B\ |/
NOﬁ‘hEI'I://% 3

Gas Networks 4

we are
the network




Review of NGN'S
RIC-2 Business
Plan Hnanceaolty

Prepared for NGN

fitte AL

b
|

4 November 2019




mportant notice (1/2)

This analysis of Financeability of Northern Gas Networks Business Plan over RIIO-GD-2 (the ‘Report’) has been prepared by KPMG
LLP in the UK (‘(KPMG UK'’) for Northern Gas Networks Ltd (‘NGN’) on the basis set out in a private contract dated 20 August 2019
agreed between KPMG UK and for NGN Ltd (the ‘Contract’).

This Report was not prepared in connection with an assurance engagement conducted in accordance with any generally accepted
assurance standards and consequently no assurance opinion is expressed. Nothing in this Report constitutes a valuation or legal
advice.

This Report is for the benefit of only the Client, and has been released to the Client under the terms and conditions set out in the
signed release letter dated 4 November 2019. Publication of this report does not in any way affect, or extend KPMG UK's duties and
responsibilities to NGN nor give rise to any duty or responsibility to any other party.

In particular, and without limiting the general statement above, this Report has been prepared for the benefit of the Client alone, and
not for the benefit of any other person or organisation who might have an interest in the matters discussed in this Report, including
for example to those who operate in or provide goods or services to those who operate in the energy sector.

This Report is not suitable to be relied on by any party wishing to acquire rights against KPMG UK (other than NGN) for any purpose
or in any context. Any party other than NGN that obtains access to this Report or a copy and chooses to rely on this Report does so
at its own risk. To the fullest extent permitted by law, KPMG UK does not assume any responsibility and will not accept any liability,
including any liability arising from fault or negligence, for any loss arising from the use of this Report or its contents or otherwise in
connection with it to any party other than NGN.

This Report makes use of both company information (which remains the responsibility of management) and publicly available
information. While we have satisfied ourselves, so far as possible that the information presented in this Report is consistent with our
information sources we have not sought to establish the reliability of information sources by reference to other evidence. We have
relied upon and assumed, without independent verification, the accuracy and completeness of information available from public
sources. Although we endeavour to provide accurate and timely information, there can be no guarantee that such information is
accurate as of the date it is received or that it will continue to be accurate in the future

This Report has not been designed to be of benefit to anyone except NGN. In preparing this Report we have not taken into account
the interests, needs or circumstances of anyone apart from NGN, even though we may have been aware that others might read this
Report.
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mportant notice (2/2)

The information contained in this Report may constitute inside information for the purposes of the Criminal Justice Act
1993 or the market abuse regime under Part VIII of the Financial Services and Markets Act 2000. Without limiting the
obligations imposed under those Acts, each recipient acknowledges by receiving this presentation that it will not deal in (or
encourage any other person to deal in) the shares or securities nor base any behaviour on such information except in
accordance with applicable law and regulation.

This Report and key findings outlined below are based on NGN's RIIO-2 Business Plan and NGN's financial projections
supporting this plan sent to us on 18/10/2019 version “NGNFM Ver 8.0 (sent 181019).xIsm", the “Business Plan”. As part
of this work, KPMG has reviewed NGNFM Ver 8.0 which was found to be broadly consistent in methodology with
Ofgem’s LiMo model for the notional company, and produces broadly consistent outputs. For the avoidance of doubt,
KPMG's review of the model does not constitute any form of assurance of the model. The inputs and outputs of the model
remain the responsibility of NGN. The model itself, or its amended versions, do not constitute an output of this work
package.

The realisation of any financial projections is dependent on the continuing validity of the assumptions on which they are
based. In the case of financial projections, financial viability, financeability and resilience this is particularly so as concerns
the amount and the timing of the cash flows and the consequential effect on cash requirements. The assumptions will
need to be reviewed and revised to reflect any changes in trading patterns, cost structures or the direction of the business
as they emerge.

We accept no responsibility for the realisation of the financial projections, financial plan nor for the financial viability,
financeability or financial resilience of NGN. Since the financial projections relate to the future, actual results are likely to be
different from the projected results because events and circumstances frequently do not occur as expected, and the
differences may be material.

This Report relies on published methodologies, reports and commentaries published by rating agencies. KPMG does not
accept responsibility for such information which remains the responsibility of the authors of those methodologies, reports
and commentaries.

Details of the Report's principal sources are set out throughout this Report. Attempts have been made to check that the
information made available in accordance with the Engagement Letter is consistent with other information where possible.
This Report has not sought to establish the reliability of those sources by reference to other evidence.
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Financial assumptions and performance in the Base Case
Introduces financeability results under Ofgem’s ‘Base Case’ and NGN's Business Plan

NGN's financeability under Ofgem’s prescribed scenarios
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NGN's financeability under KPMG scenarios
Examines NGN's financeability over RIIO-2 under KPMG scenarios

Key messages
Concludes on NGN's financeability over RIIO-2




Section 1
yecutive Summar




1

Fyecutive Summary (1/2)

+ Ofgem requires each energy network company to have a robust financial plan for the RIIO-2 period that is stress-
tested and financeable under a range of future outcomes.

* NGN has engaged KPMG to undertake a specific set of financeability assessments of its RIIO-2 Business Plan and
financial projections on both the actual and notional financing structures, under the following financing assumptions:

(1) Ofgem’s base case financing assumptions, including a real CPIH-based CoE of 4.3% (post adjustment for
outperformance), with expected outperformance of 50bps included in cashflows, and a CoD allowance based

Scope of the on 11-15 trombone average of the A/BBB iBoxx index; and
Assessment
(2) NGN's Business Plan financing assumptions, including a real CPIH-based CoE of 5%, and a CoD allowance

based on 14-18 trombone average of the A/BBB iBoxx index.

* NGN'’s Business Plan was stress-tested under a set of Ofgem-mandated macroeconomic and business risk
scenarios, as well as a set of KPMG scenarios of potential macroeconomic risks and potential, plausible business
downside risks considered by NGN.

* The financeability assessments were carried out based on NGN's own financial model (NGNFM) provided to KPMG.

* Under Ofgem'’s base case financing assumptions, including expected outperformance of 50bps, and the
notional financing structure, NGN is projected to maintain ratios consistent with the Baa1/BBB+ rating.

» Under the notional financial structure, the business is projected to face some pressure when stress-tested under
both Ofgem-mandated as well as KPMG-modelled plausible downside scenarios, with implied results consistent
with the thresholds for Baa2. In some of the high impact scenarios, projected ratios are borderline for the Baa2
rating, which could imply a negative credit outlook. Furthermore, without remedying actions, in certain downside
scenarios, projected AICR falls to below 1.3x, which as NGN has informed us, if breached, would constitute
default.

Assessment
based on
Ofgem'’s ‘Base
Case’
assumptions

* In general, financial projections for the notional company are broadly consistent with ratios required for
a comfortable investment grade rating, which suggests that the notional company is unlikely to face a
financeability challenge under the assumptions made.

Notional company

* In the base case, the results are driven by factors such as the assumption of 25% Index Linked Debt (which
improves cash-based ratios in the short term but pushes financeability constraints into the future) and by the
inclusion of expected outperformance equivalent to 50bps on Regulated Equity in projected cashflows. The
inclusion of expected outperformance is not consistent with typical rating agencies’ approach of excluding
potential outperformance from the rating assessments
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1

Executive Summary (2/2)

Under NGN's actual financing structure and Ofgem’s base case financial assumptions, projected ratios fall to
levels consistent with Baa2 rating based on a mechanistic application of Moody's rating thresholds. The AICR
ratio falls below the 1.3x covenant threshold in certain years in the base case (before any impact of downside
scenarios) implying that the company might face default. This implies significant financeability challenge as
ratios are projected to fall below the Baa1 target rating and the company is projected to breach its
bank covenants.

» The actual financing structure also performs consistently worse than the notional across a range of downside
scenarios implying either a single or double notch downgrade to Baa2/Baa3. Due to Moody’'s emphasis on the
AICR ratio, which falls to below 1x in some high impact scenarios, the results imply a fall to Baa3 levels or
even below investment grade. The AICR ratio is projected to fall below 1.3x across most Ofgem-mandated and
KPMG modelled scenarios, breaching NGN's bank covenants in the absence of any remedying actions. This
further supports the conclusion that the actual financing structure faces significant financeability
challenge under Ofgem’s financing assumptions.

Assessment
based on

Ofgem’s ‘Base
Case’
assumptions

Actual company

» The actual financing structure scores worse than the notional due to a number of factors, including: (1) higher
gearing (NGN's starting position is in line with Ofgem’s 65% RIIO1 target but increases to ¢c70% by the end of
the period); (2) no ILD debt, which would otherwise improve cash-based ratios under Ofgem’s notional
structure in the short term; (3) dividend payout being higher than under the notional assumptions yet still
significantly lower than the actual dividend payout over the previous period; and (4) a variable debt portfolio
which contributes to exposure to macro risks.

* The results of the financeability tests under the projected actual financing structure are important for
the regulatory financeability assessment. The actual market conditions, both at present and which
existed in the past when the capital currently employed in the business was raised, and a sustainable
level of dividend payouts necessary to ensure equity financeability, should be taken into account.

» The financeability assessment of the Business Plan under NGN's financing assumptions implies that both the
notional and actual financing achieve ratios consistent with comfortable investment grade of Baa1/BBB+ in the

. - base case.
Financeability
of NGN's « Under both the notional and actual financial structures with NGN's financing assumptions, the company would face
Business Plan pressure under certain high impact Ofgem-mandated and KPMG modelled scenarios, which might result in a fall in

ratios to Baa2/ Baa3 levels. However, these scenarios are based on very high impact events, or a compound set of
business and macro shocks (e.g. 2% annual RoRE underperformance, or 10% totex shock) which NGN do not
consider to be likely.

7
© 2019 KPMG LLP, a UK limited liability partnership and a member firm of the KPMG network of independent member firms affiliated with KPMG International Cooperative (‘KPMG International”), a Swiss entity. All rights
reserved

Document Classification: KPMG Public



CD

A
U

0




2

Lontext and scope of this assignment

Context

Ofgem requires each energy network company to have a robust financial plan over the RIIO-2 period that is stress tested and
proven to be financeable under a range of future outcomes. The Board of each energy network company is required to provide
assurance and confirmation that it considers that the company is financially viable over the long term.

Scope of this assessment

NGN has engaged KPMG to undertake a specific set of financeability assessments under (1) Ofgem’s base case financial
projections, and (2) NGN's Business Plan financial projections, on both the actual and notional financing structures, over the RIIO-
2 period.

KPMG were provided with the NGN Financial Model (NGNFM), which was used to perform the financeability assessment
described below. The financeability analysis presented in this Report has been carried out with the objective to support NGN in
meeting Ofgem’s requirements with respect to demonstrating financeability for the notional and actual company as specified in
Ofgem’s guidance documents.* As per the guidance, NGNFM was used to test financeability under:

1. Ofgem'’s proposed set of macroeconomic and business risk scenarios (set out in Table 19 of the SSMD Finance Annex); and

2. A set of plausible macroeconomic and business risk scenarios modelled by KPMG and / or provided by the business, as
discussed further below.

This Report summarizes findings of the financeability assessment undertaken by KPMG.

Limitations of scope

1. The Board of NGN is solely responsibility for NGN's future financeability, their financial resilience plan and any supporting
financial projections and documentation; and

2. This Report does not provide any form of assurance over the financial resilience plan, financial projections, financial resilience
or financial viability of NGN.

KPMG accepts no responsibility for the realisation of the financial projections, financial resilience plan nor for the financial viability
or financial resilience of NGN. Since the financial projections, financial resilience plan relate to the future, actual results are likely
to be different from the projected results because events and circumstances frequently do not occur as expected, and the
differences may be material.

* RIIO-2 Business Plan Guidance (9/9/2019); RIIO-2 Sector Specific Methodology Decision — Finance (24/5/2019); Financeability Assessment for RIIO-2: Further Information (26/3/2019)
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Fnanceabiity analysis based ona Set of financeabiity 1estS

T
Business assumptions and drivers 1. Test credit rating / 2. Define plausible risk 3. Ability to

covenants in the base scenarios withstand shocks
The analysis below relies on the case _scenarios Ina sec_ond step, In a third _sfcep,
modelling and financial projections The first step was to uncertainty of _ financeability was
in NGN’s BP as modelled in the test whether credit macroeconomic tested based on
NGN Financial Model provided to metrics are ir_1 line with variables was _modelled Whethe_r test 1 was
KPMG. Leverage and coverage Comforta_ble investment based on _publlc d_ata, passed in the
ratio calculations were checked for grade rating and and plausible business presence of key
consistency against rating agency whether financial risk scenarios were deviations from the
and Ofgem guidance, where covenants are met, constructed based on central forecast
relevant. under Ofgem base case guidance by NGN . (downside

/ NGN Business Plan. scenarios).

For the purposes of this analysis, NGN's financeability is assessed against a target credit rating of Baa1/BBB+, i.e. comfortable

investment grade rating, consistent with the credit index used by Ofgem to set the cost of debt allowance.

+ Baal/BBB+: Typically the finance duty of Ofgem has been interpreted as ensuring a company can achieve a ‘comfortable’
credit rating. Failure to achieve this rating means that the company will not be able to achieve Ofgem’s cost of debt
allowance.

» Baa2/BBB: Failure to achieve this level could be interpreted as a financeability challenge for the business, because it would
potentially (and likely) be accompanied by a breach of NGN's AICR covenant of minimum 1.3x cover. Such covenant breach
would allow creditors to renegotiate NGN's loan terms. Therefor this scenario would likely require mitigating action.

+ Baa3/BBB-: This level would still meet licence requirements so the business may still be able to raise finance on investment
grade credit rating, but it would imply a significant financeability challenge and higher cost to consumers. Historically, a Baa3
credit rating has never been targeted by a regulator as it does not constitute ‘comfortable’ investment grade rating.

Sub-investment grade: a clear remedial plan would be required before such a scenario materialises.
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RECENT Lpdates [orating agency VIews

S&P

Latest outlook has resulted in an indicative rating of Baa’l S&P’s affirmed a credit rating of BBB+ for NGN's
stable for NGN who benefit from: given:

* Monopoly owner of gas distribution in the north of England. » Strong regulatory and operational performance
* Low business risk » Financial ratios above those of a BBB+ rating.

* Well established and transparent regulatory regime. * Expected stable credit metrics, with funds from

operations to debt remaining above 9%.

Rating agencies’ views of NGN have not changed recently, but rating assessment remains contingent on the outcome of
performance in the new regulatory period. NGN's strong results in the first five years of the regulatory period has so far been
underpinned by strong credit metrics and a well-established regulatory framework, which ensures a stable and predictable cash
flow.

Moody's sector outlook (ages, creditapinion29 March 2019)

Potential impact of ‘increasing interest in re-

Lower allowed returns

opening price control’

Implications for NGN

Moody's warns "..if political pressure leads to further

Moody's has specifically commented on the threat to [suchl] interventions, it could, over time, weaken our
NGN'’s metrics as a result of lower returns. assessment of the transparency, stability and
predictability of the energy networks regime’

The above suggests that there is pending risk that Moody's might downgrade the qualitative score awarded to the regulatory framework for
the UK Energy sector (as has recently been done for the UK Water sector). If this risk materializes, NGN and other energy companies will be
required to meet higher financial ratios thresholds than currently targeted, to meet the same target ‘comfortable’ investment grade rating.

12
© 2019 KPMG LLP, a UK limited liability partnership and a member firm of the KPMG network of independent member firms affiliated with KPMG International Cooperative (‘KPMG International”), a Swiss entity. All rights
reserved

Document Classification: KPMG Public



3

RAL0 targets hased on Mooay's / SaP rating criteria

NGN is assessed against a ‘comfortable’ investment grade target rating, i.e. a Baa1 / BBB+, which is
needed to ensure that the price control results in an outcome consistent with the CoD index allowance

Moody’s thresholds S&P’s / Covenants

« Moody's rating is based 60% on qualitative factors and only 40% on ratios — S&P provides a rating of BBB+ for

therefore, . NGN. S&P focuses on the FFO / Net
debt metric.

* Amber shaded areas indicate thresholds where the rating could be at risk;
however, individual ratios falling into those areas over short periods need not S&P requires NGN to maintain
imply a rating downgrade. FFO/Net debt greater than 9%, in

. . . . order to maintain BBB+.

* Moody’s guidance for NGN in particular is that Baa1 will be maintained if NGN
does not fall persistently below 1.4x on AICR, and does not exceed 75% Net NGN’s covenants are also
Debt / RAV. considered in the analysis (PMICR &

Net Debt / RAV). A PMICR of 1.3x is

critical for financeability as a fall
60% || Business risk / financial policy (‘qualitative’) below this threshold in any given

year triggers default.

Leverage and coverage ratios
10%  AICR - core ratio > 1.4x 1.4x - 1.3x < 1.3).

Moody’s guidance for Baa1 rating
125%  Net Debt / RAV - core ratio < 75% 75% - 80% > 300/. requires higher AICR targets for the
water sector (>1.5x AICR) following
downgrade of the water sector after
Ofwat’s introduction of ‘sharing of
gearing outperformance’.
s% | RCF/Net debt - non-core = = 7% 7-5% <5% ‘ Moody's has stated it might
reconsider the targets for the
energy sector as the price review
progresses.

40%

125% i FFO / Net Debt — non-core s 11% 11 - 9% < 9% ‘

*Moody's FFO / Net Debt ratio differs from S&P’s ratio in its treatment of inflation accretion on ILD.
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3aSe case assumptions for R0 - Gb-

* NGN asked KPMG to consider three sets of financial assumptions for the purpose of testing financeability, set out below:

1. Ofgem'’s base case with zero outperformance - i.e. Ofgem’s working assumptions for RIIO GD-2 (4.3% CoE;
1.93% CoD)

2. Ofgem’s base case with expected outperformance - i.e. Ofgem’s working assumptions for RIIO GD-2 (4.3%
CoE; 1.93% CoD) with expected outperformance of 50bps as additional income

3. NGN'’s proposed financial assumptions in its RIIO-2 Business Plan.

Inflation RPI - CPIH wedge 1.049% RPI - CPIH wedge 1.049% RPI - CPIH wedge 1.049%
CoE (real, CPIH) 4.3% 4.3% + 50bps outperformance 5%
CoD method. 11 - 15 trombone 11 - 15 trombone 14-18 trombone
CoD (real, CPIH) 1.93% avg. 1.93% avg. 2.40% avg.
Gearing 60% 60% 60%
WACC((:'::::; 2.9% 2.9% 3.4%
Dividend policy 3% dividend target 3% dividend target 3.5% notional/ 5% actual
2019 KPMG LLP, a UK limited liability partnership and a member firm of the KPMG network of independent member firms affiliated with KPMG International Cooperative (*KPMG International”), a Swiss entity. Al rights 15

reserved

Document Classification: KPMG Public



3ase Case assumptons for R0 - Gh-

Under the notional structure, NGN would achieve thresholds consistent with a ‘comfortable’ investment grade credit rating in Ofgem'’s
‘Base case’ with expected outperformance, as well as under NGN's Business Plan proposal. The notional financing structure is
significantly constrained under Ofgem’s base case excluding expected underperformance, achieving a rating of Baa2. This means
Ofgem’s base case excluding outperformance is in fact not financeable as it fails to meet comfortable investment grade rating,
consistent with the Cost of Debt allowance (A/BBB average). This base case is more relevant than the alternative with
outperformance, as is it consistent with rating agency methodology, where rating agencies exclude uncertain cashflows from their
financeability assessments.

NGN's actual capital structure faces significant pressure in ratios under both of Ofgem’s ‘base case’ assumptions, with a likely
downgrade to Baa2 under mechanistic application of Moody's methodology.

As shown below, NGN is financeable at Baa1l on both notional and actual basis only under the financial assumptions proposed
in NGN'’s RIIO-2 Business Plan.

Ofgem ‘base case’ with Ofgem ‘base case’ with NGN RIIO-2 Business
zero outperformance outperformance of 50 bps Plan
AICR 1.39 1.50 1.46
Moody’'s
2 Net Debt / RAV 61% 60% 61%
zZ
g Implied rating Baa2 Baa Baa
o]
= S&P FFO / Net Debt 9.4% 9.9% 10%
Covenants PMICR 1.47 1.58 1.54
AICR 1.24 1.30 1.49
Moody's
Net Debt / RAV 69% 68% 67%
-
<
= Implied rating Baa2 Baa2 Baa1
@)
= S&P FFO / Net Debt 8.4% 8.6% 9.4%
Covenants PMICR 1.32 1.38 1.57
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Ufgem-prescrined Scenarnos

Ofgem has explicitly set out a series of scenarios that it requires companies to consider as part of demonstrating
financeability. Ofgem, creditors and shareholders will be concerned with the financial profile of the company in certain
favourable/adverse situations. Ofgem-prescribed scenarios are set out below.

= A +/-2% RORE shock is assumed to be
plausible (interpreted as 2% of = A 10% increase/reduction in Totex relative
Regulated Equity in each year). For NGN, 1. RoRE 2. Totex to regulatory allowances is assumed in
in practice this results in an annual (+/-2%) (+/-10%) each year of RIIO-2 (before sharing)
shock of c£20mn.

= Plausible scenarios are assumed where 3. Proportion
the proportion of inflation linked debt is of inflation 4. Interest = |ncrease and decrease in interest rates by
higher or lower than in the base case by linked debt rates 1% is assumed in all years of GD-2 period.
o (+/-5%) (+/- 1%)

= CPIH inflation is assumed to be higher 5. Inflation VT - The wedge between RPI and CPIH is
and lower than forecast in the base 9
case by 1% in all years. It is assumed (+/-1%) wedgot/a assumed to change by 0.5% than forecast
' /-0.5 .
that interest rates do not change. (+ °) underthe base case
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5

JIgem scenarios - notional: Ogem base case

For the notional structure, none of the individual Ofgem-prescribed scenarios result in an implied
downgrade below investment grade, although certain scenarios might imply a one or two notch

downgrade to Baa2 or Baa3

The credit rating might be affected if the company is not able to achieve the 50bps outperformance (no incentive income scenario)
and by a 2% RORE shock. These scenarios pressure key ratios to below the guidance levels and might result in a credit rating
downgrade to Baa2 and Baa3 respectively based on mechanistic application of Moody’s rating methodology.

Notional financial structure Average values for RIIO-2 Overall rating
AICR Net debt/RAB FFO/Net debt (S&P) Moody’s implied
rating

Ofgem base case 1.50x 60.20% 9.87% Baa1
High interest rate (+1%) 1.51x 59.95% 10.06% Baal
Low interest rate (-1%) 1.48x 60.49% 9.65% Baa
High inflation (+1%) 1.63x 58.89% 9.95% Baa1
Low inflation (-1%) 1.45x 61.61% 9.76% Baal
High RPI-CPIH divergence (1.5%) 1.48x 60.89% 9.83% Baa1
Low RPI-CPIH divergence (0.5%) 1.51x 59.564% 9.91% Baa1
High IDL proportion (30%) 1.54x 60.20% 9.87% Baa1
Low IDL proportion (20%) 1.45x 60.20% 9.87% Baa1
Totex underperformance (+10%) 1.41x 61.79% 9.30% Baa1l
Totex outperformance (-10%) 1.59x 58.56% 10.50% Baa1
No incentive income 1.39x 60.80% 9.42% Baa2
RoRE outperformance (2%) 1.95x 57.81% 11.77% A3

RoRE underperformance (2%) 1.07x 62.60% 8.12% Baa3

* cells in amber denote a risk to the credit rating, cells in red are indicator of higher risk to credit ratings.
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JIgem scenarios - actual Oigempase case

For the actual structure, most of the individual Ofgem-prescribed scenarios result in a one or two notch
downgrade to Baa2 or Baa3 rating. Therefore the actual financing structure faces a financeability
challen 4 i

Most scenarios result in sustained FFO/ Net debt of below 9%, S&P’s guidance for BBB+ rating. In majority of the cases a
mechanistic application of Moody’'s methodology results in a single notch downgrade to Baa2, except in RoRE underperformance,
which results in outturn ratios consistent with a two notch downgrade to Baa3.

Actual financial structure Average values for RIIO-2 Overall rating
AICR Net debt/RAB FFO/Net debt (S&P) Moody'’s implied
rating

Ofgem base case 1.30x 68.46% 8.61% Baa2
High interest rate (+1%) 1.24x 68.56 % 8.51% Baa2
Low interest rate (-1%) 1.37x 68.41% 8.67% Baa2
High inflation (+1%) 1.36x 65.41% 9.12% Baa2
Low inflation (-1%) 1.24x 71.76% 8.08% Baa2
High RPI-CPIH divergence (1.5%) 1.29x 69.43% 8.46% Baa2
Low RPI-CPIH divergence (0.5%) 1.31x 67.53% 8.76% Baa2
High IDL proportion (30%) 1.30x 68.47 % 8.61% Baa2
Low IDL proportion (20%) 1.30x 68.47 % 8.61% Baa2
Totex underperformance (+10%) 1.16x 70.40% 7.91% Baa2
Totex outperformance (-10%) 1.45x 66.47% 9.37% Baa1
No incentive income 1.24x 68.76% 8.37% Baa2
RoRE outperformance (2%) 1.56x 67.27% 9.59% Baa1
RoRE underperformance (2%) 1.05x 69.68% 7.67 % Baa3

* Cells in amber denote a risk to the credit rating, cells in red are indicator of higher risk to credit ratings.
** Modelling of the actual embedded financing structure, including fixed, variable and swap portfolio, as provided by NGN.
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Jigem-prescribed scenanos - notional NGN BUSINeSS Plan

For the notional structure, none of the individual Ofgem prescribed scenarios result in an implied
downgrade below investment grade, although certain (low probability) scenarios might imply a one or

two notch downgrade to Baa2 or Baa3

The credit rating will be affected by 10% underperformance on Totex and 2% RoRE shock, which pressure key ratios to below the
guidance levels and might result in a rating downgrade based on mechanistic application of Moody’s methodology. However,
NGN's assessment is that both of those scenarios have a low probability of occurring.

Notional financial structure Average values for RIIO-2 Overall rating
AICR Net debt/RAB FFO/Net debt (S&P) Moody’s implied
rating

Base case (NGN BP v1 Business Plan) 1.46x 60.59% 9.91% Baal
High interest rate (+1%) 1.49x 60.24% 10.17% Baal
Low interest rate (-1%) 1.43x 60.94% 9.65% Baa
High inflation (+1%) 1.50x 59.26% 9.99% Baa
Low inflation (-1%) 1.43x 61.97% 9.83% Baa1
High RPI-CPIH divergence (1.5%) 1.44x 61.27% 9.87% Baa1
Low RPI-CPIH divergence (0.5%) 1.48x 59.92% 9.95% Baa1
High IDL proportion (30%) 1.50x 60.59% 9.91% Baa1
Low IDL proportion (20%) 1.43x 60.59% 9.91% Baa1
Totex underperformance (+10%) 1.38x 62.19% 9.33% Baa2
Totex outperformance (-10%) 1.55x 58.94% 10.54% A3

No incentive income 1.46x 60.59% 9.91% Baal
RoRE outperformance (2%) 1.86x 58.18% 11.81% A3

RoRE underperformance (2%) 1.09x 63.00% 8.16% Baa3

* cells in amber denote a risk to the credit rating, cells in red are indicator of higher risk to credit ratings.

21
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Jigem-prescriped scenanos - actuak NGN Business Pian

For the actual structure, none of the individual Ofgem prescribed scenarios result in an implied
downgrade below investment grade, although the rating might fall by one notch in certain high impact
scenarios

The actual structure has comparably better position relative to the notional. The credit rating is maintained for all scenarios apart
from totex downside of 10% and a RoRE underperformance of 2%, where the rating might fall by one notch based on mechanistic
application of Moody's methodology. NGN does not consider these scenarios to be realistic.

Actual financial structure Average values for RIIO-2 Overall rating
AICR Net debt/RAB FFO/Net debt (S&P) Moody'’s implied
rating

Base case (NGN BP v1 Business Plan) 1.49x 67.24% 9.36% Baa1
High interest rate (+1%) 1.42x 67.27% 9.30% Baal
Low interest rate (-1%) 1.59x 67.21% 9.42% Baa
High inflation (+1%) 1.56x 64.20% 9.92% Baa1l
Low inflation (-1%) 1.44x 70.47 % 8.83% Baa1
High RPI-CPIH divergence (1.5%) 1.48x 68.19% 9.20% Baa1
Low RPI-CPIH divergence (0.5%) 1.51x 66.31% 9.52% Baa1
High IDL proportion (30%) 1.49x 67.24% 9.36% Baa1
Low IDL proportion (20%) 1.49x 67.24% 9.36% Baa1
Totex underperformance (+10%) 1.34x 69.19% 8.62% Baa2
Totex outperformance (-10%) 1.65x 65.23% 10.17% Baa1
No incentive income 1.49x 67.24% 9.36% Baal
RoRE outperformance (2%) 1.77x 66.01% 10.40% Baa1
RoRE underperformance (2%) 1.23x 68.46% 8.37% Baa2

* Cells in amber denote a risk to the credit rating, cells in red are indicator of higher risk to credit ratings.
** Modelling of the actual embedded financing structure, including fixed, variable and swap portfolio, as provided by NGN.
22
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SOUICeS Of Macroeconomic sk

The analysis presented in this Report uses two separate sets of inputs for Ofgem’s and KPMG's scenarios:
1. For Ofgem-prescribed scenarios, SSMD working assumptions are used for all macroeconomic inputs;
2. For KPMG scenarios, the modelling approach described below is applied.

The nominal and real Cost of Debt is modelled based on the following three components and their inter-relationships:

10_Y » Energy networks typically issue long-term debt, which exposes networks to
nominal fluctuations in long-term interest rates
interest * The 10Y nominal RfR — comprised of the base rate and 10Y term premium -

rate is modelled for this exercise Nominal cost of debt —

modelled as sum of long-

Credit + Energy networks have a licence obligation to maintain investment grade credit term risk-free rate and
spread (A rating; the CoD allowance by UK Regulators reflects average A/BBB rat_mg_ A/BBB credit spread
/ BBB) + The A and BBB spreads are modelled separately, taking account of their high
positive correlation
10Y +  The long-term nominal RfR reflects long-term inflation expectations Real cost of debt -
implied » The data shows evidence of negative correlation in 10Y long-term interest reflects negative RfR -
. . rates and 10Y implied inflation reflecting macro policy : when central banks expected inflation
ey lower interest rates, long-term inflation is expected to increase and vice versa correlation

Short-term inflation is modelled separately based on past behaviour of RPl and CPIH indices:

* The CPIH short-term inflation can significantly differ from long-term implied
inflation
CPIH short-term inflation was modelled separately, accounting of correlations In practice, only CPIH
between CPI and other inflation measures (1-period RPIl and 10Y implied RPI) inflation is used in the

modelling as this is

* The RPI short-term inflation can significantly differ from long-term implied Ofgem'’s preferred
inflation

* RPI short-term inflation was modelled separately, accounting of correlations
between RPI and other measures of inflation (1-period CPIl and 10Y implied)

short-term measure of
inflation

* For the purpose of modelling CoD and CoE, the analysis in this Report uses a long-term assumption on the RPI-CPI wedge of 1.05% consistent with Ofgem. 24
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Long-erminterestrate: 10-year nomnaliRIR

Modelling approach:

5.0%
«  The assumed central forecast projection for the 10Y nominal
interest rate is based on the current 10Y nominal forward 0%
rates over RIIO-2, based on BoE data. '
« Specifically, for the central case projection, the average of 3.0%
the daily observations of the yield curve based on BoE data
between the period 1 January 2019 to 5 August 2019 was 20%
used.
« To estimate uncertainty around the central forecast for 10%
every year of the modelling horizon, the volatility of
historical estimation errors was calculated based on BoE 0.0%
data. Specifically, the difference in the forward estimates in
year t of the rate in year t+n, and the realized values in years 0%
t+n were calculated based on yield curve data from 1 RIS FVIS V16 EVLT FYIS FYIS PO B2l BV RV P4 BVIS RV%6 RV

January 1979 to 5 August 2019.
30% mmm50% mem70% 90% ==Central Line

Forecast values:

. The table to the left shows the
Nominal 10Y RFR probability distribution of the 10-
2021/22 2022/23 2023/24 2024/25 2025/26 year implied nominal RfR*.

-0.16%

KPMG P50 forecast slightly differs
1.34% from Ofgem due to using a

2.84% different cut-off date and averaging
period.

Ofgem base case 1.46% 1.61% 1.74% 1.86% 1.97%

* RfR figures are fed into the Cost of Debt calculation with a 2-year lag.

25
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Credlit spreadt: A/BiE B0XX

Modelling approach: 3.0%

« iBoxx A and BBB data was assessed over the period
August/1999 to August/2019.

2.5%

« The analysis excluded the period ranging from
October/2008 to June/2009 where unusually high spreads 2.0%

were observed on the market over the global financial
crisis, as unlikely to be repeated over RIIO-2.
1.5%

*  The modelling approach adopted for iBoxx BBB and iBoxx A
spreads uses long-term data given spreads outside of the
financial crisis period have been relatively stable over time 1.0%
and are assumed to be approximately normally distributed.

«  Ofgem’s credit spread is slightly higher than KPMG in base 0.5%
case, but the interest rate is slightly lower (see previous Spread- IBOXX BEB Spread- IBOXX A Average
page). Therefore, when KPMG's interest rate and credit
spread assumptions are taken together, the resulting CoD 30% mmm50% 70% 90% —e—Central line

assumption is very close to Ofgem’s CoD assumption

Forecast values:

Credit spead (Average of A & BBB) The adopted approach assumes that

2021/22 2022/23 2023/24 2024/25 2025/26 the spreads are independent and
identically distributed over time.

1.08%
1.72%
2.36%
Ofgem base case 1.87% 1.87% 1.87% 1.87% 1.87%
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Long-terminfiation: 10-year implied Infaton (RRY

Modelling approach:

5.0%
+  KPMG uses BoE data to estimate RPI implied inflation, and
applies a wedge to arrive at CPIH implied inflation forecast.
BoE implied inflation is used as this is the only market-based 45%
measure for which historic data is available for use in
calibration of risk (P10-P90) scenarios. 0%

« The assumed central forecast projection for the 10Y forward
implied inflation is based on the current 10Y forward implied
inflation over RIIO-2. 3.5%

» For the central case projection, the average of the daily
observations of the inflation curve based on BoE data

between the period 1 January 2019 to 31 July 2019 was 3.0%
used.
+ To estimate the uncertainty around the central forecast for 2.5%
every year of the modelling horizon, the volatility of historical FY14 FY15 FY16 FY17 FY1Z FY19 FY20 FY2L FY22 FY23 FY24 FY25 FY26 FY27

estimation errors was calculated (see discussion of long-
term interest rates), based on data since 1 January 1998.

Forecast values:

Uncertainty increases over time,
reflecting lower precision and higher

30% mm50% m70% 90% ~——Central Line

Implied inflation (10Y)

2021/22 2022/23 2023/24 2024/25 2025/26 confidence intervals of estimates
3.03% further into the future.
3.47% Breakeven inflation is used in KPMG
3.91% scenarios to deflate nominal CoD.
Ofgem uses OBR forecast of long-
Ofgem base case 3.07% 3.07% 3.07% 3.07% 3.07% term (CPIH) inflation, which has been

used to test financeability under
Ofgem scenarios.

*Note: Implied inflation figures are fed into the Cost of Debt calculation with a 2-year lag. 27
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Short-term infiation: Pk

Modelling approach:

For CPIH projections, historic CPIH data starting in 1998
was assessed , following the start of Bank of England
inflation targeting policy.

Based on the academic literature which supports that
inflation metrics exhibit persistence through time, an
assessment was carried out to verify whether the CPIH %
change could be modelled as an auto regressive process
("AR1")

The following AR(1) model was fitted and used in our
simulations:

ACPIH,% = 1.03% + 48.25% % ACPIH,_1% + w,

ACPIH= —7=— 1 and
.. t—-1

¢4 N(0,0.005%)

where

5.0%

4.0%

3.0%

2.0%

1.0%

0.0%

FY14 FY15 FY16 FY17 FY18 FY19 FY20 FY21 FY22 FY23 FY24 FY25 FY26 FY27 FY28 FY29

m30% WEES50% W70% 90% ——Central Line

Forecast values:

Ofgem base case

CPIH

2021/22 2022/23 2023/24

0.99%
1.99%

3.03%
2.00%

2.00% 2.00%

2024/25

2.00%

This table refers to the
unconditional probability distribution
of CPIH. Ofgem uses OBR
forecasts, as presented on the left.

2025/26

2.00%

*Note: The Year-on-year July/19 CPIH % change was adopted as 2019 average inflation.

28
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KPMG assumptions Tor R0 - GU-2

Based on the above, the table below compares our modelled results at P10, P50 and P90 with Ofgem’s macroeconomic assumptions for RIIO-2.

RIIO-GD-2 Averages of forecast values over the 5 year period

Variable
( RIO-2) KPMG P10 KPMG P50 KPMG P90 Ofgem “base case”
average over =
Short-term CPIH 1% 2% 3% 2%
Interest rate (nominal) 0.14% 1.34% 2.55% 1.46%*
Credit spread ** 1.7% 1.7% 1.7% 1.9%
Nc_:mmal iBoxx within 19% 31% 43% 339
period (avg over RII02)
Implied inflation (RPI) 3.1% 3.5% 3.8% 3.07%***
RPI/CPI wedge ** 1.05% 1.05% 1.05% 1.05%
Long-term CPIH.for 19% 249 319% 29,
real CoD calculation
Real iBoxx within o o o o
e ) e TR 0.53% 0.65% 1.83% 1.31%
Real CoD allowance 1.62% 1.81% 2.01% 1.93%

Notes:

» Average 10Y nominal interest rate used to forecast the iBoxx index taken over the RIIO-2 period.

** At present, all 'KPMG scenarios’ use the central forecasts of the average A /BBB credit spread and RPI / CPl wedge. For details on KPMG credit
spreads see slide 26. KPMG use Ofgem’s assumption on the RPI / CPI wedge.

*** The Implied inflation for Ofgem is based on OBR forecasts of CPl and an RPI/CPI wedge, stated here for comparability.

29
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KPMG Scenanos

KPMG's analysis test NGN'’s financeability based on a set of combined scenarios of macroeconomic
risks modelled by KPMG and plausible business risk downsides provided by NGN.

(] ™ 10Y implied inflation

10Y nominal interest
Y " rene

/“. Annual RPI and CPIH
. inflation

Average A/BBB
Credit spread

Macroeconomic scenarios (see section 6 for details)

*  For each macroeconomic variable, KPMG analysed a distribution of macroeconomic outcomes
(P10, P50, P90*) for a range of macroeconomic variables (see section 6).

+ The analysis is then based on combinations of macroeconomic risk outcomes (P10/ P90) where it
is assumed that certain shocks can co-occur together (e.g. P90 high interest rate might co-occur
with a P10 low inflation).

*  Scenarios for the notional and actual company were specifically designed to test performance
under factors that exert pressure for that structure where these might differ across the two: e.g.
high interest rates strain ratios for the actual structure which is more highly leveraged, has
interest swap exposure and fixed rate new debt. Therefore, a combined high interest rate - low
inflation scenario will exacerbate pressure on the actual structure. The notional structure is less
exposed to spot interest rates and in fact does better when interest rates increase. A stretch
scenario for the notional company would occur in a low interest rate — low inflation environment.

Totex over/under-
performance
(5% totex)
= ODI penalty
(£2.3m / annum )

—

Business risk scenarios

*  These scenarios were informed based on high level views by the business on likely downsides
over RIIO-2, as provided by NGN:

1. 5% of totex out/under performance is a plausible range based on historic performance
adjusted for the considerable recalibration of the way the allowances and the incentive
package would be set in GD-2.

2. The ODI penalty of £2.3m is based on a bottom-up analysis of the performance of the whole
incentive package, which is a reflection of the downside bias that Ofgem appears to
introduce in the calibration of the majority of the incentives in GD-2.

» All scenarios are based on assumptions and are indicative only. They do not represent a view of
what could happen in the future.

* P denotes the percentile of the distribution of the modelled variable. For example, for a given P10 value, there is 10 per cent probability that the future realized value of the random
variable will fall below this value. For a given P90 value, there is 90 per cent probability that the future realized value of the random variable will fall below this value, etc.
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KPMG Scenarios - notional structure - 0fgem pase case
KPMG scenarios are set out as follows: Notional outcomes under the KPMG scenarios are shown below:
1. First, low inflation (P10) is combined Notional AIRC At Different Scenario Bands
with low interest rate (P10) outcome, iex
. h B ind dentl jr——— P10 to P90 Totex
assuming they can co-occur independently 1.5x Shock Range
(antd wfe versa f)or the symmetric 1 5% P10 to PSO Range
outperformance Lax
2. Second, Totex under/out-performance 1.4x = P20 to P80 Range
of 5% is added to the macro shocks 1.3x g o |
above ’ e P10 to P90 Totex &
' 1.3x ODI Shock Range
3. Third, 0.3% of regulated equity ODI 1.2x ——P50
penalty is added in a every year in RIIO-2 12%
as an asymmetric downside. No other out- 11y — —— Baa target
/under-performance is assumed. V22 EY23 FY24 FY2S FY26
Notional FFO / Net Debt At Different Scenario Bands
10.5%
10.3% =
: . 10.1% T I P10 to P90 Totex
The combined macro shock results in a L 5 Shock Range
one notch downgrade to Baa2, because 29 - P10 to P90 Range
AICR falls below 1.4x for more than 2 27 ' s P20 to PO Range
years. 957
9.3% P10 to P90 Totex &
The grid-implied results do not fall o 10 oon shock Ranee
below Baa2 thresholds when Totex 8 99
underperformance and ODIs are added 879 ——— BBB target
(separately or together). R
FY 2022 FY 2023 FY 2024 FY 2025 FY 2026

All of the scenarios use the modelled central forecast of the average A/BBB credit spread and a constant RPI / CPl wedge (see section 6).

32
© 2019 KPMG LLP, a UK limited liability partnership and a member firm of the KPMG network of independent member firms affiliated with KPMG International Cooperative (‘KPMG International”), a Swiss entity. All rights
reserved

Document Classification: KPMG Public




v

1. F|r_st, Ic_ow |!1flat|on (P10) is combined Actual AIRC At Different Scenario Bands
with high interest rate (P90) outcome. -
2. Second, totex under/out-performance of e : :22;: PO0 Totex Shock
5% is added to the macro shocks above.
1.5x P10 to P90 Range
3. Third, 0.3% of regulated equity ODI
penalty is added in a every year in RIIO-2. Lax mmmm P20 to P8O Range
1.3x
L. X ) 1.2x P10 to P90 Totex & ODI
Similar to the notional case, the combined Shock Range
macro shock results in a one notch 1.1x __ pso
downgrade to Baa2, because AICR falls 1 0x e
below 1.4x for more than 2 years. — —— Baatarget
However, NGN would face default due to 0.9x
breach of its 1.3x AICR covenant in most FY 2022 FY2023 FY2024 FY2025 FY2026
scenarios.
Although the grid-implied Baa2 rating is Actual FFO / Net Debt At Different Scenario Bands
maintained under the downside scenarios 10.0% o P10t0 P90 Totex Shock
starting P20/P80, AICR falls below 1.2x for 0.5% Range
more than 2 years. This alone may trigger P10to P90 Range
a Baa3 downgrade due to Moody’s placing 9.0% s P20 10 P8O Range
greater weight on AICR as a core ratio, and 8.5%
guidance of >1.2x for Baa2 rating.* P10 to P90 Totex & ODI
8.0% Shock Range
Grid-implied rating falls further to Baa3 P10+0DI
when a combined Totex & ODI shock is 7.5% -
assumed along with macro risks. In these §H R
scenarios AICR falls below 1x for more 7.0% ———BBB target
than 2 years, which may result in a 6.5%
downgrade below investment grade. FY2022 FY2023 FY2024 FY2025 FY2026
* Moody's Investor Service "Risks are rising, but regulatory fundamentals still intact “ (29 May 2018) 33
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KPMG SCenarnos - notional Structure - NGN BuSiness Plan

1. First, low inflation (P10) is combined Notional AIRC At Different Scenario Bands
with Ic_>w interest rate (P10_) outcome, 1.7x C P10t0 POO Totex
assuming they can co-occur independently 1.6x

Shock Range

i i 1.6x
(and vice versa for the symmetric P10 to PO Range
outperformance) 1.5x

1.5x
2. Second, Totex under/out-performance 1.4% I P20 to P80 Range
of 5% is added to the macro shocks; 1.4x
1.3x P10 to P90 Totex &
3. Third, 0.3% of regulated equity ODI 1‘3X ODI Shock Range
penalty is assumed in a every year in RIIO- 1.2x —— P50
2 as an asymmetric downside. No other 19y
out-/under-performance is assumed. 1 1x === Baa target
FY22 FY23 FY24 FY25 FY26
Notional FFO / Net Debt At Different Scenario Bands
The notional structure has sufficient 11.5%
headroom to withstand a combined .

s s = s 11.0% —— 27271 P10 to P90 Totex
plafjsmle |_nfla.t|(.)n / lnterest_rate shock e Shock Range
whilst maintaining Baa1 rating. 10,59 | P10 to P90 Range
However the grid-implied rating falls mm— P20 to P8O Range
to Baa2 when the less likely P10/P10 Ho-o% ot o ot

- - - o otex
combined shock is added. The rating - — | ODI Shock Range
does not deteriorate further when e P50
Totex downside & ODI penalties are 9.0%  —mececcSSe———me=== - o BEB target
added to the macro downsides.

8.5%

FY 2022 FY 2023 FY 2024 FY 2025 FY 2026

All of the scenarios use the modelled central forecast of the average A/BBB credit spread and a constant RPI / CPl wedge (see section 6).

34
© 2019 KPMG LLP, a UK limited liability partnership and a member firm of the KPMG network of independent member firms affiliated with KPMG International Cooperative (‘KPMG International”), a Swiss entity. All rights
reserved

Document Classification: KPMG Public




v

KPMG scenarios are set out as follows : Actual outcomes under the KPMG scenarios are shown below:
1. First, low inflation (P10) is combined Actual AIRC At Different Scenario Bands
with high interest rate (P90) outcome, 2.2% [21P10 to P90 Totex
assuming they can co-occur independently 2 0x = Shock Range
(and vice versa for the symmetric T P10 to P90 Range
outperformance). 1.8x
P20 to P80 Range
2. Second, totex under/out-performance of 1.6x
5% is added to the macro shocks; P10 to P90 Totex &
. . 1.4x === ODI Shock Range
3. Third, 0.3% of regulated equity ODI T, PO
penalty is added in a every year in RIIO-2 1.2x
as an asymmetric downside. No other out- 1 ox — — = Baa target
/under-performance is assumed. FY 2022 FY 2023 FY 2024 FY 2025 FY 2026
Actual FFO / Net Debt At Different Scenario Bands
The actual structure also has sufficient 11.0% 010 to P90 Tot
- - | i (o] otex
!1ead|_room_to withstand a comblr!ed 10.5% I Shock Range
inflation / interest rate shock whilst P10 to P90 Range
intaining Baa1 rating, although it 10.0% S
L 9 ' 9 g . mm— P20 to P80 Range
does result in a single notch 9.5%
downgrade to Baa2 in the combined 9.0% P10to P90 Totex &
) N —— W ODI Shock Range
macro downside scenarios. 5% T, —— P10+0DI
The rating does not deteriorate further so% e —— P50
even when Totex & ODI combined -
5% - = = BBB target
shocks are added to the macro shock.
7.0%
FY 2022 FY 2023 FY 2024 FY 2025 FY 2026

All of the scenarios use the modelled central forecast of the average A/BBB credit spread and a constant RPI / CPl wedge (see section 6).
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KBy findings - Financeadiity under Orgem's base case (1/7)

Under Ofgem’s base case with outperformance, NGN’s financial projections imply levels of financial
metrics consistent with Baa1 rating under the notional structure and Baa2 rating under the actual
structure. The metrics under the actual structure face significant pressure and indicate likely
downgrade to Baa3 rating in some more high impact downside scenarios. Therefore, the actual
company faces a clear financebility challenge under Ofgem’s assumptions.

Base case: Under the notional financing structure, NGN's financial projections indicate that there is sufficient
headroom to maintain ratios consistent with a Baal rating under Ofgem’s base case with expected outperformance.
However, under the actual financing structure, the metrics fall to levels consistent with Baa2 rating based on a
mechanistic application of Moody's rating thresholds. This alone indicates that the actual financing structure faces
financeability challenges under Ofgem’s proposed financing assumptions.

Stress-tested downside scenarios: NGN's financial metrics face pressure under Ofgem’s mandated scenarios as
well as KPMG modelled scenarios, on both notional and actual basis, with implied results consistent with a Baa2 in a
number of downside scenarios. Furthermore, certain downsides result in a fall of AICR to below 1.3x, a covenant

Ofgem threshold for NGN. NGN has informed us that the breach of this ratio would constitute default.

‘Base The business scores consistently worse under the actual structure compared with the notional structure
el across arange of scenarios. Key levers that contribute to this include:

outper- (1) the actual financing structure is more leveraged than the notional. However, it is noted that NGN's starting position
formance with gearing of c66% is essentially equivalent to Ofgem’s RIIO1 target of 65% (although increases to c70% over
the period) .

(2) debt raised in the actual structure is nominal, which puts pressure on cash based ratios, where by comparison the
notional structure assumes a portion of debt is ILD which improves cash-based ratios;

(3) the actual structure has higher dividend target which results in higher debt funding requirement; however, the
dividend target of 5% remains lower than dividend payout over RIIO1; and

(4) the actual structure has a variable debt portfolio which further exacerbates NGN exposure to macroeconomic risk.

The issue is exacerbated in that Ofgem’s Base case assumes that outperformance of 50bps will be achieved over the
period with certainty, even though in NGN'’s view this outperformance is very uncertain. in practice.

In summary, the analysis indicates downward pressure on financial metrics under Ofgem’s base case, and clear financeability
challenge for NGN given its existing financing structure which reflects Ofgem’s gearing target over the RIIO1 period. In the event
that Moody’s downgrade the stability and predictability of the energy network regime, NGN’s rating might deteriorate further to
below investment grade, therefore risking licence breach which is not in consumer interest.
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Key findings - Financeanility under NGNS Business Pian (2/2)

Under the financial projections assumed in the NGN Business Plan, NGN'’s financial ratios achieve
levels consistent with a comfortable Baa1 rating in the Base case, under both notional and actual
financial structures, and also achieve this result in most plausible scenarios considered. In some, more
high impact downside scenarios, the ratios fall to the level consistent with a downgrade by one notch.

‘Base case’
under NGN’s
Business
Plan

Performance
in downside
scenario
under the
NGN
Business
Plan
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Based on published thresholds stipulated for NGN by the key rating agencies (Moody's, S&P) and for the
energy sector as a whole, this analysis assessed whether the financial projections associated with NGN's
business plan for RIIO2 are consistent with thresholds for a (comfortable) investment grade credit rating
consistent with NGN's target.

NGN's financial projections in its Business Plan indicate that operating cashflows are sufficient to cover
Capex and dividend projections, whilst maintaining ratios consistent with a Baal credit rating, and being
consistent with the CoD allowance, under both the actual and notional financial structures.

NGN'’s Business Plan was stress-tested under the mandated set of Ofgem scenarios as well as 'KPMG
scenarios’ of potential macroeconomic and business risks. The latter should not be taken as a view of what
could actually happen in the future.

Under both the notional and actual financial structures, NGN could face pressure, which might result in a
fall in financial ratios to Baa2/ Baa3 levels only under some high impact Ofgem’s mandated scenarios,
namely Totex underperformance of 10% and RORE shock of 2% (c£20mn) applied on an annual basis. We
note that these downside scenarios represent a significant departure from NGN's current and projected
performance over the period, as assessed by the business, and therefore NGN considers them unlikely to
materialise.

The KPMG scenarios assessed in this Report relay a similar message. Under the combined macroeconomic
scenarios considered by KPMG, NGN's projected financial ratios are consistent with comfortable
investment grade rating which is maintained under both the notional and actual financial structures in most
cases. Certain combinations of macroeconomic risk and potential business risks (Totex and ODI
underperformance) might result in a fall in financial metrics to levels implying a downgrade to Baa2 on both
notional and actual basis. These scenarios combine multiple shocks and, even in these high impact
scenarios the outturn financial metrics are consistent with levels for a Baa2 investment grade rating as a
minimum.
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