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RESPONSE TO OFWAT CONSULTATION

SETTING PRICE LIMITS FOR 2010-2015: FRAMEWORK AND APPROACH 
1.0
INTRODUCTION

1.1
Ofwat have published their PR09 methodology paper for consultation. Their previous methodology paper was for setting of Price Limits for 2005 – 2010 (also known as PR04 or AMP4). The current consultation highlights those areas where they are proposing to adapt or change their approach from PR04. Those areas which remain unchanged from PR04 are not described or consulted on within the paper. 

1.2
Ofwat’s methodology paper sets out the framework for what they require water companies to do when preparing their draft and final business plans. The detail of some specific parts of the approach will be set out in further consultation papers in the coming months, for example the consultation papers on Menu Regulation which we have previously responded to. 
2.0 
SUMMARY
2.1 We are pleased that Ofwat now see the price review mechanism in a longer term context. In particular, we welcome the inclusion of the long-term framework including the introduction of Strategic Direction Statements (SDSs); links from the SDSs to water company business plans; the new “Long-term/least cost planning for wastewater supply demand” framework (2007) and the inclusion of carbon and climate change activities in the PR09 methodology.
2.2 The methodology paper states that Ofwat remains committed to the better regulation principles of transparency, consistency, accountability, targeting and proportionality. It is not always clear within the paper how a number of these issues are addressed by the approach they currently propose.  In particular, the requirement for cost benefit assessment on all components of each company’s proposed investment programme is not in line with a modern regulatory approach.
2.3 We are concerned that the draft methodology only tells water companies ‘what’ to do, with little guidance on ‘how’ they should do it. For example, we would like to see further guidance on what is required of water companies to plan appropriately for growth in their catchments. 
2.4 The draft methodology does not explain how Ofwat is going to assess what is included in business plans, i.e. the quality assurance procedures and criteria. Without knowledge of these criteria, it is difficult for us to see an improved level of transparency within the price review process.
2.5 Throughout the draft methodology value still seems to equate to price.  We believe that the methodology should acknowledge that:
· Sustainable development integrates environment, social issues and economics (including costs).  As emphasised in the green book, environmental and social issues should not be ignored just because they cannot easily be valued monetarily.
· That CBA is a tool to aid decision making within business planning, and should not, as the paper suggests, be the sole basis for what can and cannot be included in business plans.
2.6 We are unclear whether the deadline set by Ofwat for inclusion of new schemes in draft business plans of March 2008 also applies to final business plans. This initial deadline is potentially before publication of the final methodology for PR09 and prior to publication of the Social and Environmental Guidance to Ofwat. In addition, this will create difficulties for degree of rigour in the appraisal for schemes required under the Water Framework Directive to be included with Business Plans.   
2.7 The methodology does not make clear how Ofwat intends to deal with major infrastructure investment that may straddle more than one price review, such as the Thames Tideway. 
2.8 We believe there is a need for more detail and increased guidance for water companies either within this document or separately over the coming months and we would be happy to work with you on any further detailed proposals.

2.9 It has not been possible from reviewing the consultation document to gain a full picture of Ofwat’s approach to PR09 and make a judgement on the coherence of the overall methodology. This is because the consultation document does not contain all aspects of the methodology, only those that have changed since PR04.  To gain a full understanding, the onus is on consultees to cross reference the current document with the previous documentation to identify those areas which have not changed.  
3. 0
SPECIFIC SECTIONAL COMMENTS
Key Issues : Section 1.3.1

3.1 We welcome the emphasis given to the major challenges facing the sector including climate change, weather volatility, demographic change and environmental concerns. It is essential that each of these is adequately addressed in the price review.
Business plans : Section 2.1.3

3.2 We are unsure how the requirement for additional draft business plan submissions will fit into the overall periodic review timetable. The new requirement for these may have significant additional resource impacts for all organisations involved in the price review.
Risk and uncertainty : Section 2.3

3.3 The draft methodology needs to make it clearer that the risk and uncertainty discussed in this section only covers financial risk. 

Notified Items : Section 2.3.1

3.4 We are concerned that the draft methodology suggests that all notified items will be removed. 
3.5 In order to fund changes to unsustainable abstraction licences we have proposed a new scheme of abstraction charges.  The potential increases in our charges may be significant, and are difficult to forecast.  We are surprised, therefore, that you propose to remove abstraction charges as a notified item.  Also, we do not believe that there will be any greater certainty over the number of customers that opt to have a meter in the period 2010-2015 than there was in 2005-2010.  We would have expected this item to remain.

3.6 We would want the inclusion of an item to cover the review of Regional Spatial Strategies (RSSs) in 2011 to ensure any new requirements could be included in price limits.

Timetable : Section 2.4

3.7
We are concerned with the very early date provided in this section, i.e. "We must assume that any new requirements specified after March 2008 will not be included in draft business plans", as we are still awaiting Ministerial steer on the pace of delivery of new requirements in PR09. 
3.8 There are price review mechanisms to deal with new requirements that are not known in time to be included in price limits. We think that in combination with your review of the periodic review methodology, there should be a similar review to strengthen the mechanisms for dealing with uncertainty, i.e. notified items, Interim Determination of K (IDOK) (including the Change Protocol). 
3.9 We are also concerned with the practicalities for a number of stakeholders if all 23 water companies request an Interim Determination of K (IDOKS) in the first year of the price review period. For example, when Ministers confirm the requirements under the Water Framework Directive for delivery and inclusion in water companies business plans in 2010 if these are not included within the Final Determination.
3.10 For water resources we would like a clear commitment that the final water resource management plans, due later in 2008 will be included in price limits. 
3.11 For flood risk management, Defra are issuing guidance in England on integrated urban drainage management in during 2008. A commitment with the methodology that water companies will be expected to play their full part in delivering more integrated approaches to drainage management to improve the co-ordination of the planning and delivery of approaches to reduce flood risk from all sources in the most cost effective manner is required. The same objectives for integration are shared by Welsh Assembly Government. They form a key component of WAG's Environment Strategy and "New Approaches" programme for flood risk management, simplifying service delivery for the communities of Wales.
Climate Change adaptation : Section 3.3.1

3.12 
Whilst the industry is beginning to adapt to the new demands imposed by climate change, water companies still need to improve their understanding of their assets and in particular in relation to understanding the integration of the drainage system and the interconnections with the surface water system.  As noted in a recent report for the Environment Agency by ICF/RPA
, increased intensity of rainfall due to climate change could cost an extra £1bn p.a. to water companies in drainage costs unless they develop more innovative approaches to surface water drainage.  The context for this has been set by government, for example Defra’s integrated drainage planning pilot studies. These and other initiatives should be referenced in the methodology and water companies need to build on this work during PR09 planning and delivery.
3.13 
The draft methodology states that “Long-term asset management planning should take appropriate account of emerging guidance and evidence on the impact of climate change on assets and service delivery”, but does not explicitly reference the need for water companies to assess their assets ‘vulnerability to fluvial, pluvial and coastal flooding and sewer flooding’. In light of recent weather events, we believe that greater focus and specific reference to this issue should be included in the draft methodology before it goes out for consultation.

3.14 Water companies will be at the forefront of adapting to climate change.  This section in the methodology underplays the long term role they need to play.

Carbon Impacts and Management : Section 3.3.2

3.15 We are disappointed with the level of ambition in this section. The aim should be to reduce CO2 emission not contain them at current levels. This is also at odds with the aim of the Carbon Reduction Commitment (CRC) and draft Climate Change Bill. We therefore suggest the use of ‘reducing’ instead of 'containing' would be more appropriate in the first paragraph.  
3.16 We consider that water companies should not be able to pass through any net costs of the CRC as this would remove the incentive for water companies to reduce their energy use.
3.17 We are also concerned that the text goes on to say 'We will support further work on more comprehensive carbon accounting', which again does not seem very aspirational. For PR09 planning purposes and as part of your commitment to mitigation, the draft methodology should support elements of the business plan which provide value for money, but that are also low energy/carbon options. 
3.18 This section also makes reference to development of renewable energy for climate change mitigation. However, it states that "we would normally expect companies to develop renewable energy as a non-regulated activity where the generation process is independent from appointed business' activities."  This statement seems rather ambiguous for us and water companies. What funding will be allowed for climate change mitigation? Furthermore, the use of the word "normally" indicates that funding may be allowed in some circumstances, but we require further clarification on where this would be allowed since it is likely to have a significant impact on how water companies  deal with climate change mitigation in their business plans.
3.19 We believe that the analysis of the balance between local environmental quality improvements and wider greenhouse gas impacts sets the wrong driver.  Companies should be driven to achieve environmental quality standards using low energy and low greenhouse gas emitting processes and approaches.

Indicators : Section 3.3.3
3.20 The draft methodology makes brief mention of water companies’ inclusion in the Carbon Reduction Commitment. As a major change in legislation affecting the water industry in the near future, we would expect this to be further referenced within the methodology. 
Justifying proposals for service and investment : Section 3.4

3.21 We welcome water companies explaining their business plans in an integrated and consistent way.
3.22 However, we have concerns on the proposals for cost-benefit analysis (CBA). In particular on the level of detail being proposed which will clearly impact on the resources required by water companies and other organisations, including the Environment Agency, involved in the price review both developing and quality assuring the plans.  We are not persuaded that this exercise will add significant value where schemes are designed to deliver statutory obligations.  Furthermore, it could divert resources from companies developing cost-effective solutions to meet these statutory obligations.  In the worst case, this could lead to inadequate schemes which are not approved by you and key legal and regulatory requirements are not delivered through PR09.
3.23 We believe that cost-benefit should be used to support decision making but should not be the sole determinant. There are important benefits that cannot readily be quantified in monetary terms. We want these benefits, e.g. reduction in infraction risk or biodiversity benefits, to be clearly identified, qualified and quantified in other terms as far as possible so that they can be included in the decision-making process. This is consistent with Treasury Green Book guidance.
3.24 This section and the use of very detailed CBA seem focussed on the Quality Enhancement programme. If companies are to develop integrated planning there needs to be some consistency with the way in which CBA is undertaken across all areas of a water company’s business planning. This would also improve transparency.

3.25 This section also makes reference to the term ‘affordable’, with the wish that water companies develop programmes of work that are affordable. Affordability is a concept that some people bring into a consideration of disproportionately costly, alongside cost benefit appraisal. However, European guidance on this concept is still unclear. We must await Government guidance on how we apply the disproportionately costly test with regard to Water Framework Directive schemes. Ofwat’s framework should therefore make clear the link between judgements on affordability and the forthcoming statutory guidance on river basin planning due for consultation by Defra and Welsh Assembly Government. 

3.26 The ultimate judgement on affordability rests with the Secretaries of State and this will form part of their consideration of draft river basin management plans which the Environment Agency will prepare by December 2008. We are required to present scenarios in these plans. It would therefore be helpful to link water company planning to our requirements for scenarios, which will explore programmes of measures of differing overall cost and benefit (but both still justifiable in terms of CBA). It would be helpful if Ofwat used its framework to indicate that water companies should factor these scenarios in to their business plans. We would welcome further discussion on how we could share and discuss this information with River Basin Liaison Panels in the process of preparing draft River Basin Plans.
CBA Methodology : Section 3.4.1

3.27 We have concerns with some of the current approaches to customer surveys and their ability to capture environmental benefits accurately.  For example, there are difficulties associated with asking customers to compare tangible water services (such as the quality of tap water) with intangible water services (such as the quality of local rivers) and these need to be addressed.
3.28 The Defra-led Collaborative Research Programme (CRP) on Water Framework Directive economics has recently updated methodologies in this area. Ofwat were part of CRP so we are surprised that no mention is made of this work. One of the CRP outputs provides a rigorous and peer-reviewed method for valuing environmental benefits. It is probably at the leading edge of such studies, and considerable effort was expended to ensure participants were well informed of actual environmental outcomes. This approach is therefore likely to provide the most robust results for determining environmental benefits. It is unclear how Ofwat are intending to include the use of this information within PR09 and it is unclear why companies are being directed to develop their own approaches to CBA without reference to the CRP’s body of work.
3.29 Companies will also have difficulty quantifying some particular types of environmental benefits, particularly non-use values.  These should be quantified where possible but there should also be scope for companies to include qualitative discussion and for this to be considered when determining whether a project is cost beneficial or not.  
3.30 We would also like to see more information in this section on how the methodologies and the outcome of the cost-benefit analysis will be audited. We are also concerned that this will increase resource requirements for all the organisations involved in the periodic review process.
Good Practice in Asset Management Planning : Section 3.5.1

3.31 
We welcome the reference to the need for proper consideration of the risk of asset failure. As the Pitt Review Interim Report emphasised, such risk assessments must take account of the long-term implications of climate change, in line with expected duties under the Climate Change Bill.

Security of supply : Section 3.6 

3.32
We welcome the use of the new “Long-term/least cost planning for wastewater supply demand” framework (2007) and hope that this will bring the same sound and consistent practices we have seen from the introduction of the Common Framework for Capital Maintenance Planning. However, it is only a framework and further guidance to water companies may be required, for example, on suitable planning and design horizons.
3.33
The draft methodology states that "Each company must take account of the impact of changes in water consumption in new developments that result from the ‘Code for Sustainable Homes’ and revisions to the Building Regulations." In order to use this practically, water companies would require a consistent steer on the likely impact of building regulations and Code for Sustainable Housing (CSH) uptake levels likely during the PR09 period. For example, all public funded housing (English Partnerships) designed to CSH level 3 from April 2007. It is not clear from the draft methodology if this steer will be provided and by whom.
Water Resources : Section 3.6.1

3.34
The draft methodology states that each water company should submit a business plan that “represents the best value optimal solution”. The definition of this phrase is unclear. However, the methodology needs to be clarified to demonstrate that this is a balance of risks, environmental impacts and what customers want to ensure that the phrase does not equate to plans being only based on lowest cost.
Leakage : Section 3.6.3

3.35 We were disappointed that in PR04 water companies appeared not to have adequately considered the Economic Level of Leakage (ELL) beyond 2010. Their water resource plans reflected an aggregated view of leakage in 2030 which was very similar to reported leakage in 2000. In view of the significant pressures on water resources, we welcome Ofwat’s expectation that companies will review their ELL and would expect this to take account of the true value of water including environmental and social costs. We look forward to continuing to work with Ofwat on taking forward approaches to leakage target setting to achieve a more sustainable use of resources.

3.36 We expect water companies to develop more robust assessments of per capita consumption in order to remove some of the uncertainties around leakage calculations.

Metering : Section 3.6.4

3.37 We welcome Ofwat’s confirmation that metering is the fairest way to pay for water and believe that they should actively encourage faster meter penetration rates. We expect water companies in areas of serious water stress to be able to make a strong case for compulsory metering and to achieve near-universal levels by 2015. We shall challenge those companies which do not meet this objective. We shall seek Ofwat’s support in scrutinising and challenging companies’ business cases as necessary and to set price limits that allow rapid progress towards universal metering. 

3.38 We would also wish to work with Ofwat in encouraging water companies to adopt tariffs to incentivise efficient use of water, whilst protecting customers in vulnerable groups.

Sewerage Plans : Section 3.6.6

3.38
We think that the sewerage plans as referenced in the draft methodology cover too narrow an area of a water company’s business. They should cover not only supply-demand plans for wastewater but be integrated with other water company sewerage activities, i.e. those related to capital maintenance, quality enhancement and service enhancement.  They should also deal explicitly with the links to surface water drainage.

Growth and new development : Section 3.6.7

3.39
We would like to see more guidance in the draft methodology on what is required of water companies to plan appropriately for growth in their catchments. Reference should also be made to the role that water companies need to play in managing surface water, as emphasised by the Pitt Review Interim Report. This must include providing information to inform Strategic Flood Risk Assessments and Surface Water Management Plans. In addition, the requirements under the WFD to avoid deterioration in WFD status class apply now so this could usefully be referenced in the methodology.
3.40
The draft methodology states that Ofwat’s approach to growth will be the same as it was for PR04 but we strongly believe this approach and the way in which water companies included housing growth in their business plans will not adequately address the issue. The draft methodology needs to be clearer in stating that plans need to reflect Regional Spatial Strategies (RSSs) and where possible Local Development Frameworks (LDFs). Company plans need to ensure that the timing of new infrastructure investments (for both water and waste water infrastructure) is aligned with house-building plans especially for the current growth points and growth areas that have 2016 building targets and have been integrated into the RSSs.
3.41
The Government is intending to announce a second round of new growth points and Eco Towns in February 2008 which will increase housing numbers further. The challenge, in relation to the timing of this Price Review, is that these further new growth points and Eco Towns will not be formally integrated into the RSSs until they are next reviewed in 2011. As a result, we would expect the implications from the RSS review in 2011 to be included as a notified item.
3.42
Water companies’ forecasts for future housing growth in PR04 were underestimations and did not accurately reflect Government targets. Linking growth projections more directly to the RSSs will address some of the previous estimation issues but we would like to see a more explicit reference to the Government’s housing growth agenda, as set out in the Housing Green Paper, and the long term housing target for the annual rate of house-building to increase to 240,000 by the year 2016.

Resilience and Flood Risk : Section 3.7
3.43 
We welcome the draft methodology’s reference to the need for companies to carry out proper flood risk assessments for their critical assets, as emphasised by the Pitt Review Interim Report. This should refer explicitly to fluvial, pluvial, coastal and sewer flooding, in light of recent events. Water companies should then identify the appropriate action needed to protect these assets, taking into account wider flood risk management measures. We would suggest that this approach needs to be set out more clearly in this section of the methodology.
 
Setting the scope of the quality programme : Section 3.8.1

3.44
In the draft methodology Ofwat state five criteria for inclusion of a quality project in a water company’s business plan. Whilst monetary quantification may be required in some situations, we do not believe this should be a requirement in all cases.
3.45
We would also like water companies to demonstrate how each project that is proposed under the quality enhancement programme is integrated with other parts of the business plan.
.
The Water Framework Directive : Section 3.8.2
3.46
The priority for the first cycle of the Water Framework Directive (WFD) is to secure delivery of schemes to meet the requirements of existing Directives and to prevent deterioration. We agree that developing stronger evidence for action to achieve good status will be a key part of PR09. However, where we already have strong evidence of ecological disturbance and can demonstrate water industry responsibility for a cost effective solution, we will expect such schemes to be funded. Consequently, we would suggest that this section of your guidance be revised to more strongly reflect the possibility of schemes being required to progress waters towards good status purely on the grounds of WFD itself. 
3.47
There is a conflict between the requirement from Ofwat for companies to identify overall ‘least cost’ solutions and applying the principles of sustainable development.  The test of the Water Framework Directive is “cost effectiveness” and “no disproportionate costs”. 
3.48
We welcome the definition of the criteria for where land management may be appropriate. However, we are concerned that the specified criteria will reduce the opportunities for land-based solutions, which may be more cost-effective than their capital expenditure equivalents and that overall, this may be constrained by the approach set out in the methodology. We welcome recent clarification from Ofwat on their approach to land management and the inclusion of catchment based schemes outside of company owned land. We would suggest updating the methodology to reflect this and to make clear that while the polluter pays principle is the rule, cost effectiveness arguments can be used to justify exceptions.
3.49
Changes to land management, including Sustainable Urban Drainage systems (SUDS), are very unlikely to work if confined to water company owned land (as is currently proposed in the draft methodology). Changes to wider land-use practice will still have benefit to water companies, through reduced runoff. For example, it may be more cost effective and energy/carbon efficient for a water company to retrofit SUDS to a community than upgrade a sewage treatment works, but Ofwat’s approach does not seem to permit this.
3.50
The draft methodology needs to make it clearer that whilst investigations are appropriate where there is little or no evidence, where the evidence does exist, an investigation would be inappropriate and an improvement scheme should be proposed by water companies.

Sewer Flooding Enhancements : Section 3.9.1

3.51
This section will need to take full account of the recommendations to water companies in the Independent Government review of the summer floods (chaired by Sir Michael Pitt), which produced its interim report on 17 December 2007.
3.52
In this regard, the text is too focussed on the need for cost-benefit analysis. Rather, it should provide additional guidance on the links between water company Strategic Direction Statements and ensuring water companies are able to deliver the requirements of the review.
3.53
We are keen for water companies to pursue strategic, risk based approaches to sewer flooding. The draft methodology needs to be strengthened so that it provides guidance on how water companies should implement these approaches in conjunction with other managers of flood risk, including Local Authorities, Highways Authorities and the Environment Agency.
Menu Regulation : Section 4.4

3.54
We recognised in our response to your consultation on “New Approaches to Expenditure and Incentives” that menu based regulation may have potential, but that there are significant issues in terms of achieving an adequately simple and transparent version of this approach.
3.55
We can see the value in menu regulation in that it transfers the risk to the water companies in terms of delivery against their expenditure estimates with reward or penalty based on performance. It is an interesting option with a successful application of the approach by Ofgem to capital maintenance.
3.56
However, we do not see that the outcomes of this approach will differ significantly from the current approach, as the prevailing baseline is likely to be very similar to what a company could receive through a determination.  The ability for the menu to reduce gaming will also be limited because the information used to determine the capital enhancement component of the baseline will be sought from the company business plans. 
3.57
We recognise that the main benefit of a shift towards menu regulation is symmetry of the treatment of under and over spends. 
3.58
Our concern with this approach applied to the National Environment Programme is that it could transfer the risk to the environment and the regulatory burden to the Environment Agency. For example, water companies who are at risk of not meeting their defined expenditure (which would result in penalties) may seek to reduce their financial burden by challenging the agreed deliverables of the National Environment Programme in order to reduce costs. There would need to be safeguards such that the deliverables in the National Environment Programme could not be challenged by companies who make a menu choice they are not able to deliver.
Managing investment cycles : Section 4.5.10

3.59
We are disappointed that you are not going to use the ‘early start programme’ approach again in PR09 as the alleviation of the stop-start issues between periodic reviews needs to be addressed. Although the approach did not work as we had all hoped in PR04, we believe finding out why it did not work and finding a way of making sure we do not get a stop-go investment programme would be more advantageous to the whole process than asking water companies to include a 5-7 year programme.  We would like to hear more about your new proposal.
3.60
The draft methodology is also unclear as to how this approach, i.e. of planning beyond the 5-year review period, fits with the strategic approach being introduced with the Strategic Direction Statements.

Link with long-term water and sewerage plans : Section 5.5.1

3.61
This section of the draft methodology suggests Ofwat will work alongside us to challenge long term water and sewerage plans but without specifically saying that long-term sewerage plans are a requirement of the PR09 business planning process. It is unclear what is being referenced here. We believe sewerage plans should be integrated across all business areas not just focussed on the supply-demand balance for wastewater.

Addressing failure to deliver : Section 6.1.4

3.62
Whilst we are pleased to see the commitment from Ofwat on addressing failure to deliver, we are concerned with the single policy of ‘logging down’ the associated capital expenditure. Whilst we agree that water companies should not be allowed to keep what they are not spending, if the water company fails to deliver (and it is within their control to do so) we would expect the company to deliver the nominated outputs, even if Ofwat apply a penalty, without recourse to the next price review. 
3.63
We would also suggest that you reassess the penalties for service failure to encourage improved risk assessment and business continuity management. We note that you have committed to further consultation on consumer service incentives in your concurrent consultation on your Forward Look Programme for 2008 – 09 to 2010 – 11 and we would welcome the opportunity to work on this with you further.
4.0
CONCLUSIONS 

4.1 
We welcome the publication of Ofwat’s methodology for consultation. We have provided a number of overarching and specific comments on this draft document and would welcome the opportunity to discuss these further with Ofwat. We look forward to the publication of the final methodology for the 2009 Price Review and the inclusion of revisions to the document to address the comments we have raised.  
FURTHER INFORMATION

Further information can be obtained from Jane Morris, PR09 Policy Manager, Block 1, Government Buildings, Burghill Road, Westbury on Trym, Bristol BS10 6BF either by telephone on 0117 915 2579 or by e-mail at jane.morris@environment-agency.gov.uk
January 2008
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