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1 April 2008 
Dear Sir Michael
Ofwat response to the Learning Lessons from the 2007 floods
Ofwat welcomes the publication of the independent review ‘Learning lessons from the 2007 floods’ and the opportunity to comment on the interim report.  Our detailed response to your urgent recommendations and those interim conclusions that are of main relevance to Ofwat are set out in the attachment to this letter.

There are three key points we would like to make in response to your report, and in addition to the detailed comments in the attachment:

· The importance of adopting a cost/benefit approach to risk management

In seeking to manage the vulnerability of assets and services to flood risk it is vital that investment and adaptation is planned in a way that maximises value.  We therefore welcome the emphasis that you place on using sound economics, incorporating both likelihood and consequences to assess the risk from flooding.  In our work as economic regulator of the water and sewerage industries we see a crucial role for clear sighted analysis of costs and benefits.  We cannot protect all assets against all extreme events, and it is vital that decision making is based on robust analysis.  

· Focusing on critical infrastructure

We believe that the experience in 2007 points to a need to focus on genuinely critical assets, such as those which are the sole source of vital services for major populations.  Efforts to apply higher standards or protection beyond these vital assets may provide poor value.  In general, service providers should have plans in place to minimise adverse service impacts on consumers, in the event of emergencies or extreme events.
· The need for long-term adaptation of surface water drainage arrangements

The experience in 2007 highlighted the need for long term adaptation and improvement of our management of surface water drainage.  Part of this is the responsibility of sewerage undertakers, but it also requires wider reform of drainage arrangements.  

To focus only on increasing underground drainage capacity would be enormously expensive and could distract attention away from other more sustainable methods of managing flood risks.  This requires a multi-agency response with wider thinking about urban design, design standards and land use planning such as using green spaces to receive flood waters.  
In addition, we have been carrying out some work since the 2007 floods which you may find of interest.  We undertook a review of water and sewerage companies' role and performance in managing the flood events, and published our findings in a report 'Water and sewerage services during the summer 2007 floods'.  The report contained a number of actions and recommendations, as set out in the text box.
Recommended actions

· As part of their long-term asset management, we will challenge companies to demonstrate understanding of flood risks to service.  

· We will work with the industry and other stakeholders to develop a consistent and coherent framework for assessing flooding risk and identifying cost beneficial measures to improve resilience of critical measures to improve resilience of critical assets.  We expect companies to be able to demonstrate that they have identified the right set of measures to improve resilience, along with the timeframe for taking action.  We will develop guidance during 2008 , to ensure that it informs business plans for the 2009 price review (PR09).  

· We will review the issues raised by the Hull IRB report, including the changes made to Hull's drainage arrangements in recent years and their operation during the floods.  We will take any actions required to ensure that consumers are protected. In particular we will ensure that Yorkshire Water takes actions required to provide the right level of protection for consumers.

· In taking PR09 investment choices we will challenge companies to demonstrate a clear understanding of consumers' priorities in terms of investments to reduce risk to service, as well as a clear cost benefit case.  

· We will use the climate change scenarios to be published by the UK Climate Impacts Programme in 2008 to identify key priorities for adaptation by the water industry in England and Wales and guide judgements made within the PR09 process.  

· We recommend that provisions made for the emergency supply of water under the SEMD and the guidance for the implementation of the emergency supply should be reviewed by Defra in the light of experience at Mythe. 

· We recommend that Water UK should review the industry's 'mutual aid' arrangements with input from all stakeholders.  Water UK should also bring water companies together to examine lessons on emergency planning.  

· We recommend that Defra amend the legal right to connect to public sewers with a view to promoting integrated drainage solutions. 
Since our report in December 2007 we have also:

· Published a statement  and expert opinion on Yorkshire Water's role in drainage in Hull

· begun work to develop a framework for assessing flooding risk and identification of cost beneficial resilience investments, and

· Initiated a short piece of work to review whether new guidance on drainage standards is required, particularly to address the impact of climate change.

In conclusion, thank you again for the opportunity to comment, and if we can be of any further assistance, please do not hesitate to contact us.

Yours sincerely
George Day 
Head of Asset Strategy &

Interim Director, Network Regulation
Enc (or Encs)

Ofwat response to the Pitt Review’s learning lessons from the 2007 floods report 

Introduction 

Ofwat (the Water Services Regulation Authority) is the economic regulator of the water and sewerage sector in England and Wales. The industry comprises 21 regional and local monopoly companies. Ofwat has been in existence since 1989 and became a corporate body with a Board structure on 1 April 2006.

Ofwat seeks to protect consumers, promote value and safeguard the future.  Our main duties are to protect the interests of consumers, wherever appropriate by promoting effective competition, and to enable efficient water and sewerage companies to carry out and finance their functions. The price limits we set every five years allow the companies to deliver the levels of service required by statute or agreed with us, meet growth or changes in demand and reduce the incidence of sewer flooding to properties from overloaded or damaged sewers.  Where a company's performance is inadequate we require it to take action to put it right. 

The companies’ price limits enable them to invest in maintaining and improving both the sewerage and water networks; but we ensure consumers pay no more than necessary for the service they receive. We set outputs, as part of the price review, and monitor each company’s performance. This includes monitoring the long-term service capability of each company’s assets for water and sewerage and the number of properties at risk of sewer flooding, as well as customer service measures. 
As part of our role as the economic regulator, we have reviewed water and sewerage companies’ role and performance in managing the flood events
Our response to the summer floods and the Pitt Review interim report 
In the aftermath of the summer floods it is clear that service for many consumers was adversely affected, as was the ability of water and sewerage companies to carry out their functions. It is also becoming clear how exceptional the series of rainfall events were in the context of the historic records and forecast changes due to climate change.

We have reviewed water and sewerage companies’ role and performance in managing the 2007 flood events and published our findings in our report, ‘Water and sewerage services during the summer 2007 floods’. Our review looked at three main areas: 

• the impact on service to water and sewerage customers;

• how companies and their assets performed in managing these events; and

• possible implications for future planning and regulatory policy.  

Our review identified a number of regulatory policy and planning issues where we are carrying out further work with the industry and stakeholders.  In the following paragraphs we explain how the work that we are carrying out complements the conclusions and recommendations of the Pitt Review’s report, ‘Learning lessons from the 2007 floods’.  


We expect water and sewerage companies, in their business planning, to consider the vulnerability of their critical assets to hazards including flooding, and assess the resilience of their asset systems in providing services to their customers and the environment.


We agree that it should be for Government to take the lead on climate change mitigation and adaptation. We also note the recent report from the Centre for Ecology and Hydrology (CEH) that sets last summer’s weather and the consequent flooding into the historical and climate change context. 

Notwithstanding the CEH’s view of the events of June & July 2007, climate change is likely to increase the pattern and likelihood of intense rainfall events in the future, and water and sewerage companies’ understanding of return periods for flooding events will need to develop in response. Over the coming years we will expect the water and sewerage companies to develop a consistent and clear view of both the historic hydrological record and the way in which climate change should be included in the assessment of risk and design standards.

We expect water and sewerage companies to use the best available science, including the climate change scenarios to be published by the UK Climate Change Impacts Programme in 2008, to identify key priorities for adaptation, and guide business planning within the price review process.  


We agree that the legal right to connect to public sewers be reviewed with a view to promoting economic and sustainable integrated urban drainage solutions.

We support approaches that seek to manage stormwater out of sewers since making all combined sewers bigger would be both prohibitively expensive and would not address flooding from sea, rivers or surface water flow once sewers and drains are overwhelmed.  There is a need to look again at the arrangements for draining rainwater from our urban areas and the responsibilities for that drainage as they affect the public sewerage system. 

We are working with Defra, the Environment Agency and the water industry in developing policies to improve the arrangements for urban drainage. In particular, we will continue our involvement in Defra’s integrated urban drainage pilot projects across the country.

We agree that there is a need to look at the arrangements and responsibilities in draining rainwater from our urban areas, and that local authorities should take a leading role. This may require work to develop appropriate capacity within local authorities.  We also agree that water companies should assist.  We note, for example, Defra's work to develop the concept of surface water management plans.  We feel that greater clarity is required around the expectations for water companies' roles in providing data, expertise and inputs to the development of surface water management plans.  

Water companies should retain the freedom to manage their business and investment under any new arrangements for surface water management planning.  We would expect that investment that falls to water companies meets the requirements we set for risk-based, economic solutions subject to cost benefit analysis tests to satisfy us that the costs imposed on water and sewerage customers are appropriate.  


The Environment Agency would appear to be the best placed organisation to take on this role as it links to its other national roles of having responsibility for coastal and river flooding. But we would like to see greater clarity on the role envisaged for the Environment Agency, how this fits with the conceived role for local authorities set out at interim conclusion 17 and how it will impact on water and sewerage companies. 

For instance, we think the Environment Agency could carry out a useful advisory role on issues such as promoting best practice for managing surface water flooding. However, we do not think that the Environment Agency's role should extend to issues such as where and how much investment should take place for water and sewerage assets.  These matters must clearly remain the responsibility of sewerage undertakers. 

We think that the water and sewerage companies must retain freedom to manage their own functions within the regulatory and statutory constraints. We would also want to be satisfied that in any overview role the Environment Agency works with the water companies and other regulators to make sure that water and sewerage customers are getting best value for money.  


We agree with this recommendation.  We want companies to deliver a level of service that its consumers desire and that represents good value for money. We have a risk-based approach to regulating water and sewerage services. We require companies to make sure that the network overall delivers a stable level of service, expressed as ‘likelihood of flooding from sewers’, and we seek to ensure that sanctioned improvements to the level of service are assessed using cost benefit principles. 

It is misleading to see regulation and control of the sewerage service solely in terms of standards for the likelihood of flooding (ie overloading of sewers). A ‘likelihood’ approach is clearly appropriate for the construction and adoption of new sewers. It would be impracticable to require every developer to carry out a cost benefit analysis on all new drains. The current 1 in 30 years design ‘standard for adoption’ for these appears to provide a generally acceptable asset for adding sewers to the public system.  There may be a case for additional guidance on design standards for new sewerage assets in the context of climate change.  We are currently reviewing practices across the industry in this area, with a view to developing improved guidance to guide business planning for the 2009 price review.

However, in considering the sewer network as a whole our regulatory approach effectively requires water companies to adopt a risk-based approach to identifying and planning investment to address sewer flooding.  We expect companies to use cost benefit analysis to ensure that investment in maintaining and improving the public network is targeted on the areas where risk (ie probability multiplied by consequence) from flooding is greatest. 

The reaction to the 2007 flooding has, however, highlighted a lack of clarity on the standards to which companies work towards.  Current guidance tends to be related to the probability of events, most notably that companies design new sewers for a 1 in 30 year event. We accept that more needs to be done to communicate to the public the risk-based approach that is taken.

In relation to pumped drainage, we would expect companies to identify cost beneficial investments to improve the resilience of key pumping assets using the analytical framework we are currently developing.  We expect to provide further guidance on this framework to companies in May 2008.
We note at 4.46 that the report says that there are number of measures that water companies could take to assist in the mitigation of surface water and sewer flooding that could be implemented through PR09: 

· Charging for surface water drainage.  Four of the ten water and sewerage companies charge for surface water drainage for non-household customers according to the rateable value of the property, a flat fee or a charge included in the volumetric rate for sewerage.  We are consulting on our future charging strategy and we believe that these charges should better reflect the actual costs imposed on the system by customers and that area-based charging is the most effective way to achieve this.  

· Rebates for not requiring surface water drainage.  All companies now offer a bill reduction for customers who can show that they are not connected to the surface water drainage system.  

· Long-term 25-year strategic direction statements should be linked to surface water management plans.  We expect each company to set its own strategy and business plan for the five-year period 2010-15 in the long-term context that takes account of a number of needs including the adaptation to and mitigation against the impacts climate change.   

This is clearly a matter for Defra to lead on, but in light of the events of the summer 2007 floods, the response made by Severn Trent Water about the minimum required potable water supply was over and above that stated in the Security and Emergency Measures Direction. At the peak of its operation Severn Trent was supplying up to three times the minimum quantity of 10 litres per person per day. 
The World Health Organisation suggests that, as a minimum, 7 litres per person per day is required for drinking and food preparation, but this should only be sustainable for a few days. However, 15-20 litres are required for a medium-term allocation including personal hygiene and laundry. This allocation should be sustainable for a number of months. 

Therefore, whilst it might be desirable to increase the minimum quantity supplied, the logistics of increasing this especially during the initial response to an incident make this a difficult task. Severn Trent was able to exceed the 10 litres per person per day allocation once the operation was up to full speed, but only because of the unprecedented level of support it received through Mutual Aid agreements with the other water companies, the military, industry, and local and national Government. 
We suggest that any review must consider carefully the definitions of short and long-term loss of supply. We also believe that, in the initial response to an emergency at least, the focus must be on supplying water fairly and equally to all consumers whilst ensuring the most vulnerable have sufficient supply. This may mean that less than 10 litres is delivered in the first day, but the priority must be for everyone to have some, so that people gain confidence that the supply will be maintained and improved.

We agree with the need to take a proportionate risk-based approach to encompass a range of options for reducing vulnerability, set out in paragraph 6.24 of your interim report.  We also believe that it is important that the water and sewerage companies understand flood related risks within this wider context and make sure their services are resilient by identifying the best value set of measures. We agree with the recommendation that the experience of the summer of 2007 suggests that the focus should be on key critical assets.  If government is to set mandatory minimum standards, we believe the scope of application of the standards should be carefully focused on assets critical to vital services for major populations.  Standards will also need to be carefully expressed to contain costs and ensure that they deliver the right level of protection.   

Ofwat is developing an analytical framework for assessing the risk from flooding of critical assets and identifying strategies for maintaining or improving the resilience of the service delivered by these and related asset systems.  We will work with the industry and other relevant stakeholders to develop a consistent and coherent framework for assessing risk from flooding, including where possible the social and environmental costs of loss of service, and identifying cost beneficial measures to improve resilience of critical assets. We expect each company to be able to demonstrate that it has identified the right set of measures to maintain or improve service resilience, along with the timeframe for taking action that is economically justified. We will develop guidance during 2008, to ensure that it informs business plans for PR09.

An integral part of the framework will be a consideration of the impact of climate change on the likelihood of flooding. It encourages investigating the various adaptation options, including an assessment of their overall impact of hazards because of weather events, particularly flooding and the social and environmental cost associated with these impacts, such as loss or degradation of service and the mitigation costs. Thus, potential adaptation options can be ranked by cost effectiveness and investment intervention decisions can be informed by cost benefit analysis. 
We understand from discussion with members of the Pitt review team that you have concerns about whether economic regulation provides the right incentives for water companies to manage risk and ensure that their assets and services are appropriately resilient, particularly because the liability to pay compensation does not apply during exceptional weather.  We are happy to discuss this further with you.  However, we would emphasise the following points:
· Economic regulation does not insulate water companies from business risks relating to exceptional weather.  Companies have incentives to seek appropriate insurance cover, but will still retain responsibilities and financial incentives to manage the exposure of their assets to damage.

· Exposing companies to major financial risks associated with compensation in exceptional events may drive up costs for consumers through the cost of capital or by incentivising an unduly conservative approach to asset investment. 

· In water supply, the Security and Emergency Measures Direction lays down minimum standards that companies must plan to meet in exceptional circumstances.  

· Enforcement and fining sanctions are available if a company fails to meet its obligations in the context of contingency planning and response to exceptional circumstances.  
In analysing flood risk we will expect companies to adopt as far as practicable established principles of economic (cost beneficial) risk-based analysis. Risk to service from flooding is a complex area that requires a clear understanding of probability and consequences, integrated with wider risk assessment so that best value interventions can be identified. This applies to the risk from flooding of properties or external areas, as well as service failure caused by the flooding of water or sewerage assets.  In assessing PR09 investment choices we will challenge companies to demonstrate a clear understanding of consumers’ priorities in terms of investments to reduce risk, as well as a clear cost benefit case.
We also note the comments at 6.30 that cost benefit analysis will be an important element in assessing what is acceptable for both the private and public sectors.   
Additional work 

In the preceding paragraphs we have explained how some of the work that we are currently carrying out compliments or responds to some of the interim conclusions of the Pitt Review. We have also been carrying out other work either in response to the floods or as part of our routine work in our role as the economic regulator that are of relevance. 

Hull 
We have reviewed the issues raised by the Hull IRB report, including the changes made to Hull’s drainage arrangements in recent years and their operation during the floods. We recently agreed a statement with Yorkshire Water and published it on our website. The statement refers to the independent report that we commissioned from WRc.

Review of flooding risk register
We are reviewing how companies compile sewer flood ‘risk registers’ to ensure that companies have a robust and consistent understanding of sewer flooding risk.  As part of our work monitoring the water companies' programme to reduce the risk from sewer flooding Ofwat is reviewing the way companies add properties to and remove them from the 'at risk' registers.  The 'at risk registers' (ARR) record the properties that are at risk from sewer flooding from hydraulic overload. We want to ensure that all registers are prepared using the same principles.  

We want to compare the different approaches of the companies to establish whether an event would be allocated to the same ARR irrespective of which company's methodology was used.  Differences in methodology which lead to different classification should be identified as part of this study.  

Conclusion

The recommendations and interim conclusions that relate to water and sewerage companies require serious attention, as we have already set out in our own report and in the preceding paragraphs.  Where appropriate we will develop our policy by working with Government, fellow regulators, the water and sewerage companies and other stakeholders to find the best sustainable answers to the issue of flood risk and that represent best value for consumers. 


We are pleased that the report highlights the long-term nature of the options available for better managing the risk from flooding in the future. We also welcome the emphasis on using an approach based on sound economics, incorporating both the likelihood and consequences of flooding and the need to involve all of the key stakeholders. 
This approach is central to our policy for the regulation of the public sewerage system and the resilience of the service we expect water and sewerage companies to provide. The events of 2007 have heightened the challenges the water companies face in making sure that the services are fit for future needs and represent good value for customers. With these principles at the centre of our thinking we will, where needed, review and strengthen our regulatory policies.

Reducing the likelihood that weather volatility will disrupt water and sewerage services is likely to be expensive and it is vital that investment in improving resilience is carefully targeted.  We will seek to ensure that the industry reviews the levels of resilience of critical assets in a robust manner.  In addition, we will expect water companies to adopt a long term approach in their business planning, taking account of long term drivers including the changing climate.  This is likely to involve challenging the means we have employed in the past, such as the ‘all in one’ public drainage system, or finding new, more sustainable and economic answers. 

We also want to make sure that the legislative framework relating to risk from flooding and drainage is appropriate for the new challenges we face, costs are apportioned to relevant agencies responsible for controlling risk from flooding and that water and sewerage customers pay only those costs that are directly connected to the provision of water and sewerage services.  

We will encourage innovative, affordable and sustainable responses to the challenges and we are our developing our regulatory policies to that end. 

Ofwat 

April 2008  
Pitt recommendation 10: recommends that Category 1 responders should be urgently provided with a detailed assessment of critical infrastructure in their areas to enable them to assess its vulnerability to flooding.





Interim conclusion 1: Government takes the lead in making the case for the need for adaptation to climate change and particularly in mitigating the potential impacts on communities.  





Interim conclusion 10: That the automatic right to connect surface water drainage of new developments to the sewerage system should be removed. 





Interim conclusion 17: Local authorities should lead on the management of surface water flooding and drainage at the local level with the support of all responsible including […] water companies.  








Interim conclusion 19: The Environment Agency should have a national overview of all flood risk and that Defra’s work on developing a national overview role for the Agency in relation to surface water flooding should be progressed.





Interim conclusion 24: Recommends that Defra should work with Ofwat and the water industry to explore how appropriate risk-based standards for drainage systems (including pumping stations) can be achieved.  





Interim conclusion 45: Defra should review the current requirement in emergency regulations for the minimum amount of water to be provided in an emergency, to reflect reasonable needs during a longer-term loss of mains supply.  





Interim conclusion 53:  Government should develop and issue guidance on consistent and proportionate minimum levels of protection from flooding for critical infrastructure.  





Interim conclusion 57: that single points of failure and the complete loss of assets need to be explicitly considered in the risk assessment and contingency planning by operators.  





Interim conclusion 54: that infrastructure operating companies should present the case for further investment in flood resilience through the appropriate regulatory process.  








