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Dear Rhiannon, 

Setting price limits for 2010-15: Framework and approach – a consultation paper 

This letter contains our comments on Ofwat’s consultation on methodology for PR09 and on letters PR09/02, PR09/03, PR09/04, PR09/06 and PR09/08. The key points are set out below. More detailed points are in the appendix.
Our key points

Overall impact of the changes proposed

For the most part the individual changes set out in the methodology have been well-signalled. However, their cumulative effect represents a substantial shift in the nature of the regulatory framework. We have summarised the changes below in terms of their impact on the incentive properties of the regime and the impact on its risk characteristics. 
In summary we believe that the combined effect of the changes, if implemented, will lead to a regime which is more focussed on targets and sanctions (“sticks”) and with fewer positive incentives on companies to deliver, and be rewarded for, better outcomes (“carrots”). At the same time the changes alter the balance of risks faced by companies: while there are some features which appear to reduce risk, others represent an increase.

	“Sticks”
	“Carrots”

	· Water Efficiency Targets
· Emphasis on shortfalling and logging down in PR09/06

· Potential scale of sanctions for deteriorating serviceability

· Potential for harsher opex efficiency assumptions  if scope for ongoing efficiency overestimated
· Possible non-carbon GHG targets


	· Potentially weakened efficiency incentives under menu regulation

· Revenue adjusted price cap

· Indexation of the cost of debt



	Higher Risk
	Lower Risk

	•••
Overall reduction in cost of capital and no financeability adjustments 

•••
Approach to Notified Items

•••
Increased role of competition

••
Approach to pension costs (if AMP4 allowances expected over 12 years are discontinued)
••
Risk of incorrectly setting baseline under menu regulation

••
Substantial potential scope of in-period changes to the scope of the capital programme for WFD
••
Impact on financeability of adjustments to “true-up” revenue correction, menu regulation, indexation of cost of debt

•
Simplified revenue forecasts 

•
Potentially less likely to adjust base opex allowances for cost shocks

	•••
Symmetric treatment of capex overspend

•••
Revenue adjusted price cap




The details of our analysis can clearly be debated. However, the methodology does not present a clear assessment of the cumulative impact of the changes proposed.  Consulting on a regulatory impact assessment might have been a suitable mechanism for Ofwat to evaluate the overall effect of its changes and to explain them in the context of the development of the water industry as a whole and the challenges it faces.  
We would question whether moving towards a more penalising and less incentivising regime is the right approach at this juncture.  Perhaps a more forward thinking approach to what can be achieved under regulation could be promoted, focussing on desired outcomes and using positive incentives to achieve them. We believe that the nature of the changes suggested do nothing to reverse the apparent drift towards micro-management that has characterised regulation of the water industry to date.
Criteria for the Draft Business Plan
The methodology states on page 10 that each company must produce a Draft Business Plan which meets six key objectives. These can be regarded effectively as decision-making criteria and depending on circumstances imply a different business plan according to the weight accorded to each. There is no recognition in the methodology that both companies and Ofwat will need to come to a view on the relative importance of each criterion. For example, there is a potential conflict between what customers want and are prepared to pay for and what meets properly conducted cost benefit tests.  We believe that characterising these criteria as mandatory requirements is misleading, unrealistic and takes no account of the potentially difficult judgements that will need to be made. 

The other key points we wish to make are listed below. More details are included in the Appendix to this document.
· More emphasis on revenue adjustments in subsequent AMP periods (for example to correct revenues and implement menu regulation penalties and rewards) could dampen incentives, make prices more volatile and threaten future financeability. 

· There is substantial, relatively complex change. Not all of it is fully explained and little regulatory simplification has resulted. There is potential for uncertainty and unintended consequences.
· The impact of implementing the proposals for menu regulation are not clear. It may lead to poor decisions and outcomes.  Ofwat should not implement it unless it is confident about its understanding of the potential consequences.
· A harsher approach to operating costs and Notified Items will increase risk. Ofwat should be open to discussion about the retention of current Notified Items and the emergence of others over the review process. There are good cases for Notified Items on the Traffic Management Act, rates and the taxation impact of adopting International Financial Reporting Standards.
· The proposal to index the cost of debt would lead to a misallocation of risk to customers.
· It is not clear what assumptions should be made at PR09 about the introduction of competition. A key aspect of introducing competition will be devising and charting the transition from the current monopoly regulation regime to the proposed arrangements. We would like further clarity in this area. 
· We believe Ofwat ought to set out more clearly how it has or proposes to respond to each of the recommendations of the Baker review. 
We hope that you find these comments useful and look forward to further information on these in due course.
Yours sincerely,
Jean Spencer

Director of Regulation
Appendix – Our detailed comments
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PR09 process

Operating Expenditure

Pensions

· The methodology should make it clear that the allowances for pension deficit funding made at PR04 will be reflected in price limits at PR09. Allowances at PR04 aimed to recover 50% of the pension deficit over 12 years. This formulation recognised that schemes’ underlying values could recover from levels at the time of PR04 Final Determination but also that deficits were likely to be volatile. This was felt to represent a fair allocation of pension risk between companies and customers. We believe this remains the case and that future volatility and increasing deficits are a realistic prospect over AMP5. 

· Additional allowances (beyond those made at PR04) are unlikely to be necessary.

· Related to these points, the methodology should make it clear that the required accounting treatment of deficit funding under FRS17 (via reserves) will not affect amounts allowed for in price limits.  An upward adjustment to 2008/09 base opex will be required.
· It is recognised that companies should not expect to see allowances continue if they have not actually used allowances to increase funding of pension schemes during AMP4.
Notified items

· Ofwat should not rule out further candidate Notified Items which may emerge as the price setting review progresses.

· There is likely to be a strong case for Notified Items in relation to:

· Traffic Management Act – it is unlikely that the full effect  of the implementation of TMA will be reflected in 2008/09 operating costs

· Change in the valuation basis for rates
· Convergence of UKGAAP to IFRS remains a possibility and could affect companies’ unavoidable taxation costs in respect of infrastructure renewals expenditure.  

· There may also be a case to retain a Notified Item on bad debt and for new Notified Items for the impact of modification of abstraction licences under the Restoring Sustainable Abstractions programme and for the impact of IAS23 (capitalisation of interest costs).
· We believe that the impact of new legislation relating to both the Water Framework Directive and the adoption of private sewers and pumping stations will be Relevant Changes in Circumstance. If this is not the case then there are strong cases for inclusion of these as Notified Items.
Future cost shocks
· The methodology should confirm the potential for reasonably foreseeable future cost increases which are not fully reflected in actual costs during the base year to be reflected in uplifts to the revenue requirement, given robust arguments (cf power, rates at PR04).
Menu regulation

· Menu regulation represents a complex change which not all stakeholders yet understand: companies, investors and customers. For example it is not clear:

· whether  the menu is supposed to allow companies a real choice of risk and reward or whether it is primarily aimed at information quality

· how Ofwat will reflect the impact of menu regulation in setting cost of capital and in assessing financeability. To what extent will the uncertainties associated with menu regulation affect returns required by investors?
· how menu choices late in the price setting process can be made without re-opening companies’ final business plans.
· Implementing menu regulation will require a sound understanding of the detailed consequences and implications. Without more information about the proposals it is difficult to offer categorical support.  
· Ofwat has not yet explained menu regulation in terms which are accessible to business decision makers. Unless it can, companies (and Ofwat) may make poor decisions with consequent risks and costs to customers and shareholders.
· Certain aspects of the proposal are sensible: 
· Proposals for symmetry in the treatment of capital investment overspend 

· Retirement of capital maintenance econometric models.
· However, we do have some significant concerns:

· It is difficult to be confident that the baseline will be set as a central estimate.
· Will all overspends will be added to RCV without applying a judgemental ex post test?
· It is not clear how the baseline will be adjusted for changing environmental and quality obligations.
· Setting the break-even point at Ofwat’s baseline (100 in the example menu) suggests no allowance for the risk that the baseline is too low, in contrast to Ofgem’s approach. This does not seem logical given one of the aims of introducing menu regulation is to address Ofwat’s relative lack of knowledge about companies’ costs. It is interesting to note that Ofwat’s consultants, Oxera, considered the level at which Ofgem set the break-even point for the gas distribution companies (106% of the baseline) to be low.
· Incentives appear to be lower overall compared to the current mechanisms especially at higher than baseline spends. It appears that the regime is weighted towards penalising companies choosing a menu away from the Ofwat’s view of baseline. Overall, the incentives on companies appear to substantially weaker than those adopted for gas and electricity.

· Menu regulation appears to mitigate information asymmetry but companies will never have perfect information. The way the example is structured unduly penalises companies in this respect and the mechanism should reflect the inevitable uncertainty about forecasts of spend 8 years ahead.
Incentives and competition

· The methodology emphasises the role of PR09 in the context of competition and its potential benefits in relation to innovation and dynamic efficiency. However details of how we are to allow for the impact of competition at PR09 are absent. A key aspect of introducing competition will be devising and charting the transition from the current monopoly regulation regime to the proposed arrangements. We would like further clarity in this area. 
· Substantial costs will arise from the introduction of competition which are associated with the establishment of a new retail market. In Scotland two sets of costs have been allowed in the wholesale businesses price caps:

· Costs of establishing market operating systems and processes (eg a switching engine)

· Unavoidable costs of business separation over and above supposed efficiency gains
Such costs ought to be allowed in setting prices in England & Wales. We would welcome further clarity in these areas.

· Competition will not bring benefits immediately, or at all in large parts of the value chain (network operation is likely to remain regulated). More could be done to achieve desirable outcomes under regulation via mechanisms focussed on outcomes with stronger incentive properties,  which reward risk-taking by companies to achieve them. (In other words set an incentive and let the outcomes follow rather rely on targets, compliance and penalties):
· Initiatives being suggested by other regulators, particularly Ofgem, are absent e.g. R&D etc

· Other areas in which outcome-based incentives as opposed to targets and penalties) could be effective include carbon, renewables, water efficiency.

We accept that care is required in introducing additional incentive mechanisms to avoid undue complexity.
· Although the approach to logging down and shortfalling is spelt out, PR09/06 is silent on logging up. The approach should be clarified. 
Financing
Indexation
· We do not agree with the proposal to index the cost of debt. In general we do not believe that the potential merits of this proposal are justified by its potential adverse effects and complexity of its implementation.

· The proposals would represent regulatory intrusion into the management of financing decisions which is undesirable. Risk should be allocated to the party that is best able to manage it; it seems clear to us that companies are eminently better placed than customers to manage interest rate risk. Indexation of the cost of debt would misallocate risk to customers and would damage incentives for efficient financing.
· It is not possible to observe the cost of debt directly and Ofwat would need to construct a definition. This would require it to use what may turn out to be quite arbitrary assumptions about what constitutes an efficient financing strategy. What is efficient now and hence drives the construction of the index might prove not to be efficient in future. 
· Regulators will determine how quickly price limits should adjust to changes in market rates. Since individual companies borrow in different ways, issuing different mixes of fixed- and floating-rate debt, their own borrowing costs will respond at different speeds. The option that a regulator chooses has the potential to create winners and losers on an almost completely arbitrary basis, and is likely to shape financing approaches adopted by the companies. One plausible response to indexation is the more widespread use of floating rate debt.
· The introduction of an indexation mechanism could lead to substantial price volatility, something that water customers at least have consistently expressed a preference to avoid. 
Financeability
· We do not believe that it is possible at this stage to rule out the need to increase price limits in order to resolve a financeability constraint, especially under capital expenditure increases and if cost of capital is reduced. 

· We believe that Ofwat should set out clearly how it intends to make an adjustment which is NPV neutral, and in particular whether the reversing adjustment would be made in AMP6 or spread across future AMPs via a deduction from RCV. 
· We accept that it is reasonable to assume that a proportion of debt is index-linked but note that the market for such debt is not deep and at the time of writing it is difficult to raise new index-linked debt. Therefore Ofwat should exercise caution in what level of index-linked debt it assumes.

· Some flexibility in ratio tests seems appropriate as long as it reflects the reality of the capital markets and rating agency practice. The tests should be consistent with the need to comfortably achieve investment-grade credit ratings.
· We would like further clarity on what assumptions Ofwat might make in relation to new equity. At present we are sceptical about the scope for issuance at reasonable cost.
Evidence from share prices and acquisition premia
· Such evidence should be treated carefully. Investor perspectives are important. The profile of water industry investors is different from last time and their motivations should be understood.
· A Market to Asset Ratio (MAR) > 1 would be expected for a number of reasons and should not all be attributed to an unduly “generous” cost of capital assumption at price determination. An example is the successful elimination of ex ante construction risks associated with large capital programmes that have characterised the water industry. We have forwarded separately a detailed note on this subject following a meeting with Keith Mason and Emma Cochrane at which we explained some work we have undertaken with First Economics on this topic. 
· We believe that the acquisition premia seen in recent transactions reflect at least in part demand side impacts: there appears to be an increasing appetite from growing infrastructure, pension and sovereign wealth funds for assets with risk and cashflow characteristics of regulated utilities.  
· Short term trends during the price-setting period might be significantly affected by effects of the credit crunch – we believe it is too soon to conclude (as the methodology seems to) what the full effects of this will be on water companies.
WACC components

· Ofwat should take a long-term view of market evidence. In other words, there should not be undue weight given to current spot rates in making a judgement as to the appropriate cost of debt. We believe that looking at average values over the previous 5 to 10 years is appropriate; given many companies’ debt portfolios contain a substantial proportion of long-dated debt. 

· If more weight is placed on spot rates then there needs to be specific consideration of embedded debt costs. 
· In setting the cost of capital we would look to Ofwat to consider a wide range of evidence, alternative models. We also expect clarity in respect of the reasons for the judgements made. 
· We note that evidence on betas is notoriously unreliable. Although some evidence points to declining evidence, regulators have seemed to be comfortable assuming a beta of 1 consistent with the range of uncertainty around these estimates. Ofwat should therefore take due caution in drawing its conclusions. 
Asset inventory and revaluation

· While we understand the rationale for undertaking an asset revaluation for PR09, RD07/15 causes us to be concerned that too much weight will be placed on the outcomes of the revaluation and what can be concluded from it. The revaluation process is subject to substantial levels of judgement. It would be easy to assume spurious level of accuracy.
Infrastructure Renewals Charge

· We remain uncertain about elements of your proposed methodology for calculating IRC. For example, while Ofwat recognised the accrual we had built up at PR99, and appears willing to recognise variation between actual and allowed expenditure during the current period, we are still not clear how it intends to treat variation which arose in AMP3. Further clarity on Ofwat’s approach would be helpful. 

Supply demand balance and water resources
Resilience

· We welcome Ofwat’s recognition of the importance of allowing for investment to improve the resilience of our infrastructure in price limits. We agree it is for companies to put forward appropriate planning standards.
· However, we note that Ofwat appears to consider resilience in the relatively narrow sense which relates to the risk of flooding from rivers and/or as a result of intense rainfall. However, other events could threaten the resilience of water infrastructure, such as coastal flooding, drought and terrorism. Resilience to such events should be considered in setting prices at PR09.
Sustainable abstractions

· Different expectations from Environment Agency (for the Draft Water Resources Management Plan) and Ofwat (for the DBP) about the availability of both indicative and definitive numbers on the level of sustainability reductions to be included in plans will make it difficult for the DBP to be consistent with the Draft WRMP in allowing for the Restoring Sustainable Abstractions programme in the supply-demand balance programme. Further clarity and a joined-up approach to sustainability reductions is required to avoid the risk that obligations are not allowed for in price limits.

Leakage

· Further clarity on expectations in relation to new leakage target methodologies would be helpful. It is not clear which of the proposed changes to methodology Ofwat is expecting companies to adopt for PR09.
Sustainable drainage
· Balancing the supply and demand of wastewater is a critical issue for our region given its environmental characteristics and substantial forecast housing growth. We believe that sustainable drainage schemes have the potential to play a major role in balancing supply and demand and Anglian Water is fully committed to promoting such schemes. We would therefore welcome clear commitment and support for sustainable drainage schemes on Ofwat’s part. In particular, at PR09 we would like Ofwat to recognise that:

· new growth could bring different demands from developers in relation to funding mechanisms. In recent cases, developers have asked Anglian Water to fund investment in required infrastructure under s98 of the Water Industry Act, rather than seeking to have Anglian adopt it after under s104.
· operating costs associated with sustainable development schemes are typically higher than for equivalently sized sewerage infrastructure.
Quality programme
Water framework directive
· There is still great uncertainty about what companies will need to do for the WFD.  Although Significant Water Management Issues will have been identified by the time of our Final Business Plan, this does not mean that the scope of water companies’ responsibility will be clear. Substantial changes after prices have been set are possible. Ofwat should confirm that it expects these to be treated as Relevant Changes in Circumstance and also clarify more clearly how such changes are expected to be dealt with under the menu regulation approach.
Catchment Management
· We welcome acknowledgement of the importance of catchment management and that Ofwat will consider proposals for additional enhancement expenditure in this area.

· We seek clarification that Ofwat will consider cost effective solutions where companies contribute to land management solutions where the company does not own the land but the land contributes to the aims of the regulated business.

· Further, we seek confirmation that companies will not be unfairly penalised where they have delivered their contribution to a land management solution but for reasons beyond their control the environmental or drinking water quality outcomes have not been realised.  

Early start
· Removing the early start places the onus on companies to manage capital spending profiles as we transition from AMP4 to AMP5. We believe that for some areas of investment, such as s101a schemes, significant benefits can arise from being able to smooth the investment profile between price setting periods. We would like to discuss such cases with Ofwat on a scheme by scheme basis. 
Climate change and renewables
· Targets for non-CO2 GHGs should not be considered until there is far greater clarity about baseline emissions.
· We support the argument that CHP and process-based renewable energy schemes should be considered as part of the regulated business. We also accept Ofwat’s logic for excluding wind farms. However, we believe there is a good argument for treating individual turbines providing power to operational sites as part of the regulated business.

· Ofwat’s work on its policy towards renewable energy is due to be conducted in 2008/09. We urge Ofwat to aim to complete this by the autumn of 2008. If it is much later it will be difficult for companies to reflect the outcomes in Final Business Plans.
Cost Benefit Analysis

· We responded to Ofwat’s draft guidance in some detail in our letter to Rowena Tye of 23rd November 2007 and we note the guidance now incorporates some of our suggested changes. 
· Benefits estimation, even if best practice is adopted, is subject to large inherent uncertainty. We urge Ofwat to beware of artificial precision in using the outcomes. We believe use of point estimates is inappropriate in most cases and that, as the guidance suggests, marginal schemes (in or out) need to be looked at in the light of sensitivities. CBA is only one tool with which investments ought to be appraised. PR09/08 has, in places, too much emphasis on the accuracy of estimates of benefits. For example, it expects that the role of a peer review is to ascertain the accuracy of the work. We believe the proper role of peer review is to focus on the robustness of methodology. In general, we are concerned that Ofwat will place too much weight on the mechanical financial appraisal of investments and not enough on other qualitative factors such as risk. 
· Ofwat should be clear about its expectations for application of CBA by companies. A sharp distinction remains between the written guidance and less ambitious view expressed by Ofwat at workshops. Full CBA at both component and scheme level is a demanding aspiration. 
· We encourage Ofwat to adopt a proportionate approach in assessing companies’ compliance with the guidance. Anglian Water has been working on its CBA approach for over 2 years whereas the guidance has been issued only relatively recently. 

· We will prioritise effort on CBA to where it is most useful. Our overall approach to investment planning is built upon a CBA approach with clear linkages through to specific benefit values derived in line with Ofwat’s guidance. However, we will prioritise scheme specific CBA to those areas where it is both valuable and likely to be reliable. So, for example, we will prioritise CBA on discretionary investment to improve specific service levels but we may not conduct CBA on all aspects of management and general expenditure.
Revenues and tariffs

· Ofwat’s new tariff basket model will be central to the derivation of turnover forecasts at PR09.  We would like early sight of this model to enable us to develop our forecasts into the DBP and also to validate that the model will produce a reasonable central forecast. 

· We recognise that the revenue-adjusted price cap might address a perceived disincentive to promote water conservation and allow a desirable simplification in data provision. 
· However, there appear to be some uncertainties and undesirable consequences associated with Ofwat’s proposal, including:
· the billing incentive, if implemented properly, might place an incentive on companies to identify customers/properties that are not billed at all, but overall incentives to maximise revenues from customers that are billed are weakened

· there are potentially significant implications for overall financeability of adjusting revenues in the period following the price-setting period. It is not clear how Ofwat might deal with this
· it is not clear how such revenue adjustments will need to be treated for accounting and tax.
PR09 process
· Best practice in regulation suggests that a Regulatory Impact Assessment should have been made available at the time of the consultation rather than when the methodology is finalised. We are disappointed that Ofwat’s approach to regulatory impact assessment was not given more prominence in the consultation.
· Having re-examined the recommendations of the Baker review, we do not see evidence in all cases that Ofwat has taken action to address them. We would appreciate greater clarity about the actions that have been taken or that are proposed. 
· Ofwat sponsored customer research is planned for completion in spring 2009. This will be too late to be properly reflected in Final Business Plans.
· We would like Ofwat to consult at an early stage on the changes to the AMP4 Change Protocol that are proposed for AMP5. This is important given the potential complexity arising from the introduction of menu regulation and the degree of confusion that has arisen about the operation of the change protocol in AMP4. 
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