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The CMA recognised the validity of this rationale when it aimed up on the PR19 CoE to maximise consumer 

welfare in the context of estimation uncertainty. The CMA’s decision indicates that its concerns around 

incentives for investment and customer welfare would be particularly acute where investment changes.  

KPMG analysis considers that an adjustment of 15bps – in line with the CMA’s decision at PR19 – is the 

minimum required to avoid disincentivising levels of investment required for AMP8 and beyond in the context 

of parameter uncertainty. We have adopted this adjustment. 

 
Further, the CAPM assumes that returns are normally distributed, i.e. they are clustered around the mean 

with a symmetric distribution. As a result, the CAPM does not inherently account for asymmetric downside 

risk that may be present in a regulatory incentive package. As set out in the Executive Summary, even after 

risk mitigations, the notional company is exposed to a significant downside risk on returns, reflected in a P50 

RoRE of -0.84%. Therefore, a 0.84% uplift to cost of equity is required to ensure that the notional company 

can earn the allowed return on a mean-expected basis. 

 
Notional gearing 

Notional gearing of 60% in line with the estimate at PR19 remains appropriate while an estimate of 55% 

proposed in PR24 FM is not supported by robust market evidence or corporate finance principles: 

◼ All companies in the sector have gearing which is higher than 55%, with average gearing significantly 
higher: 68.2% as at 31 March 2023. 

◼ Assuming a lower notional gearing cannot improve the notional company’s overall financial position if 
business risk has increased – assuming lower gearing in practice reallocates risk from debt to equity. 
This is particularly relevant given the requirement for new equity to fund enhancements in AMP8. 

 
Retail margin adjustment (RMA) 

The PR24 FM includes an RMA to avoid double counting compensation for systematic retail risks. Whilst the 

remuneration for retail risks is provided separately using a margin approach, the appointee beta (and hence 

the appointee CoE) implicitly reflect retail and wholesale risks, resulting in a double count of remuneration. 

 
There are conceptual and methodological reasons why the RMA may not be warranted, including that the 

adjustment may imply spurious accuracy given the inherent imprecision in beta estimation, and that the 

notional company may not in fact earn any net return on retail. Analysis of RoRE data for AMP7 to-date 

suggests the industry average retail return is -0.6%, based on the RoRE reported in the APRs. 

 
Further, KPMG analysis identifies two specific quantitative factors in relation to the PR24 FM: 

◼ The inclusion of creditor balances in the annual working capital requirement is not appropriate as these 
are offset by wholesale debtors at the consolidated appointee level. 

◼ The utilisation of a 3.06% working capital financing rate assumption from 2018 in the RMA calculation 
may be inappropriate due to (1) variation in working capital rates among different companies, indicating 
potential divergences in the basis of derivation, and (2) misalignment between the cut-off dates for cost 
of financing fixed assets and working capital financing rates. 

 
After adjustment for these factors, the implied RMA reduces to 0-1bps, a level at which we consider a nil 

adjustment most appropriate. 

 

Cost of debt 

The cost of new debt should reflect updated market data for average A/BBB iBoxx indices and only include 

an outperformance wedge if this is support by current market evidence. The most recent market evidence 

does not support the outperformance wedge. Moreover, pricing in of the expected PR24 risk by debt 

investors could result in an inverse halo effect.  

 






