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 Centre City Tower


Hill Street


 Birmingham

B5 4UA

Via e:mail

Letter to Dr JR Cuthbert & Mrs M Cuthbert


5 April 2007

Dear Dr JR Cuthbert & Mrs M Cuthbert

Thank you for your email of 19 February and the attached paper on price setting.  You sent us an identical paper in response to our consultation paper Financing Networks in June last year.  We included your paper on our website.  We have not attempted a full critique of your paper but there are several areas where we disagree with your paper, and I wish to respond as set out below:

1. "the very act of investing in capital assets yields a large cash surplus to the utility."  

This is not so.  Since privatisation there has been investment of over £50bn and hence, companies have debt of £26bn.  In fact given the size of the investment required to be undertaken our current approach to pricing means that almost all companies are cash flow negative – see table 6 of ‘Financial Performance of the water companies in England and Wales 2005-06’ (available on www.ofwat.gov.uk).  This is entirely at odds with the situation described by your analysis.

2.
“opportunity cost decisions should be made art the level of the consumer not the company running the utility.”

Your paper argues that because the utilities are price takers then the burden of costs rests on the consumer, so opportunity cost decisions should be made at the level of the consumer, not at the level of the company running the utility.  Whilst of course consumer bills ultimately are the source of revenue that enable the water companies to provide the water and sewerage services required of them, a large proportion of the capital investment required is driven by statutory requirements.  Ofwat is responsible for ensuring that only efficient costs are allowed to be recovered by consumers.  The regulated utility company does not therefore strictly fit the economic price taker model.  In itself it is not the price maker there are other stakeholders involved.  To pass decisions on investment priorities and to develop decision making and reward mechanisms for consumers both implies fundamental change to the current regime and that consumers would be bearing risks for example in relation to the costs of investment programmes that they currently do not.  Our view is that the risk involved in providing an efficient water and sewerage system for England and Wales are best borne by those able to control and minimise them.  We would question whether consumers would be prepared to take on additional risk implied by your approach.
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3. Historic cost versus current cost

Your paper seems to favour Historic cost accounting over current cost.  The water companies prepare their regulatory accounts on a current cost basis.  Assets in the water industry are characterised by their very long lives and reporting on an historic cost basis would not reflect this.  However, the paper does not recognise that deducting Historic cost depreciation (HCD) rather than Current cost depreciation (CCD) from the regulatory capital value (RCV) would mean that the RCV is higher and therefore the absolute level of return would be higher to recognise the increased allowance for a return on capital that would occur. 

4. Cost of capital

Your approach to calculating the ‘financial surplus’ appears to ignore the fact that companies are financed by debt and equity.  This is the whole rationale behind applying a Weighted Average Cost of Capital to the RCV.  Your report implies that because the nominal cost of debt is lower than the real cost of capital then the Ofwat approach still creates a financial surplus.  Companies have to make, generally nominal, payments to capital providers (debt and equity).  They earn a real return on an inflating RCV.  This creates a mismatch in cash inflows and outflows that adds to the cashflow gap arising out of funding large capital programmes and puts pressure on financial ratios as described in point 1.  

In paragraph 4.11 you quote a return on RCV of 7.3%, this is based on a generic tax wedge.  Our ‘cash tax’ approach results in a generally in lower pre-tax figure of 6.4% for 2005-06 (see page 30 of the FPE report).

5. MEA values

To dismiss analysis of MEAs etc is odd - this ignores technological innovations that take place in the industry.  Typically when assets are replaced the new assets have a lower cost.  This means that despite a huge amounts of investment the industry wide MEA has a relatively flat profile. 

6. Dividends

The dividend yield calculations are flawed because they are based on called up share capital rather than looking at dividend yields based on share prices, which reflect actual market valuations.
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7. Regulatory capital values

Your paper suggests that we are not being transparent in the way we publish RCVs.  We update the RCVs annually for inflation and publish these as a letter to Regulatory directors, which is available on our website every April.  We also published the five-year RCV movements for each company at the time of our final determination of price limits for 2005-10 in November 2004. We would suggest that out of all the regulators we actually publish the most detail.

Given the points we raise above, we reject your conclusion that there is a fundam
Yours sincerely

Keith Mason

Note

The home of this document is the Cuthbert website www.jamcuthbert.co.uk  

Keith Mason, Director of Regulatory Finance & Competition

Direct line: 0121 625 1477  Fax: 0121 625 3609 

e-mail: keith.mason@ofwat.gsi.gov.uk  Website: www.ofwat.gov.uk

