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Executive Summary

This report sets out NERA’s comments on Ofwat’s allowance for a small company premium
(SCP) on the Weighted Average Cost of Capital (WACC) for PRQ9, as set out in the Draft
Determinations (DD).

Equity and Debt
Ofwat propose to include a SCP in two ways:

= A small company debt premium (SCDP) of 0.1% (pre-tax) for Three Valleys and South
East Water and 0.4% (pre-tax) for all other WoCs; and

= An uplift to the cost of equity for all WoCs of 0.5% on a post-tax basis.

The latter stems from Ofwat’s decision to set a cost of equity of 7.1% for WoCs despite a
lower notional gearing assumption (52.5% for WoCs versus 57.5% for WaSCs) which would,
normally, lead to a lower cost of equity. Ofwat state this decision was taken to “improve the
cash-flows of the water only companies” (DD, p112) and in recognition that WoCs are more
exposed to company-specific risks that fall outside of the CAPM framework.

The SCP proposed by Ofwat is considerably smaller than the SCP recommended by NERA.
The DD does not provide strong arguments to negate NERA’s recommendations.

WoCs’ equity investors are more exposed to cost and revenue shocks than WaSCs’

NERA have shown that investors in WoCs and WaSCs face different exposure to risks due to
systematic differences in cost structures and profit margins such that return on capital
represents a much smaller proportion of WoCs’ revenue than WaSCs’. Thinner operating
margins mean WoCs’ profits are more volatile in the face of a cyclical revenue shortfall such
as, for example, a cyclical reduction in industrial demand or a cyclical increase in bad debt.
This higher volatility leads to an increase in the (theoretical) equity beta for a WoC. Based
on this evidence NERA recommend a SCEP of 1.4% (largest WoCs) to 2.1% (smallest
WoCs).

Our assessment of the PR09 DD shows that Ofwat agree with NERA that exposure to large
user revenue shocks and bad debt cost shocks are comparable for WaSCs and WoCs. Further,
Ofwat do not argue with the empirical finding that WoCs’ cost structures make them more
vulnerable to equally sized cyclical shocks. Consequently, it is unclear why no explicit SCP
on equity has been allowed in the DD to compensate for this higher relative risk.

WoCs’ equity is less liquid than WaSCs’

A second and separate reason for a SCEP for WoCs concerns their illiquidity, both when
traded as listed companies or when traded as private sales between larger groups.

Ofwat argue that a SCEP for illiquidity costs is not required because most WoCs are either
“unlisted or are part of much larger groups” (DD, p110). This argument favours private
ownership of WoCs and fails to take account of the higher transaction costs of those WoCs
that are listed (Dee Valley) or listed as part of smaller parent companies (SEW, BWHW).

NERA Economic Consulting i
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Ofwat do not consider that transaction costs of WoCs’ private sales are higher than WaSCs’
as a result of higher transaction costs and the fact that WoCs are less marketable assets.

Ofwat argue their approach is consistent with their approach at PR04. However, we show that
there are a similar number of WoCs listed at PRO9 as at PR04, such that no significant change
to the approach adopted at PR0O4 is justified.

WoCs have less (or no) access to the most competitive sources of debt

Ofwat adopt a Small Company Debt Premium (SCDP) at the bottom of NERA’s range (of
0.1-0.6% (largest WoCs) to 0.4-0.6% (smallest WoCs)). Ofwat appear to accept NERA’s
arguments that a SCDP arises because WoCs have less access to bond markets and no access
to EIB loans, which are the most competitive sources of debt finance available to WaSCs.
However, Ofwat do not provide any compelling arguments to justify the decision to adopt the
bottom of NERA’s range. We note that the analysis presented in the DD, such as it is,
actually points toward the top of NERA’s range e.g. Ofwat assume that Artesian finance will
be unavailable, whereas the bottom of NERA’s range assumed Artesian (or a replacement)
would be available.

Assessment

Overall, Ofwat’s DD does not show that a SCP is not required: many of Ofwat’s arguments
are consistent with the inclusion of a SCP. We strongly recommend Ofwat to revisit their
analysis and proposals for the Final Determinations.

Financeability and Gearing

Ofwat have recognized that WoCs are higher risk than WaSCs due to their greater exposure
to specific risks, such as higher revenue and asset concentration. Ofwat propose to use
different sets of target financial ratios in financeability tests for WoCs and WaSCs (see Table
2). The “uplift’ to ratios includes a 0.2x increase in the AICR.

Table 2
Target Financial Ratios in the DD
WaSCs WoCs
Cash Interest Cover 3.0x 3.5x
AICR 1.6x 1.8x
FFO/Debt 10% 17%
Retained Cash Flow / Debt 8% 10%
Gearing <65% <60%

Source: Ofwat Draft Determinations, p. 114.

Crucially, however, Ofwat have also assumed a lower notional level of gearing for WoCs
(52.5%) than WaSCs (57.5%) in their financial modelling. In this report we show that the
decrease in the notional gearing account for almost all of the uplift on the financial ratios.

Consequently, Ofwat have effectively allowed virtually zero uplift in target ratios for WoCs,
when compared on a like for like basis to WaSCs. Rating agencies, however, are explicit
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about the fact that smaller WoCs need to demonstrate better ratios for a given level of
leverage. For example, Moody’s have previously stated:*

“Accordingly, for a given level of leverage, Moody’s would typically expect a
WoC to be able to demonstrate superior coverages to a WaSC in order to
achieve the same rating.”

Our analysis indicates that the reduction in notional gearing proposed by Ofwat automatically
increases the AICR. In particular, we calculate (see Table 3) that 0.16x (or 80%) of the 0.2x
uplift in the AICR proposed in the DD is the direct result of the reduction in notional gearing.
Therefore, the actual uplift to AICR applied by Ofwat at the same level of gearing is very
small. This constitutes a fundamental modelling error by Ofwat that effectively eliminates the
financeability uplift Ofwat perceives that it has given the WoCs.

Table 3
Minimum Adjusted Interest Cover Ratio | over AMP5
Vanilla WACC
WasC Large WoC Small WoC
5.1% 5.3% 5.5%
50.0% 1.91 1.95 1.92
o 52.5% 1.82 1.86 1.83
g 55.0% 1.74 1.77 1.74
S s7s%| <266 0 170 167>
60.0% 1.59 1.63 1.60

The insufficient uplift applied by Ofwat raise the possibility that WoCs would achieve
inferior credit ratings than WaSCs under Ofwat’s notional balance sheet modelling. Our
analysis shows that WoCs with similar ratios to WaSCs are often rated one notch lower. For
example, since Ofwat appear to have targeted BBB+/Baal ratings for WaSCs it is feasible
that WoCs would only achieve a BBB/Baaz2 rating. This ultimately impinges upon WoCs’
ability to finance their operations, which might be in contravention of Ofwat’s statutory
duties.

We encourage Ofwat to revisit their approach to financeability tests to ensure that their
approach is consistent with rating agencies’ and to ensure that WoCs are able to achieve
better ratios for the same level of gearing, in line with rating agencies’ requirements.

1 Moody’s (2004): “Industry Outlook — UK Water Sector: Stable Rating Outlook Factors Broadly Neutral Credit Impact
of Draft Determinations for 2005-10: A Pragmatic Price Review from a Pragmatic Regulator”, Emphasis added
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1. Introduction

The water only companies (WoCs) have asked NERA to assess Ofwat’s position on small
company specific issues in the Draft determinations (DD). This report comments on Ofwat’s
DD approach to the small company premium, financeability tests and gearing assumption as
well as the impact of Ofwat’s revenue adjustments on WoCs’ rate of return. Europe
Economics’ comments in these areas are also considered and discussed where appropriate.

The report builds on our previous work on the small company premium? combining existing
information not taken into account by Ofwat in the DD with new analysis.

The remainder of this report is structured as follows:

= Section 2 discusses the need for a small company equity premium based on the higher
cost of trading equity in WoCs;

= Section 3 reviews the need for a small company equity premium based on the higher
exposure of WoCs’ investors returns to revenue and cost shocks;

= Section 4 briefly considers Europe Economics’ comments on the Fama-French small
company size effect;

= Section 5 details why a small company debt premium is required,;

= Section 6 summarises our assessment of the small company premium on the cost of
capital;

= Section 7 considers Ofwat’s financeability tests and gearing assumption, and,;
= Section 8 discusses the effect of Ofwat’s revenue adjustments on WoCs’ rate of return.

The Appendices provide various supporting information.

2 NERA(2008): The Evidence for a Small Company Premium on the Cost of Capital at PRO9 — A Report for the Water
Only Companies.
NERA(2009a): The Evidence for a Small Company Premium on the Cost of Capital at PR09 - A Report for the Water
Only Companies.
NERA(2009b): Further Considerations on the Small Company Premium - A Reply to Ofwat's Comments on the Small
Company Premium.

NERA Economic Consulting 1



Ofwat's DD - Small Company Concerns Small Company Premium on Equity — llliquidity

2. Small Company Premium on Equity - llliquidity

A small company premium on equity (SCEP) arises from higher trading costs associated with
illiquid stocks since stocks that exhibit high bid-ask spreads are only attractive to investors if
they are compensated by a higher rate of return. Since WoCs’ equity is less liquid than
WaSCs’ a SCEP is required.

NERA have argued for an appropriate SCEP based on illiquidity of 0.4% for the largest
WoCs to 1.5% for the smallest, see Table 2.1.

Table 2.1
The Small Company Equity Premium Based on llliquidity
Size Band Companies Small Company Premium
Band 1 Cambridge, Dee Valley, 150
(smallest) Folkestone & Dover, Tendring Hundred 70

Portsmouth, Bournemouth & West Hants,

[0)
Band 2 Sutton & East Surrey 0.9%
Band 3 Bristol, South Staffs 0.7%
Band 4 South East, Three Valleys 0.4%

Source: NERA Analysis: see NERA (2008), Table 3.7.
2.1. The Need for an llliquidity SCEP

Ofwat dismiss the SCEP on illiquidity grounds on the basis that (DD, p110):3

We found the arguments put forward for a small company cost of equity premium in
respect of illiquidity in trading costs to be less robust or clear. Our view is supported by
Europe Economics who suggest it is difficult to see how the impact of illiquidity in the
trading of equity in smaller companies can continue to be relevant as most water only
companies are now either unlisted or are part of much larger groups and have been so
for a significant period of time.

Ofwat do not appear to dispute that trading costs are higher for smaller companies, but argue
that this does not give rise to a SCEP because WoCs are unlisted or listed as part of much
larger groups.

These arguments do not accord with good regulatory principles. In particular, we argue that
an SCP should be allowed to compensate investors for the additional costs of trading equity
in WoCs on the basis of regulatory principles since:

1. The cost of trading equity in WoCs is higher than the cost of trading equity in WaSCs;

2. The regulatory regime should have no preference for WaSCs over WoCs i.e. both are
equally acceptable company types from a regulatory point of view, otherwise there would
be no restrictions on takeover of WoCs by WaSCs, and,

Europe Economics’ comments are very similar to Ofwat’s: see EE, p97.
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3. Without any compensation for the higher costs of trading WoCs’ equity WoCs will be a
less attractive investment than WaSCs (which would disadvantage WoCs relative to
WaSCs and amount to Ofwat preferring one company type over another).

We show below that the cost of trading in WoCs’ equity is more expensive than trading in
WaSCs’ equity. As a result, a SCEP is required.

2.2. The Size of the llliquidity SCEP
The Costs of Trading in Listed WoCs

We note that Ofwat appear to accept that trading equity in listed WoCs is more expensive
than trading equity in WaSCs (i.e. the DD citation above focuses on whether the “impact of
illiquidity in the trading of equity in smaller companies” is still relevant, rather than whether
there is an impact of illiquidity or not). The higher cost of trading in WoCs arises because of
three factors:

1. Higher bid-ask spreads: The bid-ask spread is the difference between the
offered-buying price and the offered-selling price of equity. Because there are less
participants in the market for WoCs’ equity these spreads are higher for WoCs’ equity
which means WoCs’ investors face higher trading costs. Our analysis shows that the
bid-ask spread cost component of the SCEP is around 1.7% p.a. in AMP4 across all
WoCs. We use a log-linear model to estimate the underlying relationship between market
capitalisation and bid-ask spread in order to estimate the appropriate bid-ask spread
premium for WoCs of different sizes, whether listed or not.

2. Direct trading costs: Our analysis shows that annual direct costs associated with trading
shares of WoCs in bands 2, 3 and 4 are likely to be 0.1% higher than the direct costs of
trading shares of WaSCs (assuming a holding period of 5 years). Shares of WoCs in band
1 would trade on a different platform and would incur slightly higher trading costs,
amounting to a premium of 0.3% on an annual basis.

3. Indirect Trading Costs: Our analysis of price impact and trading delay opportunity costs
indicates an annual price impact cost of 0.4% for trading WoC shares in bands 1, 2 and 3
and 0.3% for the WoC shares in band 4.

Table 2.2 below estimates the trading cost premium per annum based on the total trading

costs over AMP4 and a holding period assumption of five years, which is the same as
assumed by Ofwat at PR04.

NERA Economic Consulting 3
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Table 2.2
NERA Estimates of the Cost of Equity Premium for WoCs at PR09

Band Direct Indirect Indirect Total Total Trading

Commission Bid-Ask Price Impact Trading Costs
Costs Costs Costs Costs per annum

(a) (b) (c) (d)=(a)+(b)+(c) =(d)/5
1 0.3% 5.1% 2.0% 7.4% 1.5%
2 0.1% 2.6% 2.0% 4.7% 0.9%
3 0.1% 1.6% 2.0% 3.7% 0.7%
4 0.1% 0.5% 1.3% 1.9% 0.4%

Band 1: Cambridge, Dee Valley, Folkestone and Dover, Tendring Hundred, Band 2: Portsmouth, Bournemouth and
West Hampshire, Sutton and East Surrey, Band 3: South Staffordshire, Bristol, Band 4: South East/Mid Kent, Three
Valleys. We assume a holding period of five years as adopted by Ofwat at PR04.

On the basis of the above analysis we estimate a small company equity trading cost premium
at PR09 ranging from 1.5% for the smallest (band 1) WoCs to 0.4% for the largest (band 4)
WoCs.

The Cost of Trading in Unlisted WoCs

The cost of trading equity in unlisted WoCs is also more expensive than trading equity in
WaSCs: transaction costs are higher for smaller transactions (as demonstrated by the
percentage of transaction value) due to the presence of fixed costs unrelated to the value (size)
of the transaction. Table 2.3 shows trading cost premiums for different size bands of WoCs
over WaSCs range from 0.2% to 0.7% per annum.

Table 2.3
Trading Costs of Unlisted Companies
Band Predicted Total Fees * Premium over WaSCs Effective premium (p.a.)
1 5.4% 4.4% 0.7%
2 3.9% 2.9% 0.5%
3 3.1% 2.2% 0.3%
4 2.0% 1.0% 0.2%

Source: NERA Analysis. Notes: (1) Assumes equity value represents 40% of transaction value. The
premiums represent an indicative minimum since equity actually constitutes a much lower share; (2)
Based on a 6.4 year holding period.

The Appropriate Premium

We have shown that the additional cost of trading equity in listed WoCs is 0.4-1.5% p.a.,
while the additional cost of trading equity in unlisted WoCs is 0.2-0.7% p.a. Figure 2.1
summarises the premiums for the four WoC bands.

NERA Economic Consulting 4
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Figure 2.1
SCEP - llliquidity - Listed and Unlisted Equity

1.6

B Unlisted Equity
1.4 B Listed Equity

1.2 1

0.8 -

0.6 -

0.4

0.2 -

O,

Band 1 Band 2 Band 3 Band 4

Source: NERA analysis.

Ofwat should have no preference for one type of ownership structure over another i.e.
whether a company is listed or not — this is an issue that should be left to companies to
determine themselves. Therefore, we recommend Ofwat make an allowance for the costs
associated with whichever ownership structure is most expensive as to do otherwise would be
to prefer one ownership structure over another.

We note that the additional costs of trading in listed equity are greater than those for trading
in unlisted equity.” Therefore, the allowance should be in line with the illiquidity costs of
trading in listed equity.

We note that Europe Economics take a different approach to ours. EE state (EE, p97):

We note that we have shown the costs of trading in (i) listed WoCs is greater than for listed WaSCs and (ii) unlisted
WoCs is greater than for unlisted WaSCs. It is conceivable theoretically that Ofwat could argue that the cost of trading
in unlisted WoCs is less than the cost of trading in listed WaSCs. If this were the case then trading in listed WaSCs
would be more expensive than trading in unlisted WaSCs. But such a scenario would imply that Ofwat should
compensate listed WaSCs for their additional costs. That Ofwat does not indicates that Ofwat views the cost of trading
in listed WaSCs as similar to the cost of trading in unlisted WaSCs. Therefore, it follows that the cost of trading in
WoCs, listed or not, is more than the cost of trading in WaSCs. Hence a SCEP is required.
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It could be argued that price controls should be set so as to allow water undertakers to
be listed as independent companies so that there are no restrictions on the ownership
arrangements which can be put in place in the future. On the other hand, it is not
obvious why price limits should be set so as to facilitate independently-listed WoCs if
this is not the most efficient ownership arrangement.

EE’s argument is founded on the basis that the regulator can determine what the most
efficient ownership arrangement actually is. However, this is an issue best left to company
management. Therefore, as we have discussed above, it is imperative that Ofwat compensate
investors for the higher cost of trading in listed WoCs, otherwise companies will be
incentivised to de-list. We also note the fact that two companies have re-listed since PR04
suggests WoCs, in contrast to EE’s comments, continue to view free-floating equity as a
viable ownership arrangement.

The Length of Time since De-listing

We note that Ofwat refer to companies having been de-listed for a significant period of time.
However, the period over which companies have or have not been listed is irrelevant: if
Ofwat wish to retain neutrality toward whether WoCs are listed or not then they need to
compensate investors for the costs of trading in listed equity (which, as we have shown, is
more expensive than trading in unlisted equity) otherwise the regulatory framework will be
skewed in favour of unlisted companies.

2.3. Comparison to PR04

At PR04 Ofwat allowed a small company premium on equity to compensate for trading costs
of between 0.5% and 1.5%.”

Ofwat use expressions like “can continue to be” and “are now”, suggesting an attempt to
justify the DD approach at PR09 on the basis that circumstances have changed rather than
that the approach has changed since PR0O4.

The Number of Listed WoCs

Ofwat do not provide any evidence that would suggest that the impact of illiquidity and
trading costs is now less relevant than at PR04. Rather, Ofwat’s conclusion appears to be
based on the number of listed companies and the length of time other companies have been
de-listed.

We note, however, that at PR04 four WoCs were listed, while three WoCs are listed at PR09
(Dee Valley Water, Bournemouth & West Hampshire Water through Cascal and South East
Water through Hastings Diversified utilities). This small reduction in the number of listed
companies does not appear sufficient to justify the substantial shift in policy proposed in the
DD.

®  see Ofwat (2004): Future water and sewerage charges 2005-10 - Draft determinations, pp.194-195 & Ofwat(2004):
Future water and sewerage charges 2005-10 — Final determinations, pp. 225-229
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Further, although Ofwat appear to place some store in its assessment that companies have
been de-listed for some time we note that two companies have chosen a listed structure since
PRO4. This suggests that investors see merit in different forms of ownership and that it
remains possible that companies may list over AMP5 and beyond. In any event, even if
companies had been de-listed for a sustained period it will always be possible that companies
would choose to float their equity.

Based on the analysis presented above we conclude that the DD proposals not to renew the
SCEP for illiquidity at PR0O9 do not seem justified.

The Distinction between Listed and Unlisted WoCs

At PR04 Ofwat allowed a SCEP to compensate for trading costs for both publicly and
privately owned companies. This approach ensured that companies were not limited in their
choice of ownership structure. As discussed above this principle remains relevant:
companies are best placed to determine their ownership structure and the regulatory regime
should remain neutral towards this choice.

2.4. Conclusion

Ofwat do not dispute that the cost of trading equity in listed WoCs is higher than the cost of
trading equity in WaSCs. Ofwat do, however, contend that no SCEP arises because few
WoCs are listed on a stand-alone basis. Our analysis of regulatory principles indicates that
this approach is inappropriate since it effectively amounts to regulatory preference for one
type of company (WaSCs) over another (WoCs) — a failure to compensate WoCs’ investors
for the additional cost of investing in WoCs would place WoCs at a disadvantage relative to
WaSCs which runs counter to the regulatory landscape that values a diversity of ownership
structures comprising both WaSCs and WoCs.

Regulatory decisions should not disadvantage one type of ownership structure over another
i.e. whether a company is listed or not — this is an issue that should be left to companies to
determine themselves. Therefore, we recommend Ofwat make an allowance for the costs
associated with whichever ownership structure is most expensive as to do otherwise would be
to prefer one ownership structure over another. Since we have estimated that the additional
cost of trading equity in listed WoCs is 0.4-1.5% p.a., while the additional cost of trading
equity in unlisted WoCs is 0.2-0.7% p.a. the appropriate SCEP is, therefore, based on the cost
of trading in listed WoCs.

We also note that Ofwat have attempted to justify the PR09 approach by reference to Ofwat’s
approach at PR04. However, we note that three companies are listed at PRO9 compared to
four at PR04 and that two companies have re-listed since PR04. There is insufficient
evidence (if any) to justify the major change in policy proposed in the DD.

Overall, we conclude that the DD has not provided convincing evidence to reject our analysis
of the need for, and the size of, a SCEP for illiquidity costs. We remain of the view that a
SCEP for illiquidity costs of 0.4-1.5% p.a. (for different size WoCs) is appropriate at PRO9.
We encourage Ofwat to reconsider the DD decision in light of the additional comments we
have provided in this report.
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3. Small Company Premium on Equity - Relative Risk

Investors in WoCs and WaSCs face different exposure to risks due to systematic differences
in cost structures and profit margins such that return on capital represents a much smaller
proportion of WoCs’ revenue than WaSCs’. Thinner operating margins mean WoCs’ profits
are more volatile in the face of a cyclical revenue shortfall such as, for example, a cyclical
reduction in industrial demand or a cyclical increase in bad debt. This higher volatility leads
to an increase in the (theoretical) equity beta for a WoC.

Figure 3.1 shows the effect of a 5% cyclical revenue shock on a stylised WoC and WaSC. It
is clear that the 5% revenue shock represents a greater percentage of return on capital for
WoCs than WaSCs — this means that returns to WoC investors are more heavily impacted by
any revenue shock.

Figure 3.1
Effect of a 5% Revenue Shock on Profits

100% -

90% -
80% -

70% |
60% Reduction

in Profits |
15120;0 \ \

30% 4 ?
20% - ?

10% +

/

0% +

WOC WASC WASC Water only

B Return on Capital Revenue Shock O Allowed Depreciation [ Allowed Opex [ Tax

Source: NERA Analysis of JR Data and company DBPs.

Based on data on actual cost structures we derived a range of equity betas for stylised WoCs
between 1.21 and 1.36. To compensate for this increase in cyclical risk a small company
premium between 1.4% for the largest WoCs and 2.1% for the smallest is required.

3.1. The Need for a Relative Risk SCEP
Exposure to Large User Risk

Regarding relative risk Ofwat state that (DD, p111):
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The revenue correction mechanism introduced for this review removes any risk
associated with domestic demand, limiting any difference in systematic risk, in net
present value neutral terms, to demand from large users. For most water only
companies, the proportion of revenue from large users is comparable to the range for
the water and sewerage companies.

We agree with this statement. Since WoCs and WaSCs have similar exposure to large user
revenue risk WoCs’ profits are more exposed to a similar revenue shock across WoCs and
WaSCs i.e. the same loss of large user revenue leads to a greater impact on WoCs’ profits
because of the difference in cost structures of WoCs and WaSCs.

Ofwat’s DD statement supports, rather than discounts, the need for a relative risk SCEP.
Concentration of Large User Risk

Ofwat acknowledge that WoCs are more exposed to individual large user risk i.e. that
individual large users constitute a larger proportion of WoCs’ revenue than WaSCs’. Ofwat
argue that (DD, p111):

While concentration of revenue risk to individual customers may be greatest for water
only companies, we consider this to be a company specific risk which we discuss below.
In the event of the loss of a large customer to a water company, then we would need to
consider the impact of this in relation to our duty to enable efficient companies to
finance their functions, and the package of the risk mitigation measures available to the
regulatory framework.

We agree that concentration of large user revenue risk is a company specific risk. This is
because concentration of large user risk is asymmetric: small companies relying heavily on
individual large users face the asymmetric risk that this user is more likely to leave in a
downturn than another user of similar size is to also settle in this area.

As a result, this risk factor falls outside the CAPM and, therefore, requires an increase in cash
flows outside of the CAPM framework as compensation. Ofwat’s DD includes an increase in
free-cash flows for WoCs: Ofwat state “we have maintained the cost of equity at the industry
level in our cost of capital calculation [despite assuming a lower notional gearing of 52.5%
for WoCs compared to 57.5% for WaSCs, which would imply a lower cost of equity] to
improve the cash-flows of the water only companies” (DD, p112). Provided this uplift is
appropriately sized to compensate for concentration of large user revenue risk (and any other
asymmetric risks) then we do not disagree with Ofwat’s DD approach.

It is important to note that the treatment of concentration of large user risk is not material to
the existence of a relative risk SCEP: so long as WaSCs are not more heavily affected by
cyclical revenue shocks then WoCs remain relatively riskier than WaSCs due to the
differences in the cost structures of the two types of companies.

For clarity, the allowance of a free-cash flow uplift to compensate for concentration of large
user risk does not preclude the allowance of an SCEP for relative risk, or vice versa.
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Bad Debt

Ofwat further state that (DD, p111):

NERA suggests that increases in bad debt associated with a downturn in the business
cycle will impact on water only companies to a greater extent than water and sewerage
companies because of their cost structure. We are not convinced by this evidence. Our
historic assessment of bad debt suggests water only companies have been in a position
that is no worse than the water and sewerage companies.

If WoCs’ and WaSCs’ bad debt positions are similar then a SCEP arises because of WoCs’
less favourable cost structure: WoCs’ profits will be more heavily affected by equally large
cyclical bad debt shocks than WaSCs’. Therefore, arguments put forward in the DD not only
do not preclude an SCEP for relative risk, but in fact make the case in favour of the relative
risk SCEP.

We note that the above DD citation appears to relate to costs associated with bad debt
exposure rather than revenue loss. An increase in bad debt costs is sufficient to justify a
relative risk SCEP provided WoCs’ and WaSCs’ costs react similarly e.g. a 5% increase in
bad debt leads to a 1% increase in bad debt opex for both WoCs and WaSCs. This is, again,
because of the different cost structures of WoCs and WaSCs. Further, since our calculation of
the relative risk SCEP beta factors is not dependent on the size of the shock our results are
insensitive to the size of the original bad debt shock and the increase in bad debt opex:
provided the reaction of WoCs’ and WaSCs’ opex is similar then a relative risk SCEP is
justified. Therefore, since we do not have any evidence to suggest that the response of WoCs’
and WaSCs’ bad debt opex would be different we conclude that a relative risk SCEP is
justified.

Ofwat do not present any evidence to support their comment that WoCs’ bad debt position is
“no worse” than WaSCs. This makes it impossible to reply directly to Ofwat’s assessment
that WoCs have been in a position that is no worse than WaSCs’. However, our analysis of
Ofwat’s preferred measures of bad debt do not suggest there is any difference between WoCs
and WaSCs.® Further, the relevant aspect of the bad debt position is the cyclicality of bad debt
rather than the level and we have found no evidence that there is any difference between
WoCs and WaSCs.’

Beta Estimates

EE present some beta analysis for a range of WaSCs and for three WoCs (Dee Valley, East
Surrey and Bristol Water) and suggest that betas for WaSCs and WoCs are not statistically
different. EE state (EE, p102):

There does not appear to be statistical evidence, arising from beta analysis, of any
significant difference between WoCs and WaSCs in their exposure to systematic risks.

®  See NERA (2009b): Further Considerations on the Small Company Premium, Appendix B.

" See NERA (2009b): Further Considerations on the Small Company Premium, Section 2.2.2.
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Estimates of beta for WoCs are seriously affected by the low liquidity of trading in their
stocks and by the short time-frame over which (most) WoCs have been listed. We note that
these problems with WoCs’ data produce very wide confidence intervals around beta
estimates. This has the effect of reducing the probability that WaSCs’ and WoCs’ beta
estimates will be statistically significantly different, which may explain EE’s result.

In any event, we generally regard beta estimates for WoCs as unreliable because of these data
issues. As a result this type of evidence cannot be used to infer that WoCs and WaSCs have
similar (or different) systematic risk.

3.2. Conclusion

WoCs’ cost structure differs from WaSCs. Specifically, return on capital constitutes a much
smaller portion of WoCs’ revenues than WaSCs’. Large user revenue and bad debt cost
shocks, for example, give rise to a larger percentage reduction in WoCs’ profits than WaSCs’.
This leads to greater variability of returns to investors which means WoCs’ investors face
greater systematic risk around their returns. Within a CAPM framework this leads to a higher
beta and a higher cost of equity.

Other asymmetric risks, such as concentration of large user risk, also increase the risks faced
by WoCs’ investors relative to WaSCs’. These risks, however, fall outside the CAPM
framework because of the asymmetric probability that these risks will materialise. These risks
do not lead to a higher beta but nevertheless require compensation through an uplift to the
allowed rate of return or free-cash flows.

Our assessment of the PR09 DD shows that the comments provided in the DD are consistent
with NERA’s arguments that exposure to large user revenue shocks and bad debt cost shocks
are comparable for WaSCs and WoCs. Further, the DD does not contain any evidence that
would negate the empirical finding that WoCs’ cost structures make them more vulnerable to
equally sized cyclical shocks. Consequently, Ofwat’s analysis is entirely consistent with
NERA’s arguments for a relative risk SCEP.

On the contrary, arguments presented in the DD are inconsistent with Ofwat’s decision not to
allow a SCEP for relative risk. We note that Ofwat have allowed an 0.5% uplift within the
cost of equity (i.e. by allowing a cost of equity of 7.1% at a lower notional gearing level that
implied a cost of equity of 6.6%) to compensate WoCs’ investors for asymmetric risks. It is
not clear, however, if the magnitude of the uplift is sufficient for that purpose. In any event,
the DD proposals have failed to allow any SCEP for relative risk without presenting any
evidence to justify the exclusion of that premium.

Ofwat do not comment on the magnitude of the SCEP for relative risk proposed by NERA. In
the absence of any reason to exclude the relative risk SCEP and any assessment of its
magnitude we conclude that our recommendations for a relative risk SCEP of 1.4% for the
largest WoCs to 2.1% for the smallest (as Table 3.1 shows) remain valid and should be
considered by Ofwat in the FD. This allowance should be made in addition to any uplift
included by Ofwat for asymmetric risks.
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Table 3.1
The Small Company Equity Premium Based on Relative Risk
Size Band Companies Small Company Premium
Band 1 Cambridge, Dee Valley, 2 104
(smallest) Folkestone & Dover, Tendring Hundred 70
Portsmouth, Bournemouth & West Hants, o
Band 2 Sutton & East Surrey 1.9%
Band 3 Bristol, South Staffs 1.5%
Band 4 South East, Three Valleys 1.4%

Source: NERA Analysis.
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4. Small Company Premium on Equity — Fama French

The Fama-French (FF) Three-Factor Model is an extension of the CAPM, which captures —
in addition to the market risk premium — two additional risk factors: a ‘size premium’ and a
‘value premium’. FF, among others, identify a ‘value’ and a ‘small-firm” premium in stock
returns that are unexplained by the CAPM.® The FF model could in theory, therefore, be
used to justify a SCEP.

It is very important to note that we have not justified our SCEP on the basis of the FF model.
Ofwat also do not comment on SCEP from a Fama-French perspective. Europe Economics do,
however, discuss some evidence which they suggest indicates that any SCEP could not be
justified on the basis of Fama-French.

This report only contains a brief discussion of the FF model in order to comment on Europe
Economics’ comments on the FF model.

4.1. Europe Economics’ Comments on the Fama-French “Small Firm
Effect”

Does a Size Effect Exist?

EE argue that any size effect that was present historically has disappeared more recently. EE
state (EE, pp95-96):

From 1926-2008 the (arithmetic) average annual difference between returns on the
shares with the smallest market capitalisations and those with the largest such
capitalisations was 3.54 per cent (the geometric average difference was 2.6 per cent).
The “small-to-big’ factor appeared in the Fama-French three-factor model (along with
the Fama-French version of beta and a book-to-market value factor). The popularity of
the Fama-French model and the apparent significance of this small company premium
led to a wide-spread sense that this was an important anomaly in respect of CAPM that
might necessitate some adjustment in a number of settings — perhaps even in regulatory
determinations.

For the period 1981-2008, however, there appears to be no small companies premium —
it seems to have disappeared as soon as it was discovered (for the period 1981-2007, the
geometric average annual small company effect was 0.08 per cent); indeed during the
1990s there was a ‘small companies discount’ (geometric average: -2.1 per cent). The
current state of play is that there is very widespread doubt as to whether such an effect
exists at all.

EE’s analysis gives the impression that the demise of the small company effect is universally
accepted. However, our analysis of the literature suggests that there are a wide range of views
about the small company effect and that it is by no means universally accepted that any such
effect has disappeared in recent years. We note:

8 More details on the Fama-French model can be found in NERA (2009a) “The Evidence for a Small Company Premium

on the Cost of Capital at PR09”, p25.
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= Dimson, Marsh and Staunton (DMS, 2002)" argue that in the UK context the size
premium disappeared altogether by 1988, but has re-emerged since 1998.

= Other estimates, presented in Table 4.1, show size premiums for the UK market presented
in recent literature have varied considerably. Those estimates that are most consistent
with the original FF approach have mostly shown positive premiums, but there is a wide
range of estimates.

Table 4.1
UK Literature on the Fama-French Size Premium
Data Total market Average
Publication . capitalisation of  SMB value Comments
period . ,
small’ stocks (per year)
Lee, Liu and Strong (2007)9 1979-2004 6% 10.03%
Dimson and Marsh (1987)*° 1955-1986 6% 4.53%
Dimson, Nagel and Quigley (2003)™* 1955-2001 6% 1.81%
L \12 ) 0 ) o Large weighting
Hwang and Lu (forthcomlnglg 1987-2004 6% 4.28% on 1990S
Europe Economics (2007) ™, ) o o Inappropriate
Oxera (2007) 1, Smithers & Co (2006) 15 » 197°-2005 20% 0.72% size breakpoint
Gregory and Michou (2007)"° 1975-2005 20% 0.12% Inappropriate

size breakpoint

Note: * These 3 reports are all based on the same dataset, and hence are considered together.

Overall, it is not clear that the size effect has disappeared. Indeed, at least one paper cited
above has argued that the size effect has re-emerged in recent years after decreasing in the
1990s. Therefore, it is not accurate to conclude as EE have done that there is no size effect.

4.2. Conclusion

NERA have previously considered whether the Fama-French Three-Factor Model could be
used to justify a SCEP. Our primary criticism of the FF model is that no compelling analysis
of the relationship between their chosen risk factors and economic fundamentals has yet been
presented i.e. no convincing explanation for the FF small company premiums has been
advanced so far.

Lee, E., Liu, W. and Strong, N. (2007) UK Evidence on the Characteristics versus Covariance Debate, European
Financial Management, 13 (4): 742-756.

1 Dimson, E. and Marsh, P.R. (1987) The Hoare Govett Smaller Companies Index for the UK, London: Hoare Govett
Limited.

1 Dimson, E., Nagel, S. and Quigley, G. (2003) Capturing the value premium in the United Kingdom, Financial Analysts

Journal, 59: 35-45.

2" Hwang, S. and Lu, C., forthcoming in Forecasting Expected Returns, Butterworth-Heinemann.

¥ Europe Economics (2007) CAA’s price control reference for Heathrow and Gatwick airports, 2008-13, Supporting

Paper I1, Cost of capital — analysis of responses to CAA’s initial proposals.
14 Oxera (2007) The Cost of Capital using the Fama-French model. Note that this report is not publicly available.
5 Smithers & Co (2006) Report on the Cost of Capital, provided to Ofgem.

6 Gregory, A. and Michou, M. (2007) Industry Cost of Capital: UK Evidence, University of Exeter, XFi, Working Paper
07/08.
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We note that EE advance a number of reasons in support of both why a small firm effect may
exist and why any such effect may have disappeared. The precise nature of EE’s comments
could be the subject of an extensive debate, which is beyond the scope of this report. We
note, however, that the myriad reasons EE cite reinforces our conclusion that it is difficult to
rely on the FF model because it is difficult to attribute any size effect to economic
fundamentals.

Other shortcomings of the FF model also exist. Table 4.2 summarises our assessment.

Table 4.2
Assessment of the Fama-French Three-Factor Model

Criterion Analysis Assessment
Theoretical Support Strong explanatory power, but the theoretical *

foundation of the chosen risk factors remains weak.
Clarity/Practicability Computational complexity. *
Limited Scope for Discretion Risk Factors determined by the model, but many *

degrees of freedom to derive risk factors.
Stability Unclear; as long as there is no conclusive theory, ?

which motivates the FF factors; reliance on accounting
data has a destabilizing effect; results highly dependent
on time period and size breakpoints used

Source:  NERA summary. Marks given range from * (poor) to **** (very good). ““?”” indicates that not
enough evidence exists to make a judgment.

Overall, there are good reasons not to rely upon the FF model. As a result, we have not relied
upon this model to estimate the small company premium. Europe Economics’ comments
about the erosion of any “small firm effect” are, therefore, irrelevant to our estimates of the
SCP.
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5. Small Company Premium on Debt

Table 5.1 summarises NERA’s recommendations regarding the small company debt premium
(SCDP). The rationale underpinning the need for the premium is that WoCs do not have
access to the same variety of debt sources as WaSCs and especially do not have access (at
least to the same extent) to the most competitive debt sources such as EIB loans and bond
markets.

Table 5.1
Summary of Small Company Debt Premium (Pre-tax)

Bands
1,2&3
(%)

0.20-0.95 0.20-0.95

Band 4
(%)

WoCs rely more heavily on banking sector debt, which has a

Bank Loans cost disadvantage to conventional bond market debt.

Large WoCs unlikely to be able to access bond markets;

Smaller WoCs are unlikely to issue bonds na 0.05-0.15

Bond market

Artesian finance unavailable, but may provide an indicator of

A_rte5|an the premium on similar “pooled” facilities in future; 0.40-0.60 0.40-0.60
Finance o . X

Artesian finance is more costly than conventional bonds.

WoCs do not have access to EIB loans;
EIB loans WoCs rely on banking sector debt instead,; > 050 > 0.50

Comparison of WaSC EIB and bank loan costs suggests
50 bps minimum premium including transaction costs
Based on WaSC notional balance sheet: 80% bonds,
10% bank loans, 10% EIB loans

Cost of Debt 04-06 01-0.6

Source: NERA analysis.
Based on this analysis we concluded that:

= WoCs within size bands 1, 2 and 3 require a SCDP (pre-tax) in the range of 0.4-0.6%.
= WoCs within size band 4 require a SCDP (pre-tax) in the range of 0.1-0.6%.

The lower-end of the Band 4 range assumes Band 4 WoCs can access bond markets directly.
However, if that is not the case then the lower end of this range is inapplicable.

5.1. The Need for a SCDP

Ofwat state that (DD, p110):
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There is evidence that small companies face different challenges to the water and
sewerage companies in accessing debt and therefore there is a need for a small company
cost of debt premium. Access to debt finance is more limited for water only companies.
We observe that only the two largest water only companies have been able to issue
conventional bonds directly into the market. EIB debt is currently not available for
direct issuance to water only companies because of constraints on minimum levels of
lending. Market difficulties suggest finance from innovative arrangements such as
Artesian finance, which has involved monoline insurers, is not currently available and is
unlikely to be available in the near future. In addition, NERA’s analysis suggested that
water only companies rely more heavily on bank debt which has a cost disadvantage
compared with conventional bond market debt.

From the foregoing it is clear that Ofwat accept NERA arguments that WoCs require a SCDP
because of their more limited access to various debt instruments. In particular, Ofwat have
accepted all of NERA’s key arguments and have recognised that:

=  \WoCs have less access to bond markets;
=  \WoCs have not been able to access EIB loans;
= Artesian finance is currently unavailable and a replacement may not be found, and;

= WoCs are more reliant on bank debt than WaSCs and bank debt has a cost disadvantage.
We welcome Ofwat’s DD comments in this area.
Europe Economics’ comments

We note that Europe Economics are much more pessimistic about the need for a SCDP. EE
question whether a SCDP is required at all since (in their view) WoCs’ higher cost of debt
arises because of specific risks rather than systematic risks. EE state (EE, p102):

In corporate finance theory, only systematic risks should affect the cost of capital. The
guestion therefore arises, can NERA'’s evidence on the cost of debt for WoCs be
reconciled to the above finding that there is no evidence of a difference in systematic
risk between WoCs and WaSCs?

In interpreting NERA’s evidence, it is important to distinguish between promised
returns ... and expected returns to providers of debt. If the risk of bankruptcy is higher
for WoCs due to higher specific risks (which should not affect the cost of capital), then
expected returns after adjusting for default risk may be identical for WoCs and WaSCs
even though promised returns are different.

We disagree with EE’s synopsis. In particular, as shown in Section 3, WoCs face higher
systematic risks than WaSCs due to their cost structure and thinner operating margins. The
risks faced by WoCs’ debt investors are higher than the risks borne by WaSCs’ debt investors
because for any given revenue or cost shock the probability that returns to WoCs’ debt
investors will be impacted is much higher than the probability that returns to WaSCs’ debt
investors will be affected. Put differently, the size of the shock required to impact returns to
WoC investors is smaller. It is clear, therefore, that WoCs’ higher systematic risks affect both
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debt and equity, albeit to different degrees. Therefore, EE’s argument that WoC and WaSC
debt are equally systematically risky is not correct.

More generally, EE’s singular focus on a textbook conceptualisation of the cost of capital,
including the distinction EE draw between expected returns to debt investors and promised
returns, overlooks the practical real world problems confronting WoCs. It is inappropriate to
approach the cost of capital as if reality does not impinge upon a theoretical vacuum. In
particular, EE’s apparent willingness to assume away any market imperfections is
unreasonable. Overall, EE have ignored the fact that WoCs do face higher debt costs in
practice, and that this needs to be remunerated through the regulatory allowed return.

EE tend to view WoCs’ higher cost of debt as an embedded debt issue. EE go on to comment
(emphasis added) (EE, p98):

If Ofwat did not allow for this kind of debt as embedded on the grounds that WoCs
should seek more diversified sources of finance ...

EE’s assessment that WoCs’ higher cost of existing debt is an embedded debt issue appears
to be based on a mistaken assessment that WoCs could have achieved a lower cost of debt by
using more diversified sources of finance. Our analysis has shown very clearly that WoCs
have access to much fewer sources of finance and that this is the very reason that WoCs have
higher costs of debt. This higher cost of debt is most properly viewed as a SCDP issue rather
than an embedded debt issue, within EE’s framework, because it is beyond the control of
management.

We also note that EE question the need for a SCDP that compensates for differences in
transaction costs. EE state (EE, p98):

The most theoretically defensible position is that relating to semi-fixed flotation and
bond-issuance costs, and the deviation from the efficient markets hypothesis that this
implies. But this raises the question as to how small companies have to be for such
semi-fixed costs to become significant. Companies of tens or hundreds of millions of
pounds in value are not obviously small for the purposes of flotation or bonds issuance
costs...

EE’s analysis appears to misunderstand evidence that NERA and the WoCs have presented
previously. We have clearly shown that transaction costs are higher for WoCs than WaSCs
due to the presence of fixed cost elements within transaction costs: because these fixed
elements are defrayed over a smaller issue size the associated transaction costs are higher.

We note that an alternative interpretation of EE’s comment is that any difference in
transaction costs is too small for it to deserve to be included within a SCDP. Such a view
would overlook the fact that these differences may be small in basis points or even £m terms,
but that these costs add up to a noticeable proportion of allowed returns. Excluding these
costs would disadvantage WoCs for no good reason.
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5.2. The Size of the SCDP

Despite concurring with NERA’s analysis of the reasons for a SCDP Ofwat adopt a premium
at the low-end of NERA'’s range. Ofwat state (DD, p110):

For our draft determinations, we have included a small company cost of debt of 0.1%
for the two largest water only companies and 0.4% for all other companies. The
assumptions are at the low end of the range presented by NERA. The assumption for
the largest two water only companies factors in a view that these companies will be able
to continue to access conventional bonds in the future.

The DD does not Explain Why an SCDP at the Bottom of NERA’s Range is Chosen

Since no elements of NERA’s analysis are disputed in the DD it seems reasonable to
conclude that Ofwat viewed NERA’s proposed ranges as plausible: any figure within that
range would have been equally reasonable, such that in the absence of evidence either way a
reasonable conclusion would have been that the mid-point of the range would have been
applicable.

Ofwat argue that the two largest WoCs will be able to access bond markets in future. We
discuss this in more detail below. We note, however, that if this argument were true it would
point toward the low-end of NERA’s proposed range for the large WoCs, but does not justify
the low-end of the range for the smaller WoCs.

The choice of SCDP at the very bottom of NERA’s proposed range is inconsistent with the
outlook on debt finance conditions advanced in the DD. In particular, the DD proposals are
based on the assumption that Artesian finance will not be available in the near future which
implies that WoCs will have to raise a greater share of new debt in the bank loan market. This
leads to a higher SCDP than those advanced by NERA which assumed Artesian (or some
replacement) would be available over AMP5.

Ofwat advance very little justification for the choice of the bottom of NERA’s range. Further,
the justification provided only covers two of the WoCs. Other factors point toward the
top-end of NERA’s range (or higher). Therefore, the DD proposals to adopt a SCDP at the
bottom of NERA’s proposed range appear arbitrary. We encourage Ofwat to explain more
clearly why the bottom of NERA’s range has been chosen for the DD.

Ofwat Assume Large WoCs will be able to Access Bond Markets

Regarding the larger WoCs (South East and Three Valleys) Ofwat state that (DD, p110):

The assumption for the largest two water only companies factors in a view that these
companies will be able to continue to access conventional bonds in the future.

Ofwat assume that large water only companies will be able to issue stand-alone bonds at
similar premiums relative to WaSCs as they have historically. However, no evidence to
support this assessment is presented in the DD.
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The absence of name recognition and established investor relationships tends to suggest that
WoCs will pay a premium over WaSCs to issue bonds. During the recent period of market
volatility these factors have been given greater emphasis by investors. This suggests that the
premium may have increased since NERA'’s report was prepared. We encourage Ofwat to
consider recent evidence in this area, including through consultation with market participants.

5.3. Conclusion

The DD proposals include a SCDP of 0.1% for the two largest WoCs and 0.4% for all other
WoCs. In formulating these proposals Ofwat have recognised that:

= WoCs have less access to bond markets;
=  WoCs have not been able to access EIB loans;
= Artesian finance is currently unavailable and a replacement may not be found, and;

=  WoCs are more reliant on bank debt than WaSCs and bank debt has a cost disadvantage.
We welcome Ofwat’s DD comments in this area.

We note that Europe Economics is much more pessimistic about the need for a SCDP.
However, EE’s comments are for the most part based on a misunderstanding of the evidence
NERA have presented. As an example we note that EE suggest the SCDP is really an
embedded debt issue. However, since the SCDP arises for reasons beyond management
control the higher cost of WoCs’ debt cannot be characterised as an embedded debt issue.

The SCDPs proposed in the DD are, however, at the low end of NERA’s proposed SCDP
ranges. No compelling arguments for choosing the low end of the range are advanced in the
DD. The choice of the low end of the range appears arbitrary as a result. We also note that the
DD assessment of debt market conditions, such as the availability of Artesian finance, point
toward values at the top end of NERA’s range (or above). We encourage Ofwat to revisit
their proposed SCDPs to ensure consistency with its outlook for debt markets. Further, we
encourage Ofwat to provide a fuller explanation of why they have chosen particular point
estimates within NERA’s ranges.
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6. Conclusions on the Small Company Premium

Ofwat have allowed a SCP in two ways:

= A small company debt premium (SCDP) of 0.1% (pre-tax) for Three Valleys and South
East Water and 0.4% (pre-tax) for all other WoCs, and,;

= An uplift to the cost of equity for all companies of 0.5% on a post-tax basis. Specifically,
the DD allows all WoCs a cost of equity of 7.1% - in line with the industry
WACC - despite setting a lower notional gearing for WoCs (52.5%) than WaSCs (57.5%).
This reduction in gearing would normally have led to a reduction in the cost of equity to
6.6%, which means that the DD effectively includes a 0.5% uplift to the cost of equity for
small companies in order to ease financeability constraints.

Table 1.1 illustrates the two elements of the SCP allowed by Ofwat.

Table 6.1
Draft Determination Small Company Premium

Large Other

WasSCs WoCs WoCs
Gearing 57.5% 52.5% 52.5%
Allowed Cost of Equity 7.1% 7.1% 7.1%
Cost of Equity Implied by Lower Gearing 6.6% 6.6%
Implled Small Company Equity Premium or Financeability 0.5% 0.5%
Adjustment
Cost of Debt 3.6% 3.7% 4.0%
Small Company Debt Premium 0.1% 0.4%
Vanilla WACC 5.1% 5.3% 5.5%
Post-tax WACC 4.5% 4.8% 4.9%

Source: NERA analysis of Draft Determinations. Large WoCs are South East Water and Three
Valleys Water. Cost of equity implied by lower gearing given by equity beta of 0.84 (based on asset
beta of 0.4 and gearing of 52.5%), risk-free rate of 2.0% and equity risk premium of 5.4%.

These allowances are substantially smaller than those proposed by NERA as Table 6.2 shows.

Table 6.2
Comparison of Ofwat and NERA Small Company Premiums
NERA Recommendations Ofwat Draft Determinations

. . Equity (.Post-tax) . Debt - Equity (-Post-tax) . Debt

and | Trading Relgtlve Asymmetrlc (Pre-tax) Trading Relatlve Asymmetrlc (Pre-tax)

Costs Risk Risks Costs Risk Risks

1 15 21 Not estimated 0.4 - 0.6 0 0 0.5 0.4

2 0.9 19 Not estimated 0.4 -0.6 0 0 0.5 0.4

3 0.7 15 Not estimated 0.4 -0.6 0 0 0.5 0.4

4 0.4 14 Not estimated 0.1 -0.6 0 0 0.5 0.1

Source: NERA analysis and Ofwat PR0O9 Draft Determinations.

Ofwat have made no allowance for the higher costs of trading in WoCs’ equity than WaSCs’,
nor for the greater exposure to revenue and cost shocks (e.g. large user revenue or bad debt
costs) that follows from the different (less favourable) cost structure of WoCs. Ofwat’s
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allowance for the SCDP is also at the lower end of NERA’s recommendation. We encourage
Ofwat to revisit these areas of the DD.

Ofwat do, however, make some allowance for asymmetric risks such as concentration of
large user risk. It should be noted, however, that the allowance for asymmetric risks is in
addition to, not instead of, SCEP allowances for relative risk. In addition to the other aspects
of the DD cited above we also encourage Ofwat to revisit its cash-flow uplift to ensure it is
sufficient to compensate WoCs’ investors for their greater exposure to asymmetric risks.
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7. Financeability & Gearing

On the basis of consultation with rating agencies and analysis of rating agencies’ reports
NERA recommend conducting financeability tests using a stronger set of financial ratios for
WoCs than WaSCs. This is because rating agencies view WoCs as riskier than WaSCs
because of their size: smaller companies are, for example, more exposed to revenue and cost
shocks than WaSCs.

Rating agencies have indicated to NERA that they generally require WoCs to satisfy stronger
financial ratio tests in order to achieve the same credit rating as a WaSC, all else equal.
Rating agencies have different approaches to ratings and are not all equally willing to be
explicit about the uplift required. However, Moody’s have indicated that it requires an uplift
of 0.2x in the PMICR and that:

“for a given level of leverage, Moody’s would typically expect a WoC to be able to

demonstrate superior coverages to a WaSC in order to achieve the same rating”."’

Fitch have also made similar statements to us about the size of the required uplift.

Our analysis of rating agencies’ reports has indicated that WoCs would typically be rated one
notch lower than a WaSC for the same set of financial ratios. This means that a WoC might
be rated BBB if it achieved the same ratios as a WaSC rated BBB+.

The key messages from NERA’s analysis are:

= Rating agencies view WoCs as riskier than WaSCs due to their smaller size;

= Rating agencies require WoCs to satisfy a stronger set of financial ratios in order to
achieve the same credit rating as a WaSC all else equal, and;

= All else equal includes gearing i.e. rating agencies require WoCs to achieve superior
ratios for the same level of gearing.

7.1. The Need for Financeability Tests for WoCs to be based on
Stronger Financial Ratios

In the DD, Ofwat recognise that credit rating agencies view WoCs as higher risk than WaSCs.
Ofwat state (DD, p112):

7 Moody’s (2004): “Industry Outlook — UK Water Sector: Stable Rating Outlook Factors Broadly Neutral Credit Impact
of Draft Determinations for 2005-10: A Pragmatic Price Review from a Pragmatic Regulator”, Emphasis added
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Company-specific risks (also referred to as asymmetric risks) are those risks that are
not measured by beta. The main credit rating agencies present a consistent view that
smaller companies are higher risk due to their exposure to specific risks, which includes
higher asset concentration, higher revenue concentration and exposure to event risks.
These are not risks that impact on the CAPM derived cost of capital per se because the
CAPM model assumes that specific risks affecting an individual firm can be offset by
investors diversifying their investments. However, these are risks that have potential
consequences on the free cash-flow of the water only companies should these risks
occur. The rating agencies therefore require more headroom in cash flows for water
only companies to take account of these risks. We have recognised the overall impact of
specific risk on the water only companies in our gearing assumption and in the
financeability assessment...

From the foregoing it is clear that Ofwat recognise the need to apply stronger financeability
tests to WoCs and WaSCs. Reflecting this assessment Ofwat adopt different financial ratio
tests for WoCs and WaSCs — see Table 7.1. The “uplift’ to ratios includes an 0.2x increase in
the AICR.

Table 7.1
Ofwat's Target Financial Ratios
WaSCs WoCs
Cash Interest Cover 3.0x 3.5x
AICR 1.6x 1.8x
FFO/Debt 10% 17%
Retained Cash Flow / Debt 8% 10%
Gearing <65% <60%

Source: Ofwat Draft Determinations, p.114.

Reflecting the higher risk profile of WoCs a lower notional level of gearing for WoCs (52.5%)
than WaSCs (57.5%) is also assumed in the DD.

7.2. Ofwat’s Lower Notional Gearing Assumption Automatically
Improves Financial Ratios

The DD has clearly overlooked the fact that, as we noted above, rating agencies require a
stronger set of financial ratios at the same level of gearing. This is crucial since the lower
level of gearing in and of itself improves the AICR. It is not clear, as a result, that Ofwat’s
financeability test actually applies stricter financial ratio tests to WoCs. Therefore, Ofwat
may need to adopt a different set of ratio tests to those proposed in the DD at the same level
of gearing.

To assess the merits of the DD approach to financeability, we consider what impact a lower
notional gearing assumption has on financial ratios i.e. to what extent financial ratios improve
simply as a result of the lower notional gearing assumption. We focus upon the adjusted
interest cover ratio post maintenance charges ratio (AICR) since this is the ratio for which we
have the most detailed information on rating agency procedure. We note, however, that the
same exercise could be repeated for other ratios such as FFO / Debt and RCF / Debt.
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The calculation of the AICR in Ofwat’s notional financial model can be simplified to:*®

Return on Capital
Notional Cash Interest

Adjusted ICR =

Where Return on Capital = Allowed Vanilla WACC (real) * RCV (outturn prices), and
Notional Cash Interest is derived based on the following assumptions:

= At the beginning of 2010-11, the first year of AMP5, it is assumed that 30% of gross debt
is index-linked and 70% is nominal where the principal of the index-linked loan grows by
year end inflation assumptions (Ofwat DD, Table 44, p121);

= The real cost of debt is set according to Ofwat’s DD assumptions (3.6% for WaSCs, 3.7%
for South East and Three Valleys and 4.0% for all the other WoCs), and;

= The nominal cost of debt is derived from the real cost of debt based on Ofwat’s DD
assumption of long-term inflation of 2.5% (DD, p114).

To decompose the effect of lower gearing from differences in financial ratios due to
differences in the cost of debt we model the AICR for a stylised company in steady state
under different assumptions about notional gearing and WACC/financing costs.*® Table 7.2
shows the minimum AICR over AMP5 under different vanilla WACC and gearing
assumptions.

Table 7.2
Minimum AICR over AMPS5 for a Notional Company in Steady State
Vanilla WACC

WaSC Large WoC Small WoC
5.1% 5.3% 5.5%
50.0% 1.91 1.95 1.92
>  52.5% 1.82 1.86 1.83
é 55.0% 1.74 1.77 1.74
O 57.5% 1.66 1.70 1.67
60.0% 1.59 1.63 1.60

Source: NERA Analysis; Note: Ofwat's underlying cost of debt assumptions are: 3.6% (for 5.1%
WACC), 3.7% (for 5.3% WACC) and 4.0% (for 5.5% WACC). We assume no under- or out-
performance on Ofwat cost assumptions.

We draw the following conclusions from Table 7.2:

8 This derivation of the expression for AICR depends critically on the assumptions that outturn costs are set equal to
Ofwat’s allowed costs.

19 A steady state company refers to a notional company with constant real RCV over AMP5, year end RCV grows in
nominal terms in line with DD inflation assumptions. Our conclusions on the impact of lower gearing on the magnitude
of uplifts are robust to different assumptions on the size and growth in RCV. The vanilla WACC is in line with SCDPs
of 0.1% and 0.4% as applied in the and assumes that these compensate for actual differences in interest cost.
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= Ofwat have not allowed a meaningful uplift on ratios for WoCs at the same gearing:
a reduction in gearing from 57.5% to 52.5% causes AICR (of WaSCs and WoCs) to
increase by 0.16x. This is 80% of the 0.2x uplift claimed in the DD.

= The uplifts for WoCs over and above WaSCs are very small: increases in the allowed
cost of debt are offset by increases in the assumed cost of debt meaning that AICR
increases by 0.04x for large WoCs, but only 0.01x for small WoCs.

= Ofwat’s target AICR of 1.80 for WoCs can only be achieved under a lower gearing
assumption: while the stylised WoC modelled here passes the financial ratio tests at
52.5% gearing we note that the target ratio of 1.8 is not achieved at 57.5% gearing.

From the above it is clear that the purported uplift in ratios is achieved almost solely through
the reduction in notional gearing and that the assumed reduction in notional gearing is
essential for WoCs to meet Ofwat’s financeability tests in the DD.

Based on the above and the statements from rating agencies referred to earlier it is very clear
that Ofwat’s financeability tests do not appropriately take into account rating agencies’
requirement that WoCs achieve stronger financial ratios at the same level of gearing. We
encourage Ofwat to review its approach to financeability to ensure that it is consistent with
rating agencies’ approach.

7.3. Ofwat’s Lower Notional Gearing Assumption

Ofwat contend that the 57.5% notional gearing level assumed for WaSCs is the level of
gearing the PRO4 financial model predicted for the industry at the end of AMP4.% Ofwat
argue, however, that a lower gearing assumption for WoCs is appropriate. Ofwat state (DD,
pl12):

Traditional corporate finance theory suggests that if a company is exposed to greater
risks than another (whether systematic, financial, specific or in combination), then it is
appropriate to have a more conservative gearing structure to provide headroom to
manage these risks. We have considered the arguments of small companies about
specific risks but we do not consider these to be clear cut. However, on balance, and
given the rating agencies approach, we consider that because the small companies may
have higher exposure to specific risks, that it is appropriate to assume a 5% differential
in gearing between water only companies and the water and sewerage companies.

Therefore, we have adjusted the opening gearing for the water only companies to be 5%
lower than our general gearing assumption of 57.5% (that is, 52.5%).

We agree with the assertion that traditional corporate finance theory suggests a riskier
company should adopt a more conservative gearing structure. However, Ofwat’s decision in
the DD to adopt a lower gearing assumption appears to be attributed to higher exposure to
specific risks “given the rating agencies approach”. As we have noted above rating agencies
explicitly do not require a lower gearing level. Rather, for any given gearing level rating
agencies require stronger financial ratios. It does not seem, therefore, that Ofwat’s approach

2 Keith Mason stated “how we came to 57.5 was really where we predicted companies would be from our determinations

in 2005” — see Draft Determinations City Briefing, 23 July 2009, Q & A session.
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IS consistent with rating agencies’ approach. A reduction in notional gearing on this basis is
not justified.

Europe Economics’ Comments on Notional Gearing

We note that Ofwat’s approach appears consistent with Europe Economics’ opinion. EE state
(EE, p73):

Based on our discussions with rating agencies, we concluded that WoCs would typically
achieve a lower credit rating than WaSCs for any given level of notional gearing.
Broadly speaking, our view is that a gearing range of 50 to 60 would be consistent with
WoCs maintaining a credit rating of A-, whereas WaSCs could maintain a credit rating
of A- with gearing in the range of 60 to 68.

EE’s comments crucially do not consider other ratios. This leaves their comment open to
interpretation:

= On the one hand, the reduction in WoCs’ gearing to achieve the same credit rating as
WaSCs is consistent with our comments (and those of rating agencies) if other ratios are
the same: rating agencies require stronger interest coverage ratios for the same level of
gearing for a WoC to achieve the same rating as a WaSC, or alternatively, the same
interest coverage ratios at lower gearing.

= On the other hand, if WoCs’ interest coverage ratios were (sufficiently) stronger than
WaSCs’ a decrease in WoCs’ gearing would not be required for a WoC to achieve the
same rating as a WaSC.

EE and Ofwat need to carefully consider rating agencies’ approach and specifically the
relationship between lower gearing and interest coverage. Public statements by the rating
agencies, which we have confirmed in consultation, clearly indicate that a decrease in gearing
alongside better interest coverage ratios is not mandatory for a WoC to achieve the same
rating as a WaSC.

Comparison to WaSCs

We also note that PRO4 financial modelling supplied to us by several WoCs shows that the
predicted level of gearing for WoCs was, like for WaSCs, around 57.5%.%* Therefore,
Ofwat’s proposed treatment of WoCs in the DD appears to be inconsistent with their
treatment of WaSCs.

The Size of the Reduction in Notional Gearing

Ofwat justify the reduction in notional gearing by reference to the difference in the level of
actual gearing. Ofwat state (DD, p112):

2L PRO4 data has been supplied to us by: Bournemouth & West Hampshire, Bristol, Portsmouth, Mid Kent, South East,

South Staffs, Sutton & East Surrey and Three Valleys.

NERA Economic Consulting 27




Ofwat's DD - Small Company Concerns Financeability & Gearing

Therefore, we have adjusted the opening gearing for the water only companies to be 5%
lower than our general gearing assumption of 57.5% (that is, 52.5%0). This is consistent
with the differential in the average level of gearing between water only companies and
water and sewerage companies observed for their actual financial structures.

We note that Europe Economics do not recommend different notional gearing levels, but do
contend that a 5 ppt reduction in gearing is appropriate if Ofwat decide to set different
notional gearing levels (see EE, p73). We do not disagree with Ofwat’s or EE’s interpretation
of the data.?

The appropriateness of basing a reduction in notional gearing on differences in actual gearing
is debatable: differences in actual gearing are not necessarily the same as differences in
efficient gearing levels, which ought to be reflected in the notional gearing assumption. We
also note that there is a very wide range of gearing levels across the industry — WaSCs’
gearing ranges between 52.9% and 92.8% while WoCs’ ranges between 19.6% and 87.0%.%
This does not seem consistent with a unified view across the industry of what an optimal

level of gearing is. Further, alternatives to the average could be considered — we note that the
median gearing level for both WaSCs and WoCs is 62%.

As noted above, we disagree with the arguments advanced for any reduction in notional
gearing based on comments made by rating agencies. Nevertheless, if a reduction in notional
gearing is justified it is not clear that this adjustment should be based on observed actual
gearing levels. Some further explanation about how this relates to the efficient level of
gearing is required.

Possible Remedies

Ofwat’s lower notional gearing assumption is based on a mistaken interpretation of rating
agencies’ approach to rating WaSCs and WoCs. To address this deficiency in its approach
Ofwat could either:

1. Persist with its assumption of 52.5% gearing for WoCs in which case a notional rights
issue will be needed to enable notionally efficient WoCs to reduce gearing from 57.5% to
52.5%, or;

2. Increase notional gearing for WoCs to 57.5% for the purpose of testing for financeability
in line with Ofwat’s approach to WaSCs, but retaining an appropriately sized uplift to
WoCs” WACC to ensure WoCs are able to achieve the stronger financial ratios rating
agencies require.

We note that under the first option Ofwat’s gearing assumption at PR0O9 would represent a
reduction in assumed gearing of about 5% from the notional level for 2009/10. As a result,
Ofwat effectively assume a rights issue of 5% of RCV in the notional capital structure. The

22 \We note that Ofwat (2008) “Financial performance and expenditure of the water companies in England and Wales

2007-08”, Table 8, shows that WaSCs have average gearing of 66.3% and WoCs 61.2%. The difference is
approximately 5 percentage points.

2 See Ofwat (2008) “Financial performance and expenditure of the water companies in England and Wales 2007-08”,

Table 8.
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cost of this rights issue has to be funded since these expenses would be incurred by an
efficiently financed company that follows Ofwat’s notional capital structure. These
allowances should be applied independent of whether companies actually undertake a rights
issue: if a company can finance its functions more efficiently in a different way this should be
considered as out-performance. The amount of these allowances could be based on Ofwat’s
DD assumption that transaction costs associated with equity issuance are about 5% of the
amount of equity raised (see DD, p116).

We note that the first solution does lead to the somewhat perverse situation where Ofwat
would need to fund a rights issue that would not actually occur (in all likelihood). For this
reason alone the second option would be preferable. In any event the second option is
preferable because it constitutes a consistent approach to both WoCs and WaSCs from PR04
to PRO9 and because it is consistent with the approach credit rating agencies take to assessing
WoCs. For these reasons we prefer that Ofwat rescind their proposal to adopt lower notional
gearing for WoCs and, instead, adopts 57.5% notional gearing for all companies for the
purpose of testing for financeability.

It should be noted that a corollary to this argument is that the ratios Ofwat use in their tests
should be <65% gearing for both WoCs and WaSCs rather than the different gearing
assumption currently proposed (as presented in Table 7.1).

Regardless of the notional gearing assumption Ofwat adopts it is imperative that the
appropriate financial ratios, including an appropriate uplift for WoCs, be applied in the
financeability tests: the notional gearing assumption cannot be viewed, or changed, in
isolation. This means that:

= if Ofwat retain their 52.5% assumption for WoCs then the 0.5% uplift they have applied
for asymmetric risks also needs to be retained, or;

= if Ofwat change their notional gearing assumption to 57.5%, then an appropriately sized
uplift for asymmetric risks still needs to be included.

We note that a 57.5% gearing and 7.1% cost of equity implies no uplift to the cost of equity
for WoCs: therefore, Ofwat need to include some uplift over 7.1% to compensate WoCs’
investors for the additional asymmetric risks that are borne.

7.4. Ofwat’s Approach to Financeability Could Lead to Inferior Credit
Ratings for WoCs

Ofwat’s approach to financeability does not involve enabling WoCs to achieve (noticeably)
stronger financial ratios at the same level of gearing. Ofwat’s approach is not, therefore,
consistent with the rating agencies’ approach. It is possible, therefore, that Ofwat’s approach
to financeability would lead to WoCs achieving inferior credit ratings to WaSCs i.e. by not
enabling WoCs to satisfy the stronger financial ratio tests that rating agencies require in order
to rate WoCs and WaSCs the same, WoCs may obtain lower credit ratings than WaSCs.

Since Ofwat have assumed a BBB+/Baal rating in its financeability tests for WaSCs it is

conceivable that WoCs would only be able to achieve BBB/Baa2 ratings. This has potentially
serious implications including:
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= A higher cost of debt for WoCs, and;

=  Reduced access to debt markets for WoCs.
A Higher Cost of Debt

The cost of debt is, obviously higher at a BBB rating than at BBB+. In this section our
analysis focuses on bond yields as this is the most readily available evidence. It is important
to recall, however, that WoCs have limited access (if any) to bond markets and that, therefore,
our comparison would ideally focus on bank debt markets. Our analysis of bond markets
should be treated as indicative of the situation in bank debt markets.

Figure 7.1 illustrates secondary market yields on BBB and BBB+ bonds since 1998. We note:

= QOver the past ten-years yields on BBB+ rated bonds have been about 20 bps less than
yields on BBB rated bonds, and;

= More recently the differential has increased to about 50 bps.

This increase in the cost of debt at a BBB rating has serious implications for the ability of
WoCs to finance their functions: in the event that WoCs are only able to secure a BBB rating,
but Ofwat set the cost of capital based on a BBB+ rating there would be underperformance of
the assumed cost of capital with potentially serious financial ramifications. It is very
important, therefore, that Ofwat conduct their financeability tests appropriately to ensure
WoCs achieve the same credit rating as WaSCs.

Figure 7.1
BBB+ and BBB Bond Yields
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Source: NERA analysis of IBOXX data up to 31% July 2009. BBB+ series is derived by linear
interpolating between A and BBB series.
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Access to Debt at BBB Ratings

We note that since the worsening of the financial crisis in late 2008 bond issuance has been
dominated by A rated issuers. This reflects a strong preference among investors for stronger
rated credit: rating agencies themselves have noted that investors’ preference is for A rated
debt. For example, S&P state that “recent bond issuance suggests, in our view, investors’
preference for debt rated in the ‘A’ category. Issuance in the ‘BBB’ category has been limited
so far in 2009”.%

In addition, a downgrade to BBB could materially impair the ability of a company to raise
capital under market turbulences. Recent experience demonstrates the potential for access to
debt markets to be curtailed at BBB ratings, e.g. during the height of the financial crisis in
late 2008 bond issuance was dominated by A rated (or better) companies, while BBB rated
companies were effectively unable to access bond markets.

The potential for WoCs to be rated BBB could curtail their ability to access debt markets.
This could be inconsistent with Ofwat’s duty to enable companies to finance themselves. We
encourage Ofwat to revisit their approach to financeability to ensure that all companies,
including WoCs, are able to achieve at least the BBB+ rating used in the DD to conduct
financeability tests against.

7.5. Conclusion

Ofwat have recognized that WoCs are higher risk than WaSCs due to their greater exposure
to specific risks, such as higher revenue and asset concentration. Ofwat propose to use
different sets of target financial ratios in financeability tests for WoCs and WaSCs. In
particular, Ofwat propose that WoCs should satisfy a stronger set of financial ratios including
an 0.2x uplift in the AICR.

Crucially, however, Ofwat also assume that WoCs will have a lower notional gearing level
(52.5%) than WaSCs (57.5%). Rating agencies do not, however, require lower notional
gearing as part of the package of stronger financial ratios WoCs need to satisfy. Rather, rating
agencies have indicated that WoCs must achieve stronger interest coverage ratios at the same
level of gearing. Therefore, Ofwat’s reduction in notional gearing in the DD appears
unjustified on this basis. We also note that Ofwat’s approach to WoCs’ notional gearing is
inconsistent with its approach to WaSCs’ gearing which relies upon the PR04 financial
model’s projections for gearing in 2009/10.

Our analysis indicates that the reduction in notional gearing proposed by Ofwat automatically
increases the AICR. In particular, we calculate that 0.16x (or 80%) of the 0.2x uplift in the
AICR applied in the DD is the direct result of the reduction in notional gearing. The
remaining 0.04x uplift is Ofwat’s entire response to WoCs’ higher specific risks. This is
insufficient since rating agencies require an 0.2x uplift.

The insufficient uplift applied by Ofwat raise the specter that WoCs could achieve inferior
credit ratings than WaSCs — WoCs with similar ratios to WaSCs are often rated one notch

2 See S&P (2009) “UK Regulator’s Proposals for the Water Sector in 2010-2015 are likely to squeeze rating headroom”,
p18, August 3.
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lower. For example, since Ofwat have targeted BBB+/Baal ratings for WoCs it is feasible
that WoCs would only achieve a BBB/Baa2 rating. Our analysis shows that this has
potentially serious implications for WoCs’ cost of debt and ability to access debt. Both of
these ultimately impinge upon WoCs’ ability to finance their operations, which might be in
contravention of Ofwat’s statutory duties.

We encourage Ofwat to revisit their approach to financeability tests to ensure that their
approach is consistent with rating agencies’ and to ensure that WoCs are able to achieve the
credit rating Ofwat target.

Further, since Ofwat’s reduction in WoCs’ notional gearing level is inconsistent with rating
agencies’ approach and with Ofwat’s approach to determining notional gearing for WaSCs at
PR09 we encourage Ofwat to rescind its proposal to set a lower notional gearing for WoCs —
a 57.5% level is more appropriate for the purpose of testing for financeability. We note that
should Ofwat choose to persist with a 52.5% target then additional funding would need to be
made available to compensate WoCs for the costs associated with a notional rights issue
required to reduce efficient gearing from the 57.5% level predicted for the end of AMP4 to
the 52.5% level proposed for the beginning of AMPS5. It is imperative, however, that Ofwat
apply an appropriate uplift to the financial ratios used in financeability tests for WoCs
regardless of the notional gearing assumption.
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8. Revenue Adjustments

The small size of the allowed SCP in the DD and the failure to apply a meaningful uplift in
on financial ratios for WoCs are further exacerbated because Ofwat apply a multitude of
revenue adjustments to the total revenue requirement after the target allowed rate of return.

While most of these adjustments are symmetric in theory, the way these adjustments have
been applied leads to the actual realised return falling substantially short of the return Ofwat
intended to grant through its WACC determination for the majority of WoCs. This can
exacerbate the consequences for financing of granting too small a SCP. Indicative analysis
shows that WoCs have been disproportionately affected by the company-specific revenue
adjustments. Table 8.1 illustrates this disproportionate impact: on average, the realised return
is reduced by 0.08% for WaSCs and 0.23% for WoCs respectively. In some cases this leads
to an erosion of returns such that the outcome returns are below those of a WaSC.

Table 8.1
Impact of Revenue Adjustments on the WACC

WACC After Revenue Change in WACC after

Pro-Forma WACC Adjustments Revenue Adjustments

Anglian 5.05% 5.06% 0.00%
Dwr Cymru 5.04% 5.00% -0.03%
Northumbrian 5.03% 4.84% -0.19%
Severn Trent 5.05% 4.95% -0.10%
South West 4.99% 4.97% -0.02%
Southern 5.06% 4.94% -0.12%
Thames 4.94% 4.90% -0.04%
United Utilities 4.97% 4.71% -0.26%
Wessex 5.06% 5.21% 0.15%
Yorkshire 5.02% 5.02% 0.00%
WaSC 5.01% 4.93% -0.08%
Bournemouth & W

Hampshire 5.49% 5.42% -0.07%
Bristol 5.42% 5.03% -0.39%
Cambridge 5.50% 5.50% 0.00%
Dee Valley 5.46% 5.41% -0.05%
Folkestone & Dover 5.29% 5.13% -0.16%
Portsmouth 5.27% 5.27% 0.00%
South East 5.16% 4.89% -0.27%
South Staffs 5.31% 5.45% 0.15%
Sutton & E Surrey 5.33% 4.97% -0.36%
Tendring Hundred 5.53% 5.48% -0.05%
Three Valleys 5.17% 4.84% -0.32%
WoCs 5.26% 5.02% -0.23%

Source: NERA Analysis of Ofwat Draft Determinations.

The capital incentive scheme (CIS) is responsible for the single biggest downward adjustment
to the revenue requirement. This impact has been particularly pronounced for the WoCs
while they have also been disproportionately affected by Ofwat’s unfavourable alteration to
the way the DD applies the CIS for companies with a CIS score above 130 that was
introduced only after companies had submitted their business plans.
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We also discuss the impact of the newly introduced AMA scheme and Ofwat’s tougher
stance on other revenue adjustments such as the overall performance adjustment (OPA) and
the impact of potential distortions introduced through Ofwat’s treatment of taxation.

8.1. CIS Adjustments

The introduction of the CIS for assessing capital expenditure is a significant change from
PR04 methodology. The CIS uses a system of penalties and rewards to ensure companies’
profits are greatest when their forecast of AMP5 capex accords with Ofwat’s own “baseline’
estimate, and when their outturn costs accord with their forecast, thus theoretically
strengthening companies’ incentives to reveal their ‘true’ level of AMP5 expenditure. In
practice the CIS scheme has led to large penalties for all companies, compounded by
disproportionately harsher penalties for companies with high CIS ratios that were introduced
only after companies had submitted final business plans, thus not giving them any
opportunity to adjust to these.

In simple terms companies’ capex plans are scored as the ratio of the company’s forecast
capex to Ofwat’s expectation:

cis = company 4,
fwat

In the long run, each company recovers its actual capital expenditure plus/minus a
reward/penalty at the next price review, i.e. if a company spends above Ofwat’s baseline, the
additional expenditure will be reflected in future RCV. However, a CIS ratio above 100
implies not all expenditure can be recovered through prices in the current review period,
which impacts on companies’ cash flows and investors’ actual realised returns over AMP5.

In the DD no company has achieved a CIS score below 100, reflecting Ofwat’s view of
companies’ capex plans as being too large and/ or inefficient. The industry average score is
117, illustrating the divergence between the companies’ and Ofwat’s views on capital
expenditure.® With Ofwat expecting capital expenditure substantially below company plans
the CIS has a heavy impact on current period cash flows.

The impact of negative CIS adjustments on companies’ profitability has also been noted by
Fitch, the rating agency, in its latest response to Ofwat’s DD:*®

“Ultimately, resulting negative adjustments to the revenue caps and capitalisation of
capital expenditure at below actual spend could turn out to be a major 'stick™

Both at the draft business plan stage and in the DD, WoCs have consistently been given
higher CIS ratios than WaSCs (as shown in Table 8.2).

% This is a weighted average industry CIS score weighted by Ofwat’s allowed capital expenditure.

% Fitch Press Release (19 August 2009): Ofwat’s Pricing Determination — More *Sticks than Carrots’.
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Table 8.2
CIS Ratios, from DD and DBP Review
WaSCs Water Sewerage WoCs Water

Anglian 114 (129) 106 (122) Bournemouth & W Hampshire 135 (167)
Dwr Cymru 118 (113) 117 (122) Bristol 161 (143)
Northumbrian 109 (119) 112 (113) Cambridge 120 (199)
Severn Trent 112 (135) 119 (114) Dee Valley 107 (125)
South West 110 (132) 116 (169) Folkestone & Dover 128 (171)
Southern 131 (151) 140 (137) Portsmouth 136 (153)
Thames 131 (120) 113 (112) South East 158 (181)
United Utilities 107 (111) 111 (150) South Staffordshire 112 (176)
Wessex 117 (126) 103 (105) Sutton & East Surrey 165 (143)
Yorkshire 107 (124) 110 (105) Tendring Hundred 156 (153)

Three Valleys 144 (148)
Average 116 (126) 115 (125) 138 (160)

Source: Ofwat DD and Ofwat (2008). DBP CIS ratios are in parentheses.

The average WoC ratio is 138 compared to 116 for WaSCs (water). Thus, the CIS process
has resulted in larger negative revenue adjustments for WoCs compared to WaSCs, leading to
larger shortfalls in realised returns. While there are no clear reasons for why WoCs should be
given higher CIS ratios, Ofwat’s ex-post treatment of companies with CIS ratios above 130
(of which 7 are WoCs and 2 are WaSCs) has created an additional disadvantage for these
companies that was imposed after the companies submitted their business plans.

Ofwat had noted in response to companies’ draft business plans that incentives provided by
the then current CIS matrix did not provide sufficient incentives for companies with very
high CIS scores. Ofwat hinted at a potential modification but did not provide any details.”’
The mechanism design was not revealed before the publication of the DD, notably after
companies have submitted their final business plans. This is particularly problematic in light
of the comments made by Ofwat’s Chairman indicating that the CIS is designed to force
companies to remain closer to their business plan:

“The CIS process provides less scope for a company to rethink once it has submitted
its Final Business Plan. While we will accept new evidence through representations
following Draft Determinations to take account of significant changes in outputs or
scope we will not allow companies to submit wholesale changes to its plans.””?®

Ofwat now treat companies with CIS ratios above 130 as if they had achieved a ratio of 130
less a further negative adjustment to income. This adjustment is equal to 0.05% of the
baseline for each extra CIS point above the 130 threshold. If these companies’ outturn capex
is equal to their forecast, they face higher penalties as a result of this amendment than they
otherwise would have. Companies with high CIS ratios must now substantially outperform
on their capex spend over AMPS5 to avoid the tougher penalties due to this differential
treatment of companies with scores above 130 imposed after FBP submissions.?® For

21 See Ofwat (2008). “Capital expenditure for 2010-15: Ofwat’s view on companies’ draft business plans”, December,

p.20: “If they continue to exhibit very high CIS ratios, we would need to consider whether CIS-style incentives are
appropriate for the affected companies”
% Ofwat (Jul 2008): Ofwat City Briefing, Philipp Fletcher’s speech

% See Appendix A for details on the size of the penalties under Ofwat’s modified approach.
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example, a company with a CIS ratio of 160 would need to outturn nearly 20% less in
expenditure over AMP5 in order to face the same penalty as in the original matrix.

This higher penalty for outturning the forecast and the fact that the process was not
communicated to the companies until after they submitted their final business plans biases the
CIS scheme against the companies affected by this ex-post adjustment. Given that most
companies with high CIS scores are WoCs, this ex-post modification to the CIS has put
WoCs at a relative disadvantage relative to WaSCs, resulting in larger negative revenue
adjustments than would have been the case under the original CIS approach. In a number of
cases this adjustment is sufficiently large to completely erode the small company premium on
the WACC.

8.2. AMA

The Asset Management Assessment (AMA) is a new approach at PR09, and is used to assess
the CIS baseline for capital maintenance expenditure. It uses a scoring system based on
different criteria to assess companies’ asset management planning procedures. While
theoretically companies can achieve a positive adjustment to their baseline, Ofwat have
applied penalties to all companies. The implementation of the AMA in the DD uses a
breakeven point which no company is able to achieve, and consequently amounts to a
deduction to companies’ capital maintenance programmes to determine the baseline.

This negative adjustment to the baseline reduces the amount of costs companies’ can recover
from customers over AMP5, and increases their likely CIS penalty. Ofwat’s implementation
of the AMA has unambiguously reduced the effective returns in the UK water sector,
including the WoCs, thus further eroding the realised small company premium.

8.3. OPA

Alongside the severe reduction in returns imposed by the way Ofwat have designed the CIS
matrix and treatment of companies with a CIS score above 130, Ofwat have also decreased
company earnings potential from other adjustment schemes. E.g. they have significantly
increased the OPA scores required to attain the same revenue adjustment as at PR04. As
Table 8.3 shows the WoCs as a group have received a positive revenue adjustment that is
roughly 40% smaller than at PRO4 for achieving slightly higher OPA scores.
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Table 8.3
OPA Scores and Penalties at PR0O4 and PR0O9
Adjustment to K factor at: OPA Score
PR04 PRO09 PR0O4 PRO09
WaSCs
Anglian 0.1 0.2 93% 93.4%
Dwr Cymru 0.1 0.1 93% 91.9%
Northumbrian 0 -0.5 90% 81.6%
Severn Trent 0.1 -04 93% 84.7%
South West -0.1 -0.1 85% 88.7%
Southern 0 -0.4 90% 84.8%
Thames 0 -0.2 90% 86.7%
United Utilities -0.1 -0.5 85% 82.5%
Wessex 0.1 0.2 93% 95.0%
Yorkshire 0.1 0.1 93% 91.8%
WaSC total 0.03 -0.15 90.50% 88.11%
Adjustment to K factor at: OPA Score
PR04 PR0O9 PR0O4 PR09
WoCs
Bournemouth & W Hampshire 0.1 0.3 93.0% 98.5%
Bristol 0.2 0.1 97.0% 97.2%
Cambridge 0.2 0.5 97.0% 99.3%
Dee Valley 0.1 0 93.0% 95.7%
Folkestone & Dover 0.3 0 98.5% 95.8%
Mid Kent 0.1 93.0%
Portsmouth 0.3 0.3 98.5% 98.2%
South East 0.2 -0.2 97.0% 92.5%
South Staffordshire 0.4 0.3 99.5% 98.8%
Sutton & East Surrey 0.1 -0.2 93.0% 91.7%
Tendring Hundred 04 0.5 99.5% 99.9%
Three Valleys 0.1 -0.2 93.0% 93.9%
WoC total 0.21 0.13 96.00% 96.50%

Source: Ofwat final determination FD04, Ofwat draft determination DD09. Note that the FD in 2004
does not give exact OPA scores but bands instead. We adjusted the PR04 figures to reflect the mid-
points of the band or the 75" and 25" percentile when there were two categories within one band.

Table 8.3 shows that alongside introducing heavy downward revenue adjustments through the
CIS, Ofwat have also reduced the potential to increase returns through good performance on
the OPA. This reduction in the scope for outperformance represents a further reduction in the
potentially achievable return on capital in the water sector. This make all water companies,
including the WoCs less attractive compared to other investments and will make it harder for
them to attract the necessary finance.

8.4. Tax Assumptions

Ofwat’s DD approach to calculating the tax liability also has the potential to introduce a
distortion to the earned return. First the DD disadvantages companies with a level of gearing
below the notional level by applying the notional level of gearing in the calculation of their
tax liability. Consequently the DD overestimates their interest tax shield and thus
underestimates the actual tax liability. According to the June Returns four water only
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companies and no water and sewerage company would have been negatively affected by this
treatment.

Second, even for companies with gearing greater than 57.5% (52.5% for WoCs) Ofwat’s
approach has the capability to introduce distortions. In this case Ofwat allow for a tax
liability in the DD based on companies’ final business plan (FBP) gearing assumptions, but
adjust these companies’ capex and WACC assumptions downwards relative to their FBPs in
line with the DD rulings on those. Under this approach, it is possible that realised post-tax
returns will be lower than the headline WACC figure if actual gearing is below the gearing
levels assumed in the FBP. This can be the case if Ofwat’s cuts to expenditure cause a
company’s debt position to fall relative to its projected RCV, thereby lowering gearing.

With many companies’ actual balance sheet positions very close to gearing covenants there is
very limited potential for gains from this setup while any lower outturn gearing is punished.
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Appendix A. CIS Matrices

Table A.1
Standard CIS Matrix

Standard CIS Matrix

CIS Ratio 130 140 150 160 170
Efficiency Incentive 15% 10% 5% 0% -5%
Allowed Expenditure| 107.5 110 112.5 115 117.5
Additional Income -3.38 -5.00 -6.88 -9.00 -11.38
Actual Expenditure
80 0.75 -2.00 -5.25 -9.00 -13.25
100 -2.25 -4.00 -6.25 -9.00 -12.25
120 -5.25 -6.00 -7.25 -9.00 -11.25
130 -6.75 -7.00 -7.75 -9.00 -10.75
140 -8.25 -8.00 -8.25 -9.00 -10.25
150 -9.75 -9.00 -8.75 -9.00 -9.75
160 -11.25 -10.00 -9.25 -9.00 -9.25
170 -12.75 -11.00 -9.75 -9.00 -8.75

Source: NERA Analysis of Ofwat DD. All figures, except the ‘efficiency incentive’ line represent
percentages of the baseline expenditure amount. The matrix is calculated using the following
functions. For F > 100 (where F is the CIS ratio [company: baseline]): Efficiency incentive rate = 0.8 —
0.005F; Allowed expenditure = 75 + 0.25F; Additional income = -5 + 0.175F — 0.00125F2.

Table A.2
Modified CIS Matrix (Based on Ofwat’s Differential Treatment of Companies
with CIS Ratios above 130)

DD CIS Matrix

CIS Ratio 130 140 150 160 170

Efficiency Incentive 15% 15% 15% 15% 15%

Allowed Expenditure| 107.5 107.5 107.5 107.5 107.5

Additional Income -3.38 -3.88 -4.38 -4.88 -5.38
Actual Expenditure

80 0.75 0.25 -0.25 -0.75 -1.25

100 -2.25 -2.75 -3.25 -3.75 -4.25

120 -5.25 -5.75 -6.25 -6.75 -7.25

130 -6.75 -7.25 -7.75 -8.25 -8.75

140 -8.25 -8.75 -9.25 -9.75 -10.25

150 -9.75 -10.25 -10.75 -11.25 -11.75

160 -11.25 -11.75 -12.25 -12.75 -13.25

170 -12.75 -13.25 -13.75 -14.25 -14.75

Source: NERA Analysis of Ofwat DD. All figures, except the ‘efficiency incentive’ line represent
percentages of the baseline expenditure amount. The matrix is calculated using the following
functions. For 100 <F <= 130 (where F is the CIS ratio [company: baseline]): Efficiency incentive rate
= 0.8 — 0.005F; Allowed expenditure = 75 + 0.25F; Additional income = -5 + 0.175F — 0.00125F°. For

F >=130: Efficiency incentive rate = 15%; Allowed expenditure = 107.5; Additional income = 3.38 —
0.05 (F -130).
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