

Executive Summary


Proposed changes introduce uncertainty and undermine stability

The draft methodology paper proposes a number of significant and complex changes, including the introduction of menu regulation for capital investment, a revenue correction mechanism and possible indexation of the cost of debt. Taken together with other proposals, such as reducing the scope of notified items and changing the approach to financeability adjustments, we believe the proposed package represents an unnecessary and unwelcome increase in complexity and uncertainty. 

We believe that one of the strengths of the regulatory system for the water industry, which has made it attractive to both debt and equity investors, has been its relative stability. The range of new proposals creates considerable uncertainty particularly since, in several cases, the details have yet to be developed. It is not clear to us that such significant change is justified. We believe the interactions between each of these changes, and between these and other aspects of the methodology, require further consideration. 


Increased complexity reduces transparency

In our view, the cumulative impact of the proposals is to make regulation more complex and less transparent. We do not believe that this was Ofwat's intention. Additional complexity is not helpful for investor confidence in the sector and, just as importantly, the reduced transparency does not help to promote customer confidence in the regulatory process. We are also concerned that changing a number of variables at the same time increases the risk of unintended consequence.   



Need more positive incentives: “carrots” as well as “sticks”
We are concerned that Ofwat’s approach to incentives is focused more on targets and penalties than on rewards.   Incentive mechanisms mainly relate to reducing costs and do not adequately address important issues such as climate change and sustainability. This is unlikely to help in promoting a culture of innovation. Overall, we do not believe that the methodology achieves an appropriate balance of risk and rewards.


Key proposals not fully developed

We are disappointed that key aspects of the methodology are not more fully developed at this stage. Whilst there is still time to develop the detail it is not possible to provide a definitive response when there are many unanswered questions relating to proposals such as menu regulation and the revenue adjustment mechanism. As they stand we are unable to support these proposals. We believe Ofwat should consult on these issues again when the proposals are fully developed.



More joined up approach required
Ofwat appears to be developing its methodology for PR09 in a rather disjointed and piecemeal manner. This is exemplified by the fact that, to obtain the full picture, the methodology paper itself needs to be read alongside a number of supplementary letters and papers issued at a similar time together with others, such as PR09/06, issued subsequently. Important issues such as the reviews of OPA, leakage targets and water efficiency targets are being taken forward in separate processes and Ofwat is still developing its position on renewable energy and climate change. We believe Ofwat needs to adopt a more joined up approach when reviewing its proposals for the PR09 methodology as a package.
Energy prices need further consideration
The methodology paper is silent on energy prices despite energy being the most significant industry operating cost, and the one which poses the greatest challenge when considering future opex allowances. The long run trend is for rising energy prices, although there is also considerable volatility year on year, and movements in energy prices are distorting efficiency trends and comparisons. If Ofwat proceeds with the debt indexation and revenue correction proposals we think there is an equally strong case for indexing energy costs to movements in energy prices. 
Further consultation required

It seems to us that the approach adopted has been more fragmented than desirable and has resulted in a draft methodology which is less developed than at previous price reviews. Indeed, it might be described as work in progress. We would urge Ofwat to consult further once the individual ideas and the overall package are more fully developed. 
DETAILED RESPONSE
1.
general Principles

Long term framework

We support the focus on developing a long term framework and believe the introduction of Strategic Direction Statements has been useful in this context. We also welcome the increased emphasis on companies “owning” their business plan. We would like to see this developed further for PR14 with greater freedom for companies to develop strategies that are appropriate to their specific circumstances. Regional variations in circumstance are likely to be more prominent at PR09 than at previous reviews and this trend is likely to continue in future. Ofwat’s comparative regime needs to evolve to take account of this as a “one size fits all” approach will no longer suffice. The development of competition would also argue for allowing and encouraging greater differentiation although we believe the methodology paper overstates the prospects for competition.

Cost Benefit Analysis

We support the greater emphasis on Cost Benefit Analysis (CBA) provided companies are allowed to adopt proportionate and pragmatic approaches with particular emphasis on areas where there are real choices to be made, and not expected to follow guidance too rigidly. CBA, well applied, is a valuable tool. However, it cannot in itself resolve issues relating to equity and distributional effects – although it may provide information which helps to inform debates on these issues.

Risk and Rewards

We do not believe that the methodology achieves an appropriate balance of risk and rewards. We feel that the proposed incentive mechanisms are focused too much in the direction of “sticks” rather than “carrots”. This is unlikely to help in promoting a culture of innovation. The package of measures also introduces considerable additional complexity and a significant potential for unintended consequences. 

There are three areas where the draft methodology considers significant evolution to the current approach to price setting; revenue correction, menu regulation for capex and indexing the cost of debt. One of Ofwat’s primary objectives appears to be to reduce regulatory risk. However, we are not convinced that the proposed package actually meets this objective. 

Introducing error correction mechanisms on some variables may reduce the sources of regulatory risk but it also reduces the ability for variances to cancel each other out – in effect focusing risk more on the areas where error correction does not apply. 

Energy costs are the most significant driver of operating costs and are largely outside of company control (unit costs being clearly outside company control and opportunities to reduce energy consumption being limited in the short to medium term). If revenue correction is to be introduced there is a case for indexing the cost of energy to movements in energy prices, as otherwise risk becomes more focused on uncontrollable operating costs.  
2.
KEY proposED ChangeS
We have given careful consideration to the three key proposals both individually and in combination. We are not convinced that any of these changes represents a clear improvement on the current approach. In particular, we consider the proposal to index the cost of debt to be misguided. In the case of revenue correction and menu regulation we believe that further work is required on key aspects of the proposals and we could not support them in their current form.

Revenue correction

We recognise that revenue can be difficult to forecast a number of years ahead and that variation in revenues relative to regulatory assumptions (in both directions) can be greater than variation in costs. Increased metering is likely to exacerbate this trend. We also recognise that the EA and others have expressed concern that companies have a disincentive to promote water efficiency as this will reduce revenues. However, we would question whether this perception is justified since in practice companies have promoted water efficiency where this is cost effective and our Essex & Suffolk area has been an exemplar in this field. 

We submitted a detailed response to RD14/07, which introduced the concept of a revenue adjusted price cap, in September 2007. We continue to feel that the proposal is complex and potentially difficult to administer. 
Our response raised a number of key issues which required further attention and clarification. It is disappointing that Ofwat has not, to date, addressed any of the issues we identified. Our key concerns remain as follows:

▪
The tax implications need to be fully considered and agreed with the relevant authorities since any revenue correction calculation must be revenue neutral in post-tax terms. 

▪
The revenue adjustment needs to take full account of the actual variation in property numbers including the impact on costs as well as revenues.

▪
The billing incentive mechanism needs to be fully explained. 
▪
The accounting implications, including whether positive revenue variances need to be provided for in the accounts, need to be established and agreed with the accountancy profession.

Menu Regulation

We believe menu regulation for capital investment could offer a useful means to incentivise robust business plans. As Ofwat notes it would enable capital efficiency econometric models, which we do not regard as fit for purpose, to be dropped. It would also mean removing the service cap which we have previously advocated. 


However, we are not convinced by the argument that menu regulation provides companies with a meaningful risk return choice. Indeed the objectives of improved information quality and choice of risk and return may be mutually exclusive. We agree that companies should have an incentive to avoid gaming and to submit a business plan reflecting their considered assessment of required investment. However, this assessment should not change regardless of the menu options available.

Having devoted significant resources to identifying future investment requirements, including adopting a common framework approach to capital maintenance, it would be surprising if companies were to then amend their proposals significantly in light of the menu choice offered by Ofwat. 


We would not expect the fine detail of the menu choices to be available at this time but we would expect the principles underlying the menu to be clearer. It is also essential to understand the relationship between the menu and other aspects of the methodology such as notified items and interim determinations. Menu regulation might help in selecting the most appropriate assumption regarding the cost of a defined set of outputs. However, it would be inappropriate to use it to deal with the risk that new outputs may arise. We would welcome confirmation that this is not Ofwat’s intention. 

We set out our concerns regarding Ofwat’s proposed approach to menu regulation and highlighted the areas requiring further development in some detail in our response to PR09/02 in November 2007. Many of these points were also made in our initial response to the Ofwat discussion paper “New Approaches to Expenditure and Incentives” in July 2007. We are disappointed that development of Ofwat’s menu regulation proposal has not progressed significantly since then. Our main concerns relate to the mechanism used to set the baseline and the choice of menu structure. 

It remains our view that the baseline should be a carefully considered central estimate and should take full account of the risk based forward looking assessment of capital maintenance requirements provided in companies' draft business plans. The menu structure should not result in a reduction in the return on investment that companies would expect to earn, taking into account any outperformance, under the current methodology. Ofwat's current proposals for the implementation of menu regulation do not meet these criteria. 

We do not consider Ofwat’s proposal regarding menu regulation to be sufficiently developed for us to be able to offer a final view. However, based on what is available at present there are too many questions and uncertainties for us to support its adoption. 

We are concerned that significant development of the menu regulation proposal is required. Although Ofwat has not published a clear timetable, it appears that it does not envisage finalising the menu regulation proposal until late in 2008. We believe this work should be brought forward a number of months. We would urge Ofwat to put more flesh on this proposal and its interaction with other mechanisms, working in co-operation with the industry, and then to consult again in autumn 2008. There remains time to do this since the adoption or otherwise of menu regulation should not have any impact on the content of draft business plans. 

Indexing Cost of Debt 

We do not consider indexing the allowance for the cost of debt in prices to be in the interests of either investors or customers. The proposals to index the cost of debt are unduly complex and would involve the regulator taking a much more detailed view on the components of an “optimal” balance sheet. We remain unconvinced that such an intrusive approach is justified or that the regulator is in practice well placed to carry out this task. 

We regard the calculations put forward by CEPA to support the argument that customers are paying a high insurance premium for companies taking on interest rate risk to be flawed (see the First Economics paper submitted by Water UK for a full critique). We continue to believe it is in the best interest of customers that risks are allocated to those best able to manage them. We agree with the conclusion of the Competition Commission in the recent CAA case that such a proposal does not offer sufficient benefits to justify “what would appear to be a sub-optimal allocation of risk”.

Notified Items

In our view Ofwat should include a reasonable central estimate of costs wherever this is possible. There are two reasons for including a notified item. The first is where there is very considerable uncertainty about the central cost estimate for the item. The second is where there is a known potential for significant costs to arise but no certainty over whether, when or to what extent such costs will arise. In this case it is not possible to include a central estimate but this circumstance should be included as a notified item.

At previous reviews, in some cases Ofwat has not included a central estimate but a notified item has been applied instead. For instance, at PR04 abstraction charges were assumed to rise by no more than inflation, despite clear evidence that historic trends were well above RPI. The result is that for most companies abstraction charges were underestimated in setting price limits. However, for those companies where the materiality threshold of this plus other variances is breached the actual abstraction charges are recognised. This approach is not conducive to financial or price stability and provides an incentive for companies to seek an interim determination to ensure costs are properly recognised.

We would accept the removal of existing notified items relating to abstraction charges and bad debt providing that central estimates are used when setting price limits. Similar arguments would apply to optional metering but this becomes less relevant if the revenue correction approach is adopted.

We believe that the notified items for the tax implications of IFRS and the Traffic Management Act should be retained. The tax implications of IFRS could be significant but there is, as yet, no certainty about when this change might occur. The implications of the Traffic Management Act are likely to be highly significant but with key provisions only beginning to be implemented over the next year and individual councils likely to adopt different approaches it will be difficult to accurately forecast this in business plans. 

The costs associated with the transfer of Private Drains and Sewers will be substantial but the timing and basis of transfer are yet to be agreed making it difficult to include accurate forecasts in business plans. We hope that more information on the transfer process will be available in time to inform final business plans but there is likely to remain considerable uncertainty about the costs. In this circumstance we believe that price limits should include a central estimate based on the best available information and that this be included as a new notified item. 
It is possible that some outputs not confirmed in time for inclusion in company business plans will subsequently be confirmed as a mandatory requirement to comply with the Water Framework Directive with delivery required before 2015. It is preferable that investment is included in PR09 or else deferred to beyond 2015 and we will strive to achieve this wherever possible. However, the timescale for confirming requirements is not under company control.  We would ask Ofwat to confirm that if WFD outputs are confirmed mid-period this investment will qualify as a Relevant Change of Circumstance (RCC). Concerns have been raised that this would not be regarded as qualifying investment since the WFD is not new legislation specifically affecting the water industry. If the RCC definition were to be interpreted in such an unduly restrictive way then a notified item for WFD would be required.

3.
Cost of Capital

We agree that Ofwat should set a single cost of capital for the industry. It should be set at a level consistent with allowing companies to access both debt and equity markets as appropriate. The choice of capital structure should be left to companies to make.

We agree that the Capital Asset Pricing Model (CAPM) should be the main tool but that assessing the cost of capital is not a mechanistic process and that other models and market evidence should be used to validate results. 

We accept that current data suggests that, if calculated today, the weighted average cost of capital may be somewhat lower than that set in 2004, primarily due to lower debt costs. However, recent events in the capital markets following the credit crunch illustrate that the availability and price of debt can be volatile. We believe Ofwat should continue to take a medium term forward looking view and not place undue emphasis on short term trends or spot rates. In this case an “embedded debt” premium is less likely to be required.

Capital Structure

We recognise that there has been a significant increase in industry gearing since 2004. However, the picture is in part distorted by those companies that have adopted structured finance models involving exceptionally high levels of gearing. We recognise that it may be appropriate to reflect the increased trend in gearing by assuming a notional gearing at the higher end of the 55-65% range assumed in 2004. However, we do not believe it would be appropriate to go beyond this since this would in effect mean Ofwat “nominating” a preferred capital structure. Ofwat has, in our view correctly, hitherto refrained from this and has stated that the choice of capital structure should be left to management.

Tax shield on Interest

We have no objection to Ofwat’s proposal to claw back on an NPV basis the tax benefits from refinancing to gearing levels higher than assumed by Ofwat when setting price limits in 2009. This avoids an incentive to “play games” with the financial structure assumed in business plans.

We do, however, have concerns regarding the proposal to place a floor on the level of gearing when calculating the tax shield on interest at the level of gearing assumed when calculating the WACC. This creates an immediate incentive for companies with gearing below Ofwat’s assumption to gear up, most likely via an immediate distribution, which is likely to attract adverse comment at the time of a price review. Furthermore, this process could generate a gearing ratchet with companies at below industry average gearing forced to increase gearing and thereby increasing the industry average gearing at the next review. The higher Ofwat’s gearing assumption in setting the cost of capital the greater the problem this would create. 

We believe that any floor should be set at the bottom end of the range used in setting the cost of capital. So with a range of 55-65% the floor would be 55%. We also believe that Ofwat should assume that companies will achieve this floor by the end of the review period in order to avoid an incentive to gear up immediately after a price review and allow time for companies to manage their balance sheet in a more sustainable way.

Small company premium

We agree with Ofwat that it is difficult to sustain a case for retaining the small company premium to the cost of capital.

4.
Financeability

Credit Quality

We welcome Ofwat’s commitment to ensuring that water company investment ratings lie comfortably within investment grade. We note that Ofwat is continuing to consider various approaches to financeability and comment on each of these approaches below.

More flexible approach to financial ratios

We note that Ofwat intends to review the range of financial ratios to be considered and whether different indicators or levels might be adopted. It is essential that the package of ratios reflects those used by the financial markets and in particular by the credit rating agencies. The investor survey being undertaken on behalf of Water UK provides an opportunity to test investor views on this subject. We are pleased that Keith Mason has joined the project steering group on behalf of Ofwat. Northumbrian Water is represented on this group by our Finance Director, Chris Green.

Index-linked debt

In recent years water companies have taken advantage of the availability of low cost long-dated index-linked debt taking advantage of a “wrap” provided by a monoline insurer. Reducing the cost of borrowing in this way is in the long-term interests of customers and this benefit will continue for the duration of the debt maturity. It would be reasonable for Ofwat in considering the issue of financeability to take account of the average level of index-linked debt the industry has on its books.

However, it should not be assumed that the advantageous market conditions for index-linked issuance will continue. Indeed, following the credit crunch of 2007 and concerns regarding the financial strength of the monoline insurers the index-linked bond market is effectively closed to new issuance. Whilst this situation may pass the cost of index-linked debt in recent years has been well below historical norms. This is due to a combination of factors including changes in pension rules which are unlikely to be repeated. Consequently, it could be many years, if ever; before such low rates are available again.

Equity Investment

It is important that any assumption about the issuance of new equity is realistic in light of prevailing market conditions and not simply a modelling convention to deal with financial ratios. It is also essential that the full costs of issuance are recognised.

Revenue Uplift

We note that Ofwat considers it likely that revenue uplifts will not be necessary to ensure financeability. We are not clear how Ofwat has reached this conclusion. Of course the requirement for uplift is partly linked to the approach taken in setting the cost of capital since an unrealistically low cost of capital would exacerbate the financeability requirement.

We also note that Ofwat intends to ensure that any revenue uplift would be applied in a revenue neutral manner but that accelerated depreciation is not seen as an appropriate mechanism. We believe that Ofwat should be much more transparent about how any NPV neutral uplift would be applied. We are concerned that further consideration of this key aspect of financeability methodology does not appear to be a priority action for Ofwat. We believe that Ofwat should work with the industry to develop the detail and then consult on its preferred approach.  

We are concerned that revenue neutral uplifts may not improve the key financial ratios used by investors and rating agencies. For example, any advancement of revenue from later periods may be viewed as equivalent to accelerated depreciation and therefore may not improve key ratios such as adjusted cash interest cover. We do not believe that Ofwat can rule out the possibility that financeability uplifts may be required on a basis that is not revenue neutral.

5.
Efficiency

We have outlined our views on the application of efficiency targets to Ofwat on many occasions. Whilst we accept that Ofwat needs to assess companies’ relative efficiency, given the complexity of the industry and the limited number of observations available it will always be difficult to construct statistically reliable efficiency models. This is an unavoidable reality rather than a criticism of Ofwat. The key point which we have stressed at successive price reviews is that Ofwat should reflect the statistical limitations of its efficiency models when applying them to set efficiency targets. 

We are concerned that Ofwat appears to consider that the water industry can continue to outperform the UK economy in terms of efficiency improvement for the foreseeable future. Efficiency gains since privatisation have exceeded expectations but it is clear that further efficiency gains are becoming harder to achieve and there is no reason to believe that water companies can perform better than the economy indefinitely. It is unrealistic to expect the "privatisation effect" to continue unabated after 20 years of major reductions in base opex. 

Ofwat also needs to recognise the impact of rising input prices. Many of the key inputs to the water sector, including energy, chemicals and fuel, have experienced significant price increases in recent years and this trend is likely to continue. Rising input price trends make future real term operating cost reductions even more challenging to achieve.

We welcome the marginal improvement to operating cost incentives brought about by extending the opex roller to six years and the exclusion of clawback from the final year of the previous control period. However, we are concerned that efficiency savings in the current price control period will be distorted by energy price hikes which will make it difficult for any company to achieve cumulative outperformance and qualify for an opex incentive allowance. Indeed since very few companies achieved an incentive allowance at PR04 this mechanism is becoming redundant in practice.

6.
Output Delivery

We have responded separately to PR09/06 which provided supplementary information on Ofwat’s proposed methodology. We will not repeat the points here in detail. However, we do wish to register our deep concern at the proposed approach regarding serviceability and certain aspects of output delivery.

We have stated many times that we do not consider Ofwat’s approach to assessing serviceability to be fit for purpose. We certainly do not believe that the subjective assessments are sufficiently robust to form the basis for financial adjustments that may run into many tens of millions of pounds. 

We also have concerns about outputs being defined such that companies carry the risk of events that are outside of their control. In particular, we believe that placing the entire risk of weather related sewer flooding incidents on shareholders is unacceptable. Northumbrian Water will invest far more than Ofwat allowed at PR04 on resolving sewer flooding in the 2005-10 period. We will also resolve far more issues than assumed by Ofwat. In these circumstances we cannot accept that it is appropriate not only to fail to recognise the additional investment but to propose a shortfall adjustment to reflect the higher number of properties on the sewer flooding register at the end of the period. We stand by our view that this approach amounts to a long-term weather forecasting lottery.
7.
Other Issues

Overall Performance Assessment

We are pleased that Ofwat is reviewing the basis of the OPA which we believe requires a complete overhaul. It is unfortunate that Ofwat has no further insight into how the OPA might evolve at this stage.  The replacement for OPA should align more closely with customer perceptions of service. We look forward to further consultation on this topic during 2008.

We are not convinced that a greater proportion of revenue should be performance related.  This would require greater certainty on the appropriate measure(s) and metrics. In practice it is very difficult to capture customer service in simple regulatory measures. There are always likely to be issues regarding the choice of measure and the consistency and comparability of data. In such circumstances increasing the weighting given to performance adjustments would increase revenue uncertainty and therefore increase regulatory risk. We do not believe this is in the interests of customers.

We have seen in other sectors that the very process of mandating detailed output measures risks distorting management priorities. A range of effective incentives for maintaining and improving service already exist. These include protecting company reputation, reducing costs by eliminating complaints, responding to pressure from CC Water, and the intrinsic incentive to provide good service to customers that is the fundamental driver for management and staff. 

In this context we see the OPA or its replacement as having an important but limited role. Customers expect a good standard of service and do not expect to have to pay more for improvements. To this extent the “prize” of allowing higher prices in return for good service is arguably not aligned with customer priorities. The penalties and bonus framework associated with the OPA must be proportionate to the differences in service and take into account the effective enforcement procedures already in place to ensure acceptable service standards are maintained

Climate Change and Renewable Energy

We welcome the fact that Ofwat has committed to publish guidance on its approach to renewable energy and to publish further details of its regulatory policy on the industry’s contribution to climate change. It would be helpful if these documents were available in time for them to be taken into consideration when developing draft business plans. This would require them to be published, at least in draft form, by March or April 2008. 

Pensions

The position on pensions is very different from PR04 where the stock market collapse in the early part of this decade, combined with significant increases in longevity, resulted in the sector requiring substantial additions to base operating costs.

Companies have now had several years to address their schemes' funding positions and militate against increasing liabilities. Nevertheless, there is still some exposure to factors outside of companies control in the future, including market conditions and further improvements in mortality. An added complication is that the balance of power when setting pension funds’ investment strategy and contribution rates has now shifted from companies to scheme trustees.

For these reasons we cannot rule out the requirement to adjust base operating costs in the future but, as far as PR09 is concerned, we agree that Ofwat does not need to take specific pensions related action.

Notified Index 

In principle the infrastructure output index may better reflect water industry construction costs and we have no objection to this replacing COPI as the Notified Index. In the interests of stability we believe it is important to avoid changing the notified index too frequently and suggest that if a change is made the new index should be retained for at least two price review periods.

Tax

We are surprised by Ofwat’s comment that some companies may be surrendering tax losses to group companies and not receiving full payment. This does not appear to be consistent with transfer pricing requirements and we agree that Ofwat should make appropriate adjustments in this case. 

Current Cost Depreciation

We are disappointed that Ofwat proposed to shift the ‘depreciation check’ period starting date from 2002-03 to 2007-08. For the depreciation check to be credible, it needs to replicate ‘steady state’ as much as possible. A 2002-03 starting point would extend the period reviewed to 33 years compared to the 28 years proposed.

From a practical point of view, retaining the 2002-03 starting point would allow comparability with PR04 and would reduce the regulatory burden by allowing companies to repeat some of the PR04 data in the calculation rather than having to start from scratch again.

ceri jones
Regulation and Scientific Services Director

24 January 2008




































































































































































































































