A CIWEM – Ofwat Conference

The PR09 Price Review

29 November 2007  -  SOAS, London

EV1 Oct 24 2007

An Ofwat - CIWEM Conference

The PR09 Price Review

November 29th 2007,London

This conference aims to provide a neutral forum to discuss economic regulation in the water sector in general and PR09 in particular. It will provide a platform for speakers from the water utilities, regulators, consumer representatives and all those interested in investment in the water environment and in the delivery of the investment programme. It will give an opportunity to discuss the investment programme, how the price limits will be set and how Ofwat will monitor its delivery.
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Welcome to the conference

This information gives the answers to some of the most frequently raised questions that arise at the conferences we organise.

Conference Outputs



· The Power Point presentations and delegate notes will be available shortly after the event on the  CMS www.coastms.co.uk and CIWEM websites. We will notify you by email when these have been placed on the sites.

· The data from the questions posed and a short report will also be made available.

Questions – Bookings – Receipts – In house information
If you have any questions during the event about bookings, finances, or logistics please see Christina Beech at the registration desk; she will be pleased to help.

Timing  
We will try to ensure that the conference runs on time to allow the allocated time for speakers and as importantly for discussion. A bell will be rung 5 minutes before the start of sessions.

Refreshment Breaks  
In running events in London over the last 15 years we have used  two main refreshment breaks during the day that enable us to split the sessions and breaks more evenly.  A sandwich buffet is available in the first break and sweet course during the second.  

Food        There is always ample food at the events and you can come back for more.  Once you have collected your food could you move away from the serving table.  Catering staff are on hand if you need anything, including extra drinks.

Delegate list   A list of the delegates to 19 November is at the end of the delegate notes.

Evaluation form 
There is a questionnaire and evaluation form at the end of delegate notes; your views will help us improve future events. Please leave these at the registration desk along with your badge when you leave.  

NB Valuables 
If you have anything you value keep it with you i.e. do not leave laptops unattended.

Before you leave   Check you haven’t left anything in the conference hall. 

Please also take any leaflets or reports.

CMS Email Advertising Service – This ‘same day’ service offers a highly successful and cost effective way of circulating advertisements to over 4000 individuals in the aquatic environmental community.  We can circulate Job Vacancies, Conferences & Short Courses, Tender Documents, Market Research, Consultation communication e.g. Newsletters, Website Launches, Project Reports and Outputs.  Further details can be found on the CMS website:  www.coastms.co.uk – click on ‘CMS Email Advertising Service’ at the top of the homepage.

Background

Work on the PR09 price review has gathered pace over the past 12 months and Ofwat is seeking the views on the key issues of all those involved in the water industry.  Some of the issues relate to the need for investment.  Others concern the means by which the necessary funds will be raised to install, operate and maintain the infrastructure. It will also be crucial to understand the views of the water industry on the incentives that are put in place to help ensure efficient performance.

At the time of the conference Ofwat will be especially interested in consulting on:

· Longer term planning

· Customer priorities
· Setting price limits to provide the necessary finance

· The incentive for framework delivery.

In consequence these will be the topics that will provide the focus for this conference
Since PR04, a better understanding of external influences such as the Water Framework Directive (WFD) and climate change have meant that priorities for investment are shifting.  There is a greater realisation that a 5-year planning horizon is no longer sufficient and a 25-year plan will now form part of the PR09 submission by each water company. Customers will be expecting safer and more reliable drinking water supplies and the protection of the environment, but the wet weather of 2007 has raised the profile of flooding and drainage issues and the personal and economic damage that this can cause, particularly since the predictions are that climate change will require changes to traditional strategies. At the same time the plans should seek to minimise the effect that each company is having on greenhouse gas emissions.

All of this will cost a great deal of money, and will be have to be paid for by customers through their water bills.  The means by which Ofwat will set the price limits is complex but it is important that the right balance is achieved so that the necessary outputs are achieved at least cost to the customer. A key element in reducing this cost is maximising the efficiency of the water company. Ofwat has increasingly included mechanisms to encourage such efficiency and the conference will consider some proposals to strengthen these incentives.

Aims and objectives of the conference

This conference aims to provide a neutral forum to discuss economic regulation in the water sector in general and PR09 in particular. It will provide a platform for speakers from the water utilities, regulators, consumer representatives and all those interested in investment in the water environment and in the delivery of the investment programme. It will give an opportunity to discuss the investment programme, how the price limits will be set and how Ofwat will monitor its delivery.
Key objectives of the conference are to:

· Help to clarify the relative priorities for investment in the water industry as a whole 

· Review the key general issues affecting the water industry in the run-up to PR09

· Suggest means by which these might be addressed

This conference will provide a forum for debating all of these issues.  Delegates will have the opportunity to express their views to Ofwat, although these should also be backed up, where appropriate, by formal written responses to the relevant consultation and discussion papers.

Programme

09.00
Registration and Coffee

Session 1: 9.40-11.05am  Planning for the long term 
Session Chair:  Fiona Pethick   Ofwat
09.40  Welcome to the Conference on behalf of CIWEM        Bob Sargent Hyder Consulting UK Ltd
9.45-10.05 Keynote address. PR09 – the consultation process
    Fiona Pethick Ofwat
10.05-10.35  Longer term planning
                                                           Jonathan Hodgkin Ofwat

10.35-11.05  Environmental priorities over the long term 
Jane Morris   Environment Agency 

11.05-11.50  Buffet and refreshments

Session 2: 11.50-1.50pm  Expenditure and incentives, and how to provide the finance 

Session Chair:  Martin Hall, Mouchel Group

11.50-12.15  Expenditure and incentives – the Ofwat approach                               George Day, Ofwat
12.15-12.30  A water company view                                                            Frank Grimshaw, Severn Trent
                                                                                                                                           

12.30-12.55 Discussion

12.55-1.10  Finance                                                                                                  Keith Mason Ofwat

1.10-1.25  Finance – a water company view                                                      Chris Jones Welsh Water

1.25 -1.50  Discussion

1.50- 2.35    Sweets and refreshments

Session 3: 2.35-4.15pm Customer priorities 
Session Chair:   Mark Hann  Ofwat
2.35-3.05  Consultation on customer priorities



Andrew Dunn Ofwat

3.05-3.35  CIWEM view



                

Charles Ainger  MWH










Ed Bramley  Yorkshire Water
3.35-4.05  CCWater view                                                                          Deryck Hall   CCWater

                                          
4.05-4.15  Summary
4.15 Close
PR09 – the consultation process
Fiona Pethick

Ofwat, Centre City Tower, 7 Hill Street, Birmingham, B5 4UA
Tel No:  0121 625 1344Email:  Fiona.pethick@ofwat.gsi.gov.uk      http://www.ofwat.gov.uk/
One of Ofwat’s key aims is to put customers are at the heart 2009 price review. This sets the industry – both companies and regulators – a series of demanding challenges.

Ofwat’s recently published consultation on the approach to the price review sets out a process founded on clear and open consultation between regulators, the companies and their customers. The Ofwat consultation sets out how each company can work to involve its customers to produce business plans that are effective in the short, medium and long term. At the same time, each water and sewerage company in England and Wales is developing its strategic direction statement – a document that sets out its direction of travel for the next 25 years. Companies are consulting with consumers to produce these documents.

Alongside the methodology consultation, Ofwat is consulting on proposals to introduce menu regulation and questions around industry financing. We will publish the responses and our conclusions in the spring of 2008 when we produce our final methodology paper.

Customer and consumer involvement does not stop there, the Ofwat methodology paper sets out a programme of consultation with consumers leading up to the submission of final business plans in April 2009.

Longer Term Planning

Jonathan Hodgkin

Director of Network Regulation, Ofwat, Centre City Tower, 7 Hill Street, Birmingham, B5 4UA

Tel No:  0121 625 1313    Email:  jonathan.hodgkin@ofwat.gsi.gov.uk
Water and sewerage is a long term industry but price limits are set five years at a time.  Last year we looked at whether price limits could be set for a longer period and concluded this was not practicable given the degree of uncertainty about future costs, investment needs and revenues.  Instead we have developed our PR09 methodology to take into account the longer term context when setting price limits by:

· Challenging the companies to set out their longer term goals, aspirations and targets in 25 year strategic direction statements which then provide the context for the five year business plans.

· Putting the onus on the companies to work with DWI, EA, Natural England and CCWater to develop business plans that are an affordable aggregation of programmes that customers are prepared to pay for.

· Requiring companies to demonstrate with CBA that in the long term context their business plans are the optimal level of investment, with the benefits of each investment proposal exceeding the costs.

· Allowing each company a ‘planned overlap’ programme for investments that will start before 2015 but not complete until the next regulatory period.  This will work by “ring-fencing” expenditure to be taken into the following price review.

Taking the long term context into account in this way will give companies and the supply chain greater certainty about future activity and workload, and quality regulators confidence that future price limits will support enhancement investment necessary after 2015.

Environmental Priorities over the long term

Jane Morris

PR09 Policy Manager, Environment Agency, Block 1, Government Buildings, Burghill Road, 

Westbury-on-Trym, Bristol, BS10 6BF

Tel No:  0117 915 2579    Email:  jane.morris@environment–agency.gov.uk
The Environment Agency’s role in PR09 is to:

· advise Ministers on the environmental obligations and priorities;

· prepare programmes of schemes to deliver these requirements; and

· advise Ministers as part of the statutory water company water resource management plans process.

To date, the Periodic Review Process has delivered significant environmental and   service improvements. However, as we move forward to PR09 and beyond there are new environmental issues to tackle at the same time as meeting the challenge of maintaining the improvements we have already achieved. Issues surrounding supply and demand, managing critical infrastructure, climate change and delivering further environmental improvement will all be important. In addition, co-ordination of effort across processes, not least those for PR09, Water Resource Management Plans and The Water Framework Directive will be critical. 

The content of individual water company business plans will reflect the nature and scale of issues which need to be tackled within their area. They will reflect their customer’s priorities and guidance provided by Ministers on government expectations. The final determination will therefore need to address both sets of priorities. Our approach will be to encourage the identification of long term, sustainable solutions which deliver cost effective options for the benefit of the environment and the consumer.

PR09: Expenditure and incentives

George Day 

Head of Asset Strategy, Ofwat, Centre City Tower, 7 Hill Street, Birmingham, B5 4UA

Tel No:  0121 625 1454    Email:  george.day@ofwat.gsi.gov.uk

This presentation will set out Ofwat's proposals for handling expenditure assumptions and incentives at PR09. See: http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/Content/pr09_methodologypaper181007
http://www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/Content/pr0902_conspaper
Ofwat is proposing menu regulation as its preferred approach for capital expenditure assumptions and incentives in PR09, alongside established methods for assessing operating expenditure.  

Menu regulation was first applied in the UK by Ofgem in 2004 for electricity distribution.  It replaces the traditional “take it or appeal it” single regulatory offer with a 'menu' of choices carefully structured to encourage the company to reveal realistic business plans, and to reduce 'regulatory gaming'.  

The aim is to address the asymmetry of information between companies and the regulator.  Offering a menu of choices reduces the emphasis on the regulator's view of the “right” level of investment, helping to focus companies on the needs of their customers rather than the regulator.  

The presentation will discuss our proposals for expenditure and incentives including:

· How menu regulation 'works';

· our thinking on the benefits that menu regulation can deliver;

· why menu regulation has been proposed for capex, and our thinking on the handling of opex, 

· how we propose to set the expenditure 'baseline' against which menu options are calibrated, 

· how incentives for both opex and capex (through menu penalties and rewards) should work;

· the potential implications for our approach to regulating outputs and delivery;

· the potential timeline for applying menu regulation in PR09.

Expenditure and incentives – a water company view

Frank Grimshaw
Economic Regulation Manager, Severn Trent Water, 2297 Coventry Road, 

Birmingham, B26 3PU

Tel No:  0121 722 4117    Email:  Frank.Grimshaw@severntrent.co.uk

The framework for economic regulation has provided a major stimulus for improvements in efficiency and in service.  There are, however, a number of limitations of the framework:

· It encourages short-term efficiency savings, at the potential cost of failing to ensure that vital infrastructure is maintained and improved to meet future requirements.

· It provides incentives for meeting specific targets and carrying out defined activities, rather than providing best overall outcomes to customers and the environment.

· The price setting process leads to over-estimation of costs by companies in preparing business plans, which are then subject to cut-backs by the regulator with the risk of the regulator “getting it wrong”.

· It has created an excessive regulatory burden in terms of the amount of detailed information required by Ofwat.

We would like to move away from the current process of business planning submissions being subject to reductions by Ofwat and towards companies putting forward realistic and robust business plans.  We consider that we need to look at alternative approaches which can deliver better outcomes for customers while still ensuring that companies deliver efficiently.

The proposals for menu regulation can potentially contribute to achieving these objectives, by encouraging accurate business planning and reducing the penalty on incurring necessary expenditure above Ofwat assumptions.  There are still some issues to consider:

· The detailed workings of the mechanism will be important, including setting the baseline for the menu and the incentive rates.

· We will need to ensure that it works effectively in conjunction with other elements of the framework, including the Overall Performance Assessment and development of long-term planning.
Financing

Keith Mason

Director of Regulatory Finance and Competition, Ofwat, Centre City Tower, 7 Hill Street,
Birmingham, B5 4UA

Email:  keith.mason@ofwat.gsi.gov.uk

A stable consistent regulatory platform remains essential if consumers are to receive the efficient service they require at a reasonable cost.  Ofwat's approach to financing issues at PR09 is evolutionary and will continue to use the overall CAPM framework. But in recognition of its limitations, a wide range of market evidence will be considered when setting the allowed cost of capital.  

Consumers should rightly expect to benefit from all the advances in the market place that have occurred since PR04. Current market evidence, which includes low risk free rates, significant premiums paid for companies in recent transactions and the cost of capital set by other utility regulators in recent price determinations, suggests that it should be possible to set a weighted average cost of capital considerably lower than in 2004. 

Ofwat is consulting on whether to index the cost of capital (or some component) to a market benchmark.  Alternative market-led solutions to ease financing constraints are also being considered. Our current view is that the approach we adopted at PR04 – revenue uplifts -  will not be required particularly for a balanced capital programme that is within the industry's capacity to deliver.  Other key financing issues that will be considered in setting price limits are the need for a small company premium, the assumption on the gearing range that underpins the cost of capital assumption and the treatment of tax in setting the cost of capital.

Key documents

Setting price limits for 2010-15:  Framework and approach – a consultation paper.

PR09/03 – PR09: Risk allocation, investment incentives and the financing of regulated businesses

Both available from the Ofwat website.

Finance – a water company view

Chris Jones

Finance Director, Dwr Cymru Welsh Water, Pentwyn Road, Nelson, Mid Glamorgan, CF46 6LY

Tel No:  01443 452513    Email:  chris.jones@dwrcymru.com.

In October 2007, Ofwat issued a consultation paper “Setting price limits for 2010-15: Framework and approach”.  Within the section on financial assumptions for setting price limits, Ofwat have proposed a number of important developments to the existing methodology for setting price limits for water and sewerage companies at periodic reviews.  In particular, Ofwat are seeking views on:

· a single cost of capital (as opposed to the “split cost of capital” approach)

· cost of capital and risk

· indexing the cost of capital to a market benchmark

· capital structure

· treatment of taxation

· financeability

· notified index

· revenue forecasting.

Since 2001, Welsh Water has been owned by Glas Cymru - a company limited by guarantee with no shareholders.  As such, we have a single objective: to deliver the best possible value for money to customers.  Financing costs now make up a large proportion of the average water customer’s bill – up to a third – and so minimising the cost of financing is a crucial part of delivering value for money to customers.  The financing costs to water companies are determined primarily by the perceived risk to investors of investing in the sector including, in particular, the regulatory risk.  We will therefore be looking carefully at Ofwat’s proposed developments to their financing methodology to see whether the potential benefits to customers outweigh the potential risk of too much change to a methodology that is well understood (and well liked) by investors.

Ofwat have requested comments on their consultation paper by 24 January 2008.

Welsh Water’s long-term strategy for the delivery of enhanced value for money to its customers is explained in its strategic direction statement “Welsh Water – Our Sustainable Future”, which is available on the company’s website (www.dwrcymru.com).

PR09 process and consumer research

Andrew Dunn
Ofwat, Centre City Tower, 7 Hill Street, Birmingham, B5 4UA

Tel No:  0121 625 1334    Email:  andrew.dunn@ofwat.gsi.gov.uk

This presentation:

· sets out Ofwat's expectation that companies proposals need to reflect the views of their consumers;

· outlines the three stage process for undertaking consumer research for PR09 and the key areas of the review that the research will inform;

· provides a brief summary of issues concerning the  research undertaken by companies for stage 1;

· details the key aspects of stage 2 –joint deliberative research including objectives and scope of the project;

· sets out our proposals for stage 3-joint quantitative research;

· provide an outline of what we expect from companies consumer service strategies; and 

· highlights the issue of communication with consumers for PR09. 

Summary of view from CIWEM Sustainable Industry Forum
Charles Ainger

Sustainable Development Director, MWH, Terriers House, 201 Amersham Rd,

High Wycombe, HP13 5AJ  Tel No:  01494 526 240    Email:  charles.ainger@mwhglobal.com

Ed Bramley

Environmental Regulation Manager, Yorkshire Water, Western House, Halifax Road, 

Bradford, West Yorkshire    Tel No:  01274 804 095    Email:  ed.bramley@yorkshirewater.co.uk

This presentation aims to present a summary of the views presented and discussed in the “A Sustainable Industry?” session held at the CIWEM National conference 11th October 2007.

New pressures on the industry were highlighted during the presentations: Climate Change, WFD / future EU legislation, energy use / carbon emissions, regulatory framework, innovation, leakage, urban flooding, pricing, public perception of the industry. The key points from the discussion were:

· Climate Change is the main challenge of the environmental pillar of sustainable development.  The challenge for the water industry in this context is what to spend when for the most effective return.  Climate Change is both a risk and an opportunity for the water industry.

· Company Strategic Direction Statements are now a requirement and should go a long way to deliver a more sustainable approach.  

· There is a dichotomy concerning local and global environmental aspirations in the context of water – e.g. further (energy intensive) treatment requirements due to more stringent environmental legislation resulting in additional carbon emissions (which contribute to global warming).

· There was agreement that there should be a move towards a more risk-based approach to regulation. Self-monitoring should become more commonplace.

· Past regulation of the industry has successfully driven significant efficiency improvements. However, it now needs to change, to facilitate innovation at strategic level, to deliver the required service while dealing with the carbon mitigation challenges and adaptation uncertainties posed by Climate Change.  

· In being innovative the water industry must lead by example.  It must demonstrate improved efficiency both in terms of leakage and how improved domestic water efficiency can be achieved.

· In line with the above points there was a call for companies which were performing well to be given greater responsibility to determine how they delivered their obligations.  This links to the perceived lack of customer trust in the industry – it has to be more transparent in how it operates.  Importance of transparency, integrity and performance is paramount.

· Practical solutions were discussed, such as smart meters allied to innovative, flexible tariffs and a more holistic approach to consenting (catchment level).

· Improved stakeholder engagement, from the catchment to national (a national water stakeholder group) level was considered vital.  
· Increased piloting of River Basin Management / delivery of Water Framework Directive objectives was viewed as essential, with sharing of best practice.  There were calls for each water company to set up a catchment-scale pilot project so that the benefits can be demonstrated.

· The was a perceived need for water companies (and regulators) to look to the very long term (50-100 years) but plan to a 25 year horizon. The earlier that problems/challenges are identified the greater the potential gain. 

Consumer priorities for the 2009 price review – CCWater’s perspective

Deryck Hall

Consumer Council for Water, Victoria Square House, Victoria Square, Birmingham, B2 4AJ 

Tel No:  0121 345 1030
   Email:  deryck.hall@ccwater.org.uk
Introduction

The Government’s long and medium term view of how water should be managed is eagerly awaited.  Water UK is preparing its long-term vision for the water industry.  And the water companies themselves are finalising their Strategic Direction Statements that will take a 25 year forward look. We welcome these initiatives.  

It is important to improve consumer perception and support for the water industry and the way it is overseen by Government and the regulators.  Recent negative publicity on leakage, drought, floods, profits and takeovers is harming the industry and leading to erosion of the goodwill that still characterises the general relationship water companies have with their customers.  A robust, well communicated, vision of the future of the water sector could help restore confidence.

Placing consumers at the heart of the price review

We think it is imperative for the sustainability of the industry to gain consumers’ acceptance that the price review represents:

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

· a fair price for what they receive.
It is crucial, therefore, that all parties to this review place consumers at its heart by:

· identifying consumers’ priorities – these may be different from those at PR04

· acting upon identified priorities – we must avoid a disconnect between consumers’ views and what appears in companies’ business plans and in Final Determinations.  

· thinking about benefits – from the outset there needs to be an awareness of what price increases are going to buy – for customers, for the environment.  
· communicating – this needs to be an integral part of the process with two-way information flows throughout the review not just at key stages.  
· being realistic – it is in companies’ interests to ensure that price increases are kept to a level that their customers consider to be value for money for what will be delivered.  This is crucial to future consumer acceptance of the industry and future price increases.  
Further information 

For further information about CCWater’s approach to PR09 visit our website at www.ccwater.org.uk
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