Bournemouth and West Hampshire Water


Setting price limits for 2010-2015: Framework and approach

Introduction

This is our response to the consultation paper on PR09 framework and approach, issued by Ofwat in October 2007.

We are making this response in the knowledge that Water UK is also responding in general terms on behalf of the companies.  We support the Water UK response, but we also have certain company-specific matters we wish to raise.

Strategic Direction Statements
We welcome the introduction of the SDS as a key component of the business planning process, although we have always followed a long-term direction which has resulted in plans and outcomes entirely consistent with our formal regulatory submissions.  However, we found the process very useful, and in particular the detailed exploration of the views of our customers and other stakeholders, and the opportunity to publicly share our direction.
We think that Ofwat has missed a good opportunity to prepare its own version of an SDS here.  An Ofwat SDS would allow the regulator to set out its own vision of the long-term future, which would complement the views of individual companies.
Cost benefit analysis

We recognise the value of applying CBA to our investment proposals.  We agree in principle that CBA should be a useful addition to our planning process.

We would, however, sound a few cautionary notes, as follows:

· the technique seems to be difficult to apply to certain types of expenditure (for example health and safety, or SEMD), and there might in practice need to be some exclusions to its applicability
· we hope the application of CBA can be regarded as work in progress, and that companies will not be penalised for a less-than-perfect approach at the first time of asking – in other words, that Ofwat will take a pragmatic view of companies’ CBA work as it evolves.

Menu regulation

Our position on menu regulation at present is neutral.  We are not prepared to give it our support until further information is made available.  In particular, at present there is insufficient information on the setting of the baseline, and it remains unclear about the approach’s incentive properties.  In a more general sense, we note a reduction in the apparent room for incentives in the price-setting mechanism and a corresponding move towards penalties.
However, given reasonable assurance on baseline setting, we would prefer to move towards menu regulation if this included abandoning capital maintenance econometrics, which we believe is a discredited approach.

Revenue correction mechanism

We support Ofwat’s proposals for a revenue-corrected price control mechanism.  We share Ofwat’s views that such a mechanism will remove much of the current disincentive to manage demand, particularly since demand management is a major feature of our SDS.
PR09 process

We welcome the proposal to simplify the process by removing the previous requirement for different versions of the business plan.  A single plan will obviously be simpler and more focused, as well as being clearer to understand for customers.

Cost of capital, and small company premium

We specifically endorse Water UK’s position on the cost of capital.

For fairly obvious reasons we disagree with the presumption (page 49) that the SCP will not be needed.  The paper here seems to be straying away from a methodology consultation into decision-making.  We would like to understand the evidence behind Ofwat’s apparent pre-judgement of this issue, and in particular how such evidence was or can be applied to our own company circumstances.
We believe there is clear evidence in support of the SCP, some of which has already been provided to Ofwat.

Competition

We note that companies are expected to take account of Ofwat’s initiatives to promote competition in their business plans.  It is actually not altogether easy to do this when the future direction of competition is not yet clear.  We cannot, for example, predict any loss of customers to new licensees while the nature of the WSL regime is still subject to change.  The same is true of costs incurred.

We believe it would be of benefit if Ofwat clarifies its expectations in this area.

Notified items

We note that Ofwat’s initial inclination is to discontinue the list of notified items from PR04.  We would make the following observations:
· that it seems premature to discontinue the debt NI at a time when general household debt is expected to grow, possibly significantly
· that the TMA NI should only be discontinued if there is sufficient certainty about local costs at the time the final business plan is submitted

· that at a time of steeply rising energy prices, it would seem pragmatic to retain energy cost changes as an NI

· that there should be a new NI for the costs of any customer transfer systems which become necessary because of a broadening of competition in line with the present WSL proposals.

Overall Performance Assessment
We support the proposed trial of measuring the consumer experience, and would advocate high-level, incentive-based methods of measurement rather than detailed failure analysis as at present.  In this way, a replacement for the current OPA would focus on what customers actually experience.

Pension costs
Ofwat’s comments on pensions are somewhat ambiguous, and we would like to see clarification on how pension costs will be treated in PR09.  Whilst companies are now charging their profit and loss accounts in accordance with FRS17 or IAS19, we consider the allowance should be based on the annual cash funding after full allowance is made for any special contributions made in the current period.
Sustainability
We note that Ofwat’s position on renewable energy appears to be fixed.  We would prefer a more flexible approach, recognising that it is of wider benefit to obtain more of our energy from renewable sources.
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