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EXECUTIVE SUMMARY
In this report we assess the level of potential adjustments to the electricity licensees’ allowed operating expenditure
(opex) in the 2021-25 regulatory period (PR5) to reflect the evolution of input costs. Our assessment only applies to
opex and do not apply to capital expenditure (capex).

Context
The regulatory framework that applies to electricity licensees in Ireland aims to enable the licensees to recover their
efficient costs and, at the same time, ensure that customers pay no more than the efficient costs for the electricity
network services they use. One of the ways in which the above objective is achieved is by indexing licensees’
allowed revenues to a measure of general inflation (HICP). This, implicitly, acknowledges that the licensees’ efficient
cost level would be influenced by macroeconomic cost pressures.
But there may be reasons (either structural or transient) why a licensee’s input costs might evolve differently from
general inflation, which measures the price of final outputs. The reasons for this broadly fall into two categories:

•

There is a “wedge” (positive or negative) between the growth rate of an input price and general inflation.

•

There is a “wedge” (positive or negative) between the rate of productivity improvements for the licensee
and the productivity improvement rate captured in general inflation measures.

In regulatory economics we refer to the former as ‘real price effects’ (RPEs) and to the latter as ‘ongoing
productivity’.
Regulators in Ireland and abroad have taken different approaches to RPEs and ongoing productivity over time. This
often reflects: the specific context of each price control (e.g. any structural changes in the sector that might affect
productivity), the information available at the time (e.g. is there evidence of persistent RPEs?), and broader strategic
considerations (e.g. balancing the need for new investment against the impact on consumer bills). CEPA has
advised both regulators and regulated companies on these issues in a number of sectors and jurisdictions. Our
recommendations in each case were informed by a consideration of the issues from first principles and have
similarly been informed by the specifics of each regulatory review.
The Commission for Regulation of Utilities (CRU) has typically not applied ongoing productivity assumptions as part
of its cost assessment but did apply a ‘top-down’ adjustment of 1.0% per annum for Gas Networks Ireland’s current
price control. It has not typically made specific allowances for input costs being different from general inflation but
did allow 1.0% per annum for Irish Water’s capex in the 2017-19 regulatory period.2
The licensees’ business plans for PR5 included the following assumptions on the evolution of costs:

•

ESB Networks assumed ongoing productivity improvements of 0.9% per annum and did not state what
specific assumption regarding RPEs are included in its cost forecasts.

•

EirGrid assumed a 1.0% per annum increase in costs (consisting of 1.3% in RPEs and ongoing productivity
of 0.3%).

In this report we have reviewed the licensees’ proposals and have developed a set of independent estimates for the
CRU. Our estimates are informed by our assessment of the evidence submitted by the licensees, additional
evidence on RPEs and ongoing efficiencies in Ireland and in Europe, and past regulatory decisions on RPEs and
ongoing productivity.

———————————————————————————————————————————————————
For Irish Water’s 2020-24 regulatory period, CRU’s determination on opex was informed by a view that productivity
improvements would offset certain cost increases. See: CRU (2019) Irish Water Revenue Control, Revenue Control 3 (2020 –
2024) Decision Paper, CRU/19/148, section 4.4. Available here.
2
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Our findings
We have found a range of evidence to suggest that ongoing productivity improvements in Ireland can be
expected to exceed zero in PR5.
Regulatory precedent in Ireland and the UK would suggest that an appropriate ongoing productivity target for PR5
would be in the range 0-1%, with recent assumptions made by UK regulators, including in Northern Ireland,
typically towards the top-end of this range for opex (c.1%).
On the balance of evidence, we consider that an achievable base assumption for the ongoing productivity target in
PR5 is 1% per annum. This is consistent with regulatory precedent in the UK, productivity growth in the Irish
economy and gives some weight to the business transformational opportunity in PR5. An assumption above 1%
would require a stronger interpretation of the transformational opportunity in PR5 and the applicability of certain
historical evidence on productivity evolution in Ireland to setting a target for the licensees in PR5.
For the TSO only, we acknowledge that it may currently have less scope for capital substitution (the use of capital /
technologies to carry out functions previously done by labour) in the delivery of its opex than some other Irish
companies. As such, we consider that it may be appropriate to make a deduction in the range of 0.0-0.7% per
annum from the base ongoing productivity estimate to reflect this. The nature of the TSO’s business – and,
therefore, the best comparators and regulatory precedent for benchmarking its scope for ongoing productivity –
may also suggest a lower ongoing productivity target is appropriate relative to the DSO and TAO.
PR5 is expected to be a period in which Ireland’s DSO and TSO transform their operations to enable them to play
an active role in delivering the objectives of the Climate Action Plan. As such, the DSO and TSO are forecasting a
substantial increase in opex and capex (step-change) to enable that transformation of their operations.
In principle, that transformation, supported by innovation funding and strategic incentives funded by customers in
previous price reviews, should help facilitate additional productivity gains – new opportunities for economies of
scale and scope, and optimisation of business processes and operations during PR5 that are supported by this
funded step-change in expenditure. This may suggest there is at least a case for considering an uplift to the range
for the productivity target implied by regulatory precedent, e.g. by 0-0.25% per annum.3
Our work also suggests there are reasons to question whether the licensees will face cost pressures that are
structurally higher than HICP in PR5.
There are reasons why historical or forecast real input price rises in the general Irish economy may not reflect the
cost pressures that are faced by the licensees, or at least there are relevant factors that mean this should not
necessarily be the starting assumption in setting allowed revenues. This includes that the licensees have some
degree of control over their input costs, in particular labour costs.4 By the nature of their supply chains, the
licensees may not be fully exposed to the volatility in the input price indexes in the general economy.5
However, we also recognise that estimating RPEs is inherently difficult – they are economic concepts that do not
easily follow from the accounting information that is used to record companies’ costs.
While we have identified reasons why it is at least reasonable to question a starting assumption that the licensees
input cost pressures will be structurally higher than HICP, we also recognise that the degree of control that the
licensees may have over their input prices – and their capacity to protect their businesses from the volatility and
trends in prices in the general Irish economy – is not a simple binary issue.

———————————————————————————————————————————————————
If the CRU were to take these factors into account, it would also be important that the regulatory framework around the
treatment of variations in outturn costs and, in particular, any ex post review of the licensees’ expenditure in PR5, is done at an
aggregated level (e.g. total opex and total capex). Doing so would mitigate any disincentive for the licensees to diverge from
their forecasts for each cost category, where it is efficient to do so.
4
For example, through payroll policies, use of contractors, and decisions on the occupational mix of staff resources.
3

5

Of course, sector specific issues also could mean they could be more exposed.
5

As a consequence, we conducted a sense-check, primarily using long-term CSO data, to estimate possible RPEs
for PR5 if we relax the condition that RPEs should only be set where there is very strong evidence that the
licensees’ costs are expected to evolve at a structurally different rate to HICP during PR5.
These findings could support an RPE assumption in the range 0-1%. In contrast, the licensees have provided their
own estimates which indicate expected RPEs may be significant higher. In particular, there are recent forecasts of
high expected real wage growth in Ireland6 - and credible sources on historical changes in average hourly earnings
- that can support a weighted RPE figure above 1% for both licensees.
It is not implausible that these trends may continue in PR5 and that they may be considered to contribute to cost
pressures for the licensees that are structurally higher than HICP. However, there are also reasons to question if
these recent trends are a good guide for PR5 (see discussion below).
Taken together, considerable challenges exist in determining the right balance of the “pull and push”
factors to assume in setting the RPE (net ongoing productivity) target for PR5:

•

There are limited sources of evidence on productivity trends and the sources of evidence that do exist tend
to be backward- rather than forward-looking.

•

There is inherent uncertainty in using evidence of productivity in other sectors of an economy as a
comparator for electricity licensees’ scope to achieve ongoing efficiencies in the next regulatory period.7

•

Similar limitations exist for determining forecast input price pressures – there are limited historical and
forecast sources of evidence.

•

Forecast sources of evidence on input prices, in particular, can be very sensitive to assumptions made on
the macro-economy.

While the evidence presented may be the best that is available, these factors at least require caution when drawing
together findings.
The COVID-19 crisis creates additional uncertainty as to the extent to which recent historical trends and forecasts
of both productivity growth and input price inflation may be representative of the PR5 period. Our analysis in this
report does not include considerations of the longer-term impact of COVID-19 on the Irish economy – this
question will be revisited ahead of the CRU’s final determination for PR5, when there is likely to be a better
understanding of the long-term impacts of the crisis. 8
Finally, there is a risk allocation question - between customers and the licensees - for the CRU to consider. Given
the degree of uncertainty of the appropriate assumptions, extenuated by the current COVID-19 crisis, figures
towards the bottom-end or the top-end of our own and the licensees’ estimates of ongoing productivity and RPEs,
are likely to imply different allocations of risk between the licensees and Irish consumers. This will depend on the
degree of “headroom” or efficiency challenge the price control assumption is deemed to incorporate.
Given all of the above, we have developed a framework that can be used by the CRU to inform its decision for PR5.
The framework identifies four “quadrants” that represent interactions between different levels of RPE and ongoing
productivity. For each quadrant, we identify the source of evidence that would support a decision consistent with
that quadrant, and summarise the line of thinking that would support the view represent in that quadrant.
This is summarised in the figure on the next page.

———————————————————————————————————————————————————
6

See for example, forecasts by the Department of Finance, Central Bank of Ireland and European Commission.

As discussed in the report, there are a range of factors, including the different nature of the two licensees’ businesses, that
may impact the judgements on what is the appropriate ongoing efficiency assumption (net of RPEs) for the price control.
7

We note, however, that a case has been made in the England and Wales water sector that COVID-19 may reduce RPEs relative
to ongoing productivity in the context of the price control appeal processes under review by the UK CMA. See: Europe
Economics (2020) Impact of COVID-19 Crisis on Real Price Effects (RPEs) and Frontier Shift, available here.
8
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Figure 1: Decision-making framework on ongoing productivity and RPEs for PR5

Source: CEPA

Working assumption for the PR5 draft determination
Taking the above findings and conclusions in the round, we suggest there is at least a plausible scenario
that the licensees’ scope for ongoing productivity improvements could outweigh any real input cost
pressures they may face in PR5.
In this report we propose using the following working assumptions for net ongoing productivity in PR5:

•

1.0% for the DSO and TAO.

•

0.4% for the TSO.

Our working assumptions are at the top end of recent regulatory precedent for similar businesses – once TSO’s
asset light nature is accounted for – but consider this appropriate given the business transformation opportunity
PR5 creates for EirGrid and ESB Networks, supported by funding elsewhere within the price control. These
assumptions may need to be revisited for the final determination when more is known about the longer-term impact
of the COVID-19 crisis on the Irish economy in general and on the licensees in particular.
In Table 1 we present the impact of applying these net ongoing efficiency assumptions to the recommended opex
allowances from our cost reports for the CRU.

7

Table 1: Applying our working assumption to PR5 opex
€m (2019 prices)

TSO

DSO

TAO

Licensee
proposal

CEPA
forecast

Licensee
proposal

CEPA
forecast

Licensee
proposal

CEPA
forecast

Pre- ongoing efficiency /
RPEs

318.6

300.9

1,384.5

1,241.0

160.3

157.3

Assumed net ongoing
efficiency

+11.7

-3.2

-47.8

-34.6

-8.4

-5.5

Post- ongoing efficiency
/ RPEs

330.3

297.7

1,336.7

1,206.4

151.9

151.8

Source: CEPA analysis
Notes: We apply the net ongoing efficiency adjustment to each licensee’s base + trend (where used) opex, as presented in our
cost reports. i.e. We do not apply efficiency adjustments to the opex ‘step changes’ from our cost report.
The higher efficiency adjustments proposed by the DSO and TAO appear to be – at least in part – because the assumed
percentage improvements were applied to higher pre-efficiency numbers.
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1.

INTRODUCTION

In setting cost allowances for a regulatory period, the Commission for Regulation of Utilities (CRU) aims to ensure
that customers only pay for the efficient costs of developing, maintaining and operating the electricity distribution
and transmission network systems. It does so by setting the electricity licensees challenging but realistic targets
and incentives.9 In this report, we have reviewed the licensees’ proposed treatment of real price effects (RPEs) and
ongoing productivity for 2021-25 (PR5) and have developed our own independent forecasts for PR5.
RPEs and ongoing productivity collectively define the rate at which the efficient unit costs of a company change
over time:

•

Real price effects (RPEs) – consider the expected evolution of input prices relative to general inflation.
Input costs (for example, the price of labour) may not change at the same rate as general inflation as
measured by HICP. To the extent that some of these cost pressures may be outside the control of the
licensees, this should be accounted for within their cost allowances.

•

Ongoing productivity – considers the expected evolution of productivity for an already efficient company
over time (it is sometimes referred to as ‘frontier shift efficiency’). Ongoing productivity captures a change
in the volume of inputs required to produce a given level of output. Productivity improvements should be
accounted for within the licensees’ cost allowances to ensure that customers only pay for efficient costs.
Ongoing productivity is distinct from gains in efficiency improvements that might be required by a company
to catch-up to the efficiency frontier (‘catch-up efficiency’). Our treatment of catch-up efficiency for EirGrid
and ESB Networks are addressed in separate reports.10

Taken together, if an efficient company were expected to make a 1% productivity gain but its input prices were also
rising at 1% a year, the cost of producing its outputs would remain constant.
The sections that follow summarise our assessment of RPEs and ongoing productivity for PR5. Further detail on our
assessment, and the licensees’ proposals, is included in appendices to the report.
Please note that the analysis in this report was conducted on evidence that pre-dates the COVID-19 crisis. We
consider that at this stage it is not possible to draw medium-/long-term inferences about the impact that the
COVID-19 crisis might have on the scope for ongoing productivity improvements and on real price effects in
PR5. We will assess any such potential impacts, based on the best information available at the time, when we
update this report for the CRU’s final determination.

———————————————————————————————————————————————————
The Irish network licences are ESB Networks as the Distribution System Operator (DSO) and the Transmission Asset Owner
(TAO), and EirGrid as the Transmission System Operator (TSO).
9

See: GHD and CEPA, Consultancy Support for Electricity Transmission Revenue Controls (2016-2025) - Price Review 4 and 5
TSO and TAO Historic Opex and Capex; and
10

GHD and CEPA, Consultancy Support for Electricity Distribution Revenue Controls (2016-2020) - Price Review 4 DSO Opex and
Capex and Price Review 5 DSO Opex and Capex
9

2.

REAL PRICE EFFECTS

This section summarises the evidence base regarding RPEs in PR5. This consists of: detailed assessment of
evidence on the existence and size of RPEs, the companies’ submissions, and a review of regulatory precedent.
It is important to note, at the outset, that RPEs are a regulatory construct rather than a “real world” phenomenon.
They are not observable simply by looking at a licensee’s costs – they need to be decomposed from a licensee’s
costs, which may be sensitive to the assumptions used – and are not known ex ante. For this reason, care is
required in identifying what appropriate assumptions for allowed revenue setting purposes.

2.1. REGULATORY PRECEDENT
The table in Appendix A shows that regulators in Ireland have not explicitly included RPE assumptions in recent
price controls. One exception has been the CRU including a 1.0% RPE assumption for capex for the Irish Water
regulatory period spanning 2017-19. For Irish Water’s 2020-24 regulatory period, the CRU’s determination did not
include an explicit RPE value, as the CRU took the view that productivity improvements would offset certain cost
increases.11
UK regulators have applied RPE assumptions in the range of 0-0.8% per annum for opex (and 0-1% per annum for
capex) in regulatory decisions that have covered various periods since 2013.
More recently, Ofwat and Ofgem have applied, or indicated an intention to apply, an enhanced regulatory process
around treatment of RPEs, with various tests expected to be met if RPEs are to be included ex ante in the price
control, or addressed through an ex post true-up mechanism or indexation formula. Ofwat’s treatment of RPEs in
PR19 was informed by a two-stage assessment process developed by its consultants.12 Moving on to Ofgem, in its
June 2019 consultation on RIIO-2 tools for cost assessment the GB regulator summarised:
“We consider that the onus is on network companies to justify their case for any proposed RPEs, including
clearly demonstrating why a general consumer price inflation index (eg CPI or CPIH) is not an adequate
proxy for input prices. We intend to place strong emphasis on the materiality of RPE claims, and to impose
a high evidential bar to ensure their appropriateness.”13 (CEPA emphasis added).

2.2. LICENSEE PROPOSALS
In their submissions for PR5:

•

EirGrid has assumed RPEs of 1.3% per annum for its opex and has not assumed RPEs for non-network
capex.

•

ESB Networks does not appear to have applied RPEs, although we note that its advisors estimate RPEs of
2.1% for opex and 1.9% for capex.

Appendix A summarises the evidence submitted by the licensees. It also highlights a number of issues we have
identified with the methodologies used by the licensees’ advisors, and how these impact the estimates of RPEs
produced.

———————————————————————————————————————————————————
CRU (2019) Irish Water Revenue Control, Revenue Control 3 (2020 – 2024) Decision Paper, CRU/19/148, section 4.4.
Available here.
11

Europe Economics (2019): ‘Real Price Effects and Frontier Shift – Final Assessment and Response to Company
Representations’
12

13

Ofgem (2019): ‘RIIO-2: Tools for cost assessment’
10

2.3. OUR ASSESSMENT OF RPES
We have sought to apply a structured approach to evaluating if there is a need to include an RPE assumption in
PR5 – i.e. there is a strong expectation that the licensees’ cost pressures are structurally different from HICP.
Broadly defined, this involves applying a series of assessment criteria / gateways to test if:

•

There is a need to include an RPE within the regulatory allowance for opex in PR5, e.g. given the materiality
of the input to the opex base.

•

There is strong evidence base and reason to believe that the wedge between the licensees’ input prices
and HICP will be structurally different from zero in PR5.

•

An appropriate cost index (or, if no suitable index is available, a forecast) exists that is independent of the
licensee’s costs and actions, to set the RPE allowance.

2.3.1.

Comments on our methodology

Commenting on an earlier draft of this report, the licensees and their advisors raised various concerns and
challenges with the proposed approach. Amongst a range of comments, this included that:
1.

Our proposed approach was inconsistent with good and recent regulatory practice and also CEPA’s own
recent findings on the impacts of RPEs in Ireland.

2.

Our proposed tests were “set to fail” and were applied in a way that oversimplified how input price
pressures may impact the licensees in PR5.

3.

Elements of the proposed framework and criterion evaluation were arbitrary and unnecessary to the
assessment of RPEs in PR5.

Consistency with past approaches
Regarding the first issue, like any component of the regulatory cost assessment, RPEs should be well justified and,
where adopted, be accompanied by a high evidential bar. As noted above, the latest regulatory practice by Ofgem
and Ofwat has been to apply, or indicate a move to, a higher evidential bar for allowing RPEs.
The objective is to set prices to reflect efficient costs. The regulatory regime already acknowledges that the
licensees’ efficient cost level would be influenced by macroeconomic cost pressures by way of HICP indexation. In
this respect, it would seem reasonable and good regulatory practice to test if:

•

HICP as a general price inflation index in Ireland, is in the round an adequate proxy for the pressures on the
electricity licensees’ input costs in PR5; and

•

whether this assumption is justified (or not) based on forecast and historical evidence of the relationship
between input price indexes and HICP and evidence of the trends in licensees’ own outturn costs relative
to HICP.

We would also challenge that our approach is inconsistent or unjustified given how CEPA have approached the
issue of RPEs in previous assessments. Our published reports for the CRU for the recent GNI price review (PC4)
clearly state that in the circumstances of our cost assessment and the licensee’s PC4 business plan assumptions,
an additional RPE was not considered needed. 14 In the case of our work for Irish Water:

•

The CRU’s opex allowances have previously been set with reference to a base (outturn) year of opex and
an annual efficiency target for the licensee relative to that base year.

———————————————————————————————————————————————————
14

See CEPA (2017): ‘PC4: Review of Distribution Revenues’, p. 36
11

•

The regulatory question in this context is what is the appropriate efficiency challenge, given the scope for
catch-up and ongoing productivity and any structural impacts of RPEs? Our work in that review sought to
challenge if historical assumptions for the efficiency challenge might continue to be appropriate in the
context of positive RPEs and other factors.15

Notwithstanding these points, we would still consider it appropriate to test if previous approaches to RPE
assessments, including our own, continue to remain appropriate at each price review. Good regulatory practice
involves evolution in precedent and adaption to the circumstances in question.16

Reflecting the licensees’ exposure to cost pressures
The licensees’ submissions on RPEs have focused on evidencing:

•

sustained difference between historical evidence or forecasts of price indices in the general economy they
consider applicable to the licensees’ cost base; and

•

where within the range of this evidence base an appropriate structural wedge for different categories of
input costs should sit for allowed revenue setting purposes.

While this is not an unsuitable approach 17 there are also a number of questions applicable to reaching the decision
of how this evidence base should influence any RPE allowances:

•

How applicable are the observed or forecast trends in the general economy to the licensees’ businesses?
Is volatility in the price indices expected to feed directly into the licensees’ cost base?18

•

Is the expected wedge between input costs and HICP sufficiently material that it would be unreasonable to
expect the licensees to manage the variations?19

•

Are the applicable cost categories sufficiently large such that a real change in its input cost has a material
impact on the licensee’s costs?

RPE assumptions should ideally be used for cost categories that are sufficiently large such that a real change in its
input cost can be expected to have a material impact on the licensee’s costs.20 For some cost categories, unit costs
may also exhibit volatility that means that in any given year inflation is different from HICP. However, over a longer
time period, such as 5 years, the net change in costs may also not be materially different from HICP inflation.21
It is also important to consider the degree of control that licensees have over unit costs – for example through their
payroll policies, approach to contracting, etc. RPEs should be seeking to capture the cost pressures that are
outside the licensees’ control, in the same way that indexation to HICP intends to capture economy-wide cost
———————————————————————————————————————————————————
The assumptions were also informed by the specific context of Irish Water’s business, e.g. the Service Level Agreements and
other contractual arrangements the business has in place.
15

In the current review, one of the licensees (EirGrid) has split out its claim for RPEs (net of ongoing efficiency) while the other
(ESB Networks) are unclear on its business plan assumptions. In these circumstances, it would seem appropriate to test both
the need and the strength of justification for RPEs across both businesses.
16

Indeed, as the licensees have identified, it is an approach the CEPA has previous taken in assessments of RPEs in Ireland and
the UK on several occasions.
17

18

Put another way, are for example changes in average wages in the Irish economy a direct cost driver for the licensees?

Dead bands within which regulated companies are expected to manage cost variations are a standard feature of regulatory
frameworks, e.g. the design of uncertainty and cost indexation mechanisms.
19

Costs can be aggregated in an iterative manner such that the overall category will eventually count as material. However,
costs should be aggregated if it makes sense to do so – i.e. if the costs are similar in nature or whose price is likely to be
influenced by the same market dynamics.
20

Published price indices or forecasts are also by definition averages, and so it may also be possible that they are not a good
match for the expected trend of the licensees’ efficient costs in PR5. Adding inaccurate forecasts into the regulatory
determination could result in windfall gains or losses for the licensees.
21
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pressures that are not in the direct control of the licensees. Clearly, “controllability” is often a matter of degrees
rather than an absolute term. For example:

•

a licensee has a degree of control over labour costs through its role in centrally negotiated labour deals,
payroll policies and hiring decisions; and

•

it may also be exposed to macro-economic and demographic trends that affect the supply and demand of
labour and, therefore, its cost.

Strength of our conclusions
These issues above can be considered qualitatively – e.g. in selection of an assumption for RPEs within a range of
macro-economic evidence of input price pressures and changes in the Irish economy.
Our criterion/gateway assessment has also sought to assess if answers to these questions can be informed by
analysis of the licensees’ own costs. For example, identifying a unit cost for input cost categories would help to
decompose cost trends into changes in price and quantity and investigate if there are clear structural trends in the
licensees’ own input cost pressures. The past may not necessarily be a good guide to the future, but the analysis
may at least help to inform regulatory decision making (e.g. selection of estimates within a range).
We acknowledge that the original approach set out in our draft report adopted an overly mechanistic approach to
these complex regulatory questions. As a consequence:

•

We have revised our evaluation framework to be based on a ‘traffic light’ criterion assessment, as opposed
to gateway system where failing on one gateway prevents moving to the next gateway.

•

This means that we go through all the criteria in our assessment and the findings at each stage help to
inform our overall conclusions on RPEs for PR5.

We have also extended our assessment for one of the assessment criterion – the exploration of structural difference
between HICP and input prices - to include consideration of evidence in deviations between HICP and the
published input price indexes used by the licensees’ advisors in their report.
A summary of our approach is illustrated in the figure below.
Figure 2-1: Criterion based assessment for RPEs

Source: CEPA
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2.3.2.

Summary of our assessment

Assessment of the need for RPEs
Appendix C presents our detailed assessment against the four-assessment criterion we have used. We summarise
our findings in Table 2-1. Our key observations are as follows:

•

The analysis and evidence presented by the licensees indicates, on both a historical and forecast basis,
that there is a positive wedge between input prices in the Irish economy and HICP.

•

Our analysis of the deviations between input costs and HICP in the general Irish economy support this
finding, not surprisingly given we use similar data sources.

•

The licensees’ submissions, whilst recognising that the cost base and input price pressures of their
businesses may to a degree be controllable, provide limited evidence that the structural differences from
their evidence base will necessarily apply to the licensees in PR5.

•

Inflation in Ireland is volatile, and as a small open economy Irish inflation is increasingly influenced by
fluctuations in the US Dollar and Sterling. The potential for external macroeconomic shocks to Irish inflation
(for example, the outcome of the UK’s future relationship with the EU is still unknown) adds further
uncertainty around future Irish inflation rates.

•

As such, at any given time we do not necessarily expect that input price pressures faced by ESB Networks
and EirGrid would closely track HICP.

•

However, ESB Networks and EirGrid’s historical labour unit costs have not systematically diverged from
HICP for the period assessed. In fact, over the entire period from 2011 to 2018, labour unit costs for both
licensees grew at a marginally lower rate than HICP.

•

While these observed trends may be the result of management action on the one hand (e.g. labour terms
and conditions and mix of staffing decisions) and external labour market conditions and prices on the other
(with the former effect not removing the latter22), the combination of effects at least requires consideration
in deciding how significant any structural wedge is likely to be relative to HICP in PR5.

•

Third-party independent wage growth forecasts have tended to over-estimate future wage growth
compared to outturn level, over the period we reviewed, although a consensus view has been for strong
general wage growth in Irish economy prior to the COVID-19 crisis.

•

Finally, we note that one of the reasons for high real input costs relative to HICP in recent years has been
the result of relatively low rates of HICP inflation. There has been some indication by public forecasters that
HICP was expected to trend upwards towards levels observed more generally in the Euro-zone. To the
extent that was the case, and expected changes in headline outturn labour rates, for example, were to
remain similar to the last few years, expected RPEs would be reduced.

Nevertheless, recognising the difficulty of identifying RPEs, we also estimated the level of RPEs that might be
forecast for PR5 if we relax the condition that RPEs should only be set where there is very strong evidence that the
licensees’ costs have evolved and/or are expected to evolve at a structurally different rate to HICP.
The findings of this exercise are summarised in the next section.

———————————————————————————————————————————————————
Both licensees may indeed have a degree of control over their labour and/or other input costs, but this does not mean there is
also not an external (i.e. non controllable) RPE pressure faced by both businesses.
22
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Table 2-1: Assessment of the case for assuming non-zero RPEs for PR5
Cost category

Assessment criterion
1. Materiality

2. Identification of unit costs

3. Structural difference

4. Alternative price index

We were able to calculate labour
unit costs based on the licensees’
reported number of FTEs.

General wage growth in the Irish
economy has generally been
above HICP in recent years. The
licensees’ analysis also shows –
on a historic basis – RPEs in the
general economy for other
categories, including materials, IT
& Telecoms.

We have identified a range of
possible price indices that could
be used to produce estimates of
RPEs.

However, it is unclear if these
trends – in the relative changes in
wage rates and HICP in particular
– will persist in PR5.

We recognise there are other
credible sources that could be
used – including historical
evidence on price indices and
forecasts (e.g. for wage rates) –
the evidence of which we have
summarised in Appendix C.

Labour
Materials

(DSO/TAO only)

IT & Telecoms

(TSO only)

Business Services
Commentary

We have grouped each licensee’s
opex into these categories, which
represent a different level of
materiality for EirGrid and ESB
Networks, as shown in Appendix
C.2.1

We were not able to identify good
candidates for unit costs for the
remaining categories based on the
information reported by the
licensees.
We have, therefore, undertaken
some simple cost driver analysis
for other cost categories (e.g.
using FTEs for IT & Telecoms) but
recognise this is an imperfect
basis for the analysis.
The findings from this analysis are
inconclusive.

Source: CEPA analysis
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We also consider that the
licensees have some degree of
control over their labour costs
through payroll policies (including
negotiations with trade unions),
use of contractors, and decisions
on the occupational mix of staff
resources.

We have used CSO data – as a
single common source – as a
long-term historical sense check
for estimating RPEs in PR5.

See further discussion below and
in Appendix C.

Possible RPEs in RP5, if preceding conclusions are relaxed
In Appendix C.2.4 we present long-term estimates of RPEs that could be used for PR5. We estimate RPEs for each
of the four cost categories that were deemed material in criterion 1.
Table 2-2 summarises our findings for each opex category. A weighted average is calculated using the weights for
each licensee as per Table C1.
Table 2-2: Summary of estimates if conditions for inclusion of RPEs are relaxed
TSO

DSO

TAO

0.1 – 0.8%

0.1 – 0.8%

0.1 – 0.8%

N/A

-1.0 – 1.3%

-1.0 – 1.3%

0.2%

N/A

N/A

Business Services

0.0 – 1.5%

0.0 – 1.5%

0.0 – 1.5%

Weighted average RPE for opex under relaxed
criteria for inclusion of RPEs

0.1 – 0.8%

0.0 – 1.0%

0.0 – 1.0%`

1.3%

2.1%***

2.1%***

Labour
Materials

*

IT & Telecoms**

Licensee proposals

Source: CEPA analysis
Notes: * The category of Materials only passes the materiality threshold of >5% controllable opex for the DSO and TAO. ** The
category of IT & Telecoms only passes the materiality threshold of >5% controllable opex for the TSO. *** Figure estimated by
ESB Network’s consultants but not explicitly included in the DSO or TAO business plans

The RPE estimates in Table 2-2 are based on longer term historical evidence of changes in price indices published
by the CSO. One reason to consider this might be appropriate, is that the licensees themselves have also
emphasised the importance of using long-term – as opposed to more recent – evidence on productivity potential in
the Irish economy. This would combine longer term estimates of both RPEs and ongoing productivity.
As discussed in Appendix C, there are other sources and bases for historical evidence and analysis23 that can lead
to higher estimates of RPEs. There are also various published forecasts of high real wage growth in Ireland. 24 Given
the high share of labour inputs in opex, this tends to support higher RPE estimates, but also tends to rely on the
more recent evidence of input prices, rather than the longer-term estimates presented in Table 2-2.
It is not implausible that these trends may continue in PR5 and that they may contribute to expected input cost
pressures for the licensees being structurally higher than HICP. However, the findings in Table 2-2 also
demonstrate that lower figures to the licensee’s assumptions can also be justified from recognised sources such as
the CSO. The evidence base is variable, alongside the discussion above that recent historical and forecast trends
for RPEs in the general Irish economy may not necessarily translate directly into RPEs for the licensees.
Overall, this suggests some degree of caution is required in necessarily assuming a significant and structural
positive wedge between the licensees’ cost pressures and changes in HICP during PR5.
We return to this issue as part of the concluding section of the report.

———————————————————————————————————————————————————
23

Including the analysis provided by the licensees in their submissions.

24

See for example, forecasts by the Department of Finance, Central Bank of Ireland and European Commission.
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3.

ONGOING PRODUCTIVITY

This section summarises the evidence base for our estimates of ongoing productivity in PR5. This consists of:
detailed assessment of evidence on historical productivity improvements and productivity forecasts, the companies’
submissions, and a review of regulatory precedent.
Much as RPEs, ongoing productivity is a theoretical concept that has to be “decomposed” from the data. It may be
sensitive to the assumptions used, for example how outputs are measured.

3.1. REGULATORY PRECEDENT
The table in Appendix A shows that, in most cases, regulators in Ireland have not made explicit ‘top-down’
adjustments for ongoing productivity improvements – such adjustments were more often built into the cost
assessment, as was the case in PR4. Two exceptions were:25

•

the CRU applying a 1.0% per annum assumption for opex in the gas price control spanning 2017-22; and

•

the Commission for Aviation Regulation (CAR) applying a 0.8% per annum assumption for opex in the
2015-19 price control of Dublin Airport. But we note that this assumption was not retained in the CAR’s
recent decision for the 2020-24 regulatory period.

In the UK, regulators have assumed ongoing productivity improvements in the range of 0.3-1.0% per annum for
opex in regulatory decisions that have covered various periods since 2013, with the majority of decisions using the
top end of that range. UK regulators have also assumed capex productivity improvements of 0.6-1.0% per annum,
and in its most recent determination Ofwat has assumed 1.1% annual improvements across total expenditure
(totex).26

3.2. LICENSEE PROPOSALS
In their submissions for PR5:

•

EirGrid has assumed ongoing productivity of 0.3% per annum for its opex and has not assumed ongoing
productivity improvements for non-network capex.

•

ESB Network has assumed ongoing productivity of 0.9% per annum for its opex and has not assumed
ongoing productivity improvements for capex.

Appendix A summarises the evidence submitted by the licensees. It also highlights a number of issues we have
identified with the methodologies used by the licensees’ advisors, which may result in under-estimation of the
scope for ongoing productivity.

3.3. OUR ASSESSMENT OF ONGOING PRODUCTIVITY
Our assessment of ongoing productivity for PR5 considered the following sources of evidence:

•

Trend analysis of historical economic activity data for Ireland.

•

Analysis of historical disaggregated productivity data for Ireland from the EU KLEMS database.

•

Review of productivity forecasts for Ireland.

———————————————————————————————————————————————————
25

Additionally, ComReg has stated that it assumed 0% “dynamic efficiency” in the 2014-19 price control review of An Post.

Ofwat’s determination has been appealed to the UK Competition and Markets Authority by four licensees. Ofwat’s productivity
assumptions are one of the grounds for contention in the appeals.
26
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The above sources inform our view of ‘baseline’ ongoing productivity improvements that can be expected for PR5.
We supplement that by also considering:

•

how the nature of the licensees’ business and scope for capital substitution might affect ongoing
productivity in PR5, in particular, the asset light TSO; and

•

how the transformational change that is expected to occur in PR5 could be reflected in ongoing productivity
assumptions.

3.3.1.

Evidence on ongoing productivity

Table 3-1 summarises the ranges on ongoing productivity estimates from the sources we have reviewed. Further
details on these sources is included in Appendix C.3.
Table 3-1: Summary of productivity estimates
Source

Range

Productivity trend analysis

0.6% to 2.8%*

Productivity forecasts

0.7% to 1.5%
0.1% to 0.9% (TFP)

EU KLEMS (1988-2007)

0.7% to 2.0% (LP)

EU KLEMS (2008-2017)

2.5% to 5.4%

ESB Networks’ advisors

0.0% to 1.0%

EirGrid’s advisors

0.3% to 1.0%

Regulatory Precedent

0.0% to 1.1%

Source: CEPA analysis
Note: the ranges presented for EU KLEMS include a conservative downward adjustment for catch-up efficiency, as explained in
Appendix C.3.2. *This range is based on adjusting the 2015 productivity growth estimate to the average for 2001-17(excluding
2015) in order to account for the impact of profit shifting by MNEs on Irish economic data in 2015. Without this adjustment,
range would be -0.3% to 3.8% per annum.

The analysis in Table 3-1 shows a relatively wide range of productivity estimates, particularly for the outturn
productivity trend and EU KLEMS database analysis.
While this might indicate some potential for setting productivity targets above the regulatory precedent range, the
very high productivity estimates – e.g. from the general Irish economy in the last few years – we expect are not
achievable by the licensees, given the nature of their respective businesses.27 The conclusions drawn from the
analysis are also depend on decisions of the appropriate weightings of comparator sectors, the measure of
productivity chosen and adjustments to the data that are required.28 Once these factors are taken into account, we
consider the productivity estimates in Ireland generally support the regulatory precedent range.
The productivity challenge proposed by the licensees’ sit on the lower end of the range of estimates in Table 3-1
although both licensees’ proposals are generally consistent with the regulatory precedent for similar businesses as
their own. We also note that their productivity targets are informed by productivity benchmarks from other
European countries drawn from the 2018 EU KLEMS database, which did not include data for Ireland.29 This

———————————————————————————————————————————————————
The National Competitiveness Council 2019 Productivity Statement also highlights that much of the strong aggregate
performance in labour productivity figures for Ireland, relative to other advanced economies, in recent years “can be attributed
to the operations of large firms in specific sectors (e.g. ICT, Phara-Chemicals, Food & Beverages).” p. 3
27

28

See Appendix C for further discussion.

In EirGrid’s case, the submitted analysis also used some different comparator sectors, to reflect the licensee’s view of the
most relevant comparators given the nature of the TSO business. See discussion below.
29
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provides a further cross check to their conclusions and also supported the licensees’ views that there has been a
structural slowdown in productivity potential in Ireland and neighbouring countries (e.g. UK).
Using the 2019 EU KLEMS database (which was not available to the licensees’ advisors when developing their
estimates) we are able to include information on Irish productivity between 2008 and 2017 in our analysis.
Analysis of the more recent data sources might suggest that recent Irish productivity growth has not undergone as
significant a structural decline following the 2008 global financial crisis as has sometimes been suggested. Or at
least that the decline may not be as great as observed in some neighbouring countries, or as previously indicated
from some sources. While this may be driven by particular parts of the Irish economy (see Appendix C), we suggest
that the data at least indicates some uncertainty of future productivity potential in Ireland, as opposed to a clear
conclusion of a long term structural slowdown in productivity potential.
However, we note there is a large degree of uncertainty surrounding recent Irish economic data due to the
influence of profit shifting activities by multi-national corporations located in Ireland. As such, our estimates of
ongoing productivity aim, as much as possible, to only reflect improvements achieved by the real economy. We
also accept the various comments raised by both licensees on a draft of this report of the reliability of the recent
published data on productivity growth in the 2019 EU KLEMS release.
As a consequence, we place limited weight on the 2019 EU KLEMS data (2008-2017) in forming our conclusions for
the appropriate ongoing productivity target for PR5. Instead, we focus on the estimates from the 2012 EU KLEMS
release, and find that the analysis of historical productivity in Ireland is not inconsistent with:

•

the ongoing productivity assumptions that UK and some Irish regulators have assumed in recent network
utility price controls; and

•

the licensees’ own findings and assumptions on the scope for ongoing efficiency as presented in their
business plans (once their preferred comparator sample set is chosen).

Overall, we consider that an achievable base assumption for the ongoing productivity target in PR5 is 1%
per annum. This is consistent with the assumptions that many UK and Irish regulators have previously made on
ongoing productivity targets for network utilities and falls within the range of UK and Irish regulatory precedent on
this issue, albeit towards the top end of the range of assumptions used by regulators.
As noted above, this informs our view of ‘baseline’ ongoing productivity improvements that can be expected for
PR5. We supplement that by also considering:

•

how the nature of the licensees’ business and scope for capital substitution might affect ongoing
productivity in PR5 (in particular, for the TSO); and

•

how the transformational change that is expected to occur in PR5 might be expected to impact the
appropriate ongoing productivity target.

This is discussed in the subsections below.

3.3.2.

Capital substitution and the asset light TSO

There is a theoretical basis for assuming that capital substitution – i.e. the share of capital inputs increasing relative
to labour inputs – can be expected to result in higher productivity growth. In terms of the productivity estimates
used, holding all else equal, we would expect labour productivity to improve at a higher rate than TFP. This is
because each unit of labour will have more capital at its disposal. For example, labour productivity will likely
improve as investment in computing or automation increases. As labour costs currently make up a large part of the
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licensees’ opex, it is important to understand the scope for capital substitution effects as a way of understanding
the rate of opex productivity improvements that may be achievable.30
There is some evidence to suggest that capital substitution is having a tangible effect on Irish productivity rates.
Between 2012 and 2017: multi-factor productivity increased at an average rate of 1.9% per annum, while labour
productivity increased at a rate of 2.2% per annum (see Appendix C.3.1). A similar pattern is observed in the EU
KLEMS datasets. Holding all else equal, this evidence on Irish productivity growth rates suggests a pattern of capital
substitution across the Irish economy.
There is regulatory precedent for controlling for capital substation by making a constant adjustment to TFP. For
example, Ofwat’s latest determination for wholesale water and wastewater included a partial adjustment of 0.2% to
the upper bound of the ongoing productivity range for baseline operating expenditure and capital maintenance.31
The partial adjustment reflects both opex and capex being included. As a result, Ofwat deemed that it would be
incorrect to include an adjustment for a full capital substitution effect that would be relevant if TFP estimates were
being applied to opex.32 Other regulatory studies have reported higher estimates for the capital substitution effects
when applied to opex only. For example, a report by CEPA for the ORR estimated a capital substitution adjustment
of 0.7% per annum for the ‘electricity, gas and water supply’ sector. 33
In applying this insight to PR5, we need to consider the scope for each licensee to deliver the PR5 outputs
efficiently through a mix of labour and capital. For example, we recognise that EirGrid may currently have less
scope for capital substitution in the delivery of its controllable opex than some other Irish companies.34 As a result,
an ongoing productivity assumption informed by both TFP and labour productivity estimates has the potential to
overstate the level of productivity improvements that EirGrid could reasonably be expected to be made over PR5,
based on the current available information.
As a result, we propose applying a downward adjustment of between 0.0% and 0.7% for the TSO’s
controllable opex to account for its potentially lesser scope for capital substitution in PR5. We consider that
an adjustment of this order of magnitude is consistent with past regulatory precedent when accounting for the
impact of capital substitution on ongoing productivity.
In its submission on frontier shift, the TSO has also emphasised that the nature of its business influences the
appropriate assumptions for ongoing efficiency in other ways:

•

The TSO considered a number of different comparator sectors in its analysis of the EU KLEMS database to
reflect its activities.

•

The nature of the business undertaken by EirGrid and the constraints that this imposes on the company
(e.g. financeability).

Taking account of the asset light characteristics of the TSO and expectations of future growth, the licensee
concluded that estimates of -0.26% to 0.37% and 0.0 to 0.3% per annum respectively would be appropriate for PR5.
The top end of this range of evidence is consistent with the assumptions for frontier shift made by:
———————————————————————————————————————————————————
Note that capital substitution is, at least in theory, possible as long as the regulatory framework allows a degree of flexibility in
the inputs (costs) that a licensee uses and/or has equalised incentives between opex and capex over-/under-spend. A total
expenditure (totex) framework is one way of achieving the above, but a totex framework is not a necessary condition for
enabling capital substitution.
30

Europe Economics (2019) Real Price Effects and Frontier Shift – Final Assessment and Response to Company
Representations, available here.
31

Ofwat’s advisors based their ongoing productivity challenge on TFP estimates only. As a result, they considered that the TFP
estimates did not take into account the capital substitution effects. As botex already contains an element of capex, a partial
adjustment was made. This adjustment represented the extra productivity gains that are associated with capital enhancement
expenditure substituting for botex expenditure over time
32

CEPA (2013) Scope for improvement in the efficiency of Network Rail’s expenditure on support and operations:
supplementary analysis of productivity and unit cost change, available here.
33

34

This may change in future with technological advancements, such as artificial intelligence and machine learning.
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•

the Utility Regulator in SONI’s price control; and

•

the SEM Committee in SEMO’s price controls.35

An assumption at the top end of our range for capital substitution, applied to our base ongoing productivity target of
1%, would result in a point estimate that is consistent with the SONI and SEMO regulatory precedent, and the
TSO’s own proposed productivity target for PR5. However, if less weight is placed on the top-end of range for
capital substitution impacts (e.g. the upper quartile) and the broader sectoral analysis of the KLEMS database
presented in Appendix C, a slightly higher point estimate (e.g. 0.5%) might be considered appropriate.
Regarding the financeability issue highlighted by the TSO, we agree that asset light companies will have less ability
to absorb cost shocks and that this may influence decisions on the appropriate frontier shift assumptions. However,
we would also note that this issue is in part already accounted for within the PR5 regulatory framework through the
operational gearing adjustment to the TSO’s allowed return. This adjustment seeks to account for the higher margin
risks that are faced by EirGrid’s asset light business, including from productivity challenges.

3.3.3.

Transformational change in PR5

The CRU has set out an ambition to deliver transformational change in Ireland’s electricity networks over the PR5
and PR6 periods (2021-2030).36 The Irish Government’s Climate Action Plan (CAP) sets out a challenging target to
decarbonise the electricity network while facilitating significant electrification of heat and transport and
accommodation. In order to deliver on the CAP and to ensure an economically sustainable transition to a low
carbon future, a step-change in how the TSO and DSO deliver infrastructure and operate the system is expected.
We have proposed that the opex allowances for the DSO and TSO in PR5 include a substantial real increase to
support the transformational change required to deliver on the CAP.37
For example, we have proposed that the DSO be provided with €102.5 million (equivalent to 9% of the DSO’s total
controllable opex outturn in PR4) for the step-increase in activities that will need to be delivered in PR5.38 Similarly,
we have proposed that the TSO be provided with a €33.8 million (14% of the TSO’s total controllable opex outturn
in PR4) allowance for new activities expected to take place in PR5.39 In addition, customers have provided
considerable funding for innovation projects and strategic initiatives in recent electricity network price controls,
which again, might be expected to contribute to the degree of scope for productivity improvement in PR5.
These funded cost increases reflect efficient costs that are directly associated with step changes in company
activities, informed by the licensees’ business plans in PR5 and the CRU’s support for innovation and strategic
initiatives in the current and previous price controls. However, we consider that the initiatives covered by these
allowances should in principle also help to facilitate a broader transformation across both licensees’ operations.
That is, the delivery of these initiatives in PR5 should facilitate improvements across the DSO and TSO as a whole
by creating new opportunities for economies of scale and scope and further optimisation of internal business
processes and operations supported by the funded step-change in expenditure.
If this were to be accounted for in the ongoing productivity assumption, we consider that an upward efficiency
adjustment of 0-0.25% per annum might be justified given the scale of the opex step-change adjustments that
have been allowed for the DSO and TSO. A figure towards the top end of this range would require a stronger

———————————————————————————————————————————————————
35

Both businesses are part of the EirGrid Group, along with Irish TSO licensee.

36

CRU (2019) Discussion Paper on the Approach for Transmission and Distribution Price Review Five, available here.

As an output delivery business, we do not consider that the TAO has the same scope for delivering transformational change in
PR5. We have not proposed that the TAO are provided with a positive step increase in opex costs.
37

GHD and CEPA, Consultancy Support for Electricity Distribution Revenue Controls (2016-2020) - Price Review 4 DSO Opex
and Capex and Price Review 5 DSO Opex and Capex
38

GHD and CEPA, Consultancy Support for Electricity Transmission Revenue Controls (2016-2025) - Price Review 4 and 5 TSO
and TAO Historic Opex and Capex
39

21

interpretation of the business transformational opportunity that PR5 offers for the licensees and weight to be placed
on some of the higher end historical evidence of productivity evolution in Ireland.
If the CRU were to include such an adjustment, it would also be important that the regulatory framework around the
treatment of variations in outturn costs and, in particular, any ex post review of the licensees’ expenditure in PR5, is
done at an aggregated level (e.g. total opex and total capex). Doing so would mitigate any disincentive for the
licensees to diverge from their forecasts for each cost category, where it is efficient to do so.

3.3.4.

Summary of our assessment

Based on our review of the existing evidence and of the submissions made by ESB Networks and EirGrid, we
consider that there is evidence to support an ongoing productivity challenge to baseline opex costs in PR5.
On the balance of evidence, we consider an achievable base assumption for the ongoing productivity target
in PR5 is 1% per annum. This is consistent with regulatory precedent in the UK, productivity growth of the Irish
economy and gives some weight to the business transformational opportunity in PR5. An assumption above 1%
would require a stronger interpretation of the transformational opportunity in PR5 and the applicability of certain
historical evidence on productivity evolution in Ireland to setting a target for the licensees in PR5.
For the TSO only, we acknowledge that it may currently have less scope for capital substitution (the use of capital /
technologies to carry out functions previously done by labour) in the delivery of its opex than some other Irish
companies. As such, we consider that it may be appropriate to make a deduction in the range of 0.0-0.7% per
annum from the ongoing productivity estimate. The nature of the TSO’s business – and, therefore, the best
comparators and regulatory precedent for identifying its potential scope for productivity in PR5 – may also suggest
a lower ongoing efficiency target is appropriate relative to the DSO and TAO.
Based on the above, we use the following working assumptions for ongoing productivity:

•

An assumption of 1% for the DSO and TAO.

•

An assumption of 0.4%40 for the TSO.

———————————————————————————————————————————————————
Mid-point of 0.3% and 0.5% based on the discussion in section 3.3.2. This also gives some weight to the transformational
opportunity created by PR5, as discussed in section 3.3.3.
40

22

4.

CONCLUSIONS

This section summarises our findings from the preceding sections into a framework that could be used to inform the
CRU’s determination on these items for PR5.
We then set out working assumptions that could be used for the PR5 draft determination – recognising that these
may need to be revisited for the final determination when more is known about the longer-term impact of the
COVID-19 crisis on the Irish economy in general and on the licensees in particular.

4.1. SUMMARY OF OUR FINDINGS
There are considerable challenges in determining what is the right balance of the different “pull and push” factors
to assume when setting the appropriate ongoing productivity and RPEs assumptions for a licensee’s costs.
The COVID-19 crisis creates additional uncertainty as to the extent to which historical trends and forecasts of both
productivity growth and input price inflation may be representative of the PR5 period. 41
Given all of the above, we have developed a framework that can be used by the CRU to inform its decision for RP5.
The framework identifies four “quadrants” that represent interactions between different levels of RPE and ongoing
productivity. For each quadrant, we identify the source of evidence that would support a decision consistent with
that quadrant, and summarise the line of thinking that would support the view represent in that quadrant.
This is summarised in the figure on the next page.

———————————————————————————————————————————————————
As highlighted in the introduction, at this time our conclusions do not yet incorporate an assessment of the long-term impact of
COVID-19 on the Irish economy. However, a case has been made in the England and Wales water sector that COVID-19 may
reduce RPEs relative to ongoing productivity in the context of the price control appeal processes under review by the UK CMA.
See: Europe Economics (2020) Impact of COVID-19 Crisis on Real Price Effects (RPEs) and Frontier Shift, available here.
41
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Figure 4-1: Decision-making framework on ongoing productivity and RPEs for PR5

Source: CEPA

4.2. WORKING ASSUMPTION FOR THE PR5 DRAFT DETERMINATION
We have found a range of evidence to suggest that ongoing productivity improvements in Ireland can be
expected to exceed zero in PR5. Based on the considerations set out in Section 3, we have concluded on the
following working assumptions for ongoing productivity in PR5:

•

1.0% for the DSO and TAO.

•

0.4% for the TSO.

Our working assumptions are at the top end of recent regulatory precedent for similar businesses – once TSO’s
asset light nature is accounted for – but consider this appropriate given the business transformation opportunity
PR5 creates for EirGrid and ESB Networks, supported by funding elsewhere within the price control.
Our work also suggests there are reasons to question whether the licensees will face cost pressures that are
structurally higher than HICP in PR5.
There are reasons why historical or forecast real input price rises in the general Irish economy may not reflect the
cost pressures that are faced by the licensees, or at least there are relevant factors that mean this should not
necessarily be the starting assumption in setting allowed revenues. This includes that the licensees have some
24

degree of control over their input costs, in particular labour costs.42 By the nature of their supply chains, the
licensees may not be fully exposed to the volatility in the input price indexes in the general economy. 43
However, we also recognise that estimating RPEs is inherently difficult – they are economic concepts that do not
easily follow from the accounting information that is used to record companies’ costs.
While we have identified reasons why it is at least reasonable to question a starting assumption that the licensees
input cost pressures will be structurally higher than HICP, we also recognise that the degree of control that the
licensees may have over their input prices – and their capacity to protect their businesses from the volatility and
trends in prices in the general Irish economy – is not a simple binary issue.
As a consequence, we conducted a sense-check, primarily using long-term CSO data, to estimate possible RPEs
for PR5 if we relax the condition that RPEs should only be set where there is very strong evidence that the
licensees’ costs are expected to evolve at a structurally different rate to HICP during PR5.
These findings could support an RPE assumption in the range 0-1%. In contrast, the licensees have provided their
own estimates which indicate expected RPEs may be significant higher. In particular, there are recent forecasts of
high expected real wage growth in Ireland44 - and credible sources on historical changes in average hourly earnings
- that can support a weighted RPE figure above 1% for both licensees.
It is not implausible that these trends may continue in PR5 and that they may be considered to contribute to cost
pressures for the licensees that are structurally higher than HICP. However, there are also reasons to question if
these recent trends are a good guide for PR5.
Taking the above findings and conclusions in the round, we suggest there is at least a plausible scenario
that the licensees’ scope for ongoing productivity improvements could outweigh any real input cost
pressures they may face in PR5.
In Table 4-1 we present the impact of applying net ongoing efficiency assumptions of 1.0% for the DSO and TAO, of
0.4% for the TSO to the recommended opex allowances from our cost reports for the CRU.
Table 4-1: Applying our working assumption to PR5 opex
€m (2019 prices)

TSO

DSO

TAO

Licensee
proposal

CEPA
forecast

Licensee
proposal

CEPA
forecast

Licensee
proposal

CEPA
forecast

Pre- ongoing efficiency /
RPEs

318.6

300.9

1,384.5

1,241.0

160.3

157.3

Assumed net ongoing
efficiency

+11.7

-3.2

-47.8

-34.6

-8.4

-5.5

Post- ongoing efficiency
/ RPEs

330.3

297.7

1,336.7

1,206.4

151.9

151.8

Source: CEPA analysis
Notes: We apply the net ongoing efficiency adjustment to each licensee’s base + trend (where used) opex, as presented in our
cost reports. i.e. We do not apply efficiency adjustments to the opex ‘step changes’ from our cost report.
The higher efficiency adjustments proposed by the DSO and TAO appear to be – at least in part – because the assumed
percentage improvements were applied to higher pre-efficiency numbers.

———————————————————————————————————————————————————
42

For example, through payroll policies, use of contractors, and decisions on the occupational mix of staff resources.

43

Of course, sector specific issues also could mean they could be more exposed.

44

See for example, forecasts by the Department of Finance, Central Bank of Ireland and European Commission.
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REGULATORY PRECEDENTS
In this section, we consider evidence of regulatory precedent on RPE allowances for opex and capex adopted in
other network price control reviews. Table A1 presents the RPE allowances set in recent price controls by
regulators in Ireland and in other jurisdictions.
Table A1: Recent regulatory decisions for setting ongoing productivity targets
Country

Regulator

Sector

Period

RPEs (% p.a)

Ongoing productivity
(% p.a)

Rep. of
Ireland

CRU

Water and sewerage (RC3)

2020-24

No explicit RPE 45

Not explicit 46

Water and sewerage (RC2)

2017-19

1.0% (capex)

Not explicit

Gas transmission &
distribution (PC4)

2017-22

No explicit RPE

1.0% (opex)

Electricity transmission &
distribution (PR4)

2016-20

No explicit RPE

Not explicit46

Airports (Dublin 5th
Determination)

2020-24

No explicit RPE

Not explicit

Airports (Dublin 4th
Determination)

2015-19

No explicit RPE

0.8%

ComReg

Postal Services (An Post
price cap)

2014-19

No explicit RPE

0% (opex)

UR

Water & Sewerage (PC15)

2015-21

0.6-0.8% (opex)

0.9% (opex)

CAR

Northern
Ireland

0.6% (capex)
Gas distribution (GD17)

CC

2017-22

Electricity transmission &
distribution (RP5)

2013-17

0.2-0.6% (opex &
capex)

1.0% (opex)

0.0-0.6% (opex)

1.0% (opex)

0.1-0.4% (capex)

1.0% (capex)

1.0% (capex)

England &
Wales

Ofwat

Water (PR19)

2020-24

0.4-0.5% (totex)

1.1% (totex)

GB

Ofgem

Electricity Distribution (RIIO
ED1)

2016-23

-1.4-0.6% (totex)

Not explicit47

Transmission (RIIO T1)

2013-21

0.4-0.6% (opex)

1.0% (opex)

0.0-0.8% (capex)

0.7% (capex)

0.4% (opex)

1.0% (opex)

0.5% (capex)

0.7% (capex)

No explicit RPE

0.3% (opex)

0.0-0.8% (opex)

0.0 to 1.1% (opex)

0.0-1.0% (capex)

0.0 to 1.0% (capex)

Gas Distribution (RIIO GD1)

ORR

Rail (PR13)

2013-21

2014-19

Range
Source: CEPA analysis of various regulatory decision

———————————————————————————————————————————————————
Ongoing productivity CRU’s determination on opex was informed by a view that productivity improvements would offset
certain cost increases.
45

46

Ongoing productivity built into unit costs, rather than a percentage reduction across the board.

47

Ofgem used the companies’ proposals, which were captured as a time trend in the totex benchmarking models.
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LICENSEE PROPOSALS
RPES
ESB Networks
Table B1 summarises the estimated RPEs for ESB Networks (DSO and TAO) by its advisors.48
Table B1: Estimated RPEs by ESB Networks’ advisors
Cost
component

RPE estimate

Information used

Labour

2.2%

CSO’s Average Weekly Earnings (AWE) wage data for 2016-18 from
comparator sectors.

Materials

1.6%

CSO’s wholesale price index for 2016-18 for all materials in the building
and construction sector.

Source: Frontier Economics

As outlined in Table B2, these result in a weighted RPE of 2% per annum for ESB Network’s total costs over PR5.
However, ESB Networks’ business plan does not appear to include an explicit assumption for RPEs.
Table B2: ESB Networks’ advisors’ estimated RPEs when applied to ESB Network’s cost base over PR5
Cost Type

Labour

Materials

Weighted RPE

Opex

1.7%

0.5%

2.1%

Capex

0.8%

0.8%

1.9%

Total

2.0%

Source: Frontier Economics

We have identified several issues with the RPEs analysis by ESB Networks’ advisors:

•

It is unclear how the methodology accounts for the degree of control that ESB Networks has over its input
costs.

•

The volatility of the cost indices used is not accounted for. The AWE index is particularly volatile making it
difficult to identify any structural difference from HICP inflation. This issue is exacerbated by ESB Networks’
advisors using only three years of data.

•

The AWE index used includes irregular earnings. The volatility in this index, when compared to the AWE
index that excludes irregular earnings, appears to be driven by one-off earnings, and differences in working
hours between companies and over time. These factors should be excluded if we are to identify any
structural RPEs.

•

ESB Networks’ advisors corroborate their labour RPE estimate with forecast nominal wage growth reported
by The Economic and Social Research Institute (ESRI) and the Central Bank of Ireland (CBI). In recent
years these organisations have tended to systematically over-estimate future wage growth, as shown in
Tables B3 and B4.

Notwithstanding these issues, the estimates provided by ESB Networks’ are derived from established and
recognised sources and provide a plausible estimate of possible RPEs in PR5, albeit:

•

above the regulatory precedent in the UK of assumptions for RPEs (see Table A1 above) recognising these
are different jurisdictions, time periods and economies; and

———————————————————————————————————————————————————
48

Frontier Economics (2019) Real Price Effects and Productivity Gains for PR5.
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•

dependent on recent trends and forecasts of input costs pressures for the general Irish economy – for
labour in particular – being a good guide for the RPEs ESB Networks may face in PR5.

Table B3: Actual wage growth versus ESRI nominal wage forecasts
Actual Wage Growth

2014

2015

2016

2017

2018

-0.7%

0.4%

0.5%

1.6%

2.5%

ESRI Spring 2018 Forecasts

2.5%

ESRI Spring 2017 Forecasts

2.5%

ESRI Spring 2016 Forecasts

2.3%

ESRI Spring 2015 Forecasts

1.0%

ESRI Spring 2014 Forecasts

0.0%

2.5%

2.3%

1.0%

1.0%

Source: CEPA analysis

Table B4: Actual wage growth versus CBI nominal wage forecasts
Actual Wage Growth

2014

2015

2016

2017

2018

-0.7%

0.4%

0.5%

1.6%

2.5%

CBI Q1 2018 Forecasts

3.2%

CBI Q1 2017 Forecasts

2.3%

CBI Q1 2016 Forecasts

2.5%

CBI Q1 2015 Forecasts

2.2%

CBI Q1 2014 Forecasts

0.5%

2.2%

2.6%

2.3%

1.3%

Source: CEPA analysis

EirGrid
Table B5 summarises the estimated RPEs for EirGrid by its advisors. 49
Table B5: Requested RPEs for EirGrid over PR5
Cost area
Staff wages

Range

Point estimate

0.8 to 2.2%

1.5%

Information used
A composite index of labour costs by mapping EirGrid’s costs
to different NACE industries in CSO’s Earnings, Hours and
Employments Cost Survey (EHECS) dataset.
The range is formed by the averages for the period from 2009
to 2018, and the period from 2016 to 2018. The point estimate
is the midpoint.

IT &
Telecoms

0.3 to 2.4%

0.3%

CSO Services Producer Price Indices (SPPI) for Computer
Programming and Consultancy. Selecting industries that relate
to the planning and designing of computer systems and the
customising of software. Point estimate is based on a long-term
average, as the index is volatile.

Other nonlabour

1.5 to 2.0%

1.6%

Long-run and short-run “wedge” estimates between the
‘services’ element of the HICP and CPI, and the overall index.

Total RPE

0.9 to 2.2%

1.3%

Source: KPMG

We have identified several issues with the RPEs analysis by EirGrid’s advisors:
———————————————————————————————————————————————————
49

KPMG (2019) Trends in the Irish Electricity System Operator Cost Base.
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•

It is unclear how the methodology accounts for the degree of control that EirGrid has over its input costs.

•

EirGrid’s advisors corroborate their labour RPE estimates with third party independent nominal wage
growth forecasts. Our analysis shows that these forecasts have tended to over-estimate future inflation
growth, as shown in Tables B3 and B4 above, and in Figure B1.

Figure B1: Actual nominal wage growth versus Department of Transport nominal wage forecasts

Nominal Wage Growth (%)

3.0%
2.5%
2.0%
1.5%
1.0%
0.5%
0.0%

-0.5%
-1.0%
2014

2015

2016

2017

Actual Wage Growth

Budget 2018 Forecasts

Budget 2017 Forecasts

Budget 2016 Forecasts

Budget 2015 Forecasts

Budget 2014 Forecasts

2018

Source: CEPA analysis

•

The high volatility of the SPPI suggests that care must be taken, as it would be difficult to accurately identify
any structural difference between it and HICP inflation. The high volatility of the index would indicate that
using it to construct a forecast of RPEs could run the risk of inappropriate allocation of risk to customers.

•

It is unclear whether the services component of HICP and CPI is likely to closely align to EirGrid’s other
non-labour costs. Or that their share in EirGrid’s costs is materially different from the share of services in
HICP.

Again, notwithstanding these points, the estimates provided by EirGrid are derived from established and recognised
sources and provide a plausible estimate of possible RPEs in PR5. Other key points to note are as follows:

•

The appropriate point estimate within EirGrid’s range depends on the weight that is placed on longer-term
compared to shorter-term evidence of RPEs, in particular, staff wages.

•

While we recognise the different jurisdictions, time period and economies, EirGrid’s estimates are above
those assumed in recent UK regulatory determinations.

•

To a degree, input costs pressures are outside of EirGrid’s control, but as discussed in the main report,
there are also ways in which the company can seek to mitigate this exposure.

•

It is unclear the degree of control that EirGrid does have over its input costs, has been accounted for in the
selection of a point estimate.

ONGOING PRODUCTIVITY
ESB Networks
ESB Network assumes ongoing productivity of 0.9% per annum for opex, from a range of 0-1% by its advisors (but
does assume ongoing productivity for capex). The range is informed by regulatory precedent; recent trends in
productivity in the Irish economy; and estimates developed from EU KLEMS. The analysis of EU KLEMS was
developed using two different industry groupings:
29

•

All industries: this includes all industries available and provides a broader measure of productivity across
the economy; and

•

Close comparator industries: this is constructed as a weighted average of industries chosen by ESB
Networks’ advisors as being similar in nature to ESB Network.50

The estimated productivity ranges are presented in Table B6.
Table B6: Productivity measures using EU KLEMS data
Sample Period
Selected Industries
All Industries
Selected Industries
All Industries

1988 to 2007

1999 to 2007

TFP (Value
Added)

TFP (Gross
Output)

LP & IIP (GO),
Constant Capital

1.2%

0.5%

0.7%

2.0%

0.6%

0.9%

0.0%

-0.1%

-0.1%

-0.2%

-0.7%

-1.1%

Source: Frontier Economics

In addition to the above, a number of sources are cited to argue that there has been a general slowdown in
productivity growth across the EU and OECD in the period following the global financial crisis of 2008. For example,
ESB Networks’ advisors point out that TFP growth across all industries for a sample of 12 EU countries (excluding
Ireland) was 0% between 2008 and 2017, while TFP growth in the UK between 2008 and 2015 has been negative.
We note that productivity estimates based on the EU KLEMS data set can be sensitive to methodological choices
such as countries and industries that are included, time period used, and any adjustments made to the data. We
discuss EU KLEMS productivity estimates further in Appendix C.3.2. Because of those methodological sensitivities,
we also consider it important to sense-check EU KLEMS estimates against other evidence sources.

EirGrid
EirGrid uses an ongoing productivity assumption of 0.3% per annum for opex, from a range of -0.26-1% produced
by its advisors (but does not assume ongoing productivity for capex). The range is informed by a review of
regulatory precedent; recent trends in productivity in the Irish economy; and estimates developed from EU KLEMS.
Both the EU KLEMS NACE1 dataset, which captures data for Ireland between the years 1988 to 2007, and the
NACE2 dataset, which captures data from 1999 to 2014 for European countries (excluding Ireland), are used. TFP
estimates from a sample of European countries under the NACE2 definitions are used to a proxy Irish productivity
growth up to 2014.51 Under both datasets, a composite benchmark is produced by weighting comparator sectors by
EirGrid’s expenditure areas. The resulting estimates of ongoing productivity are presented in Table B7.

———————————————————————————————————————————————————
These include: manufacture of chemicals and chemical products; manufacture of electrical and optical equipment;
manufacture of transport equipment; construction; sale, maintenance & repair of motor vehicles/motorcycles: retail sale of fuel;
transport and storage and communication; and financial intermediation.
50

KPMG selects countries for which there is a high degree of correlation (>80%) in TFP over the period from 1998 and 2007
under the 2018 EU KLEMS release. The countries that match this criteria are Finland, Germany, UK, Austria and France.
51

30

Table B7: Productivity measures using EU KLEMS data
Sample

Time Period

TFP (Value Added)

TFP (Gross Output)

European Sample (NACE2)

2010-2014

-0.19%

0.06%

European Sample (NACE2)

1994-2014

-0.26%

-0.76%

European Sample (NACE2)

1999-2007

0.13%

-0.66%

Ireland (NACE1)

1991-2007

0.37%

N/A

Source: KPMG

To all measures presented in Table B7, EirGrid’s advisors have applied a 25% downward adjustment to account for
the share of TFP which may be associated to catch-up efficiency.52
As noted for ESB Networks, productivity estimates based on the EU KLEMS data set can be sensitive to
methodological choices. We discuss EU KLEMS productivity estimates further in Appendix C.3.2. Because of those
sensitivities, it is important that EU KLEMS estimates are checked against other evidence sources.

———————————————————————————————————————————————————
This is the approach we also take in this report. It is informed by: CEPA (2012) Scope for improvement in the efficiency of
network rail’s expenditure on support and operations – report for the Office of Rail Regulation, available here; and
52

Oxera (2008) Network Rail’s scope for efficiency gains in CP4 – Prepared for Office of Rail Regulation, available here.
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ASSESSMENT OF LICENSEE COST PRESSURES
This appendix begins by considering general inflation in Ireland as this provides important context for price trends.
We then present our detailed assessments of RPEs and ongoing productivity for PR5.

INFLATION IN IRELAND
As illustrated in Figure C1, HICP inflation in Ireland has fluctuated widely between 1997 and 2019. In particular,
despite a strong uptick in economic growth in Ireland since 2014, inflation has remained significantly below the
Eurozone target of 2%.53 Between 1997 and 2008, HICP inflation in Ireland averaged 3.1% per annum in
comparison to an average of 0.1% for the period between 2009 and 2019. Notably, inflation in Ireland has been
below that of the UK, the Euro Area and the EU 28 for the decade between 2009 and 2019.
Figure C1: HICP inflation rates

Source: Eurostat

The Central Bank of Ireland (CBI) suggests that a key driver of the low growth in prices in Ireland in the period
following the global financial crises may have been due to exchange rate movements. As a small open economy
with a large share of trade outside the Euro area, prices in Ireland are particularly sensitive to fluctuations in the US
Dollar and Sterling.54 This evidence introduces a level of inherent uncertainty to forecasting future aggregate price
levels in Ireland. When considering the potential for RPEs for the licensees over PR5, it is important to account for
the susceptibility of HICP to global macroeconomic shocks and trends.

REAL PRICE EFFECTS IN PR5
This section sets out analysis using the four-assessment criterion discussed in the main report.

Criterion 1: Materiality
For both ESB Networks and EirGrid,55 we have identified four opex cost areas that are considered material and
———————————————————————————————————————————————————
53

The European Central Bank (ECB) aims at inflation rates of below, but close to, 2% over the medium term.

54

Reddan & Rice (2017) “Exchange rate pass-through to domestic prices”, Central Bank of Ireland Economic Letters Series

For the purposes of estimating RPEs we consider ESB Networks as DSO and TAO together. This decision is primarily because
ESB Networks have not provided a separate breakdown of staff numbers for the DSO and TAO. As a result, we are unable to
separately estimate labour unit-costs for the DSO and TAO. As labour costs make up a significant proportion of TAO and DSO
opex costs, we consider an RPE allowance for ESB Networks as a whole. In addition, we consider that the TAO and DSO are
likely to experience similar input price pressure across PR5.
55
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pass the first criterion:

•

Labour

•

Materials

•

IT and telecommunications

•

Business services

The cost categories along with their outturn weighting between 2016 and 2018 for ESB Networks and EirGrid is
illustrated in Table C1. Overall, the opex weightings across the different cost areas are generally in line with
expectations and similar to those assumed within the network companies’ own RPEs analysis.
Table C1: RPE opex categories for EirGrid and ESB Networks
Cost category

Opex category weightings (2016-2018)
ESB Networks

EirGrid

Labour

69%

60%

Materials

11%

0%

3%

19%

16%

21%

100%

100%

IT and telecommunications
Business services
Total
Source: CEPA analysis of licensee business plan data tables

Criterion 2: Identification of unit costs
This criterion identifies the cost categories for which a unit-cost can be estimated using the data submitted by ESB
Networks and EirGrid. Unit cost analysis can help support an assessment of whether there is a structural difference
between the trend in licensees’ historical input unit costs and general inflation (Criterion 3).
We recognise the challenges of using unit cost analysis as a sense check or test for whether a structural difference
between licensees input prices and HICP might be expected in PR5 (i.e. a sustained RPE):

•

RPEs are economic concepts that do not easily follow from the historical accounting information that is
used to record companies’ costs.

•

There may not be clearly identifiable unit costs for the cost categories we defined as part of the assessment
of Criterion 1 (see discussion below).

•

The past may not be a good guide for the future – evidence of historical trends in unit costs may not reflect
the pressures that the licensees will face in PR5.

•

Observed trends in unit costs – relative to movements in HICP – may reflect other factors than simply the
impact of RPEs.56

•

Analysis of macro-economic cost data – as opposed to company level – to analyse possible input price
pressures, is using general trends in the economy as a proxy cost driver for the notional business.

Notwithstanding these issues, given the issues and challenges regarding the treatment and appropriate
assumptions for RPEs in PR5, we consider that the exercise of exploring recent trends in the licensees’ historical
unit costs, is at least worth some examination.
———————————————————————————————————————————————————
For example, a trend in unit costs may also reflect efficiency savings over time or other factors not controlled for in the
analysis. As discussed below, movements in unit costs may reflect a combination of controllable and non-controllable factors
that impact the trend in a company’s unit costs.
56
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To calculate a unit cost we need to identify an appropriate cost driver for each of the cost categories identified
above. For labour costs we have identified the number of full-time equivalents (FTEs) as an appropriate cost driver
given that staff costs make up the majority of labour costs for each network company.
For the remaining three cost categories we have not been able to identify clear candidates for appropriate cost
drivers based on our review of the network companies’ forecast business plan questionnaires. Indeed, the
licensees’ submissions acknowledge that some of their costs are directly related to measures of activity or scale.57
Specific unit costs may exist for individual cost elements within the broad cost categories defined under Criterion 1,
but that would require revisiting the decisions made at the previous stage of analysis.
We have as a consequence used the following high-level cost drivers for the purpose of sense checking the recent
outturn trend of licensee costs historically:

•

Materials – we use a network CSV58 as a proxy cost driver; and

•

IT & Telecoms and business services – we use a CSV of licensee FTEs and customers numbers (for ESB
Networks) or total system demand (for EirGrid) with 50:50 weight as a proxy cost driver.

We accept the limitations of this analysis, but consider it provides at least a cross-check in helping to form
expectations and assumptions for RPEs for PR5.

Criterion 3: Structural difference from general inflation
This criterion compares the historic evolution of licensee costs against HICP inflation. We assess ESB Networks and
EirGrid costs in turn below.

ESB Networks – analysis of outturn costs
The evolution of ESB Networks’ labour unit cost per FTE between 2011 and 2018 is compared to HICP inflation in
Figure C2.59 Between 2011 and 2018, HICP has cumulatively increased by 4% (0.5% per annum) while ESB
Networks’ labour unit costs per FTE [  ].
Figure C2: Evolution of normalised ESB Networks FTE unit costs and HICP between 2011 and 2018 (indexes)
[]
Source: CEPA analysis

As illustrated in Figure C2, the evolution of ESB Networks’ labour unit costs has been volatile over the period. While
it is possible that this volatility could be the result of data quality issues, it is also possible that this reflects
operational decisions, including decisions that affect staff turnover rates. For example, staff turnover can lead to
changes in the average unit cost if the average skill mix of ESB Network staff changes.60
As such, the pattern illustrated in Figure C2 may indicate a degree of control that ESB Networks can have over
labour costs. However, as discussed in the main report, this does not mean there is not an external (i.e. non
controllable) labour RPE for ESB Networks business. The trend observed in Figure C2 may be the result of
management action on the one hand (e.g. labour terms and conditions and mix of staffing decisions) and pressures
from external labour market conditions and prices on the other. The former effect does not remove the latter, but
the combination of effects requires consideration in deciding on RPE assumptions for PR5.

———————————————————————————————————————————————————
For example, the TSO says that telecoms, premises, IT, insurance and grid maintenance costs are fixed relative to the
continuing operation of the company (EirGrid (2019) Appendix 1 – Historical BPQ Narrative, Section 1.1 Q8)
57

We the same CSV that ESB Network’s advisor used in its benchmarking report: 25% on units distributed, 25% on customer
numbers, 50% on network length
58

The figure also plots the HICP component for the electricity, water supply and water management sub-index.
For example, if staff turnover results in experienced staff members being replaced with less experienced individuals, holding
all else equal we would expect average unit-costs across ESB Networks to fall.
59
60
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In Figure C3 we compare the trend in ESB Networks’ materials costs and business services costs using our proxy
cost driver.
Figure C3: Evolution of ESB Networks proxied unit costs and for business services vs. HICP (2011 and 2018)

Source: CEPA analysis

Figure C3 shows that ESB Networks’ materials costs – at an aggregative category level – have been volatile over
time. We expect that some of the input costs for different elements of materials have be less volatile, while others
have been more volatile, linked to the relevant market. It is difficult to conclude from this analysis – particularly
given the limitations of the cost driver chosen – whether historically there has been a structural wedge between
materials and HICP and neither is it possible to reject a hypothesis that there is a wedge.
The change in business services unit costs using the proxy cost driver is considerably smaller than for materials,
but totals at 30% over the entire period shown (3.8% per annum). Again, we caution at drawing strong conclusions
from this analysis – particularly given the limitations of the cost driver chosen – whether historically there has been
a structural wedge between business services and HICP. However, neither is it possible from this analysis to reject
a hypothesis that there is a positive wedge given the positive trends relative to HICP in Figure C3.

EirGrid – analysis of outturn costs
The evolution of EirGrid’s labour unit costs per FTE between 2011 and 2018 is compared to HICP inflation in Figure
C4.61 EirGrid’s average labour unit costs have [  ] over the period, compared to a 4% cumulative increase in HICP
(0.5% per annum).
Figure C4: Evolution of normalised EirGrid FTE unit costs and HICP between 2011 and 2018 (indexes)
[]
Source: CEPA analysis

As illustrated in Figure C4, the evolution of EirGrid’s labour unit costs between 2011 and 2018 has been volatile. In
particular, [  ].
As with ESB Networks, we consider that this variability may be driven by data quality and accounting cost issues, as
well as by operational decisions, including decisions that affect staff turnover rates.
Again, in turn, this may suggest a degree of control that EirGrid has over its labour costs. However, as with ESB
Networks, EirGrid will have controllable and non-controllable – and “pull and push” factors – that impact its labour
costs at any one time. The combination of these controllable and non-controllable factors requires consideration in
arriving at expectations for EirGrid’s expected labour RPEs in PR5.
Finally, we set out below a comparison of EirGrid’s IT, telecoms and business service costs plotted against HICP.
———————————————————————————————————————————————————
61

The figure also plots the HICP component for the electricity, water supply and water management sub-index.
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Figure C4: Evolution of EirGrid proxied unit costs for IT & Telecoms and for business services vs. HICP (2011 and
2018)

Source: CEPA analysis

Over the period analysed the total change in proxied unit costs for business services was similar to HICP but there
have been large variations in individual years. It is difficult to conclude from this analysis – particularly given the
limitations of the cost driver chosen – whether historically there has been a structural wedge between business
services and HICP and neither is it possible to reject a hypothesis that there is a wedge.
For EirGrid’s IT & Telecoms, unit costs using the proxy cost driver show an upward trend that is notably faster than
HICP inflation. Again, we caution drawing strong conclusions from this analysis – particularly given the limitations of
the cost driver chosen – whether historically there has been a structural wedge between business services and
HICP but neither is it possible to reject a hypothesis that there is a wedge given the observed trend.

Analysis of macro-economic trends
The previous sections have focused on analysis of historical outturn trends in each of the licensee’s costs. An
alternative way to investigate if there should be an expectation that there will be a sustained deviation between
licensee input costs and HICP, is to consider general trends in prices and costs in the Irish economy.
This has largely been the approach that the licensees themselves have taken in their submissions. As previously
discussed, while this is at least a question whether input price inflation – e.g. wage levels – in the wider economy
are a good match for the expected RPEs for the licensees in PR562, it provides a further and standard basis for
exploring if RPEs indeed need to be accounted for as part of the overall regulatory settlement.
We have compared various published historical price indices and forecasts that are relevant to the different
categories of material input costs we identified under Criterion 1 (see figure overleaf).63 This analysis would suggest
an expectation that there may be RPEs during PR5, given historical and forecast outturn of prices compared to
historic and forecast HICP. One point we would highlight is that the positive RPEs – particularly for labour costs – in
the general economy for the past few years have been accompanied by historically low HICP inflation.

———————————————————————————————————————————————————
The assumption if used, is effectively that movements in input price indices in the general economy are a good proxy cost
driver for price pressures faced by the licensees own electricity network businesses.
62

For materials costs we show the longer time series that starts in 2010 and was discontinued after 2017. The estimates are
different using the pasot-2015 series, as shown in Table C3
63
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Figure C5: Analysis of macro-economic trends in Ireland

Source: CEPA analysis of CSO data, and of Department of Finance and ESRI publications
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Conclusions
Analysis of macro-economic trends in the Irish economy certainty support an assumption that there have been
sustained positive RPEs when compared to HICP and these might be expected to continue in PR5. However, as
discussed above, there are also reasons why historical or forecast real input price rises in the general Irish
economy may not necessarily reflect the cost pressures that are faced by the licensees, or at least there are
relevant factors that mean this should not necessarily be a starting assumption in setting the licensees’ allowed
revenues. This includes that the licensees have some degree of control over elements of their input prices.
While we suggest the evidence is inconclusive, we have proceeded to an assessment under Criterion 4 to measure
possible assumptions for RPEs in PR5. We estimate RPEs for each of the four cost categories that were deemed
material in Criterion 1. We present estimates for each category in turn below.

Criterion 4: Measures of RPEs (sense-check)
Labour costs
The CSO publishes wage indices dating back to the start of 2008. Our adopted data series for this analysis is the
Average Hourly Earnings (seasonally adjusted) excluding irregular earnings. Irregular earnings include bonuses and
payment for overtime – costs that are under a company’s control. So, by using a series that excludes irregular
earnings we are likely to better reflect any cost pressures that are outside the licensees’ control.
For each licensee we looked at three series from the Annual Hourly Earnings data:

•

All economic sectors

•

Electricity, water supply and waste management

•

An unweighted average of sectors that broadly correspond to the activities of each licensee

Table C2 summarises the estimates of labour RPEs based on this dataset. As we are looking to establish the scale
of any structural differences between labour cost inflation and HICP inflation, and the inherent uncertainties in
forecasting RPEs, we used the longest available data series – covering estimated RPEs for 2009-19.
Table C2: Sense-check – estimated labour RPEs for opex
AHE index / sub-index

Average annual difference to HICP inflation (2009-19)

All economic sectors

0.7%

Electricity, water supply and waste management*

0.1%

Manufacturing

1.1%

Construction

0.5%

Transportation and storage
Information and communication

1.0%
1.1%

*

Financial and insurance activities*

1.1%

Professional, scientific and technical activities*

0.7%

Administrative and support service activities

1.1%

*

ESB Networks unweighted average

0.8%

EirGrid unweighted average

0.8%

Source: CEPA analysis of CSO data
Note: All sub-indices listed in the table are included in the ESB Networks unweighted average. Sub-indices marked with an
asterisk are included in the EirGrid unweighted average
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The results from the sense-check in Table C2 suggest that if labour RPEs were assumed to be non-zero in PR5, a
range of 0.1 to 0.8% for both ESB Networks and EirGrid could be reasonable based on currently available
information. However, as the licensees’ submissions set out – see previous subsections – if more recent outturn
data or forecasts are used to estimate labour RPEs, higher figures can also plausibly be supported.

Materials (ESB Networks only)
The category of materials did not pass the materiality threshold (Criterion 1) for EirGrid, so the analysis in this subsection only applies to the two ESB Networks licensees.
The CSO publishes a range of datasets of different levels of disaggregation under the Industrial Price Index,
Wholesale Price Index and Capital Goods Price Index. However, the CSO appears to have changed the
methodology for calculating these indices in 2015, with the preceding indices being discontinued after 2017. As
such, we are not aware of an independent series that could represent the ESB Networks licensees’ materials costs
that is both current and dates back earlier than 2015.
We have, therefore, taken the average over the entire period for which each relevant data series is available. We
used sub-indices that are likely to reflect the materials costs captured in ESB Networks’ opex – such as the hiring of
machinery, motor vehicles, and capital goods. We also include a road index for manufactured outputs. The
estimates are summarised in Table C3.
Table C3: Sense-check – estimated materials RPEs for opex (ESB Networks only)
Average annual difference to HICP inflation
Index / sub-index

Previous series (201117)

Industrial Price Index: Manufacturing, excluding food,
beverages and tobacco

New series (2016-19)

-0.3%

-2.5%

Industrial Price Index: Computer, electronic and
optical products

3.4%

Not available

Industrial Price Index: Electrical equipment

0.3%

-3.7%

Industrial Price Index: Machinery and equipment

1.0%

Not available

Industrial Price Index: Motor vehicles, trailers and
semi-trailers

-1.2%

0.9%

2.0%

1.4%

Capital Goods Price Index
Source: CEPA analysis of CSO data

Given the data limitations and to mitigate the impact of outliers, we would propose using the interquartile range to
get an estimate of materials RPEs. The results from the sense-check in Table C3 suggest that if materials RPEs
were assumed to be non-zero in PR5, a range of -1.0 to 1.3% for ESB Networks may be reasonable based on
currently available information. The analysis from the now discontinued series by the CSO, would support a figure
towards the top end rather than lower end of this range.

IT and telecoms (EirGrid only)
The category of materials did not pass the materiality threshold (Criterion 1) for ESB Networks, so the analysis in
this sub-section only applies to EirGrid.
EirGrid’s advisors used the CSO’s Services Producer Price Indices (SPPI) for Computer Programming and
Consultancy. We have used the same series. We note that the timing of our analysis allows us to include data for
the full year of 2019, resulting in a slightly different long-term estimate to the one produced by EirGrid’s advisors.
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Table C4: Sense-check – estimated IT and telecoms RPEs for opex (EirGrid only)
Sub-index

Average annual difference to HICP inflation (2007-19)

SPPI: Computer Programming and Consultancy

0.2%

Source: CEPA analysis of CSO data

The results from the sense-check in Table C4 suggest that if IT and telecoms RPEs were assumed to be non-zero in
PR5, an estimate of 0.2% for EirGrid may be reasonable based on currently available information.

Business services
Based on the information submitted by the licensees, we understand the remaining opex category to cover a broad
range of services that may be outsourced by the licensees. As such, we have considered evidence from the CSO’s
SPPI for Legal, Accounting, Public Relations and Business Management Consultancy.
The average annual difference for this series relative to HICP over the available time series (2007-19) is 0.0%.
Based on this information, the RPE for business services would be estimated at zero for both licensees.
EirGrid’s advisors used a different approach. They compared the long-run and short-run “wedge” estimates
between the ‘services’ element of the HICP and CPI, and the overall index. This gave a relatively high figure in
comparison of 1.5-2% in comparison. We commented on some of the potential issues with EirGrid’s approach, but
for the purposes of performing our sense check analysis we have accommodated the lower end of EirGrid’s range
as a top-end figure for a possible business services RPE. As a consequence, we use a range of 0-1.5%.

PRODUCTIVITY GROWTH IN IRELAND
This section considers a range of evidence to inform the level of ongoing productivity for PR5, covering three
sources of information:

•

Trend analysis of historical economic activity data for Ireland.

•

Analysis of historical disaggregated productivity data for Ireland from the EU KLEMS database.

•

Review of productivity forecast for Ireland.

This approach is consistent with regulatory in the UK and across Europe.
In line with best regulatory practice, when considering historical productivity growth, we have selected data from a
time period consisting of one or more complete business cycles (where possible). As measures of productivity are
highly correlated (pro-cyclically) with the economic cycle, it is important to consider data covering a full business
cycle when estimating historic productivity growth. The two most relevant economic downturns in Ireland were in
1991 and 2008-9. More generally, including a longer time period also reduces sensitivity to measurement error and
outlier years.
We also consider that the recent economic context in Ireland lends itself to looking at productivity growth over a
longer period of time. Following the 2008 global financial crisis, Irish economic data has been heavily influenced by
the activities of multinational enterprises (MNEs).64 For example, activities by MNEs led to Irish gross domestic
product (GDP) increasing by over 26% in 2015 alone. A longer-term data series helps control for such effects and
should result in a more reliable estimate of the ongoing productivity gains that can be achieved by the licensees
over PR5.

———————————————————————————————————————————————————
64

OECD “Irish GDP up by 26.3% in 2015?” available online here.
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Trend analysis
A useful measure of productivity growth over time is in economic output on a per-capita basis. Figure C6 illustrates
the per-capita growth in GDP and gross national income star (GNI*)65 between 2007 and 2016. 66 Following the
impact of the global financial crisis, per-capita growth rates (using either measure of output) in Ireland between
have been high. Between 2011 and 2016 GDP and GNI* per-capita have growth at an average rate of 7% per year.
Figure C6: Irish economic gross per-capita over time, 2007-2016

Source: OECD,67 CSO68

There is a consensus that the variability in GDP (particularly since 2013) has been driven by the way MNEs that
operate in Ireland report on their profits, rather than by structural changes in the Irish economy. 69 As a result of
these distortions, GNI* is commonly used to present a less distorted insight into real economic growth in Ireland.
Between 2011 and 2016, GNI* has grown between 4% and 11% per year.
Over the same period, there is further evidence to suggest that productivity growth in Ireland has been growing.
Figure C7 illustrates the growth of multifactor productivity (MFP) and labour productivity in Ireland between 2001
and 2017.70 Over the entire period shown in Figure C5, MFP has grown on average by 0.6% per annum while
labour productivity has grown on average at 2.8% per annum. Over a shorter time period from 2012 to 2017, MFP
has growth on average at 1.9% per annum while labour productivity has grown at an average rate of 2.2%. per
annum. The trend analysis would suggest that productivity growth in Ireland is not slowing although the impact of
MNEs on these trends requires some caution in drawing any strong conclusions from the data.

———————————————————————————————————————————————————
In order to remove the impact of globalisation activities that disproportionately affect Irish economic statistics, the Central
Bank of Ireland led the introduction of a new national account statistic known as Modified Gross National Income (GNI*). as such
provides a more robust insight into real economic developments in Ireland.
65

66

GNI* per-capita is available from the CSO up to 2016 only.

67

OECD “GDP per capita and productivity levels” available on the OECD website here.

68

CSO “Modified Gross National Income (GNI*) at Current Market Prices per capita, available here.

69

OECD “Irish GDP up by 26.3% in 2015?” available online here.

Given the particular impact of profit shifting by MNEs on Irish economic data in 2015, we have set the 2015 growth of MFP and
labour productivity in Figure C7 equal to the average growth rate across the entire period (excluding 2015). Without making this
adjustment, the average MFP growth is -0.3% per annum and labour productivity growth is 3.8% per annum.
70
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Figure C7 Productivity growth in Ireland over time, 2001-2017.

Source: CSO

The evidence for strong productivity growth in Ireland is supported by the 2019 Productivity Statement made by the
National Competitiveness Council (NCC).71 The statement has shown that labour productivity in Ireland is strong
relative to other advanced economies (even when based on GNI*). For example, between 2000 and 2017, the
annual average growth rate of labour productivity after excluding all foreign-owned MNE-dominated sectors was
2.3% in comparison to an EU average of 1.3%.
However, the NCC also notes that “a call for caution is needed when deriving policy implications for the Irish
aggregate data.” The conclusions of the 2019 Statement highlight:
“While there is no doubt that aggregate productivity in Ireland is strong (compared to other advanced
economies) and that its strength primarily derives from a highly concentrated group of high productivity
MNEs, there is less known about the productivity performance of an increasingly diverse domestic sector,
where both high- and low-productivity performing Irish SMEs seem to co-exist.”72

EU KLEMS analysis
The most commonly used data source on historic productivity is EU KLEMS. Long-run productivity growth rates in
Ireland can be used as a proxy for the potential ongoing productivity improvements that ESB Networks and EirGrid
could be expected to make over PR5.

Choice of dataset
In order to assess long-run productivity in Ireland we use two separate editions of the EU KLEMS database:

•

The EU KLEMS 2009 release (March 2011 update) is used to estimate long-run productivity growth rates
between 1988 and 2007.73

•

The EU KLEMS 2019 release is used to construct estimates of productivity growth rates between 2009 and
2017.74

———————————————————————————————————————————————————
71

NCC (2019) ‘Productivity Statement 2019’, available here.

72

Ibid., p.17

73

EU KLEMS (2011) available here.

74

EU KLEMS (2019), available here.
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In this report, our analysis uses both EU KLEMS time series in order to inform our view on the level of historic
productivity growth in Ireland. Both periods are chosen based on the following considerations:

•

Measures of productivity may move pro-cyclically with the economy. As such, it is best to analyse a period
consisting of one or more complete cycles.

•

The beginning and end of the 2009 EU KLEMS release aligns with periods shortly before these two events.
As a result, we are confident that this dataset reflects at least one full economic cycle in Ireland.

•

The 2019 EU KLEMS release begins during the 2008-9 recession in Ireland. Given the period of strong
economic growth in Ireland following the financial crisis, this dataset reflects the recession, recovery, and
growth phases of a business cycle. However, the period covered may not reflect a full business cycle.

•

The 2019 EU KLEMS release can also be used to assess whether there has been a structural break in
productivity growth in Ireland in the period following the global financial crises (while acknowledging that
we may not be comparing two complete business cycles).

As discussed in the main report we recognise there are issues using the 2019 EU KLEMS release data, for the
reasons discussed in further detail below. As a consequence, we place limited weight on the 2019 EU KLEMS data
(2008-2017) in forming our conclusions for the appropriate ongoing productivity target for PR5, and instead focus
on the findings form the 2009 EU KLEMS release.

Sample selection
The 2009 EU KLEMS dataset contains data on 40 different industries according to the NACE 1 industry
classification, while the 2019 EU KLEMS dataset contains data on 40 different industries according to the NACE 2
industry classification. The change from NACE 1 to NACE 2 industry definitions means that it is challenging to
directly compare estimates from the datasets to each other. However, we have selected industries from both
datasets as comparators for ESB Networks and EirGrid that are as close in comparison as possible.
From the 2009 EU KLEMS dataset, we have used data from the ‘all industries’ measure as well as the ‘electricity,
gas and water supply’ sector. We consider that this choice provides a good reference for both the productivity
gains across the Irish economy as a whole as well as productivity gains within the electricity distribution and
transmission sectors. In addition, we have also considered a weighted sample of industries as proxies for EirGrid
and ESB Networks.75,76 We note that industries that we have selected broadly mirrors those used by EirGrid and
ESB Networks’ advisors in their PR5 submissions.
We have taken a similar approach to the 2019 EU KLEMS release where the ‘total industries’ measure as well as
‘electricity, gas, steam and air conditioning supply’ are our main comparators for ESB Networks and EirGrid. In
addition, we also consider a weighted sample of industries as proxies for EirGrid and ESB Networks 77,78 under the
NACE 2 definitions.
Commenting on a draft of this paper both licensees highlighted a number of issues and concerns with the 2019 EU
KLEMS release and its appropriateness for use for estimating the scope for frontier shift in PR5. This included:

———————————————————————————————————————————————————
The industries selected for EirGrid using the NACE 1 EU KLEMS dataset are ‘Electricity, Gas and Water Supply’, ‘Finance,
Insurance, Real Estate and Business Services’ and ‘Transport, Storage and Communications’. Each industry is weighted by VA
output.
75

The industries selected for ESB Networks using the NACE 1 EU KLEMS dataset are ‘Electricity, Gas, and Water Supply’,
‘Construction’ and ‘Transport, Storage and Communications’. Each industry is weighted by VA output.
76

The industries selected for EirGrid using the NACE 2 EU KLEMS dataset are ‘Electricity, Gas, Steam and Air Conditioning
Supply’, Financial and Insurance Activities’, ‘Professional, Scientific, Technical, Administrative and Support Service Activities’
and ‘Transportation and Storage’. Each industry is weighted by VA output.
77

The industries selected for ESB Networks using the NACE 2 EU KLEMS dataset are ‘Electricity, Gas, Steam and Air
Conditioning Supply’, ‘Construction’ and ‘Transportation and Storage’. Each industry is weighted by VA output.
78
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•

The significant volatility in the productivity data and averages over the period being significantly biased
upwards by one year (2015).

•

Excluding the 2015 data gives significantly lower findings on productivity.

•

Productivity estimates are only available for the total economy sample and so weighted averages across
comparator sectors cannot be calculated.

•

Gross output measures are not available.

We acknowledge these points, and so as noted above, we place limited weight on the data in reaching our overall
conclusions on an appropriate range for ongoing efficiency in PR5. However, we continue to present results from
the EU KLEMS 2019 release, given it provides some indication of trends in productivity since the financial crisis.

Productivity estimates
In accordance with best regulatory practice, we report estimates for several measures of productivity:

•

Total Factor Productivity (TFP) Gross Output (GO);79

•

TFP Value Added (VA);80

•

VA Labour Productivity (LP) – assuming constant capital; and

•

VA Labour Productivity (LP) – assuming variable capital.

The EU KLEMS productivity estimates under each measure are presented in Table C5. TFP and LP (constant
capital) measures from the 2019 EU KLEMS release are only available for the ‘total economy’ sample. In addition,
TFP GO measures are not available from the 2019 EU KLEMS release and have not been reported below.
Table C5: EU KLEMS data for efficiency benchmarks
EU KLEMS
productivity
benchmarks

TFP (GO)
1988-2007

1988-2007

2008-2017

1988-2007

2008-2017

1988-2007

2008-2017

All industries

0.56%

1.23%

3.27

2.01%

7.19%

2.69%

4.41%

2.44%

5.49%

N/A

9.50%

N/A

7.09%

11.75%

0.18%

0.49%

N/A

0.98%

N/A

0.66%

4.79%

0.35%

0.85%

N/A

1.49%

N/A

1.36%

6.80%

Electricity
supply sector81
ESB Networks
sample
(weighted)
EirGrid sample
(weighted)

TFP (VA)

LP (constant capital)

LP (variable capital)

Source: CEPA analysis

Productivity estimates for the period from 1988 to 2007 range from 0.2% to 9.5% depending on the industry sample
and measure of productivity used. For the period from 2008 to 2017, productivity estimates range from 3.27% to
11.75% depending on the industry sample and measure of productivity. All productivity estimates are positive and
non-zero, and the large range of productivity estimates show the volatility and uncertainty of productivity in Ireland.

———————————————————————————————————————————————————
Gross-output is a simple aggregate of one or more companies. The inputs used to make gross output are capital, labour and
intermediate inputs (energy, materials, services).
79

Value-added is gross output minus the value of intermediate inputs required to produce the final output. Value added inputs
are therefore made up of labour and capital only.
80

This refers to both the ‘Electricity, Gas and Water Supply’ sector in the NACE 1 2012 EU KLEMS dataset and the ‘Electricity,
Gas, Steam and Air Conditioning Supply’ sector in the NACE 2 definition 2019 EU KLEMS dataset.
81
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We draw three conclusions from Table C5:

•

as discussed above, it is not clear that there has been as great a structural decrease in Irish productivity
growth following the global financial crisis as some previous sources and commentators have indicated;

•

given the uncertainty around the post-2009 data, we place most weight on the benchmarks developed
using the 2012 EU KLEMS release; and

•

given the volatility shown, we place less emphasis on the estimates for the ‘electricity supply sector’.

TFP productivity estimates for the period from 1988 to 2007 range from 0.2% to 5.5% depending on the industry
sample and measure of productivity used. There is no consistent expert view on which definition of output (GO or
VA) is more relevant to measuring ongoing productivity, so regulators typically construct a range using both
methods. Estimates for labour productivity between 1988 and 2007 82 range from 1.0% to 9.5%.
These are obviously wide ranges, and the conclusions drawn from the analysis, to an extent, will depend on what is
considered an appropriate comparator sample for the analysis and measure of productivity chosen.
The key points that we draw from the analysis, focusing on the findings from the 2012 EU KLEMS release, are that
the 1988 – 2007 dataset is not inconsistent with:

•

the ongoing productivity assumptions that UK and some Irish regulators have assumed in previous
regulatory decisions; and

•

the licensees’ own findings and assumptions on the scope for ongoing efficiency in their business plans,
once their preferred comparator sample set is chosen and the different nature of the two regulated
businesses83.

Adjustments for catch-up effects
Some TFP growth can reflect catch-up as firms get closer to the efficiency frontier over time, irrespective of any
movement in the efficiency frontier itself. Our detailed assessment of the licensees’ opex proposals already
accounts for any catch-up efficiency,84 so we need to ensure that is not double-counted in the TFP estimates.
One method of ensuring that catch-up effects are not included within our productivity estimates, is to ensure that
benchmarks are only drawn from comparator sectors which are competitive. This is based on the assumption that
in a reasonably competitive industry, inefficient firms will not survive in the long run. This means that over time, in a
competitive industry we can assume that TFP growth reflects frontier shift. However, in an industry which is not
subject to strong competitive forces (due to monopolistic features or public ownership), TFP growth is more likely
to include improvements in catch-up efficiency.
In practice, it is difficult to determine the level of historic competitive forces that existed in each of the industries
reported by EU KLEMS. However, based on our judgement of the available evidence, we consider that the
‘electricity, gas and water supply’ (NACE 1 definition) sector and the ‘ electricity, gas, steam and air conditioning
supply’ (NACE 2 definition) sector in Ireland are characterised by both monopolistic features and public ownership.
While there is no perfect approach to identify the proportion of the EU KLEMS estimates that reflect true frontier
shift efficiency, there is a regulatory precedent for accounting for this issue by applying a correction factor. For
example, the ORR considered that 75% of productivity gains were on average the result of pure frontier shift for

———————————————————————————————————————————————————
82

Holding capital constant.

83

In particular, the asset light TSO.

See: GHD and CEPA, Consultancy Support for Electricity Transmission Revenue Controls (2016-2025) - Price Review 4 and 5
TSO and TAO Historic Opex and Capex; and
84

GHD and CEPA, Consultancy Support for Electricity Distribution Revenue Controls (2016-2020) - Price Review 4 DSO Opex and
Capex and Price Review 5 DSO Opex and Capex
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CP4.85 Based on our judgement over the level of competitiveness of the Irish electricity, gas, and water supply
sectors, we apply a correction factor of -25% to the EU KLEMS benchmarks that are illustrated in Table C5.
The EU KLEMS productivity estimates after making a 25% adjustment for catch-up efficiency are presented in Table
C6.
Table C6: EU KLEMS data for efficiency benchmarks adjusted for catch-up effects
EU KLEMS
productivity
benchmarks

1988-2007

1988-2007

2008-2017

1988-2007

2008-2017

1988-2007

2008-2017

All industries

0.42%

0.92%

2.45%

1.51%

5.40%

2.02%

3.31%

1.83%

4.12%

N/A

7.13%

N/A

5.32%

8.82%

0.14%

0.37%

0.50%

3.60%

0.26%

0.64%

1.04%

5.11%

Electricity supply
sector86
ESB Networks
sample (weighted)
EirGrid sample
(weighted)

TFP (GO)

TFP (VA)

LP (constant capital)

N/A

0.74%

N/A

1.12%

LP (variable capital)

N/A
N/A

Source: CEPA analysis

After adjusting for catch-up efficiency, the TFP productivity estimates for the period from 1988 to 2007 range from
0.1% to 0.9% depending on the industry sample and measure of productivity used (excluding the ‘electricity supply
sector’). Over the same period, estimates for labour productivity range from 0.7% to 2.0% (excluding the ‘electricity
supply sector’). For the period between 2008 and 2017, the estimate for TFP productivity is 2.45% while labour
productivity estimates range from 3.3% to 5.4% (excluding the ‘electricity supply sector’).

Productivity forecasts
Several independent institutions have developed forecasts of Irish productivity for the period included in PR5. While
most of the forecasts listed in Table C7 do not cover the entire period from 2021 to 2025, they show an expectation
of consistent productivity gains of around 1% per annum.
Table C7: Productivity forecasts for the Republic of Ireland, annual % change
2018

2019

2020

2021

2022

2023

2024

2025

5.1

3.0

-0.1

1.4

1.4

1.0

0.7

-

Labour Productivity, OECD88

5.0

3.0

1.7

1.5

-

-

-

-

Labour Contribution, ESRI89

3.2

3.2

3.2

1.1

1.1

1.1

1.1

1.1

Capital-Energy Contribution,
ESRI90

2.7

2.7

2.7

1.0

1.0

1.0

1.0

1.0

Labour Productivity, DoF

87

Source: CEPA review of DoF, OECD and ESRI publications
Note: The negative productivity growth forecast by the Department of Finance (DoF) in 2020, is due to an assumption of a
‘disorderly’ exit by the UK in the fourth quarter of 2020

———————————————————————————————————————————————————
85

Oxera (Apr 2008) “Network Rail’s scope for efficiency gains in CP4” available here.

This refers to both the ‘Electricity, Gas and Water Supply’ sector in the NACE 1 2012 EU KLEMS dataset and the ‘Electricity,
Gas, Steam and Air Conditioning Supply’ sector in the NACE 2 definition 2019 EU KLEMS dataset.
86

87

GDP per persons employed, DoF (2019) ‘Budget 2020 Economic & Fiscal Outlook’, available here.

88

OECD (2020) ‘Labour productivity forecast’, available here.

89

Drivers of potential output growth for the non-traded sector. ESRI (Dec 2016) “Ireland’s Economic Outlook”, available here.

90

Ibid
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