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RESPONSE TO OFWAT’S PROPOSED PR09 METHODOLOGY
Overview

We believe the 2009 price control represents a significant opportunity for water companies to deliver improvements to customer service and environmental standards, and to become more sustainable, without the need to increase customer bills. There may also be an opportunity to separate wholesale and retail price controls to facilitate the longer term contestability of certain aspects of water and sewerage services.
We are however fearful that the methodology OFWAT are proposing does not facilitate delivery of some of these objectives. This may in part be due to a lack of clarity from Government on the role that water companies are to play in social and sustainability policy and in how we interact with other sectors such as agriculture. 
We welcome the focus on long term planning, investment appraisals which take account of externalities such as the cost of carbon and, in principle, the use of cost benefit analysis and menu regulation. 
We are concerned that if the methodology is implemented mechanistically then there is a danger of delivering a rollercoaster of prices. This is not what customers want. 

We would propose the following principles for the 2009 price control:

· the final price to the customer should not increase in real terms over 5 years, 
· the price control be split into 2 parts – retail and wholesale,
· the price for retail services – which we see as being contestable in due course – should be set with regard to the average costs in the industry,
· a rollercoaster of wholesale prices should be avoided, ideally by tailoring the size and phasing of the capital investment programme,

· the allowed return should be a mixture of the forward looking cost of capital on new financing and the “rolled out” cost of debt on embedded debt, and be adjusted for financeability where necessary, 

· incentives should be strengthened to encourage companies to deliver more of what customers want, to contribute towards wider sustainability solutions and, where appropriate, implement operating rather than capital solutions.

What follows builds on these points.

Menu regulation

In principle Wessex Water supports the introduction of menu regulation. We believe it helps with the asymmetry concerns that the regulator has, encourages companies to take greater ownership of their plans and better manage risk. It also reduces reliance on rather unsatisfactory capital efficiency models. 
Menu regulation could provide some renewed incentives for further outperformance. However, as currently structured, the incentives to outperform are modest – certainly in comparison to those provided by OFGEM. In particular, the incentives for frontier companies are much reduced compared to the current mechanism with its enhanced incentive multipliers. These enhanced incentives are proving effective in pushing the efficiency frontier further forward and should be retained under menu regulation.
We are concerned that the details of menu regulation have not been clearly established. Before the Board can sign up to such a significant change to regulatory process it is necessary to fully understand how a proposal will work through to price limits and will impact upon the financial returns of the business. 
We are looking at how menu regulation could work in practice. In particular :

· how the benchmark could be set,
· the appropriate level of incentives,
· the link to the revenue allowances in the current and future price controls.

We hope to work with OFWAT on this detail such that we can subsequently decide whether to accept the introduction of menu regulation.
Dealing with uncertainty

A low risk water industry needs appropriate risk protection.
Notified items are an important mechanism for dealing with uncertainty and should be retained for items whose timing or magnitude remains unknown at PR09 and that would have
significant financial consequences during AMP5 if implemented. In our view these include:
· private sewers – if this remains too uncertain at the time of determinations to be included in price limits
· lane rental charges – predicting the take up and timing of these will be impossible for PR09 but, if introduced, would cost several £million
· the water framework directive – DEFRA in their Statement of Obligations expects regulators to make adjustments for WFD measures identified too late for inclusion in price limits but requiring delivery before 2015.
We agree that bad debt and meter optants do not need to be notified items provided that OFWAT make a sensible estimate of these in price limits.

We agree that companies shouldn’t hide behind the in-period change mechanisms to duck difficult decisions in their business plans. Clearly this applies equally to OFWAT when making their determinations. If there is a reasonable probability that a particular change in costs will arise during AMP5, OFWAT should include a central estimate in price limits rather than exclude it and expect companies to be compensated through an IDOK later in the period.
Cost benefit analysis

The Board believes in cost benefit analysis. It is important that customers are made aware of, and can put a value on, any improvements that are proposed. 

That said, cost benefit analysis is an art, not a science. At best it can give a broad indication of relative priorities once nested within the overall willingness of customers to pay for water and sewerage services. The Board believes that cost benefit analysis should guide, rather than determine, improvements to be undertaken.

A substantial proportion of improvements that will be made over the next 5 years are mandatory. Whilst this does not negate the need to undertake cost benefit analysis, valuing mandatory improvements should not be a matter for water companies. Not only is it a poor use of our resources but, as a matter of principle, we believe that the body proposing the improvement should be required to value it. We believe this is the position recently taken by DEFRA in their Statement of obligations.
Equally, investments to cater for new development must be delivered irrespective of their cost benefit assessment.
Doing what is right for customers

Business plans should aim to deliver what customers want. Fortunately, our customer’s needs and priorities are relatively well understood :
· good quality, reliable services, delivered without restriction, at a reasonable price 

· value for money

· problems fixed quickly, efficiently and first time

· high quality customer services
· services delivered in a sustainable way 
· price stability and predictability
In the past these priorities have not fitted easily with the either Natural England / the EA’s agenda or OFWAT’s methodology. In particular previous models resulted in a rollercoaster of prices and consequent customer discontent. We believe that the methodology now needs to evolve. 

We believe that we should seek to deliver what customers want by investing to improve customer service, security of supply, environmental standards and reducing carbon emissions, whilst ideally leaving prices constant in real terms for 5 years. 
We understand that CCWater have proposed a mechanism whereby if such a model resulted in returns above the cost of capital, any subsequent additional returns will be split between shareholders and customers at subsequent price controls. We would be interested in OFWAT’s views on this proposal.
Competition

We remain doubtful that the WSL regime will be able to drive effective competition into the water sector. We are concerned that it will result in a reallocation of sunk costs rather than any genuine and sustained efficiency gains. However, we are increasingly of the view that vertical separation of water and sewerage activities, accompanied by intra-supply chain trading can generate efficiencies through time. Current market activity is centred around Insets, not the WSL regime. This is sharpening pencils but raises issues around how costs are set and their allocation along the supply chain.
Accounting separation of retail and wholesale activities can happen relatively easily. If pursued with vigour then we see no reason why separate price controls for wholesale and retail services could not be set from 1 April 2010. The price control for the retail function should be determined by the average cost to serve in the industry allowing for differences in meter penetration. This would mirror the position in a competitive retail market, reward efficient companies and ultimately improve or remove inefficient service providers.

Incentives
Incentives to deliver operating cost solutions

Traditionally privatised companies have earned “rents” on operating cost solutions by out-performing regulatory assumptions. The ability to achieve this came from the in-built inefficiencies which existed in the immediate post-privatisation period. As time has gone on, and as unit input prices have risen faster than inflation, the scope to realise these rents has diminished.

This has highlighted a weakness in the regulatory model – companies only make money in the long run by investing in capital solutions. This may not be in the long run interests of customers or the wider sustainability agenda. 

We consider that companies should be allowed to earn the same equity return on operating cost solutions as they do on capital investment. This does not necessarily suggest that we move to a cost plus model for operating expenditure. We would suggest that this development is restricted to the delivery of new standards and that the cost of delivery of this should be benchmarked against best practice at each price control.
Incentives to deliver on the wider sustainability agenda
We believe that both the government and our customers want water companies to contribute towards a sustainable economy. To that end we have specifically suggested in our Strategic Direction Statement that we should aim to be carbon and waste neutral by 2020 and that we should have the ability to contract with farmers to change their farming practices.

We recognise that in an ideal world water companies should not be drawn into such matters and that there should be either market or regulatory based solutions. However, in practice we are involved and, as such, our response should be pragmatic. Specifically we consider that:
· mandatory reductions in carbon emissions should be covered within price limits,
· provided customers are willing to pay, we should be allowed to finance the cost of any renewable energy generation scheme from within the regulated business to take advantage of the low cost of capital that regulated models allow,

· in the absence of any external mechanism giving an incentive to cut methane emissions companies should receive payments for cuts that equal customers’ willingness-to-pay, thereby revealing the correct, cost-beneficial level of activity rather than OFWAT having to decide this up front
· where contracting with farmers to change their farming practices, e.g. using less fertiliser, delivers the cheapest and most sustainable solution, and provided we have encouraged the EA to make full use of its existing powers, the compensation paid to farmers for lower crop yields should be allowed for in price limits.

Incentives to deliver what customers want

Over the years the Overall Performance Assessment (OPA) has proved to be a useful tool in improving service in general. If it has failings then it is that :
· the weightings given to each aspect of service have probably not reflected customers’ priorities

· the amount of incentive has been relatively modest, a fact not helped by the amount of bunching that occurred between companies prior to the last price review.

We believe that these shortcomings should be addressed. In particular we consider that customer service should be separated and incentivised separately under the retail function through accounting separation. We also believe that the OPA should carry greater financial incentives with higher rewards and penalties. Through time we would expect the definition of customer service to be extended as the retail operation takes greater responsibility for the final delivery of service to customers.  

The cost of capital, financing and indexation of the cost of debt
Cost of capital

At face value recent transactions in the capital markets might suggest that it should be possible to set a lower forward looking cost of capital from 2010. However, recent trends and levels in the markets have been unusual by historic norms and it is by no means clear that the position can be sustained. 
We believe recent transaction values reflect :
· the ability of the market to purchase a growing RCV with a cost of debt and capital structure which exploits the difference between regulatory financing assumptions in 2004 and current market conditions,
· there being a large amount of money looking for a safe political and economic home,
· the ability of some institutions not only to attract capital to a fund, but also to make fees from transactions.

Despite this we are surprised at some of the transactions that are going on in the market. In some ways recent events mirror what happened prior to the 1999 price control. Then, despite warnings about price and profit cuts, companies were trading and being purchased at significant premiums to RCV. It was only after the price review that the capital markets reacted and substantial amounts of equity left the market. The industry was able to absorb the shock largely because of the relatively low levels of gearing and benign debt markets. 
It cannot be assumed that investors are being rational or that market conditions can repeat themselves. We would therefore urge caution when determining the forward looking cost of capital. 
Whilst we will give an indication of our views on the cost of capital in our Draft Business Plan we will set out our final assessment in our Final Business Plan in light of the most recent market evidence.

Indexing the cost of capital

We do not think there is sufficient reason to index the cost of debt. This would merely result in a risk which is fundamentally best managed by shareholders being passed to customers and would considerably blunt the incentive for efficient treasury management. 

However, we understand concern about the level of profit that has arisen from the recent reductions in the cost of debt.  Moreover we are sympathetic to the difficulties in accurately forecasting what will happen in the capital markets.  

A way to resolve these dilemmas would be to create a “financing roll-out”. In embryo the idea would be to :
· set a forwarding looking cost of debt for new and refinanced debt instruments,
· allow the embedded regulatory assumption on the cost of debt on embedded debt
,  adjusted for a proportion of the difference between the assumed cost of debt at the previous price control and the actual cost of debt.

 

Whilst this is a new idea we believe the proposal will :
· correct for the variance between the assumed and actual cost of debt over time, whilst leaving the balance of risk and reward with the shareholder, 

· allow time to observe whether large fluctuations in debt markets are sustainable thereby avoiding knee-jerk reactions to market conditions.
We append a worked example for discussion.

Financeability adjustments

We have argued in the past that the need for financing adjustments is driven primarily from either setting an inappropriate cost of capital, or spending too much money too quickly.
There are some technical ways of dealing with this problem. Assuming an amount of index linked debt and equity formation are obviously amongst the alternatives. We would suggest that when OFWAT look to construct their regulatory balance sheet they take account of the typical amount of equity and index linked financing companies currently have in place and assume that stays constant. Thereafter, if financeability adjustments are necessary to maintain a strong investment grade credit rating – by which we mean A-/A3 – then these adjustments should be made on an NPV neutral basis. 

Depreciation, tax and inflation

Taxation

We believe that the retention of equity should be encouraged. As such we agree with OFWAT’s proposed approach to taxation.

Depreciation

We agree that depreciation charges should be consistent with companies’ expectations of the long-term level of maintenance spend. We therefore welcome OFWAT’s proposed flexibility on the time period for setting the infrastructure renewals charge. However, we believe that OFWAT should go further and, rather than proposing its own methodology, put the onus on companies to make a justified case for the time-period over which the charge should be calculated.
Capital price inflation index

We believe that a move to the infrastructure element of the Capital Price Inflation Index will more closely reflect inflation in the water industry. We therefore would agree to its adoption provided that in setting future expenditure allowances consideration is given to the fact that water industry capital efficiency is “baked in” to the index. 
Revenue adjusted price caps

We believe that the role that water companies are expected to play in sustainability is incompatible with the traditional economic model of maximising returns through increasing product sales. As such we welcome the introduction of revenue adjusted price caps. We believe this will encourage water companies to promote a sustainable use of water, in particular by de-risking the introduction of widespread metering. However, in order to get the most from this change we believe stronger incentives should be given to companies to promote water efficiency, and are working proactively with OFWAT on the proposed water efficiency targets for AMP5.
We are a little unclear as to how the revenue cap mechanism will work in price limits and OFWAT will need to set this out before we can understand and accept it.
We also welcome OFWAT’s proposals for a less detailed PR09 tariff plan and your encouragement of innovative tariff structures – something we have been championing for many years, most recently with our Assist tariff and our proposed meter trial.
Financing new development
We have long considered that investment to meet the cost of new development should be self financing. Not to do so not only potentially creates a subsidy between new and existing customers within a company but, as inset appointments grow, it will create cross subsidies between one company and another. This would be unacceptable.

Wessex Water welcomes the development of competition for greenfield sites. However, in contrast to energy, the rules governing entry have not been fully defined. There needs to be a clearer definition on access and use of system prices. Where those prices do not cover the cost of upstream or downstream investment, site specific infrastructure charges should be levied to recover the balance. In making this change we believe other charges – such as requisition fees could be abolished. 
Assessing the scope for future operating cost savings
Setting targets for operating expenditure has created good incentives to find efficiencies. In turn this served the customer and the investor well. However, in contrast to the immediate post privatisation era we do not believe that the setting of targets will necessarily result in falling costs.

We believe that in setting targets regard must be given to the path of unit input prices – primarily labour, power and chemicals. Moreover, we believe that targets should be set on controllable costs only, and where capital substitution can be shown to be in the long term interests of customers that this investment should not be dis-incentivised by the need to find a payback in less than 5 years.
Pensions

We understand that OFWAT intend to honour the obligations entered into in 2004 but we remain a little unclear over the detail. But we believe it will help certainty if OFWAT were as explicit as OFGEM over the proposed treatment of pensions and if there were a common understanding about the differing cash and accounting treatments of pension costs.

Consumer research

OFWAT propose three stages of consumer research for PR09:

· Stage 1: company research with CCWater input, informing strategic direction statements

· Stage 2: CCWater-led joint deliberative research, informing draft business plans

· Stage 3: OFWAT-led joint consumer research including willingness to pay (WTP), informing the determinations

We are very keen to see these stages complement, rather than compete with, each other.
For example, we have completed extensive WTP consumer research over the past year to inform our SDS. This has been done in full collaboration with CCWater and OFWAT. Against this the WTP element of OFWAT’s proposed Stage 3 needs to be carefully thought through. National WTP would not reflect regional differences, while regional WTP would be very costly and would just duplicate the work that we, and many other companies, have already done.
The only sensible way forward is for OFWAT to take as their starting point for Stage 3 all the work and findings from Stages 1 and 2 and ensure they build on that work rather than ignoring it.

Serviceability assessments

Serviceability assessments are playing an increasingly prominent role in water regulation but they are still opaque and lack rigour. In the context of the price review methodology, the assessments form a central part of the proposed short-falling of companies who are deemed by Ofwat to have missed their regulatory outputs for maintenance.
It is therefore essential that the assessments are clear and transparent and genuinely reflect the likely trend in future service to consumers. They should also reflect the economic level of the indicators that inform the assessment, e.g. an economic level of bursts, and take account of the relative performance of companies.
More essential still is that the assessments follow a robust methodology that is peer reviewed and is carefully reported and explained. Such a process is applied to OFWAT’s efficiency assessments even to the extent that all the data needed to replicate those assessments is published. This is very different from the current process for serviceability assessments.
As ever, we would be happy to discuss any of the above with you in more detail.
Keith Harris

Director of Finance and Policy
� Being that determined by the regulatory balance sheet less debt to be refinanced during the next price control.


� The formula should apply to the regulated pro forma balance sheet to avoid customers bearing the costs / benefits of balance sheet restructuring. We would also use the average annual cost of debt over the price control period to avoid turbulence on the real cost of debt caused by spikes or troughs in inflation.
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