26th September 2008

Half Year Statement On Kellen Group Performance

Strategy Update

Kellen completed the sale of its Transmission Division to Northern Ireland Energy Holdings Limited (a mutually owned special purpose vehicle) on 31 March 2008 for £99.3m, in line with the agreement reached previously with the Northern Ireland Authority for Utility Regulation (NIAUR).

The proceeds from this sale, after settlement of fees, were used by Kellen to pay down debt under its existing debt facility. 

The Distribution Division was separated from transmission on 1 January 2008, in advance of the above sale, and is now operating as a separate legal entity in line with the requirements of its Licence.

The Supply Division (trading as Phoenix Supply Limited) continues to be the market leader in the supply of natural gas to customers in Northern Ireland and is now directly competing with other gas suppliers to supply customers. However in practice competition is still only active in the contract market.

Divisional Report

DISTRIBUTION

The Distribution Division continues to invest in growing the network and extending the utilisation of gas through the marketing of natural gas to prospective customers and thereafter through the connection of new customers to the gas network in Greater Belfast (an area which represents approximately half of the population of NI).  An extension taking gas to Comber, a town to the east of the existing Licence area, has been completed on schedule enabling the first natural gas customers in this town to be converted and using gas in the early part of 2008.

The Phoenix network now extends to around 2,900km of intermediate, medium and low pressure gas-mains, which distribute natural gas throughout the Licence Area. Accumulated connections to this network in the 11½ years since construction commenced have now reached 118,000 at the end of June 2008.  Growth in connections to the network for the year are in line with expectations in all market sectors.    

The Distribution Division has virtually completed the terms of its periodic distribution price control with the Utility Regulator, setting the level of allowable incomes and costs for the five-year period to 2011.

SUPPLY

The general economic climate for all businesses operating within the energy sector remains challenging in 2008, especially those with a direct relationship with consumers.  The dramatic rise in the price of oil in the world markets has been the chief contributor to an unprecedented rise in the cost of wholesale gas across the summer of 2008, as well as gas purchased on the forward gas markets for the coming winter period of 2008/2009.

This has led to steep rises in selling prices across the UK and Ireland as supply companies pass on these commodity cost increases to consumers.  Phoenix Supply is not insulated from these developments and whilst its 28% rise in tariff prices on 1st May was expected to cover such cost increases, further rises in the cost of wholesale gas for the current tariff year (ending April 2009) has resulted in a further rise in prices of 19.3% which was announced in September 2008.

Following completion of a supply price control, NIAUR have set a maximum price which the Supply Division can charge to all tariff customers (those customers using less than 25,000 therms per annum), due to the fact that competition has failed to establish itself for the supply of gas to customers in this sector of the market. This price control incorporates an allowable level of operating cost that the business is allowed to incur and sets an acceptable level of profit margin from this sector of the market.  Actual Gas costs have been accepted as a pass through item, thereby requiring all gas cost under and over spends in one particular period, being passed through to customers in the following period.  In addition a trigger mechanism has been put in place allowing a mid-year review of prices should gas wholesale costs rise above a specific level – it is this mechanism which is driving the recent September 2008 price review.

PHOENIX ENERGY SERVICES

The Energy Services Division has continued to expand its business in the first-half of 2008, both internally to Distribution and Supply Divisions’, in line with growth of the gas network and increasing customer base and to the wider energy market through the provision of ‘on demand’ service and maintenance products and services.  The company was recently nominated for a national safety award and subsequently presented with the Corgi Installer of the Year Award for Northern Ireland.   

Corporate Responsibility

The Group’s approach to Corporate Social Responsibility (CSR) remains unchanged.  The values that underpin its activity in this key area of corporate activity continue to deliver consistent results and real benefits to the community we operate within and those we serve.  The past six months has seen the Group recognised for the fourth-year running with a National Big Tick Award from ‘Business In The Community’; whom also nominated and awarded the Group a national award for excellence in delivery of CSR programmes.

The Energy for Children Trust, which was founded by the Group, continues to both extend its reach into the community and expand its fundraising activities; this is targeted to reach £250,000 by 2009. This follows a recent injection as a result of our key fundraising event ‘The Waterloo Ball’, which is held every two years and is generally seen as the leading event of its type in Northern Ireland.  The Trust is also expanding its donor base through the addition of member companies and organisations committing their fund-raising efforts for the Trust to distribute.

With the support of National Utility Skills the Group has established a ‘link’ organisation for the recruitment and development of gas technician, engineer and craft apprentices across Northern Ireland.  This is attracting both Government support and keen interest from companies involved in the local gas industry.

Conclusion

The operating environment for the Group remains challenging, with the impact of higher fuel costs raising the profile both within Government and with our customers. The focus on the expansion of the network and customer base within the Distribution Division, balancing costs with incomes whilst servicing customers effectively within the Supply Division and expanding of service offering in the Energy Services Division provides clear operational drivers for each of the separate divisions.

The emphasis of managing the regulatory environment, in which we operate, alongside the commercial realities of improved operating performance, financing of our activities and the delivery of shareholder value, continue to be a key focus for the Group in 2008 and beyond.

The efforts of our staff in the delivery of these goals in the first half of 2008 has been tremendous and we look forward to reporting further upon our achievements in the second-half of the year 

We will update you again with our annual results and report for 2008, which will be published in June 2009.      

-ENDS-     

