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Cost Benefit – Views on Elicitation Techniques

· Company surveys
· Several companies have undertaken overall willingness to pay (wtp) assessments in preparing their strategic direction statements.  Outcomes appear to differ significantly, both as to the overall willingness to pay higher bills, and the priorities for investment within the implied budget. There may also be variations in the time periods over which the values elicited apply.  In assessing each company’s SDS Ofwat will want to be clear that any marked differences reflect real variations in local priorities rather than vagaries of methodology. 

· Regressive or progressive? Willingness to pay and income: 

· Willingness to pay higher water bills is usually correlated with income. Many surveys established that wtp for service or environmental improvements varies with income, and that a substantial proportion of customers are unwilling to pay. This presumably relates to other pressures on their household budgets as well as their sense of the relative importance of improved water services and improvements to the water environment in their lives. 

In national benefit valuation surveys also there is often a very significant difference between the mean and the median wtp – overall valuations are inflated by high values given by a minority, and the value at which half the population is willing and half not willing to support further investment is lower than the average for the population as a whole.  Unless water charges or alternative ways of financing water investment become more progressive in relation to income, the wtp of higher income households should not be assumed to apply across the board at the expense of lower income households who cannot afford and are unwilling to support water and sewerage charges that are rising faster than their incomes. It will therefore usually be appropriate for investment decisions to be guided by median valuations.

Single issue survey valuations and regulatory impact assessments: 

National valuations of benefits or particular regulatory changes have made much use of single issue stated preference surveys. Single issue surveys are prone to overvaluation. Overview surveys will usually give a more reliable valuation of wtp for water improvements than wtp built up from a range of single issue surveys. This cannot be offset by reminders in the course of the survey that there will be other calls on household budgets.  People give higher values for improvements on which their attention has been focused – that is they express a higher wtp than they do when the same improvements are offered in a wider set of choices.  
This is one reason why in some sectors the single issue survey has become the preferred valuation method of the demander for investment, for example the manufacturers of particular pharmaceutical products.  In contrast, the allocators of resources (for example, the National Institute of Clinical Excellence) have adopted methods capable of producing more robustly comparable and consistent allocations within a necessarily finite budget.  The water sector has something to learn from the health sector.  There is a particular danger in water that exaggerated single issue survey values adopted uncritically in regulatory impact assessments can make it more difficult to take appropriate decisions and defend them against potential infraction proceedings from Europe.  

Eccentric valuation of health benefits: 

Single issue surveys are only as good as the information that is given to the respondents.  In estimating the human health benefits of particular water investments, there is substantial evidence that surveys have produced wtp valuations, and therefore net present values for investment benefits, that cannot be defended rationally in the light of comparative information about the incidence, scale and severity of illness to be avoided by the intervention being valued.  Tested against each other, or against other methodologies, the results of such surveys appear to be questionable and indefensible.  Where there are alternative and potentially more objective methodologies, stated preference surveys should always be triangulated against them. The Treasury Guidance on appraisal of investment aimed wholly or in part at managing risks to public health is essentially an annex to the Treasury Green Book, and its guidance should be followed.

Interpretation of legal requirements concerning cost benefit and cost effectiveness: 

Finally, there are some fundamental differences of view about legal requirements for cost benefit justification of water investment.  This can often be traced to anomalies or vagueness in underlying legislation, much of which stems from Europe and is not easily tested in the European Courts.  The Environment Agency has argued on many fronts that it need not justify its regulatory requirements in cost benefit terms, and that cost effectiveness considerations only relate to the choice between means of meeting requirements that do not have to be justified in relation to the value of their impacts.  Senior legal advisors to the European Court of Justice are on record as taking a different view.  It is critically important that there is adequate accountability and opportunity to challenge proposals, even for so called mandatory schemes, when cost benefit analysis suggests that they are expensive requirements yielding only small increments of improvement. 

Action by Ofwat

Ofwat will be in a better position to investigate such inconsistencies and anomalies in PR09 as further national work on benefits valuation develops, and as regulatory impact assessments for the all important Water Framework Directive implementation measures are developed.  If inconsistencies and concerns are not resolved, there may be a case for a senior independent review of the valuation methodologies being used in the sector.  This should have access to economic, environmental and health expertise. It should not be led by environmental economists who already have a high profile in valuation work for the water sector. [Board may want to decide whether it would be more appropriate to press for this in any case.] 

These issues are of critical importance to the scale of water investment programmes.  Ofwat’s Water Industry Forward Look demonstrated that the scale of the environmental quality investment programme is likely to be the biggest variable factor in the price review, with the biggest single impact on price outturns.  In some regions investment programmes driven by European directives may exceed the overall wtp for the whole bundle of possible investments that are candidates for inclusion in business plans. In many cases the cost of mandatory schemes may tend to drive out priorities with a higher level of support from customers.  The price review continues to represent the main opportunity to reconcile and select competing investment demands into an affordable and proportionate overall budget.

Alongside the uncertainties surrounding valuation of benefits, the review period is also a potential turning point for valuation of preferred solutions and costs.  It has been estimated that the carbon cost of meeting existing regulatory requirements on the basis of established technologies is high and rising.  Alternative approaches, less reliant on large scale civil engineering with high levels of embedded carbon, less reliant on high energy end of pipe treatment, and less reliant on chemical dosing, may have lower carbon costs and overall be more cost effective and environmentally friendly.  We strongly support the work that is being done to develop such solutions, and recognition by both environmental and economic regulators that they have a part to play.

