NOVEMBER 2016

POLICY | REGULATION | COMPETITION

| eakage and
Mmarket reform

A more complex picture?

FRN
COMPETITION

WATCH

CC Water weighsin on
household market prospects.

Moody’s on retailer credit
quality and wholesaler
credit risk.

Business customer attitudes
- and readiness for the market.

INSIDE TWR EXPERT FORUM | SOUTH EAST RESOURCES WSSLs - new guidance and
LOW INTEREST RATE RISK | SOUTHERN WATER CAP awards/applications update.




THE

WATER | 2XPert analysis

for a changing
water industry

REPORT

POLICY | REGULATION | COMPETITION

SUBSCRIBE NOW for detailed
analysis and insight on UK
water policy, regulation and
competition

Single subscription
| WA
(1 print copy per month, REPORT

for one year): €699

ich household

L WhiCH st likely?

~Znario is

FEATURE | WATERA D >

the savings

Corporate subscription

(6 print copies per month
plus an electronic copy for
unlimited distribution within
subscribing company, for
one year): £1,999

SAVE £1,495 — equivalent
to less than £400 per
subscriber, plus e-copies
free.

g POLICY | REGULATION | COMPETITION

- Leakage and
market reform

INSIDE !



| CONTENTS

4 REPORT The Water Report Expert Forum on ‘ e d I tO rS
who should take decisions on water sector
reslience and who should pay. CO m m e nt

8  REPORT A high level Indepen round table
meeting discusses developing a better T| me 'I'O pu'l' 'I'h e
resilience strategy for water resources in the '
south and east. house IN Ol’del’

12 REPORT The National Needs Assessment We can reasonably expect to learn more about the govern-
calls for low regrefs investments and bold ment’s infentions on opening the household market on 23rd of
policy choices. this month. It has had two months fo digest Ofwat’s thorough

13 REPORT Moody's warms of low inferest rafe cost benefit ana/ysis,'anol it would seem remiss of the freasury
fisk fo embedded debt Ijof To‘ use the occasion of the Agtumn §Tofemenf fo s:gnql some

intention, particularly as the decision will affect strategies in the

14 FEATURE Southern Water and its Customer non household segment which is opening in just a few months.
Advisory Panel have set about tuming Remember it was the Treasury (along with BIS) that kicked off the
fhe company’s poor performance on debate on domestic competition almost exactly a year ago,
customer service around. when it bundled the idea info a paper covering an assortment

17 REPORT Ofwat issues in-period draft of pro-consumer measures.
determinations for three firms on the back But would a household market really be pro-consumer? Of-
of ODls. wat clearly seems to think so. When it delivered its September

_ _ cost benefit analysis, all its communications dwelt heavily on

18 REPORTInfrostructure industries must the positives: the £2.9bn benefit over 30 years; the innovation,
embrace uncertainty if they are fo thiive. | 0106 customer service and new offers that would flow

20  FEATURE Wessex for Africa. out; possible improvements in water efficiency and reductions

in bad debt; and the widespread desire among customers for

23 NEWS REVIEW Ross on PR19: less help, more

THE

WATER

REPORT

stretch.

COMPETITION

WATCH

the freedom to choose their supplier.

However, the Consumer Council for Water feels differently. It
has pointed out what is obvious to most of us: that people sim-
ply won't switch for @ maximum £8 saving, and that the market
carries risk as well as potential benefit - particularly for customers
least likely to engage. This infervention is significant. The govermn-
ment surely has fo take it seriously when a customer representa-

24 NEWS REVIEW CC Water weighs in on tive which is supportive of business competition cautions against
household market prospects; WSSL update. | o sehold switching, having considered the costs and benefits.

25  REPORT New entrants face higher barriers DEFRA, Ofwat and CC Water are understood to be in talks. We
to entry on financing than associated will of course have to wait and see which way government favour
licensees. falls - if indeed it doesn’t opt fo kick the decision info the long

L grass. Brexit would be a good excuse to do that, should the gov-

26 FEE?Trih?Elfrlefolr‘;%eAﬁe re?ﬁ?”ﬁ\%” o | emment not have the stomach for a decision right now.
lﬁ( 3 g nnu%l feoig o Co nf;g n Ceo are But one thing CC Water has called for seems perfectly sensible

¢ ' and something the government should demand: that Ofwat

31 REPORT CC Water research shows only 8% identify which of the four scenarios it scoped out in its September

of businesses know of market opening.

report it believes is most likely to materialise. After all, it would not
serve customers well to talk

Editor: Karma Loveday e:karma@thewaterreport.co.uk 1:07880 550945 Up p Ofeln TIGI 53 b n b er? efn‘s Feedback. comments and
Art Editor: Numa Randell e:numa@randell-family.org.uk 107754269168 if there is only an outside su ggesﬁon’s very welcome
Managing editor: Trevor Loveday e:trevorloveday@thewat t.co.uk ol :
to(;gjgg%z“ ;or revor Loveday e:frevorloveday@thewaterreport.co.u chance of realisin g them.

Subscriptions: subs@thewaterreport.co.uk Contact me on

Website: www.thewaterreport.co.uk
Address: The Water Report, 68 Church Street, Brighton BNT TRL
Publisher: Kew Place Limited

karma@thewaterreport.co.uk
or 07880 550945.

Karma Loveday, editor,
The Water Report

THE WATER REPORT November 2016 3



REPORT | EXPERT FORUM

NEED FOR
A LEAD

This month we asked our
Expert Forum who should take
decisions on water sector
resilience and who should
pay. The findings back up calls
from other quarters for the UK
government to call the shofs,
though who should pick up
the bill is less clean cut.

ater UK’s research on a

50 year planning frame-

work for water resources

was our cover story last

month. More specifically, we focused on

its call for the government to set consis-

tent national minimum levels of resil-
ience to drought in the public interest.

We have followed up on these issues in

this edition by polling our The Water Re-

port Expert Forum - leaders and opinion

formers from in and around the industry

(see box) — on their views on resilience

decision making and funding, and their

own organisations’ resilience strategies.

Who should decide?
As chart 1 shows, nearly two-thirds (59%)

TWR EXPERT FORUM
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REPORT

The Water Report, in partnership with

market research company Accent, sef up A-ﬂ"""
ccent

the Expert Forum fo consult every other

month on a key industry issue. Approxi-

mately half our Forum members are at board level and

most of the remainder in other senior management posi-

fions. Many thanks to all those who have joined.

Group members are emailed surveys which should
fake no more than ten minutes to complete. Responses
are freated as confidential. Findings will be reported in
aggregate only and any comments used will be ano-
nymised.

The next Forum will take place in December for the
January issue of The Water Report. We would be de-
lighted to welcome more members in senior positions. If
you are interested, or if you have a fopic suggestion for
the Forum, please email karma@thewaterreport.co.uk
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of respondents identified the UK govern-
ment as the stakeholder that should have
the most influence on decisions on resil-
ience. Only 6% of our respondents said
customers should have the most influence
on such decisions (29% said they should
have the least influence of all stakeholders
listed). One Forum member commented:
“Customers do not always make rational
decisions about what is good for society
as whole as they are typically influenced
by their own personal situations. Hence, I
strongly believe that matters like resilience
should be delivered without reference
to customer views? Another said: “We
should not leave the resilience of a sector
as important to the country’s economy and
social wellbeing as water to local decisions
driven solely by customer surveys.”

For others, customer views are im-
portant, but should not be depended on
principally. One commented: “Customers
views are essential [but] it is very difficult

CHART 1: WHICH OF THE
FOLLOWING STAKEHOLDERS
SHOULD HAVE THE MOST
INFLUENCE ON DECISIONS
ON RESILIENCE?

UK government 59%
Devolved government 6%
Local government 12%
Companies 17%
Customers 6%
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HOW CAN WE ENSURE OUR DECISION-MAKING IS REGARDED AS ROBUST BY FUTURE GENERATIONS?
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for customers to have full and accurate
information on the technical issues and
risks” Some saw a role for customers in
refining or building on government-set
standards - for instance: “Resilience lev-
els should be set in a way that ensures the
UK water service is resilient to similar
levels geographically to prevent a post-
code lottery on water supply...Customers
must play a part in resilience setting but
government must set a minimum stan-
dard...Set resilient standards will encour-
age sharing both of water but also of assets
especially if over-resilience is tackled and
over resilient companies are encouraged,
via incentives, to share with other less re-
silient companies.”

A few participants pointed out regula-
tors should have influence over resilience
decision-making. For instance, one said:
“There is clearly a role for economic
regulators to ensure that approaches to
setting price controls and other inputs
allow for the suitable investment in re-
silience which account for both current
and future customers.” Some favoured an
empowered third party decision-maker:
“Multi-agency approaches require owner-
ship and accountability. Central govern-
ment needs to devolve powers and clearly
delegate and empower decision makers.
e.g. [on] flood management. There should
be a single accountable body with balance
sheet”

But as noted, it was government that

most felt should hold the reins. One said
simply: “It would be very useful to have
national standards for resilience issues.
What return frequency of storms should
we design our sewer networks for? What
river flooding frequency should we pro-
tect against?” There was also a sense of
urgency among some — for instance, from
the member who said: “There is an ur-
gent need for action now, especially in the
south and east of England, given lag times
for delivering infrastructure solutions,
which will often be part of the mix. Policy
frameworks need to be strengthened to
ensure that companies and regulators can
work together to deliver what is needed to
secure long term resilience at lowest cost.”
Some Forum members offered addi-
tional thoughts on delivery details and
related matters. Some comments we re-
ceived were:
I If organisations are set up correctly then
they should naturally seek to resolve resil-
ience issues... The first step therefore is to
get [the] incentive right, rather than being
interventionist and forcing artificial solu-
tions”
I “Resilience is often not seen as a priority
until something goes wrong. This makes
planning for possible events difficult and
requires senior management support.
The audit and governance structures can
ensure that appropriate processes are in
place and resilience measures are relevant
and proportionate”

I "By identifying all viable resilience options and  particular.”

customer engagement and a view of willingness

undertaking a thorough whole life cost analysis 1 *Natural Capital approach.” fo pay should play a key part in this balance.”
to demonstrate that whatever option is chosen 1 “The balance between price and service both 1 *We must confinue fo consider realistic sce-
it represents best value af the fime the decision  now and in the future is key and stakeholders narios in resilience planning. Multiple incidents
was made.” should resist the urge to encourage short time are feasible and have higher consequences,

I “Clear assessment of the risk and the assump-  price reductions and rather create rhetoric and  but are much less likely. It is important that we
tions behind the assessment; clear assessment actions that clearly balance both service and don't ‘over egg’ these scenarios and focus on

of the impacts on an economic basis and an price.” accounting for the core modes of failure that
understanding of where the impacts hif, how I “The decisions need fo be the ‘best’ they can  are most likely to present. Resilience is not about
hard and if there are any particular target be between short and long term. In particular eradication of risk, but management of risk.”
groups hit hardest; review of the options for there can be no distortions biasing decisions, 1 "We must understand multiple scenarios of risk

improving resilience and a clear - and sensitivity  e.g. historic benefits for water companies to
fested - assessment of the costs and benefits at - invest in assets or short term lack of capital

and build low regret options that perform well
against a range of futures - such as universal

different scales.” driving to short term solutions. There is no way metering and leakage reduction - as well as

I *In a similar way to we now approach infra- of guaranteeing decisions might look wrong build in trigger points and abilities info decision
structure through the Infrastructure Commission;  with perfect hindsight, but decisions shouldbe  making that allow us to flex and adapt.”

i.e. long ferm horizons, spread expenditure and  documented and kept so that the reasons why 1 “We need to show that we have made best
consensus.” decisions were made can be seen.” use of available modelling, and then test the

I “Large scale investment needs fo be justified I “There are long established examples where best blend of solutions before coming up with
at an overall industry level, and not just at the infrastructure investment has been completed plans. Those plans should be multi-sector (not
company level because of the diseconomies with the recovery over the much longer ferm, just utility companies), regional (not just local)
of scale that apply in parts of the south east,in -~ which seem fo have been accepted. Strong and long term.”
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I “Ecological resilience must be a con-
sideration. The water sector absolutely
depends on natural capital to supply
and treat water. An objective of any re-
silience plan should be how to support
and increase ecological resilience, not just
consider the environment as a cost to be
borne / minimised in securing resilience
of systems and structures.”

I “Revising any plan and making amend-
ments is important”

For some, however, it was a case of first
thing first. Some respondents felt we need
to get the basics right before moving for-
ward. For instance: “I am not sure we are
asking the right question. I think we need
to be clear: ‘what is it we want to be resil-
ient, to what set of impacts is it to be re-

CHART 2: WHO SHOULD
BEAR THE LARGER PART OF
THE COST OF INVESTMENT IN
RESILIENCE?

National taxpayers 35%
Local taxpayers 6%
Customers 47%
Shareholders 12%
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silient and for whose benefit is resilience
targeted’?”; and “No one has visibility of
the current levels of resilience, it is not
gathered or shared...The debate on resil-
ience is being carried out in the absence
of the above and this is hindering decision
making and no party is taking the lead on
driving this sharing forward”

Separately, we asked: How can we en-
sure our decision-making process is re-
garded as robust by future generations
(even if the outcome is not later seen as
optimal)? A selection of responses is
shown in the box on p5.

Who should pay?

We asked The Water Report Expert Fo-
rum who should bear the cost of invest-
ment in resilience. Chart 2 shows the pro-
portion of respondents identifying each
potential payer as the group that should
bear the most cost. Opinion was more
divided on this subject. Nearly half (47%)
believed water customers should foot the
lion’s share of the bill. Among the com-
ments supporting this view were: “The
current model of economic regulation
provides a framework for customers to
bear the appropriate costs for an appro-
priate efficient expenditure to be borne
by customers. This includes consideration
for intergenerational impacts between
current and future customers”; “This is all
about delivering the service reliability ex-
pected by customers so it is only right that
this is reflected in customer charges”; and
“Whilst the benefit of a resilient water sec-
tor is widely felt, it is still appropriate that
water customers should bear the cost and
[the process be] managed via company
business plans”

However over a third (35%) said the
lion's share of the cost should be funded
by the national taxpayer. One supporter
of this stance explained: “This is an ar-
gument about how the cost burden is
distributed. Water company charges are
not based on an equitable distribution
of wealth ie. they are not generally de-
termined by people’s ability to pay. Taxa-
tion measures are more directed towards
those who have/earn more pay more. This
is the least regressive approach to fund-
ing national level capital infrastructure
investments” Another indicated support
for this view, but indicated a pragmatic
approach might be the order of the day:
“The benefits of resilience are felt by users
and by wider economy and society. But

ARl / » .
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This year 58%

Within the last two years 18%
Within the last & years 12%
Never 12%

taxpayer funding is unlikely. The close
match between users and taxpayers in
utilities means that a pragmatic solution is
for government to set policy frameworks,
and for companies (having engaged with
customers) to come forward with best
value plans to deliver resilience, which
regulators can support”

Water organisations’ plans
Finally, we asked a series of questions
around the resilience strategies being pur-
sued by our respondent organisations. On
the whole, responses indicate the water
sector is active and aware on this crucial
issue. 58% of respondents said they or
their department had been asked to con-
tribute to their organisation’s resilience
plan this year; 76% within the last two
years (see chart 4). Moreover, most said
a wide range of groups should be part of
their organisation’s resilience planning -
both helping to respond as well as feed-
ing into the plan. All respondents said
customers should be involved, followed
by supply chain companies, shareholders,
local people, relevant interest groups and
others including Local Resilience Forums.
Finally we asked the Forum to identify
failures in which three of a list of inter-
linked systems they consider most impor-
tant in their organisation’s resilience plan.
The results are shown in chart 3. It is in-
teresting that cyber security is now consid-
ered a top priority failure, ranking in joint
top spot with electricity supply.
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BITE THE

BULLE| <=

Former water minister Richard Benyon reportedly said the country had “dodged
a bullet” when heavy rainfall prevented supply restrictions during the 2012
Olympics. A high level Indepen round table meeting last month favoured
developing a better resilience strategy over further reliance on luck.

8

magine an hour off supply. Pretty an-
noying, eh - not being able to wash
your hands or boil the kettle or flush
the loo? Now imagine an entire day
without water. That's more than annoying;
that would affect the fabric of life - going
without a shower, having to get bottled
water for the basics, leaving the laundry
and probably developing a new found ap-
preciation for the flushing toilet. Any lon-
ger than a day off supply and the situation
becomes altogether more serious.

The unfortunate few don’t have to imag-
ine. In 2007, around 150,000 people in
Gloucestershire went without water for
up to ten days after the Mythe water treat-
ment works was flooded. Severn Trent got
through the incident by deploying bowsers
and with the help of neighbouring water
companies. But the experience left it deter-
mined not to leave customers in Birming-
ham, where the supply was fed by a single
source, vulnerable to outage. A Mythe-type
outcome in that city could be dangerous as
well as difficult and disruptive. The com-
pany and Ofwat worked together to ensure
investment for a resilience scheme for Bir-
mingham was included at PR14.

Even where supplies are restricted in a
controlled way because of shortage rather
than cut off abruptly due to an emergency,
the knock-on effects of being without wa-
ter can go surprisingly deep. Aside from
the general inconvenience, anecdotes
from places like Los Angeles, where all
outdoor watering was banned as a result
of drought, tell of the depressing effects
on the whole community and the quality
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of life impact of brown lawns, dead gar-
dens, dry fountains and dirty cars.

London without water
Now let’s imagine applying what we know
from such experiences to the south and
east of England and, specifically, to Lon-
don. Water shortages there would likely
mean heavyweight restrictions being
imposed, given hosepipe bans wouldn’t
make much impact in a densely-packed
city where many don’t have gardens let
alone hoses. You could be looking at shut-
ting down the Tube because of insufficient
fire system supplies; hotels closing be-
cause their catering and laundry facilities
couldn’t function; financial and business
centres being unable to remain open on
health and safety grounds; in short, Lon-
don grinding to a halt. Aside from the so-
cial and possible health consequences, the
economic cost of the city closing for busi-
ness has been put at over £300m a day.
And, given London’ role within the wider
UK economy, these impacts are national,
not just local or regional. Experts estimate
that should supply restrictions on this
scale ever be needed, it would likely be at
least five weeks before they could be lifted,
even with a fair wind.

And yet we live with this risk every day
- and the risk of similar supply restric-
tions elsewhere in the south and east.
Why? And what can we do about it? Those
were among the questions explored on 13
October when Indepen brought together
aroundtable meeting of experts including
water company leaders, government, in-

vestors, supply chain representatives and
customers to discuss the water resource
position of the south east and beyond.

To dispel any doubt that the threat of
supply restrictions is real, the meeting
kicked off with an anecdote from the
“hidden drought” of 2012. Two dry win-
ters on the trot meant in the first quarter
of that year, just ahead of being in the
world’s spotlight as host of the Olympics,
London was staring down the barrel of
supply restrictions. The city takes around
2,000ml/d and there is a requirement to
keep 800ml/d flowing over Teddington
Weir [where the tidal meets the non-tidal
Thames and freshwater meets salt wa-
ter]. In 2012 this fell to below 700ml/d.
The capital was only saved from a cata-
strophic fate by a very wet second quarter.
This outcome only had a 3% probability
- a fact which caused then water minister
Richard Benyon to reportedly remark the
country had “dodged a bullet”.

But unlike Severn Trent with Mythe,
UK plc doesn’t seemed to have learned its
lesson from this and other better known
droughts, such as that of 1976, when there
were famously standpipes in the streets.
Once the immediate emergency has lift-
ed, the tendency is to carry on as before,
hoping for the best. But the bald fact is
the risk of water shortfall is ever pres-
ent. One attendee at the Indepen meeting
remarked: “If London was being run as
a business, it would not be acceptable to
carry this level of risk”

Of course the water companies haven't
been sitting on their hands. They have Wa-
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ter Resource Management Plans (WRMPs)
which feature, among other things, strate-
gies to manage demand, model risk to
future supply scenarios and operate more
efficiently. Indeed some at the meeting ref-
erenced the impressive achievements such
approaches have had: one reported that
total demand has fallen despite a recent
6% population rise. However, others em-
phasised passionately that pursuit of effi-
ciency without accompanying investment
in new resources (the last investment in the
region’s water resources was made over 40
years ago) was actually increasing the risk
of failure by eroding headroom. Moreover,
new research published by Water UK on
the countrys 50 year resource position
(see box pl10) is incredibly sobering, de-
spite factoring in existing achievements
and ambitious demand side assumptions.
One commentator concluded: “The UK
is going to run out of water, especially in
the south east. All you need to know is the
south east is always red [indicating water
shortage, on maps showing possible sce-
narios for 2065]”

So why have we allowed ourselves to
slip into this position? Why, given the
wider social and economic risks that
would accompany supply restrictions,
isn't finding a solution top of the public
and political agendas? And how can the
issues be brought to the surface for thor-
ough debate and decision-making?

[t's not about the money
Let’s first discount a few possible explana-
tions of why we are carrying such a high

THE WATER REPORT

level of risk. It cannot be attributed to the
fact that the cost of building resilience to
drought in the south and east would be
prohibitively expensive. The Water UK
research puts a very cheap average cost of
£4 per customer per year (£5 under drier
climates) for the extra spend needed to
increase resilience to severe drought, as-
suming the right measures are taken early
enough. There was repeated use of the
term “no brainer” at the Indepen meet-
ing to describe the decision to boost re-
silience to drought given the negligible
cost. Indeed, a number of people includ-
ing customer and investor representatives
commented that customers would be ap-
palled should that money not be spent
on securing the top consumer priority of
safe, reliable supply - particularly as the
country has been able to steer a course to
investing in a £4bn wastewater tunnel un-
der the Thames.

Those with residual concerns about
adding to hard pressed customers’ bills in
any way, shape or form could take com-
fort from a point made by Ofwat chief
executive Cathryn Ross at a water confer-
ence hosted by Moody’s the day before the
Indepen meeting: that companies should
look to offset resilience increments on
bills by pursuing hard efficiencies else-
where - for instance, on bad debt costs
(see report, p23).

Coming at this from another cost an-
gle, one attendee reported a new £1.5bn
reservoir would pay for itself in five days,
should Level 4 restrictions costing the
economy £300m a day be imposed in
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London. And even if smearing the cost
across the domestic customer base of
the south east is unpalatable, business
customer willingness to pay could be ex-
plored under the beneficiary pays prin-
ciple, provided the wholesale charging
principles were applied correctly.

If anything, the cost benefit case cries
out for taking proactive action to build
resilience to drought, rather than wait-
ing for shortages to hit and then being
backed into a corner. One delegate at the
round table offered insight from Austra-
lia, where authorities in the east and west
of the country took very different ap-
proaches to the millennium drought, with
very different outcomes. Eastern Austra-
lia stood accused of “playing Russian
roulette with people’s health” after failing
to engage the public and proactively re-
spond to the looming drought situation.
It ended up dashing to build an expensive
advanced treatment plant at Wivenhoe
Dam in Queensland - an asset that has
subsequently come under fire for being
stranded once the drought had lifted.

In stark contrast, the water corporation
of Western Australia made what the del-
egate described as a “timely and visionary
call” to advocate a mission that was sum-
marised as “water forever, whatever the
weather”. This involved extensive public
engagement (based around the concept of
a drying climate rather than a drought, as
the latter implies the situation will pass)
as well as investment in desalination and
groundwater recharge alongside well
managed supply restrictions. This en-

WATER RESOURCES | REPO
: ”
%

]

£,

(
o

November 2016 9



REPORT | WATER RESOURCES

abled the area to provide confidence on
supply continuity and even to accommo-
date growth. The expert emphasised the
importance of the public education and
engagement piece; the need to win both
“head and heart” to maintain support for
operational actions and to encourage ev-
eryone to do their bit.

Bringing this lesson home, another del-
egate commented that should 2012 have
turned into a ‘visible’ drought, measures
would have been taken in haste and wed
probably be regretting them now.

It's not too difficult

Nor is building more resilience to drought
an intimidating technical challenge. Of
course it is a million miles from a walk
in the park: there are many future un-
knowns, as well as known difficulties
including engaging the public, quality is-
sues and securing planning permissions.
But the industry has a clear vision of the
need for twin track demand side and sup-
ply side action. The 50-year resources
research set out in practical terms what
needs to be built where, as well as ambi-
tious strategies for leakage, water efficien-
cy and demand management.

For sure, refinements and further work
are needed, both to hone the proposals
already made and to flesh out new oppor-
tunities and unanswered questions. New
opportunities might include, for example,
innovative ways to reduce per capita con-
sumption at new developments by baking

in reuse and efficiency, as Albion Water
is exploring at its Rissington site. An opti-
mistic model that assumes all new develop-
ments are built to achieve the water efficien-
cy of sites like Rissington would see a 60%
reduction in the size of the future supply gap
(500Ml/day by 2065) predicted by Water
UK’s work on long-term supply resilience.

An area ripe with unanswered ques-
tions is system operation — specifically, as
we scale up from the local resource man-
agement performed by water companies
to managing water from a national posi-
tion, who is best placed to act as system
operator and how? But the fact remains
that the bones of a plan are now scoped
out and ready to be built on.

And for those who are suspicious of
water company motives in advocating
building assets as a means to enhance
their Regulatory Capital Value and hence
returns, Ofwat’s PR19 policy offers relief.
The regulator has opened the door to third
parties delivering £100m+ projects; to
counter claims of RCV avarice, all major
works could be competitively tendered. In
fact, delivery by a separate, licensed entity
would offer other opportunities too. For
instance, to counter prospective bidder/in-
vestor fears of asset stranding, something
along the lines of payment for availability
rather than usage could be worked out. To
avoid any politically unpalatable burdens
on the taxpayer, mechanisms could be
found for water customers to foot the bill
as is happening with Tideway.

Is the framework fit?

So with cost and practical issues scoped
out (to some extent at least), the Indepen
panelists moved on to look at the policy
and regulatory framework. Some argued
the system is sufficiently flexible and long
term in its approach and hence that it does
not get in the way of building resilience to
drought. WRMP guidance has been re-
cently updated which addresses some of
the previous shortcomings. And the price
control system, with its express objective
of delivering customer priorities and the
new resilience duty for Ofwat, should be
a suitable mechanism for delivering safe
secure supplies - if customers are indeed
supportive of the marginal cost increases
this would necessitate.

However two major criticisms of the ex-
isting policy framework surfaced. First, the
fundamental matter that there is no long
term minimum standard for resilience -
the focus on the industry has been on in-
creasing efficiency which can mean reduc-
ing unused capacity. Unfortunately that
headroom is the insurance policy against
supply failure. And second, the corner-
stone of the existing planning framework
— WRMPs - can still be backward looking.
They have tended to take account of guid-
ance which assumes scrutiny of historic
supply/demand and climate data, but have
not required forward projection (although
the new guidance does begin to address
this issue). One delegate remarked you can
guarantee little by relying on past data but
“you can guarantee historic models will
be wrong”. Referring to the Mythe case,

KEY POINTS FROM WATER UK’S REPORT ON A LONG TERM PLANNING
FRAMEWORK FOR WATER RESOURCES

another participant observed that a key is-

I There is already a significant and increasing risk
of severe drought across many regions, particular-
ly in the east and south of England. Those compa-
nies whose WRMP anticipates no deficit or surplus
against planning standards, and being resilient to
the worst historic drought on record, still run a 12%
chance of seeing a drought event with standpipes
or similar in place for two to three months over a
25-year planning period.

I Future scenario modelling suggests there is the
potential for huge and widespread deficits.

I Our current plans for drought response have not
been tested in anger.

I There is an indisputable cost benefit case for
ramping up resilience. There is an average cost of
£4 per customer per year (€5 under drier climates)
fo cover the extra spend needed to increase resi-
ience to severe drought if the right measures are
taken early enough. There is a “strong economic
argument” for providing resilience to extreme
drought; that is costed at £8/customer/year (€10

under drier climates).

I Customers put a value of £40-£160 on avoiding
a single day of restrictions. Costs fo the economy
come on fop. Economic losses to businesses and
other water users across England and Wales are
costed at £1.3 billion per day.

I The central estimate of the benefit/cost ratio is
greater than 10:1; it remains greater than 5:1 even
if lower bound benefit estimates are assumed.

| Water companies’ level of resilience to drought
is a matter of public policy and the UK and Welsh
Governments should set consistent national mini-
mum levels of resilience in the public inferest and
develop a wider supportive policy framework.

I The country needs to pursue a twin frack
strategy of ambitious demand management

and supply enhancement - in particular through
large-scale fransfers of water between companies
and regions, supported by storage and new local
resources.

I Further work is required to develop the position.

10 November 2016

sue had been that “wed been looking in the
rear-view mirror too long”.

The obvious counter to these deficien-
cies would be a forward looking national
plan for water. The meeting discussed the
merits of a top-down route, under which
resilience levels are a policy choice for gov-
ernment, versus the existing bottom up ar-
rangements, under which companies base
their resilience activities on their customers’
sentiments and willingness to pay. The for-
mer would undoubtedly ease the wheels of
resilience delivery; one attendee pointed out
a new reservoir for the south east has been
under discussion for the past 20 years and
that some of the relevant land had even been
bought but progress remained thwarted. He
added that the need to get on was urgent,
given it would take a minimum of 15 years
to deliver any major new resource (five
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years for build and ten years for planning
and other permissions). “Can we really con-
tinue with the ifs, buts and maybes? Fifteen
years out, we need to be doing something”

A water investor added government-
specified levels of resilience and risk would
help bring the money in: at present, inves-
tors won't fund the likes of desalination
plants that will only be used at times of peak
demand because they wont be remuner-
ated for them. “Risk has to be driven at the
national level,” she said, adding: “We can't
pay for risk” A clear and consistent national
policy framework would mean new re-
sources could be invested in from a position
of providing valuable insurance rather than
of dicing with asset stranding risk.

The wider issue of who should fund resil-
ience investments is a live one — the taxpay-
er, the water customer, investors, businesses
that benefit, a combination of the above or
even some more innovative arrangement?
One participant highlighted the Flood Re
scheme as an example of the sort of deal
that might be possible; under Flood Re, all
household insurance policy holders pay
around £10 a year to cross-subsidise flood
insurance for those living in vulnerable ar-
eas. Tideway experience suggests the gov-
ernment would be keen to keep the taxpay-
er out of the picture so innovative thinking
could be order of the day.

Prioritising water policy

Referencing Singapore’s National Water
Agency PUB, another participant illus-
trated the progress that could be made
with committed political backing. Singa-
pore’s issue is not shortage of water, but
shortage of storage space and consequent-
ly a reliance on supplies from Malaysia
(which it is keenly aware would be sub-
jugated to domestic demand in a drought
situation). The government took the de-
cision to acknowledge water as a funda-
mental driver of the wider economy; to
empower PUB to engage extensively with
the public and to innovate; and to make it
so “all other policy bowed to water poli-
cy” It has identified four national “taps™
“active, beautiful clean” catchments; its
only river, which is kept healthy as a pri-
ority; “new water” including desalination
— this tap now contributes around 55% of
supply; and imports from Malaysia which
it is working to close off by 2035. A fifth
tap is under development: stormwater, to
be collected and stored underground in
caverns — an innovative initiative.
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Clearly resilience is on the UK govern-
ment’s agenda and so the hope is the sec-
tor is pushing at an open door. But the
Indepen meeting heard that decisive and
specific action is needed urgently. The
Water UK report took the view that water
companies’ level of resilience to drought is
a matter of public policy and the UK and
Welsh Governments should set consistent
national minimum levels of resilience in
the public interest.

Others pointed out that while the new
WRMP guidance had given companies
more flexibility, deviating from the ex-
pected path of basing decisions on histor-
ical data remained hard going. Southern
Water managed to build future scenario
planning into its models, but only three
years and 83 meetings later.

Another delegate questioned whether,
in this “era of incentives and performance
commitments” the government needed
to “go the extra mile” and offer financial
incentives as well as a facilitating frame-
work. He noted that with reputational risk
alone, progress has been slow.

Speak up and step up

While an appropriate policy framework
was top of many of the Indepen panel-
ists’ wish lists, they did not shy away from
accepting the sector itself could do more
too. At the head of this particular list was
better communication. A business cus-
tomer representative explained that even
among very large users where water is
critical to operations in some cases, the
risk of supply restrictions is only vaguely
on the radar. So the sector needs to rally
business customer understanding of the
real resource position, and do likewise
with all other stakeholders that will be af-
fected. This includes agriculture, energy
and powerful membership associations
such as the Wildlife Trusts, WWF and the
RSPB. Not only would greater stakeholder
understanding assist with demand side
initiatives, but it would ensure there was a
broad coalition of interests with the same
end goal: a safe secure water supply, be it
for their children to drink, their crops to
grow, their business to function or their
environment to thrive.

One participant concluded that in the
battle against drought: “Communications
will help you or will kill you. That includes
lack of communication, wrong communi-
cation, even the wrong words.”

There was also extensive discussion of
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the role of leadership in working towards
a system that is more resilient to drought:
is anyone leading; who should lead; and
what are the blockers to someone stepping
up? One delegate explained with convic-
tion that individual water companies had
shown leadership on the issue - including
for instance by taking on the challenge of
reaching a 50-year view on the national
water resource position, and by pushing
the boundaries of WRMP guidance.

New approaches to collaboration are
occurring, for instance in East Anglia,
with Water Resources East (WRE). The
WRE strategy and action plan, although
led by Anglian Water, will be discussed,
researched and agreed through a broad
collaboration, including other regional
water companies, large abstractors (such as
agriculture and power companies), envi-
ronmental organisations, business leaders,
local authorities, Local Enterprise Partner-
ships (LEPs), water company customers
and their representatives, regulators, com-
munity representatives and others.

Might anyone else take a leading
stance for the South East? The finger
briefly pointed at investors at the meet-
ing: with the power of the purse strings,
could committed investors lead the case
for better protection against supply re-
strictions? According to one refreshingly
plain-speaking investor, this was an un-
likely role for her kind to adopt, despite
their genuine interest. “If you are looking
to investors to lead this debate, you’ll be
waiting a long time as their needs are too
divergent,” she said, adding: “Investors
would rather be led than lead”

Some felt an independent, non-partisan
champion would be useful. But others in-
dicated that companies, customers, inde-
pendents and investors alone could only
go so far. One participant felt that as well
as the more supportive policy and regula-
tory framework that is emerging, a clearer
political voice is needed to champion the
benefits to the country as a whole.

So the sector has thrown down a chal-
lenge: resilience is a national issue that
needs national leadership, it wont be
solved through bottom up plans from
companies. The $64,000 question is: who
will listen, and will action be bold enough,
and soon enough?

I See The Water Report Expert Forum
research on resilience responsibility and
funding, p 4-6.

November 2016

11



REPORT | INFRASTRUCTURE

LOW REGRETS INVESTMENTS
AND BOLD POLICY CHOICES

The National Needs Assessment calls for a
twin tfrack approach to better infrastructure.

n independent stock-take of

the UK’ infrastructure, pub-

lished last month, has called

for a twin track approach to
making our assets fit for today and tomor-
row: scaleable, flexible “low regrets” in-
vestments on the one hand, teamed with
bold policy choices where necessary on
major projects. “Certain critical decisions
need to be made about major investment
and policy commitments. Many of these
decisions are now overdue,” the National
Needs Assessment report said.

On water it calls for more vigorous ac-
tion to manage water demand, further
reductions in leakage, the development of
new resources where demand side action
alone is insufficient- potentially includ-
ing water transfers, storage, groundwater
recharge, desalination and effluent re-
use. Moreover, it calls for investment in
wastewater asset renewal, and a holistic
approach to flood management. Among
the specific recommendations made are:

I Government or NIC should review
the need for changes in policies re-

lating to the extension of metering,
smart metering, new tariff structures
and requirements for water efficiency
and innovative technologies (e.g. rainwa-
ter and greywater recycling) in new build-
ing and refurbishment.

I The government should review the case
for establishing minimum standards of
resilience for water supplies.

I NIC should work with the water sec-
tor to reduce the risks associated with the
planning and promotion of new strategic
water infrastructure schemes including
water transfers and new storage.

I The government should continue to
analyse flood risk at the scale of catch-
ments and coastal cells. Resources should
be allocated so as to minimise the eco-
nomic risk of flooding. Further action
should be taken to promote the uptake of
property-level protection where commu-
nity flood defences are not cost-beneficial.
I Government should establish
large scale experiments to quan-
tify the benefits of catchment-based
flood management.

The Assessment, an expert review of
how our infrastructure across all sectors is
performing and what needs to be done, is a
significant document because it “provides
the National Infrastructure Commission
(NIC) with a blueprint for its own National
Infrastructure Assessment (NIA). It guides
the NIC towards the immediate infrastruc-
ture interventions that are required now,
the decisions needed to deliver services for
the next generation and scenarios for our
infrastructure needs until 2050

Last month, chancellor Philip Ham-
mond announced the NIC is to become
an independent executive agency with
its own budget. It will come into force
in January 2017, with Sir John Armitt
acting as interim deputy chair. An open
competition will now be held to find the
commission’s first permanent chair and
new additional commissioners to boost
the team and take forward its work.
A call for ideas has also been launched
to inform the commission’s next in-
depth study, following reports which
identified the benefits of Crossrail 2,
transforming Northern connectivity
and smart power.

The announcement followed uncer-
tainty over the future of the NIC after the
Neighbourhood Planning Bill omitted to
put the body on a statutory footing.

MPS: WE NEED A “ROOT AND BRANCH REVIEW” ON FLOODS

The Environment, Food and Rural Affairs Select
Committee has wamed that government propos-
als for flood resilience “will not rectify fundamental
structural problems.” The committee has proposed
a “root and branch review” of the management
of England’s flood risk fo include incentives for
farmers to store flood water on their land, an
extension of water firms' role as water drainage
companies and a new governance regime that
displaces the Environment Agency.

The committee proposed a new govemnance
model for flood management including a new
National Floods Commissioner for England, to
be accountable for delivery of strategic, long-
term flood risk reduction to be delivered by new
Regional Flood and Coastal Boards that would
take on current Lead Local Flood Authority and
Regional Flood and Coastal Committee roles.
Also, a new English Rivers and Coastal Authority,
would take on current Environment Agency roles

“to focus on efficient delivery of national flood risk
management plans.”

In broadening water firms parts as Water
and Drainage Companies the committee has
proposed they should take on the land drainage
responsibilities currently held by local authorities.

It urged flood risk management bodies o bet-
fer their understanding of the contribution that
sustainable drainage systems (SUDs) can make fo
protecting communities from flooding. And it called
on DEFRA to ensure that SUDs are deployed to
maximum effect in all new English developments.

The committee also proposed exploiting oppor-
funity arising from Brexit fo place flood manage-
ment “af the centre of any new support schemes
for farmers that replace the Common Agricultural
Policy.” The MPs pressed DEFRA to consult by July
2017 on an incentive scheme fo pay farmers to
make land available for storage of flood water in
the long and short terms.

SUDS REVIEW UPDATE

Planning minister Gavin Barwell has pro-
vided an update on the government’s
progress with a review of planning
legislation and policy as they relate to
sustainable drainage.

He said DCLG officials, together with
those from DEFRA and the Environment
Agency, are gathering evidence now
with a view to substantially completing
the process by spring 2017.

The government committed fo this
review in May, in response to a cross-
party House of Lords amendment fo the
Housing and Planning Bill which sought
fo remove the automatic right to con-
nect to a public sewer for surface water,
as part of a bid to encourage the adop-
tion of SUDS and ease flood risk.

12 November 2016
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n a worst case scenario, persistent
low interest rates teamed with tough
regulatory choices could leave com-
panies with high levels of expensive
embedded debt in financial difficulty.

That was a stark message from Moody’s
when it published a paper last month flag-
ging up the credit negative implications of
low interest rates for regulated water and
energy companies. The ratings agency
pointed out that the market cost of debt
in the UK has fallen sharply since 2014,
(gilts have fallen by an average 2% across
the curve) and is now at a level lower than
many infrastructure companies’ cost of
debt, which in a number of cases has been
locked in 30 or 40 years.

While companies wishing to raise
new debt will of course benefit from low
rates, continuing low yields bring the
following risks:

I Significant returns cuts at PR19: Ofwat
does factor in embedded debt costs when
setting returns but references a notional
company, which at PR14 had gearing of
62.5% and around 33% of index-linked
debt within its capital structure. There-
fore “companies with higher levels of
gearing, higher funding costs and longer
tenors than assumed by the regulator are
particularly exposed,” Moody’s explained.
To illustrate possibilities, it modelled two
wholesale returns post 2020 - 2.14% (im-
plied by the gilt curve) and a 50bp higher
return at 2.64%. The former lead to ratios
falling below the guidance for current
ratings for many. The latter resulted in a
milder deterioration of credit metrics.

I Fair value differences: As a result of the
market cost of debt being below the av-
erage company cost of debt, the market
value of debt in the sector is higher than
reported on companies balance sheets.
Moody’s notes that in addition to these

‘fair value differences’ relating to fixed-
rate bonds, companies may also have
significant mark-to-market exposure on
their swap portfolio. “Overall fair value
leverage (debt at fair value plus mark-to-
market of derivatives) has increased and
for a number of regulated companies is
now above 100%.”

I Equity erosion: To make matters worse
for some, capital structure choices may
have eroded equity. Moody’s observed:
“Fair value leverage takes on greater sig-
nificance when the amount of remaining
equity may be close to zero. An erosion of
the equity value could reduce the willing-
ness of shareholders to provide further
funding. In addition... lenders may in fu-
ture be less supportive of companies with
high embedded debt costs and potentially
limited equity value”

Outliers

Stefanie Voelz, vice president of the in-
frastructure finance group at Moody’s,
said that should low interest rates persist
long term “the whole sector will suffer”
But for now Moody’s has highlighted
outliers, particularly Yorkshire Water
and Southern Water, both of which have
a debt maturity profile extending well be-
yond that of a notional company. Based
on company published data as at March
2016, Yorkshire’s fair value leverage stood
at 132% and Southern’s at 122%. Moody’s
added these numbers may now stand at
more than 150%.

For outliers, the risks are greatest,
Voelz explained: “Ofwat said in the past,
financial decisions are for companies’
management and shareholders to take,
and they should also bear the risks and
consequences linked to these decisions.
Bearing that in mind, Ofwat may not be
willing to bail out individual companies
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Moody’s warns of
potentially severe
implications for
outlier companies.

that suffer from funding choices, which
are not well aligned with the sector as a
whole or, indeed, regulatory assumptions
for an efficiently financed company. How-
ever, if the whole sector faced difficulties,
it may be a different issue”

Voelz is first to admit there are a lot of
ifs and buts here: how long interest rates
stay low and how deep they go; how the
numbers are modelled; and, of course,
what choices Ofwat makes at PR19. She
says the regulator has more flexibility than
the Moody’s numbers imply. Important
will be how it defines a notional compa-
ny; how it splits embedded and new debt;
and the horizon over which it looks in set-
ting the cost of embedded debt. At PR14
Ofwat was guided by historical average
rates over a ten-year horizon. Moody’s
said continuing with this will, “absent a
sharp increase in yields, invariably result
in a decline in the future allowance for the
cost of debt, as well as the cost of equity”
However Ofwat may use a longer period
than ten years in setting the cost of em-
bedded debt in 2020, which would lessen
the likely reduction in allowed returns.

Also in the mix here of course are the
new approach to cost of debt at PR19
Ofwat has recently consulted on (to in-
dex the cost of new debt) and its plan to
switch to CPI indexation. Voelz said the
details on these issues, particularly Of-
wat’s approach to embedded debt, are
“not entirely clear” at this point.

Of course companies as well as Ofwat
have flexibility. For instance, Voelz said
“Yorkshire Water is actively looking for
strategies”. The two key levers available are
deleveraging and dividend control. Voelz
said both levers are already being pulled
by outlier companies.
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BUSINESS
PLANNING
TO BUSINESS
AS USUAL

Together, Southern Water and
its Customer Advisory Panel
have set about turning the
company’s poor performance
on customer service around.

outhern Water’s Customer Advisory Panel (CAP) has

published its first annual report, detailing how it has

monitored, advised and challenged the company in

2015-16. It has been able to do this because Southern
opted to continue directly with a PR14-style Customer Chal-
lenge Group once its price review group had run its course;
there was only the briefest of pauses to refresh the membership,
re-engage independent chair Anna Bradley, agree new terms of
reference, and rebrand the group to signal things had moved
beyond the regulator-mandated stage.

Southern Water chief executive Matthew Wright says the PR14
experience had left the company “addicted to engagement”. He ex-
plains: “I am firmly of the view that our PR14 business plan was
a much better product as a result of the CCG process - it added
huge value....For us, customer engagement is not just about a price
review, it's about running a business. So it was entirely natural for
us to continue this in the business as usual phase”

He adds that even just one year in to the CAP’s operation, it is de-
livering “arguably more” value than the CCG did because the advice
and challenge has become “embedded in the way we do business”

Bradley explains the CAP has been formed in the image of
the CCG and is focusing on the same two issues, though it is
now taking a different angle on each: how Southern is engaging
with its customers (on an ongoing basis rather than expressly to
develop a strategic forward plan); and whether Southern is de-
livering on its promises (rather than working out what it should
deliver). While the monitoring function is common to all suc-
cessor CCGs - most companies have a group up and running
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now, though many were slower out of the blocks - the customer
engagement function is particularly pertinent in Southern’s case.

Customers first

In the recently published 2015-16 SIM scores and written com-
plaints data, Southern was the worst performing company in the
industry (and by a fair way in terms of complaints). Responsive
customer service is one of six main priorities Southern committed
to deliver in its business plan, underpinned by a number of prom-
ises, including to be among the best in the SIM table by 2020. The
CAP reported the company had been “refreshingly candid” about
the challenges it faces in this area; and that in year one, that the
company had missed its “direct compensation where we let you
down” and “quick and effective resolution of your queries” targets.

Wright sets out the context: “We have concluded that the
genesis of our relative underperformance is our metering pro-
gramme.” He explains that the company did its utmost to focus
on managing the rollout well and ensuring the customer journey
was smooth, including through offering “safety nets” in the form
of a changeover tariff and an early form of social tariff. That paid
dividends - the company did a good job on installations; there
were few complaints directly about the meters; and consumption
has fallen 16% on average. Wright calls this “a great success” and
it certainly vindicates the choice of implementing a universal
metering programme. But he admits that the company paid less
attention to “what happens then”

He observes that customers are used to, and typically like,
stable bills, but that “measured bills are by definition more vola-
tile, seasonally at least” So whether you are a net winner or loser
from metering, you are likely to experience some unwelcome
volatility. He further admits that in some instances the situation
was exacerbated by the company’s billing systems being slow
to catch up - for instance, a delay in passing on higher charges
to a customer could result in a build up of debt; equally, over-
correcting a customer’s regular payments to account for higher
charges could lead to an unnecessary build up of credit. “It has
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been difficult to find the sweet spot in what customers need to
pay; Wright considers.

Yet Bradley is confident better times are on the horizon for
Southern customers. She says being free of business planning
duties has enabled both company and CAP to focus closely on
customer service and customer engagement, and in fact to set in
train a “sea change” in the company’s culture and processes. The
CAP report comments on the “very full engagement of the CEO,
senior managers and the attention of the board” in this pursuit.
Bradley adds though: “It’s not just about the most senior people
changing, it's about everyone all through the organisation - like a
stick of rock. That is not an insignificant challenge for Southern”

The company has developed a “turn-around strategy of signif-
icant proportions;” according to the CAP. The first plank of this
is a more proactive approach to handling volatile bills. Wright
observes that with measured charging “you can never get back
to complete predictability - it’s pointless trying”. So instead the
company has started to analyse customer consumption data and
to proactively contact those whose usage shows appreciable in-
creases: to offer information on ways to spread the cost; to flag
up payment assistance schemes for those who might qualify; as
well as to provide advice on ways to reduce consumption and,
since last year, home water efficiency visits. This has involved
setting up an outbound contact centre and a “sea change from
a reactive approach to a proactive approach” Wright adds: “It’s
about taking away surprises rather than just letting it happen’.

Changes to inbound contact handling are also in progress. Later
this month Southern is due to roll out a new e-services platform
so customers who desire it can transact through digital channels.
There is also a new customer insight strategy which depends on
the collection and collation of all the data Southern Water has
about customers and from customers into one body of knowledge.
According to the CAP report: “This has both significant system
and process implications. The plan is still at an early stage and the
CAP has been pleased to advise on its development, but is keen to
see this progress more quickly now that the plan is in place”
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Bradley is upbeat on prospects. “There’s no turning the clock
back now;” she says, adding that the new approach “seems to be
bearing fruit”. She is keen to see the groundwork of 2015-16 built
on and the official results taking an upturn.

Wright reports some impressive early results: that complaints
started to fall “precipitously” from November 2015 and have
halved in the year to date, with the scale of improvement accel-
erating. “We had a big landmark recently: a week with fewer than
100 complaints,” he says. Wright points out though that while
that is really something for the company to celebrate, “we’re un-
der no illusion that we've still got a long way to go”. He says that
on year to date performance, Southern would be around 14th in
the SIM league - “so we're still not exactly knocking the ball out

Being free of business planning
duties has enabled both company and
CAP to set in train a “sea change” in
the company’s culture and processes.

of the park” Bradley says the CAP will be pushing the company
to “address the need for a step change on the customer service
side and to constantly embed learning”

Other priorities and promises

With a handful of exceptions, the CAP report shows Southern has
put in a solid performance in year one. Here is a summary of its five
remaining business plan priorities and its delivery against them.

I A constant supply of high quality water: The company deliv-
ered four of its six promises with industry-leading levels of per-
formance. It fell short on its low water pressure target, though
says this will soon be corrected with a project coming on stream
in the Isle of Wight; and on its promise around customer min-
utes with lost supply, which it attributes to a single major burst.
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Bradley says the CAP has scrutinised whether the latter was a
genuinely exceptional incident that couldn’t have been foreseen.
I Removing wastewater effectively: Performance was on track
for three of the four promises in this area, the exception being
internal sewer flooding. Given the importance customers attach
to this, the CAP has pressed for more information on why block-
ages occur and how they can be predicted and prevented.

I Looking after the environment: Southern has performed well.
Wright highlights the area as one he is particularly proud of: the
company continues to build on five years of improving perfor-
mance on pollution incidents and in the year to date has zero
failed works. He says his company now puts in high end perfor-
mance in the round compared to its peers — a “massive, massive
improvement, we've come on in leaps and bounds”. On the nega-
tive side, the CAP notes the final number of bathing waters in the
region achieving excellent status for 2015 was lower than target
and that this resulted in a financial penalty. It accepts though that
the company is not entirely the master of its own destiny here,
given success or failure hinges on the behaviours and perfor-
mance of external stakeholders. It welcomes Southern’s adoption
of “a new, more strategic and integrated approach to stakeholder
engagement” which includes the plan to form strategic environ-
mental and county Stakeholder Panels. In addition, Southern
agreed a specific mechanism with Ofwat that involves the CAP
participating in the process of selecting which seven beaches to
improve this AMP. The panel has focused on advising and chal-
lenging company plans for customer and stakeholder engage-
ment. Decisions will be made late this year.

I Better information and advice: The CAP is working closely
with the company to develop an evidence based strategy and to

Complaints started to fall “precipi-
tously” from November 2015 and
have halved in the year to date.

improve its communications, particularly on the matter of cus-
tomers flushing wet wipes into the system.

I Affordable bills: The CAP has supported Southern’s efforts
to extend access to its social tariff, both through redefining its
understanding of water poverty and by undertaking further
research on willingness to pay for additional support. It is also
supportive of the company’s efforts to align its tariff more closely
with those of the water only companies nearby and has request-
ed a specific report how the company is responding to Ofwat’s
challenge on vulnerability.

Year two and PR19

It has been agreed that the CAP will morph into Southerns CCG
for PR19. So while all the monitoring work has been going on,
Bradley and her team have also been preparing to advise and
challenge the company on its plans for 2025 in addition to its
current delivery of plans for 2020. Its terms of reference were
updated accordingly in June.

There is a purer customer focus in terms of composition of the
panel than at PR14 when quality regulators were included. This
time the quality regulators will attend as observers rather than as
members, as frequently as they wish. The group will share papers
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and agendas so the Drinking Water Inspectorate and the Envi-
ronment Agency can decide when to come. Bradley adds that
papers will be on the website going forward, for anyone to see.

Ofwat has specified Consumer Council for Water representation
on PR19 CCGs; Bradley welcomes the expert input but says details
need to be worked out as the panel will work best if it can form a
single collective view on issues rather than each member represent-
ing the position of the organisation to which he or she belongs.

Bradley says CCGs at PR14 had a significant impact despite
lacking deep knowledge of the industry because there was a lot
of “low hanging fruit” to gather, in simply getting companies’
heads around involving customers in their business plans. For
PR19, the consumer champion says the groups “will be asked by
Ofwat and expected by companies to help them raise the bar”
despite this low hanging fruit having been picked. In this they
will have two new assets. “The CAP has a level of understanding
we didn’t have at the CCG, particularly on steady state delivery.
That will help us be more questioning and challenging when it
comes to the next business plan”

And secondly PR19 CCGs will have more access to data bench-
marking companies against each other. Bradley describes Ofwat
as “slightly coy” in its engagement with CCGs at PR14, conscious
not to infringe their independence or fetter them. But this time
around, engagement is starting earlier (CCG chairs have quarterly
meetings with Ofwat and each other - another new development
for PR19) and more information is to be provided up front. She
welcomes this: “I said in my feedback that Ofwat should not be so
shy of having a relationship with CCGs. We are a quasi-regulatory
mechanism?” She believes more comparative information will help
customer groups challenge their companies to stretch.

Wright will not be in the CEO chair at PR19 having given no-
tice of his resignation to the Southern board. But from his per-
spective, Ofwat should continue to afford companies consider-
able freedom in establishing, structuring and dealing with their
CCGs. He says those who sought prescription at PR14 “com-
pletely missed the point”

As year two progresses for the CAP, it will obviously continue
to monitor Southern’s delivery of its priorities and promises for
2015-2020.

In the very immediate term, both company and panel will
want to engage with Ofwat’s consultation on PR19 outcomes,
due at the end of the month. Bradley says the CAP needs to be
able to build any specified common outcomes into its thinking
at the outset rather than have them sprung on it at the end as at
PR14. She believes “there must be scope for specific outcomes to
reflect local needs” against this backdrop of some commonality.

The live issue for Wright is how rewards and penalties will
deal with situations where companies are not pulling all the
strings. He refers to Southern missing its target in 2015/16 to
maintain the number of beaches at excellent standards. He says
on a four year average, his company’s performance is the best
in the country, but it faces penalties for this year’s dip despite
external factors influencing performance - for instance, the
weather, misconnections, even dogs fouling the beach. “This
is our first experience of an ODI where we are not in complete
control,” he explains. “As you move towards an outcomes based
approach, by definition you give up a bit of control...The ques-
tion is, how should the penalty/incentive mechanism work
against that backdrop?” R
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INCENTIVES START TO BITE

e had our first glimpse of
Outcome Delivery Incen-
tives (ODIs) in action this
month when Ofwat issued
draft determinations for three companies
on the back of their 2015/16 performance.
As the chart shows (Moody’s analysis of
company annual performance reports),
on average companies reported more
net rewards than penalties in year one of
AMPS6, but most opted at PR14 to wait
for a reconciliation at PR19. Three firms
chose to have some payments applied be-
tween price reviews.
I Severn Trent: The company has been
awarded the full reward it claimed, a
hefty £18.8m extra on its wholesale price
controls in 2017-18 (for one year only).
This comprises a £0.98m reduction on
the water side, and a £19.8 increase on
wastewater, reflecting its outperfor-
mance on its category 3 pollution inci-
dents target by 32%, its internal sewer
flooding target by 21% and its external
sewer flooding target by 7% in 2015-16.
The bill impact for an average Severn
Trent combined customer is a £6 increase
(for 2017-18 only), comprising a 50p re-
duction on water and a £6.50 increase on
sewerage. Severn Trent voluntarily gave
up £1m of additional ODI revenue, for
reasons relating to a leakage calculation
error and in respect of customer percep-
tions following a small number of larger
supply loss incidents.
I Anglian Water: Anglian too was grant-
ed what it asked for - a £0.5m increase
in its water price control for 2017-18,
on the back of leakage outperformance.
Its leakage in 2015-16 was 189 MI/d as
against its performance commitment
target of 192 Ml/d. This equates for the

COMPANIES' REPORTED REWARDS AND PENALTIES AGAINST ODIS 2015-16

ODIS | REPORT

Two rewards, one penalty and lofs of
issues surface from Ofwat’s first draft
determinations of in-period ODls.

average customer to a 27p water price
rise for next year.

I South West Water: The situation at
South West was more complicated. Of-
wat issued a draft determination without
the company’s request, after identifying
a “material error” in the information the
company provided. It said South West
should incur a net penalty of £1.7m in
2017-18, comprising a wastewater pen-
alty of £1.9m (largely a result of missing
its target on category 1 and 2 wastewater
pollution incidents by seven incidents),
partially offset by a small net reward of
£0.14 million in water. This would result
in an average wastewater bill reduction
of £2 for 2017-18. However Ofwat said it
was minded to accept a proposal put for-
ward by South West and backed by its in-
dependent WaterShare panel to defer the
penalty to PR19, when it could be offset
against the £3.56m end of period rewards
the company accrued in 2015-16 - with
a view to keeping bills smooth. For now
the regulator will not adjust South West’s
wholesale price controls for 2017-18, but
will make a final call next year.

Supporters and crifics

ODIs were at PR14, and continue to be,
divisive. Ofwat of course wholeheartedly
backs them, arguing they drive good be-
haviours and allow higher baselines to be
set continually as companies beat commit-
ments. Our coverage of a project to analyse
leakage ODIs for 2015-16 seems to support
the case that ODIs drive behaviours (see
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p28). However, the Consumer Council for
Water’s position is that they are unpopular
with customers. Bernard Crump, central
and eastern regional chair, said: “We have
never been comfortable with the con-
cept of ODIs. In our research, customers
were opposed to rewards for what they
saw as companies doing the day job, and
were lukewarm about penalties. While we
recognise that Anglian and Severn Trent
improved their performance last year,
they did so against targets that were — in
some instances - less challenging than they
could have been. The result is bill increases
for customers".

Later this month Ofwat is due to issue a
consultation. Some key questions for that,
arising from these draft determinations
and other sources, include:

I If smooth bills trump the benefits of in-
period adjustments, as the South West deci-
sion seems to be indicating should all true-
ups be at the end of each price control period?
I How much do customers value reward-
ing/penalising company performance
against individual aspects versus overall
performance?

I Does the legitimacy of ODIs hinge on
how stretching the targets are?

I What is the best balance between com-
parability company to company and the
reflection of local views (common v be-
spoke ODIs)?

I How should the regime deal with re-
warding/penalising companies for results
that are to some extent out of their con-
trol? (see p16).
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REPORT | INNOVATION

CHANGE: THE NEW NORMAL

Infrastructure industries must embrace uncertainty
and ongoing change if they are to thrive in today’s
world. In particular, they should learn global lessons
and consider repurposing under utilised assets.

ree speakers at an Indepen Forum

event in London last month had a

stark message for infrastructure
industry stakeholders: innovate,

or die. And that doesn’t mean getting to
grips with a single new development or
going through a nailed-down change pro-
gramme. It means living with change con-
tinually; embracing it; and always being
fit to adapt to capitalise on new opportu-
nities and manage new risks as they arise.

The October Indepen Forum - a regular
discussion group for infrastructure sector
leaders, investors and regulators — sought
to extrapolate lessons for UK infrastruc-
ture from other countries and other in-
dustries. Its three expert speakers brought
global experience covering multiple sec-
tors and multiple disciplines. To get the
ball rolling, one of the speakers shared her
views on the level of change in world mar-
kets. “The amount of change we are cur-
rently going through is gobsmacking, and
it is no way near done,” she said, explain-
ing one of the biggest drivers is technol-
ogy. This determines not only what com-
panies can do, but also what consumers
expect, which in turn can prompt further
change within companies, the evolution
of new business models, the entry of new
players and even new markets.

She went on to share a few examples of
how momentous change might affect spe-
cific sectors:

I Infrastructure — Assets may be built dif-
ferently - for instance, using 3D printing
and modular design. Consumer usage
patterns may significantly change and
more data will reveal who uses what and
when which could affect, for instance,
how utilities prioritise their investments.
There could be predictive profiling. How
customers pay will change, as will how
assets are monetised — will all assets be
shared in future?

I Education - Traditional three or four
year degrees will become a thing of the
past. Students will identify and digest in-
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formation differently, including through
the likes of YouTube.

I Healthcare - Self diagnosis will grow, as
will preventative medicine. How hospitals
are used will change.

I Roads - We already have self-driving
cars. Behavioural change, such as the
growth of remote working, will mean the
road use and peak road use patterns of
20-30 years ago will alter and the network
will need to adapt.

I Energy - Distributed generation, self
sufficient homes and storage technol-
ogy developments. We can expect further
changes in the way energy is generated,
traded and consumed.

Alongside the specifics relating to each
sector, the speaker said there is a common
theme of reusing under-utilised assets in
new and different ways. The taxi platform
Uber and holiday rental platform AirBnB
are thriving on that principle already.

The new normal

Another speaker offered the following
chilling examples of the consequences of
failing to effectively innovate:

I Kodak and Blockbuster, who failed to
move with technological progress.

I US and European car manufactur-
ers who underestimated the quality and
efficiency of Japanese and Korean com-
petitors.

I Osram and Philips, who are now exit-
ing the lighting sector as they are unable
to compete with challenger companies
who have flourished since the develop-
ment of LED lighting lowered barriers to
market entry.

Water companies that want to avoid
such fates need to learn the lessons of such
experiences and consider whether they are
truly able to see what is coming down the
line. The honest answer to that will always
be ‘no. The recent history of the UK energy
industry illustrates the twists and turns
that policy change alone can bring: the rug
was pulled from under carbon capture and

storage; renewables subsidies have fluctu-
ated; gas has been both a good guy and a
bad guy. So rather than predicting the fu-
ture, the speaker said: “The key for infra-
structure companies is therefore to nurture
the ability to adapt and innovate”

Another speaker developed the theme,
arguing what companies really need to do
is embrace “the new normal”. She explained
quite simply that “business as usual no lon-
ger exists” and that while we must make
use of our past experiences, we also need
to “shed the arrogance” of thinking we can
plot a precise “roadmap for the future”.

Her fellow speaker added: “The real-
ity is we can't see where change is going
to take us, nor how far nor how fast” She
urged organisations to be vigilant, resil-
ient, flexible, and have a “modular mind-
set” — the ability to take strategies and
ideas, continually assess them as develop-
ments unfold, break them up into their
component parts, and reassemble them as
the context demands.

She added that companies must think
strategically and look forwards, and must
not fall into the trap of believing the past
can reveal the future, observing: “Legacy
thinking is worse than legacy assets!” The
message: “We need to retrain ourselves to
accept uncertainty as the new normal and
to continually embrace change”

Plus ca change”?
In discussion following the opening pre-
sentations, some attendees at the Forum
disputed the premise underpinning all
three speakers’ talks: that times of great
change are new. One argued change has
been a constant state since the begin-
ning of time. Those that lived when the
first book was printed, when prospectors
struck oil, when canals were dug and rail-
ways built would have felt as we do now.
Moreover, to forget the lessons of history
because we imagine the future will be so
different would be a grave mistake.
Others questioned the inference from the
debate that the UK performs badly on in-
novation in infrastructure and is ignorant
of better practice elsewhere. One pointed
out that in infrastructure industries in the
developed world, the UK is seen a leader
on innovation — particularly on customer
engagement, regulation and asset manage-
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ment. Another said there is no obvious evi-
dence that UK utilities that have been active
in overseas markets (e.g. National Grid in
the US), or that are owned by foreign play-
ers, have reaped any particular benefit. He
added that if there was genuine innovation
elsewhere, it is unrealistic to imagine the in-
formation and experience wouldn't find its
way to these shores.

However, most appeared to concur that
the speed of change today, and the types of
change technology is enabling, is unprec-
edented. For instance, social media and
other emerging channels mean individual
members of the public can make their
views heard. One participant commented
that this will force companies to adapt to
collaborate with consumers on an individ-
ual level, and will result in the public hav-
ing a stake in decision making. This begs
the question: how can water companies get
fit for whatever the future throws at them?

Addressing blockers

Part of the subsequent discussion focused
on identifying and addressing barriers to
innovation here in the UK. Those identi-
fied fell loosely into three main categories
(though there was little agreement among
delegates on either what the obstacles are
or how they might be challenged).

I Policy: One participant shared with the
Forum the statistic that it takes an average
30 years for an invention to be fully com-
mercialised; at the fastest pace, 20 years.
Thirty years is six parliaments, which
means there is plenty of opportunity for
the playing field that triggers an innova-
tion to be churned up before that innova-
tion is ready for market. There is therefore
a mismatch of timescales (which is fur-
ther complicated by the much faster tim-
escales of IT and technical developments)
and it is difficult to line things up.

I Regulation: Many participants raised
variations on the theme of regulatory bar-
riers to innovation. Chief among these
was risk: regulatory aversion to it, which
drives risk aversion in companies; limited
regulatory understanding of risk and con-
sequent timidity in allocating and financ-
ing risk; a (long and resource intensive)
uphill struggle for those who want to de-
viate from accepted practice; and the gen-
eral mismatch between the nature of in-
novation (dynamic, spontaneous) and the
nature of regulation (planned, cyclical).
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However, one regulator present rejected
these criticisms, arguing his organisation
essentially agrees a sum to provide a service
- beyond that, it is companies’ choice how
services are provided and how schemes are
delivered. Another attendee observed that
some of the most innovative companies in
the UK energy space are the regulated gas
networks - out-innovating both genera-
tors and competitive suppliers.

I Companies: One Forum member
spoke of “legacy thinking” in the water
companies — a default setting borne of
experience since the Victorian era that
building assets is the answer whatever the
question. He said this prevents consid-
eration of alternative approaches or the
repurposing of existing assets. Another
said innovation is justifiably not very high
on the agenda of infrastructure industry
CEOs; yet another that the size and nature
of many utility businesses makes innova-
tion difficult - indeed, that many would
“go crazy” in a world of absolute flexibility
where little was assured.

However others raised counter points.
One company representative rebuffed the
accusation of legacy thinking, citing in
example the fact that less water is put into
supply now than decades ago despite ris-
ing population and without a major new
resource being built. On a related note,
the chair raised the issue of transition:
how we might manage the change of use
of legacy assets and how we might effec-
tively monetise them.

One of the speakers declared she was
“gobsmacked” to hear some in the indus-
try did not consider innovation a subject
worthy of the CEO agenda. On the size is-
sue, a speaker cited GE as an example of
a very large company that has managed
to stay nimble, innovate and gain market
share. Another offered up DC Water in
the US, whose leader five years ago really
shook things up - from striking innovative
financing deals and raising millions for
infrastructure, to powerful public engage-
ment. For instance, instead of staying out
of the way of the press, the business now
employs 14 PR professionals and publicly
responds to problems such as burst pipes
in such a way as to engage the public and
educate them on the need to invest.

Innovation ingredients
Aside from addressing any perceived ob-
stacles to innovation, the Indepen Forum
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also looked at factors that might positively
encourage it. One of the speakers offered
that pockets of innovation are identifiable
globally, and that in many instances, these
are driven by simple necessity. For instance,
the water authority in Perth has refocused
on desalination, reuse and recharge in the
face of drought; while Singapore’s national
water agency PUB is widely regarded as
world leading on innovation, because it has
had to be creative to ensure supply meets
demand in such confined territory.

Aside from necessity, the speaker
identified leadership and collaboration
as vital ingredients. She said innovation
and the delivery of better outcomes must
be led from the front and applauded
those who have had the bravery to act
to successfully deliver change in their
organisations. She also extolled the vir-
tues of cross nation and cross sector col-
laboration, particularly in infrastructure

We can’t see where change
is going to take us, nor
how far, nor how fast

industries which are interlinked and face
common challenges including ageing as-
sets, flooding and population growth. At
present, she said there is still a lot of silo-
thinking and separate working, so this
is an area where improvement is clearly
possible. For those operating in competi-
tive markets, it will however be impor-
tant to find the right balance between
collaboration and competition.

More generally, the Forum heard that
transparency could only be positive for
innovation, and that it is critical to culti-
vate the right mindset. For instance, part
of PUB’s success is because it is not afraid
to fail. As in any change scenario, altering
ways of thinking and behaviours can be
one of the hardest aspects — particularly
in industries where many key individuals
are long servers.

Finally, the Forum heard that for any
organisation wishing to try something
new, there is a need to bring stakeholders
along too. This might mean reassuring a
quality regulator of safety; convincing an
economic regulator of efficiency; getting
the buy in of investors and financiers;
winning over customers; incentivising
supply chain companies so their interests
are aligned with that of the main compa-
ny; and/or many other things.
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Wessex Water has a clever and mutually
beneficial way of involving its contractor
partners in its support of WaterAid

— with life changing effects, both in
Madagascar and back home.

ack in the summer, The Water Report marked the
35 year anniversary of WaterAid with a look back at
its incredible history - from its creation in 1981 by
inspired water industry leaders right through to its
achievement to date of helping 25m people in 38 countries ac-
cess safe water. The theme of that piece was the water industry’s
partnership with the charity through thick and thin.

Now we are launching a new occasional series looking at Wa-
terAid’s partnership with individual water companies: the story,
latest activities, and what the relationship means to all parties in-
volved. We start this issue with Wessex Water and in particular the
resourceful way in which the company involves its supply chain in
raising funds and awareness for some of the world’s poorest people.
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Wessex For Africa
In 2008, Wessex Water set up the Wessex for West Africa scheme
(last year the name was adjusted to Wessex for Africa and Mada-
gascar was chosen as the focus country for fundraising). The idea
was for Wessex to raise funds for WaterAid and spread its mes-
sages to a wider audience by facilitating the involvement of its
contractor partners in helping a specific geographical area.
Managing director Andy Pymer explains Wessex had previ-
ously involved its contractors in other ways - the flagship event
being a biennial race night that many supported. But Wessex for
West Africa took this to another level by involving many of its
key suppliers in a year-round calendar of events, for which they
pay a fee to cover costs, with the remainder going to WaterAid.
Wessex’s head of wholesale services and business change Steve
Arthur says the idea was triggered by “people and their passion
— for us this is something more than just a bit of CSR”. In par-
ticular, he attributes the contractor partnering idea to Wessex
director David Elliott, who he describes as “a true innovator”
Arthur continues: “A lot of people know about the great work
water companies do for WaterAid - running marathons dressed
as a tap, salary donations and that sort of thing. But David and
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WaterAid looked at how we could develop our relationship fur-
ther. We realised there were suppliers we were spending hun-
dreds of millions of pounds with and we thought ‘how can we
leverage that’?”

So the idea of Wessex for West Africa was born. The scheme
offers contractor partners a number of benefits for the year:

I At least three business breakfasts and two dinners which act as
formal networking opportunities with each other and with Wes-
sex Water.

I A place for one person on Business4Life — a staff development
scheme which Wessex has run since 2005. The scheme places 12
up-and-coming staff members (six from Wessex and six from
contractor partners) together for a year during which time they
take part in management training sessions in subjects like mar-
keting, financial control, project management, negotiating and
presentation skills, and spend some time with WaterAid finding
out about fundraising and charity law. The team is challenged to
raise funds for WaterAid over the 12 months with the last group
raising over £55,000. There have been seven groups to date and
they have collectively raised around £240,000.

I A place on a bespoke trip to one of WaterAid’s country
programmes to see the difference their fundraising is mak-
ing to people living in extreme poverty. Contractors visited
Nigeria in 2008, Mali in 2010, Burkina Faso in 2012 and, in
September this year, Faratshio in Madagascar. In the latter,
they saw where their money was being used in a community
water scheme that will benefit a number of hamlets, schools
and medical centres.

I In addition, contractors are supported to raise money within
their own companies and among their own network of suppliers
— for instance, help planning a black tie fundraising ball. Arthur
says this amounts to a “virtuous trickle-down effect” through the
supply chain.

So far, and excluding any additional donations contractors
have made under their own steam, Wessex for Africa has raised
approaching £400,000 (and this doesn’t include the Business4Life
contributions). Clearly fundraising is the main objective, but it is

WESSEX FOR AFRICA IN CONTEXT

Wessex Water managing director Andy Pymer safe water and sanitation - gives the company  services to customers.
has been with the company for 24 years - not “a good point of connection” with those it I The business - in addifion fo the above, Pymer
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quite back fo the time WaterAid was founded serves.
in 1981, but not far short. He describes Wes-
sex’s relationship with the charity over the years
as “very, very strong”, being built on both a
genuine desire fo help those who are in the most
basic state of need, and good business sense.
He explains where Wessex for Africa fits in
fo the company’s broader relationship with
WaterAid.
He identifies the involvement of Wessex's
supply chain partners as one of four key layers
of the company’s activities with the charity. The
others involve:
I Customers - inserts in Wessex customer bills
lead to donations to WaterAid of around £1.6m
a year. In addition to raising much needed
funds, Pymer says the fact that Wessex shares a
goal with its customers in supporting WaterAid -
helping everyone, everywhere have access to

I Employees - no one in the industry can be un-
aware of the amazing levels of dedication and
commitment that water company staff show to
their sector charity, and Wessex people are no
exception. Pymer says “a tremendous amount”
goes on. He recalls the first time he was closely
involved with a fundraiser was in 1997 when the
company held the world’s biggest duck race,
launching 100,000 plastic ducks info the River
Avon (he has the Guinness Book of Records
certificate to prove it). He points out that on

top of the fundraising benefits for WaterAid,
involvement with charity events has benefits

for the individual too: leaming new skills (such

as project planning or liaising with the media);
personal and professional growth; increased job
satisfaction; and a renewed appreciation for the
day job of providing vital water and sanitation

says involvement with WaterAid brings together
people in different departments within Wessex,
and people in different companies across the
country, helping them build relationships that in
turn help the business to run smoothly. He adds
that the company’s partnership with the charity
has survived privatisation and many other twists
and furns over the past 35 years because Wes-
sex’s ethos as provider of an essential public ser-
vice persists. “We have a strong moral impero-
tive o be a force for good,” he explains. “It's a
natural fit for us, a natural extension of our work
on public health protection for our customers...
Sometimes arftificial barriers are put up between
people because of where they are from and

s0 on, but deep down we all have the same
hopes and aspirations; we all want good lives for
ourselves and our children. We have far more in
common than divides us.”
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Brown
(below fop)
and locals
collecting
water in
Faratshio.
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a host
family.

also clear that a key element of the programme’s success is the
business benefits it provides to contractor partners.

Supplier view

Richard Brown is managing director of Selwood Pump Rental
Solutions. The company has been a Wessex Water supplier for
over ten years and one of its framework suppliers for at least
eight of those. It signed up as a Wessex for West Africa part-
ner in 2012 after attending one of the programme launch eve-
nings Wessex hosts annually - and has been partnering every
year since. “Why wouldn't you?” Brown questions, saying the
partnership is fantastic value from a business point of view as
well as valuable in helping some of the world’s poorest people. It
cost Selwood around £7,000 in 2012, and £9,000 this year (there
is now a menu structure, where partners pay around £3,000 for
each main element, enabling them to pick relevant aspects and
tailor to budget).

On the Business4Life programme, Brown says the training is
“second to none, and would cost three times more if you paid
commercially” (much of the training is donated by Wessex).
He describes the incredible personal and professional growth
he witnessed in one young person Sel-
wood put through the programme,
adding that person was promoted six
months after the course completed. On
the business breakfasts, he says they
are always well attended and informa-
tive — and most importantly, facilitate
excellent networking with both Wessex
directors and senior level staff of fellow
contractor companies.

But it is clear from speaking to Brown
that going on the trips — he went on
both the Burkina Faso and Madagascar
| visits — has transformed his view of the
partnership with Wessex: from a benefi-
cial business arrangement first and fore-
most, to a cause to enthusiastically em-
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brace in its own right. “Everything changed for me,” he explains,
recalling his first visit to Africa, “from thinking of WaterAid as
just another charity to seeing what their work means in real life
to real people. It makes you so grateful for what you've got, and
makes you realise how important clean water and sanitation is...
To hear it, see it, touch it and feel it first hand - it really gets to
you”

He retells a few experiences from his trips that stay with him
as powerful - and motivating - memories. From Burkina Faso,
where there was “no water to be seen anywhere” and where
drinking for the local people meant walking 2-3km to a dried
up river bed and digging down to pools of muddy water. He re-
members thirsty children lying flat on the mud to drink it, and
mothers scooping it into the mouths of their babies. And he
remembers the village elders explaining to him that those who
couldn’t afford medical care for the diarrhoeal diseases that are
rife, often simply die.

From Madagascar he recalls seeing villagers filling containers
from a stream that a few moments later a passing animal defecat-
ed in. There, 11.7 million people don't have safe water, 88% don’t
have access to improved sanitation and 2,100 children die every
year from diarrhoea caused by unsafe water and poor sanitation.

Brown tells too of coming back to England so inspired that
“despite not having done any exercise for years” he and 21 col-
leagues took on the Three Peaks challenge and raised £22,000 for
WaterAid.

THE WATER REPORT



PR19: less help, more stretch [alsiASS

Speaking at a water sector con-
ference hosted by Moody’s last
month Ofwat chief executive
Cathryn Ross told companies
Ofwat would not tolerate the be-
haviour it suspected in PRI14:
firms working their business plans
backwards from flat bills. “If any
company out there now is think-
ing of working their business plan
backwards from a flat bill, still less
a baseline of flat bills with various
‘resilience increments’ on top, it
ought to be obvious by now that
this is not what good will look
like,” she said. She offered as an
illustration the possibility of re-
ducing bad debt costs from £21 to
£9 as a way of offsetting - for in-
stance — the £4 average additional
cost Water UK’s long term water
resources report published last
month calculated would be need-
ed to build resilience to drought.
Pursuing aggressive efficien-
cies and catering for resilience
were among the themes for PR19
Ross highlighted in her Moody’s
speech. Elsewhere she said Ofwat
would:
I Offer more clarity upfront than

it had at PR14 on what good looks
like — by setting out principles
rather than a “cook book” The
trade off would be it would not do
as much “hand holding” through
the process, particularly given the
extra workload that will result
from six price controls.
I Seek stretch in terms of cus-
tomer service — partially a result
of its recent detailed scrutiny of
competitive markets. This will in-
clude integrating great service for
customers in vulnerable circum-
stances.
I Extend opportunities for out-
performance. As well as totex and
financing outperformance (as Of-
wat planned to stick with its sec-
tor wide notional approach to the
cost of debt and equity), she said
she was “interested to explore the
scope for putting more money at
risk through ODIs”.
I Be able to take “a more nuanced
approach to assessing the loss of a
comparator” in light of more mar-
kets, further separation of price
controls and the greater informa-
tion these would bring.

Ross acknowledged the wide-

spread political and economic
uncertainty Brexit had brought
for the country, but emphasised
elements of continuity in water,
namely: the ongoing importance
of customer legitimacy; the con-
tinued investability of the sector;
and Ofwat holding a firm course
on market reform. She firmly shut
down any suggestion that Ofwat
should put its reform plans on
hold given the disrupted back-
drop: “I have had conversations
with various people from the sec-
tor and the investor community
since the Brexit referendum re-
sult...one or two of them have fol-
lowed that with a suggestion that
- what with everything else going
on at the moment - ‘now is maybe
not the time. Well, in my view,
now is exactly the time. Now more
than ever. And that goes right
back to everything I said in my
speech here last year about the im-
perative of this sector finding ways
of delivering more for less if it is
to maintain customer legitimacy
in face of the combined challenges
of service delivery, resilience and
affordability”

OBITUARY - DR JON HARGREAVES

Dr Jon Hargreaves, CBE F.I.C.E., the
first chief executive of Scottish Water,
has died aged 66 after a short iliness.

Jon was a scientist by fraining but
spent most of his working life involved
in the water industry at home and
abroad. Born and raised in Lan-
cashire, he graduated BSc in applied
biology and was awarded a Doctor- \
ate from Durham University. W

He began his career at Northum- XA
bria Water in 1975 and became
managing director of Northumbrian
Water, in 1993. He was also manag- .
ing director of ENTEC Europe and
managing director of Northumbrian Lyonnaise Inter-
national.

In July 2000, Jon joined East of Scotland Water as
chief executive and in April 2002 was appointed Scot-
tish Water's first chief executive. He played a pivotal
role in leading the transformation of water services to
customers in Scotland. He retired from Scottish Water
in November 2007 and pursued a number of chair
and non executive roles.

It was always more than just work for this dynamic
and charismatic leader. The need to provide safe
drinking water around the world and a strong desire to
clean up the environment was embedded in his DNA
from the moment he first got involved with the water
industry. He was a committed WaterAid supporter and

Fi

believed every person in Scotland and
in the world deserved the same safe
drinking water. This ethos is at the heart
of everything that Scottish Water does
today.

He was passionate about the job of
improving Scotland’s water infrastructure
and built a strong feam to improve the

| service fo Scottish Water’s customers
' and the network. He imbued a belief
& in everyone who worked with him that
anything is possible if you work together
and believe it is the right thing to do.
- Under his stewardship Scottish Water
quickly established real improvements in
its first few years, driving charges down and ensuring
Scottish Water delivered the investment the country
needed.

Scottish Water is today providing an industry leading
service to its customers — and that is no smaill part due
to Jon’s inspiring leadership, having laid the founda-
tions of the successful public utility we have tfoday.

Jon will be greatly missed by his many friends and
colleagues in Scottish Water. He is survived by his
wife Hilary, who supported him throughout his career,

daughters Clare and Kate and three grandchildren.
An abridged form of the obifuary penned by Ronnie
Mercer, former chair of Scottish Water. With thanks fo
Scottish Water for providing this.
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In Brie F

I Flush out the truth: Water

UK has written to Trading
Standards fo condemn
misleading claims that wet
wipes and other sanitary
products are suitable to
be flushed down foilets. A
global statement signed
by more than 247 com-
panies in 18 countries has
recommended consumers
must be given unambigu-
ous information about ap-
propriate disposal meth-
ods of products. Water UK
said it costs £88 million a
year to unblock sewers.

I Condition B: Ofwat is
consulting on a licence
modification that will en-
able companies 1o “levy
charges to recover short-
falls in revenue in previous
charging years that are
calculated in accordance
with the Wholesale Reve-
nue Forecasting Incentive
Mechanism, regardless of
the annual limits on the
change in revenue in the
price controls for whole-
sale activities that we set
for the 2015-20 period”.

I Lords on Brexit: The EU
Energy and Environment
Sub-Committee is con-
tinuing its short inquiry on
environment and climate
change policy after Brexit.
Water UK’s environment
director Sarah Mukherjee
was among those who
gave evidence at the
start of the month.

I British Water CEO: Brit-
ish Water has appointed
Lloyd Martin as its chief
executive.

I RAG update: Ofwat has
published updated Regu-
latory Accounting Guide-
lines for 2016-17. These fac-
tor in changes including
on water resources and
sludge markets, outcomes
reporting and disclosure
requirements.
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CCW: which household

scenario is most |i

The Consumer Council for Water,
Ofwat and DEFRA are under-
stood to be in discussions about
prospects for domestic compe-
tition following the consumer
watchdog’s intervention to say the
economic regulator’s cost benefit
review was “overly optimistic”.
Specifically, CC Water has
called on Ofwat to identify which
of the four possible scenarios it
scoped out in its September sub-
mission to government was the

most plausible outcome. The most
positive scenario included strong
competition, widespread innova-
tion, low cost and a net present
value of £2.9bn; the least positive
scenario included weak competi-
tion, little innovation, high cost
and a NPV of -£1.45bn.

The water watchdog last month
wrote to the industry regulator chal-
lenging some of the more positive
assumptions it made. In particular,
Ofwat’s best case scenario showed

kely?

the savings that would be available
to customers would be around £8 a
year; CC Water argued this would
not be enough to persuade many
people to switch supplier.

Chief executive Tony Smith
said: “We are not convinced by
many of the more positive as-
sumptions that Ofwat has made in
its analysis. In particular, we ques-
tion how many water customers
would be interested in switching
supplier for such a small amount

of money. We are also concerned
that large numbers of customers,
particularly the elderly and others
living in vulnerable circumstanc-
es, may not participate actively
in the market and that could cost
them money”

Smith added: “We do not want
to see the water sector experience
the same problems that have af-
fected the energy market.”

The Competition and Markets
authority is studying digital com-
parison tools, such as price com-
parison websites and switching
apps, across markets. The find-
ings would be relevant for water,
should the government opt for
household switching.

WSSL fees

Ofwat has set out how it plans to
fund its administration of, and CC
Water's work on, the new Water
Supply and Sewerage Licensing
(WSSL) regime on an ongoing basis.

In a consultation published last
month, the regulator proposed re-
covering 10% of its costs through a
flat fee, shared equally between all
WSSL holders, with the remain-
ing 90% allocated to licensees on
a variable basis based on their
market share. Market share would
be defined according to wholesale
charges paid. Ofwat explained it
wanted to keep the flat fee element
low to avoid the cost being a bar-
rier to entry for those with only a
small number of customers. These
fees will be on top of the one-of
application fee of £5,250.

Noting that “costs of regulating
the WSSL regime are uncertain”
given the market is new, the regu-
lator provided some indicative
cost estimates. It calculated the
total cost of regulating the new
market — this would cover, for
instance, the cost of setting price
controls, managing code changes,
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o be based on market share

resolving disputes, monitoring
and enforcement work and as-
sociated legal costs — would be
£725,000 in 2017-18. In line with
MOSLs approach, it allocated 50%
of these costs to the WSSL licens-
ees and 50% to the undertakers,
giving a total estimated cost to the
WSSLs for 2017-18 of £363,000.

Ofwat assumed there might rea-
sonably be 35 WSSLs in the first
year, which implies a fixed fee of
£1,036 each and variable costs of
£326,000 in total, at a cost of 27p per
customer (based on 1.2m custom-
ers). It added that it would adjust
fees annually to take account of any
under- or over-estimate of the costs.

CC Water proposed its costs
be recovered slightly differently.
It put the total cost for monitor-
ing the WSSL regime and han-
dling complaints and enquiries at
around £0.43m in 2017-18, and
allocated 64% of these costs to the
WSSL licensees and 36% to the
undertakers. This gave a total esti-
mated cost to the WSSLs for 2017-
18 of £0.28m.

Licensees will be obliged under

condition 9 of the standard condi-
tions of WSSLs to pay an annual
licence fee (DEFRA has issued up-
dated standard licence conditions).

Ofwat added that it was con-
scious that turnover is uncertain
until the market opens and that
cash flows will be uncertain for
some time. It suggested the fol-
lowing solution:

I For year 1 (2017-18) of market
operation, it will delay the annual
invoice until October and use data
from the market operator to al-
locate variable elements based on
wholesale charges paid as at 30
September 2017.

I From year 2 (2018-19) onwards,
it will issue an annual invoice early
in the financial year.

I Tt will charge WSSLs supplying
eligible Welsh customers on the
same basis as WSSLs operating in
England.

Ofwat has also issued a revised
application form and guidance
document for WSSLs, for use
from 1 November. These have
been updated to include informa-
tion in relation to the following:

I Information about self-supply
applications.

I An option for applicants to ap-
ply for a wholesale or supplemen-
tary authorisation to allow them
to introduce water into an ap-
pointed water company’s network.
I Further guidance on the three
requirements the regulator as-
sesses against — managerial com-
petency, financial stability and
technical competency.

Since we published last month,
WSSLs have been granted to Business
Stream, Cobalt Water, Pennon Water
Services and Thames Water Com-
mercial Services. South East Water
has applied for a national WSSL
through its non-trading subsidiary,
Invicta Water. The move follows an
application in July by South East
Water for a sewerage retail licence
to provide services in its water
supply area. Invicta will retail water
and sewerage services in England
under the brand, Water Choice
South East. The parent company will
provide water and sewerage services
in its home patch as South East Wa-
ter Choice.
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ater retailers that form part

of a wider group could en-

joy a competitive advantage

over stand alone new en-
trants. Meanwhile, wholesaler risk expo-
sure would increase significantly should the
household market be opened to competi-
tion.

Those were two of the findings con-
tained in a Moody’s report on the retail
water market issued last month. On retail-
ers, firstly, the ratings agency said those
in larger groups would secure working
capital facilities and required payment
protections on more favourable terms
than their smaller competitors. Moreover
that a requirement under the Wholesale-
Retail Code for the retailer to maintain a
minimum investment-grade rating may
be difficult to achieve for a standalone
new entrant, and an additional collateral
requirement to offset weak standalone
credit quality could be expensive.

Moody’s modelled the credit quality of
a hypothetical water retailer - “a small to
medium-sized company with an exist-
ing footprint in the market, such as an
incumbent water company’s retail sub-
sidiary, or a new entrant with a customer
base acquired from an incumbent water
company that has exited the competitive
retail market” It rated the stand alone
credit quality of this hypothetical com-
pany at single-B — weak, reflecting along
with financial metrics aspects including
relatively small size, lack of track record in
a newly-opened competitive market, and
limited ability to differentiate services.

However the ratings agency said retail-
ers that are subsidiaries within the wider
group of an incumbent water company
should enjoy credit quality “broadly simi-
lar” to that of an existing integrated water
company. The average water sector rating
is around Baal. Moody’s said: “Such im-
plicit or explicit parental support could
come in the form of debt or performance
guarantees, or even the integration of the
competitive retail activities within the
holding company that sources financing
for the entire group” It noted that while
regulated water companies’ licences pro-
hibit direct cross-subsidisation or guaran-
tees from the regulated monopoly busi-
ness to affiliated companies within the
wider group, parent holding guarantees
could create substantial benefits, provid-
ing access to an investment-grade credit
profile. This may also significantly reduce
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CREDIT RISK | REPORT

NEW ENTRANTS
FACE HIGHER

Moody’s analysis finds financing
advantages for associated retailers

the water retailers costs in providing
credit support under the arrangements
with the wholesaler.

Retailer credit metrics will be important
in the new market because retailers will
act as cash collection agents for wholesal-
ers. Ofwat has put in place a number of
credit options for the market, but because
of a likely mismatch of payment cycles in
some instances (between retailers having
to pay wholesalers, and retailers collect-
ing payment from customers), retailers
will need financing liquidity and access
to working capital. This is exacerbated
by the fact that retail margins are inher-
ently low. Moody’s observed: “While the
proposed credit terms provide protection
for the wholesaler, the potential costs of
maintaining 80 days of working capital
as cash collateral or procuring alternative
security could erode the retailer’s margin”
In this environment, controlling cost to
serve will be critical; Moody’s advised that
particular focus should go to the cost of
bad debt and debt management, “which
may account for up to a third of the total
in any given year”.

Wholesaler risk

Some retailers could pay the ultimate
price of poor credit credentials - going
under. Ofwat has made provision for cus-
tomer protection should their supplier go
down. It has made provision for whole-
salers too, by giving them a greater share
of protection than retailers in its credit
terms. Nevertheless wholesalers will be
exposed to greater counterparty credit
risk that at present: “Monopoly incum-
bent wholesalers will swap exposure to a
multitude of diverse business customers
for exposure to a far smaller number of
retailers, and potentially just one, which
are likely to have low credit quality;” the
paper pointed out.

Moody’s considers the level of exposure
to risk to be manageable for wholesal-
ers while the market is confined to non
household customers. “Ofwat currently
assumes an average payment cycle of 80
days. This would result in a maximum
loss of around 4.3% of one year’s revenue
for the wholesaler in the event of retailer
default, for the NHH business.”

However, this would “increase signifi-
cantly” should the household market be
opened - to a maximum loss of 17.6%.
Stefanie Voelz, vice president of the infra-
structure finance group, described this as
a “step change” in risk, with wholesalers
potentially exposed to “six counter par-
ties, not 600,000”. She added that of all the
reform elements currently on the table,
domestic competition carried “the most
risk potential’”

Moody’s has published previously on up-
stream reforms. In summary; it sees limited
risk in a water resources market as it has

Parent holding guarantees
could create substantial
benefits, providing access
to an investment-grade
credit profile.

been scoped out, given existing assets will
be largely unaffected. A sludge market in
itself, said Voelz, was “relatively small beer”
though it heralds a more risky direction of
travel in “slicing and dicing the RCV on a
focused basis”. More detail is needed on ex-
actly how the transition to CPI will be man-
aged before its impact can be assessed.
Aside from market reform, Moody’s
identified persistent low interest rates as a
significant credit pressure for water sector
finances post 2020 (see report, p13).
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Leakage Conference.

at might market reform

mean for leakage? As

wholesalers and retailers

struggle to get their houses

in order ahead of business retail market
opening in April, you could be forgiven
for thinking that isn't the most pressing
question of the moment. But some of
those who specialise in leakage believe
market reform could have a profound
effect on their work. In fact, taken to its
logical conclusion, market opening could
ultimately lead to leakage being redefined.

The impact of business retail competi-
tion imminently, and household retail
competition potentially, was one of the key
themes under scrutiny at this year’s Water
UK Leakage Conference. Held last month
in Birmingham, the event was chaired
by former Thames Water chief executive
Martin Baggs, and brought the industry
together with regulators, consumer repre-
sentatives and many other stakeholders to
discuss developments and horizon scan.

So how could retail market opening
lead to the alteration of the very defini-
tion of leakage? The issue hinges on what
separating retailers from wholesalers will
mean for customer side leaks. Discussion
at the conference illuminated the fact
that, despite being just five months away,
there is not a common understanding
of what will happen to leaks on business
customer supply pipes once retailers and
wholesalers are separate entities.

On paper, the market arrangements
are clear: helping customers reduce leaks
on the pipes they are responsible for is a
job for retailers. Moreover, there is evi-
dence from other markets that retailers

SHOULD LEAKAGE
BE REDEFINED?

If retailers lead on supply pipe leaks once
the market is open, should leakage be
redefined to cover distribution losses only?
That was one of many questions on market
reform debated at this year’s Water UK

do actually deliver this service. Ofwat se-
nior director for Water 2020 David Black
pointed to evidence from Scotland, and
said there is evidence that business cus-
tomers here are keen to work with retail-
ers to manage demand.

The point was echoed by Andrew Buck-
ley, chief executive of industrial and com-
mercial customer representative the Major
Energy Users’ Council. “MEUC members
will expect demand management to be
part of the retail contract in many cases,”
he said, adding suppliers and customers




in energy have struck innovative deals to
reduce consumption. “The energy experi-
ence suggests retailers did learn over time
that customers are more profitable if kept
over time. Helping customers to reduce
their costs is part of that” He said this can
be “a win/win/win situation” - for custom-
er, retailer and wholesaler.

But throughout the day, a number of
delegates expressed scepticism that with-
out an obligation or incentive to reduce
leaks, retailers may not always act. One
question from the floor summarised the
doubt: retailers will want to maximise
profit, so what is their incentive to reduce
demand? Another delegate expressed the
view that it seems we are taking some-
thing of a leap of faith in retailers; we are
essentially relying on the fact that they
will offer consumption-saving services
including on leakage to deliver cost sav-
ings for customers because the market’s
low margins won't allow much in the way
of straightforward price discounts.

There was also discussion of the practi-
cal aspects of retailers taking on respon-
sibility for customer side leaks. In a panel
session on the greater use of markets in
water, the need for good relations be-
tween wholesalers and retailers came up,
if retailers are to help customers with net-
work (and hence wholesale-type) prob-
lems. MOSL chief executive Ben Jeffs re-
assured delegates that the thinking on this
had already been done and is contained in
some 4,000 pages of code documents. He
added that one of the biggest challenges
will be ensuring arm’s length relationships
between hitherto unified companies; this
is one of the aspects that should be prac-
tised in the shadow phase.

Consumer Council for Water chief ex-
ecutive Tony Smith picked up the point.
“The retail/wholesale relationship will
be absolutely crucial,” he said, observing
that the two interests “should be allies”
but that it would be for each wholesaler to
decide how they deal with each retailer in
practice. Smith envisaged “it will be pain-
ful at times and there will probably be all
sorts of battles” as wholesale/retail rela-
tionships are worked out - but ultimately
this would be good for the market.

Household headaches

The leakage professionals at the Water UK
conference seemed reasonably sanguine
about these questions and concerns while
the retail market is confined to businesses.
Not so if the government opts to extend
competition to households (see box be-
low for speakers’ views on this issue).
Glen Mountfort, asset planning manager
at South Staffordshire Water, presented on
“the supply pipe challenge” He first shared
some details of his company’s position in
terms of leakage: it is in a stable position
on reported leaks and is content to sit
within its Sustainable Economic Level of
Leakage (SELL) range. However it is con-
cerned by a trend of a rising number of
reported leaks on customer supply pipes,
at a time when there is a falling number
of reported leaks on mains. Moreover it
is aware of the incredibly long asset life
expectations on supply pipes: it is aware
of 0.06% of supply pipes a year being re-
placed, which infers an asset life of 1600
years (compared to 100-200 years for dis-
tribution mains). South Staffs currently
assists customers with supply pipe fixes
voluntarily, dealing with around 2,200
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repairs per annum (of a total of 600,000
properties in its supply area). Mountfort
noted that compared to other means of
funding repairs - e.g. through insurance
— this offers good value to the customer.

He went on to make a number of obser-
vations about the introduction of domestic
competition as regards supply pipe leaks:

I The repair and replacement activity
South Staffs currently undertakes would
be difficult if domestic competition forced
household retail separation; it may even
breach level playing field rules.

I At present, the uncertainty over what
will happen in the household retail seg-
ment is making it “difficult for companies
to make long term strategic decisions”
about their supply pipe strategies. He
considered whether there is more risk in
waiting for a decision from government
or pushing on with trials regardless.

I Leakage and demand management is
strongly linked to meter technology and
read frequency. In a reformed domestic
market, the wholesaler would own the
meter (if the non household model is fol-
lowed) but the retailer would be respon-
sible for reading it. This would complicate
practical arrangements.

These observations prompt a number
of questions. How can holistic metering
and data collection strategies for demand
management be developed in a competi-
tive market? Should the wholesaler take
ownership of supply pipes? Who should
pay and who benefits from smart net-
works? Mountfort made his view clear on
one key aspect: “What is not right is the
wholesaler having to manage leakage in a
world where it loses control”

This led him to reflect on whether do-

VIEWS ON DOMESTIC COMPETITION

| Water UK’s Sarah Mukherjee: The political will is there, but it is

I MOSL’s Ben Jeffs: Noting it will take a brave politician to open the
household market in the wake of Brexit, Jeffs’ view was that domes-
fic switching is “inevitable” and the right way forward. *| believe in
markets,” he explained, adding his preference would be for swift
action as a delay could “destroy value”. Pushed for a fimetable

by chairman Baggs. Jeffs said a household market was feasible
“before 2020”. In part this is because the business retail market has
been developed with micro businesses included - for instance, the
Customer Protection Code of Practice and MOSL's systems - so
could be adapted relatively easily to cater for households.

right fo emphasise there would be customer resistance. If it hap-

pens, it shouldn't be for ten or so years.

I MEUC’s Andrew Buckley: There should be a domestic market

I Martin Baggs: People like an easy life and like saving money. If
someone knocked on my door and said they could provide one
bill (for various utilities) and save me money, I'd probably say yes.

when the market can deliver a worthwhile margin. In energy,
where potential savings are much higher, switching levels are poor
and the CMA recently criticised customers for not engaging. With
only minor savings on the table in water, Buckley remarked: *God
help the water customer!”

I CC Water’s Tony Smith: Customers are disinterested in a £5-10
saving. Only a small number would likely engage fo save such a
small amount. Ofwat’s recently published cost benefit analysis
is broad, looking at everything from an active, strong market to
a slow, weak market. If it happens at all, domestic competition
should not be until affer 2020.
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WHAT ARE THE REWARDS AND PENALTIES?

A summary of a presentation given at the Water UK
Leakage Conference by Andy Ball, head of asset
management, South East Water.

Leakage was one of two mandated Outcome
Delivery Incentive areas af PR14 but companies
led on financial rewards and penalties. Different
companies took different approaches. It is only
year one of AMP6 so early days, but Water UK is
supporting a project to analyse company ap-
proaches and the impact rewards and penalties
are having on leakage activity. Fiffeen companies
are faking part. Emerging findings are as follows.

The leakage ODI picture is varied

I There is a wide range of penalties and rewards in
place, from zero to a maximum £60m penalty and
a maximum £36m reward. However there is consis-
fency in that penalties are almost always greater
than rewards - but by varying factors, from fen
fimes to four times, to almost symmetrical rewards
and penalfies.

I Some have caps and collars while others don't.

I Some look at annual performance, others at
performance over a few years.

I Some are payable in AMP6, others in AMP7.

What influence are ODIs having?

1 ODls are influencing company approaches to
leaks. The study grouped companies into four
categories, ranging from those fo have no intent
fo outperform to those who have specific outper-
formance targets. See table

1 75% of companies are focussing on avoiding
penalties.

I Those with rewards (these range from £1m-£36m)
are chasing them. Some are going all out fo
obtain 100% of the reward on the table, while
others are targeting just a proportion of the reward
available. Altogether, those companies in the
most active category are targeting 45.5MI/d more
leakage reduction than in their performance com-
mitments. This would yield a reward of £55m of the
total £106m available. See table and chart.

I On top of an ODI with areward, South East
Water has a customer satisfaction ODI which

is influenced by its performance on leakage. It
has improved customer satisfaction so far from
3.5/5 fo nudging 4/5. For companies more widely,
improved customer satisfaction resulting from im-
proved leakage performance could have positive
effects on SIM scores (where penalties are larger
than for leakage ODls).

I There is a mixed picture on whether leakage
ODls are driving innovation. Some companies

are exploring new technologies, while others are
focusing on getting better results from traditional
approaches. Some are considering methodology
changes.

I For those pursuing reductions, it is not cost free

- you have to spend money fo get the reward.
South East Water's strategy is cost neutral.

M Max penalty Bl Max reward

-
6 7 8 9 10 M 12 13 14 15
Company Reference

COMPANY RESPONSES

1 2 3 4 5

Companies grouped into one of four groups

Group No of companies
A. No intent fo outperform - Inappropriate ]

B. No intent fo outperform - ODIs not a big enough 6

C. Intent is to outperform - But no specific target 3

D. Intent is to outperform - Have a target in mind 5

Typical comments

A. Customers did not support reward for leakage reduction

B. Analysis shows it's not cost beneficial...we are focussing on avoiding penalty

C. We are also investing in new software and equipment to improve leakage target-
ing and the funding for this has come as a direct result of the ODls

D. The ODIs provided us with a real incentive. Our Board asked us to identify some
ways to achieve ODIs and leakage is a key one for us

ARE REWARDS DRIVING BEHAVIOURS?

Rewards

€ Max reward

&

Grouping

% of Available
100%
7%

Target Reward
£36m
£Im

Max
Min
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mestic retail market opening should result
in leakage being redefined to cover only
distribution leakage rather than total leak-
age. He observed those making market
arrangements seemed confident retailers
would be able to make a better fist of re-
ducing supply pipe leaks than today’s ex-
isting integrated companies, so why not
“give them the responsibility?” Mountfort
seemed sceptical on the merits of the belief.
“How can retailers find leaks better than
us?” he asked. He added it is “difficult to
see what is driving retailers to reduce leaks”
and questioned: “How are extra people in
the equation going to help?” He concluded
that all of this and more needs consider-
ation and debate before any household
market follows the non household model.

Market pros and cons

Before it moved on to other issues, the
conference debated other pros and cons
of market reform for leakage. Several peo-
ple throughout the day raised issues relat-
ing to greater complexity resulting from
the wholesale/retail split. A representative
from United Utilities, for instance, ques-
tioned who would investigate queries on
volumes for those charged with calculat-
ing leakage numbers for their companies.
Told it would be the retailer, she respond-
ed that that would mean a lot more work
- going to lots of different retailers instead
of just her company’s business retail team.

CC Water’s Smith observed: “The first
real test of the market will be when some-
thing goes wrong.” He pointed out that all
customers will remain customers of the
wholesalers, regardless of their choice of
retailer, and that water should learn from
the energy experience and not let whole-
salers become “too distant” The MEUC'’s
Buckley endorsed the point: “There has
got to be a customer access point to the
wholesaler;” he urged.

However, others pointed to the upsides
for leakage management that would re-
sult from market opening. MOSLs Jeffs
acknowledged that issues — be they be-
tween incoming and outgoing retailers or
retailers and wholesalers — would surface,
but stressed the key was how the market
deals with them. “Customers must be
front and centre of our minds as we re-
solve the issues,” he said. He added that a
pure benefit would be ongoing data im-
provements driven by the market. For in-
stance, a third party that recently took on
billing responsibility for a large multi-site
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customer chain found 12% of sites were
under billed and 4% of premises were en-
tirely missing. Retailer eyes on the market
will drive better data.

However, an even greater prize accord-
ing to Jeffs is that the retailers will be a new,
informed stakeholder group who will form
opinions on wholesale costs and service.
They will “shine a light on wholesalers”
and provide Ofwat with better information
with which to regulate wholesale prices. He
said it was “no coincidence” that Ofwat ex-
pects cost innovation to be driven through
subsequent price reviews.

More widely, a number expected the
market to drive innovation, includ-
ing customer representatives Smith and
Buckley. The latter commented: “We are
really fired up by this. There is the oppor-
tunity to save cost by driving consump-
tion down, and to rationalise suppliers.
Better information can only improve the
efficiency of the total system?”

Resilience and leakage
Moving away from market reform, the
other matter that dominated discussion
at the conference was how the industry
might up its game on leakage manage-
ment. This is a perennial issue, but one
that has come under the spotlight in re-
cent months as resilience challenges have
crystallised, particularly on water resourc-
es and drought. Anglian Water’s regula-
tion director Jean Spencer presented the
findings of a research project she led on a
long term planning framework for water
resources. In short, this showed drought
risk is more severe and more widespread
than previously thought. For the leakage
community, this means one thing: there
is a need to innovate to manage demand
and leaks better and, crucially, to set an
example to customers who will necessar-
ily need to reduce their own water wast-
age. “Customers dont understand why
they should be water efficient if they see
leaks happening;” she summarised.
Spencer went further to suggest cus-
tomers don't really get the concept of
economic levels of leakage and hence that
“the economic level of leakage doesn’t
cut it any more” She urged the industry
to think innovatively and to take on the
challenge of driving leakage down. The
sentiment was far from universally ac-
cepted though. Dennis Dellow, leakage
programme lead at UKWIR and techni-
cal consultant for Northumbrian Water,
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said leakage control should always be
governed by economics “otherwise wa-
ter companies will be expected to oper-
ate uneconomically”. However he added
there was scope for improving the exist-
ing SELL model and for “changing the
economics” by driving costs down. /9,
Regulatory levers ,,,
The conference discussed the various ways
the industry might up its game. These fall
loosely into two categories. Firstly, regu-
latory levers. Ofwat’s Black recapped the
current state of play. The PR14 settlement
locked in a broad range in terms of com-
panies’ commitments to reduce leakage
by 2020, ranging from 0% (those who al-
ready operate at or below SELL) to 14% at
Affinity Water. The sector as a whole has
committed to a 5% reduction by 2020.
Companies are free to choose how they
go about making the reductions they have
committed to, drawing on the outcomes
and totex approach Ofwat has imple-
mented. However they have been asked
to produce annual updates on their per-
formance on leaks. Data from year one
shows all companies met or exceeded
their targets in 2015-16 (see chart, p30).
Some have significantly outperformed -
for example, Dee Valley’s target was 0%

What is not right is the
wholesaler having to
manage leakage in a world
where it loses control.

but the actual reduction it achieved was
14%. One delegate suggested to Black that
the targets may have been too easy given
the blanket outperformance; the regulator
accepted the merit of raising the question.

More broadly, Black reported signifi-
cant achievements to date, with distribu-
tion input falling 10% since 2000 against
a background of population growth. He
said this is partly related to successful
leakage management.

Going forward, the affordability of
further measures will be an issue, par-
ticularly as the level of efficiency savings
available is falling over time. Aside from
the greater role for markets already dis-
cussed (Baggs suggested in addition that
tradable leakage targets would be worth
consideration, so a company could, for in-
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stance, pay another water company to go
beyond its SELL if that was cheaper than
reducing leakage in its own patch), PR19
will incorporate some features that were
not in play at PR14. Ofwat’s resilience
duty had not been clearly scoped out at
in 2014; at PR19 this will be relevant to
Ofwat’s approach to water resources and
water efficiency. Moreover the approach
to Performance Commitments (PCs)
and Outcome Delivery Incentives (ODIs)
will be developed; this month, the regu-
lator will publish a consultation on out-
comes which will include consideration
of whether leakage ODIs should be com-

There has gottobe a
customer access point to

the wholesaler

mon or company specific. Baggs com-
mented that how ODIs are formed for
PR19 will be a live issue for the industry,
particularly if there is a move to dynamic
measures and league table-type compari-
sons between companies given variations
in leakage measurement methods.

Early evidence suggests the ODIs put
in place at PR14 are working effectively.
Northumbrian's Dellow said incentives
have a “major impact” on innovation,
reporting that historic trends reflect this:
companies had a big push on leaks when
regulatory targets were first set, but “took
their foot off the pedal” once the ELL

had been reached. Consequently leak
rates plateaued. The new PR14 incentives
should get things moving again, though
Dellow commented that the patchwork of
approaches to leakage PCs and ODIs that
resulted from a lack of guidance from Of-
wat was a “missed opportunity” to drive
improvements across the board.

South East Water has done some inter-
esting analysis of leakage ODIs and their
impact on leakage management and in-
novation, as set out in the box on p28.

However, many felt regulatory levers
could be better. For one thing, they are
too short term, particularly in contrast
with the approach taken in countries and
regions including China and the Middle
East, both of which are pursuing ambi-
tious leakage reduction programmes.
China for instance is looking for net-
work-wide visibility and pursuing single
figure leakage. Dellow said he saw little
evidence of English and Welsh compa-
nies planning beyond the five year cycle
horizon. “No company currently has a
mains replacement programme,” he ob-
served. He suggested companies should
develop a longer term cost benefit analy-
sis and collectively go to Ofwat and say
there is a need to look beyond the five
year planning horizon.

The chair of innovation at the Future
Water Association Alastair Moseley add-
ed that PR19 should recognise the value
of trying things and reduce the culture of
a fear of failure.

COMPANIES’ PERFORMANCE ON LEAKAGE IN YEAR ONE
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Company initiatives

There was consensus at the conference that
no company was complacent on leakage.
Baggs said its ability to hit the headlines
put it “right at the top of all operational
measures’ at board meetings. A number
of suggestions came up throughout the day
of ways in which companies themselves
could change to manage leakage down.

I Supply chain relationships - Compa-
nies could be more open to working with
SMEs and technical specialists. Glyn Ad-
dicott, operations director of supply chain
firm Hydraulic Analysis, drew a stark
comparison between his company’s work
the Middle East, where there is an appetite
to work with innovative SMEs, and the
UK, where it can be very difficult to get to
work with water companies. The Future
Water Association’s Moseley added there
was too little ‘pull’ from the industry to
work with SME innovators, but that such
businesses can find it hard to get sufficient
investment to ‘push’ into the market.

I Collaboration - Dellow said leakage
teams were for the most part good at
sharing learnings company to company,
but could do more to look at experiences
beyond water - to gas, for instance. Mose-
ley added that the procurement process
could at times act as a barrier to collabo-
ration between companies as each is keen
to secure the best deal for itself.

I Data - As data quality improves - be
it through technology/system advance-
ments, market reform or another route
— companies will have more to go on in
the battle to reduce leaks. Andrew Oakes,
supply demand planning lead for AMP6 at
Thames Water, detailed how the company’s
universal smart metering programme is
yielding much more granular data. He ex-
plained Thames is still exploring how best
to use the information being relayed, but
that the data is already changing the mind-
sets of staff on the ground - for example,
from thinking ‘a leak might be present’ to
thinking ‘where is the source of the contin-
uous flow?’; and to entertain the possibility
of the existence of a second leak and hence
the need for a second repair visit.

The industry is not sitting on its hands
as it stands though. Dellow provided in-
formation on current and future UKWIR
projects, including a strategic initiative on
achieving zero leakage by 2050.
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ONLY 8% OF BUSINESSES

KNOW OF MARKET OPENING

ewer than one in ten businesses in
England are aware that they will
soon be able to switch water sup-
plier according to findings from
the Consumer Council for Water’s latest
research among business customers.

The study, Testing the Waters, showed
that while 60% of businesses polled were in
favour of having the option to switch wa-
ter supplier, only 8% were aware, without
prompting, that the water retail market was
scheduled to open to businesses next spring
— up just 2% from 2014 . On prompting, 13%
demonstrated awareness in the latest poll.
Fewer than one in eight respondents felt that
competition would be a bad development.

Awareness was particularly low among
small businesses and CC Water voiced
concern that those consumers could lose
out unless all parties up their efforts to
provide more information.

The report included indicators of what
will be required to gain new business (see
table, top).However, the study found that
half of respondents did not know how
much their company water bill was - al-
though some respondents were not re-
sponsible for management of bills.

CC Water found that 38% of business

HOW READY AND SATISFIED
ARE LARGE USERS?

Industrial and commercial customer
organisation the Major Energy Users’
Council polled its members at a meet-
ing in Leeds last month on their water
refail market strategies and readiness.
The results showed:

1 56% have a clear course of action
on the new water market planned; the
remainder don't.

I 11% have a clear view on which
supplier(s) they favour; 30% have a
view but say this needs further con-
sideration; 54% don't have a view yet
on a favoured supplier(s) but plan to
engage with the market; 4% don't plon
fo engage.

1 19% are satisfied overall with the ar-
rangements put in place for the new
market; 57% are neither satisfied nor
dissatisfied; 17% are dissatisfied; the
remainder don’t know.

CC Water study exposes low awareness levels

customers said they would be likely to
switch retailer once they had a choice but
would need to see a cut in their bills of at
least 17% on average. And 75% of busi-
nesses quizzed said they would seek a bet-
ter deal with their existing supplier once
the option to switch was in place.

CC Water chief executive Tony Smith
pledged his organisation “would be do-
ing all we can” to ensure all business users
were alert.

CC Water polled 4,000 business cus-
tomers for this latest study and for the
first time it extended its survey to include
firms with more than 250 employees.

Safisfaction

The survey revealed that winning over
customers in a competitive business retail
market could be challenging. Satisfaction
with water and sewerage services is high

across the industry. In overall terms, 92%
were net satisfied with their water services
and 74% were net satisfied with sewerage
services. The net satisfaction score for
surface water drainage was lower at 63%.
There were regional differences, with CC
Water pointing out: “Notably, businesses
in Wales are significantly more likely to
be satisfied with all aspects of their water
supply service than those in England”

Trust was good and improving. The study
revealed a significant increase in customers’
trust in their water companies to 7.6 out of
ten in 2016 from 7.3 in 2014. Businesses also
trust their water company more than their
main energy suppliers, who averaged 6.8.

Opverall scores for value for money have
dropped since the previous survey. Com-
petitive opportunities show themselves
also in advice and support where satisfac-
tion is lower.

AVERAGE DESIRED SAVING TO SWITCH, BY BUSINESS SIZE

Micro 0-9 Small 10-49 Medium A 80- | Medium B Large 250+
employees employees 99 employees | 100-249 em- | employees
ployees
Would switch for 1-10% | 10% 18% 24% 20% 23%
Would switch for 25% 32% 33% 38% 34%
10-20%
Would switch for 22% 18% 18% 14% 15%
20-50%
Would switch for more | 8% 5% 4% 3% 4%
than 50%
| would not switch 26% 16% 14% 18% 14%
| would not switch, 9% 11% 7% 8% 9%
only for service

AWARENESS OF MARKET REFORM, BY BUSINESS SIZE

Unprompted Unprompted Prompted Prompted
(2014) (2016) (2014) (2016)
Micro 0-9 employees 2% 5% (11% sole 6% 9% (17% sole
tfraders) tfraders)
Small 10-49 employees 2% 7% 4% 13%
Medium A 50-99 employees 3% 8% 5% 13%
Medium B 100- 249 employees | 5% 13% 9% 20%
Large 250+ employees N/A 41% N/A 49%
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Water 2016

22nd & 23rd November 2016

Radisson Blu Portman, London

The UK’s premier water conference

Addressing critical questions for the future profitability
of the sector, Water 2016 will bring together senior
executives from companies and regulators alike at the
definitive strategic forum for the Water industry.

Key reasons to attend:

Hear how the CEOs of WASCs, WOC and suppliers alike
are adapting their businesses ahead of market opening

Tailor your event with streams addressing the
customer alongside network and asset innovation

Gain insights from senior directors at
Ofwat and the Environment Agency

Explore the potential for reforms in
upstream, abstraction and flood defence

Connect with more than 150 peers during
5 hours of dedicated networking time

“An impressive line-up of
highly accomplished, engaging
and leading edge speakers who

really knew their stuff.”

Chief Executive Officer,
MOSL

“A good event to discuss
market design and creation
to promote innovation.”

Head of Abstraction and Upstream,
Department for Environment,
Food and Rural Affairs

.

(@MF_Util
#water16

For the full programme and speaker line-up visit:

WWW.MARKETFORCE.EU.COM/WATER325




