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Introduction

	1.
	The Consumer Council for Water (CCWater) represents the interests of water and sewerage customers across England and Wales.  We have four regional committees in England and a committee for Wales.  This response reflects our collective view.

	
	

	2.
	We welcome the opportunity to contribute to discussion on the methodology that Ofwat propose to use for the 2009 price review.


General comments

Placing consumers at the heart of the price review

	3.
	We consider it is imperative for the sustainability of the water industry that all parties to this price review recognise that consumers will need to recognise that the price review represents:

· A good outcome in terms of improving the safety and reliability of the services they pay for, and in enhancing the local and wider environment.

· A fair price for what they receive.

	
	It is crucial, therefore, that consumers are placed at the heart of the review.

	
	

	4.
	In late 2006 we called upon key stakeholders to work together to identify consumer priorities for the 2009 price review, and for identified priorities to be reflected in companies’ business plans.  We are, therefore, rather disappointed that several companies, despite undertaking extensive consumer research, did not reflect the results of this research in their Strategic Direction Statements.  Those companies should therefore take the opportunity later this year to ensure that the results from their consumer research are given centre stage in their draft business plans.

	
	

	5.
	On a more positive note, we are pleased that the wider stakeholder network recognise the value of consumer research for PR09, and have signed up to two separate national research projects. Our own deliberative and quantitative research, which pre-dates the PR09 research, shows that consumers are generally satisfied with the services received but question whether this represents value for money.  In these circumstances, we have real concerns about the consumers’ lack of receptiveness to further price increases.

	
	

	6.
	As a reflection of this growing resentment the industry and its regulators have come under close scrutiny in the media and politically over the past two years.  Customers have vented their frustration and impatience when things go ‘wrong’ (hosepipe bans, leakage, regulatory data inaccuracies).

	
	

	7.
	In these circumstances, we believe it is critical to the future of the industry that the outcome of the review is driven by what consumers want and think. Ofwat, government and other regulators, and of course companies, should therefore focus closely on what consumers are saying about willingness to pay, their priorities and their affordability problems. Wherever possible this should be done in an open and transparent way.  In particular there may need to be a reconsideration of the scope and pace of implementation of schemes so that they reflect consumers’ willingness to pay.  

	
	

	8.
	In this way consumers would see that they were indeed at the heart of price review, and that this would deliver sustainable improvements with sustainable financing.  Ofwat would also be able to demonstrate that it is fulfilling its role of protecting consumers.  Most importantly, acting on consumer concerns and priorities will start to restore consumer confidence in the industry and the way it is regulated.

	
	

	9.
	Through the Quadripartite Group process (a forum involving CCWater, the Drinking Water Inspectorate, the Environment Agency, and each company, and on occasion Natural England) we will be seeking to ensure consumer priorities as expressed in research are reflected in companies’ draft business plans.  We believe that it is the longer term interests of all other parties to this price review to do likewise.


Communicating the benefits

	10.
	From the outset all parties to this price review need to focus on what price increases will buy in terms of maintenance of and improvements to:

· Services to customers;

· Drinking water quality; 

· Security of supply; and

· The water environment.

	
	The benefits need to be communicated to customers in terms they can understand and appreciate.  Consumer research undertaken by companies, CCWater and through the PR09 Consumer Research Steering Group has confirmed that customers have strong opinions about the performance of their water company.  Although consumers are generally satisfied with their service, they are less happy about value for money and, in some cases, express a lack confidence in their water companies. These opinions are often based on a misunderstanding of what the companies do, and are responsible for.  Moreover, some customers do not always recognise that there are other players who have a direct and/or indirect impact on the activities of water companies.  We therefore believe it is important that there are regular two-way information flows throughout the review, not just at key stages. Customers need to be both better informed about the issues that will affect them and encouraged to provide their views on proposed improvements and services. 


Realism

	11.
	It is in companies’ interests to ensure that price increases are kept to a level that customers consider to be value for money for what will be delivered, and therefore that they will be willing to pay for.  This requirement places a responsibility not only on companies but on standard setters, government, regulators and, indeed, consumer organisations to be realistic about what should be included within business plans.  The requirement on companies to undertake cost benefit analysis will be helpful in identifying which schemes with poor value for money.   But there may still be calls for such schemes to be included within business plans because of overriding political imperatives.  Including poor value for money schemes within the business plan may lead to price increases that for many people will be unaffordable and are likely to be viewed negatively.  This would not augur well for a long-term sustainable water industry.


Affordability

	12.
	· At the last price review affordability was not actively considered by Government.  Instead there was an interdepartmental review after the event at which Defra and DWP concluded that there was no case for specific action to address water poverty through the benefits system
.  This conclusion was not shared by CCWater, many water companies and their stakeholders, and two Parliamentary committees. The review of affordability has been overtaken by disappointing income growth rates or an absence of growth in lower income levels, and a significant move away from long standing caution over compulsory metering which is now actively under consideration in areas of water scarcity.  This could have extensive implications for the distribution of water charges.  There is also a possibility that, for some companies, high K values could emerge from PR09 if the environmental quality programme is a large one. This scenario is one of four illustrated in Ofwat’s Water Industry Forward Look.   

	
	

	13.
	· There are encouraging indications in many companies’ Strategic Direction Statements (SDS) that they do not believe their prices need to rise faster than incomes over the longer term.  Many qualify this by expressing uncertainty about the scale of the possible investment requirements arising from, inter alia,:

· the Water Framework Directive, and associated regulations, and the extent to which any related investment occurs before or after 2015.  This will be uncertain for some time to come; 
· costs associated with the transfer of private sewers and drains;
· costs associated with the introduction of the Traffic Management Act; 

· adaptation and mitigation measures to reduce climate change impacts. This may be cost-beneficial rather than costly; what might be needed, how it can be delivered and whether it will be allowed drives this uncertainty.  

	
	

	14.
	· Water is an essential commodity, and it is of fundamental importance that all households continue to have access to an affordable supply that meets their reasonable needs.  A large part of the cost structure of the industry (especially on the sewerage side) reflects investment in environmental quality requirements, essentially the provision of public goods.  If these costs were supported by taxation (direct or indirect) there would be a progressive structure to the allocation of costs to households – wealthier households would pay more.  As things stand households are paying for these goods in a very regressive way.  As a proportion of income, the poorest households are paying most.  Water and sewerage charges take up approximately 0.5 per cent of the disposable incomes (after housing costs) of the richest ten percent of households, but in several regions the poorest ten percent are paying more than 3% and in some cases more than 7% of their disposable incomes to pay their bills. 

	
	

	15.
	· In areas of water scarcity, compulsory metering, by phasing out the cross subsidies within the present charging system from households with high Rateable Value, has the potential to make the distribution of water costs even more regressive.  Indeed, Thames Water, in its SDS, predicts substantial real terms increases in prices and a growth in affordability problems, albeit from a comparatively low base level of charges.  In all regions there are low income households who are struggling to pay their bills, which is one factor behind the rising levels of revenues outstanding and household debts to companies. 

	
	

	16.
	· Ofwat has a critical role to play in keeping an eye on affordability and distributional impacts of its water pricing and when judging the appropriateness of companies’ tariff proposals. It can lead the whole sector – not least through its use of the information it requires companies to collect and submit, and the formula through which it arrives at price levels for each company.  At present the returns and the price setting mechanism are silent on affordability and distributional issues.   

	
	

	17.
	We believe Ofwat cannot discharge its primary duties
 effectively without having regard to the likely impact of decisions on low income households.  This will overlap with but is not identical to the duty to have regard to the interests of the disabled, chronically sick and households of pensionable age. We would therefore like to see Ofwat taking a much more proactive approach to affordability issues in PR09, in the first instance by preparing a methodology to predict affordability impacts of the levels of price increase envisaged in companies’ business plans and in both interim and final determinations. It should then have regard to affordability in its judgment of companies’ tariff proposals. It is difficult to see how Ofwat’s duty can be adequately discharged without full assessment of the implications of decisions for those on low incomes. 

	
	

	18.
	It is not open to Ofwat to tackle water poverty directly – that is for Government through changes to the tax and benefit system.  If such changes are not forthcoming, it is if anything more important for Ofwat to take its pricing decisions with full regard to the impact on low income individuals and other vulnerable groups.  To illustrate what is possible we have prepared a simple model for predicting the affordability consequences of various levels of price increase.  This is attached as Appendix A.  Some of the information required to refine this model, for example by understanding the distribution of household charges around the average and their correlation with household wealth and size, can be developed consistently only if Ofwat gives the lead.  We recommend that they should take an improved version forward alongside the price review.

	
	

	19.
	Decisions which limit the burden of water charges on low income households are important in themselves and an important part of the social sustainability of the water sector.  They may also be important to the sector’s economic sustainability because revenues and therefore investment depend on the ability of households to afford the resulting bills.  In the end environmental sustainability depends on this as well, as environmental investment relies on the same revenues and the fundamental willingness and capacity of customers to pay.  

	
	

	20.
	There are already some signs that for any given increase in water charges there is a rising and difficult to tackle incidence of household non-payment resulting in an accumulation of indebtedness to water companies.  While some of this is the result of avoidance by households who have the resources to pay, a substantial proportion reflects genuine payment difficulty.  This could be described as a form of sub-prime risk within the water industry. Water affordability prediction – having regard to the ability of households to meet the financial obligations imposed on them - has a significant part to play in the assessment and management of the sector’s financial risks. It is all the more important for Ofwat to understand and adjust its decisions on the basis of a reasoned and quantified approach to affordability. 

	
	

	21.
	We should also not lose sight of other demands on customers’ incomes.  

· The Retail Price Index at November 2007 indicated that inflation was running at 4.86%, and despite a cut in the Bank of England’s Base Rate the RPI is projected to remain above 4% for the next year. 

· The Government has determined that public sector pay should rise by no more than 1.9% per annum over each of the next three years.  The public sector accounts for approximately one-third of the UK workforce, and many of those in the public sector have low income levels.

· The wholesale cost of gas is likely to rise, possibly by as much as one-third, within the next 12 months.  Electricity costs are similarly set to rise.  Petrol prices are edging closer to £5 per gallon.

· Domestic telecoms costs are forecast to increase partly in response to a recent European Commission ruling forcing mobile phone companies to reduce ‘roaming’ charges.

· Council Tax charges are set to increase at rates above inflation.  

All of these factors will place further pressure on customers’ ability to pay, and might lead to an increase in defaulting.  Although the above are symptomatic of an emerging economic downturn they do act as a base or context upon which future water and sewerage charges are set.  

	
	

	Innovation and creativity

	
	

	22.
	We note Ofwat’s clear statement, in the Foreword, regarding innovation and creativity.  We are, however, unclear as to whether there is any appropriate regulatory mechanism in the PR09 methodology to address the issues of falling investment in staff training, research and development.  Customers expect and require resilience in the networks and similarly look to the companies to show that they have the systems and procedures and that their staffs have the necessary skills and expertise to cope with extraordinary events as well as routine tasks
.  The summer floods of 2007 exposed the nature of the risks and the need to reassess the resilience of all companies’ systems. We therefore call upon the sector to guard against future problems.   

	
	

	Process and terminology

	
	

	23.
	In an attempt to reduce the size of the methodology paper, we consider that clarity has been lost.  The need to refer to documents issued previously (and in some cases several years ago), at or around the same time as the paper, and in one notable case subsequently, made it difficult to get a feel for the overall shape of your proposals from the methodology paper alone.  Moreover, ongoing reviews on leakage and the OPA, both potentially significant to customer interests and bills, seem disconnected from the methodology; no doubt you will be able to say more on these subjects when publishing your response to this consultation in March 2008.

	
	

	24.
	We acknowledge that the PR09 methodology paper was primarily aimed at regulatory and financial specialists within water companies and consultancies. However, we question, in the interests of plain English as well as in the hope that some customers may be able to gain a better understanding of how price limits are calculated, whether it is appropriate to use several different words/phrases in section 2.2.1 (and others) to describe ‘capital maintenance’?

	
	

	Risk and uncertainty

	
	

	25.
	We agree that the current regulatory arrangements combine to present a low overall business risk; this may change if some of your proposals are included within the final methodology.  We recognise that risk should be included within the cost of capital, and that it can be difficult to judge this.  Regulators, nevertheless, tend to err on the side of caution with the result that the balance between risk and reward is usually in the companies favour.  It is for this reason that we continue to question whether there should be a mechanism for customer to share early the benefits from outperforming regulatory assumptions.

	
	

	The framework for setting price limits

	
	

	26.
	We have been supportive of Ofwat’s requirements on water companies to produce Strategic Direction Statements that set out the company’s vision for the next 25 years.  As we stated in our response to “Is Five Years Right?” we consider that as the water industry is long-term by its very nature, its core activities should be placed within a longer-term framework.

	
	

	27.
	We welcome Ofwat’s decision to require each company to produce a single business plan focused on meeting the needs and priorities of its customers.  We would hope, however, that discussion (and consequent agreement to adopt innovative approaches to statutory and non-statutory schemes) within Quadripartite Groups would remove the need for companies to produce alternative business plans.

	
	

	Infrastructure charges

	
	

	28.
	We do not support Ofwat’s proposal to set a single infrastructure charge for each company.  Data provided to us by some companies shows that the revenue generated from infrastructure charges falls well short of the costs incurred by companies.  Customers in general are subsidising developers because infrastructure charges rise by RPI only whereas customer charges increase by RPI + K.  Moreover, it strikes us that Ofwat in insisting on national homogeneity are actively working against the cost-recovery principles they otherwise champion.

	
	

	29.
	We therefore ask that Ofwat take action to unwind this inherent cross subsidy through:

	
	· Increasing infrastructure charges to a level commensurate with the costs that developers place on the system; and

· Indexing future infrastructure charges to RPI + K for each company.

	
	

	Notified items

	
	

	30.
	We welcome Ofwat’s proposal to review whether the current suite of five notified items should continue beyond 2010.  We agree that where companies have more experience and can be expected to forecast and manage more accurately then these notified items should be discontinued.  This could apply for the notified items covering meter optants, bad debt provision and taxation of infrastructure expenditure.  

	
	

	31.
	We reserve judgment on:

· Increases in charges for abstractions and discharges to controlled waters as there is still some uncertainty around future requirements; and

· Charges for lane rental and traffic management where the provisions of the Traffic Management Act have yet to be felt as the system does not go live until 1 April 2008 and the permitting system will not be introduced until 1 October 2008.  

It may be that firm decisions on whether these two items should remain as Notified Items can be taken sometime in 2009 when the position becomes much clearer.  

	
	

	32.
	We consider that given the uncertainty around the timetable and costs for the transfer of private sewers and drains there may be a case for this to be a notified item.  We would hope that companies would include robust proposals for activity in this area within their business plans, but we acknowledge that companies have incomplete knowledge of both the length and condition of the private sewers and drains they are to inherit.

	
	

	Timetable

	
	

	33.
	We agree that after March 2008 it will be difficult for companies to incorporate new requirements in draft business plans.  We, therefore, ask government and regulators to provide companies with sufficient advance notification of new or revised requirements, wherever practicable and possible to do so.  However, if the deadline is missed we expect companies to at least mention the new requirements and provide estimated costing and their bill impacts within business plans.

	
	

	34.
	We are anxious to avoid draft and final business plans that bear little relationship to one another.  Customers need to know that draft business plans represent a fair estimate of what will be required in 2010-15 and how much this is likely to cost, and that for final business plans these costs will be re-examined and pared down. We are particularly concerned about the potential for the WFD’s draft River Basin Management Plans (RBMPs) to adversely influence companies’ business planning process.  As RBMPs will appear after draft business plans but before final business plans there may be pressure on companies to include within their plans schemes under the aegis of existing EU Directives that would normally be considered under the WFD (and, therefore, be subject to even-handedness, technical feasibility and disproportionate cost tests).  For customers, it will clearly be helpful if the possibility of movement between draft and final business plans is minimised; where there are uncertainties companies should flag these up in draft business plans so as to minimise the possibility of surprises.

	
	

	Sustainability

	
	

	35.
	We urge Ofwat to consider its stance on renewable energy carefully.  The principles of any policy should be:

· To encourage water companies to manage their assets and resources in a forward thinking sustainable way; and

· To consider how customers and other stakeholders may benefit in the long-term and to balance this appropriately against any short-term expenditure.

	
	

	36.
	Earlier this year the EU committed to cut greenhouse gas emissions by 20% by 2020, or 30% if part of a wider international agreement.  In the UK the Climate Change Bill proposes a statutory cap on greenhouse gas emissions which will require a minimum 60% cut in current levels by 2050 with an interim reduction target of between 32% and 37% by 2020.  The water sector will be required, and is keen, to meet government targets as part of the overall Climate Change Bill, but will require the encouragement and support of its regulators and of its other stakeholders if it is to turn ambition into reality.   

	
	

	37.
	The water industry’s current greenhouse gas emissions footprint is estimated at 5 million tonnes of CO2e.
 Adopting a ‘Business As Usual’ approach to the maintenance of current services and to the delivery of environmental, drinking water quality and customer service improvements will add to rather than reduce the water industry’s carbon footprint.  What is need is a new approach to water and sewerage management, one that seeks to reduce the reliance on end-of-pipe solutions by limiting the need for chemical and energy intensive treatment processes, by harnessing natural processes wherever possible, and by removing the need for treatment in some cases.  We consider that all stakeholders should encourage this approach by removing or adapting legal and regulatory hurdles that might be seen as a bar to innovative solutions.  

	
	

	38.
	In addition, where there is little alternative but to use technological solutions to treat water and wastewater, the energy used in the treatment processes should be, wherever possible, obtained from renewable sources. We were therefore disappointed with Ofwat’s position on renewable energy as expressed in the methodology paper.  This seemed to rule out the inclusion within a company’s Regulatory Capital Value of individual wind turbines or wind farms to power company facilities.  Whilst we acknowledge that customers should not be expected to subsidise a company’s power costs we question whether Ofwat’s approach is reasonable in all circumstances.  We believe Ofwat should remain open to proposals from those companies keen to develop renewable energy schemes and to treat each case on its individual merits.  

	
	

	Cost Benefit Analysis

	
	

	39.
	We fully support Ofwat’s requirement on companies to carry out an appraisal of the costs and benefits of their proposed investment programme, irrespective of legal status.  We believe that consumers might wish to have the reassurance that schemes have been assessed in this way.  Although we recognise Ofwat’s view that cost benefit analysis should not directly challenge elements of the statutory programme, we consider that it will expose the fact that some schemes represent poor value for money.  In turn this may:

· Encourage companies to look at alternative ways to deliver the same objectives through, perhaps, seeking a more holistic and innovative approach to a particular problem.  For example, companies could adopt a catchment wide management rather than a site specific approach to particular issues.

· Encourage companies and regulators to defer scheme delivery dates to allow for a more cost-effective solution to problems to be developed and implemented.  As a quid pro quo we suggest that schemes where there is a low cost, high benefit ratio could be advanced where it is sensible to do so.

The above suggestions are central to the WFD and should be utilised for schemes that fall within the scope of other directives.

	
	

	40.
	· While we support the principle that all investment should be justifiable in relation to benefits, we note that the art or science of benefit quantification is still developing.  This is a complex field, where the elaborate nature of evolving methodologies can sometimes give a false impression that findings are definitive when they are not.  Because of this uncertainty leaving the decisions on which methods of valuation are to be adopted to companies and their consultants is potentially risky.  But there is also a danger that the methodologies relied on in national regulatory impact assessments to justify water investment are themselves flawed, and operate to support, or make it difficult to challenge, levels of investment which bring only minor or marginal improvements to the environment, drinking water quality and customer services. 

	
	

	41.
	We have two key concerns.  

· the tendency to assess the benefits to be derived from individual investment proposals without sufficient reference to the benefits derived from nearby investment undertaken by the same company or by other parties; and   
· the use of the mean rather than the median to derive willingness to pay, especially where outliers with very high (or very low) values can skew the results significantly.   

	
	

	42.
	Ofwat is not the only player in this field, but as the economic regulator for the sector it has a role in ensuring consistency and challenging evident irrationality.  We therefore welcome such contributions as the work with companies on the preliminary Cost Effectiveness Analysis of the WFD, and the guidance from Vivid Economics on cost benefit methodologies.

	
	

	43.
	· Despite, perhaps because of, the proliferation of advice on how benefits assessments should be carried out, Ofwat’s approach is non-prescriptive. There are some signs of inconsistency of findings from different methodologies and elicitation techniques that deserve closer attention.  We consider that Ofwat should provide clearer guidance on valuing benefits so as to reduce the possibility that the cost benefit analysis proposal falls into disrepute. This issue is explored further in Appendix B.

	
	

	Asset management planning

	
	

	44.
	Consumers place a strong emphasis on the need for reliable water and sewerage services, although they make reasonable allowance for extraordinary events. Adequate investment to ensure the ongoing serviceability of assets is critical.  However, we agree that each company should place its asset management planning within an economic framework so that this delivers value for money.  Company knowledge and experience of using the capital maintenance planning common framework at PR04 and subsequently will be useful in this regard.

	
	

	Security of supply

	
	

	45.
	Water resources in the south and east of England are under strain now and this position will worsen over the next 10 to 15 years if government projections for population and housing growth are realised.  The supply demand balance is made more precarious in the drier southeast of the country by higher per capita consumption.  Climate change forecasts project that summers may become up to 40% drier, with potential for major pressure where resources are predominantly reliant on aquifers and groundwater.  In London, there is already a supply deficit and questions about the levels of abstraction from the Thames in a dry summer.  

	
	

	46.
	Forecasts of population growth and trends to smaller households will put further pressure on resources.  Whilst leakage control and demand management have a part to play, it is unlikely that they will avoid a need for development of new water resources, and it is likely that both benefits and investment costs will need to be pooled between companies. In addition, there will be localised housing growth in other regions and in Wales placing stress on water and wastewater services.  We, therefore, share Ofwat’s expectation that companies need to be clear about how they are going to respond to demographic changes.

	
	

	47.
	We note from the preliminary Cost Effectiveness Analysis of WFD measures that further leakage reduction and demand management measures are not usually the most cost effective way of bridging water resource deficits.  This is an important consideration, although we also recognize that improved leakage control is important to the psychological contract between customers and companies, and we support the work that Ofwat and the EA are leading on a new approach to assessing the economic level of leakage.  We will be participating in the next stage of review.

	
	

	48.
	We support the work being done within the industry to trial different approaches to demand management through practical interventions like retrofitting and more recently through tariff trials.  However, given that these trials are in their early stages it would seem unlikely that they will be able to provide the evidence on which to base any long term investment decisions at PR09.  We believe that there needs to be more evidence gathered in this area, and we look to Ofwat to ensure that there is no unnecessary duplication of effort or investment.  The companies have a duty to promote water efficiency and we would expect that any proposed water efficiency activities are considered alongside other demand management investment proposals.  As such, they must communicate with their customers on water resource issues and the need for conservation. 

	
	

	49
	The water companies in the areas of serious water stress will be expected to consider compulsory metering as part of their demand management strategy and for this to be judged against the same cost benefit criteria.  In our view the full implications of such a strategy must be carefully considered before approval is given.  A widespread metering strategy will be costly in itself but will also unwind the cross subsidies that currently exist within the RV basis of charging between those living in high RV properties and those in low RV properties with the result that the biggest increases in bills would impact on those on lower incomes. There has been only limited research carried out in this area – but see Appendix A. 

	
	

	50.
	We consider that companies need to be more open about their water resource planning assumptions and particularly that relating to the frequency of water restrictions, including hosepipe bans.  Consumers are generally confused about – and in some cases don’t accept - the need for restrictions. The Water Resource Management Plans, due to be consulted on in Spring 2008, will help, but as these documents will have a limited audience so companies, perhaps supported by the EA and Ofwat, need to ensure that this information is given wider circulation.   

	
	

	51.
	As part of demand management strategies companies should be encouraged to develop innovative tariff structures, and as such we welcome Ofwat’s renewed commitment to the same. We note, however, from the SDS’ that no company is very far forward with trialling alternative tariffs although the issue has been around a long time.  Anglian, the company with highest meter penetration, has rejected variable tariffs based on household size on the grounds that the information to make them work is not available.  Moreover, no company has mentioned the effect of withdrawing the RV cross subsidy, or is even in a position to calculate what this is likely to be although a robust domestic consumption monitor should help. 

	
	

	52.
	We note that the Government in its ‘Future Water’ document is proposing to commission an independent review to advise on metering and charging.  We hope that this will include a close look at the impact that unwinding the RV cross subsidy has on tariffs and the difficulties that companies face in maintaining stable revenues if a high proportion of income is dependent on pricing of marginal and therefore variable discretionary use.   

	
	

	Resilience and flood risk

	
	

	53.
	The summer 2007 floods provided another reminder that as a society we need to take a more rounded and longer-term view of how to mitigate and adapt to climate change.  The Pitt Review has made a number of sensible interim recommendations on improving the resilience of utility networks and reducing the impact of flooding in urban areas.  Defra’s Integrated Urban Drainage pilots may offer practical advice on minimising surface water flows.  Water companies will, quite rightly, be expected to play a role in this work but we would be very concerned if other stakeholders saw sewerage companies as both the main cause of widespread flooding and their customers as the major source of funding for implementing flood control solutions.  The Pitt Review came to a different view, and called upon Government and its agencies to provide the requisite funding. We support Ofwat’s requirement on companies to identify investment needs in this area and for these to be justified.

	
	

	The Quality Programme

	
	

	54.
	We fully support the requirement on companies to ensure that each and every project includes measurable defined outputs, is subject to cost benefit analysis, a clear timetable and delivery date, and has been challenged and validated by the company’s reporter.  We further support the view that all projects should be included in business plans even where these have uncertainties attached to them. 

	
	

	Water Framework Directive

	
	

	55.


	In section 3.8.2, the methodology paper states that Ofwat does not want water consumers to offer a cross-subsidy to address third party issues. We support the polluter pays principle but consider that it is time to review how this is applied. The priorities for water industry planning are changing and will continue to do so because of the effect of the WFD, climate change and the drive to develop more sustainable solutions to problems such as pollution and flooding. Ofwat need to consider whether the rigid application of the ‘polluter pays’ principle is the most appropriate way to meet the challenges that will emerge.  

	
	

	56.
	We question for example, whether Ofwat should apply this principle where there is little or no long-term benefit for customers and/or the costs to customers may be increased as a result.  We recognise that this is a complex issue and that those causing pollution should be held accountable.  However, in some cases it will be difficult to identify the source of a particular pollutant although part of its journey to a watercourse from which a company abstracts water may be known. In such circumstances it would be inappropriate for the landowner over whose land the pollutant travels to be made liable for the pollution caused.  However, the landowner may be able to take action to mitigate its effects (as much to protect his land as the watercourse). Whilst there may be access to agri-environmental scheme funding this may not meet the entire cost of mitigation.  Companies may find it cost beneficial to meet the shortfall.

	
	

	Drinking Water Quality

	
	

	57.
	We agree with Ofwat’s comment that further changes to regulations or specific standards and parameters relating to drinking water quality during the period 2010-2015 are unlikely.  The drinking water improvement programme will be limited to those instances where river raw water quality has deteriorated significantly or lead levels at consumers’ taps makes further work necessary.  Several companies have told us that they are already experiencing deteriorating trends in raw water quality caused by diffuse or point source agricultural pollution and that this is likely to continue throughout the period 2010-2015.  We advocate a sustainable and holistic approach to dealing with these problems, especially if such an approach also enhances the aesthetic quality of the treated water.  Likewise any other proposals for dealing with significant deterioration in raw water quality need to form part of combined solutions so that consumers get the best value for money.  We believe that expensive end of pipe solutions are not necessarily the best way forward and that the regulator should be prepared to take a more risk based approach as part of its methodology.

	
	

	58.
	Phosphate dosing has so far proven to be very effective in terms of reducing the concentration of lead at consumers’ taps, with the added benefit of protecting the whole length of the service pipe up to the tap.  However, because of the limited availability and rising cost of phosphoric acid, we do not believe it to be necessarily a sustainable option in the longer term.  We recognise that the cost implications of wholesale lead pipe replacement are likely to be very large for some companies and we believe that a phased approach is needed over the next 25 years rather than just this AMP period.  The main focus for lead pipe replacement during 2010-2015 should be in those areas where phosphate dosing is known to be of limited effect.  We also believe that companies should be encouraged to replace lead pipes up to the wall of the property, if the concentration of lead at the consumers’ tap is greater than 10μg/l, as this would be the most cost effective solution in terms of consumer benefit.

	
	

	Sewer Flooding

	
	

	59.
	At the last price review funding was allowed to resolve 9,210 internal and 6,030 external sewer flooding problems.  In addition 4,660 properties would be subject to mitigation measures.  The PR04 Final Determination assumed that 3,080 properties would remain at risk of sewer flooding by the end of 2009-10 (in 2006-07 there were 7,310 properties in the 1 in 10 and 2 in 10 risk categories).  However, this number is likely to rise given the increase in the frequency and intensity of extreme weather events and the sewerage networks’ current inability to cope with these. In 2006-07 over 5,300 properties were flooded with sewage an almost 20% increase on 2005-06.

	
	

	60.
	In several research studies consumers have stated that they want an end to the misery of flooding from sewers. We expect companies to promote proposals on sewer flooding that are ambitious in extent, although we acknowledge that there needs to be some recognition of cost benefit principles when developing proposals. We will continue to discuss with companies their prioritisation programmes and will pay particular attention to how they place a monetary value on the benefits of removing or mitigating the risk of external and internal sewer flooding.

	
	

	61.
	We are aware that some companies do not promote mitigation measures as actively as they could for two reasons:

· Mitigation does not remove the property from the DG5 register.  Yet mitigation could be just as effective at protecting the property as installing a pump or upsizing a sewer for which the property would be removed from the register (both of these so-called permanent solutions could fail).

· Customers do not like some of the mitigation measures on offer as they consider they draw attention to the fact that the house is subject to flooding.

	
	

	62.
	We consider that companies should be allowed to remove properties with mitigation measures from the DG5 register and place them on a separate register – DG5b, perhaps.  This would, we believe, have two beneficial effects; by encouraging companies to promote mitigation measures and by providing companies with an incentive to design mitigation measures that were acceptable to customers.  If the mitigation measure subsequently failed then the property in question would revert to the main DG5 register and would only be removed once a permanent solution was arranged.

	
	

	63.
	We hope that the Integrated Urban Drainage pilots being led by Defra will encourage companies to work with other parties to reduce the impact that flooding – pluvial, fluvial, groundwater and sewer – can have on neighbourhoods and individual customers. And where companies do propose entering into cross-party flooding alleviation schemes we hope that Ofwat will look favourably on these subject to, of course, the water companies’ contribution to each scheme being appropriate to its functions, proportionate and cost beneficial.

	
	

	64.
	The question of the ownership and ongoing maintenance of Sustainable Urban Drainage schemes seems no nearer resolution than it was at the last price review.  This is disappointing as SUDS have a potentially important role to play in the move towards a more sustainable society.   Nevertheless, there may be some scope for companies to develop stand-alone SUDS and we would hope that Ofwat would look favourably on these, provided that these pass the relevant cost benefit test.    

	
	

	Menu Regulation

	
	

	65.
	We support Ofwat’s aim of reducing the incentive on companies to ‘pad out’ their investment proposals at draft and final business plan stage, and would welcome a scheme that would encourage companies to reveal their true costs.  However, we consider that the menu regulation proposal outlined in the methodology paper and in the PR09/02 letter lacks the clarity that would allow us to properly assess its benefits.  Put simply, we have been unable to satisfactorily answer the question, “What’s in it for customers?”

	
	

	66.
	The PR09/02 letter accompanying the methodology paper contains reference to the benefits to customers, and a worked example, but concedes that setting an appropriate baseline and encouraging companies to reveal their true costs will be key to its success and wider acceptance.  We are concerned that, despite Ofwat’s best intentions of reducing the scope for companies to ‘pad out’ capital expenditure projections in business plans, menu regulation might have the opposite effect.  It is instructive that Oxera, who prepared a report for Ofwat on assessing approaches to expenditure and incentives, also raised the potential for companies to inflate the first business plan submissions
.

	
	

	67.
	We are also concerned that the multiple stage approach to Ofwat setting the baseline and the company then ‘choosing’ its option might be seen as more of a regulatory game than the current regime.  Companies are likely to be disinclined to choose an option below the baseline if the expenditure forecasts in the draft business plan were significantly higher than the baseline (as this will send a signal to all stakeholders that the company had padded out its initial forecasts).  It will also look odd – and might result in adverse reaction - if Ofwat set a baseline at a level above the company’s proposed level.

	
	

	68.
	We are not convinced that menu regulation as currently proposed is appropriate for PR09.  We would, however, encourage Ofwat to continue to think radically about how it can incentivise companies to reveal the true costs of their capital investment programmes.  Perhaps, this proposal can be developed further with the industry or with reference to the outcomes from Ofgem’s use of menu regulation in electricity distribution price setting.  It may then be appropriate for PR14.

	
	

	69.
	If Ofwat decide to introduce menu regulation for PR09 then we would wish to see openness and transparency in the whole process, and what it means to customers.  In the PR09/02 letter there is reference to publishing baseline figures and menu tables at key stages of the process (December 2008, May 2009 and, presumably, October 2009 when companies make their final choices).  We would welcome this.

	
	

	Operating expenditure efficiency

	
	

	70.
	We support Ofwat’s continuing approach to opex efficiency.

	
	

	Early Start Programme

	
	

	71.
	We consider that, although there were some difficulties with some companies at PR04, discontinuing the Early Start Programme (ESP) is a retrograde step.  It should be possible for the sewer flooding programme, capital maintenance activity, CSO upgrades and other capital schemes to fit seamlessly into an enhanced ESP, one that allows schemes to commence in the first year of the AMP5 period but continue across other years.  It would also be helpful if Ofwat could encourage companies to share good practice in the development and delivery of ESP.

	
	

	Overlap Programme

	
	

	72.
	We fully support the introduction of the Overlap Programme.  We recognised the potential for Ofwat and companies to adopt a more flexible approach to some projects that straddled AMP periods in our response to “Is Five Years Right?”  We, however, note that Ofwat is proposing to allow for the output at the following price review, and that the cost of capital will reflect the extant rate of return at that time.  This approach might discourage companies from proposing schemes for the overlap programme if they are required to wait up to six years for remuneration.

	
	

	Revenue requirements

	

	73.
	We are content with Ofwat’s approach to setting the price limit revenue requirement.  We particularly commend the proposal to add back, in the base year, any tax losses surrendered to group companies without full payment since 2005-06.

	
	

	Cost of Capital

	
	

	74.
	CCWater is concerned that establishing the cost of capital for the monopoly water providers appears to be one of the most judgment-based decisions made during the price review process but equally the single decision with the greatest effect on customers’ bills.

	
	

	75.
	Having raised our concerns about the cost of capital at the last price review we have seen the apparent ease with which companies have achieved returns over and above their actual cost of capital.  We also note that in the first two years of the current pricing period six companies increased gearing levels and paid special dividends to shareholders of over £2 billion. In the same period customers received a fraction of that sum in the form of customer dividends.

	
	

	76.
	We note Ofwat’s confirmation that: 

· the Beta factor on the equity premium is closer to 0.5 than the 1.0 assumed at the last price review. 

· companies have accessed index-linked debt at real interest rates of below 2% locked in for periods of up to 50 years – significantly less than the 4.3% allowed for in the last price review.  At present it is not clear how far abundant cheap credit will continue to be available.
We understand that these variations represent hundreds of millions of pounds of additional revenue that customers should not have had to pay.

	
	

	77.
	Combined with the limited risk companies face, now reinforced by the proposed revenue correction mechanism, we ask ‘where is the benefit sharing for customers?’

	
	

	78.
	We have undertaken our own research to try to understand this complex subject better and are very aware of the perceived impact of the cost of capital on overall ‘financeability.’ 

	
	

	Indexing the cost of capital

	
	

	79.
	We are not convinced that indexation of the cost of capital, or a portion of it, to a market benchmark is necessarily a good idea.  Whilst in the current financial climate customers might benefit from indexing the cost of capital to the market cost of debt, this might not always be the case.  And whilst customers might not agree with the RPI + (K – X) pricing formula they may at least understand its basis.  Our research has identified that many customers, particularly those on limited incomes (benefit recipients) and/or regular and dependable incomes (the elderly with an occupational pension as well as a State Pension) value stability in pricing as it allows them to budget both within the year and across years.  Adding a further variable, which would change annually, might confuse rather than enlighten.   Moreover, indexation might result in water charges rising at the same time as mortgages thus adding to the financial difficulties faced by some customers.  This is not an attractive idea.

	
	

	Setting the cost of capital relative to gearing

	
	

	80.
	We have wondered whether a cost of capital might be set relative to gearing levels. As the cost of debt is currently so much lower than the perceived cost of equity it is to companies’ financial advantage to increase gearing levels.  We contend that there needs to be a balance between the risk that customers and shareholders bear.  High gearing levels potentially place a greater risk on customers.  We believe there should be some mechanism to redress this balance by forcing companies to think more sustainability about risk and reward.  We, therefore, ask whether setting the cost of capital in bands based on current or projected future gearing levels, or a mixture of both, might be a possibility.

	
	

	81.
	This is not our area of expertise but (some) customers do notice press reports that ‘Analysts estimate the sector's real cost of capital is up to 240 basis points lower’ which, at an admittedly simplistic level, with a present RCV of £42,038 million indicates that customers could be overpaying by £1 billion this year alone? 

	
	

	82.
	The disproportionate effect on customers’ bills of this decision has to be addressed. In every other aspect of the price review process there are reasonable checks and balances and, above all, incentive mechanisms by which out-performance is shared with customers at the end of a reasonable period.  Setting the cost of capital does not appear to involve any such mechanism.  Perhaps it should. 

	
	

	Small company premium

	
	

	83.
	We support the removal of the small company premiums for those water only companies that are part of larger international groups and this can access the debt markets at reasonable rates.  

	
	

	Financeability

	
	

	84.
	We welcome, and fully support, Ofwat’s view that it should be possible to avoid the need for financeability uplifts in PR09.  Financeability was a cause celebrè at PR04 and some companies have openly admitted that their financial performance in the early years of the current pricing period negates the need for a financial uplift in the final years of AMP4.  The low cost of debt and companies’ subsequent refinancing activities will, of course, have helped to ease pressure on financial ratios.  However, it is our view that these ratios were generous in scope for what is a low risk industry and that they were set simply to meet the expectations of credit rating agencies and institutional investors.

	
	

	Revenue forecasting

	
	

	85.
	We consider that the revenue correction mechanism outlined in RD14/07 and in section 5.5.2 of the methodology paper is worthy of further consideration.  We note Ofwats’s belief that the mechanism will remove:
· The current scope for a company either to overstate or understate revenue projections; and

· The disincentive to promote water efficiency to measured customers.

	
	

	86.
	We would encourage companies to think how they might present an increase in unit charges above RPI + K at the start of AMP6 where customers have reacted positively to using water wisely messages.  The loss of revenue from a downturn in demand is likely to be of a magnitude greater than any savings generated by lower abstraction charges, lower treatment costs and reduced energy costs.  

	
	

	87.
	We also note that this mechanism further reduces risk for companies and trust that this risk reduction through a revenue guarantee will be mirrored in the allowed cost of capital. 

	
	

	Overall Performance Assessment

	
	

	88.
	We are supportive of Ofwat’s review of the OPA, and as members of the working group will play a full and active part in developing an OPA that reflects customers expectations and experiences and which provides companies with the right incentives to deliver excellent service.

	
	

	Enquiries

	
	

	
	Enquiries on this submission should be addressed to:

	
	

	
	Deryck Hall

PR09 Programme Manager

Consumer Council for Water

Victoria Square House

Victoria Square

Birmingham B2 4AJ

	
	

	
	Tel: 0121 345 1030

	
	Email: deryck.hall@ccwater.org.uk
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  CCWater response








� Defra, Cross Government Review of Affordability (November 2004)


� The Water Act 2003 requires that the Water Services Regulatory Authority (Ofwat): 


“shall have regard to the interests of:


(a) individuals who are disabled or chronically sick;


(b) individuals of pensionable age;


(c) individuals on low incomes;


(d) individuals residing in rural areas” etc.





These are primary duties. They rank above the secondary duties:


(a) to promote economy and efficiency on the part of the companies;


(b) to secure that there is no undue preference or undue discrimination in charges;


(c) to secure consumer protection concerning land disposal proceeds;


(d) to ensure consumer protection relating to certain other activities of a company


holding an appointment; and


(e) to contribute to the achievement of sustainable development.


� Accent on behalf of CCWater; Response to Loss of Water Supply – Final Report (September 2007)


� Water UK (January 2008), The Forward View.


� Oxera (January 2008); Menu regulation: is it here to stay? – part of the Oxera Agenda series.
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