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We note that issues relating to financeability were considered in the recent appeals to the CMA with 
respect to RIIO-GD&T2.   The CMA’s detailed final determination was published on 1 November 2021.  
As we have not been a formal party to the CMA’s proceedings, we had not been able to see any of 
the detail of the CMA’s thinking, or its exposition of the views expressed by Ofgem or the other 
parties before that point.  The timing of the publication of the CMA’s decision, and the date for 
submission of our final business plan, means that we have not yet had the opportunity to fully 
consider and reflect the detail of the CMA’s findings.  We will continue to do so over the coming 
months and look forward to continuing to engage with Ofgem in this regard.

What is Financeability?

Financeability is the ability of businesses to attract and raise finance. It is critical for every company in 
the UK, ensuring cash is available to cover both the day to day needs of the business, and the need to 
continue to make investments to respond to customer needs and future growth in the network. It is 
by definition, a forward-looking concept and it must be assessed in the context of the upcoming price 
control, without undue weighting placed on past observations and performance. 

Under the Electricity Act, Ofgem has, as its principal objective, the protection of the interests of 
existing and future consumers. In carrying out this objective it has a duty to have regard to “the need 
to secure that licence holders are able to finance the activities [under the Act]”. This duty is expressed 

• This section explains what financeability means and why it is important

Key points

• Financeability is the ability of businesses to attract and raise finance.

• Ofgem has a duty under the Electricity Act to have regard to the need to secure that 
licence holders are able to finance their obligations – the Financing Duty. 

• The Financing Duty protects customers by ensuring that, when setting obligations 
within a price control Ofgem has to have proper regard to the need to be able to fund 
the whole price control. This increases investor confidence when deciding to invest, 
which, in turn, lowers the costs to customers over the long term.

• Investors should be able to invest, confident in receiving a fair return over multiple 
price control periods. If this is not the case – if investors have to bear unrewarded 
risks – then equity returns would have to increase to compensate.

• If we are not financeable, we will be unable to secure the funding to deliver our 
business plan and this may delay the path to net zero.

• The consequences of not being financeable means that the level and timing of 
investment needs will be driven by the available cashflow, rather than by the needs 
of customers.

• These constraints on investment will become particularly apparent in the event of 
non-predictable events, such as experienced during 2020 with COVID and during 2021 
with the energy crisis.
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to the same standard as its duty to have regard to the need to secure that all reasonable demands for 
electricity are met. This duty is of clear relevance to the planning of investment needed to ensure that 
the economy can move to a Net Zero carbon economy. The financing needs to be available to support 
this ambition.   

Ensuring financeability gives investors’ confidence which helps keep bills low over the long-term. The 
regulator delivers financeability by setting fair price controls that allow networks to achieve strong 
investment grade credit ratings and by providing sufficient shareholder returns to attract investment. 

This confidence is even more critical in coming regulatory periods. Delivering Net Zero requires 
significant investment in the UK’s electricity distribution networks. Together with the ED1 decision to 
extend asset lives to 45 years, this will result in the costs of future new investment far outstripping 
the regulatory return of capital. This gap will be funded through new debt and equity investment.  

Equity investors, in licensee groups of all sizes, should be confident that, over a sensible timeframe, 
their efficiently incurred debt costs will be funded. Ofgem recognised this when, in formulating the 
RIIO series of price controls, it stated, in particular regard to debt costs that “if there is a commitment 
to remunerating efficiently incurred debt costs, it will facilitate a greater role for equity in the capital 
structure of regulated companies”1.  The approach taken in ED1, and proposed for ED2, of applying 
this principle at the sector level only means that it is not achieving this aim in practice. 

Setting the cost of capital too low may give customers a short-term bill benefit, but this is of only 
temporary benefit and will lead to a position for customers that is worse over the longer-term. Equity 
investors will look to allocate their available funds based on the returns available internationally. By 
setting the equity allowance at the proposed level (4.40% CPI real) Ofgem risks potential delays in the 
net-zero programme. In addition, the adverse impact of ratings downgrades on borrowing costs will 
feed through into future debt allowance settlements via the ‘actualised notional’ sector average 
approach proposed by Ofgem. 

The most immediate impact of a financeability problem is on debt ratios. Without enough headroom 
in interest cover and gearing ratios, as soon as there is any variation downwards in net income it 
becomes necessary to cut expenditures to match the fall in net income and preserve ratios. In practice, 
this is often targeted on investment expenditures and on those operating costs which can be more 
easily controlled. Crucially, these cuts would need to take place within the year to be effective, 
resulting in networks such as ourselves being very reactive and inefficient with the cancellation of 
projects to match cashflows. Inevitably this results in us running within tight financial tramlines and 
will mean that we will be unable to respond to any increase in investment requirements that are not 
funded within the year.  

These risks would be compounded by a sudden increase in market interest rates. As Ofgem align to a 
17-year trailing average, any market rate increase that took bond costs above this level would be 
underfunded, potentially for many years. Any company issuing in such circumstances would have to 
consider whether the rate rise was permanent, and therefore likely to be funded eventually, or merely 
a short term “blip”. Issuing during a short-term blip in interest rates could mean a permanent 
underfunding of the debt costs. As such, it would be better to defer or reduce the funding by, for 
example, delaying investments, until the network could be confident about the direction of travel of 
interest rates in the longer term. Again, we do not think that it is in customers’ interests to delay 
required investments for financing reasons. 

                                                           
1 https://www.ofgem.gov.uk/sites/default/files/docs/2010/10/riio handbook 0.pdf, para 12.13 
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Given the significant changes in market interest rates over the last decade, the current approach, 
without adjustment, means that smaller licensees are at greater risk of being under (and over) funded 
for their efficiently incurred debt costs. 

Given the uncertainty of predicting future demand, and therefore future investment, as the economy 
moves towards Net Zero, these constraints could operate against customers’ interests in the short 
term. The additional risk to the providers of finance (both debt and equity) resulting from limited 
headroom in credit ratios would lead to an increase in financing costs over the long term, which is not 
in customers’ long-term interests. 

 

The importance of UK infrastructure investment 

Climate change is the defining issue of our time. The UK Government has set a target to reach net-
zero emissions by the year 2050. This means that any greenhouse gas emissions caused by human 
activity must be reduced and measures put in place to cancel out the effects of any emissions. 

Energy networks have a leading role to play in delivering this target, by connecting greater levels of 
renewable energy and providing the infrastructure and technology we need to cut carbon emissions 
in areas such as heat and transport. Significant innovation and new investment is required if these 
targets are to be met.  It is clearly in consumers’ interests to take steps to ensure that investment in 
UK energy infrastructure, in this and future price control periods, remains attractive compared to 
national and international capital markets. This is facilitated by providing an appropriate level of 
expected returns to debt and equity investors. 

The cost of capital allowance must be set at a level which ensures appropriate levels of investment, 
without overcompensating investors at the expense of customers. 

The Committee on Climate Change forecasts the UK economy will need to spend between 1-2% of its 
total wealth each year to reach net-zero emissions by 20502. This requires significant long-term, stable 
and sustained investment, without delay or disruption, to ensure the safe keeping of our environment. 

Ofgem has to balance the critical need for investment against managing the costs to customers. It has 
to balance the interests of customers in the short-term, for example with respect to ED2 bills, with the 
interest of customers in the long-term in maintaining investor confidence and thereby retaining access 
to the low-cost capital needed to fund the investments over many price control periods. The UK is 
now at a critical juncture for low carbon investment and without a financeable ED2 business plan, our 
key stakeholder objectives cannot all be realised.  To facilitate Net Zero there is an imminent need for 
infrastructure investment on a scale not seen in generations. Electricity Distribution companies will 
play a key role in delivering the UK Government’s 2050 target date. We will perform this role for the 
economy and people of the North West.   

Some of our key regional stakeholders, including the Greater Manchester Combined Authority3, the 
Zero Carbon Cumbria Partnership4 and Lancashire County Council5  have gone one step further, aiming 

                                                           
2https://www.theccc.org.uk/wp-content/uploads/2019/05/Net-Zero-The-UKs-contribution-to-stopping-global-
warming.pdf 
3 https://www.greatermanchester-ca.gov.uk/news/mayor-sets-out-bold-ambition-for-greater-manchester-to-
be-carbon-neutral-by-2038/ 
4 https://cafs.org.uk/our-projects/zero-carbon-cumbria-programme/ 
5 https://www.lancashire.gov.uk/news/details/?Id=PR21/0058 
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to be Net Zero by dates in the 2030s. We are taking a leading role in the strategic developments of 
Net Zero working with local partners in developing credible and sustainable plans underpinned by 
appropriate investment in the electricity distribution network.  Local ambitions are clear: achievement 
of Net Zero is paramount.  A non-financeable business plan puts the delivery of Net Zero at risk.   

Ofgem have also recognised the critical importance of the Electricity Distribution Networks in realising 
Net Zero. Their reference to it in the opening paragraph of the SSMC serves to underline the pivotal 
role we will play: 

“The electricity distribution networks will be at the forefront of the changes needed to support Net 
Zero”6 

Key to enabling the changes needed is that shareholder returns are set at a level that incentivise 
infrastructure investment.  This investment will be taking place around the world, and the UK has to 
remain competitive in its attractiveness to investors. In this, returns and investor confidence are key.  
It has been shown in academic studies7, and in the Competition and Markets Authority (CMA) findings 
for PR198, that the consumer detriment caused as a result of underinvestment outweighs the impact 
of a small cost increase to consumers by aiming up in a cost of capital range.   

The CMA acknowledged two concerns with respect to how returns may influence the level of 
investment in its final report on the PR19 appeals: 

 "Our concerns in respect of the level of investment relate to two, related issues: 

(a) First, that regulation should create a supportive long-term investment environment. The long-term 
investors in infrastructure that the companies need to attract to support a long-term low cost of capital 
will not be attracted if there are frequent sharp changes to the way regulators determine the cost of 
capital. An approach which is both cautious in responding too quickly to market fluctuations and is 
consistent over time should ultimately deliver benefits to both investors and, through a low cost of 
capital, to customers. 

(b) Second, that the allowed return needs to be set in a way that encourages the right level of new 
investment. If the WACC is set too low, companies will not have the incentive to identify, develop and 
implement new and often complex investment programmes. This was the point identified in the 
analytical framework supporting the UKRN report and previous studies on the approach to the WACC. 
However, we agree with Ofwat that there are risks if the WACC is set too high (which we consider could 
relate to over-investment or excess returns to shareholders), and that the challenge is getting an 
appropriate balance between these two risks."9 

It is also clear that decisions made now for short-term bill reductions can affect long-term investment 
in the network. The investment process takes time and cannot easily or efficiently be switched on or 
off.  If adequate investment is not forthcoming as the result of a low cost of capital settlement for ED2 
then future customers will feel the negative impact of shortfalls in investment, and consequent missed 
targets, or increased costs, for decades to come.  Shareholder (equity) returns must be set at a level 

                                                           
6 https://www.ofgem.gov.uk/system/files/docs/2020/07/ed2 ssmc overview.pdf, Para 1.1 
7 Modelling Welfare loss Asymmetries Arising from Uncertainty in the Regulatory Cost of Finance, Dobbs, Feb 
2011 
8 Anglian Water Services Limited, Bristol Water plc, Northumbrian Water Limited and Yorkshire Water Services 
Limited price determinations: Final report, March 2021, para 9.1402 
9https://assets.publishing.service.gov.uk/media/60702370e90e076f5589bb8f/Final Report --- web version -

CMA.pdf,  section 9.1388 
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that incentivises the investment required, in the timeframe needed. This will not be achieved, where 
the base allowed returns for equity are set too low, by international comparison, or where 
shareholders are having to subsidise the efficiently incurred cost of debt. 

Financeability and its importance to the long-term interests of customers 

Ofgem has set the debt allowance of the Notional Company at a level which meets most of the 
Electricity Distribution Networks’ debt costs for ED2, on average. All licensees receive the same rate, 
effectively the average rate for the sector. As is to be expected for companies that were privatised 
over 30 years ago, and which are not uniform in all their characteristics, each individual company’s 
debt portfolio is distinct as regards factors such as the form, age, tenor, and refinancing dates of the 
different debt instruments that a company has issued and, hence, the resulting annual interest cost.   

Debt costs vary by network, driven by the different market interest rates at the different times of 
issuances, etc. This is to be expected when the economy has experienced over a decade of significant 
interest rate declines. The sector’s average cost is no longer, therefore, a proxy for efficient debt costs. 

As a consequence of the average cost approach, customers of some networks will be paying more 
than they should over ED2 (i.e. the network will recover more than their efficiently incurred cost of 
debt), and others, including us, will be under-recovering their efficiently incurred debt costs. We do 
not believe that this outcome is in either the short-term or long-term interests of customers. 

Ofgem must also consider the adequacy of returns to existing and new equity investors. It clearly 
follows that the greater the debt burden, the greater the risk of debt default; and if the risk of debt 
default has increased, then so too will the cost of servicing the debt and the greater corresponding 
risk to equity, the value of which may be, in the extreme, extinguished by debt default. 

If underfunding of actual efficiently incurred debt costs results in equity investors subsidising debt 
allowances to significant levels, equity investors will not actually be able to receive the returns 
deemed necessary by Ofgem to ensure that the licensee is able to finance its activities.  

If this underfunding results in a repricing of equity risk, it would be to the long-term detriment of 
consumers through a reduction in investor confidence and increased equity charges. It would also 
provide a major disincentive to invest in smaller licensees relative to investment returns in other 
regions or internationally and will lead to a redirection of investment.  

Conversely, equity investors in companies that are overfunded for their debt allowances are being 
handed a return in excess of the level required to cover efficient costs. This, we contend, fails to look 
after the interests of existing customers, requiring some to pay more than is necessary.  

The ‘one-size fits-all’ (unadjusted) approach to debt allowances, impacts different networks in 
different ways. The larger companies or groups will be more likely to be issuing debt on a more 
frequent basis. As a consequence, the larger licensee groups will be more likely to come close to the 
average sector debt cost, partly because of their debt issuance profile and partly because of the effect 
of their own debt book on the calculation of the average cost. Conversely the smaller companies are 
more likely to over perform (the ‘Lucky’) or underperform. Those companies that are benefitting from 
the policy are more likely to continue to benefit from this performance from one price control to the 
next, as investors reprice their funding, taking this performance into account. Given that those 
companies that benefit are not required to share the benefits with consumers, this results in 
significant structural outperformance for equity in some companies.  

This raises an important question about how “efficiently incurred debt costs” should be identified.  
We agree that this should never mean that customers are asked to underwrite past mistakes. In that 
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context, however, the concept of ‘mistakes’ should not include those judgements that only look like 
mistakes when viewed with the benefit of hindsight.  

Looking at the situation in 2021, it may appear to have been a ‘mistake’ to issue debt in 2009 when 
interest rates were higher rather than in 2019 when they were lower. However, if investment or a 
refinancing was required in 2009, then it cannot be considered to have been a mistake at the time the 
decision was taken, simply because interest rates have subsequently moved. By contrast, if a current 
situation is directly attributable to past management inefficiency, judged at the time of the decision 
rather than in hindsight, it would be reasonable to expect that shareholders meet the cost of any 
remedy and raise new equity capital if necessary. In our business plan, we have excluded any debt 
costs which we think that our shareholders should fairly bear.  

As highlighted in Section 2 of this Annex, excluding those debt costs that we have determined should 
be met by shareholders, we estimate that we will be underfunded on the proposed debt allowance by 
approximately £90-95m in ED2. The underfunding is driven primarily by a mis-match between our 
embedded debt issuance profile, which is necessarily “lumpy”, and the smooth 17-year issuance 
profile methodology proposed by Ofgem. As it is proposed to align the results of this 17-year profile 
to broadly the sector average debt cost, in effect this underfunding is the result of us having a higher 
cost of debt than the sector average, rather than as a result of any inefficiency.  

Ofgem states that its use of the Notional Company ensures that customers only pay the networks the 
“efficient” cost of debt. This ignores the fact, noted above, that, on a regional basis, some customers 
are paying more than they should pay, paying more than the efficient cost of debt of their operator. 
It also presumes that there can only ever be one “efficient” cost of debt: that debt issued in 2009 
when market interest rates were higher is “inefficient” compared to debt issued in 2019 when market 
interest rates were lower. 

We believe that it is not sufficient to simply secure that a Notional company, or the industry overall, 
can finance its obligations. Ofgem, in the ED1 draft determinations, stated that their RIIO handbook 
decision regarding funding the efficiently incurred debt costs, applied to the sector as a whole. This 
might have been appropriate with the available history of interest rates at the time. However, where 
there is evidence of a significant mismatch between the average sector costs and a licensee’s actual 
costs, Ofgem should interrogate that mismatch and understand the reasons for it in order to take the 
appropriate steps to mitigate it. This includes consideration of whether the costs were efficiently 
incurred based upon the circumstances at the time that money was raised, rather than with the 
benefit of hindsight. These actual circumstances should include factors such as market rates at the 
time that debt was issued and structural matters such as additional costs borne by licensees that issue 
debt infrequently. Crucially, this assessment must also consider whether the Notional Company 
adequately reflects the actual innate characteristics of the licensee, and that risks between the various 
licensee groups are the same. 

The change in interest rates over the last decade highlights the need for Ofgem to review the 
unadjusted Notional company approach. 

In reviewing a licensee’s financial ratios, regulators must allow sufficient headroom to allow 
companies to respond to plausible downside financial shocks within regulatory periods and to take 
into account the level of challenge on the companies (e.g. low inflation scenarios or interest rate 
reversion). It is not in customers’ long-term interests to see periods of significant underfunding.  In 
that scenario, investors and potential investors would be inclined to require higher long-term returns, 
and, where those are not available, or uncertain, avoid investing. 



ENWL RIIO-ED2 Business Plan – Annex 28A Finance 

 

9   

We do not consider that Ofgem must provide an unqualified pass-through of all debt costs, regardless 
of actual (rather than presumed) efficiency.  We have already excluded any debt costs from our 
forecast ED2 underfunding position that we believe should be borne directly by shareholders. We 
refer only to the belief that licensees of all sizes should have a reasonable and equal chance of having 
their efficiently incurred debt costs funded over reasonable time periods. 
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Financing Strategy

ENWL was incorporated in England and Wales in April 1989 and acquired by United Utilities plc in 
November 1995. It was then sold by United Utilities plc in December 2007 to North West Electricity 
Networks plc. We are not part of a larger group of licensees, being unique in the GB DNO world as 
having only one licence area, sometimes referred to as being a ‘single licensee’. As a single licensee
our financing and risk profile reflects the need to maintain predictable financial flows and support the 
credit ratings of the business.

The ENWL financing strategy has been put in place to achieve an appropriate investment grade rating 
through an efficient capital structure. We define this as one which achieves sufficient investor demand
to be able to borrow at competitive rates, whilst also managing financing risks such as inflation / 
interest rate exposure and liquidity risk. Our financing strategy is in line with our Treasury Policy, which 
is reviewed and approved by the ENWL Audit Committee (on behalf of the Board) annually.

In delivering this strategy, we look to maintain access to a diversified source of funds, together with a 
smooth maturity profile that is appropriate to our asset portfolio.

Our RAV of £1.95bn10 (growing from £0.6bn in 1995) is small compared to other groups of networks 
in the sector and has resulted in an issuance profile that is weighted towards infrequent, longer dated 
benchmark-sized bonds supported by smaller flexible facilities where these are available. This profile 

                                                          
10 As at 31 March 2021

• This section outlines our financing position and strategy, which has been designed to 
promote an efficient capital structure whilst also managing financial risk.

Key points

• We have raised our debt finance efficiently over the past 26 years. In calculating our 
under funding, we have excluded any debt costs that should be borne by 
shareholders.

• As a smaller, singleton network, we access the capital markets only infrequently. As a 
result, the timing of our debt issuance profile is not smooth and consequently looks 
very different to the notional company assumption used by Ofgem when setting the 
debt allowance.  

• To manage inflation risk, our debt portfolio includes both RPI linked debt and RPI 
linked derivatives. These should both be included in the assessment of debt costs.

• We estimate we are under-funded on the debt allowance by approximately £90-95m 
in ED2.

• We have need to raise over £1bn of new finance in ED2 to fund new network 
investment and refinance maturing debt.
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includes debt issued across the last 26 years. We have also taken advantage of the availability of 
support from the European Investment Bank (EIB), which, post Brexit, can no longer be expected.  

We have targeted capital markets debt issuance across a range of tenors and diversified markets 
including, GBP fixed rate notes or bonds, GBP index-linked notes and GBP committed bank loans. In 
addition to index linked bonds, we have used derivatives to create “proxy” index linked bonds, where 
index linked bonds have not been available in the market to manage inflation risk. This approach 
sought to minimise refinancing risk and interest rate risk in the future. 

We have tended to be more risk averse than other networks. This has served us well particularly in 
respect of the management of our pension liabilities resulting in ENWL having one of the best pension 
scheme positions in the sector, which is now helping to keep customer bills low.  

Our position regarding risk is very noticeable regarding inflation risk. Ofgem calculates debt 
allowances with respect to real interest rates: in effect it pays the cost of debt above a presumed 
inflation rate through the annual allowance and rewards the actual inflation rate through inflation of 
the Regulatory Asset Value (RAV). As the “presumed” rate of inflation can vary year on year to the 
actual inflation rate, this policy introduces a risk to the financing of the networks. As a smaller stand-
alone network, we are proportionally more exposed to this risk. We have therefore raised more debt 
as inflation linked debt, than other networks, either through the use of Index Linked bonds or through 
the use of fixed rate bonds with derivatives overlayed to achieve the same economic effect. 

We believe our track record of delivery in a stable and predictable regulatory environment has played 
a part in achieving successful and efficient transactions. 

We have a material refinancing requirement in the period to the end of ED2 of around £650 million, 
(with debt maturities in 2024 and in 2026) representing approximately 50% of our existing net debt. 
We will also be raising approximately a further £500 million to support growing investment in the 
network to support the move to Net Zero in our baseline plan. This figure grows to approximately 
£850 million in our higher spend scenario1112  

 

 

 

 

 

 

 

                                                           
11 The £850m reflects the amount of new debt finance to support the higher spend at 68% regulatory 
capitalisation rate and at 60% gearing (i.e. with equity investment). Our Actual model does not include equity 
issuance due to concerns over our ability to attract new equity under the current working assumptions, hence 
this figure in the Actual model is closer to £1,100m of new debt finance. 
12 Additional £752m totex spend compared to baseline (20/21 prices), reflecting plausible high-spend scenarios 
for areas covered by Uncertainty Mechanisms and the impact of the Access SCR. 
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RPI-linked. We have issued this debt through a sister company ENW Finance plc which lends 
on to ENWL on a back-to-back basis. 

• £255m of European Investment Bank (EIB) debt. This consists of three loans drawn between 
2009-2014. The average tenor is 15 years and the time to maturity 5 years. 100% is RPI-linked. 
Following the exit of the United Kingdom from the EU, new EIB debt is not available;  

• £82m of intercompany borrowings from ENWL’s parent, North West Electricity Networks 
plc (NWEN plc). These loans have a combined effective interest rate of 2.53% nominal and a 
current maturity date of 31 March 2023. The loans will be extended until 31 March 2028, with 
the interest rate updated to reflect ENWL's prevailing external borrowing rate at the time of 
extension;  

• A series of derivatives with three counterparties. Together these constitute a £200m RPI-
linked derivative and, alongside a series of underlying nominal bonds, create a proxy 
2008/2038 Index Linked Bond; 

• £100m RPI-linked derivatives. Transacted in 2015 to improve our Adjusted Interest Cover 
Ratio (AICR) in order both to ensure that we remained financeable for the RIIO-ED1 price 
control period, and to increase the level of inflation-linked borrowing in ENWL, reducing still 
further our inflation risk. Matures in 2050; and 

• £50m Revolving Credit Facility. This facility provides “overdraft” style, short term borrowing 
facilities that enable us to manage short term fluctuations in cashflow and short-duration 
borrowings prior to longer term debt issuance. 
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simply too low to support all of the investment required by our stakeholders, the payment of dividends 
and the transition to the new notional gearing level.  

This is in itself another indicator that Ofgem’s proposal for cost of capital is below the required level. 
As set out in Annex 28C Alternate Cost of Capital, we believe that a higher cost of capital is needed.  

While it has been necessary to assume no dividend payments to avoid worsening gearing in our base 
model, we note that an increased cost of capital and/or operational outperformance would allow a 
transition to the new notional gearing level and potentially allow dividends to be paid. Conversely, 
any net penalties would either need additional equity injection or result in an even higher gearing 
levels. 

Financing and Risk Management Approach 

Our financing strategy is built on the following fundamental principles, much of which is set out in our 
Treasury Policy which is reviewed and approved by the ENWL Audit Committee (on behalf of the 
Board) annually. We have shared this policy with Ofgem, as we believe it important to be open about 
these matters. We are committed to effective financial risk management, including:   

• maintaining a capital structure that supports credit metrics commensurate with a solid 
investment grade credit rating; 

• maintaining Net Debt/Regulatory Asset Value (RAV) gearing ratio below the notional gearing 
level. Our regulatory gearing level is forecast at an average of approximately 61% across RIIO-
ED1 compared to a ED1 notional gearing level of 65%;  

• cash and committed facilities to cover a minimum of twelve months trading, debt service and 
debt maturities;   

• to maintain between 50% and 75% inflation-linked borrowing. The RIIO framework provides 
variable inflation linked returns and maintaining a high level of inflation-linked borrowing 
matches the returns and minimises the cash flow and ratio impact of outturn inflation 
volatility. On an underlying basis, adjusting for the double-holding (at March 2021) associated 
with pre-financing of the retiring 2021 bond, approximately 60% of ENWL debt finance is RPI-
linked (post derivatives)14;  

• access a diversified range of funding sources to prevent over-reliance on any one market. This 
should support the refinancing of existing debt, as well as increasing debt in line with 
investment plans; and 

• to limit concentration of debt maturing in any two consecutive financial years and substantial 
debt within a single regulatory price review. 

Chart 2.1 below provides an overview of our forecast debt portfolio as at the start of ED2, by effective 
year of issuance (adjusting for the economic impact of the 2038 derivatives, i.e. including the proxy 
2038 Index-Linked Bond). Our profile contrasts markedly with the assumption used in setting the 
Notional Company (in yellow). Most of our debt was taken out before Ofgem introduced the concept 
of a trailing debt index (for ED1 this was a 10-year period for Fast Track and a tromboning 10 to 20 

                                                           
14 ENWL issued a £300m 10YR Public Bond in July 2020 and £200m of the proceeds was used to redeem a bond 
maturing in July 2021. This double-holding state, temporarily reduces the percentage of RPI-linked debt to 52% 
on a reported basis. 
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debt financing profile therefore looks very different to the 17-year rolling issuance profile 
adopted by Ofgem in its debt allowance methodology. If we were to have been able to issue 
debt in line with Ofgem’s (now) 17-year trailing period, our average annual debt issuance 
would have been £70m, significantly below the £250m benchmark. 
 

• Tenor: There are a number of factors that influence the tenor of issuance. Firstly, the yield 
curve represents the market expectation of future interest rates over varying maturities. In a 
normal rising curve, rates are higher for longer maturities, but if the curve is inverted it may 
be cheaper to borrow for longer periods.  Secondly, the ability of companies to issue at certain 
tenors is often constrained by investor appetite at the time. This can make certain maturities 
more attractive (i.e. better priced) than others. Bank finance is typically shorter duration, with 
index-linked bond investors generally favouring longer dates. Thirdly, companies need to 
consider the cost of frequent issuance and the maturity concentration risk.  

We consider the market conditions at each time of issuance. We have typically favour longer-
dated maturities to match the long-dated nature of our asset base and the regulatory 
depreciation policy. This also helps limit the 12-18 months cost of carry associated on pre-
financing a maturing bond and helps avoids concentration of maturities.  

• EIB Financing: Loans from the European Investment Bank were available to UK Infrastructure 
companies in the past. This funding option is no longer available following the exit of the 
United Kingdom from the European Union. 

We have utilised EIB funding between 2009 and 2015 and have £255m of outstanding loans 
as at 31st March 2021. At the time of borrowing, credit spreads in this market were tighter 
than credit spreads available in public markets. Alternative funding options will be explored 
going forward and we will continue to try to diversify funding sources. We note that the 
maturity of a large proportion of our EIB debt in February 2024 means that the EIB financing 
represents only a small percentage of our debt over the ED2 time period. 

• Derivatives: The financing available through public markets and bank lending may not meet 
requirements. As an example, bank financing may require floating rate interest payments, 
exposing the company to interest rate and cash flow risk. Non-sterling borrowing may expose 
the company to foreign currency risk. Derivatives are an effective risk management tool to 
‘swap’ the characteristics of the available financing into the required structure. 

We have utilised derivatives on two occasions. Firstly, £200m during the global financial 
market to deliver index-linked borrowing following the collapse of the monoline insurers (see 
Page 16-17), and secondly in 2015 to improve cash interest cover ratios in RIIO-ED1 and 
increase inflation hedging. 

• Private Placement: Non-public direct borrowing is available. This may offer improved pricing 
than public markets, due in part to a different approach to evaluation credit spreads, 

We currently have no direct private placement debt. The private placement market can, on 
occasion, offer tailored debt financing structures (tenor, delayed draw, amounts) not readily 
available in the public GBP capital market, however it is very much dependent on the pricing 
and investor appetite at the time of issuance. In 2020, for example, we attempted to raise debt 
investment from US Private Placement investors. However, the first COVID lockdown 
interrupted this fundraising and, post lockdown, the pricing in the UK Public Bond market 
recovered faster than in the US.  
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• The need for a diverse investor base: Maintaining a range of active investors helps ensure 
that financing is available even during periods of dislocation. It also allows comparison of the 
relative pricing and attractiveness of markets at each issuance. 

Our current financing is sourced across UK public bond markets, bank finance and EIB loans. 
Private Placement debt was planned in 2020, but was aborted due to COVID, as noted above.  

Noting the above factors, we intend to maintain an efficient approach to our funding strategy. This 
will be achieved through continuing to focus on diversified funding sources, in addition to targeting 
issuance tenors that maintain the appropriate mix of financing risk and pricing.  RIIO-2 has a material 
impact on financing and risk management exposure, and we will continue to evolve our financing and 
risk management strategy to appropriately manage the outcome as ED2 is finalised. 
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• Acceptable headroom against financial covenants, including gearing and interest cover; and 

• Compliance with laws and regulations, now including the Pension Scheme Act 2021; 

If this assessment concludes that sufficient cash is available for equity distribution, a dividend will be 
declared. The dividend will be set to achieve the target gearing (taking into account the required 
headroom) and subject to meeting the other conditions noted above. 

 

Equity issuance policy and strategy 

We do not have a formal Board policy with respect to equity issuance per se. Our current Treasury 
Policy dictates that we maintain our gearing at, or below, (currently) the ED1 Notional company level 
of 65%. To date, this has not required additional equity to be raised, but has governed the level of 
dividends declared. In the future event that additional equity was required, the policy would be to 
request this of ultimate shareholders within an appropriate timeframe (governed by the liquidity 
section of the Treasury policy to maintain 12 months cashflow headroom).  

There is of course a direct interplay between dividend policy and equity issuance, with dividend 
curtailment being an option available to the Board in order to reduce the need for subsequent 
issuance requirements. We highlight, however, that our Actual model does not include any forecast 
dividend payments in ED2.  

Any decision to invest additional equity would, of course, be the decision of shareholders, rather than 
the Board, and would be governed by, inter alia, the attractiveness of the investment opportunity, 
relative to other investment opportunities that ultimate shareholders would have at the time. We 
believe that under the current working assumptions for the cost of capital, the equity returns forecast 
to be received by our shareholders in ED2 are too low and this increases the risk that we may not be 
able to raise equity finance at the appropriate time.  If this were to be the case the requirement to 
maintain the gearing at or below the notional level would then govern the timing of expenditures.   

As discussed in sections 8 and 9, we have not assumed any forecast equity issuance in our Actual 
model nor do we consider equity issuance to be an appropriate mitigating action for the financeability 
challenges outlined in this submission. 
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What is a credit rating?

4 s

A credit rating is an independent, external assessment of a company’s ability to service and repay its 

financial debts when they fall due.

Credit ratings determine not just whether, or not, a company can raise debt, but also the interest 

rate associated with the debt. As some debt investors only lend to companies with certain minimum 

credit ratings, they also determine indirectly the number of lenders that would consider lending to a 

particular company. This is, in itself, an important criteria given the amount that new investment 

growth will drive debt financing demand, for the sector, over ED2 and beyond. 

Credit ratings are widely used by debt investors to understand the credit risk of an issuer and to 

compare different issuers when making investment decisions.

• This section explains what credit ratings are, how they are assessed and why they are 
important, as well as setting out the key factors in determining a target credit rating.

Key points

• Credit ratings provide an independent assessment of the ability of networks to service 
and repay debt. 

• They are widely used and relied upon by debt investors.

• Credit ratios are a key determinant of credit ratings, but whilst these are a starting 
point, the ratings agencies also consider qualitative aspects in arriving at their rating. 

• A downgrade in the stability and predictability of the whole regulatory regime could 
increase the ratio levels needed for each threshold, leading to sector downgrades. 
Therefore, the confidence of investors in the regulation of the sector remains very 
important.

• We are currently rated Baa1/BBB+ by the three main rating agencies. This represents 
two “notches” above the minimum “Investment Grade” level which we are obliged to 
maintain as part of our licence conditions. We consider BBB+ to be the minimum 
rating target for network companies, as this base level has to provide headroom 
against, for example, “stress circumstances”. 

• Other sectors, e.g. GD&T and water, are rated at, or above, Baa1/BBB+ (for those 
companies which target gearing close to that of the respective notional company). A
downgrade of the sector below this level could impact on the desire (and cost) of 
investors to invest in the sector, at the point when net zero investment demands are 
set to require more funding.
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How are they assessed? 

  

 

Companies are assessed by credit rating agencies, such as Moody’s, Fitch Ratings or S&P Global. 

Rating agencies use letter rating scales to indicate ratings. For example, Moody’s has a scale ranging 

from Aaa to C, while Fitch Ratings and S&P Global have scales ranging from AAA to D. 

ENWL is rated annually by each of the three main rating agencies listed above, following the provision 
of forecasts and business performance and review meetings. Each agency formally reports on their 
respective ratings annually following these meetings. The credit rating is determined by both 
quantitative and qualitative measures. From a quantitative perspective, the key ratios upon which we 
are assessed are: 

Moody’s: 

• Net debt to closing RAV (in effect the “gearing” of the business) 

• Adjusted Interest Cover Ratio (AICR) (in simple terms, the ratio of adjusted net income to 
interest costs)  

Fitch Ratings: 

• Net debt to closing RAV  

• Cash Post Maintenance Interest Cover Ratio (Cash PMICR, similar to AICR above) 

• Nominal Post Maintenance Interest Cover Ratio (Nominal PMICR). Nominal PMICR includes 
RAV indexation in the numerator and debt indexation and derivative accretion in the 
denominator. It is intended as a companion metric to cash PMICR, designed to allow 
comparison of networks with differing levels of index-linked debt.  

S&P Global: 

• Funds From Operations (FFO) to Net Debt (in simple terms how cashflow from the business 
relates to the overall net debt levels) 

• Net Debt to EBITDA. Net Debt expressed as a percentage of Earnings Before Interest Taxation 
Depreciation and Amortisation (EBITDA) 

The calculations, and the additional credit metrics considered by the rating agencies, can be found in 

table 5.3. 

Alongside the credit metrics, all credit rating agencies also consider qualitative factors when 
determining a company’s credit rating. Although each look at slightly different measures and give 
different weightings, all three agencies see the importance of the stability, predictability and 
supportiveness of the regulatory framework. This is clearly illustrated by the weighting given to them 
by Ofgem in the ratings calculator. By further way of example, Moody’s give 60% weighting to 
qualitative factors for energy networks, with 40% given to Leverage and Coverage (i.e. the financial 
ratios) as shown below. 
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Recent rating commentary and action 

Minimum target rating considerations 

* based on NWEN(J) consolidated figures 

Currently, all three of our ratings are aligned at Baa1/BBB+, although Fitch placed us on Negative 
Outlook in November 2021, reflecting “likely pressure on the cash flows and nominal PMICR during 
ED224”. A rating at Baa1/BBB+ provides a suitable margin of comfort above the minimum Investment 
Grade level of Baa3/BBB-, which should be sufficient to manage stress situations. 

 

 

In general, the ratings agencies have not changed our rating levels during ED1. However, in September 
2018 Moody’s placed us on negative outlook due to the “expected decline in ENWL’s allowed returns 
and the likely reduction in earnings from operational outperformance from the start of the next 
regulatory period”. This negative outlook was removed in April 2021. Moody’s noted the ED1 incentive 
revenue support for FY24 and FY25, due to the two-year lag in collecting revenues. This will support 
ENWL’s financial profile and ratios for the first two years of ED2. However, this is only a matter of 
timing and, without improvement in the base settlement and/or operational outperformance, our 
Baa1 rating is likely to remain under pressure. 

The ratings agencies generally focus on the following 3-5 years, and this movement reflects the 
confidence that Moody’s can have on our cash earnings based upon the current ED1 regime. In its 
Rating Action on 1st April 2021, Moody’s stated that “[Moody’s] AICR will weaken in the final three 
years of RIIO-ED2 when earnt ODI income from RIIO-ED1 ceases to be received”25 and we consider a 
future rating action remains very possible. Moody’s noted in September 2020 that “If regulatory 
determination for RIIO-ED2 is as tough as the draft determination for the GDNs and TOs, AICRs will 
come under pressure from April 2025”.26 

Fitch downgraded the outlook for ENWL to negative from stable in November 2021 reflecting “likely 
pressure on the cash flows and nominal PMICR during ED2…”27 

 

 

In considering appropriate target credit ratings, it is important to find the right balance between a low 
cost of debt with easy access to debt markets and ensuring that the price customers pay in the short 
term is not inflated to support ratings unnecessarily. Of course, in the long term, a lower cost of debt 
will correlate with lower customer bills in future years. 

We consider the key considerations in assessing the correct ratings level to be targeted include: 

• Ofgem implicitly assumes the Notional company can raise debt at a rating of at least 
Baa1/BBB+ rating by using the iBoxx Utilities index for indexation of the debt allowance. If the 
Notional company cannot achieve a Baa1/BBB+ rating, the regulator has under-estimated the 

                                                           
24 Fitch Downgrades Electricity North West Outlook to Negative, 8th November 2021 
25 https://www.moodys.com/research/Moodys-changes-outlook-on-Electricity-North-West-to-stable-affirms--
PR_443601 
26 Moody’s: Regulator’s proposals for RIIO-2 will weaken credit quality, 9 Sept 2020, Page 12 
27 Fitch Downgrades Electricity North West Outlook to Negative, 8th November 2021 
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cost of new debt.  This will result in structural underfunding of the sector that would weigh 
on credit ratings and risk higher overall financing costs passed on to customers in the future.   
 

• Long term investors have historically preferred a credit rating of Baa1/BBB+ or above in 
regulated utilities.  
 

• We require a strong rating to continue to access debt markets at competitive rates, both to 
meet the minimum refinancing levels and to raise a significant amount of new debt to fund 
our plan in a manner that ensures we remain on a path to meet the Net Zero demands of our 
customers.   
 

• We require sufficient headroom to manage risk and particularly to be able to cope in practice 
with a plausible range of downside shocks or financial risks. We experienced such a shock in 
2020 with the fall in demand arising from the COVID lockdown directing impacting on our 
revenues. 

The consideration of what constitutes an appropriate credit rating level is particularly important to us. 
As the only DNO covering just one licence area, we raise debt less frequently than other DNO groups. 
As such, were we to be downgraded ahead of a planned refinancing, the rating can have an immediate, 
material and long-standing impact on our overall and long-term cost of financing, in a way that is 
somewhat disproportionate to other regular issuers in the sector. Therefore, the on-going 
maintenance of an appropriate credit rating is very important to us. 

As such, operating as a single licensee DNO leads to an increased need to maintain a strong credit 
rating compared to other DNOs. We should not be disadvantaged due to being a single licensee group. 

An appropriate credit rating should have regard to the investment and funding demands of the 
company both through ED2 and beyond. As stakeholder and customer engagement has shown a 
strong desire for an ambitious Totex plan which works towards our target of net-zero by 2038, an 
appropriate credit rating is needed to ensure appropriately priced debt can be secured to fund this 
plan, over the long term. 

The UK regulated utilities sector has been seen as particularly resilient due to the predictability of cash 
flows and stability of the regulatory framework, which belief lends itself to strong credit ratings. With 
the national commitment of Net Zero carbon emissions by 2050, and stronger targets of the late 
2030’s across the North West, the political environment brings increasing demands for DNOs to deliver 
key infrastructure upgrades over the long term – which ENWL is excited to be a part of – but strong 
credit metrics are necessary to raise debt at efficient prices to deliver on the long term ambitions of 
the Region while protecting customer bills in the long term. This is against a background where the 
sector as a whole will be seeking increased levels of debt finance to support increased investment. 

In the table below we outline the main factors to consider in assessing the appropriate target credit 
rating: 
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Introduction
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We are required to submit a robust financial plan which has been stress tested and proven financeable 
under a set of specified scenarios over the RIIO-2 period. Ofgem requires we submit a financeability 
assessment using its working assumptions for cost of capital as outlined in the SSMD.

Use of the “Notional Company” compared to the real-world assessments of the ratings agencies

Ofgem requires that the financeability assessment is conducted on both a Notional company basis 
(“Ofgem Notional model”) and on an actual capital structure basis (“Ofgem Actual Capital Structure 
model”).

We include both assessments in this annex. However, we consider that any reliable assessment of 
financeability must closely match the assumptions and ratio calculations adopted by market 
participants, particularly including rating agencies. To this effect, we have also incorporated additional 
credit metrics in our analysis, calculated in accordance with the agency methodology. To assess 
whether real world investors will invest in us, and how they will price this investment, we feel that the 
ratings agencies approaches must be followed as closely as possible and therefore reflect the actual 
circumstances of the company.

Ofgem assessment tools and our necessary amendments

Ofgem has provided tools to assist us with the financeability assessment, including the Business Plan 
Financial Model (BPFM). We have also chosen not to focus on the outputs of the ‘ratings simulator’ 
included in the BPFM for our assessment, but we include the outputs in Annex 28B Ofgem Required 

• This section explains the methodology used in our financeability assessment.

Key points

• Financeability needs to be assessed separately for each of debt finance and equity 
finance. We define four tests that we have used in our assessment for these purposes 
covering a base case and a stressed case for each of debt and equity.

• Regarding debt finance, the independent ratings agencies, upon which debt investors 
place trust, will make their assessments based upon our actual circumstances.

• Therefore, we do not believe it is appropriate to assess financeability solely based on 
the notional company model. Basing an assessment on the notional company, 
particularly in circumstances where the characteristics of the notional company are 
neither the same nor similar to the actual licensee, would be disregarded by the 
ratings agencies as it does not reflect our ‘real-world’ position. 

• To assess the likely credit rating action in the base case and stressed scenarios, we 
have adopted a modified approach to that used in Ofgem’s Ratings Simulator thereby 
reflecting as closely as possible the ratio calculations and weightings applied 
separately by each agency.
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comparatively small changes to cash flows, such as collected revenue from changes in demand 
compared to the demand forecast used in price setting some 15+ months prior. We will also have very 
limited scope to respond to new developments without sufficient ex-ante financing. Any uncertainty 
mechanisms need to be carefully constructed if they are to deliver the desired action by networks.  

We propose that debt financeability should be assessed with respect to two tests: 

Debt financeability test 1: The company should be expected to maintain a credit rating of at least 
Baa1/BBB+ in the unstressed base case.  

A credit rating of Baa1/BBB+ (the actual classification changes between ratings agencies) is implicitly 
linked to our licence requirements and represents to us, a “sensible” investment grade rating. This 
rating is an “investment grade” rating with two “notches” to spare, providing us with headroom to 
absorb future economic shocks, access to lower borrowing costs (but note below) and maintaining the 
flexibility to manage the risks of ED2.  

No specific guidance has been given by Ofgem, but this proposed minimum credit rating conforms 
closely with the index chosen by Ofgem for setting the debt allowance. In RIIO-ED1, the debt allowance 
is based on a trailing average of A and BBB rated debt. For RIIO-ED2, Ofgem has proposed that the 
allowance is instead based on the iBoxx Utilities index, which has an average rating between A- and 
BBB+. This alignment might suggest that the ratings should be targeted slightly higher than BBB+, but 
we have not taken this approach, whilst recognising that aligning the financeability assessment with 
the assumptions made for Ofgem’s cost of debt allowance is important to avoid inconsistencies in the 
price control. If financeability were assessed on a weaker credit rating than used for debt allowances, 
this would likely result in higher debt costs and risks setting unachievable benchmarks regarding cost 
performance, particularly in future price controls. 

In addition, Ofgem’s decision that a financial resilience report is required from networks whose credit 
issuer rating falls to Baa2/BBB, or below, indicates that a rating below our proposal of Baa1/BBB+ 
would be below Ofgem’s expectations of a financially sensibly resilient network. 

As set out in section 4, the qualitative assessment accounts for a material proportion of the overall 
credit rating agency assessment. As such, our overall credit rating will be very sensitive to 
movements in qualitative assessments. This reinforces the need to be targeting above the minimum 
investment grade rating for the quantitative measures. 
 
We also note that a target of Baa1/BBB+ is consistent with the majority of transmission and gas 
distribution company business plans submitted in 2019, and also the majority of water company 
submissions to Ofwat in PR19. This implies that Baa1/BBB+ is seen as an efficient rating for regulated 
utilities by a number of Regulators. As a sector, we will be competing with other sectors to attract 
funding from debt investors. 

 

Debt financeability test 2: The company should be expected to maintain an investment grade rating 
in a realistic stress scenario. 

A credit rating of Baa3/BBB- is commensurate with the minimum position to maintain our Licence 
obligation of an investment grade credit rating. Failing to meet this rating under a range of plausible 
stress tests would represent a significant credit risk to debt investors, creating uncertainty over the 
ability of companies to access finance when most needed. 
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6 ENWL Stochastic Modelling Assessment 

 

 Introduction 

Stress testing in the Business Plan Financial Model (BPFM) enables us to evaluate whether there are 
plausible downside scenarios within the notional or the actual company modelling that lead to 
circumstances under which further financeability problems might occur in ED2. 

Ofgem requires networks to run a series of pre-defined stress tests as part of the Business Plan 
submissions. We have conducted these tests in-line with Ofgem requirements and the results are 
included in the financeability testing in Sections 7 and 8.  

Ofgem’s stress tests enable the user to test specific individual assumptions in a discrete way and this 
is a useful starting point in testing financeability, but we consider that it has three key limitations: 

• Ofgem have prescribed discrete stress test scenarios to understand the financeability 
risk associated with potential downside impacts of operational and macroeconomic 
uncertainty. 

• Using stochastic modelling, this section takes Ofgem’s analysis one step further by 
examining the risk around operational and macroeconomic assumptions within the 
BPFM. 

• The analysis in this section is informed by risk analysis that KPMG has conducted for 
us for each risk scenario to develop plausible ranges and combinations that help 
inform and develop ENWL’s stress test scenarios. 

Key points 

• Stochastic modelling of totex and output incentives concludes with P10 and P20 
outcomes for Operational RoRE in ED2.  

• The P10 and P20 operational performance scenarios would deliver an average 
operational RoRE outcome at 2.56% and 1.68%, respectively, below the allowed 
return. This compares to 1.75% under the Ofgem pre-defined ‘Low RoRE’ scenario. 
We can therefore conclude that the Ofgem pre-defined test is a plausible and robust 
downside scenario for operational performance.  

• We also derive two plausible downside macroeconomic scenarios. The first is a ‘long 
term high interest rate environment’ reflecting successful monetary policy actions to 
control rising inflationary pressures. The second is a ‘long term low inflation and low 
interest rate environment’ caused by further lockdowns and steep decrease in 
consumer demands. 

• We then bring this analysis together and construct two ‘Company Stress Scenarios’, 
combining both operational and macroeconomic outcomes. These scenarios will be 
included in our later financeability tests. 
 

• As a final step, we have considered additional risk factors associated with our debt 
under-funding position that are not captured in the stress scenarios.  The evaluation 
of any financeability assessment using the stress scenario will need to be cognisant of 
such unmodeled risks.  
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Introduction

Stress testing in the Business Plan Financial Model (BPFM) enables us to evaluate whether there are 
plausible downside scenarios within the notional or the actual company modelling that lead to 
circumstances under which further financeability problems might occur in ED2.

Ofgem requires networks to run a series of pre-defined stress tests as part of the Business Plan 
submissions. We have conducted these tests in-line with Ofgem requirements and the results are 
included in the financeability testing in Sections 7 and 8. 

Ofgem’s stress tests enable the user to test specific individual assumptions in a discrete way and this 
is a useful starting point in testing financeability, but we consider that it has three key limitations:

• Ofgem have prescribed discrete stress test scenarios to understand the financeability 
risk associated with potential downside impacts of operational and macroeconomic 
uncertainty.

• Using stochastic modelling, this section takes Ofgem’s analysis one step further by 
examining the risk around operational and macroeconomic assumptions within the 
BPFM.

• The analysis in this section is informed by risk analysis that KPMG has conducted for 
us for each risk scenario to develop plausible ranges and combinations that help 
inform and develop ENWL’s stress test scenarios.

Key points

• Stochastic modelling of totex and output incentives concludes with P10 and P20 
outcomes for Operational RoRE in ED2. 

• The P10 and P20 operational performance scenarios would deliver an average 
operational RoRE outcome at 2.56% and 1.68%, respectively, below the allowed 
return. This compares to 1.75% under the Ofgem pre-defined ‘Low RoRE’ scenario. 
We can therefore conclude that the Ofgem pre-defined test is a plausible and robust 
downside scenario for operational performance. 

• We also derive two plausible downside macroeconomic scenarios. The first is a ‘long 
term high interest rate environment’ reflecting successful monetary policy actions to 
control rising inflationary pressures. The second is a ‘long term low inflation and low 
interest rate environment’ caused by further lockdowns and steep decrease in 
consumer demands.

• We then bring this analysis together and construct two ‘Company Stress Scenarios’, 
combining both operational and macroeconomic outcomes. These scenarios will be 
included in our later financeability tests.

• As a final step, we have considered additional risk factors associated with our debt 
under-funding position that are not captured in the stress scenarios.  The evaluation 
of any financeability assessment using the stress scenario will need to be cognisant of 
such unmodeled risks. 
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The two-stage approach  

• Each risk scenario30 is specific - it has a fixed value. 

• Each stress test scenario31 is discrete - each risk scenario is considered independently with no 
consideration of combination effects. 

• The specified test scenarios do not cover the full range of potentially material risk issues. 

As a consequence, and as noted in our draft business plan, we committed to developing our own BPFM 
stress tests ahead of the final plan submission.  

This section outlines our approach in defining these stress test scenarios, building on analysis and 
recommendations prepared by KPMG32.  

Our approach to scenario development considered three important aspects: 

• An assessment of the risks faced by the business and how they impact key assumptions within 
the financial model.  These are distilled into operational and macroeconomic effects to allow 
for financeability analysis within the BPFM. 

• Once risks have been identified the subsequent analysis provides for a quantitative and 
qualitative assessment of the impact of each risk in terms of likelihood of occurrence. 

• This analysis delivers an understanding of central outcomes, and distributions around these 
central outcomes, from which we choose plausible stress scenarios for financeability testing 
within the BPFM. 

In doing so, it addresses the issues identified in the Ofgem pre-defined tests by: 

• considering stochastic risk analysis around each parameter to provide a distribution of 
potential outcomes. 

• developing economically justifiable combinations of risk scenario outcomes to deliver a series 
of plausible company stress tests. 

In selecting appropriate stress test scenarios for modelling the financeability impact, we consider 
downside scenarios only. Further detail on KPMG’s rationale, methodology and commentary is 
included in its report.  

 

 

Stage 1 – Analysis of operational performance risk scenarios 

Our two-stage process begins with an ENWL-specific and sector wide retrospective assessment of the 
business risk that we faced over ED1. This assessment is used as a foundation to then consider 
potential exogeneous, macro-economic shocks that could compound financeability issues further over 
ED2. 

                                                           
30 A risk scenario refers to the potential outcomes for each underlying input assumption e.g. totex, inflation, 
interest rates. 
31 A stress test scenario is either a single risk scenario or multiple risk scenarios combined as a single 
financeability test in the BPFM. 
32 Assessment of ENWL risk exposure at ED2, KPMG, November 2021 



ENWL RIIO-ED2 Business Plan – Annex 28A Finance 

 

43   

  

The risk impact is modelled by looking at key components of operational performance: 

1.1. Totex downside performance 

1.2. Incentive penalties/payments 

Each scenario generates a distribution of outcomes which has been expressed as ± % of RoRE. The 
estimation of the downsides in RoRE terms is done for modelling simplicity when using the BPFM and 
for comparison to Ofgem’s pre-defined RoRE scenarios.  

We recognise that there may be different cash flow impacts depending on the composition of the 
operational performance (e.g. opex vs. capex vs. incentive performance). However, this methodology 
is used to simply capture the overall impact on financeability.  

This is used in combination with the analysis of macroeconomic parameters in Stage 2 to develop 
plausible, overall stress tests. 

Stage 2 – Analysis of macroeconomic risk scenarios 

The components considered at this stage are exogeneous, economy-wide risks and are considered to 
have an independent and potentially compounding effect on the Stage 1 operational risk scenarios. 

This stage includes risk analysis of four key macroeconomic assumptions within the BPFM: 

1.1. Risk free rate 

1.2. Spread – iBoxx Utilities 

1.3. CPIH 

1.4. RPI-CPIH wedge 

Similar to Stage 1, a distribution of outcomes for each parameter above was developed and used to 
derive corresponding values for macroeconomic assumptions and cost of capital calculations in the 
BPFM. 

Synthesising the outcomes from Stages 1 and 2, a combination of operational and macroeconomic 
scenarios, are constructed to provide us with alternative downside stress tests to Ofgem’s prescribed 
scenarios. These are presented at the end of this section. 

We also consider risks associated with the design of the cost of debt allowance and the resulting 
impact on cost of debt performance.  

The results of the financeability assessment using these stress tests can be found in Sections 7 and 8. 

We consider each of the operational and macroeconomic parameters in more detail below. 

 

Scenario risk analysis 

The observed variances in our performance, and for the sector, across ED1 have been used as a 
starting point to evaluate the key risks we face in ED2. This provides a relevant input for estimation of 
risk exposure in the future, assuming constant exposure and variation. 
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(1) Uncertainty surrounding updating existing network assets to respond to low carbon and 
environmental challenges. We consider there to be a material level of uncertainty 
associated with Net Zero related demand and the corresponding investment. For 
example, the risks could be around the magnitude and timing of the uptake of EVs and 
heat pumps, which does not appear to exist to the same extent in the other utilities 
sectors, with electricity networks sitting at the nexus of the sectors. We have to plan for 
some of the greatest changes on the path to Net Zero, including power, transport, and 
heating.   

(2) Future advancements of the process for demand prediction and investment 
uncertainties would also change, because of rapid developments in green technology and 
implementation of active network management systems related to solar and heat pumps 
connections.  

(3) Managing resource constraints due to responding to individual stakeholder low carbon 
priorities and the desire to achieve Net Zero at lowest cost. These factors could 
potentially create an imperative for a greater degree of investment ahead of need, and 
neither Ofgem nor us would wish to be perceived as being a blocker to the achievement 
of Net Zero. The extent to which this will result in a higher level of risk sitting with the 
company will depend on the makeup of the RIIO-ED2 arrangements for funding Net Zero 
related investment ahead of need.  

 

Output Incentives 

Output incentives are the second key operational risk area that we think is important to look at in the 
context of RoRE performance.  Ofgem’s signals to date on the RIIO-2 incentive rewards/penalties 
structure indicate that levels may be more constrained at an individual mechanism level. In addition, 
the new Return Adjustment Mechanism (RAM) will be used to moderate overall operational earnings 
above a defined threshold.  

Under its existing proposals, Ofgem plans to assess the RAM at the Operational RoRE level, i.e. before 
financing and tax performance. We note that the legitimacy of incorporating a RAM in the price control 
is based upon the notion that equity should not be allowed to generate exceptional levels of 
outperformance. To make this assessment before debt performance appears illogical as it does not 
reflect the actual return levels generated by shareholders.  

Setting the RAM at operational level exposes us to additional risks in ED2. For ED1, any underfunding 
of the cost of debt has been offset to a degree by operational incentive performance.  The current 
RAM proposal could curtail ED2 operational incentive earnings without appropriately recognising our 
legacy exposure to financing strategy risk and the potential for new exposure impacting on future 
control periods. We continue to stress that, if the purpose of the RAM is to improve the legitimacy of 
returns to equity, then it should be based upon the returns to equity from the business. 

At this stage, we have little visibility of how specific mechanisms will be calibrated so the risk of little 
or no reward, and greater penalties remain high. 

Output Incentive Risk Scenario forecast values 

For incentives a simulation has been derived based on the variability of the sector performance on 
incentives over ED1. Again, it is assumed that the average, in each simulation, of all outcomes is zero 
i.e. no reward or penalty.  
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Stage two – macro economic scenarios 

Comparison with Ofgem pre-defined stress tests 

Ofgem includes a ‘Low RoRE’ scenario as part of its pre-defined stress scenarios. This requires 
networks to model operational performance at 2 ppts below the base scenario. Given the 25bps 
outperformance assumption in the base scenario, this effectively results in an operational RoRE at 
1.75%33 below the allowed return.  

This is broadly equivalent to the P20 operational performance scenario above which would deliver an 
average operational RoRE at 1.68% below the allowed return (as per table 6.5, the average over the 
five years of ED2). 

In contrast, the P10 operation performance scenario would result in an average RoRE at 2.56% below 
the allowed return (as per table 6.4, the average over the five years of ED2). This scenario would be a 
significantly worse outcome than specified in the Ofgem required test. 

We can therefore conclude that the Ofgem pre-defined test is a plausible and robust downside 
scenario for operational performance, whilst not being an absolute worst case.  

 

 

An examination of company-specific operational risks only provides part of the answer in considering 
the total risk environment that we will face over ED2.  Understanding and modelling exogeneous, 
economy-wide factors such as interest rates and inflation is essential in developing the full 
financeability assessment. These are key assumptions underpinning the allowed returns for equity and 
debt, and thereby critically influence our ability to attract finance in a world of Net Zero and high 
network investment needs.  As such we agree with Ofgem that the selection of inflation and interest 
rate risk scenarios are key to considering financeability stress testing.  Our risk analysis specifically 
examines: 

• Nominal 10YR forward Risk Free Rate (RFR) 

• iBoxx Utilities spread over RFR 

• CPIH 

• RPI- CPIH wedge 

Our first step is to consider each of these four areas separately (broadly categorised into the two areas 
of financing costs and inflation) to generate a range of outcomes.  The next step is then to 
acknowledge that each macroeconomic risk cannot be considered in isolation and that there is, to 
some extent, a degree of dependency between them.  This is demonstrated by Government monetary 
policy where the Bank of England is held to account for CPI inflation climbing above a 2% threshold.  
The BoE’s primary lever to control inflation is the movement of interest rates.  

Financing costs 

The cost of borrowing and how it is likely to change is a key risk to financeability as it affects not only 
the debt servicing costs in companies, but also the indexed equity return and debt allowance. 

                                                           
33 Ofgem requires networks to include 25 bps incentive outperformance in the base scenario reflecting the 
allowed versus expected return adjustment (also referred to as the ‘outperformance wedge’). 
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The allowance is based on an index, but the index design focuses on only one dimension of risk, real 
interest rates. While the risk from short term uncertainties in real interest rates are relevant, other 
risks are liable to become more important in an environment of heightened macro-economic 
uncertainty and diversity in company financing strategies. 

These risks include35: 

1) Cost of embedded debt risk: Ofgem proposes to use a 17-year trailing average of the iBoxx utilities 
index to calculate the cost of debt allowance, calibrated to forecast sector average costs. This 
leads to two separate aspects of embedded debt risk. The first is that the approach based on a 
sector average naturally forms winners and losers across the sector as individual network debt 
profiles vary from the sector average. This is the ex-post manifestation of the financing strategy 
risk discussed below. In addition, there are risks arising from the simple design of the index in an 
environment of macro-economic uncertainty. For example, the index design does not 
accommodate heightened uncertainty in future inflation as we emerge from a pandemic, except 
for the limited hypothetical case of a company with 100% index-linked debt. It also does not 
accommodate companies’ portfolios of financial derivatives. There are therefore risks that both 
any individual company and the sector as a whole will experience debt costs that diverge from the 
trailing average. 

2) Cost of new debt risk: In line with allowances for RIIO-T2/GD2, the cost of new debt would be 
built into the cost of debt index, with reference to the iBoxx Utilities 10+ index deflated by OBR-
forecast CPI inflation. Even in the short term, inflation outturns may diverge from OBR forecasts. 
At the same time, any sharp gradient in the yield curve could prompt debt issuance that diverges 
from the average yield implied by the trailing average. Finally, any company with a debt issuance 
profile that departs from that assumed in the index would find itself further exposed.  

3) Debt issuance strategy risk: Ofgem’s underlying approach to recalibrating the cost of debt index 
to the sector average at each price control review builds in a risk dynamic that could prompt 
herding behaviours rather than any rational corporate or customer-led issuance strategy. 
Particularly in the current environment of macroeconomic uncertainty, the approach could 
encourage suboptimal risk management, in particular for consumers. Any company that departs 
from the sector average pattern of issuance will be potentially exposed for the longer term 
through the periodic recalibration to that sector average.  The risk for such a company, and 
potentially for consumers more widely, is that the sector average is driven by short term yield 
curve advantage rather than rational risk management. Rational risk management may be 
particularly valuable in the current environment. 

  

                                                           
35 See ‘Assessment of ENWL risk exposure at ED2’ KPMG, November 2021 for further detail 
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Addressing the financeability gap 

9 Making ENWL Financeable 

 

 

As detailed in sections 7 and 8, we believe that both the Notional Company and the Actual Company 
would be downgraded to Baa2/BBB in RIIO-ED2 under Ofgem’s working assumptions for Cost of 
Capital.  

We also believe that under certain stress scenarios, it is likely that the Actual Company would be 
downgraded to sub-investment grade. 

• This section considers the mitigating actions available to deliver a financeable plan. 

Key points 

• We concluded in Section 7 that the business plan is not financeable based upon 
Ofgem’s current proposed working assumptions for the cost of capital.   

• In this section, we consider a range of mitigating actions available to address our 
financeability challenges.  

• We recommend two changes to the regulatory framework: 

- Decrease regulatory capitalisation rate to 65% from 68%. This is approximately 
3ppt below our forecast statutory capitalisation rate; and 

- Maintain notional company gearing at 65%. This keeps the proportion of equity 
and debt financing of the business at ED1 levels. 

• These changes would improve our ED2 cash flows and provide some modest capacity 
for us to respond to a faster decarbonisation path without needing to attract new 
equity investment, in effect reducing the impact of the financeability problem.  

• However, whilst the cash and equity funding benefits of these changes are helpful, 
these framework changes do little to alleviate the underlying financeability issue – 
being the risk that we could fail to attract equity investment and raise debt finance 
when needed. 

• We have also considered whether it is appropriate for existing shareholders to inject 
cash into the business to restructure our debt financing and reduce the projected 
under-funding over ED2 and beyond. Noting that our Business Plan already includes 
no dividend payments to shareholders in ED2, we have decided it is not appropriate 
to propose a shareholder injection as a remedy.  

• In conclusion, to address our financeability challenges and the risk posed to net zero 

delivery, we believe that, together with the recommended framework changes, it is 

necessary for Ofgem to set a cost of capital allowance in ED2 that is higher than its 

working assumptions. This is discussed further in Annex 28C Alternate Cost of 

Capital. 
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during ED2 is that rising investment demand is in part driven by load growth (to support the move to 
Net Zero) and this growth could materialise sooner than we have planned. With no dividends forecast, 
the normal ability to flex equity levels is not available and our ability to respond to a more rapid Net 
Zero scenario is contingent on us being able to attract new equity investment. 

As noted elsewhere in our submission (Annex 29, Uncertainty Mechanisms), our investment capacity 

is critically dependent on the design of the Uncertainty Mechanisms (UM) that we have proposed. 

These have to ensure the provision of debt and customer funding at the same time that payment for 

investment is required. If the UM design is inadequate (for example, by mirroring the ED1 load 

mechanism), then this capacity would be reduced by almost 80%, putting further strain on the 

financeability of the company.  

Both of these issues have to be considered in the light of the requirement to fix prices 15 months in 

advance, based upon a demand forecast that will be very difficult to forecast up to 27 months in 

advance, at a time when electricity usage is likely to be less predictable than it has been recently 

(ignoring the impact on demand of COVID in 2020) as a result of changes due to Net Zero challenges. 

As a consequence of this potential impact, we will need to re-run our financeability tests once the 

design and operations of the Uncertainty Mechanisms are set by Ofgem. 
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10 Allowed Revenue and Customer Bill Impact 

 

The RIIO-ED2 process sets our allowed revenue for the period 1st April 2023 to 31st March 2028. This 
revenue can be broken down into: 

(1) RAV Revenue: this is revenue associated with capital investment which determines the level 
of our RAV (regulated asset value) for which we receive revenues; 

a. depreciation, to share the cost of the asset across customers during the asset’s 
lifetime 

b. allowed return for the investment made, both in terms of shareholder investment 
(equity) and the cost of borrowing 

(2) Operational Revenue: this is revenue related to day to day running of the network and pays 
for a wide variety of items including network operation and maintenance, business rates and 
corporation tax 

 

 

 

 

 

 

 

 

 

 

 

• This section considers the allowed revenue and customer bill impact arising on our 
ED2 plan, using Ofgem’s working assumptions for the cost of capital.  

Key points 

• Using Ofgem’s working assumptions, our ED2 bill is forecast at £77.26, being a 14% 
reduction on the ED1 average. 

• We consider an upper range for the potential bill impact associated with addressing 

our financeability challenges as £7.541. Consequently, even at this point in the range, 

our customers would still see a significant saving of £4.95 per year (5.5%) over ED1.  
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11 Pensions 

 

All Company employees are offered membership of the Electricity Supply Pension Scheme (ESPS), a 
pension scheme originally set up before privatisation, although newer members are on defined 
contribution arrangements within the ESPS. Inevitably, due to privatisation, changes to the business 
and general UK trends, our scheme now has a number of different sections, notably those for 
electricity protected persons, former employees of United Utilities, and a defined contribution section 
for newer joiners. The ESPS itself has a governing employer and trustee body, with each employer 
member sponsoring its own ring fenced “group”. All the pension groups are written under UK trust 
law, and have trustees separate to those in the central trustee body. The employers therefore have 
the same obligations, with the trustees, to operate their group as would trustees of other occupational 
trust-based pension schemes. 

As with many UK employers, we closed access to the defined benefit pension sections, in our case in 
2006. Since then, new joiners to the business, other than protected persons who can move between 
industry defined benefit schemes, have been offered a competitive defined contribution 
arrangement. 

The Company has always sought to work collaboratively with the pension trustees. Whilst the 
Company and trustees are regulated by different bodies, we believe this collaborative approach is 
most likely to give the best outcome for all our stakeholders. 

  

• This section summarises the pensions assumptions included in our ED2 plan.  

Key points 

• In conjunction with the Trustees, we have adopted the same conservative approach 
to risk management of the Scheme’s assets and liabilities as we have taken with our 
own financing. 

• As a consequence, investment outperformance has been used to reduce scheme risk. 

• The Scheme is approximately 95% hedged to interest rate risk and approximately 90% 
hedged to inflation. Around 50% of the Scheme’s liabilities have been subject to a buy-
in removing all risk from this element, including longevity. 

• The current deficit repair contributions are one of the lowest in the sector 

• We expect that the defined benefit scheme deficit will be minimal by the end of ED1, 
at a low level of unhedged risk, and therefore are forecasting nil payments and 
allowances across ED2 

• There will be approximately 1,950 active members in our Pension Scheme at the start 
of ED2. 

• This includes some 450 defined benefit members, with the employer contributions 
towards future benefit accrual averaging 47 % across ED2. 
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Pension Deficit 

In conjunction with the Pension Trustees, we have adopted the same risk averse approach to the 
Pension Scheme investment and funding position. We have taken the opportunity of any 
outperformance in, for example, investment returns, to reduce risk in the Scheme. As a consequence, 
we are approximately 95% interest rate hedged and approximately 90% inflation hedged, and have 
completed a pensions buy-in with a major insurance company for around 50% of the Scheme’s 
liabilities, including mortality (longevity) risk. 

The Scheme is valued for funding purposes every three years, the last such valuation being as of 31 
March 2019. At this point, the Scheme had assets of £1,409 million, and the actuary calculated 
“technical provisions” (the actuary’s prudent estimate of liabilities) of £1,478 million, making an 
expected deficit of £69 million. Overall, on a “technical provisions” basis this represented a funding 
level of 95%, one of the highest in the sector. We currently pay approximately £19 million per annum 
in deficit repair contributions.  

Our deficit repair costs are one of the lowest in the sector, representing around £3.30 per annum of 
the domestic customer bill48. 

The latest estimate for the Scheme as at 31 March 2021 indicated a funding level still at 95%, some 
£30 million behind plan. This movement was caused by market movements, particularly lower interest 
rates and higher inflation forecasts, which impacted despite the high level of hedging in place.  

Ofgem have committed to the customer funding of defined benefit pension scheme deficits, with the 
RIIO price control including funding allowances for Pension Scheme Established Deficits (PSEDs) which 
are the deficits relating to pre-2010 employee service. Based on the latest triennial valuation (March 
2019), we expect that we will have paid off the defined benefits established deficit by the end of ED1 
(the “Incremental” element for post 2010 services had a small surplus). Therefore, we are forecasting 
nil PSED payments and allowances across ED2. However, we will continue to monitor this position, 
notably at the next triennial valuation which will be as of March 2022. 

Key pensions assumptions 

The forecast ongoing pensions costs contained in our plan assume that, at the start of RIIO-ED2, there 
will be approximately 1,950 active members in our pension scheme, including approximately 450 with 
defined benefit membership.  

We forecast that employer contributions towards future benefit accrual for the defined benefit 
members will be 45% at the start of FY24, rising to 49% by the end of ED2. We highlight that current 
market conditions indicate that employer contributions will need to rise further to 60% by the end of 
ED3, although the cost will be offset by reducing numbers of active members. 

Our provisional estimates of pension costs rolling forward in ED2 are also based on the latest actuarial 
assumptions, manpower projections, and the application of the Pensions Deficit Allocation 
Methodology (PDAM). 

                                                           
48 Calculated in accordance with Ofgem BPFM bill methodology 
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12 Taxation 

 

For our business plan, the modelling of the tax allowance reflects Ofgem’s decision to continue with 
the notional allowance with added protections.  

The methodology regarding calculating the notional allowance remains the same as ED1, with the 
exception of the introduction of variable values for tax pool allocations, capital allowances rates and 
corporation tax rates.  Ofgem has confirmed that the ED1 closing tax pool balances will be rolled 
forward (with an adjustment being made to incorporate the impact of the Type B events in ED1 as a 
result of the super-deductions and first year allowances) as opposed to resetting the opening pool 
balance based on the statutory tax computations. 

Ofgem stated in the GD&T final determinations that the following additional protections will be in 
place for RIIO-GD&T2: 

• Tax trigger for Type B events: the mechanism from ED1 will be retained for Type B events 
(changes to legislation, the setting of legal precedents through case law, changes to HMRC 
interpretation of legislation and changes in accounting standards) 

• Tax clawback: Ofgem proposed that the mechanism from ED1 is retained. In line with the 
methodology proposed for the gas distribution companies, we anticipate a gradual decrease 
in the notional gearing level used in the gearing level test from 65% to 60% to allow time for 
companies to adjust to the lower level of gearing for tax clawback purposes.  

We note the Actual model shows rising gearing levels in ED2, even without any dividend 
payments being made. The model also highlights an approximate £90-95m underfunding 
position on our debt costs. As such, despite operating comfortably below notional gearing in 
ED1, we are now faced with the real prospect of triggering the tax clawback in ED2 and 
suffering financial penalties, if we cannot attract an equity injection or deliver significant levels 
of operational outperformance. We do not feel it is appropriate effectively to force companies 
to comply with changes to the Notional company structure in this way, adding further 
financeability challenges to networks. We would encourage Ofgem to reconsider the 
application of the tax clawback in RIIO-ED2, for example limiting its operation such that it is 
not triggered if networks do not pay dividends in the price control period.  

• This section summarises the tax assumptions included in our ED2 plan.  

Key points 

• ENWL was awarded the Fair Tax Mark in July 2020. 

• We are engaged with Ofgem to reconsider the application of the tax clawback in RIIO-
ED2. We do not believe that creating penalties to force a reduction in gearing ratios, 
at the same time as increased equity is required to invest in the network, and where 
equity returns are insufficient to fund this reduction from cashflows, is in the interests 
of investor confidence, and therefore it is not in customers' interests. 

• Our Actual Business Plan includes adjustments to the opening ED2 tax pool balances 
in relation to 2021 Budget announcements, including first year allowances and super 
deductions adopting a common approach agreed with Ofgem.  We have also 
modelled ED2 tax clawback for our ratio analysis.  
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• Tax reconciliation: requirement to submit an annual tax reconciliation between the notional 
allowance and actual tax liability per the latest Corporation Tax returns 

• Board assurance statement: requirement to submit a board assurance statement alongside 
the tax reconciliation, providing assurance over the appropriateness of the values in the 
reconciliation 

• Tax review: this mechanism will enable Ofgem to formally review and, if necessary, adjust 
the company’s tax allowances during the course of ED2. 

We welcome the decision to move to variable values for tax pool allocations, capital allowances and 
corporation tax rates. The introduction of variable rates will make the tax allowance calculation more 
consistent with the statutory tax calculation and will simplify the annual tax reconciliation required to 
be submitted as part of the additional protections. 

Although there will be a difference in the tax pool opening balances between the PCFM and the 
statutory tax computations, we agree with the approach of rolling forward capital allowances balances 
from ED1, as this will ensure consistency with the treatment of capital allowances in previous price 
controls.  The difference will be reflected in the annual tax reconciliation.   

Following the introduction of first year allowances and super-deductions for FY22 and FY23, we now 
have an approach to model the carried forward tax pool balances at the end of ED1 following ENA 
discussions with Ofgem.  The first-year allowances and super-deductions will be a Type B tax trigger 
event in ED1.  Initial calculations have been made to forecast the impact on FY22 and FY23 and the 
adjustment required to the carried forward tax pool balances at the end of ED1.    We also note that 
the tax trigger events will need to be recalculated once the statutory tax computations have been 
finalised for FY22 and FY23, which will also have a potential impact on the tax pool opening balances 
for ED2.  

We are in support of additional transparency and will provide Ofgem with statutory tax returns as 
appropriate, alongside the proposed annual tax reconciliation.  We await the draft reconciliation 
template and look forward to working with Ofgem on its development.   

We do have concerns over the discretionary basis on which Ofgem can open a tax review, but we note 
Ofgem’s reassurance that it will only be triggered if there are unexplained material differences in the 
tax reconciliation that are left unexplained after the preliminary assessment. 

In July 2020, we attained the Fair Tax Mark.  This demonstrates that ENWL pays the right amount of 
tax, at the right time and in the right place.  We support the wider adoption of the Fair Tax Mark to 
provide additional comfort to Ofgem and other stakeholders, although we note that Ofgem is minded 
to not to require the Fair Tax Mark certification for all networks in ED2. 
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13 Key assumptions 

 

This section sets out the key financial assumptions underlying our financeability assessment of both 
the Ofgem Notional Company and the Ofgem Actual Company. In Ofgem’s business plan guidance, 
assumptions have been prescribed for the majority of parameters in modelling the base cases, of 
which we have complied with. Full details of Ofgem’s working assumptions and requirements for 
financeability testing can be found in appendix A. 

  

• This section summarises the key finance assumptions included in our ED2 plan.  

Key points 

• We have included an additional 25bps cost on new debt financing costs for Actual 
company debt costs, over the iBoxx Utilities forward rate, to reflect Ofgem’s working 
assumption for additional financing costs and avoid any systematic modelled 
outperformance on new debt costs.  

• We have included the 25bps output incentive assumption in our financeability 
assessment although we consider there to be significant uncertainty over its delivery. 
We note that rating agencies may not include this outperformance in their assessments. 

• Capitalisation rates are set at our “natural” rate of 68% in our Actual model. We include 
a recommendation to reduce this to 65%, being 3 ppts below our natural rate, in ED2, 
which is reflected in our FW Remedy model. Together with maintaining notional gearing 
at 65%, this will help alleviate the requirement for new equity issuance in ED2. 

• We propose no change to the regulatory depreciation policy of 45 years. 
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Ofgem have confirmed that full indexation will be used for ED2, with decisions on the choice of index, 
how it is calibrated, and additional borrowing costs being made at draft & final determination stages. 
Ofgem’s working assumption for cost of debt allowances is based on a 17-year trailing average of iBoxx 
GBP Utilities 10yr+ index yields plus 25bps allowance for additional costs of borrowing. This results in 
an average real allowance of 2.09% across ED2. 

This working assumption has been used in the Actual Business Plan model and results in a debt-
underfunding of £90-95m across ED2 (excluding £18m of issuance premium amortisation).  

The ENWL remedy framework model includes a -3ppts adjustment to the capitalisation rate and a 
+5ppts increase to gearing and the rationale and impact of these assumption changes is set out in 
Annex 28C Alternate Cost of Capital. 

 

 

 

Gearing 

Notional gearing has reduced from 65% in ED1 to 60% in ED2 per Ofgem’s working assumptions. We 
have commented on the potential implications of this with regard to the tax clawback mechanism in 
Section 12.  

We have also proposed in our remedy framework model a 65% ED2 gearing level in line with ED1. 

 

 

Inflation linked debt 

The overall debt portfolio of the Ofgem Notional Company Model includes 25% of index linked bonds, 
as prescribed by Ofgem. By comparison, the Actual Model includes our actual embedded debt 
portfolio, which includes approximately 60% of index linked debt, post-derivatives, at the start of ED2.  

We highlight that, with close to 60% RPI-linked debt, we are significantly more exposed to basis risk 
associated with the switch to CPIH, than the sector average. We believe an uplift is required to our 
cost of debt allowance to reflect the cost of managing this risk and we believe it should be awarded 
to companies based on the actual level of RPI linked debt at the start of ED2. This is discussed further 
in Annex 28C Alternate Cost of Capital. 

 

Depreciation and Asset Lives 

In RIIO-ED1, asset lives transitioned from a 20-year life to a 45-year life by the end of the period, with 
depreciation calculated on a straight-line basis. Ofgem have not prescribed a set approach to 
depreciation for ED2, but require that any proposed changes to current are appropriate and justified. 
Consistent with guidance, we have modelled regulatory depreciation on the ED1 approach of straight-
line depreciation with 45-year asset lives as our base assumption, as we do not have evidence to 
support a change to this approach. 
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We are not proposing to adjust asset lives as a means to improve financeability. This will maintain the 
intended economic principle of intergenerational fairness. In addition, as previously discussed in 
section 9, reductions to the regulatory depreciation rate will not benefit the AICR in the view of the 
credit rating agencies and may cause sustainability issues with long-term cash flows and are,  
therefore, not a viable financeability solution. 

 

 

Capitalisation Rates 

We meet our day-to-day operating costs through the proportion of our expenditure which is funded 
from revenue (cash) each year.   The capitalisation rate is the proportion of expenditure that is funded 
over the long term (i.e. capital expenditure). 

As a single license DNO, our operating costs comprise a larger proportion of our total cost base and 
therefore drive a comparatively lower capitalisation rate than that of multi-license groups, where 
operating costs are diluted by proportionately higher capital expenditures. 

As a starting position, we would agree with Ofgem that the regulatory capitalisation rate should be 
broadly reflective of the profile of the underlying spend. Disparity between the regulatory and 
statutory capitalisation rates can be distortive to ratios, and we note that Moody’s and other agencies 
will specifically adjust the AICR ratio to eliminate any “excess fast money” being any misalignment 
between the regulatory and statutory capitalisation rates. Moody’s state that “the adjusted ICR seeks 
to normalize for different regulatory approaches to the capitalization and depreciation of networks’ 
expenditure, which affects the timing of their cash flow.”49 Therefore, there is minimal benefit to 
credit ratios to moving the regulatory capitalisation rate away from the statutory rate. 

Our Actual model assumes a regulatory capitalisation rate of 68%, consistent with ED1. This is in line 
with our estimated statutory capitalisation rate for ED2. 

Given the financeability challenges arising from Ofgem’s cost of capital proposals, any increase in the 
regulatory capitalisation rate above 68% would result in us suffering rapidly increasing gearing levels 
over ED2, even without payment of any dividends in this period. Therefore, we do not consider an 
increase in our regulatory capitalisation rate to be appropriate. 

However, as part of our remedy framework model we have proposed a reduction in regulatory 
capitalisation rate to 65%, being 3 ppt below our natural rate. This is proposed in combination with 
the maintenance of the gearing level at the ED1 level of 65%.  Further details of the analysis and 
justification can be found under Section 9 above as well as the Annex 28C Alternate Cost of Capital. 

  

                                                           
49 Moody’s Rating Methodology: Regulated Electric and Gas Networks, March 2017 
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Dividend Yield 

Our Actual Model assumes no dividend payments in ED2 and as such the dividend yield is nil per cent. 

We have very strong concerns over a price control that does not facilitate dividend payments to equity 
without either creating rising gearing levels, or cutting back on the level of investment required by our 
stakeholders.  

A nil dividend yield is, in itself, a challenge to attracting future patient equity investment. 

 

Equity Issuance 

The Actual model does not assume an equity injection in ED2. Equity issuance will be considered again 
based on the final settlement and operational outperformance levels in the period. 
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Addressing the financeability gap

M k NW

As detailed in sections 7 and 8, we believe that both the Notional Company and the Actual Company
would be downgraded to Baa2/BBB in RIIO-ED2 under Ofgem’s working assumptions for Cost of 
Capital. 

We also believe that under certain stress scenarios, it is likely that the Actual Company would be 
downgraded to sub-investment grade.

• This section considers the mitigating actions available to deliver a financeable plan.

Key points

• We concluded in Section 7 that the business plan is not financeable based upon 
Ofgem’s current proposed working assumptions for the cost of capital.  

• In this section, we consider a range of mitigating actions available to address our 
financeability challenges. 

• We recommend two changes to the regulatory framework:

- Decrease regulatory capitalisation rate to 65% from 68%. This is approximately 
3ppt below our forecast statutory capitalisation rate; and

- Maintain notional company gearing at 65%. This keeps the proportion of equity 
and debt financing of the business at ED1 levels.

• These changes would improve our ED2 cash flows and provide some modest capacity 
for us to respond to a faster decarbonisation path without needing to attract new 
equity investment, in effect reducing the impact of the financeability problem. 

• However, whilst the cash and equity funding benefits of these changes are helpful, 
these framework changes do little to alleviate the underlying financeability issue –
being the risk that we could fail to attract equity investment and raise debt finance 
when needed.

• We have also considered whether it is appropriate for existing shareholders to inject 
cash into the business to restructure our debt financing and reduce the projected 
under-funding over ED2 and beyond. Noting that our Business Plan already includes 
no dividend payments to shareholders in ED2, we have decided it is not appropriate 
to propose a shareholder injection as a remedy. 

• In conclusion, to address our financeability challenges and the risk posed to net zero 

delivery, we believe that, together with the recommended framework changes, it is 

necessary for Ofgem to set a cost of capital allowance in ED2 that is higher than its 

working assumptions. This is discussed further in Annex 28C Alternate Cost of 

Capital.
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The RIIO-ED2 process sets our allowed revenue for the period 1st April 2023 to 31st March 2028. This 
revenue can be broken down into:

(1) RAV Revenue: this is revenue associated with capital investment which determines the level 
of our RAV (regulated asset value) for which we receive revenues;

a. depreciation, to share the cost of the asset across customers during the asset’s 
lifetime

b. allowed return for the investment made, both in terms of shareholder investment 
(equity) and the cost of borrowing

(2) Operational Revenue: this is revenue related to day to day running of the network and pays 
for a wide variety of items including network operation and maintenance, business rates and 
corporation tax

• This section considers the allowed revenue and customer bill impact arising on our 
ED2 plan, using Ofgem’s working assumptions for the cost of capital. 

Key points

• Using Ofgem’s working assumptions, our ED2 bill is forecast at £77.26, being a 14% 
reduction on the ED1 average.

• We consider an upper range for the potential bill impact associated with addressing 

our financeability challenges as £7.541. Consequently, even at this point in the range, 

our customers would still see a significant saving of £4.95 per year (5.5%) over ED1. 
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All Company employees are offered membership of the Electricity Supply Pension Scheme (ESPS), a 
pension scheme originally set up before privatisation, although newer members are on defined 
contribution arrangements within the ESPS. Inevitably, due to privatisation, changes to the business 
and general UK trends, our scheme now has a number of different sections, notably those for 
electricity protected persons, former employees of United Utilities, and a defined contribution section 
for newer joiners. The ESPS itself has a governing employer and trustee body, with each employer 
member sponsoring its own ring fenced “group”. All the pension groups are written under UK trust 
law, and have trustees separate to those in the central trustee body. The employers therefore have 
the same obligations, with the trustees, to operate their group as would trustees of other occupational 
trust-based pension schemes.

As with many UK employers, we closed access to the defined benefit pension sections, in our case in 
2006. Since then, new joiners to the business, other than protected persons who can move between 
industry defined benefit schemes, have been offered a competitive defined contribution 
arrangement.

The Company has always sought to work collaboratively with the pension trustees. Whilst the 
Company and trustees are regulated by different bodies, we believe this collaborative approach is 
most likely to give the best outcome for all our stakeholders.

• This section summarises the pensions assumptions included in our ED2 plan. 

Key points

• In conjunction with the Trustees, we have adopted the same conservative approach 
to risk management of the Scheme’s assets and liabilities as we have taken with our 
own financing.

• As a consequence, investment outperformance has been used to reduce scheme risk.

• The Scheme is approximately 95% hedged to interest rate risk and approximately 90% 
hedged to inflation. Around 50% of the Scheme’s liabilities have been subject to a buy-
in removing all risk from this element, including longevity.

• The current deficit repair contributions are one of the lowest in the sector

• We expect that the defined benefit scheme deficit will be minimal by the end of ED1, 
at a low level of unhedged risk, and therefore are forecasting nil payments and 
allowances across ED2

• There will be approximately 1,950 active members in our Pension Scheme at the start 
of ED2.

• This includes some 450 defined benefit members, with the employer contributions 
towards future benefit accrual averaging 47 % across ED2.
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For our business plan, the modelling of the tax allowance reflects Ofgem’s decision to continue with 
the notional allowance with added protections. 

The methodology regarding calculating the notional allowance remains the same as ED1, with the 
exception of the introduction of variable values for tax pool allocations, capital allowances rates and 
corporation tax rates.  Ofgem has confirmed that the ED1 closing tax pool balances will be rolled 
forward (with an adjustment being made to incorporate the impact of the Type B events in ED1 as a 
result of the super-deductions and first year allowances) as opposed to resetting the opening pool 
balance based on the statutory tax computations.

Ofgem stated in the GD&T final determinations that the following additional protections will be in 
place for RIIO-GD&T2:

• Tax trigger for Type B events: the mechanism from ED1 will be retained for Type B events 
(changes to legislation, the setting of legal precedents through case law, changes to HMRC 
interpretation of legislation and changes in accounting standards)

• Tax clawback: Ofgem proposed that the mechanism from ED1 is retained. In line with the 
methodology proposed for the gas distribution companies, we anticipate a gradual decrease 
in the notional gearing level used in the gearing level test from 65% to 60% to allow time for 
companies to adjust to the lower level of gearing for tax clawback purposes. 

We note the Actual model shows rising gearing levels in ED2, even without any dividend 
payments being made. The model also highlights an approximate £90-95m underfunding
position on our debt costs. As such, despite operating comfortably below notional gearing in 
ED1, we are now faced with the real prospect of triggering the tax clawback in ED2 and 
suffering financial penalties, if we cannot attract an equity injection or deliver significant levels 
of operational outperformance. We do not feel it is appropriate effectively to force companies 
to comply with changes to the Notional company structure in this way, adding further 
financeability challenges to networks. We would encourage Ofgem to reconsider the 
application of the tax clawback in RIIO-ED2, for example limiting its operation such that it is 
not triggered if networks do not pay dividends in the price control period.

• This section summarises the tax assumptions included in our ED2 plan. 

Key points

• ENWL was awarded the Fair Tax Mark in July 2020.

• We are engaged with Ofgem to reconsider the application of the tax clawback in RIIO-
ED2. We do not believe that creating penalties to force a reduction in gearing ratios, 
at the same time as increased equity is required to invest in the network, and where 
equity returns are insufficient to fund this reduction from cashflows, is in the interests 
of investor confidence, and therefore it is not in customers' interests.

• Our Actual Business Plan includes adjustments to the opening ED2 tax pool balances 
in relation to 2021 Budget announcements, including first year allowances and super 
deductions adopting a common approach agreed with Ofgem.  We have also 
modelled ED2 tax clawback for our ratio analysis. 
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This section sets out the key financial assumptions underlying our financeability assessment of both 
the Ofgem Notional Company and the Ofgem Actual Company. In Ofgem’s business plan guidance, 
assumptions have been prescribed for the majority of parameters in modelling the base cases, of 
which we have complied with. Full details of Ofgem’s working assumptions and requirements for 
financeability testing can be found in appendix A.

• This section summarises the key finance assumptions included in our ED2 plan. 

Key points

• We have included an additional 25bps cost on new debt financing costs for Actual 
company debt costs, over the iBoxx Utilities forward rate, to reflect Ofgem’s working 
assumption for additional financing costs and avoid any systematic modelled 
outperformance on new debt costs. 

• We have included the 25bps output incentive assumption in our financeability 
assessment although we consider there to be significant uncertainty over its delivery. 
We note that rating agencies may not include this outperformance in their assessments.

• Capitalisation rates are set at our “natural” rate of 68% in our Actual model. We include 
a recommendation to reduce this to 65%, being 3 ppts below our natural rate, in ED2, 
which is reflected in our FW Remedy model. Together with maintaining notional gearing 
at 65%, this will help alleviate the requirement for new equity issuance in ED2.

• We propose no change to the regulatory depreciation policy of 45 years.




