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1. Introduction

On 22 November 2013 Ofgem published its ‘AssessmieRIIO-ED1 business plans and
fast-tracking’ letter and associated documentsisipublication Ofgem stated that it would
consult on its methodology for assessing the equéyket return in the light of the position
taken by the Competition Commission (CC) in itsyismnal determination for Northern
Ireland Electricity (NIE) published on 12 Novemi2813. As part of this provisional
decision the CC departed from its long-standingtora of estimating the range for total
market returns (TMR) with a focus on long-run agesand instead chose to narrow the
range referring to more “forward-looking” and curtevidence.

Ofgem’s approach to TMR has consistently been basetlong-term assessment of
historical data. Recognising there is considerat#¢hodological and judgemental
uncertainty in assessing contemporary market ecelgdfgem has considered that history
gives a better and a more objective basis for gdoterm forward-looking view. This has
been broadly consistent with other regulators’ pcacand with the recommendations of a
2003 study commissioned by the economic reguld&msthers report).

In its provisional determination for NIE, the CGsseut a different approach to estimating
TMR. The CC'’s approach gives greater weight ta@mporary market evidence. The CC,
or its successor the Competition and Markets Altyyas the appeal body for the RIIO-ED1
settlements.

Given that last few years have seen a serious iolaacial crisis, and unprecedented
reaction from policy makers in terms of monetarjiggomeasures such as Quantitative
Easing (QE), we seriously doubt that this is tightrtime for regulators to be making a
change to established methodologies for estimatiayVACC, especially when there is a
complete absence of academic support for the angisntieat have been put forwards by the
Competition Commission. We strongly advocate thate research is needed and/or a
longer time series of data in more “normal” mark@atditions to justify a change in
methodology.

Ofgem asks a number of questions for consultatibim awview to assessing whether it should
change its approach to estimating the equity maekatn. These are:

1. Adirect translation of the Competition Commissgestimates to DNO cost of equity
allowances

= Do you agree with our direct translation of the €€quity market return estimate to
DNO cost of equity allowances?

2. Implications for risk

= Can you provide evidence on the impact of givingater weight to contemporary
market evidence on perceived systematic and remgylask?

3. Financing issues

= Do you think changing our methodology for the egunarket return would impact on
interest costs for DNOs? If so, how would this neede accommodated in our
approach to the financial package or the regulgtackage more widely?
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4. Investment incentives

= How do you consider that the choice of methodolimgydetermining the appropriate
equity market return impacts on investment inceg¥Is there any evidence that you
can provide?

5. Eight-year RIIO price control period
» To what extent do you think the merits of the alégive approaches to the assessment
of the equity market return are affected by théaeygar RIIO control period?

We discuss these questions in turn in the subségbhapters.
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2.

A Direct Translation of the CC Decision

Do you agree with our direct translation of the G@&quity market return estimate to DNO
cost of equity allowances?

We do not consider the CC’s reasons for loweriagd#timate of TMR in its provisional
determination for NIE to be directly applicableti@ (much longer) RIIO-ED 1 period for
which Ofgem has to estimate TMR. We thereforegisa with the concept of a “direct
translation” of the CC’s estimate.

Our view is driven by the following four consideoats:

First, even if we agreed with the CC’s provisiodatision on NIE, different time frames
for the NIE price review (2012-17) and the RIIO Eprice review (2015-2023) would
mean the CC’s provisional decision is not direegplicable to RIIO ED1. For example,
averaged over the respective periods from tod@p1ia (applicable for NIE) and 2015 to
2023 (applicable for DNOs) the average differemcexpected risk-free rate for RIIO-
ED1 and the NIE RP is in excess of 50bps.

Second, and perhaps more importantly, we do neteagith the CC’s logic that there is
good recent evidence to change the establishedegilatory methodology of using long
term historical data to estimate equity returnse TC’'s argument (para 13.144 (b)) that a
decline in the RFR should correspond to “lower {ggueturns” is not supported by any
new academic evidence and is completely contratigdavork of academics such as
Smithersl(2006) on whom the Competition Commissiod Ofgem have previously

relied on:

Third, we believe that the CC have used contempa@adence on the RFR for their
estimate of NIE’s cost of equity but they have ns¢d contemporary evidence on the
ERP. For example, they have ignored BloombergBarnk of England estimates of the
ERP based on forecast dividend growth rates, bre hestead relied on estimates of the
ERP by e.g. Fama and French (2002) and DMS (20h&)}wvare largely based on long
run historical data.

Fourth, we think it would be inappropriate to trats the CC’s equity market return
estimate across to DNOs without looking at othéfedences between the regulatory
frameworks and overall WACC allowances. For exanle DNOs are subject to a cost
of debt indexation mechanism which is more rislgntl pass through of embedded debt
for NIE. The CC'’s beta allowance for NIE is aldgtter than Ofgem’s beta allowances
for energy networks. A direct translation of (B€’s estimate to RIIO-ED1 would lead
to inconsistency in the risk-return balance actbessectors that Ofgem regulates.

Smithers (2006):Report on the Cost of Capitaj’available at https://www.ofgem.gov.uk/ofgem-
publications/56022/15576-smithersco.pdf
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2.1. Different Time Frames Mean the CC’s Decision i s Not Directly
Applicable to RIIO

In the NIE provisional determination the CC lowertsdestimate of the range for total market
returns (TMR) to 5% to 6.5%. This compares withrevious estimate of 5% to 7% used e.g.
in the Bristol Water price determination. The C@iain arguments for the change are
reproduced below:

“The interpretation of the evidence on market resiremains subject to
considerable uncertainty. The CC has said in recegtilatory inquiries that
7 per cent is an upper limit for the expected miar&wirn, based on the
approximate historical average realized return &mort holding periods. We
think that it may be appropriate to move away fithis upper limit based on
historical realized returns and place greater rel@ on forward-looking
estimates which tend to support an upper limit.6fg@er cent. We note the
following points in support of setting an upperitifior the market return of
6.5 per cent:

" (a) We consider that the return on the market msae stable parameter
than the ERP. However, it remains the case thexthibits considerable
volatility and cannot therefore be regarded asdixser time.

" (b) We consider that there is logic to the progosithat a long-term
decline in RFRs, as we discuss above, should quureswith an
increased demand for equities and thus increaseggiand lower
returns.

" (c) We note research conducted by DMS suggestohgga relationship
between real interest rates and real returns oniteggiand bonds in the
subsequent five-year period.

= (d) A forward-looking expectation of a return o tmarket of 7 per cent
does not appear credible to us, given economic itiond observed
since the credit crunch and lowered expectationgfrns.™

The CC'’s reasons for lowering the top end of itsveste of total market returns are mostly
based on considerations about current “forwarditopkmarket data, e.g. points (a), (c) and
(d) in the CC explanation either explicitly referdurrent conditions / volatility or a five-year
period beyond these. We note that five years fnom the RIIO-ED1 period will not even
be past its half-way point.

Ofgem will therefore need to assess whether thieseard looking” considerations, which
reflect the current period of low interest ratelfofeing the Global Financial Crisis (GFC)
will also hold for the RIIO-ED1 period, which enils2023. We note that the RIIO-ED1
period ends six years later than the end of the Nlrice control period. Ofgem will

Competition Commission (2013Northern Ireland Electricity Ltd Price Determinatid, para. 13.144.
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need to take a view on the likely financing coratis that will prevail over the RIIO-ED1
period, which may be very different from currenhdaions. It is far from clear that the
current market conditions of low interest rates axpansive monetary policy will still be in
place for the majority of RIIO-ED1.

E.g. we note that the available indicators actualgdict a significant change in
macroeconomic and financial conditions over thet A@xyears, casting doubt on the

assumption that expected market returns over ti@-RD1 period are best described by
current exceptionally low returns.

Figure 2.1 shows GDP growth for the UK economyxigeeted to normalise at a level of

around 2.0%, significantly above most “current’doasts for this year and more in line with
pre-crisis average growth rates.

It is also worth noting that macro-economic forésa® not typically extend to the majority
of the RIIO-ED1 period.

Figure 2.1
GDP Growth Forecasts for the UK Economy
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Source: Eurostat, IMF, OECD, Bank of England, HMITESR, ECB.

We also observe a strongly upward-sloping forwande for UK nominal gilts (shown in
Figure 2.2) suggesting that the current situatioveoy low government bond yields is

expected to come to an end with very low furthexkside potential and high upside
potential.

Depending on which cut-off date is used the diffieesbetween the risk-free rate expected to
be prevailing on 1 March 2023 when the RIIO-EDZI@rontrol is going to expire and the
forecast rate for 1 March 2014, i.e. close to toddyetween 121 and 191 bps. Averaged
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over the respective periods from today to 2017201b to 2023 respectively the average
difference in expected risk-free rate for RIIO-E&xd the NIE RP is in excess of 50bps or
nearly 20% of the risk-free rate expected to prlemar the NIE RP.

Figure 2.2
Forward Curve on UK 10Y Government Bonds

Nominal yield on 10Y UK govt bond (%)
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Source: NERA analysis of Bloomberg data.

The above considerations suggest that the CC’dp(@hand (d) may not be applicable for
RIIO-ED1 because of the expected significant ineega bond yields early in the RIIO-ED1
period suggestini is far from clear that the currently observed low vield environment
will prevail during the relevant period.

We also note that the theoretical literature shithas total equity market returns (equity risk
premium + risk free rate) have been generally catéible over a long period of timieln this
context, the recent period of low interest ratesuthbe regarded as an exception and we
believe that there is little evidence that equityeistors have permanently lowered their
expectations of returns from both risk-free anllyrigssets as the CC asserts above in (b):

See e.g. Smithers and Co (2003)Study into Certain Aspects of the Cost of CaffitalRegulated Utilities in the
U.K., A report commissioned by the U.K. economicletgts and the Office of Fair Trading'Bollerslev, T. and Zhou,
H. (2006):“Volatility puzzles: a simple framework for gaugirgturn-volatility regressions”, Journal of
Econometrics.Cochrane, Jn Mehra, R., (2008):Handbook of the Equity Risk Premium”.
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“We consider that there is logic to the proposititrat a long-term decline in RFRs,
as we discuss above, should correspond with ara&sad demand for equities and
thus increased prices and lower returns.”

We do not think that there is good evidence to etpthis statement especially when central
banks have not yet fully withdrawn their asset pase programmés.

Limited Macro-Economic Forecasts for RIIO-ED1 period

We further note that it is generally much hardefiotecast over longer horizons, e.g. HMT
inflation forecasts are only available for four ggaanalyst forecasts of dividends for between
three and five years and most macro indicatorsigeavailable for a forecast period of five
years at most. Given the significantly more lirditevailability of forecast data for the
duration of the RIIO-ED1 period, it is much hardl@r Ofgem to ascertain an unbiased
forecast of expected returns during the RIIO-EDfiqoe As Dimson, Marsh and Staunton
(2013) point out:

“for forecasting the long-run equity premium, ithard to improve on
extrapolation from the longest history that is aable...”>

The above statement casts significant doubt onr@fability to predict expected equity
market returns for RIIO-ED1 any better than by ggime long-run historic average. This
finding puts into question the applicability of tB€’s argument (a).

A further point to bear in mind for Ofgem is thaetcost of debt indexation mechanism is not
a perfect pass-through mechanism of debt costthelourrent situation where debt costs are
likely to increase the cost of debt index providaly partial protection against the impact of
rising yields on debt costs (albeit more than adllbwance). This risk is far more

significant for RIIO-ED1 than NIE, which will hawechance to re-set its debt allowance in
2017, six years earlier than the DNG¥y under-recovery on the cost of new debt is

borne by the shareholder through the equity return thus making it doubly important for
Ofgem to allow for an appropriate return on equity.

In summary, for the RIIO-ED1 period which is veifferent from the NIE price control
period, we do not see solid justification for mayeway from previous Ofgem and CC
practice of relying on long-run market returns aetecting a point estimate of around 7% for
total market returns.

2.2. A Number of Methodological Issues Mean the CC’ s Decision May
Not be Sustainable

We also see a number of questionable methodologhmates and further issues with the
CC'’s provisional decision that have also been mlake upon and heavily criticised by

4 E.g. Reuters (18 Dec 2013): Fed cuts bond buyirigst step away from historic stimulus.

Dimson, Marsh and Staunton (201%)redit Suisse Global Investment Returns Sourcetaid3”, p.38.
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investors responding to the CC’s provisional decisiE.g. Hastings Infrastructure Fund
stated:

“In our opinion as an equity investor this determiion if finalized would
appear to introduce a new level of uncertainty ibité regulatory practice.®

The CC may therefore have to adjust its final estanio correct some of these issues
suggesting that Ofgem should not adjust its owrhoutlogy based on a provisional
decision that may yet be adjusted. The main metlogecal issues that we (and various
investors) see are:

= Inconsistency with previous regulatory methodolegigroducing additional instability;

= The CC’s combination of forward-looking methods (@{with historic dividend growth
rates is internally inconsistent and overlooks ptharket evidence such as Bank of
England datj and

= The CC’s argument théthe long-term decline in RFRs (...) should correspavith an
increased demand for equities and thus increasegiand lower returnsis far from
proven.

We discuss these in turn.

Instability with previous regulatory methodologies:we do not agree with the CC’s logic
that there is good recent evidence to change tableshed UK regulatory methodology of
using long term historical data to estimate eqretyrns.

The CC’s argument (para 13.144 (b)) that a dedfinke RFR should correspond to “lower
(equity) returns” is not supported by any new acaideevidence and is completely contrary
to the work of academics such as Smithers (200&Ylaym the Competition Commission
and Ofgem have previously relied on.

The CC’s new approach removes the original logics®ng TMR on the basis of its stability
and predictability, even though Smithers recogntbatl TMR were not totally stable but for
regulatory purposes best approximated bgssumptiorof stable returris a finding the CC
fails to discuss.

The CC'’s use of historic dividend growth rates isriconsistent with “forward-looking”
evidence: The CC combines forward-looking methods with histdividend growth rates,
which is internally inconsistent when the aim iglevive a forward-looking estimate.

Hastings (2013):Northern Ireland Electricity Price Control Review B®) (2012-2017) — Hastings Fund Management
Submission in Response to Provisional Determinétip2

Bank of England (2013)Financial Stability Report 6/2013'and“Financial Stability Report 11/2013”

Smithers and Co (2003): “A Study into Certain Agpax the Cost of Capital for Regulated Utilities e tU.K., A
report commissioned by the U.K. economic regulaémd the Office of Fair Trading”, p.49.

“Given our preferred strategy of fixing on an esaite of the equity return, any higher (or lower) dedifigure for the
safe rate would be precisely offset by a lower (ghbr) equity premium, thus leaving the centralneate of the cost
of equity capital unaffected.”
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Models that consistently use forward-looking prtiats of dividend growth rates, such as
the one produced by Bloomberg show significantghler TMR than the 6% mid-point used
by the CC for NIE (see Figure 2.3). NIE’s respottsthe CC consultation quotes a number
of other papers that also confirm a significanilyhier current required rate of retutrFigure
2.3 shows that after spiking in 2010/2011, Bloongtseestimate of required market returns
has returned to levels more in line with the tod ehthe CC'’s previous range at around
6.75%, while at no point since the beginning offthancial crisis has purely forward-
looking data supported the CC’s current centrairese.

If the CC wants to rely on recent evidence of tfé&Ror the cost of equity, then there is a
good argument that Bloomberg is the most estallisbarce for recent contemporary
evidence on the ERP and TMR. Based on the lastylars of data, Bloomberg evidence on
TMR shows an average level of 9.5%, way above @i €stimate of 6%.

Figure 2.3
Bloomberg Estimates of Real Market Returns
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Source: NERA analysis of Bloomberg and HMT data@@ddecision.

We note the CC provisional determination has careid implied equity risk premium
calculated by the Bank of England until 20£0As shown in Figure 2.4, evidence from the
2013Bank of England stutfysuggests the ERP is significantly above the CRjslied

Northern Ireland Electricity (2013)Response to the Competition Commission’s Provisi@etermination”.

10 Competition Commission (2013Northern Ireland Electricity Ltd Price Determinatid, para. 13.138.

1 Bank of England (2013):Financial Stability Report 11/2013.

10
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estimate of the ERP. In fact for much of the pg¢frem mid-2011 to the end of 2013 the
ERP alone is towards the top end of the CC’s reViddR range from 5.0% to 6.5% calling
into question the viability of the CC’s assumpti@ven at zero interest rate levels.

Figure 2.4
BoE Estimate of the ERP
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Source: NERA adaptation of BoE 2013 data.

Instead of using Bloomberg and Bank of Englandestes of the ERP based on forecast
dividend growth rates, the CC have instead relieésiimates of the ERP by e.g. Fama and
French (2002) and DMS (2013) which are largely Baselong run historical data. This is
completely inconsistent.

Sustainability of the decline in RFRs:The CC'’s assertion about the link between thenfglli
RFR and equity returns is not backed up by anytanhal evidence and fails to consider
alternative explanationsWhile a clear driver for the lower risk-free ratdsserved since the
start of the financial crisis has been the purclodi$mancial assets by central banks, this has
been in response to higher risks observed in tlanéial markets and a desire to stave off
financial recession. In this context the CC dosisdiscuss more up-to-date Bank of England
research that shows that the ERP has been welkatsoong-term average for the post-2008
period (albeit decreasing slightly recently), whaffsets the lower risk free rates over this
period™® Further, it is far from clear whether lower riskee rates will be sustainable
throughout RIIO-ED1 when central banks are expetdedthdraw their asset purchase
programmes, which will reduce excess demand fatsks

In summary, we do not agree with the CC’s logid thare is good recent evidence to change
the established UK regulatory methodology of usargy term historical data to estimate
equity returns. The historical data approach basedMS (2013) suggests a real total
market return estimate above 7%, consistent withe@®fs strategy document for R11O ED1.

In case of considering up to date forward-lookimglence, the implied TMR would be even
higher. We believe that the CC has somewhat “ghmoked” those bits of recent market
evidence that show lower numbers such as the RERawe not looked consistently at
contemporary evidence on other aspects of equiyne such as the ERP.

12 Bank of England (2013)Financial Stability Report 6/2013'and“Financial Stability Report 11/2013".

13 E.g. Reuters (18 Dec 2013lFed cuts bond buying in first step away from higtstimulus”.

11
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2.3. Direct Translation of the CC’s Estimate Would Lead to
Inconsistency Across the Sectors that Ofgem Regulat es

In this section we provide further evidence ongbeentially serious distortions arising from
Ofgem using a one-to-one translation of the CC&igional decision. Ofgem will have to
bear in mind that it regulates a number of difféattors and that once it starts the RIIO-
ED1 price control period in 2015 it will have locke the available rates of return for all
sectors for at least six years (the RIIO-T1 andORBD1 decisions do not come up for
renewal until 2021§**°

As shown in Table 2.1 the one-to-one translatiothefCC provisional decision would lead
to a situation in which the allowed rates of rettonthe major networks regulated under
RIIO-T1 and RIIO-GD1 would be between 11% and 198hér than for those regulated
under RIIO-ED1.

Table 2.1
Comparison of WACC Allowances Across Sectors OfgeRegulates
ED1* T1(NGET) T1(NGG) GD1
2015-23 2013-21 2013-21 2013-21

Gearing 65% 60% 62.5% 65%
RFR 1.25% 2% 2% 2%
Asset Beta (implied**) 0.38 0.44 0.40 0.38
Equity Beta 0.9 0.95 0.91 0.9
ERP 4.75% 5.25% 5.25% 5.25%
Cost of Equity (real, post-tax) 5.50% 7% 6.80% 6.70%
Cost of Debt (real, pre-tax)** 2.92% 2.92% 2.92% 2.92%
WACC (real, vanilla) 3.82% 4.55% 4.38% 4.24%

Source: NERA analysis of Ofgem documents. * Usiiggi@'s CC translation. ** Calculated using debtdet
0.1 for all (implies changes in asset betas companeprevious Ofgem decisions where Ofgem implicitl
assumed a debt beta of zero). *** First year ofpfite controls. We understand that any changebléncbst of
debt index will affect all companies in the samg atthough the relative difference will increasetle case of
a drop in the cost of debt index because of thedrigearing assumption used for RIIO-ED1. E.ghé index
drops to 2.5% in the future, the difference becot®8% to 21% compared to the other networks.

Based on the above, if the CC were to use the Mtiistn for RIIO-ED1, there would be a
significant difference between the allowed rateedéirn for ED1 and GD1, which Ofgem has
provisionally assumed have the same asset betan(gabeulated using a comparable debt
beta assumptiorif.

14 In practice there will be changes to the avadlabte of return in line with changes to the cdstabt index but these

will affect all major network operators in the samay as the proposed index is the same for all orésvbar SHETL.

15 In the US some regulators allow for a stay-oenmum, an additional uplift to the allowed ratereturn if a utility

commits to not calling a rate case thereby saviegdommission costs and taking additional riskfitsel

16 See Ofgem’s Final Proposals for RIIO-T1 and RIIOAGDr a detailed discussion of the differencesiative risk

between NGET and the GDNSs.

12
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Since the RIIO-GD1 and RIIO-ED1 price reviews oaprfor a period of six years, Ofgem
will have to consider carefully whether the DNO4l Wwe able to attract financing for this
period when available returns differ significantly/his is a potentially serious imbalance.

This issue of competing alternatives is broughteoylicitly by Hastings in its response to
the CC’s NIE Decision:

“With mobile capital, regulated infrastructure assaeed to provide an
adequate equity risk premium commensurate withiskeorofile and
sufficiently in excess of debt returns in ordeet@ourage investors to
allocate equity capital and support capital expeak programs (particularly
if they cannot be funded organically from operagibcash flow).*’

2.4. Inconsistency with International Precedent

In its provisional determination for NIE, the CQssa post-tax cost of equity of 4.4%-5.285,
at NIE’s actual gearing of 50%. If we translate @C’s provisional determination to a cost
of equity at 65% gearing (equal to Ofgem’s inihakional gearing assumption for RII1O-
ED1), we would get a post-tax cost of equity o®5-8.9%. This is broadly in line with
Ofgem’s initial allowance of 6.0%-7.2% for RIIO-EDP&hich is at 65% notional gearing.

However, we do not believe that the CC or Ofgertisaance for the cost of equity is in line
with international precedent. In New South Watesustralia, the regulator IPART has
recently set out its methodology for setting thetaf equity'® In its final report, it decides
to estimate the cost of equity using a combinabtiblong-term average and current market
data. IPART argues that target rates of returnrdhgenced primarily by long-term averages
and expectations’

“The assumptions thgyndependent expertsise in assessing companies commonly
reflect long-term views but are adjusted when tlregeemore sustained variations
from current rates. Similarly, we understand tteayet rates of return that firms
typically use in evaluating investment decision r@latively stable. While they may
be adjusted from time to time in response to cumrates, they are strongly
influenced by long term averages and expectations.”

This focus on long-term averages is significantffedent from the CC’s approach, which
adopts a short-term averaging approach on the TNMR.particularly at odds with the CC’s
view that the current market approach is requiodidving the financial crisis. IPART

argues that the market uncertainty following tmaficial crisis means there should be greater
emphasis on long-term market data instead of cumanket data, in order to ensure the

1 Hastings (2013):CC NIE Response’pp.2-3.

18 Competition Commission (2013Northern Ireland Electricity Ltd Price Determinatid Table 13.11, p.13-56.

19 IPART (December 2013)JReview of WACC Methodology — Research — Final Report”

20 IPART (December 2013)JReview of WACC Methodology — Research — Interim Répprl1l.

13
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methodology is robust to all types of market caodis?* Therefore, the CC’s methodology
for NIE is in direct contradiction to this Austrafi precedent.

Moreover, in the US, electricity utilities have average return on equity of 9.6%, which
support a cost of equity of 8.0%, at 50% gearimgis is shown in Table 2.2 below.

Table 2.2
US Electric Utility Return on Equity
Utility S&P LT Credit Rating Authorised Return on Debt/Total Cap (%)
Equity (%)
Maui Electric BBB- 9.0 42
Company, Limited
United llluminating BBB 9.15 49
Company
Niagara Mohawk N/A 9.3 40
Power Corporation
Potomac Electric BBB+ 9.36 51
Power Company
Cross Texas N/A 9.6 N/A
Wind Energy N/A 9.6 N/A
Transmission Texas
Baltimore Gas and BBB 9.75 51
Electric Company
Atlantic City Electric BBB+ 9.75 57
Company
Avista Corporation BBB 9.8 51
Puget Sound Energy, N/A 9.8 53
Inc.
Tucson Electric Power N/A 10.0 59
Company
Consumers Energy BBB 10.3 48
Company
Average 9.6% 50%
Real Cost of Equity 8.0%

Source: NERA analysis of Bloomberg and US utilitjnpany data, Consensus Economics (October 2013);
Note: To calculate the real cost of equity, we assan inflation assumption of 1.5%, from the Coassn
Economics estimate for the US for 2013. We apyyFisher formula to calculate the real cost ofiggtrom
the nominal return on equity. In our analysis, exlude all companies with generation assets adiogifor
more than 50% of total assets, in order to compeith the CC NIE and Ofgem RIIO-ED1 determinations.

21 IPART (December 2013)JReview of WACC Methodology — Research — Final Repq5.
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Table 2.3 shows that the average real cost of wépitUS electric utilities is 8.0% at 50%
gearing. This is substantially above the costpiity allowed by the CC and Ofgem if
compared at the same gearing, as shown below.

Table 2.3
Comparison of US Utilities Cost of Equity to Ofgemand CC Decisions at 50% Gearing

Cost of Equity at 50% Gearing

US Electric Utilities 8.0%
CC NIE Provisional Determination 4.4% - 5.2%
Ofgem RIIO-ED1 Strategy Decision 4.7% - 5.7%

Source: Bloomberg, CC NIE Provisional Determinat{dlovember 2013), Ofgem RIIO-ED1 Strategy Decision
(March 2013)

The real cost of equity for US electric utilitisssubstantially higher than the CC’s allowance
for NIE and Ofgem strategy decision for RIIO-EDficompared at a consistent gearing level.
Given the CC’s provisional determination has assuaeery low TMR, we believe this is

the driver for why there such a large dispersion.

Although we acknowledge that there isn’t necesgaribne for one read across in appropriate
allowed rate of return between regulatory systentste difference between allowed returns
on offer in the US of around 8% and those propdsetthe CC for NIE of around 5% is so
severe that it could have severe consequenceldattractiveness of UK infrastructure to
global investors.

Ofgem should take into account this US precedanmtggide the Australian IPART precedent,
which suggests that the CC’s view on the TMR isgiatred by US or Australian regulators
and would lead to an unprecedented low allowancdemcost of equity.
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3. Implications for Risk

Can you provide evidence on the impact of givirgptgr weight to contemporary market
evidence on perceived systematic and regulatokpris

3.1. The Impact of the CC’s Proposals

The immediate impact of the CC’s decision of givgrgater weight to current data is
mirrored in Fitch’s intention to downgrade of NIEgedit rating, should the CC provisional
determination be implemented. Fitch quotes theisogntly reduced revenues allowed
under the lower return framework as the main drofdrigher default risk:

“Fitch Ratings says that it would likely downgraNerthern Ireland Electricity's (NIE)
senior unsecured rating to 'BBB+' from 'A-' if theoposal included in the Provisional
Determination published by the Competition Commars$CC) on 12 November 2013
materialised in the Final Determination (FD). (...)

We expect the reduction in cash flow generationnipariven by the lower regulatory
allowed revenues proposed by the CC of GBP69m (6&484r than in UReg's FD), to
negatively affect NIE's post-maintenance and pasirtterest cover ratio as calculated

by Fitch and limiting the company's financial fleikty”. %2

Beyond the immediate impact on NIE the CC decisimmains a number of aspects that have

the potential to increase perceived regulatorysystematic risk of the sector as a whole.

Specifically, the CC’s proposition of using moregkerm evidence and changing
methodology by giving more weight to forward-loogidata introduces three additional risks
into the regulatory process that are likely to @ase regulatory perception of risk:

= Using more short-term data to estimate the costipital will lead to a more volatile
cost allowance that is not in line with a long-tanwestor’s approach to assessing
required returns. This increase in volatilityilely to lead to a higher asset beta (as
the WACC allowance — and therefore company’s mofitvould become “cyclical”
and volatile);

= Using more short-term data to estimate the cosapital allowance for a long
regulatory period (eight years in the case of RHD1) also increases the risk of the
regulator using an allowance that is not represietaf averageconditions over the
regulatory period or the investment horizon (whiehds to be longer); and

= Using forward-looking data, which is by definitiomore subjective and open to
interpretation than historical data, increasesleggty discretion, which in turn
increases regulatory risk.

We discuss these points in turn.

22 Fitch (2013): Press release regarding NIE dowdgyrhttp://www.reuters.com/article/2013/11/27 [fimbmpetition-

commissions-provisiona-idUSFit67800820131127.
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3.2. Short-term Data Leads to a More Volatile Allow ance Over Time

By giving more weight to short-term data the CQdpr@ach introduces additional volatility
into the setting of the allowed rate of return etdnical averages are more stable and
designed to “smooth out” for short run volatility.

Long-term investors are unlikely to be adjustingitmequired hurdle rates significantly in
response to short-term events unless they are moewithat a change in the available rates of
return is permanent. This is set out e.g. in Hastiresponse to the CC provisional
determination:

“Hastings takes what we believe is a relatively @ydshared view that
infrastructure assets are long-term investmentsivg#eefore believe that a
long-term view is appropriate when estimating kasameters such as the risk
free rate and market risk premium, with these vimflaenced more by 10, 20
or even 30 year historical trends than current nedrgpot rates.

(...) The compression of short term market returrestduexcess market
liquidity does in no way mean that investors wdlilling to invest in long-
term regulated businesses with illiquid capitattee same low short term
realised returns. Investors will continue to reguregulated assets to deliver
long-term returns consistent with their long-terenbhmarks for assets with
comparable long-term risk profiles®

Against this context of stable return requiremdayt$ong-term investors any approach that
transfers fluctuating short-run rate risk onto titiéty will affect adversely the perceived
riskiness of an investment. E.g. Moody'’s writes:

“[In the “cost and investment recovery” category]dddy’s will thus assess a
regulator’s willingness to keep the volatility atie uncertainty associated with
operating and financial costs with the companympass these on to consumeéfs”

Moreover, introducing volatility runs counter taethmain investment rationale according to
the Water UK investor survey, which is “stabilitydareliability.” This increase in

volatility is also likely to lead to a higher asbeta (as the WACC allowance — and therefore
company’s profits - would become “cyclical” and atile). Even if there was good evidence
that recent data on TMR showed lower market refuhaslikelihood that a switch to a
regulatory methodology that relied on more curraatket data could increase beta should,
by itself, be sufficient for regulators to be vegutious about changing their methodologies.
At the very least, more research needs to be waldartbetween the overall WACC

23 Hastings (2013):Northern Ireland Electricity Price Control Review B®) (2012-2017) — Hastings Fund Management

Submission in Response to Provisional Determinatiprs.

24 Moody’s (2009)Regulated Electric and Gas Networkg3.10.

25 Indepen (2013)Water UK Investor Survey,’p.13.
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methodology (“historic” versus “current” market dpind beta before a decision is made to
change approaches.

3.3. Short Run Forecasts Have a Larger Margin for E  rror

A second aspect related to the use of short-rumidatn increased risk of choosing a spot
estimate that is unrepresentativeagérageconditions over the regulatory period. Using an
estimate of TMR based on short-run, forward-lookilaga viewed at a single point in time
runs the risk of selecting a point estimate thé¢cés a transitory position in the tail of the
distribution of the required cost of capital. Tdeverity of this risk is increased when the
regulatory period is long and still some way irtie future as reliable forecast data will only
exist for a comparatively small part of the regotgtperiod and there will be a long period
for which allowed returns and required returns Wwélout of line (cf. section 2.3).

This is less of an issue in the US where bothélgallator and the regulated company can call
a re-determination at any time if the allowed pagters have become too far removed from
actual parameters. The same is not true in jutiedis with long, fixed regulatory periods
such as the RIIO periods.

3.4. Increased Regulatory Discretion

A third risk element introduced by the use of sHtertn and forward-looking data is the
introduction of additional regulatory discretiondesubjectivity. While there are established
databases for historic returns there is considgmablre uncertainty around forward-looking
estimates with a number of competing data providadsassumptions having a strong effect
on the eventual estimate, a fact the CC itselfchatepart of the Bristol Water decisithIn
selecting its preferred method, data provider asdimptions there is considerably more
room and requirement for the regulator to choogeiat estimate from a wide range that is
by nature not verifiable.

The use of forward-looking data therefore ineviyahtroduces an additional element of
subjectivity into a sector where according to that®/ UK investor surveithe top ranked
risk for all investment types [is] regulatory riskilready?’ As such any increase in
regulatory discretion is likely to lead to incredgeerceived risk by investors.

Transparency and limited regulatory and politidattetion are central factors driving
Moody'’s “Stability and Predictability Criterion”:

“We consider the characteristics of the regulaterwvironment in which a
network operates. These include how developedrandparent the
regulatory framework is; the regulator’s track reddor predictability and

Competition Commission (2010)Vater Price Limits Determination”.

27 Indepen (2013)Water UK Investor Survey,’p.20.
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stability in terms of decision making; and its ipdadence vis-a-vis
politicians”.?®

The impact of uncertainty is also described inrggulatory and economic literature more
generally. Empirically, the Ellsberg paradox shalst traditional expected utility theory
fails when there is uncertainty about the probaédito be allocated to certain evefitsn

the context of a regulator relying on more unpretite forward-looking evidence with a less
clear interpretation, the corollary of the Ellsbpagadox is that investors are likely to apply
an “uncertainty premium” for discounting cash floisem such regulated activities.

Papers that have tried to conceptualise the “vaicgytpremium” with the CAPM framework
include Izhakian, Y. and S. Benninga (208nd Izhakian, Yehuda (201%) which
provides a more detailed review of the relateddiigre.

The UK water license reform debate provides anieggxample of increased regulatory
discretion having a direct negative impact on peszerisk in a sector. As Moody'’s wrote:

“Continuing uncertainty around key features of tHaiences is credit
negative for water and sewerage companies in Enbéard Wales. (...)
Ofwat's new proposals to modify water companieshices follow draft
licence changes published in December 2011. Thatiergproposals were
rejected by all of the incumbent water companiggdly on the grounds that
the changes were unnecessarily broad and createdrtainty which would
undermine the stability and predictability of tregulatory regime to the
detriment of operators' ability to raise capitd]...) It appears that the biggest
area of dispute between the companies and theatgubk around future
flexibility. (...) The degree of flexibility that CdtMs seeking is
surprising...™?

Ofgem will likely want to avoid any increase inkrigssociated with the move to more short-
term data, especially as it runs counter to Ofgestated aim of ensuring long-term
financeability as set out in the run-up to the Rpikize controls.

“A central feature of the RIIO model is that welwidse our regulatory
settlement on robust principles that will ensuratthetwork companies are
financeable in the long terf.

28 Moody’s (2009) Regulated Electric and Gas Networksj.9.

29 Ellsberg, D., 1961. Risk, Ambiguity and Savageoims. Quarterly Journal of Economics 75 (4), 643-679

30 Izhakian, Y. and S. Benninga (20XThe Uncertainty Premium in an Ambiguous Econonihie Quarterly Journal of

Finance, Vol. 1, pp. 323-354.

31 Izhakian, Yehuda (2012)Capital Asset Pricing under Ambiguity'working paper of Oct 6th 2012.

32 Moody’s (29 Oct 2012):Continuing uncertainty for UK water sector with proged licence changes —

Announcement”.

33 Ofgem (2013)Strategy decision for the RIIO-ED1 electricity tlibution price control”, p.25.
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3.5. Acceptability to Equity Markets

The CC'’s provisional determination for NIE is lilggb have led to less demand from equity
market investors in a free and open market beocaiue low allowance on the cost of equity.
However, NIE is indirectly owned by the Irish gonerent, and thus we have not been able to
see the acceptability to equity markets thus fdofiong the CC’s provisional determination.

The risk that equity market investors sell the lstwould be a clear indication that the CC’s
allowance on the cost of equity is too low. Wedargued that the CC has set a TMR lower
than the long-run level, and investors are likelyiew this as a significant risk not only now,
but also for future price controls. A focus onremt market data is a departure from previous
CC reviews and would lead to uncertainty at fufuiee control reviews, because of the
volatility of current market data. Thus, equitynket investors, particularly long-term
investors, are likely to display less interestha stock in a free and open market.

However, NIE has been owned by ESB since Decenfiifd ¥ and the Irish government has
a 95% share in ESB. Therefore, the equity investors do not operafeda and open market
conditions. The reaction to the CC’s NIE deterrtioracannot be seen in equity markets,
and thus it would be wrong for Ofgem to concludat there is no risk that equity market
investors will leave the market.

In a CAPM framework, the cost of equity should besich that it is agnostic to the nature of
ownership, and just because NIE is effectively aivbg the State, does not mean that there
is no long-term risk of low equity market investrhe®fgem should consider the strong
likelihood that if investors operated freely, th€'€ determination would lead to substantial
uncertainty for equity market investors.

3.6. Conclusion

A move towards a more short-run approach to asggssjuity market risk is likely to make
allowed returns more volatile, to create a largargm for error, and will increase regulatory
discretion and risk. Similar points have also be@de by long term infrastructure investors
including Hastings in its response to the NIE psamial decision:

“In our opinion as an equity investor this detemaiion if finalized would
appear to introduce a new level of uncertainty it regulatory practice.

(...)

Moving away from a consistent and predictable pcacof relying on
historical and objective data when determining nedneturns and other
regulatory WACC parameters and instead placingraah reliance on near
term forward looking estimates appears to be inti@dg a significant
element of volatility, subjectivity and uncertaimtyo the process. This

34 ESB Press Release (December 201@jnt Statement from ESB and Viridian — ESB codekINIE acquisition”

Available at: http://www.esb.ie/main/press/pressaseWS.jsp?id=444.

3 ESB: Annual Report and Accounts 2012, p.2.
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uncertainty over time could lead to less compeiyiyriced equity and debt to
the detriment of customers and regulated busingsSes

Hastings (2013):Northern Ireland Electricity Price Control Review B®) (2012-2017) — Hastings Fund Management
Submission in Response to Provisional Determinatipr®.
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4. Financing Issues

Do you think changing our methodology for the ggmtrket return would impact on
interest costs for DNOs? If so, how would this nieelde accommodated in our approach t
the financial package or the regulatory package enoidely?

[®)

As set out above the CC'’s proposed approach weald o increased volatility and reduced
predictability in setting allowed returns for UK [@$. Transparency and limited regulatory
and political discretion are central factors dreyioody’s “Stability and Predictability
Criterion”:

“We consider the characteristics of the regulaterwwvironment in which a
network operates. These include how developedrandparent the
regulatory framework is; the regulator’s track reddor predictability and
stability in terms of decision making; and its ipdadence vis-a-vis
politicians.”®’

The UK regulatory framework is currently rated “Aaayainst this criterion, which makes up
15% of the total Moody’s rating grade. It remaiode seen how rating agencies would react
to any change in the long-established methods eghpiithe UK but a downgrade of the
stability and predictability criterion cannot bengpletely ruled out.

Independent of the rating agencies’ views on th&ity and predictability” criterion the
significant reduction in allowed revenues wouleliklead to significant pressure on
company credit ratings.

The immediate consequences of not allowing compdaniearn a rate of return
commensurate with a competitive risk-return tratfecan also be gleaned from Fitch
(projected) downgrade of NIE’s credit rating inggan to the CC proposals (set out above)
and investor commentary such as e.g. provided Isyiltgs in response to the CC provisional
decision for NIE:

“We believe there is a danger that regulated busses, faced with an
increased uncertainty of regulatory approach andrm@gsive reductions in
allowed returns without compensating reductionssk, may not be able to
attract capital in today’s competitive and liquitbbal financial markets. Debt
or equity investors may simply choose to rediragital to other investments
with superior risk-adjusted returns.

Although, in the near term, such moves [loweririgva¢d returns and moving
to a more short-term view] may hold down regulatetirns, the outcomes
will also have longer term negative consequencestdueduced capital
attractiveness, increased pricing for the sectad discouraged necessary
investment. Under-investment can cause cascadigatine implications for

37 Moody’s (2009)Regulated Electric and Gas Networksj.9.
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UK regulated businesses, system reliability, sadety consumer costs in
general.”™®

In addition Moody’s also picks up on the signifitaegative rating impact that lower
allowed returns in the water sector would haveegulated companies.

“A reduction in allowed returns, below the level®posed by companies for
AMPS, will be credit negative and will result inwloward rating pressure®

From the above results and positioning it is cthat there would likely be a significant
impact on financing costs that would have to beeotéd in Ofgem’s modelling of financing
costs and that would potentially necessitate agdamassumptions underlying the cost of
debt index.

38 Hastings (2013):Northern Ireland Electricity Price Control Review B%) (2012-2017) — Hastings Fund Management

Submission in Response to Provisional Determinéatipp.4-5.

39 Moody's (20 Dec 2013)Ofwat announcement on change of price review procesdit negative for UK water

sector”.
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5. Investment Incentives

How do you consider that the choice of methodofogygetermining the appropriate equity
market return impacts on investment incentivesfidse any evidence that you can provide?

With regard to investment incentives Ofgem takespteliminary view that in principle a

move to a more short-run view on the cost of chpitauld mean thatinvestment incentives
might be more finely calibrated if cost of capi#lbwances are made consistent with the
current market view of forward-looking expectedures.” Ofgem further conjectures that in
practice fine-tuning incentives may be difficu@fgem therefore concludes thatlonger-

run view of the equity market return to have no erttian a second order effect on incentives.”

This conclusion would appear to be supported bgstor views where they have been made
public, e.g. in Hastings’ consultation responstheoCC NIE decision:

“Hastings takes what we believe is a relatively @ydshared view that
infrastructure assets are long-term investmentsivg#eefore believe that a
long-term view is appropriate when estimating kasameters such as the risk
free rate and market risk premium, with these vimflaenced more by 10, 20
or even 30 year historical trends than current nedrgpot rates.

(...) The compression of short term market returrestdiexcess market
liquidity does in no way mean that investors wdlilling to invest in long-
term regulated businesses with illiquid capitattee same low short term
realised returns. Investors will continue to reguregulated assets to deliver
long-term returns consistent with their long-terenbhmarks for assets with
comparable long-term risk profiles'®

Recent years have seen an increase in long-temstiong in the UK utilities sector. As set
out above these tend to be interested in stabtgtiermm returns and less concerned about
short-run changes to the rate of return. One fdbst has often been quoted as a driver of
their interest has been the long-run and stablelatmyy model towards remunerating assets
that has been the norm in the UK.

Moving to short-run data would be more reflectiveh® investment horizon of more short-
run oriented PE investors and likely change investnmcentives for the two sets of
investors for the following reasons:

= Potentially re-setting total market returns in limgh current market data at every
review has the effect of only giving investors aerty about their returns for a single
regulatory period, after which returns will be resied there is little predictability
over future returns.

Hastings (2013):Northern Ireland Electricity Price Control Review B®) (2012-2017) — Hastings Fund Management
Submission in Response to Provisional Determinatiprs.
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Ownership of UK DNOs has seen a trend from ownprblicorporates (e.g. E.ON,
EDF, United Utilities) towards more long-term oried private owners (including
infrastructure investors who explicitly state theing-term ambitions such as CKI.)

The OFT database on Infrastructure Ownership amdr@lcstock-take (2010) confirmed this
general trend towards the involvement of longeizwor infrastructure funds across a broader
range of utilities finding that:

“Forms of infrastructure ownership have changed keally in recent years,
with infrastructure funds playing an increasinglgominent role. (...)

Physical infrastructure investments typically takkng time and require long
pay-back periods, so these investments are motedsta investors with
matching long-term time horizons. This is indeed ohthe main arguments
made by infrastructure funds, and a stated reasotthir recent growth**

As set out at the start of this section the impuargéeof long-term stability and returns for
investors in the UK utilities sector is also confed by e.g. Hastings’ recent response to the
CC'’s provisional decision. This investor focuslong-run stability is confirmed by
responses to Water UK’s investor survey:

“The most frequently mentioned objectives of invesit in the water sector
were: stability and reliability (68% of holders oflisted equity and 53% of
bond holders); and the long term nature of the streent (52% of listed
equity holders).*?

On the other hand the consequences of falling slidhese investor expectations are
illustrated in Hastings’ response to the CC NIEisiea:

“We believe there is a danger that regulated busses, faced with an
increased uncertainty of regulatory approach angr&gsive reductions in
allowed returns without compensating reductiongsik, may not be able to
attract capital in today’s competitive and liquitbbal financial markets. Debt
or equity investors may simply choose to rediragital to other investments
with superior risk-adjusted returns.

Although, in the near term, such moves [loweririgva¢d returns and moving
to a more short-term view] may hold down regulatetirns, the outcomes
will also have longer term negative consequencestdueduced capital
attractiveness, increased pricing for the sectad discouraged necessary
investment. Under-investment can cause cascadigatine implications for

41

OFT (2010)¥Infrastructure Ownership and Control Stock-taken&i report: Main findings’, pp. 4 & 43.

42

Indepen (2013):Water UK Investor Survey,’p.4.
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UK regulated businesses, system reliability, sadety consumer costs in
general.™?

A second issue raised by Ofgem is that:

“A potential problem with using a relatively stabiieeasure of equity market return is
that it might create incentives for over-investm&hen the market anticipates lower
returns, and deter investment when the market igatied higher returns.”

However, over a long regulatory period for whicbkrthis a lack of robust forecast data (like
for RIIO-ED1) there is a comparable problem, evéremusing current data. In particular,
there is a risk of providing insufficient investmi@émcentives based on current data when the
forecast is for required yields to trend upwardsd@ee section 2). As such the use of
current market data does not provide any major @tdgg over the use of long-run averages
in this realm of investment incentives.

In addition to potentially limiting the attractivess of the sector by not allowing companies
to earn the appropriate rate of return once masgtes pick up again during the next six to
eight years during which the RIIO price controldl wvemain broadly fixed, the move towards
a more current approach to setting the allowedafteturn introduces volatility and
uncertainty about the long-term returns availablart investor. One impact of uncertainty
on investment incentives is noted by the CC itself:

“One consequence of this uncertainty is that NIB hestrained its capital
expenditure as outlined in Appendix 2.5, paragr&@hlt said that this was
maintained at the minimum level consistent withg@ance with its statutory
and Licence obligations. This level is likely todierent from levels of
efficient capital expenditure which we would coesith be in the public
interest. For example, reduced investment might teahigher risks of supply
failure, less network development, inefficient long investment decisions
and so on.**

While the uncertainty introduced by the CC decisgomore long-term rather than immediate
in nature, the general issue about the negativadcigf uncertainty on investment remains a
pertinent feature that is amplified by the CC diecis

In terms of assessing investment incentives fogi@mm investors, it is also worth noting the
advent of competing uses of capital that offer lergn investments with more limited reset
risk and regulatory intervention such as offshoaegmission cables (OFTOs) and renewable
energy assets remunerated under 15-20 years faadfig. It is worth noting that these
competing uses of capital were not available ayears ago and thus increase the pool of
possible long-term investments available to inuvesto

Hastings (2013): ibid, pp.4-5.

a4 Competition Commission (2013Northern Ireland Electricity Ltd Price Determinatid, para. 3.63.
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6. Eight-year RIIO Price Control Period

To what extent do you think the merits of the alive approaches to the assessment of the
equity market return are affected by the eight-yRHO control period?

In our view there are significant concerns aboatapplicability of the CC’s arguments
(which rely on current data for justifying a redoatin the top end of the TMR range) for a
long regulatory period, such as RIIO-ED1 that edtesignificantly beyond the period for
which there are robust forecasts of expected makaditions.

Even if we agreed with the CC’s provisional deaisom NIE, different time frames for the
NIE price review (2012-17) and the RIIO ED1 priegiew (2015-2023) would mean the
CC's provisional decision is not directly applicalbd RIIO. For example, averaged over the
respective periods from today to 2017 (applicabtedNIE) and 2015 to 2023 (applicable for
DNOs) the average difference in expected risk-fege for RIIO-ED1 and the NIE RP is in
excess of 50bps.

We also note that the available indicators actyaildict a significant change in
macroeconomic and financial conditions over the A€xyears and macro-economic
forecasters predict GDP growth for the UK economgxpected to normalise during the
RIIO-EDL1 period at a level of around 2.0%, sigrafitly above most “current” forecasts for
this year and more in line with pre-crisis averggawth rates.
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7. CC Beta Estimate

In this section, we consider the CC’s beta estirf@t&lIE, and whether this is consistent
with its approach on the equity market return. waigly, in its decision for NIE, the CC was
more generous on the beta assumption than woylasbked by empirical evidence, and
compensated for this by setting a very low TMR.ugithe CC’s decision on the TMR for
NIE should not be taken in isolation and shoulddesidered alongside its decision on the
beta.

7.1. CC Empirical Evidence on Beta

In order to estimate NIE’s beta, the CC looks apieital estimates of utility company betas.
The CC’s empirical estimates are presented in Eigut.

Figure 7.1
CC Utility Company Betas

Two years, daily data Five years, monthly data

Mean 95% interval® Mean 95% interval®

SSE 0.45 0.27 0.62 0.43 0.20 0.70
Mational Grid 0.34 0.26 0.44 0.48 0.33 0.69
United Utilities 0.33 0.23 0.48 0.37 0.28 0.51
Severn Trent 0.31 0.12 0.45 0.34 0.20 0.46
Hennon 0.27 0.05 0.48 0.27 0.08 0.48
Portfolio 0.35 0.26 0.47 0.42 0.33 0.58

Source: CC calculations based on Bloomberg data.

*Over the period, 95 per cent of the observations fell within this range.
Source: CC (November 2013): NIE Provisional Deteration, Table 8, p13-51.

Figure 7.1 shows that the 95% confidence interwatte 2-year daily asset beta for GB
utilities is in the range 0.26-0.47. The confidemtterval for the 5-year monthly asset beta is
slightly higher at 0.33-0.58. The CC argues thasé empirical estimates do not adequately
capture the systematic risk of NIE, and concluties & range of 0.4-0.45 for NIE would be
more appropriate. This clearly represents the upepeé of the empirical evidence,

particularly on short-term data and suggests tt&aaC considers short-term GB comparator
data to be unrepresentative of the risk for a Narthrish electricity company.
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7.2. CC View of NIE’s Risk Relative to GB Comparato rs

The CC argues that NIE may face greater systemskithan GB comparators, and thus the
empirical estimates for GB comparators would notugerate investors for the risk of
investing in NIE. In particular, the CC argues ‘ttiee Northern Ireland regime may be less
well understood by investors®

This leads to the CC'’s final beta range of 0.4-GetNIE, which is at the upper end of the
empirical estimates of the beta for GB comparators.

We do not find any evidence that the Northern Iresfulatory regime in any less well
understood than the regulatory regime for GB ytdibmparators. The regulatory regime for
Northern Ireland has been in existence since 1832 the CC’s provisional determination
for NIE is for the fifth price control, RP5. Thenere no substantial changes to the regime
from the previous price control, RP4, and therefovestors are likely to have a full
understanding of the regulatory practices withi thgime.

By contrast, the regulatory regimes for the GB camators in the CC’s comparator set have
seen major changes. For the GB energy compar&@égem has introduced the RIIO
framework, which is three years longer than thevipres price control, and creates
substantially greater uncertainty for investons.adldition, the RIIO framework introduced a
number of new incentive mechanisms, particulartyelectricity transmission and

distribution, which again increases the systenaicthat investors fac®. UK water
companies, three of which are in the CC’s compasdt have also seen substantial changes
to the regulatory regime as Ofwat has introducedpstition in the retail sectot’

We therefore consider that the regulatory regimeshie GB comparator set have seen
significant changes. In comparison, the NIE refgularegime appears to have been
relatively stable and there is no evidence thatNbghern Ireland regime is less well
understood my investors. This implies that the lg&ta estimate for NIE should lie closer
to the mid-point of the empirical estimates of beta for GB comparators. In fact, the CC
notes in its provisional determination thtite regulatory framework applying to NIE is
similar to that of Ofgem in many respects, paréeiyl to that applying pre-R110%2

Thus, the CC’s beta estimate is generous to NI& yauld lead to an overestimate of the
cost of equity. However, it appears the CC comatassfor this by setting an equity market
return below the long-run expected levels. As adgm section 2, we believe the CC’s
estimate of the TMR is too low, but if this is catesed in conjunction with the CC'’s
estimate of the beta, the net effect on the costjafty is minimal.

45 Competition Commission (2013Northern Ireland Electricity Ltd Price Determinatid para. 13.168, p13-52.

46 Ofgem (March 2013):Strategy decision for the RIIO-ED1 electricity tlibution price control — Overview”

47 Ofwat (July 2013)¢Setting price controls for 2015-20 — final methdolgy and expectations for companies’ business

plans”.

48 Competition Commission (2013Northern Ireland Electricity Ltd Price Determinatid, para. 13.168, p.13-52.
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7.3. Overall Cost of Equity

Given the CC'’s high beta estimate, we believe Ofghould not simply translate the CC’s
TMR decision across to GB energy. Ofgem should ajgply the CC’s estimate of the beta,
particularly because we believe the Northern Iresfime is just as well understood by
investors as the GB regime.
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