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Background: objective

Overall UKWIR study objectives:

. Review approach to CBA and PRO09 application from benefits
guantification to decision-making

. ldentify good practice in applying CBA
. Make recommendations on the future development of CBA

Range of technical & methodological, company process and regulatory
Issues to review

Study ‘themes'’:
The ‘benefits valuation’ framework
Issues in the application of stated preference surveys
Application of CBA to investment planning
Dealing with risk and uncertainty

eftec



" o

Background: approach
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Consultation &
engagement
Company process and

valuation

company studies
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Synthesis of findings
Recommendations for use of CBA and good practice
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Report and technical Key concepts
annexes Practical advice
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Role of CBA: expectations

Regulatory requirement for PR0O9:
Economic analysis (CBA and economic valuation) to inform investment
planning and ensure customers’ preferences are reflected in business plans
Rationale:

Transparency: demonstrate benefits of investments to be paid for by customers

Value for money: measure benefits so that the design of solutions could be
challenged

Prioritisation: ranking at project level; allocation between programme areas

Ofwat expectation (PR0O9 guidance):

CBA applied to all areas of investment, irrespective of cost drivers,
regulatory or legal requirements
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Role of CBA: PR09 application
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Scope of application of CBA dependent on companies’
view of regulator requirements

UKWIR (2007) guidance: policy level, programme level, project level

Actual PR09 use varied. Different interpretations included:
Existing level of service not to be subjected to CBA ...

Environmental improvements with statutory drivers (e.g. EU Habitats, UWWTD)
not to be subjected to CBA... but that base service subjected CBA...

Neither statutory schemes nor base service subjected to CBA...

CBA applied to all types of investments...
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Role of CBA: examples

T vielering. scope 101 enranceda meLering ievels dra Lypes ol ImeLeis used
+ Leakage: assess and challenge the economic level
+ New developments: assess reinforcement investment for the network and treatment

Quality

+ National Environment Programme: assessing how to meet obligations (optioneering) and
challenge scope of programme

* Drinking water quality, biosolids: assessing how to meet obligations (optioneering)

Enhanced service levels

+ Discolouration, taste and odour. determining whether service levels should be enhanced
+ Odour. determining whether service levels should be enhanced / rank projects
+ Sewer flooding: determining whether service levels should be enhanced / rank projects
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Role of CBA: consultation

Positive impact on companies’ planning processes

Valuation gaps and need for more integration within investment
planning

Need of more regulatory transparency in appraising analyses (e.g.
treatment of avoidable vs. avoided costs)

e Issue of trust in companies’ carrying out benefits valuation
 CBA informs the decision and does not make it: companies need
to state a business case

* Need for companies to understand and manage risk

» Positive impact on planning and board’s awareness

* More transparency/consistency in regulatory approach

« Translating asset management planning measures a real
challenge

e Aspire to make CBA a business as usual tool
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Role of CBA: findings

Application: ‘tactical’ vs. ‘strategic’ use of CBA

Tactical: main PR09 use was to test preferred set of options: investment
priorities at programme level; investment solutions at project level

Strategic: some examples of use to inform and develop investment plans

Overall:

Ambiguity shaped the role of CBA in decision-making at PR09

Learning process across sector; transparency in decisions and balancing
CBA with other decision-making objectives

PRO9 CBA justified expenditure associated with investments; limited use to
determine outputs to be delivered



Tactical approach to CBA

Source: Review of Cost-benefit Analysis and Benefit Valuation, UKWIR Project No. RG0O7



Strategic approach to CBA

Source: Review of Cost-benefit Analysis and Benefit Valuation, UKWIR Project No. RG0O7
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Benefits valuation

Ofwat expectation:

Companies would assess ‘customer priorities’ and base benefits valuation
upon these priorities.

PRO9 application: widespread use of stated preference methods

Use of SP studies is ‘valid’: limited market data and revealed preference
generally not feasible; scope for value transfer currently limited

Approaches generally followed same methodological approach but finer
details varied

Need good practice in SP design, implementation, analysis and use of
results in CBA

Repeated use will improve practice and ability to assess reliability of SP
studies



I

Practitioners guide

Purpose: user friendly and practical
guide to undertaking:

Benefits valuation and stated preference
studies

Application of benefits in CBA
Analysis and peer review

Audience: asset planning managers
etc.

Those tasked with delivery of benefit
valuation and CBA for future price setting
exercises

Explain key concepts, address common
Issues, provide practical examples, etc.
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Key lessons: CBA

CBA is not a ‘precise’ science

A decision support tool: the purpose for which CBA has been developed and
the purpose that finds widespread support in the industry.

Not purely a technical planning tool: can enhance planning and delivery
processes, communication within companies, test assumptions, etc.

PRQO9 learning experience for companies and regulators
Insufficient clarity about the investment areas that would be subject to CBA.

Use of CBA a matter of company discretion reflecting differing levels of
capability, understanding and resource constraints.

Future application

Scale of investment programmes will continue to be determined by a range
of considerations - evidence provided by CBA is part of this process.

Apparent commitment to develop CBA as ‘business as usual’ within
investment planning by water companies.
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Key lessons: Benefits valuation

Use of stated preference studies:

In general a ‘novel experience’ across the sector — initially low familiarity of
methods and use

Application was revealing, challenging and as result beneficial to companies
- Encourages direct contact with customers (on a sampled basis), in a way
that other valuation methods do not

- Importance of companies retaining ownership of studies

Need to integrate with investment planning from outset so that so that there
Is a two-way feedback between planning and benefits valuation

Scope for improved coordination across the sector to make studies more
consistent
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Recommendations

The future role of CBA:

CBA should continue to be used as a decision-support tool for investment
planning by the water industry

. The application of customers’ preferences within CBA to support investment
planning should be continued.

. The scope and application of CBA should not be limited to particular
investment types but applied to all

Iv. Companies should continue to use stated preference methods to elicit
customers’ preferences as input to CBA
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Recommendations

Developing the future role of CBA:

v. Good practice CBA requires good practice scientific information —
companies need robust analysis of service outputs to support use of CBA
and benefits valuation

vi. Better co-ordination of valuation work between companies and regulators
would be beneficial

Vil. Use of sensitivity analysis for benefits valuation and CBA should be
improved

vill. Organisational capability in benefits valuation and CBA should be further
developed (e.g. through practitioners’ forums and training)
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Key Issues — future application of CBA

Good practice CBA requires good practice technical information about
investment needs and impacts

Clarifying the role of CBA in the water industry - a decision support tool rather
than a decision making tool

The need for further clarity on the steps required to transition from a capital
maintenance serviceability approach to one based on CBA and an economic
level of service

Improving the level of co-ordination between companies and regulators with
regards to customer preference studies to provide a basis for more consistent
application

The need to further develop organisational capability in CBA and economic
valuation and allow time for this to ‘bed-in’



