Tendring Hundred Water Services

Response to Ofwat Consultation 

Setting Price Limits for 2010-15:  Framework and Approach

General 
1.1. Tendring Hundred Water (THD) supports the key objectives of the PR09 price review to deliver efficiencies and give customers value for money. This fits with our long term vision to provide a high quality, water efficient service underpinning our Strategic Direction Statement.
1.2. We recognise that the framework has been drawn up to reflect an approach that must be applied to a large number of diverse regulated companies. We are supportive of the underlying principles of demonstrating value to customers and ongoing efficiency, however we believe that ‘one size does not fit all’. We therefore request a degree of flexibility from Ofwat in this company’s approach, recognising its size. We note for example that we are generally able to assess our assets on an individual basis and therefore generally don’t need to rely on complex econometric modelling to optimise and prioritise expenditure.

1.3. The principle issue identified by Ofwat for the industry is competition and this is placed ahead of all other PR09 drivers. Value is clearly important but competition per se has not been raised as a priority by our own customers. We welcome competition but wish to ensure that it is going to benefit all customers particularly for a company like THD facing additional administration and having relatively few business customers  Further, a more competitive regime will increase business risk which is in contrast to the contention that this is a low risk industry. Whilst the proposal to introduce accounting separation is possible we question its relevance in a small company with few staff who carry out multiple roles. We are concerned that the current increased focus on competition rather than value will raise our costs in the short term, when the recent trend has seen them fall against the rest of the industry.
1.4. Finally, we note that there has been a significant increased regulatory burden placed on THD this AMP, with substantial increase in costs, and are concerned that this will not result in value for customers.

2. The framework for processing and setting price limits

2.1. We welcome the focus on Strategic Direction Statements and support business plans developed in line with long term strategy of the business. This is also reflected in the approach to planning and the flexibility offered by allowing capital investment to cross the strict 5 year timescale.

2.2. The decision to require only one version of the business plan is welcomed.
2.3. We are concerned with the generalised Ofwat assumption that the industry is “low risk.“ We believe that OFWAT is understating risk and failing to recognise the consequences of using a base year which uses the high point in a current economic cycle.  Most indicators on the world economy are pointing towards a recession or something close to it.  Consequences of this will include falling demand for water, higher bad debts and bigger pension deficits. Recent severe weather events, general climate change uncertainty and new uncertainty in local government planning proposals all add up to significant risk for THD. In addition Ofwat proposes a greater focus on competition which will in turn also lead to a greater business risk. Finally we are seeing an increase in our regulatory risk. There appears an imbalance in symmetry to the overall regulatory approach with potential upsides being removed (e.g. revenue cap, notified items, debt indexation) and downsides remaining. 
2.4. Similarly, we believe that notified items should be continued. For instance there is considerable doubt over both future levels of meter optants and the impact of the Traffic Management Act. We believe that bad debt is likely to worsen in the current economic climate and that we will have to spend more to manage debt with increasing innovation.

2.5. We propose that clear and simple incentives remain for companies to increase efficiency and deliver benefits to customers. This may be linked to a revised form of OPA.
2.6. We request a clear timetable for the PR09 process with any new outputs identified early. THD is a small company with limited resources and has to rely upon professional external support for peaks in workload. This is expensive, and not readily available given the commitments within the industry for ad-hoc work at this point in the regulatory cycle.
3. The right outcome for customers

3.1. THD has carried out extensive consumer research over the past 8 months. We would like to understand how the stage 3 consumer research that is to be carried out by Ofwat after the submission of the draft business plan will be used in conjunction with our own research, particularly if it appears to conflict with the surveys carried out by the company in order to formulate this plan. 
3.2. We are committed to delivering a sustainable future, however we have seen few positive incentives to encourage  sustainability or to help us develop our approach to climate change. We also request that Ofwat provide clear guidance in relation to carbon management and climate change adaptation. We are concerned that there will be inconsistent approaches by companies towards carbon reporting.
3.3. We believe that the guidance for the use of Cost Benefit Analysis (CBA) remains open to interpretation, particularly the circumstances when Ofwat expect it to be applied. We support the intention of assuring value to customers, and believe CBA is a useful tool. However we do not believe that it should be considered the only mechanism for investment decision-making especially and see it being less effective for small companies.  The final guidelines from Ofwat will not be available until March and this may be too late for us to incorporate all requirements into the draft business plan.
3.4. The framework stipulates that the CBA methodology as used by the company must have had appropriate academic or technical peer review. This is on top of audits by the company reporter and financial auditors. We note that these costs are significant for a small company.
3.5. We naturally support sound practices in asset management but suggest that sampling techniques and advanced econometric modelling can be less relevant to a small company compared with expert judgement which will be key, and in many cases be fundamental to decision making.
3.6. We support the strong focus on metering within the framework
3.7. We strongly support the promotion of water efficiency, but request that current performance is considered when setting targets. Particularly recognition should be made of low leakage and low per-capita-consumption.
3.8. There is no mention of resilience to security and terrorist attacks and this may result in significant capex in PR09
3.9. Support is required from DEFRA/EA for ensuring the ‘polluter pays’ principle is upheld

4. Understanding the costs of delivery
4.1. We are concerned that Ofwat has made the general assumption that the industry can continue to be more efficient and will continue to outperform the economy as a whole for the foreseeable future. The quick gains following privatisation have all gone and industry performance has converged. We do not believe that the productivity gains attributable to China and Asia and which feed the economy as a whole are readily achievable in the water industry supply chain. In addition, the increased risks outlined in 2.3 and further requirements for sustainability, climate change, security of supply and overall increases in regulatory requirements place additional burdens on companies’ abilities to outperform. 
4.2. We believe that the proposal to adopt menu regulation will encourage innovation. We request that it is recognised that small companies may experience less uniform investment profiles than larger ones, for example Tendring Hundred Water has only one fully owned water treatment plant and maintenance costs are unlikely to be smooth over its life-cycle.  This may well result in investment requirements being outside of the ‘considered’ baseline and we would like Ofwat to demonstrate flexibility where such instances arise. 
5. Financial assumptions for setting price limits
5.1. We would like to see the cost of capital linked to longer term finance costs and not based on short term evidence. We believe that this proposal may have come as a result of the types of deals some companies were able to benefit from immediately following PR04, however these do not appear to now be available.
5.2. THD would be deeply concerned if the small company premium was dropped. We believe that the special factors existing at AMP4 such as higher interest costs on new debt finance and higher insurance costs on new debt and equity are unchanged and still exist today. The cheap finance bond market is now closed and finance such as the RBS Artesian Finance bond is now unavailable

5.3. We are opposed to the proposal to index the cost of debt and believe it transfers financial risk to customers, who are not best placed to manage such risks. This may also result in higher bills at times when customers face higher economic pressures, such as increased mortgage rates.

5.4. We agree that the revenue forecasts in the business plan should be consistent with the company’s WRP and the SDS. 
5.5. In respect of price control we support a mechanism that corrects for revenue over- or under-recovery, particularly given the company’s high meter penetration and the potential conflict between collecting revenue and promoting water efficiency. We seek clarification as to whether this would apply purely to domestic customers and whether it will include unmeasured income. 
6. The incentive framework - delivering outputs and reducing costs

6.1. We look forward to an incentive framework that encourages innovation and believe this will deliver long term value to customers. The huge gains in productivity over the last 20 years have been delivered through incentive mechanisms which have diluted over time as efficiency gains become more difficult.  We wild like to see greater focus on the development of stronger reward mechanisms, however these are not visible in the consultation paper
6.2. We support the current review of OPA and look forward to a revised and clear set of measures that reflect the improvements in service made within the industry. We believe that the performance related adjustment should be reviewed at the same time.

6.3. We seek clarification on the shortfall proposal for failing to deliver a capital output.

Nevil Muncaster

Managing Director

24 January 2008-01-23
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