CEPA/Europe Economics Advice pre Draft Determination July 2004 – Advice on cost of capital issues


DGM evidence

Recent evidence gives us no reason to change our view that the equity market’s perception is that the regulated water sector has gone ‘ex growth’ and that the total returns earned from the businesses will be received very largely in the form of dividends.  As discussed in our extended briefing paper, this reflects partly the view that the scope for substantial further efficiency gains in operating performance is limited and partly the fact that there is limited scope for the achieved return on new capital investment to be much greater than the allowed rate of return over the longer term.  

The sector is trading on an average prospective yield of 7.25 per cent.  Analysts are forecasting limited real dividend growth over PR04, based on a review of city analyst forecasts.  Current dividend cover is sufficient to permit low rates of real dividend growth for most WASCs and WOCs.  Some water companies trade on a higher yield (8%), but these are generally associated with lower dividend cover, suggesting lower real dividend growth expectations.

If this judgement is correct, it implies that the cost of equity for the sector based on DGM analysis is about 7.25-8.25 per cent real with a best estimate of 8%.  This is consistent with NERA’s DGM analysis (which implies a range for the cost of equity of 7.0 – 9.7 per cent) and evidence from the United Utilities rights issue (see below).  With average gearing of 55 per cent and our best estimate of the cost of debt, the WACC is around 5.1-5.2 per cent.  

MAR evidence

Sector average MAR ratios have remained below 1 since 1999 (figure 4.8).  There has been some increase in the ratio following the publication of the business plans, partly due to improved confidence in the sector arising from statements made by Ofwat in particular about the minimum allowed COC.  Currently the average sector MAR is about 0.95.

Figure 4.8: Market Assets Ratios 
(Implied MV Regulatory Business/Adjusted RCV)

[image: image1.wmf]0.00

0.20

0.40

0.60

0.80

1.00

1.20

1.40

1.60

1.80

Aug

-

97

Nov

-

97

Feb

-

98

May

-

98

Aug

-

98

Nov

-

98

Feb

-

99

May

-

99

Aug

-

99

Nov

-

99

Feb

-

00

May

-

00

Aug

-

00

Nov

-

00

Feb

-

01

May

-

01

Aug

-

01

Nov

-

01

Feb

-

02

May

-

02

Aug

-

02

Nov

-

02

Feb

-

03

May

-

03

Aug

-

03

Nov

-

03

Awg

Kelda

Pennon

Severn Trent

United Utilities

Welsh Water (

Dwr

Cymru

Cyfyngedig

) 

Thames Water Utilities Ltd 

Wessex

Water Services Ltd 

Northumbrian Water Ltd 

Southern Water Services Ltd 

Northumbrian Water

0.00

0.20

0.40

0.60

0.80

1.00

1.20

1.40

1.60

1.80

Aug

-

97

Nov

-

97

Feb

-

98

May

-

98

Aug

-

98

Nov

-

98

Feb

-

99

May

-

99

Aug

-

99

Nov

-

99

Feb

-

00

May

-

00

Aug

-

00

Nov

-

00

Feb

-

01

May

-

01

Aug

-

01

Nov

-

01

Feb

-

02

May

-

02

Aug

-

02

Nov

-

02

Feb

-

03

May

-

03

Aug

-

03

Nov

-

03

Awg

Kelda

Pennon

Severn Trent

United Utilities

Welsh Water (

Dwr

Cymru

Cyfyngedig

) 

Thames Water Utilities Ltd 

Wessex

Water Services Ltd 

Northumbrian Water Ltd 

Southern Water Services Ltd 

Northumbrian Water


As noted earlier, interpretation of the MARs requires judgements about market expectations of opex/capex outperformance, expectations about how Ofwat will behave at the current and future reviews, and accurate valuations of the water companies’ non-regulated businesses.

Despite these caveats, the MAR evidence clearly indicates to us that the true COC for the sector is higher to some degree than the allowed COC set in PR99.  Since the allowed COC was set at about 5 per cent, this indicates that the true COC is somewhat greater than 5 per cent.  Assuming the markets expect no out-performance of either opex or capex beyond the next five years, and that the markets believe the 5 per cent allowed COC will be retained in PR04, then the MAR discount can be interpreted as signalling that the allowed COC is about 30bp below the true COC (i.e. 5.3 per cent).

Transaction-based evidence

We have examined two main recent transactions in the water sector to inform our thinking on the cost of equity:

· The Northumbrian Water refinancing (see extended briefing paper, para. 4.15-1.16); and

· The United Utilities rights issue (see February Further Review of Cost of Capital Issues, para. 3.38-3.41)

It should be noted that our analysis was based entirely on publicly available information.

The recent Northumbrian Water refinancing was completed with a placing of shares to institutions on a promise of an 8 per cent yield, with 80 per cent gearing.  The valuation of the regulated assets represented a small discount to the RCV (0.93-0.94 if the Kielder reservoir is included in the RCV and about 0.99 if it is excluded).  Following the refinancing, using analyst dividend forecasts, it was trading on a prospective yield of 7.5 per cent.  Assuming that the new owners expected the allowed COC to remain at 5 per cent then the MAR discount implies a true COC of about 5.4 per cent.  Given that the real cost of debt for the transaction was about 3 per cent then the implied cost of equity for a notionally geared business (debt:RCV of 55 per cent) is about 8.3 per cent real.

It would appear that the United Utilities rights issue will result in a capital structure for UU that is closely aligned to the notional structure adopted by Ofwat, i.e. around 55 per cent gearing.  To the extent that shareholders taking up the rights expected the dividend to be maintained in real terms (as had been signalled by the company) this suggests that the cost of new equity for this licensee (one that has outperformed on opex and capex) is 8 per cent real.  Investors were unlikely to have expected any real dividend growth because UU has thin dividend cover and the management had given little reason to expect it.  Since the announcement of the rights issue UU has suffered a de-rating and now trades at a small MAR discount. This may relate to concerns about the sustainability of the real dividend after the PR04 review.

Survey evidence

Consultations with the financial community provided useful insights on a number of COC issues, which have been incorporated into our judgement about the correct value for the COC.  In particular:

· The current low yields on gilts and corporate bonds are seen as a temporary ‘bond bubble’, suggesting that greater weight should be placed on medium / long-term average data for the cost of debt; and

· The low calculated betas for the sector were seen as surprising and not reflective of the true underlying risk of water businesses.

