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egina,

Framework and approach – a consultation paper

Setting price limits for 2010-15
Thank you for the opportunity to comment on your framework and approach - setting price limits for 2010 – 15 (titled the ‘framework’ in our response). We recognise the significant challenges ahead and welcome the innovative and customer centred approach being taken in order to address these issues.  
Our Strategic Direction Statement (SDS) published on the 4th December 2007, sets out our longer-term objectives and priorities for the next 25 years; ‘striking the right balance’ for customer service, environmental improvements, customer bills and returns for our investors. The objective for our PR09 submission is for full alignment with our SDS.  
We believe that the approach taken by Ofwat at PR04 was extremely successful.  It was characterised by openness, transparency and consistency.  The water industry is a long term industry and Ofwat need to meet stakeholder requirements of consistency and stability to deliver a methodology that avoids, at all costs, increasing regulatory uncertainty and risk.
We are pleased that Ofwat have retained many of the same mechanisms which were in use in the PR04 review.  However, we believe that there is still significant further work to be done to improve new innovations (such as menu regulation) and ensure sufficient incentives for companies within the framework.  We would also welcome visible appraisal of the overall impact of the individual areas of change discussed in the framework and how this impacts on companies’ risk exposure in the short and long term. 

We have given detailed responses on the framework consultation in the annex to this letter.  However, the key issues from our response for your focussed attention are given below:

· Financing and returns

The single most important factor is that an appropriate cost of capital is used in setting prices. Without an appropriate level of returns, the ability of companies to deliver obligations and finance their functions will be seriously compromised.  The Capital Asset Pricing Model is a useful starting point for assessing an appropriate level of returns for companies although it is important to recognise that this is not the only model.  A range of models and approaches can and should be considered.

Market reality and investor expectations rightly play an important role in assessing the appropriate level of returns.  The level of new capital obligations (that companies are obliged to meet) remains, and is likely to remain, at high levels for the foreseeable future.  It is necessary that a pragmatic and flexible approach is taken to ensure that companies can finance their functions, meet the new obligations and remain credit worthy.  To not do so would, in the long run, be to the detriment of customers and cause investors to exercise their right to withdraw support from the sector.

There has been a received wisdom circulating that returns at PR04 were set too high.  It is far from certain that this was actually the case given that the regulatory cycle is only just over half way through.  In addition there have been important market events, i.e. the credit crunch, over the last 12 months, the consequences of which need to be fully taken into account when considering companies’ abilities to raise new finance.

· Menu regulation
We appreciate that ‘Menu Regulation’, in principle, may offer benefits over the current approach to setting capital expenditure.    The key elements of applying menu regulation, as set out in your separate consultation, are still to be determined e.g. the strength and shape of incentives; the breakeven point; and, the relative importance of taking a future or historical view with regards to assessing capital maintenance expenditure. Our full support to ‘Menu Regulation’, is conditional upon a clear  understanding of not only the principles of menu regulation but also of its application.
As explored in our initial response to menu regulation we see no merit in lowering the level of incentives for out-performance, as would be the case for top performing companies, if the current proposal for menu regulation (as contained in PR09/02) is put into practice.  Additionally we recommend that the starting point for assessing baseline maintenance expenditure is the company defined submission where it is compliant with the UKWIR Common Framework.  To do otherwise is not only a backward step but is contrary to the aim that companies should do their own asset management plans and are best placed to identify their future needs.
· Incentives and efficiency targets 
There is evidence that public equity investors perceive that Ofwats’ proposed methodology weakens incentives for out-performance and that this makes the sector less attractive.

Driving more efficiency is central to the current regulatory model and both incentives and future efficiency targets play a key role within this. Over time, the ability and scope for companies to make efficiencies has reduced (this will be further reduced by a reduction in the quality programme in AMP5 and the loss in synergy between the Q programme and maintenance on operation and capital maintenance); there is therefore less scope for re-investment or dealing with uncertainties. 
The emphasis should be on setting central targets for costs, smaller future efficiency targets than at the last price review and greater reliance on incentives for driving out-performance. When setting future efficiency rates, Ofwat must adopt an approach based on realistic targets. Companies will then be incentivised to strive for an achievable level of out-performance. 
In line with our view (published in our SDS) that incentives need to be enhanced for out-performance, service and long term planning we have commissioned John Earwaker of First Economics to consider improvements or modifications to Ofwat’s industry incentive arrangements during PR09.  The report is attached as Annexe 2.  Our intention with this report is to request a meeting with Ofwat to discuss these suggestions in more detail before we submit our Draft Business Plan.
· Risk and uncertainties
Whilst it is accepted that risks for companies have changed (effects within the economy have increased risks and the Ofwat framework has attempted to balance and reduce a number of these risks), it is unclear from the framework whether the overall impact on risk has changed. Some specific risks and uncertainties are not explicitly recognised or dealt with e.g. climate change and the volatile cost of energy. The current mechanisms only go so far in mitigating some of the risks which companies face. It is important to stand back and assess the wider and longer term impacts of all risks on the company to fully inform the setting of key variables such as the Cost of Capital. 
We believe that notified items are a vital tool in managing risk, the removal of notified items significantly alters the level of risk which a company faces. Ofwat should continue to include notified items within the framework though it is acknowledged that the current items in AMP4 require reviewing.

· Assessing capital expenditure: 
We agree with Ofwat’s desire to assess the robust nature of the capital costings within company business plans. The assessment method outlined we believe comes from an attachment to the ‘framework’ document, produced by Faithful and Gould (F&G) dated 31 July 2007

The F&G report and scorecard assesses the accuracy of scheme costs for each stage of the lifecycle of a scheme within the delivery phase of a capital programme. Whilst it is fine for assessing delivery costs it is inappropriate in assessing the accuracy of scheme costs when building the business plan submission. For YW; to score greater than 1 would require nearly £200M investment in wasteful feasibility studies and if scores are lower than 1 serious shortfalls in the capital programme may result. 
Within the framework, the approach suggested has not been developed in wide consultation with the industry. We believe that the approach indicated would be a backward step for Yorkshire Water, since the method proposed does not deal with the complexities of a programme the size of ours.  For PR09 we have further improved our LEADA+ asset management systems and we intend to continue to use our improved approach to assess the accuracy of our capital expenditure programme.
In Annexe 1 we have prepared a detailed response to each referenced area. For brevity we have not commented on sections where no further clarification is required.
Yours Sincerely,
Richard Ackroyd

Director of Regulation and Investment, Yorkshire Water

Annexe 1

Ofwat: Setting price limits for 2010-2015: Framework and approach – consultation

Yorkshire Water’s response

	Ofwat Ref.  No.
	Response

To ease the process we have highlighted topics which we believe require attention before final guidance is issued in March 2008.



	1.3
	Key Issues



	1.3.2


	Incentives

In our SDS we identified 3 areas for improvement in incentives as follows:

· Company retention of out-performance: We support the introduction of multipliers for top performing companies to increase the share of out-performance.  As mentioned in 4.4 of our consultation response, the proposals for menu regulation, as they currently stand, reduce the share of out-performance for top performing companies.  It is important to remember that these incentives are for out-performance; over and above achieving all efficiencies.  Companies still need to achieve the challenging levels of efficiency built into prices and receive no share of this benefit.

· Increasing the rewards for step change improvements in service: There is a need for a significant change in the way increased service is incentivised and rewarded.

· Introducing new incentives for longer-term maintenance planning: Moving to Menu Regulation could be a step in the right direction on condition that that existing incentives are at least maintained and preferably enhanced.

We have been developing ideas regarding incentives in these areas and attach in Annexe 2 a paper by John Earwaker of First Economics (commissioned by Yorkshire Water).  Whilst not drawing firm conclusions at this stage, we broadly agree with many of the suggestions as potential ways forward.  We would like to discuss how these ideas can be developed and put into practice for the next price control period.


	1.4


	Impact Assessment

Both the timescale for consultation and the changes discussed increase the level of regulatory uncertainty for companies. The level of change being suggested has the  intention of reducing risk but could have the opposite effect in that there is insufficient time to ensure a high quality plan. Additional contingencies built in to compensate are one manifestation of increasing uncertainty. The delayed decision process on Menu Regulation is a specific example.  Another area of uncertainty will be the process of reconciliation between company business plans and the outcome of CCWater’s national customer research.

 

	2.1.3


	Draft Business Plan Information Requirements

Yorkshire Water are only planning to submit a single business plan submission which will “Strike the right balance for Yorkshire”. Without detailed guidance on the form(s) of alternative plans and/or the triggers by which such plans would be developed, we will not consider the development of alternative submissions at this time.


	2.2 

	The process for setting price limits 
We continue to support Ofwat setting annual price limits and a single infrastructure charge for each company.



	2.3
	Risk and uncertainty

We challenge Ofwat’s statement that ‘its structure and regulatory arrangements combine to present a low overall business risk.’ We believe that the future is looking less certain where costs which are outside our control e.g. power, reduced scope for efficiencies and increased regulatory risk through Ofwats’ methodology has the effect of increasing overall business risk.

We request further consideration by Ofwat of the level of overall business risk faced by Water Companies, particularly when looking at future uncertainties.
   

	2.3.1 

	Notified items

There are a number of significant uncertainties going forwards. Whilst specific Notified Items and their treatment may be different to those set out in the AMP4 price setting framework, Ofwat’s approach to Notified Items and treatment of these material uncertainties needs to be retained.
Yorkshire Water will be balancing risks within our Business Plan through the use of notified items, in order to best manage risk and reduce the impact of such risks on customer prices. 

The following are examples of Notified Items which we will include in our Draft Business Plan submission.

· Charges for lane rental/traffic management. 

· Increases in the taxation of infrastructure expenditure arising from the introduction of International Financial Reporting Standards. 

· Any cost incurring change emerging from the introduction of competition

Within this price period we have seen the wholesale market price for base load electricity has been volatile within a range of below £30/MWh to around £60/MWh. This demonstrates the uncertainty faced by companies heavily dependant on these uncontrollable costs to achieve service and compliance standards.

Indexing Energy Prices (IEP)

We are of the view that a new mechanism for IEP should be considered.
To reduce the operating cost risk and uncertainty related to significant and material movements in energy prices between periodic reviews, it is proposed that at the end of a price review an adjustment is made to prices to reflect actual prices in the completed period. This approach, if developed, would ensure that there is the retention of incentives for energy consumption reductions.  

The basis and supporting evidence for these and other items will be incorporated in our Draft and Final submission.



	3.2
	Understanding customer preferences

With reference to your statement ‘In the absence of competition, consumers cannot demonstrate what they want and are prepared to pay for by choosing between alternative suppliers and alternative packages’ , we believe that through our extensive market research programme (circa £2 million over 10 years) we provide an up-to-date voice for customers which then enables YW to deliver service objectives on the basis of stated preferences. This approach to customer choice provides a robust foundation for our service proposals and investment. 


	3.2.1
	Finding out what customers want

We broadly agree with the statement in section 3.2.  However, there may be circumstances where customers would not prioritise or indicate a propensity to pay for improvements to a specific aspect of service. Customers may not recognise this benefit because this service measure does not and will not affect them directly. However, this measure might still be considered to be in the best interests of some customers to improve e.g. sewer flooding of homes. 

The ‘framework’ document identifies three stages in the determination of consumer preferences and priorities.  Building on this structure, we believe that there are actually four stages (not three) as companies own extensive and objective Willingness to Pay customer research is an essential stage to formulate detailed investment plans based on robust cost benefit. 

We will be assessing our quantified customer research as part of the development of our Draft and Final Business Plan submissions. We believe that Ofwat should include an additional stage into the framework document which considers the wealth of information collected as part of individual companies’ willingness to pay surveys. This additional stage is detailed below and will allow collaborative working with the industry to consider the data that companies have collected and quantified.

The structure which we are therefore working to is as follows:

Stage 1: Each company carries out consumer research with input from CCWater to inform and develop its SDS (with a clear focus on the long term)

Stage 2: Each company carries out quantitative and qualitative customer research to determine its investment priorities providing a foundation for its cost benefit assessment of schemes and programmes of work.

Stage 3: CCWater leads a joint stakeholder regional deliberative consumer research project. The results will inform each company’s draft business plan proposals.

Stage 4: After each company submits its draft business plan, Ofwat will carry out joint consumer research working with other stakeholders. This will explore consumers’ views on their company’s proposals, including willingness to pay. The research will build on the first three stages of research and will inform Ofwat decisions on their draft and final determinations.

Stage 1 provides the long term customer preference 25 year context within which the PR09 submission will be set. Stages 2, 3 and 4 focus on the 5 year short term specifically designed for the PR09 submission.

Stages 3 and 4 alone are unlikely to provide any statistically robust or detailed information at a regional level. Stage 2 is the companies’ stated preference research, which is both statistically robust and detailed. It would be beneficial for Ofwat to recognise the importance of companies’ own stated preference research in the forthcoming guidance document.



	3.3
	Sustainability

For us, sustainability is about ‘Striking the right balance’ in both the short and the long term. Sustainability is not an issue in itself; it underpins all areas of our long-term strategy. 

Government and society have raised the need to reduce carbon emissions. It is noticeable that there are no mechanisms in the framework to assist the water industry in making these changes. The current framework restricts companies’ choices particularly with regard to incentives and regulatory payback periods.

It is essential that both companies and Ofwat consider solutions within business plans where delivery (or payback period) exceeds the 5 year planning period. This can only lead to more sustainable and whole life cost solutions being promoted and delivered.

Ofwat have a sustainability duty to ensure that companies are operating within a framework which supports sustainable decisions, it is therefore suggested that we work together to develop mechanisms within the AMP5 period. 


	3.3.1
	Climate change adaptation

We support the principles of adaptation and mitigation. We are actively working with Ofwat and the EA within the national guidelines on water resources and look forward to working with the industry on improved guidance for sewerage planning. 

Our intention from our SDS long term planning work, is that where long term influences e.g. climate change (particularly adaptation) are still very uncertain, then investigations and R&D will be promoted prior to engineering solutions as part of a phased long term approach over the 25 yrs.



	3.3.2
	Carbon Impacts and Management

We agree with and have developed a comprehensive carbon accounting approach within our LEADA+ asset management systems. 

A full mitigation and adaptation strategy for the company has still to emerge from this analysis. For mitigation we will continue to develop our programme of investment to reduce greenhouse gas emissions; however this alone will not be sufficient to achieve the proposed targets in the Climate Change Bill. In committing to reduce our greenhouse gas emissions in line with new Government targets, we believe that this commitment should be coupled with further consideration of national green energy provision and commitments to new technological development.
Currently, very few projects are economically viable within the five year payback period required by the regulatory regime. This is a constraint that hinders companies hitting both cost expectations and the Carbon Reduction Commitment targets set by Government. Wider incentives are required to facilitate both energy efficiency and renewables.

In order to meet the Carbon Reduction Commitments proposed by Government by 2020, it will be necessary to review and amend the existing framework, particularly with regard to incentives and regulatory payback periods. Without changes in these areas it will not be economic for the Company to drive energy and carbon reduction programmes to achieve the CRC targets proposed by Government. We would expect significant areas of change within the final methodology and framework to reflect the importance of these issues. This is essential to ensure that the company programme is truly reflective and aligned to Government targets.

For adaptation, in the absence of certainty around the effects of climate change on our operations, in the first instance we will undertake research into the potential impact on our assets and operations. Once this is better understood, we will work in partnership with our regulators and the Government to set out and deliver affordable and sustainable solutions, where required.

Yorkshire Water will be proposing a larger Research and Development investment programme in the area of climate adaptation, in order to be better able to deliver and understand benefits for consumers. We would expect Ofwat to welcome and support such activity as part of the company determinations.

In addition, it is important for Ofwat to be clear that the industry must deliver affordable and sustainable solutions. Quality obligations must be balanced to ensure that they do not place additional pressure on carbon commitments. Of particular concern is the Water Framework Directive, whereby some solutions considered and promoted by Regulators (in particular, the EU Commission, in the way it drafts and assesses new environmental legislation) will only add further pressure on carbon commitments.
In para 3.3.2 ‘However, as this is a separate and competitive market, we 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 do not believe that this categorisation will appropriately incentivise companies to reduce their carbon commitment. We believe that further dialogue on this issue with Ministers and Defra will be required in order to appropriately understand the drivers and incentives for companies to determine the least cost approach for consumers.


	3.4
	Justifying proposals for service and investment

We welcome Ofwat’s further clarification provided in the recent CBA guidance and should we have any further enquiries we will follow them up as part of the reporting requirements consultation.
As part of the feedback workshop in November 2007, recognition was made that it is not feasible or pragmatic to undertake cost benefit analysis for all investment areas, for example IT, R&D, Management & General, where it is difficult to elicit a customer valuation directly. Our experience of Cost Benefit Analysis within PR04 confirms the difficulty of achieving this task.

The development of our PR09 plans does not apply cost benefit analysis to these areas of the programme; these are implemented within the cost effectiveness planning objective as defined by the UKWIR common framework. We would expect Ofwat to confirm that CBA would not be required for these asset groups as part of the final framework guidance in March 2008.


	3.5.1
	Good practice in asset management planning

We agree with Ofwat’s desire to assess the robust nature of the capital costings within company business plans. The assessment method outlined we believe comes from an attachment to the ‘framework’ document, produced by Faithful and Gould (F&G) dated 31 July 2007

The F&G report and scorecard assesses the accuracy of scheme costs for each stage of the lifecycle of a scheme within the delivery phase of a capital programme. Whilst it is fine for that process however it is inappropriate in assessing the accuracy of scheme costs when building the business plan submission.

To score greater than 1 in the F&G approach, all schemes submitted to Ofwat within company business plans will be required to have achieved a feasibility status with solution costs. For us we would need to assess (using feasibility studies) 194,000 solutions based upon current known risks and predicted future failures. If each feasibility study, costs circa £1000, then the company would need to have completed £194M worth of feasibilities before submitting business plans. Scoring less than 1 in the F&G approach could result in a determination falling short of investment requirements.

The F&G approach being ‘failure’ based is a backward looking approach not aligned with the ‘future looking’ application of the UKWIR common framework.  Our work developing our LEADA and LEADA+ systems over recent years is based on a ‘future looking’ assessment and as a result would not align with the proposed scorecard.

We will continue to develop our business plan using both the UKWIR common framework, UKWIR AMPAP approach and our own internal procedures and processes which will be audited by our company reporter.

Further collaborative work is required in order to be truly able to assess and understand the cost robustness of company business plan submissions. We will work closely with Ofwat and the industry in collaborative work to arrive at an industry ‘best practice’ position.
Note: this is not a full critique of the F&G approach.



	3.6
	Security of Supply

We note the reference to ‘The plans should reflect consumer views on ….. Willingness to Pay more to avoid …… issues related to foul and surface water flooding’. We understand this to mean where flooding is directly related to Water and Sewage Company responsibilities i.e. foul and combined sewers. These responsibilities exclude general pluvial flooding, highway drainage, land drainage.

Based upon the above definition we shall exclude risks associated with general pluvial flooding, highway drainage and land drainage.


	3.6.3
	Leakage

Yorkshire Water has undertaken considerable economic, environmental (including carbon) and social assessment work over recent years on the Economic Level of Leakage. In addition as part of our Water Resources Planning we will be undertaking customer stakeholder consultation within the public domain. We will assume in our submission that this meets and is consistent with the requirement stated within the draft framework of ‘freestanding and public analysis of the economic level of leakage at a water resource zone level’.


	3.6.4
	Metering

We support the move to using whole life costing for the introduction of Smart meters and would welcome the inclusion of  ‘up front’ IT systems costs.



	3.6.5
	Water efficiency: the role of economic demand management

We strongly support an approach to water efficiency which is based on an economic level of water efficiency. This enables all options to be considered within water resource plans. 



	3.6.6
	Sewerage plans

We support and note the new requirement for sewerage service supply/demand plans to be reviewed by the EA. As far as we are aware this has not been required previously and we have not seen any consultation to date on a proposed format / requirement. 

Further collaborative development of this concept is required between the water companies, OFWAT and Environment Agency to ensure the benefit of these plans is maximised within the periodic review process. A timetable for this collaborative development should be set out by Ofwat as part of the framework in March 2008.


	3.6.7
	Growth and new development

Over recent price reviews we have taken a cautious interpretation of ‘Department for Communities and Local Government forecasts, regional spatial strategies and local area plans’ for growth. If we reflect speculative or target planned growth into our demand forecasts, significant additional infrastructure investment may be called for with some risk of underutilisation. 

Regarding the statement ‘We expect them to take account of current and forthcoming Government advice on integrated urban drainage’; we will be able to take this into account only if it is published in time.

We would expect Ofwat to set out a timetable and further guidance on this issue as part of the final framework in March 2008. 

	3.7
	Resilience and flood risk

We endorse a risk based approach to flood protection, focussing on those sites with limited connectivity, where the impact on customers would be greatest.

The principle of national measurable flood protection standards for key sites requires greater discussion and consultation with Ofwat and in the industry to ensure that the application and design standards are consistently adopted. 



	3.9
	Sewer Flooding

Property flooding from sewers is consistently a high priority for our customers, however due to high unit costs, this investment area will continue to score poorly in the CBA analysis. 

A long term approach is required to improve the cost effectiveness and cost benefit of resolving household flooding from sewers which will include phases of modelling and innovation. The uncertainties of climate change will need to be incorporated as we proceed.
The principle of national measurable standards for household flooding from sewer networks requires greater discussion and consultation with Ofwat and in the industry to ensure the application and design standards are consistently adopted and the consequential investment recognised


	4.0


	Understanding the costs of delivery

‘Underlying both approaches is our view that this industry can continue to become more efficient and that its structure and functions mean it is likely to outperform the economy as a whole for the foreseeable future’.

We believe that the continued efficiency assumption made in the document is the subject of differing opinions and should be avoided at this stage without substantive evidence. 

	4.4


	Menu Regulation

We see that ‘Menu Regulation’ may offer improvements over the current approach however our support is conditional upon us understanding:

· how the baseline will be set considering, for example, the perils of setting the baseline expenditure with too much emphasis on historical data

· The incentive rate for out-performance and efficiency.  I.e. the need to at least maintain incentives for out-performance at current levels (a potential share of benefits of up to 45% for the top performing companies).

· the effects of the approach on Financeability

· how many menu’s there will be. E.g. one for clean and one for waste

· how any new ‘in period’ obligations will be treated

We refer to our letter Ref:/PR09/MR/Sub22-11-07/MJW dated 22nd November 2007 where our detailed response to the consultation was presented. 

Following the workshop in December we remain concerned over the process and timescale for ‘menu regulation’.  The detail and worked examples of how menu regulation will work have not been made available to date, with no clear deadline for disclosure.  Whilst we appreciate that the detail is to follow, these are all very important factors in ultimately accepting menu regulation in practice as opposed to in principle. Delays in providing such detail increases uncertainty and risk in the process. 

When making your decision we would appreciate our views being taken into account.


	4.5
	Evolution of the PR04 approach

We believe that the current approach has, in Yorkshire delivered considerable customer benefits at market competitive costs. Our overall asset management LEADA and now LEADA+ approach with its detailed data rich risk/service prioritisation was developed successfully under the current regime. This achievement should not be replaced unless the alternative Menu approach has demonstrable benefits. 

Moving from one approach to another, particularly so late in the timetable, will increase the risks and uncertainties around companies’ early understanding of new capital programmes. This increased uncertainty should not then have to be reflected in higher charges to our customers.

  

	4.5.2
	Pensions

Ofwat have asked us to make June Returns/Regulatory Accounts consistent with FRS17 (I.e. only future service costs going to opex).  The consequence is that there is now a significant difference between the cash contribution and the profit and loss charge (the latter being lower) for pensions.  As opex going forward uses the profit and loss charge for base opex allowance, it means that the amount included in the revenue requirement would leave a funding gap.  

Therefore we consider it appropriate that the opex allowance included in prices takes account of the cash contribution, not the profit and loss charge.


	4.5.3
	Future operating expenditure efficiency

We believe that whilst these categories of general efficiency, catch-up efficiency, and continuing efficiency are still useful in principle, the effects of privatisation, the capital investment quality programme, and the continued demand for local (higher than inflation) manpower to maintain the infrastructure are now showing real signs of time expiry.

Consideration should now be given to developing improved incentives for the ‘continuing efficiency’ category where longer payback period, cost-saving, capital investment projects need more support and serious consideration.
   

	4.5.4
	Operating expenditure efficiency analysis

We would like clarification whether, for leading companies,  the multiplier will be retained as set out in MD191 dated 25th March 2004. This should be clearly stated within the final framework.


	4.5.7
	Capital maintenance econometrics

We assume that the capital maintenance econometrics will be removed if ‘menu regulation’ is adopted. This should be clearly stated within the final framework.


	4.5.10
	Managing investment cycles

We note the removal of the Early Start Programme for AMP5 and would request further discussion with OFWAT on how to manage those obligations which will require investment in AMP4.  We realise that the principle of the AMP4 Early Start programme was to assist workload continuity and was not perceived to have had a significant impact across the industry. The situation is different for AMP5, in that it is Regulatory compliance dates which are the driver for investment within AMP4, such as meeting the requirements of the revised Bathing Water Directive.

We would welcome a further discussion on any AMP4 to AMP5 continuity programme and the appropriate recognition (be it via an early start programme or via logging up) in order that the compliance dates are not made unachievable. Ofwat’s position on AMP4 to AMP5 continuity programme should be clearly stated within the final framework (particularly referencing the revised Bathing Water Directive).


	5.1
	Setting the price limit revenue requirement

The building block approach to setting companies’ revenues is now well established.  So too is the transparent approach to setting the individual blocks of the revenue requirement.

We support Ofwat’s approach in this area.



	5.2
	Financing each company’s functions

	5.2.1
	Overall approach to setting the cost of capital

We require Ofwat to set the level of returns which are appropriate to the needs of Yorkshire Water.  It is far from certain whether returns should be lower than the 2004 assumption until the level of expenditure and resultant finance plans have been considered.



	5.2.2
	Capital asset pricing model (CAPM) framework for assessing the cost of capital

CAPM is a useful starting point for assessing appropriate levels of returns.  However this approach does not produce an exact result.  

Other approaches need to be given due consideration by Ofwat.  E.g. theoretical approaches such as the DGM; and importantly, empirical evidence such as the Investors survey.  

	5.2.10
	Capital structure

Our financing plan will be developed to meet the needs of Yorkshire Water and will reflect to Yorkshire Water capital structure.



	5.3
	Financeability

Our focus is with the financing needs of Yorkshire Water.  The problems of cash flows, through the need to finance large new capital obligations, are well understood and arise through no fault of the company.  All options for dealing with the short and medium term cash flow problems should be considered when companies’ financing plans are being finalised.

We do not consider it appropriate for unrealistic and impractical options to be considered as viable.  Nor do we consider it appropriate to store up problems of financing for future generations.



	5.3.3
	More flexible approach to financial ratios

There should be industry agreement prior to considering changing financial ratios or adopting different indicators for the Draft submission in August 2008.  Timing here is key to avoid ‘moving the goal posts’ during the period and causing uncertainty and an increase in risk.  

We seek assurance from Ofwat of an early consultation and decision on financial ratios.


	5.3.4
	Index-linked debt

We do not consider that indexing an element of the real level of debt is appropriate for the following reasons:

· It is impractical to assume that companies are in a position to continually re-finance by reference to an external benchmark;

· There is little agreement on which benchmark is deemed the most appropriate;

· The risk associated with interest rates best sits with those in the optimal situation to deal with it  I.e. companies.  Customers have no ability to manage the risk;

· The current regime offers an incentive for companies to ‘beat the market’.  This incentive should be retained as it drives companies to be more efficient.



	5.3.5
	Equity investment

Rights issues are difficult to implement in practice.  It is not appropriate to assume that companies are able to simply raise equity to fund future obligations.  In addition, the market reality is that rights issues are perceived as a sign of weakness regarding the state of a company’s financing abilities.  This will have a consequence in altering perceptions of regulatory risk, the cost of capital and hence have an adverse impact on customer bills.



	5.3.6
	Revenue uplift

It is too early to rule out revenue uplift as a viable proposition for dealing with financeability issues.

In certain circumstances a revenue uplift might be the most appropriate way forward for dealing with the financing issues arising as a result of large investment obligation.  Other measures for dealing with financeability issues are potentially storing up the problem.  It is important to remember that financeability concerns arise out of the funding issues associated with the requirements of a large on-going enhancement programme which is a necessity outside of the companies’ control.



	5.5.2
	The form of the price control

We support the move from a ‘price cap’ mechanism to the ‘revenue adjusted price cap’ approach.  There is a view that this reduces risk.  Whist this seems obvious, it is important to remember that revenue risk for companies has been a relatively recent phenomenon.  The large unmeasured domestic base once provided a similar level of protection.

The proposal to incentivise companies to maintain accurate billing records is strongly supported.



	5.5.3
	Modelling tariffs and revenue

Can Ofwat confirm that this model will be available with the March 2008 guidance document.


	6.1.1
	Operating expenditure rolling incentive

We strongly support the retention and enhancement of multipliers. This incentive benefits prices in the longer term and customer service in the short and long term. 

See also 1.3.2

We believe that the incentive could be taken further for the company at the frontier, where the out-performance is retained for two to three periods (10 to 15 years) titled ‘Super Innovation Incentive’. This much longer retention period can be justified where clear speculative research and risk has been undertaken to really push the boundaries of current ways of working. 

An example of such innovation in Yorkshire is where non intrusive techniques are being considered for pipe repairs to reduce/avoid customer interruptions and where IT systems and new working practices to detect bursts/interruptions before the customer notices are being researched. This approach could be equally applied in the challenging carbon reduction environment.

These are significant step changes in thinking which require considerable innovation. 

When delivered, such expenditures and resulting savings should be rewarded at a higher level than conventional evolutionary savings and at a level which reflects the ground breaking ingenuity and commitment made by the company.

We would like Ofwat to consider whether existing incentive mechanisms as laid out in MD191 could be evolved or a new mechanism created such as a new ‘Super Innovation Incentive’ as part of the next price review.
  

	6.1.2
	Rolling incentive mechanism for capital expenditure out-performance

We strongly support the retention and enhancement of multipliers. This incentive benefits prices in the longer term and customer service in the short and long term.


	6.1.3
	The overall performance assessment

We support the OPA review of both service components and look for the 0.5% of revenues incentive to be more reflective of the risks and benefits in the appropriate areas. Whilst this should not duplicate the incentive in our response to 6.1.1 above, a strong incentive signal (potential 5% of revenues for eliminating interruptions) would be of benefit to push step changes to current reactive working practices. We are very pleased to be involved in the OPA review and the incentives which would follow. 



Annexe 2 
Incentives After PR09

A report prepared for Yorkshire Water
January 2008
See Adobe attachment 
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