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Context for the reviews

Increasing CAPEX 

requirements

Lack of data to estimate 

cost of equity

Uncertainty about 

the true cost of 

equity for energy 

networks

High cost if 

investment incentives 

are insufficient

Financial crisis
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Cost of equity in previous reviews

- pre-DPCR5, range of 6.5–7.5% used for cost of equity, based on 

long-term market equity returns

- criteria determining the point estimate within the range included:

- DPCR4: ‘investment focus’ of the review

- TPCR4: equity beta less than 1 (as against implied 1 in DPCR4)

- GDPCR: risk no lower and could be higher than transmission

- final estimates were in the top half of the starting range—ie, 7–7.5%

- long-run investment decisions were taken on this basis

- at DPCR5 there was a switch to the bottom half of the range of 

long-term market returns—point cost of equity of 6.7%

- no clear risk-based justification for this shift

- possible interaction with IQI and RORE
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Cost of equity issues for the first RIIO reviews

- longer-duration cash flows

- longer price controls

- more powerful incentivisation of outputs

- indexation of cost of debt

- relatively low risk-free rates combined with relative stability 

in long-term market equity returns
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Considerations for the initial cost of equity 

range for T1 and GD1

- longer duration of cash flows will entail more risk

- more high-powered incentives, not least as a result of longer 

price controls, will entail greater risk

- higher risk implies lower notional gearing

- indexation of the cost of debt will not necessarily reduce risk 

(see later presentation by WWU) 

- low risk-free rates imply higher equity risk premia when overall 

equity market returns are stable

- the link between cost of equity/WACC and the use of RORE 

needs to be clearer than it was in DPCR5
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