APPENDIX


SEVERN TRENT’S RESPONSE TO OFWAT’S PR09 METHODOLOGY PAPER 
In this section of our response we address the issues arising in the Consultation Paper using the Chapter Headings and in the order that they were raised in that document. 

Chapter 1: Executive summary
Objectives of this Review

Ofwat describes its objectives of the Periodic Review in section 1.2 of the Consultation Paper as being to “set price limits that support and encourage a sustainable water and sewerage sector by:
· providing a structure that places responsibility on all stakeholders to contribute to minimising the impact on bills to customers;

· developing incentives for companies to deliver efficiency and give consumers value for money;
· implementing a framework that will deliver long-term planning that balances local and global priorities; and

· promoting the development of a competitive market.”
We agree that the above should be objectives of the Periodic Review, but we believe that another fundamental objective, of allowing companies to finance their licensed activities, is missing and should be added.  Ultimately, if companies cannot finance their investment programmes, then investment will not be delivered, and as a consequence, some of the objectives stated in the Consultation Paper, such as long term planning, giving customers value for money and delivering efficiency, will not be met.    

Key Issues

Section 1.3.1 of the Consultation Paper describes how important Ofwat sees competition as being in driving innovation and efficiency.  The document carries on by stating that “each company must take account of our initiatives to promote competition in its business plan”.   

As Ofwat is aware, we are supportive of Ofwat’s initiatives to develop effective competition. However, given the uncertainty over the competition framework e.g. with respect to what new legislation may be put in place it is very difficult to include very firm plans in this area. 
That said, even without absolute clarity on potential changes to the competition regime, we will be considering other steps such as improving the ability to transfer water with neighbouring companies, which would have the effect of increasing competition.

Finally, we note that, for other utility sectors which have opened up to competition, such as electricity and gas, substantial costs have been incurred by incumbent companies in setting up systems and procedures which allowed competition to happen.  The relevant sectoral regulators made allowances in Periodic Reviews for the efficient costs of this.  We expect, like the other sectors, for the efficiently incurred costs of setting up systems and procedures which allow competition to happen to be allowed for within price limits. 

Chapter 2: Introduction: the framework and process for setting price limits 
Business Plans
Chapter 2 of the Consultation Paper sets out the framework and process for setting prices.  The Consultation Paper sets out that, instead of providing two or three versions of the Business Plan for different scenarios, as in previous Periodic Reviews, for PR09 Ofwat will only require one version of the plan. 

In addition, the draft business plan must:

· be consistent with the company’s SDS;

· be owned by the company;

· put in place a package of outputs which will deliver statutory outcomes;

· be in line with consumer priorities for service levels and bills;

· optimise and expose the costs and benefits of the plan at the overall and component level; and

· have no need for any specific financeability adjustment.

In respect of the number of versions of the plan, we welcome the fact that we will have to submit only one version of the plan, as compared to two or three previously.  This is welcome both from the viewpoint of increased company ownership i.e. there is one plan which is owned by the company, (and not two or three which the company may feel semi-detached from), and also from the viewpoint of the reduction in regulatory burden. Although the Methodology Paper states that an additional, alternative plan should be submitted where a company can envisage an alternative approach that offers improved overall cost benefits, consistent with the logic above, we expect to submit only one plan which separately identifies the impact of non cost beneficial schemes.  
In respect of the features of the plan, with one exception, those stated in the Consultation Paper are reasonable.  The exception concerns the requirement that the plan must have no need for a financeability adjustment.  As stated in our covering letter, at present, we believe that it is too early to assess whether or not our plan will require a financeability adjustment.  This decision will depend upon the relationship between the level of the investment programme which is required by statute and supported by our customers, and our view of our cost of capital.

In short, we believe that our plan may need a specific financeability adjustment.  

Risk and Uncertainty 
Section 2.3 of the Consultation Paper concerns risk and uncertainty. It states that “We put notified items in place to cover material costs that are uncertain when we make decisions on price limits. There are five notified items in place for the 2005-10 period:
· changes up and down in the number of meter optants;

· increases in bad debt and the costs of managing debt;

· increases in charges for abstractions and discharges to controlled waters;

· charges for lane rental / traffic management; and

· increases in the taxation of infrastructure expenditure arising from the introduction of IFRS.” 

The Consultation Paper continues that “At present, we do no see any compelling reason to continue any of the current items beyond 2010….We will consider company proposals for new notified items.”

The Consultation Paper states that Notified Items should cover costs which are material and uncertain.  Under this definition, items such as energy costs would appear to qualify as a Notified Item, which may not be Ofwat’s intention.  The real issue is about which party is best able to carry the risk.  Of course, if companies are best able to carry that risk this does not always mean that a simple central estimate of costs needs to be allowed in price limits.  Consideration needs to be given to what would happen if outturn costs were indeed higher (and what the probability of that might be).  One might expect as a minimum for central estimates to be used. An example of where Ofwat has not used central estimates in the past is for bad debt costs, where, at PR04, the likely cost was not adjusted upwards to reflect the increase in prices following the Periodic Review.

In this context, we believe that it would be reasonable only to continue with the lane rentals / traffic management cost, which are still material and uncertain at present, and as such are not risks that companies should bear.    
In addition to retaining the lane rentals / traffic management notified item, we believe that additional items should be added in respect of the following, which we discuss below:
· private sewer adoption;
· IFRS driven tax changes on interest; and
· trading of emissions rights.
At present Severn Trent operates around 54,000km of sewers and 3,000 sewage pumping stations.  In addition, there are roughly a further 27,000km of private sewers and around 1,000 private sewage pumping stations, which the company is likely to be required to adopt, beginning in 2010.  Because the assets in question do not belong to the company, we know little about their location and condition and the likely costs associated with them, although given their number, costs will be material. The features of uncertainty, materiality, and a lack of control over adoption make a very strong case for this being a Notified Item.    
In respect of IFRS (International Financial Reporting Standard) driven tax changes, it would seem likely that at some uncertain point in the future, the licensed entity will have no choice other than to adopt IFRS.  Although we do not believe this will materially affect our tax charge in respect of infrastructure expenditure (the present Notified Item), IAS 23 would require us to capitalise a proportion of our interest charges, presently treated as tax deductible in the year of spend, which would significantly increase our cash tax costs. 

As for the precise nature of an accounting Notified Item, because accounting standards in general change over time and the timing of their implementation is uncertain, there is likely to be a requirement for Notified Item concerning accounting standard driven tax changes for the foreseeable future.  Consequently, instead of merely replacing the present very narrow Notified Item with another very narrow one, we would suggest widening the existing Notified Item, so that it covers the tax consequences of changes in accounting standards. 
In respect of the trading of emission rights, there is a strong likelihood that this will take place over the next AMP period, but the details of the arrangements themselves are not clear.  As a consequence, there is a chance that companies could make windfall gains or losses.  As a matter of public policy, it would be wrong to seek to insulate companies entirely against the financial effects of emissions trading, but because this is a material and uncertain cost or revenue which could be outside the short-term influence or control of companies, we believe that revenues and efficiently incurred costs should be covered by a Notified Item.       
Timetable

Section 2.4 of the Consultation Paper states that “To produce good integrated plans each company must know what is required of it by regulators and Government well in advance of the draft business plans.  We will assume that any new requirements specified after March 2008 will not be included in draft business plans.”
We believe that this is a sensible objective, and ask that Ofwat does all it can to help ensure that our environmental requirements are known before the end of March 2008.  We have a particular issue in respect of the Water Framework Directive, in respect of which Ministers are expected to issue guidance relating to nationally relevant cost-effective measures in Spring 2008, and which, as per section 3.8.2 of the Consultation Paper, Ofwat expect companies to consider in the Draft Business Plan.  By definition, the “Spring of 2008” might well mean receiving this after the end of March. 

Should Ministerial Guidance come after the end of March 2008, we will of course make our best endeavours to include its implications within the Draft Business Plan, but depending upon the precise timing and content of the guidance, we may not be able to do so.

Chapter 3: The right outcomes for customers

Understanding consumers’ preferences

Ofwat states in section 3.2 of the Consultation Paper that “Each company should deliver a service that meets its consumers preferences….each company needs to understand what its customers want and are prepared to pay for.”  
Later in that section the Consultation Paper sets out Ofwat’s three stage consumer consultation process:
· Each company carries out consumer research with input from CCWater to inform and develop its SDS.
· CCWater leads a joint stakeholder regional deliberative consumer research project - to inform each company’s draft business plan.
· After each company submits its draft business plan, Ofwat will carry out joint customer research working with other stakeholders.

We agree with Ofwat that customer willingness to pay should be (and is) a key driver in putting together our investment plan.  We have carried out an extensive programme of customer research, so that our investment programme can include the views of our consumers.  However, we have two concerns over the proposed approach:

· first, over the timing of the CCWater led project, which is due to produce draft results in February and a final report in March 2008. Although we are likely to be able to take account of the draft results, if the final report is significantly different, due to timescales we are unlikely to be able to fully reflect those changes in our Draft Business Plan. 
· second, although we are supportive of Ofwat checking that companies research is well founded, we would be very concerned if that research took precedence over companies well-founded research, which would seem to run counter to companies taking ownership of their plans, which is a fundamental aspect of the Ofwat’s approach to the Periodic Review.     

Sustainability

Sections 3.3.2 and 3.3.3 of the Consultation Paper detail Ofwat’s approach to carbon issues.
The consultation paper sets out Ofwat’s proposed approach to carbon issues in sections 3.3.2 and 3.3.3. The document states that companies must include the shadow price of carbon when carrying out Cost Benefit Analysis (CBA), and also that Ofwat will consider setting carbon targets. It also states that Ofwat “would normally expect companies to develop renewable energy as a non-regulated activity where the generation process is independent from the appointed business’ activities.”
We welcome Ofwat’s approach to carbon, but we do have a concern that, if Ofwat were to set carbon targets, as alluded to in section 3.3.3, then these might not be consistent with the results of the CBA, which places a value on carbon based on DEFRA guidance, and then optimises the overall investment programme. We believe that the overall framework for carbon needs to be coherent, and that a separate carbon target is inconsistent with using a DEFRA based value of carbon in CBA.   
Justifying proposals for service and investment

Section 3.4 and 3.4.1 of the Consultation Paper set out Ofwat’s approach to CBA. This is that:
· Ofwat require CBA to be carried out on all components of the proposed investment programme, irrespective of their potential legal status;
· in some cases it will be sufficient to review a whole section, however where there are discrete components each Company will need to assess the costs and benefits for each;
· this is to be subject to reporter challenge; and
· companies should have an academic or technical peer review of their CBA.
We have two concerns over Ofwat’s approach to CBA.  First, we are especially concerned that projects which provide network resilience, where the probability of failure is low, but the effect / cost of failure is high and both are hard to measure, will not be disadvantaged by CBA.  Network resilience projects associated with climate change fall into this category.

Second, we do not believe that it is practical to apply CBA to all the components of the investment programme. For example expenditure such as that on SEMD driven projects and Health and Safety driven expenditure may not prove to be cost beneficial.  We noted that, at the recent workshop at Aston University, Ofwat did not expect CBA to be applied to Health & Safety related expenditure, but this is not mentioned in the Consultation Paper.        

Base service outcomes – maintaining service

Section 3.5 of the Consultation Paper sets out Ofwat’s approach to Base service standards, as follows:   

· Asset Management Plans (AMPs) are to deliver stable serviceability for all asset groups;
· targets are required from companies for each serviceability indicator;

· companies can, based on past performance, make a case for changes in reference levels; and

· any changes to individual serviceability indictors are to be justified by CBA.
The Consultation Paper goes on to say that each company’s AMP should take account of the 25 year time frame, and also whole-life costs.

In respect of the proposed approach to Base service standards, we have concerns both in principle and in practical application over the amount of reliance which Ofwat proposes to place on individual serviceability indicators.
In principle such an approach is inconsistent with Ofwat’s suggestion of setting higher-level outputs, and, in addition some of the indicators are far removed from service delivery to customers.
In respect of practical application, we believe that they have a number of drawbacks as indicators of adequate asset maintenance. Some of the indicators:
· are affected by the level of maintenance activity e.g. recorded mains bursts increase when there is more leakage control activity, and recorded sewer collapses increase with more CCTV work;
· have little to do with maintenance of assets, e.g. the number of flooding incidents due to hydraulic overload; and 
· relate to rare failures which are subject to random variation from year to year, such as number of coliforms at service reservoirs.

In respect of Ofwat’s November letter on serviceability, PR09/06, we address this later in our response.

We fully support the taking account of whole life costs over a time frame of at least 25 years.   

Security of supply 
Section 3.6.1 of the Consultation Paper on water resources explains that companies are due to publish draft water resources plans in spring 2008, and then submit a business plan which “proposes investment that is consistent with its water resources management plan.”
In principle this is appears a sensible approach. However, in practice, for the area of new connections in particular, the assumption in the water resources plans would lead to the business plan not constituting a central estimate.  For new connections, the water resources management plan is obliged to follow the assumptions from the Government’s Regional Assembly Spatial Strategy, which assumes a higher level of connections than we have experienced in the past.  For this reason, we would not view it as a central case.  If we were to use this assumption in the Business Plan, it would be likely to overestimate the likely number of connections, capital expenditure and customers.  Therefore, for new connections, we would propose not to use the water resource management plan assumptions, but to explain our rationale in the commentary to the business plan.    

In respect of tariffs and price signals, section 3.6.1 states that Ofwat are looking for proposals for innovative, cost reflective tariff structures and expect companies to explain how they will use price signals to help manage demand.

We acknowledge that tariffs and price signals are very important, and this is an area which we will consider at PR09.
Section 3.6.2 of the Consultation Paper details Ofwat’s approach to the Security of Supply Index (SOSI) and states that:
· Final Determinations will include annual SOSI targets; and

· Ofwat expect each Company to maintain its 2010 SOSI of 100 going forwards (or reach 100 if its 2010 target was less than 100).
While it is essential that we have clarity over what outputs we need to deliver over the next AMP period, we point out that Severn Trent’s SOSI target, as set out in our S19 undertaking, is to reach 100 by 2015, and that, as a consequence, our Final Determinations should reflect this. 

In addition, as for service indicators, we do not believe the SOSI score to be sufficiently robust to take at face value in the calculation of penalties, without further consideration on the grounds that it is highly sensitive to changes in modelling assumptions for components which are inherently uncertain such as deployable output and outage.
Section 3.6.3 of the Consultation Paper concerns leakage. It states that each business plan must include:
· analysis of the economic level of leakage at resource zone level;
· targets consistent with the Water Resources plan; and
· per capita consumption assumptions consistent with the Ofwat / EA study. 

It also states that any large-scale mains replacement to reduce leakage must be justified using CBA, including carbon effects, but that Ofwat is working with the EA to improve the approach to managing leakage, which could affect how leakage targets are set.

For the most part we agree with Ofwat’s proposed approach - we assume that the per capita consumption assumption is in respect of new developments only.
Our major concern in this area concerns the comment that Ofwat may, working with the EA, change the approach to setting leakage targets.  We believe that the appropriate way of setting leakage targets is to calculate the Economic Level, and that great care needs to be taken if this approach is no longer applied.  Of course, one implication of setting leakage targets based on economics is that the economic level may rise and fall over time.  For example, should a new source be implemented, it would be expected that the Economic Level would rise.  In addition, if leakage targets are set using alternative approaches this would increase the need for Ofwat (and the EA) to ensure far greater consistency in companies’ per capita consumption assumptions.  
Section 3.6.6.of the Consultation Paper concerns Sewerage Plans, and states that Ofwat will work with the EA to scrutinise Companies’ sewerage service supply/demand plans, and check that each Company’s investment proposals in its Business Plans are consistent with its sewerage service supply demand plans (we assume this was intended to refer to Ofwat’s Long Term Least Cost Planning for Wastewater Supply- Demand document).

We support the objective of improving long-term supply/demand planning for waste water and are working to implement improved planning in this area. For PR09, however, we have concerns over the extent to which we can comply fully with Ofwat’s Long Term Least Cost Planning for Wastewater Supply – Demand document, due to the fact that it requires very large quantities of data, some of which we do not possess at present. 
Setting the scope of the quality programme

Section 3.8.2 of the Consultation Paper concerns the Water Framework Directive (WFD).  The Consultation Paper states that Ofwat expect:
· investment proposals in the draft business plan to be based on the first round of river basin planning;
· companies to achieve WFD objectives to 2027 at least cost; and
· companies to accept responsibility for delivering a fair proportion of the schemes needed to address the WFD, in line with the polluter pays principle.

The Consultation Paper also states that Ministers will be issuing guidance relating to nationally relevant cost-effective measures towards achieving the environmental objectives of the WFD in the Spring of 2008, but that Ofwat expect companies to consider WFD requirements alongside the other investment proposals in the Draft Business Plan.
We have two comments in respect of this part of the Consultation Paper.  First, as mentioned earlier in this response, there is a potential inconsistency between this part of the Consultation Paper and that in Section 2.4.  The first reference states that Ofwat will assume that any new requirements specified after March 2008 will not be included in Draft Business Plans.  In contrast, section 3.8.2 states that, even though guidance is not expected until Spring 2008 (which is likely to be received after March), companies are expected to take account of this guidance. 

We will do our best to reflect the Spring guidance in our Draft Business Plan, but, depending upon when it is received, we may not be able to reflect it fully.

Second, in addition to Ministerial guidance on cost effective measures, there is still a lot of uncertainty in other related areas, such as the need for Phosphate removal, where we are continuing to work with the Environment Agency, but where clarity may not have been achieved by time of the Draft Business Plan.  
Sewer Flooding & Other enhancements

Sections 3.9 and 3.10 of the Consultation Paper concern Sewer flooding and Other service enhancements.  In respect of sewer flooding, it states that: 
· companies must maintain their improved service level from 2010 onwards by addressing newly emerging sewer flooding problems through the maintenance programme and investing to cater for growth in usage; and
· CBA must be used to support reductions in sewer flooding. Where it is not cost beneficial to offer permanent hydraulic solutions to the risk of flooding companies are expected to identify appropriate and acceptable mitigation techniques. 
We believe that sewer flooding should, in general, not be categorised as being capital maintenance, but rather should be treated as Supply / Demand related, because the primary reasons why properties are added to the sewer flooding register are because of factors such as development and climate change.  Using this logic, variations from the assumptions made as to the amount of work to be carried out at PR09 should be logged up.  
The issue of the adoption of private sewers, referred to earlier in this response, where we do not know the scale of the work that will be needed, other than it will be significant, is a related area where we believe that variations from the amount of work assumed at PR09 should be subject to the logging up process.

In respect of Ofwat’s letter on sewer flooding for this AMP period, PR09/06, we set out views later in this response.

Chapter 4: Understanding the costs of delivery

Menu regulation
Section 4.4 of the Consultation Paper concerns Menu regulation, Ofwat’s preferred approach for capital expenditure.  Ofwat has consulted separately on the application of the Menu approach to capital expenditure, base and enhancement, to which we have responded, after which Ofwat held a workshop shortly before Christmas.    

Our main response on the application of Menu regulation to investment expenditure was submitted on November 22nd.  Our key points are that, in principle, we believe that Menu regulation should be a positive development in the regulation of the water sector.  For it to be successfully delivered, however, we believe it is very important that a number of key issues are addressed, which we discuss in turn below:

· that there is clear regulatory commitment to the mechanism i.e. the rules are clear and adhered to for the whole of the next AMP period;

· that the methodology for and calculation of the baseline level of expenditure under the Menu is reasonable, with beneficial investment being included in the baseline (i.e. as part of our functions), recognizing the difficulties of applying full CBA in every case;
· that there is no conflict between the company’s choice of menu and financeability/returns; and

· that changes in the level of outputs are addressed by the Menu. 

Specifically in respect of the baseline, it would seem sensible that beneficial investment should be included within it (i.e. as part of our functions), recognising the difficulties of applying CBA in every case.  We are especially concerned that projects which provide network resilience, where the probability of occurrence is low, the effect of occurrence is high but both are hard to measure, will be included within the baseline where appropriate.

Since we submitted our response, we have received more information and developed our own thinking further on two aspects of the baseline, one relating to capital maintenance, one to enhancement.

In respect of capital maintenance, in the October Menu Consultation paper Ofwat listed three methods for assessing the baseline for base expenditure, as follows:
· outturn costs averaged over a suitable period;

· efficiency challenge using the Cost Base; and 

· assessing deviation using the Common Framework.

At the workshop Ofwat commented that it expected to use a seven year period of outturn costs, and would take around the mid-point of the Cost Base.   If adopted, we welcome this approach, as we believe that it has the potential to give a reasonable answer for the baseline for capital maintenance.

In respect of enhancement expenditure, in the Menu Consultation Paper published in October, Ofwat’s proposed approach was to:
· challenge scope using CBA;

· challenge efficiency using Cost Base; and

· challenge efficiency using the Capital Estimating Scorecard.  

We have significant concerns with the Capital Estimating Scorecard (CES).  The CES is a highly prescriptive, very detailed approach to project management.  Our concerns are that:
· Ofwat’s proposed adoption of the CES approach will have the effect of forcing companies to adopt the technique to manage their investment programme.  In principle, we believe that companies should be free to innovate and carry out investment management as efficiently as they can. Ofwat needs to work with companies to develop the approach to the scorecard to ensure that companies are not forced to adopt this one approach.
· CES is one of two approaches Faithful and Gould recommended for further investigation – not the finished product implied by the Consultation Paper. We would suggest that further consultation is required with companies before adoption.
· Some investment requirements will inevitably be finalised at a late stage in the PR09 process, or remain unclear until later in AMP5. Lack of detailed costing should not be used to reduce company estimates of costs, providing these are central estimates.
· In respect of definitions, these are capable of quite different interpretation by different companies, for example, “Project Execution Plan”, “formal commitment” and “small sample” are all capable of fairly wide interpretation, which will harm any comparison across companies. 
We would be concerned if the enhancement programme we will set out in our Business Plan, having passed Cost Base and CBA challenges, were to be reduced due to the application of the CES.

Evolution of the PR04 approach
In section 4.5.1 to 4.5.4 the Consultation Paper sets out the proposed approach to operating costs.  This is largely based upon the approach adopted for PR04, which entails:

· the continued use of comparative efficiency modelling;

· a base year of 2008/09;
· a catch – up of 60% of the gap to the frontier by 2013/14; 
· an element of frontier shift; and

· a specific approach to pension deficit costs.  

.

If Ofwat intend to continue with this approach we remain concerned with the data issues surrounding some of the models, specifically that companies are interpreting reporting requirements differently.  For example, in the last few months, Ofwat has queried how companies were reporting the number of sources in the water resources and treatment model, which has led to the restatement of a number of companies’ data, which in turn, has significantly changed efficiency rankings. 

Because of data issues and the robustness of the models, we believe that it is right not to assume that the entire gap to the frontier can be closed over the AMP period.  Whether 60% closure is reasonable depends upon the size of the gap to the frontier in 2008/9 and the robustness of the models, both of which will not become clear for some time.

In respect of frontier shift, whether it is reasonable to assume any further movement needs to take into account likely changes in input costs.  While we expect, of course, to be able to improve the efficiency of our operations whether this outweighs the possible upward change in input prices needs to be confirmed.  We note that in three of the last five years, companies taken together have incurred more opex than was assumed at the relevant Periodic Review.
Section 4.5.2 describes the proposed approach to pensions.  It states “In 2004, we made a specific allowance to deal with the impact of a general decline in the stock market on water pension schemes.  We intended our approach, which dealt with pension fund deficits and future contributions, to remove the need for us to take pensions related action at future price reviews.  We are satisfied that this remains the case.”

We were not clear from the above whether or not Ofwat intended to make any specific allowance for pension deficit costs.  However, from the workshop at Aston University, it was clear that the intended approach was to include a measure (we assume either cash or SSAP24 accounting) of pension deficit costs in operating costs for 2008/09, the base year, but to make no further allowance for potential changes in costs after that point.

We agree that to include a measure of pension deficit costs within operating costs for 2008/09 is a sensible approach.  However, we also believe it would be logical for Ofwat, in 2009, to review whether or not costs for 2008/09 would be expected to be a reasonable proxy for costs in the years 2010 – 2015.  Deficit costs in 2008/09 would be likely to be based upon actuarial data from March 2007 valuations.  Updated information, for example in respect of longevity, would be expected to come to light after that point, which could have the effect of either increasing, or of reducing the cost.   
Finally in this part of our response, from Ofwat’s draft reporting requirements, we note an apparent change in the strength of the opex rolling efficiency mechanism.  From table B2.1a it appears that the incentive has now, with effect from AMP4, been reduced by the rate of corporation tax, a change which we believe to be retrospective, and which we do not believe Ofwat has consulted upon.  Again, we believe that the threat of retrospective regulation raises investors’ perception of the riskiness of the water sector.

Managing investment cycles 

In section 4.5.10 Ofwat sets out its proposal for managing investment cycles for the AMP5 period, as follows: 

· Ofwat will not repeat the early start programme from PR04. 

· Ofwat expect companies to manage the timing and profile of capital investment to avoid inefficient disruptions to the work flow of suppliers. They will challenge investment proposals that are not consistent with an efficient rate of investment. 
· If companies do not deliver outputs when expected they will be “shortfalled”.
We believe the above approach to be reasonable. What is essential is that the consequences of companies delivering outputs late, or not at all in an AMP period are clear when the Final Determination is produced.

Chapter 5: Financial assumptions for setting price limits

Current cost depreciation
In the paragraph 5.1.2 of the Consultation Paper, Ofwat states that it will compare forecast proportions of Current Cost Depreciation (CCD) against companies’ June Return, and continues that “We do not expect significant variations in the mix of assets year on year”.

Given that the previous Current Cost revaluation was carried out nearly 10 years ago, and that replacement costs vary over time, we believe that it would be surprising if there were no significant changes in the mix of CCD. 

Section 5.1.3 of the Consultation Paper states that Ofwat will check the level of CCD by comparing it against the level of Maintenance Non-Infrastructure (MNI) expenditure from 1997/98 to 2024/25.
We do not believe that the above approach is sensible.  There appear to be two distinct theoretical views with respect to CCD.  The first view is based on the belief that there a “right” level of CCD for any AMP period, this is the amount that customers should fund in their bills, and to calculate the right level of CCD, a detailed current cost revaluation is needed for the Periodic Review.
The second view is based on the belief that, in practice, there is no “right” level of CCD, and that, as a consequence, there is no need for a detailed current cost revaluation, and the level of CCD in any AMP period might be varied to help with financeability issues. 

The approach proposed in the Consultation Paper seems to mix the two views. Factors which point to the first view i.e. that there is a “right” level of CCD are that:

· a detailed current cost revaluation is required; and 

· the Consultation Paper refuses to consider using depreciation to solve any financeability issues.
However, the Consultation Paper also states that if the level of MNI expenditure over 28 years is expected to be below the level of CCD, then the level of CCD will be reduced.  This points to the second view i.e. that there is no “right” level of CCD.  The two alternative views are mixed producing a result which has a poor theoretical foundation.
We believe that the second view is the most sensible i.e. that there is no “right” level of CCD, there should be no need for a detailed current cost valuation, and that CCD should be used to help solve financeability issues.  Such an approach would be intellectually coherent, reduce the regulatory burden, and provide a straightforward NPV neutral solution to financeability constraints.  
Infrastructure renewal expenditure

In section 5.1.6. the Consultation Paper proposes that for companies such as ours, Ofwat will calculate the Infrastructure Renewals Charge (IRC) based on a calculation which takes the level of Infrastructure Renewals Expenditure (IRE) for five years back and ten years forward. 

In contrast we believe that it would be logical, and would be likely to help avoid or lessen financeability concerns, if the level of IRC was calculated using only future years expected expenditure.
Tax

Section 5.1.8 of the Consultation Paper concerns tax. It states that “We propose to add back, in the base year, any tax losses surrendered to group companies without full payment since 2005-6”.

Although we do not believe that this will affect us, in principle we strongly oppose this approach in principle – not because the policy is in any way unwise, but because it has been introduced retrospectively.  Once Ofwat or any economic regulator begins to implement retrospective regulation, regulatory uncertainty is created - companies and investors cannot be clear where they stand when making decisions, which will cause companies to operate less efficiently, and drive up the cost of obtaining finance.   

Financing each company’s functions
Section 5.2 concerns the Financing of each company’s functions.  The Consultation paper states that although Ofwat will not propose a split cost of capital, in PR09/03 the possibility of linking a component of the cost of capital to a market benchmark is being consulted on.
We agree with your proposal not to have a split cost of capital.  In respect of PR09/03, we do not support the idea, as set out in the consultant’s report on Ofwat’s website of linking a component of the cost of capital to a market benchmark,.  In principle we believe that companies are better placed to manage treasury risk than consumers, and that if Ofwat were to adopt such a policy it would drive companies’ treasury policy – whether the approach was efficient or not.  

For further details on why we believe such a link is not a good idea, we refer to the Water UK response to this Consultation Paper, which includes a short critique on this matter by First Economics.

Section 5.2.1 sets out the overall approach to setting the cost of capital.  It states that “We intend to set a single cost of capital for the industry. In doing so, we will review our approach on what might be a sustainable level of gearing for companies as detailed in section 5.2.10.  It is too early to provide definitive data on the cost of capital.  However, despite current volatility in the capital markets, the evidence suggests a lower cost of capital than the 2004 assumption.”

In contrast to the proposed approach, we believe that there could be significant advantages to consumers in not applying a uniform gearing assumption across the industry, as was suggested in the Consultation Paper, but rather to reflect companies’ actual gearing levels and credit rating when assessing the cost of capital and carrying out financial modeling.  We believe that there is merit in companies retaining a “thick equity” financial structure, (which we raised in our SDS) because this allows companies to better withstand cost shocks, such as increases in energy prices, or credit shocks, which could occur if one company in the sector found itself in financial difficulties, changing views of sector risk, or if generally reduced confidence in the market raises costs for all borrowers.  This in turn is good for customers who would not carry the equity risk of the sector.  The effect of using companies’ actual gearing would be expected to act as an incentive to retaining a “thick equity” structure.      

As for the level of Ofwat’s estimate of the cost of capital allowance, we agree that it is too early to judge.  However, we emphasise that it is fundamental outcome of PR09 that we have the ability to access funds at a reasonable cost, for which there must be confidence in financial markets that they will be able to earn adequate returns. 
Section 5.2.2 states that Ofwat will assess the cost of equity based on the Capital Asset Pricing Model, cross checked against other evidence.  We agree that this is a sensible approach.
Section 5.2.3 concerns embedded debt, and states that “Adjustments for embedded debt would only be justified if we decided to take account of the lowest yields recently achieved by companies in our cost of debt assessment…we will assess the extent of embedded debt and company representations in the light of our overall assessment of the cost of debt and consider whether allowances for specific companies are necessary. Our initial view is that a company will need to put forward very strong evidence if we are to consider such adjustments.”
We welcome the implicit recognition from Ofwat that it is efficient for companies to raise debt at different points in the credit cycle, and we agree that the need for any embedded debt allowance is dependent upon the overall level of the cost of debt allowance.  Given that, and the fact that  section 5.2.1 of the Consultation Paper states that it is too early to provide definitive data on the cost of capital, we do not understand how Ofwat can yet say how likely it is to provide any embedded debt allowance.
Section 5.2.11. of the Consultation Paper concerns tax allowances and states that, for tax purposes:
· PR09 will assume the “stylised” gearing level if the actual level if less, and the actual level, if this is more; and 
· If a company gears above the assumed level after the PR is set, Ofwat will claw back the tax benefit if interest costs exceed the level assumed at the PR.
As argued above, we believe that Ofwat should consider setting the cost of capital for each company based on its actual gearing level and credit rating.  Consequently, we also support using the calculation of tax relief of interest payments based upon the actual gearing level, not a stylised one.  In contrast, the effect of calculating the allowance for tax based on a stylised gearing assumption is to drive up the gearing level of those companies with lower gearing than the stylised level.
Financeability

Section 5.3 of the Consultation Paper concerns financeability i.e. the ability to raise finance on reasonable terms in the capital markets.  Ofwat’s overall stance is that it will want to make sure that companies are “comfortably” within the investment grade envelope, but, at the same time, believe that it is possible to avoid revenue (i.e. financeability) uplifts at PR09. If there are any revenue uplifts, unlike in PR04, they will be NPV neutral. 

Ultimately, we need to be able to finance our investment programme, to do which we need to maintain a comfortable investment grade, for which we require reasonable cash flows, whether from the cost of capital allowance or a financeability adjustment.  We agree that any financeability adjustments should be NPV neutral.

As argued above, we believe that our estimated cost of capital should be consistent with our financial structure i.e. gearing level and credit rating, the latter being well within the investment grade envelope.  
Section 5.3.2 sets out the options for addressing financeability constraints.  The Consultation Paper states that “We have decided not to consider further the options of revenue advancement that adopt an accelerated approach to depreciation or allow a nominal cost of capital.  Both would lead to material increases in price limits and might prove unsustainable in the longer term.”

The paper then list out the available options:
· a more flexible approach to financial ratios than at PR04;
· assuming an element of index linked debt;
· assuming an element of equity investment; and
· as a last resort, an NPV neutral revenue uplift.
We agree that a nominal cost of capital should not considered further, as it would lead to a jump in prices.  However, we disagree with the decision not to consider further the adoption of an accelerated approach to depreciation on the grounds set out in the Consultation Paper i.e. that “it would lead to material increases in price limits and might prove unsustainable in the longer term”.  A large adjustment to depreciation would lead to a jump in prices, but it would seem unlikely that a large adjustment would be needed, and consequently, the effect on prices would only be as large as was needed to sustain financeability.  

In our response to section 5.1.3 we set out why we believe Ofwat’s proposed approach to depreciation is not sound, and explain how we believe the issue should be addressed.

The options listed as adopting a more flexible approach to financial ratios, assuming an element of index linked debt and equity investment all require careful examination to ensure that they are realistic.
In respect of the financial ratios, it is imperative that Ofwat mimics the calculations of the Credit Rating Agencies.  The reason for performing these calculations is to assess whether or not companies can maintain investment grade credit ratings.  To perform a calculation that would falsely suggest that credit ratings could be maintained would be worse than useless – real credit ratings would be lost, investors would lose confidence, and investment programmes would not be carried out.

In respect of index-linked debt, again any assumption should be realistic, bearing in mind that the market for index-linked debt is not liquid. 
Similarly for equity investment, any assumption must reflect reality of the degree to which investors would wish to invest further, and also take account of the costs of equity issuance.
Revenue forecasting

Section 5.5.2 of the Consultation Paper states that Ofwat will put in place a “revenue correction mechanism”, to correct for under or over recovery of revenue as compared to forecasts from Final Determinations.  The reasons for this are associated with reducing revenue over and under performance and to promote water efficiency.  We agree with this change.

Chapter 6: The incentive framework – delivering outputs and reducing costs

The overall performance assessment
Section 6.1.3 of the Consultation Paper states that Ofwat intends to review the purpose and nature of the Overall Performance Assessment (OPA).

We agree that the OPA should be reviewed. Further thought needs to be given as to whether the use of OPA as a means of incentivising companies is consistent with the (sensible) direction Ofwat is taking on companies owning plans, the emphasis on long term planning etc.  Given the inconsistencies in reporting that are coming to light, which we have drawn to Ofwat’s attention it is difficult to see how Ofwat can continue to use the OPA as a means of comparing companies’ performance and in particular for providing additional allowances (or reductions) in price limits. 
Addressing failure to deliver and PR09/06 

Section 6.1.4 of the Consultation Paper addresses failure to deliver, and cross refers to a subsequent letter PR09/06.

If Ofwat wish to set prices on the basis of forward looking costs (as it generally proposes to do and has done at recent price reviews), then, in order to ensure that sensible outcomes are delivered, it is essential that risks and associate incentive mechanisms are carefully considered,.  We believe there is significant scope to improve the regulatory framework in this respect, particularly as set out in the consultation paper.

The relationship between outcomes and incentives needs to be further considered because:

· We wish to avoid those regulatory features which could cause costs that companies ultimately put forward in their plans, and that need to be “allowed for”, to be higher than customers and/or investors should be funding.  To keep costs/prices at appropriate levels:

· Risks need to be allocated to those that are best able to bear them.  If Ofwat seeks to place risks on companies then these of course need to be financed (i.e. removing certain notified items only seeks to put that risk on companies).  In so doing companies may be compelled to put in higher estimates of their costs (i.e. not central estimates as their activities may be higher) in order to meet required outputs. 

· With regard to penalties/fines we have made it clear to Ofwat that we feel it is essential that there is clarity on our compliance obligations, consistency on when enforcement proceedings will be instigated, a clear and fair process which sets out the way in which you come to a conclusion and establish the level of penalty, and penalties which are consistent with the seriousness of the misdemeanours.  This will be to the long-term benefit of customers.  If this is not the case, companies may need seek to include additional costs in their business plans to ensure that they are able to meet any required outputs.

These issues are of course directly relevant to the points made earlier in relation to the need for Ofwat to ensure we can finance our functions.

· We believe companies should have incentives to improve data quality, and so performance targets need to be adapted in the light of improved information.  It follows that if companies will be penalised via fines that if the level of penalty is perceived to be excessive, then there is also a danger that companies may not have the incentive to improve their knowledge of the asset base, where this might reveal an output not being met.  We have concerns over PR09/06, in particular in respect of the proposed approach to serviceability, where expenditure may be “shortfalled” for up to 50% of assumed expenditure.  In this case, for example, the more CCTV work that is carried out, the more sewer collapses are likely to be found. To avoid the disincentive we believe that performance targets need to be adapted in the light of improved information.   

PR09/06 also concerns sewer flooding, stating that companies would be shortfalled either if they did not carry out the amount of work assumed at PR04 or if they failed to hit the sewer flooding register target. We do not believe this approach to be reasonable for two reasons:
· First, as mentioned earlier, additions to the sewer flooding register are caused by external factors largely beyond our control, such as climate change and development: logically, extra work due to these causes should be logged up as additional outputs. 

· Second, during PR04 we received specific communication from Ofwat stating that the measurable output in this area was the register target alone i.e. not both the register target and the workload assumed at PR04. 
Due both to the confusion as to what Ofwat’s stance actually has been in respect of the AMP4 period, and the underlying logic for logging up additional work not anticipated at PR04, we suggest that Ofwat amend its new policy and log up additional work carried out in this area.
Turning back to PR09, whatever the penalty regime, it is essential at the time of Final Determination that companies know what outputs are required to be met, and what the consequences would be of not meeting them.  
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