








Overarching issues

Setting price limits

e ™ Integrating climate change and sustainability in the price review

As the economic regulator of water companies in England and Wales, we set limits
every five years on the prices that companies can charge their customers. Many
factors affect the way the water and sewerage sectors operate, including climate
change, and we take these into account when we set price limits.

In November 2009, we will set price limits for the years 2010-15. We have already set
out our price review methodology and issued business plan information requirements. In August this year,
each company must produce and submit to us detailed plans for all aspects of its business for the period
until the end of March 2015. The plans must take full account of the challenges of climate change,
embedding solutions into companies’ day-to-day activities.

An innovative aspect of our approach to setting price limits is to place greater emphasis on the need to take
a longer-term view of climate change and sustainability. Last year, we asked each company to set out its
long-term plan for the next 25 years in a strategic direction statement. Each company’s business plan must
be consistent with its strategic direction statement.

We also introduced the ‘overlap’ programme as part of the price review, which encourages companies to
take greater ownership of their long-term plans. This allows projects that begin in the period 2010-15 to end
in the following five-year period. Extending the time horizon enables companies to identify the optimal
investment pattern over time. This also promotes a phased approach to meeting the challenges presented
by climate change.

Almost all of the subject areas in this policy statement will influence the price review. For instance, both
asset resilience and carbon emissions feature prominently in our price review methodology paper.

We anticipate that the water and sewerage sectors will address many of the key challenges presented by
climate change in an appropriate, evidenced and responsible manner. We will set price limits that protect
consumers’ interests, both now and in the future, by taking account of climate change.

( )

We have

required companies to produce 25-year strategic direction statements that place long-term planning
in the context of climate change. In addition, we have introduced an overlap programme that
encourages a phased approach towards investment planning and responding to climate change.

We expect

companies to address the challenges of climate change adaptation and mitigation in their
business plans.

We will

protect consumers’ interests, both now and in the future, by making sure that climate change and
sustainability are reflected in the price review process.
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Consumer expectations and behaviour

e ~ Protecting consumers’ interests under a changing climate
The water and sewerage sectors’ response to challenges presented by climate
change will interact with consumers’ expectations of how these challenges will be met.
Consumers may feel the impact of climate change through the levels of service they

—W— — receive and the price they pay for water and sewerage services.
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As service providers, it is essential that the water companies focus their efforts on
fulfilling consumers’ needs both now and in a changing climate. As a regulator we must also reflect
consumers’ expectations and priorities in the way we regulate and set policy.

Consumer expectations are not static, and as the effects of climate change become increasingly apparent it
is likely that consumer views will also change. Companies need to remain aware of this when planning for
the future.

Along with other stakeholders, we have carried out extensive work with consumers on how they see the
water and sewerage sectors. Consumers consistently value a secure and safe supply of water above all
else. Their priorities are clear and delivering these priorities is likely to become increasingly challenging
under certain climate change scenarios.

Consumers expect good service from their water company. We are currently looking at ways to encourage
companies to improve service to consumers by developing new consumer experience measures and
through changes to our overall performance assessment. Good service to consumers could also have

a positive effect on climate change mitigation. A ‘right first time’ approach when dealing with problems

will reduce the need for additional communications, journeys and, as a result, resources.

Consumers should have the opportunity to form a robust view of how climate change affects the water
and sewerage sectors and, therefore, understand the need for any changes in behaviour or expectations.
An example of how consumer behaviour and climate change are linked is discussed in the consumer
charges strand on page 23. We will use our influence, where appropriate, to increase consumer
awareness in this area.
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We have

carried out extensive research into consumer expectations. Topics included prices and service
levels in the context of wider issues such as climate change.

We expect

companies to engage with consumers and take account of their views when formulating their
business plans and their long-term strategic aspirations.

We will

continue to ground our policies in a manner that is consistent with consumers’ expectations and
we will regulate in a way that protects consumers’ interests both now and in the future.




Conclusions

4. Conclusions

(Adaptation

What we have done

What we expect

What we will do

Water resources

We have worked with the
Environment Agency on guidance
and are currently reviewing water
resource management plans.

We expect that companies will
seek to understand and plan for the
impact of climate change on both
the supply of and demand for
water resources.

We will work with stakeholders to
develop improved evidence and
guidance for long-term water
resource planning.
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(Mitigation

What we have done

What we expect

What we will do

Carbon management

We have included the reporting of
GHG emissions in our general
reporting requirements.

We expect companies to understand
and take responsibility for their own
GHG emissions.

We will develop reporting on GHG
emissions not covered by the CRC and
will consider the case for further policy
instruments in this area.

Leakage targets

We have monitored leakage
performance since 1997 and
researched the effects of different
leakage strategies on the environment.

We expect companies to meet
robust leakage targets set as part
of a wider long-term strategy to
maintain security of supply.

We will ensure that leakage targets
take full and proper account of external
environmental factors, including the
impact of GHG emissions.

Carbon in cost-
benefit analysis

We require companies to include
the shadow price of carbon in their
CBA methodology as part of the
price review process.

We expect water companies
to consider low-carbon
investment options.

We will review the impact and
effectiveness of including the shadow
price of carbon after the 2009

price review.

Water efficiency

We have set voluntary water efficiency
targets and this summer we are
consulting on revised targets for
inclusion in the next price review.

We expect companies to consider
carefully the role of water efficiency
when planning how to balance
supply and demand now and in

the future.

We will continue to contribute
proactively to the debate on water
efficiency and will include water
efficiency targets in the 2009
price review.

Water quality
and treatment

We have encouraged companies to
take a long-term view of how they
will treat raw water and sewage in
a changing climate.

We expect companies to understand
and act on the impacts that climate
change will have on water and
sewage treatment.

We will work with other regulators and
stakeholders to influence the debate
surrounding the tension between
climate change mitigation and
improving local water quality.

Catchment and
land management

We have outlined a mechanism

to encourage companies to work
co-operatively with those who share
their catchments to address raw
water quality issues.

We expect companies to manage
their own land in a responsible and
sustainable manner, and we expect
companies to understand the
influences on raw water quality
within their catchments.

We will support companies as they seek
to identify polluters and secure action to
safeguard raw water quality.

Renewable energy

We have outlined further details of
our position on renewable energy
generation in PR09/14, ‘Treatment
of renewable energy’.

We expect companies to consider
using renewable energy as part of
their wider mitigation strategies.

We encourage the self-generation
of renewable energy when there are
natural synergies with a company’s
appointed business activities and it
can be shown to be cost beneficial.

Maintaining We have worked with the water and We expect companies to continue We will work with the water and

serviceability sewerage sectors to develop a suite of | reporting clear and accurate data sewerage sectors to identify the
indicators for long-term serviceability. | that shows how their assets are right set of measures for tracking

performing and to develop forward- long-term serviceability of assets in
looking asset management plans a changing climate.
to maintain serviceability.

Drainage We have participated actively in the We expect companies to take We will publish our review of sewer
Government'’s water strategy climate change into account when flooding ‘at risk’ registers later this year
consultation on improving surface maintaining and building and promote improved understanding of
water drainage, and have published sewerage networks. flood risks.
guidance for companies on their
approach to drainage standards.

Resilience We have produced an analytical We expect companies to use this We will publish a wide-ranging, fact-
framework for assessing the resilience | framework to understand and based summary of climate change
of assets to flooding and evaluating protect their assets and services. adaptation in the water and sewerage

S intervention options. sectors after the 2009 price review.
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Sustainability We have made ‘taking a long-term We expect companies to develop We will strive to improve our own
view of sustainability’ a key objective their business plans within a long- sustainable obligations in both our own
of our new strategy. term framework of sustainable operations and policies.

service delivery for consumers.

Competition and We have incentivised innovation by We expect companies to address We will seek ways to stimulate

innovation setting efficiency targets and we the challenges of climate change by innovation further by introducing
have reviewed a wide range of seeking innovative solutions competition progressively where it
options for promoting competition. throughout their organisations. benefits consumers.

Consumer charges We have consulted stakeholders on We expect companies to adhere to We will publish the outcome of our
different charging strategies. our overarching charging principle charges consultation later in 2008.

that tariffs should be cost-reflective.

Setting price limits We have required companies to We expect companies to address We will protect consumers’ interests,
produce 25-year strategic direction the challenges of climate change both now and in the future, by making
statements that place long-term adaptation and mitigation in their sure that climate change and
planning in the context of climate business plans. sustainability are reflected in the
change. In addition, we encourage price review process.

a phased approach towards
investment planning.

Consumer We have carried out extensive We expect companies to engage We will continue to ground our policies

expectations research into consumer expectations. | with consumers and take account of in a manner that is consistent with

and behaviours Topics included prices and service their views when formulating their consumers’ expectations and we
levels in the context of wider issues business plans and their long-term will regulate in a way that protects
such as climate change. strategic aspirations. consumers’ interests both now and

in the future.
. /




Preparing for the future - Ofwat’s climate change policy

References

Business plan 2009, business plan information requirements,
2008, Ofwat.

http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/Content/bisplan09_

consultation301107

Development of guidance for sewerage undertakers on the
implementation of drainage standards, Atkins, 2008.

http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/AttachmentsByTitle/gud_p

ro_impdrainstand.pdf/$FILE/gud_pro_impdrainstand.pdf

Flood and coastal defence appraisal guidance, FCDPAG3 economic
appraisal, supplementary note to operating authorities - climate
change impacts, 2006, Defra.

I http://www.defra.gov.uk/environ/fcd/pubs/pagn/climatechangeupdate. pdfl

Future water efficiency targets: A consultation, 2008, Ofwat.
http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/AttachmentsByTitle/pap
_con_watefftar200608.pdf/$FILE/pap_con_watefftar200608.pdf

Future water: The Government’s water strategy for England,
2008, Defra.
http://www.defra.gov.uk/environment/water/strategy/pdf/future-water.pdf

Improving surface water drainage: Consultation to accompany
proposals set out in the Government’s water strategy, Future water,
2008, Defra.
http://www.defra.gov.uk/corporate/consult/water-drainage/consultation.pdf

PR09/12 Asset resilience to flood hazards: Development of an
analytical framework, 2008, Ofwat.
http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/Content/Itr_pr0912_resilfl
oodhaz

PR09/13 Sewerage system design and climate change, 2008, Ofwat.
http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/Content/ltr_pr0913_|
sewdesclimchge

PR09/14 PR09 treatment of renewable energy, 2008, Ofwat.
http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/Content/Itr_pr0914_|
tmtrenewenerg

Providing best practice guidance on the inclusion of externalities in
the ELL calculation, 2007, Ofwat.
http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/AttachmentsByTitle/Leak
MethRev_guidance.pdf/$FILE/LeakMethRev_guidance.pdf

RDO04/08 Development of consumer experience measures,
2008, Ofwat.
http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/Content/Itr_rd0408_|
consexpmeas

Setting price limits for 2010-15: Framework and approach,

2008, Ofwat.
http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/AttachmentsByTitle/pap!
_pos_pr09method080327.pdf/$FILE/pap_pos_pr09method080327.pdf

Ofwat forward programme 2007-08 to 2009-10, 2007, Ofwat.
http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/AttachmentsByTitle/fwdpr
0g07-08_09-10.pdf/$FILE/fwdprog07-08_09-10.pdf

Ofwat’s review of competition in the water and sewerage
industries: Part Il, 2008, Ofwat.
http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/AttachmentsByTitle/pap_r|
sh_reviewmrktcomp.pdf/$FILE/pap_rsh_reviewmrktcomp.pdf

Stern Review on the economics of climate change, 2006,

HM Treasury.
http://www.hm-treasury.gov.uk/independent_reviews/stern_review |
economics_climate_change/stern_review_Report.cfm

Strategic direction statements, 2007, water and sewerage

companies, England and Wales.
http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/Content/navigation-prOQsdsl

Ofwat’s future strategy for customer charges for water and
sewerage services: a consultation, 2008, Ofwat.

The environment strategy for Wales, 2006, Welsh
Assembly Government.

http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/AttachmentsByTitle/pap_d]
on_chrgstrat.pdf/$FILE/pap_con_chrgstrat.pdf

http://wales.gov.uk/about/strategy/strategypublications/environment_|
strategy/?lang=en

Ofwat’s strategy — taking a forward look, 2008, Ofwat.
http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/AttachmentsByTitle/rpt_fw|
d_ofwatstrategy.pdf/$FILE/rpt_fwd_ofwatstrategy.pdf

The social cost of carbon and the shadow price of carbon:
What they are, and how to use them in economic appraisal in
the UK, 2007, Defra.

PR09/08 Further Ofwat guidance on the use of cost-benefit analysis
for PR09, 2007, Ofwat.
I http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/Content/pr0908 I

PR09/09 Ofwat’s review of the OPA and regulation of service to
consumers, 2008, Ofwat.
I http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/Content/ltr_pr0909_opa I

PR09/10 Revenue Correction mechanism — worked example,
2008, Ofwat.
http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/Content/ltr_pr0910_
revenuecorrection

http://www.defra.gov.uk/environment/climatechange/research/carboncost/
pdf/background.pdf

Water efficiency initiatives — good practice register, water and
sewerage companies (England and Wales), 2007, Ofwat.

http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/AttachmentsBy Title/goodp
racticeregister_2007.pdf/$FILE/goodpracticeregister_2007.pdf

Water metering trials. Final report, 1993, National Metering Trials
Working Group.

Water resources planning guideline, 2007, Environment Agency.
http://publications.environment-agency.gov.uk/pdf/GEHO0407BMNJ-
e-e.pdf?lang=_e



http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/Content/bisplan09_consultation301107
http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/AttachmentsByTitle/gud_pro_impdrainstand.pdf/$FILE/gud_pro_impdrainstand.pdf
http://www.defra.gov.uk/environ/fcd/pubs/pagn/climatechangeupdate.pdf
http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/AttachmentsByTitle/pap_con_watefftar200608.pdf/$FILE/pap_con_watefftar200608.pdf
http://www.defra.gov.uk/environment/water/strategy/pdf/future-water.pdf
http://www.defra.gov.uk/corporate/consult/water-drainage/consultation.pdf
http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/AttachmentsByTitle/fwdprog07-08_09-10.pdf/$FILE/fwdprog07-08_09-10.pdf
http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/AttachmentsByTitle/pap_rsh_reviewmrktcomp.pdf/$FILE/pap_rsh_reviewmrktcomp.pdf
http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/AttachmentsByTitle/pap_con_chrgstrat.pdf/$FILE/pap_con_chrgstrat.pdf
http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/AttachmentsByTitle/rpt_fwd_ofwatstrategy.pdf/$FILE/rpt_fwd_ofwatstrategy.pdf
http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/Content/pr0908
http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/Content/ltr_pr0909_opa
http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/Content/ltr_pr0910_revenuecorrection
http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/Content/ltr_pr0912_resilfloodhaz
http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/Content/ltr_pr0913_sewdesclimchge
http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/Content/ltr_pr0914_tmtrenewenerg
http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/AttachmentsByTitle/LeakMethRev_guidance.pdf/$FILE/LeakMethRev_guidance.pdf
http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/Content/ltr_rd0408_consexpmeas
http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/AttachmentsByTitle/pap_pos_pr09method080327.pdf/$FILE/pap_pos_pr09method080327.pdf
http://www.hm-treasury.gov.uk/independent_reviews/stern_review_economics_climate_change/stern_review_report.cfm
http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/Content/navigation-pr09sds
http://www.defra.gov.uk/environment/climatechange/research/carboncost/pdf/background.pdf
http://wales.gov.uk/about/strategy/strategypublications/environment_strategy/?lang=en
http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/AttachmentsByTitle/goodpracticeregister_2007.pdf/$FILE/goodpracticeregister_2007.pdf
http://publications.environment-agency.gov.uk/pdf/GEHO0407BMNJ-e-e.pdf?lang=_e

