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Introduction

Whilst we share Ofgem’s objectives for RIIO2, the Draft Determination (DD) for National Grid
Electricity Transmission (NGET) asit standsis unacceptable because it fails to meet the needs
of current and future consumers as well as the needs of our direct customers and broader
stakeholder base. This is because the package as a whole reduces network reliability and
resilience, jeopardises the pace of delivery of a net zero energy system, and erodes regulatory
stability and investor confidence in the sector.

We welcome the fact that Ofgem has clearly signalled this as a consultation in which it is open
to making changes based on stakeholder views and through consideration of new evidence.
We note that on a number of topics Ofgem has specifically acknowledged that it is open to
better options being brought forward, and potential weaknesses in currentproposals. Thisis
positive and important because we consider that a significant number of proposals are currently
unacceptable and remedies are necessary for Final Determination to address serious issues
identified.

We will continue to engage constructively with Ofgem and all stakeholders over the coming
weeks to provide robust evidence and rationale to motivate and secure the necessary changes
for Final Determination.

Structure of our response

There are eight parts to our overall response in which we provide the substantial evidence to
justify and support the changes needed:

A short covering letter for GEMA

An executive summary of our response

A summary of key issues and proposed remedies

Our response to Ofgem’s core DD document questions

Our response to Ofgem’s Electricity Transmission sector document questions

Our response to Ofgem’s NGET -specific document questions

Our response to Ofgem’s Network Asset Risk Metric (NARM) document questions

8. Ourresponse to Ofgem’s Finance document questions

NoohkowdNE

This documentis part 8 of our overall response and provides our response to the questions
raised in the Finance document. In addition, we have set out a summary of our concerns in
the overview and further in the summary narrative, which focus on the DD introducing:
inadequate returns; a marked weakening of financial resilience; and unachievable
allowed equity return. These are drawn from the extensive stakeholder and consumer
engagement we carried out on our business plan and, importantly, reflect both what our
customers have told us they need and want us to provide, and what we require in order to be
able to deliver for them.
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Overview

Throughoutthe RIIO-2 process we have engaged with Ofgem and stakeholders on the critical
importance of setting an appropriate financial framework. We have a shared goal with Ofgem
to ensure that the framework improves stakeholder legitimacy and maintains investor
confidence in the energy sector.

We recognise that changes to the framework are required in RIIO-2 to improve stakeholder
legitimacy. It is right that returns are lower in RIIO-2 than they were in RIIO-1. We can also
appreciate the benefit of introducing Return Adjustment Mechanisms (RAMSs) into the
framework to limit windfall gains and losses.

But instead of limiting changes to those necessary to maintain legitimacy, Ofgemare proposing
to make fundamental changes to the RIIO-1 framework which will increase the very costs they
are trying to minimise — namely the rate of return required to invest in an energy network. We
have been clear on our disagreements with Ofgem’s proposed framework through RIIO-2
consultationsto date. Despite the substantial body of evidence that we have provided to Ofgem
already to demonstrate the shortcomings in what has been proposed, many of our areas of
disagreement remain in the DD. The financial package the DD sets out will create fundamental
obstacles to our ability to deliver key consumer outcomes, including helping the UK on the
pathway to net zero and will give rise to higher future bills.

At a summary level, our issues with the DD framework are that it introduces:

e |nadequate equity returns: The proposed allowed equity return is below that of the
UK water sector and most comparable international benchmarks. This level of retumn s
far too low for a transmission company, owing primarily to errors in setting both beta
and total market return and the inclusion of a flawed outperformance wedge. Ofgem’s
proposed beta is not in line with the fundamental drivers of higher risk for energy
compared to water, such as capex complexity, stranding risk and energy transition
uncertainty. Nor does it take account of empirical evidence in the DD which shows
National Grid plc’s beta has been higher than the proposed beta and those of the water
sector over the last ten years.

e A marked weakening of financial resilience: The lower returns in RIIO-2 sharply
reduce financial resilience with baseline plans leaving the notional company on the cusp
of beingdowngraded fromBaal/BBB+, Ofgem’s target rating. More worryingly, Ofgem
has modelled financeability against an investment level based on the Common Energy
Scenario of less than £5bn, which is 75% of our five-year equivalent spend in RIIO-1,
rather than stresstesting against net-zeroscenarios which are atleast double thatlevel.
When these totex levels and the delay in revenue from uncertainty mechanisms is
factored in, the cashflows are only consistent with sub-investment grade.

e Unachievable allowed equity return: With the application of disproportionate and
unjustified Business Plan Incentive (BPI) penalties, higher than ever efficiency cuts,
clawback of T1 allowances and a flawed outperformance wedge, Ofgem has placed an
unprecedented challenge on our business at the start of RIIO-2. As a result, equity
returns would only be 1.3% without any savings to current operations, 260 basis points
(bps) below the allowed equity return. With minimal potential upside from incentives
and totex performance the framework offers unprecedentedly low opportunity to close
the gap despite the need for innovation to deliver the energy transition. In combination,
this means that investors cannot expect to deliver the allowed equity return - a
fundamental tenet of the regulatory regime and clearly inconsistent with Ofgem’s
statutory duties.

There is time before Final Determinations to remedy these issues. We include evidence for
each of these issues and more in our response. At the highest level, we urge Ofgem to
undertake the following remedies which are supplemented by more detail in the body of this
response:
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Remedies required:

Develop a more balanced appraisal of allowed equity return and remove the flawed
outperformance wedge

Assess financeability using a totex scenario that is consistent with delivery of net zero
requirements

Undertake a financeability assessment which aligns to rating agency methodologies
and factors in delays between spend and revenue under uncertainty mechanisms.

Provide ex ante allowances for uncertainty mechanisms and apply forecasting of
outputs for allowances subject to reopeners.

Adjust the risk/reward of the overall package to drive service improvements and reduce
costs to the benefit of current and future consumers.

0 Include the stakeholder supported SO/ TO and green connections incentives
which have clear consumer value in the FD

0 Include risk trading in the Network Asset Risk Metric (NARM) regime and
remove ex-ante clawback mechanism

o0 Reassess the treatment of high and low confidence costs to increase the totex
sharing factor

Remove the unjustified clawback of RIIO-1 allowances

Drop the disproportionate and unjustified Business Plan Incentive penalty and
recognise ambitious activities and costs which add consumer value

Address issues with efficiency methodologies and recognise the stretching efficiency
ambition already applied to our plan.

Focus efforts on the development of the Competitively Appointed TO (CATO) model,
as the only proposed model that can deliver the benefits of genuine competition for
consumers

Assess the totex from potentially contestable projects in the financeability and base
return assessments.

Reflect FTSE100 and utility sector benchmarks for dividend yield assumptions used in
the financeability assessment
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Summary narrative

Before we respond to the detailed questions of the Finance Document, we unpack the main
issues with the proposed financial framework in this section. These issues focus on the
introduction of: inadequate returns; a marked weakening of financial resilience; and
unachievable allowed equity return.

We take eachin turn, explaining where Ofgemis at risk of erring in its proposed framework,
why this gives rise to consumer detriment and setting out the required remedies for the Final
Determinations.

Inadequate equity returns

The past stability and predictability of the Weighted Average Cost of Capital (WACC)-setting
process is the cornerstone of the UK regulatory model, where the focus has been squarely on
achieving two highly desirable outcomes:

e maintaining investor confidence to keep investors’ cost of capital of investing in the
industry low; and

e stimulating significant dynamic efficiency improvements, in large part through a
predictable approach to remuneration of assets and incentivising performance.

A stable regulatory regime has been the reassuring anchor for investors over the last thirty
years and enabled sufficient financial capacity through the uncertainty of COVID-19, supporting
financial security across the industry.

In contrast, Ofgem’s DD represents a significant departure from this cornerstone including
lower allowed equity return than required by comparable benchmarks in the UK and
international capital market, downward skewed incentives and ex-post adjustments. The
proposal to clawback over half a billion pounds of RIIO-1 allowances despite there being no
valid mechanism prescribed as part of RIIO-1 under which to achieve this is an unprecedented,
unjustified and an entirely unsignalled reopening of an existing price control. At the same time,
Ofgemis increasing framework risk by introducing greateruncertainty overthe quantum, timing
and recovery model for over 50% of the investmentthat is likely to be delivered during RIIO-2.

These changes substantially heighten regulatory risk and threaten to undermine investor
confidence in UK regulation, increasing the cost of capital over the long term and slowing the
pace of delivery of net zero infrastructure which is critical to the decarbonisation of the wider
economy.

Ofgem has stated that the DD is:

“keeping costs as low as possible for consumers by proposing the lowest ever rate of return
on capital for network companies”

on the basis that it is:

“making room for around £25 billion of investment needed to drive a clean, green and resilient
recovery.”

The £25 billion quoted is across the Gas Distribution and Transmission sectors, however this
figure could well be much larger given customer drivers for our Electricity and Gas
Transmission businesses could mean the combined overall investment across just these two
companies could reach over £15bn in the period. Delivery of thisinvestment by large regulated
network companies like ours, is a low-cost option, but only if regulatory stability and investor
confidence is maintained.

The attempt to justify an inadequate allowed equity return ignores that the investment required
todeliver netzerois complex, requiring networks to innovate to manage significant construction
risk and find optimal solutions to complicated and often cross industry problems. Such a
significant reduction in cost of equity at the same time as anincrease in risk will be seenthrough
by the investment community.

6
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The competition for capital is global and the energy sector is not immune to economic drivers.
The return on capital cannot be set in isolation of comparable market benchmarks, without
eroding investor confidence and triggering delays to critical network infrastructure which will
require higher spend in the future to ‘catch up’. Investors will expect management to allocate
capital efficiently, which is reflected in commentary from the sell-side analysts, for example

“We also think the US offers higher growth and better returns in comparison to the UK, so we
would not be surprised to see National Grid moving its investment / funding focus even more
into the US™ 1.

The message from Ofgem is that companies should do as little as possible, not lead from the
fronton netzero. Whilst the message to investors fromthe DD is to move their capital overseas
or into the water sector where returns are much higher

We address errors which lead to inadequate returns furtherin our response to FQ5to FQ11
with the main errors set out below under four key areas:

¢ Ofgem’s reliance on an unjustified presumption that the energy and water sector have
the same risk leads them to understate the cost of equity

e Ofgem’s cross checks are not relevant when setting the cost of equity for the UK'’s
energy networks

e Total market return is incorrectly reduced but is subject to current CMA appeals

e The conceptually and practically flawed outperformance wedge will lead to increased
costs for consumers

Ofgem’s reliance on an unjustified presumption that the energy and water sector have
the same risk leads them to understate the cost of equity

Ofgem proposes a reduction in equity beta which would impact overall allowed equity return
by over 100 basis points compared to RIIO-1, with no support for such a reduction from market
evidence on betas for the energy sector. Indeed, National Grid plc’s beta has increased over
the last six years. Furthermore, there are indications risks have increased given the scale and
complexity of net zero investments, the very low baseline totex allowances and uncertainty
over when revenue will be recovered.

Ofgem’s key argument in this area is their view that energy network risk is the same as water,
a departure from RIIO-1 where there was a differential of over 100 bps in allowed equity return
to water and inconsistent with recent sell-side commentary:

“We believe power and gas networks have a higher structural beta than water” 2.

Ofgem relies on a qualitative analysis performed by their consultants CEPA. However, within
CEPA's own reportthey acknowledge that there are reasons why energy has higher systematic
risk than water 3. CEPA also state that energy has higher dynamic risk than water due to the
energy transition* yet Ofgem does not account for this either in beta or in other elements of the
price control.

CEPA's work and Ofgem’s proposals represent a subjective judgment based on the weighting
thatis applied to each of the qualitative factors reviewed. More importantly though, Ofgemhas
ignored direct market evidence that can and should be used in setting energy network betas.

Ofgem’s own data in the DD shows that the National Grid (NG) plc’s asset beta has been 5 to
12% higher than water using all estimation techniques and averaging periods for all the time
periods analysed in the DD. Simply taking a proper account of this alone would add at least 60
basis points to the allowed equity return.

1 “(Tougher) life under RIIO-2 (part 3), but fundamentally undervalued” Societe Generale, 16 July 2020
2|t can only get better” Barclays, 13 August 2020

3 “RII0-2: Beta estimation issues” CEPA, 9 July 2020, Page 5

4 “RI10-2: Beta estimation issues” CEPA, 9 July 2020, Page 38
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Figure 1: asset betafrom DD over multiple time and averaging periods
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In addition, we can disaggregate NG plc’s asset beta into a GB, US and much smaller non-
regulated component. Using betas for US peers which are far lower than UK counterparts
shows that under any reasonable configuration of assumptions the estimate for NG’s GB asset
beta would be higher than that of NG plc. NG’s group beta can therefore be interpreted as a
clear lower bound for the beta of UK energy networks and provides direct market evidence that
Ofgem’s point estimate cannot be supported and is too low.

Ofgem’s cross checks are not relevant when setting the cost of equity for the UK's
energy networks

Ofgem compound issues with aligning energy betas to water by relying on Market to Asset
Ratio (MAR) data (essentially the premium or discount to RAV) for the two listed water
companies in further reducing their return by 10 basis points.

MAR data is inherently transient and unreliable to use for forecasting a return for a future five-
year period. Assessment of the water company MARs shows that within each 5-year price
control period the MAR fluctuates significantly — from 30% at its peak to below 5% in the 2005
to 2010 price control period. By using this data, Ofgem are adding a new source of volatility
into return determinations, owing to inherent volatility of stock prices and the small number of
listed comparators, most of which are not even energy networks.

The CMA and its predecessor the Competition Commission (CC) have recognised the
significant uncertainties in interpreting MARs when considering the data in previous regulatory
appeals. These include the existence of a wide range of views in the market over valuations,
numerous factors that feed into an investor's decision to buy shares and inherent
inconsistencies between the numerator and denominator of the calculation relating to time
periods used.

Notwithstanding the points on why MAR data should not be relied upon to set RIIO-2 returns,
Ofgem’s analysis of water company MAR figures does not fully take into account the impact of
incentive opportunity, debt performance and control premia. Oxera’s analysis of analyst
reports ® shows that the premiums can be explained by factors not related to cost of equity and
indeed there is if anything proof that the allowed equity return for PR19 is too low.

Ofgem also reference Offshore Transmission Owner (OFTO) returns, infrastructure funds and
investment fund forecasts in their cross checks of the return. Neither of these is directly
comparable to energy networks:

® Oxera, ‘What explains theequity market valuations of listed water companies?’ 20 May 2020
8
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e OFTOreturnsare actually higher than those proposed in the DD butrelate to operating
assets which have already been built so do not have any construction risk;

¢ Infrastructure fundsincorporate multiple investments so are diversified by design so the
risk profiles are lower than UK energy networks:

¢ Investment forecasts are from pension investment advisors whose regulatory rules
require themto be conservative so will forecast only low-end views of equity return. The
forecasts referenced by Ofgem are also out of date, all coming from pre-December
2019; before the more recenteconomic turmoil.

Total market returnisincorrectly reduced butis subject to current CMA appeals

Ofgem estimates the Total Market Return (TMR) portion of allowed equity return using a back-
cast of Consumer Price Index (CPI) inflation which the authors of the data set and the Office
for National Statistics (ONS) consider to be unreliable. Within the estimation, Ofgem has relied
on historical TMR data sources which are artificially reduced and also fail to recognise the
negative impacton investmentdecisions fromnotusing afigure atleastas high as the historical
arithmetic average. As a result, Ofgem’s proposed figure is over 100bps belowthe regulatory
precedent on a like for like basis and in effect undermines the value neutrality of the transition
from Retail Price Index (RPI) to Consumer Prices Index including owner occupiers' housing
costs (CPIH) indexation.

Ofgem’s range and point estimate are broadly in line with those of Ofwat in the PR19 price
control Final Determinations. The material errors outlined above are currently being appealed
to the Competition and Markets Authority (CMA) by four water companies and we have
submitted supporting evidence as part of the Energy Networks Association (ENA) third party
response. There are other elements of the RIIO-2 financial framework that are also in scope of
the CMA appeal such as the approach to measuring the Risk-Free Rate (RFR), the long-
standing principle of aiming up within the cost of equity range in order to minimise potential
social welfare impacts and the approach to setting debt beta. If the CMA findings were to agree
with the water companies in any of these areas, then it would have an upwards impact on
Ofgem’s proposals in the DD.

The conceptually and practically flawed outperformance wedge will lead to increased
costs for consumers

After applying downward adjustments to the cost of equity as a result of their cross checks
Ofgem proposes a further downward adjustment to cost of equity of 25bps in anticipation of
outperformance. This adjustment is conceptually and practically flawed.

From a conceptual perspective, the adjustment suggests a lack of confidence in proper
calibration of the price control even before it has been attempted. This cannot be the case.
Ofgem has adequate tools and data to be able to achieve this. The approach does not
recognise and appreciate the consumer benefit of incentives-based regulation, the widely-
accepted solution to the existence of monopoly. It further exacerbates the downward skewed
incentive package as networks need to first ‘earn back’ the outperformance wedge.

In applying its adjustment to the WACC, which is then applied to the Regulatory Asset Value
(RAV), Ofgemis in effect retrospectively clawing back the value of pastinvestments. This runs
counter to established regulatory practicein the UK and will unquestionably undermine investor
perceptions of risk. It will also undermine the incentive properties of RIIO-2 as companies will
enter a price control period with the knowiedge that any incremental outperformance achieved
will lead to a worsening of future price controls calibrations.

We note that Ofgem has not performed an assessment of the potential damage that can be
caused by the proposed outperformance adjustment to baseline returns, which is particularly
worrying given Ofgem is the only regulator to implement this untried and untested new
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mechanism. Work by Frontier Economics 6 shows several likely consumer detriments to the
adjustmentincluding areduction in future productivity and future servicedelivery. Frontier show
that even a 4% reduction in network productivity would offset the consumer bill “upside” from
lower return.

Froma practical perspective thereis little evidence to supportOfgem’s calibration of the wedge.
RIIO-2 is fundamentally a different price control to RIIO-1, it is therefore notreasonable to look
at the performance in RIIO-1 or prior price control periods to predict RIIO-2 performance.

Ofgem set out a database of historical price control performance as part of the DD which
suggests on average price control totex allowances are outperformed by 7%. Frontier have
reviewed this on behalf of the ENA and find it to contain multiple errors so it cannot be relied
upon. Frontier's found a spreadsheet error which overstates the outperformance in RIO-GT1
and other issues with the interpretation of water price controls and historical data points.

Further, Frontier note that half of the assumed outperformance relates to the supernormal
efficiencies delivered by the first distribution price controls post privatisation. These were set
up on a completely different basis to any current price control and have no relation to RIIO-2.
The related results therefore need to be excluded. Similarly, airport and other CAA regulated
price controls need to be excluded because they are not set in the same way as energy price
controls.

Having made these adjustments, Frontier then account for the numerous differences between
RIIO-1 and RIIO-2 which had not been captured by Ofgem’s original analysis. These include
the differences between the Information Quality Incentive (IQI) and BPI incentives and the
tougher productivity assumption and benchmarking in RIIO-2 compared to RIIO-1. They were
notable to adjustfor Price Control Deliverables (PCDs), NARMs and the impact of fast tracking
in RIIO1 but assess qualitatively that these would have a material downwards impact on the
expected return for RIIO-2. Their conclusion was that the database does not support an
expected outperformance of historical price controls. Indeed, for RIIO-2 they have separately
used Monte Carlo analysis to assess that the expected return is zero performance, with
qualitative reasons why this could be negative.

In response to criticism of the outperformance wedge, Ofgem has introduced a backstop
mechanism that will increase returns if the average performance across two groups, the
electricity transmission companies and gas companies, is below the expected return. Aside
from implying a lack of confidence in Ofgem’s own implementation of the backstop, the use
risks distorting incentive properties where the group performance is belowthe expected return.
It also assumes that calibration of totex allowances and ODlIs are consistent between the Gas
Transmission and Gas Distribution sectors which is not the case given the markedly different
Return on Regulatory Equity (RORE) ranges.

Remedyrequired:

o Develop a more balanced appraisal of allowed equity return and remove the flawed
outperformance wedge

A marked weakening of financial resilience

The overall price control framework must, at its most fundamental level, demonstrably fulfi
Ofgem’s statutory duty to ensure networks are able to finance licensed activities whilst having
regard to the interests of both current and future consumers. It is in the consumers’ interest
that we finance our licensed activities as efficiently as possible. This is best achieved by
maintaining a strong credit rating and providing confidence to investors that theirinvestment is

¢ “Further comment on Ofgem’s proposal to adjust baseline allowed returns” Frontier, August 2020
10
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secure. Ofgem’s proposals provide neither. Even the way in which financeability has been
assessed raises several concerns:

e The financeability ratios Ofgem presents within the RIIO-2 Draft Determinations —
Finance Annexare misleading and cannot be relied upon

¢ The methodologies underpinning the financeability ratio calculations are inconsistent
with those employed by ratings agencies.

e The financeability assessment does not adequately stress test whether the RIIO-2
framework can support net zero investment levels

¢ Insufficient weight is given to equity financeability resulting in a risk / return imbalance

e Ofgem fails to identify or assess the financeability impact of the cashflow risk arising
due to the time delay between spend and revenue recovery

We address these points further belowand in our response to question FQ12and FQ13

The financeability ratios Ofgem presents within the RIIO-2 Draft Determinations —
Finance Annex aremisleading and cannot be relied upon

To accurately assess the full RIIO-2 package proposed by Ofgem, the individual inputs of the
financeability assessment are required to correspond with those proposed through the Dratft
Determinations documentation. However, this is not the case with Ofgem’s Licence Model
(LiMo).

The baseline totexscenario, used within Ofgem’s ET 2 LiMo is inconsistent with those proposed
in the NGET document. The baseline funding used by Ofgem is £220m higher 7 in the LiMo
than the £3.3bn figure which appears in the NGET document. This gives rise to artificially
higher credit metrics.

The methodologies underpinning the financeability ratio calculations are inconsistent
with those employed by ratings agencies.

Ofgem base their financeability assessment on revenues which include assumed earned
income performance of 22 bps per annum (linked to the outperformance wedge) and exclude
the BPI penalty which reduced revenues by the equivalent of 22bps perannumé® This equates
to a cashflow uplift of £143m, resulting in Ofgem’s approach understating the financeability
challenge implied by the Draft Determinations.

The notional company should be financeable without the need to rely on assumed
outperformance, a principle thatis even more importantin the context of a price controlin which
outperformance is highly unlikely. This alignswith creditrating agencies’ methodologies under
which outperformance will only be taken into account once a network demonstrates a track
record under a given price control framework. It is also clear that a notional Transmission
company would receive a BPI penalty under the current formulation as it does not take into
account the inherent difficulties in benchmarking transmission costs °. The impact of the BPI
penalty must therefore be included in the financeability assessment.

" Before Real Price Effects
8 Ofgem analysis, Draft Determinations — Finance Annex, Table 45
% See, NGGT response for more detail on our viewon the BPI
11
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The financeability assessment does not adequately stress test whether the RIIO-2
framework can support net zero investment levels

Financeability of credible totex scenarios over and above baseline investment must be tested
to ensure thatthe framework does not constrain delivery of investment consistentwith the UK’s
net zero ambitions.

Ofgem’s stress testing extends to an “lllustrative UM” case to reflect a portion of additional
totex allowed through uncertainty mechanisms. In order to connectrenewable generation and
enable higher energy flows we could be required to deliver totex of more than £10bn in RIIO-
2 depending on external triggers. However, Ofgem has only assessed financeability against
totex of £4.7bn in the illustrative case. This figure is 75% of the 5-year equivalent level we
spent in RIIO-1 and would not achieve net zero requirements. With over £5bn of capex outside
of the baseline plan, we have significant uncertainty as to how to set up our organisation to
deliver for the RIIO-2 period. The nature of the DD framework and low returns would force us
totake a risk averse approach,only taking on resource to deliverrequired projects once funding
is secured. This would risk delay of projects and inefficiencies in the costs as we would have
to stop and start projects as we awaited assessment and determination by Ofgem.

The lack of a competition framework for projects with expenditure of over £100m leaves us in
no man’s land. Our business plan included £1.5bn of spend in the RIIO-2 period on projects
that the Electricity System Operator’s Network Options Assessment (NOA) process defined as
needing to be started in the period. These were separable from the main network so were
deemed potentially contestable. At present however, we do not know which regulatory
mechanismwill apply to these projects for RIIO-2 or indeed which party will end up delivering
them. Ofgemhave set outa desire to develop a competitive framework so that third parties can
bid to deliver such projects, but this framework does not yet exist and is unlikely to for many
months of the RIIO-2 period. In its place, Ofgem have previously suggested a Competition
Proxy Model (CPM) delivery model could be used butthis has been subject to much challenge
and subsequently discounted when proposed for Hinkley Seabank and Shetland projects.

Currently, the financeability assessment ignores these projects which — unless there is major
change —we will be delivering. Yet they are not covered anywhere in the framework in terms
of assessing the appropriate return or the effect of these complex, one-off projects on our risk
profile (e.g. to compare water and energy from a beta perspective).

Thisneedsto be rectified and at the very least the capexincludedin both the financeability and
returns assessment. To do otherwise, would impact delivery of customer outputs in the period
and increase system constraint costs (which the projects are designed to reduce) by millions
of pounds. For stress testing and the graphs in this section we use three totex scenarios to
show the impact on Adjusted Interest Cover Ratio (AICR), one of the key credit metrics:

e Baseline + UMs of £5.8bn totex, which is lower than our RIIO-1 five-year equivalent
spend and adds investments triggered by the latest NOA to the DD baseline;

e Credible scenario of £8.7bn totex which adds in connection investments from latest
scenario analysis by the ESO, potential resilience projects and the Eastern Link
reinforcement project which increases boundary flows between England and Scotland
(one of the potentially contestable projects);

e Credible scenario + comp of £9.6bn which add in the remaining £0.9bn of potentially
contestable projects.

These scenarios have been chosen to showthat, even with none of the expected investment
increase in FD, customer and externally driven work will give cashflow risks that need to be
remedied in FD.

With the package set outin DD, these scenarios showwe do not have the financial capacity to
support the transition to a low carbon economy and will be forced to become more cautious on
investment. Given the overall effect of the RIIO-2 package, funding security will be needed

12
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before work can begin on any material investment leading to inevitable delays in progress and
a slow-down in net zero delivery.

Figure 2: AICR under differenttotex scenarios
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1.8

1.7

1.6

1.5

14 /

1.3

Target threshold

AICR

1.2

11
FY22 FY23 FY24 FY25 FY26

s 35eline Baseline +UMs ==Credible Scenario Credible Scenario + Comp

Insufficient weight is given to equity financeability resulting in arisk / returnimbalance

The equity risk and return implied by the DD is out of balance. Under Ofgem’s package equity
investors will bear additional risk for totex uncertainty and downward skewed set of allowances
and incentives plus an appreciable increase in regulatory risk, in exchange for returns which
are lower than ever.

As Ofgem states, equity investors are remunerated through current dividend yield and future
growth in assets. Neither Ofgem’s baseline nor lllustrative UM scenarios deliver a combined
dividend and growth prospect for equity investors which reflects this risk. With notional
dividends of 3%, which are substantially lower than average FTSE100 outturns of at least 4%,
and a baseline RAV reduction of 2.7% in real terms, Ofgem has been complacent in its
approach to financeability by failing to give due consideration to the needs of equity investors.
Ofgem’s assessment focuses on the debt investor and fails to recognise that if the investment
proposition is not sufficiently attractive, shareholders will choose to reallocate capital elsewhere
or to regulated utilities in other jurisdictions, resulting in an increase in cost to raise necessary
finance, both in RIIO-2 and subsequent periods. In a period where more activity than ever may
depend on networks bringing forward projects for funding through UMs, the risk of companies
dragging their heels over valuable but ultimately discretionary investment has never been so
high. Ultimately it is consumers who would suffer because the overall attractiveness of the
regime is insufficient to encourage companies to want to sink more capital than is necessary.

13
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Figure 3: Historic FTSE 100 dividend yields

5 ) |
iy
1 ! i} h !
3 TN A {
‘)“1 i [ II’ A T N
%, v' W T IR
L )J\'um |"rP A L A i ay AL NN Ih'“‘"'
A —_—
e, N ""l""nn/lw‘".'m
2
1
2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020
—— FTSE 100 next 12 monthsyield (Spot rate and 3yr rolling average) FTSE 100 last 12 monthsyield (Spot rate and 3yr rolling average) Ofgem divi yield assumption

Ofgem fails to identify or assess the financeability impact of the cashflow risk arising
dueto the time delay between spend and revenue recovery

Ofgem’sfinanceability assessmentis based on the premise that allowances are triggered when
investments are made. This is not the case for funding delivered through uncertainty
mechanisms where there is a delay in allowance recognition until an output is delivered or
Ofgem issue a determination. With over 60% of potential totex in scope of UMs, failure to
recognise this time delay excludes a significant cash flow risk from the financeability
assessment. We are being forced to take a substantial funding and cashflow risk which will not
be compensated for by the inadequate returns.

The framework as proposed would require hundreds of millions of pounds to be spent ahead
of secured funding but with inadequate allowances and returns there is no financial capacity
for networks to absorb this cashflow risk. Ofgem’s financial package must allow sufficient
headroom for networks to be able to invest proactively and operate in an increasingly complex
and uncertain environment.

Figure 4: AICR trend including gap between spend and revenue under uncertainty
mechanisms
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There are framework remedies that would help with the position

There are remedies that could help this position. Ofgem has introduced the concept of
forecasting of outputs in RIIO-2 which will enable revenue to more closely reflect the underlying
costs than it did in RIIO-1. We are advocates of this approach as it improves transparency and
predictability of customers’ costs and our revenue. However, Ofgem has discounted this
approach for reopener uncertainty mechanisms which effectively excludes this method for a
substantial proportion of expenditure. This needs to be reversed in order to improve
financeability and enable our revenue to more accurately reflect the underlying costs. Reporting
at the end of RIIO-1 also needs to be updated so that forecasting can begin from the start of
the period. The potential benefit from applying forecasting to reopeners can be seen in Figure
5 below.

Figure 5: AICR trend factoring in potential benefit of forecasting for reopeners
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In addition, Ofgem has set the baseline funding on the Common Energy Scenario and moved
multiple investments out of baseline funding into the scope of in period UMs. The level of
potential investment required and delay between spend and funding under the UMs creates
cashflowrisk that can be reduced by increasing the baseline funding for costs subject to UMs.
For many of the UMs, the need for a level of expenditure has been established by processes
such as the ESO’s NOA or external assessment of resilience requirements. Analysis of the
latest NOA published in January 2020, shows we will need to undertake investment of at least
an additional £0.7bn above the Common Energy Scenario in RIIO-2 for projects to increase
energy flows across the country and pre-construction works on larger reinforcement projects.
This expenditure needs to form part of baseline funding in FD.

Analysing the latest Forecast Energy Scenarios (FES) from the ESO and the number of
connection requests over the last six months, shows that incremental generation and demand
connections to the DD baseline will also be required. Separately, there are also resilience and
reliability projects which would be subject to reopeners in the period which Ofgem moved from
baseline to UM in the DD. This additional expenditure is more variable than the NOA
investments but given the potential for even higher investments due to net zero drivers, a
balanced view of probabilities suggests some of this should form part of the FD baseline to aid
financeability concerns.

These solutions would not address all the issues, but they would close a substantial proportion
of the cashflow gap. The remainder would be closed by taking a more balanced assessment
of the allowed equity return evidence. Additionally, from an equity perspective, Ofgem need to
reflect the higher dividend yields based on FTSE100 and utility sector benchmarks in the
financeability assessment and ensure that the allowed equity return is achievable. In the next
section, we set out evidence why this is not the case for the DD.

15
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Remedyrequired:

e Assess financeability using a totex scenario that is consistent with delivery of net zero
requirements

0 Assess the totex from potentially contestable projects in the financeability and
base return assessments.

¢ Undertake a financeability assessment which aligns to rating agency methodologies
and factors in delays between spend and revenue under uncertainty mechanisms.

e Provide ex ante allowances for uncertainty mechanisms and apply forecasting of
outputs for allowances subject to reopeners.

0 Include £0.7bn of NOA triggered investment in the FD baseline
0 Assess drivers for additional ex-ante uncertainty mechanism allowances

e Focus efforts on the development of the Competitively Appointed TO (CATO) model,
as the only proposed model that can deliver the benefits of genuine competition for
consumers

e Reflectthe FTSE100 and utility sector benchmarks for dividend yield assumptions used
in the financeability assessment

16
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Unachievable allowed equity return

Although Ofgem set out their expectation of the potential RORE that networks can achieve in
the DD, they do notask any consultation questions on this analysis. The potential and expected
RoRE is an important topic and a key point of comparison across regulatory sectors. We have
therefore outlined our views on Ofgem’s quoted ranges and the overall price control package
below. Taken as a whole, we see that the downside skew across multiple aspects of the DD
calibration gives rise to an unachievable allowed equity return which risks undermining a
fundamental requirement of a fair deal price control.

Ofgem state that the RIIO-2 package represents a reasonable balance between scope for
outperformance for high performing companies and underperformance for those companies
that fall short. In reality, the RIIO-2 package is skewed towards underperformance with an
undue focus on short term bill reduction. The DD takes a fundamentally different direction to
the RIIO-1 framework, removing incentives and opportunities to deliver innovations for
consumer benefit and moving away from an outputs-based regulatory structure to one of more
regulator micro-management.

Ofgem have set a steep challenge for transmission networks — and National Grid in particular
- if they are to even reach base returns and have almost completely turned off performance
from output and cost incentives that have benefited consumers in the past and which our
stakeholders continue to support going forward. In all, RIIO-2 is not a price control where
investors can realistically expect to achieve the allowed equity return.

Transmission companies in particular start the price control facing a stark shortfall to
allowed equityreturn

Ofgem’s view of RIIO-2 RoORE ranges misses essential facts, namely that the layering of
adjustments and penalties through the price control review mean that we start the RIIO-2 price
controlwith a significant shortfall to offsetin order to achieve the allowed equity return. Without
any savings, we would report a RIIO-2 RoRE of 1.3%, some 260 basis points below expected
return, due to the inclusion of the following in Ofgem’s framework:

e COutperformance wedge —We have set out our disagreement to the principle of the
outperformance wedge as an unnecessary intervention, the perverse incentive for
performance and also the judgmental selection of the 22 basis points adjustment in the
Inadequate equity returns section above and in response to FQ9. Given the significant
changes to the RIIO-2 framework, 22 basis points performance is highly unlikely to
materialise with the upshot that expected returns will be below allowed return. Even if
the ex-post adjustment to the wedge was to apply, this would still leave us below the
allowed return throughout the whole of the RIIO-2 period. We would need £0.2bn of
totex savings across the period to offset the gap created.

e BPI - The principle of incentivising networks to properly engage with the price control
review process is long established, however the RIIO-2 BPI is a poorly calibrated
mechanism that has resulted in unjustified and disproportionate penalties that dwarf
networks’ potential performance over the RIIO-2 period. We set out evidence for why
this is unjustified in the NGET document. The resulting RORE impact of 22 basis points
must be taken into account when assessing potential RORE performance. This gap is
the equivalent of £0.2bn totex savings across the period.

e RIIO-1 clawback of allowances - We have set out our position of fundamental
disagreement with regards to the clawback of T1 allowances in our response to the
NGET document. Notwithstanding this, Ofgem’s decision to use the RIIO-2 price
control to clawback this funding brings this adjustment into the scope of T2 RoRE
impact and creates a further 73 basis points downside to overcome for NGET ifit is to
reach base return. This gapis the equivalent of £0.6bn totex savings across the period.

e Unprecedented efficiencies — Ofgem’s draft determination has resulted in totex
disallowances that are world apart from previous regulatory decisions, with a total of
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£4.8bn of costs disallowed equating to a reduction of 48% across Transmission. We
start RIIO-2 with allowances of under half of RIIO-1 spend to run and maintain the
transmission network. A large part of thisreductionis an unprecedented and unjustified
20% cost efficiency against the allowed volume. We set out the evidence for why this
level of efficiency is unjustified in response to NGETQ11 to 16 in the NGET document.
This is the equivalent of £1.0bn totex savings across the period. If we were to deliver
no savings from our current operations this would result in a 119 basis points
underperformance.

We had already embedded totex efficiencies of £0.2bn into our plan, including the highest
productivity assumption across all networks and the savings from our ambitious end of RIIO-1
period restructure. These have not been fully delivered yet and add 24bps to the challenge
from our current cost base.

The downside risk before RIIO-2 even starts is represented by the graph belowwhich shows
that to close the gap to allowed return we would have to deliver the volume of work allowed in
the DD for 40% less than our current operations.

Figure 6: Starting RORE and totex savings gap to deliver allowed equity return
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The upside from incentives would not allow us to close the gap

On top of the higher than ever challenge from day one of the price control, Ofgem has
dampened incentivisation in RIIO-2 which gives no chance of reaching allowed equity return in
the period. Ofgem has weakened or switched off a range of incentives, sending the signal that
it does not value stronger performance in these areas, butalso removing any opportunities for
good performing networks to differentiate themselves and secure additional rewards for driving
improvements for consumers through RIIO-2 and into future price controls. Consumers will
directly suffer as a result, but there will be further effects as it becomes clear that there is nho
prospect of achieving even the baseline level of return.

e ODIs: Ofgem state that their expectation, based on actual performance to date, is that
the three TOs should perform well on ODIs and the more extreme downsides are
unlikely to materialise. However actual performance to date is a poor reference point
for future performance given the fourfold reduction in ODlvalue, and toughened targets
baked into the incentives. The ODIrange is asymmetrically skewed to the downside,
with only 24bps upside potential and in contrast 114bps of downside performance. This
makes underperformance more likely. We set out our views on this range and the
evidence for including additional stakeholder agreed incentives such as the SO / TO
incentive and green connections incentive in the NGET document. Frontier
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Economics 1° have undertaken detailed Monte Carlo analysis on the expected ODI
outcome which shows 5 basis points downside performance from the ODI package
proposed. This is not enough to offset the outperformance wedge assumption let alone
the rest of the RORE shortfall at the start of RIIO-2.

e Totex performance: Ofgem have assumed a 10% under or outperformance in their
RoORE analysis, on which they do not provide any further elaboration. It is clear that the
DD is nothing like the RIIO-1 framework so the likelihood of and incentives for achieving
even close to 10% totex performance are markedly lower. The DD moves away from
an outputs framework that enabled a significant proportion of the RIIO-1
outperformance into one including numerous ex-post mechanisms to remove
performance, lower totex sharing factors and micro management of delivery. Frontier
again use detailed Monte Carlo analysis to outline an expected totex performance of
zero percent and give qualitative reasons why this figure may be lower. In doing so,
Frontier correct Ofgem’s assumption of 7% historic totex performance used in justifying
the outperformance wedge. Frontier remove the impact of supernormal efficiencies
from early ED and GD price controls that were set on a markedly different basis. This
halves the 7% figure. Frontier then give qualitative consideration to the below which
reduces the expected performance to zero:

o Theintroduction of indexation of RPEs in RIIO-2, more closely aligning network
cost base with input price movements and removing windfall gains or losses
thatare outside of network controls. Whilst difficult to quantify over multiple price
controls, Frontier note that movements in RPE indices equate to around half of
the total outperformance Ofgem forecast for NGET in RIIO-1.

0 The increase in Price Control Deliverable (PCD) and NARM mechanisms
covering 50% of the baseline totex allowances in RIIO-2. These mechanisms
incorporate ex post adjustments and judgements which increase the likelihood
of downside risk and only permit limited upside outperformance.

0 An undefined RIIO-2 close out process that could potentially reopen the whole
price control.

0 Systematic skew in calibration of sharing factor calculations which penalises
transmission networks for the lack of econometric benchmarking approaches
and which is acknowledged by Ofgem but not remedied. This reduces the pay
backof anyinnovation should it be judged by Ofgemto be a “genuine efficiency”
in ex post review.

All of this points to minimal variance around the low starting point through the five years of
RIIO-2. At best, we could deliver a small level of performance that would hardly register against
the expected return we begin the period with.

Investors cannot expect to earn the allowed equity return

In short, this analysis shows that investors cannot expect to earn a return in line with the cost
of capital under RIIO-2. The waterfall below sets out the potential movements from the DD
starting point, highlighting a significant remaining gap. Within this analysis, we have also
included the impact a potential 10% improvement in totex performance would have on the
figures. This adjustment reflects that in previous price controls, where the opportunity and
incentive to perform has been higher, there have been elements of efficiency challenge placed
on networks. These have averaged under 10% rather than the higher figures proposed by
Ofgem in the DD. We have therefore included 10% in this analysis to show that the
unachievable allowed equity return remains even if Ofgem reduce the efficiency gap by the
time of FD or we were somehow able to deliver — and retain the benefit of following any ex-
post true up - a greater level of efficiencies than those embedded in our business plan.

10 National Grid Wedge update, September 2020
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Figure 7: waterfall from RIIO-2 RoRE starting point
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would not close the 260 bps gap created at the start of the RIIO-2 period.

Table 1. RoREwalk through from base return

Expected RIIO-2
under performance

Pre-RIIO-2 performance RIIO-2 performance
Pre-
NGET Base BPI T1 . . Total
return Wedge penalty | clawback Efficiencies | performance ODI Totex return
return
S;?(em 3.92% | -0.22% 3.70% 0.24% | 0.50% | 4.44%
Ofgem min 3.92% -0.22% | -0.22% - - 3.48% -1.14% -0.50% 1.84%
Expected 3.92% -0.22% | -0.22% -0.73% -1.43% 1.32% -0.05% 0.00% 1.27%

Aside from the significant shortfall created, this type of regulatory framework will:

20

Undermine regulatory stability: An ability to achieve the allowed equity return is one
ofthe fundamental tenets of regulationand the stability around the regime that investors
take comfortin. Withoutthis, consumer costwill increase asinvestorswill need a higher

return to offset the risk of not recovering a fair return.

Bring into question Ofgem satisfying their Financing Duty: The ability to deliver
allowed equity return is so fundamental that the DD content questions whether Ofgem
can deliver their Financing Duty. Currently, investors would not get their money back

from their investments as the return could not be achieved.
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Remedyrequired:
Remove the unjustified clawback of RIIO-1 allowances

Drop the disproportionate and unjustified Business Plan Incentive penalty and
recognise ambitious activities and costs which add consumer value

Address issues with efficiency methodologies and recognise the stretching efficiency
ambition already applied to our plan.

Remove the flawed outperformance wedge.

Adjust the risk/reward of the overall package to drive service improvements and reduce
costs to the benefit of current and future consumers.

0 Include the stakeholder supported SO/ TO and green connections incentives
which have clear consumer value in the FD

0 Include risk trading in the NARMs regime and remove ex-ante clawback
mechanism

0 Reassess the treatment of high and low confidence costs to increase the totex
sharing factor
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Context

We respond to the questions in the DD consultation in the order they appear in the document
which means they are contained in four different sections in this document:

Allowed debt return
Allowed equity return
Financeability

Other finance issues

As well as answering the questions posed by Ofgem, we also offer additional evidence and
narrative at the start of each of these sections to contextualise the responses and supplement
information where no direct question has been posed on an important subject.

We have submitted evidence, including consultants’ reports, as part of previous consultation
responses and in support of our business plan submission. There are a significant number of
areas where Ofgem has not properly addressed the arguments and evidence we have
submitted, such as in response to National Grid’s Total Market Return report !, a lack of
adequate justification for Ofgem’s proposal to exclude DNO cost of debt from the trailing
average cost of debt calibration and in relation to Ofgem’s proposed Step 3 ‘Expected versus
allowed returns’ deduction.

In order to be concise we have not repeated many of these arguments in detail and neither
have we resubmitted our previous evidence, but they should nevertheless be considered part
of our response to the DD and Ofgem should consider these reports, including the evidence
and reasoning set out in them, further and address them in its Final Determination.12

11 See National Grid’s report “Total Market Return”, 23 January 2020,
https://www.nationalgrid.com/uk/electricity-transmission/document/132971/download, which presented evidence
that RPIwas a more consistent measure of inflation to use when deflating historic nominal returns informationto
estimate TMR, as wellas identifying two other sources of downwards bias in Ofgem’s estimation of TMR

12\We refer Ofgem to the material which National Grid and the ENA have submitted in response Ofgem’s March
2018 “RIIO-2 Framework Consultation”and in response to Ofgem’s December 2018 RIIO-2 Sector Specific
Methodology consultation; in National Grid’s business plansubmissions to Ofgemin July, Octoberand
December 2019; the additional documents available in the financesection of National’s Grid’s RIIO-2 business
plan webpage (https:/Aww.nationalgrid.com/uk/electricity-transmission/planning-together-riio/our-riio-2-
business-plan-2021-2026/finance); the ENA’s submissions to the CMA in relation to the price control appeals by
NATSand by 4water companies during 2019 and 2020 (https:/Aww.gov.uk/cma-cases/nats-en-route-limited-
nerl-price-determination and https:/Aww.gov.uk/cma-cases/ofwat-price-determinations) together with the
additionaldocuments related to these ENA submissions which have beenshared with Ofgem; and presentations
and supporting material made by National Grid, the ENA, or consultants supporting National Grid or the ENA in
meetings with Ofgemthroughthe course ofthe RIIO-2 process.
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Allowed return on debt questions

Full indexation of allowed return on debt should represent efficient notional company costs. Al
energy networks operate within the same industry, achieve similar credit ratings and invest in
similar assets with comparable asset lives. The most appropriate approach is therefore an
industry wide tracker with consistenttenor and rating ofthe index. As we stated in our business
plan and Sector Specific consultation response, a trailing average length of 20 years is
consistent with the long-term nature of the assets and is typical of the tenor of debt across the
industry. In that sense, it is internally consistent with the iBoxx 10+ index which has been used
in RIIO-1, the constituent bonds of which have an average tenor of ¢.20 years.

Ofgem has said 12 that the cost of debt indexation to be used in RIIO-2, specifically the length
of trailing average, will be calibrated to ensure it provides a good estimate of efficient sector
debt costs. However, Ofgem’s DD do not appropriately estimate efficient sector debt costs as
they exclude:

e £81mimpactof debtbuyback costsin the RIIO-1 period and do not calibrate debt costs
against a broader industry-wide average which includes the electricity distribution
networks. In so doing the tracker length is understated by 2 years; and

e at least 20bps of additional borrowing costs, largely due to the exclusion of the
incremental costs of inflation linked debt, which are not captured in the nominal rate
tracker mechanism that Ofgem proposes.

We advocate setting an industry-wide debt funding approach, as we outlined in our business
plan. However, pragmatically we recognise Ofgem may be unlikely to want to set Electricity
Distribution debt funding now. Ofgem can, however, still include this debt in the calibration for
Transmission and Gas Distribution. The above changeswould justifya 12 to 16-year trombone
instead of 10 to 14-years for RIIO-T2 and RIIO-GD2, and since these trailing averages do not
include the full costs incurred by networks, additional borrowing costs as proposed by Ofgem
should be increased by at least 20bps to a value of at least 40bps.

We set out further detail in our responsesto FQ1 to FQ3.

FQ1 Do you agree with our approach to estimating efficient debt costs and
setting allowances fordebtcosts?

Allowed debt funding should be set to reflect the cost of debt that would be expected for an
efficient, notionally geared network company that follows a typical, prudent and efficient debt
financing strategy. Such a strategy would involve the notional network borrowing gradually over
time, issuing long-term bonds periodically to support investment in long-term assets. Thus, in
any given year, its balance sheetwill contain debtissued over many previous years, in addition
to the new debt it might issue to finance that year’s activities and re-finance past debt that is
maturing. For such a notional company, the best approximation for the efficient cost of debt is
likely to be a trailing average of market indexrates.

We supportthe policy objectives which have been set out by Ofgemfor RIIO-2 and the direction
of travel in establishing debt costs. This includes the treatment of intercompany loans and the
approach Ofgem has taken to adjust for Cadent’s low cost of debt (as a result of the company
being newly formed) within the calibration process. However, there is additional evidence that
we set out belowto ensure that the framework fulfills Ofgem’s policy objectivesthat:

e consumers should pay no more than an efficient cost of debt;

¢ the cost of debt allowance should be a fair and reasonable estimate of the actual cost
of debt likely to be incurred by a notionally geared, efficient company;

e companies should be incentivised to obtain lowest cost financing without incurring
undue risk; and

¥in Ofgem’s “RIIO-2 Sector Specific Methodology Decision — Finance”, 24 May 2019
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e the calculation of the allowance should be simple and transparent while providing
adequate protection for consumers.

Currently, Ofgem’s proposals fall short of ensuring the cost of debt allowance is a fair and
reasonable estimate of the actual cost companies are likely to incur. Ofgem have overlooked
an £81m impact from debt buybacks related to historic debt buy back costs and the sale of
Cadent, and do not calibrate debt costs against an industry-wide average. In so doing Ofgem
understate the tracker length by 2 years. We also have new evidence on additional borrowing
costs that show Ofgem’s allowance understates these costs by at least 20bps. This largely
relates to the cost of inflation linked debt, which is not captured in the nominal rate tracker
mechanism that Ofgem proposes.

Ofgem’s proposals also risk consumers paying more than an efficient cost of debt in the future
by using the iBoxx GBP Utilities 10yr+index as Ofgem are transferring the cost of a network
company’s decision on their actual capital structure from the networks to consumers (see FQ2
for our detailed response on the index methodology).

Buyback costs

Past refinancing costs need to be taken into account, as otherwise consumers would benefit
from the reduced interest rate achieved through re-financing without incurring any of the
associated refinancing costs. Such an outcome would clearly be unjustified, and it could also
have unintended effects, such as discouraging networks from some future decisions which
might have reduced financing costs. Examples of such decisions might include reducing
excess debt (and hence unnecessary interest costs as per the example of Cadent), and
refinancing debt at lower rates, thus benefitting consumers.

Ofgem has accepted this argument through the inclusion of £845m of costs “which when
straight line amortised over the period corresponding to the maturity of those repurchased
bonds would lead to adjustments over the RIIO-2 years of £280m” 4. However, Ofgem has
not included all of the Cadent sale related costs and similar costs which were incurred prior to
these buybacks, which if amortised in a similar way would lead to adjustment over the RIIO-2
years of a further £81m.

Anindustry-wide view of debt costs is a more appropriate way of settingthe cost of debt
allowance for the notional company

As we stated in our business plan submission, companies across all the energy network
sectors (Gas Distribution, Gas Transmission, Electricity Distribution and Electricity
Transmission) have issued debt with broadly the same average tenor and all are investing in
similarly long-life assets under the same regulatory framework. There is therefore no good
reason why debt costs or cost of debt allowances should differ across the sectors for the
notional companies.

In calibrating the tracker length to capture “a fair and reasonable estimate of the actual cost of
debt likely to be incurred by a notionally geared, efficient company”15, Ofgem must ensure two
things. Firstly, the allowance is consistent with the notional company, and secondly, the pool
of companies upon which the calibration is performed is wide enough to retain the incentive
properties. Both rely on basing the calibration on the widest possible group of companies.

The broadest possible sector average (including Electricity Distribution) provides the best
estimate of notional company costs. Ofgem states “\We consider the volume of debt within the
gas distribution and transmission sectors at over £23bn (excluding intercompany loans) to be
sufficient to draw robust estimates of average debt costs and therefore calibrating to these
expected costs would represent a reasonable debt allowance for a notional efficient operator

14 “RI10-2 Draft Determinations — Finance Annex’, Ofgem, 9 July 2020, footnote 35
15 “RI10-2 Framework Consultation” Ofgem, March 2018, para 7.11
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in gas distribution and transmission sectors. Reducing the number of sectors to be combined
further (so, forexample, considering just GD combined with GT or ET combined with GT) would
reduce the pool size and increase the risk that the smaller pool is skewed by specific company
financing decisions rather than representing a reasonable allowance for a notional efficient
operator” 16,

There are particular features of the Transmission and Gas Distribution sectors meaning whilst
the total volume of debtis large, it is at risk of being skewed by specific company financing
decisions and so does not represent a notional efficient operator as intended by Ofgem. This
is primarily due to the presence of NGET, NGG and Cadent, who together represent a total of
£17bn (excluding intercompany loans) of the £23bn of debt. As these were all part of National
Grid plc until just four years ago, the number of completely unrelated debt portfolios within
Ofgem’s proposed calibration sample is small.

Ofgem has ruled out sector specific calibration as “considering each sector individually could
lead to skewed results because some sectors include only a small number of networks and
could be largely or entirely impacted by individual network financing decisions and strategies
(rather than anything intrinsic to those sectors)”17. As explained in the preceding paragraph,
the issues Ofgem identify stillapply to calibration across the Transmission and Gas Distribution
sectors combined as proposed in the DD. Ofgem has also stated “we consider there to be
merits to broadening the pool to include more networks and a greater volume of debt raised.
This could allow us to gain a picture that could be considered more representative of a notional
efficient operator”18, On this basis exclusion of Electricity Distribution from calibration is not
justified.

We also disagree with Ofgem that there are any meaningful impediments to including the
electricity distribution networksin the cost of debt methodology.

Ofgem states “because we do not have forecast totex or associated debt issuance forecasts
for the ED sector, have not considered notional gearing for that sector in detail and have not
been through as detailed a debt cost verification exercise for ED sector costs” 1°. However,
Ofgem has not tested how sensitive a whole industry calibration would be to these
uncertainties. Ofgem already has full data on Distribution Network Operators’ (DNO) debt via
the Regulatory Finance Performance Reporting (RFPR) pack 20, was previously able to assess
the cost of DNO debt more than 8 years into the future under a range of interest rate scenarios
when setting RIIO-ED1 and has two years of data from this process to aid them in calibrating
the RIIO-T2 and RIIO-GD2 cost of debt. The evidence supporting this cost of debt and the
calibration of the trailing average index for RIIO-ED1 was also assessed by the CMA in the
BGT appeal where they stated that they view a broader approach to setting cost of debt as
being consistent with accepted regulatory practice: "We attach more weight to the argument
which recognisesthe challengeswith identifying an effective efficiency testatthe industry level.
It is a common regulatory approach for sector regulators to consider debt costs at an industry
level rather than an individual company level. In this light, GEMA’s approach seems broadly
consistent with accepted regulatory practice" 22,

Ofgem also states “if we were to include ED in this calibration exercise it would likely imply a
debt allowance calibration for the ED sector, which we do not think is appropriate at this stage,
particularly given we are not yet at a stage where we can have regard to the financeability of
the ED notional efficientoperator for RIIO-2"22, Ofgemhas already set the DNO debt calibration
for the first two years (2021/22 and 2022/23) as part of RIIO-ED1, and cost of debt for DNOs
is unlikely to change very quickly in the subsequent couple of years, making the assessment

16 “RI10-2 Draft Determinations — Finance Annex’, Ofgem, 9 July 2020, para 2.47
7 Ibid., para 2.42
18 Ibid., para 2.43
19 “RI10-2 Draft Determinations — Finance Annex’, Ofgem, 9 July 2020, para 2.44
2 See for example “RIIO Regulatory Financial Performance Reporting— Regulatory Instructions and Guidance”,
Ofgem, 2 October 2018
2 “British Gas Trading Limited v The Gas and Electric Markets Authority: Final Determination”, CMA,
September 2015, para 8.38
22 “RI110-2 Draft Determinations — Finance Annex’, Ofgem, 9 July 2020, para 2.45
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of a ‘whole industry’ cost of debt for the purpose of calibrating the RIIO-T2 and GD2 cost of
debt allowances relatively insensitive to the reasonable range of uncertainties in the DNO debt
costs. It seems reasonable to use the broadest possible dataset available to calibrate the RIIO-
T2 and RIIO-GD2 tracker length and this would not prevent Ofgem from reaching a different
conclusion regarding the calibration process during the RIIO-ED2 regulatory process if
circumstances are found to change over the next couple of years.

Comparison to Electricity Distribution and water sectors shows a 12-16 year trombone
is reasonable

Ofgem's proposed trailing average index of 10-14 years is very different from that used for
RIIO-ED1 (where both Ofgem and CMA showed that even this would consistently underfund
DNO costs out to 2023, even though the trailing average indexwould by then be 17 years) and
by Ofwat in PR19. Ofgem’s proposal therefore cannot credibly be seen as representing the
“estimation of the return debt investors expect from an efficiently run company (including both
embedded debt raised prior to the price control period and new debt raised during the price
controlperiod)”23. ltis also insufficientto fund the Gas Transmission sector which has a trailing
average best fit of greater than 20 years.

Ignoring transaction costs in each case, Ofgem’s proposed trailing average for RIIO-2 gives an
allowance for the trailing average cost of debt that in each year will be ¢.0.65% belowthe RIIO-
ED1 trombone where even the ED1-trombone was not expected to cover the actual cost of
debt of the DNOs 24 and ¢.0.35% belowthe PR19 level. Thisis illustrated in Figure 8.

23 “RI10-2 Sector Specific Methodology Decision— Finance”, Ofgem, 24 May 2019, para 2.1; and

“RIIO-ED2 Sector Specific Methodology Consultation: Annex3— Finance”, Ofgem, 30 July 2020, para 2.1

24 See for example Figure 9 "GEMA’s interest rate scenario modelling results” in CMA ‘s Final Determination of
”British Gas Trading Limited v The Gas and Electricity Markets Authority”, September 2015
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Figure 8 Comparison of Allowed Cost of Debt across regulatory price controls?®

FALFF A

In the light of the small number of companies in the proposed calibration, and since Ofgem has
suggested no good reasons why the cost of debt in RIIO-T2 and RIO-GD2 should be so
different to RIIO-ED1 and PR19, the proposed 10 to 14-year trombone cannot be justified. It
therefore needs to be amended to bring it more into line with the cost of debt allowances that
have been set for RIO-ED1 and PR19. We propose a 12 to 16-year trombone instead for
RIO-T2 and RIIO-GD2, and since these trailing averages do not include certain costs
associated with raising debt, a fair estimate of the typical average level of these additional
transaction and other costs should be then added (see below), as recognised by Ofgem 26,

Ofgem’s current proposed approach would constitute an error, as it is unlikely to achieve
Ofgem’s stated aim that “the cost of debt allowance should be a fair and reasonable estimate
of the actual cost of debt likely to be incurred by a notionally geared, efficient company"
because of the small number of companies in the calibration pool, many of which have
particular features that may make them atypical, when other equally good (or better)
comparators, in particular the electricity DNOs, are being ignored. Ofgem’s approach is also

% The lines for the 10-14 year trombone proposed in the RIIO-2 Draft Determinations and fora 12-16 year
trombone are calculated fromthe actual and projected values for the iBoxx utilities indexin the RI10-2 WACC
model published with the Draft Determinations.
The figures thatare plotted forthe RIIO-ED1 trombone are based on theallowance for 2020/21 taken from
Ofgem’s RIIO-1 cost of debt model, uplifted froman RPI to CPI basis using Ofgem’s value 0f 0.8127% from the
RIIO-2 DD, and thenrolled forward using the projected values ofthe non-financials indices in the RIIO-2
WACCmodel published with the Draft Determinations.
The PR19 cost of debt allowance was based onan assumed 20:80 ratio of new:embedded debton average across
the 5 years, which would be consistentwith an assumption that the proportionof newdebtat the end of PR19
would be ¢.40% (see “PR19 final determinations: Allowed return on capital appendix’, December 2019, section
6.1.3). Ratherthan plotting the fixed cost of debtforthe 5years of PR19 consistent with a constant 20:80ratio,
in orderto facilitate comparison to the other lines in the chart we have shown theequivalentcost of debt in each
year of PR19, excluding issuance and liquidity costs, if the fraction of newdebthad increased linearly from0%
to 40% during the Syears.
% “RI10-2 Draft Determinations — Finance Annex’, Ofgem, 9 July 2020, page 13
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statistically less rigorous because it includes a smaller number of companies in the calibration,
and therefore the error band is higher for the financing cost of the notional efficient company.

Deflating the nominal iBoxx
Ofgem are consulting on two options for deflating the nominal iBoxx:

e option (i), which was to continue using RPI breakeven rates and then to adjust for an
assumed RPI/CPI wedge; and
e option (ii), deflating the nominal indexin one step, using a single measure of inflation

We agree with respondentsto Ofgem’s Sector Specific Methodology consultation (SSMC) that
the break-evenrate is unsuitable asitis likely to include inflation risk premium, potentially offset
by liquidity premium. Both are difficult to estimate and would create uncertainty for both
networks and consumers over the funding of nominal debt costs. It also creates an additional
step as an estimate of the RPI-CPI(H) wedge is then required to adjust to a real CPI(H)
allowance, creating additional complexity.

We therefore support Ofgem’s option (ii) to deflating the nominal index in one step, using a
single measure of inflation, the OBR forecast. However, we note that these are estimates of
CPI rather than CPI(H). Deflating a nominal rate bond indexwith one measure of inflation and
indexing RAV with another could lead to a network under-recovering the cost of its nominal
rate debt even ifitissued debt exactly in line with the bond index.

Additional borrowing costs

The iBoxx trackersthat Ofgemusesin RIIO-1 and proposesto use in RIIO-2 to fund companies
for the costs of debt funding do not capture the full costs that companies incur when raising
debt finance. The 17bps allowance for additional borrowing costs in Ofgem’s cost of debt
allowance, relating to transaction costs, liquidity costs and the cost of carry is incomplete, and
does not provide recovery for at least 20bps of costs related to:

e the 15bpsincremental costs of issuing inflation linked debt, which are not captured by
the nominal rate iBoxx index;
the new issue premium, which incentivises participation in newbond issues; and
e an increased allowance for the cost of carry as the lower end of Ofgem’s estimate is
unrealistic.
When an appropriate allowance of more than 20bps for these extra costs is added to the DD
proposal of 17bps, the required allowance for additional borrowing costs is at least 40bps.

Ofgem has ignored the incremental costs of issuing inflation linked debt vs nominal
rate debt, which are not captured by the nominal iBoxx tracker mechanism

The notional company assumption is that 30% of net debtis funded through inflation linked
debt. Thisreduces network companies’ economic exposure to changes in inflation and reduces
the volatility in credit rating ratios enhancing the financial resilience of network companies,
particularly in periods of economic stress when inflation rates can diverge materially from the
longrunaverage. It is therefore common practice for network companies to hold inflation linked
debt at levels that on average would be broadly consistent with Ofgem’s notional company
assumption of 30%. However, inflation linked debt often trades at a higher spread than similar
nominal rate debt. Ofgem should therefore ensure network companies are properly
remunerated for the additional cost to issue inflation linked debt.

The iBoxx tracker mechanisms do not capture these costs as they incorporate only nominal
rate debt. Ofgemneedsto consider an appropriate way of calibrating the efficient cost of raising
inflation linked debt within their assessment of additional borrowing costs. To date Ofgem has
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provided noindication of howthey have considered thisissue or why they have failed to provide
for these costs in their DD.

NERA ?7 find inflation linked debt costs of 15bps through comparison of two Orsted bonds
issued simultaneously; one a 14 year nominal and the other 15 year CPI linked bond at
UKT+128bps and ILG+238bps, respectively. The 110bps difference reflects two elements, the
RPI-CPI wedge (as CPI bonds are quoted versus indexlinked Gilts which are indexed to RPI)
and a further premium for the bond being linked to CPI versus a nominal bond, the ‘CPI
structure premium’. NERA conclude that the inflation premium has traded between 30bps and
100bps (due to changes in the RPI-CPI wedge) and support an estimate of 50bps for the
inflation premium, which is consistent with additional inflation costs of 15bps, assuming 30%
inflation linked debt, in line with the notional company.

This evidence is consistent with uncollateralised swap prices, which include credit risk, making
them relevant comparator to bond prices. Indicative pricing for uncollateralised nominal to CPI
swaps obtained fromtwo banks is in the 40 to 45bps range for 15 years and in the 50 to 55
bps-55bps range for 20 years. This is again consistent with additional inflation costs of 15bps
when considered for 30% of the debt portfolio.

The iBoxx tracker does not capture the new issue premium

It is generally accepted that bond issuers pay an additional spread to incentivise participation
in new bond sales. However, this cost is not captured by the iBoxx tracker as the premium is
short-lived (potentially only for a matter of days). As the iBoxx measures trading yields at the
end of each month, only bonds that are issued at the month end would be captured by the
index, and only then for the first time on which they enter the index. It is therefore necessary
for Ofgemto allow for this cost when calibrating the additional borrowing costs.

Cost of carry

Ofgem’s midpoint of 6bps within the range of 1.5-11bps understates the cost of carry for NG.
Our Treasury function is managed at the group level, with sterling balances principally related
to our UK regulated business and dollar balances attributable to our US operations. Our
average sterling cash balance for the last 6 months of 2019/20 was £0.5bn on sterling net debt
of £12bn, and average nominal iBoxx of 3.2% and return on cash deposits of 0.7%, over the
same period. This implies a cost of carry of 10bps.

FQ2 Do you agree with our proposal to usethe iBoxx GBP Utilities 10yr+index
ratherthan a combination of iBoxx GBP Aand BBB 10yr + non-financialindices?

We do not agree with Ofgem’s proposal to move to the iBoxx GBP Utilities 10yr+ index as it
does not target a specified rating. By contrast, the iBoxx GBP A and BBB 10yr+ non-financial
indices have a fixed rating, which ensures that networks will be funded in line with the notional
company credit rating throughout RIIO-2 (i.e. the average of the A and BBB indices).

The iBoxx GBP A and BBB 10yr+ non-financial indices were used during RIIO-1 and have
ensured that networks’ cost of debt allowances have corresponded to a constant credit rating,
even when network ratings, on average, have declined.

However, the iBoxx Utilities index proposed by Ofgem does not target a specific rating, so the
rating will change over time. In fact, since 2010 its rating has declined from A-rated to a BBB+
rating today. If this trend continues consumers will be funding networks for a credit rating that
is lower than the rating of the notional company, increasing costs to consumers. Conversely,

27 ”Review of Ofgem’s DD additional costs of borrowing, and deflatingnominal iBoxx’, NERA prepared forthe
Energy Networks Association, August 2020, section2
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NERA find that if the rating were to return to pre-global financial crises levels then networks
would be underfunded by 15bps on average over RIIO-2.

In addition, the Utilities index is heavily influenced by the activities of Ofgem and Ofwat (and
government) around 50% of the index is comprised of debt issued by companies (or their
holding companies) whose revenues are determined by these regulators. This would leave the
future cost of debt subject to the actions of two regulators and the financing decisions of a
relatively small number of companiesin the UK utilities sector. Ofwat rejected the Utilities index
for this very reason “We rejected the use of the alternative iBoxx GBP Utilities index on the
basis that the share of UK water bonds in this index is high (26%, against 11% in our
benchmark index). This would dilute one of the main advantages of using a benchmark index
approach (i.e. the additional challenge provided by external comparators)” 28,

We also note that Ofgem’s preference in DD for moving to the more narrowly-based Utilities
index (where UK water networks and UK energy networks make up just under 25% of the
borrowings, respectively) rather than the more broadly-based indices suggests that Ofgem
sees water company borrowings as comparable to energy network borrowings.

FQ3 Do you agree with our proposal that the RAV growth profile of SHET continues
to be materially different to other networks and therefore warrants continuation of a
bespoke RAV weighted allowance calculation?

Whilst this is primarily a matter for SHET, its stakeholders and Ofgem, we do recognise that if
SHET has had a materially different RAV growth profile from that of other network companies
this will affect when its existing borrowings were raised, so a different trailing average index
mechanism might be appropriate.

FQ4 Do you have any views on the model to implement equity indexation, as
published alongside this document, (the “WACC allowance model.xIsx”) or on the
annual update process?

The principles and intended mechanisms for the financial framework need to be established
and founded on solid grounds, before the mechanism can be implemented through a suitably
constructed spreadsheet.

We therefore do not comment directly on the detail of the WACC allowance model
spreadsheet at this stage but instead focus on the framework issues which inform the
calculations; namely cost of debt indexation and risk-free rate (RFR) indexation.

Cost of debt indexation

Our more general comments on cost of debt indexation and how this should be specified are
included in our response to questions FQ1to FQ3 above.

RFR indexation

We can see merit in the indexation of the RFR, but the methodology needs to be consistent
with a wider robust process for setting cost of equity. In principle, we support use of a cost
of equity tracker which is based on updating the value of RFR each year providing it is
transparent, easily replicated, and capable of forming part of the annual iteration process.

8 “pR19 Draft Determinations, Costof capital technical appendix’, Ofwat, July 2019
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The key requirement is that the basis of any update must be consistent with the approach
taken in setting the opening allowed return for RIIO-2. The indexation methodology should
not drive the framework used to set the opening cost of equity for the price control. Rather,
the best estimate of RFR for the start of the price control should first be established based on
the available evidence, and indexation should then be used to update this value each year to
reflect changes in rates year-on-year.

In our response to question FQ9, we highlight new evidence, that has come to light during
the past few months, that shows that unadjusted spot yields on government bonds (whether
nominal or index-linked) cannot always be used as a proxy for the risk-free rate in the CAPM
framework. To be used as a proxy for the RFR parameter that can be usedin the CAPM, the
spot yields on index linked gilts (ILGs) need to be adjusted for the following unique features
of ILGs:

e a convenience (‘money-like’) premium attached to ILGs that pushes down government
yields relative to the risk-free rate; and
e the gap between the corporate and sovereign risk-free financing rates

Arecentreportby Oxera 2° hasreviewed the evidence and shows that an upwards adjustment
of ¢.0.75% is needed to account for these features. (This is also discussed in our response
to question FQ9 below.) Compared to the average projected RFR based directly on index-
linked gilt yields in the DD of -1.48%, Oxera estimated a corresponding average across the
years of RIIO-2 when taking account of these features that was -0.79% 0. The difference
between these two values shows the scale of the error that would be introduced by basing
the RFR parameter used in the CAPM on the yields on government borrowings directly
without taking account of the unique features of sovereign bonds.

In the light of this additional new evidence and the extra factor that needs to be built into the
estimation of the RFR as a result, Ofgem may nowfind it simpler to set a constant RFR for the
duration of RIIO-2. Such a fixed RFR would obviously need also to take account of anticipated
changesinspotratesduring the years covered by RIIO-2, based on the current forward curves.

Alternatively, Ofgem may still wish to retain indexation of the RFR to take account of changing
yields each year, even once these additional considerations have been factored into the RFR
estimate. This could be done either by updating the estimate based on Oxera’s approach each
year, taking account, for example of changes in AAA corporate debt yields, or more simply by
adjusting the RFR set at the start of the price control by the changes in ILG yields (or nominal
gilt yields and any change inthe OBR’s long-term CPI forecast) duringthe year. Thus, if Ofgem
still wish to retain their proposed annual indexation of the RFR, basing this on changes in gilt
rates each year and so updating the RFR each year through RIIO-2, this could still be
implemented, provided c.0.75% is added to the rate that was calculated each year (from
deflated nominal gilts or index-linked gilts) to reflect the unique features of government bonds.

Turning to other aspects of the proposed calculation, we have reservationsover the derivation
of the CPIH real RFR by application of an expected RPI-CPIH wedge to RPI-linked gilts,
rather than from deflating nominal gilts by an appropriate estimate of future CPIH (in either
case then adding the c.0.75% adjustment as explained above). Basing RFR on the RPI-
stripped gilt data has the drawback that it would perpetuate use of an RPI index in a CPIH-
based price control.

Furthermore, basing the value of RFR on ILGs would require the addition of an estimate or
forecast of the RPI-CPI wedge in calculating the implied rates. There is already a degree of
uncertainty over this value in any particular future period, and we note for example that
Ofgem’s proposed value of 0.8127% in the DD is lower value than most estimates in recent
years (1.4% in RIO-ED1, 1% in many recent forecasts (including in the May 2019 Sector

2 “The costofequity for RIIO-2 Q3 2020 Update”, Oxera prepared for the Energy Networks Association,
September 2020, section 2.1, and the "adjustment’ in Table 2.5
* Ibid, see page 14, where this is the *6-month’ figure, which starts fromapproximately the same ILG yield as
Ofgem’s Draft Determinations figure for RFR.
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Specific Methodology Decision (SSMD)), or 0.9% in the latest long-term OBR forecast. This
uncertainty over the size of this wedge may increase in the future, and it may depend on the
outcome of the recent HMT/UKSA consultation. There are therefore good reasons why the
RFR on a real basis relative to CPIH should be derived and updated from nominal gilt rates,
adjusted first for an appropriate estimate of CPIH, and then the unique features of government
bonds, rather than the alternative (of starting form ILG yields, adding the RPI-CPIH wedge,
and then adding the adjustment for the unique features of government bonds).

In any case, the 0.8127% estimate of RPI-CPlin the DD is based on a short-term view and so
is not suited to use when uprating real or implied real long-term gilt yields from RPI to CPI
when setting or updating RFR: Ofgem’s value of 0.8127% for the RPI-CPIwedge, used in the
‘WACC model” spreadsheetin the calculation of RFR, isinappropriateasitis a short-termview
taken from a single forecast at a single point in time, and lower than the value of the wedge in
5 years’time in previous forecasts fromthe OBR. Instead, a longer-termand more stable view
of the forward-looking RPI-CPlwedge should be used.

In the DD, Ofgem state an intention to preserve flexibility for themselves in relation to the
approach using throughout RIIO-2 to update the RFR. Whilst we recognise that this flexibility
might be needed if the RFR is based on ILGs, e.g. to account for the outcome of the recent
HMT/UKSA consultation, it creates unnecessary and asymmetric risks for networks. This
complication is avoided if the RFR is set and updated using nominal gilt rates as the starting
point instead of ILGs.

In relation to other details of the proposed approach, we don’'t agree with use of average values
across the month of October only when updating the RFR, as this introduces unnecessary
additional volatility. Whilst it may capture the most recent market evidence it ignores interest
rate variations over the year which we consider to be more reflective of investor expectations
for a full year’s investment. We therefore supporta 12-month averaging period as it provides
more stable estimates of the RFR which minimise the impact of circumstances which may be
particular to that month. It also ensures consistency with approaches already adopted in the
regulatory framework more widely for both cost of debt and inflation.

We do, though, agree that where gilt rates are used, it is preferable to use the 20-year gilt rate
rather than the 10-year gilt rate, and note that these 20-year rates are likely to be more stable.

Finally, we note that our proposed approach, like that of Ofgemin the DD, relies on an implicit
assumption that CPIl and CPIH will, on average be equal. This creates further risk and
uncertainty, as CPl and CPIH are not generally equal, and differentials can persist for many
months or years. Thisissue also affects several other elements of the proposed price control,
not just the RFR parameter. Ofgemare in substance proposing a CPI linked price control in
many respects (the elements of the WACC), but a CPIH-linked control in others (e.g. RAV
indexation), where this mismatch obviously creates risk. In our response to question FQ21,
we suggest that it would therefore be better, simpler and more transparent to use CPI
throughout, i.e. to set and index price controls to CPIrather than CPIH until such time as there
are reliable CPIH forecasts, and CPIH-referenced financial instruments have become well-
established in the market.
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Allowed equity return questions

Throughoutthe development of the RIIO-2 framework, the estimation of cost of equity and the
parameters from which it is calculated have been topics of extensive debate. Ofgem’s
proposed approach in the DD consists of three steps:

e Step 1 is to estimate the cost of equity using the Capital Asset Pricing Model (CAPM)
evidence;

e Step 2 involves cross-checking the CAPM-implied cost of equity foundin Step 1; and

e Step 3 is to apply a distinction between the returns that investors expect (ER, which is
the result from steps 1 and 2) and the baseline allowed return (AR) on equity, by
subtracting a ‘wedge’ fromthe ER to give the AR.

Under this approach, it is clearly paramount first to establish a suitable starting point under
Step 1, as Step 2 involves cross-checks of the Step 1 estimate (rather than being a primary
method for estimating the cost of equity), and Step 3 applies an adjustment to the value that is
set by Step 1 (possibly as slightly modified by Step 2). It is therefore surprising that whilst the
DD includes a number of questions both in relation to Step 2 (FQ7 and FQ8) and Step 3 (FQ9,
FQ10 and FQ11), there are no questions in relation to the Step 1 calculations, other than in
relation to one narrowissue (FQ5 and FQG6, concerning the relative risk between sectors) that
affects just one parameter (beta) in the CAPM methodology.

We have therefore included recent evidence and updated comments on the other elements of
the Step 1 calculation in our responses to FQ9 below, including:

e wider issues relating to beta estimation

e how values for Total Market Return (TMR) should be estimated, including items
submitted to the Competition and Markets Authority (CMA) as part of PR19 water
appeals;

¢ issueswith the estimation of the Risk-Free Rate (RfR) that should be used in the CAPM
estimation approach for cost of equity; and

e Dbest estimates of the values for TMR and RfR that should be used.

We also refer back to our previous submissions (both our May 2018 and March 2019
consultation responses in relation to RIIO-2) and business plans, and the related supporting
evidence from consultants.

Beta questions

Whilst Ofgem has asked questions about relative risk, it is not seemingly consulting on how
equity beta should be estimated. This is concerning as there are critical elements thatwe and
others (including economic consultants NERA, Oxera and Frontier) have previously
commented on which have not been addressed by Ofgem and urgently need to be considered
before FD. These issues, along with Ofgem’s views on relative risk contribute to Ofgem
understating its beta estimates, arriving at a range that is too low and does not reflect the risks
borne by transmission networks. These issues include:

e the narrow scope and constituency of UK beta comparators, which represents a
departure fromregulatory precedent and ignores highly relevant evidence on energy
network asset betas;
the selective use of GARCH methods in measuring beta;
the dismissal of beta evidence from ‘decomposition’ of non-pure play GB energy
networks including National Grid; and

¢ the selective use of European beta comparators

Ofgemhas now published additional consultants’ reports (from CEPAand Robertson) on these
issues alongside the DD. As beta estimation methodology and the suitable equity beta values
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for use in RIIO-2 are not explicitly being consulted on as part of the DD consultation process,
we haveincludedrecentevidence and our updated comments on howthe beta valuesfor RIIO-
2 should be estimated and the best estimates of beta that should be used for RIIO-2 in our
response to FQ5 below.

In this response, we present evidence to showthat Ofgem’s beta estimate in the DD is too low
and does not reflect the risks faced by energy networks. For the purposes of comparability, we
first use and focus on asset betas calculated using a debt beta of 0.125. This is consistent with
the value in Ofgem’s DD when presenting asset betas. However, this is simply for the purposes
of consistency and does not mean that we agree with the 0.125 debt beta figure. In FQ9 and
appendix 3 we present a summary of the evidence we have either already submitted through
our business plan submission or as part of the Energy Network Association’s (ENA’s) evidence
to the CMA as part of the PR19 appeals, or is contained in Oxera’s latest cost of equity update
report. This supports a debt beta range of 0 to 0.1 and a point estimate of 0.05.

Throughoutour responses to FQ5 and FQ6 we make reference to Oxera’s reportfor the ENA 3!
and Frontier’s report for NG 32, which both support our view that Ofgem'’s asset beta range is
too low. The extract from Frontier’s conclusion below summarises their findings:

“At each stage Ofgem has taken unjustified choices as to what evidence it will and won't
consider. Across a wide range of topics, the effect of each of these choices is clear. W hether
by design or by coincidence, we consider that all of the evidence that Ofgem has disregarded
consistently indicates that the upper end of Ofgem’s range has been settoo low. As a direct
consequence of this, Ofgem’s selected point estimate for beta will also have been set too low.

While our review has found that a subset of the available evidence supports the lower end of
Ofgem’s range, much of that evidence comes from peers that it is reasonable to assume hawe
a lower risk profile than GB energy networks.

In addition to this narrow subset of evidence, we have found a raft of further evidence, which
has been entirely ignored by Ofgem, that strongly indicates that the upper end of Ofgem’s beta
range isfartoolow. NG’s own beta— in particular over the last 5-6 years —is wholly inconsistent
with the top of Ofgem’s range, commonly sitting far above 0.39. The decomposition analysis
also contains a wealth of evidence to suggest that the underlying GB energy network beta is
likely to sit above Ofgem’s upper bound. And a broader set of European evidence — while
lending some supportto the location of Ofgem’s lower bound — strongly suggests that the upper
bound has been set too low.

This substantial body of evidence cannot be ignored, in particular as Ofgemapparently intends
to select a central value from its range. All of the evidence that the upper bound may be set
too low supports an even stronger case that Ofgem’s proposed point estimate has been set far
too low.” 33,

FQ5 Inlight of RIIO-2 Draft Determinations and Ofwat’s final determinations for PR19,
do you believe that energy networks will hold similar systematic risk during RIIO-2 to
water networks during PR19?

We fundamentally disagree with Ofgem’s view that energy networks will hold similar
systematic risk during RIIO-2 to water networks during PR19. Ofgem’s conclusion dismisses
a wealth of evidence that points to the contrary and is based on one very narrow source of
qualitative evidence. We set out in detail the issues Ofgem need to address in their final
determinations, in particular:

31 “The costofequity for RIIO-2 Q3 2020 Update”, Oxera prepared for the Energy Networks Association,
September 2020

%2 “Estimating beta for RIIO-2", Frontier Economics, September 2020

% bid, see page 18
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e Ofgemiswrong todismiss direct market evidence fromasset beta estimates (and their
decomposition and re-composition), which provides robust, quantitative evidence of
the higher systematic risk of energy networks relative to water networks.

e analysis by both Frontier34 and Oxera 3> supports a higher asset betarange, reflecting
a broaderrange of evidence, including NG plc asset betas, which should be considered
a lower bound for energy network asset betas, and the decomposition and re-
composition of UK energy network asset betas for NG and SSE. The analyses also
showthat Ofgem’s DD betafigures were based on the selective use of EU comparators
and of GARCH methods of measuring data.

e instead, Ofgem relies on CEPA’'s much weaker qualitative evidence ahead of the
guantitative evidence. CEPA’s work is far from conclusive and does not put appropriate
weight on a key risk differentiator, complexity of capex.

e Ofgem’s view is a departure fromregulatory precedent. Ofgem has found energy risk
to be higherthanwater as recently as RIIO-1 and there are clear indications that energy
risk is increasing in RIIO-2 (see our response to FQ6).

e a wide range of consultant studies %6 and investor commentary 37 also support higher
risk in energy networks compared to water networks.

With respect to the wider question of estimating the asset beta, to which Ofgem have not
provided a consultation question, there is clear evidence that Ofgem’s range is too low. Figure
9 below summarises Ofgem and CEPA’s evidence (in grey) and Frontier’s evidence (in blue).
This clearly shows that much of the market evidence in Ofgem’s DD supports a higher asset
betarange, with the lower EU peer set, as defined by CEPA, resulting froma high-level analysis
that does not properly assess the relative risk of the different EU regimes or provide the best
justified criteria for including/excluding potential comparators.

3 “Estimating beta for RIIO-2", Frontier Economics, September 2020

% “The costofequity for RIIO-2 Q3 2020 Update", Oxera prepared for the Energy Networks Association,
September 2020

% For example, “The cost ofequity for RIIO-2 Q3 2020 Update”, Oxera, prepared for Energy Networks
Assaciation, September 2020, Section 3and “Estimating beta for RIIO-2”, Frontier Economics, September 2020,
Section 4.2

%" Recent examples include: Barclays report from13 August “...We believe power and gas networks have a
higherstructuralbeta thanwater...”” and Berstein’s report from3 August.”..the nature of projects, particularly
in transmission, involves significantly higher risk than the water sector and thereis considerable uncertainty in
the transitionto netzero.”
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Figure 9 Summary of Ofgem, CEPA, Oxera and Frontier’s asset betaevidence 38
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Ofgem must consider a much wider set of evidence and markedly expand its scope
when assessing the systematic risk of energy networks during RIIO-2

Ofgem has ignored much of the evidence that is available to them in making their assessment
on the risk of UK energy networks. Their reasons for doing this do not stand up to scrutiny and
have the effect of achieving an historically low cost of equity 4! in the mistaken believe that this
will make room for net zero investment on the consumer bill. This risks exacerbating an already
downward skewed outcome that will jeopardise the very outcome Ofgem are keen to facilitate
— the UK’s ability to rise to the key challenge of our time, meeting the UK net zero climate
change commitment. Failure to assess awide range of evidence means Ofgemare falling short
of fulfilling their statutory duties to have regard to regulatory best practice.

In order to make a complete assessment of regulatory risk, Ofgem should cast its net as wide
as possible. We set out below quantitative analysis that takes this broader assessment
approach and shows energy networks are higher risk than water networks. We then expand in
more detail onthe errors Ofgemhave made in their methodology for assessing risk and include
analysis performed by Frontier that shows Ofgem have consistently dismissed evidence that
points to their asset beta range being too low “...it [Ofgem] has rejected key and highly
informative evidence for no good reason. As aresult, in so far as it is possible to tell given the

® EU peer data taken from, respectively:

Frontier; “Estimating beta for RIIO-2" Frontier Economics, September 2020, Figure 42

Oxera: “The cost ofequity for RIIO-2 Q3 2020 Update" Oxera, prepared for Energy Networks Association,
September 2020, Table 3.3

CEPA Sample: “Estimating beta for RIIO-2" Frontier Economics, September 2020, Figure 42

¥ “Estimating beta for RIIO-2" Frontier Economics, September 2020, Figure 13

40 “RI10-2: Beta estimation issues”, CEPA, 9 July 2020, Figure 4.1

! https://www.ofgem.gov.uk/publications-and-updates/ofgem-proposes-25-billion-transform-great-britain-s-

energy-networks
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lack of clarity over what Ofgem has depended on in making its decision, this has led Ofgem to
make an assessment of beta that is biased downwards” 42.

We provide a summary of the qualitative factors that showwhy energy is higher risk than water.
Although this question seeks views on systematic risk, it should be recognised that very few
risks are wholly systematic or idiosyncratic, and so a comprehensive consideration of this
question (and also FQ6 below) would require a consideration of almost the full spectrum of
risks faced by networks. CEPA’s work identifies that there are higher dynamic risks in the
energy sector compared to water. It is first unclear to us how CEPA can determine these risks
are only dynamic in nature rather than having any systematic elements and secondly, even if
the risks were dynamic in nature, how Ofgem are managing and rewarding investors for taking
those risks within the framework.

Our analysis shows that Ofgem and CEPA'’s analysis fails to adequately take into account the
risks arising from the greater complexity of capex in transmission and the uncertainty in
requirements for gas and electric networks to invest in net zero infrastructure. Ofgem’s
consultants have also not properly reflected the increased risk resultingfromthe much-reduced
predictability and consistency in the regulatory framework due to Ofgem'’s apparent readiness
in RIO-2 to make changes that couldn't have been anticipated and that break with past
precedent even where underlying evidence hasn't changed.

Ofgem’s Draft Determinations represent a narrow and biased interpretation of the
evidence that fails to follow best regulatory practice

The framework is weighted to the downside across many aspects which means that it is
particularly critical thatrisk and asset beta are assessed in the round. Examplesinclude Ofgem:

e proposing to break from regulatory precedent from the well-established convention of
aiming up in their estimate of cost of equity, which has been shown to be “an optimal
regulatory response to the uncertainty inherentin estimating the cost of equity” 43;

e introducing a new and unproven 25bps deduction within the allowed return for
anticipated outperformance;

e introducing lowincentive ranges thatare skewed to the downside; and

e imposing an unjustified and disproportionate net BPI penalty on average across the
networks.

Given the above and the significant challenge of responding to the UK’s net zero ambition now
is not the time to move away so markedly from good regulatory practice when assessing
evidence on risk and beta. Ofgem’s arguments for ignoring highly relevant evidence are weak,
and do not stand up to scrutiny:

o Ofgem has used CEPA'’s qualitative analysis of relative risk of water vs energy as
justification for ignoring beta evidence from NG and SSE, the two listed groups with
energy network exposure. However, a qualitative analysis is inevitably subjective,
dependent on the relative weights applied to individual arguments. There is no good
reason why a qualitative analysis should be relied upon in preference to direct market
evidence that contradicts the conclusion of CEPA'’s qualitative assessment.

¢ Ofgem has also ignhored decompaosition evidence prepared by Frontier and CEPA in
relationto NG and SSE’s beta on the basis that the data is noisy. However, all beta
evidence is noisy and the purpose of looking at the broadest possible evidence base is
to ensure balanced conclusions can be drawn. Furthermore, there are clear trends and
conclusions that can be drawn from a careful review of the evidence that Ofgem has
too readily dismissed.

“2 “Estimating beta for RI1O-2”, Frontier Economics, September 2020, page 13
4 “Furtheranalysis of Ofgem’s proposal to adjustbaselineallowed returns”, Frontier Economics, prepared for
Energy Networks Association, September 2020
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Ofgem’s current approach which appears to focus primarily on just United Utilities (UU) and
Severn Trent (SVT) 44 as comparators to estimate the beta range is not supportable and is a
significant and unjustified departure from regulatory precedent. A balanced and complete
review of Ofgem’s own evidence allows markedly different conclusions to be drawn from those
that Ofgemreach in their DD.

Table 14 of Ofgem’s Finance Annex presents beta evidence over a range of estimation
windows (2, 5 and 10 years) and averaging periods (spot, 2, 5 and 10 years) using both the
market value of debt and book value of debt for SSE, NG, Pennon (PNN), SVT and UU. Given
National Grid’s asset beta reflects the risk of a group that comprises 91% regulated energy
networks (albeit spread across the UK and US) it would seem the most relevant set of beta
estimates when trying to establish an asset beta for UK energy networks, relative to SSE, the
only other UK listed group with UK energy network exposure, which has a much larger non-
regulated portfolio.

As Table 2 below summarises, in each instance within Ofgem’s Table 14, NG plc’s asset beta
is greater than that of PNN, SVT and UU. This represents clear and highly relevant evidence
that systematic risk is higher in energy networks than water networks that should not be
dismissed in favour of CEPA’s subjective and judgmental qualitative analysis.

Table 2 Analysis of Ofgem’s asset betaas presented in Table 14 of the DD Finance
Annex

Variance to NG’s Asset betas (non MV of debt)

NG less

NG less avg NG less avg of NG less
Estimation Averaging of NG less ST / UU water + avg ST/
window period water + NG water average NG uu

23.2%  25.8%

2 year 2 year 0.03 0.04 0.06 8.8% 12.1% 17.6%
2 year 5year 0.02 0.02 0.04 4.3% 5.9% 10.5%
2 year 10 year 0.01 0.02 0.03 3.5% 4.7% 8.8%
5year Spot 0.04 0.05 0.07 10.1% 13.9% 18.8%
5 year 2 year 0.02 0.02 0.04 3.7% 5.0% 9.1%
5 year 5 year 0.01 0.01 0.03 2.6% 3.4% 6.7%
5 year 10 year 0.01 0.01 0.02 2.1% 2.8% 5.7%
10 year Spot 0.03 0.03 0.05 7.0% 9.6% 13.4%
10 year 2 year 0.01 0.01 0.02 1.4% 1.9% 4.3%
10 year 5 year 0.01 0.02 0.03 3.5% 4.7% 7.2%

5.8% 7.9% 11.6%

47 RI10-2 Draft Determinations — Finance Annex’, Ofgem, 9 July 2020, paras 3.49 and 3.50
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Variance to NG’s Asset betas (MV of debt)

NG less
NG less avg NG less avg NG less

Estimation Averaging of NG less ST / UU water + NG less avg
window period water + NG water average NG water ST/UU
2 year Spot 17.8% 253% 31.0%
2 year 2 year 0.04 0.05 9.9% 13.6%  21.9%
2 year 5year 0.01 0.02 0.04 3.2% 4.3% 11.1%
2 year 10 year 0.01 0.01 0.03 2.1% 2.9% 9.1%
5year Spot 0.03 0.04 0.06 8.3% 11.4%  18.2%
5year 2 year 0.01 0.01 0.04 2.6% 3.4% 9.6%
5year 5 year 0.00 0.00 0.02 0.0% 0.0% 5.6%
5year 10 year 0.01 0.01 0.03 2.1% 2.8% 7.2%
10 year Spot 0.02 0.03 0.05 6.5% 8.8% 15.6%
10 year 2 year 0.01 0.01 0.03 2.2% 2.9% 9.4%
10 year 5 year 0.01 0.02 0.03 3.5% 4.7% 8.8%

5.3% 7.3% 13.4%

Frontier’s report® for National Grid also finds that “Even absent any adjustment, NG’s group
beta has generally been higher than SVT and UU betas throughout much of the last 10
years..."”. It also comments on Ofgem’s Table 14, noting “We are surprised that Ofgem has not
commented on this empirical information on the relative risk across energy and water networks,
preferring it appears to rely primarily on CEPA’'s more subjective assessment of relative risk”.

Similarly, Oxera’s report for the ENA 46 states “National Grid’'s asset beta remains above the
water companies for all frequencies and time periods”.

The evidence from multiple sources is therefore highly consistent, including from Ofgem’s own
DD (Figure 11), in showing that the best UK proxy for pure play energy networks (the NG
group) has a higher asset betathan all three listed water networks over multiple time horizons
and averaging periods. This represents direct market evidence that energy is higher risk than
water, meaning Ofgem needs to change course and reflect this evidence in their assessment
of relative risk.

5 “Estimating beta for RI10-2”, Frontier Economics, September 2020, Section 4.2
% “The costofequity for RIIO-2 Q3 2020 Update, Oxera prepared for Energy Networks Association, September
2020, page 43
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Figure 10 Assetbetadata from Ofgem’s DD
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Finally, we note that Ofgem’s proposed asset beta range has only limited support from their
own economic consultant, CEPA, as highlighted by Oxera in the reportforthe ENA 47: “...Ofgem
claims that CEPA’s work supports an assetbetain therange of0.34 to 0.39. However, CEPA’s
report is much more cautious. It notes that ‘We have not been asked to produce an overall
asset beta range and so we do not provide one. We have, however, considered whether the
balance of relevant evidence that we consider within the scope of this report is consistent with
Ofgem’s estimates of the asset beta range.” One concludes that the limited evidence
considered could support a wide range of asset betas, not only that proposed by Ofgem”.

Ofgem has incorrectly put no weight on beta decomposition and re-composition
evidence

NG plc’s beta will be impacted by all the elements of its operations, of which 91% constitute
regulated energy networks, split roughly evenly between our UK and US jurisdictions. This
makes the resulting beta a good comparator for energy networks in the UK. In addition, we can
disaggregate NG plc’'s asset beta into a GB, US and much smaller non-regulated component.
Using betas for US peers which are far lower than UK counterparts (as agreed by Ofgem in
the DD 48) shows that under any reasonable configuration of assumptions the estimate for NG’s
GB asset beta would be higher than that of NG plc. A similar approach can also be taken for
the SSE group beta. Both analyses showthat a pure play GB network beta is higher than that
of NG’s group beta.

Previous evidence we have submitted to Ofgem 4%, showed that the direct decomposition of NG
and SSE’s group beta into its constituent parts offers evidence that the low end of Ofgem’s
range is not valid for GB regulated energy networks and thatthe high end of the range should
be increased. Ofgem’s main reason for disregarding the direct evidence that can be obtained
through this approach is that CEPA say “it is challenging to draw robust conclusions from the
decomposition analysis of SSE and NG's group beta as submitted by the energy networks’
advisors, particularly given the volatility in the results over time and between companies” 30

4" “The costofequity for RIIO-2 Q3 2020 Update”, Oxera prepared for Energy Networks Association,
September 2020, page 49

8 “R110-2 Draft Determinations — Finance Annex’, Ofgem, 9 July 2020, page 190: “We note the range ofasset
beta estimates using the 5yr specification in Frontier’s analysis. US regulated companies range from0.19to
0.55."

# “Review of Indepenreport recommendations on betaestimation”, NERA prepared for National Grid, 13 March
2019; and “Beta Decomposition”, Frontier prepared for National Grid and SSE, 9 January 2020

%0 “RI10-2 Draft Determinations - Finance Annex”, Ofgem, 9 July 2020, para 3.50
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This suggests CEPA view the results as “too noisy” to interpret, yet the fundamentals of beta
estimation are that there is always noise involved so to discard evidence on this basis is a
hasty approach. A much better approach is to review all relevant information including beta
estimates over different time periods for a range of relevantlisted companies and use this data
to make a judgementin the round.

When CEPA's results are reviewed they show that decomposition of National Grid’s beta
supports an asset beta for the UK networks of between 0.4 and 0.6 throughout the majority of
the period since mid-2014 51 (there being just two brief periods when the asset beta sits
respectively below and then above this range). Similarly, the decomposition of SSE’s beta
supports a GB energy network asset beta above 0.4 for almost all of this period (the exception
being for a period of a few months in 2018 and 2019 — see CEPA Figure 4.3). This period
broadly coincides with the RIIO-1 period and is after the impacts of the global financial crisis,
thatcanbe seeninbetavalues priorto 2012. In addition, the decomposition results for National
Grid’'s UK networks have been consistently higher thanthose ofthe UK water companies since
2014 (see CEPAFigure 4.11).

Frontier have also performed a disaggregation analysis on NG’s and SSE’s asset beta, with
results that show GB asset beta values above those of NG’s group asset beta values,
consistent with CEPAs results. For example, for 2 and 5-year betas and averaging windows of
2 and 5-years the asset beta range was 0.39 - 0.49 for NGs pure play asset beta>2, supporting
an asset beta range that is above that of NG’s group asset beta and above Ofgem’s asset beta
range in the DD of 0.34 - 0.39.

CEPA provide more evidence through a ‘re-composition’ of NG and SSE’s asset beta. This
approach requires an assumption to be made about the weight and asset beta for the
component parts of NG and SSE’s corporate structuresin orderto ‘re-compose' theirrespective
group asset betas. In the case of NG for example, CEPA use UK water networks for NG’s UK
asset beta and US energy networks to estimate NG’s US asset beta.

CEPA's ‘re-composition’results are consistently lower than the actual observed betas for these
groups for the past 7 years (see CEPA’s Figures 4.6 to 4.9). Whilst CEPA present several
possible explanations for this difference, the single most likely explanation is that National
Grid's GB regulated energy businessis of higher risk (and has a higher beta) than the GB water
companies or the companies included in CEPA’s comparator group of European energy
comparators.

The other possible explanations put forward by CEPA were (in relation to the modelling of
National Grid’s beta) that:

¢ the weights used may not be reflective of the expected share of future cashflows — but
the results should not be highly sensitive to this assumption, and it is unlikely that both
the NG and SSE modelling would be similarly affected.

¢ National Grid’s US business may be slightly higher risk than the US energy comparators
—though there is no evidence to supportthis.

¢ National Grid Ventures and other businesses may be slightly higher risk than our proxy
for the market — again the results should not be highly sensitive to this assumption, and
it is unlikely that both the NG and SSE modelling would be similarly affected

Frontier’s findings are consistent with our own in that “CEPA’s constructed NG beta is
systematically belowthe actual beta in both analyses, implying that the UK water and European
samples used by CEPA only represent lower bounds for NG’s pure play beta”.

Therefore, not only should the decomposition results be taken into account when estimating
beta, but they support the view that UK energy network companies (and specifically the
Electricity Transmission companies) are exposed to higherrisk and should have a higher beta
and cost of equity in RIIO-2 than water companies in PR19.

°1 “RI10-2: Beta estimation issues”, CEPA prepared for Ofgem, 9 July 2020, Figure 4.1
52 “RI10-2: Beta estimation issues”, CEPA prepared for Ofgem, 9 July 2020, Figure 13
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Ofgem and CEPAs analysis of EU comparators relies on an assessment of the ‘key
features’ of the EU regulatory regimes which are insufficient to fully understand the
risks

Ofgem’s DD refers to work performed by CEPA which concluded that only 6 of the 12 ‘longlist
of EU networks should be included in an EU peer set and that this “supports, or even puts
downward pressure on asset beta estimates”.

However, as CEPA themselves state, they “have not conducted a detailed relative risk
assessment”. Instead they haverelied on “key features” of each regime. Frontierhave reviewed
CEPA’s work and performed a more granular assessment of the relative risk of the EU regimes.
Frontier only excluded those that are clearly not comparable or for which there are particular
problems such as less than 50% operating income from regulated activities and low liquidity,
in order to collect and take account of as much evidence as possible that is relevant to
estimating beta. This more detailed analysis which draws on a broader set of market evidence
allows for starkly different conclusions to that of CEPA’s narrower evidence base:

e Firstly, in direct contradiction to CEPA findings that Belgium is the most relevant
comparator (“Comparability appears strongest, at a high level, for Elia and Fluxys” %3),
Elia and Fluxys operate in lowrisk environments relative to the GB regime which is the
highest risk. In fact, Fluxys should be excluded from the peer group as it doesn’'t meet
CEPA’s own liquidity test 54.

e Secondly, there is no reason to exclude Transelectrica fromthe peer set

e Thirdly, given the GB regime is the highest risk, that Frontier’s list of EU comparators
should representa minimum threshold for the asset betas of UK networks.

Frontier have reviewed each of the tests that CEPA used to exclude Transelectrica from the
sample and find no compelling reason to exclude it fromthe peer set. For example, CEPA state
that it was not possible to assess liquidity for Transelectrica, but Frontier find bid-ask spread
data is available from 2012 onwards, allowing sufficient data to assess liquidity and show it
comfortably meets CEPA's own liquidity test.

As noted above, Frontier finds that Fluxys should be excluded fromthe sample as it does not
meet CEPA’s own liquidity test finding “that Fluxys’ bid-ask spread has generally been
significantly larger than the 1% liquidity cut-off". Frontier note that “Even though CEPA finds a
similar result, they state that “the resulting data [for Fluxys’ beta] is not obviously lacking in
robustness”. It is unclear what justifies this statement”.

Frontier also determine that HERA and A2A should be excluded from the sample (consistent
with CEPA), on the grounds that their regulated share of operating income is below 50%.
Frontier therefore establish a sample of 9 EU networks, which yields an average asset beta
range of 0.42-0.45, significantly higher than the slightly narrower sample of low risk networks
selected by CEPA, which yields an average range of 0.34-0.3855.

Thereis, inevitability, a degree of subjectivity in the choice of EU comparatorsthat one selects.
Throughouttheir report, Frontier take the approach of casting the netas wide as possible when
gathering beta evidence, including in its analysis of EU comparators where they state:
“comparators should not be removed unless there are clear technical concerns on the
robustness of the estimates”, and on this basis only excluding the most illiquid stock (Fluxys)
and the two companies with less than 50% regulated operatingincome (HERA and A2A)

%3 “RI10-2: Beta estimation issues”, CEPA for Ofgem, 9 July 2020, page 43
* “Estimating beta for RIIO-2”, Frontier Economics, September 2020, Figure 35
% “Estimating beta for RIIO-2”, Frontier Economics, September 2020, page 18
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By contrast, Oxera in its work for the ENA 56 have been more selective, limiting their sample to
only the most liquid companies in what they describe as a “’screening-out’ methodology”. On
this basis they arrive at a sample 4 companies: Enagas; REC; Snam; and Terna, stating that
“Based on the liquidity filters, we still consider that REN and Elia should be excluded from the
sample of European energy networks”. Whilst this approach is different to Frontier's selection
criteria, Frontier do note that "While we do not consider it appropriate to completely remove
these firms (notably Elia and REN) to avoid a too limited sample, we do stress that the
interpretation of their betas — and impact on the resulting range — needs to be assessed with
significant care. In the round, simply retaining a midpoint based on simple averages when
including these firms likely results in beta values that are lower than if a more refined positioning
on the basis of our relative risk assessment was used.”57. Oxera's and Frontier’s peer sets are
therefore different, however Oxera’s approach also provides a range that is markedly higher
than that identified by CEPA (Oxera find an average asset beta of 0.435, for a 2-year asset
beta).

It is interesting, therefore, that whether you take the broadest possible approach to establish
an EU peer set (such as Frontier), or a highly restrictive approach (such as Oxera), both
approachesleadto much higher asset beta estimates than the more subjective approach taken
by CEPA.

10-year sampling windows understate asset betas due to the impact of the global
financial crisis and subsequent sovereign debtcrises

Whilst the details of how Ofgem have determined the asset beta range is not set out in their
DD, it appears that Ofgemiis likely to have put significant weight on 10-year beta estimates.

There are a number of factors that make 10-year windows inappropriate for assessing the
asset beta for RIIO-2. Most significant are the impacts on financial markets of the global
financial crisis and subsequent sovereign debt crises. In particular, Frontier find that the status
of regulated utilities as safe haven assets during the global financial crisis and sovereign debt
crises may explain the decrease in beta estimates between 2011 and 2014, which is captured
in 10-year sample windows %8 but not in the shorter 2 and 5-year windows except where these
are combined with long averaging periods. This, combined with the significant changes in the
RIIO-1 price control relative to the previous price control and the fact that RIIO-2 represents a
further marked change in regulatory arrangements led Frontier to conclude that an asset beta
measure over a 10-year window may “not be as [relevant as] those over shorter windows”.
Oxera also state a preference for shorter windows: "we continue to rely on two- and five-year
daily betas as our primary sources of evidence” %9,

It is therefore important not to place undue weight on 10-year asset betas, simply due to the
lower volatility that arises in a longer trailing average, if the information within the 10-year
windows is fundamentally less relevant to the current environment than shorter averaging
periods.

It is also instructive to look at commentary in PR19 about breakpoints. For example, Professor
Alan Gregory et al, in a report for Anglian 6° find “two significant break points, the first during
2014, the second right at the end of our data period. The first plausibly coincides with PR14.
The second hasthe naturalinterpretation of being associated with the severe market disruption

% “The costofequity for RIIO-2 Q3 2020 Update”, Oxera prepared for Energy Networks Association,
September 2020

57 “Estimating beta for RI10-2”, Frontier Economics, September 2020, chapter 4.8

%8 This is the case for 10spot values and for 2 year, Syearand 10year averages of 10yr betas.

% “The costofequity for RIIO-2 Q3 2020 Update”, Oxera prepared for Energy Networks Association,
September 2020

60 “A Response to “Further Comments Regarding Beta” by Europe Economics” Alan Gregory, Richard Harris
and Rajesh Tharyan, June 2020
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caused by SARS-Cov2/Covid 19”. These findings are instructive for Ofgem because they have
placed significant weight on water sector asset betas.

GARCH models do not systematically lead to lower beta estimates

Ofgem asked Dr Donald Robertson to provide an update to the beta study he conducted in
2018 ¢ and refer to the “materially lower results for asset beta when using a GARCH approach
rather than OLS” that he found in his work.

However, there are many different possible specifications of GARCH. Dr Robertson used the
BEKK-GARCH specification. Ofgem have provided no justification as to why this particular
specification was chosen ahead of others.

Frontier 62 reperformed Dr Robertson’s work and expanded it to include five additional
univariate GARCH models and compared the results to outputs from OLS estimates. They
found for 4 out of the 5 listed regulated networks (NG, PNN, SVT and UU) that OLS estimates
sit in the middle of the GARCH estimates, with SSE the only network for whom the GARCH
models gave a lower beta estimates. They concluded, therefore that they could not find any
evidence to support Ofgem’s stated viewthat GARCH leads systematically to lower beta values
than OLS.

Ofgem relies on CEPA’s qualitative analysis ahead of the quantitative evidence, but
CEPA’s work is far from conclusive and excludes a key risk differentiator, complexity of
capex

CEPA’s July 2020 study is not a full assessment of risk across different sectors. For example,
CEPA do not provide their view of an appropriate beta range, but merely opine as to whether
they agree with Ofgem’s range. It is unclear, for example, where within the range they think UK
energy betas sit. It is also noticeable that CEPA’s report is scoped to exclude a key driver of
relative risk between energy (and particularly Electricity Transmission) and water which is the
complexity of capex.

Within the study they note “the overarching regulatory framework is very similar between the
two sectors” but also recognise a number of factors that would support the view that energy
networks (and especially transmission networks) have higher systematic risks than water
networks, which are summarised in Table 3.

Table 3 CEPA commentary on comparativerisk of energy and water networks

Reference  from CEPAs commentary 63

CEPA July report

Page 5 “However, depending on the weight placed on different components of
risk we recognise that GB energy networks may be judged riskier
than water networks—or at leastthat the sources of systematic risk
are sufficiently different that water networks are an imperfect
investment substitute for a pure play energy network in RIIO-2:

e Investmentin energy networkswill be driven by factors such as
the expected long-term use of gas and electricity networks. The
scope for transformative investment is perhaps greatest in the
electricity sector, potentially supported by the use of
competition for specific high-value projects.

61 “Estimating Beta”, Donald Robertson, April 2018
https://www.ofgem.gov.uk/system/files/docs/2018/12/ofgem dr_dec 2018.pdf

62 “Estimating beta for RI1O-2”, Frontier Economics, September 2020, Section 8.5
83 “R110-2: Beta estimation issues”, CEPA for Ofgem, 9 July 2020
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e Equity holders in energy networks are invested in long-lived
assets and so their expected returns in the sector may be
sensitive to these long-termdrivers and the cashflow risks they
may create, to the extent they are cyclical and systematic.”

Page 25, In providing a summary of dynamic risk analysis and in comparing
Table 2,3 energy and water CEPA finds that energy has higher risk factors:
“Materiality of change [in demand] likely to be greater in energy sectors”,
“Materiality of change [with respectto competition] likely to be greater in
electricity transmission sector” and “Magnitude of transformation [in
investment cycle] likely to be greater in electricity transmission sector;
Focus on managed decline and decommissioning of gas network may
reduce risk in some scenarios”.

Page 38 “Energy and water networks will face different sources of dynamic
uncertainty ... On balance it is difficult to conclude that these differences
consistently indicate that energy networks are exposed to greater
systematic risk than water networks (or vice versa). While the scope for
change may be greater in energy networks, based on current
regulatory arrangements greater uncertainty does not necessariy
translate into greater systematic risk exposure. Within the energy
sector there may be differences, with electricity networks in our
view most likely to be exposed to greater dynamic risk.”

“However, dependingon theweight placed on different components
of risk we recognise that energy networks may be judged riskier
than water networks (though the converse may also be also true in
relation to some sources of uncertainty such as climate change and
resulting water resource pressure). Investment in energy networks will
be driven by factors such as the expected long-term use of gas and
electricity networks (e.g. in supply of heating or power generation).
Equity holders in energy networks are invested in long-lived assets and
so their expected returns in the sector may be sensitive to these long-
term drivers and the cashflowrisks they may create, to the extent they
are cyclical and systematic. As a consequence, European energy
networksas a comparator group andinvestment substitutetoaGB
energy network may more closely reflect these sector-specific
risks that GB energy networks are exposed to. ... European energy
networks may help to inform beta estimation for GB energy networks”

Ofgem has found energyrisk to be higher than water asrecently as RIIO-1 and there are
clear indicationsthat risk isincreasing in RIIO-2

Regulatory precedent from previous rounds of price controls in the UK has demonstrated that
energy networks are generally considered to be higher risk than water companies. For
example, Ofgem’'s RIIO-1 price control found a hierarchy of risk between NGET, Gas
Distribution and Water, which were reflected in the asset beta values of 0.38, 0.315 and 0.3,
respectively, assuming a debt beta of zero.

It is unclear to us what has changed in Ofgem’s view between RIIO-1 and RIIO-2 that means
that energy can now be considered a similar level of risk to water. In fact, there are additional
risk factors in RIIO-2 such as the uncertainty in requirements for energy networks as the
country looks to move towards a net zero future and the much reduced predictability and
consistency from one price control to the next that the RIIO-2 DD have demonstrated. It is
therefore reasonable to expect that energy networks risks are even higher in RIIO-2 that they
were in RIIO-1, relative to water networks (see FQG6 for our detailed response on the relative
risks between RIIO-1 and RIIO-2).
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In addition, Ofgem’s statement on page 192 that “... our approach is not to make future MARs
equal to 1”64 significantly increases regulatory risk. It implies that Ofgem see no barrier to
designing RIIO-2, or subsequent price controls, such that they are intended to deliver a MAR
thatis less than 1. Thisis a substantial break with all past precedent in price controls across
many UK regulated network sectors (in particular both energy and water, including PR19) . it
represents a significant watering down of the commitments made to investors by Ofgem prior
to RIO-T1 when RIIO was first introduced 6. It leaves companies and investors with no
understanding of the basis on which to expect future price controls will be set, and so
substantively undermines the confidence that investors might have that their investment will
eventually be repaid. Given how little return investors will receive in the next price control
(relative to the ‘Terminal Value’ at the end of the price control), the cost of equity will need to
be increased significantly, to compensate investors for the increased risk they now appear to
face in relation to future price controls.

Consultant studies support the view that energy risk is higher than water

A number of previous studies have considered the relative risks of energy and water networks
and identified a range of factors that would support the view that energy networks (and
especially transmission networks) have higher systematic risks (and so should have a higher
beta) than water networks.

e The key issues are rapid technological change in energy compared to water, and an
increased focus on decarbonisation (which creates a potential exposure to stranding
risk, aswell as uncertainties relating to the future role of NGG and NGET) both of which
give reasonsto believe thatthe fundamentalrisk of energy networksis greater than that
faced by water networks.

o It follows that energy networks are likely to be seen as being at a higher risk of political
interference.

¢ In energy, the lack of clear and direct benchmarks for transmission (and especially
NGET and NGG) relating to large parts of their expenditure exposes these companies
to much greater regulatory risk than water (or energy distribution) companies.

e Energy networks face higher risk than water networks in relation to system operability
risks, as well as the potentially significant reputational risks associated with any asset
failures that can be extremely high profile, especially in relation to transmission (as the
August 2019 systemissues illustrated).

e The nature of capex works is also differentin energy, and especially in transmission,
fromthat in water. Much more spend is on large and complex one-off projects, which is
exposed to greater project and regulatory uncertainty and risk as evidenced, for
example, by the unprecedented cuts to NGET and NGG's RIIO-2 business plan totex

84 “RI110-2 Draft Determinations - Finance Annex’, Ofgem, 9 July 2020, page 192

% Underthe ‘building block’ approach previously employed in bothwater and for energy networks in the UK,
allowed revenues are based on: allowances for ‘fast” money (previously opex); non-controllable costs; RAV
depreciation;incentiverevenues (+ve or -ve); allowances for expectedtaxcosts, and allowed return calculated
from WACCx the company’s estimated cost of capital. Past price controls havetherefore beensetin both
sectorsin away that is at least implicitly expected to resultina MARof 1, albeit actual outturn MAR values will
inevitably departfrom1 as market expectations of outturn parameter values and performance gradually diverge
fromthe regulator’s estimates

% One of the key components ofthe RIIO model as set outin the opening ’Conclusions’ section of the RPI-
X@20 decision in Ofgem’s October 2010 document “RI1O: A new way to regulated energy networks” concemed
the principles forensuring efficientdelivery is financeable: “We will ensure that efficientdeliveryofoutputsis
financeable by committing to published principles for setting a weightaverage cost of capital (WACC)-based
allowed returnto reflect thecashflow risk ofthe business over thelong term.”; these cost of capital returns form
one ofthe key building blocks in the framework of UK regulation, and are calculated by multiplying the allowed
percentagereturn (WACC) by the licensee’s Regulatory Asset Value (RAV). as explained forexample inthe
RIIO-1 ET and GT Financial Handbooks; and “Paragraph 12.19 in Ofgem’s October 2010 RIIO Implementation
handbook explained that “The RAV provides a commitmenton the revenues to be raised from future consumers
duringsubsequentprice control periods”.
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levelsin the DD. Theriskson repeated, more standard and smaller scale projects such
asin water (and distribution)is much smaller, as the cost of such projectsis much easier
to predict and benchmark. There is also an asymmetric risk in transmission (particularly
Electricity Transmission) due to the scale of totex that could be delivered through ex-
post uncertainty mechanisms which provide limited (or no) opportunity for
outperformance but significantrisk that at least some of the costs that are incurred are
not subsequently approved.

e Energy networks (and especially transmission) face greater cyber risk through greater
reliance on digital assets.

¢ Risks associated with the development of competition are more established in energy
transmission than in water.

Investors view energy as higher risk than water

The primary evidence is referenced above in our discussion of the quantitative evidence in
relation to energy and water asset betas. In addition to this there has been sell-side
commentary that also supports this view.

Table 4: Summary of sell-side comments on energy vs water risk, since 9 July 2020

EET Date | Comment

“... Allowed returns and incentives are also lower than that
offered to the lower risk UK water sector.” and “There is
little consistency with principles adopted in prior periods
such as higher relative risks vs the water sector, lower
gearing usually resulting in a higher allowed WACC, etc.”
Bernstein 3 Aug 2020 and on page 6 “Within the UK context, the returns on offer
are even lower than what has been granted to UK Water
companies although the nature of projects, particularly in
transmission, involves significantly higher risk than the
water sector and there is considerable uncertainty in the
transition to net zero.”

“...We believe power and gas networks have a higher
structural beta than water — and Ofgem's Draft
Determinationis as similar as can be betweenrelative betas
with 0.71 for water and 0.72 for power and gas.”

Barclays 13 Aug 2020

These recent views are also consistent with views that have been held by investors over the
long term. For example, at Ofgem’s City workshop in February 2011, our representatives
recorded investor comment that included “a view that gas and electricity were increasingly
being seen as more risky, both in absolute terms and relative to water”.

Potential cross sector benchmark data needs to be treated carefully, butthere are clear
indications that risk isincreasing between RIIO-1 and RIIO-2

In light of the above information and assessments, it is surprising that Ofgem’s DD seem to
reach the view that the beta value used for RIIO-2 should be based on those for SVT and UU
as these reflect Ofgem’s “current judgement that pure-play energy networks hold similar
systematic risk to pure-play water networks” (see, for example, paragraphs 3.49 and 3.54).

We recognise that there are limitations as to how compelling a qualitative comparison of risk
factors in different sectors can be. As CEPA have recently demonstrated in their 9 July 2020
report for Ofgem, such a comparison can run to many pages. Whilst much of such a
commentary may be non-contentious, other points are likely to be less so, and as a result the
whole assessment is unlikely to end up being seen as objective proof. However, even when
attempts are made to augment the assessment of qualitative factors with some quantitative
comparators, the results are of limited value because of the judgments that go into setting cost

47



NGET Response to Ofgem’s RIIO-2 Draft Determination — Finance Annex

allowances and performance targetlevels and the inevitably limited scope of these quantitative
comparators.

For instance, a simple comparison of the totex:RAV ratios and incentive rates (or sharing
factors) in different sectors can be misleading, as not all totex is equally risky (or uncertain).
For example:

e large complex one-off capex projects have greater uncertainty and therefore
construction risk than small, standard projects or annual opex. As a result, energy
network (and especially transmission) are exposed to higherrisk than water companies.
Think ofthe perspective of an investor — given two investments offering the same return,
would they rather invest in a business with a large number of repeatable, standard
projects or one with the same level of capex made up of a few more complex, less
certain projects?

¢ The incentive rate thatis applied to deviations in totex from allowances is only one of
the factors that influences the extent to which companies are exposed to the risk of
incomplete cost recovery. The risk faced by networks in relation to different categories
of spend will depend on the regulatory frameworks that are applied to these. Ex-ante
allowances for annual opex spend or on repeated smaller-scale capex projects which
can be reliably benchmarked creates much lower regulatory risk (as well as lower
project risk) than one-off bespoke expenditure subject to ex-post efficiency and need
reviews. The changesinregulatory mechanisms proposed for RIIO-2 have significantly
increased regulatory risk for transmission networks in energy compared to water.

¢ A similar point was also noted by CEPA, on page 29 of CEPA’s report “Relative to the
water sector, the RIIO-2 price controls also have slightly lower totex-to-RAV ratios and
lower totex sharing factors. Both sectors use benchmarking to set cost allowances. This
would indicate that RIIO-2 would be lower risk for this category than water. We are
however cautious of the risk of the different type of investment to be conducted; if
investment in water is more linked to maintenance activities with more certain cost
allowances and a reduced distribution of plausible outcomes relative to energy, this
would run counter to the relationship posited above”. This point is potentially further
reinforced for the transmission sector given the lack of immediate peers to use for
benchmarking purposes.

The conclusion that energy is higher risk than water is also supported by ‘single
company’ Dividend Discount Model results

The above conclusion that energy is higher risk than water is also supported by ‘single
company’ Dividend Discount Model results for the cost of equity of the listed water companies
and National Grid. Oxera’s 2018 report for the ENA 67 showed these were higher for National
Gridthan ST, UU or PNN eventhough NG’s gearing was lower, and this pattern was confirmed
by the updated results in Oxera’s November 2019 study for the ENA 8, Oxera noted that “As
in the previous report, the cost of equity estimates for National Grid are still the highest in the
comparator sample, further supporting the view that the fundamental risk of energy networks
is greater than that faced by water networks”.

87 “The costofequity for RIIO-2”, Oxera prepared for Energy Networks Association, 28 February 2018
8 “The Cost of Equity for RIIO-2 Q4 2019 Update”, Oxera prepared for Energy Networks Association, 29
November 2019
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FQ6 Isthereevidence of amaterial differencein systematic risk between:
a) RIIO-1 and RIIO-2,

Most importantly, from the perspective of investors, the systematic risk they face doesn't just
depend on a company'’s activities and the regulatory framework during RIIO-2, as most of a
company’s value depends on returns under subsequent price controls. When considered in
this light, the systematic risks have, if anything, increased from the lead-up to RIIO-1 to now,
because of the combination of:

¢ the uncertainty in requirements for energy networks into the medium and longer term -
for both gas and electricity, and especially for transmission - as the country looks to
move towards a net zero future; and

¢ investors will now have reduced confidence in howreturns will be set compared to the
lead up to RIIO-T1, given the much-reduced predictability and consistency (fromone
price control to the next) that the RIIO-2 DD have demonstrated.

Increased uncertainty in the quantum of totex and delivery model

Changes to the framework from RIIO-1 to RIIO-2, at least for transmission, have increased
risk. It's no good simply comparing levels of spend and sharing factors if the levels of allowed
expenditure have been set so differently fromin the past; NGET starts RIIO-2 with allowances
of under half of its RIIO-1 spend to run and maintain the transmission network. The extent of
spend subject to UMs (and future efficiency assessment) significantly increases risk — it’s not
just about sharing factors, but about whether spend carried out by network even gets shared,
oris at (oris perceived to be at) increased risk of being disallowed completely under the new
framework.

Risk has also increased for energy networks as the industry moves towards a net zero
economy. In electricity transmission investment required to deliver net zero is complex,
requiring networksto innovate to manage significant construction risk and find optimal solutions
to complicated and often cross industry problems.

Thisincreased uncertainty aroundwhatis required to be delivered in RIIO-2 compared to RIIO-
1 is notcompatible with low returns or low financial resilience. To help the UK onto the pathway
to deliver net zero by connecting renewable generation and enabling higher energy flows we
could be required to deliver totexof more than £10bn in RIIO-2. With no competitive framework
in place, we are leftin no-man’s land by the DD with billions of pounds of potential investment
without a meaningful framework to be delivered under and no assessment by Ofgem as to
whether the framework enables or constrains delivery of customer needs.

Ofgem’s Table 19 compares the totex:RAV ratios for RIIO-2 to RIIO-1, but fails to recognise
that not all totex is equally risky (or uncertain), for example:

¢ large complex one-off capex projects have greater uncertainty than small, standard
projects or annual opex.

¢ the incentive rate that is applied to deviations in totex from allowances is only one of
the factors that influences the extent to which companies are exposed to the risk of
incomplete cost recovery. A further aspect to be taken into account, which is potentially
more important than the sharing factor, is whether companies face the risk that costs
that are incurred in good faith may actually get completely disallowed. (For example,
NGGT commenced work on the Feeder 9 pipeline under the river Humber, incurring
costs in good faith. However, Ofgem initially refused to fund the project stating “unless
new information came to light during the consultation, we would reject NGGT'’s request
for funding”, whilst the final decision only awarded allowances of £111m against our
cost assessment of £140m, in 09/10 prices. This illustrates the very real and significant
risk that networks take in progressing projects ahead of funding being agreed.) The
significant growth in Uncertainty Mechanismsin the DD raises this risk to a much higher
level than has been seen previously.

¢ therisk of different categories of spend will depend on the regulatory frameworks that
are applied to these. Ex-ante allowances for annual spend which can be reliably
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benchmarked create much lower regulatory risk than one-off bespoke expenditure
subject to ex-post efficiency and need case reviews. The changes in regulatory
mechanisms between RIIO-T1 and RIIO-T2 have significantly increased risk, even if
there is a lower level of spend in RIIO-T2 (albeit, upward revisions are required to totex
allowances between now and Final Determinations).

Reduced confidence in the predictability and stability of energy regulation

Ofgem have made significant changes in the framework between RIIO-1 and RIIO-2. The
magnitude and pace at which these changes have been made both individually and in
aggregate give cause for concern for investors about the stability and predictability of the
framework.

Ofgem’s DD represents a significant departure fromthis cornerstoneincluding lower returns
than UK and international comparators, downward skewed incentives and arbitrary
judgements. The proposalto clawback over half a billion pounds of RIIO-1 performance despite
no mechanism under which to achieve this is an unprecedented and unjustified step.

Ofgem’s statement on page 192 that “... our approach is not to make future MARs equal to 1”
significantly increases regulatory risk. It leaves companies and investors with no
understanding of the basis on which to expect future price controls will be set, and so
substantively undermines the confidence that investors might have that their investment will
eventually be repaid. Given how little return investors will receive in the next price control
(relative to the ‘Terminal Value’ at the end of the price control), the cost of equity will need to
be increased significantly, to compensate investors for the increased risk they now face.

Finally, Ofgem suggests that certain features of the RIIO-2 price controls mitigate some risks
to some degree, but these will only have a narrow and limited effect on the overall risk
exposure:

e RAMs and ODI caps, but these only really apply to remove the low probability tails of
the return and outcome distributions; and

e greater use of indexation. Debt, equity and RPE mechanisms limit systematic risks but
debt was already indexed, RFR indexation in relation to cost of equity will have a
relatively lowimpact (especially once a more appropriate value of equity beta at notional
gearing is used) and the current unweighted labour RPEs exposes us to more general
labour trends that are not relevantto our business.

On balance, therefore, when seen in the round, risks have gone up between RIIO-1 and RIIO-
2.

b) distribution and transmission networks,

There has long been an acceptance and recognition that transmission is higher risk than
distribution. This is one of the reasons why Ofgem set a lower notional gearing and higher
notional equity beta for transmission networks in RIIO-1 than for Gas Distribution and Electricity
Distribution.

e The lack of clear and direct benchmarks on transmission exposes these companies to
much greater regulatory risk.

e The issues referred to in (a) above apply particularly to transmission and mean that
transmission has higher risk than distribution. In particular, NGET and NGG face higher
risk because of the complexity and uncertainty around our capex levels, including the
impact of large, bespoke or one-off projects that come with high construction risk in
comparison to a portfolio of fairly similar projects for Gas Distribution Networks and
Electricity Distribution Network Operators.

o By its nature capexin transmission infrastructure is more one off and bespoke in
nature than opex or most of the expenditure by distribution companies. No two
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projects are exactly the same, and there will always be a raft of local factors that
may emerge and drive unanticipated cost.

o The complexity and uncertainty involved in the projects within the capex
programme, including the concentration of large and discrete projects is greater in
transmission. With a high concentration level of large complex projects, the capex
programme is even more exposed to individual projects difficulties, idiosyncratic
factors or regulatory risk on one of the large, complex projects. In contrast, a capex
programme consisting of a larger number of smaller projects would be less prone
to uncertainties and risks posed by individual projects.

¢ Re-nationalisation risk may have declined in December 2019 but has not disappeared,
it is really just a risk that has in the short term been deferred. This is more of an issue
in transmission than distribution.

e Gas and Electricity Transmission both have features that make them higher risk than
water (and Electricity and Gas Distribution). Stranding risks for gas have increased
since RIIO-1, and become more immediate, and in electricity the range of future
uncertainty under different net zero scenarios is now much higher than in the past.

The additional risks of transmission networks have been illustrated in the BPI penalties issued
by Ofgem, which are weighted significantly towards the transmission networks rather than the
gas distribution networks. This is due to the way in which Ofgem has designed the BPI which
unfairly penalises transmission companies due to features of the sector which are beyond their
control, namely, transmission companies have larger, less frequent, less standardised, less
repeatable projects and this is a sector where there is more change happening because of the
large increase in renewable generation. This approach has appreciably increased regulatory
risk.

An important observation is that in RIIO-1 Ofgem set a lower notional gearing for Electricity
Transmission (55% for the SPT and SHET, 60% for NGET) and for Gas Transmission (62.5%)
than for Gas Distribution (65%) and Electricity Distribution in RIIO-1 (65%). This was a
reflection of their perceived relative risk — see RIIO-GD1 FP Finance document paragraph 3.1
“...The proposals reflect our view that the GDNs face notably less cash flow risk than the
transmission companies will face over the same period under their price control (RIIO-T1)...".

Similarly, for RIIO-2 Ofgem are how proposing a lower gearing for the Electricity Transmission
companies (55%) than for Gas Distribution (60%), which is consistent with the trend in the
previous RIIO-1 controls thattransmission should have a lower gearing because it faces higher
risk.

C) gas transmission and electricity transmission,

As explained above, both Electricity Transmission and Gas Transmission have sector features
that mean they are higher risk than distribution. When making comparisons between the two
transmission sectors, the complexity of capexis greater in electricity with the electricity sector
also facing potentially much greater levels of spend with a corresponding greater uncertainty
in its recovery given the proposed ex-post nature of RIIO-2.

Regulatory precedent, of both allowed equity return and gearing levels set out that Electricity
Transmission is higher risk than Gas Transmission. The gearing differential is also maintained
in DD. From a market data perspective, we are hamstrung by limited comparators. National
Grid owns both electricity and gas transmission and SSE have only electricity networks but are
not pure play in nature.

On balance, electricity transmission is probably higher risk than transmission, with the gearing
difference in RIIO-2 perhaps reflecting that differential. We do note though that the difference
has likely reduced since the inception of RIIO-1 as shown by metrics such as totexto RAV.
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d) gas and electricity?

As we have set out in our answers to FQ6(a) to FQ6(c) the risks for gas and electricity are
different, as are the risks for transmission compared to distribution. It is difficult to discuss the
risk generally across all gas networks compared to the risk across all electricity networks,
however we offer some points worth considering:

e As with our answer to the question of relative risk between Electricity and Gas
Transmission, we would suggest, on balance, that electricity is higher risk than gas;

e Regulatory precedent would agree with this sentiment. When allowed return has been
set contemporaneously, electricity networks have attracted a higher return.

Step-2implied cost of equity consultation questions

FQ7 Do you have any views on how we should consider further the gearing impact
on betaand cost of capital estimates?

We do not agree with Ofgem’s use of gearing as a cross-check to the CAPM derived cost of
capital. When the method is reviewed it reveals errors thatwhen corrected showthat Ofgen's
cost of equity parameters and allowed cost of equity are too low. These errors include:

e Ofgemincorrectly usesavalue for the cost of debtin this cross-checkthatis a weighted
average of embedded and newdebt;

e Ofgem's choice of CAPM parameters isincorrect, in particular Ofgem’s application of
the cross-check is affected by a value of RFR that is too low; and

¢ Ofgem has chosen to apply the cross-check using beta values for particular data
samplesthat give amongstthe lowest assetbeta valuesin the DD Table 14, rather than
beta values that better represent the spread of values in Table 14.

However, the question of the impact of gearing on beta and cost of capital applies first, and
more importantly, before cross-check even apply, in relation to the principal estimate of the
cost of equity made under Step 1 - The Capital Asset Pricing Model evidence. This is because
the evidence of raw beta values from comparator companies will relate to organisations which
have different gearing levels. As equity beta depends on gearing, the observed raw beta
values for different companies can only be compared, and used to establish a well-justified
view of the beta for a UK energy company, once they have been adjusted for the companies’
different gearing levels. This means that gearing must be taken into account by converting the
observed market beta values to an asset beta (or by converting themto a notional equity beta
at the assumed notional gearing level).

We therefore first consider the issue of adjusting for gearing in relation to the estimation of
CAPM parameters under Step 1 of Ofgem’s methodology.

Step 1 gearing considerations

There is a long-established methodology that has been used by sector regulators in the UK
and by the CMA to convert raw observed market beta values for actual companies or
comparator companies to a ‘notional’ equity beta at the assumed notional gearing level, which
is then used in the CAPM formula to calculate the allowed notional cost of equity (allowed
equity return). This involves de-levering the observed raw beta values to give asset beta
values, then selecting a representative asset betato use for the regulated company, and then
re-levering this asset beta to a notional equity beta value at the regulator’s chosen level of
notional gearing for the price control.

In the SSMD, Ofgem proposed two innovations that would depart from this standard approach,
which was used recently, for example, by Ofwat in PR19.

e Ofgem proposed to use an estimation of gearing that would reflect Ofgem’s estimation
of EV:RAV, rather than using the actual gearingofthe company that has been observed
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in the market. Ofgem referredto this as the EV:RAV adjustment. We support Ofgem’s
decision in the DD now to exclude the unjustified EV:RAV adjustment from the Step 1
estimate of cost of equity using CAPM, for example in calculating the asset beta values
(presented in Table 14 of the DD); and

e Ofgem proposed to use an estimation of gearing that would reflect Ofgem’s estimation
of the market value of debt (Ofgem referred to this as the MVF adjustment). We
disagree with this proposed MFV adjustment, as explained more fully below. Ofgem
should use the standard de-levering/re-levering approach, so that the observed market
beta values for different comparator companies can be compared and taken into
account.

Step 1 gearing considerations, EV:RAV Adjustment

Multiple submissions from network companies and consultants have explained why the first of
these innovations is flawed, contrary to finance text-book theory and inconsistent with best
practice. Even Ofgem’s consultant, CEPA, does not appear to agree with Ofgem’s previously
proposed approach onthis point (orindeed the alternative adjustment previously contemplated
by Indepen in the re-gearing step), as:

e adjusting the observed market gearing for a RAV >1 would not be consistent with
CEPA's stated preference for use of market evidence “where possible as it is more
consistent with principles of corporate finance theory and asset valuation”%; and

e noting also CEPA’s comments that:

o there would be a stronger case for including any such adjustment in the re-gearing
step rather than the de-gearing step (albeit the modified notional gearing would
then need to be used in weighting the cost of debt and cost of equity when
calculating the allowed WACC, so the adjustment would have little effect on the
overall allowed return); and

o eventhough the case for making such an adjustment would be stronger in the re-
gearing step, there would still be substantial regulatory process issues that, in
CEPA'’s view, would need to be considered and addressed before applying such
an adjustment 7°,

It is therefore unsurprising that Ofgem appears to have dropped this unjustified EV:RAV
adjustment from the Step 1 estimate of cost of equity using CAPM in the DD, for example in
calculating the asset beta values (presented in Table 14), and we support this. We note,
though, that Ofgemappearsto have misunderstood some of the arguments they have received
on this point, as Ofgem say “It is fair to argue, as network companies have done, that a
consistency adjustment could be made in either the de-gearing or re-gearing steps, hence

69 CEPA note the need for consistency betweenthe approach taken to gearing in de-leveringandthe gearing used
for re-levering. Fromthis it follows that if Ofgemdid wish to assume a MAR> 1 in the re-gearing stage, the
costofequitythen calculated at the resulting notional market gearing would be the costofequity foran amount
of equity that is higherthantheassumed equity RAV. It would then follow that in calculating the allowed return
in the PCFM, consistency would require the calculated cost of equity to be multiplied by the corresponding
market value of the notional equity, which would be greaterthantheequity RAV. This would increaseoverall
allowed revenues compared tothe standard approach, based on a calculated costofequity at the notional RAV
gearing multiplied by the notional equity RAV.

0 “RI10-2: Use of Market Evidence”, CEPA, 9 July 2020, end of Section 5on page 37, “We consider that the
logic and consistency arguments for adjusting thevalue ofnotional equity in the re-levering equation are, in
principleat least, stronger than for making an equivalently-sized adjustmentin the de-levering equation (we do
not consider itappropriateto apply an adjustment onthe de-levering step). However, for the various reasons
outlinedabove, there are substantial regulatory process issues in there-levering stepaswellthat, in our view,
would needto be consideredand addressed before applying such anadjustment. Overall, we consider that
evidence ofobserved MAR premiaismore appropriatefor considerationin Step2 and 3 of Ofgem’s cost of
equity methodology.”
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explaining the different approach taken by Indepen compared with the SSMD” (paragraph
3.42). Networks have not made such an argument.

e Our objection to the adjustment in the de-gearing step that was previously proposed by
Ofgem is that it is fundamentally flawed, as, for example, Oxera previously explained
“raw equity betas are estimated by reference to outturn market returns, which are in
turn affected by the companies’ actual gearing levels. Therefore, to maintain internal
consistency, the raw equity betas should be de-geared by reference to same actual
gearing levels that underpin the observed share price movements. Ofgem’s adjusted
gearing approach produces a hybrid asset beta that reflects an assumed level of
financial risk that is inconsistent with the actual level of market risk” 72,

¢ In relation to making an alternative adjustment in the re-gearing step, as Frontier
Economics 72 previously explained “Indepen recommends to adjust the notional gearing
level used in the re-gearing process by dividing by the EV to RAV ratio (i.e. MAR), such
that the notional gearing used to re-gear is also based on EV. However, if Indepen’s
recommendation is to be adopted, Ofgem would then also have to use a weighting for
equity of [1 - EV gearing] in the WACC calculation. In this way, EV would be used
consistently through all steps”. In this respect making an EV:RAV adjustment in the re-
gearing step would appear to be largely equivalent to simply assuming a lower notional
gearing under the traditional approach.

Step 1 gearing considerations, MVF Adjustment

The gearing value used to de-lever and re-lever raw equity betas can be calculated using net
debt on either a market or book value basis. Regulatory precedent is to use figures on a book
value in both steps, and as CEPA note in their report for Ofgem (and as Oxera previously
explained), if the difference between book value and market value of debt was to be taken into
account, this would need to be done in both the de-levering and re-levering steps, and not in
just one step. A simpler approach which gives effectively the same end result (i.e CAPM
estimate of cost of equity) is to use book value of debtin both steps, consistent with regulatory
precedent.

CEPA note 73 that:

e “Market evidence should be preferred where possible as it is more consistent with
principles of corporate finance theory and asset valuation.

e Whererobustmarketvalues are notavailable and book values must be used as proxies
it may be preferable to use book values throughout the calculation steps. The latter
point is important to ensure we avoid inconsistency between the approach taken to
gearing in de-levering and the gearing used for re-levering. .... The same principles that
might cause the market value of actual company debt to deviate from its book value
would also cause the market value of notional debtto deviate fromits book value. This
means that for consistency if we de-lever using a market value of debt, we should re-
lever using an adjusted notional value of debt.”

Whilst market values of actual company debt may be observable, an adjusted or ‘estimated
market’ value of the notional company’s debt is not, and so it would need to be estimated.
CEPA suggest that one possibility would be to estimate a market value for the notional debt
based on the difference between the embedded rates used to calculate future cash flow
allowances and the prevailing rates that reflect investors’ prevailing discount rates for debt.
However, additional assumptions would also be needed for such a calculation (for example

" “The Cost of Equity for RIIO-2 Q4 2019 update”, Oxera prepared for Energy Networks Association, 29
November 2019, page 33

"2“Review of Ofgem’s RIIO2 Beta Estimation : De-gearing and re-gearing of betas”, Frontier Economics, 9
January 2020, page 8

8 “RI10-2: Use of Market Evidence”, CEPA prepared for Ofgem, 9 July 2020, page 36

54



NGET response to Ofgem’s RIIO-2 Draft Determination — Finance Annex

regarding the assumed remaining life of the notional debt portfolio). In its consideration of this
issue (at page 38 in the November 2019 update report), Oxera noted that “the market value of
debt for the notional company will be higher than notional gearing multiplied by the RAV for the
same reason that the market value of debt exceeds the book value of debt for comparator
companies”. This would suggest that it might be reasonable to assume that the ratio of
market:book value for the notional company’s debt was the same as that of the actual company
(or group of comparator companies) — indeed, if the allowed cost of debt is being set
appropriately for a notional debt book that matched the average debt book of the actual
company (or comparator companies), this would seem a reasonable assumption.

In practice, using such an assumption, there s little effect on the final estimated notional equity
beta if an adjustmentis applied consistently to align debt to a market value basis in both the
‘de-gearing’ and ‘re-gearing’ stages. There is therefore little point to changing the approach
away from the use of book value of debtin both de-gearing and re-gearing steps, in line with
regulatory precedent, and the traditional approach to treatment of debtin relation to de-gearing
and re-gearing should be retained.

Implications of Ofgem’s MVF adjustment

Ofgem does not take account of the market value of debt in the DD in the re-gearing step (i.e.
when converting from asset beta to notional equity beta) and instead uses the book value of
notional debt in this step. This is not in line with finance theory and CEPA’s recommendation.

It therefore follows from the above discussion that the asset beta values that are used should
similarly be based only on the estimates of asset beta that are calculated from observed raw
equity beta and company gearing values that are calculated using the book value of debt only.
However, Ofgem’s estimates of asset beta for different listed companies and different
estimation windows in Table 14 of the DD are presented on both a ‘market value’ and ‘book
value basis’. Half of the values in this table should therefore be ignored and removed from
Table 14.

Ofgem’s current approach to estimating an asset beta range for a pure-play energy network
company appears to take the values in this table based on both market value and book value
of debt into account (it is unclear otherwise why the additional values in Table 14 were
included), but without then considering market value of debt when re-gearing (which would be
in line with CEPA’s recommendation to Ofgem). Even on Ofgem’s stated approach therefore,
which places most weight on the beta values of SVT and UU (paragraph 3.49), this will result
in the estimated asset beta range and point beta values in the DD being too low, given the re-
gearing method used by Ofgem. Correcting this error by removing this inconsistency alone
would increase the overall estimated asset beta in the DD (both range and midpoint) by
€.0.01 74, and so result in a cost of equity that is ¢.0.2% higher.

Ofgem’s main criticism of companies’ business plans and submissions and consultants’ past
reports in relation to these points is that there are gearing issues that are not resolved (see DD
paras 3.43 and 3.54). However, this criticismis unjustified:

e Ofgem’s first innovation (the EV:RAV adjustment), which appears now to have been
dropped, was simply a technical error. Now this innovation has been dropped,
consistent with our business plan and the advice from consultants, there are no
“inconsistent gearing issues” associated with this.

e Our business plan (and Oxera’s November 2019 report for the ENA) explained that
Ofgem’'s second innovation (the MVF adjustment) does notresultin unresolved gearing
issues or significantly affect the resulting estimated notional cost of equity, provided it
is applied correctly and consistently in both the de-gearing and re-gearing stages. For
example, our business plan explained “The gearing value used to de-lever raw betas
can be calculated using netdebt on a market or book value basis. Regulatory precedent

* Fromthe average differences between the asset beta values in Table 14 when calculated using market value of
debtand book value of debt.
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uses a view based on book value and in practice we find there islittle effect on the
final estimated notional equity beta if an adjustment is applied consistently to
align to a market value basis for both the ‘de-gearing’ and ‘re-gearing’ stages.
Thereislimited benefitthereforefromchangingapproach andwechooseto align
to the approach based on regulatory precedent”.

One other issue to consider in relation to the de-levering and re-levering methodology applied
in Step 1 concerns the debt beta value that should be used. This should use a value of 0.05,
as shown by the evidence that is presented in our response to question FQ9 below.

Conclusion on how Ofgem should consider the gearing impact on betain Step 1 of the
methodology for estimating the cost of equity

e This should use the standard de-levering/re-levering approach, to de-lever from raw equity
betato an assetbeta, andthenre-lever the best estimate asset betarange and point values
to a notional equity beta at the assumed notional gearing, so thatthe observed market beta
values for different comparator companies can be compared and taken into account. In
estimating the gearing values that should be used in the de-gearing and re-gearing steps,
this uses:

0 Market values of equity when de-gearing and the assumed notional equity RAV when
re-gearing, thatis (1 - assumed notional gearing) x RAV, which is implicitly equal to
the market value of the notional equity (butis also consistent with the equity value
used in calculating the WACC; and with the £m amount of notional equity assumed in
calculating allowed return in the PCFM).

o0 Amounts of debt that are valued on a book value basis in both stages.

e Utilise a debt beta of 0.05, as justified by the Oxera reports on the subject

Step 2 gearing considerations

We turn next to consider the apparent narrow scope of this question FQ7 under Step 2, that is
“Do you have any views on how we should consider further the gearing impact on beta and
cost of capital estimates?”. Relatedto this, the DD also asks at paragraph 3.75, “Atthis stage,
we invite stakeholder views on how to consider this cross-check further in advance of Final
Determinations. For example, we could put more weight on raw equity beta estimates for UU
and PNN (see Table 11) such that the notional equity beta, as per Table 16, remains in line
with most applicable market data. To supplement this, we could consider aligning notional
gearing with observed gearing for the preferred comparators. Further, we invite analysis on
whether there is an optimal level of notional gearing, which may accord with a view that the
cost of capital is a U-shaped function”.

Ofgem erroneouslycalculatesthe WACC calculated at actual marketgearinglevel cross
check

In relation to Step 2, Ofgem’s DD propose a new cross-check which seeks to eliminate the
impact of gearing on cost of capital estimates first by calculating the WACC at the actual market
gearing level of the various comparators (see Table 20), and then by calculating the required
allowed return on equity to give the same WACC at the assumed notional gearing level (see
Table 21). Ofgem find that under this approach the calculated cost of equity at 60% notional
gearing is lower than when calculated using the standard de-levering/re-levering methodology
at the conclusion of ‘Step 1’ at paragraph 3.55, i.e. 3.64% to 5.0% at 60% notional gearing.
However, this result is largely attributable to the following factors:
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e Reason 1: Ofgemincorrectly use a value for the cost of debt thatis a weighted average
of embedded and newdebt.

e Reason 2: Ofgem's choice of CAPM parameters, in particular the value of RFR that is
used.

¢ Reason 3: The particular sample lengths and averaging periods that Ofgem choose for
the betavaluesthat are used for this cross-check (5 year spotand 10 year spot, in each
case based on market value of debt).

We consider each of these factors in turn.

Reason 1: Ofgem incorrectly uses avalue for the cost of debt that is a weighted average
of embedded and new debt

The DD recognise, quite rightly, that the overall remuneration of the cost of debt in the price
control needs to take account of both embedded and new debt costs, where the interest rates
onembedded debtare currently higher than the cost of newdebt. However, as Ofgemexplains
at paragraph 3.71, this new cross-check relates to recent work by the CMA in relation to the
NATS appeal and seeks to build on the work of Modigliani and Miller (M&M) which proposed
that (under certain idealised circumstances) the cost of capital does not vary with gearing. In
response the ENA explained in a recent submission to the CMA in relation to the PR19
appeals ®, thatin applying thisapproachitis necessary to use the cost of new debt only, rather
than to use a weighted average of newand embedded debt.

e It is not clear what the calculated WACC values in Table 20 of the DD represent. They
assume the same weighted average cost of debt (calculated usingthe same proportions
of new and embedded debt) at different gearing levels for the different comparators,
rendering them non-comparable 6.

e If the WACC values in Table 20 were calculated using the cost of new debt only, they
would at least be more comparable to each other, but they would not represent the
WACC needed for an energy network under RIIO-2, as these WACC values would not
then include the requisite additional revenues to compensate for the higher cost of
efficiently incurred debt that had been raised during previous price controls (i.e.
embedded debt).

e Therefore, it might be more useful to consider the valuesin Table 20, once corrected
by being based on the cost of new debt only, as merely an intermediate step on the
way to the values shown in Table 21.

e Once this change to use of the estimated cost of new debt only is made to the
conversions at Tables 20 and 21, the impact of changes in gearing on WACC as you
increase notional gearing from the past observed comparator gearing levels to a
notional gearing of 60% are much reduced.

Reason 2: Ofgem's choice of CAPM parameters, in particular the value of RFR that is
used

As the ENA’'s submission to the CMA then explained, the main reason for the remaining
apparent sensitivity of the overall WACC to gearing is that the RFR that has been used by
Ofgemin the cross-checkinthe CAPMis toolow 7. Thisnotonlyleadsto the apparent positive

75 ENA submission tothe CMA in relation to the PR19 appeals process, 1/6/2020, paragraphs 2.2, 1.5 and
Appendix1:

https://assets.publishing.service.gov.uk/media/5ed0f2b 3d 3bf7f45fh 321450/Energy Networks Association _subm
ission.pdf

® Atalower assumed future notional gearing level, the total amount of debt is lower, so the existingembedded
debt would forma higher proportionofthe total debt requred, and there would be a reduced need for new debt.
Therefore, the proportion of new debt would be lower, leading to a higher weighted average cost of debt.

" This was also true ofthe RFR that was assumed by the CMA in its NATS Provisional Findings, when
exploring the apparent relationship between gearingand cost of capital, as the ENA’s submission explained in
Section 2
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relationship between the WACC and gearing, but also leads to an underestimate of the cost of
equity at all levels of gearing.

e The fundamental reason why the RFR used in this cross-check is erroneously low is
that Ofgem has failed to uplift the yield on Index-Linked Gilts (ILGs) or deflated nominal
gilts to account for the unique characteristics of sovereign bonds and the gap between
corporate and sovereign risk-free financing rates.

e Paragraph 2.4 of the ENA'’s submission to the CMA explained the issue more fully “To
ENA’'s knowledge, the need for a detailed examination of whether the RFR has been
underestimated has not arisen in any previous price controls. This is because the
regulatory allowance for the RFR was set historically at a level above the spot yields on
ILGs. However, by virtue of Ofwat (and the CMA in the NERL Provisional Findings)
following the UKRN recommendation and setting risk-free rates based solely on spot
yields of ILGs, an under-estimate of the actual risk-free rate that should be used in the
CAPM framework has been revealed. This issue has been brought to ENA’s attention
by the CMA’'s concerns regarding the relationship between WACC and gearing
expressed in the context of the NERL redetermination”.

e Paragraph 2.7 notesthat “The evidence is summarised in Figure 1 below and points to
an upward adjustment to the spot yield for ILGs of 50 to 100bps to determine the RFR
for use in the CAPM. This adjustment should resolve the issue observed by the CMA
that WACC apparently increases with gearing”. This upward adjustment would
increase Ofgem’s value of the average RFR during RIIO-T2 from -1.48% (relative to
CPIH) in the DD to between -0.98% and -0.48%. In their latest cost of equity update
report Oxera have again reviewed the evidence and shown that an upwards adjustment
of ¢.0.75% 78 is needed to account for the special properties of gilts when estimating
RFR. The reasoning is discussed more fully in paragraphs 2.7to 2.12, and Appendix 1,
of the ENA submission and in Section 2.1 of Oxera’s latest cost of equity update report,
which includes the following:

o Fundamentally, the CAPM assumes that investors and firms can borrowand lend
atthe RFR. However, even with the best credit ratings, non-government investors
cannot access debt at the spot rate of ILGs. The spot yields on ILGs therefore
need to be adjusted for the unique features of ILGs, including a convenience
(‘money-like’) premium attached to ILGs that pushes down government yields
relative to the risk-free rate, by adjusting the rates for the gap between the
corporate and sovereignrisk-free financing rates.

o Second, the RFRs assumed by sell-side analysts covering utilities in the UK are
consistently higher than the spot yields on ILGs.

When combined with the use of new debt only, use of a higher RFR, thatallows for the unique
features of ILGs by adjusting the rates for the gap between the corporate and sovereign risk-
free financing rates, substantively eliminates the positive relationship between WACC and
gearing that Ofgem notes in paragraph 3.71, and so renders Ofgem’s proposed cross-check,
as illustrated by Tables 20 and 21, superfluous.

The impact of correcting the RFR and cost of debt parameters used in this cross-check can be
illustrated by reproducing Ofgem’s Table 20, using Ofgem’s values for TMR, debt beta, raw
equity beta and comparators’ company gearing from Tables 13 and 14, but using:

e RFR of -0.73%, which represents the result of increasing Ofgem’s -1.48% DD value
found from ILGs by the estimated uplift of 0.75% found in Oxera’s work; and

https://assets.publishing.service.gov.uk/media/5ed0f2b 3d 3bf7f45fh321450/Energy Networks_Association subm
ission.pdf

8 «The cost of equity for RIO-2 Q3 2020 Update”, Oxera, prepared forthe Energy Netw orks Association,
September 2020, section 2.1. Compared to the average projected RFR based directly on index-linked gilt yields

in the DD of -1.48%, Oxera estimated a corresponding average (see page 14, for the 6-month figure for RFR

w hich starts from approximately the same ILG yield as Ofgem’s Draft Determinations) across the years of RIO-2

w hentaking account of these features that w as -0.79%; and see also the 'adjustment’ in Table 2.5
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e The cost of newdebt only, using a value of 0.4%, which seems to be the average value
assumed by Ofgemin the DD (excluding the allowance for additional borrowing costs).

With these inputs, the weighted averages of the cost of equity and cost of new debt at actual
gearing, which would be WACC values for a company which had raised no debt in the past but
was instead able to raise all its debt on the day preceding the price control, are as follows:

Table 5: Equivalent results to Ofgem’s Table 20 ‘WACC inference at observed gearing
levels', if calculated using Ofgem’s parameters, exceptfor use ofaRFR equal to -0.73%
and use of the costof new debtonly

Estimation Averaging | Value of | SSE NG PNN SVT uu
Window eriod debt

5year

Spot

Market value

4.2%

2.2%

2.2%

1.8%

1.8%

10 year

Spot

Market value

3.5%

2.0%

2.1%

1.7%

1.7%

Based on Table 5, the equivalent to Ofgem’s Table 21, we show the inferred cost of equity at
60% notional gearing based on Ofgem'’s “flat WACC” hypothesis (even when using Ofgem’s
parameters otherthan a RFR of -0.73% instead of -1.48% and cost of new debt only, albeit we
don’t agree with Ofgem’s parameter values):

Table 6: Inferred cost of equity at 60% gearing based on Ofgem’s “flat WACC”
hypothesis using -0.73%RFR and cost of newdebtonly

Estimation Averaging | Value SSE
Window period debt

Book value ™ | 9.8% 4.9% 4.8% 3.8% | 3.8%
Book value ® | 8.1% 4.5% 4.6% 3.7% 3.6%

5vyear Spot
10 year Spot

These values can be compared to the cost of equity that would be calculated at 60% notional
gearing under the standard de-levering / re-levering approach (for RFR of -0.73%) where, for
comparability with the above results, we retain the error caused by the inconsistency between
observed gearing on a market value basis and notional gearing on a book value basis.

" We note that Ofgem’s Table 21 says Market valuein this column, butthis appears tobe incorrect — the values
seemto be calculated using a notional book value gearing of 60%, and do not make any adjustmentbetween
bookvalue and market value forthe notional debt, eventhoughtheallowed costof debt of 1.74% assumed by
Ofgem is much higherthan thecurrent or projected spot rates of ¢.0.4%.

8 As perprevious footnote
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Table 7: Derivation of notional cost of equityat 60%notional gearingunder the standard
de-levering/releveringapproach, for comparisontothevaluesin Table 6 abovethatwere
based on Ofgem’s ‘flat-WACC’ approach

Estimation Parameter
Window
Market Value gearing — see | 36% 47% 44% 57% 58%
Ofgem Table 13
Raw Equity beta — see | 0.97 0.63 0.59 0.59 0.61
Ofgem table 11
Asset beta (for debt beta of | 0.67 0.39 0.39 0.32 0.33
5year Spot 0.125)
Re-geared equity beta at | 1.48 0.79 0.78 0.62 0.63
60% notional gearing (book
value basis)

Cost of equity at 60% | 10.0% 5.0% 4.9% 3.8% 3.9%
notional (book) gearing

Market Value gearing — see | 33% 48% 43% 56% 57%

Ofgem Table 13

Raw Equity beta — see | 0.79 0.59 0.56 0.57 0.57

Ofgem table 11

Asset beta (for debt beta of | 0.57 0.37 0.37 0.32 0.32
10 year spot 0.125)

Re-geared equity beta at | 1.24 0.73 0.74 0.61 0.60

60% notional gearing (book

value basis)

Cost of equity at 60% | 8.2% 4.5% 4.7% 3.7% 3.6%
notional (book) gearing

Again, the figures in these tables are obtained using Ofgem’s choice of parameter values
except for RFR, and should not be taken to imply that we agree with these values. We do not
agree with these values, as explained more fully in our response to questions FQ4 above and
FQ9 below.

It can be seen thatin each case, once the conversions between different gearing levels use
the cost of new debt only, and a risk free rate that allows for the unigue features of ILGs (by
adjusting the rates for the gap between the corporate and sovereign risk-free financing rates),
the calculated cost of equity at 60% notional gearing under Ofgem’s new ‘constant WACC’
cross-check are almostidentical to those thatare calculated using the traditional de-levering/re-
levering approach.

Reason 3: The particular sample lengths and averaging periods that Ofgem choose for
the betavalues

A third reason why cost of equity values in Ofgem’s Table 21 are lower than those proposed at
Step 1 of Ofgem’s cost of equity methodology (3.64% to 5.0% at 60%, see paragraph 3.55) is
that Ofgem has chosen to apply the cross-check using beta values for sample parameters that
give amongst the lowest asset beta values in the DD Table 14, rather than beta values that
better represent the spread of values in Table 14.

A further, related reason is that, as explained earlier in this answer to question FQ7 above,
because the cost of equity in Ofgem’s Table 21 is calculated for a notional gearing of 60%
based on notional book value of debt, consistency requires that the actual past gearing values
used alongside the observed rawequity beta for the comparators as the starting point for these
calculations (whether under Ofgem’s ‘constant WACC’ approach or the standard de-
levering/re-levering approach) should also be on a book value basis. If Ofgem had instead
used book value gearing in deriving the values in Table 20, the values in Table 20 would have
been higher, leading to correspondingly higher valuesin Table 21 also.
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Table 8 below shows the cost of equity at 60% notional gearing if derived using Ofgem’s
‘constant WACC’ cross-check and when using the conventional de-levering / re-levering
approach which follows regulatory precedent, once the various errors described above have
been corrected. In each case the values in this table are still based on the parameters
proposed by Ofgemin the DD (debt beta of 0.125; TMR of 6.5%), except for i) use of the cost
of new debt only, and (ii) use of a RFR of -0.73% (to correct for the unique characteristics of
sovereign bonds and the gap between corporate and sovereign risk-free financing rates as
explained above). The values are calculated using each of the raw equity beta values and
book value gearing figures shown in Ofgem’s Tables 11 and 13. Table 8 shows thatin each
case the cross-check, if applied properly, gives results that are very close to those under the
standard de-gearing/re-gearing methodology.

It should, though, again be noted that we do not agree with Ofgem’s proposed parameter
values for debt beta, TMR and asset beta as well as for RFR, as explained in our response to
questions FQ5 and FQ6 above and FQ9 below. We therefore consider that the available
evidence supports a materially higher cost of equity for a regulated UK transmission network
company than might be implied fromthe Table 8.

Table 8: Comparison of cost of equity at 60% notional gearing under ‘constant WACC’
cross-check and when using the conventional de-levering / re-levering approach (-
calculated using Ofgem’s book value gearing and raw equity betavalues for National
Grid, Ofgem’s c.0.4%cost of new debt, and Ofgem’s CAPM parameters except for use
of RFR = -0.73%)

Estimation | Averaging Average Book | Cost of Equity at 60% | Cost of equity at 60%

Window period Value Gearing | notional based on | notional gearing -
(estimates Ofgem’s ‘constant | based on standard de-
based on | WACC' cross-check gearing / regearing
Ofgem’s Table approach
13)

2-year Spot 48% 4.85% 4.92%

2-year 2-Year c.46% 5.02% 5.10%

2-year 5-year C.44% 5.30% 5.39%

2-year 10-year C.45% 4.61% 4.70%

5-year Spot 44% 5.19% 5.29%

5-year 2-Year c.44 5.30% 5.39%

5-year 5-year c.44% 4.99% 5.08%

5-year 10-year C.45% 4.81% 4.90%

10-year Spot 45% 4.71% 4.80%

10-year 2-Year c.45% 4.51% 4.60%

10-year 5-year c.45% 4.81% 4.90%

10-year 10-year c.45% 4.81% 4.90%

In conclusion, Ofgem should simply convert the observed market value of beta and gearing
(based on book debt and market value of equity) to an asset beta, and then re-gear this to an
equity beta at the chosen notional gearing (60%) using the standard delevering/re-levering
approach. This equity beta can then be appliedin the CAPM formula to give the allowed cost
of equity.

Additional questions at paragraph 3.75:
In relation to Ofgem’s additional questions at paragraph 3.75:

e “At this stage, we invite stakeholder views on how to consider this cross-check further
in advance of Final Determinations”
As illustrated above, once a better justified value of RFR is used, and the cost of new
debt only is used when converting between different gearing levels (instead of a
weighted average of new and embedded debt, which was erroneously based on a
constant ratio of new.embedded), the cross-check gives substantively the same cost of

61



62

NGET Response to Ofgem’s RIIO-2 Draft Determination — Finance Annex

equity at any assumed notional gearing level as under the traditional de-levering/re-
levering approach. It appears that this cross-check therefore does notadd anything.
“For example, we could put more weight on raw equity beta estimates for UU and PNN
(see Table 11) such that the notional equity beta, as per Table 16, remains in line with
most applicable marketdata”

We assume here that Ofgemintended to refer to UUand SVT, as PNN has had market
gearing that is substantially lower (Ofgem’s Table 13 suggests a gearing of around
45%). Even then, we do not agree with this suggestion. As explained in our response
to question FQ5, the available evidence demonstrates that asset beta values for energy
network companies are higher than for water companies. It would therefore be
inappropriate to place additional weight on raw beta estimates for water companies.
Instead, more reliance should be placed on the asset beta of National Grid, which
Ofgem’s own data (see Table 14) shows has been consistently higher even at Group
level (i.e. for National Grid plc) than that of the water companies, with an additional
adjustment then needed to allow for the market evidence which demonstrates a higher
equity beta for National Grid’s UK networks than for its US businesses.

“To supplement this, we could consider aligning notional gearing with observed gearing
for the preferred comparators”

This option could be pursued, butthere would seemlittle benefitfor consumers. Firstly,
the WACC at the different gearing levels would be virtually the same (as the cross-
check, once applied properly, gives the same cost of equity and thus eventual WACC
as the standard de-levering/re-levering approach). Secondly, a larger reduction in
notional gearing would require a larger allowance for the cost of raising new equity on
both a notional and actual basis. Paragraphs 5.22 and 11.46 in the DD explain that
even a reduction from60%to 55% notional gearing incurs an assumed transaction cost
equal to 0.25% of RAV, so a larger reduction from 60% to 45% notional gearing would
resultin an allowance equal to 0.75% of RAV, or >£100m for NGET alone, without any
associated benefit for consumers through a reduction in the WACC. Thirdly, a larger
reduction in notional gearing fromthe previous price control levelwould implicitly require
an assumption that a corresponding amount of existing embedded debt would need to
be cancelled ‘early’, effectively at the start of the next price control. Network company
bonds, like bonds in other industry sectors, currently have a market value that is
typically somewhat higher than their face value. Consequently, a buy-back of 15% of
existing embedded debt would incur a significant up-front cost (for example, if debt had
a market value premium above face value of 30% say, the cost would be ¢.15% x 30%
X RAV = 4%2% of RAV, so >£650m for NGET alone) even before any additional ‘early
redemption premium’is taken into account, and this would need to be funded in the first
year of the price controlthrough additional charges to consumers. Whilstthis additional
cost would gradually be recovered through lower cost of debt allowances (and thus
network charges) in subsequent years, it would take many years (probably 15 to 20)
before all the cost would be recovered, and it seems unlikely that the additional
substantial costs in the first year would be acceptable to customers or consumers.
“Further, we invite analysis on whether there is an optimal level of notional gearing,
which may accord with a view that the cost of capital is a U-shaped function”

Once appropriate inputs are used when calculating the cost of equity using CAPM and
in assessing the variability of WACC with gearing, it is found that the WACC is not very
sensitive to gearing. There are benefits in terms of predictability if a reasonable degree
of consistency is maintained in the assumed notional gearing level from one price
control to the next where possible. Some modest changes may sometimes be justified
though, where these are made in response to changing circumstances, for example the
proposed relatively minor reduction from60%to 55% for transmission networksin RIIO-
T2 to help address financeability concerns.
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FQ8 Do you agreewithourinterpretation of cross-checks?

We do not agree with Ofgem’s interpretation of cross-checks as all of the cross-checks either
contain errors in their application or are of limited or no relevance. Consequently, they should
not be used to justify such a reduction to the best estimate of cost of equity that is calculated
under ‘Step 1’ using the CAPM. These are summarised in the table below with further detalil
provided in Appendix 1 to this annex.

Table 9: Summary of our views on Ofgem’s proposed cross checksto cost of equity

National Grid's view of the cross check (the CPIH-real cost of
equityitgives;and/orcommentson the relevance ofthe cross-
check

Cross Check of the Cost of
Equity proposed by Ofgem

Modigliani-Miller cost of equity
inference (WACC cross-check)

Once the cross-check is carried out properly, and appropriate
parameters for the different input parameters are used, the
calculated WACC is almost insensitive to the gearing level, so this
cross-check simply gives a result that is consistent with the CAPM
estimate. Whilst there may be different values for different
comparator companies and for different sample lengths etc, these
variations are equally apparent and are better assessed in the
analysis of the asset beta (and corresponding notional equity beta)
levels for different comparators. They have therefore already been
taken into account in forming a view of the CAPM parameters,
which should be based on all the available evidence taking account
of the relevant company characteristics, rather than just a small
number of selected data points, which is what this cross-check
would do. Weight should therefore not be placed on this cross-
check.

MAR-implied cost of equity

MAR analysis depends on many assumptions and as a result is
unable to give a clear indication of investors’ return requirements
or expectations. The obsened MAR values can be explained
without a need to assume that investors are being
overcompensated.

managers (TMR) cost of equity

CAPM with 0.9 equity beta &
investment managers’ TMR

Unadjusted OFTO implied | OFTO projects have different (and lower) risk profiles than those of
equity IRR UK energy networks, so the OFTO implied IRR does not provide a
meaningful cross-check.
We don't support attaching significant weight to these views.
Unadjusted investment | Howewer, even Ofgem’s values of investment manager views of

TMR are somewhat higher than the cost of equity proposed in draft
determinations.

Investment managers views of TMR would be more relevant as a
check of TMR than of the estimated cost of equity reachedin Step
1 using the CAPM (though we still don't support attaching
significant weight to them). Once likely conservatism in these
values is considered; an upward adjustment is made to correctly
allow for geometric averaging; inconsistencies in two of the data
points referred to by Ofgem are remowved; and the implications of
the much higher values shown by the small number of more recent
manager's TMR values are considered, the Investment Manager
views of TMR would support use of much higher values of TMR
than Ofgem assumed in the Draft Determinations.

Unadjusted infrastructure fund
implied equity IRR

Infrastructure funds hawe different (and lower) risk profiles than
those of UK energy firms, so (like OFTO returns) the infrastructure
fund implied IRR does not provide a meaningful cross-check.
Ofgem’s calculations of infrastructure fund discount rates also rely
on an assumption that any premium above NAV means that the
fund is owverestimating its own cost of capital, but as with MAR
analysis) there are multiple explanations for market valuations that
do not rely on the overestimation of cost of capital.
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We provide more detailed comments in relation to the use of each of these cross-checks in
Appendix 1, and below draw attention to a more meaningful cross-check than those proposed
by Ofgem.

A more meaningful cross-check — Asset risk premium to Debt risk premium differential

Our business plan describes a cross-check which is less subjective and more informative that
those proposed by Ofgem, which is based on the required Asset Risk Premium to Debt Risk
Premium (ARP to DRP) differential. As Oxera have explained in greater detalil, this is a cross-
check that can be applied to the cost of equity that draws on evidence from debt markets to
ensure that the allowed returns set by the regulator for equity are commensurate with the risk
associated with operating and owning the associated assets.

This test is related to the required differential between the asset risk premium and debt risk
premium 8. On this basis, Oxera’s latest analysis using this cross check in their September
2020report 8 shows that Oxera’s latest estimated cost of equity range (6.00%to 7.08% relative
to CPIH at 60% notional gearing) is in line with recent market evidence, unlike Ofgem’'s DD
value for the cost of equity (4.20% even before Ofgem’s proposed 'Step 3’ deduction of the
ER-AR wedge). Thisis because Oxera’s range implied a differential between the asset and
debt risk premium that falls across the middle of the empirically observed distribution of the
ARP-DRP differential observed for the bonds issued by UK utilities (ranging from the 24th to
58th percentiles), whereas Ofgem’s value would give a differential that lies at a very low
percentile of the observed distribution of ARP-DRP values, and so is not in line with this recent
market evidence 8.

Ofgem considered this cross-check in the SSMD and acknowledged “the principle set out by
Oxera and note that the ARP calculated by Oxera is higher than the DRP”. However, Ofgem
suggested “that Oxera’s argument does not focus on the absolute difference” and expressed
several reservations with the approach (SSMD pages 124 to 126). In response, Oxera have
now written a new report & which:

e addresses Ofgem’s concernssetoutinthe RIIO-2 SSMD, and reveals more information
to support the conclusion that Ofgem’s RIIO-2 cost of equity allowances in the Draft
Determination falls belowthat suggested by contemporaneous market evidence

o finds that the ARP-DRP differentials implied by past regulatory allowances in energy
were broadly in line with those implied by the market evidence around the time of the
determinations.

o provides newevidence explaining why the ARP-DRP framework merits greater weight
than the cross-checks for the allowed cost of equity considered by Ofgem;

¢ highlightsthe benefits of using this approachfor the assessment of financeability across
sectors and over time;

e describes howthe ARP-DRP framework can be used to obtain conservative estimates
of the WACC that are in line with contemporaneous market evidence;

e updatesthe analysis presented in the earlier Oxera ARP-DRP report 85 to reflect the
revised approach to the risk-free rate presented in recent Oxera work presented to the
CMA as part of the PR19 appeal,

8 The assetrisk premiumis the additional compensation over the RFR that investors require to invest in a
company asawhole. This is the premiumforequity riskassuming zero gearingandshould be higherthanthe
risk premium on debt giventhe lower priority of equity relativeto debt in terms of claims on cash flows.

82« Asset risk premiumrelative to debt risk premium”, Oxera report prepared for the Energy Networks
Association, September 2020

8 «Asset risk premiumrelative to debt risk premium”, Oxera report prepared for the Energy Networks
Association, September 2020, Table 1.1 and the final paragraph on page5

& Ibid.

% “Reviewof RIIO-2 finance issues: Asset risk premium, debt risk premium and debt betas”, Oxera prepared for
Energy Networks Association, March 2019
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e responds to Ofgem’s comments on Oxera’s asset risk premium report in its RIO-2
SSMD. Forexample, in response to Ofgem’s concern that the analysis presumes a
constant ARP-DRP, this report shows the ARP-DRP differentials of UK utilities
comparators over time.

The conclusion of this updated work is that this cross-check supports Oxera’s updated cost of
equity range for RIIO-2 from 6.00% to 7.08% (CPIH real) at 60% notional gearing 8¢, because
the ARP-DRP differential implied by Oxera’s recommended cost of equity range is broadly in
line with recent market evidence. In contrastthe analysis shows that Ofgem’s DD mid-point
cost of equity (4.2%) would need to be increased by 2.15% to bring its implied the ARP-DRP
differential up to the median derived from contemporaneous market data - though because of
the attenuation bias in the benchmarks, this is a conservative estimate of the size of the
increase required to place the cost of equity proposed in DD in line with contemporaneous
market benchmarks #.

Thus, this ARP-DRP cross-check continues to support a cost of equity that is considerably
higher than that proposed by Ofgemin the DD.

Conclusion on cross-checks:
As the evidence above sets out, the conclusions from cross checks are:

¢ the cross checks used by Ofgem are not comparable benchmarks to apply to five-year
energy network allowed return and/or are imprecise or transientin nature so give us
only limited information.

e even once corrected, Ofgem’s cross checks do not support the allowed equity return
that is proposed in the DD; and

¢ the ARP vs DRP differentialis a better, more meaningful cross check, which shows that
the DD allowed equity return is too low.

Step-3 allowed return on equity consultation questions

FQ9 Whatis your view ontheoverallin-the-round assessment of allowed returns to
equity? Is our judgement of 3.95% at 60% notional gearing reflective of the combined
analysis through Steps 1, 2, and 3?

We do notagree with the assessment of allowed returns. Areturn of 3.95% s too low compared
to UK and risk adjusted international comparators, owing mainly to a beta which incorrectly
assumes the water and energy sectors are the same risk, incorrectly estimated values for total
market return and risk-free rate, and the inclusion of a flawed outperformance wedge.

Our main issues with the assessment are:

1. Ofgem’'s methodology for estimating TMR is in error as it fails to take account of the full
evidence available, and so resultsin significantly underestimated value of TMR.

2. Academic theory supports the use of a risk-free rate in the CAPM thatis higher than
the spotyields on ILGs.

3. The notional equity beta is too low due to Ofgem’s overestimate of debt beta and
underestimate of the asset beta.

4. Ofgem’s cross-checks are not comparable benchmarks to apply to five year energy
network allowed returns and/ or are imprecise or transientin nature; and better justified
cross-checks support a cost of equity thatis much higher than Ofgem propose in the
DD.

% “The Cost of Equity for RIIO-2 Q3 2020 Update”, Oxera report for the Energy Networks Association, Table
11

87« Asset risk premiumrelative to debt risk premium”, Oxera prepared for the Energy Networks Association,
September 2020, page 21
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5. The conceptually and practically flawed outperformance wedge will lead to increased
costs for consumers.

ltems 1, 2 and 5 are expanded on below. Evidence for a lower debtbeta referenced in 3 is also
set out below, with evidence on asset beta covered in response to FQ5. A summary of our
views on item 4 is covered belowand are expanded on in more detail in our response to FQ8
(cross checks) and Appendix 1.

At a summary level, the remedies required for Final Determinations are:

¢ when setting TMR, use RPI rather than an unreliable back cast of CPI inflation, more
balanced TMR data sources and adopt a figure that is at least as high as the historic
arithmetic average, but we recognise that the CMA are currently reviewing TMR
evidence in the context of appeals of PR19;

e to increase RFR estimates by c.75bps above that of gilt yields, to take account of the
unique features of government bonds;

e Ofgem should heed their own data and accept that energy network risk is higher than
water networks and set an asset beta at least as high as that of NG plc, although a
higher value than this seems better justified when the range of available evidence is
taken into account;

e remove invalid cross checks, including the MAR cross checks that compound the errors
made in assessing asset beta, and instead take note of the more meaningful cross
check based on ARP vs DRP; and

¢ remove the flawed outperformance wedge.

Ultimately, a balanced assessment of the allowed equity return will showthat 3.95% based on
a notional gearing of 60% is far too low for the risk of a transmission company.

Ofgem’s approach to setting the cost of equity for RIIO-2 involves a 3-step process:

e Step 1is to review the Capital Asset Pricing Model evidence — the DD reached a value
of 4.3% at 60% gearing under step 1;

e Step 2 is to cross-check the CAPM-implied cost of equity against other approaches or
indications of the cost of equity — the DD reduced the Step 1 value by a small amount,
to 4.2%, based on Ofgem’s view of cross-checks;

e Step 3is to apply a deduction to the estimated cost of equity arrived at through Steps
1 and 2 to give the allowed return on equity — at 60% gearing. Ofgem propose a
deduction of 0.25%, leading to the final allowed cost of equity value of 3.95% (at 60%
gearing) that was proposed in the DD.

Ofgem’s application of these 3 Steps in the DD results in an allowed cost of equity that is
substantially too low.

We do not agree with the proposed Step 3 deduction, as explained more fully belowand in our
response to question FQ10. The ER-AR deduction is not justified and is conceptually and
practically flawed. Notably no consultant’s report has ever supported this adjustment.

Our thoughts on Ofgem’'s proposed cross-checks under Step 2, and support for other
alternative cross-checks which are better founded, were set out above in our response to FQ8
(and in Appendix 1). However, Steps 2 and 3 both involve making adjustments to the initial
main estimate of the cost of equity that is first established using the CAPM under Step 1. In
order to assess whether Ofgem'’s proposed allowed return on equity of 3.95% at 60% notional
gearing is reasonable, it is therefore of overriding importance first to consider whether the
available CAPM evidence does actually lead to a best estimate of the cost of equity of 4.3%
(real relative to CPIH). A proper assessment of the available evidence shows that this is not
the case, and a figure of 4.3% is much too low.
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Step 1

The CAPM calculates a value for the cost of equity from values for three parameters: Risk Free
Rate (RFR), Total Market Return® (TMR) and an equity beta (which depends on the assumed
notional gearing). These parameters are combined using the following formula to estimate the
cost of equity (CoE):

COE=RFR+ - (TMR - RFR)

The valuesthat Ofgemhas used for all three of these parameters appeartoo low, as we explain
in the following paragraphs.

Total Market Return: Ofgem’s methodology for estimating TMR is in error as it fails to
take account of the full evidence available, and so results in significantly
underestimated value of TMR

Throughoutthe development of RIIO-2, Ofgem has received extensive evidence fromnetworks
and in consultants’ reports which showthat Ofgem’s estimated range for TMR (6.25%t0 6.75%
relative to CPIH) is too low. This evidence is not all repeated here, but we refer Ofgem back
to these earlier submissions and consider these to be part of this response. Forexample, we
draw Ofgem’s attention to the following:

¢ National Grid Gas and National Grid Electricity Transmission’s response to the RIIO-2
Framework Consultation Response, 2 May 2018, and especially the response to
question 35 and Appendix 2

e NERA's report “Review of UKRN recommendations on the appropriate inflation index
for estimating historical TMR”, prepared for National Grid, 1 May 2018, attached as
Appendix 5 to National Grid’s RIIO-2 Framework Methodology consultation response.

¢ National Grid’s response to Ofgem’s RIIO-2 sector-specific methodology consultation
—Finance, March 2019, and especially the response to questions FQ9to FQ11.

e NERA's report “Further evidence on the TMR”, prepared for Energy Networks
Association (ENA), 20 November 2018

e Oxera report “The cost of equity for RIIO-2 - A review of the evidence”, prepared for
Energy Networks Association, 28 February 2018

e Oxera report “The cost of equity for RIIO-2 - Q4 2019 update”, prepared for Energy
Networks Association, November 2019

e Frontier Economics report “Inflation in the context of real TMR”, a note for the ENA
prepared by Phil Burns, supported by Mike Huggins, Rob Francis and Michael Yang,
13 March 2019

e National Grid’s report “Total Market Return: The consistency of long-run CPland RPI
inflation series in the UK, and their relative suitability for use in calculating the actual
historic long-run average equity market return in the UK on a ‘real’ basis”, 23 January
2020

In addition, Oxera have now prepared a new cost of equity update report for the ENA. In this
new report Oxera consider TMR and we refer Ofgem to this 89,

The value of TMR that has been used by Ofgem in the DD, consistent with the SSMD from
May 2019, isfrom 6.25%1t0 6.75% (relative to CPIH). In simple terms, thisrange has principally
been estimated from data on the long-term historical average realised (ex-post) marketreturn.
If based on an average across a sufficiently long time-frame, this average realised return is

% The cost of equity canalternatively be calculated using the CAPM from 3, the Risk Free Rate and the Equity
Risk Premium (ERP = TMR — RFR), where the ERP is estimated directly instead of the TMR. However, most
GB regulators, as wellas the Competitionand Markets Authority (CMA) prefer to use the formulation which
uses TMRratherthan ERP because it gives more stable estimates, and this is the approachwhich Ofgemhave
proposed for RIIO-2. We agree that this approach is more reliable.
8 “The costofequity for RIIO-2 Q3 2020 update”, Oxera prepared for the Energy Networks Association,
September 2020, Section 2
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widely considered the bestand most objective estimate of investors’ expectations of the future
level of market return. It assumes that the use of realised average returns from historic data
provides an unbiased estimate of the expected market return over long time periods.

Whilst we agree with Ofgem that interpretation of long-run average returns should form a key
part of the proposed methodology for setting TMR, applying this approach requires a series of
decisions and is dependent on:

¢ the inflation measure used to deflate the actual return in each past year, which ison a
nominal basis, to give the ‘real’ return in that year;

¢ the averaging approach used to derive an average value of historic return that can be
used as a value of TMR in the CAPM. This issue relates to the difference between
arithmetic and geometric average, in the context of compounding and discounting future
cash flows;

¢ the timeframe across which the average returns are calculated, and in particular the
start date of the period considered;

¢ whether an adjustment needs to be made to the calculated averages to recognise that
for the first part of the dataset of returns data that is being used by Ofgem, the returns
relate only to the largest 100 companies rather than all UK equities.

Ofgem estimates the TMR portion of allowed equity return using a back-cast of CPI inflation
which the authors of the data set and the ONS consider to be unreliable. In addition, within the
estimation, Ofgem has relied on historical TMR data sources which are artificially reduced and
also fail to recognise the negative impact on investment decisions from not using a figure at
least as high as the historical arithmetic average. As a result, Ofgem’s proposed figure is over
100bps below the regulatory precedent on a like for like basis and in effect undermines the
value neutrality of the transition from Retail Price Index (RPI) to Consumer Prices Index
including owner occupiers' housing costs (CPIH) indexation.

Ofgem’s range and point estimate are broadly in line with those of Ofwat in the PR19 price
control Final Determinations. The material errors outlined above are currently being appealed
to the Competition and Markets Authority (CMA) by four water companies and we have
submitted supporting evidence as part of the Energy Networks Association (ENA) third party
response. There are other elements of the RIIO-2 financial framework that are also in scope of
the CMA appeal such as the approach to measuring the RFR, the long-standing principle of
aiming up within the cost of equity range in order to minimise potential social welfare impacts,
and the approach to setting debt beta. If the CMA findings were to agree with the water
companies in any of these areas, then it would have an upwards impact on Ofgem’s proposals
in the DD.

These TMR issues are considered further in Appendix 2 to this finance annex under the
following issues we have with Ofgem’s approach:

e TMR Issue 1: The CPI back-cast used to deflate the actual return is considered
unreliable by its authors and the ONS;

e TMRIssue 2: TMR should use adiscountrate atleast as high as the historical arithmetic
average to reflect investors’ discount rate approach for capital budgeting

e TMR Issue 3 —the averaging period used by Ofgem gives the lowest TMR results;

e TMRIssue 4 — Ofgem’s estimate is not based on return across the whole equity market
from 1899 to 1954.

Conclusion on Total Market Return estimates from Long-Run Average Returns

Our conclusion is that, in each case, Ofgem adopts the approach that leads to a lower or the
lowest value of TMR. In combination, as a result of these issues, Ofgem very significantly
underestimates the TMR and as a result the cost of equity. Ofgem’s DD fails to provide any
real counterpoints to these methodological errors and identified biases, andin the absence of
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such arguments must take these issues into account when estimating the TMR from long-run
average returns for the RIIO-2 Final Determinations.

TMR Cross-checks

In the SSMD, Ofgem proposed that TMR estimates from long-run average market returns
should be cross-checked to other estimates of TMR, mainly to results from DDM models, but
also noting investment manager forecasts (considered in the response to FQ8 above). In
contrast, in the DD Ofgem does not refer to TMR cross checks under Step 1, although in
Appendix 3 Ofgem say in relation to Oxera’s 2019 report “Updated evidence from surveys and
DDMs suggest an increase in the TMR since the previous Oxera report. We place limited
weight on these measures given the subjectivity involved. Oxera’s place significant weight on
DDM without reconciling why its assumptions are better thanthose usedin CEPA's DDM/DGM,
as displayed at SSMC”. In response we draw Ofgem’s attention to:

e pages 29 to 31 of our response to the Finance questions in the Sector Specific
methodology consultation, where we did explain the concerns with CEPA’s model and
the assumptions it used; and

e Section 2.2.2 (page 19 to 21) in Oxera’s November 2019 update report, which provided
an update (as at end August 2019) of Oxera’s DDM model which uses the same
approach as the Bank of England’s, and (on page 21) commented on Ofgem’s/CEPA's
DDM model and showed it had clear deficiencies, for example “We note that the DDM
model used by Ofgem in the SSMD has a different specification to that used by the
Bank of England, as the specification used by Ofgem uses only long term growth
forecasts for the UK. However, in 2018, companies in the FTSE All-Share Index
generated only 20% of revenues in the UK, with the rest coming from international
activities. As such, we believe this specification to be incorrect, as it does not seem
reasonable to assume that earnings generated outside the UK will grow at the same
rate as the GDP of the UK. Given that international markets in which the FTSE All-
Share companies operate have, on average, higher GDP growth rates than the UK, the
specification used in the SSMD would be a downward-biased estimate of the true DDM-
implied equity market discount rate.”

Whilst only being seen as a cross-check, these references showthat Oxera’s modelis better
justified than CEPAs, as well as being more up-to-date. In the November 2019 report, Oxera’s
updated evidence from DDMs indicates an increase in the implied equity market discount rate
since the 2018 Oxera report, regardless of how these models are specified, with the results
from the specification used by the Bank of England indicating a CPIH-real equity market
discount rate of 9.5%. Perhaps more important though, the Oxera 2019 report’s updated
estimates of the equity market discount rate implied by a DDM based on the Bank of England
methodology remained in line with averages over the past ten and fifteen years, suggesting
thatthere hasbeenno decrease inthe expected TMR over this period. Thisis in stark contrast
to Ofgem’s proposed TMR for RIIO-2, which is reduced from 7.25% relative to RPlin RIIO-1 to
a proposed value of 6.5% relative to CPI, i.e. a like-for-like reduction of between 1.6% and
1.8%.

Finally, as noted in our response to question FQ8 (and Appendix 1), investment manager
forecastswould be better seen as a cross-check of TMR rather than of the final CAPM estimate
of costofequity. Althoughwe would not advocate putting significant weight on these forecasts,
the response to FQ8 (and Appendix 1) also points out that in the light of the significant impact
of the Covid-19 outbreak, the investment manager forecasts from 2018 and 2019 that were
referred to by Ofgem in the DD can no longer be considered relevant as an indication of
investment managers current views %, and the small number of forecasts from Ofgem’s group

% This also appears to be recognised by Ofgemin the RI10-2 Draft Determinations Finance Annexat Paragraph
3.92.
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of investment managers that have been published in recent months have pointed to
significantly higher TMR values than previously.

Risk-free rate: Academic theory supportsthe use of arisk-free ratein the CAPMthat is
higher than the spot yields on ILGs

We do not agree with Ofgem’s use of spot yields of Index Linked Gilts (ILGS) to set the RFR,
which causes themto under-estimate of the actual RFR by ¢.0.75% per annum.

In the SSMD °1, Ofgem decided to:

¢ “implementequity indexation by updating the allowed return on equity to reflect changes
in the risk-free rate only, referring to data prior to the financial year beginning, and to
long-horizon inflation forecasts (t+5 from OBR).

e re-consider the exact calibration of how this is done, including the method for deriving
CPIH (or CPI) real values, the averaging period and the relevant tenor. We will propose
an updated approach at Draft Determinations”.

The DD confirm that Ofgem intends to adopt this approach, whilst additionally retaining “some
discretion during RI1O-2 to refine the calculation in light of difficulties estimating CPIH-real gilis
using market data, as reflected in a recent HM Treasury consultation”92,

Our concerns over the practical difficulties and associated risks for networks of implementing
this approach are given in our responses to questions FQ4 and FQ21. In this section of our
response, we focus instead on the broader issue of whether an estimate of the RFR that is
calculated from sovereign gilts without adjustment as under the proposed method is an
appropriate estimate of the RFR for use in the CAPM when estimating a company’s cost of
equity.

This is an issue that has described and considered by Oxera in a report written for the ENA 3
that was submitted by the ENA in relation to the PR19 appeals by 4 water companies, and
Oxera have now updated this assessment in their latest cost of equity update for the ENA 94,
Basing the RFR directly on gilt rates is an error as it gives a value for the RFR that is too low,
unlessitis increased to account for the unique characteristics of sovereign bonds and the gap
between corporate and sovereign risk-free financing rates.

The need for a detailed examination of whether the RFR has been underestimated has not
arisen in previous rounds of price controls priorto 2019, because the regulatory allowance for
the RFR in different sectors was set historically at a level above the spot yields on ILGs.
However, because Ofgemin RIIO-2 (like Ofwat in PR19, and CAA in the NATS price control)
now intend to set risk-free rates directly from the spot yields of ILGs, an under-estimate of the
actual risk-free rate that should be used in the CAPM framework has been revealed.

The issue came to light because of the CMA’'s preliminary observations regarding the
relationship between WACC and gearing in the context of the NERL provisional
redetermination. In this, the CMA found that an increase gearing gave rise to an increase in
WACC, contravening the Modigliani-Miller theorem. However, once the correct cost of debt
estimate is used, this apparent relationship of WACC increasing with gearing can be explained
by an under-estimate of the RFR (see our response to FQ7 above).

Equity analysts and academic theory support the use of a RFR that is higher than the spot
yieldson ILGs. Oxera have used evidence fromequity analysts, academic literatureand yields

9 RI10-2 Sector Specific Methodology Decision— Finance”, Ofgem, 24 May 2019, paragraph 3.41

%2 RI10-2 Draft Determinations— Finance Annex”, Ofgem, 9 July 2020, page 32

93Are sovereign yields the risk-free rate forthe CAPM?’, Oxera prepared for the Energy Networks Association,
20 May 2020

%“The costofequity for RIIO-2 Q3 2020 update”, Oxera prepared for the Energy Networks Association,
September 2020
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on AAA corporate bonds to determine that a margin above ILG spot yields is required to
estimate the RFR in the CAPM. This rate would then reflect the RFR relevant to an equity

investor (i.e. a rate for an asset with a beta of 0).

The following bullet points give some of Oxera’s reasoning and the evidence they have
reviewed, but we refer Ofgem to Oxera’s latest report for the ENA °5 for their full explanation of
the issue, the evidence they have reviewed to quantify it, and the resulting estimate of the
adjustment that should be made to gilt rates to give a value of RFR that can be used in the

CAPM:

e The CAPM assumes that investors and firms can borrowat the RFR. However, even

with the best credit ratings, hon-government investors cannot access debt at the spot
rate of ILGs.

In that respect, evidence from academic research shows that unadjusted spot yields on
government bonds cannot always be used as a proxy for the risk-free rate in the CAPM
framework. To be used as a proxy for the RFR, the spot yields on ILGs need to be
adjusted for the unique features of ILGs:

o A convenience (‘money-like’) premium attached to ILGs that pushes down
government yields relative to the risk-free rate

o The gap between the corporate and sovereign risk-free financing rates

The RFRs assumed by sell-side analysts covering utilities in the UK are also found to
be consistently higher than the spotyields on ILGs

To quantify the effect, Oxera have assessed the yields on AAA-rated corporate bonds,
as well as their spreads over UK ILGs, and then considered the yields on AA-rated
bonds as a cross-check.

o Table 2.1 in Oxera’s latest report % indicates that the AAA spread has ranged
between 70bps and 80bps in the last six months, suggesting thatthe RFR would
be underestimated if it was set equal to spot or forward yields on government
bonds.

o Oxera next considered the evidence to show how much of the observed AAA
yield represents compensation for expected loss and a premium for systematic
risk: based on several studies, Oxera conclude that at a ten-year horizon, the
yields on AAA corporate bonds minus up to 5bps to account for a default risk
premiumis a reasonable proxy for the risk-free rate to use in the CAPM, and at
a twenty-year investment horizon, AAA corporate bond yields with a downward
adjustment of 5-20bps could be used as a reasonable proxy for the RFR to use
in the CAPM.

Oxera then showat Tables 2.4 and 2.5 in their latest report how this adjustment can be
builtinto and combined with Ofgem’s proposed approachto take account of movements
in RFR rate each year when setting cost of equity allowances during RIIO-2. Oxera
conclude that, based on rates at 31 July, -1.0% would be appropriate assumption for
the RFR during the years of RIIO-2 (on a real basis relative to CPIH) - though we note
fromthe top paragraph on page 14 and from Table 2.5 in Oxera’s reportthat a RFR of
-0.79% or -0.73% (=-1.48% + 0.75%) would be the value that corresponded to the gilt
rates used by Ofgemwhen calculating the —1.48% RFR in the DD.

The difference between these Ofgem’s and Oxera’s approaches, c.0.75% when based
on the same underlying gilt rates, reflects the gap between risk-free corporate and
sovereign financing rates, and shows the scale of the error that would be introduced by
basing the RFR parameter used in the CAPM on the yields on government borrowings
without taking account of the unique features of sovereign bonds.

If Ofgem retains their proposed RFR indexation approach based on ILGs which is
updated each year through RIIO-2, this would require an adjustment to be applied, by
adding 0.75% to the rate that was calculated each year.

% “The costofequity for RIIO-2 Q3 2020 update”, Oxera prepared for the Energy Networks Association,
September 2020

%»The costofequity for RIIO-2 Q3 2020 update”, Oxera prepared for the Energy Networks Association,
September 2020, page 12
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The notional equity beta is too low due to Ofgem’s overestimate of debt beta and
underestimate of the asset beta

The notional equity beta value used by Ofgemin the CAPM in the DD to calculate the cost of
equity for RIIO-2 is too low. The main market and qualitative evidence is discussed in our
response to question FQ5 above concerned with the relative risk of different sectors (and the
related asset beta). We refer the reader back to that response in the context of this question
FQ9. We do not repeat this evidence here. In this section, we concentrate on another key part
ofthe beta estimation, the debt beta. We explain why the DD assumption of 0.125 is overstated.

It is unclear what evidence Ofgem are now using to support the debt beta value of 0.125 that
was used in the DD. Ofgem have taken a value of 0.2 referred to by CEPA 97 and attributed to
Oxera % out of context as it was not an estimate of debt beta. Instead it was the result of a
simple regression, but additional factors needed to be included in the regression in order to
properly estimate the debt beta, as Oxera’s report explained.

The other evidence referred to in the SSMD that supported higher beta values is found, on
examination, not to support higher values of debt beta (0.1 to 0.2) rather than lower values
(0.05 or less). Only two of the references considered by Ofgem supported values at or
approaching 0.2. The firstis attributed to Fama and French, but this appears to suggest that
the debt betas of investment grade bonds are between —0.02 and 0.02, and the second is the
well-known Brearley & Myers “Principles of Corporate Finance” textbook, but this simply
makes a general and non-specific observation that ‘debt betas of large firms are typically in the
range of 0 to 0.2’ without indicating a preference for any part of the range. Once these sources
are put to one side, both the remaining evidence in SSMD and the more rigorous and
sophisticated studies carried out by Oxera suggest that the debt beta value should be 0.05 or
less.

Finally, Oxera have further considered the evidence for debt beta values in some depth using
a range of estimation methods in Section 3.2.2 of their latest cost of equity update report *°.
These include CEPA'’s application of the structural method in the December 2019 report for the
UKRN ‘Considerations for UK regulators setting the value of debt beta’. Oxera identify two
errors in CEPA’s calculations, and when these are corrected this method too gives an estimate
debt beta of 0.05 1%, Oxera also address CEPA comments on the various other estimation
methods in CEPA’s report for the UKRN 102,

The evidence for debt beta values fromthe different methodsis summarised in Figure 11 below
taken from Oxera’s new report 102;

9 At paragraph 3.39 of the RI1O-2 Draft Determinations - Finance Annexand on page 196 Ofgemrefer to page
10 of CEPA’s “Considerations for UK regulators setting the value of debtbeta” report for the UK Regulators
Network, 2 December 2019

% CEPA referred to page 21 of Oxera’s report, ”Review of RIIO-2 finance issues: The estimation of beta and
gearing” prepared for Energy Networks Association, 20 March 2019, and reproduced thewords “If (again for
July 2013-June 2018) we simplyregress returnson a portfolioof National Grid debtagainstthe FTSEwe
obtaina coefficient of0.20 (t =2.48)”. Ifthe extract had been continued instead of being cut off at that point,
and was read in the context in the rest of this sectionof Oxera‘s report, it would have beenclear that this 0.2
figure was not considered by the authors of the Oxera report to be a debt betaestimate.

9 “The costofequity for RIIO-2, Q3 2020 update”, Oxera prepared for Energy Networks Association,
September 2020

1004The costofequity for RIIO-2, Q3 2020 update”, Oxera prepared for Energy Networks Association,
September 2020, Figure 3.4.

%1 Ipid, section3.2.2

102 “The costofequity for RIIO-2, Q3 2020 update”, Oxera prepared for Energy Networks Association,
September 2020, see Section 3.2.2.and Figures 3.1to 3.4 in particular for further details.
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Figure 11 Evidence on DebtBeta
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Oxera conclude that the estimates from direct and indirect regressions as well as from the
corrected version of CEPA’s structural method support a debt beta assumption of 0.05 for
regulated network companies. This addresses Ofgem’s comment in the DD that “Oxera’s view
on debt beta seems heavily dependent on only one method of estimation, an indirect method.”

Further detail on our response to Ofgem’s proposed debt beta methodology or provided in
Appendix 3 to this annex.

In the absence of any evidence to support a debt beta of 0.125, it would then be an error for
Ofgemto use this value in Final Determinations, and a value of 0.05 should be used instead.

Conclusion on Step 1 - CAPM evidence

Our conclusion is that Ofgem has very significantly underestimated each of the CAPM
parameters (TMR, RFR and notional equity beta), and as a result the proposed cost of equity
in the RIIO-2 DD is too low.

Step 2

Moving on to Step 2, cross-checks are just that—cross-checks —butthose proposed by Ofgem,
once corrected and seen in the proper light, are found not to support Ofgem’s proposed cost
of equity allowance. Ofgem summarises its view of its cross check in the DD at Table 24. Our
views on these cross-checks were givenin our response to question FQ8 above and Appendix
1, but are summarised in very abbreviated formin Table 10.

Table 10: Summary of our views on Ofgem’s proposed cross checks to cost of equity

Cross Check of the Cost of | National Grid’s view of the cross check (the CPIH-real cost of
Equity proposed by Ofgem | equityitgives; and/orcommentson the relevance ofthe cross-
check)

Modigliani-Miller cost of equity | Once the cross-check is carried out properly, and appropriate
inference (WACC cross-check) | parameters for the different input parameters are used, the
calculated WACC is almost insensitive to the gearing level, so this
cross-check simply gives a result that is consistent with the CAPM
estimate. Whilst there may be values for different comparator
companies and for different sample lengths etc, these variations
are equally apparent and are better assessed in the analysis of the
asset beta (and notional equity beta) lewels for different
comparators. They have therefore already been taken into account
in forming a view of the CAPM parameters, which should be based
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on all the available evidence taking account of the relevant
company characteristics, rather than just a small number of

selected data points (which is what this cross-check would do).
Weightshould therefore notbe placed on this cross-check.

MAR-implied cost of equity MAR analysis depends on many assumptions and as a result is
unable to give a clear indication of investors’ return requirements
or expectations. The obsernred MAR values can be explained
without a need to assume that investors are being
overcompensated.

Unadjusted OFTO implied | OFTO projects have different (and lower) risk profiles than those of
equity IRR UK energy networks, so the OFTO implied IRR does not provide a
meaningful cross-check.

We don't support attaching significant weight to these views.
Unadjusted investment | Howewer, even Ofgem'’s values of investment manager views of
managers (TMR) cost of equity | TMR are somewhat higher than the cost of equity proposed in draft
determinations.

Investment managers views of TMR would be more relevant as a
check of TMR than of the estimated cost of equity reachedin Step
1 using the CAPM (though we still don't support attaching
significant weight to them). Once likely conservatism in these
CAPM with 0.9 equity beta & values is considered; an upward adjustment is made to correctly
investment managers’ TMR allow for geometric averaging; inconsistencies in two of the data
points referred to by Ofgem are removed; and the implications of
the much higher values shown by the small number of more recent
manager's TMR values are considered, the Investment Manager
views of TMR would support use of much higher values of TMR
than Ofgem assumed in the Draft Determinations

Unadjusted infrastructure fund | Infrastructure funds have different (and lower) risk profiles than
implied equity IRR those of UK energy firms, so (like OFTO returns) the infrastructure
fund implied IRR does not provide a meaningful cross-check.
Ofgem’s calculations of infrastructure fund discount rates also rely
on an assumption that any premium above NAV means that the
fund is overestimating its own cost of capital, but there are multiple
explanations for market valuations that do not rely on the
owverestimation of cost of capital.

Oxera have similarly carried out an analysis of Ofgem’s cross-checks, and also reached the
conclusion that they cannot be used as robust cross-checks of the cost of equity, although the
investment manager evidence appears to support a TMR more in line with Oxera’s estimates
once obvious outliers are discarded 193,

As explained in our response to FQ8 above, in place of the cross-checks that Ofgem have
considered, there is a more objective and relevant cross-check that should be used instead:

e Asset Risk premium —Debt Risk premium: Oxera have identified and described a
cost of equity cross-check thatis based on the required Asset Risk Premium to Debt
Risk Premium (ARP to DRP) differential. This draws on evidence from debt markets to
ensure that the allowed returns set by the regulator for equity are commensurate with
the risk associated with operating and owning the associated assets. Oxera’s analysis
in their November 2019 report showed that their estimated cost of equity range in that
report (5.98% to 7.09% relative to CPIH) was supported by this cross-check, as this
range implied a differential between the asset and debt risk premium that falls across

103 The costofequity for RIIO-2 Q3 2020 update”, Oxera for the Energy Networks Association, September
2020, Section A2.7
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the middle of the empirically observed distribution of the ARP-DRP differential
observed for the bonds issued by UK utilities. Oxera have now produced a new report
on this cross-check %4, which addresses Ofgem comments on the method and updates
the earlier estimates. It concludes that this cross-check shows that Oxera’s updated
costof equity range from6.00%to 7.08% (CPIH real) at 60% notional gearing is broadly
in line with the recent market evidence. In contrast the analysis shows that Ofgem’s DD
mid-point cost of equity (4.2%) is significantly belowrecent market evidence and would
need to be increased by 2.15% to bring its implied the ARP-DRP differential up to the
median derived from contemporaneous market data - though because to the
attenuation bias in the benchmarks, this is a conservative estimate of the size of the
increase required to place the cost of equity proposed in DD in line with
contemporaneous market benchmarks 105,

Taken together, Ofgem’s cross-checks do not support the low allowed equity return proposed
in DD. Ofgem’s proposed cross-check to investment manager forecasts would actually support
much higher values of TMR than Ofgem have used once more recent evidence is considered
and outliers are disregarded. In addition, the alternative cross-check to the Asset Risk
Premium (ARP-DRP) supports a cost of equity that is significantly higher than the figure
proposed in the DD (even the top of Ofgem’s range).

In conclusion, therefore, when combined with our assessment of the CAPM evidence under
Step 1, the available cross-checks confirm that the point value arrived at by Ofgemin the DD
at the end of Step 2 is too low and is supported by neither the CAPM evidence under Step 1
nor cross-checks under Step 2 when these are applied and considered properly.

Step 3

The conceptually and practically flawed outperformance wedge will lead to increased
costs for consumers

We continue to disagree with the proposal to distinguish between allowed and expected
returns. Aswe setoutin our response to the sector specific methodology consultation, we have
fundamental issues with Ofgem’s approach in applying a conceptually and practically flawed
policy. The allowed cost of equity is a critically important part of the regulatory framework and
care needs to be taken in determining the rate for any price control period. Adjusting for an
estimate of expected outperformance introduces an arbitrary and unnecessary adjustment.
Investors value commitment to regulatory precedent and its established principles. Unjustified
changes of the nature proposed by Ofgem will create uncertainty impacting the stability of the
regulatory regime, putting at risk the investment needed to build the energy networks of the
future.

We set out belowthe following key points:

¢ the allowed equity return is unachievable, layering the conceptually and practically
flawed outperformance wedge on top, compounds this error;

e the outperformance wedge undermines the stability and predictability of UK regulation
and the incentive properties of the framework;

o Ofgemare virtually alone in supporting the outperformance wedge and

e Ofgemdoes not aimup in their estimate of cost of equity, risking under investment
in UK energy networks.

104 Asset risk premiumrelative to debt risk premium”, Oxera prepared for Energy Networks Association,
September 2020

105 Asset risk premiumrelative to debt risk premium®, Oxera prepared for the Energy Networks Association,
September 2020, page 21
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Finally, these concerns notwithstanding, Ofgem’s attempts to justify and quantify the level
of the wedge based on historic performance make arange of fundamental errors, including
spreadsheet errors which speak to “weak quality control in presenting this work and adds
an extra layer of confusion to any attempt to follow Ofgem’s work” 1% and a reliance on
irrelevant data that tells Ofgem nothing about the true performance that can be expected
in RIIO-2 (see our response to FQ10).

Frontier Economics critique of Ofgem’s policy 197 shares many of our concerns and sets out
responses to both Ofgem’s calibration of the outperformance wedge and the implementation
of the backstop thatwere setout inthe DD. It also respondsto Ofgem’s reaction to their original
report 198 that were set out in the SSMD.

We would also draw Ofgem’s attention to research performed by John Earwaker and Nick
Fincham, sponsored by National Grid, that surveyed the views of 31 ex-regulators from across
the UK’s regulated sectors, most of whom have held Board positions on UK regulatory bodies.
This research identified significant concern amongst the respondents to the survey in relation
to adjusting allowed returns for expected future outperformance. For example, they found 24
out of the 31 respondents disagreed with the “lump-sum deduction from allowed revenues to
capture otherwise overlooked scope for the regulated firm to make cost savings and/or output
improvements” 109,

The allowed equity return is unachievable, layering the conceptually and practically
flawed outperformance wedge on top, compounds this error

Our analysis, which is included in the “Unachievable allowed equity return” section of the
summary narrative of this document, shows thatinvestors cannot expectto achieve the allowed
equity return in RIIO-2. Therefore, to assume that investors expect 25 bps of outperformance
is flawed and does not take into account the nature of the RIIO-2 framework.

From a conceptual perspective, the justification confuses windfall gain from poor price control
setting and outperformance from incentives. If the wedge is meant to apply to windfall gain,
then this suggests lack of confidence in proper calibration of the price control even before it
has been attempted. This cannot be the case as noted by respondents to a recent survey of
ex-regulatory practitioners 110 “regulators are normally required to calibrate point expenditure
allowances and output targets from a range of admissible values... ... aregulator ought to focus
on where in these ranges its assumptions ought to be pitched rather than state, in effect, that
such judgments must somehow be wrong”. Ofgem has adequate tools and data to be able to
achieve this and is also proposing to introduce Return Adjusting Mechanisms (RAMs) to deal
with any significant windfall gains or losses if they were to arise.

If instead, the wedge is being introduced in relation to outperformance fromincentives, then
the approach does not recognise and appreciate the consumer benefit of incentives-based
regulation, the widely accepted solution to the existence of monopoly. In this model, expected
return will differ from allowed return to the benefit of consumers. To converge the two would
result in a reversion to rate of return regulation and undermine the behaviours that drive
dynamic efficiency which has delivered huge benefitto consumers over the last 25 years.

Frontier have calculated that if the impact of the outperformance wedge on company
incentivisation were to reduce the annual cost savings from efficiency improvements by 25%

106 “Eyrther analysis of Ofgem’s proposal to adjustbaselineallowed returns”, Frontier Economics prepared for
Energy Networks Association, September 2020, page 40

W7 “Fyrtheranalysis of Ofgem’s proposal to adjustbaseline allowed returns”, Frontier Economics prepared for
Energy Networks Association, September 2020

108 Adjusting baseline returns for anticipated performance: An assessment of Ofgem’s Proposals” Frontier
Economics, 12 March 2019

109 http //www.first-economics .com/earwakerfincham. pdf

110 http o/ /www.first-economics .com/earwakerfincham.pdf
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then the loss of productivity gains would outweigh the savings from the 25bps outperformance
wedge by 2022/2023. Even a very conservative assumption of a 10% loss of efficiency gains
would have a cross over point of 2027/2028.

Froma practical perspective thereis little evidence to supportOfgem’s calibration of the wedge.
RIIO-2 is fundamentally a different price control to RIIO-1, it is therefore notreasonable to look
at the performance in RIIO-1 or prior price control periods to predict RIIO-2 performance. At
the very least a comprehensive set of adjustments would need to be made (to the extent the
data is available) to cope with the myriad of changes that include, for example, the new PCD
methodology and NARMs framework, more stretching productivity and efficiency assumptions,
reduced incentives, replacement of IQI with the BPI, absence of fast tracking, and more
stretching benchmarking. A more exhaustive list of the required adjustments is provided by
Frontier in their report for the ENA 111,

Ofgem sets out a database of historical price control performance as part of the DD which
suggests on average price control totex allowances are outperformed by 7%. Frontier have
reviewed this on behalf of the ENA and find it to contain multiple errors so it cannot be relied
upon. Our response to FQ10belowsets out more detail. As a result, the outperformancewedge
is analogous to an unjustified 5% totex efficiency, similar to the Smart Grid efficiency
adjustment Ofgem included in RIIO-ED1 only for it to be overturned on appeal to the CMA 112,

The outperformance wedge undermines the stability and predictability of UK regulation
andtheincentive properties of the framework

The past stability and predictability of the WACC-setting process is the cornerstone of the UK
regulatory model, where the focus has been squarely on achieving two highly desirable
outcomes:

e maintaining investor confidence in order to keep investors’ true cost of capital of
investing in the industry low; and

e stimulating significant dynamic efficiency improvements (in large part through a
predictable approachto remuneration of assets and performance).

The outperformance wedge, for which there is no known precedent or satisfactory conceptual
or evidential basis, undermines those benefits.

In applying its adjustment to the WACC, which is then applied to the RAV, Ofgem is in effect
retrospectively clawing back the value of past investments. This runs counter to established
regulatory practice in the UK, has no support from economic consultants, so far as we are
aware, and will unquestionably undermine investor perceptions of risk and company behavior.

In calibrating its downward adjustment by reference to historical outperformance, Ofgem is
clearly signaling that future outperformance will affect its future calibrations of the downward
adjustment. As aresult, companieswill enter into a price control period with the knowledge that
any incremental outperformance achieved will lead to an incremental worsening of future price
controls calibrations. This will dampen incentives for innovation and efficiency to the longer-
term detriment of customers.

Frontier Economics work 113 shows that a reduction of only 4% in historical productivity gains
brought about by the outperformance wedge would lead to increased costs to consumers and

U «“EFyrtheranalysis of Ofgem’s proposal to adjustbaseline allowed returns”, Frontier Economics prepared for
Energy Networks Association, September 2020, section 4.2.2

112 Northern Powergrid (Northeast) Limited and Northern Powergrid (Yorkshire) plc v the Gas and Electricity
Markets Authority, CMA (2015)

13 »Eyrtheranalysis of Ofgem’s proposal to adjust baseline allowed returns” Frontier Economics prepared for
Energy Networks Association, September 2020
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goes on to state that “We have not yet seen satisfactory assessment from Ofgem to date to
suggest that the pros and cons of this mechanism have been appropriately considered”.

Ofgem are virtually alone in supporting the outperformance wedge

It appears, Ofgem is wedded to the outperformance wedge adjustment whilst networks are
equally and uniformly opposed to itsimplementation. This can happen on the more contentious
elements of any price control. However, we would urge Ofgem to step back and look more
broadly at the views of regulatory professionals and the actions of other regulators. As Frontier
highlight, Ofgem s the only regulator to embrace such an adjustment and even the authors of
the UKRN report were divided on this recommendation.

This is highlighted in the survey of ex-regulators performed by John Earwaker and Nick
Fincham 114, with 24 out of 31 respondents disagreeing with the principle of making a lump sum
adjustment to cost of equity, noting “they disliked the concept of a final, stand-alone catch-all
down-sizing of revenues and considered that it would be much better for a regulator to express
any additional challenge thatthey felt it necessary to give a regulated firm more directly within
one or more of their price control building blocks”115,

Ofgem does not aim up in its estimate of cost of equity, risking under investment in
UK energy networks

We disagree with Ofgem’s decision not to ‘aim up’ in its allowed cost of equity estimate.
Ofgem’s estimate of an allowed equity return of 3.95% (at 60% gearing), within their CAPM
implied cost of equity range of 3.64% to 5.00% represents an allowed return in the bottom
quartile of their range. This is achieved through selection of a mid-point estimate within their
CAPM implied range and further downward adjustment as a result of their cross checks and
the outperformance wedge.

Frontier 116 find this represents a departure from well-established regulatory and CMA
precedent, with a paper by lan Dobbs (2011) cited as primary evidence for selecting a point
between the 75th to the 90th percentile. This is on the basis that the detriment to consumers
of setting cost of equity too low far outweighs the impacts of it being too high, the risk being
that investments are deferred or cancelled because they no longer meet hurdle rates. Itis also
inconsistent with the paper published by the UKRN on the estimation of the cost of capital for
the purposes of price controls in the UK which concluded that: "with relatively low elasticities,
the reduction in consumer surplus from setting a higher price is relatively small. In contrast, the
welfare loss from setting the price too low (i.e. setting too low a RAR) is relatively large. This
leadsto considerable aiming up, as the optimal choice by the regulator”1’. Similarly, in its 2007
review of airports, the UK Competition Commission (now the Competition and Markets
Authority) stated: “If the WACC is set too high then the airports’ shareholders will be over-
rewarded and customers will pay more than they should. However, we consider it a necessary
cost to airport users of ensuring that there are sufficient incentives for BAA to invest, because
if the WACC is set too low, there may be underinvestment from BAA or potentially costly
financial distress...Most importantly, we note that it is difficult for a regulator to reduce the risks
of underinvestmentwithin a regulatory period. Taking these factors into account, we concluded
that the allowed WACC should be set close to the top of our range” 118,

14 http://www.first-economics.com/earwakerfincham.pdf

13 hitp://www.first-economics.com/earwakerfincham.pdf

118 "Furtheranalysis of Ofgem’s proposal to adjust baseline allowed returns” Frontier Economics prepared for
Energy Networks Association, September 2020

1T UKRN (2018), Estimating the costof capital for implementation of price controls by UK regulators, 6 March,
page 163.

118 Competition Commission (2007), ‘BAA Ltd: A report on the economic regulation ofthe Londonairports
companies (Heathrow Airport Ltd and Gatwick Airport Ltd)’, presentedto the Civil Aviation Authority, 28
September, paras 4.106-8.

78



https://urldefense.com/v3/__http:/www.first-economics.com/earwakerfincham.pdf__;!!B3hxM_NYsQ!gU-THpKAtZ79td90tis00vZbf4GY0Jh-chuNB6t6IfGBhpbYXniJMxhcUSxHO3qmhLUh6A$
https://urldefense.com/v3/__http:/www.first-economics.com/earwakerfincham.pdf__;!!B3hxM_NYsQ!gU-THpKAtZ79td90tis00vZbf4GY0Jh-chuNB6t6IfGBhpbYXniJMxhcUSxHO3qmhLUh6A$

NGET response to Ofgem’s RIIO-2 Draft Determination — Finance Annex

Frontier identify the material harmthat can arise from under investment, which for example can
lead to the worsening of operational performance, stifling of innovation, and reduction in the
adoption and roll out of low carbon technologies. Further, Frontier find that the consumer
benefitof under-remunerationin the form of alower allowed return would easily be (more than)
offset by the cost of only slightly worse quality of service.

FQ10 What is your view on the expected outperformance estimate of 0.25% at 60%
notional gearing? Do you recommend alternative analysis techniques or do you have
suggested improvements to the analytical files published alongside this consultation?

a) “AR-ER database.xlsx”
b) “Residual outperformance.xlsx”
C) “Simple MAR application model xIsx”

Frontier were engaged by the ENA to review and critigue Ofgem’s calibration of the
outperformance wedge. We have provided a summary of their findings below and would refer
Ofgem to Frontier’s full commentary on the calibration of the outperformance wedge which is
set out in Chapter 4 of their report 112, The report addresses both the conceptual flaws in
Ofgem’s attempt to calibrate the outperformance wedge as well as a detailed critique of the
errors and omissions Ofgem has made in its calculation of the quantum of the adjustment.
Frontier have also corrected and recalculated Ofgem’s workings where possible, however it
should be noted that due to a number of shortcomings in the data inputs and methodology of
preparation and a lack of clarity from Ofgem on its intended purpose it has not been possible
to fully reperform the calculations in the "AR-ER database.xIsx’ in the time available.

Our comments to FQ10 should be read alongside our answer to FQ9, where we set out our
fundamental concerns with Ofgem’s policy of impost a downward adjustment to expected
returns, which is conceptually and practically flawed.

The principle of Ofgem’s approach to rely on past performance to calibrate future
performance is flawed

Ofgem has included price controls dating all the way back to privatisation in its database and
presumably in the histogram they use to support their assertion that past performance implies
“an average [totex] underspend of approximately 7%". However, the purpose of many of the
earlier price controls was to set a fixed revenue alongside very strong incentives that would
provide strong inducement for relatively recently privatised companies to reveal efficiencies as
aggressively as possible. This theydid, in spades, often easily outperforming the price control
(e.g. the database includes 18% outperformance in DPCR2).

Whilst this is a useful reminder of both the power of incentivisation in revealing efficiencies in
the consumer interest and the relative sophistication of the current rate setting process, it
reveals nothing aboutthe level of outperformance an investoror regulator should expectto see
in RIO-2. It is interesting to note that Frontier find that “removing DPCR1 to 3 and PCR2002
reduces the mean observed outperformance to 3.7% (based on 160 observations)” 120 from
7%. Although, as Frontier notes, this is not meaningfully more relevant given the other
shortcomings of the dataset which include:

e the inclusion of airports and air traffic control is of limited relevance and highly
misleading. For example, Heathrow has an average revenue form of price control, so

19" Eyrtheranalysis of Ofgem’s proposal to adjust baseline allowed returns” Frontier Economics prepared for
Energy Networks Association, September 2020
120 *Fyrtheranalysis of Ofgem’s proposal to adjust baseline allowed returns” Frontier Economics prepared for
Energy Networks Association, September 2020
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there is a need to control for volumes. However, no attempt has been made to do this,
and so its inclusion in the database undermines Ofgem’s analysis;

¢ the very significant changes between RIIO-1 and RIIO-2 which have not been properly
accounted for in Ofgem’s analysis, which are summarised below and discussed in more
detail in Frontier’s report 121;

¢ the apparent contradiction in Ofgem’s approach of using a one size all adjustment of
25bps, when Ofgem’s Table 26 shows that outperformance can differ depending on the
incentive strength and totex:RAV ratio; and

e the factthatitis possible to set broadly symmetric price controls as Frontier highlight in
their report. In Ofwat’s evidence to the CMA, which is quoted by Frontier it shows it set
allowances so that average outperformance against totex has ranged between —0.2%
and +1.4% between 2005 and 2019.

Ofgem’s totex outperformance database (AR-ER database.xlsx) is poorly thought
through, difficult to follow and its outputs are largely irrelevant to calibrating the
outperformance wedge

Frontier have spent considerable time and resources in reviewing Ofgem’s spreadsheet. Their
findings are that the spreadsheet has very little signposting and in particular it is unclear what
Ofgem have relied on in putting its data together. Some examples of the issues Frontier
identified include:

¢ the inclusion of two highly contradictory sets of water data, one of which seems to “bear
no relation to the evidence submitted by Ofwat to the CMA” 122,

¢ arbitrarily excluding TPCR3, whilst including TPCRL1, 2 and 4. Frontier note that the
inclusion of TPCR 3 would not materially change the result, but it does speak to a lack
of proper quality control over the spreadsheet; and

e numerous hard coded cells which makes it difficult to audit and comment on.

Frontier conclude that the construction of the spreadsheet “falls short of best practice”. It is
concerning that such a spreadsheet is being used by Ofgem in its price control process.
Although our more fundamental concerns are with the conceptual shortcomings of expecting
the past performance of price controls set over a time period when regulation has changed so
radically could ever predict future performance.

Ofgem’s analysis of RIIO-1 performance restated to a RIO-2 basis (Residual
outperformance.xlIsx) contains calculation errors and misses critical differences
between RIIO-1 and RIIO-2, which when corrected show there is “very little prospect of
outperformance in RIIO-2" 123

RIIO-2 is fundamentally a different price control to RIIO-1. It is therefore not reasonable to look
at the performance in RIIO-1 to predict RIIO-2 performance, we therefore have fundamental
concerns with Ofgem’s approach to calibrating the outperformance wedge. However, the ENA
engaged Frontier to review and reperform the calculation in “Residual outperformance.xisx’.

Frontier’s approach was firstly to correct Ofgem’s spreadsheet error which overstates the
outperformance in RIIO-GT1 and then went on to adjust for the numerous differences between
RIIO-1 and RIIO-2 which had not been captured by Ofgem'’s original analysis. Frontier provide

121 “Furtheranalysis of Ofgem’s proposal to adjustbaseline allowed returns” Frontier Economics prepared for
Energy Networks Association, September 2020, section 4.2.2

122 “Eyrtheranalysis of Ofgem’s proposal to adjust baselineallowed returns” Frontier Economics prepared for
Energy Networks Association, September 2020

123 “Furtheranalysis of Ofgem’s proposal to adjustbaseline allowed returns” Frontier Economics prepared for
Energy Networks Association, September 2020

80



NGET response to Ofgem’s RIIO-2 Draft Determination — Finance Annex

an extensive list of the adjustments that are required to complete Ofgem’s restatement
exercise, we summarise the main components below:

e tougher benchmarking of efficiency

e Dbroader application of efficiency challenge and higher assumed productivity
improvements

¢ the historic use of interpolation in the IQI, which is no longer the case, the widespread
use of penalties in the new BPI, and the removal of the opportunity for fast track status

¢ the widespread use of PCDs and UMs and changes to the NARMs regulations, which
all serve to reduce the scope for outperformance

e the marked toughening in approach to calibration of a range of output incentives

e the switching off of some incentives between RIIO-1 and RIIO-2

Frontier find that: “...that there is very little prospect of any outperformance at RIIO-2
(putting to one side the ED sector for which it is far too early to comment on what Ofgem
intends).

In particular, our results show that there is almost no opportunity to deliver totex
outperformance, and this is despite the fact that there are additional changes between RIIO-
1 to RIIO-2 which have not been reflected in our analysis (such as the introduction of NARMs
and PCDs)" 124,

Frontier go on to illustrate, based on work performed for NG and Northern Gas Networks that
neither of NG’s transmission networks or a notional GD network can expect to outperformRIIO-
2 with an expected RORE outperformance of at least —20bps in all three scenarios, they put
the likelihood of NGET and NGG of outperforming by 25bps or more at 1.7% and 12.6%,
respectively. Frontier conclude “This suggests that the outperformance wedge cannot be
applied ex-ante, because in the majority of cases, the outturn performance is likely to be lower
than the point at which the wedge is set”.

More importantly, analysis included in the “Unachievable allowed equity return” section of the
summary narrative of thisdocument shows thatinvestors cannot expectto achieve the allowed
equity return in RIIO-2. Therefore, to assume that investors expect 25bps of outperformance
is flawed and does not take into account the nature of the RIIO-2 framework.

Ofgem’s use of MAR evidence does not recognise the uncertainty inherentin thistype
of evidence

We do not agree that MAR evidence supports the calibration of the outperformance wedge.
The use of MAR evidence is highly judgmental, as recognised by CEPA themselves in their
report for Ofgem 125> and also on a number of occasions by the CMA (see our response to
answer FQ8 and Appendix 1 on cross-checks to cost of equity). It is also unclear to us how
CEPA have performed their analysis which is contradicted by recent sell side estimates of
trading premia for National Grid.

The uncertainties in calculating and interpreting MAR data have beenrecognised by, amongst
others, the authors of the UKRN reports, the CMA and CEPA:

e UKRN cost of capital study (2018): “What is evident from this analysis is transaction
premia alone do not provide sufficient evidence to make inferences about the cost of
equity. Different drivers of outperformance are at play and multiple combinations of
various drivers can explain observed premia. In addition, the role of expected

124 “Eurther analysis of Ofgem’s proposal to adjust baselineallowed returns” Frontier Economics prepared for
Energy Networks Association, September 2020
125 “RI10-2: Use of Market Evidence” CEPA for Ofgem, 9 July 2020
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outperformance means that the premia may result from unobserved investor
assumptions that may be considered unrealistic or optimistic but are nevertheless the
reality behind the premia” 126,

e The CMA and its predecessor, the Competition Commission (CC), have considered
MARSs in the context of previous regulatory appeals. This regulatory precedent (set out
and considered in Oxera’s report for the ENA 127) recognises the significant
uncertainties associated with interpreting MARs.

e CEPA themselves recognise the practical challenges of using MAR evidence under the
chapter heading “There are considerable practical challenges in directly inferring the
underlying cost of equity using MAR evidence” 128,

The source of uncertainty in interpretation of MAR arise from a number of different sources.
These include:

e Analysts and investors have limited information. Therefore, Ofgem may find that an
observation of a MAR above one reassures them about the calibration of the
outperformance wedge but investors views may change over time as more information
is available as companies report performance in RIIO-2.

e Oxera’s report for the ENA 12° shows that analysts fundamentally disagree with the
sources of MAR in the listed water sector. Which highlights the relatively limited
information analysis have at their disposal and the difficulty in performing a
disaggregation of the MAR. There is no one answer that can be used to make
judgments on price control calibration.

e The MAR does not necessarily tell us any more about investors views of RIIO-2 than it
does about RIIO-3, or subsequent price controls. It is a very imprecise and opaque tool
for testing the calibration of any particular price control.

Both Ofgem’s DD and CEPA's report include two versions of the MAR calculation, one using
the market value of debt and one using the book value of debt. Ofgem describes the market
value of debtapproach as their preferred approach, although provide no explanation to support
their preference. This view appears to be at odds with their consultants who state “use of
market debtvalues creates complications, bothwhen calculatingthe MAR in practice and when
attributing the proportion of an observed premium to RAV that might influence a regulatory
decision... ... MARSs that incorporate a market value of debt may include a component that
reflects the decline in interest rates and does not reflect either expected outperformance or an
expectation of premium allowed returns on equity” 30 and also note that “Using book values of
debtin the MAR calculation instead helps address some of the practical issues with calculating
an MAR using market debt values”.

CEPA have not published the detailed calculations so it is not possible for us to review their
methodology. However, it is at least possible for us to note that CEPA’s observations contradict
that of sell side equity analysts who have published their view of trading premia for NG since
the 9 July. This shows a range of estimates of between +11% and —9%, with an average value
of zero.

126 UKRN (2018), Estimating the cost of capital for implementation of price controls by UK regulators, 6 March, page
177

127 “The costofequity for RIIO-2, Q3 2020 update”, Oxera prepared for Energy Networks Association,
September 2020

128 »R110-2: Use of market evidence”, CEPA, 9 July, page 29

129 s\\hat explains the equity market valuations of listed w ater companies” Oxera prepared for Energy Netw orks
Association, 20 May 2020

130 «RIO-2: Use of Market Evidence” CEPA, 9 July 2020
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Table 11: Recent sell side estimates of NG’s UK trading premia

Trading premia of NG’'s

JERET DELE Regulated businesses
Barclays 13 August 2020 0%
Jefferies 27 July 2020 11%
Soc Gen 16 July 2020 0%
Barclays 9 July 2020 -9%
Credit Suisse 9 July 2020 -1%

The range of estimates from sell-side analysts show the uncertainty inherent in calculating
MAR, even from a group of specialist equity analysts. The variation can arise due to a number
of reasons including the method of disaggregation and in particularly the assumptions required
about valuations of other group assets, the valuation of any provisions to calculate the
enterprise value, and the timing of when the analysisis performed as share price changes have
a material impact on the level of the observed MAR.

FQ11l Whatisyour view on anex-postadjustmentfor baseline equity returns? Is there
an alternative mechanism or implementation approach that you think could better meet
our stated objectives? Do you have specific views on averaging, pooling or suggested
simplifications?

We do not support an ex-post adjustment for baseline equity return (‘the backstop’) as it
represents an additional complexity that creates perverse incentives and reduces the
legitimacy and clarity of the framework. The fact that Ofgem feels the need to introduce the
backstop mechanism at all, shows that Ofgem have little faith in their ability to accurately
calibrate the outperformance wedge. It is worth noting that, somewhat counterintuitively, given
the low level of ODI's available, the backstop adjustmentwill likely be used when actual RIIO-
2 totex is close to Ofgem’s final RIIO-2 allowances.

Our issues with the backstop mechanism are:

¢ |t creates an unnecessary and perverse incentive.
e The additional complexity risks undermining the clarity and legitimacy of the framework.
e There are practical problems of how calibration of the two groups will work in practice.

We do not think there are changes to the mechanism that can avoid these issues and would
instead recommend that the outperformance wedge itself is removed from the framework, as
per our response to FQO9.

It creates an unnecessary and perverse incentive

Conceptually, the backstop introduces a perverse incentive to overspend against allowances
where networks expect average RoRE over RIIO-2 to be less than 25bps belowthe expected
return. Ofgem have diluted the impact of this perverse incentive by calculating average
performance across two groups (electricity transmissionand gas). However, Frontier's analysis
shows that “the ex-post mechanism has the potential to reduce incentives by up to 33% in the
electricity group and up to 20% in the gas group”!3l, They go on to state “Given that this
perverse incentive would be layered on top of weakened incentives to outperform, this is a
material and concerning impact. This effect would apply across all operational incentives (cost
and ODI, but not debt and tax), since it operates at that level”.

131 “The costofequity for RIIO-2, Q3 2020 update”, Oxera prepared for Energy Networks Association,
September 2020
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Theadditional complexity risks underminingtheclarityandlegitimacy of the framework

Ofgemintends to assess the need and value of any potential backstop adjustment across two
groups, electricity transmission networks and gas networks. Within each of these groups there
should be ‘winners’ and ‘losers’ with some companies achieving a return above the allowed
cost of equity and others below the allowed cost of equity. Where the average of these
outcomes is below the expected return a positive adjustment to all companies will be made of
up to 25bps.

However, from the perspective of the consumer, they will potentially observe the ‘winners’ of a
group, who achieve a return above that of the expected return would be provided an additional
‘bonus’ paymentwhich appearsto arise asthe result of the poor performance of other networks
within their group, rather than the fact that the outperformance wedge was unnecessary (or at
least incorrectly calibrated).

The complexity created by the backstop mechanisms will further undermine the simplicity,
clarity and legitimacy of networks performance as it is reported in RIIO-2.

There are practical problems of how calibration of the two groups will work in practice

Within each of the two groups across which performance will be calibrated there are further
issues that may arise.

If a minority of businesses within the group (one or more) are calibrated differently to the rest
in the group this will distort the outcome, on average, across the group. This could lead to a
splitin performance, which is particularly likely in the gas sector where you have transmission
and distribution business which have seen very different outcomes with respect to BPI and
sharing factors, for example. Depending on where the average performance of the group
outturns (i.e. greater than or less than the expected return), this could either fail to provide an
adjustment to protect the shareholders of the lower performing group or over-remunerate the
more strongly performing group, increasing costs to consumers.

Within the electricity transmission group, the NGET business is much larger than the other two
networks. A simple average of performance is proposed, presumably to avoid the average
performance being almost entirely derived from, in the case of electricity transmission, NGET.
However, this creates a situation where relatively modest levels of underperformance by value
in SHET and SPT could lead to the simple average of the group return being below the
expected return. Any ex-post adjustment would then be applied across not only SHET and
SPT’s RAV but also the NGET'’s much larger RAV at significant cost to consumers.
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Financeability questions

FQ12 Do you agree with our approach to assessing financeability?

Overview

The overall price control framework must, at its most fundamental level, demonstrably fulfi
Ofgem’s statutory duty to ensure networks are able to finance licensed activities whilst having
regard to the interests of both current and future consumers. 1t is in the consumers’ interest
that we fulfil our financing duties as efficiently as possible. This keeps financing costs lowand
is bestachieved by maintaining a strong creditrating and providing confidence to investors that
their investment is secure. Despite this, Ofgem’s proposals provide neither and the way in
which financeability has been assessed raises several concerns:

i)

ii)

Misleading financeability ratios: The financeability ratios quoted in the RIIO-2 Dratft
Determinations — Finance Annex are misleading and cannot be relied upon because
the inputs to the financial model used to generate the ratios are inconsistent with the
totex package proposed within the DD documents. On a like for like basis, the NGET
baseline totex value within the financial model is £221m higher than that quoted in the
documents. Both the totextotal and the categorisation show discrepancies limiting the
extent to which financeability tests can be relied upon to provide a meaningful
assessment of the networks’ financial position.

Inconsistency with rating agency methodologies: The methodologies underpinning
the financeability ratio calculations are inconsistent with those employed by ratings
agencies. The cashflows in Ofgem’s model assume 25bps of outperformance from day
1 of RIIO-2. Rating agencies would not factor in any outperformance until there is a
track record in any price control period. This 25bps is also assumed to provide the
equivalent in-year cash uplift as 25bps equity return which will not be the case. In
contrast, Ofgem has excluded the cash impact of the BPI penalty yet this is definite,
and it is clear from the current formulation a notional Transmission company would
attract a penalty.

Inadequate totex stress testing: The totex scenarios used to stress test financeability
are inconsistent with the Government’s net zero ambitions. Ofgem test an illustrative
case with only £4.7bn totex across the RIIO-2 period. This is far below the potential
£10bn to £13bn totex which could be required to putthe UK on the pathway to meet the
net zero commitments and only 75% of our five-year equivalent expenditure in RIIO-1.
When the higher totex levels are assessed, it is clear that the DD means we do not
have the required financial capacity to support the transition to a low carbon economy
as credit metrics drop below Baal thresholds.

Equity financeability not assessed: Equity risk and return implied by the DD is out of
balance. Under Ofgem’s package equity investors will bear additional risk for totex
uncertainty and downward skewed incentivisation in exchange for returns which are
lower than ever. Equity investors are remunerated through current dividend yield and
future growth in assets but neither Ofgem’s baseline or illustrative scenarios deliver a
combined dividend and growth prospect for equity investors which reflects this risk. With
notional dividends of 3%, lower than FTSE100 outturns of 4% and utility sector yields
of 5%, and a baseline RAV reduction of 2.7%in real terms, Ofgemhas been complacent
in its approach to financeability by failing to give due consideration to the needsof equity
investors. Ofgem’s assessment focuses onthe debtinvestor and fails to recognise that
if the investment proposition is not sufficiently attractive, shareholders will choose to
reallocate capital elsewhere or to regulated utilities in other jurisdictions, resulting in a
failure to raise the necessary finance, both in RIIO-2 and subsequent periods.
Cashflow delays from UMs are not factored in: Ofgem fails to identify or assess the
financeability impact of the cashflow risk arising due to the time delay between spend
and revenue recovery. Ofgem’s financeability assessment is based onthe premise that
allowances recognition is fully aligned with investment. This is not the case for funding
delivered through uncertainty mechanisms where there is a delay in allowance
recognition until an output is delivered or Ofgem issue a determination which could be
up to seven years. Failure to recognise this time delay, particularly when Ofgem’s
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proposed framework relies heavily on funding through uncertainty mechanisms,
excludes a significant cash flow risk from the assessment which materially misstates
the financeability of the network.

Even before these concerns are rectified in the assessment, Ofgem identifies financeability
constraints at their original notional gearing. The financeability assessment is a cross check to
the allowed return, soin this situation Ofgemshould first assess whether they have set allowed
return correctly giventhe judgementsinvolved. Thisis notto say that returns must be artificially
increased if there are financeability concerns. Instead, given the judgements involved with
determining allowed equity return in particular, a financeability issue should give regulators
pause for thoughtinthe judgementsthey have made in the return calculation and whether they
have appropriately balanced evidence. As our response sets out elsewhere, there are errors
in the allowed return estimation which would improve financeability when adjusted. However,
Ofgem does not consider that the primary drivers of limited financial flexibility are regulatory
judgment and methodological changes in setting allowed returns and instead reduces the
notional gearing to 55%. This boosts short term credit metrics but masks an underlying higher
level of investor risk than is assumed by the DD allowed return. This change to the capital
structure has not been justified, is unsustainable and assumes equity investors want to invest
at low return levels.

Overall our conclusion is that the financeability assessment as set out in DD is significantly
weakened and cannotyet be relied upon as an effective cross check of the financial framework.
We show the impact on, and have restated, the ratios in our response for these concerns. The
resulting assessment shows the DD cashflows are not consistentwith Baal/ BBB+ thresholds.
This means the DD is a framework which does not provide adequate resilience to absorb
macroeconomic shocks and would not enable delivery of outcomes our stakeholders have told
us are important to them.

We have engaged Ofgem on our concermns since the DD publication and will work with them to
resolve the issues. We have set outremedies thatwould helpincluding anincrease in baseline
funding, use of more ex-ante uncertainty mechanisms, and applying forecasting of outputs for
reopeners. We understand there will be changes for Final Determinations. We urge Ofgem to
ensure all the issues are rectified to ensure stakeholder needs can be met and are not
constrained by the RIIO-2 framework.

Remedies required:

e Assess financeability using a totex scenario that is consistent with delivery of net zero
requirements
0 Assess the totex from potentially contestable projects in the financeability and
base return assessments.
¢ Undertake a financeability assessment which aligns to rating agency methodologies
and factors in delays between spend and revenue under uncertainty mechanisms.
e Provide ex ante allowances for uncertainty mechanisms and apply forecasting of
outputs for allowances subject to reopeners.
0 Include £0.7bn of NOA triggered investment in the FD baseline
0 Assess drivers for additional ex-ante uncertainty mechanism allowances
e Focus efforts on the development of the Competitively Appointed TO (CATO) model,
as the only proposed model that can deliver the benefits of genuine competition for
consumers
o Reflectthe FTSE100 and utility sector benchmarks for dividend yield assumptions used
in the financeability assessment

Methodology and interpretation
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In our business plan, we set out the principles we adopted in developing our approach to
assessing financeability. Whilst Ofgem has carried out a more detailed and transparent
assessment than in previous price controls it is not always aligned with our principles which
are key in producing to an outcome aligned to consumers’ interests. In the following section,
we re-iterate our principles and provide an assessmentas to howwell Ofgem’s approach aligns
with them.

Focus on notional company

Assess financeability for a notionally efficient company with a
capital structure consistent with that used to determine the WACC.
This ensures the company and its shareholders bear the risk of the
capital structure, not customers.

Ofgem’s assessment is focused on the notional company noting that “actual company
financeability issues are notnecessarily for Ofgemto address”. Whilst we agree that the onus
for ensuring financeability of the actual company lies with the networks, this can only be
assured with a regulatory framework which delivers a financeable notional company.

As part of this, it is key that the regulator identifies realistically what the notional firm can
achieve with respect to cost and incentive outcomes given the price control parameters.
Instead, Ofgem assumes a level of cost and incentives performance which is not achievable.
Uncertain cashflow from the outperformance wedge is included in the assessment, whilst at
the same time the cashflowimpact of the BPI penalty is excluded.

Cashflow impacts from the BPI penalty must form part of the notional company assessment
because it is clear from the current BPI formulation that the notional transmission company
would attract a penalty. All transmission companies have received penalties and the nature of
Ofgem’s definition of uncertain cost is weighted against transmission companies as they have
no direct comparators.

Ofgem’s notional assessment relies upon these assumptions to achieve Baal / BBB+
thresholds. Notwithstanding our disagreement with the justification for the BPI penalty and the
outperformance wedge concept, the assumed cashflowtrajectory is not achievable:

o Offsetting the BPI penalty requires totex savings of c£170m, an additional 5% of
efficiencies against a baseline which already includes unprecedented efficiency
reductions (in reality this £170m would have to all be in 2022/2023 as BPI is currently
assumed to all hit in year 1, equating to 18% of the baseline totexin that year).

e If the outperformance wedge is assumed delivered by totex savings then this would
require an additional 5% of totex savings on top.

e Delivering ODI performance in line with the 22bps outperformance wedge is not
possible. The maximum upside in Ofgem’s RORE analysis shows an ODI package
which can deliver 24bps at best and so it follows that metrics cannot be supported by
cashflows which in practice are not achievable.

Work undertaken by Frontier Economics 132 on the expected RoRE from the DD, shows these
assumptions are not tenable in reality under the DD framework. Their analysis shows an
expected outcome of zero totex outperformance and 4bps underperformance from ODIs. This
is not enough to offset the impact one of the BPI or outperformance wedge impacts let alone
both. This is before the higher than ever challenge at the start of the RIIO-1 period from
unprecedented, unjustified efficiencies and RIIO-1 clawback are included.

Attractive debtand equity investor package

132 “potential performance in RIIO-T2”, Frontier Economics, August 2020
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Financeability assessments should capture the ability to efficiently
finance investments through both debt and equity to build a
sustainable financial structure.

Ofgem has been complacent in its approach to financeability by not giving due consideration
to the needs of equity investors. Oxera’s latest report on the Asset risk premium — Debt risk
premium differential 133 (ARP — DRP), sets out how this metric provides an evaluation of equity
financeability, showing that the cost of equity is too low compared to contemporaneous
evidence.

Ofgem’s assessment focuses on the debt investor and fails to recognise that if the investment
proposition is not sufficiently attractive, shareholders will reallocate capital elsewhere, resulting
in a failure to raise the necessary finance or an increase in the relevant costs, both in RIIO-2
and subsequent periods.

Our business plan provided extensive evidence to explain why a stable, sufficient dividend
policy (such as 5% of the equity RAV in line with utility sector averages on the FTSE) is
important to investors, yet Ofgem has not responded to our proposals with any sector-based
evidence. Instead, they use flawed FTSE100 data, which is not reflective of historical or
forecast yields for the FTSE100 of 4% let alone the utility sector, as justification for a dividend
yield of 3%. Ofgem then cites this along with future growth in assets as a reasonable investor
proposition. This is despite Ofgem’s own baseline assessment showing negative underlying
asset growth for our networks.

Our investors expect a fair deal which provides the opportunity to earn a return equal to the
investment’s cost of capital. This is especially important when credit metrics are expected to
be constrained and shareholders are being asked to inject new equity. A shareholder investing
in the company would not find it acceptable to be rewarded with a package which consists of
a base return thatis too low to reflect the risks of running a transmission network combined
with an incentives framework which provides limited opportunity to earn incremental returns.
Analysis set out in the summary narrative under “Unachievable allowed equity returns” shows
that the DD is not a fair deal and produces a high risk, lowreturn framework where an investor
cannot expect to achieve allowed equity return. This does not recognise the critical role that
investors take in delivering stakeholder requirements.

Target a strong credit rating

Use a target credit rating of Baal/BBB+ to ensure financial
resilience and consistency with the indexused to set regulatory cost
of debt allowances

Ofgem has been explicit that it is targeting an implied credit rating two notches above
investment grade (i.e. Baal/BBB+), consistent with our own approach. We welcome this
transparency and agree that targeting a Baal/BBB+ credit rating for the notional company
enables access to an efficient cost of debt and can ensure that we are appropriately resilient
to future financial shocks, which is important given our role as owners and operators of critical
national infrastructure.

Consider arange of debt metrics based on rating agency methodologies

133 « Asset risk premiumrelative to debt risk premium” Oxera prepared for Energy Networks Association,
September 2020
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Follow methodologies and focus on key metrics used by credit
ratings agencies to aid transparency and consistency

Ofgem’s financeability tests need to replicate rating agency methodologies as closely as
possible to ensure Ofgem’s assessment is consistent with the implied credit level from the
viewpoint of the ratings’ agencies. Without this alignment, networks risk being deemed
financeable on a theoretical basis by Ofgem but not in practice by the rating agencies,
increasing financing costs for consumers. However, clear gaps in approach are evident in the
DD.

Ofgem’s approach understates the financeability challengeimplied by the DD throughinclusion
of the outperformance wedge, not only because assumed incentives performance is not
credible (as covered in the Focus on notional company section above) but also because
Ofgem’s modelling assumes that 22bps performance will give the equivalent credit metric
benefit of 22bps of base return. In practice this will not be the case meaning Ofgem’s
financeability assessment is showing too positive a position.

To illustrate this, the below graph shows the Funds from Operations (FFO) benefit for differing
sources of performance/return factoring in lags in revenue timing. The blue line shows the
FFO benefit if the 22bps comes from returns. Only performance based fully on incentives gets
to this line, and then only in the last three years given the revenue lag. This position is
exacerbated if we were to assume the 22bps was achieved through totex or capex
performance.

Figure 12 Impact of 22bps outperformance

Impact on FFQO of 22bps out-performance from differing sources
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This issue is notwithstanding the fact that the notional company should actually be financeable
without the need to rely on assumed outperformance. This aligns with the methodology credit
rating agencies’ will use to undertake their assessment. Moody's have referred to the scope of
outperformance being limited by low powered incentives in transmission and challenging cost
allowances 134, meaning they will notinclude any outperformance in their modelling until a track

134 Regulated Energy Networks — UK; RIIO-2 proposals support sector’s business risk profile, but legitimacy in
greater focus, Moody’s Investors Service, 3 August 2020
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record has been established. It is therefore more credible to assume financeability without
assuming any performance.

Ofgem has opted for what they referto as “...an in-the-round assessment that targets each
notional company being judged as broadly of comfortable investment grade credit quality” 135,
They do not consider falling below a particular level in one single metric should be an indicator
of whether an entity is financeable or not. This ignores the importance rating agencies place
on core metrics, the outcome for which often dominate their decisions. For Moody’s the key
core metric in regard to RIIO-2 is the Adjusted Interest Cover Ratio (AICR) metric and for
Standard and Poors it is the Funds from Operations over Net Debt (FFO / Net Debt) metric.

Nor does Ofgem target credit metric results with a buffer against minimum thresholds. The
result of setting a price control with notional cashflows that only just reach this threshold is that
it increases the risk that rating agencies could place the company on negative watch or
downgrade it when event driven risks that the business cannot control outturn. For example,
we (and many economic commentators) expect increased volatility in the macroeconomic
environment driven by economic events such as Brexit and the COVID-19 lockdown. Taking
the recent experience with COVID, we have seen numerous downgrades and negative
outlooks on companies that had little or no headroom in their metrics to absorb the increased
financial pressure.

To effectively support financial resilience a buffer above the minimum credit rating thresholds
must be included in the financeability assessment. We propose this threshold is set at 1.45 for
AICR and 9.5% for FFO/net debt, the equivalent of additional cashflows of E11mp.a. Thisis
based on the range we have experienced in our metrics during RIIO-1 and consistency with
the stress tests we have used to assess financial resilience. Targeting above the minimum
threshold provides headroomto absorb downside risks equivalentto a 1% decrease in the gilts
rate or a ~0.2% increase in inflation.

Financeability Analysis

In this section, we use the approach we have outlined to highlight where differencesin Ofgem’s
assessment raise concerns around their financeability conclusions. These concerns are
captured under the following headings:

e The financeability ratios quoted in the RIIO-2 Draft Determinations — Finance
Annex are misleading and cannot be relied upon

e Ofgem have failed to reflect credible totex scenarios in the financeability assessment
which are consistent with the Government’s net zero ambitions

e Wholesale use of UMs to manage uncertainty creates a significant cashflowrisk and in
practice will reduce network agility and responsiveness

e Forecasting of outputs improves financeability but only if re-openers are in scope

e Gearing has been incorrectly used as a financial lever to improve financeability
concerns arising from a return which has been set too low

e The framework offers limited financial resilience for the network to respond to energy
transition in a volatile economic environment
Ofgem’s package does not give due consideration to the needs of equity investors

e There are potential remedies that can help maintain debt and equity financeability

135 R110-2 Draft Determinations — Finance Annex, Ofgem, 9 July 2020, para 5.21
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The financeabilityratios quoted in theRIO-2 Draft Determinations — Finance
Annex are misleading and cannot be relied upon.

We have identified a number of errors when analysing the credit metrics from the published
financial model, which are either errors of fact or errors of methodology and policy. Starting
with the errors of fact:

i) The baseline and illustrative UM totex scenarios do not align with those quoted within the
Draft Determination documents

We understand the rationale for excluding RPEs in the DD documents to make them more
comparable with company submitted plans, and agree it is appropriate to include for modelling
of revenues, but there are a number of material variances highlighted in Table 12 which have
an impact on the financial metrics presented in DD documents.

Table 12 Comparison of baseline totex values

Cost category ET2 Licence Model Natior_1a_| Variance
o (RPEs emoved or Transmisson

18/19 price base Table 14 data) (Table 14)

Load related 380.6 891.0 -510.4
expenditure

Non-load related 1328.5 744.1 584.4
expenditure

Non-operational capex | 175.4 175.4 -
Network operating 350.1 549.0 -198.9
costs

Indirect costs 604.5 1062.1 -457.6
Other costs 713.2 158.0 555.2
Efficiency challenge N/A -248.0 248.0
Total 3552.3 3331.6 220.7

i) Hinkley allowances have been categorised incorrectly and included twice

Revenue streams relating to Hinkley have been included in both the non totex pass through
revenues and within uncertainty mechanism totex allowances. Whilst this doesn’t impact the
financial metrics, as pass through revenues will be offset with an equal cost, it is an error which
without correction will lead to consumers being charged too much. In terms of the appropriate
treatment, as these allowances have nowbeen determined by Ofgem we see no reason as to
why they should not be included within the baseline. On that basis, we consider the baseline
plan to consist of:

o £3.3bn, totexvalues as per DD documents
e £0.3bn, RPEs
e £0.4bn, Hinkley baseline totex allowances

Which totals £4bn 136,

1% \We note thatthe treatment of £0.2bn allowances for Visual Impact Provision (VIP) which are due to be
determined by Ofgemin RIIO-1 but are due to be spent in RIIO-2 is unclear. Thesecould be considered part of
the baselinefor RIIO-2 to make it £4.2bn but for purposes ofthis document we use £4bndueto the lack of
clarity.
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Turning to errors of methodology and policy:

iil) Ofgemrelies on assumed cost and incentives performance to support financial metrics

It is not credible to include expected cashflows from the outperformance wedge or exclude BPI
impacts, when assessing financeability. Ofgem’s approach implicitly assumes networks can
drive incremental service improvements whilst spending less than their totex allowances for
the purposes of the financeability assessment. It is inconsistent with credit rating agency
methodologies who expect a track record to be established within the price control period
before performance can be taken into account. It would be inappropriate therefore to conclude
that a financial package is acceptable based on a notional view of how rating agencies might
view a regulated network only to find that a very different methodology is applied in practice.

Correcting for both errors of fact and judgment for assessment of the baseline plan shows that
AICR has been misstated in Ofgem’s analysis and should on average be 0.2 lower across the
period, but significantly so in the first year when AICR falls belowthe Baal/BBB+ threshold by
not taking into consideration the BPI penalty.

Figure 13: AICRre-stated to correcterrors of fact and methodology

AICR for Baseline totex correcting for outperformance wedge and BPI

2.0
1.8
o 1.6 -
E ----__-_*.qﬁﬂs.'fﬂﬂﬂﬁ-
1.4 ‘...oooo
1.2
Ofgem baseline = £3.7bn totex
Others = £4.0bn totex
1.0
FY22 FY23 FY24 FY25 FY26
Ofgem Baseline = Corrected Totex

=== Exc Qutperformance Wedge eseessInc BPI

92



NGET response to Ofgem’s RIIO-2 Draft Determination — Finance Annex

Table 13: key metrics based on baseline totex (E4bn)and Ofgem’s package excluding
incentives performance and including BPI

T1 Fnal

Quantitative Metrics

Proposals
Dividend Yield
Dividend Cover

Indicated rating from

Moody's Grid ik 85k

Core Metrics

AICR B i o o 7 Vi
o Net Debt / RAV WW%{W%Z

The AICR in the first year of RIIO-1 falls well below the Baal minimum threshold. Although,
the AICR recovers for the remainder of the RIIO-2 period, it must be remembered that this is
for a baseline totex which is significantly below the scenario we expect to outturn and which
certainly does not supportnet zero investment.

iv) Ofgem’s capitalisation rate policy will drive unintended consequences and increase volatility
in revenues

We are supportive of a capitalisation policy that equalises incentives but is also based on
companies’ business plans so is closely aligned with actual opex / capex split. We have
concerns that Ofgem’s policy is too restrictive in attempting to achieve these outcomes and is
not balanced appropriately with transparency and stability of revenues. Our proposed policy
of a single fixed capitalisation rate provides a better balance of these objectives whilst ensuring
equalisation of incentives. We provide further details in our responsesto Q23 and Q24 but for
the following analysis we will adopt a capitalisation rate policy in line with our proposals.

v) The financeability modelling of the £556m RIIO-T1 allowance clawback inappropriately
assumes spend can be reduced to the same level

We have set out our position of fundamental disagreement with regards to the clawback of
RIIO-T1 allowances in our summary narrative. Notwithstanding this, Ofgem’s decision to use
the RIIO-T2 price control to clawback this funding has brought this adjustment into the scope
of the RIIO-T2 financeability assessment.

In its approach, Ofgem has reduced allowances to reflect the clawback but then carries on to
assume that spend will be in line with those allowances, and in doing so, omit a significantlevel
of expenditure which we fully expect to incur. There is no suggestion that NGET should not
spend the spend the money during the RIIO-T2 period as doing so would risk the reliability and
resilience of the network.
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Figure 14: Impact of RIIO-1 allowance clawback on RIIO-2 AICR
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For the purpose of the financeability assessment we assume that the clawback adjustment is
also reflected in spend but consider the impact of this approach in artificially supporting
financial metrics further in our sensitivity analysis.

From here on, our financeability analysis will correct for these errors (with the exception of the
RIIO-T1 allowance clawback) and be based on:

A baseline totex plan consistent with Draft Determination documents (£4.0bn);
Exclusion of cashflows from the outperformance wedge;

Inclusion of the impacts of BPI penalty;

A single fixed capitalisation rate policy set on baseline funding.

Ofgem has failed to reflect credible totex scenarios in the financeability assessment
which are consistent with the Government’s net zero ambitions

Ofgem has assessed the financial package using a baseline which is ~50% lower than our
business plan and an illustrative capex scenario which is only £0.7bn higher than their
proposed baseline (of which £0.2bn relates to RIIO-1 funded VIP work), to test the financial
resilience of the network. These are not credible scenarios to stress test the impacts of
alternative funded totex levels. The illustrative totex figure is only 75% of our five-year
equivalent RIIO-1 expenditure and is not consistent with reaching a pathway to deliver net zero.

Before any Final Determinations uplift, outcomes ranging up to £9.6bn need to be assessed to
test both the financeability of the package and our ability to support net zero outcomes.
Elsewhere in our response we give evidence for why £3bn of efficiency and volume reductions
in DD are flawed. Reversing these would require a scenario of up to £12.6bnto be assessed.

The DD baseline is based onthe Common Energy Scenario which is not consistent with putting
the UK on the pathway to net zero. The drivers for totex levels above this which would be
consistent with net zero are outlined in Figure 15 below (starting at Ofgem’s baseline of £4bn
plus £0.2bn of RIIO-T1 funded VIP capex).

94



NGET response to Ofgem’s RIIO-2 Draft Determination — Finance Annex

Figure 15: Drivers of totex above Ofgem’s baseline
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The additionaltotexsubjectto UMs of over £5bn s driven by external factors such as customer
connection volumes, cyber security requirements and the ESO’s NOA process (e.g. the Large
Onshore Transmission (LOTI) investments including the Eastern Link and related pre-
construction costs).

We have defined more appropriate DD scenarios to stress test financeability in the table below
with the totex profile shown in the accompanying graph. As can be seen, even Ofgem’s
illustrative UM case is lower than our minimum investment plan, which in turn is lower than the
five-year equivalent of RIIO-1 totex.

Figure 16. Alternative totex scenarios for RIIO-2
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Credible Scenario Net zero scenario which includeshigh generation and demand driversfrom latest FES forecasts
£8.7bn and the delivery of the Eastern Linkproject

Credible Scenario +
Potentially contestable

£9.6bn

With no competitionmodel we need to assess capacity to deliver additional potential contestable
projects

Assessment on these scenarios shows the extent to which financial metrics have been
overstated using Ofgem’s scenarios, assuming that revenue is received in the same year as
expenditure:
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Figure 17: AICR trends for alternative funded totex scenarios
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Whilst cashflows could be considered consistentwith Baal/BBB+ with our view of the minimum
totex plan (i.e. baseline + UM at £5.8bn) there is no headroom in the metrics to ensure
financeability in likely scenarios where funded totex outturns higher - scenarios consistent with
the Government’s net zero ambitions. In fact, if the credible scenario (£8.7bn totex) was to
outturn would mean that the network is always below minimum thresholds and therefore likely
to be downgraded. This position is further exacerbated when we include additional potential
contestable schemes (£9.6bn totex). More broadly however, this position is overly optimistic
as spend and revenue are assumed to be in the same year and no funding delays from UM
design have been assumed.

Our analysis concludes that providing sufficient financial capacity to remain responsive and
proactive to changesin how the network is used is key in effectively managing a changing
energy landscape, yet Ofgem’s proposals do not provide that capacity risking our ability to
support energy transition.

Wholesale use of UMs to manage uncertainty creates a significant cashflow risk and in
practice will reduce network agility and responsiveness

From DD, itis clear that Ofgem’s approach to managing uncertainty has been to move funding
which historically would have been provided through an upfront ex-ante allowance to an
uncertainty mechanism which determines allowances during the price control. Whilst there are
benefits for a more flexible and adaptive type of regulation to respond to uncertainty, for this
approach to be effective will require the regulatory framework to be agile and respond quickly
if we are to avoid delays to investment in essential infrastructure. However, the design of the
proposed mechanisms does not provide this agility and responsiveness given the size of the
potential UM triggered totex of over £5bn.

Under the current RIIO-1 framework, outputs and therefore allowances and revenues are
adjusted in the year of delivery through volume driver mechanisms or only when allowances
are determined at re-opener windows for specified types of investment.
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Table 14 Totex investment and timing of revenue recovery mechanisms for £8.7bn totex
scenario under RIIO-1 framework

FY22| Fv23| FY24| FY25| FY26 Total

Baseline Spend / Ex ante allowance 660
Medium Sized
) Spend
Investment Projects
Reopener
submission
Revenue in Yr 4 per
DD - two
year lag to
funding
Precon Spend 286 195 8 0 0
Post RIIO-2
Revenue assessment
per DD
Other re-openers Spend 286 349 370 436 433
Revenues
Assume updated
FY24 through
Revenue
re-opener allowance
submission determination
of £1875m
Volume drivers Spend
Revenue
(based on two year lagin 87 328 500
allowances)
Totex spend summary
-funded in line with spend delay in funding -spend at risk, prior to funding determination

Note

() This is based on current forecasts of expenditure w hich could change in the period — for example the next
NOA is the firstthat willcompletely reflect the drivers of net zero.

(i)  Prior to determination of allow ances, revenues are based on the difference betw een allow ances and spend
after application of the Totex Incentive Mechanism.

Factoring in the time lags between investment and revenue recovery shows that spend in line
with the credible scenario (£8.7bn totex) means the network falls to Baa3 throughout much of
the period and further to sub investment when we factor in competition. A significant kick-up
then happens in the final year when mechanisms do allow revenue recovery, creating huge
volatility in revenues and therefore customer charges.
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Figure 18 AICR trend including gap between spend and revenue under uncertainty
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Table 15: Moody’s Grid outcomes including gap between spend and revenue under
uncertainty mechanisms

Moody's Grid

Baseline + UMs
Credible
Credible + Comp

The profile of AICR and Moody’s Grid outcomes indicate that supporting net zero requirements
means our cashflows would not be consistent with Baal/BBB+. Ofgemhas proposed in Section
6, Financial Resilience of the Finance Annex, to introduce additional reporting requirements for
licensees who fall below a Baa2/BBB rating and are on negative outlook and for those below
Baa2/BBB irrespective of whether they are on negative outlook. These include submission of
published rating reports and a financial resilience planto the regulator. We are therefore likely
to immediately trigger the additional reporting requirements around financial resilience
measures as the network falls to Baa2 and lower.

Approximately £3bn cash (based on spend at risk and spend with delayed funding) is required
to fund investmentin the first four years of RIIO-2 without revenues to support the costs of
financing, significantly increasing the risk of lending to the company. Whilst rating agencies
may look through timing to an extent, there is the added risk of Ofgem disallowing investment
thathas been carried outin good faith as we now see a more ex-postinterventionist framework
which risks networks being held to impossible standards of perfect foresight.

Without further framework changes our analysis shows that we do not have the financial
capacity to fund net zero investment ahead of secured funding, deterring investment and
increasing the risk that assets are not available when required.

Forecasting of outputsimproves financeability but only if re-openers are in scope

Recognising the cashflow risk from a delay in funding received through uncertainty
mechanisms, we are supportive of Ofgem’s proposal to include a forecastingmechanismwhich
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allows revenue to be calculated on an expected output position. Allowing timing of spend and
revenue to be more closely aligned improves financeability and the AICR profile. However, as
can be seen from the outcomes of Moody’s Grid and the AICR trajectory, the network is still
unable to finance net zero requirements without falling belowtarget investment grades:

Figure 19: AICR trend showing impact forecasting of outputs could have on the metrics
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Table 16: Moody’s Grid outcomes including impacts of forecasting of outputs

Moody's Grid T2

Baseline + UMs

Credible /"‘f
Credible + Comp %’/é

A

However, the above graph does not represent the forecasting of outputs proposal in DD and
the cashflows shown are too optimistic. Even with forecasting of outputs, the ability to close
any credit metric gaps created from revenue timing is dependent on the type of mechanism
funding the totex. Ofgem’s proposal is to restrict the scope to forecasting of outputs covered
by volume driver UMs, however due to their limited use within the framework, in practice this
would only allow forecasting of generation and demand connection output changes. In the
credible scenario this only accounts for £1.6bn of the circa £5bn of allowances triggered by
UMs. With this relatively low proportion of spend, the mechanism becomes virtually redundant
and the ability to mitigate against significant financeability constraints over the period is limited.
As can be seen in the graph below, this position is indistinguishable from that where we have
no mechanismto forecast outputs.
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Figure 20: AICR trend showing impact forecasting of outputs excluding re-openers has
on the metrics
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To be effective in addressing credit metric gaps, forecasting of re-opener allowances must be
included within the scope of the mechanism. For the benefit to impact within the first two years
of RIIO-2 period, reporting changes need to be made for the last RIIO-1 Regulatory Reporting
Pack (RRP). We would advocate these further improvements.

More generally, we welcome framework changes which allow revenues to be more closely
linked to output delivery. It reduces volatility of revenue and charges for our customers whilst
somewhat mitigating the spend at risk. However, this approach must not be used as an
alternative to setting an appropriately calibrated financial package. Even with application of
forecasting of outputs, we see from the profile that gaps cannot be mitigated entirely and a
constraint at the start of the price control remains which should be addressed through a
package which funds work required both efficiently and fairly.

Gearing has been incorrectly used as a financial lever to improve financeability
concernsarising fromareturnwhich has been set too low

The purpose of the financeability assessment is to act as a cross check that the financial
package has been appropriately calibrated. When on application financial resilience is
insufficient, aregulator should first assess whether they have set allowed return correctly given
the judgements involved. This is not to say that returns must be artificially increased if there
are financeability concerns. Instead, given the judgements involved with determining allowed
equity return in particular, a financeability issue should give regulators pause for thought in the
judgements made in the return calculation and whether evidence has been appropriately
balanced. As our response sets out elsewhere, there are errors in the allowed return estimation
which would improve financeability when adjusted.

Ofgeminstead seems to substitute this step with a reduction in gearing to enable cashflows to
support short term credit metrics despite being inconsistent with how the weighted average
cost of capital has been calculated. We have used 55% gearing throughout our analysis but
use the graph and Moody’s Grid outcomes below to demonstrate howa change in gearing is
being used as a lever to support financial metrics.
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Figure 21: Impact of 60%notional gearing based on cost equal allowance assumption
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Table 17: Moody’'s Grid outcomes based on 55%and 60% notional gearing
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Ofgem argue that a lower gearing is consistent with market benchmarks. However, this is
inconsistent with our own analysis which shows that even at 60%, gearing is lower than the
utility peer group (as shown in FQ13). We appreciate notional levels have been set lower in
past price controls, but this has only been considered appropriate for companies undergoing
significant RAV growth or where the risk profile of the network has decreased. With this
framework, on the contrary our risk profile has increased.and even with a credible net zero
scenario we expect RAV growth to only be ~2% in real terms, lower than was assumed for
RIIO-T1 when a 60% notional gearing was still considered appropriate. We outline further
detail in our response to FQ13 with regards to Ofgem’s approach to setting notional gearing.

The framework offers limited financial resilience for the network to respond to energy
transition in a volatile economic environment

So far in this response, we have focused on stress testing financeability with different totex
scenarios and gaps between spend and revenue. There are equally sensitivities around
economic factors that need to be considered.

Even with the use of gearing as a financeability lever, and assuming a best-case scenario
where spend equals allowances, our analysis shows with the minimum totex plan (i.e. baseline
+ UM at £5.8bn) we do not have the headroom to absorb any cost over runs or expected
increased volatility in the macroeconomic environment driven by economic events such as
Brexit and the COVID-19 lockdown. Figure 22 below shows the AICR metric trajectory under
sensitivities of a 1% reduction in gilts, 1% increase in CPlinflation and 0.5% drop in the wedge
between RPI and CPL.
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Figure 22: macroeconomic sensitivity analysis to assess implications against baseline
+ UM plan (£5.8bn)
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The financial package is particularly sensitive to movementin the macroeconomic environment
where a 1% change in the inflation rate means AICR deteriorates to the BaaZ2 threshold for
much of the period. It is lower still when we assess the implications against a more credible
totex plan where just a 1% drop in the gilts rate drops the network belowthe target threshold.

Figure 23: macroeconomic sensitivity analysis to assess implications against credible
scenario (£8.7bn)
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We note Ofgem has concerns with our approach for our inflation stress test. Ofgem in its
application assumes the majority of nominal debt in the notional company has been
contractually fixed and will not change in either outturn inflation or inflation expectations.
However, in doing so Ofgem underestimates the correlation between the fixed rate for new
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debtand inflation and minimises the risk created by the mismatch between earning arealreturn
in revenues and incurring costs which are typically linked to inflation.

We appreciate thatindexing the price control provides protection against general price inflation
but it is unlikely that we can absorb all of the risk, and certainly not immediately, therefore
headroomin the metrics is still required to be able to ensure ongoing resilience of the network.

To assess the impacts of plausible cost over runs we first consider the implications of DD on
the baseline plan. Volume reductions in Asset Health mean the baseline plan is well below the
investment required to maintain network reliability, even before cost efficiencies and RIIO-T1
clawback reductions are taken into account. It is not plausible to assume we don’t need to
spend the money in RIIO-2 and maintain licence conditions. Even assuming a minimum
additional spend of ~E1.5bn as a cost overrun in our sensitivity analysis results in a decrease
in AICR well belowthe Baal/BBB+ threshold with the only revenue received based on 39% of
any overspend as a result of the totex incentive mechanism. In reality, additional investment
required to avoid major problems and to run a network in line with stakeholder endorsed
outcomes is significantly in excess of this figure.

Figure 24. cost overrun sensitivity analysis to assess implications against baseline +
UM plan (£5.8bn)
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Investing at minimum requirements, AICR and Moody’s Grid falls to Baa2 for much of the
period, providing only one notch of headroom above investment grade with a drop to sub
investmentin Year 1.

Table 18: Moody’s Grid impact of cost overrun sensitivity analysis against baseline +
UM plan (£5.8bn)

Moody's Grid T2

Min Investment Requirements

+10% Totex
+20% Totex

This demonstrates the network has limited financial capacity to maintain even BAU activities,
before even considering net zero investment, funding delays, macroeconomic shocks and
further cost pressures.
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Ofgem’s package does not give due consideration to the needs of equity investors

Ofgem’s focus on debt investors fails to consider the investor proposition despite the need for
additional equity injections to align gearing to what has been deemed notionally efficient. While
debtinvestorstypically focus on credit metrics, equity investors focus on dividends and growth.
Our business plan provided extensive evidence to explain why a stable dividend policy is
importantto our investors. A5%dividendyield isin line with investor expectations and historical
and forecast utility sector yields but Ofgem’s package cannot support this level of return to
shareholders.

The graph below shows that even for the baseline + UMs case (£5.8bn totex) AICR falls below
the target threshold when based on a 5% dividend yield, falling further when assessed against
our credible totex scenario (£8.7bn totex).

Figure 25: 5%dividend yield assessment for baseline + UM and credible totex scenarios
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Ofgem agrees with us that shareholder value is a combination of dividend yield and RAV
growth, but for the baseline + UMs case (£5.8bn totex) underlying RAV growth is negative in
real terms and even in our credible scenario (£8.7bn totex) RAV growth is far lower than seen
over RIIO-T1.
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Figure 26: Real RAV Growth for baseline + UM and credible totex scenarios compared
to RIIO-T1 average
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This means that dividends will be even more important to shareholders than they have been,
yet Ofgem’'s assessment only factors in a dividend yield of 3%. This is below the average
dividend yield of the utility sector of 5% since 2009 and even below the average yield of the
FTSE 100 which is 4% since 2009.

Ofgem states that its 3% dividend yield assumption is based on the FTSE 100 yield. However,
there is no evidence for this statement, and we have been unable to re-create these figures.
The chart below contains dividend yield data from Bloomberg and shows that the “next twelve-
month” dividend yield expectation and “last 12 months” yields average 4% pa. There is only
one period in the last 11 years where the yield for the FTSE 100 was 3% which was during the
early part of the last decade. In every other year and month, the figures have been above
Ofgem’s assumption.

Figure 27: Historical FTSE 100 dividend yields
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More fundamentally, the minimum equity investors should expect from a price control is to be
ableto achieve the allowed equity return. However, as we set outin the “Unachievable allowed
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equity return” section of the Summary narrative at the start of thisdocument, thisis not possible
for RIIO-2. We would have to deliver an unprecedented 40% saving in allowed totex to achieve
the allowed equity return given the level of downside added by the DD at the start of the RIIO-
2 period.

There are potential remedies that can help maintain debt financeability

There are remedies that could help this position. We have already set out above that the use
of forecasting of outputs for reopeners would close some of the cashflow risk. In addition,
Ofgem have set the baseline funding on the Common Energy Scenario and moved multiple
investments out of baseline funding into the scope of in period UMs. The level of potential
investment required and delay between spend and funding under the UMs creates cashflow
risk that can be reduced by increasing the baseline funding for costs subject to UMs.

For many of the UMs, the need for a level of expenditure has been established by processes
such as the ESO’s NOA or external assessment of resilience requirements. Analysis of the
latest NOA published in January 2020, shows we will need to undertake investment of at least
an additional £0.7bn above the Common Energy Scenario in RIIO-2 for projects to increase
energy flows across the country and pre-construction works on larger reinforcement projects.
This expenditure needs to form part of baseline funding in FD.

Analysing the latest Forecast Energy Scenarios (FES) from the ESO and the number of
connection requests over the last six months, shows that incremental generation and demand
connections to the DD baseline will also be required. Separately, there are also resilience and
reliability projects which would be subject to reopeners in the period which Ofgem moved from
baseline to UM in the DD. This additional expenditure is more variable than the NOA
investments but given the potential for even higher investments due to net zero drivers, a
balanced view of probabilities suggests some of this should form part of the FD baseline to aid
financeability concerns.

These solutions would not address all the issues, but they would close a substantial proportion
of the cashflow gap. The remainder would be closed by taking a more balanced assessment
of the allowed equity return evidence. Additionally, from an equity perspective, Ofgem need to
reflect the higher dividend yields based on FTSE100 and utility sector benchmarks in the
financeability assessment and ensure that the allowed equity return is achievable.

FQ13 Do you agree with our approach to determining notional gearing for each
notional company?

We agree with the use of 60% as the notional gearing to calculate the underlying WACC for
However, we do not agree with Ofgem’s test which adjusts notional gearing to address
financeability concerns through achieving a presupposed level of financial headroom and
therefore question the proposal to reduce gearing to 55% solely to resolve financeability
issues. Ofgemshould not make this gearing reduction without first robustly testing judgements
in other parts of the financial framework such as the allowed equity return.

Notional gearing assumption of 60%

Ofgem uses an initial notional gearing value of 60%. Ofgem’s gearing test (set out on page
108) suggests that notional gearing should then move up or down depending only on the level
of headroom within credit metric analysis. Whilst financeability is a cross check to the WACC
levels set out in the price control, it is not the sole determinant of an efficient level of gearing.
The concept of market data benchmarks is referenced in the test and potentially bounds any
movements. However, the source data and reference points for these benchmarks are not
specified creating significant uncertainty over the thresholds that Ofgem would consider
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appropriate. There are limits to howlarge a change in gearing should and can be made in any
company, notional or not and it would be beneficial for Ofgem to set out where it sees the
bounds for the energy sector.

Precedent from previous price controls is important when considering gearing. To change
notional gearing significantly from one price control to the next suggests there is instability in
the financial framework which should be avoided. Practically, large swings (more than 5%) in
notional gearing would signify fundamental shifts in the risk or nature of the underlying
businesswhich is not a characteristic either debt or equity investors would expect from energy
network companies which invest in long-term assets and strategies in a stable regulatory
environment.

In RIIO-1, the notional gearing of NGET was set at 60% by Ofgem. This was lower than the
gearing of distribution companies (gas and electricity) and gas transmission. This maintained
the long-held viewthat Transmission is higher risk as a sector than Distribution and therefore
required a higher equity proportion of funding, particularly when coupled with the setting of the
notional gearing for the two Scottish TOs at 55%.

A notional gearing of 60% also remains within the range exhibited in market data which shows
energy networks and broader utilities have financial structures which are geared between 60%
and 80% on a RAV basis, the higher end of this spectrum tending to apply to companies who
are on negative outlook or who have been subject to downgrades. It is noteworthy that no
utility in this summary has a gearing below 60%.

Figure 28: Regulatory gearing and credit rating outlook across the Gas Distribution,
Transmission and Water sectors
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Note: Gas Distribution and Water sector gearing taken from Moody’s sector reports, NGG and NGET gearing taken
from March 2019 stats, adjusted for dividend payments made in July 2019.

Although we are comfortable with using 60% notional gearing to set the underlying WACC for
NGET, the move to 60% notional gearing for all sectors should be considered with some
caution. Marginal movements from one price control to another are not necessarily an issue
as long as the costs of change are funded. The question that more arises from this change
however is whether the previous difference between transmission and distribution companies
should be maintained.

There is still evidence that the risk differential between the distribution and transmission
sectors exists. We set this out in response to FQ6. We note that determining notional gearing
levels is not an exact science but there does not seem to be much evidence for aligning the
risk and therefore gearing of the two sectors.
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Adjustment to 55% notional gearing

Ofgem reduces NGET’s notional gearing from the initial working assumption of 60% to 55%
based on financeability concerns. We discuss our views on the broader financeability
assessment performed by Ofgem in response to question FQ12. We concentrate in this
response specifically on the change in gearing.

If a gearing change is used to maintain financeability, it must be questioned whether this is
actually about finding an efficient notional financing structure or whether this cashflow risk
should be reflected in higher equity return (or indeed, could it require an adjustment to both).
This is particularly important in RIIO-2 given the lower returns. Is now the right time to reduce
gearing to push more risk onto the equity investor at a time when returns proposed are lower
than ever?

The financeability assessment is a cross check to the allowed return, so where financeability
concerns exist, a regulator should first assess whether they have set allowed return correctly.
This is not to say that returns must be artificially increased if there are financeability concemns.
Instead, given the judgements involved, with determining allowed equity return in particular, a
financeability issue should give regulators pausefor thoughtin the judgements they have made
in the return calculation and whether they have appropriately balanced the evidence. As our
response sets out elsewhere, there are errorsin the allowed return estimation which would
improve financeability when adjusted. However, Ofgem does not consider that the primary
drivers of limited financial flexibility are regulatory judgment and methodological changes in
setting allowed returns.

Once judgments in estimating return have been tested for robustness, wider financial policies
such as those for regulatory depreciation and capitalisation rates should also be considered.
These also involve judgement in implementation and changes here may make a difference to
the credit metrics.

If a financeability concern persists after both returns and broader financial policies have been
tested, then it may be justified to consider marginal changes to the notional gearing. We would
expect these to be limited to +/-5% from the gearing used to calculate the allowed WACC. ltis
more difficult to ensure integrity of adjusting the WACC for different gearing levels from larger
differences.

There is a real-world test required for reducing gearing for financeability purposes. Such a
reduction requires either an injection of equity or a buyback of debt (or a combination of both).
We set out in response to question FQ1 that the re-purchase of long-dated debt in the market
is expensive, particularly at the moment given most issuances were based on higher interest
rates in place several years ago. Equity issuance with incurrence of associated costs will likely
be the more economical approach. However, asking shareholders for more equity is not
undertaken lightly by any management group. It requires a strong business case for the
investors to buy into in terms of future growth or a pressing need to solve a short-termissue
which comes with future recompense.

In the case of NGET, there is minimal future growth in RIIO-2. We have set out in our response
to FQ12 that using the proposed baseline DD totex there is negative RAV growth in real terms.
Only at the credible totex scenario of £8.7bn would we start to see growth in the RAV in RIIO-
2 butarate lower than RIIO-1. However, RAV growth would not be viewed in isolation, investors
would expect to couple this with an adequate dividend yield to recompense investors. This is
not the case with Ofgem’s 3% notional assumption which is below both the utility sector yield
of 5% and the FTSE100 yield of 4%.

Based on all this, we are not convinced that NGET’s notional gearing should be reduced to
55%. The adjustmentis made to boost short term credit metrics, but it masks an underlying
higher level of investor risk than is assumed by the DD allowed return. Properly testing the
judgements made in allowed equity return would resultin a higher estimation which would likely
resolve the risks to achieving Baal / BBB+ thresholds at 60% gearing.
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Ofgem argue that a lower gearing is consistent with market benchmarks. However, this is
inconsistent with our own analysis which shows that even at 60%, gearing is lower than the
average of the utility peer group (see figure 28 above). We appreciate notional levels have
been set lower in past price controls, but this has only been considered appropriate for
companies undergoing significant RAV growth.

Application of alternative notional gearing levels

Notwithstanding our disagreement with the reduction in gearing, if reducing gearing is settled
on as the optimal solution to solve financeability concerns, Ofgem must ensure the rest of the
financial framework is consistent with this assumption. On this basis, we welcome the funding
of equity issuance costs which accompany the reductionin gearing. As previously noted, debt
buy backs would be more expensive than equity issuance at this pointin time so the 5% costs
of raising equity is the minimum cost that must be funded to enable the change.

A reduction in notional gearing to 55% also interacts with the application of the Tax Clawback
mechanism to NGET. This mechanism recovers the tax benefit from network companies with
actual gearing (as opposed to notional) company more than 5% above the notional gearing
assumption, thus dis-incentivising higher risk capital structures with materially greater
proportions of debt than the notional company. Ofgem proposes to retain this mechanism from
the RIIO-T1 framework but to reduce notional gearing levels used for the clawback test
gradually over the price control period (from 65% at the start to 60% at the end of RIIO-2 for
NGET).

We welcome this approach and agree that given the relatively long-term nature of the debt
used by licensees to support their activities it is appropriate for a phased transition of the
clawback threshold to be implemented. We would however go further in our proposal to Ofgem.

Ofgem state that the risk of setting an incorrect capital structure is for the companies to hold
rather than pass onto consumers. This is why the concept of a notional company is used in
setting WACC and testing financeability. The risk with an overly precise Tax Clawback is that
it could constrain the flexibility of companies to set their financial structure resulting in future
increases in financing costs.

By the end of RIIO-2, the clawback mechanism would bite at 60% gearing. This is the
underlying gearing that was used to estimate the DD WACC and the lowest figure in market
benchmarks. This seems to be overly restrictive.

We can see rating and legitimacy benefits from having the Tax Clawback mechanism in place
so we would not want to remove it at this stage. However, we would suggest that the notional
gearing levels used for the test remain at 65%, in line with the figures in RIIO-1 and in line with
those of other companies whose notional gearing will be set at 60% for RIIO-2.

FQ14 Do youhave anyevidencethatwould suggestwe should consideradjusting
our notional company financing assumptions due to the impact of COVID-19?

The COVID-19 pandemic has created additional risks that need to be assessed and taken
into account when setting allowed returns and when assessing financeability. The items we
draw Ofgem’s attention to are the impact on investor’'s expected market return from
investors and the impact on asset betas. We will also continue to monitor and assess the
framework and cashflow risks of COVID-19 as the situation develops over the coming
months.
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Impact on investor’s expected market return from investors

The impact of COVID-19 on investment manager forecasts has already been noted in our
response to question FQ8 above. Recent long-term capital market assumptions from
investment managers (supported by comments from the Bank of England) since the
pandemic outbreak show that in their view the required returns on equity in the UK (i.e.
TMR) are currently considered to have increased significantly as a result of the COVID-19
outbreak. The implication is that the return on equity for network companies calculated via
the CAPM will have increased correspondingly.

Ofgem have proposed use of investment manager forecasts as a cross-check both in the
SSMD andin DD, and on this basis Ofgem should take account of these recent much higher
forecasts than older, out-of-date publications from investment managers. However, we
consider TMR is better seen as a long-term measure estimated from properly calculated
long-run average returns (cross-checked to properly formulated DDM estimates), and so
would not necessarily advocate attaching too much weight to these recent forecast values
made across a relatively short time window at this stage. It is also possible that these
investment manager views may revertto pre-pandemiclevels in the coming months or year.
However, what the updated forecasts in recent months do demonstrate is that there is a
heightened risk of low confidence, significant volatility and uncertainty in financial markets
over the months ahead. It is highly likely that the future path of the outbreak will remain
uncertain for some months if not years, and therefore in the light of Ofgem’s financing duty,
as a minimum the potential for markedly higher required returns on equities (TMR) as
indicated by these recent forecasts needsto be recognised by Ofgem when setting alloned
returns for RIO-T2.

Impact on asset beta estimates

Whilst it is still not clear whether the market impacts of COVID-19 are temporary or mark a
structural break there are a number of observations that can be made about the market
impacts.

Theimpact of COVID19 which has seen utilities react more like cyclicals relative to previous
crises where utilities have been seen as safe-haven assets. This time safe haven assets
appear to be tech stocks. This has led to beta estimates for utilities in UK, EU and US to
increase, with the most marked increases being in the US. Frontier note that “The precise
drivers of this change are of course unknown, butthey may include a perception that utilities
may be at greater risk of bad debtin the present climate should the economy slow and there
be pronounced job losses.” 137

It is therefore clear that the impact of COVID19 is different from that for previous crises, such
as the GFC, in that utilities are notseen as a safe haven assets. However, the more significant

increase in US asset betas has impacted the NG decomposition analysis. Frontier conclude:

“Itis clear from the table that the US companies in our sample are the most affected by a large
jump in beta estimates due to COVID19. This has an important bearing on our NG
decomposition results, as we rely on a robust estimate for the US activities to decompose our
NG beta. We therefore cautionthe direct use of the latest result in this particular estimate, and

defer our attention more to the pre-COVID19 period” 138

137 “Estimating beta for RIIO-2”, Frontier Economics, September 2020, Section 5.2
138 “Estimating beta for RIIO-2”, Frontier Economics, September 2020, Section 5.2
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Corporation tax questions
FQ15 Do you agree withour proposal to pursue Option A?

We agree the proposal to pursue Option A, subject to our comments below on the additional
protections. A notional tax allowance has worked well in RIIO-1 and it is important to retain an
incentive for licensees to manage their tax affairs efficiently and to appropriately negotiate with
HMRC.

In addition, we welcome the suggestion in 10.6 of the RIIO-2 Draft Determinations — Core
Document that incentives will be funded post tax but request Ofgem explicitly confirms that tax
on all incentive income earned by licensees will be fully funded for the RIIO-2 period.

FQ16 Do you agree with our proposals to roll forward capital allowance balances and
to make allocation and allowance rates Variable Values in the RIIO-2 PCFM?

Roll forward of capital allowance balances

We recommend that pool balances are reset to actual at the beginning of RIIO-2 as this is
consistent with the approach adopted for RIIO-1 and will ensure that the notional measure of
capital allowances for RIIO-2 better reflects the actual capital allowances that we expect to
receive. It will also ensure a consistency with the approach being taken for the ESO.

Changing the basis for setting opening pool balances between price controls will create
permanentdifferences in capital allowances over the life of an asset, potentially disadvantaging
customers and licensees both within this and future price controls.

Re-setting the opening pool balances to actual in accordance with the intention set outin RIIO-
1 139will also help eliminate reconciliation differences between notional and actual tax costs.

Variable valuesin the RIIO-2 PCFM

We agree in principle with the proposal to make allocation and allowance rates variables within
the RIIO-2 PCFM as this should help eliminate reconciliation differences between notional and
actual tax costs. However, given the CT600 will not be available when the Annual lteration
Process is completed for the preceding regulatory year, we note that with respect to capital
allowance pool allocation rates there will effectively be a three year time lag to actual CT600
pool allocations being reflected in the revenues received (e.g. actual pool allocations for FY22
will only be reflected in the PCFM in FY24, which in turn will impact the Adjustment amount
collected in FY25). As result the financial impact of adjusting to actual pool allocations will only
impact the final 2 years of the RIIO-2 period, with the remaining adjustments falling into periods
beyond RIIO-2. In light of this, consideration needs to be given as to whether the practical
application of allowing variable pool allocation rates achieves Ofgem’s aims in this area and
whether an alternative approach is more appropriate and efficient for both Ofgem and
Licensee’s.

Such an approach could be for a capital allowance true up for material differences only at the
end ofthe price control. To provide protectionfor customersthe TaxReviewwould allow Ofgem
a mechanism to investigate material differences between notional and actual capital
allowances within the RIIO-2 period and update the PCFM if appropriate in period4°.

We would also welcome further guidance on when allocations should be updated, that is, the
trigger that would need to be met for allocation rates to be updated. We also request clarity on
when allocations should be updated, for instance, to better correlate to the CT600, would

139 https://www.ofgem.gov.uk/ofgem-publications/53602/4riiot1fpfinancedecl2.pdf (para 6.27)

149 Our CT600 capitalallowance claims are based on a review of individual projects and, as such, are notdriven
froma regulatory asset class categorisation. If poolbalances were reset to actualand if allocation %s were
updated onatwo-year lag basis to better correlateto allocations in the CT600, we would still expect there to be
some level of reconciliation difference between the notionaland actual capital allowance measures.

111


https://www.ofgem.gov.uk/ofgem-publications/53602/4riiot1fpfinancedec12.pdf

NGET Response to Ofgem’s RIIO-2 Draft Determination — Finance Annex

Ofgem want allocations updated on a two year lag so that the allocation rates for the FY22
year will be submitted in the November 2023 and so on.

We note that intangible assets have not been separated out within the PCFM. As previously
flagged, intangible assets are not allocated to capital allowances pools and instead taxrelief is
given for the amount amortised through the account’s amortisation charge. Intangible assets
are typically amortised, and hence relief is given for tax purposes, over a shorter period than
would be the case through any capital allowance pool. As well as potentially disadvantaging
customers, it creates another variance between actual tax and notional tax and, hence, a
residual tax difference in the Tax Reconciliation.

To ensure the tax allowance is more reflective of a Licensee’s actual tax charge and to reduce
reconciliation differences, we recommend that an additional “intangible assets pool” is added
to the PCFM. This could be set up with a variable value amortisation rate so that Licensees
can reflect the mix of amortisation rates that should be applied. We would be happy to work
with Ofgem to incorporate this into the new PCFM model.

In the absence of such a pool we request that Ofgem provides guidance as to how intangible
assets should be treated within the PCFM (i.e. which capital allowance pool these should be
allocated to).

FQ17 Do you agree with the proposed additional protections? In particular:

a) do you have anyviews on a materiality threshold for the tax reconciliation?
Do you think that the "deadband" used in RIIO-1is an appropriate threshold
touse?

We agree that a materiality threshold should be incorporatedinto the taxreconciliation process
to allow for immaterial unexplained differences.

We also agree that the deadband is an appropriate measure for the materiality threshold as it
reflects the relative size of the business being undertaken.

As noted below, in orderto better link the tax reconciliation processto the TaxReview process,
we recommend that the materiality threshold adopted for the Tax Reconciliation process is
similarly adopted for the first trigger condition under the Tax Review.

b) Do you have anyviews on our proposals to retainthe Tax Trigger and
Tax Clawback mechanisms from RIIO-17?

We support the retention of a Tax Trigger for those items that cannot be incorporated as
variable values with the Annual lteration Process, including specifically what under RIIO-1 are
referred to as the Type B taxtrigger events. This is important in ensuring that a mechanismis
retained to address changes in tax legislation or accounting practice that materially impact on
a Licensee’s actual tax liability.

In relation to the Tax Clawback mechanism, whilst noting that this is proposed to be retained
from RIIO-1 we would request that the policy objectives and rational underpinning the Tax
Clawback be revisited as part of the wider RIIO-2 package. At the very least, given the
relatively long-term nature of the debt used by Licensees to support their activities, it is
appropriate to adopt Ofgem’s proposal for the notional gearing levels used for the gearing level
test to be gradually reduced over the period of the price control.

We refer you to our response to FQ13 where, notwithstanding our concerns over the proposed
reduction in NGET’s notional gearing, we set out our views onthe interaction between notional
gearing and the Tax Clawback mechanism threshold.

To summarise our response to FQ13, we can see rating and legitimacy benefits from having
the Tax Clawback mechanism in place so we would not want to remove it at this stage.
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However, under Ofgem’s proposals, by the end of RIIO-2, the clawback mechanism would bite
at 60% gearing. This is the underlying gearing that was used to estimate the DD WACC and
the lowest figure in market benchmarks. This seems to be overly restrictive. We suggest that
the notional gearing levels used for the test remain at 65%, in line with the figures in RIIO-1
and in line with those of other companies whose notional gearing will be set at 60% for RIIO-
2. This mitigates the risk of an overly precise Tax Clawback that could constrain the flexibility
of companies to set their financial structure resulting in future increases in financing costs.

C) Do you have anyviews onthe proposed process for the Tax Review?
In our view, a Tax Review should only be triggered where:

i. itis proportionateto do so; and

ii. Ofgem’s ability to trigger a review shouldn’t be so open ended as to leave the Licensee
unsure several years after the end of the accounting period as to whether a review will be
opened.

The first proposed trigger event is where there are material, unexplained differences between
the notional allowance and actual tax costs, which have not been adequately addressed in the
commentary to the reconciliation.

To satisfy a proportionality requirement, it is important that an appropriate materiality threshold
is included.

As a minimum, this should be the same as that proposed for the Tax Reconciliation. It would
be odd if an unexplained variance was sufficiently small to be an acceptable, unexplained
difference for Tax Reconciliation purposes but sufficiently large to be capable of triggering a
Tax Review.

As material unexplained differences will be reviewed as part of the annual tax reconciliation
process, we recommend that Ofgem’s ability to trigger a Tax Review based on this first trigger
lapses on or around the closing out of the Tax Reconciliation process.

The second proposed trigger event is where Ofgem is notified of a valid concern by the
licensee, any other licensee or other stakeholders.

It is not clear what Ofgem are looking to tackle here that wouldn't be picked up under the first
trigger or potentially through the proposed Board Assurance Statement. If this is a general
whistle-blower type trigger, we would ask that Ofgem clarify who “other stakeholders’
potentially include.

To ensure the second trigger isn’t entirely open ended and to give licensees certainty as to
whether they may be subject to a re-opener whilst potentially in full compliance with their
statutory and regulatory tax obligations, we recommend that Ofgem consider amending the
trigger so notification is required within 24 months of the end of the relevant accounting period.

The third proposed trigger event is where a licensee undergoes a change in ownership, or a
material change in circumstances that is likely to affect their tax costs.

Again, it is not clear to us what additional benefit thistrigger gives Ofgemover and above either
the first reconciliation trigger or potentially the tax clawback mechanism.

If Ofgem consider the trigger is necessary, as it is based on the occurrence of an event, our
main concern here again is to ensure that the trigger is not open ended such that a licensee is
potentially subject to a retrospective review several years or more after the trigger event. As
such, we would recommend that Ofgem’s ability to trigger a tax review based on this third
trigger lapses 24 months after the end of the accounting periodin which the trigger event occurs
within (which we additionally note would be after the reconciliation cycle for that period).
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d) Do you have any views on the proposed board assurance
statement?

We have submitted drafting recommendations on the proposed Board Assurance Statement
through the Licence Drafting Working Group and, as such, we refer you to our comments
included within the Issues Log in relation to the Board Assurance Statement.

Drafting recommendations aside, our key comment is on timing. As noted in the Finance
Annex, due to the timing of CT600 submissions, a tax reconciliation will need to be performed
with a one-year lag (i.e. a reconciliation for the 2021/22 year will be submitted by companies
in July 2023).

The Board Assurance Statement, as currently drafted, asks for a certification for the preceding
regulatory year to be provided no later than 31 July. The CT600 will not have been submitted
by this point so the Board Assurance Statement will need to be completed on the same one-
year time lag required for the Tax Reconciliation process.

The Board Assurance Statement also requests copies of the Senior Accounting Officer
submissions. It is not clear to use what value these will provide to Ofgem patrticularly as the
DAG requirements already cover the licensees' internal assurance processes and controls
which is essentially whatthe SAO certification covers. As such, the requirement to submit SAO
certificates should be removed.

Return adjustment mechanism questions

FQ18 Do you agree with our proposal to introduce a symmetrical RAMs mechanism as
described above?

We are supportive in principle of Ofgem’s proposal for a symmetrical return adjustment
mechanism (RAM). Having a clearly defined mechanism that adjusts returns outside of
anticipated range at time of setting control, whether due to changes in external factors or
undetected error or information asymmetry benefits both consumers and networks. A
symmetrical mechanism meets Ofgem’s stated intent for this mechanism to protect against
unexpected returns, which can be either upside or downside in nature.

FQ19 Do you agree with our proposal to introduce a single threshold level of 300 basis
points either side of the baseline allowed return on equity?

We are supportive of the proposed single RORE threshold level, as it meets the principle of
simple upfrontdesign of mechanismthatwill avoid perverse incentives on networks. We agree
that 300bps represents a reasonable threshold in balancing the risks of consumers paying too
much or too little for networks, with the need to allow a range of network returns so that well
performing networks are differentiated from less well performing networks.

In line with our previous responses to Sector Specific Methodology we are supportive of the
threshold being applied to RORE excluding tax and financial performance as this is closer to a
measure of true operational performance in which networks and consumers would expect to
share the risk and reward. It is not in the best interests of consumers to bear the risk of
financing and tax performance.

Notwithstanding our position that an outperformance wedge adjustment shouldnot be included
in the calculation of CoE, Ofgem should centre the threshold on the unadjusted base cost of
equity to avoid interactions with performance wedge adjustments.
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We support the retention of risk/reward sharing outside of the RORE threshold as this retains
incentivisation on networks to continue to act to mitigate downside risks to the benefit of
consumers. The proposed 50% adjustment meets the criteria of transparency and seems
reasonably calibrated.

The threshold for returns adjustments should allow for differentiation of performance across
networks and remain effective in protecting consumers and networks for unexpected events
that lead to unanticipated returns.

We agree that, under the proposedpackage, the proposed 300bps thresholdwould be unlikely
to be triggered based on anticipated performance. Ofgem’s modelled maximum and minimum
RORE ranges fall between +170bps and -200bps and therefore the proposed threshold would
not interaction with TIM and ODI incentives enabling differentiation of performance across
network companies

However, elsewhere in our response we raise concerns aboutthe overall balance of package
put forward by Ofgem and how it limits incentivisation, particularly in the Transmission sector,
and illustrate this by comparison with the recent PR19 determination for the water sector.
Expected returns for the PR19 deal range between +335bps to -581 bps (based on expected
Totexand ODI performance). We have proposed that Ofgem remedy the low incentivisation,
which should give rise to a higher RORE range, comparable to the water sector. This should
not necessitate a change to the RAMranges.

FQ20 Do you have anyother comments on our proposals for RAMs in RIIO-2?

We are supportive of Ofgem’s proposal to implement RAM assessment following RIIO-2
closeout. An annual or pre-close out process would likely be based on an incorrect view of
performance without appropriate adjustments to RoRE for timing differences and other
enduring value adjustments. Making the returns adjustment assessment following the close
out of RIIO-2 issuesreducesthisrisk, although there may stillbe some items thatdistort RORE.
To maintain the transparency of this mechanism Ofgem should use licence drafting process to
consult with networks on a clearly defined process for the operation of this mechanism.

FQ21 Do you agree withour proposal to implement CPIH inflation?

We support the proposal to move from RPI to a consumer price based index (either CPI or
CPIH), understanding that RPI has been subject to criticism from some parties in recentyears
and that this places pressure on the regulator to seek an alternative index from a legitimacy
point of view. However, as Ofgem has previously noted, it remains the case that any change
in inflation measure should be NPV neutral from an investor’s perspective when seen over the
long-term.

In DD, Ofgem said (at paragraphs 9.2 to 9.3) that in our Business Plans NGET and NGG
propose CPIH rather than CPI as a basis for RIIO-2. However, our business plans did not
actually specifically consider whether CPI or CPIH would be the preferredindex, although we
did note that if future price controls starting with RIIO-2 are to be linked to CPIH, as Ofgem
have proposed, an estimate of expected future CPIH inflation will be needed when setting the
price control, for example when deflating the iBoxx index when setting the cost of debt, and in
estimating the RFR. As there are still no widely accepted reputable values of expected future
CPIH, the nominal iBoxx index values will need to be deflated using values that are based on
the expected level of future CPI, although the CPI values used should be adjusted to take
account of the anticipated difference between CPI and CPIH. We are not, though, aware of
any reputable or widely accepted values of the difference between CPI and CPIH either,
suggesting it will be difficult to set RIIO-2 on a basis relative to CPIH in a rigorously defensible
way. Ofgem appear to be relying simply on being able to make the assumption that CPIH will
not systematically be higher or lower than CPI.
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In considering objectively whether the price control should be set relative to CPI or CPIH, an
important factor to consider is which index is favoured by financiers and the government as
this will impact on both the understanding and acceptance of the index. Although CPIH may
be the official inflation target, the more favoured indexin financial markets is CPI, although this
may change for future rounds of price controls after RIIO-2.

As noted above, Ofgem’'s proposalsinthe DD rely on an implicit assumption that CPland CPIH
will, on average be equal. This creates furtherrisk and uncertainty, as CPl and CPIH are not
generally equal, and differentials can persist for many months or years. This issue arises in
many elements of the proposed price control. Ofgem are in substance proposing a CPI linked
price control in many respects (e.g. the elements of the WACC), but a CPIH-linked controlin
others (e.g. RAV indexation), where this mismatch obviously createsrisk. Consistent with our
past consultation responses, therefore, we remain of the view that it would be better, simpler
and more transparent to use CPI throughout, i.e. to set and index price controls to CPI rather
than CPIH untilsuch time as CPIH is more firmly established inthe economy, for example, until
there are reliable CPIH forecasts, and until CPIH-referenced financial instruments have
become well-established in the market.

In relation to what CPI forecasts should be assumed when setting the price control, these CPI
values should, in the interests of transparency, be based on independent published values,
such as from the OBR.

The transition to CPIH accelerates cashflows in the short-term which temporarily supports
financial metrics in the RIIO-2 and RIIO-3 periods. As noted above, the transition is required
to be NPV neutral from an investor perspective. Therefore, the initial positive movement in
cashflows from the inflation transition will subsequently show a negative variance. As a resul,
the use of CPIH transition which supports Ofgem’s proposed package for RIIO-2 will have a
detrimental impact on the long-term sustainability of the network.

FQ22 Do you agreewith our proposals, including the policy alignmentfor GT and GD,
and to recover backlog depreciation for GT RAV additions (2002 to 2021) over 20 years
from the start of RIIO-2?

We have not responded to this question asitis policy impacting the Gas Transmission network
only.

FQ23 Do you agree with our proposed assumptions for capitalisation rates?

We do not agree with Ofgem’s policy which proposes two annual ex ante capitalisation rates,
one for the spend included in baseline allowances and the second for capex intensive
uncertainty mechanisms (a split capitalisation rate). We also do not agree with setting an
annualrate whichis exactly in line with the related opex/capex mix asimplementedin Ofgem’s
financial model. In addition, we raise a required change to the capitalisation rate for RIIO-2 to
reflect the opex nature of pre-construction costs for Large Onshore Transmission Investment
(LOTI) pre-construction costs.

We appreciate therecould be benefitsin applying a split capitalisation rateto address concerns
over the uncertainty in opex / capex proportions of investment programmes. However, the
approach presupposesthat the opex/ capex proportion of uncertainty mechanism expenditure
can be forecast at the start of the period, despite the inherent high uncertainty in RIIO-2, and
we do not think this approach is appropriate for the RIIO-2 control given related financeability
constraints.

The reason why uncertainty mechanisms have been used extensively in Ofgem’s DD, is there
are inherentuncertaintiesin the level of totex to deliver customer outputsin RIIO-1. This covers
both the level of totex, and the mix between opex and capex activities. The split capitalisation
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approach assumesthe opex/capex mix can be assessed atthe start of the price control before
the uncertainty mechanisms have been triggered, which is not the case. In previous price
controls this may have been easier as the vast majority of mechanisms related to capex
investments, however in RIIO-2 Ofgem have linked opex costs to the uncertainty mechanism
through introducing an opex escalator mechanism. Ofgem has also introduced several ex-post
true ups, the operation of which could well alter the opex / capex mix of our allowances
significantly. In addition, the necessity to treat LOTI pre-construction costs as accounting opex
rather than capexas they were in RIIO-1 adds another uncertainty to the opex/ capex mix of
uncertainty mechanism expenditure in RIO-2.

Separate to thisuncertainty, as we have outlined in our response to FQ12, our financial position
is significantly constrained under Ofgem’s package and we do not have any headroom to fund
totex levels higher than the baseline. Adopting a fixed capitalisation rate with the opex/ capex
split reflective of our baseline allowances will provide a natural financeability hedge against
higher totex levels outturning and give some financial support for short term metrics through
increased revenues when the higher totex scenarios outturn.

Table 19 below shows the revenue impacts of the Baseline + UMs and credible scenario of
totex, using the fixed capitalisation and spit capitalisation policies. This shows higher revenue
under fixed capitalisation, which would give benefit in the short term credit metrics.

Table 19 The impact of a fixed capitalisation rate on revenue, forecasting of outputs
applied

Total Revenue (Em) Fy22 Fy23 Fy24 FY25 FY26
Baseline + Ums Fixed Capitalisation Rate 1846.8 1829.8 1885.3 1732.0 1676.4
Baseline + Ums Split Capitalisation Rate 1727.7 1721.1 1787.9 1659.9 1616.3
Credible Scenario Fixed Capitalisation Rate 1872.6 1920.2 21253 2014.2 2044.7
Credible Scenario Split Capitalisation Rate 1735.2 1756.7 1925.9 1837.2 1849.6

In their financial model, Ofgem use a different capitalisation rate in every year of the plan,
aligning fast/ slow revenue with the opex / capex mix of expenditure in the year. In practice,
this will never happen in any year given the inherent uncertainty and related changes in totex
through the period. An annual capitalisation rate can be useful in addressing uneven capex
profiles to ensure that fast money is directly related to the opex spend in any individual yeatr.
However, setting an annual rate to ensure this alignment creates other issues that far outweigh
any perceived benefits.

An annual rate will inevitably add complexity with different rates adopted for different years.
Furthermore, there are the unintended consequences which could distort network expenditure
decisions by creating the opportunity to time spend (delay or bring forward) to coincide with
years when the rate is beneficial to the network.

In theory, these weaknesses can be addressed by setting the annualrates as an ex-ante value
followed by an ex-posttrue-up adjustment, but this then creates other practical difficulties. The
issue of when and how to adjust the agreed capitalisation rate is complex as the volume and
timing of capexis amended through agreed mechanisms during —and up to two years after -
the RIIO control. More fundamentally, the introduction of an ex-post adjustment to
capitalisation rates weakens the equalisation of incentives between opex and capex, a key
principle of RIIO which has incentivised networks to consider the most cost-effective solution
regardless of expenditure type.

We support a capitalisation policy which reflects the nature of expenditure expected over the
price control, but Ofgem’s approach s too restrictive in attempting to achieve these outcomes
and in doing so creates other more fundamental issues which should be avoided.

Our proposal is to set a fixed average over the price control period based on the opex/ capex
split in our baseline allowances. This maintains the precedent setin RIIO-1 and ensures that
the framework remains consistent with a totex-based regime.

In setting the baseline rate, Ofgem need to reflect the accounting treatment of underlying costs
so customer charges are reflective of the related network service provided. In the DD, LOTI
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pre-construction costs are treated as accounting capex, so the related revenue is classified as
slow money and added to the RAV in the period. This treatment arises because pre-
construction spend are categorised as load related capexin Ofgem’s data tables, in line with
the spend being predominantly treated as capital expenditure from an accounting perspective
during RIIO-1. However, not all pre-construction costs in RIIO-1 were capex in nature due to
write-offs following customer changes. In addition, RIIO-2 is likely to make it much more likely
that all or at least the majority of pre-construction costs are opexunder accounting rules.

Accounting standards would make pre-construction costs opexin nature if:

e The construction of the related LOTI project does not progress, for example, in
accordance with changes in the ESO’s Network Options Assessment (NOA) or through
changes in customer requirements

e The LOTIprojectis to be completed by an alternative provider

Both of these scenarios are much more likely in RIIO-2 than it was in RIIO-1 due to higher
uncertainty in LOTI requirement and the advent of a competition framework. As a result, we
will be required to include a provision in our accounts effectively treating the spend as a direct
charge into the income statement as it is incurred and would only able to capitalise an element
if the scheme progresses to construction and we undertake the investment. To reflect this,
LOTI pre-construction spend should be treated as opex in the capitalisation rate to ensure
regulatory and accounting treatments can be aligned. There is £80m of pre-construction costs
within the DD baseline, however if additional load related expenditure from the latest NOA are
included in the Final Determinations baseline (see response to FQ12astowhy thisis required),
this value would increase significantly to £0.5bn.

In summary, we support a policy which uses an average of the opex/capex split in the baseline
planto seta single capitalisation rate over the price control period. Thisisthe mosttransparent
method through which we can reflect expected expenditure whilst retaining the benefit of a
totex approach and offering some financial support in a financially constrained environment.

FQ24 Forone or more of the aggregations of totex we displayin Table 40, should we
update rates ex-postto reflect reported outturn proportions for capex and opex?

We do not support an ex-post adjustment to reflect outturn proportions for capex and opex as
we see limited benefits in re-opening methods that were used to determine regulated charges
for a previous regulatory period. Whilst we agree that accuracy is an important objective so
too are simplicity and efficiency. With RIIO-2 mechanisms not likely to be finalised until up to
two years after the RIIO-2 period ends, this approach would add a level of unnecessary
complexity. However, our biggest concern, as outlined in our response to FQ24, is the
weakening of the equalisation of capex and opex exposures in the totex mechanism, a
mechanism which has created a step change in the efficiency deliveredin RIIO-1.

If rates were to be updated ex-post for the RIIO-2 period we would expect the same principles
to be applied for RIIO-1 close out. Based on Regulatory Reporting Pack (RRP) 2020 this would
mean changing the capitalisation rate so we can recover an additional ~£600m of revenues
from the period. This is because opex is a far more significant proportion of our RIIO-1
expenditure than was anticipated at the time the capitalisation rate was set.
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Opex £2.3bn
Capex £9.1bn
Funded Totex £11.4bn
T1 Cap Rate 85%
Fast Money £1.7bn
Opex to Fast Money Variance £0.6bn

RAV opening balance questions

FQ25 Do you agree with our proposal to use the closing RIIO-1 RAV balances as
opening balances for RIIO-27?

We agree that the closing balance for RIIO-1 should be used as the opening balance for RIIO-
2. The RAV is a key building block of the price control review being the value upon which the
companies earn a return and receive a depreciation allowance. Continuation of the RAV from
RIIO-1 to RIIO-2 is therefore a significant factor in driving investor certainty and confidence in
the regulatory framework.

The RIIO-1 closing RAV balance can only be finalised after conclusion of the RIIO-1 framework
in March 2021 and therefore prior to this date should be subject to estimation. Our views on
the estimation of RAV balances and RIIO-1 close out items are included in our responses to
FQ26 and FQ28, respectively.

On transitioning from the RIIO-1 to the RIIO-2 framework, there is a change in both the price
base and the inflation measure applied in indexation of the RAV. The move of the closing
RIIO-1 RAV balance from a real, RPI-stripped 2009/2010 price base value to a real, CPIH-
stripped 2018/2019 price base RIIO-2 opening balance is intended to be net present value
neutral 141, To deliverytransparency around the neutrality of the change in inflation index, close
out adjustments applied to the RIIO-1 RAV and the conversion to the opening RIIO-2 RAV
should be explicitly shown within Ofgem’s Price Control Financial Model and any supporting
documents, such as legacy calculations.

FQ26 Do you agree with our proposal to use estimated opening RIIO-2 balances until
we have finalised the closing RIIO-1 RAV balances?

In principle, we agree with the use of estimated opening RIIO-2 RAV balance until finalisation
ofthe closing RIIO-1 RAV balances. We further considerthe appropriate estimations to include
within the provisional opening RIIO-2 RAV balance within our answer to FQ28.

On moving from an estimated to a finalised opening RAV balance, there will be a change in
return and depreciation allowance which will revise revenues for all regulatory years up to the
year in which the balance is finalised. The impact of this catch up adjustment for prior year
revenues within a single regulatory year may have considerable impact in terms of both the
effect on consumer bills and on the financeability of the notional and actual company.
Estimation of the RIIO-1 balance should limit the magnitude of this catch-up adjustment and
therefore the single yearimpact on revenue.

The RIIO-2 opening RAV balance included in the Ofgem Business Plan Financial Models with
the Finance Annexof our December 2019 RIIO-2 Business Plan submission and also the Draft
Determinations — RIIO ET2/GT2 Licence Model are already based on an estimated value. The
outputs, allowances and totex spend for each year of the RIIO-2 price control will only be
finalised once the final Regulatory Reporting Pack submissions have been completed in 2021

141 RI10-2 Sector Specific Methodology Annex— Finance, Ofgem, 18 December 2018, page 67, para 6.13
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and any associated close out adjustments proposed and agreed. The RAV values included
within our December 2019 RIIO-2 Business Plan submission and, as noted by Ofgem in
paragraph 11.9and 11.10 of the RIIO-2 Draft Determinations - Finance Annexwere based on
the 2019/2020 and 2020/2021 totex and allowance forecasts from the RIIO-1 Regulatory
Financial Performance Reporting pack submission made to Ofgem in July 2019. We expect
Ofgemto update the closing RIIO-1 RAV balance throughthe Final Determination publication
in line with the August 2020 submission of the RIIO-1 Regulatory Financial Reporting pack to
reflect the latest view of RAV additions and depreciation.

In line with our response to FQ28, the only additional adjustments, not captured through the
Annual lteration Process and therefore the MOD value, which should be reflected in the RIIO-
2 opening RAV balance are those where a value can reasonably be forecastand a mechanism
exists throughwhich the RAV can be adjusted. Thisencompasses assetdisposal and the true-
up of excluded services.

The estimated RIIO-2 RAV opening balance and any adjustments or estimates should be
explicitly defined within Final Determinations to provide transparency over the value neutrality
of the transition between RIIO price control periods.

RIIO-1 close-out questions
FQ27 Do you agree withthethreecategories of adjustments outlined below?
The adjustments outlined by Ofgem in the Finance Annexare:

e adjustmentsto the final RIIO-1 PCFM which feed into the RIIO-2 Price Control Financial
Model (PCFM), such as the opening RAV balance, depreciation allowances and
opening capital allowance pool values;

e adjustments which impact RIIO-2 allowances revenues, such as two-year lagged
incentives; and

e adjustments impacting allowed revenue and RAV, such as the MODt value for the first
two years of RIIO-2.

We agree that these three categories capture the adjustments that will be required to finalise
the values associated with RIIO-1 price control which inform the RIIO-2 regulatory framework.
There is a significant amount of work required to arrive at these adjustments and to determine
their impact on RIIO-2 RAV and revenues requiring development of the RIIO-2 licence,
development and population of the RIIO-2 PCFM and PCFM Handbook and agreement of the
mechanism and values through which the adjustments can be made

Ofgem has made clear their intent to incorporate all variable values and resulting revenue
streams which make up allowed revenue within an extended PCFM. However, the structure
and functionality of this financial model is yet to be shared. We have communicated our
concern to Ofgem (both as an individual licensee and through the Energy Networks
Association) that there is considerable work required by Ofgem to manage the risk of
transitioning to a new model and to ensure revenues and the interface between the RIIO-1 and
RIIO-2 price control periods are treated correctly. Itis essential that Ofgem’s models are robust,
well understood and are consistent with licence drafting prior to them being used by Ofgem for
managing the price control.

We consider each of the adjustments in turn.

Adjustmentsto the final RIIO-1 PCFM which update the PCFMfor RIIO-2

Adjustments will be required to finalise the RIIO-1 PCFM. The final PCFM will need to include
totex and allowance values based onthe outputs and performance delivered in 2019/2020 and
2020/2021. These values will impact the closing RAV and capital allowance pool balances
which will be carried forward to RIIO-2. As the RAV balance is dependent on a number of
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close out mechanisms and values, neither which of which will be determined until after the
commencement of the RIIO-2 period, we agree with Ofgem’s policy that estimated balances
should be used until these final adjustments are determined. Our responsesto FQ26 and
FQ28 further set out our views on the use of estimated RAV balances.

Ofgem also give depreciation allowance as a specific example of an area requiring adjustment
within this category. We agree that RIIO-1 depreciation allowances will update through
adjustment of the RAV additions but do not consider there to be further adjustments required
for NGET.

Adjustments that impact RIIO-2 allowed revenues

We agree with Ofgem that adjustments to revenue which fall outside of the PCFM form a
separate category of adjustments. These items will require specific terms within the RIIO-2
licence in order that the revenues streams can be accounted for within RIO-2 allowed
revenues. The application of the time value of money to these terms is further considered
within ourresponsesto FQ31, FQ32 and FQ33. Ourviewis thatgiventhe items relate to RIIO-
1, the same methodologies and calculations as set out in the RIIO-1 NGET licence should be
applied with the weighted average cost of capital applied to revenue streams with a delay
between the earning and receipt ofthe income or cost. ltis typically revenues and costs subject
to a two-year lag which will fall within the category including:

e true-up of 2019/2020 and 2020/2021 ex ante values of Pass Through items, including
Business Rates, Licence Fees, Temporary Physical Disconnection costs;

e the k correction factor; and

¢ income and costs earned through non-totex incentives.

Adjustmentsto allowed revenue and RAV

We agree that there will need to be adjustments to RAV and revenue, how this will be enacted
in practice will depend on the individual item.

The MODt values relating to the RIIO-1 framework but impacting RIIO-2 revenues will require
adjustments to both allowed revenue and RAV. MODt will reflect only those elements of the
RIIO-1 framework for which there is a mechanism to adjust to RIIO-1 Price Control Financial
Model. The RIIO-1 Regulatory Reporting process and Annual Iteration Process are the
mechanism by which the MODt value is calculated and directed.

However, currently the RIIO-1 Price Control Financial Model does not contain the functionality
required to calculate MODt relating to the final two years of RIIO-1 which are then lagged by
two years to impact revenues in 2021/2022 and 2022/2023. In addition, the Price Control
Financial Model, which is currently under developmentfor RIIO-2, will require the capability to
incorporate the MODt terms relating to RIIO-1 output delivery and performance.

There are further close out adjustments for which values and mechanisms are yet to be
determined which will also impact the RIIO-2 allowed revenue and RAV values. These are not
contained within the MODt calculations and will require separate calculation. We have already
proposed to Ofgem, through the Licence Drafting Workshops which have taken place between
Ofgem and networks during 2020, thata legacy workbook such as that put in place for the start
of RIIO-1, is required to calculate and formally record the values agreed for the close out
adjustments.

FQ28 Do you agree with our approach in using estimated values for closeout
adjustments until we are able to close outthe RIIO-1price controls?

We agree that the use of estimated values for close out adjustments until the RIIO-1 price
control is finalised is appropriate where there is an agreed mechanism in place for the
adjustment and there are appropriate forecasts estimates available.
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We are engaging with Ofgem outside of the process to develop the RIIO-2 framework to
consider the various RIIO-1 close out adjustments for NGET. These RIIO-1 close out values
will inform the RIIO-2 revenues and therefore the financeability of the actual company.
However, the values cannot be finalised until completion of the RIIO-1 period in March 2021
and, in a number of areas, the mechanisms to enact these close outadjustments are yet to be
proposed and agreed.

As stated in our response to FQ26, on finalisation of the RIIO-1 price control, there will be a
revision to allowed revenues for all regulatory years up to the year in which the balance is
finalised. The impact of this catch up adjustment for prior year revenues within a single
regulatory year may have considerable impactin terms of both the effect on consumer bills and
on the financeability of the notional and actual company. Estimation of the RIIO-1 balance
should limit the magnitude of this catch-up adjustment and therefore the single year impact on
revenue.

Estimation of close out adjustments should be limited to those items where discussions
between the network and the regulatory have progressed to the extent that there is an agreed
mechanism in place and where processes and information exist to provide a reasonable
estimate of value. For items where there is significant variability or uncertainty (either due to
lack of mechanismor unknown values), no estimates should be included until the RIIO-1 period
has closed and determination of RIIO-1 close values has reached a conclusion.

Closeout adjustments qualifying for estimation are therefore required to meet the following
criteria:

o forecasts are available through an existing reporting process; and

e eitherthereisanagreed mechanismin place through which to make these adjustments,
or

e agreed adjustment to RAV are made within the Regulatory Finance Performance
Report (RFPR).

NGET close out adjustments which meet these criteria, include:

e non-totexincentives subject to a two-year lag;

e other two-year lagged items such as non-controllable opex true-up and the over/under
recovery k correction factor;
TPWW claims;
true-up of Excluded Services allowances as included in the RFPR. The true up of the
Excluded Services Revenue DART term against revenue actually collected is excluded
as there is currently no agreed mechanism in place and adjustments have not been
included within RFPR; and

e disposals as reporting in the Cost and Outputs Regulatory Reporting Pack.
MODt is excluded from the list of estimated adjustments as these values will be
determined via the existing Regulatory Reporting and Annual lteration Process. The
outputs and performance delivered as reported through the Regulatory Reporting
Packs and inclusion of directed values, such as the RIIO-1 element of allowances
associated with the Hinkley Seabank project and VIP allowances will be captured in the
MOD values subject to the development of the appropriate functionality of the RIIO-1
and RIIO-2 Price Control Financial Models (reference FQ27).

The period over which the close out adjustments are made is not specifically covered within
the DD proposals. The recovery period also requires consideration as part of the finalisation
of the close out process.

We propose that the recovery period for RIIO-1 close out items adjusted through the legacy
revenue term extends over the RIIO-2 and RIIO-3 price controls (assuming RIIO-3 to be of five
years duration). This period aligns more closely with the precedent adopted in RIIO-1 where
legacy revenue close-out adjustments were recovery through equal phasing over the eight
years of the price control. An adjustment over two price control periods is also proportionate
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to the eight-year period over which the close out adjustments accrued. This approach is
consistentwith Ofgem’s proposal for recovering the backlog depreciation (Draft Determinations
- Finance Annex paragraph 10.12) which is based on the precedent set in RIO-GD1 of
smoothing charging volatility of the backlog adjustments. We note that the 20-year period for
recovering backlog depreciation aligns with the period over which the value has accumulated
which againis consistentwith our proposed approach for phasing legacy revenue adjustments.

Disposal of assets questions

FQ29 Do you agreethatproceedsfromthe disposal of assets during RIIO-2 should be
netted-off againsttotex fromthe year in which the proceeds occur?

We agree thatdisposals should be netted-off againsttotexin the year in which disposals occur,
in line with our previous stated in our response to Ofgem’s Sector Specific Methodology
Consultation 42,

The Draft Determinations - Finance Annex does not further define cash proceeds. As set out
in our response to the Sector Specific Methodology Consultation, the adjustment to totex
should be for cash proceeds netoftax. For RIIO-1, this reduction to totexadditions for disposal
proceeds (net of tax) will be made as part of RIIO-1 close out process. For RIIO-2, we agree
that the adjustments should occur in the year in which the disposal is made to enable sharing
the benefits with the consumer as soon as possible.

The adoption of this methodology is consistent with regulatory precedent within National Grid’s
current price control with legal settlements being categorised as negative totex and we note
that this approach is followed by the Electricity Distribution Networks.

FQ30 Do you agreethatwe should carryout areview where an assetis transferred to
aholding company and then subsequently sold to a third party?

We do not agree with Ofgem’s proposal to carry out a reviewwhere an asset is transferred to
a [holding] company and then subsequently sold to a third party. Such a review is beyond the
scope of the financial ring fence provisions that are applicable to the licence holder.

For intragroup transfers Ofgem has placed a licence obligation on the networks (Condition B9.
Indebtedness) that all transfers to other group companies are made on an arm’s length basis,
on normal commercial terms and in accordance with the payment condition specified in those
conditions. In such cases, disposals require an independent valuation to demonstrate that best
consideration is being obtained and that these licence obligations are satisfied. In practice,
whenever there has been an intergroup transfer of land, National Grid has received external
third-party valuations based on the Royal Institute of Chartered Surveyors (RICS) guidelines
and we intend that this approach is continued.

This principle is applied to record the transaction in the accounting records when there has
been a market transaction and the network has received monetary consideration for sale of
scrap, arm’s length transactions to a third party and for the value of insurance settlements
received 143, The intent of applying this principle to intragroup transactions is to replicate a
transaction to an independent third party reflective of the market conditions and condition of

142 National Grid’s responseto Ofgem’s RI10-2 sector specific methodology consultation— Finance, p88
143 We set out the definition of net sales proceeds in our responseto Ofgem’s sector specific methodology
consultation.

National Grid’s responseto Ofgem’s RIIO-2 sector specific methodology consultation— Finance, p88
“The net sales proceeds are recorded which s the sales proceeds received froma disposal less the costs of
disposal. Costsofsale are the incremental costs ofachieving the sale including transaction costs (for example,
legal fees, commissions, professional adviser’s fees) and costs of gettingtheassets intoa saleable condition (such
as, site clearance costs, systems separation costs). Costs of disposal do not include finance costs or taxation.”
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the asset at the time of sale. Any subsequent onward sale of the asset by an affiliate of the
licensee to an independent party would inevitably reflect the work done on the asset and the
movement in market conditions in the intervening time. Neither of these factors are relevant to
the terms of the original transfer by the licensee which will have had to satisfy the obligations
of the indebtedness provisions of the licence. The terms of such a transaction is also beyond
the scope of the financial ring fence provisions that are applicable to the licence holder.

We note that paragraph 11.36 of the Finance Annexreferences transfers to companies within
the licensee group compared with FQ30 which is of narrower scope than transfers to holding
companies. Our response covers the former, however, we request that Ofgem provide further
clarity over the scope of its proposal policy.

Time value of money questions

We set out our views on the time value of money in our responses to FQ31, FQ32 and FQ33.
We also refer Ofgemto a report prepared by First Economics 144 and submitted by the ENA with
which our responses are aligned.

FQ31 Do you agree with our proposal to apply one interest rate to revisions to PCFM
inputs and charging errors, based on ashort-term cost of debt?

We do not agree with Ofgem’s proposal to apply one interest rate to revisions to Price Control
Financial Model (PCFM) inputs and charging errors as we do not agree that a short-term cost
of debt rate is applicable to all prior year adjustments.

Ofgem has set out three types of revenue true-ups:
e historical revisions to PCFM inputs, such as totex spend and allowances;

e earned income adjustments, such as that derived from non-totex incentive
performance; and

e charging error corrections.

Under the RIIO-1 framework, a variety of time value of money adjustments are applied to these
true-ups and, whilst we are in agreement that the appropriate interest rate should be
considered as part of the price control development, we do not agree that simply aligning the
rates is the correct course of action. The varied nature, timing, magnitude and therefore
financing of the types of adjustment means that application of a short-term cost of debt time
value of money is not appropriate in all cases.

Our assessment of the appropriate time value of money for each category is included in our
response to FQ33.

FQ32 Do you agree with the margin-based approach, and the methodology used to
calculate amargin of 110bps?

We do not completely agree with the approach as there is an improvement than can be made.
In addition, we do not agree with applying this approach to all revenue true ups as proposed in
the DD. Our assessment of the appropriate time value of money for each category of revenue
true up isincluded in our response to FQ33.

In terms of improvements to the approach we recommend that the market standard approach
to convert London Inter Bank Offered Rate (LIBOR) and Sterling Overnight Interbank Average

144 “RI10-2 : Prior year adjustments”, First Economics report prepared forthe ENA, 12 August 2020
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rate (SONIA) is used. The proposal uses the 3-year average spread between SONIA and 6-
month LIBOR which is consistent with taking a 3-year average of the index but is inconsistent
with the market standard methodologyto convert LIBOR dealsto SONIA. The market standard
for derivatives is 5 years and the loan and bond markets will almost certainly adopt the same
standard, irrespective of tenor. Adopting the market standard would provide additional
transparency as this spread is now published on Bloomberg.

FQ33 Do you have anyreason whythe marginal cost of capital for revisions to PCFM
inputs and charging errors should remain distinct from each other, or why WACC may
remain a more appropriate time value of money for a particular subset of prior year
adjustments?

We do have reasons why the WACC remains a more appropriate time value of money
adjustment for historical revisions to PCFM inputs, such as totex spend and allowances. We
do however agree that under- and over-recoveries against the allowed revenue and earned
income should roll forward at a benchmark interest rate.

Historical revisions to PCFM inputs, earned income and over- or under-recovery of allowed
revenue currently encompass a wide range of adjustment mechanisms. These elements of
the framework have developed over a number of price controls and there is justifiable
regulatory precedent as to the distinction between different time value of money bases.

Revenue adjustment formulae have been in networks’ licences since pre-RIIO price controls.

e The charging errors (or recovery correction) terms were introduced recognising that
regulated companieswould find it hard to set changes at the level needed to exactly meet
the allowed revenue restriction due to within year changes in revenue and demand. The
over- or under-collection of revenue is currently corrected with a lag of two years.

e The PCFMinputrevisions are a later addition to the regulatory framework and could arise
for a variety of reasons. For example, the scope of a company’s capital programme may
not be fully known at the time of the price review or the regulator may not feel comfortable
fixing the cost allowance for a known scheme. In each case, the regulator would, in effect,
promise the company that it would “log up” incremental costs and provide for customers
to pay for qualifying expenditures.

e The rationale for the time value of money applied to entitlements to collect revenue for
additional investments that were not envisaged or allowed for in a regulator’s base price
controls stems from an aim to achieve net present value (NPV) neutrality.

As a generalrule, the amountsthatregulated companieswere able to carry forward under such
schemes included capitalised financing costs, where financing costs were set equal to the
allowed cost of capital. Regulators recognised that the expense incurred by the company
comprised not just the cash outlays but also the cost of financing their expenditures without
any incoming revenue fromcustomers. The allowance for financing costs effectively meant that
the regulated firm was in the same position in value terms that it would have been in had the
regulator been able to anticipate the firm’s activity from the outsetand provided upfront for the
expenditure in its original price control determination. In effect, regulators took the view that
the under- or over-recovery of revenues was equivalent to the deferment or advancement of
cashflows that would otherwise have accrued to companies via the depreciation of their RAV.
As the under- or over-recovery would be financed by incremental amounts of investor capital,
regulators saw no reason to differentiate the cost of that capital from the cost of capital that
they were using elsewhere in the price control.

Whilst the RIIO-2 framework may include a much broader set of adjustment mechanisms, the
principles previously applied still hold true. The appropriate time value of money adjustment
can therefore be assessed through consideration of the following questions:
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e Willthe deployment of the prior year adjustment mechanism result in a change in the size
of the investor capital base?

Where companies need investors to finance deferments of revenues or could downsize
amounts owed in the event of advancements of revenues, regulators have previously
recognised that the capital requirements have a cost aligned to the regulated company’s
cost of capital, as applied to investor capital that was held within the RAV.

e Doesthe prior year adjustment mechanism add to the potential variation in the regulated
firm's cashflows?

Network companies were privatised with a finite amount of working capital factored into
the initial RAV balance, specifically to allow them to manage mismatches in the timing of
costsandrevenues. Managing the under- and over-recovery of revenueswas a business-
as-usual activity. However, other prior year adjustment mechanisms present a greater
variation in cashflows which cannot be managed within working capital.

e Willthe monetary value of the prior year adjustments be material?

Management of material under- or over- remuneration is unlikely to be managed through
working capital. Such values constitute a call on the wider investor base, through a
modification to the amount and profile of the company’s borrowing programme and/or an
adjustment to retained profitamounts and dividend payouts.

e Willthe prior year adjustments play out over a period of more than two years?

As in the previous consideration, if balances are being carried forward for periods that
extend beyond two years, networks are less likely to manage the cashflows through
working capital.

If the answer is positive to any of these questions, thenwe consider a cost of capital time value
of money to be appropriate rather than application of a short-term debt rate.

We consider the three categories of adjustments listed by Ofgem againstthese considerations
and the appropriate time value of money in turn.

Recovery of allowed revenue

These correction mechanisms have always provided for over- and under-recoveries to roll
forward with interest. The interest rates have varied between price controls but have typically
taken the form of a reference benchmark like the Bank of England base rate or LIBOR plus a
percentage margin; the rationale being that regulated companies would maintain either an
amount of working capital or a working capital bank facility to manage the relatively small
variances in allowed vs collected revenues, with accompanying cost of bank interest.

We do not anticipate the magnitude of adjustment for over- and under-collection to change
significantly from RIIO-1 to RIIO-2. Licencees’ obligation to use best endeavours in ensuring
that collected revenue does not exceed allowed revenue and the proposed introduction of
forecasting outputs contribute to mitigating the magnitude of the adjustment. Also, we are not
aware of any proposal to adjust to the timing of this mechanism beyond two years.

Therefore, we are in agreement with Ofgem that under- and over-recoveries against the
allowed revenue should roll forward at a benchmark interest rate.

Variation of PCFM inputs

When a company is not permitted to recover its ultimate ‘building block’ revenue entitliementin
full in year (for example, because a proportion of remuneration comes later via the Totex
Incentive Mechanism or because it has to wait for a reopener), a company has to turn to
investorsto finance the mismatch between costs and revenues. The converseis also true when
a company is permitted to collect more than its ultimate entitlement. Movements up and down
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in the investor capital base happen all the time in regulated industries for a myriad of reasons
and itis illogical to single out prior year adjustments as a special case that somehow gives rise
to smaller financing costs than all of the other calls that there can be on investors.

Financing costs in this case should be no different from the calculated cost of capital. CEPA
in its July 2020 paper 45 for Ofgem makes the argument that “the way Ofgem treats prior-year
adjustments may entail a different, lower level of risk for companies compared to the main
allowed cost of capital”. Specifically, CEPA states that “By the time Ofgem comes to calculate
prior-year adjustments, much of the risk in the company has already crystallised. Once
calculated, the payment of a prior-year adjustment is effectively independent of the company’s
ongoing performance—that risk is in the past”.

This is not the case. The primary purpose of the allowed cost of capital is to ensure that
investors are appropriately compensated for an exchange in which they finance expenditure
upfront and are paid by customers in installments over a period of 20 to 56 years. When the
RAV is rolled from one year to the next and provides a return to compensate investors for the
delay in the reimbursement of their investment, the expenditure risk has already crystallised.
The risk remains until investors have been fully compensated through return for the delay in
the reimbursement of their investment. The risk in a change in compensation on the RAV and
prior year adjustments cannot be differentiated and the capital that investors put into regulated
businesses cannot be ring-fenced to different purposes. Instead, each increment of capital
ought to be thought of as an expansion or a reduction of the total amount of capital that
investors have at risk, with every element bearing identical risks around demand, costs and
performance.

Therefore, we disagree with Ofgem’s proposal and consider that a cost of capital time value of
money should be applied to PCFM adjustments in line with the cost of capital that applies
generally across the regulated business.

Earned income

Rewards and penalties that flow from performance metrics, such customer satisfaction, are
regulatory constructs. Typically, in RIIO-1, earned income from these incentives has impacted
allowed revenue with a two-year lag.

There is not, therefore, the same justification in conceptual terms for rolling accrued penalties
and rewards up at the cost of capital. Nor is it appropriate to think in terms of interest rate for
new deposits or borrowings building up during the regulatory lag. Instead, there is an inherent
fungibility and even circularity to the choices that a regulator has. Because Ofgem chooses
both the ODI calibration and the roll forward formula, it is perfectly reasonable to fixon a prior
year adjustment approach thatworks in terms of administrative simplicity and to then calibrate
the ODIs with the prior knowledge that payments will roll forward at different rates of interest.

On balance, given the lag in revenue is short (two years), we are therefore in agreement with
Ofgem that under- and over-recoveries against the allowed revenue should roll forward at a
benchmark interest rate.

We assume, based on discussions with Ofgem through the Licence Drafting Working Group,
that the RIIO-2 PCFM will be expanded to beyond totex spend and allowances variable inputs
and revenue flows to include all elements of allowed revenue. We have not yet had visibility
of the structure or content of a draft RIIO-2 PCFM and highlight that this is not an exhaustive
list of variables which may be adjusted in subsequentyears and therefore be subject to a time
value of money. As the licence and PCFM are developed further, additional areas of
application are likely to come to light to which these principles should be applied.

145 Prior-year adjustment uplifts, 9 July 2020, CEPA, p18
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Revenue forecasting questions

FQ34 Do you agree with our proposal to include forecasts for most PCFM variable
values for the purposes of the AIP?

We support Ofgem’s proposals to allow totex spend, incentive performance and certain
allowances which can be varied through uncertainty mechanisms to be amended during the
price control for revenue forecasting purposes. However, we do not agree that allowances
which are determined through the re-opener mechanism should be excluded, as detailed in
our responses to FQ12 and FQ35.

Allowing revenues to be calculated on an expected outputs position is likely to significantly
reduce volatility of revenue and charges for our customers, an area which has been
consistently raised as a concern because of the impacts this has for their business. This
approach will further improve how charges reflect our costs, but these benefits can only be
realised if re-openers are included in the scope of the proposed revenue mechanism.

In addition, Ofgem proposes that legacy adjustments and RIIO-2 RAV opening values should
be forecast. Our views on the proposal to forecast legacy adjustments and opening RAV
balances are set out in our responses to FQ26 (estimation of RIIO-2 RAV opening balances)
and FQ28 (use of estimated values for RIIO-1 closeout adjustments).

Ofgem also includes the forecasting of other revenue components such as DARTS, pass
through and use-it-or-lose-it allowances. In principle, we support the forecasting of pass
through and use-it-or -lose-it allowances, however, the DARTs revenue stream is more
complex and needs careful consideration.

We assume that DARTs will continue to include legacy revenue adjustments, established
pension deficit repair costs and directly remunerated services (DRS) revenues net of costs.
the RIIO-2 price controlfinancial modelis developed toinclude other elements, these will need
to be separately assessed to establish whether forecasting of the variables is appropriate.

We consider the known components, as set out above, in turn.

As stated above, our view on the forecasting of legacy revenue adjustments is set out in our
response to FQ28.

Established pension deficit repair costs are updated through the triennial review process
and we see no justification that values determined through this process should be re-forecast
in the interim.

As stated in our response to the SSMC, we appreciate thatfor DRS actual revenue earned, or
costs incurred may differ from original forecasts and agree that it is beneficial to investigate
true-up methodologies for sole use connections and income for Telecommunications.

For post-vesting connections, we draw attention to the current discussion on the charging
methodology and the potential impact on related revenue streams. In previous price contraols,
Ofgem has set a revenue cap taking into account the revenue we forecast to collect through
post-vesting connection charges. Our RIIO-T2 submission included a forecast of this post-
vesting connection revenue. Since making that submission NGESO has clarified its
interpretation of the charging methodology and this could affect the income we expect to get
from connection charges.

NGESO'’s current understanding is that when an additional customer is connected to an
existing demand site, the majority of the entire site should be treated as infrastructure assets,
resulting in a reduction in the post-vesting connection income received by NGET. We are in
the process of receiving guidance from Ofgem about the broader implications of this
interpretation, but the risk will remain in the meantime.

A true-up of these changes in post-vesting connection revenue can be captured within
forecasting of post-vesting connections ensuringthat a single tillapproach to revenue collection
is maintained.
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FQ35 Considering re-openers as set out in these Draft Determinations, do you agree
with our proposal to exclude them from any forecasting? If not, please submit specific
examples or analysis of the potential materiality of actual spend versus initial
allowances.

We do not agree with Ofgem’s proposal to exclude re-opener allowances from forecasting.
We reference our response to FQ12 which considers the financeability implications of failing
to address the timing gap between investment in projects subject of re-openers and
determination of allowances.

For completeness and in response to the request for examples or analysis of the potential
materiality of this proposal, we reiterate the relevant portion of our answer to FQ12 within this
response.

From DD, itis clear that Ofgem’s approach to managing uncertainty has been to move funding
which historically would have been provided through an upfront ex-ante allowance to an
uncertainty mechanism which determines allowances during the price control. Whilst there are
benefits for a more flexible and adaptive type of regulation to respond to uncertainty, for this
approach to be effective will require the regulatory framework to be agile and respond quickly
if we are to avoid delays to investment in essential infrastructure. Yet, exclusion of re-opener
mechanisms from forecasting limits the ability to provide such responsiveness.

The exclusion of re-opener allowances from the forecasting framework impacts adversely on
both customer tariffs and the licensee’s financeability.

Customer and consumer impacts

Under the current framework, outputs and therefore allowances and revenues are adjusted in
the year of delivery through volume driver mechanisms or only when allowances are
determined at re-opener windows for specified types of investment.
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Table 20 Totex investment and timing of revenue recovery mechanisms for £8.7bn totex
scenario

FY22| FY23| FY24| FY25| FY26 Total
Baseline Spend / Ex ante allowance 660
Medium Sized
A Spend
Investment Projects
Reopener
submission
Revenue in Yr 4 per
DD - two
year lagto
funding
Precon Spend 286 195 8 (0] (0]
Post RIIO-2
Revenue assessment
per DD
Other re-openers Spend 286 349 370 436 433
Revenues
Assume updated
FY24 through
Revenue
re-opener allowance
submission determination
of £1875m
Volume drivers Spend
Revenue
(based on two year lagin 87 328 500
allowances)
Totex spend summary
407
-funded in line with spend delay in funding -spend at risk, prior to funding determination

Note

()  This is based on current forecasts of expenditure w hich could change in the period — for example the next
NOA is the firstthat willcompletely reflect the drivers of net zero.

(i)  Prior to determination of allow ances, revenues are based on the difference betw een allow ances and spend
after application of the Totex Incentive Mechanism.

Table 20 shows thatthe currentre-opener mechanism, which Ofgem proposes to maintain into
RIIO-2, depresses revenues in the early years of the price control with a significant uplift in
latter years when the outcome of the re-opener is determined and allowances for the price
control period to date can be recognised.

The impact on revenues (pre-excluded services) is shown in Figure 29 for both the baseline
plus UM (£5.8bn) and credible (£8.7bn) totex scenarios.
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Figure 29: Revenuesincluding and excluding re-opener forecasting (pre-inflation)

Impact of re-opener forecastingon revenues
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Ofgem’s reliance on re-opener uncertainty mechanisms, means that their exclusion from
forecasting has a limited impact compared with the current framework. We assume for the
purposes of our analysis, that where forecasting does not apply, re-opener submissions are
made in FY24 with allowances determined for inclusion in the Annual lteration Processin FY25.
There is a significant uplift in revenues in the final year of RIIO-2 as the allowances across the
period are recognised resulting in a catch-up adjustment to revenues, equating to an 8%
increase from prior year revenue in the UM scenario and a 21% increase in the credible
scenario. The revenue trajectory is a reasonable proxy for the customer bill impacts so we
should expect similar increases in tariffs.

Forecasting of re-opener allowances limits the volatility in revenues and therefore bills.
Although there is a catch-up adjustmentin FY24 when the forecasting process is first effective
this is limited to a 3% increase and a 12% increase for the UM and credible scenarios,
respectively.

Financeability impacts

Factoring in the time lags between investment and revenue recovery shows that spend in line
with the credible scenario (£8.7bn totex) means the network falls to Baa3 throughout much of
the period and further to sub investment when we factor in competition. A significant kick-up
then happens in the final year when mechanisms do allow revenue recovery, creating huge
volatility in revenues and therefore customer charges.
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Figure 30: AICR trend including gap between spend and revenue under uncertainty
mechanisms
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Without further framework changes our analysis shows that we do not have the financial
capacity to fund net zero ahead of secured funding, deterring investment and increasing the
risk that assets are not available when required.

Forecasting of outputsimproves financeability but only if re-openers are in scope

Recognising the cashflow risk from a delay in funding received through uncertainty
mechanisms, we are supportive of Ofgem’s proposal to include a forecasting mechanismwhich
allows revenue to be calculated on an expected output position. Allowing timing of spend and
revenue to be more closely aligned improves financeability, and the AICR profile.

Figure 31: AICR trend showing impact forecasting of outputs could have on the metrics
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Even with forecasting of outputs, the ability to close any credit metric gaps created from
revenue timing is dependent on the type of mechanism funding the totex. Ofgem’s proposal is
to restrict the scope to forecasting of outputs covered by volume driver UMs, however due to
their limited use within the framework, in practice thiswould only allow forecasting of generation
and demand connection output changes. In the credible scenario this only accounts for £1.6bn
of the circa £5bn of allowances triggered by UMs. This compares with £3bn on investment
under the re-opener UMs, which Ofgem proposes would fall outside of the scope of allowance
forecasting. Exclusion of re-opener allowances results in the mechanism becoming virtually
redundant and the ability to mitigate against significantfinanceability constraints over the period
is limited. As can be seenin the Figure 32, Ofgem’s proposed position is indistinguishable from
that where we have no mechanismto forecast outputs.

Figure 32: AICRtrend showing impact forecasting of outputs excluding re-openers has
on the metrics
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In summary, we welcome forecasting of outputs but to be fully effective, forecasting of re-
opener allowances must be included within the scope of the mechanism. This allows revenues
to be more closely linked to output delivery. It reduces volatility of revenue and charges for our
customers whilst somewhat mitigating the spend at risk.

FQ36 Do you agree that additional reporting on executive pay/remuneration and
dividend policies will help to improve the legitimacy and transparency of a company’s
performance under the price control?

Executive pay

We do not support the requirement for all licenseesto report annually on executive pay and do
not see the relevance of this to regulatory performance.

In several places, Ofgem refers to the equivalent requirement for listed companies as set out
in the UK Corporate Governance Code, and the benefits these bring. However, there is no
read across to subsidiary companies which would suggest that these should be subject to
similar requirements, asthe circumstances are inherently different. For example, asits owners,
a listed company’s shareholders have alegitimate and understandable need to understand the
executive remuneration policy and howit links to performance and business strategy, and this
is clearly in the interests of good governance. In the case of a subsidiary company, the
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equivalent ‘ownership’ interest in executive remuneration lies with the parent company.
Ofgem’s discussion fails to take these different circumstances into account, and so fails to
demonstrate a benefit from the proposed additional disclosure requirements, in accordance
with the principle of good regulation and as set out in the Electricity and Gas Acts, including
that regulatory intervention should be proportionate and targeted only at cases in which action
is needed.

Dividends

We do not support additional reporting on dividend policies. Requiring networks to provide
additional reporting on dividend policies could needlessly place further constraints on
management's ability to flexibly deliver a strong balance sheet to support investment and
deliver an appropriate level of distributions to shareholders.

In relation to the setting of price controls, Ofgem’s focus should be to have regard for the
financeability of the notional company. In relation to the ‘actual’ company, Ofgem already has
in place a comprehensive set of financial ringfence conditions in network companies’ licences
to protect the interests of consumers, and the additional information now being provided to
Ofgem through the RFPR process provides Ofgem with an additional layer of oversight that
would provide Ofgem with an early warning of any developing circumstances that might act
against the interests of consumers.

Dividend policy is primarily an issue that is interlinked to a company’s choices over its efficient
and prudent financing arrangements, and is a matter of interest for shareholders, whose
legitimate expectation of return on their investment is dependent on these dividends. Ofgem
recognises that a company’s financing choices are the responsibility of the company rather
than regulator and note that it is not its role to specify dividend policy, and similarly the
legitimate interests of customers in this one specific area of company financing arrangements
is unclear.

As with the proposal for additional reporting on Executive Remuneration, Ofgem has failed to
demonstrate a benefit from the proposed additional dividend policy disclosure requirements
that would justify introducing them, as required under the principles of good regulation and as
set out in the Electricity and Gas Acts. These include that regulatory intervention should be
proportionate and targeted only at cases in which actionis needed. Thisis especially so, given
Ofgem’s recognition in the DD that “It is not Ofgem’s role to specify any company dividend
policy”, suggesting that Ofgem’s use for the information is unclear. As for the benefit to other
stakeholders (customers and consumers), company financing arrangements are generally
highly complex, and making additional information available in one area (in relation to dividend
policy) would be prone to misinterpretation, especially if taken out of the context provided by
the ringfence conditions in network companies’

These risks are heightened in relation to companies such as NGET and NGG which are
subsidiaries of a listed UK company which already provides extensive information on its
financial policies at group level. For such companies, these proposals represent Ofgem
reaching through the regulatory ring fence and past the ring fence conditions into the wider
group which is not directly regulated by Ofgem, and this extension of regulatory oversight is
unjustified. Ofgem already has the tools in place thatallowit to ensure that consumers are not
disadvantagedby actual capital structures diverging fromthose of the notional company. These
include a licence requirement to maintain an investment grade credit rating and the tax
clawback, which already incentivises licensees to align with the capital structure of the notional
company.

Where a network company, like NGET and NGG, is a subsidiary of a listed UK company that
is subjectto the UK Corporate Governance Code, the combination of the disclosure obligations
already in place at group level, and the requirements of the ‘Ultimate Controller Undertaking’
that are already mandated throughnetworks’ licences, mean thatthere is even less justification
for additional disclosures of dividend policies at licensee level.
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Finally, and perhaps most importantly, there are already requirements for annual certificates
from each licensee to confirm the sufficiency of its financial (and other) resources, as well as
for additional confirmation before declaring a dividend that the making of this distribution will
not cause the licensee to be in breach of its financial ringfence obligations (including the need
to maintain sufficient financial resources). It is therefore unclear what additional benefit the
proposed new requirement for additional reporting of licensee dividend policies will bring to
customers/consumers.

Base Revenue definition and ODI cap/collar questions
FQ37 Do you agree withthe proposed definition of Base Revenue?

No, we do notagree thatthe proposed definitionof Base Revenue is applicable for allelements
of the RIIO-2 framework.

There are four elements comprising the definition of Base Revenue:

the allowed revenue components contributing to the overall Base Revenue value;

the point in time at which Base Revenue is fixed;

the price base in which Base Revenue is stated; and

the use of average rather than annual Base Revenues.

We do not agree with all of the allowed revenue components which make up Base Revenue
as defined by Ofgem (paragraph 11.10 of the RIIO-2 Draft Determinations - Finance Annex).
We agree with the inclusion of fast pot expenditure, non-controllable opex, RAV depreciation,
return, equity issuance costs and core DARTSs revenue streams. We also agree with the
exclusion of the Business Plan Incentive value from the definition. However, we do not agree
with the inclusion of pass through costs as these are costs relating to balancing the system
rather than the ongoing operation and maintenance of the network.

We do not agree in that fixing the Base Revenue at Final Determinations, the use of a
2018/2019 price base and using a period average value are applicable in all circumstances.
The reference to Base Revenue requires assessment for each specific circumstance.

Base Revenueis proposed as areference pointto determine allowed revenue at several points
within the RIIO-2 framework:

e Setting the thresholds for ODI caps and collars;
e Determining materiality thresholds for re-opener applications 146;
e The threshold for the “deadband” of the Tax Trigger mechanism 47 and materiality
threshold for the residual differencesin the proposed tax reconciliation148.
In each case, as the Base Revenue is referenced in setting a threshold the nature and intent
of the resulting adjustment requires consideration to determine the most appropriate definition
of revenue used in setting that threshold.

Setting the thresholds for ODIcaps and collars

Ofgem proposes that the Energy Not Supplied ODI has a financial collar equating to -3% of
Base Revenue 4. The proposal for the Timely Connections ODI includes a threshold of -0.5%
of Base Revenue as the maximum penalty cap. Ofgem’s Financial Model accompanying DD
also assumes an ODI value range from 0.5% to -0.5% of Base Revenue for the Quality of
Connections survey 10,

146 R110-2 Draft Determinations - Core Document, 9 July 2020, Ofgem, para 7.31

147 RI10-2 Draft Determinations - Finance Annex, 9 July 2020, Ofgem, page 124, footnote 179

148 RI1O-2 Draft Determinations — Finance Annex, 9 July 2020, Ofgem, paras 7.46 and 7.47

149 R110-2 Draft Determinations - Electricity Transmission Annex, 9 July 2020, Ofgem, para 2.2, Table 9
1% Draft Determinations - RIIO ET2 Licence Model, Ofgem
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Defining the magnitude of an incentive as a proportion of Base Revenue is based on the
principle of reflecting the size of the network’s investment and operations. Ofgem sets out this
principle in the RIIO-T1 initial proposals 151

“1.11. In order to maintain strong output incentives we intend to make sure that where caps
and collars apply to these, they do not just reflect the starting position on revenue called the
“opening base revenue allowance”. Instead, we propose that they adjust in response to
ongoing, but uncertain, changes in revenue in order to better reflect the true change in network
total expenditure (totex) and other in-period adjustments over the price control period.

1.12. To do this we propose that the maximum caps and collars will be linked to a combination
of the opening base revenue allowance plus within-period adjustments captured through
annualiteration of the financial modeland for NGET the revenue from Transmission Investment
in Renewable Generation (TIRG). This will include all additional totex that is triggered during
the RIIO-T1 price control period.”

Adopting this approach ensures that the rewards and penalties associated with outputs
continue to be of sufficient magnitude to incentivise networks to aim for step change
improvement.

Ofgem’s proposed definition of Base Revenue for RIIO-2 moves away from this concept by
fixing the value of Base Revenue at Final Determinations. No justification is provided for this
proposed change.

Based on our assessment of credible totex scenario under which net zero investment is
delivered, this would limit the incentive range for Energy Not Supplied and Timely Connections
incentives to 0.39%to -2.93% on average across the period; a significant reduction from the
0.5% - to -3.5% range initially intended.

Adjusting the ex-ante value prior to each year based on the Base Revenue value calculated
for the year during the Annual lteration Process (a continuation of the RIIO-1 principle) results
in an incentive range calibrated accordingto the network totex. An annual average value is
therefore notapplicable asthe Base Revenue value for a particular year will only be determined
in the preceding year’s Annual lteration Process. We therefore proposethatthe Base Revenue
is determined for each regulatory year.

The definition of Base Revenue also interacts with the proposal to forecast PCFM variable
values. The forecast variable values for a particular regulatory year will determine the Base
Revenue for that year. However, in order to reflect adjustments to prior year forecasts, for
example as a result of finalisation of totex allowances, the adjustments to the component parts
relating to prior years must also be included to fully reflect the size of network investment.

We agree that for ODI range setting purposes, the Base Revenue should be stated in
2018/2019 prices. Thisisbasedonthe assumptionthatthe inflationindexfor the relevantyear
will then be applied to derive the earned income from that incentive.

In summary, the appropriate Base Revenue applied in determining the maximum and minimum
monetary values associated with ODIs is the annual Base Revenue value in 2018/2019 price
base calculated through the Annual Iteration Process.

Determining materiality thresholds for re-opener applications

Ofgem proposes to set a materiality threshold such that allowances are only adjusted should
the re-opener assessment after application of the Totex Incentive Mechanism incentive rate
exceeds 1% of annual average Base Revenue 152,

L RIIO-T1 : Initial Proposals for National Grid Electricity Transmission and National Grid Gas, 27 July 2012,
Ofgem, para1.11-1.12
152 R110-2 Draft Determinations - Core Document, 9 July 2020, Ofgem, para 7.31
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The application of a materiality threshold follows precedent set in the RIIO-1 framework,
Ofgem’s reasoning being that this testwould “limit the impact that uncertainty mechanisms will
have on end customers’ charges” 193, However, Ofgem also recognised that mitigating this
potential volatility in revenues would have to be balanced against the potential cashflow risk
arising from setting a threshold and limiting re-opener windows 154,

The materiality threshold should be considered against the ex-ante Base Revenue fixed at
Final Determinationsin order that all re-opener applications are measured against a consistent
benchmark. In this case, an annual average Base Revenue over RIIO-2 is appropriate to
ensure that the threshold is not dependent on the year in which either investment or the re-
opener submission is made.

A 2018/2019 price base for Base Revenue when used to set the materiality threshold for re-
openers is appropriate if the assessment of the re-opener value is also in 2018/2019 prices.

Thethreshold for the “deadband” of the Tax Trigger mechanism and the tax allowance
reconciliation

Ofgem proposes to retain the current Tax Trigger mechanism for Type B events. Changes to
legislation and accounting standards which impact on the tax allowance calculation are only
reflected when the magnitude of the change exceeds the higher of the equivalent of a 1%
changeinthe corporationtaxcharge when applied to Base Revenue and 0.33% of the opening
Base Revenue allowance 9.

The proposed requirements for an annual reconciliation between the notional tax allowance
and actual tax liability as per the CT600 form also references Base Revenue. The proposed
threshold belowwhich residual differences inthe reconciliation is as defined for the TaxTrigger
mechanism.

In principle, we consider that the materiality threshold should be applied to the Base Revenue
as calculated through the Annual lteration Process as this is a more accurate reflection of the
tax allowance appropriate for the size of network investment. However, we recognise that this
is a complex application which may result in a circularity of calculation. We therefore agree
with Ofgem’s proposalto link the threshold to the annual average of Base Revenues as at Final
Determinations as a pragmatic approach.

As tax allowances are calculated in nominal terms, prior to conversion to a real price base for
the purpose of calculating allowed revenue, the Base Revenue linked threshold should be
stated in the same terms.

In summary, a single definition of Base Revenue across the price controlis notappropriate and
we propose that the thresholds are defined as in Table 21, in line with continuation of the RIIO-
1 mechanisms.

Table 21 Our proposal for Base Revenue definition

ODIl cap and Re-opener Tax trigger and

collar materiality reconciliation
thresholds

Revenue Fast pot expenditure

components Non controllable opex
RAV depreciation

Return

133 RIIO-T1 : Initial Proposals for National Grid Electricity Transmission and National Grid Gas, Cost
assessment and uncertainty Supporting Document, 27 July 2012, Ofgem, para 2.11
13 RIIO-T1 : Final Proposals for National Grid Electricity Transmission and National Grid Gas, Cost assessment
and uncertainty Supporting Document, 17 December 2012, Ofgem, para 3.39
155 RI110-2 Draft Determinations - Finance Annex, 9 July 2020, Ofgem, page 124, footnote 179
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Equity issuance cost
Core DARTS - directly remunerated services, pension
deficit
Timing of Updated Final Determinations
determination according to
the Annual
lteration
Process
Price base 2018/2019is 2018/2019is A nominal value is
appropriate if appropriate if the | required as tax
the inflation re-opener impact | balances are
index is then is measured in initially calculated
applied to the the same price as nominal values
resulting ODI base
value
Annual vs average | Annual Average
Statement or Calculated Stated within Calculated and
calculation of through Annual | Licence condition | stated within Price
threshold [teration Control Financial
Process Model
Stated within
Price Control
Financial Model

Under paragraph 11.51 of the Draft Determinations— Finance Annex, Ofgemstates that “Under
these proposals, opening revenue allowances will no longer need to be set out in the licence.
Instead, the values would be as given in the PCFM published at each AIP, and therefore no
‘MOD’ term will be required”. This approach is not consistent with either Ofgem’s proposed
approach to defining Base Revenue or our proposed approach to setting the materiality
threshold for re-opener application. Appreciating thata Price Control Financial Model has not
yetbeen shared through the RIIO-2 framework development process, initial indications are that
there will be no permanent record of the opening revenue allowances as set at Final
Determinations. In order to provide a transparent reference point for the re-opener threshold
this value will need to be stated within the relevant licence condition.

We also consider Ofgem’s proposal alongside the ongoing development of the network’s
licence as shared to date with networks. Any reference to Base Revenue in the network’s
licence, typically introduced as an algebraic term in the calculation of the Allowed Revenue
under the Restriction of Allowed Revenue Special Condition, requires consistency in
terminology and definition with the Base Revenue term as used elsewhere in the framework.

FQ38 Do you agree withthe proposal to fix the values used for ODI caps and collars
at final determinations?

We do not agree with the proposal to fix the value of Base Revenue used for ODI caps and
collars at Final Determinations. We propose the use of the annual Base Revenue value in
2018/2019 price base calculated through the Annual lteration Process. We refer you to our
response to FQ37.

The question FQ38 is worded ambiguously and we assume it relates to the definition of base
revenue for the use of ODI caps and collars, even though it does not say that specifically.
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Separately, in our response on the quality of connections common ODI, we are arguing that
Ofgem should setthe size of the ODI caps and collarsin advance of RIIO-2 starting rather than
waiting until late 2021 to do so, but the cap and collar setin advance should be a percentage
of the annual Base Revenue value in 2018/2019 price base calculated through the Annual
lteration Process.
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Finance issues in addition to specific FQ responses

Ofgem has set out areas within the DD Finance Annexwhere stakeholder views are sought but
no specific FQ exists under which to capture these views. We set out these areas below.

Financial Resilience

Chapter 6 of the Finance Annexdetails Ofgem’s proposals for additional resilience requirements
for RIIO-2. These would apply should the licensee’s issuer credit rating fall to BBB/BaaZ2 in
combination with being placed on negative watch or the licensee be directly downgraded to a
lower rating without first being place on negative watch. In these circumstances, Ofgem has
proposed thatlicensees should provide the regulator with:

e published rating reports, where possible; and
e afinancial resilience report.

In our financeability assessment, we therefore test our resilience under macro-economic and
credible totex scenarios against a threshold above the minimum required to achieve a Baa2 or
BBB rating. Belowthis limit, we can assume, based on Ofgem’s financial resilience measures
that licensee (albeit on a notional basis) would be required meet the additional requirements
and therefore Ofgem’s statutory duty to ensure networks are able to finance licensed activities
would be at risk.

We also note that Ofgem requires the submission of published rating reports only where this is
possible. National Gridis rated by three creditrating agencies, namely Moody'’s, Standard and
Poor’s (S&P) and Fitch. Whilst Moody’s and Fitch both publish individual NGET reports, S&P
does not and only publishes a single report for the Group. Access to rating reports is subject
to subscriptionrights for allthree agencies and restrictions apply to howsuch publications shall
be shared externally. As such we cannot guarantee that it is possible to share in this instance,
unless a formal request is made, highlighting a regulatory requirement.

Bad debts

Ofgem proposes a bad debt pass through term to recover the amount associated with supplier-
related bad debts. On 7 August 2020, Ofgem published an open letter entitled “Managing
network charge bad debt — proposal enabling networks to recover potential bad debts arising
from COVID-19 related deferred network charge payments and to introduce an enduring
solution to bad debt recovery in general”, the timeframe for response being 4 September 2020.

Overall, we welcome the inclusion of abad debtrecovery terminto the RIIO framework but have
several concerns and requests for clarification. We refer youto our response to the open letter
for further detail.
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Appendix 1: Further detail on our response to Ofgem’s proposed cross checks

This appendix provides additional detail in our response to Ofgem’s proposed cross checks to
cost of equity, to supplement our responses to FQ8 and FQ9 (step 2).

Ofgem’s proposed ‘Modigliani-Miller WACC’ cross-check

As explained above in our response to FQ7, the Modigliani-Miller WACC cross-check needs to
be carried out correctly, without making errors in the methodology or parameter values used.
In particular, the cross check should:

e use ahigher RFR;

e use the cost of new debt only when applied to convert the cost of equity between different
gearing levels; and

e use better justified estimates of debt beta and TMR (see response to FQ9).

Together these changes virtually eliminate the difference in cost of equity between the cross-
check and the traditional de-levering/re-levering approach. In addition, the comparator gearing
levels used in the first stage of the cross-check should be based on book value and not market
value, unless the difference between market value and book value is going to be taken into
account when converting to a cost of equity at the assumed notional gearing.

Once these corrections are made, it is not correct to say, as Ofgem suggests at paragraph
3.102, that this cross check supports a cost of equity below the mid-point of the CAPM range.

Furthermore, this cross-check should only be applied once better justified (and higher) values
of TMR and beta values have been set (see the discussion of TMR and asset beta under
question FQ9 below). Using these inputs, the cross-check would support a much higher cost
of equity than that proposed by Ofgem in the DD, consistent with the values that would be
calculated using the better justified and higher RFR, TMR and beta values under the traditional
de-levering / re-levering approach.

MAR as a cross check

At paragraph 3.103, Ofgem suggests that “The MARs cross-check is persuasive. As noted at
paragraphs 3.67 to 3.74, market reactions to Ofwat's allowed return on equity of 4.19%
(appointee level) is, we expect, priced into MAR values for UU, SVT and PNN. Compared to
other cross-checks there are fewer comparison issues, given the consistent notional gearing
of 60% and the view that systematic risk is similar for energy and water networks”. We do not
agree as Ofgem are wrong to assume energy and water risks are similar and interpretation of
MAR evidence is complex requiring significant levels of judgment. Oxera have also reviewed
the use of Market-to-Asset ratios (MARS) in their latest cost of equity update report> and
conclude that”In light of the uncertainty in apportioning components of equity market valuations
to individual elements of the regulated settlement, there isno reason to depart fromthe position
as stated in previous CMA assessments and the UKRN cost of capital study - evidence from
traded market premia does not provide a reliable guide in practice to the cost of equity used by
investors in regulated utilities”.

MAR as a cross check: Ofgem's assumption that energy and water risk is similar is
contradicted by direct market evidence

We do not agree that the systematic risk is similar for energy and water networks, and that the
allowed cost of capital for an energy network does not need to be higher than for a water
network company. As explained in our response to question FQ5 above, there are good
reasons to believe energy networks face higher risk. Whilst such views and a consideration of
qualitative factors may be seen as subjective, it is safer to consider the evidence from beta

156 “The Cost of Equity for RIIO-2 Q3 2020 Update”, Oxera prepared for the Energy Networks Association,
September 2020, Section A2.5
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valuesfor listed energy and water companies, and this appearsto confirmthat energy networks
face higher risk:

e Evenusing Ofgem’s choices of sample lengths and averaging periods (see DD Table 14),
a comparison of the asset beta for National Grid and listed UK water companies clearly
shows that National Grid, even at Group level, faces higher risks than the water
companies.

e Once disaggregation is taken into account, allowing the lower risk of National Grid’s US
businesses relative to its UK networks to be taken into account, it is clear that National
Grid’s UK transmission networks have an appreciably higher asset beta than the water
companies. Thus, Ofgem’'s MAR analysis, based primarily on the MAR values for SVT, UU
and PNN, is inherently not persuasive in relation to the required cost of equity for energy
networks 157,

MAR as a cross-check: calculation and interpretation of MAR evidence is complex,
requiring significant levels of judgement.

There is inherent uncertainty associated with MAR analysis and, given the range of
assumptions that need to be made to derive any implied cost of equity from this method, the
approach is highly unreliable and imprecise. The CMA too has recently suggested that little
weight should be placed on forward-looking approaches such as interpretation of apparent
MAR values as the CMA has “preferredto focus [our] assessment on the historic data, which
we consider to be more robust” 158,

Even on its own terms, Ofgem’s discussion of the water company MAR values, or CEPA’s
analysis on which it is based, seems suspect and appears to reach unreliable conclusions in
relation to the required cost of equity. Oxera have prepared a report for the ENA which
considers “What explains the valuations of listed water companies?” and this has been
submitted to the CMA inrelation to the appeals of PR19 by 4 water companies. As summarised
in the ENA's submission to the CMA at the end of May 2020 1%°, and as illustrated
diagrammatically in Oxera’s latest report 160:

“ENA disagrees with Ofwat’s reliance on its MAR analysis for UU and ST to support its allowed
cost of equity for the water industry, as this does not constitute reliable evidence. Moreover,
even if the inherent uncertainties in undertaking this kind of analysis are ignored, an improved
analysis demonstrates that traded equity premia over the notional equity portion of
RCVs for UU and ST can be explained without any recourse to an assumption that the
actual cost of equity islower than the regulatory allowed base equity return; and, to the
extent that conclusions can be drawn, the analysis is consistent with the conclusion
that Ofwat has underestimated the cost of equity.”

We agree with these views. In addition, there will inevitably be significant problems in
attempting to include National Grid and SSE in MAR analysis given the extent of their business
activities outside of UK regulated networks. This would further compound the already high

137 CEPA’s report does include some estimation also of apparent MAR values for SSE and National Grid, but
SVT and UU are the only even approximately ‘pure play’ companies in CEPA’s analysis, as the othersare also
engaged in other business (either non regulated network or outside the UK). CEPA itself criticises a
decomposition approach in other parts of its analysis, indicating that it would then be inconsistent to include NG,
SSE, and PNNin their MARanalysis.

158 »NATS (En Route) Plc /CAA Regulatory Appeal Provisional findings report*, March 2020, paragraph 12.231
159 Ofwat Price Determinations: Submission by Energy Networks Associationto the CMA, identified on CMA
website as submisison of 1 June 2020,

https://assets.publishing.service.gov.uk/media/5ed0f2b3d 3bf7f45fb 321450/Energy Networks Association_subm

ission.pdf

180 “The costofequity for RIIO-2 Q3 2020 Update Report”, Oxera prepared for the Energy Networks
Association, September 2020, Section A2.5and in particular Figures A2.3.to A2.6.
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level of uncertainty that is intrinsic in attempting to derive implications for cost of equity through
MAR analysis.

We also note that even the values of the MAR premia for National Grid presented by Ofgem in
Figure 19 (reproduced from CEPA'’s analysis) in the DD are inconsistentwith the MAR premia
for National Grid’s UK networks that have been contained in recent analyst reports — and this
is before the question of howMAR values might be interpreted even arises. Five recentreports
since 9 July 2020 have average premia of around O for NG, with two of the reports stating a
negative MAR premium (that is, MAR <1) and two indicating a MAR of around 1 (see our
response to question FQ10 for further details of these values). This gives rise to two
observations:

e Thisinconsistency casts further doubts over CEPA’s MAR analysis, not only for National
Grid but over the approach in the study as applied to all the companies it included.

e The range of MAR values in these different reports, published within a short space of each
other, is a further indication of the subjectivity and unreliability of using MAR evidence as
an indication of cost of equity expectations in the market, even as a cross-check.

It is widely recognised that MARs are difficult to interpret (as explained in the UKRN report at
Appendix J and by NERA 161) due to sizeable and uncertain distortions. ‘Transaction’ MARs
are particularly difficult to interpret, but the MAR values implied by the market values of listed
companies are also hard to interpret. This is because it is not possible to disaggregate any
overall expected out-performance (or under-performance) between cost performance,
incentives performance, cost of debt performance, and differences between the allowed and
actual cost of equity. Any premium or discountto RAV could reflect many different possible
combinations of anticipated out- or under-performance in each of these separate areas. These
may not only be in relation to the current price control and next price control but also all
subsequent price controls, as well as being affected by wider market “noise”.

In relation to transaction MARs, the UKRN report explained that “\What is evident from this
analysis is transaction premia alone do not provide sufficient evidence to make inferences
about the cost of equity. Different drivers of outperformance are at play and multiple
combinations of various drivers can explain observed premia. In addition, the role of expected
outperformance means that the premia may result from unobserved investor assumptions that
may be considered unrealistic or optimistic but are nevertheless the reality behind the premia.
Forthesereasons, we consider thatevidence fromtransactionpremiais lessreliable and much
hardertointerpretthan other sources of evidence onthe cost of equity”. Similar concerns apply
also to listed company MARSs.

Fundamentally, therefore, an assessment of MAR values is unable to give a reliable indication
of the cost of equity for a regulated energy network. The reasons are explained more fully in
the ENA’s recent submission to the CMA at paragraphs 4.3 to 4.18 162 and in Oxera’s latest
cost of equity update report 163, and include the following:

e MAR values are forward looking, so estimates of the factors that contribute to the
estimated MAR values for a company are necessarily based on assumptions of investor
expectations across a range of factors which cannot be observed. The market’s view of
future outperformance involves significant uncertainty, and a wide range of views exist in
the market.

e These expectations also relate to performance of companies not just in the next price
control period, but in all subsequent price controls, and so will be affected by investor

181 “Implications of Observed Market-to-Asset Ratios for Cost of Equity at RIIO-T2”, NERA Economic
Consulting, 1 Dec 2017, Page 10

182 Ofwat Price Determinations: Submission by Energy Networks Associationto the CMA, dated 1 June 2020,
https://assets.publishing.service.gov.uk/media/5ed0f2b3d 3bf7f45fh 321450/Energy Networks Association_subm
ission.pdf

163 “The costofequity for RIIO-2 Q3 2020 Update Report”, Oxera, prepared for the Energy Networks
Association, September 2020, section A2.5
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expectations of the basis of future price controls, which may include, for example, an
expectation of higher allowed return in future controls.

e There may be drivers of RCV premia other than outperformance and allowed returns, but
these appear to be ignoredin Ofgem’s/CEPA’s analysis

e Even the estimated MAR values themselves will be uncertain, given that they depend on
the values assumed for other (e.g. non-regulated) businesses and activities with the listed
company groups.

e There are therefore significant uncentainties associated with interpreting MARSs, which are
recognised in the regulatory precedent of attaching little weight to estimated MARs.

e Whilst water companies cannot be assumed to be exposed to the same risks as energy
networks, United Utilities and Severn Trentare noteven representative of the performance
of the wider sector. Both UU and ST are both widely expected to perform strongly relative
to the peer group (in PR19 and probably beyond) for a variety of reasons, including in
relation to service targets and incentives, totex allowances, cost of debt. They, like
Pennon, were also fast-tracked in PR19, leading to additional revenues in the base return
as well as much smaller cuts to their business plans in PR19 than for most of the water
companies.

e A critical assumption is the period over which the share price is analysed. Figure 10 in the
DD shows how MAR values vary significantly across the years of a price control (whether
from 2005 to 2010 for PR04; 2010 to 2015 for PR0O9; or 2015 to 2020 for PR14). Figure 9
in the DD presents MAR values onthree specific dates between the end of December 2019
and May 2020, and the extent of fluctuations in apparent MAR values over time that is
illustrated in Figure 10 shows that it would be unreliable to attach weight to such evidence
when taken from a period that covers just 5 months.

In addition, Pennon hasrecently completed the sale of its Viridor waste business. The market's
view of this significant transaction, for a sum thatis comparable to Pennon’s RAV, will have
impacted on Pennon’s share price in recent months, making the analysis of Pennon’s MAR
during this period unreliable. Severn Trentalso has anon-trivial non-regulated business which
would need properly to be taken into account when analysing its MAR.

It is a fundamental difficulty with interpretation of MAR data to estimate cost of equity that the
results depend on investor expectations for the future, both of actual costs and performance,
and expectations of the level of future regulatory allowances, not only for the next price control
but also for all future price controls. In addition, as shown by Oxera there are also a range of
further factors that should be taken into account and contribute to market participants’
investment decisions and thus company share prices, but these do not seemto be considered
by CEPA or Ofgem. These are, unavoidably, not observable, rendering the analysis imprecise
and unreliable.

OFTO returns have a much lower risk profile than energy networks and therefore do not
represent arelevant cross-check

Ofgemthen seeks to compare the CAPM derived cost of equity to the equity returns required
by winning bidders for offshore transmission projects (OFTOs). Ofgem themselves have
recognised the differing risk profile for these projects from that of network operators 164, For
example, OFTOs face significantly lower risks in many areas such as:

e The absence of regulatory resetrisk as a result of their revenue streams being set for 20
years corresponding to the initial full operating period of the assets, until initial investments
have been fully recouped;

164 See for example ”RIIO-2 Sector Specific Methodology Annex Finance*, Ofgem, 18 December 2018,
(paragraph 3.137)
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e the assets are already constructed, but new;
e theydo not face political risk; and
e operating and maintenance costs are low, so the corresponding risks are low.

These differences in risk are so great as to make the investment propositions completely
different, so the comparison of equity returns is meaningless.

A further concern is that OFTO returns are likely to materially understate the overall equity
returnsthatare actually expected by investorsin these projects, as they omit certain significant
sources of value on a probability-weighted or expected value basis. These include investors’
expectations that they will be able to benefit from Terminal Value at the end of the initial 20-
year contracted revenue stream and differences in the likely tax treatment of the project assets
from that which has been assumed in the tender revenue stream.

Ofgem previously drew attention at paragraph 3.136 (in the SSMC) to the falling cost of equity
for OFTO projects over time and suggested that thisis a cross-check to the proposed reduction
in cost of equity from RIIO-1 to RIIO-2. However, this does not follow — the 3% reduction in
OFTOreturnswill be attributable to other factors which do notapply to RIIO, suchas a growing
familiarity with the OFTO regime (as has previously been recognised, for example by CEPA in
their 2016 report for Ofgem 16%). In addition, the higher gearing for OFTO projects implies a
relatively small change in the project WACC of ¢.0.3% over time, which would translate to less
than a 1% change in cost of equity at the gearing levels applied to energy networks.

Fundamentally, this suggested cross-check involves reference to operational OFTO projects,
and so prospective investors are bidding for activities which are very different from and not
comparable to energy network businesses. OFTO projects also operate under very different
regulatory regimes. Any information on required returns in OFTO bids is therefore not
informative when considering the returns required by networks under RIIO-2. This appears to
be implicitly recognised by Ofgemitself. In the summary of cross-checks at Table 24 in the DD,
Ofgem simply presents unadjusted OFTO equity IRR data - which according to Ofgem is
4.9% 166 and so actually higher than Ofgem’s proposed allowed equity return under RIIO-2
without attempting to make any necessary adjustments to make the information in any way
comparable to required energy network returns, such as for differences in risk, as well as
differences in gearing. This therefore cannot be seen to support the much lower proposed
RIIO-2 return.

The reasons why OFTOs face much lower risk than onshore network activities are numerous,
but include onshore networks businesses being diverse and complex, facing construction risk,
and being subject to political as well as regulatory reset risk every five years. In contrast, the
OFTOs’ business activities that bidders are competing for have a much narrower scope of
activities and range of risks associated with operating already constructed, new, radial offshore
links which have no political or regulatory resetrisks for the next 20 or 25 years, i.e. until initial
investments have been fully recouped. Winners of the OFTO competitions have often made
strong assumptions in relation to tax and terminal asset value which are not reflected in the
quoted cost of capital figures. There are also examples where OFTO projects have proved to
carry more risk than originally anticipated by the party which bid for it 167,

In RIIO-1, and nowRIIO-2, in the qualitative assessments of networks’risk profiles, Ofgemhas
recognised the importance of the capex programmes that network companies will undertake
as part of the full range of licensed network activities, considering both the scope and
complexity of the capex programme, and also the size of the programme. It would therefore
be inconsistent for Ofgem now to attach weight to a cross-check to returns on OFTO projects

165 “Evaluation of OFTO Tender Round 2 and 3 Benefits”, Cambridge Economic Policy Associates Ltd, March

2016

168 This is based on OFTO bids which do not appear to be in the public domain, and so is information which networks

are not able properly toreview. This creates a further problem of transparency and information asy mmetry if Ofgem

were to seek to use this information to inform the required returns for RI1O-T2.

167 See forexample

https://www.moodys.com/research/ Moodys-changes-outlook-on-Gwynt-y-Mor-OFTO-PLCs-rating--PR_364937
145



https://www.moodys.com/research/Moodys-changes-outlook-on-Gwynt-y-Mor-OFTO-PLCs-rating--PR_364937

NGET Response to Ofgem’s RIIO-2 Draft Determination — Finance Annex

which have such a different scope of activities and involve effectively no capital investment at
all.

We therefore consider thatthe information on OFTO returns that is contained in the DD is not
relevant and does not require any further comment in this consultation response. We highlight
that National Grid has previously provided more extensive comment to explain why observed
OFTO rates - which relate only to the operational period for an offshore transmission link — are
not informative when considering required returns on onshore assets, even in relation to a
single project, where the similarities might at first sight have seemed greater than in relation to
the planning, construction, maintenance and operation of a whole network. See, for example,
National Grid’'s response to Ofgem’'s 15 October 2019 consultation “Consultation on the
Hinkley-Seabank updated delivery model minded-to position” 168, In their latest cost of equity
update report, Oxera agree “that inferences made from OFTO bids should not be used to
benchmark the CoE for onshore energy networks.” 169

Investment manager forecasts of TMR are not arelevant cross-check for cost of equity,
and we are not aware of anyregulatory precedent for their use

Ofgem suggests using investment manager forecasts of TMR as a cross-check of the cost of
equity of energy networks, by using the TMR forecasts in the CAPM, together with assumptions
forthe risk-free rate and equity beta. Tothe extentthatthis data can be used as a cross-check,
it would make more sense for it to be considered and used as a cross-check of the TMR value
thatis to be used in Step 1 of Ofgem’s methodology for estimating cost of equity, rather than
attempting to use it as a cross-check of the cost of equity.

However it was used though, we have reservationsregardingthe use of thisdata, as previously
explained in our response to the SSMC of December 2018 179, In summary:

¢ We arenotaware thatsuch evidence hasbeen used or given much weight in any previous
price controls, so giving weight to this evidence for RIIO-2, when it appears at first sight to
be inconsistent with more established and robust approaches, would seem a significant
break with precedent.

e Oxera have previously reviewed this evidence for the ENA 171, After considering both the
FCA's ‘regulation of market return’ assumptions (which is one of the data values referred
to by Ofgem) and the limitations of the evidence from investment managers, Oxera’s
conclusions (Section 4 of their report), with which we agree, included:

o “With regard to evidence from the FCA, the 6—7% nominal range for the TMR is likely
to be below a central estimate of the expected TMR, for at least two reasons. First,
the FCA-prescribed range was designed to ensure that consumers did not suffer from
overly optimistic performance forecasts. ... Second, the expectation that the welfare-
enhancing TMR assumption for the purpose of investment advice would sit towards
the lower end of the evidence is borne out by the data.”

o “Withregard to the evidence from investment management firms, it is recommended
that no weight is placed on these observations, due to the limitations summarised
below.

168 National Grid consultation response, 26 November 2019,

https://w ww.ofgem.gov.uk/systen/files/docs/2020/05/nget response_delivery model.pdf

169 “The costofequity for RIIO-2 Q3 2020 update”, Oxera prepared for the Energy Networks Association,
September 2020, Section A2.1

170 National Grid's response to Ofgem's RIO-2 sector-specific methodology consultation — Finance, available from
Ofgem’s w ebsite: https://w w w.ofgem.gov.uk/publications-and-updates/riio-2-sector-specific-methodology-
consultation

11 “Review of RIIO-2 finance issues: Rates of return used by investment managers”, Oxera, prepared for Energy
Networks Association, March 2019
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First, in contrast to Ofgem’s original intention, it is unclear whether the evidence
presented can be used ‘to advise clients and allocate funds’. In fact, the majority of
the underlying publications explicitly state that the figures presentedtherein cannot be
used as estimates of future returns.

Second, academic research and precedents from practitioners show that survey
evidence should be attributed little weight. Given that Ofgem recognises the benefit of
predictability and stability in regulatory policy, it appears appropriate to attribute more
weight to historical evidence than to the individual forward-looking projections.

Finally, if any weight is to be placed on this evidence, the projected growth rates
reported therein must be adjusted for the downward bias embedded within such
estimates. Academic literature suggests that the adjustment amounts to c. 2%.”

e Furthermore, the FCA'saimin setting prescribed ratesisto preventconsumers frombeing
misled by inappropriately high rates, and the TMR estimates produced by investment
managers have the primary purpose of providing prudent estimates of future returns to
their clients, to ensure clients are managing their finances prudently. For this reason, their
rates are more likely to lean towards the low end of the range, in contrastto the regulation
of regulated utilities, where it has been recognised that setting the allowed rate of return
too low may exceed the detriment from setting too high a regulated return relative to the
true cost of capital.

e We also noted that the CMA, in its Final Determination of the NIE (2014) appeal,
considered the suitability of consensus or survey-based approaches from investors,
market participants and academics as a possible source for forward-looking estimates of
equity market returns. The CMA decided not to give weight to these sources, for reasons
explained at paragraph 13.156 172 but fundamentally because the CMA “preferred to
consider the underlying data on which survey respondents presumably base their views”.
The same rationale would apply to the alternative views of future market returns from
investment managers or advisers, who would use the same approachesto estimate these
returns (such as an assessment of historic returns and DDM) as are directly available to
regulators and CMA.

In the DD, Ofgem presents estimated values from a number of investment managers that were
original included in the May 2019 SSMD, as well as certain updated values taken from these
particular investment managers 173, although none of these values are more recent than
December 2019. At Paragraph 3.92 Ofgem suggests thatthis data shows a fallin TMR since
May 2019, but does recognise there are reservations that should be taken into account when
looking at this data:

e updated forecasts may not be on the same basis as May 2019; and

e given the impact of COVID-19 which has materialised since December 2019, these
forecasts may nowbe out of date.

Oxera have raised a number of additional concerns with this data 174. Only two of the
investment manager forecastsin Ofgem’s table showed a material fall between the May 2019
SSMD and the updated data in DD, and neither of these reductions appear robust:

e Considering first the updated Schroder’s estimate — almost all the decline in Ofgem’s
estimated TMR is due to a change in the investment horizon for Schroders. In addition,

172 “Northern Ireland Electricity Limited price determination”, Competition Commission, March 2014, paragraph
13.156

173 We note thatin the SSMD decision Ofgemrecognised (at Paragraph 3.90) that “We contacted the investment
managersandreceived confirmationthat their published values arein geometricterms. We thereforeagree with
Oxerathat geometric averages may need upward adjustment. Oxera suggested an uplift of2% but itismuch less
clearto usthatthis quantumisappropriate.” Ofgemthen presentedthe results with an uplift of 1% applied. It is
not clearwhetherthevalues of investment manager forecasts presented in the DD again include this uplift.

174 “The Cost of Equity for RIIO-2 Q3 2020 Update report”, Oxera prepared for the Energy Networks
Association, September 2020, Section A2.4
147



NGET Response to Ofgem’s RIIO-2 Draft Determination — Finance Annex

Schroders calculates its UK estimate using US data. This new value for Schroders is
much lower than almost all the other forecasts, and given that it is based on a projection
from US data, there is strong case for this data point being disregarded.

e Considering next the Blackrock estimate, which is the second of the values that are shown
by Ofgem as having fallen materially, as noted by Ofgem this is not a like-for-like
comparison, as the value changes from an EU TMR in December 2018 to a UK TMR in
December 2019.

Without including the results from these two investment managers, where the basis of their
estimates has changed, Ofgem’s average of the other investment manager forecasts (which
also excludes Willis Towers Watson and Vanguard) would actually have increased since the
May 2019 SSMD by ¢.0.35%, from 7.35%1t0 7.71%

As Ofgem has noted, the investment manager forecasts of TMR which Ofgem has included in
the DD all precede the coronavirus pandemic; they are all from December 2019 or earlier. The
Bank of England has commented that the elevated levels of stock market volatility and the
sharp fallsin share pricesin March 2020 as a result of the developing Covid-19 pandemic imply
that investors require a higher return on equity for the risks they face:

e “Equity prices fell around the world in March as the worldwide spread of Covid-19 became
apparent (Chart 2.11). ... While the outlook for most firms’ profits had worsened, the falls
in equity prices were much larger than would be implied by announced earnings
downgrades. That suggests investors were demanding a higher risk premium to hold
equities, and that they were potentially anticipating further earnings downgrades” 175,

e There has been a modest recovery in equity price since May, particularly in overseas
markets, suggesting the increased risk premia may have partly fallen back. However,
volatility remains high and the UK stock market is still significantly belowits value prior to
the pandemic (as of August 2020 the FTSE-all share indexis still 20% below its average
value in January 2020), implying that views of TMR will now be somewhat higher that at
the time of the investment manager forecasts which Ofgem have referenced.

Notwithstanding that we would not put evidential weight on transient forecasts by investment
managers, at least three of the investment managers that Ofgem have referenced appear to
have published more recent forecasts:

e JP Morgan produced an updated set of Long-term Capital Market Assumptions as at
March 2020 176 which include values of return on ‘large UK caps’ and gave an arithmetic
return of 11.35% and a compound (i.e. geometric) return of 10.10%. The equivalent
compound return at September 2019 was given in the same document as 7.6% (though
Ofgemreport a figure of 6.9% for JP Morgan as at September 2019), suggesting expected
TMR had increased by at least 2.5% to 3% compared to earlier periods and the valuesin
Ofgem’s table.

e Blackrock also produce an update in May 2020 which showed a geometric mean equity
return in the UK over 5 to 15 years had risen from 3.7% to 5.5% previously to a new
forecast level of 8.2% or 8.3%, suggesting expected equity returns over a 10 year horizon
had increased by at least c.3% compared to earlier forecasts.

e Vanguard has produced updated estimates of returns on different asset classes as of
August 2020 but this only appears to give 10 year annualised compound equity returns for
US equites and for ‘Global excluding US’ equities: the mid-point of the range for ‘Global
excl US' is 8%. Since JP Morgan’s forecast returns for the UK are either higher or
comparable to those for most other equity markets, this 8% figure would be expected to
understate Vanguard's estimate of 10-year returns for the UK, buteven at 8% it represents
a 3% increase on the value given for Vanguard in Ofgem’s Table 23 of the DD

175 Bank of England Monetary Policy Report May 2020, page 26.
176 hitps://am.jpmorgan.com/blob-ginV 138364720049 2/83456/JPM52180%20 L TCMA%202020%2 0 MATR [X%20-

%20USD.pdf
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e Importantly, it should be noted that the values referred to above for JP Morgan, Blackrock,
Vanguard do not include the required adjustment to increase them from a geometric
average expected marketreturn to a TMR rate for use in the CAPM. In the SSMD, Ofgem
agreed that such an increase was needed and applied an uplift of 1%.

e If these ¢.3% increases in required equity returns were repeated across the other
investment managers in their updated forecasts this year, Ofgem’'s mean value of
investment manager forecasts as given in Table 24 would increase from 7.1%
nominal/5.0% real relative to CPI to ¢.10.1% nominal or c.7.9% real relative to CPl. This
would compare to Ofgem’s range for TMR (as used in Step 1) from 6.25%to 6.75% and
would support a corresponding increase in the CAPM calculated cost of equity.
Alternatively, if used as a cross-check with a RFR of -1.48% and an equity beta of 0.9 (as
in the cross-check summary table given in the DD table 24), it would give a cost of equity
of 7.0% relative to CPI, compared to Ofgem’s cost of equity estimate in the DD after Step
2 of 4.2% (see Table 25).

Investment managers have also noted that as a result of the COVID-19 pandemic, the range
of future economic outcomes remains unusually wide. As a result, the range of uncertainty
around expected future levels of equity market return will be much wider than usual. In these
circumstances, it would seem inconsistent with Ofgem’s financing duty to adopt a TMR value
that is materially below expected future values under some plausible scenarios when setting
the allowed equity return for the RIIO-2 price control.

Infrastructure funds have a lower risk profile and are therefore not a relevant cross
check to cost of equity

At paragraphs 3.93 to 3.960f the Draft Determinations Ofgem describes a proposed cross
check to the discount rates and implied rates of return for a number of Infrastructure Funds.
The Sector Specific Methodology consultation from December 2018 previously considered the
discount rates for a smaller group of funds, and in response to this proposal a number of
network company responses and supporting consultants’ reports had shown that these rates
are not comparable to the required return on equity for an energy network company.

In our own response, we observed that “Ofgem present a table of discount rates for several
listed infrastructure funds in Table 15 on page 47 of the Finance annexto the consultation, but
it is clear that most of these are such poor comparatorsto energy networks thatthe information
is not relevant to an assessment of the return required by equity investors in energy networks.
Ofgem recognise (paragraph 3.139) that the funds “invest in private finance initiatives,
infrastructure and also in private utility assets, such as OFTOs”, suggesting they are not
comparable to energy networks. ... The investment funds may be more comparable to OFTOs
given their guaranteed full-life revenue streams which are not subject to any regulatory reset
risk”.

Oxera, for the ENA 77, had written a report to review the range of infrastructure funds' discount
rates used by Ofgem in the RIIO-2 SSMD as a cross-check. Oxera concluded that “A
comprehensive review of the infrastructure funds’risk and return characteristics suggests that
the funds’ discount rates are not an appropriate cross-check to determine the upper bound or
the lower bound of the CAPM cost of equity range. This is because:

e the funds’ asset composition makes them less risky than energy networks. Moreover,
where funds’ portfolio investments face greater revenue or volume risks than energy
networks, these are generally hedged by long-term or availability-based contracts and/or
government subsidies e.g. renewable obligation certificates (ROCSs);

e the funds’ net asset value premia have decreased since 2017. As of 2018, the average
net asset value premium was 1.8%, which does not suggest a divergence between the
discount rate used by the funds and the rate used by the investors in the funds.”

17 “Infrastructure fund discountrates”, Oxera, Prepared for Energy Networks Association, 20 March 2019
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KPMG, in a report written for Cadent 178, reached the following conclusions: “Ofgem also
presents a number of fund discount rates which are used as a proxy for the expected level of
equity return that a particular fund may target. However, the risk profile of the asset portfolios
held by the funds selected by Ofgem differ materially from the risk profile of the UK energy
networks. For example, the majority of the assets in the selected funds are in PPP/PFI style
investments bear no/limited construction risk or comparable operational cost risk as RIIO
regulated networks. These types of assets are generally acceptedto be in a lower category of
the risk/return space when compared with energy networks. It is also unclear how the funds
were selected in the first instance. If more appropriate comparators were used, the implied
level of expected IRRs would increase significantly. Notably, a simple addition of more
appropriate funds to the data widens the current range of 7.2%-10.2% to 7%-12%, although
due consideration must be given to howa single figure estimate is derived from the data.”

These earlier responses also provided more extensive commentary to describe the activities
oftheinfrastructure funds and extracts frompublications by those infrastructure funds that were
considered by Ofgem to show that these are poor comparisons to energy networks. In the
interests of brevity these are not reproduced here, but Ofgem are referred again to the earlier
submissions and consultation responses that were submitted to the SSMC.

To address these concerns, Ofgem collected additional information on the mix of activities
within the funds (presented in Appendix 3 of the SSMD) and reproduced a chart that had
previously been presented to investors by one of the funds to showthe relative risk of different
kinds of projects.

e The information in the Ofgem’'s SSMD Appendix 3 confirmed the comments Ofgem had
received to the consultation that the funds were not comparable to networks. The funds
mainly focused on operational assets with no construction risk, and in addition in most
cases were focussed on PPP/PFI projects which are lower risk than regulated networks,
given for example that they have secure revenue streams for the life of the assets rather
than regulatory reset risk every 5 years (see Ofgem’s Figure 15 in SSMD).

e Appendix 3 also reported that comparable measures of gearing for the different funds
might not be available, but Ofgem had “found gearing ratios from 0% (3i Infrastructure) to
¢.15% (JLIF, GCP)". This also casts doubt on the comparability of the funds and of their
required equity returns to energy networks, for which a notional gearing of 55% to 60% is
proposed and actual gearing has been in the range from 40% to 60% (see DD Table 13).

e The chart presentedin Figure 15 at paragraph 3.214 of Ofgem’s May 2019 SSMD shows
that the fund (BBGI) considered PPP projects to be less risky and to require lower returns
than regulated utilities. As Ofgem note, the data behind this chart was attributed by BBGI
to PwWC. When the original PWC source is reviewed, it is found that it actually refersto a
required return for regulated utilities of 7% to 9% (rather than the 7% to 8% plotted by
BBGI) 17°. Converting to a CPIH-real basis gives a real range from 4.9% to 6.9% which is
obviously significantly above Ofgem’s proposed cost of equity in RIIO-2 in the DD (3.95%
at 60% gearing or 3.70% at 55% gearing), casting further doubt over the reasonableness
of the proposed return.

Ofgem’s overall criticism of the company responses in relation to infrastructure funds was set
out at paragraph 3.126, “In general, company arguments on infrastructure funds were not well-
supported with additional evidence. KPMG's review was the most detailed (see our view of
Consultancy Report 12 at Appendix 2 below). We are not persuaded by recommendations to
include 3iwithin our primary cross-check sample”. However, itis difficultto see what additional
evidence could have been provided. The networks pointed out that the infrastructure funds
were not engaged in the same activities as regulated networks, and have lower risk, making a

178 “Cost of Equity and the RIIO-2 Consultation”, KPMG, Prepared for Cadent, 13 March 2019

179 https://www.bb-gi.com/media/1141/31-aug-2018-2018-interim-results-presentation.pdf - slide 27 shows a
range from7% to 8% forregulated networks & attributes it to PwC: the original PwC source from2017 appears
to be the following: https://pwc.blogs.com/deals/2017/10/many-happy-returns.html, which gives arange from
7% to 9%, even before any recentincreases required returns are taken into account
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direct comparison between the funds and regulated networks unreliable, and the chart and
data put forward by Ofgem supported this, suggesting further evidence is not actually needed.

For the DD, Ofgem has amended its approach with two main changes:

e Asexplainedatparagraph 3.94,0fgem“nowinclude awider sample of infrastructure funds,
increasing the original total from sixto fourteen”

e Then Ofgem “make three further analytical improvements. First, we obtain time-series data
for discount rates and premiumto NAV. Second, we infer an Internal Rate of Return (IRR)
by combining this information. Third, we derive weighted and simple averages to help
isolate fund-specific or idiosyncratic issues.”

Unfortunately, these changes fail to address the fundamental problems with using
infrastructure fund discount rates as a cross-check which were previously pointed out.

Most importantly, the lack of comparability of the business activities of the original 6 funds to
regulated networks remains (and according to Ofgem’'s SSMD Appendix 3 they also have
substantially lower gearing, at least in some cases). Itis not addressed by the inclusion of an
additional 8 funds which are even less comparable to energy networks, so that the averages
that are calculated by Ofgem across these 14 funds will have little relevance to the returns
required by investors in energy networks. The additional funds are almostall entirely investors
in renewable energy projects (e.g.solar and onshorewind), which have fundamentally different
risks from energy networks.

This lack of comparability is compounded by Ofgem’s selective approach to the data: the
company which had the highest reported discount rate, 3i, within the original group of 6
companies is now excluded from Ofgem’s averaging and from their Figure 13, and Ofgem has
chosen not to include a larger group of other infrastructure companies which have higher
discount rates (target IRR from 10% to 15%) and were drawn to their attention by KPMG in
their report for Cadent.

At paragraph 3.96 Ofgem summarises its views on this cross-check as follows “We have not
attempted to present IRRs on a risk-adjusted basis, and hence acknowledge asset or financial
risk could impair comparability among funds and/or direct applicability for RIIO-2. Nonetheless,
we note this analysis indicates: several funds imply equity returns less than 6% nominal with
an average of 6.3%; and, a fall in returns of approximately 1.5% since 2014. Further, we note
that the combined value (share price * shares) of the funds is approximately £20bn as at 31
March 2020, signalling strong investor appetite for infrastructure investments.”

Considering these comments:

e “Wehave not attempted to present IRRs on a risk-adjusted basis, and hence acknowledge
asset or financial risk could impair comparability among funds and/or direct applicability
for RIIO-2.”

Here Ofgem appears to be recognising the limited comparability of the returns required by
these funds to required energy network returns.

o “Nonetheless, we note this analysis indicates: several funds imply equity returns less than
6% nominal with an average of 6.3%"

An average of 6.3% would equate to a real return of 4.2% real relative to CPIH, but as this
is for projects with lower risk than regulated networks (and according to Ofgem’'s SSMD
data very much lower gearing, as confirmed more recently by Oxera?80) it would imply that
the proposed RIIO-T2 return is too low.

e “afallin returns of approximately 1.5% since 2014”

The formula applied by Ofgemto produce DD Figure 13 relies on an assumption that any
premium above NAV means that a fund is overestimating its own cost of capital, but there
are multiple explanations for market valuations that do not rely on the overestimation of

180 “The costofequity for RIIO-2 Q3 2020 update”, Oxera, prepared for the Energy Networks Association,
September 2020, section A2.2
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cost of capital. It will also resultin any actual reductions in discount rate over time being
overstated, and could only calculate the implied fund IRR if: all projects were entered into
at times when the discount rate was the same; all projects achieve this discount rate (but
no more); and there are no other sources of value that now contribute to the fund’s share
prices other than the return on the portfolio of existing investments.

e “Further, we note that the combined value (share price * shares) of the funds is
approximately £20bn as at 31 March 2020, signalling strong investor appetite for
infrastructure investments”

It is not clear how this is relevant when considering the required return on a different type
of investment, i.e. regulated networks that are, for example, subject to regulatory reset
every 5 years.

In their latest cost of equity update report, Oxera have further considered the information on
these infrastructure funds, and estimated the implied TMR for each fund based on its cost of
equity (assuming this is equal to its discount rate) and beta, as a cross-check for the
reasonableness of this data. These implied TMRs ranged from 12% to 28% (real relative to
CPIH) with an average of c.17%. Oxera conclude that“This is so high as to be unreasonable.
Although infrastructure funds may relay useful data in some cases, they are clearly
inappropriate for a CoE cross-check for regulated UK energy firms. The implied TMR and lack
of consistency between their own betas/CoE suggest that this datais unreliable for the type of
cross-check attempted by Ofgem and that infrastructure funds’ discount rates are not an
appropriate benchmark for the cost of equity in RI10O-2"182,

In conclusion, whilst we do not consider the infrastructure fund discount rates provide a
meaningful cross-check of the cost of equity for a regulated network operator for the reasons
explained above, if Ofgem were to give weight to this information it would support a higher cost
of equity than Ofgem have proposed.

181 “The costofequity for RIIO-2 Q3 2020 update”, Oxera, prepared for the Energy Networks Association,
September 2020, Section A2.2
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Appendix 2: Further detailon our response to Ofgem’s proposed TMR methodology

This Appendix provides a more detailed summary of our arguments on TMR, to supplement
our response to FQO9.

TMR Issue 1: The CPIback-castusedto deflatetheactualreturnisconsideredunreliable
by its authors and the ONS

This issue was considered by the CMA in the recent appeal by NATS 182, and the estimate of
TMR is also a point of consideration in the ongoing PR19 appeals by 4 water companies.
Ofgemappearsto take comfortfromthe Provisional Findings of the CMAinthe NATS appeal 183
as support for the RIIO-2 DD value of TMR. In particular, at paragraph 3.22 Ofgem state
“Noting the CMA proceedings are ongoing, and that the 17 of November 2020 is the statutory
deadline for a determination to be sent to the CAA, we will consider the CMA's final view
alongside stakeholder responses to these draft determinations, prior to making final
determinations for RIIO-2". The Final Report of the CMA in the NATS appeal has now been
published, butin light of the significantimpact ofthe COVID-19 outbreak on the airline industry,
this final report did not take account of evidence received by the CMA in response to the NATS
Provisional Determinations to reach a final position on either TMR or RFR, as is clear from the
following extracts 184

“13.3. We note that the majority of respondents to our COVID-19 consultation who expressed
a view in this area also considered that nowis not the right time to review the cost of capital.
However, there were differences of opinion as to what would constitute an error of
calculation,andwhatwould constitutean erroneousapproach tocalculatingaparticular
metric.

13.4 In this final report we have updated only the ‘vanilla’ Weighted Average Cost of Capital
(WACC) estimate from our provisional findings to reflect additional clarification from CAA and
NERL on the measure of embedded debtto be used within the cost of debtanalysis. We have
not updatedthe market data and have not made changesto the methodology that we applied
in calculating the WACC, based on the responses to our provisional findings or to our
COVID-19 consultation. As aresult, the approach in our final report does not reflect any
assessment of the merits of the pointsraised in these responses.”

It is clear, therefore, that:

e the CMA recognise that significant issues have been identified with the methodology that
it and Ofgem have used to estimate market parameters (TMR and RFR) which, if they are
correct, would constitute errors; and

182 The CMA does notappear to have considered the other two issues, as they make no comment on themin the
NATS Provisional Findings.

183R110-2 Draft Determinations — Finance Annexparagraphs 3.16to 3.19 and especially 3.21 to 3.22.

18 NATS (En Route) Plc /CAA Regulatory Appeal Final report, 23rd July 2020, CMA. See also paragraphs 60
and 61:

“60. Asexplainedearlier, given the ongoing uncertainties affecting the aviation sector, we havenotrefined our
assessment in detail following our provisional findings, or made specificadjustments to take account ofthe
impact ofthe COVID-19 pandemic, as thiswould nothave allowed us to reach figures that accurately reflected
the effects ofthe pandemicon determined costs. We also notethat themajority of respondents to our COVID-19
consultationwhoexpresseda view in this area also considered thatnowis not the right timeto review the costof
capital.

61.Ourfinal reportthereforesets outthe approach used to determine our provisional conclusions on the
appropriate costofcapital for NERL. We updated onlythe ‘vanilla’ Weighted Average Costof Capital (WACC)
estimate fromour provisional findingsto reflectadditional clarification from CAAand NERL onthe measure of
embedded debtto be usedwithin the costofdebt analysis. We also calculated a pre-tax WACC to beusedin
settingcharges, based on modellingusedby CAA and NERL. We have not updated themarketdata or made
changesto themethodology that we appliedin calculatingthe WACC based on the responses to our provisional
findingsorto our COVID-19 consultation. As a result, the approachin our final report does not reflectany
assessment ofthe merits ofthe points raised intheseresponses.”
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e the NATS Final Determination did not update the market data or methodology to take
account of the responses to the NATS provisional findings, and as a result the approach
and corresponding values of TMR and RFR in the NATS final Determination does not
reflectany assessment of the merits of the points raised in these responses. Consequently
the views of the CMA in the NATS appeal should not be seen as confirming Ofgem’s
positioninthe RIIO-2 DD, especially where the CMA did not consider some of the evidence
they received in relation to the relevant market parameters (TMR and RFR).

As noted above, the estimate of TMR is also a point of consideration in the ongoing PR19
appeals by four water companies that are being considered by the CMA. The Provisional
Determinations in these appeals are due to be published in mid-September and will give the
CMA an opportunity to express a view on the evidence it has received in relation to market
parameters in these appeals. As part of this response to the RIIO-2 DD, therefore, we also
refer Ofgem to the submissions made by the ENA to the CMA on these market parameters
(TMR and RFR) in relation to the PR19 appeal 185, as well as to the previous submissions that
have been made to Ofgem.

In the RIIO-2 DD, as well as referring to the CMA process for the NATS appeal, Ofgem makes
comments in response to the previous evidence ithasreceivedinrelation to TMR, but Ofgem’s

comments on these points fail to address the evidence thatwas submitted.

Table 22 National Grid response to Ofgem’s criticism

Ofgem'’s criticism

Our response

Para 3.13: “For
example, Oxera’s
view (7.0%to 7.5%)
appears heavily
influenced by its
Dividend Discount
Model (DDM), and its
view on how to
account for inflation”

This does not reflect the content of Oxera’s report: for example,
see paragraph 2.2 in Oxera’s 2019 update report!8 “As in the
Oxera 2018 report, and consistent with the methodology proposed
by Ofgem, we rely on historical evidence from DMS as the primary
source of input, together with the forward looking evidence derived
fromthe Oxera implementation of the Bank of England DDM as a
primary cross-check.” The Oxera report then provides extensive
discussion of the evidence which shows that the historical
dataseries of nominal returns should be deflated by the series of
RPI values over the relevant timeframe to give a value of TMR real
relative to RPI, to which the forecast RPI-CPIH wedge should then
be added.

Para 3.13 “However,
Oxera’'s DDM
analysis follows the
Bank of England
(BoE) methodology,
which focuses on
changes rather than
levels, which we
noted in SSMD is
less appropriate for
our purposes. Oxera

This issue does not mean that the Bank of England’s model (or
Oxera’s DDM model which follows the same methodology) gives
less accurate estimates of the levels of TMR than CEPAs. In fact,
the failing in the assumptions used by CEPA which have previously
been explained will mean that CEPA’s model will underestimate
TMR, and so gives an unreliable result. Pages 29 to 31 of the
NGET/NGG response 187 to the Finance questions in the Sector
Specific methodology consultation explained the concerns with
CEPA’s model and the assumptions it used, and Section 2.2.2
(page 19to 21) in Oxera’s November 2019 update report 188 not
only provided an update of Oxera’s DDM model (which uses the

185 https://www.gov.uk/cma-cases/ofwat-price-determinations: Energy Network Submissions dated 18.5.2020,

1.6.2020 and 19.6.2020.

186 “The costofequity for RIIO-2: Q4 2019 update”, Oxera prepared for Energy Networks Association, 29

November 2019

187 National Grid’s response to Ofgem’s RIIO-2 sector-specific methodology consultation — Finance, available
from Ofgem’s website: https://www.ofgem.gov.uk/publications-and-updates/riio-2-sector-specific-methodology-

consultation

188 “The costofequity for RIIO-2 Q4 2019 update”, Oxera, prepared for Energy Networks Association, 29

November 2019
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do not address in
detail thisissue or
the alternative
specification put
forward by CEPA as
presented in SSMC.”

same approach as the Bank of England’s but also (on page 21)
commented on Ofgem’s/CEPA’s DDM model and showed it had
clear deficiencies.

Para 3.14: “Similarly,
NGET’s paper on
inflation focuses on
one measure, often
RPI, rather than of
the ‘best available’
measure(s). In doing
so, NGET add the
forward looking RPI-
CPI wedge to the
historic real return,
which therefore
embeds the forecast
RPI-CPI differential
into ‘historic’ (sic)
returns. This
assumes, incorrectly
in our view, that RPI
best reflects
investors’ current
expectations.”

This paragraph mis-states and misrepresents the logic in our
paper 18, Contrary to Ofgem’s claims, the paper seeks to establish
which is the ‘best available measure’ for use when deflating the
dataseries of historic nominal returns, i.e. the historic inflation
dataseries which is most consistent and reliable, that can be used
in the estimation of the long-run average real return, and does not
presume that RPI best reflects investors’ currentexpectations as
the following extracts from the Context and Background Section on
page 15 and the Executive Summary on page 5 make clear:
“Previous price controls across many regulated industry sectors in
the UK have been seton a ‘real’ basis relative to RPI, but a
number of regulators, including Ofgem and Ofwat, are now
considering a switch from RPI to CPI (or CPIH). In considering this
change, it is important to distinguish between two separate
guestions:

e First, what is now the preferred inflation index (RPI, CPI or
CPIH) which should be used to inflate future allowed
returns, RAV values, revenues, etc during a price control

e Second, what is the most robust basis for setting the
allowed ‘real’ return relative to this preferred inflation index.

These two questions need to be considered and answered
separately - i.e. the answer to one does not depend on the other -
and it is the second of these questions that is the subject of this
report. Although Ofgem has expressed an intention to switch to

CPI (or CPIH) for inflating future revenues, the second question
remains open. Ofgem’s main method for estimating the required
level of equity returns is the CAPM, and so a value for the Total
Market Return (TMR) parameter expressed relative to CPI (or
CPIH) is now needed.” and

“Ofgem has also decided to set future price controls including RIIO-
2 relative to CPI (or CPIH), rather than RPI as in the past, and so a
value of TMR relative to CPI (or CPIH) is now needed. Estimates of
the average historical realised TMR are typically made first on a
nominal basis, and this can be used to give an estimate on a real
basis relative to CPI2 in 2 main ways, either:

e Dby subtracting the historical average long-runrate of RPI
inflation over the relevant period from the average nominal
return, to give a real return relative to RPI, and then adding
the expected forward-looking ‘wedge’ between RPI and CPI
to convert the result to a real return relative to CPI; or

e by subtracting the historical average long-runrate of CPI
inflation over the relevant period from the average nominal
returns, to give an estimate of the real return relative to CPI
directly.

Whilst the second of these approaches may be the more direct, the
uncertainty in the expected average forward-looking wedge
between RPI and CPI is low (subject to any material changes in

189 »Total Market Return: the consistency of long-run CPland RPI inflation series in the UK, and their relative
suitability for use in calculating the actual historic long-run average equity market return in the UK on a ‘real’
basis”, National Grid, 23 January 2020
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their calculation methodology), and so which of these methods
is more robust and accuratewill depend primarily on which of
the historic data series for RPl and for CPI is more reliable and
consistent when considered across the full time-frame
covered by the historic return dataset.”

In the DD, Ofgem do not seem to engage with the main reasoning, analysis and evidence
contained in our TMR paper 1%, and neither have Ofgem addressed the deficiencies in the
Ofgem approach to estimating TMR from long-run average returns which were identified in the
paper at paragraphs 16 to 30.

In appendix 3, page 194 Ofgem state: “The main issue with NG’s analysis is that it embeds
RPI inflation into the ex-ante return, even though RPI is a discredited measure of inflation.”
Ofgem appears here to be referring to concerns with RPI as a measure of ongoing or future
inflation as expressed, for example, in the Johnson Review in 2015. These concerns are not,
though, relevant to the question of which inflation dataseries (RPI or CPI) is more consistent
and reliable over the period from 1900 to 2020, which (as explained in our paper) should
determine whether:

e nominal returns are deflated by CPI to give an estimate of real returns relative to CPI
in a single step, or

¢ deflated by RPI, to give a value to which the expected forward-looking ‘wedge’ between
RPI and CPI is then added to convert the resultto a real return relative to CPI.

Significant reservations have been identified with the CPI back-series which Ofgemrely on to
deflate past nominal returns, which neither Ofgem nor any of Ofgem’s consultants have tried
to address:

e Paragraphs 33 to 36 of our TMR report considered the values used in the CPI
dataseries from 1899 to 1949, which are deflators calculated from estimated National
Accounts published by Feinstein (1972). Amongst other factors, these paragraphs
observed that:

o the fact that the deflators derived from Feinstein’s estimated National Accounts
are used for the Millennium databook’s CPI series up to 1949 cannot be
considered evidence that the Bank of England considered them a reliable
estimate of CPI, especially when these same values were also used in the
corresponding RPI seriesinthese years. Rather, itmerely indicates an absence
of any other known sources of CPI values prior to 1950, and by itself it says
nothing about whether the values better represent RPI or CPl. Furthermore,
the Millennium dataset contains a series of caveats that make clear the values
within it cannot be relied on without carefully reviewing them and the sources
fromwhich they are taken. For example, the spreadsheet saysthat it should be
viewed as “work in progress”; “the Bank of England makes no representations
or warranties as to the accuracy or completeness of the information”; and
perhaps most importantly “users are always advised to consult the original
sources as a crosscheck”.

o0 the ONS had recently confirmed to Oxera that these values are likely to be
based on underlying series constructed using a methodology comparable to
RPI, and so the consumers’ expenditure deflator series would contain the
upward influence of the RPIformula effect, and so would overstate CPlinflation

0 the ONS’s “Consumer Price Indices Technical Manual’ (2014 edition), explains
that the deflators derived from Feinstein’s (1972) national accounts are used by

190 "Total Market Return:the consistency of long-run CPland RPI inflation series in the UK, and their relative
suitability foruse in calculating the actual historic long-run average equity market return in the UK on a ‘real’
basis”, National Grid, 23 January 2020
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the ONS in a longer-term series that was produced for longer term comparisons
of RPI rather than CPI.

This manual also explains in the Retail Price Index chapter (Chapter 10) that
RPI is preferred to CPI for making long-term comparisons of the purchasing
power of the pound.

The deflators derived from Feinstein’s estimated national accounts have in the
past been consistently interpreted as comparable to RPI, not only by the ONS,
but also by the House of Commons library and the Bank of England: this
corroborates the view that the deflators can be seen as comparable to RPI
rather than CPI.

¢ Paragraphs 37 to 42 of our TMR report then considered the values that are used in the
CPI dataseries from 1950 to 1988. These values are an indicative ‘work in progress’
series of ‘modelled estimates’ of CPI produced in 2013 by the ONS. Multiple
reservations and concerns have been expressed regarding these values, including in
the 2014 paper itself 19 which published and described this backseries; in other ONS
documents; and in a recent book on the history of inflation measures which was written
by the authors of the ONS’s paper. For example:

(o}

the Introduction to the ONS’s paper noted that: “The method provides only
approximate results and there is no way to determine how accurate our
method is as sufficient data to calculate the CPI do not exist prior to 1987.”

On page 7, at the start of Section 5 which gives an “Analysis of Backcast Series
— ComponentIndices”, the ONS’s paper explainsthat“It is difficult to assessthe
accuracy of the series, as the true CPI can never be known. For that reason, it
Is also worth emphasising thatthese modelled estimates can only be considered
as broad indications of the level of the CPI series at best and caution should
be exercised when using these series.”

Onpage 10the ONS paper notesthat”... Other models may produce alternative
formula effect backcasts. ... Hence there are many ways in which the modelling
approach taken might be augmented or re-designed with alternative series
produced. Several other issues also present themselves; ... By pointing out
these choices we hope to emphasise that the series constructed here
represents only one realisation of a back series of thislength for CPL.”
wherever the 2014 edition of the ONS’s “Consumer Price Indices Technical
Manual” refers to the CPlI modelled backseries, it observes that “these are
indicative, modelled figures which should be treated with some caution”, in
marked contrast to the discussion of the Retail Price Indexin Chapter 10 in the
Technical Manual, which explains that RPI is preferred to CPI for making long-
term comparisons of the purchasing power of the pound.

Furthermore, the authors of the ONS’s 2013 paper “Modelling a Back Series for
the Consumer Price Index’ (i.e. O’'Neill and Ralph) have more recently co-
written a book on the history of Inflation. It is telling that in this book 192 they
contrast the reliability of the historic timeseries for RPland CPI in the following
way: “There is another, different attribute of the [RPI] measure that came out of
the RPI consultation — its value as a long-running measure produced on similar
terms. The CPI, in contrast, was only introduced in 1996. ..."

In addition, a recent update on CPIH and CPI backseries from the ONS 19 has
reinforced that the CPI backseries cannot be relied upon, and furthermore the
ONS is going to update these values (though it is unclear whether the resulting
update will itself be able to give robust and reliable figure for CPI back to 1947):

191 O”Neill and Ralph, “Modelling a Back Series forthe Consumer Price Index”, ONS, released July 2014:
https://webarchive.nationalarchives.gov.uk/20151014001752/http ://www.ons.gov.uk/ons/rel/cpi/modelling -a-

back-series-for-the-consumer-price-index/1950---2011/index.html

192 “Inflation History and Measurement”, O’Neill, Ralph and Smith, 2017, ISBN 978-3-319-64124-9, published
by Palgrave Macmillan.

198 ONS statement “Developing CPIH and CPI historical estimates between 1947 and 19877, 10/10/20189,
https://www.ons.gov.uk/news/statementsandletters/developingcpihandcpihistoricalestimatesbetween1947and198
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“The ONS previously published indicative modelled estimates for the CPI
between 1947 and 1987. These estimates are for analytical purposes only and
are not intended for official uses.”
¢ In conclusion, the references and information reviewed in this section of our TMR report
show that there are only reliable values of CPI from 1988 onwards, with significant
doubts over the values used in the Millennium databook’s CPI series for 1900 to 1949
and for 1950 to 1988.

Ofgemgo on to say on page 194 of the DD: “NG’s argument appears to hinge on there being
a consistent and perfect single measure of inflation for more than 100 years.” It is clear from
reading our TMR paper thatit does notrely onthere being a single, perfect measure of inflation
for more than 100 years, as Ofgem claim. Instead, it simply adopts the obvious starting point
that it is more reliable to deflate the nominal return dataseries using a more consistent and
reliable dataset than a less reliable one. The paper demonstrates that the available RPI
dataseries since 1900 is more reliable than the available CPI series, given the sources used
for the CPI series, and it then backs up this evidence with some empirical numerical analysis
that shows that the Bank of England’s Millennium databook CPI dataseries (both the ‘original
series and the ‘preferred’ series) do not accurately or reliably give the values that CPI would
have had if it actually had been measured over the long-term (i.e. from 1900 to 1988, where
1988 is the first year for which reliable CPI values actually exist). In contrast, this analysis adds
support to the view that the Millennium databook’s long-run RPI series does provide a much
better representation of RPI as it is now calculated across the full period under consideration
(1899 to 2018).

We also disagree with their comment later in the same para on page 194 of the DD that says:
“The absence of this does not invalidate using the best available measure for each period of
history, as implied by NG.” Thisis not what we imply. To the contrary, there would be
significant problems in using different measures of inflation for different periods of history, as it
would not be clear how the resulting ‘real’ return should be interpreted — it would be a value
relative to neither RPInor CPI.

TMR Issue 1: Summary

In summary, although Ofgem has decided to transition to a CPIHindexed price contral, it is still
necessary to decide what long-term historic inflation series back to 1900 or longer should be
used to deflate the historic series of nominal equity market total returns. This should be the
most accurate and reliable inflation series over this long timeframe. We and economic
consultants (Oxera, Nera and Frontier) 194 have considered whether CPI inflation should be
used as a basis of setting real returns with reference to data published by the Bank of England
(BoE) in the Millennium dataset. The conclusions of these reviews have consistently been that
the historical RPI seriesis more reliable than the alternative back-castCPIseries. The reasons
for this are set out in detail in the relevant economic studies butin summary are that:

e The authors of the CPI dataset from 1950 to 1988 expressed significantreservations over
the data when it was published. As a result, reliable CPI values only exist for the period
since 1989. Moreover, the underlying data thatwould be needed to calculate reliable values
of CPI for earlier timeframes has not even been retained by the ONS.

e Oxera’slatestcost of equity update reportexplains a further concernwith the CPI backcast,
i.e. the CPI valued from 1950 to 1988 19: “We requested the data and code underlying the

194 See for example “Review of UKRN Report Recommendationson TMR”, NERA prepared for the Energy
Networks Association, 20 November 2018; “Inflation in the context of real TMR”, a note for the Energy
Networks Association prepared by Phil Burns, supported by Mike Huggins, Rob Francis and Michael Yang of
Frontier Economics, 13 March 2019; and “The cost of equity for RIIO-2, Q4 2019 update, Oxera prepared for
Energy Networks Association, November 2019

1% “The costofequity for RIIO-2 Q3 2020 update”, Oxera prepared for the Energy Networks Association,
September 2020, page 17

158



NGET response to Ofgem’s RIIO-2 Draft Determination — Finance Annex

CPI backcast. The ONS was unable to locate the information used to construct the
historical CPI estimates, and has been unable to replicate them. The ONS is currently
revising the backcast of historical CPI. We consider that it would be inappropriate to switch
this estimated historical inflation series for setting a price control when the series is under
revision and may be subject to error, given that the results cannot be reproduced.”

e The RPI and CPI dataseries used the same values as each other from 1900 to 1948, but
the ONS have confirmed to Oxera 1% that these values are likely to be based on underlying
series constructed using a methodology comparable to RPI, and so the consumers’
expenditure deflator series would contain the upward influence of the RPI formula effect,
and so would overstate CPI inflation. It follows that these deflator values cannot be
considered to give an indication of CPI values during these years, but can be considered
representative of RPI197,

e The available evidence shows that the RPI inflation dataseries is more reliable and
consistent over the long-term than the available CPI dataseries, and on this basis it should
be used when estimating the historical realised market return to give a real value (relative
to RPI). An estimate ofthe real TMR relative to CPI can then be derived fromthis by adding
the expected forward-looking difference between RPland CPI.

TMR Issue 2— TMRshould use adiscountrate atleast ashigh as the historical arithmetic
averagetoreflect investors discount rate approach for capital budgeting

The second issue concerns whether TMR estimates should be based on a long-run return
averages that are calculated on a geometric or arithmetic average basis. This has received
widespread academic attention over many years.

At paragraph 3.15 in the DD, Ofgemrefers to this issue in the following way “Both Oxera and
NGET rely on arithmetic averaging, with reference to research by Cooper (1996). However,
this reliance does not address the fact that most investment professionals focus on the
geometric return over the investment horizon. Further, Blume (1979) has shown that if the
holding period is longer than one year, the arithmetic mean of one-year returns is an upwards-
biased measure of the true expected return. We remain unconvinced that arithmetic averaging,
particularly if it is unadjusted, is more reliable than adjusting geometric means upwards, in line
with our SSMD view.”

From this description, it appears that Ofgem may not have fully understood the issue. The
ENA, supported by Oxera, has recently explained the issue to the CMA in a submission to the
PR19 appeal, and to assist Ofgemwe bring this explanation to their attention 1%8. Thisreference
explains the following:

e Ofgem’s approach to averaging the historical returns, like that of Ofwat, addresses the
wrong question, resulting in an incorrect downward biased estimate of the cost of equity.
Ofgem, like Ofwat in PR19, “implicitly defines the question as ‘what return do investors
require for investing in equities?’ The JKM and Blume estimators used by the CMA can be
used to answer this question, and correctly provide estimates that are slightly lower than
the arithmetic average. However, the relevant question for setting a price control is ‘what

1% “The costofequity for RIIO-2 Q3 2020 update”, Oxera prepared for the Energy Networks Association,
September 2020, page 17

¥ This is consistent with the use of these deflators derived fromFeinstein (1972) in the ONS’s own long-term
RPI series, as described forexample in “Consumer Price Inflation since 17507, by Jim O‘Donoghue and Louise
Goulding (ONS) and Grahame Allen (House of Commons Library), fromONS’s Economic Trends 604 (March
2004)

1% See pages 8to 9in the ENA submissionto the PR19appeal to the CMA, 19.6.2020,
https://assets.publishing.service.gov.uk/media/5eeb57fae90e07644fae4218/Energy Networks Association 3 p
df; see also Professor Stephen M Schaefer, London Business School, Comments on CMA views on Estimating
Bxpected Returns, 15 April 2020; and see also Oxera (2020), “Deriving unbiased discountrates fromhistorical
returns”, which incorporated Professor Stephen M Schaefer, “Using Average Historical Rates of Returnto set
DiscountRates”
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rate do investors use to discount future cash flows?’ Using the JKM and Blume estimators
to answer this question results in estimates that are more biased than simply using the
arithmetic average, because the JKM and Blume estimators adjust in the wrong direction
(i.e. down).”

e Cooper (1996) demonstrated that the discount rate investors should use to give an
unbiased estimate of the present value of future cash flows, will assume a TMR at least
as high as the arithmetic average of historical returns. As the horizon for investment
appraisal extends, the TMR must be further increased above the arithmetic average.

o Professor Stephen Schaefer set out his reflections on the CMA’s approach to establishing
expected returns in its NERL Provisional Findings in a report provided to the CMA in the
NERL redetermination process 199, Professor Schaefer observes that 200:

“estimation error in the expected return will produce a positive bias in both the expected
future value of an investment portfolio and in the present value of a future cash flow. Since
future value increases with the expected return, adjusting for a positive bias in the case of
compounding means using a lower expected return. However, since present value
decreases with the expected return, adjusting for a positive bias in the case of discounting
means using a higher expected return”,

and:

“To allow both discounters and compounders to make consistent, unbiased estimates, all
the CMA needs to do is to provide an unbiased estimate of the arithmetic return”.

e Oxera’s November 2019 update report 29 explained that the source of the bias is the
convexity of the function used to estimate the arithmetic and geometric average discount
factors, which results in the estimated expected value of the discount factor being higher
than the true expected value. As the discount rate is the inverse of the discount factor, the
bias is inverted and the estimated value of the discount rate will be lower than the true
expected value.

e Oxera’s work shows a further shortfall for the difference between the correct value and the
arithmetic average of 18bps at a ten-year investment horizon and 35bps at a twenty year
investmenthorizon. The number continuesto increase for investment horizons longerthan
20 years 202,

e Thisissue has been considered furtherin a February 2020 paper by Oxera and Professor
Schaefer 203, The main conclusion of the paper is that “the discount rate thatis required to
give an unbiased estimate of the discount factor (i.e. of present value), for use in capital
budgeting, will be at least as high as the arithmetic average of historical returns. It is this
value that regulators must estimate in setting an allowed return on the RAV. As the
investment horizon extends, the discount rate must be further increased above the
arithmetic average”.

In the SSMD, Ofgem’s range for TMR was 6.25% to 6.75%, consistent with that in the DD, and
within a wider initial range from 6% to 7%. The derivation of this value was illustrated in
Ofgem’s SSMC in Figure 18, which showed thatan 'uplift’ of 0.77% was added to the geometric
average in calculating the bottom of the range. The corresponding uplift at the top of the range

199 professor Stephen M Schaefer, London Business School, Comments on CMA views on Estimating Expected
Returns, 15 April 2020.

200 NATS En-route plc (NERL) Price Determination: Submission by ENA in responseto the CMA’s Provisional
Findings, listedas ENA submission of24.4.20 on the CMA’s website, page 8

21 “The cost of equity for RIIO-2: Q4 2019 update’, Oxera prepared for Energy Networks Association, 29
November 2019, Page 18.

22 |hid Table 2.3

203 Ofwat Price Determinations: Further submission by Energy Networks Association, listed as ENA submission
of 19.6.20 on the CMA’s website, see page 9, taken from

Oxera (2020), “Deriving unbiased discountrates fromhistorical returns”, which incorporated Professor Stephen
M Schaefer, “Using Average Historical Rates of Returnto set Discount Rates”
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was 1.77%. The middle of Ofgem’s range appears to correspond to a deduction of c.0.5%to
the arithmetic average, in contrast to the correct approach as explained above which would
instead require an addition of 0.18% (for a 10-yr horizon) or 0.35% (for a 20-year horizon), so
this incorrect averaging approach alone results in Ofgem’s TMR estimate being ¢.0.75% (i.e.
0.68% to 0.85%) too low depending on the investment horizon considered.

TMR Issue 3—the averaging period used by Ofgem gives the lowest TMR results

When calculating an estimate of TMR from data for the average realised market returns over
the long-run, itis necessary to decide the length of the averaging period that should be used.
Estimates of returns have often been based in the past on averages from 1900 to the present
day. However, there is nothing special about 1900 as the start date for the averaging period
and no reason to assume that data prior to this pointis any less relevant. Ofgem themselves
have previously recognised this 204, Conversely, if data prior to 1900 is to be disregarded as
being less relevant, the datain the first decades of the 20th century might equally be excluded
in working out the average returns.

Our TMR report 2% considers this issue on pages 54 to 56. It includes tables which show that
use of either an earlier or later starting date for the long-run averages leads to higher values of
average realised return. As there is no rational justification for choosing a start date for the
averaging which gives the lowest value of long-run averages, itis therefore clear that use of
the averages fromend 1899 only does not give a balanced view of the true level of the long-
run realised average return. Introducing bias in this way by ignoring relevant evidence for no
good reason constitutes an error in methodology. If the evidence that is now available that
relates to different averaging periods is taken into account, the overall geometric average
should be increased by at least 0.3% to 0.5%.

As described above, using 1900 as a starting point for the long-run average of market returns
in the UK gives values which are, or very close to, the lowest average return, whereas
averaging over longer or shorter periods gives higher values. Our TMR report also shows that
there is a similar pattern when looking at total equity market returns from the USA over longer
or shorter averagesthan from1900. This corroboratesthe pattern oflong-run averages for the
UK that is described above, and so confirms that bias would be introduced if only the value of
the long-run average return since 1900 is considered.

The relevance and impact of considering differentaveraging periods can also be seento be
consistentwith a 2019 report by Aon 2%, referred to as consultancy report 17 in Ofgem’s SSMD
Finance Annex. Ofgem notes that one of the authors of this report was Derry Pickford, who
wrote the Appendix D in the earlier March 2018 UKRN report, which was the section of the
UKRN report which considered the different inflation measures in the Bank of England’s
Millennium databook, and so led to Ofgem’s proposed approach of deflating historic nominal
returns using the BoE’s CPI series. The Aon report concludes that the best estimate for the
long-runrealised returnis 6.5%real on a geometric average basis. (Note that Ofgemincorrectly
interprets this 6.5% figure in their May 2019 SSMD Finance annexto be an arithmetic average
- see Ofgem’s firstcomment in response to Consultancy report 17 inthe SSMD Finance Annex
- and so appeared to viewthe report as supporting their 6.25% to 6.75% TMR range, when in
fact it is a geometric average and so supports a range that is appreciably higher than this.)
Even using Ofgem’s value for the uplift that should be added to geometric return averages
when estimating TMR (0.77%to 1.77%), once this National Grid is added to the geometric
average value in the Aon report, it gives a range from 7.3% to 8.3% (relative to CPI).

204 For example, Ofgem said on 17" February 2014 in the “Decision onour methodology for assessing the equity

market returnfor the purpose ofsetting RIIO-EDL1 price controls” that “the most objectiveevidencefor

prospective market returnsisthe level of returns achieved by investors in equity markets over the longer term,

going back asfar asthe start ofthe 20th century or evenearlier inthe 19th century.”

25 “Total Market Return: The consistency of long-run CPland RPI inflation series in the UK, and their relative

suitability foruse in calculating the actual historic long-run average equity market return in the UK on a ‘real’

basis”, National Grid, 23 January 2020

206 Aon report “Isthe UK an "averagely lucky country?” by Derry Pickford and John Chung, 6th March 2019.
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Ofgem does not address the issue of averaging length in the main body of the DD Finance
Annex, but does consider it briefly in Appendix 3, in commenting on our TMR report. Ofgem’s
response is that “We have consistently used the period back to 1900 when estimating TMR,
using evidence from DMS. We consider that this represents a suitable time horizon, and hawe
addressed in SSMD why a longer period may suffer from survivorship bias. A shorter period
would seem to be selective, unless there is a good reason to believe earlier data is
unrepresentative.”

In the SSMD Ofgem made the following comments on this issue:

3.76 We were not persuaded by NG’s argument that we should use different outturn periods
for estimating the TMR. NG suggested thatwe should use data from 1950 onwards. However,
ofthe 66 yearsfrom1950t0 2016, 51 have had positive returns (77% of the sample) - therefore,
reliance on this period alone, as suggested, without good reason for discarding the other data,
seems unduly biased.

3.77 We also note that to focus on the sample from 1900 is consistent with our approach for
RIIO-1. In this period, we find 86 years of positive returns fromthe 117-year sample (73%) —
therefore on this basis, it appears that the 20th century has more positive bias than negative.
This also makes it doubtful that there may be a disaster-bias by including the first 50 years of
the 20th century, as argued by AON.

3.78 We do note however that AON’s argument appears to be partly based on the thesis that
negative returns can be more impactful than the positive returns. However, AON did not
demonstrate clearly that this theory is unduly affecting the period from 1900 onwards.

3.79 Similarly, we were notconvinced thatwe should increase our data sample to include most
of the 1800s - it is widely known that data going back so far in history may not be reliable. For
example, Jorion and Goetzmann (1999) argue:

“Long-term estimates of expected return on equities are typically derived from U.S data
only. There are reasons to suspect that these estimates are subject to survivorship, as the
United States is arguably the most successful capitalist system in the world.... The high
equity premiumobtained for U.S. equities appearsto be the exception rather than the rule.”

None of Ofgem’s observations provide a valid reason not to consider the impact of different
averaging periods, as we explain below:

e The observations that“We [Ofgem] have consistently used the period back to 1900 when
estimating TMR, using evidence from DMS.” and “We [Ofgem] also note that to focus on
the sample from 1900 is consistent with our approach for RIIO-1." might have some merit
if Ofgem were adopting a consistent approach in other aspects of TMR estimation. As it
is, Ofgem is happy to change the methodology in other respects, such as to switch from
use of a long-run RPI dataseries to use of a long-run CPI series when deflating past
nominal returns, and so cannot reasonably argue thatonly the average since 1900 can be
considered because this is the approach that has been used previously.

e Ofgem’s objection that “a longer period may suffer from survivorship bias” can be seen to
be taken froma very old (1999) paper that was commenting on the limitations, at the end
of the 20t century, that were caused by long-term data being typically only available for
the US. Since long-termreturn data is now available for the UK, and this is the data that
we have primarily referred to in relation to this issue, this concern is no longer relevant.

e We are not suggesting that Ofgem should use data from 1950 only (and did not previously
suggest this). Rather, we are highlighting that to focus on the long-run average across a
single timeframe only (i.e. since 1900), where both longer and shorteraverages give higher
values, introduces a downward biased estimate.

e It is not clear on what basis Ofgem consider that, when considering returns from 1900, it
is a concern that “In this period, we find 86 years of positive returns from the 117-year
sample (73%) — therefore on this basis, it appears that the 20th century has more positive
bias than negative.” Since average returns are positive, it would be expected that there
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would be more years of positive returns than negative, and a histogram of average real
returns in each of the 120 years is close to symmetric around the average value. Inany
case, even if there are many more years of positive returns than negative, this does not
mean there is a positive bias: the average is just that, an average, and whilst Ofgem’s
observation might be suggesting that the distribution of returns is not completely
symmetrical this does not mean that the average is biased.

e Ofgem’'s comments on Aon’s report do not fully address the conclusions reached by Aon,
butin any case are not relevant to main concern being raised here, which is that to choose
the averaging length that gives lowest averages only, whilst disregarding both longer and
shorter averages which gives higher values, gives a downward-biased estimate of TMR.

e We accept that increasingly old data may be less reliable, but this concern would also
mean that, for example, the data between 1900 and 1920 is likely to be less reliable than
that in later years. On this logic, more weight should be attached to the higher average
real returns starting from 1909, 1919, and 1929 rather than considering just the lowest
average value starting in 1899. A preference to avoid use of less reliable data would also
apply in other areas, for example, the available inflation data series are likely to be more
reliable as you move forwards in time. On this basis, if Ofgem are concerned about using
less reliable older data, more focus should be placed on averages since 1950, for which
official ‘RPI' values do exist, and place less weight on data prior to 1950 for which no
official inflation data has ever existed. The period since 1950 would still give a long-run
average covering 70 years. This is not our main argument here though: rather, we point
out that longer or shorter averages give higher values than the average return since 1900,
and to place full reliability on datafrom 1900, considering it to be equally as good as return
information in more recent years, whilst completely disregarding and giving no weight at
all to any information prior to 1900, is not justified.

TMR Issue 4 — Ofgem’s estimate is not based on return across the whole equity market
from 1899 to 1954

Even if the calculated value of realised real return is based on averages since the end of 1899
only, using the DMS/Credit Suisse databook values of nominal returns, deflated by the historic
RPI (or CPI) inflation series, there is a further reason to think that the result will be an
underestimate of the average realised return on the whole of the UK equity market. This is
because the DMS estimate of equity returnsin the UK is based on the returns ofthe 100 largest
companies only from 1899 to 1954. The total returns on these largest companies would have
been expected, on average, to be lower than those on smaller companies: this widely
recognised difference is known as the ‘size effect’. As a result, the UK returns given by the
DMS/Credit Suisse databook for these 55 years are not really a measure of Total Market
Return in the UK during these years but would be expected to underestimateit.

Further information and an estimate of the size of the impact that the limited coverage of the
DMS returns information from 1899 to 1954 would have is given in our TMR report at pages
56 and 57. Ofgemdoes not address this coverage issue in the main body of the DD Finance
document, but does consider it briefly in Appendix 3, in commenting on our TMR report. In this
Appendix Ofgem say “We have based our assessment on available evidence and are not
aware of any source of downward bias in the available data as argued by NG.” This does not
address the point at all: our TMR report identified the issue, and provides documentary
evidence and referencesto supportthe pointand showthatitis notimmaterial. In the absence
of any observations at all to the contrary, it would be an error of fact and of methodology to
ignore this source of downwards bias.

Appendix 3: Furtherdetail on our responseto Ofgem’s proposeddebtbetamethodology

As our answer to question FQ5 explains, the notional equity beta needs to be calculated from
raw observed beta values for listed companies which generally have a different gearing level
from the notional gearing level chosen for a price control, and will inevitably have different
actual gearing levels from each other. In order to compare these values and make these
calculations, a debt beta value needs to be assumed, and in the calculations for the DD Ofgem
uses a debt beta of 0.125.
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The DD briefly refers to studies 207 that suggest debt beta values greater than zero should be
assumed in price controls at paragraphs 3.36 to 3.39; in Table 16, where Ofgem’s chosen
0.125 value of debt beta for the calculationsin the DD is described as ‘Ofgem judgement’; and
in Appendix 3, where Ofgemresponds to NERA's and Oxera’s use of a lower debt beta value
of 0.05 in the following way:

“We are not persuaded that we should reduce our estimate of the debt beta. The UKRN has
published research on the debt beta which supports our current view. We note a low debt beta
implies a larger boost to both the cost of equity, and the cost of capital, as gearing increases.
We note that NERA'’s debt beta assumption does not align with Oxera’s direct estimation value
of 0.2 for National Grid’s debt beta, as noted in the UKRN debt beta study.”

“Oxera’s view on debt beta seems heavily dependent on only one method of estimation, an
indirect method. Oxera’s other work however shows that a direct estimation approach for
National Grid indicates a statistically significantdebt beta of 0.2, as per it's March 2019 report:
‘If (again for July 2013 — June 2018) we simply regress returns on a portfolio of National Grid
debt against the FTSE we obtain a coefficient of 0.20 (t = 2.48). Oxera’s estimates, from zero
to 0.2, span our proposed debt beta estimate of 0.125. Itis not clear to us why Oxera prefer a
lower debt beta estimate, given its own findings of higher values.”

Importantly, Ofgem appears to have misunderstood the context in which the 0.2 figure which
they refer to was included in Oxera’s report. Oxera did not reach “findings of higher values”,
and in stating that “It is not clear to us why Oxera prefer a lower debt beta estimate” Ofgem are
ignoring the more detailed results and discussion in Oxera’s report. Whilst Oxera’s report did
guote a value of 0.2 in one place, as noted by CEPA, this was merely the result of a simple
direct regression, and as the relevant paragraph itself then explained this simple regression
value does not reflect the credit risk of National Grid. Instead additional factors need to be
included in the regression, as Oxera’s report explained. When applying regression-based
methods, it is importantto control for interest rate risk, as otherwise the resulting debt beta
estimate would capture risks over and above credit risk, resulting in a biased (i.e. inflated)
estimate. Thisis illustrated by the related observation in the previous paragraph of Oxera’s
report that:

“...in the five years ending June 2018, the correlation between the FTSE and the Barclays 7-
10 year UK government bond index was positive (around 0.25). Thus, over this period, riskless
debt has a positive beta against the FTSE but this beta clearly has nothing to do with default
risk. Since debt of National Grid and the listed water companies is fairly low risk, part of its
sensitivity to equity will simply reflect the correlation between riskless debt and the equity
market.”

We therefore refer Ofgemback to Section 4 of Oxera’s earlier report2%8 so they can properly
reviewthe evidence and explanation provided, which reached the conclusion (on page 26) that

“Currentevidence supports debtbeta of 0.05 instead of Ofgem'srange (0.1-0.15). ... We hawe
provided recent capital market evidence, prepared with Professor Schaefer, to substantiate
that a debt beta assumption of 0.05 is appropriate in determining allowed returns for RI1O-2.”

Oxera further considered debt beta evidence in their subsequent November 2019 “Cost of
Equity Update” report2°in Section 3.2.5. After reviewing the evidence, Oxera reached the
view atthe end of this sectionthat “our proposed estimate of 0.05 is a conservative assumption
for the debt beta in RIIO-2.” In other words, the evidence might support lower values.

27 “Considerations for UK regulators setting the value of debt beta”, CEPA report for the UK Regulators
Network, 2 December 2019; and Oxera’s 20 March 2019 report “Review of RIIO-2 finance issues: The
estimation ofbeta and gearing) prepared forthe ENA.

208 “Review of RIIO-2 finance issues - The estimation of betaand gearing”, Oxera, prepared for Energy
Networks Association, 20 March 2019

209 “The costofequity for RIIO-2 Q4 2019 update”, Oxera, Prepared for Energy Networks Association,
29 November 2019
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As part of the evidence considered in this November 2019 report, Oxera reviewed academic
and industry evidence reported by Ofgem in the SSMD, based on analysis from NERA, as well
as two additional more recent observations added by Oxera (see Figure 3.1 in Oxera’s report).
Only two of the references considered by Ofgem supported values at or approaching 0.2:

e Thefirstreferredto a Fama and French paper from 2002, but this paper does not actually
seem to suggest a value for debt betas. Rather, the actual source cited for the Fama and
French derived estimate in NERA's report which Ofgem referredto is a Fama and French
paper from 1993, but in that paper, table 7b suggests that the debt betas of investment
grade bonds are between —0.02 and 0.02.

e The second is the well-known Brearley & Myers “Principles of Corporate Finance’
textbook, but this gives no evidence to support this range, as the authors simply make a
general and non-specific observation that ‘debt betas of large firms are typically in the
range of 0t0 0.2'.

The other sources included in the NERA reference that Ofgem referred to suggested debt beta
values of 0.04 (Schaefer & Strebulaev 2008),0.125 (Damodaran 2012) and 0.05 to 0.1 (Brattle
Group 2016). Moreover, one of the additional references identified by Oxera in the November
2019 report was to a more recent estimate of O from Damodoran (in 2019). These sources
would therefore, on average, supporta value of ¢.0.05. We also note that in their more recent
report for SPT “November 2019 — Cost of Capital for SPT” 219, which is considered by Ofgem
in Appendix 3 of the DD, NERA now support use of a debt beta value of 0.05.

It is, therefore, unclear what evidence Ofgem is now using to support the debt beta value of
0.125 that was used in the DD. The value of 0.2 referenced to Oxera was taken out of context
and was not an estimate of debt beta; the evidence referred to in the SSMD that supported
higher beta values has been shown to be flawed; and both the remaining evidence in SSMD
and the more rigorous and sophisticated studies carried out by Oxera suggest that the debt
beta value should be 0.05 or less. In the absence of any evidence to support a debt beta of
0.125, it would be an error for Ofgem to use this value in Final Determinations, and a value of
0.05 should be used instead.

More recently still, Oxera have further considered the evidence for debt beta values in some
depth using a range of estimation methods in Section 3.2.2 of their latest cost of equity update
report 1. These include CEPA’s application of the structural method in the December 2019
report for the UKRN ‘Considerations for UK regulators setting the value of debt beta’. Oxera
identify two errors in CEPA'’s calculations, and when these are corrected this method too gives
an estimate debt beta of 0.05 ?12. Oxera also address CEPA comments on the various
estimation methods in CEPA’s report for the UKRN, and note, for example, that CEPA failed
(when comparing the indirect regression-based approach to direct regression-based
methodologies) to reflect the need to control for interest rate risk when estimating beta using a
regression-based method. In relation to the decomposition method, Oxera review the
advantages and problems of the approach, and conclude that “As a result of these
disadvantages, the decomposition approach could be viewed as an inferior version of the
structuralmethods cited by CEPA. Thisis because unlike the decompositionmethod, structural
methods have strong theoretical foundations, have been shown to approximate the regression
estimates correctly, and can account for the relationship between gearing and debt beta.
Additionally, both approaches require a similar number of parameters to be specified.
Therefore, we would recommend that regulators place more weight on the structural method
and the regression-based methodsthan the decomposition approach.” 213

210 https://www.spenergynetworks.co.uk/userfiles/file/RIIO-T2_Annex 9 SPT_WACC _report.pdf
211 “The costofequity for RIIO-2, Q3 2020 update”, Oxera prepared for Energy Networks Association,

September 2020
212 |bid, Figure 3.4

213 “The costofequity for RIIO-2, Q3 2020 update”, prepared for Energy Networks Association, September
2020, page 41
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The evidence for debt beta values from the different methods is summarised in the chart below
taken from Oxera’s new report 24

Figure 33: Evidence on Debt Beta
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Oxera conclude that the estimates from direct and indirect regressions as well as from the
corrected version of CEPA’s structural method support a debt beta assumption of 0.05 for
regulated network companies. This addresses Ofgem’s comment in the DD that “Oxera’s view
on debt beta seems heavily dependent on only one method of estimation, an indirect method”.

Finally, on debt beta, at paragraph 3.70 Ofgem suggests that its observation that “common
approachestore-gearing asset betas have the effect ofincreasing the overall WACC estimate”
as assumed gearing increases, which is exacerbated at lower levels of debt beta, casts “further
doubt over arguments that we should assume a low value of debt beta”. However, as noted in
our discussion of Risk Free Rate in our response to FQ9, and in our response to question FQ7,
once Ofgem correct their error in estimating the Risk Free Rate that is used in the CAPM
formula (to take account of the unique characteristics of sovereign bonds and the gap between
corporate and sovereign risk-free financing rates), which then leads to a RFR value that is
significantly higher than the value in the DD, this relationship between gearing and overall
WACC which Ofgem refer to is effectively eliminated even with low values of debt beta. Thus,
the observation referred to by Ofgemat paragraph3.70 does not actually support higher values
of debt beta than 0.05.

24 |bid, see Section 3.2.2and Figures 3.1to 3.4 in particular for further details
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