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Background 
 
In September 2005 the Council of Ministers agreed that the Isle of Man Office of Fair Trading 
(OFT) should undertake an investigation under Section 19 of the Fair Trading Act 1996 into 
the prices being charged for energy on the Island.  
 
The period of the investigation was 2001 to 2005. 
 
The relevant part of Section 19 of the Fair Trading Act 1996 states that:- 
 

(3)  On completion of an investigation under this section the Board shall make a 
report on the investigation to the Council of Ministers- 

 
(a)  stating its findings of fact which are material to the information which 

it provides; and 
(b)  containing such additional observations (if any) as it considers should 

be brought to the attention of the Council of Ministers as a result of 
the investigation. 

 
Progress to date 
 
Due to the extensive nature and complexity of the investigation it was necessary for the OFT 
to engage consultancy assistance from Oxera Consulting Ltd which was financed by a 
supplementary vote from Tynwald approved on 14th December 2005.   
 
This has been the largest investigation of its kind undertaken by the OFT and due to the 
amount of information gained it was decided to divide the report into four Chapters, each 
dealing separately with liquid fuels, gas, electricity and solid fuel respectively.  Whilst the 
Council of Ministers has yet to consider all Chapters in detail, the Fair Trading Act 1996 
requires that Section 19 reports to be laid before Tynwald. The Chapters of the report 
covering liquid fuels and gas were laid before Tynwald in February 2007. Council of Ministers 
has now received the third chapter covering electricity which is appended to this report.  The 
final Chapter on solid fuel is presently being finalised and will be presented to Tynwald in the 
near future. 
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1 Introduction 

Oxera Consulting Ltd (“Oxera”) was commissioned by the Isle of Man Office of Fair Trading 
to investigate the level of energy prices in the Isle of Man. This report presents analysis of 
the electricity supply market. It looks at the scope of the investigation of the electricity 
market, before describing the methodological approach adopted, and outlining key trends in 
the industry. 

1.1 Scope of investigation 

To undertake any price investigation, it is first necessary to define the scope of the analysis. 
To do this, the relevant product market and time period need to be identified. This report 
takes the relevant market to be the retail electricity supply market in the Isle of Man. 
According to this definition, the only provider is the Manx Electricity Authority (MEA), a 
statutory board of Tynwald. The analysis covers the three elements of the electricity supply 
chain—generation, transmission, and distribution—and the MEA is the only provider across 
all three elements; the exception being generation, which is also provided, under contract to 
the MEA, by an energy-from-waste (EfW) plant.1 

This implies that focusing on the MEA’s electricity tariffs is sufficient for the investigation of 
retail electricity prices in the Isle of Man, since no other player sells electricity to final 
consumers.  

The period of the investigation is 2001–05, although, where necessary and depending on 
data availability, this has been extended. In particular, the following are examined: 

– the evolution of costs over the period March 2001 to March 2005; 
– price movements over the period August 2000 to December 2005;  
– profitability over the period March 1999 to March 2005.2 

To identify whether prices in the relevant market over the relevant period were reasonable, 
Oxera adopted the widely accepted methodology discussed below. 

1.2 Methodological approach 

In assessing whether electricity prices are reasonable, it is first necessary to understand the 
underlying cost structure of electricity supply, how changes in costs are reflected in final 
prices, and what the returns of the electricity supply business are. The core of the 
investigation is therefore based on two self-contained, but interdependent, analytical 
approaches: assessment of the price–cost relationship through time, and profitability 
analysis. 

– Having identified the main cost components of electricity supply, their evolution can be 
analysed, together with the extent to which cost changes are passed on to consumers 
through retail electricity tariffs (section 3).  

– A profitability assessment can then be undertaken. The returns of the electricity supplier 
at the overall company level and for the electricity business alone (ie, excluding non-

                                                           
1 The EfW plant is an independent entity from the MEA. 
2 Where the growth of prices and of costs are shown together, comparable time periods are used.  
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electricity activities and gas supply activities) are compared against appropriate 
benchmarks (section 4).  

The first element is addressed through a top-down assessment of the relationship between 
tariff changes and underlying costs. This provides the background and thus assists in the 
investigation of whether prices are reasonable. Another important outcome of the top-down 
price–cost analysis is that it may aid in the specification of an electricity price monitoring 
mechanism, if required. 

In the second stage, the reasonableness of the price–cost relationship is examined by 
analysing profitability. An examination of the MEA’s profitability over the last five years 
provides an understanding of whether the electricity supplier is using its market power to 
charge excessively high prices. This is examined by: 

– benchmarking margins and returns on capital employed (ROCE) against comparator 
electricity companies;  

– comparing the return generated by the MEA for its investors against that which investors 
require for similar investments in a competitive market (ie, the cost of capital).  

Returns in excess of the relevant competitive benchmark may indicate that prices are too 
high. In addition, returns of the electricity supply business are calculated after excluding the 
non-core activities of the electricity supplier. This shows whether electricity consumers are 
subsidising potentially loss-making, non-core activities of their electricity supplier.  

Another important aspect of the electricity market is future prospects. Over the last five 
years, consumers might not have paid unreasonable prices, but the future evolution of prices 
is also important. The retail electricity tariff in the Isle of Man is fixed in real terms until 2010. 
Scenario analysis provides some insight into whether the future likely evolution of electricity 
prices will generate normal returns for the electricity supplier.  

1.3 Key trends in the industry 

Over the period 2001–05, the electricity industry in the Isle of Man can be characterised by 
four major elements: 

– stable growth in electricity consumption; 
– stable electricity tariffs from 2001 to 2004, followed by significant growth in electricity 

prices in 2004 (in nominal terms); 
– large-scale capital investment programmes undertaken by the MEA to update the 

generation plant and to secure sources of fuel supply; 
– an investigation by the Isle of Man Parliament into certain affairs of the MEA. 

These elements (with the exception of the Parliament investigation) are examined in more 
detail below. 

Over the past five years, demand for electricity in the Isle of Man has increased at a 
reasonably steady rate—between 2001 and 2005, average annual growth in on-Island 
consumption was 3.1%. (The cumulative increase in electricity consumption over this period 
was 13%.) 

Electricity prices remained relatively stable until a significant increase in 2004. The variable 
component, or unit charge, of domestic and industrial electricity tariffs remained constant in 
nominal terms from April 2001 to April 2004.3 From April 2004 to December 2005 (a 20-

                                                           
3 Between April 2000 and April 2001, prices fell by 28%. 
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month period), unit electricity charges exhibited cumulative nominal growth of 44%. Overall, 
the nominal growth in unit electricity prices between April 2000 and December 2005 was 
13%. In real terms (ie, controlling for general inflation in the Isle of Man), the unit charge 
grew by 37% between April 2004 and December 2005, but fell by 4.8% between April 2000 
and December 2005. 

Another important issue between 1999 and 2004 was the £273m capital investment 
programme undertaken by the MEA.4 The key investments were to enable electricity to be 
imported from the UK, to renew the MEA’s generation capacity in order to meet rising 
demand, and to introduce and secure an independent source of natural gas. In particular, the 
construction works include: 

– an interconnector electricity cable with the UK; 
– a combined-cycle gas-turbine (CCGT) power station; 
– a natural gas transportation pipeline system. 

These investments were largely financed out of the proceeds from: 

– a bond, in the name of the Isle of Man Treasury, for the value of £185m; 
– bank loans of £120m. 

Recently, the Isle of Man Government commissioned a review of the financial affairs of the 
MEA, which argued that the company urgently required substantial additional funding.5 The 
Authority is under investigation in several areas under the Audit Act 1983. These matters 
include the legality of certain bank loans and overdrafts. 

The scope of Oxera’s analysis is to assess whether electricity prices on the Isle of Man are 
reasonable. This assessment is being undertaken independently of the Tynwald 
investigation. 

The remainder of this report: 

– provides an overview of the electricity industry structure (section 2); 
– examines historical trends in prices and costs (section 3); 
– assesses the MEA’s profitability (section 4); 
– summarises the key findings and provides some recommendations (section 5). 

                                                           
4 See section 2.6 for an overview of the capital programme and associated costs. 
5 PKF (2005), ‘Review of the Financial Affairs of the Manx Electricity Authority’, July.  



   11

2 Structure of the industry 

This section describes the structure of the electricity industry in the Isle of Man, addressing in 
turn each element of the electricity supply value chain (generation/importation, transmission 
and distribution). The MEA’s capital investment programme is then discussed and its non-
electricity activities outlined. 

– The electricity industry in the Isle of Man is almost exclusively represented by the MEA, 
a vertically integrated electricity company with responsibility for electricity generation, 
transmission and distribution. 

– Historically, electricity was generated on the Isle of Man using fuel oil. In 2001, the 
newly introduced interconnector cable allowed for electricity to be imported from the 
UK, and, in 2003/04, the completion of a CCGT plant and the introduction of a gas 
transportation pipeline on the Island made it possible to diversify across input fuel 
types. 

– Since the end of 2005 the vast majority of on-Island generation has shifted to the 
natural gas-fired CCGT. 

– At the end of 2005, after four years of being a net importer of electricity, the MEA 
became a net exporter of electricity. 

– From 1999 to 2004, the MEA invested £273m in capital projects to update the 
generation plant and to secure fuel supply. 

– The MEA undertakes several non-electricity business activities and has associated 
non-electricity assets. 

The level of retail electricity prices faced by final customers is conditioned by the structure of 
the electricity supply industry, which comprises the following in the Isle of Man: 

– the import of fuel to the Isle of Man—natural gas, the main type of fuel used for on-
Island electricity generation, is imported from the GB market via the spur connection to 
the Moffat interconnector; 

– on-Island generation—electricity is almost exclusively generated at the four power 
stations owned and operated by the MEA. Some capacity is also generated at the Isle of 
Man (EfW) Incinerator; 

– electricity imports—a sub-sea AC cable connecting Bispham at the north end of 
Blackpool with Douglas in the Isle Man allows for electricity to be imported directly from 
the UK distribution network; 

– transmission and distribution to final consumers. 

2.1 Fuel importation 

Historically, fuel and lubricant oils were used to generate electricity. Over the period 2001 to 
2003, the MEA undertook a significant amount of work to introduce natural gas to the Island, 
to provide a fuel source for the gas-fired CCGT, completed in 2003, and for on-Island 
domestic, commercial, and industrial use. 
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From 2003, when the gas transportation pipeline network was completed and commissioned, 
the MEA started importing natural gas to the Island. Gas is transported from Moffat in 
Scotland through a system of pipelines to Pulrose near Douglas. The transportation chain 
consists of three main elements:  

– the pipeline system (SIPS II) between Moffat, Scotland and Ballough, Ireland (the Moffat 
distribution system); 

– the Moffat distribution system is connected with the west coast of the Isle of Man by a 
sub-sea spur (approximately 11km) which ends at Glen Mooar, where a pressure 
reduction station is located;  

– a cross-Island pipeline (approximately 20km) runs from the pressure reduction station at 
Glen Mooar to Pulrose. 

The MEA has contractual rights to use capacity on the SIPS II pipeline, until September 
2023. The reserved capacity of the Authority increases over the contract period, but cannot 
exceed 15%6 of the total capacity of the distribution system. As at the end of 2005, the 
Authority was using 6.29% of the capacity, including 0.78% supplied to Manx Gas.  

The spur pipeline to Glen Mooar was designed, installed and commissioned by Bord Gais 
Eireann (BGE) in accordance with the MEA’s requirements. The pressure reduction station in 
Glen Mooar was built by the MEA to reduce pressure from the sub-sea transmission levels to 
those used to transport gas overland. 

The final element in the gas transportation network is the cross-Island pipeline, which runs 
from the pressure reduction station to Pulrose near Douglas. A stylised illustration of the gas 
transportation system is shown in Appendix 1. 

Having first been brought to the Island in 2003, natural gas has increasingly been used in 
electricity generation. As shown in Figure 2.1, in 2003/04, 65% of on-Island electricity 
generation (80 out of 125GWh) was based on natural gas, while during the first eight months 
of financial year-end (FYE) 2006, natural gas accounted for 86% of on-Island generation 
(247 of 286GWh). The increasing utilisation (and therefore importation) of natural gas was 
accompanied by a decrease in the use of other fuel types. 

Figure 2.1 Electricity in the Isle of Man by source, 2000–06 FYE (GWh) 
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6 According to the MEA statutory accounts as at March 31st 2004. 
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Note: The MEA’s FY ends on March 31st (eg, FYE 2002 refers to the period from April 1st 2001 to March 31st 
2002). For FYE 2006, data is available from April 2005 to December 2005. Oil-based and other on-Island 
generation includes fuel oil and gas oil-fired generation (Peel, Ramsey and Pulrose stations), generation at the 
hydro station (Sulby) and EfW. 
Source: MEA data and Oxera calculations. 

2.2 Generation 

The MEA’s principal generating assets include a CCGT, two diesel-generating stations and a 
hydro station: 

– the 87MW CCGT at Pulrose was commissioned in 2003, and was the major generating 
asset at the end of 2005 (see Figure 2.1); 

– a diesel-generating station at Pulrose (1987–88) with a capacity of 48.5MW; 
– a diesel-generating station at Peel (1994) with a capacity of 38.4MW; 
– a 7MW diesel station at Ramsey (1960–62) (currently rated at 3MW), previously used to 

stabilise line voltage across the transmission system in the north and now for 
emergency use only; and 

– a 1MW hydroelectric plant (1980–83) fed from the Sulby and Block Eary reservoirs.  

Additional capacity is obtained from the EfW plant, completed in 2004/05, the output of which 
is purchased by the MEA. In 2004/05, the EfW plant accounted for 12% of the total on-Island 
generation (22GWh of 189GWh). 

A stylised illustration of the geographical location of the principal MEA generation facilities on 
the Isle of Man is shown in Appendix 1 (as well as details on ownership, operation and 
accounting treatment of different elements of the gas transportation network).  

2.3 Electricity interconnection 

The Island is linked to the UK electricity national grid through a sub-sea interconnector from 
Lord Street in Douglas, to Bispham, Lancashire, which began operation in November 2000 
and is capable of importing or exporting power. Originally rated at 40MW for continuous 
usage, the cable has since been upgraded to 60MW continuous use.  

The Manx Interconnector immediately began trading in the England and Wales (E&W) 
Electricity Pool system in preparation for a major change in the structure of the E&W 
electricity trading market in the form of the New Electricity Trading Arrangements (NETA), 
which were scheduled to come into force from March 2001.  

To capitalise on these new trading arrangements, a long-term competitive electricity forward 
contract was negotiated with Enron Corp. (Enron) in February 2001 following a detailed and 
comprehensive tendering exercise involving all the main electricity suppliers. However, when 
Enron went into administration at the end of November 2001, the MEA was obliged to 
embark on another round of competitive tendering which resulted in an energy supply 
contract with E.ON UK plc (branded as Powergen) commencing December 2001. The latter 
was again structured to allow electricity to be imported and excess generation output to be 
exported through the Manx interconnector into the E&W electricity system.  

During the period of the Powergen contract, cost-effective innovations included a temporary 
increase in the capacity of the Manx Interconnector from 40MW to 49MW and a load 
management scheme enabling Powergen to interrupt electricity supplies for a specified 
number of hours during the winter months. These innovations led to a substantial reduction 
in MEA’s operating costs and established a profitable income stream for future years. 
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The commissioning of the CCGT in 2003/04 introduced more flexibility and choice into MEA’s 
generation portfolio and necessitated a further appraisal of electricity suppliers to ensure 
additional reductions in operating costs and maximisation of the MEA’s export-related 
income streams. Consequently, in December 2003, a new trading agreement was reached 
with RWE npower plc (RWE npower), which facilitated direct access to RWE’s Trading arm 
and extracted more value for the MEA’s procurement and trading activities within the E&W 
electricity market. 

Since the start of this new Route-to-Market Agreement (RTMA), the MEA’s net operating 
costs have fallen considerably and a substantial income stream has been developed, 
capitalising on the excess capacity of the CCGT and the increased capacity of the Manx 
Interconnector.7 New revenue streams were developed in terms of standing reserve 
contracts with National Grid Company (NGC) through an intermediary agent, Gaz de France, 
and an additional load management scheme, referred to as Triad management, which was 
agreed with RWE npower to reduce the latter’s exposure to the NGC’s transportation 
charges. 

In addition, the commissioning of the new gas pipeline in November 2002 from Moffat to the 
Isle of Man necessitated the negotiation of a competitive gas supply for the CCGT in 2003. 
Following a competitive and extensive tendering exercise, Bord Gais Eireann (BGE) Energy 
Supplies was awarded a gas supply contract and a new RTMA was negotiated which 
enabled both the MEA and Manx Gas to gain access to competitive gas prices in the UK gas 
marketplace. 

Further negotiations with BGE Transportation resulted in a Regulatory Benefit income stream 
to the MEA, which currently amounts to around £350,000 per annum. From April 2005 gas 
pipeline trading also enabled the MEA to participate in secondary capacity trading. In FYE 
2005/06, this is expected to bring around £285,000 per annum in additional income. 

In summary, the procurement activities of the MEA Energy Trading team have delivered 
sustained reductions in the Authority’s operating costs and additional external revenues, 
which have improved its ROCE.  

2.4 Transmission and distribution 

The last two elements in the business supply chain comprise the transmission of electricity 
from the generation facilities, and its onward distribution to the MEA’s customer base. The 
MEA’s Network Services Division controls this element of the business. 

Network Services manages the UK–Isle of Man Interconnector, which provides a parallel 
connection of two transmission and distribution systems from United Utilities’ 132/90kV 
substation at Bispham, near Blackpool, to the 90/33kV power system at Lord Street in 
Douglas.8  

The Interconnector formed an integral component of the investment programme, which 
allowed the installation of larger, more efficient generation on the Island. It is a very flexible 
asset, providing security, stability and commercial flexibility to the Authority’s portfolio. 

                                                           
7 From 2003/04 to 2005/06, more than £8m was accumulated in additional revenues and cost savings attributable solely to the 
MEA’s export activities. 
8 The sub-sea transmission voltage is 90kV, which facilities the most efficient means of bi-directional power transfer for the size 
of internal cable conductor installed. The point-to-point route length of the Interconnector is 102km, and this is currently the 
longest AC power cable operating in the world. 
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The MEA’s transmission system9 is designed and installed to specifications similar to those 
used for the UK’s 400kV transmission system, because this provides the mechanism 
connecting generating stations, and because this system runs in parallel with that in the UK. 

Dynamic stability is a fundamental requirement of an interconnected mesh network. A 
transmission system with the varied components found on the Isle of Man must have 
safeguards in place to ensure that a fault in one major component does not affect the rest of 
the system. Equally, faults in the UK system could cause instability in the Isle of Man system. 
Special protection, known as ‘Pole Slipping’ protection, is therefore installed on the 
Interconnector and the generation plant. Non-Island distribution network operators (DNOs) 
are unlikely to need to install equivalent protection systems because they will not have to 
manage the dynamic stability issues of a diverse interconnected generation and transmission 
system. 

The MEA’s distribution network operates at 11kV and below, and provides electricity to urban 
and rural areas.10  

2.5 Summary  

Summarising the key issues discussed above, over the period 1999–2005, there were a 
number of substantial developments in the Isle of Man electricity supply chain: 

– in 2001/02 a significant part of on-Island generation was substituted by imports; 
– by the end of 2005, oil was almost completely substituted by gas as the fuel used in the 

electricity generation process. Oil-based power stations therefore moved down the 
priority order, and the recently completed CCGT evolved as the major generation facility; 

– independent sources of gas supply, introduced over the period, supported this transition 
process. 

All these changes were implemented as part of the large-scale capital investment 
programme undertaken by the MEA. The major elements of the programme are described 
below, addressing the timing and value of the investments. The assessment of whether 
these steps were required and who was responsible for the decision to undertake the whole 
programme, or any decision in relation to any of its elements, is outside the scope of Oxera’s 
investigation and therefore not examined in this report. 

2.6 Capital investment programme 

To increase security of supply in the Isle of Man, the MEA undertook a large-scale capital 
investment programme, key elements of which include: 

– the initial step—construction of the Interconnector cable with the UK;  

– the key element—construction of the 80MW CCGT, which can be run on natural gas 
and fuel oil; 

– supplementary projects—to introduce natural gas into the Island for the CCGT, a 
pipeline system was constructed partly by the MEA and partly by BGE. Additionally, 
some capacity was reserved on the existing gas distribution system. 

                                                           
9 The MEA’s transmission system operates at 33kV and comprises 94.7km of overhead line and 51.1km of underground cable, 
with 11 primary substations forming the nodes on the network that interface with the distribution network.  
10 The system includes overhead lines, underground cables, substations and switchgear, and transformers, thereby facilitating 
52,987 end-user terminations. The distribution system is designed and installed to be highly resilient, with unit protection 
systems connected between nodes. 
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The AC cable was constructed by the Manx Cable Company (MCC), which was established 
by the MEA and National Grid Isle of Man Ltd, an affiliate of NGC. The MCC’s initial financing 
of £45m comprised £4.5m of equity from each of the shareholders (including the MEA) and a 
£36m debt facility arranged by HSBC Bank. In March 2002, the MEA acquired MCC and 
refinanced its debt obligations. Total capital expenditure (CAPEX) incurred in this transaction 
was £54.6m, which is £4.6m above the original indicative costs, as reported to Tynwald in 
July 2001, amount of £50m11 (£20m NGC shares and £30m refinancing of debt).  

Contracts for the design and installation of the Interconnector were signed in February 1999, 
and the cable was fully operational by October 2000. The total cost of the cable to the MEA 
is the sum of the initial investment in the MCC (£4.5m) and the amount paid during the 
acquisition and refinancing of the MCC’s debt (£54.6m)—ie, £59.1m.  

Construction of the CCGT began in 200112 and it was first commercially operated in 
November 2003. The MEA’s original indicative CAPEX for the CCGT was £80m, and total 
actual expenditure incurred by the MEA was £129m.13  

To secure fuel supply to the Island and allow for natural gas to be used in electricity 
generation, the MEA has undertaken a series of projects. 

– It contracted with BGE to construct a spur interconnector between the Moffat distribution 
system and Glenn Mooar in the Isle of Man. According to the agreement with BGE, the 
MEA is committed to annual payments to recover construction costs incurred by BGE 
and a finance charge. The MEA has also secured spare capacity on the Moffat 
distribution system. According to the agreement with BGE, the Authority has obtained a 
right to use up to 15% of the total capacity on the system. The terms of the contract 
require the MEA to pay a capacity charge irrespective of the amount of gas pumped 
through the system. As at the end of 2004, the total amount of future payments to 
recover construction costs and for secured capacity is valued at £106m in present value 
terms.14 Costs associated with payments for reserved capacity and recovery of the 
capital charge were not budgeted for. 

– Construction of the cross-Island pipeline from Glen Mooar to Pulrose, near Douglas. 
Initiated in February 2002, the pipeline was completed in December 2002.15 Total 
CAPEX, originally indicated at £20m,16 was actually £23.5m.17 

– Construction of the pressure reduction station. Work started in October 2002 and the 
station was completed in September 2003. Total CAPEX of around £15.1m was 
incurred. The station construction was not budgeted for, since it was originally supposed 
to be constructed by BGE as part of the spur interconnector pipeline. The pressure 
reduction station and the cross-Island pipeline were constructed by the MEA. 

Table 2.1 below summarises the MEA’s capital investment programme.  

                                                           
11 As stated in PKF (2005), ‘Manx Electricity Authority Review on behalf of the Isle of Man Government into the Recent Affairs 
of the Manx Electricity Authority and ‘Subsidiary’ Companies’, p. 9. 
12 Design and planning works had been ongoing throughout 2000. 
13 PKF (2005), op. cit 
14 According to unaudited draft accounts of the MEA for 2004/05. 
15 PKF (2005), op. cit., p. 107. 
16 PKF (2005), op. cit., p. 9. 
17 PKF (2005), op. cit. 
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Table 2.1 MEA’s capital investment programme 

 Investment Costs (£m) 

Initial investment in the Manx 
Cable Company (MCC)  

 

 

4.5 

 

 

Indicative amount to be paid 
for the acquisition and 
refinancing of MCC’s debt in 
March 2002 

50 

Actual amount paid for the 
acquisition and refinancing of 
MCC’s debt in March 2002 

54.6 

Interconnector cable with the UK 

Total cost incurred by the MEA 
in constructing the 
interconnector 

59.1 

Indicative expenditure 

 

80 CCGT power station 

Actual expenditure  129 

Spur interconnector between the Moffat 
distribution system and Glen Mooar in 
the Isle of Man 

Future payments required to 
recover construction costs and 
for secured capacity 

106  

(in present-value terms) 

Indicative CAPEX 20 Construction of the cross-island 
pipeline from Glen Mooar to Pulrose, 
near Douglas Actual CAPEX 23.5 

Pressure reduction station Total CAPEX (unbudgeted) 15.1 
 
Source: PKF (2005), ‘Manx Electricity Authority Review on behalf of the Isle of Man Government into the Recent Affairs of the 
Manx Electricity Authority and “Subsidiary” Companies’, p. 9, and the unaudited draft accounts of the MEA for 2004/05.  
 
To finance these infrastructure investments, the MEA raised a significant amount of debt 
capital. The key elements of this financing programme include the following: 

– a bond in the name of the Isle of Man Treasury issued by the MEA in 2001. The bond 
has a maturity date of August 2034, a nominal value of £185m and was issued at an 
interest rate of 5.375% per annum; 

– the MEA’s commitments in relation to the capital payments to BGE for the reserved 
capacity and constructed spur pipeline represent finance debt, and as at 2004/05 were 
valued at £106m;18 

– in 2004, a £70m long-term loan for five years and a £50m medium-term loan for six 
months (repaid by the government in September 200519) were drawn down from 
Barclays Private Clients International. 

2.7 Non-electricity activities 

The scope of this price investigation covers the electricity supply market on the Isle of Man 
represented by the only player, the MEA. At the same time, it is important to consider 

                                                           
18 According to unaudited draft accounts of the MEA for 2004/05. 
19 The MEA has not been released from its obligation to repay both the principal and the interest. 
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whether the electricity supplier is active in other businesses. The MEA is engaged in several 
business activities that do not relate directly to electricity supply (see Figure 2.2). 

Figure 2.2 Overview of MEA divisions and other participants of the electricity 
industry in the Isle of Man 

PGT MCC

MEA

Telecoms

Appliances Gas supply Electricity 
supply

Transmission 
and distribution Generation

Energy-
from-waste

 

Source: Oxera. 

The MEA partly owns20 and operates21 the gas pipeline system. During the construction of 
certain parts of the system (the pressure reduction station and the cross-Island pipeline), the 
MEA incurred significant CAPEX. It is also committed to make annual payments for reserved 
capacity on the Moffat distribution system. As at the end of 2005, the net book value of the 
gas pipeline system was £106m (for the Isle of Man spur and future capital charges for SIPS 
until 2023). This figure does not include the cost of the cross-Island pipeline and pressure 
reduction station. 

The MEA also owns a fibre-optic telecommunication cable between the Isle of Man and the 
UK. The total costs incurred by the Authority in exploring the commercial possibility of 
delivering telecommunication services in the Isle of Man were £1.1m in 2004 and £0.8m in 
2005.  

The Authority also sells appliances. The retail business includes sales of electrical 
appliances, as well as a certain number of retail products. In 2004/05, the retail business 
represented 12% of the MEA’s total turnover (£4.9m of £40.4m), and had an average 
profitability (return on sales) of 27% from 1999 to 2005.22  

The EfW plant is an independent generation plant with which the MEA has a purchase 
contract.23 

                                                           
20 The MEA owns the cross-Island pipeline (including all pressure-reduction stations) and will own the IOM spur under a finance lease to 
expire in 2023. BGE owns SIPS and will continue to do so after 2023. 
21 BGE operates the sub-sea pipeline systems (IOM spur and SIPS) and the pressure-reduction station at Glen Mooar. The MEA operates the 
cross-Island pipeline system, the power station pressure-reduction station and the domestic pressure-reduction station at Pulrose. Although 
BGE sub-contracts the operation of Glen Mooar to the MEA gas division, BGE retains control.  
22 See section 4.2.4 for profitability estimation. 
23 The EfW is an independent entity from the MEA and cannot be considered as an MEA asset. 
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3 Electricity prices and costs 

Trends in electricity prices and costs over time are examined in this section. First, the 
electricity tariffs offered by the MEA, including the agreed Fuel Cost Adjustment (FCA), are 
discussed. Electricity prices in the Isle of Man are then benchmarked against those in the 
UK, Jersey, Guernsey and the Republic of Ireland. Finally, the evolution of the costs of 
electricity supply is described, and the degree of cost pass-through investigated. 

Electricity prices are analysed over the period from April 2000 to September 2005 (FYE 
2001–2005 and the first half of FYE 2006); costs are analysed from April 2000 to March 2005 
(FYE 2001–05). 

– A typical domestic or commercial tariff consists of a variable component (unit charge) 
and a fixed component (standing charge). Industrial customers are also charged for the 
maximum connected capacity (capacity charge) and the maximum monthly demand 
(demand charge). 

– An annual rebate of £42 was given to all MEA customers over the period concerned 
(2000–05, with the exception of the period from April 1st 2004 to August 31st 2005). 
The Isle of Man Government financed the rebate via a loan provided to the MEA. The 
rebate completely offset the standing charge for domestic customers. 

– From April 2000 to September 2005, standing and demand charges remained stable in 
nominal terms. The unit charge across all tariffs grew by 13% in nominal terms and 
decreased by 4.6% in real terms. In addition, a capacity charge of £1/kVA was 
introduced in February 2005 for industrial customers.  

– Over the period from FYE 2001 to 2005, the average24 unit price of electricity 
decreased by 3% in nominal terms, while the average unit cost of the MEA25 grew by 
27% in nominal terms.26 

– In the period from 2001 to 2005, electricity prices in the Isle of Man, the UK, the 
Channel Islands and the Republic of Ireland increased, with the largest rise in the 
Republic of Ireland and the second largest in the Isle of Man.  

– From 2001 to 2005, the MEA’s operating costs grew by 49% in nominal terms and 30% 
in real terms, largely driven by electricity wholesale costs, which accounted for around 
60% of the total increase. To a large extent wholesale costs were driven by higher fuel 
prices. 

– The introduction of the Interconnector cable in 2000, initially aimed at ensuring security 
of supply and benefiting from the access to the competitive UK market, also allowed 
significant savings in operating costs, estimated at £7m over the period 2001–05. 

                                                           
24 Calculated as the average unit charge for a given year, where unit charges are weighted by the number of months in which 
they were applied during this year.  
25 Calculated as total MEA operating costs over a given year, divided by the total volume of on-Island electricity generation and 
imports during this year. 
26 Non-electricity activities, such as gas transportation, also contributed to the total MEA unit cost increase. 
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3.1 Trends in prices 

This section discusses how electricity prices changed between April 2000 and September 
2005.  

3.1.1 Tariff structure 
There are four main categories of electricity consumer in the Isle of Man: domestic (domestic 
tariff); commercial (non-domestic tariff); industrial (demand tariff); and public (public lighting 
tariff). From 2001 to 2005, electricity sales across these categories were as follows:  

Domestic 43% 
Commercial 33% 
Industrial 23%  
Public customers and exports 1% 

A typical tariff for commercial and domestic customers comprises a variable component (the 
unit charge), specified in pence per unit of electricity (p/kWh), and a fixed component (the 
standing charge), specified in pence per day, which is independent of the amount of 
electricity consumed.  

Industrial clients are also charged for their maximum connected capacity and the average 
actual capacity that they use. Thus, a typical industrial tariff comprises: 

– a unit charge in pence per kWh consumed during a certain period of time; 

– a monthly standing charge irrespective of the amount of capacity provided; 

– a monthly demand charge—a monthly payment (in £) equal to the maximum monthly 
capacity (in kVA) multiplied by the monthly demand charge; 

– an agreed capacity charge—a one-off annual payment for connected capacity.27 This 
charge was introduced by the MEA in February 2005. 

Public lighting is defined in terms of the unit charge, or pence per kWh of consumption. 

All tariffs are agreed in Tynwald.28 If fuel prices increase substantially above expectations, 
the MEA has some flexibility to change the effective price of electricity via the FCA, which 
does not have to be agreed in Parliament. The FCA is based on the difference between the 
budgeted and actual average unit cost of fuel.  

3.1.2 Trends in tariffs 
Electricity prices are examined over the period from April 2000 to September 2005 
(FYE 2001–2005 and the first half of FYE 2006). Table 3.1 presents key information on the 
tariffs offered by the MEA to its customers over the period of investigation. 

                                                           
27 In other words, a payment in £/kVA (1kVA = 0.8kW) for the maximum amount the client is able to consume. 
28 Although there is no requirement to obtain formal approval. 
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Table 3.1 MEA electricity tariffs, April 2000–April 2006  

 Unit charge 
including FCA 

FCA Standing charge Rebate RPI 

Valid from Domestic 
and non-
domestic 

Demand  Domestic Non-
domestic 

Demand    

 p/kWh p/kWh p/kWh p/day p/day £/month p/day index 

01/04/00 9.76 8.00 0.8 11.51 13.10 10 11.51 101.4 

01/09/00 8.86 7.30 0.8 11.51 13.15 10 11.51 102.8 

01/04/01 7.65 6.25 0.4 11.51 13.15 10 11.51 104.2 

01/04/02 7.65 6.25 0.4 11.51 13.15 10 11.51 105.7 

01/04/04 7.65 6.25 0.4 11.51 13.15 10 0 114.0 

01/08/04 8.91 7.44 1.3 11.51 13.15 10 0 115.3 

01/12/04 10.31 8.39 2.7 11.51 13.15 10 0 117.5 

01/09/05 11.04 8.94 0.0 11.51 13.15 10 11.51 120.2 
 
Note: For the domestic tariff direct, the debit payment method is shown. For demand, the tariff for M1 LV 
customers is shown. The rebate is applied to standing charges for all tariffs. The Isle of Man RPI with the base 
period of January 2000 is shown. Tariffs are shown excluding VAT. Direct debit discounts are available for 
commercial customers.  
Source: The MEA and the Isle of Man Treasury. 

From 2000 to 2005, the standing and demand charges on major tariffs remained unchanged. 
Therefore, all variations in electricity prices were driven by unit charges, the FCA and 
changes in the rebate to the standing charge. In addition, in February 2005 a capacity charge 
of £1/kVA connected was introduced for industrial customers.  

As shown in Figure 3.1, trends in unit charges over the period April 2000–September 2005 
were similar for domestic, commercial and industrial customers. A 22% decrease (nominal) 
in FYE 2001 was followed by more than three years of constant unit charge until the tariff 
then rose in August 2004, December 2004, and again in September 2005. The difference in 
unit charges for domestic and commercial customers between September 2005 and before 
the first rise in August 2004 represents a 44% increase in nominal terms and a 37% increase 
in real terms (43% and 36% for industrial customers).  

Overall, the nominal growth in domestic and commercial unit charges from April 2000 to 
September 2005 was 13%; in real terms, over the same period domestic and commercial 
unit charges decreased by 4.6%. The unit charge for industrial users grew by 12% in nominal 
terms and fell by 5.7% in real terms over the same period. 
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Figure 3.1a Nominal unit charge by customer category (p/kWh), April 2000 to 
September 2005 
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Figure 3.1b Real unit charge by customer category (p/kWh in January 2001 prices), 
April 2000 to September 2005 
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Note: The unit charge for the domestic tariff is specified in accordance with the direct debit payment method; for 
industrial customers the demand M1 LV tariff is shown. Changes in the industrial (demand) tariff declared in 
December 2004 took effect in February 2005.  
Source: Data from the MEA and the Isle of Man Treasury, and Oxera calculations. 

To undertake a basic comparison between price and cost evolution, it is informative to 
examine how the average (within a given year) unit price of electricity changes from FYE 
2001 to FYE 2005. The average unit price for a given year is weighted by the number of 
months in which a given unit price was applied during the year. For example, according to 
Table 3.1, in FYE 2001 (April 2000–March 2001) the unit charge of 9.76p/kWh was applied 
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for five months and 8.86p/kWh for seven months. Therefore, the average unit price in FYE 
2001 was 9.24p/kWh. 

From FYE 2001 to FYE 2005, the average unit price for domestic and commercial customers 
decreased from 9.24p/kWh to 8.96p/kWh—a 3% decrease in nominal terms. For industrial 
users, the average unit price decreased from 7.59p/kWh to 7.36p/kWh, or by the same 3% in 
nominal terms. 

Having examined trends in the tariff components across customer categories, trends in 
annual electricity bills for domestic customers or in the amount customers actually paid for 
electricity are examined below. 

3.1.3 Trends in annual electricity bills 
The unit charge is not the only element of the tariff. Electricity bills include a standing charge 
for domestic, commercial and industrial users, plus demand and capacity charges for 
industrial users. Over the period examined, the standing and demand charges were 
constant, while the capacity charge was only introduced at the beginning of 2005.  

– Domestic customers pay a monthly standing charge of £3.50 (11.51p/day). From April 
2000 to September 2005 (excluding the 17-month period from April 2004 to September 
2005) this charge was compensated for in full by a government subsidy, in the form of a 
rebate (of £42 annually or £3.50 monthly). 

– Commercial customers pay a monthly standing charge of £4 (13.15p/day), or 50p/month 
(after the government subsidy is included). 

– The monthly standing charge for industrial customers (the demand tariff) was £10 (or 
£6.50 after the government rebate is included). 

– The demand charge for industrial customers is, on average, £2.08/kVA. The additional 
capacity charge, introduced in 2004, is £1/kVA.  

Given stable standing charges, most of the variability in electricity bills is caused by variation 
in the unit charges.  

Domestic electricity charges  
Figure 3.2 shows annual domestic bills in real terms (in January 2000 prices) calculated on 
the basis of the tariff offered by the MEA. The impacts of the rebated standing charge and 
the FCA are shown. The underlying data is as presented in Table 3.1 above. 
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Figure 3.2 Annual domestic electricity bill in real terms, April 2000 to September 
2005 (January 2000 prices) 
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Note: Calculated excluding VAT, the annual bill is based on an assumption of annual electricity consumption of 
3,300 kWh.  
Source: MEA data and Oxera calculations. 

Figure 3.2 indicates that, in real terms, the annual domestic electricity bill fell between April 
2000 and April 2004. From April to September 2005, the rebate was not given to domestic 
customers. In August 2004, the higher unit charge and FCA implied an additional increase in 
the annual bill.  

From April 2000 to September 2005 in real terms the annual bill (based on annual 
consumption of 3,300 kWh and assuming direct debit payment) decreased by 4.6% (£317.6 
compared with £303.1 in January 2000 prices). This implies that, in real terms, the annual bill 
was lower in September 2005 (and therefore at present) than in April 2000. In nominal terms, 
the annual bill increased by 13.1% (£322.1 compared with £364.3). 

In addition to the evolution of the annual bill, the effects of the rebated standing charge and 
FCA are shown in Figure 3.2. The rebate has a constant effect over the period during which 
it was applied; it lowers the annual tariff by £42 in nominal terms. The standing charge was 
not rebated over the whole period concerned—there was no rebate between April 1st 2004 
and August 31st 2005. The FCA changed over the period concerned, with the maximum of 
2.7p/kWh being applied from December 2004 to September 2005. To put these numbers into 
context, in FYE 2005 (April 2004–March 2005), the average impact of the FCA was £48.4—
14% of the average annual bill (£337.6). This impact is higher for the second half of FYE 
2005.29 

Commercial electricity charges 
Electricity prices for commercial and domestic customers are very similar. The trend in unit 
charges was identical (see Figure 3.1)., with the exception of the standing charge. As 
discussed above, from April 2000 to December 2005, standing charges across all tariffs 
remained unchanged. There was a constant difference between standing charges for 
domestic and commercial customers: the standing charge on the direct debit scheme for the 
domestic tariff was 1.6p lower than that on the commercial tariff, while the standing charge 
                                                           
29 See Table 3.1, column ‘FCA’. 
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on the prepayment scheme for the domestic tariff was 3.3p higher than the commercial 
standing charge.  

This means that the trend in the annual bill for commercial customers is identical to the trend 
for domestic customers. Over the period in question, commercial customers’ electricity bills 
increased by 13.1% in nominal terms (and decreased by 4.6% in real terms). Over this 
period, the annual bill for commercial customers was higher than that for domestic customers 
on the direct debit scheme (by £5.80)30 and lower than that for domestic customers on the 
prepayment scheme (by £12). Additional charges for prepayment reflect the fees paid by the 
Authority to retail outlets and equipment suppliers. 

3.1.4 Summary 
Over the last few years, electricity prices have changed significantly. Although, in absolute 
terms, prices were different across different customer categories, the evolution across the 
customer groups was similar. Price changes were driven by changes in the unit charge, while 
the standing charge was rebated by the Isle of Man Government over almost the whole 
period (in full for domestic and in part for commercial and industrial customers). One key 
issue is that the main price increase took place after the second half of 2004 (ie, during FYE 
2004/05), while prices had previously been stable, with a decrease in FYE 2001. Table 3.2 
summarises the changes in unit charges and annual bills for domestic customers.  

Table 3.2 Average electricity prices, FYE 2001, FYE 2005 and the first half of FYE 
2006  

 FYE 2004–
FYE 2005  

FYE 2001–
FYE 2005 

 

FYE 
2001

FYE 
2004

FYE 2005 First half 
FYE 2006

(% change) 

Average unit charge including 
FCA for domestic and 
commercial users (p/kWh) 

9.24 7.65 8.96 10.43 17.1 –3

Unit charge including FCA for 
industrial users (p/kWh) 

7.59 6.25 7.36 8.48 17.8 –3

Annual bill for domestic 
(commercial) users (£) 

304.8 
(310.6)

252.5 
(258.3)

337.6 
(343.4)

379.3 
(385.1)

33.7 10.8

Isle of Man RPI at the end of 
the period (index) 

103.2 112.2 118.1 120.2 2.1 14.9

 
Note: Unit charge is reported for the commercial/domestic tariff. The annual bill is calculated for the commercial/ 
domestic tariff excluding VAT, based on annual consumption of 3,300kWh. In FYE 2005 the standing charge was 
not rebated. This drives the difference in increases in the annual bill and unit charges. The average for the year 
was weighted by the number of months in which the particular tariff was applied. 
Source: MEA and Isle of Man Treasury data, and Oxera calculations. 

3.2 Price comparison 

According to the analysis reported above, electricity prices have increased substantially over 
the last two years (from April 2004). To place this recent upward trend into context, the 
trends in electricity prices in the Isle of Man are now compared with those in other areas. 
Direct comparison of price levels is difficult due to potential fundamental differences across 
regions (such as differences in competitiveness, economies of scale, degree of vertical 
integration, price of labour, regional risks and required returns); however, comparison of 
changes in prices is informative.  

                                                           
30 Direct debit discounts are also available for commercial customers.  
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The benchmarking of electricity prices undertaken in this section focuses on a number of 
comparators,31 including, in decreasing order of similarity, the Channel Islands, the UK and 
the Republic of Ireland.  

Electricity prices for domestic and industrial users (the annual bill in the case of domestic 
users) are benchmarked as at April 2006 (or at the most recent date when comparable data 
is available) and over the last five years. Due to the issue of data availability, different sets of 
comparators are used for different cases. This is summarised in Appendix 2.  

3.2.1 Assumptions used in comparisons 
According to established methodology, domestic electricity price comparisons are 
undertaken by benchmarking the annual electricity bill (under certain assumptions with 
regard to consumption pattern). Similarly, the industrial electricity price is traditionally 
compared in terms of the average unit price or p/kWh of annual consumption. This again 
requires certain assumptions with regard to the consumer profile. The assumptions used in 
this study are reported in Table 3.3. 

Table 3.3 Assumptions for domestic and industrial electricity consumption profiles 

 Domestic Industrial 

Annual consumption (kWh) 3,300 400,000 

Capacity (kVA) n/a 230 

Maximum demand (kW) n/a 129 

Daytime consumption (% of total) 80 95 

Winter consumption (% of total) n/a 70 

Euro–pound exchange rate, as at January 2006 0.69 0.69 

VAT excluded excluded 

Climate Change Levy n/a excluded where relevant 
 
Note: These assumptions apply to Figures 3.3 to 3.5. For Figure 3.6 a different set of assumptions is used. This 
allows consistency with the assumptions used to calculate the electricity price/bill for the chosen comparators. 
Source: Oxera. 

3.2.2 Electricity price comparison 
For a price snapshot comparison, as at April 2006, the following were chosen: 

– the most geographically close comparators—the UK, the Republic of Ireland and 
Northern Ireland;  

– island economies—Jersey and Guernsey. 

The tariffs chosen for the comparison are summarised in Table 3.4. 

                                                           
31 One of the most important sources of uncertainty, when the results of benchmarking are considered, is the degree of 
comparability between the chosen benchmarks.  
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Table 3.4 Tariffs used for price comparisons (Figures 3.3 to 3.5) 

 Domestic Industrial 

Isle of Man Domestic (direct debit) Demand (M1 LV) 

Jersey Standard domestic Standard maximum demand 

Northern Ireland Home energy for April 2006 and average bill 
for 2005 Q3 

Maximum demand 

Guernsey Standard domestic Maximum demand 

Republic of Ireland Average of domestic urban and rural tariffs Maximum demand low voltage 

UK Average bill for home suppliers (direct debit) Average price for small consumers 

Scotland Average bill1  

England and Wales Average bill1  
 
Source: Oxera. 1 Based on the DTI Quarterly Energy Prices.  

Domestic electricity charges 
As shown in Figure 3.3, the annual domestic electricity bill in the Isle of Man (before VAT and 
assuming the consumption pattern outlined in Table 3.3) is £364, which is the highest among 
the comparators chosen for the benchmarking. 

Figure 3.3 Annual domestic electricity bill, according to tariffs as at the latest 
available date (£)  
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Note: Excluding VAT and based on annual consumption of 3,300kWh. The DTI reports average domestic bills for 
UK and UK counties annually; therefore the latest available data is for 2005. 
Source: MEA, Jersey Electricity, Northern Ireland Electricity, Guernsey Electricity, Electricity Supply Board (ESB), 
DTI, European Central Bank, and Oxera calculations. 

Industrial electricity charges 
As shown in Figure 3.4 below, the average industrial charge of 9.96p/kWh in the Isle of Man 
(under the assumptions presented in Table 3.3) is lower than that in Northern Ireland and the 
Republic of Ireland, but higher than charges in the UK, Jersey and Guernsey.  
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Figure 3.4 Average price of electricity for industrial customers, according to tariffs 
as at the latest available date (p/kWh) 
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Note: Excluding VAT and based on annual consumption of 400,000kWh. 
Source: MEA, Jersey Electricity, Northern Ireland Electricity, Guernsey Electricity, ESB, DTI, European Central 
Bank, and Oxera calculations. 

3.2.3 Comparison of price trends 
It is particularly important also to compare the evolution of electricity prices across regions. 
To undertake price comparisons across time, the UK, Channel Islands (Guernsey and 
Jersey) and Republic of Ireland were chosen. 

Domestic electricity charges 
From 2001 to 2005, electricity prices rose across the whole UK, with a particularly clear 
pattern in Scotland and Northern Ireland. In the Channel Islands, prices remained relatively 
stable until the beginning of 2006, when there was a sharp increase. Furthermore, until 2004, 
domestic electricity prices were higher in the Channel Islands than in the Isle of Man. An 
upward trend can also be observed for the Republic of Ireland. 

This pattern reflected the general increase in the price of all fuels over this period. 
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Figure 3.5 Average annual domestic electricity bill, 2001–05 (average from October 
to September)1 and April 2006 (£) 
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Note: Excluding VAT and based on annual consumption of 3,300 kWh. 1 The October–September and January–
December periods are used in order to remain consistent with benchmarks provided by the DTI and International 
Energy Agency (IEA). The average bill was calculated from January to December 2001–04 and Q1 for 2005 for 
the countries marked with (*). The average bill for the Isle of Man fell in the last period because the rebate to the 
standing charge financed by the government was reapplied in September 2005. 
Source: MEA, DTI, IEA, European Central Bank (ECB) and Oxera calculations. 

The underlying data is shown in Table 3.5. 

Table 3.5 Evolution of the average domestic annual bill, 2001–05 (average from 
October to September) and January 2006 (£) 

 Isle of 
Man 

Isle of 
Man (*) 

Guernsey Jersey NI Republic of 
Ireland (*)

Scotland UK E&W

2001 272 262 337 293 292 192 242 227 224

2002 252 252 337 293 299 209 243 225 222

2003 252 252 337 293 299 260 246 226 223

2004 280 305 337 293 303 277 259 231 227

2005 373 382 337 300 308 290 278 256 252

April 2006 364 364 355 329 364 312 n/a n/a n/a

Growth, 
2001–05 (%) 

37 46 0 2 6 51 15 13 12

Growth, 
2001–06 (%) 

34 39 5 12 25 62 n/a n/a n/a

 
Note: (*) The average bill was calculated from January to December 2001–04 and Q1 for 2005. The only figure 
available for 2006 was for January. The average bill for the Isle of Man decreased in the last period because the 
rebate to the standing charge financed by the government was reapplied in September 2005. 
Source: MEA, DTI, IEA, ECB and Oxera calculations. 

Until 2003, the average domestic electricity bill in the Isle of Man was lower than in the 
Channel Islands, Northern Ireland and the Republic of Ireland. After the initial tariff increase 
in the Isle of Man in 2004, domestic electricity prices in the Republic of Ireland were lower 
than those in the Isle of Man, although prices in Northern Ireland and the Channel Islands 
were, on average, more expensive. Only in 2005 did domestic electricity prices in the Island 
become the highest among the selected comparators. 
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Therefore, the observation that, as at January 2006, electricity for domestic consumers in the 
Isle of Man was the most expensive compared with a number of regions has not been a 
persistent phenomenon. (This pattern has been observed only since the end of 2005). 

In March 2006 electricity prices increased in the UK. For example, retail supplier, npower, 
raised its prices, resulting in a 13.4% increase in customers’ annual domestic bills. This latest 
price growth adds to the general trend in the UK observed over the last few years—
cumulative average growth in the annual domestic bill in the UK between 2003 and March 
2006 was 44.2%, with the largest increase recorded by British Gas, of 65.4%.32 

In addition to domestic electricity prices, it is informative to compare the evolution of 
industrial electricity prices. However, due to the limited amount of available data, it was only 
possible to compare industrial prices in the Isle of Man with those in the UK, Ireland and 
Guernsey. (The evolution of the average electricity price for industrial consumers by country 
in the UK was unavailable.) To maintain consistency with the assumptions used for the 
average industrial price for UK and Ireland, the following alternative assumptions on 
consumption profile were used. 

Table 3.6 Alternative assumptions for industrial electricity consumption profiles 

Annual consumption (kWh) 1,250,000 

Capacity (kVA) 893 

Maximum demand (kW) 500 

Daytime consumption (% of total) 0.95 

Winter consumption (% of total) 70 

Taxes excluded 

Climate Change Levy excluded where relevant 
 
Source: UK and Republic of Ireland data from EC statistics, in Focus and Energy Advice Ltd, Electricity and Gas 
Price Comparisons.  

The results of this price comparison are shown in Figure 3.6 below. 

                                                           
32 Source: energywatch press release, March 10th 2006, 
http://www.energywatch.org.uk/media/news/show_release.asp?article_id=952. 
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Figure 3.6 Average price of electricity for industrial customers,  
January 2001–April 2006 (p/kWh)  
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Note: To calculate the April 2006 figure for Ireland, ESB’s maximum-demand low-voltage tariff was used. (*) 
Alternative assumptions with respect to consumption (as outlined in Table 3.6) were used; for the remainder, the 
basic assumptions were used (outlined in Table 3.3). 
Source: MEA, ESB, DTI, and Oxera calculations. 

The underlying data is shown in Table 3.7. 

Table 3.7 Evolution of the industrial price of electricity from January 2001 to 
January 200633 (p/kWh) 

 Guernsey Isle of Man (*) Isle of Man Jersey UK(*) Republic of 
Ireland (*) 

January 2001 8.6 8.5 8.3 7.3 4.7 5.1 

January 2002 8.6 7.4 7.2 7.3 4.2 5.9 

January 2003 8.6 7.4 7.2 7.3 3.8 5.8 

January 2004 8.6 7.4 7.2 7.3 3.8 6.4 

January 2005 8.6 9.6 9.4 7.5 4.3 7.7 

April 2006 9.1 10.2 10.0 8.3 5.8 12.4 

Growth, January 2001–
April 2006 (%) 

5.5 20.2 20.5 12.4 24.5 145.1 

 
Note: To calculate the April 2006 figure for the Republic of Ireland, ESB’s maximum-demand low-voltage tariff 
was used. (*) Alternative assumptions with respect to consumption (outlined in Table 3.6) were used; for the 
remainder, the basic assumptions were used (outlined in Table 3.3). The difference in the industrial electricity 
prices in the Republic of Ireland as at April 2006, shown in Figure 3.4, is driven by different assumptions with 
respect to consumption pattern. 
Source: MEA, ESB, DTI, Guernsey Electricity, Jersey Electricity, ECB, and Oxera calculations. 

The comparison shows that industrial prices increased over the period for all regions 
examined. Industrial prices in the Isle of Man were lower than in Guernsey in 2001; in 2005 
they increased substantially and became the highest among the selected comparators. In 
2006, the Republic of Ireland evolved as the most expensive of the four selected regions in 
terms of the average industrial price. The trend observed for the Isle of Man is similar to that 
observed for the UK, with an initial price decrease in 2002 and a subsequent price increase 
in 2005. 

                                                           
33 January 2006 tariffs were also applied as at April 2006. 
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3.2.4 Summary  
Comparison of the price of electricity across a set of regions indicates that: 

– as at April 2006 (or the recent available data), the domestic electricity bill in the Isle of 
Man was higher than in Guernsey and Jersey, the UK, Northern Ireland, and the 
Republic of Ireland; 

– the recent available industrial prices were higher than the UK average, Guernsey and 
Jersey, but lower than in Northern Ireland and the Republic of Ireland; 

– in 2001, the average domestic electricity bill in the Isle of Man was lower than in the 
Channel Islands and Northern Ireland, and higher than the UK average, and the 
Republic of Ireland. This remained unchanged in 2005, when prices in the Isle of Man 
increased and it evolved as the region with the most expensive domestic electricity 
among the chosen comparators;  

– from 2001 to 2006, industrial electricity bills increased in all selected regions. However, 
the Isle of Man saw the third-greatest growth (20.2%) after the Republic of Ireland and 
the UK, where the growth was 145% and 24% correspondingly;34 

– in 2001 the price of electricity for industrial customers in the Isle of Man was higher than 
in Jersey, the UK, and the Republic of Ireland. In 2005, due to price increases, the Isle 
of Man evolved as the most expensive region among the selected comparators, and in 
2006, due to sharp price increase, the Republic of Ireland had the highest price;  

– the evolution of industrial electricity prices in the Isle of Man is similar to that observed in 
the UK. Price decreases at the beginning of the period are followed by increases in 
2005. The price increase in 2005/06 can be seen for industrial prices across all regions 
considered. 

The result that electricity in the Isle of Man has become more expensive over the last five 
years and that, as at April 2006, it was the most expensive among the comparators should 
not be interpreted as evidence that prices are unreasonably high. To consider this issue, it is 
also necessary to examine the extent to which the growth in electricity tariffs has been driven 
by higher costs, and whether returns generated by the electricity company have been 
reasonable. The evolution of the MEA’s costs is examined below. (Section 4 then examines 
the MEA’s profitability.) 

3.3 Evolution of costs 

As discussed above: 

– over the last few years, retail electricity prices in the Isle of Man have risen substantially; 

– the MEA has indicated that electricity tariffs are detached from the costs of electricity 
supply, and that pricing is undertaken on an incremental basis.35 This may be due to 
political or social factors (eg, electricity tariffs are set in accordance with the 
requirements of the Electricity Act 1996) that restrict price movements according to cost. 

Therefore, it is particularly important to investigate the extent to which this observed trend in 
prices coincides with, and is driven by, the trend in costs—in particular, wholesale costs 

                                                           
34 Only Guernsey and Jersey had a lower increase. These regions might have benefited from the connection to the French 
electricity grid. 
35 Electricity tariffs are set in accordance with the requirements of the Electricity Act 1996. 
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(ie, the costs of electricity generation and importation). This section examines the evolution 
of the MEA’s total operating costs and their components. 

3.3.1 Evolution of total operating costs 
As shown in Figure 3.7, between 2001 and 2005 the growth in total operating costs was 49% 
in nominal terms and 30% in real terms. The corresponding growth in on-Island generation 
and importation was 12%.  

Figure 3.7 Operating costs (£m) and electricity generation and importation (GWh), 
2001–05 
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Source: MEA data and Oxera calculations. 

The underlying data is shown in Table 3.8. 

Table 3.8 Operating costs and electricity generation and importation, 2001–05 

 2001 2002 2003 2004 2005 

Operating costs (£m) 27.8 25.4 29.5 33.0 41.4 

Generation and importation (GWh) 372 385 406 409 436 
 
Sources: MEA data and Oxera calculations. 

Given that the MEA is a vertically integrated electricity company, total operating costs 
comprise costs for each element of the supply chain: generation and importation, 
transmission, and distribution. Of these, the largest is generation and importation costs, 
which, as shown in Figure 3.8, accounted in 2005 for 65% of the total operating cost base. 
This proportion has been relatively stable over the last five years (being 67% in 2001).  
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Figure 3.8 The MEA’s electricity supply operating costs by function, 2005 
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Sources: MEA data and Oxera calculations. 

3.3.2 Evolution of costs by function  
The costs of each element of the supply chain have evolved differently (see Table 3.9): 

– administrative and general expenditure—the smallest element of total operating costs—
was relatively constant over the last five years; 

– transmission and distribution costs (the second-smallest cost component) also remained 
at a constant level until 2004 and 2005, when they increased. The growth in this cost 
component was partly driven by changes in the workload of the network due to 
increased electricity generation and imports. In addition, this difference was affected by 
the fact that, in 2005, certain indirect costs and costs associated with gas transportation 
activities were recorded against the T&D business division as opposed to 2001, when 
no such types of cost were included;36 

– the main driver of the increase in total operating expenditure (OPEX) was the increase 
from 2001 to 2005 in the costs of generation and importation (58% of the total 
increase—£7.9m of the total of £13.6m). The increase in generation and importation 
costs represented 1.1p of the increase in total unit costs, with the remainder a result of 
rising transmission and distribution costs. 

                                                           
36 Oxera also did not attempt to allocate costs between T&D and generation activities. Only high-level allocation of the key cost 
components between the electricity and gas business divisions was undertaken for profitability assessment; no allocation 
between different activities within the electricity business (T&D, generation and admin) was undertaken.  
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Table 3.9 MEA’s OPEX by function and volume of electricity, 2001 and 2005 

 2001 2005 Increase 

Generation and importation (£m) 19.4 27.2 7.9 

Transmission and distribution (£m) 4.6 9.8 5.2 

Administrative and general (£m) 3.8 4.4 0.6 

Total operating costs (£m) 27.8 41.4 13.6 

Generation and importation (GWh) 369.6 430.0 60.3 

Generation and importation unit costs (p/kWh) 5.2 6.3 1.1 

Transmission and distribution unit costs (p/kWh) 1.2 2.3 1.1 

Administrative and general unit costs (p/kWh) 1.0 1.0 0 

Total unit costs (p/kWh) 7.5 9.6 2.1 
 
Note: Totals might not sum due to rounding. 
Source: MEA data and Oxera calculations. 

3.3.3 Evolution of generation and importation costs 
The costs of the two sources of electricity on the Isle of Man are examined below. First, the 
costs of generation in the Isle of Man are discussed, with particular attention devoted to the 
impact of rising fuel prices. Electricity importation is then addressed, looking at its impact on 
the combined costs of electricity (generation and importation).37 

Apart from the growth in the volume of generated and imported electricity, several other 
factors influenced the substantial increase in this cost element, primarily higher fuel prices. 
However, as noted in section 2.5, from 1999 to 2004, the MEA undertook a significant capital 
investment programme to enable electricity to be imported, to update the generation 
infrastructure, and to bring natural gas to the Island. The impact of growing energy prices 
was thus partly offset via: 

– the opportunity to import electricity from the competitive UK market; 
– the change in fuel mix from the more expensive oil to natural gas;  
– the ability to obtain capacity from the relatively low-cost EfW plant.  

The MEA provided Oxera with data on the monthly costs of different types of energy, 
including the two fuel types used for MEA generation (fuel and lubricant oil, and natural gas), 
and electricity importation. Corresponding data on the monthly consumption of fuel and 
volumes of electricity importation was also provided (see Table 3.10 below).  

                                                           
37 The terminology used in this section is as follows: generation costs relate to the costs of generating electricity in the Isle of 
Man. Importation costs relate to the costs of importing electricity from the UK. Wholesale costs relate to the costs of importation 
and generation. 
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Table 3.10 Components of the average wholesale unit costs of electricity,  
FYE 2001–05  

  2001 2002 2003 2004 2005 

Volumes (GWh)      

Onshore generation (a) = (b+f) 274 104 135 144 189 

MEA generation (b) = (c+d+e) 274 104 135 144 167 

Diesel generation (c) 271 102 132 61 30 

CCGT generation (d) 0 0 0 80 134 

Hydro generation (e) 3 2 4 2 3 

EFW generation (f) 0 0 0 0 22 

Cable import (g) 97 281 274 283 247 

Cable export (h) 2 1 0 4 6 

Costs (£m)1      

Fuel costs (i) = (j+k+l) 8.9 3.6 5.6 5.0 6.2 

Fuel oil (j) 8.9 3.6 5.6 2.2 1.9 

Natural gas (k) 0.0 0.0 0.0 2.8 3.6 

EFW generation (l) 0.0 0.0 0.0 0.0 0.6 

Cable import (m) 1.9 5.0 5.2 6.0 7.2 

MEA fuel costs (n) = (j+k) 8.9 3.6 5.6 5.0 5.6 

Unit costs (p/kWh)      

Average fuel costs (o) = (i / a)*100 3.24 3.43 4.16 3.49 3.27 

Average MEA fuel cost (p) = (n / b)*100 3.24 3.43 4.16 3.49 3.34 

Diesel generation (r) = (j / c)*100 3.28 3.50 4.27 3.65 6.42 

CCGT generation (s) = (k / d)*100 0.00 0.00 0.00 3.46 2.73 

EFW generation (t) = (l / f) *100 0.00 0.00 0.00 0.00 0.03 

Importation (w)= (m / g)*100 1.91 1.80 1.88 2.12 2.90 

Wholesale (x) = (I+m)/(a+g)*100 2.89 2.24 2.63 2.58 3.06 
 
Note: 1 The costs are for on-Island fossil-fuel generation, excluding the costs of EfW and Sulby Hydro. 
Source: MEA. 

Historically, most generation was oil-based, with natural gas introduced in 2003/04. Figure 
3.9 shows the average unit costs of different types of fuel (measured in p/kWh of generated 
electricity) and the share of on-Island generation from gas and fuel oil. 



   37

Figure 3.9 Unit cost of fuel (p/kWh) and volumes of on-Island generation by type of 
fuel (GWh), 2001–05  
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Sources: MEA. 

From 2001 to 2003, most electricity on the Island was generated using fuel oil. Over this 
period, the evolution of the average cost of fuel exactly matched that of the average cost or 
price of oil. In 2004/05, the price of oil continued to increase, but its impact on fuel costs was 
partly offset by the introduction of natural gas, which was cheaper. Unit costs of oil continued 
to increase in 2005, but the share of on-Island generation based on cheaper natural gas also 
grew in this year. This allowed the MEA to lower the average unit cost of fuel in 2005 
compared with 2004.  

Figure 3.9 shows that the cost of oil was a major factor influencing fuel costs from 2001 to 
2003. This factor was, however, mitigated in 2004, and almost completely offset in 2005, as 
a result of the shift to natural gas.  

Given that, in 2001, it became possible to import electricity from the UK, the adverse effect of 
growing energy costs was also partly offset by the availability of cheaper electricity from the 
UK. From 2002 to 2004, more than 50% of on-Island demand was satisfied by imported 
electricity. As the unit costs of imported electricity are lower than those of fuel, the MEA was 
able to maintain average unit wholesale costs below those of fuel oil.  

As shown in Figure 3.10 below, wholesale costs (fuel costs plus importation costs) increased 
by 5.9% in nominal terms from 2001 to 2005 (or by 0.17p/kWh), while average unit fuel costs 
remained relatively stable—notably, average unit wholesale costs were lower than average 
unit fuel costs throughout the period. However, a sharp increase in fuel costs in 2003 was 
mitigated, to a large extent, due to having access to the competitive UK market through 
imports. 
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Figure 3.10 Unit cost of electricity (p/kWh) and volumes by source (GWh), 2001–05 
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Sources: MEA. 

Over the last few years, the MEA’s costs have increased substantially. The largest cost 
component has been generation and importation, the growth of which was also the main 
reason for the growth in total operating costs. Oxera examined the evolution of wholesale 
costs (fuel costs plus importation costs). Controlling for the growth in output (ie, examining 
costs in unit cost terms), increasing fuel prices have had an impact on wholesale costs. 
However, as discussed above, their impact was partly offset by the introduction of natural 
gas-based generation and the possibility of importing electricity from the UK. This allowed 
the MEA to limit the growth in wholesale costs and, in turn, the growth in the total costs of 
electricity.  

Figure 3.11 presents a comparison of the evolution of unit cost, of generation and 
importation, which in addition to fuel costs and importation costs are influenced by certain 
capital costs—through deprecation—and indirect costs, with the domestic unit charge. (The 
evolution of the unit charges is similar across the different customer categories.)  
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Figure 3.11 Unit charge and unit costs of electricity, FYE 2001–05 (p/kWh) 
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Sources: MEA data and Oxera calculations. 

The underlying data is shown in Table 3.11. 

Table 3.11 Unit charge and unit costs of electricity, FYE 2001–05 (p/kWh) 

 2001 2002 2003 2004 2005 

Average unit cost of generation and importation 5.2 4.0 4.9 5.5 6.2 

Average unit total operating cost 7.5 6.6 7.3 8.1 9.5 

Average domestic tariff unit charge  9.2 7.7 7.7 7.7 9.0 
 
Sources: MEA data and Oxera calculations. 

Figure 3.11 shows that: 

– in 2002 wholesale costs fell, which was reflected in tariff decreases;  
– from 2002 to 2005, wholesale costs (and therefore operating costs) increased, while a 

corresponding tariff increase did not take place until 2005. 

3.3.4 Impact of the interconnector 
To assess the effect of the interconnector on generation and importation costs, Oxera has 
estimated the wholesale costs of electricity (fuel plus importation) under the assumption that 
there was no opportunity for importation. The actual wholesale costs were compared with 
costs under the assumption that the cable was not constructed. 

For the period from 2001 to 2005, it has been assumed that, in the absence of the cable, all 
importation was replaced by MEA generation. To calculate wholesale costs under the above 
assumption, generation plus import less export has been multiplied by the average unit fuel 
costs, summarised in Table 3.12. 
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Table 3.12 Impact of interconnector 

  2001 2002 2003 2004 2005 

Actual wholesale unit costs of electricity (p/kWh ) 2.89 2.24 2.63 2.58 3.06

Average unit fuel costs (p/kWh) 3.24 3.43 4.16 3.49 3.27

MEA generation (GWh) 274 104 135 144 167

Total onshore generation (GWh) 274 104 135 144 189

Import (GWh) 97 281 274 283 247

Export (GWh) 2 1 0 4 6

Actual wholesale costs (£m) 10.74 8.61 10.78 11.03 13.34

Actual wholesale revenues (£m) –0.09 –1.81 –0.29 –0.51 –1.75

Actual net wholesale costs (£m) 10.66 6.80 10.48 10.51 11.59

MEA generation if no interconnector (GWh) 370 383 409 423 408

Onshore generation (not MEA) if no interconnector (GWh) 0 0 0 0 22

Wholesale costs if no interconnector (£m) 11.98 13.16 17.00 14.75 13.32

Savings due to interconnector (£m) 1.32 6.36 6.52 4.24 1.74

Total savings (£m) 20.17
 
Sources: MEA. 

As shown in Figure 3.12, the introduction of importation allowed for significant savings.  

Figure 3.12 Unit (p/kWh) and total (£m) wholesale costs of electricity, actual and under 
the assumption of no importation, 2001–05 
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Total estimated savings in operating costs over the period from 2001, when the cable was 
floated for the first time, to 2005 amounted to £20.2m. This can be compared with total 
CAPEX incurred on the cable of approximately £54.6m. This implies that approximately 37% 
of the investments in the interconnector were recovered over the period 2001–05. 

The analysis in Table 3.12 is necessarily incomplete as it focuses on the most direct benefit 
of the introduction of the interconnector—the ability to lower average purchase costs of 
generation for consumers in the Isle of Man. There are other benefits that may arise as a 
result of the establishment of the interconnector, including: 

– revenues from selling wholesale power or reserve contracts into the Great Britain 
market;  

– a reduction in the volume of spinning required on-Island, thereby lowering overall 
generation costs. 

These additional opportunities may reinforce the beneficial impact of the interconnector 
identified above.  

3.3.5 Distribution costs 
It is important to understand the degree of any potential inefficiency hidden in the MEA 
distribution network, especially given that growth in operating costs associated with electricity 
transmission and distribution (hereafter, distribution with respect to MEA) accounted for more 
than 30% of the growth in total operating costs from 2001 to 2005 and 50% of the growth in 
unit costs. To do this, the unit costs of distribution as at 2005 were benchmarked. In addition, 
the efficiency of capital costs associated with the distribution network was assessed. 

The MEA indicated that certain costs associated with the gas supply business contributed to 
growth in transmission and distribution operating costs. This raised two important 
considerations: 

– according to the Gas and Electricity Act,38 the MEA should prepare separate accounts 
for the generation, distribution and supply of electricity, and the transportation and 
supply of gas. In particular, this suggests that costs associated with gas supply are not 
expected to be recorded against the costs of electricity transmission and distribution. 
While the current degree of accounting separation may be considered applicable for 
compliance with the Gas and Electricity Act, it may distort any analysis of the costs of 
electricity supply;  

– according to the MEA management accounts, the costs of gas supply shown against 
electricity distribution OPEX represent approximately 4.4% (£269,000/£6.155m).39 This 
indicates that the impact of gas costs on the total costs of electricity distribution is 
marginal. 

For any benchmarking exercise, it is essential to choose relevant comparators. Three sets of 
comparator were used for this analysis: UK DNOs,40 five UK DNOs with a similar density of 
distribution network (measured as the ratio of the number of customers to the length of 
network), and the Electricity Supply Board (ESB).41 Even with this selection of comparators, it 
                                                           
38 Gas and Electricity Act 2003. 
39, A certain proportion of the remainder of the gas supply costs are recorded against the gas supply division. In addition, Oxera 
has identified that some costs associated with capacity charges (the right to use capacity on the gas pipeline) are recorded 
against the costs of generation. 
40 DNOs are owners and operators of the network of towers and cables that bring electricity from the high-voltage transmission network to homes 

and businesses via lower-voltage distribution networks. 
41 The purpose of the cost benchmarking undertaken by Oxera is to provide an indication of how MEA compares with the UK. 
Oxera did not seek to undertake a full-scale comparative efficiency assessment. Given that data for Scotland is publicly 
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needs to be borne in mind that differences in unit costs will exist due to differences between 
companies (eg, in their relative size and thus economies of scale, the degree of vertical 
integration, the price of labour, and the competitiveness of the market). Therefore, the results 
of any benchmarking exercise should be interpreted with caution. 

Data was provided for the MEA network characteristics and distribution costs (see Table 
3.13).  

Table 3.13 Data used for benchmarking MEA’s distribution network, 2005 

Network operating costs less depreciation (£m) 5.1 

Total number of connections  52,9871 

Total length of network (km) 1,971 

Units distributed (GWh) 443 
 
Note: 1 This figure assumes that each streetlight is a separate connection and requires the same level of 
maintenance and service as any other ‘customer’. Excluding street lighting, the number of connections would be 
43,850. The figures for the comparators do not include any streetlight connections  
Source: MEA data. 

It is important to emphasise that, according to MEA financial statements for FYE 2004/05, 
transmission and distribution OPEX (including depreciation) is £9,8m, while the figure used 
for benchmarking is £5.1m. Table 3.14 outlines the adjustments applied to arrive at the final 
figure. 

Table 3.14 Transmission and distribution OPEX (£’000) used for benchmarking, 2005 

  

Transmission and distribution OPEX per MEA accounts (including depreciation) 9,831 

Transmission and distribution OPEX according to MEA management accounts  
(excluding depreciation) 

6,155 

Implied depreciation 3,676 

Gas division net cost 269 

MCC R&M 570 

MCC salaries and overheads 100 

SCADA1 150 

Transmission and distribution OPEX used for benchmarking 5,066 
 
Note: 1 SCADA is a computer system for gathering and analysing real-time data. 
Source: MEA data and Oxera calculations. 

The MEA also suggested that some additional adjustments should be applied, including 
certain indirect costs. After careful consideration, these indirect costs have not been 
removed, in order to ensure consistency in the cost definition for the MEA and that for the 
DNOs and ESB.  

For DNOs, the costs used in the benchmarking exercise were defined as follows: 

                                                                                                                                                                                     
available, it was also possible to include it in the set of comparators. Data for certain other regions that might be considered 
attractive for benchmarking—ie, Guernsey, Jersey and Northern Ireland—was not available to Oxera at the time of the analysis. 
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– overall operating costs excluding all pensions, rates, licence fee and depreciation, but 
including atypicals.42 

For the DNOs, the cost figures include overheads present in the distribution business, while 
for MEA certain overheads associated with Transmission and Distribution were recorded 
against Administration & General expenses. This suggests that certain upwards adjustments 
to MEA’s distribution OPEX might be appropriate. 

For the ESB, costs were defined as follows: 

– total operating costs of the ESB distribution business less depreciation recorded against 
the distribution business less pensions. (Overheads are included.) 

Another variable used in the benchmarking is length of network. The MEA suggested that the 
length of network should include service to the meter position. The figure of 1,971km allows 
for the service to street lights, but does not include the service to meter position for other 
connections (this would change the initial estimate from 1,971km to 3,067km). However 
following the Ofgem’s definition of the network for DNOs and data used for ESB, the network 
used in benchmarking does not include service to the meter position. Ofgem uses the 
following definition:  

– network length is measured by the length of conductor but with the following clarification: 
the figures relate to mains only; services (to meters or streetlights) are excluded.  

Therefore the original figure for MEA of 1,971km was used in the analysis.  

According to the data provided by the MEA, the number of connections is 52,987 including 
9,137 connections for street lighting. Street lighting is not normally included in the other 
comparator results, but these connections have been allowed for the MEA as it is understood 
that the nature of their service involvement is different to that of a DNO in the UK.  

Total units distributed were estimated as the sum of on-Island generation, importation and 
exportation and amounted to 443GWh. 

Table 3.15 summarises the data used for the comparison. 

Table 3.15 Data used for distribution network benchmarking, 2005 

 MEA Average DNO Average DNO 
(five DNOs with 
similar network 

density) 

ESB 

Distribution OPEX (£m) 5.1 49.1 39.1 187.2 

Total number of connections 52,987 2,021,621 1,346,772 1,886,347.0 

Total length of network (km) 1,971 54,991 46,930 155,630 

Units distributed (’000 GWh) 0.4 22.6 17.2 21.3 
 
Note: For DNOs, units distributed refer to 2002/03, which was the latest data available to Oxera at the time of the 
analysis.  
Source: MEA, ESB, Ofgem and Oxera calculations. 

The results of the benchmarking exercise are shown in Figure 3.13. 

                                                           
42 Ofgem (2005), ‘Electricity Distribution Cost Review 2004/05’, December. 
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Figure 3.13 Ratio of the MEA’s efficiency measure to the measure of the comparator, 
2005 
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Note: For DNOs, the average efficiency measure across 14 DNOs is used. For DNOs with similar network 
density, the average across five DNOs is used. A ratio higher than 1 indicates that the relevant measure is higher 
for the MEA than for the appropriate comparator. 
Sources: MEA data, Ofgem (2005), ‘Electricity Distribution Cost Review 2004/05, December’, ESB Regulatory 
Accounts, and Oxera calculations. 

Comparison of distribution unit costs suggests that, on three of the four measures presented, 
the MEA has a higher unit cost than the comparators. As previously mentioned, there may be 
legitimate reasons for the higher unit costs. There is no presumption that the MEA should be 
able to attain the same cost performance as the reported comparators due to lack of 
economies of scale, differences in the functions of the MEA (the network includes 
transmission and distribution functions, though at a lower voltage level than on the UK grid), 
and variations in the required standards of performance on the networks and hence quality of 
supply.  

Since there are no formal cost efficiency drivers on the MEA, ongoing performance 
measurement using such indicators may prove to be a useful means of monitoring efficiency 
improvements. This will require a more substantive review of relevant comparator companies 
than was available to Oxera during the course of this study. However, Oxera understands 
that the MEA is currently taking part in a benchmarking exercise, which should provide a 
more definitive picture of its relative efficiency. 

3.3.6 Summary 
The key findings of the analysis of the evolution of costs suggest that: 

– from 2001 to 2005, the operating costs of the MEA’s electricity supply business 
increased significantly; 
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– historically, electricity generation and importation accounted for the majority of total 
operating costs, as well having the most significant impact on the evolution of total 
costs; 

– energy costs increased significantly over the period concerned, although the impact of 
this was, to a large extent, mitigated by the construction of the cable with the UK, which 
allowed for electricity to be imported, and the introduction of generation based on 
cheaper natural gas.  

The analysis also suggests that, over the last five years, costs in general increased faster 
than electricity tariffs. As shown in Table 3.16, the difference between the wholesale cost and 
price (ie, the margin) decreased in 2005 compared with 2001.  

Table 3.16 Evolution of electricity price, wholesale cost and margin, 2001 and 2005 
(p/kWh) 

 
2001 2005 Increase (%) 

Average unit generation and importation cost 5.2 6.2 19 

Average domestic tariff unit charge 9.2 9.0 –3 

Margin 4.0 2.8 -30 
 
Sources: MEA data, and Oxera calculations. 

However, there is no direct indication of what this margin should be. Therefore, having 
investigated changes in margins, it is important to understand whether the level is 
reasonable or whether the MEA earned high, normal or low returns over the period 1999–
2005. To examine this, a profitability assessment has been undertaken (see section 4). 

Benchmarking of distribution costs suggests that there may be some scope for efficiency 
improvement in the MEA’s distribution operating costs. There is also evidence that the MEA’s 
distribution asset value may be higher than the efficient level. Given the indicative nature of 
benchmarking results, however, these results should not be interpreted as direct evidence of 
capital overspending. 
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4 Profitability analysis  

This section presents the results and methodological approach of a profitability analysis of 
the MEA. As the MEA also undertakes a number of non-electricity activities, such as retail 
appliances and telecoms, profitability is also estimated at a divisional level using data and 
information provided by the MEA and, where necessary, Oxera’s interpretation and 
assumptions. In particular, the report presents results for the MEA’s energy activities (both 
gas transportation and gas supply to Manx Gas, and electricity generation and supply) and 
for the ‘electricity supply’ business alone (which excludes gas assets). It is the results for the 
electricity supply business that are most relevant when assessing the reasonableness of 
electricity prices. 

One approach to assessing the reasonableness of prices is to examine whether they allow 
the company in question to sustain higher profits than might be expected in a competitive 
market.43 This approach has been adopted by the UK Competition Commission in several 
‘complex monopoly’ inquiries under the Fair Trading Act 1973.44 

– There is a significant difference in the profitability results if a shorter period is chosen, 
corresponding to 1999–200345 and before the acquisition of gas pipeline assets. At the 
MEA, for example, the average return on sales (ROS) between 1999 and 2003 is 
16.1%, but only 4.8% from 1999 to 2005. Similarly, the average return on capital 
employed (ROCE) is 5.7% for the first period and 2.8% for 1999– 2005.  

– Once ‘non-core’ retail appliances and telecoms activities are removed, the profitability 
of the underlying energy business appears to be slightly lower than the MEA as a 
whole. For example, the average ROS for the whole period examined here was 1.7% 
and the ROCE 2.2%. The electricity-only business (without the gas assets and 
revenues of the MEA including its gas pipeline systems) appears to be slightly more 
profitable than when gas assets and revenues are included. 

– Indeed, while the MEA incurred operating losses before financing costs in 2004 and 
2005, this analysis indicates that this is not the case for the electricity-only business 
(when certain transactions related to gas transportation were reallocated from the 
electricity business).46 Losses at the MEA level in this period therefore appear to be 
driven by the MEA’s gas transportation and supply activities.  

– MEA’s ROCE and internal rate of return (IRR) are compared with its cost of capital, the 
returns achieved by European vertically integrated electricity companies, and a large 
sample of companies with similar business characteristics. In general, these 
comparisons indicate that the MEA’s profitability has been reasonably low. 

– The analysis undertaken indicates that the MEA does not appear to be making 
excessive returns as assessed against its asset base and operating costs. Forward-
looking modelling provides evidence that returns are not expected to be excessively 

                                                           
43 OFT (1999), ‘Assessment of Individual Agreements and Conduct’, OFT 414.  
44 Oxera (2003), ‘Assessing Profitability in Competition Policy Analysis’, report prepared for the OFT, July, p. 21. 
45 All years in this section (section 4) refer to financial years—eg, 2001 refers to the period from April 1st 2000 to March 31st 
2001. 
46 MEA Group’s earnings before interest and tax (EBIT) were –£4.2m in 2004 and –£7.6m in 2005.  
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high in the period of fixed real tariffs. 

This section is structured as follows. 

– The profitability of the MEA is estimated because, ultimately, the profitability of its 
electricity-only activities must in some way relate back to its overall profitability (section 
4.1). Profitability at the MEA level is therefore the starting point of the analysis. 

– The profitability of the business divisions within the MEA is discussed (section 4.2). 

– The profitability of its electricity supply activities is examined when non-core activities, 
such as retail appliances, telecoms and its gas business, are removed (section 4.3). The 
MEA’s ‘gas business’ is defined here as its gas pipeline assets (and liabilities), as well 
as the revenue and costs of supplying gas to Manx Gas. 

– An illustrative examination is provided of the forward-looking profitability of the electricity 
supply business (section 4.4). 

– Section 4.5 benchmarks the MEA’s profitability against its cost of capital, the returns 
achieved by other vertically integrated electricity companies, and a large sample of 
companies with similar business characteristics. 

4.1 Profitability at the MEA level 

Academic literature suggests that the IRR47 and net present value (NPV) are the 
conceptually correct measures of profitability.48 The IRR has the notable advantage that it 
can be compared with the cost of capital. While both the IRR and the NPV are based on the 
investment appraisal framework, which requires profitability to be measured over the lifetime 
of a business or activity, academic literature shows that it is also possible to estimate the IRR 
over a segment or a truncated part of this lifetime.49 However, applying the IRR methodology 
raises measurement issues, in particular with regard to cash flows and asset valuation.50 
Within the IRR methodology, assets are required to be valued according to the ‘value to the 
owner’ principle; when looking for the possible presence of excess profitability, this requires 
assets to be valued according to their modern equivalent asset value (MEAV), or the ‘most 
efficient configuration of assets using current technology to deliver existing services at their 
lowest cost’.51  

Where poor cash flow or MEAV data exists, other profitability measures may be used, 
including gross margin, ROS52 and ROCE.53 Indeed, measurement problems associated with 
the IRR methodology help explain why competition authorities in the UK have frequently 
undertaken profitability assessments using the ROCE and ROS. If profitability estimates 
require asset or cost allocation, the ROS and gross margins may be particularly useful.  

                                                           
47 The IRR is the discount rate, which, once applied, results in zero NPV of cash flows. 
48 Kay, J.A. (1976), ‘Accountants Too Could be Happy in a Golden Age: The Accountant’s Rate of Profit and the Internal Rate 
of Return’, Oxford Economic Papers, 28, 447–60. 
49 Edwards, J., Kay, J. and Mayer, C. (1987), The Economic Analysis of Accounting Profitability, Oxford: Clarendon Press. 
50 See Oxera (2003) for a practical framework to overcome these measurement issues.  
51 Mayer, C. (2005), ‘The Valuation of the Royal Mail: A Statement by Professor Colin Mayer on the Note Written by Professor 
Martin Cave’, Annex 11, Royal Mail consultation response to June 2005 initial proposals, as published on the Postcomm 
website, p. 2.  
52 Calculated as the ratio of EBIT and sales over a given period. 
53 Calculated as the ratio of EBIT and capital employed. The conventional definition of capital employed is total assets less 
current liabilities. 
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This report estimates and interprets the MEA margin on turnover (in particular, its gross 
margin, ROS and EBITDA margin54) and return on assets (the ROCE and then the IRR) over 
the period 1999–2005. Gross margins involve calculation of direct costs, the definition of 
which is far from clear when the MEA’s divisional profitability is considered. Therefore, the 
gross margin is estimated at the MEA level only. 

4.1.1 The MEA’s profitability according to margin on turnover 
Defined as the ratio of EBIT and net revenue, the ROS measures how profitable a business 
is from an operating perspective, as profit is measured before financing costs (eg, interest 
expense) and taxation. The MEA’s ROS fell over the period 1999–2005 (see Figure 4.1). 
There was a significant fall in the ROS over FYE 2000 and 2001, driven in large part by an 
increase in operating costs. While it recovered slightly in FYE 2002, it has since seen a lower 
trend. Indeed, the ROS turned negative in FYE 2003, indicating that the MEA is not 
generating sufficient turnover to cover operating costs and to recover the current share of 
capital investments (eg, depreciation). By FYE 2005, the MEA’s ROS had reached –18.4% 
(indicating that in 2003, 2004 and 2005 turnover was insufficient to cover the business’s 
operating needs when depreciation is considered as a cost). Over the whole period 1999–
2005, the ROS averaged 4.7%. As construction of the CCGT began in FYE 2002, it is worth 
examining the average ROS before this large capital investment was incurred. Over the FYE 
1999 to 2002, the MEA’s ROS averaged 17.5% and –4.9% thereafter. This difference is 
substantially influenced by depreciation increases in 2004 and 2005 (see Figure 4.2). 

Figure 4.1 ROS and EBITDA margin at the MEA level, 1999–2005 (%) 
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Sources: MEA data and Oxera calculations. 

While depreciation is a real cost of operating a business (it is in effect the current cost of 
long-term investments), it is a non-cash item and is sensitive to the assumptions adopted by 
a company for the useful economic life of its assets.55 Therefore, in addition to the ROS, it is 
informative to examine a measure of margin on turnover before depreciation costs, for 
example the EBITDA margin. As presented in Figure 4.1 above, the MEA’s EBITDA margin 
from FYE 1999 follows a reasonably similar pattern to that of the ROS, although it remained 

                                                           
54 The ratio of earnings before interest, tax, depreciation and amortisation to net revenue.  
55 In particular, if the actual asset life exceeds what had been expected, depreciation would have been overestimated.  
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above zero. The EBITDA margin decreased over the period 1999–2004, with a slight 
increase in FYE 2002 (the year when electricity importation lowered operating costs). Then, 
in FYE 2005, the EBITDA margin increased to 10.8%, moving in the opposite direction to the 
ROS due to the impact of depreciation. Table 4.1 presents average ROS and EBITDA 
margins over the period 1999–2005.  

Table 4.1 Average ROS and EBITDA margin at the MEA level (%), 1999–2005 

 ROS EBITDA margin 

1999–2001 17.5 31.5 

2002–2005 –4.9 12.7 

1999–2005 4.7 20.8 
 
Sources: MEA data and Oxera calculations. 

It is informative to analyse what drives the evolution of ROS margins. This can be achieved 
by breaking down profits into their three main components: turnover, operating costs 
(excluding depreciation), and depreciation. Indeed, the impact of depreciation has already 
been highlighted in Table 4.1, with the difference in the average ROS and the EBITDA 
margin from 1999 to 2005 (16.1% points) being accounted for by depreciation. Figure 4.2 
shows annual changes in turnover, OPEX and depreciation from 2000 to 2005. This figure 
can be interpreted as follows: if the increase in OPEX (excluding depreciation) plus the 
increase in depreciation exceeds the increase in turnover, the ROS would have fallen.  

Figure 4.2 Key drivers of changes to the MEA’s ROS, 2000–05 (£’000) 
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Sources: MEA data and Oxera calculations. 

An explanation of the key changes to turnover, operating costs (excluding depreciation) and 
depreciation, illustrated in Figure 4.2, is outlined below.  

– Turnover is driven by volumes and electricity tariffs. Electricity demand in the Island 
exhibited fairly stable volume growth over the period 2000–05. This suggests that the 
variability in turnover demonstrated in Figure 4.2 is largely explained by changes to 
tariffs rather than demand. In particular, turnover fell in FYE 2002 after a 10% reduction 
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in tariffs was implemented. Correspondingly, an increase in tariffs in FYE 2005 
contributed to the significant growth in turnover in that year.  

– OPEX (before depreciation) comprises generation and importation costs, transmission 
and distribution costs and general expenses. Figure 4.2 highlights that these costs 
increased over the period being examined here, except in FYE 2002 when the impact of 
higher fuel prices was partly offset by the introduction of the interconnector cable. In 
addition, the MEA was able to diversify its choice of generating fuel in FYE 2004.  

– Depreciation increased in particular in FYE 2004 and 2005 as a result of the MEA’s 
investment in the CCGT and gas pipeline systems.  

While informative about the evolution of prices and costs, margin on turnover measures are 
not consistent with a risk–return framework for examining profitability, which examines profits 
in relation to the investment undertaken. One measure of profitability more consistent with 
the risk–return framework is the ROCE. Indeed, there is considerable use of the ROCE in 
regulated utilities, such as water, electricity, gas, airports and rail, where economic regulators 
periodically set price caps to allow companies to make a normal return on their regulatory 
asset base (RAB). The MEA’s return on assets—in particular its ROCE and IRR—is 
therefore discussed below.  

4.1.2 The MEA’s profitability according to the ROCE  
The ROCE is defined as the ratio of EBIT to capital employed, which is the sum of 
investments by both equity and debt holders. Capital employed is defined as total assets 
minus current liabilities, as a company would not necessarily expect to achieve a return on its 
current liabilities (eg, trade creditors). However, current liabilities also include the current 
portion (eg, payable within one year) of the long-term debt. Where this constitutes a source 
of financing capital, it should be added back into the traditional definition of capital employed. 
Therefore, as well as measuring the ROCE, an adjusted ROCE is measured with short-term 
borrowings included in capital employed.  

The MEA’s asset base grew significantly over the period 1999–2005, while earnings have not 
experienced a corresponding growth. Figure 4.3 presents the MEA’s ROCE (using both 
definitions of capital employed) and capital employed defined as total assets minus current 
liabilities. A large increase in capital employed occurred in FYE 2002 when construction of 
the CCGT began, and in FYE 2004 when the MEA’s commitments with respect to capacity 
payments for the gas pipeline system were recognised, as an asset and liability of £106m. 
Consistent with the MEA’s ROS, the ROCE generally decreased over the period examined 
here, averaging 2.8% over the entire period. This compares with an Isle of Man Government 
cost of debt financing for the MEA of 5.5%. 
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Figure 4.3 ROCE at the MEA level, 1999–2005 
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Sources: MEA data and Oxera calculations. 

Table 4.2 below presents averages for the MEA’s ROCE from 1999 to 2005. Overall, there is 
little difference whether capital employed is measured including or excluding short-term 
borrowings (which form part of current liabilities). Consistent with the ROS, there is a 
significant difference when the ROCE is averaged over the period from 1999 to 2001 
(ie, before the MEA’s large capital investments) compared with the period thereafter. This 
difference is influenced by increased depreciation in FYE 2004 and 2005 (see Figure 4.2). 
The MEA’s ROS and ROCE are compared against returns achieved by other companies 
(see section 4.5). 

Table 4.2 Average ROCE and adjusted ROCE at the MEA level, 1999–2005 (%) 

 ROCE Adjusted ROCE 

1999–2001 7.2 6.7 

2002–2005 –0.4 –0.4 

1999–2005 2.8 2.6 

Sources: MEA data and Oxera calculations. 

The results presented above are accounting measures of profitability and are sensitive to 
particular accounting policies. For example, the ROCE is sensitive to accounting practices 
over time, and EBIT is affected by accruals and the company’s depreciation policy.56 
Depreciation also affects the denominator of the ROCE (the capital employed). Therefore, 
accounting practices may affect the estimated ROCE even though the underlying 
performance of the activity may be largely unchanged. However, the IRR is less sensitive to 
a company’s accounting practices as it uses cash-flow data and only requires opening and 
closing asset values, as discussed below.  

                                                           
56 Accruals, which recognise revenues and costs as they are earned, rather than when cash changes hands, can cause a 
significant wedge between actual cash inflows and outflows and revenue and costs, and thus profits, assigned to that period. 
The IRR, however, uses cash flows rather than EBIT.  
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4.1.3 The MEA’s profitability according to the IRR  
The IRR is the discount rate that makes the NPV of a series of cash flows from a business or 
activity equal to zero. While the IRR is most often used in investment appraisal, it is possible 
to measure profitability over a discrete period of time (eg, a period less than the whole 
economic life of the investment), by using a truncated IRR. This measures the IRR over a 
certain period of time by taking the opening asset value as a negative cash outflow, including 
all the cash flows generated by the asset during that period, and then using the closing asset 
value as a cash inflow. 

The overall approach adopted for estimating the IRR comprises the following steps. 

– Identify and value tangible assets—accounting values are generally the historical cost 
of acquisition depreciated and may not accurately reflect the costs of replacing those 
assets today. Furthermore, some ‘assets’ may be used on operating leases and may not 
even appear in the company’s asset base. For consistency, these should be identified 
and valued.  

– Identify and value intangible assets—accounting standards may fail to recognise the 
presence of certain intangible assets, such as investment in increasing the customer 
base, or in staff training. The MEA may incur certain expenditures (eg, training, 
marketing) on which it expects to achieve a return for a period longer than one financial 
year. In such cases, it may be appropriate to reclassify some or all of this operating cost 
as a capital cost.  

– Calculate opening and closing asset values—the IRR only requires opening and 
closing asset values, which may mean that it is less sensitive to correct asset valuation 
than the ROCE, which requires assets to be valued in each year. The opening asset 
value corresponds to the value of capital employed in the first year of the period in 
question. It can then be considered as the initial investment, which generates ensuing 
cash flows. The closing asset value corresponds to the terminal value in an IRR 
calculation.  

– Calculate cash flows—there are two equivalent measures of cash flow: cash flow to 
investors, and cash flow to the firm. While capital employed represents opening and 
closing values of the investment, cash flows represent benefits (or costs) that investors 
receive (incur) during the period. 

– Calculate the IRR—finally, given the steps undertaken above, it is possible to calculate 
the IRR.  

The identification and valuation of tangible and intangible assets, estimation of cash flows, 
and estimation of the IRR are reported in Appendix 3. 

The estimated IRR over the period 1999–2005 is –3.5%, based on depreciated replacement 
cost (DRC)57 asset values. Given the sensitivity of the IRR to asset valuation and the 
uncertainty around the DRC values (and potential differences between DRC values and the 
conceptually more appropriate MEAV), this result should be interpreted with care.  

4.1.4 Summary of estimates of the MEA’s profitability 
Profitability estimates for the MEA are summarised in Table 4.3. Depreciation has had a 
significant impact on the MEA’s returns; indeed, without depreciation, the MEA’s operating 

                                                           
57 DRC can be defined as the costs that would be incurred if the company’s assets were replaced today, less depreciation accrued on those 
assets.  
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performance (eg, its EBITDA margin) has been significantly more successful. If assets 
outlive their useful economic life assumptions, depreciation would have been overestimated 
(and the ROS underestimated).  

Table 4.3 Profitability estimates at the MEA level (%) 

 Average 1999–2003 Average 1999–2005 

ROS 16.1 4.7 

EBITDA margin 26.2 20.8 

ROCE 5.7 2.8 

IRR – –3.5 
 
Note: Averages are not weighted.  
Sources: MEA data and Oxera calculations. 

At this stage, it is possible to compare the ROCE with the relevant benchmark—ie, the cost 
of capital. Over the last few years, the MEA has undertaken a series of capital investment 
projects. The investment appraisal necessary to assess the economic attractiveness of these 
projects required the cost of capital to be estimated. In addition, when calculating the NPV of 
the finance lease contract, the MEA’s auditors (KPMG LLP) required a discount rate. 
Traditionally, the lessee’s cost of capital is the discount rate.  

According to the MEA, in both cases a nominal rate of 5.5% was used, corresponding to the 
cost of government borrowing. This compares with an accounting ROCE of 2.8% for the 
whole period 1999–2005.  

The truncated IRR methodology applied here requires valuation of the assets employed in 
the activity at the start and end of the truncated period. Without robust estimates of asset 
values, it would be difficult to obtain meaningful estimates of the IRR. The appropriate 
valuation for profitability assessments is the MEAV. As the MEA has not been able to provide 
estimates of this, its DRC estimates have been used, with some adjustments.  

It is important to emphasise that the operating results of four different business streams 
generate these high-level returns: electricity supply (generation, transmission, distribution); 
gas supply (natural gas transportation and sales to Manx Gas and for internal generation); 
appliance sales; and telecoms activities. Therefore, it is necessary to assess returns earned 
in the core electricity supply business, to understand whether potential cross-subsidisation in 
these activities drives these low returns at the MEA level. In addition, returns in the electricity 
business can be benchmarked against those earned by other vertically integrated electricity 
companies. 

4.2 Profitability of the MEA’s business divisions 

The MEA operates several business divisions, which, apart from the core electricity supply, 
include natural gas transportation services, sales of electrical appliances and telecoms 
services (see Figure 4.4). The Manx Cable Company, a wholly owned subsidiary of the MEA, 
provides telecoms services, while the electricity, gas and appliance businesses are run by 
the MEA. Another wholly owned subsidiary of the MEA, PGT, was incorporated in December 
2001, primarily to construct the Pulrose CCGT power station.  
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Figure 4.4 Stylised illustration of the MEA business divisions 
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Note: Certain activities, the financial results of which are shown under the electricity supply division in the MEA 
accounts, relate to the operation of the gas assets, as shown by the shaded area. 
Source: Oxera. 
 
Divisional profitability is important for several reasons: the profitability of different divisions 
may vary significantly from the overall profitability; business divisions may be cross-
subsidising each other; and, finally, given that the investigation is focusing on electricity 
prices, it is the returns of the electricity business that are ultimately of most interest.  

The remainder of this section describes the four business divisions, and then highlights the 
operating results of the gas transportation activities. The section ends with a summary of the 
profitability analysis for each business divisions. 

4.2.1 The MEA’s business divisions 
The MEA’s financial statements provide information on its different activities. In particular, 
revenues and costs are shown separately for each of the divisions (see Figure 4.5). 
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Figure 4.5 MEA turnover by division, 2005 
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Source: MEA data. 

Revenues of the electricity supply business are recorded separately for different customer 
categories, including domestic, non-domestic (commercial), demand (industrial), exports, and 
public. The costs of electricity supply are further broken down into generation, importation, 
distribution network services, and administration and general expenses.  

Gas supply costs and revenues refer to sales of gas to Manx Gas. The costs of purchasing 
and transporting natural gas are not recorded in full against the ‘gas supply’ business. In 
particular, the costs of purchase and transportation of natural gas used in electricity 
generation are recorded against the generation costs of electricity supply. In addition, the 
depreciation of gas transportation pipelines is recorded against the costs of electricity. The 
gas supply business refers solely to sales of gas to Manx Gas.  

The MEA is also the largest electrical appliance retailer in the Isle of Man, selling domestic 
appliances through five specialist outlets located in Douglas, Ramsey, Peel, Port Erin and 
Castletown. In FYE 2005, the retail business represented 12% of total turnover (£4.9m out of 
£40.5m).  

The MEA’s telecoms business comprises activities associated with the telecoms cable laid 
down during the AC interconnector cable construction in 2000/01. Originally, the MEA 
planned to offer telecoms services in the Isle of Man, but was unable to obtain the necessary 
licence. In FYE 2002–04 the cable was rented to the Isle of Man Department of Trade and 
Industry (Isle of Man DTI).  

Table 4.4 presents the ROS for electricity supply, gas supply and retail appliances, 
calculated on the basis of financial statements. It is important to highlight that the costs of the 
electricity business include certain costs generated by gas transportation activities. Figures 
presented in the table are therefore indicative.  

Since 2000, the ROS of the electricity supply business has fallen significantly and, because 
the ROS on gas supply and retail appliances are positive, is below that of the MEA as a 
whole. 
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Table 4.4 ROS for the MEA business divisions, 1999–2005 (%) 

 1999 2000 2001 2002 2003 2004 2005 Average 

Electricity supply 21.9 22.4 4.8 7.2 –6.6 –17.0 –26.1 0.9 

Gas supply – – – – – 11.7 11.2 11.5 

Appliances 19.0 18.6 33.5 32.6 30.1 27.7 28.5 27.2 
 
Note: The ROS was calculated on the basis of data reported in accounting statements. Certain transactions that 
might be attributable to other divisions were recorded against electricity supply.  
Sources: MEA data and Oxera calculations 

While turnover and costs are shown separately for each business division, assets and 
liabilities are not broken down by division. However, it is possible to allocate the key assets 
across the most asset-intensive businesses—electricity and gas supply. In particular, 
pipeline systems refer to the gas business, while other assets are largely associated with the 
electricity-only business. This can help to determine the returns of the electricity business 
having removed the MEA’s gas transportation activities (eg, its pipeline systems).  

4.2.2 Gas transportation activities of the MEA 
To secure natural gas supply for the Isle of Man—and to ensure input for the newly 
established CCGT—the MEA began gas transportation activities in 2003, primarily to bring 
natural gas to the Island. In addition to the gas used for electricity generation, the MEA also 
delivers gas to Manx Gas. Several aspects of the gas supply activities are of particular 
importance for the price investigation: 

– key elements of gas transportation costs; 
– the allocation of transportation costs between the MEA and Manx Gas; 
– the allocation of gas supply costs incurred by the MEA between the gas and electricity 

divisions. 

Key elements of gas transportation costs 
The total costs of natural gas in the Isle of Man consist of purchase and transportation costs, 
with the latter covering the delivery of gas to the Island. To bring natural gas to the Isle of 
Man, the MEA commissioned BGE to construct a spur interconnector between the Moffat 
distribution system and Glenn Mooar. In addition, the MEA secured spare capacity on the 
former. The transportation charge paid by the MEA to BGE is associated with these two 
elements of the network.  

In particular, the MEA pays an operating and maintenance charge (O&M), based on the 
amount of gas pumped through the system. In addition, it pays a capital charge, covering the 
payment for reserved capacity on the Moffat distribution system and a payment to recover 
the construction costs of the spur pipeline. The transportation charge therefore consists of a 
variable component, which is largely pro rata to gas throughput, and a fixed capital payment. 

Allocation of transportation costs between MEA and Manx Gas 
In addition to gas for generation, the MEA transports gas for Manx Gas, the costs of which 
are allocated as follows: 

– an O&M charge is allocated between the MEA and Manx Gas pro rata according to the 
amount of gas transported for each company; 

– a capital charge, passed through to Manx Gas, fixed at 4.7p/therm, according to 
contractual agreements between the MEA and Manx Gas. The charge is defined on a 
per-therm basis.  
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Manx Gas has indicated that it is not aware of how the capital charge it faces has been 
determined. According to the MEA, the current level of the capital charge was estimated pro 
rata to gas throughput for each company, under the assumption that the full reserved 
capacity is used. 

The total capital charge paid to BGE is largely independent of gas throughput. According to 
the evidence provided by the MEA, under the assumption of fully utilised capacity, the capital 
charge in FYE 2005 was 4.7p/therm. Therefore, when only part of the reserved capacity is 
used, the capital charge increases in unit terms. Given that Manx Gas’s contribution is fixed 
at 4.7p/therm, the capital cost of unused capacity seems to be incurred by the MEA.  

To reach Pulrose—where gas is delivered to Manx Gas—gas is also transported through the 
cross-Island pipeline constructed and owned by the MEA. The MEA has indicated that the 
capital costs of this pipeline are not recovered from Manx Gas, and a charge is only applied 
for the O&M costs on this third element of the system.  

Allocation of gas supply costs between the electricity and gas divisions  
In the MEA’s financial accounts, revenues of gas transportation activities refer to sales of gas 
to Manx Gas. Similarly, only costs associated with purchases and transportation of gas for 
Manx Gas are shown. Costs of gas used in electricity generation are recorded against the 
electricity business. This accounting treatment implies that the costs of unused reserved 
capacity, discussed above, are also recorded against the electricity supply business. 

4.2.3 Profitability of the MEA’s electricity business  
Given that electricity supply is the core business of the MEA, it is important to investigate 
what returns are generated when the impact of its other activities is removed. To do this, it is 
necessary to identify the assets, liabilities and costs of the electricity supply business. The 
following approach has been adopted: 

– remove the costs, revenues and asset base of the retail appliances and telecoms 
businesses from the overall MEA business; 

– remove gas supply transportation activities—this requires the identification, valuation 
and reallocation of gas-related transactions from the electricity supply business; 

– calculate the profitability of the remaining electricity business. In addition, the profitability 
of the electricity business, assuming no overspend on the CCGT, is estimated. 

For details of the calculations of the first two elements, see Appendix 5. Having removed the 
non-core elements of the MEA’s businesses, Table A5.1 presents the ROS and ROCE of 
only the MEA’s electricity business with the cost of unused capacity removed. In FYE 2005, 
even with the cost of unused capacity removed, both the ROS and ROCE are negative. 
Therefore, while the returns of the electricity-only business are higher than the energy 
business of the MEA as a whole (which includes gas activities), average returns are still 
reasonably low, and, in terms of the ROCE, below the MEA’s cost of capital.  

As previously shown, the MEA’s ROS was significantly affected by depreciation of the capital 
investments it undertook between 1999 and 2004. A particular characteristic of some of 
these investments is that there was an overspend on the original budget—for example, for 
the electricity business, the CCGT was budgeted at £80m, while outturn expenditure was 
£129m.58 

To assess the impact of the ‘overspend’, the returns of the electricity business were 
estimated using the present value of the electricity assets assuming no overspend. This is 

                                                           
58 PKF (2005), ‘Review of the Financial Affairs of the Manx Electricity Authority’, July. 
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consistent with assuming that the overspend reflected inefficiency, and should not form part 
of the company’s capital base (or, in the regulatory context, the RAB).  

The CCGT was commissioned in FYE 2004 and the asset base was reduced in this example 
by £49m (the amount of the overspend) in that year, and the depreciated value of the 
overspend in 2005.59 Table 4.5 reports the ROS and ROCE with adjustments for the CCGT 
overspend. When the overspend is removed, the ROS for 2005 is around 7 percentage 
points higher, and the ROCE is positive in both 2004 and 2005. 

Table 4.5 ROS and ROCE of the MEA electricity business, 1999–2005 (%) 

 1999 2000 2001 2002 2003 2004 2005 1999–
2002 

2003–
05 

1999–
2005 

ROS           

Basic case 21.9 22.5 5.5 7.2 –6.6 3.0 –8.9 14.3 –4.2 6.4 

Under the assumption that 
no overspend on the CCGT 
station was incurred 

21.9 22.5 5.5 7.2 –6.6 3.0 –1.4 14.3 –1.7 7.4 

ROCE           

Basic case 8.2 8.7 2.2 0.7 –0.7 0.3 –1.2 5.0 –0.6 2.6 

Under the assumption that 
no overspend on the CCGT 
station was incurred 

8.2 8.7 2.2 0.7 –0.7 0.2 0.7 5.0 –0.2 2.7 

 
Sources: MEA data and Oxera analysis. 

4.2.4 Summary of profitability estimates 
The returns of the MEA have been estimated using a set of different measures. Overall. as 
the MEA is a capital-intensive business, with low levels of intangible assets, the ROCE and 
IRR seem to be the most appropriate measures of its profitability.  

The key findings with regard to core activities of the MEA are summarised in Table 4.6. 

Table 4.6 Average profitability of the MEA’s divisions (%) 

 1999–2002 2003–2005 1999–2005 

IRR1    

MEA  – – –3.5 

ROCE    

MEA  5.7 –1.0 2.8 

Energy business 4.9 –1.3 2.3 

Electricity business  5.0 –0.6 2.6 

Electricity business without overspend 5.0 –0.2 2.7 
 
Note: 1 Depreciated replacement asset values are used for the calculation of IRR. Given that IRR is highly 
sensitive to the uncertainty around estimates of DRC asset values, it should be interpreted with care. 
Sources: MEA data and Oxera calculations. 

                                                           
59 The useful economic life of the power station is around 20 years, implying that depreciation of £2.4m should be removed from 
the operating costs in FYE 2005 and that the asset value in 2005 would be £46.6m. 
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The table highlights the following key points: 

– the MEA’s retail appliance business generated stable turnover of around 12% of total 
turnover. The average ROS over the period was 27%; 

– the MEA’s electricity supply business is less profitable than the MEA as a whole, 
according to the ROS calculated using the data reported in financial statements; 

– the MEA’s gas supply activities incurred the cost of unused reserved capacity on the 
transportation network. In the accounting statements, these costs were recorded against 
electricity supply. 

4.3 Forward-looking profitability 

Retail electricity tariffs are fixed by Tynwald for the period up to 2010. It would therefore be 
informative to investigate what is the expected profitability of the MEA’s electricity business 
from 2006 to 2010. The definition of the electricity business in this forward-looking profitability 
analysis is consistent with that used in section 4.2.3. According to this definition, certain 
costs and assets (eg, the pipeline systems and the costs of unused capacity) recorded under 
the electricity business in the MEA’s accounts were reallocated to its gas business. 

Higher tariffs in the future would improve forward-looking profitability. Tynwald fixed 
increases in retail electricity tariffs for the period up to 2010 based on inflation rate plus an 
adjustment factor, which decreased from 2.5% to 2% over the period. If higher rates of 
growth were allowed, the true profitability is likely to be overestimated. 

Forward-looking profitability was estimated using the information initially provided by the 
MEA, which assumed that tariffs increase with inflation plus 5%. Although this assumption is 
likely to overestimate the true profitability over the period, even under this assumption the 
MEA does not appear excessively profitable, as shown below.  

The MEA notes how its tariffs for 2006–10 will be defined. The allowed annual growth in 
tariffs is set at RPI + 5% (excluding the FCA). This served as the basis for the assumptions 
used to assess forward-looking profitability (see Table 4.7). Three illustrative scenarios are 
examined.  
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Table 4.7 Summary of assumptions for forward-looking profitability assessment (%) 

 Annual growth 

Growth in turnover  

Turnover (£) 11.1 

of which:  

demand (GWh)—historic (2001–05) 3.1 

price (p/kWh)—RPI + 5% 8.0 

Growth in unit operating costs (p/KWh)  

Scenario 1: RPI – 2% 1.0 

Scenario 2: RPI 3.0 

Scenario 3: RPI +5% 8.0 

Total generation and importation (GWh)—historic growth rate  3.1 

Operating costs (£)  

Scenario 1: RPI – 2%  

Generation and importation 4.1 

Distribution 4.1 

Administrative and general 1.0 

Scenario 2: RPI  

Generation and importation 6.2 

Distribution 6.2 

Administrative and general 3.0 

Scenario 3: RPI + 5%  

Generation and importation 11.3 

Distribution 11.3 

Administrative and general 8.0 

Capital employed – RPI 3.0 
 

Source: Oxera calculations. 

Annual growth in turnover can be broken down into growth in electricity prices and volume 
growth. Volumes are assumed to grow in accordance with historic growth, while prices are 
assumed to grow in accordance with tariff requirements (ie, RPI + 5%).  

The annual growth in operating costs is the result of the growth in unit operating costs and 
volumes of generated and imported electricity. Unit costs can be affected by inflation, energy 
prices and efficiency improvements. With respect to the third factor, according to the analysis 
undertaken in section 3, the MEA appears to be less efficient at present than the UK DNOs 
and ESB. It may therefore have some scope for efficiency improvements (although Oxera 
understands that the MEA is currently taking part in a benchmarking exercise, which should 
provide a more definitive picture of its relative efficiency). However, even if the MEA were 
deemed relatively efficient, it should still be able to improve its efficiency through the 
implementation of new practices and technological developments. 

To account for the uncertainty in the future development of these three factors, three 
scenarios for the evolution in unit costs were considered. 
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Scenario 1 Unit costs grow at RPI – 2%, where RPI inflation is assumed to be 3% per annum. 
In this scenario, potential growth in energy prices is more than offset by efficiency 
improvements 

Scenario 2 Unit costs increase with RPI 

Scenario 3 Unit costs grow at RPI + 5%. Under this scenario, the potential growth in fuel prices 
more than offsets any efficiency improvements, resulting in additional unit costs 
growth of 5% 

 
Total volumes of generated and imported electricity are assumed to grow in accordance with 
the historical trend of 3.1% per year. Therefore, the growth in operating cost comprises 
growth in the unit costs of generation/importation, distribution and administrative, and growth 
in the volumes of generated, imported and then distributed electricity. Administration and 
general costs are assumed to remain unaffected by volume growth.60 Figure 4.6 shows the 
evolution of ROCE under these assumptions. 

Figure 4.6 Forecast ROCE for the MEA electricity business, 2006–10 (%) 
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Source: Oxera. 

The average profitability measured for the same period is reported in Table 4.8. 

Table 4.8 Average profitability of the MEA electricity business, 2006–10 (%) 

 ROS ROCE 

Scenario 1 9.4 1.8 

Scenario 2 3.3 0.7 

Scenario 3 –13.1 –2.3 
 
Source: Oxera analysis. 

This analysis indicates that only under the two most favourable scenarios, in terms of cost 
evolution, will the electricity business be expected to generate positive returns. Under 
scenario 1, the highest return on capital achieved (in 2010) is lower than in the estimate of 
                                                           
60 It is necessary to make assumptions about the evolution of costs of unused capacity and depreciation of the pipeline system 
in order to reallocate them to the gas supply business. These were assumed to be constant in nominal terms. In addition, the 
asset base was assumed to remain constant in real terms. 
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the MEA’s cost of capital (4.41% as opposite to 5.5%). Under the third scenario, growth in 
operating costs outweighs turnover growth, and the electricity businesses become more loss-
making through time. 

The unit charge growth was set at RPI + 5%. This condition then feeds into the forecast 
turnover growth as the increase in average electricity price. It is informative to estimate the 
level of price increase required for the electricity business to achieve a ROCE that equals the 
MEA’s cost of capital by 2010 under each of the three scenarios. These estimates are shown 
in Table 4.9.  

Table 4.9 Estimated average electricity price growth in real terms necessary to 
generate ROCE of 5.5% in 2010 (%) 

 ROCE in 2010 =5.5% 

Scenario 1 6.4 

Scenario 2 8.3 

Scenario 3 13.1 
 
Source: Oxera analysis. 

4.4 Benchmarking returns  

To understand whether the ROCE and ROS earned by the MEA are reasonable, these are 
benchmarked against comparator electricity companies, and then against the returns 
achieved by companies with similar business characteristics. The selection of comparator 
companies is important as ideally the benchmark should reflect competitive conditions. 
Returns earned at the MEA level and at the level of the electricity supply division were 
benchmarked against UK and European vertically integrated electricity companies. The 
MEA’s returns were then compared against those generated by FTSE 350 companies.  

4.4.1 Benchmarking against vertically integrated companies 
Financial information has been collated on a number of vertically integrated electricity 
companies operating in Europe (see Table 4.10).  

Table 4.10 European vertically integrated electricity companies  

Company Country Data available for 

Jersey Electricity UK 2001–05 

Guernsey Electricity UK 2003–05 

ESB Republic of Ireland 2000–04 
 
Sources: Company data and Oxera calculations. 

For each company the average ROS and ROCE were calculated and compared against 
those of the MEA (see Table 4.11). The Authority’s ROS and ROCE appear to be lower than 
those of the comparator companies, with the exception of Guernsey Electricity (although data 
for this company was only available for 2003–05).  
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Table 4.11 Returns of the vertically integrated European electricity companies (%) 

Company ROS ROCE 

Jersey Electricity 11.5 6.5 

Guernsey Electricity 2.2 0.5 

ESB 12.9 6.5 

MEA 4.7 2.8 

MEA energy business 1.7 2.3 

MEA electricity business 6.4 2.6 

MEA electricity business without overspend 7.4 2.7 
 
Sources: MEA data and Oxera calculations. 

4.4.2 Benchmarking against a large sample of companies 
It is also possible to benchmark the MEA’s accounting profitability—in particular its ROS, 
EBITDA margin and ROCE—against a wider selection of companies. The Authority’s profits 
were compared against those of companies in the UK FTSE 350 (hereafter, the FTSE 350) 
over the period 2000–05, using data from Datastream for the FTSE 350 companies.61 All the 
results in this section are averages over that period. Where a company is a constituent 
member of the FTSE 350 for only a part of this period, the averages reported are for this 
shorter time period. For example, if a company was first included in the FTSE 350 in 2003 
and remained in it until 2005, the average is for the period 2003–05.62  

The MEA differs in its characteristics (eg, size, capital intensity) to many of the companies in 
the FTSE 350. An attempt has been made to control for this by calculating several potential 
indicators of a company and then comparing MEA’s profitability with companies that are most 
similar for each of these indicators. These indicators and their definitions are as follows.  

– Size—the proxy for size is company net sales or revenues. While it would have been 
possible to use total assets as a proxy, accounting asset values may exclude assets 
operated on leases and intangible assets. Revenue therefore seems an appropriate 
proxy for size. This is important because, compared with many of the companies in the 
FTSE 350, in revenue terms the MEA is relatively small.  

– Cost structure—a number of estimates of a company’s cost structure exist. For 
simplicity, cost structure is defined as net revenue minus EBITDA, divided by CAPEX. 
Other things being equal, firms with larger CAPEX commitments will have a lower cost 
structure ratio.  

– Capital intensity—this indicator is an important control for companies with very low 
levels of assets employed. These companies may, for example, have high and possibly 
volatile ROCE that could affect the average ROCE across the FTSE 350. Capital 
intensity is defined as the ratio of net revenue to fixed assets. 

– Risk—business risk can be measured in several ways. For example, the standard 
deviation of revenue or earnings growth could be an indicator of risk. Each measure will 
have a slightly different interpretation. For the purposes of this analysis, risk is measured 

                                                           
61 Companies selected were constituent companies of the UK FTSE 350 on the last day of the calendar year. The number of 
observations for the different measures of profitability and characteristics differs because not all the required data was available 
for each company.  
62 An alternative would have been to keep the sample of companies constant, although this is unlikely to have a material impact 
on the results.  
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according to the standard deviation of the annual growth in EBITDA. It seems unlikely 
that the results would differ significantly if net revenue were selected instead.  

These indicators are calculated for the MEA and the sample of FTSE 350 companies. Sub-
samples are then compiled based on the 15, 25 and 50 companies just above and below the 
size, cost structure, capital intensity and risk of the MEA respectively. The sub-sample sizes 
are therefore 30, 50 and 100 companies in total respectively, with 12 sub-samples overall. As 
an example, the sample of 30 companies based on size therefore constitutes the 30 
companies in the FTSE 350 over this time period with average revenue closest to that of the 
MEA. Likewise, the sample of 100 companies based on cost structure represents a sample 
of the 100 companies with an average cost structure most close to that of the MEA. The 
profitability (ROS, EBITDA and ROCE) of each of the companies in the sub-samples is then 
compiled, ranked and placed into deciles for each profitability measure. Thus, decile 0–0.1 
for the ROS sub-sample based on 30 companies for the indicator size represents the ROS 
for the three lowest ROS for companies of similar size to the MEA. It is therefore possible to 
compare the MEA’s profitability while controlling for the selected indicators.  

Table 4.12 compares the mean and median profitability measures for the FTSE 350 
companies with those of the MEA. The MEA has a ROS and ROCE lower than the median 
for FTSE 350 companies, although the EBITDA margin (which excludes depreciation) is 
more in line with the sample of companies in the FTSE 350.  

Table 4.12 Comparison of profitability ratios (%) 

 ROS EBITDA margin ROCE 

Number of observations 443 428 332 

Mean (FTSE 350) 18.2 24.6 10.3 

Median (FTSE 350) 11.7 18.2 11.9 

MEA (mean) 4.8 20.8 2.8 
 
Sources: MEA data, Datastream, and Oxera calculations.  

Table 4.13 compares the indicators selected for the MEA and the companies appearing in 
the FTSE 350 index. The MEA is significantly smaller than the mean and median FTSE 350 
companies, but is more capital-intensive and has experienced more volatility in its earnings. 
The mean capital intensity for the FTSE 350 seems to be affected by outliers, but the median 
of 5.2 appears more reasonable.  

Table 4.13 Comparison of descriptive criteria 

 Revenue (£’000) Capital intensity 
(ratio) 

OPEX/CAPEX 
(ratio) 

Volatility of 
earnings (standard 

deviation, %) 

Number of observations 450 226.0 387.0 315.0 

Mean (FTSE 350) 3,188,483 425.9 36.7 77.8 

Median (FTSE 350) 625,100 5.2 20.4 20.9 

MEA (mean) 34,119 0.25 3.8 95.3 
 
Note: Earnings refers to EBITDA. Standard deviation is the standard deviation in growth in earnings.  
Sources: MEA data, Datastream, and Oxera calculations.  

Using the dataset discussed above, the MEA’s profitability can be compared with the 
companies most similar to it in terms of size, capital intensity, cost structure and risk. 
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Table 4.14 shows the results when the sample size is 30 companies (eg, 15 companies just 
below and above the MEA for each of these variables). Even when size, capital intensity and 
cost structure are controlled for, separately, the MEA’s profitability appears low, being in 
relatively low deciles.  

Table 4.14 The MEA’s comparative profitability, 30-company sample  

Variable ROS EBITDA ROCE 

Size 0–0.1 0.1–0.2 0.3–0.5 

Capital intensity 0.1–0.2 0.1–0.2 0.1–0.2 

Cost structure 0.1–0.2 0.2–0.3 0.2–0.3 

Volatility of earnings 0.5–0.6 0.6–0.7 0.2–0.3 
 
Source: Datastream and Oxera calculations. 

Table 4.15 shows the results for the sample of 100 companies. With the exception of the 
ROS and EBITDA margin for companies that have experienced similar volatility in earnings, 
which for the MEA has been significantly higher than in the FTSE 350 (see Table 4.15), 
comparative profitability also appears relatively low when a larger sample is selected. 

Table 4.15 MEA’s comparative profitability, 100-company sample  

Variable ROS EBITDA ROCE 

Size 0.1–0.2 0.1–0.2 0.3–0.4 

Capital intensity 0.1–0.2 0.3–0.4 0.1–0.2 

Cost structure 0.1–0.2 0.2–0.3 0.1–0.2 

Volatility of earnings 0.4–0.5 0.8–0.9 0.3–0.4 
 
Sources: Datastream and Oxera calculations. 
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5 Conclusions  

5.1 Findings 

The electricity supply tariffs for domestic and retail customers in the Isle of Man were 
relatively stable between 2000 and mid-2004. During this period, electricity prices for 
domestic customers in the Isle of Man were broadly comparable with, or lower than, those in 
the UK, while, for industrial customers, electricity prices were higher. These tariffs 
incorporate a standing charge rebate that amounted to a subsidy of £42 per annum.  

In 2004, the FCA was increased twice to reflect the rising costs of purchasing fuel for 
generation. As part of the rescue package adopted in 2005, retail electricity tariffs were 
capped from 2006 to 2010. The allowed increase in unit charges for this period amounts to 
RPI + 5%.  

During the period under investigation, the MEA embarked on a major capital investment 
programme, including: 

– the commissioning of a new electricity interconnector with GB; 
– the construction of a new CCGT power station and associated infrastructure for 

delivering gas to the Island from the UK. 

The interconnector has enabled the MEA to purchase electricity more cheaply via the GB 
market.  

The impact of the investment programme on the company’s financial performance has been 
to turn it from revenue-generating to loss-making. A large part of this loss is accounted for by 
the stranded investment in the gas pipeline, and the electricity supply business is profitable 
on its own. However, reported returns are low, even removing the costs associated with the 
gas pipeline and the overspend on the CCGT. To earn a normal return going forward (ie, a 
cost of capital equal to 5.5%), the price increase would need to be 2.7% higher than currently 
allowed in the rescue package. 

There are few formal cost-efficiency incentives on the operation of the MEA which may 
account for some of the performance figures identified, including: 

– while the MEA has internal management incentives linked to cost performance, there is 
no external review or monitoring of the FCA, which allows fuel costs to be passed 
through, potentially having an adverse effect on incentives for efficient management and 
contracting of fuels; 

– the cost of the new gas-fired power station was higher than first budgeted for—the final 
cost was around £130m compared with initial estimates of £80m obtained through the 
original tendering process; 

– there has been no full comparative benchmarking of the services provided by the MEA. 
However, the ongoing Eurelectric small-island benchmarking project is a positive 
development that may provide additional information on performance from systems with 
a greater similarity to that in the Isle of Man. The Eurelectric project report should be 
supplied by the MEA to the OFT upon completion of the project. 
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The MEA provides several services that are ancillary to, or separate from, electricity supply, 
and the accounting information makes it difficult to unbundle the costs and revenues 
associated with these activities. In particular, the gas transportation infrastructure appears to 
account for a large proportion of the losses incurred by the MEA due to the low utilisation of 
the pipeline, but this is recovered through electricity tariffs. The MEA has confirmed that the 
treatment of the non-electricity activities complies with the requirements of the Gas and 
Electricity Act. The majority of on-Island demand is generated by domestic and commercial 
customers (76%). The evolution of domestic and commercial tariffs was identical. In terms of 
the levels of the tariffs, the commercial tariff is slightly more expensive than the direct-debit 
domestic tariff, and cheaper than the prepayment domestic tariff. The evolution of industrial 
prices in the Isle of Man was different when compared with the UK and Ireland. Industrial 
prices in the Isle of Man were the highest of the chosen comparators over the five years up 
to 2005, when prices in Ireland increased substantially and became higher than in the Isle of 
Man. 

5.2 Recommendations 

The full cost and revenues of the non-electricity supply businesses should be appropriately 
classified and identified, and accounted for separately from the electricity supply business to 
make it more transparent where the major costs are and where subsidisation may be best 
targeted. Although the MEA prepare management accounts which show the separate 
functions, it might be considered appropriate to prepare separate statutory accounts for 
separate MEA functions. This is particularly so for the gas pipeline, where: 

– revenues associated with O&M contracts and internal transfer pricing to the power 
station are not currently reported in the same manner as costs and revenues associated 
with Manx Gas supplies; and  

– there is likely to be a persistent under-utilisation of the contracted capacity, and hence 
stranded cost, over the lifetime of the assets. 

The FCA should include stronger incentives on the MEA to outperform the budgeted fuel 
cost, or at the very least to minimise cost over-runs. Several aspects need to be considered 
in this regard: 

– the base fuel cost against which tariff changes will be benchmarked—this should 
continue to be based on costs of supplying Island demand (excluding fuel purchases for 
export) and should also reflect appropriate import/own-generation mixes; 

– mechanisms such as less than 100% pass-through, only annual reviews, dead-bands 
where no cost recovery is allowed, ensuring that the mechanism is symmetric, etc, 
should all be considered. 

There is a lack of formal cost-efficiency incentives external to the MEA. The closest to this is 
the FCA, although this provides little real incentive to the MEA to control fuel costs. This is 
not to say that the MEA is inefficient, but it does suggest that some form of monitoring of the 
efficiency of the FCA may be appropriate in the medium term and/or changes to the current 
cost adjustment regime may be worthwhile.  

Monitoring the MEA’s efficiency performance 
Like-for-like comparisons are difficult given the MEA’s size. Benchmarking the MEA with 
itself over time (eg, examining its cost reduction trends, comparing its plans versus actual 
performance) avoids this issue and will represent a useful approach to monitoring the MEA’s 
performance. However, considering whether this planned and actual rate of improvement in 
cost efficiency is appropriate depends on: 
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– frontier shift (ie, the improvement in best practice over time, through the development of 
new technology and working practices); 

– catch-up to best practice (ie, if the MEA is relatively inefficient compared to peers it 
should be able to further reduce costs).  

The latter is dependent on the degree of MEA’s relative efficiency and thus some 
understanding of it is still important. Detailed process benchmarking may assist but such a 
task can be a major undertaking (especially for third parties). Thus, the benchmarking 
analysis against other small economy electricity systems that the MEA is currently 
undertaking is a useful first step. The results of this exercise should be used to inform future 
reporting and monitoring of performance. However, there are several important issues that 
need to be recognised with such benchmarking exercises, including: 

– there is no guarantee that the sample of companies includes efficient companies; 
– even the most efficient companies can improve their efficiency (ie, frontier shift). 

Thus, monitoring the efficiency performance of the MEA could involve a number of elements. 

– The MEA could be asked to provide plans on its future efficiency improvement. 

– The OFT could review the MEA’s plan and seek benchmarks to check its plan, by: 

– considering the robustness of the plan through an examination of the basis of the 
assumptions; 

– encouraging/requesting the MEA to undertake benchmarking exercises regularly. 
The MEA should state its targets to catch up to peers if such benchmarking deems 
the MEA to be inefficient. 

– The OFT could then monitor the MEA’s actual performance versus its plan. 

– Although the MEA does present some key performance indicators in its Annual Reports, 
recent figures have not been provided, due to accounting problems delaying publication. 
The OFT could become involved in ensuring that the appropriate efficiency parameters 
are reported on through this, or another appropriate, route. This will enable unit 
operating costs to be calculated, which can then be tracked over time to monitor the 
MEA’s annual efficiency improvements.  
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Appendix 1 Structure of the industry 

Figure A1.1 The MEA gas transportation system  

 

Source: Bord Gais website (http://www.bordgais.ie) 

Details on ownership, operation and accounting treatment of different elements of the gas 
transportation network are described below. 

Operations 

BGE operates the sub-sea pipeline systems (IOM spur and SIPS) and the and pressure 
reduction station at Glen Mooar. The MEA operates the cross-Island pipeline system, the 
power station PRS and the domestic PRS at Pulrose. Although BGE sub-contracts the 
operation of Glen Mooar to the MEA gas division, BGE retains control.  

Ownership 

The MEA owns the cross-Island pipeline and pressure reduction stations and will own the 
IOM spur under a finance lease due to expire in 2023. BGE owns SIPS and will continue to 
do so after 2023. 



   70

Figure A1.2 Geographic location of the MEA generation plant 

 

Source: MEA website (www.gov.im/mea). 

Figure A1.3 Geographic location of the AC interconnector cable 
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Appendix 2 Comparators and data sources for price 
comparison 

Table A2.1 Comparators used for price comparison, time period and information 
source  

Comparator Time period Source 

Average domestic electricity bill as at January 2006 (or as at date with most recent available data) 

UK October 2004 to September 2005 average Quarterly Energy Prices March 2006, DTI 

England and Wales October 2004 to September 2005 average Quarterly Energy Prices March 2006, DTI 

Scotland October 2004 to September 2005 average Quarterly Energy Prices March 2006, DTI 

Jersey As at January 2006 Jersey Electricity 

Northern Ireland As at January 2006 Northern Ireland Electricity 

Guernsey As at January 2006 Guernsey Electricity 

Republic of Ireland As at January 2006 ESB 

Isle of Man As at September 2005 MEA 

Isle of Man October 2004 to September 2005 average MEA 

€/£ exchange rate As at January 2006 ECB 

Average industrial price of electricity as at January 2006 (or as at date with most recent available data) 

UK January 2006 to March 2006 average Quarterly Energy Prices June 2006, DTI 

England and Wales No data – 

Scotland No data – 

Jersey As at January 2006 Jersey Electricity 

Northern Ireland As at January 2006 Northern Ireland Electricity 

Guernsey As at January 2006 Guernsey Electricity 

Republic of Ireland As at January 2006 ESB 

Isle of Man As at September 2005 MEA 

€/£ exchange rate As at January 2006 ECB 

Evolution of the average domestic bill over the last five years 

UK October to September average Quarterly Energy Prices March 2006, DTI 

England and Wales October to September average Quarterly Energy Prices March 2006, DTI 

Scotland October to September average Quarterly Energy Prices March 2006, DTI 

Jersey October to September average Jersey Electricity 

Northern Ireland October to September average Quarterly Energy Prices March 2006 

Guernsey October to September average Guernsey Electricity 

Republic of Ireland January to September average, 2001–04 
and for the first quarter of 2005 

IEA, Energy prices and taxes—Quarterly 
Statistics, second quarter 2005 

Isle of Man October to September average MEA 
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Isle of Man January to September average, 2001–04 
and for the first quarter of 2005 

MEA 

€/£ exchange rate As at January 2006 ECB 
 

Comparator Time period Source 

Evolution of the average electricity price over the last five years 

UK As at given date Quarterly Energy Prices March 2006, DTI 

England and Wales No data – 

Scotland No data – 

Jersey No data – 

Northern Ireland No data – 

Guernsey As at given date Guernsey Electricity 

Republic of Ireland As at given date Quarterly Energy Prices March 2006, DTI 
and ESB 

Isle of Man As at given date MEA 

€/£ exchange rate  ECB 
  
Source: Oxera. 
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Appendix 3 Profitability at the MEA level using IRR  

A3.1 Asset valuation 

The key principle underlying asset valuation in the context of the IRR methodology is the 
‘value-to-the-owner principle’. This values assets in terms of the opportunities available to the 
business from the ownership of a set of assets, with three options being available at any one 
point in time: 

– replace the assets—the company could replace its assets, such that one valuation 
base is the replacement cost, or, more accurately, the MEAV of using the optimal 
configuration of assets and current technology to deliver existing services at lowest cost;  

– sell the assets—this option provides a valuation base referred to as the net realisable 
value (NRV); 

– continue to use the assets—with the value from this option given by the NPV of future 
cash flows associated with the continued use of the assets. 

In particular, the value-to-the-owner principle values assets according to the lower of the 
MEAV and the economic value, which is itself the higher of the NPV and the NRV.63 When 
testing whether excessive returns are being achieved, the relevant asset value is the MEAV, 
as this would be the lowest cost of entry if excessive returns exist. The MEAV represents the 
most efficient configuration of assets (not necessarily the existing configuration), and uses 
current technology. It is not therefore the cost of replacing assets on a ‘like for like’ basis. 
The MEA has not estimated the MEAV of its assets, but has instead provided depreciated 
replacement cost (DRC) valuations. The calculations of the IRR presented below should 
therefore be treated with a degree of caution, as MEAVs are not used. This underlines the 
merits of using a range of measures to assess profitability, as has been undertaken here.  

Total assets comprise tangible and intangible assets. For each of these two asset categories 
it is necessary to identify particular assets and obtain their MEAV, ideally, or replacement 
cost asset values. This is because historical cost accounting (HCA) values may, in a practical 
sense, be ‘out of date’, and not correspond to the actual value to the business of possessing 
these assets.64  

With respect to tangible assets, Figure A3.1 provides a breakdown of the MEA’s tangible 
assets in net book value terms and demonstrates the growth in the MEA’s asset value over 
this period. Its tangible assets have increased significantly.65 These particular assets may 
have experienced less technological change than generation and distribution assets, and are 
significantly smaller in value. It is therefore more important to obtain robust replacement 
valuations for generation assets, network assets and pipeline systems. 

                                                           
63 The Competition Commission refers to the economic value as the ‘deprival value’.  
64 Detailed discussion of asset valuation in the framework of profitability assessment is provided in Appendix 2. 
65 According to comments provided by the MEA, in statutory accounts certain assets, recorded against generation assets, can 
be better classified as pipeline systems. These relate to ‘CCGT assets’. Therefore, the net book value of generation assets in 
FYE 2005 was decreased by £64m and that of pipeline system was increased by the similar amount in the same year. 
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Figure A3.1 Tangible assets of the MEA by type, net book value, 1999 and 2005 (£’000) 
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Source: MEA data and Oxera calculations. 

The MEA, in response to the OFT’s questionnaire, provided DRC values as at 2005 for 
generation, transmission and distribution assets (see Table A3.1).  

Table A3.1 MEA generation asset valuation, 2005 (£’000) 

 Current 
replacement cost 

Accumulated 
depreciation 

DRC value 

Generation plant    

CCGT (2001–05) 56,562 0 56,562 

PGT1 (2001–05) 128,980 0 128,980 

Pulrose (2003–05) 1,909 0 1,909 

Pulrose (1987–90) 28,500 22,591 5,909 

Reconstruction and tanker road 43 0 43 

Sub-total Pulrose 215,994 22,591 193,403 

Peel plant 23,750 11,572 12,178 

Peel other 679 332 347 

Peel—consultancy 1,369 907 462 

Peel—bund 123 48 75 

Sub-total Peel 25,921 12,859 13,062 

Telecontrol (1992–98) 498 338 160 

Telecontrol (1999–2002) 120 23 97 

Fuel system (1996–2000) 776 247 529 

Hydro (1980–86) 2,000 1,489 511 

Sub-total other 3,394 2,097 1,297 

Overall total  245,309 37,547 207,762 
 
Source: MEA data. 
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The MEA has assumed that the current replacement cost is the same as the cost of 
construction and acquisition in relation to certain Pulrose assets, as these investments were 
undertaken recently. However, as the PGT investment was completed during FYE 2004, it is 
not clear that the current replacement cost is equal to the historic cost of construction and 
acquisition.  

In addition, ‘CCGT (2001–05) assets’ recorded among generation assets should be more 
accurately classified as on-Island gas assets. These assets were therefore removed from 
generation assets. It seems appropriate to adjust depreciation figures on these for the 
purposes of the analysis. The DRC values of the PGT and Pulrose (2003–05) generation 
plant are re-estimated, assuming that they had been in place for one-and-a-half years, with a 
useful economic life of 40 and 20 years respectively. This results in a total DRC value of 
£205.9m (see Table A3.2). 

Table A3.2 MEA generation assets valuation accounting for depreciation, 2005 (£’000) 

 DRC ~ 
as per the MEA 

Assumed years 
in place 

Assumed  
asset life 

Re-estimated 
DRC 

PGT (2001–05) 128,980 1.5 40 124,143

Pulrose (2003–05) 1,909 1.5 20 1,766

Pulrose (1987–1990) 5,909     5,909

Reconstruction and tanker road 43     43

Total Pulrose (excluding ‘CCGT 
assets’) 

136,841     131,861

Total Peel 13,062     13,062

Total other 1,297     1,297

Overall total  
(excluding ‘CCGT assets’) 

151,200     146,220

 
Note: The figures may not sum because only key items within each sub-category are shown.  
Source: MEA data and Oxera calculations. 

The ‘CCGT assets’ refer to on-Island gas transportation assets. Their DRC values are re-
estimated using a useful economic life assumption of 40 years. They are then analysed as 
part of the pipeline network.  

Table A3.3 MEA ‘CCGT assets’ valuation accounting for depreciation, 2005 (£’000) 

 DRC  
as per the MEA 

Assumed years 
in place 

Assumed  
asset life 

Re-estimated 
DRC 

CCGT (2001–05) 56,562 1.5 40 54,441 
 
Source: MEA data and Oxera calculations. 

The total DRC value of the pipeline network therefore comprises the BGE contract and 
‘CCGT assets’. (The MEA has informed Oxera that the replacement cost of the BGE contract 
is similar to its HCA value, as these assets were established recently.) 
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Table A3.4 The MEA’s pipeline networks asset valuation, 2005 (£’000) 

 DRC 

CCGT (2001–05) 54,441 

BGE contract 105,073 

Total pipeline networks 159,514 
 
Source: MEA data and Oxera calculations.  

Similarly, the MEA provided estimates of the replacement cost of its distribution network (see 
Table 4.5, and Appendix 4 for detailed calculations). The MEA has informed Oxera that it 
approximated the DRC by multiplying the replacement cost by the ratio of net book value to 
gross value of its distribution network, as recorded in the financial accounts. Ideally, 
replacement cost values would have been depreciated by examining their remaining life and 
their useful economic life when new, but this information does not appear to be available. It is 
difficult to determine how significant this is in the overall context of estimating the IRR. 
Section 3 benchmarked the MEA’s distribution network against those of electricity distribution 
networks in England and Ireland. 

Table A3.5 MEA distribution network asset valuation, 2005 (£’000) 

 Replacement cost Accumulated depreciation DRC 

Distribution  285,000 83,014 201,986 

Sub-sea cable 55,000 6,376 48,624 

Total 340,000 89,390 250,610 
 
Source: MEA data. 

Table A3.6 presents a summary of the depreciated asset values for 2005. 

Table A3.6 Depreciated asset valuations (£’000) 

 DRC value (2005) 

Generation plant 146,220 

Distribution system 250,610 

Pipeline systems (including ‘CCGT assets’) 159,514 

Land, buildings and vehicles1 14,525 

Total fixed assets 570,869 
 
Note: 1 According to the value in the MEA’s financial accounts. 
Source: MEA data and Oxera calculations. 

The next issue to consider is how the depreciated fixed asset values for 2005 can be 
backdated into valuations for 1999. Ideally, the depreciated valuations in Table A3.6 for 2005 
could be converted into 1999 values by adjusting for depreciation and CAPEX.66 This 
requires information on the CAPEX for each of these assets, their useful economic lives and 
their remaining asset lives in 2005; however, not all of this data has been provided. 
Therefore, while a total DRC value for 1999 can be estimated, this cannot be broken down 

                                                           
66 In particular, an opening DRC asset value can be determined by adding back depreciation (based on the replacement cost 
value, not the HCA value) and deducting CAPEX.  
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as was done in Table A3.5. Table A3.7 reports an estimate of an opening DRC asset value in 
1999.  

The following figures were used to estimate depreciation for generation plant, the distribution 
system and pipeline systems. 

Table A3.7 Depreciation, 1999–2005 

 DRC, 2005 
(£’000) 

Asset life1 
(years) 

Years in 
place, 
20051 2  

Remaining 
asset life, 

2005 
(years) 

Years in 
place, 
1999-
2005 

Cumulative 
depreciation, 

1999–2005 
(£’000) 

Generation assets       

PGT 124,143 40 1.5 38.5 1.5 4,837

Pulrose plant 1,766 20 1.5 18.5 1.5 143

Other3 20,311 15 9.7 5.3 6 23,096

Sub-total 146,220     28,076

Transmission and 
distribution assets 

250,610 n/a n/a 27.54 6.05 54,604

Pipeline system assets      

BGE contract 105,073     

CCGT assets6 54,441 40 1.5 38.5 1.5 2,121

Sub-total 159,514     2,121

Total 556,344     84,801
 
Notes: 1 Weighted by current replacement cost for each group of assets as provided by the MEA 2 Calculated 
using gross book values, asset lives and cumulative depreciation as at 2005 provided by the MEA under the 
assumption of straight-line depreciation. 3 Includes the following asset groups and sub-totals: ‘Pulrose plant 
(1987–1990)’ and ‘Reconstruction and Tanker road’ from sub-total 'Total Pulrose' and sub-totals 'Peel Total 
(1992–1998)' and 'Total Other' as provided by the MEA. 4 The average remaining asset life in 2004, as provided 
by the MEA, was 29 years. 5 It was assumed that most of the distribution assets were in place from 1999 to 2005. 
6 Reclassified from generation assets since these are on-Island gas assets. 
Sources: MEA data and Oxera calculations. 

Using these estimates of depreciation and CAPEX from financial statements, it is possible to 
estimate DRC asset values in 1999. 
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Table A3.8 Depreciated asset valuations (£’000) 

 DRC, 2005 Cumulative 
depreciation, 

1999–2005 

CAPEX,  
1999–2005 

DRC, 19991 

Generation assets     

PGT 124,143 4,837  was not 
constructed  

Pulrose plant 1,766 143  was not 
constructed 

Other2 20,311 23,096   

Sub-total 146,220 28,076   

Transmission and distribution 
assets 

250,610 54,604   

Pipeline networks assets     

Pipeline financed by lease  105,073   was not 
constructed 

CCGT assets3 54,441 2,121  was not 
constructed 

Sub-total 159,514 2,121   

Sub-total CAPEX4   222,091  

Pipeline financed by lease5   105,073  

Total generation, 
transmission and distribution 
and pipeline networks 

556,344 84,801 327,164  

313,981 

Land, buildings and vehicles6 14,535 n/a n/a 17,414 

Total tangible fixed assets 570,879   331,395 
 
Note: 1 Total DRC 1999 = total DRC 2005 + depreciation (1999–2005) – CAPEX (1999–2005). 2 Includes the 
following asset groups and sub-totals: ‘Pulrose plant (1987–1990)’ and ‘Reconstruction and Tanker road’ from 
sub-total 'Total Pulrose' and sub-totals 'Peel Total (1992–1998)' and 'Total Other' as provided by the MEA. 3 Re-
classified from generation assets since these are on-Island gas assets. 4 According to the MEA’s financial 
statements. 5 Due to the nature of the transaction (financial lease), asset acquisition was not followed by cash 
outflow. Therefore, total CAPEX needs to be adjusted. 6 Land, buildings and vehicles are valued according to the 
value in the MEA’s financial accounts. 
Source: MEA data and Oxera calculations. 

Tangible assets have therefore been identified and valued. In theory, assets can also be 
‘intangible’ in nature, although this form of asset may be proportionately less significant in the 
electricity industry than, for example, in the consumer goods sector. If significant costs have 
been incurred in establishing intangible assets, but are ignored, returns may be 
overestimated. Accounting standards generally adopt a cautious approach to the 
measurement of assets. Traditionally, in UK accounting standards, only rights such as 
licences and patents and recoverable R&D costs are included as intangible assets. The 
decision to include intangibles in the balance sheet under accounting rules is not always 
satisfactory from an economics perspective. A profitability assessment therefore needs to 
consider the scope of intangible assets, beyond those provided for in accounting reports.67  

                                                           
67 Academic literature outlines three methods for determining asset lifetimes: assets may have a definite lifetime (such as a 
patent or a contract); qualitative analysis, such as life-cycle analysis, can be used, although this may require judgements as to 
future technological or marketplace developments; quantitative analysis, such as the use of customer retention data, can be 
used. There are also a number of approaches to valuing intangible assets, including market-based valuations. The focus here is 
on capitalising expenditures associated with the identified intangible assets. In theory, it is what a new entrant would spend on 
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The main types of intangible asset considered by competition authorities are brand and 
investment in acquiring customers, IT systems, staff training or ‘know-how’.68 Overall, should 
the MEA have identifiable intangible assets, these are likely to relate to its brand, IT systems 
and trained staff. The analysis therefore focuses on these possible intangible assets using 
details on expenditure incurred by the MEA. With respect to the appropriate lifetime of these 
assets, this can be conceptualised as either the length of time it takes to establish the asset, 
or the period of time the asset would maintain a certain value if it received no further 
investment.  

Determining this appropriate lifetime requires an element of judgement. In the case of IT 
software and staff training, regulatory precedent indicates a useful economic life of around 
five years.69 With respect to brand, the MEA is a monopoly supplier of electricity on the Isle 
of Man, and it is not clear whether it would be justifiable to include this as an asset on which 
the business could legitimately expect a return. Furthermore, not all marketing expenditure 
should be treated as capital costs simply because it has been recorded as marketing 
expenditure; for example, some may not be effective. Both these factors imply that a 
relatively short lifetime assumption for the brand would be appropriate. No conclusions are 
drawn on the overall merits of including brand as an asset of the MEA; rather, for simplicity, a 
lifetime for the brand of five years is assumed, in line with IT systems and staff training, and 
all marketing expenditure is treated as capital costs. As shown in Table A3.9, overall 
intangible values are low compared with tangible fixed assets (see Table A3.8), and this is 
unlikely to have a significant effect on the results.  

Table A3.9 The MEA’s intangible assets, 1999 and 2005 (£’000) 

 1999 2005 

Training (labour) 799.5 1,054.0 

Marketing (brand) 248.1 297.7 

Software (technology) 553.5 664.2 

Total 1,601.1 2,015.9 
 
Note: Intangible asset values for 1999 were determined by deflating the 2005 valuation by the Isle of Man RPI. 
This is consistent with CAPEX being equal to depreciation plus the inflation uplift. The intangible asset values for 
training treat additional training on the CCGT as a new rather than established asset.  
Source: MEA data and Oxera calculations. 

Finally, current assets and current liabilities can be added to the tangible assets and 
intangible assets. Table A3.10 presents the overall capital base of the MEA.  

                                                                                                                                                                                     
establishing intangible assets that is the relevant asset value, rather than what an established company may have spent in the 
past. However, it may be possible to infer what a new entrant would spend by examining actual expenditures of the company 
under investigation. 
68 See, for example, Competition Commission (2002), ‘The Supply of Banking Services by Clearing Banks to Small and 
Medium-sized Enterprises: A report on the Supply of Banking Services to Small and Medium-sized Enterprises within the UK’, 
Cm 5319, March 14th. 
69 There is one possible exception. In 2004, the MEA invested in staff training for the CCGT and the expenditure was 
capitalised as it was incurred. 
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Table A3.10 Capital base of the MEA, 1999 and 2005 (£’000)  

 1999 2005 

Tangible fixed assets (a) 331,395 570,879 

Intangible assets (b) 1,601 2,016 

Current assets (c) 11,586 8,618 

Current liabilities (d) 11,214 52,165 

Short-term debt (e) 7,066 40,613 

Capital employed (a + b + c – d + e) 340,434  569,961 
 
Source: MEA data and Oxera calculations. 

Once opening and closing values of capital employed have been estimated, it is necessary to 
estimate the costs and benefits that investors were able to obtain from the business from 
1999 to 2005. 

A3.2 Cash flows to investors 

A company generates cash inflows from its operating activities. This cash, net of operating 
costs (CI), can be put to different uses: paying dividends (D), interest (I) and taxes (T); 
financing CAPEX and acquisitions, net of disposals (A); and investing in financial assets 
(FA)—ie, current investments. In addition, a company may receive new financing (through 
new share issues or loans) or reduce its financing by repaying some of its loans and 
repurchasing shares. The net new financing (NNF) is the difference between new share 
issues and loans, less loan repayments and share repurchases. At the end of the financial 
year, therefore, the net increase in cash balances (NIC) held by the company is the 
difference between the sum of: 

– cash inflows from operating activities and net new financing; and 
– outflows of dividends, interest and taxes paid; net additions to fixed assets through 

CAPEX and acquisitions (net of disposals); and net additions to current investments. 

Cash flow to investors is the sum of dividends, interest and tax paid less net new financing. 

CF = D + I + T – NNF 

An additional complication is introduced by the fact that the MEA has finance lease contracts. 
The non-cash nature of these transactions means that the MEA, as lessee, obtains additional 
financing without any associated cash inflow (or NNF in the equation above). Therefore, to 
maintain consistency, new lease financing should be subtracted from cash flows to investors 
as if it were a source of financing from debt holders; otherwise, it would be possible for 
lessees to gain assets without a corresponding cash outflow. Table A3.11 presents estimates 
of the cash flow to investors.  
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Table A3.11 Cash flows to investors, 2000–05 (£’000) 

 2000 2001 2002 2003 2004 2005 

Net interests paid (I) 868 644 –3,347 7,994 18,838 14,110 

New debt (a) 0 3,500 185,000 0 85,000 25,000 

Repayment of debt (b) 3,149 52 6,986 219 30,179 0 

New lease finance (c) 0 0 0 0 106,086 0 

Repayment of lease finance (d) 2,464 1,971 1,466 1,242 1,342 932 

Net new financing (NNF) (a – b + c – d) –5,613 1,477 176,548 –1,461 159,565 24,068 

Cash flow to investors 6,481 –833 –179,895 9,455 –140,727 –9,958 
 
Note: No dividends or taxation were paid by the MEA. New lease finance in 2004 is associated with capitalised 
commitments with regard to the off-Island pipeline system.  
Source: MEA data and Oxera calculations. 

Using capital employed (Table A3.10) and cash-flow data (Table A3.11), the MEA’s IRR over 
the period 1999 to 2005 can be estimated at –3.5%. The asset valuations used reflect DRC 
values, not the MEAV, which the MEA has not been able to provide. 
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Appendix 4 Supporting analysis of asset valuation 

Table A4.1 Distribution network valuation, replacement cost asset values (not 
depreciated), 2005 (£’000) 

Description Length (km) Per-metre 
replacement (£) 

Replacement cost 
value (£’000) 

33kV overhead line 95 50 4,750 

33kV underground cable 53 150 7,950 

11kV overhead line 228 40 9,120 

11kV underground cable 445 130 57,850 

3.3kV overhead line 12 40 480 

3.3kV underground cable 67.25 130 8,743 

LV overhead line 288 20 5,760 

LV underground cable 737 100 73,700 

Sub-total   168,353 

33/11kV primary sub-stations    

Lord Street   7,000 

Douglas North   6,000 

Middle River   6,000 

Laxey   3,000 

Ramey Milntown power station   5,000 

St John’s   5,000 

Peel power station   4,000 

Castletown   5,000 

Ballagawne   3,000 

Sub-total   44,000 

 No. Per-unit 
replacement/£ 

Replacement cost 
value (£’000) 

11/3.3kV sub-stations    

Ground mounted 560 45,000 25,200 

Pole mounted 407 6,000 2,442 

LV Services 44,000 1,000 44,000 

Sub total   71,642 

Subsea cable 90kV   55,000 

SCADA Control Systems   2,000 

Overall total    340,995 
 
Source: MEA data. 
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Appendix 5 Non-electricity businesses 

This appendix considers the costs, revenues and asset bases of the non-core elements of 
the MEA business so that these elements can be removed to allow analysis of the 
profitability of the MEA’s electricity business alone. 

A5.1 Retail appliances and telecoms business 

The MEA’s financial statements show turnover and operating costs for each of the four 
business divisions separately. Therefore, the costs and revenues of the appliance business 
are easily identifiable. However, the asset base of the appliance business is not shown 
separately from other assets, and therefore needs to be estimated. This has been done in 
conjunction with MEA guidance on the asset values in 2005 and assumptions about the 
asset values in previous years.70 Table A4.1 summarises the financial information for the 
retail appliance business and estimates its capital employed. 

Table A5.1 Turnover, costs and assets allocated to the retail business, 1999–2005 
(£’000)  

 1999 2000 2001 2002 2003 2004 2005

Turnover 3,294 3,679 4,173 4,712 4,622 4,872 4,860

OPEX 2,667 2,993 2,773 3,175 3,233 3,522 3,473

Capital employed    

Fixed assets 2,851 2,912 2,993 3,035 3,124 3,220 3,400

Stock 398 455 498 387 263 584 949

HP instalments 316 340 521 342 235 58 0

Trade creditors 230 259 240 274 279 304 300

Total capital employed1 3,334 3,449 3,772 3,489 3,343 3,558 4,049
 
Note: Estimates are shown in italics. 1 Total capital employed is the sum of fixed assets, stock and HP 
instalments, less trade creditors. Totals may not sum due to rounding. 
Source: MEA data and Oxera calculations. 

Costs and revenues of the telecoms business are also available from the accounts. The MEA 
has noted that its financial accounts do not record a value for any telecoms assets. Table 
A4.2 below summarises the financial information for telecoms activities. These items need to 
be removed from the MEA accounts to determine the revenues and costs of the electricity-
only business.  

                                                           
70 The MEA noted that because retail appliance properties were not investment properties, there was no accounting 
requirement to revalue these. Therefore, the book value of these assets was likely to underestimate their current value. The 
MEA estimated the current value of these properties based on a valuation exercise of its Castletown showroom. To determine 
values for previous years, it is assumed that the real value of retail appliance properties remains constant. Furthermore, the 
MEA indicated that approximately £600,000 of retail stock in 2005 related to the retail appliance business. To derive estimates 
for trade creditors for previous years, it is assumed that the ratio of trade creditors to retail appliance costs remains constant. 
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Table A5.2 Turnover and costs allocated to telecoms business, 2000–05 (£’000) 

 2002 2003 2004 2005 

Turnover 284 347 101 0 

Operating costs 0 0 1,065 761 
 
Source: MEA data and Oxera calculations. 

After non-core activities of the MEA have been removed, the only remaining activities are the 
MEA’s energy business. This leaves gas supply, which needs to be separated from the 
electricity business.  

A5.2 Gas supply business 

At the final stage, it is necessary to separate gas transportation activities from the electricity 
business, by: 

– removing the costs and revenues of gas supply activities recorded against the gas 
division; 

– identifying and removing those parts of the gas business that were shown as part of the 
electricity business; 

– identifying and removing the asset base of the gas supply business. 

The turnover of the gas supply division refers to proceeds from the sale of gas to Manx Gas. 
Correspondingly, costs refer to the costs of purchasing and delivering gas to Manx Gas. The 
MEA provided estimates of the costs of the gas business that are recorded against 
electricity. 

Table A5.3 presents details of the MEA estimates of income, costs and shortfall for the total 
gas division business for FYE 2005. As discussed in section 4, MEA has not yet been able to 
provide an estimate for 2004 and an assumption is therefore required for the shortfall in that 
year. The assumption made is that the shortfall is the same as in 2005. After checking 
alternative methods of deriving this estimate, it seems clear that this assumption does not 
significantly overestimate the costs of the gas business, and therefore does not overestimate 
the returns to the electricity supply business.  
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Table A5.3 Shortfall of the gas business, FYE 2005 (£’000) 

Income  

Sales to Manx Gas 706 

Sales to MEA 1,977 

BGE contract 210 

Total income 2,893 

Costs  

Gas division  

Direct costs 479 

Overhead costs 250 

Rental 50 

BGE  

OPEX—interconnector 110 

OPEX—spur 306 

Shipping costs 85 

Capacity costs 6,216 

Depreciation  

Glen Mooar—PRS 378 

On-Island pipeline 392 

Pulrose PRS 53 

BGE initial payment 220 

Interest 2,481 

Total costs 11,018 

Shortfall 8,125 

Shortfall before interest payments 5,645 
 
Source: MEA data. 
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Appendix 6 Benchmarking results 

Table A6.1 compares the MEA’s profitability with that of the FTSE 350 companies.  

Table A6.1 Profitability measures (%) 

MEA (decile) 4.8 (0.2–0.3) 20.8 (0.5–0.6) 2.8 (0.1–0.2) 

Deciles ROS EBITDA margin ROCE 

Min. –210.9 –177.9 –312.4 

0–0.1 –18.3 –4.8 –13.3 

0.1–0.2 2.3 5.8 1.8 

0.2–0.3 5.0 9.3 5.9 

0.3–0.4 7.5 13.3 8.6 

0.4–0.5 10.3 16.0 10.7 

0.5–0.6 13.6 20.4 13.0 

0.6–0.7 18.3 25.6 15.5 

0.7–0.8 25.5 32.4 19.7 

0.8–0.9 42.6 57.2 24.0 

0.9–1.0 86.1 86.4 38.5 

Max. 94.5 94.5 98.4 
 
Note: For each decile, medians are reported. 
Source: Datastream and Oxera calculations.  

Table A6.2 presents details on the indicators used for the FTSE 350 sample and the MEA. 
The result for each decile is the median. The MEA is in the decile 0.0–0.1 (eg, the lowest 
decile) for size, capital intensity and cost structure, but appears in the highest decile for the 
volatility in earnings.  
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Table A6.2 Business characteristics 

MEA (decile) 34,119 (0.1–0.2) 0.25 (0–0.1) 3.8 (0.1–0.2) 95.3 (0.9–1.0) 

Deciles Revenue (£’000) Capital intensity 
(ratio) 

OPEX/CAPEX 
(ratio) 

Volatility of earnings 
(standard deviation) 

Min. 0 0 0.1 0.1 

0–0.1 14,459.7 0.2 0.9 2.34 

0.1–0.2 65,533.0 0.7 4.1 5.96 

0.2–0.3 168,774.0 1.7 8.9 8.79 

0.3–0.4 352,633.3 2.8 14.1 12.3 

0.4–0.5 523,700.0 4.1 18.4 17.81 

0.5–0.6 786,469.0 6.5 23.0 24.06 

0.6–0.7 1,273,910.0 9.6 28.8 34.54 

0.7–0.8 2,053,000.0 17.2 37.6 50.34 

0.8–0.9 3,757,800 75.3 54.2 100.67 

0.9–1.0 110,000,000 2,155.6 123.4 281.82 

Max. 170,000,000 27,079.0 1,100.8 223.2 
 
Note: For each decile, medians are reported. 
Source: Datastream and Oxera calculations.  

Size is now controlled for by creating a sub-sample of 15 companies with revenue just above 
and 15 companies just below that of the MEA. Even though size is now controlled for, the 
MEA’s margin on turnover (ROS and EBITDA measures) appears low, being in the 0.1–0.2 
deciles. The results are more mixed for the ROCE, with the MEA being in the 0.3–0.5 
deciles.  

Table A6.3 Results for firms with similar size (30-company sample)  

MEA return (decile) 4.8 (0–0.1) 20.8 (0.1–0.2) 2.8 (0.3–0.5) 

Decile ROS EBITDA ROCE 

Min. –93.5 –76.0 –12.1 

0–0.1 –18.9 –7.8 –12.1 

0.1–0.2 17.1 24.5 –5.0 

0.2–0.3 32.1 34.6 0.9 

0.3–0.4 48.1 58.1  

0.4–0.5 73.6 74.5 5.2 

0.5–0.6 80.8 81.1 7.9 

0.6–0.7 88.3 88.3  

0.7–0.8 90.7 90.7 14.8 

0.8–0.9 92.9 92.9 17.2 

0.9–1.0 94.1 94.1  

Max. 94.5 94.5 17.2 
 
Note: There were insufficient observations for the ROCE for deciles 0.3–0.4, 0.6–0.7 and 0.9–1.0. 
Source: Datastream and Oxera calculations.  
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The following two tables show the results when the sample size is 50 and 100 companies.  

Table A6.4 Results for firms with similar size (50-company sample) 

MEA return (decile) 4.8 (0–0.1) 20.8 (0.1–0.2) 2.8 (0.3–0.4) 

Decile ROS EBITDA ROCE 

Min. –210.9 –177.9 –14.3 

0–0.1 –25.8 –7.8 –13.2 

0.1–0.2 17.1 21.0 –8.8 

0.2–0.3 32.1 34.6 –5.0 

0.3–0.4 48.1 57.9 0.9 

0.4–0.5 73.2 74.5 5.2 

0.5–0.6 82.2 82.2 7.9 

0.6–0.7 86.3 86.3 14.8 

0.7–0.8 89.2 89.2 15.5 

0.8–0.9 91.8 91.8 17.2 

0.9–1.0 93.9 93.9 20.4 

Max. 94.5 94.5 

 

20.4 

 
Source: Datastream and Oxera calculations. 

Table A6.5 Results for firms with similar size (100-company sample) 

MEA return (decile) 4.8 (0.1–0.2) 20.8 (0.1–0.2) 2.8 (0.3–0.4) 

Decile ROS EBITDA ROCE 

Min. –210.9 –177.9 –14.3 

0–0.1 –24.6 –11.1 –12.1 

0.1–0.2 13.3 20 –7.1 

0.2–0.3 19.4 25 0.9 

0.3–0.4 28.6 34.6 3.7 

0.4–0.5 48.1 56.4 5.3 

0.5–0.6 61.5 64.1 10.7 

0.6–0.7 78.6 78.6 11.8 

0.7–0.8 85.7 85.7 14.8 

0.8–0.9 89.2 89.2 19.4 

0.9–1.0 92.9 92.9 32.6 

Max. 94.5 94.5 

 

35.8 

 
Source: Datastream and Oxera calculations. 

It is also possible to control for capital intensity by identifying companies with capital intensity 
similar to that of the MEA (see Table A6.4). When capital intensity is controlled for, the MEA 
appears in deciles 0.1–0.2 for all three profitability measures.  
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Table A6.6 Results for firms with similar capital intensity (30-company sample) 

MEA return (decile) 4.8 (0.1–0.2) 20.8 (0.1–0.2) 2.8 (0.1–0.2) 

Decile ROS EBITDA ROCE 

Min. –115.4 –65.7 –5.4 

0–0.1 –67.1 –45.5 –12.3 

0.1–0.2 13.9 21.5 3.4 

0.2–0.3 17.3 27.9 5.1 

0.3–0.4 29.1 37.7 5.7 

0.4–0.5 32.9 43.5 7.5 

0.5–0.6 37.6 48.6 7.7 

0.6–0.7 42.0 50.5 7.8 

0.7–0.8 49.3 63.5 9.3 

0.8–0.9 66.1 70.5 14.6 

0.9–1.0 86.6 86.9 25.3 

Max. 90.2 90.5 27.4 
 
Note: Results are medians unless otherwise specified.  
Source: Datastream and Oxera calculations.  

The next two tables show the results for the 50- and 100-company samples.  

Table A6.7 Results for firms with similar capital intensity (50-company sample) 

MEA return (decile) 4.8 (0.1–0.2) 20.8 (0.2–0.3) 2.8 (0.1–0.2) 

Decile ROS EBITDA ROCE 

Min. –115.4 –65.7 –26.6 

0–0.1 –45.4 –23.7 –11.2 

0.1–0.2 1.8 15.7 –0.6 

0.2–0.3 10.5 20.3 4.4 

0.3–0.4 16.1 26.9 5.3 

0.4–0.5 19.1 37 6.7 

0.5–0.6 32.4 43.3 7.7 

0.6–0.7 37.0 48.1 7.8 

0.7–0.8 42.2 51.3 8.8 

0.8–0.9 54.2 65.5 11.2 

0.9–1.0 82.0 82.5 23.1 

Max. 90.2 90.5 27.4 
 
Note: Results are medians unless otherwise specified.  
Source: Datastream and Oxera calculations. 
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Table A6.8 Results for firms with similar capital intensity (100-company sample) 

MEA return (decile) 4.8 (0.1–0.2) 20.8 (0.3–0.4) 2.8 (0.1–0.2) 

Decile ROS EBITDA ROCE 

Min. –115.4 –65.7 –34.2 

0–0.1 –23.8 –1.8 –11.2 

0.1–0.2 1.2 7.7 0.1 

0.2–0.3 6.6 14 4.4 

0.3–0.4 8.9 17.5 5.4 

0.4–0.5 11.2 20.4 6.7 

0.5–0.6 16 27.4 7.8 

0.6–0.7 20.1 37 9.3 

0.7–0.8 34.2 45.1 11.5 

0.8–0.9 42.5 52.1 14.1 

0.9–1.0 73.7 75.1 23.1 

Max. 90.2 90.5 27.4 
 
Note: Results are medians unless otherwise specified.  
Source: Datastream and Oxera calculations. 

The results are similar when cost structure is controlled for (see Table A6.9). The MEA’s 
accounting profitability appears low even among companies with similar cost structure.  

Table A6.9 Results for firms with similar cost structure (30-company sample) 

MEA return (decile) 4.8 (0.1–0.2) 20.8 (0.2–0.3) 2.8 (0.2–0.3) 

Decile ROS EBITDA ROCE 

Min. –165.3 –129.9 –26.6 

0–0.1 –115.3 –65.7 –12.3 

0.1–0.2 8.3 20.0 –1.2 

0.2–0.3 11.2 25.8 5.3 

0.3–0.4 13.9 27.9 6.7 

0.4–0.5 16.3 29.2 8.1 

0.5–0.6 20.1 30.7 9.6 

0.6–0.7 25.2 36.9 12.3 

0.7–0.8 35.2 43.1 15.0 

0.8–0.9 37.5 44.9 17.2 

0.9–1.0 49.3 50.1 25.4 

Max. 73.8 76.5 27.4 
 
Note: Results are medians unless otherwise specified.  
Source: Datastream and Oxera calculations.  

The next two tables show the results when the sample size is 50 and 100 companies. 
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Table A6.10 Results for firms with similar cost structure (50-company sample) 

MEA return (decile) 4.8 (0.1–0.2) 20.8 (0.2–0.3) 2.8 (0.1–0.2) 

Decile ROS EBITDA ROCE 

Min. –165.3 –129.9 –26.6 

0–0.1 –28.1 –1.8 –10.2 

0.1–0.2 7.2 18.1 0.2 

0.2–0.3 9.9 21.5 4.3 

0.3–0.4 13.1 26.6 5.7 

0.4–0.5 16.3 28.1 7.7 

0.5–0.6 19.4 30.0 8.7 

0.6–0.7 25.2 36.9 11.6 

0.7–0.8 34.0 43.1 13.8 

0.8–0.9 37.1 49.5 17.1 

0.9–1.0 53.6 57.2 25.4 

Max. 73.8 76.5 28.8 
 
Note: Results are medians unless otherwise specified.  
Source: Datastream and Oxera calculations.  

Table A6.11 Results for firms with similar cost structure (100-company sample) 

MEA return (decile) 4.8 (0.1–0.2) 20.8 (0.2–0.3) 2.8 (0.1–0.2) 

Decile ROS EBITDA ROCE 

Min. –210.9 –177.9 –34.2 

0–0.1 –32.4 –10.8 –13.3 

0.1–0.2 9.0 19.3 3.0 

0.2–0.3 11.7 23.4 5.4 

0.3–0.4 16.2 26.6 7.6 

0.4–0.5 18.6 28.4 8.1 

0.5–0.6 24.2 35.4 9.7 

0.6–0.7 32.9 43.1 12.1 

0.7–0.8 37.3 49.8 14.6 

0.8–0.9 46.5 61.3 18.3 

0.9–1.0 71.8 74.9 28.8 

Max. 80.8 81.1 54.6 
 
Note: Results are medians unless otherwise specified.  
Source: Datastream and Oxera calculations.  

Finally, the results when risk is controlled for are presented in Tables A6.12–A6.14.  
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Table A6.12 Results for firms with similar risk (30-company sample) 

MEA (decile) 4.8 (0.5–0.6) 20.8 (0.6–0.7) 2.8 (0.2–0.3) 

Decile ROS EBITDA ROCE 

Min. –40.4 –23.1 –84.9 

0–0.1 –0.3 1.9 0.7 

0.1–0.2 0.9 3.1 2.0 

0.2–0.3 1.5 4.5 4.4 

0.3–0.4 2.1 5.8 6.3 

0.4–0.5 2.4 6.6 7.0 

0.5–0.6 6 8.0 8.4 

0.6–0.7 10.4 17.1 8.9 

0.7–0.8 13.2 22.7 10.4 

0.8–0.9 14.3 26.6 12.7 

0.9–1.0 35.2 44.6 15.3 

Max. 42.5 44.9 15.5 
 
Note: Results are medians unless otherwise specified.  
Source: Datastream and Oxera calculations.  

Table A6.13 Results for firms with similar risk (50-company sample) 

MEA (decile) 4.8 (0.5–0.6) 20.8 (0.7–0.8) 2.8 (0.3–0.4) 

Decile ROS EBITDA ROCE 

Min. –40.4 –23.1 –84.9 

0–0.1 –25.8 –2.8 –8.8 

0.1–0.2 –0.7 2.3 –1.0 

0.2–0.3 1.4 4.7 1.3 

0.3–0.4 2.1 5.5 3.6 

0.4–0.5 2.5 6.6 6.8 

0.5–0.6 4.4 9.8 8.5 

0.6–0.7 10.2 16.7 8.9 

0.7–0.8 13.6 24.7 10.7 

0.8–0.9 21.5 28.1 14.8 

0.9–1.0 41.5 49.6 20.3 

Max. 56.4 57.3 28.8 
 
Note: Results are medians unless otherwise specified.  
Source: Datastream and Oxera calculations.  
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Table A6.14 Results for firms with similar risk (100-company sample) 

MEA (decile) 4.8 (0.4–0.5) 20.8 (0.8–0.9) 2.8 (0.3-0.4) 

Decile ROS EBITDA ROCE 

Min. –63.0 –40.0 –106.9 

0–0.1 –32.4 –6.1 –34.2 

0.1–0.2 –3.7 1.9 –5.6 

0.2–0.3 1.4 4.6 0.7 

0.3–0.4 2.5 6.4 4.4 

0.4–0.5 4.3 8.7 6.1 

0.5–0.6 6.5 11.5 7.7 

0.6–0.7 9.9 14.7 9.6 

0.7–0.8 13.8 24.1 11.9 

0.8–0.9 24.1 28.1 15.8 

0.9–1.0 54.7 57.2 26.6 

Max. 76.7 76.7 98.4 
 
Note: Results are medians unless otherwise specified.  
Source: Datastream and Oxera calculations.  

 

 


