Natural England’s response to Ofwat Consultation for ‘Setting price limits for 2010-2015: Framework and approach’ and ‘Use of cost benefit analysis for PR09’
1.0
Introduction
The purpose of Natural England is to conserve and enhance the natural 
environment for its intrinsic value, for people, and for the economic prosperity 
it brings.   

Natural England’s role in PR09 is to ensure that statutory requirements for 
protection and enhancement of the natural environment are met and that 
there is adequate opportunity for the development of more sustainable 
solutions.  Protection and enhancement of the natural environment including 
biodiversity depend critically on water companies delivering improved, 
integrated and sustainable land and water management. 
Natural England has responsibility for ensuring that water companies deliver 
objectives for European protected sites (Natura 2000 sites) and the 
requirements for achieving and managing favourable or recovering condition 
for SSSIs.  Natural England also ensures that there is a coordinated approach 
for water companies to meet the Government’s wider Biodiversity Action Plan 
commitments.
2.0
Summary of Natural England’s response
There are three key drivers behind Natural England’s statutory functions that 

we look to Ofwat to ensure delivery of through PR09:

· The Habitats and Birds Directives (and the requirements of the Habitats Regulations).

· The Wildlife and Countryside Act 1981 as amended by the Countryside and Rights of Way Act (2000) (CRoW Act)
· The biodiversity duties on public bodies under the Natural Environment and Rural Communities Act (2006), as well as the Gothenburg agreement to halt biodiversity loss and the UK Biodiversity Action Plan.
· Ofwat and water companies have duties under Section 28 of the Wildlife and Countryside Act 1981 (as amended by CRoW Act) and under Section 40 of the Natural Environment and Rural Communities Act 2006.
We also expect Ofwat to ensure that the PR09 methodology takes account of 

the following: 

· Water Framework Directive requirements to tackle diffuse as well as point source pollution, including actions required under Article 7.  

· Drinking Water Inspectorate requirement for water companies to develop “Water Safety Plans” which include consideration of source protection measures.

· The sustainable development duty on The Office of Water Services as set out in The Water Act 2003. 

· Relevant issues arising in Defra’s recent consultations on the protection of waters against pollution from agriculture.

· Issues arising in Defra’s forthcoming consultation on the Water Strategy. 

· The Climate Change Bill.
Natural England has concerns about the validity and practicality of aspects of the approach that is being proposed.  We are particularly concerned about:
2.1
Delivery of statutory requirements
Ofwat must be explicit and clear in its approach that water companies must deliver their statutory requirements and to help minimise the cost of doing this, Ofwat’s approach should require cost effectiveness analysis (CEA) of proposed solutions.  

2.2
Sustainable development and the interests of society

Natural England expects that Ofwat should require water companies to develop business plans that address their statutory requirements and contribute to sustainable development, as well as addressing customers’ priorities.  We suggest Ofwat should specify how it will assess the impact of projects on sustainable development and provide a common framework that companies can use to assess this for themselves.  Where cost benefit analysis (CBA) of projects is appropriate, this should include CBA conducted from the perspective of society.  

2.3
Decision-making and the impacts of practical constraints

We believe Ofwat should specify that companies should consider other factors as well as economics in the decision-making process.  Ofwat should propose an approach for assessing projects that does not discriminate against small, novel and innovative projects.  We also expect Ofwat to deliver a process that will allow open and transparent challenge of company investment proposals. 
2.4
Long term planning

We believe Ofwat should amend its proposed approach so that it enables a longer term perspective to be adopted in business plans for PR09 that incorporates risk and uncertainty.  We would also like to see an open process for reviewing SDS that companies can respond to.
2.5
Lack of consistency and comparability in assessment
We want to see amendments to Ofwat’s approach for PR09 that will make the price review process more transparent.  This needs to include a common methodology that water companies are required to use for economic assessment of projects.  It also needs to include involvement of stakeholders in the review of business plans and provision of the information required for this to be effective.

2.6
Land management schemes

We believe Ofwat should positively encourage approaches that have a reasonable prospect for long term success, and schemes that deliver multiple benefits to society that are not just restricted to immediate benefits in water quality and resources.
2.7
Delivery of outputs
Natural England seeks Ofwat’s assurance that the necessary monitoring and penalties will be used to ensure that outstanding and new schemes are fully delivered.  

We would welcome the opportunity to discuss our concerns further with Ofwat at this important stage in evolution of the PR09 process. 

3.0
Detailed response to consultation 

The concerns raised below question the proposed approach and suggest that in places Ofwat’s objectives are unclear or that insufficient detail is provided.  
3.1
Delivery of Statutory Requirements
Natural England is concerned that the Consultation paper does not recognise
that Ofwat and water companies are required to meet statutory requirements, 
specifically those under the Wildlife and Countryside Act 1981, as amended 
by Countryside and Rights of Way Act 2000 (CRoW Act), the Natural 
Environment and Rural Communities Act 2006 (NERC Act) and both the 
Habitats and Birds Directives.  

· Section 28G of the Wildlife and Countryside Act 1981 (as amended) imposes a duty on statutory water and sewerage undertakers and public bodies, including Ofwat, in respect of Sites of Special Scientific Interest (SSSI).  The duty is to take reasonable steps (consistent with the proper exercise of their functions) to further the conservation and enhancement of the flora, fauna or geological or physiographical features by reason of which the site is of special scientific interest.
· Water companies and public bodies, including Ofwat, have a duty under Section 40 of the NERC Act to have regard (so far as is consistent with the proper exercise of those functions) for conserving biodiversity.

· Under both the Habitats and Birds Directives Member States are required to maintain or restore favourable conservation status of habitats and species of European interest including Natura 2000 protected areas.  

Ofwat must be explicit and clear in its approach that water companies must deliver these statutory requirements.  
It is important not only that water companies clearly understand statutory requirements but that Ofwat’s approach for PR09 provides a clear and effective mechanism for delivering them.  Since water companies are obliged to meet these requirements, cost benefit analysis (CBA) has a limited role.  The decision about whether action should be taken – which could be informed by CBA – has already been made as action is mandatory.  We are concerned that the water companies may attempt to use the findings of the CBA in this way, to challenge statutory requirements and fail to deliver them.  This could have far reaching consequences: failure to comply with the Habitats and Birds Directives may risk infraction proceedings by the European Commission.  

Similarly, we are concerned that companies may attempt to use alternative business plans to challenge statutory requirements.  Ofwat must make it clear to companies that alternative business plans cannot be used to propose alternatives to delivering a statutory requirement.  We welcome and encourage the use of alternative plans to propose alternative ways of delivering the requirement especially if it leads to solutions that contribute towards sustainable development or that have multiple objectives.  

Natural England understands that water companies need to meet statutory requirements in a least cost way, to minimise the impact on customers’ bills.  Cost effectiveness analysis would identify the least cost way of meeting statutory requirements, but the consultation paper does not advise that water companies use this tool.  We are concerned that the requirement that all projects are subject to CBA (as specified in Section 3.4 of the Consultation paper) is not necessary or proportionate and poses an unnecessary burden on the water companies (in light of the Government’s better regulation agenda).  Cost effectiveness analysis is a less expensive and more appropriate tool to use for identifying economically efficient solutions.  To enable selection of solutions that minimise the impact on customers’ bills, we believe Ofwat’s approach for PR09 should require CEA of projects that meet statutory requirements.
Ofwat must be explicit and clear in its approach that water companies must deliver their statutory requirements and to help minimise the cost of doing this, Ofwat’s approach should require CEA of proposed solutions.  

3.2
Sustainable development and the interests of society

We welcome Ofwat’s commitment to sustainable development, but we are unclear how Ofwat intends to ensure that PR09 contributes to this duty and ensure that water companies consider the interests of wider society as well as customers in their strategies and plans.  Companies’ business plans should focus not only on customer priorities (as specified in the Consultation paper), but they also need to address considerations of sustainable development.  
To enable this, any CBA needs to be conducted from the perspective of UK society as well as customers.  This is necessary to adequately inform water companies’ investment decisions.  For example, though the benefits of statutory schemes in the Norfolk and Suffolk Broads are likely to be of value to Essex and Suffolk Water customers, they are likely to be of much greater value to wider society.  Benefits to wider society are likely to be in customers’ interests.  Also, CBA conducted from the perspective only of customers would not be consistent with application of the principles of the Green Book, a requirement in the Consultation paper (the Green Book requires that all costs and benefits to society and government are considered in a CBA).  

Sustainable development can be conceptualised as having social, human, environmental as well as economic components.  How will Ofwat assess companies’ contributions to sustainable development? 
Where appropriate, companies could use separate CBA of projects from the perspective of customers and UK society to demonstrate that their proposed investments are not only “the best value optimal solution” for customers (Section 3.6.1), but that they are also of value to wider society and contribute to the economic dimension of sustainable development.  
We believe Ofwat should specify a common framework that companies can use to present the impact of their projects on other aspects of sustainable development.  For example, where a company proposes a downward change in the reference level for an individual serviceability indicator, the company should be required to demonstrate not only how this aligns with customers’ valuations (as specified in the CBA guidance ), but also the implications for sustainable development.  Use of a common framework will increase accountability and transparency and encourage companies to consider and address their impact on sustainable development.   
It would aid transparency if Ofwat set out the implications for investment portfolios of water companies of using the shadow price of carbon to value the cost of greenhouse gas emissions (as required in the Consultation paper).  

Natural England expects that Ofwat should require water companies to develop business plans that address their statutory requirements and contribute to sustainable development, as well as addressing customers’ priorities.  We suggest Ofwat should specify how it will assess the impact of projects on sustainable development and provide a common framework that companies can use to assess this for themselves.  Where cost benefit analysis (CBA) of projects is appropriate, this should include CBA conducted from the perspective of society.  

3.3
Decision-making and the impacts of practical constraints

We are concerned that economic analysis does not become the sole basis for water companies’ investment decisions, as is implied in the CBA Guidance (Section 3.3.1).  Other considerations need to be taken into account, such as risk and uncertainty, customers’ priorities, social and environmental impacts and the contribution to sustainable development.  We believe Ofwat should give water companies clear guidance that they need to adopt this wider approach in their decision making.  

Cost benefit analysis is data-intensive, time consuming and expensive, and the benefits of environmental projects are typically subject to greater uncertainty than the costs.  We believe that the requirement that all projects are subject to CBA (as specified in Section 3.4 of the Consultation paper) will disadvantage small, novel and innovative projects.  Ofwat should ensure that the approach adopted for PR09 does not discriminate against these projects.  These projects are particularly likely to involve costs and benefits that cannot be readily valued.  Therefore, Ofwat needs to provide guidance on how these impacts should be taken into account in the analysis.  For example, they could be listed and assessed qualitatively or quantitatively if possible.  These costs and benefits can play a major role in influencing decisions so it is important that they are not ignored.  
We want to see a more open and transparent process for assessing and challenging investment proposals made by the water companies.  We suggest that a stakeholders’ forum should be established to discuss the draft business plans.  This will enable open discussion of:

· the economic analyses presented by the water companies,
· the balance between economic and other considerations in project selection,
· consideration of sustainable development as well as customers’ priorities in project selection.  

This debate will help inform water companies’ investment decisions and future development of the approach for setting water company price limits.  It could usefully be informed by peer review of the water companies’ investment proposals.  

We believe Ofwat should specify that companies should consider other factors as well as economics in the decision-making process.  Ofwat should propose an approach for assessing projects that does not discriminate against small, novel and innovative projects.  We also expect Ofwat to deliver a process that will allow open and transparent challenge of company investment proposals. 
3.4
Long term planning 
We welcome the long term 25 year planning framework in this price review. 
This will enable water companies to adopt a strategic approach towards sustainable development and climate change, and to innovate in their approach to these issues.  However, it is unclear how Ofwat will deal with likely inconsistencies between the approach adopted in PR09 and long term planning needed in the 25 year strategic direction statements (SDS), or how they will deal with long term obligations under the Water Framework Directive when they are considering companies’ business plans.  Some environmental targets may be best achieved over the long term and we would like Ofwat to indicate how it proposes that economic analysis of the plans will be used in a way that is consistent with long term planning.  
It is also unclear how the risk and uncertainty inherent in long term planning will be addressed, for example uncertainty about the measures that will be required under the Water Framework Directive under current and future rounds. How does Ofwat plan to address changes in abstraction charges (such as those arising from changes in abstractions to comply with Habitats Directive obligations)?  
We welcome Ofwat’s discussions with each company of their SDS, but we are concerned about how the SDS will be challenged and good practice shared.  Natural England has reviewed the companies’ SDS documents and we plan to share our overall findings and discuss details with individual companies.  Will Ofwat be making their analysis of the SDS available to all customers and quality regulators following their meetings with the companies?  How do Ofwat propose that dialogue by all parties on these important documents can be coordinated so that the commentary will inform draft business plans and how will Ofwat ensure that any necessary changes are carried out?
We believe that Ofwat should amend its proposed approach so that it enables a longer term perspective to be adopted in business plans for PR09 that incorporates risk and uncertainty.  We would also like to see an process for reviewing SDS that companies can respond to.
3.5
Lack of consistency and transparency in assessment
We support the use of economic analysis to inform business companies’ investment decisions but Ofwat needs to define a common methodology that the companies will use for this.  A common methodology is required to provide consistency, transparency and to enable comparison between companies.  It will be time consuming for stakeholders to review companies’ business plans even with a single methodology; use of different approaches will make this un-necessarily resource-intensive.  If companies each develop their own methodology (as is specified in the Consultation paper) the risk of company bias is greater, the ability to scrutinise the outcomes is much reduced, and the CBA itself may be of very limited value.  Does Ofwat consider that the benefit of company ownership of its own methodology outweighs the disbenefits of not using a common methodology?
To provide transparency, Ofwat should require that the water companies clearly specify the costs and benefits that they use in economic analysis.  We believe Ofwat should require that companies use sensitivity analysis wherever CBA is used to inform a decision (not just for “substantial” investments as specified in Section 3.3.1 of the CBA Guidance), to ensure that due consideration is taken of risk and uncertainty.  

Water companies must be asked to provide clear justification for the approaches that they use to value non-traded benefits of projects.  We encourage Ofwat to advise companies that the valuation approach that they use needs to stand up to strong scrutiny.  When stated valuation techniques are used, we believe that the companies must demonstrate adequate testing of surveys, sufficient control for bias, and rigorous statistical analysis with sensitivity analysis.  These contribute to the transparency and credibility of the results, making a company’s investment in contingent valuation worthwhile.  

Ofwat needs to make the water companies aware of the limitations of using 

benefits transfer to value non-traded benefits.  We suggest that Ofwat should require companies to consider the recommended criteria for benefits transfer when they choose to use it.  In considering whether the values from a previous study are appropriate to transfer, water companies should consider whether the service that is being valued is comparable to the previous study, the site and its ecology are sufficiently similar to the previous study, whether the characteristics of the population affected by the project are similar, and consider the quality and age of the original study amongst other factors.  The values may need to be adjusted to better represent the new site and differences in the population.  

Ofwat has requested that companies take distributional considerations into account in developing their proposals (Section 3).  We recommend that Ofwat should require that companies that choose to employ distributional weights in their CBA also present the results of the CBA prior to inclusion of distributional considerations as the weights reduce transparency.  

Natural England would like to know how large capital projects with different risk profiles will be assessed – the Consultation paper (Section 3.4) indicates that these will be addressed separately but does not specify how.

We welcome the reporter scrutiny of business plans and costs, specified in 

the Consultation paper (Sections 2.1.3 and 3.4).  To be effective this needs to 

be a transparent process that is available to stakeholders.  We believe Ofwat 

should enable stakeholders to propose issues and topics for scrutiny and view 
the reported scrutiny.

We welcome the stakeholder input to the price review process that is 

indicated in Consultation paper.  However, stakeholders will only be able to 

make effective input if they have access to the necessary information.  Ofwat should restrict confidentiality to those aspects of business planning that are clearly commercially sensitive.  Where information must be withheld and this affects the ability of stakeholders to make an informed judgement, then the information should be made available as soon as possible, so that an evaluation can be clearly made and any lessons learned.

We want to see amendments to Ofwat’s approach for PR09 that will make price review process more transparent.  This needs to include a common methodology that water companies are required to use for economic assessment of projects.  It also needs to include involvement of stakeholders in the review of business plans and provision of the information required for this to be effective.
3.6 
Land management schemes

We are disappointed that Ofwat is currently restricting land management 

projects to land owned by the water company, improvements in drinking water 

quality and improvements that meet a defined legal requirement only.  This 

severely and unnecessarily restricts what can be achieved, in terms of economic efficiency as well as sustainability.  Many companies are already benefiting customers through land management projects.  Such projects could be developed and improved if they were funded through PR09 to promote innovation, longer term sustainability and reduction in longer term costs, all of which are in the interests of the customer, sustainable development and 25 year planning.

As well as long-term sustainability, catchment-based schemes can also make significant contributions to water resources management, climate change mitigation and adaptation, water quality, biodiversity, management of diffuse pollution, flood risk management, carbon management and the development of innovative approaches to these issues.  Many of these issues are not restricted to water companies and Ofwat’s methodology should encourage companies to develop a partnership approach for long term planning at a catchment level.  The Water Framework Directive provides opportunities to employ multi–stakeholder and multi-objective opportunities that are better ways of managing catchments and it is likely that Defra’s emerging Water Strategy will support this approach.  

Natural England is pleased to see that Ofwat is encouraging water companies 

to mitigate against climate change.  We believe Ofwat should include this as a criterion for assessing the benefits of land management schemes, so that schemes that contribute towards management of carbon, for example through peat restoration, as well those which deliver benefits for water quality and resources, can be considered.
We believe Ofwat should positively encourage approaches that have a reasonable prospect for long term success, and schemes that deliver multiple benefits to society and that are not just restricted to immediate benefits in water quality and resources.
3.7 
Delivery of outputs
We understand that menu regulation aims to provide water companies with

incentives to reduce the costs of delivery.  However, the effectiveness of menu regulation will be contingent on:

· the level at which the baseline for capital enhancements is set at.  We would like Ofwat’s assurance that efforts will be made to ensure that the baseline is set at the right level for each water company.

· delivery of the agreed benefits.  By giving companies an incentive to reduce the costs of delivery there is a risk that they will not deliver the full agreed benefits.  The incentive is restricted by the limited range of menu choices, but this may not be sufficient.  We would like assurance from Ofwat that adequate monitoring and penalties will be put in place to ensure that the benefits are delivered. 

The consultation paper specifies the financial measures that a company will

incur if they fail to deliver an output (Section 6.1.4).  Natural England would 
like Ofwat’s assurance that in these circumstances, the output will still be delivered if it is required, particularly for statutory purposes.
 

We expect Ofwat to indicate how it will ensure that outstanding schemes 

from the last price review will be carried out by water companies.

Natural England seeks Ofwat’s assurance that the necessary monitoring and penalties will be used to ensure that outstanding and new schemes are fully delivered.  
Natural England would like to work with Ofwat to adopt an approach to PR09 that is efficient, effective and provides transparency and we welcome the opportunity to discuss our comments further.  
Natural England
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