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Dear Rhiannon

Comments on Consultation Paper on Framework and Approach to setting price limits for 2010-15
Thank you for the opportunity to comment on your proposed methodology and approach to the 2009 Periodic Review process.

Firstly, we strongly welcome the paper’s encouragement to companies to focus on:

· price setting for the next 5 years in a long-term context as set out in company SDSs;

· the commitment to develop a new approach to costs and incentives that facilitates companies taking ownership of their business plans; 

· the focus on sustainable integrated solutions; and

· application of the principles of better regulation and focus on reducing the administrative burden of the PR process.

We would like to offer the following comments on themes in the paper that relate to drinking water supply.

Section 3.8
Setting the scope of the quality programme

Paragraph 3.8.3 - Drinking water quality obligations

To clarify, the Water Supply (Water Quality) Regulations 2000 (2001 in Wales)Amendment Regulations 2007 (referred to as the Amendment Regulations 2007) came into force in England and Wales on 22 December 2007. The Statement of Obligations published by Defra at the end of December 2007 takes these new Regulations into account as well as the other legislation already in place for drinking water quality. It is anticipated that the WAG Statement of Obligations will set out the statutory requirements for drinking water quality for Wales, and that these will be broadly similar to those for England.

The Amendment Regulations 2007 require water companies to carry out risk assessments of their supply arrangements. These risk assessments should be based on the WHO Water Safety Plan methodology looking at all aspects of water supply from source to tap. The Inspectorate considers that the outcomes from this process will underpin the justification of need for investment in AMP5 or beyond. However, there is the potential for a discrepancy between this approach and the reference in your proposed methodology to limiting the drinking water quality enhancement programme to instances where raw water quality has deteriorated.  It is possible that through the risk assessment process, water companies may identify the risk in a supply system (at source, treatment and in distribution) of a potential hazard to human heath for which there is no current control mechanism in place, or where the existing control mechanism(s) are inadequate. The hazard may not have arisen as a result of a new deterioration of raw water quality but has been identified by a more robust risk assessment methodology. The solution may require investment that would normally be funded through the quality enhancement programme. We consider this risk-based approach to service delivery to be consistent with good regulatory and investment practice, and with consumers’ expectations.

We agree with the reference to use of initiatives such as Distribution Operation and Maintenance Systems (DOMS) and Drinking Water Safety Plans for identifying and justifying asset maintenance programmes. However, as indicated above, we also expect WSP methodology to be used to identify proposals for quality enhancement. Additionally, DOMS is regarded as an integral part of water safety plan methodology.     

The Inspectorate is to issue guidance to the industry late January 2008 on the requirements for the drinking water quality programme for PR09. This will expand on the general principles set out in the Statement of Obligations and give details on the criteria and information for drinking water quality submissions requiring support from the Inspectorate for PR09.  

Paragraph 3.8.2 – The Water Framework Directive

We welcome the recognition that water companies may address some drinking water issues by land management solutions in the catchments. The Inspectorate considers that companies should look at such long term solutions to address hazards arising from raw water deterioration – typical examples might be raw water contamination by micro-organisms, nitrates and pesticides. 

We expect water companies to consider catchment/land management solutions as the primary solution in their optioneering exercise for all proposed drinking water quality schemes (where appropriate).  However, the viability of catchment solution options would depend on the level of risk, effectiveness and pace of delivery, as well as regulatory requirements and consumer expectations. Therefore, we also expect water companies to consider provision for catchment/land management solutions as secondary solutions to mitigate the impact and consequence of raw water contamination when providing other primary solutions and/or planning to refurbish or replace existing assets. We recommend that the PR09 methodology facilitates such flexibility when cost benefit analysis supports its consideration within a context of longer term investment planning.  

We are concerned over the caveat that you have set out in the paper that you will only consider proposals for enhancement expenditure for catchment solutions where the company owns the land. There are land management schemes currently in place for the AMP 4 period to address nitrate and pesticide contamination in a catchment which is not owned by the Company in question. Your caveat on land ownership would prevent this company and many others from securing funding for similar schemes as only a few of the larger companies own land around some source waters.      
Section 2.4 - Timetable
The Inspectorate is concerned by the assumption that any new requirements specified after March 2008 will not be included in draft business plans. The main stream of work to identify drinking water quality schemes for PR09 will be through implementation of the Amendment Regulations 2007 risk assessment process as described above.  However, the latest date for completion of risk assessments for each of the water company’s supply systems from source to tap (1 October 2008) is after the date for publication of DBPs. Companies should be prioritising the risk assessments according to investment needs but scheme proposals for draft business plans will be available in outline only. Further revision of scheme proposals will be needed for final business plans with the possibility of a small number of new scheme proposals coming through for FBP that were not identified in time for DBPs. We believe this issue has been recognised following a recent bilateral meeting between Ofwat and the Inspectorate.  

Section 3.2 Understanding consumers’ preference

Paragraph 3.2.1 – Finding out what consumers want

We welcome the focus on consumer priorities. However, we have raised regularly the matter of over-reliance on willingness-to-pay methodologies. We recognise that they are convenient to apply but we feel there are significant shortcomings in how they are currently used within the water industry. We would welcome encouragement of a more balanced and appropriate assessment that takes account not only of WTP, but also includes willingness-to-accept  approaches, which are often better suited to the drinking water supply areas of company  business plans. This would facilitate improved risk management, and better reflect consumers’ priorities. We would be happy to work with you to help develop workable methods.

Section 3.4. – Justifying proposals for service and investment 

The Inspectorate welcomes the use of cost benefit analysis and agree that it is consistent with long term asset management planning and helps companies deliver best value for consumers. However, we are concerned by the proposed method of  application to statutory elements of the drinking water quality programme, as statutory requirements must be met. We accept that companies should deliver statutory requirements in a way that is as cost-beneficial as possible but do not believe CBA for statutory scheme proposals should be the main driver for business planning. It is, however, a useful aid to decision making and assists in prioritising investment areas. These comments also apply to non-statutory investment – we know of no other industry sector where CBA is promoted as the primary investment planning criterion.

The Ofwat PR09/08 letter on use of CBA goes some way to clarify the use of CBA but still falls short of addressing how Ofwat will use CBA for statutory scheme proposals. Therefore, we would welcome further clarification in this area in the final methodology paper due to be published in March 2008. We would be happy to discuss this further if you would find this useful. 

If you would like further clarification or discussions around any of the above matters, we would be happy to meet with you and colleagues at a mutually acceptable date and time. 

Yours sincerely


[image: image1.png]Chellad




Claire Pollard

Principal Inspector (Regulations) 

DWI PR09 Project Manager
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