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Summary

Since July 1, 2016, ACM has been charged with the task to regulate the energy and
drinking water companies on the Caribbean islands of Bonaire, St. Eustatius and Saba (the
Caribbean Netherlands). ACM is expected to set tariffs for these companies as of January
1, 2017. One of the elements of tariff regulation is calculating the reasonable return that
companies are allowed to earn on their invested capital. ACM determines this reasonable
return using the Weighted Average Cost of Capital (WACC).

In this report, ACM calculates the WACC for the regulated electricity and drinking-water
companies in the Caribbean Netherlands. The purpose of and principles behind the WACC
are explained in chapter 2. The method of the determination and calculation of the WACC
is set out in chapter 3.

The regulated companies in the Caribbean Netherlands differ from each other in terms of
activities. An overview of the companies and their activities are given in table 1.

Table 1: Overview of regulated companies

Company Island Electricity  Electricity = Water Water
production distribution production distribution

WEB Bonaire V V V V

CG Bonaire V X X X

STUCO St. Eustasius Vv V V Vv

SEC Saba V \' X X

4. As the risk level of each of these activities differs, so does the reasonable return for each

company. This is reflected in the WACC. Therefore, three different WACCs are calculated.
An overview is given in table 2, indicating which WACC is suitable for each company.
Companies that carry out all activities are assigned a combined WACC. A combined
WACC covers both the water activities and the electricity activities.

Table 2: Overview of suitable WACC per company

Company lIsland WACC
WEB Bonaire Electricity & water combined
CG Bonaire Electricity, production only

STUCO St. Eustasius Electricity & water combined
SEC Saba Electricity, production and distribution
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5. In the subsequent chapters, ACM sets out the methodology for calculating the WACC, lists
all the relevant data, and uses those data to calculate the relevant parameters. All
parameters combined are used to calculate the WACC.

6. Since ACM sets yearly tariffs for energy and water regulation in the Dutch Caribbean, ACM
decided to set a WACC upfront for each year separately. In this report, ACM will set the
WACC for the three upcoming years. These WACCs differ from year to year, since the
Cost of Debt differs from year to year. This is explained in chapter 7.

7. A summary of the different parameters and resulting WACCs is given in table 3a to 3c.

Table 3a: Summary of WACC calculations 2017’

Electricity, Electricity, Electricity &

production & production water
Parameter # distribution only combined Explanation
Tax [1] 5.00% 5.00% 5.00% Chapter 5.2
Gearing (D/A) [21  42% 42% 42% Chapter 5.1
Gearing (D/E) 8] 73% 73% 73% = [2]/(1-[2])
Asset béta [4] 0.39 0.39 0.42 Chapter 6.2
Equity beta [5] 0.67 0.65 0.71 = [4]*(1+(1-[2])*[3])
Risk-free rate (equity) [6] 2.77% 2.77% 2.77% Chapter 6.1
Equity risk premium [7] 7.16% 7.16% 7.16% Chapter 6.3
Cost of Equity [8] 7.57% 7.42% 7.85% = [6]+[5]x[7]
Risk-free rate (debt) [9] 3.31% 3.31% 3.31% Chapter 7.1
Debt premium [10] 1.18% 1.18% 1.18% Chapter 7.1
Non-interest fees [11] 0.15% 0.15% 0.15% Chapter 7
Cost of Debt (pretax) [12] 4.64% 4.64% 4.64% = [9]+[10]+[11]
Nominal WACC (after tax) [13] 6.24% 6.16% 6.41% = (L-L2D)x[8]+[21x(1-

[1])x[12]

Nominal WACC (pretax) [14] 6.57% 6.48% 6.74% =[13]/(1-[1])

' ACM changed this table after a comment of WEB (Cost of Debt), a comment of CGB (Beta) and as a result of changes
in the ERP.
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Table 3b: Summary of WACC calculations 2018

Electricity, Electricity, Electricity &

production &  production water
Parameter # distribution only combined Explanation
Tax [1] 5.00% 5.00% 5.00% Chapter 5.2
Gearing (D/A) [2] 42% 42% 42% Chapter 5.1
Gearing (D/E) B8]  73% 73% 73% = [21/(1-[2])
Asset béta (4] 0.39 0.39 0.42 Chapter 6.2
Equity béta [5] 0.67 0.65 0.71 = [4]*(1+(1-[1])*[3])
Risk-free rate (equity) [6] 2.77% 2.77% 2.77% Chapter 6.1
Equity risk premium [7] 7.16% 7.16% 7.16% Chapter 6.3
Cost of Equity [8] 7.57% 7.43% 7.86% = [6]+[5]x[7]
Risk-free rate (debt) [9] 3.09% 3.09% 3.09% Chapter 7.1
Debt premium [10] 1.21% 1.21% 1.21% Chapter 7.1
Non-interest fees [11] 0.15% 0.15% 0.15% Chapter 7
Cost of Debt (pretax) [12] 4.45% 4.45% 4.45% = [9]+[10]+[11]
Nominal WACC (after tax) [13] 6.16% 6.08% 6.33% = (L-L2D)x[8]+[21x(1-

[1])x[12]
Nominal WACC (pretax) [14] 6.49% 6.40% 6.66% =[13]/(1-[1])
Table 3c: Summary of WACC calculations 2019

Electricity, Electricity, Electricity &

production &  production water
Parameter # distribution only combined Explanation
Tax [1] 5.00% 5.00% 5.00% Chapter 5.2
Gearing (D/A) [2] 42% 42% 42% Chapter 5.1
Gearing (D/E) B8]  73% 73% 73% = [21/(1-[2])
Asset béta [4] 0.39 0.39 0.42 Chapter 6.2
Equity béta [5] 0.67 0.65 0.71 = [4]*(1+(2-[1))*[3])
Risk-free rate (equity) [6] 2.77% 2.77% 2.77% Chapter 6.1
Equity risk premium [71 7.16% 7.16% 7.16% Chapter 6.3
Cost of Equity [8] 7.57% 7.43% 7.86% = [6]+[5]x[7]
Risk-free rate (debt) [9] 2.97% 2.97% 2.97% Chapter 7.1
Debt premium [10] 1.14% 1.14% 1.14% Chapter 7.1
Non-interest fees [11] 0.15% 0.15% 0.15% Chapter 7
Cost of Debt (pretax) [12] 4.26% 4.26% 4.26% = [9]+[10]+[11]
Nominal WACC (after tax) [13] 6.09% 6.01% 6.25% = (L-L2D)x[8]+[21x(1-

[1])x[12]

Nominal WACC (pretax) [14] 6.41% 6.32% 6.58% =[13]/(1-[1])
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1.1

10.

11.

12.

Procedure
On the 15" of August 2016, ACM published the so-called draft WACC method.

In September 2016, ACM received questions and comments on this draft WACC method
from:

e Unkobon
e WEB
e SEC

e Contour Global Bonaire

These comments and the reaction of ACM to those comments have been summarized in
appendix C.

As a result of the comments, ACM has adjusted the WACC on two points:

e The calculation of the béeta (chapter 6.2)
e The Equity Risk Premium (chapter 6.3)

ACM has also adjusted the calculation of the Cost of Debt (chapter 7.1). As a result of this
adjustment, ACM has decided to set a different WACC up-front from year to year. Since
ACM only uses the nominal WACC, chapter 8 (regarding the Real WACC) has been
removed.

Purpose of using the WACC

Network tariffs are meant to compensate network operators for the costs they incur. Two
types of costs can be distinguished: capital costs and operational costs.? Capital costs
consist of two components: a) the depreciation of assets, which is related to the aging of
the assets, and b) the so-called opportunity costs of the investments in these assets. The
opportunity costs consist of the benefits that investors could have received if they had
invested in an alternative (the second-best) portfolio of assets. After all, by investing in a

2 The former are called CAPEX, which is short for Capital Expenditures, and the latter OPEX, which is short for
Operational Expenditures.
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13.

14.

specific asset, such as an asset of an energy distribution company in the Caribbean
Netherlands, the investor will not receive the benefits of investing that same amount of
capital in some other asset(s). The return on the best alternative option is generally based
on the return in markets for activities similar to those of the company (regulated or
otherwise) in question. This return is the so-called weighted average cost of capital
(WACC), which is the calculated return that investors might be able to achieve by investing
both debt and equity capital in similar assets in the market.

One consequence of the idea of opportunity costs is that we use the perspective of
investors as the starting point when calculating the WACC. Hence, the cost of capital of a
specific investment in a specific industry is determined by what a group of relevant
investors could earn in the market. By investing in this industry, these potential earnings in
the market are what they sacrifice. In order to determine the opportunity costs of investing
in the industries in the Caribbean Netherlands, we need to define the group of potential
investors as well as the capital markets in which they are active. The group of potential
investors is not restricted to those investors that have already invested in the Caribbean
Netherlands, but it includes all investors that could have a potential interest in the
businesses on these islands. On the basis of theory as well as empirical evidence, we
conclude that investors want to increase the diversification (e.g. geographic diversification)
of the investment portfolio in order to reduce the risk of their specific investments. The risks
that can be reduced through diversification are called ‘non-systematic risks’. The
performance of an investment portfolio increases when it becomes more diversified over
both countries and industries because this diversification reduces or even removes the
non-systematic risks.

The remaining risks are the so-called systematic risks, which are the risks that cannot be
removed by diversification. Because of the presence of systematic risks, investors want to
see a compensation for their investments in excess of the risk-free interest rate. This
compensation is called the equity-risk premium, which is equal to the surplus return on a
diversified portfolio of investments (i.e. the market index) above the risk-free interest rate.
In order to determine the required return on investments in a specific business, one needs
to determine how the risk and return of that business are related to the overall risk in the
market. This relationship is called the béta. This béta can be determined by looking at the
performance of the stocks of a group of businesses that are representative for the energy
and drinking water companies. ACM selects businesses that are active in similar industries
within a similar economic environment. In addition, the businesses fall under a regulatory
regime. This group of selected businesses is called the peer group.

8V/6



15.

16.

17.

18.

19.

In order to determine the reference capital markets and the peer group, it is justified to
assume that internationally active investors are interested to invest in companies in the
Caribbean Netherlands if these investments improve the performance of their investment
portfolios.

Moreover, ACM assumes that investors (alternatively) want to invest in the same region as
the Caribbean Netherlands because of the same objective to diversify their portfolio
geographically. This region consists of Latin America and North America (in particular the
USA). The Caribbean Netherlands are part of the Kingdom of The Netherlands, in
particular, it is a part of the country of The Netherlands. Therefore, ACM also makes the
assumption that investors from Europe are possibly interested in investing in the Caribbean
Netherlands. Hence, the European market is also a reference market to determine the
opportunity costs.

In addition, ACM is of the opinion that the fact that the Caribbean Netherlands are part of
The Netherlands influences the risks of companies in the Dutch Caribbean (i.e. a lower
risk). Being part of The Netherlands influences the situation — investors benefit from the
institutional, judicial and governmental framework of The Netherlands. These
characteristics should be included when estimating the opportunity costs of the potential
investors and is best observable in a European context.

In conclusion, we define the capital markets in Latin America, USA and Europe together as
the reference markets for determining the WACC of investments in the Caribbean
Netherlands. Since there is no reason to assume that these three regions should be
weighted differently, ACM takes the average values of the WACC parameters, such as the
asset béta and the risk-free interest rate, in these markets as the best estimate of the
opportunity costs of investing in the Caribbean Netherlands.

Method

As stated in the previous chapter, the WACC gives the return that investors would achieve
by investing both debt and equity capital in similar assets in the market. Therefore, the
WACC weights both capital parts by the following formula:

D D
WACC=<1— Z)*Re+z*(1—T6)* Ry

Definitions:
D/A = Gearing (Debt over Assets), percentage financed by debt (chapter 5.1)

8Y/01



20.

21.

22.

23.

24.

Re = Return on equity (Chapter 6)
Rd = Return on debt (Chapter 7)
Tc = Percentage Tax (Chapter 5.2)

To calculate these different parts of the WACC, ACM uses the general ACM method as a
starting point. This is a method that is used by different ACM departments for various
fields, including in energy and water regulation. This method is also applied to the situation
in the Caribbean Netherlands as explained in the previous chapter. At the start of each
chapter, an explanation about the applied method for the specific parameters is given.

In the previous chapter, ACM explained that a peer group is needed for several parts of the
WACC. This peer group consists of listed companies with the same activities. Since the
regulated companies in the Caribbean Netherlands have different types of activities, three
different peer groups are needed. ACM asked Boer and Croon Corporate Finance (BCCF)
to compose these peer groups. The report is published with this report. A summary of this
report is given in chapter 4.

Most data used to calculate this WACC are downloaded from Bloomberg. For some
parameters, other sources are also used, which will be mentioned in the report. Data
through 30 June 2016 are used. All calculations are made in Excel and Stata. Parts of the
calculations are presented in the tables in this report and in the appendices.

Peer group

As set out in the previous chapters, ACM uses peer groups to calculate parts of the WACC.

ACM asked Boer & Croon Corporate Finance (BCCF) to determine these representative
and up-to-date peer groups. The study that BCCF did to determine this peer group is
published with this report.

BCCF advised ACM to use three different peer groups, since the regulated companies are
involved in different activities. These activities are summarized in table 4.

Table 4. Activities of regulated entities

8V/L1

Company Island Electricity  Electricity Water Water Peer group
production distribution production distribution
WEB Bonaire V Vv V V Electricity & water
combined
CG Bonaire V X X X Energy,




production only

STUCO St. Eustasius \Y Vv Vv \Y Electricity & water
combined
SEC Saba \Y \ X X Energy, production

and distribution

25. The result of the study that BCCF did to construct the peer groups for each combination of
activities is presented in tables 5, 6 and 7.
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Table 5. Peer group for electricity, production and distribution

Company Country
American Electric Power Company, Inc. us
Centralschweizerische Kraftwerke AG Switzerland
Edison International us

EDP - Energias do Brasil S.A. Brazil
Eneva S.A. Brazil
Pampa Energia SA Argentina
PNM Resources, Inc. us

Public Power Corporation S.A. Greece
VERBUND AG Austria
American Electric Power Company, Inc. us

Table 6. Peer group for electricity, production only

Company Country
Albioma France
Atlantic Power Corporation us

CPFL Energias Renovaveis SA Brazil
Endesa Americas SA Chile
Falck Renewables S.p.A. Italy
NRG Yield, Inc. Class A us
Talen Energy Corp us
Tractebel Energia S.A. Brazil
Zespol Elektrowni Patnow Adamow Konin SA  Poland
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Table 7. Peer group for combined companies

Company Country
Acea S.p.A. Italy
Aguas Andinas S.A. Chile
American Electric Power Company, Inc. us
American States Water Company us

Aqua America, Inc. us
California Water Service Group us
Centralschweizerische Kraftwerke AG Switzerland
Cia de Saneamento do Parana SA Brazil
Companhia de Saneamento de Minas Gerais Brazil
Edison International us

EDP - Energias do Brasil S.A. Brazil
Eneva S.A. Brazil
Pampa Energia SA Argentina
PNM Resources, Inc. us

Public Power Corporation S.A. Greece
Severn Trent PLC UK
United Utilities Group PLC UK
VERBUND AG Austria

5 Generic parameters

5.1 Gearing

8v/v1

26. The ACM method prescribes that the gearing will be determined based on peers with
healthy financial positions. The same peers as mentioned before will be used for this
purpose (chapter 4). To determine which peers have a healthy financial position®, ACM will
look at the credit rating based on Standard & Poors or Moody’s. The credit rating
represents the solvency of a firm.

27. To determine the gearing (debt over assets), the average over the available data from the
period July 2013 — June 2016 is used. The following definitions are used for this
determination*:

% The ACM method prescribes that ‘companies with healthy positions’ are companies with a credit rating A or higher.
Since there are only two peers who meet this criterion, ACM chooses to deviate from the method, and include all peers
who are investment-grade.

* These definitions have been taken from: The WACC for KPN and FitH, Brattle, 1 July 2015.



28.

29.

Debt = net debt + total capital leases
Equity = Market capitalization

Dividing the debt by the equity will result in the debt over equity ratio (D/E). To determine
the gearing (Debt over Asset ratio (D/A)), the following formula is used:

Appendix A shows the gearing of all peers with a healthy financial position. The peers’
credit ratings, too, are included in this table. A credit rating is not available for all peers.
Only the peers that have a credit rating and are investment-grade will be included in the
calculation of the relevant gearing. This corresponds to an S&P credit rating of BBB- or
higher or an equivalent credit rating from Moody’s. Table 8 lists the peers for each peer
group that are included for the calculation of the gearing, as well as their accompanying
gearing.

Table 8. Gearing

Peer group Credit Rating Debt/Equity Debt/Assets
Energy: production & distribution Median 0.73 Median 0.42

American Electric Power Company, Inc.  BBB 0.74 0.43

Edison International BBB+ 0.61 0.38

PNM Resources, Inc. BBB+ 0.93 0.48

VERBUND AG BBB 0.71 0.42
Energy: production only Median - Median -
Combined Median 0.73 Median 0.42

Acea S.p.A. BBB 0.94 0.48

American Electric Power Company, Inc. BBB 0.74 0.43

American States Water Company A+ 0.22 0.18

California Water Service Group A+ 0.44 0.30

Edison International BBB+ 0.61 0.38

PNM Resources, Inc. BBB+ 0.93 0.48

Severn Trent PLC BBB- 1.00 0.50

VERBUND AG BBB 0.71 0.42
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30. This table shows that there are no peers in the peer group “energy: production only” with a
known credit rating. Since the median gearing levels of the other two peer groups are the
same, ACM chooses to follow this level of gearing. For each of the peer groups, ACM
estimates the gearing to be equal to 0.42 (Debt over Assets).
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5.2 Tax

31.

32.

33.

6.1
34.

35.

The energy and drinking water companies are obliged to pay a corporate tax rate. To cover
for these tax expenses, ACM calculates a pre-tax WACC. In this way, the WACC includes
the expenses for the corporate tax rate. The ACM method prescribes that the tax rate is
equal to the applicable tariff for the regulated entity. In this case, ACM uses the applicable
rate of 5%.°

Cost of Equity

The Cost of Equity is calculated using the Capital Asset Pricing Model (CAPM). The CAPM
is a model with which the expected return of the equity is calculated based on the average
return on the market (the Equity Risk Premium), the risk-free rate and the béta of a
company. The financial world and regulators consider the CAPM to be the most
appropriate model for calculating the WACC. With the CAPM, it is possible to calculate the
systematic risk that a company bears, and to exclude the non-systematic risks (see also
chapter 2).

The formula of the CAPM is as follows.
R, = Ry + B, * ERP

In which:

Re = Return on equity

Rf = Risk-free rate (Chapter 6.1)

Be = Equity Béta (Chapter 6.2)

ERP = Equity Risk Premium (Chapter 6.3)

Risk-free rate

The risk-free rate is the return that is associated with the return on investing in a risk-free
object. As, in practice, there is no such thing as a risk-free object, ACM uses a proxy. It is
widely accepted that government bonds are the least risky objects. For calculating the risk-
free rate for the Caribbean Netherlands, ACM takes the risk-free object for each of the
reference markets. For each region, the government bond of the country with the lowest
return is used, since this reflects the risk-free investment the best. Currently, those are
Germany in Europe, the USA in North America, and Chile in Latin America.

In calculating the risk-free rate, ACM has to decide on the relevant historical reference
period. Theoretically, the spot rate (the most recent, observed risk-free rate) should be the

® http://www.belastingdienst-cn.nl/bcn/nl/zakelijk/vanaf-belastingjaar-2011/opbrengstbelasting/wat-is-het-tarief
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36.

37.

38.

6.2
39.

40.

best indicator for tomorrow. However, the spot rate of the risk-free rate can be very volatile
in a short-term period, which would lead to an outcome that might not be representative.
Taking a longer reference period would lead to a more robust outcome.

Based on the consideration above, ACM uses a historical reference period of three years.
The length of this reference period is in line with the ACM methodology. This approach
provides a mix between including recent market information available on the one hand and
providing more robust outcome on the other hand.

This is the average yield of a government bond with a maturity of ten years and based on
daily observations. ACM uses government bonds with a maturity of ten years since ACM is
of the opinion that the 10-year government bond is most suited as a proxy for the risk-free
rate as it not as volatile as the spot rate but does not have too many risk factors influencing
the return, like long term government bonds. ACM has applied this method of determining
the risk-free rate in many other regulated sectors.

Table 9 shows the nominal risk-free rate for each region. The average risk-free rate is
equal to 2.77%.

Table 9: Risk-free rate (nominal)

Region Europe North America _Latin America
2013 1.63 2.33 5.54

2014 1.23 2.53 4.50

2015 0.54 213 4.47
average 1.13 2.33 4.84
Overall average 2.77

Beta
Under the CAPM, the béta parameter is used to measure the risk that the investor bears by

investing in a specific company or activity relative to the risk of investing in the market
portfolio.

The béta is measured as the correlation between the expected return of a specific asset
and the expected return of the market portfolio. This correlation is known as the systematic
risk associated with the asset, equating to the risk that an investor cannot diversify away by
holding the market portfolio. Since expected returns are not observable, the beta is usually
measured using historical returns of the asset and the market.

8¥/81



41.

42.

43.

44.

45.

The ACM method prescribes that the equity béta is estimated based on the peers. Since
BCCF identified three different peer groups that each bear different kinds of risks, béta
estimates for each of the three activities are required to measure the systematic risk
associated with each.

For these peers, the equity béta is estimated by taking the covariance between the return
on the asset and the return of the market index where the asset is traded. In this case,
daily data over a period of three years will be used. Afterwards, several statistical tests and
adjustments will be applied.®

The equity bétas are influenced by the gearing of the specific peer. To remove the
influence of debt, the asset béta is calculated. The asset béta gives the risk if the company
were financed with 100% equity. Therefore, the asset bétas are comparable to each other.
The equity béta will be converted into an asset beta using the Modigliani Miller formula.
Using this formula turns out to be the best approach, for example since it explicitly
accounts for taxes.” The formula is as follows:

_ Be
Pa = 1+(1-t)*(D/E)

In which:

Ba = Asset beta

Be = Equity Béta

t = corporate tax rate

D/E = gearing (chapter 5.1)

In this case, the applicable tax rate of the peer in question is used. This tax rate is
calculated over the same period as the period used for the béta. The rates come from the
Corporate Tax Rate Table that has been provided by KPMG.®

In normal circumstances, the equity béta will be higher than the asset béta, since the
equity-holders bear the full risks over the assets. After all, the debt-holders, in normal
circumstances, always get their compensation. However, in the case of

® ACM tests for autocorrelation using the durbin-watson test and breusch-godfrey test. In case of autocorrelation, weekly
data is used instead of daily data. Robustness is tested using the white test. In case of robustness, white standard

errors are used. Finally, the Vasicek correction is executed.
7 Fernandez, Levered and unlevered Beta, IESE Business School Research Paper, January 2003.
® https://home.kpmg.com/xx/en/home/services/tax/tax-tools-and-resources.html
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Centralschweizerische Kraftwerke AG (see table 10), the gearing is negative. Therefore,
the risk-bearing capital is higher than the value of the assets. The asset béta for this
company is thus higher than the equity béta.
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Table 10: Béeta calculation Electricity: production and distribution

Peer group Equity Béta Gearing Asset Béta
American Electric Power Company, Inc. 0.54 0.74 0.37
Centralschweizerische Kraftwerke AG 0.11 -0.10 0.12
Edison International 0.78 0.61 0.57
EDP - Energias do Brasil S.A. 0.71 0.62 0.50
Eneva S.A. 0.42 3.68 0.12
Pampa Energia SA 1.12 0.31 0.93
PNM Resources, Inc. 0.63 0.93 0.40
Public Power Corporation S.A. 1.19 2.79 0.39
VERBUND AG 0.58 0.71 0.38
Median 0.39
Table 11: Béta calculation Electricity: production only
Peer group Equity Béta Gearing Asset Beta
Albioma 0.55 0.93 0.34
Atlantic Power Corporation 1.09 4.22 0.31
CPFL Energias Renovaveis SA 0.18 0.75 0.12
Endesa Americas SA 1.26 0.39 0.97
Falck Renewables S.p.A. 0.89 1.88 0.39
NRG Yield, Inc. Class A 1.17 1.15 0.69
Talen Energy Corp 1.24 2.67 0.48
Tractebel Energia S.A. 0.61 0.10 0.57
Zespol Elektrowni Patnow Adamow Konin 0.27 0.82 0.16

SA

Median 0.39
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Table 12: Béta calculation Electricity and Water combined

Peer group Equity Béta Gearing Asset Béta
Acea S.p.A. 0.61 0.94 0.37
Aguas Andinas S.A. 0.47 0.34 0.37
American Electric Power Company, Inc. 0.54 0.74 0.37
American States Water Company 0.66 0.22 0.58
Aqua America. Inc. 0.52 0.36 0.43
California Water Service Group 0.65 0.44 0.52
Centralschweizerische Kraftwerke AG 0.11 -0.10 0.12
Cia de Saneamento do Parana SA 0.81 0.74 0.54
Companhia de Saneamento de Minas Gerais 0.84 0.91 0.52
Edison International 0.78 0.61 0.57
EDP - Energias do Brasil S.A. 0.71 0.62 0.50
Eneva S.A. 0.42 3.68 0.12
Pampa Energia SA 1.12 0.31 0.93
PNM Resources, Inc. 0.63 0.93 0.40
Public Power Corporation S.A. 1.19 2.79 0.39
Severn Trent PLC 0.72 1.00 0.40
United Utilities Group PLC 0.91 1.09 0.49
VERBUND AG 0.58 0.71 0.38
Median (.42

46. Finally, the applicable equity bétas for the companies in the Caribbean Netherlands are
calculated by converting the asset béta back into an equity béta, using the applicable tax
rate of 5% (chapter 5.2) and the estimated gearing (chapter 5.1). The results from this
conversion can be found in table 13.

Table 13: Equity bétas

Peer group Asset béta Gearing Tax Equity béta
Electricity — Production and 0.39 0.73 5% 0.67
distribution

Electricity — production only 0.39 0.73 5% 0.65

Electricity & Water combined 0.42 0.73 5% 0.71
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6.3 Equity risk premium

47.

48.

The Equity Risk Premium (ERP) represents the extra expected return of the market on top
of a risk-free investment. Investors require an extra return as investing in the market is
more risky than investing in the risk-free object.

The ACM method prescribes that this premium will be based on the historic ERP (ex post)
and/or the expectations on the ERP (ex ante).

Historical ERP

49.

50.

51.

52.

The ERP is determined by several factors and circumstances in the capital market. By
using historical data, it can be estimated what premium investors were able to get in the
past in order to be compensated for such circumstances. Therefore, it is important to use a
period of data that is as long as possible in order to determine the historical ERP. By using
a long period of data, the ERP will reflect multiple circumstances that have occurred on the
capital market in the past, and perhaps may occur in the future. Taking a long period of
data, prevents that the ERP will be distorted by specific market circumstances that
occurred in some short time period. Therefore, a long period of data is assumed to be the
best estimator (according to investors) for the future expected premium.

To calculate this historical ERP, ACM uses ERP from the report of Dimson, Marsh and
Staunton (DMS).9 This is an extensive study on the level of the ERP, in 23 countries during
a period from 1900 to 2015.

Scientists'® are divided about the question whether the arithmetic average or the geometric
average should be used to calculate the historical ERP. Therefore, ACM calculates the
ERP based on both methods (weighting: 50%). Both the arithmetic average as the
geometric average of the ERP will be calculated based on the current market capitalization
of each country’s stock market.

Table 14 lists the arithmetic mean and geometric mean for the ERP using data from 1900
to 2015 for the Eurozone economies reported by DMS."" Each country’s ERP is weighted

® Credit Suisse Research Institute, Credit Suisse Global Investment Returns Yearbook 2016.

1% Smithers rapport (2003); P. Fernandez, The Equity Premium in 150 Textbooks, Journal of Financial

Transformation, 2009, vol. 27, pages 14-18.

' Dimson, Marsh, Staunton (February 2016): “Credit Suisse Global Investment Returns Sourcebook 2016, p28. Note:
(1) For Austria and Germany, statistics are based on 114 years, excluding 1921-22 for Austria and 1922-23 for
Germany. Source: Elroy Dimson, Paul Marsh, and Mike Staunton, Triumph of the Optimists, Princeton University Press,
2002, and subsequent research. (2) Market Cap values are as of 29/03/2016, calculated by NERA, see ‘Estimating the
WACCs for FTR-MTR, July 2016.
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by the current market capitalization of the main stock market in that country, in line with a
typical European investor’s behavior of placing more weight in a portfolio on stocks in
countries with larger stock markets.
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Table 14: Equity risk premium DMS - Europe

53.

54.

Geometric Mean Arithmetic Mean Average Current Market Cap (€m)

Austria 2.60% 21.50% 12.05% 57,186
Belgium 2.40% 4.50% 3.45% 370,025
Finland 5.20% 8.80% 7.00% 232,741
France 3.00% 5.40% 4.20% 1,207,717
Germany 5.10% 8.50% 6.80% 974,926
Ireland 2.80% 4.80% 3.80% 125,688
Italy 3.10% 6.50% 4.80% 394,484
The Netherlands 3.30% 5.60% 4.45% 509,979
Portugal 2.70% 7.50% 5.10% 53,151
Spain 1.80% 3.80% 2.80% 526,421
Average Eurozone 3.20% 7.69% 5.45%

Weighted Average 3.41% 6.33% 4.87%

Europe (Current)

Table 15 lists the arithmetic mean and geometric mean for the ERP using data from 1900
to 2015 for the USA reported by DMS. Since this is just a single economy, there is no need
to calculate a weighted average using market caps.

Table 15: Equity risk premium DMS - USA
Geometric Mean Arithmetic Mean Average

USA 4.3% 6.4% 5.35%

ACM prefers the use of DMS as the source to base the ERP on. However, DMS does not
report any data about the ERP in Latin America. Since ACM believes that an ERP
calculated without taking into account Latin America would underestimate the ERP for the
Caribbean Netherlands'?, ACM uses the dataset of Damodaran to calculate the ERP for

'2 Many of the countries in Latin America are classified as emerging markets, such as Brazil and Chile. Emerging

markets data provide special challenges, since the behavior of emerging market returns differs significantly from the
developed equity market returns. It is a well-known fact that the average ERP in emerging markets is higher than that in
developed markets, although the reasons as to why this is remain unclear. Also, the ERP for countries in Latin America
are, on average, high compared with developed countries.

Sources: Bekaert, G., Erb, C. B., Harvey, C. R., & Viskanta, T. E. (1998). The behavior of emerging market returns. In
Emerging Market Capital Flows (pp. 107-173). Springer US.

Donadelli, M., & Persha, L. (2014). Understanding emerging market equity risk premia: Industries, governance and

macroeconomic policy uncertainty. Research in International Business and Finance, 30, 284-309.
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55.

Latin America.'®> Damodaran calculates the ERP for almost all countries, but uses a
different methodology than DMS. The Total Risk Premium of Central and Latin America is
set by Damodaran at 11.27%. This is the GDP weighted average of 19 countries in this

14
area.

Table 16 shows the Equity Risk Premium for each region. The average ERP is equal to
7.16%.

Table 16: Risk-free rate
Region Europe USA Latin America
Average ERP 4.87 5.35 11.27
Overall average 7.16

Ex ante ERP

56.

57.

58.

It is expected that the ERP calculated over a period of 110 years will be overestimated.
Markets have been more liquid over the past 20 years, and this should lead to lower
premiums. Therefore, a downward adjustment is often made to the ex ante ERP.

On the other hand, ex ante estimates on the Equity Risk Premium (based on the Dividend
Growth model) imply that the ERP estimation based on historical data is an
underestimation and should be adjusted upwards.

ACM has no reason to assume that either one of these opposed effects is stronger.
Therefore, the ERP will not be adjusted upward or downward. This is in line with other
WACC decisions that ACM prepared or that different consultants have prepared for ACM.

®*http://pages.stern.nyu.edu/~adamodar/New Home Page/datafile/ctryprem.html

' As a result of several comments with regard to the ERP, ACM has made adjustments to the calculation of the ERP.
ACM has now included the ERP of Latin America.
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7
59.

71
60.

61.

62.

63.

Cost of Debt

The Cost of Debt will be calculated using the following formula:

R; = Ry + DP + Fee
Where:
Rd = Return on Debt
Rf = Risk-free rate (Chapter 7.1)
DP = Debt Premium (Chapter 7.1)
Fee = Non-interest fee'®

Debt premium and risk-free rate

The Debt Premium is the difference between the risk-free rate and the Cost of Debt. It
represents the return associated with the risk (extra or otherwise) of buying a company’s
bond over investing in the risk-free object. The ACM method prescribes calculating the
debt premium based on the average credit spread on bonds of comparable companies with
a maturity of ten years. For these comparable companies, indices are found that represent
these companies. These indices are composed by Bloomberg based on a variety of
companies.

For each region, an index on the return on corporate bonds of BBB-rated utility companies
has been identified.'® ACM has also identified the risk-free rate as the return on the least
risky government bonds in that region. The least risky government bonds are the ones with
the lowest returns. For North America, Latin America and Europe, these are the USA,
Chile, and Germany respectively.

For calculating the cost of debt, ACM considers that companies have existing debt. ACM
uses a model to compensate for the existing debt. ACM assumes that the portfolio of debt
has obligations for ten years with an even spread of maturities. ACM also uses this method
for calculating the WACC for energy regulation in the Netherlands.

The model makes a distinction between existing and new debt. This distinction is only
relevant for the way in which the cost of debt for each specific year is calculated. For the
existing debt, ACM uses the realized rates as described above. For new debt, ACM makes
the same estimation as calculating the risk-free rate in chapter 6.1. Debt until 2015 is

'3 Compensation for transaction costs is 15 basis points
'8 In line with the gearing, ACM deviates from the method by choosing an index with a BBB-rating in stead of an A-
rating.
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labelled as existing debt, debt as from 2016 is labelled as new debt. To calculate the
WACC for 2017, the debt exist out of 80% existing debt and 20% new debt, in 2018 for
70% existing debt and 30% new debt and in 2016 for 60% existing debt and 40% new
debt. Table 17 illustrates this.

Table 17: Model

2016 2017 2018 2019
2007 Realized rates 10%
2008 Realized rates 10% 10%
2009 Realized rates 10% 10% 10%
2010 Realized rates 10% 10% 10% 10%
2011 Realized rates 10% 10% 10% 10%
2012 Realized rates 10% 10% 10% 10%
2013 Realized rates 10% 10% 10% 10%
2014 Realized rates 10% 10% 10% 10%
2015 Realized rates 10% 10% 10% 10%
2016 Estimated rates 10% 10% 10% 10%

2017 Estimated rates 10% 10% 10%
2018 Estimated rates 10% 10%
2019 Estimated rates 10%
Part existing debt 90% 80% 70% 60%
Part new debt 10% 20% 30% 40%
Total debt 100% 100% 100% 100%

64. All data to calculate the steps and the accompanying averages are summarized in table 18
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Table 18: Debt Premium

Cost of Debt Risk-free Rate Debt Premium

EU us LA EU us LA EU us LA
2008 7 6.43 5.53 4.00 3.64 7.02 1 2.79 -1.49
2009 4.87 6.08 6.26 3.27 3.24 5.35 1.60 2.84 0.91
2010 4.23 4.87 4.86 2.78 3.19 18 1.45 1.68 18
2011 4.68 4.32 4.74 2.65 2.76 5.82 2.04 1.56 -1.09
2012 3.91 3.68 5.35 1.56 1.78 5.38 2.34 1.89 -0.02
2013 3.51 3.95 5.05 1.63 2.33 5.54 1.89 1.62 -0.49
2014 2.31 3.70 5.68 1.23 2.53 4.50 1.08 117 1.18
2015 1.59 3.65 5.73 0.54 2.13 4.47 1.06 1.52 1.26
2016 2.47 3.77 5.49 1.13 2.33 4.84 1.34 1.44 0.65
2017 247 3.77 5.49 1.13 2.33 4.84 1.34 1.44 0.65
2018 247 3.77 5.49 1.13 2.33 4.84 1.34 1.44 0.65
Average | 3.34 4.42 5.42 1.99 2.63 5.31 1.57 1.79 0.17
2017
Average | 3.25 4.15 5.47 1.71 2.50 5.06 1.55 1.66 0.41
2018
Average | 3.01 3.92 5.34 1.49 2.41 5.01 1.52 1.52 0.38
2019
2017 4.39 3.31 1.18
2018 4.29 3.09 1.21
2019 4.09 2.97 1.14

' The index ACM used to calculate the Cost of Debt, started in 2009. Therefore, it was not possible to calculate the
Cost of Debt of 2008. Other datasources are less comparable, and, therefore, ACM chose to omit this year from the

calculations.

'®In 2010, an earthquake occurred in Chile which caused turmoil on the financial markets. The data from this year is

omitted.
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Appendix A — Gearing

Company Credit Debt/equity Debt/assets Credit

rating rating
American Electric Power Company, Inc. BBB 0,7422 0,4260 BBB
Centralschweizerische Kraftwerke AG #N/A N/A -0.1039 -0.1160 #N/A N/ﬁ
Edison International BBB+ 0.6124 0.3798 BBB+
EDP - Energias do Brasil S.A. Ba3 0.6234 0.3840 Ba3
Eneva S.A. #N/A N/A 3.6824 0.7864 #N/AN/A L
Pampa Energia SA #N/A N/A 0.3129 0.2383 #N/A N/h
PNM Resources, Inc. BBB+ 0.9338 0.4829 BBB+ 'J
Public Power Corporation S.A. CCC- 2.7864 0.7359 CCC-
VERBUND AG BBB 0.7133 0.4163 BBB
Albioma #N/A N/A 0.9341 0.4830 #N/A N/A
Atlantic Power Corporation B+ 42182 0.8084 B+
CPFL Energias Renovaveis SA #N/A N/A 0.7501 0.4286 #N/A N/A
Endesa Americas SA #N/A N/A 0.3903 0.2807 #N/A N/A
Falck Renewables S.p.A. #N/A N/A 1.8831 0.6532 #N/A N/A
NRG Yield, Inc. Class A BB+ 1,1478 0,5344 BB+
Talen Energy Corp #N/A N/A 2,6708 0,7276 #N/A N/A
Tractebel Energia S.A. #N/A N/A 0.1039 0.0941 #N/A N/A
Zespol Elektrowni Patnow Adamow Konin SA  #N/A N/A 0.8165 0.4495 #N/A N/A
Acea S.p.A. Baa2 0.9400 0.4845 Baa2
Aguas Andinas S.A. #N/A N/A 0.3401 0.2538 #N/A N/A
American States Water Company A+ 0.2161 0.1777 A+
Aqua America, Inc. #N/A N/A 0.3551 0.2621 #N/A N/A
California Water Service Group A+ 0.4360 0.3036 A+
Cia de Saneamento do Parana SA #N/A N/A 0.7401 0.4253 #N/A N/A
Companhia de Saneamento de Minas Gerais Bl 0.9123 0.4771 B1
Severn Trent PLC BBB- 1.0030 0.5007 BBB-
United Utilities Group PLC #N/A N/A 1.0890 0.5213 #N/A N/A




Appendix B — Béta
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Appendix C — Comments

Opinion of Unkobon

65.

66.

67.

68.

69.

Unkobon has asked several questions.
a. What was the basis for the conclusion that there is no reason to weight the regions
(Latin America, US, and Europe) differently?

In response to this question, ACM refers to the explanation that BCCF had given, which
was that, ideally, the following reference group is used:

Given the fact that a peer group has to comprise of approximately ten listed companies,
BCCF decided to consider companies active in (i) the Caribbean, (ii) comparable islands
andyor islands groups (iii) Europe, (iv) the United States and (v) Latin America.

Because the companies from (i) and (ii) did not meet the criteria, only three peer groups
remained. ACM sees no objective reason for assigning several of these regions different
weights. ACM is of the opinion that, with the selection of the current peer groups, justice is
done to the circumstances and characteristics in which the regulated companies operate.
In the opinions, ACM did not find any reason to assign different weights to some of the
peer groups.

b. Isthe WACC in Latin America the same as the one in The Netherlands/Europe?

For the determination of the WACC for electricity and drinking water companies in the
Caribbean Netherlands, ACM uses different indicators from various reference markets
(regions). ACM selects reference markets, and puts these together based on mutual
comparability (similar companies, in similar circumstances, including geographical
circumstances). This is not aimed at determining a WACC for each of these reference
markets, but to use them to calculate the WACC for regulated companies in the Caribbean
Netherlands.

c. Do investors see the BES islands as a part of Europe or as a part of Latin America?

According to CAPM among other models, investors are interested in two things: risk and
return. To investors, there is a connection between these two: the higher the risk, the
higher the return that they demand (and vice versa). To investors, the risk and return are
important like in the production and distribution of water and electricity on the BES islands.
That is why ACM estimates the risk of investing in these activities. In that context, ACM
considers three regions, which, combined, approach that risk the best. These regions are
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Latin America, North America, and Europe. Considering the above, ACM finds it
appropriate, from the viewpoint of representivity and comparability, to consider these three
regions as an indicator for risk and return, instead of a single region.

d. What impact does a higher or lower WACC have on the distribution tariff that needs
to be determined? And is that impact larger than the impact on the production tariff?

70. ACM sets the tariffs based on the costs of the distributors. These costs consist, on the one
hand, of capital costs, and on the other hand, of operational costs. The capital costs can be
broken down further into depreciations and return on invested capital. We call the return on
invested capital the ‘reasonable return’, and we equate them with the WACC. We can
calculate this by multiplying the total value of the assets by the WACC. The higher the
WACC, the higher the return on the company’s costs (capital costs) will be. This will thus
also lead to higher tariffs. The same approach is used for the producer of electricity and
drinking water.

Opinion of WEB

71. WEB is of the opinion that the peer group is not representative. WEB puts forward the
following reasons as to why, in their view, the peer group does not meet the criteria that
have been set by BCCF.

1. The same products/services
Peers have different ranges of products and/or services. For example, with
regard to electricity, more types of voltage need to be supplied. In addition, the
produced volumes of water and electricity are a hundred to a thousand times
larger than WEB’s volume.

2. The same customers
Peers have millions of customers, whereas WEB does not (8,000 customers for
electricity, and 9,000 customers for water). In addition, the diversity in
customers will be completely different since the peers operate in very different
countries, and since they are internationally oriented as opposed to WEB.

3. The same level and type of competition
Peers operate in large economies where they face fierce competition. WEB
operates on an island of 20,000 inhabitants, and faces no competition because
of its small scale.

4. Operating in the same regulatory circumstances
WEB is to operate under the new Act on Electricity and Drinking Water on BES.
So this framework is limited to the three BES islands, and does not apply to
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72.

73.

74.

75.

76.

other companies outside of those islands, including any of the companies in the
peer group.

5. Operating in the same economies or countries
It should be obvious that Bonaire’s economy with its 19,000 — 20,000
inhabitants simply cannot be compared with the economies and countries
where the peers operate.

According to WEB, none of the abovementioned criteria have been met in order to come to
a comparable risk profile between WEB and the peer group companies. As such, WEB
argues that a comparison is not valid, and that the data of the peer group companies do
not apply to WEB.

ACM does not follow WEB’s opinion. ACM considers the peers to be sufficiently
representative to base the WACC on. ACM will discuss WEB’s specific points below.

BCCF has drawn up six criteria that are important for the composition of a suitable peer
group. These are:

Comparable products/services
Comparable buyers

Comparable level of competition
Comparable regulatory regime
Comparable economies/countries
Comparable cost structure/business model

o0k w0

As BCCF explains in its report, criterion (1) is the most important: comparable
products/services. This is because, in BCCF’s view, if this criterion is met, the other five will
usually be met as well.

With regard to criteria 1 and 2, ACM notes that the nature of the activities of the selected
companies in the peer group largely do match actually. What it comes down to is selecting
companies that have comparable risk profiles. And such risk profiles follow from the
comparability of the products and services that those companies offer. That is why, as
BCCF correctly notes, it is critical to select companies that offer similar products or
services. The fact that some providers in the peer group offer electricity with a higher
voltage does not automatically mean that, as opposed to WEB’s argument, this constitutes
an incomparable product or service, thus rendering the risk profile incorrect.
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77.

78.

79.

80.

81.

82.

The second criterion, the comparability of clients, is not about the type and number of
clients, contrary to what WEB puts forward. In the peer selection, it is about companies that
offer utility services, and that have stable sales volumes (as a result thereof). This applies
to companies in the peer group, as well as to regulated companies.

The third criterion, the comparability of competition, is, in principle, equally important for the
peer selection. This has led to the selection of companies that compete with other
companies. The risks for these companies are greater than those for a monopolist such as
WEB, which does not have any competition, and which operates in a regulated market.

With regard to the fourth criterion, ACM is of the opinion that the regulatory framework has
been taken into account with the inclusion of regulated companies in the peer group.

Finally, ACM does not follow WEB’s assertion that the economies in the peer selection are
not comparable. The comparability of economies is more about the structure and the
characteristics of the economies in question. Are these closed, centrally planned
economies or are they open economies? The population size is not a deciding factor.

The water companies are tossed into the peer group together with energy companies.
According to WEB, the companies that have been included in the peer group are thus
anything but comparable with the size of WEB Bonaire. The companies in the peer group
are able to benefit from economies of scale and from favorable financing options and
conditions, to which WEB does not have access. The comparability problems of companies
is the reason why benchmarking is used seldom, WEB claims. As previously
recommended, and taking into account comparable scales, WEB advises that ACM rely on
Carilec’s database. Given the fact that it is about four companies on three islands, the
specific determination of the WACC for each company would thus do more justice to the
consequences of the smaller scale of both the companies involved as well as of the islands
than basing the determination of the WACC on international billion-dollar companies with
thousands of employees.

In the European part of the Netherlands, ACM in the past was faced with the choice of
whether or not the small scale of companies should be taken into account, and
consequently, whether or not a Small Firm Premium (SFP) should be applied to the WACC
in the case of smaller companies. At the time, ACM asked Boer & Croon to explore this
question.19 As part of its study, Boer & Croon conducted a literature review, among other
steps. This review revealed that there is no widely accepted theory that supports the small-

'® Boer & Croon, Additional study into the Small Firm Premium, 22 December 2015
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firm effect, which means there is no basis for the application of the SFP. Though the small-
firm effect has been found in empirical studies, it has not been unequivocal, and, with a few
exceptions, this effect has not been observed since 1980. Various studies have shown that
measurement and statistical problems in empirical studies could be the reason for the
observation of a small-firm effect. Based on this study by Boer & Croon, ACM rejects the
use of the small-firm premium, and believes that, for small companies too, the WACC is a
reasonable estimate of the return that they ought to be able to achieve. ACM additionally
notes that the inclusion of different companies in a single peer group is not unusual. The
purpose of peers groups is to reflect the activities of a company. If a company engages in
different activities, such as WEB, all of these activities need to be represented in the peer
group. This will result in a mix of activities that is representative. ACM also took into
consideration the database of Carilec, but came to the conclusion that it would not be of
help in the determination of the WACC. Even though the database does contain several
characteristics of companies in the Caribbean, it does not provide any basis for comparing
the risks.

WEB also asserts that the reference markets are not correct. On page 5 of the draft WACC
method, it is stated that it is justified to determine the reference capital market based on
internationally active investors that are interested in investing in companies in the
Caribbean Netherlands if these investments improve the returns on their investment
portfolios. It is additionally assumed that these investors wish to make investments in order
to spread their portfolio geographically. Given the size of companies on the BES islands,
WEB believes that it is unlikely that this would have an appreciable effect on the returns on
the investment portfolios or on the degree of risk reduction that justifies geographical
spreading. Also, the shareholder, the Public entity of Bonaire, has no intention of selling its
shares in order to be left to the mercy of a commercial third party, given the importance of
WERB to the Bonaire community. In this case, too, the effects of the companies’ small scale
are of such a nature that, with regard to the capital markets, it would be better to seek local
financing options.

In ACM’s opinion, it is not about the question of whether or not the Public entity of Bonaire
(as the shareholder of WEB) would be willing to sell its shares. What is relevant though, is
(from the perspective of investors) whether the required return, and consequently the costs
of capital, are efficient. Company size is not relevant for investors. The only relevant aspect
is the ratio between risk and return. WEB has failed to make a plausible case that the risk
of its activities is larger than that of larger companies.
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According to WEB, the calculation of the cost of equity, too, ignores the BES islands’ small
scale as well as the specific geographical circumstances. Given the fact that WEB is
unable to diversify in order to eliminate its non-systematic risk, as is suggested in ACM’s
WACC calculation, an additional premium is to be included in the return. In addition, a
small-firm premium needs to be charged.

In ACM’s vision, it is not about WEB’s diversification options when it comes to determining
the reasonable return, but about the options for investors. The non-systematic risk that may
be associated with an investment in WEB is therefore not compensated because the
investor is able to mitigate it themselves.

WEB indicates that financing options on the islands are limited. Moneylenders apply a
higher risk-free rate and/or a higher risk premium. WEB’s current financing rate is 5.25
percent nominally, and if initial costs are taken into account, this will be even slightly
higher. These higher financing costs are not covered by the WACC and/or will come at the
expense of a lower return on equity. WEB also notes that the cost of debt that is calculated
in the document does not match the underlying factors. (Table 3).

ACM determines the reasonable return as it should be able to emerge in an efficient
market. It is possible that this return deviates from WEB's current financing structure. That
possibility is a logical consequence of tariff regulation, which is the introduction of efficiency
incentives in a market. The notice that the calculation in table 3 is not correct is true. ACM
has adjusted this.

WEB finally notes that, an inflation component should be included in both the equity risk
premium as well as in the interest on debt capital. This will raise the total return
requirement, and thus to a higher “real” WACC.

In that context, ACM notes that, in the calculation of the WACC, inflation is already taken
into account. ACM also points out that the nominal WACC already contains a markup for
inflation. The real WACC is corrected for inflation.

Opinion of SEC

91.

SEC asks why Boer and Croon Corporate Finance (BCCF) did not consider companies
within the Caribbean region for the peer group selection with respect to electricity,
production, and distribution activities? Areas within the region such as Aqua electra, N.V.
GEBE, EDF on French St. Martin could have been included in data selection for peers.
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In response, ACM establishes that BCCF explicitly examined the Caribbean region (like
any other comparable groups of islands) for suitable, listed peers. This has also been
explicitly mentioned in the report. BCCF is not aware of any relevant, listed companies in
those regions. The first two companies named by SEC are not included in the peer group
since these companies are not publicly traded companies. EDF is a French company with
large activities in nuclear power, gas and coal. Therefor BCCF is of the opinion that EDF is
not a suitable peer.

According to SEC, the companies selected as peers have a broader customer base and
can easily issue stock to investors because of the availability of shares that can be readily
sold. However, in SEC’s situation, there is no available stock for sale as the Public entity of
Saba has the 100% ownership of the company. In regards to issuing debt (bonds), raising
funds will be an issue as well due to the absence of a market for actively acquiring bonds.

ACM clarifies that the objective of setting the WACC is to determine what percentage is a
reasonable return on capital. Because SEC does not issue stock itself, we comprise a peer
group to determine the reasonable return. SEC does not have to issue stock for ACM to
determine efficient costs.

The rate of return set by ACM is at the nominal rate of 5.68%. SEC would like to draw
attention to ACM that, within the Dutch Caribbean with respect to Saba and St. Maarten,
bank financing (loans) have a nominal interest rate ranging from between 7% and 9% per
annum.

ACM clarifies that bank financing loans are considered cost of debt. The WACC comprises
of cost of debt and cost of equity. Furthermore, the WACC takes into account the tax shield
of debt. Therefore, there is no relevance to compare the interest on loans with the WACC
as a whole. Moreover, the interest rate of one single bank is not conclusive for determining
the WACC as such.

Contour Global

711
97.

Assumptions underlying the calculation

CGB disagrees with ACM’s focus on an individual investor’s perspective when investing in
the Caribbean Netherlands. CGB is of the opinion that the return required by an investor in
a particular asset is equal to the opportunity cost of investing in assets with the same risk.
This reference to risk does not refer to the investor’s perspective or location. Therefore,
ACM should compare a peer group that resembles the risk profile of the assets in the
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Dutch Caribbean. These comparables face the same risk as that of the cash flows
generated by an electricity production facility in the Dutch Caribbean.

ACM uses the perspective of a group of potential investors as starting point when
calculating the WACC, not of an individual investor. The cost of capital of producing of
distributing energy or water in the Caribbean Netherlands is determined by what a group of
relevant investors could earn. By diversifying their portfolio, investors can mitigate non-
systematic risks. Therefore, investors are only compensated for being exposed to
systematic risk. This required return is incorporated in the WACC. To determine the
required return ACM considers the return of the stocks of companies which are active in
similar business within a similar economic and regulatory environment — the peer group. In
this way, the systematic part of the risk associated with the cash flows generated by an
electricity production facility in the Dutch Caribbean is allowed to pass through in the tariffs.

CGB states that ACM makes three unjustified assumptions in order to determine the
reference capital markets and CGB’s peer group. Firstly, ACM assumes that internationally
active investors are (still) interested in companies in the Dutch Caribbean if these
investments will improve their portfolios. According to CGB, this disregards the fact that
investors are very reluctant today to invest in power production on the BES islands
because of the imposed production price regulation.

ACM is of the opinion that also regulated companies are a potentially attractive investment.
The regulated companies in the Caribbean Netherlands have a monopoly, which ensures
them of fairly steady sales and revenues. In addition, regulation introduces more certainty
for the investor in comparison with a competitive market. Introduction of regulation might
change their risk profile and this is taken into account with the inclusion of several
regulated companies in the peer group.

Secondly, CGB states that ACM is of the opinion that it makes no difference to investors
whether the investment is on Bonaire, any given country in Latin America or the USA, as
they are part of the same region.

ACM does not claim that it will make no difference to an investor whether the investment is
on Bonaire, any given country in Latin America or the USA. ACM states that combining the
different peer groups reflects the systematic risk of the regulated companies in the
Caribbean.

Thirdly, according to CGB, ACM has no reason to assume that investors from Europe are
interested in investing in power production activities on Bonaire because the island is part
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7.1.2
106.

107.

of the Netherlands. As a result of this assumption, the entire European market is qualified
as a reference market to determine opportunity cost.

ACM clarifies that the European market is added as a reference market since ACM
believes that the fact that the BES islands are part of the Netherlands influences the risks
of companies in the Dutch Caribbean (i.e. a lower risk). Being part of the Netherlands
influences the situation — investors benefit from the institutional, judicial, and governmental
framework of the Netherlands. This characteristic should be included when estimating the
opportunity costs of the potential investors and is best observable in a European context.
This makes Europe relevant and is the reason ACM added Europe as a reference market.
ACM refers to chapter 2 of this document.

With respect to CGB'’s argument that ACM should substantiate why it applies an equal
weight to the reference markets, ACM is of the opinion that there is neither ground nor an
objective measure to justify a non-equal weighting of the peer groups.

Peer group

CGB has concerns about to what extent the peer group composed by ACM reflects the risk
of investing on Bonaire and the need of a fair minimum return on investment. CGB states
that BCCF fails in meeting its criterion “the same type of product/services”. They state that
although it is clear that producers of electricity provide the same type of products, this does
not, in all cases, mean that they can be considered peers when they operate in different
competitive circumstances with different types of customers. Next to that, according to
CGB, BCCF and ACM have not substantiated how the criterion “the same type of
economies/countries" has been applied to the reference markets selected. It is not clear
how the envisaged reference markets relate to the regulatory framework that is applicable
to power production in Bonaire. CGB states that BCCF has abandoned this criterion to find
a peer group of ten listed companies. BCCF should have advised to compose a credible
peer group and correct for the inherent shortcomings of that peer group.

When composing the peer group, ACM/BCCEF tried to take the utmost account of the
criterion “type of products/services”. BCCF substantiates this in his report. That the
activities do not match the companies in the Caribbean Netherlands perfectly, is
unavoidable. Concerning the type of economy, BCCF concluded it is not possible to find
relevant listed companies in a comparable group of islands. Therefore, BCCF/ACM chose
to approximate the type of economy by mixing the emerging markets in Latin America with
the mature markets in Europe and the USA. The peer group includes also a number of
regulated companies which reflect the regulatory framework that the companies in the
Caribbean Netherlands will face. ACM and BCCF are of the opinion that this mix is a good
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approximation of the relevant environment on the Dutch Caribbean and takes into account
the differences.

According to CGB and NERA, ACM’s choice of peer group is an inconsistent set and does
not closely match the activities for which ACM tries to estimate a beta. Firstly, CGB/NERA
considers the wide range of asset beta estimates within ACM’s peer group. They state that
if these companies were a suitable comparator set for electricity production in the Dutch
Caribbean, they would expect their beta estimates to lie in a much narrower range.

ACM emphasizes that the selected peers result from the approach taken and the selection.
Since there are no 100% perfect matching listed companies, it is logical that the chosen
peer group has a wider range then when peers are perfectly matched. Besides, ACM uses
the median and not the average to calculate the beta. This limits the effect of outliers.

Secondly, CGB/NERA is of the opinion that ACM chose its reference markets based on the
location of the investor. Like stated earlier, CGB/NERA believes ACM should choose a
peer group based on the risk exposure of the asset, and not on the location of the investor.
CGB believes a more suitable peer group for the Caribbean Netherlands is likely to include
companies that serve Caribbean markets. Therefore, they proposed a new approach for
composing the peer group in collaboration with NERA. They considered an alternative
approach by using Professor Damodaran’s dataset for beta estimates in different sectors in
different regions. They found three power sector comparators that serve Caribbean
markets, but they turned out to be non-suitable peers. Therefore, CGB/NERA widens the
comparator set to include all power sector comparators that serve emerging markets. By
only including emerging markets comparators, CGB/NERA claims to be more likely to
capture companies with similar customers served and facing less mature regulatory
regimes in line with the Caribbean Netherlands. This set of comparables (Damodaran’s
complete database) consists of more than 300 emerging markets comparators. It provides
an asset beta estimate of 0.53 and has a low estimation error.

ACM is of the opinion that this alternative approach captures some of the risk the
companies on the Dutch Caribbean face, but that this dataset is also not a perfect fit. This
dataset catches some of the risk that is typical for the companies in the Caribbean, but
have all kinds of power activities and all kinds of regulatory frameworks. By selecting
companies from Latin America into the peer group, ACM is of the opinion that it thereby
included a relevant component of the emerging markets. ACM sees no need to expand or
replace the peer group with a peer group exclusively consisting out of peers from emerging
markets.
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Cost of Debt and Gearing

According to CGB, calculating the spread on corporate bonds is not realistic for this case.
CGB's debt is project specific and cannot be compared to a bond served by a diversified
portfolio. This approach may be acceptable (under circumstances) in the tariff regulation of
network operators who have a debt portfolio consisting of multiple loans with different
conditions. However, as ACM is aware of, CGB's plant is fully project-financed for a period
of fifteen years ending in 2025. This actual debt is more expensive than the theoretical debt
calculated by ACM.

CGB is of the opinion that it is not justified to adopt the cost median gearing of two different
activities (combined power production and distribution and combined water production and
distribution) to use that gearing for production also. ACM states that this is justifiable
because the medians of those two activities are both calculated as 0.42. CGB/NERA thinks
that this is an unreliable approach and that ACM does not make use of the best available
data, and in particular, that ACM does not place any weights on the actual financing costs
of the electricity production asset in the Caribbean Netherlands. CGB/NERA is of the
opinion that, since these costs are observable, it provides a robust estimate of what
investors require to invest in their debts. By failing to consider this evidence, ACM does not
meet its statutory objective to ensure investors receive a fair return on their investment.
The use of debt indices is more appropriate in circumstances where the credit rating of
debt issued by the company can be easily observed. Since this is not possible for debt
issued in the Caribbean Netherlands, actual debt costs provide the most reliable data. CGB
included the calculation of its actual cost of debt, which is equal to 6.6%. The actual
gearing is equal to 66%.

When calculating the WACC, ACM assumes a company is efficiently financed. This means
that the WACC is based on assumptions which are not necessary equal to the actual
situation of the regulated company. This normative WACC should contribute to an efficient
regulated company. Such a method is also applied in other regulated industries. Therefore,
actual financing costs are not incorporated in the WACC, in the Cost of Debt and the
Gearing.

However, ACM does take into account the fact that companies carry existing debt, namely
by using a maturity portfolio.

Furthermore, CGB/NERA notes that the distribution covenants on the debt mean that if the
WACC is set too low, CGB risks breaching the covenants. Under the scenario of ACM’s
current WACC estimate, there is a particularly high risk that Contour Global is unable to
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meet the default debt service coverage ratio of 1.05x. If these covenants are breached,
CGB may be unable to raise debt at efficient times in the future and new investment may
be discouraged. Moreover, CGB has other cash flow requirements associated with debt
principal repayments in the upcoming years. Although these requirements are not directly
captured by the interest rate on the debt, they affect the timing of the repayments and
require CGB to raise sufficient cash accordingly.

117. ACM assumes an efficient business. The efficiency of a company is the responsibility of the
company itself. ACM is of the opinion that customers should not pay for any inefficiencies
through a higher WACC. ACM fails to see how the covenant that CGB has changes this
objective.

7.1.4 Cost of Equity

Beta
118. CGB points at a possible mistake in Table 11 and provides a new table with the correct
numbers according to CGB.

119. ACM investigated the table again and found an error in the table. This error is reflected in
all beta calculations. ACM has corrected this error. The tables with the correct numbers
can be found in the report, tables 10 to 13.

120. CGB’s other statements about the beta are discussed earlier in this appendix.

Risk-free rate, ERP and Regional Risk Premium

121.In CGB's view, calculating the ERP by only using Europe and USA, because Latin
American data is not available, is not a robust approach and would lack a conceptual
foundation. Instead, CGB/NERA suggests to use a risk-free rate and the ERP for the US
and to adjust for regional risk of investing in an asset in the Caribbean Netherlands. NERA
based this approach on the adjusted or global CAPM, which, it states, is the standard
approach for estimating the cost of equity in emerging markets. This global CAPM involves
a two-stage process: (1) Apply a Global CAPM and (2) Adjust for regional risk.

122. According to CGB/NERA, the US market represents the return required by an investor that
is globally diversified and has access to international capital markets. CGB/NERA uses the
US market as it provides the largest and most liquid market data, and is the reference
market for academic studies and financial practitioners in applying a global CAPM. After
calculating the general market parameters, NERA/CGB adjust for the risk of investing in
the Caribbean Netherlands.
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CGB/NERA acknowledged that ACM implicitly reflects some level of regional risk in its
WACC by including Latin America. But CGB/NERA is of the opinion that an explicit
quantification of this additional remuneration for regional risk provides greater transparency
in the regulatory regime and ensures that investors have greater confidence in earning a
fair rate of return on their investment in the region.

. ACM is of the opinion that the ERP should reflect the premium the investor requires for

investing in equity over the risk-free rate. This premium is best reflected by taking the
premium in the particular reference markets in which the investor is active. DMS provides
data over a long period of time to calculate the ERP. Using DMS data is a common
approach for regulators and is also implemented in ACM’s method.

Calculating a proper ERP for the Caribbean Netherlands, calls for a different approach
since DMS does not provide any data about the ERP in Latin America. ACM therefore
considered to take the world ERP, but rejected this approach since this would result in a
lower ERP, which ACM expects to be an underestimation of the “true” ERP. Therefore,
ACM calculated the ERP taking the average of the ERP of Europe and the USA.

As a result of the comments made by CGB/NERA and the lack of DMS-data for Latin
America, ACM has made adjustments to the calculation of the ERP. ACM has added an
ERP for Latin America on the grounds that omitting this, would underestimate the true
ERP. For the purpose of calculating this ERP, ACM has derived data from Damodaran.

According to ACM, this is a more justified approach than the approach CGB/NERA
suggested. This approach reflects the risk premium of all regions and not only of the
Caribbean Netherlands like the approach suggested by CGB/NERA. Since DMS provides
data for Europa and the USA, ACM does not see any reason to calculate the ERP for these
regions using Damodaran.

This updated calculation is incorporated in table 16.

CGB/NERA is of the opinion that the maturity of the instrument used to measure the risk-
free rate should equal the asset life of the investment, matching the investor horizon. Since
the asset life of the electricity production facility is likely to be 20-30 years, CGB/NERA
uses a risk-free rate based on a 20-year government bond.

ACM sees no relation between the horizon of the investor and the asset life of the
electricity production facility. The return on a long-term government bond (for instance 30
years) will incorporate more risk than a shorter government bond. The risk of default will be
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higher in a 30-year bond, therefore a long-term bond is not a suitable estimator for the risk-
free rate. ACM is of the opinion that the return on a 10-year government bond is most
suited as a proxy for the risk-free rate as it not as volatile as the return on short-term
bonds, but does not have too many risk factors influencing the return. ACM has applied this
method of determining the risk-free rate in many other regulated sectors, and sees no
reason to differ from this approach.
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Final remarks

This WACC annex is part of the “Method for setting the tariffs for the production and
distribution of electricity and drinking water in the Caribbean Netherlands 2017-2019”.

In this WACC annex, ACM has described the manner in which the WACC for the
Caribbean Netherlands has been determind.

The abovementioned method will be announced in the Government Gazette. Furthermore,
the Netherlands Authority for Consumers and Markets will publish this WACC annex on the
Netherlands Authority for Consumers and Markets’ internet page and on the internet page

of the Rijksdienst Dutch Caribbean.

The Hague,
Date: 17 november 2016

The Netherlands Authority for Consumers and Markets
on its behalf,

w.g.
dr. F.J.H. Don
Member of the Board
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