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1 Introduction  

Energy Regulatory Office (ERO) is carrying out the Periodic Review for the Second Regulatory Period 

(PRR2) to determine the Maximum Allowed Revenues (MAR) for the Transmission System Operator 

(TSO), Market Operator (MO) and Distribution System Operator (DSO) for the period 1 April 2018 until 

31 March 2023. KOSTT JSC carries out the activities of TSO/MO whereas KEDS JSC that of the DSO. The 

actual regulated revenues were set for the First Periodic Review 2013-2017 in 2013 (PRR1).  

As part of this review, ERO shall initially set a number of input values for calculation of MAR in order 

to ensure sufficient time for their public consultation. The same practice was applied for PRR1. The 

input values in question are:  

 The starting level and expected rate of reduction in transmission and distribution system 

losses. 

 The expected rate of efficiency improvements in operating costs of the TSO and DSO. 

 The Weighted Average Cost of Capital (WACC) of the TSO and DSO, the subject of this 

Responses Paper. 

 The appropriate asset lives to be used for the purposes of calculating regulatory 

depreciation of new investments. 

ERO published a Consultation Paper on its proposals on WACC on 4th July 2017. Two sets of comments 

were received—one from KOSTT and one from KEDS. Both sets of comments are published on ERO’s 

website alongside this report. 

This Responses Report summarizes the comments received from KEDS and KOSTT on the proposed 

WACC for the DSO and TSO and ERO’s responses to the.  

Following the publication of this report, the Board of ERO will review and make a final determination 

of the allowed WACC to be included in the DSO and TSO/MO MAR for PRR2. 

This report is organized into two parts. The first reviews KEDS’ comments and updates ERO’s 

evaluations of the WACC for KEDS. The second reviews KOSTT’s comments, where these differ from 

those of KEDS.  

 

Relevant documents  
 

LAW No. 05/L - 
085 on Electricity  

http://ero-ks.org/2016/Ligjet/LIGJI_PER_ENERGJINE_ELEKTRIKE_ang.pdf 

LAW No. 05/L-084 
on Energy 
Regulator  

http://ero-ks.org/2016/Ligjet/LIGJI_PER_RREGULLATORIN_E_ENERGJISE.pdf 

http://ero-
ks.org/2016/Ligjet/LIGJI_PER_RREGULLATORIN_E_ENERGJISE_ang.pdf 

http://ero-ks.org/2016/Ligjet/LIGJI_PER_ENERGJINE_ELEKTRIKE_ang.pdf
http://ero-ks.org/2016/Ligjet/LIGJI_PER_RREGULLATORIN_E_ENERGJISE.pdf
http://ero-ks.org/2016/Ligjet/LIGJI_PER_RREGULLATORIN_E_ENERGJISE_ang.pdf
http://ero-ks.org/2016/Ligjet/LIGJI_PER_RREGULLATORIN_E_ENERGJISE_ang.pdf
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Rule on TSO/MO 
Revenues  

http://ero-ks.org/2017/Rregullat/TSO-MO%20Pricing%20Rule.pdf 

Rule on DSO 
Revenues  

http://ero-ks.org/2017/Rregullat/DSO_Pricing_Rule.pdf 

ERO’s 
Consultation 
Report on WACC 
for PRR2  

http://ero-ks.org/2017/Tarifat/Raport_Konsultativ_per_WACC_04072017.pdf    

KEDS Comments 
in the 
Consultation 
Report for WACC 
for PRR2   

http://ero-
ks.org/2017/Tarifat/Komentet%20ndaj%20Raportit%20Konsultative%20t%C3%AB%2
0ZRRE%20per%20WACC_KEDS.pdf  

KOSTT’s 
Comments on the 
Consultation 
Report for WACC 
for PRR2    

http://ero-
ks.org/2017/Tarifat/Komente%20ndaj%20Raporteve%20Konsultative%20te%20Vlera
ve%20Hyrese%20per%20WACC%20humbje%20dhe%20jetegjatesin%20e%20aseteve
_KOSTT.pdf  

 

2 KEDS WACC 

2.1.1 Summary of KEDS Comments  

In its comments, KEDS begins by arguing that the WACC range proposed by ERO of 6.4% to 8.5% 

(nominal, pre-tax) is too low for KEDS to be able to fund its investment program during PRR2. To 

support this argument, KEDS provides a summary cash flow projection for PRR2. 

KEDS then goes on to discuss various components of the WACC calculation and to argue that the 

values for each as proposed by ERO are too low. The components discussed are: 

 The risk-free rate, representing the sovereign cost of debt in Kosovo. 

 The debt risk premium (DRP), representing the additional cost of borrowing of KEDS relative 

to that of the Government of Kosovo. 

 The market risk premium (MRP), representing the additional return required by investors in 

equities relative to that required by investors in sovereign debt (the risk-free asset). 

 The equity beta, representing the risk of KEDS relative to that of the market capital. 

KEDS also presented alternative proposed values for these components. Based on these, KEDS 

evaluates the WACC for PRR2 at 15.5%, representing an increase of 0.5% on the approved value for 

PRR1. 

 

In this report, ERO considers each of these arguments in turn and provides its responses. ERO’s 

conclusions are provided at the end of the report. 

http://ero-ks.org/2017/Rregullat/TSO-MO%20Pricing%20Rule.pdf
http://ero-ks.org/2017/Rregullat/DSO_Pricing_Rule.pdf
http://ero-ks.org/2017/Tarifat/Raport_Konsultativ_per_WACC_04072017.pdf
http://ero-ks.org/2017/Tarifat/Komentet%20ndaj%20Raportit%20Konsultative%20t%C3%AB%20ZRRE%20per%20WACC_KEDS.pdf
http://ero-ks.org/2017/Tarifat/Komentet%20ndaj%20Raportit%20Konsultative%20t%C3%AB%20ZRRE%20per%20WACC_KEDS.pdf
http://ero-ks.org/2017/Tarifat/Komentet%20ndaj%20Raportit%20Konsultative%20t%C3%AB%20ZRRE%20per%20WACC_KEDS.pdf
http://ero-ks.org/2017/Tarifat/Komente%20ndaj%20Raporteve%20Konsultative%20te%20Vlerave%20Hyrese%20per%20WACC%20humbje%20dhe%20jetegjatesin%20e%20aseteve_KOSTT.pdf
http://ero-ks.org/2017/Tarifat/Komente%20ndaj%20Raporteve%20Konsultative%20te%20Vlerave%20Hyrese%20per%20WACC%20humbje%20dhe%20jetegjatesin%20e%20aseteve_KOSTT.pdf
http://ero-ks.org/2017/Tarifat/Komente%20ndaj%20Raporteve%20Konsultative%20te%20Vlerave%20Hyrese%20per%20WACC%20humbje%20dhe%20jetegjatesin%20e%20aseteve_KOSTT.pdf
http://ero-ks.org/2017/Tarifat/Komente%20ndaj%20Raporteve%20Konsultative%20te%20Vlerave%20Hyrese%20per%20WACC%20humbje%20dhe%20jetegjatesin%20e%20aseteve_KOSTT.pdf
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2.1.2 Review of cash flow analysis  

ERO has a number of concerns with the cash flow analysis presented by KEDS which, in ERO’s view, 

makes this of no relevance to decisions on WACC. 

The first concern is that KEDS appears to assume both that ERO has an obligation to ensure that 

KEDS has sufficient cash reserves at all times and that the only way to increase these cash reserves is 

to increase WACC. Both assumptions are incorrect: 

 ERO is expected to ensure that the approved MAR is sufficient for an efficient business to 

finance its activities. This does not mean that it must ensure that the business has a positive 

cash flow at all times. It is to be expected that the business will borrow or receive equity 

injections from time to time to fund investments with these funds being repaid at a later 

date. The allowed WACC compensates funders for the cost of providing these funds. 

 If there are cash flow constraints and ERO considers it appropriate to address these through 

the price control, then there are many alternative ways of doing so other than by artificially 

inflating WACC. For example, depreciation profiles might be accelerated or ‘transfers’ may 

be made from future regulatory periods to the current period. 

Another concern is that KEDS has not provided the calculations and assumptions underlying the 

projections. Therefore, ERO cannot evaluate whether these are reasonable and justified. In this 

context, ERO notes that no decisions have yet been taken on the PRR2 control and no proposals on 

allowed operating and capital expenditures issued. Therefore, all values shown in the cash flow 

analysis are KEDS’ own assumptions and may substantially differ from ERO’s own proposals and the 

final decisions reached.  

 

2.2 Review of WACC Components  

2.2.1 Risk-free rate  

KEDS argues that the use of the lower bound by ERO for the risk-free rate, equal to the yield on 

Government of the Republic of Kosovo bonds (for terms in excess of one year) is inappropriate as 

these do not represent market prices. The basis of KEDS for this claim is that according to them the 

Government of the Republic of Kosovo has issued only one government bond with a maturity of 5 

years which is not in circulation because the entire issue was purchased by commercial banks to 

cover liabilities towards the Central Bank. Respectively, the use of the example from Kosovo can give 

wrong conclusions endangering the stability of the system. KEDS also argues that ERO’s use of the 

average yield on Government of Hungary 10-year bonds as the upper bound for the risk-free rate is 

inappropriate as Hungary, by virtue of its EU membership and more advanced legal and financial 

systems, is lower risk than Kosovo. 
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Instead of ERO’s proposed range for the risk-free rate of 1.1% to 3.0% derived from these 

comparators, KEDS proposes to use a real risk-free rate of 3.5%. This represents the nominal risk-free 

rate of 5.5% used in calculating an appropriate WACC value for setting feed-in tariffs, as issued by ERO 

in 2016, less an allowance of 2% for inflation1.  

ERO’s responses to each of these arguments are provided below: 

 There is no specific obligation on Kosovan banks to purchase Government of Kosovo bonds. 

Any entity or individual may purchase these, although it is the case that around half of 

outstanding issues are held by banks2. KEDS argument that the Government has issued only 

one bond with a maturity of 5 years, does not stand, since for the period 2015 - July 2017 were 

issued 5 bonds with a maturity of 5 years with a total value of € 85 million. Furthermore, some 

commentators have suggested that Kosovo has excess liquidity due to demand from 

Government-managed funds (see excerpt below from a recent review). This would potentially 

lead to greater demand for bonds, lowering interest rates on bonds. One more proof that 

there may be excess liquidity is suggested by the consistent surplus of the amounts offered to 

the amounts announced for newly issued bonds3. However, the magnitude of any such effect 

exists is difficult to quantify. 

Liquidity surpluses and falling of interest rates have resulted in high bid to cover ratios offered 

by domestic market investors. Excessive liquidity in the market, falling of interest rates, and 

purchase of securities by CBK in the secondary market have resulted in surplus (over 200% 

bid/cover ratio).4 

 Hungary’s sovereign credit rating (Moody’s) is currently Baa35. This places it on the same 

rating as, among other countries, Namibia, Indonesia, Kazakhstan and Romania and below 

that of Bulgaria. This suggests that Hungary is not perceived as a noticeably safe country in 

which to invest. While it is not possible to directly compare Hungary’s credit risk to that of 

Kosovo, given that the latter has no sovereign credit rating, it should be noted that 

                                                           
1 ERO. April 2016. Methodology on Calculation of Feed-In Tariffs for Energy from Wind and Small Hydro Power 
Plants Technology: Consultation Paper. [PDF]. Available at: http://www.ero-
ks.org/2016/Tarifat/RAPORT_per_FIT_te_eres_dhe_hidrocentraleve_te_vogla_eng.pdf 

2 CBK Annual Report 2016 

3 Offered amounts have exceed announced amounts by 1.5 to 3 times since 2012. Refer to CBK’s report of 
auction results (available at: http://bqk-kos.org/?id=107&ar=1) 

4 Ministry of Finance (Debt Management Division). April 2017. State Debt Program 2018-20. [PDF]. Available 
at: http://mf.rks-gov.net/desk/inc/media/7FCE4D87-D716-49D1-83C3-652BBC9E5776.pdf 

5 See: http://pages.stern.nyu.edu/~adamodar/New_Home_Page/datafile/ctryprem.html 

http://www.ero-ks.org/2016/Tarifat/RAPORT_per_FIT_te_eres_dhe_hidrocentraleve_te_vogla_eng.pdf
http://www.ero-ks.org/2016/Tarifat/RAPORT_per_FIT_te_eres_dhe_hidrocentraleve_te_vogla_eng.pdf
http://bqk-kos.org/?id=107&ar=1
http://mf.rks-gov.net/desk/inc/media/7FCE4D87-D716-49D1-83C3-652BBC9E5776.pdf
http://pages.stern.nyu.edu/~adamodar/New_Home_Page/datafile/ctryprem.html
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Hungary’s current ratio of public debt to GDP is 74%6 compared to 24% in Kosovo 7 and that 

Hungary experienced a bank debt crisis as recently as 2010.  Hungary also maintains its own 

currency which exposes it to exchange rate risks that do not apply to Kosovo which uses 

euro as an official currency. If anything, Hungary might, therefore, be considered riskier than 

Kosovo as regards sovereign debt. 

 The risk-free rate and other values used in calculating a WACC value as an input to setting 

feed-in tariffs in ERO’s 2016 consultation report were based on ERO’s PRR1 decision on 

WACC parameters. They do not represent the outcome of a full review of the appropriate 

WACC for the next tariff period. Therefore, it is inappropriate to use them as the basis for 

the PRR2 WACC. 

2.2.2 Debt Risk Premium  

KEDS argues that its debt risk premium should be higher than the 3.5% applied in ERO’s 2016 

decision on feed-in tariffs due to its inability to pledge assets as collateral and to its lack of a power 

purchase agreement (PPA) which increases its risks relative to that of new renewable energy 

generation. To support this, KEDS states that current average lending rates in Kosovo are 6.8% 

which, when combined with KEDS’ proposed risk-free rate of 3.5%8, would give a debt risk premium 

of 3.3%. KEDS own proposal is for a debt risk premium of 4.0%. 

ERO does not consider that KEDS is inherently more risky than renewable energy generation in 

Kosovo. Notably, KEDS is much less exposed to construction risk as a share of its total cost and it is 

this which is generally recognised to be the time of greatest risk for new infrastructure. Additionally, 

while KEDS does not have a PPA, it is protected against risk through the application of a revenue-

cap. 

CBK publishes detailed statistics on lending rates in Kosovo9. KEDS has not stated to which rate the 

quoted value of 6.8% relates. In ERO’s view, the most appropriate rate is that for investment loans 

exceeding five years. As of May 2017, the most recent month for which data is available, the average 

interest rate on these loans was reported at 5.8%. Over the most recent 12-month period, the interest 

                                                           
6 IMF estimates are that public debt was 74.1% of GDP in 2016 and this is projected to decline slightly to 73.1% 
of GDP in 2017 (IMF Country Report 17/123, available at: 
http://www.imf.org/en/Publications/CR/Issues/2017/05/12/Hungary-2017-Article-IV-Consultation-Press-
Release-Staff-Report-and-Statement-by-the-44908).  

7IMF projections are for public debt to equal 23.5% of GDP in 2017 (IMF Country Report 17/68, available at: 
https://www.imf.org/en/Publications/CR/Issues/2017/03/17/Republic-of-Kosovo-Second-and-Third-Reviews-
under-the-Stand-By-Arrangement-and-Request-for-44747). Kosovo has legally capped public debt at less than 
30% of GDP.  

8 Although not stated by KEDS, we assume that it considers inflation to be negligible so that the proposed real 
and nominal risk-free rates are identical for the purposes of this calculation. If using KEDS assumption of a 
nominal risk-free rate in 2016 of 5.5% then then implied debt risk premium would be just 1.3% on the basis of 
this comparison. 

9 Central Bank of Kosovo. July 2017. Monthly Bulletin of Statistics: May 2017. Available at: http://bqk-
kos.org/index.php?m=t&id=47  

http://www.imf.org/en/Publications/CR/Issues/2017/05/12/Hungary-2017-Article-IV-Consultation-Press-Release-Staff-Report-and-Statement-by-the-44908
http://www.imf.org/en/Publications/CR/Issues/2017/05/12/Hungary-2017-Article-IV-Consultation-Press-Release-Staff-Report-and-Statement-by-the-44908
https://www.imf.org/en/Publications/CR/Issues/2017/03/17/Republic-of-Kosovo-Second-and-Third-Reviews-under-the-Stand-By-Arrangement-and-Request-for-44747
https://www.imf.org/en/Publications/CR/Issues/2017/03/17/Republic-of-Kosovo-Second-and-Third-Reviews-under-the-Stand-By-Arrangement-and-Request-for-44747
http://bqk-kos.org/index.php?m=t&id=47
http://bqk-kos.org/index.php?m=t&id=47


 

 

ZYRA E RREGULLATORIT PËR ENERGJI

REGULATORNI URED ZA ENERGIJU
ENERGY REGULATORY OFFICE

rate averaged 6.3%. Interest rates have declined substantially since the start of the PRR1 period in 

2012, as shown below, suggesting both falling perceptions of risk in Kosovo and declining loan premia. 

Figure 1: Effective interest rates (investment loans,> 5 years), selected months 

 

Source: Central Bank of Kosovo 

When these interest rates are compared with ERO’s bases for the assumed risk-free rate, Government 

of Kosovo and Government of Hungary bond yields, then the implied debt risk premium in May 2017 

was 5.0% and 2.7% respectively10. Averaged over the most recent 12-month period, the debt risk 

premium was 5.5% if using Government of Kosovo bonds to represent the risk-free rate and 3.1% if 

using Government of Hungary bonds. ERO notes that these are above its current assumption of a debt 

risk premium of 3.0% and that the total cost of debt, of 6.5%, based on May 2017, or 6.3% as the 

average of recent rates. This also represents the proposal of ERO of 6.5%.   

 

 

                                                           
10 Note that interest rates are in nominal terms and so, for this calculation, the nominal bond yield is used 
rather than the real risk-free rate. 
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2.2.3 Market Risk Premium  

KEDS has stated that the estimated MRP should be based on the published estimates of Professor 

Aswath Damodaran of the Stern School of Business at New York University. Professor Damodaran 

maintains a database of estimates of equity risk premia in most countries relative to the US. These 

are intended for use by practitioners and represent a combination of the estimated country default 

risk (or sovereign debt risk) plus a further premium representing the additional risk of emerging 

markets (represented by a multiplicative factor of 1.23) plus the US MRP which Damodaran 

estimates at 5.69%. KEDS proposes to use Damodaran’s estimate of the equity risk premium for 

Bosnia-Herzegovina of 14.9% plus a further 1.0% to represent the additional risk of Kosovo and less 

KEDS’ proposed risk-free rate of 3.5% to give an MRP of 12.4%.  

ERO has concerns both with how KEDS has applied the Damodaran estimates to obtain this value as 

well as the appropriateness of using these estimates at all. These concerns are discussed below. 

Application of Damodaran estimates  

ERO firstly notes that there appears to be a calculation error in KEDS proposals. The Damodaran 

estimate is presented as the sum of country and equity market risk relative to the US risk-free rate 

but KEDS is applying it to its proposed risk-free rate for Kosovo. This double-counts the country risk 

premium of Kosovo relative to that of the USA and, therefore, inflates the estimated cost of equity. 

Correcting for this by deducting the Damodaran estimate of the additional country risk of Bosnia-

Herzegovina gives an implied MRP for Bosnia-Herzegovina of 7.5% (see Table 1, below) and an 

implied MRP for Kosovo of 8.5% using KEDS’ adjustment rather than its proposed 12.4%. 

ERO also questions the choice by KEDS of Bosnia as the appropriate benchmark for Kosovo and the 

statement that Kosovo is higher-risk. As noted earlier, Kosovo in many ways has a relatively low 

sovereign risk and is not necessarily riskier than other countries in the region. Looking at other 

regional countries, it can be seen that Damodaran’s estimates for MRP range from 6.2% to 7.9%.  

Table 1: Damodaran estimates of market risk premia 

Country  Moody’s rating 
Total equity risk 

premium  

Country default 

risk  

Implied market 

risk premium  

Albania  B1 12.09% 5.20% 7.89% 

Bosnia and Hercegovina  B3 14.94% 7.51% 7.48% 

Bulgaria Baa2 8.40% 2.20% 6.20% 

Croatia Ba2 9.96% 3.47% 6.49% 

Hungary  Baa3 8.82% 2.54% 6.28% 

Macedonia (FYROM) Ba3 10.81% 4.16% 6.65% 

Montenegro B1 12.09% 5.20% 7.89% 

Rumania  Baa3 8.82% 2.54% 6.28% 

Slovenia Baa3 8.82% 2.54% 6.28% 

Serbia B1 12.09% 5.20% 7.89% 
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Source: http://pages.stern.nyu.edu/~adamodar/New_Home_Page/datafile/ctryprem.html  (January 2017 

data). The implied MRP is the difference between Damodaran’s estimate of country default risk relative to the 

USA and the total equity risk premium for the country.  

Appropriateness of Damodaran estimates 

However, ERO has wider concerns with the proposed use of Damodaran estimates as opposed to 

recent regulatory precedents. Firstly, Damodaran does not provide estimations for Kosovo. Using the 

database would therefore have to include a separate analysis on the appropriateness of different 

international comparators. Secondly, there is no academic consensus as to the accuracy of the 

Damodaran estimates11 and it is certainly not appropriate to apply them unquestionably. 

This lack of consensus is reflected in the much lower MRP assumptions applied by regional and EU 

regulators relative to Damodaran’s estimates, as illustrated below. ERO places substantial weight on 

the precedents set by other regulators and, therefore, considers this in itself as a strong argument  

against reliance on the Damodaran estimates.  

Table 2: Damodaran estimates of market risk premia and regulatory decisions, selected countries 

Country  Market Risk Premium   

 Damodaran (Implied) Rregulator 

Greece (2015) 8.35% 4.00% 

Hungary (2012) 6.28% 4.00% 

Ireland (2010) 6.01% 4.95% 

Italia (2012) 6.20% 4.00% 

Lithuania (2013) 6.01% 4.62% 

Poland (2015) 5.92% 4.60% 

Portugal (2014) 6.35% 6.25% 

Source: ERO’s research  

Therefore, ERO proposes to continue to apply its estimated MRP of 4.5%. 

2.2.4 Equity Beta  

KEDS states, correctly, that there is no equity market in Kosovo which can be used to estimate a beta 

for KEDS. On this basis, KEDS proposes to assume that its risk is equivalent to that of a notional 

equity market, giving a beta of one (1).  

ERO agrees with KEDS's proposal that there is no equity market in Kosovo that can be used to estimate 

the beta for KEDS, although this would not mean that in the absence of such a market, beta should be 

                                                           
11 For a critical example of this, see:Kruschwitz L, A Loeffler and G Mandl. July 2010. Damodaran’s Country Risk 
Premium: A Serious Critique. [pdf]. Available at: 
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=1651466  

http://pages.stern.nyu.edu/~adamodar/New_Home_Page/datafile/ctryprem.html
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=1651466
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taken 1. ERO has currently considered the beta for this regulatory period to be 1 and has updated the 

WACC calculation assuming an equity beta of 1. 

2.3 Conclusions  

ERO considers that KEDS comments generally do not justify any revision of its initial WACC proposal. 

The exception is the cost of debt where ERO, after the review, states the rate for the cost of debt, 

after applying the debt premium of 3.5%, turns out to be 6.5%. This gives a WACC (nominal, pre-tax) 

proposal of 9.5%. 

ERO has noted the comments made on the validity of Government of Kosovo bond yields as evidence 

of the risk-free rate and that these may be decreased due to high levels of liquidity in the market. 

ERO’s initial proposal and revised proposal is shown below, along with KEDS’ proposal. 

Table 3: Proposed calculation of WACC for KEDS (DSO) 

Component Initial proposal of ERO  KEDS Proposal 
ERO’s reviewed 
proposal   

Risk-free rate  1.1% to 3.0% 3.5% 3.0% 

Debt premium  2.8% 4.0% 3.5% 

Debt cost (real) 3.9% to 5.8% 7.5%  6.5% 

Market risk premium  4.5% 12.4% 4.5% 

Equity Beta  0.75 1.00 1.00 

Tax rate  10.0% 10.0% 10.0% 

Equity tax (pre-tax, real) 5.0% to 7.1% 17.7% 8.3% 

Gearing 40.0% 40.0% 40.0% 

WACC (post tax, real) 4.5% to 6.6% 13.6% 7.6% 

Eurozone HICP 1.9% 1.9% 1.9% 

WACC (pre-tax, nominal) 6.4% to 8.5% 15.5% 9.5% 

 

The resulting proposed WACC range is in line with regional comparators, as shown below. The upper 

end of ERO’s proposed range exceeds that of other countries in the region. It is also clear how out of 

line with recent regional decisions are both the PRR1 WACC value and KEDS’ proposed value for 

PRR2 (which actually exceeds the PRR1 value). 
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Figure 1: WACC proposed for PRR2 and comparison with regional countries   

 

 

Source: Regulators’ websites 

3 WACC for KOSTT 

3.1 Summary of KOSTT comments  

A summary of KOSTT’s comments is provided below: 

 The use of Government of Kosovo bonds to estimate the lower bound of the risk-free rate is 

inappropriate. The term of these bonds is too short (at a maximum of five years) to reflect 

the cost of long-term financing of infrastructure assets. The secondary market for these 

bonds is also very illiquid, meaning that there is no reliable evidence of current prices and 

yields (as opposed to those at the time of the original issue). 

 Hungary is not an appropriate comparator to estimate the upper bound of the risk-free rate. 

Its risks as a member of the EU are lower than those of Kosovo. Additionally, its bonds are 

rated and monitored by major international credit rating agencies providing a better basis 

for investors to price these—which is not the case for Kosovo. 

 KOSTT instead proposes that the risk-free rate is estimated by using the long-term US 

Treasury bond rate and adding a country risk premium in line with that for a country rated 

B2 (below investment grade) as calculated and published by Professor Damodaran. This 

calculation is shown below and gives an estimated real risk-free rate of 6.8%. Based on this, 

KOSTT proposes that the risk-free rate is maintained at 6.5%, same as in PRR1. 

 Long Term US Treasury bond rate = 2.45% 

 Default spread for B2 rating = 6.36% 

 Nominal risk-free rate = 8.81% 

Kosova 9.5% 
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 Real risk-free rate (by applying Fisher formula12) = 6.78% 

 KOSTT argues that the MRP should be derived from the premium against long-term US 

Treasury Bonds, which is consistent with their proposed approach to setting the risk-free rate. 

They refer to the Valuation Handbook published by Duff & Phelps which estimates the MRP 

based on a ten-year average yield to maturity (YTM) of securities with 20-years maturity. The 

most recent published estimate is 5.5%. KOSTT has also referred to the estimate of US MRP 

used by Professor Damodaran, consistent with its approach to estimating the proposed risk-

free rate, which is currently 5.7%13.  KOSTT proposed to use this value as the MRP, noting that 

it is consistent with that of Duff & Phelps. 

 KOSTT agrees that an equity beta lower than one is justified but proposes this is taken from 

the estimates published for power sector utilities in Europe by Professor Damodaran14. This 

average is 0.82 and (unlevered) before liabilities (asset beta) 0.62. Adjusting the latter for 

ERO’s proposed gearing of 40%, the imputed equity beta would be 0.9515. Therefore, KOSTT 

proposes to use an equity beta in the range of 0.82 to 0.95.  

3.2 Review of WACC Components  

ERO has previously noted that, for PRR1, the cost of equity for KOSTT as a state-owned enterprise was 

set following Government guidance on its expected returns (equivalent to 2.3% real, pre-tax). ERO 

considers that the instructions of the Government of 2013 were related only to PRR1. Therefore, ERO 

has provided the following responses to KOSTT comments on inputs in calculating the cost of equity 

(i.e proper MRP and proper equity beta) to indicate the adjustments that will be made by changing 

the approach of ERO towards WACC for KOSTT. 

3.2.1 Risk-free rate  

In its responses to KEDS’ comments (see Section Error! Reference source not found.), ERO has 

already addressed the appropriateness of using Government of Kosovo bonds and Government of 

Hungary bonds to set the risk-free rate. These responses are not repeated here. 

More generally, ERO considers that retaining the risk-free rate applied for PRR1 would be 

inappropriate given the evidence that: 

                                                           
12 RFR real = (1+ RFR nominal)/(1+ inflation) - 1 

13 Damodaran, A. (2017). Useful Data Sets: Costs of Capital by Industry Sector - Europe. Stern Business School - 
NYU. Retrieved 14 July 2017, from 
http://pages.stern.nyu.edu/~adamodar/New_Home_Page/datafile/implpr.html     

14 Damodaran, A. (2017). Useful Data Sets: Levered and Unlevered Betas by Industry - Europe. Stern Business 
School NYU. Retrieved 14 July 2017, from http://www.stern.nyu.edu/~adamodar/pc/datasets/betaEurope.xls 
(Beta; Unlevered Beta) 

15 The unlevered beta represents the weighted average beta for the company as a whole. A common 
assumption is of a debt beta of zero which then allows an equity beta to be calculated by adjusting for the 
share of equity in financing (the gearing ratio).  

http://pages.stern.nyu.edu/~adamodar/New_Home_Page/datafile/implpr.html
http://www.stern.nyu.edu/~adamodar/pc/datasets/betaEurope.xls
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 Risk-free rates across all countries have declined greatly over the intervening period to 

historically low levels. 

 The specific risk associated with Kosovo (evidenced by declining yields on Government 

bonds and on lending rates) has also declined over this period. 

3.2.2 Market Risk Premium (MRP) 

KOSTT draws on two measures of MRP, both deriving from estimates of long-term returns in the USA. 

ERO notes that there is considerable debate and uncertainty over the measurement of MRP, with 

results varying widely depending on the time period selected and the exact calculation methodology 

adopted. Even a 10 to 20-year period may exclude or include major shocks which have the effect of 

depressing long-term returns on equities and, therefore, these periods may inflate expected equity 

returns and the MRP. As an example, the respected Credit Suisse Global Investment Returns Yearbook 

201716 estimates a risk premium for US equities relative to US Treasury bonds of 4.3% over the period 

1900-2016 and of just 2.4% over the period 1967-2016, as shown below. 

Figure 2: Proposed PRR2 WACC and regional comporators  

 

Source: Credit Suisse Global Investment Returns Yearbook 2017 (page 46) 

ERO does not necessarily consider these alternative estimates to represent the ‘correct’ MRP but 

uses them as evidence of the uncertainty over the true value of the MRP. Given the wide range of 

                                                           
16 Credit Suisse Research Institute February 2017. Credit Suisse Global Investment Returns Yearbook 2017: 
Summary Edition. Available at: https://publications.credit-suisse.com/tasks/render/file/?fileID=B8FDD84D-
A4CD-D983-12840F52F61BA0B4  

https://publications.credit-suisse.com/tasks/render/file/?fileID=B8FDD84D-A4CD-D983-12840F52F61BA0B4
https://publications.credit-suisse.com/tasks/render/file/?fileID=B8FDD84D-A4CD-D983-12840F52F61BA0B4
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available estimates, ERO has placed significant weight on precedents among EU regulators who have 

greater resources and evidence bases to draw on in determining an appropriate MRP to use in WACC 

calculations. Therefore, ERO proposes to continue to apply its assumed MRP drawn from these 

precedents of 4.5%. 

 

3.2.3 Equity Beta 

KOSTT has stated that the average equity beta for power utilities in Europe as reported in Professor 

Damodaran’s dataset is 0.82 and the average unlevered beta is 0.62. ERO cannot find these values in 

the referenced dataset (dated 5 January 2017) which shows an average equity beta of 1.08 and an 

average unlevered beta of 0.60 (or 0.63 after correcting for cash) for power utilities.  

ERO has reviewed the underlying data used in the calculation of these estimates17. A total of 73 

companies are included. Of these, ten are located in Poland, nine in Italy, eight in the United 

Kingdom, seven in Turkey and six in each of France and Spain with the remainder dispersed across 

other EU member states and the Isle of Man. 

From an initial review, the companies included appear to vary significantly in market positioning 

(mature or growth) and in the nature of their businesses (networks, generation, retail supply or 

integrated). Some of the companies also appear to be wrongly classified. To illustrate these 

concerns, a few examples are provided below: 

 Of the eight UK companies included, five appear to be small generation and/or retail supply 

companies listed on the Alternative Investment Market. Of the remaining three, one is a 

pure generation business (Drax Group), one is a combined generation and retail supply 

business (SSE) and one is a power development company in India which is listed on the 

London Stock Exchange (KSK Power Ventur). 

 The six French companies include Electricité de France, but also Air Liquide which specialises 

in industrial gases and Rubis, which focuses on the transport, storage and sale of petroleum, 

LPG and chemicals. 

 The six Spanish companies include Enagas and Gas Natural Fenosa. The former’s primary 

business is the operation of the gas transmission network and LNG import terminals in 

Spain. The latter is heavily involved in gas distribution and sale as well as power generation. 

Given this diversity and the inclusion of what appear to be a large number of inappropriate 

comparators, ERO is unconvinced that the reported values represent a reasonable basis for estimating 

the relative risk of KOSTT as a regulated transmission business. 

                                                           
17 Damodaran, A. (2017). Useful Data Sets: Regional Breakdown. Stern Business School NYU. Nxjerrë me 4 
gusht 2017, nga http://www.stern.nyu.edu/~adamodar/pc/datasets/indname.xls (filtered to select ‘Power’ 
only) 

http://www.stern.nyu.edu/~adamodar/pc/datasets/indname.xls
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Since there is no equity market in Kosovo which can be used to estimate the beta for regulated 

licensees, as well as to be consistent in regulatory decisions in relation to licensees, ERO proposes that 

the equity beta for KOSTT shall be 1. 

3.2.4 ERO’s note on the cost of debt 

KOSTT has not specifically commented on the assumed debt risk premium used, although in its 

comments, it does state that: “…KOSTT estimates that adjusting the allowed cost of debt by applying 

current credit rates is not appropriate for this period and does not represent the real cost of the 

credit market in Kosovo and beyond”. Regardless of this, ERO considers it appropriate to adjust the 

assumed debt risk premium for KOSTT to match the revised value of 3.5% applied to KEDS for 

reasons of consistency in relation to the sector.  

3.3 Conclusions  

ERO’s revised proposal on the appropriate range for WACC to be applied to KOSTT during PRR2 is 

shown below, alongside ERO’s initial proposal and WACC recalculated following KOSTT’s proposals 

for changes to the values for the risk-free rate, MRP and equity beta.  

As stated above, ERO proposes to change the approach in relation to PRR1, regarding WACC for KOSTT 

where WACC will be equal to that proposed for KEDS of 7.6 real, respectively 9.5% nominal. 

Table 4: The proposed calculation of WACC for KOSTT (TSO and MO) 

Component  

ERO initial 
proposal 

(Government-
defined  
ROE) 

KOSTT proposal  
ROE results – 
defined by the 
Government  

ERO’s reviewed 
proposal  

Risk-free rate  1.1% to 3.0% 6.5% 3.0% 3.0% 

Debt premium  2.8% 2.8% 3.5% 3.5% 

Debt cost (real) 3.9% to 5.8% 9.3% 6.5% 6.5% 

Market Risk Premium  n/a 5.5% n/a 4.5% 

Equity Beta n/a 0.82 to 0.95 n/a 1.00 

Tax rate 10.0% 10.0% 10.0% 10.0% 

Equity cost (pre-tax, 
real) 

2.3% 12.2% to 13.0% 2.3% 8.3% 

Gearing 40.0% 40.0% 40.0% 40.0% 

WACC (post tax, real) 2.9% to 3.7% 11.0% to 11.5% 4.0% 7.6% 

Eurozone HICP 1.9% 1.9% 1.9% 1.9% 

WACC (pre-tax, 
nominal) 

4.8% to 5.6% 12.9% to 13.4% 5.9% 9.5% 

 

 


