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Important information relating to this deliverable
This deliverable is addressed to Enemalta Corporation (the Corporation) and has been prepared in accordance with our terms of
engagement dated 12 August 2009.
Our duties in relation to this deliverable are owed solely to the Corporation and accordingly we do not accept any responsibility for
loss occasioned to any third party acting or refraining from action as a result of this deliverable. We understand that this document
may be provided to third parties including the general public as part of a public consultation process. We have given our consent for
this document to be copied or disclosed to such third parties on the basis that we do not owe such third parties any duty of care as a
result of giving such consent.
We have indicated in this presentation the sources of information presented. We have not sought to establish the reliability of those
sources.
The scope of our work was different from that for an audit and, consequently, we do not issue any opinion or any other certificate or
confirmation relating to the financial statements, tax position or the internal control systems of Enemalta Corporation.
Our report makes reference to “KPMG analysis”; this indicates only that we have (where specified) undertaken certain analytical
activities on the underlying data to arrive at the information presented; we do not accept responsibility for the underlying data.
In carrying out our work, we have relied on information obtained from parties not employed by us and this information has been
assumed to be true and correct. We have for the most part based our work on information, including audited and unaudited financial
information, relating to the Corporation. We do not accept responsibility for such information which remains the responsibility of the
Corporation. We have not sought to establish the reliability of this information by reference to sources independent of the Corporation.
Our reliance on and the use of this unaudited information should not be construed as an expression of our opinion on it. We do not
accept any responsibility or liability for the impact on our analysis and conclusions of any inaccuracies in such information.
This deliverable, including the underlying consumption and tariff simulation models, include certain statements and estimates with
respect to the Corporation’s business. Such statements and estimates reflect various assumptions made by the Corporation which
assumptions may or may not prove to be correct. No representation is made as to the accuracy of such statements and estimates.
In compiling this deliverable, we have relied on Enemalta Corporation’s estimates for 2010, based on the Corporation’s assumptions
related to the nature and size of the intended level of operations. There will usually be variances between projected and actual results,
because events and circumstances frequently do not occur as expected and these variances may be material.
We have asked the Corporation to review the factual information contained in this deliverable and have obtained their confirmation on
the veracity of this information and that no other essential information has been withheld from us.
The analysis set out in this deliverable takes into account all the information known and made available to us up to the time of its
preparation and is therefore current as at the document date, or such other date that may be specified.
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Terms of reference
Requirements
We were asked to:
explore and develop a revised electricity tariff scenario based on
an updated consumer profile for Residential, Domestic, and NonResidential accounts
the Corporation’s cost base for the 12-month period January to
December 2010
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Objectives definition
Assumptions and sources of information
The assumptions underlying this analysis have been adopted by
Enemalta Corporation on the basis of the principles approved by the
Regulator
This deliverable is based on:
current management information
the Corporation’s Cost Estimates for 2010, with fuel costs based on futures and the
US$ exchange rate as set on 20 October 2009
the Corporation’s 2010 estimate for MW generated, which volume was estimated at
2009 levels
a September 2009 profile of Residential (inclusive of Domestic) and Non-Residential
customer accounts and their respective average consumptions generated by MITA
from the WSC billing system, revised by the Corporation to take into effect the
readings for the WSC RO accounts and outliers identified

This presentation takes into consideration all information, data and
statistics made available to us by close of business on 13 November
2009, and subsequent communications from the Malta Resources
Authority
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Electricity tariff
Limitation to scope of changes
According to the Electricity Directive as well as LN 330 of 2008, charges
for installations, transmission and distribution have to be accounted for
and received separately from charges for generation. In this revision, we
have been asked to:
retain the fixed charges as set in the December 2008 tariffs, and left
unchanged in the subsequent revision, in line with the Corporation’s
expectations that these charges would remain the same in most revisions,
and are therefore not included in this proposal
Similarly, consumption tariffs are expected to vary from time to time
according to the Corporation’s cost base for the generation of electricity,
and consequently, we have been asked to:
adjust the "Consumption Tariff" to reflect Enemalta’s cost base for
generating electricity
retain the Residential Eco Reduction mechanism together with the
underlying Eco Reduction discount rates and thresholds as set in the
December 2008 tariffs
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Electricity tariff
Limitation to scope of changes
Retain the three categories of accounts:
Residential accounts – at least one person is registered as living in the
premises
Domestic accounts – formerly included under the Residential category
and comprising garages, common parts of apartments and similar
premises where no persons are registered as residing therein (NOP=0)
this category excludes those premises being used for commercial
or social activities which have now been included under the NonResidential category
a Domestic account becomes a Residential account as soon as a
person is registered as resident in the premises provided that the
same person is not registered anywhere else
Non-Residential accounts – used for commercial (business, industry,
offices) or social activities (clubs, churches, institutes)
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Cost components
Fuel cost and excise duties
The Corporation has assumed the cost of fuel inclusive of excise duties
underlying the revised tariffs at €206.8 million based on a future
generation of 2.0 million MWh
the total fuel cost is based on the estimated volume of different types of fuel
requirements and the Corporation's projections of applicable prices for the
period
FUEL COST

January - December 2010
(Excluding effect of hedge agreements in place)

Date

Gas oil

MT

Fuel oil

Euro '000s

MT

Units Generated

Total

MWh

Euro '000s

Euro '000s

Forecast

78,349

35,686

514,206

169,132

2,017,927

204,819

Subtotal

78,349

35,686

514,206

169,132

2,017,927

204,819

Excise Duties

Rate / MWh

Total

€1.00

2,018
206,837
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Cost components
Other expenses
Other expenses reflect the Estimates for 2010 as provided to us by
Enemalta Corporation
Other costs includes an extraordinary expense of approximately €1.786
million relating to the cleanup of asbestos
OTHER EXPENSES

Date

January - December 2010

Labour

Maintenance

Depreciation

Other costs

Other income

Total

Euro '000s

Euro '000s

Euro '000s

Euro '000s

Euro '000s

Euro '000s

Forecast

31,039

12,076

25,660

13,833

(4,922)

77,687

Total

31,039

12,076

25,660

13,833

(4,922)

77,687
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Cost components
WACC and Required return
The Corporation has decided to limit its return on
capital employed to be recovered through the tariffs
to €34.363 million
In the March revision of the tariffs the methodology
used in assessing the capital charge (as agreed
between MRA and Enemalta) reflected two
components:
one component reflects the servicing of the
Corporation’s financing of past investments and its
debt obligations over the twelve month base period

In Appendix 1 we present the Weighted Average
Cost of Capital approach to calculating the capital
charge. This alternative methodology is often
adopted by regulators in establishing tariffs
The pre-tax WACC calculated on this basis
ranges between 10.61% to 10.65%. This exceeds
the implied return of 8.4% as included in the tariff
computations

a second component is based upon the
Corporation’s current and future investment plans,
and their consequent financing requirement

In effect this method of reflecting the cost of capital
seeks to place Enemalta in a position to service its
debt capital whilst meeting its planned capital
expenditure requirements
Based on the above approach the total capital
charge (or “ROCE”) included in the proposed tariffs
set out in this document would have been of
€34.363 million. Based on total assets employed of
€406.7 million, the implied return is of 8.4%
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Cost components
Under recovery
Our estimate of the under recovery for the 9-month period (Apr-Dec 2009)
amounts to approximately €21.443 million
Our estimate of the under recovery shown in the cost analysis, is based
on the Regulator’s position as published in the Regulator’s report dated
5th May 2009, and reflects the portion of under recovery incurred after 31st
March 2009
The main drivers of the under recovery are:
lower consumption resulting in a reduction of volume of fuel consumed
higher fuel prices
missed revenue

10
© 2009 KPMG Malta, a Maltese civil partnership and a member firm of the KPMG network of independent member firms affiliated with KPMG International, a Swiss cooperative. All Rights reserved.

Cost components
Other considerations
A subvention of approximately €7.0 million will be received from
Government during 2010. This also incorporates the cost of street
lighting
Technical and non-technical losses are estimated at the target level of
11%
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Cost components
Proposed cost structure / target revenue

Analysis of underlying costs

Jan 10
Proposal
Total
€ 000

Cost analysis:
Fuel costs and excise duties
Other costs
Fuel, excise and operating costs
Target return on capital employed

206,837
77,687
284,524
34,363

Cost of subvention, etc, and PSOs

(7,000)

Adjustment for actual results from last revision

21,443

Total target revenue to be recovered through tariff
framework

333,330

Electricity generated - Mwh

2,017,927

Electrcity generated and billed - Mwh

1,763,955

Sources of target revenue
Revenue from installations
Revenue from fixed charges
Revenue from variable charges
Total target revenue to be recovered through tariff
framework

2,963
28,838
301,530
333,330

Source: Enemalta Corporation, KPMG analysis based on management data

Electricity generated and billed (MWh) excludes the Corporation’s estimate of 32 million units for Street Lighting
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Electricity Costs
Key tariff drivers

Key indicators

Gas oil 0.1
Fuel oil
Crude oil
$ / € Excange Rate
Units Generated (MWh '000)

Oct 08
$
748.90
423.20
73.68
1.33

Mar 09
$
484.00
314.00
54.70
1.35

2,187

2,165

20-Oct-09
$
642.00
468.00
77.00
1.50

Jan 10
$
690.00
492.00
81.80
1.49
2,018

Source: Enemalta Corporation

October 2008 tariffs were based on the average monthly prices (October
2008) Platts CIF
March 2009 tariffs were based on the prices shown above
Approximately €5.624 million out of the full extent of the fuel cost was absorbed by the
Corporation and not reflected in the retail tariff

20-Oct-09 refers to the individual daily price on 20 October 2009
Proposed January 2010 tariffs are based on futures as at 20 October 2009
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Electricity Costs
Feedback from MRA
In the course of discussions between the MRA and the Corporation, the
MRA requested the Corporation to restrict the proposed target revenue to
€326 million – a net reduction of €7.29 million
The Corporation considers the assumptions underlying the adjustments
proposed by the MRA to be unjustified, but in order to facilitate closure,
the Corporation has voluntarily reduced the proposed target revenue, and
the resulting tariffs, by this amount
The Corporation has agreed with the MRA to seek a subsequent
adjustment in the next tariff revision, for the following:
an expectation that increases in the price of 0.7% Sulphur content of fuel oil will result
in a material understatement of the actual cost of this type of fuel
in verifying the adjustment for understated anticipated overheads for 2010, the MRA
has agreed that a variance to this estimate will be recovered in the next tariff revision
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Proposed
Consumption tariffs

15

Electricity tariff – Residential & Domestic
Consumption tariff structure
Residential
Proposed
Cumulative
consumption
Bands
Band 1
Band 2
Band 3
Band 4
Band 5

(kWh)
2,000
6,000
10,000
20,000
>20,000

Consumption
tariff inc. 5%
VAT
€
0.161
0.173
0.189
0.360
0.620

First tier
Addional tier
25%
15%
eco reduction eco reduction

Domestic
Proposed
Cumulative
consumption
Bands
Band 1
Band 2
Band 3
Band 4
Band 5

(kWh)
2,000
6,000
10,000
20,000
>20,000

Consumption
tariff inc. 5%
VAT
€
0.210
0.223
0.238
0.440
0.700
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Electricity tariff – Non-Residential (kWh & kVah)
Consumption tariff structure

NON-RESIDENTIAL (kVah)

NON-RESIDENTIAL (kWh)

Bands

Cumulative
consumption

Proposed
Consumption
tariff exc. VAT

(kWh)

€

Bands

Cumulative
consumption

Proposed
Consumption
tariff exc. VAT

(kVah)

€

Band 1

2,000

0.162

Band 1

2,000

0.149

Band 2

6,000

0.170

Band 2

6,000

0.156

Band 3

10,000

0.183

Band 3

10,000

0.168

Band 4

20,000

0.198

Band 4

20,000

0.182

Band 5

60,000

0.215

Band 5

60,000

0.198

Band 6

100,000

0.200

Band 6

100,000

0.184

Band 7

1,000,000

0.187

Band 7

1,000,000

0.172

Band 8

5,000,000

0.170

Band 8

5,000,000

0.156

Band 9

>5,000,000

0.144

Band 9

>5,000,000

0.132

The Corporation has decided, in the public interest, to grant the WSC the facility to
have its accounts billed on a grouped basis (cumulative consumption only) at the
standard Non-Residential tariff above
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Electricity tariff – Non-Residential (kWh & kVah)
Consumption tariff structure
Accounts billed on a Day / Night basis will pay a ‘Day’ premium of €0.002 and a
‘Night’ discount of €0.035 over the applicable Non-Residential tariff
This incentive is estimated to cost the Corporation at least €1.3 million. Additional
revenue leakage that may result from increased night-time discounted billing will be
recovered in the next tariff revision
NON-RESIDENTIAL (kVah)

NON-RESIDENTIAL (kWh)

Proposed

Proposed
Bands

Cumulative
consumption

Day
Tariff

Night
Tariff

(kWh)

€

€

Bands

Cumulative
consumption

Day
Tariff

Night
Tariff

(kVah)

€

€

Band 1

2,000

0.164

0.127

Band 1

2,000

0.151

0.114

Band 2

6,000

0.172

0.135

Band 2

6,000

0.158

0.121

Band 3

10,000

0.185

0.148

Band 3

10,000

0.170

0.133

Band 4

20,000

0.200

0.163

Band 4

20,000

0.184

0.147

Band 5

60,000

0.217

0.180

Band 5

60,000

0.200

0.163

Band 6

100,000

0.202

0.165

Band 6

100,000

0.186

0.149

Band 7

1,000,000

0.189

0.152

Band 7

1,000,000

0.174

0.137

Band 8

5,000,000

0.172

0.135

Band 8

5,000,000

0.158

0.121

Band 9

>5,000,000

0.146

0.109

Band 9

>5,000,000

0.134

0.097
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Appendix 1
Weighted Average Cost of Capital
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Appendix 1 – WACC for electricity tariffs
The WACC equation
The Weighted Average Cost of Capital
incorporates the two main types of finance
used to fund the capital employed by the
business to carry out its operations,
namely debt and equity
WACC is estimated on the basis of market
variables and employs approaches, such
as the Capital Asset Pricing Model
(CAPM), which are well grounded in
finance theory and relatively
straightforward to apply in practice
Using a market approach involves the use
of financial market data for comparator
companies instead of data relating to the
company’s own capital structure and cost
of finance. This will ensure that the cost of
capital is set at an efficient level reflecting
the underlying market cost of raising
finance
The required WACC has to be calculated
pre-tax as applying a post-tax rate would
double count tax

Pre-tax WACC =
the cost of debt multiplied by the proportion of
the total capital employed financed through
debt
plus
the pre-tax cost of equity multiplied by the
proportion of the total capital employed
financed through equity
Capital employed = debt + equity
The pre-tax cost of equity =
The cost of equity (post-tax)
divided by
(1 minus the corporate tax rate)
The main parameters in finding WACC therefore
are:
A market based cost of debt
The cost of equity
The assumed capital structure (based on market
data)
The applicable tax rate
20
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Appendix 1 – WACC for electricity tariffs
The assumed capital structure
Regulators typically would not use the actual
capital structure of regulated entities but rather
a market based capital structure designed to
reduce the cost of capital to a minimum

The MCA further states that in view of the
difficulties encountered in establishing a single,
optimal gearing ratio, a range of gearing ratios
should be considered.

The Malta Communications Authority (MCA)
puts this imperative as follows:

In our analysis of WACC we have considered the
following debt to equity ratios:

“Theoretically, a forward looking WACC should
be based on the estimated optimal capital
structure over the period of the regulation, as
opposed to the existing capital structure of a
company. An optimal gearing ratio makes full
use of the tax advantages of debt while
keeping default risk at levels acceptable to
shareholders.”
The MCA further states that the argument for
using an optimal capital structure is further
strengthened by the fact that the regulatory
WACC is used to provide the operator with a
reasonable rate of return on a regulated basis,
assuming an efficient gearing structure

The average energy sector European debt
to equity ratio of 77.41% (equivalent to a
gearing ratio, that is debt to debt plus equity,
of 43.6%). This capital structure is quite
close to the implied debt to equity ratio for
Enemalta if its interest cost were converted
to debt on the basis of a market based cost
of debt (on the basis of no government
support) – in this case the gearing ratio is of
47.4%
A higher, riskier, debt to equity ratio of 150%
(equivalent to a gearing ratio of 60%)
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Appendix 1 – WACC for electricity tariffs
The Cost of equity
The cost of equity is estimated using the
Capital Asset Pricing Model (CAPM):
Cost of equity = Risk-free rate + (Market
equity risk premium x Beta)
Ke = Rfr + (MRP x β)
CAPM measures risk in terms of nondiversifiable variance, and relates expected
returns to this risk measure. It is based on
several assumptions including that investors
are rational and risk averse, that they have
homogenous expectations about asset
returns and variances; that investors can
borrow and lend at a risk-free rate; that all
assets are marketable and perfectly divisible;
that there are no transaction costs; and that
there is no restriction on short sales

One further consideration relates to the fact
that CAPM tends to underestimate the cost of
equity of smaller firms. For this reason some
argue that the cost of equity of smaller firms
should be estimated after including a small
equity premium
Ke = Rfr + (MRP x β) + SP
An analysis of recent literature on this issue
reveals that the small equity premium does
not seem to have any good statistical support
and appears incompatible with the broad
thrust of modern corporate finance theory.
We have therefore excluded this from our
analysis of the cost of equity
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Appendix 1 – WACC for electricity tariffs
The Cost of equity
Risk-free rate (Rfr)
The risk-free rate is the interest rate that can
be obtained by investing in financial
instruments with no default risk
A ‘risk-free’ asset is in essence a theoretical
notion. In practice the norm is to use ten year
government bonds of the currency in question
We have used the German 10-year
government bonds as a benchmark for the
risk-free rate. The German10-year government
bonds’ average yield as at 5 November 2009
was of 3.34%

Market equity risk premium (MRP)
The market equity risk premium is the difference
between the average returns on equities in the
market as a whole and the average returns on
risk-free securities. It compensates for the
market equity risk and the underlying country
risk
Research has indicated that the current risk
premium for a mature equity market is of 5.00%
(based on Damodaran’s data for January 2009).
Given Malta’s government bond rating, which as
at January 2009 stood at A1 (Moody’s),
Damodaran has attributed a country risk
premium of 2.10% resulting in an Equity Risk
Premium of 7.10%
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Appendix 1 – WACC for electricity tariffs
The Cost of equity (continued)
Estimating the Unlevered Beta (βu)
Betas for Maltese equities are not available.
To estimate the unlevered Beta (that is the
Beta assuming there is no debt) for the
purposes on energy tariffs, we have referred to
Beta information on the energy sector in
Europe. Average industry Betas are computed
by reference to a number of companies listed
in European equity markets. We have taken
this information from Damodaran’s analysis as
of January 2009, based on the data from 35
European firms operating in the Electric
utilities industry. The unlevered Beta is of 0.55
Estimating the levered Beta (βl)

Pre-tax cost of equity
The table below sets out the calculation of the
resultant pre-tax cost of equity
Cost of equity
Debt to equity ratio
Gearing (debt/(debt + equity)

0.77
0.44

1.50
0.60

Tax rate

35.0%

35.0%

Risk free rate
Market equity premium
Unlevered Beta
Levered Beta
Equity risk premium

3.34%
7.10%
0.55
0.83
5.87%

3.34%
7.10%
0.55
1.09
7.71%

Cost of post-tax equity

9.21%

11.05%

14.17%

17.00%

Cost pre-tax equity

The unlevered Beta is then re-levered to take
into account the estimated debt to equity ratio
for that business. The formula we have used
for this purpose (based on the Damodaran
approach) is as follows:
βl = βu + (Debt/Equity X βu X (1 – tax rate))
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Appendix 1 – WACC for electricity tariffs
The Cost of debt
Linking gearing, rating and debt risk premium

Cost of debt
= Risk free
cost of debt +
risk premium

The market debt premium is heavily influenced by the rating attached to the debt

Gearing, rating and debt premium
Debt as a % of
capital employed
75.0%
68.8%
62.5%
56.3%
50.0%
40.0%
30.0%
25.0%
20.0%
10.0%

Debt ratings are in turn heavily influenced by the level of gearing. The MCA quotes a
study by WIK Consult converting the level of debt into an associated rating. This is
shown in the table below together with the associated debt risk premium indicated by
Damodaran at 1 January 2009
Enemalta’s cost of debt

Rating (S&P)

Risk premium (1
Jan 2009)

BB
B+
BB
BBB
AA
A+
AA
AAA

15.5%
12.5%
11.5%
10.5%
5.8%
3.8%
3.5%
3.3%
2.5%
2.0%

Enemalta’s current weighted average cost of debt is in the region of 3.2%.
This rate is heavily influenced by the fact that Government currently
guarantees the Corporation’s debt and, to a lesser degree, as most of this
debt is based on variable interest rates
In addition the Corporation has a gearing ratio of just over 89%. Clearly
given, government’s guarantees, the guaranteed debt is quasi-equity and
the cost of this debt should be increased by government’s “cost” of
providing this significant support. Using a market related cost of debt and
capital structure, in line with sound regulatory practice, avoids the
necessary adjustments that will be required to properly reflect this

It is also worth noting that S&P rate Enemalta’s debt at BB+ (16 October 2009). This rating reflects the
100% ownership and support by government and assumes a very high likelihood of extraordinary
government support in the event of financial distress. According to Damodaran, a rating of BB+ carries a
debt risk premium of 9.5%. This would result in a cost of debt for Enemalta of 12.84%. On a stand alone
basis, S&P would rate Enemalta at B, resulting in a 12.5% debt premium and cost of debt of 15.84%
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Appendix 1 – WACC for electricity tariffs
The Cost of debt (continued)
Based on the local capital market
Irrespective of the risk premium
attached to debt issued
internationally, in Malta the returns
required by bond holders have
been significantly lower
irrespective of the fact that bonds
issued were unrated.
As already stated, we use the ten
year German government bond
rate (3.34% at 5 November 2009)
as the estimate of the risk free
rate
Government has this week issued
ten year bonds with a coupon of
4.60%. This suggests a country
risk premium for debt in Malta of
126 basis points.

To estimate this additional premium we have taken the yield
to maturity at 11 November 2009 of local corporate bonds
listed on the Malta Stock Exchange with maturities of
between 6 to 10 years and computed the risk premium over
and above the coupon of 4.6% on ten year government
paper. A simple average results in a premium of 162 basis
points, and a premium of just over 150 basis points when
eliminating the two outliers in the data set.
We estimate that based on a gearing ratio of between 40% to
50%, an additional debt risk premium of 1.5% would be
appropriate. We have added a further premium of 0.25% in
the case of a gearing ratio of 60%. The resulting cost of debt
for each of the capital structure scenarios we consider, is
shown in the table below:

Clearly, commercial debt requires
a further risk premium over
sovereign debt.
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Appendix 1 – WACC for electricity tariffs
Estimate of pre-tax WACC
Pre-tax WACC
Pre-tax Weighted Average Cost of Capital (WACC)
Debt to equity ratio
Gearing (debt/(debt + equity)
Equity to debt + equity

0.77
0.44
0.56

1.50
0.60
0.40

Cost of debt
Cost of equity

6.10%
14.17%

6.35%
17.00%

Pre-tax WACC

10.65%

10.61%

The pre-tax WACC calculated on this basis
ranges between 10.61% to 10.65%. This
exceeds the implied return of 8.4% (€34.363
million capital charge as a percentage of
€406 million capital employed) as included in
the tariff computations
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