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Dear Robert,
TPCR Initial Proposal — Cost of Capital

With reference to your Updated Proposals on the Transmission Price Control Review (TPCR)
published on 25 September 2006, we welcome the opportunity to comment specifically on
the appropriate Cost of Capital (CoC) for the transmission network industry.

Wales & West Utilities (WWU), being one of the Gas Distribution Networks (GDNs) have a
significant interest in the outcome of the TPCR CoC and as such would like to comment as
an interested party. The GDNs are about to commence their own Gas Distribution Price
Control Review (GDPCR) in respect of their upcoming five year price control which is
expected to include a detailed consultation on the appropriate CoC. Clearly, the outcome of
the TPCR control is likely to influence the final outcome of the GDPCR and has been inferred
as such during the current extension year consultation process.

This response is further to the ENA submission in July, on behalf of all GDNs which included
an independent assessment by Oxera on the CoC in the energy network sector concluding
an appropriate range of 4.6% to 4.8%. The TPCR Updated Proposals currently contain a real
post tax CoC of 4.2% which is defined as a “modelling assumption”. WWU believe that a
CoC of 4.2% is unacceptable in respect of transmission and should not also be used to
justify the current GDPCR extension year proposal of 4.38% as being broadly consistent.
WWU believe that neither 4.2% or 4.38% can be supported by recent regulatory precedent or
market evidence in respect of the energy network sector.

Comment on Smithers Findings

Ofgem has published a report by Smithers & Co Ltd (2006) to be considered along with the
TPCR modelling assumption of 4.2%. The Smithers report does not firmly conclude with a
recommended CoC, or even a finite range, however, it does explicitly present a range or
estimate for the key components being; the risk free rate, the cost of debt and the cost of
equity. While the findings in respect of the risk free rate and the ranges specified for the cost
of debt appear to be broadly supported by recent market evidence, the cost of equity range is
not and ultimately results in a CoC level that is unacceptable.
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The cost of equity suggested by the Smithers support is in the range of 4.5% to 6.5% after
applying an equity beta of 0.5. This level is materially below any recent regulatory
precedents, the TPCR initial proposal of 7.0% or any analysis of market evidence we have
performed. In our view, the Smithers assessment of Beta is flawed in that the market
evidence upon which it is purported to be based is not adjusted to reflect the Ofgem
assumed gearing assumption of 60% and in fact is based upon a materially lower gearing
assumption. Adjusting for this impact would support a Beta much closer to the current level
of 1.0 or the current TPCR proposal of 0.9. This would in turn support a materially higher cost
of equity and a resultant CoC in the ranges supported by the Oxera report.

Regulatory Precedent and Financeability

Due to their ongoing requirement to finance significant capital investment, it is imperative that
the transmission and distribution industries are able to attract and retain investment from
both the debt and equity capital markets. In order to do so, the CoC applied to the industry
must be sufficient when compared against other UK regulated sectors and elsewhere in the
world. The current TPCR proposal is the lowest of all recent comparable regulatory
precedents and as such, we believe, if adopted will have serious financeability implications
on the industry. It can clearly be seen in the chart below that the current TPCR proposal of
4.2% is materially below all recent comparable regulatory precedents and the DPCR4
outcome in 2004.
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TPCR application to the upcoming GDPCR

While we have commented specifically on the TPCR proposal in this letter, we would expect
that when assessing the appropriate CoC for the GDNs, the relative industry specific risks,
investment requirements and other considerations as compared to other utilities will be
considered and reflected in the final CoC outcome.

Conclusion

WWU do not support the current TPCR proposed “modelling assumption” of 4.2% post tax
on the basis of recent regulatory precedent and market evidence. We would like to further
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highlight our concerns regarding the ability to attract and retain necessary investment when
competing with other investment alternatives at these levels. WWU support a CoC for the
transmission industry within the range supported by the Oxera paper of 4.6% to 4.8% or as
applied only 2 years ago in the DPCR4 outcome of 4.9%. We would expect the specific risks
applicable to the GDNs to then be addressed when conducting the GDPCR review.

Yours Sincerely

Charles Hazelwood
Chief Financial Officer
Wales & West Utilities
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