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This Finance Annex builds on Chapter 10 of the SGN Business Plan, providing evidence and analysis suppor�ng the key 
messages and demonstra�ng how our alterna�ve assump�ons beter serve consumer interests.   

1 The increased costs for debt and equity investors due to uncertainty around the future of gas must be recognised by 
Ofgem, with a sector wide approach no longer appropriate.  

• The forecast lower u�lisa�on of the gas assets as a result of public policy decisions is a unique situa�on that changes 
the risk profile from GD2. 

• There is a wide varia�on in the 2024 FES scenarios between the holis�c and counterfactual. Individual year on year FES 
forecasts also vary considerably. 

• This uncertainty around future pathways and the poten�al pace of customer atri�on in terms of gas network 
u�lisa�on is driving a higher cost of capital for gas networks which needs to be recognised in GD3.  

2 Accelerated deprecia�on on its own is insufficient to provide for confidence in cost recovery (RAV and wider opera�ng 
costs), and our investors need assurance now that all efficient costs will be recoverable. We propose an alterna�ve 
approach linked to customer behaviour. 

• None of the accelerated deprecia�on op�ons proposed by Ofgem provide confidence in RAV recovery as they all rely 
on unaffordable bills with adverse bill impacts in both the short / medium term. We propose a more op�mal op�on, 
building on that proposed by Ofgem (to be considered as a part of wider regulatory reform requirements), that will 
protect against short-term adverse bill impacts and help intergenera�onal fairness based on the actual level of 
customer atri�on experienced. 

• In order to maintain safety and reliability, totex levels will stay rela�vely fixed even when customer numbers decline. 
Therefore, in terms of bill impact, ongoing cost recovery is just as material as RAV recovery (deprecia�on) which is not 
addressed in the SSMD.  

• As a result Ofgem’s proposed approach, if le� unaltered, fails to have the stated effect, leads to increased costs and 
would not be in the interests of either present or future customers. 

3 Ofgem must move to a cost of debt mechanism that recognises changes in gas premiums realised in GD3, that are not 
adequately captured in the exis�ng u�li�es' cost of debt index. 

• The rela�ve risk percep�on that investors and debt issuers atach to the sector impacts the pricing and availability of 
debt capital, including the length of lending terms. 

• Markets are already factoring in higher risk to gas networks. This is being seen in addi�onal spreads over and above 
the iBoxx index and a reduced appe�te and investor sen�ment to con�nue to invest further capital within the sector, 
as evidenced sec�on C.3 

4 Ofgem needs to set an appropriate cost of equity to address the future of gas risk, market calibra�on and 
methodological issues to ensure a sustainable, financeable and investable business.  

• It is important for customers and energy infrastructure investors that the regulatory framework remains stable and 
transparent and provides a cost of capital that allows networks to atract and retain capital in an efficient manner. 
Ofgem should consider relevant cross checks and stakeholder evidence in reaching its judgement and take into account 
future of gas risk, and the proposed methodological and calibra�on adjustments, as set out in Sec�on C.2 of this 
Annex. 

• However, whilst our proposed cost of equity supports investability in GD3, investability cannot be ensured without also 
at the same �me resolving longer terms issues of financeability and RAV recovery set out in our plan. 

5 The regulatory model must be reformed to be financeable and investable with the prospect of declining customer 
numbers. The principles of reform need to be established as a priority. 

•  

 
  

• The exis�ng regulatory framework suppor�ng the cost of capital is done on the basis of a growing, perpetual RAV 
which investors will receive a return on. If substan�al migra�on of customers away from the gas network occurs, 
coupled with accelerated deprecia�on, new and addi�onal regulatory mechanisms will be required, going much 
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further than our accelerated deprecia�on proposals, to protect consumers from unaffordable bills and investors (from 
increased risks associated with cost recovery, loss of the equity risk buffer and rising financing costs).  

• Clear intent and assurance over RAV and wider cost recovery (including mechanisms to manage risk in the context of 
increasing Totex: RAV) are required in the Final Determina�on, and mechanisms to ensure affordability, financeability 
and investability need to be already in development with wider government, supported by key stakeholders, ahead of 
the Final Determina�on.  

6 For ease of reference, this document responds to the points raised in the final Business Plan Guidance, in par�cular but 
not limited to Chapter 7 ‘financial informa�on’: 

• Sec�on A ‘Introduc�on and Approach to Financeability’ covers se�ng credit ra�ng targets, qualita�ve measures and 
why we believe our proposals are in customer’s interests. 

• Sec�on B ‘Financeability Assessment – Ofgem’s Working Assump�ons’ covers base case for No�onal / Actual Company, 
financial risk analysis (stress tests) and financeability challenges and mi�ga�ons. 

• Sec�on C ‘SGN’s Alterna�ve Working Assump�ons’ covers our proposals on Cost of Capital and Accelerated 
Deprecia�on.  

• Sec�on D looks at the ‘Customer Bill Impact’ of our GD3 plan both short term and out to 2050. 

• Sec�on E ‘Other Finance Issues’ includes capitalisa�on rates, deprecia�on rates and revenue profiling. 

• Sec�ons G and I cover Financing Strategy and Dividend and Equity Issuance Policy 

• Board Assurance – this is provided separately in SGN-GD3-SD-17 - Assurance Statement. 

Sec�on A Introduc�on and Approach to Financeability 
7 As set out in Chapter 10 of the SGN Business Plan, it is important for the financeability assessment to be designed in such 

a way it can provide meaningful informa�on about each licensee’s ability to efficiently raise debt and links to equity 
investability of both the gas and wider energy infrastructure sector. This is par�cularly per�nent given the significant 
uncertainty surrounding: 

• The 2026 Hea�ng Policy Decision and uncertain customer behaviour on the pathways to Net Zero that will evolve; 

• How regula�on will respond, par�cularly given the market evidence of increasing costs to gas investors such as the 
cost of debt and the need to manage future customer profiles; 

• Regulatory framework changes in GD3 e.g. accelerated deprecia�on and semi-nominal WACC;  

• How credit ra�ng agencies (‘CRAs’) views may evolve regarding their methodology, in response to Ofgem’s approach to 
both GD3 and the long term and the lack of comments to date on the SSMD; and 

• The fact that the capital markets and macroeconomic contexts we are facing are markedly different from those when 
the RIIO-2 price controls were being determined. 

8 As per the Business Plan guidelines chapter 7, we have completed ‘base case’ financeability assessment analysis for GD3 
using Ofgem’s working assump�ons, but also refined and enhanced the financeability assessment set out by Ofgem. We 
have expanded below on the high-level areas set out in Chapter 10 of the SGN Business Plan:  

i. The �meframe of financeability analysis should be aligned with the major points of risk exposure. In addi�on to 
Ofgem’s requirement to cover each year of GD3, a longer-term perspec�ve considering a range of factors including 
the ability of companies to obtain longer-term debt tenors and debt maturity profiles is required. This also aligns 
with Ofgem’s financeability duty which is not related to the GD3 price control period but to the longer-term ability of 
licensees to discharge their license obliga�ons. We have therefore extended the assessment horizon beyond RIIO-3. 
This is par�cularly important given the percep�on of risk of lower u�lisa�on of assets and therefore addi�onal 
challenges in their recovery from gas customers that could occur in future energy scenarios. This analysis provides a 
necessary insight into poten�al financeability challenges GDNs may face in 10-15 years, but which need to be 
considered in today’s decision-making. A longer-term perspec�ve on financeability is consistent both with the 
discharge by Ofgem of its financeability duty and also Ofgem’s considera�on of equity returns through the economic 
cycle (e.g. a stable Total Market Return (TMR)). 

sgn.co.uk/sgn-gd3-sd-17
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ii. We have undertaken a more rigorous risk assessment (Section B.3 & B.4) by developing more robust downside 
scenarios. We consider Ofgem’s stress test assump�ons of downside scenarios do not focus on the most material 
risks. We have therefore considered asymmetric Totex risks and assess risks regarding the sector’s ability to raise 
debt financing on efficient terms reflec�ng the uncertainty over cost, tenor and refinancing concentra�on risk and 
the availability of different types of debt financing. Sec�on B.4 covers an assessment of our financeability challenges 
and recommended mi�ga�ons. We have also considered the impacts of different pathways to net zero in rela�on to 
customer numbers in sec�on C.1.  

iii. We have considered how credit agency views may evolve (Section A.4) over RIIO3 and the longer term, and assess 
longer term financeability in light of changes to business risk profiles. We have considered a broad range of metrics, 
including qualita�ve assessments (sec�on A.5), rather than rely on a single interest coverage ra�o (ICR) metric. These 
more quali�ve assessments are essen�al around regulatory stability, the business risk profiles and how ra�ng 
thresholds could be adjusted in the future par�cularly given the uncertain�es highlighted above. 

iv. We have linked our analysis to equity investability (Section C.2). Equity financeability (investability) must focus on 
assessing whether the equity return proposed by Ofgem is compe��ve when compared to other opportuni�es that 
exist in the lower risk debt markets. Without equity investability, debt financeability is completely undermined. We 
have looked at various cost of equity cross checks as well as reviewing the CAPM methodology in assessing the 
appropriateness of Ofgem’s cost of equity proposals. 

9 In se�ng out our approach to financeability we have had regard to the FES 24 scenarios that are published by the NESO. 
The NESO publishes three pathways to the 2050 net zero target and one counterfactual scenario that does not deliver the 
2050 net zero target. Of the three pathways that deliver the net zero target ‘Holis�c Transi�on’, ‘Electric Engagement’ and 
‘Hydrogen Evolu�on’, Ofgem guidelines have iden�fied the ‘Holis�c Transi�on’ as the main reference point for our plan 
and for our financeability assessment. We have also referenced the Counterfactual scenario as an alterna�ve scenario 
from which to assess the robustness of the findings. The other two pathways are broadly similar to the holis�c transi�on 
and as a result are not useful point of reference in for the financial assessment. It should also be noted that CRAs, 
investors and lenders will undoubtedly look wider than the FES scenarios when assessing risk. 

Table 1A: Summary of SGN’s Key Assump�ons  

   
Source: Ofgem Business Plan Guidelines and SGN Analysis. Note: RORE is Return on Regulated Equity 
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A.1 Consumer-Focused Approach to Financeability and Our Alterna�ve Assump�ons 
10 We have adopted a consumer-focused approach to financeability that is consistent with Ofgem’s primary du�es and with 

the requirements set out by Ofgem in sec�on 7 of the Business Plan guidance; 

• As we set out in Chapter 10 of the SGN Business Plan and this Annex, SGN believes its approach to financeability is 
designed with as focus on consumer interest. In par�cular, our proposal for an adap�ve and flexible deprecia�on 
trigger mechanism is based on the actual rate of customer atri�on and disconnec�on. This builds upon the approach 
set out by Ofgem, but reduces customer bills rela�ve to Ofgem’s proposals whilst at the same �me increasing 
customer ‘intergenera�onal fairness’ rela�ve to the mechanism which Ofgem has proposed. 

• An approach which seeks to ensure there is adequate headroom within the CRAs’ target thresholds to support credit 
strength and enhanced financial resilience. 

• The choice of a target ra�ng which minimises costs to customers rela�ve to targe�ng a lower threshold. 

• A capital structure and gearing consistent with achieving a ra�ng of BBB+/ Baa1 and which drives efficiency rela�ve to 
alterna�ve structures in response to the incen�ve framework Ofgem has consistently adopted to promote companies 
to exercise efficiency in their financial structuring. 

• An approach which ensures we have a balanced approach to risk and return and, through accep�ng risk, we are 
incen�vised to efficiently manage costs and deliver efficiency to the benefit of customers in both GD3 and subsequent 
periods (e.g. Calibra�on of the Totex Sharing Mechanism). 

11 Our alterna�ve assump�ons in terms of Cost of Debt and Cost of Equity are grounded in economic evidence and market 
data which is necessary to both maintain and atract capital into the sector, and as a result supports the investment in our 
networks to ensure their safe, secure opera�on. 

12 Ofgem is subject to new du�es in suppor�ng both Net Zero and Economic Growth. A financeable and investable gas 
network is vital for both and as such requires a new approach from that previously adopted at RIIO-2.   As we set out in 
Sec�on C.1 there is considerable uncertainty in rela�on to the speed of customer atri�on from gas and adop�on of 
electrifica�on of heat pathways; in addi�on, the government decision on the adop�on of hydrogen for domes�c heat is 
not an�cipated un�l 2026 and there is significant divergence across the various FES24 Pathways prepared by NESO.  

13 To discharge its new Net Zero and Economic Growth du�es Ofgem needs to secure strength in the gas networks, including 
op�onality against future pathways. The regulatory framework must be able to support either a longer tail in terms of 
future u�lisa�on, as a result of a slower pace of customer switching, or facilitate the energy transi�on, providing the 
resilience and security of supply to respond to policy changes and deliver de-carbonisa�on. As a result, the value to both 
gas customers, but also to society, of the con�nued sustained and financeable investment in our gas networks is greater 
than ever. The corollary is equally the case: if the arrangements in GD3 and the longer-term framework are neither 
financeable nor investable then this will act counter to customer interests. The change in Ofgem’s du�es from GD2 to GD3 
recognises this; the GD3 determina�on must do likewise. 

 A.2 Credit Metrics Targets  
14 Chapter 10 of the SGN Business Plan sets out the high-level reasons why both qualita�ve and quan�ta�ve measures need 

to be assessed. We also considered the limita�ons of the analysis due to uncertain�es such as the impact of the 2026 
Hea�ng Policy Decision on the licensees’ risk profile and the lack of guidance from the CRAs over the treatment of 
Ofgem’s proposed policy changes in the SSMD. Further uncertainty on Accelerated Deprecia�on implementa�on and not 
having the foresight of the final determina�on adds further to the unpredictability. Notwithstanding these points, for the 
purposes of objec�vely assessing GD3 in line with Ofgem’s guidance, we believe a strong investment grade ra�ng 
comfortably within the BBB+ / Baa1 range is appropriate with downside stress tests providing sufficient headroom against 
sub-investment grade thresholds.  

15 At present, company specific mi�ga�ons are severely limited as most of the above uncertain�es will be driven by 
regulatory and government policy. Therefore, as set out in the Board assurance (provided separately in SGN-GD3-SD-17 - 
Assurance Statement), any assurance provided for GD3 is qualified by how these external factors play out in the future. 

16 Therefore, whilst we have provided results of the credit metric tests in GD3 as per Ofgem’s guidance, this alone will 
provide insufficient comfort without considering the: 

• longer-term assessments of financeability and investability set out in this annex; and 

sgn.co.uk/sgn-gd3-sd-17
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• need to signal now, the development of key changes required to regulatory and government policy to beter serve 
consumer interests and investability to ensure gas networks play a key part in the net zero transi�on and maintain a 
safe and reliable network for many years to come. 

17 We set out below, why we believe a BBB+/Baa1 target is in the best interests of all stakeholders and consider further the 
impact of qualita�ve assessments carried out by CRAs.  

 A.3 Ra�ngs Thresholds 
18 There is uncertainty around how the CRAs may adjust their ra�ngs methodologies for GD3, including changes to the 

calcula�on of metrics and down/up-grade thresholds.  
 

 

19 We have been instructed by Ofgem to use the exis�ng GD2 guidance from the CRAs for this assessment despite key policy 
changes being signalled by Ofgem. Therefore, we have also assessed financeability against adjusted thresholds recognising 
that thresholds may increase to incorporate Ofgem’s policy changes. This may include greater focus on nominal metrics. 
Notwithstanding presen�ng this sensi�vity, the financeability analysis will have to be updated when we receive updated 
guidance from the CRAs, in order to present an accurate picture of financeability.  

Table 2A: Credit ra�ng agencies guidance  

  S&P Moody's Fitch 

Current  BBB stable Baa1 stable Senior Unsecured debt BBB+ 
stable (IDR BBB stable) 

Senior 
unsecure
d ra�ng 

A-/ 
A3/ 
A- 

FFO/netdebt ≥ 12% Net debt/RAV ≤ 68% 
AICR ≥ 1.6x 

Net debt/RAV ≤ 68% 
Cash PMICR ≥ 1.7x 
Nominal PMICR ≥ 2.0x 

 
BBB+/ 
Baa1/ 
BBB+ 

FFO/netdebt ≥ 9% Net debt/RAV ≤ 75% 
AICR ≥ 1.4x 

Net debt/RAV ≤ 73% 
Cash PMICR ≥ 1.5x 
Nominal PMICR ≥ 1.8x 

 
BBB/ 
Baa2/ 
BBB 

FFO/netdebt ≥ 6% Net debt/RAV ≤ 85% 
AICR ≥ 1.2x 

No precedents (SGN Assumes 
Cash PMICR >= 1.3x, Nominal 
PMICR >= 1.6x) 

 
BBB-/ 
Baa3/ 
BBB 

No precedents (SGN Assumes 
FFO/netdebt >= 3%) 

No precedents (SGN Assumes 
AICR >= 1.0x) 

No precedents (SGN Assumes 
Cash PMICR >= 1.1x, Nominal 
PMICR >= 1.4x) 

Source: Fitch, Moody’s, Standard & Poor (S&P) 1 

20 In rela�on to GD3 target thresholds, SGN achieves a higher issuer ra�ng with S&P (BBB+) and Moody’s (Baa1) compared to 
Fitch, which rates SGN one notch lower (BBB) based on the Issuer Default Ra�ng (IDR). However, Fitch applies a one notch 
upli� to debt issued by regulated u�li�es in creditor-friendly jurisdic�ons with a robust regulatory environment like the 
UK. In Fitch’s recent report on the SSMD, it states ‘We believe the senior debt ra�ng (rather than the IDR) would be a 
more appropriate ra�ng to monitor, to factor in recovery considera�ons and to allow beter comparison with the ra�ngs 
of other agencies (where ra�ng defini�ons may vary)’ 2. We have completed our assessments using Fitch’s senior debt 
ra�ng to achieve consistency. 

21 The licence condi�ons to maintain an investment grade ra�ng and dividend lock up provisions refer to the IDR, however, 
as stated above we have conducted our financeability assessment based on the senior debt ra�ng which for Fitch is one 
notch higher. In the GD3 Licence it is essen�al that the financeability and licence defini�ons are aligned as currently, 
licence breaches are one notch �ghter than the threshold used in the financeability assessment. Our preference is that 
the licence condi�on is based on the senior debt ra�ng triggers as debt investors focus on this ra�ng.    

22 In GD2, we currently have an S&P ra�ng which is one notch below our target. It is therefore important that cost pressures 
are recognised in the cost assessment process for GD3 and longer-term structural changes to manage business risk are 
implemented now to create an investable gas network. 

 
1 Note:  S&P A- inferred from ra�ng as of April 2021. Moody’s ra�ngs based on generic guidance for GB energy networks.  Highligh�ng denotes current 
ra�ng as of November 2024.  Blue line indicates threshold used for SGN’s financeability assessment. 
2 Fitch Ra�ngs ‘What Investors Want to Know: RIIO-3 Sector Specific Methodology Decision (p3), November 2024 
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23 It is important to note that credit metrics only form one part of a ra�ngs assessment. In fact, qualita�ve factors are given a 
higher weigh�ng of 60%, rela�ve to 40% for the credit metrics, in the overall assessment by Moody’s. We present more 
analysis of this topic in sec�on A.5.  

A.4 Target Credit Ra�ng Threshold 
Considera�ons When Se�ng a Target Credit Ra�ng Threshold for the No�onal and Actual Company 

24 In our financeability assessment we target strong Baa1/BBB+, for the no�onal and actual company, because: 

• RIIO-2 Final Determina�on implied Baa1 or above for all no�onal networks. 3   

•  
 

•  
 

 
 

• During GD3, there is a need to ensure there is enough headroom to absorb adverse shocks, as well as being able to 
maintain financial resilience, mi�gate financial risk and raise efficient debt. One such event could be the 2026 Hea�ng 
Policy Decision which may create an adverse shock that is challenging to predict or prepare for.  Also, we have seen 
many instances of increased market vola�lity over the last 4-5 years, for example as a result of Covid, high infla�on, 
poli�cal developments in the UK/Europe, market responses to budgets and a swathe of small bank defaults in the US. 
Recent market responses to the UK budget and the US elec�on reiterate our view that this heightened level of 
vola�lity is likely to remain. This can have consequences for network companies in terms of cashflows, ra�ng outlook 
and cost of financing. 

• We have looked at trading spreads of exis�ng bonds that are cons�tuents of the iBoxx £ U�li�es 10+ and iBoxx £ BBB 
10+ indices, and concluded that targe�ng a lower Baa2/BBB (based on Ofgem’s current no�onal capital structure) 
leads to a higher cost of debt in the range of 26 – 71bps. We have assumed at least 30bps, which would lead to a 
higher cost of capital, and thus increase customer bills by at least £2), which could be more significant if customers 
start to migrate away from gas under certain pathways. Therefore, we do not believe this will be in consumer interest. 

• It is also impera�ve that a BBB+ ra�ng is achieved and maintained in order to allow the company to approach the debt 
markets efficiently in an accelera�ng deprecia�on environment. The company will have significant maturi�es from 
debt raised when deprecia�on was a normal rate and to refinance these maturi�es a strong ra�ng is essen�al. Coupled 
with our other recommenda�ons for long term financeability and investability, this allows the company to approach 
different markets and procure the most efficient sources of debt financing, which is in consumers interests. 

• The company may also be required to raise debt that is structured differently than it has been in the past and will 
poten�ally require a more amor�sing profile beyond GD3, which will require a BBB+ ra�ng in order to atract investors 
and meet capacity. 

• The sector specific risks arising from changes to the poli�cal and regulatory environment highlights the requirement to 
maintain the current ra�ng levels and avoid any future downgrades. Sec�on D highlights the pressure on customer bills 
into the future in the gas sector which will only be amplified with a weaker ra�ng.  

 
25  
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26  
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Sec�on B Financeability Assessment – Ofgem’s working assump�ons 
27 Chapter 10 of the SGN Business Plan sets out on a GD3 average basis, the key credit metrics for both the no�onal and 

actual company using current ra�ng thresholds with a prudent ‘adjusted ra�ng threshold’ to reflect poten�al changes as a 
result of the SSMD policy changes (e.g. move to semi nominal WACC). The conclusion is that taking all the metrics ‘in the 
round’ both the no�onal and actual company would just achieve the required target credit ra�ng (under the more 
prudent thresholds) and downside stress tests remain at investment grade (albeit one notch away from a licence breach). 
However, we believe due to the qualita�ve assessment concerns and financial resilience changes, this is at the absolute 
minimum posi�on, and we should be aiming for some further headroom when the overall package is calibrated. We also 
believe the 3% underlying dividend yield (excluding accelerated return of capital) is too low and should be in line with an 
appropriate cost of equity. 

28 This annex provides further detail on the credit metrics by year in GD3, and by price control period in the long term for the 
no�onal company. The stress test analysis based on SGN’s downside assump�ons are then presented together with 
mi�ga�ons, par�cularly around the longer term financeability and investability concerns. Appendix 1 sets out each of the 
Ofgem stress tests in more detail.  Our analysis is based on Fitch senior unsecured debt ra�ng thresholds which are one 
notch higher than the licence defini�on (IDR) – see also Sec�on F.2 why we believe the licence should reflect the senior 
unsecured debt ra�ng. 

29 Please note the colour coding for all financeability assessments in our Business Plan submission and appendices: 

• Green: acceptable. 

• Amber: one notch below. 

• Red: significantly missing targets. 
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B.1 No�onal Company 
30 All credit metrics are from the BPFM, and are ‘adjusted for interest on debt raised in year, post interest and tax’. 

RIIO-GD3 – Current Thresholds (as requested by Ofgem) 
31 Table 1B below shows the key metrics based on Ofgem’s working assump�ons, using current thresholds; 

Table 1B: No�onal Company – GD3 Key Metrics 
 

Scotland: 

 

Southern: 

 

RIIO-GD3 – Adjusted Thresholds 
32 Table 2B below shows the key metrics based on Ofgem’s working assump�ons, using adjusted thresholds due to the 

uncertain regarding the impact of semi-nominal WACC: 

Table 2B: No�onal Company – GD3 Key Metrics – Adjusted Thresholds 

Scotland  

 

Southern 

 
33 Under the more prudent adjusted thresholds most metrics stay above the BBB+ downgrade but the cash PMICR does start 

to weaken during GD3 due to the higher cost of debt ra�o vs cost of equity – this is discussed further below. 
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Long Term Credit Metrics – Adjusted Thresholds 
34 Table 3B below shows the long term key metrics based on Ofgem’s working assump�ons (including 60% no�onal gearing), 

using adjusted thresholds due to the uncertainty regarding the impact of semi-nominal WACC: 

Table 3B: No�onal Company – Long Term Key Metrics – Adjusted Thresholds 

    Downgrade thresholds      

    BBB+ Sub IG 
GD3 GD4 GD5 GD6 GD7 

(’26-31) (’31-36) (’36-41) (’41-46) (46-51) 

Scotland 

Fitch Cash PMICR 1.80x 1.40x 1.77x 1.62x 1.59x 1.58x 1.54x 

  Nominal PMICR 1.80x 1.40x 1.94x 1.79x 1.76x 1.76x 1.75x 

Moody's AICR 1.70x 1.30x 1.77x 1.62x 1.59x 1.58x 1.54x 

S&P FFO/Debt 15% 9% 18% 23% 32% 55% 207% 

  RAV £m   2455 2235 1707 1022 290 

Southern 

Fitch Cash PMICR 1.80x 1.40x 1.77x 1.64x 1.56x 1.56x 1.52x 

  Nominal PMICR 1.80x 1.40x 1.94x 1.81x 1.73x 1.73x 1.73x 

Moody's AICR 1.70x 1.30x 1.77x 1.64x 1.56x 1.56x 1.52x 

S&P FFO/Debt 15% 9% 18% 23% 32% 55% 196% 

  RAV £m   5590 5189 3717 2068 582 

SGN 

Totex:RAV  (Sc / So)   13% / 13% 13% / 11% 17% / 14% 29% / 23% 107% / 89% 

Dividend Yield  (Sc / So)   3% 3% 3% 3% 3% 

Average Customer Bills (Holistic, £ Cust) 230 283 406 840 4294 

 

35 The downward trend in interest coverage metrics (which con�nues into GD4 / GD5) is driven by the divergence of allowed 
cost of equity (which remains constant) and cost of debt (which is s�ll increasing) over �me. This highlights the need to 
ensure over the longer-term that the cost of equity is appropriately calibrated rela�ve to the cost of debt, as illustrated by 
the weakening ICRs. Absent a reasonable spread of the cost of equity over cost of debt, the company may not be able to 
retain and atract equity and this in turn increases risk to debt investors. This puts the company at risk of a credit ra�ng 
downgrade, exacerba�ng the issue as credit spreads would then rise. The rising cost pressures on the cost of debt will only 
make this situa�on worse.   

36 Table 3B also highlights the growing ra�o of Totex: RAV and the unaffordable customer bills in the 2040s, both of which 
impact affordability and financeability and are discussed further in Sec�on C (SGN’s Alterna�ve Working Assump�ons).   

B.2 Actual Company 
37 The BPFM actual company cash and nominal PMICRs are aligned to Moody’s calcula�ons, which are based on P&L interest 

not cash interest. As there are �ming differences between cash and P&L interest, this causes some averaging differences. 
In addi�on, Fitch exclude bond fees and also recognise the lower cash interest versus P&L interest (which is more 
pronounced for Southern). Moody’s and Fitch also have a different treatment of interest income. Therefore, we show 
SGN’s forecasts of the actual company cash and nominal PMICRs in the tables in this sec�on and the commentary relates 
to these, but also show the BPFM forecasts at the botom of each table (in italics) for informa�on and completeness.  For 
the avoidance of doubt all other metrics are from the BPFM. 

RIIO GD3 - Current Thresholds 
38 Table 4B below shows key metrics based on Ofgem’s working assump�ons, using current thresholds (requested by 

Ofgem).   
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Table 4B: Actual Company – GD3 Key Metrics 

Scotland: 

 

Southern: 

 

RIIO GD3 - Adjusted Thresholds 
39 Table 5B below shows the key metrics based on Ofgem’s working assump�ons, using adjusted thresholds due to the 

uncertainty regarding the impact of semi-nominal WACC: 

Table 5B: Actual Company – GD3 Key Metrics – Adjusted Thresholds 
 

Scotland: 

 

Southern: 

 
40 Under the more prudent adjusted thresholds the average GD3 metrics are within target levels (AICR in Southern just drops 

below Baa1) but, as highlighted above, ra�os do start to weaken over �me. 
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B.3 Financial Risk Analysis - Stress Tests 
SGN Stress Tests – Adjusted Thresholds 
Table 6B: SGN Stress Tests – Adjusted Thresholds 

    Downgrade 
thresholds 

Base case 
 

Stress Tests on Metrics 
no�onal – actual 

Downside 
 

    BBB+ Sub IG 
No�onal  

(60% 
Gearing) 

Actual 
(65.7% 

Gearing) 

Totex 
allowances 

reduced 
- 10% Scotland  

 - 15% Southern 

Cost of debt 
allowances 

reduced 30bps 

Macro 

2% lower 
interest / 
Infla�on 

No�onal  
(60% 

Gearing) 

Actual 
(65.7% 

Gearing) 

Scotland (no�onal company gearing 60%, actual 65.7%) 

Fitch 
PMICR 

Cash 
PMICR 

1.80x 1.40x 1.77x 1.84x (0.10x) - (0.10x) (0.07x) - (0.07x) (0.02x) - (0.04x) 1.59x 1.64x 

PMICR Nominal 1.80x 1.40x 1.94x 1.88x (0.09x) - (0.08x) (0.06x) - (0.06x) (0.20x) - (0.17x) 1.59x 1.57x 

Moody's AICR 1.70x 1.30x 1.77x 1.73x (0.10x) - (0.10x) (0.07x) - (0.07x) (0.02x) - (0.04x) 1.59x 1.52x 

S&P FFO/Debt 15% 9% 18.1% 15.5% (0.4%) - (0.3%) (0.3%) - (0.3%) (0.1%) - 0.6% 17.4% 15.5% 

Dividend Yield exc return of capital   3.0% 3.6% (1.3%) - (2.0%) (0.4%) - (0.4%) (1.4%) - (1.4%) (0.1%) (0.3%) 

Southern (no�onal company gearing 60%, actual 67.7%) 

Fitch Cash 1.80x 1.40x 1.77x 1.84x (0.12x) - (0.12x) (0.07x) - (0.06x) (0.04x) - (0.05x) 1.55x 1.60x 

PMICR Nominal  1.80x 1.40x 1.94x 1.91x (0.11x) - (0.10x) (0.06x) - (0.06x) (0.22x) - (0.19x) 1.55x 1.57x 

Moody's AICR 1.70x 1.30x 1.77x 1.66x (0.12x) - (0.12x) (0.07x) - (0.06x) (0.04x) - (0.05x) 1.55x 1.42x 

S&P FFO/Debt 15% 9% 17.8% 14.8% (0.4%) - (0.4%) (0.3%) - (0.3%) (0.1%) - 0.5% 17.0% 14.7% 

Dividend Yield exc return of capital  3.0% 3.1% (2.0%) - (2.4%) (0.4%) - (0.4%) (1.3%) - (1.4%) (0.7%) (1.2%) 

41 We have conducted the pre-defined stress tests proposed by Ofgem and these can be found in sec�on K.1 (Appendix 1). 
Under all individual stress tests (e.g. Totex, Macro economic assump�ons and Incen�ves (RORE)), no sub investment 
downgrade triggers are met. The biggest impact is the RORE downside which is aimed at incen�ves and drops to around 
the sub investment grade threshold, however due to the small materiality on this area (maximum penal�es in GD2 are 
approx. 25% of the Ofgem stress test value), we have not modelled this in our combined stress test. 

42 We have run a more robust, risk scenario above capturing a combined set of downside risks, shown in table 6B above, 
which recognises the asymmetric cost pressures that have not been funded in GD2 in Southern, risks of not accurately 
providing for the cost of debt (eg gas premiums) and macro assump�ons. Although Southern Network falls to BBB- / Baa3, 
when these stress tests are combined, it remains investment grade. However, longer term investability concerns set out 
throughout this annex remain.     

43 Please note the actual company base cash and nominal PMICRs are as per SGN’s forecasts, as per the ra�onale explained 
in sec�on B.2 above. All other actual company output, all no�onal company output and stress test output is from the 
BPFM (for the PMICRs stress test variances are applied to the SGN forecast actual company base case PMICRs).  Sec�on 
B.2 above also shows the actual company base cash and nominal PMICRs output from the BPFM. 

B.4 Financeability Challenges and Mi�ga�ons 
44 Whilst the ra�os in GD3 are just within the credit metric targets set out, using Ofgem’s working assump�ons (including 

neutral totex performance), we believe there are material financeability and investability challenges facing the Company, 
both in GD3 and the longer term. We have examined the building blocks of RORE and have determined that Totex and 
Financing are the two material drivers of risk. We have also captured the long-term risks iden�fied in the Finance Chapter 
and this annex rela�ng to financeability, investability and affordability. We believe this covers all applicable measures to 
aid financeability. As per the Ofgem business plan guidelines, we have therefore summarised in table 7B below an 
explana�on of the key areas of company risks SGN currently face and also in the longer term, mi�ga�ng ac�ons available 
to the company (including gearing) and what regulatory / government mi�ga�ons are required: 
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  Table 7B: Key Areas of Risk and Mi�ga�on Ac�ons (Company and Ofgem/Government) 

 Area Challenge Company Mi�ga�ons Ofgem / Govt mi�ga�ons 

GD3 Totex In GD2, Southern Network is 
overspending its Totex allowances 
by 8% (industry is overspending by 
5%). Risk Ofgem con�nue to 
underfund allowances in GD3. 

We have submited an efficient GD3 
Plan which we consider to be value 
for money. Due to the compliance 
nature of our business, there are 
minimal op�ons to cut discre�onal 
spend (which would be subop�mal 
to consumers).   

We set out proposals to 
strengthen cost assessment 
process to ensure all efficiently 
incurred costs (such as the cost of 
working in London / South-East) 
are fully funded. 

Cost of Debt Risk that due to increasing market 
pressures, financing costs will 
increase significantly in GD3, and 
the current funding mechanism will 
be insufficient. 

Mi�ga�ons were undertaken in 
GD2 to access wider markets and 
reduce short term cash interest 
through deriva�ves. Debt capacity 
is reducing, tenors shortening, 
spreads widening driven by 
regulatory / government policy out 
of our control. Refinancing risk will 
increase as debt investors shorten 
tenors and maturi�es become more 
concentrated.  

 
 
 

The cost of debt funding 
mechanism should have 
uncertainty measures in place to 
ensure that all efficiently incurred 
gas premiums are fully funded. 
We also believe in parallel, a 
review of the appropriateness of 
the iBoxx u�li�es index used to 
calibrate ex-ante allowances 
should be reviewed. 

Addi�onal 
Borrowing 
Costs (ABC) 

Risk that efficiently ABCs are not 
covered by the GD2 25bps 
allowance in Ofgem's working 
assump�ons. Shorter tenors / 
higher interest rates make the 
con�nua�on of 25bps 
unsustainable. 

ABCs are market driven. Ofgem should adopt our ABC 
proposals for 48bps plus 12bps to 
recognise a small company 
premium in Scotland. 

Disconnect 
between 
RAV and 
Totex longer 
term 

Risk that as RAV falls to low levels 
in 2040s faster than Totex, equity 
return risk buffers through cost of 
equity are insufficient to 
compensate for Totex risks.  

None available without impac�ng 
network safety and reliability. 

SGN's trigger op�on for 
accelerated deprecia�on par�ally 
mi�gates if holis�c pathway does 
not materialise but more 
fundamental reform of RAV 
based model required.  

Longer Term 
Revenue 
recovery 

In the 2040's there is a risk that as 
bills become unaffordable, Totex / 
pass-through Costs as well as 
deprecia�on are not recovered. 

None available without impac�ng 
network safety and reliability. 

Charging reform needed to 
ensure all efficient costs are 
recovered from a wider customer 
base (e.g. all energy uses, general 
taxa�on etc.) Accelerated 
Deprecia�on alone will not 
mi�gate this material propor�on 
of the bill. 

Gearing 

There is a risk that interest costs 
become too high to support credit 
metrics.  

Gearing level at around 65% to 67% 
already supports a BBB+ / Baa1 
investment grade target ra�ng and 
not excessive compared with 60% 
at the no�onal level. 
Reducing gearing further would 
directly impact our underlying 
dividend yield, which is already 

True up for gas premiums 
incurred in GD3 and an 
appropriate underlying dividend 
yield (consistent with cost of 
equity) would mi�gate 
unnecessary need to de-gear.  
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 Area Challenge Company Mi�ga�ons Ofgem / Govt mi�ga�ons 

below the appropriate level for cost 
of equity and would be insufficient 
to atract investment. 

Investability Risk that Gas Networks cannot 
atract / retain equity as the 
Network does not appear to be an 
atrac�ve proposi�on.  

None available without impac�ng 
network safety and reliability. 

An appropriate cost of equity 
supported by robust CAPM 
methodology and Cross Checks 
together with the necessary 
reform of the regulatory model. 

Source: SGN Analysis 

Sec�on C SGN’s Alterna�ve Working Assump�ons 
45 Our assessment of alterna�ve working assump�ons is divided into three sec�ons.  

• The first, sec�on C.1, assesses the impact of accelerated deprecia�on and looks at the challenges that this creates if 
we assume that the holis�c transi�on pathway is maintained and the challenges if the counterfactual is maintained. 
We propose an alterna�ve ‘calibrated’ accelerated deprecia�on approach which avoids locking us into a pathway 
prematurely.  

• The second, sec�on C.2, assesses the evidence that iden�fies a recalibra�on of the cost of equity is appropriate when 
taking into account future of gas risk, market calibra�on and methodological issues 

• The third, sec�on C.3, assesses the evidence on the cost of debt and the risk premium that markets are already pricing 
into the cost of debt and how this has arisen during GD2. We then assess the risk that further increases may happen 
during GD3. We therefore propose an ex-post true up mechanism that would ensure that the cost of debt allowance 
appropriately reflects current market evidence and captures further changes in the percep�on of gas sector risk. 
Finally, we consider the appropriate level of Addi�onal Borrowing Costs for GD3, which we believe needs to increase 
significantly from the allowances in GD2. 

46 We believe our alterna�ve assump�ons are realis�c and in the best interests of consumers because: 

• We demonstrate our alterna�ve approach to accelerated deprecia�on is in consumer interests – as it avoids 
poten�ally unnecessary bill increases in GD3 without crea�ng new issues over the longer term. 

• Gas Networks need to be investable and financeable longer term to maintain safety and reliability. 

• This will also allow the gas networks to play a full role in the orderly transi�on to net zero.  

• Risk of downgrades will increase the cost of debt significantly, again not in consumer interest 

47 These measures need to be taken in conjunc�on with wider reform of the regulatory model which needs to be clearly 
signalled in the GD3 final determina�on including: 

• commitments to RAV and Cost recovery. 

• mechanisms to share future costs that are unaffordable to gas consumers (par�cularly in the 2040’s) across a wider 
customer base (in certain energy pathways). 

• longer terms mechanisms to deal with financeability concerns as RAV falls faster than Totex and debt moves to a more 
amor�sing structure. 

48 All these require Ofgem and Government leadership supported by the industry.     
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C.1 Accelerated Deprecia�on 
Key conclusions  

49 As set out in Chapter 10 of the SGN Business Plan, SGN recognises that Ofgem considers Accelerated Deprecia�on to be an 
important tool to mi�gate the percep�on of asset stranding, smooth customer payments and avoid unaffordable bills. 
However, our assessment shows that the adop�on of Accelerated Deprecia�on does not achieve these objec�ves and 
creates addi�onal issues for consumers and stakeholders which are set out below.  

50 We have considered the applica�on of Accelerated Deprecia�on under two of the FES customer transi�on scenarios – 
holis�c and counterfactual (shown in figure 1C below) - both of which present significant but different concerns;   

• In the first scenario, where customers migrate away from the network as an�cipated under the holis�c scenario, we 
find that customer bills are peaky and reach unaffordable levels. These unaffordable bills increase the risk of RAV and 
ongoing costs non-recovery. In addi�on, as the RAV is reduced significantly, the approach will result in the return on 
the RAV being insufficient to compensate investors for the risks of opera�ng the network and debt tenors will reduce 
to the point that funding will need to switch to an amor�sing basis.  Both of these factors will result in addi�onal costs 
for consumers.  

• In the second scenario, counterfactual, there are sufficient customers remaining on the network to provide for smooth 
and affordable bills to mi�gate percep�ons of risks to RAV recovery.  However, where an Accelerated Deprecia�on 
profile such as proposed by Ofgem is adopted, the RAV will be reduced and so the addi�onal costs to provide for 
appropriate returns and amor�sing debt will s�ll be incurred. In addi�on, customers in GD3 & GD4 would have paid 
higher bills for accelerated deprecia�on that was neither required nor appropriate. 

51 Given the implica�ons of the above, we have proposed an alterna�ve ‘calibrated’ approach – which is effec�vely a variant 
of the accelera�on factor based approach proposed by Ofgem, to accelerated deprecia�on, that links customer migra�on 
numbers (and therefore economic use of the asset) to the rate of deprecia�on. We believe that this approach provides an 
appropriate level of flexibility to calibrate accelerated deprecia�on to customer behaviour rather than locking down a 
high-risk approach today in the absence of answers to some fundamental ques�ons that are outstanding. 5 

52 However, in isola�on accelerated deprecia�on does not and cannot address the RAV recovery issues and cannot solve 
these wider cost recovery issues. We believe poten�al solu�ons are dependent on Government policy addressing the 
ques�on of how RAV recovery and ongoing costs should be recovered when there are fewer customers remaining on the 
network, alongside how the costs of service disconnec�ons and the cost of de-energising and decommissioning the 
network should be recovered. This wider policy context needs to be developed urgently and signalled as a part of the GD3 
process to maintain investor confidence. 

53 This sec�on sets out more fully the evidence and analysis suppor�ng our conclusions and why we believe our proposal is 
in consumer interest. 

Ofgem Working Assump�ons 
54 Ofgem sets out four op�ons in the SSMD for Accelerated Deprecia�on, to address the issues iden�fied: 

1. Depreciate all assets by 2050 (Sum of Digit). 

2. As 1 but with accelera�on factor to speed up / slow down levels of deprecia�on. 

3. Depreciate all assets by 2050 (Straight line with accelera�on factor). 

4. Depreciate new assets only by 2050. 

55 Ofgem guidance for companies’ Business Plans was to include op�on 2 with a deprecia�on factor of 1. This makes op�ons 
1 and op�on 2 equivalent in terms of outcomes.  

 
5 In addi�on to considering deprecia�on profile our analysis has also considered recovery of Totex (and pass-through) costs. Without confidence in cost 
recovery there can be no confidence in RAV recovery and there would be significant financeability challenges. This is par�cularly important as costs will 
not reduce in propor�on to reduc�ons in customer numbers. This is because given gas networks investment is driven by safety and reliability requirements 
rather than volume of gas consumed or customers on the network. Accordingly, many of our costs are largely fixed at current levels longer term. The 
challenge is therefore one of cost recovery against a decreasing customer base. It should be noted that the Totex and pass-through costs in our modelling 
exclude service disconnec�ons and network de-energisa�on and decommissioning.   
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56 Ofgem asked companies to assess these op�ons (and any alterna�ves) using the following criteria of: (i) customer bills 
during RIIO-3; (ii) future customer bills, (iii) perceived asset stranding risk and (iv) financeability.  

57 We have employed op�on 2 as requested, and consistent with Ofgem’s guidance include an alterna�ve op�on for the 
reasons set out below, using the same assessment criteria as Ofgem proposed.  

Customer Bill Impact 
58 The impact on current and future customers’ bills is very important to us and Ofgem. We have undertaken analysis to 

consider the impact on customer bills of the different Accelerated Deprecia�on op�ons and with different FES scenarios. 
Figure 1C below shows the customer numbers of the holis�c and counterfactual scenarios for SGN. 

59 In contrast to Ofgem’s analysis that only considered the impact of deprecia�on on customer bills, our analysis has included 
the full customer bill impact i.e. it also includes forecast Totex costs, pass through costs and return on the RAV. A full 
analysis of all cost impacts (our analysis does not include disconnec�on or de-energisa�on and decommissioning costs) is 
required to understand the full impact on customer bills. A par�al assessment risks introducing incorrect policy solu�ons. 

60 We have projected longer term Totex forward to 2050 based on the following assump�ons in table 1C below: 

Table 1C: Long Terms Totex assump�ons 

Cost Descrip�on 

Direct Opex Maintenance and repair 
costs, emergency work  

80% of GD2 average is 
fixed, 20% is scaled with 
total customer numbers 
 

GDNs are obliged to resource for emergency 
response standards and maintenance schedules 
irrespec�ve of customer numbers. Majority of costs 
are caused by age, loca�on and third-party 
interference rather than customer numbers. 
As set out in the main business plan, I&C customers 
would s�ll need a significant propor�on of the 
network opera�onal. 

Indirect Opex Business support costs 
such as expenses on HR, 
regula�on and buildings 

80% of GD2 average is 
fixed, 20% is scaled with 
total customer numbers 
with a 5-year lag 

A propor�on of indirect opex is also de-linked from 
customer numbers, for the same reasons as above. 
Many of these costs are essen�ally fixed overheads. 
Variable costs only adapt to customer numbers with 
a lag taking �me to adapt. 

Load-related 
capex 

Assets to accommodate 
changes in the level or 
patern of gas supply 
and demand  

20% of GD2 average is 
fixed, 80% is scaled to 
total customer numbers 

New connec�ons and reinforcement likely to reduce 
with customer numbers, albeit a small propor�on 
fixed. Note: this is a rela�vely small propor�on of 
GDN totex. 

Figure 1C:  Customer numbers by Scenario 
Residen�al Customer numbers  Industrial and commercial customer numbers  

  
Source: SGN analysis on NESO Future Energy Scenarios (table ED3 Gas and heat demand summary) 
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Cost Descrip�on Cost evolu�on beyond 
RIIO-GD2 Ra�onale 

Non-load-
related capex 

LTS, Storage & Entry, 
Governors, SIU, other 
network and non-
network capex 

80% of GD2 average is 
fixed, 20% is scaled with 
total customer numbers 
with a 5-year lag 

Flexing LTS, Storage & Entry projects will take �me, 
hence the 5-year lag 

Repex Costs of the 
replacement of metallic 
pipes (e.g. HSE-led Iron 
Mains Risk Reduc�on 
Programme) 

Trends down a�er T1 
programmes ends in 
2032:  
20% in low-gas and 50% 
in high-gas pathways  

Costs are likely to increase un�l 2032 due to 
complexity of work at the end of the Iron Mains Risk 
Reduc�on Programme.   
A�er 2032 it is likely T2 & T3 mains replacement will 
con�nue at an increased rate given evidence on 
mains deteriora�on (this is likely to be mandated by 
HSE). 

Non-
Controllable 
Costs 

Includes NTS Exit 
Charges, Business Rates, 
Shrinkage Gas 

Assumed 70% fixed and 
30 % variable with 
customer numbers 

Assuming NTS costs are largely fixed, and shrinkage 
will modestly fall as repex programme is completed  

Source: SGN Analysis 

61 The resul�ng Totex projec�ons (‘best view’) are shown in table 2C below: 

Table 2C: Totex scenarios under alterna�ve FES Scenarios 

 
Source: SGN analysis 

62 As set out earlier in the Main Business Plan, the Network element of the GD3 Domes�c Customer bill is forecast to be 
£186 which is broadly at the GD1 level (in 23/24 prices). However, policy proposals on semi nominal WACC and 
Accelerated deprecia�on, for GDNs specifically, will add approx. £45 p.a. to Domes�c Customer bills in GD3 due to the 
accelera�on of revenues. Service disconnec�ons (which are excluded above) would increase this figure further. 

63 Under the holis�c pathway, due to the declining customer numbers, bills become unsustainable around GD5 / GD6 
primarily because of ongoing cost and RAV recovery whereas under the counterfactual pathway, whilst bills are rising, 
they remain within credible levels. Table 3C below details the bill make up over �me in more detail. 

64 Analysing the bill buildup for SGN in GD7 more closely, it can be seen in table 3C below that deprecia�on only makes up 
approximately a half of bill whilst the total of deprecia�on and non-deprecia�on element averages £4,296 under a holis�c 
pathway: 

£m 23/24 Prices GD2 GD3 GD4 GD5 GD6 GD7 £m 23/24 Prices GD2 GD3 GD4 GD5 GD6 GD7
Opex 94 114 112 108 108 106 Opex 94 114 114 115 115 111
Repex 73 91 73 63 47 41 Repex 73 91 140 144 81 14
Capex 73 78 58 49 46 43 Capex 73 78 58 49 46 43
Totex 240 283 243 220 200 191 Totex 240 283 311 308 242 167

£m 23/24 Prices GD2 GD3 GD4 GD5 GD6 GD7 £m 23/24 Prices GD2 GD3 GD4 GD5 GD6 GD7
Opex 197 210 186 171 122 153 Opex 197 210 189 184 126 161
Repex 226 332 200 123 119 88 Repex 226 332 355 328 206 210
Capex 81 123 94 87 82 77 Capex 81 123 94 87 82 77
Totex 504 664 480 381 322 317 Totex 504 664 638 599 414 447

Holistic customer profile EXCLUDING disconnection Counterfactual customer profile EXCLUDING disconnection

Scotland

Southern

Scotland

Southern
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Table 3C  Comparison of Deprecia�on vs Total Revenue By Price Control 

 
Source: SGN analysis 6 

65 Using the holis�c scenario, none of the accelerated deprecia�on (AD) op�ons solve or even materially mi�gate the 
adverse impact on bills, as shown in table 4C below.  The AD proposal as set out therefore fails to have the stated effect 
which underpins its introduc�on. 

Table 4C – SGN Customer Bills by AD Op�on(2023-24 prices) 

  
Source: SGN analysis 

66 The increase in bills, under the holis�c pathway, starts to become excessive from GD5 (10 years from now) under any of 
the Accelerated Deprecia�on op�ons and is completely unaffordable from GD6 onwards, significantly risking  
recoverability of RAV and ongoing opera�ng costs as a result. Unless mi�gated, this will completely undermine 
investability. While there are some differences, 
given the unaffordability with any of the 
op�ons, any differences are largely irrelevant.  

67 This analysis illustrates that the risks of 
unaffordable customers’ bills is not a func�on of 
the choice of deprecia�on policy, but rather a 
func�on of the impact of low u�lisa�on of the 
gas network.  This is an issue that is not solved 
or materially mi�gated, in any way, through 
changes in deprecia�on policy, without other 
suppor�ng policy changes.  

68 Figure 2C shows that the real RAV declines 
under both deprecia�on scenarios with the 
Accelerated Deprecia�on Op�on 2 RAV 
deprecia�ng to zero by 2050. Under the current 
policy, undepreciated RAV would be around 

 
6 Note – the 82% is an es�mate of total revenue passed on to domes�c customers. 

Figure 2C SGN real RAV £m 23/24 prices 
  

 
Source: SGN analysis 
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£5bn in 2050 – if the counterfactual customer profiles materialised, there would s�ll be around 3 million consumers to 
con�nue funding the RAV post this date. 

Financeability Concerns from Accelerated Deprecia�on 
69 One of the objec�ves of the introduc�on of AD is to provide for confidence of RAV recovery. However, as shown in Table 

4C above, RAV recovery by 2050 using AD is dependent on unaffordable bills, which means in prac�ce that it cannot 
provide adequate comfort that RAV can be recovered in any realis�c scenario.  

70 A further issue with introducing AD in GD3 is 
that AD in itself creates addi�onal 
financeability and investability issues.  Figure 
2C shows the impact of AD op�on 2 (with a 
factor 1) on the level of RAV. This highlights 
that Ofgem’s working assump�on results in a 
significantly lower RAV by GD5. The lower 
RAV will have a number of significant 
consequences.  

71 Firstly, as shown in figure 3C, the allowed 
equity risk premium component of revenue 7 
will reduce significantly and will reach a point 
where the £ value of the equity return buffer 
will not be sufficient to compensate for the 
risks involved in running the network.  These 
risks will be largely similar to today, even with 
a loss of customers. This is because we need 
to fully maintain the network whilst there is 
gas being contained within it, in a safe manner in accordance with our licence and broader regulatory obliga�ons.  

72 Secondly, in its financeability assessment for GD3 (and previous price controls) Ofgem asked for a 10% Totex over-spend 
sensi�vity.  This implies that an equity return (risk premium) buffer of at least 10% of Totex should be maintained to be 
able to accommodate Totex varia�ons. As shown in the analysis in Figure 3C above, the level of RAV would fall below this 
level from the end of GD5 as indicated by the doted line. Maintaining an equivalent equity return buffer to accommodate 
totex varia�ons once the RAV is largely depreciated would need to be added as a building block to the regulatory model.  

73 As a result, at this point the regulatory model breaks down and a new approach is required to ensure that investors (both 
debt and equity) are atracted into, and stay in, the market.     

74 The KPMG report ‘Debt Market Analysis: GDNs and UK regulated comparators’ (SGN-GD3-ECR-05, provided to Ofgem 
earlier in the year) showed that for gas distribu�on companies the tenor of bond issuances debt is shortening rela�ve to 
other GB network companies and cost of debt is increasing rela�ve to the tenor-adjusted iBoxx U�li�es index.  As 
regulators signal the point at which the RAV will reduce to zero, debt providers will logically shorten the tenor further, 
which will increase concentra�on refinancing risk as tenors become shorter and shorter and a point will be reached where 
the nature of financing will need to change from fixed period debt to a form of annual amor�sing debt, which will be more 
expensive to fund.  This is a further addi�onal cost that is a consequence of the introduc�on of AD. 

Uncertainty over Customer Pathways 
75 The above has demonstrated that: 

• There is a cost recovery concern as customer numbers decline and bills become unaffordable irrespec�ve of whether 
accelerated deprecia�on is u�lised or not; 

• Assuming customer decline along the lines set out by the holis�c scenario, then the cost recovery concerns create a 
risk around RAV recovery that AD was looking to avoid in the first place; 

• If customer numbers decline at the pace iden�fied by the counterfactual, then cost recovery concerns do not arise to 
the same extent; 

 
7 the allowed equity risk premium component of revenue is the allowed equity return less the risk-free rate, in £ terms 

Figure 3C RAV, equity return (risk premium) and totex 
requirements (£m nominal) 

 
Source: SGN analysis 
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• With accelerated deprecia�on as the RAV declines the £value of the equity return buffer diminishes to the point that it 
does not compensate for the risks or provide a sufficient incen�ve to invest; 

• As the RAV declines, addi�onal funds need to be put aside to cover the totex risk that occurs on an annual basis; and 

• The current regulatory model does not operate as an effec�ve support of either financeability or investability once the 
RAV has depleted.   

76 From the above analysis it is clear that there are significant 
doubts about whether the proposal to introduce any of the 
proposed AD op�ons sa�sfy Ofgem’s own criteria. We do not 
consider that the introduc�on of AD will in any way mi�gate 
investor concerns over percep�ons of asset stranding risk, 
reduce the risk of unaffordable bills or provide confidence in 
repayment of debt and equity investment.  

77 These are significant issues with the proposed approach and 
as a result it is appropriate to stress test the outputs against 
alterna�ve scenarios where the customers do not behave in 
the way that is forecast by the FES scenarios.   

78 We consider there to be a number of reasons why tes�ng 
against an alterna�ve forecast is appropriate: 

• The lack of evidence of an alterna�ve hea�ng solu�on 
being adopted by consumers through a consumer-led 
transi�on , i.e. there is not evidence suppor�ng scenarios 
that an�cipate a full household transi�on by 2050. 

• The lack of evidence that the technology iden�fied by FES as delivering this change is being supported to the extent 
an�cipated by consumers purchasing paterns today. In the last two years only 80,000 customers have installed heat 
pumps compared to the 1 million iden�fied in the FES ‘Leading the Way’ scenario. 

• The FES scenarios vary significantly from year to year. Figure 4C above outlines the varia�on in es�ma�ons for the 
uptake of heat pumps between the 2022, 2023 and 2024 itera�ons of the FES across the three primary Pathways and 
the counterfactual. The bar shows the range in each year and the line shows the trajectory between the mid points. 
This shows a significant variance between forecasts. For example, the 2030 forecast (red box) for heat pumps has been 
revised downward by 58% in just two years from 6.9 million (2022 es�mate) to 2.9 million (2024 es�mate). 

79 Given the consequences set out above of significantly reducing customer numbers, significantly reducing RAV and a 
regulatory model which requires adapta�on under a declining RAV and customer number scenario, it is important that all 
implica�ons are fully assessed and considered.  

80 The issues above highlight the poten�al issues that may arise from the introduc�on of AD in the longer term.  However, 
there are also short-term issues, with a significant number of customers struggling with bills it does not seem appropriate 
to add further to bills unnecessarily in GD3 from the introduc�on of AD, which would add £35 per annum to GD3 bills 
unless there are clear and tangible long-term benefits. 

81 This suggests that customers would be beter served by means of a flexible re-opener or trigger mechanism which reflects 
that which is actually being experienced as both and customer behaviour con�nues to evolve.  

SGN Alterna�ve ‘Calibrated’ Accelerated Deprecia�on Profile 
82 We have therefore included an alterna�ve proposal which aligns with Ofgem’s op�on 2 approach of reviewing the 

accelera�on factor in light of experience and new informa�on and provides a calibrated mechanism to determine the level 
of the accelera�on factor.   

83 The calibrated mechanism could be used to implement Op�on 2 and allows the level of the accelera�on factor to reflect 
actual experience of customer switching to an alterna�ve hea�ng source in a given year, without the need to follow any 
forecast profile of transi�on.   

84 The alterna�ve proposal would assess the current rate of transi�on of customers to alterna�ve hea�ng op�ons and take 
the assump�on that the rate of change would con�nue at the same rate in the future and the date at which full transi�on 
would occur could be calculated.  

Figure 4C: Es�ma�on ranges for heat pump uptake 
by FES pathway between 2022 and 2024 (millions) 

 
Source: SGN Analysis 
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85 The accelera�on factor would then be set at the rate necessary to fully recover the RAV by that date. If the level of 
deprecia�on generated from this method was less than the GD2 methodology, the exis�ng deprecia�on approach would 
be used.  Once the rate of transi�on was such that the RAV would be depreciated more quickly under the calibrated 
mechanism than under current policy, addi�onal accelerated deprecia�on would be charged.  

86 As a result, the level of accelerated deprecia�on would not be charged and reflected in customer bills un�l evidence from 
the rate of transi�on indicated that transi�on would occur faster that implied by current deprecia�on policy. Bills would 
therefore not increase in GD3 unless evidence of consumer switching supported the need for accelerated deprecia�on. 

87 Such a calibrated mechanism could be set out in the licence so that any changes are clearly understood and can be 
an�cipated and responded to. 

88 While the alterna�ve SGN mechanism will provide benefits and avoid the need for the RAV to be reduced or bills 
increased before there is tangible evidence of customers switching, it does not provide for a long-term affordable and 
financeable business should the level of customer atri�on forecast under the Holis�c Pathway ul�mately transpire. 
Accelerated deprecia�on, on its own does not and cannot provide the answer if there is a rapid decline in the u�lisa�on of 
the network. It is essen�al that Ofgem work with Government and key stakeholders to provide for the costs of energy 
transi�on to net zero to be shared across all energy customers.  In addi�on, there is a need, as u�lisa�on of the network 
reduces, for a longer-term evolu�on of the regulatory model from that of simply RAV/WACC building blocks. This needs to 
start in GD3. 

Social Impact of Accelerated Deprecia�on Op�ons 
89 We have examined the impact on customer bills of our proposed calibrated accelerated deprecia�on profile against 4 

other scenarios.  These are: 

• Scenario A: creates the ideal deprecia�on charge (same cost per customer per year) with perfect knowledge of 
customers’ movements.  

• Scenario B: represents the Ofgem base case of Op�on 2 with an Accelerated Deprecia�on factor of 1. 

• Scenario C: uses our proposed calibrated accelerated deprecia�on factor, aligned with the number of customers 
leaving the network.  

• Scenario D: uses the same approach as Scenario C but includes an equalisa�on mechanism that looks to equalise the 
cost to customer over the remaining life of the asset. 

• Scenario E: assumes no change on exis�ng deprecia�on policy. 

90 The impact of each of these is shown in Figure 5C below in terms of the level of deprecia�on per residen�al customer and 
the total deprecia�on observed assuming that the holis�c pathway is maintained.  

Figure 5C Deprecia�on Per Residen�al Customer and Total Deprecia�on, By Scenario 
Deprecia�on per residen�al customer (£23/24 real) Total depreca�on (floor = cf, £m 23/24 real) 

  
Source: SGN Analysis 

91 This iden�fies that:  

• Scenario A (perfect knowledge) has the same cost per customer throughout the holis�c pathway, leading to high level 
of RAV recovery in the first years of GD3 and rapidly declining therea�er as customer numbers reduce. This is the 
‘fairest’ approach, if there is perfect knowledge. 
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• Scenario B (Ofgem’s business planning requirement) deprecia�on costs increase rapidly over �me, but pace of 
accelerated deprecia�on lags behind C and D. Charges for customers become unaffordable. 

• Scenario C (our proposed calibrated mechanism) would both introduce higher levels of accelerated deprecia�on once 
consumer migra�on has picked up compared to scenario B with a significant step change an�cipated in GD5, if the 
holis�c pathway was followed a�er a slower start.  

• Scenario D (calibrated mechanism with equalisa�on) aims to provide for intergenera�onal fairness once the rate of 
change was sufficient to jus�fy moving to AD but as it always assumes that the rate of change is linear from the last 
year’s change as such it does not achieve the same consistency as Scenario A.  

• Scenario E assumes network u�lisa�on and customer numbers follow the FES24 Counterfactual pathway and the 
network is depreciated consistent with the current policy.  

92 If there was confidence that the holis�c pathway would materialise, an equalisa�on approach (scenario D) would provide 
for a more even charge over �me and avoid completely unaffordable charges in future periods. As outlined above, it 
cannot however on its own deal with increased charges on Totex for low u�lisa�on and the framework would con�nue to 
present financeability challenges once RAV was significantly reduced, requiring addi�onal returns and different financing 
approaches. 

93 Ofgem’s (scenario B) approach to accelerated deprecia�on means that should holis�c pathway materialise that individual 
customers are undercharged in the short term and significantly over-charged in the later years; however, should a scenario 
closer to counterfactual emerge, Ofgem’s scenario B would result in customers paying higher than necessary or 
appropriate bills and ul�mately give rise to higher costs than under the accelerated deprecia�on trigger mechanisms. 
Ul�mately Ofgem’s Scenario B is not as effec�ve as Scenario A or D in providing fairness in the context of Ofgem’s 
consumer duty. 

94 Under the calibrated accelerated deprecia�on approach (scenario C) any increase in bills is deferred under the holis�c 
scenario un�l 2035 when the rate of customer transi�on jus�fies it introduc�on. Bills then increase above Ofgem’s 
approach when the trigger is first ac�vated but avoids massive increases in charges in later periods.     

95 The above assume that the holis�c pathway is followed. If the counterfactual out turned in reality, the trigger approach 
would have avoided an unnecessary bill rise in GD3, with no subsequent costs.  

Ini�al conclusions 
96 If the counterfactual scenario turns out to be reality, there would be a high cost of implemen�ng AD from the start of 

GD3:   

• The present cost (PC) of the deprecia�on component of residen�al customer bills to 2050 (assuming a 3.5% societal 
discount rate) would be £2.8bn more than would have been the case with the exis�ng deprecia�on approach. 

• An addi�onal cost of £490m (PC terms) would be incurred to provide for the addi�onal return required to support 
totex risk from 2038.  

• There would be other addi�onal costs associated with debt refinancing and poten�ally higher costs of shorter tenor 
amor�sing debt. 

97 Even if the holis�c scenario does turn out to be reality, the PC of the deprecia�on component of customer bills would 
effec�vely be unchanged (scenario D) or be s�ll lower with the calibrated mechanism (scenario C) compared to Ofgem’s 
SSMD posi�on (scenario B). 

98 The PC of deprecia�on component of customer bills would be £659m lower (scenario C), driven by the bill profile over 
�me, where AD is only switched on with clear evidence that transi�on is happening at a sufficient rate. 

Table 5C: Present cost of total deprecia�on charged to residen�al customers to 2050  
 3.5% discount rate (£m 23/24 real) 
 positive = Present cost of additional 
depreciation 
‘-‘ no change  

Variance if Holis�c 
Transi�on pathway 
transpires 

Variance if Counterfactual 
pathway transpires 

Scenario B: (Business plan 
requirement) 

No change 2,781 

Scenario C: (Calibrated 
mechanism) (659) Not required  
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99 Furthermore, given there are 
ques�ons around feasibility of 
bills in later periods, it may be 
more appropriate to place greater weight on bills in GD3-4, which would support the introduc�on of a trigger to mi�gate 
against unnecessary near-term bill rises if the counterfactual outurns. 

100 By crea�ng a direct link between the rate of customer atri�on and AD, the calibrated mechanism would also provide 
greater certainty to investors as to how AD may be assessed in future price controls. If Ofgem were to implement this 
proposal today, it would provide an indica�on of how the AD factor would be calibrated at RIIO-4 and beyond, if customer 
numbers were not to outurn in line with the holis�c pathway in GD3. 

101 A calibrated mechanism could in theory lead to significant shi�s in accelerated deprecia�on factors if there was a mass 
movement away from the gas network, however real world constraints (supply chains, installer numbers and customer 
iner�a) mean such a scenario could not be realised in prac�ce. 

102 The analysis, in table 5C above, has not considered the impact of service decommissioning and de-energisa�on or 
decommissioning more generally. As a broad es�mate, as customers leave the network gas distribu�on companies need 
to ensure that the service is decommissioned.  The current costs of this in SGN are £1300 per connec�on. With 6 million 
customers to disconnect this will result in a cost of up to c.£8bn (dependent on level of customer funded disconnec�ons), 
which if it occurs over a rela�vely narrow period of �me will be unaffordable. Even over the period of 25 years to 2050 this 
would amount to £320m pa which would represent a c.25% increase in revenues to be absorbed by an ever-decreasing 
number of customers. This is before the significant cost of decommissioning the mains network.   

103 Once the network is closed down there will be a need to be a complete and safe decommissioning of the network, which 
will need to be funded as there will be no customers to contribute to the costs.    

C.2 Cost of Equity 
104 The capital markets and macroeconomic contexts we are currently facing are markedly different from those when the 

RIIO-2 price controls were being determined. It is therefore cri�cal that the regulatory allowance enables companies to 
offer investors returns that are atrac�ve and provide companies with reliable access to sufficient capital. A series of cost 
of equity, and cost of equity cross checks, reports have been prepared by Oxera and Fron�er to provide the evidence base 
to determine an appropriate cost of equity range that SGN can propose. 

105 Oxera have writen three reports that provide the evidence base to determine the appropriate cost of equity that SGN can 
propose: 

1. RIIO-3 Cost of Equity – CAPM Parameters (SGN-GD3-ECR-12), sets out the cost of equity parameters that are applicable 
to all energy networks, i.e. energy networks baseline es�mates for RIIO-3, before the considera�on of sector specific 
forward-looking risks; 

2. Cost of Equity for RIIO-GD3 (SGN-GD3-ECR-13), sets out evidence of how to reflect gas specific risks in an appropriate 
GDN Cost of Equity range, through a revised GDN asset beta allowance; and 

3. Regulatory Regimes and Business Mixes of Relevant European Comparators (SGN-GD3-ECR-14), assesses whether the 
five European energy network comparators iden�fied by Ofgem show similar, higher or low risk than GB energy 
networks. 

106 An execu�ve summary of these reports and their key findings are set out below. 

RIIO-3 Cost of Equity – CAPM Parameters (SGN-GD3-ECR-12) 
107 Oxera assess the evidence on the Risk Free Rate (RFR), Total Market Return (TMR) and Beta which are summarised below. 

They broadly welcome a number of changes to Ofgem’s methodology in the SSMD following the SSMC process, however, 
they do raise the following areas of disagreement in rela�on to Ofgem’s intended methodology for the es�ma�on of the 
CAPM parameters. 

Risk Free Rate (RFR) 
108 In the determina�on of the RFR, Ofgem does not account for the convenience premium embedded in the gilts, despite the 

existence of the convenience premium being well documented in academic literature. Moreover, other regulators, 
including the Compe��on and Markets Authority (CMA), the Civil Avia�on Authority (CAA) and the U�lity Regulator (UR), 
have adjusted the government bond yield for the convenience premium. Although the value of this premium varies over 
�me, making no adjustment for it when se�ng the RFR introduces a downward bias to the es�mate for a five-year price 

Scenario D:(Calibrated 
mechanism with equalisa�on) 24 Not required  

 

Source: SGN analysis  
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control period. They also note that despite the H7 and Northern Ireland Electricity decisions being published a�er the 
RIIO-2 appeals, the CAA and UR s�ll included a convenience premium. 

109 Furthermore, Oxera show that Ofgem’s exclusion of the premium rests on analysis that produces a nega�ve convenience 
premium. This is inconsistent with the extensive evidence, presented in the report, suppor�ng a posi�ve convenience 
premium. 

110 Correc�ng Ofgem’s calcula�ons results in a posi�ve convenience premium of 0.27% above a 20-year ILG (RPI-real) of 
1.16% (1st July 2024 cut off as per Ofgem’s latest WACC Allowance Model for RIIO-3).   

111 Based on the findings of the Oxera report (SGN-GD3-ECR-12), SGN recommend that this posi�ve convenience premium 
of 0.27% should be combined with the 0.11% RPI-CPIH wedge calculated by Ofgem, to give a RFR of 1.54% 

 

Total Market Return 
112 In their report Oxera set out areas iden�fied where Ofgem’s SSMD methodology should be revised. These are; 

• Ex ante TMR: The SSMD applies a downward adjustment (the Cost-of-Living Index (COLI)-Consump�on Expenditure 
Deflator (CED) adjustment) to the Dimson, Marsh and Staunton (DMS) decomposi�onal approach, to reflect the 
difference in the historical infla�on series used by DMS and Ofgem. This adjustment is no longer necessary, as DMS 
provides sufficient data to es�mate a nominal dividend growth rate which can then be deflated using the same 
historical infla�on series used by Ofgem to es�mate the ex-post TMR. Removing the COLI-CED adjustment while 
correc�ng the infla�on series significantly increases the value of the ex-ante TMR. In addi�on, the SSMD applies a 
downward adjustment for serial correla�on. However, there is no evidence of serial correla�on in the historical data at 
standard levels of sta�s�cal significance. As such, there is no basis for this downward adjustment when calcula�ng the 
ex-ante TMR. Finally, Ofgem gives equal weight to the ex-post and ex ante approaches. Oxera consider ex ante 
approaches to be not par�cularly informa�ve, for example because they involve a degree of subjec�ve judgement 
about how the future will be different from the past, and thus Oxera consider it is not correct to place 50% weight on 
historical ex ante approaches. Instead, Oxera propose that the TMR allowance should be informed predominantly on 
the basis of the one-year arithme�c mean approach, which gives a TMR of 6.96% (rounded up to 7.0%). However, to 
the extent that Ofgem decides to place any weight on historical ex ante approaches, Oxera state that the evidence 
presented in rela�on to the COLI-CED, and serial correla�on adjustments supports an ex ante TMR of 6.85% which is 
significantly higher than the es�mate set out in the SSMD of 6.50%. A higher ex ante TMR would also be aligned with 
the recent convergence between ex ante and ex post TMR that Oxera highlights. 

• The rela�onship between gilts and TMR: The SSMD proposes not to reflect the higher interest rate environment in the 
es�ma�on of the TMR, although it accepts that this is a poten�al issue. This is inconsistent with past regulatory 
prac�ce of reducing the TMR as interest rates decreased. Oxera also highlight that UKRN guidance states the TMR 
should not be considered to be fixed, but should be rela�vely less variable than the underlying RFR. Oxera 
recommends that Ofgem should reflect the current interest rate environment when se�ng the TMR range. Following a 
‘through the cycle’ approach that gives no weight to changes in market condi�ons risks underes�ma�ng the TMR and 
not suppor�ng companies in retaining and atrac�ng investment in RIIO-3, due to reducing investability (across the 
energy sector at a �me when the need for capital is increasing materially). 

113 The SSMD sets out an ‘early view’ on the TMR is a range of 6.50–7.00%. Oxera’s analysis of the historical evidence and 
current market condi�ons points towards a TMR range of 7.00–7.50% (CPIH-real) for RIIO-3. This range takes into account 
the ‘through the cycle’ es�mate, as well as current market condi�ons. In fact they cannot exclude the possibility that 
values higher than 7.50% would be required at this point in �me. 

114 It is highly likely that the recent increase in gilt yields will not have been en�rely offset by a reduc�on in the equity risk 
premium, and therefore will have led to upward revisions of investors’ expecta�ons of market returns. Oxera note that 
when a similar level of gilt yields was last seen, the TMR allowance was above 8.0% in CPIH-real terms.  

115 The rela�onship between gilt yields and TMR has also been analysed by Fron�er Economics (SGN-GD3-ECR-15), with its 
TMR cross-checks also suppor�ve of a TMR range for RIIO-3 of 7.00–7.50%, with a point es�mate towards the top of the 
range, in the current interest rate environment. Therefore SGN recommend a TMR value towards the top of a 7.0-7.5% 
range. 
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Beta 
116 Oxera are suppor�ve of including European comparators, sta�ng it is not clear why the asset risk between UK and other 

European energy networks would be seen as less relevant than the risk of two different industries in the same country, 
such as UK water and energy networks.  

117 At the same �me, they disagree with the SSMD’s decision to exclude Pennon from the sample of beta comparators and 
show that the concerns about Pennon’s historical non-water business are not supported by Oxera’s analysis. Moreover, 
the SSMD did not provide sufficient jus�fica�on for excluding Pennon, especially when considering that the company was 
part of the sample in RIIO-2. Therefore, and considering also that by the �me of the RIIO-3 final determina�ons there will 
be more years of Pennon data with a limited level of non-water business, Oxera believe it is appropriate to include Pennon 
in the sample. 

118 The SSMD sets out an ‘early view’ on the asset beta range of 0.30–0.40. However, Ofgem is expec�ng a higher beta for 
RIIO-3 compared with RIIO-2, and the regulator acknowledged that its preferred approach would result in a point es�mate 
towards the upper end of the 0.30–0.40 asset beta range. On this point, they note that current evidence suggests that 
there are many factors pu�ng an upward pressure on the risk of energy networks, poin�ng towards a range of 0.35–0.40 
or higher.  

119 More broadly, Oxera set out that equity returns will need to be set at a level that ensures the investability of the energy 
sector, not least because of the asymmetric consumer welfare loss in case of under-investment. The beta choice will be 
another significant determinant of investability (in addi�on to TMR). 

120 Taking all of this into account, Oxera consider a narrower beta range of 0.35–0.40 to beter reflect the challenges that 
energy networks will face during RIIO-3, before the considera�on of sector specific risks. SGN support this view of the 
energy networks beta range before considera�on of sector specific risks.  

Overall Cost of Equity before Gas Specific Risk are taken into account 
121 The ‘early view’ set out in the SSMD of the allowed cost of equity (CoE) for RIIO-3 is a range of 4.57–6.35% (CPIH-real, at 

60% gearing). This becomes a range of 4.60–6.36%, using 1 July 2024 as the cut-off date, with a midpoint of 5.45%. Oxera 
agree with the SSMD’s observa�on that focusing on ten-year betas and adding European companies to the sample would 
result in an es�mate in the upper half of the 0.30–0.40 asset beta range presented in the SSMD, and hence in the upper 
half of the CoE range. Resta�ng the SSMD’s CoE range for the upper end betas results in a revised SSMD CoE range of 
5.26–6.36%, with a 5.79% midpoint (using 1 July 2024 as the cut-off date). 

122 Adjus�ng the RFR, TMR and beta for the points discussed above results in an Oxera CoE range of 5.70–6.83% (CPIH-real, at 
60% gearing). The 5.45% midpoint of the range calculated using the SSMD methodology is below the botom of the Oxera 
CoE range. 

123 Table 6C below outlines the CAPM parameters underlying Ofgem’s 8 and Oxera’s CoE es�mates before incorpora�ng the 
evidence of gas specific risks. 

Table 6C: Ofgem SSMD CoE Range and Oxera CoE Range (Pre Gas Specific Risks) 

 

 
8 Based on a cut-off date of 1 July 2024. The value of Ofgem’s RFR differs from the value reported in the RIIO-3 SSMD, as the value in the table reflects 
Ofgem’s latest es�mate of the RFR included in the latest WACC Allowance Model for RIIO-3) 
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Source: Oxera 9 

Cost of Equity for RIIO-GD3  (SGN-GD3-ECR-13) 
124 There are gas sector-specific, forward-looking risks, that are not properly reflected within the sample that Ofgem 

examined in the SSMD (i.e. UK water, Na�onal Grid and European energy networks).   

125 In weighing the evidence at its disposal to derive its asset beta es�mate, Ofgem should account for the fact that the 
forward-looking risks faced by gas networks are inadequately captured by UK water networks, who face different 
systema�c risks compared to gas networks and whose RAV is expected to increase significantly by 2050. Overall Oxera 
consider that Ofgem’s statement that: 

‘The Water networks in England and Wales as having (…) thematically similar challenges relating to ensuring resilience, 
managing investment and adapting to climate change’10  

does not directly apply to the gas sector as the implica�ons of net zero for gas networks are very different to what they 
are for water companies, in par�cular in terms of required levels of investment and future u�lisa�on levels. Gas sector-
specific risks are also not fully reflected within the beta es�mates of Na�onal Grid, who divested gas assets from 2017 to 
2023 following its strategy to pivot its por�olio towards electricity.  

126 Therefore, it is appropriate to assess further evidence to inform a gas-specific asset beta range that would adequately 
represent the gas-specific risks faced by the GDNs in RIIO-3 and beyond. Due to the lack of pure-play publicly listed gas 
networks in Great Britain, Oxera focus their assessment on three listed European gas networks (which are in Ofgem’s beta 
sample), who face largely similar risks, under the regulatory frameworks in which they operate, as the GDNs. They also 
show how the use of European comparators in determining asset betas is not unusual for UK and European regulators, 
and review asset beta allowances by European regulators for gas transmission (GT), gas distribu�on (GD), gas storage and 
regasifica�on assets.  

127 In order to further inform our analysis of a gas-specific asset beta range, they then widen the sample of comparators to 
include network companies from other countries. As a star�ng point, they look at the interna�onal sample used by the 
New Zealand Commerce Commission (NZCC) for its beta allowance for energy networks—the NZCC screens for pure-play 
gas networks across Australia, New Zealand, the UK and the USA. Combined with the European gas network comparators, 
this results in a comparator sample of nine US gas networks and three European gas networks. 

128 Oxera observe that while the level of asset betas varies among companies, most asset betas in their analysis follow a 
similar patern over �me. The co-movement of gas network companies’ betas in the interna�onal sample they assess, 
supports their hypothesis that the risks of these companies are reasonably similar and representa�ve of the gas network 
sector.  

129 The overall asset beta range based on the described evidence is 0.29–0.50. They have narrowed down this gas-sector 
range of evidence to 0.40–0.44 based on the following considera�ons; 

• Oxera consider 0.40 to be an appropriate lower bound for their gas specific asset beta range, in light of European 
evidence, whether empirical (the evidence on the long-term European gas networks’ asset betas sugges�ng a figure 
towards the top of Ofgem’s own focal SSMD range of 0.35 to 0.40), or regulatory (precedents on the asset beta 
allowance for gas networks being in a range of 0.38–0.50). Furthermore, the empirical analysis of the asset betas of 
their sample across the two considered geographies (i.e. the USA and Europe) shows that most of the es�mated asset 
beta averages are above 0.40, with only the very short-term (i.e. the spot and two-year average of the two-year asset 
betas) below this mark. Given Ofgem’s view that more weight should be placed on long-term betas, supported by GB 
regulatory precedent by Ofwat, CMA and Ofgem, Oxera consider that the balance of the evidence supports a lower 
bound of 0.40.  

• As for the upper bound of the narrow range, Oxera consider 0.44 to be appropriate. Indeed, it is the midpoint of the 
range of European regulatory precedents on asset beta allowances for gas networks (0.38–0.50). It is also consistent 
with the average of the long-term betas in the two considered geographies within the sample (i.e. the USA and 
Europe). They note that in consolida�ng the upper bound of our narrow range, they retain the simple average of the 
European and US asset betas, which implicitly gives more weight to European evidence, as there are less European 
than US comparators in the extended sample.  

 
9 Note RFR of 1.27%, and thus CoE of 5.45%, differ from the values reported in SSMD (1.18% RFR and 5.43% CoE) as the value in the table reflects 
Ofgem’s latest es�mate of the RFR included in the latest WACC Allowance Model for RIIO-3. 
10 Ofgem (2024), ‘RIIO-3 Sector Specific Methodology Decision – Finance Annex’, 18 July, para 3.202. 
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130 Oxera then explain that while a 0.40–0.44 asset beta range robustly reflects gas-specific evidence, they observe that 
Ofgem will likely atribute some weight to the non-gas UK evidence (as per Ofgem’s SSMD sample), when forming a 
judgement on the RIIO-GD3 allowed beta.  In order to reflect this, Oxera assume a wider range of 0.38–0.44 for RIIO-GD3 
is appropriate to cross-check the calcula�on of the CoE based on the capital asset pricing model (CAPM). Specifically, the 
lower bound of this range is equal to the midpoint of Ofgem’s own focal SSMD range, and it is consistent with the lower 
bound of the precedents on gas asset beta allowances in Europe.   

131 Combining a GDN asset beta range of 0.38-0.44 with the RFR and TMR ranges used in their energy networks baseline cost 
of equity range, as set out in paras 107-114 above, Oxera recommend a RIIO-GD3 Costs of Equity Range of 6.0%-7.4% after 
incorpora�ng the evidence of gas specific risks, as shown in table 7C below.  Oxera also set out in their report how this 
range is supported by their asset risk premium-debt risk premium (ARP-DRP) framework as a cross check, incorpora�ng 
the gas premium in debt markets. 

Table 7C: Oxera RIIO-GD3 Cost of Equity Range 

 
Ofgem (SSMD) 

Mid-point 

 Oxera (evidence) 

  Low  High 

RFR 1.27%   1.54% 1.54% 

Debt beta 0.075   0.075 0.075 

Asset beta 0.35   0.38 0.44 

Notional Gearing 60%   60% 60% 

Equity Beta 0.76   0.83 0.99 

TMR 6.75%   7.00% 7.50% 

Cost of Equity 5.45%   6.0% 7.4% 

Source: Oxera 

132 Finally, Ofgem considers that changes to the beta comparator sample (i.e. the inclusion of European energy networks) and 
to the deprecia�on profile of the GDNs’ regulated asset value (RAV) (i.e. accelerated deprecia�on) are sufficient to reflect 
changes in the GDNs’ risk profile between RIIO-3 and RIIO-2. Oxera highlight that proposed changes to the deprecia�on 
schedule of network assets are not sufficient to fully eliminate the asymmetric risks of asset stranding and non-recovery of 
the ongoing costs of opera�ng the network, as uncertainty remains around networks’ future ability to recover their costs.  

133 While Ofgem indicated in the SSMD that it was considering aiming up within the asset beta range, Oxera note the 
regulator’s inten�on in doing so is to improve the accuracy of its asset beta es�mate (i.e. parametric uncertainty), and not 
to compensate for asymmetric risks. In light of the fact that asymmetric risks are not adequately addressed by the 
proposed regulatory package. Oxera’s view is that aiming up within the proposed cost of equity range provides a 
mechanism that Ofgem may use towards providing a compensa�on to GDNs for these risks, and set out how other UK and 
interna�onal regulators have recognised that if they are unable to fully address factors such as parameter uncertainty and 
asymmetric risks at source, aiming up might be necessary as an adequate way to counter the remaining risk. 

Mul� Factor Models (MFM) 
134 Ofgem acknowledged the importance of a “consistent and accurate assessment of beta” for investability, focusing on the 

inclusion of European comparators to improve the beta es�mate's representa�on of systema�c risks in UK energy 
networks. To date in the RIIO-3 process CAPM has been used to assess systema�c risk for energy networks. However, 
Mul� Factor Models are gaining prominence, and their use is an area of possible further development in the assessment 
of systema�c risks during the next phase of the RIIO-3 price control process. 

Review of the Regulatory Regimes and Business Mixes for Relevant European Comparators to Strengthen the 
Use of European Beta Data (SGN-GD3-ECR-14) 

135 The SSMD sets out a minded to posi�on of including a set of listed European energy networks, to act as addi�onal 
comparators when it evaluates systema�c risk. Ofgem will consider further, ahead of Dra� Determina�ons, whether the 
regulatory regimes and business mixes of the European comparators in its SSMD asset beta sample are suitably similar to 
GB networks. In this report Oxera assess the regulatory regimes and business mixes of the five European gas and 
electricity network comparators iden�fied by Ofgem (Enagás, Redeia, Italgas, Snam, Terna). 

136 Oxera find that risk factors rela�ng to the regulatory process are similar across the Bri�sh, Italian and Spanish regimes. 
Either the compe��on authority or a court hears an appeal rather than makes a redetermina�on. The regulators in these 
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countries have powers to operate independently. Regulatory frameworks in all three countries have been broadly 
consistent over �me, with methodologies and parameters being updated at each price control review. 

137 Furthermore, Oxera find that the design of the regulatory regime for energy networks is broadly similar across these 
jurisdic�ons. Companies are largely insulated from demand risk but face exposure to the risk that actual costs differ from 
the regulatory allowances. Although in Italy and Spain opera�ng expenditure and capital expenditure are regulated 
separately rather than being regulated as total expenditure (Totex), overall, they consider the level of cost risk to be 
broadly comparable to the regula�on of Totex under RIIO-2. Oxera summarise the results of their regulatory regimes risk 
assessment as per table 8C below; 

Table 8C: Summary of the Regulatory Regimes Risk Assessment 

 
Source: Oxera 

138 Finally, they find that the share of the comparators’ revenues from regulated networks in Spain or Italy accounts for the 
most significant por�on of the companies’ revenues. Oxera conclude that the business mixes and the regulatory regimes 
of the five European comparators iden�fied by Ofgem are sufficiently similar to GB energy networks for Ofgem to 
include them in their comparator beta sample used to es�mate the cost of equity. 
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Updated Cost of Equity Cross-Check Evidence (SGN-GD3-ECR-15)  
139 This report builds on the cross-check evidence Fron�er set out in its March 2024 Investability report 11, submited as part 

of SGN’s SSMC response. It provides updates for a range of cross-checks that test the adequacy of the Step 1 CoE and a 
further range of cross-checks that test whether the point es�mate and range for Total Market Return (TMR) set out in the 
SSMD is appropriate. These are reviewed below; 

Cost of Equity Cross Checks 
140 The overall finding of these updated cross-checks is that the CoE range proposed in the SSMD Step 1 CAPM es�ma�on 

is too low, as summarised in figure 6C.  

141 Furthermore, Fron�er highlight 
that the midpoint of Ofgem’s 
range will not sa�sfy its equity 
investability objec�ve and the 
top of Ofgem’s range falls below 
the point es�mate of the hybrid 
bond cross-check range 
(+6.6%), which is the CoE cross-
check which Fron�er considers 
the most relevant. 

Hybrid bonds are securi�es that 
combine debt and equity 
characteris�cs. Since the yield 
on these hybrid bonds is 
directly observable, with an 
appropriate assump�on on the 
propor�on of equity like feature 
of the hybrid bond, an expected 
return on equity can be implied.  
Chapter 2 of Fron�er’s report addresses the comments made in the SSMD Finance Annex on the evidence provided in 
response to the SSMC. Fron�er also note that the Asset Risk Debt Risk Premium (ARP-DRP) analysis, presented by Oxera in 
its Cost of Equity report 13 submited to Ofgem in response to the SSMC, also supported a significant increase in the RIIO-3 
Cost of Equity vs RIIO-2. 

142 Fron�er place least weight on the MARs inference analysis as set out in chapter 4 of their report. It is worth no�ng the 
ENW market-to-asset ra�o (MAR) was for an electricity network, and gas networks have significant uncertainty over the 
future of gas and the impact that will have.  Fron�er es�mate a MAR of less than one for Phoenix Gas. 

TMR Cross Checks 
143 Un�l now Ofgem has relied on survey evidence as its only cross-check evidence of its TMR range (in CPIH-real terms).  

Fron�er have developed a set of further TMR cross-checks based on market evidence to address this issue.  As shown in 
the graph below Fron�er’s TMR cross checks show that the TMR included in Ofgem’s CAPM (step 1) CoE calcula�on is too 
low, and this plays an important role in explaining why Ofgem’s overall CoE is found to be too low: 

 
11 Equity Investability in RIIO-3, a report prepared for the ENA (Fron�er, March 2024) 
12 Note – all figures in CPIH. To derive CPIH-real figures, Fron�er consider a CPIH assump�on of 2% and deflate nominal es�mates using the Fisher 
equa�on. 
13 RIIO-3 Cost of Equity (Oxera, February 2024) 

Figure 6C: CoE Es�mates and Cross Checks (CPIH-real) 

 
Source: Frontier Economics 12 
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Figure 7C: TMR Es�mates and Cross Checks (CPIH real) 

 
 

 

 

 

 

 

 

 

 

 

Source: Frontier Economics 14 

A TMR range consistent with Ofgem’s objec�ves and the UKRN’s Guidance 
144 Ofgem have stated a balanced set of cross checks can support safeguarding investability and looking ‘through the cycle’ 

when se�ng TMR.  Fron�er highlight that UKRN guidance supports a stable TMR. This means that the TMR (and thus CoE) 
can reflect movements in interest rates but not on a one-to-one basis. Fron�er consider that their TMR cross checks can 
inform a TMR range which is stable, investable and acknowledges Ofgem’s policy objec�ve of looking through the cycle. 

145 The TMR glider, which draws upon the rela�onship between market TMR and gilt yields, provides a framework for the 
TMR which moves with gilt yields but is much less than a one-to-one rela�onship, i.e. the TMR glider provides a 
framework for the TMR which is ‘stable but not fixed’ in line with UKRN Guidance.  The interquar�le range of the TMR 
Glider is 1% and Fron�er state this can be interpreted a reasonable range of varia�on of a stable TMR. 

146 Focusing on long run evidence from the TMR Glider, DGM and 124-year historic ex post average they find that the trend in 
these cross checks over �me support a long run uncondi�onal 15 TMR range of 6.5% - 7.5% around the 124-year average of 
7.0%, as illustrated in Figure 8C below: 

Figure: 8CTrend in TMR Glider, DGM and 124-Year Historic Ex Post Average Over Time 

 
Source: Frontier analysis 16 

 
14 All figures in CPIH real. To derive CPIH-real figures for the cross-checks, Fron�er consider a CPIH assump�on of 2% and deflate nominal es�mates using 
the Fisher equa�on. TMR Gilder range over the last 12 months, which is 7.77% - 7.95%, with an average of 7.87%. The DGM range represents the 
observed range over the last 12 months which is 7.07% - 8.69%, with an average over the last 12 months of 7.79%. All figures presented to 2d.p. 
15 Fron�er define an uncondi�onal TMR as uncondi�onal on prevailing market condi�ons 
16 CPIH-real figures have been derived using an infla�on assump�on of 2%, deflated using the Fisher equa�on. 
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147 Fron�er conclude that a long-run uncondi�onal, stable range of 6.5% - 7.5% CPIH-real, could be an approach to se�ng the 
TMR which meets the stated policy objec�ves.  They consider this range reflects a ‘through the cycle view’ and provides 
sufficient flexibility to allow Ofgem to respond to changes in the macroeconomic environment in a stable and predictable 
way. Focusing in on RIIO-3, Fron�er observe that the DGM and TMR Glider values have been consistently above the stable 
range in the last 24 months.  This indicates that the market required rate of return has been rela�vely high.  On this basis, 
and on the basis of the hybrid bond cross-check, Fron�er state there are strong reasons to set the TMR range at the top 
half of the stable range for RIIO-3, at 7.0% - 7.5%.  They highlight this is consistent with Oxera’s RIIO-3 CAPM report 
detailed above.  Finally, they recommend the point es�mate should be towards the top of the 7.0%-7.5% TMR range. 

Summary of our alterna�ve cost of equity proposal 
148 Taking the gas specific risk analysis into account, we are proposing a CoE range of 6.0% to 7.4%, in line with Oxera’s 

RIIO-GD3 CoE range. Given the asymmetric risks facing the GDNs and the strong evidence of cross-checks including 
TMR, amongst other important factors, the 6.7% mid-point is considered a minimum requirement of the allowed CoE. 
Dependent on how the dra� determina�on addresses the asymmetric risks set out in this Finance Annex (including 
considera�on of the wider policy issues recommended in this plan), the top end of our range is s�ll very plausible and we 
reserve our right to increase this mid-point. The mid-point is 1.3% higher than Ofgem’s CoE mid-point and 0.3% above the 
upper end of its range. Table 9C below provides a summary of the differences. 

Table 9C: SGN’s Alterna�ve Cost of Equity Proposal17 

 
Ofgem (SSMD) 

Mid point 

                           Oxera (evidence) 

 Low High Implied CoE Mid 
Point 

Risk Free Rate (RFR) 1.27% 1.54% 1.54%  
Debt beta 0.075 0.075 0.075  
Asset beta 0.35 0.38 0.44  
No�onal Gearing 60% 60% 60%  
Equity Beta 0.76 0.83 0.99  
TMR 6.75% 7.00% 7.50%  
Cost of Equity 5.45% 6.0% 7.4% 6.7% 

Source: Ofgem SSMD and Oxera 

Gas Distribu�on Networks’ Dividends in RIIO-GD3 (SGN-GD3-ECR-16)  
149 Ofgem’s dividend yield assump�on of 3% (excluding the accelerated return of capital) is significantly too low.  Ofgem 

should instead appropriately differen�ate the dividend policies of gas and electricity networks in its financeability and 
investability assessments, in par�cular, allowing for a higher underlying dividend yield for gas networks.   

150 Dividend expecta�ons depend on the ability of the business to reinvest the cash it generates into profitable investment 
opportuni�es: a business that is mature and less likely to expand will likely pay more dividends than a business that is 
growing its asset base. Any dividend yield set below the cost of equity implies the ability for the company to grow its per-
share dividend payments into perpetuity (and/or growth in the applicable equity RAV), which is an unrealis�c assump�on 
for the gas sector. This is reinforced by the evidence that trends in dividend payments between European gas and 
electricity networks have started to diverge as shown in Figure 9C below; 

 
17 Based on a cut-off date of 1 July 2024. The value of Ofgem’s RFR differs from the value reported in the RIIO-3 SSMD, as the value in the table reflects 
Ofgem’s latest es�mate of the RFR included in the latest WACC Allowance Model for RIIO-3. 
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Figure 9C: Dividend Yield of European Listed Gas and Electricity Networks 

 
Source: Oxera  

151 The average dividend yield of European gas networks has increased from 5.4% in 2018 to 7.4% in 2023, exceeding the 
average dividend yield of European electricity networks, the later remaining rela�vely constant over same period 
(between 4.1–4.8%). This is consistent with the differen�al growth rates in fixed assets on these networks’ balance sheets, 
with average asset growth of gas networks being lower than that of electricity networks as shown in Figure 10C below: 

Figure: 10C Dividend Yield and Fixed Assets Growth of European Listed Gas and Electricity Networks 

 
Source: Oxera  

152 Furthermore, the investability assessment should assess the ability of the regulatory framework to not only retain and 
atract, but also to return it to shareholders. Oxera welcome Ofgem introducing the addi�onal return of capital dividend 
assump�on, on top of the dividend yield, to maintain the no�onal capital structure in light of Ofgem’s working assump�on 
of accelera�ng deprecia�on to achieve a RAV of zero in 2050.  

C.3 Cost of Debt 
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Summary of our Cost of debt in GD3 

163 We recommend Ofgem sets an ex-ante allowance for the GDNs that incorporates an es�mated cost of debt premium for 
new debt (including refinancing) vs. allowance to the electricity sector (e.g. an upli� versus a given iBoxx U�li�es index). 
We es�mate that this is likely to be 30 to 50bps, based on analysis completed to date, but this should be updated closer to 
final determina�on. 

164 At the end of the price control period, we would support an end-of-period reconcilia�on mechanism (a true-up) that 
corrects for the actual risk premium experienced in GD3 by comparing the difference in the iBoxx U�li�es spreads on 
public bonds issued by gas and electricity networks during GD3. For example, by taking a spread to iBoxx U�li�es index for 
electricity issuance over GD3 and comparing it with the spread for GDN issuance. 

165 When comple�ng this analysis, the following factors need to be taken into account: 

 Allowances should also incorporate average cost of embedded debt for the sector, recognising the fact that new 
issuance is becoming increasingly more expensive during GD2 due to the stranding risk; 

 Cadent’s cost of embedded debt should be adjusted upwards to remove the benefits associated with the legacy 
debt raised by Na�onal Grid when Cadent was sold; 
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 The end of period true-up should eliminate the full impact of the asset stranding / cost recovery risk on the 
financing cost, so that shareholders are not exposed to value erosion. The risk premium should be isolated from 
all other factors impac�ng the outurn cost of debt and trued up; and 

 The ex-ante allowance is required to help financeability by ensuring cash flows service the more expensive debt. 

166 Notwithstanding the above, we also propose that the use of the iBoxx U�li�es index more generally for the gas sector 
should be reviewed to ensure the index beter matches the gas sector costs. 

C.4 Addi�onal Borrowing Costs 
167 Ofgem have incorporated a working assump�on of 25bps in their Cost of Debt Allowance. We submited two reports by 

NERA for energy networks and GDNs as part of our SSMC response recommending addi�onal borrowing costs (ABCs) of 
57bps for energy networks and 67 bps for GDNs, with a small company upli� of 14bps.  These reports, along with our 
review of these costs in compiling our business plan, are detailed below. We are proposing a central case of 48bps (upper 
end 58bps) with a small company premium for Scotland of 12 bps: 

NERA - Addi�onal Cost of Borrowing for the RIIO-3 Price Control (SGN-GD3-ECR-17)18 
168 As set out in table 10C below, NERA es�mate ABCs of 57bps p.a. for energy networks in RIIO-3, with a range of 54 to 59 

bps, compared to Ofgem’s RIIO-2 allowance of 25 bps. They es�mate an infrequent issuer premia of 14 bps p.a.  We 
understand that the data and modelling used has been shared with Ofgem by NERA.  

Table 10C:Energy Networks Addi�onal Borrowing Costs for RIIO-3 (NERA) 

 
Source: NERA 

NERA - Impact of GDNs Reduced Debt Tenor on Addi�onal Cost of Borrowing at RIIO-3 (SGN-GD3-ECR-07) 19 
169 As set out in table 11C below NERA es�mate a higher cost of 67 bps p.a. for GDNs, assuming GDNs issue debt with tenor 

of around 10-years as per current market evidence. The shorter tenors, driven by investors’ preference given increasing 
risks around future role of gas networks, will reduce the �me period by which these fixed costs can be spread across, thus 
pushing up the ABCs in several areas compared to the sector as a whole which has longer average tenors. 

 
18 Addi�onal Cost of Borrowing for the RIIO-3 Price Control (Nera, February 2024)   
19 Nera ‘Impact of GDN’s Reduced Debt Tenor on Addi�onal Cost of Borrowing at RIIO-3’, (Nera, March 2024)   
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Table 11C: GDN’s Addi�onal Borrowing Costs Alowances for RIIO-GD3 (NERA) 

 
Source: NERA 

SGN Addi�onal Borrowing Cost Analysis 
170 As set out in table 12C below we have carefully reviewed the ABCs in compiling our business plan and are proposing 48bps 

with a small company premium for Scotland of 12 bps: 

Table 12C: SGN’s Addi�onal Borrowing Costs for RIIO-GD3  

 
Source: SGN analysis 20 

171 The variances from the NERA’s ABCs for GDNs, with ra�onale, is shown in table 13C below: 

 
20 High end of SGN range primarily driven by the impact of shorter tenors in the future reducing amor�sing periods. 
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Table 13C:Variances Between SGN’s and NERA’s Addi�onal Borrowing Costs for RIIO-GD3 

 

 
Source: SGN Analysis 

172 Further detail of the methodology used for each component of our proposed ABC allowance is shown below: 

Transac�on costs 
173 SGN have considered the following actual costs associated with the following: 

• Bank bookrunner / agent and Ra�ng Agency fees; 

• Issuer legal council; 

• Dealer / noteholder counsel / Sco�sh law opinion; and 

• Bond / note lis�ng and roadshow fees. 

174   

Liquidity / RCF Costs 
175 In GD3, we have assumed a  drawing requirement (which is over and above the interest charges already accounted for 

– this is to provide an addi�onal liquidity buffer for example shorter term working capital requirements). Based on an RCF 
size of  across our two networks, this equates to an annual upli� on average debt of  

Cost of Carry 
176 We have assessed cost of carry based on a 12-month pre financing requirement. We have applied a net interest cost a�er 

recognising the fact that we will be able to achieve par�al offset against the iBoxx cost by recovering the SONIA rate as 
income. If liquidity requirements increase as a result of ra�ng guidance or financial resilience requirements, this figure 
could easily rise to the top end of NERA’s range. 

New Issue Premium 
177 We assume a 15bps new issue premium (5bps on all debt) consistent with the NERA report.  

Small Company Premium 
178 We remain suppor�ve of the range iden�fied in the NERA report. 

RPI / CPIH Convergence 
179 On top of the 5bps borrowing costs we’re proposing for the RPI/CPIH premium, we also believe the cost of upda�ng 

documenta�on in rela�on to RPI / CPIH convergence on our RPI indexed linked debt will incur costs equivalent to 7 bps on 
the total debt.   

180 For the purposes of popula�ng the BPDT with forecast addi�onal borrowing costs we excluded the following elements 
shown in table 14C below: 
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Table  14C Difference Between SGN’s RIIO_GD3 Addi�onal Borrowing Costs Allowance and BPDT Input 

 

 Cost (in bps) on ALL debt 

ABC SGN 
Central 

BPDT cost 
input Variance 

Transaction costs 8 8 0 

Liquidity/RCF costs 10 10 0 

Cost of carry 14 14 0 

RPI / CPIH / Premium 12 5 7 

New issue premium 5 5 0 

Total ABC (pre small co.) 48 41 7 

Small co. premium 12 0 12 

Total ABC (inc. small co.) 60 41 19 
 

Source: SGN Analysis 

181 We have excluded the cost of RPI / CPI convergence, from the BPDTs, due to uncertainty as to what the actual cost will be 
though we believe they will be incurred. We believe an ex-ante allowance of 7bps is required with an ex-post true up of 
actual efficient costs. 

182 We have also excluded the small company premium from the BPDTs, but we support this upli� to the final ABC allowance 
for Scotland Gas Networks. 

183 As the BPDT/BPFM only had func�onality to apply ABCs to new debt in the BPDT, the 41bps on all debt needed to be 
converted to a cost on new debt to capture their impact on overall debt costs.   
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Sec�on D Customer Bill Impact 
184 Table 1D below sets out forecast GD3 and long-term customer bills under Ofgem’s working assump�ons (in 23/24 prices): 

Table 1D: Historical and Forecast Customer Bills Under Ofgem’s Working Assump�ons 

    Historical  Future Price Controls 

    
GD1  GD2 GD3 GD4 GD5  GD6 GD7 

(‘13-21) (‘21-26) (’26-31) (’31-36) (’36-41) (’41-46) (46-51) 

Holistic Customer numbers (millions)   6.0 5.7 4.8 3.0 1.2 0.2 

Counter factual  Customer numbers (millions)   6.0 6.0 6.0 5.6 4.6 3.5 

Scotland  

Holistic Profile  

Domestic Bill – Pre policy (£/yr)  175 147 177 227 358 831 5,210 

Impact of semi-nominal WACC   0 9 5 (2) (19) (185) 

Impact of accelerated depreciation   0 32 36 43 61 (392) 

Domestic Bill – Post Policy (£/yr) 175 147 218 268 400 872 4,633 

Counterfactual 

Domestic Bill – Pre policy (£/yr)  175 147 170 187 215 263 312 

Impact of semi-nominal WACC   0 8 4 1 (3) (9) 

Impact of accelerated depreciation   0 31 33 41 47 (58) 

Domestic Bill – Post Policy (£/yr) 175 147 209 225 257 308 245 

Southern  

Holistic Profile  

Domestic Bill – Pre policy (£/yr)  178 153 190 240 369 822 4,991 

Impact of semi-nominal WACC   0 9 6 (2) (23) (216) 

Impact of accelerated depreciation   0 36 43 41 26 (631) 

Domestic Bill – Post Policy (£/yr) 178 153 235 289 408 825 4,143 

Counterfactual 

Domestic Bill – Pre-policy (£/yr)  178 153 183 201 227 275 350 

Impact of semi-nominal WACC   0 9 5 1 (3) (8) 

Impact of accelerated depreciation   0 34 41 45 52 16 

Domestic Bill – Post-Policy (£/yr) 178 153 226 247 273 324 358 

Source: BPFM 

185 We have assumed Ofgem’s working assump�on of accelerated deprecia�on (Op�on 2 deprecia�ng all assets by 2050) with 
an accelera�on factor of 1.  The key conclusions are:  

• Ofgem polices of accelerated deprecia�on (op�on 2) and semi-nominal WACC have a significant weigh�ng on the 
upward pressures on GD3 bills; 

• under the holis�c pathway bills start to become unsustainably high a�er GD3; 

• as noted in the accelerated deprecia�on sec�on C.1 the current accelerated deprecia�on op�ons on their own do not 
greatly mi�gate the affordability issues shown above in the 2040’s, under the holis�c pathway, and will require more 
fundamental regulatory and policy reform to address these. However, we believe our proposal for accelerated 
deprecia�on is likely to avoid the c. £35 p.a. bill increases in GD3. A more detailed assessment of the GD3 bill is 
provided in SGN-GD3-SD-08 -Cost assessment and Benchmarking Approach, sec�on D.2. 

Sec�on E Other Finance Issues 
186 This sec�on covers various items in Ofgem’s business plan guidance not specifically covered already. 

 E.1 Company’s Proposed Capitalisa�on Rates 
187 We believe natural capitalisa�on rates should be derived from the ex-ante allowances, in line with accoun�ng standards 

(Opex fast and Capex / Repex capitalised).  This means that ex ante, there are no differences between regulatory and 
natural capitalisa�on rates. However, to maintain this alignment between regulatory and natural capitalisa�on rates 
throughout GD3 an outurn capitalisa�on rate should be adopted otherwise this could cause quite significant forecast 
cashflow and credit ra�ng impacts. Based on our GD3 plan, ex-ante capitalisa�on rates are as shown in table 1E below 
(totex costs in £ms 2023/24 prices): 

sgn.co.uk/sgn-gd3-sd-08
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Table 1E: Proposed Ex Ante Natural Capitalisa�on Rates 

SCOTLAND 2026/27 2027/28 2028/29 2029/30 2030/31 GD3 Average 

Opex 111 113 115 116 113 114 

Capex  73 88 92 72 63 78 

Repex 90 95 91 89 89 91 

Totex 275 296 298 278 265 282 

Opex and Capex Capitalisation Rate 40% 44% 45% 38% 36% 40% 

Repex Capitalisation Rate 100% 100% 100% 100% 100% 100% 

Overall Natural Capitalisation Rate 60% 62% 61% 58% 57% 60% 

SOUTHERN 2026/27 2027/28 2028/29 2029/30 2030/31 GD3 Average 

Opex 212 210 212 211 203 210 

Capex  139 132 139 106 94 122 

Repex 332 334 335 330 330 332 

Totex 683 676 687 647 627 664 

Opex and Capex Capitalisation Rate 40% 39% 40% 34% 32% 37% 

Repex Capitalisation Rate 100% 100% 100% 100% 100% 100% 

Overall Natural Capitalisation Rate 69% 69% 69% 67% 68% 68% 

Source: SGN Analysis 

188 Within the RIIO-2 price control, a fixed capitalisa�on rate for a varied set of re-openers was not flexible enough to manage 
differing capex/opex splits that occurred within each re-opener. This has caused a difference in the natural capitalisa�on 
rate and the accoun�ng treatment which led to �ming differences in cash flow impac�ng on credit ra�ng metrics.   

E.2 Deprecia�on Rates 
189 We have set out our proposed deprecia�on policy (and rates), and the reasons jus�fying this approach, in sec�on C.1.  

E.3 Sharing Factors 
190 We believe the calibra�on of sharing factors should be aligned to the less controllable risks facing companies in the Totex 

allowances. In RIIO-2 gas networks, par�cularly in the South of England, have been exposed to labour cost pressures that 
were not sufficiently provided for in allowances or corrected by real price effect indices. The Totex allowance proposals in 
the dra� determina�on need to be carefully considered in light of these (or any other) uncontrollable risk and sharing 
factors calibrated accordingly. For example, companies are le� exposed to the risks present in RIIO-2, the sharing factor 
should be adjusted to protect companies and consumers to cost variance in these areas. 

E.4 Tax  
191 It is important that methodologies and defini�ons used to calculate tax and tax adjustments are consistent with other 

areas of the price control and achieve their desired outcomes accurately. Where Ofgem have proposed policy changes 
such as accelerated deprecia�on, tax methodologies need to be consistent with both policy and HRMC rules wherever 
possible. Any disconnects, such as capital allowance write down periods need to be assessed.  

192 Companies have recently submited a Board assured tax review as part of the RIIO-2 guidelines, and it is too early to 
assess the impact of these reviews. 

193 As tax is a complex area, we recommend �me is spent construc�vely between business plan submission and dra� 
determina�on to achieve objec�ves are met. 

E.5 Pensions  
194 We acknowledge that future Pension Policy may be subject to a consulta�on following the ‘Call for Input’ earlier in 2024. 

We have no further issues to raise in this Business Plan submission.   
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E.6 Return Adjustment Mechanisms 
195 In principle we support the protec�ons given to both Companies and Consumers in the RIIO-2 mechanism, but this will 

need to be calibrated as part of the dra� determina�on.   

E.6 Revenue Profiling 
196 We are currently not proposing any changes to the profiling of revenue across GD3, but we will keep this under review 

throughout the price control process. 
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Sec�on G Financing Strategy 
208 GDNs and many other regulated u�li�es have historically financed themselves on the basis of an ‘in perpetuity’ asset 

where there is an ongoing need for the asset, and either an increasing or near-constant RAV.  The requirement to submit a 
business plan against the holis�c transi�on pathway, where there are no customers beyond 2050, and the introduc�on of 
accelerated deprecia�on brings into ques�on the validity of this style of financing strategy,  

 

209 Notwithstanding our accelerated deprecia�on proposals in sec�on C.1, not knowing how much accelerated deprecia�on 
will be introduced for GD3 makes it challenging to es�mate exactly how much debt refinancing is required for the next 
price control.  By introducing accelerated deprecia�on and semi-nominal WACC, the CRAs are having to re-think how they 
need to adapt their ra�ngs frameworks.  

 
 

210 The SGN group funding strategy has historically been put in place to achieve an appropriate investment grade ra�ng 
through an efficient capital structure. We define this as one which achieves sufficient investor demand whilst also 
managing financing risk such as infla�on / interest rate exposure and maintaining sufficient liquidity.  In delivering this 
strategy, we look to maintain access to a diversified source of funds. 

211 Historically, the aim of treasury when considering maturi�es was to maintain both a smooth profile and target tenors that 
best matches asset profiles and regulatory assump�ons.  With the introduc�on of Accelerated Deprecia�on, a high degree 
of uncertainty is introduced meaning treasury have to be very mindful of maturity concentra�ons in the future, especially 
in future price controls when RAV could be much lower than it is today. 

212 As such Treasury must now take a cau�ous approach to tenors and maturity concentra�on.  
 

 

213 During GD2 Southern and Scotland have had to refinance a very significant por�on of their debt (£1.4bn and £0.4bn, 
respec�vely), at a �me of historically high rates. Across the two regulated businesses, SGN has a material refinancing 
requirement in GD3 of c1.4bn in total, which represents c24% of exis�ng debt, aggregated across the two companies. This 
sec�on provides further details on our financing strategy including: 

• An explana�on of corporate structure; 

• Our financing & risk management approach; 

• Current debt profile (by type) and maturity;  
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• Our current track record of raising debt; and 

• A summary of our debt issuance programme, including debt maturing during GD3 and an�cipated financing 
requirements (including future sources of finance). 

214 This sec�on should be read in conjunc�on with SGN’s alterna�ve working assump�ons (cost of debt – sec�on C.3), where 
we expand on our proposals in this area. 

215 The current SGN group funding structure has been put in place to achieve the following objec�ves: 

• Efficient overall capital structure – solid investment grade credit ra�ngs at the opera�ng companies; 

• Sufficient investor demand to finance the business; 

• Manage exposure to interest rate risk and infla�on risk; and 

• Posi�ve liquidity in line with working capital and funding requirements. 

216 The group’s primary funding en��es as outlined in the Figure 1G and Table 1G below: 

Figure 1G: SGN organisa�onal and ownership 
structure 

Table 1G: Amounts outstanding across Scotland / Southern 
en��es as at 30th September 202421 

 

£2,519m fixed public notes

£658m index-linked public notes

£693m fixed private placement (PP) notes

£450m bank RCF

£475m fixed public notes

£80m floating public notes

£342m index-linked public notes

£509m fixed PP notes

£35m fixed EIB loans

£150m bank RCF (undrawn)

Southern 
Gas 

Networks 
PLC

Scotland 
Gas 

Networks 
PLC

 
Source: SGN analysis 

G.1 Financing & Risk Management Approach 
217 In the normal course of business, the Group is exposed to financial risks including, but not limited to, market, credit and 

liquidity risk. The Group operates a centralised treasury func�on which is responsible for the management of financial 
risks of the Group as a whole and each of the regulated en��es on a standalone basis. Financial risks comprise exposure 
to funding risk, liquidity risk, counterparty credit risk, interest rate risk, infla�on risk, credit spread risk and foreign 
exchange risk. The treasury func�on does not operate as a profit centre, nor does it enter into specula�ve transac�ons. 

218 The current financing and risk management approach for both Southern and Scotland is to: 

• Maintain capital structure suppor�ng credit metrics commensurate with solid investment grade ra�ng; 

• Target issuance tenors and issuance sizes that create a smooth maturity profile, whilst also monitoring maturity 
concentra�ons in the future; 

• Access a diversified range of funding sources to prevent over-reliance on any one market. This should support the 
refinancing of exis�ng debt;  

• Manage exposure to floa�ng interest rate debt to be substan�ally less than 25% of total debt; and 

• Maintain posi�ve commited funding headroom to cover forecast cash flows and ensure that regulatory sufficiency of 
resources requirements and credit ra�ng agency liquidity requirements are met. 

 
21 Amounts outstanding including accrued infla�on  
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219 As described above, our exis�ng approach to financing and risk management may need to be adapted depending on the 
accelerated deprecia�on profile adopted by Ofgem and/or on how the CRAs change their approach to ra�ngs GDNs 

220 As of October 2024, Southern and Scotland maintained the following posi�ons in table 2G, and maturity profiles in figure 
2G: 

Table 2G: Current performance against SGN’s financing strategy 

Financing Strategy Southern Scotland
Floating interest rate debt 0% 0%

Committed funding headroom: 12 months £450m £150m

Capital structure: leverage 65% 62%  
Source: SGN analysis 

Figure 2G: Maturity profile by financial year 

 
 

 
Source: SGN analysis 

221 Historically, the debt issuance approach taken by Southern and Scotland has been to manage debt issuance size and target 
tenors to allow the company to issue as frequently as possible and spread debt maturi�es across years where there is low 
concentra�on of exis�ng debt maturing. The approach taken is always subject to internal and external influences, and 
historically, this has included the following factors: 

Company establishment in 2005 
222 As a result of crea�ng an efficient capital structure, there was a large quantum of debt issuance and concentrated interest 

rate risk.  We managed these risks by targe�ng capital markets debt issuance across a range of tenors (5 years to 30 years) 
and diversified markets including, GBP fixed rate notes, GBP index-linked notes, GBP floa�ng rate notes, EUR floa�ng rate 
notes and GBP commited bank loans. This approach sought to minimise refinancing risk and interest rate risk in the 
future. 
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Global financial crisis 
223 The global financial crisis drove increased credit spreads, caused uncertainty around funding capacity and created interest 

rate vola�lity. Southern and Scotland managed the impact of this by further diversifying funding sources to include 
commited European Investment Bank (EIB) loan funding, which was available at compe��ve pricing, and in flexible 
no�onal amounts and tenors not available in the GBP capital markets. 

Brexit 
224 The exit of the UK from the EU made securing new funding from the EIB a more challenging process in terms of both 

pricing and process. Southern and Scotland managed the impact of this by diversifying funding sources to include US 
private placement investors.  Similar to the EIB loans, funding has been achieved but only as a supplement to the GBP 
capital markets, and the tenor is limited to sub 15 years due to the risk of asset stranding. 

Increased Market Vola�lity Over Last 4-5 Years 
225 We have seen many instances of increased market vola�lity over the last 4-5 years, for example as a result of Covid, high 

infla�on, poli�cal developments in the UK/Europe, market responses to budgets and a swathe of small bank defaults in 
the US. Recent market responses to the UK budget and the US elec�on reiterate our view that this heightened level of 
vola�lity is likely to remain. This can have huge consequences for network companies, especially given financing 
requirements. 

Market dynamics 
226  

 
 

 
 

  

227 The financing approach historically taken by Southern and Scotland has enabled efficient debt issuance against the 
benchmark for several reasons, as outlined below: 

• Maturi�es and issuance targeted: At company establishment, SGN issued debt across a range of tenors to mi�gate any 
refinancing and interest rate concentra�on risk on maturity.  For subsequent long-term financing, SGN has targeted 
issuance sizes and tenors, whilst naviga�ng market preference, to where possible align with open maturity buckets to 
further mi�gate exposure to these risks 

• EIB Issuance: at the �me of issuance, credit spreads in this market were �ghter than credit spreads available in public 
markets and tenors which were shorter than those available in GBP public issuance were available to SGN. The EIB 
loans range from 8-10 years in maturity and carry a lower weighted average life (WAL) than the WAL of the iBoxx. 
However, it should be noted that most debt of this type has / or will be maturing in GD2. 

228 Going forward, EIB funding is no longer available, but we maintain access to mul�ple benchmark markets now, including 
GBP public, PP and EUR public. This is to make sure we can take advantage of the most efficient market to price in, and 
also to ensure we have access to the liquidity in a �mely way. This is especially important given the need of UK water and 
electricity networks to fund significantly increased capex programmes.  

229 SGN intends to maintain an efficient approach to its funding strategy despite the challenges set out in this sec�on that are 
pu�ng upward pressure on financing costs. This will be achieved through con�nuing to focus on diversified funding 
sources, in addi�on to targe�ng issuance tenors that maintain the appropriate mix of financing risk and pricing.  It is likely 
that in the future, GDN’s may need to revisit the types of debt instruments they choose. For example, a greater focus on 
amor�sing debt may be required.

 
 SGN will con�nue to evolve its financing and risk management strategy to appropriately manage the 

outcome as these are finalised.  

230 Across the two regulated businesses SGN has a material refinancing requirement in GD3, c£1.4bn in total which 
represents c24% of exis�ng debt (aggregated across the two companies): 

• Southern: £0.93bn over the 5yr period (22% of exis�ng debt); and  

• Scotland: £0.42bn over the 5yr period (25% of exis�ng debt). 

231 Maintaining solid investment grade credit ra�ngs across both companies is a key driver in raising debt efficiently. 
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232  

 

233  
 

Sec�on H Financial Projec�ons 
More detailed financial projec�ons (including revenue, RAV, P&L and Cashflows), as required from the BPFM ‘FBPOutputs’ 
tab, can be found in Appendices 2&3.  Please note, as per correspondence with Ofgem, the output from this tab is on a 
no�onal basis only. 

Sec�on I Dividends and Equity Issuance Policy 

I.1 Dividend Policy 
234 The Board of Directors for Scotland Gas Networks plc and Southern Gas Networks plc separately take dividend decisions 

on behalf of the respec�ve en��es. For each en�ty, two independent directors sit on the Board and therefore are part of 
the decision-making process.  In deciding whether to pay a dividend, a paper is presented ini�ally to the finance 
commitee with an assessment of the financial resilience of the regulated en�ty over the long-term taking into 
considera�on future investment requirements and the performance of the regulated en�ty. Any dividend paid must have 
accompanying cer�ficates signed by the Board sta�ng, amongst other things, that the company has sufficient financial and 
opera�onal resources for the next 12 months as per Special Standard Condi�on A37: Availability of Resources  

235 Dividend decisions for Southern and Scotland take into account the levels of commited funding available to the Licensees 
as well as their financial covenants, credit metrics and targets set by the Board, as well as fulfilling the Credit Ra�ng 
Obliga�ons in Special Standard Condi�on A38: Credit Ra�ng of the Licensee and Related Obliga�ons. Each licensee will 
also take into considera�on the Gas Transporters License Condi�ons so far as they are applicable to Southern or Scotland. 
The inherent risk in the businesses and wider economy along with the performance of each Licensee against its respec�ve 
standards of service is considered when determining the �ming and quantum of any distribu�on from the Licensees. The 
Board also considers dividends in the context of the Wates principles 22.  

236 The quantum and frequency of underlying dividends and accelerated return of capital over GD3 remains very uncertain, 
due to the uncertainty over the amount of Accelerated Deprecia�on, which presents investability challenges for our 
shareholders.  Distribu�ons in GD3 will take into account the fact that no significant capital growth is forecast, and the 
return of capital if there is significant accelera�on of deprecia�on (see assessment of Ofgem’s No�onal Dividend Yield 
Working Assump�on below).  Notwithstanding these points, dividends will only be made a�er robust financeability, and 
long-term financial resilience tes�ng demonstrates the ability to afford these distribu�ons. 

237 The flexibility of our dividend policy has been clearly shown in previous price controls, when the company issued no 
dividends in certain years, due to factors such as low infla�on, Covid and standards of service.  

I.2 Assessment of No�onal Dividend Yield Working Assump�on 
238 Ofgem’s dividend yield assump�on of 3% is significantly too low (excluding accelerated return of capital). It should be 

between 5%-7% reflec�ng a business with no significant capital growth supported by Oxera benchmarking of European 
gas networks, as detailed in sec�on C.2.  This is before the considera�on of the return of capital due mainly to Ofgem’s 
working assump�on of accelera�ng deprecia�on to achieve a RAV of zero in 2050, and also a semi nominal WACC. 
Without an appropriate dividend yield, Networks would not be investable. 

I.3 Equity Issuance 
239 Our equity issuance policy, like our dividend policy, takes into considera�on the expected cashflows and investment plans 

of the business, as well maintaining minimum credit ra�ng metrics and gearing covenants and longer-term financial 
resilience. Our policy priori�ses dividend reduc�ons over equity issuance as a more cost-effec�ve way of increasing the 
financial resources available to the company. Injec�ng equity from private capital is extremely difficult as funding into an 

 
22 A full copy can be viewed on its website under www.frc.org.uk/directors/corporate-governance-and-stewardship/governance-of-large-private-
companies 

http://www.frc.org.uk/directors/corporate-governance-and-stewardship/governance-of-large-private-companies
http://www.frc.org.uk/directors/corporate-governance-and-stewardship/governance-of-large-private-companies
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uncertain recovery of capital makes raising capital challenging and this would need to be sufficiently addressed before 
new equity capital would consider this an inves�ble proposi�on The cost of equity would need to be at an inves�ble level 
and there would need to be greater certainty on either the longevity of the asset, or the certain recovery of this 
investment, and the associated risks/ returns within a reasonable �meframe. This is not clear today.  

240 In the Actual company, we do not forecast the requirement for equity issuance. In sec�on B.4 we set out the tools 
available to mi�gate credit ra�os if necessary. If equity were required, the cost of equity would need to be at an investable 
level. 

I.4  Financing / Dividend policy and Actual Company Working Assump�ons 
241 In the BPFM, for the actual company, we have held gearing constant at the closing GD2 levels (c. 65% Scotland and c. 67% 

Southern). We have assumed accelerated return of capital is in addi�on to the underlying dividend yield and we have 
allocated the return on capital propor�onately between debt and equity in line with gearing. We have not reduced 
gearing levels below closing GD2 levels because underlying dividend yields are well below an appropriate cost of equity 
and any de-gearing will erode this yield further. In addi�on, we believe our proposed GD3 gearing levels sit comfortably 
within the BBB+/Baa1 target thresholds. 

I.5 Board Assurance 
242 Our Licensee Board assurance considering whether the Board is sa�sfied that the licensee is financeable on both a 

no�onal and actual capital structure basis is provided separately in SGN-GD3-SD-17 - Assurance Statement. 

Sec�on J Commentary on BPFM 
243 Please refer to SGN-GD3-BPF-01 – BPFM Commentary. 

  

sgn.co.uk/sgn-gd3-sd-17
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Sec�on K Appendices  

K.1 Appendix One – Ofgem Stress Tests  
244 We have included the BBB+/Baa1 downgrade thresholds in the atached tables – it should be noted that sub investment 

downgrade thresholds are: 

• Fitch Cash PMICR: 1.1x (1.4x with adjusted ra�ng thresholds) 

• Moody’s AICR: 1.0x (1.3 adjusted)  

• Fitch Nominal PMICR 1.4x, S&P FFO/Debt 3% (9% adjusted)  

No�onal Company (BPFM) 
Tables 1K: Ofgem Low Stress Tests 

 

Table 2K: Ofgem High Stress Tests 
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Actual Company (BPFM) 
245 Further to the inclusion of SGN forecast cash and nominal PMICRs, in sec�on B.2, please note all actual company PMICRs 

in this sec�on are from the BPFM. 

Table 3K: Ofgem Low Stress Tests 

 
 

Table 4K: Ofgem High Stress Tests 
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