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Editorial

Once the legislative proposal for the constitution of gas Districts is approved, the gas distribution sector will
undergo a profound change.

The redesigning of national gas distribution geography is bound to alter the business models and strategies
of leading players in the sector, and significantly reduce the number of operators by fully implementing
territorial aggregation measures of unprecedented magnitude.

The second issue of the Think4Energy newsletter seeks to offer its readers insights on two aspects of the
matter.

The first concerns the evolution of strategies on the distributors’ part, and the complexities of managing a
post-Letta law present filled with competitive tenders, whilst formulating plans by which to face and compete
in the much broader future Gas Districts bidding arena.

The second insight explores the views of stakeholders involved in the evolution process, meaning the
shareholders, mayors and managers, to highlight the principal concerns they will have to resolve.

Giovanni Poggio
Partner
PricewaterhouseCoopers
Energy Utilities and Mining
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Managing the present while planning for the future

Strategy and future assets for the distribution of gas in Italy

by Gianpaolo Chimenti
Director
Energy Utilities and Mining
Strategy Services

The Italian gas distribution business is undergoing
an extremely complex evolutionary phase, filled
with uncertainties that place the strategic choices
of the entire system at risk of crystallization.
Operators must cope with the immediate need to
address expired concession tenders and also
prepare for the profound change in tender
awarding procedures foreseen by the imminent
approval of the gas districts reform (127 according
to the Ministry of Economic Development
legislative draft proposal of July 2010) that already
obligates them to choose which concessions to
renew.

District
Cluster

Districts
Number

Districts
%

TOT Pod
(Number)

TOT
Pod
(%)

Average total
municipalities

per district

>300,000 5 4% 3,332,384 16% 9

250,000
–
300,000

4 3% 1,085,337 5% 69

200,000
–
250,000

15 12% 3,305,035 16% 55

150,000
–
200,000

33 26% 5,810,532 28% 69

100,000
–
150,000

35 28% 4,451,055 22% 62

0 –
100,000

35 28% 2,575,018 13% 61

Total 127 20,559,362 61

Avg,
Pod x
Gas
district

161,885

Source: PwC data

The recent regulatory proposal rearranges the
map of gas distribution territories in Italy by
constituting districts.

On average each new territorial cluster will include
162k pod (points of distribution or sale) and 61
municipalities; the Districts size will range from the
18K pod of the Valle D’Aosta District to the
1.300K pod of the Rome 1 District, while in
geographical terms, 53% of Districts (68) will be
Northern Italy.

Source: PwC data

The post gas District institution scenario

Will the 127 Districts configuration indeed benefit
the market scenario? Today more than 240
distribution companies are in the market; the
average account portfolio managed by about 80%
of these has less than 10 thousand pod. The post
liberalization aggregation process has already
drastically reduced the number of distributors, as
more than 600 operators were registered in 2003.

Source:AEEG

Nonetheless, since winning the adjudication of a
gas District will require managing on average
more than 160K pod, it is clear that many small
operators, meaning the small ex-municipalized
and private operators (typically the ex-methane
companies)

Geographical
Area

Districts
number

Pod
number

Average
Pod per
District

Average
number of

Municipalities
per District

North 68 11,902,014 175,030 68

Central 28 4,841,760 172,920 43

South 31 3,815,588 123,083 60

Total 127 20.559.362 161.885 61

Operators
(by pod
managed)

2006 2007 2008 2009

NUMBER 287 270 264 244

Very large
(above 500k pod)

7 8 8 9

Large
(100k to 500k
pod)

22 24 27 26

Medium
(50k to 100k)

31 33 26 21

Small
(5k to 50k)

133 124 120 115

Very small
(under 5k)

94 81 83 73
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may be destined to be acquired by larger entities
or otherwise form mergers of their own. This
scenario effectively defines the concentration of
players in the market, which is expected to include
no more than 30 operators and be dominated by
large national players, large ex-municipalized and
only a few of the medium sized ex-municipalized.
Is the distribution business strategically important
to the profitability of public utilities? Considering
the integrated view of sales and distribution,
although on average 80% of the overall revenue is
generated by invoiced sales, a rather significant
portion (about 70%) of the gross operating margin
is derived from distribution. The grids are
therefore fundamental assets for the economic
and financial balance of a local multi utilities
company. Sales margins in fact can only be
ensured by having a number of service points
capable of operating in synergy across a territory
that, by virtue of its geographical configuration,
cannot easily be reached by ex-municipalities
(other than the largest clusters).
The constitution of Districts as designed by the
legislator therefore is bound to decrease the
number of operators in the field and enhance
operating efficiency; this will theoretically result in
a lesser cost for the end-user due to distribution
tariffs based on the profit sharing/x factor that will
allow the savings gathered by the industry
upstream to be channelled downstream.

Planning for the future

The widespread regional and extra-regional
presence of national and ex-municipal utility
companies will force these operators to make
choices. The Districts implementation in fact
requires portfolio concessions to be distributed
among a high number of Districts, which will often
result in an extreme reduction of the competitive
market quota. The main goal of operators who
intend to stay in the post-District market will be to
maintain their current pod base. Today is when
they must start planning their business strategy
and define a set of gas Districts to prioritise and
focus short-term strategic actions on.

Managing the present while planning for the future
therefore means considering the forthcoming
legislative changes when evaluating the current
competitive tenders, and focusing on those for
territories on the company’s priority Districts plan.
The objective will be to arrive at the Districts
tenders with an increased or at least undiluted
territorial presence. Expansion and consolidation
of local relationships, better technical knowledge
of the grid and the ability to formulate an
investment asset development plan that is
significantly superior to that of potential
competitors will be key to ensure success in

winning District tenders. As a matter of fact,
according to the current legislative draft proposal,
the main adjudication criteria for tenders will be
based on the technical plan itself.

Managing the present

Managing the present while planning for the future
also means that operators, regardless of the
concessions up for tender within their priority
Districts, must implement a rationalized
concessions portfolio management plan that
focuses on maintaining and eventually acquiring
concessions characterized by a mix that
adequately balances the number of pod (to
ensure rates are adequate to cover operating
costs), territorial congruency and operating
efficiency (measured as a proxy of pod density
within the concessions). These “attractive”
concessions must receive the maximum possible
economic and financial support to defend as well
as conquer them based on their “contention”
potential, meaning the competitive risk factors one
can foresee and curtail by appropriate planning.

A strategy of rationalization, especially for the
largest operators, will require revising territorial
models in relation to the presence of smaller size
concessions and concessions with reduced
territorial contiguity.

Within the scope of future districts selection, it is
also important to consider that the new
concessions adjudication terms will require
compensating the exiting competitors for their
portion of the business at its current market value;
the exiting managing entity reimbursement
requirement in itself may even now serve as a
barrier apt to deter new competitors from taking
part in District adjudication tenders.

The distributor’s rational approach

The present of distribution is still made of
concession tenders. As of today, more than 45%
of the concessions in the distributors’ portfolio are
due to expire by law, and by 2012 the forecast
indicates their number will rise to 80%. The choice
of municipalities yet to issue calls for tenders is
favoured by current distributors willing to accept
concession fee adjustments as foreseen by article
46-bis, paragraph 4, of Law 159/07 .
Nonetheless the trend of the last twelve months
indicates that an increasing number of
municipalities are choosing to step up the
competition pursuant to the high value concession
fee dynamics recorded for the last three years
(which today on average equal 10% of standard
utility rates). The Municipalities’ post-Letta tender
strategy has been based on the concession fee
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(the basic concession fee up for tender has
averaged about 16% of revenue from tariffs in the
last triennium) with the objective to recover from
the exiting manager a significant quota of the
portion of tariffs generated revenue destined to
cover operating costs. Essentially Municipalities
expect to reap a portion of the distributor’s
enhanced operating efficiency benefits through
their tariffs.
In the last triennium the distributors’ opportunistic
attitude and focus on gaining new concessions on
the outskirts of their territory has made it possible
for municipalities to raise their fees. Basically the
fees ensuing from the tender are viewed as an
ancillary operating cost, meaning the distributor
opts to cover only variable costs and pay back a
portion of the coverage relative to fixed costs as a
tender adjudication bonus.
This system, which characterized many post-Letta
tenders in the last three years, may have
unnecessarily inflated the Municipalities’
expectations as to the possible results of the next
concession tenders. In fact, as predicted, the
scenario did change since 2007; these days 45%
of concessions are expired, Districts are ever
closer, and the Joint Conference of State and
Regions is expected to approve the legislative
decree by the end of October.
Distributors of all sizes are starting to participate
in multiple portfolio concession competitive
tenders at the same time; consequently they will
have to abandon any marginal cost related
opportunistic stance and undertake the path
towards rationality.
The rational approach, although it does not
exonerate the new manager from paying an
upfront fee to the Municipality and consequently
compensate the exiting manager the amount
equivalent to the residual industrial value (VIR) of
the grid built by this last, requires the new
manager to be willing to commit to an extra
payment or a bonus only if the RAB (regulatory
assets base equivalent to the net capital invested
towards tariffs and as base for compensation)
exceeds the residual industrial value (value of the

investment). In this case, the guaranteed tariff
revenue (equivalent to the recognized WACC of
7.6% applied to the RAB) may be refunded to the
new manager by means of increasing the
concession payments for the part equivalent to
the difference between the VIR paid and the
amount of RAB earned. As of today however VIR
often exceeds the RAB due to the different
methods used to calculate amortization rates and
therefore the incidence of such cases may be
limited.
Vice versa, in the vast majority of situations where
the Residual Industrial Value (VIR) of the grid
exceeds the RAB, the new manager would not be
entitled to an extra payment. Under these
circumstances the current manager would have
the upper hand in the tender due to the avoidance
of financial expenditures, the in-depth knowledge
of the grid and operating efficiency achieved over
the years which allow it to accept being
remunerated pursuant to a net tariffs capital
investment that is less than its residual worth.
For what regards the portion of tariffs reserved to
cover amortizations, it would not be financially
logical to reimburse it as an extra payment since it
is meant to finance ordinary investments
necessary to keep the RAB stable (assuming in
particular that tariff assets are replaced by others
of equal value).
The portion of tariff revenue slated to cover
operating costs is still recognized. This will be the
aspect subject to competition for as long as
concessions are adjudicated through tenders.
These however will no longer concern marginal
costs that allow even a small distributor to
compete, but rather portfolio operations
management costs.
The results that characterized the last Post Letta
tenders will therefore be brought back in line by a
market that, while awaiting approval of the
Districts decree, will witness an intensification of
tenders based on tactics that will shift from the ad
hoc management of the tender to the systematic
management of the portfolio.
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Gas grid under stress
The stakeholders’ viewpoint

by Francesco Galasso
Senior Manager
Energy Utilities and Mining
Regulatory Services

In the years since the first methane processing
plants opened until today, the Italian natural gas
distribution sector has never experienced this
much pressure or have had so many open job
sites. This is logically a figure of speech, as from
the grid physical development standpoint growth
margins are quite limited now. Nonetheless,
several factors may generate a consistent cash
flow for distribution, in part due to the shift towards
electronic smart meters, which will surely require
a substantial investment, and also because of
legislative and market changes that may
revolutionize the sector.

The shareholders’ standpoint

The latest news relative to ownership indicate that
although gas distribution was not included in the
so-called Ronchi Decree, the next few years may
bring a wave of privatization for infrastructures on
the central State government’s part as well as the
local administration authorities. The financial crisis
and rising debt, from a fiscal federalism
standpoint, may drive them to rethink their role
within the industrial politics of the Nation.
If indeed the Letta decree is enacted in its entirety
as expected, and therefore gas distribution
concessions will be assigned through tenders,
Italy’s gas distribution map may be completely
rearranged. The attempt undertaken by the
Ministry of economic development with the
support of the Authorities to rationalize and
simplify the concessions system may further boost
concentration and rationalization in the sector
both directly (price reductions and simplification of
distribution tariffs and enhanced management
efficiency) and indirectly (contraction of the
number of gas sales stakeholders and heightened
competition for end-clients), all of which may
benefit the current as well as future generations of
end-consumers.

Moreover, the tariffs system change enacted by
the electric energy and gas Authority means these
are no longer based on a sample pool of
businesses, and therefore places greater

responsibility on small distributors in terms of their
own investments, although these are still subject
to be approved by the Administration’s
adjudicators.

Last but not least is the separation of distribution
from sales fuelled by the forthcoming enactment
of the functional differentiation provision, and
more specifically the requirement to distinguish
the gas distribution company’s brand from that of
the seller to avoid confusion. This may lessen the
appeal of distribution as a tool by which to
penetrate new territories or maintain the
company’s historical market quota.

This is a particularly hard challenge for companies
that, in the majority of cases, are still coping with
the aftermath of the public utilities transition to the
private sector.

Although no-one can predict the final impact of all
these changes, we should stress that in our
opinion there are risks but also opportunities to be
found in this uncertain scenario, and hope this
may not merely translate into the transfer of
revenue from public to private entities, or be
viewed as a leap into the unknown by both
national and foreign investors. If this peculiar
epicentre of ground shaking events is to generate
something other than a useless pile of dust, all
players will have to refocus and gather their
motivation (and sometimes lagging strength). This
is especially true of the public and private
authorities who are expected to successfully direct
the Italian natural gas distribution consolidation
process.
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The managers’ standpoint

The managers of companies who succeed in
acquiring concessions will have to face the
challenge of updating distribution management
practices and not only focus on reducing
personnel costs by traditional or extreme means
such as outsourcing or mass lay-offs of often
demotivated, disorganized and inflexible
personnel, but also to reap the opportunities
offered by having a the new tariffs system based
on the actual investments made in the grid and
regulatory useful life standards. It is a proven fact
that distribution company investments in the ICT
have been minimal and certainly far inferior to
those made by gas sales companies according to
the data of the leading specialty software
companies. As of today for example, hardly any
distribution company invested in advanced assets
registration and monitoring systems and very few
use unregulated investment asset assessment
procedures, although these would render the
tariffs pool more predictable and easier to
manage. Today the urgent need to bridge this
gap has become quite obvious; the current
situation foresees concessions being awarded at
extremely reduced margins and in our opinion
stakeholders, with investors on the forefront, will
increasingly focus on the assets performance.
How many companies in the sector can truly say
they are not at risk of losing revenue from tariffs
relative to a portion of their distribution grid,
perhaps due to the pipes reached the end of their
useful live and could not be replaced?

The Mayors’ standpoint.

When the Letta decree was drafted, no-one could
foresee that the expiration of tenders would
coincide with one of the worse ever financial
periods for Italian municipalities, who on one hand
must survive the cuts in central transfers and
unprecedented public debt, and on the other face
dire need to provide social services to their
citizens, knowing their number is destined to rise
over the years in tandem with the average age of
the population. Local government authorities
capable of renegotiating concession contracts
should not give in to the temptation of generating
profits that cannot be justified even if offered
under the best possible business management
practices, because unsustainable fees inevitably
have a derogatory impact on service and
distribution infrastructure quality, without even
considering the potential risks they may create in
terms of distribution grid safety and consequently
the well-being of citizens as well.

Municipalities may also have to coordinate the
management of concession assignments for the
entire province. This is a particularly taunting task
in view of the adjudication criteria being based on
the quality of the technical and investment
proposals submitted by the participants to the
tender; currently there is no clear cut solution in
this context, and from what we can gather from
the legislative drafts circulated by the Ministry the
plan foresees for the province or the region to fill
the role of adjudicators for provincial Districts (or
joint municipal districts). Even assuming that
these administrative bodies are capable of
formulating an objective technical opinion, the
overall decision making process could probably
have been better defined.

Expiration of gas distribution concessions ope legis

REGION
By the
end of

2010
2011 2012

After
2013

Not
specified

Total

North 1,986 178 1,064 265 107 3,600

Central 552 135 591 213 18 1,509

South 80 9 533 640 113 1,375

Total 2,618 322 2,188 1,118 238 6,484

Source: AEEG
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