
of Ofwat’s bands. Consequently, a small cap premium of 1.5% may be applied to its 
cost of equity as an upper bound. Whereas, a direct small cap premium is not 
applied on debt, a small cap premium on debt is assumed to exist within the upper 
bound of the debt premium (2.0%).  

Table A1.2 Ofwat’s bands for the small company premium 

Regulatory 
capital value Companies 

Equity 
premium 

(post-tax, %) 

Debt premium 
(post-tax, %) 

Total 
allowance 

(post-tax, %) 

<£70m Cambridge, Dee Valley, 
Folkestone & Dover, 
Tendring Hundred 1.5 0.4 0.9 

£70m–
£140m 

Bournemouth & 
W. Hampshire, 
Portsmouth, Sutton & East 
Surrey 1.3 0.3 0.7 

£140m–
£280m 

Bristol, Mid Kent, South 
Staffordshire 1.2 0.2 0.6 

£280m–
£700m South East, Three Valleys 0.5 0.1 0.3 
 
Source: Ofwat (2004), ‘Future Water and Sewerage Charges 2005–10: Final Determinations’; Table 46, 
p. 226. 

 
 

                                                 
26 Ofwat (2004), ‘Future Water  and Sewerage Charges 2005–2010: Final Determinations’. 


